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ABSTRACT

This paper investigated on three types of Politically Connected Firms (PCON firms)
namely, board of directors (PCON BOARD); Government-Linked Companies
(PCON_GLC); businessmen and family members of government leaders
(PCON_FAM BUSS) to seek their association with the cost of debt. This study was
materialized by employing a data set comprising PCON firms in Malaysia for the period
2003 to 2018. A total of 107 PCON firms that are listed on the Main Market of Bursa
Malaysia was engaged in this study. This study employed the multivariate analysis and
linear regression model to produce the results. The findings revealed that only
PCON_BOARD and PCON_FAM BUSS had negative association with the cost of
debt. Specifically, the findings informed that leverage and firm size were associated
with a lower cost of debt, whereas sales growth and return on assets (ROA) had no
impact on the cost of debt. Despite this, PCON_GLC exhibited no association with the
cost of debt. This finding was inconsistent with past studies that found otherwise, that is,
GLCs’ association with a lower cost of debt. This study has enriched the existing
literature concerning the relationship between PCON firms and the cost of debt.
Moreover, this study has provided analysis that uncovered the status of the respective
PCON firm group in relation to the cost of debt when financing asset or investment
activities, and the influence of political connection in that respect. Overall, this study has
provided information to lenders particularly the banks to help them make credit
decisions based on the applicant firm level of risk and leverage. This study also
highlighted to regulators on good corporate governance, as outlined by The Malaysian
Code on Corporate Governance (MCCQG) to ensure that policies and regulations are
designed accordingly. This is important for improvement or enhancement of firm
corporate governance and transparency.

Keywords: political connection, cost of debt, leverage, Malaysia
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ABSTRAK

Kertas kerja ini menyelidik tiga jenis firma yang berkaitan dengan politik (firma
PCON); iaitu, lembaga pengarah (PCON BOARD), syarikat berkaitan kerajaan
(PCON_GLC), ahli-ahli perniagaan dan ahli keluarga daripada pemimpin kerajaan
(PCON_FAM BUSS) untuk mencari hubungan mereka dengan kos hutang. Kajian ini
dilaksanakan dengan menggunakan sekumpulan data yang terdiri daripada firma PCON
di Malaysia untuk tempoh 2003 hingga 2018. Sebanyak 107 firma PCON yang
tersenarai di Pasaran Utama Bursa Malaysia terlibat dalam kajian ini. Kajian ini
menggunakan analisis multivariat dan model regresi linear untuk mendapatkan hasil
tersebut. Hasil kajian kertas kerja ini mendapati hanya PCON_BOARD dan
PCON FAM BUSS yang dikaitkan secara negatif dengan kos hutang. Secara
khususnya, hasil penemuan memaklumkan bahawa leveraj dan saiz firma dikaitkan
dengan kos hutang yang lebih rendah, sedangkan pertumbuhan jualan dan pengembalian
aset (ROA) tidak mempengaruhi kos hutang. Walaupun begitu, PCON_ GLC tidak
menunjukkan sebarang hubung kait dengan kos hutang. Hasil penemuan ini tidak
konsisten dengan kajian terdahulu yang mendapati sebaliknya, iaitu GLC dikaitkan
dengan kos hutang yang lebih rendah. Kajian ini telah memperkaya literatur yang
berkaitan dengan hubungan firma PCON dan kos hutang. Tambahan pula, kajian ini
telah memberi analisis yang mendedahkan status kumpulan firma PCON masing-masing
yang berkaitan dengan kos hutang apabila membiayai aset atau aktiviti pelaburan dan
pengaruh hubungan politik dalam hal itu. Secara keseluruhannya, kajian ini memberi
maklumat kepada pemberi pinjaman terutamanya bank-bank untuk membantu mereka
dalam membuat keputusan kredit berdasarkan tahap risiko dan leveraj firma pemohon.
Kajian ini turut memberi tumpuan kepada para pengatur mengenai tadbir urus korporat
yang baik, seperti yang digariskan oleh Kod Tadbir Urus Korporat Malaysia (MCCGQ)
bagi memastikan bahawa polisi dan penguatkuasaan dirancang dengan sewajarnya. Hal
ini penting untuk penambahbaikan atau peningkatan tadbir urus korporat dan ketelusan.

Kata Kunci: hubungan politik, kos hutang, leveraj, Malaysia
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1.2

CHAPTER 1

INTRODUCTION

Introduction

This paper investigated the relationship between cost of debt and politically
connected firms (hereinafter referred to as PCON firms) in the context of
Malaysia. Prompted by a research work by Tee (2018) on the cost of debts of
political connections in Malaysia, this study employed a dataset from Wong and
Hooy (2018), in which PCON firms were divided into three types of political
connections, namely Board of Directors; Malaysian Government-Linked
Companies (GLCs); business owners; and family relationship of government
leaders. This chapter explains about political connection in Malaysia, types of
political connections, and the perspective of capital structure, leverage and cost

of debt.

Political Connection in Malaysia

The Malaysian government has been involved with the corporate sector since the
implementation of the New Economic Policy (NEP) from 1970 to 1989. The
man agenda of NEP was to increase Bumiputera participation in the economy
and narrow the economic gap involving all the ethnic groups. The NEP has more
or less similar motive to PCON firms in Malaysia whose arrival coincided with
the NEP. Since the country gained independence in 1957, most of the business

sector are controlled by politically linked companies. In their effort to reduce the



imbalance gap issue among all ethnic groups, the NEP has managed to reduce
the poverty level to 3.6% in 2007. In the past spanning a period of almost two
years starting May 2018, there has been a change in leader and ministers on the
political side and this may have interrupted the ongoing agenda influence then in
the economy and to PCON firms. Nonetheless, prior studies have investigated
about political connections in Malaysia and found government and politics are
prevalent in Malaysia and some other countries. As such, it is not uncommon to
see large number of PCON firms; hence -‘relationship-based’ economy is
practiced in the country (Faccio, 2006; Wong and Hooy, 2018; Wong and Hooy,

2020).

Additionally, it is expected that PCON firms will receive privileges from the
government compared to non-PCON firms. For example, PCON firms take
priority in receiving government grants and subsidies; be bailed out during
severe financial crisis; and receive financial assistance and protection from the
government. Currently, the business of Malaysian domestic airlines, namely
Malaysia Airlines Bhd (MAS) and AirAsia Group Bhd, have been halted due to
the Movement Control Order (MCO) following the Covid-19 pandemic
outbreak. The government has considered setting up a vehicle to take over the
debt of the above businesses. Apart from bailing out the companies should there
arise a need, the government also provides financial assistance to the affected
companies. For example, the funds of Petroliam Nasional Bhd (Petronas) have

been used to bail out MAS, national auto maker (PROTON) and Konsortium



Perkapalan Berhad (KPB). On another perspective, Bliss and Gul (2012)
considered these as examples of how inefficiency can be inflicted on the

privileged companies as a result of the political connection.

Generally, political connection is a social relationship characterized by
intervention from the government and influential individuals or companies on
the public. Additionally, Faccio (2006) (as illustrated in Figure 1.1) defined
PCON firms as any shareholders who own at least 10% of company’s shares,
key officers who are parliament members (MP), state ministers, or any other
individuals closely related to the top officials of government or state
government. Therefore, any of the chief executive who serves in the government
regardless of state or federal governments, and local entities or agencies are
identified to belong to political connections. As such, in the context of this study,
PCON firms are classified into different categories of political connections,
following Wong and Hooy (2018), namely political connection through board of
directors; government-linked companies (GLCs); and political connections
among businessman and immediate family members of government leaders. The
types of PCON firms identified by Faccio (2006) are illustrated in Figure 1.1 and

Table 1.1 with their respective percentage.



