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Political Uncertainty and Cross-Border Equity Portfolio Allocation Decisions:
International Evidence

Abstract

Political risk models highlight that political uncertainty matters for corporate
investment decisions. However, how political uncertainty matters for investment allocation
decisions is relatively under-explored. In this study, we exat.in1e the impact of political
uncertainty associated with national elections on foreign equity »ortfolio in 48 countries.
Our results indicate that political uncertainty reduces int>r.~tiunal equity allocations to the
host country and such reduction appears more pre-ouned in the election year. Further
analysis shows that the interaction between po’w :al uncertainty and institutional quality
has a positive and significant effect on intz na.*anal equity portfolio flow, suggesting that
the value of institutional quality outweign. the negative effects of political uncertainty.
Lastly, we find equity home bias tc r. negative and significant; however, the interaction

between political uncertainty anc' equ.cy home bias appears insignificant.

Keywords: Political uncertainty; election uncertainty; foreign equity portfolio flow;
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1. Introduction

Existing finance literature starting from Grubel (1968) documents the benefits of
international equity portfolio diversification®. These studies argue that, since the fortunes of
different countries do not always move together, investors can improve the risk/reward ratio
of a portfolio through international equity portfolio diversification (see Solnik, 1974;
Driessen and Laeven, 2007; Lau et al., 2010). The ability of international equity
diversification to generate gains for investors and host countries renders international
portfolio allocation decisions important not only for acader:i~s ut also practitioners and
policy makers. As a result, there has been extensive litera’ure attempting to shed light on the
determinants of international portfolio allocation decisinn.

In this study, we contribute to the above deba’e 1’ analyzing another important source
of variation in portfolio investment flows 2t is, how political uncertainty impacts
international equity portfolio allocation ‘ac’sions. Recent literature highlights that economic
policy and political uncertainties matte: for the global economy, asset prices, and corporate
investment decisions (Bloom et 8' 2273; Julio and Yook, 2012; Pastor and Veronesi, 2013;
Francis, Hasan, and Zhu, 201 An et al., 2016; Bonaime, Gulen and lon, 2018). However,
how political uncertaintv aii~~(s international investment allocation decisions has been a
subject of public spe~uiation by practitioners and the popular press. For example,
PricewaterhouseCoopers in 2014 asserted that the stabilization of the US political and
economic environment would lead to investment inflows?. Similarly, in 2019 the Financial
Times claimed that the political uncertainty surrounding Brexit is putting investment inflows
into the UK at risk®. Moreover, Standard and Poor (a major rating agency) cited political

uncertainty as one of the main reasons for its unprecedented decision to downgrade the US

! This paper uses ‘international’ interchangeably with ‘cross-border’.

2 http://www.pwc.com/us/en/deals/publications/assets/pwe-us-technology-deal-insights-2013. pdf.

® The Financial Times (2019). Brexit chilling effect on UK inward investment, 21 August, 2019. Available
at: http://www.FT.com.



Treasury debt in August 2011 (see, Pastor and Veronesi, 2013). Speculation abounds
regarding the effects of political uncertainty on investment flows. Whilst political uncertainty
has been the basis of corporate decisions, research appears scant on this important subject
(see Julio and Yook, 2012). However, political uncertainty could be an important source of
risk to international portfolio investments as it could lead to increased information asymmetry
and higher cost of capital and this study attempts to shed light on this. Political uncertainty
may heighten not only information asymmetry among investors but may also increase equity
risk premia and stock market volatility and consequently imnac: asset prices (Pastor and
Veronesi, 2012, 2013; Boutckova et al., 2011).

The purpose of this study is twofold: (i) to ex>™n.~ the relationship between political
uncertainty and international equity portfolio allocatiorn in 48 countries; and (ii) to consider
the effects of interaction between political 'vcertainty and institutional quality on
international equity portfolio allocation. Ae Jo so by employing national elections as a proxy
for political uncertainty in line with the studies of Biakowski et al. (2008), Boutchkova et al.
(2011), and Julio and Yook (2012} ,‘**hough national elections are not a direct measure of
political uncertainty, Julio an' Yook (2012) and Boutchkova et al. (2011) contend that
political uncertainty appears iyher on average during election periods. Consistent with Cao
et al. (2019), we also u.~ cnecks and balances to proxy for institutional quality. Further, we
use La Porta et al. (1998) revised anti-director rights index (RADIS) as alternative measure of
institutional quality. Given that there is a growing body of empirical work documenting the
role of equity home bias in international finance and a substantial body of work on political
uncertainty, it is also important to empirically test the joint effects of these two types of risk
on international equity portfolio flow. Consequently, we investigate the interactions of
political uncertainty and home bias that may serve as a channel through which political

uncertainty may impact cross-border equity portfolio inflows. Consistent with existing



studies (Lau et al. 2010), we also contend that equity home bias will amplify portfolio risk.
Thus the domestic stock market may be dominated by corporate insiders, which may increase
expropriation risk with implications for international equity investment inflows. Liu and
Zhong (2017) find that political uncertainty positively impacts firm-level credit risk in 30
countries.

Our results evince several interesting features. First, we find that political uncertainty
reduces international equity portfolio flow and the reduction appears more pronounced in the
election year. This challenges the suggestion by the internatic:2l capital asset pricing model
(ICAPM) with regard to the benefits of equity portfolir, u. ‘ersifications. Further analysis
indicates that the interaction between political uncertai ty and institutional quality has a
positive and significant effect on international equity po.*folio flow, suggesting that the value
of institutional quality outweighs the negativ: « fe_ts of political uncertainty. We also find
equity home bias to be negative and signif’cant; however, the interaction between political
uncertainty and equity home bias appea.< insignificant.

Our paper makes two <n.“.ant contributions to the international finance and
political economy literature iri “he 1llowing ways. First, despite a vast number of studies on
international equity portfone Jiversification (see French and Poterba, 1991; Tesar and
Werner, 1995; Karoryr >nu Stulz, 2003; Dahlquist et al., 2003; Leuz et al., 2009; Giannetti
and Koskinen, 2010; Giofre, 2014), no study has provided direct evidence on the impact of
political uncertainty on international equity portfolio diversification. Our study suggests that
political uncertainty deters foreign investors from constructing internationally diversified
portfolios. Thus, our results highlight that political uncertainty exacerbates investment risk
and erects informational barriers against international equity portfolio flows across the globe.
Our study therefore complements and extends the existing literature on determinants of

international portfolio flows (Chan et al., 2005; Portes and Rey, 2005; Coval and Moskowitz,



1999; Kho et al., 2009; and Leuz et al., 2009). Second, we provide evidence on how
institutional quality might moderate the political uncertainty-international equity portfolio
inflow nexus. The results of this study highlight the importance of interplay between the
institutional quality and political uncertainty and their joint effect on international equity
portfolio inflow. Thus, we demonstrate that the negative influence of political uncertainty on
international equity portfolio inflow is predicated on the institutional quality of the country in

question.

The remainder of the paper is organized as follc ws. Section 2 reviews related
literature and provides the hypotheses development. Secticn 2 presents the data and research

methodology. Section 4 shows the empirical results. >ecu.on 5 provides the conclusion.

2. Related literature review

Prior literature in international fina.>ce documents that the financial liberalization in
the last four decades has led to grra.>r uiversification of international equity portfolios by
investors to reduce risk and alsy tu participate in growth opportunities in other countries
(Kwabi, Boateng, and Adegt.*e, 2019). However, scholars contend that risk in the recipient
country may deter foreicin 1 vestors from allocating equity investments into those countries.
Political uncertainty assor iated with national elections in the destination country may reduce
that country’s attractiveness to foreign investors. Several authors have recognized that
political uncertainty exacerbates information asymmetry and causes firms to reduce
investment expenditure (Liu, 2010). Thus foreign investors may reduce the amount they
invest in those countries due to the perceived risk and lower returns. Political uncertainty
associated with elections increases a firm’s investment risk and may distort the optimal
equity portfolio diversification. Uncertainty around national election outcomes may also

impact stock prices due to uncertainties about future government policies. Particularly, when



the opposition party is advocating alternative policies, information quality about stock prices
becomes noisy and impaired, thereby increasing the level of information asymmetry and
deterring foreign investors from investing in the domestic stock market.

Research evidence shows that election uncertainty affects corporate investment
decisions. For example, Colak et al. (2017) document that political uncertainty reduces initial
public offering (IPO) activities as a result of gubernatorial elections. Another strand of the
finance literature suggests that political uncertainty impacts stock market return volatility (see
Boutchkova et al.,, 2012; Fishman, 2001; Claessens et 2! 2908), and stock market
performance (Kim et al., 2012). Recent theoretical and em.pu.~al works document the effects
of political uncertainty on investment inflows and <tn.!- prices. For instance, Pastor and
Veronesi (2012, 2013) contend that political uncertiny,’ reduces stock prices and increases
equity risk premiums. Durnev (2013) finds the ¢ v rrorate investments tend to be less efficient
when political uncertainty appears higa. A study by Rodrick (1991) shows that firms
substantially reduce their investments v 7en when political uncertainty is at a moderate level.
Recent studies by Julio and Yor! (27".2) and Jens (2017) find that political uncertainty is
negatively associated with cu.norate investment. Other studies document the impacts of
political uncertainty and mac:~:conomics on corporate investment decisions (see Leahy and
Whited, 1996; Blooin ¢! a1, 2007; Bloom, 2009). We argue that international investors will
be skeptical of constructing internationally diversified equity portfolios due to the negative
effects of political uncertainty on corporate investment opportunities, macroeconomic
fundamentals, and asymmetric information.

