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This research examines the economic impact of partisan politics at a level that has been neglected in prior research: the
firm level. Specifically, I investigate the impact of partisan supply-side policies on firm performance and firm heterogeneity
in experience of this impact. I claim that parties’ supply-side strategies (the interventionist strategy of left-wing parties and
the market-oriented strategy of right-wing parties) have conflicting implications for the productivity and cost of economic
factors at the disposal of firms. My empirics employ firm-level data from 21 advanced industrial democracies for the
period extending from 1989 to 2008. The results are counterintuitive and, in some ways, even provocative. I find that
(1) firms perform better under left-oriented governments compared to right-oriented governments, suggesting that the
interventionist strategy of left-wing parties helps firms better than the market-oriented strategy of right-wing parties; and
(2) there is considerable firm heterogeneity in exposure to partisan supply-side strategies.

I
s there any distinct cycle in firm performance that
can be attributed to government partisanship?
If there is, (1) what generates this cycle? and (2) is

this cycle uniformly experienced across different sub-
categories of firms? The literature on partisan politics
and economy hardly offers any satisfactory answers to
these questions. While some studies relate partisan
politics to microeconomic policies like taxation
(Inclán, Quinn, and Shapiro 2001) and microeconomic
outcomes like income distribution (Bartels 2008; Hibbs
and Dennis 1988), few examine the partisan business
cycle at the firm level like the current research. I claim
that there is a partisan cycle in firm performance via
parties’ distinct supply-side strategies.

It is now well-established that left- and right-wing
parties follow distinct supply-side strategies. Building
on some early works (Garrett and Lange 1991; Martin
1979), Boix (1997, 1998) offers the most systematic
account to date of partisan differences in supply-side
policies. Boix shows that although both left-wing and
right-wing parties are motivated to promote economic
growth in part due to the potent imperatives of elec-
toral politics, they have a strong ideological proclivity
and enough leeway to pursue different supply-side
economic strategies that are similarly geared toward
achieving economic growth but have varying redis-
tributive effects. Left-wing parties with greater concern

for equality prefer an interventionist supply-side
strategy that deploys the public provision of fixed
and human capital to boost the income of workers.
In particular, this strategy involves public investment
in infrastructure to enhance the quality of fixed capital
and public spending on education and active labor
market policies to upgrade the skills of labor. On the
other hand, right-wing parties with lesser concern for
equality prefer a market-oriented strategy that relies on
the private sector in promoting capital formation.
Specifically, this strategy resorts to low and non-
distortionary taxation, deregulation, and privatization,
which is in turn believed to free up resources and
create a proper incentive structure for private agents to
generate fixed and human capital.

Studies extensively document that parties are able
to pursue their distinct supply-side strategies largely
unconstrained by structural and institutional factors
like increasing international integration and domestic
political economic factors (Boix 1997, 1998; Garrett
and Lange 1991; Kaufman and Segura-Ubiergo 2001).
Indeed, the same studies indicate that as parties have
become increasingly limited in their efforts to manage
the business cycle and the demand-side of the economy
due to the constraining factors, their reliance on
supply-side strategies to pursue their partisan
objectives has become even more salient.
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I propose that parties’ distinct supply-side strategies
influence the productive capabilities of firms and hence
their operational performance. My analytical discussion
and review of relevant evidence highlights an ambiguity
in the net impact of partisan supply-side strategies on
firm performance. For example, while the interven-
tionist strategy of left-wing parties is likely to boost
firm performance via a positive marginal produc-
tivity of public fixed capital and a positive private
productivity effect, the social cost of public capital
formation can diminish and even more than offset
its positive effects. Additionally, I discuss some possible
sources of differentiation in firms’ susceptibility to
partisan-motivated supply-side disturbances. In partic-
ular, I identify three firm-level factors as likely to induce
heterogeneity in firms’ exposure to these disturbances:
size, growth prospect, and capital/labor intensity.

My empirics employ firm-level data from 21
advanced industrial democracies for the period extend-
ing from 1989 to 2008.1 The analysis identifies two key
findings. First, all else being equal, firms perform better
under left-oriented governments than under right-
oriented governments, suggesting that the intervention-
ist supply-side strategy of left-wing parties works better
for firms than the market-oriented strategy of right-
wing parties. This is in stark contrast to the conven-
tional wisdom that firms expectedly perform better
under right-oriented governments than under left-
oriented governments due to the former’s supposedly
more business-friendly policies. Second, there is firm
heterogeneity in exposure to partisan supply-side pol-
icies as evinced in the better performance of larger
firms, high-growth firms, and firms with higher capital
intensity under left-oriented governments.

Theoretical Framework

Evidence is vast in linking the size and quality of pro-
ductive inputs in an economy to firm performance
(Hopenhayn 1992; Jaffe 1986; Melitz and Ottaviano
2008; Rosenberg 1983; Stoneman and Kwon 1996).
Considering the well-reported partisan cycle in govern-
ment supply-side policies that are geared toward influ-
encing productive inputs, there is then a theoretical
possibility for a partisan impact on firm performance
via supply-side policies. My initial task is to identify
how government supply-side strategies in general feed

into firm performance. To aid the analytical exposition,
I use profitability as the operational definition of firm
performance and present a stylized specification of the
representative firm’s profit function as follows:

Y
¼ PYY�PKK�PLL� T ð1Þ

whereP is the firm’s profit; PY is the going price for the
firm’s output in the product market; Y is the firm’s
product function; PK is the going price of private capital
(K) used by the firm; PL is the going price of labor (L)
employed by the firm; and T is taxes paid by the firm.
Assuming that Y corresponds to the conventional
Codd-Douglas production function augmented with
the addition of public capital, I specify it as follows:

Y ¼ AKaLuKGn ð2Þ
where A is a scale parameter; K is private capital with
a being the marginal product of K or the output
elasticity of K ; L denotes labor with Ɵ being the
marginal product of L; KG is the stock of publicly
provided fixed-capital services2 with Ʋ being the
marginal product of KG. This production function
is characterized with constant returns to scale, which
is a common assumption in the literature. That is, a
proportional rise in each resource is assumed to raise
Y by the same proportion (i.e., a 1 Ɵ 1 Ʋ 51).

