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FINANCIAL ECONOMICS | RESEARCH ARTICLE

Economic policy uncertainty and corporate 
investment: Does quality of governance matter?
Umar Farooq1*, Mosab I. Tabash2, Suhaib Anagreh3 and Mamdouh Abdulaziz Saleh Al-Faryan4

Abstract:  A stable economic condition is crucial for an organization’s success. Any 
fluctuation in economic policy directly influences corporate-level decisions. 
However, exercising better governance can mitigate the adverse effect of such 
unstable economic conditions. Owing to this, the current research tends to disclose 
the impact of economic policy uncertainty (EPU) on corporate investment decisions 
and how this impact varies across countries having better governance quality. To 
achieve the underlying objective, we use the data for the years 2010–2019 of 
publicly listed enterprises from 6 Asian economies. The empirical analysis was 
performed by employing the generalized least square (GLS) and GMM techniques. 
The statistical analysis reveals an inverse relationship between EPU and corporate 
investment while a direct relationship between governance quality and corporate 
investment. In addition to individual impact, better governance quality can mitigate 
the magnitude of the adverse impact of EPU on corporate investment. Better 
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governance can diversify the negative impacts of EPU by protecting investor rights, 
eliminating information asymmetric, and enhancing policy stability. Based on 
empirical analysis, the policy officials are directed to exert efforts for exercising 
better governance. Similarly, corporate managers are advised to consider the cur-
rent economic situation while formulating any strategy relating to physical invest-
ment. This study is innovative as it reinforces the significance of better governance 
in disentangling the adverse impacts of EPU on corporate investment.

Subjects: Economics; Finance; Business, Management and Accounting; Industry & 
Industrial Studies 

Keywords: Corporate investment; economic policy uncertainty; governance quality; GMM

JEL Classification: E60; G31; G38

1. Introduction
The industrial community (including all firms from different industrial sectors) is a key member of 
an economic environment and is open to being affected by any change in existing economic policy. 
Generally, the industrial sector adjusts its financial and investing decisions according to the policy 
movements of the federal government. Economic policy shocks can mitigate the organizational 
efficiency related to such decisions because such shocks reduce the profit, sale volume, and even 
the return on investment. In this regard, the study arranged by Chen et al. (2019) has documented 
the adverse impact of economic policy uncertainty (EPU hereafter) on corporate investment 
decisions. Not surprisingly, there exist several studies that explicitly illustrated the negative 
influence of EPU on corporate investment decisions (Akron et al., 2020; Wang et al., 2014; Xie 
et al., 2019). Most studies have explored the potential impact of EPU on corporate investment 
decisions, but limited literature offers a solution to how can we overcome such adverse impacts of 
EPU. Thus, this study offers new insights regarding the governance effectiveness in mitigating the 
adverse effects of EPU on corporate investment. Mainly, this study explores the moderating role of 
governance in the nexus of EPU-corporate investment.

In literature, an extensive debate has been on the possible consequences of EPU for various 
business decisions. In this regard, Demir and Ersan (2017), and Feng et al. (2019) have documen-
ted the effect of EPU on cash holdings, Cui et al. (2021a) have asserted the relationship between 
EPU and earnings management, Lee et al. (2021) have argued the impact of EPU on financing 
decisions, and Iqbal et al. (2020) have highlighted the possible consequences of EPU for the 
financial performance of industrial sectors. Given such adverse impacts of EPU on various business 
decisions, it is crucial to disseminate such policies that can ensure policy stability and can impede 
the adverse impacts of EPU on business decisions. Among the other factors, exercising better 
governance can decouple the adverse impacts of EPU (Omoteso & Mobolaji, 2014). Furthermore, 
a better institutional quality that reflects the good governance situation can ensure the protection 
of investors’ rights in a country (Driss et al., 2021) which eventually leads to boost in the invest-
ment behavior of corporate managers. Leaning on such arguments, it can be suggested that 
a better governance system can moderate the adverse impacts of EPU on corporate investment 
decisions.

Economic policy uncertainty is an emanating challenge for policy analysts as it can hamper the 
growth of almost all economic sectors of an economy (Istiak & Serletis, 2018). This effect is 
stronger in emerging economies that are already sufferings from other economic complexities 
including energy crisis, unskilled labor, and lack of subsidies, etc. Thus, it is necessary to develop 
a strategic solution to overcome the adverse impacts of EPU on industrial decisions specifically in 
such economies. Supporting this, the study of Doan et al. (2020) has observed the co-movements 
among country-level governance, stock price synchronicity for banks, and economic policy 
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uncertainty. They have explicitly documented that country-level governance can help to reduce 
the synchronicity in stock prices of commercial banks in emerging economies. They have also 
found robust evidence that EPU changes the direction of liaison between governance and stock 
price synchronicity. Following this, it can be comprehended that EPU, and governance have 
conjunction impacts on other financial decisions of the industrial sector, e.g., investment decisions. 
Owing to this, the current study is intended to find out the empirical impacts of EPU, and 
governance on investment decisions and how this relationship changes across the countries 
having better governance scores. As governance has strong strategical linkages with both EPU 
and investment, therefore it is obvious to consider its role as a moderating variable in the relation-
ship between EPU and corporate investment. The quality of governance helps to manage the 
spurious economic situation caused by EPU in a country. It can further mitigate the negative 
spillover impacts of EPU on the efficiency of other economic sectors (Essen et al., 2013). Figure 1 
explains the relative trend between three main variables of the study, i.e., corporate investment, 
EPU, and governance. According to Figure 1, the highest EPU is suffered by China (2.227), followed 
by South Korea (2.140), Singapore (2.095), Japan (2.070), India (2.055), and Pakistan (1.989). Due 
to low uncertainty, Pakistani enterprises have a high investment ratio of 0.518, corroborating the 
inverse relationship between EPU and corporate investment.

