Internet Appendix to “Political Uncertainty and
Corporate Investment Cycles"*

*Citation format: Julio, Brandon, and Youngsuk Yook, Internet Appendix to “Political Uncertainty and
Corporate Investment Cycles,” Journal of Finance, DOI: 10.1111/j.1540-6261.2011.01707.x. Please note:
Wiley-Blackwell is not responsible for the content or functionality of any supporting information supplied
bythe authors. Any queries (other than missing material) should be directed to the authors of the article.



Table Al
Alternative Proxies for Investment Opportunities

This table reports the estimates of the baseline investmegméssion specification. Each column reports the
estimates of the regression using different proxies for firmestment opportunities. The first column uses the
same proxy for Tobin'QQ as in Table Ill, defined as the book value of total assets mihesook value of
total equity plus the market value of equity scaled by thekbhadue of total assets. The second column reports
the results using the worldwide industry-year average &irTe Q for each three-digit SIC industry. The third
column uses the median industry-level Tobin’s Q each yetireagroxy for growth opportunities, based on three-
digit SIC industries. The final column employs sales growtfined as the percentage change in sales over the
previous year for each firm. Standard errors, clustered bptrg and year, are reported in brackets.

1) (2 3 4
Election Year Dummy -0.0039 -0.0040 -0.0040 -0.0039
[0.0013]*** [0.0015]**  [0.0015]** [0.0013]***
Q 0.0055
[0.0010]***
Mean Industry Q 0.0131
[0.0038]***
Median Industry Q 0.0217
[0.0057]***
Sales Growth 0.0417
[0.0053]***
Cash Flow 0.1866 0.1914 0.1898 0.1386
[0.0159]*** [0.0153]*** [0.0161]*** [0.0184]***
GDP Growth 0.0365 0.0352 0.0321 0.0347

[0.0192]*  [0.0182]**  [0.0184]** [0.0096]***

Observations 101,824 101,824 101,824 101,155

R-squared 0.07 0.07 0.07 0.14

Fixed Effects Firm Firm Firm Firm
Year Year Year Year




Table All
Alternative Measures of Corporate Investment

This table reports the estimates of investment regressising alternative definitions of corporate investment.

The first column uses capital expenditures scaled by bagiroi-year total assets. The second column uses
capital expenditures scaled by beginning-of-year netgntypplant, and equipment. The third column uses the
percentage change in capital expenditures relative to iitvdqus year. The final column uses the percentage
change in the capital stock (net PP&E) over the previous yéan and year fixed effects are included. Standard

errors are clustered by country and year.

1) (2) 3) 4)
Dependent Variable le /A1 It /Ke—1 %ACAPEX Capital Stock Growth
Election Year Dummy -0.0038 -0.0121 -0.0386 -0.0142
[0.0013]*** [0.0044]*** [0.0121]*** [0.0050]***
Q 0.0055 0.0366 0.0323 -0.0034
[0.0012]*** [0.0105]*** [0.0370] [0.0163]
Cash Flow 0.1866 0.8086 3.6355 1.5514
[0.0159]*** [0.0746]*** [0.6195]*** [0.1734]x**
GDP Growth 0.0365 0.1064 0.2261 0.1736
[0.0192]* [0.0848] [0.2623] [0.1002]*
Constant 0 0.0001 0.0011 0.0001
[0.0021] [0.0079] [0.0161] [0.0109]
Observations 101,587 101,288 97,534 101,276
R-squared 0.07 0.04 0.02 0.04




Table Alll
Investment Regressions: Additional Controls and Subsampls

This table reports the results of various robustness ched¢kslumn (1) reports the result of the baseline
investment-Q regression from Table Ill. Column (2) repthis specification that includes firm size (log of real
total assets), leverage (short term and long term debtdsbgl¢otal assets), cash holdings (cash and short-term
investments scaled by total assets), and profitability (R@&lumn (3) reports the results with Finland, France,
Pakistan and Poland omitted from the sample. Firm and yeed f&ffects are included in both specifications.
Standard errors are clustered by country and yeatr.

