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Abstract

Drawing on the strands of literature on agency theory, institutions and financial develop-
ment, this paper investigates whether, and how, political risk can explain access to external
finance by 127,542 firms in 108 countries over the period 2006 to 2021. We do this by com-
bining international firm-specific data with a globally representative political risk measure
to explore variations in access to external finance for working capital and fixed investment
by firms. Our results provide robust evidence of a strong positive impact of political risk on
external finance. Specifically, we find that a one-standard-deviation increase in political risk
leads to a 10.89% increase in access to external finance for working capital of sampled firms.
We then examine which dimensions of political risk matter for external finance, finding that
bureaucratic quality, corruption, government stability, socioeconomic conditions, investment
profile, external conflict, and ethnic tensions are the relevant individual components. Fur-
ther analyses show that the effects of political risk on external finance for working capital
are amplified for firms that are either experiencing low growth, innovative, in the service
sector, or small- and medium-sized enterprises. Our results survive a battery of robustness
checks, including an alternative proxy for external finance (fixed investment), controlling for
additional confounding factors and outliers. Given the central importance of firms as engines
of growth, our paper makes an insightful contribution to the literature on the institutional
determinants of access to entrepreneurial financing by firms.
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1 Introduction

Access to finance, especially by firms, is arguably the most significant driver of economic growth
(Demirglic-Kunt and Maksimovic, 1998; Guiso et al., 2004; King and Levine, 1993; Levine
et al., 2000; Rajan and Zingales, 1998). Notwithstanding, financing constraints remain the most
pervasive of obstacles, limiting the operations, growth, and profitability of several firms. As a
result, a large literature exists that is dedicated to studying both the causes and consequences
of constraints on access to entrepreneurial financing (e.g., Campello et al. (2010); Motta (2020);
Oyekola et al. (2023); Oyekola and Odewunmi (2023); Santos and Cincera (2022); Starmans
(2022); Stiglitz and Weiss (1981)). Furthermore, a key development in this stream of research
involves the role of institutions in explaining access to finance (see, for example, Knack and Xu
(2017)).1 Consistent with this research theme, a growing number of scholars have investigated
the interplay between political risk and inward flows of foreign direct investment (FDI) (Jensen,
2008), FDI exit decisions (Gonchar and Greve, 2022), distance-to-default (Islam et al., 2022),
firm-level debt choice (Huang et al., 2023), stock liquidity (Das and Yaghoubi, 2023), state-
controlled companies (Carvalho and Guimaraes, 2018), cross-border acquisitions (Cao et al.,
2019), dividend payout (Ahmad et al., 2023), international valuation (Bekaert et al., 2016),
gold market fluctuations (Ding et al., 2022), and investment decisions (Banerjee and Dutta,
2022), to mention but a few. However, there has been no study to date considering the impact
of political risk on a firm’s access to external finance.?

In this paper, we fill this gap in the literature by investigating the effect of country-level

political risk® on firm-level access to external finance. More specifically, we: (i) focus on how

!The literature on the economic effects of institutions is very extensive, with important early contributions
from North and Thomas (1973), North (1981), and North (1990).

2In this paper, access to finance refers to access to external financing, which could be sourced through trade
credits, loans from banks and non-bank financial institutions, relatives and friends, and through the issuance of
debt instruments, unlike internal financing, which could, for example, be generated through the sale of assets or
retained earnings. See Knack and Xu (2017) and Section 3 for details.

3Tt is important to note that our study employs the ICRG Political Risk Index as a metric for assessing political
risk. A higher value on this metric indicates a lower level of political risk in a country. Consequently, countries
with lower political risk index values are linked with higher levels of political risk. This is discussed further in
Section 3 and the Internet Appendix Table IA1. See also King et al. (2021) and Lehkonen and Heimonen (2015).



political risk affects external finance; (ii) investigate the sub-groups and components of political
risk that matter for external finance; and (iii) examine the potential mechanisms through which
political risk is impacting external finance. To do this, we use detailed firm-level, internationally
representative, data from the World Bank Enterprise Surveys (WBES) covering 127,542 firms
across 108 countries for the years 2006 to 2021. This database provides rich information on
firm characteristics, including sources of internal and external financing for working capital and
fixed investment (e.g., bank and non-bank borrowing, retained earnings, supplier credit, and
issuing new equities), which enable us to construct our outcome variables of interest (see Section
3). All our firm-level control variables (e.g., firm size, age, and ownership patterns) are also
derived from WBES. We combine these WBES variables with the widely explored country-level
political risk measure from the International Country Risk Guide (ICRG) and employ a simple
but transparent econometric analysis in Ordinary Least Square (OLS) (Wooldridge, 2010) to
examine the link between political risk and access to external finance, while accounting for firm-
and country-level characteristics, as well as country, industry, and year fixed effects.

We find that lower country-level political risk (i.e., higher values of ICRG’s Political Risk
Index, reflecting better-quality macro institutional environment) is positively related to firm-
level access to external finance for working capital in our baseline analysis. To be specific, we
find that a one-standard-deviation increase in political risk leads to an increase of 10.89% in
access to external finance for working capital for a typical firm. This finding, which is both
statistically and economically important, implies that firms located in a country with strong
institutions are more likely to have access to external finance for working capital compared to
firms in countries with weak institutions. Our result is robust to the inclusion of several firm-
and country-specific control variables, as well as the inclusion of country, industry, and year
fixed effects. Our finding is also robust to using access to external finance for fixed investment
as an alternative dependent variable and to excluding influential observations. Our results add

to and complement existing literature on the significance of institutions for economic outcomes



(Acemoglu and Johnson, 2005; Glaeser et al., 2004; Knack and Keefer, 1995; North, 1990),
particularly in relation to corporate finance (Bekaert et al., 2014; King et al., 2021; Knack
and Xu, 2017) and for potentially resolving agency (i.e., information and incentive) problems
(Eisenhardt, 1989; Jensen and Meckling, 1976).

In search of a better understanding of the potential channels through which political risk
affect external finance, we conduct further empirical tests. First, we examine what political risk
factors are significant for access to external finance. More specifically, we find that the most
relevant individual components of political risk are bureaucratic quality, corruption, government
stability, socioeconomic conditions, investment profile, external conflict, and ethnic tensions.
Overall, this result is consistent with the notion that better institutions predict better economic
and financial outcomes, even at the firm level (Knack and Xu, 2017). Second, we explore two
additional channels by focusing on the sources of external finance (labelled finance channels) and
some firm heterogeneity (labelled firm channels). In terms of the finance channels, we find that
the effect of political risk on access to external finance for working capital works more through
access to supplier credit. Regarding the firm channel, we find, using an interaction model, that
political risk affects access to external finance for working capital more if a firm is experiencing
low growth, innovative, in the service sector or small- and medium-sized enterprises. These
results are statistically significant and positive, thereby reinforcing the same story that better
institutional quality is necessary for access to external finance.

Our paper makes an important contribution to the existing literature on political uncertain-
ties and economic outcomes by providing a more focused assessment of the link between political
risk and access to external finance. In this regard, Julio and Yook (2012) find that political un-
certainties reduce firms’ investment expenditure by 4.8%; ditto for King et al. (2021), who find
that firms’ investments are reduced in countries with higher political risk. Kelly et al. (2016)
show that political uncertainties are priced in equity stock options, leading to price jumps.

Similarly, Pham (2019) investigates the mediating role of political connections for the interplay



between political risk and the cost of equity, finding evidence in support of Julio and Yook
(2012), on the one hand, and another evidence in support of variations in the cost of equity
between the politically connected firms and the unconnected ones, on the other. Moreover, our
analysis shows the importance of institutions for dealing with the principal-agent problem in
the context of corporate finance.

The remainder of the paper is organised as follows. Section 2 provides the background
theories to our study and develops the main hypothesis. Section 3 explains the data sources,
sample construction, measurements of key variables, and reports summary statistics for the
variables used for analysis. Section 4 introduces the model specification and summarises our
empirical strategy. Section 5 presents the main results and robustness checks. We conclude the

paper in Section 6.

2 Background and hypothesis development

Of the 180,067 firms surveyed between 2006 and 2021 in the July 18, 2022, release of the WBES
data, access to finance is ranked highest as the obstacle that most affects the operations and
performance of firms, appearing 23,858 (or 14.18% of the) times (out of 168,310 responses)
(see Figure 1). Financing constraints thus remain an ever-present challenge facing many firms
around the world. Generally, lack of financing opportunities can arise from the difficulties in
accessing both the internal and external sources of funding, and have the potential to impact
on a firm’s productivity and competitiveness, but could also lead to unwanted consequences
for the aggregate economy, including affecting the level of employment, rates of job creation,
the utilisation rates of other production inputs, and innovation activities (Ayyagari et al., 2014;
Berger et al., 2001; Berger and Udell, 1998; Chan, 2019; Motta, 2020; Santos and Cincera, 2022).
This is because of the pivotal role that firms play as a vehicle for economic growth. In the rest
of this section, we frame our main hypothesis around a survey of the relevant literature.

Theoretically, our analysis is grounded in two strands of the literature. The first is the widely



explored agency literature, which suggests that financial market imperfections can account for
financing constraints (Arrow et al., 1974; Auerbach, 1984; Eisenhardt, 1989; Fazzari et al., 1988;
Hall and Lerner, 2010; Jensen and Meckling, 1976). From the agency theory perspective, there
are benefits that accrue to separating the interests of external financiers and owners and/or
managers of firms. In our context, the notion of this ubiquitous agency relationship can be
seen in the fact that one party (an external financier) can gain from sponsoring a business
venture despite not having an executive role to play in the day-to-day running of the firm’s
affairs, thereby having limited control over many critical decisions. Similarly, another party
(the entrepreneur) can gain by running the firm in a most profitable way in the interests of
all stakeholders, especially that of the external financier. The problems here are that: (i) the
incentives of an external financier and the entrepreneur do not always align; (ii) their risk
tolerance levels are often also at variance; and (iii) it usually is costly to monitor and sanction
subpar decisions and activities of entrepreneurs or managers by external financiers (Eisenhardst,
1989; Jensen and Meckling, 1976).

Whilst the agency literature helps to theorise on why there may be a divergence between
the demand for and the supply of external finance based on the principal-agent model structure
(e.g., information asymmetry and adverse selection), our study follows the suggestion of Eisen-
hardt (1989) in that we seek “to use agency theory with complementary theories” (p. 71). More
specifically, we propose to theorise on, and test in subsequent sections, how the challenge posed
by political risk impact on the ability of firms to access external finance. This is important
because, according to the pecking order theory (Myers and Majluf, 1984), uncertainties about
information asymmetry, ensuing from political risk, have the tendency to increase the cost of
securing external financing. Thus, our second theoretical viewpoint builds on the literature
examining the role of aggregate uncertainties (see, for example, Baker et al. (2016), Bernanke
(1983), Bloom et al. (2007), and Liu and Wang (2022)) on economy-wide outcomes. Collec-

tively, our complementary theory can be interpreted in the spirit of the institutions literature



(Acemoglu and Johnson, 2005; Glaeser et al., 2004; Knack and Keefer, 1995; North, 1990), as
applied from corporate finance perspective (King et al., 2021; Knack and Xu, 2017).

