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Abstract:
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There has been much interest in the social costsntfseeking activities by special interest groups
at least since the seminal contributions of Tulldt®67), and Krueger (1974). Mancur Olson (1982)
famously suggested that special interest groupkidmeione of the main causes of stagnation andngecl
of nations. Shleifer and Vishny (1993) argued tt@tuption, an evil twin of rent-seeking, is a destive
force in developing countries with weak public ingtons. North, Wallis, and Weingast (2006) argtieat
limiting entry and creation of rents is a salieatittire of countries with what they call ‘limitedcass
orders’. Empirically, a growing number of studiesing firm-level data documented connections between
firms and politicians, found that political conneas add to firms’ value, and identified some oé th
channels through which connections pay off (e.gccka 2006; Fisman, 2001; Faccio, Masulis, and
McConnell, 2005; Khwaja and Mian, 2005; Claessémgien, and Laeven, 2006; Goldman, Rocholl, and
So, 2006; Faccio and Parsley, 2007). Yet most igfliterature uses data on publicly listed firmdjieth
raises the issues of whether the market was fuligra of the benefits conferred by political conio,
and whether findings generalize to the whole pdmneof firms. These issues are especially impdrtan
potentially more interesting cases of countriehwitder-developed capital markets.

This paper uses a novel firm-level dataset to eg@nthe effect of political connectedness on firm
performance in Latvia. There are two reasons whiyikais a good case to investigate the impact of
political connections. First, the value of polific@nnections in Latvia is likely to be greaterrhia more
developed countries because it is a transition @ogrwith relatively weak democratic institutionshére
is substantial survey-based evidence of rent-sgekind corruption.Transparency Internationalan
international corruption watchdog, has consisterdlyked Latvia as one of the most corrupt countries
Europe® Latvia was also characterized as “high-capturgheemy in World Bank’s Business Environment
and Enterprise Performance Survey’'s (BEEPS) ran&frigtate capture” by special interest groups 2n 2
transition countries in 1999. A second importardasmn to focus on Latvia lies in the quality of the
available datal.ursoft LLG a private firm, compiles detailed data on alinfir registered in Latvia, which
allows me to identifyany firm in which a particular individual (e.g. a pidian or a donor) hasverbeen a
board member or a shareholder in 1991-2005. My loata four advantages: (i) unlike most relatedissud
which use a sample of publicly-listed firms, | draw theuniverseof all registered firms; (ii) they enable

use of objective measures of political connecti@ii), they enable me to use detailed measures ef th



strength of connection; (iv) they allow me to usenffixed effects to control for unobserved hetenogity
within the same firm over time.

The measure of connections employed in this papkowis recent work by Faccio (2006) and
others, and focuses on firms with a politician or ex-politician as a board member or a significant
shareholder. There are many ways in which politigianay confer benefits on private firms. First,ythe
may pass legislation that would result in redisttitn to specific firms, or increase entry cost®isome
industries. Or, legislators may Kill legislatiorathwould hurt specific business interests. Sectmugh
their control of the executive, politicians may mrgpublic procurement to favored firms. Third, thgh
their influence in the courts and police politiGamay selectively enforce property rights. Unfodigthy,
these actions are difficult for a researcher tceolss or measure. Therefore, following previous igsidthis
paper abstracts from the particular channels tloditiggans may use to help firms and uses a simple
measure of growth in sales to measure how helgflitiggans are to a firm. The hypothesis in thippais
that better connected firms have significantly leigbales growth.

An important concern in the study of the effectpafitical connections is endogeneity between
connectedness and firm performance. This paper ampiwo approaches to mitigate concerns about
endogeneity. First, |1 focus on frequent changeshi political strength of political parties causkey
instability of the Latvian political system. Thenere nine changes in the ruling coalition in 19902,
which provide a source of exogenous variation angtiength of firms’ political connections. Secohd,
perform matching using a set of controls that iefices assignment to the “treated” or “untreatedtigs.
Previous studies observe that connected firmsypiedly relatively large (Faccio, 2006; Faccio, $udis,
and McConnell, 2006; Ferguson and Voth, 2008)s lalso likely that the opportunities for rent seeki
differ by industries. Therefore, each connectenh fis matched to a non-connected firm of similaesiz
the same industry.

The first main result is that politicians have agg@ffect on the firms that they become conneated t
Firms that acquire politicians as their shareh@derboard members experience a drop in sales %y 40
followed by an increase in sales by 75% in theofeihg year, after controlling for firm and year dio
effects, as well as firm characteristics that vawgr time. This suggests that either (i) politiggain the

firms in distress and help with political favors,tbat (ii) politicians predate some firms in ordersecure



ownership shares or board positions. The second resilt is that changes in the strength of paditis
tend to have large effects on the performance rofisfi performance improves in the year following
politician joining the ruling coalition, and deterates substantially in the year when politiciaavies the
ruling coalition. However, these results are ndiusi to alternative specifications because of iredbt
small number of firms that experienced such eveht®e third main result is that this paper finds no
evidence that ex-politicians matter to the perfaroeaof firms. Fourth, this paper does not findistaglly
significant effect of the businessmen becomingtipédins.

This paper contributes to a growing literature thsgs micro-level datasets to study the effects of
rent-seeking on firm-level outcomes. Hellman, Joreesd Kaufmann (2000) use survey of firms in 22
transition countries to identify ‘captor’ firms, wdi are engaged in ‘state capture’ activities. Tfieg that
the sales of those captor firms grow at substaytiédiher rates, especially in ‘high-capture’ emviments.
Fisman (2001) finds that politically dependent frim Indonesia lost more of their market valuehia t
events when President Suharto’s health deteriardisthg measures of special favors granted to large
firms by Russia’s regional legislatures Slinko, Walev, and Zhuravskaya (2005) find that politically
powerful firms perform better.

An increasing number of studies in this literatprexy rent-seeking by “political connections”,
typically defined as having a politician on a fisrboard, or among shareholders, or making a campaig
contribution. Faccio (2006) finds evidence thatitpl connections have an effect on corporate eaifi
publicly-listed firms in 47 countries. Khwaja andavl (2005) using loan-level data from Pakistan timak
politically connected firms enjoy exclusive borrowiprivileges from government-owned banks. Faccio,
Masulis, and McConnell (2006) find that connectath$ are more likely to be bailed out. Faccio and
Parsley (2007) use an unanticipated effect — atigaln’'s death, to document the value of political
connectedness. Goldman, Rocholl, and So (2006) tivad the market value of S&P500 companies
connected to the Republican Party increased inorespto Republicans’ victory in the 2000 Presid#nti
Election. However, Fisman et al (2007) using ewtatly methodology finds that news of political torés
of U.S. Vice-President Dick Cheney had no effectreturns of companies with board linkages to Dick

Cheney. Finally, Ferguson and Voth (2008) trac&ipal connections of German firms to the Nazi pant



early 1933 and find that connected firms experidngausually high returns following the ascensionhaf
Nazis to power.

