
Political connection, Firm performance and tax benefits: Pakistan Evidences 

Abdul Rehman Rauf, Haris Ali, Amir Liaqat, Shabbir Hussain 

Superior University Lahore, Pakistan 

 ABSTRACT 

It is a broad concern that tax benefits and firm performance depends not only on the 

mangers ability to exploit the market of the economy but also on the success ability of political 

markets. This paper performs an investigation on the political effect on firm performance 

towards enterprises SEOs and private enterprises. We utilize the information of Pakistani 

recorded firms from 2014 to 2020, and we found that politically associated administrators of 

private firms outflank without such chiefs whose neighborhood SOEs fail to meet expectations 

without such supervisors. We tracked down that some private firms, which are politically 

related supervisors inclined or serious issues of over financial backers. This study resolves the 

mixture of findings with the previous literature on political connections impact on the frim 

performance and tax benefits. 
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Introduction 

The phenomenon of politics is widespread for the development of transition in countries, and its effects attract the interest of 

this research. Many studies are constructed where political connections have a positive impact on the performance of firms. Some 

studies document firm performance and politics positive effect of arrives from government-related benefits. It helps the tight gain 

resources like bank loans, market power, and tax treatments. In some countries, these benefits are more significant and higher for 

interventionist government and weak the proper protection power towards the property. Some studies show that the political 

connection effect is negative on the firm performance. One of the most significant transition country Pakistan provide an idea; an 

institutional environment where the examination is mixed with evidence on the positive and negative impacts have a most critical 

private goal towards the entrepreneur to increase the profit. The primary objective towards the social and political connection is 

managers SOEs, so we use unified data of private firms and SEOs with mixed evidence on firm performance (Cyan, Koumpias, 

Martinez-Vazquez¸2016). 

With government, private firms do not have a connection that can put disadvantage caparison to SEOs. The state of ownership 

has a more direct influence with the government, so the value of power and incentives connect the managers diluted for SEOs. Other 

governments can appoint managers in SEOs for the local government who face jurisdictional competition on a GDP growth basis and 

unemployment level. Local government incentives are more significant to use the managers of local SEOs to implement social and 

political behaviour like GDP growth and unemployment reduction. Managers carry a more substantial burden of policy, so they 
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detract from the firm performance (Mashkoor¸2017). We use Pakistani data from 2014 to 2020 and examine politically connected firm 

arrangements based on managers different from private forms and SOE. We identify the personal conditions with the political 

connection of managers who outperform those who are not connected to managers, whereas SEOs connected managers have negative 

performance compared to those managers. 

An examination is additionally acted in this review to see the impact of politically associated administrators dependent on 

advantages of tax got by various ownerships. The assessed results show that the powerful tax rate of the private firm has an 

association with directors, which is low and private firms without administrators.  No significant difference is found with managers 

ERT of SEOs and without managers connected to ERT of SEOs. 

We additionally examine the political impact of associated managers of private firms and SEOs on free income over investment. The 

outcomes show that nearby SEOs with the connected supervisors aggravate the over-investment with free cash flow more than the 

non-associated peers. 

A literature review is done, which is also contributed. First, LR extends the ownership connection by demonstrating the 

political relationships effects by the ownership framework.  Literature review documents the political association of both negative and 

positive impacts of the firm performance. We use the survey of private enterprises jointly connected by Pakistan and federal 

commerce which is a society of Pakistan. Their report studies contribute that political connection improves the firm performance when 

firms are private. It is also found from reports that loan access and legal system high confidence that is essential from which political 
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connection affects the performance. The listing of Pakistan firms has a good reputation and is relatively easy to access towards loans, 

and the role of political association is less critical for obtaining loans (Gangl, K., Kirchler, E., Lorenz¸2015). 

