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Motivation 

• There is large literature on firms benefiting from political connections 
through better access to government resources 

• A smaller number of papers document that this leads to resource 
misallocation 

• There is a widely unexplored area: How do political connections 
affect interactions in the private market? 

• This paper will aim to fill this void by focusing on interactions 
between private banks and private firms. 
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Setup 

• Korea: every president is elected for one-term 

• Lee Myung Bak (2008-2013), after his election he appointed a large 
number of people from his social network in important governmental 
positions. 

• Alumni network - Korea University (KU) 

• 15 biggest private banks are observed. 

• Before the election 2, after the election 8 had executives from the KU 
network. 
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Setup 

• A firm is considered a KU firm if it has a CEO from the KU network 
at the time of the election 

• The KU firms get better private bank credits than non-KU firms. 

• The next president is not from the KU network 

• After 2013 private banks change representatives, so that they are not 
from the KU network 

• Firms from the KU networks cease to get better deals 
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Data 

• Firms rarely change 
CEOs in the dataset 

• KU firms generally get 
better credit deals 

• Firms typically have 2-
3 lending relationships 

• KU firms are generally 
bigger than non-KU 
firms 
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Regression specifications  

• KUi is 1 if the firm is a KU firm. 

• αi and αj are firm-fixed effects and bank-fixed effects 

• KUij is 1 if the bank j changes to be a KU bank after the election and i is a 
KU firm 

• conij is basically the same as KUij just for different alumni network bank-
firm relationships (0 for KU network) 

• An observation is the log difference between firm i's total bank loans 
(from bank j in the second specification) before and after the elections 
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Regression results 

• We can see that all alumni networks behave similarly. KU firms are special because they 
experience a 300% increase in the number of alumni network connections. 
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Regression results 

• KUPij is 1 for bank-firm pairs 
which were both in the KU 
network, but after the next 
elections the banks cease to 
have an executive from the KU 
network. 

• ConPij represents the same 
change just in other alumni 
networks 

• We can see that in this case the 
KU network behaves similarly to 
the non-KU networks as well 

• KU firms lose a high portion of 
their KU bank connections that 
is why they feel the negative 
effect 
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Identification 

• Can it be that KU banks 
give better loans to KU 
firms, because they treat 
it as a favour to the 
president? 

• Then the two bank who 
were in the KU network 
before have to give better 
loans after the election, 
compared to before, that 
is not the case 
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Identification 

• Can it be that KU banks 
have better 
enforcement 
mechanism through the 
social network? 

• If this is true KU firms if 
given lean from a KU 
banks should be less 
likely to default. We see 
the opposite. 
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Identification 

• Endogenous CEO appointments  

• Shared expertise 

• Coordination with state banks 

• Renegotiation frictions (higher recovery rate) 

• No funding constraint 

• Unobserved costs 

• Cross-selling 

• Taste-based discrimination 
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Conclusion 

• Changes in political power have important spillover effects on 
resource allocation in private markets. 

• The private banks seek political connections and change executives 
from the persident's social network 

• Private firms from the same social network benefit from taste-based 
discrimination, through better loan options 

• This leads to higher default rates and through that market distortions 

• Social connections of bankers distort capital allocation 
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