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Research Papers

International Capital Flows, Political Parties and Elections, October 2009
The determinants of capital flows and the link between these flows and economic growth have been an

intriguing subject in international economics and finance. The remarkable growth in capital flows in the
last three decades has been attributed to different reasons - trade liberalizations, capital control
policies, level of institutional and political development, and global versus country-specific risks. The lack
of consensus on the underlying cause or causes arises as each study focuses on different type of flows
with different time periods and different sample of countries. In this research, | focus on the
determinants of foreign direct investment into six developed countries over a period of more than three
decades. However, my interest here centers upon the role of political party characteristics as well as
economic fundamentals in driving foreign direct investment, with specific reference to governing
parties' positions on key economic and political issues. Using party manifestos and extreme bounds
analysis, | find that 3-month government bond rates, stock market index and imports, as well as the
governing party's position on administrative efficiency, corruption, technology & infrastructure, and
social services have a significant effect on foreign direct investment inflows. Intrigued by observation, |



also look at the relation from other way around and test the effects of different capital flows on the
probability of winning elections. | find that an increase in foreign direct investment and portfolio equity
inflows during election years decreases the pro-business political parties' chances of winning the
upcoming elections.

Capital Flows under Electoral Uncertainty, August 2008

| look into the interplay between financial and political volatility in a small open economy model. In the
setup, there are two types of agents (entrepreneurs and workers) and two candidates (pro-business and
pro-labor) running for government in the upcoming election. The outcome of the election directly
affects capital inflows through the elected party’s tax policy — a pro labor victory brings a sudden stop to
capital flows due to high capital taxes whereas a pro-business victory increases the inflows and the size
of the debt of the country. However, an increase in debt will make the pro-business candidate less
attractive to voters, especially to entrepreneurs. Therefore, electoral outcome depends on the size of
the debt, which in turn depends on expectations about the election. This two-way relation between
financial and political volatility has a role in magnifying exogenous shocks to markets, and may pave the
way to self-fulfilling politico-economic crises in emerging market economies.
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