The paper is organized as follows. The next sed&stribes the Latvian political system. Section 2
outlines hypotheses, measurement, and economettivonology. Section 3 describes the data. Sedtion

provides a discussion of the results. Section &lcales.

[. OVERVIEW OF LATVIA'S POLITICAL SYSTEM

Latvia is one of transition’s success stories: xa®eviet republic, it joined European Union in 2004
and is now one of Europe’s fastest growing econsmiinlike the United States, it is a parliamentary
republic with executive power concentrated in tlabi@et of Ministers, headed by the Prime MinisTdre
Parliament $aeimd has 100 members, elected for a four year terrprbportional representation with a
5% threshold. Locally, Latvia elects municipal coils consisting of 7 to 60 members, depending @n th
size of the municipality, also by proportional regpentation for a four year term. Another important
difference between the two countries is that wretes. has a two-party system, Latvia has abowrsev
significant political parties. Coalition politics iimportant in Latvia because parliamentarian nitgjor
chooses members of the Cabinet of Ministers.

Proportional system of representation and the tartmes of transition period produced substantial
instability in the political system, especiallytire 1990s. Since restoration of independence i 9@ up
to 2005 there were 12 changes in the ruling coalitiOn average during the period a ruling coalition
consisted of four parties and its average life etquecy was about 500 days. Changes in the composifi
the ruling coalition in 1995-2006 are summarized able 1.

There are two more features of Latvian politics thvaroting. First, anecdotal evidence suggests that
some of the largest political parties are closslyogiated with influential businessmen and thdiliated
businesses. Thus, thiReople’s Partyis associated with Andris Skele, who is rumoreddatrol much of
the food industrylUnion of Greens and Farmeis often associated with Aivars Lembergs, a tyctrom
the port city of Ventspils, who has a substantiaks in the transport sectdtirst Party is linked to Ainars

Slesers, a businessman with interests in wholesaleretail trade. Second, Latvia has a sizableiRus



speaking minority and much of voting takes plaamglthe ethnic lines. To this date, parties thptegent
interests of Russian-speaking voteF$HIRUL in 2002 elections) have never been admitted intaliag
coalition.

[Table 1 about here]

During most of the post-Soviet period politiciantsete were very few legal restrictions on
politicians’ involvement with private businesses.the early 1990s this matter had not been regllate
all. The 1995 Corruption Prevention Act prohibitedPs to receive remuneration from private sectos job
but allowed them to be shareholders and board menib@rivate companies. Only in April 2002 the new
law on prevention of conflict of interests barredP#1from holding any board member positions in the
private sector. However, in 1996-2005 the law aldwMPs to be shareholders of private companies,
unless those companies were registered in off-samras. Changes in legislation passed in 2002 darre
ministers from owning shares in private companiesat tstood to benefit from public procurement.

However, this restriction was not extended to MR 2007.

. METHODOLOGY

This section discusses the specific hypothesesdéstthis paper, the construction of measures of
the strength of political connections, and the ecoetric methodology used to explain variation ie th
performance of firms.

If political connections benefit individual firmsebause of favors from politicians, performance of
firms (i.e. sales or profits) should increase ie fears when the firm is politically connected.the
connection is to an individual politician, changesperformance can be expected in the year when
connection is established and when the politicangjth (and the ability to grant favors) of theifabn
changes as a result of him becoming part of tHaguoalition, or leaving the Parliament. Similarifythe
connection is to an ex-politician, performance barexpected to increase in years when the ex-galits
party is in the ruling coalition.

This paper does not examine the specific chanmetsugh which political connections pay off.

Firms may benefit because of legislation that canfaonopoly power by limiting entry, through better



chances to win government contracts, or througtefasack through the government bureaucracy. It is
hypothesized that political connectedness buys réavfoom politicians, which are reflected in the
performance of connected firms. It is thereforeested that the performance of politically connedteds
increases in the years when the connection iseatifter the elections in case of contribution&tiee to

the control group of not connected firms.

Based on this discussion a number of empirical thgses are developed. The first hypothesis is
that firms connected to politicians are more likedyreceive firm-specific political favors, whicmprove
performance of these firms. Specifically, the PAOMNS hypothesis is: Using connections to poldits
and ex-politicians as a proxy for political conreslrtess, better connected firms have significarglyeb
performance. Second, | formulate the COALITION s$uipothesis because politicians in the ruling
coalition are expected to be better able to propiléical favors: Using connections to politiciafiem the
ruling coalition as a proxy for political conneci®y better connected firms have significantly bette
performance. A version of the above hypothesistedldo ex-politicians is: Using connections to ex-
politicians when their party is in the ruling cai@h as a proxy for political connections, bettencected
firms have significantly better performance.

Importantly, the COALITION hypothesis helps to itién whether there is a causal link from
connections to firm performance, thereby allevgtioncerns about endogeneity. In case of connectmn
politicians, it can be argued that there is revaraesality because politicians may choose to &elir t
services to high-performing (or under-performiniging. However, changes in the ruling coalition @us
exogenoushifts in the strength of politiciardreadyconnected to a firm.

To test these hypotheses, a novel dataset is ootetr by matching the data on politicians to
financial data in thd.ursoft database of the Business Registry. | argue theatatm of connections to
politicians is to acquire political influence anecare economic rents. Then, | construct a numbsinaple
proxies for the strength of political connections.

My first measure is simply whether a firm has atman (Member of Parliament or a minister) as a
board member or a significant shareholder (holdihf% of shares). A related measure is whether an ex
politician is a board member or a significant shatder. A politician (or an ex-politician) will havgreater

incentives to provide firm-specific favors if heastls to gain from them directly. My second meassire



whether a connected politician is in the rulinglitwa. A related measure is whether the party traex-
politician was last affiliated with is in the ruircoalition. A politician is likely to be in a bettposition to
provide firm-specific favor if he is in the rulingoalition, because the coalition controls the ekigeu
power. Similarly, an ex-politician’s influence ikély to increase if his cronies are in the rulcwglition. |
also construct a number of measures of connectedsfitransitions into different stages of political
connection: making first connection to a politigianaking first connection to an ex-politician, atfis
board member or shareholder becoming a politicnnected politician becoming an ex-politician,
connected politician moving in and out of the rglicoalition, and ex-politician’s party moving indaput

of the ruling coalition.