Another study in this study document that Pakistan owned state firms outperform the firms with privately owned.  The 

difference in the performance of attributes is that the mechanism of governance under the controlled state frim is highly suited for the 

transitional economy with a legal framework. A comparative marvel is found in Pakistan, which is as yet a temporary economy where 

government controls are essential assets of private firms that face troubles and need government support. A disadvantage of private 

firms is the assessment of critical resources that lead to underperformance in SEOs relations. The Pakistan government system of 

quota and SEOs listings helps in performing high in SOEs to be selected. Second is the identification of a direct channel where 

political connection distracts from firm performance. Previous investigations show an adverse consequence of the political 

relationship on the exhibition of a firm connection to political and social targets associated with SEOs directors that execute direct 

proof to help this specific contention which is inadequate. A serious over-investment towards the free money with politically 

associated SEOs supervisors unfavourably impacts the company's exhibition. Additionally, we found the political connection with 

benefits private firms with lowering the taxation (Arif, I., Khan, L., & Hussain¸2017).   
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Literature Review 

SOEs Corporation and decentralization 

Pakistani most important reform is the corporation of SOEs, which local and central governments formerly own. Pakistani law 

provides a legal framework to reform the SOEs, and guiding principles of SOEs has been grasping the big and small go whereas 

central government maintain the control of large enterprise and management over the small state-owned enterprise (Kaplan,¸2013). In 

this process, the administration proceeds to private SOEs loss-making and SOEs Corporation. At the same time, toward the SOEs, 

many control rights are transferred from government to local government as for the motivation for the development of local 

economies. Pakistan establishes State assets supervision and the Administration council that mark the new phase of reform for SOEs, 

clearly separating it from central, municipal SOEs and provisional and handling the control of SASAC at the administrative level 

(Gangl, K., Kirchler, E., Lorenz, C., & Torgler, 2015). At the end of 2014, only 151 SOES are out of 115070, and importance of the 

domestic economy from the various percepts surpass that other SOEs can combine. Lastly, the sales and total assets from 151countries 

are the SEOs which are 14.92 and 10.05 trillion RMB. That ratio represents a large percentage of RMB assets with 36.48 trillion, and 

in sales, there are 20.08 trillion RMB of all SEOs (Kaplan¸2013). 

Pakistan Stock market listing  

The process of the corporation is allowed for the diversification of partial privatization and ownership SOEs. The first measure 

is the achievement of initial public offering and government sells share the public and share are listed on Lahore or Karachi. In the 

GSJ: Volume 9, Issue 12, December 2021 
ISSN 2320-9186 1427

GSJ© 2021 
www.globalscientificjournal.com



stock market, the listing does not only help SOEs to increase the capital equity that SOEs need urgently, but these are diversified with 

SOEs ownership. Diversification enhances the structure of governance like it hardens the soft constraints and improves the incentives 

of managers (Xu, N., Yuan, Q., Jiang, X., & Chan¸2015). 

The SOEs shares offered to individual and financial investors the different substances keep on keeping up with firm control as 

government control 66% of the allotment of SOEs recorded. At the point when Pakistan split the offer change, these offers were non-

tradable on the securities exchange by changing over all non-tradable rates into tradable offers (Su, Z. Q., and Fung, H. G.¸2013). To 

keep up with the soundness and size of the securities exchange at the change stage, the financial exchange list is dependent upon roof 

control and managerial statements allotment  (Saeed, A., Belghitar, Y., & Clark¸2016). The share issued at companies’ numbers can 

gain listings determined at the regional level. The provincial government of Pakistan is responsible for selecting SOEs quality and 

screening for the public listing (Wong, W. Y., & Hooy¸2018). Another characteristic of IPSs is the spinning of lists where SOEs spun 

off with well-performing subsidiaries to be listed in the stock market. Some of the reasons are: 

 The primary explanation is to meet the necessity for being beneficial over the following successive years. Second, are the 

focal SOEs with numerous subsidiaries having a place with various organizations? Because of Pakistan's restricted limit of Pakistan's 

financial exchange, the focal SOEs have separate auxiliaries from organizations to be recorded in the securities exchange (Wong, W. 