This study explores the moderating role of governance quality in the nexus between EPU and 
corporate investment decisions. For empirical analysis, we collect the 10-years (2010–2019) 
financial information of non-financial publicly listed firms from 6 Asian economies. The calculation 
of EPU is based upon the established indices of Baker et al. (2016) while corporate investment 
decision is quantified as total expenditure incurred on PPE acquisition in fractioned with total 
assets. Similarly, the mathematical measurement of country-level governance was extracted from 
World Governance Indicator, The World Bank. The statistics of panel GLS and two-step system GMM 
techniques imply that EPU has an adverse impact on investment decisions. However, such 
a declining trend in investment due to high EPU responds differently when country-level govern-
ance was considered as a moderating variable in a formal relationship. A better quality of 
governance can deter the adverse impact of EPU on investment decisions. Briefly, the analysis 
provides explicit evidence on moderating effect of country-level governance between the relation-
ship of EPU and investment decisions. In addition, the empirical analysis portrays the dynamic 
impact of other control variables considered at the firm level and country level on corporate 
investment.

This study contributes in the following ways: it provides robustness to empirical studies arranged 
on the liaison between EPU and corporate investment decisions in alternative data specification. 

China Japan India Pakistan south
korea Singapore

Corporate Investment 0.361 0.328 0.402 0.518 0.374 0.265
EPU 2.227 2.070 2.055 1.989 2.140 2.095
Governance -0.523 1.273 -0.264 -1.088 0.769 1.528
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-1.000

-0.500

0.000

0.500
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Figure 1. Trend across the 
countries.

Source: author’s estimation
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However, most studies were limited to formal analysis and were unable to explore the possible 
solution to how we can mitigate the unfavorable impacts of EPU on investment decisions. Thus, 
current research has novel outcomes as it provides the clear significance of country-level govern-
ance to curtail the adverse impacts of EPU on industrial decisions, specifically investment deci-
sions. This research also contributes novel ideas regarding the potential impact of accumulative 
governance and also the dynamic role of other indices of governance in determining the physical 
investment decisions of corporate firms. Limited studies found which have such arrangements of 
empirical analysis. Additionally, the current analysis provides meaningful policy insights to both 
economic policy officials and corporate managers regarding EPU and governance effects on 
corporate investment. Following the statistical outputs, this study suggests to policy officials 
that they should focus on policy stability and the exaggeration of better governance quality. 
Likewise, corporate managers should composite such investment strategies that can bear the 
volatility of policy uncertainty. They should attentively consider the current economic conditions 
while making investment strategies. In addition, this study asserts that corporate managers 
should enhance their investment during better governance because it has a positive effect on 
corporate investment. During better governance, there is a low probability of information asym-
metric, and corporate firms may enjoy an early payout period due to transparency in business 
proceedings. Thus, it is recommended to enhance the investment during better governance. 
Additionally, the current analysis argues to international investors to invest in countries having 
good governance situations.

The residual paper carries the following sections: Section 2 explains the empirical findings of 
related literature and builds the hypotheses. Section 3 interprets the material and methods and 
section 4 offers the statistical results. Similarly, section 5 consists of the discussion on empirical 
results, and section 6 belong to the conclusion and policy implications.

2. Review of literature
The liaison between EPU and corporate investment decisions has been well-established in the 
literature. There exists an array of studies that attempt to explore the dynamic connection 
between EPU and firm-specific decisions (Akron et al., 2020; Chen et al., 2019; Wang et al.,  
2014). However, the findings of these studies are still inconclusive and limited to a formal relation-
ship. The theoretical notion of the classical theory (Knight, 1921) asserted that corporate firms 
having the ability to evaluate investment options even in uncertain economic situations can earn 
profit through the integration of resources. The theorization of this theory can be used to build the 
link between the variables of the study. Better governance enhances the ability to evaluate the 
investment as it reduces the information asymmetric and protects the investor rights. Therefore, 
corporate managers can make more appropriate decisions regarding investment management 
even in the high EPU era. Similarly, another economic approach introduced by Hartman (1972) and 
Abel (1983) described the liaison between uncertainty and return on investment under the 
assumptions of perfect competition, and symmetrical adjustment of cost. Such theoretical state-
ments were later advocated by Abel and Blanchard (1986). Contrary to these, Caballero (1991) 
documented that uncertainty hampers the investment of the industrial sector if we forgo the 
assumptions of Hartman’s (1972) and Abel’s (1983) models. The theoretical views of these theories 
provide underpinnings, i.e., EPU discourages the investment behavior of corporate managers. 
Nonetheless, such questionable contentions regarding the literature urge to expand more empiri-
cal studies on how EPU influences the industrial sector investment decisions.

2.1. Economic policy uncertainty (EPU) and investment
EPU can affect corporate capital investment decisions through various channels. The uncertain 
economic condition makes the investment spending irreversible and enhances the sunk cost by 
leveraging the information asymmetric problem (J. Wu et al., 2020). This factor allows the firms to 
make the weight between current and future investment options. For instance, Adjei and Adjei 
(2017) vowed that economic uncertainty delayed the return on investment which eventually 
discouraged the firms from investing during such economic conditions. Additionally, policy 
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uncertainty can raise the expected cost of investment projects due to fluctuations in economic 
conditions (Wang et al., 2014), and hence reduced the return on such investments. This effect is 
rigorous in developing economies where entrepreneurs typically follow the policy changes and 
limit their investment preferences until policy reforms have been executed. At the macro level, 
Zhang (2019) asserted that an uncertain economic environment mitigates the legal protection of 
investors’ rights, thus leading to harm the investor’s confidence to make any investment.