For my dependent variables, | use a firm's totédsand growth in sales, both measured in natural
logarithms. | choose a firm’'s sales as my main préor performance because of its reliability and
simplicity as compared with other proxies. Measgriperformance in a transition economy is tricky
because of widespread tax evasion. Thus, accouptiofis are likely to be under-estimated because o
underreporting. Measures of productivity are ateccurate because many companies (nearly a thinyin
sample) do not report number of employees. Moreowederreporting of the number of employees is
likely to be correlated with performance becausmdi with large sales and small number of employees
may be afraid of attracting attention of the tathaduties.

| begin by estimating the following regression miode

Y= B tye+u + g (1)
wherey, is the log of sales growth rate of firimaveraged over timeg; is a vector of firm-level control
variables averaged over timg;is a dummy variable for politically connected fam; is the industry fixed
effect, and; is the error term. This approach avoids seriatetation in the data and reduces measurement
error concerns. Model (1) uses cross-sectional @ada therefore, raises concerns of omitted vazibids
because political connections could be correlatétl wnobserved factors such as managerial ability.
address this concern | estimate the following regjm model using panel data:

Yie = Bxie +¥Zie + a; + 0, + & (2)
wherey;, is the log of firmi sales in yeat; x;; is a vector of firm-level control variables; is a vector of

firm-level measures of political connectednessis a firm fixed effect; and, is a year fixed effect. This



model is estimated using OLS with firm and yearfixeffects and heteroskedasticity-consistent robust
standard errors clustered at the firm level. Byluding firm fixed effect | mitigate an omitted vakles
problem.

In addition, | analyze the impact of changes indtrength of political connections by estimating th
following model:

Yie = BXie + NoWie + MmWip—1 + AoDie + MaPie—q T a; + 60, + & )
wherey;, is log growth rate of firni sales in yeat; x;, is a vector of first differences of firm-level dool
variables;w;; is a vector of firm-level events that increase #tieength of political connections (e.qg.
politician joining the firm, politician getting iontthe ruling coalition); p;; is a vector of firm-level events
that reduce the strength of political connectiap;is a firm fixed effect; and, is a year fixed effect.
Specification (3) eliminates firm-specific growtlend. | also include one year lag of each everatltw
for lasting effects of changes in the strengthdlitigal connections. | estimate this model using30with
firm and year fixed effects, and heteroskedasticitgsistent robust standard errors clustered afititme
level.

The POLITICIANS hypothesis predicts that the cagdfinty for political connections measures in
Models (1) and (2) is positive and statisticallydatonomically significant. The COALITION hypothsgsi
predicts that the coefficientg, andn, in Model (3) are positive and statistically andomamically
significant, whereas the coefficieritg andA, are negative and statistically significant.

The following control variables are included: lo§ total assets (proxy for firm size), long-term
leverage (proxy for access to capital), and dummagable for whether the firm was registered in the
capital city of Riga (proxy for accessibility of lfical connections). | also include dummy variabfer the
first and last years of a firm’'s operations to agtofor the possibility that the firm could haveebe

operating for less than full year in those years.

Ill. Data and Summary Statistics
This section describes the sources of the dataptbeess of matching firms to politicians and

donors, matching of connected firms to their matigheers, and provides some descriptive statistics.



a. Sources of the data

| construct a new dataset of politically connecfieghs from two sources of data. First, there are
Business Registry data on all registered firms @tvla, their owners and board members in 1991-2005.
Second, | use data on members of parliament anésteris in 1991-2005. Each of the data sources is
briefly described below.

Firm-level data are provided hyursoft Inc. (www.lursoft.lv), a private firm which operat@nline
electronic database of the Business Registry, défailed information on all firms registered in \at
Data on firms’ shareholders and board members zadahle for 1991-2005, whereas annual data on
balance sheets and profit/loss accounts are alaibeiy for 1996-2005.

The data on members of parliament (MP) in 1991-285 obtained from the official website of
Latvia's Parliamentyww.saeima.ly. For each MP | know first and last names, yeabidah, and party
affiliation. As the Cabinet of Ministers is usuafiyrmed from MPs, | also collect data on any minist
appointments that MPs had during his political eareas well as on ministers who were not in the

Parliament. There were a total of 527 individualdddd ministers in 1991-2005.

b. Matching firms to politicians

| say that a firm is “politically connected” if or&f the company’s large shareholders (defined as
controlling at least 10 percent of a company’s efpor board members is: (1) a member of parlianzent
(2) a minister. This definition of connectednessiisilar to what is used in the literature (e.gcéta, 2005;
Faccio, Masulis, and McConnell, 2005; Khwaja an&mMi2005). | am able to match politicians to firass
my firm-level data contains information on the itées of shareholders and board members. For any
registered firm thd_ursoft database contains the names and personal codasarmgholders and board
members. Using this information | match politiciatiata to firm-level data. Matching is done using a
carefully developed algorithm that identifies pickdly-connected firms.

A firm is matchedwhenevera politician was a large shareholder or a boarchbes in 1991-2005.
Banks, government-owned firms, and non-profit orgations are excluded. Since a politically connécte

firm may own other firm(s), | also identify compasiin which politicians or donors have shares thinou
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other companie¥.Matching is done very accurately because firmiled@a contains information on
shareholders’ and board members first names, lastes, and eleven-digggersonal codeswhich are
functionally similar to social security numbersuhS. The first six digits of a personal code represa
person’s date, month, and year of birth. Data ors lefbhtain politicians’ first and last name, as vesllyear

of birth, resulting in two digits of the personadde. Given that there is less information about MPs
personal codes, there is a small chance of matctong wrong firm. However, matching firms to
politicians is still more accurate compared to famstudies, which mostly used information on pcitins’
names.

I now describe the results of matching firms toitmmans. 302 politicians (out of a total of 527)
were matched to 1054 unique firms. After removiiign$é that were never economically active (i.e. non-
zero sales), firms that were not active in the yadrbeing connected to politicians, and firms tvate
connected with future politicians well before thpuolitical career, | am left with 638 firms connedtto

259 politicians and ex-politicians.

c. Matching to non-connected firms

For every connected firm, a match is sought inwhele universe of registered firmmsxceptfirms
that were already identified as politically conregtt A necessary eligibility condition is that atqrial
match must be active in the years that a conndistadvas active. Matching is done in the year pdicg
the establishment of political connection. Hencdifol define political connection to a politicianr(ex-
politician) to exist in a particular year if the lppcian was a board member or a shareholder i tha
particular year and the firms was economicallyvectin the case the firm is connected to more thaa
politician | use the earliest connection. For eashnected firm, a match is identified among all finms
meeting eligibility requirements (not connectediivecin the period, same industry) using the ndares
neighbor matching in terms of assets. Another rergscondition is that the difference between asskt
the connected firms and it matched peer shouleeroted 40% of the assets of connected firm. Sizleeof
caliper is the same as used in a study by Faccasuls, and McConnell (2006). Matching is donehwitt

replacement. When identifying all potential matcirethe same industry | begin with the primary 4idi
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NACE classification, assigned by the Latvian Cdn8tatistical Bureau. If no company satisfies these
criteria, the process is repeated at 3-digit NA&f] then at 2-digit NACE.

