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1. Introduction
This paper studies the political connections individual firms buy by contributing to campaigns of
election candidates and the possible channels politicians use to repay these contributions. The
paper addresses two fundamental political economy questions: do higher campaign contributions
imply more future firm-specific political favors? And, if so, what do these political favors consist
of? We find supporting empirical evidence for the hypothesis that campaign finance buys firm-
specific political favors by exploiting a novel dataset of firm- and candidate-level contribution
data for the 1998 and 2002 Brazilian elections. Using a firm fixed effects framework to mitigate
omitted variable problems, we find evidence that access to bank finance is one of these favors.
There are a number of reasons why Brazil is an ideal case to test the impact of political
connections on stock prices and access to external banking finance. First, Brazil is notorious for
the odious relationships between politicians and firms, as recent revelations have further
confirmed. Second, and related, given its limited level of institutional development, the value of
political connections in Brazil is likely greater than in more developed countries. Much of this
value may come from preferential access to finance as Brazil is among the countries with the
highest interest rates and lowest degree of financial intermediation in the world. Moreover, the
two largest commercial banks are government-owned and a large portion of external financing is
extended by government-owned development banks, making financing more easily influenced
by politicians. Third, Brazil is one of the few countries that register campaign contributions at
the individual candidate level. Brazilian law dictates individual registration and justification of
campaign expenditures by each candidate. Hence, the law makes it more difficult for a politician

to spend unofficial money on campaigning. Although there may still be other ways to influence



politicians, campaign contributions can be expected to be important means to do so. Importantly,
the detailed data enable us to construct new measures of political connections.

This paper contributes to the literature in the following ways. We make two
methodological innovations. First, we improve upon the relatively crude measures of political
connections often used in the non-U.S. political connections literature. We are able to do so
because we have detailed data on candidate-level campaign contributions. Our data have three
advantages: (i) they are more objective compared to the data typically used in this literature to
identify whether there exists a connection between politicians and firms; (ii) they enable us to
measure the intensity of a connection rather than simply indicating its presence; and (iii) they
allow us to investigate whether it matters for firm value and access to finance how contributions
are distributed over different types of candidates. Second, we mitigate the omitted variable
problem that plagues the literature on political connections by using a panel data framework with
firm fixed effects to exploit the variation over time in our measures of political connections.

Supported by these methodological innovations, our research attests to the growing
literature that political connections can have a significant impact on firm value and access to
bank finance. First, we find that the cross-sectional variation in stock market responses at the
announcement of the election results can in part be explained by the campaign contributions of
individual firms to federal deputies. After controlling for industry-specific effects, we still find a
strong link between stock market reactions and contributions of individual firms, suggesting that
contributions help shape policy on a firm-specific rather than ideological basis. Apparently, the
stock market expected deputies to shape policy to benefit their campaign donors specifically.

Second, we find that bank financing of firms that made more contributions to (elected) federal



deputies increased more relative to other firms in the four years following each election, even
after controlling for a host of firm characteristics and unobserved firm-specific effects.

Third, we show that it matters for firm value and access to finance how contributions are
distributed across different types of candidates. We find that contributions to winning candidates
have a consistently larger impact on firm value and access to finance. This result further
alleviates concerns about the presence of a simultaneity bias and suggests there is a direct
channel from contributions to political favors. If higher firm value and better access to finance
would allow for larger contributions but contributions do not buy political favors, we should
have found similar effects for contributions to winning and losing candidates. We also find that
contributions to incumbent candidates and candidates affiliated to the president have a
consistently larger impact on firm value and access to finance, suggesting that the strength of
political connections depends on the characteristics of the candidate.

Taken together, our research shows that political connections matter through preferential
access to finance. In theory, this could still be socially beneficial. In countries with weak
financial and legal institutions, access to finance on arm’s-length principles may be difficult,
potentially making political connections a socially desirable alternative. However, our analysis
shows that firms that make more contributions have significantly lower returns on assets, despite
having higher investment rates. We estimate the economic costs of capital misallocation
associated with political connections to be at least 0.2% of GDP per annum.

Our paper contributes to two related strands of literature. First are studies of the
relationship between campaign contributions and policy outcomes (e.g., Snyder, 1990; Grossman
and Helpman, 1996; Coate, 2004). This literature has found it difficult to disentangle the

matching of ideological voting dispositions of politicians with preferences of firms from the



incentives of politicians to provide contributors with specific favors. Combined with simultaneity
bias (e.g., Durden and Silberman, 1976; Grenzke, 1989), this has made it hard to establish
whether contributions have a substantial influence on political decision-making because
politicians act according to their ideology (e.g., Chappell, 1982) or because contributions are
used to forge “cozy” alliances between politicians and specific contributors (e.g., Stratmann,
1995; Kroszner and Stratmann, 1998). The literature has used event study methodologies to try
to overcome these problems but has found mixed results (e.g., Roberts 1990; Ansolabehere et al.,
2004; Jayachandran, 2004; Shon et al., 2006; Fisman et al., 2006).

Second are studies of the influence of special interests on economic outcomes, without
specific reference to campaign contributions. This literature finds that firms have strong
incentives to forge alliances with politicians and that such connections affect economic
outcomes, in part through affecting the general institutional environment (e.g., Krueger, 1974;
Acemoglu, 2005; Morck, Wolfenzon, and Yeung, 2005). The channels for political influence are
likely multiple. Rajan and Zingales (2003), for example, argue that incumbents have incentives
to oppose financial development because it creates more competition; to maintain their rents,
incumbents will use political channels to retard financial development.

There is some cross-country and country-specific evidence that political connections
indeed matter for firm value, including through preferential access to financing. Fisman (2001)
finds that the market value of politically connected firms in Indonesia under president Suharto
declined more when adverse rumors circulated about the health of the president. A number of
other papers also take an event-study approach and find similar results for other countries (e.g.,
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For France, Bertrand et al. (2004) show that favors between politicians and firms operate in both
directions with firms reciprocating favors in the form of job creation.

There is also evidence that political connections can provide preferential access to
finance in emerging markets. Kwahja and Mian (2005) using loan-level data for Pakistan find
that politically connected firms — firms with a director participating in an election — borrow twice
as much and have 50% higher default rates than control firms, with connected firms obtaining
exclusively loans from government-owned banks. Charumilind et al. (2006) find similar
evidence for lending patterns in Thailand. Cole (2004) in the case of India and Dinc (2005) for a
larger set of emerging countries also find that government-owned banks are often subject to
capture by politicians.

The remainder of the paper is structured as follows. Section 2 describes the Brazilian
political system and the context of the 1998 and 2002 elections. Section 3 lays out the
methodology used. Section 4 describes the data. Section 5 provides a discussion of the results

and the robustness checks. Section 6 concludes.