Empirically, a study organized by Xie et al. (2019) has indicated the inverse liaison between 
EPU and corporate investment decisions. He et al. (2020) have also illustrated the inverse liaison 
between policy uncertainty and the investment decisions of enterprises. Cui et al. (2021) con-
ducted a study by examining the EPU impact on corporate innovation investment. Xu (2020) 
discloses that the EPU upsurges cost regarding capital, and due to this the government does not 
prefer to further invest in innovation. Similarly, the work of Zhang (2019) asserted that the 
existence of EPU in the host country discourages firms from overseas investment. They further 
illustrated that firms face uncertainty during high EPU and thus are unable to make strong 
decisions. Ilyas et al. (2021) have expressed that the EPU limits a firm’s investment, reflecting 
the inverse relationship between EPU and investment. This negative liaison between EPU and 
investment was observed across various sub-samples. Moreover, this liaison is more pronounced 
in oil-producing economies than in oil-consumption economies. Liu and Zhang (2020) noted that 
the upward movement of EPU impedes investment. They further vowed that banks and other 
financial institutions feel hesitation while granting debt during high EPU. Darsono et al. (2022) also 
found a negative link between EPU and sustainable investment. Jackson and Orr (2019) have 
identified the negative influence of EPU on managerial confidence regarding any venture invest-
ment. Recently, Chu and Fang (2021) have observed decreasing trend in investment volume during 
the high EPU era in China. Leaning on the empirical findings of previous studies, it can be argued 
that 

H1: Economic policy uncertainty has a negative relationship with corporate investment.

2.2. Country-level governance and investment
The better governance situation enhances institutional transparency within the country. It mat-
ters both at the micro-level and macro-level. Each state defined its own specific rules and 
regulations to regularize the overall operations within the state. The transparency in the execu-
tion of such rules and regulations reflects the governance quality and it further has a close link to 
the decisional efficiency of other state stakeholders, e.g., industrial sectors. The governance 
system has a major chunk in determining overall economic progress, and due to this the 
industrial sectors consider the sensitivity of country governance. During a better governance 
system, corporate managers are more optimistic about future economic and industrial growth 
and thus are more likely to enhance their investment both in physical projects and security 
markets (Caixe, 2022). In this essence, many scholarly articles have emerged in the recent 
decade exploring the connection between corporate governance and corporate investment. The 
study of Azhar et al. (2019) has described the positive impact of governance on investment. 
Another work by Iheonu et al. (2019) worked to find the connection between governance and 
domestic investment by using Driscoll and Kray’s fixed effect technique. Their findings disclose 
that governance has a positive link with domestic investment which further unveil that when 
adequate governance exists, the volume of investment will upsurge. Other recent studies resulted 
in similar empirical outcomes regarding the connection between governance and investment 
(Bah & Kpognon, 2021; Cohen et al., 2017; Ogbonna et al., 2022). Irrespective of abundant 
literature, no analysis was found exploring the relevant impact of governance on corporate 
investment. However, leaning on empirical suggestions of existing literature, it can be declared 
that 
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H2: There is a positive link between governance and investment.

2.3. Policy uncertainty, governance, and investment decisions
Irrespective of the negative influence of EPU on corporate investment decisions, some studies have 
argued the influential behavior of some firm-specific factors on the liaison between EPU and 
investment decisions. These factors include firm size and financial constraints (Duchin et al.,  
2010; Xie, 2009). Likewise, another study arranged by Wang et al. (2014) indicated that firms 
having high returns on investment are less affected by EPU. Guariglia et al. (2011) posit that usage 
of internal finance for investment purposes can eliminate the adverse impacts of EPU on invest-
ment decisions. The empirical findings of these studies explained the role of firm-specific factors in 
deterring EPU influence on corporate investment decisions. At the macro level, there exist some 
factors that can impede the EPU’s influence on corporate investment decisions. The intervention of 
official authorities in the financial market can eliminate the EPU’s impact on industrial investment 
decisions. Huang et al. (2011) have reported that state-owned enterprises have more certain 
information about policy movements and thus are willing to invest more in capital projects. 
Another study conducted by Passos and Modenesi (2021) has highlighted the comparative advan-
tage of state-owned banks over non-state-owned banks regarding monetary policy transmission. 
They stated that state-owned banks have more monetary policy execution power. These studies 
guide the transformation of country-level factors into the liaison between EPU and investment. 
However, no research was found that argued the dynamical role of governance (another macro-
economic factor) in determining the influence of EPU on corporate investment decisions.

Recent research organized by Lee et al. (2020) has explicitly vowed that governance plays 
a particular role in mitigating corruption, which further led to more innovation investment. A high 
level of corruption restraints managers’ investment in innovation due to the non-protection of 
copyrights. However, the likelihood of a firm’s innovation can be increased by ensuring the 
governance implications. Doan et al. (2020) have also found the co-movement of governance, 
bank price synchronicity, and political uncertainty. Omri (2020) indicated the significance of 
governance in the regularization of entrepreneurship activities. They have suggested that govern-
ance has a positive influence on formal entrepreneurship activities and a negative impact on 
information activities. The negative influence on informal activities advocates that a good govern-
ance situation protects the investor rights which eventually led to more investment. In the line 
with these views, it can be stated that  

H3: Governance quality has a moderating impact on the nexus between EPU and investment 
decisions.