1) 2) 3)
Baseline Extra Controls Four Countries Omitted
Election Year Dummy -0.0038 -0.0040 -0.0040
[0.0013]***  [0.0013]*** [0.0012]***
Q 0.0055 0.0130 0.0055
[0.0012]*** [0.0006]** [0.0011]***
Cash Flow 0.1866 0.3130 0.0186
[0.0159]***  [0.0391]*** [0.0171]***
GDP Growth 0.0365 0.0414 0.0373
[0.0192]* [0.0203]** [0.0197]*
Size -0.0298
[0.0039]***
Leverage -0.0742
[0.0415]*
Cash Holdings 0.0461
[0.0331]
Profitability -0.0208
[0.0381]
Observations 101,587 101,288 99,412
R-squared 0.07 0.10 0.07




Table AIV
Proxy-Quality Tests: Direct and Reverse Regressions

This table reports results based on the proxy-quality tolestests of Erickson and Whited (2005). The first
column reports the results of tligrect regression of investment on our proxy for Tobin’s Q, cash flGBP
growth and the election year dummy. The second column rgplogt results of theeverseregression of our
proxy for the true incentive to invest on investment, casw,flGDP growth and the election year dummy. The
results from the reverse regressions are re-arranged towmgtment on the left-hand side. All regressions
include firm and year fixed effects and the standard errors@rected for heteroskedasticity using the White

(1980) estimator.

@) 2
Direct Regression Reverse Regression
Election Year Dummy -0.0039 -0.0540
[0.0005]*** [0.0140]***
Q 0.0055 1.7370
[0.0005]*** [0.1670]***
Cash Flow 0.1866 -3.9300
[0.0046]*** [0.2790]***
GDP Growth 0.0364 -0.3250
[0.0025]*** [0.0570]***
Observations 101,587 101,587
R-squared 0.07 0.07




Table AV
Investment Regressions - Including Macroeconomic ControVariables

This table reports both the baseline investment/Q regre$sdm Table |1l with additional macroeconomic con-
trols included on the right hand side. Specification (1)udels the growth in central government spending over
the previous year; Specification (2) includes the growtthérhoney supply (M1) over the previous year; Speci-
fication (3) includes the real interest rate; Specificatinricludes the inflation rate. The sample period is 1980
to 2005. Firm and year fixed effects are included in all speatifbns. Standard errors are clustered by country
and year.

@) 2 3) 4

Election Year Dummy -0.0033 -0.0034 -0.0037 -0.0038

[0.0011]*** [0.0011]*** [0.0012]*** [0.0011]***
Q 0.0059 0.0046 0.0055 0.0059

[0.0007]*** [0.0008]*** [0.0010]*** [0.0010]***
Cash Flow 0.1267 0.1619 0.1751 0.1746

[0.0124]*** [0.0154]*** [0.0118]*** [0.0112]***
GDP Growth -0.0182 0.0214 0.0481 0.0352

[0.0068]**  [0.0081]** [0.0114]*** [0.0103]***
AG -0.1518

[0.0684]**
AM1 -0.0179

[0.0037]***
r 0.0015
[0.0005]***
i 0.0002
[0.0000]***

Observations 75,798 80,582 96,150 101,558
R-squared 0.07 0.06 0.07 0.10




Table AVI
Basis of Executive Legitimacy

The data set covers the national elections whose outconesdee the chief executives
of countries directly or indirectly. For each country, tlidldwing steps are taken to identify
the chief executive and to classify the country based on evtiex executive power is vested
(Tablell).

1. A country is classified as presidential (parliamentaiyé president (prime minister)
is chief of state and head of government. A country is alsiciemned parliamentary
if a hereditary monarch is the chief of state while the primiaister is the head of

government.

2. For countries with both the prime minister and the predide/e refer to Polity 1V
database from the Center for International DevelopmentQorflict Management at
the University of Maryland, The Encyclopedia Britannicadarhe World Factbook
published by America’s Central Intelligence Agency. Ifshesources describe a coun-

try as parliamentary, we classify the country as parliamugnt

3. A country with the prime minister (or premier) is clasgsifes parliamentary if the pres-
ident is elected by members of the parliament rather tharopylar vote.

4. These steps leave six countries unclassified: Finlarahder, Poland, Russia, South
Korea, and Taiwan. We classify these countries as hybrittsegshave elements of both
parliamentary and presidential systems. All these coemitrave prime minister as well
as a directly elected president. Both leaders activelygjpate in the executive decision
making, although the relative division of power betweentihie leaders varies across
countries.

We utilize the presidential elections for countries witlegidential systems as the outcome
of the election directly determines the leader of the natitmthe absence of a direct elec-
tion for prime minister, the outcome of a legislative elenthas the foremost influence over
the appointment of the prime minister in parliamentary syt as the leader of the majority

party or coalition is usually appointed prime minister. $hwe consider legislative elections
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for parliamentary countries. An exception is Israel, foriethwe consider prime ministerial
elections rather than general elections. Israel introdwcdirect election of prime minister
in 1996, separate from the general elections. After thresctlelections for the premiership,
however, it went back in 2001 to the earlier practice, in whlte governing coalition’s leader
sits as prime minister. We also note that Switzerland desifitom a typical parliamentary
system in terms of leadership. One of the seven members ef&dgdouncil, which is elected
by members of parliament, is elected as president for a ttoneyear. The members of the

Federal Council thus serve as president in rotation.