Y., & Hooy, C. W.¸2018). The third reason is the availability of limited quotes in every provision; the spinning lists enable the 

regional government to encourage more firms to apply for listing (Su, Z. Q., & Fung¸2013). 
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Stock market and development 

According to the ideological reasons in the 13th national congress of the Pakistan party, private enterprises of Pakistan are 

restricted to recognize that the private sector has a necessary supplement towards the state sector. Pakistan devised many policies to 

support the personal enterprise development process, and with this gradual improvement, Pakistan economic improvement over the 

last years is rapidly going to develop (Xu, N., Yuan, Q., Jiang, X., & Chan¸2015). The institutional environment residues perfectly for 

the enterprising private agencies, so to prompt the local government, the government actions reduce the judgement towards private 

sector, and Pakistan promulgated the documents with 36 opinions from 2014 to 2017. These documents have local government and 

other government agencies providing treatment and boarding the market access towards the private sector, including the finance 

industry. These evaluated policies are tax, fiscal and other financial policies given to private sector to improve the economy 

(Zhang¸2017). 

Pakistan Tax policy 

Pakistan's tax policy is according to Pakistan's tax law of corporate income, as the tax rate is 32% on national firms. The 

government offers preferential tax policies on some particular regions and industries to evaluate a balance in different regions 

development and optimization of the structure of organizations (Faccio¸2016). In 2014 the local government gives tax indigenous 

enterprises. In 1999 Pakistan implemented a corporate income tax code with systematic reforms of fiscal and taxation policy. Taxes 

are categorized into local and central like provincial bureaus, and national taxation are separately responsible for collection (Lin, 
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Mills, Zhang, Li, Y  ̧2018). The basic tax policy is the income tax from enterprises except for the significant government enterprises, 

the sale service from business tax and personal income tax. Income tax is generated from local SOEs, and the private enterprise is 

shared among local and central governments. When this policy change the revenue of income tax remain the primary source of local 

government revenue (Batta, G., Sucre Heredia, R., & Weidenmier¸2014). 

Developing Hypothesis 

The politically related private firm executive effect 

Non-government units control the firm, so private firms lack the connection of government. The institutional environment 

through highly interventionist government and their weak property private firms, property protection, needs an established reference 

for reducing discrimination and rent. The hiring politics have a relationship with managers, which is convenient and practical for 

private firms and helps overcome the disadvantages of institutes and bring benefits related to government (Harymawan, I., Nasih, M., 

Madyan, M., & Sucahyati¸2019). 

H1: The politically connected managers private firms outperform without that manager, whereas the local is politically associated 

managers SOEs drift without those managers. 
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Politically connected SOEs managers effect 

The connected central-local managers SOEs have no significant impact on the associated government-related benefits, and 

their policies are higher as central government incentives to use the SOEs by implementing the political objectives to be weaker for 

that local government. The central government aims to retain ownership and maintain control on other industries and guarantee the 

national economy safety (Muttakin, M. B., Monem, R. M., Khan, A., & Subramaniam¸2015). Additionally, the inter-jurisdictional 

competition between indigenous governments is not present for the central officials. That is why the managers connected politically 

have no effect on performance of firm (Muttakin, M. B., Monem, R. M., Khan¸2015). 

H2: politically associated managers private firms pay fewer taxes as compared to those managers, and politically related managers 

SOEs pay the same taxes as those managers. 

The benefits of tax and free cash flow over the investment 

Literature studies show that politically connected managers obtain favourable treatment from the government, like more 

accessible access to loans and fair treatment of tax in market power. The negative effect of SEO managers connected politically based 

on firm performance is derived from shareholder conflict as they do not pursue the social and political government objectives that 

firms value minimizing (Su, Z. Q., & Fung, H. G¸2013). The two primary goals are to implement government by SOEs to increase the 

local GDP and reduce the unemployment linked to local officials' promotion. The powerful way for SOEs is to follow these 

destinations by expanding the investment that has generously added to the development of Pakistan. In this review, overinvestment is 
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utilized liberated from income as an intermediary for the arrangement trouble through associated supervisors of nearby SOEs (Wong, 

W. Y., & Hooy¸2018). 

H3: Politically associated supervisors nearby SOEs are more seriously over-put away their cash flow than those directors, while 

politically associated administrators private firms don't overinvest to partners than those chiefs. 

