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Abstract
Information voids reflect a lack of publicly available information about a
country’s investment climate, and represent the information problems
associated with institutional voids. We argue that foreign investors differ in
their sensitivity to information voids based on their own private information and
their flexibility in responding rapidly to change. We predict that foreign banks
will be least hampered by information voids, due to their privileged access to
private information about local conditions and ability to adapt quickly to new
information. Portfolio investors, while impeded by information voids due to
their severely limited access to local private information, are able to quickly
respond to new information. Foreign direct investors have moderate access to
local private information, yet their inability to adapt quickly creates problems
dealing with information voids. Using time-series cross-sectional data on local
public information and capital flows to the thirty largest emerging markets from
1994 to 2012, we find preliminary support for our hypotheses regarding the
sensitivity of different investors to information voids. We find that direct
investors are most sensitive to information voids and banks are least sensitive,
while portfolio investors are moderately sensitive.
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INTRODUCTION
Well-functioning institutions give rise to specific information flows
(Makhija and Stewart, 2002) which, in turn, serve to reduce
investors’ uncertainty and stimulate investment (Mishkin, 1997;
North, 1990). Conversely, poorly-functioning or underdeveloped
institutions, referred to as institutional voids, diminish informa-
tion flows to foreign investors, increasing uncertainty and thus
discouraging investment (Khanna, Palepu, & Bullock, 2010). The
existing literature acknowledges that institutional voids correspond
with a scarcity of market intermediaries that analyze and produce
information critical to the decision calculus of foreign investors
(Khanna & Palepu, 1997). However, relatively few international
business scholars other than (Makhija and Stewart, 2002) explicitly
analyze information flows from institutions. The field lacks a
systematic understanding of the information problems foreign
investors encounter with institutional voids and the effects of
missing market information on investor behavior. The goal of this
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research is to address this gap in the literature by
assessing the sensitivity of different types of foreign
investors to the informational problems associated
with institutional voids, and empirically examining
the response of such investors to these information
problems across developing countries.

Missing information about the local investment
climate is a central channel through which institu-
tional voids affect investor behavior. Institutional
voids are often accompanied by ‘‘information
voids,’’ or the absence of readily available and
credible information about the local investment
climate. For example, the host government may fail
to collect and/or disseminate accurate country-
specific data that give important insights into the
current and future condition of the economy, such
as economic growth, inflation, or unemployment.
Other types of information-focused market inter-
mediaries, such as third-party analysts, may also be
scarce, leaving potential investors without a pub-
licly available and independent source of market
analysis on the country. This means that even
investors who possess superior managerial capabil-
ities, organizational know-how, or technical exper-
tise are left without reliable information about local
conditions. Information voids thus demarcate the
absence of information that is both country-speci-
fic (local) and, when present, available to all market
participants (public).

This missing or unreliable local public informa-
tion shapes investor behavior and the global alloca-
tion of capital in ways that are not altogether
straightforward. In particular, there are reasons to
believe different investors experience information
voids differently, due to their varying capabilities.
Previous work has established that investors employ
diverse strategies to overcome institutional voids
(Doh, Lawton, & Rajwani, 2012; Henisz and Swami-
nathan, 2008), such as developing capabilities to
substitute for underdeveloped institutions (Khanna
et al., 2010). However, the literature has not identi-
fied what other information, if any, investors can
rely on as a substitute when public information
about local market conditions is absent. More
importantly, while scholars recognize that institu-
tional quality and the availability of public informa-
tion about market conditions vary across countries
(Khanna & Palepu, 1997), they have yet to address
the possibility that access to substitute information
may also vary systematically across investors, mak-
ing some types of investors more sensitive to infor-
mation voids than others. What may seem to some
investors an insurmountable informational liability

may appear to others as less so if they possess
substitutable information or other capabilities. This
research seeks to explore the variation in investor
capabilities related to information voids by arguing
that investorswithbetter substitute information and
more operational flexibility to quickly enter or exit
investments will be less sensitive to information
voids.
To understand how information voids affect

investor behavior, we develop and test hypotheses
concerning variation across types of foreign inves-
tors with regard to their access to local private
information and their flexibility to quickly exit
investments. We expect that, when key public
information about a country’s investment climate
is unavailable, some investors may be in a better
position to use their local private information as a
substitute. In addition, when a country’s investment
climate undergoes unforeseen changes, foreign
investors with the flexibility to quickly enter or exit
amarketwill likely be better able to respond to them.
When operating in opaque, information-scarce
countries, we argue that investors with such capa-
bilities will have a competitive advantage over those
who lack them. In particular, we suggest that foreign
banks’ access to private information and ability to
flexibly respond to new developments make them
less sensitive to information voids compared to
foreign portfolio and direct investors. While portfo-
lio investors excel in quickly reallocating invest-
ments, they are hampered by their limited access to
private information about the local investment
climate. Whereas direct investors have reasonable
access to local private information, they are unable
to respond to new information quickly. These rela-
tionships form the basis of our hypotheses.
To empirically test these hypotheses, we employ

two measures that jointly proxy for the severity of
investment-related information voids that charac-
terize a country. One measure, drawn from new
work in political science, is based on the complete-
ness of government reporting of financial and other
economic information to the World Bank (Hollyer,
Rosendorff, & Vreeland, 2014). The second measure
assesses the number of analysts providing firm-level
information and active monitoring of the invest-
ment environment (Chan and Hameed, 2006). The
effects of information voids on foreign investors is
assessed using time-series cross-sectional data on
country-level capital flows to the thirty largest
emerging markets from 1994 to 2012. Private
capital flows are disaggregated into three types:
foreign direct investment (FDI), foreign portfolio
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investment (FPI), and bank debt. Capital markets
are known to be highly information-sensitive (Bell,
Filatotchev, & Rasheed, 2012), and our focus on
capital flows to emerging markets allows us to
assess conditions where information voids are the
most severe (Durnev, Errunza, & Molchanov, 2009;
Gelos and Wei, 2002; Hollyer et al., 2014). Our
findings indicate that banks are least sensitive to
information voids, while portfolio investors are
moderately sensitive and direct investors are most
sensitive in this regard.

