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Abstract

The extant literature on corporate political activities has extensively examined
whether and how political connections help in improving performance. We extend
this literature by examining whether and how political connections help in profit
persistence, a fundamental concern for firms. Using a unique panel dataset of politi-
cians who were elected at either the national or state level in India and examining
their membership on the board of directors of firms, we find that firms with politi-
cal connections demonstrate higher profit persistence. Further, we report that con-
nections with state-level politicians have a larger effect on persistence compared to
connections with national-level politicians. This finding emphasizes the importance
of micro and recurring benefits in emerging economies such as India, in the form of
help with acquiring licenses, permits, land and infrastructure, which are usually pro-
vided by state-level politicians relative to policy-related benefits, which are typically
provided by national-level politicians. Our results also show that political connec-
tions have a greater effect on profit persistence for firms that are affiliated to busi-
ness groups. Our results suggest that political connections seem to operate as higher-
order resources, defined as resources that do not contribute to profits directly but can
affect other resources that in turn affect profits over time.

Keywords Political connections - Profit persistence - Emerging economies -
Federal structure

The extant literature on corporate political activities (CPA) has examined if and
how CPA improve firm performance (Ahuja & Yayavaram, 2011). Prior research
has suggested that CPA provide firms with several benefits such as access to gov-
ernment and public policy-related information (Hillman et al., 2004; Lux, 2016),
enhanced IPO performance (Rudy & Cavich, 2020), preferential access to finance
(Khwaja & Mian, 2005), higher participation in foreign trade missions (Schuler
et al., 2002), blocking rivals’ use of substitute resources (McWilliams et al.,
2002), and corporate bailouts (Faccio et al., 2006). Some prior studies have also
reported no effect or a detrimental effect of CPA (e.g., Hadani & Schuler, 2013;
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Okhmatovskiy, 2010; Sun et al., 2010, 2015; Tihanyi et al., 2019). Prior studies
investigating how CPA affects firm performance addressed a fundamental question
in the strategy field (Barney, 1991; Porter, 1985; Rumelt et al., 1994): why does
heterogeneity exist in firm performance? However, to the best of our knowledge,
no prior work has empirically examined the role of CPA in sustaining profits.
Firms that enjoy a sustained competitive advantage will have profits that persist
over time and hence what leads to profit persistence is also a fundamental question
in strategy (McGahan & Porter, 1999; Villalonga, 2004). In this study, we seek to
understand how CPA affects profit persistence.

Firm profit persistence — defined as “the percentage of firm-specific profits in any
period before period ¢ that remains in period ¢’ (Villalonga, 2004) — depends on
several factors such as market imperfections (Chacar & Vissa, 2005), formal insti-
tutions in the product, financial, and labor markets (Chacar et al., 2010), introduc-
tion of pro-market reforms (Chari & David, 2012), and firm-specific resources such
as marketing intensity (Jacobsen, 1988), corporate reputation (Roberts & Dowling,
2002), intangible resources (Villalonga, 2004) and stakeholder relations (Choi &
Wang, 2009). The significance of CPA is greater if they lead to persistent profits
than if they lead to profits that are transient (Ahuja & Yayavaram, 2011). The factors
that lead to profit existence may be different from those that lead to profit persis-
tence (Villalonga, 2004). Even if CPA have no direct effect on profits (for example,
if the positive effects are cancelled out by the negative effects), they can have an
effect on profit persistence and can therefore be a valid option for firms pursuing
sustained competitive advantage.' Thus, the distinction that we make between the
effect of CPA on profits and the effect they have on profit persistence can shed light
on the additional ways in which CPA can benefit firms.

In this study, we focus on political connections—a widely used form of CPA—
and empirically examine their role in profit persistence. We argue that political con-
nections can help in profit persistence by minimizing competition that can lead to
dissipation of profits or by protecting resources from imitation and substitution. This
is especially likely in emerging economies where pro-market institutions are still
evolving (Li et al., 2013; Marquis & Raynard, 2015; Rajwani & Liedong, 2015). The
lack of well-defined institutions in such economies increases the role and discretion
that governments have in economic activity. Their economic and industrial policies
can have a significant effect on whether or not the business environment is favorable
to firms. In such a context, political connections can help firms in protecting the
competitive advantage that they possess.

! It may seem counter-intuitive to argue that CPA can lead to profit persistence even when they do not
have a direct effect on profits. A simple example can demonstrate why this is not contradictory. Consider
the sustained profits that Coca-Cola and PepsiCo earn in the soft drinks industry. These can be attributed
to limited rivalry (monopoly rents), or to their marketing capabilities in building and sustaining a brand
(Ricardian rents) (Peteraf, 1993). In addition, to sustain their profits, these firms lobbied the US Congress
to pass a legislation that preserved their right to grant exclusive territories to their bottlers (Yoffie, 2009).
This political lobbying activity did not directly create profits; rather, it sustained the profits that these two
companies were already making through limited rivalry and their marketing capabilities. Thus, the fac-
tors that lead to firm profits (such as limited rivalry or marketing capabilities) can be different from those
(such as CPA) that lead to profit persistence, a point that we will discuss in more detail later in the paper.
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We chose India as the context of our study, which in many ways is representa-
tive of a typical large emerging economy (Ayyagari et al., 2013). India opened its
economy in 1991 and subsequently introduced several market-oriented reforms such
as removal of industrial licensing in many sectors, reduction in import duties, privat-
ization, and allowing the entry of foreign firms. These reforms have made entry into
several markets easier for both domestic and foreign firm leading to higher competi-
tion in product, financial and labor markets. Such increases in competition can lead
to a decline in profit persistence (Hermelo & Vassolo, 2010). In line with these argu-
ments, Chari and David (2012) found that economic reforms in India led to a decline
in profit persistence. In this paper, we argue that the potential for profit persistence
continues to exist despite economic reforms since political connections can reign in
competition and give politically connected firms differential access to physical and
infrastructural resources.

In order to investigate the role of CPA in profit persistence, we used a rich and
unique database from the Association for Democratic Reforms (ADR), which has
comprehensive data on all electoral candidates for all national (federal) and state
(provincial) elections held in India during the period 2004-2013. We combined this
data on elected representatives with the data on corporate boards from CMIE Prow-
ess to identify political connections at the board level. Our results broadly show
that firms with political connections demonstrate higher profit persistence, provid-
ing support for our principal hypothesis. Our study focuses on only politically con-
nected board directors and does not consider the numerous other ways in which
firms engage in CPA (such as lobbying, purchasing electoral bonds, informal con-
nections) and non-market strategies (such as stakeholder value maximization and
socially responsible corporate activities). Thus, the effects that we find are likely to
underestimate the true effects of CPA and non-market strategies.

Our focus on the Indian context allowed us to explore interesting nuances associ-
ated with when and where political connections matter more for profit persistence.
Prior studies have emphasized the policy-related benefits that political connections
bring to firms (Bonardi, 2011; Bonardi et al., 2005; Hillman & Hitt, 1999) while
overlooking the benefits that help firms in starting a business and managing it on
a day-to-day basis. In emerging economies such as India, the latter set of benefits
might be more important than the former. These micro and recurring benefits that
firms can obtain through their political connections include assistance with obtain-
ing industry licenses, obtaining approvals for construction activity, obtaining clear-
ances related to the health, safety, and welfare of workers and the environment, and
securing basic infrastructure such as roads, electricity, and water for their new and
existing establishments. These benefits are not limited to startups since firms need
these clearances and approvals for their existing businesses as well as new projects
that they embark on while pursuing growth opportunities. These clearances and
approvals are often under the purview of state governments rather than the national
government, and we therefore argue that state-level politicians are more likely than
national-level politicians to provide such benefits. In support of this hypothesis, we
find that connections to politicians elected at the state level have a bigger impact on
profit persistence than connections to national-level politicians.
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In several emerging economies, particularly India, business groups are an impor-
tant organizational feature. The institutional voids perspective (e.g., Khanna &
Palepu, 1997) contends that business groups are a prominent organizational form in
economies where institutional deficiencies exist, and that the business group organi-
zational form helps in bridging these deficiencies. In this study, we extend this argu-
ment by examining whether the effect of political connections on the sustenance of
profits is higher for firms that belong to business groups than for other firms. Our
results show that political connections have a greater effect on profit persistence for
firms affiliated to business groups.

This study contributes to the literature on CPA in several ways. First, prior work
on CPA has found both positive, negative, and null effects of CPA on corporate per-
formance, raising important questions about whether CPA is a useful non-market
strategy. As Hadani et al. (2017) note, CPA may not always be beneficial to firms
due to the uncertainties associated with both the process of influencing policies
and the impact of policies that are being targeted. In this study, we identify another
important way in which CPA can affect firm profits. Our findings suggest that
even when political connections do not directly lead to superior profits (Hadani &
Schuler, 2013; Mellahi et al., 2016; Siegel, 2007; Sun et al., 2010), they may still be
important since they can help in sustaining profits that have been achieved through
other means. At a broader level, these findings also suggest that even though firms
may or may not use non-market strategies to obtain superior performance, they may
need to use such strategies to sustain their superior performance. Thus, in the con-
text that we examine, political connections may function as higher-order resources,
defined as “resources that do not affect profit directly, but can affect other resources
that in turn affect profit over time” (Wibbens, 2019).

