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Motivation: Advantages and Disadvantages of Political Connections

o Advantages

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

o Likelihood of getting government contracts (Goldman et al. (2013))
o Help when in financial trouble (Faccio et al. (2006))

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

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

e Disadvantages

o Underperform on accounting basis (Faccio (2010))
o Low accounting accuracy (Chaney, Faccio Parsley (2010))

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

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

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

e Political connections engendered from two sources:

e Connections established through contributions to politicians or to
political parties

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

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

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

@ New channel of political connections: firms’ government sales
dependency

o Relation established for financial gain

e More widespread and bigger sample size

Research Question

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

e Literature on government sales dependent firms

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

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

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

o Hold less cash (Cohen and Li(2016)

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

Few Supplementary

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

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

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

@ Does the government sales dependency predicts future government sales?

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

e Government depedency (GD) signigicantly predicts future returns

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

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

o GD weighted portfolios” annual Sharpe ratio up to 0.75

o GD weighted portfolios increases the Ez-Post Sharpe ratio of

optimum tangency portfolio by 18%, with asset allocation of 26%,
only below quality factor

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

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

e Profit margin ratios increase significantly
o Evidence of atypical structure of government contracts (e.g. TFC)

and information asymmetry contributing to the increase
o Operating margin negatively associated with asset redeployability
and positively with asset irreversibility
o Operating margin positively associated with bid-ask spread and less

positively with annalyst count
e More increase in industries with most government sales and highest

government sales HHI
e A firm’s probability to win future material government contracts

goes up significantly
e Having a material government contract 10 years back increases the

probability by about 27.5%
e Controlling for having a material contract in the past, size of the

sale also predicts the probability significantly (One St.Dev=11.2%)
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Results Summary - Robustness and Mispricing Effect

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

e No return predictability of corporate dependency variables

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

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

o Results stronger within younger firms with less analyst count

o Results stronger within higher turnover, higher return and
idiosyncratic volatility, and smaller firms
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e Overview

Data: COMPUSTAT segment reporting information
Sample Period: January 1979 through December 2014

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

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

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

1, if firm i reports Government as customer

GDf?:O_Tf<t <ipazy =1, I= at month ¢ — 1,

0, otherwise.

| \

Strength
Report Count;, (s—1 < + <¢+12) = Report Count;—1 + 1% 1,
1, if firm i reports Government as customer
Where, I = at month ¢t — 1,

0, otherwise.

Report_Count;,
Then, GDfire"gth = — - - o -
0 Time Lapse Since First Ever Reporting
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Variable Definitions

Surprise

Surprise_Count;, (y—1 < ¢ <t4123 = Surprise Count;—1 + 1% 1,

1, if firm i reports Government as customer at month
t-1 and (i) it does not report Government as customer
Where, I = at month t-13, or ii) if firm i is not in the sample in
month t — 13 or before,

0, otherwise.

Surprise_Count; +

Then, GDSu'rprise _ 2 i
bt Time Lapse Since First Ever Reporting

GpSale Firm's Total Sale to Government; year
hear Total Sale; year

A
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Correlation & Summary Statistics: GD Variables

1t Dependency (GD) Ve

Panel A: Correlations among Government Dependency Variables

GDchm‘t GDStrengzh GDSur'pmse GDS&:!E
GDRepm“: 1
G DStrength 0.775 1
GDSurprise 0.391 0.243 1
G DSl 0.606 0.526 0.153 1

Panel B: Summary Statistics (Unadjusted Variables)

Variables Mean Std. Dev  Min 25th Percentile Median 75th Percentile Max
No. of Govt. Reporting 5.959  6.177 1 1 3 9 37
No. of Surp. Reporting 1.137  0.408 1 1 1 1 6

G DReport 1 0 1 1 1 1 1

G DStrength 0.053 0.061 0.002 0.023 0.057 0.077 9.000
G DSurprise 0.019  0.029 0.002 0.006 0.011 0.021 2.000
G DSale 28.370 25.930 10.000 10.000 13.560 40.000 100.000
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Summary Statistics: Firm Characteristics

All Non_Govt Govt GD Quintiles (GDSe9t Sorted)
Firms Dependent Dependent Qtl1 Qtl 2 Qt3 Qtl4  Qtl5
) (2) (3) (1) (5) (6) (7) (8)
MCAP_REAL 2435.82  2198.89 3188.49  3402.53 3810.36 4893.55 3770.06 29490.25
BM 0.6897 0.5684 0.9641 0.5874 1.0262 1.3714 1.5352 0.9723
AT G 0.2068 0.2134 0.1911 0.1526  0.2162 0.1885 0.1423 0.1775
AT REAL 9037.53  10563.96 5029.97  5631.67 6113.92 7153.37 5657.96 4929.95
SALE REAL 3240.76  3224.9 32822  3119.38 3935.55 4688.43 3903.38 3117.71
EMP 9.3887 8.9951 10.3707 9.4306 11.1961 12.8933 13.2354 11.1348
LEV 0.2329 0.2294 0.2423 0.2449  0.245  0.2472  0.2457  0.2259
CF 0.0243 0.0229 0.0274 0.0441 0.0327 0.0349 0.0464 0.0387
M_SHARE 0.0023 0.0022 0.0028 0.0026  0.0034 0.0033 0.0037 0.0038
ROA 0.0885 0.0883 0.0888 0.1088 0.0945 0.0947 0.1032 0.0887
SALE.G 0.4624 0.4931 0.3861 0.1509 0.2638 0.2051 0.1547 0.1517
CAPX_SCALED 0.0646 0.0658 0.0616 0.0616 0.0571 0.0581 0.0566 0.0537
R&DSCALED  0.0673 0.0661 0.0698 0.0646 0.0734 0.0711 0.0594 0.0586
GM -1.0198  -1.0424 -0.961 -1.4488 -1.4286 -0.2561 0.0646 0.1012
NI_MARGIN -1.74 -1.7734 -1.6531 -3.0589 -2.0112 -0.7876 -0.3427 -0.2513
TAX 0.2563 0.2522 0.267 0.2446  0.2448 0.1984 0.2505 0.2865
TAXFED 0.1318 0.1229 0.1506 0.1549 0.1262 0.1727 0.17 0.1651

