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Abstract
Purpose  Using data on over 7500 units from the World Bank Enterprise Survey (WBES) for 2014, the paper assesses the 
impact of political connections on SME financing obstacles in India.
Methodology  Since the dependent variable has a meaningful response order and involves several categories, it is appropriate 
to use the ordered logit model (OLM). We employ the OLM of the STATA​ program for the estimation process.
Findings  The findings indicate that political connections help alleviate higher-order financing obstacles. In terms of mag-
nitude, senior managers with political connections are 2.5 percentage points less likely to state that there are no financing 
obstacles, and about 1 percentage point is more likely to state it as a moderate or major obstacle. As well, they are 0.6 per-
centage point more likely to mention it as a severe obstacle. These results differ across firm ownership type (i.e., male-versus 
female-owned) and firm size classes and when additional state characteristics are taken on board.
Limitations  The analysis is limited to a single year based on data availability. A much richer analysis would need to assess 
how such political connections play out over time and its consequences for SME behaviour. Second, our measure of political 
connection is indirect, since no other measure is reported in the data.
Originality  To the best of our understanding, this is one of the earliest studies for a leading emerging economy to assess the 
interlinkage between SME behaviour and their political connections.

Keywords  SMEs · Financing obstacles · Politics · Gender

JEL Classification  G 21 · L 22 · D74

Introduction

A growing body of research in recent times has explored the 
role and relevance of political connections (Faccio, 2006; 
Asher & Novosad, 2017; Chahal and Ahmad, 2022). The 
role of such connections permeates multiple areas rang-
ing from regulatory to corporate and even to growth and 
development outcomes and spans across both developed 

(Bertrand et al., 2018; Brown & Huang, 2020; Hutton et al., 
2014; Thakor, 2021) and emerging (Claessens et al., 2008; 
Khwaja & Mian, 2005; Kumar, 2020) economies. Such 
political connection is especially prominent in emerging 
economies so as to develop informal networks to address 
the lack of well-functioning markets and institutions (Car-
penter & Petersen, 2002; Cowling et al., 2015; Du & Girma, 
2010; Holton et al, 2013). Political connections also help 
assuage financing challenges to ensure that it is available at 
competitive rates (Ayyagari et al., 2008; Banerjee & Duflo, 
2014; De Mel et al., 2008).

Such two-way interactions benefit both sides. On the one 
hand, political ties help firms to enjoy preferential access to 
credit from state-owned entities and favourable regulatory 
treatment (Faccio, 2006). On the other, providing politicians 
with pecuniary and non-pecuniary (e.g., campaign) support 
allows the latter to consolidate their power and improve re-
election prospects (Frye & Iwasaki, 2011).
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As a result, forging political networks is important to 
ensure preferential access to credit (Khwaja & Mian, 2005) 
and shield themselves from the “grabbing hand” of the 
state (Shleifer & Vishny, 1998). Even when political ties 
are less compelling, the overwhelming dominance of the 
state in important spheres of economic activity, including 
finance allows it to allocate credit either on favourable terms 
(Sapienza, 2004) or to favoured firms (Li et al., 2008). The 
problem is all the more challenging for small and medium 
enterprises (SMEs). They account for a significant portion of 
business and are important contributors to employment and 
economic development. On average, they represent nearly 
80% of value-added and more than 50% of employment 
worldwide. And yet, they face significant credit constraints 
(Beck et al., 2005, 2006). Estimates by International Finance 
Corporation (2017) show that the financing gap for SMEs 
in emerging economies is US $5.2 trillion or 16% of their 
2017 GDP.

Even in India, the credit gap for SMEs is substantial. The 
World Bank (2018) estimates this gap for SMEs to be US$ 
350 billion, or 12% of the country’s 2018 GDP. To address 
this challenge, the government has instituted a whole host of 
schemes to provide access to finance at low-cost to eligible 
entities (Government of India, 2022).1 However, availing 
to such finance involves closer and continuous interaction 
with government machinery, making SMEs susceptible to 
political pressures. Therefore, it is surprising that the role 
of political connections for small and medium enterprises 
(SMEs) has not received adequate attention, especially 
regarding their financing obstacles.

To contribute to this debate, we assess the importance of 
political connections in alleviating SMEs’ credit obstacles, 
using India as a case study. Accordingly, we use World Bank 
Enterprise Survey (WBES) data at the state-industry level 
for 2014. In the Indian context, this is the only available 
survey data which contains information on key variables 
of interest. Most recently, Jabeen et al. (2021) exploited 
this database to assess the differences in business obstacles 
encountered by Indian SMEs.

Using this database, we address three inter-related issues: 
first, do political connections influence SMEs’ financing 
obstacles? Second, do important financial characteristics of 
states such as their ease of doing business, credit penetra-
tion, and foreign bank’s presence affect this behaviour? And 

finally, does gender of the SME owner play a role in this 
regard?

