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Abstract
Uncertainty incentivizes investors to wait-and-see and to hold back their investments. 
This paper investigates whether more liquid types of foreign direct investment (FDI) 
are affected more by political uncertainty than less liquid ones. Drawing from the real 
options theory, we develop hypotheses on the sensitivity of different types of FDI. 
We utilize descriptive statistics and a simple estimation approach to gauge the liquid-
ity of quarterly equity investments, reinvested earnings, and intra-company debt. 
Then, we deploy election data and the World Uncertainty Index to examine how the 
three FDI subtypes respond to high political uncertainty. In line with the real options 
theory, reinvested earnings significantly drop in an election quarter. However, this 
only holds for high-income countries. In lower-middle- and low-income countries, 
electoral uncertainty negatively affects equity investments, with higher institutional 
quality moderating the effect. In particular, the number of veto players and the gov-
ernment’s credibility decrease the effect of uncertainty on FDI.

Keywords  Foreign direct investment · Political uncertainty · Reinvested earnings · 
Equity · Multinational enterprises

JEL Classification  F21 · F23 · G18

1  Introduction

In recent years, research on the effect of political uncertainty on foreign direct 
investment (FDI) has proliferated. In particular, the adoption of new measuring 
methods of political uncertainty has revived this literature strand. Julio and Yook 
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(2016) firstly use the timing of elections to measure the effect of political uncer-
tainty on FDI and find that quarterly US FDI significantly drops before and dur-
ing elections.1 Chen et al. (2019) and Honig (2020) confirm these findings using a 
global sample and annual aggregate FDI inflows. Others use newly developed uncer-
tainty measures like the Economic Policy Uncertainty index (EPU) by Baker et al. 
(2016) and the World Uncertainty Index (WUI) by Ahir et al. (2022) to confirm the 
negative effect of uncertainty on FDI (Avom et al. 2020; Canh et  al. 2020; Hsieh 
et al. 2019; Nguyen and Lee 2021).

At their core, these studies are motivated by the real options theory, which states that 
investors hold back their investment when confronted with uncertainty about the future 
political environment (Azevedo et  al. 2019;  Bernanke 1983; Rodrik 1991; Stokey 
2016). In a nutshell, the rationale of these theoretical models is that investments are 
not carried out as long as the information gained through waiting is more valuable than 
the costs of idle capital. This outcome is contingent on the irreversibility of the invest-
ment, as more liquid assets can easily be withdrawn should the uncertainty resolve in an 
unfavorable environment. Thus, studies investigating the effect of political uncertainty 
on FDI implicitly assume that their measure for FDI captures somewhat irreversible 
investments. Given that most studies use aggregate FDI as the dependent variable, this 
assumption is likely to be false since it is fairly well documented that not all FDI is 
irreversible. Instead, aggregate FDI inflows also embody highly liquid financial flows, 
which behave similarly to portfolio debt flows (Blanchard et al. 2016; Kerner 2014). 
For instance, in 2004, up to 43% of US foreign affiliates’ assets were held in cash or in 
assets readily convertible to cash (Kerner and Lawrence 2014).

Against this backdrop, we re-examine the effect of political uncertainty on FDI 
using different subtypes of FDI with different degrees of liquidity. We use disaggre-
gated data on equity investments, reinvested earnings, and intra-company debt and 
gauge their relative degree of liquidity using descriptive statistics and a simple esti-
mation approach. Following the real options theory, we expect more liquid subtypes 
of FDI to be less responsive to political uncertainty.

To the best of our knowledge, the three different types of financing have not 
received much attention in the literature until now. While other subtypes of FDI 
like greenfield and brownfield investments (Calderón et al. 2004; Harms and Méon 
2018; Iamsiraroj and Ulubaşoğlu 2015; Wang and Wong 2009) and sectoral FDI 
flows (Alfaro and Charlton 2007; Chakraborty and Nunnenkamp 2008; Vu et  al. 
2008; Vu and Noy 2009; Walsh and Yu 2010) are extensively researched, the dis-
tinction between equity, reinvested earnings and debt is largely overlooked (Lundan 
2006). This is somewhat surprising since this distinction has policy relevance. The 
FDI life cycle theory suggests that any FDI endeavor starts with an initial equity (or 
intra-company debt) investment (Kogut 1986). Any follow-up investments financed 
through reinvested earnings are conditional on the initial equity investment. Given 
the high sunk costs of the entry investment, firms tend to be more selective with 

1  The connection between elections and uncertainty is well documented for financial markets. For exam-
ple, Białkowski et al. (2008) and Boutchkova et al. (2012) show that elections are accompanied by higher 
stock market volatility.
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their initial investments than with their follow-up investments (Barry 2018). As a 
result, policymakers are generally more interested in attracting new equity-financed 
projects than follow-up investments based on reinvested earnings.2 Furthermore, the 
distinction is especially relevant for developing countries, as only equity and debt 
investments infuse fresh foreign capital into the country, while reinvested earnings 
recycle money that has been in the economy anyway (Kerner 2014).

By investigating the effect of political uncertainty on equity investments, rein-
vested earnings, and intra-company debt, we contribute to two strands of literature. 
First, we contribute to the literature surrounding political uncertainty and FDI (Canh 
et al. 2020; Chen et al. 2019; Choi et al. 2020; Honig 2020; Hsieh et al. 2019). In 
particular, by distinguishing between different subtypes according to liquidity, we 
are indirectly testing the predictions of the real options theory. Second, by estimating 
the effects of political uncertainty on different financial flows, we also contribute to 
the literature on the capital structuring in affiliates. While researchers usually employ 
firm-level data to elaborate the determinants of the different subtypes of FDI, we 
broaden the perspective by using aggregates of subtypes (Cull and Xu 2005; Demir-
bag et al. 2015; Desai et al. 2005, 2007; Nguyen 2016; Nguyen and Rugman 2015).

To explore how Multinational Enterprises (MNEs) react to uncertainty and 
which funds they hold back when uncertainty arises, we deploy quarterly data for 
equity investments, reinvested earnings, and intra-company debt ranging from 1996 
to 2017, covering 76 countries. Following the previous literature, we use election 
dates to identify periods of high uncertainty and modulate different levels of uncer-
tainty by interacting the election variable with a dummy for a leadership change and 
a set of indicators for institutional quality. We also check our findings’ robustness 
by employing the WUI as a more general measure for uncertainty. Since the previ-
ous literature found that the investment deterring effect of uncertainty is particularly 
pronounced in developing countries, we form subsamples according to the income 
level of the host country (Chen et al. 2019; Honig 2020).3

We find a negative effect of elections on reinvested earnings but not on equity 
and intra-company debt in the full sample. This effect persists while adding a vast 
amount of control variables and is robust to using different transformations of the 
dependent variable. A subsequent subsample analysis finds that the effect is driven 
mainly by high-income countries, where reinvested earnings undergo a sizable cut 
during an election period. In middle-to-lower income countries, the uncertainty dur-
ing elections affects equity flows instead of reinvested earnings, but the strength of 
the effect is moderated by institutional quality.

The remainder of the paper is organized as follows: “Literature” reviews the liter-
ature on uncertainty and FDI. “On the irreversibility of subtypes of FDI” introduces 

2  According to the World Bank, facilitating new and incremental investments are both crucial pillars 
of FDI promotion (Heilbron and Aranda-Larrey 2020). However, a survey of 74 investment promotion 
agencies shows that their services are skewed towards attracting new FDI rather than promoting expan-
sions (Sanchiz Vincente and Omic 2020).
3  We divide our sample into high-income countries, upper-middle-income countries and middle-to-lower 
income countries. The latter includes countries that the World Bank defines as lower-middle-income and 
low-income countries.
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our liquidity measures and presents our hypotheses. “Data” introduces the data used. 
“Methodology” explains the methodology, while “Results” presents and discusses 
the results. “Conclusion” concludes.

2 � Literature

Testing the effects of uncertainty empirically has proven difficult, as uncertainty is not 
directly observable. Multiple attempts were made to proxy uncertainty by utilizing 
economic measures, like forecast errors (Jurado  et al. 2015; Rossi and Sekhposyan 
2015) or financial volatility (Baker and Bloom 2013; Carrière-Swallow and Céspedes 
2013). Lately, the development of new uncertainty indices, like the EPU by Baker 
et al. (2016) and the WUI by Ahir et al. (2022) have triggered a new wave of research 
on the effects of policy uncertainty on investment. These indices are based on fre-
quency counts of uncertainty-related terms in prominent newspapers or reports and are 
therefore particularly suited to measure policy-related uncertainty.