It is conceivable that government supply-side
policies factor into the firm’s profit function directly
via the stock of public fixed capital (KG) and indi-
rectly via the marginal productivity of private capital
and labor (a and Ɵ respectively), private factor costs
(PK and PL), and tax payments (T). Then exactly
what kind of ramifications do the distinct supply-side
strategies of left-wing and right-wing parties have for
the firm’s profit? The answer to this question hinges
on three factors. The first factor is the marginal
productivity of KG (Ʋ). All else being equal, if Ʋ . 0,
the interventionist (market-oriented) strategy of left-
wing (right-wing) parties with a stronger (weaker)
emphasis on public investment boosts (depresses) the
firm’s profitability. The reverse holds true if Ʋ # 0.
The second factor is the impact of public (fixed and
human) capital formation on the marginal produc-
tivity of private factors (a and Ɵ). All else being
equal, if public capital formation augments a and Ɵ,
the interventionist (market-oriented) strategy boosts
(depresses) the firm’s profitability. The reverse is true

1An online appendix with supplementary material is available at
http://dx.doi.org/10.1017/S0022381614000164. Data and sup-
porting materials necessary to reproduce the numerical results
in the article are available from the author.

2Those services include core infrastructure like highways, airports
and mass transit facilities, electric and gas plants, water-supply
facilities and sewers, and also buildings including schools,
hospitals, police and fire stations, and courthouses.
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if the private productivity effect of public capital
formation is negative. The third factor is the social
cost of public capital formation as incurred through
government taxation. To the extent that the social
cost more than offsets the potentially positive pro-
ductivity effect of public capital formation, the in-
terventionist (market-oriented) strategy depresses
(boosts) the firm’s profitability.

There is a large body of theoretical and empirical
research that bears on how these factors play out.
Theoretical studies lend heavy support to the interven-
tionist strategy. The positive impact of public capital
formation as in the interventionist strategy on the
level and quality of productive inputs in the economy,
either directly via KG or a and Ɵ, is theoretically
well-established in various economic models like
Ramsey-type economies as in Arrow and Kurz (1970)
and endogenous growth models as in Barro (1990)
and Futugami, Morita, and Shibata (1993). The con-
sensus is that there is a considerable room for the
public provision and promotion of productive inputs
in private business sector due to, among other things,
market failures.

However, empirical research is more ambivalent
than theoretical studies. On balance, while evidence
favors the interventionist strategy on the marginal
productivity of KG and the private productivity effect
of public fixed and human-capital formation, evidence
bearing on the social cost lends some credibility to the
market-oriented strategy.

Studies offer extensive evidence that public fixed
capital has a positive marginal product in private
business activity. Evidence is extensive particularly
from the U.S. context. For example, in an early anal-
ysis of national private-sector output data, Lynde and
Richmond (1992) find that public fixed capital has
a positive and sizable marginal product in private
output. The same pattern is reported at the state and
regional levels like in Munnell (1990) and Morrison
and Schwartz (1996). Evidence from other national
contexts confirm the positive marginal productivity of
public fixed capital (Demetriades and Mamuneas
2000; Otto and Voss 1994; Paul, Sahni, and Biswal
2004; Sturm 1998).

As to the private factor productivity of public
fixed and human-capital formation, there is consider-
able evidence in favor of the interventionist strategy.
The positive association between the stock of public
fixed capital and total factor productivity is established
in early studies like Ratner (1983) and Deno (1988).
However, it is Aschauer’s (1989) pioneering work that
makes a forceful case for this association. Aschauer
finds that a substantial portion of the decline in U.S.

productivity in private sector since the 1970s could be
explained by the slowdown in public fixed-capital
formation. His empirics identify a strong positive
relationship between output per unit of private capital
and the stock of public capital. Munnell (1990) dis-
cerns the same pattern for labor productivity. Lynde
and Richmond (1992) and Demetriades and
Mamuneas (2000) document that a decline in public
fixed capital indeed contributes to the decline of
private productivity. Likewise, research also identifies
a positive impact of public human-capital formation
via education on private productivity. This impact is
formalized and tested in the endogenous growth
literature (Barro and Sala-i-Martin 1999; Glomm
and Ravikumar 1997; Zhang 1996).

On the other hand, evidence bearing on the social
cost of public capital formation suggests that the
market-oriented strategy might help firm profitability
better than the interventionist strategy. Aside from
the obvious way that the social cost of the interven-
tionist strategy factors into firm profitability (higher tax
payment or ‘‘T’’ in the firm’s profit function), research
identifies two subtle, though not trivial, ways in which
the social cost can counter the potentially positive
productivity effect of this strategy. First, studies,
going back to Hall and Jorgenson (1967) and
Auerbach (1983), establish a link between taxation
and factor prices (PK and PL in the firm’s profit
function). The general idea is that since higher taxes
reduce the real after-tax rate of return for productive
factors, the user cost of these factors or the required
amount of compensation for the providers of these
factors increases, which puts an upward pressure on
PK and PL. Second, the higher cost of capital associated
with higher taxation depresses demand for productiv-
ity-augmenting investments in the private sector.
Studies report that higher taxation can reduce the
rates of private (fixed and human capital) investment
in the economy by increasing the costs of such
spending relative to their returns (Barro and Redlick
2011; Cummins, Hassett, and Hubbard 1996; Djankov
et al. 2010). As a result, higher taxation can undermine
productivity growth led by the private sector. Overall,
analysts offer evidence that when the social cost via
higher taxation is properly taken into account, the
positive effects of public-capital formation on private
output are significantly diminished (Blankenau,
Simpson, and Tomlijanovich 2007; Morrison and
Schwartz 1996).

In sum, there is some ambiguity about the net
impact of partisan supply-side strategies on the firm’s
profitability. Research suggests that while the inter-
ventionist (market-oriented) strategy may boost (hurt)
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firm profitability by augmenting (reducing) the firm’s
productive capabilities, it may hurt (help) the firm’s
profitability via its social cost born through higher
(lower) taxation. In the final analysis, the net impact of
left- and right-wing parties’ supply-side strategies on
firm profitability can be positive, negative, or nil.
Therefore, it is in principal an empirical matter.

Firm Heterogeneity

The preceding section assumes, like much of political
economy literature, symmetry in firms’ experience of
partisan supply-side strategies. However, there are
good reasons to hypothesize that some key firm-level
factors may amplify or lessen firms’ susceptibility to
these disturbances, thereby giving rise to heterogeneity
in firms’ exposure to partisan supply-side strategies.

