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Motivation: Advantages and Disadvantages of Political Connections

Advantages

Preferential access to credit (Johnson and Mitton (2003))

Likelihood of getting government contracts (Goldman et al. (2013))

Help when in financial trouble (Faccio et al. (2006))

Higher abnormal returns (Cooper et al. (2010))

Receive regulatory protection (Kroszner and Stratman(1998))
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Motivation: Advantages and Disadvantages of Political Connections

Disadvantages

Underperform on accounting basis (Faccio (2010))

Low accounting accuracy (Chaney, Faccio Parsley (2010))

Adverse effect on corporate information environment (Chen et al.
(2010))

Ineffective in buying favorable policies (Ansolabehere et al. (2003))

No noticeably higher returns (Ansolabehere et al. (2004))
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Definition of Political Connections

Political connections engendered from two sources:

Connections established through contributions to politicians or to
political parties

Cooper et al. (2010), Roberts (1990), Joh et al. (2004)

Connections established through the personal associations of top
executives of the firms to political parties or politicians

Faccio (2006), Chaney et al. (2011), Goldman et al. (2009)

Bharat Raj Parajuli (U of U) Government Dependency June 22, 2019 6 / 48



Overview & Motivation Data & Methodology Results Sources of Returns Predictability

Research Question

New channel of political connections: firms’ government sales
dependency

Relation established for financial gain

More widespread and bigger sample size

Research Question

How do the firms that are government sales dependent perform on
market as well as accounting basis?

Bharat Raj Parajuli (U of U) Government Dependency June 22, 2019 7 / 48



Overview & Motivation Data & Methodology Results Sources of Returns Predictability

Government Sales Dependent Firms

Literature on government sales dependent firms

Firms’ sales growth goes down and they spend less in physical an
intellectual capital (Cohen and Malloy(2016))

Positively association between government sales and cost of debt,
but firms offset with political connections (Houston et al. (2017))

Lower cost of equity for supplier to federal government (Dhaliwal et
al. (2016))

Hold less cash (Cohen and Li(2016)

Less likely to receive going concern opinions or file for bankruptcy,
delist from major stock exchange Burke et al. (2015))
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Supplementary Research Quesions

Few Supplementary Research Questions

How does their profitability get impacted by lower sales growth and less capital
and intellectual spending?

Does their lower cost of capital transfer into lower/higher returns?

Since they are less likely to file for bankruptcy or are less likely to get ongoing
concern opinion, are these firms less risky in the eyes of investors?

Does the government sales dependency predicts future government sales?

Is there any relation between a firm’s government sales dependency and its
PAC contributions?
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Results Summary - Return Predictability

Government depedency (GD) signigicantly predicts future returns

Fama-MacBeth Regressions - Up to 5.4%/Yr of abnormal returns

Portfolio alpha of about 50bps (CAPM, FF3, FF5, FFC4, FFC6,
FFC6+Mispricing Factors)

GD weighted portfolios’ annual Sharpe ratio up to 0.75

GD weighted portfolios increases the Ex-Post Sharpe ratio of
optimum tangency portfolio by 18%, with asset allocation of 26%,
only below quality factor

Return predictability of PI variables of Cooper et al. (2010) only
exists within politically connected (PAC contributors) and
government dependent sub-sample
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Results Summary - Source of Return Predictability

Get bigger, more productive, more levered, and pay lower taxes

Profit margin ratios increase significantly

Evidence of atypical structure of government contracts (e.g. TFC)
and information asymmetry contributing to the increase

Operating margin negatively associated with asset redeployability
and positively with asset irreversibility

Operating margin positively associated with bid-ask spread and less
positively with annalyst count

More increase in industries with most government sales and highest
government sales HHI

A firm’s probability to win future material government contracts
goes up significantly

Having a material government contract 10 years back increases the
probability by about 27.5%

Controlling for having a material contract in the past, size of the
sale also predicts the probability significantly (One St.Dev=11.2%)
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Results Summary - Robustness and Mispricing Effect

