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ABSTRACT

We document novel evidence that political uncertainty hdarapening effect on corporate in-
vestment. Specifically, we find significant cycles in firmdegorporate investment corresponding
with the timing of national elections across a sample of 4étaes between 1980 and 2004. Dur-
ing the year leading up to the election outcome, firms reduastment expenditures by an average
of 5.3% relative to non-election years, controlling for fichmaracteristics and economic conditions.
We investigate several potential explanations and findemdd consistent with the hypothesis that
political uncertainty generates cycles in investment exiiares in election years. In particular, we
find that the investment cycles are more pronounced in ciagntrith fewer checks and balances
in place at election time, parliamentary political systenngl law legal origins, and among coun-
tries with higher measures of economic risk. Within cowasdyithe cycles are more pronounced
for firms in politically sensitive industries, firms with Higapital intensity, and firms with a lower
proportion of sales coming from exports. We also find thaegtment cycles are stronger around
elections with more uncertain outcomes as measured bydlkerokss of election result. Decreases
in corporate investment correspond with temporary in@sascorporate cash holdings in the year
leading up to the election. Overall, these findings sugdedtdolitical uncertainty is an important
determinant of corporate financial policies around the @orl
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“...how unrealistic any theory of investment opportungynihich leaves the political factor

out of account”. Joseph A. Schumpeter (1939)

|. Introduction

The relationship between politics and economic outcomasahlang history in research and public
debate. There are various channels through which politidstiae political process are hypothesized
to influence real economic activity. One particularly ie&ing connection is the effect of elections
and changes of policymakers on the real decisions of firmsile/gkandard models of policy typi-
cally assume a single welfare maximizing planner that makdisy choices over the entire life of the
economy, the real world is characterized by leaders wholiagted terms and may be replaced by an-
other leader with different policy preferences. The int&st and uncertainty associated with possible
regime change has implications for the behavior of bothtip@ns and firms. In this paper, we in-
vestigate the behavior of firms around the timing of natieiattions using an international sample to
examine whether uncertainty over possible changes in gmemt policy have an effect on firm-level
investment expenditures. Elections provide a convenieirical framework for studying the effects
of political uncertainty. For a large number of countrid® timing of elections is fixed by constitution
and outside the control of any individual firm. Since poéticncertainty is likely to be higher around
times when government leadership may change hands, itda®vis with an interesting setting for

studying the impact of policy uncertainty on investment.

There are several possible ways in which an election canteeateasurable changes in economic
activity. On one hand, policymakers facing an upcomingtelaanay choose policies to increase the
probability of re-election. The political business cydterature deals with incentives created by politi-
cians who either have a preference for staying in office oefepence for maintaining specific policies
in the case that he or she must leave office. Starting with iNarsls (1975) model of political busi-
ness cycles, there has been debate over whether incumbengssfully manipulate fiscal policy and
monetary policy instruments to influence the level of ecoicoactivity prior to an election in order
to maximize the probability of reelection. The basic idedh&fse opportunistic models is that voters

make their decisions based on the state of the economy ahtheof the election and the incumbent



chooses policies to manipulate the short-run Phillips etovinduce higher growth prior to an election.
Hibbs (1977) offered a different perspective on politicatimess cycles, where changes in economic
activity around national elections arise from partisariedénces and policy preferences. The limi-
tations of both these opportunistic and partisan modelheénpresence of rational expectations were
spelled out by Alesina (1987) and others. Empirically, hasvethere is little support for these political
business cycle theories. While aggregate economic condifprior to elections do have a significant
effect on election outcomes, there is no significant pretetfal increase in economic activity in the
United States or any of the OECD counﬂesWhile there is little evidence that policy makers ma-
nipulate fiscal and monetary instruments to affect econ@muicomes in election years, there is some
evidence that governments take action to improve theiragof staying in power. Dinc (2005) and
Cole (2007) investigate bank lending patterns in severargimg markets and India by government
owned banks in election years. Interestingly, they both ffirad lending by government-owned banks

increase significantly in election years relative to peMaanks, particularly in hotly contested regions.

Firms may also have incentives to change their behavioreictieh years to assist policymakers in
their re-election hopes. Some firms may have establishataehips with incumbent policymakers
which may lead to various benefits, such as preferable tatntient, awarding of government contracts
and bailouts in the case of financial distress. Faccio (26065 that approximately three percent
of firms representing eight percent of the world’s marketitedipation have political connectiafis
which may be value enhancing. Indeed, Faccio, Masulis an@dvinell (2006) find that politically
connected firms are much more likely to be bailed out comptyetbn-connected firms. As such,
connected firms have an incentive to aid incumbents to ersaieconnection remains in power after
the election. Consistent with this, Bertrand, Kramarz, d&chand Thesmar (2006) investigate the
behavior of politically connected CEOs around electiong-iance. They find that firms managed
by connected CEOs boost their investment, particularlyalitipally contested areas, during election

years, likely in an attempt to help their connection getlested.

While the first two channels, political business cycles aolitipal connections, predict a positive

relationship between investment and election timing,tjali uncertainty and instability is hypothe-

1See Drazen (2000) for a review of the empirical evidenceeadl political business cycles.
2Faccio (2006) classifies a firm as being politically conneétene of its officers or large shareholders is a member of
parliament, a minister, or closely related to a top pokicor party in that country.



sized to have a negative effect on firm investment. Uncdytawer an election outcome translates into
policy uncertainty and a chance that the rules of the gameamayge after the election. Rodrik (1991)
and Pindyck and Solimano (1993) are prominent examplesi®fitbrature in which the uncertainty
brought about by political uncertainty leads firms to choloseer levels of investment expenditures.
The idea that political instability can deter investmenttioa aggregate level is supported by empiri-
cal evidence. Barro (1991) and Alesina and Perotti (1996) ttmt measures of political instability
and violence are correlated with cross-country differerindnvestment rates. Pindyck and Solimano
(1993) and Mauro (1995) find evidence that political ungetyaand an index measuring bribery and
corruption are negatively related to investment spendingeaaggregate level. However, several dif-
ficulties arise in interpreting the aggregate evidencestHiris not clear that the various measures of
political instability are exogenous to economic condii@nd aggregate investment. Second, there are
problems with aggregation. While uncertainty in generay imave a depressing effect on investment, it
may not affect all firms the same. Indeed, some firms may evalerate investment in the face of po-
litical uncertainty. Finally, as discussed in Pindyck arwdirBano (1993), models of investment under
uncertainty are less clear about how uncertainty affectg-foin equilibrium levels of investment. The

predictions of the models are more clear when there are tempshocks to the level of uncertainty.

In this paper, we investigate whether political uncertamiatters for investment at the firm level.
We examine changes in corporate investment around times thieee are fluctuations in political un-
certainty by comparing corporate behavior in the year lggadp to national election outcomes with that
in non-election years. National elections provide a commrand interesting environment for studying
the effects of uncertainty on corporate policy. Nationalcébns provide a recurring source of policy
uncertainty. Election outcomes have implications for stdgiregulation, monetary and trade policy,
taxation, and in more extreme cases, privatization of gowent-owned firms or the nationalization of
private firms. Elections around the world are a convenieghtfrom an empirical perspective. They
provide a semi-natural experiment for studying the effe¢tsncertainty on corporate decisions. The
timing of elections are out of the control of any given firm awén fixed by constitutional rules for a
majority of observations in our sample. In addition, elect around the world take place in different

years over time, allowing us to net out any global trends mparate investment.



The basic intuition is simple: if the election creates th&eptal for a bad outcome from a firm’s
perspective, the option value of waiting to invest increasBy looking at a panel of international
elections, we can exploit the variation in political stajlpolitical systems, and legal origins across
countries. It also allows us to investigate some intergsiiithin-country variations. For example, we
expect that the impact of political uncertainty will be higglwhen the uncertainty regarding the election
outcome is higher. In addition, we expect that certain itriks will be more politically sensitive. For
example, we expect the results to be stronger for defenséeaith care industries compared to the
consumer nondurables industry. We also examine the caily jpbfirms around elections. Increasing
uncertainty about a firm’s operating environment aroundectien gives rise to a precautionary motive

for holding cash as managers hold off on some investmenggjntil the election outcome is known.

We find novel and robust evidence that political uncertaamtyund national elections induces cycles
in corporate financial policies. In the year leading up toaleetion, investment expenditures decline by
an average of 5.3% in the period leading up the the electite dantrolling for growth opportunities,
cash flows, and economic growth. Across countries, this ¢earp decline in investment expenditures
is larger in countries with civil law origins, parliamengasystems, fewer checks and balances, and
higher measures of economic risk. Within countries, we ftmat the cycles are more pronounced
for firms in politically sensitive industries, firms with Higcapital intensity, and firms with a lower
proportion of sales coming from exports. We also find thattedas in which the outcome is “close”
as measured by voting results induce larger investmenéegybian elections in which the victor wins
by a large margin. With respect to changes in cash holdingdjng increases in cash balances in the
year prior to the election in the amount of 5% of the averagh ¢a assets ratio, controlling for firm
and economic conditions. The increase in cash holdingsaappe offset the reduction in investment
spending, suggesting that the funds that would have beahas@vestment are temporarily saved
as cash until the election uncertainty is resolved. We viegse findings as having two important
contributions. First, these results suggest that politicgertainty matters for a firm’s real investment
and savings decisions. Second, this study provides rebatdlean evidence that models of investment
under uncertainty can explain some additional featuresveistment dynamics that are not captured in
standard neoclassical models of investment. As far as we, ke are the first to examine political

uncertainty around national elections and the impact oesimient at the firm level.



The remainder of the paper proceeds as follows. Sectionviéldps the empirical predictions.
Section Il summarizes the firm characteristics and elaatiata. Section IV begins with the discus-
sion of univariate evidence of corporate political cycles @roceeds to an analysis in a multivariate
setting across various subsamples. Various robustndssatesalso provided in this section. Section V

examines changes in corporate cash policy around theaiqutiriod. Section VI concludes.