The literature on uncertainty (see Bernanke, 1983) and policy uncertainty (see Stokey,
2016) documents that investment decisions are delayed when there is a higher level of
political uncertainty. Even though foreign equity investors seek to diversify their investment

to reduce portfolio risk and also to participate in growth opportunities in other countries,



however, perceived political uncertainty may reduce the location attractiveness of a country.
Lane and Milesi-Ferretti (2007) show that foreign capital flow is an important source of
finance particularly in emerging countries. We present time series evidence on how the

political process impacts international equity portfolio diversification.

2.1 Hypotheses development
2.1.1 Political uncertainty and foreign equity portfolio flow

The literature offers a link between political uncertairt:’ a.:d foreign equity portfolio
flow. Therefore, we draw on theoretical arguments anu empirical studies from political
science, economics, and finance to develop our hypethe s about how political uncertainty
impacts international equity portfolio diversification Po:‘tical uncertainty relates to the likely
changes in national leadership or governmearn. rolicies. At the macro level, aggregate
investment and corporate decisions are & fec’ed by national election uncertainty through these
channels: (1) uncertainty about the po.-ible winner of the national election; (2) uncertainty
concerning the policies (govern~™ar.: contracts, taxes) the new government will pursue,
particularly when the oppositic.» parcy is advocating different policies.

Over time, an extens, *= amount of literature has been developed on determinants of
foreign equity portfolic flow (see Hellmanzik and Schmitz, 2017; Lau et al., 2010; Chan et
al., 2005). However, a critical examination of the literature on international capital flow
reveals several gaps. It is well acknowledged that risk reduces portfolio returns; another
interesting line of research is whether political uncertainty impacts cross-border equity
portfolio diversification. This is consistent with the fact that several authors have recognized
that political uncertainty in general increases portfolio and investment risk. For instance,
Pastor and Veronesi (2012, 2013) theoretically predict that political uncertainty reduces asset

prices. They show that IPOs decline with political uncertainty. Boutchkova et al. (2012)



postulate that the period leading to an election is characterized by elevated uncertainty and
cost. Earlier work by Gemmill (1992) indicates that implied volatility of the FTSE 100 index
increased in the two weeks leading to the 1987 UK parliamentary election. Kelly et al. (2016)
and Brogaard and Detzel (2015) find that investors price political uncertainty in the equity
option.

Concerning the financial effects of national election uncertainty, Li and Born (2006)
find abnormal stock returns in the two weeks leading to national elections. This supports an
earlier study by Pantzalis et al. (2000). More recently, G2n «nd Qi (2013) show that
municipal bond yields increase around US gubernatorial zlections. Bialkowski et al. (2008)
document that stock market returns become more ‘latile around the period of national
elections, whilst Boutchkova et al. (2012) show the” m.Justries that are exposed to political
sensitivity tend to have significant volatile r2tu-nc around national elections. Goodell and
Vahamaa (2013) document that the out~ore of the US presidential elections is associated
with an implied volatility of the S&P 200 index. To sum up, studies have emphasized that
political uncertainties impact on ~u.>” investment decisions of foreign investors. However,
given the difficulty in revers. g hrms’ investment decisions, companies may delay their
investment decisions in the crosence of election uncertainty (see Guiso and Parigi, 19991;
Jens, 2017). Earlier we-k vy McDonald and Siegel (1986) shows that uncertainty reduces
corporate investment. Yook (2012) finds that uncertainty about new policies affects corporate
decisions at the micro level and firms subsequently cut capital expenditure when there is
electoral uncertainty.

In light of uncertainty about the election outcome, it is conceivable that the level of
investment risk will increase. Some authors have found that political uncertainty is associated
with risk premium (see Erb et al., 2016; Brogaard and Detzel, 2015). Other studies find a

positive relationship between stock market volatility and political uncertainty (see



Bittlingmayer, 1998; VVoth, 2002). Further, the expected returns demanded by an investor will
increase due to corporations adopting a wait-and-see attitude towards an election outcome
before making important corporate investment decisions.

To answer our first research question which investigates whether political uncertainty
impacts foreign equity portfolio inflows, we regress our dependent variable, i.e., foreign
equity portfolio flow, on political uncertainty and country-level variables. We test the
research question using Equation (1).

PORTFDIV;, = a + PBy.PolUj; + B,.Ctlsjs + Bs. TFE, + P, (0’5 + € ( PORTFDIV;,
represents
foreign equity portfolio diversification, PolU represe~:< plitical uncertainty (i.e. NalElec:.,
NalElect,, NalElec;, and NalElect.1,) of country j at .ime * regressed one at a time. Ctls;, is a
vector of the control variables of country j at u.ne t. TFE and CFE are time (year) and
country-fixed effects respectively. We .:7,othesize that foreign investors will delay their
equity portfolio investment in those reciuient countries.

Hi: Political uncertainty is neyya.'very associated with international equity portfolio flow.

2.1.2 Political uncertzi.*v and checks and balances
Our second resea.<h question examines whether the institutional quality and political
uncertainty are complements, substitutes, or independent from the perspective of foreign
investors*. Institutions play an important role in supporting or hindering the effective
functioning of market mechanisms (North, 1990; Globerman and Shapiro, 1999; Peng et al.,
2008). Strong institutions tend to reduce information asymmetries (Meyer et al., 2009), and
may influence foreign investment decisions by moderating the costs and risks of doing

business in the host country (Stevens et al., 2016). Several studies (e.g., Blonigen, 2005) have

* We use checks and balances to proxy for institutional quality.



found the quality of institutions as a determinant of foreign direct investment inflows. In
contrast, weak institutions in the host country may serve as a tax and increase the cost and
risk of doing business in the host country (Du and Boateng, 2015). Alfaro et al. (2005) find
that low institutional quality explains why foreign capital does not flow from rich to poor
countries. Similarly, Bhattacharya et al. (2007) highlight that courts in recipient countries
could be biased towards local investors and firms when there are disputes. We expect that the
quality of institutions proxied as checks and balances in the host country may compensate for
the negative effects of political uncertainty put forward in our *:*st .ypothesis.

We, therefore, test the interaction between poluc.' uncertainty and checks and
balances using the following specification:

PORTFDIV;; = a + B, PolUj; + B,CHBALj; + p.PolU;; X CHBAL;, + B,Ctlsj; +
TFE, + CFL, + €

where PORTFDIV;, represents foreign equity portfolio diversification, PolU
represents political uncertainty (i.e Nc'Elec.;, NalElec.,, NalElec;, and NalEleci:,) of
country j at time t regressed ore ot a time. CHBALj, are checks and balances, PolU;; X
CHBALj, represents the inte.;acu~n between political uncertainty and checks and balances.
Ctls;, is a vector of the ~.onu0l variables of country j at time t. TFE and CFE are time (year)
and country-fixed effects espectively.

A positive (negative) £z in Equation (2) suggests political uncertainty substitutes for
(complements) checks and balances. Therefore, a marginal increase in political uncertainty
will cause a greater (smaller) reduction in foreign equity in countries with checks and
balances. An insignificant B3 indicates the effects of political uncertainty and checks and
balances are independent. Isolating political uncertainty could be difficult as it may coincide
with economic policy and macroeconomic uncertainty. Nonetheless, in this study, we exploit

variations in countries’ checks and balances to isolate political uncertainty. Drawing from



theoretical literature that links the impact of political uncertainty and institutional quality on
investment, we argue that investors will be less concerned about uncertainties associated with
national elections if there are better institutions to provide checks and balances and provide

reasonable assurance about the safety of their investments. Thus, we hypothesize that:

H,: Institutional quality alleviates the negative effects of political uncertainty associated

with foreign equity portfolio flow.

3. Data and methodology
In this section, we describe the variables we epmu.ny in our analysis. We restrict our
sample period to 2001 and 2020 due to data unavaila ility for key variables used in our
analysis. Our country-level sample consists >t 12’a mainly sourced from the Coordinated
Portfolio Investment Survey (CPI1S) of t.:e I'iternational Monetary Fund (IMF), the Database

of Political Institutions (DPI) of the Wu:ld Bank, and World Development Indicators (WDI).

3.1 Foreign equity portfolic diversification

We construct foreinr, ~yuity portfolio flow using data provided by the Coordinated
Portfolio Investmenm Survey (CPIS) of the International Monetary Fund (IMF). The survey
provides information on the amount of portfolio investment residents of a source country, i,
allocate into a destination country, j, at the end of the year. The CPIS was developed by the
IMF in 2001 to enhance the understanding and quality of portfolio investment fund shares
and equity, whereby the participating countries delineate their cross-border portfolio holdings
(such as mutual funds, banks, pension funds, long- and short-term debt securities, etc.). The
CPIS data are generated from two main sources: (i) international exchange reserves and (ii)

securities held by foreign organizations (Josyula, 2018).