2. The Brazilian political system and the context of the 1998 and 2002 elections

In this section, we give a brief overview of the electoral system in Brazil and the institutional
setup for campaign contributions. Brazil, like the United States, is a presidential and federal
republic with a bicameral National Congress (Congresso Nacional) consisting of the Federal
Senate, or Upper House (81 seats), and the Chamber of Deputies, or Lower House (513 seats).'
Although the Brazilian executive has arguably more discretionary power than his U.S.

counterpart, the 1988 constitution empowered Congress to oppose the president and influence

! This section is largely based on information provided by the International Foundation for Election Systems (2005)
and TUJPER (2005).



policy and legislation significantly. As in the U.S., the president and vice-president are elected
on the same ticket. However, in Brazil the president and the vice-president are directly elected by
a simple, popular majority vote for a four-year term, whereas in the U.S. they are elected by a
college of representatives who in turn are elected by popular majority vote from each state, with
the number of representatives in proportion to the states’ population. In terms of state elections,
Brazil consists of 27 federal units, comprised of 26 states and the Federal District, with each unit
electing its own governor. The Senate includes three senators from each federal unit (compared
to two in the U.S.). They are elected by majority voting in staggered elections and serve eight-
year terms. Members of the Chamber of Deputies are elected for a four-year term via a party-list,
state-proportional system. Compared to the U.S., Brazil has a smaller Upper House (81 vs. 100
seats in the U.S.) and a larger Lower House (513 vs. 435 seats in the U.S.), and both senators and
representatives in Brazil have longer terms in office (in the U.S. they serve six and two years,
respectively). Another large difference between the two countries is that the U.S. has a two-party
system, whereas Brazil has about 15 significant political parties. The most important parties are
the Brazilian Social Democratic Party (PSDB), the Workers’ Party (PT), the Liberal Front Party
(PFL), and the Brazilian Democratic Movement Party (PMDB). Despite the large number of
parties in Brazil, party discipline tends to be weak, resulting in individualized elections and few
party votes.

Before 1993, it was prohibited for business and individuals to contribute to candidates
directly. Triggered by campaign finance scandals, Congress passed a law (Law no. 8713) in
1993, which allowed contributions for all offices directly, but required candidates to submit an
overview of all their campaign contributions and sources, at the donor level, to electoral courts.

Non-compliance can result in fines or removal of candidacy/appointment and several state courts



have indeed imposed such penalties (e.g., Veja, 1998). Individuals can donate up to 10% and
companies up to 2% of their gross annual income. Furthermore, campaign funding is individual-
based and not channeled via the party to which the candidate is affiliated.

Because of weak party organization and limited party links, politicians cannot rely much
on party branding and recognition to get elected. As a consequence, politicians take their own
actions to get exposure to the public. To finance their campaign activities, candidates have strong
demand for contributions. Individual firms in turn may be willing to make contributions because
elected officials can provide political favors. Elected officials can presumably affect the
distribution of export subsidies, bank recapitalization, financial sector regulations, the allocation
of “pork-barrel” funds and other government contracts, and the provision of external financing
from (state-owned) banks. While politicians have ex-post incentives to renege on promises (since
it is impossible to write and enforce a contract for political favors based on campaign finance),
repeated interactions of businesses with individual politicians are common in Brazil. Although
politicians switch positions often, with turnover of deputies in elections consistently over 60%,
many politicians have long lasting political careers in various representations. Typically, a
politician spends a term in the Chamber and continues in state or local levels of government
(Samuels, 2001, 2002). This practice provides for a credible commitment mechanism.”

Due to a constitutional amendment, the 1998 election was the first in which the existing
president, Cardoso (PSDB), was allowed to run for re-election and he won the first round with
53.1% of votes. His close runner-up was Luiz Inécio (Lula) da Silva (PT) with 31.7% of votes.

While the 1998 presidential election was not a big surprise, the election was close for many

? In the United States, Kroszner and Stratmann (1998) argue that to overcome this commitment problem, legislators
have an incentive to create specialized standing committees that enable repeated interaction between special
interests and committee members. Standing committees give rise to a reputational equilibrium where special
interests give high contributions to committee members who carry out favors for them.



deputies and the announcement of election results resolved much uncertainty about the political
future of individual deputies. In the 2002 election, six presidential candidates participated in the
first round and results were less predictable. Since no single candidate obtained a majority of the
votes, the two candidates with the most votes advanced to the second round. These candidates
were Lula da Silva with 46.4% and Jose Serra (PSDB) with 23.2% of votes. Lula da Silva won
the second round with 61.3% of votes.

The following positions were open during the two elections: president (1 position),
governors (27 positions), senators (27 positions in 1998 and 54 positions in 2002), and federal
deputies (513 positions). In the empirical section, we focus on the results for elections of federal
deputies, but we also report results where we control for contributions to candidates for all

positions.

3. Methodology

This section discusses the specific hypotheses we test, the construction of measures of the
strength of political connections, and the econometric methodology we use to explain the cross-
sectional variation in stock returns and the degree of access to finance.

If the market expects that contributions lead to benefits for individual firms because of
future political favors, firm value, i.e., its stock price, should increase at the announcement of the
candidate supported being elected. If the election leads to the appointment of candidates with a
certain political ideology, then we would expect to find more general valuation changes for
entire industries or even for the economy as a whole. Therefore, if individual firms have strong

connections and experience significant positive stock returns around the election announcement



relative to other firms in their industries, we can conclude that the market expects firm-specific
political favors.

Regarding the channels through which political connections pay off, we focus on access
to finance. Political favors can come in many forms, but given the large market share of state-
owned banks in Brazil® and the unattractive interest rate environment for borrowers,” preferential
access to finance is a likely candidate. Specifically, we hypothesize that contributions gain a firm
access to more bank loans, possibly at preferential terms. We therefore expect that the bank
financing by firms with political connections increases more relative to a control group of firms
in the four years following election.

Based on this discussion, we develop the following two main empirical hypotheses. The
first hypothesis is that politically more active firms (i.e., those providing more campaign
contributions) are more likely to receive future firm-specific political favors, which in turn
means these firms’ stock market value increases more following the announcement of the
election result. Specifically, our VALUE hypothesis is: Using contributions to federal deputy
candidates as a proxy for political connections, better connected firms have significantly higher
stock market returns. The second main hypothesis is that firms with larger campaign contributors
are more likely to receive preferential access to bank financing. Specifically, our ACCESS
hypothesis is: Using contributions to federal deputy candidates as a proxy for political
connections, better connected firms have significantly greater increases in financing from banks

in the four years following the election.

’ According to La Porta et al. (2002), the share of the assets of the top 10 banks in Brazil controlled by the
government at the 20% level was 57% in 1995 (a bank is considered controlled by the government if its stake in the
bank is larger than 20% and the state is the largest shareholder).

* Brazilian interest rate spreads are among the highest in the world, averaging around 58% in 1998 and 44% in 2002,
with lending rates averaging around 86% in 1998 and 63% in 2002 (source: WDI database of the World Bank).

