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Abstract: This study examines the role of political stability in a firm’s financial performance in
Bangladesh. By considering 139 listed companies from the Dhaka Stock Exchange over the period
of 2011 to 2020, we applied a dynamic generalized method of moments (GMM), dynamic quantile
regression and dynamic threshold regression. The empirical evidence of this study shows a
significant positive impact of political stability on Bangladeshi firms’ financial performances. Using
dynamic quantile regression, we found a positive impact of political stability in the firms’ upper and
lower quantiles. Additionally, we found the threshold effect of political stability on the firms’
performance to have a score of 13.680. This study contributes theoretically and empirically by
examining the importance of political stability on financial performance. For the investors,
policymakers and other stakeholders, this study provides evidence of a threshold of political stability
on a firm’s financial performance.
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1. Introduction

Political instability significantly impacts business performance, followed by crime, theft, violence
and corruption (Batzilis, 2020; Kirikkaleli, 2020). Emerging-market nations are highly vulnerable to
political risk, corruption and violence (Acharya et al., 2015; Diamonte et al., 1996; Marquis & Raynard,
2015). Thus, companies in emerging economies face a tremendous challenge to bear those economic
uncertainties, and, recently, COVID-19 fueled the economic uncertainties more (Abdullah et al., 2022).
Business organizations play a significant role in the economic development of an emerging economy,
and a firm’s financial performance and profitability is an essential topic in the finance literature.
Researchers, policymakers and regulators always tend to figure out the main driver of and barriers to
a firm’s financial performance. Many previous studies figured out different firm-specific, industry-
specific and macroeconomic determinant factors of a firm’s profitability (Abdullah, 2015; Altayligil
& Cetrez, 2020; Killins, 2020; Nguyen & Nguyen, 2020). The principal macroeconomic factors
figured out by previous studies are the gross domestic product (GDP), inflation, foreign direct
investment, taxation system, etc. Few prior studies were set to reveal the impact of political instability
on firm performance (Hosny, 2020; OuA et al., 2020).

Our research is focused on Bangladesh, which is apparently one of the emerging economies with
rapid economic growth. As of 2020, Bangladesh’s GDP is USD 323.06 billion, which puts it in the
40th position out of 184 countries (source: The World Bank). Moreover, Figure 1 shows that the GDP
of Bangladesh has been growing rapidly over the past decade. Additionally, Figure 2 shows that
political stability has also been increasing and becoming much more stable over the past decade. For
instance, Rahman and Rashid (2018) implied that political stability enhances corporate growth, which
eventually increases economic growth through different streams, e.g., price level, tourism sectors,
exports and imports of Bangladesh. Overall, this rapid growth of the GDP and stability of the political
condition motivated us to examine how firm performance responds to political stability. Empirically,
it is unknown how political stability impacts firm performance in Bangladesh.
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Figure 1. GDP of Bangladesh.
Note: GDP (constant exchange rate 2015 USD$) in billions (source: The World Bank Group).
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Figure 2. Political stability score of Bangladesh.
Source: International Country Risk Guide.

Existing literature only focuses on how political stability affects different macroeconomic aspects,
such as institutional quality (Abreo et al., 2021; Borojo & Yushi, 2020; Bucciol, 2018; Uddin et al.,
2020), economic growth (Constantine, 2017; Goldsmith, 1987; Roe & Siegel, 2011; Tiwari, 2013;
Uddin & Habibullah, 2013; Uddin et al., 2017b), foreign direct investment (Anyanwu & Yaméogo,
2015; Dupasquier & Osakwe, 2006; Hoque et al., 2018; Kim, 2010; Kurecic & Kokotovic, 2017) and
the inflation rate (Tiwari, 2013). However, there is no study in the existing literature that examines the
relationship between political stability and firms’ financial performance in the context of Bangladesh.
Few studies analyzed the effect of political instability on a bank’s profitability. Hosny (2017) surveyed
6,083 private firms, and 47% indicated that their growth is hampered by political instability. Yahya et
al. (2017) found a positive impact and Athari (2021) found a negative impact of political instability on
bank profitability; their findings were not robust, and their sample size was minimal. Moreover, they
did not consider panel data methodologies, which provide a more robust estimation. Thus, this study
applies a dynamic panel generalized method of moments (GMM) to examine the relationship between
political instability and a firm’s financial performance. Furthermore, this study covers different firms
from different industries, so quantile regression has been applied to test the same hypothesis for the
robustness of the results.

Olson’s theory suggests that political stability does not affect economic activity up to a certain
level. Thus, political stability has a threshold effect on firm’s financial performance (Goldsmith, 1987).
So, firms operating in emerging economies are habituated to political uncertainty. The question
remains: what level of political stability is required for a firm’s stable financial performance? No
previous study has shown the threshold effect of political stability on a firm’s financial performance.
The threshold shows the intensity level that is just scarcely visible (Hansen, 1999). Subsequently, this
study aimed to find out the threshold of the political stability of Bangladesh.

This study provides several contributions, as follows:

1. Itis the first attempt to theoretically and empirically examine the importance of sound political

conditions on financial performance in the context of the Bangladesh.