According to the uncertainty literature perspective, meanwhile, firms are sensitive to polit-
ical risks (Huang et al., 2015). Notably, examples of uncertainties that businesses could face is
encapsulated in the political risk measure, which is associated with changes in government poli-
cies, actions, events, and/or procedures, affecting all firms operating within a country (Beckman
et al., 2004). Potentially, therefore, all these different features may either directly or indirectly
impact on the goals of firms and how external financiers perceive risks (e.g., Bekaert et al.
(2014), Péstor and Veronesi (2012, 2013), and Nesset et al. (2019)). Besides, political risk cap-
tures the idea that an action taken by the government may have a negative impact on the cash
flow of firms, regardless of whether they are making (or receiving) an investment (Bekaert et al.,
2014; Li, 2021). This suggests that a firm’s source of finance could be impacted by political
risk factors, such as government stability, laws and regulations, corruption, and bureaucratic
quality (Amore and Bennedsen, 2013; Baker et al., 2016).

Furthermore, the techniques for the evaluation of financing undertaken through internal or
external source would adjust the appraisal values to reflect the risk components (Francis et al.,
2014; Gungoraydinoglu et al., 2017). This is consistent with the view that political risk will
make firms to adjust their cost of finance (Pham, 2019). Moreover, the choice of finance has
been linked to political risk, suggesting that the barriers against access to external finance are
raised as political uncertainties rise in a country. Consequently, funds available for businesses to
finance growth could be altered by the level of political risk, depending on institutional settings
of countries and firm size (Huang et al., 2015). In addition, there is a connexion between
institutional and behavioural uncertainties like corruption, a component of political risk, and
the mix of finance that firms use (Sartor and Beamish, 2018). As a result, the political risk
experienced in a country can exert an impact on the accessibility of external finance by firms.

This is because frequent changes in policies within a country can prove destabilising for firms and



financiers alike, thereby affecting the demand for and supply of external finance. Investments,
such as foreign direct investments, are also affected by the level of political risk, which reduces
the ability of firms to access external funds, especially in countries where political risk has been
identified as a major impediment to inward foreign investments (Nguyen et al., 2018).

Based on the above literature, it can be gleaned that political risk has an impact on firms’
access to external finance. The policies and regulations enacted by the government, particularly
with regards to access to external finance, affect the availability of funds and willingness of
financiers to fund entrepreneurial activities. In principle, the actions of providers of external
finance (e.g., banks and non-bank financial institutions, as well as supplier credits, etc.) are
shaped by the policies put in place by the government and the degree of political uncertainty
in a country (Julio and Yook, 2012). This is also in tandem with behavioural perspectives that
political risk aversion influences external inflow of finance (Giambona et al., 2017). Motivated
by the foregone discussion, we expect there to be a positive impact running from institutions
to access to external finance of firms, thereby proposing to test the following hypothesis:

H1: Lower political risk has a positive impact on a firm’s access to external finance.

3 Sample and data construction

Our analysis relies on data from various sources for firm- and country-specific variables. We
provide below a brief description of the main data sources and the construction of the sample,

as well as discuss the measurements of key variables employed in the regression analysis.

3.1 Data sources and sample

The construction of the firm-level variables used as our dependent variables and several control

4

variables are based on data drawn from various WBES releases,* comprising of over 180,000 firms

“For a fuller description of the WBES surveys, see https://www.enterprisesurveys.org.



surveyed by World Bank’s private contractors over the 2006-2021 period in 154 countries.® The
focus of the WBES is to randomly sample firms in selected cities within each sampled country,
asking respondents, who are mainly owners or top managers of businesses, questions regarding
actual and perceived constraints on their firms’ operations, covering topics on productivity and
business practices, amongst others. The key areas covered by the WBES questions concern
fifteen probable obstacles that firms may face in carrying out their operations: access to fi-
nance, tax rates, electricity, informal competition, political instability, inadequately educated
workforce, corruption, labour regulations, tax administration, transportation, crime, customs
and trade regulations, access to land, business licensing and permits, and courts. Importantly,
additional vital information on firm characteristics, such as age, size, ownership status, type
of legal entity, top manager’s experience in the firm’s sector, and whether the firm exports,
employs outside auditors, or is a holding company are also collected by WBES.

Our second group of variables are measured at the country-level, where our main independent
variables are obtained from the International Country Risk Guide (ICRG) made available by
the Political Risk Services (PRS) Group. The ICRG rating covers twenty-two components
that are organised into three sub-categories, namely: economic, financial, and political risks.®
The relevant sub-category for our paper’s objective is the political risk indicator, for which we
provide additional description in a sub-section below. The ICRG data are available from 1984

to 2022 for 147 countries, albeit they are not free. In addition to the political risk measures from

SFollowing other studies using the WBES data in recent years (e.g., Fang et al. (2022), Knack and Xu (2017),
Leon (2015), Mertzanis (2019), Oyekola et al. (2023), Oyekola and Odewunmi (2023), and Pierce and Snyder
(2018)), we focus on the WBES survey data gathered after 2006 since global sampling methodological approach
brought in wide homogeneity in the format of the questionnaire, sectors examined, and surveyed firms are typically
more representative of their universe of inference. We note, however, that the WBES data are not derived from
annual survey of firms in countries around the world. Instead, data are collected at irregular intervals. As
examples, Albanian firms were surveyed in 2007, 2013, and 2019, whilst Austrian firms were only surveyed once
over the sample period, in 2021. Moreover, the survey consists of information on a cross-section of firms, where,
for instance, all 858 firms in the three surveys conducted in Albania are unique firms, with no repeated sampling.
Likewise, there is a wide variation in the number of firms surveyed in each country, with as few as 50 firms
surveyed in Guinea Bissau and as many as 9004 firms in India. This variance can also be observed across the
2006-2021 sample period. For instance, no firms were surveyed in 2008, whereas as many as 19,555 firms were
surveyed in 2013.

See https://www.prsgroup.com/wp-content /uploads/2012/11/icrgmethodology.pdf for a fuller description of
the ICRG data.



ICRG, we extract the remaining country-level variables from World Bank’s World Development
Indicators (WDI) and Doing Business Report (DBR). Having retrieved all data from the above
sources, and after merging them together, we are left with 127,542 unique firms in 108 countries,
with cross-sectional survey data spanning 2006 to 2021, for our baseline dependent variable and
regression analysis.” Below, we describe the dependent and main independent variables. The

Internet Appendix Table IA1 gathers a fuller description of all variables.

3.2 Measuring external finance

Using the WBES survey data, we construct two variables to use as our dependent variables. The
first is the proportion of a firm’s working capital that is financed from external sources: Faternal
Finance (Working Capital).® Specifically, we use the responses to the WBES survey question
K.3: “Over the last fiscal year, please estimate the proportion of this establishment’s working
capital that was financed from each of the following sources?” with the interviewer displaying
the following possible sources of working capital finance as target answers: (i) Internal funds
or retained earnings; (ii) Borrowed from banks: private and state-owned; (iii) Borrowed from
non-bank financial institutions, which include microfinance institutions, credit cooperatives,
credit unions, or finance companies; (iv) Purchases on credit from suppliers and advances from
customers; and (v) Other, moneylenders, friends, relatives, etc. Similar to Knack and Xu (2017),
our measure of access to external finance for working capital consists of all the sources identified
above except internal funds or retained earnings. Figure 2 portrays the spatial distribution of
external finance for working capital, including only the 108 countries in our sample. Evidently,
external finance for working capital has a large global dispersion. However, there exists limited

variance within some regions of the world (e.g., Europe and Latin America), with sub-Saharan

"We note that the number of firms/observations entering each estimating equation varies, depending on the
model specification and the dependent variable under consideration; we provide additional details in the next
sub-sections.

8We adopt this variable as our primary dependent variable because it allows us to maximize the number of
observations that enter our regression analysis. Specifically, we are able to retain 127,542 observations for use in
our baseline analysis after combining the measure of external finance for working capital with all other variables
from other sources. However, the corresponding number of observations in the case of external finance for fixed
investment is 57,762.
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Africa exhibiting the most variation.

Our second dependent variable, Fzternal Finance (Fized Investment), is utilised mainly for
robustness checks, based on the reason of the number of available observations as we already
mentioned above. Specifically, we create this variable by summing up the estimated proportions
of purchases of fixed assets that a firm financed through: (i) Owners’ contributions or issued new
equity shares; (ii) Borrowed from banks: private and state-owned; (iii) Borrowed from non-bank
financial institutions, including microfinance institutions, credit cooperatives, credit unions, or
finance companies; (iv) Purchases on credit from suppliers and advances from customers; (v)
issued new debt; and (vi) Other, moneylenders, friends, relatives, bonds, etc. The average
spatial distribution of external finance for fixed investment in the 108 countries in our sample
is represented in Figure 3. It is noticeable that external finance for fixed investment has a wide
variation across the world, although some regions are, again, exhibiting little variance.

To drill into the finance channels most impacted by political risk, we also use the different
sources of external finance for both working capital and purchases of fixed assets (i.e., contribu-
tions by owners/new equity shares, banks, non-banks, suppliers’ credit, new debt, and others)
separately as our dependent variables. To do this, we follow the WBES approach in grouping
the sources of external finance for working capital into banks, supplier credit, and other sources,
and the sources of external finance for fixed investment into banks, supplier credit, equity or

stock sales, and other sources.

3.3 Measuring political risk

Our primary independent variable is the ICRG political risk rating (Political Risk Index) of
a firm’s country of operation. This measure of political risk has an established pedigree in
related literature and has been widely used in several streams of research in social sciences,
including economics, finance, and international business to study the effect of political risk

on various subjects. Consequently, many published papers (e.g., (Bekaert et al., 2014, 2016),
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Busse and Hefeker (2007), Hainz and Kleimeier (2012), King et al. (2021), and Lehkonen and
Heimonen (2015)) have validated the reliability of this measure of political risk. The ICRG
model for forecasting risk goes back to 1980, and utilising the framework, its staff collects
available political information on each country to create a political risk assessment by employing
subjective analysis. It has thus been argued that this is one of the reasons why this measure
of political risk performs well in explaining performances of financial markets and investment
opportunities (e.g., (Bekaert et al., 2014, 2016), Hainz and Kleimeier (2012), and Lehkonen and
Heimonen (2015)).

