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Abstract
Upon studying listed firms in China, this paper provides evidence of government-firm
collusion. We argue that political turnover of local leaders serves as exogenous shocks to
existing collusion, so the detected reduction of firm tax evasion in response to political
turnover could be interpreted as evidence of pre-existing collusion. By exploiting variation
of costs and opportunities of collusion amongst firms, we further disentangle the effect of
collusion from political uncertainty. Lastly, we show that firms’ political connections,
capturing by social networks and political ties, stabilize the existing collusion, which helps
firms maintain their advantage while facing external political shocks.
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1. Introduction
Collusion is essentially a form of cooperation in which two or more players sign a sidecontract whereby all of them benefit from the collaboration. 1 In recent years,
government-firm collusion in China has received significant attention in both academic
and policy circles (Su and Tao, 2012; Jia and Nie, 2017; Nie, 2017).2 In the context of
government-firm collusion, specifically, local governments have a tendency to form
strategic alliances with local enterprises in the form of various coping strategies to
respond to policies, directives, and inspections from the higher authorities, leading to
deviations from intended policy goals. 3 Under such a system, local governments

1

If collaborative parties seek to capture the extra profits arising from market regulations, collusion can

also be seen as a means of rent seeking. Even though “collusion” and “rent-seeking” are usually
intertwined and both are important social phenomena, they belong to different realms of practices (Nie,
2017). Collusion, as discussed previously, is a secret agreement between two or more parties to limit
open competition whereby all parties benefit from the collaboration. On the other hand, rent-seeking
refers to the situation in which economic agents attempt to either gain a coercive monopoly or increase
one’s share of existing wealth without creating new wealth (Tullock, 1967; Aidt, 2016). There are many
ways of rent seeking, such as lobbying, cartel formation, and corruption (Ngo, 2009), and collusion is
also one of it. The cases of collusion among economic agents may involve the creation, reallocation, and
pursuit of economic rents, but the rent-seeking example may not always involve collusion. In our study,
we focus on the collaborative behaviors on tax evasion between local governments and enterprises in
China, thus, particularly, throughout the paper we use the term “collusion”, rather than “rent-seeking”.
2

The media usually uses the idea of collusion to explain state-business relationships in China, while

researchers generally apply concepts such as “commercialized communism”, “crony communism”, and
“clientelist local state” to describe the relationship between businesses and local governments (Zhang,
2018). Before the onset of the recent anti-corruption campaign in China, the general party secretary and
the Chinese president, Xi Jinping, stated that “the government official should keep their distance from
the businesses and treat the later according to rules, do not collude with them (goujian dabei) to lose the
boundary between public and private”, which reflects the central authority’s concern of local collusion.
3

The institutional logic of collusion between local governments and firms are similar to that of collusion

among local governments in China, resulting from incomparability and contradictions among the
institutional and political environment in the Chinese bureaucracy. From the perspective of organization
analysis, Zhou (2010) attributes to three organizational paradoxes: uniformity in policy making but
flexibility in implementation, the incentive intensity and goal displacement, and the coexistence of
bureaucratic impersonality and the personalization of administrative ties. Collusion involving local
governments has become a highly institutionalized practice in China, and the very behaviors of local
officials are on the basis of government organizations. It is also for the same reason that most literatures
studying collusion in China mix the identity of “local officials” and “local governments” and use these
two terms interchangeably (Ngo, 2009; Zhou, 2010). The detailed discussion can be seen in Zhou (2010).
2

manipulate rent allocation to maneuver the development of local economy whereas
enterprises rely on rents granted by local authorities to increase domestic
competitiveness. Most of the literature shows that local governments have the incentive
to help enterprises evade taxes by offering them with further investment opportunities
amongst cutthroat interregional competition (Cai and Liu, 2009; Nie, 2017); 4
meanwhile, the deinstitutionalization of taxation as a rule-by-law system in China leads
to vulnerable entrepreneurs who prefer to build collusive relationship with local
governments (Zhang, 2018). However, there is very little clear, empirical evidence of
collusion. The lack of empirical evidence is possibly because collusion, by its very
nature, is illicit and furtive (Banerjee et al., 2012). This makes it quite difficult to
accurately measure. Our paper aims to fill this academic void by providing evidence of
government-firm collusion. Specifically, we explore the changes in firms’ tax evasion
activities during leadership transition. We argue that political turnover serves as an
exogenous shock to existing government-firm collusion, so the detected reduction of
firm tax evasion in response to political turnover could be interpreted as evidence of
pre-existing collusion. Additionally, our paper examines how political connections
affect the stability of collusion, thus resulting in various different effects on tax evasion.
Even though it is not surprising that government-firm collusion may lead to tax
evasion, the degree of evasion that comes from collusion is difficult to identify.
Collusion is an issue in which both information and action are concealed; direct
evidence is not easily observed, so we can only make inferences from indirect evidence
(Nie, 2017). China’s unique political setting may provide a natural testing ground to
study this issue. Unlike their democratic counterparts where political turnover is
determined by periodic elections, China’s political turnover is determined by the upperlevel party authorities of the Chinese Communist Party (CCP). Even though the term
of office of local officials is five years, in practice they face high uncertainty regarding
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For example, Greentown China Holding Ltd. (Zhejiang) colluded with Zhang Jiameng, the Party

Secretary of Zhoushan City in 2002. Zhang offered a preferential tax policy to Greentown, leading to tax
evasion of Greentown worth of 5 million yuan, and in return Greentown planned to build a five-star hotel
ranging an area of 10 hectares and with high-end luxury facilities (Nie, 2017).
3

their tenure. 5 Therefore, political turnover of prefectural leaders can serve as an
exogenous shock to existing collusion by upending the status quo and creating
significant insecurity for firms. Firms thus have the incentives to reduce tax evasion
while facing potential instability in collusion. The change in firms’ behavior regarding
tax evasion during leadership transition provides evidence of the pre-existence of
government-firm collusion. Moreover, we examine the heterogeneous effect of firms,
such as firms belonging to distinct tax authorities, ownership of firms, and firm sizes,
as a source of variation to identify the driving mechanism behind decreasing tax evasion.
The differentiation among firms reflects the variation in the costs or the opportunities
of collusion. Provided that the decreasing tax evasion is only observed among firms
with lower costs or higher opportunities of collusion, we can make inferences that the
instability of collusion is the driving mechanism, ruling out the possibility that it is
driven by political uncertainty brought by political turnover.
The second part of the paper focuses on identifying the effect of political
connections on the stability of collusion. We apply two commonly used, objective
measurements to estimate the degree of political connections of firms. The two
measurements applied are the social networks of newly appointed prefectural leaders,
which are used to capture the political connection between government leaders and
firms, and political ties between firms and governments, which capture the political
connection between firm leaders and governments. Social networks are widely
considered to play an important role in facilitating collusion, thus lowering the
transaction cost of collusion (Jia and Nie, 2017). To capture the different degrees of
social connections of prefectural leaders, we focus on the career trajectories of these
leaders. Compared to the “nonlocal” prefectural leader, who made his/her significant
career advancement in other cities, the “local” prefectural leader, who rose from a low
to high position in the city he/she governs, has a better social network of connections.
Thus, he/she can possess a general affinity towards, and familiarity with, the city. Hence,
5