Second, our work also emphasizes that the goal of CPA can extend beyond influ-
encing policies. We highlight an underexamined source of advantage in the form of
the micro and recurring benefits that political connections provide to firms on a regu-
lar basis. The problems that firms confront while starting or managing a business
may seem mundane or trivial in developed economies, but they can be burdensome
and difficult to resolve in emerging economies. Further, unlike policy benefits, micro
and recurring benefits are firm specific, more tangible, less uncertain and provide bet-
ter justification for CPA. Building on this idea of micro and recurring benefits, we
uncover the differential effects of political connections depending on whether the con-
nections are at the national level or state level. We find that in India, state-level politi-
cal connections that provide micro and recurring benefits are more helpful compared
to national-level political connections that typically provide policy-related benefits.
This finding adds to prior work in the CPA domain that highlights the importance of
aligning a firm’s corporate political strategy with the underlying characteristics of the
institutional environment (e.g., Lux, 2016; Marquis & Raynard, 2015).

Lastly, we also contribute to the literature on business groups and profit persis-
tence. Business groups have a dominant presence in several emerging economies
(Khanna & Rivkin, 2001) and exhibit profit persistence but this persistence reduces
as an economy liberalizes (Chari & David, 2012). Our findings show that business
group-affiliated firms are able to halt this decline and achieve a higher profit persis-
tence when they are politically connected.
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Theory & Hypothesis
Corporate Political Activities (CPA)

The extant literature recognizes the importance of CPA in creating influence rents,
which are defined as “the extra profit earned by an economic actor because the rules
of the game of business are designed or changed to suit an economic actor or a
group of economic actors” (Ahuja & Yayavaram, 2011: pg. 1631). Firms undertake
CPA to manage their relationships with the government and minimize the risk asso-
ciated with external dependencies. These CPA include funding elections, constitut-
ing political action committees (PACs), lobbying, and forming formal and informal
connections with government officials.

Among the various forms of CPA, political connections at the board level are
a highly prevalent form of CPA (El Nayal et al., 2021), especially in larger firms
(Goldman et al., 2009) and have received the most attention in the existing literature
(Rajwani & Liedong, 2015). These connections can be direct and indirect, as well as
formal and informal. For example, a politician who is a board member represents a
direct and formal connection. Conversely, a politician’s relative (spouse or sibling)
who is a board member represents an indirect but formal connection. Similarly, a tie
between a manager and a politician through club membership is an informal con-
nection, which could be both direct and indirect. In this study, we focus on political
connections through the board membership of politicians, which is a direct-formal
connection as well as the most visible form of CPA (Rajwani & Liedong, 2015).

In many firms, board members play an important role in resource provisioning.
When board members are also politically connected, they can provide critical resources
in the form of influence capital (Awasthi & George, 2021). A major aim of having a
political connection at the board level is to influence the government and receive favora-
ble treatement in the form of beneficial policies, legislation and enforcement. Politicians
who are serving as directors can also potentially benefit the firm through unique and
early infromation about public policies, channels of communication to poltical deci-
sion makers, preferential access to political decision makers and increased legitamacy
(Hillman, 2005). They can provide private knowledge of the inner workings of the gov-
ernment and loopholes in the bureaucracy that can be exploited (El Nayal et al., 2021).
Specifically, they help in obtaining government procurement contracts (Goldman et al,
2013), government subsidies (Wu & Cheng, 2011), government bailouts (Faccio et al.,
2006), preferential access to finance (Boubakri et al., 2012; Khwaja & Mian, 2005; Li
et al., 2008), more favorable treatment from regulators when accused of fraud (Kuvvet
& Maskara, 2018), avoding regulatory delay or denial during acquisitions (Ferris et al.,
2016) and countering socially oriented investor activism (Hadani et al., 2018).

Given the many ways in which politically connected directors can benefit firms,
one can expect that such connections improve overall firm performance. Prior work
has provided ample empirical evidence for such an expectation. For example, estab-
lishing political connections at the board level increases firm value (Faccio, 2006;
Goldman et al., 2009; Hillman et al., 1999). Hillman (2005) found that the number
of politicians on a firm’s board is positively related to market-based measures of
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performance, especially in heavily regulated environments. Cheng (2018) found that
the sudden deaths of politically connected directors leads to a reduction in value for
Chinese firms. The effect of politically connected directors on firm performance is
more pronounced in countries with weak institutions (Carney et al., 2020) or high
levels of perceived corruption (EI Nayal et al., 2021).

At the same time, other studies have also documented null or detrimental effects of
politically connected directors on firm performance (Hadani & Schuler, 2013; Okhma-
tovskiy, 2010; Sun et al., 2015). Firms may not obtain the desired policy outcomes due
to uncertainty about the public policy process itself and uncertainty about how a desired
policy may affect the firm (Hadani et al., 2017). Political directors may also expect to
gain benefits from a firm on a quid-pro-quo basis (Faccio, 2006). Prior research has
shown that politically connected firms increase employment (Bertrand et al., 2018; Fac-
cio & Hsu, 2017), weaken the pay-performance link for top executives (Chizema et al.,
2015), facilitate blockholder rent appropriation (Sun et al., 2016), are less likely to
internationalize (Du & Luo, 2016), and are under pressure to make donations to chari-
table causes (Li et al., 2015; Zhang et al., 2016). Such actions can neutralize or negate
the benefits that a firm might expect to gain from its political connections.

While the effects of politically connected directors on firm performance has been stud-
ied in great detail, no prior studies have examined whether political connections at the
board level (or CPA in general) help firms in sustaining their profits. This is a glaring
omission in the literature since the study of persistence in performance is central to under-
standing the drivers of firm performance and sustained competitive advantage (McGa-
han & Porter, 1999, 2003; Villalonga, 2004). The significance of political connections is
greater if they lead to persistent profits than if they lead to profits that are transient (Ahuja
& Yayavaram, 2011). Importantly, even when political connections do not have a direct
effect—either because the effect is weak or because the positive and negative effects can-
cel out each other (Tihanyi et al., 2019—such connections can increase profit persistence
whereby an advantage that is created through other means can be sustained. Further,
given that the benefits that a firm can procure through a political director may be limited,
it seems more plausible that political connections can be used to sustain an advantage that
the firm already possesses rather than create a new source of advantage.

Profit Persistence

According to neo-classical theory, all firms in a competitive market should ideally con-
verge toward a median profit in the long run (Chacar & Vissa, 2005), leading to a market
of firms that have nearly equivalent performance. However, a related stream of literature
examining the long run sustainability of profits has suggested that firms might be able to
sustain their superior profits over a long period due to imperfect competition (e.g., high
industry concentration), market frictions (lower speed of information dissemination),
firm-specific resources (e.g., patents, intangible knowledge, corporate reputation, stake-
holder relations), and specific characteristics of the institutions (e.g., emerging econo-
mies) in which the firms are embedded (Chacar & Vissa, 2005; Chacar et al., 2010; Choi
& Wang, 2009; Jacobsen, 1988; McGahan & Porter, 2003; Mueller, 1986; Roberts &
Dowling, 2002; Villalonga, 2004). Such market and non-market conditions thus provide
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the possibility of profit persistence, defined as “the percentage of firm-specific profits in
any period before period # that remains in period 7’ (Villalonga, 2004).

It is important to note that the factors that lead to the existence of profits may dif-
fer from those that lead to profit persistence (Madsen & Leiblein, 2015; Villalonga,
2004). For example, Roberts and Dowling (2002) find that while reputation leads to
profit persistence in their sample of high-performance firms, it does not have a posi-
tive and significant effect on profits. Jacobsen (1988) finds that market share leads to
both high profits and high persistence in profits, while intense marketing expendi-
tures lead to low profits and high persistence in profits. Choi and Wang (2009) find
that stakeholder relations have an effect on profit persistence but not profits.

Building on this idea that the factors that affect profits may be different from those
that affect profit persistence, Wibbens (2019) identifies higher order resources that “do
not affect profits directly, but allow firms to obtain superior operating resources over
time”. He suggests that strategic planning, M&A capabilities, and superior forecasts
can be considered as higher order resources whereas brands, patents, captive customers,
or specialized plants can be considered as operating resources. We build on this study
and argue that political connections can play the role of both operating resources and
higher order resources. As an operating resource, political connections can lead to prof-
its directly by restricting competition (for example, preventing entry of foreign firms or
imposing taxes on imports) or providing access to valuable resources (for example, natu-
ral resources such as coal, oil, and spectrum for airwaves or intangible resources such as
IP by invalidating foreign patents). However, prior literature has not provided explicit
or the necessary attention to the role that political connections play as higher-order
resources, and this is the focus of our study. We posit that political connections may help
in accentuating the benefits from market imperfections (Porter, 1980) or firm-specific
resources (Barney, 1991) by exploiting the institutional characteristics in favor of a firm.
This is likely to result in the persistence of influence rents (Ahuja & Yayavaram, 2011).