2. This study also examined Olson’s theory of a political stability threshold.

3. This study can work as a guide for the emerging economies, as international investors would
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be able to get an overview of political stability impact performance.

4. For the policymakers, regulators and investors, this study provides evidence of the threshold

of political stability on a firm’s financial performance.

5. This study also provides some critical policy recommendations for regulators, governments,

policymakers and investors.

The rest of the paper is organized as follows. Section 2 provides a brief literature review; Section
3 discusses the data and methodology of this study; Section 4 elaborates the results and findings;
Section 5 continues the discussion of the results and presents some policy implications; finally, it ends
with Section 6 as the conclusion.

2. Literature review

The literature review for this study is divided into two major parts:

1. The role of political stability on the macroeconomic aspect.

2. the role of political stability on firms’ aspect.

In the related literature on the macroeconomic aspect, many studies have been conducted to figure
out the effect of political stability from an economic perspective, i.e., foreign direct investment
(Anyanwu & Yaméogo, 2015; Dupasquier & Osakwe, 2006; Hoque et al., 2018; Kim, 2010; Kurecic
& Kokotovic, 2017) and economic growth (Goldsmith, 1987; Roe & Siegel, 2011; Tiwari, 2013; Uddin
& Habibullah, 2013; Uddin et al., 2017b). Foreign direct investment is a significant source of capital
for local firms. However, Lucas (1990) argued that political instability hinders the foreign investment
flow. Focusing on the empirical research on Bangladesh, Chowdhury (2017) showed that, in
Bangladesh, the regulatory quality and political stability increase foreign direct investment inflow.
Additionally, Das et al. (2021a) showed that institutional quality reduces capital flight in Bangladesh.
On the other hand, few studies on African nations found political instability also as a substantial
obstacle to foreign capital entry (Anyanwu & Yaméogo, 2015; Dupasquier & Osakwe, 2006). Another
study by Kurecic and Kokotovic (2017) applied the Granger causality test and Autoregressive
Distributed Lag (ARDL) models to different countries with different political conditions. This study
concluded a long-term association between foreign direct investment and political stability in
developing economies. Kim (2010) also concluded similar results, i.e., that there is a low flow of
foreign direct investment in politically unstable countries, and that there is a high foreign direct
investment flow in stable countries. Another group of studies argued that sound political stability
increases overall economic growth. Uddin et al. (2017b) applied a dynamic GMM and quantile
regression to 120 developing nations’ data covering 1996 to 2014 to examine the relationship between
economic growth and political stability. This study concluded that Organization of Islamic Cooperation
(OIC) countries are much more politically unstable, and that this is creating a massive barrier to
economic growth. Another study by Tiwari (2013) examined the impact of political stability on
economic growth and the tax system. This study applied quantile regression to 98 countries’
unbalanced data and 57 countries’ balanced data from 2002 to 2008. This study found that political
stability affects the tax system in lower and somewhat higher quantiles, but does not affect the highest
and immediate quantiles.

Regarding firm performance, we found a different mix of studies. While the majority of studies
have focused on the determinants of a firm’s financial performance (Abdullah, 2015; Ahmed et al., 2017;
Dietrich & Wanzenried, 2011; Fairfield & Yohn, 2001; Gruszczynski, 2006; Hosny, 2020; Nariswari &
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Nugraha, 2020; OuA et al., 2020; Taani & Hamed Banykhaled, 2011), another group of studies focused
on the effect of different institutional quality factors on firm performance, i.¢e., bank performance (Athari,
2021; Yahya et al., 2017) and firm performance (Jens, 2017; Julio and Yook, 2012; (Ahmed et al., 2022;
Hillman & Hitt, 1999; Marquis & Raynard, 2015; Zhao, 2012). Uddin et al. (2017a) examined the effect
of socio-economic factors on the sector of Bangladesh, and they uncovered that there is no significant
association between political stability and bank profitability. However, they posited that there must be
some sort of relationship between political stability and bank profitability. A study by Colak et al. (2017)
contended that the ambiguity of the political condition of an economy upsurges the uncertainty of the
potential returns from investment. Moreover, firms tend to slow their business expansion process and
hold their cash flow due to political instability. Thus, firms incur enormous opportunity costs (Jens,
2017; Julio & Yook, 2012). According to Roe and Siegel (2011), political instability deteriorates
financial market development and institutional quality, eventually hindering a firm’s financial
performance. Moreover, existing literature argues that the degree of successful management of relations
with government determines the competitive position operating in weak or unstable circumstances
(Hillman & Hitt, 1999; Marquis & Raynard, 2015; Yoftie, 1988).

