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Recent research suggests that, public perceptions notwithstanding, members
of Congress are rather mediocre investors. Why do the consummate political
insiders fail to profit as investors? We consider various explanations that per-
tain to members’ political relationships to public firms. We show that members
of Congress invest disproportionately in local firms and campaign contribu-
tors, which suggests that overall underperformance cannot be explained by the
absence of political considerations in members’ portfolio decisions. These con-
nected investments (and particularly local investments) generally outperform
members’ other investments, which suggests that poor performance is not ex-
plained by an excessive political skew in members’ portfolios. It appears that
members of Congress earn poor investing returns primarily because their non-
connected investments perform poorly, perhaps due to the usual failings of in-
dividual investors; a combination of political and financial considerations may
explain why they do not make more extensive use of their political advantages
as investors.
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I. THE PuzzZLING UNDERPERFORMANCE OF CONGRESSIONAL INVESTORS

In recent years, members of Congress have been extensively criticized for investing on the
basis of political “inside information” in contravention of legislative ethics and common
understandings of insider trading law. Most prominently, |Schweizer| (2011) highlighted
anecdotes of profitable stock trades reported in members’ annual financial disclosures, ar-
guing based on more comprehensive analysis in [Ziobrowski et al.| (2004)) and |Ziobrowski
et al| (2011) that politicians systematically exploit their political positions for corrupt
private gain. In a recent paper, |[Eggers and Hainmueller| (2013) questioned the evidence
behind these claims both by highlighting the mixed results of previous academic studies
and finding that, in the five years between 2004 and 2008, congressional portfolios show
no evidence of either unusual average trading acumen or above-market annual portfolio
returns.

The findings in [Eggers and Hainmueller| (2013) about members’ poor overall investing
performance leave us with an important puzzle. Much research in political economy has
shown that politicians and firms and benefit financially from exchange relationships[f] Why
then is it that these consummate political insiders, many of whom have access to privileged
information about legislative and regulatory events that affect markets, fail to match mar-
ket indexes? Several explanations are possible. One explanation for members’ poor overall
investing performance is that there is simply nothing special about politicians’ investments;
they may hold plain-vanilla portfolios that are unrelated to their political activities, per-
haps because (like many investors) they delegate investment decisions to others. A second
explanation is that members respond to concerns about conflicts of interest and legislative
ethics and therefore actively seek not to invest in companies about which they may have
special information or whose fortunes they may be able to affect through legislation or

committee oversight. Yet another explanation is that members are constrained by compet-

1On the financial benefits from political connections for firms see |[Roberts| (1990); Fisman| (2001)); \John-
son and Mitton| (2003)); Khwaja and Mian| (2005); [Faccio| (2006)); |Jayachandran| (2006]); (Goldman, Rocholl
and So| (2009, 2008); [Ferguson and Voth| (2008). On the financial benefits for politicians from connections to
firms see Diermeier, Keane and Merlo| (2005); Dal Bo, Dal Bo and Di Tella] (2006); [Eggers and Hainmueller,
(2009); [ILenz and Lim| (2010); |Querubin and Snyder| (2011)); [Truex| (2013).



ing political goals, such as the desire to cement relationships with firms from which they
seek political support; in that case, the poor overall investing performance documented in
Eggers and Hainmueller| (2013]) may reflect only the financial part of a larger endeavor in
which politicians maximize combined financial and political returns.

Existing studies only look at overall performance and can therefore not explain why
Congress’s investing record is so poor. In this paper we move beyond overall performance
and drill deeper into congressional portfolios to assess the different explanations for mem-
bers’ poor investing performance and, in the process, learn about politicians’ relationships
with firms by investigating how these relationships are reflected in members’ portfolio
choices and investment returns.

Our approach is to focus on political relationships between members and firms. We
highlight three kinds of connections between members and firms, defined by geography
(whether the firm is located in the member’s district), campaign contributions (whether
the firm’s PAC contributed to the member’s election campaigns), and legislative oversight
(whether the firm lobbied legislation before the member’s committees). We ask whether
members invest disproportionately in firms to which they are connected in each of these
ways, and we measure how these connected investments perform compared to both the rest
of their portfolios and market benchmarks. In each case, we are the first to carry out this
level of analysis of politicians’ stock investments; previous studies have focused exclusively
on overall investment returns rather than examining how portfolio returns vary with the
relationship between members and firms.

Our analysis of members’ portfolio choices rules out the first explanation for poor overall
performance: members do not hold plain-vanilla portfolios. Strikingly, their investments
show two kinds of political skew. First, members’ stock holdings are heavily skewed to-
ward local firms in their home districts with an average portfolio weight that is more than
13 times higher compared to non-local firms. This local skew is far larger than has been
shown for other individuals and for professional money managers (Ivkovi¢ and Weisben-

ner, 2005, Coval and Moskowitz, (1999) and is true even when we exclude members who



entered into politics after serving as executives for public companies headquartered in their
districts. Second, members’ stock holdings are also skewed toward firms whose PACs gave
them campaign contributions with an average portfolio weight that is more than 3.5 times
higher; this is true even when controlling for whether or not the firm is headquartered in
their district. In contrast, we find no evidence that members disproportionately invest in
companies to which they are connected by their committee assignments. These findings
are robust to a variety of checks involving alternative definitions of the member-firm con-
nections and alternative model specifications, including the use of fixed effects for members
and companies[]

Although the skew of members’ portfolios toward local firms and campaign contribu-
tors casts doubt on the idea that there is nothing political about congressional investments,
these findings are consistent with several alternative explanations. The skew towards local
companies and contributors could indicate that members expect these investments to do
particularly well, whether because of their extensive knowledge of these firms, their knowl-
edge of legislation affecting these firms, or their power over these firms; alternatively, it
could also indicate that members simply invest in what they know (Heath and Tversky,
1991; Huberman, 2001) or that they invest in these firms as part of an attempt to signal
their policy preferences or otherwise obtain political and financial support. The first set of
explanations implies that these politically-skewed investments might perform better than
average due to politicians’ unusual knowledge and power; the second set of explanations
implies that these investments might perform rather poorly due to either the usual short-
comings of investing in what is familiar (Seasholes and Zhu, 2010; |Coval and Moskowitz,
2001)) or the non-financial reasons driving politicians to forge political relationships with
specific firms.

In order to distinguish between these possibilities we turn to an analysis of the invest-

ment returns of members’ connected portfolios. We find suggestive evidence that members’

2As explained in more detail below, the use of member and company fixed effects here reinforces that
the skew towards connected companies reflects the association of member-firm connections and portfolio
decisions, rather than simply a correlation between member or firm characteristics and our measures of
member-firm connections.



investments in companies from which they received PAC donations slightly outperform their
other investments, as do their investments in companies regulated by the committees on
which they sit. Most remarkably, we find that members’ local investments perform quite
well on average, handily outperforming not just the rest of their portfolios but also the
market with excess returns of around 3% per year. The finding of high local returns is
robust to various specifications; the returns are even higher when the local company also
contributes money to the member or lobbies legislation before her committees with excess
returns of about 6% per year. The finding that members’ local holdings beat the market
contradicts the idea that overall portfolio performance is poor because of members’ strong
local skew; it also casts doubt on the explanation that members invest in local companies
simply because of familiarity bias or to cement political support.

What accounts for the very strong performance of the local portfolios of members of
Congress? We conclude the data analysis with an investigation of this question. Relevant
possible explanations of members’ local advantage include advance knowledge of pending
legislation, regulatory events, or earnings announcements; unusual knowledge of local firms’
prospects based on extensive interactions with the firm; and the ability of powerful members
to secure legislative benefits for favored local firms. We examine these explanations by
looking at members’ trading acumen in dealing with local firms and comparing returns on
local portfolios defined by firm characteristics and degrees of member power. While no test
can decisively rule out any particular explanation, we find no evidence that members profit
in their local investments based on timely trades (which would suggest advance knowledge
of legislative events or firm announcements), nor do we find that powerful members do
especially well in their local investments (which would be consistent with the idea that the
large local returns come from members securing political benefits for favored firms). We
also do not find that portfolios of small local firms do better than portfolios of large local
firms, suggesting that it is not simply that members know about firms that Wall Street
analysts ignore. Together, these tests suggest that members who invest locally are like

highly informed securities analysts, who perhaps benefit from their personal connections



to local executives (Cohen, Frazzini and Malloy, [2008); there is no particular evidence that
these local returns are corrupt or reflect the use of political “insider information.”