[1. Electoral Uncertainty and Corporate | nvestment

The modern theory of investment suggests that in the presehancertainty and investment irre-

versibility, an optimizing manager must decide not only ethprojects to undertake but also at what
point of time the investment should be made. Changes in taiotr affect the value of waiting to

invest, so that agents trade off the extra returns from eantymitment to investment with the benefits
of increased information gained by delaying project impatation. Bernanke (1983) suggests that
events whose long-run implications are uncertain can géménvestment cycles by increasing the re-
turns to waiting for new information, particularly when theurce of uncertainty periodically renews
itself over time. A temporary increase in uncertainty caadl¢o immediate declines in investment

spending.

The literature on irreversible investment views a firm as ’fplo of options and employs option
pricing techniques and intuition for evaluating the inmesiht decisions of a firm. When a particular
investment project is characterized by (partial) irrelalisy and uncertainty over future cash flows,
the value of the investment project will be affected by thenadactors that influence the pricing of
financial options, particular the volatility or uncertairdf the future price of the underlying asset. The
application of option pricing to capital budgeting has gated many empirical predictions for how
investment should behave in the face of uncertainty. Som&sid examples include McDonald and
Seigel (1985) which examines the valuation of operatingoogtand the value of waiting to invest.
They demonstrate that even moderate amounts of uncertzntynore than double the required rate
of return for investment projects. Ingersoll and Ross ()988del the timing decision in the face of
interest rate uncertainty. They argue that the simple NR&/isunot optimal from a value-maximizing

perspective under the assumptions of irreversibility anceatainty. Investment projects are assumed



to be irreversible in the sense that it is costly to undo anifigantly change the investment once imple-
mented. Uncertainty in this case refers to the possibiligt hew information about the returns from
various investment opportunities may arrive sometime énftiture. Bernanke (1983) and Cukierman
(1980) demonstrated in this context that information @mgvover time can induce investment cycles
as firms trade off the returns from early investment agahest/alue of waiting for the new information

before initiating investment.

The impact of policy uncertainty has a long history in macoye®mics. Many economists, includ-
ing Friedman and Schwartz (1963), Romer (1990), and Hig§97q) argued that uncertainty about
the future of the capitalist economic system in the Uniteakest spurred by the stock market crash
deepened the great depression as firms held off on invesingjetts until the uncertainty began to
dissipate. More recently, Rodrik (1991) and Chen and Fugk@3) model the private investment
decision in emerging markets in the face of policy uncetyaihese models point out that rational

investors will withhold investment until a critical amourftpolicy uncertainty is resolved.

Uncertainty increases the value of waiting to invest thitoudpat Bernanke (1983) called the “bad
news” principle. That is, an increase in uncertainty causeésictions in current investment only if
there is some probability of a bad outcome. In the contexatibnal elections, this suggests that firms
may anticipate negative changes in the country’s macraguanpolicy, taxation, monetary policy, or
the general regulatory environment. The degree of thisrtamiogy may vary across political systems
and countries. In addition, election uncertainty is likedyvary within countries over time. Elections
in which the outcome is not in question should induce lesetamty than cases in which the race
is very close between various candidates. Firms may rdljowait for the election uncertainty to be
resolved before committing to investment projects. Thermaads principle also predicts that the spread
of potential outcomes matters as well, suggesting thattdesrwith more unstable political institutions

will experience larger swings in investment around thetelac

There is an important potential objection to the applicatid the impact of uncertainty around
national elections. In some cases, the outcome of an abectiold be construed as good news, re-
gardless of who wins in the end. For example, if the currenegument is corrupt or incompetent,

firms may view a likely change in power as good news and hengenmiareduce investment prior to



the election outcome since any different outcome may beb#tan the current state of affairs. The
bad news principle is more subtle in this case. Suppose adirthaosing among mutually exclu-
sive investment projects, each with an expected reRunConsider an election outcome that increases
the absolute return of each of the possible investment gimjeegardless of the outcome. The firm
may still wait to invest if the outcome would reorder the ragls of the individual projects. Thus,
even minor expected policy changes can influence the timigsins of firms. Thus, the bad news
principle does not require the possibility of extreme @delicsuch as nationalization of private assets
to induce changes in investment. Even positive changeslicypmay induce an incentive to wait to
invest as the outcome will still have implications for hownfs allocate investment spending across

various investment opportunities.

To sum up, if national elections create variation in theaptialue of waiting to invest, we should
observe cycles in corporate investment around the timeeoékiction if investment projects have the

following three characteristics:

1. political uncertainty creates uncertainty about fufpagoffs from the investment;
2. firms have some leeway with respect to the timing of thestment;

3. the investment project is at least partially irrevessibl can only be undone by incurring a large

cost.

These characteristics create a value of waiting to inveisitalhor part of the uncertainty is resolved.
In the context of national elections, if political uncentyi matters for firms, then the repeated nature
of the political uncertainty around elections should gateecycles in investment spending. This is an
application of Bernanke’s bad news principal in which thegbility of bad news induces a firm to

wait on its investment projects. This leads to our first hizpets:

H1: Investment expenditures are expected to decline indhe lgading up to the election

and increase shortly thereafter.

That is, we expect the average effect of electoral uncaytdm be a temporary decline in the
conditional mean investment rate for all firms in the samplewever, it is unlikely that the electoral

cycles are the same for every firm, country and election. Hukertews principle also suggests that the



value of waiting to invest will vary from firm to firm and acrossuntries. Even within countries and
firms, the size of the cycle may vary across elections. Thenive to wait depends on the volatility
of the outcome or the degree of uncertainty. In the call op#inalogy, the option value of waiting to
invest is increasing in the volatility of the underlying esdn the case of elections, the magnitude and
spread of possible outcomes will generate heterogeneiheirize of observed investment cycles. This

principle leads to our next three hypotheses:

H2: Across countries, investment cycles are expected to dre pronounced in coun-
tries with a higher probability of policy changes or a highariation in possible policy

outcomes after the election.

Countries in which the potential for large policy changesudth experience larger investment cycles
in election years. For example, countries in which polit@ecisions are more constrained by various
checks and balances are less likely to experience largeypsiings following a change of power.
The general political system may matter as well. Presidentistems are typically assumed to have
greater checks and balances but less flexibility in polickingarelative to Parliamentary systeingn
addition, the outcome of elections in parliamentary systemay be more uncertain as the party with
the most votes doesn’t necessarily win power as coalitioag form among minority parties. We also

expect that countries with less stable systems in geneliayevierate larger effects around elections.

H3: Within countries, the drop in investment expenditurat e larger when the out-
come is more uncertain. In particular, we expect that cyaitidoe more pronounced for

elections with close outcomes relative to those with largegims of victory.

The amount of uncertainty about the election outcome is sefable, but we do observe the elec-
tion results in terms of voting counts. We will make the asgtiom that the closeness of the resulting
vote count is correlated with the degree of electoral uagest and examine whether investment cycles

vary across elections within countries.

H4: There will be variation across industries and firms imtgiof the magnitude of in-

vestment reductions in the election year. Specificallyestment cycles will be more

3see Stepan and Skach (2003) for a general discussion obthe off between presidential and parliamentary systems.



pronounced for firms in politically sensitive industriesifs with higher capital intensity,
and firms in less competitive industries. Investment cyaldsbe dampened for firms

with financial constraints.

Different firms should have different sensitivities to pickl uncertainty. A defense firm arguably
has more riding on political outcome than a toothpick maciuifieer, for example. In general we expect
that certain industries are more sensitive to politicatontes than others. Also, some firms should be
more sensitive to fluctuations in political uncertainty.eTdegree to which investments are irreversible
is an important determinant of whether a firm should wait fazartainty to resolve before investing. As
such, we rank firms according to their level of capital inigndVe also expect that the value of waiting
to invest is lower in more competitive industries as therpdtential to lose a first-mover advantage
when growth opportunities are high. There are also reasmtsstiggest that the degree of financial
distress can influence the time value of waiting to investyl8@and Guthrie (2003) demonstrate that
when a firm is liquidity constrained, uncertainty over fetwash shortfalls actually lowers the value of
waiting to invest and increases investment. We employ uarimoeasures of financial constraints and
investigate whether constrained and unconstrained firhaveedifferently during investment years.
Finally, we compare firms with more domestic-dependentmegs to firms that have a high proportion
of revenues coming from abroad. Firms that are more domdspendent may be more sensitive to
changes in domestic policy, while firms with revenues confiogh abroad may be more sensitive to
possible changes in trade policy. It is therefore an emgdiqoestion as to which type of firm will be

more sensitive to electoral uncertainty.

1. Data Description

This study considers 248 national elections in 48 countrietgsveen 1980 and 2004 whose outcome
determined the national leader directly or indirectly. Wartswith all country-year observations avail-
able in Thomson Financial's Worldscope database betweg@ 48d 2004. Worldscope provides the
broadest coverage of international data, covering coneganimore than 50 developed and emerging
markets and accounting for more than 96 percent of the magtae of publicly traded companies

across the globe. We require that a country hold at leastreeef partially free election in our sample



period. The resulting sample contains 48 countries, ekuiu@hina and Egypt. Tablé | presents key
firm characteristics for each country in our sample. Worggccontains firm characteristics data going
back to 1980, but the availability varies by country. We rh&tom information with the election and

country data for our analysis.

The detailed election information is obtained from a varigft sources. A major source for elec-
tion/regime change data is the Polity IV database maintdyethe Center for International Develop-
ment and Conflict Management at the University of MarylankisTatabase contains annual informa-
tion on the regime and authority characteristics of all petalent states (with total populations greater
than 500,000). A second major source of information is theldank Database of Political Institu-
tions. This source contains information about electorls;uclassification of political platforms, and
time-varying measures of checks and balances. The eletdditznare supplemented using various in-
ternet souch;Additionally, country economic risk measures are obtaiinech International Country
Risk Guide (ICRG) produced by Political Risk Services arel@DP data are taken from World Bank.

The appendix A provides a comprehensive description oalbes and data sources.