Our key variable of interest is political connections, 
which is the response to the question “What percentage of 
senior management time was spent dealing with government 
regulations?” To elucidate, senior managers often exploit 
their contacts with government officials to improve the like-
lihood of credit access. Internationally, evidence suggests 
that political connections matter for firm behaviour. For 
example, Acemoglu et al. (2016) report that the appointment 
of a well-known individual in the USA as Treasury Sec-
retary improved the cumulative abnormal returns of firms 
with whom there was prior connection by 6–12%. Brown 
and Huang (2020) demonstrate that such visits significantly 
boosted stock prices by utilising data on White House cor-
porate executive logs. Even otherwise, closer links with 
government officials can significantly improve the firm’s 
competitive advantage through cheaper loans or a greater 
quantum of loans at below-market rates (Li et al., 2008; Peng 
& Luo, 2000). We integrate this information on political 
connection with data on financing obstacles and control for 
other firm-level factors and industry- and state-fixed effects. 
Our findings suggest that political connections exert a dis-
cernible influence on SME financing obstacles and that this 
impact is economically significant as well.

An analysis of this issue in the Indian context is useful 
for several reasons. First, it is well-recognised that the nexus 
between business and politics has become widely pervasive 
in India. Reflecting this fact, Sinha (2019) provides exam-
ples of how crony capitalism has been allowed to germinate, 
imposing high economic and financial costs.

Second, even with regard to SMEs, certain products are 
exclusively reserved for their production. Although the 
list of products has gradually shrunk over time, yet SMEs 
depend highly on government funding for their business 
operations (Balasubrahmanya, 1995).

Third, studies focusing on the Indian experience concern-
ing SMEs are limited (Athaide & Pradhan, 2020; Ghani 
et al., 2014; Raj & Sen, 2015) and even if they exist, they do 
not address the relevance of politics. Given that these entities 
are an important driver of growth, assessing various facets 
of their performance is important to obtain a holistic picture 
(Government of India, 2019).

Finally, COVID-19 significantly impacted SMEs in the 
country due to reduced (or, loss of) orders, unavailability 
of raw materials, and loss of markets. Reflecting this fact, 
estimates suggest that close to 50% of SMEs in India (United 
Nations Conference on Trade & Development, 2022). Reviv-
ing this sector with financial and logistical support requires 
a comprehensive assessment.

The rest of the analysis unfolds as follows. “Theoreti-
cal framework”briefly outlines the theoretical motivation 
underlining the relevance of political connections, followed 

1  Some of the important schemes for SMEs and the number of ben-
eficiaries under each include: Pradhan Mantri Mudra Yojana (350 
million beneficiaries), MSME loan in 59  min (420,000 beneficiar-
ies), Stand-up India scheme (115,000 beneficiaries), Growth capital 
and equity assistance scheme (80,000 beneficiaries) and Emergency 
credit line guarantee scheme (12 million beneficiaries). The number 
of beneficiaries differs because different schemes were started at dif-
ferent points in time.
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by the “Received evidence and contribution”. Subsequently, 
we introduce the “Database and variables”, followed by the 
“Empirical framework and results”. The final section “Con-
clusions and managerial implications” concludes.

Theoretical framework

From a theoretical standpoint, three strands of literature have 
emerged, highlighting the relevance of political connections. 
The first is based on the resource dependence theory (Pfeffer 
& Salancik, 1978). This theory observes that the external 
ecosystem influences the behaviour of an organisation that 
it utilises. One such external resource is politicians. Forging 
networks with politicians facilitates an organisation to gain 
access to scarce resources or even when such resources are 
available, on more favourable terms.

The second argument is based on the pork barrel theory 
(Dixit & Londregan, 1998). It refers to the fact that politi-
cians often allocate significant resources to improve local 
constituents’ economic and social prospects, thereby secur-
ing their support and votes. In this regard, maintaining 
political connections is beneficial since it can help facilitate 
allocating resources to desired entities (or groups).

The final line of reasoning is based on the social capi-
tal theory. This theory defines the network of relationships 
among people that facilitates the smooth functioning of the 
society. In this context of SMEs, this theory observes that 
the quid-pro-quo relationship between SMEs and politicians 
act as a means to improve the firms’ competitive advantage 
(Johanson & Mattsson, 1988; Li et al., 2008) and relatedly, 
as a means to distribute scarce resources.

Each theory provides insights as to why SMEs need to 
forge political connections to further their business.

Received evidence and contribution

Our analysis makes two distinct contributions. The first is 
the role of politics in affecting credit obstacles for SMEs. 
Employing data for Italy, Sapienza (2004) finds that state-
owned Italian banks charge lower interest rates to state-
owned firms. Other studies have highlighted the role and 
relevance of politics in examining their vulnerabilities to 
political exigencies (Dinc, 2005). Within a cross-country 
setup, Lashitew (2014) shows that greater political connec-
tions increase firms’ credit. Using data for Vietnam, Minh 
et al. (2021) show that SMEs with political connections pay 
anywhere between 7 and 10% lower taxes than their non-
connected peers. In the Indian setup, Dinc and Gupta (2011) 
show that political patronage compels governments to side-
step firm privatisation, especially when political competition 
is strong. Similarly, Asher and Novosad (2020) show that the 

construction of paved roads in rural India are much faster 
provided the local politician is aligned to the government in 
power at the state level. We contribute to this literature by 
investigating whether politics matters for SMEs’ financing 
obstacles.