At the provincial level, from 1980 to 2006 more than half of provincial leaders leave their office before

their fifth year (Tsai, 2016). The purpose of frequent reshuffling of political leaders is to avoid the
formation of factionalism and the rise of localism (Li, 2004).
4

the firms may have connections with newly appointed local prefectural leaders even
before they are in office, which lessens the external shock effect of political turnover
on existing collusion. In other words, if a newly appointed political prefectural leader
comes from outside cities, which demonstrates lesser political connections between the
local government and firms, the existing government-firm collusion becomes unstable
while facing an exogenous political shock. A reduction in tax evasion is thus more
likely to be observed. Coming to the other measurement, which is political ties, we
follow the previous literature studying state-business political ties in China. In a
particular firm, we then use the chief executive officer (CEO) and the chairman of the
corporate board’s political background, (defined as serving as a former or current
government bureaucrat) as a proxy for political connections between firm leaders and
governments (Fan et al., 2007; Chen et al., 2011; Dang and He, 2016; Zhang et al.,
2016). We conjecture that hiring a bureaucrat as the successor CEO or the chairman of
the corporate board enhances the firm’s political connections to the government, which
helps them keep their benefits while facing potential instability in collusion.
To test our hypotheses, our paper uses political turnover data of prefectural leaders
and Chinese listed firm data from 2007 to 2014. By applying political turnover as an
exogenous shock, we first examine the evidence of pre-existing government-firm
collusion. The empirical results show that political turnover leads firms to reduce tax
evasion, but such effects are only significant for firms which are more likely to collude
with local governments, such as firms who pay taxes to local governments rather than
the central government, domestic firms and state-owned enterprises (SOEs), and firms
with greater assets. These findings lend support to our argument that the identification
comes from the instability of collusion, instead of political uncertainties. While
considering different effects of political connections on political turnover, we divide
the sample on the basis of firms’ political connections –calculated from the two
previously discussed measurements – and find that the (inverse) effect of political
turnover on tax evasion diminishes with a greater degree of political connections. This
means that if the newly appointed political leader is local or if the firm leader has
stronger political ties, the firm is less likely to be affected by external political shocks.
5

This paper is organized as follows. In the following section, we review the relevant
literature. In Section 3, we present our data sources and discuss our empirical
methodology. In Section 4, we report and discuss our empirical results. Lastly, Section
5 concludes the paper.

2. Literature Review
Our study relates to several strands of economic literature. First, our paper relates to the
literature of government-firm collusion in the sense that both local governments and
firms benefit from the tax evasion activities. In order to attract investment, which is a
typical assessment of political performance of local officials, local governments
provide government-sponsored monopoly rents to enterprises. Nie (2017) discusses a
variety of social problems, such as environmental pollution, illegal use of land,
smuggling, food safety, and jerry-built projects, in the framework of government-firm
collusion in China. Su and Tao (2012) attribute the rising house prices in China to the
collusion between local governments and real estate enterprises. The financial ties
between local governments, real estate developers, and banks, have forged a strong
growth coalition, sharing a common goal in growing the real estate sector and
expanding cities, thus leading to an increase in housing prices. Jia and Nie (2017) study
how government-firm collusion affects workplace safety by taking the case of China’s
coal mine deaths. They find that decentralization in China facilitates collusion and that
the effect is strengthened with the decrease in transaction costs of collusion. In Cai and
Treisman’s theoretical model (2004), they argue that if the central government’s
enforcement capacity is considered endogenous, interjurisdictional competition may
undermine the central government’s monitoring capacity, and further encourage
collusion between local governments and firms in order to evade taxes or regulations.6
However, because collusion is usually covert, there is little clear evidence (Jia and Nie,
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Cai and Treisman (2004) provide examples of countries ranging from Argentina and Russia to China,

demonstrating that increased interregional competition for capital in recent decades has coincided with
a decrease in central government revenues, an increase in tax evasion and an increase in political conflict
on resource allocation.
6

2017). Our paper contributes to the existing literature related to government-firm
collusion in China by providing direct evidence of the existence of government-firm
collusion, specifically we examine the changes in corporate behavior on tax evasion in
response to leadership transition.
Secondly, we supplement previous studies on the determinants of firm tax evasion
(Slemrod, 2004; Desai and Dharmapala, 2006). Specifically, our paper is more in line
with analyzing the link between corruption and tax evasion.7 However, most of the
existing theoretical works focus on this issue in the context of collusion between
taxpayers and tax inspectors, incorporating the principal-agent problem of the
government to enforce tax obligations through a potentially corruptible tax inspector
(Besley and McLaren, 1993; McLaren, 1996; Sanyal et al., 2000). The empirical work
within the same framework provides evidence of positive correlation between
corruption and tax evasion (Uslaner, 2010; Alm et al., 2016). Corruption facilitates tax
evasion by making it easier for taxpayers to hide their income, leading to a decrease in
government tax revenue. However, in China, there is no independent tax inspector, and
local governments have the ultimate power within their jurisdiction. Thus, we explore
the changes in corporate behavior on tax evasion in the presence of collusion between
local governments and taxpayers (i.e., firms) during leadership transition. Results
similar to those found in democratic countries can also be found in a transitional
economy like China.
Third, our findings extend the current literature on the impact of leadership
transition. There is a lot of literature studying political uncertainties brought by political
turnovers. Julio and York (2012) examine the effects of political uncertainty on
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To avoid confusion, it is important to note that there is another branch of literature that focuses on the

peculiarities of collusive tax evasion, in contrast to independent tax evasion. In this literature, tax evasion
is deemed collusive if two or more individuals (e.g., buyers and sellers, employers and employees)
explicitly or implicitly coordinate to evade taxes (Yaniv, 1992; Chang and Lai, 2004; Abraham et al.,
2017); otherwise, it is deemed independent. A detailed comparison between these two concepts can be
found in Abraham et al. (2017). However, our paper is different from theirs in the sense that collusion in
our paper refers to the coordination between local governments and firms, instead of taxpayers, as
discussed in their works.
7

corporate investment behavior, in the context of periodic national elections. Political
turnover also leads to a change in corporate investment in a transitional economy. An
et al. (2016) apply data from China to exemplify this theory. Li et al. (2017) study 103
national elections in 30 countries and find that changes in corporate tax evasion
coincide with national electoral cycles, peaking in election years that have greater
electoral uncertainty. Our paper provides another possible explanation for the effect of
political turnover. We argue that political turnover leads to instability of existing
collusion between governments and firms. In order to identify the mechanism of
collusion and rule out the possibility that the results are driven by political uncertainties,
we consider the heterogeneous effects of firms as a source of variation in the degree of
collusion.
Finally, our paper contributes to the strand of literature on political connections. We
first examine the effect of the social networks of prefectural leaders on corporate
behavior. Identification comes from variations in political leaders’ career trajectories;
an example would be to explore whether a particular leader has had their most important
career advancement in the jurisdiction they govern. Because social networks grow over
time, a local political leader tends to develop political ties to local elites and favor local
firms. Applying the distinction between local and nonlocal political leaders to capture
the degree of social networks is a widely used approach in current literature. Persson
and Zhuravskaya (2016) find that, compared to a nonlocal provincial leader, a local
provincial leader spends more on education and healthcare and less on capital
construction projects, resulting in a higher provision level of public goods. Tsai (2007)
shows that the provision of public goods in China is higher at the village level if village
leaders have stronger connections to “encompassing solidarity groups” i.e., those
groups which offer opportunities for social interaction between local officials and the
public. Similarly, Xu and Yao (2015) find that the presence of village leaders belonging
to large family clans substantially increases local public goods spending. The closest
work to ours is that of Jia and Nie (2017), who study collusion between coal mine firms
and safety regulators in China, and document that having a local safety regulator
decreases the transaction cost of collusion and increases the number of coal mine deaths.
8