Hsieh et al. (2019) investigates the investment flows between the US and 20 host 
countries and found that a peak in the host country’s EPU index decreased US FDI 
inflows in the following two quarters. Zhu et  al. (2019) add that the irreversibil-
ity of an investment, measured by bankruptcy costs, enhances the negative effect of 
uncertainty on FDI. Canh et al. (2020) confirm that domestic uncertainty decreases 
FDI inflows, but also find a positive association between global uncertainty and FDI 
inflows. As the analyzed sample consists of advanced and emerging economies, this 
finding indicates that advanced economies function as a safe haven for international 
investors. However, other studies contradict this hypothesis by finding a negative 
correlation between the WUI and FDI inflows (Avom et al. 2020).

One disadvantage of the above-described indices is that they are possibly endog-
enous to any development in economic variables. For this reason, the timing of elec-
tions has become a widely used alternative measure for policy uncertainty. Focusing 
on the uncertainty related to elections and FDI flows, Julio and Yook (2016) laid 
the foundation for this literature stream. Their analysis reveals a significant negative 
impact of the host countries’ election on quarterly US FDI outflows to 43 countries 
between 1994 and 2010. However, after the initial drop, FDI was shown to recover 
relatively quickly. The results survive a robustness check using election data with 
strictly exogenous timing, addressing concerns of pro-cyclical FDI that coincides 
with early or unscheduled elections. Chen et  al. (2019) and Honig (2020) follow 
Julio and Yook (2016) and confirm their results on a global level. Examining 126 
countries between 1996 and 2015, Chen et al. (2019) finds that the negative effect on 
FDI in an election period is especially strong in less democratic countries. Similarly, 
Honig (2020) distinguishes between advanced and emerging economies and finds 
more evidence of adverse effects in developing countries. Agbloyor (2019) looks at 
FDI inflows to African countries and cannot find that elections significantly influ-
ence FDI in Africa. On the contrary, Gossel (2020) performs a similar analysis for 
sub-Saharan African countries and finds a negative effect of the election year on the 
FDI inflows while controlling for resource endowment.
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3 � On the irreversibility of subtypes of FDI

According to the real options theory, the sensitivity towards political uncertainty 
depends on the investment’s irreversibility (Bernanke 1983). Fairly liquid assets are 
less affected by uncertainty because MNEs retain the ability to withdraw their assets 
if the uncertainty resolves into unfavorable economic conditions. In contrast, rather 
illiquid assets cannot be withdrawn that easily when the economic environment 
turns for the worst. Consequently, MNEs might be more hesitant in deploying them 
when political uncertainty increases.

While most of the literature confirms a negative effect of political uncertainty on 
aggregate FDI, none of the scholars verify to what extent their FDI measure is repre-
senting illiquid investments. In the following, we attempt to gauge the irreversibility 
of equity investments, reinvested earnings and intra-company debt by using liquidity 
metrics, and the share of financing that goes into physical projects. Then, based on our 
results, we form hypotheses on how reinvested earnings, equity investments, and intra-
company debt react to political uncertainty. As previous studies have found that uncer-
tainty has more pronounced effects on total FDI in developing and emerging countries 
than in developed economies, we distinguish between different income groups in our 
analysis (Chen et al. 2019; Honig 2020). To this end, we categorize countries accord-
ing to their income into three groups: high-income countries (HIC), upper-middle-
income countries (UMC), and lower-middle- to low-income countries (MLC).

3.1 � Liquidity

To form hypotheses based on the liquidity argument, we proxy the liquidity of each 
subtype with two indicators. First, with the relative occurrence of negative observa-
tions in quarterly FDI inflows and second, with the share of retrieved investments 
to total investments. We assume that financial flows predominantly used for financ-
ing more liquid assets experience relatively more reversals over time than financial 
flows used to finance illiquid assets. Thus, the more liquid the underlying assets, 
the higher the relative occurrence of negative flows over time. To account for the 
fact that some flows might be negative but relatively small compared to the average 
inflow, we also consider the total share of retrieved assets.4

Table 1 displays the share of negative observations and the share of retrieved invest-
ments by subtype of FDI and income group. The comparison of the metrics across 

4  It should be noted that both measures are flawed since we only have net inflows available to calculate 
them. The share of negative observations to total observations only measures how often gross outflows 
exceed gross inflows. One can easily imagine scenarios in which such measure completely fails in captur-
ing the liquidity of underlying assets. For example, a highly liquid asset that experiences high inflows 
and high outflows every period could be branded highly illiquid as long as gross inflows exceed outflows 
every period. Similarly, the share of retrieved investments does not indicate the actual share of retrieved 
assets as the true ratio is disguised by the prior netting of the FDI inflows. Nevertheless, we believe that 
the measures do give some insights into the liquidity of underlying assets. After all, the more liquid the 
underlying asset, the higher the probability that gross outflows exceed gross inflows. Thus, the indicators 
likely suffice to make a comparison between the different flows but should not be taken at face value.
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income groups yields one striking observation. Both liquidity measures show that all 
subtypes of FDI in HIC are more liquid than their respective counterparts in UMC or 
MLC. This could indicate that FDI is more often used as a vehicle for purely financial 
flows than physical investments in HIC. That assumption is congruent with the findings 
of previous research. In particular, Wacker (2016) finds that FDI data has a higher cor-
relation with operational data of MNE in developing than in developed economies, and 
Casella (2019) concludes that FDI data for developing countries suffers less from data 
issues related to non-productive financial flows like pass-through FDI.

When comparing liquidity across subtypes of FDI, a clear pattern becomes vis-
ible. Equity investments appear to be the least liquid in all three country groups, 
followed by reinvested earnings and intra-company debt. Considering that the real 
options approach states that higher irreversibility leads to higher sensitivity towards 
political uncertainty, both liquidity measures suggest that equity investments are the 
most sensitive towards political uncertainty. However, we are cautious about build-
ing hypotheses for the relative liquidity of subtypes based on these results. In par-
ticular, for reinvested earnings and intra-company debt, the metrics might overstate 
the liquidity. Both types are likely to experience negative flows unrelated to the irre-
versibility of the underlying investment. That is, earnings that are repatriated instead 
of invested likely cause a negative observation in our data. For intra-company debt, 
debt repayments have a similar effect. We employ an additional empirical analysis in 
the following section to address these concerns.

3.2 � Physical investments

The above-described liquidity metrics suffer from two critical downsides. For one, they 
are vulnerable to imprecisions in the data of net inflows. For another, they potentially 
overstate the liquidity of reinvested earnings and intra-company debt payments. In the fol-
lowing, we identify the irreversibility of the underlying asset by regressing a measure for 
physical FDI investments on equity inflows, reinvested earnings, and intra-company debt. 
This empirical exercise may provide a clearer picture of which subtypes of FDI finance 
highly irreversible physical projects. In particular, we estimate the following equation:

where EQi,t , REi,t , and DTi,t represent the net inflow of equity payments, reinvested 
earnings, and intra-company debt in country i at year t, respectively. The depend-
ent variable greenf ieldFDIi,t is the value of greenfield FDI compiled by fDi mar-
kets and published by the UNCTAD (2021). This data lends itself to this analysis, 
as it explicitly measures “new physical projects or expansions of existing invest-
ments which create new jobs and capital investment” (fDi Markets 2022). The esti-
mated coefficients �0, �1, �2 should then roughly display how much of the physical 
investment is financed through each subtype of FDI.5 As explained above, physical 

(1)greenf ield FDIi,t = �0EQi,t + �1REi,t + �2DTi,t + ei,t

5  This empirical exercise can only give a rough idea about which financial flows are used for physi-
cal investments based on the correlation between the two. We cannot estimate the true share of financ-
ing, since our financial flows are recorded on a net measure and thus the true “gross” inflow of funds is 
unknown to us.
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investments are highly irreversible. Thus, we expect that financial flows predomi-
nantly used to finance these physical projects express a higher sensitivity towards 
political uncertainty.

Table 2 displays the results of regressing the value of greenfield FDI on the inflow 
of equity, reinvested earnings, and intra-company debt distinguishing between 
income groups. Comparing across the income groups, one can observe that the coef-
ficients in HIC are substantially smaller than in UMC and MLC. Against the back-
drop of the high liquidity metrics of equity investments and reinvested earnings in 
HIC, the small coefficient size could be interpreted as further evidence that a larger 
share of financial flows into HIC are associated with relatively liquid assets.

Comparing the estimated coefficients within each income group underlines 
the heterogeneous use of financial flows. In HIC, large-scale physical projects are 
mostly funded by reinvested earnings, while in UMC, reinvested earnings and equity 
investments are associated with such projects. Interestingly, in MLC, all coefficients 
are significant and above unity, which would indicate that all of the recorded net 
financial flows are used for greenfield projects.6 Unfortunately, that makes it impos-
sible to form any hypotheses on the relative irreversibility of flows in MLC.