Second, we contribute to the literature on gender by 
assessing the interlinkage between politics and gender, espe-
cially for SMEs. In an influential study, Chattopadhyay and 
Duflo (2004) find that in West Bengal and Rajasthan, female 
village councils prefer to expend resources on infrastructure 
relevant to women in their community. Other studies explore 
the effects of female representation on related aspects, such 
as the allocation of public goods (Clots-Figueras, 2011), 
employment (Ghani et al., 2014), and crime reduction (Iyer 
et al., 2012). Chaudhuri et al. (2020) distinguish between 
women-owned and women-managed businesses and show 
that the performance of the latter category of SMEs is sig-
nificantly weaker compared with the former. Akin to their 
analysis, we distinguish between women-owned and women-
managed firms and explore whether gender matters for SME 
financing in the presence of political connections.

Over and above, we also address three related issues. 
First, we explore whether ease of doing business (EoDB) at 
the state level translates into lower financing obstacles for 
SMEs (World Bank, 2018).2 Second, it is well-recognised 
that credit penetration varies widely across states (Reddy, 
2012). Therefore, it appears likely that SMEs located in 
states with lower credit penetration could be relatively more 
constrained for credit. We examine this aspect in our empiri-
cal analysis. Finally, we focus on the role of foreign banks. 
In particular, we contribute to this evidence by looking at 
the impact of foreign banks on SME financing obstacles in 
the presence of political connections.

Database and variables

Data source

The data source is the World Bank Enterprise Survey 
(WBES). The survey is an ongoing exercise that collects 
firm-level data across countries based on a standardised pro-
cedure. During 2002–2020, close to 150 countries were cov-
ered by the WBES. Besides balance sheet and sales details, 
the data also provides responses to questions related to gov-
ernment-business relationships, various types of obstacles 
facing firms, and employment, and capital stock.

The key sectors covered for each country are manufactur-
ing, construction, and services. A two-stage stratification is 
employed to determine the sample size in each sector. The 

2  https://​www.​doing​busin​ess.​org/​en/​repor​ts/​subna​tional-​repor​ts

https://www.doingbusiness.org/en/reports/subnational-reports
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first stage is determined according to its relative importance 
in the overall economy, and the second stage is based on firm 
size and geographical location.

For the manufacturing sector which is the focus of our 
analysis, the industry grouping is based on 2-digit ISIC clas-
sification. The firm size in the WBES are categorised based 
on full-time employees as small (between 5 and 19 employ-
ees), medium (between 20 and 99 employees) and large 
(with over 100 employees). This standardisation ensures 
that the data is comparable over time and across countries.

Our sample focuses on the Indian case, where the sur-
vey was conducted during June 2013–June 2014. The data 
was collected based on a sample of 9281 formal businesses 
in the private sector having a minimum of five employees, 
categorised by firm size and geography. After filtering and 
removing non-manufacturing firms, we have a total of 7796 
firms across 23 states and 15 industries.3

Figure 1 shows the distribution of manufacturing firms 
across states. There is a significant regional variation 
in SMEs. Without loss of generality, the top three states 
account for a quarter of the total SMEs, and the share of top 
5 states was close to 40%. The high contribution of certain 
states is the result of several factors such as conducive policy 
environment, infrastructural support, skilled workforce, and 
industry-friendly policies.

Dependent variable

The key dependent variable is the response to the ques-
tion: “how much of an obstacle is access to finance?” The 
response to this question is qualitative ranging from “No 
obstacle,” “minor obstacle,” “moderate obstacle,” “major 
obstacle,” and “severe obstacle.” We transform these quali-
tative responses into a quantitative scale, ranging from one 
(severe obstacle) to five (no obstacle), so that higher values 
indicate lower perceived obstacle by the firm.

For each state-firm combination, we compute the average 
value of financing obstacles. We scale the average values for 
each firm size class by 5 (the maximum value). As a result, 
the overall financing obstacle for each size class ranges from 
0.2 (severe) to 1 (no financing obstacle). We plot the financ-
ing obstacle and relatedly, show the “distance-to-frontier” 
by subtracting this value from 1 for each state-firm size com-
bination. The taller the length of the bar for each state-firm 
size combination, the lower the financing obstacle for firms 
for that size class within a state. From this standpoint, Fig. 2 
shows that Bihar presents the highest degree of financing 
obstacle across all firm size classes, whereas such financ-
ing constraints are the lowest in Odisha and Punjab. Among 
others, financing obstacles for small firms are on the higher 
side in Uttar Pradesh and Goa, in Rajasthan for medium 
firms, and in Tamil Nadu for large firms (Government of 
India, 2019).