Size. Firms of different sizes can be plausibly
expected to differentiate in their response to partisan
supply-side disturbances due to corresponding differ-
ences in their economies of scale, ability to absorb
negative shocks, and demand for economic factors.
However, it is not clear a priori how small and large
firms vary in their responses to these disturbances.
For example, take the case of an expectedly positive
productivity shock due to public investment. On the
one hand, small firms can be surmised to benefit
more at the margin from such a shock compared to
larger firms as the latter can internalize part of public
fixed and human-capital formation due to their greater
economies of scale. On the other hand, larger firms can
conceivably benefit more from the same shock for two
reasons. First, larger firms can absorb the social cost of
public investment better than smaller firms. That is
because financial flexibility granted by their easier access
to financial markets makes larger firms more capable of
absorbing any aggregate negative shocks like higher
taxation than smaller firms (Beck, Demirgücx-Kunt, and
Maksimovic 2005; Hopenhayn 1992). Therefore, the
offsetting effect of the social cost of public investment
would not be as pronounced for larger firms as it would
be for small firms. Second, since larger firms make
demands on a greater amount of economic factors, any
economy-wide supply-side shock that influences the
productivity of these factors may influence these firms
disproportionately. As a result, due to the conflicting
expectations, the direction of size-based firm heteroge-
neity in response to partisan supply-side disturbances is
an empirical matter.

Growth Prospect. Firm heterogeneity may also
arise due to the variation in firms’ growth prospects.

A firm’s growth prospect refers to a set of discretionary
future projects yielding positive net present values
(NPV) to the firm. These projects may be aimed at
expanding the firm’s productive capacities, developing
new product lines, and maintaining and replacing
existing assets. Since a variation in firms’ growth
prospects signifies a variation in their demand
for economic factors at the margin with high-
growth firms making a greater demand due to
their high-growth potential, it also indicates
possible heterogeneity in their response to the
partisan supply-side strategies. For example, ceteris
paribus, an expectedly positive productivity shock
due to greater public investment may benefit firms
with a higher growth prospect even more robustly
compared to firms with a lower growth prospect,
because these firms’ higher growth potential and
hence their greater demand for economic factors
already prime them to take better advantage of such
a shock.

Capital/Labor Intensity. The composition of
economic factors at firms’ disposal may also make a
difference in their susceptibility to partisan supply-side
strategies, because these strategies may differentially
impact capital and labor productivity. In cases where
specific supply-side strategies like public investment
influence capital productivity more forcefully than
labor productivity, firms with higher capital intensity
are expected to respond to such strategies differently
compared to firms with lower capital intensity.
Or, if supply-side strategies like public spending
on education influences labor productivity more
strongly than capital productivity, firms with
higher labor intensity can be hypothesized to
respond to such strategies distinctly relative to
firms with lower labor intensity. Overall, depend-
ing on the relative size of the capital and labor
productivity effects of the interventionist and
market-oriented strategies, labor and capital inten-
sive firms may display heterogeneous responses to
these strategies.

Variables and Data

I probe the partisan impact on firm performance via
supply-side policies and firm heterogeneity by using
annual firm-level and country-level data. The firm-level
data are extracted from the Compustat Global dataset,
which provides annual firm-level financial information
(balance sheet and income statement variables) for active
and inactive companies in 89 countries going back
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as early as 1989.3 I collect accounting variables from
the Compustat Global Industrial File, exchange-rate
information from the Compustat Global Currency
File and pricing information from the Compustat
Global Issues File. The data for my key independent
variable, Partisanship, is drawn from the Comparative
Political dataset, which provides annual data on polit-
ical variables for 23 advanced democracies for the
period extending from 1960 to 2008 (Armingeon et al.
2010). Merging the Compustat Global with Compar-
ative Political datasets yields a sample of 21 advanced
industrial democracies (listed in the online appendix)
from 1989 to 2008.

The dependent variable is firm performance
operationalized as Profitability. I measure this variable
as the ratio of operating income to total assets. Also
known as Return on Assets (ROA), this measure is not
the only way to capture firm performance. As discussed
later, there is another commonly used metric: Tobin’s
Q. I opt for the ROAmeasure because this measure taps
a firm’s profit stream emphasized by my theoretical
considerations much more directly compared to
Tobin’s Q, though I later test the robustness of
findings to using Q as a metric of firm performance.
In the sample, Profitability has a mean score of20.01.
While the least profitable firm has a score of 21.16,
the most profitable one has a score of 0.25.

The main independent variable, Partisanship, is
measured as the difference between the percentage of
cabinet posts controlled by left-wing parties and the
percentage of cabinet posts controlled by right-wing
parties in a given government. As a result, Partisanship
ranges from 2100 to 100, where 2100 indicates full
government control by right-wing parties and 100 full
government control by left-wing parties. Partisanship
has a mean of 230 and a median of 239, meaning
that the typical government in the sample is more
right-leaning than left-leaning.

An appropriate test of the partisan impact via
supply-side strategies must address an important
methodological challenge. The analysis must account
for a potential partisan impact via plausible alterna-
tive mechanisms so that it can be confidently inferred
that the variation in firm performance attributed to
government partisanship is due to parties’ distinct
supply-side strategies. There are two such mechanisms.
First, parties can influence firm performance via their

demand-management policies. The partisan manage-
ment of the demand side of the economy conceivably
impacts the demand schedule that firms face in the
product market. For example, the expectedly expansion-
ary (contractionary) demand-side policy of left-oriented
(right-oriented) governments is likely to boost (hurt)
firms’ volume of sales and hence their profitability.
To control for this mechanism, I use Household
Consumption (household final-consumption
expenditure, annual growth rates in percentage) and
Government Consumption (general government final-
consumption expenditure, annual growth rates in
percentage).

Relatedly, the second alternative mechanism
is the stability of firms’ business environment.
Particularly important is price stability. The expansion-
ary (contractionary) monetary and fiscal disturbances
of left (right)-oriented governments run at least a min-
imal risk of generating inflationary or deflationary price
instability. Both forms of price instability can pose
problems for firm profitability. In case of inflationary
price instability, the product price and sales may
increase at first, leading to the phenomenon known
as the illusory profit. But as economic actors adjust,
factor input costs (PK and PL) are likely to go up as fast
as (if not faster than) product prices (PY), narrowing
the firm’s profit margin. In case of deflationary price
instability, demand and hence ‘‘Y’’ is adversely affected
as consumers sit on their hands waiting to find price
bottoms. Accordingly, I include Inflation (consumer
price index, annual percentage change) as a control
variable to rule out that the variation apportioned to
Partisanship is due to the price stability effect of parties’
distinct economic policies.

