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Abstract 
 

 
We study the efficiency of capital allocations at state-controlled and privately owned 
business groups in China. Using highly granular data on within-group capital transfers, 
we document stark differences: while private groups allocate more capital to units with 
better investment opportunities, state groups do the opposite, especially when part of the 
“national team.” Minority shareholders in state owned enterprises suffer as a result. 
External monitoring by outside investors helps discipline state groups’ tendency to ignore 
investment opportunities. We trace capital allocation decisions to the objectives of the 
Chinese Communist Party, which incentivizes managers to maintain social stability. 
Consistent with the party’s policy preferences, capital allocations are used to prop up 
struggling employers in high-unemployment areas and when many young men enter the 
local labor market, but the interests of the party and of managers may be misaligned.  
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The key function of an economic system is to allocate scarce resources efficiently. Having 

proved superior to central planning, Western liberal capitalism, based on markets and private 

enterprise, was in the ascendant following the collapse of the Soviet Union. More recently, state 

capitalism, as practiced in China and other emerging economies, has won adherents as an 

alternative to Western capitalism.2F

1 State capitalism combines the power of the state with the use 

of capitalist tools: the state controls access to capital, picks winners, and influences investment 

decisions, while at the same time listing state firms on domestic or overseas stock markets. 

We ask how efficiently capital is allocated under state capitalism. Our focus is on China, the 

country where state capitalism is perhaps the most entrenched.3F

2 Because China’s capital markets 

are relatively underdeveloped and firms cannot access them without political approval (Allen, 

Qian, and Qian 2005), we focus on firms’ internal allocations of capital – i.e., the internal capital 

markets operating inside business groups. As we show, Chinese firms rely much more heavily on 

capital obtained from fellow group members than they do on external capital markets. 

We investigate the efficiency of capital allocation empirically by contrasting how state 

business groups and privately owned business groups in China allocate capital across their 

member firms. Prior evidence suggests that we should find greater capital efficiency at private 

groups. Allen, Qian, and Qian (2005), for example, document that private enterprises in China 

are often credit-rationed by state banks and face higher interest rates. These financial constraints 

translate into a high shadow cost of capital, suggesting that private enterprises should allocate 

capital efficiently. State owned enterprises, in contrast, often face soft budget constraints (e.g., in 

the form of state directed lendi
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Using data on all internal transfers among group member firms at 211 state business groups 

and 76 private business groups over the period 2004 to 2013, we measure a group’s capital 

efficiency as the sensitivity of each member firm’s capital allocation in the group’s internal 

capital market to the firm’s investment opportunities.3 Our tests reveal differences that go well 

beyond private enterprises being more capital efficient. We show that private groups in China 

allocate more capital to member firms with better investment opportunities, as measured by 

Tobin’s Q. This pattern is consistent with maximizing group value. State groups, by contrast, not 

only use capital less efficiently, they turn efficiency on its head by reallocating capital from high-

Q to low-Q member firms. This unexpected pattern is remarkably robust in the data. 
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CCP “has long feared.”4F

4 Consistent with a political desire to maintain socio-political stability, 

we document that the chairmen of state groups in our sample are rewarded with promotions to 

higher political office for avoiding large scale job losses.  

Our tests show that state group chairmen are quite responsive to these career incentives. Not 

only are internal capital allocations used to prop up large and struggling employers with poor 

prospects operating in areas of high unemployment and when many young men enter the local 

labor market, consistent with the CCP’s policy aims. Capital allocations are also particularly 

distorted whenever group chairmen are up for promotion and cease to be distorted once a group 

chairman becomes ineligible for promotion under the CCP’s rules on mandatory retirement.  

In principle, such behavior could be in the 
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equivalent.) Owing to the need to construct lags, our empirical models use data for 287 business 

groups (211 state and 76 private ones), with a total of 5,013 firm-year observations. Between 

them, the state groups control 660 listed SOEs  while the private groups control 166 listed firms.  

In addition, business groups invariably also control unlisted firms. Unlisted firms have no 

disclosure requirements and so are not covered in the CSMAR database. To get a sense of their 

relative importance, we use group-level data manually extracted from two print directories of 

SOEs.14F13 Using these, we estimate that listed member firms account for 34.3% of group assets, 

30.5% of group sales, and 29.1% of group employees in the average state group. (Equivalent 

data for private groups are not publicly available.) Even though we lack data on business groups’ 

unlisted firms, it is important to note that our measure of within-group capital allocations, 

described next, captures all internal capital transfers that listed firms receive or make, regardless 

of whether they originate at or are sent to a listed or unlisted member firm.  

2.1 Measuring Within-Group Capital Allocations 

To measure within-group capital allocations, we use data on related-party transactions among 

group member firms and other controlling entities, such as the ultimate controlling shareholder. 

Following Li, Sun64 ong 
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capital allocation measure. Aggregate line items (such as those available in a firm’s income 

statement filed with regulators) include not only transactions among related firms within a group 

but also transactions involving unaffiliated suppliers and end-customers. The great advantage of 

China’s mandated disclosure of related party transactions is that firms must break out capital 

transfers involving affiliated firms at a highly granular level, and it is these data we use.  