Key independent variable

The key independent variable is the response to the 
question which shows the per cent of senior managers’ 
time spent in dealing with government regulations. The 
response to this question ranges from zero to 100 and 
also includes qualitative responses such as “do not know” 

Fig. 1   Distribution of manufac-
turing firms by state and firm 
size
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3  The state notations are as follows: Andhra Pradesh (AP), Arunachal 
Pradesh (AN), Assam (ASM), Bihar (BIH), Chhattisgarh (CHHTS), 
Delhi (DEL), Goa (GOA), Gujarat (GUJ), Haryana (HARY), 
Himachal Pradesh (HP), Jammu & Kashmir (J&K), Jharkhand (JHK), 
Karnataka (KARN), Kerala (KER), Madhya Pradesh (MP), Maha-
rashtra (MAH), Odisha (ODIS), Punjab (PUN), Rajasthan (RAJ), 
Tamil Nadu (TN), Uttarakhand (UTK), Uttar Pradesh (UP), and West 
Bengal (WB).
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(which we treat as missing values). We define a dummy 
variable which equals one if senior managers of firms 
spend more than the median time with government regu-
lation; the rest are classified as spending less time. We 
term this variable as Political; it shows the proportion 
of senior managers who spend more time dealing with 
government regulations.

Figure 3 plots the response. It shows wide variability 
in the time firms spend dealing with government regula-
tions. Firms in Bihar, Haryana Maharashtra, and West 
Bengal typically spend more time on average dealing 
with such regulations, although this magnitude varies 
across firm size.

Control variables

To account for other factors, we employ several control vari-
ables. The first control variable is size. Evidence suggests 
that larger firms are typically better performers, all else 
equal (La Porta & Shleifer, 2014). That being the case, they 
should face lower financing obstacles. Based on the data, 
we define firm size as a categorical variable, taking value of 
1, 2, and 3, respectively for small, medium, and large firms.

Age is a proxy for reputation (Diamond, 1991). Older 
firms have a better reputation and encounter fewer impedi-
ments in accessing finance. Their cost of borrowing is likely 
to be lower and therefore face lower financing obstacles.

Fig. 2   Scaled (average) values 
of financing obstacles, by state
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Fig. 3   Average time (in percent) 
spent in dealing with govern-
ment regulations, by state and 
firm size
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Evidence suggests that both the pattern of ownership and 
legal status are intricately linked with firm performance 
(Barbera & Moores, 2013). Taking this consideration on 
board, we control for firm ownership and legal status.

Export orientation of a firm has been observed to posi-
tively impact its performance. As a result, we control for this 
fact by using a dummy variable if the firm’s export-sales 
ratio is positive, else zero.

To account for the possibility of access to finance, we 
include a dummy variable that takes value one, provided 
the firm has access to bank loans or any other credit line, 
else zero.

Firm performance is also linked with its technological 
sophistication (Farrell, 2004; Grimm et al., 2012). In view of 
this, we use a dummy variable which equals one if a firm has 
some recognised certification from an international agency, 
else zero.

Innovation is a key input of firm performance (Aas & 
Pedersen, 2011). By improving products and processes, 
innovative firms creatively disrupt less innovative incum-
bents, and thereby generate profits, leading to a virtuous 
circle of innovation and performance. Therefore, we use a 
dummy variable that equals one if the R&D-to-sales ratio of 
the SME is positive, else zero.

We include two variables to capture the importance of 
human capital (Gennaiolo et al., 2013): the natural logarithm 
of the number of years of work experience of the top man-
ager and the share of temporary workers to total workers.

As an indicator of professionalism, we utilise a dummy 
which equals one if a firm employs an external auditor, and 
zero otherwise.

Finally, we consider for the industry and state in which 
the SME is located to control for other unobservables.

Table 1 shows the variable definitions, including sum-
mary statistics. The average value of obstacle to finance is 
3.8, suggesting that access to finance is more than a minor 
obstacle. Across firms, the value of Political is 0.45, so 
senior managers appear to spend less than 1% of their time 
dealing with governments. Following from our previous 
discussion, although the average values are low, it is highly 
wide: in 55% cases, senior managers spent no time in deal-
ing with the governments, whereas of the remaining, 38% of 
the senior managers spent up to 10% of the time in dealing 
with government.

At the firm level, 34% of them are small; 44% are medium 
and the remaining are large firms. Among others, the age of 
a firm is 21 years on average, suggesting that firms are in 
operation for quite a substantive period.

At the state level, the average EoDB is 43%; credit pen-
etration is close to 50%; and foreign bank credit is just over 
2%. Together, these numbers indicate significant “distance 
to frontier” in doing business, moderate levels of credit pen-
etration, and very low outreach of foreign bank credit.