Results stay strong among government dependent but not
politically connected (PAC contributors) firms

No return predictability of corporate dependency variables

Evidence of investors inattention and higher valuation uncertainty
(mispricing) contributing to the effect

Intuitive due to contract complexities and investors sluggish
responses to 10-K information

Results stronger within younger firms with less analyst count

Results stronger within higher turnover, higher return and
idiosyncratic volatility, and smaller firms
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Data

Overview

Data: COMPUSTAT segment reporting information

Sample Period: January 1979 through December 2014

Typical government customers: US military, Medicare, State of
Tennessee, New York City, Ministry of Communications in
Columbia, Germany Department of Defense

Distribution: 87.81% - US domestic; 9.59% - foreign; 1.63% - US
state; 0.96% US local

Largest Sale: General Dynamics to US domestic government in the
amount of $45.65B
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Government Sales Overtime

US Domestic Government & Other
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Government Sales Concentration

Government Sales Concentration within Fama-French 12 Industries
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Variable Definitions

Report

GDReport
i, {t−1 < t <t+12} = 1 ∗ I, I =


1, if firm i reports Government as customer

at month t− 1,

0, otherwise.

Strength

Report Counti, {t−1 < t <t+12} = Report Counti,t−1 + 1 ∗ I,

Where, I =


1, if firm i reports Government as customer

at month t− 1,

0, otherwise.

Then, GDStrength
i,t =

Report Counti,t
T ime Lapse Since F irst Ever Reporting
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Variable Definitions

Surprise

Surprise Counti, {t−1 < t <t+12} = Surprise Counti,t−1 + 1 ∗ I,

Where, I =



1, if firm i reports Government as customer at month

t-1 and (i) it does not report Government as customer

at month t-13, or ii) if firm i is not in the sample in

month t− 13 or before,

0, otherwise.

Then, GDSurprise
i,t =

Surprise Counti,t
T ime Lapse Since F irst Ever Reporting

Sale

GDSale
i,year =

Firm′s Total Sale to Governmenti,year
Total Salei,year
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Correlation & Summary Statistics: GD Variables

Government Dependency (GD) Variables
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Summary Statistics: Firm Characteristics

Government Dependent and Non-Dependent Firms

Bharat Raj Parajuli (U of U) Government Dependency June 22, 2019 19 / 48



Overview & Motivation Data & Methodology Results Sources of Returns Predictability

Univariate Fama-MacBeth Cross-Sectional Regressions

Government Dependent and Non-Dependent Firms
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Controlling for Additional Risks

Controlling for economic political & other Risks

Economic Political Uncertainty Index of (Baker Bloom Davis(2016)

First component quantifies newspaper coverage of policy-related
economic uncertainty

Second component reflects the number of federal tax code provisions
set to expire in future years

Third component uses disagreement among economic forecasters as
a proxy for uncertainty

Requires policy terms (e.g. government shutdown) plus uncertainty

Government Spending Index (Baker Bloom Davis(2016)

Spending Key Words: entitlement spending, defense spending,
military spending, fiscal stimulus

Other Key Words: federal debt, debt ceiling, Graham-Dudman
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Controlling for Additional Risks

Controlling for economic political & other risks contd...

Regulation Index (Baker Bloom Davis(2016)

Regulation Key Words: glass-steagall, tarp, dodd-frank, banking
supervision, basel

Other Key Words: Sec, epa, energy tax, wages and hours, workers
compensation

Geopolitical Risks Index (Caldara and Lacoviello, Federal Reserve)

US presidential election versus non-election years

Tail risks measure of (Kelly and Jiang(2014))

λHill
t = 1

Kt

∑Kt
k=1 ln

Rk,t

ut
, where

Rk,t is the kth daily return that falls below an extreme value
threshold ut during month t, and

Kt is the total number of such exceedences within month t.
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Controlling for Self Selection Bias