Figure 1.1
A summary of definition on political connections by Faccio (2006)

e w

Top officers i.e. CEQO, president, vice-president,

chairman, or secretary sit in the national parliament
Member of L J

Parliament

Large shareholder has directly or indirectly
controlling at least 10% of voting rights

Officer

Political Minister or L harehold
Connections Head of State arge sharcholder

Relative i.e. spouse, child, sibling, or parent

(1. Cases of friendship
Closely related 2. Former heads of state or prime minister
to a Top 3. Current politicials who have left the firm after 1997
Official 4. Foreign politicians
\5. Political parties

;‘;;Z })flPolitical Connection by their respective percentage (%)

Types of Political Connection I;:?.rr?sf Percentage (%)
Politically Connected Firms Board of 84 78.5%
Directors (PCON_BOARD)

Politically Connected Firms Government- 9 8.4%
Linked Company (PCON_GLC)

Politically Connected Firms_ Family 14 13.1%
Relationship and Business Owners (PCON

_FAM_BUSS)

Total 107 100%

Note (s): According to Wong and Hooy (2018), PCON_BOARD represents a firm that is
connected through a Board of Directors; PCON_GLC represents a firm that is connected through
a government-linked company; PCON_FAM _ BUSS represents a firm that is connected through
business owner and family relationship of government leader.
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Types of Political Connection

1.3.1 Political Connection through the Board of Directors

(PCON_BOARD)

Corporate governance is important to a company as it provides a
framework that guides the company in achieving its goals and in the
process assist in eliminating undesirable conflicts or disputes. As such
corporate governance encompasses corporate strategies, ethical business
practices, accountability, and transparency. The Malaysian Code on
Corporate Governance (MCCG) outlines the three main principles of
good corporate governance, which are effectiveness of board leadership,
audit and risk management; corporate reporting integrity; and significant
relationship with stakeholders. Generally, board of directors represents
shareholders of the company who are given oversight of the direction of
the company. For example, an effective of board leadership ensures that
the decision made by them would affect stakeholders. Hence, the
corporate governance framework assist a company so that it is well

managed and monitored without neglecting the shareholder’s interest.

PCON_BOARD is considered profitable because of its firms are all well-
performed (Khaw et al., 2020). This has been the result of the firms’
strong corporate governance consequently leading to better credit term. A
better credit term has been the result of the firms’ ability to manage debt

and financial leverage (Chong et al., 2018). In this study,



1.3.2

PCON BOARD consists of politicians or former government servants
who sit in the firms’ board of directors. According to Wong and Hooy
(2018), this connection has been made possible due to affirmative action
as in the NEP. The race riot between the Malays and Chinese in 1969
prompted the intervention of politicians and bureaucrats in the corporate

sector.

Political Connection through Government-Linked Companies
(GLCs)

Government-Linked Companies (GLCs) are defined as companies that
have a commercial objective, and the government has controlling interest
in those companies. The government is thus able to make key decisions
including appointment of Board members and position of senior
management, contract award, restructuring and financing, and acquisition
and investment strategies (Putrajaya Committee on GLC High
Performance). Companies with government interference are considered
to have higher level of borrowing and have better performance compared
to those of non-government involvement (Arifin and Tazilah, 2016;
Wong and Hooy, 2018). GLCs are perceived to have better performance
since they are monitored and funded by the government, and have the
largest composition of influential people on their board of directors. As
the GLCs are backed by the government, their performance may also be

affected by any changes in the government administration or policy.
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In this study, firms that are labeled as PCON_GLC are those where the
government has ownership interest in Government-Linked Companies
(GLICs). They are Employees Provident Fund (EPF), Khazanah Nasional
Berhad (Khazanah), Lembaga Tabung Angkatan Tentera (LTAT),
Lembaga Tabung Haji (LTH), Permodalan Nasional Berhad (PNB) and

the Ministry of Finance (MOF) (Wong and Hooy, 2018).

Political Connection through Business Owners and Family
Relationship of Government Leaders (PCON_FAM_BUSS)

Political connections between businessmen and politicians are mainly to
earn government contracts as that would be beneficial to their firms in
terms of business success and survival. For example, Berjaya
Corporation Berhad has collaborated with numerous government
agencies and bodies in carrying out residential projects, under Property
Division for Bumiputra purchasers. Specifically, the collaboration with
either federal or state government will facilitate the company in securing
government projects or land, and also for economic support. Meanwhile,
family members of government leaders who sit in as directors or
shareholders of the firms and also involve themselves in business are
defined as obtaining the political connections through family members.
For example, Nazir Razak, a younger brother of former Prime Minister,
Najib Razak, was Chairman of CIMB Group from 2014 to 2018. Before
that, he served on the investment panel of the Employees Provident Fund

(2002 to 2017) and the board of Khazanah Nasional (2014 to 2018).
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Another example relates to Mokhzani Mahathir, a son of Tun Mahathir
who sits as independent non-executive director of Maxis Berhad and
currently serving as chairman of Sepang International Circuit Sendirian

Berhad and Opcom Holdings Berhad.

However, these types of political connections do not have significant
impact in comparison to GLCs as the former has more flexibility and
freedom to change their coalitions, and deals with different politicians.
Nonetheless, political connection through family ties is good enough as it
enhances a firm’s value and the individual has the opportunity to grow

his business internationally.

Capital Structure, Leverage and Cost of Debt

Capital structure consists of cost of debt and cost of equity. It deals with how a
company finances its business operations and developments by using various
sources of funds, such as debt through loans or financing; or issuance of bonds,
bills or notes to investors in exchange for the needed fund. The cost of debt
refers to the cost incurred in obtaining the fund. Specifically, the cost of
borrowing involves a premium over the principal amount which is called the
interest amount. The interest rate that is used to determine the interest amount is
determined by the market rate and also the potential borrower’s credit score.
This methodology applies to all types of borrowing transactions. Additionally, a
loan that is considered high risk will have higher interest rate or otherwise.
Hence, if a borrower is considered high risk due to a greater chance of loan

8
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default, the interest rate charged by the lender will be high. In this context,
leverage refers to an investment strategy that uses borrowed capital or debt as
funding to finance assets or to amplify returns for a project invested. In this
relation, previous studies hypothesize that PCON firms have higher level of debt
borrowing due to easier access to secure the borrowing. The easier access of debt
borrowing is caused by strong political network or connections. The amount and
length of the credit term will be favorable. The rationale for choosing cost of
debt as the dependent variable is attributed to a large number of Malaysian listed

firms’ borrowed funds derived from bank loan or financing.

Problem Statement

Unfavorable political event does not only result in fluctuation in the exchange
rate and stock market; it will also influence the cost of funds to PCON firms.
Hence, Malaysian PCON firms are perceived to be more risky due to much
external borrowing. It is likely that they be charged higher interest rate due to
higher level of risk. Consequently, PCON firms will end up as low profit-making
businesses particularly during financial distress or downturn. However, empirical
studies related to risks and performance of PCON firms and non-PCON firms
have revealed that PCON firms are less risky and better performers in terms of
financial position due to the fact that the PCON firms enjoy substantial economic
benefit from the government. In fact, political connected firms are in a favorable
position over debt financing to the extent that they have advantage in terms of

access to bailouts during financial distress. Therefore, PCON firms are perceived
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to have accessibility to credit loans with lower rate of interest being charged by

lenders.

During the election period, the market will react less favorable towards PCON
firms, especially the GLCs and PCON firms through family members should the
incumbent government lose. There will be massive changes to the existing
cabinet members as the market reacts more towards the winning government.
However, there is little evidence as to which type(s) of political ties will impact
the cost of debt, a firm’s major source of external financing. In other words,
there is lack of studies examining the types of politically connected firms and
their connection to cost of debt. Hence, the proposed study attempts to extend

the literature concerning the cost of debt.

Objective of the Study

The issue of debt loan or financing plays a critical part among emerging market
economies including Malaysian firms. Attributed to instability of political
connection in Malaysia, this study intends to investigate whether there is
significant relationship between the different types of Malaysian Politically
Connected Firms (PCON firms), namely PCON BOARD, PCON GLC, and
PCON_FAM BUSS and the cost of debt. Moreover, this study hopes to extend
recent works by Wong and Hooy (2018) and Tee (2018) in terms of the

relationship between PCON firms, and firm performance and cost of debt.

10



1.7

Following that, in order to fulfill the main objective of this study, the following

research question has been constructed:

1) How do three types of Malaysian political connected firms (PCON
firms), namely board of directors (PCON BOARD); government-liked
companies (PCON GLC); and family members & businessman

(PCON_FAM_ BUSS) are associated with cost of debt?

Scope and Limitations of the Study

This study extends the empirical work of Tee (2018) regarding the association
between Malaysian PCON firms and cost of debt. Again, motivated by Wong
and Hooy (2018) regarding the sample of PCON firms, we employ a longer
dataset, which start from 2003 to 2018. However, out of the 197 PCON firms,
only 107 firms are available for analysis due to the unavailability of data.
Moreover, the study concentrates on different types of PCON firms in relation to
the cost of debt. This study differs other studies as the association between
PCON firms and cost of debt is measured by different types of political
connections, namely PCON_BOARD; PCON_GLC; and PCON_FAM_BUSS.
Meanwhile, this study does not include the non-PCON firms since the objective
of this study is to investigate the relationship between PCON firms and cost of
debt. Moreover, there is a possibility that some firms are no longer identified as
politically connected or there are new firms that have political ties, but could not

be identified by this study.