Table 2 presents the correlation matrix of major variables. 
The key correlation is of financing obstacle with politics, 
which is negative and statistically significant with a value 
of 6.3%; in other words, political outreach of senior manag-
ers does appear to ease credit obstacles. We also find that 
women-owned firms report credit obstacles to be more bind-
ing, and political outreach on their part does not alleviate 
financing obstacles. These raw correlations are less mean-
ingful, since they do not control for firm-level factors. We 
therefore specify an empirical framework that can take these 
factors on board. It is to this aspect that we turn our atten-
tion next.

Empirical framework and results

Impact of political connections

To assess the impact of political connections on financing 
obstacles for SMEs, for firm f, industry i, and in state s, we 
estimate the following regression:

In Eq. (1), obstacle is the measure of financing obstacle. 
The key independent variable is Political; Z and F are a vec-
tor of firm- and state-specific variables; λ and µ are industry- 
and state-fixed effects (which control for other unobservable 
at the industry and state level); and ε is error term.

As mentioned earlier, we transform the (qualitative) out-
come variable into a (quantitative) scale, ranging from 1 to 
5, with 1 indicating a “severe obstacle” (worst) and 5 proxy-
ing for “no obstacle” (best). Given this well-defined order of 
the outcome variable, we employ the ordered logit model.

An important concern in our regression analysis stems 
from reverse causality from credit obstacles to political con-
nections. This could be likely if senior managers increase 
their interactions with government officials, after obtain-
ing credit. To address this bias, we incorporate industry 
dummies.

The main findings are presented in Table 3. Column (1) 
shows that senior managers who spend more time dealing 
with government regulations end up facing lower financing 
obstacles. Across columns, these findings manifest in small 
and medium firms, although there is no impact for large 
firms.

To facilitate better interpretation, we report the average 
marginal effects (AMEs) for the key coefficients. The AMEs 
provide a summary statistic that reflects the full distribu-
tion of independent variables (Williams, 2021). As a result, 
while we present the regression table and the AME for the 
baseline, we report only the AMEs for the key coefficients 
in subsequent regressions.

(1)
Obstaclefis = � + � Politicalfis + � Zfi + � Fs + �i + �s + �is
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Table 4 presents the AMEs, based on the estimates of the 
previous regression. In row (1), we present the results for all 
firms. The findings indicate that on average, senior manag-
ers with political connections are 2.5 percentage points less 
likely to mention that there are no financing obstacles, and 

about 1 percentage point is more likely to mention it as a 
moderate or major obstacle. They are also 0.6 percentage 
point more likely to mention it as a severe obstacle.

Next, we assess the relationship by firm size class. We 
find that managers of small firms are more likely to mention 

Table 1   Variable definition and summary statistics

Notation Measurement N. obs Mean (SD) Expected sign with dependent variable

Dependent
  Obstacle Categorical variable: 1, if finance is a 

severe obstacle; 2, if it is major obstacle; 
3, if it is a moderate obstacle; 4, if it is 
a minor obstacle; and 5, if it is not an 
obstacle

7796 3.832 (1.157)

Independent
  Political Proportion of senior management time of 

a firm spent in dealing with government 
officials

7363 0.451 (0.498)

  Women owner (WO) Dummy = 1, if a firm is women-owned, 
else zero

7754 0.152 (0.359)

  Women manager (WM) Dummy = 1, if a firm is women-managed, 
else zero

7779 0.073 (0.261)

  Women as owner-manager 
(WOM)

Dummy = 1, if a firm is either women-
owned or women-managed, else zero

7796 0.031 (0.174)

  Size (small) Dummy = 1, if a firm is a small firm, else 
zero

7796 0.323 (0.467) Positive

  Size (medium) Dummy = 1, if a firm is a medium firm, 
else zero

7796 0.444 (0.497) Positive/negative

  Size (large) Dummy = 1, if a firm is a large firm, else 
zero

7796 0.233 (0.423) Negative

  Age Ln (1 + number of years since incorpora-
tion)

7783 2.908 (0.638) Negative

  Legal Categorical variable: 1, if other (coop-
eratives and state-owned); 2, if limited 
liability; 3, if partnership; 4, if sharehold-
ing; and 5, if sole proprietorship

7794 3.752 (1.293) Positive/negative

  Ownership Categorical variable: 1, if private domes-
tic; 2, if foreign; 3, if government; 4, if 
others; and 5, if joint (state and private)

7796 1.014 (0.205) Negative (government firms)

  Export Dummy = 1, if a firm has a positive export-
sales ratio;, else zero

7796 0.284 (0.451) Negative

  Certification Dummy = 1, if a firm has a certification 
from a recognized international agency; 
else zero

7796 0.177 (0.382) Negative

  R&D Dummy = 1, if a firm has a positive R&D; 
else zero

7796 0.479 (0.499) Negative

  Work exp Ln (number of years of work experience of 
the top manager)