The results resonate well with the FDI life cycle theory, which predicts that the 
share of follow-up investments in FDI increases with the development level (Brada 
and Tomšík 2009; Kogut 1986). In developed economies, many foreign investors 
already have established a network of subsidiaries maintained and expanded using 
reinvested earnings. On the contrary, a higher share of FDI in developing econo-
mies is represented by initial investments or market entries financed through equity 
and intra-company debt. This is precisely what we find in our analysis. The lower a 
country’s development level, the more physical projects are financed through equity 
and intra-company debt.

3.3 � Hypotheses

The liquidity metrics and the project financing analysis suggest that FDI into HIC is 
relatively liquid and, in large parts, unassociated to physical projects. Based on these 
two observations, we form the following hypothesis:

•	 H1: The sensitivity towards political uncertainty is lower in HIC than in UMC 
and MLC.

	   Forming hypotheses for the sensitivity of the subtypes of FDI to political 
uncertainty is more challenging since the liquidity metrics suggest that equity 
payments are the least liquid while the project analysis points towards reinvested 
earnings. However, as the liquidity metrics likely overstate the reversibility of 
reinvested earnings, we rather rely on the project analysis for our hypotheses.

6  For instance, the coefficient on equity investments of �0 = 1.2 would imply that 120% of equity financ-
ing is used for physical projects. Obviously, the share of financing used for physical projects cannot 
exceed 100%t. We ascribe these results to the fact that our financial flows are recorded on a net basis.
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•	 H2: In HIC, reinvested earnings are more sensitive to political uncertainty than 
equity payments and intra-company debt flows.

•	 H3: In UMC, reinvested earnings are more sensitive to political uncertainty than 
equity payments and intra-company debt flows.

In contrast to HIC and UMC, greenfield projects in MLC are financed by a 
diverse mix of financial flows. As the project financing analysis indicates that all 
subtypes of FDI are used to the full extent to finance physical projects, we cannot 
infer any hypothesis for the relative irreversibility of each subtype of FDI. There-
fore, we resort to the results of the liquidity metrics and conclude this chapter with 
our last hypothesis:

•	 H4: In MLC, equity payments are more sensitive to political uncertainty than 
reinvested earnings and intra-company debt flows.

4 � Data

For disaggregate FDI inflows, data from the IMF’s Balance of Payment Statistics is 
used (IMF 2020). The IMF provides quarterly FDI data partitioned into equity, rein-
vested earnings, and intra-company debt flows for many countries. Since the magni-
tude of all FDI flows (positive and negative) increase with the size of the economy, 
we standardize each FDI flow by the annual GDP of the previous year. Table 3 dis-
plays the descriptive statistics.

The full sample descriptive statistics reveal that equity investments are the largest 
FDI flows on average. Also, they show the highest maxima and standard deviation, 
indicating that they represent occasional large-scale investment projects. As can be 
seen by the median flows reported in Table 3, reinvested earnings are much smaller 
in magnitude than equity inflows since they are predominantly used for incremental 
investments. Additionally, the decision of whether profits reinvested or paid out as 
dividends has to be made much more frequently.

The descriptive statistics reveal another important feature that underlines the 
results of the previous physical project analysis. The lower the country’s income 
level, the higher the importance of equity financing relative to the reinvestment of 
earnings. The median equity flow in percent of GDP into UMC and MLC is con-
siderably higher than the median equity inflow in HIC. On the contrary, reinvested 
earnings in percent of GDP are higher in HIC than in UMC and MLC. This pattern 
is explained well by the FDI life cycle theory. As markets mature, opportunities for 
large-scale investments become rarer, leading to a relative decline in equity invest-
ments in developed countries. On the other side, in emerging and developing coun-
tries, there are more project opportunities to seize, causing equity investments to be 
relatively larger than in developed countries.

To capture policy uncertainty, we take a multifaceted approach. First, we use 
global data on election dates from the Database of Political Institutions (DPI) 
by Scartascini et  al. (2018), which serves as an exogenous measure for policy 
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uncertainty. In the past, elections could be linked to higher uncertainty on financial 
markets (Białkowski et al. 2008; Boutchkova et al. 2012) and were found to corre-
late with count-based measures of uncertainty like the EPU or the WUI (Ahir et al. 
2022; Baker et al. 2016). In our baseline estimation, we incorporate a dummy vari-
able taking the value of one for an election period and zero otherwise.

Since not every election is afflicted with the same uncertainty, we modu-
late the uncertainty around elections by controlling for the reelection of the 
incumbent leader and the institutional quality. The uncertainty around elections 
roots in the possibility of a change in the countries’ policy course. Therefore, 
if agents expect the incumbent leader to stay in power, uncertainty should be 
lower than if a change appeared more likely. On a similar note, a sound insti-
tutional framework might mitigate the uncertainty around elections. They set 
boundaries for the most extreme policy changes and reassure agents of a stable 
legal environment.

As an alternative to election dates, the WUI by Ahir et al. (2022) is employed as 
a more continuous measure for uncertainty. The index measures heightened uncer-
tainty by counting the frequency of uncertainty-related words in quarterly country 
reports of the Economist Intelligence Unit (EIU). Ahir et al. (2022) can show that 
the index captures political uncertainty around elections, as well as economic uncer-
tainty originating from other (non-political) events. It is therefore particularly suited 
to test whether the results obtained from the analysis of election dates is indicative 
for MNE’s behavior under general uncertainty. We choose the WUI over the alterna-
tive EPU index for two reasons. First, the EPU index is only available for 22 coun-
tries, which would severely limit our sample. Second, while the EPU index draws on 
newspapers for counting the frequency of uncertainty-related words, the WUI uses 

Table 3   FDI summary statistics

EQ/GDP, equity flow standardized by annual GDP of the previous year; RE/GDP, reinvested earnings 
standardized by annual GDP of the previous year; DT/GDP, intra-company debt flow standardized by 
annual GDP of the previous year; HIC, high-income countries; UMC, upper-middle-income countries; 
MLC, lower-middle- to low-income countries

Sample Variable Obs Median Mean St. dev Min Max

Full sample EQ/GDP 6413 0.32 1.08 6.01  − 52.53 131.6
RE/GDP 6031 0.14 0.31 0.84  − 5.06 10.89
DT/GDP 6298 0.1 0.42 2.32  − 40.51 33.63

HIC EQ/GDP 3149 0.29 1.02 6.09  − 52.53 100.82
RE/GDP 3134 0.18 0.42 1.1  − 5.06 10.89
DT/GDP 3245 0.15 0.56 2.99  − 40.51 33.63

UMC EQ/GDP 2304 0.36 1.28 7.03  − 10.85 131.6
RE/GDP 1985 0.12 0.2 0.32  − 1.75 2.22
DT/GDP 2117 0.08 0.27 1.09  − 4.23 14.62

MLC EQ/GDP 948 0.41 0.8 1.06  − 2.93 8.8
RE/GDP 900 0.08 0.17 0.45  − 4.11 3.85
DT/GDP 924 0.03 0.23 1.55  − 36.9 10.4
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quarterly country reports of the EIU. Sourcing the count measure from only one 
medium renders the index more consistent across countries, making it more suitable 
for large panel analyses.

As economic control variables, we deploy a common set of indicators. The GDP 
growth rate captures the speed of economic development and indicates potential 
profits. We employ GDP per capita to capture any motivations for horizontal invest-
ments. The variable Trade is the sum of exports and imports relative to GDP and 
should be positively connected to any vertical investments. The inflation, measured 
by the consumer price index (CPI), controls for good macroeconomic management. 
Since reinvested earnings and intra-company debt flows are most likely influenced 
by currency movements, we also include the growth rate of the exchange rate, the 
standard deviation of the exchange rate, and the capital account openness index 
by Chinn and Ito (2006). Additionally, the indicators Political Stability and Regu-
latory Quality of the World Governance Indicators are added to the specification 
(Kaufmann et al. 2010). The former captures the perceived possibility of the gov-
ernment getting thrown over by unlawful or violent means. The latter specifically 
captures the government’s ability to implement policies that promote private sector 
development.7

5 � Methodology

In the baseline estimation, we use national elections to identify periods of high pol-
icy uncertainty. In contrast to other uncertainty measures, the timing of an election 
is usually independent of economic downswings. Thus, national elections can be 
seen as natural experiments regarding the effect of uncertainty on the behavior of 
economic agents (Julio and Yook 2012). To analyze this effect, we employ a fixed-
effects estimation following the equation:

where i indicates the country and t the running quarter. The variable FDIi,t stands 
for the respective FDI measure. We use the quarterly FDI inflow relative to the 
previous year’s annual GDP in our baseline. The variable Electioni,t stands for a 
dummy switching from zero to one when an election is carried out in quarter t . It is 
included for the previous, the current and the next quarter. The matrix X comprises 
the set of control variables described in the previous section. Country fixed-effects 
are captured by �i . A set of four seasonal fixed-effects are represented by �q , where 

(2)FDIi,t = �0 + �1FDIi,t−1 +

1
∑

d=−1

�d+3Electioni,t+d + X� + �i + �q + ei,t

7  The summary statistics can be found in Table 11 in the Appendix 1. Definitions and sources of all vari-
ables can be found in Table 12 in the Appendix 1.
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q = {1, 2, 3, 4} stands for each calendar quarter.8 The standard errors are clustered at 
the country level.