By focusing on how information voids affect
capital flows, this research offers two primary
contributions. First, for scholars of institutional
voids, we offer greater clarity on the problematic
information environments associated with institu-
tional voids. We identify how institutional voids
diminish information flows, building on existing
work that highlights the effects of institutional
context on information availability (Makhija and
Stewart, 2002) and the role of market intermedi-
aries in enhancing information (Khanna & Palepu,
1997). Second, by investigating these different
types of capital flows into emerging markets, we
identify important heterogeneity across investors
with regard to their capabilities for managing
information voids. The local public information
missing from countries that suffer from informa-
tion voids may deter investment generally, but not
all investors equally. Investors with access to local
private information or operational flexibility can
overcome information voids. This responds to an
earlier call in international business to learn more
‘‘about the type of foreign firms or behaviors best
able to cope with institutional variation’’ (Henisz
and Swaminathan, 2008, p. 537) and helps answer
important questions about the flow of interna-
tional investment into emerging markets.

INSTITUTIONS AND INFORMATION VOIDS
Institutions include both the formal and informal
rules that govern the economy (Kreps, 1990), and
investors benefit when these rules are efficient,
stable, and transparent. Stable rules reduce trans-
action costs and enhance incentives for investment
– the more efficient the rules, the larger these
reductions in costs (e.g. North, 1990; Williamson,
2000). Transparency of these rules is also critical. In
order to take advantage of stable and efficient rules,
or to navigate the risks generated by unstable or
inefficient rules, investors must first be informed
about what the rules are, as well as how the market

functions. Thus, a key role of well-functioning
institutions is to generate the information investors
need to appreciate the economic and political
conditions under which they operate. Even when
the information revealed about the market is
unfavorable, its availability enhances investors’
ability to mitigate risks and seize opportunities.
Investors’ ability to make appropriate decisions is
enhanced, allowing them to operate more success-
fully, even in challenging investment climates (e.g.
Acemoglu, Johnson, & Robinson, 2001).
In countries with well-functioning institutions,

the rules governing the economy are more efficient
(e.g. contracts are enforced and the regulatory
burden is low). Investors have easier access to
information about local market conditions, facili-
tated by multiple information-focused market
intermediaries (Khanna et al., 2010). Previous
scholarship has demonstrated that, as countries’
institutions become more stable with a declining
risk of arbitrary policy change, foreign investors are
more willing to enter those markets and allocate
resources (Henisz, 2000; Jensen, 2008). Similarly, as
countries’ institutions become more efficient and
markets become increasingly free from government
interference, managers possess more power over
decision outcomes and thus are more willing to
invest, even at higher levels of risk (Makhija and
Stewart, 2002). More information or an increas-
ingly transparent information environment also
attracts more investment (Akerlof, 1970; Gelos and
Wei, 2002; Mishkin, 1997).
Conversely, when institutions fail to establish or

enforce the rules, or fail to articulate the state of play,
institutional voids occur. In countries with institu-
tional voids, institutions are inefficient, uncertain, or
underdeveloped. For example, countries may be
characterized by inefficient judicial systems, uncer-
tain regulatory environments, or missing or unreli-
able market information (Khanna et al., 2010).
Specific to capital markets, some countries lack
market supporting institutions, such as information
analysts and advisors (Dhanaraj & Khanna, 2011).
Whereas well-functioning institutions decrease
uncertainty by providing players with important
information for decision-making (e.g. North, 1990;
Makhija and Stewart, 2002), poorly-functioning
institutions, or institutional voids, fail to supply this
information, increasing uncertainty and deterring
investment (Khanna & Palepu, 1997).
Thus, diminished information flows to investors

represent a fundamental mechanism through
which institutional voids decrease investment.
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When institutional voids create decision contexts
with missing, absent, or unreliable market infor-
mation, we identify that void more specifically as
an ‘‘information void.’’ Information voids are most
severe when there is a lack of investment-relevant
information from the local government as well as a
lack of market information from third parties. This
represents both a lack of government transparency
and a lack of information intermediaries like ana-
lysts (Khanna & Palepu, 1997; Khanna et al., 2010).
The effect is that investors lack full understanding
of government policy, such as information about
tax rates and regulations, and about market condi-
tions, including economic growth, consumer con-
fidence, and labor markets (De Vita and Kyaw,
2008; Ghosh and Ostry, 1993).

Scholars of institutional voids have identified in
broad strokes that specific institutions supply specific
information, and that capital markets in particular,
rely on specific kinds of information intermediaries
to facilitate market function (Khanna & Palepu,
1997; Khanna et al., 2010). In this study, we focus on
capital markets and the information voids that
emerge when market institutions, such as central
banks, stock exchanges, governmental budget or
statistics offices, market-making clearinghouses,
financial press, and third-party market analysts, are
absent or poorly functioning.

Take, for instance, a country’s transfer and con-
vertibility policy. The risk that governments may
impose exchange restrictions or other taxes and
limitations on investors’ ability to convert and
repatriate their earnings is called transfer risk.
Transfer risk constitutes one of the most common
and costly forms of political risk faced by foreign
investors (Graham, Johnston, & Kingsley, 2015). To
manage transfer risk effectively, investors need
credible information about current transfer and
convertibility policy, as well as reliable information
about economic fundamentals and the policymak-
ing process, which allow investors to anticipate
future policy changes before they occur (Graham,
Johnston, & Kingsley, 2016). When a country
possesses well-functioning institutions, investors
have easy access to reliable information on local
economic conditions, including the government’s
foreign exchange reserves and budget deficit, and
the policymaking process itself is public and trans-
parent. Conversely, when government institutions
are poorly functioning, the government may either
fail to regularly publish data on the country’s
balance of payments or have an opaque or unclear
process by which relevant convertibility policy

decisions are made. Similarly, when private insti-
tutions are weak, no third parties are able to
perform independent due diligence or audits of
the country’s reserves or payment obligations.
While investors may prefer transfer and convert-

ibility policies that allow for the unfettered repatri-
ation of assets, many investors can operate
successfully in the face of transfer restrictions, so
long as they have reliable information about current
restrictions and an ability to anticipate future
changes to those restrictions. In other words, the
favorability of government policy itself can be less
important than the availability of reliable informa-
tion about that policy and the ability to forecast
changes to it. Investors need access to public, locally-
relevant information about country fundamentals.
As this discussion illustrates, a country’s poorly-