Along with those controls for the alternative
mechanisms of the partisan impact, I include a series
of commonly used covariates of firm performance.
Studies provide some evidence that the quality of
a country’s legal system in terms of the protection of
investors’ rights significantly affects firm performance
in that country (La Porta et al. 1998). Accordingly, I
use Legal Regime, an index developed by La Porta
et al. (1998), that taps the quality of a country’s legal
system. The index, calculated as an anti-director-rights
index multiplied by a rule-of-law index, measures how
well minority shareholders and creditors’ rights are
protected in a country’s legal system. At the firm level,
I use ln(Size) (the natural logarithm of total assets
measured in millions of U.S. dollars) to capture the
influence of firm size on profitability. Also, I include
three variables to control for a firm’s financial health:
Leverage (a ratio of total debt to total assets) to
capture access to debt finance, Dividend (a dummy

3The Compustat database covers publicly held firms with over
90% of the world’s market capitalization over 80 countries. Its
advantage is that it provides standardized financial-statement
information and consistent, comparable data which helps in
cross-country firm analysis.
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variable that is equal to ‘‘1’’ if a firm pays dividend in a
given fiscal year and ‘‘0’’ otherwise) to capture a firm’s
access to equity finance, and Cash (cash or cash
equivalents held by a firm scaled by total assets) to
tap a firm’s internal funds. Furthermore, I include
Growth (the ratio of research and development [R&D]
expenses to total assets) to tap the impact of a firm’s
growth prospect on its profitability. Also, I use the
one-year lagged values of these firm-level controls in
order to alleviate a potential issue of endogeneity
between these variables and profitability. More infor-
mation about all of the variables is provided in the
online appendix.

Probing the Partisan Impact on
Firm Performance

In the empirics, I estimate the following baseline
regression model:

Profitabilityjnit ¼ b0 þ b1Partisanshipnt

þ b2Xnt þ b3Zjt�1 þVn

þ hi þ dt þ ejnit ð3Þ

where Profitability is predicted in a panel of
j 5 1,2, . . . J 5 14,370 firms observed at t 5
1,2 . . . T 5 20 (1989-2008) points in time and sub
indexed for in n 5 1,2 . . . N 5 21 countries and i 5
1,2 . . . I 5 21 industries; X and Z denote vectors of
control variables varying across countries and firms,
respectively, with b2 and b3 denoting the associated
parameter vectors of those conditioning variables; Vn,
dummy variables for all countries except one, captures
unobserved time-invariant, country-specific factors
such as regulatory frameworks, the characteristics of
political economic institutions and business culture;
hi, dummy variables for all industries except one, taps
common unobserved shocks to all firms in a particular
industry; dt, dummy variables for all years except one,
accounts for common unobserved shocks to all
firms in a particular year. Since the clustered
nature of the data creates heterogeneity in error
terms, I use robust standard errors, ejnit, to alle-
viate this problem. Also, I cluster ejnit by firm to
account for the fact that the residuals of a given
firm may be correlated across years generating
downwardly biased standard errors and hence
making the rejection of the null hypothesis much
easier. Additionally, for interpretation purposes, I
scale Partisanship by 100. Therefore, b1 is to be
interpreted accordingly.

I implement the baseline regression in Table 1,
which presents the ordinary least square (OLS)
estimates of the coefficients with robust standard
errors clustered by firms. The coefficient for Partisanship
is positively signed and distinguishable from zero. It
indicates that firm profitability increases as national
governments become more left-oriented. The impact
of Partisanship is significant economically as well as
statistically. A shift from a fully right-controlled govern-
ment to a fully left-controlled government means an
increase in profitability by 0.016. Considering that the
average Profitability score is 20.011, a change of 0.016
means a 145% increase in the average profitability in the
sample, which is quite substantial.

I infer that the variation in Profitability picked up
by Partisanship is due to parties’ distinct supply-side
strategies. What increases confidence in this inference

TABLE 1 Partisanship and Firm Profitability

Partisanshipnt 0.008 *
(0.001)

Household Consumptionnt -0.002 *
(0.001)

Government Consumptionnt 0.005 *
(0.001)

Inflationnt -0.002
(0.001)

Legal Regiment -0.006
(0.001)

ln(Size)jt-1 0.014 *
(0.001)

Leveragejt-1 -0.115 *
(0.006)

Dividendjt-1 0.054 *
(0.002)

Cashjt-1 -0.065 *
(0.008)

Growthjt-1 -0.802 *
(0.033)

Industry Fixed Effect Yes
Year Fixed Effect Yes
Country Fixed Effect Yes
J*T 97663
Degrees of Freedom 97602
R-Squared 0.22
Adjusted R-Squared 0.22
Root MSE 0.17

Notes: This table presents the results of OLS with Profitabilityjt as
the dependent variable; j 5 1,2,3...J 5 14370 firms; n 5 1,2,3...
N 5 21 countries; t 5 1,2,3...T 5 20 (1989-2008). Robust
(heteroskedasticitycorrected) standard errors in parentheses;
errors clustered by firms. Intercept and coefficients for n-1
country-specific, i-1 industry-specific and t-1 time specific di-
chotomous variables are estimated but not reported here.
*Significant at the 0.05 level.
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is the inclusion of Household Consumption, Govern-
ment Consumption, and Inflation in the analysis, which
account for a partisan impact via other plausible
mechanisms. In that case, the result lends support to
the interventionist strategy of left-oriented governments.
Notwithstanding the theoretical ambiguity, the empirical
analysis suggests that the positive productivity impact of
the interventionist strategy seems to more than offset
any social cost of this strategy. As a result, the net impact
of the interventionist strategy on firm performance is
positive.

Although this finding is theoretically possible, it
goes against the common notion that firms ought to
benefit more from a right-oriented government than
a left-oriented government. Accordingly, it is all the
more necessary to run a battery of additional tests to
inspect the robustness of this finding. I perform two
sets of robustness checks.