Besides, according to Marquis and Raynard (2015), the volatility of a firm’s financial performance
is highly connected to interpersonal networks and personal ties. Thus, a firm always intends to maintain
a good relationship with the government by doing different philanthropic activities (Hillman & Hitt,
1999; Marquis & Raynard, 2015; Zhao, 2012). A recent study examined the effects of political risk and
global economic policy uncertainty on different banks’ profitability based on Ukraine’s policy from
2005 to 2015 over a 10-year period. This study found a negative impact of political risks on Ukrainian
banks (Athari, 2021). Yahya et al. (2017) adopted ordinary least square regression to examine the effects
of political stability on banks’ profitability by using the data from 2010 to 2014 in Yemen. This study
argued that political stability has a negative effect on Yemeni banks’ profitability. Thus, this result
contradicts the result of Athari (2021). Moreover, both studies did not consider the dynamic panel and
quantile regression models or different industry data. Shaddady (2021) suggested that an organization’s
primary objective is to reduce the uncertainty and risks related to political instability. Moreover, political
stability decreases the degree of economic uncertainty, which eventually assists the business
development process. Economic uncertainty increases production and transaction costs, reducing
business profitability (Borojo & Yushi, 2020). Governmental stability creates the conditions for
businesses to succeed and grow by fostering improved business confidence through stable, predictable
and dependable political processes. With a transparent power transition of governments, a favorable
environment for businesses to grow is created (Manolova et al., 2008). Petracco and Schweiger (2012)
analyzed the effect of the conflict between Russia and Georgia in 2008 on firms’ sales. This study found
a significant negative impact of political instability on firms’ sales and export.

Moreover, Hosny (2020) examined the effects of political instability on firm performance by
using firm-level data covering 592 firms in Tunisia; they found a negative association. Another study
used a survey of 361 firms in the Ivory Coast to examine the microeconomic impact of political
instability on firm performance in the Ivory Coast. This study found a negative relationship with firm
performance (OuA et al., 2020). Another study surveyed 80 firms to determine the barriers to a firm’s
growth (Ayyagari et al., 2008). Many respondents of this study argued that political instability directly
hinders the firm’s growth. Another study by Avina (2013) argued that the profitability of many firms
decreased due to the political instability in the Arab countries. Another study by Hoque et al. (2018)
argued about the endogeneity among stock market development and foreign direct investment with the
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moderating effect of political instability. This study employed ARDL and a hierarchical regression
approach by using the data from 1993 to 2016 in Bangladesh. It found negative long-run and short-run
moderating effects on stock market development. Roxas et al. (2012) applied logistics regression to
the business performance index data of 751 companies in South Africa. They found an insignificant
negative association between business performance and political instability. A recent study by Gaganis
(2019) analyzed 40,000 small and medium-sized enterprise (SME) firms’ data from 25 European
Union countries’ data covering the period from 2006 to 2014. This study argued that a corruption-free
economy is a primary condition for sound business, and that corruption is reduced by stable political
conditions. Overall, the literature only contains a few bank’s performance-related studies on political
stability with unclear results, and there is no evidence on firms’ financial performance, particularly in
Bangladesh. Consequently, the above arguments show that the stable political condition of a country
is favorable for the daily operations of firms. Thus, we present the following hypothesis:

HI: There is a positive association between political stability and a firm's financial performance.

However, the effect of political stability on a firm’s financial performance might be nonlinear.
According to Max Weber’s theory, the government’s authorized use of physical force is necessary for
political stability. Suppose that the government is unable to provide fundamental services to its citizens,
such as security and the capacity to obtain food and shelter. In that case, it loses its authority to enforce
laws, resulting in political instability (Wolin, 1981). Political stability reduces corruption and other
barriers to a firm’s financial performance (Diamonte et al., 1996; Kurecic and Kokotovic, 2017).
According to Olson’s theory, political instability and stability are dichotomous. Political stability starts
boosting the economy after a threshold. Subsequently, lower political stability does not affect economic
activity (Goldsmith, 1987). Thus, based on Olson’s theory, the following hypothesis was developed:

H?2: There is a threshold effect of political stability on a firm's financial performance.

Overall, the above literature highlighted that political stability has an impact at the
macroeconomic and firm levels. However, it is still inconclusive on how domestic-level political
stability affects the firm performance, and on the nonlinear or threshold effect of political stability on
firm performance. Therefore, in light of these knowledge gaps, this study contributes to the literature
by adding new empirical evidence through the use of linear and nonlinear analysis.

3. Methodology and data
3.1. Data

This study aimed to inspect the effects of political stability on a firm’s financial performance.
Emerging market firms are more vulnerable to political risk factors (Diamonte et al., 1996; Marquis &
Raynard, 2015). However, over the past decade, the political stability of Bangladesh has been increasing.
Therefore, we selected Bangladesh as a sample country. We collected the firm-related data from the
Refinitiv Datastream database, where 360 Bangladeshi firms have data available. However, most of them
have been added recently, and there are many missing values. Thus, based on the data available at
Refinitiv Datastream, and with the aim of covering as many companies and years as possible, we selected
139 firms in Bangladesh and a sample period covering the period from 2011 to 2020. The selected
variables and their data sources are described in Table 1. The dependent variable, i.e., the return on assets
(ROA), was taken as the proxy for the firm financial performance. Political stability is the independent
variable measured through the proxy "Political Stability and Absence of Violence/Terrorism" of
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worldwide governance indicators from The World Bank, and it can be described as follows: “Political
Stability and Absence of Violence/Terrorism measures perceptions of the likelihood of political
instability and/or politically motivated violence, including terrorism” (WGI, 2020). Moreover, this study
applied the methodology of Altman and Hotchkiss (2010) to calculate the Altman Z-Score (Z). The
Altman Z-score is the estimation of the likelihood of a publicly traded firm’s solvency.