Second, our measure is based on accounting quantities that are normally associated with a 

firm’s working capital. As such, these accounting quantities capture both internal capital 

transfers and ordinary-course-of-business transactions among group members. As the Internet 

Appendix shows, our findings are robust to stripping out ordinary-course-of-business cash flows, 

the reason being that these do not vary with Tobin’s Q and so do not contaminate the estimates.15F

14 

Third, we capture intra-group capital allocations using a firm’s stock of what are essentially 

working capital loans, rather than using the year-on-year change. This approach is sensible 

because the loans business groups use to transfer capital from one member firm to another, being 

short-term, have to be either repaid or rolled over from year to year. The correct measure of how 

much capital a member firm is allocated in a given year is thus the total amount it borrows from 

elsewhere in the group. This equals the amount rolled over from the previous year plus any 

change compared to the previous year – in other words, the stock of working capital loans. Using 

instead the change would not capture the amount of capital the firm is allocated in a given year. 

Other ways to transfer capital internally such as equity investments16F

15 or transfer pricing,17F

16 

while popular in some countries, are uncommon in China.  

                                                           
14 Specifically, our findings are robust to using Jian and Wong’s (2010) “related lending” variable (the difference 
between the amount lent to and the amount borrowed from group members) and Jiang, Lee, and Yue’s (2010) “orec” 
measure (which ignores accounts receivable/payable and instead uses only “other” receivables/payables involving 
group members).  
15
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2.2 Control Variables 

Our main variable of interest is Tobin’s Q, a popular proxy for a firm’s investment 



 

 11

capital markets: while state sources transfer an average of 3.9% of their assets to state users, 

private sources transfer an average of only 2.7%. The difference is significant at the 1% level.  

Table 1 also reports summary statistics for external funding. This reveals that internal capital 

markets in China are a considerably more important source of capital than are external capital 

markets, for both state and private groups. For example, in the average firm-year, SOEs raise 

1.1% and 0.5% of assets via external equity and bond issues, respectively, or a total of 2% when 

all external sources (including bank loans) are considered. This is only a little over half the 

amount of capital the average SOE user of internal capital receives from sister firms.  

Compared to SOEs, firms belonging to private groups look different on a number of 

dimensions: they are smaller in terms of assets, sales, and employees; they have higher Tobin’s 

Q and are more profitable, but they are also less productive19F

18 and more likely to be in “special 

treatment”; they have lower leverage; their parents control fewer of their votes and own less of 

their equity; more of their equity is owned by outside private investors and less by state entities 

(such as local finance bureaus) or institutional investors; and their CEOs are more likely to own 

equity. Each of these differences between state and private enterprises is statistically significant.  

2.4 Selection and Unobserved Heterogeneity 

State ownership is clearly not randomly assigned. Nor, however, is it a choice variable: over 

our sample period, no private group is taken over by the state, nor is any state group privatized. 

Accordingly, we treat state ownership as both historically and econometrically predetermined. 

The main identification challenge is hence not self-selection but systematic differences between 

state and private firms. In our regressions, we control for the observable differences shown in 

Table 1 to ensure that they do not drive any differences in capital allocation practices between 

state and private business groups. This leaves unobserved heterogeneity. 

                                                           
18 As Li, Liu, and Wang (2014) note, Chinese SOEs are more productive than private firms because they dominate 
the upstream parts of key industries, enabling them to extract rents from private firms in downstream sectors. 
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Short of random assignment, the presence of unobserved heterogeneity in observational data 

is inevitable. However, it is important to note what unobserved heterogeneity does and does not 

affect in our setting. It does not affect the validity of the fact we establish: state groups do behave 

differently from private groups in China, regardless of whether or not state and private groups 

differ systematically along some unobserved dimensions. The only aspect of our analysis that 

unobserved heterogeneity does potentially affect is the interpretation of this fact: what is the 

mechanism that explains why state groups behave differently? Hence, while we trace the 

mechanism to the CCP’s policy objectives and – potentially – to agency problems, we cannot 

rule out that state groups allocate capital differently not due to state ownership but because they 

differ in some other unobserved way from private groups. 

3. Capital Allocations in Stat
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allocated an additional 0.26% of its assets for every unit by which its Q falls below the group 

mean (p=0.011). The difference in the Q sensitivity of private and state owned enterprises is both 

economically and statistically significant (p<0.001).  

Columns 2 and 3 confirm these findings by estimating capital-allocation regressions 

separately for private and state groups. Column 4 shows that the Q sensitivity of state groups 

exhibits little time variation over our sample period: it is a little less negative in the second half 

of our sample period compared to the first, but not significantly so (p=0.453), and it is 

significantly negative in each half (p=0.037 and p=0.099, respectively). Tables IA.1 and IA.2 in 

the Internet Appendix show robustness to alternative measures of internal capital allocations. 
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3.2 Corporate Governance 

If the negative Q sensitivity in state groups is the result of deliberate policy, and if it is costly 

to source firms, corporate governance should act as a constraint on a state group’s behavior. 



 

 15

been organized as state business groups that 
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Table 4 reports average firm-level characteristics for each of the quintiles. Panel A focuses 

on the year of the capital transfer while Panel B focuses on the year after. Not surprisingly, given 

our findings so far, source firms have much higher Qs than do recipient firms: the average Q of 

2.147 among source firms is 48% higher than the average of 1.451 at recipients.  

Despite having higher Qs, source firms transfer an average of 6.5% of their assets to other 

group members. This amounts to 2.6 times their net income, 1.35 times their annual CAPEX, and 

4.2 times their dividend (in each case scaled by total assets). In other words, source firms 

experience sizeable capital outflows. Recipient firms receive 8.8% of their assets in internal 

transfers, which amounts to 4 times their net income, 1.7 times their CAPEX, and 5.7 times their 

dividend. Fully 88% of recipients receive transfers exceeding their previous year’s net income.  