Despite some limitations®, the CPIS data have been widely used in the finance
literature (see Kwabi et al., 2019; Hellmanzik and Schmitz, 2017; Poshakwale and Thapa,
2011). Hau and Rey (2009) document that, consistent with data provided at the mutual-fund
level, the portfolio investment data provided by CPIS reflect the internal level. Even though
the CPIS provides data for more countries and years, our sample period is restricted by the
unavailability of political uncertainty data by the World Bank’s Database of Political
Institutions.

We model cross-border equity portfolio diversificatizn «~ our dependent variable
following Cooper and Kaplanis (1986) and Poshakwale ¢na Thapa (2011). The endogenous
variable is computed as the weight of the logarithm sa.-e of cross-border equity portfolio

diversification from nation i into country j, and is rervescnted as:

Wijr = Where w, ;, .~ *.1e weight of cross-border equity portfolio
I FPlij¢ ¢ diversificat.on rom country i into country j for the year t, and
°9 312, FPlijt

FPI;j; is 1c-eign investors’ actual portfolio allocation in USD

millions.

3.2 Political uncertai: i,

We proxy politic..! uncertainty using electoral results for 48 countries over the period
from 2001 to 2020. In line with Cao et al. (2019), national elections are mainly pre-
determined by the country’s laws concerning timing; nonetheless, they are often random in
terms of election outcomes and ensuing policy changes. This offers us an exogenous model to
investigate the impact of political uncertainty on international equity capital allocations.

Another reason that national elections make a good setting is that different countries have

> For limitations of the CPIS data, please see Lane and Milesi-Ferretti (2008).



different election times, which offers us profuse variation in political uncertainty over time
and across countries.

The World Bank’s Database of Political Institutions (DPI) provides data on electoral
results for 180 countries since 1975. Researchers have widely used the data in the political
economy and comparative political institutions studies (see Cao et al., 2019; Julio and Yook,
2012). A national election that relates to the likelihood of change in a country’s leader is a
salient channel through which political uncertainty could impact foreign equity portfolio
inflows. This is consistent with the notion that political ':»ce *ainty increases portfolio
investment inflows. For instance, Alesina and Perotti (179u) show that political instability
negatively relates to aggregate investments, whilst Ju''n cnd Yook (2012) find that electoral
uncertainty reduces firms’ capital expenditure.

The World Bank Database of Politicel . »<*.tutions (DPI) provides national election
information that directly or indirectly de.~rm.nes the leadership of a country. These data have
been used in previous studies to proxy 2r political uncertainty (see Cao et al., 2019; Julio and
Yook, 2012; Bialkowski et al., 270.: Boutchkova et al., 2012). Several countries in our
sample have had a minimum 6. three elections and they are mainly held one every four years.

The data consist of nio<*Jential, parliamentary, legislative, and hybrid elections. In the
presidential system, u.~ national leader is referred to as the president while, in the
parliamentary form of government, the leader is called a prime minister. In the case of the
countries that practice the hybrid (presidential-parliamentary) system (such as France and
Finland), we collect election data based on the leader who has the most powerful influence on
the executive decisions. We use the dummy of 1 to denote the election year in a country and
0 if otherwise. Out of the 48 countries employed in our study, the political uncertainty dataset
consists of 31 countries with a parliamentary system in place while 17 countries practice the

presidential form of government.



3.3.Checks and balances

Checks and balances (CHBAL) relate to the extent of veto players in a country’s
political system. Studies show that presidential systems of the election have a higher degree
of checks and balances (Julio and Yook, 2012) and therefore restrict government decisions
(Cao et al. 2019), and reflect the institutional quality. We, therefore, interact checks and
balances with political uncertainty to determine whether they have a combined effect on
foreign equity portfolio inflows across the globe. Thus it is exn2~ted that lower policy swings
as a result of checks and balances are less likely to d:te: toreign equity investors from
increasing their equity portfolio allocation into the hest countries. Further, the prevalence of
strong checks and balances will not only ensure groa ~egulations but may also strengthen
property rights. For instance, Forteza and Pe'ey.=2 2019) contend that checks and balances
safeguard investors from government ak 'se of power. In contrast, an earlier study by Keefer
(2002) shows that the absence of che.'s and balances deters international equity portfolio
diversifications and therefore put- fii »:icial liberalization at risk. Checks and balances also
ensure an efficient judicial sy.tem chat prevents courts from being biased toward domestic
investors when there are dis.*es. We sourced checks and balances from the World Bank’s
Database of Politicar In.ctuutions. We construct checks and balances using a dummy variable

of 1 if the veto players outweigh the median of the entire country, and 0 if otherwise.

3.4.Control variables
To isolate the effects of political uncertainty on international equity portfolio inflow,
we draw from existing literature regarding variables shown to have an impact on international
equity inflows. First, following Stulz and Williams (2003), who show the role of cultural

similarities in foreign equity investment, we use religion (RELIG) to control the effects of



cultural similarity on cross-border equity portfolio diversification. We obtained data from the
World religion.

Empirical studies by La Porta et al. (1997) argue that legal origin (LEGORIG) impacts
foreign equity portfolio flow. This supports the view that common law countries provide
better protection for investors and are therefore able to attract foreign equity investment.
Following La Porta et al. (1998), we use a dummy variable to proxy for legal origin which
takes a value of 1 if a common law country and O if otherwise.

Following existing studies (see Busse and Hefeker, 207 £rel et al., 2012), we use an
investment profile (INVESTPRO) to capture the effects o1 rovernment behaviour towards
foreign investors. Adverse government behaviour cou'd e,"acerbate foreign equity investment
risk and will deter foreign equity portfolio flow. W: octained investment profile data from
International Country Risk Guide (ICRG). Th: n ‘zestment profile ranges from 0 (higher risk)
to 12 (lower risk).

Next, we control the effects v* stock market integration (SMI) on foreign equity
portfolio flow. Chan et al. (2007} s;~w that openness increases financial integration and
therefore enhances internatioi..! equity diversification. We measure trade openness as the
ratio of imports and exprrts <~aled by GDP. We obtained data from World Development
Indicators.

Countries that are internationally exposed to investors will be able to attract foreign equity
investors. We control the effects of financial development using domestic credit to the private
sector scaled by GDP (DCPS). This is in line with the view that the development of the
domestic financial sector will expose the country to international investors. We sourced data
from World Bank's World Development Indicators.

We also control for the the effects of economic environment using inflation (INFL).

Rising levels of inflation will reduce portfolio returns and will therefore deter investors from



constructing internationally diversified equity portfolios (see Kwabi et al., 2020). We expect
inflation to have a negative effect on foreign equity portfolio flow. We obtained inflation data
from World Bank's World Development Indicators (WDI).

Additionally, we control for net interest margin (NETIMARGIN) as a market structure
measure to account for how financial institutions efficiently transmit money from savers to
foreign investors. Beck et al. (2000) document that NETIMARGIN is the accounting value of
a bank’s interest revenue as a proportion of its overall assets. Countries with high
NETIMARGIN are likely to experience lower investment and #!~w ~f credits, and thus have a
negative influence on cross-border equity portfolio allo.au>n. We sourced data from the
IBCA’s Bankscope Database.

Studies show that foreign equity investors ar> a.vacted to stable countries. However,
Barro, (1991) and Pindyck and Solimano (1€9., “ocument that political instability reduces
investment inflows. We, therefore, us. or.vernment stability (GOVTSAB) to control the
effects of stable governments, which a > also linked to investor protection. This is consistent
with the assertion that stable coi'~trice are associated with better institutions. We obtained
data from the International Cc mtry Risk Guide (ICRG) of the Political Risk Services. The
government stability index :2"iges from O (least stable government) to 12 (most stable
government) and capw.ves the ability of a government to successfully execute its set
objectives and remain in power.

Next, we control the effects of financial and stock market development on
international equity portfolio flow. Foreign investors will be attracted to countries that have
well-developed financial markets. Following Seven and Yetkiner (2016), we control financial
development using deposit money bank assets to GDP (DBAGDP). We sourced DBAGDP
from the IMF's International Financial Statistics. Additionally, we use GDP growth (GDPG)

to control the effects of economic growth. Existing studies show that the economic



environment of the host country helps attract foreign equity investors (Chan et al., 2005). We
sourced data from WDI.

Finally, we controlled for democracy (DEMOC) and the general government's final
consumption expenditure of GDP (GOVTSIZE). Intuitively, investors prefer stable
democratic countries as destination countries for their foreign equity portfolio allocation. We
expect DEMOC to positively relate to foreign equity portfolio flow. We sourced data from

Polity IV.

4. Empirical Analysis

In this section, we report our results on whethe: political uncertainty has varying
effects on international equity portfolio diversificai'on and the moderating role of
institutional quality. We first begin our empiric. 2:ialysis with univariate analysis. Then we
proceed to analyse the impact of alitical uncertainty on foreign equity portfolio
diversification. We also investigate u>= role of institutional quality. Lastly, we perform
several tests to ensure that our bac~lii @ results are not spurious. More specifically, we check
the robustness of our results: (1) to yeneralized method of moments (GMM) regression, (2) to
one year before a nationa! e.x~%ion, (3) to political uncertainty interaction with equity home

bias.