Table 1. Variable specification.

Variables  Definition Calculation Reference Data Source

Dependent Variable:

ROA Return on assets (ROA) is a (Net Income / Athari, 2021; Refinitiv
financial ratio that shows how Total Gaganis et al., Datastream
profitable a business is in relation to  Assets)*100 2019
its total assets.

Independent Variable:

PS Political Stability and Absence of * Tiwari, 2013; World
Violence/Terrorism is the percentile Uddin et al., 2017b  Governance
rank term of the likelihood of Indicators,
political instability and/or The World

politically motivated violence, Bank
including terrorism, ranging from 0
(lowest rank) to 100 (highest rank)

Firm-Specific Variables:

SIZE Firm Size Natural Dietrich & Refinitiv
Logarithm (Total ~Wanzenried, 2011  Datastream
Assets)
LEV Leverage Total Liabilities/  Athari, 2021; Refinitiv
Total Equities Gaganis et al., Datastream
2019
EPS Earnings per share refer to the (Net Income- Dietrich and Refinitiv
monetary value of a company’s Preferred Wanzenried, 2011  Datastream
earnings per outstanding share of Dividend) /
common stock. Shares
Outstanding
Z The Altman Z-score is the result of  See Altman & Abdullah, 2021 Refinitiv
a credit-strength test that determines Hotchkiss (2010) Datastream
the likelihood of a publicly traded
company going bankrupt.
NPM Profit margin is a measure of (Net Income/ Nariswari and Refinitiv
profitability. Revenue)*100 Nugraha, 2020 Datastream
MVBV The market-to-book value ratio Market Abdullah, 2015; Refinitiv
compares the market value of a Value/Book Gan et al., 2020 Datastream

company with its book value. Value
Note: *: see http://info.worldbank.org/governance/wgi/Home/Documents#wgiAggMethodology for the

calculation methodology for Political Stability and Absence of Violence/Terrorism.
3.2. Methodology

To test the first hypothesis, we employed static and dynamic panel regressions. Moreover, we
have employed dynamic panel quantile regressions to examine the robustness of the static and dynamic
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models, where quantile regression considers regression over conditional distribution. Finally, to test
our second hypothesis, we employed threshold regression. Further details of each method are
elaborated on in the following subsections.

3.2.1  Dynamic panel model

According to different scholars’ opinions, the dynamic panel data GMM is more efficient because
it uses more determinant factors and features (Arellano and Bond, 1991; Hayakawa et al., 2007; Uddin
et al., 2020). The lagged effect should be considered as a determination of the firms’ indicators, which
could affect their next year’s performance (Uddin et al., 2020). This study also argued that the
correlation between predictors and lagged independent variables, unobserved endogeneity and
heterogeneity indicates that fixed- or random-effects models may not be suitable for the estimation of
balanced panel data. For this instance, we applied the dynamic system GMM suggested by Arellano
and Bond (1991) and Hansen (1982). The equation for the GMM is as follows:

Yie=aYe 1+ B Xie +B2Zi + 1 + €t (1)

Here, Y; ; denotes the dependent variables, Y; ,_; denotes the dependent variables in the year t —
1, X; is a vector of independent variables, Z; is a vector of firm specific explanatory variables, p; is
the firm-specific time-invariant effect which allows for heterogeneity across firms and ;¢ is the
error term.

3.2.2  Dynamic quantile regression

The sample of this study consisted of industries with different levels of firm sizes and different
levels of operational exposure. For example, the bank’s asset size is larger, and their area of operations
covers the full country. Subsequently, ordinary least squares were applied to consider only normally
distributed error, which is an assumption that is not correct for this study sample, as political stability
and other variables follow a skewed distribution. Moreover, the variables were from different
industries’ firms, and they consisted of outliers and heavy-tailed distributions because their sizes are
different. In this case, quantile regression output more robust results than the ordinary least square
regression model.

Additionally, ordinary least square regression models only consider the mean, but quantile
regressions can explain the whole conditional distribution of the outcome variable (Das et al., 2021b;
Tiwari, 2013). By following the quantile regression model of Koenker (2004) and Baker (2016), we
applied dynamic quantile regression to examine whether different stages of firm performance are
affected by political stability and other firm-specific variables. Thus, the dynamic quantile regression
can be written as:

Vit = BoYit-1+x / itﬁl + & Quanty (Vi xi) = x / itBo(Us) ()

Here, t denotes time, i denotes a firm, y;; denotes firm performance, y;,_;1 denotes the lagged
firm performance, x';; denotes the vector of political stability and firm-specific variables, 8 denotes
the vector of factors to be calculated and € denotes the error term. Quantg denotes the conditional
quantile, whereas the general disturbance term is denoted by U.
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3.2.3  Dynamic threshold regression

Finally, this study aimed to conduct a threshold analysis to determine the threshold level of
political stability for the standard level of firm performance. Dynamic threshold regression analysis
was estimated for one threshold value of political stability for the threshold analysis. Equation 3
describes the model of threshold regression, which has been derived from Seo and Shin (2016).

yie =i +8x"  +k(qie —vV)Uqe > v} + e 3)

Here, y;; denotes the dependent variable firm performance, and the threshold variable is defined
as q;;; ¥ denotes the threshold value, x';; indicates the explanatory and lagged dependent variables and
&; ¢ indicates the error term.

