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Data

Social Security Data

Source: INPS

Universe of private sector (except agriculture), 1985-
2014.

Individual level:

Demographics,
Employment history,
Labor income,

Job characteristics.

Ufuk Akcigit (University of Chicago)
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Individual Level

Registry of Local Politicians (RLP)

Source: Ministry of the Interior.

* Universe of local politicians (regional,
province, municipality level) 1985-2014.

* Demographics, education, position So
attributes, party affiliation.

| Security Data
Source: INPS

Universe of private sector (except agriculture), 1985-

* 515K unique politicians 2014
* 2.8 min observations
* 11% (vice)mayor/|(vice)president

20% executive positions

69% council members
*  31% work in private firms Demographics,
* 145K firms ever get connected Employment history,
Labor income,
Job characteristics.

Individual level:

Ufuk Akcigit (University of Chicago)
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(RLP)

Source: Ministry of the Interior.

* Universe of local politicians (regional,
province, municipality level) 1985-2014.

* Demographics, education, position
attributes, party affiliation.

Elections Data

Source: Ministry of the Interior +
own data collection.

+ Local elections (regional, province,
municipality) 1993-2014.

+ Candidates, parties/coalitions,
allocation of votes and seats.

« Identify marginally contested elections
and its winners and losers.

Source: INPS

Universe of private sector (except agriculture), 1985-
2014.

Individual level:

Demographics,
Employment history,
Labor income,

Job characteristics.

* 36K elections
* 5K with 5% margin of victory

12

Ufuk Akcigit (University of Chicago)
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Source: Ministry of the Interior.

* Universe of local politicians (regional,
province, municipality level) 1985-2014.

* Demographics, education, position
attributes, party affiliation.

Elections Data

Source: Ministry of the Interior +
own data collection.
* Local elections (regional, province,
municipality) 1993-2014.
* Candidates, parties/coalitions,
allocation of votes and seats.

 Identify marginally contested elections
and its winners and losers.

Ufuk Akcigit (University of Chicago)

So

Source: INPS.

Universe of private sector employment, 1985-2014
(except agriculture), .

Firm Level

rm-level Data

Source: Cerved.

* Universe of limited companies, 1993-
2014,

| Security Data * Balance sheet, income statement.

Individual level:

Demographics,
Employment history,
Labor income,

Job characteristics.

Firm-level: Patent Data

Source: PATSTAT.

Entry/exit

Size

Worker characteristics, « All EPO patents filed by Italian firms in
Industry, 1990-2014.

Location, )

* Patent characteristics: patent families,

grant status, technology classification,

‘ citations received, claims.




Firms” Connections with Local Politicians

» Connection: dummy equal to one at ¢ if a firm employs any local
politician at time ¢.

» High-rank Connection: dummy equal to one at ¢ if a firm employs
at least one mayor/president/vice-mayor/vice-president at .

» Italy has:
- 8000 municipalities
- 110 provinces
- 20 regions

Ufuk Akcigit (University of Chicago) 13




Empirical Analysis: Outline

I. Summary Statistics.

II. Firm Moments:
1. Connection vs innovation;
2. Survival;
3. Firm Size Growth;
4. Productivity growth.

III. Politicians” Facts.

Ufuk Akcigit (University of Chicago)
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Summary Statistics

Table 2: StatisTics oN LocAaL PoLITICIANS

CATEGORY PosiTioNn SHARE
Regional Rank: Region 0.8%
Province 2.6%

Municipality 96.6%

Hierarchical Rank: Mayor, President, Vice-mayor, Vice-president 11.3%
Executive councilor 19.6%

Council member 69.1%
Majority Affiliation: Majority 73%

Ufuk Akcigit (University of Chicago)
]
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Share of Connected Firms

Connection By Firm Age and Size

4

Share of connected firms

A

Age: 10+

Age: 0-5
Age: 5-10

Size: 0-25 Size: 25-100 Size: 100+

» Connected firms account for 32% of employment.

Ufuk Akcigit (University of Chicago)
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Which Industries Are Connected?