More specifically, the political risk index is constructed from twelve components, namely:
Government Stability, Socioeconomic Conditions, Investment Profile, Internal Conflict, External
Conflict, Corruption, Military in Politics, Religious Tensions, Law and Order, Ethnic Tensions,
Democratic Accountability, and Bureaucratic Quality,” where the first five components are as-
sessed on a 0-12 risk points, the next six on a 0-6 risk points, and the last one on a 0-4 risk
points. As a result, the minimum and maximum risk points that can be assigned to a country
are 0 and 100, respectively. According to the interpretation offered by the ICRG, the higher
the total of the risk points, the lower a country’s political risk and the better the quality of its
institutions. Meanwhile, for our empirical analysis, we re-scale the political risk index to lie on
0-1 interval; nonetheless, higher values continue to signal lower political risk ratings. Figure 4
illustrates the spatial distribution of the composite political risk index, which is plotted for the
108 sampled countries. Markedly, the political risk index shows a big cross-country diffusion,
particularly in Latin America and sub-Saharan Africa.

Whilst the composite political risk index is used in the baseline analysis, we also examine the
differential impacts that its components may have on our outcome variables. To this end, we fol-
low Bekaert et al. (2014) in assembling the individual components into four subgroups, namely:

(i) Quality of Institutions measured as the sum of Law and Order, Bureaucratic Quality, and

9The twelve components are fully described in the Internet Appendix Table TA1.
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Corruption; (ii) Government Actions measured as the sum of Government Stability, Socioeco-
nomic Conditions, and Investment Profile; (iii) Democratic Tendencies measured as the sum of
Military in Politics and Democratic Accountability; and (iv) Conflicts and Tensions measured
as the sum of Internal Conflict, External Conflict, Religious Tensions, and Ethnic Tensions. In

our empirical analysis, we have also used each of the twelve components separately.

3.4 Summary statistics

Table 1 presents the summary statistics for all variables used in our empirical analysis. In
terms of outcome variables, the table displays that the mean working capital sourced from
external finance in our sample is 0.28, with a standard deviation of 0.34, while the mean fixed
investment from external finance is 0.32, with a standard deviation of 0.40. For both types of
external finance, bank financing makes up the largest share, being 46.43% for working capital
and 59.38% for fixed investment. With regards to firm-specific variables, the mean (log of)
firm age is 2.72, with a standard deviation of 0.81 and, on average, around 52% of firms in the
sample hire outside auditors. Additionally, 7.4% is the mean foreign ownership share, with 0.5%
being the mean state ownership share and 25% of the firms have at least one internationally
recognised quality certification. Besides, 13% of sampled firms are large with the remaining
87% consisting of micro, small, and medium enterprises. As for the main independent variable,
the mean and standard deviation of Political Risk Index are 0.51 and 0.19, respectively. The
mean values (standard deviations) for Quality of Institutions, Government Actions, Democratic
Tendencies, and Conflicts and Tensions are 0.44 (0.18), 0.63 (0.18), 0.61 (0.25), and 0.57 (0.23),
respectively.

Figure 5 displays the strength of the association between political risk and the two measures
of external finance. In both panels, the correlation is positive. Specifically, the correlation
coefficient between composite political risk and external finance for working capital (in panel

a) is 0.218 with a p-value of 0.0236 for the sample of 108 countries. An analogous relationship
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is established between composite political risk and external finance for fixed investment (in
panel b): correlation coefficient = 0.286; p-value = 0.003; N = 108. This preliminary evidence

indicates that institutional improvements can lead to higher access to external finance by firms.

4 Methodology

Our empirical framework for inspecting the effect of country-specific political risk on firm-specific

external finance is given by the following basic estimating equation:

EFicjt =a+ PRy + ’YFCicjt 4+ 6CCy +0CD, + ¢IDj +wY Dy +ei (1)

for firm ¢ in country c operating in industry j during year t, where EF' relates to either the
share of a firm’s working capital finance originating from external sources, Fxternal Finance
(Working Capital), or the share of a firm’s fixed investment finance emanating from external
sources, External Finance (Fized Investment). In the baseline analysis, we have focused on
external finance relating to working capital to take full advantage of data coverage, while we
use external finance for fixed investment in the robustness exercise. In further analyses, we treat
the different sources of external finance (e.g., Banks, Supplier Credit, and Equity) as dependent
variables separately. PR is Political Risk and relates to either a country’s composite political
risk rating, Political Risk Index, each of the four subgroups assembled following Bekaert et al.
(2014) (described above), or each of the twelve components as made available by ICRG.1? The
political risk measures are the main variables of interest and thus imperative to our framework,
as developed in Section 2. Our proposed hypothesis is that to the extent that better institutions
(i.e., higher values of political risk measures, Political Risk Index or any of its components) can
improve access to external finance, 8 is expected to be positive. This indicates that more

working capital and fixed investment will be externally financed in countries with higher scores

10Section 3 contains a fuller description of both the EF and PR measures, with the Internet Appendix Table
IA1 providing longer definitions of all variables used for analysis in this paper.
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of political risk rating (which is tantamount to having better quality institutions).

Our model specification in Equation (1) includes several control variables, which have been
grouped under five headings. First, F'C' is a vector of firm-specific controls, which prior research
(e.g., Knack and Xu (2017), Lee et al. (2015), Oyekola et al. (2023), Oyekola and Odewunmi
(2023), and Qi and Nguyen (2021)) documents to be important for firms’ access to (external)
finance. Although we have pondered factors that are standard in the existing literature, we
have also included supplementary firm-specific controls, to lower the potential bias that could
arise from omitted variables. Particularly, we include the following firm-specific controls: firm
age, dummy for audited firms, share of foreign ownership, share of state ownership, dummy
for firms that engage in export, dummy for firms that are subsidiaries of larger ones, dummy
for acquiring quality certification that is internationally recognised, legal ownership status (i.e.,
dummy variables for whether a firm is publicly listed, privately held, a sole proprietorship, or
partnership, with the remaining classifications serving as the reference category), and firm size
(for which we use dummy variables for whether a firm is micro, small, or medium, where large
firms form the reference category). In a robustness test, we have also used a firm’s employment
growth, a dummy variable measure of female participation in ownership, and top manager’s
experience in the sector.

Second, CC is a vector of country-specific controls, which are also derived based on previous
research, and includes real GDP per capita, its growth rate, inflation, and total population (from
WDI) in the baseline analysis. Importantly, we have measured all time-varying country-specific
controls with a lag of one year to limit contemporaneous bias. Other country-level variables that
are exploited to establish the robustness of our baseline findings are additional financial sector-
based institutional measures, including legal rights, credit information, public credit registry,
and private credit bureau (from DBR). The remaining three groups of control variables, CD,
ID, and YD, are included to reflect the fact that access to external finance may be impacted by

differences in country, industry, and year characteristics that are unobserved. ¢ is the residual
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and, as in King et al. (2021), we use firm-based clustered standard errors; see also Cameron
and Miller (2015).

Finally, «, 3, v, and § (as well 6, ¢, and w, capturing the effects of country, industry, and year
dummies, respectively) are parameters to be estimated in the relationship specified in Equation
(1), where, as already stated, our primary interest lies with the sign, significance, and size of .
In the presence of dependent variables bounded between 0 and 1, we follow Knack et al. (2017),
Motta (2020), and Fang et al. (2022) in applying OLS (for the empirical justification of this
choice, see Angrist and Pischke, 2009, pp. 197-198). In the robustness section, we have utilised

alternative estimation strategies to validate our findings.

5 Main results and robustness tests

5.1 Main results
5.1.1 Can political risk explain access to external finance?

We begin the presentation of our findings by providing answers to the question above in Table
2, where our dependent variable is access to external finance for working capital, External
Finance (Working Capital). Throughout this paper, we note that all model specifications
include country, industry, and year dummies. In column (1), we only add the Political Risk
Index, and append our baseline firm-specific control variables in column (2). In addition to
the composite political risk indicator and firm-level control variables, we incorporate country-
specific control variables into the regression model in column (3). The results in all three columns
demonstrate that the estimated coefficients on Political Risk Index are positive (0.2831, 0.2624,
and 0.2922 in columns (1), (2), and (3), respectively) and statistically significant at the 1%
level of confidence. These indicate that access to external finance for working capital is greater

for firms located in countries with lower political risk (i.e., better quality institutions).!! This

HRemember that lower political risk is measured by higher values of political risk rating of ICRG.
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outcome is thus as we hypothesised that there is a positive association between lower country-
specific political risk and firm-specific access to external finance.

Using the results in column (3) of Table 2, we can gauge the economic importance of the
impact of better institutions (higher values of political risk index) on access to external finance.
More specifically, the coefficient on Political Risk Index implies that an increase of one standard
deviation in this variable would lead to an increase in access to external finance for working
capital of 0.0555 (= 0.19 x 0.2922), which amounts to an increase of 10.89% in obtaining more
of the working capital finance required from external sources, compared to the mean (0.51). As
a result of this observation, we conclude that the effect of reducing a country’s political risk
on its firms’ chances of securing external finance is not only statistically significant, but also
economically important.

To lessen the likelihood that the impact of political risk on external finance is suffering
from omitted variables bias, column (3) controls for a broad set of firm- and country-specific
controls, as previously mentioned. As displayed in Table 2, firms that are older (Firm Age),
owned by foreigners (Foreign), registered as sole proprietors (Sole Proprietorship), and small
(Micro, Small, or Medium), or that have cross-border recognition (International Certification)
all have significantly less need or opportunity for financing their working capital using external
sources. However, both being state-owned (State) and exporters (FExporters) are positively
related to access to external finance for working capital. Besides, firms that have their accounts
checked by independent auditors (Audited) enjoy more success in obtaining external finance,
with the coefficient statistically significant at the 1% level of confidence. At the country-level,
only Inflation is statistically significant with a positive coefficient, and we find that GDP Per

Capita, Income Growth, and Total Population are insignificantly related to external finance.
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5.1.2 Which subgroups and components of political risk matter for external fi-

nance?

The results shown in Table 2 are based on the relationship between the composite political
risk measure and external finance for working capital. As suggested by the existing literature
discussed in Section 2, there is a possibility that the various subgroups and individual compo-
nents of political risk ratings, which we discussed in Section 3, may be exerting varying impacts
on external finance. Thus, we next adjust our estimating equation by replacing the Political
Risk Index with each of the four subgroups in the first columns—(1), (5), (9), and (12)—of
panels A-D in Table 3. In each panel, the remaining columns report the estimated coefficients
on the individual components of political risk. Our finding is that only the coefficients on the
subgroups of Government Actions in column (5) and Conflicts and Tensions in column (12)
achieve significance (and are positive as posited). On the other hand, Quality of Institutions in
column (1) and Democratic Tendencies in column (9) are both insignificant.

