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INTRODUCTION

Political connections play an important role in many business transactions and the 

allocation of company resources.

Faccio (2006) states that political connections are very common in countries with a 

high level of corruption perception, even companies in Indonesia rank first as the 

sample that has the largest political connections with parliament, ministers, 

presidents, and family relations. Strengthening the findings of Faccio (2006), the 

economist (2018) released an index of economic cronyism in the world. In 2004, 

Indonesia ranked 16th in the world, in 2014 Indonesia's ranking rose to 8th, and in 

2016 Indonesia's position rose one rank to 7th. The high cronyism index in 

Indonesia shows the still high links between political interests and the business 

sector so that it can weaken national productivity and widen social inequalities. 



INTRODUCTION

– Like the two sides of a sword, political connections have benefits and costs for companies. 

– Faccio (2010) examined the differences between politically connected and non-politically 

connected companies in 47 countries. The results show that companies with political 

connections have higher profit levels and higher market share, this result is 

supported by Wati et al (2016a) and Wati (2017). However, empirical studies 

conducted by Chaney et al., 2011; Yen, 2013; Aldhamari & Ismail, 2015; Salleh & 

Bin, 2019, shows that the performance of financially connected corporate financial 

statements is lower compared to companies that are not politically connected. 

Political connections can weaken or limit managerial capacity and increase the 

potential for fraudulent financial statements. 



INTRODUCTION

– this study aims to examine more comprehensively the comparison of the quality of 

financial statements and company attributes (firm value, profitability, growth, firm 

size, and leverage) in politically connected firms and politically unconnected firms in 

holding companies in Indonesia. This study is different from previous studies, where 

this research reveals the advantages and disadvantages of politically connected 

companies in a comprehensive manner 

– The results of this study are expected to provide complete information to stakeholders 

about the benefits and costs of the political connections established by companies



LITERATURE REVIEW

The theory of political connections was initially developed by North 

(1990) and Olson (1993) who developed the theory that politicians or 

government leaders build relationships with companies to achieve 

government agendas that benefit supporters of these politicians or 

governments. For their political contributions and votes, companies 

with political connections benefit like contracts or lucrative subsidies. 

Profits that flow from political connections make companies with 

political networks inefficient and build inefficiency cultures because 

of their "protected" status. 



Quality of Financial Statements in Politically 
Connected Firms

Financial statements have a function as a means of communication between management and 
users of financial statements. Financial information has qualitative characteristics that identify 
information that is useful in financial reporting. 

Previous research has shown that politically connected firms require large connection costs. 
Management will generally do earnings management to hide the costs incurred for the 
connection. Companies with CEOs who have political connections usually have a board that 
consists of government bureaucrats who are or are not in the office. The CEO consisting of the 
bureaucrats showed a lack of professionalism and a few of the leaders of the company had 
relevant professional backgrounds (Fan et al., 2007). Chaney et al. (2011), Salleh & Bin (2019), 
and Wati et al. (2020) documented that politically connected firms have lower financial reporting 
quality than politically un-connected firms.

H1: Financial Statements Quality in Politically Connected Firms is lower than Politically 
unconnected Firms



Firm Attributes (firm value, profitability, growth, firm 

size, and leverage) in Politically Connected Firm

Firm size is a value that indicates the size of the company as measured by total assets. Company size 

plays an important role in the presentation of financial statements.

Firm value and profitability is one important indicator that can be used to assess a company. The higher 

profitability and firm value reflect that the company's performance and the welfare of shareholders are 

getting better.

The greater the leverage ratio owned by the company shows that the company's ability to pay off its 

long-term obligations is low. This resulted in managers likely to do earnings management by increasing 

profits in the current period. Faccio, 2006; Goldman et al.; 2009; Wati et al, 2016 and Wati, 2017 state 

that political connections have a positive impact on corporate value. Profitability, size, and growth of the 

company and the firm value in politically connected firms are higher than un-politically connected firms. 

tements. 

H2: Firm value, profitability, growth, firm size, and leverage in a Politically Connected Firm are greater 

than a politically unconnected Firm.



METHODOLOGY

The sample is 67 companies from 2005-2017 (871 samples). Variables in this study are the 

quality of financial reporting proxied by earning management using discretionary accrual, 

and company attributes which consist of firm value, profitability, firm size, growth, and 

leverage. The political connection uses criteria according to Wati et al, 2020, and used 

dummy variables (politically connected as a dummy “1” and non-politically connected as 

dummy “0”). Firm value is measured by Tobin's Q. Profitability is measured using Return on 

Assets (Nett profit/Total Assets) and Return on Equity (Nett profit/Total Equity), Firm size 

and growth are measured from the company's total assets, leverage as measured by Debt to 

Asset Ratio (Debt/Total Assets) and Debt to Equity Ratio (Debt/Total Equity). Hypothesis 

testing uses independent t-test.