Raj Parajuli (U of U) vernment Dependency . 19 / 48



Results
0000000000000

Univariate Fama-MacBeth Cross-Sectional Regressions

M_Ret M_Ret  M_Ret M_Ret M_Ret M_Ret  M_Ret M_Ret M_Ret  M_Ret M_Ret
(1) (2) (3) (4) (5) (6) (7) () (9) (10) (11)
G DRerort 0.00226*** -0.00239**  -0.00112
(2.848) (-2.003)  (-1.352)
GDStrength 0.0567++* 0.0359** 0.0246**
(5.962) (2477) (2.572)
GDSurprise 0.122** 0.0699**  0.131%**
(6.059) (2.343)  (6.266)
GDSale 0.0000568**  0.0000346 0.0000263
(2.586) (1.565) (1.264)
G DReport.T3 0.00353***
(2.964)
G DStrength T3 0.0687**
(4.325)
G DSurprise.T3 0.147+**
(4.291)
GDSaleTs 0.0000659*
(2.551)
Constant 0.0164**  0.0160*** 0.0161***  0.0140"**  0.0138*** 0.0163"* 0.0138"** 0.0164*** 0.0161*** 0.0162"**  0.0140***
(6.778)  (6.627)  (6.697) (6.020) (5.986)  (6.763)  (5.970) (6.778)  (6.662)  (6.688) (5.984)
Months 432 432 432 432 432 432 432 432 432 432 432
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Controlling for Additional Risks

e Controlling for economic political & other Risks
o Economic Political Uncertainty Index of (Baker Bloom Davis(2016)

o First component quantifies newspaper coverage of policy-related
economic uncertainty

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

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

o Requires policy terms (e.g. government shutdown) plus uncertainty
o Government Spending Index (Baker Bloom Davis(2016)

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

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

e Controlling for economic political & other risks contd...
o Regulation Index (Baker Bloom Davis(2016)

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

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

o Geopolitical Risks Index (Caldara and Lacoviello, Federal Reserve)
e US presidential election versus non-election years
o Tail risks measure of (Kelly and Jiang(2014))

o N = K% Sre lnRuL't"’, where

o Ry, is the kth daily return that falls below an extreme value
threshold u: during month ¢, and

e K is the total number of such exceedences within month ¢.
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Controlling for Self Selection Bias

o Controlling for Self Selection Bias

o Calculate Inverse Mills Ratio (IMR) in 1st state
e Include IMR in 2nd stage FM regressions

e Firms characteristics
o Gross margin, EBITDA, BM, productivity, ROA, cash flow

e Determinants of political connections

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

es with Controls

M_Ret M_Ret. M_Ret M_Ret M_Ret, M_Ret M_Ret M_Ret
1) (2) (3) (4) (5) (6) (7 ®
GDReport .00
GDStrength 0.0341%*~
(2.987)
GDSurprice
GDSate
GDReportT3
GDStrength-T3 0.0484°+
(3.454)
GDSvurpriseT3 0.0473
(0.928)
GpSaleTs 0.000106°**
(4.000)
BM 0000320 -0.000280  -0.0000355  -0.000172  -0.000301  -0.000360  0.0000146
(:0.438)  (-0.398 1 (0.021)
MCAP -0.00179*** -0.00174 -0.00121*
(-5.401)  (-5319) 53)
AG -0.00307*** -0.00309*** -0.00324%**
(-5303)  (-5.405) (-5.498)
BHRI2M 0000604 0.000618 0000715
(0.450) (0.459)
ROA 0000837 0.000419
(0238 (0.119)
IMR 0.00305°**
Bepu 2373
(1.245)
Barr
Bc 0244 0243
(-0.090) (-0.090)
BrecL -0.196 -0.196
(0.103)  (-0.103) (-0.200)
Brait Risk 0.00166 0.00160 0.00174
(1.255) (1.200) (1.285) ( ) (1.321)
Election Yrs 0.00661°*  0.00768°**  0.00430°  0.00654"
(2.495) (2.896) (1.737) (2.541) (2.563)
Constant 0.00602°*  0.00633**  0.00674°**  0.00400°  0.00562°** 0.00586""
(2.841) (2.925) (3.188) (1.950) (2.627) (2.621)
Months 300 300 300 300 300 300 300

June
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Multivariate Fama-MacBeth