Political connections can be used to increase profit persistence in several ways.
First, political connections at the board level can be used to restrict rivalry on an ongo-
ing basis by creating barriers to entry (Baron, 1997; Dean et al., 1998) and reducing
the threat of substitute products (Oliver & Holzinger, 2008). Political connections can
also be used to maintain a favorable competitive landscape by changing the rules in
the buyer and supplier industries related to restrictions on price and quantity produced,
taxes, and consumption and production standards (Hillman & Hitt, 1999; Rehbein &
Lenway, 1994). Politically connected directors can achieve these benefits of a better
industry structure (lower threat of entry, lower threat of substitutes, lower bargaining
power of buyers and suppliers, and ultimately lower rivalry) by influencing policies,
legislation, regulation and enforcement of laws and rules.’

2 Given the nature of CPA—it can be secretive and may attract penalties if revealed—it is difficult to
provide direct and concrete evidence that political directors can influence government actions (Hadani
and Schuler, 2013; Hillman et al., 1999; Lester et al, 2008). However, prior literature provides several
anecdotal examples of how political directors can influence legislation and regulation (for example, see
Hillman et al., 1999). The collective evidence from the broad literature on CPA (for example Baron,
1997; Frynas, Mellahi and Pigman, 2006; Hillman et al, 2004; Lux, 2016; Marvel, 1977; Rajwani and
Liedong, 2015) is also in line with our claim that political directors can influence policies, legislation,
regulation, and enforcement.
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Second, when firms earn abnormal profits through access to natural resources such
as coal, oil, and telecom spectrum or from resources developed over time such as firm-
specific capabilities and knowledge, political connections at the board level can be
used to ensure that such resources remain scarce, inimitable, and difficult to substitute.
In the Indian context, the Indian government has control over natural resources such
as coal and telecom spectrum and infrastructural resources such as ports and airports
leading to the possibility that political directors can provide preferential access to such
resources or early information about such resources. The scarceness of such resources
can lead to sustained profits for the firms that manage to acquire them. Political con-
nections can also be leveraged to increase the inimitability of resources, for example,
by facilitating an appropriability regime that provides protection to intellectual prop-
erty rights. Finally, political connections can be used to block the use of substitute
resources such that the costs of a firm’s rivals are raised (McWilliams et al., 2002).
Thus, political connections can lead to profit persistence by ensuring that a firm’s
resources remain scarce and are protected from imitation and substitution.

A political connection at the board level is itself one of the resources that a firm
possesses (Bonardi et al., 2005). However, for this resource to enable sustained
advantage, it needs to fulfill the conditions of the resource being valuable, rare,
inimitable, and difficult to substitute (Barney, 1991; Hillman & Hitt, 1999). Bonardi
(2011) notes that the Resource-Based View logic needs to be applied with care when
examining the market for political resources since such markets differ from typical
product markets in the roles that suppliers and buyers play. Given the limited sup-
ply of politicians, and the fact that a politician is unlikely to be connected to more
than one firm from the same industry as a board member, a political connection as a
resource is quasi-fixed in supply, making it a scarce resource (Mellahi et al., 2016).
Further, to obtain sustainability-related advantages from a political connection, the
firm needs to maintain a continuous exchange between itself and a politician (Hill-
man & Hitt, 1999; Oliver & Holzinger, 2008). This is more likely to happen when
the connection is through board membership. This continuous exchange between the
firm and the politician embeds the political connection, makes it “relational” in char-
acter (Boddewyn & Buckley, 2017; Hillman & Hitt, 1999), builds path dependen-
cies, and limits its tradability, thereby rendering the political connection imperfectly
imitable. In an emerging economy context, political connections as resources are
also difficult to substitute (Lawton et al., 2013; Peng et al., 2009) because the bene-
fits that political connections provide—such as influence over regulatory legislations
and industrial policies, privileged access to policy-related information, access to
critical resources, and social legitimacy—cannot be obtained through other means.

In short, politically connected directors can help a firm in maintaining a favora-
ble position with respect to competitors, suppliers and buyers and ensuring that the
resources that lead to a favorable competitive position are rare, difficult to imitate
and difficult to substitute. As resources themselves, political connections are scarce,
inimitable, and non-substitutable. Therefore, we argue that the profits that accrue to
firms with political connections are likely to persist more.

Hypothesis 1 The presence of political connections through the board of directors
enhances a firm’s profit persistence.
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CPA in the Indian Context

While prior research has explored the role of CPA in Western contexts in some
detail, and, more recently, in the Chinese context, studies in other contexts have been
relatively rare. Extending CPA research to new contexts, such as India, can reveal
interesting aspects of CPA that have been hitherto understudied. Unlike in Western
economies, there is still significant government control over economic activities in
emerging economies such as India, thus increasing the dependence that firms have
on the government (Sun et al., 2012). While this control constrains firm behavior, it
also offers opportunities for improving performance through CPA. The main chan-
nel though which Indian firms undertake CPA is through connections or personal
ties unlike in the US, where lobbying and political donations are the dominant mode
of CPA (Rajwani & Liedong, 2015). This emphasis on personal ties translates into
a relational approach to political strategy (Hillman & Hitt, 1999). The other impor-
tant characteristics of the Indian context that affect CPA are the federal governance
structure (national vs. state) and the dominant presence of business groups. We
explore these characteristics next.

Moderating Effect of the National Governance Structure

While proposing a global theory of CPA, Windsor (2007) argued for the importance
of examining the multiple tiers of governance (i.e., at the national/federal and the
sub-national/state levels) when strategizing and allocating resources across CPA. A
major dimension along which national governance structure varies across countries
is the presence (or lack) of a federal structure. It is important to examine the impact
of the federal structure on CPA since it can affect the locus of CPA, its expected
benefits, and its effectiveness (Lawton et al., 2013). However, prior work on the
implications of a federal structure on CPA is sparse (Rajwani & Liedong, 2015).
In the US, for example, even though state governments can enact legislations and
formulate policies that have implications for firms, the existing CPA literature has
primarily focused on the federal government (Rajwani & Liedong, 2015).

Several aspects of a federal structure can impact the nature and effectiveness
of CPA. Multiple sub-national government tiers can lead to more veto points and
reduce the effectiveness of CPA (Choi et al., 2015). The relative influence of the
national government over policies can determine whether CPA should be directed at
the national government or at the state governments. In China, for example, where
the national government is powerful, CEOs’ political connections with the Chinese
central government matter more for IPO performance than their political connec-
tions with the regional governments (Wu et al., 2013). However, even when the
national government has a higher influence compared to the state governments, CPA
at the state level can be effective because it might be easier to influence state-level
politicians. In the United States, for example, state-level elections do not receive the
same amount of media and public attention as national-level elections. Hence, it is
easier for special interests to have a greater influence on state elections (Werner,
2017). We argue that, even in India, state-level connections may be more important
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than national-level connections. We thus provide an alternative, context-specific
rationale that is based on distinguishing the type of benefits provided by state-level
political connections from those provided by national-level connections.

India has a federal structure of governance with a fair degree of decentralization.
The government has multiple tiers, but only the top two are relevant to most eco-
nomic activity. The central (national) government is the top tier of this system and
takes overarching decisions on economic policies and matters of national importance
such as defense and foreign affairs. The second tier of government is at the level of
states and union territories (28 and 8 in number, respectively). State governments
have their own heads and budgets, and they can enact laws and set policies in areas
such as taxes of various kinds, utilities, public order, public health, jurisdiction of
courts within the state, trade, commerce, and regulation of industries. State govern-
ments wield considerable power in granting various approvals, permits, and licenses
that are critical for businesses (see Appendix 1 for a list of these requirements under
the state and central jurisdictions for starting and managing businesses in India).
In India, state governments are involved in a variety of activities such as acquiring
land, approving construction activity and building plans, ensuring the health, safety,
and welfare of workers and the environment, setting up infrastructure such as roads,
electricity, and water, and safeguarding assets. Political connections with the state
government can benefit firms in performing better at these activities. In contrast,
as can be seen from Appendix 1, the role of the central government in enabling the
ease of doing business is limited when compared to the role of state governments.

We term these benefits that help firms in starting a business and managing the
business on a day-to-day basis as “micro and recurring benefits”. These benefits,
while critical to business even in developed economies, are especially important in
emerging economies that have weak or missing institutions. These weaknesses are
characterized in the literature as institutional voids (e.g., Khanna & Palepu, 1997,
Peng, 2002). To start a new project,’ firms need access to infrastructure such as
roads, electricity, and water. Access to these fundamental services is not automatic
or simple. In addition, any firm that starts a new project has to obtain approvals
for construction activity and building plans, and clearances related to the health,
safety, and welfare of workers and the environment. Again, these are difficult to
obtain because they necessitate working with a multitude of government agencies.
Many of these issues exist for running current operations as well, since firms need
to renew their approvals and obtain certifications that they have complied with the
laws related to labor and quality control. The infamous “licensing r@;” in India has
morphed into a permit raj, in which firms face innumerable hurdles to get through
the bureaucratic maze.

