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Abstract Are left-wing governments perceived as a riskier investment? This question is 
examined by considering how partisanship, a central feature of political institutions, 
impacts the perception of risk and levels of foreign direct investment inflows. Political risk 
is measured through data collected from rating agencies and bond yields, which are 
considered a proxy for country risk assessment.  A cross-national analysis with data from 
1975 to 2013 suggests that left-wing governments are more likely to have higher political 
risk ratings and government bond yields. Contrary to predictions, however, the study 
finds that left-wing governments are expected to have higher levels of FDI inflows. I 
propose this is due to overstated intercompany loans present within the measurement and 
conclude by offering some additional policy implications derived from the findings.  
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1 Introduction 

 

Foreign direct investment (FDI) by multinationals is a crucial element of the 

global economy. UNCTAD projects that FDI flows could rise to $1.8 trillion in 2016 from 

$1.45 trillion in 2012, due to increasing operations in emerging markets. FDI flows to all 

major developing regions have increased in the recent years. Africa saw increased inflows 

of 4% in 2013, sustained by growing intra-African flows. Developing Asia remains the 

number one global investment destination. Latin America and the Caribbean also saw an 

FDI inflow growth of 6% in 2013 (UNCTAD 2014). Prospects for foreign investment are 

brighter, according to the UNCTAD, with new opportunities arising in oil and gas 

industries, and multinational corporations’ investment plans in manufacturing. 

 

There is a renewed interest in the academic literature on the impact of political 

risk for multinational corporations and international investment. Political risk is a 

significant concern for foreign direct investors, especially when operating in developing 

countries. This thesis aims to assess how partisanship, a central feature of political 

institutions, influences not only the perception of risk but also actual patterns of foreign 

direct investment. Specifically, I am interested in the research question: are left-wing 
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governments more likely to present a higher political risk and does this entail they attract 

lower levels of FDI inflows?  

 

The relationship between party orientation and political risk is examined through a 

cross-national analysis with data from ranging from 1975 to 2013.  Data is collected from 

two different political risk rating agencies, the ONDD and PRS, to test how the party 

orientation of the chief executive affects ratings that are used by multinational investors 

in their decisions. Secondly, I test whether left-right ideology has an effect on 10-year 

government bond yields for countries which have accessible data ranging from 1975-2014, 

using bond yields as another proxy for country risk assessment. Finally, foreign direct 

investment inflows are considered, to analyze whether investor’s assessment of a country 

changes on a direct investment level with party orientation.  

 

The findings suggest that left-wing governments are both more likely to have 

higher political risk ratings and higher 10-year government bond yields. This however, 

does not translate into less FDI inflows, as my findings suggest left-wing governments are 

expected receive more FDI than right-wing governments. 
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 This paper is organized as follows. The next section presents a literature review on 

existing studies regarding political risk and foreign investment, and underlines linking 

mechanisms. Section 3 presents my hypothesis, followed by the research design including 

data description in Section 4. My findings are presented in Section 5, and further 

discussed in Section 6. Policy implications and concluding remarks are offered in Sections 

7 and 8.  

 

2 Literature Review 

2.1  Why is political risk important for a firm? 

 
Foreign direct investment (FDI) by a multinational is the purchase of physical assets 

or a substantial amount of ownership or stock of a firm in another country to gain a 

portion of management control. The consensus on the importance of attracting foreign 

direct investment has grown and developing countries seem to have shifted from opposing 

FDI to promoting it. Nevertheless, governments still employ policies that have negative 

effects on multinational’s profitability, whether directly or indirectly (Jensen 2008). A 

multinational corporation (MNC) operates production of goods and services in more than 

one country, involving the transfer of assets or intermediate products within the investing 

enterprise and without any change in ownership.  The most obvious forms of political risk 

for multinationals are nationalization and expropriation, which entails the loss of 
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ownership of their investment, and other risk of property rights violations. Although the 

1960s and 70s were a period of high frequencies of nationalizations, Kobrin (1984) argues 

that this period was unique, and nationalization stopped being common after 1975.  

Recent developments in Bolivia and Venezuela, amongst others, show that despite not 

facing the same risks of nationalization as in the 60s-70s, investments by multinationals 

are still highly affected by political risk. During his 14 years in office, Chavez nationalized 

major industries within oil, finance, agriculture, gold, telecommunications, transports and 

others (Reuters 2012). Governments may also openly expropriate assets (Kobrin 1979) or 

try to renegotiate agreements and contracts (Gatingnon and Anderson 1988; Williamson 

1996). President Nicholas Maduro, for instance, announced the Venezuelan Government’s 

expropriation of Clorox Spain assets in 2014, one of many expropriations which occurred 

in the country since the early 2000s (Clorox 2014).   

 

Collier and Pattillo (2000) found that political risk has significant impact on 

private investment and that firms have limited means of reducing these risks. FDI is 

structurally vulnerable to the violation of property rights by the host governments due to 

two factors: cross-border jurisdiction and illiquidity, as it is hard to recover the costs of 

investment once it has been made (Frieden 1994). Firms, and especially their affiliates in 

the host country, are obliged to abide by the host’s laws and regulations once a cross-
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border investment occurs. The host government then has the power to enforce property 

rights within its own territory. Since the legal status of expropriation or guidelines for 

compensation for expropriation have not been entirely and clearly defined in international 

law, host governments have further incentives to not abide to the property rights of 

MNCs (Thomas and Worrall 1994).  Therefore, the host country is often not held legally 

accountable to a higher authority when it does not fulfill its promise to protect foreign 

assets (Jensen and Biglaiser 2012). Even though the World Bank has organized a forum 

for protecting the rights of foreign investors against actions by their host states, the 

International Centre for Settle of Investment Disputes, host governments are free to 

withdraw from it. In 2007 for instance, Bolivia withdrew from the Washington 

Convention, which established this forum (McDermott Will and Emory 2007). A year 

before that, on May 1 2006, the Bolivian president Evo Morales had announced the 

nationalization of the country’s natural gas industry, voiding several contracts with 

foreign investors. Contracts cannot anticipate all eventualities, so a host government 

could use extreme circumstances such as war or economic crisis as a basis to deter on its 

agreements with foreign firms (Jensen 2008). Therefore, the host government’s promise to 

protect foreign assets could lack sound credibility or legal enforcement. Moreover, since 

FDI is a long term investment that requires time to realize lucrative returns, and since 

assets or capital cannot be retracted easily for the host country, the investment is often 
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rendered illiquid. For these reasons, FDI is inevitably susceptible to the risk of property 

rights violations by the host.  

 

However the firm is able to operate within these risks, it is reasonable that 

multinational corporations are attracted to host governments that can help minimize 

these political risks. The purpose of this thesis is to quantitatively assess whether left-

wing or right-wing governments have any effect in increasing or minimizing these political 

risks.  

 

2.2  How do political institutions affect the risk environment?  

 
 

Since political risks are a major obstacle for multinationals, scholars have focused 

on answering how political institutions may affect this risk environment. Specifically, in 

terms of the regimes’ level of democracy. Overall, studies that argue that democracy 

decreases political risk present four main reasons: political stability, transparency, the 

larger influence of multinationals over the host government, and international reputation 

costs. Since the literature of the partisan effect on political risk is not extensive, I will 

explain the mechanism behind political risk and political regimes using these arguments. 
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 Firstly, Tsbelis (1995, 2002) and other scholars argue that democratic regimes are 

more likely to attract multinationals as there are a larger number of veto players that 

have the ability to block policy change, thus increasing political stability. This argument 

suggests that since democracies provide a status quo in policy, leaders are less able to 

introduce sudden policies that could harm multinationals, which in turn receive more 

assurance of stability.   