functioning institutions create information voids,
in which foreign investors lack critical information
about that country’s investment climate. When a
country suffers from an information void, the
information missing is what we refer to as ‘‘local
public information.’’ It is local in that it is related to
the country-level environment and proximate to
the investor’s decision-making context. The public
nature of this information reflects its external and
communal properties, stemming from its dissemi-
nation through means not controlled by the
foreign investor.
What makes local public information so critical

to investors is that, unlike the other types of
information investors may use when doing busi-
ness in foreign countries, local public information
is provided by institutions external to the firm.
Investors cannot independently supply local public
information, or bring this type of information into
a country. This places local public information in
stark contrast to the firm-level information often
referenced when discussing foreign investors’ infor-
mation advantages. For instance, scholars have
shown that firms can possess specialized expertise
or may have developed knowledge over time that is
the source of that firm’s competitive advantage
(Kogut and Zander, 1993; Morris, Zhong, &
Makhija, 2015), including supply-chain know-
how, managerial expertise, or knowledge related
to proprietary commercial technology (Albu-
querque, Bauer, & Schneider, 2009; Bae, Ozoguz,
Tan, & Wirjanto, 2012). While critical to investor
profitability and the development of strategies to
manage risks, these types of information are fun-
damentally in the domain of firms, private or
proprietary to them. Thus, this information is
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distinct from the local public information missing
when countries have poorly-functioning institu-
tions that give rise to information voids.

INFORMATION VOIDS AND FOREIGN
INVESTOR HETEROGENEITY

Scholars demonstrate how institutional voids affect
the costs of doing business (Henisz and Swami-
nathan, 2008) and shape the perceived riskiness of
decision situations (Makhija and Stewart, 2002),
causing ‘‘real and first order effects on business
strategy’’ (Khanna et al., 2010, p. 28) and informing
firms’ nonmarket strategy choices (Kingsley, Van-
den Bergh, & Bonardi, 2012). With information
voids, investors faced with missing and absent local
public information similarly find risks elevated in
ways that fundamentally alter business strategy. To
overcome the absence of market information or
certainty, Khanna et al. (2010) broadly suggest that
investors seek capabilities that can substitute for
missing information, including by adapting to the
decision context or strategically entering and exit-
ing the market. We analyze two strategies – adap-
tation and exit – by theorizing more specifically
about the underlying information and flexibility
capabilities foreign investors possess.

Foreign Investors’ Access to Local Private
Information
In an adaptation strategy, investors ‘‘adapt business
models, products, or organizations to institutional
voids’’ (Khanna et al., 2010, p. 41). We posit that
foreign investors adapt to conditions of scarce local
public information by seeking another type of
information that can fill the information void or
mimic absent public information. When local
public information about a country’s investment
climate is unavailable, capable firms can use private
information about the local investment climate to
make up for the missing public information. To the
extent this privately-held information is a substi-
tute for local public information, investors with
these capabilities have a competitive advantage in
countries with more severe information voids.
Because the level of firm-specific information is
known to vary across investors generally (Jensen
and Meckling, 1976), it is reasonable to anticipate
variation in foreign investors’ private information
capabilities, and thus variation in investors’ sensi-
tivity to information voids.

To understand different investors’ sensitivity to
information voids based on their information

capabilities, we create a typology that characterizes
information on two dimensions: its level of local
content and its level of public availability (Figure 1).
For parsimony, we simplify the local and public
continua into four prototypical categories of infor-
mation: local public, local private, global public,
and global private.1 As discussed, local public
information is the type of information missing in
countries with information voids, yet conceptual
clarity is required to understand the type of private
information investors substitute for this absent or
unreliable local public information.
One type of firm-level information investigated

in the literature is the proprietary knowledge and
experience of (multinational) firms that originates
from their superior know-how and technical exper-
tise (Alcacer, Dezso, & Zhao, 2013; Berry, 2014;
Chang, 1995; Driffield, Love, & Menghinello, 2010;
Johansen and Valne, 1977; Makino and Delios,
1996; Luo and Peng, 1999). Firms can, for instance,
apply new technologies, production processes, or
learning outcomes developed in home markets to
investments in different host markets. About half of
global trades and around one-third of U.S. inves-
tors’ trades in international equity markets can be
explained by this type of private information
(Albuquerque et al., 2009). With FDI, in particular,
this information can ‘‘spill over’’ or diffuse from
more knowledgable multinational firms to less
knowledgable domestic firms (Altomonte and Pen-
nings, 2009; Zaheer, 1995). When such knowledge
is jointly (a) generalizable, meaning relevant across
countries, and (b) proprietary or highly specific to
the investor’s knowledge set, it is considered global
private information (Albuquerque et al., 2009; Her-
rmann, Kang, & Yoo, 2014).
Global private information is thus important to a

firms’ competitive positioning, and may affect
investors’ resource allocation to certain countries.
However, foreign investors can possess and exploit
this globally-relevant private information across
any number of countries, independent of whether
or not those countries have information voids.
Similarly, while global public information, such as
published fiscal and monetary policies in advanced
economies, may stimulate or ‘‘push’’ capital from
advanced economies into other countries (Calvo,
1993; Ghosh, Qureshi, Kim, & Zalduendo, 2014), it
is for reasons that are entirely distinct from the
country-level institutions or ‘‘pull’’ factors attract-
ing or repelling global capital into countries (Albu-
querque et al., 2005); Fratscher, 2012. In other
words, even though international business scholars
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have cause to focus on global public and private
information as important to the analysis of foreign
investment, neither offers insights into the severity
of information voids nor the strategies employed
by foreign investors to directly counter the dimin-
ished information.