Additionally, firms can use their political capital to shield themselves from
unwanted political intervention and various forms of government rent expropriation
(Mellahi et al., 2016). It is widely believed that political ties increase corporate value,
due to preferential policy by the governments, less stringent taxation, regulatory
benefits, and so on (Faccio, 2006).8 There exists a sizable volume of literature on the
effect of political ties on corporate behavior and performance. Most studies focus on
developing countries that are prone to “relationship-based” rather than “market-based”
capitalism (Adhikari et al., 2006), and where the legal system and corporate governance
is weak (Fisman, 2001). Adhikari et al. (2006) study a group of Malaysian firms, and
find that firms with political connections face lower effective tax rates than other firms.
Connected firms in Tunisia are also found to be more likely to evade taxes (Rijkers et
al., 2016). There is also some literature focusing on China. They use either the chief
executive officer (CEO) or the chairman of corporate board’s political background
(particularly if they are former or current government bureaucrats) to capture firms’
political ties. Zhang et al. (2016) find that firms with politically connected CEOs are
able to use their connections as a buffer from governmental donation pressure.9 Chen
et al. (2011) examine the institutional setting in China and find that political
connections protect firms from government rent-seeking behavior. Our paper then

8

However, there is also another strand of literature focusing on the negative effect of political ties on

corporate performance, in which connected bureaucrats align their interests to government requirements
and policies, instead of the interests of shareholders (Marquis and Qian, 2014; Piotroski and Zhang,
2014). Moreover, firms appointing a politically connected CEO – who tends to have fewer managerial
skills – may experience deterioration in operating performance and weakening corporate governance
(Dang and He, 2016). Fan et al. (2007) find that the post-IPO financial performance of a firm run by a
politically connected CEO is significantly worse than that of a firm run by a CEO without any political
affiliation. Fan et al. (2008) study the roles of public governance in firm financing patterns. By
investigating 23 corruption scandals, they find that the financial leverage and debt maturity ratios of
politically connected firms were significantly less than those of the unconnected firms i.e., the same firms
after the connections were broken, when the corrupted bureaucrats were arrested.
9

In China, the most well-known NGOs in the field of charity are all controlled by the government. Due

to their political background and governmental backing, these NGOs are able to solicit donations from
enterprises (Zhang et al., 2016).
9

explores corporate behavior related to tax evasion and incorporates the heterogeneous
effect of political turnover, contingent on the political ties of firm leaders.

3. Empirical Strategy
3.1 Econometric Specification
Our main identification strategy is to take political turnover of prefecture-level city
leaders as an exogenous shock to the potential existence of government-firm collusion,
and thus any behavioral changes in firms’ tax compliance activities in response to
political turnover could, in turn, be interpreted as evidence of pre-existing collusion.
We thus explore the following specification:
𝑡𝑎𝑥 𝑒𝑣𝑎𝑠𝑖𝑜𝑛+,-. = 𝛼 + 𝛽𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟,. + 𝑿𝒊𝒕 𝛾 + 𝒁𝒋𝒕 𝜃 + 𝑳𝒋𝒕 𝜗 + 𝛿+ + 𝜏, + 𝜇-. + 𝜀+,.
⑴
where 𝑖 represents a firm located in city 𝑗 in industry 𝑛 ; 𝑡 refers to the year. The
dependent variable, 𝑡𝑎𝑥 𝑒𝑣𝑎𝑠𝑖𝑜𝑛+,-. , estimates the extent of tax evasion on corporate
income taxation. The primary independent variable we are interested in is 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟,. ,
which is a dummy variable indicating whether political turnover occurs in city 𝑗 at time
𝑡 . Three sets of time-varying control variables, 𝑿𝒊𝒕 , 𝒁𝒋𝒕 , and 𝑳𝒋𝒕 , are included,
controlling at firm, city, and prefectural leader levels, respectively. We also consider
firm-based fixed effects, 𝛿+ , city-based fixed effects, 𝜏, , and industry-year fixed
effects,𝜇. . By adding firm fixed effects, we control for the mean differences in tax
evasion across firms. The city dummies control for unobserved heterogeneity that are
constant over time across cities. The industry-year dummies capture the potential
heterogeneous time patterns of tax treatment at the industry level. 10 Moreover, the
standard errors in all regressions are clustered by firm and robust standard errors are
applied. On the grounds of pre-existence of collusion, we expect to find a negative sign
for coefficient 𝛽, suggesting that political turnover tends to result in potential instability
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This may be particularly relevant because, occasionally, the Chinese authorities offer special tax
treatments to certain industries in order to support their development.
10

of existing collusion between governments and firms, thus inducing behavioral changes
amongst the firms.
As for control variables at the individual firm level, 𝑿𝒊𝒕 , we consider several factors
that are closely related to a firm’s choice of tax behavior, such as firm size, leverage
ratio, return on assets (ROA), credit constraint, and management fees of the firm. Firm
size is measured by the logarithm of total assets of the firm. Compared to small ones,
bigger corporations may have more economic and political resources to conduct tax
evasion (Lanis and Richardson, 2011).11 We also control for leverage ratio and ROA
because these two factors represent capital structure and firm performance respectively,
and both are proved to be closely associated with the enterprise’s aversion to taxes
(Gupta and Newberry, 1997). Additionally, credit constraint is considered as a control
variable because tax compliance is an important indicator for Chinese state-owned
banks to allocate credit. Firms relying more heavily on loans tend to be less involved
in tax evasion (Cai and Liu, 2009). Note that the credit constraint of the firm is measured
both by the ratio of financial charges to total assets and the ratio of net cash flows to
total assets. Lastly, management fees provide a buffer in manager earnings that may
incentivize them to conduct tax evasion activities (Desai and Dharmapala, 2006); we
proxy it with the ratio of management fees to total assets of the firm.
At the aggregated city level (𝒁𝒋𝒕 ), the control variables we consider are real GDP
per capita, the shares of the secondary and tertiary sectors in total GDP, government
size, and population density. Real GDP per capita (deflated by provincial price indexes)
and the secondary and tertiary sector shares of overall GDP capture the level of
economic development and the economic structure of a city, which in turn reflects a
city’s capacity to collect tax revenues (Besley and Person, 2009). Population density is
employed to capture the potential scale effects in revenue collection for a prefectural
government. Government size, measured by the ratio of fiscally supported population
(including civil servants and employees in public sectors) to total population, aims to
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However, Gupta and Newberry (1997) argue that due to more attention imposed by society, the cost

of evasion is higher for larger firms, leading to lower tax evasion.
11

account for the revenue needs of prefectural governments. This may contain strong
implications for a government’s taxing behavior (Zhang, 2006).
Finally, the characteristics of prefectural leaders (𝑳𝒋𝒕 ) determine their likelihood of
promotion or termination, which may simultaneously affect the occurrence of political
turnover and the governments’ capability of tax enforcement. We thus control for
prefectural leaders’ personal attributes, including age and education, to avoid a potential
omitted variable bias. Education captures a prefectural leader’s human capital.12 Age is
an important factor in determining local officers’ political advancement, especially
after the age-based retirement rule was implemented in 1982 (Li and Zhou, 2005).
3.2 Measures of Key Variables
3.2.1 Tax Evasion
Tax evasion, by its very nature, is difficult to measure, largely due to the lack of reliable
information on taxpayers’ compliance. After all, tax evasion is illegal, and firms have
strong incentives to conceal their cheating behavior, given the financial and political
penalties imposed by governments (Alm and Mcclellan, 2012). In this paper, we
measure firm tax evasion on corporate income tax (CIT) by the gap between the
statutory tax rate (STR)13 and the effective tax rate (ETR) faced by the firm. That is:
𝑡𝑎𝑥 𝑒𝑣𝑎𝑠𝑖𝑜𝑛+,. = 𝑆𝑇𝑅+,. − 𝐸𝑇𝑅+,. .

