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A B S T R A C T

We examine whether business groups’ influence on cash holdings depends on
ownership. Group affiliation can increase firms’ agency costs or benefit firms
by providing an internal capital market, especially in transition economies
characterized by weak investor protection and difficult external capital acquisi-
tion. A hand-collected dataset of Chinese firms reveals that group affiliation
decreases cash holdings, alleviating the free-cash-flow problem of agency costs.
State ownership and control of listed firms moderate this benefit, which is more
pronounced when the financial market is less liquid. Group affiliation facilitates
related-party transactions, increases debt capacity and decreases investment-
cash-flow sensitivity and overinvestment. In transitional economies, privately
controlled firms are more likely to benefit from group affiliation than state-
controlled firms propped up by the government.
� 2015 Sun Yat-sen University. Production and hosting by Elsevier B.V. This

is an open access article under the CC BY-NC-ND license (http://creative-
commons.org/licenses/by-nc-nd/4.0/).

http://dx.doi.org/10.1016/j.cjar.2015.10.002

1755-3091/� 2015 Sun Yat-sen University. Production and hosting by Elsevier B.V.

This is an open access article under the CC BY-NC-ND license (http://creativecommons.org/licenses/by-nc-nd/4.0/).

⇑ Corresponding author.
E-mail addresses: caiwx@ustb.edu.cn (W. Cai), cheng.zeng@mbs.ac.uk (Cheng (Colin) Zeng), edward.lee@mbs.ac.uk (E. Lee),

n.ozkan@bristol.ac.uk (N. Ozkan).
q We are grateful for the helpful comments of Charles J.P. Chen, Feng Liu, Xijia Su, Oliver Rui, Minghai Wei, Liandong Zhang
(discussant), an anonymous referee and participants at the CJAR summer research workshop. The first author acknowledges financial
support from the National Natural Science Foundation of China (Project No. 71402005) and Social Science Foundation of Beijing
(Project No. 15JGC155).

China Journal of Accounting Research 9 (2016) 1–24

HO ST E D  BY Contents lists available at ScienceDirect

China Journal of Accounting Research

journal homepage: www.elsevier .com/locate /c jar

http://crossmark.crossref.org/dialog/?doi=10.1016/j.cjar.2015.10.002&domain=pdf
http://creativecommons.org/licenses/by-nc-nd/4.0/
http://creativecommons.org/licenses/by-nc-nd/4.0/
http://dx.doi.org/10.1016/j.cjar.2015.10.002
http://creativecommons.org/licenses/by-nc-nd/4.0/
mailto:caiwx@ustb.edu.cn
mailto:cheng.zeng@mbs.ac.uk
mailto:edward.lee@mbs.ac.uk
mailto:                                               n.ozkan@bristol.ac.uk
http://dx.doi.org/10.1016/j.cjar.2015.10.002
http://www.sciencedirect.com/science/journal/17553091
http://www.elsevier.com/locate/cjar


1. Introduction

This paper investigates the effect of business groups on firms’ cash policies and whether it depends on own-
ership structure. A business group is a set of legally independent firms bound together by formal and informal
ties (for an overview of business groups, see Khanna and Yafeh, 2007). This unique organizational form is
internationally widespread, especially in transition economies. For instance, Claessens et al. (2002) find that
in eight of the nine Asian countries they study, the top fifteen family groups control more than 20% of the
listed corporate assets. In particular, up to the end of 2006, Chinese business groups contributed above
60% of the nation’s industrial output (Sutherland, 2009). Despite their significant contribution to national
economies, the general understanding of business groups in emerging countries has thus far been inadequate.

The literature suggests two competing explanations of how business groups affect corporate cash holdings.
A predominant view in corporate finance is based on the free-cash-flow hypothesis, which posits that in the
presence of agency costs of managerial discretion, management has incentives to hold excess cash for its
own objectives at shareholders’ expense (Jensen, 1986). The complicated ownership and organizational struc-
ture of business groups result in a higher level of information asymmetry than seen in standalone firms, which
inevitably exacerbates the agency conflicts between managers and shareholders. Alternatively, business group
affiliation benefits firms by forming an internal capital market. The precautionary motive hypothesis put forth
by Keynes (1936) suggests that in the presence of an internal capital market, business group affiliates tend to
hold less cash due to a lower level of financial constraints (Schiantarelli and Sembenelli, 2000). Taken together,
the net effect of business groups on cash holdings depends on which role of the business group dominates the
other. This study explores business groups in China and aims to contribute to the current debate over their
role in emerging economies.

Transition economies like China offer a suitable research setting in which to study the costs and benefits of
business groups for two reasons. First, China is characterized by the coexistence of tremendous economic
achievements and an underdeveloped institutional environment. As the largest emerging economy, China
has experienced unprecedented economic growth during the past three decades. However, the country’s inves-
tor protection is among the worst worldwide. Allen et al. (2005) suggest that China ranks the lowest in terms
of investor protection among the countries included in a study by La Porta et al. (1998). External financing in
the country can be very costly or even unavailable (Ayyagari et al., 2010). In such a context, business groups
may serve extensive governance functions by creating an internal capital market (He et al., 2013) and enhanc-
ing intra-group guarantees and financing flexibility (Chang and Hong, 2000). Second, despite its transition
from a centrally planned economy to a market-oriented economy, China has maintained a state-dominated
financial system in which the government has substantial influence over the allocation of financial resources
(Cai et al., 2014). The state-dominated financial system usually favors state-owned enterprises (SOEs) by pro-
viding them financial support in the forms of preferential loans, state subsidies, IPO/SEO opportunities and so
forth. As opposed to their SOE counterparts, non-SOEs (NSOEs) face greater difficulties accessing external
finance. Thus, a business group is likely to serve as an internal capital market to mitigate the financial con-
straints facing NSOEs.

Our empirical findings are as follows. Using a panel of 6633 Chinese listed non-financial firms covering
2008–2011, we find that group-affiliated firms hold significantly less cash than their unaffiliated counterparts.
This finding is consistent with the view that the precautionary motive of affiliated firms to hold cash is weaker
due to the lower level of constraints imposed by the internal capital market. In addition, we examine whether
the effects of business groups on cash holdings differ between SOEs and NSOEs. The results show that the role
of business groups in decreasing cash reserves is economically and statistically more prominent among
NSOEs. In subsequent analysis, we exploit an exogenous shock to the credit supply as a result of tight mon-
etary policy during 2010–2011. As expected, we find strong evidence that the decrease in credit supply due to
the monetary policy change strengthens the relationship between business groups and cash holdings and that
this relationship is more pronounced among NSOEs.

We perform several additional analyses to shed light on the mechanisms through which business groups can
mitigate capital constraints. First, we examine whether group affiliates are involved in more related-party
transactions. Consistent with Jia et al. (2013), we find a positive relationship between business groups and
the amount of related-party transactions, providing direct evidence of the internal capital market mechanism
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