» Look at newspaper articles from four large news providers:
Bloomberg, Dow Jones Adviser, Financial Times, The Wall
Street Journal

» Keywords: regulation*, regulated, regulator, bureaucracy,
bureaucratic, deregulation, deregulated, paperwork*, red tape,
license and licenses

» ABL calculate the “Bureaucracy Index” of sector i as follows:

) [All articles related to i] N [All articles that contain keywords]
Bureaucracy Index (i) = .

All articles related to i

Ufuk Akcigit (University of Chicago) 17




Which Industries Are Connected?
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Ufuk Akcigit (University of Chicago)
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Summary Statistics, ctd

CoNNECTIONS AND INDUSTRY DyNAMICS

Entry Rate and Connections Growth and Connections

.05

Entry rate
Employment growth

4 K 4 L
Share of connected firms Share of connected firms

Notes: Binscatter plots from industry x region x year level regressions. Variables on Y axis are adjusted for industry, year,
and region fixed effects. Variables on X axis: share of firms connected.

Ufuk Akcigit (University of Chicago)
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Ufuk Akcigit (University of Chicago)

II. Firm Moments
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Leadership Paradox: Connection vs Innovation

27
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Firm’s Market Rank

Market = 6-digit industry x 20 Regions x 1993-2014
Rank: by employment share

Ufuk Akcigit (University of Chicago)
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Leadership Paradox: Leadership and Connection

1 5 10 15
Firm’s Market Rank

Politicians Per Labor

Market = 6-digit industry x 20 Regions x 1993-2014
Rank: by employment share

Ufuk Akcigit (University of Chicago)
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Leadership Paradox: Leadership and Innovation
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Leadership Paradox: Innovation and Connection
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2. Firm Performance: Firm Survival and Connection

1.00
1

0.75
1

Cumulative survival probability
0.25 0.50
1 1

0.00
1

T T T

0 10 20 30
Age

Lifetime connection status:
—— None

» Average (any) connection — 9% | exit hazard rate.

Ufuk Akcigit (University of Chicago)
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2. Firm Performance: Firm Survival and Connection
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2. Firm Performance: Firm Survival and Connection
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3. Firm Performance:
Firm Growth and Political Connection

Empl growth ~ Empl growth VA growth VA growth

(OLS) (FE) (OLS) (FE)
Connection 0.032*** 0.040"** 0.039*** 0.014*
(0.001) (0.002) (0.002) (0.002)
Connection major 0.003* 0.007*** 0.010*** 0.002
(0.001) (0.002) (0.002) (0.002)
Log Assets 0.065*** 0.203*** 0.036*** -0.091***
(0.000) (0.001) (0.000) (0.001)
Log Size -0.077*** -0.384*** -0.080*** -0.235%**
(0.000) (0.001) (0.000) (0.001)
Age -0.002*** -0.011*** -0.004*** -0.005***
(0.000) (0.000) (0.000) (0.000)
Year FE YES YES YES YES
Region FE YES NO YES NO
Industry FE YES NO YES NO
Firm FE NO YES NO YES
Observations 6545131 6585740 5684519 5710338

Notc:, Firm- levcl regressmns Connections / Connection major are dummy variables equal to one if firm is connected with
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4. Firm Performance:
Productivity Growth and Political Connection

LP growth  LP growth  TFP growth  TFP growth

(OLS) (FE) (OLS) (FE)
Connection -0.014*** -0.028*** -0.008™** -0.019***
(0.002) (0.002) (0.001) (0.002)
Connection major -0.001 -0.004 0.000 -0.003
(0.002) (0.003) (0.002) (0.002)
Log Assets -0.028*** -0.274*** -0.001*** -0.106***
(0.000) (0.001) (0.000) (0.001)
Log Size 0.021*** 0.274** -0.006*** 0.125"**
(0.000) (0.001) (0.000) (0.001)
Age -0.001*** -0.002%** -0.001*** -0.003***
(0.000) (0.000) (0.000) (0.000)
Year FE YES YES YES YES
Region FE YES NO YES NO
Industry FE YES NO YES NO
Firm FE NO YES NO YES
Observations 5598367 5623077 5271002 5291979

Notc:, Firm-| levcl regressmns Connections / Connection major are dummy variables equal to one if firm is connected with
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Ufuk Akcigit (University of Chicago)

Firm Performance:
Causal Inference
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Causality: RD Design

v

Causal identification of the effect of connections on growth.