3. Data and methodology

3.1. Data description
The current analysis is based on a sample of 10 years of data, spanning from 2010 to 2019. We use 
this span due to exclusion of two extraordinary events incurred in 2008 (2007–2008 financial 
depression across the world) and 2020 (spread of COVID). During the occurrence of both events, 
the corporate firms may follow dynamic strategies regarding investment and therefore show 
abnormal performance towards investing. Moreover, countries may experience different EPU 
scores and governance during both events. Thus, we limit our sample between these two spans 
(2010–2019) to get an unbiased analysis. We collect the data from non-financial sector firms from 
six Asian economies (China, India, Japan, Pakistan, Singapore, and South Korea). The selection of 
underlying Asian economies is subject to the availability of data and prevailing governance and 
EPU issues in these economies. In this study, we pursue the deductive technique of research and 
utilize secondary data for empirical analysis. Table 1 gives information about data sources and the 
data availability statement comprises of.1
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An analysis based upon non-financial sector firms; we arrange our sample by ignoring the firms 
of the financial sector having SIC codes 6000 to 6999. Such type of firms was excluded due to 
irrelevancy with any physical investment. Financial sector firms do not indulge in any type of 
physical investment projects but invest in securities. Moreover, we exclude the financial firms as 
such firms do not involve in any production activities and thus are less concerned to change in the 
economic policy of a country. The financial firms have more financial assets and have a high 
immunity against any volatility in economic policies and therefore show different responses 
towards change in economic policies and governance. Moreover, financial institutions have profes-
sional management of assets as they have more professional managerial bodies and therefore are 
less likely to be affected by any change in the economic situation. Second, the financial institutions 
invest the money of their account holders and other stockholders and therefore they are more 
sensitive to managing the investment, and therefore their financial assets are less affected by 
economic uncertainty. The magnitude of harmful effects of economic uncertainty on the financial 
sector and the non-financial sector is always different, therefore we exclude the financial sector 
enterprises from the sample to make the analysis more results-oriented (Agomor et al., 2022). 
Owing to these, we limit our sample to non-financial sector enterprises. To forget the problem of 
an outlier, we set the limits from both ends and deleted the values by winsorizing at a 5% level. For 
a company to be in our sample, it should have financial information for five subsequent years for 
any respective variable. Corporate firms that do not meet such criteria were excluded from the 
final sample.

3.2. Econometric models and variables specification
The general form of the equation for the GMM model is as 

Yijt ¼ β� þ αnYijt� 1 þ βnXijt þ γnZijt þ δnWjt þ εit (1a) 

The general form of the equation for the EGLS model is as 

Yijt ¼ β� þ βnXijt þ γnZijt þ δnWjt þ εit (1b) 

In equations (1a) and (1b), Yijt is a vector of the dependent variable, Xijt is a vector of the 
independent variable, Zijt is a vector of firm-specific control variables and Wijt is a vector of 
country-specific control variables. The relationship between variables can be expressed in the 
form of the following econometric equations: 

INVijt ¼ β� þ α1EPUjt þ βn¼3Zijt þ γn¼3Wjt þ μi þ δt þ εijt (1)  

Table 1. Data source
Sr. no. Variable Site
1 Firm-level factors Thomson Reuters DataStream,

2 Economic Policy Uncertainty Baker et al. (2016) developed the 
EPU indices for its measurement, 
https://www.policyuncertainty. 
com/index.html

3 Country-level Governance The World Bank, 
www.govindicators.org

Note: Such sources have been practiced by several scholars. 
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INVijt ¼ β� þ αn ∑
i¼1

n¼6
CGIjt þ βn¼3Zijt þ γn¼3Wjt þ μi þ δt þ εijt (2)  

INVijt ¼ β� þ α1EPUjt þ α2CGIjt þ α3EPUjt � CGIjt þ βn¼3Zijt þ γn¼3Wjt þ μi þ δt þ εijt (3) 

The above econometric equation 1 portrays the liaison between INV (industrial investment) 
and EPU and INV was calculated by dividing the expenditure regarding fixed assets by total 
assets by perusing the study of Farooq et al. (2021). The EPU was built by pursuing the indices 
that were developed by (Baker et al., 2016). They have specified the policy uncertainty based 
upon three factors, i.e., newspaper-based uncertainty, expiration of tax reserves against federal 
tax in the coming year, and deviation of economic forecasts. They give monthly index measure-
ments while in this study we consider the annual EPU index, aggregating the monthly index over 
12 months. We get the average index of 12 months. As the other data are in annual form, 
therefore, we get the average by adding the 12-month values and dividing it by 12. A short 
description of these variables and other control variables has also been provided in Table 2. In 
equation (1), Zijt is a vector of firm-specific control variables including ROA, LVG, and FS, while 
Wjt is a vector of country-specific control variables (IFR, IR, GDP). Similarly, equation (2) presents 
the econometric relationship between CGI (aggregate country governance index) and INV. It 
also consists of other indices of governance including VA (voice and accountability), GE (govern-
ance effectiveness), PS (political stability), RQ (regulatory quality), RL (rule of law), and CC 
(corruption control). The performance score of a specific country on these variables was col-
lected from the website of the World Governance Indicators project by Kaufmann et al. (2011).

Equation (3) exemplifies the moderating effect of CGI (aggregate governance quality) on the 
relationship between EPU and INV. This equation deems to identify whether governance can mod-
erate the impact of EPU on investment decisions. Table 2 provides a brief description of these 
variables. A collection of studies have considered these variables as potential determinants of 
corporate investment decisions (Adelino et al., 2017; Du et al., 2018; Farooq et al., 2021). In these 
equations, subscript i is for a firm, j is for the country, and t is for the time where vector μ_i and δ_t 
exemplify the time and cross-section fixed effect. The symbol of ε_ijt displays the error term.