11



1.8

Definition of Key Terms

The main terms used in this study are defined as follows:

Political connections: Defined as having a social relationship with individuals
or companies with political influence or power. Specifically, political connection
is defined as a close relationship with individuals or companies, such as with
politician or political parties relating to the state and government, or

businessmen and family relations with government leaders.

Politically connected firms: Any sharcholder who owns at least 10% of a
company’s shares, top officers who become parliament members (MP) or state

ministers, or any individual who is related to a top official.

Capital structure: Refers to how a company finances its business operations

and development by using various sources of funds, such as debt; equity; or

hybrid securities.

Cost of debt: Defined as an effective interest rate that a company needs to pay

on its debt.

Leverage: The use of debt (or borrowed funds) as funding to finance assets or to

amplify returns from investments or projects.

12
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Organization of the Research Paper
This research paper contains five chapters, which provide a roadmap with
detailed explanation in each chapter as to how this study is constructed. The

organization of the thesis is as follows:

Chapter 1: This chapter introduces the background of political connections in
Malaysia including the definition of politically connected firms (PCON firms);
types of political connections; and also an understanding of the context of capital
structure, leverage and cost of debt. In addition, this chapter also outlines the
issues or conflicts to be addressed; develops the research objectives and
questions; and highlights the scope and limitation of the study. The definitions of

key terms are also provided in this chapter.

Chapter 2: This chapter provides a brief explanation of the underlying theories
and also comprehensive past literatures pertinent to PCON firms and cost of
debt. This chapter also provides an overview of the key findings and issues

related to PCON firms and the cost of debt.

Chapter 3: This chapter discusses the methodology constructed for this study. It
begins with the research framework in which the dependent and independent
variables are clearly identified, and testable hypotheses are also developed. The
research design is described comprehensively in this chapter by identifying the

method used in collecting the secondary data, measurement of the variables or
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1.10

instrumentation, and analysis of the data based on the research questions in this
study. Description of variables, data collection procedures which covers sampled

firms, and technique of data analysis will be elaborated in this chapter.

Chapter 4: This chapter presents the empirical results, which is to investigate
the relationship between PCON firms and cost of debt. This chapter presents the
descriptive statistics of PCON firms and also the estimation results based on the
coefficients table and regression analysis. Additionally, this chapter will decide
whether the hypotheses to be tested are supported or not by way of interpreting
the estimation results and relate to research findings of other researchers

wherever possible.

Chapter 5: This chapter presents a summary of the main findings, including the
implications and recommendations of this study and suggestions for future

research.

Chapter Summary

This chapter provides an introduction of political connection in Malaysia since
the implementation of NEP after Independence in 1957, which had objectively
reduced the economic gap between all ethnic groups then. Some researchers
have conducted studies on political connections in Malaysia, for example, Faccio
(2006). Faccio (2006) noticed that Malaysia has a significant number of PCON

firms which makes this country become more popular in the political science
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field. Moreover, a strong political connection between PCON firms and the
government is expected to have a direct influence on firm performance and to
secure some benefits. The benefits are greater accessibility to bank loan or
financing, government grant or project, lower taxation, guarantees and so on.
Since a large portion of debt borrowing are from bank loan or financing
prompted the conduct of this study, which is to investigate the association of
PCON firms and the cost of debt in Malaysia. However, there are a few
limitations of this study. The non-PCON firms are not included in the sample,
and any unavailability of data or data with missing values have been removed

from data analysis.
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2.1

2.2

CHAPTER 2

LITERATURE REVIEW

Introduction

This chapter describes the underlying theories related to political connections,
provides a summary of the past and recent literature, and any other empirical
evidences of PCON firms and the cost of debt. This chapter also provides an
overview of the key findings and also issues as there may be regarding the

borrowing cost to PCON firms.

Rent-seeking Economic Theory

Political connections in less developed countries and countries with high
corruption cases are greater than in countries that place high constraints on
political conflict of interest. Low levels of financial growth and loose regulatory
protections have induced PCON firms to collect rents from the public (Faccio,
2006; Ang et al., 2011; Khaw et al., 2019). Not perfect in themselves, they dare
to represent their firms to compete with other competing firms. They are very
much complacent with the rents they receive and receiving other incentives from
personal payoffs or campaign contributions (Ang et al., 2011; Houston et al.,
2014). These clearly describe rent-seeking economic concept whereby an entity
or organization or even individuals prowling for wealth without mutually

contributing. They acquire social service grants, subsidies or tariff protection
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2.3

from the government easily by misusing political connections'. This rent-seeking
concept, originated from Gordon Tullock, indicates the concept would assist
firms specifically in an environment characterized by poor institutional
governance, as they acquire chunks from limited resources and also entitling
subsidies from the government. This selfish concept may never improve firms’
value and performance (Li et al., 2017). Apart from receiving grants, subsidies or
tariff protection, PCON firms would also receive financial aids from the
government in the form cash payment; the government purchasing their debt
responsibility; and securing loans and equity instruments having the government
guaranteeing them (Jaffar and Abdul-Shukor, 2016). PCON firms acquire those
privileges due to strong relationship with top politicians, and for enabling their
business success they are very much dependent on government agencies for
subsidies and licensing. Additionally for the latter, PCON firms will obtain
political donations and economic support particularly when their firms are facing
financial distress. Therefore, PCON firms would reap substantial economic
benefits by being a politically connected firm (Phan et al., 2020; Jaffar and

Abdul-Shukor, 2016).

Resource Dependence Theory (RBT)

On another perspective, PCON firms have the advantage of increasing their
firms’ business value and performance when the government is convinced of
them (Khaw et al., 2019; Houston et al., 2014). For example, Meanwhile, Faccio

(2006) found political connections would increase firm’s value especially when a

! https://www.investopedia.com/terms/r/rentsecking.asp
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businessperson is elected as a prime minister. When the firm’s value is increased
due to this, political ties thereafter would also improve firm’s performance and
stability as the firm is protected from vigorous foreign competition through
favourable trade policies (Houston et al., 2014). These are some examples of the
resource dependence theory whereby firms are dependent on the government by
means of the firms having political ties. This will sustain the firm’s value and
sustenance gives the firm added strength to compete with numerous competitors
in the market. The theory was developed by Pfeffer and Salancik, which explains
that anyone who controls the resources would has greater power than those who
need the resources (Nienhuser and Werner, 2008). The resources may be scarce,
inaccessible, inimitable, or perhaps under control by local authorities. Hence, to
obtain the resources, weaker organizations may look for possible alternatives or
simply depend on the government through political connection in return for an
exchange. Everything has a price and similar for this context, the organizations
or firms need to implement necessary control in order to mitigate any risks that

are affiliated once political ties is on (Dieleman and Widjaja, 2019).

Wong and Hooy (2018) suggested that political connection via board of directors
and GLCs are more stable compared to connection via business leaders and
family members. This is due to greater resources obtained in the former such as
capital, experience, international affiliations and others. This suggestion was
supported by Tran et al. (2020) who added that a firm’s competitive advantages

can be sustained in the long term when the valuable resources are awarded by the
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government. For example, the establishment of Government-linked Companies
(GLC) as the main beneficiary of government resources is not only targeted at
profit-making institutions, but also as a means of career expansion for
politicians. Next, Ang et al. (2011) explained that political connection does not
affect a firm’s value or performance especially in low corruption countries. Even
though some PCON firms already exist under a low corruption environment,
they still attract business partners that have good corporate governance structure.
Jaffar and Abdul-Shukor (2016) found that firms’ financial performance might
not be improved even though they have association with the government, as their
empirical evidence indicated that the non-PCON firms earn higher profits than
the PCON firms. This is probably due to less competent members on the Board
appointed by the government. The appointment is probably made because of
political ties. Good corporate governance structure then should be able to combat
problems that are associated with PCON firms and overall firms’ performance
(Jaffar and Abdul-Shukor, 2016). This was supported by Peng et al. (2017)
which added that probably a combination of corporate governance and political
connection might improve the financial performance and obtain lower cost of
loans for PCON firms. Additionally, PCON firms are perceived to maintain the
level of their capital gains by committing themselves with government-initiated
projects. Once they are committed with a government project(s), they would be
awarded with continuous government support. This includes obtaining a
beneficial contract or future project and may also materialize business

opportunities awarded by the incumbent Prime Minister’s children and close
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relatives of the government leaders (Phan et al., 2020). The continuous support
from the government is usually developed based upon longer political ties

between businessman and politicians.