4.1.Summary statistics
Panel A of Table 1 presents the summary statistics of the dependent variable and the
key independent variables of interest (political uncertainty and revised anti-director right) for
developed countries. Panel B of Table 1 reports the summary statistics for emerging
countries. We further provide the summary statistics for all the control variables used in our

analysis in Table 2. Table 1 shows that the mean score for portfolio diversification for



developed countries is -1.66, but in contrast, the mean for emerging countries is -3.44,
suggesting that developed countries are more diversified in terms of their portfolios relative
to emerging countries. In terms of political uncertainty, developed countries appear to have
lower levels of political uncertainty with an average of 0.06 compared with an average of
0.13 for emerging countries.

[Insert Tables 1 & 2 Here]
4.2.Correlation matrix

Table 3 reports the cross-correlation matrix among tte variables employed in our
empirical analysis. Consistent with theoretical predictions. no.*: al uncertainty is negatively
related to cross-country equity portfolio diversificatioi. Interestingly, the four measures of
political uncertainty are negatively correlated with .~cn other. The results show that the
correlation coefficients among most of the varial les are relatively low, suggesting that

multicollinearity is not an issue in this sti"dy.

4.3 Multivariate regression anaiys s
4.3.1. Political uncerteiny, and international equity portfolio flow
In this section, we ~xaiine whether political uncertainty has a varying impact on
equity portfolio inflo..<. e run our regressions using Equation (1). PolU represents political
uncertainty (i.e. NalElect.1, NalElec;, and NalEleci.1) of country j at time t regressed one at a
time. Table 4 presents the results of OLS regression. The estimated coefficients of the four
political uncertainty measures are all significantly negative. Model 1 shows that political
uncertainty has a negative impact on international equity portfolio inflows. The coefficient on
NalElec; is -0.082 (t-statistics=-3.20), suggesting that political uncertainty is sensitive to
international capital one year before a national election. This indicates that political
uncertainty is significantly higher and deters foreign investors from allocating equity

investment into the host country.



Model 2 of Table 4 reports the results of the impact of political uncertainty during the
year of a national election. The coefficient is -0.055 (t-statistics=-2.12). The result further
indicates that, as political uncertainty increases in the election year, it deters foreign investors
from diversifying into the host country. The magnitude of the impact is economically
significant relative to one year before a national election. The estimated coefficient in Model
3 is -0.074 (t-statistics=-3.08). The results support our hypothesis that political uncertainty
proxied by national elections reduces the attractiveness of the recipient country to foreign
investors. The findings support the conclusion drawn by Julio 2a “ook (2016), which shows
a negative impact of policy uncertainty on international cap*al flow. Our findings may be
explained by information asymmetry. Thus, politica, uncertainty heightens not only
information asymmetry among investors but may 7lsu increase equity risk premia, equity
market volatility, and impact asset prices (Bcutc.wva et al., 2012; Pastor and Veronesi, 2012;
2013). As a result, if a risk-averse invest. - a*ticipates that political uncertainty may lead to an
unfavourable outcome, the option valuc of waiting to invest increases, and investors tend to
reduce the level of investments 0” no._*x0one investments until political uncertainty is reduced
or resolved (Bloom, Bond, an. Van Reenen, 2007). In other words, thus the inability of
corporate investors to prea.c* the policies to be pursued by the new government and
ultimately passed into 1a.* nurts investment decisions and international capital flows.

[Insert Table 4 Here]

4.3.2. The moderating role of institutional quality
This section investigates whether institutional quality can mitigate the impact of
political uncertainty on international equity portfolio diversification. We proxy institutional
quality using checks and balances (CHBAL). Countries that have better institutions may have
checks and balances that promote an efficient legal system to reduce investment risk. We

estimate our results using Equation (2).



Model 1 of Table 5 reports the results of the interaction effects of institutional quality
and political uncertainty on international equity portfolio inflows using OLS regression. We
find the interaction between the NalElec;x CHBAL reverses the negative and significant effect
of political uncertainty into a positive and significant effect (coefficient = 0.048; t-
statistics=2.44). This finding indicates that the combined effect of political uncertainty and
checks and balances increases the level of international equity portfolio inflows. Thus, the
negative effect of political uncertainty on equity portfolio inflows is completely canceled out
by the interaction between the quality of institutions and politiz~! u.~certainty. Hypothesis 2 is
therefore supported. This finding suggests that two m7joi considerations, the quality of
institutions and political uncertainty, explain the l=ve, of international equity portfolio
inflows. The results imply that, under high-quality insuitions, political uncertainty tends to
be less important for investments to occur.

In Model 2 of Table 5, we use Newey-West regression to address the concern of
autocorrelation and heteroscedasticity .~ provide robustness to our analyses. The magnitude
of the coefficient increases in Mo~'=l . ~f Table 5. The coefficient of the interactive in model
2 is also positive and stati.-icahy significant at the 10% level (coefficient=0.046; t-
statistics=1.70). The results s~ w that institutional quality interacts with political uncertainty
to attract foreign equity nortfolio flow. Overall, the results reported in Table 5 confirm our
earlier findings in Table 4 that, checks and balances play a decisive role in alleviating the
negative impact of political uncertainty on international equity portfolio inflows. The results
suggest that the presence of elections on portfolio investment when there are checks and
balances is even beneficial.

[Insert Table 5 Here]
4.3.3. Control variables

Several control variables have expected and consistent signs throughout the

regressions. GOVTSTAB, DCPS, and DEMOC have positive effects on foreign equity



portfolio flow. The coefficient on INFL is negative and statistically significant at the 1%
level. This indicates that investors are reluctant to allocate equity to countries that have high
levels of inflation. NETIMARGIN and LEGORIG. None of GOVTSIZE, DBAGDP,
INVESTPRO, and RELIG variables affect the relation between political uncertainty and

foreign equity portfolio flow.

4.4.Robustness tests
In this section, we perform several analyses to proviZe ,2bustness to our baseline
results concerning the sensitivity of international capital 10\ ' to political uncertainty. First,
we perform analysis using the generalized method of ™ni.~ants (GMM). Second, we examine
the interactive effect between checks and balances r.ne ‘‘ear before the national elections of
the host country. Third, we investigate whet'ie: n<litical uncertainty and equity home bias

have an independent effect on foreign eq 'itv portfolio flow.

4.4.1. System generalizec me. »ud of moments

In this section, we p.aviae robustness to the baseline regression by addressing
potential endogeneity concer, as a result of reverse causality. Foreign investors may
influence political unc~rainty through institutional quality. Studies show that foreign
investors play an important role in enhancing institutional quality in the host country (see
Ferreira and Matos, 2008). Therefore, countries that attract less foreign equity portfolio
investment will have high political uncertainty due to weak institutions. Following Arellano
and Bond (1991), we use lagged levels of PORTFDIV as the instrument. The system GMM
estimation is appropriate when cross-section observation is large and the period is smaller.

We estimate our results using Equation (4).



PORTFDIV;, = a + B,PORTFDIVj,_y + B,PolU;, + B3Ctlsj, + Bs. TFE, + PB,.CFE;
+ €t

Where  PORTFDIV;, represents foreign equity portfolio diversification,
PORTFDIVj,_, represents the lagged foreign equity portfolio diversification, PolU represents
political uncertainty, (i.e. NalElec:.;, NalElec:.,, NalElec;, and NalElec.1) of country j at time
t regressed one at a time. Ctls;, is a vector of the control variables of country j at time t. TFE
and CFE are time (year) and country-fixed effects respectively

Table 6 presents the results of the system GMM wicl we employ to address the
concern of endogeneity. The coefficients on NalElec.; ar.1 N ilElec:., in models 1 and 2 are
significant and statistically significant at the 5% lev¢ 1 ai.1 the 10% level respectively, whilst
the coefficients on NalElec; and NalEleci1 = models 3 and 4 are also negative and
statistically significant at least at the 5% levei. =xcept for Model 2, in which the magnitude of
the coefficient is statistically smaller relati. ~ to the results reported in Table 4, the rest of the
results are consistent with our base'..~ regression. The results suggest that our main results
are robust to endogeneity.

[Insert Table 6 Here]

4.4.2. One year L2fa1c a national election

Table 7 presents *he interactive effect between one year before the national election
and checks and balances. In Model 1, we use OLS to examine whether political uncertainty
one year before the national election interacts with checks and balances to influence
international equity portfolio investments. The coefficient of the interactive variable
NalElec,_, X CHBAL is positive and statistically, significant at the 10% level. To provide
robustness to the result, in Model 2 of Table 7, we use the Newey-West model to address
autocorrelation and heteroscedasticity. The coefficient on the interactive variable

NalElec,_, X CHBAL increases and it is significant at the 5% level. The results suggest that,



even though national elections are associated with the risk of future policy swing by a future
government, investors are more willingly to allocate more equity investment to the host
country if there are strong institutions to ensure checks and balances and the safety of their
investments.

[Insert Table 7 Here]
4.4.3. Political uncertainty effects on equity home bias

In this section, we examine whether political uncertainty impacts the attractiveness of the
host country when there is a high prevalence of equity home w:2s°. Lau et al. (2010) show
that equity home bias increases portfolio risk due to lower rick ~*aring between domestic and
foreign investors. Further, the domestic stock mark:t may be dominated by corporate
insiders, which increases expropriation risk. We, ‘hcrefore, examine whether political
uncertainty and equity home bias have a comlir.ec effect to reduce the attractiveness of a
country to foreign investors or if thev harse dependent effects. We run the following
specification using Equation (5).