 

Another mechanism that links political regimes with political risk is through 

transparency. Multinationals are able to account for the legislative process and anticipate 

changes in policy if policy-making in the political regime is more transparent, such as in 

democratic regimes (Rossendorff and Vreeland 2006). 

 

A third mechanism connecting political institutions to political risk is that firms 

are allowed to influence policy by formal avenues which are more likely to be present in 

more democratic governments (Jensen 2008).  Usually, foreign firms are also able to lobby 

or influence politicians in authoritarian regimes, although to a lesser extent according to 

Jensen. If foreign firms are more likely to influence policy towards their own preferences 

or to promote stability, they will be more attracted to investments. 
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Lastly, the issue of international reputation of a country is the final mechanism 

that links political regimes with foreign investment and political risk. This mechanism is 

the most relevant to this thesis. When a host government initiates disputes over a 

contract, expropriates or uses policies that harm multinationals, it faces high reputation 

costs that will be evident in political risk ratings or financial market indicators such as 

bond yields. Governments that enact policies with negative effect for multinationals are 

understandably less likely to attract foreign investment. Jensen (2003, 2006) for instance 

argues that democratic leaders suffer audience costs by reneging on commitments with 

foreign investors. Therefore, the incentives for expropriation in democratic regimes are 

reduced due to potential reputation costs.  

 

On the other hand, there are several scholars that argue that democracy increases 

political risks. Some maintain that democracy leads to unstable policies due to changes in 

government via elections (Rodrik 1991). Incumbent governments manipulate monetary 

and fiscal policy prior to elections to attract votes (Franzese 2002) or governments may be 

forced to commit to policies implemented in the past (Persson and Svensson 1989; 

Alessina and Tabellini 1990). This in turn means that political instability in democratic 

regimes may deter foreign investment.  
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Nevertheless, several influential studies by Jensen et all (2003; 2006; 2008; 2012) 

which serve as theoretical bases for this thesis have shown empirically that democracies 

tend to have lower political risk ratings.  

 

Apart from arguments linking political institutions and political risk in terms of 

democracy levels, there are a few studies that point to other connections. For instance, 

Calvo, Leiderman and Reinhart (1993, 1996) argue that FDI inflows result from both 

“push and pull factors”, from conditions that are external and internal to the recipient 

countries, respectively. Research has placed emphasis on high interest rates, limitations of 

the credit market and technological changes as factors that push and encourage investors 

to seek investments away from their own country (Fernandez-Arias 1996). Although these 

are important, this thesis concentrates on the pull factors that attract investment, that 

entail economic and political conditions in the host country.  Once a multinational invests 

in a foreign market, disinvestment of the assets is costly and avoided. Thus political 

regimes that lower political risks will attract multinationals by decreasing the cost of 

internalizing production. In systems with lower levels of political risk, multinationals will 

invest with foreign direct investment. In instances of high political risk, they will either 

avoid the market or establish a contractual relationship with a domestic firm (Jensen 
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2003). Therefore, aspects of political regimes that have effects on political risk, such as 

party orientation, will affect the amount of foreign direct investment.  

 

2.3  How may partisanship affect political risk? 

 
Throughout the analysis it is assumed that host governments are partisan, 

following Hibbs (1977, 1992) and Tufte (1978). This implies that governments value the 

well-being of a core set of constituents, either labor or capital in this simplified theory, 

more than those of the opposing group (Jensen et al 2012). Although partisanship and the 

political positions of left-wing versus right-wing countries are complex, scholars simplify 

that pro-labor governments are left-wing and pro-capital governments are right-wing when 

discussing foreign investment (Jensen et all 2012, Pinto and Pinto 2008).  Multinationals’ 

investments are likely to vary with the level of organization and influence of labor and 

capital in host countries (Hanson, Mataloni and Slaughter 2001), to the extent that they 

respond to conditions in host countries.  

 

While extensive research on the effects of policy decisions concerning trade and tax 

policy on FDI flows (Felstein, Hines, and Hubbard 1995; Desai, Foley and Hines 2001) 

does exist, there has been less focus on the effect of party orientation on foreign 
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investment.  In terms of trade for instance, Dutt and Mitra (2005) and Milner and 

Judkins (2004) show that left-right party ideology is a good predictor of countries’ trade 

policy orientation. They find that left-wing governments will adopt more protectionist 

trade policies in capital-rich countries, but adopt more pro-trade policies in labor-rich 

countries, than right-wing governments. Nevertheless, this does not explain the possible 

effect of party orientation on political risk. I argue that left-wing governments are more 

likely to expropriate foreign assets and nationalize industries. Thus, that left-wing 

governments are more likely to present a higher political risk, and consequently attract 

less foreign direct investment. 

 

 Although some scholars suggest that ideologically motivated expropriations were 

concentrated in just a few countries such as Algeria, Angola, Chile, Ethiopia, Peru and 

others in 1960-80 or that they largely declined after 1960 (Kobrin 1980, 1984, Lipson 

1985), expropriation of revenue stream continues being a risk. Host governments are able 

to renegotiate tax rates, depreciation schedules, tariff rates, and a number of other policies 

that directly affect the investing firms’ operations (Jensen 2006). It is common convention 

in research that a government with leftist ideology, which favors labor interest and state 

interventions in the economy, is more likely to encourage expropriations of foreign assets. 

Right-wing governments will expropriate less frequently because they prioritize the 
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preference of business elites (Hawkins, Mintz and Provissiero 1976). Therefore, these 

arguments linking left-wing governments with higher expropriation risks support the 

hypothesis that left-wing governments will receive less FDI, given they have a higher 

political risk.  

  

There is some existing research that disagrees with this effect between partisanship 

and foreign investment and proposes that FDI inflows tend to be larger to governments 

that cater to labor, and are thus left-wing (Pinto 2008; Jensen and Biglaiser 2012). Their 

argument is centered on empirical evidence that FDI inflows react differently to party 

orientations when separated into industries. In other words, that left-wing host 

governments will have more FDI inflow into sectors such as manufacturing, where labour 

is complemented by foreign investment. Right-wing governments will have higher FDI in 

sectors where foreign capital substitutes labour and complements capital. More broadly, in 

the book Why the Left Loves Foreign direct investment and FDI Loves the Left, Pinto 

(2012) argues that FDI inflows are likely to decrease the return to capital and increase the 

return to labor, thus being larger in left-wing governments.  
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3 Hypotheses 

 

Since the existing literature on the effect left-right ideology on political risk and 

foreign direct investment is not extensive, the goal is to further evaluate this effect. The 

overall hypothesis is that left-wing governments will have a higher political risk and thus 

receive less foreign direct investment. This is based on the suggested mechanism that left-

wing governments engage in more property rights violations than right-wing governments, 

and investors or risk rating agencies perceive them as posing more of such risk, which is 

subsequently reflected in political risk measures. Since investors will be more attracted to 

governments that minimize political risk, countries with higher political risk ratings will 

receive less FDI. The following testable hypotheses have been devised after considering 

the literature on the topic and available measures of political risk: 

H1 – Left-wing governments are more likely to have higher political risk ratings 

H2 – Left-wing governments are more likely to have higher bond yields 

H3 – Left-wing governments are more likely to attract less foreign direct investment 

inflows 
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4 Research Design 

 
In order to test these hypotheses, a cross-national time series analysis will be 

conducted following a simple multivariable regression model, including country and year 

fixed effects and robust standard errors. A country year unit of analysis is maintained 

throughout.  