FF 49

M_Ret M_Ret M_Ret M_Ret M_Ret M_Ret M_Ret M_Ret
[0) @ [©) @ ©) © ™ ®
GDReport 0.00259"+*
(2722)
GDStrensth 0,025
(2.221)
GDSurprise 0.0368
(1.084)
GDale
(2.853)
GDReportT3
GDStrength s 0.0395"*
(2:347)
GDSurprise T3 0.0415
(0.735)
GDSaleTS 0.0000896***
(3.089)
BM 0000915 0.000884  0.000906  0.00105°*  0.00103*  0.000961*  0.000963°  0.00113*
(1.651) (1.588) (2.022) (1.844) (1.722) (172 (2.171)
MCAP -0.00186°** -0.00187+* -0.00132°**  -0.00186°** -0.00193*** -0.00191°** -0.00131**
(-6.159)  (-6.160) (-4.552) (-6.059) 2 (-6.008) (-4.439)
AG -0.00320°* -0.00321 -0.00310°"* 0003367 -0.00380°"*  -0.00326"**
(-5.466) ¢ (-5.479) (-5.188) (-5.606)  (-5.738)  (-5.780) (-5.485)
BHRI2M 0.00128 0.00130 0.00122 000133 000144 0.00151 0.00136
(0.956) (0.968) (0.771) (1.045) (1.100) (0.830)
ROA 0.00432 0.00406 0.00627 000451 0.00418 0.00604°
(1.270 (1.310) (1.197) (1.807)
IMR 0.00753°**  0.00788""*  0.00760°"*  0.00714""
(5.118) (5245 (4.896)
Beru -0.143 0.861
(-:0.070) (0.414)
Bcrr 4373+~
(-2.699)
00541
(0.019) (-0.17
Brecr . 0.367 0.149
(0.199) (0.181) (0.070)
Brail rick 0.000844 0.000925 0.00107
(0.739) (0.798) (0.801) (0.918)
Election Yrs 0005197 0.00521°**  0.00514°** 0004617
(3.118) (3.095) (3.052) (2.792)
Constant 000570+ X 000554 0.00562° 0.004
(3.072) (3.101) (2.718) (2.958) (2.944) (2.955) (2.616)
Months 300 300 300 300

June
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Return Predictability of Government Dependency

MRet  MRet  MRet M_Ret M_Ret M_Ret M_Ret M_Ret
(1 (2) (3) ) (5) (6) () (8)
GDRevort  0,00321% 0003427+
(3.310) (2.968)
GDStrength 00737+ 0.0332°
(5.801) (2.537)
GDSurprise 01267 0.0276
(5.748) (0.791)
GpSate 0.0000682""* 0.0000919°*
(2.594) (3.319)
BM -0.000600  -0.000693  -0.000718  -0.000325
(-0.899) 0.903) 0.934) (-0.450)
MCAP 0.002457  -0.00245°**  -0.002457**  -0.00170°**
(-6.661) (-6.643) (-6.674) (-4.711)
AG -0.00347°  -0.00347"**  -0.00344°**  -0.00347***
(-5.533) (-5.477) (-5.214)
BHRI2M 0.000809  0.000825 0.000032
(0.645) . (0.618)
ROA 000129 0.000086 0.00250
(0.334) (0.360) (0273) (0.662)
IMR 0.004237% 0.00426°°°  0.00372°°  0.00449°*
(4.163) (4.181) (3.622) (4.519)
Beru 0619 0523 1.358
(0.317) (0.268) 3
Barr -3.041°
(-2.322)
Bos 0.680
(0.246)
BrecL -0.268
(-0.137)
Brait risk 0.00161
(1.308) (1.201) (1.287)
Election Yrs 0.00820°**  0.00707°** 0008097
(2.916) (2:812) (3.114) (
Constant  0.0167°**  0.0163"** 0.0165°*  0.0140°"  0.00655°** 0.00675°**  0.00713"*  0.00433°*
788)  (6.671)  (6.713) (5.941) (2.877) (2.955) (3.182) (1.970)
Months 300 300 300 300 300 300 300 300
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Return Predictability of Government Dependency

MRet  MRet  MRet M_Ret M_Ret, M_Ret M_Ret
GDRevort
(3.316)
GDStrength 0.0321°++
GDSurprise 6 0.0385
(1.115)
GDSae 0.0000511° 0.0000784°*
(2.232)
(1) PICendidates 000529 -0.00513  -0.00460  -0.00557  0.0104°** 00101 0.0119°*"
(-1.043)  (-1.069)  (-0.978) (-1.089) (2.648) (2.502) (3.183)
GDVer X (1) -0.00120 -0.0418 0212  -0.0000486  0.00118 0.0347 -0.00471
(0.341)  (-0.714)  (0919)  (-0.594) (0.251) (0.509) (-0.020)
BM 0000117 -0.000162  -0.000147
(-0.170; (-0.235)
MCAP -0.00140°"*  -0.00144°*
(-4.319)
AG -0.00206°**
(-5.168)
BHRI2M
ROA I
(0.607) (0.689)
IMR 0.00411°** 0.00330°**  0.00408"**
(4.091) (4.568)
Brzpu 1.957 2.040
(1.097)
Barr 38007
(2713)
Bas -0.449 6
(-0.163) (-0.183)
BrecL -0.359 -0.415
(-0.184) (-0213)
ail Risk 000179 0.00181
(1.334) (1.344)
Election Yrs 0.00517°*  0.00454"
(2.102)
Constant 0.0136***  0.0135*** 0.0137° 0.00478%* 0.00519**
72) (5.753) (5.797) (2.174) (2.275) (2.512)
Months 300 300 300 300 300 300
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Return Predictability of Political Connections (PAC Based)