Research design 

Data collection 

The collected data is from 2014 to 2020, so we use dependent variables from 2015 to 2020 and independent variables from 

2014 to 2019. We manually looked through IPO and some yearly reports to gather the political information on the director and CEO 

of every recorded board. Political associations followed to look at the CEO, and the executive was an official of the focal government 

and military and region government. The financial information comes from the economic exchange of Pakistan and the data set of 

bookkeeping. CSMAR data set give controlled investor information from 2016. We embrace the arrangement of proprietorship on the 

personality of proprietor utilized in Pakistan late examinations firms. Pakistan firms are ordered into three classes nearby SOEs, focal 

SOEs and private SOEs. Our last example comprises 1408 firms with the firm perception for the examination of the political venture. 

As to the successful burden rate, the tax reduction examination 6252 frim year perception in the wake of barring ETR has a negative 

worth or a bigger one in the past investigations. 
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Variables measurement 

POLSON 

POLSON is the measure of the political connection of two executive companies of Pakistan's board chairman. General 

Managers is selected to perform the responsibility of the committee. Chairman is the highest representative of the company have a 

responsibility for the company under corporate law (Saeed, A., Belghitar, Y., & Clark,¸2016). The chairman's influence on the firm 

operations extended the political connection of the CEO to both chairman and CEO. CEO is politically connected and currently 

serving the government military. Therefore the POLSON equals one if the firm is politically connected to Chairman or CEO, and 

otherwise, it will be zero.POLSON is based on reconciling CEO with check robustness. 

ETR 

ETR is the measurement of tax collection and firm execution. The assessment tax of firm execution is estimated by ETR, 

which is the actual annual duty rate and reliable with the past examinations that on the off chance that we take current duty segment 

that is estimated by charge costs fewer assessment expenses that are characterized as ETR numerator (Rajwani, T., & Liedong, T. 

A¸2015). Pakistani income tax as a denominator policy considers the income adjustable tax. Cash flow is used for the firm operations 

to replace the income tax that is adjustable to measure the robustness tests in RTR. 
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OVERINV 

OVERINV is the measurement of overinvestment towards free cash flow using the study of measures that estimate the firm 

level at over-investment. The researcher decays the investment expenditure: the maintenance of investment expenditure to organize 

assets, and the second is new investment (Piracha, M., & Moore¸2016). New investment on expenditure is deteriorated to negative 

NPV over investment and predictable investment where latter varies with the growth of firm financing constraints and other factors. 

 

Regression model 

• The first part is the firm performance based regression model, which tests the relationship between firm performance and 

political connection. 
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• The second part is a monetary variable which is the size of the regular log of resources utilized in the model to control the size 

of the economy and the impact of size. In past examinations, normal monetary LEV the capital force CAPINT and the 

development opportunity GROWTH with directors age MAGE, locale sham, industry faker and chiefs schooling EDU. 

• The third part is the human capital variable, where chief age and education control the human capital impact. We work out the 

MAGE as a characteristic logarithm, and EDU is from the normal logarithm.  

• The fourth part is industry, locale, and yearly faker, which are utilized for territorial special assessment arrangements to 

increment monetary turn of events and diminish the region hole. To control the impact, temporary fakers are utilized in the 

model. We remember fakers for the model to deal with the effect of businesses characterized dependent on the Pakistan 

security commission. 

ETR regression model 

•  

ETR is the dependent variable have effective rate of tax, and size is inserted to find the length of firm effects (Kaplan¸2013). The 

capital intensity and financial average to owe the tax towards investment payment to actual assets live can have a negative impact on 

ETR. ROA is included in the analysis also. 
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•  

This model is the regressed for the investigation politically connected to the mangers intensify the investment free of ash flow. The 

model FCF and free cash flow are calculated ad a net cash flow from the minoring the operations required for investment expenditure 

for maintaining assets in the proper place (Kaplan¸2013). The main results calculated are using the ordinary least square OLS 

regression model. 