Controlling for Self Selection Bias

Calculate Inverse Mills Ratio (IMR) in 1st state

Include IMR in 2nd stage FM regressions

Firms characteristics

Gross margin, EBITDA, BM, productivity, ROA, cash flow

Determinants of political connections

MCAP, Sale, Num. of Employees, No. of Business and Geographic
Segments, leverage, Effective Tax Rate, Market Share, Market
Share2, Herfindahl Index, Regulation Indicator, Government Sales
over Total Sales, No of Politically Active Firms
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Multivariate Fama-MacBeth Cross-Sectional Regressions

Government Dependency Variables with Controls
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Multivariate Fama-MacBeth Cross-Sectional Regressions

FF 49 Industry Median Adjusted Variables
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Return Predictability of Government Dependency

Government Dependent but not PAC Contributions
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Return Predictability of Government Dependency

Government Dependency with PAC Contributions
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Return Predictability of Political Connections (PAC Based)

PI Vars within Gov. Dep. & Non-Dep. Firms
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Robustness Check - Concern of Customer Concentration

Return Predictability of Corporate Dependency
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Other Robustness Checks

Are the results basically capturing the results of political
connections?

Do the results depend on the types of returns used?

Excess returns over t-bill

Daniel, Grinblatt, Titman, Wermers (1997) adjusted returns

Do the results depend on the government-dependency variable
used in the analysis?

Government dependency portfolios have alpha significant at 1%
level regardless GD variables used for weighting

Are the results robust to changing the definition of government
dependency variables?

Government dependency variables as plain count variables
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Government Dependency Weighted Portfolios

Beginning of each month, following the methodology similar to
that of Cooper et al.(2010), I form a government dependency
weighted portfolios of government dependent firms

Each stock i’s weight in the portfolio is,

Stock i′s Weighti,t =
GDV ariable

i,t−12∑N
i GDV ariable

i,t−12

Include several risk and mispricing factors

CAPM, Fama-French 3 & 5, Fama-French-Carhart 4 & 6

UMO (undervalued minus overvalued ) - Financing based
mispricing factor (UMO) of Hirshleifer and Jiang (2010)

MGMT (net stock issues, composite equity issues etc.) and,

PERF (Momentum, ROA, distress etc.) factors of Stambaugh and
Yuan (2016)
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Results - Government Dependency Weighted Portfolios

FF Portfolio Alphas: Government Dependency Weighted Portfolios
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Sources of Abnormal Returns: Change in Business Environment & Firm
Characteristics

Probability of winning a material government contract in future
goes up significantly

Having a government contract 10 years back increases the
probability by 26%
Size of the past government contract has significantly positive
incremental effect (One St.Dev.=11.23%)

Firms get bigger, acquire more assets, increase productivity and
pay lower taxes

Profit margin ratio accross the borad increase significantly

Atypical feature of government contract (e.g. TFC) may be the
reason
Information asymmetry between contractor and contractee may also
be the reason
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Probability of Winning Material Contracts

Probit Regression Controls
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Probability of Winning Material Contracts

Probit Regression Results
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Change in Firm Characteristics

Pre vs Post Government Dependency
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“Termination for Convenience” (TFC) Clause - A Material Risk

Words of clause “whenever the Contracting Officer shall determine
in the best interest of the Government”

Congressional Research Service Report for Congress (R43055)

TFC is implied on all government contracts
Court cases have been given the right to the Government even when
the contract expressly disclaims the right
Since the government is assumed to be acting on public’s interest,
as a rule, the government cannot be held liable for breach

Perlman and Goodrich (1978)

TFC has been used to avoid a bad business deal, wrongfully
terminate a contract for default
The contractor will be in a substantially worse position than would
have been the case had the contract no be awarded

Contractors generally cannot recover consequential damages
(Manuel 2015)
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Example: Termination for Convenience (TFC) Concern

Teledyne 2014 10-K Excerpts
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Measures of Investment Irreversibility / Asset Specificity