 
 
 

 

4.1  Main Independent Variables 

 

The main independent variable is the right-left party orientation of the chief 

executive. This measure was collected from two different databases. For data on all 

countries, the Database of Political Institutions 2012 (Updated Jan. 2013) was used, 

created by Beck et al in their study “New Tools in comparative political economy: The 

Database of Political Institutions” (2001). The variable used measures party orientation 

with respect to economic policy, and was coded based on the description of the party in 

the sources used by the authors. Parties that are defined as conservative, Christian 

democratic, or right-wing, where labeled as ‘Right’, and parties that are defined as 

communist, socialist, social democratic, or left-wing are defined as ‘Left’. Parties that are 
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defined as centrist or when party position can be best described as centrist, such as when 

a party supported strengthening private enterprise in a social-liberal context, are labeled 

as ‘Center’.1 For the purpose of this thesis, the party orientation from the DPI2012 

dataset is measured in two different ways to increase the robustness of the model. One is 

by measuring left-right orientation as an ordinal independent variable, where a right-wing 

government has a value of ‘1’, a center-wing government has a value of ‘2’, and a left-

wing government has a value of ‘3’. In other words, as the value of party orientation 

increases, the more left-wing oriented a government is. This measure is labeled in the 

tables as “Party Orientation using Ordinal IV”. The second method is by measuring party 

orientation as a dummy variable by eliminating centrist governments, and coding “0” 

when a government is right-wing, and “1” when a government is left-wing. This was 

feasible as out of 4396 observations of party orientations, only 506 where labeled as 

centrist. This dummy measure also follows the direction of the ordinal measure; as it 

increases when a government is left-wing. It is labeled in the tables as “Party Orientation 

using Dummy IV”. Both methods where included in the analysis to show that the results 

are consistent throughout, even when centrist governments are not included.  

 

                                     
1 For more information on the coding of this variable, please visit the DPI 2012 codebook 
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For data on OECD countries, the Manifesto Project Data was used to measure 

left-right position of party. The Manifesto Research Group created the dataset by 

analyzing quantitative content of parties’ election programmes for over 50 countries 

covering all free, democratic elections since 1945. The data specifically measures political 

preferences of parties from their published manifestos, providing a detailed measurement 

of party orientation. The variable is measured as given in Michael Laver/Ian Budge (eds.): 

“Party Policy and Government Coalitions”, Houndmills, Basingstoke, Hampshire (1992). 

Based on their study, their measurement is calculated by the following equation:  

 

 

 

 

 

 

 

 

 

 

 

( Military (positive stance) + freedom and human rights + constitutionalism 

(positive stance) + political authority + free market economy + incentives + 

protectionism (negative stance) + economic orthodoxy + welfare state limitation + 

national way of life (positive stance) + traditional morality (positive stance) + law 

and order (positive stance) + civic mindedness (positive stance) ) – ( Anti-

Imperialism + Military (negative stance) + peace + internationalism (positive 

stance) + market regulation + economic planning + Protectionism (positive 

stance) + controlled economy + nationalization + welfare state expansion + 

education expansion + labour groups (positive stance) + democracy)  
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In other words, by subtracting left-wing policy measures from right-wing policy 

measures.  In the results table, this measure is labeled as “ Party Orientation using 

Manifesto Project Data”. Ideally, this data would be used as the main independent 

variable to cover all countries. However, it is only available for 50 countries, half of which 

are established OECD democracies and the rest are young democracies of Central and 

Eastern Europe. Therefore the use of this dataset was limited to include only OECD 

countries, as data on my dependent variables would not be readily available for central 

and eastern European countries, especially government bond data. It is interesting to 

analyze whether party orientation has an effect for investment in OECD countries, which 

are developed high-income economies with a high Human Development Index.   

 
 

4.2  Dependent Variables 

 

4.2.1.  Political Risk Ratings 

 
The effect of party orientation is tested on different measures of political risk. 

Firstly, data on the premiums charged for risk insurance coverage in different countries is 

used. This variable reflects international reputation because the investor will have to pay 

a higher premium to purchase insurance for investing in a country with high political risk. 

Multinational firms mitigate political risk by purchasing insurance contracts. 
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Expropriation risk insurance covers direct nationalization and expropriation of assets 

along with breaches of contracts between the firm and government. Measures are built up 

by market actors attempting to maximize profits by properly pricing and allocating 

resources based on the level of political risk.  The data was collected from the ONDD, a 

Belgian Export Credit Agency. The agency provides traditional export credit insurance to 

multinationals as well as other forms of investment insurance. Major investment location 

consultants utilize their data for evaluating political risk. Its director, who also serves as 

the head of the OECD’s country rating service, is the price leader in export credit 

insurance, attributing more credibility to this measure. The data was chosen because the 

ONDD makes it publicly available via their website, as found through a study by Jensen 

(2008). It is also convenient as it is disaggregated by type of political risk, so 

expropriation risk can be separated from other types. The ONDD places 153 countries in 

seven different risk groups and gives separate scores for expropriation risk and war risk 

(which were not included in the analysis). The time-series data is provided from 1992 to 

2014. Countries with the highest risk are coded 7, and countries with the lowest risk are 

coded 1. They are assigned this rating based on a quantitative model and then 

reevaluated based on qualitative evidence with up to a one-point correction to the risk 

rating. This variable is used, along with my other dependent variables, to build a model of 
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political risk that will test the impact of party orientation on political risk for 

multinational investors.  

 

A second set of political risk ratings were collected from the Political Risk Services 

(PRS). PRS is one of the world’s leading agencies providing assessments of political risk. 

Contrary to the ONDD, it does not use its political ratings to price insurance. Therefore, 

this measure is included to eliminate any bias on ratings arising from pricing purposes, 

and to see whether the results for political risk are consistent with different methods the 

that rating agencies may use. PRS uses the Prince general political forecasting model, 

developed by Coplin and O’Leary (1994), to aggregate and weight forecast generated by 

quantitative and qualitative data into political risk ratings. The yearly data from 1984 

onwards is readily available in the PRS website and is attractive because the ratings 

include an eighteen-month political risk forecast which is similar to the planning horizon 

of investors. The PRS Political risk rating, which was recoded so its direction is aligned 

with the ONDD risk rating,  ranges from a low of 0 (lowest risk) to a high of 10 (highest 

risk).  

