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Environmental Regulation, Corporate Profit Margins and Compliance Cost
Heterogeneity of Different Scale Enterprises
LONG Xiao-ning'?, WAN Wei’

(1. Wan Yannan Institute for Studies in Ecnomics of Xiamen University, Xiamen 361005, China;

2. School of Ecnomics of Xiamen University, Xiamen 361005, China)

Abstract: In this paper, we analyzed the impact of environmental regulation on the profitability of Chinese
manufacturing enterprises to test the “Porter hypothesis”. That is, whether environmental regulation can promote
innovation to improve the profitability of enterprises, so as to achieve a win-win situation between environmental
and economic development. This paper first established a theoretical model to analyze how environmental regulation
affects the return on sales of firms of different sizes. Found that environmental regulation could increase the return
on sales of large—scale firms with lower compliance costs, but would reduce the profit margins and number of
small-scale firms with higher compliance costs. To test the applicability of the theoretical model, we will implement
of the clean production standards as quasi—natural experiments, based on the data of China’s manufacturing
enterprises from 1998 to 2007, using DID method to analyze the impact of the implementation of cleaner
production standards on corporate profitability. The study found that the implementation of cleaner production
standards significantly increased the profitability of enterprises, but did not find the standard implementation in the
short term to promote business innovation or increase corporate subsidies. Further analysis found that the
implementation of cleaner production standards improved the scale of large enterprise’s profitability, reduced the
profitability of small-scale enterprises. Finally, this paper, using the 3-bit industry—level data of China’s economic
census in 2004 and 2008 and using DID method, found that the implementation of cleaner production standards
reduced the number of small-scale enterprises. So we believe that the “compliance cost heterogeneity”, which is
caused by the difference of firm sizes, rather than the “Porter hypothesis” can better explain the impact of cleaner
production standards on the profitability of China’s manufacturing enterprises. The findings of this paper help to
promote understanding of how environmental regulation affects corporate profitability.

Key Words: environmental regulation; clean production standards; compliance costs heterogeneity; corporate
profit margins; Porter hypothesis

JEL Classification: 118 151 Q51

174