The World Bank introduced the ease of doing business ranking to assess the
extent to which a country’s regulatory environment is conducive to the starting and
operation of local firms. The ranking scores each country on 10 topics: starting a

3 1t is important to note that new projects are initiated by established companies as well. In fact, data
from the Prowess Capex database shows that a large fraction of new projects in India (over 90%) are
announced by firms that are more than 5 years old.
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business, dealing with construction permits, getting electricity, registering prop-
erty, getting credit, protecting minority investors, paying taxes, trading across bor-
ders, enforcing contracts, and resolving insolvency. Each topic further consists of
several indicators. For example, registering property consists of the following indi-
cators: procedures (number), time (days), cost, and quality of land administration
index. The aggregate scores are then used to rank countries. India’s low rankings
in the World Bank’s Doing Business 2016 report (155 in “starting a business,” 138
in “registering property,” and 178 in “enforcing contracts”) indicate the difficulties
that firms in India face in starting a business and managing it on a day-to-day basis
(World Bank, 2016).*

Though these decisions are handled by bureaucrats, political board connections
can help reduce the time taken for the decisions to be made. Political board connec-
tions can help firms in navigating this permit raj by cutting through red tape, meet-
ing compliance requirements in a timely manner (Sen, 2017) and building helpful
political resources (Peng, 2002). This is possible because politicians exercise sub-
stantial control over bureaucrats and direct their day-to-day activity.’ Furthermore,
unlike policy and legislative benefits that may require multiple connections with the
government and the ruling party, micro and recurring benefits can be provided by a
single elected politician on the board. Given that a majority of the permits, approv-
als, and no-objection certificates that are required to achieve compliance are man-
dated by either state or local governments (or municipalities), a state-level politician
is more likely to be helpful in obtaining these than a national-level politician.®

Securing these permits and approvals are often required for continuing operations
as well. For example, the success of Amara Raja, one of the largest battery manufac-
turers in India, is based on its superior marketing, sales and manufacturing, as well as
advanced technology sourced from its JV partner. The firm requires approval from the
Pollution Control Board to continue its operations and without such approvals, the firm
will be unable to maintain its strong position in the industry. Furthermore, in an emerg-
ing economy such as India, which grows at higher rates than developed economies,
firms often have to continually pursue growth opportunities through new projects to
maintain their existing position relative to their competitors. Thus, the micro and recur-
ring benefits that political connections provide can help a firm in sustaining its profits.

4 This ranking has been discontinued recently due to allegations about data manipulation. However, this
does not negate the conclusion about the low ease of doing business in India.

5 As Sen (2017, p. 14) notes: “In recent decades, politicians weakened the independent bureaucracy
through several mechanisms in order to make them more pliant. These include: (a) using frequent trans-
fers of recalcitrant and upright officers to unimportant posts as a way of “incentivizing” compliance; (b)
dividing the bureaucracy and creating “friendly” officers through favouritism in posting and promotions
based on caste identities; (c) favouring civil servants based on political affinity; and (d) damaging careers
of non-compliant officers by writing unfair and discriminatory annual confidential reports (ACRs).”.

6 The importance of state-level political connections in India is reflected in the interest in state-level
elections. Additional data that we collected revealed that voting percentages are higher for state elections
than for national elections in India. While the mean voting percentage for state elections in India across
20 years is 71.83%, it is 66.39% for national elections. The difference of 5.44% is statistically significant
(T-test statistics=5.04). Thus, Werner’s (2017) arguments about the low salience of state elections do not
seem to apply to India.
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Moreover, a connection to state-level politicians provides firms with additional
entry points (Choi et al., 2015) when they are attempting to gain influence rents
(Ahuja & Yayavaram, 2011). These entry points may increase political risk in terms
of policy outcomes (Lawton et al., 2013), but can also be helpful in obtaining micro
and recurring benefits. In India, the total number of elected representatives at the
national level is 790, while the total number of elected representatives at the state
level is over 4,500. These high number of possible entry points for CPA provide
a supply-side rationale for forming political connections with state-level politicians
(Werner, 2017). The presence of a large number of sub-national elected represent-
atives may also imply a lower search cost of finding political connections, and a
better bargaining position with politicians. Furthermore, state-level politicians are
more accessible and can devote more time to a firm. National-level politicians may
be occupied with federal issues related to the entire country and may be unable to
devote sufficient time to a single firm on a regular basis. Thus, we hypothesize:

Hypothesis 2 Political connections with state-level politicians (members of state
legislative assemblies or councils) through the board of directors will have a greater
effect on a firm’s profit persistence compared to political connections with national-
level politicians (members of parliament).

Moderating Effect of Business Group Affiliation

Another major feature of the Indian economic and political context is the dominant
presence of business groups. Douma et al. (2006) report that in their sample of over
1,000 listed firms, close to 40% of the firms are affiliated to business groups. Sarkar
(2010) notes that group affiliates account for around 70% of the total assets of the
corporates in India in their sample of firms from the Prowess database in 2006.
Khanna and Rivkin (2001) define a business group as “a set of firms which though
legally independent are bound together by a constellation of formal and informal ties
that are accustomed to taking coordinated action” (pp. 47—48). Prior research has
argued and found evidence that the collective sharing of financial, organizational,
and reputational resources provides advantages to firms that are affiliated to business
groups and has reported on the role of business groups in mitigating “institutional
voids” (e.g., Khanna & Palepu, 2000). These advantages manifest in superior perfor-
mance for firms that are affiliated to business groups compared to their non-business
group counterparts owing to the reduced costs of capital, superior access to markets
(both domestically and internationally), and beneficial knowledge flows among busi-
ness group firms (George & Kabir, 2012; Khanna & Palepu, 2000; Ramachandran
et al., 2013). Thus, the business group has been found to be an effective organiza-
tional form that bridges several institutional deficiencies. In contrast, there is also
evidence that business groups are prone to tunneling and the expropriation of pri-
vate benefits of control when the controlling owners of the business groups exploit
minority shareholders (e.g., Bertrand et al., 2002).

Studies in India have largely reported net benefits for firms affiliated with busi-
ness groups. These benefits accrue in particular to the larger and more diversified

@ Springer



Political connections and profit persistence in India

business groups that are professionally run, and to those business groups that have
managed to adapt well to the opening of the Indian economy post liberalization
(George & Kabir, 2012; Khanna & Palepu, 2000). Business groups also have the
necessary resources to sustain the profits that they earn. Supporting this point, Chari
and David (2012) find that business groups in India have higher profit persistence.
At the same time, they also find that profit persistence is going down due to reforms
and business group-affiliated firms do not have any advantage over non-affiliated
firms in resisting this decline.

Business groups are also often connected politically, particularly in emerg-
ing economies (Carney, 2008; Chung & Zhu, 2021; Mukherjee et al., 2018; Tan &
Meyer, 2010). Business groups are typically more adept at benefiting from politi-
cal connections compared to other organizational forms (Chung & Zhu, 2021; Sun
et al., 2012). In his work on connected firms and groups in Indonesia, Fisman (2001)
finds that a large percentage of a firm’s value might be derived from political con-
nections. Additionally, scholars have documented issues pertaining to lending prac-
tices that favor politically connected business groups (Khwaja & Mian, 2005). Peng
(2002) argues that business groups are able to leverage their political contacts by
presenting the common interests associated with the diverse industries in which a
group is present, thereby enhancing the efficiency of the activities and not overload-
ing the bureaucracy.

While the effect of political connections on the financial performance of busi-
ness groups has been explored in the extant literature (Guillen, 2000; Kedia et al.,
2006; Zhu & Chung, 2014), how business groups specifically leverage political con-
nections to sustain their profits remains unexplored. We build on this literature and
argue that business groups are better placed than non-affiliated firms in using their
political connections to enhance their profit persistence. Since the advantage of busi-
ness groups lies in filling institutional voids, they are more vulnerable to competition
that is brought on by the reform process (Chittoor et al., 2015; Khanna & Rivkin,
2001). As Peng (2003) argues, economic reforms decrease relationship-based
advantages relative to market-asset based advantages. Since business groups rely
more on relationship-based advantages, their political connections can help them in
sustaining such advantages. Compared to non-affiliated domestic firms or MNEs,
the advantages that business groups possess are based less on their market-based
advantages such as superior management capabilities or technological resources. As
such, their capabilities are more likely to be susceptible to threats of imitation or
substitution and hence they are more likely to benefit from political connections that
can protect their resources.

Business group affiliated firms are also in a better position than non-affiliated firms
at procuring natural and infrastructural resources due to their large size and capacity
to raise funds and thereby benefit from the advantages that these scarce resources
provide for profit persistence. Since political connections are important for gaining
access to scarce natural and infrastructural resources, political connections are more
important to business group affiliated firms than non-affiliated firms. Finally, the rela-
tionships that business groups possess can complement their political connections
in procuring micro and recurring benefits. One could potentially argue that relation-
ships and political connections are substitutes than complements. However, given
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that firms have to obtain several clearances and even one non-approval can hold back
a firm in its operations, the more relationships and connections that a firm has, the
more it is likely to succeed in getting all the required permits and approvals. Hence,
the relationships and political connections act as complements rather than as substi-
tutes. Even if the kind of benefits that firms receive from political connections are not
different from what they receive through their larger group relationships, having a
political connection can help them obtain more of such benefits. We therefore expect
the political connections of business groups to provide a measure of defense against
the erosion of sustainability that is brought on by the reform process.