 

             These direct measures of political risk, as Jensen (2008) argues, enable the 

consideration of only those control variables that are theoretically linked to levels of 
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political risk. Based on his work “Political Risk, Democratic Institutions and Foreign 

Direct Investment”, the level of development (lnGDP Per Capita), economic growth 

(Annual GDP growth) and level of democracy are included as control variables. Higher 

levels of economic development are associated with lower levels of political risk. In times 

of low economic growth, politicians may have an incentive to redistribute income from 

foreigners to domestic citizens, thus increasing expropriation risk, or employ austerity 

measures that increases discontent towards the governments and increases risk for the 

investors. Both GDPPC and GDP Growth were collected from the World Bank’s World 

Development Indications. The natural log of GDPPC is used to transform its skewed 

distribution into a normal distribution. Moreover, democratic regimes are associated with 

presenting less political risk (Jensen 2008, Gliblaiser, Li and Malesky 2012). To control for 

democracy levels, the standard measure of democracy from the Polity IV dataset  is used 

(Marshall and Jaggers 2000) where democracy is an ordinal variable ranging from -10 (low 

democracy) to 10 (highest democracy level).  Fixed effects are also included in every 

model to control for country or year specific determinants of political risk.  
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4.2.1.  10-Year Government Bond Yields 

 
Another dependent variable that is analyzed to understand how party orientation 

impacts the perceived risk of a country is 10-year government bond yields. A higher yield 

for a government bond signals the country has a higher risk of default, as investors need 

to be paid more yield to cover their risk. Edwards (1984) indicates that country risk plays 

an important role in the bond market. He finds evidence that bond yield spreads are 

positively associated with country risk. Scholtens and Tol (1999) have also concluded that 

bond yields are a good reflection of country risk. Moreover, many scholars argue that 

sovereign credit risk, the risk of loss from a borrower’s failure to repay a loan or otherwise 

meet a contractual obligation, was priced in government bond yields (Codogno et al. 

2003 ; Bernoth et al. 2004; Bernoth and Wolff 2008; Manganelli and Wolswijk 2009 ; and 

Schuknecht et al. 2011). Therefore, it is possible to use government bond yields as a proxy 

for perceived risk.  

 

            10-year government bonds yield were chosen due to the assumption that 

investors price in political risk for a medium to long period of time. 5-year government 

bonds could be considered a more ideal time spectrum to analyze the effect of party 

orientation of the chief executive, but not all countries decide to offer this type of 
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sovereign bond. Unfortunately, since bond data is not readily available, of the 126 

countries that had DPI2012 party orientation data only 48 countries had accessible bond 

yield data and were included in the analysis. Monthly bond yield data from 1975 until 

2014 was collected from the Global Financial Database, which I subsequently converted to 

annual averages.  

 

           There are some controls that are necessary for 10-year government bonds yields 

data. A critical control is Sovereign default, which is presented as number of sovereign 

debt restructurings in a given year and collected from the dataset by Trebesch and Cruces 

(2013). The data used spans from 1975 to 2013 with a worldwide coverage. Sovereign debt 

restructurings is defined as restructurings of public or publicly guaranteed debt. Sovereign 

default instances are associated with higher bond yields, as it signals the inability or 

refusal of a government to pay back its debt and thus characterizing it as a riskier 

investment. When a sovereign default happens, bond prices for the country in question 

decline as investors sell these bonds, and as the inverse relationship between bond prices 

and bond yield implies, bond yields increase as more return is needed to cover their risk 

(Kaminsky and Schmukler 2002). It is therefore necessary to control whether a spike in 

bond yields in a specific year was caused by a sovereign default. Similarly, instances of 

currency crisis or banking crisis, which would also cause a hike in bond yields, are also 
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controlled for. Other control variables include level of development, growth and 

democracy. Countries with a higher level of development are expected to have a more 

stable and developed economy associated with less risk. Countries with levels of high 

growth may attract investment, therefore increases bond prices and decreasing bond yields.  

 
 

4.2.1.  Foreign Direct Investment Inflows 

 
 The last dependent variable used test to assess its relationship with party 

orientation is FDI inflows. These are defined as the net inflows of investment to acquire a 

lasting management interest (10% or more of voting stock, defined by the International 

Monetary Fund) in an enterprise operating in an economy other than that of the investor. 

The data for all countries from 1975-2013 was collected from the World Bank’s World 

Development Indicators and is the sum of equity capital, reinvestment of earnings, other 

long-term capital and short-term capital as shown in the balance of payments. Since this 

paper assesses whether political orientation had an effect in the amount of foreign direct 

investment that entered a country, net inflows in the economy from foreign investors are 

used. Since the data, measured in a hundred millions of US Dollars, was skewed, the 

natural log was used to normalize the distribution.  
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             Based on Jensen’s (2003) model of FDI determinants, market size (lnGDP), 

trade and democracy are necessary control variables. Given that market size and level of 

development (lnGDPPC) have a strong correlation of 0.6, the level of development was 

excluded from the controls to avoid multicollinearity. A separate regression was tested to 

see whether including level of development changed the results of the main independent 

variables, the impact of party orientation on FDI Inflows, and it did not affect the results.  

Trade is measured as exports plus imports as a share of GDP and is expected to have a 

positive effect on FDI inflows. Market size of a country is also expected to entail more 

foreign direct investment and is calculated as the log of GDP. Both measures were 

collected from the World Bank’s WDI, with worldwide coverage since 1975. Democracy, 

although presenting an inconclusive relationship with FDI based on the literature, is also 

controlled for. The rate of Economic Growth is another control variable as countries with 

expanding domestic markets should attract higher levels of FDI.  

 

            Budget Deficit is yet another control that is necessary as an FDI determinant 

because high deficits have been linked to poorer macroeconomic performance. Since 

budget deficits can be financed by inflows of foreign capital in international capital 

markets, there may be more FDI present in countries with high budget deficits. The 

source is also the World Bank’s WDI, and the variable is defined as the entire stock of 
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direct government fixed-term contractual obligations to others outstanding on a given 

date, usually the last day of the fiscal year since it is a stock rather than a flow. It is the 

gross amount of government liabilities reduced by the amount of equity and financial 

derivatives held by the government.  This variable presents some data constraints for the 

FDI inflows model as it is not available for all countries and drops the number of 

observations included in the regression. Nevertheless a regression excluding the variable 

was tested and the main results were the same.  

 

            Furthermore, higher levels of human capital have been linked to higher levels of 

FDI (Mankiw, Romer and Weil 1992). Thus human capital is also controlled for, 

measured as the average number of years of school of the workforce, as defined by Barro 

and Lee (1993).  

 

           Another important control variable accounted for in the FDI model is controls on 

inflows of foreign direct investment imposed by a country domestically. If there are 

restrictions placed on FDI, the country will most likely attract less foreign investment 

(reference). This measure is taken from Brune, Garrett and Guisinger (2001), as a dummy 

variable that codes countries with no controls as 1 and countries with controls as 0. 
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              I would also like to note that although data was collected for Natural Resource 

Dependence from Haber Menaldo 2011, I decided not to include it as a control variable in 

my final model for FDI, as the measure only included dependence on hydrocarbons. 

However regressions were tested including Natural Resource Dependence and it did not 

change the results for my main independent variable, party orientation.  

 

5 Findings 

 
 

Firstly, the results for ONDD political risk ratings are presented in Table 1. As predicted 

there is a significant positive relationship between right-left party orientation and political 

risk ratings. Using the Ordinal measure for Party Orientation for all countries, as 

presented in Model 1, we see that on average for every movement from right to center to 

left, the ONDD political risk ratings is expected to increase by 0.11.  

 

In model 2, where a dummy independent variable for party orientation was used, the 

results show a larger effect of right-left party orientation on ONDD political risk ratings. 

