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Research Question

Political connections are valuable in shaping firm performance.

▶ Gain preferential treatment from the government and its affiliations, relaxed

regulatory oversight (Faccio, 2006).

▶ Alleviate bureaucratic and regulatory burdens in firms’ production

processes (Akcigit et al., 2023).

Regulatory favor is well recognized as an important factor through which political

connections can affect firm performance. However, direct evidence is elusive.

This paper: utilizing a wide-ranging reform of deregulating market access in

China during 2016-2018, and look for causal evidence on how political

connections interact with a changing regulatory environment in shaping firm

performance.
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Related Literature

Political connections and firm performance. (Fisman, 2001; Faccio, 2006;
Fisman and Wang, 2015; Chen and Kung, 2019; Chen et al., 2023; Akcigit et al.,
2023)

How regulation and deregulation affect firms’ productivity, innovation and the
aggregate economy. (Djankov et al., 2002; Alesina et al., 2005; Aghion et al.,
2008; Branstetter et al., 2014; Asturias et al., 2023; Aghion et al., 2023 )

Regulations and its political economy. (Blanes i Vidal et al., 2012; Agarwal et al.,
2014; Brezis, 2017)

Measurements of regulation intensity at firm level. (Trebbi and Zhang, 2022;
Kalmenovitz, 2023; Bombardini et al., 2024)

Contribution of this paper: provide empirical and causal evidence that the
value of political connections crucially interact with the regulatory environment.
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Institutional Background

A policy reform of deregulating market access in China.

Negative List for Market Access

▶ Rolled out nationwide in three batches during 2016-2018.

▶ A systematical reform to clarify all prohibited and restricted business

activities in a negative list, regulating firms’ initial or expansion investments.

▶ Access to Non-listed activities will not be restricted by any level of

government and administrations.

The goal is to grant equal access for all market participants by removing

unreasonable permits and license, disguised approvals, invisible entry barriers,

and discriminative criteria towards different firms.
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Preview of Findings

Political connections make a profound difference in how firms respond to the

deregulation reform.

Overall, politically connected firms experience a drop in productivity and

innovative activities after the deregulation reform, while unconnected firms are

not affected.

Negative effects on connected firms can be observed in industries with a

“middle” level of regulation, and among firms with a low or median level of

regulatory intensity after the reform.

Firms with no political connection and under low level of regulation show better

performance after implementing the deregulation.

Take away: political connection can play an adverse role in affecting firm’s

productivity and innovation when changing the regulatory environment.

November 22, 2024 7 / 38



Contents

1 Introduction

2 Data and Empirical Strategy

3 Empirical Results

4 Conclusion

November 22, 2024 8 / 38



Data

Sample: Publicly traded firms, from 2010 to 2019.

▶ Financial statements (balance, income, cash flow).

▶ Employee (total number).

▶ Patent (number of applications and grants).

▶ Profile of directors and executives (employment history).

▶ Business description.

Sources

▶ CSMAR (China Stock Market & Accounting Research Database)

▶ CNRDS (Chinese Research Data Services Platform)

November 22, 2024 9 / 38



Empirical Strategy

(1) Identification of causal effects

Timing variation based on firm’s location.

Event-study: observe diverging responses from connected and unconnected firms.

Triple difference: interact Deregulation with Connection.

(2) Which type of industries and firms are affected?

Heterogeneity at 2-digit level industries.

Heterogeneity at firm-level regulatory intensity (post-reform).

(3) Who have benefited from the deregulation reform?

Construct a measure as proxy for firm level regulatory intensity after deregulation reform.

Examine post-reform performance of firms under different level of regulatory intensity.
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Key Measurements

(1) Political Connections

Dummy variable. Connectionit = 1 if any board members or executives have
work experiences as top government officials.

Party secretary (vice secretary), governor/mayor (vice), members of standing
party committee, head of functional departments (e.g., Development and Reform
Committee, Department of Commerce, etc.). (Yao et al. 2020; Chen et al., 2023)

Central /Provincial /City level.
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(2) Regulatory Reform

Dummy variable. Dereg it = 1 if the region of the firm’s registered premises has

implemented the policy reform.

Staggered treatment.

▶ Group 2016: 4 provinces (Guangdong, Shanghai, Fujian, Tianjin)

Dereg it = 1, if year ≥ 2016

▶ Group 2018: 11 provinces (Liaoning, Jilin, Heilongjiang, Zhejiang, Henan,
Hubei, Hunan, Chongqing, Sichuan, Guizhou, Shaanxi)

Dereg it = 1, if year ≥ 2018

▶ Group 2019: 16 provinces (Beijing, Hebei, Shanxi, Inner Mongolia,
Jiangsu, Anhui, Jiangxi, Shandong, Guangxi, Hainan, Yunnan, Tibet,
Gansu, Qinghai, Ningxia, Xinjiang)

Dereg it = 1, if year = 2019
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(3) Firm level regulatory intensity (post-reform)

Measure firm level regulatory intensity based on textual similarity between firm’s

business description and the Negative List. (Kalmenovitz, 2023)

Use NLP algorithm to compare the texts of firm’s business and the texts of

regulation items from the List. (Imbert et al., 2022; Eppinger and Ma, 2024)
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Calculate similarity scores between each firm and restricted item on the List.
Average a firm’s score with listed items in the same industry (1-digit level).

Simi Listi : a firm’s average similarity score to the List.