3.3. Discussion of methodology
This research unveils the role of country-level governance in moderating the liaison between EPU 
and corporate investment decisions. To test this relation, we gradually follow the different econo-
metric techniques. We start our statistical analysis with a fundamental panel data estimation 
technique named the panel fixed effect model. However, statistical outputs (shown in Table 3) of 
some diagnostic techniques including the heteroscedasticity test and cross-section dependency 
test suggest the inconsistency of the panel fixed-effect model. The significant p-value of the 
likelihood ratio suggesting the rejection of the null hypothesis, i.e., a variance of residuals is 
homoscedastic. We have also run the Breusch-Pagan LM test (Breusch & Pagan, 1980), and 
Pesaran LM test (Pesaran, 2004) to check the cross-section dependency (CD). The significant 
p-values of the CD test confirm the existence of CD issue which motive to employ the EGLS 
model. Thus, to account for the problem of heteroscedasticity, we employ the Panel EGLS (esti-
mated generalized least square) test for regression analysis. The EGLS model can eradicate the 
problem of CD and heteroscedasticity. Furthermore, as the econometric equations carry a set of 
macroeconomic variables, the probability of a stationarity problem is high. Therefore, we execute 
unit testing to diagnose the possible problem of stationarity. The probability value of the ADF-test 
assumes the acceptance of the alternative hypothesis, i.e., data are stationary at normal (Im et al.,  
2003).

Extending our analysis, we have employed another diagnostic test named the Wald test to 
detect the problem of endogeneity. It can be argued that the possible problem of endogeneity 
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Table 2. Definition of variables
Variables Acronym Definition
Corporate investment INV The investment made by a company for the acquisition 

of fixed assets. For instance, property, plant, and 
equipment (fixed assets/total assets)

Economic policy uncertainty EPU EPU denotes the uncertain economic condition of 
a country on the scale of newspaper coverage, 
uncertainty regarding provisions of federal tax, and 
disagreements among economic forecasts.

Governance quality (GQ)

Aggregate governance CGI The aggregate governance index is calculated by dividing 
the accumulated performance scores of all indices by 
their number (n).

Government effectiveness GE GE index expresses the quality of civil service and 
performance of public service institutions, and their 
alienation from political pressure. It also shows the 
government’s commitment to policy formulation and 
implementation.

Voice and accountability VA VA index represents the extent to which a country’s 
inhabitants are allowed to participate in electing the 
government. It further shows the freedom of association 
and expression and free media.

Political stability PS PS index shows “the likelihood of political instability and/ 
or politically-motivated violence, including terrorism.”

Regulatory quality RQ RQ index captures “the ability of the government to 
formulate and implement sound policies and regulations 
that permit and promote private sector development.”

Rule of law RL RL index indicates “the extent to which agents have 
confidence in and abide by the rules of society and in 
particular the quality of contract enforcement, property 
rights, the police, and the courts, as well as the likelihood 
of crime and violence.”

Control of corruption CC When an official authority curtails the illegal and void 
operations in a state by applying numerous tools and 
techniques.

Company-level control variables

Profitability ROA ROA shows the earning capacity of a company by 
utilizing its total assets (EBIT/Total assets).

Leverage LVG LVG indicates the utilization of bank loans acquired by 
a company to purchase the total assets (Total debt/Total 
assets).

Firm size FS FS illustrates the volume of a company in terms of total 
sales (log of total sales).

Country-level control variables

Inflation rate IFR IFR is measured by the change in CPI (consumer price 
index).

Interest rate IR IR shows the annual lending rate of a country, specified 
by The World Bank.

GDP growth rate GDP GDP growth rate is an annual increment in the value of 
the gross domestic product of a country.

Source: Past studies arranged on a similar theme. 
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exists as econometric equations carry both firm-specific and macroeconomic variables (Killins,  
2020). In such a type of analysis, the error term is typically endogenous with explanatory variables 
and thus causes the problem of endogeneity. As expected, the significant p-value of restriction 
terms in the Wald test specified the acceptance of the alternative hypothesis, i.e., the error term is 
correlated with explanatory variables. The statistical summary of all these diagnostic tests has 
been presented in Table 3.

To alleviate the concerned problems, we employ EGLS (to treat the heteroscedasticity issue) and 
two-step system GMM models (primary estimation technique for endogeneity) for robustness. The 
GMM approach was first introduced by Arellano and Bond (1991) and later developed by Arellano 
and Bover (1995). By using the lag of explanatory variables as instruments, the GMM model 
eliminates the chances of correlation between residual terms and explanatory variables and 
thus eradicates the endogeneity issue. This technique is practiced by Chen et al. (2019), Doan 
et al. (2020) and Farooq et al. (2021).

4. Results
Table 4 elucidates that the average investment rate in under analysis countries is 0.356. Corporate 
firms invest 35.6% of their total assets in acquiring PPE. The average EPU index is 129.31 which 
shows the level of uncertainty in these countries. Table 4 also exemplifies the average scores of 
governance indices and mean trends of several firm-specific and macroeconomic control variables.

In Table 5, we have presented the current research correlation analysis. The respective correla-
tion coefficients indicate the degree of association between two variables. As column 2 of Table 5 
specifies, EPU and governance have negative correlation trends toward investment decisions of 
corporate firms. The negative correlation trend of governance is consistent across all the proxies of 
governance. Similarly, ROA and FS have a negative while LVG has a positive association with INV. 
At the macro level, all control variables including IFR, IR, and GDP carry positive correlation 
coefficients. However, the high correlation coefficients among proxies of governance are restricted 
to the addition of all the proxies in the main regression analysis as shown in Table 8. The inclusion 
of all proxies of governance may give spurious regression estimation; therefore, we only consider 
CGI (aggregate governance index) in interaction with EPU to check the moderating impact of these 
variables on INV.

To test the first hypothesis (H1), we estimate the effect of EPU on investment by controlling both 
firm-specific and macroeconomic control. For regression analysis, we first apply the panel EGLS 
and check the robustness by employing the two-step system GMM models. Table 6 shows the 
statistical outcomes of these models. As the results show, EPU has an inverse and significant 
coefficient value of −0.056 which implies the significant but adverse impact of EPU on investment. 
This negative effect is consistent and becomes stronger after incorporating the endogeneity error 
(the coefficient value in model 2 is −0.151 which is greater than in model 1). At the firm level, ROA 
has a negative while LVG and FS have positive and significant coefficient values. Their coefficient 
values are −0.017, 0.382, and 0.010 relatively. All the values are significant at the 1% level. 
Meanwhile, the implication of the GMM model results in stronger coefficient values for ROA and 
LVG while an insignificant coefficient value of FS. At the macro level, IFR and IR have negative 
while GDP has a positive and significant coefficient value. In addition to the main regression 
results, it can be seen at bottom of Table 6 that the value of the adjusted R-square improves 
after addressing the endogeneity issue. The insignificant value of J-statics illustrates the accep-
tance of the null hypothesis, i.e., instruments are valid.