The movement of party orientation from right to left produces an increase of 0.19 in 

ONDD political risk rating.  
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Table 1. Determinants of ONDD Political Risk Ratings 
  

 
Model 1: Model 2: Model 3: 

  
All 

Countries 
All 

Countries 
OECD 

Countries 

    Party Orientation using Ordinal IV 0.11*** 
  

 
(0.02) 

  Party Orientation using Dummy IV 
 

0.19*** 
 

  
(0.05) 

 Party Orientation using Manifesto 
Project data 

  
0.043** 

   
(0.02) 

lnGDP per Capita -1.14*** -1.03*** -0.11 

 
(0.22) (0.24) (0.26) 

GDP growth 0.00 0.00 -0.01 

 
(0.00) (0.00) (0.00) 

Democracy -0.038*** -0.0711*** -0.074** 

 
(0.01) (0.014) (0.03) 

    Constant 13.69*** 12.88*** 3.13 

 
(1.59) (1.75) (2.68) 

    Country FE YES YES YES 
Year FE YES YES YES 
Observations 2,122 1,877 492 
Country N 126 126 25 
R-squared 0.794 0.798 0.846 

 
 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
Note: The dependent variable in all regressions is the ONDD political risk rating, ranging from 0 (lowest 
risk) to 7 (highest risk). The independent variable is Party Orientation measured in three ways. As an 
ordinal IV, it ranges from 1(right-wing) to 3(left-wing). As a dummy IV, a value of 0 is given to right-
wing governments and 1 is given to left-wing governments. Using the Manifesto Project Data, this ordinal 
IV ranges from 0(right-wing government) to 10(left-wing government). Democracy is a polity score that 
ranges from -10 (least democratic) to 10 (highest democracy score).  
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From these two models with worldwide coverage using DPI data, our preliminary 

finding is that left-wing governments may be more likely to have a higher political risk 

rating.  

 

When the same regression is tested on the OECD country sample using Manifesto 

Project Data instead, where the independent variable is an ordinal measure with a larger 

scale of 0 (right-wing) to 10 (left-wing), the results are consistent. We find a significant 

positive relationship between right-life party orientation and ONDD political risk rating. 

With a one unit increase of party orientation, moving from right oriented to more left 

oriented, the ONDD political risk rating is expected to increase by 0.043 each time.   

 

Although the coefficient is smaller than the other models, the effect of party 

orientation is not less in this model. The ONDD political risk rating in this sample ranges 

from 1 to 4.2, considering these are OECD members which could be expected to present 

less risk than developing countries. 

 

The control variables present some unsurprising results. In terms of Level of 

Development, which was measured as the natural log of GDP per capita, a 100% change 

would reduce ONDD Political Risk ratings by 1.14 using an the ordinal IV measure and 
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by 1.025 using the dummy IV measure. Results for the level of development for OECD 

countries was not significant however. This is unsurprising as OECDs are considered to 

have the highest development indexes, and suggests that we might not have needed to 

include this control for model 3. Overall, the results suggests that Level of Development is 

an important determinant of political risk ratings when comparison across countries 

worldwide is considered and that countries with a lower level of development are expected 

to have a higher political risk rating. Future research may benefit from assessing this 

relationship in more depth.  

 

Level of democracy is in line with results of studies by Jensen (2008) discussed earlier. 

In all three models, the results were significant, showing that countries with lower levels 

of democracy are more likely to have higher political risk ratings.   

 

Although it may be argued that including models with PRS political Risk ratings is 

not necessary, I wish to show that my results are consistent when different methods of 

measuring political risk are considered. These are presented in Table 2. 
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Table 2. Determinants of PRS Political Risk Ratings 
  Model 4: Model 5: Model 6: 

  
All 

Countries 
All 

Countries 
OECD 

Countries 

    Party Orientation using Ordinal IV 0.025* 
  

 
(0.015) 

  Party Orientation using Dummy IV 
 

0.048* 
 

  
(0.027) 

 Party Orientation using Manifesto 
Project data 

  
0.041* 

   
(0.021) 

lnGDP per Capita -0.89*** -1.09*** -1.06*** 

 
(0.10) (0.10) (0.22) 

GDP growth -0.02** -0.012*** -0.055*** 

 
(0.00) (0.004) (0.009) 

Democracy -0.04*** -0.042*** -0.031** 

 
(0.01) (0.01) (0.016) 

    Constant 11.7*** 13.1*** 12.39*** 

 
(0.70) (0.75) (2.23) 

    Country FE YES YES YES 
Year FE YES YES YES 
Observations 2,682 2,381 671 
Country N 116 116 25 
R-squared 0.868 0.864 0.856 
 

    
 
 
 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
Note: The dependent variable in all regressions is the PRS political risk rating, ranging from 0 (lowest 
risk) to 10 (highest risk). The independent variable is Party Orientation measured in three ways. As an 
ordinal IV, it ranges from 1(right-wing) to 3(left-wing). As a dummy IV, a value of 0 is given to right-
wing governments and 1 is given to left-wing governments. Using the Manifesto Project Data, this ordinal 
IV ranges from 0(right-wing government) to 10(left-wing government). Democracy is a polity score that 
ranges from -10 (least democratic) to 10 (highest democracy score).  
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We find there is also a significant positive relationship between right-left party 

orientation and PRS political risk ratings. A one unit increase in the ordinal right-left 

party orientation variable increases the PRS political risk rating by 0.025. This effect, 

although significantly positive, is very small. It is equivalent to moving from the risk of 

Turkey to that of Bolivia in 2012.  

 

For the dummy right-left orientation, the positive effect is slightly larger. A movement 

from right-wing government to left-wing government produces an increase of 0.048 in PRS 

Political risk rating. This is equivalent of moving from the risk of Italy, that had a right-

wing government in 2011, to the risk of Trinidad and Togabo that had a left-wing 

government in 2011.  

 

Thus, when using a sample with worldwide coverage using party-orientation data from 

the DPI2012, we find that left-wing governments are more likely to have a higher PRS 

political risk rating, just as our ONDD Political risk rating models showed. This is 

consistent if we measure the IV as ordinal or dummy.  
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For OECD countries, using Manifesto Project data, the results also point to a 

significant positive effect of right-left party orientation on PRS political risk ratings. A 

one unit increase of right-left party orientation is predicted to increase PRS political risk 

ratings by 0.041, equivalent to moving from Austria to Australia in 2012. Thus, for each 

movement from right-wing to left-wing government political risk ratings increase. This is 

a large significant positive effect. Therefore, the results from our OECD sample also show 

that left-wing governments are expected to have a higher political risk rating.  

 

The control variables present the same directions as the results from ONDD Political 

Risk ratings: countries with a lower level of development are expected to have a higher 

PRS political risk rating, and countries with a lower level of democracy are also expected 

to have a higher PRS political risk rating. However, GDP growth also has a significant 

negative relationship in these models using PRS Political Risk Ratings. We find that a 

countries with lower GDP growth are expected to have higher PRS political risk ratings.  
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Table 3. Determinants of 10-Year Government Bond Yields 
  Model 7: Model 8: Model 9: 
  All Countries All Countries OECD Countries 
Party Orientation using Ordinal IV 0.33*** 

  
 

(0.09) 
  Party Orientation using Dummy IV 

 
0.63*** 

 
  

(0.18) 
 Party Orientation using Manifesto 

Project data 
  

0.005 

   
(0.01) 

Sovereign Default 15.02*** 13.93*** 1.57*** 

 
(1.12) (1.16) (0.15) 

lnGDP per Capita -1.05 -6.93*** 0.026 

 
(0.95) (1.85) (0.11) 

GDP growth -0.15 -0.19*** -0.009 

 
(0.05) (0.06) (0.01) 

Banking Crisis 0.40 0.355 -0.036 

 
(0.32) (0.33) (0.03) 

Currency Crisis 0.01 -0.07 0.003 

 
(0.34) (0.36) (0.03) 