Taken together, our findings help to rule out some explanations of the puzzling under-
performance of congressional portfolios while highlighting some interesting aspects of the
relationship between members and firms. It does not appear to be the case that members
of Congress fail to earn outsized investment returns simply because they have nothing to
do with their investments: their stock portfolios differ markedly from what a disinterested
portfolio manager would select, primarily because they heavily overweight local compa-
nies and companies that contribute to the members’ campaigns. It also does not appear
to be the case that members’ investments are particularly hampered by these possibly
politically-motivated investments; in fact, the connected investments (particularly the lo-
cal investments) outperform the others. Overall, it seems that the respectable performance
of members’ local investments is simply outweighed by the mediocre performance of the
rest of their portfolios, which appear to reflect the usual failings of individual investors
(see, e.g. Barberis and Thaler, 2003)). Given our findings it might appear surprising that
members do not reorient their portfolios more towards their local investments with superior

performance; we return to this question in the conclusion of the paper.

II. POLITICAL RELATIONSHIPS AND POLITICIANS’ INVESTMENTS

Members of Congress are free to invest in blind trusts, which bar the owners from active
involvement in their investments, but the large majority choose not to do so. In accordance
with the Ethics in Government Act (1978), they must therefore annually disclose their in-
vestment holdings and trades (along with other financial information)E] The question we
ask in this paper is how members’ investment activities reflects their political connections
to public firms and whether these relationships could somehow explain the puzzling un-
derperformance of congressional investors. It is relatively straightforward to imagine how
politicians may have a financial advantage in investing in firms to which they are politically

connected: these are the firms about which they have information and over which they may

3The STOCK Act (2012) requires more frequent and detailed disclosure.



have political power. The idea that studying political relationships may help us understand
poor overall performance in Congress is more subtle so we pause to elaborate upon it here
before moving to data analysis.

One possibility, as mentioned above, is that members of Congress perform poorly as
investors because they carefully avoid investing in the firms to which they are politically
connected. To the extent that they do so, they may give up any potential investing ad-
vantage and thus their mediocre performance is unsurprising. The idea that members of
Congress make the ethical or political decision to abstain from investing in firms to which
they are politically connected does not fit with the anecdotes related in Schweizer (2011)),
but the question has not yet been systematically addressed. If such restraint is widespread,
we would expect to see that members tend to under-invest in companies with which they
have political connections; those connected investments that they do make may perform
well or not, depending on the extent of members’ restraint.

Another possibility to consider is that members of Congress perform poorly as investors
because they invest in firms to which they have political connections at least partly to
achieve political and not just financial ends. Why might owning stock serve a political
purpose? As noted, the investments of members of Congress are public. By disclosing that
she owns stock in a local company, a member of Congress may hope to communicate to her
constituents that she is devoted to the constituency and foresees a strong local economic
future. By buying stock in a potential contributor, a member of Congress may attempt
to align incentives with a firm, thus helping to make possible further mutually beneficial
political exchange in an environment where contracts are unenforceable (McCarty and
Rothenberg, 1996; Kroszner and Stratmann|, 1998, 2005)@ Or, a member may simply
hope to communicate his or her policy preferences in part by owning stock in a company:

a politician who is eager to receive political contributions from tobacco firms may buy

4Thus some investments could be seen as analogous to equity compensation plans for corporate man-
agers, which are widely used to reduce moral hazard problems that result from the divergence between the
goals of a firm’s equity owners and its salaried managers (Jensen and Meckling, |1976; [Holmstrom, 1979)).
Of course, in the case of members of Congress there is no mechanism by which members can commit
to continue holding a firm’s stock; this must reduce the value of stock holdings as a means of aligning
incentives in this setting.



tobacco stock in order to distinguish himself or herself from other politicians who face higher
political costs of being associated with such ﬁrmsﬁ To the extent that members of Congress
pursue political aims via their investments in any of these ways, we would expect to see
disproportionate investments in local firms, contributors, and firms with which members
are otherwise actively engaged in political exchange; the fact that these investments are
partially motivated by political considerations implies that they may perform poorly and

may thus help to explain the overall mediocre performance of congressional stock portfolios.

III. DATA

Our data on politicians’ equity portfolios comes from annual financial disclosure forms
submitted between 2004 and 2008 by members of Congress and transcribed by the Center
for Responsive Politics. The disclosure forms report each member’s year-end holdings
of common stocks as well as a list of transactions executed throughout the year. We
first matched each reported holding and transaction to companies traded on three U.S.
exchanges (NYSE, AMEX, and Nasdaq); overall the dataset includes 29,778 reported end-
of-year holdings and 48,309 reported transactions in a total of 2,581 companies that together
make up about 94% of the total capitalization of the three exchanges over our sample
period. We then reconstructed each member’s daily holdings by combining the year-end
holdings and transactions and carrying out a daily portfolio reweighting to account for
market fluctuations. In this way we were able to reproduce dollar value holdings on each
day between January 1, 2004 and December 31, 2008 for all 422 members of Congress
reporting stock holdingsﬂ

5More technically, if the cost of publicly supporting tobacco companies is unobserved but varies across
members, there may be a separating equilibrium where only those members who can publicly support
tobacco companies at the lowest cost will own the stock.

6The data collection process and summary statistics are described in more detail in (Eggers and Hain-
mueller] 2013]).



A. SUMMARY STATISTICS

In the right panel of Table [I] we present summary statistics describing the stock transac-
tions of members in our dataset; for each member, we calculate the value and number of
transactions in each year and then average across years to get member-level yearly aver-
ages. As in the period covered by |Ziobrowski et al. (2004) and |[Ziobrowski et al. (2011)),
the distribution of annual transactions across members is quite right-skewed: the average
member buys and sells 18 and 22 stocks per year (respectively), worth about $402,000
and $619,000; the median member buys and sells 2 and 3 stocks worth about $17,000 and
$40,000.

The left panel of Table [I] displays the summary statistics for the annual averages of
member portfolios for the 2004-2008 period. Member portfolio sizes range from $501 (for
a member who reported a single stock in the lowest value band) to $140 million, the
average reported by Jane Harman. Just as with the stock transactions, the distribution
of stock holdings is strongly skewed: the median member on average holds stocks worth
about $93,000 in 5 companies, while the average member holds about $1.7 million in 19

companies.

B. MEASURES OF MEMBER-FIRM CONNECTIONS

To examine the relationship between political connections and investing behavior in Congress,
we define three types of connections between politicians and companies that capture im-
portant channels by which members and firms may interact.

The first connection measures whether a member is connected to a company because
the company is headquartered in the member’s home district. To measure this connection,
we obtained the location of each company’s headquarters from Compustat and assigned
this address to a congressional district. For senators, an investment is considered in-district
if the company is headquartered in the senator’s state. The second connection measures
whether a member is connected to a company because its PAC provided campaign dona-

tions to the member. We collected PAC contribution data between 2003 and 2008 from the



FEC and linked PACs to companies and their contributions to members (289,694 reports
totaling $466.5 million). This allows us to record, for each stock holding, how much the
company contributed to the owner’s election campaigns. Finally, the third connection is
intended to measure whether a member oversees a company through his or her committee
assignments. We used the lobbying disclosure database provided by the Center for Respon-
sive Politics (CRP) to link companies to members according to the extent to which each
company lobbied on legislation appearing before committees on which each member sits.
In particular, for each lobbying disclosure form filed between 2003 and 2008 on behalf of a
company in our dataset (238,040 reports totaling $18.2 billion), we assessed whether any
bills were mentioned under “Specific Lobbying Issues” (as processed by CRP) and then
distributed the value of the lobbying reported in that disclosure form among committees
to which named bills were referredﬂ this gives us a measure of how closely linked the
company’s lobbying priorities are to the owner’s committee responsibilities.ﬂ

The average member has about 6% of his or her investments (by value) in local firms,
15% in contributors, and 49% in companies that lobby legislation before his or her com-

mittees; below we look at more restrictive definitions of both contributions-based and

"For example, if a report disclosing $50,000 of lobbying expenditure by Halliburton mentioned one bill
that was referred to the Agriculture Committee $50,000 would be added to the total lobbying connection
between Halliburton and every member who sits on the Agriculture Committee; if the same report men-
tioned two bills, one of which was referred to Agriculture and another of which was referred to Energy,
then $25,000 would be added to the total lobbying connection between Halliburton and every member who
sits on the Agriculture Committee, and another $25,000 would be added to the total lobbying connection
between Halliburton and every member who sits on the Energy Committee.

8In this approach we thus use bill referrals rather than statutory jurisdictions to define committee policy
areas (King;,|1994), and we use bill lobbying rather than industrial classifications to determine which policy
areas companies view as important to them. We considered an alternative coding based on a mapping
between industries and committees based on the committees’ stated jurisdictions, extending|Myers| (2007))’s
mapping of House committees to two-digit SIC codes. (The approach of linking committees to industries
through jurisdictions has previously been used by Munger| (1989); [Endersby and Munger| (1992))). However,
the industry classifications are far too coarse in some instances, making many companies appear connected
to members when they are not, and in other cases clear connections are overlooked. For example, Northrop
Grumman, a major defense contractor, falls under SIC code 38, “Instruments and Related Products,”
along with photographic equipment companies like Kodak, Fuji, and Canon and a host of medical device
companies. According to Myers’ mapping, this industry comes under the jurisdiction of the armed services
committee, but not the defense subcommittee of the appropriations committees. The problems with
using statutory committee assignments were noted by King| (1994)). In our view the lobbying/bill-referral
approach gives a more accurate representation of which members had a special role in shaping legislation
that mattered to companies.



lobbying-based connections.