PORTFDIV;, = a + ByPollj; + p,HBIAS;, + B3PolU;; X HBIAS;, + B,Ctls;, +
TFE, + CFE, + €, ¢

where PORTFDIV.. rerresents international equity portfolio diversification, PolU
represents political uncerainty, (i.e. NalElec.i, NalElec.,, NalElec;, and NalElec+,) of
country j at time t regressed one at a time. HBIAS;, is equity home bias, PolU;; X HBIAS};
represents the interaction between political uncertainty and equity home bias. Ctls;, is a
vector of the control variables of country j at time t. TFE and CFE are time (year) and
country-fixed effects, respectively.

Table 8 reports the results. To save space, we report the coefficients of political

uncertainty, equity home bias, and interaction terms. In models 1 to 4, the coefficients on

® Equity home bias is the overinvestment in the local stock market by domestic equity investors relative to
the benchmark weight suggested by the international capital asset pricing model (ICAPM).



HBIAS are negative and statistically significant at least at the 1% level. This supports the
results reported by earlier studies (see Sorensen et al., 2007). However, the results for the
interaction term between political uncertainty and equity home bias are insignificant. This
suggests that the sensitivity of risk around national elections in reducing the attractiveness of
a country to foreign investors is independent of risk due to equity home bias.

[Insert Table 8 Here]
4.4.4. Alternative measure of institutional quality

We use La Porta et al. (1998) revised anti-director rights inu>x (RADIS) as an alternative
measure of institutional quality. This is consistent with the via\: *hat foreign investors may be
more concern about minority rights protection. We prov:ie tne results in Table 9.

The results show that anti-director rights intei>~* with political uncertainty to have a
combined effect to enhance equity portfolio flw,. The coefficient on NalElec; x RADIS in
models 1 and 2 are positive and statistizally significant at the 1% level. This suggests that
investors consider minority rights prctection and therefore allocate more equity portfolios to
those countries during a period of pulicical uncertainty.

[Insert Table 9 Here]

4.45. The role of the \~formation environment

We check the role tl e in‘ormation environment of the host country plays in influencing
cross-border equity portfilio allocation during a period of political uncertainty. Intuitively,
the negative impact of political uncertainty on international equity portfolio flow will be
more pronounced for countries with weak information environments. We, therefore, partition
the host countries into weak and strong information environments using La Porta et al. (2006)
disclosure quality index. We report the results in Table 10. The coefficients for the interactive
term NalElec; x DISCLO are positive and statistically significant in model 2 but insignificant
in model 3. This suggests that countries with a strong informational environment can attract

foreign equity portfolio investment during a period of political uncertainty.



[Insert Table 10 Here]
5. Conclusion

We investigate the varying effects of political uncertainty on cross-border equity
portfolio allocation decisions. We find that political uncertainty around national elections
reduces cross-border equity portfolio flows in the election year. We also find that the
interaction between political uncertainty and institutional quality increases international
equity portfolio flows. The findings suggest that the negative effect of political uncertainty on
international equity portfolio inflows is nullified by the quality ~f host country institutions.
However, the interaction of equity home bias and politica! .22 tainty appears not to affect
international equity portfolio inflows.

Our study contributes to the political economy ~~d the international finance literature.
Although there are many studies on determinai'te 0" international equity portfolio flow (see
Dahlquist et al., 2003; Giofre, 2014), =S 1ir a3 we are aware, no previous research has
examined the effects of political u.certainty on cross-border equity portfolio flow. The
research on institutional quality inter«ction with political uncertainty effects on cross-border
equity portfolio flow remains In.ited. We show how the interplay between institutional
quality and political uncc-tairwy effect on cross-border equity portfolio flows. Further
analysis indicates th-: tho information environment of the host country plays a key role in
cross-border equity poruolio flow. Host countries with stronger information environments
can mitigate the negative impact of political uncertainty on international equity portfolio
flow.

The study has implications for the country-level cost of capital and cost of doing
business in host countries in that as political uncertainty increases due to national elections,
corporate investments by foreign equity investors reduce. The results that political
uncertainty and institutional quality interact to increase international equity portfolio inflows

appear interesting and imply that institutional quality compensates for the negative effects of



political uncertainty, increasing international portfolio inflows. This finding is particularly
important for policy makers because it shows that the extent to which political uncertainty
affects international equity portfolio investment inflows is predicated on institutional quality,
particularly, the information environment of the host country. Therefore, policy makers
should strengthen domestic institutions to mitigate the negative impact of political

uncertainty on international equity portfolio inflows
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Table 1:

Descriptive statistics by country.

The table reports the means for the key variables employed in our regressions. All variables are defined in Appendix Al.

Panel A: Developed Economies

PORT

NalE

NalE

Nal

NalE

R

Country FDIV leces lec. Elec, lecs  ADIS "
Australia -1.85 0.00 0.00 00'0 0.00 004- 04.9
Austria -1.96 0.11 0.11 00-1 0.11 502. 54.0
Belgium 163 0.00 000 0 o002 0
Canada -1.54 0.00 0.00 00-0 0.00 004. 54.3
Denmark -1.97 0.00 0.00 00'0 0.0 004- 55.5
Finland -2.07 0.11 0.11 00-1 0.11 503- 54-1
France -1.08 0.32 0.28 50-3 0.7 503. 04.1
Germany -1.07 0.00 000 0 (U
Greece -2.49 0.05 006 °° 005 0
Ireland 118 0.00 000 Y 000 > P
Israel -2.70 0.05 0.06 50‘0 0.00 004. 04.0
Italy -1.38 0.00 pon o 00 000 0 o°
Japan -0.98 0.00 20 00'0 0.00 504- 03.0
Netherland 1.28 0.00 o0 0 o002 8
New Zealand 2.77 0.00 o0 0 000 b 2!
Norway -1.66 " 00 000 0 000 b
Portugal -2.29 2ot 0.22 00'2 0.16 502' 04-0
Singapore 1,69 0.11 oir O oir > 20
Spain 7. 0.00 000 0 000 > A0
Sweden 1.8 0.00 000 0 000 > P
Switzerland -1.42 0.00 0.00 00'0 0.00 003- 53.0
Kingl(ﬂged 0.97 0.21 017 0% 021 > >0
United States -0.61 0.21 0.22 50'2 0.26 003- 04.4
Mean 166 0.06 006 O 006 > M
Panel B: Emerging Economies
Argentina 313 0.26 022 2 026 0 7
Brazil 3.19 0.26 028 2 02 > M
Bulgaria 3.96 0.16 07 O oir 2 20
Chile -2.60 0.37 0.33 00'4 0.42 004- 03-0



China -1.93 0.00 o0 O° 000 bt
Colombia -3.34 0.26 028 7 026 o

Repu%fiefh 3.07 0.00 o0 0° 000 b S5°
Egypt -4.13 0.21 0.22 00-2 0.21 003. 51.7
Hungary -3.66 0.16 0.17 50'1 0.16 002- 03.3
India -4.39 0.00 000 0 000 >
Indonesia -3.69 0.21 0.17 00-2 0.2 004, 03.3
Korea -2.38 0.21 0.22 00-2 021 504. 52.8
Malaysia -3.09 0.00 000 0 000 >
Mexico 2.92 0.16 07 Ot 016 >
Pakistan -5.08 0.00 0.00 00-0 0.7 004. 02.8
Peru -3.14 0.21 0.22 00-2 05 503. 04.0
Philippines -3.59 0.16 0.17 50-1 0.16 004. 54. 1
Poland -3.30 0.16 017 O 021 F P
Romania -4.39 0.16 o O 06 o> ,*°
Russia -3.01 0.21 017 00-2 021 004. 52.7
Slovenia -3.29 0.00 ary 00-0 0.00 003. 55.7
South Africa -2.45 0.00 0.00 00'0 0.00 005- 02.0
Thailand -3.27 0.00 0.00 00-0 0.00 004. 02.9
Turkey -4.29 r.05 0.06 50-0 0.05 003. 02.5
Ukraine -5.48 .00 0.00 00-0 0.00 003. 53.4
Mean 3.47 0.13 o1z O o3 > 38
Overall Summary

Obsel:l\?étions o 0 912 864 960 912 60 o g %
Mean 255 0.10 000 o0 010 ° 03-9
Median 2.45 0.00 000 0 000 3
Std. Dev. 1.14 0.29 0.29 90'2 0.29 001- 61-6
Minimum 6.10 0.00 000 0 000 b
Maximum 0.55 1.00 1o 10 o> o




Table 2:
Descriptive statistics by country.
The table reports the means for all control variables used in our regressions. All variables are defined in Appendix Al.