Drilling down into the individual components, we find that half of the twelve political risk
indicators generate significant coefficients, which are also positive at the 1% level of confidence;
these components are Bureaucratic Quality, Government Stability, Socioeconomic Conditions,
Investment Profile, External Conflicts, and Ethnic Tensions. Besides, we notice that each of the
three elements of the subgroup relating to Government Actions is statistically and economically
important for explaining external finance for working capital. Whereas neither of the elements
of the subgroup concerning Democratic Tendencies is significant. Furthermore, Corruption is
negative and significantly related with access to external finance for working capital at the 10%
level of confidence. Meanwhile, Law and Order, Military in Politics, Democratic Accountability,
Internal Conflicts, and Religious Tensions are not significant in accounting for external finance
for working capital.

Therefore, our results mean that improvements in the quality of institutions deriving from

the strength and expertise of bureaucrats, government unity, legislative strength, popular sup-
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port, high employment rate, high consumer confidence, low poverty level, high contract viability,
reduced risk of profit repatriation, non-engagement in external wars or cross-border conflicts,
and minimal tensions within a country that can be attributed to, for examples, racial or lan-
guage discords are the most fundamental political risk factors driving access to external finance

for working capital.

5.1.3 Channels: how does political risk affect external finance?

This section provides an initial validation for our baseline results and explores channels by
which political risk may be influencing external finance. More specifically, we evaluate the
potential finance and firm-level channels through which the estimated effects in Tables 2 and 3
are realised.

Finance channels. Having established that political risk matters for understanding exter-
nal finance, we next consider whether it is important for all the elements of external finance for
working capital in Table 4, panel A. Doing this assists in shedding light on the precise financing
channels through which political risk is shaping external finance for working capital. Towards
this end, we utilise the same estimating equation in column (3) of Table 2, which represents
our full baseline model specification. The difference is that, on this occasion, we use the three
sources of external finance for working capital as proxies for EF, our dependent variable. More
specifically, we investigate how political risk affects access to external finance through banks
(Banks) as a formal source in column (1) of Table 4 and mostly informal sources (Supplier
Credit and Others) in columns (2)-(3).

As can be seen in panel A of Table 4, higher values of political risk index, indicative of better-
quality institutions, produce positive and significant coefficients in relation to supplier credit and
working capital funding from money lenders, family, friends, and non-bank financial institutions.
Although Political Risk Index is estimated to have a positive effect on access to external finance

for working capital from banks, the coefficient is not significant. This leads us to conclude that
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improvements in political institutions may not be material to how banks operate in granting
working capital finance. Overall, our results are consistent with the proposed hypothesis that
firms situated in countries with better institutions (measured by low political risk) are more
likely to use external finance than internal finance for working capital. Furthermore, we have
shown that the main finance channels for this effect is coming from access to supplier credit
and other sources of external finance for working capital, rather than banks.

Firm channels. For this channel, we employ interaction models to carry out our analy-
sis. In particular, we exploit interactions between Political Risk Indexr and the following four
variables: Low Growth (a dummy variable that equals to 1 if a firm’s real annual percentage
sales growth is less than the sample median; 0 otherwise), New Product (a dummy variable that
equals to 1 if a firm has introduced a new product or significantly improved a product or service
during the last three years; 0 otherwise), Service Sector (a dummy variable that equals to 1 if a
firm operates in the service sector; 0 otherwise), and SMFEs (a dummy variable that equals to 1
if a firm employs at most 50 full-time permanent workers; 0 otherwise). We display the results
in panel B of Table 4.

As shown, the interaction of Political Risk Index with each of these four dummy variables
yields statistically significant coefficients at the 1% level in columns (4)-(6) and at the 10% level
in column (7). More specifically, these results are positive and imply that the positive effects
of better quality institutions, as captured by higher values of Political Risk Index, on access to
external finance for working capital, External Finance (Working Capital), is significantly higher
for firms that are experiencing low growth, innovative, in the service sector, and in the category

of small- and medium-sized enterprises.

5.2 Robustness checks

In this subsection, we provide robustness checks for our main results by controlling for additional

controls, accounting for outliers, utilising alternative estimation techniques, and employing al-
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ternative measures for external finance.

5.2.1 Effect of additional control variables and outliers

Our baseline econometric approach controls for country fixed effects, which ensures that our
estimates are not suffering from omitted variables bias that may arise from unobserved country
characteristics. Besides, this empirical specification implies that the results presented reveal
the effect of within-country changes in Political Risk on firms’ access to external finance for
working capital. In addition, we have controlled for an array of country observable factors both
at the firm- and country-level.

Despite having already controlled for various important determinants of access to external
finance, it is plausible that we have omitted some observable factors that may correlate with
political risk and impact external finance. To address this concern, we now control for additional
firm-specific control variables in column (1) of Table 5. The variables included are Employment
Growth, Female Participation, and Manager’s Ezxperience. As shown, the estimated coefficient
for Political Risk Index remains positive and highly statistically significant at the 1% level. As
per country-level control variables, we augment our baseline model with Legal Rights, Credit
Information, Public Credit Registry, and Private Credit Bureau and report the findings in column
(2) of Table 5. Again, the effect of political risk on access to external finance remains virtually
identical to the baseline. In column (3), we further control for other omitted variables, possibly
time-varying at the country-level (e.g., policy uncertainty), using countryxyear fixed effects
and industry fixed effects, similarly to Knack and Xu (2017) and Cumming et al. (2019). As
with the baseline results, the estimated effect of lower political risk is higher access to external
finance for working capital.

We then mitigate against the possibility that the results presented thus far are driven by
outlier observations in columns (4)-(6) of Table 5. Specifically, we adopt three methods for

excluding outliers. First, we compute DFBETA following Belsley et al. (1980) and report the
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results from removing observations with [DFBETA| > 2v/N, where N stands for the number of
observations (firms) in the estimation in column (4). Second, we remove observations with |er|
> 1.96, where er denotes standardized residuals in column (5). Third, we remove observations
with ed > 4+ N, where cd refers to Cook’s distance in column (6). As can be seen, the importance
of Political Risk Index for access to external finance for working capital by firms are retained

using the different methods to expunge outliers.

5.2.2 Tobit and instrumental variable regressions

A further check of robustness that we conduct involves subjecting our main result to a functional
form test. Specifically, we employ non-linear Tobit model in column (7) of Table 5. The
main findings are identical when the econometric analysis is performed using this alternative
estimation technique, confirming that our results are not driven by the choice of estimation
methodology.

Meanwhile, one might suggest that endogeneity might be an issue with regards to our find-
ings. Although highly improbable in our case, an argument for reverse causation may be made
if, say, FExternal Finance (Working Capital) can induce changes in political risk measures of a
country. We, however, do not foresee a scenario where a single firm (mostly small- and medium-
sized) will be able to initiate a countrywide incidence of political risk.'? Besides, despite our
best efforts, there may still remain an excluded hypothetically critical third factor that may
be important for the relation between political risk and external finance. As discussed previ-
ously, several attempts have been employed to circumvent this, including country xyear fixed
and controlling for various firm-, industry-, and country-level characteristics in our regression
models.

Facing such econometric concerns, the ideal estimation technique is an instrumental variable

(IV) regression method. However, we lack credible instruments for political risk. As a result, we

128pecifically, our paper investigates the effects of country-level measure of political risk on an individual
firm’s access to external finance, which limits the possibility of endogeneity issues, when compared to archetypal
cross-country empirical studies.
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engage the IV methodology of Lewbel (2012) that relies on identification through heteroskedastic
covariance restrictions, which is very useful in instances when the researcher lacks valid exclusion
restrictions (Fumagalli and Fumagalli, 2019; Oyekola, 2021). The results from this exercise,

which are similar to the baseline findings, are reported in column (8) of Table 5.

5.2.3 Alternative dependent variable and other sources of finance

We now check whether and how political risk affects access to external finance for fixed invest-
ment, Ezxternal Finance (Fized Investment), which is the alternative dependent variable that we
have previously described. To do this, we estimate Equation (1) using the full empirical model
specification in column (3) of Table 2. The results of External Finance (Fized Investment)
as the dependent variable is shown in column (1) of Table 6. Similar to external finance for
working capital, we find that Political Risk Index is positively and significantly associated with
external finance for fixed investment.

In an exercise analogous to those in columns (1)-(3) of Table 4, we now consider how
important the measured impact of political risk is for all the elements of external finance for fixed
investment in columns (2)-(5) of Table 6. Again, the relevance of this is that it helps to ascertain
the precise financing channels through which political risk may be fostering external finance, in
this case, for fixed investment. Thus, we investigate how political risk affects access to external
finance through Banks in column (2), Supplier Credit in column (3), Fquity in column (4), and
Others in column (5). As displayed, lower political risk, indicating better-quality institutions,
produce positive and significant coeflicients in relation to banks and supplier credit for fixed
investment, whilst this association is negative for the Other category (funding from money
lenders, family, friends, etc.). Also, the Political Risk Index is estimated to have a negative
effect on access to external finance for fixed investment from FEquity, albeit the coefficient is not
significant.

We highlight two key findings from this additional estimation results. First, improvements in
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political institutions are important to how banks operate in granting fixed investment finance (in
Table 6), contrary to the finding in relation to working capital finance (see Table 4). Second, the
positive effect of better political environment on external finance for fixed investment appears
to have resulted from banks and supplier credits providing the needed funds, which again is in

contradiction to how political risk affects external finance for working capital.

6 Conclusions

Given the crucial role of political stability for economic outcomes, many researchers have inves-
tigated the significance of political risk for financial, economic, and organisational outcomes, as
highlighted in the introductory part of this study and in the review of the literature. However,
the impact of political risk (factors) on access to external finance has not been systematically
explored. This study fills an important gap in the literature by providing a novel evidence
on the effects of political risk on access to external finance for both working capital and fixed
investment over the period 2006 to 2021 for an extensive sample of 127,542 firms from 108
countries.

Our baseline regression results show statistically significant effects of political risk on firms’
access to external finance for working capital, with the estimated coefficients indicating that
lower political risk has a positive impact on access to external finance, as hypothesised. Re-
member that, by construction, higher values of political risk rating in this study translates to
better-quality institutions, such that our findings provide support for the institutions hypothesis
from the corporate finance perspective. We also examine the potential channels of transmission
of political risk on access to external finance, finding that informal financing sources, experience
of low growth, being an innovative firm, a service sector firm, and/or an SME are important
channels. We also find evidence that bureaucratic quality, corruption, government stability,
socioeconomic conditions, investment profile, external conflict, and ethnic tension are the im-

portant factors through which political risk influences a firm’s access to external finance. Our
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analysis yields robust findings, surviving the inclusion of several control variables (firm- and
country-specific) and fixed-effects (country, industry, and year), the use of access to external
finance for fixed investment as an alternative dependent variable, and checks for the influence
of outliers.