4. Results
4.1. Descriptive statistics and correlation analysis

The results of descriptive statistics and correlation analysis are presented in Table 2. The results
of the descriptive statistics denote that LEV, NPM and EPS are highly volatile, as the standard
deviations were 9.68, 18.55 and 11.12, respectively. As this data consist of different sizes of industries
and differently sized firms, this volatility is expected. The mean size was 23.66 for the sampled
companies. Nevertheless, the mean value of EPS denotes that few companies performed better in terms
of stock performance. Almost all variables were positively skewed, except the ROA and NPM.

Table 2. Descriptive statistics and correlation analysis results.

Variables ROA SIZE LEV NPM EPS MVBV Z PS

N 1,390.00 1,390.00 1,390.00 1,390.00 1,390.00 1,390.00 1,390.00 1,390.00
Mean 6.67 23.66 5.38 16.89 6.91 1.45 0.94 11.94
SD 8.22 1.83 9.68 18.55 11.12 2.08 1.19 3.12
Min -3.18 18.23 —26.25 —5.34 0.01 0.04 —2.33 7.58
Max 31.81 27.98 139.85 74.17 46.22 8.51 4.02 16.67
SKW 1.45 —0.05 7.2 1.5 2.63 2.19 0.11 0.28
KRT 4.53 2.3 83.1 5.1 9.15 7.26 4.64 1.57
Variables ROA SIZE LEV NPM EPS MVBV Z PS
ROA 1.00

SIZE 0.19***  1.00

LEV —0.29*** —-0.18*** 1.00

EPS 0.47***  0.06** —0.08*** 1.00

4 0.37***  0.15***  —-0.28*** 0.24***  1.00

NPM 0.54***  0.16*** -0.04 0.59***  0.26***  1.00

MVBV 0.35***  0.01 —0.15*** 0.25***  0.23***  0.35*** 1.00

PS 0.08***  0.04* —0.01 0.04* 0.09***  -0.01 —0.07*** 1.00

Note: N= Number of Observations, SD= Standard Deviation Min= Minimum, Max= Maximum, SKW=
Skewness, KRT= Kurtosis, Significance levels: *** p<0.01, ** p<0.05, * p<0.1.
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Furthermore, Pearson correlation analysis was conducted to examine the correlations among the
variables. Table 2 indicates a significant positive correlation between the dependent variable financial
performance (ROA) and the primary independent variable political stability (PS). Other variables had
a statistically significant positive correlation with ROA, except LEV. Previous studies also found a
similar association between financial performance and firm-specific variables (Abdullah, 2015;
Ahmed et al., 2017; Dietrich & Wanzenried, 2011; Fairfield & Yohn, 2001; Gruszczynski, 2006;
Nariswari & Nugraha, 2020; Taani & Hamed Banykhaled, 2011).

4.2. Dynamic panel model results

At first, static models, i.e., pooled ordinary least squares (OLS), fixed-effects and random-effects
regressions, were analyzed to check the validity of the dynamic model; finally, seven dynamic GMMs
were developed as a result of the inclusion and exclusion of firm-specific variables in the model; the
results are presented in Table 3. The results of pooled OLS, fixed-effects and random-effects
regressions show that there is a significant positive impact of political stability on firm performance.
Specification tests were conducted to compare the static model, and the results are presented in Table
A.1 (Appendix A). The Breusch-Pagan Lagrangian multiplier test null hypothesis was that the random-
effects variance was zero, and the p-value rejected the null hypothesis and suggested random eftects.
Moreover, the results of the Hausman test of the fixed-effects vs. random-effects and fixed-effects vs.
pooled OLS p-value rejected the null hypothesis and suggested that the fixed-effects model is better;
and, the u; = 0 F-test p-value showed the fitness of the fixed-effects model. However, the Wooldridge
serial correlation test p-value results rejected the null hypothesis of no serial correlation. This test result
indicates that serial correlation existed in our static models; thus, finally, we shall move to dynamic
panel models.

The results of the GMM estimator revealed that, for Model 1, political stability had a significant
positive impact on a firm’s financial performance. Other firm-specific variables had a significant positive
impact on an individual firm’s financial performance, except LEV. The diagnostic test p-values (AR(1),
AR(2), Hansen test) indicate that GMMs are reasonably well specified. The over-identification
restrictions were not rejected by the Hansen test or the absence of a second-order serial correlation. There
was no instrument proliferation of estimations because the number of instruments was less than the
number of cross-sectional dimensions. Moreover, the lag effect of the ROA was significant throughout
all models. Considering all of the statistical test results of all models, this study indicated that all models
were statistically significant. Our results show that LEV is negatively associated with firm performance,
which is the expected outcome, as high leverage works as a double-edged sword. Relating to our results,
prior studies suggest that investors always tend to get a higher EPS from their invested firms, that firm
size is positively related with firm performance and that the size and EPS positively affect their financial
performance (Dietrich & Wanzenried, 2011; Taani & Hamed Banykhaled, 2011).