Politically Connected Firms (PCON firms) and the Cost of Debt

Unfortunately, PCON firms have been reported to carry more debt than the non-
PCON firms (Johnson and Mitton, 2003; Fraser at al., 2006; Bliss and Gul, 2012;
Ebrahim et al.; 2013). For example, at the beginning of the 1997 crisis, PCON
firms had endured more pressure than the non-political and crony connections
brought about by the reduction in government subsidies (Mitchell and Joseph,
2010). Generally, PCON firms are expected to receive privileges in terms of
easier access to bank financing or borrowing, lighter taxation and greater market
power. Specifically, Malaysia and Pakistan are among the countries that have
been identified to receive greater accessibility to credit loans or financing (Peng
et al., 2017). In the above context, easy access to loan or financing is assumed to
be the result of close relationship between PCON firms and the lenders (Sakti et
al., 2020; Ebrahim et al., 2013). It is believed that financial institutions such as
banks are likely to extend loans for projects undertaken by PCON firms even
though the said firms are loss-making firms (Ang et al., 2011). In addition,
PCON firms are also rescued by government bailouts during financial distress,
receive protection against default risks, and secure bank financing via special
access from state-owned banks, and lastly any capital market penalties can be
avoided (Sakti et al., 2020; Phan et al., 2020; Jaffar and Abdul-Shukor, 2016;
Houston et al., 2014). Consequently, loan borrowing from government banks
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have the highest default rates compared to private banks (O’Connor Keefe,
2019). Actually, the more successful the politician is, the greater is the ability to

influence the government banks.

In mutual respect, despite easier access to credit and bailout from the
government during the financial crisis, PCON firms are also helpful to a bank
especially when loan offered by the bank is subject to heavy government
intervention in terms of conditions for bank lending (Tee, 2017; Houston et al.,
2014). This is consistent with the theory of crony capitalism where lower
funding cost and credit accessibility can be achieved so long as there is political
connection between PCON firms and the government. There is empirical
evidence on this provided by Bradley et al. (2016) pertaining to policy risk and
firm borrowing cost, in which both characteristics (policy risk and borrowing
cost, measured by yield spread of bond) have correlation with debt borrowing
cost. Unfortunately, this will also impact the small firms. Hence, when there is
borrowing, this will create a stronger relationship between the cost of debt
borrowing, and greater financial constraints, higher volatility of cash flows and
information risk, and low analyst coverage incurred by the borrowing firm.
Fortunately, the risk can effectively be mitigated by implementing corporate

political strategies such as campaigning or lobbying.

Bliss and Gul (2012) and Tee (2017) discovered that PCON firms with negative

equity are strongly correlated with the cost of debt. In this relation, therefore, due
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to greater risk of PCON firms, higher interest rate will be charged by the lender
to PCON firms compared to the non-PCON firms. Nonetheless, Houston et al.
(2014) found that PCON firms actually pay a lower interest amount due to low
interest rate levied depending on firm size, profitability and past lending
relationship with the lender. In other words, larger firms with less-profitability
usually would have a higher debt ratio. This means less-profitable PCON firms
benefit more from political ties in terms of their credit constraints being reduced
much (Bussolo et al., 2020). Next, PCON firms are also described as having a
higher leverage than their non-connected peers, lower return on assets (ROA) or
profitability, considered inefficient by market due to government’s incapacity to
support these firms, distort capital allocation and larger welfare cost (Bliss and
Gul, 2012; Houston et al., 2014; Bussolo et al., 2020). Malaysian firms have
been found to place greater reliance on bank borrowing; they are granted
between 52% and 82% compared to 11% and 40% for new equity issues
(Ebrahim et al., 2014). Due to this heavy reliance on bank borrowing, the debt or
external borrowing component will obviously be the largest than the other
funding sources in the firm’s capital structure. Additionally, Peng et al. (2017)
found that a strong connection between politicians and those who sit on the
board of directors would also increase the duration of the loan granted by the

lender.

Next, appointment of politically connected independent directors also appears to

positively contribute to firm operating performance and the lenders will find
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themselves in a less risky position as a result. Specifically, the Malaysian Code
on Corporate Governance (MCCG) stated that more independent directors in
audit committee would imply higher quality financial reporting and lenders may
find themselves in less risky position. Thus, a higher number of independent
audit committee on PCON firms will lead to lower borrowing cost (Bliss and
Gul, 2012). Moreover, an empirical evidence provided by Peng et al. (2017)
revealed that there is a positive association between long term credit loan and
independent directors. Hence, independent directors with stronger political ties
will affect the accessibility of credit facilities granted by lenders and
subsequently this will improve the reputation of the borrowing firm. On another
perspective, Khaw et al. (2019) found that PCON non-executives are more risky
and positively contributed to the cost of debt because the non-executives are less
likely to have the expertise or lacking experience in the relevant business
background. They also more often act on their own interest. Additionally,
empirical findings from previous studies found that CEO duality is associated
with borrowing cost because of weak control of the board. In other words, the
chairperson and CEO on the board are the same person (Tee, 2018; Khaw et al.,
2019). Bliss and Gul (2012) indicated that CEO duality will lead to agency cost
and consequently lenders will charge a higher interest rate to PCON firms. Next,
Chong et al. (2018) believe that firm profitability will be affected by managerial
decision made by firms. For example, the government will seek for less risky
investments and to retain control of certain important companies in certain

industries, such as energy; transportation; and telecommunication. Additionally,
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good corporate governance practices exercised by PCON firms’ boards would

certainly facilitate lenders' risk assessment of those companies.

A summary of the literature review and work done by the researchers in relation

to political connections and cost of debt is displayed in Table 2.1.

Table 2.1

Summary of literature review concerning political connections and the cost of debt

No Author (Year) /Title Key Findings

1 Bliss and Gul (2012) Malaysian PCON firms are associated with

Political connection and cost
of debt: Some Malaysian
evidence

higher leverage, higher interest rate being
charged on their debts and higher likelihood
of being (1) audited by big audit firms, (2)
reporting loss and (3) having negative equity.
CEO duality leads to higher interest rate
being charged & a higher proportion of
independent directors on the audit committee
are associated with lower interest rate.

Houston et al. (2014)
Political connection and the
cost of bank loan

The cost of bank loan is significantly lower
for PCON firms in the United States, when
the firms have board members with political
connections. Political connections increase
the value of US companies & reduce
monitoring costs and credit risk faced by
banks

Borrowing firms with larger size, higher
profitability, lower leverage, better credit
ratings, lower default risks, past borrowing
relationship with lenders tend to have
significantly lower bank spread.

Bradley et al. (2016)
Policy risk, corporate political
strategies, and cost of debt

Policy risk is positively correlated with
firm’s cost of debt and more pronounced
among smaller firms.

Political contributions & lobbying are
effective tools firms can use for hedging
policy risk.

Tee (2017)

Political connection,
institutional monitoring and
cost of debt: Evidence from
Malaysian firms

PCON firms are associated with higher cost
of debt. However, the firms incur lower cost
of debt if their financial statement are audited
by big four audit firms.

GLCs and local institutional investors are
associated with lower cost of debt.
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No

Author (Year) /Title

Key Findings

Tee (2018)

Political connection and cost
of debt: Re-examining the
evidence from Malaysia

PCON firms are negatively associated with
cost of debt.

More intuitive & consistent with Houston et
al (2014), PCON firms’ systematic risk is
reduced when government provide implicit
financial guarantee to these firms.

CEO duality is associated with higher cost of
debt, whereas higher audit independence
committee found to be associated with lower
cost of debt.

Khaw et al. (2019)
Cost of debt financing: Does
political connection matter?

Cost of debt of firms connected through an
executive chairperson is lower compared to
firms connected through a non-executive

chairperson.

e CEO duality is positively related to

e Cost of debt. When the duality is present,
firms are perceived to be riskier due to
weaker board monitoring.

2.5

Conclusion

This chapter elaborated on the underlying theories related to political connection,
namely rent-seeking economic; and resource dependence theory. Political
lobbying is an example of rent-seeking, which is mostly exercised by companies
to achieve economic gains and get support from the government. In addition,
PCON firms also receive government grants and subsidies, financial assistance,
tariff protection and guarantees from the government. In order to increase firm
value and sustain in terms of performance, the firms would have to rely on
government via political connections. Furthermore, this chapter also provides a
comprehensive summary covering past studies related to PCON firms, cost of
debt and firm performance. Despite obtaining easier access to loan or financing,
past studies indicated that PCON firms are heavily leveraged than the non-

PCON peers due to heavy reliance on bank loans or financing by the former.
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However, there are few debates and arguments with regards to the cost of debt of
PCON firms. Specifically, PCON firms are granted low borrowing cost (high
borrowing cost) by lenders and as such lower level of risk (greater level of risk)
to lenders. Instead of considering the level of risk of PCON firms, size and
profitability of the firms; composition of independent audit committee; and past
lending relationship with lenders are identified as having more impact on the

cost of borrowing.
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3.1

3.2

CHAPTER 3

METHODOLOGY

Introduction

This chapter describes the research methodology applied in the study, starting
with research framework; development of hypotheses; research design;
measurement of the variables; collection of data; and techniques to analyze the
data. The sample of PCON firms have been adopted from Wong and Hooy
(2018) with some adaptations. Firstly, the sample size in this study only included
PCON firms from the year 2003 to 2018. Secondly, the category involving
political connection via business owners and family relationship of government

leaders are combined and placed under PCON_FAM_BUSS.

