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Abstract 

This article uses the improved CHK-FN model based on the actual profit method to 
identify zombie firms in Chinese manufacturing listed companies from 2011 to 2017. On 
this basis, from the perspective of corporate social capital, we empirically test the impact 
of political connection on the formation of zombie firms. The results show that: under 
the control of other conditions, the political connection will increase the probability of 
the formation of zombie firms; the higher the intensity of political connection, the 
greater the probability of the formation of zombie firms. 
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1. INTRODUCTION 

With the gradual transition of the Chinese economy into the "new normal", "addressing 
overcapacity, reducing inventory, deleveraging, lowering costs, and bolstering areas of 
weakness" have become important measures for the Chinese government to implement supply-
side reforms. The primary task of supply side structural reform is to eliminate overcapacity, and 
enterprises are the main body and basic unit of overcapacity. In fact, in a market-oriented 
economic environment, excess capacity in the industry can be dissipated by the market's self-
clearing mechanism in economic fluctuations, but zombie firms survived by non-marketization 
factors have broken this positive feedback mechanism. The existence of these zombie firms has 
distorted the market-based resource allocation mechanism of the financial system. They 
crowded out a large amount of valuable credit funds, which led to intensified financing 
constraints and affected operation of healthy firms in the economy. Zombie firms hinder the 
market clearing mechanism of the fittest and will eventually lead to overcapacity in the industry. 

Based on the special institutional background of China's transitional economy, the internal 
causes of firms “zombification” are their lack of comparative advantages and low operating 
efficiency, however, from the perspective of external incentives, government intervention and 
misallocation of credit resources are also related to the formation and continued survival of 
zombie firms. However, the existing literature mostly discusses the impact of government and 
bank decisions on the formation of zombies. The impact of the financial resource bias caused 
by firms’ own social capital (political or financial connection) at the micro level has not been 
thoroughly studied. Therefore, this paper uses micro data of Chinese manufacturing listed firms 
to empirically study the effect of political connections on formation of zombie firms to provide 
factual evidence for the development of targeted policies to clean up and prevent zombie firms. 
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2. THEORETICAL ANALYSIS AND RESEARCH HYPOTHESIS 

As a country with economy in transition, "relation-based" governance in China has suffered 
a huge shock, but it had not been destroyed. When formal systems such as the legal system and 
the financial system have not yet been established, informal institutions in China such as 
relationship mechanism and reputation mechanism have played an important role in the 
allocation of resources. Although the People's Bank of China announced the cancellation of the 
floating ceiling for deposit interest rates in 2015, in actual economic activities, "window 
guidance" of interest rates still exists, and the fundamental role of interest rates as the price of 
funds in the allocation of financial resources remains relatively weak. Therefore, obtaining 
financial resource bias through various informal relationship mechanisms is still a realistic 
choice for most Chinese firms. The political connection of Chinese firms can not only increase 
the scale of access to financial resources, but also help reduce corporate financing costs. With 
financial system in China still dominated by state-owned capital, it is difficult for financial 
institutions, especially commercial banks, to completely escape government intervention, so 
that political connected firms can influence the bank's credit decision through the government 
in order to seek credit resource bias. In addition, the initial acquisition mechanism of Chinese 
firms' political connections determines that only good-performing firms can establish political 
connections. Even with poor financial conditions, political connections can still send positive 
signals that the business performance of the company is expected to improve, reducing the 
adverse selection of banks to reduce corporate financing costs. To sum up, under the 
background that the main funds for operational investment of Chinese firms come from the 
indirect financing system, the resource acquisition effect of political connections can help 
Chinese firms to increase the capital supply for scale expansion. 

Political connections also have a stabilizing effect on the ability to obtain external cash flows. 
Even if a political connected company were facing financial difficulties, as long as the political 
connection had not been lost, it could rely on this social network to obtain government external 
assistance in a timely manner. Therefore, political connections will have two effects on 
connected firms: on the one hand, if the political environment remains stable, continuous 
external financing may distort their operating decisions and even cause excessive investment; 
on the other hand, even when a financially distressed company were not able to improve its 
profitability for a long time due to its operating structure, political connections could help it 
continue to receive bank interest relief or renewal loan support for a long time to avoid 
bankruptcy. Excessive investment incentives at the firm level may cause blind expansion of the 
scale, deviate from the optimal development path of the company and then cause repeated 
construction and overcapacity at the industry-level. Once the macroeconomic growth rate 
declines, the total demand growth is weak, or the demand structure changes, the operating 
structure problems caused by the overcapacity of the industry become apparent, these firms 
can easily fall into long-term operating difficulties and lose endogenous hematopoietic capacity. 
Due to the systemic financial risks and social instability factors, such as unemployment, that 
bankruptcies of these distressed firms may bring, local governments would provide assistance 
to them through direct subsidies or guided credit assistance funds. This process is politically 
relevant. Distressed firms with political connections in this process, even if they no longer have 
the ability to recover themselves, still have the opportunity to obtain rescue resources first, 
exacerbating the zombification of them. 

Based on the above analysis, this article proposes the following research hypothesis: 

H1: If other conditions remain the same, the higher the political connection strength of a firm, 
the greater the probability of the formation of zombie firm. 
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3. RESEARCH DESIGN 

3.1. Sample Selection and Data Processing 

This article selects the listed Chinese manufacturing firms from 2011 to 2017 as the initial 
sample for the study. After excluding missing and abnormal samples, the sample has 8,925 
observations. The data source is the CSMAR database, in which the politically connected data is 
obtained by manually organizing and searching for missing information based on the sub-
database of research on the characteristics of listed firms. 