IV. DO MEMBERS INVEST IN FIRMS TO WHICH THEY ARE CONNECTED?

In this section we test whether members of Congress place smaller or larger investments in

companies with which they are politically connected.

A. METHODS

To assess members’ portfolio choices, we examine the weight that a member puts on a
company in his portfolio as a function of the connections he has with the companyﬂ In

particular, we estimate a regression of the form
Wi; = & + ﬁlD’iStTiCtij + 5QCOnt7‘ibutionsij + ﬁgLObbyanm + QZ + Qj + Eij

where w;; is the weight in basis points of company j in member ¢’s portfolio (averaged
across years for which we have the member’s portfolio), District;; is an indicator variable
that takes the value 1 if the company is headquartered in the member’s district and 0
otherwise, C'ontributions;; is an indicator variable that takes the value 1 if the company’s
PAC contributed to the member in the period 2003-2008 and 0 otherwise, and Lobbying;; is
an indicator that takes the value 1 if the company lobbied legislation before the member’s
committee and 0 otherwise. We also include a full set of member and company fixed
effects, 0; and 0;, so that the 3 coefficients on the measures of member-firm connections are
identified only based on within-member and within-company variation. The specification
therefore controls for all unobserved factors that vary across members and or firms and
might be correlated with our measures of member-firm connections. For example, larger
companies might be more likely to contribute through PACs and also attract more stock
investments independent of particular member-company connections. Or members that
represent districts with more companies might be more likely to invest in local companies
regardless of particular member-company connections. Such explanations are ruled out by

the company and member fixed effects and therefore cannot account for the portfolio skew

9See |Cohen, Frazzini and Malloy (2008) for another example of this kind of analysis.
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identified by the 8 coefficients.

B. POLITICAL SKEW IN PORTFOLIO CHOICES

Table [2| presents the results, where model 1 reports the coefficients from the regression
described above; the other models include interactions and assess other definitions of con-
nectedness as robustness checks. We find a very strong skew in members’ portfolios towards
firms to which those members are politically connected. The average portfolio weight in
the data is 3.88 basis points, meaning .0388 percent of the total portfolio. Model 1 indi-
cates that the average portfolio weight is more than 13 times higher when the company is
headquartered in the member’s district and about 3.5 times higher if the company has con-
tributed to the member’s election campaigns. The estimates for the lobbying connection
are zero. Regression (2) includes a full battery of indicators for each possible combina-
tion of the three connections (the reference category is companies that are not connected
through any of these connections). The estimates of the average portfolio weights (with
their .95 confidence intervals) are visualized in Figure [I| The average weight is about 11
times higher for companies that are connected to members by district only, about 12 times
higher for companies connected by district and lobbying, and 42 times higher for companies
that are connected by all three.

A “local bias” has been found for other types of investors, but the magnitude of the
local bias we find among members of Congress is around twice as large as that found for
individual investors (Ivkovi¢ and Weisbenner, 2005) and over 10 times as much as that
found for mutual fund managers (Coval and Moskowitz, [1999)). Considering that members
of Congress probably have a far greater exposure to non-local companies than the average
individual investor whose portfolio has been analyzed in other studies, the larger local bias
in Congress seems particularly striking.

How robust are these findings? The models in columns 3-5 extend the analysis by using
different measures that consider the strength of the contributions and lobbying connection.
Column 3 uses binary measures that are coded as 1 if the company’s contributions or

lobbying exceeded the median amount among a member’s connected companies. Column 4
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uses measures that capture the relative strength of the connections as the company’s share
of all contributions or lobbying expenditures directed to the member or his committees.
Column 5 includes an interaction term between these strength measures and the in-district
dummy. The results from these alternative measures confirm the results from the main
models (1 & 2). In fact, the magnitude of the political skew towards contributors increases
with the strength of the connection. Model 3 indicates that the average portfolio weight
is more than 5.5 times higher when the company is above the median among a member’s
PAC contributors. Model 4 indicates that a one percentage point increase in the relative
share of a company’s contributions to a member is associated with a 5 basis point increase
in its portfolio weight on average. Model 5 reveals that this skew towards more important
contributors is even stronger when the company is headquartered in a member’s home
district; for such firms a one percentage point increase in relative share of a company’s
contributions to a member is associated with a 24 basis point increase in its portfolio
weight on average.

As another robustness check, Table in the appendix replicates the entire analysis
conditioning only on stocks that members actively choose to hold (following Cohen, Frazzini
and Malloy| (2008])). The results are very similar and clearly demonstrate that even com-
paring only among the stocks that members choose to actively hold, they place much larger
bets on politically connected companies. For example, compared to an average weight of
279 basis points, they place an additional 274 basis points on home district firms and an
additional 45 basis points on firms that provide campaign contributions on average. The
overweighting is similarly increasing in the strength and combinations of the connections.
Taken together these results suggest that members do not hold plain vanilla portfolios that
are unrelated to their political activities. Instead, member place considerably larger bets

in companies to which they are politically connected.

V. PoLiTicAL CONNECTIONS AND PORTFOLIO PERFORMANCE

What might explain the strong skew towards local companies and PAC contributors and

how does it relate to overall performance? On the one hand, the fact that members dispro-
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portionately invest in local firms is consistent with empirical finance research studying the
behavior of individual investors and money managers alike; the fact that neither groups’
local investments perform particularly well suggests that familiarity bias rather than ex-
pertise drives these decisions (Heath and Tversky| |1991; Huberman, 2001)). In other words,
investors seek out local companies because they are more available to them and more famil-
iar in memory and not because investors posses value-relevant information about them. To
the extent that the same is true of members of Congress, the large local bias (and possibly
the bias toward PAC contributors) may help explain the overall mediocre performance of
members’ portfolios. If we add to this the possibility that members invest in these firms
as a kind of “cheerleading” or possibly to cement ongoing political relationships, we might
expect these connected investments to perform all the worse.

On the other hand, the strong skew towards local companies and campaign contribu-
tors is also consistent with the explanation that members seek out these firms for financial
reasons. When members of Congress interact with local firms and campaign contribu-
tors, they may gain valuable information about these firms’ prospects that would help
them earn investing profits; in addition, members may invest disproportionately in local
firms and campaign contributors because their political positions gives them either unusual
information about legislative events affecting these firms or actual power over legislative
outcomes (earmarks, tax breaks, regulations) that affect these firms. This suggests on the
other hand that members’ investments might perform quite well.

To distinguish among these possibilities we turn to investing the performance of mem-

bers’ connected portfolios relative to their other investments and relative to the market.

A. METHODS

In order to evaluate the performance of connected and unconnected congressional invest-
ments, we need to establish a performance benchmark for the portfolio returns. We follow
the standard approach in the empirical finance literature and compare the portfolio returns

of congressional investments in connected and unconnected companies to the risk adjusted

13



market returan_UI In particular, we adopt the standard calendar-time approach (e.g. Barber
and Odean (2000))) of regressing risk-adjusted member returns on a set of controls includ-
ing the return on a market index. Following |Hoechle, Schmid and Zimmermann| (2009)
and [Seasholes and Zhu| (2010) we carry out our main analysis via a panel regression that
estimates the average monthly excess return across members and time, conditional on the
standard controls.

In particular, we aggregate each member’s daily portfolio returns to the monthly level
and then fit the widely-used Carhart Four-Factor model (an extension of the Fama-French

Three-Factor model) given by
Riy— Rl = a+ Bi(R" — R]) + BSMB, + B3HML, + B:MOM, + €,

where R;; is the return on the portfolio of member ¢ in month ¢, R} is the return on a
market index, R{ is the “risk-free rate” or return on U.S. Treasury Bills, and the other
controls are passive portfolios noted in the empirical finance literature for diverging from
the overall marketE-] The key quantity of interest is the intercept « in this panel regression,
which is our estimate of the monthly average abnormal portfolio return across members. In
order to account for the cross-sectional correlation in portfolio returns we compute Rogers
standard errors clustered by month (see |Seasholes and Zhu| (2010)).

For each type of connection, we divide each member’s portfolio into two subportfolios,
one in which the stocks are connected (e.g., where the company issuing the stock is head-
quartered in the member’s constituency) and one in which the stocks are not connected.

We then compute for each member-month the return on the connected portfolio, the return

10The risk adjusted return has been widely used to examine the investment performance of mutual
funds, hedge fund managers, retail investors, and corporate insiders (Carhart|, |[1997; [Barber and Odean,
2000} |[Jeng, Metrick and Zeckhauser) 2003} [Ivkovi¢ and Weisbenner) [2005; [Fung et al. 2008} [Hoechle,
Schmid and Zimmermann, 2009; [Seasholes and Zhu, |2010)).