The first task for election data collection is to identity ttteef executive of each country and the
national elections associated with the selection of thefayecutive. In a country with a presidential
system, supreme executive power is normally vested in theeaff the president. Thus, presidential
elections are naturally considered in our analysis for teeswith presidential systems. In a parlia-
mentary system, the executive power is normally vested abiet responsible to parliament. In such
a country, the prime minister, or premier, being the headefdabinet and leader of the parliament,
functions as the actual chief executive of the nation. Thaggslative elections are utilized for countries
with parliamentary systems as the outcome of the legiglathection has the foremost influence over
the leader of the majority party or coalition being appainfgime ministeH Some countries use a
hybrid system combining elements of both parliamentary@edidential democracy; a president and
prime minister coexist with both presidential and legiskatelections held nationally. In such cases,

the constitutional framework and practice is studied toansthnd how the executive power is divided

4The internet sources include http://www.cidcm.umd.edlifydatal | hitp://www.binghamton.edu/cdp/era/seara.htmil,
and http://www.electionresources.org/.

SWhen a bicameral government holds a separate generabeiéotieach of its two parliamentary chambers, the election
associated with the more powerful chamber of the two is clamed.
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between the two leaders, and the election associated vétledder who exerts more power over ex-
ecutive decisions is selected accordingly. The appendig€gribes in detail the process of classifying
systems and selecting elections. As a robustness chechkieverdpeat our analysis excluding the four

countries for which the classification requires some dtgmme

The resulting data set comprises thirty one countries \eifislative elections, sixteen with presi-
dential elections, and one country (Israel) with prime stigrial election. Tablell reports political
system as well as the type and the number of elections wtilizehe analysis for each country. The
table also shows the origin of each country’s legal systehichvis taken from La Porta, Lopez-de-
Silanes, Shleifer, and Vishny (1998). The sample includesduntries with English origin, 17 with

French origin, 6 with German origin, and 4 with Scandinavoaigin.

Table[dll summarizes the characteristics of the electica.d&lections are held on average every
3.8 years and the average term of a chief executive is 4.4yédre next row reports the political
platform of incumbent governments in the election yearse World Bank classifies a government
as being right-leaning if the political party is defined ass@rvative, Christian democratic, or right-
wing. Left-leaning parties are those that are defined as aamst) socialist, social democratic, or
left-wing. Centrist parties are those that advocate stheming private enterprise in a social-liberal
context. According to the World Bank’s classification, 48.Dbf the incumbent administrations in
the year leading up to an election is right-leaning, 36.7%léaning, and 20.2% centrist. We then
document historical vote turnouts to examine the closeofsces. The winner of an election garners
41.9% on average, the runner-up 28.7%, and the third-plgt@f6. The breakdown of votes according
to the type of elections indicates that legislative elettitend to be won by narrower margins. The
winner of a presidential election garners on average 17.5%& wotes than the runner-up, collecting a
total of 51.9% of the votes whereas the victor of a legistagilection receives only 12.1% more than the
runner-up, acquiring a total of 38.9% (untabulated). Theaweer victory margins suggest that election

outcomes are more uncertain around legislative electidhis is also consistent with the observation

S|srael has an exceptional parliamentary system in thateitipusly elected prime minister directly, separate from th
general elections. After three direct elections for thengriministership, however, it went back in 2001 to the eaplactice,
in which the governing coalition’s leader sits as prime Istiei.
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that parliamentary systems often operate with a larger eurmhinfluential political parties, each with

a smaller fraction of the total electoral support.

Next, the database of Political Institutions provides masi measures of the degree of effective
checks and balances in a given political system on an anm&bThe basic idea is to capture the
number of decision makers whose agreement is necessarfif@piproval of policy changes. The
measure is a count of the number of veto players in the palisgstem at any point in time based
on electoral rules and law. It also takes into account whethe executive and legislative branches
of government are controlled by the same party, which affelgt reduces the degree of checks and
balances relative to having different parties controllitigerent branches of government. In presiden-
tial systems, the count is increased by one for the presialethincreased by one for each additional
legislative body. For parliamentary systems, the measuneieased by one for the prime minister and
by the number of parties included in the governing coalitibhe number is reduced if the party of the
executive is the same as the largest party in any partichmber of government. Talilellll shows that

our sample receives average checks of 3.95 with the standésidtion of 1.95.

Finally, we note that the timing of some legislative eleationay not be entirely exogenous. A gov-
ernment under the parliamentary system can be dissolvedeofe expiry of its full term for various
reasons, and an election is then normally called to form agmwernment. Presidential elections, by
contrast, are generally held on a regular schedule. ItoQ)l@8cuments that Japanese general elections
have coincided with the periods of economic expansion, estijtg that the government opportunis-
tically selected the timing of elections. In this study,otiens are sorted into subgroups based on
whether they are held as scheduled or not to account for thelge endogenous timing. An election is
classified as regular if it is held within six months beforefier the anticipated election date, which is
calculated by adding the nominal term of the chief executivihe previous election date. Otherwise,
an election is classified as irregular. According to thissifscation, 63.7% of the elections are regular.
We also document that 54% of the elections lead to the repleatof the national leader and 43% of

the elections result in change in the ruling party.

"For instance, Stepan and Skach (1993) report that puredpresil countries had much fewer effective political pesti
than did pure parliamentary countries for their sampleqakri
8For details on the construction of the checks and balandesjrsee Beck, Clarke, Groff, Keefer and Walsh (2004).
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V. Empirical Results

This section documents findings on corporate investmentnarelectoral cycles. We begin with the
discussion of the univariate results, which is followed hg £xamination of corporate investment
in the multivariate framework controlling for variation gountry and firm characteristics. We then
exploit variations in sensitivity of investment to poldicuncertainty across countries, elections, and
firms. Finally, we address possible concerns relating teeaypirical analysis in the robustness checks

section.

A. Cyclesin Corporate I nvestment

Panel A of Tablé IV summarize mean investment rates arouectiehs. In non-election years, the
unconditional average investment rate, measured by ratamtal expenditures to beginning-of-year
assets, is 0.0724. The rate drops by 0.0031 to 0.0693 inaregtars. This reduction, statistically
significant at the 1% level, represents a 4.3% drop in the nditonal mean investment rate in the
overall sample of firms. This univariate analysis providesliminary evidence that political uncer-

tainty creates investment cycles.

We then investigate corporate investment policy in a maifiate setting to control for firm charac-
teristics and economic conditions. We utilize the follogveugmented version of the basic investment-

Q specification to evaluate the change in corporate invegtme
lijk = Bi +B1Election Dumm){t + B2Qikt—1 + B3CFijkt—1 + B4%AGDP; 1 + &jk, ()

wherei indexes the firmj indexes the countrk indexes the 3-digit SIC code industry classification,
andt is the time index. The dependent variable, investment, fingld as capital expenditures scaled
by beginning-of-year book value of total assets. The véialh our interest is the election dummy,
which takes a value of one in the year leading up to the eleatidtcome. Specifically, we define the
election year dummy as follows to capture the effect of ulaiely on investment: the dummy takes a

value of one for any firm-year in which the election date is adier than 45 days prior to the fiscal
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year end in yeat and no more than 274 days after the ye#ascal year enH. Figurell illustrates the
procedure we use to classify election years. The coeffictiie election dummyf3,, is expected to
capture changes in the conditional investment rate aroatidnmal elections, controlling for firm and
economic conditions. We attempt to properly benchmark tralitional mean investment rate for a
firm by controlling for changing firm characteristics or gitbvopportunities. Control variables include
Tobin’s Q, cash flow, and lagged GDP growth. We use the ingusé&dian market-to-book asset ratio
each year as the proxy for Tobin’s Q in the regressiGijx;—1 is the beginning of year cash flow
for each firm, defined as earnings before interest and taxssdgpreciation and amortization minus
interest expense, taxes, and cash dividends, scaled byetfiening-of-year total assets. Finally, to
capture the effects of general economic conditions on firrestment, we include the lagged value of
GDP growth measured as the percentage change in real gnoestioproduct in the year prior to the
investment decision. We winsorize main firm charactesstiariables including investment and cash

flows at 1% and 99% throughout the paper.

Panel B of Tabl¢ 1V reports various multivariate results.eTinst column shows that investment
rate drops by 0.0029 in election years, controlling for gloapportunities proxied by Tobin’s Q. The
magnitude of the investment reduction is similar to thathef tinivariate result of 0.0031. We rely on
the investment-Q framework as our baseline specificatidthas a solid theoretical foundation as well
as good empirical support relative to other investmenteggijon models. Eberly, Rebelo and Vincent
(2008) find that simple investment-Q regressions perforri meéative to other common empirical
models. However, there are still concerns about measutesnem in Q that are difficult to overcome
using the Worldscope data as it is impossible to constrieuual proxies for the replacement cost
of capital. To deal with these potential problems, we inelundl the second regression cash flow in
addition to Q to help capture growth opportunities that may lme captured by the market-to-book
asset ratio. Additionally, the inclusion of firm fixed-effeqReg.6) controls for any time-invariant
measurement error in Q. In the third regression, we add th@i2P growth to control for the country-
specific economic conditions. The last three regressiodscadntry and industry dummies and firm-
fixed effects to the baselines specification. Country dumontrols for time-constant institutional

differences across countries. Across all specificatiorf@abie[T\V, we find that investment is positively

9The results are robust to various cutoff points for the @eadummy definition.
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related to Q, cash flow, and economic growth. Consistent tivéghypothesis that political uncertainty
dampens investment rates in election years, investmeanttied in election years captured By, the
coefficient on the election dummy, is economically meanihghd statistically significant at the 1%
level. Decreases in conditional investment rates rangedsst 0.0029 and 0.0056 depending on the
specifications. The last regression (Reg.6) of TRble IV cisierves as our full baseline specification
throughout the rest of the paper, shows that investmens deeline by 0.0038 in the election year,
controlling for growth opportunities and economic coratis. This translates to a 5.3% reduction in

investment relative to the average non-election investmaga across all countries.

We also estimated other specifications for the investmeagressions and the results are found to
be very robust to choices of specification, including ushmgftrm’s own market-to-book as a proxy for
Q and estimating regression equations with a large numbethef firm characteristics, such as size,
leverage, profitability, and cash holdir@]'his suggests that the uncertainty associated with ndtiona
elections around the world imposes a significant cost on firfies pin down the effect of political
uncertainty on corporate investment, we split up in the sextions the overall international sample

into various subsamples to examine variations in unceytaioross countries, firms, and elections.