Panel A: Developed Economies

Country GovT S | D DB DE G NETIMA Gov INVES R LEG
STAB MI  NFL CPS  AGDP  MOC  DPG RGIN TSIZE TPRO ELIG  ORIG
Australia 097 Lot et e e L0 P 193 18.25 175 o8 1.00
Austria 12 49 8 ! 0_739 63105' . 0.9 o 1.48 19.59 1.50 0 3 2.00
Belgium 075 oy 170 ge1 oot 130 23.10 19 3 1.00
Canada 1.07 6_256 12 3 21_411 14133' 80'8 _202 2.10 20.47 . 6y _003 1.00
Denmark 1.06 7_179 0_151 68_311 89181' 50'9 1 ! 1.18 AR 1.75 _008 3.00
Finland 135 oo asl aap 82 00 0.72 2, %7 178 " 3.00
France 0.42 7_575 _411 2_669 40109' 30'9 _850 09 23.42 1.18 _003 2.00
Germany 088 g ool 1'799 21112' A 0.9 o 0 0.95 19.44 160 o 8 3.00
Greece 018 ., 46 8 3 9'838 40107' , 09 N 2,66 20.66 064 oo 2.00
Ireland 1 gl ol osee s L OGN 0.96 15.73 167 g0 1.00
Israel 116 2% b e 200 RN 3 237 23.42 113 0° 1.00
Italy o R S 169 19.41 o84 ° 2.00
Japan 103 00 as’ eval Dt R 1.02 18.95 14 0 3.00
Netherland 102 seot o8’ s o 20 ! 111 24.26 1ar 00 2.00
Zealang L3 0 o saos 70 30 e 2.06 18.52 182 " 100
Norway 127 ol wst mes 2 T 169 21.66 151 00 3.00
Portugal L T e L0 148 19.15 0% ,,° 2.00
Singapore I e L 164 10.23 196 1.00
Spain 008 400 ss siee s 20 ! 170 18,81 108 00 2.00
Sweden 1.16 8 0 ! 126. 0.9 ! 129 25.49 170 8 3.00

4.05 .38 16.90 39 5 .95 .00



g e 132 54 s sied  ar " 0.85 11.20 168 oo 3.00
King(iL(JJ?'ri’ntEd 0.43 6.845 06 47.871 491 o o9 18 175 19.74 172 00 1.00
Sttes. el 03 o 40 aes e T 346 17.30 4T o 100
Mean N R, 157 19.86 L6 191
Panel B: Emerging Economies
Argentina 007 L 4’ ses o0 R 6.35 14.86 055% g 1.00
Brazil 0.20 6_392 - 0_105 990'2 08 o 5.70 19.35 L o0 2.00
Bulgaria 029 ol el o0s 357'3 0.7 o6 4.5 1724 w0 oo 2.00
Chile 0.50 5_566 2 8_239 875'7 0.9 M 404 1. 84 1.37 0 2.00
China 045 7_914 o 4(} 83147' 0.1 70 253 15.65 029 o 2.00
Colombia 147 7'063 PR 43 844'4 06 a1 5.1. 14.70 0.20 0 2.00
Reputh:I?sCh 095 3060 s 256 P X 274 19.91 1120 g 3.00
Egypt 0.99 7'984 5 7'573 076'8 0.2 A 276 11.11 050 2.00
Hungary 082 o id .60 aag 861'5 0.7 1 371 2091 093 3.00
India 110 o0 o e < 0.0 o 3.14 10.76 03 1.00
Indonesia 098 ot ' sls AR o 5.75 8.79 028 2.00
Korea 038 oo oa seus ot % 2.04 14.34 230 3.00
Malaysia 021 ot et e s B 250 1253 056 o 1.00
Mexico 061 Lot ol or ot R 5.40 11.35 026 2.00
Pakistan 220 0,0 P o 27 L 3.92 9.89 088 o 1.00
Peru 072 ot Y e 29 % e 6.36 11.89 032 2.00
Philippines 128 L Lt o0 o 4.06 10.54 005 o 2.00
Poland 067 o ' g ol % e 331 18.38 087 3.00
Romania 0.19 7 2 354 0.7 5.23 15.61 0.42 2.00



546 54 719 9 3 74 00
Russia 092 1 49 ogg R T 473 18.04 036 o 2.00
Slovenia 098 el 10 763 20 o f P 254 19.09 076 4 3.00

Africe?oum 0.12 8.875 91 21.941 371'3 2 o8 13 ? 321 18.03 0.42 00 1.00
Thailand 082 ol arr masr sp R 2.94 15.31 016 1.00
Turkey -1.08 1_685 159 8_005 661'4 6 0.5 _684 5.40 13.85 0.22 0 2.00
Ukraine 075 o ee a7 208 0 ! 6.6 18.56 046 % 2.00
Mean 0.35 5_347 % 9_355 966'0 60'6 _543 418 14.94 B o 1.96
Overall Summary

s Observatio 960 60 o 20 o7 8 939 0 % 60 o 909 960 960 60 960
Mean 0.20 3'068 0 62 48 092'3 , 0.7 o 2 247 17.25 0.75 8 1.94
Median 042 o’ 4a ase o3 R N 2.48 18.06 09 2.00
Std. Dev. 0 .0 ot L o 22 ON 195 454 091, 0.75
Minimum 281 gl s 10 1 Y ks 015 6.89 253 oo 1.00
Maximum 176 ool aso) wese oo e g 15.36 27.94 226 o 3.00




Table 3:
The table reports the Pearson’s pairwise correlation coefficients of all variables used in our regressions. All variables are defined in Appendix Al. Coefficients in bold are significant at the 5% level.

; ( ( ( ( ( ( ( ( ( ( ( ( ( ( ( ( ( ( (
Variables ) 2) 3 4 5 6 7 8 9 10 11) 12) 13 14 15 16 17) 18 19)

PORTFDIV 1

)
NalElec 1(2) - 1
0.05
NalElec., (3) - - 1
0.05 0.04
NalElec; (4) - - - 1
0.04 0.02 0.02
NalEleci., (5) - - - - 1
0.04 0.02 0.06 0.02
RADIS (6) 0 - - - - 1
.02 0.02 0.03 0.03 0.02
GOVTSTAB 0 - - - - - 1
) .64 0.09 0.08 0.08 009 0.04
SMI (8) 0 - - - - 0 0 1
.10 0.11 010 011 012 .05 41
INFL (9) - 0 0 0 0 0 - - 1
0.53 .05 .05 .02 .04 .02 0.44 0.17
DCPS (10) 0 - - - - 0 0 0 - 1
.70 0.09 0.09 0.08 008 .14 .48 .02 v.39
DBAGDP (11) 0 - - - - 0 0 J - 0 1
.62 013 012 013 012 .10 5. .23 042 .82
DEMOC (12) 0 0 - 0 0 9 J - - 0 0 1
.53 .01 001 .01 .01 4 .08 002 032 .23 18
GDPG (13) - - - 0 - 5y - 0 0 - - - 1
0.26 0.05 0.02 .03 0. a7 0.20 .05 10 022 0.26 0.30
NETIMARGIN - 0 0 0 0 - - - 0 - - - 0 1
(14) 0.68 .13 A2 A1 .20 0.03 058 032 .45 054 070 034 .19
GOVTSIZE 0 - - - - - 0 0 - 0 0 0 - - 1
(15) 44 0.08 0.08 0.08 008 017 .48 A2 026 .31 43 48 039 043
INVESTPRO 0 - - - - 0 0 0 - 0 0 0 - - 0 1
(16) .63 011 010 010 010 .04 .69 .33 0.40 .43 A7 .52 0.19 0.60 .48
RELIG (17) 0 - - - - 0 0 - 0 0 0 0 - - 0 0 1
.06 0.06 0.07 006 0.06 .19 A1 0.01 .13 .20 .07 .04 0.08 0.07 .19 .29
LEGORIG 0 0 0 0 0 - 0 0 - 0 0 0 - - 0 0 - 1
(18) .05 .01 .02 .01 .01 029 .30 A1 0.08 .01 .08 .24 012 020 27 .03 012
CHBAL (19) 0 - - - - 0 0 0 - - - 0 - - 0 0 0 0 1

.08 0.03 0.04 0.04 005 .12 15 .08 0.07 0.07 0.03 .40 012 012 21 20 .01 .04




Table 4:

Effects of political uncertainty on cross-border equity portfolio diversification

The table shows regression estimates of foreign equity portfolio diversification on political uncertainty and country controls (Equation
1 in the text). All variables are as defined in Appendix Al. The specifications are estimated with OLS. The t-statistics, reported in
parentheses, are based on standard errors double clustered at the country and year levels. For tractable interpretation, all the coefficients are
reported as elasticity, and the statistical significance is reported against 10% (*), 5% (**), and 1% (***) significance levels respectively.

Model Model Model Model
. 1) 2 3 4
Variable PORT PORT PORT PORT
FDIV FDIV FDIV FDIV
NalELEC:., 0_082*;*
3.20)
NalELEC, 00557
2.12)
NaIELEC! 0.074***
(_
3.08)
NalELECys -0.022
(_
n70
GOVTSTAB 0.240 0.226 0.228 &
(1.69) (1.60) (1.66) 1.76)
SMi 0.326%* 0.322% 0.334%* 0.5 9%%
2.04) 2.00) 2.12) 2.22)
INFL 0.045%%* 0.045%%* 00w 0.042%%%
(- (- (- (-
3.90) 3.64) > 54) 3.33)
a
DCPS D010 D010 b 2 D010
(3.80) (3.72) (3.76) (3.65)
DBAGDP 0443 -0.391 0372 -0.381
¢ (- . .
1.45) 1.30) 1.28) 1.28)
2
DEMOC 0234 0.8 0.194 0.204
(2.41) ("1 (1.82) (1.91)
GDPG 0031 ,.032 -0.029 -0.028
(- (- (- (-
157) 1.59) 1.49) 1.37)
NETIMARGI : : :
N 0,597 0,573 0.572%%* 0.579%*
3.79) 3.83) 3.96) 4.01)
GOVTSIZE 0.011 0.011 0.011 0.011
(0.48) (0.47) (0.49) (0.48)
INVESTPRO 0.266 0.280 0.277 0.294
(1.38) (1.43) (1.45) (1.46)
RELIG -0.050 -0.049 -0.048 -0.050
1.45) 1.42) 1.41) 1.48)
LEGORIG 0.212* 0.207* 0.207* 0.214*
1.87) 1.83) 1.86) 1.92)
Constant 0.738 0.401 0.369 0.504
(0.41) (0.22) (0.21) (0.29)
No of
Observations 727 759 791 749
Adj. R- 0.755 0.755 0.757 0.757
Square
Country Yes Yes Yes Yes

effects
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Year  fixed

effects Yes Yes Yes Yes




Table 5:

Political uncertainty and checks and balances

The table shows regression estimates of foreign equity portfolio diversification on political uncertainty and country controls (Equation
2 in the text). NalElec; x CHBAL is the interaction between political uncertainty and checks and balances. All variables are defined in
Appendix Al. The specifications are estimated with OLS in Model 1 and Newey-West in Model 2. The t-statistics, reported in parentheses,
are based on standard errors double clustered at the country and year levels. For tractable interpretation, all the coefficients are reported as
elasticity, and the statistical significance is reported against 10% (*), 5% (**), and 1% (***) significance levels respectively.