Research framework

A theoretical framework is defined as the foundation for the hypothetico-
deductive research hypotheses, which presents a basis to develop hypotheses
(Sekaran and Bougie, 2013). Hence, this framework shows how the variables are
related to each other and how hypotheses can be developed to investigate the
underlying theories. Figure 3.1 illustrates the research framework of this study.
In examining the association of PCON firms (independent variables) and the cost
of debt (dependent variable), this study employs interest expense as a proxy for
the dependent variable. The independent variable is adopted from Tee (2018)

which consisted of a study examining the relationship between PCON firms and
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the cost of debt. In support, other studies by Bliss and Gul (2012), Houston et al.
(2014), Bradley et al. (2016), Tee (2017), Tee (2018) and Khaw et al. (2020)
have specifically investigated the association between political connection and
the cost of debt. However, only few studies use interest expense as a proxy for

the cost of debt.

Figure 3.1
Research Framework
Independent Variables Dependent Variable
PCON Firms BOARD
PCON Firms GLC
Cost of Debt

PCON Firms FAMILY &
BUSINESS

Control Variables

Firm Size

Leverage

Sales Growth

Return on Assets (ROA)

Hypotheses/Propositions Development

The rent-seeking economic theory argues that firms that have political
connections would help the firms to acquire grants, subsidies and tariff
protection by the government. Besides these, they would also receive other

benefits such as financial support including easy access to loans or financing,
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securing loans and guarantee, and bailout due to financial distress, as well as
lighter taxation (Sakti et al., 2020; Jaffar and Abdul-Shukor, 2016; Houston et
al., 2014; Ebrahim et al., 2013; Ang et al., 2011). However, Ang et al. (2011)
and Li et al. (2017) asserted that this concept does not necessarily improve a
firm’s value and performance. In contrast, Khaw et al. (2019), Houston et al.
(2014) and Faccio (2006) indicated that political connection may increase and
sustain a firm’s value and performance, and additionally be able to compete with
numerous competitors in the market. Unfortunately, due to easier access in
acquiring credit loans or financing, PCON firms usually end up incurring much
debt (Johnson and Mitton, 2003; Fraser at al., 2006; Bliss and Gul, 2012;
Ebrahim et al.; 2013). Although there is limited empirical evidence as to the type
(s) of political ties that is capable in affecting the cost of debt, Bliss and Gul
(2012) and Tee (2017) found otherwise that Malaysian PCON firms are
associated with high cost of debt. In contrast, Tee (2018) and Houston et al.
(2014) indicated that PCON firms are negatively associated with the cost of debt

due to lower cost of monitoring and credit risk.

Therefore, based on the theory and prior studies’ evidences, this study predicts
three types of PCON firms, namely PCON_BOARD; PCON_GLC; and
PCON_FAM BUSS that have association with the cost of debt. Thus, there are

three hypotheses to be tested in this study:
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3.4

Hi: There is a significant relationship between PCON BOARD and the cost of
debt;

H»: There is a significant relationship between PCON_GLC and the cost of debt;
and

H3: There is a significant relationship between PCON _FAM BUSS and the cost

of debt.

Based on the basic concept of inferential statistics, the null hypothesis (Ho)
hypothesizes that there is no relationship between the three types of PCON
firms, namely PCON_BOARD; PCON_GLC; and PCON_FAM BUSS, and the
cost of debt. On the other hand, the alternate hypotheses Hi, H>, and Hj
hypothesize that all types of PCON firms have positive association with the cost

of debt.

Research Design

A research design refers to the overall strategy the researchers choose to
integrate the collection, measurement and analyzing the data in order to answer
the research questions. This study employs a quantitative research by using
secondary data covering 2003 up to 2018 obtained from the Datastream. This
study attempts to investigate whether there is any significant relationship
involving two or more variables by using statistics test. Specifically, the
investigation involves a correlational research design that attempts to determine

if there is a relationship between PCON firms and the cost of debt. The selection
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3.5

of the sample follows Wong and Hooy (2018) study. All the sampled data
representing the dependent variable, independent variables and control variables
are analyzed by using the powerful IBM statistical software, namely the
Statistical Package for Social Science (SPSS). The results are presented in the
form of descriptive statistics and inferential statistics that involve coefficient

results generated by linear regression analysis.

Measurement of Variables/Instrumentation

This study employed the multivariate analysis to test the hypotheses and the
linear regression to determine the linear relationship between the cost of debt
(measured by firms’ interest expense over total liabilities) and each type of
PCON firms for the years 2003 up to 2018. PCON firms via businessmen and
family members of government leaders (PCON_FAM BUSS) are joined
together as the number of observations is less than 30. However, this does not
exceed the minimum requirement to run the linear regression. Thus, the linear

regression was run separately according to the following equations:

1) PCON_BOARD and the cost of debt

Interest Expense = o + DPCONBgoarp + firm size +leverage + sales growth +
ROA + e

2) PCON_GLC and the cost of debt

Interest Expense = g + DPCONgic + firm size +leverage + sales growth +

ROA + e
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3) PCON FAM BUSS and the cost of debt

Interest Expense = o + DPCONFraym puss + firm size +leverage + sales growth

+ ROA +e

where:

DPCONBo4rDp = The variable takes on a value 1 if the firms are
PCON_BOARD

DPCONgLc = The variable takes on a value 1 if he firms are PCON_GLC

DPCONFaym Buss = The variable takes on value 1 if the firms are
PCON_FAM BUSS

e = Error term

The variable name and its description are exhibited in Table 3.1 below.

Table 3.1
Description of Variables

Variable Name

Variable Description

Dependent Variable
Interest Expense

Control Variables
Firm Size

Leverage

Sales Growth
Return on Assets (ROA)

Political Connection

Variables
PCON_BOARD

PCON_GLC

PCON_FAM BUSS

Ratio of firms’ interest expense to total liabilities

Natural logarithm of total assets

Ratio of total debt (long-term debt and short-term
debt) to total assets

Percentage change in sales, averaged over 2 years
Ratio of profit before interest and tax to total assets

Identifies a firm that is connected via board of
directors

Identifies a firm that is connected via Government-
linked Companies (GLC)

Identifies a firm that is connected via businessmen
and immediate family relationship
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Procedure of Data Collection

3.6.1 Sampling

The main source of identifying and classifying the PCON firms was from
Wong and Hooy (2018) study. The outcome was a list of PCON firms,
which was used in this study. Meanwhile, the financial data of the PCON
firms was extracted from Datastream covering the years 2003 up to 2018.
For confirmation that the data truly describes the firms, a cross-
conference of the details of each firm was made in the Bursa Malaysia
website, and the financial media and online tools such as The Edge
Malaysia; KLSE Screener; and Google search engine. This approach also
ensures that the sample captures any changes to the firms such as mergers
and acquisitions, changes in companies’ name or removal of its listed
security from the Main Market resulting in the respective firm ceasing to
operate, having adverse records, seeking for privatization and others.
Financial institutions, real estate and insurance companies are excluded
from the sample since the accounting reporting of their financial
statements are significantly different from those in the other sectors.
Failure to exclude those companies may bring about misleading results
and misinterpretations. In addition, some companies have missing values
over certain periods, so they are also excluded from the sample.
Eventually, a total of 107 PCON firms, over the period 2013 to 2018,
have been selected to be examined in this study. For the reasons above,

PCON FAMILY and PCON BUSINESS are combined because if each is
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in isolation, they would be unable to meet the minimum requirements to
run the regression. The respective categories involving the PCON firms
are tabulated in the Table 3.2 below:

Table 3.2
Sample Politically Connected Firms in Malaysia by Number of Firms (2003 to

2018)

Political Connected Firms No. of firms
Original sample size (excluding financial institution and real 197
estate)

Less: Observations with missing information due to delisted 90

from Bursa Malaysia, merger & unavailability of data

Final sample size 107

Table 3.3
Sample Politically Connected Firms in Malaysia — Percentage (%) by Sector

Sample PCON Firms

Sector No. of firms Percentage (%)
Construction 9 8%
Consumer Products and Services 36 34%
Health Care 3 3%
Industrial Products and Services 26 24%
Plantation 9 8%
Technology 5 5%
Telecommunications and Media 3 3%
Transportation and Logistics 10 9%
Utilities 6 6%
Total 107 100%
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Table 3.3 shows the sample PCON firms that are arranged according to
sectors of which 34% and 24% of the firms are from consumer
products/services and industrial products/services, respectively. Of the
34%, PCON_BOARD constitutes a higher number of firms by types of
political ~ connections as compared to PCON GLC and
PCON _FAM BUSS (as tabulated in Table 3.4). The remaining firms are
involved in construction, health care, plantation, technology,

telecommunications and media, transportation and logistics, and utilities.