(2)

Note that ETR is calculated as the ratio of the current CIT expense (the total CIT
expense minus the deferred CIT expense) to earnings before interest and taxes.
In the relevant literature, the ETR is usually employed as an indicator of the tax
burden of firms (Porcano, 1986; Liu and Cao, 2007; Wu et al., 2012), and to some
extent, this indicator also reflects the tax compliance of firms (Fariz and Klamm, 2012).
Nevertheless, with the current tax legislation in China, the statutory tax rate on CIT
varies significantly across firms under different industries and ownerships (even the

12

Education is an ordinal variable from 0 to 4. We set 0 for high school and below, 1 for college, 2 for

undergraduate (Bachelors), 3 for postgraduate (Masters), and 4 for Ph.D.
13

In the cases where there are multiple statutory corporate income tax rates faced by the firm, we use

the top statutory corporate income tax rate applicable to the firm.
12

same firm may have faced different statutory tax rates across the years).14 Thus, the
variation in ETR cannot be fully attributed to the tax evasion activities of firms. We
therefore exploit the difference between the statutory CIT rate and the effective CIT
rate as the measure of tax evasion of firms. A greater difference between these two
rates indicates a larger gap between what the firm has to pay and what it actually pays,
and so the firm is more involved in tax evasion activities.
Finally, it is worth mentioning that much of the empirical literature does not
disentangle tax activities of the firms into tax avoidance and tax evasion, of which the
former is legal while the latter is illegal.15 In our context, we believe what we measure
is tax evasion, rather than tax avoidance. Because tax avoidance is legal, there tends
to be less reason for the firms to change their legal behavior in the presence of a
political shock, the timing of the leadership transition in the city. Before running
regression analysis, Figures 1 and 2 may shed some light on the variation in tax
evasion during the political turnover. Figure 1 illustrates the variation in tax evasion
of the listed firms in cities with and without political turnover from 2007 to 2014. It
seems the mean tax evasion in general is lower in cities with political turnover (with
the exception of 2010, and 2012). Figure 2 demonstrates the variation in tax evasion
surrounding the years with political turnover. Since the political turnover of
prefectural leader is five years institutionally, we use the window of five with the 0
reflecting the year of political turnover, considering two years before and after the
year of political turnover. Figure 2 shows that tax evasion of the listed firms in our
sample drops dramatically when the political turnover occurs but appears to increase
again after two periods. This result may be consistent with our conjecture that the
political shock leads to the instability of the existing government-firm collusion,
resulting in a reduction of tax evasion activities of firms. So, tax evasion is found to
14

The standard CIT statutory tax rate in China is 25%. However, high-tech firms, some foreign firms,

and agribusinesses pay a reduced rate at 15%, 20%, and 0%, respectively.
15

Some scholars define it as a more “neutral” concept, such as tax noncompliance, tax sheltering, or tax

aggressiveness (Manzon and Plesko, 2002; Chen et al., 2010; Lanis and Richardson, 2011). Some do not
put attention into distinguishing between these two concepts, even if they use one of the concepts literally
(Desai and Dhammika, 2006; Cai and Liu, 2009; Fariz and Klamm, 2012).
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decline substantially during the year of political turnover. After political shock, firms
are able to rebuild their relationship with new local governments, so the increase in
tax evasion is observed afterwards.
[Insert Figure 1 Here]
[Insert Figure 2 Here]

3.2.2 Political Turnover of the City
The political turnover of local officials is under the control by the higher-level party
authority, that is the political turnover of prefectural leader is determining by the
Provincial Party Committee (Fan et al., 2018). The Provincial Party Committee meets
in the Provincial Party Congress every five year, discussing the future party policy and
important personnel reshuffle within the province. Thus, the Provincial Party Congress
is considered as the most important political occasion in the province. Additionally,
according to the regulations issued by the Central Committee of the Chinese
Communist Party in August 2006, the term of office for Chinese local officials is five
years and they can only serve in the same position for two consecutive terms at most.16
Thus, we should expect to see that the timing of political turnover of prefectural leader
synchronizes with the timing of Provincial Party Congress and occurs every five year.
However, as a matter of fact, most of prefectural leaders cannot actually complete their
scheduled terms (Landry et al., 2014) and political turnover does not coincide with the
timing of the Provincial Party Committee. Table 1 reports the frequency distribution of
prefectural secretaries’ political turnover regarding their times in office from 2007 to
2014. That the average term for prefectural secretaries in our sample was about 2.95
years. Additionally, approximately 60% of political turnovers occurred in the first four
years of their tenure and less than 20% of political leaders stayed more than five years
in the same position, clearly demonstrating the high uncertainty faced by local officials
regarding their tenure.
16

The Organization Department of the Central Committee of the Chinese Communist Party issued the

“Provisional Regulations on Terms of Cadres of the Party and Government” in August 2006, regulating
the tenure of local officials at the county level and above (Fan et al., 2018).
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[Insert Table 1 Here]
The frequent political turnover of local governments is to avoid the formation of
factionalism and the rise of regional localism, making sure the effectiveness of the
central personnel control (Li, 2004). Unlike the pre-scheduled electoral political
turnovers in many other countries, the top-down appointment-based political system in
China creates unexpected political turnover of local officials.17 Thus, political turnover
of prefectural leaders can serve as an exogenous shock to the existing collusion.
Under the current political institution of China, there are two political leaders in a
prefectural city; one is the prefectural secretary and the other one is the mayor. The
prefectural secretary of the CCP is deemed as the head of city government, while the
mayor takes the second political ranking and serves as the deputy prefectural secretary
of the CCP. Therefore, the political turnover of the prefectural secretary usually
reshapes the political environment within the city. We follow the previous literature by
focusing on the effect of political turnover of the prefectural secretary (Liu et al., 2015;
An et al., 2016). 18 In particular, we set the political turnover variable as 1 if the
17

The question then arises why and how the political turnover happens, if the political turnover of local

cadres does not follow a specific time pattern. There are many literatures studying the determinants of
political turnover of local cadres. The characteristics of local cadres, such as age and education, become
important criterion for high-level party authority to assess local cadres since 1980s (Li and Zhou, 2005).
The other possible determinant discussed the most is local economic condition, reflecting the economic
performance of local cadres. Even though under the cadre management system local cadres may have
incentives to manipulate economic policy during their tenures, the effect of local cadres’ economic
performance on political turnover is mixed. Li and Zhou (2005) find the evidence of positive association
between provincial leaders’ economic performance and their likelihood of being promoted. Shi et al.
(2018) apply prefectural level data and demonstrate that local economic growth significantly and
positively correlated with prefectural leader’s chances of promotion. However, Shih et al. (2012) find no
evidence of such association when applying the data of 12th through 16th Party Congresses from 1982 to
2007. Chen et al. (2017) also show that the probability of political turnover of provincial leaders is
unrelated to local economic conditions. By applying a unique city-leader linked dataset from 1994 to
2010, Yao and Zhang (2015) suggest that if the competence of local cadres were considered, the effect
of performance-promotion linkage would be less significant. The above discussion implies that local
officials face high uncertainty regarding their tenures.
18