In sum, this paper delivers a first insight into how country-specific political risk affects
access to external finance by firms. An implication of this research finding is for policymakers
to ensure corruption is reduced, external conflicts avoided, ethno-religious tensions curtailed,
and the rule of law strengthened, as these altogether impact on access to external finance by
firms in a country. Finally, there is an opportunity here for an extension, where a future study
could investigate the influence of firm-level political risks (Hassan et al., 2019; Gad et al., 2022;
Huang et al., 2023) on access to external finance, as the ICRG’s measures of country-specific
risk may be subject to the fallacy of composition at firm levels: the risk exposures for different

firms may differ.
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Table 1: Summary statistics

Standard
Observations Mean deviation Minimum Maximum

A. Outcome variables
Working Capital

External Finance 127,542 0.28 0.34 0 1
Banks 127,542 0.13 0.24 0 1
Supplier Credit 127,542 0.11 0.22 0 1
Others 127,542 0.042 0.15 0 1
Fixed Investment

Ezxternal Finance 57,762 0.32 0.40 0 1
Banks 57,762 0.19 0.34 0 1
Supplier Credit 57,762 0.049 0.17 0 1
Equity 57,762 0.039 0.16 0 1
Others 57,762 0.042 0.17 0 1
B. Independent variables

Political Risk Index 127,542 0.51 0.19 0 1
Quality of Institutions 127,542 0.44 0.18 0 1
Government Actions 127,542 0.63 0.18 0 1
Democratic Tendencies 127,542 0.61 0.25 0 1
Conflicts and Tensions 127,542 0.57 0.23 0 1
Law and Order 127,542 0.48 0.22 0 1
Bureaucratic Quality 127,542 0.53 0.22 0 1
Corruption 127,542 0.41 0.18 0 1
Internal Conflict 127,542 0.50 0.24 0 1
External Conflict 127,542 0.58 0.21 0 1
Religious Tensions 127,542 0.64 0.28 0 1
Ethnic Tensions 127,542 0.54 0.24 0 1
Military in Politics 127,542 0.60 0.26 0 1
Democratic Accountability 127,542 0.63 0.31 0 1
Government Stability 127,542 0.44 0.19 0 1
Socioeconomic Conditions 127,542 0.49 0.21 0 1
Investment Profile 127,542 0.65 0.15 0 1
C. Firm-specific variables

Firm Age 127,542 2.72 0.81 0 5.83
Audited 127,542 0.52 0.50 0 1
Foreign 127,542 0.074 0.24 0 1
State 127,542 0.0052 0.058 0 1
Ezporter 127,542 0.17 0.37 0 1
Subsidiary 127,542 0.17 0.38 0 1
International Certification 127,542 0.25 0.43 0 1
Publicly Listed 127,542 0.048 0.21 0 1
Privately Held 127,542 0.44 0.50 0 1
Sole Proprietorship 127,542 0.31 0.46 0 1
Partners 127,542 0.19 0.39 0 1
Micro 127,542 0.28 0.45 0 1
Small 127,542 0.42 0.49 0 1
Medium 127,542 0.17 0.37 0 1
Large 127,542 0.13 0.34 0 1
Employment Growth 117,389 3.81 15.7 -100 100
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Standard

Observations Mean deviation Minimum Maximum

Female Participation 124,749 0.33 0.47 0 1
Manager’s Experience 125,660 2.72 0.75 0 4.32
Low Growth 100,809 0.56 0.50 0 1
New Product 127,221 0.30 0.46 0 1
Service Sector 127,542 0.40 0.49 0 1
SMFEs 127,122 0.70 0.46 0 1
D. Country-specific variables

GDP Per Capita 127,542 8.39 1.22 5.71 11.6
Income Growth 127,542 2.54 3.62 -11.2 18.1
Inflation 127,542 6.35 5.65 -2.43 59.2
Total Population 127,542 174 1.70 12.8 21.0
Legal Rights 94,775 5.17 2.59 0 11
Credit Information 94,775 4.64 2.75 0 8
Public Credit Registry 94,775 14.4 23.6 0 100
Private Credit Bureau 94,775 31.5 33.6 0 100
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Table 2: Effect of political risk on external finance

(1) (2) 3)

DV: External Finance (Working Capital)
Political Risk 0.2831*** 0.2624*** 0.2922%**
(0.033) (0.033) (0.038)
Firm Age -0.0063*** -0.0063***
(0.001) (0.001)
Audited 0.0316%** 0.0315%**
(0.002) (0.002)
Foreign -0.0673%** -0.0674%**
(0.004) (0.004)
State 0.0592%** 0.0619***
(0.016) (0.016)
Exporter 0.0422%** 0.0422%***
(0.003) (0.003)
Subsidiary 0.0003 0.0000
(0.003) (0.003)
International Certification -0.0047* -0.0047*
(0.002) (0.002)
Publicly Listed -0.0110 -0.0104
(0.008) (0.008)
Privately Held 0.0052 0.0052
(0.007) (0.007)
Sole Proprietorship -0.0262%** -0.0265%**
(0.007) (0.007)
Partnership 0.0094 0.0085
(0.007) (0.007)
Micro -0.0661*** -0.0659***
(0.004) (0.004)
Small -0.0376%*** -0.0375%***
(0.003) (0.003)
Medium -0.0137*** -0.0136***
(0.003) (0.003)
GDP Per Capita 0.0275
(0.021)
Income Growth -0.0000
(0.001)
Inflation 0.0017***
(0.000)
Total Population 0.0314
(0.030)
Country dummies Yes Yes Yes
Industry dummies Yes Yes Yes
Year dummies Yes Yes Yes
Adjusted R? 0.121 0.134 0.135
Observations 127,542 127,542 127,542

Notes: This table contains coefficient estimates for OLS regression models, with fixed effects, specified in Equation
(1). The dependent variable (DV), Ezternal Finance (Working Capital), is the share of working capital financed
from external sources and is constructed as follows (based on WBES data): the sum of funds for working capital
obtained by borrowing from banks, non-bank financial institutions, supplier credit, and other sources, excluding
internal funds or retained earnings. The key explanatory variable, Political Risk, is represented by Political Risk
Index, which provides an evaluation of a country’s exposure to political risk by combining twelve individual compo-
nents (Government Stability, Socioeconomic Conditions, Investment Profile, Internal Conflict, External Conflict,
Corruption, Military in Politics, Religious Tensions, Law and Order, Ethnic Tensions, Democratic Accountability,
and Bureaucratic Quality) from ICRG into a composite index. We provide the description of Political Risk Index
and its components, and definitions for all control variables, in the Internet Appendix Table IA1. All time-varying
independent variables are one-year lagged. The sample includes 127,542 firms from the universe of 180,067 firms
in the WBES dataset released on July 18, 2022. Figures in parentheses are robust standard errors clustered at
the firm-level. The intercept is included in all regressions, but are not reported for the sake of brevity. *** denotes
significance at 1%, ** significance at 5%, and * significance at 10%.



0401 e 90UROYIUSIS , PUR ‘%G 1@ d0UROYIUSIS . ‘O
e 90UROYIUSIS $9J0UAp .. "ANADIC JO 9YS oY) I0] pajIodal jou oIk IN( ‘SUOISSAISAI [[8 Ul POPN[OUI ST 3dedIojul oy, [OAS[-ULIY 9Yj} e POIdISN[d SIOLID PIepur)s
Jsnqolr are sesoyjuared ur seI3r ‘Zg0g ‘YT A[N[ UO pasesal joseiep SHIA\ oY) Ul sy 290 ‘08T JO OSIoATUN oY) WO SULIY ZjG‘Lg] sopnoul ojdures oy ], 'pasde|
IeaK-9U0 a1e sa[qelrea yuepuadepul Surdres-owr} [y "TV] o[qe], XIpueddy j9UIoju] o) Ul ‘S9[(eLIBA [OIJUO0D [[B I0J SUOIIUYSP Puk ‘sjusuoduwiod S} pue Tapuj Y13y
102131704 3o uonydiiosep o1 apraoid ap\ uouvndog 030, pue ‘UOUDYUT ‘Yimoir) dwodu] ‘vpudv)) 4od JJ5 I8 PIPNOUI S[OINU0D AIUNOY) “WNIPIJ] Pue 7)puig
‘ounpy ‘drysapulanyg ‘diysiolaredosg 2j0g ‘plo[ fijogvarig ‘pagsiy fouqng ‘uonoyiyua)) puoypuLauy ‘fivipisqng ‘uagiodriy ‘9piG ‘ub1oo,y ‘pappny ‘9by wiitg oIe
POPNIOUT SO1)SLIDIORIRYD WLIL] “HYD] Wolj (97) uwnjod ut (,57) suoisuaf, owyjy pue ‘(GT) uwnjod ul (1Y) suoisudy, snowbyay ‘(1) uwniod ut (Hi) 121fuo)
uaegrsy (1) uwnjod ut () 101fuoy) puudjuy ‘(g1) uwnjod ut (1)) suowsua], pup sponfuoy) ‘(11) uwnjod ut (y(7) fiy271qnaunocony suyvioowaq ‘(QT) UWN[od ul
(dmw) somog ur fiunpppy ‘(6) wwnjod ut () sowouapua] 21vioowaq ‘(8) uwnjod ur (J7) ajyfoid uswgsaauy ‘(L) ummjod ut ()G) SUOIPUOoy) 2UL0U0II0LI0G
‘(9) ummjoo ur (§H) figrqnag JuswWULE00F) ‘(GQ) TWN0D Ul (5)) sU0YIY juawuLeaor) ‘() uwmiod ut (9, ) uondniioy ‘(g) ummioo ut (Hg) figyond) suyvionvaing
‘(g) uwnioo ut (O77) 4op4) pup mog (1) uwmiod ut (7)) suonniysuy fo figyon) Aq pejuseserdel st ‘Ysiyy (213104 ‘O[qerres A1oyeue[dxe Aoy o], SSUILLIBGS poule)ol
I0 Spunj [RUISIUI SUIPN[OXS ‘S90INOS I9YJ0 pue ‘Ipard Iorddns ‘Suorninsul [ROURUY JUR(-UOU ‘S{UR] WOIJ SUIMOILIO| Aq paurejqo [ejided Sulsjiom JI0j spuny
jo wms o1} :(eyep GHIAM UO PoOseq) SMO[[0] Se DPoIONIJSU0D ST PUR SOIINOS [RUINIXS WOIj peoueuy [eyides Sunjiom jo areys ot} st ‘(jpjdny) buiyiop| ) 9oupug
uaagzy ‘(AQ) o[qetrea juepuadep oy, ‘(1) uoryenby ur payroeds ‘s)0oje poXy UM ‘SOPOUW UOISSISaI §rT() I0] SOIRUIIISO JUSIDIJO0D SUIRIUOD S[(R) SIY ], :S9I0N