Table 3.4
Breakdown of Politically Connected Firm Category by Sector

No. of PCON Firms

Sector PCON_BOARD PCON_GLC PCON_FAM BUSS
Construction 9 0 0
Consumer Products 28 2 6

and Services

Health Care 2 1 0
Industrial Products 20 1 5

and Services

Plantation 9 0 0

Technology 4 0 1

Telecommunications 2 1 0

and Media

Transportation and 8 2 0

Logistics

Utilities 2 2 2

Total 84 9 14
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3.7

Techniques of Data Analysis

The statistical technique used to examine the relationship between two or more
variables was the multivariate analysis. Generally, multivariate analysis helps to
find patterns and statistically estimate the relationship between several variables
simultaneously.  Therefore, to examine the relationship between
PCON_BOARD, PCON_GLC and PCON_FAM BUSS, and the cost of debt,
this study employed the multivariate analysis and linear regression model
facilitated by the IBM Statistical Package for Social Sciences (or SPSS). These
analyses tested the hypotheses and helped to identify any significant correlation

between the variables.

3.7.1 Linear Regression Model
The linear regression model is a statistical technique to examine the
relationship between two or more variables and also to predict whether
one variable changes when another changes. The linear regression was
run separately for PCON_BOARD, PCON_GLC and
PCON_FAM _BUSS by applying the respective equations below:
i) IR = Bo + BIDPCONpoarp + PB:SIZE + BLEVERAGE +

B+GROWTH + BsROA + e

iiy IR = fy + BDPCONGic + B-SIZE + BLEVERAGE +

B4GROWTH + BsROA + e

iiiy IR = By + BIDPCONgau suss + B:SIZE + BLEVERAGE +

PsGROWTH + BsROA +e ] 3)
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3.8

In this linear regression model, interest expense (IR) was the proxy for
the cost of debt. The purpose of the linear regression model was to test
the hypotheses, that is, whether each category (PCON BOARD,
PCON_GLC and PCON_FAM BUSS has a significant relationship with

the cost of debt.

Conclusion

This chapter started with the development of the hypotheses generated from the
theoretical framework. The hypotheses would answer the research questions.
The sample was extracted from the firm listing produced by Wong and Hooy
(2018). Subsequently, the data was collected from Datastream for the years 2003
to 2018. During the data collection process, any missing values or information
pertaining to elements in the sample was taken out from the original sample.
Eventually, 107 PCON firms were produced and they were mostly from the
consumer products and services sector. This sector comprised 34%. In measuring
the cost of borrowing of the PCON firms, interest expense (IR) was chosen as a
proxy, represented by ratio of firm’s interest expense to total liabilities.
Additionally, firm size, leverage, sales growth and return on assets (ROA) were
included in this study as control variables. For data analysis, the multivariate
analysis and linear regression model were employed to test the hypotheses and
from there be able to identify whether there existed any significant correlation

among the variables.
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4.1

4.2

CHAPTER 4

RESULTS AND DISCUSSION

Introduction

This chapter presents and discusses the findings as a result of the statistical
investigation.  Apart from investigating the relationship  between
PCON_ BOARD, PCON _GLC and PCON_FAM BUSS, and the cost of debt,
this study also investigated other variables such as firm size, leverage, sales
growth and ROA, whether they have lessened the intensity or extremeness of the
main relationship. The relationship of all the variables was analyzed by using the
linear regression model. The estimation results were tabulated in a Coefficient
Table as provided in this chapter, namely Table 4.3; Table 4.5; and Table 4.7.
Lastly, the hypotheses developed were tested whether they supported or rejected

the findings.

Descriptive Statistics

Table 4.1 tabulates the descriptive statistics of all the variables analyzed in this
study. The table reported on the number of observations, the values of mean;
median; minimum; and maximum, and the standard deviation of each variable.
The descriptive statistics showed that the mean of interest expense was 0.082.
This suggested that the PCON firms have lower cost of borrowing charged by
the lenders. This indicated that the PCON firms have low leverage, that is, at

25%, indicating the firms have low level of debt borrowing. Since ROA is a
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4.3

comparative measure for profitability, the mean value of ROA for the PCON
firms was relatively high, at 5.61, with total assets amounting to RMS5, 099
million (average). In addition, PCON firms are relatively stable in terms of

revenue. That is, on average, the firms’ sales grew to RM2, 208.91 million.

Table 4.1

Descriptive Statistics

Variables N Mean  Median gtgv' Min Max
Interest Expense 0.05155 0.47391 0.00017 17.9375

1712 0.08265

Size (Total Asset,

RM’000)

Leverage 1712 0.25203 0.24335 0.17683 4.84539 2.91629
Sales Growth

(Revenue 1712 2,208919 435,343 0.39958 4,640 50,392,500
RM’000)

ROA 1712 5.61265 4.78 10.9342 -46 212.22

Linear Regression Analysis

There are three hypotheses that needed testing in this study. The decision to be
made was whether there was any significant relationship between
PCON_BOARD, PCON_GLC and PCON_FAM _BUSS, and the cost of debt.
Prior to that, three equations were constructed for each of the hypothesis as a

rule of statistics.

Hi: There is a significant relationship between PCON BOARD and the cost of

debt.
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Table 4.2
Regression Model Summary for PCON_BOARD

Change Statistics
Adjusted R i
R Std. Error of the Sig. F
Model R Square Estimate Square Change dfl  df2 Change
Square Change
1 0.088 0.008 0.005 0.533152062653189  0.008  2.610 4 1339 0.034*

a. Predictors: (Constant), ROA, Sales Growth, Size, Leverage
*Significant with p=<0.05

The F-test showed that PCON_BOARD was significantly associated with the
cost of debt. The significance showed a p-value of less than 0.05. This indicated
that the PCON firms that are connected via board of directors have opted in
using debt (or borrowed money) to finance asset acquisition. In support, Khaw et
al. (2020) found that PCON executive chairperson was significantly associated
with the cost of debt. This means that the executive chairperson has greater
opportunities to strive for political advantages. In other words, the firms would
benefit as a result of his or her political ties. For example, the PCON executive
chairperson has the opportunity to acquire loan or financing at a low cost of
borrowing simply by negotiating with the lenders. This is because executive
directors have management responsibilities for running day-to-day firm’s
operation and business activities. They will do this good as they serve the best
interest of the firm. This was supported by Tee (2018) who revealed that a lower
cost of debt is influenced by the length of the connection and the number of
shares held by politically connected directors and higher audit independence

committee in the respective firm. Higher audit independence committee reflects
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greater transparency especially in accounting statements and this helps in

achieving investors’ confidence.

Additionally, a recent work by Wong and Hooy (2020) found that
PCON BOARD has more flexibility and freedom in that they can deal with any
politician or political parties. This is because if the incumbent government lost

during the general election, this would not change the existing management of

the PCON firm compared to PCON_GLC.

Table 4.3
Coefficients Result from Linear Regression for PCON_BOARD

Standardized

Unstandardized Coefficients Coefficients

Model B Std. Error Beta t Sig.

Constant 0.169 0.134 1.261 0.207
Size -0.003 0.010 -0.007 -0.267 0.790
Leverage -0.213 0.083 -0.073 -2.583 0.010%*
Sales Growth  -0.011 0.033 -0.009 -0.328 0.743
ROA 0.002 0.001 0.036 1.270 0.204

*Significant with p=<0.05

Based on the coefficient results in Table 4.3, leverage was statistically
significant with a p-value of less than 0.05. Unfortunately, the relationship with
cost of debt was inverse or negative. Meanwhile, the estimated coefficients for
size, leverage and sales growth were also negative, except for ROA which has
positive relationship with the cost of debt. The results indicated that
PCON_BOARD was heavily leveraged. This means that the firms have greater

capacity for debt borrowing particularly when lenders will charge them a lower
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rate of interest. This was supported by Houston et al. (2014) which helped to
explain that firms with board members having strong political links would
obviously be charged a lower interest rate. Low interest rate would mean the
firms have low default risk and higher loan spread. Another study by Peng et al.
(2017) suggested that board of directors that have greater strength of political
ties will benefit in terms of favorable credit loan term. For example, a strong
relationship between political connections and independent directors brings

greater impact on credit loan accessibility and maturity structure.