Firms in utilities (D), real estate (K) and mining (B) sectors have higher
associations to the List.
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(4) Productivity

Labor productivity based on total revenue

LP REV it = Operating revenueit/Num.Employ it

Labor productivity based on value-added

LP VAit = Value added it/Num.Employ it

Value added = Wage(Cash paid to employee) + EBITDA

(Earnings Before Interest, Tax, Depreciation, and Amortization, (Gal (2013), ORBIS))

Total-factor productivity

TFPit = lnVAit − (1 − α̂j)lnKit−1 − α̂j lnLit

K is the value of fixed assets.

L is the average number of employees during the year.

α̂j is the industry average labor share. (Akcigit et al., 2023; Branstetter et al., 2023).
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(5) Innovation

Number of total patent applications (logged) (Patentit )

(6) “Intermediate”

Revenue (divided by lagged total asset) (Rev aslagit )

Wage (divided by number of employee) (Wage pcit )

Production cost (divided by revenue) (Cost revit )

Increase of investment (InfI Kit )

(7) Control Variables

1-year lagged total revenue (lnrev lag )

1-year lagged total assets (lnasset lag )

1-year lagged number of employee (lnlabor lag )

1-year lagged net profit (lnprofit net lag )

Ratio of state-owned share and total share

Dummy variable for whether the firm is state controlled
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Event study

Identify different dynamics in how politically connected firms and unconnected

firms respond to deregulation reform.

Yit = α+ γ1pre2it + · · ·+ γ5pre6it + β0currentit + β1post1it + β2post2it + β3post3it

+δXit + firmi + year t + cityc + industry j + ϵit

Subsample: Connectionit = 1 and Connectionit = 0, 2010-2019.
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Results of event study

(1) Labor productivity

Politically connected firms experience drop in labor productivity after the reform.

No effects are observed in unconnected firms.
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(2) Total-factor productivity and innovation

Total factor productivity and innovation activities of connected firms decreased

after the deregulation reform, while unconnected firms are not affected.
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Triple difference

(1) Staggered treatment interact with political connection

Yit = α+ β1Deregit + β2Deregit ∗ Connectionit

+ δXit + firmi + year t + cityc + industry j + ϵit

Deregit = 1 if (year ≥ first time)

Full sample, Connectionit = 0, 1 .

(2) Standard triple difference design: 2 × 2 × 2 setup

Group 2016 (treat) and Group 2019 (control)

Before 2016 (pre) and After 2016 (post)

Connected and Unconnected
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Results of interact effects
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Results of standard triple difference
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Heterogeneity at 2-digit level industries
Commonly regulated non-manufacturing sectors, where distortions induces by state
involvement and barriers to entry are common. (OECD Product Market Redulation
Indicators; Alesina et al., 2005) (High indu)

“Mid-regulated” sectors, which are likely to be associated with state control or intervention.
(Vitale et al., 2020; Kalmenovitz, 2023) (Mid indu)

Other sectors. (Low indu)
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Only in “middle” regulated industries, politically connected firms are observed to be
negatively affected in labor productivity, TFP and innovation.

Potential explanations for poorer performance can be found in decreasing revenue and
less payment to employees.

Meanwhile, unconnected firms have increased investment in production related activities.
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Heterogeneity at firm-level regulatory intensity

Separate sample based on the value of similarity score between firm’s business
and the List.

▶ Low simi = 1: Simi List ≤ p35 (percentile).
▶ Mid simi = 1: p35 < Simi List ≤ p70 (percentile).
▶ High simi = 1: Simi List > p70 (percentile).

A correlation test shows firms with higher regulation intensity are associated with
having political connections.
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Firms with middle level of regulatory intensity shows similar pattern.

Connected firms are negatively affected after deregulation reform.

Unconnected firms show no significant results in productivity and innovation.
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Politically connected firms, with low level of regulatory intensity, also show

decreased revenue and TFP after deregulation reform.
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Who have benefited from the deregulation reform?

Taking political connections into consideration, check how firms with different

level of regulatory intensity are affected after the deregulation reform.

Yit = α+ β1Simii ∗ Postt + β2Simiti ∗ Postt ∗ Connectioni

+ β3Connectioni ∗ Postt + δXit + firmi + year t + cityc + industry j + ϵit

Full sample: 2010-2019.

Simii : represents several dummy variables, which equal to 1 if the similarity

score is at a low, median, or high level of regulatory intensity after the regulatory

reform.

Postt = 1 if year ≥ 2016.
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Results

Firms with no political connection (any level) and low level of regulation show

better performance in productivity and innovation after the deregulation reform.

They increase average payment to employees, investment in production and fix

asset after the first implementation of deregulation reform in 2016.

Changing the coverage of connections to province or above level, results remain

consistent.
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Connection: any level.
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Connection: province level.
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Connection: province and above level.
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Conclusion

Politically connected and unconnected firms respond to a changing regulatory

environment differently.

When enforcing deregulation reform, politically connected firms are negatively

affected in productivity and innovation, while the unconnected firms are not

significantly influenced.

Such negative effects can be verified in “mid-regulated” industries (like

construction and automotive manufacturing), and among firms with a low or

median level of regulation intensity after the reform.

Only firms with no political connections and low level of regulation intensity

shows better performance in productivity and innovation after the deregulation

reform.

The findings underscore an adverse role which political connections can

interplay with a changing regulatory environment in shaping firms’ performance.
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