For hybrid systems, we study the constitutional framewar#t practice of each country
to understand how the executive power is divided betweetvtbdeaders, and accordingly,
select the election identifying the leader who exerts moregy over executive decisions (see
Table[] for the choice of elections). The task of classifmatis somewhat complicated for
countries in which the executive power of the two leadersed Walanced. In France, for
example, the president controls foreign relations andnatidefense while the premier han-
dles domestic policy. Despite such division of respongied, however, the president wields
formidable executive powers including the power to disedhe national legislature and call
national referenda. For some countries, however, the tsahegrocess is rather straightfor-
ward. The South Korean system, for instance, is akin to a presidential system despite
the existence of a prime minister. Its legislative electido not serve as an indirect election
of prime minister as the prime minister is not required to beeanber of parliament as in
typical parliamentary systems, in which the prime ministéses from among the ranks of the
parliament’s membership. Therefore, presidential edestiare in effect the most influential
national elections in South Korea. Based on our examingpi@sidential elections are chosen
for France, Russia, South Korea, and Taiwan while legidagiections are utilized for Fin-
land and Poland. One may disagree with our choice of elecfamFrance, Poland, Finland,
and Pakistan, where the executive power of the two leadestaisvely well balanced (France,
Poland, and Finland) or has shifted over time (Pakistan)y Asustness check, we repeat the
test excluding these four countries to ensure that the ¢ssits are not driven by our choice
of the elections and find that the results remain intact (stsret Appendix Tabl@? for the

results).



Table AVII
Definition of Political Platforms

The following description was taken from Keefer (2007), @héxplains how World Bank

Database of Political Institutions identifies party orggign with respect to economic policy.

1. In the Handbooks, we first considered the party name, aed tine following rules:
Right: for parties that are defined as conservative, Chrisiemocratic, or right-wing.
Left: for parties that are defined as communist, socialistjed democratic, or left-
wing. Center: for parties that are defined as centrist or wiagty position can best be
described as centrist (e.g. party advocates strength@nivefe enterprise in a social-
liberal context). Not described as centrist if competingitans “average out” to a cen-
trist position (e.g. a party of “right-wing Muslims and Beij-oriented Marxists”). O:
for all those cases which do not fit into the above-mentiorsdgory (i.e. party’s plat-
form does not focus on economic issues, or there are congpstings), or no informa-
tion. NA: for those cases which there is no executive. Blaiok:those cases where

orientation is unknown.

2. If the orientation of a party was not immediately obviotgs its name or description in
the handbooks, we consulted the website: http://www.agorait/elections/parties.htm.
This site provides one-word descriptions of party origatatvhich could be fit into
the above framework. Cross-checks on parties listed in bothices showed a high
degree of agreement. As this source provided no histomdalmation, we assumed
that party location on the left - right spectrum remainedhamged over time, and we
recorded this party orientation for all years. Terms on tlebsite such as “liberal”,
“progressive”, “authoritarian” or “xenophobic” were dealith in the following way:
For “liberal” we went with the European definition (right)nse the website is based in
Europe. We classified “progressive”, “authoritarian”, fiphobic” as “0” (none of the
above) unless we had additional information that allowetbysosition the party on the
left/right spectrum.



3. We further spot-checked party orientations with Pditiearties of Africa and the Mid-
dle East and Political Parties of Eastern Europe and theeSsoc States, both published
by Longman Current Affairs series. If there was a conflict agithese sources, we went
with the description of the party economic platform (frony@ource).

4. If there was evidence that the executive deviated corattiefrom the party orientation
(e.g. austerity policy of a socialist/social democratictygthe executive’s orientation
is recorded in the database, not the party’s. In additioexefcutive is independent, the

executive’s orientation is recorded.

5. Finally, we compared our codings with those of Inglehad Bluber (1995). The coin-
cidence of codings was high, but there were some discrepabeitween theirs (based
on party platforms) and ours (determined as stated abovagnWe noted deviations,

we revisited our sources to determine whether a change ingahs warranted.



Figure Al. Matching Election Years with Fiscal Years

This figure demonstrates the construction of the electi@r geammy for each firm given the firm’s fiscal year
beginning and end. If the date of the election lies betweed&@ prior to the end of the fiscal yeaand 274
days after the end of fiscal yelathen the election year dummy variable takes a value of orldisall years for
which the election date does not fall within this range haeedlection dummy set to a value of zero.

Election Date

FYB¢ FYE FYE¢ 1

Election Dummy, =1

~~

If the election date is in
[FYE; — 45 daysFYE; + 274 Day$
then Election Dummy; = 1.
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