B. Subsample Analysis

Having documented the average investment effect, we fudiineanalysis by incorporating variation in
the degree of uncertainty across elections. Uncertainty anw election outcome stems from the spread
between possible outcomes and the probability of each mécéiven the spread of outcomes, how-
ever, the effect on corporate decisions would vary acrdésreint political and economic institutions
as well as different firm and industry characteristics. WMithin institution, the degree of uncertainty
would vary across elections depending on the closenessalgation race. In this section, we exploit

such variation from three directions: countries, elecjand firms.

10Results are not included in the tables but are available fh@muthors upon request.
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B.1. Variation Across Countries

In order to incorporate the differences in political ingiibns and economic stability across countries,
we split up countries by legal origin, political system, dEgof checks and balances, and economic
risk. In the first cut, we examine differential effects of @lens on investment rates by legal ori-
gin. The test is motivated by the law and finance researchndecting that a legal origin affects the
way firms operate through the legal rules and law enforcerflemPorta et al (1997, 1998, 1999)).
Especially, drawing from the observation that common lawntoes are characterized with stronger
investor protections, it is reasonable to expect that tipestections are likely to remain intact even
after a transfer of political power, limiting the range oft@atial outcomes. We expect the effect on
investment to be larger when uncertainty is highest to thengxthat political/electoral uncertainty is
driving the investment cycles. Hence, we predict that itmest cycles will be more pronounced in
civil law countries. In the second cut, we examine electionsountries with presidential systems
against those with parliamentary systems. These two tyfjpeslitical systems have different costs and
benefits that are directly related to the degree of politicalertainty during election years. Presidential
systems are characterized by a high degree of checks amtbalavhich minimizes large swings in
policy and acts as a constraint in passing new laws and rsmusa Parliamentary systems on the other
hand are characterized by uniform changes in control at thetlexecutive and legislative branches of
government. It is thus expected that parliamentary systeame a higher propensity for large policy
swings, generating more pronounced investment cyclesdbgmesidential systems. Additionally, we
employ a direct measure of checks and balances to captumpiaet of varying degrees of political
uncertainty on corporate policy. This measure counts timetsu of veto players in a political system,
adjusting for whether these veto holders are independent &ach other in terms of electoral rules,
party affiliation, and electoral competitiveness. Thug theasure contains some time series variation
within countries, even though electoral rules and legaltint®ons are largely fixed over time. We ex-
pect that firms operating in a country with a higher ratinglodaks and balances to be less sensitive to
the electoral cycles since the turnover in power aroundieles are likely to have a lower impact on
actual changes in policy. Finally, we hypothesize that tdemwith higher economic risk are more vul-
nerable to election outcomes, resulting in more investmaghiction during election years. In countries

with well established economic systems there is less of acghthat government policy will radically
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shift in an unfavorable manner. We obtain monthly risk measover our sample period from Political
Risk Servicesinternational Country Risk Guide (ICRG). The risk ratings are based on an integer point
scale, with larger numbers being associated with lower i$lese risk ratings have been found to be
correlated with future equity returns and equity valuagianound the world (Erb, Harvey and Viskanta
(1996)). A nice feature of the ICRG ratings is that there imedime-series variation in risk ratings
as they are reported on a monthly basis. To match the riskigsatiith each firm-year, we average the

monthly ratings over each matching firm’s fiscal year.

Table[M shows the results of the investment regressionsvialfpfor variation across countries.
The coefficient on the election dummy is negative and sigmitiacross all the regressions. Some very
interesting results emerge from Tablé V. The first columnhef table reports the estimation results
for the subsamples formed based on legal origins. A commarindicator variable is set to one for
countries with English origin and zero for countries witleRch, German, or Scandinavian origin. The
common law variable is interacted with all independentalalgs in the baseline specification to allow
for differences across countries with different legal mrég The coefficient o€ommonLaw x Election
is positive and significant, indicating that common law leggstems attenuate the negative effect of
election uncertainty on corporate investment. This raswbnsistent with our prediction that stronger
investor protection in common law countries would limit fhatential impact of election outcomes on
corporate decisions. Estimation results for the inteoacterms between common law variable and
the rest of the independent variables are not reported. @teng column of the table reports results
comparing different political systems. The presidentiaindny is set to one for countries with a pres-
idential system and zero for those with parliamentary systeThe presidential dummy is interacted
with all right-hand side variables in the same manner as enfilist regression. The coefficient of
Presidential x Election, 0.0053, means that firms in parliamentary system couritriesr investment
more than those in presidential system countries by 0.00b8 result suggests that while both parlia-
mentary and presidential elections are characterizedgoyfigiant reductions in investment during the
election year, investment cycles appear to be more promalinccountries with legislative elections.
The third column shows that checks variable interacted eitlation dummy has positive and signif-
icant coefficient, suggesting that those with higher cheottsbit less pronounced investment cycles,

consistent with our conjecture. The final column reportnglea in the investment rates conditioning
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on time-varying country economic risks. Since the ICRGnigdi are decreasing in riskiness we ex-
pect the coefficient on the interaction term to be positii@ef political cycles are more pronounced in
countries with higher economic risk. We find that the coedfitiof the interaction term is positive and

significant, consistent with our conjecture.

B.2. Variation Across Elections

In this section, we examine whether the impact of politicatertainty varies across elections within
a country. First, if the outcome of an election is anticipateell in advance, there would be very
little uncertainty associated with that election and tf@ewe expect that investment would not drop
significantly during the election year. If the outcome isttjguncertain, however, we expect the effect
on investment to be large. While the degree of uncertairity i the election outcome is unobservable
and we do not have good polling data for all of the countrieh@sample, we can observe the vote
turnouts from the election day and use the results to clas#dfctions as being close or not in doubt.
Accordingly, we set a close election dummy to one if the nramgfivictory is smaller than the first
guartile value of the margin distribution, where the margirvictory is computed as the difference
between the fraction of votes won by the victor and that gachdy the runner-up. We then interact
this dummy variable with the election dummy and estimatérttiestment regressions. Alternatively,
we use the median value of the margin distribution as a cptufit to define a close election variable.

The test results remain qualitatively same with the difie@itoff point and hence are not reported.

The first column of Tablé VI reports that the interaction tefhose x Election, has a negative
and significant coefficient, indicating that the dampenifigot of elections on investment is stronger
for close elections than for elections with larger margifgictory. Investment around close elections
drops by 0.0068 (=0.0024+0.0044) relative to non-elecjiears. That is, the investment cycles are
roughly three times as deep for close elections comparetbttians with larger margins of victory,
controlling for growth opportunities, economic conditgrand firm fixed effects. We then check the
robustness of the result by exploring whether this resullrigen by a spurious correlation between
country characteristics and the margin of victory. Fordnse, the margin of victory tends to be smaller

for legislative elections than for presidential electioti®e victor of parliamentary elections acquires
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12.1% more on average while the winner of the presidentedtieins garners 17.5% more during our
sample period. Therefore it is possible that the type of #igal system rather than the closeness
is driving the results. We interact the closeness variahtk the presidential dummy in the second
column of the table and find that the interaction term has #icmmt of 0.0001, which is economically
negligible and statistically insignificant as well. Theeeff of closeness of an election becomes stronger
after the inclusion of presidential dummy with its coeffiti@lmost doubling in size. The third column
present the result of a common law dummy interacted withlibseaess variable. The point estimate of
the interaction terntCl ose x CommonLaw, is -0.0035, which is statistically insignificant. The effef
close elections survives the inclusion of such interadigwm, as indicated by a negative and significant

coefficient of -0.0038.

Secondly, we investigate whether political philosophyha tncumbent government would affect
the degree of the effect of electoral uncertainty on invesiim If a market friendly government is
already in place, then the election outcome will be vieweeitier neutral (incumbent wins) or negative
(incumbent loses). On the other hand, if a more socialisegowent is already in place, then from
the perspective of the private sector the outcome will eileeneutral (incumbent wins) or positive
(incumbent loses). In such a setting, the bad news pringiplks in the former case more than in the
latter. In order to test this hypothesis, we sort electiopshie political philosophy of the incumbent
leader of state prior to the election. The World Bank classifi government as being right-leaning if
the political party is defined as conservative, Christiamaderatic, or right-wing. Left-leaning parties
are those parties that are defined as communist, socialisial lemocratic, or left-wing. Centrist
parties are those that advocate strengthening privatepeisein a social-liberal context. To the extent
that the right-leaning incumbents are more market frigndly expect deeper investment cycles when
market-friendly governments are in power. The last colurhihe table (Reg. 4) adds a right leaning
dummy variable to the investment regression. The rightilgpdummy equals one if the incumbent
government is classified as right-leaning and zero otherwite interaction between right leaning and
election is negative and significant, consistent with oedfation that investment cycles would be more
pronounced when right leaning government is in power in tbetien year. It appears that firms view

a transition from right to left as having more potential ba&sva than a possible left-to-right transition
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of power. However, we interpret this result with cautiontadeipends on the classification of political

philosophy being highly correlated with market-friendlyo@omic policies.

B.3. Variation Across Firms

In this section, we take advantage of our firm-level data ampdb@ variation across firm and industry
characteristics. Firms are likely to differ from each othgth respect to their sensitivity to electoral
uncertainty. First, we hypothesize that election-induicedstment cycles are deeper in politically sen-
sitive industries. In order to test this conjecture, we malk®ibjective assessment of the degree of
political sensitivity for each industry based on previougiges on politics and finance/economics. Our
classification of sensitive industry includes agricultuagricultural services, beer & liquor, Tobacco
products, pharmaceuticals, health care services, defeetmleum and natural gas, telecommunica-
tions, and transportation. We set a sensitive industry dyrianmone if a firm belongs to a politically
sensitive industry. Secondly, we expect that capitalrisitee firms would respond more to electoral un-
certainty as investment in fixed assets such as propertyt, plad equipments is generally more costly
to reverse than non-capital-intensive investment suclalagr] Capital intensity is measured by the
ratio of fixed assets to total assets or sales (Francis, ldgFolsson, and Schipper (2004)). A capital

intensity dummy is set to one if a firm’s capital intensity ighter than the median value.