Politically Connected & Government Dependent  Politically Connected but not Government, Dependent
M_Ret M_Ret M_Ret M_Ret M_Ret M_Ret M_Ret M_Ret
(1) (2) (3) ) (5) (6) 7 (8)
PICandidates (), 0152+ 0.00617
(2.316) (1.274)
PIStrength 0.000413+** 0.000119
(2.710) (1.062)
priower 0.00417"* 0.00143
(2.358) (1.057)
prAvitity 0126 0.0312
(1.779) (0.468)
BM 0000528 0000619 0000554 0000510  -0.000149  -0.000137  -0.0000047  -0.0000234
(0.360) (0.422) (0.377) (0.347) (0126)  (-0115)  (-0.080) (-0.020)
MCAP 0.00240°*  -0.00241°** -0.00240°** -0.00205°* -0.00199"** -0.00192-"* 0.00184°"
(-3.433) (3490)  (3.480)  (3271)  (B651)  (-3.583) (-3.533)
AG 0.00460°*  -0.00466°*  -0.00462°*  -0.00436**  -0.00159 000172  -0.00162  -0.00204
(-2.066) (2086)  (-2076)  (-2169) (0855  (0.926)  (-0.869) (-1.098)
BHRI2M 0000888  0.000908  0.000891 0000080 000502  0.00500°  0.00592°  0.00592*
(0.301) (0.309) (0.302) (0.339) (1.952) (1.940) (1.951) (1.953)
ROA 0.0256 0.0201 0.0287 00272 000211 -000221  -0.00197  -0.00250
(1.576) (1.596) (1.586) (1.517) (0267)  (-0278)  (-0.219) (-:0.314)
IMR 000217 000245 0.00223 0.00205  0.00749°**  0.00730°*  0.00751°**  0.00766"*
(1.616) (1.754) (1.638) (1.618) (3.088) (3.036) (3.008) (3.209)
Bipu -0.502 -0.265 -0.562 0579 3879 3.955 3.933 3.749
(-:0.160) (0.083)  (0.179)  (0.186) (1.088) (1.112) (1.103) (105
Barr -9.443" -9.610° -9.445° -8.724 1154 -1.152 1418
(-1.661) (1687)  (-1.663)  (-1.546) (0215 (-0.215) (-0.266)
Bas 7.823 7.718 7.930 7.014 -4.942 -5.206 5.178 5.2
(1.177) (1.159) (1.192) (1.052) (0.866)  (0.927)  (:0.906) (-:0.919)
Breat 4159 3.947 4183 4043 -1.600 -1.531 -1611 -1.307
(1.362) (1.289) (1.370) (1.324) (0.586)  (0.562)  (0.591) (-0.480)
Sraitmie  0.0071977  0.00725°°  0.00716°**  0.00724°°"  0.00400  0.00395  0.00304 0.00396
(2.866) (2.804) (2.856) (2.896) (1.647) (1.621) (1.624) (1.635)
Election Yrs ~ 0.00919°*  0.00953""  0.00922°° 000841 0.00182  0.00181 0.00183 000199
(2.235) (2:298) (2.234) (2.020) (0.385) (0.383) (0.386) (0.423)
Constant 0.00760  0.00813° 000724 000500 000499  0.00485 0.00396
(1.621) (1.711) (1.510) (1.155) (1.145) (1.103) (0.922)
192 192 192 192 192 192 192
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Robustness Check - Concern of Customer Concentration

MRet  MRet M_Ret M_Ret M Ret M_Ret M_Ret M_Ret M_Ret M_Ret
CDRerort 0.000326 0.00144°  -0.000223 -0.000431
(0.323) (-1.884) (-0.366) (-0.488)
CDStrength -0.000158 0.00279°* -0.0000239 0.000490
(-0.375) (4.358) (-0.083) (0.643)
CDSurprise -0.000798** -0.00266*** -0.000205 -0.000413
(-2.227) (-4.099) (-0.623) (-0.608)
CpSale -0.0000220  -0.000393 20.000205  -0.000425
(-0.053) (-1.231) (-1.027) (-1.288)
BM -0.000383  -0.000378  -0.000385  -0.000398  -0.000407
(-0.566) (-0.558) (-0.569) (-0.589) (-0.604)
MCAP 0.00361***  -0.00362***  -0.00362*** -0.00362*** -0.00362"**
(-11.449)  (-11.430)  (-11.430)  (-11.445)  (-1L.525)
AG 20,0042 -0.00443"**  -0.00447**"  -0.00447**  -0.00452"**
(-8.918) (-8.948) (-9.030) (-9.024) (-9.101)
BHR12M 20.00133  -0.00130  -0.00182  -0.00130  -0.00132
(-0.042) (-0.926) (-0.934) (-0.922) (-0.037)
ROA 002034 -0.0203***  -0.0204***  -0.0202***  -0.0203***
(-5.168) (-5.181) (-5.215) (-5.180) (-5.199)
IMR 000160 0.00170**  0.00170°*  0.00169**  0.00168"
(1.974) (1.978) (2.001) (1.985) (1.950)
Constant  0.0118***  0.0119°*  0.0120*  0.0119**  0.0121***  0.0353"* 00354 00354  0.0354"*  0.0353"*
(4.836)  (4.632) (4.631) (4.630) (4.745) (0.080) (8.928) (8.023) (8.074) (8.084)
Months 432 432 432 132 432 431 431 131 131 131




Results
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Other Robustness Checks

@ Are the results basically capturing the results of political
connections?

Do the results depend on the types of returns used?

e Excess returns over t-bill

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

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

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

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

e Government dependency variables as plain count variables
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Government Dependency Weighted Portfolios