Furthermore, we used the Worldwide Governance Indicators’ political stability and absence of
violence data as the proxy for political stability (PS). We found a statistically positive impact of
political stability on individual firms’ financial performance. This result indicates that, if political
stability increases by one point, this will increase the firm’s financial performance by 0.046 units of
the sampled firms. According to Goldsmith (1987), the theory of Olson argues that political instability
and stability are dichotomous, and political stability starts boosting the economy after reaching a
threshold. The results of this study are consistent with those of previous studies (Jens, 2017; Julio &

Quantitative Finance and Economics Volume 6, Issue 4, 518-536.



528

Yook, 2012; Kim, 2010; Uddin et al., 2017b; Zhao, 2012). Therefore, this supports the hypothesis of
this study, 1.e., that political stability positively affects a firm’s financial performance.

Table 3. Political stability and firm financial performance results: pooled OLS, fixed
effects, random effects and dynamic panel GMM results.

Variables POLS FE RE GMM1 GMM2 GMM3 GMM4 GMM5 GMM6 GMM7
L.ROA 0.434** 0.435** 0.493** 0.385** 0.479** 0.447** 0.470**
* * * * * * *
(0.048) (0.048) (0.045) (0.051) (0.048) (0.051) (0.053)
SIZE 0.304** 0.267** 0.296** 0.215** 0.264** 0.218** 0.235** 0.246** 0.133*
* * * * * * * *
(0.094) (0.081) (0.089) (0.071) (0.073) (0.070) (0.070) (0.075) (0.070)
LEV -0.167 -0.049 -0.133 -0.107 -0.107 -0.109 -0.123 -0.109 -0.100
(0.018) (0.018) (0.019) (0.020) (0.020) (0.021) (0.020) (0.020) (0.022)
EPS 0.140** —0.091  0.116** 0.042** 0.045** 0.040** 0.035 0.089** —0.032
(0.019) (0.027) (0.022) (0.020) (0.020) (0.020) (0.022) (0.021) (0.022)
Z 0.894** 0.630** 0.754** 0.785** 0.819** 0.987** 0.833** 0.877** 0.723**
(0.153) (0.150) (0.156) (0.164) (0.162) (0.157) (0.166) (0.165) (0.166)
NPM 0.147** 0.043** 0.095** 0.063** 0.063** 0.055** 0.080** 0.073** 0.142**
* * * * * * * * *
(0.012) (0.012) (0.012) (0.013) (0.012) (0.013) (0.012) (0.012) (0.021)
MVBV 0.534** —-0.535 0.163* 0.335** 0.318** 0.280** 0.385** (.352** (0.451**
(0.087) (0.092) (0.091) (0.075) (0.072) (0.092) (0.078) (0.075) (0.086)
PS 0.163** 0.158** 0.153** 0.049* 0.046* 0.051* 0.056** 0.060** 0.049* 0.047*
(0.054) (0.042) (0.047) (0.026) (0.026) (0.026) (0.026) (0.029) (0.028) (0.027)
Constant  —6.647 -1.175 —4.801 —4.010 1.058** —6.155 -3.960 —4.213 —4.315 -2.560
*k*k ** ** *k*k ** ** **
(2.291) (1.966) (2.168) (1.741) (0.473) (1.702) (1.703) (1.681) (1.862) (1.728)
Observati 1,390 1,390 1,390 1,251 1,251 1,251 1,251 1,251 1,251 1,251
ons
Yearand Yes Yes Yes
firm
fixed
effects
R- 0.441 0.091
squared
Number 139 139 139 139 139 139 139 139 139 139
of Firms
Serial 0.000
correlation
AR(1) 0.000 0.000 0.000 0.000 0.000 0.000 0.000
AR(2) 0.624 0.652 0.549 0.682 0.555 0.829 0.388
Hansen 0.106 0.134 0.0748 0.173 0.153 0.103 0.0792
Number 37 36 36 36 36 36 36
of
Instrume

nts

Note: STATA Command: xtabond2 two-step system GMM, Dependent variables= Firm Financial Performance (ROA),
POLS= Pooled Ordinary Least Square, FE= Fixed Effects, RE= Random Effects, Serial correlation= Wooldridge Serial

Correlation Test P-Value, Hansen = Hansen Test P-Value. Significance levels: *** p<0.01, ** p<0.05, * p<0.1; Standard

errors are in parentheses and second-order autocorrelations of errors are rejected.
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4.3. Dynamic quantile regression results

The dataset of this study comprised different industries’ firms, and the values of their variables
differ from each other; it has been validated by using descriptive statistics standard deviation values
(Tiwari, 2013; Uddin et al., 2017b). To check the robustness, quantile regression was applied to Model
1 of the GMM. The results of quantile regressions are presented in Table 4. This study considered 10%
to 90% in the 10% interval interquartile range for quantile regression. The outputs for all variable
quantiles are presented in Table 4 and Figure 3. The results indicate that there is a statistically
significant positive effect of political stability on the small-sized to large-sized firm’s financial
performance. Across all quantiles (10% to 90%), political stability had a significant impact on
individual Bangladeshi firms’ financial performance, similar to GMM 1.