HSMB; is the return on a hedged portfolio that is long in small companies and short in big com-
panies (“small-minus-big”), HML, is the return on a hedged portfolio that is long in high book-to-
market companies and short in low book-to-market companies (“high-minus-low”), and MOM, (Carhart,
1997) is the return on a hedged portfolio that is long in companies with the best performance in the
previous year and short in the companies with the worst performance in the previous year. We ob-
tained each control series and data on the risk-free rate from Kenneth R. French’s website at http:
//mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html
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on the unconnected portfolio, and the return on a zero cost hedged portfolio that holds
the portfolio of connected stocks and sells short the portfolio of unconnected stocks (con-
nected minus unconnected). Finally, we carry out our panel regression on each of the three
portfolios[?] In order to check the robustness of the results we conduct the portfolio splits
using each of our measures of constituency, contribution, and committee lobbying, as well
as the alternative definitions of lobbying and contributions based on percentile cutoffs and

combinations of district and other connections.

B. PERFORMANCE OF CONNECTED PORTFOLIOS

The results from our empirical tests are displayed in Table |3l As a simple first benchmark,
model 1 presents the overall portfolio return including both connected and unconnected
stocks. We find that members on average underperform the market by about .23% per
month (see Eggers and Hainmueller| (2013)) for an extensive analysis of members’ over-
all investment performance). Models 2-25 report the return estimates for investments in
connected and unconnected companies, as well as the hedged portfolios, for all eight con-
nections. Figure[2]visualizes the monthly alpha returns for easier interpretation. Strikingly,
we find that for all definitions of connections, the connected portfolio outperforms the un-
connected portfolio, such that the point estimates for the hedged portfolios (which test the
differences between the connected and unconnected portfolio) are all positive. These abnor-
mal returns on the hedged portfolio are modest and slightly short of conventional statistical
significance for both the lobbying and contributions connections, with alpha returns of .16
to .18 reported in models (4), (7), (10), and (13). Model (16) reports that the estimated
alpha for the local hedged portfolio is a strongly statistically significant .48, indicating
that investors could handily beat the market by mimicking members’ local investments
and shorting their other holdings. The analysis thus provides strong evidence that their
investments in local stocks do much better than their non-local investments and suggestive

evidence that members’ investments in firms to which they are connected through either

128ee (Cohen, Frazzini and Malloy| (2008) for a similar approach to assessing the role of company-investor
connections in portfolio performance.
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PAC contribution or committee lobbying perform better than their other investments.

Not only do members’ investments in local firms do substantially better than their
other investments, these investments also do better than the market as a whole. The
excess return on members’ local portfolios is statistically significant and is estimated at
around .24 per month, suggesting an excess return of around 3% per year. As indicated by
models (20) through (25) of Table [3| the estimated size of the abnormal returns for local
investments is even larger when those local companies also gave contributions or lobbied
a member’s committees: these doubly-connected portfolios beat the market by almost 5%
per year, with annualized returns on the hedged portfolio over 6%. This pattern of returns
is consistent with the idea that each of these connections represents a means by which
members acquire valuable information about companies.

To give a better sense for the magnitude of this local advantage, Figure [3| display
the cumulative raw returns for the average member portfolio invested in local and non-
local stocks over our period of study. The figure depicts the value over time of $100
invested in the CRSP market index (a passive, value-weighted portfolio of stocks on the
NYSE, NASDAQ, and AMEX exchanges) and the average (i.e. equal-weighted aggregate)
congressional portfolio in local and non-local StOCkSH The portfolio of investments in home
district companies clearly beats the market over the entire time period: $100 invested in
a market index (dotted line) in January of 2004 would be worth about $80 by the end of
2008, whereas invested in the congressional portfolio of local stocks (solid line) would be
worth about $97, and invested in the congressional portfolio of non local stocks (dashed
line) would be worth about $65. This superior performance of local stocks vis-a-vis the
market appears consistent across the entire time period, including the market decline and
crash in 2007 and 2008.

Extensive additional analysis confirms that these findings are robust to various alter-

native specifications and weightings. First, Table in the appendix shows that the basic

13For each month, we compute each member’s monthly raw portfolio return for local and non-local
holdings and average across members; the figure depicts the compound return on this series of monthly
returns.
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findings in Table |3| are robust to applying the Carhart and Four-Factor models to a single
portfolio that aggregates all congressional investments (rather than using the panel ap-
proach described above)ﬁ Second, for each of the local connections, Figure 4| provides box
plots of the distribution of alpha estimates that are computed on a member-by-member
basis for each member’s connected, unconnected, and hedged portfolios. Clearly, for both
the CAPM and the 4-Factor models the average member-specific return on the connected
portfolio robustly beats the market, and this premium increases in the two-way connec-
tions (the median alpha on the connected portfolios in the 4-factor models are, for example,
48, .66, and .66 for the in-district, in-district and contributions, and in-district and lob-
bying connection respectively). The fact that the connection premium is seen not just in
the pooled regression but in the distribution of member-specific alphas suggests that the
abnormal returns we find for local investments are not driven by a few unusual members.

Taken together, these findings strongly suggest that the skew towards local and con-
tribute companies do not result from familiarity bias or the intention to cement political
exchanges. They also suggest that investments in connected portfolios cannot account for
members’ mediocre overall performance. However, they do raise the question of what might
explain the superior performance of investments in home district companies. We now turn

to that question.

VI. EXPLAINING THE LOCAL INVESTING ADVANTAGE OF CONGRESS

What explains the advantage members of Congress have in investing in local companies?
Broadly, we see four possible channels. First, members may make trades on the basis of
non-public time-sensitive information about the firm, such as an upcoming product launch
or earnings statement; they might happen to obtain this information in the course of
regular interaction with lobbyists or senior management or it might be more deliberately
fed to them in return for policy favors. Second, members may make trades on the basis of

time-sensitive information about the political and regulatory environment of firms to which

14 As shown in |Hoechle, Schmid and Zimmermann| (2009) the panel approach for which we report results
in Table [3] is numerically identical to the aggregate portfolio approach as long as the panel is balanced;
when it is not, the weighting implied by the panel regression is more natural in our view.
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they are connected, such as early notice about the results of an FDA trial or the inclusion
of an earmark or tax loophole in upcoming legislation. Third, members may gain excess
returns for local companies because they protect these firms from regulations, audits, or tax
provisions by inserting special clauses in legislation or intimidating potentially problematic
bureaucrats. Fourth, members may choose a winning portfolio of local firms based on
more diffuse knowledge of these firms’ management and industries gleaned from repeated
interaction with those firms and long-term engagement with those industries through e.g.
committee assignments.

While the local premium we find is likely to be the result of several of these channels, we
employ three strategies to attempt to say something about which ones are more important.

First, we examine whether timing of trades appears to have been better for local com-
panies than for non-local companies. In particular, we constructed portfolios based on
trades with various holding periods separately for connected and unconnected stocks (e.g.
a portfolio constructed by holding each local stock bought by any member for five days
after the purchase) and examined whether the returns on these transaction-based portfo-
lios are better for connected stocks. The results are displayed in Table . We use five
different holding periods (1 day, 10 days, 25 days, 140 days, and 255 days) and, as in the
preceding analysis, compute the results for the average member portfolio. What we find
is that the local buy-minus-sell (i.e. hedged) portfolio does well for the 140- and 255-day
holding periods (and better than the non-local equivalent, although both point estimates
and the difference between them are not significantly different from zero), but there is no
evidence of excess returns in shorter windows following the trades. (If anything, the local
trades perform worse over the 5-day and 25-day windows.) This suggests that the local
premium does not emerge from members’ short-term trading savvy (i.e. timing) but rather
from their general sense of which local companies to invest in.

Second, we examine whether the local premium was larger for lower-visibility companies,
where we might expect the information asymmetry between well-connected politicians and

other investors to be largest. We divide the local portfolio into companies that appeared
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in the S&P 500 at some point during 2004-2008 (our proxy for high visibility) and those
that did not, and compare the return on a portfolio of local S&P 500 companies to that
of a portfolio of local non-S&P 500 companies.@ The results, reported in Table , fail to
indicate a difference between local S&P 500 and local non-S&P 500 portfolios; if anything,
the non-S&P 500 local investments do worse. The fact that their investments in widely
covered local companies do just as well as their investments in relatively obscure local
companies suggests that members are benefiting from local information of a type that Wall
Street analysts are not able to systematically uncover and arbitrage away.