Next, we conjecture that investment in a monopolistic itusill exhibit stronger electoral cycles.
It is likely that the first mover advantage in a competitiveustry is so big that a firm can ill afford
to wait until the uncertainty is resolved. In such casescthgt of waiting would outweigh the benefit
of additional information gained by waiting. We employ isthy Herfindahl indices to measure the

competitiveness of an industijyas follows:

where§ is the sales of firmin industry j andS; is the sum of sales of all firms in industjy N; is the
number of firms in industry. Herfindahl index is calculated on 3-digit SIC codes withimatry each

year. More competitive industry is assigned a lower valukleffindahl index. In essence, the index
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measures whether the aggregate sales of an industry arentrated on a few major players or spread

across a large number of firms.

Another firm characteristics of interest is the degree ohional constraints. We expect that uncer-
tain future funding would lower the value of a firm’s optionwait and encourage the firm to expedite
investment (Boyle and Guthrie (2003)). We employ two measwf financial constraints: firm size
and dividend policy. First, small firms are likely to be mortéect to capital market imperfections
since they tend to be young and less well known. A small firm mhyris set to one if the firm size is
smaller than the median of the sample firms in a given yeaor®@hy, dividend policy is considered an
indicator of a company'’s financial condition. As the dividgpayment is typically viewed as a long-
term commitment by the investors, liquidity plays an impattrole in dividend decisions. A dividend

payer dummy equals one if a firm pays dividend, and zero oikerw

Finally, we explore whether export dependence affects émsigvity of investment to electoral
uncertainty. We test two opposing hypotheses. On one haadxpect less of an effect among the
export-dependent firms since a large proportion of reveavesoming from areas unaffected by the
election outcome. On the other hand, export-heavy firms neagnbch more sensitive to particular
types of government policies, especially those relatedtermational trades and hence face more un-
certainty than export-light firms. Which of the two effectsntinates the investment decisions is an
empirical question. We define export dummy such that the dyrsnset to one if the proportion of
exports to total sales is positive, and zero otherwise. Rigut% of firm-year observations fall into
the export-heavy category. Alternatively, we define a firrexgsort-heavy if more than 25% of its sales
come from exports. The test results remain qualitativeiesavith the alternative definition of export

dependence (untabulated).

Table[VI] reports estimation results for various subsamfibemed based on different firm charac-
teristics. We interact each of the six measures of firm chariatics with all the explanatory variables
in investment regression specifications. Only the intevaatith the election dummy is reported. The
coefficient on the election dummy is negative and signifigambss all the regressions. The first col-
umn of Tablé VIl reports that the coefficient of the interantbetween sensitive industry and election

year dummy is negative and statistically significant at tB&olevel, providing some evidence sup-
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porting our conjecture that politically sensitive indiessrexhibit deeper investment cycles induced by
elections. The second column reports that the interacdam between capital intensity and election
dummy is negative and significant at the 5% level. The resiggssts that capital-heavy companies
reduce investment more during elections years, consigtiémour hypothesis that capital intensive in-
vestment is more costly to reverse. The next estimatioritréswever, shows that the interaction term
between Herfindahl index and election dummy is not signiflgatifferent from zero. In other words,
investment policies in competitive industries are notatiéht from those in monopolistic industries in

election years to the extent that the Herfindahl index cagttire intensity of industry competition.

The results on financial constraints are mixed. The intemad¢erm between small firms and elec-
tion dummy is positive and significant, indicating that sifiains respond less to electoral uncertainty
by 0.3% of lagged total assets. This result is consistert wiitr prediction that financial constraints
limit a firm’s flexibility in terms of investment timing. On éother hand, the interaction between
dividend payer and election dummy is not significantly daef& from zero, meaning that investment
decisions made by dividend payers are not different fronseéhmy non-dividend payers. The last col-
umn of the table report that the interaction between expat élection dummy is 0.0025, which is
statistically significant at the 5% level. The result regdhkt export-dependent firms tend to cut back
on investment to a much lesser degree compared to those avith little exports. In fact, the mag-
nitude of investment reduction for export-heavy firms arprapimately half of that for export-light
firms: export-heavy firms reduce investment by 0.19% of ldgagsets while export-light firms re-
duce by 0.44%. The evidence clearly favors the former hygsitithat export-dependent firms are less

sensitive to the changes in domestic demand resulting fteatien outcomes.

C. Robustness Checks

Table[VIIl reports the results for some robustness test fifst two columns report the results from
Arellano-Bond regressions with lagged values of investraad firm fixed-effects. Lagged investment
have been found to be correlated with contemporary invagtmenany data samples and there is some
concern that autocorrelation in capital expenditures noagribute to the political cycles documented in

this paper. We estimate the investment regressions usingridlano-Bond dynamic panel regression
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estimation method to obtain consistent estimates of thenpeters in the case of panel data with lagged
dependent variables. We allow for both one lag and two lagsveStment. The results in Takile MlII

confirm that the investment cycles are robust to the inciusidagged investment.

Next, we turn our attention to the potential endogeneitylett®on timing. We first examine the
lagged GDP growth to compare the economic conditions aroegularly scheduled elections against
those around early elections. We then proceed to controhéeffect of early elections in a regression
framework. Tabld IX summarizes economic growth rates ictala years for the countries in our
sample. We calculate two types of summary statistics. ,Rirstassign equal weights to each country-
year observation. Since we have unequal numbers of firmeleservations across countries, we also
calculate a sample-weighted average of GDP growth. Thematare roughly the same in both cases.
We observe that over the 1980 to 2004 period, the averagelsameighted average GDP growth was
4.70%. GDP growth tends to be higher in election years, gusgeb.51% compared to 4.48% in non-
election years. Also note that GDP growth during regulaclyesluled elections is 4.19%, while GDP
growth during early elections is 6.98%, consistent witfsl{d990) result that Japanese elections tend
to be called early during good times. This suggests thatdtengial endogeneity of election timing acts
as a bias against the effects of political uncertainty asifiv@stment is positively correlated with GDP
growth around the world. We then obtain investment regoessstimates when we consider only those
elections that are anticipated in advance (third columnaild VIIl). These include elections that are
timed on a constitutional basis as well as elections that@lgewithin 6 months of the expiration of the
current government. Thus, we are excluding any electionrttzg have been called early. The results
are not driven by early elections; the investment cyclepaesent in regularly scheduled elections as

well, where the timing of the elections is purely exogenous.

In the fourth column, we estimate the regressions omitthrey iine Asian countries that were
involved in the financial crisis of the late 1990s. Since 7hase countries experienced elections
during the financial crisis, there is some concern that trenfiral crisis itself could be generating the

results. After eliminating the Asian countries, the resofimain intact.

We also consider the possibility that the results may beedrly a “lame duck” effect. That is, a

leader who is not up for re-election due to term limits or otb@nstraints may not have any incentive
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to focus on economic policy or may even pass detrimentatyptdi tie the hands of his or her successor
(Drazen (2000)), depressing investment in the election yieadeal with this concern, we estimate the
investment regression after removing the elections in wtiie incumbent is not a candidate. The last
column of Tabld_VIIl reports the results. The investmentleydoes not appear to be affected by the

removal of lame-duck years from the sample.

In results not reported h@ we also estimated the regression equation using diffe:@et pe-
riods, different proxies for growth opportunities, adalital firm controls, and different measures of
investment (capital expenditures plus R&D and growth ialtassets). The results are robust to these

variations in approach.

V. Investment Rates and Cash Holdings

Our final empirical analysis considers the cash holdingsteh of firms around national elections.
There are various reasons why firms may hold cash on thein@®lsheet, including a precautionary
motive and transactions motive. Opler, Pinkowitz, Stuld &villiamson (1999) find evidence among
US firms that the precautionary motive for holding cash ig/\&trong. In this section, we ask what
happens to the cash that would have been invested in thecabséman election. Since investment
declines during election years given cash flows and growgopnities, we might expect that firms
have more cash than usual which they hoard on a precautidraaig until the election is resolved.
This question is complicated by the fact that investmentsitats and cash holding choices are made
jointly. To get a handle on the joint investment/cash haldidecisions around elections, we estimate

the following system of equations:

liig = PBo-+PiElection Dummy; + B2Qikt—1 + BsCHjkt—1+ Pa%AGDPj t -1 + €ijkt
Cashjw = Po-+BiElection Dummy; + B2Qikt-1 + BsCHjkt-1+ BaSz8ijkt-1 + BsLEVijkt-1

+Belijkt + B70(CF )i + BsDIVijie + 0t + Nijt,

1available upon request.
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where the right-hand side variables in the investment equatre defined as previously. The cash
regression incorporates control variables common in tisé ¢@ldings literature, including firm size
(log of real total assets), leverage (book value of debteschy total assets), cash flow volatility, and
dividend policy. Cash flow volatilityggma(CF )y ) is calculated as the time series standard deviation
of 3-digit SIC cash flows over the previous 4 yeai8I|Vjjk is a dummy variable set equal to one
if the firm pays a dividend in yearand zero otherwise, and thg captures country fixed effects.
The cash regression depends directly on investment, buh¢ieetment regression can be estimated
independently as it does not explicitly depend on cash hgkli The model is over-identified, so we
estimate the system using three-stage least squares ia efiteient estimates. Once the estimates
are obtained, we compare the magnitudes of the coefficianthe election dummy across the two

equations.

Table[X presents the results from the simultaneous equgaéstimation. The estimates from the
investment regression are consistent and similar with #réee single-equation results. The cash
holdings regression yields some very interesting reshitst, firms appear to save cash during election
years. Controlling for other factors, cash holdings inseslay 0.0067 in election years. This represents
a 5% increase in cash holdings relative to the non-electesr yverage across all firms. Another
interesting finding is that the increase in cash holdingoatrexactly offsets the reduction in investment
rates in the election year. The reduction in investment @& compared to the increase in cash
holdings of 0.0068 in the year leading up to the election. |&&%H confirms that this difference is
not statistically significant. These results suggest tioditipal uncertainty leads firms to cut back on

investment and temporarily increase cash holdings urdiktaction uncertainty is resolved.