Table 4. Results of dynamic quantile regression analysis.

Q(0) Q0 Q0 Q(40) Q(0) Q60 Q(70)  Q(80)  Q(90)
L.ROA 0.067**  0.396**  0.608**  0.694**  0.805**  0.788**  0.774**  0.754**  0.692**

* * * * * * * * *
(0.004)  (0.002) (0.001)  (0.015)  (0.001)  (0.007)  (0.002)  (0.003)  (0.007)
SIZE 0.443**  0503**  0.368** 0.103** 0.216%* 0.159**  0.244** 0.267**  0.069*
* * * * * * * *
(0.016)  (0.007)  (0.003)  (0.009)  (0.002)  (0.015)  (0.005)  (0.004)  (0.039)
LEV ~0.059%  —0.056* —0.054* —0.057* —0.060* —0.062* —0.059* —0.058* —0.087*
** *%* ** ** ** ** ** ** **
(0.004)  (0.003)  (0.000)  (0.002)  (0.000)  (0.004)  (0.001)  (0.001)  (0.007)
EPS 0.036%*  0.014** 0.048** —0.010  0.011** —0.001  0.006** —0.016* —0.049*
* * * * * ** **
(0.004)  (0.003)  (0.000)  (0.011)  (0.001)  (0.004)  (0.002)  (0.000)  (0.007)
z 0.463**  0.471**  0.253**  0.360**  0.497**  0.455%%  0.720%*  0.794%*  1.371%*
* * * * * * * * *
(0.020)  (0.026)  (0.005)  (0.007)  (0.008)  (0.020)  (0.009)  (0.008)  (0.041)
NPM 0.041%*  0.039%*  0.028** 0.014** 0.025%*  0.049**  0.054**  0.050%**  0.064**
* * * * * * * * *
(0.002)  (0.003)  (0.000)  (0.005)  (0.000)  (0.001)  (0.001)  (0.001)  (0.006)
MVBV ~0.010  0.041**  0.073**  0.029%* 0.278**  0.176**  0.430** 0.779%**  0.800**
* * * * * * *
(0.014)  (0.017)  (0.001)  (0.005)  (0.004)  (0.018)  (0.011)  (0.006)  (0.024)
PS 0.040%*  0.031**  0.015** 0.071** 0.021** 0.025** 0.029** 0.088**  0.300**
* * * * * * * *

(0.018)  (0.005)  (0.002)  (0.021)  (0.002)  (0.009)  (0.004)  (0.002)  (0.029)

Observatio 1,251 1,251 1,251 1,251 1,251 1,251 1,251 1,251 1,251
ns
Number of 139 139 139 139 139 139 139 139 139
groups
Note: STATA Command: qregpd quantile (0.10, 0.20, 0.30, 0.40, 0.50, 0.60, 0.70, 0.80, 0.90); Dependent variable= Firm

Financial Performance (ROA), Significance levels: *** p<0.01, ** p<0.05, * p<0.1; Standard errors in parentheses.

SIZE, NPM and Z were found to have a statistically positive relationship on a firm’s financial
performance. MVBYV had a significant positive impact across all quantiles, except its negative impact
for the 10% quantile. Nevertheless, LEV had a significant negative relationship with financial
performance across all quantiles. The positive association between firm financial performance and
political stability across the lower-to-upper quantiles in the quantile regression estimator validates that
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the GMMs and results are robust. Previous studies also found similar associations with political
stability (Hoque et al., 2018; Petracco & Schweiger, 2012; Uddin et al., 2017b).

EPS LEV L_ROA
0.05 0.04 0.80
- 0.60
0.00 0.09 /\f\ 0.40
0.05 -0.08 0.20
-0.10 0.00
T T T T T T T T T T T T T T T T T T T T T T T T T T T
,\QQ/Q%Q WSRO OP P ,\QQ’QQ)Q RO \Q(,/Q(bQ PR OP N
MVBV NPM PS
0.80 0.08 0.40
0.60 0.06
0.40 0.04 0.20
0.20 0.02
0.00 0.00 0.00
T T T T T T T T T T T T T T T T T T T T T T T T T T T
LSOO OO ® LR O PO
SIZE V4
0.60 1.50
effect 0.40 1.00
95% ClI 0.20 0.50
0.00 0.00
T T T T T T T T T T T T T T T T T T
,\QQ,QQ)Q WP OO S \QQ/QQ)Q PRSP0 P N

Quantile of ROA

Figure 3. Variable-wise quantile regression plots.
4.4. Dynamic threshold regression results

The last objective of this study was to find out the threshold for political stability impact on financial
performance. The dynamic panel threshold regression estimator results are presented in Table 5. The
bootstrapped linearity test p-value is significant at the 10% level, indicating a significant threshold effect.
The p-value (0.000) of the threshold coefficient () is statistically significant and rejects the null
hypothesis. Thus, the results indicate a threshold effect of political stability on a firm’s financial
performance, and the threshold for political stability was found to be 13.680. Before the threshold level
of PS (13.680), PS had negative impact on the ROA, and beyond the threshold, it became positive.
Interestingly, the results show significant implication of LEV, where, before the threshold level, LEV
shows a negative impact, whereas, beyond the threshold level, there is a positive effect. This result
indicates that, under sound political conditions, a firm can utilize their debt properly. Among other
variables, beyond the threshold level, the effects of SIZE and Z on the ROA increased significantly.