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

e Each stock i’s weight in the portfolio is,
GDXtari'%ble

it

i GDYgrighte

@ Include several risk and mispricing factors

Stock i's Weight; s =

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

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

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

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

Variable
GDl t—12

Stock i's weight in a port folio is given by, Weight; ; = —————
Y Sl enlgn

Portfolio Weightings

G DStrength Weighted

G DStrength Weighted

GDRevort qpStrength cxpySurprise  ypSale
Models Weighted Weighted Weighted Weighted Small Medium Large  1979-1992 1993-2003 2004-2014
CAPM « 0.00502**  0.00406™  0.00443"* 0.00573"" 0.00488**  0.00274  0.00369**  0.00208 0.00787  0.00319"
(2459)  (2.302)  (2435)  (2.346)  (2.052)  (1.172)  (2.631)  (1.101)  (L597)  (1.906)
FF-3 a 0.00461*** 0.00401*** 0.00443*** 0.00554*** 0.00424**  0.00247 0.00372*** 0.00350*** 0.00581** 0.00323***
(3.641)  (4420)  (4774)  (3.381)  (2.652)  (1.627)  (4.004)  (3.085)  (2506)  (3.267)
FFC-4 0.00493**  0.00493***  0.00532*** 0.00602*** 0.00527*** 0.00353** 0.00466*** 0.00324*** 0.00805*** 0.00343***
(3.986)  (4.995) (5.239) (3.73)  (3.134)  (2.193)  (4.737)  (3.223)  (3.873)  (4.262)
FF-5 a 0.00397=* 0.00441*= 0.00488*** 0.00503*** 0.00426*** 0.00235 0.00384*** 0.00474*** 0.00684* 0.00392***
(3.42) (4.213)  (4.642)  (3.703)  (2.746)  (1.334)  (3.747)  (3.912)  (2.141)  (3.904)
FFC-6 o 0.00425***  0.00498"** 0.00542*** 0.00540*** 0.00495*** 0.00306™ 0.00444*** 0.00456*** 0.00839*** 0.00392***
(3862)  (5.001)  (5.473)  (4.056)  (3.124)  (1.867)  (4757)  (3.791)  (3355)  (5.138)
FFC-6 0.00'—172'“ 0.00549***  0.00600*** 0.00578*** 0.00536*** 0.00418*** 0.00528*** 0.00445** 0.00920*** 0.00409***
(4490)  (5.772)  (6.414)  (4.301)  (3.200)  (3.090)  (5.079)  (2.980)  (3.361)  (5.559)
Months 420 420 420 420 420 420 420 420 420 420
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Sources of Abnormal Returns: Change in Business Environment & Firm

Characteristics

e Probability of winning a material government contract in future
goes up significantly
e Having a government contract 10 years back increases the

probability by 26%
e Size of the past government contract has significantly positive

incremental effect (One St.Dev.=11.23%)
e Firms get bigger, acquire more assets, increase productivity and
pay lower taxes
e Profit margin ratio accross the borad increase significantly
o Atypical feature of government contract (e.g. TFC) may be the

reason
o Information asymmetry between contractor and contractee may also

be the reason
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Probability

Probit Regre

of Winning Material Contract

Source:

of Returns Predictability

O@00000000000000

(1) (3) (1) (5) (6) )

MCAP,-12 004687 -0.0454°" 0.0476"* 0.0470""* -0.04ST***  -0.0166  -0.0430"""
(-6.225)  (-5.952) (6304) (6.183)  (-6498)  (-1284)  (-4.240)

Salec-12 018277 L0182 018277 01857 01847 L0120 00882
(11.880) (-11.047) (1L834) (-11.850) (-11.885) (-3.528)  (-2.230)

Employees, 1 0 02107 02107 0.149° 01147
(12.856) (12.808) (12.760)  (4774)  (3.170)

No. Bus. Segments, 15 0.0450°" 0.0455°"* 0.0476"*  0.0461"** 000575  -0.00750
(7.067) (6.928)  (7445)  (7.034)  (0556)  (0.712)

No. Geo. Segments;—12 -0.0480°* -0.0485"*" 0.0478°"* 0.0483""* -0.0477°"" 000035 -0.0158"""
(-0.463)  (9511) (0.393)  (0432)  (-0234) (-1450)  (-3.140)

BM, 12 0.000641 -0.000562 -0.000640 -0.000762 -0.000721 -0.00118  -0.0493"*
(-0.498)  (0.433)  (0.497)  (-0.587)  (-0.355)  (0.999)  (-2.202)

Leverage, 12 022570 L0226"7 022577 02267 -0.226° 00511 -0.124°
5.158)  (5156) (5.047)  (5.177)  (5152) (0874 (-2.009)
Cash Flow,-12 0177 0.170 0.167 0158 -0.281 0111
(1.150) (1108)  (1092)  (1.037)  (-1.633)  (0.494)
Market Share—12 2.374" 1956 3567 2362 1832
(2511) (2019)  (3.737) (1.410)
(Market Share 1434 3 000452 4360  -0.338 5 6123
(0.218)  (0395)  (-0.001)  (-0.667) (0084 (1195  (0.658)

Herfindahl Tndex, 12 20.20™*  2036**  20.16™*  20.08"* 2005 1491  17.20"
(0.674)  (9.630)  (0.679)  (9.640)  (9.675) (8525  (8.331)

Regul. Indicator, 12 02047 02067 0.197 1 0.00551
(2558)  (2.580)  (2450)  (2513) (0.111)

No. PActive Firms, o 0.0104***  0.0106"* 0.0104*** 0.00986*"* 0.00093"** 0.0105"*
(6.490)  (6.508)  (6.413)  (6.019)  (6.060) (4.476)

Productivity, 12 00569 -0.0560° -0.0571°  -0.0559"  -0.0566 0262
(1743)  (L742)  (L74S)  (L715)  (-1.729) (-3.350)

Gross Margine-12 0.00196** 0.00196* 0.00196 0.00197* 0.00197**  0.0104*  0.0514"
(2005 (2004)  (2006)  (2012)  (2011)  (1809)  (1.926)

Overall Tax Rate;—12 0.000692  0.000683  0.000692  0.000689 0.000946" -0.0000766
(1320)  (1.313)  (1351)  (1.320)  (2243)  (-0.235)

ROA:12 00259 00383 00341 00396 00493 04097 00117
(0154)  (0.231)  (0203)  (0238)  (0.208)  (2871)  (-0.075)

Constant 0203 0200 0198% 0191 0186 L1377 0863
2.478) (2430)  (-2372)  (-2.303)  (-10.420) 299)

Obs. 1,149,819 1149819 1149819 1,149,819 149 407,023

Bhara

Raj Parajul

June 22, 201¢



Sources of Returns Predictability
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Probability of Winning Material Contracts