7796 0.353 (0.478) Negative/positive

  Temporary Temporary workers/total workers 7659 2.387 (0.696) Negative/positive
  Auditor Dummy = 1, if a firm has a certification 

from an external auditor
7639 0.092 (0.175) Negative

  EoDB East of doing business (EoDB) in the state 
(in 2015)

7796 0.434 (0.188) Negative

  Credit Total bank credit in the state/NSDP 7796 0.483 (0.389) Negative
  FB State-wise credit by foreign banks/total 

bank credit in the state
7796 0.023 (0.029) Positive/ Negative
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Table 2   Correlation 
matrix of key vari-
ables

*** , **, and * indicate statistical significance at 1, 5, and 10%, respectively

Obstacle Politics WO WM EoDB Credit FB

Obstacle
  Politics  − 0.063***
  WO 0.031*** 0.115***
  WM  − 0.016 0.021** 0.219***
  EoDB 0.093***  − 0.059***  − 0.028***  − 0.053***
  Credit 0.083*** 0.031***  − 0.029*** 0.018*** 0.083***
  FB 0.043*** 0.050***  − 0.054*** 0.042*** 0.067*** 0.858***

Table 3   Impact of politics on 
financing obstacles

Robust standard errors within parentheses
*** , **, and * indicate statistical significance at 1, 5, and 10%, respectively

All firms Small firms Medium firms Large firms

Political  − 0.137***
(0.057)

 − 0.272***
(0.104)

 − 0.167**
(0.086)

0.131
(0.132)

Firm controls Y Y Y Y
State FE Y Y Y Y
Industry FE Y Y Y Y
Observations 7112 2317 3179 1616
McFadden R-sq 0.092 0.105 0.094 0.112
Cut. 1  − 1.795 (0.299)  − 1.278 (0.541)  − 1.985 (0.471)  − 3.031 (0.616)
Cut. 2  − 0.498 (0.296) 0.211 (0.537)  − 0.689 (0.463)  − 2.007 (0.609)
Cut. 3 0.826 (0.296) 1.582 (0.539) 0.635 (0.466)  − 0.594 (0.607)
Cut. 4 2.363 (0.297) 2.875 (0.541) 2.280 (0.468) 1.246 (0.607)

Table 4   Average marginal effect 
(AME) of financial obstacles

*** , **, and * indicates statistical significance at 1, 5, and 10%, respectively

No obstacle Minor obstacle Moderate obstacle Major obstacle Severe obstacle
(1) (2) (3) (4) (5)

All firms  − 0.025***  − 0.001* 0.011*** 0.009*** 0.006***
Small firms  − 0.048***  − 0.004*** 0.018*** 0.022*** 0.012***
Medium firms  − 0.030**  − 0.001 0.013** 0.011** 0.007**
Large firms 0.024  − 0.002  − 0.011  − 0.006  − 0.005

finance as a moderate to severe obstacle. Similar is the case 
for medium firms, although the magnitudes are lower in 
this case. Large firms are less likely to encounter financ-
ing obstacles. To provide some example, small firms are 
1.8 percentage points more likely to mention financing as a 
moderate obstacle (column 3) and likewise, medium firms 
are 1.3 percentage points more likely to cite financing as a 
moderate obstacle. These findings support prior evidence 
which suggests that 90% of the overall credit gap for SMEs 
pertains to small and medium firms (World Bank, 2018).

Collectively, these results suggest that financing is 
a non-negligible obstacle stated by senior managers of 
SMEs. Such obstacles are much more important for small 
and medium-sized firms.

Relevance of state characteristics

Next, we examine the relevance of state characteristics. 
Accordingly, for industry i in state s, we estimate regres-
sions of the following form:

Our coefficient of interest is β. This coefficient shows 
whether political connections influence financing obstacles 
for different state characteristics (SC). As discussed earlier, 
we consider three state characteristics: the ease of doing 

(2)

Obstaclefis = � + �
1
Politicalfis + �

2
SCs

+ �
(

Politicalfis ∗ SCs

)

+ �Zfi

+ �Fs + �i + �s + �is
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business (EoDB) score of the state, credit to NSDP ratio as 
a proxy for credit penetration and the credit share of foreign 
banks in the state. We report the AMEs of the interaction 
term for all firms and separately by size class.

In Table 5, the estimates suggest that although the ease of 
doing business lowers financing obstacles for firms overall, 
moderate to severe financing obstacles are still pertinent. 
The magnitude of the impact is particularly pronounced for 
large firms. To illustrate, the coefficient on Political × EoDB 
in column (4) equals 0.184 for all firms and 0.196 for large 
firms. Therefore, in spite of spending more time on nur-
turing political connections, firms are 18 percentage points 
more likely to experience financing as a major obstacle in 
general, and this magnitude is close to 20 percentage points 
for large firms. Although ease of doing business creates a 
conducive environment and eases financing obstacles by 
increasing the space for the private sector, such obstacles 
are not eliminated altogether. The fact that improving the 
ease of doing business facilitates the growth of new firms 
has been reported in cross-country research (Canare, 2018).