We have also examined the effects of political turnover of the prefectural mayors; the results show
that the effect of political turnover on firm tax evasion is still negative but statistically insignificant,
which is consistent with the Chinese political institution that it is indeed the prefectural secretary of the
CCP who is dominantly responsible for shaping the political landscape of the city.
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prefectural secretary is replaced in year t, and 0 otherwise. If the political turnover
occurs in the first (second) half of year t, we treat it as occurring in year t (year t+1).
3.2.3 Political Connection of the Firms
The second part of the paper explores the role played by political connection (of the
firms) in facilitating and stabilizing government-firm collusion. To capture the degree
of political connection of firms, we focus on the political background of both
prefectural leaders and the firms’ chief leaders, specifically the CEO and the chairman
of the board. The first measurement factor in the social networks of newly appointed
prefectural leaders (i.e., prefectural secretary of the CCP). Following Persson and
Zhuravskaya (2016), we determine a prefectural leader’s localness based on his/her
career trajectory, in order to capture the degree of his/her social networks. Specifically,
a local prefectural leader rises from a low to high position in the city he/she governs,
while a nonlocal prefectural leader makes significant career advancements in other
cities. It is generally believed that compared to a nonlocal prefectural leader, a local
prefectural leader tends to have better connections with the firms in the city. The second
measurement incorporates political ties, referring to the political backgrounds of firm
leaders, which is widely applied in the previous literature (Chen et al., 2011; Zhang et
al., 2016). We create a dummy variable indicating the existence of political connections
of a firm, if either the CEO or the chairman of the board’s19 curriculum vitae mentions
any of the following backgrounds: (i) current or former government official; (ii) current
or former member of the People’s Congress; (iii) current or former member of the
People’s Political Consultative Conference.20
3.3 Data
The dataset we used is both at the firm level and at the aggregated city level. Due to the
availability of firm level information in only some respects, such as the statutory CIT
19

We believe that both the CEO and the chairman of the board play a crucial role in the firms’ daily

operations and decision-making processes. This method has been applied by Wu et al. (2012) and Hou
et al. (2017).
20

In China, the People’s Congress (which is the lawmaker) and the People’s Political Consultative

Conference (whose members serve as official advisors) are both quasi-government organizations that
play important roles in Chinese politics.
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rate of firms and the political connections of corporate leaders, we focus on all nonfinancial, listed firms in the Chinese stock market from 2007 to 2014. 21 Detailed
financial data of the listed firms is drawn from the China Stock Market and Research
(CSMAR) database. In addition, data on the political connections of the corporate
leaders is obtained from a sub-database of the CSMAR for the years after 2008. The
information before 2008 (i.e., 2007) is collected manually by authors, using resumes of
corporate leaders.22
As for aggregated city-level data, we exclude four province-level municipalities,
which are Beijing, Tianjin, Shanghai, and Chongqing. This is because the political and
administrative status of these municipalities is dramatically different from the
prefectural cities. Information on political turnover in the cities and the personal
attributes of prefectural leaders is mainly collected from the database of Chinese
leading cadres,

23

and the official personnel appointment and termination

announcements released by the Xinhua Net.24 All other aggregated variables at the city
level are gathered from the various issues of the China City Statistical Yearbook and
the China Statistical Yearbook for Regional Economy.
Having combined the firm-level dataset with the city-level dataset, our final sample
consists of 9,181 observations for 1,682 corporations, located in 219 prefecture cities.
To ensure that the results are not driven by the extreme outliers, we winsorize our data
at the 1st percentile and 99th percentile. Table A1 in the Appendix provides detailed
definitions of all the variables, and their corresponding summary statistics are reported
in Table 2.
[Insert Table 2 Here]

21

The financial industry is excluded from the sample because of its substantial difference from other

industries. For example, there are large amounts of “off balance sheet” activities in financial corporations,
especially banks, which make them less comparable to the other ordinary corporations.
22

The resumes of the corporate leaders, covering the CEO and the chairman of the board, can be found

in the firms’ annual reports.
23

The database is managed by the People’s Net. http://cpc.people.com/cn/gbzl/index.html

24

http://www.xinhuanet.com/politics/rs.htm
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4. Empirical Results
4.1 Political Turnover and Evidence of Collusion
Table 3 presents the results of our baseline specification (1). Each column of Table 3
represents the estimate from a separate regression, where only the coefficient of
political turnover (and its clustered standard error) is reported. We start off the
estimation by only controlling for firm-specific fixed effects and year-specific fixed
effects in Column (1). It turns out that political turnover is negatively associated with
firm tax evasion, and the relation is statistically significant. The empirical results
support our main argument that the external shock from political turnover tends to lead
to the instability of the existing government-firm collusion, resulting in a reduction of
tax evasion activities of firms. Columns (2)-(4) add controls for city, prefectural leader,
and firm, gradually. As shown, the coefficients of political turnover are persistently
negative and statistically significant. Upon adding more control variables, the (inverse)
effect of political turnover becomes larger in magnitude. Quantitatively, Column (4)
indicates that on average, political turnover reduces the gap between the statutory CIT
rate and the effective CIT rate by 0.883 points. At the mean, this approximately
translates into a 86% decrease in the gap.25
[Insert Table 3 Here]
4.2 Collusion or Political Uncertainty?
It might be argued that the detected reduction of firm tax evasion in the presence of
political turnover is not pure evidence of the pre-existence of government-firm
collusion. The so-called “political uncertainty” hypothesis in the relevant literature
(Julio and York, 2012; An et al., 2016) may, instead, offer a competing explanation for
what we just found. In particular, given the strong influence of prefectural leaders on

25

Since new collusion might be re-established after some time once the new city leadership takes position,

we also explore the lagged effects of political turnover on firm tax evasion. As reported in Table A2 of
the Appendix, we find that the one-period lagged effect of political turnover on firm tax evasion remains
negative but statistically insignificant, while the two-to-three period lagged effects of political turnover
become positive and statistically insignificant, which provides evidence of possible re-establishment of
collusion. Such results are consistent with the findings in Figure 2 that firm tax evasion reaches the peak
after three years of political turnover.
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the local economy, political turnover may bring changes to existing economic or fiscal
policies that could create significant uncertainty for firms.26 In response to this, the
firms may strategically take more prudent actions such as withholding investment until
any uncertainty is resolved (Dixit and Pindyck, 1994; An et al., 2016) or reducing tax
evasion activities (Liu et al., 2015). In this case, there will be no collusion.
While it appears that our aforementioned results may be rationalized by both
hypotheses (the collusion hypothesis and the political uncertainty hypothesis), there
exists an important difference between the two. Provided that the reduction of firm tax
evasion after political turnover is mainly caused by the political uncertainty faced by
firms, we should more or less expect a systematic effect of political turnover across all
types of firms. By contrast, given the fact that collusion is a joint action between the
government and the firm, the chances and/or costs of collusion would, at least partially,
depend on the resources available to firms, both economic and political. In other words,
we can expect to find out more heterogeneous effects of political turnover on firm tax
evasion if collusion is indeed the driving mechanism. To exploit this point and
subsequently disentangle the collusion hypothesis from the political uncertainty
hypothesis, we examine our data along three different dimensions; each dimension is
supposed to generate some differentiation amongst firms in terms of costs or
opportunities of collusion.
To begin with, we split the sample on the basis of the firms’ corresponding taxing
authorities. Due to income tax reforms in China in 2002 and 2008, the collection of CIT
is assigned to either the State Administration of Taxation (SAT) or the Local
Administration of Taxation (LAT), depending on the startup year of the firm. The SAT
and the LAT were both created in 1994, as a result of the critical fiscal reform (the socalled “tax-sharing system” reform) in China. The 1994 reform assigned foreign firms
and central firms to the SAT for CIT, and other firms to the LAT. However, firms
established in and after 2002 have been assigned to the SAT for CIT collection. For