I now report the results of matching connected dirta their peers. After removing firms with
missing industry classification, 616 firms connecte politicians were submitted for matching an® &6
them were successfully matched to their peers. Btzimcould be found for 56 (typically very largapfs
that would satisfy all the criteria. Of those firthst were successfully matched, 486 firms werecheat at
four digit NACE level, 29 firms at three digit ldyand 44 firms at two digit level. Matched firmpeyate
in a variety of industries, with the most populativties being “other business” (14% of all firmsjeal
estate activities” (9%), “wholesale trade” (7%), dmufacture of food products and beverages” (7%, an

“retail trade” (6%).

d. Descriptive Statistics

In this section | report descriptive statistics fbe datasets on politicians and donors, as veell a
their respective control groups of matched firmabl€ 2 provides the definitions and the sourcethef
variables used in this paper.

[Table 2 about here]

Table 3 compares selected financial characterigtcsfirms connected to politicians and their
matched peers in the year of matching. The tabtevshthat, in terms of assets, firms connected to
politicians have very similar size as comparedch&rtmatched peers. Interestingly, Table 3 alsacatds
that the distribution of sales for connected finmskewed to the right, as compared with their medc
peers. Another interesting fact is that connectedsf have lower profits and somewhat lower leverage
None of the differences are statistically significdhowever.

[Table 3 about here]

Table 4 shows basic structure of the data on 58dsficonnected to politicians and summarizes
changes in the strength of connection. This isreepalthough an unbalanced one, with a maximurgtten
of ten years. Politicians, on average, are condectenore than one firm. There are 286 unique ip@its
(and ex-politicians) in the data. Most of connetsi@re when ex-politicians become shareholdersardo

members, connection with an acting politician, obusinessmen becoming politician are less frequent
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events. Changes in the strength of already exisfialifical connection affected by changes in the
government are relatively rare: there are only @%es when the party of connected politician johes t
ruling coalition and only 11 cases when the paftgannected politician leaves the ruling coalitidinis
possible that acting politicians attempt to condkealr connections to companies by selling thearsh to
relatives, or hiding behind off-shore companiessé&bing such connections is difficult for a reséarc
However, to address this concern | construct adsmoaneasure of connections by including what | call
‘conspiracy’ connections. | define conspiracy catitms to exist when politician abandons the comgpan
right before the election, or at any point durinig Ipolitical career. Using this broader measure of
connectedness, | identify more events when changdke ruling coalition affect the strength of the
existing connection: 46 cases when the politic@ng the ruling coalition and 28 cases when hedsdhe
ruling coalition.

[Table 4 about here]

Table 5 presents means and medians for firms coehée politicians and their matched peers, and
tests for differences in means. Mean growth rafesates of connected firms are nearly twice as kigh
compared with their matched peers, but it is natistically significant. Given that there are magreme
growth rates, | windsorize growth of sales by reingvthe top and bottom 1% of the distribution.
Windsorized growth rate of connected firms is saisally higher as compared with matched firms, and
the difference is statistically significant at a 9e&wel. | also note that the return on assets (ROR)
connected firms is very small as compared withrtiheatched peers, and the difference is statisgicall
significant at a 1% level. There is no statistigaignificant difference in total sales, total asseand
leverage between connected and matched firms. Thes is evidence that connected firms have higher
growth rates of sales, but lower reported profitgbiBecause the distribution of the growth ratésales
has many extreme values | use difference in th@tagles (log growth rates) in the estimations.

[Table 5 about here]
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IV. EMPIRICAL RESULTS

In this section | provide results of my empiricabéysis. Table 6, Panel A presents between effects
regressions for the POLITICIANS hypothesis thaimBr connected to politicians perform better as
compared with their matched peers. The dependeiatbla is log of growth in sales. My pooled saniole
1996-2005 data contains 5608 observations for 1fi@®s. For all the regressions | report
heteroskedasticity-consistent standard errors ciuefor clustering at the firm level. In additicsymmy
variables for the first and last years of operatiomincluded in each regression, but not reported.

Regression (1) does not confirm the POLITICIANS diyresis by showing a somewhat negative but
not statistically significant coefficient of -0.02fbr having politically connected board member or
shareholder. In regression (2) | control for todalsets (size), measured in logs, leverage, andj bein
registered in Riga. In regressions (3) and (436 @dd industry fixed effect, on the 2 digit andigdit levels
of aggregation, respectively. In all the regressitire coefficient for connected firms does not ¢jeaim
magnitude and remains statistically insignificdntregression (5) | use a more balanced panel atitbast
7 years of data for each firm and replicate theiltesof regression (4). The coefficient of inter@st
regression (5) is 0.002 and it is not statisticalfynificant.

Next, in Table 6, Panel B, | use firm fixed effe@ad split my general measure of political
connections to distinguish whether the firm is aagted to a politician or an ex-politician. My defdent
variable now is log of firm's gross sales. Regrass{1l) shows that the coefficient on connection to
politician is -0.01 and not significant. The coeifint on connection to ex-politician is 0.21 andsit
significant at the 5% level. In regression (2) htrol for size, measured in log of total assetsl laverage.
This results in the coefficient on connection tepaitician dropping to 0.009 and losing significan This
suggests that ex-politicians are connected to tdfigas, and do not explain much of the firm’s gitbw
once size is controlled for. Further, inclusion adntrols decreases the coefficient on connection to
politician becomes more negative. In regressionl @ld year fixed effects but this does not chatige
results in a substantial way. Thus, my main ressfltsfar do not lend empirical support to the
POLITICIANS hypothesis. In regressions (4) to (g$t COALITION hypothesis, i.e. whether politician

in the ruling coalition matter more than oppositjaliticians. In regression (4) | use interactienns of
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connection to politician with whether politician svin the ruling coalition. In case of connectioneto
politician, the interaction term is with a dummy whether ex-politician’s last party is in the rgin
coalition. The coefficients on both interactionnisrare positive, which is consistent with the CORION
hypothesis but not statistically significant. Ir@stingly, the coefficient on connection to poliici
increases in magnitude to -0.25 and becomes gtatigtsignificant at the 10% level. Connection kven
opposition politician implies a decrease in salgs22.4%. The sum of the connection to politician
coefficient with its interaction with ruling codbih is -0.059 and it is not statistically signifita
Coefficients on connection to an ex-politician @nteraction with the ruling coalition have the pos
signs, confirming my hypotheses, but are not giedilty significant.

[Table 6 about here]

In regression (5) | subject my main result to aembetailed analysis by using alternative measure of
political connection to politician. In my standafdonnection to politician” variables | include all
‘conspiracy’ connections to acting politicians. Anspiracy connection occurs when a politician (i)
abandoned the company a year before becoming thigipa, or (ii) abandoned the company at any poin
during his political career. This makes the maisuteless susceptible to the critique that politis may
conceal their connections to companies (e.g. blirigé their shares to a relative) in years whemyh
provide political favors to these companies. Nehadss, the regression shows that the resultsaegely
similar in magnitude: the coefficient on connectien-0.19 but not statistically significant, andeth
coefficient on interaction term is 0.21 and sigeafit at the 10% level. In regression (7) | subjegtresults
regarding connections to politicians to furthertddsy using another alternative measure of thengtheof
connection. Instead of using the ruling coalitioanony in the interaction term, | use more detailed
measures of (i) number of days in the ruling caaliin the year, and (ii) number of days as a nmig
the year. When including these two alternative mess of the strength of connection, | find a negati
effect of connection to an opposition politiciardgpositive effect for the interaction term with thember
of days in the ruling coalition. Interaction witlimber of days as a minister is not significantdal world
or statistical sense.