10



We further develop two sub-hypothesis for our main hypotheses, based on which
candidates receive contributions. First, we formulate the WINNERS sub-hypothesis because
elected deputies are expected to be better able to extend political favors: Using contributions to
winning federal deputy candidates as a proxy for political connections, better connected firms
have significantly higher returns and greater access to finance. Because it is not a priori clear
whether contributions to losing candidates destroy market value, we compare in our empirical
work the effect of contributions to winning federal deputy candidates with both that of making
no contributions and making contributions to losing federal deputy contributions. Similarly, we
expect that contributions to deputy candidates who already served as a deputy (i.e., incumbent
candidates) or who are related to the president are likely to have more impact than contributions
in general. Therefore, we formulate the following POLITICAL sub-hypothesis: Using
contributions to federal deputy candidates who are incumbent deputies or who are affiliated to
the president as a proxy for political connections, better connected firms have significantly
higher returns and greater access to finance.

Importantly, the two sub-hypotheses help us to identify whether there is a causal link
from connections to firm value and access to finance, thereby alleviating concerns about
endogeneity. If political contributions translate into political favors and therefore matter for firm
value and access to finance, we would expect that contributions to winners, incumbents, and
presidential affiliates systematically have a greater impact than contributions in general. After
all, contributions to losing deputies can not be expected to lead to many gains from firm-specific
political favors, and there was considerable uncertainty on who would win the elections. If, on
the other hand, firms give more contributions merely because they are more highly valued or

have better access to finance (for reasons other than political connections), then the effect of
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contributions to winning deputies should not differ systematically from contributions to losing
deputies. Similarly, if contributions matter irrespective of party affiliation, then it will be less
likely that contributions are made for political favors.

To test our hypotheses, we construct a novel dataset of campaign contributions and
collect financial data. As we argue, the aim of campaign finance is to acquire political influence.
However, the functional form of how campaign contributions translate into political influence is
non-trivial. Therefore, using contribution data, we construct three different, yet simple and
intuitive measures of how contributions may translate in terms of strength of political
connections for donors.

Our first measure is simply the absolute amounts a firm donates altogether to candidates
for the four different positions at stake in the 1998 election. Arguably, a donor will benefit more
if she contributed to winning rather than to losing candidates. Hence, we also split each of the
measures into the amount provided to winners and to losers.

Our second measure is based on the relative contributions among donors where we
consider competition between donors to gain political influence with a specific candidate. To
build a connection with a candidate may require a larger contribution if this candidate already
receives a large amount of contributions from other firms. As an alternative measure of the
strength of a political connection, we therefore consider the firm’s contribution as a fraction of
total contributions received by the candidate. This measure gives equal weight to each
candidate’s share in total contributions.

Our third measure is based on the relative amounts among donors and candidates. In
addition to acknowledging competition among donors, we consider heterogeneity of the political

influence of candidates. That is, politicians differ in their ability to define, lobby, and decide over
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issues on the political agenda. Compared to entrants, for example, incumbents may be better able
to exert political influence. As a consequence, some politicians attract more and some fewer
contributions and we can think of the total contributions received by a candidate as proxy for its
overall political influence. We thus construct a new measure defined as the firm’s contribution
for all candidates in a state as a ratio of all contributions by all firms to all candidates in a state.
For our dependent variables, we use abnormal rates of return and increased access to
finance. For the rates of return, we use a standard event study approach to construct cumulative
abnormal returns (MacKinlay, 1997). This approach mitigates the simultaneity problem that firm
value and political connections may be correlated. We define the estimation window as the

period (7,,7,) and the event window as (7,,7,). The event itself is at 7 =0 when the election
results became publicly known, and where 7, <7, <0< 7,. Next, we calculate daily stock
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returns for companies listed on the Brazilian stock market BOVESPA using R;, = In(

where P, is the stock price index of company i at time ¢. To calculate the abnormal returns, we

estimate a simple CAPM market model using the market return on the whole Sdo Paolo stock
market as measured by the BOVESPA index. We adopt this methodology to calculate
cumulative abnormal returns for both elections in 1998 and 2002. The event dates are the days
when the election results for federal deputies became known, October 9, 1998 and October 8,
2002, respectively (Reuters, 1998, 2002).

We estimate the following regression model for the cumulative abnormal returns:

Vi =Bx tyz, +0,+n,+ 4, +¢&,, (1)
where y, is the cumulative abnormal return (CAR) of firm i around the elections in year #; x, _,

is a vector of firm-level control variables averaged over the electoral cycle; z, is a measure of
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campaign contributions made by firm 7 for the elections at the beginning of electoral cycle ¢; 6,
is an election year-fixed effect; 7, is an industry-fixed effect for industry j in which firm i
operates; A, is a state-fixed effect for state & in which the headquarters of firm 7 are located; and

g, 1s the error term. Firm-specific control variables are lagged to the previous electoral cycle. In

the base regression, we estimate this model over the two election periods as pooled OLS with
clustering of standard errors at the firm level. In robustness checks, we also estimate the model
using a balanced sample.

In addition, we analyze the impact of contributions on access to finance. As a proxy for
access to finance, we use the growth in bank financing scaled by total assets of firm i over the
four-year electoral cycle ¢, the period that the representatives were elected to office and able to

extend political favors.” We call it [, growth in bank leverage, and define it as:

- Bank debt,,, ~ Bank debt,

- . @)
Total assets,,, Total assets,
Using this access to finance indicator, we estimate the following regression model:
lL.=p'x, +yz,+6 +a,+¢,, (3)

where x.

.1 1s a vector of firm-level control variables, lagged to the previous electoral cycle; z,

is a measure of campaign contributions made by firm i at the beginning of electoral cycle #; 6, is
an electoral cycle-fixed effect; ¢, is a firm fixed-effect; and &, is the error term. We estimate

the regression model over the two electoral cycles using pooled OLS with firm fixed effects and

clustering of standard errors at the firm-level. By including firm fixed effects, we mitigate an

> It is likely that deputies will extend such political favors during their term in office following the elections because
many deputies are not reelected. Deputy turnover is high at over 60% in both the 1998 and 2002 elections. Samuels
(1998) reports that turnover has been similarly high in all democratic elections since 1945.
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omitted variables problem. In robustness checks, we also estimate the model using a balanced
sample.