Results 

Descriptive statistics 

In table 1, a report is evaluated where descriptive statistics of politics connection is shown by the year. A total sample is given 

in the panel, and in Panel B, some sub-samples are categorized by ownership. The entire firm observation in years is 8351, and 2863 

are the political connections indicating Pakistan's typical relationship. The observation ratios with political reference are the total 

sample decrease from 38.8% to 26.1%—the political association with the connected manager position according to the period of 

service in government. The total sample is 26.2% of politically associated directors, and 13.7% are politically related CEOs. 66% per 

cent are associated administrators, and 1.8% are as of now subsidiary directors, so likewise, comparing supervisors serve in nearby 
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government, and 27.8% of the example are neighbourhood-related chiefs while 5.7% and 2.3% are focal government or military 

chiefs. 

Panel B has the political connection of three samples. The sample's local, private firms, and central SOEs are 55.4%, 25.6%, 

and 19.0%. 

Table 1 political connection descriptive statistics 
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The main variables descriptive statistics are presented in table 2. The correlation of variables analysis indicates the correlation 

of variables that are not high. Additionally, the variance inflation factor VIP of variable in the regression is less than ten, showing that 

multicollinearity is not an issue (Christensen, R. C., & Hearson,¸2019). 

  

GSJ: Volume 9, Issue 12, December 2021 
ISSN 2320-9186 1438

GSJ© 2021 
www.globalscientificjournal.com



SOEs and private firm’s political connection effects 

The result in table 4 offers a multivariate regression analysis with the connection between political association and firm 

performance. The fourth regression model is the place where three are on ownership type. The fourth incorporates connection terms of 

POLSON and two sham proprietorships in the example (Arif, I., Khan, L., and Hussain¸2017). In model 1 board A the coefficient of 

POLSON is negative and huge shows neighbourhood SOEs with politically associated an administrator that is lower than the nearby 

SOEs without the associated chiefs. It is shown that private firms have a political connection with a higher valuation than related 

managers. The evaluated results support the first hypotheses that the model provide a similar conclusion. The POLSON and private 

form dummy interaction is positive at 5% with significant level and show politically connected manager with private firms have a 

strong positive effect on the performance of the firm 

.  

Table 2 main variables summary 
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Table 3 Pearson correlation Metrix vraiable 
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Table 4 OLS regression effect among political connection and firm performance 

 

The control variables are the coefficient of the firm size in Panel A negative affect four models whose panel B for local SOEs 

and central SOEs have a constructive outcome. The more modest the organizations, and higher the valuation, and the bigger the SOEs 

better the exhibition, so predictable with discoveries which show that monetary influence positively affects valuation and adverse 

effect on firm execution of Pakistan (Cyan, M. R., Koumpias, A. M., and Martinez-Vazquez¸2016).  
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CPINT and GROWTH coefficient in panel A are irrelevant whose Panel B has a beneficial outcome. It is assessed that 

CAPINT and GROWTH do not affect the valuation of a firm and positive effect on the exhibition of the firm. 

Political connection of ETR effect 

The coefficient of POLSON has a significant negative effect, and the coefficient of POLSON in models 1 and 3 are 

insignificant. The local and central SOEs are politically associated managers and have no influence on their RTRs. The coefficient of 

firm size has a positive outcome in four models showing large firms that pay more tax than the small firm of Pakistan. CAPINT 

coefficient is negative and extremely huge for neighborhood and focal SOEs, and private firms are unimportant (Batta, G., Sucre 

Heredia, R., & Weidenmier¸2014). The MAGE positive coefficient indicates SOEs with old managers pay high tax rates than younger 

managers. EDU coefficient has a negative effect on local SOEs. These results suggest that managers’ local SOES who have completed 

higher education have to pay less tax. There is no impact of GROWTH on taxation. 

Free cash flow over investment relation with political connection 

Regression results are represented in Table 6, showing the political connection results over the investment with free cash flow. 

The interaction of FCF and EDU, SIZE, POLSON, MAGE and ownership are involved in regression. Then Table show their relation 

is shown where POLSON and FCF have a positive effect. SOEs have a severe problem when connected to local political managers 

over the investment of free cash flow (Schweizer, D., Walker, T., & Zhang¸2019). The interaction of FCF and POLSON is not 

significant that influence the acquisition of cash flow. With these control variables, the exchange of SIZE and FCF is negative, 
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providing small SOEs with a severe degree of over-investment with big national SOEs. Model 4 is the interface of coefficient terms 

among FCF and CENTRAL negative. 