> Regression discontinuity (RD) design:

» Discontinuities in local elections decided on a thin margin.

» Close races determined by a “chance” (Lee, 2008):
— random assignment of treatment.

» Compare firms connected with politicians from marginally
winning vs marginally losing parties right before the election.

v

37,005 elections at municipality, province, and regional level.

2.3K (5.7K) with 2% (5%) margin of victory.

v

Ufuk Akcigit (University of Chicago) 33




Marginal Election Counts by Provinces

» 37,005 elections at
municipality, province
and regional level;

» 23K (5.7K) with 2%
(5%) margin of
victory.

2% victory margin

Ufuk Akcigit (University of Chicago)
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Election Margin Distribtuion
Figure 8: DISTRIBUTION OF ELECTIONS BY MARGINS OF VICTORY

3 4

Fraction
04
1

o T T T T
0 2 4 .6 .8 1
Margin of victory

Margin of victory = puwinner — Ploser

Ufuk Akcigit (University of Chicago)
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Probability of Re-election

PRroBABILITY OF RE-ELECTION AGAINST THE VICTORY MARGIN

o

6 7 .8
L L L

Probability of re-election

5

T T T T
0 .05 A 15 2
Margin of victory

» Composition

Ufuk Akcigit (University of Chicago)
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RD Estimation

yiT(m) =a+ ,BWiniT(m)fl +f(marginm) + (51XiT(m) + §2Xm + (53XT) + ViT(m)

» T(m) - time of a marginal election .
> YiT(m) - outcome for firm i at T (m).

> Winp(,—1 - dummy equal to one if at T(m) — 11 is connected with a
member of a marginally winning party in the election m at T (m).

» Marginy, - victory margin: difference in vote shares btw a winner and
the runner-up.

> f(margin,,) is a third-order smooth polynomial estimated on both
sides of the threshold.

> Xit(m) Xm, X1 firm controls, time, location F.E.

Ufuk Akcigit (University of Chicago) 37




Employment Growth (within 5%, 10% Margins)

Empl Growth After Election (T — T +1,5%) Empl Growth After Election (T — T +1,10%)

E

T
-85 .08
Victory Margin

Ufuk Akcigit (University of Chicago) 38




Employment Growth (within 5%, 10% Margins)

Empl Growth After Election (T — T +1,5%) Empl Growth After Election (T — T +1,10%)

T
-85 .08
Victory Margin
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Employment Growth (within 5%, 10% Margins)

Empl Growth After Election (T — T +1,5%) Empl Growth After Election (T — T +1,10%)

T
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Employment Growth (within 5%, 10% Margins)

Empl Growth After Election (T — T +1,5%) Empl Growth After Election (T — T +1,10%)

@4 24
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0 ; - 05 05 Kl
-05 08 - ) )
Victory Margin Victory Margin
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Productivity Growth (within 5%, 10% Margins)

LP Growth After Election (T — T +1,5%)

LP Growth After Election (T — T +1, 10%)

Victory Margin

Ufuk Akcigit (University of Chicago)
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.05
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RD Validation: Pre-Trends in Firm Growth

Empl Growth Before Election (T -1 — T) LP Growth Before Election (T -1 — T)

-bs o -bs 05
Victory Margin Victory Margin

Ufuk Akcigit (University of Chicago)
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RD Validation: Balancing Test

— Panel A. Sample of 2% Victory Margin —

Dependent . Log Value Log Log Labor
variable: Log Size Added Log Assets Intangibles Productivity
Win Dummy 0.0665 0.0718 -0.000265 0.0404 -0.0636
(0.0676) (0.112) (0.120) (0.183) (0.0581)
Controls none none none none none
Observations 2,444 1,354 1,398 1,319 1,336
Dep m,dmt Log Profits Age Center North
variable:
Win Dummy -0.100 -1.242 -0.0268 -0.0120
(0.163) (0.654) (0.0194) (0.0245)
Controls none none none none
Observations 999 2,521 2,523 2,523
— Panel B. Full Specification with the Sample of 20% Victory Margin —
Dependent . Log Value . Log Log Labor
variable: Log Size Added Log Assets Intangibles Productivity
Win Dummy 0.0678 -0.0443 -0.0993 -0.143 -0.0575
(0.0849) (0.136) (0.149) (0.227) (0.0703)
Controls yes yes yes yes yes
Observations 23,790 13,127 13,505 12,700 12,986
Dep eu.dent Log Profits Age Center North
variable:
Win Dummy -0.142 -0.903 -0.00687 -0.0252
(0.203) (0.839) (0.0245) (0.0310)
Controls yes yes yes yes
Observations 9,741 24,414 24,453 24,453