Hypothesis 3 Political connections through the board of directors will have a
greater effect on a firm’s profit persistence if it is affiliated to a business group than
if it is not affiliated to a business group.

Data and Methodology
Data

We chose India as the empirical context for testing our hypotheses. To identify politi-
cal connections, i.e., directors who are elected representatives, we combined two
different datasets. The first dataset, compiled by the Association for Democratic
Reforms (ADR)—a non-government, not-for-profit organization—has data on the
candidates who contested in parliamentary and state legislative elections from 2004
up to June 2013.” This data collection effort was initiated in 2004 following an elec-
tion reform that required all contesting candidates to submit an affidavit about their
property and criminal records to the Election Commission of India. This dataset cov-
ers two national elections for the lower house of the parliament (Lok Sabha) and 52
elections to state assemblies (Vidhan Sabha). A representative elected to the national
parliament is called a Member of Parliament (MP), and a representative elected to
a state assembly is called a Member of Legislative Assembly (MLA). This dataset
also covers members elected to the upper houses of the national parliament and state
assemblies (known as Rajya Sabha and Vidhan Parishad, respectively). This dataset
includes 62,847 observations. We considered only the winners (i.e., the elected repre-
sentatives) from this list, which reduced the number of observations to 8,791.

The second dataset contains year-wise data on the board of directors of all com-
panies in the CMIE Prowess Database.® This data consists of 505,064 firm-board
member-year observations across 80,824 firm-years. We matched the data on elected
representatives and board members using several name-matching procedures. Name
matching has to be done carefully because of multiple issues such as variations in writ-
ing names in different records (e.g., there are no uniformly used naming conventions

7 http://adrindia.org/research-and-reports/election-watch
8 CMIE Prowess is the most widely used database by academic researchers for financial information on
Indian companies. It includes data on over 50,000 companies (including all listed companies).
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in India such as “first name followed by last name” or “family name followed by given
name” that are common across the country; middle names are sometimes left out;
initials are sometimes used instead of spelled-out names), and the high frequency of
common names in India. We used several string-matching algorithms that are avail-
able in R (such as pmatch and agrep), and we also matched different components of
each name to generate the maximum number of possible matched pairs. Using these
matching techniques, we generated a list of 512,413 possible matched pairs. For each
pair we calculated the string distance and then removed pairs that had string distance
above a threshold. To minimize the chance of missing actual matches (i.e., false neg-
atives) we used a high threshold value. However, this resulted in a large number of
potential matches (179,389) with possibly many false positives. We therefore removed
the obvious mismatches (144,890) by manually examining each pair before examining
the remaining pairs (34,499) in detail to confirm whether a political connection exists.

To confirm a political connection, we used databases such as Corporate Directory,
Bloomberg Business Week, and Capitaline, company websites, annual reports, news-
paper articles, and profiles on Wikipedia, LinkedIn, and Facebook. Given the paucity
and lack of reliability of confirmation indicators, we chose to confirm a match only
if we were able to triangulate the information from multiple sources. We counted a
matched pair as a political connection when we came across a direct source confirm-
ing affiliation details, or when two names matched exactly and there was a match
with regard to education, age, or father’s name (wherever available). Given the con-
servative nature of our inclusion criteria, our final list of confirmed political directors
is downward-biased, resulting in a possible under-counting of political directors.

We excluded government-owned firms from our main analysis because the ben-
efits and costs of political connections might be very different for such firms. We
also excluded firms from the banking and financial sector because their profitabil-
ity measures might not be comparable to those of firms from other sectors (Berger
& Ofek, 1995). Our empirical analysis is at the firm-year level. After eliminating
observations for which financial data is missing, we were finally able to confirm
that 340 firm-year observations had a political connection out of the final sample
of 29,742 observations. The low number of political connections in our sample is
clearly an underestimate of the extent of political connections in India. This low
number makes it less likely that we will find support for our hypotheses. Data on
control variables was obtained from CMIE Prowess.

Measures
Dependent variable

Following recent work on profit persistence (Madsen & Walker, 2017) and corpo-
rate political activities (Chizema et al., 2015; Hadani & Schuler, 2013), we used
Return on Sales (ROS) as the primary measure of profitability. We calculated Return
on Sales as Profit before Depreciation, Interest, Tax and Amortization (PBDITA)
divided by Total Sales.
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Independent variables

For testing Hypothesis 1 about profit persistence, we included the first-order lagged
dependent variable in the regression models (Chacar & Vissa, 2005; Chari & David,
2012). We measured political connections using a dummy variable (Political Direc-
tor) that takes the value 1 if a firm has one or more elected representatives as direc-
tors on its board in a particular year, and 0 otherwise. For testing Hypothesis 2 about
the relative effects of national-level vs. state-level political connections, we used two
additional dummy variables, MP_Director and MLA_Director, corresponding to
whether a board member was elected at the national level or the state level, respec-
tively. For testing Hypothesis 3 about the persistence in a firm’s profits among busi-
ness group-affiliated firms, we created a dummy variable Business Group that takes
the value 1 if a firm is a business group affiliate, and 0 otherwise.

Control variables

We used several control variables that can affect firm profits such as firm size (log of
total assets), firm age, ownership of major groups (promoter,” domestic financial insti-
tutions, domestic corporates, foreign financial institutions, and government), board size,
and debt-equity ratio (Chizema et al., 2015; Hadani & Schuler, 2013; Hillman, 2005).
We also included several industry controls such as Industry Growth (percentage growth
in industry sales), Industry Concentration (Herfindahl measure), Industry R& D Inten-
sity (total R&D in the industry divided by total industry sales) and Industry Advertising
Intensity (total advertising expenses in the industry divided by total industry sales). We
did not include industry dummies as our models include firm fixed effects.

The Prowess data on Indian firms has many outliers. In line with prior research,
we winsorized all the variables except Political Director and ownership by 3%
in both tails to minimize the effect of outliers on the mean (Acharya et al., 2011;
Berger & Ofek, 1995; Douma et al., 2006).

Model specification and estimation

We use the following model as is common in the literature on profit persistence
(Chacar & Vissa, 2005; Chari & David, 2012; Choi & Wang, 2009; Roberts &
Dowling, 2002; Villalonga, 2004):

Piy=a+pyX P+ P XPD, + ) XPD;; X P, +controls + €,

1

The dependent variable P;, is the firm profitability (ROS) at time t and PD is a
dummy that represents the presence of political board connections. The coefficient

° A promoter is a person “who has control over the affairs of the company, directly or indirectly whether
as a shareholder, director or otherwise” (The Companies Act, 2013, Sect. 1:69B). Promoter ownership
refers to the total percentage of common shares held by the controlling owner group (Securities and
Exchange Board of India Regulations on substantial acquisition of shares and takeovers, 1997, Sect. 11E
and 11H).
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of the lagged dependent variable (f3,) indicates the extent to which firm profits per-
sist. A coefficient that is positive but less than 1 suggests that profits persist while
a coefficient that is negative but greater than -1 indicates that profits converge to a
common level (Madsen & Walker, 2017). A large value for the coefficient suggests
that profits persist for a longer time, whereas a smaller value suggests that profits are
transient. The coefficient of the political director dummy (f8;) is the direct effect of a
political connection on firm profits. The coefficient of the interaction term (},) indi-
cates the extent to which a political connection increases profit persistence.

Including the lagged dependent variable makes our model a dynamic panel
model. Several econometric issues need to be addressed while estimating dynamic
panel data models. First, in dynamic panel data models, the fixed effects might be
correlated with the lagged dependent variable, which makes the lagged dependent
variable endogenous (Arellano & Bond, 1991; Nickell, 1981; Roodman, 2009a, b).
Second, autocorrelation becomes a concern because of the presence of the lagged
dependent variable. Third, our key explanatory variable of political connections is
also potentially endogenous because politicians might choose to get on the boards of
firms that are likely to have profit persistence. Finally, because our model includes
the interaction term of the political connections dummy with the lagged depend-
ent variable, there is a likelihood of high correlation between the dependent vari-
able and two of the independent variables (lagged profitability and the interaction of
lagged profitability with the political connection dummy).

To address these issues, we used the System Generalized Method of Moments
(GMM) estimator (Arellano & Bond, 1991) for estimation. These models provide
estimates of variables taking into account the presence of the lagged dependent vari-
able as one of the independent variables, control for unobserved firm-specific het-
erogeneity (Oehmichen et al., 2017), and are superior to standard estimations using
fixed-effect panel data models (Roodman, 2009a). The Arellano-Bond dynamic
panel models use the lagged values of endogenous variables as instruments (Greene,
2008). This approach involves differencing the regression equation and reducing
the possible correlation between the key independent variables and the error term,
thereby controlling for endogeneity. We used the STATA command xtabond?2 for our
analysis (Roodman, 2009a).