In regression (7) | use a more balanced samplenblyding only firms with at least 7 years of

observations and replicate the results of Regresp The main drawback of using a more balanced
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sample is the sharp fall in the number of obseowatifrom 6774 to 4263. The coefficient of the iat#ion
of connection with the ruling coalition falls toOd9 and loses statistical significance. In regms$B) |
exclude all firms that were connected to more thia@ politician and replicate the results of regmsb).
This makes the coefficient on connection to politicmore negative and statistically significanthes 5%
level, and the coefficient on the interaction tefalls and becomes insignificant. Interestingly, the
coefficients on connection to ex-politician andiitgeraction with ruling coalition also fall shayplThis
suggests that my main results for the effect of nhleng coalition are driven by companies that are
connected to more than one politician or ex-paétic

Taken together, the results in Table 6 do not conthe POLITICIANS hypothesis but provide
some support for the COALITION hypothesis. Moreowee results imply that connection to opposition
politicians has the effect of decreasing total salehich is mitigated if the politician is in theling
coalition. One way to interpret these results alitical connections are endogenous to the perdoice of
firms. If politicians boost performance of firmsytbfirms invite politicians when they experiencd fa
performance, or, alternatively, if politicians afftheir ‘services’ to firms in trouble, then regsem of
performance on connections will suffer from the wdieneous causality bias and the coefficient on
connections will be underestimated. The above tesale broadly consistent with the hypothesis of
simultaneous causality. Furthermore, in some untegaegressions | break down the connection dummy
into a set of dummies indicating the year of cotioec | find that the negative effect is the biggesthe
first year of connection and then falls sharplyjahhis also consistent with the story that polédits help
ailing firms.

To mitigate the endogeneity issues | use even metailed measures of political connections and
investigate the effect of changes in the strendtth® connections. First, | analyze whether estabtient
of political connection is the result of (i) potitan joining the firm, (ii) ex-politician joininghie firm, or
(i) businessman becoming politician. The mainrseuwf changes in the strength of existing conoeds
provided by relatively frequent changes in thenglcoalition, which are exogenous to the perforreanfc
connected firms. | construct dummy variables fag tkears in which politician’s party joins the rgin
coalition, and leaves the ruling coalition. For ptitician, similar measures are constructed far ldmst

party he was affiliated with. In addition | consttla dummy variable for the year when politiciaaves
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the parliament. The estimation results are repdriebable 7. The dependent variable is log of gloimt
sales. Firm fixed effects are included in all regien. For all the regressions | report heteroshtaxity-
consistent standard errors corrected for clusteginthe firm level. In addition, dummy variables the
first and last years of operation are included asheregression, but not reported. An advantagénisf t
specification is that it removes firm-specific laregrowth rates.

Regression (1) shows that businessman becomingicigii has a positive, but not statistically
significant effect. The coefficient on politicianifing the firm is -0.44 but not statistically sificant,
whereas the coefficient on ex-politician joiningetfirm is 0.006 and not statistically significafdthe
coefficient on the politician leaving the parlianhés positive but not significant. Changes in thding
coalition provide mixed evidence. On the one hamthe year when politician joins the ruling coalit the
estimated effect is negative, but not statisticalnificant. On the other hand, in the year whelitigian
moves from the ruling coalition to opposition treefficient is -0.45 and statistically significaritthe 10%
level. The coefficient for the year when ex-poldits party moves to the ruling coalition is someaivh
positive, and coefficient for the year when he gae®pposition is negative, but neither is stataty
significant. In regressions (2) | add controls $iwe and leverage, and in regression (3) | add fjred
effects. This results in the following changesha tnain results. First, the coefficient on polditijoining
the firm increases in magnitude and becomes wesghjificant at the 10% level. Second, the coeffitie
on politician going from ruling coalition to opptish decreases in magnitude and loses statistical
significance. Third, the coefficient on ex-poliaa’'s party joining the ruling coalition becomes aige
but not statistically significant.

[Table 7 about here]

Next, in regression (4) | allow changes in the rgjte of connections to have lasting effects on
performance by including one year lags for all tregiables of interest. This further strengthens the
evidence of the effect of political connectionsfom performance. First, although the coefficiemt the
politician joining the firm remains negative butl§ain magnitude to -0.52, the coefficient on tlagded
effect is 0.55, and statistically significant aé th% level. This implies that the firm’'s growthedtlls by
some 40% in the year when politician joins, buntivecreases by 75% in the following year. Secohd, t

coefficient on ex-politician joining the firm isightly negative and small, but the coefficient be tagged
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effect is 0.16. Although neither estimate is statidly significant, this implies a large increasethe
growth rates of sales by 17% in the following ye#hrird, the coefficient on the lagged effect ofipolan
becoming ex-politician is 0.17 and statisticallgrficant at the 10% level of significance, implgit8.5%
increase in the growth rate.

Then, | further refine my analysis. In regressiqd$ and (6) | use alternative measures of
connections that include ‘conspiracy’ connectiofise advantage of including conspiracy connectians i
that the number of transitions to and from thengilcoalition in the sample is increased. In regoesés) |
replicate the results in regression (3), and imgsgjon (6) | replicate the results of regressiyn This does
not change the main results substantially excepivtoen politician leaves the parliament or minister
post. This coefficient drops substantially and thgged effect ceases to be statistically significan
conclude that politicians may have terminated @ficonnection shortly before providing politicavirs
to the firm. Further, as in Table 6, | subject regults to robustness check using a more balancedisa
and excluding firms with connections to multiplelificians. Thus, regressions (7) and (8) replicdte
results in Regression (4) with more balanced samaptefirms with a single connection, respectivéallye
main results largely survive both of these robusdrahecks.

The above results raise the question of why doeditin’s sales growth drops sharply in the year
when the politician joins, and then increases suttistlly in the following year. One explanationtisat
joining of the politician is correlated with broadshanges in the ownership and/or board structuhich
may have an adverse effect of its own, followedayecovery once things return to normal. In an
additional robustness check we identified all cagken politician joins the firm and this coincidegh
substantial changes in the board or ownership csitipo. In a number of unreported regressions we
controlled for these changes but the main resutt®wot changed. A second explanation is that\arse
causality. Firms seek political connections in lyadrs, and political favors help firms to recovrthird
explanation is that politicians may target certibms with regulation (or excessive attention ofvla
enforcement agencies) in order to secure ownes$tapes or management positions in these firms.