In the first set of robustness checks, I respecify the
baseline model in different ways. The metric of firm
performance used here, Profitability, is a backward-
looking, accounting-based measure computed using
historical accounting data. This measure is commonly
questioned in that it may reflect well-known account-
ing biases and distortions as well as the economic
reality of a firm. As noted before, there is an alternative
measure of firm performance: Tobin’s Q. Q is a
forward-looking, market-based estimate of firm
performance. In a broad sense, Q shows how valuable
investors consider a firm relative to its book or
accounting value. Higher Qs indicate that investors
consider a firm more valuable relative to its book value
and, therefore, performing better. The result presented
in Model 1 in Table 2 shows that the key finding
remains stable using the different measures of firm
performance.

Furthermore, I use two alternate specifications of
Partisanship. The baseline model tests the impact of the
level of Partisanship. However, it might be interesting to
see how a change in Partisanship impacts profitability.
The result in Model 2 of Table 2 confirms that like the
level of Partisanship, a change in Partisanship in the
direction of greater leftist control has a positive impact
on firm profitability. Also, in the baseline model, I
regress profitability on the partisanship score of a coun-
try for each year. Given that the partisan impact on
supply-side strategies might be a cumulative effect of
years of policy pushes and pulls, I alternatively regress
profitability on the cumulative score of partisanship for
a country (the average partisanship score for a country
during the time frame of the analysis). This cumulative
score captures the overall partisan balance for a given
country during the time period. Model 3 of Table 2

shows that as the overall partisan balance tilts toward
left, it has a very strong positive impact on firm
profitability.

Additionally, firms from some countries like the
United States and Japan are relatively overrepresented in
the sample.4 This may drive at least part of the results.
To address this issue, I follow two strategies. First, I
exclude the United States and Japan, the two countries
from which more than half of the firm-country-year
observations in the sample (54%) are drawn. The results
in Models 4–5 of Table 2 are based on excluding
observations from the United States and Japan,
respectively. The coefficients for Partisanship are
positive and significant.5 Second, I use annual country-
level means of the firm-level variables. Model 6 of
Table 2 presents the results based on the new
measures of the firm-level variables. The coefficient
for Partisanship consistently remains positive and
significant.

In the second set of robustness checks, I use
alternate estimation techniques. One general issue is
how to address firm-level fixed effects. While the
random-effects model assumes that firm fixed effect
is part of e, the fixed-effects model removes it by
demeaning each variable and using the within-
regression estimators, and the first-difference model
addresses it by first-differencing each variable and
hence removing any time-invariant components of
the model. The coefficients for Partisanship in the
random effects, fixed effects, and first-difference
models, presented in Models 7–9 of Table 2 respec-
tively, are all positive and significant. Additionally,
clustering standard errors by firm allows for arbitrary
correlations for yearly observations for the same firm.
As a check, I explicitly assume serial correlation with
AR(1) disturbances. Since OLS estimates generate
inconsistent results in the presence of serial correlation
in dynamic panels, especially with short-time series
like the current one, I use Arellano and Bond’s (1991)
GMM technique, which produces consistent results,
even in smaller T panels. As reported in Model 10 of
Table 2, the result for Partisanship is similar to the
result from the baseline model.

4Firms from these countries are overrepresented for two reasons.
First, since the Compustat covers only publicly traded firms, the
number of public firms happens to be higher in these countries.
Second, missing data on some key variables like total assets
depresses the number of firms for most of the countries in the
analysis.

5Additionally, when Japan and the United States are excluded at
the same time and the United Kingdom, another country with
overrepresentation, is excluded as well, the results, available in
the online appendix, remain the same.
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TABLE 2 Robustness Checks

Partisanshipnt DPartisanshipnt

Average
Partisanshipn J*T

Degrees
of Freedom R-Squared

Adjusted
R-Squared Root MSE

AR1
(p-value) (p-value)(1)

Sargan test
(p-value)(2)

Model 1 0.030*
(0.015)

95618 95557 0.25 0.25 1.35

Model 2 0.015*
(0.002)

97663 97602 0.22 0.22 0.17

Model 3 0.225*
(0.054)

97663 97603 0.22 0.22 0.17

Model 4 0.004*
(0.002)

66118 66058 0.18 0.18 0.14

Model 5 0.004*
(0.002)

75128 75068 0.23 0.23 0.18

Model 6 0.004*
(0.000)

98129 98068 0.22 0.22 0.15

Model 7 0.010*
(0.001)

97663 97663 0.020(3)

Model 8 0.007*
(0.001)

97663 97620 0.046(3)

Model 9 0.010*
(0.002)

85337 85277 0.077 0.076 0.156

Model 10 0.008*
(0.002)

47911 47865 0.000 0.133 0.136

Notes: Only the parameters of main interest are presented here to conserve space; the extended versions of this table are available in the Online Appendix. This table presents Profitabilityjt as
the dependent variable in Models 1, 3, 4, 5, 7 and 8; DProfitabilityjt as the dependent variable in Models 2 and 9 and IV; the country-mean adjusted Profitabilitynt as the dependent variable in
Model 6; Ordinary Least Square (OLS) regression results in Models 1-6; the random effects, fixed effects, first-difference and Arellano – Bond dynamic panel GMM estimation results in
Models 7-10, respectively; n 5 1,2,3...N 5 21 countries; j 5 1,2,3...J 5 14370 firms; t 5 1,2,3...T 5 20 (1989-2008). Robust (heteroskedasticity-corrected) standard errors in parentheses;
errors clustered by firms. Intercepts and coefficients for n-1 country-specific, i-1 industry-specific and t-1 time specific dichotomous variables estimated but not reported here. *Significant at
the 0.05 level; in Model 10, a negative and statistically significant AR1 termplus a statistically insignificant AR2 termindicates NO serial correlation; (1) the null hypothesis is that the errors in
the first-difference regression exhibit no second-order serial correlation; (2) the null hypothesis is that the instruments are not correlated with the residual; (3) R-Squared 5 within.

732
isa

c
a
m
y
a
r



Overall, the counterintuitive result remains
remarkably stable across various model specifications
and estimation techniques. Firms are more profitable
under governments with greater left-control than
under governments with greater right-control. With
a significant level of confidence, I can infer that this
is due to parties’ distinct supply-side strategies.

Though not central to the discussion, the control
variables perform generally in line with the findings
of prior research. The inconsistent result for Legal
Regime accords with studies like Ferreira and Matos
(2008) that mount evidence in casting doubts over
the robustness of the relationship between a country’s
legal environment and firm performance. The results
for the firm-level covariates are broadly similar to the
findings in studies like Anderson and Reeb (2003)
and Ferreira and Matos (2008). Also, it is worth
noting that, though not reported here, most of the
country, year and industry indicators in the baseline
model are consistently significant at p , 0.10,
suggesting that country, year, and industry-specific
omitted variables are accounted for.

