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Government subsidy and firms” total factor productivity:
a comparative analysis of emerging industry

and traditional manufacturing industry
YAN Zhijun YU Jinping
( School of Economics Nanjing University Nanjing 210093  China)

Abstract: Based on firm level data of Chinese manufacturing industry during 1999 to 2007 this paper empirically tests

the effect of government subsidy on firms” total factor productivity ( TFP) and further explores the internal mechanism of this

influence. The results show that government subsidy has a significant negative effect on firms” TFP and this conclusion re—

mains robust after eliminating variable endogeneity and classifying different industries. This paper analyzes the influence

mechanism and find that: (1) The government subsidy cannot effectively improve the innovation ability of firms which makes

it easy to make the firms excessively depend on subsidy policy and transfer their attention to participate in the market competi—

tion.

(2) Although the innovation performance has a positive effect on firms” TFP it fails to become an effective mediating

variable between government subsidy and firms” TFP. The inefficient allocation of subsidy resources between R&D and pro—

duction departments leads to extensive growth in emerging industries without the improvement of TFP. Therefore the practice

that government provides subsidies for emerging industrial firms to promote their TFP deserves rethink.

Key words: government subsidy; firms” total factor productivity; emerging industry; traditional manufacturing industry;

innovation performance; resource allocation