According to Faccio (2007), leverage is significantly much higher for PCON
firms located in Malaysia, Russia and Thailand. Increased debt can either
potentially results in increase or decrease in revenue, depending on the
utilization of money. For example, firms could spend more money to service
their debts or spend to acquire more assets for production purposes. Moreover,
even though they have high leverage, PCON firms have the competency to settle
their debt obligations in a timely manner. Larger firms can afford to pay a lower
interest amount (due to low interest rate) compared to smaller firms. Larger
firms have credibility being well-established with a good track record and less on
default risk due to low interest rate charged on them. In addition, larger firms
have capabilities to diversify their products and this would increase their
profitability level. This was supported by Khaw et al. (2020), Houston et al.
(2014) and Sakti et al. (2020) who also explained that larger firms are expected

to be charged a lower interest rate due to the firms’ track record, less exposure to
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default risk, and more efficient in lowering their marginal cost. Profitability for
them reflects their sustainability in sales and revenue due to cost savings. It
follows that increase in sales over a specified period of time will mitigate default
risk as the main source of loan payment is obviously the firms’ business sales. It
is also undeniable that lenders will usually ensure that either individual or
business entity applicants meet the 5C of credit requirements (character,
capacity, capital, conditions and collateral) as that is their traditional basis to
evaluate their potential customers. The 5C requirement would determine the cost
of borrowing as lenders identify the risk level of customers before they decide to

grant any loan or financing.

By convention, a 1% increase in ROA leads to an increase of 0.2% on the cost of
debt. Generally, ROA is an indicator that a firm is generating profits or returns
from its investment in assets. Hence, ROA is a good sign when a firm can
generate greater profit than what it pays for to finance investments. According to
Sakti et al. (2020), firms are expected to increase profits when they hold fewer of
fixed assets. Additionally, Jaffar and Abdul-Shukor (2016) found a negative but
significant influence between leverage and ROA due to more debt in a firm’s
capital structure, suggesting leverage is not used to increase the profitability of

the firm.

The R-squared of 0.008 indicated that only 0.8% of the variance in the cost of

debt can be predicted to come from ROA, sales growth, size and leverage. This
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means that the remaining percentage of 99.2% can be explained or predicted by
other variables that are not employed in this study. Therefore, the findings
informed us that PCON BOARD is associated with cost of debt and leverage
even though leverage is found to be negatively correlated with the cost of debt.
Also, the estimated coefficients showed that size, sales growth and ROA are
insignificant with the cost of debt. Based on these results, the null hypothesis

was rejected.

Ha: There is a significant relationship between PCON GLC and the cost of debt.

Table 4.4
Regression Model Summary for PCON_GLC
Change Statistics
Adjusted R .
Model R R R Std. Er_ror of the Square F dfl df? Sig. F
Square Estimate Change Change
Square Change
1 0.078" 0.006 -0.023  0.021980584954601  0.006  0.211 4 139 0932

a. Predictors: (Constant), ROA, Sales Growth, Size, Leverage

PCON_GLC showed a statistically insignificant relationship with the cost of
debt in which the p-value was more than 0.05. However, this finding
contradicted with a study by Tee (2017) and Chong et al. (2018) who discovered
that GLCs are significantly associated with lower cost of borrowing due to the
fact that PCON_GLC are less risky compared to the non-GLCs. However, a
recent study by Wong and Hooy (2020) noticed that PCON_GLC was less
favorable and this could be attributed to strong connection between the

government and GLC. For example, the current position of GLC members would
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be affected when there is a huge change to the entire existing cabinet in the

incumbent government due to loss incurred by them during the general election.

Moreover, the R-squared of 0.006 means that only 0.6% of the variance in
PCON GLC’s cost of debt is predicted to result from ROA, sales growth, size
and leverage. Another 99.4% can be explained or predicted by other variables

that are not employed in this study.

Table 4.5
Coefficient Results from Linear Regression for PCON_GLC

Unstandardized Standardized

Coefficients Coefficients

Model B Std. Error Beta t Sig.
Constant 0.044 0.025 1.723 0.087
Size 0.000 0.002 0.028 0.292 0.771
Leverage -0.013 0.019 -0.071 -0.681 0.497
Sales Growth 0.008 0.021 0.035 0.388 0.699
ROA 7.882 0.001 0.031 0.137 0.892

Based on the estimated coefficient results in Table 4.5, all the variables were
statistically not having significant relationship with the cost of debt. The p-value
was more than 0.05. PCON_GLC was insignificant with leverage meaning that
the firms have low level of debt borrowing. This was inconsistent with Arifin
and Tazilah (2016) who argued that PCON_GLC was highly leveraged
compared to the non-GLCs. Moreover, Fraser et al. (2006) indicated that firms
with greater government ownership have higher leverage. Although leverage
showed insignificant and has negative coefficient, this suggested that

PCON_GLC was expected to seek equity financing instead of debt financing or
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borrowing by selling firm’s shares on the stock exchange or by venture capital.
This also implied that the firms must have more capital to invest and have
provided good returns to investors. Since the GLCs were monitored, funded and
backed by the government, there would obviously be financial allocations due to
capital injection to GLCs from the government. The findings informed that the
size of firm did not affect the borrowing costs granted by the lenders. This is
because the government has direct ownership or majority shareholding in the
GLCs. Although, the coefficient on ROA was positive, it showed a negative sign
to the firms which means the firms have to pay higher interest expense on their
debts relative to how much profit generated on each dollar the firms have
invested on their assets. Thus, the overall findings suggested that PCON_GLC
was less efficient in using its assets and was also incurring high cost of

borrowing due to high risk.

Since the GLCs are viewed as less favorable by the market due to strong
intervention by the government in influencing the firms, they are expected to
have higher risk due to political uncertainty. Despite a change in leadership or
new government, the market still feels uncomfortable and has no optimistic view
for the business. This means the market would continue to have skeptical attitude
even with GLCs new directions. In contrast, Ebrahim et al. (2013) found that
when firms own more assets, the interest expense charged by lenders tend to be
lower as the debt is secured by the assets. In other words, the firms enjoy lower

interest rate because the secured loan carries less risk to the lenders. Moreover,
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the assets can be sold or liquidated if the loan or its interest is defaulted.
However, the findings of this study uncovered that political connection in the
GLCs is negatively associated with the cost of debt. For this reason, the null
hypothesis was not rejected due to no impact between PCON GLC and the cost

of debt.

Hs: There is a significant relationship between PCON_FAM BUSS and the cost

of debt.
Table 4.6
Regression Model Summary of PCON_FAM BUSS
Change Statistics
Adjusted R .
Model R R R Std. Er_ror of the Square F dfl  df Sig. F
Square Estimate Change Change
Square Change

1 0.33% 0.110 0.094 0.031720554040103 0.110  6.776 4 219 0.000%

a

a. Predictors: (Constant), ROA, Sales Growth, Size, Leverage
*Significant with p=<0.05

The F-test showed a significant relationship between PCON FAM_ BUSS and
the cost of debt. The p-value was less than 0.05. The estimated results showed
that PCON firms that are linked through business owners and family relationship
of government were statistically significant with the cost of debt. Tee (2018) also
supported this result stating that political ties through family members of the
Prime Minister have greater connection than PCON_GLC. This was also
supported by Harymawan et al. (2019) who uncovered family firms that are

affiliated with political ties were positively associated with the firms’
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performance. Hence, according to him, political ties are considered as potential
resources to the firms. It can strongly be said here that strong participation from
family members in business would sustain both a firm’s value and performance

in the long run.

Moreover, the R-squared of 0.110 denoted that 11% of the variance can be
predicted as contributed by ROA, sales growth, size and leverage. The remaining

89% would be predicted by other variables which have not been employed in

this study.

Table 4.7
Coefficient Results from Linear Regression of PCON FAM_BUSS

Unstandardized Standardized

Coefficients Coefficients

Model B Std. Error Beta t Sig.
Constant 27 0.17 7.468 0.000*
Size -0.004 0.001 -0.237 -3.143 0.002*
Leverage -0.028 0.016 -0.136 -1.805 0.073**
Sales Growth -0.001 0.016 -0.003 -0.043 0.966
ROA -7.745 0.000 -0.034 -0.528 0.598

* **indicates significant with p=<0.05 and p=<0.10, respectively

Based on the estimated coefficient results in Table 4.7, firm size and leverage
were found to be statistically significant with p-value of less than 0.05 and 0.10
respectively. This finding indicated that larger firms are expected to have over
reliance on debt borrowing, which is consistent with studies conducted by
Johnson and Mitton (2002) and Fraser et al. (2006). The finding above was also
supported by Houston et al. (2014), Khaw et al. (2020) and Sakti et al. (2020)

who found negative relationship between firm size and the cost of debt. Larger
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firms are believed to have greater opportunity in obtaining benefits arising from
economies of scale. This builds strong confidence to the stakeholders and in turn
increase firm reputation. Interestingly, a study by Ebrahim et al. (2013)
involving Malaysian firms, suggested that debt has positive relationship with

firm size, better investment opportunity and tangibility of assets.