This result indicates that, if political stability becomes lower than 13.680, this will decrease a
firm’s financial performance by 1.62 points, whereas, if PS becomes higher than 13.680, the firm’s
financial performance will be increased by 0.190 points. So, 13.680 is the threshold level for political
stability to increase profitability. Therefore, this study shows a threshold effect of political stability on
a firm’s financial performance, which also supports Olson’s theory (Goldsmith, 1987).
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Table 5. Results of dynamic threshold analysis.

Variables PS < 13.680 PS > 13.680
(Before Threshold) (Beyond Threshold)

L.ROA 0.061*** 0.059***
(0.002) (0.003)

SIZE 0.065*** 0.289***
(0.011) (0.005)

LEV —0.056%** 0.055***
(0.001) (0.002)

EPS —0.111%** —0.014%**
(0.001) (0.001)

V4 0.375*** 0.500***
(0.009) (0.015)

NPM —0.010%** —0.006***
(0.001) (0.001)

MVBV —0.248*** —0.458%***
(0.005) (0.004)

PS —1.632%%*%* 0.190***
(0.035) (0.008)

Constant 23.616***
(0.539)

Y 13.680***
(0.062)

Number of Group 139

T 10

Linearity Test P-Value 0

Note: Stata: xthenreg grid num (100) trim_rate (0.1) boost (500), Coef. = Coefficients, SE = Standard Errors,
CI = Confidence Interval, Significance levels: *** p<0.01, ** p<0.05, * p<0.1.

This result indicates that, if political stability becomes lower than 13.680, this will decrease a
firm’s financial performance by 1.62 points, whereas, if PS becomes higher than 13.680, the firm’s
financial performance will be increased by 0.190 points. So, 13.680 is the threshold level for political
stability to increase profitability. Therefore, this study shows a threshold effect of political stability on
a firm’s financial performance, which also supports Olson’s theory (Goldsmith, 1987).

5. Discussions

By applying the dynamic panel GMM, we found that firm-specific variables positively impact a
firm’s profitability. The literature supports this finding, as previous studies found similar results
(Abdullah, 2015; Ahmed et al.,, 2017; Dietrich & Wanzenried, 2011; Fairfield & Yohn, 2001;
Gruszczynski, 2006; Nariswari & Nugraha, 2020; Taani & Hamed Banykhaled, 2011). We developed
seven models by including and excluding firm-specific variables and found that political stability has
a positive, statistically significant impact on firms’ profitability. Our result is consistent with those of
earlier studies (e.g., Hosny, 2020; OuA et al., 2020). This result also supports Olson’s theory of political
stability (Goldsmith, 1987). Subsequently, the results indicate that, if political stability increases by
one point, this will increase the financial performance by 0.046 units. Previous studies found similar
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associations between political stability and different variables (Jens, 2017; Julio & Yook, 2012; Kim,
2010; Uddin et al., 2017b; Zhao, 2012).

We also applied the quantile regression approach, as the sample consisted of differently sized
firms from different industries (Tiwari, 2013). The study yielded robust results across the lower-to-
upper quantiles (10% to 90%) and indicates a statistically significant positive impact of political
stability on a firm’s financial performance. A previous study on another emerging nation also found a
similar asymmetric effect, which varied across firm sizes (Rashid et al., 2021). Olson’s theory revealed
that political stability does not affect economic activity up to a certain level. So, political stability has
a threshold effect on a firm’s financial performance (Goldsmith, 1987). To find out the threshold for
political stability, we applied a dynamic panel threshold model. It revealed that there is a threshold
effect of political stability on a firm’s financial performance. The threshold for political stability was
found to be 13.680, and this result signifies that, if political stability becomes lower than 13.680, this
will drastically deteriorate the firm’s financial performance. So, 13.680 is the threshold level of
political stability that helps to boost economic activity. Therefore, we recommend that the government,
regulators and other stakeholders improve political stability to increase business performance.
Investors should also implement rigorous investment strategies to increase their performance.

6. Conclusions

We applied dynamic GMMs and dynamic quantile regression to examine the impact of political
stability on a firm’s financial performance by using 139 companies from the Dhaka Stock Exchange
ranging from 2011 to 2020. We found a statistically significant positive impact of political stability
on a firm’s financial performance by using a dynamic GMM; the results were robust as a result of
using dynamic panel quantile regression. Olson’s theory argues that there is a threshold effect for
political stability. Subsequently, we applied a panel threshold regression model and found that
Bangladesh’s political stability threshold is 13.680. The results of our study also revealed that
additional points of political stability beyond the threshold has a positive and significant impact on
the firm performance. So, this indicates that a higher level of political stability is required to boost
the firm performance in Bangladesh. This study has its limitations, such as not considering more
countries in the sample. Therefore, we recommend that future studies consider more sample
countries and cover an extensive timeline. Future studies can examine the impact of political stability
on fintech progress and financial inclusion.
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