1 if a Firm Reports Government as Major Customer in Current Year;
0 otherwise
(1) (2) (3) (4) (5) (6) (7)
GOV_REP; 7 1.566%**
(14.060)
G’DES_“‘T% 0.0220%*
(11.314)
GOV_REP,_ 4, 1.128***
(10.256)
GDEMs, 0.0239°**
(11.548)
pCandidates 0.00145%** -0.00214* 0.00107 0.000695
(11.170) (-2.597) (1.190) (0.500)
protrength 0.0000381*** -0.00000469 -0.00000953 0.00000793
(15.643) (-0.744) (-0.818) (1.038)
prPower 0.000460%** 0.000004***  -0.0000082  -0.000179
(13.163) (3.600) (-0.408) (-0.491)
prAbiticy 0.0215%**  0.0134%%* -0.00319 0.00169
(12.744) (7.245) (-1.254) (0.505)
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Change in Firm Characteristics

(1 = Government Dependent Firms Pre) (1 = Government Dependent Firm Post )
(0 = Government Non-dependent Firms) (0 = Government Dependent Firm Pre
All FF12 Industries Top 3 Ind. by Sales Top 3 Ind. by HHI

5 @) ®) )
Log Assets -0.0487*** (-2.8 0.154*** (10.650) 0.149*** (7.333) 0.144*** (9.679)
Log Market Capital 0.0678*** (3. 8/2) 0.0650*** (4.107) 0.0341 (1.473) 0.0681*** (3.924)
Gross Margin -0.0384*** (-4.365) 0.0241*** (3.476) 0.0434***(4.241) 0.0375*** (3.339)
EBIT Margin -0.0746%** (-4.986) 0.0475%** (3.337) 0.0772*** (4.659) 0.0810%**(3.456)
Op. Profit Margin -0.0687*** (-4.862) 0.0476*** (3.561) 0.0737***(4.725) 0.0717*** (3.501)
Net Income Margin -0.0578*** (-4.091) 0.0418*** (2.931) 0.0736*** (4.053) 0.0676***(3.127)
Leverage 0.00363** (2.582) 0.0126*** (5.847) 0.00502% (1.776) 0.00633** (2.084)
Overall Tax Rate -0.00314 (-1.590) -0.0112* (-2.144) -0.0160** (-2.645) -0.0165*** (-3.098)
Federal Tax Rate 0.000317 (0.136) 0.00519 (1.307) -0.00228 (-0.390) -0.00342 (-0.644)
Productivity -0.0358*** (-4.917) 0.0137*** (3.528) 0.0152** (2.134) 0.0157** (2.628)
Sales Growth 0.0214*** (4.718) -0.0527*** (-4.986) -0.0683*** (-5.007) -0.0425%** (-3.549)
Capex Scaled -0.00183*** (-3.093) -0.00419*** (-5.200) -0.00447*** (-4.592) -0.00398***(-3.198)
R&D Scaled 0.00570*** (5.023) 0.00273* (1.971) 0.00304** (2.538) 0.00400%(2.025)
Firm FE NO YES YES YES
Year * FFI49 FE YES YES YES YES
Avg Obs 1,458,861 521,149 267,197 242,557




Sources of Returns Predictability
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“Termination for Convenience” (TFC) Clause - A Material Risk

o Words of clause “whenever the Contracting Officer shall determine

in the best interest of the Government”
e Congressional Research Service Report for Congress (R43055)

e TFC is implied on all government contracts

e Court cases have been given the right to the Government even when
the contract expressly disclaims the right

e Since the government is assumed to be acting on public’s interest,
as a rule, the government cannot be held liable for breach

e Perlman and Goodrich (1978)

e TFC has been used to avoid a bad business deal, wrongfully
terminate a contract for default

e The contractor will be in a substantially worse position than would
have been the case had the contract no be awarded

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

TELEDYNE TECHNOLOGIES INCORPORATED

Approximately 25%, 27% and 32% of our total sales for 2014, 2013 and 2012, respectively, were derived from
contracts with agencies of, and prime contractors to, the U.S. Government. Information on our sales to the U.S. Government,
including direct sales as a prime contractor and indirect sales as a subcontractor, 15 as follows (in millions):

JRITYES—TY R, _ﬂ.l.-_
Instrumentation S 386 S 406 S 399
Digital Imaging 1022 1202 1288
Aerospace and Defense Electronics 2453 2602 2699
Engineered Systems 2218 209.2 2454
Total U S. Government sales $607.9 $6302 $6840

As descnbed under nisk factors, there are risks associated with doing business with the U.S. Government. In 2014,
approximately 58% of our U.S. Government prime contracts and subcontracts were fixed-price type contracts, compared to
60% 1n 2013 and 59% mn 2012. Under these types of contracts, we bear the inherent nsk that actual performance cost may
exceed the fixed contract price. Such contracts are typically not subject to renegotiation of profits if we fail to anticipate
technical problems, estimate costs accurately or control costs during performance. Additionally, U.S. Government contracts
are subject to termunation by the U.S. Government at its convenience, without identification of any default. When contracts
are terminated for convenience, we typically recover costs incurred or commuitted, settlement expenses and profit on work

completed prior to termination. We had three U.S. Government contracts termmated for convenience m 2014, compared with

four in 2013 and six i 2012,

Bharat Raj Parajuli (U of U)
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Measures of Investment Irreversibility / Asset Specificity

o Capital intensity ratio: net PPE divided by total assets
e Do not account for asset specificity, mobility, or adjustment costs
e Asset Redeployability Score of Kim Kung (2016)
o I, (use) x Valuej,

J=1
12
>4 Valueg,

Redeployability Score, s =

e Captures both asset specificity and liquidity
e Based on BEA capital flow table that breaks down expenditures on
new equipment, software and structure by 180 assets for 123
industries
o I, ;(use): Dummy equal to 1 if asset a is used by industry j
o Value;; either:
o 1 - equal weight for each industry
o N;; - Number of public industry firms over total public firms

o MCAP;; - Sum of industry MCAP over total market MCAP
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Information Asymmetry between Contractor & Contractee