V1. Conclusion

We have investigated whether political uncertainty matter corporate financial decisions in the con-
text of national elections. Increasing policy uncertaiatpund elections creates incentives for firms
to hold off on investment until the uncertainty is resolvenll dave more cash as a precaution against
bad outcomes. We examine national elections in 48 courtxiesa 25 year period and document ev-

idence suggesting that political uncertainty has a sigmfigmpact on corporate investment and cash

25



decisions. Controlling for firm, country and economic cleéegstics, we find that capital expenditures
drop by an average of 5.3% in the period leading up the elegiiod. Cash holdings increase by an

average of 5% compared to cash holdings in non-electiorsyear

We conduct subsample analyses exploring the differencesuntry characteristics. We document
that the political cycles in investment are stronger iniparentary systems relative to presidential
systems, in countries with fewer checks and balances, azidiilaw countries. Countries with higher
degrees of economic risk as measured by the ICRG countryaisigs are also found to exhibit deeper
investment cycles around national elections. The secdraf sebsample analyses focus on variations
across elections. Within countries, elections with moreeutain outcomes as measured by small
margins of victory have a larger impact on corporate investinthan elections with landslide victories.
Also, investment reduction tend to be more sever when thamibent government is market friendly as
the possibility of a political shift to less market-friegdjovernment represents a bad outcome for firms.
In the final set of analyses, we find some interesting vanatianvestment cycles across firms. The
cycles are more pronounced for firms in politically sensitindustries and firms with higher capital
intensity. Also, the firms that receive a large portion ofithrevenues from abroad tend to be less
sensitive to election uncertainty than those with mostigndstic sales. These results are robust to the
choice of empirical specifications, various measures ofvtirampportunities, and over various time

periods and subsamples.

Our results support two important ideas. First, politicsterefor firms. Far from being a side-show,
the political process and the possibility of policy chang#gtuence the way firms make decisions.
Second, uncertainty matters for corporate decisions. @®in the degree of uncertainty lead to
changes in investment expenditures, as hypothesized ImaBles (1993). This finding has implications
for other types of corporate decisions as well, such as thiadi of IPOs and other securities issuance,

mergers and acquisitions, international corporate diieation, and the timing of payout decisions.
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Summary Statistics: Mean Firm Characteristics Across Countries

Tablel

COUNTRY Observations  Market-to-Book  Capex/Assets Leyera Cash/Assets  Exports/Sales
ARGENTINA 887 1.18 0.05 0.26 0.07 0.00
AUSTRALIA 12,226 1.67 0.07 0.16 0.19 0.00
AUSTRIA 1,916 1.27 0.05 0.23 0.11 0.07
BELGIUM 2,916 1.26 0.05 0.22 0.14 0.01
BRAZIL 3,674 1.06 0.05 0.26 0.09 0.03
CANADA 15,599 1.67 0.08 0.22 0.13 0.04
CHILE 1,922 1.27 0.05 0.21 0.07 0.01
COLOMBIA 430 0.49 0.00 0.00 0.00 0.00
CZECH REPUBLIC 508 0.91 0.06 0.15 0.07 0.11
DENMARK 3,700 1.24 0.05 0.24 0.13 0.10
FINLAND 2,553 1.23 0.08 0.28 0.11 0.05
FRANCE 14,692 1.32 0.05 0.22 0.13 0.03
GERMANY 14,472 1.40 0.06 0.19 0.11 0.03
GREECE 3,206 1.72 0.01 0.21 0.11 0.02
HUNGARY 386 1.09 0.07 0.14 0.10 0.10
INDIA 5,080 151 0.07 0.31 0.06 0.08
INDONESIA 3,003 1.23 0.05 0.34 0.12 0.11
IRELAND 1,386 1.49 0.05 0.21 0.13 0.02
ISRAEL 1,168 1.35 0.04 0.21 0.22 0.07
ITALY 5,025 1.14 0.04 0.25 0.11 0.01
JAPAN 52,495 1.29 0.02 0.25 0.17 0.02
LUXEMBOURG 499 1.24 0.04 0.19 0.14 0.00
MALAYSIA 8,301 1.40 0.05 0.24 0.11 0.00
MEXICO 1,801 1.17 0.05 0.23 0.08 0.02
NETHERLANDS 4,159 1.39 0.06 0.21 0.10 0.02
NEW ZEALAND 1,451 1.45 0.06 0.24 0.06 0.03
NORWAY 3,064 1.34 0.08 0.28 0.16 0.03
PAKISTAN 1,361 1.16 0.06 0.35 0.09 0.05
PERU 762 1.03 0.04 0.23 0.07 0.02
PHILIPPINES 2,119 1.24 0.05 0.21 0.11 0.01
POLAND 856 1.24 0.07 0.13 0.08 0.10
PORTUGAL 1,373 1.07 0.04 0.26 0.05 0.04
RUSSIA 388 0.88 0.05 0.13 0.06 0.02
SINGAPORE 4,952 1.28 0.05 0.20 0.16 0.00
SLOVAKIA 131 0.72 0.02 0.16 0.04 0.12
SOUTH AFRICA 5,742 1.50 0.06 0.15 0.12 0.00
SOUTH KOREA 7,652 1.00 0.05 0.33 0.13 0.07
SPAIN 3,249 1.22 0.04 0.21 0.09 0.03
SRI LANKA 269 1.05 0.05 0.26 0.08 0.05
SWEDEN 5,097 1.45 0.06 0.22 0.15 0.03
SWITZERLAND 4,504 1.31 0.04 0.24 0.14 0.00
TAIWAN 7,613 1.24 0.05 0.24 0.15 0.16
THAILAND 4,595 1.18 0.06 0.34 0.09 0.04
TURKEY 1,742 1.57 0.06 0.22 0.12 0.16
UNITED KINGDOM 36,050 1.59 0.06 0.18 0.13 0.02
UNITED STATES 50,257 1.70 0.06 0.24 0.12 0.02
VENEZUELA 376 0.79 0.04 0.13 0.10 0.01
ZIMBABWE 159 1.11 0.06 0.12 0.08 0.02
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Tablell
Palitical Systems and Election Type

Country Legal Origin  Basis of Executive  Type of Election ~ Nogn of
Legitimacy Elections
AUSTRALIA English Parliamentary Legislative 9
AUSTRIA German Parliamentary Legislative 7
BELGIUM French Parliamentary Legislative 7
CANADA English Parliamentary Legislative 8
CZECH REPUBLIC Parliamentary Legislative 3
DENMARK Scandinavian Parliamentary Legislative 8
GERMANY German Parliamentary Legislative 8
GREECE French Parliamentary Legislative 7
HUNGARY Parliamentary Legislative 4
INDIA English Parliamentary Legislative 6
IRELAND English Parliamentary Legislative 8
ITALY French Parliamentary Legislative 6
JAPAN German Parliamentary Legislative 9
LUXEMBOURG Parliamentary Legislative 4
MALAYSIA English Parliamentary Legislative 5
NETHERLANDS French Parliamentary Legislative 8
NEW ZEALAND English Parliamentary Legislative 9
NORWAY Scandinavian Parliamentary Legislative 7
PAKISTAN English Parliamentary Legislative 5
PORTUGAL French Parliamentary Legislative 3
SINGAPORE English Parliamentary Legislative 6
SLOVAKIA Parliamentary Legislative 2
SOUTH AFRICA English Parliamentary Legislative 5
SPAIN French Parliamentary Legislative 7
SWEDEN Scandinavian Parliamentary Legislative 7
SWITZERLAND German Parliamentary Legislative 5
TURKEY French Parliamentary Legislative 3
UNITED KINGDOM English Parliamentary Legislative 6
ISRAEL English Parliamentary Prime Ministerial 3
ARGENTINA French Presidential Presidential 4
BRAZIL French Presidential Presidential 2
CHILE French Presidential Presidential 4
COLOMBIA French Presidential Presidential 4
INDONESIA French Presidential Presidential 1
MEXICO French Presidential Presidential 4
PERU French Presidential Presidential 4
PHILIPPINES French Presidential Presidential 3
SRI LANKA English Presidential Presidential 3
UNITED STATES English Presidential Presidential 7
VENEZUELA French Presidential Presidential 4
ZIMBABWE English Presidential Presidential 2
FRANCE French Hybrid Presidential 4
RUSSIA Hybrid Presidential 3
SOUTH KOREA German Hybrid Presidential 4
TAIWAN German Hybrid Presidential 3
FINLAND Scandinavian Hybrid Legislative 6
POLAND Hybrid Legislative 4
THAILAND English Legislative 7
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Tablelll
Election Summary Statistics

This table reports various summary statistics for natietedtions held between 1980 and 2004 in 48 countries. Bledata
are obtained through various sources, including the Pblitgdatabase from the Center for International Developmeit a
Conflict Management, the Database of Political Instituginom the World Bank, and hand collected from various sairce
The Political Platform of Government category is from therl@Bank. A government is classified as left-leaning if the
party platform describes the party as socialist, commuastial democratic, or left-wing. Centrist governments tuose
controlled by a party that is thought to advocate privategmize in a social-liberal context. An election is clagsifas a
regular election if it is held within six months of the comstionally required election date.

Mean Median St.Dev.