Results

Table 1 reports the summary statistics and correlations among the variables. While
many of the pairwise correlations are statistically significant, most of them are
small. Therefore, we do not expect multicollinearity to be a major concern. Table 2
reports the results for the hypotheses tests, with the first and second lag as the instru-
ment in the dynamic panel models. Model 1 in Table 2 includes only the control
variables and the lagged profitability variable. This model shows that the coefficient
of the lagged profitability variable is significant (§ = .248; p < .01), thus suggesting
that firms exhibit profit persistence, in general. We introduced the Political Director
dummy in Model 2. This model shows that the coefficient of the Political Director
dummy is negative ( = -.117) but not significant.
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Next, we introduced the interaction term between the Political Director dummy
and lagged profitability in Model 3. This model shows that the coefficient of the
interaction term between the Political Director dummy and the lagged profitability
variable is positive and significant (f = .440; p < .001), lending support to Hypoth-
esis 1, which predicts that political directors enhance profit persistence. We con-
firm this finding by plotting the interaction effect between political connections and
profit persistence (Fig. 1). The presence of a political director increases the effect of
lagged profitability from .248 to .745 (= .305 + .440).

Model 4 shows that the coefficient of the interaction variable between MP_Director
(dummy for a national-level elected representative serving as a board member) and the
lagged profitability variable is significant ( = .237; p < .01). Similarly, the coefficient
of the interaction variable between MLA_Director (dummy for a state-level elected
representative serving as a board member) and the lagged profitability variable is posi-
tive and significant (f = .523; p < .001). Further, the plot of the interactions (Fig. 2)
shows that MLA_Director enhances profit persistence more than MP_Director does.
A test of the differences shows that the coefficient of the interaction term involving
MLA_Director is significantly higher than that of the interaction term involving MP_
Director (Chi Squared = 9.36; p < .01). This supports Hypothesis 2, which predicted
that a state-level political connection (MLA_Director) would increase a firm’s profit
persistence more than a national-level political connection does (MP_Director).

Model 5 shows that the coefficient of the interaction variable among Business
Group (dummy for business group-affiliated firms), the political connection dummy,
and the lagged profitability variable is significant (§ = .307; p < .05). Figure 3 shows
the plot of the interaction effect. This supports Hypothesis 3, which predicted that
political connections would be more beneficial to a business group-affiliated firm
than to a standalone firm for profit persistence.

We verified the validity of the System GMM estimator using several diagnostic
checks. The Arellano—Bond test checks for autocorrelation, with the null hypothesis
being that there is no autocorrelation. The test of second-order correlation in dif-
ferences (AR(2)) is more informative than the test of first-order serial correlation

Fig. 1 Moderating effect of
political connections on persis-
tence in performance

Predictive Margins

Fitted Values
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Fig.2 Moderating effect of type of political connections (MP vs. MLA) on persistence in performance

(Roodman, 2009a). Table 2 shows that the AR(2) statistics are not significant in any
of the models, implying that the null hypothesis of no autocorrelation holds. Further,
as shown in Table 2, the statistics for the Hansen test of overidentification and the
Hansen test of exogeneity are not significant in any of the models, which implies
that our models satisfy the standard exogeneity criteria for instrument validity (i.e.,
overidentification of restrictions, and instruments not correlated with the errors).

Post-hoc Analysis

Our data enabled us to perform several post-hoc tests to understand other aspects of
our hypotheses that could not be theorized a priori. We report these findings here.

Regulated industries In regulated industries, firms have opportunities to earn
monopoly profits because regulations can limit rivalry by creating entry barriers in
product markets. Firms can use their political connections to create a favorable regu-
latory environment. Political connections can also be used to navigate the govern-
ment procurement process when the government is an important customer, and this
is more likely to be the case in regulated industries. Therefore, the number of oppor-
tunities to earn influence rents through political connections is higher in highly regu-
lated industries (Hadani & Schuler, 2013; Hillman, 2005). The persistence of these
influence rents or the rents created through other means is also likely to be higher in
regulated industries because political connections can be used not only to create a
favorable regulatory environment but also to maintain such an environment. Firms
can block reforms that change the regulatory environment and threaten to lower their
profits. To examine this interaction, we test for the effect of regulation on a firm’s
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Fig. 3 Interaction between lagged performance, political connections, and business group affiliation

profit persistence. Model 1 in Table 3 shows that the effect of the interaction of the
dummy for highly regulated industries (HRI) (Awasthi et al., 2019),'° the Political
Director dummy, and the lagged profitability variable is positive and significant (f =
.501; p < .01). Thus, the effect of political connections on a firm’s profit persistence
is higher in highly regulated industries compared to other industries.

Relative prior performance Profit persistence implies that while superior performing
firms see a persistence in their above-average profits, inferior performing firms see
a persistence in their below-average profits. Thus, Hypothesis 1 implies that political
connections could increase profit persistence of both superior and inferior perform-
ing firms. However, political connections could have an asymmetric effect because
the benefits that superior performing firms obtain through their political connections
might be different from the benefits that inferior performing firms obtain through their
political connections. While superior performing firms seek to sustain their profits,
inferior performing firms often tend to lack distinctive heterogeneous resources that

10" Awasthi et al.’s (2019) multi-dimensional index of regulated industries has eight constituent param-
eters: (i) the presence of an industry regulator, (ii) market entry restrictions on Foreign Direct Investment
(FDI), (iii) regulation regarding the protection of domestic industries from foreign competition, (iv) regu-
lation related to quantitative restrictions on the trade of goods and services, (v) whether industry belongs
to the natural resources industry or the infrastructure sector, (vi) the extent of regulator control over the
industry owing to the government being either a major buyer or supplier of the concerned industry, (vii)
the perspective of independent agents such as media analysts on the rent seeking potential of the industry
thereby abetting crony capitalism, and (viii) Pittman’s (1977) seminal work which listed industries that
have state or national regulation. An industry was classified as regulated if a minimum of four of the
above eight parameters fullfed the required criteria.
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Table 3 Panel Data Regression Results for Return on Sales — Regulated vs. Non-regulated industries

Model 1

i S.E
Lagged Performance 308%** (.047)
Political Director .054 (.256)
Political Director X Lagged Performance .186 (.153)
HRI 678 (.939)
HRI X Political Director -1.089 (.912)
HRI X Lagged Performance -.101 (.102)
HRI x Lagged Performance X Political Director 501%#* (.178)
Total assets (logged) .135% (.061)
Debt-equity ratio -.034%* (.014)
Firm age .006 (.004)
Government ownership -.654 (.651)
Domestic corporate ownership .099* (.043)
Foreign corporate ownership .043%* (.022)
Foreign institutional ownership -.146%* (.055)
Domestic institutional ownership -.136* (.064)
Promoter ownership -.014 (.013)
Business group 496%** (.135)
Board size .018 (.014)
Industry Growth .087 (.131)
Industry Concentration =738+ (.446)
Industry R& D Intensity 2.307 (5.982)
Industry Advertising Intensity 6.037* (2.789)
Year dummies Yes Yes
Constant -1.435%* (.488)
Wald chi-square 1398.264
Arellano-Bond Test: AR(2) for serial correlation 227
Hansen test of overidentification restrictions 129.531
Hansen test of exogeneity of instruments 83.49

Notes: Number of observations = 29,742; Standard errors are in parentheses; + p < .10; * p < .05; ** p
<.01; *** p < .001

have rent-creating potential (McGahan & Porter, 2003). Consequently, superior per-
forming firms with political connections are likely to show higher persistence (in the
superior performing category), while inferior performing firms with political connec-
tions are unlikely to show persistence (in the inferior performing category).

To test these ideas, we examine the profit persistence of a sub-sample of superior
performing firms (for which the lagged industry-adjusted profitability is higher than or
equal to the industry mean) (Model 1 in Table 4) and another sub-sample of inferior
performing firms (for which the lagged industry-adjusted profitability is lower than the
industry mean) (Model 2 in Table 4). The results in Model 1 are qualitatively similar
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Table 4 Panel Data Regression Results for Return on Sales for Superior and Inferior Performing Firms

Model 1 (Superior per- Model 2 (Inferior

forming firms) performing firms)

B S.E B S.E
Lagged Performance 320%** (.049) -.048* (.021)
Political Director .385 (.415) .097 (.143)
Political Director X Lagged Performance 479%* (.148) .602 (.751)
Total assets (logged) .066 (.101) -.041 (.028)
Debt-equity ratio -.059+ (.032) -.001 (.008)
Firm age .008 (.007) -.001 (.002)
Government ownership -1.197 (1.130) .992 (.950)
Domestic corporate ownership .185% (.085) .001 (.030)
Foreign corporate ownership -.039 (.046) .018 (.027)
Foreign institutional ownership -.073 (.054) -.008 .047)
Domestic institutional ownership -.027 (.103) .049 (.034)
Promoter ownership -.004 (.028) .007 (.010)
Business group 308+ (.175) -.006 (.084)
Board size -.003 (.012) -.036 (.023)
Industry Growth -414 (.264) -.048 (.119)
Industry Concentration 113 (.709) -.010 (.178)
Industry R& D Intensity 15.824 (12.309) 1.839 (1.726)
Industry Advertising Intensity 8.113+ (4.412) 1.280 (2.003)
Year dummies Yes Yes Yes Yes
Constant -1.461+ (.767) .540 (.400)
Number of observations 12,445 17,297
Wald chi-square 345.890 188.492
Arellano-Bond Test: AR(2) for serial correlation 916 990
Hansen test of overidentification restrictions 45.780 66.664
Hansen test of exogeneity of instruments 18.28 40.79

Notes: Standard errors are in parentheses; + p < .10; * p < .05; ** p < .01; *** p < .001

to those in the full sample. The coefficient of the interaction term between the Politi-
cal Director dummy and the lagged profitability variable is positive and significant (§
= 479; p < .01), indicating higher profit persistence for politically connected supe-
rior performing firms. Model 2 shows that the interaction term between the Political
Director dummy and lagged profitability is positive (p = .602) but not significant, sug-
gesting that political connections do not affect the profit persistence of inferior per-
forming firms. This is in line with our expectations that political connections are asso-
ciated with the persistence of superior performance but not with inferior performance.