Democracy -0.35 -0.46** 
 

 
(0.24) (0.24) 

     Constant 24.48*** 83.93*** 2.23** 

 
(9.21) (17.86) (1.05) 

    Country N 48 48 22 
Country FE YES YES YES 
Year FE YES YES YES 
Observations 1,051 918 694 
R-squared 0.793 0.801 0.884 
 

    
Robust standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 
Note: The dependent variable in all regressions is natural log of 10-Year Government Bond Yields. The independent 
variable is Party Orientation measured in three ways. As an ordinal IV, it ranges from 1(right-wing) to 3(left-wing). As a 
dummy IV, a value of 0 is given to right-wing governments and 1 is given to left-wing governments. Using the 
Manifesto Project Data, this ordinal IV ranges from 0(right-wing government) to 10(left-wing government). Sovereign 
Default, Currency Crisis and Banking Crisis are measured in number of occurrences on a given year. Democracy is a 
polity score that ranges from -10 (least democratic) to 10 (highest democracy score).  
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Table 3 presents the results for the effect of right-left party orientation on 10-Year 

Government Bond Yields. We can expect left-wing governments to have a higher 10-year 

government bond yield. Using an ordinal IV, a one unit increase of right-left party 

orientation is expected to generate a 0.33 increase in 10-year government bond yields, as 

seen in Model 7. This would be roughly equivalent to moving from the bond yield of New 

Zealand to that of Slovakia in 2012.  If we use a dummy IV, the movement of party-

orientation from right-wing to left-wing produces an increase of 0.63 for 10-year 

government bond yields, which is like moving from New Zealand to Philippines in 2012.   

 

Both these models thus indicate that left-wing governments are indeed more likely to 

present higher bond yields, and as this may be considered a proxy for higher political risk.  

 

When running the same regression for OECD countries using Manifesto Project data, 

we do not find a significant effect of party orientation on 10-year government bond yields. 

An interesting outcome, however, is that number of sovereign defaults on a given year has 

a significant positive relationship with bond yields. A one unit increase in sovereign 

default is expected to lead to a 1.574 increase in bond yields. This is a significant effect 

that shows that countries that have defaulted on debt on a given year are more likely to 

present higher bond yields on that year.  
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Finally, table 4 shows the last set of results, concerning the effect of right-left party 

orientation on FDI inflows. The results are quite surprising. When using an ordinal 

measure of the IV, we find that a one unit increase of right-left party orientation leads to 

a 18.7% increase in FDI inflows. Using a dummy IV measure, we find that a movement 

from right-wing government to left-wing government produces a 35.7% increase in FDI 

inflows. This significant positive effect is contrary to our proposed hypothesis, and I will 

discuss possible reasons in the next section.  
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Table 4. Determinants of FDI Inflows 
     Model 1: Model 2: Model 3: 

  All Countries All Countries OECD Countries 
Party Orientation using Ordinal IV 0.19*** 

  
 

(0.04) 
  Party Orientation using Dummy IV 

 
0.36*** 

 
  

-0.09 
 Party Orientation using Manifesto Project 

data 
  

-0.01 

   
(0.08) 

Trade 0.00 0.00 -0.00 

 
(0.00) (0.00) (0.00) 

Market Size 1.29*** 1.38*** 1.51*** 

 
(0.26) (0.27) (0.56) 

GDP growth 0.03** 0.03** 0.00 

 
(0.01) (0.02) (0.02) 

Democracy -0.06*** -0.00 
 

 
(0.02) (0.03) 

 Government Deficit 0.00 0.00 0.00 

 
(0.00) (0.00) (0.00) 

FDI Inflows Controls 0.81 0.98* 1.5** 

 
(0.57) (0.58) (0.73) 

Human Capital 0.09 0.11 0.15 

 
(0.09) (0.09) (0.14) 

Constant -12.83* -15.82** -19.05 

 
(7.20) (7.422) (15.61) 

Observations 1151 980 302 
Country FE YES YES YES 
Year FE YES YES YES 
Country N 52 52 22 
R-squared 0.895 0.901 0.771 

 
 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
Note: The dependent variable in all regressions is natural log of FDI Inflows. The independent variable is Party Orientation 
measured in three ways. As an ordinal IV, it ranges from 1(right-wing) to 3(left-wing). As a dummy IV, a value of 0 is given to 
right-wing governments and 1 is given to left-wing governments. Using the Manifesto Project Data, this ordinal IV ranges from 
0(right-wing government) to 10(left-wing government). Market Size is lnGDP. Democracy is a polity score that ranges from -10 
(least democratic) to 10 (highest democracy score).  
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Market size, measured by lnGDP, has an unsurprising significant positive relationship 

with FDI inflows. A country with a higher market size is more likely to attract higher 

levels of FDI.  

 

Model 12, for OECD countries using Manifesto Project data, does not find a 

significant relationship between party orientation and FDI Inflows.  

 
 

6 Discussion 

 

Of the main hypotheses this thesis attempts to assess, the first one is whether left-

wing governments are more likely to have higher political risk ratings.  Support is found 

for this claim, since it was shown that both ONDD political risk ratings and PRS political 

risk ratings are expected to be higher for left-wing governments. This was the case even 

when controlling for level of development, growth, and democracy level, with country and 

year fixed effects and robust standard errors. The results were also consistent when tested 

with a smaller sample of OECD countries. This finding can support the work of those that 

argue that left-wing governments, favoring labor interests and state interventions in the 

economy, may encourage more nationalization or expropriation of foreign assets, and are 
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thus more likely to present a higher political risk to multinational investors, regardless of 

region and level of development.  

 

The findings further fit in the existing literature by suggesting democracies are 

more likely to have lower political risk ratings. This is line with the research produced by 

Jensen (2003, 2006, 2008) and the scholars that argue democracy decreases political risks. 

Specifically, this finding supports research that argues international reputation is the 

reason why democracies have a lower level of political risk and thus could attract more 

investment. As previously explained, Jensen (2003, 2006) argues that democratic leaders 

suffer audience costs by reneging on commitments with foreign investors. Therefore, the 

incentives for expropriation in democratic regimes are lower due to potential reputation 

costs, and the results show this mechanism may be at work as political risk ratings reflect 

countries’ reputation for investors.  

 

The second hypothesis that the analysis attempted to confirm is that left-wing 

governments are more likely to have higher bond yields. The results for Model 7 and 8, 

which use data for 48 countries, support this hypothesis by presenting a positive 

relationship between right-left party orientation and 10-year government bond yields. This 

suggests that left-wing governments present a higher risk for investors, thus must have a 



40 
 

higher return for the investment to be profitable. This supports the overall theory that 

left-wing governments are more likely to present higher political risk, given that bond 

yields can be a proxy for measuring risk.  

 

These results, however, are not consistent for OECD countries using a more 

accurate measure of right-left party position. The Manifesto Project Data scans party 

manifestos for specific policies and views, and later creates an ordinal index with a large 

range that accounts for a variety of policies that distinguish between right and left party 

ideologies. There are several possible reasons why the hypothesis that left-wing 

governments have higher bond yields was not concluded with this sample. Firstly, OECD 

countries are developed economies that are already known to attract investment through 

sovereign bonds. This is due to their higher political stability and higher levels of 

developments, as their bond yields are lower and are seen as a safer investment with low 

or no default risk. It is no coincidence that of the bonds data available, almost all of the 

OECD members had bond data starting from long before 1975, as the markets for these 

bonds opened before than most non-members. The bond yields for OECD countries reach 

a maximum of 3.19, while the maximum for all country sample is 4.11.  Therefore, party 

orientation may not have any impact on OECD bond yields as right-left ideology is not 

important to investors when considering whether to buy a bond from a developed 
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economy or not, there must be other determinants at play related to their current 

economic performance. Moreover, it is very interesting to find that sovereign default has a 

large impact on bond yields for OECD and may further suggest that investors are more 

interested in economic indices or specific financial occurrences in OECD countries 

regarding sovereign bonds.  