Further Analysis

The preceding section reports a robust partisan impact
on firm profitability. In this section, I undertake some
auxiliary analysis to shed more light into the causal
mechanism behind the key result. Since the inference
that the reported impact of Partisanship is due to
parties’ distinct supply-side strategies hinges on control-
ling for alternative mechanisms of the partisan impact, it
is incumbent to be as exhaustive as possible in account-
ing for these mechanisms. The original analysis focuses
on two of the most plausible alternatives: demand-
management policies and price stability. One might
argue that there could be other, though relatively less
direct, mechanisms. Prior research identifies that
countries’ trade and exchange-rate policies impact
the competitiveness of firms’ business environment
and hence their performance (Bartov and Bodnar
2012; Melitz and Trefler 2012). Since there is also
a sizable body of research that relates government
partisanship to trade and exchange-rate policies
(Bearce 2003; Milner and Judkins 2004), I account
for any possible partisan impact on firm perfor-
mance via these policies. As a result, I include Trade
Openness and Exchange Rate. Though not reported
here but available in the online appendix, the sign
and significance level of the coefficient for Partisanship
do not change notably. These results lend further

support to the inference that the key result is likely due
to parties’ supply-side strategies.

Furthermore, there is a need to provide support
for the principal assumption that supply-side strategies
mediate the partisan impact on firm performance.
Here, I conduct mediation analysis to offer evidence as
to how this mediation arises. To this end, I identify
indicators for specific supply-side strategies. In partic-
ular, I use Public Investment (gross public fixed-capital
formation as a percentage of GDP), Education (public
spending on education a percentage of GDP), Labor
Market (total public and mandatory private expendi-
ture on active labor market programs as a percentage of
GDP), and Taxation (total tax revenue as a percentage
of GDP). Higher (lower) public investment, more (less)
spending on education, more (less) spending on labor
market programs and higher (lower) taxation indicate
the interventionist (market-oriented) strategy.

For mediation to occur, three conditions need to
be satisfied (Baron and Kenny 1986). First, the explan-
atory variable must affect the dependent variable.
Second the explanatory variable must affect the pro-
posed mediating variable (specific supply-side policies).
Third, the effect of the explanatory variable on the
dependent variable must significantly diminish when
the mediating variable is controlled. The main results in
Table 1 show that the first condition is fulfilled. I run
a mediation analysis to check if the second and third
conditions are satisfied.

The results of the mediation analysis are displayed
in Table 3. Under Mediator Models, Partisanship is
used to predict specific supply-side policies. In the rest
of the table, the first of the columns under each model
shows the unmediated effect of Partisanship with
regard to a specific supply-side policy. My primary
interest is in the second of the two columns under
each model, when a given supply-side policy is
introduced to the equation. First, all four of the
supply-side policy tools satisfy the second condition
in that Partisanship is a strong predictor for each
one of them. However, the third condition obtains
only for Public Investment. As Model 1 displays,
the magnitude and statistical significance of
Partisanship drops notably when I introduce Public
Investment. For other supply-side policies, there is
neither a significant change in the magnitude and
statistical significance of Partisanship nor a statistically
significant coefficient. Table 3 also provides the
indirect effect via each mediator. The standard Sobel
test for mediation for each specific supply-side
policy tool is employed to check the significance of
the indirect effects. As the Sobel test results indicate,
only the indirect impact mediated by Public Investment
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TABLE 3 Mediation of Partisan Impact on Firm Profitability via Specific Supply-Side Policies

Mediator (Supply-side Policies) Models Outcome (Profitability) Models

Model 1:
Predicting
Public

Investmentnt

Model 2:
Predicting
Education
Spendingnt

Model 3:
Predicting
Labor

Marketnt

Model 4:
Predicting
Taxationnt

Model 1:
Mediation
via Public

Investmentnt

Model 2:
Mediation via
Education
Spendingnt

Model 3:
Mediation
via Labor
Marketnt

Model 4:
Mediation

via Taxationnt

(I) (II) (I) (II) (I) (II) (I) (II)

Partisanshipnt 0.781*
(0.030)

0.031*
(0.002)

0.032*
(0.001)

0.190*
(0.007)

0.005*
(0.002)

0.003*
(0.002)

0.004*
(0.002)

0.004*
(0.002)

0.003*
(0.002)

0.003*
(0.002)

0.004*
(0.002)

0.004*
(0.002)

Public
Investmentnt

- 0.005*
(0.000)

0.000
(0.000)

0.002*
(0.001)

- 0.001*
(0.000)

0.001*
(0.000)

0.001*
(0.000)

0.001*
(0.000)

0.001*
(0.000)

0.001*
(0.000)

0.001*
(0.000)

Education
Spendingnt

1.042
(0.057)

- 0.039*
(0.002)

0.433*
(0.012)

0.000
(0.004)

-0.002
(0.004)

- -0.002
(0.004)

-0.002
(0.004)

-0.002
(0.004)

-0.002
(0.004)

-0.002
(0.004)

Labor Marketnt 0.166
(0.106)

0.135*
(0.007)

- 0.175*
(0.024)

-0.002
(0.007)

-0.002
(0.007)

-0.002
(0.007)

-0.002
(0.007)

- -0.002
(0.007)

-0.002
(0.007)

-0.002
(0.007)

Taxationnt 0.034
(0.017)

0.041*
(0.001)

0.005*
(0.001)

- 0.000
(0.001)

0.000
(0.001)

0.000
(0.001)

0.000
(0.001)

0.000
(0.001)

0.000
(0.001)

- 0.000
(0.001)

Indirect Effect of
Partisanship via
a Particular
Mediator

0.001*
(0.000)

0.000
(0.000)

0.000
(0.000)

0.000
(0.000)

Sobel Test (z) - - - - 5.118* 0.437 0.280 0.218
Degrees of

Freedom
66914 66914 66914 66914 66914 66913 66914 66913 66914 66913 66914 66913

R-Squared 0.582 0.955 0.957 0.992 0.227 0.227 0.227 0.227 0.227 0.227 0.227 0.227
Adjusted R-

Squared
0.581 0.955 0.957 0.992 0.226 0.227 0.227 0.227 0.227 0.227 0.227 0.227

Root MSE 2.760 0.188 0.101 0.613 0.179 0.179 0.179 0.179 0.179 0.179 0.179 0.179

Notes: The table presents the results of OLS with Profitabilityjt as the dependent variable in the Outcome Models; n 5 1,2,3...N 5 21 countries; j5 1,2,3...J 5 14370 firms; t 5 1,2,3...T 5 20
(1989-2008). Robust (heteroskedasticity-corrected) standard errors in parentheses. Intercepts and coefficients for n-1 country-specific, n-1 industry-specific and t-1 time specific
dichotomous variables are estimated but not reported here; coefficients for the control variables included in Table 1 are estimated, but not reported here. *Significant at the 0.05 level.
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is statistically significant.6 In substantive terms, the
indirect effect, via public investment, of a shift from
a completely right-dominant government to a com-
pletely left-dominant government is a 20% increase
in average profitability in the sample.