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

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

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

o Information asymmetry allows the contractor firm to enjoy a rent
e In the presence of asymmetry, the contractor firm also exert less
effort

e Two measures: Bid-ask spread, and number of analysts covering
the firm (Armstrong, Core, Taylor, and Verrecchia (2011))
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Operating Margin, Asset Redeployability, and Information Asymmetr

Government Non-Dependent Firms Government Dependent Firms Post
OP Margin OP Margin OP Margin OP Margin OP Margin OP Margin OP Margin OP Margin
(1) (2) (3) (4) (5) (6) (7) (8)

Asset Redeployability 0.0178 -0

(0.202) (-1.925)
Asset Irreversibility 0.264** 0.351%**

(3.718) (3.412)
Bid-Ask Spread -0.231 0.369*
(-1.341) (1.937)
Analst Count 0.0356*** 0.0137
(4.831) (0.981)

BM -0.00967 -0.0131 -0.0114 -0.0264*** -0.0189* -0.0216** -0.0188* -0.0333**

(-0.934) (-1.386) (-1.218) (-3.113) (-1.714) (-2.223) (-1.948) (-2.635)
MCAP 0.0346%* 0.0351*+* 0.03177+ 0.0323"* 0.0556* 0.0484%** 0.0488*+ 0.0435+*

(4.769) (5.369) (4.797) (3.778) (7.762) (7.376) (7.189) (4.874)
Sales Growth 0.00104* 0.00105* 0.00105* 0.000681* 0.0407 0.0412 0.0412 0.0901**=

(1.722) (1.723) (1.717) (1.796) (1.525) (1.562) (1.558) (4.360)
Capex Scaled 0.278** 0.0968 0.269*** 0.242%** 0.415 -0.00104 0.288 0.334

(3.478) (1.651) (3.851) (3.017) (1.653) (-0.006) (1.515) (1.039)
R&D Scaled -2.445"* -2.449% -2.420%* -1.008*** -1.884*** -2.058** -2.017 -1.644%*

(-9.358) (-9.798) (-9.719) (-6.205) (-4.609) (-5.142) (-5.005) (-3.233)
AG -0.00214 -0.000574 -0.00199 0.0293* -0.0227*** -0.0203*** -0.0224% -0.00820

(-0.504) (-0.145) (-0.485) (1.971) (-2.988) (-2.757) (-3.110) (-0.904)
Constant -0.130% -0.168"* -0.0864** -0.234% -0.138 -0.260"* -0.206%+* -0.255"

(-2.053) (-4.540) (-2.321) (-3.800) (-1.688) (-5.628) (-4.784) (-2.097)
Obs. 386,490 442,303 443,405 266,509 158,012 184,160 184,279 108.072




Source:

Mispricing and Abnormal Returns to Government Dependent Firms

e High Sharpe ratio suggests that mispricing plays an important role

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

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

e Valuation uncertainties due to atypical structure of government
contracts (e.g., TFC clause)

e Firms have exposure to future government policies, secret usually
(e.g., US defense policies)

e Investors do not response to 10-K filing, but response to few days
late WSJ announcements (Stice (1991))

o Investors reaction to 10-K information is sluggish (You and Zhang
(2009))

e Government contract information is informed through 8-K or buried

in 10-K
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Example: Valuation Uncertainties

2014 10-K Es

Vectrus, Inc.

Customers

We attribute the strength of our relationship with the DoD and other branches of the U.S. government to our focus on program
performance, global responsiveness and operational excellence, as well as our core values of integrity, respect and responsibility. Our
primary customer is the DoD. Cur revenue from the U.S. government for the periods presented below was as follows:

Year Ending December 31,

(In thousands) 2014 2013 2012
DeD $ 1,172,018 $ 1473830 $ 1,790,020
Other U.S. government' 31,251 37,808 38,344

Total Revenue $ 1203269 $ 1511638 $ 1,828,384

Risks Relating to Our Business
VWe face the following risks in connection with the general conditions and trends of the industry in which we operate:

We are dependent on the U.S. government’s presence and operations in Afghanistan for a material portion of our revenue and
operating income, and the announced withdrawal of military personnel and suspension or removal of funding for security and

training activities in the region by the U.S. government may have an adverse effect on our revenue and operating income
prospects.

A decline in the U.S. government defense budget, changes in spending or budgetary priorities or delays in contract awards may
significantly and adversely affect our future revenue and limit our growth prospects. Further, because we depend on U.S.
government contracts, a delay In the completion of the U.S. government's budget process could delay procurement of the services
and solutions we provide and have an adverse effect on our future revenue.

We may not be successful in winning new contracts, which will have an adverse impact on our business and prospects.




Sources of Returns Predictability
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Psychological Constraints of Investors and Abnormal Returns to
Government Dependent Firms