Third, we examine whether the local premium is larger for particular types of members.
If the excess returns for local companies are driven by the fact that members protect
these firms from regulations, audits, or tax provisions, then we would expect the local
returns to increase as a function of the political power of the member, since it is easier for
such legislators to insert special clauses in legislation, intimidate potentially problematic
bureaucrats, or sell their votes to the party leadership in exchange for special favors. In
order to capture this idea, Table g replicates the baseline model for the returns on holdings
of home-district companies while distinguishing between members based on seniority (using
three equal sized bins for low, medium, and high seniority) and whether they serve on
power Committees.m Given the smaller sample sizes we caution against drawing too strong
conclusions from these subgroup tests, but the results do not support the idea that the local
premium is driven by the most powerful members. In fact, if anything the local premium
seems to be larger among members who do not serve on power committees and who have
low seniority.

We also consider the possibility that the local premium we find is an artifact of sample
selection. Our data includes all 422 members of the House and Senate who report holding

U.S. equity between 2004 and 2008, but there were well over 600 members of Congress

BTvkovi¢ and Weisbenner| (2005) and |Seasholes and Zhu| (2010) similarly test whether individual investors
excel in investing in local non-S&P 500 companies.

16Power committees in the House are defined as Rules, Appropriations, Ways and Means, and Commerce;
in the Senate as Appropriations, Finance, and Commerce. Stratifications for seniority, portfolio size, and
net worth are based on equally sized bins.
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during this period; it could be that those who report equity holdings disproportionately
represent areas with high-performing companies, such that even if members did not have
informational advantages in investing in local companies the sample selection would make
it seem as if they did. To test this, we computed returns on a passive portfolio of local
stocks that were not chosen by the members in our sample in their respective districts;
the average alpha on these local-and-not-chosen stocks is almost exactly zero. The local
advantage thus does not appear to be driven by sample selection, but rather appears to
reflect the fact that members are able to pick the high performing companies among the
companies in their districts.

Taken together, these additional findings point towards an interpretation of the local
premium we find. The fact that members’ local trades do not appear to be particularly
well timed suggests less need for the concern that members do well on their local invest-
ments through systematic corrupt or illegal behavior, such as cashing in on stock tips from
constituents seeking policy favors or profiting from knowledge of impending legislation or
regulatory events. The fact that their local advantage extends to widely covered companies
suggests that it is members’ multi-faceted and often personal interactions with local com-
panies, rather than merely their relative familiarity with obscure firms, that explain their
advantage in investing in these companies. Moreover, the finding that the local premium
is not concentrated among the most powerful members lessens the concern that members’
local advantage reflects financial gains derived from members’ ability to politically help
firms in their portfolios. Instead, we suggest that members of Congress are able to make
judgments about the quality of senior corporate management and other hard-to-observe
characteristics of local companies (and possibly other connected firms) by virtue of their
personal and political networks and extensive ongoing political interactions with these

firms.

VII. DISCUSSION

A common tenet in the political economy literature is that firms and politicians benefit

financially from exchange relationships. Several studies have shown that politically con-
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nected firms are often rewarded for their exchange with politicians, be it in the form of
abnormal stock market valuations or better access to procurement contracts (Roberts, [1990;
Fisman) 2001} .Johnson and Mitton, 2003; |Khwaja and Mian| 2005} Faccio, 2006; |Jayachan-
dran) |2006; |Goldman, Rocholl and Sol 2009, [2008; Ferguson and Voth, 2008). Another set
of studies has demonstrated that legislators, too, can benefit financially from ties to busi-
ness interests, either through bribes or post-office rewards such as lucrative consultancies or
directorships on corporate boards (Diermeier, Keane and Merlo, 2005; Dal Bo, Dal Bo and
Di Tella), [2006; Eggers and Hainmueller}, [2009; [Lenz and Lim, 2010; (Querubin and Snyder],
2011}, [Truex, [2013)).

Given these findings we might expect that members of Congress, who acquire valuable
insider information and have the political influence to affect firm values, would profit from
savvy stock investments. Previous academic studies (Ziobrowski et al., 2004}, 2011) sup-
ported this expectation and a widely-discussed book (Schweizer, [2011) highlighted instances
in which politicians appeared to convert political power and knowledge into investing prof-
its. However, [Eggers and Hainmueller| (2013) document that members’ stock portfolios
perform rather poorly and fail to match market indices in recent years. In this study we
investigated the puzzle of why, despite their evident informational advantages and political
influence, members of Congress have such a surprisingly poor investing performance. To
this end we went beyond existing studies and examined whether and how members’ political
relationships to firms are reflected in their portfolios choices and investing performance.

We find that the overall mediocre performance cannot be explained by the fact that
members hold plain-vanilla portfolios like other investors. In fact, we find that, conditional
on member and firm fixed effects, members of Congress substantially skew their portfolio
allocations towards firms that are headquartered in their home districts and firms that
provide them with PAC contributions. The fact that members invest heavily in local
firms and contributors could be consistent with several explanations, including some that
would help account for their poor overall performance; it could be, for example, that

members simply invest in firms with which they have some familiarity due to their political
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interactions, or that they invest in these firms in order to cement political relationships and
not for financial reasons. We also find, however, that members’ investments in politically
connected firms outperform their non-connected investments, with investments in local
companies performing especially strongly and handily beating the market, which tends to
cast doubt on the idea that members’ investments perform poorly because of familiarity bias
or political skew. Further probing the sources of members’ superior local performance, we
find evidence that members’ information advantage emerges from general knowledge about
the quality of local firms rather than more nefarious sources (such as stock tipping, trading
on political “inside information,” or giving preferential political treatment to portfolio
companies).

In response to the puzzle of why the consummate political insiders fail to beat the
market, then, we are able to rule out the possible explanation that their portfolios are
unrelated to members’ political activities. It also does not seem to be the case that their
portfolios perform poorly because they are too political. In fact, the surprising explanation
for poor overall performance appears to be that members do not invest sufficiently in local
companies and other companies to which they are politically connected. Their politically
unconnected investments perform below market benchmarks, probably due to overconfi-
dence, trend chasing, and the other usual failings of individual investors (Odean, (1999;
Barber and Odean), 2000; Barberis and Thaler] 2003; Barber et al., 2009; |Hoechle, Schmid
and Zimmermann|, [2009)). Their politically connected investments do better (particularly
their local investments), but these investments constitute a sufficiently small portion of
their portfolios that the overall performance remains poor.

While we can thus discount some explanations for mediocre overall investment perfor-
mance in Congress and emphasize others, our analysis leave some open questions. One such
question is why members of Congress do not invest more heavily in local companies and
thus take advantage of the one are in which they appear to have an evident informational
advantage. A possible explanation is that doing so would be financially unwise: even if

they could obtain higher expected financial returns by investing more in local companies,
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they may incur undesirable risk — particularly because their own job security is likely to
be positively correlated with the success of local firms. Another explanation is that they
are constrained by ethical and political considerations. As suggested by the furor over
Schweizer| (2011)), the public objects to the appearance of political “insider trading,” and
for most members of Congress obtaining a marginally better expected investment return is
probably not worth the risk of inviting public criticism. Hopefully future work can help to

distinguish between these possible explanations.
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TABLES

Table 1: The common stock holdings and transactions of members of Congress - annual
averages 2004-2008

Holdings Annual Transactions
Buys Sells
$ Value Number $ Value Number $ Value Number
Min 501 1 0 0 0 0
25th Percentile 26,424 2 0 0 11,010 1
Median 93,827 5 17,656 2 39,636 3
75th Percentile 451,169 21 105,960 9 186,068 11
Max 140,767,979 331 | 32,253,189 424 47,615,848 479
Mean 1,718,091 19 401,744 18 618,942 22

Note: Summary statistics are annual (aggregated) averages across the 2004-2008 period based on end-of-year financial
disclosure reports for 422 members of Congress that report holding common stocks between 2004 to 2008. Values are
reported in bands and imputed based on a log-normal model that was fitted to each value band for the group of members
that report exact amounts within each band (see text for details).
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Table 2: Portfolio Weights as a Function of Member-Firm Connections

Model (1) (2) (3) (4) (5)
Dependent Variable: Portfolio Weight (bp)
Mean: 3.88

In District 51.14 44.33 50.68 51.10 39.29
(8.48) (8.71) (8.47) (8.43) (8.63)
Lobbying (Any) 0.09 0.29
(0.64) (0.63)
Contributions (Any) 12.64 17.15
(2.37)  (4.72)
In District & Lobbying (Any) 36.52
(20.15)
In District & Contributions (Any) 47.25
(20.96)
Lobbying (Any) & Contributions (Any) 9.56
(2.61)
In District & Contributions(Any) & Lobbying (Any) 166.48
(46.26)
Lobbying (> p50) -0.20
(1.29)
Contributions (> p50) 22.06
(4.15)
Lobbying Strength -0.01  -0.02
(0.03) (0.02)
Contribution Strength 0.05 0.04
(0.01) (0.01)
Lobbying Strength - In District 1.38
(0.98)
Contribution Strength - In District 0.20
(0.11)
Member Fixed Effects v v v v v
Firm Fixed Effects v v v v v
N 1,087,494