Capital intensity ratio: net PPE divided by total assets

Do not account for asset specificity, mobility, or adjustment costs

Asset Redeployability Score of Kim Kung (2016)

Redeployability Scorea,t =

∑123
j=1 Ia,j (use) x V aluej,t∑123

j=1 V aluej,t

Captures both asset specificity and liquidity

Based on BEA capital flow table that breaks down expenditures on
new equipment, software and structure by 180 assets for 123
industries

Ia,j(use): Dummy equal to 1 if asset a is used by industry j

V aluej,t either:

1 - equal weight for each industry

Nj,t - Number of public industry firms over total public firms

MCAPj,t - Sum of industry MCAP over total market MCAP
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Information Asymmetry between Contractor & Contractee

Classical regulation theory in early 80s assumed regulator and
manager to be equally informed

In reality, a regulating body is less informed about the industry let
alone a firm’s cost function

Laffont and Tirole (1993) introduces information asymmetry
between the firm managers and regulators

Information asymmetry allows the contractor firm to enjoy a rent

In the presence of asymmetry, the contractor firm also exert less
effort

Two measures: Bid-ask spread, and number of analysts covering
the firm (Armstrong, Core, Taylor, and Verrecchia (2011))

Bharat Raj Parajuli (U of U) Government Dependency June 22, 2019 40 / 48



Overview & Motivation Data & Methodology Results Sources of Returns Predictability

Operating Margin, Asset Redeployability, and Information Asymmetry

Fama MacBeth Regression: Two Sub-Samples
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Mispricing and Abnormal Returns to Government Dependent Firms

High Sharpe ratio suggests that mispricing plays an important role

High alpha after controlling for UMO, MGMT, PERF implies
mispricing effect is incremental

Investors inattention and valuation uncertainty may be at play
(Hirshleifer et al. (2013))

Valuation uncertainties due to atypical structure of government
contracts (e.g., TFC clause)
Firms have exposure to future government policies, secret usually
(e.g., US defense policies)
Investors do not response to 10-K filing, but response to few days
late WSJ announcements (Stice (1991))
Investors reaction to 10-K information is sluggish (You and Zhang
(2009))
Government contract information is informed through 8-K or buried
in 10-K
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Example: Valuation Uncertainties

Vectrus 2014 10-K Excerpts
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Psychological Constraints of Investors and Abnormal Returns to
Government Dependent Firms

Furthers tests following Hirshleifer, Hsu, and Li (2013)

Hypothesis: If abnormal returns are due to some psychological
constraints, higher return predictability among stocks with low
investor attention and among hard-to-value firms

Proxies for attention: firm size, analyst coverage, and residual
analyst coverage (Hong et al. (2000))

Proxies for valuation uncertainty: firm age, turnover, and
idiosyncratic volatility (IVOL) (Kumar (2009)), return volatility

Smaller size, younger in age, covered by few analysts, higher
turnover, high IVOL, and high return volatility → Low attention &
Higher valuation uncertainties

Tests: Split the sample into below and above median groups based
on previous year’s values and run analysis separately in two
sub-samples
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Investor Inattention and Valuation Uncertainty

Low Attention & High Valuation Uncertainty Sub-Sample
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Investor Inattention and Valuation Uncertainty

High Attention & Low Valuation Uncertainty Sub-Sample
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Conclusion

Government dependency (GD) significantly predicts future returns

Earns up to 5.4% of abnormal returns per year

Can increase the Ex-Post Sharpe ratio of tangency portfolio by 18%

Firms get bigger, more productive and profitable, highly levered,
and pay lower taxes

Atypical Structure of government contract and/or information
asymmetry between contractor and contractee may be contributing

Firms probability of winning future material contracts goes up

Having a material government contract 10 years back increases the
probability by about 26%

Investor inattention and valuation uncertainties may be
contributing to the effect

Results are stronger within “Low attention & Higher valuation
uncertainty” sub-sample
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Thank You!
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