Newey-
OLS West
. Model Model
Variable
) )
PORT PORTF
FDIV DIV
NalElec, 0.271%** 0.250**
(-3.03) -2.13)
CHBAL 0.058* 0 0u**
(1.79) (2.74)
NalElec; X 0.048*
CHBAL * 0.046*
(2.44) (1.72)
**
GOVTSTAB 0.142 0;221
(1.00) (2.79)
SMI 0.317%* 0.313***
(-2.01) (-3.58)
INFL 0.042%** 0.044***
(-3.30) (-3.92)
DCPS ol o0
(3.54) (6.24)
(-1.17) (-2.48)
DEN.DC 0.593 0.302
(0.88) (0.97)
) _ .
OPG 0.028 0.029**
(-1.46) (-2.06)
NETIMARGIN 0.565%** 0.587***
(-3.76) (-7.12)
GOVTSIZE 0.007 0.012
(0.28) (1.09)
INVESTPRO 0.256 0218
(1.59) (2.79)
RELIG -0.042 0.050***
(-1.22) (-3.06)
LEGORIG 0.207* 0.218%**
(-1.83) (-3.90)
Constant -0.942 0.250%**

(-0.59) (-2.13)
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No of

Observations 789 57
Adj. R-Square 0.750
F-Statistics 29.596
Country  fixed

effects Yes Yes
Year fixed Yes Yes

effects




Table 6:
System GMM estimation
The table shows GMM estimates of foreign equity portfolio diversification on political uncertainty and country controls (Equation 4 in
the text). All variables are as defined in Appendix Al. The reported results are for two years pre-national elections, one-year pre-national
elections, the election year, and one year post national elections. The t-statistics, reported in parentheses, are based on standard errors double
clustered at the country and year levels. For tractable interpretation, all the coefficients are reported as elasticity and the statistical
significance is reported against 10% (*), 5% (**) and 1% (***) significance levels respectively.

Model Model Model Model
; €3] 2 3) (4)
Variable PORT PORT PORT PORT
FDIV FDIV FDIV FDIV
NalElec,., 0.157%*
(-2.33)
NalElec,., 0.067*
(-1.78)
NalElec 0.117%%*
(-3.33)
b. 192/ ¢
NalElec+,
12.07)
0.043* 0.124%
GOVTSTAB " 0.079* 0.069* "
(2.12) (1.88) (1.94) (2.45)
§ N -nn N
M 0,043+ 0.084 7. 0.076
(-1.94) (-1.47) N5 (-1.19)
INFL 0.005** 0.011%** 2.000F* 0.012
(-2.59) (-3.29) (-3.12) (1.32)
0.001* 0.003* 0.004*
DCPS " A 0.002* -
(2.01) 2.0 (2.00) (2.56)
DBAGDP -0.048 €05 -0.050 -0.176
(-1.57) Ltz (-0.58) (-1.62)
DEMOC 0.055 0.145 0.159 0.115
(0.76) (L.73) (0.86) (0.39)
GDPG -0.000 -0.002 -0.001 -0.002
(-0.02) (-0.37) (-0.10) (-0.33)
NETIMARGIN  0.07A*" 0.136%* 0.083* 0.145%**
(-2.21 (-2.39) (-1.90) (-2.93)
GOVTSIZE -0.00" -0.003 -0.005 -0.001
(-0.37) (-0.22) (-0.27) (-0.03)
INVESTPRO 0.016 0.069 0.072 0.145
(0.46) (0.93) (1.10) (1.42)
RELIG -0.006 -0.012 -0.005 -0.028
(-1.12) (-0.78) (-0.30) (-1.59)
LEGORIG 0.035%* -0.057 -0.050 0.093*
(-2.17) (-1.22) (-1.38) (-1.92)
Lagged 0.891% 0.687* 0.740% 0.610%
PORTFDIV = ok = =
(28.80 (10.17 (10.29 747)
) ) )
No of
sbservation 721 752 752 710
AR1 (P-value) 0.010 0.027 0.030 0.023
AR2 (P-value) 0.248 0.212 0.210 0.299
Hansen J (P- 0.731 0.256 0.536 0.706

value)



Hansen J
Statistics 30 42 32 29

Model 1 examines the effects of political uncertainty one before national elections on foreign equity portfolio diversification
Model 2 examines the effects of political uncertainty two years prior to national elections on foreign equity portfolio diversification

Model 3 examines the effects of political uncertainty two years into the national election year on foreign equity portfolio
diversification

Model 4 examines the effects of political uncertainty one year post-national election on foreign equity portfolio diversification



Table 7:

Political uncertainty and checks and balances
The table shows regression estimates of foreign equity portfolio diversification on political uncertainty and country controls (Equation 2
in the text). NalElec; x CHBAL is the interaction between political uncertainty and checks and balances one before a national election. All
variables are defined in Appendix Al. The specifications are estimated with OLS in Model 1, and Newey-West in model 2. The t-statistics,
reported in parentheses, are based on standard errors double clustered at the country and year levels. For tractable interpretation, all the
coefficients are reported as elasticity, and the statistical significance is reported against 10% (*), 5% (**), and 1% (***) significance levels
respectively.

Newey-
OLS West
. Model Model
Variable
(1) (2
PORT PORTF
FDIV DIV
NalEleci; 0.800%* 0,760
(-2.47) (-.72)
CHBAL 0.013 5,072
(0.54) (0.9¢)
NalElec;_, X
CHBAL 0.157* 0 L46**
(1.93) (2.13)
0.219**
GOVTSTAB 0132 "
(0.91) (3.21)
SMI -0 JO! 0.313***
(-u.o2) (-4.21)
INFL 0.042%** 0.044***
(-3.37) (-4.23)
* %k k
DCPS S*O 11 0;009
(3.55) (7.37)
. in -
DEAGTN -0.402 0.374%%*
(-1.21) (-2.86)
NEL'OC 0.550 0.288
(0.83) (1.08)
GDPG -0.027 0.029**
(-1.37) (-2.20)
NETIMARGIN 0.575%%x 0.585%**
(-3.78) (-8.25)
GOVTSIZE 0.008 0.012
(0.33) (1.31)
0.277**
INVESTPRO 0.257 "
(1.59) (3.31)
RELIG -0.043 0.050***
(-1.23) (-3.61)
LEGORIG 0.204* 0.215%**
(-1.77) (-4.56)
Constant -0.538 -0.878
(-0.33) (-1.25)
No of
Observations 757 757

Adj. R-Square 0.748
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F-Statistics 40.645
Country  fixed

effects Yes Yes
Year fixed

effects Yes Yes




Table 8:

Political uncertainty and equity home bias
The table shows regression estimates of the role of home bias on political uncertainty and country controls. NalElec x HBIAS is the
interaction between political and equity home bias. All variables are defined in Appendix Al. The specifications are estimated with OLS in
Models 1-4, and Newey-West in Models 5-8. For brevity and to conserve space, we report only the coefficients of the key variables. The t-
statistics, reported in parentheses, are based on standard errors double clustered at the country and year levels. For tractable interpretation,
all the coefficients are reported as elasticity, and the statistical significance is reported against 10% (*), 5% (**) and 1% (***) significance

levels respectively.