3.2. Variable Definitions 

(1) Dependent variable 

In this article, a modified CHK-FN model based on the real profit method is used as the 
identification standard to set dummy variable. 

(2) Core explanatory variable 

The existing literature usually uses the political background of chairman of the board or CEO 
to measure corporate political connections. This article extends the research object to all the 
company's senior management teams. Based on the actual situation of the original data, this 
article defines the members of the board of directors, general manager, deputy general manager, 
financial director, technical director, chief engineer, chief economist, secretary of the board of 
directors, party secretary, etc. as members senior management team. This article defines three 
variables to measure political connection: ①PCdummy: If members of senior management 
team have the background of the party committee, government, people's congress and CPPCC, 
the value of PCdummy is 1, otherwise it is 0; ②PC1 is defined as the total number of senior 

management team with political background in the company; ③  PC2 is defined as the 
proportion of members with political background to the total number of senior management 
team. 

(3) Control variable 

Drawing on the existing literature, this article adds control variables such as equity 
concentration, corporate size, financial leverage, profitability, Tobin q, number of employees, 
and listing age. In addition, year and industry effects were controlled in the research. 

3.3. Empirical Model Setting 

This article establishes the following empirical model to test the research hypothesis using 
logistic regression: 
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4. EMPIRICAL RESULTS AND ANALYSIS 

4.1. Descriptive Statistics 

Table 1 reports descriptive statistics of the main variables. The average PCdummy is 0.341 
and the standard deviation is 0.473, indicating that approximately 34.1% of the firms in the 
sample have political connections. The average value of Zdummy is 0.092, and the standard 
deviation is 0.232, which indicates that the sample firms are mainly normal firms as a whole, 
and the samples of zombification account for less than 10%. The average values of PC1 and PC2 
are 0.482 and 0.073, respectively, and the median values are zero, indicating that the strength 
of political connection of listed firms in the sample is not high. 
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Table 1. Descriptive statistics of variables 

Variables N Nean Std. Min Median Max 

Zdummy 8,925 0.092 0.232 0.000 0.000 1.000 

PCdummy 8,925 0.341 0.473 0.000 0.000 1.000 

PC1 8,925 0.482 0.786 0.000 0.000 5.000 

PC2 8,925 0.073 0.125 0.000 0.000 1.000 

Share 8,925 0.366 0.149 0.097 0.352 0.756 

Size 8,925 21.411 1.040 19.362 21.297 24.768 

Lev 8,925 0.441 0.201 0.076 0.427 0.980 

ROE 8,925 0.035 0.059 -0.208 0.033 0.212 

Tobinq 8,925 1.902 1.551 0.246 1.489 9.989 

Labor 8,925 7.672 1.133 4.623 7.638 10.645 

 

Table 2. Logistic regression results 

Variables 
(1) (2) (3) 

Zdummy Zdummy Zdummy 

    

PCdummy 0.223***   

 (3.82)   

PC1  0.085**  

  (2.41)  

PC2   0.615*** 

   (2.69) 

Share -0.367* -0.392** -0.395** 

 (-1.90) (-2.08) (-2.06) 

Size -0.212*** -0.216*** -0.219*** 

 (-4.71) (-4.80) (-4.88) 

Lev 2.836*** 2.832*** 2.829*** 

 (16.88) (16.67) (16.73) 

ROE -7.941*** -7.890*** -7.884*** 

 (-13.75) (-13.62) (-13.65) 

Tobinq -0.059 -0.058 -0.058 

 (-0.57) (-0.62) (-0.60) 

Labor -0.345** -0.345** -0.343** 

 (-2.42) (-2.39) (-2.40) 

Age 0.034*** 0.033*** 0.033*** 

 (6.06) (5.81) (5.81) 

_cons 0.610 0.584 0.487 

 (0.80) (0.77) (0.63) 

Industry Yes Yes Yes 

Year Yes Yes Yes 

N 8,925 8,925 8,925 

Pseudo R2 0.121 0.120 0.120 
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Note: ***, **, * indicate significant at the 1%, 5%, and 10% levels, respectively, and the z-test 
values are in parentheses. 

4.2. Analysis of regression results 

Table 2 reports the logistic regression results of Zdummy and political connections. From the 
results of columns (1)-(3), it can be found that the coefficients of PCdummy, PC1, and PC2 are 
all significantly positive, indicating that political connections will increase the probability of the 
sample firms becoming zombification. Moreover, the more the number of politically connected 
executives, the higher the proportion of politically connected executives in the total number of 
executives, and the more obviously the probability of becoming a zombie company increases. 
The above results show that the research hypothesis in this paper is supported by empirical 
evidence. 

5. CONCLUSION 

Based on the perspective of corporate social capital, this article studies the impact of political 
connections on firm-zombification, and provides empirical evidence for the disposal and 
prevention of zombie firms. In the institutional background of transitional economy, the 
informal system represented by the relationship mechanism still plays a non-negligible role in 
the process of resource allocation in China, which has created an institutional basis for political 
connections to help firms obtain scarce resources. The empirical test in this article shows that 
political connections can significantly increase the probability of zombification. This result 
confirms that while political connections improve the ability of firms to acquire scarce 
resources, they also increase the risk of formation of zombie firms. 
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