In addition to the economic control variables, we include the lagged dependent 
variable on the right-hand side. MNEs most likely spread the payments for new 
investment projects over multiple quarters or even years, which would induce a cor-
relation between present and past FDI flows. Adding the lagged dependent variable 
alleviates this problem but also introduces the Nickell-bias into our model (Nickell 
1981). However, with up to 88 time periods available, we consider it negligible.9

Another common econometric problem occurring in studies on FDI is reversed 
causality. That is, the most important driving forces of FDI may also be affected by 
FDI themselves (Blonigen and Piger 2014). For instance, if an MNE invests down 
the supply chain intending to import, process, and reexport intermediates, trade fig-
ures may rise due to that investment. This endogeneity problem requires special con-
sideration in any annual FDI model specification. We argue that endogeneity is less 
of a problem in our analysis due to two reasons. First, using quarterly data mitigates 
the simultaneity of the investment flow and the associated subsequent increased eco-
nomic activity.10 The financial transaction behind an FDI executed in one quarter 
is not very likely to increase trade or economic activity in the very same quarter 
(although it might throughout the following year). Second, our variables of inter-
est, the election dummies, are most likely independent from economic variables. 
Although the possibility that elections are called early by the incumbent party or 
leader so that the election aligns with an economic upswing cannot be ruled out, 
we considered the chances of this scenario affecting our results to be rather slim. 
This is supported by the results of Julio and Yook (2016). Their study on elections 
and US FDI found that a subsample with strictly exogenously timed elections did 
not yield different results than the full sample. Moreover, we find no correlation 
between the election dummies and any other variable in our study (see Table 12 in 
the Appendix 1).

6 � Results

6.1 � Baseline

Table 4 displays the regression results of the baseline specification. Columns 1–3 
show the regression of equity, reinvested earnings, and debt flows on the election 
dummies only. A significant negative effect during an election period can only be 
observed for reinvested earnings.

8  In some specifications, we switch the seasonal fixed-effects for regular time fixed-effects which we 
refer to as quarterly fixed-effects.
9  Due to availability of the FDI flows, the number of observations differs between the different models.
10  Since some of our control variables only vary annually, a simultaneous increase cannot be measured 
anyway. However, GDP growth varies on the quarterly basis and, therefore, could cause an endogeneity 
bias.
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Adding the control variables to the specification (columns 4–6) yields qualita-
tively similar results. The negative effect during an election on reinvested earnings 
persists, while no other form of FDI is sensitive to elections. Additionally, the effect 
size slightly increases in magnitude, which further approves a significant relation-
ship between elections and the reinvested earnings. The coefficient suggests that 
in an election quarter, the share of reinvested earnings per GDP drops by almost 
0.08 percentage points ceteris paribus. This is quite a sizeable amount, represent-
ing roughly 25% of the average reinvested earnings to GDP per quarter. The effect 
size is considerably larger than the effect size found for total FDI in comparable 
specifications of other studies. For instance, Chen et al. (2019) found that the total 
annual FDI per GDP decreased by roughly 0.014 percentage points in election years. 
Many factors could cause the spread between the coefficients; however, we think 
that the following two are the most relevant. First, our analysis and previous research 
showed that the negative effect of electoral uncertainty is restricted to the election 
quarter and at most carries over to the adjacent quarters (Julio and Yook 2016). That 
means using annual data bears the risk of missing effects observable when employ-
ing quarterly data. Second, our baseline suggests that other forms of FDI are less 
sensitive towards electoral uncertainty than reinvested earnings. Naturally, total FDI, 
being the aggregate of all subtypes, is subject to relatively smaller changes in the 
election period, which further increases the risk of not detecting reduced investment 
inflows.

The results found in the baseline survive swapping the seasonal fixed-
effects for quarterly time fixed-effects, as seen in columns 7–9. Further-
more, an additional robustness check using the logarithm of the different FDI 
flows as dependent variables confirmed the above results (see Table 13 in the 
Appendix 1).

As for the control variables, most coefficients are robust in magnitude and sign 
to adding quarterly time fixed-effects; however, only very few coefficients exert a 
significant influence. Notably, the exchange rate volatility significantly increases 
the intra-company debt flows but has no significant effect on equity and rein-
vested earnings. Capital account openness increases all three flows, though it is 
only significant for reinvested earnings in the model using seasonal fixed-effects. 
While the insignificant coefficients of the other control variables are striking, we 
are confident that this does not compromise the validity of our results regarding 
the election dummies for several reasons. For one, scaling the dependent vari-
able by GDP already takes away some of the variations that the economic control 
variables could have explained. This is also illustrated by our robustness check 
using the logarithm of the dependent variables where the economic controls 
carry a lot more explanatory power (Table  14 in the Appendix  1). Adding the 
lagged dependent variable to the model equation only exacerbates this effect, as 
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shown by the highly significant coefficients on the lagged dependent variables in 
Table 4.

Another explanation for the weak performance of the economic control var-
iables may be found in the heterogeneity of FDI subtypes. While we chose to 
employ the same control variables for all three subtypes to allow for a compari-
son, individual sets of control variables fitted explicitly to each subtype would 
likely have produced more significant results. This is also depicted by the R2 
of each model specification. The used control variables best explain the equity 
flows, where the proportion of explained variance is three times higher than the 
explained variance of the other specifications. This is because the control vari-
ables used originate from the previous literature, which in most cases consid-
ered aggregate FDI. As equity flows, on average, represent the largest share of 
the aggregate measure, the control variables work particularly well in explaining 
these flows.

6.2 � Subsample analysis

To answer our hypotheses inferred from the irreversibility of FDI subtypes, we 
divide our sample into three subsamples. As in the previous sections, we catego-
rize countries according to their income into HIC, UMC, and MLC and reiterate our 
baseline estimation for each group separately.

Table 5 displays the results for the three different subsamples. Interestingly, 
the sensitivity of the subtypes of FDI towards electoral uncertainty seems 
to vary greatly depending on the host country’s income group. The negative 
effect on reinvested earnings found in the baseline estimation appears to be 
wholly driven by investors in HIC, as the coefficient on the election dummy 
turns out negative and highly significant. In terms of magnitude, the effect 
of uncertainty during an election in HIC is estimated to be almost twice as 
high as in the full sample baseline. The ratio of reinvested earnings to GDP 
drops by 0.13 percentage points in the run-up of an election in HIC. That cor-
responds to roughly 30% of the average reinvested earning inflow in HIC per 
quarter. These results confirm the project financing analysis findings and thus 
support H2.11

For middle- and lower-income countries, the results are rather mixed. In UMC, 
no significant FDI reductions were detected during election periods. Therefore, 
we cannot make any statement regarding H3. In MLC, electoral uncertainty only 
negatively affects equity investments, which is in line with our hypothesis H4. It is 
somewhat surprising, however, that neither reinvested earnings nor intra-company 
debt flows appear to be sensitive towards political uncertainty, given that the project 
financing analysis suggested that they are all involved in financing highly irrevers-
ible physical projects. The coefficient on the election variable indicates that equity 
investments per GDP decrease by 0.19 percentage points during an election quarter 

11  As a robustness check, we estimated a gravity model for FDI into HIC using bilateral data. The results 
are qualitatively the same as in the unilateral analysis. See Appendix 2 for a discussion of the model and 
the results.
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in MLC, ceteris paribus. Considering that there is also a negative effect on equity 
investments in the quarter before the election, a country within the lowest income 
group loses out on equity investments roughly worth 0.31% of GDP within half a 
year around an election. As the total loss of FDI during an election in MLC is higher 
than in HIC, we interpret the results as support for H1.

Furthermore, the results appear to be representative despite the small sample size 
since other studies found effects of a similar magnitude for total FDI. Honig (2020) 
analyzed 79 developing countries and found that in the year running up to a pres-
idential election, total FDI to GDP dropped by 0.34 percentage points. Similarly, 
Gossel (2020) found that FDI to GDP is roughly 0.42 percentage points lower dur-
ing the year of an executive election in sub-Saharan countries.