One year later, source firms suffer a large and statistically significant fall in their Tobin’s Qs, 

which decline by 11.8% to 1.894 on average (though they remain higher than in the other four 

quintiles). Since the numerator of Q is the firm’s market capitalization, this suggests that source-

firm share prices fall. (We investigate this further in the next section.) Recipient firms’ Qs, by 

contrast, do not increase significantly. Source firms continue to make sizeable transfers to sister 

firms, and recipient firms continue to receive sizeable inflows, but the magnitudes are 

significantly smaller than the year before, suggesting there are limits to how much capital a 

source firm can spare. Consistent with the existence of such limits, we find that source firms 

suffer a large and significant decline in their sales growth, down from 18.2% to 13.7%.  

What do recipient firms do with their capital inflows? They do not increase CAPEX, or pay 

larger dividends, or reduce their borrowing. Recipient firms’ profitability and sales growth are 

also little changed, so there is no evidence that their performance improves as a result of 

receiving large capital transfers. The one metric in the table that does increase by a large (albeit 

not statistically significant) amount is employment growth: recipients hire 12.7% more workers 

one year after the capital inflow, up from 9.4% the year before.  
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3.5 Are Minority Shareholders Harmed? 

The significant decline in the Tobin’s Qs of source firms found in Table 4 hints at the 

possibility that minority shareholders are harmed when the firm they have invested in transfers 

capital to sister companies with worse investment opportunities. To test whether minority 

shareholders indeed suffer negative returns, we estimate standard calendar-time buy-and-hold 

portfolio returns for a trading strategy based on deviations from “efficient” internal capital 

allocations. This strategy echoes the sorting approach taken in Table 4, except that we ensure it is 

tradable by requiring actual allocations to be known to investors before portfolios are formed. 

Each April, we sort group-affiliated SOEs into quintiles based on the deviation between their 

actual capital allocations (as disclosed in their annual 
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(quintile 1). Panel A reports equal weighted returns. The three bottom quintiles experience 

significantly negative risk-adjusted returns, of around half a percent per month. The top quintile 

earns zero abnormal returns on average. The hedge portfolio earns a three-factor alpha of 0.48% 

per month (p=0.026), which means that recipient firms’ share prices outperform those of source 

firms by an annualized 5.93% on a risk-adjusted basis. Including a momentum factor, shown in 

Panel B, lowers the alpha a little, to 0.42% per month or 5.19% annualized (p=0.043).  

Interestingly, forming value-weighted portfolios each April, instead of equal weighted ones, 

yields even larger annualized three- and four-factor alphas, of 10.24% and 10.85%, respectively. 

This suggests that it is the larger member firms that suffer the most from sharing their capital 

with their sister firms, perhaps because they have more capital to share and so make for more 

tempting targets when the group parent decides on internal capital transfers.  

These patterns suggest that the firm making the transfer is not fairly compensated for it (at 

least in investors’ opinion).22F

22 Internal capital allocation practices at state groups thus appear to 

harm minority shareholders who invest in SOEs that transfer capital to sister firms despite having 

better prospects themselves. Given that shareholders in recipient firms only break even (in risk-

adjusted terms), investors in SOEs collectively underperform the risk benchmarks we use. In 

other words, internal capital allocation practices at state groups create losers without creating 

winners, at least among their investors, and so destroy shareholder value overall.  

3.6 Discussion 

The results in Tables 2 through 5 are consistent with the interpretation that state groups 

allocate internal capital inefficiently in the neoclassical sense. Within state groups, internal 

capital allocations favor low-Q firms over high-Q firms, the opposite of what we see among 

private groups in China (or indeed in the U.S.).23F This tendency to allocate relatively more capital 

                                                           
22 The fact that the long-short portfolio alphas are economically and statistically significant suggests that investors 
were surprised by the extent to which high-Q state owned enterprises were used as sources of capital.  
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to the firms with the relatively worst investment opportunities is stronger when the group parent 

has greater control over the member firm and when the group is part of the “national team” and 

so faces a particularly soft external budget constraint. The tendency is weaker when outs bi8
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significant. If labor is more mobile between firms that operate in the same industry (Cestone et 

al. 2015), one interpretation of these patterns is that focused groups respond to changes in 

investment opportunities by transferring employees across firms, whereas diversified groups 

resort to propping up firms with stranded labor by way of internal capital allocations.  

If the party’s objective is indeed to maintain employment and thereby social stability, we 

expect the CCP to incentivize managers accordingly. State groups’ key decision-makers have the 

title of chairman (董事长). Like all top managers at China’s SOEs, group chairmen are party-

appointed civil servants (Li 1998). Their pay and benefits are largely determined by the civil-

service rank of their position, with the chairmanships of more important groups having higher 

ranks. The CCP’s main incentive tool is to offer the prospect of a promotion (Li and Zhou 2005) 

rather than increased pay or bonuses. For group chairmen, this means promotion to an office of 

higher rank, whether at another state group, in the party (e.g., in the Politburo), or in 

administration (e.g., a ministerial post or provincial governorship). Member-firm chairmen can 

be promoted to the chairmanship of a larger SOE, a group chairmanship, or a government 

position. As Deng et al. (2015) note, career success depends on “adherence to [CCP] policies.”  