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

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

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

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

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

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

Firm_Age Anlst Anlst_Res TO IVOL Vity Res MV
n e e W e ® O
GDStrensth g o467+ % 0.0374°* 0.0354°  0.0358°
(1.716) 1.048)/ (2.482) (1.793)  (2.251)
BM 0000200 -0.000605 -0.00105 -0.000315 -0.000372  0.00114
(-0.222)  (-0.730)  (-1.242)  (-0.358)  (0.410)  (-0434)  (1.547)
MCAP  -0.00305°**-0.00305*** -0.00212*** -0.00316*** -0.00374*** -0.00374*** _0.0144***
(-6.283)  (-5.886)  (-5.082) (-T.149)  (-T.494)  (-7.659) (-19.885)
AG -0.00447*** -0,00576"** -0.00557** -0.00546™** -0.00510°** -0.00377*** -0.00681***
(-4.051)  (-4.738)  (-4.610)  (-6.928)  (-6.200)  (-5.548)  (-6.782
BHRIZM 000224 0.000603 0.000766 -0.00145 -0.000395 -0.000383 -0.0060
(1.479)  (0.413)  (0.513)  (-0.945)  (-0.293)  (-0.291)  {-4.560)
ROA 000327 -0.000171 -0.000910 -0.00118 -0.000771 0.00192  0.00509
(-0.641)  (-0.032)  (-0.160)  (-0.281)  (-0.202)  (0.499)  (1.411)
IMR 0.00583"*" 0.00206™° 0.00287°* 0.00495°"% 0.00691°** 0.005707** 0.003767""
(3.045)  (2219)  (2.150)  (4439)  (5.238)  (4.286)  (3.015)
Brry 1.520 1.837 1.721 2.512 0.501 1.031 1.224
(0.548)  (0.823)  (0.786)  (1.101)  (0.261)  (0.486)  (0.545)
Aorr 2617  -5.951°** _5.814*** _3607**  _3606** -2.772° 4640
(-1431)  (-3.202)  (-3.050)  (-2.220) (-2.187)  (-1.914)  (-3.039)
Aes 3.312 2.038 1911 1.582 0.112 0.0433 1.073
(0.826)  (0.529)  (0.478)  (-0.489)  (0.038)  (0.016)  (0.340)
BrEcL 2,051 2205 2525 0.225 00132  -05368  -0.167
(-1.092)  (-1.096)  (-1.238)  (0.091)  (0.006)  (-0.229)  (-0.081)
Brail risk  0.00322°% 0.00339°** 0.00354*** 0.000833 0.00211°  0.00151  0.00262°
(2197)  (2618)  (2730)  (0.606)  (1.730)  (L.358)  (2.446)
Election Yrs 0.00747**  0.0101°"* 0.00824°% 0.0124*** 0.0109°°* 0.0106°™* 0.0307°"
(2173)  (2842)  (2495)  (3205)  (3.418)  (3.200)  (9.319)
Constant  0.00916** 0.00965°** 0.00699°* 0.0111*** 0.0115°** 0.0107*** 0.0281***
(2.307)  (3.061)  (2.316)  (3.194)  (3.727)  (3.504)  (9.128)




Investor Inattention and Valuation Uncertainty

Firm_Age Anlst Anlst_Res TO IVOL Vity Res MV
8) (9 (10) (11 (12) 13) (14)
GDStrength 03177 0.0135 0.0134 0.0264™  0.000858 0.0182*  0.0289™"
(2716)  (1.031)  (0.993) (2.333)  (0.094) (L.764)  (2.309)
BM -0.000361 -0.000638 -0.000326 0.00125** 0.00102** 0.000559 -0.00135
(-0.404)  (-0.637)  (-0.339) (2.254)  (2.156)  (L.046)  (-1.531)
MCAP -0.0016177* -0.00106™* -0.00101*% -0.000909*** 0.00128** -0.0000201 -0.00540%*~
(-4.871)  (-2.215)  (-2.084)  (-3.075)  (4.442) (-0.080) (-11.341)
AG -0.0036277* -0.005777** -0.00576"** -0.00155" -0.000899 -0.00104 -0.00202%*~
(-4.962)  (-5.143)  (-5.008)  (-1.745)  (-0.780) (-1.114)  (-4.385)
BHRI12M -0.000111  0.00118 0.00122  0.005117** 0.00633** 0.00998*** 0.000185
(-0.074)  (0.507)  (0.527) (3.581) (4.638)  (5.431)  (0.106)
ROA 0.00268 -0.00369  -0.00302 0.0124%*% 0.0286%*% 0.0138°*% -0.0105*%
(0.742)  (-0.621)  (-0.524) (4.145)  (10.360)  (4.039)  (-2.113)
IMR 0.00364*%* 0.003177** 0.003347** 0.00252*** 0.000504 0.00219%%* 0.00413**~
(4.228)  (2.812)  (2.933) (3.046)  (0.624)  (2.946)  (4.286)
Bepu 1.326 5.0317" 4.9017 -0.0389 3.3617 5.6607" -0.427
(0.644)  (2.052)  (1.952) (-0.019)  (1.816)  (2.312)  (-0.182)
Berr -4.148%~ -1.720 -1.925 -4.65277% 443077 -8.1807"* -2.564
(-2.591)  (-0.738)  (-0.864)  (-2.849)  (-2.911) (-4.240)  (-1.341)
Basl -1.717 -4.933 -4.201 0.732 -3.320 -1.809 -1.152
(-0.567)  (-1.269)  (-1.097) (0.233)  (-0.950) (-0.540)  (-0.368)
BREGL 0.363 -2.203 -2.107 -1.714 -2.845 -4.093% 1.306
(0.177)  (-0.789)  (-0.765)  (-0.983)  (-1.496) (-1.656)  (0.520)
BTait Risk 000111  0.00103  0.00101 0.00165  -0.00166 0.00220  0.00159
(0.816) (0.591)  (0.586) (1.422)  (-1.065) (1.530)  (1.006)
Election Yrs 0.00386**  0.00453 0.00353 0.00271 -0.00264 -0.00131 0.0215°*°
(2.269) (1.110)  (0.877) (1.305)  (-1.487) (-0.783)  (5.337)
Constant 0.00590***  0.00543 0.00557 0.00431**  -0.00303* 0.00219 0.0211***
(2795)  (L.571)  (1.592) (2.350)  (-1.908)  (1.331)  (6.076)




Sources of Returns Predictability
0000000000000 0e0

Conclusion

e Government dependency (GD) significantly predicts future returns
o Earns up to 5.4% of abnormal returns per year
o Can increase the Ex-Post Sharpe ratio of tangency portfolio by 18%

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

o Atypical Structure of government contract and/or information
asymmetry between contractor and contractee may be contributing
e Firms probability of winning future material contracts goes up

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

e Investor inattention and valuation uncertainties may be
contributing to the effect

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

juli (U of U)
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