The VALUE hypothesis predicts that the coefficient y for the campaign contribution

measures to deputy candidates in Model (1) is positive and statistically and economically

significant. The ACCESS hypothesis predicts that the coefficient y for the amount of campaign

contributions in Model (3) is positive and statistically and economically significant. According to
the WINNERS hypothesis, this coefficient is positive and significant in both models for political
connection measures for winning deputy candidates, and is significantly larger than the
coefficient for political connection measures for losing deputy candidates. Lastly, the

POLITICAL sub-hypothesis predicts that the coefficient y for the campaign contribution

measures for incumbent candidates or candidates affiliated with the president in both models is
positive and larger than that for non-incumbents and non-affiliates, respectively. Although we
already include firm fixed effects, there is still the possibility that changes over time in firm-level
characteristics may affect the result. We therefore include several firm characteristics as control
variables. Following the capital structure literature (e.g., Rajan and Zingales, 1995), we include
the following control variables: log of total assets (proxy for firm size), ratio of fixed assets to
total assets (proxy for asset tangibility), ratio of total liabilities to total assets (proxy for firm
leverage), ratio of earnings before interest and taxes to total assets (proxy for operating
profitability), and sales growth (proxy for growth opportunities). All firm-specific control
variables are four-year averages and lagged to the previous electoral cycle. We also consider
separately the effect of contributions on bank debt of different maturity and on other types of

debt financing.
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4. Data
This section describes the sources of the firm-level campaign contributions, the stock market and

financial data, and provides some descriptive statistics.

4.1. Data sources

The data for both the 1998 and 2002 elections are collected by the Brazilian national election
court, the Tribunal Superior Eleitoral (TSE) (Tribunal Superior Eleitoral, 2005), and contains
detailed information about donors and recipients. Each entry corresponds to a single
contribution. For each documented candidate we know the name, the state, candidate number,
party, and position (federal deputy, senator, governor or president). Furthermore, we know the
name of the donor, the size of its contribution and the type (individual, corporate, political party
or unknown). Most contributions come from individuals and are relatively small. The database
does not provide information on contributions of firms to political parties, which are thought to
be small given the limited role of parties in Brazil. Data on whether deputy candidates lost or
won were taken from the TSE. In each election, there were 513 deputy candidates to be
appointed. In compiling our campaign contributions dataset, we had to correct some trivial
differences in donor names.’

In the construction of our political connection measures, we assume that if a listed firm
does not appear in the official contribution data, the firm did not donate in any way to political
candidates, and hence becomes part of the control group. This should bias downward the
coefficients on contributions in the regressions. We converted all data to 1998 Brazilian Reais

(BRL), which had an average exchange rate of $0.86 per BRL.

® For example, Companhia Siderurgica Nacional occurs in several ways in the deputy contribution data. These
include, Campanha Siderurgica Nacional, Companhia Siderurgica Nacional, Companhia Siderurgica Nacional, Cia
Siderurgica Nacional — CSN, or just CSN.
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For the CAR tests, we use data on publicly traded firms taken from Thomson’s Financial
Datastream. For 159 actively traded listed firms in 1998 and 216 firms in 2002 we have data on
campaign contributions, stock prices, and market capitalization. We use the sectoral
classification as defined by Datastream: Basic Industries, Cyclical Consumer, Financials,
General Industrials, Information Technology, Non-cyclical Consumer, Non-cyclical Services,
Resources, and Utilities. To estimate state-specific effects, we collect from company websites
the name of the state in which the company’s headquarters is located.

To construct time-varying firm controls we use accounting data from Economatica, a
private financial information service, which covers Latin American countries. We collect data on
total assets, fixed asset tangibility ratio, profitability ratio, financial leverage ratios, and other

basic financial ratios.

4.2. Descriptive statistics

The contribution database organizes contributions by source: corporate, private, political party or
unknown. We focus on corporate contributions since they are most numerous and largest, and
relate closest to our hypotheses of political connections. Table 1 provides the definitions and the
sources of the variables we use. Table 2 presents some descriptive statistics of corporate
contributions. The descriptive statistics show that corporate campaign contribution activity was
larger and more focused in 2002 than in 1998. Arguably, the reason is that the shape of the
political landscape in 2002 was more uncertain because by law president Cardoso could not be
re-elected. In 1998, 889 federal deputy candidates received 5,580 corporate contributions for a
total amount of 65,315,860 BRL, or an average per candidate of 73,471 BRL, while in 2002, 493

federal deputy candidates received 8,223 corporate contributions for a total amount of
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108,572,813 BRL, or an average per candidate of 220,229 BRL. The average size of a corporate
contribution was 11,705 BRL in 1998 and 13,204 BRL in 2002.

Contribution activity of listed firms did not increase as much: the 540 listed firms in our
sample account for 15.9% in 1998 (10,372,432 BRL) and 12% in 2002 (13,000,882 BRL) of
total corporate contributions to federal deputies. Deputy candidates received campaign
contributions from 60 listed firms in 1998 and from 72 listed firms in 2002. The average size of a
corporate contribution for listed firms is significantly larger: 24,521 BRL in 1998 and 19,580
BRL in 2002. The total contribution per listed firm was 172,874 BRL in 1998 and 180,568 BRL
in 2002. There is no evidence of party loyalty among listed firms. On average, listed firms spread
their contributions over 2.6 parties in 1998 and over 3.5 parties in 2002, and made 2.0
contributions on average to candidates belonging to the same party in each election. Taken
together, we conclude that listed firms tried to hedge their bets in 2002 to deal with increased
political uncertainty.

Although we have 540 listed firms in our sample for both 1998 and 2002, we have data
on cumulative abnormal returns for only 159 firms in 1998 and 216 firms in 2002. Of those
firms, 39 contributed in 1998 and 56 contributed in 2002. These firms represent almost all
political activity of listed firms: they account for around 90% of contributions of listed firms in
both elections. In terms of political influence, there are a few firms who stand out in their size
and spread of contributions. Consider the 1998 elections: large contributors included Ipiranga,
Banco Itau, Siderurgica Nacional, and Gerdau, well-known Brazilian blue-chips, with Gerdau
contributing to the equivalent of 161 deputies.

Appendix Table 1 shows the number and average amount of contributions by political

party. We find that the three main parties, PFL, PSDB, and PMDB, ranked highest as recipient in
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terms of number and size of contributions. The data also show that there is little party loyalty
among contributors as firms donate to multiple and different parties in both election years.
Again, the low loyalty between 1998 and 2002 is likely due to expectations that the political
direction would change dramatically after the second and last term of president Cardoso.

Table 3 shows descriptive statistics for the dependent and independent variables used
when pooled over 1998 and 2002. We have a total of 375 firm-year observations, of which 159
and 216 for 1998 and 2002, respectively. Panel A starts with the statistics for the contributions.
The table shows that winning deputy candidates received significantly larger contributions than
losers did; the average contribution to a winner is 40,000 BRL and only 16,700 BRL to a loser.
This difference is statistically significant at a 1% level, suggesting that on the whole campaign
donors successfully targeted future winners. However, there was remaining uncertainty about
future winners and losers, since a lot of contributors gave to losers as well. This suggests there
was enough uncertainty to elicit a stock market response after the announcement of results if the
market expected firm-specific political favors as a result of contributions. Furthermore, there is
evidence of some tenure and party affiliation effects since the average contribution to an
incumbent candidate or a candidate affiliated with a coalition party of the president is
significantly larger than the average contribution to non-incumbent or non-affiliates, respectively
(both differences are statistically significant at the 5% level). This suggests that contributors
expected incumbents and presidential affiliates to be more effective in granting political favors
and/or have a higher probability to be elected.