Every three years, the CCP evaluates SOE managers for promotion (Du, Tang, and Young 

2012). The CCP’s promotion criteria help shed light on the CCP’s objective function. Marks are 

given both for “operational performance” (50%) and for “political qualities, coordination skills, 

and personal integrity” (50%).24F

23 The former includes criteria that correlate with maximizing 

profits, such as improving productivity and financial performance. The latter covers such areas 

as “making politically responsible decisions”, “civic cohesion”, and “corporate social 

responsibility” – criteria that are widely interpreted as avoiding layoffs.25F

24 Thus, at least on paper, 

                                                           
23 See the “Interim Provisions on Performance Evaluations for Executives of C-SOEs”, first issued by the Chinese 
Communist Party’s Central Organization Department in 2003 and revised in 2006 and 2009.  
24 Clearly, these aims can be in conflict (maintaining overstaffing may make raising productivity difficult) and over 
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SOE managers are incentivized, in part, to help maintain socio-political stability. 

To investigate how these promotion criteria are applied in practice, and so whether SOE 

managers are indeed incentivized to pursue a mix of socio-political and economic objectives, we 

empirically model each SOE manager’s career path during our sample period. For this, we hand-

collect data on the career progressions of each group and member-firm chairman from party and 

government websites. Since member-firm chairmen report to the chairman of their group, while 

group chairmen report to SASAC, we estimate separate models for member-firm chairmen and 

group chairmen. Each position – whether at an SOE, in the CCP, or in administration – has a 

unique rank in the civil-service hierarchy, so promotions and demotions can be identified without 

requiring subjective coding on our part. A promotion is simply a move to a position of higher 

rank according to the civil-service scale, and a demotion is a move to a position of lower rank.26F

25  

Of the 353 group-level chairmen in our sample, 36 are promoted and 16 are demoted over 

our sample period. (In addition, 51 reach the mandatory retirement age and leave, 7 move to the 

private sector, and 5 are disciplined for misconduct.) Of the 1,222 member-firm chairmen, 55 are 

promoted and 166 are demoted. 

4.1 Group Chairmen’s Career Outcomes 

Table 7, Panel A focuses on the determinants of the likelihood that a group chairman is 

promoted (columns 1-3) or demoted (columns 4-6). To capture the formal evaluation criteria laid 

down by the CCP, we focus on key commercial events at the group, such as mass layoffs at one 

or more member firms, large-scale hiring, productivity improvements or impairments, and large 

changes in profitability.27F

26 To proxy for a chairman’s political or social connections, we include 

the log distance between group headquarters and the group’s principal (the Beijing SASAC in 

                                                           
25
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workforce. Beyond 10%, it declines further, albeit not quite monotonically; for a chairman who 

has presided over a jobs cut larger than 18%, the chance of promotion is reduced by around 86%, 

all else equal. The effect becomes statistically significant beyond a 5% cut in jobs.  

Figure 1b shows the corresponding effect on the chairman’s risk of demotion. Starting at a 

5% cut in jobs, the career hazard of presiding over mass layoffs becomes statistically significant. 

It is also economically large: a 5% jobs cut increases the risk of demotion by a factor of 3.6, all 

else equal, while a 10% jobs cut increases it by a factor of 4.7.  

The results for the profit-related objectives are more mixed. Presiding over a 10% improve-

ment in productivity boosts the chairman’s chance of promotion by an economically large 92.9% 

in column 1 and reduces his risk of demotion by 68.1% in column 4, but both estimates are only 

marginally statistically significant. (Figures 2a and 2b plot the corresponding effects for TFP 

improvements ranging from 1% to 20%.) Boosting profitability does not help a chairman gain a 

promotion, though there is weakly significant evidence in column 5 that it helps avoid demotion.  

The CCP’s evaluation criteria make no mention of internal capital allocations. To see if 

group chairmen are nonetheless punished for misallocating capital, column 2 adds a measure of 

the extent of a state group’s capital misallocation.29F

28 Interestingly, the measure has no effect on 

career outcomes. This non-result is consistent with the fact that the CCP does not evaluate group 

chairmen on their capital efficiency.30F

29 The apparent absence of sanctions for misallocating 

capital could, in turn, free group chairmen to allocate capital in a way that the CCP apparently 

does care about: avoiding layoffs. We investigate this possibility in Section 4.4. 

                                                           
28 The measure is estimated as follows. As in Tables 3 and 4, we compute deviations between actual and predicted 
net capital allocations for each SOE member firm using the private-group estimates from column 2 of Table 2 as a 
benchmark. To arrive at a group-level summary statistic of internal capital misallocation, we take the group-year 
standard deviation of the estimated member-firm-level deviations. A small standard deviation indicates that a state 
group’s internal capital allocations are quite close to those that would have obtained under private-group practices. 
29 Alternatively, the non-result could arise because the measure, though intuitive and based on our portfolio sorts in 
Table 4, does a poor job of capturing the extent of capital misallocation. 
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4.3 Discussion 

We interpret these results as follows. Both on paper and in practice, the CCP incentivizes 

group chairmen to pursue a mixture of commercial and socio-political objectives, with the latter 

perhaps best characterized, for our purposes, as the avoidance of mass layoffs. Our finding that 

member-firm managers are rewarded for allowing capital to be transferred to sister firms with 

worse prospects, even though doing so harms the outside shareholders to whom they owe a 

fiduciary duty, suggests that group chairmen view internal capital transfers as a tool to help 

achieve the CCP’s objective and thereby advance their careers. What to a neoclassical economist 

appears as “misallocation” could, in that sense, be efficient given the CCP’s objective. A testable 

implication of this view is that capital allocations should favor certain types of firms – say, loss-

making ones or those employing a large workforce. We next test whether this is the case. 