Election Frequency (unit: year) 3.8 4.0 1.2
Length of Term (unit: year) 4.4 4.0 0.8
Political Platform of Government

Right Leaning (%) 43.1

Left Leaning (%) 36.7

Centrist (%) 20.2
Vote garnered in an Election

Winner (%) 41.9 41.3 12.9

Runner-up (%) 28.7 27.9 10.1

Third place (%) 12.2 11.4 5.7
Type of Elections

Legislative (%) 76.2

Presidential (%) 22.6
Checks and Balances Index 3.95 4.00 1.79
Proportion of Regular Elections (%) 63.7
Change of Government Head (%) 54.3
Change of Ruling Party (%) 43.3
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Table IV
Basdline | nvestment Regressions
Panel A reports mean investment rates and the associatetheteerrors (in parenthesis) for election years and nectieh

years. Investment is defined as capital expenditures sbglédd beginning-of-year book value of total assets. PamepBrts
estimates from regressions of the type:

lijke = Bi + B1Election Dummy; + B2Qikt—1 + B3CFijkt—1+ Pa%AGDP; 11 + &ijkt,

wherei indexes the firm,j indexes the countryk is an industry index, antldenotes the time period. The left hand side
variable is investment expenditures divided by beginrifigear assets. The election dummy takes a value of one iyetire
preceding the election; zero otherwise. Firm charactesigclude cash flow and the world/industry median markebdok
ratio. Lagged GDP growth is also included in the regressstandard errors are clustered by firm and reported in pagsisth

Panel A: Mean Corporate Investment Rates
Election Non-Election  Diff (t-stat)

0.0693 0.0724 5.91
(0.0005 ) (0.0002)

Panel B: Multivariate Analysis

Reg.1 Reg.2 Reg.3 Reg.4 Reg.5 Reg.6
Intercept 0.0209 ***  0.0446 *** 0.0440 *** 0.0992 ***  0.0929**  0.0319 ***
(0.0010) (0.0011) (0.0011) (0.0151) (0.0151) (0.0017)
Election Year -0.0029 ***  -0.0051 ***  -0.0056 ***  -0.0040** -0.0039 ***  -0.0038 ***
(0.0005) (0.0007) (0.0007) (0.0007) (0.0006) (0.0006)
Qikt—1 0.0406 ***  0.0140 *** 0.0127 *** 0.0136 ***  0.0193 ***  (0.0238***
(0.0008) (0.0009) (0.0009) (0.0009) (0.0011) (0.0013)
Cash Flowjkt—1 0.2034 *** 0.2021 *** 0.2004 ***  (0.1927 ***  (0.1778 ***
(0.0041) (0.0041) (0.0041) (0.0040) (0.0047)
GDP Growth_q 0.0535 *** 0.0412 **  0.0404 ***  0.0369 ***
(0.0030) (0.0030) (0.0029) (0.0027)
Country FE YES YES
Industry FE YES
Firm FE YES
N 235878 109753 109753 109753 109743 109753
Adj. R? 0.0218 0.0814 0.0847 0.1119 0.1582 0.0820
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TableV
Investment Regressions. Variation Across Countries

These investment regressions add various measures ofgahatracteristics to the baseline specification. Commuanida

a dummy variable which is equal to one if the firm operates ioraroon law country, zero if civil law country. Presidential
Election is a dummy variable, which is equal to one if the tgpelection is presidential, zero if legislative. Interioagl
Country Risk Guide (ICRG) economic risk is a time-varyingasgre of country economic risk with large numbers being
associated with lower risk. Robust standard errors arerernpaesis.

Legal Origin  Political System Checks ICRG Economic Risk

Election Year -0.0099 *** -0.0067 *** -0.0044 *** -0.0238 **
(0.0008) (0.0007) (0.0016) (0.0079)
Common Law Election 0.0090 ***
(0.0013)
Presidentialk Election 0.0053 ***
(0.0016)
Checks<Election 0.0016 **
(0.0003)
Risk Rating<Election 0.0005 **
(0.0002)
Qikt—1 0.0159 **=* 0.0195 *** 0.0107 *** 0.0410 **=*
(0.0012) (0.0011) (0.0011) (0.0038)
Cash Flowjkt—1 0.2404 *** 0.1866 *** 0.1875 *** 0.4277 ***
(0.0077) (0.0050) (0.0061) (0.0177)
GDP Growth 0.0353 *** 0.0511 *** 0.0621 *** 0.0732 **=*
(0.0034) (0.0032) (0.0072) (0.0135)
Intercept 0.0469 *** 0.0469 **=* 0.0449 **=* 0.0442 ***
(0.0060) (0.0060) (0.001) (0.0010)
Industry FE Yes Yes Yes Yes
N 109,207 109,743 109,255 108,893
R2 0.140 0.138 0.082 0.088
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Table VI
Investment Regressions: Variation Across Elections

Closeness is a dummy variable which is set to one if the vdfierdince is less than the first quartile value, and zero wiiser
Vote difference is defined as the difference between thegotiom of the votes garnered by the winner and that receiyed b
the runner-up. Right Leaning equals one if the incumbenegowent in the year leading up to an election is right leaning
and zero if the government is left-leaning or centrist. Rstlstandard errors are in parenthesis.

Closeness Party Platform
Reg.1 Reg.2 Reg.3 Reg.4
Election Dummy -0.0024 ***  -0.0031 ***  -0.0083 *** -0.0018*
(0.0007) (0.0008) (0.0010) (0.0009)
ClosexElection -0.0044 ***  -0.0079 ***  -0.0038 ***
(0.0010) (0.0012) (0.0014)
Presidentiak Election 0.0001
(0.0023)
Close*Presidential 0.0038
(0.0028)
Common Lawk Election 0.0093 ***
(0.0014)
Close*Common Law -0.0035
(0.0027)
Right Leaning Election -0.0029 ***
(0.0011)
Industry Median Q 0.0235 ***  0.0173 ***  0.0173 *** 0.0233 **=*
(0.0013) (0.0011) (0.0011) (0.0013)
Cash Flow 0.1776 ***  0.1938 ***  (0.1927 *** 0.1779 **=
(0.0047) (0.0040) (0.0040) (0.0048)
Lag(GDP Growth) 0.0368 ***  0.0519 ***  (0.0503 *** 0.0369 ***
(0.0027) (0.0029) (0.0029) (0.0028)
Industry Dummy Yes Yes
Firm FE Yes Yes
N 109,753 109,743 109,207 107,699
Adj. R? 0.0824 0.1382 0.1381 0.0819
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Table VII
Investment Regressions: Variation Across Firms

These investment regressions add various measures of faraathristics to the baseline specification. Sensitivastrgl takes a value of one if the firm belongs to a politically
sensitive industry, and zero otherwise. Our classificatifosensitive industry includes agriculture, agricultwsatvices, beer & liquor, Tobacco products, pharmaceustitedalth
care services, defence, petroleum and natural gas, tefeanivations, and transportation. Capital intensity is soeed by the ratio of fixed assets to total sales (assetsfindahl
index is defined as the sum of squared sales ratio of all firrttseiigiven industry in a given year and country, where thesgaltio is the sales of the firm divided by the sales of all
firms in the industry, and industry is defined as 3-digit SI@e Small firm is a dummy variable which is set to one if the Bime is smaller than the median value in the given
year, and zero otherwise. Dividend payer dummy is one if aiays dividend in the given year, and zero otherwise. Higloebgummy is set equal to one if export to sales ratio
is positive, and zero otherwise. Robust standard errormgrarenthesis.

Sensitive Industry  Capital Intensity  Herfindahl Index Sfadms  Dividend Payer  Export Level

Election Year -0.0034 *** -0.0040 *** -0.0054 *** -0.0052 ** -0.0056 *** -0.0044 ***

(0.0007) (0.0009) (0.0013) (0.0009) (0.0013) (0.0007)
Sensitive Industry Election -0.0031 *

(0.0016)
Capital Intensityx Election -0.0011 **

(0.0005)
Herfindahl Index Election 0.0024
(0.0019)
Size Dummy Election 0.0030 **
(0.0013)
Dividend Dummyx Election 0.0020
(0.0015)
High Exportx Election 0.0025 **
(0.0012)

Qikt—1 0.0117 **=* 0.0448 **=* 0.0170 **=* 0.0095 **=* 0.0191 **=* 0.0193***

(0.0008) (0.0008) (0.0009) (0.0008) (0.0008) (0.0011)
Cash Flowjkt—1 0.1881 *** 0.2877 *** 0.1996 *** 0.2439 *** 0.1303 *** 0.1927%***

(0.0023) (0.0027) (0.0036) (0.0035) (0.0027) (0.0040)
GDP Growth 0.0389 *** 0.0551 **=* 0.0438 *** 0.0321 **=* 0.0298 **=* 0.0403***

(0.0030) (0.0033) (0.0047) (0.0035) (0.0048) (0.0029)
Country FE Yes Yes Yes Yes Yes Yes
N 109,391 108,653 109,285 109,391 109,391 109,743

R2 0.0847 0.1314 0.0829 0.0878 0.0974 0.0982




Table VIII
Robustness Checks. Dynamic Panel Regression Estimates and Sub-sample Regressions

The first two columns report the results from Arellano-Bonyhamic panel regressions with lagged values of investment
and firm fixed-effects. The next two columns report subsamggeessions. First subsample regressions excludes laregu
elections. Regular elections are defined as electionsakattiace within 6 months of expiry of the term of the governtne
The next subsample regression omits the nine Asian coaritrét were involved in the financial crisis of the late 1990s.

Dynamic Panel Regressions Subsample Regressions

One Lag Two Lags Regular Elections  Asian Countries  “Lamek3tic
Only Omitted Omitted
Election Year -0.0017 **  -0.0020 *** -0.0020 *** -0.0034 ** -0.0055 ***
(0.0006) (10.0006) (0.0007) (0.0007) (0.0006 )
Qikt-1 0.0082 ***  0.0071 *** 0.0228 *** 0.0206 *** 0.0238 ***
(0.0016) (0.0016) (0.0014) (0.0012) (0.0013)
Cash Flowjkt—1 0.1385 ***  (0.1333 *** 0.1812 **= 0.1658 *** 0.1761 **=*
(0.0033) (0.0034) (0.0049) (0.0027) (0.0048)
GDP Growth_1 0.0271 ***  0.0268 *** 0.0417 *** 0.0354 *** 0.0360 ***
(0.0027) (0.0027) (0.0028) (0.0030) (0.0028)
Investmentk—1 0.2968 ***  (0.3014 ***
(0.0047) (0.0054)
Investment_» 0.0339 ***
(0.0038)
Intercept -0.0028 ***  -0.0021 *** 0.0330 *** 0.0404 *** 0.020 ***
(0.0001) (0.0001) (0.0018) (0.0016) (0.0017)
Firm FE Yes Yes Yes Yes Yes
N 76,658 66,524 99,207 81,960 107,142

37



Table X
Real GDP Growth and Election Timing
The table reports average percentage growth of real GDEveel® the previous year for various subsamples. Average

GDP growth is calculated in two ways. First, equal-weigheerage GDP assigns same weights to each country each year.
Secondly, sample-weighed average assigns same weiglastdien-year observation.