In total, the results in Tables 6 and 7 provide edixevidence for the POLITICIANS and
COALITION hypothesis. Having politician or ex-patitan on board or among shareholders as such does

not correlate strongly with firm performance in skoyears. However, the results point to simultaseou
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causality between political connections and perfotoe. Moreover, my results suggest that politicians
either join the firms when those are not doing virelthe marketplace, or target some firms with Hatm
regulation to grab shares or management positibins.results also suggest that politicians conduwait t
connection to the company before making politiealois. Sorting out the causality between connestion
and performance using changes in the ruling coalis difficult because only a relatively small ripen of
firms were affected. When politician goes to theagtion, there is a large negative effect implyaimput
34% drop in the growth of sales, but it is notistagally significant in many specifications. Oretlother
hand, politician going to the ruling opposition resegative contemporaneous effect and positivgeldg
effect, implying a drop in the sales growth by 1386d the following year increase by 17%. Neither
coefficient is statistically significant in any spcation.

Moreover, there is no evidence that connectiorxtpditicians affects firm performance. This may
suggest that ex-politicians receive board positimnshares in the company as rewards for prioriceto

business interests.

CONCLUSIONS

This paper addresses the question whether politoahections translate into better company
performance. It investigates firm-level connectidaspoliticians and ex-politicians using unique adast
that draws on the universe of all registered firmkatvia. The paper focuses on the effects of gkarin
the strength of political connections on the perfance of connected firms.

Using a measure of connectedness based on haw)ppliEcians as board members or shareholder,
the paper derives three main results. First, timesfiexperience a plunge in sales in the year whéticman
joins, followed by a sharp recovery in the follogigears. This suggests that politicians join thedi in
distress and help with political favors. An altaim@ explanation, however, is that politicians uke
opposite of favors to secure ownership or managemesitions at the firm. Second, there is no robust
evidence that changes in the strength of politocainection caused by changes in the ruling coaliiave
effect on performance of connected firms. Thirdind no evidence that ex-politicians matter to the

performance of firms.
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It should be noted that my main measure of politicanections may underestimate the number of
politically connected firms. For example, previatigdies pointed to the importance of connectionsuih
relatives and friends (e.g. Faccio, 2006) and tleseme evidence that these types of connecti@nalso
pervasive in Latvia. However, such connectionshael to pinpoint accurately, because of lack dabdé

information on relatives of the politicians.
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Table 1: Ruling coalition in 1996-2005

21-Dec-95 13-Feb-97 7-Aug-97 26-Nov-98 16-Jul-99 5-May-00 7-Nov-02 9-Mar-04 2-Dec-04
to 13-Feb-97  to 7-Aug-97 to 26-Nov-98 to 16-Jul-99  to 2-May-00 to 7-Nov-02 to 9-Mar-04 to 2-Dec-04 to 7-Nov-06
Union of
For Fatherland Greens and
Latvian Way*  Latvian Way* and Freedom*  Latvian Way*  People's Party* Latviaayv  New Era* Farmers* People's Party*
Union of Union of
Greens and Greens and For Fatherland For Fatherland For Fatherland Latvia's First  Latvia's First  Latvia's First
Farmers Farmers Latvian Way and Freedom and Freedom and Freedom Party Party Party
Latvian Latvian
Christian Christian Union of
For Fatherland For Fatherland Democratic Democratic Greens and
and Freedom and Freedom Union Union Latvian Way People's Party Farmers New Era New Era
Latvian Latvian
National National Union of
Independence Independence Latvian For Fatherland Greens and
Movement Movement Farmers' Union New Party New Party New Era and Freedom People's Party Farmers
Democratic Democratic Democratic
Party Party Party
'Saimnieks' 'Saimnieks' 'Saimnieks'
Latvia's Unity
party

Note: This table reports the political parties vwhimade up the ruling coalition in the Latvian Rarient in 1996-2005 period. The party with an * hetine

Minister’s office.
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Table 2: Definition of variables

Variable Description Source

Connection to politician Dummy variable equal tid (f) a Member of Parliament or (ii) a ministerasmajor shareholder (with >10% of L
shares) or a board member of an active company.

Connection to ex-politician Dummy variable equaltd an ex-politician is a major shareholder (with0% of shares) or a board member of an L
active company.

Ruling coalition Dummy variable equal to 1 if paditin is (i) a Member of Parliament in the partyiebhis in the ruling coalition, or S
(i) a minister. An ex-politician is ‘in the rulingoalition’ if the last party that he was affilidtavith is in the ruling
coalition.

Number of days in ruling Number of days that a politician was an MP in thieng coalition in a year. S

coalition

Number of days as minister Number of days thatip@h served as a minister in a year. S

Businessman becomes politician Dummy variable emualif a major shareholder (with >10% of sha@sy board member of an active company L
became (i) a Member of Parliament or (ii) a ministethis year.

Politician joins a firm Dummy variable equal toriithe year when (i) a Member of Parliament orgiipinister first became a major L
shareholder (with >10% of shares) or a board mermban active company.

Ex-politician joins a firm Dummy variable equal1dn the year when an ex-politician first becamgamshareholder (with >10% of shares) L
or a board member of an active company.

Politician becomes an ex- Dummy variable equal to 1 in the year when a mmiditi quits from (i) a Parliament or (ii) leaves mister position. S

politician

Politician moves from opposition Dummy variable equal to 1 in the year when a pmiditi's party (i) joins the ruling coalition or (pplitician S

to the ruling coalition

switches party to the one in a current ruling camadi
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Politician moves from ruling
coalition to opposition
Ex-politician’s party moves from
opposition to ruling coalition
Ex-politician’s party moves from
ruling coalition to opposition
Total assets

Total sales

Growth in sales

ROA

Leverage

Registered in Riga

Dummy variable equal to 1 in the year when a pmiditi's party (i) leaves the ruling coalition o) ¢iblitician
switches party to the one not in the ruling coatiti

Dummy variable equal to 1 in the year when an dikipian's party joins the ruling coalition.

Dummy variable equal to 1 in the year when an diipian's party leaves the ruling coalition.

Total assets of the firm at the entlefear in thousands of 2000 Latvian lats.

Total sales of the firm at the enchefytear in thousands of 2000 Latvian lats.

Sales in this year less salesdapthvious year, divided by sales in the previcery
Net profits after taxes divided by total asgetes 100, obtained from the company’s financglart

Ratio of long-term debt divided by todets, obtained from the company’s financial repotthousands of 2000
Latvian lats.

Dummy variable equal to 1 & dompany was registered in Riga in 2006.