4.4 What SOEs are Favored in Capital Allocation Decisions? 

To see whether capital allocations favor SOEs that could pose a risk to socio-political 

stability, we first allow the Q sensitivity of internal capital allocations to vary with profitability. 
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results, shown in columns 1 and 2 of Table 9, suggest that the local labor market plays a role in 

capital allocation decisions. Groups headquartered in provinces whose unemployment rate 

exceeds the national average are more prone to channeling internal capital from high-Q to low-Q 

member firms than are groups headquartered in provinces with low unemployment. The 

difference in Q sensitivities is not only statistically significant, with a p-value of 0.0008, but also 

economically large: –2.94 (p<0.001) vs. –0.21 (p=0.035).33F31  

Next, we allow the Q sensitivity to vary with the number of young men entering the local 

labor market. Under the “youth bulge” hypothesis, political scientists view large numbers of 

unemployed young men as a potential source of social unrest (Goldstone 1991). To capture this, 

we exploit the fact that Article 56 of China’s Military Service Law requires SOEs (and local 

governments) to “give preference to” discharged conscripts who hail from rural areas and to 

“place” those from cities or towns.32 The number of discharged conscripts entitled to a placement 

per province and year is published in the Civil Affairs Statistics Yearbook (中国民政统计年鉴).  

Columns 3 and 4 of Table 9 show that the negative Q
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which its Q falls short of the group average, a firm with more than 10,000 workers receives an 

additional 2.78% of assets in transfers from other group members (p<0.001); for a firm with 

fewer workers, the effect is a much smaller (though still significant) 0.21% of assets (p=0.027). 

These Q sensitivities are highly significantly different from each other (p<0.001).33  

Unlike state groups, private groups have no reason to pursue socio-political objectives. This 

key difference allows us to use private groups as a placebo in a falsification test. Table IA.3 in 

the Internet Appendix shows that the Q sensitivity of private groups – always positive – does not 

vary with local employment conditions or the size of a member firm’s workforce.  

5. Party Objectives, Managerial Incentives, And Interest Alignment 

The results reported in Section 4.4 are consistent with the interpretation that internal capital 

allocation decisions at state groups are influenced by socio-political objectives – such as the 

desire to prop up unproductive firms with large workforces but poor prospects, especially when 

local unemployment rates are high and many young men enter the local labor market. These 

patterns suggest that state groups allocate capital in ways the CCP appears to care about. We 

next consider whether this occurs because group chairmen respond to their explicit career 

incentives. Finding that it does, we end by asking whether the interests of the CCP (acting as the 

principal) and of the group chairmen (the CCP’s agents) are aligned.  

5.1 Do Promotion Incentives Affect Capital Allocations? 

To tie the observed capital allocation patterns directly to state group chairmen’s career 

incentives, we first exploit the fact that the career incentives lose their bite when the group 

chairman is older than 60: as we saw in Table 7, Panel A, the chances of a promotion then are 

essentially nil, owing to mandatory retirement at 65 and fixed five-year terms for high-level 

political offices. If it is their career incentives that induce group chairmen to allocate capital in a 

way that ignores investment opportunities and harms minority shareholders, we therefore expect 

                                                           
33 As Table IA.3 in the Internet Appendix shows, the difference becomes even larger for higher cutoffs. 
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a greater degree of such “misallocation” before they turn 61 than after.  

Table 10 provides strong support for this prediction. Columns 1 and 2 estimate separate 

allocation models for state groups whose chairmen are older or younger than 60, respectively. 

This reveals a small positive Q sensitivity for groups headed by an old chairman – the first and 

only time across all our models that state groups do not exhibit a negative Q sensitivity. For 

groups headed by a young chairman, in contrast, the Q sensitivity is large and negative, at –0.423 

(p=0.01). In other words, the tendency to reallocate internal capital from high-Q to low-Q 

member firms is only observed among state groups whose chairmen are young enough to be 

eligible for promotion to higher political office. This pattern suggests that the CCP’s promotion 

incentives play a role in explaining internal capital allocations at Chinese state groups.37F

34 

Further evidence along these lines comes from the evaluation cycle. As mentioned earlier, 

the practice at state groups is for the CCP to evaluate the group chairman’s performance every 

three years. This could induce horizon effects, such that internal capital is more severely 

“misallocated” closer to the exogenous end of the cycle. Columns 3 and 4 test for such patterns, 

focusing on “young” chairmen (the only ones with an incentive to impress party officials). While 

we see a negative Q sensitivity both in the early part of the cycle and in the evaluation year, the 

(absolute) magnitude of the effect is much larger (–0.922 vs. –0.295) in the evaluation year, and 

the difference is marginally significant (p=0.099).  

In addition to their triennial managerial reviews, state group chairmen are also evaluated in 

their capacity as political cadres. This political review typically takes place every five years in 

connection with the CCP’s quinquennial party congress and could lead to similar horizon 

                                                           
34 A potential caveat is that the identification strategy here is cross-sectional, so the pattern could be due to omitted 
variables (say, “old” chairmen manage groups that, for whatever reason, optimally have a near-zero Q sensitivity). 
To remove omitted variables, we would ideally estimate the effect within-chairman but our research design already 
includes two sets of fixed effects and cannot accommodate a third. If we replace one or the other of our baseline 
fixed effects with a set of person fixed effects, we find the results in Table 10 to be robust: as a group chairman 
reaches age 61, his group’s negative Q sensitivity drops by around 75% and ceases to be statistically significant.  
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effects.38F35
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group chairmen whose groups are headquartered in the province targeted in the crackdown. 