When we look at credit, we find that with an improve-
ment in credit penetration, political connections helps to 
lower financing obstacles. Although certain minor obsta-
cles remain, other obstacles are greatly reduced, especially 
for large firms. The point estimates in panel B indicate that 
with an increase in credit penetration, managers of firms 
with political connections are 4 percentage points less likely 
to experience severe financing obstacles. This magnitude is 
close to 7 percentage points for large firms. This could occur 
because overall improvement in credit penetration trickles 
down to SME borrowers, lowering financial obstacles.

Finally, when we interact political connections with for-
eign bank penetration, we find that financing obstacles are 
still pertinent, especially for medium firms. By way of exam-
ple, the coefficient on Political × FB under major obstacles 
for medium firms shows that managers with political con-
nections are 7 percentage points more likely to experience 
major financing obstacles despite foreign bank presence 
(panel C). These results support the cherry-picking hypoth-
esis which observes that foreign banks pick the most credit-
worthy customers for lending transactions, thereby limiting 
the flow of credit to riskier segments such as SMEs with 
limited collateral and credit history (Berger et al., 2001; 
Clarke et al., 2006).

To sum up, these results suggest that increasing credit 
penetration is the best antidote for alleviating credit chal-
lenges faced by SMEs with political connections. Other 
considerations such as improvements in doing business or 
enriching foreign bank credit penetration are not really use-
ful in addressing such obstacles.

Relevance of gender

Thus far, our estimations included gender as a control var-
iable in the regressions. Several considerations may drive 
gender-based differences in loans. First, women’s risk 
appetite might be lower than men’s (Coleman & Robb, 
2009). Second, women might have different specialisa-
tions (e.g. service sector) as compared to men (Heilbrun, 
2005). Third, women’s human capital levels could be dif-
ferent compared to men’s (Boden & Nucci, 2000). Finally, 
social norms and culture could also be responsible for 

Table 5   Average marginal effect (AME) of financial obstacles, state characteristics

*** , **, and * indicate statistical significance at 1, 5, and 10%, respectively

Firm size State characteristic No obstacle Minor obstacle Moderate obstacle Major obstacle Severe obstacle
(1) (2) (3) (4) (5)

Ease of doing business
  All Political × EoDB  − 0.498***  − 0.015*** 0.214*** 0.184*** 0.115***
  Small Political × EoDB  − 0.398***  − 0.035*** 0.149*** 0.183*** 0.101***
  Medium Political × EoDB  − 0.441***  − 0.014 0.192*** 0.163*** 0.100***
  Large Political × EoDB  − 0.807*** 0.076*** 0.362*** 0.196*** 0.172***

Credit penetration
  All Political × Credit .155*** .005**  − 0.067***  − 0.058***  − 0.036***
  Small Political × Credit .072* 0.006*  − 0.027*  − 0.033*  − 0.018*
  Medium Political × Credit  − 0.149***  − 0.004 0.061*** 0.056*** 0.036***
  Large Political × Credit .314***  − 0.026***  − 0.143***  − 0.077***  − 0.068***

Foreign bank penetration
  All Political × FB 0.142*** 0.004** 0.061*** 0.053*** 0.033***
  Small Political × FB 0.059 0.005  − 0.022  − 0.027  − 0.015
  Medium Political × FB 0.190*** 0.006 0.082*** 0.070*** 0.043***
  Large Political × FB 0.381  − 0.032***  − 0.174***  − 0.093***  − 0.082***
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women’s lower reliance on external finance (Klugman 
et al., 2014).

From a theoretical standpoint, two sets of theoretical 
arguments have highlighted the relevance of gender. The 
human capital theory argues that greater gender diversity 
helps to improve the efficacy of decision-making (Carter 
et al., 2010). That being the case, gender-focused firms are 
less likely to encounter financing obstacles. As compared 
to this, the agency theory observes that by addressing the 
informational biases in decision-making, gender diversity 
provides a fresh perspective, thereby helping to alleviate 
financing obstacles (Campbell & Minguez-Vera, 2008).

To investigate this aspect, for firm f, industry i, and in 
state s, we estimate the following regression:

where the notations are as earlier, and we focus on firms with 
women-owner (WO), women-manager (WM), and women 
as both owner-manager (WOM).

Three findings are of interest in Table 6. First, across all 
firms, the impact is manifest mainly with women as owner 
and as managers; there is limited impact when women per-
form dual roles. In terms of magnitude, women as owner are 
1.4–2.8 percentage points more likely to mention finance as 
a moderate to major obstacle. Second, across size catego-
ries, the impact is in evidence for medium and large firms 
(Chaudhuri et al., 2020). And finally, there is evidence to 
suggest women as manager citing finance as a moderate to 

(3)

Obstaclefis = � + � Politicalfis + � Zfi + � Fs + �i + �s + �is
(f = WO, WM or WOM)

severe obstacle, especially for large firms. Collectively, these 
findings highlight the challenges facing the “missing middle 
of SMEs” in India, who outgrow their size and are therefore 
unable to take advantage of government benefit schemes 
and, at the same time, not receive adequate finance from 
institutional sources.