In Panel B, we provide summary statistics for our main dependent variables, starting with
the cumulative abnormal returns (CAR) variable. For the main analysis, we choose the window

for estimating the normal returns to be 100 trading days and the event window for the CAR to be
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41 trading days, i.e., (7,,7,,7,) =(-120,-20,20). The average CAR was negative, -4.34%, but

not statistically different from zero. The second main dependent variable is the average growth in
bank leverage over the election cycle. Growth in bank leverage was slightly negative on average
for both cycles, but not statistically different from zero, and displayed a large dispersion,
possibly because of variation in political connections. In terms of our other access to finance
variables, we find that average growth varied: short-term bank debt declined, long-term bank
debt increased, other liabilities increased, total liabilities increased, and interest expense declined
(with only the latter three representing statistically significant changes). In terms of the asset side
of the balance sheet, there are no clear patterns. Fixed assets and assets that are easily
collateralizable (such as cash, receivables, and inventories) declined as a share of firms’ total
assets, although the change is statistically significant only for fixed assets; at the same time, total
capital expenditures as a ratio to total assets increased on average (statistically significant at 1%).
The average return on assets was positive, and significantly different from zero at the 1% level.
Panel C pertains to firm-level control variables, where we always use data lagged by one
election cycle. Average log of total assets (reported in thousands of BRL) is about 13.8,
indicating that the average firm has about 1 billion BRL in total assets. EBIT ratio and sales
growth are positive on average (although only EBIT growth is statistically significant) and firms
are on average for 26% financed by banks (as indicated by the ratio of bank debt to total assets).
Table 4 shows simple correlations between the most important dependent and
independent variables. Both cumulative abnormal returns and increases in financial leverage are
positively correlated with campaign contributions to deputies, although the correlations are not

statistically significant. Contributions to winners are highly correlated with contributions to
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losers (0.78 and significant at the 1% level), confirming that contributors could not perfectly

distinguish future winners from losers.

5. Empirical results
In this section, we provide results of our empirical analyses whether the market expected firm-
specific future political favors and whether contributions were associated with (preferential)

future access to finance.

5.1. Campaign contributions and stock returns

Table 5 presents OLS regressions for the VALUE hypothesis that the market expects
political firm-specific future favors for firms who contributed to deputy candidates. The
dependent variable is the CAR, expressed in percentage points, for each listed firm for which we
have non-zero data on stock returns. Our pooled sample of both 1998 and 2002 data contains 375
observations which represent 238 firms. The advantage of the pooled approach is that we use all
information available, although we do not estimate a firm-specific effect for firms for which we
only have information for one election cycle. Hence, we prefer to use the unbalanced panel in the
results that follow. Besides pooled regressions, however, we also analyze a balanced panel of
274 observations for 137 firms. The drawback of using a balanced panel is that we lose a lot of
firms (101 firms out of 238 firms). As our main explanatory variable, we use the amount of
contributions to all deputies. For all our CAR regressions, we report White (1981)
heteroskedasticity-consistent standard errors corrected for clustering at the firm-level. In
addition, industry-, state-, and time-specific effects are included in each regression, but not

reported.
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Regression (1) confirms our VALUE hypothesis by showing a positive coefficient of
1.749 for total contributions made by a firm (in 100,000 BRL). The effect is statistically
significant at the 1% level and economically important. A one standard deviation increase in
contributions implies an increase in the CAR of 3.5% (2.014*1.749). This effect is substantial
because the average CAR for the 1998 and 2002 elections pooled was -4.3%, with an average of
-6.8% in 1998 and -2.6% in 2002. We find a significant positive industry-effect for General
Industrials and significant state-effects for Rio Grande do Norte (positive) and Sergipe
(negative). In addition, the dummy for the 2002 election cycle enters positively, but not
significantly.

Regression (2) supports the WINNER sub-hypothesis by showing a coefficient of 2.458
for contributions to winners that is larger than the coefficient for total contributions in regression
(1), although the difference in the coefficients in not statistically significant. In regressions (3)
we also control for contributions to losing deputies because it could be that stock prices react
negatively to news that connected deputy candidates lost the election. While it is hard to
disentangle the effect of contributions to winning deputies from that of losing deputies because
the correlation between the two variables is high (0.78), we find that the effect of contributions to
winning deputies is even larger once we control for contributions to losing deputies. This result
implies that a one standard deviation increase in contributions to winners lead to an CAR
increase of about 4.0% (1.496*2.849). The coefficient for contributions to losing deputies enters
negatively, though not statistically different from zero. Together, these results support the
WINNER sub-hypothesis and confirm the importance of political connections. They also provide
additional support that contributions buy firm-specific political favors, i.e., there exists a causal

link from contributions to firm outcomes.
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In Regressions (4) to (6), we use a balanced panel and replicate the results of Regression
(1) to (3). The coefficients in Regressions (4) and (5) are significant at the 1% level and not
substantially affected by the reduction in sample size. The result in Regression (6) is also
qualitatively similar to that in Regression (3), although the significance of the result is somewhat
reduced.

Next, we investigate the effect of contributions in each election cycle separately by
splitting the sample into the two election periods. Regressions (7) and (8) show that our main
result is primarily driven by the 1998 election (coefficients are significant at the 1% level). For
the 2002 election, contributions do not have a significant impact on CARs. This is not surprising,
given that the political landscape was expected to change dramatically because Cardoso was not
eligible for a third term. In addition, it became more likely that the left-wing presidential
candidate Lula would represent a completely different ideology. Consequently, markets were not
able to price the value of political connections as easily as in 1998. In Regression (9) for the
1998 election, we control for firm attributes used in the capital structure literature and for sales
growth, our proxy for growth opportunities. This makes the main result less susceptible to the
critique that the results are due to firms gaining value in anticipation of future investment
opportunities. The main caveat of this robustness test is that our sample decreases significantly
from 159 to 56 firms due to a lack of accounting information for many firms. Nevertheless, the
regression shows that the effect of contributions is significant at the 1% level and more than
three times as large when compared to the coefficient in Regression (1).

In Table 6, we subject our main result to a more detailed analysis by using alternative
measures of political connections. First, we refine our contribution measures. In Regression (1),

we take into account possible competition among donors for political influence. We create a new
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variable that sums the contributions that a firm gave to each winning candidate as a fraction of
total contributions to that candidate to create a proxy for the strength of political connections. For
example, if a firm provided 80% of all campaign funds to winning candidate A and 30% of
winning candidate B, then this contribution variable takes a value of 1.1. We create a similar
variable for contributions to losing candidates. When including these two alternative measures of
contributions, we find a positive effect of contributions to winners on CARs, although the effect
is not statistically significant.