26

For instance, firms may worry that the new leader will perform stronger enforcement on tax collection

than the previous leader.
19

firms established in and after 2009, if their primary business is supposed to pay valueadded tax, they are assigned to the SAT for CIT collection. If, however, their primary
business is in the scope of business tax, then they are charged CIT by the LAT.27 The
key difference between the two institutes is that the SAT represents the central
government and is under the direct control of the central authority, while the LAT
belongs to, and is under direct supervision by the local governments.28 This unique
institutional setup provides us with an opportunity to differentiate between the collusion
and the political uncertainty hypotheses. In particular, if the latter hypothesis dominates
the interpretation of the tax-related behavioral responses of the firms, the uncertainty
should be uniform across firms affiliated with either the SAT or the LAT, and so a
similar behavioral response is expected to be observed among all firms. On the other
hand, if it is mainly due to the pre-existence of government-firm collusion, the taxrelated behavioral responses of the two groups of firms (firms affiliated with the SAT
and LAT) might be different. More specifically, since political turnover is defined at
the local level (i.e., change of the city head), it is presumed to destabilize any local
government-firm collusion (potentially captured by the behavior of firms affiliated with
the LAT). However, it may not destabilize central government-firm collusion
(potentially captured by the behavior of firms affiliated with the SAT). 29 Taking
advantage of the information on the firms’ taxing authorities, indicated in the annual
reports of the listed firms, we divide our sample into the aforementioned two groups
(SAT-affiliated firms and LAT-affiliated firms). The empirical results are reported in
Table 4. As seen in the table, while the estimated coefficient of political turnover is

27

The new rules imposed by these reforms only apply to the firms established during and after the

reforms. For firms established before the reforms, the old rules apply.
28

During the Tax-Sharing reform, all taxes in China were classified into three categories: central taxes,

local taxes, and taxes shared between the central and local governments. The SAT was put in charge of
collecting central taxes and the majority of the shared taxes, while the LAT was made responsible for the
collection of all local taxes and the remaining small portion of the shared taxes. For a more detailed
description of the Chinese tax system, see Jia et al. (2017).
29

As pointed out by Sun (2004), in China, collusion of local officials or even an entire local government

is often present, and tax fraud is organized and pervasive as a local phenomenon and enjoys a local
“support system”. These reflect the top-down model of regional corruption.
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negative in both groups of firms, it is only statistically significant for firms whose CIT
revenues are collected by the LAT. The empirical results are consistent with the
collusion hypothesis, rather than the political uncertainty hypothesis.
[Insert Table 4 Here]
Due to historical reasons, foreign firms in China have long been granted with
preferential tax treatment and various other benefits (i.e. tax exemption, tax break, and
preferential tax rate). Given that foreign investors generally pay more attention to local
laws and policies in order to prevent political risk, it is reasonable to assume that foreign
firms are less likely to be involved in collusion activities than domestic firms. Along
the same lines, the state-owned enterprises (SOEs), by their very nature, are inextricably
interwoven with the government and thus have a much higher chance to be collusive
than the non-SOEs. Using this insight, we continuously explore the second dimension
by separating our sample into two groups based on different ownership criteria, namely
foreign firms versus domestic firms (and non-SOEs versus SOEs). We expect that
foreign firms (non-SOEs) should be less sensitive in responding to political turnover
than the domestic firms (SOEs). The empirical results are reported in Table 5. This
table confirms our conjecture that the negative estimated coefficient of political
turnover is only statistically significant for domestic firms and SOEs, but not foreign
firms and non-SOEs. Table 5 provides another piece of evidence inclined towards the
collusion hypothesis rather than political uncertainty hypothesis, as the latter would
imply a more consistent effect of political turnover across all types of firms. Particularly,
since SOEs are faced with less uncertainty than non-SOEs due to their connection with
governments, the more salient response of SOEs, in turn, would suggest a deny of the
political uncertainty hypothesis as a key explanation of our detected results.
[Insert Table 5 Here]
In the third dimension, we divide the sample into deciles based on the mean value
of the firms’ assets, and compare the bottom three to the top three deciles. Our
conjecture is that large firms, in relation to small firms, are generally enriched with
more economical and political resources that build the foundation for government-firm
21

collusion. 30 Thus, provided the collusion hypothesis holds, political turnover may
impose a stronger shock to the tax activities of the large firms, rather than the small
firms. The empirical results are reported in Table 6. This table indicates that large firms
are significantly more responsive to political turnover. Quantitatively, large firms yield
an estimate of -1.251 (Column (4) of Table 6), compared to -0.883 in the benchmark
estimation (Column (4) of Table 3). Even though the small firms also have a negative
coefficient, they are statistically insignificant. The results are therefore against the
political uncertainty hypothesis, in which a similar effect of political turnover across
firms with different sizes is expected to be found.
[Insert Table 6 Here]
4.3 The Role of Political Connection
Having established evidence in favor of government-firm collusion, we ask the question:
to what extent is the existing collusion more likely to be stable? To answer this question,
we explore the role of political connection in firms, the concept of which is defined and
illustrated in subsection 3.2.3. Intuitively, we hypothesize that the existing collusion
should be more stable and less likely to be broken by the political turnover shock if the
firm is politically connected.
To validate this point, we firstly look at our measure of political connection from
the perspective of the prefectural leaders. That is, we divide our sample into two groups,
depending on whether the prefectural leader is “local” or “nonlocal”.31 The empirical
results are reported in Table 7. As indicated in the table, the estimated coefficient of
political turnover remains negative and statistically significant in the subsample with
city leaders promoted outside the cities (Columns (3) and (4) of Table 7), while the
same coefficient appears to be statistically insignificant and much smaller in magnitude
when the prefectural leader is promoted locally (Columns (1) and (2) of Table 7). This
finding is somewhat consistent with our hypothesis that, compared to prefectural

30

As argued by Zhang (2018), while small firms have hard time dealing with tax officers, large firms

usually enjoy privileged connections with local political leaders, as well as tax officers.
31

As defined in subsection 3.2.3, “local” means that the prefectural secretary was promoted within the

city, while “nonlocal” means that the prefectural secretary was promoted from outside cities.
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leaders appointed from outside cities, firms may already have connections with locally
promoted prefectural leaders before they are in office. This lessens the external shock
effect of political turnover on existing collusion.32
[Insert Table 7 Here]
In the next step, we turn to the second measure of political connection of firms,
which is political ties. This captures the detailed political background of firms’ chief
leaders, and so is an arguably more accurate index. In particular, we split our sample
into two groups, depending on whether the chief leaders of the firms – specifically the
CEO and the chairman of the board – are former or current government bureaucrats.
Table 8 documents the new estimation results. Largely in line with the previous finding,
political turnover is only found to be statistically significant in reducing firm tax
evasion when firms’ chief leaders have no political ties (Columns (3) and (4) of Table
8), and the corresponding results for firms with chief leaders being former or current
government officers are not statistically significant. Finally, it is also worth mentioning
that with this second measure of political connection, the quantitative effect of political
turnover becomes even more striking, with an estimated coefficient of -1.409 in
Column (4) of Table 8, compared to an estimated coefficient of -0.914 in Column (4)
of Table 7. This seems to support our claim that the second measure of political
connection is a more accurate one.
[Insert Table 8 Here]

32

Apart from the career trajectory of prefectural leaders, Lu and Tsai (2017) also consider the birthplace

of prefectural leaders to capture the degree of local officials’ social networks. Compared to local officials
who were born in the city they govern, local officials who were not born in the city they govern have
fewer connections with local elites. Thus, political turnover should have a less salient effect on firm tax
evasion for locally born prefectural leaders. However, our data shows that from 2007 to 2014, less than
6% of prefectural leaders were born in the cities they govern. When applying the definition of birthplace,
the empirical results may be biased due to low variation in the sample. For this reason, we primarily
focus on the effect of the prefectural leaders’ previous work experience. Note that the empirical results
are consistent with our conjecture if we apply birthplace as a metric instead, confirming the robustness
of our results. The corresponding regression results are reported in Table A3.
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Taken together, the results in Tables 7 and 8 provide consistent evidence for the
role of political connection of firms in stabilizing the existing government-firm
collusion.