Conclusions and managerial implications

Using survey data for India, the paper assesses the impor-
tance of political connections in alleviating financing con-
straints for SMEs. The findings suggest that political con-
nections alleviate minor financing obstacles but are not 
sufficient to assuage higher-order financing obstacles. To 
be more specific, political connections effectively address 
financing obstacles for small and medium firms for whom 
these are most pertinent. From the standpoint of state char-
acteristics, we find that greater ease of doing business and 
greater credit penetration helps to assuage financing obsta-
cles. In contrast, the impact of foreign banks in redressing 
financing obstacles is not so compelling. Finally, from the 
lens of gender, financing obstacles are the least relevant 
when women perform dual roles of owner-manager of firms.

Such evidence provides interesting policy implications. 
At a broader level, the findings reiterate prior research which 
suggests that notwithstanding their political connections, 
small and medium firms bear the brunt of the financing 
obstacles. In this milieu, political connections are often an 
antidote for alleviating financing obstacles. Second, at the 

Table 6   Average marginal effect (AME) of financial obstacles, by gender of the SME

*** , **, and * indicate statistical significance at 1, 5, and 10%, respectively

No obstacle Minor obstacle Moderate obstacle Major obstacle Severe obstacle
(1) (2) (3) (4) (5)

All firms
  Women as owner  − 0.068* 0.003*** 0.028* 0.023* 0.014*
  Women as manager  − 0.132***  − 0.019** 0.062*** 0.059*** 0.031**
  Women as owner and manager 0.059  − 0.0003  − 0.028  − 0.017  − 0.014

Small firms
  Women as owner 0.082  − 0.005  − 0.031  − 0.031  − 0.015
  Women as manager  − 0.143  − 0.029 0.053 0.080 0.039
  Women as owner and manager Convergence not achieved

Medium firms
  Women as owner  − 0.131**  − 0.001 0.061** 0.049** 0.021**
  Women as manager  − 0.066  − 0.020 0.039 0.038 0.009
  Women as owner and manager 0.067 0.008  − 0.045  − 0.023  − 0.007

Large firms
  Women as owner  − 0.137* 0.015 0.049 0.033* 0.041*
  Women as manager  − 0.140**  − 0.009 0.062** 0.041* 0.047*
  Women as owner and manager  − 0.072**  − 0.002 0.022* 0.020** 0.031***
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level of states, the evidence shows that merely improving 
ease of doing business or increasing foreign bank outreach 
might not necessarily lower financing constraints. What is 
important is to improve the overall credit penetration, which 
ensures a trickle-own effect towards minimising financing 
obstacles for SMEs. In this regard, our findings contribute to 
the evidence as to how political connections influence SME 
access to finance. Whether and to what extent do politics 
interact with other related policies to affect SME financing 
remains an important topic for future research.

Over time, there has been a significant improvement in the 
business environment in India. Reflecting this fact, India’s rank 
on ease of doing business has increased from over 100 dur-
ing 2015–2016 to 77 in 2019. This is intended to improve the 
business environment and attract foreign capital. Despite these 
improvements, micro-level concerns remain prevalent. As a 
result, given the dependence of SMEs on government support, 
SME managers need to interact closely with government offi-
cials to ensure their business remains afoot. In this regard, this 
analysis provides valuable insights regarding the magnitude 
of such interactions and its impact on financing obstacles for 
SMEs, after controlling for other confounding characteristics.

Secondly, an analytical assessment of the differential 
impact of business obstacles across firms would suggest that 
managers of firms across different SME sizes indicate that 
not all SMEs can ensure better policy support for business 
operations. This has occurred despite the government having 
provided a significant number of support measures to pro-
mote SME development in the country. These findings echo 
in recent research which reports that corruption is one of the 
major obstacles faced by Indian firms (Jabeen et al., 2021). 
In this respect, the study underscores key concerns faced 
by business enterprises across size classes with a particular 
emphasis on the importance of political connections, neces-
sitating policy measures that can address such challenges.

Several limitations of the study are in order. First, owing 
to data constraints, we are not able to study the evolution 
of firm behaviour over time. In addition, the secondary 
data provides limited choices in determining the variables 
relating to political connections faced by SMEs. Going for-
ward, research can take on board theoretical advancements 
and suitable variables by conducting in-depth interviews 
of respondents to arrive at more comprehensive measures.

Data availability  The analysis is based on the World Bank Enterprise 
Survey (WBES) data which is publicly available at the World Bank 
website and can be made available upon reasonable request.

Code availability  The relevant Stata code can be made available upon 
request.
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