6.2.1 � Moderating uncertainty around elections

In the previous subsample analysis, we implicitly assumed that every election causes 
an increase in uncertainty of the same magnitude. This is a strong simplification, as 
there are many factors mediating the level of uncertainty. In some cases, the election 
outcome might be foreseeable, reducing the uncertainty to a bare minimum. In oth-
ers, the result might be largely irrelevant for MNEs, as the policy space is too nar-
row to affect their business.

We decided to focus on the root of all political uncertainty around elections, 
namely, the possibility of a change in politics. Following this logic, we hypothesize 
that elections that do not bring about a change in the political leadership are associ-
ated with less uncertainty, as the policy course is likely to remain stable.12 Hence, 
we expect that changing the executive or ruling party will result in a more substan-
tial decrease in FDI, especially in the quarters following the election. To test this 
assumption, we estimate our subsample analysis including a dummy variable, which 
takes the value of one in quarters in which the election resulted in a change in lead-
ership. To capture uncertainty shortly before and after a change in politics, we also 
include the lead and the lag of the change indicator.

Table  6 displays the coefficients on the election variable and the variable 
identifying leadership changes. The results confirm a negative effect on rein-
vested earnings in HIC during the election period and a negative effect on equity 
investments in MLC. Additionally, we find a negative effect on reinvested earn-
ings in MLC in cases where the election does not bring about a change in leader-
ship. This is somewhat surprising, as we hypothesized that a change is afflicted 
with more uncertainty than prolonging the status quo. A similar effect of even 

12  Other scholars have used the election winner’s victory margin to capture the closeness of an election. 
We decided against this approach since we find the victory margin to be a misleading indicator. In parlia-
mentary countries, governments are often formed via coalitions. Neither the new governments majority 
nor the largest government party’s share of votes is able to indicate the uncertainty related to the election. 
The winning party might have a number of potential coalition partners, resulting in a variety of possible 
victory margins of which none accurately depict the closeness of the election. For presidential elections, 
the main obstacle is the interpretation  of the voting shares of first and second round vote’s winner. Here, 
40% of the votes may be seen as a clear victory when three candidates participate but would be a clear 
defeat in a run-up with only two candidates.
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higher magnitude can be observed for equity payments in HIC. Here, a change 
in leadership is associated with a strong increase in equity investments. We 
interpret these results not as a response to lesser uncertainty but as reactions to 
favorable election outcomes. MNEs might prefer one candidate over another and 
therefore react to desirable changes with an increase in their operations. How-
ever, this is likely not always the case. In particular, we also find negative effects 
reinvested earnings after a change in leadership in HIC and a decrease in equity 
investments in the election period in UMC. These results could indicate that 
unfavorable leadership changes might extend the uncertainty after the election, 
leading to prolonged hesitation among MNE.

6.2.2 � Institutional characteristics and elections

Previous studies found that good institutional quality can mitigate the 
effects of uncertainty on FDI. Julio and Yook (2016) included institutional 
variables provided by the ICRG and found that government stability, cor-
ruption, and implemented checks and balances influence how MNEs react 
to uncertainty around elections. Canh et  al. (2020) explored whether the 
democratization of a country affects FDI flows under uncertainty, and 
Nguyen and Lee (2021) found financial institutions to mitigate the nega-
tive effect of political uncertainty on FDI. In this subsection, we modify 
our subsample analysis to investigate whether institutions affect the three 
different subtypes of FDI.13 To this end, we interact the election variable 
with a set of institutional variables. In particular, we estimate the following 
equation:

Variable definitions and conventions are the same as in Eq. 2. The variable 
Inst i,t represents one of the six institutional dimensions of the WGI, namely, 
Voice and Accountability, Political Stability, Government Effectiveness, Regu-
latory Quality, Rule of Law, and Corruption Control (Kaufmann et  al. 2010). 
The country rankings are normalized to range between 0 (lowest institutional 
quality) to 100 (highest institutional quality). Additionally, we include the 
number of checks and balances implemented in the institutional framework, as 
defined by Scartascini et al. (2018). This variable represents the number of veto 
players in the institutional framework. The higher the score, the more veto play-
ers monitor the political decisions of the executive. Due to the high correlation 

(3)
FDIi,t = �0 + �1FDIi,t−1 +

1
∑

d=−1

�d+3Electioni,t+d +
1
∑

e=−1

�e+6Electioni,t+e

∗ Insti,t + �8Insti,t + X� + �i + �q + ei,t

13  We also checked whether elections in presidential systems are afflicted with more uncertainty than 
elections in parliamentary system. Unfortunately, for MLC, there are too few parliamentary countries in 
our sample to make robust inferences. As the system did not have any effect on uncertainty in HIC, we 
decided not to report our results.
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between the institutional variables, we only include one of the seven institu-
tional variables at a time. Distinguishing between the three subtypes of FDI and 
the three income groups yields 63 (3 × 3 × 7) estimations. For the sake of brev-
ity, we will not present all results but only focus on the most striking instead.14 
Since most of the interaction terms were insignificant in HIC and UMC, we 
only report results for MLC. Table 7 shows the coefficients of the election vari-
ables and their interaction with Checks and Balances (columns 1–3), Govern-
ment Effectiveness (columns 4–6), Rule of Law (columns 7–9), and Voice and 
Accountability (columns 10–12).

The results confirm a negative effect on equity investments in the quarter before 
an election in all specifications. Additionally, the estimates suggest that countries 
with low Rule of Law and Voice and Accountability rankings also suffer from signif-
icant reductions in reinvested earnings and intra-company debt. The results further 
suggest that countries scoring a higher rank in these four institutional characteristics 
experience less severe FDI decline. In particular, the implementation of additional 
checks and balances seems to reduce the uncertainty around elections, presumably 
by reassuring MNEs of a controlled political environment without sudden policy 
shifts. Similarly, a higher score in Government Effectiveness could indicate more 
credible commitments by the government and therefore higher predictability. The 
coefficient size suggests that a standardized rank of 50 is necessary to avoid any 
reduction in equity investments during elections, which is a merely above-average 
score.15

Higher scores in the Rule of Law ranking may reflect a stronger judicial safety net 
for MNE. Since the positive effect of property rights and investor protection on FDI 
is well documented, these results do not come as a surprise. However, with a neces-
sary score of above 60 to avoid all negative implications of elections on FDI, the 
threshold for reducing uncertainty to a minimum is quite high.

The significant coefficients on Voice and Accountability seem to fall out of the 
picture at first. However, freedom of expression and free media can function as insti-
tutions to keep government executives in check. Hence, they potentially contrib-
ute to a more reasonable, foreseeable political environment, which may positively 

15  Since the diversity of institutional quality is difficult to measure, exact predictions are impossible to 
make. When stating the necessary rank to reduce uncertainty to a minimum, we do not intend to make 
a prediction, but to compare the effectiveness of the different institutional dimension in reducing uncer-
tainty. The necessary rank to reduce uncertainty to a minimum should therefore be interpreted as a meas-
ure for the relative feasibility of alleviating uncertainty through the improvement of institutional quality.

14  The results of all 63 estimations are available upon request.

805FDI, liquidity, and political uncertainty: A global analysis



1 3

Ta
bl

e 
7  

E
le

ct
io

ns
 in

 M
LC

 a
nd

 in
sti

tu
tio

na
l q

ua
lit

y

Ro
bu

st 
sta

nd
ar

d 
er

ro
rs

 c
lu

ste
re

d 
at

 th
e 

co
un

try
 le

ve
l i

n 
pa

re
nt

he
sis

. A
ll 

sp
ec

ifi
ca

tio
ns

 in
cl

ud
e 

co
un

try
 fi

xe
d-

eff
ec

ts 
an

d 
al

l c
on

tro
l v

ar
ia

bl
es

 p
re

se
nt

 in
 th

e 
ba

se
lin

e.
 T

he
 c

oe
ffi

-
ci

en
ts 

on
 th

e 
co

nt
ro

l v
ar

ia
bl

es
, t

he
 c

on
sta

nt
 a

nd
 th

e 
se

as
on

al
 fi

xe
d-

eff
ec

ts 
ar

e 
no

t r
ep

or
te

d.
 T

he
 sa

m
pl

e 
ra

ng
es

 fr
om

 1
99

6 
to

 2
01

7.
 C

he
ck

s a
nd

 B
al

an
ce

s o
rig

in
at

e 
fro

m
 S

ca
rta

s-
ci

ni
 e

t a
l. 

(2
01

8)
. T

he
 c

ou
nt

ry
 ra

nk
in

gs
 o

n 
go

ve
rn

m
en

t e
ffe

ct
iv

en
es

s, 
ru

le
 o

f l
aw

, a
nd

 v
oi

ce
 a

nd
 a

cc
ou

nt
ab

ili
ty

 a
re

 ta
ke

n 
fro

m
 th

e 
W

G
I (

K
au

fm
an

n 
et

 a
l. 

