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Motivation

Uncertainty surrounding government policies is one of the major concerns of CEOs & CFOs.

Survey by PWC, Duke University CFO Global Business Outlook.

“A potential additional source of uncertainty is the general elections. A stable new government would
be positive for the economy,” Former RBI governor Raghuram Rajan.

Increased interest to study the impact of policy-related uncertainty on firm performance.

Julio and Yook (2012), Baker, Bloom, and Davis (2016) among others.

Limited studies identifies attributes that make firms more vulnerable to policy uncertainty.

This paper attempts to study the relation between political uncertainty and organizational form.

Are stand alone firms more sensitive to political uncertainty than firms belonging to a conglomerate?
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Conglomerate vs. Stand-alone firms

There has been a long standing literature on the cost and benefits of conglomerate organizational
structure.

Benefits include internal capital markets, centralized controls and debt co-insurance among others.

Increased agency cost, inefficient resource allocation, corporate socialism are some of the costs
associated with it.

Recent literature has been inconclusive about conglomerate firms performance during shocks like
competition, crisis, investment opportunity.

In this paper I study the difference in borrowing and investment of conglomerate and stand alone
firms during shocks to political uncertainty
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Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Possible Channels

Demand Channel

Option value of waiting increases during periods of uncertainty.

The option value can be different for stand alone and conglomerate firms.

This leads to different demand for investment and consequently different debt.

Supply Channel

Banks supply different level of capital to conglomerate and stand alone.

Could be due to difference in perceived riskiness or connections

In this paper I study which of these channels dominate during periods of elevated political
uncertainty

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 4 / 34



Preview of Results

Borrowing decreases for stand alone firms compared to conglomerates during periods of uncertainty.

Decline is primarily for short term debt.

Borrowing Cost increases for stand alone firms.

Opposite movement in quantity and price suggests effect primarily driven by supply.

The decline in borrowing is lower for stand alone with lower borrowing constraints.

Higher distortion in capital allocation for stand alone firms.

Adds to supply being the driving factor.

Investment also decreases for stand alone firms compared to conglomerates.
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Outline

1 Institutional background and political set up

2 Data

3 Identification Challenge and Empirical Strategy

4 Results

5 Cross-sectional Tests

6 Robustness Checks
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Political System in India

India has a federal structure with elections held at both national and state levels.

Elections are staggered, with each state following its own five-year cycle.

Different states may hold elections in different months of the same year.

Elections can be called early if the assembly is dissolved.

Election at the constituency level follows a first-past-the-post system, with the candidate with
maximum valid votes winning the election.

Political party (or coalition) that wins 50% of constituencies forms the Government.
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Staggered Elections Across Indian States
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Conglomerate Organizational Form in India

Conglomerate are called business group in India and the affiliates of a business group are legally
independent entities.

Each affiliate has a separate board of directors, independently develops and executes strategies, and
creates its own incentives for managers.

However, the core owners, who may hold large equity interests in affiliate companies, directly
participate in overseeing them as CEOs, functional heads, or board members.

To borrow a term that Anand Mahindra, the chairperson of India’s Mahindra Group, likes to use, a
business group is a “federation” of companies.
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Data

Firm information

Subsidiary-level yearly data from 1991-2015 obtained from Prowess.
We use non-banking non-financial firms.
Data available by financial year which is April to March (i.e. FY 2014 = April 2013 to March 2014).

To classify firms as being part of a group, we use Prowess’ group classification (Bertrand, Mehta
and Mullainathan 2002, Gopalan, Nanda, Seru 2007)

Elections

Timing for state elections and the outcomes obtained from election commission of India.

Data on Lending and interest rate from a large bank in India
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Identification Challenges

Issue with National Election as Event

Conglomerate and stand alone can be significantly different.

Difficult to differentiate time trend from the actual impact.

Possible solution using state elections

Staggered state elections enable comparing stand alone in treatment and control states vis-á-vis
conglomerates.

Staggered state elections also enables in controlling for other national confounding factors.