Instead, local private information is the substitute
information that can help overcome information
voids. Foreign investors who possess local private
information have developed firm-specific knowledge
of the local investment climate by building political
connections and familiarity (Amore and Bennedsen,
2013; Brockman, Rui, & Zou, 2013; Faccio, 2006;
Fisman, 2001; Johnson andMitton, 2003; King, 2014;
Pan, Teng, Supapol, Lu, Huang, & Wang, 2014).
These investors have deep, location-specific knowl-
edge about the host country, often an outcome of
close, privileged access to political actors who deter-
mine policy. Such investors use their political con-
nections to learn early about country-level policy
changes or to change policy in their favor, with the
goal to improve performance outcomes. For instance,
superior access to the host government allows
investors private insight into issues such as the
unpublished inflation rate or whether the host
government will expropriate, change its tax policies,
or increase its foreign exchange regulations.

Conventionally, scholars have considered local
investors closer to or better informed about the
domestic market, providing local investors a (local
private) informationadvantageover foreign investors

(Broner, Didier, Erce, & Schmukler, 2013; Gehrig,
1993; Portes and Rey, 2005) and giving foreigners a
liability of foreignness (Mezias, 2002; Petersen and
Pedersen, 2002; Zaheer, 1995). Fundamentally, this
research suggests that ‘‘close’’ and connected inves-
tors have better local private information than ‘‘far
away’’ or less well-informed investors. Local private
information can then also differ across foreign
investors, depending on whether they are closer or
have better access to valuable substitute knowledge
related to the local investment climate.
Distinguishing between the level of local content

and level of public availability of information,
therefore, facilitates understanding of information
voids. It also enables the development of theory
about investors’ strategic responses to these voids,
including what type of information investors can
substitute for the local public information when it
is absent. Investor capabilities that substitute local
private information for missing local public infor-
mation increases in value as information voids
increase in severity. A meaningful implication then
is that privately informed firms have the ability to
invest in otherwise more opaque or less transparent
countries, and less capable investors are less able to
invest profitably in countries that suffer from
information voids.

Foreign Investors’ Flexibility
In addition to variation in the ability to access local
private information, foreign investors also vary in

Figure 1 Identifying information voids as missing or uncertain local public information. Typology of information whereby information
is distinguished by its levels of both local content (horizontal axis) and public availability (vertical axis).
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the flexibility with which they can adapt their
strategies to new information in a host country.
Some foreign investors are advantaged with flexi-
bility capabilities, allowing them to enter and exit
markets in response to changes (Buckley and Cas-
son, 1998). This ability to respond quickly and
smoothly, to be nimble to changes in the invest-
ment environment, is a function of operational
flexibility (Tang and Tikoo, 1999; Kogut and
Kulatilaka, 1994). Different investments have dif-
ferent real option values (Allen, 1996; Lee and
Makhija, 2009). In part this is related to investment
liquidity, or the ability to easily reallocate resources
or switch locations (Kogut and Chang, 1996). Long-
term, fixed investment assets are difficult to sell
quickly in the face of political stress or widening
information voids; shorter term, more liquid assets
offer greater flexibility.

In order to fully understand investors’ sensitivity
to local public information voids, we must consider
not only whether investors have access to alterna-
tive private means of monitoring the investment
climate, but also whether they have the capability
to respond flexibly to changes in that investment
climate once they become aware of them. Accord-
ingly, foreign investors’ sensitivity to local public
information voids is a function of both their level of
private information and their flexibility to quickly
enter or exit markets.

HYPOTHESES
We argue that the impact of information voids
varies across types of foreign investors, depending
on foreign investors’ strategic capabilities. In gen-
eral, greater information and flexibility capabilities
on the part of such investors will enhance their
ability to manage information voids, rendering
them less sensitive to such voids. We explore these
differences in information and flexibility capabili-
ties amongst types of foreign investors focusing on
capital inflows from direct investors, portfolio
investors, and banks.

Direct investment
Foreign direct investors have principal information
about their firm given their corporate control
positions (Goldstein and Razin, 2006). They also
have in-depth knowledge of their particular invest-
ment and significant global private information
about their product or technical process. If multi-
national, direct investors may also have meaningful
experience in global operations and knowledge

operating across multiple jurisdictions and cultures
(Morris et al., 2015). However, direct investors have
only moderate access to local private information.
While direct investors have the ability to develop
relationships with local political and economic
elites (Henisz and Delios, 2004), this interaction is
typically limited to the specific firm and sector in
question and not broadly construed across multiple
firms, issue areas and industries within the host
country (Chang, 1995; Chang and Rosenzweig,
2001). Even in the case of experienced and knowl-
edgable multinationals, foreign direct investors’
local private information remains idiosyncratic
and limited in scope to either their single invest-
ment in that country or the relevant sector in
which that investment operates (e.g. (Mariotti and
Piscitello, 1995)). Rarely do direct investors operate
multiple firms across multiple sectors in the same
country. For all these reasons, we expect that direct
investors have access to some, yet only moderate
levels of, local private information.
In terms of operational flexibility, FDI is a fixed

investment that cannot easily or quickly change
course. Direct investment is usually long-term,
which is one of the reasons FDI is so valuable to
host economies (Ahlquist, 2006; Vernon, 1971). Yet
FDI’s relative illiquidity makes it more costly for
direct investors to repatriate capital or exit the
country when they learn of adverse policy changes
pending or taking effect, such as the government
contemplating restrictions on transferring or con-
verting foreign currency into hard currency. Gold-
stein and Razin (2006) find that when foreign direct
investors are forced to sell prematurely, the price
for FDI is materially lower than the price for
comparable portfolio debt or equity. Put differ-
ently, the costs of expediting an exit or sale for FDI
are especially punitive. Similarly, new or expanded
FDI can take time to implement and may be more
costly if executed quickly. Direct investors are thus
limited in operational flexibility, delaying FDI
inflows response times to changes in the severity
of information voids.
In all, FDI flows react slowly to changes in the

quality of the investment climate, even if direct
investors receive information about those changes
in a timely manner. This leads to our first empir-
ically testable hypothesis:

Hypothesis 1: The narrowing of information
voids due to greater availability of local public
information is positively related to inward flows
of FDI.
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Portfolio investment
Foreign portfolio investors, on the other hand,
have very limited access to local private informa-
tion. With no direct control and no personal
lending relationships to draw on, local information
to portfolio investors is compromised relative to
direct investors (Razin, Sadka, & Yuen, 1999) or
banks, respectively. While any single portfolio
investor might have experience investing in a
particular country or, in the case of portfolio debt,
some informational control positions in the bond
covenants, foreign portfolio flows are populated by
large scale, broad, and even technical investors
with limited on-the-ground knowledge. Often such
investors manage diverse portfolios and choose
investments based more on ‘‘push’’ than ‘‘pull’’
factors. Indeed, they often have significant global
private information about, for instance, market
benchmarks, future investment trends, and upcom-
ing interest rate changes in advanced countries
(Albuquerque et al., 2009). But foreign portfolio
investors have neither the experience nor the
access to relevant elites that would give them local
private information on market and investment risk
conditions in the host economy. Moreover, invest-
ing in portfolio debt and equity does not require
repeat relationships with local political or eco-
nomic elites. To buy the public stock or debt of a
local company, portfolio investors are not required
to gain operating concessions, business licenses, or
building permits, or comply with any of the
thousands of ongoing ‘‘doing business’’ regulations.
In fact, foreign portfolio debt and equity typically
function without any domestic presence, short of
an institutional prime broker that executes the
trade. Thus portfolio investors’ access to local
private information is extremely limited.

FPI is most notable for the premium these
investors place on asset liquidity or the flexibility
to switch amongst locations and securities. In fact,
portfolio equity’s liquidity constraint is the explicit
tradeoff for the managerial efficiency that comes
from direct ownership and control (Goldstein and
Razin, 2006). Portfolio investors buy stocks or
bonds with a targeted time horizon for the invest-
ment, potentially as short as an intra-day trade or as
long as ten years. On average, portfolio equity
investors take shorter positions than do portfolio
debt investors. When confronted with a premature
or unscheduled need to liquidate exposure, portfo-
lio investors execute the sale of their debt or equity
positions in open markets. Because portfolio equity

markets are larger and deeper than public (or
private) debt markets, equity investors have an
important flexibility and real option advantage.
This behavior is pronounced by the herding behav-
ior of portfolio equity investors, in which the pack
follows the first-mover (e.g. Shleifer and Summers,
1990). Such ability to flee quickly in the face of
noise or unfolding events has also been observed in
the empirical literature on ‘‘hot’’ capital Kose,
Prasad, Rogoff, & Wei (2006) and Reinhart and
Reinhart (2008). Liquidity – or operational flexibil-
ity – is thus the compensating factor for portfolio
investors’ lack of private information.
Faced with information voids, then, portfolio

investors have difficulty precisely monitoring
changes in the host country investment climate.
However, once an actionable change is detected,
their flexibility allows them the ability to respond
very quickly. Thus, while we expect FDI to be most
sensitive to information voids, we also expect FPI to
respond positively to the availability of local public
information. This leads to our second empirically
testable hypothesis:

Hypothesis 2: The narrowing of information
voids due to greater availability of local public
information is positively related to inward flows
of FPI.

Bank debt
As compared to direct and portfolio investors,
foreign commercial banks have the most access to
manage local public information voids. Foreign
banks lend to multiple parties across the economy
and across any one firms’ capital structure (Beim
and Calomiris, 2001). They have in-house dedi-
cated lending officers with ongoing and informa-
tion-intensive relationships with domestic
borrowers. Indeed, banks negotiate for control by
structuring covenants and rights in the lending
documents which mimic, albeit imperfectly, the
information transparency granted a principal. Also,
foreign banks typically have a significant domestic
presence in the investment host country, with local
branches and long-standing domestic exposures in
both local and foreign currency, making them less
foreign or ‘‘far away’’ (Portes and Rey, 2005). This
provides banks with strategic knowledge of the
country borne from deep and broad market expe-
rience (Sengupta, 2007) and multiple bargaining
games with the host government and local borrow-
ers (Calomiris and Haber, 2014). With that comes
relationships with political and economic elites –
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for instance, those responsible for transfer and
convertibility policies – who funnel high-level,
private information or reveal policy preferences
(Cohen, 1996; Faccio, 2006; Shambaugh, 2004). In
this light, banks are politically connected investors,
imitating locals’ greater private information about
market conditions and the political environment.
Foreign banks can thus be considered the most
knowledgable foreign investor, representing the
pinnacle of a well-connected firm.

Foreign bank debt is also relatively liquid, and
banks have the flexibility to quickly retreat if a
country’s information void widens, or to increase
its lending rapidly in response to new information.
More specifically, if banks perceive an adverse
change to the investment climate, they have the
capability to halt loans in progress and cancel
future borrowings. In certain circumstances banks
also have the right to accelerate outstanding loans.
While banks can be constrained by the nature of
debt covenants and the liquidity of the secondary
market – a similar constraint for portfolio debt –
they are able to exit relatively promptly and react to
shocks (Haber and Musacchio, 2013). When new
information is received, banks are flexible enough
to act on it quickly.

This leads to our third and last empirically
testable hypothesis:

Hypothesis 3: The narrowing of information
voids due to greater availability of local public
information will have little or no relationship
with inward flows of bank debt.

Integrated Hypotheses
We argue that there are important variations across
types of foreign investor with regard to their access
to local private information and their flexibility
capabilities. Figure 2 plots the relative position of
direct investors, portfolio investors, and banks with
respect to private information and flexibility capa-
bilities and the associated adaptation and exit
strategies. Banks enjoy both privileged access to
private information and the flexibility to respond
quickly to relevant developments in the host
country; portfolio investors excel at rapid response,
but have severely limited access to local private
information; while direct investors have moderate
access to local private information, but respond to
new information quite slowly.