SOX SOX SOX SOX SOX SOX SOX SOX SOX sorurmunp JIedx
Sox Sox Sox Sox SoA SOA SOA Sox SOX soTwIwnp AIjsnpuj
SOA SOX SOX SOX SOX SOX SOX SOX SOX sorurmnp AIj3uno))
Sox Sox Sox Sox SoA SOA SOA Sox SOX S[OI3U00 AI3UNoy)
SOA SOX SOX Sox SOX SOX SOX Sox SOX SOTISTIOORIRTD WLIL
oveLel A Al radpral eveLel oveLel eve'LTl  TPGLET  GheiLel SUOIYeAISS( ()
GeT’0 VET'0 vET0 VET'0 VET'0 VET'0 VET'0  VETO0 24 passulpy
(0¥0°0) (£0°0) (210°0) (910°0) (820°0) (21000)  (170°0)  (€€0°0)
#4xV86G°0  TI8T0'0  444C6V0'0 67000 %xxGS60°0 96100  GIE0°0-  8810°0 Y51y [orprjod
LA LY 0d oI LO va dn L  syweuodwoo 7p sdnoisqng
LD ‘suorsuay, puv $301fuo) :(J 1puvg L ‘S210Udpua], 21nL00uwd ([ ) ]ound
(ppudoy) buiyiop| ) 20UDUL] [DULIITST AQ
(91) (1) (¥1) (1) (z1) (rn) (01) (6)
ere'Lel eysLel ereLel evs'LTl eye'Lel  ovbSLel ghS'ATT TRGLTT SUOTYRAIIS] ()
VET'0 ceT’o0 vET0 GeT'0 VET'0 ceT’o VET'0  VET0 24 passulpy
(920°0) (0£0°0) (010°0) (¢20°0) (¢zo0)  (6800)  (820°0) (6¥0°0)
***Oﬂmﬁ.o ***Hoﬂm.o ***@@M0.0 ***Nﬁom.o *mwmo.ou ***N@Nw.o 1¢v0°0- 8G¢€0°0- YStY oo
dI 08 5O Vo 00 od 01 10 sjuouodwos 23 sdnordqng
V5 ‘SU0Oy JUIUULINOE) g [PUDJ 10 ‘suoynyysur fo figyond) 1y jpung
(ppudoy) buiziop| ) 20uDUL] [DULIITST AQ

(8) (L) (9) () (%) (¢) (2) (1)

Q0URUY [RUIN)XO UO sjuouodwoo pue sdnoisdqns ysu reoryrjod Jo 1009 :¢ 9[qR],

34



0401 7@ 90URDYIUFIS , PUR ‘UG 1@ 9OUROYIUSIS ., ‘94T 18 90URIYIUSIS SOI0UIP ., AITAI( JO d¥RS O] I10]
polrodar 10U oI JNq ‘SUOISSAIFI [[€ Ul Papn[oul ST 4dedIsjur oY T, "[OAS[-ULIY ST} )& POISISN[O SIOLID PIRPUR]S JSNOI oI sosoyjuated ur saansi 'gg0¢ ‘ST Amf uo
Pposeafol josejep SHAA 93 Ul SWLIY 2 9()‘ ()R] JO OSIOAIUN O} WO SWLIY gFG L] sopnoul o[dures oy, "Pos3e[ Ieaf-ouo oIe so[qelres juopusdopul SUTATRA-OUIT)
IV TV o[qe], Xipuoddy jouroju] oy} Ul ‘S9[qRLIRA [OIJUOD [[R IOJ SUONIUGLD pue ‘sjuouoduiod S)I pue Tapuj ys1yy (02110 Jo uondirosop oyl opraoid opp
uouwIndog 1010, PUR ‘UOUDLUT ‘YInoir) 2UL0dU] ‘DYdD)) U2 J(T5 :OIe POPNOUL S[OIJU0D AIJUNOD) “WNIPIPY PUR DULG ‘0421 ‘drysiouiung ‘diysi0391idosJ
210G ‘prog Mpgvartg ‘pagst fpuyqng “wororf13ia,) 0uUoDULIIUT fiDip1sqng ‘U4a3L0dxsy ‘903G ‘UbL2LO] ‘DoppnY 96y Wit DIR POPNOUL SOIJSLISIORIRYD ULIL]
“Xoput 931sodurod ' oyul HYD] woly (fgyond) 21pionvaing pue ‘fi1iqDiuncidy 21ni00wWd([ ‘SUOISUIT, JIUYIH ‘UdPL() PUD MDT ‘Suoisua], snobiay ‘sonod ui
fiuppp gy “worgdnasor) “90ufuoy) pULITH ‘WU U0)) (PULIIU] ‘DJY0Ld JUIWISIVUT ‘SUOLIPUO,) JMULOU0I0100G ‘fige)1qDIG JUIUWUL0E) ) STUOUOATIOD [eNPIAIPUL dATOM)
Sururquoo £q st peoryrjod 03 omsodxo s, AIJUN0D € JO UOTYeN[RAd TR SopIAoId YdIyM ‘Tapuf ysiy 102131704 Aq pojuesoldol ST ysiy 1021310 ‘O[qerrea A1oyeur[dxo
Aoy oy, *(2)-(¥) suwmnoo ul ‘sSuruIes pauIe)dol I0 SPUNJ [RUISIUTI SUITPNIOIXS ‘S92INOS IOTJ0 pue ‘JIpaId Iorddns ‘SUoIINIISUI [RIOURUY YUR(-UOU ‘SYUR( WIOIJ
Burmorroq Aq paure)qo [eyides Jursiom Ioj spunj jo wmns oy} :(eIBP SHA\ U0 Paseq) SMO[[O] Se PajonIsuod ST pur S90INOS [RUISIXS WO paduruy [eided
uryrom Jo areys ‘(yppdpy) buiyio ) 9ouDUL] [PULILTH PUR {(g) UWN[0D Ul ‘SodURAPR ISWOISND pur “YIpard Iorddns ‘syueq jou oIk T} S9IINOS IO [
WOIJ POALIOD 90URUY [RUINIXO [efided U IOM S ULIY © JO oIeys ‘Suoyy() ‘(g) UWN[OD Ul ‘SIOWO)SNO UWOIJ Se0URADPR pur 1IpaId siofddns WOl PoALIOp 9ouRUY
[euIo)xo Tejrded SU{IOM S ULIY © JO oIRYS ‘7Upa.L) 4ot)ddng (1) UWM[OD U ‘SYUR( WOIJ POALIOp oouruy [ejlded SUR{IOM [RUI)XS S ULIY B JO OIRYS ‘SyUDg :oIe
(AQ) sorqertrea juoepuadop ot ], *(T) uoryenby ur peymads ‘s)odfjo POXY TIIM ‘S[OPOUI UOISSAIZOI GT() I0J SOJRUITISD JUSIOIJOOD SUTRIUOD (R} SIYJ, :S9ION

eeT LTl oveLeT 183 LaT 608°00T oyve LTt e LTt oveLel SUOT}RAINS( ()
Ger o0 cerT o 9¢1°0 6£T°0 1€70°0 1170 zeT0 - pasnlpy
SS9 S SOA SO SS9 SOA S9N wQMEESU Ies X
mm.\ﬁ w@xﬁ m@.ﬁ w@.\ﬁ m@xﬁ w@.% m®> moﬁaaﬁﬁ %EwSUQH
m@»% m@»% m@% w®> m@»% w®> m@% mQHEE‘D—u %.S«Q‘DOO
m@xﬁ m@xﬂ m®> m@.\ﬁ m@xﬁ m@.ﬁ m®> EO.SQOU %.EQSOU
m@? m@»% mmw% m@xﬂ m@? w®> m@% mo_umﬁmpodﬁwﬂo wItq
(110°0) (010°0) (%00°0) (120°0)
+E€8T0°0 +xx6G€0°0 +kxC8V00 +kx67LT 0 UWLd] UOLIDUIYUT, YSIY [DIUOJ
(6£0°0) (8€0°0) (8€0°0) (€50°0) (810°0) (€20°0) (¢20°0)
w5 79LT 0 +k 18LT0 +xxE88C°0 +kx8VGT°0 +x8GL0°0 +xx9E8T°0 8¢€0°0 YS13] [DIUOJ
SHINS 407998 9210425 JINPOLT MIN  YINOLE) MOT TULI9) UOTIIRIUT
21109dS-WAL] 1 JoUDJ UDUL] 1 1PUD Jouuey))
(pndoy) buryiop] ) 20UDUL] [DULIITI S4Y10) npaL) 42yddng  syuvg ‘A

(L) (9) (%) (%) (€) (2) (1)