Note: Regression coefficients with standards errors (clustered by members) in parenthesis. The dependent variable is the portfolio
weight, i.e. the share of holdings of a firm in a member’s portfolio (in basis points). Members’ portfolios are computed as average
holdings over the 2004-2008 period. In District is a binary indicator for firms that are connected to a member since they are located
in a member’s home district. Lobbying (any) is a binary indicator for firms that are connected to a member since they lobbied a

committee on which the member served. Contributions (any) is a binary indicator for firms that are connected to a member since
they provided her with campaign contributions. Lobbying (> p50) and Contributions (> p50 ) are binary indicators for firms that
provided more than the median lobbying or contribution amount for each member. Lobbying Strength and Contribution Strength
measure a firm’s share of lobbying or contributions relative to each member’s total lobbying or contributions (in basis points).
All regressions include a full set of members and firms fixed effects (coefficients not shown here).
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Table 3: Abnormal Returns for Stock Investments of Members of Congress in Politically Connected Firms 2004-2008

Vodel Dl® 6 ®]6 ©® 6 0 00)]d @ i
Lobbying (Any) Lobbying (> p50) Contributions (Any) Contributions (> p50)

ALL CON UCON L/S CON UCON L/S CON UCON L/S CON UCON L/S

Ryt — Ry 0.90 0.90 0.94 -0.10 0.88 0.93 -0.10 0.76 0.93 -0.15 0.73 0.92 -0.20

(0.03) | (0.05) (0.04) (0.08) | (0.05) (0.03) (0.09) (0.05)  (0.03) (0.04) | (0.05) (0.03)  (0.03)

SM By 0.10 -0.08 0.37 -0.40 -0.07 0.27 -0.32 -0.07 0.18 -0.25 -0.05 0.15 -0.18

(0.05) | (0.06) (0.06) (0.08) | (0.07) (0.05)  (0.08) | (0.09) (0.05) (0.07) | (0.09) (0.05)  (0.08)

HML,; 0.21 0.07 0.26 -0.14 0.07 0.22 -0.16 0.21 0.15 0.12 0.17 0.16 0.06

(0.05) | (0.06) (0.06) (0.08) | (0.06) (0.05) (0.08) (0.07)  (0.05) (0.05) | (0.07) (0.05)  (0.06)

MO M, -0.18 -0.18 -0.11 -0.08 -0.19 -0.14 -0.08 -0.22 -0.14 -0.15 -0.24 -0.16 -0.18

(0.04) | (0.04) (0.04) (0.05) | (0.04) (0.04)  (0.04) | (0.05) (0.04) (0.04) | (0.04) (0.04)  (0.04)

Alpha -0.23 -0.09 -0.29 0.17 -0.08 -0.29 0.17 -0.04 -0.24 0.16 -0.05 -0.25 0.18

(0.09) | (0.10) (0.10) (0.11) | (0.11) (0.09)  (0.12) | (0.13) (0.08) (0.10) | (0.12) (0.09)  (0.11)

N 18,388 | 15,779 14,950 12,341 | 14,820 15,999 12431 | 11,529 17,349 10,490 | 9,700 17,596 8,908
Annualized Alpha | -2.76 -1.08 -3.48 2.04 -0.96 -3.48 2.04 -0.48 -2.88 1.92 -0.6 -3 2.16
Model (14) (15) (16) (17) (18) (19) (20) (21) (22) (23) (24) (25)
In District Lobbying & Contributions | District & Contributions District & Lobbying

CON UCON L/S CON UCON L/S CON UCON L/S CON UCON L/S

Ryt — Ry 0.89 0.91 -0.05 0.78 0.92 -0.13 0.92 0.90 -0.08 0.90 0.90 -0.07

(0.05)  (0.03)  (0.06) | (0.05) (0.03)  (0.04) | (0.09) (0.03) (0.15) | (0.07) (0.03)  (0.09)

SM By 0.28 0.09 0.23 -0.10 0.16 -0.24 0.04 0.10 0.13 0.04 0.10 0.08

(0.07)  (0.05)  (0.10) | (0.09) (0.05) (0.08) (0.11)  (0.05) (0.15) | (0.10) (0.05)  (0.11)

HML,; 0.23 0.19 0.02 0.19 0.16 0.10 0.04 0.21 -0.10 0.15 0.21 0.12

(0.07)  (0.06)  (0.10) | (0.07) (0.05) (0.06) (0.13)  (0.06) (0.20) | (0.10) (0.05)  (0.11)

MOM; -0.21 -0.18 -0.05 -0.19 -0.16 -0.11 -0.23 -0.18 -0.14 -0.22 -0.18 -0.19

(0.06)  (0.04) (0.06) | (0.05) (0.04)  (0.04) | (0.07) (0.04) (0.08) | (0.05) (0.04)  (0.06)

Alpha 0.24 -0.23 0.48 -0.05 -0.22 0.09 0.39 -0.24 0.57 0.43 -0.24 0.54

(0.12)  (0.10)  (0.15) | (0.13)  (0.09) (0.10) (0.17)  (0.09) (0.21) | (0.17) (0.09)  (0.19)

N 4607 18,029 4,248 | 10,840 17,494  9.946 | 1,826 18,360 1,798 | 2,152 18,360 2,124
Annualized Alpha 2.88 -2.76 5.76 -0.6 -2.64 1.08 4.68 -2.88 6.84 5.16 -2.88 6.48

Note: Table shows results from analysis using the monthly returns of the holdings-based calendar-time portfolios of all members of Congress that report holding common stocks during the
2004-2008 period. The dependent variable is monthly risk adjusted return of a member’s holdings of connected stocks (CON), holdings of unconnected stocks (UCON), or investments in a
zero cost portfolio that holds the portfolio of connected stocks and sells short the portfolio of unconnected stocks (L/S). Connections are defined as follows: In District connected firms are
connected to a member since they are located in a member’s home district. Lobbying (any) connected firms are connected to a member since they lobbied a committee on which the member
served. Contributions (any) connected firms are connected to a member since they provided her with campaign contributions. Lobbying (> p50) and Contributions (> p50 ) connected firms
are connected since they provided more than the median lobbying or contribution amount for each member. Controls are the Fama and French (1993) mimicking portfolios (the market excess

return (R, ¢

errors (clustered by month) are provided in parenthesis.

— Ry ), a zero-investment size portfolio (SM Bt), a zero-investment book-to-market portfolio (HM L)) and the |Carhart|(1997) momentum factor (M OM¢). Rogers standard



Table 4:  Abnormal Returns on Transaction-Based Portfolios by Connection and Holding
Period

Average Member Portfolio
Connected Unconnected
Connection Holding Period | Buys Sells L/S Buys Sells L/S
In District 1 Day 0.229  -0.371 0.315 0.785 1.703 -0.918
(0.591) (0.888) (1.267) | (0.531) (0.664) (0.807)
In District 10 Days -0.344  0.879  -1.120 0.048 0.357 -0.308
(0.736) (0.887) (1.156) | (0.294) (0.268) (0.296)
In District 25 Days 0.394 0.798 -0.404 0.227 0.113 0.114
(0.592) (0.947) (1.015) | (0.326) (0.303) (0.174)
In District 140 Days 0.090 -0.246  0.336 -0.163  -0.217 0.054
(0.429) (0.390) (0.491) | (0.184) (0.172) (0.166)
In District 255 Days -0.152  -0.148  -0.004 | -0.011  -0.153 0.143
(0.308) (0.325) (0.394) | (0.137) (0.117) (0.134)
District & Contributions | 1 Days -0.484  -0.209  -0.352 0.811 1.737 -0.925
(0.717)  (0.411) (1.077) | (0.529) (0.655) (0.799)
District & Contributions | 10 Days -0.187 1.333 -0.705 0.037 0.375 -0.338
(0.961) (1.198) (1.414) | (0.296) (0.267)  (0.297)
District & Contributions | 25 Days -0.134  0.731 -0.391 0.237 0.181 0.056
(1.322) (1.055) (1.628) | (0.328) (0.301) (0.186)
District & Contributions | 140 Days 0.184 -0.671 0.924 -0.166  -0.203 0.037
(0.705) (0.644) (0.779) | (0.182) (0.168) (0.165)
District & Contributions | 255 Days 0.734 -0.070 0.898 -0.035  -0.171 0.136
(0.581) (0.554) (0.664) | (0.137) (0.109) (0.136)
District & Lobbying 1 Day 0.535 -0.271 0.590 0.806 1.764 -0.958
(0.547) (0.411) (0.769) | (0.530) (0.654) (0.789)
District & Lobbying 10 Days 0.931 1.278  -0.676 0.035 0.376 -0.341
(1.033) (0.966) (1.617) | (0.296) (0.269) (0.295)
District & Lobbying 25 Days 0.516 0.290 -0.082 0.228 0.167 0.061
(0.755)  (0.971) (1.191) | (0.329) (0.305) (0.181)
District & Lobbying 140 Days 0.623 -0.224 0.842 -0.166 -0.187 0.021
(0.498) (0.459) (0.551) | (0.182) (0.171) (0.164)
District & Lobbying 255 Days 0.277 0.309  -0.043 | -0.006 -0.172 0.166
(0.395) (0.365) (0.491) | (0.141) (0.110) (0.135)