Column 7 of Table 10 shows that the Q sensitivity at state groups becomes significantly less 

negative following a purge: in the years before a crackdown, it measures –0.516 (p=0.01); in the 

years after, it measures a much smaller –0.147 (= –0.516+0.369; p
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despite having better investment opportunities themselves earn negative risk-adjusted returns and 

so appear to suffer economic harm. 

Our results suggest that state capitalism does a poor job of allocating capital efficiently, at 

least in the context of China’s state business groups. This no doubt reflects the fact that the 

principal (i.e., the Chinese Communist Party) does not desire its agents to maximize profits or 

shareholder value above all else. As we document, its agents – the group chairmen – are instead 

given incentives to pursue potentially conflicting goals, including raising productivity and 

pursuing social objectives such as the preservation of jobs.  

Empirically, we find that a state group’s chairman is substantially more likely to be promoted 

to higher political office if he avoids layoffs at group firms. Consistent with career concerns 
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Appendix A. Variable Definitions. 

Summary statistics and capital allocation models  
 
State groups are identified as follows. Since 2004, the China Securities Regulatory Commission (CSRC) requires 
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Size is log total assets, using data from the CSMAR database. 
 
Sales is the firm’s total sales in RMB million, using data from the CSMAR database. Sales growth is the year-on-
year change in sales. 
 
Employees is defined as the total number of employees who are on the firm’s regular payroll. The data come from 
the CSMAR database. Employment growth is the year-on-year change in employment. 
 
Tobin’s Q is CSMAR’s variable number T61601. It equals the sum of the firm’s market value of equity plus the 
book value of its debt divided by the firm’s total assets, all evaluated in December. Before China’s 2005 reform, 
SOEs had a split-share structure consisting of tradable and non-tradable shares. Chen et al. (2011) show that non-
tradable shares were priced close to book value in over-the-counter trading. Accordingly, we follow Chen et al. and 
compute a firm’s market value of equity as the end-of-year share price times the number of tradable shares plus the 
net asset value of non-tradable shares, with the latter term dropping out as a firm implements the 2005 reform.  
 
Return on assets (ROA) is measured as the ratio of net income to total assets, using data from the CSMAR database. 
 
Total factor productivity
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Abnormal portfolio returns (Table 5) 
 
Market risk premium equals the value-weighted average return of all China-listed A shares minus the risk-free rate 
of return. Share price data come from CSMAR. The risk-free rate of return is measured using the three-month 
interbank repo rate, obtained from Bloomberg.  
 
SMB and HML  are the returns on the small-minus-large and the high-minus-low portfolio, respectively. Their 
construction follows Fama and French (1993). Specifically, at the end of each June, we construct six portfolios as 
the intersection of two portfolios sorted on size (using the market value of equity, ME) and three portfolios sorted on 
the ratio of book equity to market equity (BE/ME). The size breakpoint for year t is the median market value of 
equity across all Chinese stocks at the end of June of year t. BE/ME for June of year t is book equity per share 
divided by ME per share as of December of t-1. The BE/ME breakpoints are the 30th and 70th percentiles. For each 
of the six portfolios, we compute the monthly value-weighted average return with dividends reinvested. SMB then 
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ROA impairment is an indicator set equal to one if one or more of the listed subsidiaries of a state business group 
suffered a fall in its return on assets of at least five percentage points in year t, and zero otherwise. 
 
Internal capital misallocation is estimated as follows. First, we generate predicted values for how state groups 
would have allocated capital had they followed the same rules as those estimated for private groups in column 2 of 
Table 2. We then take deviations between actual and predicted net capital allocations for each SOE member firm. 
Finally, to arrive at a group-level summary statistic of internal capital misallocation, we take the group-year standard 
deviation of the estimated member-firm-level deviations.  
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Firms that are not part of a diversified business group are coded as being part of a focused business group.  
 
Loss-making is an indicator set equal to one if a member firm had strictly negative net income in the previous year, 
and zero otherwise.  
 
Profitable is an indicator set equal to one if a member firm had positive net income in the previous year, and zero 
otherwise. 
 
Below-average TFP is 
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Table 1. Summary Statistics. 
The sample comprises 211 state business groups consisting of 660 state owned enterprises (SOEs) that are listed in China and 76 private business groups 
consisting of 166 private enterprises, also listed in China. The sample starts in 2004 and ends in 2013. In total, we have 4,120 firm-years for SOEs and 893 firm-
years for private enterprises. The table reports summary statistics at the firm-year level. Each pairwise difference in means or fractions between state and private 
enterprises is statistically significant at the 5% level or better, with the exception of the differences in overall net capital allocations, the three external funding 
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Table 2. Q Sensitivity of Internal and External Capital Allocations. 
Columns 1-4 report tests of the sensitivity of internal capital allocations within a business group to investment opportunities as measured by Tobin’s Q. The unit 
of observation is a group-member-firm/year. To estimate how a given group allocates its internal capital across its members in a given year, we include group-
year fixed effects. We remove time-varying industry shocks using industry-year fixed effects. Internal capital allocations are measured as defined in Appendix A. 
This measure is based on internal capital transfers between and among the parent, any of its subsidiaries (whether listed or unlisted), other enterprises controlled 
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Table 3. Mitigating and Enabling Factors: Monitoring and Soft Budget Constraints. 
The table tests how external monitoring by outside investors and access to a soft budget constraint affect the 
tendency of state business groups to allocate internal capital from high-Q to low-Q member firms. To capture the 
influence of outside investors, columns 1-2 allow the Q sensitivity of internal capital allocations to depend on 
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Table 4. Characteristics of Source and Recipient Firms. 
The table reports average firm-level characteristics for stock market listed state owned enterprises in our sample 
according to whether they are “source” or “recipient” firms in their respective group’s internal capital market. We 
sort firms into quintiles based on the difference between their actual net capital allocation in year t and the net 
capital allocation they would have received had their group applied the same internal capital allocation policy as the 
average private group. (In other words, we use the coefficient estimates from the privat