Faced with information voids, banks are well
equipped. Their access to local private information
provides a close substitute for the missing local

public information, and their flexibility allows
them to act on new information almost immedi-
ately when they receive it. At the other end of the
spectrum, direct investors’ more limited access to
local private information, compounded by their
inability to be flexible and respond quickly to the
private information they do have, leaves direct
investors very poorly positioned to manage infor-
mation voids. To invest effectively, direct investors
need reliable sources of local public information
that provide the information to make accurate
long-term forecasts about the quality of the invest-
ment climate; in essence FDI needs an information
void not to exist. FPI sits in the middle ground.
Portfolio investors share, and even surpass, banks’
flexibility, but they do not have the information
capabilities to match, and flexibility is a less
complete substitute for the missing local public
information. Thus, banks and portfolio investors
can both jump quickly when new information is
received. However, if there is an information void,
portfolio investors, who have less established chan-
nels ’on the ground’, will be more likely to jump at
false alarms, incurring substantial costs anywhere
local public information is scarce or unreliable.
Accordingly, foreign investors’ sensitivity to local

public information is a function of both their level
of private information and their flexibility of entry/
exit. The greater investors’ information and flexi-
bility capabilities and, thus, the more strategies
available to manage information voids, the more
willing they are to invest in countries with scarce
local public information. The joint effect of these

Figure 2 Summary of investor types. A classification of foreign
investors by their access to local private information (horizontal
axis) and their operational flexibility to quickly enter and exit
markets (vertical axis).
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two equally important capabilities is that FDI is
most sensitive (H1); FPI is moderately sensitive
(H2); and bank debt is least sensitive to information
voids (H3). Therefore, we expect to see an impact of
information voids across foreign investment flows,
and we expect these impacts to vary depending on
foreign investors’ strategic capabilities. We summa-
rize these three expectations as a fourth, integrated
hypothesis and graphically present these expecta-
tions in Figure 3.

Hypothesis 4: The narrowing of information
voids due to greater availability of local public
information has a strong positive relationship
with FDI, a moderate positive relationship with
FPI, and little to no relationship with bank debt.

DATA
To assess the effects of information voids on net
inflows of FDI, FPI, and bank debt, we draw on a
sample of thirty large emerging markets from
1994-2012: Argentina, Brazil, Bulgaria, Chile,
China, Colombia, Czech Republic, Ecuador, Egypt,
Hungary, India, Indonesia, Korea, Lebanon, Malay-
sia, Mexico, Morocco, Nigeria, Peru, Philippines,
Poland, Romania, Russia, Saudi Arabia, South
Africa, Thailand, Turkey, Ukraine, United Arab
Emirates, and Venezuela. These thirty countries
account for the vast majority of global capital flows
to emerging markets. Many cross-national studies
draw their data on capital flows from the World
Development Indicators (WDI), which do not dis-
tinguish between bank debt, portfolio debt, and

portfolio equity investment and, instead, lump all
non-direct private foreign investment together as
foreign portfolio investment. We employ capital
flows data from the Institute for International
Finance (IIF), the private association of global
banks and financial institutions, which makes this
key disaggregation of private capital flows into FDI,
portfolio equity, portfolio debt, and bank debt
(Institute of International Finance, 2014).
Capital flows data allow us to evaluate the

relationship between the availability of local public
information, measured at the country level, and
country-level variation in investment. Because
capital flows data aggregate the investment behav-
ior of all investors in a given type, and because our
data cover a substantial number of countries and
years, they yield a high level of external validity.2

Thus, while there are drawbacks to aggregate flows
analysis – most notably aggregate flows data do not
allow us to examine the effects of investor charac-
teristics that vary within types of investment – we
prefer aggregate flows data for the first test of our
theory.

Dependent Variables
We disaggregate the universe of private capital
flows into three segments: direct equity investment
(FDI), portfolio equity and debt investment (FPI),
and bank debt. FDI involves capital flows from
investors that possess controlling ([10%) owner-
ship positions in local companies. The IIF measures
FDI as net inflows of equity capital, including
reinvestment of earnings on equity. FPI involves
non-controlling equity shares (i.e. less than 10%) or
corporate bonds of local companies purchased on
local public exchanges. The IIF measures portfolio
equity as net inflows of equity capital, including
reinvestment of earnings on equity, while portfolio
debt covers net external financing provided by all
other private creditors.3 In the analyses that follow,
we pool portfolio equity and portfolio debt
together as FPI because our predictions regarding
these two flows are identical in these tests. Bank
debt, on the other hand, involve loans from
financial institutions that lend to diverse local
enterprises, and is measured as net disbursement
from commercial banks.4

To test our hypotheses, we examine how the level
of publicly available information about a given
market in year t ! 1 affects annual capital inflows
in year t. We use a logged measure of each capital
flow to deal with over-dispersion in the data. The
raw data are net annual flows, and hence contain

Figure 3 Relationship between local public information and
different foreign investment flows.
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large numbers of negative values. To avoid drop-
ping these values, we follow Kerner (2009) and
calculate ln investment ¼ #lnjðinvestment þ 1Þj.

Independent Variables
We employ two measures of local public informa-
tion to assess the severity of information voids:
(a) government transparency, drawn from recent work
by Hollyer et al. (2014), and (b) analyst coverage,
created by extending work by Chan and Hameed
(2006).

Analyst coverage is based on the number of firms
in a particular host country that are covered by at
least one analyst report, constructed using data
from I/B/E/S international. We scale the number of
covered firms by GDP and then take the log. Chan
and Hameed find that analyst coverage is positively
associated with stock market synchronicity, indi-
cating that, even though analysts write firm-speci-
fic reports, they serve primarily to provide market-
wide information. Thus, analyst coverage captures
an important third-party component of the public
information available to investors.

Government transparency is measured by treating
transparency as a latent variable, which is predicted
by a government’s decision to report data to the
World Bank for inclusion in the WDI. A Bayesian
item response theory model is used to estimate
transparency based on binary measures of whether
each of 240 variables is missing or present in the
WDI: lower levels of missing data indicate higher
levels of government transparency. World Bank staff
exercise quality control over the WDI data, so non-
missing values indicate not just that a government
has reported information, but that the Bank deems
the information credible. While the variables in the
WDI cover a wide range of topics, Hollyer et al. report
that the variables with the highest discrimination
factors – i.e. the variables that influence a country’s
transparency score most heavily – ‘‘overwhelmingly
relate to trade and investment,’’ which suggests that
government transparency captures a critical govern-
ment-sourced component of the information void
facing foreign investors (2014: p. 11).