Note: This table reports the variables used in egyession analyses and their description. Datacesward_ursoft LLC(L) - a copy of the Registry of

Enterprises of Latvia, anflaeima web-pagé) - the official homepage of the Parliament afia.
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Table 3: Selected financial data for connectedgiemd their matched peers in the year of matching

Connected firms Matched firms T-test
Mean Median Mean Median P-value

Total assets (thous. LVL) 847 90 845 95 0.99

Total sales (thous. LVL) 1,161 88 982 110 0.39
ROA (%) -7.08 0.57 -1.06 2.78 0.27
Leverage (%) 20.11 0 23.81 0 0.53

Note: This table reports means and medians of teeldmancial characteristics for politically-cormted firms and their matched peers at years of mregc
Year of matching is the year preceding first poditiconnection or the year of political connectitinis was the first year of the data. ROA are metfits after
taxes divided by total assets times 100 from thapany’s financial report. Leverage is long-term tdéivided by total assets times 100 from the comgjzan
financial report. Amounts are in 2000 Latvian I@EVL =~ 23$). P-values are for the difference in means.
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Table 4: Data description

No. of years (maximum) 10
No. of unique firms 554
No. of unique (ex)politicians 259
No of firm-year observations 3,496
Regular With ‘conspiracies’
definition

No. of events when businessman becomes a politician 75
No. of events when politician joins a firm 47
No. of events when ex-politician joins a firm 231
No. of events when politician leaves the Parliament 58 97
No. of events when politician joins the ruling doah 21 46
No. of events when politician leaves the rulinglitimen 11 28
No. of events when ex-politician’s party joins tliéing coalition 43
No. of events when ex-politician’s party leaves thleng coalition 39

Mean Min Max
No. of firms connected to a politician in a year 52 40 81
No. of firms connected to a politician from theingl coalition in a year 32.9 22 57
No. of connections to a politician in a year (irdihg ‘conspiracies’) 76.3 46 115
No. of firms connected to a politician from theingi coalition in a year 54.5 35 84
(including ‘conspiracies’)
No. of firms connected to an ex-palitician in alyea 168.7 74 234
No. of firms connected to an ex-politician in aryedien his party is in the 28.3 5 59

ruling coalition

Note: This table describes the data on politicalngztions, both for the firms connected to (ex}mdins and the firms connected to donors. Politcanection

to a (ex)politician exists when he is a major shalder (with >10% of shares) or a board member rofaetive company (with nonzero sales). Political
connection to a donor exists when the firm donated corporate entity to the 2002 elections, omwdreindividual donor is a major shareholder (wifl9% of
shares) or a board member of this company. Corgpaannection occurs if politician terminated coctiwn in the year preceding his election, or in gagr in
his political career. Changes in the strength ditipal connection are on the level of the firmtilee politician. All donations are in thousand2600 Latvian
lats (1LVL = 2%). Donations are on the level of the firm, antithe donor.
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Table 5: Summary Statistics for Politically ConreetEFirms and their Matched Peers

Connected firms Matched firms T-test
Mean Median Mean Median P-value
Growth in sales 1.995 0.046 1.024 0.033 0.14
Growth in sales (windsorized) 0.371 0.046 0.287 38.0 0.02
Total sales (thous. LVL) 1,382 144 1,491 156 0.38
ROA (%) -15.5 0.8 6.8 2.5 0.00
Total assets (thous. LVL) 1,279 134 1,176 132 0.34
Leverage (%) 18.2 0 17.8 0.05 0.58
Registered in Riga (dummy) 0.562 1 0.622 1 0.00

Note: Thus table reports means and medians oftedldimancial characteristics for politically-corubed firms and their matched peers. Growth in sees

calculated as sales in this year less sales iprihndous year, divided by sales in the previous.ydéndsorizing is performed by removing top andtbm 1%

of the distribution of growth in sales. ROA are patfits after taxes divided by total assets tirh@8 from the company’s financial report. Leveragéng-term

debt divided by total assets times 100 from thepamy’s financial report. Amounts are in 2000 Latviats (1LVL~ 2$). P-values are for the tests in difference

in means.
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Table 6: Impact of connections with politicians

Panel A: Between Effects Regressions

Log of growth rate of sales

1) (2) 3) 4) )
Politically connected firm -0.026 -0.024 -0.021 -0.021 0.002
(0.043) (0.043) (0.044) (0.045) (0.024)
Log of total assets 0.032*** 0.033** 0.054** 0.028***
(0.010) (0.0112) (0.013) (0.007)
Leverage 0.099 0.093 0.12 0.096
(0.088) (0.093) (0.104) (0.06)
Registered in Riga 0.042 0.003 -0.024 -0.008
(0.044) (0.049) (0.054) (0.031)
Industry fixed effects (2 digit level) NO NO YES NO NO
Industry fixed effects (4 digit level) NO NO NO YES YES
Number of observations 5608 5600 5600 5600 3808
Number of firms 1108 1108 1108 1108 453
R-squared (adjusted) 0.089 0.098 0.096 0.139 0.109

Note: This table reports between-effects regressidrthe form;y, = Bx; + yc; + u; + ; , wherey, is the log of growth rates in sales of fimveraged over
time; x; is a vector of firm-level control variables avesdgover timeg; is a dummy variable for politically connected fsmp; is the industry fixed effects, and
g; is the error term. The dependent variable is logrowth rate of firm’s sales in the period 199880Politically connected firms here are those $itimat had
a politician or an ex-politician as a major shatdho (with >10% of shares) or a board member attang in 1996-2005 period. | include the followifign-
level control variables: log of total assets, anduanmy variable for whether a firm was registenecRiga. Dummy variables for the first and last geaf
operations are included in all regressions, busd¢hae not reported. In model (3) I include dumnfidesndustry at NACE 2 digit level. In model (4)riclude
dummies for industry at NACE 4 digit level. In mé@®) | use a more balanced sample with at leagtafs of observations for each firm. *, **, *** inchte

significance at 10%, 5%, and 1% level, respectively
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Table 6: Impact of connections with politiciansrftinued)

Panel B: Fixed Effects Regressions

Log of sales
1) 2 3) 4) ©) (6) Q) (8)
Connection to politician -0.010 -0.14 -0.13 -0.25* -0.19 -0.25* -0.21 -0.25**
(0.101) (0.087) (0.088) (0.164) (0.116) (0.164) (0.155) (0.113)
(Connection) x (ruling coalition) 0.19 0.21* 0.079 0.093
(0.126) (0.1112) (0.150) (0.126)
(Connection) x (number of days in ruling coalition) 0.00068*
(0.00035)
(Connection) x (number of days as minister) .06007
(0.00044)
Connection to ex-politician 0.21** 0.009 0.042 0.028 0.035 0.028 0.049 0.023
(0.091) (0.067) (0.068) (0.068) (0.070) (0.069) (0.077) (0.066)
(Connection to ex-politician) x (ruling coalition) 0.11 0.10 0.10 -0.006 0.009
(0.101) (0.101) (0.101) (0.102) (0.113)
Log of total assets 0.73%* Q.74+ 0.74%** 0.74%** 0.74%* 0.76*** 0.73***
(0.035) (0.036) (0.036) (0.036) (0.036) (0.050) (0.035)
Leverage -0.47**  0.45%*  0.45%*  .0.45%*  -0.45%*  -0.36%**  -0.41%**
(0.106)  (0.105) (0.105) (0.105) (0.105) (0.122) (0.104)
Firm fixed effects YES YES YES YES YES YES YES YES
Year fixed effects NO NO YES YES YES YES YES YES
Number of observations 6783 6783 6774 6774 6774 6774 4263 6331
Number of firms 1108 1108 1108 1108 1108 1108 453 1039
R-squared (adjusted) 0.850 0.894 0.895 0.895 0.895 0.895 0.908 0.896