Results & Discussion

Variable

Panel A Panel B

Political Connected
N=634

Non-Political Connected
N=237

Min Max Mean Min Max Mean

Discretion Accrual -33.05 25.78 0.108** -17.74 5.47 -0.17**

Tobins Q 0.11 23.29 2.004*** 0.16 11.04 1.51***

ROA -1.08 1.24 0.07** -0.29 0.46 0.04**

ROE -3.71 2.33 0.14** -3.25 1.56 0.08**

DAR 0.008 5.77 0.72** 0.008 2.33 0.59***

DER -24.12 5.77 0.72*** -31.44 20.93 1.27**

Growth -0.44 9.66 0.69** -0.33 5.36 0.33**

Firm Size (Log) 11.18 15.05 13.13*** 10.93 14.19 12.63



Results & Discussion

The lowest earning management (discretionary accruals) as financial report quality in politically 

connected firms is -33.5 and the highest is 25.78 with mean is 0.108. Mean of earning management in 

politically connected firms is 0.108 greater than politically unconnected firms, which is -0. 17. These 

results indicate that both the lowest, highest value and the average of the earning management in 

politically connected firms are higher than companies that are not politically connected. 

The average of firm value (Tobin’s Q) in politically connected firms is higher than that of politically 

unconnected firms. Likewise, the profitability of companies as measured by ROA and ROE is higher in 

politically connected firms. These results indicate that political connections can provide benefits for 

companies, where the financial performance and market value of politically connected firms are higher 

than non-politically connected firms. This indicates that politically connected firms in Indonesia have 

better investment opportunities and have high growth potential compared to companies that are not 

politically connected. This means that the company's profits from operational activities (corporate assets) 

in politically connected companies are higher than those in companies that are not politically connected.



Results & Discussion

The lowest, highest, and average size in a politically connected company is greater than the size in
a company that is not politically connected, as is the growth in a politically connected company.
This indicates that politically connected companies have a greater amount of assets and
investments when compared to politically unconnected companies. The growth of politically
connected companies has higher competitiveness and health in the market compared to politically
unconnected companies.
The average leverage value of politically connected firms is even greater, meaning that politically
connected firms have a greater proportion of debt than their assets or equity than politically
unconnected firms. Likewise, the total asset turnover of politically connected firms is lower than
that of politically unconnected firms.
The results of this study are in line with the results of previous studies that support that politically
connected firms have high profitability and firm value (Faccio, 2006; Goldman et al .; 2006; Ang
et al., 2013). The results of this study are in line with research by Ding et al., 2014; Wati, 2017;
Wati et al., 2019 which shows a strong positive influence between political and corporate
connections.



Results & Discussion

– The results of this study are in line with the results of previous studies that support that

politically connected firms have high profitability and firm value (Faccio, 2006; Goldman et

al .; 2006; Ang et al., 2013). The results of this study are in line with research by Ding et al.,

2014; Wati, 2017; Wati et al., 2019 which shows a strong positive influence between political

and corporate connections.

– The existence of political connections in companies shows that entrepreneurs and

company leaders in developing countries such as Indonesia with high levels of corruption,

still strongly believe that political connections provide various facilities to achieve company

goals, they will make significant efforts to grow political connections to achieve company

growth, they also realize that political connections are a valuable resource for companies.



CONCLUSION

The results of this study support the Political connection theory

proposed by North (1990) and Olson (1993) and resource dependence

theory (Hilman, 2005) where companies will overcome dependency

and uncertainty by building connections to sources of

interdependency and uncertainty. Like the two sides of a sword,

political connections have benefits and costs for companies. On the

one hand, political connections increased the performance and value

of politically connected companies, but on the other hand, political

connections also have a negative impact on companies, the low

quality of financial



FINDING & LIMITATION

– The findings of this study indicate that regulators must encourage

firms to disclose more clear information about the firm’s financial

statements, the firm’s relationship with the government, political

parties, or politicians so that all stakeholders can use the information

properly. Input for investors, these results are expected to be input to

determine investment preferences in companies.

– Limitations of this study are that they only use comparisons

without testing causality between variables, and use samples in one

country. Future studies are expected to be able to test more

comprehensively and compare them with another countries.
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