20
10

)
M
LC

, l
ow

er
-m

id
dl

e-
 to

 lo
w

-in
co

m
e c

ou
nt

rie
s; 
EQ

, e
qu

ity
 fl

ow
; R

E,
 re

in
ve

ste
d 

ea
rn

in
gs

; D
T,

 in
tra

-c
om

pa
ny

 d
eb

t fl
ow

; E
le
ct
io
n,

 b
in

ar
y 

va
ria

bl
e i

nd
ic

at
in

g 
th

e q
ua

rte
r o

f a
n 

el
ec

tio
n

**
*,

 *
*,

 a
nd

 *
 d

en
ot

e 
sta

tis
tic

al
 si

gn
ifi

ca
nc

e 
at

 th
e 

1%
, 5

%
, a

nd
 1

0%
 le

ve
ls,

 re
sp

ec
tiv

el
y

In
sti

tu
tio

na
l v

ar
ia

bl
e:

C
he

ck
s a

nd
 b

al
an

ce
s

G
ov

er
nm

en
t e

ffe
ct

iv
en

es
s

Ru
le

 o
f l

aw
Vo

ic
e 

an
d 

ac
co

un
ta

bi
lit

y

D
ep

en
de

nt
 v

ar
ia

bl
e:

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

(1
)

(2
)

(3
)

(4
)

(5
)

(6
)

(7
)

(8
)

(9
)

(1
0)

(1
1)

(1
2)

F.
El

ec
tio

n
  −

 0.
27

0**
*

 −
 0.

10
1

0.
02

3
 −

 0.
58

3**
*

 −
 0.

17
6

 −
 0.

74
4

 −
 0.

35
1**

 −
 0.

27
8**

 −
 0.

58
6**

 −
 0.

55
6**

*
 −

 0.
20

3**
 −

 0.
46

7*

(0
.0

85
)

(0
.1

18
)

(0
.0

84
)

(0
.1

64
)

(0
.1

36
)

(0
.5

14
)

(0
.1

15
)

(0
.1

09
)

(0
.2

10
)

(0
.1

82
)

(0
.0

92
)

(0
.2

46
)

El
ec

tio
n

 −
 0.

20
5

 −
 0.

01
9

 −
 0.

02
6

 −
 0.

32
0

 −
 0.

02
9

 −
 0.

08
7

 −
 0.

01
0

0.
20

8
 −

 0.
34

1
0.

10
7

0.
13

7
 −

 0.
40

2
(0

.1
40

)
(0

.1
76

)
(0

.2
40

)
(0

.2
99

)
(0

.2
33

)
(0

.4
20

)
(0

.2
68

)
(0

.2
48

)
(0

.3
02

)
(0

.3
36

)
(0

.1
44

)
(0

.5
52

)
L.

El
ec

tio
n

 −
 0.

04
8

0.
06

6
 −

 0.
07

6
0.

09
0

0.
15

2
 −

 0.
87

9
0.

00
2

 −
 0.

00
1

 −
 0.

39
7

 −
 0.

14
8

0.
00

6
 −

 1.
24

5**

(0
.1

50
)

(0
.0

70
)

(0
.1

58
)

(0
.3

35
)

(0
.0

94
)

(0
.6

03
)

(0
.2

12
)

(0
.0

86
)

(0
.3

43
)

(0
.2

63
)

(0
.1

56
)

(0
.4

39
)

F.
El

ec
tio

n ×
 In

st
0.

04
8**

0.
00

2
 −

 0.
00

1
0.

01
2**

0.
00

3
0.

02
0

0.
00

6*
0.

00
6*

0.
01

8**
0.

00
9**

0.
00

3
0.

01
1**

(0
.0

17
)

(0
.0

15
)

(0
.0

20
)

(0
.0

04
)

(0
.0

03
)

(0
.0

14
)

(0
.0

03
)

(0
.0

03
)

(0
.0

06
)

(0
.0

04
)

(0
.0

02
)

(0
.0

05
)

El
ec

tio
n ×

 In
st

 −
 0.

00
4

 −
 0.

00
7

 −
 0.

00
7

0.
00

3
 −

 0.
00

1
 −

 0.
00

0
 −

 0.
00

6
 −

 0.
00

7
0.

00
7

 −
 0.

00
7

 −
 0.

00
4*

0.
00

6
(0

.0
31

)
(0

.0
20

)
(0

.0
29

)
(0

.0
06

)
(0

.0
04

)
(0

.0
14

)
(0

.0
06

)
(0

.0
06

)
(0

.0
12

)
(0

.0
07

)
(0

.0
02

)
(0

.0
15

)
L.

El
ec

tio
n  ×

 In
st

0.
00

1
 −

 0.
01

6
0.

01
1

 −
 0.

00
4

 −
 0.

00
4

0.
02

2
 −

 0.
00

2
0.

00
0

0.
01

1
0.

00
2

0.
00

0
0.

02
6**

*

(0
.0

22
)

(0
.0

16
)

(0
.0

22
)

(0
.0

07
)

(0
.0

02
)

(0
.0

13
)

(0
.0

06
)

(0
.0

02
)

(0
.0

07
)

(0
.0

07
)

(0
.0

03
)

(0
.0

08
)

O
bs

er
va

tio
ns

59
6

57
5

58
8

60
1

58
0

59
3

60
1

58
0

59
3

60
1

58
0

59
3

C
ou

nt
rie

s
12

12
12

13
13

13
13

13
13

13
13

13
El

ec
tio

ns
32

30
31

34
32

33
34

32
33

34
32

33
A

dj
us

te
d 

R
2

0.
18

0.
12

0.
02

9
0.

19
0.

12
0.

04
3

0.
20

0.
13

0.
03

4
0.

18
0.

12
0.

03
2

806 M. Jahn, P. Stricker



1 3

Ta
bl

e 
8  

S
ub

sa
m

pl
e 

w
ith

 G
D

P 
sc

al
ed

 fl
ow

s (
W

U
I)

In
co

m
e 

gr
ou

p:
H

IC
U

M
C

M
LC

D
ep

en
de

nt
 v

ar
ia

bl
e:

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

(1
)

(2
)

(3
)

(4
)

(5
)

(6
)

(7
)

(8
)

(9
)

F.
W

U
I

0.
43

8
0.

13
1

 −
 0.

15
3

0.
04

7
 −

 0.
01

2
 −

 0.
11

5
 −

 0.
19

3
 −

 0.
20

5*
0.

11
9

(0
.3

47
)

(0
.1

26
)

(0
.4

09
)

(0
.0

58
)

(0
.0

48
)

(0
.0

93
)

(0
.1

51
)

(0
.1

04
)

(0
.1

43
)

W
U

I
0.

22
8

0.
02

8
 −

 0.
28

7
 −

 0.
13

9*
 −

 0.
02

8
0.

07
1

0.
07

5
 −

 0.
08

0
 −

 0.
09

5
(0

.3
43

)
(0

.0
77

)
(0

.2
69

)
(0

.0
81

)
(0

.0
56

)
(0

.0
54

)
(0

.0
76

)
(0

.1
25

)
(0

.1
46

)
L.

W
U

I
0.

11
2

0.
00

7
 −

 0.
00

8
 −

 0.
03

3
 −

 0.
03

4
 −

 0.
13

9
 −

 0.
22

9*
*

0.
17

4
0.

32
8

(0
.4

87
)

(0
.0

58
)

(0
.2

82
)

(0
.1

04
)

(0
.0

57
)

(0
.0

84
)

(0
.0

84
)

(0
.1

19
)

(0
.4

47
)

la
g(

EQ
/G

D
P)

0.
14

9*
**

0.
68

1*
**

0.
40

2*
**

(0
.0

49
)

(0
.1

38
)

(0
.0

61
)

la
g(

R
E/

G
D

P)
0.

06
8

0.
35

3*
**

0.
08

2
(0

.0
70

)
(0

.1
06

)
(0

.1
39

)
la

g(
D

T/
G

D
P)

0.
00

9
0.

28
3*

**
0.

12
9*

**
(0

.0
27

)
(0

.1
00

)
(0

.0
20

)
G

D
PG

0.
58

9
0.

73
5

 −
 0.

76
8

0.
13

8
 −

 0.
01

2
0.

10
4

0.
16

1
 −

 0.
16

2
 −

 0.
24

7
(0

.5
94

)
(0

.5
82

)
(0

.8
38

)
(0

.1
52

)
(0

.0
78

)
(0

.1
47

)
(0

.2
31

)
(0

.2
40

)
(0

.8
52

)
ln

(G
D

PP
C

)
0.