State government has important policy tools under disposal

Transport and communication, public law, labour markets, property rights, managing critical inputs
like electricity, water among others.

Gujarat recently passed a series of labor law reforms making it more difficult for utility workers to go
on strike
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conglomerates.

Staggered state elections also enables in controlling for other national confounding factors.

State government has important policy tools under disposal

Transport and communication, public law, labour markets, property rights, managing critical inputs
like electricity, water among others.

Gujarat recently passed a series of labor law reforms making it more difficult for utility workers to go
on strike

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 14 / 34



Identification Challenges

Issue with National Election as Event

Conglomerate and stand alone can be significantly different.

Difficult to differentiate time trend from the actual impact.

Possible solution using state elections

Staggered state elections enable comparing stand alone in treatment and control states vis-á-vis
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Empirical Strategy

The baseline specification takes the following form:

Ysit = β0 + βi + βst + β1Electionst+1 × StandAlonei + δ′Controlssit−1 + εsit

Electionst+1 is the dummy that takes a value 1 if a state ‘s‘ has an election in time t+1.

Stand alone is a dummy that takes a value 1 if it is a stand alone firm and 0 otherwise.

To differentiate between more uncertain and less uncertain elections:

Ysit = β0 + βi + βst + β1MoreUncertainElectionst+1 × StandAlonei

+β2LessUncertainElectionst+1 × StandAlonei + δ′Controlssit−1 + εsit

Constituencies won by Winner − Constituencies Won by Runnerup

Total No. of Constituencies
< 5%
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Trend Around Election
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Impact on Leverage

(1) (2) (3) (4)
Debt Debt Debt Debt

Asset Ratio Asset Ratio Asset Ratio Asset Ratio
Stand Alone× Election -0.008∗∗∗ -0.008∗∗∗

(0.002) (0.002)

Stand Alone× More Uncertain Election -0.027∗∗∗ -0.022∗∗∗

(0.004) (0.004)

Stand Alone× Less Uncertain Election -0.003 -0.004
(0.003) (0.003)

Controls No Yes No Yes
Firm FE Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes
Adj.-R2 0.643 0.725 0.643 0.725
Obs. 86484 86484 86484 86484
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Impact on Bank Loan-to-Asset Ratio

(1) (2) (3) (4)
Bank Loan Bank Loan Bank Loan Bank Loan
Asset Ratio Asset Ratio Asset Ratio Asset Ratio

Stand Alone× Election -0.006∗∗∗ -0.007∗∗∗

(0.002) (0.002)

Stand Alone× More Uncertain Election -0.021∗∗∗ -0.019∗∗∗

(0.004) (0.004)

Stand Alone× Less Uncertain Election -0.001 -0.003
(0.002) (0.002)

Controls No Yes No Yes
Firm FE Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes
Adj.-R2 0.613 0.663 0.613 0.663
Obs. 72817 72817 72817 72817
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Impact on Short Term and Long Term Bank Loan-to-Asset
Ratio

(1) (2) (3) (4) (5) (6) (7) (8)
Short Term Short Term Short Term Short Term Long Term Long Term Long Term Long Term

Debt-to-Asset Debt-to-Asset Debt-to-Asset Debt-to-Asset Debt-to-Asset Debt-to-Asset Debt-to-Asset Debt-to-Asset
Stand Alone× Election -0.005∗∗∗ -0.006∗∗∗ -0.001 -0.001

(0.002) (0.001) (0.002) (0.001)

Stand Alone× More Uncertain Election -0.016∗∗∗ -0.015∗∗∗ -0.005∗∗ -0.003
(0.004) (0.003) (0.002) (0.002)

Stand Alone× Less Uncertain Election -0.001 -0.003∗ -0.000 -0.001
(0.002) (0.002) (0.002) (0.002)

Controls No Yes No Yes No Yes No Yes
Firm FE Yes Yes Yes Yes Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes Yes Yes Yes Yes
Adj.-R2 0.606 0.649 0.606 0.649 0.602 0.614 0.602 0.614
Obs. 72817 72817 72817 72817 72817 72817 72817 72817
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Impact on Interest rate