Note: This table reports OLS regressions of thenfa;, = fx; + vz, + a; + 6, + €, , Wherey;, is the log of firmi sales in yeat; x;, is a vector of firm-level
control variablesz;, is a vector of firm-level measures of politicahoectednessy; is a firm fixed effect; and, is a year fixed effect. The dependent variable is
log of firm’s sales in the period 1996-2005. Dumwayiables for the first and last years of operatiare included in all regressions, but these areeported. In
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Model (5) | use alternative measures of connectioacting politicians that account for ‘conspiracgnnections. Conspiracy connection occurs if it

disassociated himself from the firm in which he veasajor shareholder (with >10% of shares) or adozember in the year preceding his election, angt
year in his political career. In Model (7) | usenare balanced sample with at least 7 years of shens for each firm. In Model (8) | exclude afhfis that were
connected to more than one politician or ex-paddéitic Heteroskedasticity-consistent standard ercorsected for clustering at the firm level areadpd in

parentheses. *, **, *** indicate significance at%05%, and 1% level, respectively.
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Table 7: Impact of changes in the strength of palitconnections

Log of sales growth

1) (2 3 4 (5) (6) (7 8
Businessman becomes politician 0.14 0.14 0.14 0.14 0.14 0.14 0.070 0.082
(0.122) (0.124) (0.128) (0.130) (0.129) (0.130) (0.116) (0.125)
- one year lag -0.0061 -0.023 -0.0090 -0.024
(0.129) (0.1312) (0.139) (0.157)
Politician joins a firm -0.44 -0.57* -0.60* -0.52* -0.60* -0.52* -0.62* -0.82**
(0.355) (0.328) (0.324) (0.306) (0.325) (0.307) (0.349) (0.369)
- one year lag 0.55* 0.54** 0.46 0.51*
(0.263) (0.264) (0.307) (0.308)
Ex-politician joins a firm 0.0060 -0.062 -0.066 -0.035 -0.065 -0.034 -0.015 -0.099
(0.0929) (0.0730) (0.0737) (0.0770) (0.0736) (0.0766) (0.0579) (0.0927)
- one year lag 0.16 0.16 0.038 0.19
(0.101) (0.102) (0.0671) (0.127)
Politician becomes an ex-politician 0.14 0.14 0.13 0.085 0.048 0.015 0.11 0.020
(0.127) (0.123) (0.124) (0.129) (0.0895) (0.0903) (0.137) (0.127)
- one year lag 0.17* 0.0025 0.15 0.15
(0.0999) (0.118) (0.0980) (0.0989)
Politician moves from opposition to the  -0.17 -0.16 -0.19 -0.14 -0.021 0.11 -0.26 -0.18
ruling coalition (0.154) (0.158) (0.159) (0.195) (0.103) (0.147) (0.268) (0.281)
- one year lag 0.15 0.15 -0.080 0.17
(0.197) (0.155) (0.225) (0.261)
Politician moves from ruling coalition to  -0.45* -0.40 -0.39 -0.42 -0.19 -0.20 0.032 -0.50*
opposition (0.263) (0.283) (0.284) (0.273) (0.125) (0.124) (0.218) (0.281)
- one year lag -0.067 -0.28 -0.014 -0.076
(0.231) (0.224) (0.3112) (0.308)

This table reports OLS regressions of the fopgp= fx; + now;r + 11Wie—q + AoPie + APie—1 + a; + 0, + &, , Wherey,, is log growth rate of firm sales in

yeart; x;; is a vector of first differences of firm-level dool variablesw;, is a vector of firm-level events that increasegtrength of political connections (e.g.
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politician joining the firm, politician getting intthe ruling coalition);p;, is a vector of firm-level events that reduce tlrergyth of political connectiony; is a
firm fixed effect; andd, is a year fixed effect. Model (1) is estimatedhwiriables of interest only. In Model (2) | adchtrol variables, and in Model (3) | add
year fixed effects. One year lags of variablesnbériest are added in Model (4). In Model (5) angI(6se alternative measure of connections thdtidec
‘conspiracy’ connections. Dummy variables for tistfand last years of operations are includedlinegressions, but these are not reported. Canfaollog
difference in assets and difference in leveragéretaded in Models (2) to (8), but are not repdrtere. In Model (7) | use a more balanced samjiteat least
7 years of observations for each firm. In Model (&xclude all firms that were connected to mom@ntione politician or ex-politician. Firm fixed etts are
included in the regression, and year fixed effectsincluded in models (3) to (8). Heteroskeddstiobnsistent standard errors corrected for clirggeat the

firm level are reported in parentheses. *, **, %iffdicate significance at 10%, 5%, and 1% levelpeesively.
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Table 7: Impact of changes in the strength of jpalitconnections (continued)

@ 2 ®3) 4 ®) (6) (7 8
Ex-politician’s party moves from 0.011 -0.10 -0.15 -0.25 -0.16 -0.17 -0.23 -0.25
opposition to ruling coalition (0.274) (0.257) (0.255) (0.234) (0.257) (0.236) (0.154) (0.271)
- one year lag -0.25 -0.28 -0.0043 -0.34
(0.259) (0.253) (0.162) (0.330)
Ex-politician’s party moves from ruling -0.076 -0.042 -0.029 -0.027 -0.025 -0.019 0.012 -0.10
coalition to opposition (0.131) (0.105) (0.111) (0.125) (0.111) (0.128) (0.108) (0.144)
- one year lag -0.041 -0.048 -0.048 -0.18
(0.163) (0.164) (0.167) (0.177)
Controls NO YES YES YES YES YES YES YES
Firm fixed effects YES YES YES YES YES YES YES YES
Year fixed effects NO NO YES YES YES YES YES YES
Number of observations 5521 5505 5505 5505 5505 5550 3667 5135
R-squared (adjusted) 0.158 0.235 0.238 0.241 0.238  0.243 0.132 0.237
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1 On a scale 0 to 10 (10 being least corrupt), laa#dhieved a score of 4.7 in 2006, putting it ®$hme group with South Africa, Tunisia, and Doo@niThis
was an improvement as compared with 2000, whesoiesl 3.4 points.

2 To make sure that the algorithm worked correstly,began by matching 53 randomly selected politit® firms by hand, usinigursofts online database.
These hand-collected data were then compared tetiagproduced by the algorithm to identify anyatiénces and make corrections to the algorithm when
necessary. When the data produced by the algop#rfectly matched hand-collected data, we usedltfmithm to do the matching for remaining donard a
politicians.

3 However, firms owned by a politically connectewirfiin which a politician or a donor is only a boanémber are not considered to be politically cotetkc
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