31
6

0.
03

7
0.

35
2*

*
 −

 0.
30

8*
0.

00
6

0.
03

5
0.

08
3

0.
23

9*
**

0.
95

6
(0

.3
77

)
(0

.0
78

)
(0

.1
67

)
(0

.1
74

)
(0

.0
29

)
(0

.0
31

)
(0

.1
38

)
(0

.0
46

)
(0

.7
66

)
Tr

ad
e

0.
00

9
0.

01
0*

*
0.

00
0

0.
00

5*
*

0.
00

2
0.

00
1

0.
00

2
0.

00
9*

**
0.

01
4

(0
.0

09
)

(0
.0

04
)

(0
.0

06
)

(0
.0

02
)

(0
.0

01
)

(0
.0

01
)

(0
.0

03
)

(0
.0

02
)

(0
.0

08
)

Ex
ra

te
G

0.
42

9
 −

 0.
28

4*
*

0.
52

8
0.

03
0

 −
 0.

10
9

 −
 0.

32
1

 −
 0.

47
4

 −
 0.

41
3

1.
06

1
(0

.7
91

)
(0

.1
17

)
(0

.5
40

)
(0

.2
62

)
(0

.1
36

)
(0

.1
90

)
(0

.6
13

)
(0

.3
50

)
(1

.4
16

)
Ex

ra
te

Vo
la

til
ity

0.
00

7
0.

00
2

0.
00

3
 −

 0.
00

0
 −

 0.
00

1*
*

0.
00

3*
**

0.
00

4*
*

 −
 0.

00
3*

*
0.

00
5*

**
(0

.0
08

)
(0

.0
03

)
(0

.0
04

)
(0

.0
00

)
(0

.0
00

)
(0

.0
01

)
(0

.0
01

)
(0

.0
01

)
(0

.0
01

)

807FDI, liquidity, and political uncertainty: A global analysis



1 3

Ro
bu

st 
st

an
da

rd
 e

rr
or

s 
cl

us
te

re
d 

at
 th

e 
co

un
try

 le
ve

l i
n 

pa
re

nt
he

si
s. 

A
ll 

sp
ec

ifi
ca

tio
ns

 in
cl

ud
e 

co
un

try
 fi

xe
d-

eff
ec

ts
. T

he
 c

on
st

an
t a

nd
 th

e 
se

as
on

al
 fi

xe
d-

eff
ec

ts
 a

re
 n

ot
 

sh
ow

n.
 T

he
 sa

m
pl

e 
ra

ng
es

 fr
om

 1
99

6 
to

 2
01

7
H
IC

, h
ig

h-
in

co
m

e 
co

un
tri

es
; U

M
C

, u
pp

er
-m

id
dl

e-
in

co
m

e 
co

un
tri

es
; M

LC
, l

ow
er

-m
id

dl
e-

 to
 lo

w
-in

co
m

e 
co

un
tri

es
; E

Q
, e

qu
ity

 fl
ow

; R
E,

 r
ei

nv
es

te
d 

ea
rn

in
gs

; D
T,

 in
tra

-
co

m
pa

ny
 d

eb
t fl

ow
; W

U
I, 

w
or

ld
 u

nc
er

ta
in

ty
 in

de
x 

(A
hi

r e
t a

l. 
20

22
); 
G
D
PG

, G
D

P 
gr

ow
th

; G
D
PP

C
, p

er
 c

ap
ita

 G
D

P;
 E
xr
at
eG

, e
xc

ha
ng

e 
ra

te
 g

ro
w

th
 ra

te
; E

xr
at
eV
ol
at
ili
ty

, 
ex

ch
an

ge
 ra

te
 v

ol
at

ili
ty

; C
PI

, c
on

su
m

er
 p

ric
e 

in
de

x;
 O
pe
nn
es
s, 

ca
pi

ta
l a

cc
ou

nt
 o

pe
nn

es
s i

nd
ex

 b
y 

C
hi

nn
 a

nd
 It

o 
(2

00
6)

; P
ol
iti
ca
lS
ta
b,

 p
ol

iti
ca

l s
ta

bi
lit

y 
in

de
x 

of
 th

e 
W

or
ld

 
G

ov
er

na
nc

e 
In

di
ca

to
rs

 (K
au

fm
an

n 
et

 a
l. 

20
10

); 
Re

gQ
ua

l, 
re

gu
la

to
ry

 q
ua

lit
y 

in
de

x 
of

 th
e 

W
or

ld
 G

ov
er

na
nc

e 
In

di
ca

to
rs

 (K
au

fm
an

n 
et

 a
l. 

20
10

)
**

*,
 *

*,
 a

nd
 *

 d
en

ot
e 

st
at

ist
ic

al
 si

gn
ifi

ca
nc

e 
at

 th
e 

1%
, 5

%
, a

nd
 1

0%
 le

ve
ls

, r
es

pe
ct

iv
el

y

Ta
bl

e 
8  

(c
on

tin
ue

d)

In
co

m
e 

gr
ou

p:
H

IC
U

M
C

M
LC

D
ep

en
de

nt
 v

ar
ia

bl
e:

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

EQ
/G

D
P

R
E/

G
D

P
D

T/
G

D
P

(1
)

(2
)

(3
)

(4
)

(5
)

(6
)

(7
)

(8
)

(9
)

C
PI

 −
 0.

02
0

 −
 0.

00
6*

*
 −

 0.
01

1*
0.

00
2

0.
00

0
 −

 0.
00

0
 −

 0.
00

4
 −

 0.
00

1
 −

 0.
01

4

(0
.0

12
)

(0
.0

02
)

(0
.0

06
)

(0
.0

01
)

(0
.0

00
)

(0
.0

00
)

(0
.0

03
)

(0
.0

01
)

(0
.0

12
)

Po
lit

ic
al

St
ab

 −
 0.

01
5

 −
 0.

00
4*

 −
 0.

00
1

 −
 0.

00
1

 −
 0.

00
1

 −
 0.

00
1

 −
 0.

00
2

 −
 0.

00
5*

**
 −

 0.
02

8
(0

.0
11

)
(0

.0
02

)
(0

.0
04

)
(0

.0
02

)
(0

.0
01

)
(0

.0
01

)
(0

.0
06

)
(0

.0
02

)
(0

.0
23

)
Re

gQ
ua

l
0.

01
2

 −
 0.

00
0

 −
 0.

00
0

0.
00

1
0.

00
1

0.
00

1
0.

00
8

0.
00

2
0.

01
4*

(0
.0

15
)

(0
.0

06
)

(0
.0

12
)

(0
.0

04
)

(0
.0

01
)

(0
.0

02
)

(0
.0

06
)

(0
.0

02
)

(0
.0

08
)

O
pe

nn
es

s
  −

 0.
03

0
0.

35
6

0.
16

3
0.

12
1

  −
 0.

07
8

0.
05

2
  −

 0.
28

5
  −

 0.
04

0
  −

 0.
29

6
(0

.4
57

)
(0

.2
27

)
(0

.1
39

)
(0

.1
31

)
(0

.0
66

)
(0

.0
70

)
(0

.5
77

)
(0

.3
55

)
(0

.4
10

)
O

bs
er

va
tio

ns
21

93
21

91
22

79
15

29
13

86
14

81
57

0
54

9
56

2
C

ou
nt

rie
s

33
33

33
24

24
24

12
12

12
A

dj
us

te
d 
R2

0.
02

9
0.

11
 −

 0.
00

06
3

0.
53

0.
17

0.
09

7
0.

21
0.

14
0.

03
6

808 M. Jahn, P. Stricker



1 3

impact MNEs’ perception of political uncertainty. Similar to the Rule of Law, the 
threshold to avoid any negative effects on FDI lies at a rank of 60.16

6.3 � WUI as alternative measure for uncertainty

Until now, we have considered elections as an exogenous indicator for peri-
ods of high uncertainty and examined how they affect international investors. 
To generalize the findings, one would have to assume that elections have the 
same effect on FDI as any other uncertainty-generating event. However, this is 
unlikely to be the case. Elections are usually foreseeable events that MNE can 
anticipate. Yet, uncertainty can also be caused by unforeseeable events, which 
economic agents cannot prepare for. In this extension, we consider this pos-
sibility by utilizing the WUI by Ahir et al. (2022). The WUI measures uncer-
tainty by counting uncertainty-related words in the quarterly country reports 
of the EIU. Ahir et al. (2022) show that the WUI captures uncertainty caused 
by a multitude of events. In particular, the WUI increases around national 
elections while also moving along with stock market volatility. Therefore, the 
index portrays not only political uncertainty around elections but also eco-
nomic uncertainty on a quarterly basis. It is thus particularly suited to test 
whether the findings obtained using election variables are indicative of invest-
ment behavior under uncertainty in a more general sense.