Ufuk Akcigit (University of Chicago)
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Robustness and RD Validation

\4

Robustness with various margins of victory bands;

v

Pre-trends in outcomes;

\4

Balancing tests;

» 1% or 2"-order polynomial;

v

Regressions with or without controls.

v

Firm survival using RD.

Ufuk Akcigit (University of Chicago)
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Ufuk Akcigit (University of Chicago)

I11. Politicians” Facts

1. Within group
2. Within individual

43




Politician’s Compensation: Within Group

WITHIN-GROUP WAGE PREMIUM (WITHIN WHITE—COLLAR)

Hierarchical Rank Regional Rank

al

3
15
!

2
1
L

Politician's wage premium within firm, %
5
N

Politician's wage premium within firm, %

- I 1
o
o4 Male Female
Male Female
Any level [ Municipality level
[ Any rank [ High-rank | I Province level [ Region level

Notes: Wage premium — politician’s wage relative to same job collar and gender co-workers’ average wage minus one.
Figure reports premium for the white-collar workers.

Ufuk Akcigit (University of Chicago) 44




Politician’s Compensation: Within Individual

EvenTt StupY: WITHIN-WORKER WAGE PREMIUM
Berore AND AFTER BECOMING A PoLiTiCcIAN

©

4
L

Within-firm Wage Premium, %
2
L

§

Timeline

Ufuk Akcigit (University of Chicago)
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Politician’s Compensation: Within Individual

EvenTt StupY: WITHIN-WORKER WAGE PREMIUM
Berore AND AFTER BECOMING A PoLiTiCcIAN

©

4
L

Within-firm Wage Premium, %
2
L

é

Timeline

Ufuk Akcigit (University of Chicago)
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Surplus Division

» Back of the envelope calculation for the rent division:
» Politician: Estimated yearly wage premium in a firm.

» Firm: Estimated profit gain from connection.

Politicians - 20%

Firm - 80%

Ufuk Akcigit (University of Chicago) 46




Stylized Facts, Summary

1. Market leadership is associated with:
» higher politicians intensity;
» lower innovation intensity.

2. Connected firms are older.

3. Connected firms are less likely to exit.

4. Connected firms experience
» higher employment and sales growth; Causality using RD design,
» lower productivity growth.

5. Industries with more politically connected firms have

» lower entry and higher share of connected entrants;
» lower share of young firms, firm growth and productivity.

6. Politicians have significant wage premia over co-workers.

Ufuk Akcigit (University of Chicago) 47




Ufuk Akcigit (University of Chicago)

Motivating Model
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Model

» Starting point: Benchmark Schumpeterian Model

» Frictions: at each time, firms face wedges in the input market.
» Hsieh and Klenow (2009) — reduced form representation;

» Example of various employment regulations:
— form a "work council”,
— union representation,
— health & safety committee,
— benefits, hiring & firing costs,
— regulation/bureaucracy costs

» Relevant for Italy: Firms’ spending on bureaucracy is estimated
1.6% of GDP (private R&D/GDP = 0.6%).

» Political connections reduce these frictions but come at a cost.
» Start from a model where connections are “well-intended”.

» Model highlight static gains vs dynamic losses.

Ufuk Akcigit (University of Chicago)
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Static Problem 1

» Unique sectoral output (Y) is produced as:
1 |M 5 "’

> y,: quantity of vintage m € {1,.., M}.

» Different vintages are perfect substitutes after adjusting for
their quality.

» Incumbents or entrants can introduce M + 1st vintage
— yet it might not get implemented.