 

My final hypothesis stated that left-wing governments are more likely to attract 

less foreign direct investment inflows. This is not supported by the findings. Instead, the 

results for model 10 and 11 suggest that there is a significantly positive relationship 

between right-left party orientation and FDI Inflows. In other words, that left-wing 

governments are actually likely to attract higher amounts of FDI. This result is surprising 

and is not in line with the overall theory that if countries present a higher political risk, 

they will attract less FDI. Even though it was shown left-wing governments have a higher 

amount of political risk, both with agency ratings and through a financial market 

indicator such as bond yields, I conclude higher risk is not linked with lower amount of 

FDI inflows.  

 

Some scholars propose the alternative hypothesis that governments that are pro-

labor, and thus left-wing, attract more FDI inflows (Pinto 2004; Pinto and Pinto 2008; 
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Jensen and Biglaiser 2012). Their main explanation is that FDI inflows are likely to 

decrease the return to capital and increase the return to labor, since foreign capital is 

entering a host country. Governments that are pro-labour and promote the well-being of 

workers will introduce policies that attract foreign investors, while governments that are 

pro-capital (right-wing) promote the well-being of domestic business owners and thus 

prefer policy regimes that keep investors out. However, this explanation could present 

some flaws since they base their results on separating FDI inflows into industries and 

disregard a country’s overall FDI inflows level. Also, there could be insufficient research 

surrounding this theory.  

 

Thus, I offer an alternative explanation as to why the results do not support the 

main hypothesis and suggest instead that left-wing governments are more likely to attract 

higher levels of FDI inflows. There are three main components of FDI capital: equity 

capital, reinvested earnings, and other capital (including intercompany debt). There have 

been increasing discrepancies in the past fifteen years relating to FDI transactions, 

causing recorded FDI Inflows to seem much larger than outflows. Research has found that 

this discrepancy relates to the recording of FDI transactions involving intercompany debt 

(IMF 2004).  
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Intercompany loans, counted as ‘other capital’ in FDI inflows calculations, cover 

the borrowing and lending of funds between direct investors and subsidiaries, branches 

and associates, including debt securities and suppliers’ credits. The current treatment of 

FDI inflows does not discern between types of ‘other capital’ FDI. Therefore, it may be 

hard to distinguish whether capital was actual FDI or part of “in-house” banking 

activities of a company (located in the host government itself). Due to the liberalization of 

capital and money markets, more firms are able to channel money within the company, 

such as to subsidiaries overseas, through intra-firm loaning and borrowing of funds. Loans 

may be routed through a specific country by a “Special Purpose Entity” (SPE) (IMF 

2005).  An onshore corporation establishes a SPE in an offshore center to engage in 

financial activities in a more favorable tax environment or to reduce their capital 

requirements due to more liberal rules (IMF 2000).Thus, when funding an operation 

onshore, sometimes the funds are loaned from foreign affiliates as they are in more 

profitable markets. These types of transactions, whether through SPE or not, overstate 

the FDI inflows figures even though there is no investment made in the economy.  

 

FDI inflows could therefore be inflated due to intercompany loans, which are 

included in the measure. In principle, intercompany loans should be subtracted from FDI 

Inflows to avoid double counting. Intercompany loans are estimated to have increased 
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from an average level of $20 billion in 2002-04 to over $70 billion in 2006, and declining 

slightly to $60 billion in 2007 (World Bank 2008). It is evident that intercompany loans 

are an increasing phenomenon and that issues with its double counting presents problems 

for my analysis. The IMF has admitted to this problem, even suggesting in 2005 that FDI 

inflows data has become “hardly applicable to sound economic analyses” due to this 

(Ouddeken 2005). It has issued a new template for collecting international financial 

transactions data to correct these limitations, which will be implemented in 2015, however 

for the purpose of this thesis it was the only data available to measure FDI inflows.  

The practice of utilizing overseas affiliates as financing vehicles has a long history. 

Borio et al (2014) describe how German industrial companies used Swiss and Dutch 

affiliates to borrow in local markets and then repatriate the funds to Germany. Examples 

of this can be found in China, Brazil and Russia, for instance.  In 2007 alone, Brazilian 

private companies received approximately $16 billion in intercompany loans, according to 

Brazil’s Central Bank (Da Silva 2008). Even though the zero-rate tax on foreign exchange 

transactions was increased in 2013, the data on our analysis used pre-2013 data where it is 

likely there were many intercompany loans that overstated FDI inflows.  

Ultimately, it may simply be the case that there are higher levels of intercompany 

loans in left-wing governments. This in turn would explain why there is a higher level of 
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FDI Inflows for left-wing governments. To confirm this, further testing would be required 

using intercompany loans cross-national data, which is not currently available. 

Furthermore, this explanation cannot be extended to explain the impact of right-left party 

orientation on FDI Inflows for OECD countries, as the results for this relationship was 

inconclusive. 

 

7 Policy Implications 

 

 Overall trends show that most investment policy measures remain geared 

towards promotion and liberalization, but the share of regulatory or restrictive measures 

increased. In 2013, according to UNCTAD’s estimates, 59 countries and economies 

adopted 87 policy measures affecting foreign investment. Of these measures, 61 related to 

liberalization, promotion and facilitation of investment, while 23 introduced new 

restrictions or regulations on investment (UNCTAD 2014).   

Given that the results found that left-wing governments are more likely to have 

higher political risk ratings and higher bond yields, this could be an interesting 

relationship for governments to keep in mind while promoting a country for foreign 

investment. The purpose was to show that perceived political risks, from ratings by 
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agencies or by considering financial market indicators, could have a relationship with 

party orientation. As multinationals expand investments into emerging markets and 

search for investment opportunities in markets all over the world, the assessment of 

political risk has become increasingly important. Governments that wish to reduce their 

political risk ratings could offer more explanations of their policies regarding 

expropriations of foreign investments or their stance on nationalization of industries, so 

investors have more information to judge the host government. The results could also 

encourage governments to be more mindful of the reputation costs that are reflected by 

political risk ratings and introduce policies that promote FDI through increased 

guarantees and insurance.  

 There are some examples of recent policy changes that could lead to lower 

political risk.  Among the FDI promotion measures, for instance, in 2013 Cuba approved a 

new law on foreign investment which offers guarantees to investors and fiscal incentives. 

The country also established a new special economic zone (SEZ) for foreign investors in 

Mariel. In Pakistan, the Commerce Ministry finalized an agreement with the National 

Insurance Company for comprehensive insurance coverage of foreign investors. 

 Some countries, on the other hand, have introduced restrictive or regulatory 

policies affecting both domestic and foreign investors. For instance, Bolivia introduced a 
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new bank law that allows control by the State over the setting of interest rates by 

commercial banks in 2013. It also authorizes the Government to set quotas for lending to 

specific sectors or activities. Ecuador issued rules for the return of radio and television 

frequencies in accordance with its media law, requiring that 66% of radio frequencies be in 

the hands of private and public media (33% each), with the remaining 34% going to 

“community” media. 