The mediation analysis adds some nuances and
clarification to the main finding. First, the results
suggest that the positive relationship of left-oriented
governments to firm profitability is in part due to
their greater emphasis on public investment compared
to right-oriented governments. Higher public invest-
ment means a larger amount of public capital
available to firms, which expectedly boosts their
productive capabilities directly by augmenting KG
and indirectly by increasing labor and private
capital productivity (a and Ɵ). This further shows
that the specific policy tools of the interventionist
strategy are not equally relevant or effective as far as
firm profitability is concerned. In particular, greater
public investment seems to be more effective in
stimulating firm profitability than greater spending
on education and labor market.7 Also the insignificant
result for taxation hints that the social cost of the
interventionist strategy does not necessarily hurt firm
profitability. Since the social cost countervails any
productivity gain of the strategy, this finding helps
to explain in part why the main result is so robust.

Probing Firm Heterogeneity

Although there seems to be a remarkably consistent
partisan impact on firm performance via supply-side
policies, do all firms experience this impact uniformly?
This section addresses this question. To do so, I add an
interaction term to the baseline regression model. The
model that I estimate is as follows:

Profitabilityjnit ¼ b0 þ b1Partisanshipnt

þ b2Partisanshipnt * Firm� LevelModifierjt�1

þ b3Xnt þ b4Zjt�1 þVn

þ hi þ dt þ ejnit

ð4Þ

where I interact Partisanship with Firm-Level Modifier,
a vector of potentially heterogeneity-inducing firm-level

TABLE 4 Firm Heterogeneity

Partisanshipnt -0.022 *
(0.006)

Partisanshipnt*ln(Size)jt-1 0.001 *
(0.001)

Partisanshipnt*Growthjt-1 0.227 *
(0.040)

Partisanshipnt*ln(K/L)jt-1 0.003 *
(0.001)

Household Consumptionnt -0.001
(0.001)

Government Consumptionnt 0.002
(0.001)

Inflationnt -0.001
(0.001)

Legal Regiment -0.003 *
(0.001)

ln(Size)jt-1 0.014 *
(0.001)

Leveragejt-1 -0.121 *
(0.007)

Dividendjt-1 0.053 *
(0.002)

Cashjt-1 -0.053 *
(0.008)

Growthjt-1 -0.773 *
(0.034)

ln(K/L Ratio)jt-1 0.001 *
(0.001)

Industry Fixed Effect Yes
Year Fixed Effect Yes
Country Fixed Effect Yes
J*T 81295
Degrees of Freedom 81230
R-Squared 0.2265
Adjusted R-Squared 0.2259
Root MSE 0.16694

Notes: This table presents the results of OLS with Profitabilityjt as
the dependent variable; n 5 1,2,3...N 5 21 countries; j 5 1,2,3...J
5 14370 firms; t 5 1,2,3...T 5 20 (1989-2008). Robust (hetero-
skedasticitycorrected) standard errors in parentheses; errors
clustered by firms. Intercepts and coefficients for n-1 country-
specific, i-1 industry-specific and t-1 time specific dichotomous
variables are estimated but not reported here. *Significant at the
0.05 level.

6Caution needs to be exercised, though, in interpreting the Sobel
test results. The Sobel test is shown to be very conservative. That
is because the Sobel test assumes a symmetric distribution of the
indirect effect and hence uses a normal approximation which
leads to a conservative test. However, this assumption has been
shown to be problematic in that the distribution can be skewed
(MacKinnon et al. 2002).

7A concern might be raised that insignificant results for some
supply-side policy tools partly undercuts my theoretical argu-
ment that parties’ supply-side strategy matters in firm profitabil-
ity. However, note that the theoretical discussion of partisan
supply-side strategies does not necessarily privilege one specific
supply-side policy tool over another. The results here indicate that
the interventionist strategy works better, at least in terms of firm
profitability, when executed with the policy tool of greater public
infrastructure investment than with the policy tools of more
public spending on education and labor market.
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characteristics. In particular, Partisanship is interacted
with ln(Size) to test the modifying influence of a firm’s
size; with Growth to probe the conditioning influence
of a firm’s growth prospect; and with ln(K/L Ratio), the
natural logarithm of the ratio of fixed (capital) assets to
the number of employees, to assess the modifying
influence of a firm’s factor composition. b1 describes
the relationship between Partisanship and Profitability
when a particular firm-level modifying variable is zero;
and b2 identifies how the effect of Partisanship on
Profitability changes depending on the values of the
firm-level modifier.

In Table 4, the coefficient on Partisanship*ln(Size)
is distinguishable from zero, suggesting that the par-
tisan impact on profitability varies across firms of dif-
ferent sizes. The positive sign of the coefficient
indicates that compared to smaller firms, larger
firms experience a significantly stronger boost in
their profitability under left-oriented governments.
To aid the interpretation of this result, I calculate
the conditional coefficients of Partisanship on Prof-
itability at the different percentile values of ln(Size)
and report them in Panel A of Table 5. Both the
significance and the magnitude of the conditional
coefficients grow notably for the higher percentile
values of ln(Size). How to interpret this result? As
noted before, larger firms may benefit from a positive
productivity shock distinctly for two reasons: their
greater ability to absorb the social cost via government
taxation and their greater use of economic factors.
Since the previous section reports that the offsetting
effect of the social cost via taxation is probably not that

strong, the advantage of larger firms is likely due to
their greater use of economic factors that allows them
to benefit disproportionately from any economy-wide
productivity gain. More substantively, the results
corroborate the findings of studies like Gertler and
Gilchrist (1994), Hubbard, Kashyap, and Whited
(1995) and Hubbard (1998) that large firms are
usually well-positioned not just to absorb negative
shocks more smoothly, but also to take advantage of
positive shocks more robustly.