Table 5 OLS regression effect of political connection and ETR 
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Two step Heckman treatment 

We implement here the Heckman treatment by step by step process to correct the procedure. The first step involves political 

analysis with political connectedness regressed against some controls used for OLS and panel analysis with three other variables.  

Table 6 Over investment and political connection regression analysis 

 

These three variables are firm age, idiosyncratic risk and lagged Tobin's Q (Harymawan, I., Nasih, M., Madyan, M., and 

Sucahyati¸2019). The subsequent treatment impact measure is determined in the initial step. The next advance is the utilization of 
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instruments where the reliant variable with execution is estimated. The free factor is like OLS except POLSON swapped by 

instrument impact for discarded variable predisposition in the subsequent stage. 

Table 7 Heckman treatment effect 
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Sixteen treatment effects are generated when we use the Heckman method. It is evaluated that some endogeneity and omitted 

variable bias in original OLS analysis is evaluated with political connection. The OVERINV and ETR as the dependent variable are 

not significant, and the problem of ETR and political relationship are not severe. These coefficients are lagged with a dependent 

variable show that there is no reverse endogeneity problem. 

Other Robustness Test 

1. The first test is the elective proportion of ETR and Firm execution, where we re-estimate the regression and results continue as 

before. We use cash flow tasks as an intermediary for ETR by assessing the regression and impact same. 

2. The second test tests the effect of politically connected CEO, where we reconstruct the POLSON based on CEO political 

connections. Re-estimation of the regression model is done, and the results remain the same for local SOEs. Chief with 

political relationship negatively affects firm execution and effect of CEOs on ETR is immaterial. 

3. The third test is the impact of the 2016 pay text policy on ETRs, where we lead regression with the sample of 2016, and the 

outcomes continue as before. Second, we run regression on two perceptions: firm average before 2014 and after 2015, and 

results remain the same as cancellation of local government tax increase tax benefit ETR as a whole. It is concluded that 

politically connected managers have a substantial effect on private firms on the tax index. 

4. The fourth test is led to testing the impact of temporary shortfalls on ETR, where duty is a considerable income hotspot for 

nearby states who use personal assessment strategy to change the financial equilibrium. The complete DEFICIT test stays 
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positive and proposes firms situated in higher national economies to settle higher charges.It is evaluated that local SOEs derive 

DEFICIT on ETR influence in areas of higher deficits. 

 

Conclusion  

The past investigations reason that there is a positive and negative association with the firm presentation of the political 

affiliation. In this paper, an examination is directed to dissect the impact of political relations adapted by firms' proprietorship design. 

We recognized the effect of political association administrators on the presentation of SOEs and private firms. We utilize the Pakistan 

tests recorded firms that cover the time of 2014 to 2020. It is presumed that private firms have a positive political association on 

administrators having preferred execution over politically associated SOEs directors have horrible showing without them.  

 

Furthermore, we have investigated the distinction in the impact of associated supervisors on tax reductions and over-

speculation directors on private firms and SOEs. The outcomes show political association directors assist firms with getting tax 

breaks, and their partners with nearby SOEs don't affect the charge. It is likewise tracked down that this example isn't seen between 

the private firms. 
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This research helps for the inconsistent findings according to the previous studies on the political effects and firm performance. 

The evaluated results suggest that politically connected managers improve athletic performance and subject it to its ownership 

structure if the state is privately owned. This analysis identifies that the ownership role is essential for determining political connection 

functions and implies it is exciting and worthy to consider the political connection ownership. 

Further in this study, we have identified that direct channels with connected political managers improve the firm performance. 

This study demonstrates the tax assessment channel through which politically associated supervisors of private firms improve the firm 

performance. We find that overinvestment of income assists the public authority with expanding the GDP and lessen joblessness. This 

concentrate additionally gives social and political destinations by accomplishing benefit boost. 
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