 

 48

Table 5. Are Minority Shareholders Harmed? 
This table reports monthly abnormal portfolio returns for a trading strategy based on deviations from efficient 
internal capital allocations. State owned enterprises are grouped into quintiles at the beginning of April based on the 
deviation between their actual net capital allocations (as reported in their annual reports filed in March) and the 
predicted net capital allocations had they followed the same capital allocation rules as those estimated for private 
groups in column 2 of Table 2. (The sorting algorithm thus differs from the one used in Table 4 by requiring actual 
capital allocations to be known to investors before portfolios are formed at the beginning of April. This ensures that 
the strategy is, in principle, tradable.) The hedge portfolio is long firms receiving the highest net capital allocations 
relative to their investment opportunities (quintile 5) and short firms with the lowest (most negative) net capital 
allocations relative to their investment opportunities. Portfolios are rebalanced every April, such that each position is 
held for 12 months until the next annual report is released. Panel A assumes equal investment in portfolio companies 
at portfolio formation. Panel B assumes investment in proportion to each company’s market value of equity at the 
beginning of April. We compute abnormal portfolio returns by estimating three-factor (Fama and French 1993) or 
four-factor (Carhart 1997) alphas. These equal the intercept from a regression of the monthly portfolio return less 
the risk-free rate on the monthly excess return of the market over the risk-free rate and the return difference between 
small and large-capitalization stocks (SMB), high and low book-to-market stocks (HML), and (for four-factor 
alphas) high and low price-momentum stocks (MOM). See Appendix A for further details on how we construct these 
factors. Following Fama (1998), we estimate weighted least squares re5(e)-loessionsma 
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Table 6. Diversified vs. Focused State Business Groups. 
The table compares internal capital allocations at diversified and focused state business groups. We classify business 
groups by the number of broadly defined industries their listed member firms operate in. We use the “CSRC 
Guidelines for the Industry Classification of Listed Companies,” which group economic activity into 13 industries as 
follows: agriculture, forestry, livestock rearing, and fishing; mining; manufacturing; electric power, gas, and water; 
construction; transport and storage; information technology; wholesale and retail trade; finance and insurance; real 
estate; social services; communication and cultural industries; and miscellaneous. In column 1, we code a business 
group as being diversified if its listed member firms operate in two or more broad industries. In column 3, we code a 
business group as being diversified if its listed member firms operate in three or more broad industries. For variable 
definitions and details of their construction see Appendix A. All specifications are estimated using OLS with group-
year fixed effects and industry-year fixed effects. Heteroskedasticity-consistent standard errors clustered at the 
group level are shown in italics underneath the coefficient estimates. We use ***, **, and * to denote significance at 
the 1%, 5%, and 10% level (two-sided), respectively. 
 

 Net capital allocation 

 

diversified 
(operating 

in 2 or 
more  
broad 

industries) 

focused 
(operating 
in 1 broad 
industry)  

diversified 
(operating 

in 3 or 
more  
broad 

industries) 

focused 
(operating 
in up to 2 

broad 
industries) 

  (1) (2)   (3) (4) 
      
Tobin’s Q -0.227**  -0.165 -1.240***  -0.131 
 0.109 0.245 0.466 0.093 
Controls     
  ROA -0.080 0.092 0.001 -0.045 
 0.051 0.081 0.112 0.051 
  log total assets -0.613***  -0.522**  -1.040***  -0.464**  
 0.229 0.233 0.330 0.190 
  leverage 0.025 0.092***  0.070***  0.033 
 0.023 0.019 0.026 0.025 
  collateral 0.066***  0.045* 0.080***  0.057***  
 0.014 0.024 0.023 0.014 
  voting rights -0.005 0.019 0.022 0.000 
 0.014 0.020 0.024 0.000 
  cash flow wedge 0.057* -0.031 0.058 0.012 
 0.030 0.045 0.047 0.032 
  institutional ownership -0.010 0.007 -0.012 0.004 
 0.016 0.020 0.031 0.014 
  =1 if CEO is shareholder -0.249 -0.209 1.169 -0.722 
 0.476 0.661 0.871 0.451 
  =1 if firm has ‘ST’ status 1.852 -0.562 -3.033 1.121 
 2.682 2.695 3.376 2.379 
Diagnostics     
R2  49.2% 47.7% 34.6% 53.0% 
F-test: equal sensitivity to Q? 0.06  4.92**  
No. of firms 454 346  175 583 
No. of business groups 131 130  26 205 
No. of observations 2,418 1,702  735 3,385 
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Table 7, Panel A: Promotions and Demotions at the Group Level. 
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Table 7, Panel B: Promotions and Demotions at the Member-firm Level. 
We estimate Cox proportional hazard models of the determinants of an SOE chairman’s promotion (columns 1 to 3) 
or demotion within the state sector (columns 4 to 6). Positions in the state sector include government or political 
appointments and appointments at state owned enterprises. The Cox models are estimated with time-varying 
covariates and allow for right-censoring due to our sample period ending before every chairman’s subsequent career 
moves are observed as of the end of our sample period. Exits due to death, retirement, illness, criminal prosecution, 
or a move to the private sector are treated as events that remove a chairman from the risk pool. For variable 
definitions and details of their construction see Appendix A. Note that the table reports coefficients rather than 
hazard ratios. Heteroskedasticity-consistent standard errors are shown in italics underneath the coefficient estimates. 
We use ***, **, and * to denote significance at the 1%, 5%, and 10% level (two-sided), respectively. 
 