Ufuk Akcigit (University of Chicago)
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Static Problem 2

» Final good producer solves:
Ym

1 Mo B = M
max 1-p [Z Qmﬁym] - 2 PmYm 1)
m=1 m=1

» Monopolist j produces with the following technology

Ufuk Akcigit (University of Chicago) 51




Static Problem 3

» Regulations create “wedges” a la Hsieh and Klenow (2009).
= For each unit of input, wedge implies extra T cost.

= Political connection removes the wedge but introduces
cost of the politician w?.

» Non-connected firm:

= max {ry — (1 + T)wl} subject to (1) and (2).

» Politically connected firm:

= max {py —wl —wP} subject to (1) and (2).

wP : exogenous politician compensation (later endogenized).

Ufuk Akcigit (University of Chicago)
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Static Problem 4

If not connected If connected | Change
1-p) 17 1-8)17
Labor {((1;5” q Vs [%} q )
1 1-5 1 18
Revenue [(SJ:T%H g s [( ;’3)] g T
1+7)w w
LP =y VS Tp !

PrepictioN 1: Connections lead to higher employment, revenue and

profits BUT lower labor productivity.

Ufuk Akcigit (University of Chicago)
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Static Problem 5

1-g
» Define: II = [%] * and setp=1/2:

= 113—qr and 7f =Tlg—w

» Connect iff ¥ > 71", i.e.,

Ufuk Akcigit (University of Chicago) 54




Static Connection Decision
A

P

—WwP

Ufuk Akcigit (University of Chicago) 55




Static Connection Decision

A
P
™
|
1
01 O > q
—wP f[\ S Static cutoff
( J\ )
Y
Don’t connect Connect to lower static

production cost

Ufuk Akcigit (University of Chicago) 55




Static Connection Decision
A

> q

—wP q S Static cutoff
( Y J\ )

Don’t connect Connect to lower static
production cost

PrepIcTION 2: Large firms are more likely to get connected.
PrepicTION 3: For any given size, firms are more likely to get connected if

the industry is more requlated (T 7).
Ufuk Akcigit (University of Chicago) 55




Dynamics 1

» Introduce entry and innovation.

Ufuk Akcigit (University of Chicago)
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Dynamics 1

» Introduce entry and innovation.

» Empirical fact: Connected firms are larger and older.
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Dynamics 1

» Introduce entry and innovation.
» Empirical fact: Connected firms are larger and older.

» Ability to develop political connections takes time (getting
exposed to a network).
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Dynamics 1

» Introduce entry and innovation.
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»

Introduce entry and innovation.
Empirical fact: Connected firms are larger and older.

Ability to develop political connections takes time (getting
exposed to a network).

Two types of firms:
» type=0: unable to get connected,
» type=1: able to connect if they want to.

Entry. Connections:
Share of firms « enters as type=1.

Switch from type=0 to type=1 at a Poisson arrival rate of (.
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Dynamics 2

Endogenous Entry:

» Innovation arrival rate is p.

» Draw an innovation size A ~ F (0, 0):

ams1 = (1+A)qum.
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Dynamics 3

Entrants have better technology but are usually disadvantaged in
removing regulatory burden:

» Case 1: incumbent type=0, entrant type=0: A > 0
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Dynamics 3

Entrants have better technology but are usually disadvantaged in
removing regulatory burden:

» Case 1: incumbent type=0, entrant type=0: A > 0
» Case 2: incumbent type=1, entrant type=1: A > 0

» Case 3: incumbent type=0, entrant type=1: A > 0
» Case 4: incumbent type=1, entrant type=0:

» Subcase 1 (g < §%): incumbent — do not connect: A > 0
» Subcase 2 (9 > §%): incumbent — connect: A > A* =T

Hence, when g > 4, probability of replacement is:

p=pla+(1—a)Pr(A > A")]
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Dynamics 4

We need to solve for §*

» V_y: Firm value for g < 4
» Vy: Firm value for g > 4% when type=1
» Vo: Firm value for g > 4 when type=0
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Dynamics 4

We need to solve for §*

» V_y: Firm value for g < 4
» Vy: Firm value for g > 4% when type=1
» Vo: Firm value for g > 4 when type=0

rVo=I(1+7) "' q—pVo+{[Vi— Vo]
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Dynamics. Connection Decision

A

P
™

—wP J

Preemptive motives to connect: firms connect earlier to reduce incen-
tives of others to enter and compete.