Table 7 mainly explains the regression analysis for country governance and corporate invest-
ment decisions. As the coefficient values show, CGI (aggregate governance index) positively and 
significantly impinges upon corporate investment decisions. However, some indices (VA, GE, RQ, 
and RL have negative coefficient values) of country governance influence the investment decisions 
negatively and significantly, while the others (PS and CC carry significant and positive coefficient 

Farooq et al., Cogent Economics & Finance (2022), 10: 2157118                                                                                                                                      
https://doi.org/10.1080/23322039.2022.2157118

Page 10 of 20



values) show positive cohesiveness with INV. The influence of control variables on corporate 
investment decisions is similar as mentioned in Table 6.

Table 8 reports the main regression results, i.e., how governance affects the effect of EPU on 
corporate investment decisions. First, the statistical outcomes of EGLS regarding the interaction 
term (EPU*CGI) suggest a significant but negative association with INV. However, after curbing the 

Table 3. Detail of diagnostic tests
Diagnostic tests
Redundant fixed effects tests

Test name Statistic df Prob.
Cross section F 70.299 (3818,33,946) 0.000

Cross section Chi-square 82,620.204 3818 0.000

Panel cross-section heteroscedasticity LR test
Likelihood ratio 28,018.800 3819 0.000

Cross-Section Dependence Test
Breusch-Pagan LM 32277284 7,328,706 0.000

Pesaran scaled LM 6515.541 - 0.000

Panel unit root test
Method Statistic Prob.** Cross-section
Null: Unit root (assumes common unit root process)

Levin, Lin & Chu t* −38.307 0.000 3829

Null: Unit root (assumes individual unit root process)

Im, Pesaran and Shin 
W-stat

−34.284 0.001 3829

ADF—Fisher Chi-square 11,655.910 0.003 3829

PP—Fisher Chi-square 11,468.200 0.012 3829

Wald Test
Panel Analysis
F-statistic 18,441.130 (8, 37,764) 0.000

Chi-square 147,529.100 8 0.000

Restriction Terms

Value Std. Err.
C-(1) 0.290 0.007

C-(2) 1.483 0.431

C-(3) −0.214 0.072

C-(4) −0.246 0.073

C-(5) −0.298 0.071

C-(6) −0.193 0.071

C-(7) −0.319 0.075

C-(8) −0.236 0.072

C-(9) 0.096 0.015

C-(10) 0.369 0.005

C-(11) −0.003 0.001

C-(12) −0.004 0.008

C-(13) −0.002 0.005

C-(14) −0.001 0.006

Source: Author’s calculation. 
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error of endogeneity via the implication of the two-step system GMM model, this negative effect 
converts into a positive impact. The positive coefficient value of EPU*CGI further suggests the 
acceptance of the second alternative hypothesis (H2) and implies that we can mitigate the adverse 
effects of EPU by focusing on governance quality.

5. Results’ discussion
This research aims to identify the moderating intervention of country-level governance between 
EPU and decisions regarding investment. To pursue the core aim of current research, we employ 
EGLS and two-step system GMM approaches to estimate the coefficients. The empirical analysis is 
segregated into three parts: EPU impact on INV (corporate investment decisions), governance 
impact on INV, and combine the impact of EPU and CGI on INV. According to Table 6 statistics, 
EPU has an adverse impact on corporate investment decisions. During high EPU, the cost of capital 
investment increases due to greater information asymmetric problems. EPU further diminishes the 
returns from capital investment due to lower sale volume which further leads to low capital 
reserve and hence fewer funds for any future investment (Chen et al., 2019). EPU leads an 
uncertain economic environment that limits managerial courageous behavior while making any 
type of physical investment. This negative impact of EPU on decisions regarding corporate invest-
ment is like the findings of extant literature (Jackson & Orr, 2019; Wang et al., 2014; J. Wu et al.,  
2020).

Secondly, CGI influences corporate investment decisions positively. A country having better 
governance conditions can facilitate its industrial sector through vast opportunities for new 
investments. A better governance situation has positive spillover impacts on investment and is 
an indication of government efficiency regarding overall governance matters which led to boosting 
the industrial confidence for new investments (Ernstberger & Grüning, 2013). No specific study was 
found that directly disclosed such a relationship. However, an empirical analysis arranged by Lee 
et al. (2020) suggested the positive association of governance situations with innovation activities. 
In addition to aggregate governance, we can also see the dynamic impact of other governance 
indices on INV in Table 7. Referring to empirical results, it can see that some indices of governance, 

Table 4. Descriptive statistics
Mean Median Std. Dev. Min. Max. Obs.

