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Administrative Approval Reform and Firm Entry
BI Qingmiao® CHEN Xilu” XU Xianxiang® and LI Shujuan°
(a: Sun Yat-Sen University; b: The Chinese University of Hong Kong; c¢: Jinan University)

Summary: The Chinese government is committed to administrative approval reform to promote mass entrepreneurship.
Therefore a natural question arises: does administrative approval reform improve the firm entry rate in China? To our
knowledge there is little literature that answers this question.

The shortage of research on this topic may be attributed to two reasons. Theoretically there are two competing views of
deregulation referred to as “public interest” and “public choice”. The first emphasizes that government regulation can
help correct market failure (Pigou 1929) and thus deregulation reform may not be conductive to firm entry. In contrast
public choice theory regards regulation as socially inefficient and the cause of misallocation (Stigler 1971; Shleifer &
Vishny 1993); thus deregulation reform helps to increase the firm entry rate. Empirically the identification difficulty
lies in the systematic absence of statistics about firms below the designated size in China which prevents us from directly
measuring firm entry.

We find a feasible identification strategy. We prove that under certain conditions the firm entry rate based on the
threshold can be used to identify the influence of reform. Specifically when administrative approval reform reduces the cost
of firms it not only benefits the market entry of new firms but also increases the output of incumbent firms and thus the
entry rate of firms over the designated size.

Empirically we take the foundation of Administrative Approval Centers (AACs) to proxy the reform and empirically
quantify the net effect of administrative approval reform on firm entry as setting up an AAC is generally accepted as a
representative instrument of reform. Although a nationalized administrative approval reform was launched in 2001 the
foundation of the AACs was not an “one-sizefits-all” change but a gradual implementation across time and space. Hence
it can reflect the differences in the reform nationwide and could be considered a quasi-natural experiment in evaluating the
effect of administrative approval reform.

We collect data from 333 prefecturedevel and 2 852 countydevel AACs. There are five indicators: whether an AAC of
the corresponding level was founded the year of the AAC foundation for the prefectures and counties with an AAC the
number of stationed government departments the approval items and the service windows in the AAC.

With the firm entry rate in each prefecture calculated from the Chinese Industrial Census from 1998 to 2007 our
regression results show that the foundation of a prefecture-level AAC increases the firm entry rate from 2% to 25% . In our
baseline results the establishment of a prefecturedevel AAC could increase the firm entry rate by 3%  which is
significant. The augmenting effect is more remarkable for small-scale enterprises and private enterprises. It still exists after
we expand the sample from 1998—2007 to 1998—2013 and control for the entrepreneurship environment the increase in
national openness government incentives to attract investment and government cadre rearrangement. Furthermore we
eliminate possibly endogenous observations and find that the conclusion does not change. We also adopt two instrumental
variables the establishment rate of prefecture-devel AACs in other cities in the province and the distance from the first city
to establish a prefecturedevel AAC in the province and our discoveries still prove solid. Finally we find that cross—sectoral
coordination is the underlying reason for the higher firm entry rate in line with the original intention of AAC foundation.

Our paper supports public choice theory. Under public choice theory deregulation reform is associated with increased
firm entry and evidence from India (Alfaro & Chari 2014) Mexico (Kaplan et al. 2011; Bruhn 2011) and Portugal
(Branstetter et al. 2014) is consistent with it. In addition our paper seeks to contribute to the emerging Administrative
Approval Reform study in China.

Future research could focus on two points. One is the effect of Administrative Approval Reform on the behavior of local
governments. The other is the effect of e-government on local governments as this has become a direction for further reform.
Keywords: Administrative Approval Reform; Administrative Approval Center; Firm Entry Rate
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