9OUSNJUI JO S[UURTD — 9OURUIJ [BUI)IXS JO $9DINOS UO NSII Ted1jrjod Jo 09[4 7 o[qRL,

35



“%0T e
QOUROYIUSIS , PUR ‘%G 1@ 9OUROYIUSIS ,, ‘04T 1@ 90URIYIUSIS SOJOUAP ., AITAI( JO Oxes ) 10] polIodod jou oIe N ‘SUOISSIISOI [[@ Ul POPN[IUT ST
1dedIOUT O], ‘[OAS[-ULIY o1} }R® PAID)SN[D SIOLID PIRPUR)S 1SNQOI oIe sosorjuated Ul soInsr ‘7g07 ‘|1 A[N[ UO posed[al joseiep SHYA oY) Ul SuLIy
290081 JO 9SIDATUN S} WOIJ SULIY ZFG LET 03 SWIY G ) ‘F6 Wwoly sodurl sjdures oy, ‘paSse[ IreA-oU0 a1 So[qrLIeA juopuadopul SUrAIeA-auiry [y
‘TVI o1qe], Xipuaddy 10UIequ] o1} Ul ‘S9[(RLIRA [OIJUOD [[R I0J SUOIIIUYIP Pue ‘syuouoduwion )1 pue Tapuj ¥ty 102131]04 Jo uordunssp o) opraoid
oM Aparoadsor ‘N < po pue ‘96T < |49] ‘N AZ < [VIHAGAA| U0 poseq smorino opnpxo am (9) pue (g) () suwmnod up (g) uwwmios ut
$100]J0 POXY Ieak X AIJUNOD pue ‘(g) UWN[OD Ul [0AS[-AIJUNOD S} Y8 NDAING 1PaL) 9Datld PuR ‘fiugsiboy] 11pa.L) 0qng “UornwLofus 11pa.L) ‘spybyy
pbo7 (1) UWN[OD UL [0AS]-TULIY T} @ 20UdLLAdTS §,LobDunpy pue ‘Uoyndd1Ing 2)pWa “YmoLs jusufio)dulg :9Ie POPNIIUI S[OIIUOD [RUOTIIPPY
‘uoyvndog 010, pue ‘UOUDY U] ‘YINOLE) dUL0IU] ‘DRAD)) U] J(TH I POPN[OUL S[OIJU0D AIJUNO)) “WNIPIP] PUR DULG ‘021 ‘d1ysioulin J
‘duysaogaradosd 210G ‘D[ fijogatid ‘pagsiT fijoygng ‘uoyvorfigia)) puonDULIUL fiDiplsqng ‘493Lodxi] 9I01G ‘Ub1a40 ‘pappny Dby w.iig oIe
POPIOUL $213SLI0I0RIRYD WLIL] “Xopul 031s0duIoo & ojul HYNH] Wwoyg (figygond) 21gpionvaing pue ‘fig1iqDiuncidyy 210i00Wa(] ‘SUOISUI ], MUY ‘4P
puD MDT ‘SU0ISUIJ, SN0HYIY ‘$213110J UL A0y “U0LANALOL) ‘DO U0,) [DULIITH 101 U0) [DULIIUT DJYOLJ JUIULISIAUT ‘SUOLIIPUO;) IIUOU0II0II0G
“fig12qDIQ JULWULIN0E) ) STUSUOAUWIOD [RNPIATPUL dAToM) SUTUIquIod Aq YsLI [eorprjod 03 amsodxe s AIJUNOD & JO UOIRN[eAd Ue SOPIAOId YOIYM ‘Topuf
ys1y 0010 Aq poyussardal ST ‘Ysiy 001104 ‘o[qerrea Arojeur(dxe Aoy oy, 'SSUINIEd PAUIRISI IO SPUNJ [RUIDIUI SUIPN[OXd ‘S9OINOS IS0 PuR
‘q1pa1o 1e1pddns ‘SUOTINITISUT [RIDURUY YUR(-UOU ‘SyUR] WOI] SUIMOIIOq Aq paurelqo eyides Sursiom I0] spunj jo wmns o) :(ejep SHIA\ U0 paseq)
SMO[[O] S& POIOTLIISUOD ST PUR S9OINOS [RILINXS WOIJ podueuy [eiided SUR{Iom Jo oIets o) st ‘(jpudn) buiyiop ) sounurg pusoizy ‘(AQ) o[qerrea
juopuadop oY, *(8) umnioo ul (gr0g ‘Teqmer]) yoeoidde o[qerres [RIUOWINIISUL POSe(-A}IDI)SePONSOI0)oY pue ‘() UWN[OD Ul [opPOW UOISSOI3ol
1907, ‘(9)-(1) suwnjoo ut (T) uoryenby ur payweds ‘s10ejJe PoXy YIIM ‘S[OPOW UOISSeI8aI §T() 0] SOJRIIISO JUSIOUJO0D SUIRIUOD S[([RY SIYJ, :SOI0N

ersLel ers'Lel jgdar4d 65021 010°02T ere'Lel GLLT6 GP9'ell SUOTYRAIDS( ()

100°0- L1T°0 8T°0 9150 161°0 ¥r10 Y10 9e1°0 24 Pasnlpy /opnesq

SOX SoX SOX SoX SoX SoX SoX SOX sorrwInp JIesdx

SOX SOA SOX SoX SoX SoX SoX SoX sormrwnp AIpsnpuj

SOX SOX SOX SoX SoX SOX Sox SOX sormrmnp AI1junoy)

ON ON SOX SoX SoX ON ON ON popNOX9 SIdAINQ

ON ON ON ON ON SoX SoX SoX S[0IU0D [RUOINPPY

SOX SOA SOX SoX SoX SoX SOX SoX S[OI3U0D AI3UNo))

SOx SoX SOx SoX SoX SoX SoX SoX SOT)SLIDYORIRYD WL
(2£0°0) (8€0°0) (¥€0°0) (€€0°0) (0£0°0) (102°0) (070°0) (1%0°0)

3% L00E'0  55%C06G°0  5x49E8C°0  s5xEVGC0  s4sexBL6T°0 45569650  54xG993°0  5xxECVT0 Y51y (ronnod

(jppdvy) bULYLOA| ) POUDUL] [DULIILST ‘Ad

(8) (L) (9) (9) (v) (€) () (1)

SPOT19UI UOIJRUIIISO DAIRILIOI[R PUR ‘SIOI[INO ‘S[OIUOD [RUOINIPPR — 9OURUY [RUINXD UO SLI [ed1yTjod Jo 199pH :G o[qe],

36



Table 6: Effect of political risk on external finance (fixed investment) - alternative DV

(1) (2) (3) (4) ()

Sources of external finance

DV: Ezxternal Finance Banks Supplier Credit — Equity Others
Political Risk 0.1237** 0.1546*** 0.0627** -0.0258 -0.0679**
(0.063) (0.051) (0.030) (0.026) (0.028)
Firm characteristics Yes Yes Yes Yes Yes
Country controls Yes Yes Yes Yes Yes
Country dummies Yes Yes Yes Yes Yes
Industry dummies Yes Yes Yes Yes Yes
Year dummies Yes Yes Yes Yes Yes
Adjusted R? 0.105 0.109 0.0427 0.0338 0.0289
Observations 57,762 57,762 57,762 57,762 57,762

Notes: This table contains coefficient estimates for OLS regression models, with fixed effects, specified
in Equation (1). The dependent variable (DV) is: in column (1), aggregate Fxternal Finance for fixed
investment, which is the share of fixed investment financed from external sources and is constructed as follows
(based on WBES data): the sum of funds for fixed investment obtained by borrowing from banks, non-bank
financial institutions, supplier credit, equity issues, and other sources, excluding internal funds or retained
earnings; in column (2), Banks, share of a firm’s fixed investment external finance derived from banks;
in column (3), Supplier Credit, share of a firm’s fixed investment external finance derived from suppliers’
credit and advances from customers; in column (4), Equity, share of a firm’s fixed investment external finance
derived from issuing new equity shares; and in column (5), Others, share of a firm’s fixed investment external
finance derived from all other sources that are not banks, supplier credit, customer advances, and new equity.
The key explanatory variable, Political Risk, is represented by Political Risk Index, which provides an
evaluation of a country’s exposure to political risk by combining twelve individual components (Government
Stability, Socioeconomic Conditions, Investment Profile, Internal Conflict, External Conflict, Corruption,
Military in Politics, Religious Tensions, Law and Order, Ethnic Tensions, Democratic Accountability, and
Bureaucratic Quality) from ICRG into a composite index. Firm characteristics included are: Firm Age,
Audited, Foreign, State, Exporter, Subsidiary, International Certification, Publicly Listed, Privately Held,
Sole Proprietorship, Partnership, Micro, Small, and Medium. Country controls included are: GDP Per
Capita, Income Growth, Inflation, and Total Population. We provide the description of Political Risk Index
and its components, and definitions for all control variables, in the Internet Appendix Table TA1. All time-
varying independent variables are one-year lagged. The sample includes 57,762 firms from the universe of
180,067 firms in the WBES dataset released on July 18, 2022. Figures in parentheses are robust standard
errors clustered at the firm-level. The intercept is included in all regressions, but are not reported for the
sake of brevity. *** denotes significance at 1%, ** significance at 5%, and * significance at 10%.
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Figure 1: Biggest obstacles to the operations and growth of firms

Notes: This figure shows the biggest obstacles affecting the operations of firms based on data from
the World Bank Enterprise Surveys (WBES). The numbers indicate the share of the 168,310 firms
that rank each of the fifteen obstacles as a major constraint on the operations and growth of the firm.
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Figure 2: Distribution of external finance for working capital across 108 countries

Notes: This figure shows the quintile distributions of external finance for working capital for
countries in our sample. Higher values (greater access to external finance) are indicated by darker
regions.
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Figure 3: Distribution of external finance for fixed investment across 108 countries

Notes: This figure shows the quintile distributions of external finance for fixed investment for
countries in our sample. Higher values (greater access to external finance) are indicated by darker
regions.
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Figure 4: Distribution of political risk index across 108 countries

Notes: This figure shows the quintile distributions of political risk for countries in our sample.
Higher values of political risk index (better institutions) are indicated by darker regions.
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Figure 5: Bivariate correlations between political risk and external finance

Notes: This figure shows the correlations between political risk index and: (i) external finance for
working capital in panel a; and (ii) external finance for fixed investment in panel b.
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Appendix A Internet Appendix

Table IA1: Definitions of variables and data sources

Variable Description

A. Outcome variables
Working Capital

External Finance Share of a firm’s working capital finance derived from external
sources. Source: World Bank Enterprises Surveys.

Banks Share of a firm’s external working capital finance derived from
banks. Source: As above.

Supplier Credit Share of a firm’s working capital external finance derived from
suppliers’ credit and advances from customers. Source: As above.

Others Share of a firm’s working capital external finance derived from all

other sources that are not banks, supplier credit, and customer
advances. Source: As above.
Fixed Investment

Ezxternal Finance Share of a firm’s investment in fixed assets derived from external
sources. Source: As above.

Banks Share of a firm’s fixed investment external finance derived from
banks. Source: As above.

Supplier Credit Share of a firm’s fixed investment external finance derived from
suppliers’ credit and advances from customers. Source: As above.

Equity Share of a firm’s fixed investment external finance derived from
issuing new equity shares. Source: As above.

Others Share of a firm’s fixed investment external finance derived from

all other sources that are not banks, supplier credit, customer
advances, and new equity. Source: As above.

B. Independent variables

Political Risk Index The total of the following twelve ICRG’s components: Law and
Order, Bureaucratic Quality, Corruption, Government Stability,
Socioeconomic Conditions, Investment Profile, Military in Politics,
Democratic Accountability, Internal Conflict, External Conflict,
Religious Tensions, and Ethnic Tensions. The components are
defined below. Source: International Country Risk Guide (ICRG).

Quality of Institutions The total of the following three ICRG’s components: Law and
Order, Bureaucratic Quality, and Corruption. The components
are defined below. Source: As above.

Government Actions The total of the following three ICRG’s components: Government
Stability, Socioeconomic Conditions, and Investment Profile. The
components are defined below. Source: As above.

Democratic Tendencies The total of the following two ICRG’s components: Military in
Politics and Democratic Accountability. The components are de-
fined below. Source: As above.

Conflicts and Tensions The total of the following four ICRG’s components: Internal Con-
flict, External Conflict, Religious Tensions, and Ethnic Tensions.
The components are defined below. Source: As above.

41



Variable

Description

Law and Order

Bureaucratic Quality

Corruption

Law and Order form a single component, but its two elements
are assessed separately, with each element being scored from zero
to three points. To assess the Law element, the strength and
impartiality of the legal system are considered, while the Order
element is an assessment of popular observance of the law. Thus,
a country can enjoy a high rating — 3 — in terms of its judicial
system, but a low rating — 1 — if it suffers from a very high crime
rate if the law is routinely ignored without effective sanction (for
example, widespread illegal strikes). Source: As above.