Equal-Weighted Across Country-Years
Overall ~ Non-Election Years Election Years Regular Eladdio Early Elections

6.11% 6.17% 5.97% 5.38% 7.01%
(0.39%) (0.47%) (0.71%) (0.95%) (1.02%)
Sample-Weighted Averages

Overall  Non-Election Years Election Years Regular Eladdio Early Elections

4.70% 4.48% 5.51% 4.19% 6.98%
(0.03%) (0.03%) (0.06% ) (0.09% ) (0.07%)
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Table X
Investment and Cash Holdings: Simultaneous Equations Estimates

This table reports estimates from the joint estimation efftilowing system of equations:
lijk = Bo+PaElection Dummy; + B2Qikt—1 + PsChijkt—1+ Ba%AGDP; -1 + & jkt
Cashjw = o+ B1Election Dummy; + B2Qik -1+ BsCFijkt—1+ BaSz8ijkt—1 + BsLEVijkt—1+ Belijkt +B70(CF )it + BsDIVijit + O + Nijkt»
where the right-hand side variables in the investment énuate defined as previously, and the cash regression ilficn size (log of real total assets), leverage (book value
of debt scaled by total assets), investment rates, cash ftatility, dividend, and country fixed effectsr(CF )y is the time series standard deviation of 3-digit SIC cashdlow

calculated over the previous four yeadVjy is a dummy variable set equal to one if the firm pays a dividengeart and zero otherwise, are; captures country fixed effects.
The estimation procedure is performed by three-stage $gasires full-information maximum likelihood estimation.

LHS Variable Election Year Q Cash Flow GDP Growth Size Leverage Investment  CF \olatilityDividend Country Effects

Investment -0.0062%**  0.0125%*  0.1948**  0.0550%** No
(0.0007) (0.0008)  (0.0021) (0.0027)

Cash Holdings 0.0067%*  0.0902*  0.1556*** -0.0055+*  -0.2692"*  0.2733"  1314%*  .0.0586*** Yes
(0.0014) (0.0025)  (0.0267) (0.0004)  (0.0072)  (0.1232) 0GBl (0.0014)

Ho : Bt + BG5S = 0
x2(1) 0.0800
p-value 0.7745




Figure 1. Matching Election Years with Fiscal Years

This figure demonstrates the construction of the electiam gammy for each firm given the firm’s fiscal year beginning and
end. If the date of the election lies between 45 days priongéceind of the fiscal yedrand 274 after the end of fiscal yetar
then the election year dummy variable takes a value of onkfishl years for which the election date does not fall within
this range have the election dummy set to a value of zero.

Election Date

FYB¢ FYE FYE¢ 1

Election Dummy; =1
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Appendix A: Variable Descriptions

Variable

Description

Worldscope: Firm Characteristics

Investment

Q

Industry median Q

Cash Flow

Leverage
Cash

Size
Dividend
CF \olatility

Sensitive industry

Capital intensity

Herfindahl index

Small firm

High export

Capital Expenditures divided by the beginrafigear book value of total assets.
Book value of total assets minus the book value of equitg the market value of equity scaled by the beginning-
of-year book value of total assets.
World-industry median Tobin’s Q, caltethover 3-digit SIC code industries each year.
EBIT plus depreciation and amortization minueriggt expense, taxes and dividends scaled by the beginning-
of-year book value of total assets.
Total debt (long-term and short-term) scaled byptginning-of-year book value of total assets
Cash holdings divided by the beginning-of-year bodkevaf total assets
Natural logarithm of the book value of total assets denated in US dollars.
Dummy variable set equal to one if the firm pays a lagdividend; zero otherwise.
Time series standard deviation of 3-digit usdry cash flows calculated over the previous four years.
A dummy variable set to one if the firm beg®to a politically sensitive industry, and zero otherwise
Our classification of sensitive industry includes agrierdt agricultural services, beer & liquor, Tobacco product
pharmaceuticals, health care services, defence, petiaded natural gas, telecommunications, and transportation
Fixed assets divided by total sales (agse
Sum of squared sales ratio of all firms in thergindustry in a given year and country, where the salés ist
the sales of the firm divided by the sales of all firms in the stdy and industry is defined as 3-digit SIC codes.
A dummy variable set to one if the firm size is smatlen the median value in the given year, and zero otherwise.

A dummy set equal to one if export to sales ratjgoisitive, and zero otherwise.

Election/Country Variables

Election Dummy

Legal Origin

Election type

Length of term

If the date of the election lies between 45sdayor to the end of the fiscal yeband 274 after the end of fiscal
yeart then the election year dummy variable takes a value of orldis&hl years for which the election date does
not fall within this range have the election dummy set to a®aif zero (see figure 1).

Origin of a country’s legal system taken fromRarta, Lopez-de-Silanes, Shleifer, and Vishny (1998).

Type of national elections that determinehtbad of government directly or indirectly; Presidentiagislative;
Prime Ministerial

Length of the term of the government head
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Checks The number of veto players in a political system tdi@n the World Bank Database of Political Institutions.

Close An indicator variable set equal to one if the vote diffee is less than the first quartile value, and zero otherwis
Vote difference is defined as the difference between theqgetiop of the votes garnered by the winner and that
received by the runner-up.

Regular election  An election is classified as regular if liegd within six months before or after the anticipated ébectiate, which
is calculated by adding the nominal term of the chief exeeutd the previous election date. Otherwise, an election is
classified as irregular. An election is also classified a&girtar if it is held for the first time.

Right Leaning A dummy variable set to one if the incumbentegoment in the year leading up to an election is right learamgl
zero if it is left-leaning or centrist. The World Bank cld#ss a government as right-leaning if the political party is
defined as conservative, Christian democratic, or rigiigwLeft-leaning parties are those that are defined as
communist, socialist, social democratic, or left-wing.n€@st parties are those that advocate strengtheningteriva
enterprise in a social-liberal context.

ICRG Economic A time-varying measure of country economsk index taken from International Country Risk Guide (ICRG)

Risk produced by Political Risk Services. The index (50 t®tatal) is calculated using the following economic fastor
with smaller numbers assigned to higher risk: GDP per hesd GDP growth, annual inflation rate, budget balance
as a percentage of GDP , and current account as a percentadgof

GDP Real GDP per capita is obtained from World Bank.
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Appendix B: Basis of Executive L egitimacy

The data set covers the national elections whose outcontesridiee the chief executives of coun-
tries directly or indirectly. For each country, followin¢geps are taken to identify the chief executive

and to classify the country based on where the executive pewested (Tablell).

1. A country is classified as presidential (parliamentafyheé president (prime minister) is chief
of state and head of government. A country is also considpagliamentary if a hereditary

monarch is the chief of state while the prime minister is teachof government.

2. For countries with both the prime minister and the predidee refer to Polity IV database
from the Center for International Development and Confliendgement at the University of
Maryland, The Encyclopedia Britannica, and The World Fackbpublished by America’s Cen-
tral Intelligence Agency. If these sources describe a cguad parliamentary, we classify the

country as parliamentary.

3. A country with the prime minister (or premier) is clasgifigs parliamentary if the president is

elected by members of the parliament rather than by popola: v

4. These steps leave six countries unclassified: Finlarahder Poland, Russia, South Korea, and
Taiwan. We classify these countries as hybrids as they Haweeats of both parliamentary and
presidential systems. All these countries have prime teiness well as a directly elected pres-
ident. Both leaders actively participate in the executigeision making, although the relative

division of power between the two leaders varies acrosstdesn

We utilize the presidential elections for countries witegidential systems as the outcome of the elec-
tion directly determines the leader of the nation. In thesabe of a direct election for prime minister,
the outcome of a legislative election has the foremost infleeover the appointment of the prime min-
ister in parliamentary systems as the leader of the majpaitfy or coalition is usually appointed prime
minister. Thus, we consider legislative elections foripanentary countries. An exception is Israel, for
which we consider prime ministerial elections rather thanegal elections. Israel introduced a direct
election of prime minister in 1996, separate from the gdredeations. After three direct elections for

the premiership, however, it went back in 2001 to the eadraxctice, in which the governing coali-
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tion’s leader sits as prime minister. We also note that Sasléind deviates from a typical parliamentary
system in terms of the leadership. One of the seven membé&msdafral Council, which is elected by
members of parliament, is elected as president for a terrmefyear. The members of the Federal

Council thus serve as president in rotation.

For hybrid systems, we study the constitutional frameward practice of each country to under-
stand how the executive power is divided between the twaelsa@nd accordingly, select the election
identifying the leader who exerts more power over executigeisions (see Tablel Il for the choice
of elections). This task of classification is somewhat caocapdd for countries in which the execu-
tive power of the two leaders is well balanced. In Francegf@mple, the president controls foreign
relations and national defense while the premier handl@sedtc policy. Despite such division of
responsibilities, however, the president wields formidaxecutive powers including the power to dis-
solve the national legislature and call national referereélar some countries, however, the selection
process is rather straightforward. The South Korean sydtanmstance, is akin to a pure presidential
system despite the existence of a prime minister. Its letijs! elections do not serve as an indirect
election of prime minister as the prime minister is not reggito be a member of parliament as in typi-
cal parliamentary systems, in which the prime ministerearfsom among the ranks of the parliament’s
membership. Therefore, presidential elections are irceffee most influential national elections in
South Korea. Based on our examination, presidential elestare chosen for France, Russia, South
Korea, and Taiwan while legislative elections are utilifedFinland and Poland. One may disagree
with our choice of elections for France, Poland, Finland] Bakistan, where the executive power of
the two leaders is relatively well balanced (France, Pqgland Finland) or has shifted over time (Pak-
istan). As a robustness check, we repeat the test excluldgsg four countries to ensure that the test

results are not driven by our choice of the elections (uréded) and fine that the results remain intact.
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