The cost of debt has negative association with ROA, which means performance
of firms would influence the borrowing cost with the following justifications.
Firstly, firms with better performance are believed to have high profitability and
efficient in managing their assets. These will reduce their financial risk.
Secondly, firms with higher number of tangible assets can use them as security
to secure bank loans. Meanwhile, a most recent study by Wong and Hooy (2020)
suggested that PCON_FAMILY BUSS have greater flexibility compared to the
GLCs in terms of changing their alliances. This means that they can deal with
different politicians even when the incumbent government loses. Hence, this
reveals that PCON_FAM BUSS would seek political benefits in terms of lower
cost of borrowing by simply switching their allegiance to the winning
government. However, all the control variables have negative correlation with
the cost of debt. Only firm size and leverage were statistically significant in the
regression analysis. However, there is no empirical evidence that specifically
measures the relationship between political ties through business leaders and
family members and the cost of debt. Therefore, the findings indicated that

PCON_FAM BUSS and firm size were associated with lower cost of debt.
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4.4

However, leverage, size of firms, sales growth and ROA were negative
correlated with the borrowing cost. For this reason, the null hypothesis was

rejected.

Conclusion

This chapter has presented the statistical results produced by the SPSS. The
results comprised descriptive statistics and coefficients derived from linear
regression analysis. Overall, the findings supported H; and H3, and rejected Ha,
which means only political firms that are connected via Board of Directors
(PCON_BOARD) and business owner as well as family relationship of
government leaders (PCON_FAM BUSS) are associated with lower cost of
debt. In other words, PCON _BOARD and PCON_FAM BUSS have greater
reliance on debt because a lower interest rate was charged by lenders. However,
political firms that are connected via Government-Linked Companies
(PCON_GLC) were insignificantly associated with the cost of debt. In this
situation, the results also revealed that leverage and size of firms were negatively

associated with the cost of debt.

50



5.1

5.2

CHAPTER 5

CONCLUSION AND RECOMMENDATION

Introduction

This chapter provided a summary and conclusion of the overall findings as
detailed out in Chapter 4. The final section also described the significance of the
study, contributions towards existing literature and recommendations for future

research.

Conclusion

The primary objective of this study was to investigate the association between
the three types of PCON firms, namely PCON_BOARD; PCON_GLC; and
PCON FAM BUSS and the cost of debt, in Malaysia. Interestingly,
PCON_GLC showed an insignificant relationship with the cost of debt, which
was inconsistent with Tee (2017) and Chong et al. (2018). Tee (2017) and Chong
et al. (2018) in particular, discovered that GLCs are incurring a lower cost of
debt as a result of low risk compared to the non-GLC peers. It can be suggested
here that PCON_GLC did not rely heavily on debt borrowing probably because
the firms are backed, monitored and received support by the government. It was
suggested that PCON_GLC might probably seek equity financing by selling
their shares to the public or from professional investors (venture capitalist) to
raise funds. In exchange, the equity investors would become shareholders.

Moreover, the government was expected to allocate funds to the GLCs in terms
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of capital injection to stabilize them to serve the public interest. Unfortunately,
due to strong intervention by the government, GLCs were viewed as being less
favorable to the market and much risky especially when it involved changes in
the government leadership. This then would affect their current position in the

GLCs (Wong and Hooy, 2020).

Meanwhile, PCON_BOARD was associated with a lower cost of debt; hence
they opted to use debt (or borrowed money) to finance asset acquisition.
However, leverage showed negative correlation with the cost of debt. This
implied that PCON_BOARD has capacity for debt borrowing, especially with a
lower interest rate. This was supported by Peng et al. (2017) who stated that the
strength of political ties on the board of directors would influence the loan term.
For example, a stronger relationship between political connections and
independent directors would contribute strong impact on credit loan accessibility
and maturity structure. This also explained that higher independent audit
committee and shareholding of politically connected directors were perceived to
incur low borrowing cost (Tee, 2018). This finding was consistent with Khaw et
al. (2020) who also found that PCON executive chairperson was significantly
related to a lower cost of debt. This could mainly be due to having more chances
to seek political benefits through political connections in line with the Resource-
Based Theory. In this respect, loans could be acquired at a competitive rate

through negotiations for lower rates between the chairperson and lenders.
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Meanwhile, the result showed a significant relationship between PCON
FAM BUSS and the cost of debt. This finding indicated that PCON firms have
greater political connection and this strength can bring impact to the borrowing
cost. This was supported by Tee (2017) who explained that political ties through
family members of the Prime Minister have greater connection compared to
other political connections. Interestingly, size of firms had a negative coefficient,
but was statistically significant with the cost of debt. This implied that larger
firms have tendency for greater reliance on debt borrowing. This finding was
consistent with a study by Johnson and Mitton (2002). The finding above was
also supported by Houston et al. (2014), Khaw et al. (2020) and Sakti et al.
(2020) who also found firm size to have adverse relationship with the cost of
debt. It was undeniable that larger firms tended to have greater opportunity in
obtaining benefits due to economies of scale. Because of this strength, they are
able create strong confidence in the stakeholders, resulting in firm reputation

thereafter.

In short, political links via former government or politicians who perform duties
on the board of directors, and business leader and family ties of government
leaders are correlated with the cost of debt. Meanwhile, leverage and firm size
have benefitted the firms in terms of acquiring a lower borrowing cost. These
have also enhanced the ability of the firms to extract rent and resources from the

government.
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5.3

Significance of the Study

This study has contributed towards the existing literature concerning the
relationship between PCON firms and the cost of debt. Moreover, the
contribution was also useful as the firms have been divided into three types of
political connections as adopted from Wong and Hooy (2018) study. Secondly,
this study has provided analysis revealing the impact on the cost of debt by each
type of the PCON firms. Additionally, this study might have provided
information to lenders such as banks in helping them to make credit decisions
based on the firms’ level of risk and leverage. This study also highlighted on
good corporate governance, as outlined by The Malaysian Code on Corporate
Governance (MCCQ). This facilitates the regulators in ensuring that policies and
regulations are designed accordingly to improve firm’s governance and
transparency. Nonetheless, this study has one main constraint. Some PCON
firms have been removed from the sample due to unavailability of information or
data with missing values. This issue was particularly caused by firms that were
no longer listed on the Main Market or those that have merged, or there was a
change in the firms’ name. It could also be due to some firms that have ceased
their operations. Apart from the above reasons, the missing information could
also be due to inadequate disclosure and lack of transparency of information with
respect to ownership structure in the Malaysian firms. This includes
directorships, major shareholders, management committee and so on. All the

above contributed to difficulty in identifying the PCON firms. In the end, some
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5.4

firms could be no longer be identified as politically connected or there are new

firms that have political ties but could not be identified in this study.

Recommendations for Future Research

For future research, it was suggested that this study be extended by comparing
the performance between PCON firms and non-PCON peers in Malaysia. The
extended study should consider the level of risks faced during pre- and post-
Covid-19 and also during the Movement Control Order (MCO) period. In
addition, this study could incorporate other important firm-specific or additional
macroeconomic variables. Since the current study mainly emphasized on the
relationship between the different categories of PCON firms and the cost of
borrowing, it is suggested that the newer study employ Return on Assets (ROA)
as a profitability measure of firm performance. Due to the current pandemic, the
Bank Negara Malaysia (BNM) and the government have undertaken various
initiatives including moratorium, relief assistance and other financial schemes to
rescue and sustain affected individuals, SMEs and corporate clients. Thus, the
announcement about reduction in the Overnight Policy Rate (OPR) to 1.75% is
expected to facilitate speedy recovery to the economy. However, in contrast,
banks are more stringent in granting loan or financing and this may affect the
accessibility to obtain the funds. In this respect, future study is expected to be
able to identify any trends pertaining to the performance of PCON firms and
non-PCON firms during pre- and post-Covid 19 period. Apart from contributing
to the existing literature, the findings of future study would also help to provide
insights and valuable information pertaining to current issues and be able to
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provide a concise overview regarding the performance of PCON firms and non-
PCON firms and their relations with the cost of debt. This would help to enhance
the risk management capabilities of corporations and the government, in

preparation for the current and future global crisis.
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