Order of connection formation Another important question that might need attention is
whether it makes any difference if a person was a board member first and then contested
an election, or if they were first elected as a representative and then appointed to a board.
In our sample, 340 political board connections exist at the firm-year level. Of these, 168
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are instances where an elected politician joined the board and 172 are instances where
a board member became an elected politician. The results with this distinction between
elected politicians joining boards and board members becoming elected politicians are
presented in Table 5 in the Appendix. These results indicate that appointing an elected
representative to the board is more useful for the sustenance of profits compared to a
board member becoming an elected representative. In 147 instances, the connection pre-
dates our sample time period. For these cases, we manually collected information from
publicly available sources in order to determine the order of connection formation. Since
this data is from prior to 2003 and was collected from multiple sources, it may not be
completely reliable. Therefore, we are cautious in interpreting these results. It is also
important to note that the sequence of events — whether a person became a board mem-
ber before or after an election — does not affect our theoretical arguments and empirical
findings on how political connections affect profit persistence.

Additional robustness checks We also verified the robustness of our primary findings
in several ways. Tables 6 and 7 (Appendix 2) show the results for alternative lag struc-
tures for the dynamic panel data models. In the models in Table 6, we used first to
third (1-3) lags as instruments, and in the models in Table 7, we included all the lags
as instruments. The results are largely similar to our primary results in all these cases.

We also included several additional control variables in a robustness check. A poli-
tician on a firm’s board may have more impact on a firm if he or she is also the Chair-
man or the CEO. We collected additional data from the Prowess database and created
the variable Political Director — Board Chairman for each firm-year that is set to 1
if any of the political board directors is also the firm’s Chairman and 0, otherwise.
Similarly, we also coded a dummy variable Political Director—CEQ for each firm-
year that is set to 1 if any of the political board directors is also the firm’s CEO, and 0,
otherwise. Since tenure can impact the effectiveness of board members, we included
Political Director — Tenure, which is measured as the average tenure of politically con-
nected board members. Firms can benefit from political connections of firms that they
are affiliated with. So, we created a control variable “Political Director — Business
Group affiliate”, which is a count of the number of other firms in a business group that
have political connections. Politicians can serve on several corporate boards simultane-
ously, and this may affect their impact on a firm. So, we controlled for Political Direc-
tor — Other board positions, which is the sum of the number of other board positions
across all politically connected board members for each firm-year. The results with the
inclusion of these additional control variables are provided in Table 8 (Appendix 2).
Including these additional control variables did not change our main results. We also
checked robustness of the results by several subsample analyses. In Table 9 we divide
the sample into highly regulated and non-regulated industries; in Table 10 we divide
the sample into manufacturing and non-manufacturing sector firms; and in Table 11
we divide the sample into business group affiliated and non-business group affiliated
firms. As these results show, the effects of political directors on profit persistence are
mainly observed for firms that are in regulated industries and in non-manufacturing
industries. While both business group affiliated firms and non-business group affili-
ated firms showed the effect of political directors on firm profit persistence, the effect
was weaker for non-business group affiliated firms.
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Discussion and Conclusion

In this study, we explored the role of political connections in a firm’s profit persis-
tence. Our results suggest that firms with political connections demonstrate higher
profit persistence. Further, our results show that the effect of connections to state-
level politicians on profit persistence is greater than that of connections to national-
level politicians. Moreover, the profit persistence of politically connected firms is
greater when the firms are affiliated to a business group.

Our study advances the literature on CPA and profit persistence in several ways.
First, we contribute to the core debate of management scholars and a primary con-
cern of practitioners—how to sustain profits (Barney et al., 2001)—by introducing
an important factor for achieving profit persistence: CPA, in general, and political
connections, in particular. Our study emphasizes the positive effects of political con-
nections, which is in line with several prior studies that have uncovered the positive
benefits of CPA (for example, Faccio, 2006; Goldman et al., 2009; Hillman, 2005;
Hillman et al., 1999). However, prior research has indicated that CPA could also
have a deleterious effect on performance (Hadani & Schuler, 2013; Siegel, 2007; Sun
et al., 2010). Our findings add another layer to the debate about whether the ben-
efits of political connections outweigh their costs. While we did not find any nega-
tive effect of political connections on performance, we also did not find any positive
effect on performance. Instead, we find that firms with political connections demon-
strate higher profit persistence. Thus, our study highlights the importance of look-
ing beyond the direct influence of political connections on performance to examine
whether political connections can increase persistence in performance. Further, our
study raises the intriguing possibility that, whether firms use non-market strategies to
obtain influence rents or not, they may need to adopt such strategies to sustain their
superior performance achieved through other means. The experiences of firms such
as Microsoft and Google show that while they might shun non-market strategies dur-
ing their growth stage, they need them to sustain their performance at later stages. We
thus add to the recent work on higher-order resources (Wibbens, 2019) by suggesting
that political connections can be an important type of higher-order resource.

Second, our work highlights the important distinction between policy-related ben-
efits and the micro and recurring benefits of political connections. Our results suggest
that in the context of an emerging economy, political connections are more important
for gaining micro and recurring benefits than for gaining policy-related benefits. Prior
work on CPA has focused on the policy-related benefits of CPA, such as formulation of
policies that are favorable to the connected firm and early intimation of policy changes
(Bonardi et al., 2005; Hillman et al., 1999, 2004). However, for many firms, the benefits
obtained through compliance with the current set of legislations may be more relevant
than the benefits obtained through influence on policies. The magnitude of resources
(e.g., financial resources, time) required for influencing macro-level policy might not
be justified by the benefits achieved, because a policy-level change could benefit all the
firms in the industry, thus diluting the benefits that a single firm can achieve for itself.
These benefits are also associated with two types of uncertainty: uncertainty due to the
complexity associated with the legislative or executive processes, and uncertainty about
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the outcome of the policy on a firm’s performance (Hadani et al., 2017). The multi-
tude of players involved in public policy processes—on the demand side as well as the
supply side (Bonardi et al., 2005)—may result in a policy that is at variance with the
desired policy. Further, it is difficult to anticipate how even a desired policy might affect
a firm’s performance (Ingram & Clay, 2000). In contrast, micro and recurring benefits
are often specific to a firm. The costs incurred in seeking micro and recurring benefits
are likely to be much more in line with the benefits that can be accrued. In addition,
micro and recurring benefits are tangible, are less uncertain, typically have a lower ges-
tation time, and are more amenable to a cost-benefit analysis.

The significance of these micro and recurring benefits of CPA is likely to be context
dependent. In developed economies where the ease of doing business is high, firms
typically do not need to use their political connections for their routine operations.
Therefore, in such economies, the micro and recurring benefits of political connections
are less relevant. This could explain why most prior studies, which are typically set
in the context of developed economies, have paid little attention to these benefits. In
emerging economies, which rank lower in terms of the ease of doing business, micro
and recurring benefits may be more important to firms. This study thus emphasizes the
need for further research on the micro and recurring benefits of political connections,
which have so far received scant attention in comparison to the policy-related benefits
of political connections. The study of these benefits provides a more holistic perspec-
tive on the variety of influence rents that can be obtained through political connec-
tions. Thus, our study expands on the concept of influence rents (Ahuja & Yayavaram,
2011) by categorizing them into macro and micro types of influence rents.

Furthermore, the value of political connections changes over time as institutions
evolve. For example, Haveman et al. (2017) found that the effect of political con-
nections on a firm’s performance increased over time in China. We speculate that
when institutions evolve, the type of politicians required by a firm would change
as well. For example, as institutions develop, Schumpeterian profits may become
more important than monopoly profits. Therefore, firms may need an appropri-
ability regime that could ensure the sustenance of these types of profits. Further, as
institutions develop, the micro and recurring benefits provided by state-level politi-
cians may become less important. In such cases, the connections with national-level
politicians who can influence policy related to appropriability would become more
important than the connections with state-level politicians.

Third, we add to the growing body of research on how the benefits of CPA differ
depending on whether the political connections are at the national or state level (Choi
et al., 2015; Kozhikode & Li, 2012; Ring et al., 2005; Windsor, 2007). Political con-
nections at the national level may provide benefits that differ from those provided
by political connections at the state level. Typically, state-level political connections
are more likely to provide micro and recurring benefits, while national-level political
connections are more likely to provide policy-related benefits. We do not explicitly
measure the kind of benefits that national-level and state-level politicians provide or
the effectiveness of different types of CPA at the national and state levels. However,
our finding that state-level political connections have a larger effect than national-
level political connections lends credence to our claim that in emerging economies
micro and recurring benefits are more important than policy-related benefits. We
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also build on the study by Choi et al. (2015) and Werner (2017) and posit that the
entry points for engaging in CPA increase manifold when strong and decentralized
sub-national governance structures exist. Thus, decentralized economies are a bet-
ter context for garnering influence rents, particularly those that are micro and recur-
ring in nature. Our finding that state-level political connections are more helpful than
national-level political connections for sustaining profits in India also highlights the
importance of aligning corporate political strategy with the underlying institutional
characteristics (Du & Luo, 2016; Marquis & Raynard, 2015).