 The effect of these recent promotion policies compared to restrictive policies are 

yet to be assessed in terms of political risk ratings. However I present these as examples of 

policies that could have effects on political risk ratings. 

 It is evident that there is a complex interplay between individual political 

leaders, their party orientation and international capital markets. An interesting measure 

that left-wing governments often use to attract investments, such as in the case of the PT 

party (Worker’s Party) in Brazil, is adopting specific pro-capital economic measures that 

are not typically left oriented policies. These policies are expected to instill confidence in 

international investors that the macroeconomic scenario is stable and that expropriations 

or nationalizations are not part of the agenda. For example, stocks and bond markets 

declined harshly after the announcement that Luiz Inácio ‘Lula’ da Silva and his left-wing 

PT party had overtaken President Fernando Henrique Cardoso, a favorite of the 
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international financial community, in the 2002 presidential elections. Cardoso emphasized 

that voting Lula into power would ruin Brazil’s image as perceived by international 

investors and the financial markets. After Lula’s victory however, the PT maintained the 

same economic policies as Cardoso. This positively surprised the business community. 

Inflation and currency were under control, and the reserves increased. This lead to a 

perception of economic stability that propelled the country to robust economic growth 

and attracted investments. This strategy by the leftist PT to employ right leaning 

economic policies to decrease perceived political risk continues to occur.  The current 

incumbent president Dilma Rousseff shook financial markets when she won elections 

against right-leaning Aécio Neves, the preferred opposition candidate by foreign investors 

and business community. However, she recently appointed a Minister of Finance that is 

seen as a “fiscal hawk” and is committed to restore balance to Brazil’s struggling public 

finances by reducing the fiscal surplus with the aim of pleasing investors and rating 

agencies (Financial Times 2014). These measures are real-world examples of left-wing 

countries aiming to decrease their risk.  

 Furthermore, my findings suggest caution should be used when using FDI 

inflows as a measure, and suggest further improvement to remove instances of double 

country intercompany loans.   
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8 Conclusion 

 

The aim of this paper was to evaluate whether left-wing governments were perceived 

as a risker investment through political risk ratings and government bond yields. The 

theory was proposed that multinationals are more attracted to governments that will 

minimize political risks. With this reasoning, governments with higher political risk 

ratings should attract less foreign direct investment, in theory.  

 

By testing models based on differed ways of measuring political risk, the findings 

suggest that left-wing governments are indeed more likely to present higher political risk. 

Political risk ratings from two agencies were considered, ONDD which uses ratings as a 

way to price insurance for investors, and the PRS which provides a robust measurement 

of political risk. To include an indicator widely used by financial markets and the business 

community, 10-year government bond yields were also evaluated in the analysis, assuming 

countries with a higher yield are riskier since they require higher returns to the 

investment. Party Orientation was measured in three different ways, as an ordinal and 

dummy with the DP12012 dataset, and ordinal for OECD countries using the Manifesto 

Project dataset.  
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The findings suggest that left-wing governments are more likely to have higher 

ONDD and PRS political risk ratings using all three measurements of party orientation. 

This supports the same observation found in previous studies by Jensen (2008) and 

Jensen and Biglaiser (2012). It was also found that left-wing governments are likely to 

have higher government bond yields in the all country models. However, the same 

relationship was not concluded when testing for OECD countries, which suggests 

sovereign bonds for OECD countries have other determinants since their fixed income 

market is more established.  

 

 Although left-wing governments were expected to have lower levels of FDI inflows, 

due to the higher risk of expropriation and other violations of property rights, as well as 

an international reputation of higher political risk, this was not the case. The results 

suggested that left-wing governments are more likely to receive higher levels of FDI 

inflows. Further research of how the measurement is constructed led to the discovery that 

intercompany loans may be double counted and thus inflating FDI inflows. In other words, 

the lending and borrowing of firms between their local and foreign affiliates could be 

counted as FDI inflows while they are not actual investments in the host economy. This 

suggests further research possibilities for the determinants of FDI inflows and its 
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relationship with party orientation, which remains inconclusive due to these data 

constraints, despite my findings. 

 

 If this project were to be pursued further, there are several more analyses that 

could be conducted. It would be interesting to replicate the studies by Pinto (2008) and 

Jensen and Biglaiser (2012) which divide FDI inflows into its various industries and 

analyze whether partisanship has an effect on FDI inflows in different sectors. A wider 

array of controls could also be included while testing the impact of government bonds. 

Since the determinants of governments bonds are very complex, and this study presents a 

simple model for government bond yields, it could be worth further testing its relationship 

with party orientation. Furthermore, it could also be interesting to examine whether the 

finding that left-wing governments present higher political risk also holds when assessing 

credit ratings from agencies such as Moody’s or S&P. Given the literature of the effect of 

party orientation on political risk and FDI is not extensive, there is still a lot of potential 

in this research area.  
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Appendix  

Table 5. Summary Statistics for dataset using DPI2012 data 

  Variable Obs. Mean 
Std. 
Dev. Min Max 

Main 
Independent 

Variables 

Party Orientation using Ordinal 
IV 4393 2.12 0.93 1.00 3.00 
Party Orientation using Dummy 
IV 3887 0.57 0.50 0.00 1.00 

Dependent 
Variables 

ONDD Political Risk Rating 2779 3.31 1.83 1.00 7.00 
PRS Political Risk Rating 3415 3.64 1.57 1.00 10.00 
ln10-Year Gov Bond Yields 1121 1.98 0.52 0.01 4.11 
lnFDI Inflows 3742 19.34 2.84 6.91 26.55 

Control 
Variables 

Polity2 4038 2.97 7.03 -10.00 10.00 
lnGDPPC 4104 7.97 1.62 4.74 11.36 
GDP Growth 4128 3.52 5.73 -62.08 104.48 
lnGDP 4145 23.64 2.32 17.79 30.41 
Trade 4070 4.19 0.58 2.07 6.09 
Budget Deficit 928 59.21 38.78 0.21 289.84 
Controls on FDI Inflows 1417 0.33 0.33 0.00 1.00 
Human Capital 3493 6.86 2.97 0.61 13.02 
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Table 6. Summary Statistics for dataset using Manifesto Project data 

  Variable 
Obs
. 

Mea
n 

Std. 
Dev. Min Max 

Main 
Independent 

Variables Party Orientation  869 4.97 0.91 2.58 7.59 

Dependent 
Variables 

ONDD Political Risk Rating 500 1.34 0.54 1.00 4.20 
PRS Political Risk Rating 681 1.89 0.95 0.30 6.50 
ln10-Year Gov Bond Yields 709 1.94 0.55 -0.15 3.19 
lnFDI Inflows 775 22.00 2.07 13.72 26.55 

Control 
Variables 

Polity2 840 9.47 1.96 -6.00 10.00 
lnGDPPC 867 10.15 0.55 8.32 11.36 
GDP Growth 866 2.57 2.77 -8.86 21.83 
lnGDP 869 26.34 1.62 21.08 30.41 
lnTrade 869 4.09 0.56 2.77 5.87 
Budget Deficit 360 3.98 0.60 1.30 5.28 
Controls on FDI Inflows 410 0.12 0.19 0.00 1.00 
Human Capital 832 9.21 1.82 3.55 12.37 
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