In Regression (2), we further refine the analysis by also taking into account the intra-state
competition between donors to establish a political connection with a specific candidate. For
each firm, we use the firm’s contribution to each candidate in a particular state as a fraction of
total contributions received by all candidates in that state, aggregated over all candidates and
states, as an alternative measure of political connections. For example, if a firm provided 1,000
BRL of campaign funds to winning candidate A in state S1 and 2,000 BRL of winning candidate
B in state S2, and total contributions in state S1 were 10,000 BRL and total contributions in state
S2 were 20,000 BRL, then this contribution variable would take a value of 0.2. We create a
similar variable for contributions to losing candidates in the state. We find that the coefficient for
this alternative variable of contributions to winning deputies is positive and significant at the 1%
level. These results imply that not only absolute amounts matter for firm valuation, but that the
distribution of contributions over candidates is important as well.

Next, we test the POLITICAL sub-hypothesis, i.e., we assess whether the tenure of the
deputy candidate and the affiliation to the coalition parties of the president matter for the
relationship between contributions and firm value. Therefore, in Regressions (3) and (4) we

include separately contributions to (non)-incumbent candidates and (non)-affiliated candidates.
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First, in Regression (3) we find that the effect on the CARs of the contributions to incumbent
deputies (i.e., candidates that were in power at the time of the election) is significant at the 5%
level. The effect of contributions to non-incumbent deputies is insignificant. Taken together,
these results suggest that incumbent deputies are expected to affect firm-specific favors more
than non-incumbents do. Second, in Regression (4) we analyze the effect of deputy party
affiliation. In doing so, we create a new variable Contributions to deputies affiliated to the
president. For 1998, we define this as those contributions that went to candidates of PSDB (the
party of Cardoso), or parties who were part of the Cardoso coalition: PMDB, PSDB, PFL and
PPB. For 2002, we define this as those contributions that went to candidates of PT (the party of
Lula), or parties who were part of the Lula coalition: PL, PCdoB, PMN, and PPS. We find that
contributions to deputies affiliated to the president translate into higher market valuation
(significant at the 1% level) whereas contributions to unaffiliated deputies do not have a
statistically significant effect. Note that the coefficients of the incumbency and affiliation
variables are larger than the coefficient of total contributions in the basic regression (2.77 and
2.87 compared to 1.75). These results suggest that a deputy was more likely expected to deliver
favors when he was an incumbent or a member of a presidential coalition party. Similar to the
logic already described, this shows that the distribution of contributions matters and strengthens
our hypothesis that contributions cause firm-specific political favors and not that better
performing firms are merely able to donate more.

One concern with our results could be that contributions to a deputy candidate proxy for
connections with politicians at other levels of government. However, Regression (5) shows that
the main result is unaffected when we control for contributions to candidates at other levels of

government, i.e., president, governor, and senator. While the positive coefficient on contributions
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to candidates at other levels suggests that markets also expected political favors from them, this
effect is not statistically significant. Hence, we conclude that contributions to individual deputy
candidates pay off in terms of higher firm valuation surrounding the elections.

In Table 7, we subject our main result to several additional robustness checks. First, in
Regression (1) we shorten the event window to avoid possible contamination of the CAR by
other events after the elections. In doing so, we adjust the event window to 20 days before and 5
days after the announcement of the election results. We find that contributions still matter
(significant at the 5% level), although the coefficient is of smaller magnitude, perhaps because
the effects of political favors are assessed by the markets over a longer period. Second, in
Regression (2) we use the buy-and-hold return (BHR) of the firm’s stock as an alternative
dependent variable. The main result is confirmed although the statistical significance is
somewhat weaker (significant at the 10% level). The economic impact of the result is significant:
a one standard deviation increase in contributions implies an increase in the BHR of 4.6%
(2.014*2.263). Third, in Regression (3), we drop banks and utilities since these firms are more
regulated by the government and could potentially distort the main result. The results, however,
again do not change qualitatively and remain significant at the 5% level. Fourth, in Regression
(4), we re-run our main specification on the sub-sample of firms who contributed to deputies,
excluding firms that do not contribute. Again, our results are significant (at the 10% level) and
do not change qualitatively, although the sample is obviously much reduced, to less than 100
observations. Finally, in Regression (5) we re-run Regression (2) of Table 5 when excluding
firms that do not contribute and find similar results, offering additional support for the

WINNERS hypothesis.
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5.2. Preferential access to finance as a political favor

In the previous section we have established that campaign contributions are associated
with higher stock returns around the time of election, suggesting that the market expected future,
firm-specific political favors. In this section we investigate whether access to finance is such a
favor.

As our basic test of the ACCESS hypothesis, we analyze whether the financial leverage
over the election cycles of 1998 and 2002 (spanning the years 1998-2001 and 2002-2005,
respectively) of firms that made higher contributions to (elected) federal deputies increased more
during the four years following the election relative to a control group of listed firms that did not
contribute to deputy candidates. Since our hypothesis is that firms benefit via preferential access
to bank credit, we focus on financing that is provided by banks and use the growth in bank
financing as a share of total assets (growth in bank leverage) over an election cycle as our
dependent variable, as per the model specification in Equation (2). In all leverage regressions, we
drop financial companies such as banks and insurance companies because they are suppliers of
finance. Since we do not have accounting data for some firms, the size of the pooled sample
decreases to 168 observations that represent a balanced panel of 84 firms. In all our access to
finance regressions, standard errors of coefficients are corrected for heteroskedasticity following
White (1981) and for clustering at the firm-level. In addition, firm- and time-specific effects are
included in each regression, but these are not reported. We use firm fixed effects to control for
time-invariant, unobserved firm characteristics to mitigate the problem of omitted variables. In
addition, the time-specific effect controls for election-specific influences.

Table 8 presents our main leverage regressions. Regression (1) confirms the ACCESS

hypothesis: campaign contributions positively affect a firm’s access to finance, as measured by
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the growth rate in bank leverage, following an election. The coefficient on contributions is 0.047
and highly significant, at the 1% level. The result also has economic significance: a one standard
deviation increase in contributions to deputies implies a 9.4% increase in bank leverage growth
in the four-year period following an election (2.014*0.047). Since average leverage growth was
almost zero, this is a large effect, also relative to the individual election cycles (i.e., an average
leverage growth of 6.4% over the first and -6.6% over the second election cycle).

Regression (2) confirms the WINNER sub-hypothesis: political connections to winning
deputies paid off more in terms of higher access to financing. The coefficient is significant at the
1% level and almost twice as large as in Regression (1), indicating that giving to winners matters
more. The winners finding further mitigates concerns about simultaneity problems. Similarly as
for the CAR regression, the fact that the coefficient for winners is greater than that for total
contributions serves as a robustness check of our hypothesis that contributions imply political
favors: a higher coefficient does not support the idea that some firms were just better able to give
contributions and increase their access to finance, because it clearly mattered to whom the
contributions were given. Correspondingly, the economic effect of giving to winners is
substantial: a one standard deviation increase in contributions to winners translates into a 12.1%
increase in bank leverage growth over the four-year period following an election (1.496*0.081).