5. Concluding Remarks
Government-firm collusion in China has been widely discussed in recent years.
However, there is little clear empirical evidence in the existing academic research. Our
paper combines a prefectural-level panel dataset with a Chinese listed firm dataset from
2007 to 2014, and innovatively applies political turnover of local officials as an
exogenous political shock to firms, examining the corresponding behavioral changes in
firm tax evasion during the leadership transition, in order to find evidence of preexisting government-firm collusion. By considering the heterogeneous effect of firms,
our empirical finding that only firms with low costs and high chances of collusion
respond to the external political shock supports the collusion hypothesis, ruling out the
possibility that the changes are driven by political uncertainty.
Additionally, we argue that political connections stabilize the existing governmentfirm collusion during the leadership transition. The empirical results of this paper
demonstrate that the effect of political turnover on tax evasion is lessened if the firms
are politically connected, specifically when the newly appointed prefectural leader is
local or when the firms’ chief leaders have stronger political ties. It implies that political
connections in China increase corporate value in the sense that they help firms become
less vulnerable to external political shocks, and more likely to sustain their advantages
during rent-seeking activities. Even though our study focuses on the change in corporate
tax evasion driven by government-firm collusion, a similar political logic may also
apply to other types of corporate rent-seeking behavior.
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Figure 1: Variation of Tax Evasion between Turnover VS. Non-turnover

Figure 2: Tax Evasion surrounding Political Turnover in Window (t-2, t+2)
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Table 1: The Distribution of Prefectural Leaders’ Turnover regarding Their
Tenures
Frequency
Percentage
Secretaries' Tenure
1
28
6.95%
2
64
15.88%
3
71
17.62%
4
84
20.84%
5
75
18.61%
6
40
9.93%
7
21
5.21%
8
11
2.73%
9
7
1.74%
10
1
0.25%
11
1
0.25%
403
100%
Total
Source: Authors’ Calculation.

Table 2. Summary Statistics
Variable
Obs.
ETR
9181
STR
9181
Tax evasion
9181
Political turnover
9181
Firm size (log)
9181
Leverage (%)
9181
Financial charges (%)
9181
ROA (%)
9181
Management fees (%)
9181
Cash flows (%)
9181
Real GDP per
capita(log)
9181
Share of secondary
sector in total GDP (%)
9181
Share of tertiary sector
in total GDP (%)
9181
Government size (%)
9181
Population density(log)
9181
Age
9181
Education
9181

Mean

Std. Dev.

Min

Max

21.382
22.438
1.021
0.246
21.467
46.046
0.897
5.974
4.852
4.558

14.814
5.824
15.084
0.431
1.195
23.427
1.365
5.662
3.088
7.838

0
0
-57.667
0
18.597
4.700
-1.855
-13.105
0.429
-20.607

80.815
45
28.080
1
24.827
136.940
6.565
28.964
17.446
26.277

10.852

0.912

8.995

12.791

49.067

7.843

24.806

68.080

44.610
1.649
6.373
53.389
3.053

9.523
1.118
0.742
3.610
0.765

24.324
0.283
3.626
44
1

67.869
4.700
8.361
60
4

Source: Authors’ Calculation.
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Table 3. Impact of Political Turnover on Firm Tax Evasion: Baseline Results
（3）
（4）
(1)
(2)
Political turnover
-0.657**
-0.676**
-0.829**
-0.883***
(0.321)
(0.322)
(0.328)
(0.323)
City controls
Leader controls
Firm controls
Firm fixed
City fixed
Industry-year fixed
Observations
R-squared
Number of firms

No
No
No
Yes
Yes
Yes

Yes
No
No
Yes
Yes
Yes

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

9,181
0.137
1,682

9,181
0.138
1,682

9,181
0.139
1,682

9,181
0.158
1,682

Notes: City controls include real GDP per capita, the share of secondary sector in total GDP, the share of tertiary
sector in total GDP, government size, and population density; leader controls include age and education level of the
prefectural secretary; firm controls include firm size, leverage, financial charges, ROA, management fees, and cash
flows. Standard errors are clustered at firm level for all regressions and robust standard errors are applied. *** p <
0.01, ** p < 0.05, * p < 0.1.

Table 4. Impact of Political Turnover on Firm Tax Evasion: SAT versus LAT
SAT
LAT
(1)
(2)
(3)
(4)
Political turnover
-0.658
-0.671
-0.782**
-0.861**
(0.692)
(0.686)
(0.368)
(0.360)
City controls
Leader controls
Firm controls
Firm fixed
City fixed
Industry-year fixed
Observations
R-squared
Number of firms

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

1,953
0.214
447

1,953
0.232
447

7,228
0.138
1,342

7,228
0.159
1,342

Notes: SAT represents those firms whose CIT revenues are collected by State Administration of Taxation; and LAT
represents those firms whose CIT revenues are collected by Local Administration of Taxation. City controls include
real GDP per capita, the share of secondary sector in total GDP, the share of tertiary sector in total GDP, government
size, and population density; leader controls include age and education level of the prefectural secretary; firm
controls include firm size, leverage, financial charges, ROA, management fees, and cash flows. Standard errors are
clustered at firm level for all regressions and robust standard errors are applied. *** p < 0.01, ** p < 0.05, * p < 0.1.
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Table 5. Impact of Political Turnover on Firm Tax Evasion: Firm Ownership
Panel A
Foreign
Domestic
(1)
(2)
(3)
(4)
Political turnover
-1.140
-0.568
-0.784**
-0.839**
(1.919)
(1.935)
(0.333)
(0.328)
Observations
R-squared
Number of firms
Panel B

Observations
R-squared
Number of firms
City controls
Leader controls
Firm controls
Firm fixed
City fixed
Industry-year fixed

303
303
0.349
0.383
80
80
Non-SOEs
（1）
（2）
-0.486
-0.633
(0.413)
(0.406)
5,001
0.165
1,083
Yes
Yes
No
Yes
Yes
Yes

5,001
0.186
1,083
Yes
Yes
Yes
Yes
Yes
Yes

8,878
0.140
1,642

8,878
0.159
1,642
SOEs

(3)
-1.379***
(0.532)

(4)
-1.290**
(0.526)