The institutional strength and quality of the bureaucracy is an-
other shock absorber that tends to minimize revisions of policy
when governments change. Therefore, high points are given to
countries where the bureaucracy has the strength and expertise
to govern without drastic changes in policy or interruptions in
government services. In these low-risk countries, the bureaucracy
tends to be somewhat autonomous from political pressure and
to have an established mechanism for recruitment and training.
Countries that lack the cushioning effect of a strong bureaucracy
receive low points because a change in government tends to be
traumatic in terms of policy formulation and day-to-day adminis-
trative functions. Source: As above.

This is an assessment of corruption within the political system.
Such corruption is a threat to foreign investment for several rea-
sons: it distorts the economic and financial environment; it re-
duces the efficiency of government and business by enabling peo-
ple to assume positions of power through patronage rather than
ability; and, last but not least, introduces an inherent instability
into the political process. The most common form of corruption
met directly by business is financial corruption in the form of de-
mands for special payments and bribes connected with import and
export licenses, exchange controls, tax assessments, police protec-
tion, or loans. Such corruption can make it difficult to conduct
business effectively, and in some cases may force the withdrawal or
withholding of an investment. Although our measure takes such
corruption into account, it is more concerned with actual or po-
tential corruption in the form of excessive patronage, nepotism,
job reservations, ‘favor-for-favors’, secret party funding, and sus-
piciously close ties between politics and business. In our view
these insidious sorts of corruption are potentially of much greater
risk to foreign business in that they can lead to popular discon-
tent, unrealistic and inefficient controls on the state economy, and
encourage the development of the black market. The greatest risk
in such corruption is that at some time it will become so over-
weening, or some major scandal will be suddenly revealed, as to
provoke a popular backlash, resulting in a fall or overthrow of the
government, a major reorganizing or restructuring of the country’s
political institutions, or, at worst, a breakdown in law and order,
rendering the country ungovernable. Source: As above.
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Variable

Description

Internal Conflict

Ezxternal Conflict

Religious Tensions

FEthnic Tensions

This is an assessment of political violence in the country and its
actual or potential impact on governance. The highest rating is
given to those countries where there is no armed or civil opposi-
tion to the government and the government does not indulge in
arbitrary violence, direct or indirect, against its own people. The
lowest rating is given to a country embroiled in an on-going civil
war. The risk rating assigned is the sum of three subcomponents,
each with a maximum score of four points and a minimum score
of 0 points. A score of 4 points equates to Very Low Risk and
a score of 0 points to Very High Risk. The subcomponents are
Civil War/Coup Threat, Terrorism/Political Violence, and Civil
Disorder. Source: As above.

The external conflict measure is an assessment both of the risk
to the incumbent government from foreign action, ranging from
non-violent external pressure (diplomatic pressures, withholding
of aid, trade restrictions, territorial disputes, sanctions, etc) to vi-
olent external pressure (cross-border conflicts to all-out war). Ex-
ternal conflicts can adversely affect foreign business in many ways,
ranging from restrictions on operations to trade and investment
sanctions, to distortions in the allocation of economic resources,
to violent change in the structure of society. The risk rating as-
signed is the sum of three subcomponents, each with a maximum
score of four points and a minimum score of 0 points. A score of
4 points equates to Very Low Risk and a score of 0 points to Very
High Risk. The subcomponents are War, Cross-Border Conflict,
and Foreign Pressures. Source: As above.

Religious tensions may stem from the domination of society and/or
governance by a single religious group that seeks to replace civil
law by religious law and to exclude other religions from the po-
litical and/or social process; the desire of a single religious group
to dominate governance; the suppression of religious freedom; the
desire of a religious group to express its own identity, separate
from the country as a whole. The risk involved in these situations
range from inexperienced people imposing inappropriate policies
through civil dissent to civil war. Source: As above.

This component is an assessment of the degree of tension within a
country attributable to racial, nationality, or language divisions.
Lower ratings are given to countries where racial and nationality
tensions are high because opposing groups are intolerant and un-
willing to compromise. Higher ratings are given to countries where
tensions are minimal, even though such differences may still exist.
Source: As above.
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Variable

Description

Military in Politics

Democratic Accountability

Government Stability

Socioeconomic Conditions

The military is not elected by anyone. Therefore, its involvement
in politics, even at a peripheral level, is a diminution of democratic
accountability. However, it also has other significant implications.
The military might, for example, become involved in government
because of an actual or created internal or external threat. Such a
situation would imply the distortion of government policy in order
to meet this threat, for example by increasing the defense budget
at the expense of other budget allocations. In some countries,
the threat of military take-over can force an elected government
to change policy or cause its replacement by another government
more amenable to the military’s wishes. A military takeover or
threat of a takeover may also represent a high risk if it is an in-
dication that the government is unable to function effectively and
that the country therefore has an uneasy environment for foreign
businesses. A full-scale military regime poses the greatest risk.
In the short term a military regime may provide a new stability
and thus reduce business risks. However, in the longer term the
risk will almost certainly rise, partly because the system of gover-
nance will be become corrupt and partly because the continuation
of such a government is likely to create an armed opposition. In
some cases, military participation in government may be a symp-
tom rather than a cause of underlying difficulties. Overall, lower
risk ratings indicate a greater degree of military participation in
politics and a higher level of political risk. Source: As above.
This is a measure of how responsive government is to its people,
on the basis that the less responsive it is, the more likely it is
that the government will fall, peacefully in a democratic society,
but possibly violently in a non-democratic one. The points in this
component are awarded on the basis of the type of governance
enjoyed by the country in question. For this purpose, we have
defined the following types of governance: Alternating Democracy,
Dominated Democracy, De Facto One-Party State, De Jure One-
Party State, and Autarchy. Source: As above.

This is an assessment both of the government’s ability to carry out
its declared program(s), and its ability to stay in office. The risk
rating assigned is the sum of three subcomponents, each with a
maximum score of four points and a minimum score of 0 points. A
score of 4 points equates to Very Low Risk and a score of 0 points
to Very High Risk. The subcomponents are Government Unity,
Legislative Strength, and Popular Support. Source: As above.
This is an assessment of the socioeconomic pressures at work in
society that could constrain government action or fuel social dis-
satisfaction. The risk rating assigned is the sum of three subcom-
ponents, each with a maximum score of four points and a minimum
score of 0 points. A score of 4 points equates to Very Low Risk
and a score of 0 points to Very High Risk. The subcomponents
are Unemployment, Consumer Confidence, and Poverty. Source:
As above.
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Variable

Description

Investment Profile

This is an assessment of factors affecting the risk to investment
that are not covered by other political, economic and financial risk
components. The risk rating assigned is the sum of three subcom-
ponents, each with a maximum score of four points and a minimum
score of 0 points. A score of 4 points equates to Very Low Risk
and a score of 0 points to Very High Risk. The subcomponents
are Contract Viability /Expropriation, Profits Repatriation, and
Payment Delays. Source: As above.

C. Firm-specific variables

Firm Age

Audited

Foreign

State

Exporter

Subsidiary

International Certification
Publicly Listed

Privately Held

Sole Proprietorship

Partnership

Micro

Small

Medium

Large

Employment Growth
Female Participation

Manager’s Experience

Log of firm age in years. Source: World Bank Enterprises Surveys.
A dummy variable that equals to 1 if the annual financial state-
ment of a firm is checked and certified by an external auditor; 0
otherwise. Source: As above.

A dummy variable that equals to 1 if 50% or more of a firm is
owned by a foreign entity; 0 otherwise. Source: As above.

A dummy variable that equals to 1 if 50% or more of a firm is
owned by the government; 0 otherwise. Source: As above.

A dummy variable that equals to one if 10% or more of a firm’s
sales are exported; 0 otherwise. Source: As above.

A dummy variable that equals to 1 if a firm is part of a larger
establishment; 0 otherwise. Source: As above.

A dummy variable that equals to 1 if a firm holds internationally
recognised quality certification; 0 otherwise. Source: As above.

A dummy variable that equals to 1 if a firm has the legal status
of publicly listed company; 0 otherwise. Source: As above.

A dummy variable that equals to 1 if a firm has the legal status of
privately held limited liability company; 0 otherwise. Source: As
above.

A dummy variable that equals to 1 if a firm has the legal status
of sole proprietorship; 0 otherwise. Source: As above.

A dummy variable that equals to one if a firm has the legal status
of partnership or limited partnership; 0 otherwise. Source: As
above.

A dummy variable that equals to 1 if a firm has less than or equal
to 10 full-time equivalent employees; 0 otherwise. Source: As
above.

A dummy variable that equals to 1 if a firm has more than 10 and
up to 50 full-time equivalent employees; 0 otherwise. Source: As
above.

A dummy variable that equals to 1 if a firm has more than 50 and
up to 150 full-time equivalent employees; 0 otherwise. Source: As
above.

A dummy variable that equals to 1 if a firm has 150 plus full-time
equivalent employees; 0 otherwise. Source: As above.

Annual employment growth. Source: As above.

A dummy variable that equals to one if a female is involved in the
ownership of the firm; 0 otherwise. Source: As above.

Log of the number of years the top manager has been working in
the firm’s sector. Source: As above.
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Variable

Description

Low Growth

New Product

Service Sector

SMFEs

A dummy variable that equals to 1 if a firm’s real annual per-
centage sales growth is less than the sample median; 0 otherwise.
Source: As above.

A dummy variable that equals to 1 if a firm has introduced a new
product or significantly improved a product or service during the
last three years; 0 otherwise. Source: As above.

A dummy variable that equals to 1 if a firm operates in the service
sector; 0 otherwise. Source: As above.

A dummy variable that equals to 1 if a firm employs at most 50
full-time permanent workers; 0 otherwise. Source: As above.

D. Country-specific variables

GDP Per Capita

Income Growth
Inflation

Total Population
Legal Rights

Credit Information

Public Credit Registry

Private Credit Bureau

Log of GDP per capita in constant 2010 US$. Source: World
Development Indicators.

Annual GDP per capita growth rate. Source: As above.

Annual change in consumer prices. Source: As above.

The midyear total population of a country. Source: As above.
The degree to which collateral and bankruptcy laws protect the
rights of borrowers and lenders. Source: Doing Business Report,
World Bank.

The coverage, scope, and accessibility of credit information avail-
able through either a public credit registry or a private credit
bureau. Source: As above.

The variable reports the number of individuals and firms listed
in a public credit registry with current information on repayment
history, unpaid debts, or credit outstanding. The number is ex-
pressed as a percentage of the adult population. Source: As above.
The variable reports the number of individuals and firms listed
by a private credit bureau with current information on repayment
history, unpaid debts, or credit outstanding. The number is ex-
pressed as a percentage of the adult population. Source: As above.
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