We exchange the election variables in our subsample analysis for the WUI while 
keeping all control variables. To account for the fact that writing, editing, and pub-
lishing a country report may take a few weeks, we include the first lead, the first lag, 
and the current WUI in our regression.

Table  8 displays the results of the subsample analysis using the WUI as 
the measure for uncertainty. The WUI only significantly decreases FDI flows 
into UMC and MLC, which further supports H1. However, the results refute 
our hypothesis H3, as reinvested earnings in UMC are unaffected by increasing 
uncertainty. While we find a negative effect on equity investments in MLC, we 
also find a negative effect on reinvested earnings. Although not directly congru-
ent with our hypothesis H4, this result still aligns with our expectations. After 
all, the project financing analysis suggested that a significant share of reinvested 
earnings goes into financing highly irreversible physical projects, which could 
explain the significant negative effect.

16  Institutional variables strongly correlate with a countries’ income level, which makes it difficult to 
assess whether it is the higher institutional quality that is driving our results or just the higher level of 
development. To eliminate this possibility, we interacted the election variable with GDP per capita. The 
coefficients on the interaction terms are largely insignificant, indicating that it is indeed the institutional 
quality that is driving our effects.
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7 � Conclusion

This paper investigated whether different subtypes of FDI react differently 
to increased policy uncertainty. Drawing on the real options theory, we 
expected that more liquid types of FDI are less affected by political uncer-
tainty. To verify this assumption, we gauged the liquidity of each subtype 
using descriptive data and a simple estimation approach. The results suggest 
that FDI flows to HIC are generally more liquid than FDI flows in UMC 
and MLC, which may cause a greater sensitive for uncertainty in the lat-
ter two (H1). Furthermore, it appears that reinvested earnings are the least 
liquid in HIC and UMC, and equity investments are the least liquid in MLC. 
We therefore hypothesized that reinvested earnings are the most sensitive 
towards political risk in in HIC and UMC (H2 and H3), whereas in MLC, 
equity investments take that spot (H4).

The results obtained in the empirical section only partly confirm these pre-
dictions. While we found support for H1, as MLC lose out on relatively more 
FDI when uncertainty arises than HIC, there was mixed support for the other 
hypotheses. We found confirmation for H2 as reinvested earnings are scaled 
back in HIC during elections. In UMC and MLC, equity investments generally 
seemed to be the most sensitive. The results survived adding an extensive set 
of control variables and different transformations of the dependent variable. 
Furthermore, in terms of magnitude, the estimates blend in very well with pre-
vious scholars’ findings, particularly Gossel (2020) and Chen et  al. (2019). 
Using the WUI as a measure for uncertainty confirmed the negative effect 
of uncertainty on equity in UMC and MLC, which suggests that the findings 
obtained using election dates might be indicative of MNE’s investment behav-
ior under any situation with increased uncertainty. Therefore, we consider 
hypothesis H4 verified and H3 refuted.

Losing out on equity investments is particularly painful for developing 
countries, as our liquidity analysis and the FDI life cycle theory suggest that 
equity payments are predominantly used to initiate large-scale projects. How-
ever, we found evidence that governments have some degree of control over 
the detrimental effect of uncertainty. Increasing the number of veto players in 
the institutional framework or improving the effectiveness of the government 
can reassure MNEs and reduce the negative effect of uncertainty on equity 
investments in MLC.

Tables 9, 10, 11, 12, and 13
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Table 10   Summary statistics

EQ, equity flow; RE, reinvested earnings; DT, intra-company debt flow; WUI, world uncertainty index 
(Ahir et al. 2022); GDPG, GDP growth; GDPPC, per capita GDP; ExrateG, exchange rate growth rate; 
ExrateVolatility, exchange rate volatility; CPI, consumer price index; Openness, capital account open-
ness index by Chinn and Ito (2006); PoliticalStab, political stability index of the World Governance Indi-
cators (Kaufmann et  al. 2010); RegQual, regulatory quality index of the World Governance Indicators 
(Kaufmann et al. 2010)

Statistic N Mean St. dev Min Pctl(25) Pctl(75) Max

EQ/GDP 6413 1.08 6.01  − 52.53 0.10 0.78 131.60
ln(EQ) 6554 4.99 4.82  − 12.64 4.09 7.96 12.90
RE/GDP 6031 0.31 0.84  − 5.06 0.01 0.39 10.89
ln(RE) 6169 3.92 4.90  − 10.89 1.77 7.45 11.33
DT/GDP 6298 0.42 2.32  − 40.51 0.00 0.42 33.63
ln(DT) 6442 2.76 5.85  − 12.66  − 1.06 7.24 12.95
WUI 6237 0.06 0.06 0.00 0.02 0.09 0.54
GDPG 6047 0.03 0.11  − 0.60  − 0.02 0.07 1.41
GDPPC 6701 9.06 1.32 5.55 8.13 10.21 11.54
Trade 6681 85.70 42.41 15.64 56.70 105.82 326.01
ExrateG 6766 0.01 0.09  − 1.00  − 0.02 0.02 3.90
ExrateVolatility 6844 4.05 35.36 0.00 0.01 0.55 1,925.83
CPI 6812 95.79 37.89 0.49 77.70 109.01 533.69
Openness 6391 0.69 0.33 0.00 0.42 1.00 1.00
PoliticalStab 5965 55.96 27.28 1.01 32.23 79.05 100.00
RegQual 5965 68.12 22.45 3.43 51.66 87.02 100.00
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Appendix 2. Using bilateral FDI Data

Some of the previous studies chose a bilateral approach to identify the effect of 
political uncertainty on FDI inflows. For instance, Julio and Yook (2016) used US 
FDI outflows to 44 host countries from 1994 to 2010 to assess the effect of uncer-
tainty around elections on FDI, and Choi et al. (2020) used bilateral aggregate FDI 
inflows to 16 OECD countries to measure the impact of the EPU on FDI between 
1985 and 2013. In the following, we estimate our baseline model using bilateral data 
as a robustness check.

A bilateral setup has the advantage that it allows controlling for unobserved 
effects, especially in the sending country. However, this comes at the price of limited 
data coverage, which is particularly restricting in our case. To the best of our knowl-
edge, there is no bilateral data available that allows us to distinguish between equity, 
reinvested earnings, and debt flows at the quarterly level. Therefore, we resort to 
using annual bilateral data provided by the OECD (2022). Unfortunately, only a few 
developed countries report data for the subtypes relevant to our research agenda. 
Thus, we can only check the robustness of our findings regarding HIC. In particular, 
we estimate the following equation:

where FDIj,i,t stands for the equity, reinvested earnings, or intra-company debt 
inflow to the receiver country i from the sender country j in year t divided by i’s 
GDP of the previous year. The indicator variable Electioni,t takes the value of one 
if an election is carried out in country i at year t and is zero otherwise. The term X 
comprises the same control variables as in our unilateral estimation. The binomi-
nal variable IIAj,i,t indicates whether an international investment agreement is in 
power between i and j in year t. Finally, �i , �j,t , and �j,i represent host, sender-year, 
and bilateral fixed-effects, respectively. As recommended by Yotov et  al. (2016), 
we estimate Eq.  4 using a pseudo poisson maximum likelihood estimator. While 
this means that we lose all negative observations of our dependent variable, this 
technique is able to handle the excessive amount of zeros in our data (Silva and 
Tenreyro 2006).

In columns 1–3 of Table 14, only the indicator variable for the election year is 
included. Consistent with our findings in the unilateral analysis, only reinvested 
earnings significantly decrease in an election year. This result is robust to adding a 
variety of control variables, as columns 4–6 show.

In columns 7–9, we swapped the election indicator for the WUI. Here again, rein-
vested earnings decrease when the political uncertainty increases. In contrast to our 
expectations, we find that equity payments increase in HIC with increasing uncer-
tainty, as the coefficient is positive and significant. We can offer two possible expla-
nations for this counterintuitive pattern: Firstly, excluding negative observations 
could potentially influence the result. Secondly, MNEs might switch to equity fund-
ing when the incoming earnings are insufficient to finance ongoing projects. Due 
to the inseparability of the WUI from economic fundamentals, the positive coef-
ficient on the equity investments could indicate a switch to equity financing due to a 

(4)FDIj,i,t = �0 + �1Electioni,t + �2IIAj,i,t + X� + �i + �j,t + �j,i + ej,i,t
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sluggish economy in the host country. Some projects might be too expensive to put 
on hold and have to be financed with fresh equity when profits are scarce. Therefore, 
we interpret the results of the bilateral analysis as further support for hypothesis H2.
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