One key drawback of our analyst coverage mea-
sure, which we attend to carefully in the analysis, is
that analyst coverage is likely caused by, as well as
causes, investment. This may be true, to a lesser
degree, of government transparency as well; it is
possible that governments receiving more invest-
ment respond to investors’ presence by releasing
more data. To (partially) address this, we lag all
independent variables by one year. In the online

appendix we also demonstrate the robustness of
our results to the inclusion of a lagged dependent
variable as a regressor. Additionally, we assess two
alternative measures of local public information,
one based on investment-related press coverage
and the other an alternative calculation of analyst
coverage.

Control Variables
In our analysis we control for a range of economic
conditions that may potentially affect both inves-
tor behavior and the availability of local public
information. Data on GDP, GDP per capita, and
trade (as a percentage of GDP) are taken from WDI.
To control for the size of the banking sector, which
may affect inflows of foreign bank debt in partic-
ular, we control for bank deposits as a share of GDP;
we draw this data from the World Bank’s World
Financial Development Indicators. Domestic firms
that are listed on foreign exchanges provide exten-
sive disclosures, thereby producing an indirect
source of public information on business condi-
tions in their home country. Therefore, we also
control for the (logged) count of the number of
firms based in each host country that are listed on
the New York Stock Exchange (NYSE). We control
for democracy, respect for civil liberties, and trans-
fer risk because each may potentially affect both
information availability and investment inflows.
We use the Polity IV measure of democracy (Mar-
shall & Jaggers, 2012), the Freedom House measure
of civil liberties (Freedom House, 2013), and a
transfer risk measure from the Credendo Group
(Graham et al., 2015).5

Summary Statistics and Correlations
Summary statistics are provided in Table 1, while
Table 2 shows the pairwise correlations. While the
IIF data on investment has coverage back to 1978,
the sample size in the analyses is limited by the
data on transfer risk, which is available only from
1994. Note that while the number of observations
for analyst coverage is small, data availability here
does not limit sample size in the analysis because
we collected data precisely on the countries and
years covered by the IIF data and the transfer risk
data respectively.
As shown in Table 2, analyst coverage and govern-

ment transparency are only weakly correlated with
one another (q ¼ !0:14), indicating they are empir-
ically, as well as theoretically, distinct. Since each
measure captures a different type of publicly
available information, relating to government and
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third-party sources of such information, the two
together are able to provide a more comprehensive
assessment of the severity of information voids. In
the online appendix, we present and discuss a
scatter plot displaying the relationship between
these two variables.

RESULTS
Our hypotheses predict that the the absence of
information voids has a positive effect on inflows of
FDI (H1) and FPI (H2) but a negligible effect on

inflows of bank debt (H3). We evaluate the effects
of two types of local public information, analyst
coverage and government transparency, whose absence
jointly proxies for the severity of information
voids. Table 3 present the results from a series of
linear panel regressions in which we use analyst
coverage and government transparency to predict
inflows of FDI, FPI, and bank debt. All models
include country and year fixed effects. The country
fixed effects control for the time-invariant portion
of unobserved sources of heterogeneity across
countries, like language, culture, or geography.

Table 1 Summary statistics: data in levels

Variable Mean Std. dev. Min. Max. N

Portfolio equity inflows (millions of USD) 1207.12 4978.035 -33623 42861 825
Portfolio equity inflows (log) 2.486 5.022 -10.423 10.666 825
Portfolio debt inflows (Millions of USD) 3016.829 7587.022 -14769 72372 910
Portfolio debt inflows (log) 3.766 5.837 -9.6 11.19 910
FDI inflows (Millions of USD) 6385.068 19733.722 -2702 279762 851
FDI inflows (log) 6.964 2.629 -7.902 12.542 851
Bank debt inflows (Millions of USD) 2143.907 8297.755 -48165 88073 906
Bank debt inflows (log) 2.581 6.795 -10.782 11.386 906
Government transparency 2.108 2.504 -10.87 9.981 868
Analyst coverage 0.993 0.723 0.005 3.151 448
Trade (% of GDP) 62.021 35.592 9.102 220.407 936
GDP growth 3.752 6.301 -43.546 46.572 1011
GDP per capita (log) 8.153 1.047 5.273 11.314 1015
Transfer risk 3.796 1.577 1 7 549
Democracy [Polity IV] 2.482 6.887 -10 10 1006
Civil liberties [Freedom House] 0.528 0.248 0 1 920
NYSE listings (log) 0.692 1.06 0 4.489 713
Year 1995 10.104 1978 2012 1085

Table 2 Cross-correlation table

Variables FDI FPI Banks Transparency Analyst Trade Growth GDP
PC

TRisk Dem CivLib NYSE

FDI 1.000
FPI 0.214 1.000
Bank debt 0.135 0.192 1.000
Transparency 0.348 0.081 0.095 1.000
Analyst
coverage

-0.010 0.018 0.023 -0.138 1.000

Trade (% of
GDP)

0.140 0.013 -0.050 0.199 0.482 1.000

GDP growth 0.220 0.151 0.210 0.066 -0.030 0.032 1.000
GDP per
capita (log)

0.102 0.064 -0.036 0.117 -0.183 0.290 -0.069 1.000

Transfer risk -0.239 -0.195 -0.200 -0.220 -0.320 -0.354 -0.143 -0.366 1.000
Democracy 0.125 0.101 0.004 0.543 0.052 0.031 -0.079 0.035 0.093 1.000
Civil liberties 0.160 0.084 0.042 0.561 -0.029 0.007 -0.096 0.134 -0.097 0.799 1.000
NYSE listings
(log)

0.432 0.134 0.096 0.136 -0.073 -0.331 0.114 -0.018 -0.065 0.109 0.106 1.000
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The year fixed effects control for global shocks to
the supply of foreign investment – such as the
global financial crisis or trends in global interest
rates – which are specific to a certain year or set of
years.

Hypothesis 1 predicts that FDI is highly sensitive
to information voids. Direct investors have local
private information specific only to their firm and
sector; they lack private information about other
sectors, about the economy at large, and about the
government. They also lack the flexibility to
respond quickly to the new information they do
receive. The results in Table 3 are consistent with
this expectation: both measures of local public
information are positive, statistically significant
predictors of FDI. When information voids are
more severe, FDI inflows are lower.