Fourth, our work highlights the importance of organizational characteristics such
as business group affiliation in enhancing a firm’s profit persistence. This supports
the institutional voids perspective that business groups are typically more adept at
benefiting from these political connections, and that these organizational structures
appear to afford a measure of defense against the erosion of sustainability that is
brought on by reform processes. While further research is required to unpack the het-
erogeneity among business groups and to delineate the mechanisms through which
these organizational structures yield advantages in a firm’s profit persistence, the pre-
sent study provides some initial triggers for examining this phenomenon further.

This study is not without limitations. Firstly, we have examined the role of political
connections in profit persistence. However, there are other types of direct and indirect
mechanisms of extracting influence rents, such as appointing close relatives of politi-
cians to the board of directors, informal ties of the top management team to politicians,
and industry lobbying. Though measuring these indirect and informal ties is important,
it is difficult to get data for these linkages, especially in a longitudinal setting. Since we
are unable to capture indirect ties, our results might be downward biased in capturing the
quantum of influence rents (Faccio et al., 2006). The lack of support for a direct effect
of political connections may also be due to the limited nature of our measure. Similarly,
the duration and strength of political connections can have important implications for
value creation or loss through political connections (Sun et al., 2015). Analyzing indi-
rect political connections and their strength and duration is a promising area for future
work. Secondly, we are unable to distinguish between the creation and the sustenance of
profits because our modelling setup does not allow us to make a distinction between the
creation and the sustenance of profits. Future work that distinguishes between the two
could help us understand whether political connections help in creating profits, sustain-
ing profits, or both. Our modelling setup also does not allow us to determine whether
it is the same profit that is being sustained from one year to the next, or whether profits
are extinguishing every year and new ones are being created though political connec-
tions. However, given the broad persistence in profits that has been observed (McGahan
& Porter, 2003) and the difficulty that firms may face in identifying and successfully
exploiting new sources of profit every year, we believe that this is not a serious concern.

In conclusion, this study provides a fine-grained understanding of the role played
by political connections in profit persistence, and the consequent implications for
sustaining a firm’s performance. It highlights the importance of the micro and recur-
ring benefits that political connections provide in emerging economies. The dis-
tinction that we draw between national-level and state-level politicians as well as
between business group-affiliated and standalone firms highlights the heterogeneous
ways in which CPA is associated with a firm’s performance.

@ Springer



Political connections and profit persistence in India

Appendix 1

Licenses, Permits, Clearances, and Approvals Required for a Business in India

Approvals/Clearances Required

Jurisdiction

Incorporation of company

Registration/IEM/Industrial license

Allotment of land

Permission for land use

NOC and consent under Water and Air Pollution Control Acts
Approval of construction activity and building plan
Sanction of power

Finance

Registration under States Sales Tax Act, and Central and
State Excise Act

Extraction of minerals
IST Certificate

Quality Marking Certificate
Weights and measures

Code Number for export and import

Other legislations (vary by states)

Inspection, registration, and licensing of factories
Health, safety, and welfare of workers

Working conditions of employees

Other approvals/facilities required from local authorities
Design plan/structural plan approval and site inspection
NOC from Tree authority & Approach Road Certificate

NOC:s from Storm Water and Drain Department, Sewerage
Department, Electric Department, Traffic and Coordina-
tion Department, Chief Fire Office

Commencement certificate

Water and sewerage connection

Completion and occupancy certificates

Property registration

Regulations/Compliances for a Running a Business
Sector/Industry-specific compliances and reporting
Disclosures and quality control

Renewing licenses and obtaining patents

External trade and foreign exchanges

Settlement of industrial disputes

Central Government

District Administration/State Government
State Government

District Administration/State Government
State Government

Various local authorities

State Electricity Board

State Financial Corporation

State Government & Central Government

State Director of Mines and Geology

Regional Office of the Bureau of Indian Standards

(BIS), Central Government
State Government

Local authorities/State Government

Regional Office of Director General of Foreign

Trade (DGFT), Central Government

State Government
State Government

State Government

Local Authorities
Local Authorities

Local Authorities

Local Authorities
Local Authorities
Local Authorities

Local Authorities

Central Government/State Government
Central/State Government/Local Authorities

Central/State Government/Local Authorities

Regional Office of DGFT, Central Government

Central/State Government/Local Authorities

*NOC: No-objection certificate.
Sources:

a) Department of Industrial Policy & Promotion. Government of India 2015. Approval/Clearances

Required for New Projects.

b) Ernst & Young. 2013. Doing business in India
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¢) World Bank., 2016. Ease of Doing Business-India.

d) Report of the Working Group on Business Regulatory Framework (2011) “Towards Optimal Business
Regulatory Governance in India” Steering Committee on Industry, Planning Commission of India

e) Singh, V. V., & Mitra, S. 2012. Regulatory management and reform in India. CUTS International.

Appendix 2 Additional Robustness Checks

Table 5 Panel Data Regression Results for Return on Sales (Elected vs Appointed)

Model 1

B S.E
Lagged Performance 320%** (.044)
Elected Political Director -.152 (.241)
Appointed Political Director -.543% (.213)
Elected Political Director x Lagged Performance 3345k (.085)
Appointed Political Director X Lagged Performance 532%* (.091)
Total assets (logged) .085+ (.044)
Debt-equity ratio -.029%* (.009)
Firm age .003 (.003)
Government ownership -.174 (.273)
Domestic corporate ownership .026 (.038)
Foreign corporate ownership .020 (.019)
Foreign institutional ownership -.061* (.028)
Domestic institutional ownership -.108+ (.058)
Promoter ownership -.008 (011)
Business group .304% (.121)
Board size .013 (.010)
Industry Growth .066 (.215)
Industry Concentration -.621%* (.240)
Industry R& D Intensity -3.191 (2.444)
Industry Advertising Intensity 2.944+ (1.756)
Year dummies Yes Yes
Constant -.739 (.491)
Wald chi-square 2968.328
Arellano-Bond Test: AR(2) for serial correlation 2.269
Hansen test of overidentification restrictions 106.923
Hansen test of exogeneity of instruments 51.32

Notes: Number of observations = 29,742; Standard errors are in parentheses
+p <.10; * p < .05; ** p < .01; *** p < .001
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Table 8 Panel Data Regression Results for Return on Sales (With additional control variables)

Model 1 Model 2 Model 3

B S.E B S.E B S.E
Lagged Performance 248** - (L078)  .284%**  (L052)  .294%*F*  (.050)
Political Director =977+ (.592) -.910* (.446)
Political Director X Lagged Performance .393%* (.135)
Political Director — Board Chairman -.035 (.166) .039 (.214) -.088 (.118)
Political Director — CEO -.009 (.068) -.050 (.103) -.010 (.081)
Political Director — Tenure 161 (.111)  .208 (.128) .107 (.083)
Political Director — Other board positions -.009 (.054) 493 (.353) .120 (.076)
Political Director — Business Group affiliate  .163 (.195) .117 (.108) .319 (.260)
Total assets (logged) -.124 (.096) .387* (.181)  .329%* (.109)
Debt-equity ratio -.009 (.030) -.075+ (.042) -.075*%*  (.024)
Firm age -.002 (.005) .008 (.011) .010 (.007)
Government ownership .160 (1.584) -1.289 (1.823) -2.008 (1.539)
Domestic corporate ownership -.085 (.108) .087 (.106) .104 (.066)
Foreign corporate ownership -.069 (.096) .078 (.104) .008 (.035)
Foreign institutional ownership 173 (.148) -.316% (.143) -222% (.095)
Domestic institutional ownership .080 (.099) -.268 (.188) -.245% (.111)
Promoter ownership -.001 (.024) -.010 (.023) -.020 (.019)
Business group -.300 (.308) .731+ (.378)  .602%* (.200)
Board size -.012 (.030) .051 (.040) .057+ (.033)
Industry Growth -.342 (.295) .084 (.248) .044 (.226)
Industry Concentration .209 (.630) -.424 (.676) -.301 (.452)
Industry R& D Intensity -2.023  (4.390) 3.312 (7.747) 1.290 (6.034)
Industry Advertising Intensity -.848 (4.454) 5.484 (5.302) 6.582 4.111)
Year dummies Yes Yes Yes Yes Yes Yes
Constant 1.960* (.960) -2.8284+ (1.673) -2.800** (1.007)
Wald chi-square 285.707 202.430 286.249
Arellano-Bond Test: AR(2) for serial cor- -.541 -.934 -.692

relation

Hansen test of overidentification restrictions 4.766 38.527 64.637
Hansen test of exogeneity of instruments 4.77 27.29 46.46

Notes: Number of observations = 29,742; Standard errors are in parentheses; + p < .10; * p < .05; ** p
<.01; *** p < .001

@ Springer
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