(1) (2) (3) (4)
Interest Rate Interest Rate Interest Rate Interest Rate

Stand Alone× Election 0.642∗∗∗ 0.645∗∗∗

(0.168) (0.155)

Stand Alone× More Uncertain Election 1.117∗∗∗ 1.155∗∗∗

(0.249) (0.261)

Stand Alone× Less Uncertain Election 0.512∗∗∗ 0.505∗∗∗

(0.145) (0.135)
Controls No Yes No Yes
Firm FE Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes
Adj.-R2 0.489 0.505 0.489 0.505
Obs. 72888 72888 72888 72888

The opposite movement in borrowing and interest is consistent with the possibility of being driven
largely by the (reduced) supply of capital than the (subdued) demand for it.
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Dynamic effect of Firms

Arkodipta Sarkar Firm Boundaries and Political Uncertainty 22 / 34



Borrowing Constraint - Bank Relationship

(1) (2) (3) (4) (5) (6)
Bank Borrow Bank Borrow Short Term Short Term Long Term Long Term
Asset Ratio Asset Ratio Asset Ratio Asset Ratio Asset Ratio Asset Ratio

Log(No. of Relationship) × Stand Alone× More Uncertain Election 0.010∗ 0.012∗∗ 0.012∗∗∗ 0.011∗∗ -0.004∗ -0.001
(0.005) (0.005) (0.004) (0.004) (0.002) (0.002)

Stand Alone× More Uncertain Election -0.021∗∗ -0.022∗∗∗ -0.026∗∗∗ -0.026∗∗∗ 0.007∗∗ 0.006
(0.008) (0.007) (0.007) (0.005) (0.003) (0.004)

Log(No. of Relationship) × Stand Alone× Less Uncertain Election 0.001 -0.003 -0.001 -0.003 0.001 -0.000
(0.008) (0.005) (0.006) (0.004) (0.004) (0.004)

Stand Alone× Less Uncertain Election 0.007 0.008 -0.000 0.000 0.008 0.009
(0.010) (0.007) (0.006) (0.005) (0.006) (0.005)

Controls No Yes No Yes No Yes
Firm FE Yes Yes Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes Yes Yes
Stand Alone × Time FE Yes Yes Yes Yes Yes Yes
Adj.-R2 0.582 0.637 0.575 0.624 0.544 0.565
Obs. 30548 30548 30548 30548 30548 30548
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Borrowing Constraint - Tangibility

Debt to Bank Loan to
Asset Ratio Asset Ratio

Low Tang High Tang Low Tang High Tang Low Tang High Tang Low Tang High Tang
(1) (2) (3) (4) (5) (6) (7) (8)

Stand Alone× Election -0.014∗∗∗ 0.002 -0.012∗∗∗ -0.004
(0.003) (0.003) (0.004) (0.003)

Stand Alone× More Uncertain Election -0.018∗∗ 0.004 -0.020∗∗∗ -0.010∗

(0.007) (0.005) (0.006) (0.005)

Stand Alone× Less Uncertain Election -0.013∗∗∗ 0.001 -0.008∗∗ -0.003
(0.004) (0.003) (0.003) (0.003)

Controls Yes Yes Yes Yes Yes Yes Yes Yes
Firm FE Yes Yes Yes Yes Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes Yes Yes Yes Yes
Adj.-R2 0.710 0.784 0.710 0.784 0.660 0.687 0.660 0.687
Obs. 38340 38336 38340 38336 30446 33385 30446 33385
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Impact on Capital and Output Distortion

Use Hsieh and Klenow (2009) to compute capital and output distortion.