INV 0.356 0.340 0.096 0.196 0.899 37,781

EPU 129.131 127.941 0.082 52.873 364.832 37,781

CGI 0.541 0.820 0.081 −0.180 1.610 37,781

VA 0.290 0.710 0.014 −1.720 1.110 37,781

GE 0.930 1.240 0.070 −0.820 2.440 37,781

PS 0.146 0.420 0.094 −2.180 1.500 37,781

RQ 0.565 1.020 0.072 −0.720 2.260 37,781

RL 0.693 1.030 0.080 −0.970 1.830 37,781

CC 0.622 0.600 0.094 −1.090 2.250 37,781

ROA 0.024 0.025 0.065 −0.893 0.886 37,781

LVG 0.283 0.272 0.174 0.091 0.899 37,781

FS 2.511 2.466 0.038 0.017 5.677 37,781

IFR 2.786 1.437 0.051 −1.351 20.281 37,781

IR 2.487 2.631 0.054 −5.097 8.321 37,781

GDP 3.902 3.086 0.078 −5.416 14.525 37,781

Acronyms: INV = investment, EPU = economic policy uncertainty, CGI = aggregate governance index, VA = voice and 
accountability, GE = governance effectiveness, PS = political stability, RQ = regulatory quality, RL = rule of law, 
CC = corruption control, ROA = profitability, LVG = leverage, FS = firm size, IFR = inflation rate, IR = interest rate, 
GDP = GDP growth rate. Source: Author’s own calculation. 
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Table 6. EPU and corporate investment decisions

Testing equation (1)
Panel EGLS (1) System GMM (2)

Coefficient Std. error Prob. Coefficient Std. error Prob.
C 0.249*** 0.002 0.000 0.258*** 0.012*** 0.000

INV (−1) - - - 0.462*** 0.112 0.000

EPU −0.056*** 0.020 0.004 −0.151*** 0.014 0.040

ROA −0.017*** 0.008 0.034 −0.173*** 0.066 0.008

LVG 0.382*** 0.002 0.000 0.383*** 0.018 0.000

FS 0.010*** 0.005 0.000 0.006 0.004 0.134

IFR −0.003*** 0.001 0.000 −0.005*** 0.001 0.000

IR −0.002*** 0.001 0.000 −0.011** 0.009 0.051

GDP 0.007 0.012 0.000 0.011*** 0.001 0.000

Adjusted R-squared 0.449 0.521

S.E. of regression 0.184 0.124

Prob(F-statistic) 0.000 -

Prob(J-statistic) - 0.180

Note: *** 1% level, ** 5% level, * 10% level. Source: Author’s own calculation. Instruments: INV (−1) EPU (−1) ROA (−1) 
LVG (−1) FS (−1) IFR (−1) IR (−1) GDP (−1). 

Table 7. Governance and corporate investment decisions

Testing equation (2)
Panel EGLS (1) System GMM (2)

Coefficient Std. error Prob. Coefficient Std. error Prob.
C 0.292*** 0.006 0.000 0.693*** 0.044 0.000

INV (−1) - - - 0.128*** 0.031 0.000

CGI 0.746*** 0.377 0.048 1.668*** 0.263 0.000

VA −0.099* 0.062 0.105 −1.871*** 0.245 0.000

GE −0.135*** 0.063 0.032 −1.684*** 0.203 0.000

PS 0.166*** 0.061 0.007 1.302*** 0.168 0.000

RQ −0.080 0.062 0.195 −2.023*** 0.234 0.000

RL −0.167*** 0.067 0.013 −2.823*** 0.311 0.000

CC 0.121** 0.063 0.057 1.645*** 0.209 0.000

ROA −0.099*** 0.015 0.000 −1.726*** 0.143 0.000

LVG 0.369*** 0.005 0.000 0.092*** 0.030 0.002

FS −0.004*** 0.001 0.002 0.183*** 0.026 0.000

IFR −0.003*** 0.006 0.000 −0.028*** 0.004 0.000

IR −0.002*** 0.004 0.000 −0.063*** 0.006 0.000

GDP −0.001*** 0.002 0.001 0.030*** 0.004 0.000

Adjusted R-squared 0.131 0.362

S.E. of regression 0.183 0.156

Prob(F-statistic) 0.000 -

Prob(J-statistic) - 0.221

Note: *** 1% level, ** 5% level, * 10% level. Source: Author’s calculation. Instruments: INV (−1) CGI (−1) VA (−1) GE 
(−1) PS (−1) RQ (−1) RL (−1) CC (−1) ROA (−1) LVG (−1) FS (−1) IFR (−1) IR (−1) GDP (−1) RL (−2). 
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i.e., VA (voice and accountability), GE (governance effectiveness), RQ (regulatory quality), and RL 
(rule of law) adversely impact corporate investment. Contrary to expectations, the negative 
influence of such indices can be understood through the assumption of the negative influence of 
government rigidness regarding law implication on industrial investment (Zhang et al., 2017). Such 
behavior of the government can hamper the growth of the industrial sector as it limits the freedom 
to some extent. Industrial sectors need some relaxation regarding rules implications in the pre- 
maturation period.

However, PS (political stability) and CC (corruption control) positively influence investment in the 
industrial sector. A fresh work arranged by Dai and Zhang (2019) indicated that corporate firms 
hold the most cash during unstable political conditions due to precautionary motives. Holding 
more cash alternatively reduces the investment as more funds are limited to hand (Shiau et al.,  
2018). Another empirical analysis conducted by Thakur and Kannadhasan (2019) concluded the 
positive influence of corruption on cash holdings which led to the effect.

Table 8 gives the knowledge when we check the moderating impact of country-level governance 
on the relation between EPU and corporate investment decisions. According to Table 8 statistics, 
the interaction term (EPU*CGI) has a significant but negative coefficient sign (in the model 1 case). 
However, this negative sign is not consistent and converts to a positive coefficient sign when we 
address the problem of endogeneity through the implication of model 2. The significant and 
positive coefficient sign implies that corporate firms located in a country having good governance 
situations are less affected by EPU (Escribá & Murgui, 2009). It appears from the analysis that 
country-level governance impedes the adverse impacts of EPU by ensuring institutional efficiency 
and confronting the manipulation practices of investor’s rights (Du et al., 2018). Better governance 
quality and law implication have positive spillover impacts on ensuring policy stability (Doan et al.,  
2020) which further encourages corporate managers for investing. More specifically, the impact of 
governance on EPU can be segregated across news-based uncertainty, provisional variation in 