When we further split contributions to winning deputies from contributions to losing
deputies in Regression (3), we still find a positive coefficient for contributions to winning
deputies although the effect is no longer statistically significant. It appears hard to disentangle
the effect between winners and losers because the two variables are highly correlated at 0.78.

Our results could be influenced by time-varying firm characteristics. Therefore in

Regression (4), we add one-election period lagged firm characteristics to control for any changes
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over the election cycle in size, asset tangibility, total leverage, profitability, and sales growth.
Including past sales growth may be especially relevant because it controls for the possibility that
leverage merely increases in anticipation of future investment opportunities, not as a result of
political favors. Our main result is confirmed, as the coefficient for contributions has the same
order of magnitude and is significant at the 5% level. We also find that firms substitute other
liabilities for bank debt.

Regression (5) repeats Regression (4) for the balanced sample. Our results are almost
identical. Note that Regressions (1) to (3) are based on a pooled sample that is already balanced,
so we do not repeat those regressions for a balanced sample. When we add firm control
variables, we lose observations in the balanced panel due to missing data. Hence, we continue
our analyses with the pooled approach, which includes more observations.

Regression (6) reports similar results when we do not include initial Liabilities to total
assets as a control variable, although the coefficient for contributions is slightly less significant
with a p-value of 5.6%. Regression (7) shows that the results are robust to using
contemporaneous control variables. Although contemporaneous variables may be contaminated
by the effects of access to finance during the period studied, the advantage of using
contemporaneous control variables is that we do not lose as many observations. We find that the
coefficient for contributions is not affected.

Similar to the CAR regressions in Table 6, we subject our main result to further analyses
by using alternative measures of political connections. Table 9 shows the results. First, we use
the refined contribution measures that take the distribution of contributions across candidates
into account. Regression (1) shows the results when using contribution measures that correct for

competition among firms in contributions to the same deputy and Regression (2) shows the
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results when correcting for intra-state competition for contributions among candidates. In both
cases, we make a distinction between contributions to winning and losing deputies, as before.
We find that our main results are confirmed as the coefficients for the alternative contribution
measures to winning deputies are positive and statistically significant.

Next, we want to assess the validity of the POLITICAL sub-hypothesis, i.e., whether the
tenure of the deputy candidate and the candidate’s affiliation to the president matter for the
relationship between contributions and access to finance. Regressions (3) and (4) report that
contributions to incumbents and affiliation to the coalition parties of the president clearly matter
for bank leverage growth, while contributions to non-incumbents and non-affiliates have an
insignificant effect. We conclude that incumbency and affiliation of deputies translate into
improved access to finance. These results are in line with the results for the CARs where we also
found that incumbency and affiliation are important.

To make sure that contributions to deputies do not simply capture contributions to other
candidates, we control in Regression (5) for contributions to candidates at other levels of
government (including senator, governor, and president). Our results for contributions to
deputies are not affected. The coefficient for contributions to candidates at other levels is not
statistically different from zero, suggesting that the access to finance channel operates mostly at
the deputy level.

Table 10 reports robustness checks similar to Table 7 regarding the impact of
contributions on bank leverage growth. In Regression (1) we include the year before the election
as an alternative base year to calculate the change in bank debt, to make sure that the result we
find is not driven by changes in bank leverage during the election year. The coefficient is still

significant and of the same order of magnitude as in earlier regressions. In Regression (2) we
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exclude utilities because they tend to be heavily regulated (we already exclude financial
companies, that also tend to be regulated, from all leverage regressions) and find results that are
virtually identical to those reported in Regression (1) of Table 8. In Regression (3) we exclude
firms that were not reported as contributors to deputies in our data. Again, our results are
unaffected. Of course, the number of observations falls dramatically when considering only those
firms that have contributed. Finally, in Regression (4) we consider contributions to winning
deputies while excluding firms that did not contribute to deputies. We again confirm our earlier
result.

Next, in Table 11, we investigate whether the influence of contributions can also be
found for other forms of debt financing and for the price of bank financing. First, we check
whether the results differ between short-term and long-term bank debt. Short-term bank debt
represents that portion of bank debt payable within one year, including the current portion of
long-term bank debt, while long-term bank debt represents all interest bearing bank debt
obligations, excluding amounts due within one year. Since much of long-term bank credit in
Brazil is extended by state-owned banks, it could be that the political access to bank finance
channel operates mostly through the extension of long-term bank credit. On the other hand, the
effect could be more pronounced for short-term bank loans, because short-term debt contracts are
more likely to be renegotiated than long-term debt contracts during the four-year election cycle.
We find that both short-term and long-term bank debt increase following contributions to
deputies (Regressions 1 and 2), suggesting that contributions buy improved access to bank
finance irrespective of the maturity of the debt.

Second, to check for any effects on other forms of debt, we next use the growth in other

liabilities (i.e., liabilities other than bank debt) relative to total assets as our dependent variable.
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Other liabilities include accounts payables, bonds, debentures, and arrears. If preferential access
would come strictly from bank credit, we should not find a significant effect from contributions
on these other forms of debt. Regressions (3) shows that contributions indeed do not have a
significant effect on the growth of other liabilities, suggesting that political connections operate
mostly through access to bank credit. Regression (4) shows that the effect of contributions on the
growth of overall liabilities (i.e., the sum of bank debt and other liabilities) is still positive and
statistically significant, indicating that while politically connected firms may substitute some
liabilities for bank debt, their overall liabilities still increase relative to other firms.

Third, in addition to gaining access to an increased amount of debt financing, firms could
also benefit from making contributions to politicians by gaining access to debt financing at
preferential terms. Therefore we assess the impact of contributions on the cost of debt, as
measured by the change in the ratio of interest expense on total interest-bearing debt obligations
to total sales over the election cycle. Regression (5) finds a negative effect, suggesting that
contributions lower the cost of all debt financing. The effect is, however, not statistically
significant. Note that we only have data on total interest expenses and not a breakdown of
interest expenses by type of debt, including bank debt. We can therefore not rule out that
politicians may have some sway over the cost of bank financing as well.

The positive impact on access to bank financing we found in Table 11 could also be
driven by an increase in assets that serve as collateral for attracting financing. The increase in
assets in turn could be due to politicians influencing government contracts, concessions or other
interventions that lead to preferential investment (opportunities) that in turn allow the firm to
attract financing. We have no specific evidence whether increased access to financing arises

through favors extended by politicians directly (via their connections with banks and/or other
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financial institutions) or indirectly because a political connection with a deputy increases the
collateral or the franchise value of the firm via enhanced business opportunities. However, the
data do not support the view that improved access to finance is the result of an increase in assets
that can serve as collateral for debt finance: Regression (1) in Table 12 shows that contributions
do not significantly impact the growth in fixed assets relative to growth in total assets.
Regression (2) even reports that collateralizable assets as a share of total assets decrease in a
statistically significant way over the election cycle the more firms contribute. These results also
do not lend support for the notion that assets increase in response to improved investment
opportunities.