The coefficient for Partisanship*Growth in Table 4
explores whether the partisan impact varies for firms of
different growth prospects. It is positively signed and
significant, suggesting that the effect of Partisanship is
significantly more positive for high-growth firms than
for low-growth firms. To get a better view, I calculate
the conditional coefficients of Partisanship at the
different percentile values of Growth. Panel B of
Table 5 shows that the partisan impact is not sig-
nificant for low-growth firms, and becomes positive
and significant around the 75 percentile value of
Growth. The positive effect for high-growth firms
confirms that the already high-growth potential of
these firms primes them to benefit more from a
positive productivity effect of the interventionist
strategy of left-oriented governments.

Additionally, the coefficient for Partisanship*ln
(K/L Ratio) in Table 4 tests whether a firm’s factor
composition matters in its exposure to partisan
supply-side disturbances. The positively signed and
significant coefficient indicates that firms with a higher
capital/labor ratio perform better under left-oriented

TABLE 5 Conditional Coefficients As Firm-Level Modifiers Change in Value

Panel A: Conditional Coefficients of Partisanship as ln(Size) Changes

p5(2.81) p25(4.44) p50(5.59) p75(6.87) p95(9.03)
0.004 0.006* 0.008* 0.010* 0.013*
(0.003) (0.002) (0.002) (0.002) (0.003)

Panel B: Conditional Coefficients of Partisanship as Growth Changes

p5(0) p25(0) p50(0) p75(0.02) p95(0.16)
0.002 0.002 0.002 0.007* 0.039*
(0.002) (0.002) (0.002) (0.002) (0.006)

Panel C: Conditional Coefficients of Partisanship as ln(Capital/Labor Ratio) Changes

p5(1.76) p25(3.05) p50(4.04) p75(6.11) p95(9.85)
-0.002 0.002 0.006* 0.012* 0.024*
(0.002) (0.002) (0.002) (0.002) (0.004)

Notes: The table presents the results of OLS with profitabilityjt as the dependent variable; j 5 1,2,3...J 5 14370 firms; n 5 1,2,3...N 5 21
countries; t 5 1,2,3...T 5 20 (1989-2008). Robust (heteroskedasticitycorrected) standard errors are in parentheses, with errors clustered
by firms. Intercept and coefficients for n-1 country-specific, i-1 industry-specific and t-1 time specific dichotomous variables are
estimated but not reported here.
*Significant at the 0.05 level.
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governments than firms with a lower ratio. The con-
ditional coefficients of Partisanship at the different
percentiles of ln(K/L Ratio) as presented in Panel C of
Table 5 provide a better insight into this result. The
conditional impact is not significant for firms with
a low capital/labor ratio. The conditional coefficients
are positive and significant only around the 50th per-
centile and above. It means that while the profitability
of capital-intensive firms gets a substantial boost under
left-oriented governments, the profitability of labor-
intensive firms does not change appreciably. Assuming
that public fixed (human) capital formation dispro-
portionately benefits firms with higher (lower) capital
intensity, the result is in line with the results of the
mediation analysis in the previous section that public
fixed-capital formation has a much more significant
impact on firm profitability than public human-capital
formation.8

In brief, not all firms experience partisan supply-side
disturbances in an identical way. The results report that
there is considerable heterogeneity in firms’ exposure to
these disturbances. More specifically, larger firms, high-
growth firms and firms with greater capital intensity
seem to experience a larger boost in their profitability
under left-oriented governments than smaller firms,
low-growth firms, and firms with greater labor intensity.

Conclusion

This research identifies a robust partisan impact on
firm profitability. Controlling for the other possible
mechanisms of the partisan impact, I infer that this is
due to parties’ distinct supply-side strategies. In par-
ticular, there is suggestive evidence that the greater
emphasis of left-oriented governments on public fixed
investment is what makes the difference. Also, the
analysis reports robust firm heterogeneity with larger
firms, high-growth firms, and firms with higher capital
intensity performing better under left-oriented
governments.

The central finding of a robust, positive impact of
left-oriented governments on firm performance is
surprising as it starkly contrasts with the common

intuition that firms typically benefit more from right-
oriented governments than from left-oriented govern-
ments. While it is difficult to reconcile the finding with
this intuition, this research testifies to a fundamental
ambiguity in the interest of firms as political agents
(Thompson 1982, 233). As such, it is in the same vein
as studies like Martin (1995), Clawson, Neustadtl, and
Scott (1992), Rudolph (1999), and Hansen and
Mitchell (2000), which at least partly allude to this
ambiguity by documenting that firms are not strictly
ideological in their political preferences and behavior.

Furthermore, the finding of firm heterogeneity
opens new avenues for creative theorizing about the
partisan business cycle. For example, firm heterogeneity
can help to account for some empirical puzzles in the
partisan business-cycle literature. Evidence points to
a relatively weak partisan cycle in economic outcomes
along with a more consistent and accentuated partisan
cycle in economic policy (see Franzese 2002 for a com-
prehensive review). Firm heterogeneity suggests that the
observed weakness of a partisan outcome cycle at the
aggregate level can be misleading. The finding that the
impact of partisan policy disturbances is felt in different
ways by different subcategories of economic actors at
the disaggregate level may partly explain why there is
a weak and even nil effect at the aggregate level. That is,
the conflicting effects of partisan policy disturbances for
different subcategories of firms may cancel out, thereby
creating a pattern of weak or no partisan cycle in
economic outcomes at the aggregate level.

More broadly, the current research underscores the
analytical benefits of focusing on the micro-level in
studying the relationship between politics and econom-
ics. In examining the economic impact of any political
factors at the aggregate level, scholars need to exercise
caution in that they may potentially be missing in-
teresting patterns at the disaggregate level (firms and
households) and reach to misleading conclusions that
these factors do or do not have significant economic
consequences when in fact they may matter for some
economic actors more than for others, or these
factors may affect different subsets of economic
actors in conflicting ways. Therefore, a much more
nuanced understanding of the impact of politics on
economic outcomes can be gained with closer and more
systematic attention to the realm of micro-economy.
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