Table 8. Economic policy uncertainty, corporate investment, and governance quality

Testing equation (3)
Panel EGLS (1) System GMM (2)

Coefficient Std. error Prob. Coefficient Std. error Prob.
C 0.260*** 0.002 0.000 0.332*** 0.026 0.000

INV (−1) - - - 0.181*** 0.051 0.000

EPU −0.102*** 0.050 0.00 −0.126*** 0.021 0.000

CGI 0.316*** 0.112 0.000 0.921*** 0.301 0.000

EPU*CGI −0.006*** 0.027 0.000 0.0001*** 0.085 0.000

ROA 0.036*** 0.008 0.000 −1.261*** 0.082 0.000

LVG 0.372*** 0.002 0.000 0.053*** 0.016 0.000

FS −0.007*** 0.005 0.000 0.008* 0.006 0.107

IFR −0.003*** 0.001 0.000 −0.002** 0.004 0.073

IR 0.002*** 0.002 0.000 −0.007*** 0.002 0.004

GDP −0.001*** 0.0001 0.000 0.004*** 0.008 0.000

Adjusted R-squared 0.420 0.698

S.E. of regression 0.183 0.088

Prob(F-statistic) 0.000 -

Prob(J-statistic) - 0.169

Note: ***1% level, **5% level, *10% level. Source: Author’s own calculation. Instruments: INV (−1) EPU*CGI (−1) ROA 
(−1) LVG (−1) FS (−1) IFR (−1) IR (−1) GDP (−1). 
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federal tax collection, and mismatching of economic forecasts from actually happening. Focusing 
on exercising better governance situations can overcome the multiple uncertainties regarding 
economic situations which further achieve positive investment growth. A better country govern-
ance situation defers the negative impact of economic uncertainty by mitigating the information 
asymmetric issues, ensuring investors’ rights, and making business operations more transparent. 
Therefore, the firms are less affected by economic volatility in the presence of good governance 
(Chen et al., 2019).

Prolonging the debate on the dynamic impacts of control variables and following the statistics 
of model 2, ROA (profitability) has a negative while FS (firm size) and LVG (leverage) have 
positive and significant effects on investment. Farooq et al. (2021) argued that highly profitable 
corporations are less interested to invest in such projects having a long payback period. 
However, larger firms disseminate more funds in capital projects due to voluminous demand 
for their products which further require more PPE proliferation. Similarly, the availability of bank 
loans or leverage provides a flexible financial environment to the industrial sector for invest-
ment in new ventures, and such statements are advocated by Nguyen and Dong (2013) and 
Akron et al. (2020). At the macroeconomic level, the negative influence of IFR (inflation rate) 
and IR interest (rate) can be comprehended through the conjecture of value depreciation and 
opportunity cost relatively. During IFR, the current value of any future investment, particularly 
fixed assets continues to be depreciated (AChu & Lai, 2013). Correspondingly, high IR creates an 
opportunity cost and corporate managers make a trade-off between investment in government 
securities giving high return and physical investment. Thus, they are more likely to invest in 
securities instead of physical projects (Vithessonthi et al., 2017). The positive association 
between GDP growth rate and investment may be disclosed through a prosperous economic 
situation, causing high demand for industrial products and thus more investment in PPE (Xie 
et al., 2019).

Summarizing the above discussion, it can be interpreted that EPU dampens corporate invest-
ment decisions, but it can be amplified by focusing on governance conditions. The analysis shows 
the declining trend in the magnitude of EPU’s adverse impact when a country focuses on govern-
ance quality. This change also implies that governance is an important channel through which 
a country can impede the adverse impacts of EPU on industrial sector investment.

6. Conclusion
The policy uncertainty has an apparent influence on corporate-level decisions as this sector is 
a key stakeholder in any fluctuation in economic policies. The prevailing uncertain economic 
situation discourages the investment behavior of entrepreneurs due to the high risk of investment 
failure. In contrast, a better governance situation of a country can defer the adverse impacts of 
EPU as it ensures investor rights and reduces the issue of information asymmetric. Owing to this, 
the current study prescribes the role of country-level governance in mitigating the adverse impacts 
of economic policy uncertainty (EPU) on decisions regarding corporate investment. We employ GLS 
and a two-step system GMM approach to run the regression due to endogeneity. The statistics 
suggest that EPU has an inverse impact on decisions regarding industrial investment. But such an 
inverse impact between EPU and investment is moderated by governance. For corporate invest-
ment decisions, the adverse impacts of EPU can be minimalized by employing better governance 
situations. This moderating effect of country-level governance was found to be reliable even after 
curbing the error of endogeneity. A country suffering from negative industrial investment can uplift 
its industrial sector by focusing on governance situations. Better governance can reduce the 
problem of information asymmetric, ensure the protection of investor rights, and legitimize the 
economic certainty that further achieve positive investment growth. The empirical analysis further 
advocates the dynamic role of other control variables in corporate investment decisions. All 
alternative hypotheses were accepted, and the objective of the study was fulfilled by playing the 
dynamic role of EPU in investment decisions. However, the relevance of the findings to corporate 
investors enables them to make informed decisions before investing in a new country since they 
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cannot individually (whether individual or firm) improve the quality of institutions in a country. This 
is a limitation of the study. Future studies may find solutions over which the corporate investor has 
control over.

The current empirical analysis provides the following policy implications. Policymakers should 
maintain the transparency, stability, and continuity of economic policies because an uncertain 
economic situation hampers the investment of the industrial sector which is a key sector of an 
economy. As the statistics imply, the creation of a better governance situation can achieve the 
declining trends in adverse impacts of EPU. Thus, policy officials should maximize the governance 
quality to defer the negative impacts of uncertain economic conditions on the industrial sector. 
Corporate managers should composite such policies that can enhance the immunization of 
enterprises against EPU.
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