This raises the question what firms do with the increased financing? The increased access
to bank financing could be used for an increase in investment or it could serve to finance lower
operational cash flows. We find from Regression (3) that firms that make more political
contributions invest at a somewhat higher rate as measured by the ratio of capital expenditures to
total assets, although the coefficient is not significant. This suggests that the improved access to
finance led to some degree to enhanced investment and was not simply used to cover operational
losses or to tunnel firm resources away from investors.

Next, we analyze the allocational efficiency of the investment of contributing firms
relative to other firms. From an overall resource allocation point of view, it is important to know
whether contributions imply that more productive firms end up investing more as their financing
constraint is released, or whether it is the less efficient firms that benefit from more external
financing. Regression (4) shows that the relationship between firm performance, as measured by
the change in the average pre-tax return on assets over the election cycle, and contributions is

negative and statistically significant. In other words, the performance of firms during the post-
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election period is significantly lower, the more contributions they provide. Regression (5) repeats
the analysis with the initial Tobin’s Q at the beginning of the election cycle as the dependent
variable and shows that firms’ valuation before the election was significantly lower the more
contributions they made. Together, these regression results suggest that contributing firms
perform worse and that the additional investment generated by improved financing has not been
efficient.

The results so far suggest that political favors do not mostly come in the form of
increased business opportunities, as one would expect this to be reflected in higher profits and an
increase in fixed and collateralizable assets over total assets, but rather that political favors come
in the form of improved access to finance for often poorly performing firms. Further evidence of
the possible links between contributions and preferential investment opportunities comes from
the distribution of contributions across industries. If political favors come in the form of large
contracts or concessions by the government, then one would expect highly-regulated industries
or industries dependent on government contracts to be the main contributors of campaign
finance. However, the data are not consistent with this prediction either (Appendix Table 2
reports the share of firms in each 3-digit industry that contributed to the campaigns of deputy
candidates). While contributions are common in some highly regulated industries, such as the
financial sector, in other highly regulated industries, such as the electricity and telecom sectors,
there are no contributing firms. Also, while contributions appear to be quite common in
industries like basic industries (which includes the construction industry) and the oil and mining
industries, where government concessions are quite common, other industries where government
concessions are less common, such as the engineering and equipment manufacturing industries,

also appear major campaign finance contributors. In other words, campaign contributions are not
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an industry-specific phenomenon that can be easily related to the occurrence of government
regulation or contracts. Taken together, this suggests that the political economy channel of

contributions goes predominantly directly through increased access to financing.

5.3. Economic costs of political rents

While it is rather heroic to infer the cost to the economy at large of the rents extracted by
contributing firms, let alone to assess the welfare implications of such rents, in this section we
make an attempt to quantify the cost of the investment distortion that may arise by extending
preferential bank credit to contributing firms. A welfare loss would arise if the rate of return on
investment financed by this credit is lower than that on resources invested elsewhere. We
estimate this investment distortion cost by comparing the return on investment generated by
contributing firms with that of non-contributing firms. This is a lower bound measure as there are
likely a variety of other costs associated with the investment distortion that we do not capture.
Our intention is just to estimate those costs that can be inferred from our analysis.

Following Khwaja and Mian (2005), we use the differential in Tobin’s Q to gauge the
difference in investment returns. Regression (6) of Table 12 shows that the Tobin’s Q of
contributing firms at the time of the election is 0.07 lower than that of non-contributing firms
(after taking out firm fixed and election year effects), suggesting that there is some misallocation
of credit. This difference in Tobin’s Q is substantial given that the average Tobin’s Q in both
election years is about 0.63 (see Table 3, Panel B). We next estimate the cost of the investment
distortion by calculating how much additional return would have been generated if the bank
financing extended to contributing firms would have financed investments of non-contributing

firms. This depends on how much investment was the result of the financing generated by the
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contributions. Regression (7) of Table 12 shows that the annual investment rate (as measured by
the ratio of capital expenditure to total assets) at the time of the election is 0.048 higher for
contributing firms (after taking out firm fixed and election year effects). If we next assume that a
reallocation of resources would not affect the return on investment (Tobin’s Q) of both
contributing and non-contributing firms, we can get a welfare measure. This simple measure
suggests that the investment distortion over the two election cycles is 0.34% (=0.048*0.07) per
annum of the average firm’s total assets.

On average, the firms in our sample have about 1.0 billion 1998 BRL in total assets
(Table 3 presents the summary statistics for the log of total assets). If we assume that the
investment distortion is similar for all 540 listed firms, including those that are not included in
our sample, then the gross cost of the investment distortion arising from contributions by listed
firms is about 1.8 billion 1998 BRL (=540*1.0*0.0034) per annum. Brazil’s GDP in 1998 was
914 billion BRL, so this figure amounts to about 0.2% of GDP per annum. This is somewhat less
than the 0.3-1.9% of GDP per annum cost of preferential access to financing computed for
Pakistan by Khwaja and Mian (2005). We should keep in mind, though, that our estimate is a
lower bound because it only includes the listed firms and therefore a subset of the firms in the

country.” In any case, 0.2% of GDP per annum is a substantial welfare loss.

6. Conclusions
This paper addresses the question whether campaign contributions made by firms are associated
with future firm-specific favors. We provide empirical support for the existence of such a link

based on an analysis of the 1998 and 2002 elections in Brazil. We find robust evidence that

7 On average, the listed firms in our sample are responsible for about 14% of total corporate contributions made to
federal deputies, so (by simple extrapolation) the cost could be as much as 1.4% of GDP per annum.
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higher campaign contributions to federal deputy candidates are associated with higher stock
returns around the announcement of the election results. Contributing to deputy candidates that
win the election has an even larger positive impact on stock returns.

Besides establishing a link between campaign finance and political favors at the firm-
level using candidate-level campaign data, we investigate the possible channel for political
favors. We study the relationship between campaign contributions and future access to finance.
Using a firm fixed effects framework to mitigate the problem of omitted variables, we find that
the bank leverage of firms that made contributions to (elected) federal deputies increased
substantially during the four years following the election. This suggests that contributing firms
gained preferential access to finance from banks. Although we do not have direct evidence of
preferential lending and associated benefits for contributing firms, it is reasonable to assume
given the high interest rate environment in Brazil that the gross benefits of increased access to
finance likely exceeded the cost paid by firms in the form of campaign contributions, the more so
because contributions tend to be small compared to the size of contributing firms. In a crude
way, we estimate the cost of the investment distortion associated with extending preferential
bank credit to contributing firms to be at least 0.2% of GDP per annum.

While finance may not be the only channel through which firms benefit from political
favors, our results support the notion that it is an important channel through which contributing
firms benefit from political connections. More generally, our findings provide new evidence on
the value of political connections in emerging markets like Brazil. It corroborates other evidence
that the operation of corporations in these environments, including their financing and financial
structure, importantly depends on their relationships with politicians, with negative welfare

effects.
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