4,180
0.151
698
Yes
Yes
No
Yes
Yes
Yes

4,180
0.167
698
Yes
Yes
Yes
Yes
Yes
Yes

Notes: Foreign, domestic, SOEs, and non-SOEs represent foreign firms, domestic firms, state-owned enterprises,
and non-state-owned enterprises respectively. City controls include real GDP per capita, the share of secondary
sector in total GDP, the share of tertiary sector in total GDP, government size, and population density; leader controls
include age and education level of the prefectural secretary; firm controls include firm size, leverage, financial
charges, ROA, management fees, and cash flows. Standard errors are clustered at firm level for all regressions and
robust standard errors are applied. *** p < 0.01, ** p < 0.05, * p < 0.1.
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Table 6. Impact of Political Turnover on Firm Tax Evasion: Small versus Large
Firms
Small firms
Large firms
(1)
(2)
(3)
(4)
Political turnover
-0.151
-0.083
-1.082*
-1.251**
(0.579)
(0.578)
(0.610)
(0.603)
City controls
Leader controls
Firm controls
Firm fixed
City fixed
Industry-year fixed
Observations
R-squared
Number of firms

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

2,755
0.180
589

2,755
0.195
589

2,754
0.205
434

2,754
0.227
434

Notes: City controls include real GDP per capita, the share of secondary sector in total GDP, the share of tertiary
sector in total GDP, government size, and population density; leader controls include age and education level of the
prefectural secretary; firm controls include firm size, leverage, financial charges, ROA, management fees, and cash
flows. Standard errors are clustered at firm level for all regressions and robust standard errors are applied. *** p <
0.01, ** p < 0.05, * p < 0.1.

Table 7. Impact of Political Turnover on Firm Tax Evasion: Local versus Nonlocal
Local
Non-local
(1)
(2)
(3)
(4)
Political turnover
-0.720
-0.745
-0.844*
-0.914*
(0.531)
(0.523)
(0.487)
(0.484)
City controls
Leader controls
Firm controls
Firm fixed
City fixed
Industry-year fixed
Observations
R-squared
Number of firms

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

4,179
0.159
1,100

4,179
0.186
1,100

5,002
0.162
1,252

5,002
0.171
1,252

Notes: “Local” represents those firms located in the city with a prefectural leader who was promoted within the city;
“Non-local” represents those firms located in the city with a prefectural leader who was promoted outside the city.
City controls include real GDP per capita, the share of secondary sector in total GDP, the share of tertiary sector in
total GDP, government size, and population density; leader controls include age and education level of the prefectural
secretary; firm controls include firm size, leverage, financial charges, ROA, management fees, and cash flows.
Standard errors are clustered at firm level for all regressions and robust standard errors are applied. *** p < 0.01,
** p < 0.05, * p < 0.1.
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Table 8. Impact of Political Turnover on Firm Tax Evasion: Firm Leaders’
Political Ties
Firm Leaders’ Political
Firm Leaders’ Political
Ties=1
Ties=0
(1)
(2)
(3)
(4)
Political turnover
-0.620
-0.585
-1.340***
-1.409***
(0.466)
(0.456)
(0.461)
(0.458)
City controls
Leader controls
Firm controls
Firm fixed
City fixed
Industry-year fixed
Observations
R-squared
Number of firms

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

4,014
0.165
976

4,014
0.189
976

5,167
0.150
1,154

5,167
0.166
1,154

Notes: “Firm Leaders’ Political Ties=1” represents those firms whose chief leaders are former or current government
bureaucrats; and “Firm Leaders’ Political Ties=0” represents those firms whose chief leaders have never been
government bureaucrats; City controls include real GDP per capita, the share of secondary sector in total GDP, the
share of tertiary sector in total GDP, government size, and population density; leader controls include age and
education level of the prefectural secretary; firm controls include firm size, leverage, financial charges, ROA,
management fees, and cash flows. Standard errors are clustered at firm level for all regressions and robust standard
errors are applied. *** p < 0.01, ** p < 0.05, * p < 0.1.
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Appendix
Table A1. Description of Variables and Sources
Variable
Definition
ETR
Effective tax rate on
CIT, %
STR
Tax evasion
Political turnover

Firm size
Leverage
Financial charges
ROA
Management fees
Cash flows
Real GDP per capita

Statutory tax rate on
CIT, %
The difference between
STR and ETR, %
=1 if turnover of the city
secretary of the CCP
secretary occurs; 0
otherwise
Total asset, log
Ratio of debt to total
asset, %
Ratio of financial charges
to total asset, %
Ratio of total profit to
total asset, %
Ratio of management fees
to total asset, %
Ratio of net cash flows to
total asset, %
Real GDP per capita, log

Source
China Stock Market and
Research (CSMAR)
Database
CSMAR
Authors’ calculation
Database of Chinese
leading cadres; Xinhua
Net
CSMAR
CSMAR
CSMAR
CSMAR
CSMAR
CSMAR

China Statistical
Yearbook for Regional
Economy
Share of the secondary
Share of the secondary
China Statistical
sector in total GDP
sector in GDP, %
Yearbook for Regional
Economy
Share of the tertiary sector Share of the tertiary sector China Statistical
in total GDP
in GDP, %
Yearbook for Regional
Economy
Government size
Ratio of population of
China City Statistical
civil servants and
Yearbook
employees in public
sectors to total
population, %
Population density
Population density, per
China Statistical
kilometer square, log
Yearbook for Regional
Economy
Age
The age of city secretary
Database of Chinese
of the CCP
leading cadres; Xinhua
Net
Education
The education level of
Database of Chinese
city secretary of the CCP
leading cadres; Xinhua
Net

Table A2. The Lagged Effects of Political Turnover on Firm Tax Evasion
Political turnover, t-1

(1)

(2)

0.082
(0.301)

0.083
(0.297)

Political turnover, t-2

(3)

(4)

0.071
(0.335)

0.083
(0.335)

Political turnover, t-3

City controls
Leader controls
Firm controls
Firm fixed
City fixed
Industry-year fixed
Observations
R-squared
Number of firms

（5）

（6）

0.541
(0.418)

0.601
(0.415)

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

9,181
0.138
1,682

9,181
0.157
1,682

9,181
0.138
1,682

9,181
0.157
1,682

9,181
0.139
1,682

9,181
0.157
1,682

Notes: City controls include real GDP per capita, the share of secondary sector in total GDP, the share of tertiary
sector in total GDP, government size, and population density; leader controls include age and education level of the
prefectural secretary; firm controls include firm size, leverage, financial charges, ROA, management fees, and cash
flows. Standard errors are clustered at firm level for all regressions and robust standard errors are applied. *** p <
0.01, ** p < 0.05, * p < 0.1.

Table A3. Impact of Political Turnover on Firm Tax Evasion: City Birth
City Birth=1
City Birth=0
(1)
(2)
(3)
(4)
Political turnover
1.825
1.677
-0.736**
-0.805**
(3.870)
(3.556)
(0.337)
(0.332)
City controls
Leader controls
Firm controls
Firm fixed
City fixed
Industry-year fixed
Observations
R-squared
Number of firms

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

Yes
Yes
No
Yes
Yes
Yes

Yes
Yes
Yes
Yes
Yes
Yes

469
0.260
191

469
0.309
191

8,707
0.141
1,664

8,707
0.158
1,664

Notes: “City Birth=1” represents those firms located in the city with a prefectural leader who was born within the
city; “City Birth=0” represents those firms located in the city with a prefectural leader who was born outside the city.
City controls include real GDP per capita, the share of secondary sector in total GDP, the share of tertiary sector in
total GDP, government size, and population density; leader controls include age and education level of the prefectural
secretary; firm controls include firm size, leverage, financial charges, ROA, management fees, and cash flows.
Standard errors are clustered at firm level for all regressions and robust standard errors are applied. *** p < 0.01, **
p < 0.05, * p < 0.1.