Note: Table assesses whether connected trades appear to be better timed than other trades, using the aggregated, transaction-based portfolio
approach where monthly returns are computed for portfolios that are constructed based on trades and five different fixed holding periods.
The Buys (Sells) portfolio holds stocks that members bought (sold) for the fixed holding period, the hedged portfolio is a zero cost portfolio
that holds the portfolio of buys and sells short the portfolio sells (L/S). The buy, sell, and hedged portfolio are constructed separately for
connected and unconnected stocks and then averaged across members. Each cell in the table is a risk adjusted alpha return (with robust
standard errors in parenthesis) that is estimated for each transaction based portfolio using the Carhart Four-Factor model that uses as controls
the Fama and French (1993) mimicking portfolios (the market excess return (Rt — Ry ¢), a zero-investment size portfolio (SM Bt), a zero-
investment book-to-market portfolio (HML¢)) and the |Carhart| (1997) momentum factor (MOM¢). Connections are defined as follows: In
District connected firms are connected to a member since they are located in a member’s home district. Lobbying (any) connected firms are
connected to a member since they lobbied a committee on which the member served. Contributions (any) connected firms are connected to
a member since they provided her with campaign contributions. Lobbying (> p50) and Contributions (> p50 ) connected firms are connected
since they provided more than the median lobbying or contribution amount for each member. The estimated excess return on the hedged
portfolio built from connected trades is generally positive for 140- and 255-day holding periods (though never significant at conventional levels)
and larger than that on the hedged portfolio built from unconnected trades, but the difference is not significant. Further, connected trades are
if anything worse than unconnected trades for shorter holding periods, suggesting that short-term timing does not explain the performance
advantage of local holdings.
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Table 5: Performance of Local Stocks by Firm Size

(1)

(2)

3)

(4) () (6)

Carhart 4 Factor CAPM
In S&P 500 | Yes No L/S Yes No L/S
Ry —Rpy | 091 0.93 -0.16 0.95 1.09 -0.25
(0.04) (0.06) (0.10) | (0.05) (0.08) (0.10)
SMB; | 0.07 0.47 -0.32
(0.07)  (0.10) (0.16)
HML; | 0.14 0.26 0.19
0.07) (0.12) (0.23)
MOM,; | -0.19 -0.19 0.05
(0.04) (0.09) (0.13)
Alpha | 0.34 0.22 0.22 0.28 0.23 0.31
(0.11)  (0.20) (0.35) | (0.14) (0.24) (0.29)
N | 2767 2993 1153 2767 2993 1153
Annualized Alpha | 4.08 2.64 2.64 3.36 2.76 3.84

Note: Table assesses whether the local premium seems to depend on the size and visibility of
the company. We apply the panel regression model (both Carhart Four-Factor and CAPM) to
three portfolios of local stocks: local companies in the S&P 500 (at some point in the 2004-
2008 period), local companies not in the S&P 500, and a hedged portfolio long in local S&P 500
companies and short in local non-S&P 500 companies. If the local premium were derived from
members’ information about low-visibility local companies, we might expect the premium to be
larger for non-S&P 500 companies than for S&P 500 companies. We do not find a significant
difference between the return on S&P 500 and non-S&P 500 companies; if anything the S&P

500 companies do better.
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Table 6: Performance of Local Stocks by Member Group

Local Holdings

Power Committee Seniority

House Senate None  Low  Medium High
Ryt — Ry 0.77 0.74 1.06 1.04 0.76 0.87

(0.11) (0.12)  (0.08) (0.08) (0.10)  (0.06)
SM By 0.28 0.30 0.26 0.26 0.24 0.41

(0.14) (0.14) (0.13) (0.14) (0.10)  (0.12)
HML; 0.50 0.45 -0.06  0.15 0.17 0.45

(0.12) (0.20)  (0.14) (0.14) (0.09)  (0.14)
MOM, -0.25 -0.15 -0.22  -0.26 -0.17 -0.17

(0.11) (0.10)  (0.08) (0.08) (0.09)  (0.06)
Alpha -0.02 0.15 0.43 0.43 0.14 0.14

(0.23) (0.25) (0.22) (0.23) (0.16)  (0.25)
N 1275 1229 2103 1621 1953 1033

Annualized Alpha  -0.24 1.8 5.16 5.16 1.68 1.68

Non-Local Holdings

Ryt — Ry 0.85 0.98 0.93 0.90 0.89 0.93
(0.05) (0.03)  (0.04) (0.06) (0.05)  (0.03)
SM By 0.17 -0.00 0.05 0.05 0.16 0.03
(0.07)  (0.07) (0.06) (0.08)  (0.06)  (0.05)
HML,; 0.21 0.00 0.23 0.07 0.22 0.25
(0.07) (0.06)  (0.06) (0.08)  (0.07)  (0.05)
MOM, -0.25 -0.07 -0.15  -0.15 -0.15 -0.23
(0.05) (0.04) (0.05) (0.05)  (0.04)  (0.04)
Alpha -0.19 -0.10 -0.29  -0.26 -0.20 -0.22
(0.12)  (0.12) (0.11) (0.12)  (0.11)  (0.10)
N 6718 2491 8820 5540 6992 5497
Annualized Alpha  -2.28 -1.2 -3.48  -3.12 -2.4 -2.64
Long/Short
Ryt — Ry -0.14 -0.21 0.10 0.09 -0.17 -0.06
(0.18)  (0.13)  (0.12) (0.08)  (0.14)  (0.08)
SM By 0.29 0.30 0.13 0.35 0.08 0.31
(0.18)  (0.15)  (0.17) (0.15)  (0.16)  (0.14)
HML; 0.16 0.42 -0.27  0.02 0.01 0.05
(0.17)  (0.20) (0.21) (0.15)  (0.14)  (0.17)
MOM; 0.04 -0.10 -0.06 -0.14 -0.05 0.14
(0.08) (0.10)  (0.10) (0.08)  (0.10)  (0.07)
Alpha 0.12 0.36 0.73 0.57 0.43 0.45
(0.27) (0.27)  (0.27) (0.25)  (0.23)  (0.28)
N 1146 1083 2019 1559 1774 915
Annualized Alpha 1.44 4.32 8.76 6.84 5.16 5.4

Note: Alpha returns for 4 Factor Carhart Models using monthly returns of the holdings-based calendar-
time portfolios during the 2004-2008 period. The dependent variable is monthly risk adjusted return
of a member’s holdings of local stock (top panel), holdings of non-local stocks (middle panel), or
investments in a zero cost portfolio that holds the portfolio of local stocks and sells short the portfolio
of non-local stocks (bottom panel). Local firms are connected to a member since they are located in a
member’s home district. Controls are the Fama and French (1993) mimicking portfolios (the market
excess return (R, ¢ — Rf,t)v a zero-investment size portfolio (SM B¢), a zero-investment book-to-
market portfolio (HML¢)) and the |Carhart| (1997) momentum factor (M OM;). Rogers standard
errors (clustered by month) are provided in parenthesis.
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FIGURES

Figure 1: Portfolio Weights as a Function of Member-Firm Connections
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Note: Point estimates (with cluster robust .95 confidence intervals) for average portfolio weights (in basis points) as a function of member-firm
connections based on model 2 in Table Bl
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Figure 2:  Abnormal Returns for Members’ Investments in Politically Connected Firms
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Note: Estimated monthly alpha returns (with .95 confidence intervals) of the holdings-based calendar-time portfolios of all members of Congress
that report holding common stocks during the 2004-2008 period. Portfolios are based on information reported in end-of-year financial disclosure
reports (see text for details). Alpha returns are from Carhart 4-factor panel model. The dependent variable is monthly risk adjusted return
of a member’s holdings of connected stocks (CON), holdings of unconnected stocks (UCON), or investments in a zero cost portfolio that holds
the portfolio of connected stocks and sells short the portfolio of unconnected stocks (L/S). Connections are defined as follows: In District
connected firms are connected to a member since they are located in a member’s home district. Lobbying (any) connected firms are connected
to a member since they lobbied a committee on which the member served. Contributions (any) connected firms are connected to a member since
they provided her with campaign contributions. Lobbying (> p50) and Contributions (> p50 ) connected firms are connected since they provided
more than the median lobbying or contribution amount for each member. Controls are the Fama and French (1993) mimicking portfolios (the
market excess return (Rt — Ry ), a zero-investment size portfolio (SMB¢), a zero-investment book-to-market portfolio (HMLy)) and the
momentum factor (M OMy¢). Confidence intervals are based on Rogers standard errors (clustered by month).