Ufuk Akcigit (University of Chicago) 60




Dynamics. Connection Decision

A

P
1
1
0 .\ > g
—wP AS .
g~ Static cutoff
( J\ J
Y I
Don’t connect Connect to lower static

production cost

Preemptive motives to connect: firms connect earlier to reduce incen-
tives of others to enter and compete.

Ufuk Akcigit (University of Chicago) 60




Dynamics. Connection Decision

A Vi

> q

Preemptive motives to connect: firms connect earlier to reduce incen-
tives of others to enter and compete.

Ufuk Akcigit (University of Chicago) 60




Dynamics. Connection Decision

A Vi

I
I
.\

2 ¢ e
—wP ~ ~ .
w "~ Dynamic cutoff ( S Static cutoff
\ J\ J\ J
I Y I
Don’t connect Connect_to lower static Connect to lower static
production cost and to production cost
deter entry

Preemptive motives to connect: firms connect earlier to reduce incen-
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Model. Discussion

Static cut-off; Dynamic cut-off:
F=—"__ vs #= W
[ — ] H[1—<r+p>1+%
r+ p
strategic
Recall:

p=pla+(1—a)Pr(A > 1)]
PrepictioN 4: Connected incumbents are less likely to exit.

PrepictioN 5: Connected incumbents are more likely to be replaced by
connected entrants.

PrepicTiON 6: Connected industries have lower reallocation.
Ufuk Akcigit (University of Chicago)
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Model. Discussion

Static

» Gains by removing frictions in the economy. “Well-intended”
connections.

Dynamic
Two reasons for lower entry and reallocation:
1. Response to the unequal distribution (x < 1) of power;

2. Strategic anticipation by incumbents.
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Model Predictions

Rent-seeking incentives:
1. Large firms are more likely to get connected , BUT are least innovative.
2. For any given size, firms are more likely to get connected if the
industry faces bigger bureaucratic/regulatory burden.
Private returns:

3. Connections lead to higher employment, revenue and profits BUT
lower labor productivity.

4. Connected incumbents are less likely to exit.

Aggregate implications:
5. In industries with more connected incumbents, entrants are also more
connected.

6. In more connected industries: lower entry and reallocation, larger and
older firms with lower productivity, lower average growth.
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Model Extension:

Endogenous Politician Compensation
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Endogenous Politician Compensation 1/1I

» Politicians have different political power, ¢ € (0,1):
o
1+1—-¢)T

» Nash bargaining (v, politician’s bargaining power):

}177

@ (p) = agmax [V{(0) - V@ -2@)] @ @) -1 (@)

P ()
1 1

- ”W<u+u—@ﬂv+ﬁ@n‘u+ﬂv+m)+“‘””@)
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Endogenous Politician Compensation II/11

The rate of creative destruction:
p(¢) =pla+ (1 —a)Pr(A > ¢7)],

which implies p'(¢) < 0.

PrEDICTION 7: A firm that is connected to a more powerful politician
is more likely to survive.

PrepictioN 8: Politician’s compensation @ (¢) increases in his/her
political power ¢.
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Final Remarks

» New empirical findings on the relation between political
connections and number of micro and macro moments in Italy.

» A new model of firm dynamics, innovation, and political
connections.

» Future work: quantify importance for aggregate productivity
and welfare.
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The

Economist

Bought and paid for

Cosy relationships between firms and politicians
are undermining competition

© THE ECONOMIST - 3 MIN READ

The public loses when corporations cultivate EI
politicians

D3 2K 127 Comments 1.2K Shares
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The

Economist

Bought and paid for

Cosy relationships between firms and politicians

are undermining competition
g 4 IMPLICATIONS FOR THE U.S.:

Return on lobbying
investment in the U.S.
=22,000%.

Financial institutions that

© THE ECONOMIST - 3 MIN READ Ij spent more on lobbying

Th blic | hi ti Itivat . . .

politioians e corporations cutivate benefited disproportionately
_ from bank bail-outs.

0% kK 127 Comments 1.2K Shares
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Thank You...

www.ufukakcigit.com

uakcigit@uchicago.edu
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