OoLS Newey-West
Variabl Mod Mod Mod Mod Mod Mod Mod Mod
ariable el (1) el 2) el 3) el (4) el (5) el (6) el (7) el (8)
POR POR POR POR POR POR POR POR
TFDIV TFDIV TFDIV TFDIV TFDIV TFDIV TFDIV TFDIV
HBIAS 0.683%%%  0.669%F%  0.654%%  0665%*  0.690%%*  0.674%F%  0671*F*  0,686%
(- (- (- (- (- (- (- (-
7.43) 6.91) 6.41) 6.39) 8.86) 8.62) 8.58) 8.78)
NalElec., 0,107 0.103%*
- (_
2.47) 2.25)
NalElec:., X 0.02 0.?
HBIAS 8 ’
(1.0 0.
2) L,
NalElec.: 0.100% 0.096*
1.93) 1.93)
NalElec;., X 0.04 0.04
HBIAS 2 0
(1.2 a1
6) 7)
NalElec; 0,17 g 0.103%*
, -
3.05) 2.19)
NalElec; X 0.04 0.03
HBIAS S 1
a5 (0.9
5) 1)
NalEleci., 0.098* 0.095*
(- (-
1.93) 1.72)
NalElec. 1 X 0.04 0.03
HBIAS 9 9
(1.4 0.9
I 0) 8)
No . of 7 759 791 749 727 759 759 717
Observations
. re_ 0.82 0.82 0.82
Adj. R-Square 6 4 4 6
26.2 23.9 27.2 255
F-Statistics 82 38 62 76
Country - fixed Yes Yes Yes Yes Yes Yes Yes Yes
effects
Year fixed Yes Yes Yes Yes Yes Yes Yes Yes

effects




Table 9:

Political uncertainty and revised anti-director rights

The table shows regression estimates of the role of anti-director rights on political uncertainty and country controls. NalElec;x RADIS
is the interaction between political and revised anti-director rights. All variables are defined in Appendix Al. The specifications are
estimated with OLS in Model 1 and Newey-West in Model 2. The t-statistics, reported in parentheses, are based on standard errors double
clustered at the country and year levels. For tractable interpretation, all the coefficients are reported as elasticity, and the statistical
significance is reported against 10% (*), 5% (**) and 1% (***) significance levels respectively.

Newey-
OLS West
. Model Model
Variable
)] 3]
PORT PORTF
FDIV DIV
NalElec, 0.678%** 0.655%
(-3.25) (-3.03)
0.047%
RASDI x 0.036
(2.00) (1.10)
NalElec, X 0.238* 0.240%*
RASDI ok *
(4.07) (4.01)
0.145%
GOVTSTAB 0- 0.143"
(3.06) (1.96)
SMI 0.001%* -0.001
(-2.32) (-1.42)
INFL 0.037%%* 0.042%%
(-4.79) (-4.01)
* *%x
- 0.011 0011
(13.47
) 8.5
DBAGDP 0.362%%* .39
(-3.76) .2.84)
0.467*
DEMOC * 0.345
247 (1.21)
GDPG 0L 0.032%*
(-15) (-2.31)
NETIMARGIN 0 o 056200
10.82) (-8.11)
GOVTSIZE 0.005 0.006
(0.82) (0.60)
INVESTPRO 0.269* 0.2647
(4.96) (3.44)
RELIG 0.043%** 0.043%%*
(-4.57) (-3.16)
LEGORIG 0.202%%* 0.203%**
(-6.02) (-3.98)
Constant 1.145%* -0.918

(-2.45) (-1.40)
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No of

Observations 791 759
Adj. R-Square 0.752 -
F-Statistics - 38.951
Country  fixed

effects Yes Yes
Year fixed

effects Yes Yes




Table 10:

The weak and strong information environment

The table shows regression estimates of the role of disclosure quality on political uncertainty and country controls. NalElec,x DISCLO is the interaction
between political and disclosure quality. All variables are defined in Appendix Al. The specifications are estimated with Newey-West estimations in Models 1
and 2. The t-statistics, reported in parentheses, are based on standard errors double clustered at the country and year levels. For tractable interpretation, all the

coefficients are reported as elasticity, and the statistical significance is reported against 10% (*), 5% (**), and 1% (***) significance levels respectively.

Overall informational

: Countries with a strong informational
environment

environment

Countries with a weak informational

environment

Variable (All countries)
Model (1) Model (2) Model (3)
PORTFDIV PORTFDIV PORTFDIV
NalElec, -0.392* -1.772* -0.204
(-1.93) (-1.89) (-0.95)
DISCLO 1.091** 3.180** 0.015
(2.59) (2.30) (0.02)
NalElec; X ek *
DISCLO 0.762 2.207 0.536
(2.45) (1.94) (1.07)
GOVTSTAB 0.115 0.396* -0.116
(0.93) (2.07) (-0.61)
SMI -0.113 0.438*** 0.756***
(-0.68) (3.23) (2.99)
INFL -0.051*** -0.067* -0.037***
(-3.87) (-1.99) (-3.56)
DCPS 0.009** 0.006** -0.009**
(2.15) (2.24) (-2.37)
DBAGDP -0.257 -0.957** 0.978**
(-0.64) (-2.67) (2.38)
DEMOC 0.068 1.733** 2.396***
(0.10) (2.32) (3.43)
GDPG -0.024 -0.036 -0.036**
(-1.07) (-1.37) (-2.45)
NETIMARGIN -0.552%** -0.060 " -0.092
(-3.43) (-0.60) (-0.57)
GOVTSIZE 0.019 0.10" ** -0.033
(0.64) A7) (-1.15)
INVESTPRO 0.199 .28( *** 0.310
(1.12) (2 46) (1.48)
RELIG -0.042 -0.018 -0.022
(-1.08) (-0.33) (-0.23)
LEGORIG -0.180 0.431** 0.341*
(-1.38) (2.55) (1.75)
Constant -0.467 -6.492** -11.199***
(-0.24) (-2.36) (-4.43)
No of
Observations 642 297 347
Adj. R-Square 0.747 0.846 0.893
offect sCountry fixed Yes Yes Yes
Year fixed Yes Yes Yes
effects
Appendix: Al
Definitions of variables

A
crony Variable D~scri, tion Source
m

P Cross-border equity The var. ble estimates the logarithm of the country-level bilateral cross-border IMF's, Coordinated
ORTF  portfolio diversification portfolio di**~ sification of country i in country j at year t (wijt) Portfolio Investment
DIV Survey (CPIS)

N pre-election year by The dummy variable that takes the value of 1 just before the country's election is to World Bank's
alEle one year hold in the next one year 0 otherwise. Database of Political
Ct1 Institutions (DPI)

N pre-election year by Dummy variable that takes the value of 1 just one year before the country's election World Bank's
alEle two years year, and O otherwise. Database of Political
Cto Institutions (DPI)

N The election year Dummy variable that takes the value of 1 if it is the country's election year, and 0 World Bank's
alEle otherwise. Database of Political
Ct Institutions (DPI)

N Post-election year by Dummy variable that takes the value of 1 just one year after the country's election World Bank's
alEle one year year, and O otherwise. Database of Political
Ct+1 Institutions (DPI)

C Checks and balances This refers to the amount of veto power between the three arms of government in a World Bank's
HBAL country. Database of Political

Institutions (DPI)

G Government stability This is the measure of the government's propensity to manage its projects and International
OVTS programs effectively and to remain stable. The higher this index, the more effective and  Country Risk  Guide
TAB stronger the government will become. (ICRG) database

S Stock market This is the summation of trade exports and imports as a percentage of GDP World Bank's
MI integration World Development

Indicators (WDI)



NFL Inflation rate

D Domestic credit to
CPS the private sector (% of

GDP)

D Deposit money bank
BAG assets to GDP (%)
DP

D Democracy
EMO
C

G Gross domestic
DPG product growth rate

N Net interest margin
ETIM
ARGI
N

G General government
OVTS  final consumption

1ZE expenditure (% of GDP)
| Investment profile

NVES
TPRO
R Religion
ELIG
L Legal origin
EGO
RIG
R Revised anti-director
ADIS right

This is the consumer price inflation rate for the annual one-year lagged rate.

This is the financial resources provided to the private sector, such as through
purchases of non-equity securities, loans, trade credits, and other accounts receivable that
establish a claim for repayment.

This is a measure of claims made by deposit money banks in the domestic non-
financial sector as a percentage of GDP

This is a polity IV democracy score as a measure for political freedom, taken from
the Freedom in the World database. This is a measure of the combined polity score
(Polity2).

This is the GDP growth rate per annum in percentage.

This index represents the ratio of the bank’s net interest revenue to its interest-
bearing assets

This entails all government current expenditures for purchases of gonds and services
including most of the national defence and security spending.

This measure outlines the requirement that an investor needs to m#'.c “~ves..nents in
offers. It is also a good indicator of knowing what mix and inves ment . /pes to be
considered.

A dummy variable of the religion practiced by a majorit- ot . e citizenry of a
country. These religions include Atheist, Buddhist, Catholic, Hina  Indir enous, Judaism,
Muslim, Orthodox Christian, and Protestant.

A dummy variable depicts the origin of a nation’s lega, ~vstem. The five most
common origins include English, French, German, Nordic ana . ~cialist.

This index aggregates the shareholder rights (anti-di*ecw. *s right) and ranges from 0
to 6.

World Bank's
World Development
Indicators (WDI)

World Bank's
World Development
Indicators (WDI)

IMF's International
Financial Statistics (IFS)

POLITY IV

World Bank's
OECD National
Accounts database

Bankscope
database

World Bank's
World Development
Indicators (WDI)

International

Country Risk  Guide
(ICRG) database
World Religion

Database and Stulz and
Williamson (2003)

La Porta et al.
(1999)

La Porta et al
(1998)
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Political Uncertainty and Cross-Border Equity Portfolio Allocation Decisions: International

Evidence

Highlights

Political uncertainty rea. ~es international equity portfolio flow.

Political uncert~inty .ateracts with institutional quality to increase international

equity porttc'io f ow

International equity investors are sensitive to uncertainty around national

elections.

Interaction between equity home bias and political uncertainty has no effect on

international equity portfolio diversification.
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