Figure 3: Cumulative Monthly Return for Congressional Investment in Home Districts
Companies
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Note: Cumulative monthly return is shown for a $100 dollar position in three portfolios beginning in January 2004. The solid (dashed) line is
a portfolio that mimics the investments of Members of Congress in stocks of companies that are (not) located in their home districts. The
portfolio returns are built by averaging monthly returns across members for each month. The dotted line is the cumulative return on the the
CRSP market index (a value-weighted index of stocks listed on the NYSE, AMEX, and NASDAQ).
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Figure 4:  Distribution of Member Specific Abnormal Returns on Locally Connected

Companies
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Note: Box plots show the distribution of member specific monthly alpha estimates from a 4-Factor Carhart model and a CAPM respectively for
locally connected and unconnected companies as well as a zero cost portfolio that holds long the connected stocks and sells short the unconnected
stocks (Long/Short). A company is locally connected if it is headquartered in a member’s district. The plot includes all members that have

both connected and unconnected investments.
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ApPPENDIX A (NOT FOR PUBLICATION)

In this appendix we present additional results that are referenced in the main paper.

PorTrFoL1IO CHOICE CONDITIONAL ON HOLDING

Table below replicates the portfolio choice regression, but restricts the sample to
actively-held positions. The results are very similar to that from our unconditional portfo-
lio choice analysis presented in Table 2] Among the companies that they chose to actively
hold, members on average place much larger bets in local and contributor companies.

Table A.1: Portfolio Weights as a Function of Member-Firm Connections (Conditional on

Holding)
Nodel @) @ ) ®
Dependent Variable: Portfolio Weight (bp)
Mean: 279.59
In District 274.23 114.95 272.51 264.41 186.73
(87.06)  (66.64)  (87.27) (84.62)  (81.31)
Lobbying (Any) 11.80 14.97
(16.36)  (16.22)
Contributions (Any) 44.53 80.15
(21.55)  (48.95)
In District & Lobbying (Any) 339.93
(230.33)
In District & Contributions (Any) 428.58
(284.77)
Lobbying (Any) & Contributions (Any) 45.23
(26.74)
In District & Contributions(Any) & Lobbying (Any) 509.35
(214.96)
Lobbying (> p50) 3.99
(19.93)
Contributions (> p50) 51.94
(29.92)
Lobbying Strength 0.02 0.02
(0.03) (0.03)
Contribution Strength 0.03 0.02
(0.02) (0.02)
Lobbying Strength - In District 0.02
(0.14)
Contribution Strength - In District 0.10
(0.09)
Member Fixed Effects v v v v v
Firm Fixed Effects v v v v v
N 15,093

Note: Regression coefficients with standards errors clustered by members in parenthesis. The dependent variable is the portfolio

weight, i.e. the share of holdings of a firm in a member’s portfolio (in basis points).

Members’ portfolios are computed as

average holdings over the 2004-2008 period. In District is a binary indicator for firms that are connected to a member since
they are located in a member’s district. Lobbying (any) is a binary indicator for firms that are connected to a member since
they lobbied a committee on which the member served. Contributions (any) is a binary indicator for firms that are connected
to a member since they provided her with campaign contributions. Lobbying (> p50) and Contributions (> p50 ) are binary
indicators for firms that provided more than the median lobbying or contribution amount for each member. Lobbying Strength
and Contribution Strength measure a firm’s share of lobbying or contributions relative to each member’s total lobbying or
contributions (in basis points). All regressions include a full set of member and firm fixed effects (coefficients not shown here).



ALPHA RETURNS FOR INVESTMENTS IN POLITICALLY CONNECTED STOCKS

Table replicates the analysis of Table [3| using the single-time series approach where the
monthly returns are first aggregated across members (equal-weighted) to a single monthly
portfolio return.

Table A.2: Monthly Abnormal Return for Connected and Unconnected Stocks

Average Member Portfolio
Connected  Unconnected Long/Short
Panel A: Excess Returns from CAPM
Lobbying (Any) -0.244 -0.196 -0.048
(0.113) (0.130) (0.171)
Lobbying (> p50) -0.241 -0.265 0.024
(0.128) (0.107) (0.154)
Contributions (Any) -0.147 -0.28 0.133
(0.175) (0.086) (0.151)
Contributions (> p50) -0.14 -0.312 0.172
(0.176) (0.090) (0.140)
Lobbying & Contributions -0.141 -0.265 0.124
(0.163) (0.091) (0.136)
In District 0.354 -0.335 0.688
(0.192) (0.093) (0.173)
District & Contributions 0.354 -0.327 0.681
(0.190) (0.094) (0.169)
District & Lobbying 0.433 -0.324 0.757
(0.192) (0.091) (0.155)
Panel B: Excess Returns from Carhart 4-Factor
Lobbying (Any) -0.124 -0.249 0.125
(0.095) (0.094) (0.129)
Lobbying (> p50) -0.115 -0.264 0.149
(0.110) (0.076) (0.126)
Contributions (Any) -0.019 -0.259 0.239
(0.137) (0.074) (0.112)
Contributions (> p50) 0.016 -0.277 0.293
(0.139) (0.079) (0.118)
Lobbying & Contributions -0.038 -0.227 0.189
(0.139) (0.078) (0.117)
In District 0.423 -0.272 0.696
(0.152) (0.086) (0.168)
District & Contributions 0.500 -0.274 0.774
(0.178) (0.084) (0.204)
District & Lobbying 0.529 -0.268 0.797
(0.173) (0.078) (0.177)

Note: Monthly alpha returns for calendar time portfolios of investments in con-
nected and unconnected stocks over the 2004-2008 period. Average member re-
turns are for a portfolio that mimics the investments of the average member of
Congress (equal member weighted) in either connected or unconnected stocks.
Long-short is the monthly average return of a zero cost portfolio that holds the
portfolio of connected stocks and sells short the portfolio of unconnected stocks.
The connections are defined as follows: In District connected firms are connected
to a member since they are located in a member’s home district. Lobbying (any)
connected firms are connected to a member since they lobbied a committee on
which the member served. Contributions (any) connected firms are connected to a
member since they provided her with campaign contributions. Lobbying (> p50)
and Contributions (> p50 ) connected firms are connected since they provided
more than the median lobbying or contribution amount for each member. CAPM
is the result from a time-series regression of the member excess return on the
market excess return. Carhart 4-factor is the result from a time-series regression
of the member excess return on the Fama and French (1993) mimicking portfolios
and the |Carhart| (1997) momentum factor. Robust standard errors are presented
in parentheses.



ALPHA RETURNS FOR COMPANY-LEVEL CONNECTED AND UNCONNECTED STOCKS

Table uses the aggregated, single time series approach to assess the possibility that
companies that had more political connections (lobbying and contributions) systematically
outperformed companies that did not. Here we label investments as connected if the
company did any lobbying/contributions (as opposed to if the company ever lobbied the
committee of (or provided campaign contributions to) the member who owns the stock).
The fact that the connected portfolios defined this way do not outperform the unconnected
portfolios suggests that connected companies did not systematically do better; instead, it
must be that members who were connected to a certain company did better investing in
that company than did other members who were not connected to it, probably because
they knew when to invest.

Table A.3: Abnormal Returns for Company Level Connected and Unconnected Stocks

Average Member Portfolio

Connected  Unconnected Long/Short
Panel A: Abnormal Returns from CAPM

Lobbying (Any) -0.247 -0.06 -0.187
(0.144)  (0.197)  (0.230)
Contributions (Any) | -0.282 -0.062 -0.219

(0.172) (0.121) (0.207)
Panel B: Abnormal Returns from Carhart 4-Factor

Lobbying (Any) -0.126 -0.154 0.028
(0.100)  (0.119)  (0.133)
Contributions (Any) | -0.108 -0.17 0.062

(0.112)  (0.110)  (0.143)

Note: Monthly alpha returns for calendar time portfolios of investments in con-
nected and unconnected stocks over the 2004-2008 period. Average member
returns are for a portfolio that mimics the investments of the average mem-
ber of Congress (equal member weighted) in either connected or unconnected
stocks. Long-short is the monthly average return of a zero cost portfolio that
holds the portfolio of connected stocks and sells short the portfolio of non-
connected stocks. The connections here are defined only at the company, not
the company-member levels, so for all members a company is coded as connected
if it provided campaign contributions (or lobbying depending on the connec-
tion) to any member in the sample. CAPM is the result from a time-series
regression of the member excess return on the market excess return. Carhart
4-factor is the result from a time-series regression of the member excess return
on the Fama and French (1993) mimicking portfolios and the |Carhart| (1997)
momentum factor.
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