πsi = (1 − τYsi )PsiYsi − wLsi − (1 + τKsi )RKsi

Output Distortion (τY ) is measured as:

1 − τYsi = σ
1−σ

wLsi

(1−αs )PsiYsi

According to Hsieh and Klenow “τY would be high for firms that face government restrictions on
size or high transport cost”

Capital Distortion (τk) is measured as:

1 + τKsi = αs

1−αs

wLsi

RKsi

According to Hsieh and Klenow “ τK would be high for firms that do not have access to credit”
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Capital and Output Distortion

(1) (2) (3) (4)
Capital Capital Output Output

Distortion Distortion Distortion Distortion
Stand Alone× More Uncertain Election 0.069*** 0.052* 0.020 0.027

(0.024) (0.027) (0.034) (0.029)

Stand Alone× Less Uncertain Election 0.014 0.012 0.012 0.021*
(0.022) (0.024) (0.014) (0.011)

Controls No Yes No Yes
Firm FE Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes
Adj.-R2 0.697 0.724 0.681 0.748
Obs. 93649 93649 93649 93649
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Impact on Capital Expenditure

(1) (2) (3) (4)
CAPEX
Asset

CAPEX
Asset

CAPEX
Asset

CAPEX
Asset

Stand Alone× Election -0.001 0.003
(0.014) (0.014)

Stand Alone× More Uncertain Election -0.064∗ -0.058∗

(0.034) (0.032)

Stand Alone× Less Uncertain Election 0.023 0.026
(0.018) (0.017)

Controls No Yes No Yes
Firm FE Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes
Adj.-R2 0.163 0.183 0.163 0.183
Obs. 69673 69673 69673 69673
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Imminent Election in Largest Subsidiary

Debt to Asset Ratio
No Election Election No Election Election

Largest Subsidiary Largest Subsidiary Largest Subsidiary Largest Subsidiary
Stand Alone× Election -0.021∗∗ -0.005

(0.008) (0.006)

Stand Alone× More Uncertain Election -0.038∗∗∗ -0.015
(0.012) (0.011)

Stand Alone× Less Uncertain Election -0.017∗∗ -0.002
(0.007) (0.008)

Controls Yes Yes Yes Yes
Firm FE Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes
Adj.-R2 0.729 0.721 0.729 0.721
Obs. 73302 69855 73302 69855
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Conglomerates Varying in the Number of Industries

Debt to Asset Ratio
More Less More Less

Industries Industries Industries Industries
Stand Alone× Election -0.009∗∗ -0.019∗∗

(0.004) (0.009)

Stand Alone× More Uncertain Election -0.029∗∗∗ -0.021∗∗∗

(0.007) (0.006)

Stand Alone× Less Uncertain Election -0.003 -0.018
(0.004) (0.011)

Controls Yes Yes Yes Yes
Firm FE Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes
Adj.-R2 0.729 0.721 0.729 0.721
Obs. 74737 69898 74737 69898
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Conglomerates Varying in the Number of States

Debt to Asset Ratio
More Less More Less
States States States States

Stand Alone× Election -0.004 -0.018
(0.004) (0.011)

Stand Alone× More Uncertain Election -0.024∗∗∗ -0.025∗∗

(0.007) (0.011)

Stand Alone× Less Uncertain Election 0.001 -0.016
(0.004) (0.014)

Controls Yes Yes Yes Yes
Firm FE Yes Yes Yes Yes
State × Industry × Time FE Yes Yes Yes Yes
Stand Alone × Industry × Time FE Yes Yes Yes Yes
Adj.-R2 0.737 0.710 0.738 0.710
Obs. 75888 68712 75888 68712
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Outline

1 Institutional background and political set up

2 Data

3 Identification Challenge and Empirical Strategy

4 Results

5 Cross-sectional Tests

6 Robustness Checks
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Robustness Checks

Results Using data from a large bank in India.

Use of national Elections as a measure of political uncertainty.

Alternate measure of political uncertainty - ENOP.

Controls for size related difference.

Placebo test by distributing controls and treatments randomly within the same industry, the same
state.
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Conclusion

There is cross sectional heterogeneity based on organizational form in firms’ response to political
uncertainty.

The results suggest that stand alone firms are relatively more impacted by political uncertainty
than conglomerate firms.

Opposite movement of price and quantity at equilibrium suggest shortage in supply of funds plays
larger role than low demand.

While a large section of existing literature points to some form of conglomerate discount, this
paper highlights a bright side, particularly during periods of elevated uncertainty.
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