  Promotions   Demotions 
  (1) (2) (3)   (4) (5) (6) 
        
Firm/chairman characteristics       
firm size 0.248***  0.269***  0.272***  -0.193***  -0.192***  -0.197***  
 0.070 0.071 0.069 0.056 0.056 0.054 
log distance to group HQ -0.145**  -0.145**  -0.149**  0.111***  0.111***  0.110***  
 0.057 0.058 0.058 0.034 0.033 0.034 
=1 if chairman is in his/her 50s -0.803***  -0.796***  -0.791**  0.083 0.082 0.085 
 0.309 0.309 0.312 0.157 0.157 0.158 
=1 if chairman is in his/her 60s -1.339* -1.358**  -1.362**  -0.035 -0.036 -0.026 
 0.704 0.690 0.695 0.401 0.401 0.399 
Socio-political objectives       
=1 if mass layoffs 0.184 0.180  -0.016 -0.015  
 0.403 0.406  0.225 0.225  
=1 if large scale hiring   -0.221   0.232 
   0.320   0.156 
Profit-related objectives       
=1 if TFP improvement 0.230 0.218  -0.036 -0.038  
 0.362 0.362  0.197 0.200  
=1 if TFP impairment   -0.057   -0.092 
   0.502   0.297 
=1 if ROA improvement 0.006 -0.029  0.138 0.137  
 0.471 0.475  0.227 0.227  
=1 if ROA impairment   0.347   0.466**  
   0.431   0.206 
Capital allocations       
residual net capital allocation  -0.042**  -0.043**   -0.002 -0.002 
  0.021 0.020  0.012 0.012 
Diagnostics       
Pseudo R2  4.1% 4.7% 4.7% 1.3% 1.3% 1.6% 
No. of subjects 1,222 1,222 1,222  1,222 1,222 1,222 
No. of promotions/demotions 55 55 55  166 166 166 
Time at risk (no. subject-years) 3,814 3,814 3,814  3,814 3,814 3,814 
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Table 8. Profitability and Productivity. 
The table allows the Q sensitivity of internal capital allocations at state business groups to depend on two member-
firm characteristics: the member firm’s profitability (ROA) an
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Table 10. Career Objectives. 
The table tests whether the group chairman’s career objectives affect how state business groups allocate internal capital among member firms. Columns 1 and 2 
split the sample according to whether the group chairman is above or below 60 years of age. Given mandatory retirement at 65 and fixed five-year terms for 
political office, career objectives should only influence internal capital allocation when the group chairman is below 60. Party officers evaluate the job 
performance of group chairmen every three years. Columns 3 and 4 test for differences in the way “young” group chairmen allocate internal capital over the 
course of their individual evaluation cycle. Group chairmen are reviewed every five years in their role as party cadres, in connection with the quinquennial 
congress of the Chinese Communist Party. Columns 5 and 6 test for differences in the way “young” group chairmen allocate internal capital in the run-up to the 
party congress. Columns 7 and 8 test for changes in the Q sensitivity of internal capital allocations following crackdowns on political corruption in the province 
in which the group’s headquarters are located. For variable definitions and details of their construction see Appendix A. All specifications are estimated using 
OLS with group-year fixed effects and industry-year fixed effects and include the same control variables as in Table 2 (not shown to conserve space). 
Heteroskedasticity-consistent standard errors clustered at the group level are shown in ita.2(rm)13.2(s. -il)9
/T(t)9’-1.9( )6(i)3e6(s )6(3st)37(nce 5(e)1.8(d  )6(gr))-1.9(e )6(gr)437(nc5(s437(ncfat)3.5(i37(nct)3.5(en)3.5(h)e)9.5(ci)3431 01
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Table IA.1. Baseline Models with Alternative Measures of Internal Capital Allocations. 
The table reports robustness tests of our baseline models shown in Table 2 using two alternative measures of internal 
capital allocations that strip out ordinary-course-of-business cash flows among group members: Jiang, Lee, and 
Yue’s (2010) orec measure and Jian and Wong’s (2010) related lending measure. For variable definitions and 
details of their construction see Appendix A. All specifications are estimated using OLS with group-year fixed 
effects and industry-year fixed effects. Heteroskedasticity-consistent standard errors clustered at the group level are 
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Table IA.2. Baseline Models with Capital Transfers for Alternative Sets of Group Entities. 
The table reports robustness tests for our baseline model shown in column 1 of Table 2 using alternative measures 
that widen or narrow the set of entities whose capital transfers are included in the net capital allocation measure. For 
variable definitions and details of their construction see Appendix A. All specifications are estimated using OLS 
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Table IA.3. Alternative Size Cut-offs and Placebo Tests. 
Columns 1 and 2 report robustness tests for our Table 9 specification that conditions a state business group’s Q sensitivity on the size of each member firm’s 