We do not expect portfolio investors to have
local private information of any kind, but we do
expect that they are able to use their flexibility as a
partial substitute for missing local public informa-
tion – they may not receive advance warning of
pending changes in the investment climate, but
they can respond quickly once the change becomes
public knowledge. Thus, Hypothesis 2 predicts that
FPI responds positively to both types of local public
information as well, although we expect it may be
somewhat less sensitive than FDI. Consistent with
our argument, we estimate a positive and statisti-
cally significant effect of government transparency;
however, our results for the analyst coverage mea-
sure are weaker. The estimated effect of analyst
coverage is positive, but substantively small and
statistically insignificant.

We expect that foreign banks have access to local
private information and possess the flexibility to
exit their investments quickly once adverse
changes in the investment climate are detected.
Thus, Hypothesis 3 predicts that banks are indiffer-
ent to the availability of local public information
(i.e. to the severity of information voids). Consis-
tent with this expectation, we fail to observe any
statistically significant relationship between either
of our information measures and bank debt.

In terms of substantive effects, we estimate that a
one standard deviation (SD) increase in government
transparency is associated with a 0.23 SD increase in
FDI, a 0.25 SD increase in FPI and a 0.16 SD increase
in bank debt. A one SD increase in analyst coverage is
associated with a 0.27 SD increase in FDI, a 0.02 SD
increase in FPI and a 0.04 SD increase in bank debt.
As expected, the substantive effect of government
transparency on bank debt is smaller than the effects

we estimate on FDI and FPI. Similarly, the substan-
tive effect of analyst coverage on FDI is much larger
than than the effect we estimate on either FPI or
bank debt.
We supplement this direct examination of the

coefficients of interest with an examination of how
including information on the severity of informa-
tion voids (i.e., our measures of local public infor-
mation) affects the explanatory power of our
regression models. We expect, and find, that the
patterns in increases in R2 values match the
patterns we observe in the coefficients on our
measures of local public information. Including
measures of the severity of information voids
improves the explanatory power of our models
more with respect of FDI than with respect to FPI or
bank debt.
To facilitate this analysis, in Table 3 each model

estimating the effect of local public information on
investment is preceded by a model that features the
same control variable and the same sample, but
from which the independent variable of interest is
excluded.6 Adding government transparency to the
controls-only model raises the R2 value from 0.152
to 0.162 in the FDI models, an increase of 6.6%;
from 0.156 to 0.164 in the FPI models, an increase
of 5.1%; and from 0.212 to 0.216 for bank debt, an
increase of only 1.8%. Turning to the effects of
analyst coverage, adding analyst coverage to the
controls-only model predicting FDI raises the R2

value from 0.125 to 0.137, an increase of 9.6%. In
contrast, the R2 values in the models for both FPI
and bank debt remain constant when analyst
coverage is added, indicating that including infor-
mation on the severity of information voids does
nothing to improve the explanatory power of these
models. As our theory predicts, including measures
of local public information improves the explana-
tory power of the regressions predicting FDI more
than it improves the models predicting FPI or bank
debt. While the models for bank debt have the
highest R2 values overall, adding information about
the severity of information voids yields almost no
improvement over the controls-only models.
The country fixed effects included in these mod-

els absorb most of the effects of slow-moving
control variables, such as GDP per capita, democ-
racy, and civil liberties; however, consistent with
theory, the estimated effects of these variables are
consistently positive across all three types of
investment, albeit statically insignificant in most
cases. Also consistent with our expectations, we
estimate negative effects of transfer risk across all
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three types of investment, and these effects are
statistically significant for FPI and bank debt. The
estimated effect of GDP growth is statistically
significant only for bank debt, and other control
variables lack statistically significant effects in all
models.

A number of our control variables are correlated
with one another, and with the independent
variables of interest, which raises concerns that
multicollinearity could be inflating the standard
errors in these models. To reduce multicollinearity,
we have worked to limit the number of control
variables included in the models in Table 3. In the
online appendix, we demonstrate the robustness of
our results to adding a larger set of control variables
and to including both of our measures of local
public information in the same regression. In the
parsimonious models in Table 3, the variance
inflation factors (VIFs) for government transparency
and analyst coverage are 6.9 and 5.3, respectively.7

In the models in the appendix with additional
controls, those VIFs rise to 11.7 and 9.5, respec-
tively. Five and ten are common thresholds for
identifying high VIFs. Multicollinearity does not
cause bias in estimation, but it does produce higher
variance in coefficient estimates, which makes it
more difficult to reject the null hypothesis of no
effect. In our case, the consistency of our results
across the parsimonious models in Table 3 and the
more thoroughly controlled models in the appen-
dix suggests that multicollinearity is not driving
the results we describe. Multicollinearity does,
however, limit the precision of the estimated effects
of some of our control variables quite substantially:
trade, transfer risk, GDP per capita, and civil liberties
all have VIFs in excess of ten in at least some
models. Thus, it is unsurprising that most of the
effects we estimate for these control variables are
not statistically significant.

One final issue of note, as expected, the esti-
mated effect of government transparency on bank
debt is smaller than the effect we estimate on FDI
and FPI; however, the estimated effect is not trivial
in size (see Model 10). It is quite possible that the
positive relationship we estimate is simply statisti-
cal noise – the effect is not statistically significant.
It is also possible that government transparency is
positively associated with bank debt flows because
transparency is correlated with other unobserved
policy behaviors that benefit banks. However, it
could be that banks actually do benefit, at least
minimally, from some types of local public infor-
mation. Our results are consistent with our

prediction that flows of bank debt are indifferent
to the severity of information voids, and in the
following section and in the online appendix we
demonstrate that these results are consistent across
a wide range of alternative specifications. However,
further empirical evaluation remains necessary to
rule out the possibility that bank debt flows are, at
the margins, larger when information voids are less
severe.

Robustness Checks
Endogeneity is a concern in this analysis. In
particular, it is possible that a country’s current
investment stock affects both future flows of
investment as well as government transparency
and analyst coverage (Tomashevskiy, 2015); Forth-
coming). We do not believe that a valid instrumen-
tal variable exists, but we do take several steps to
reduce the risk that our results are driven by this
type of endogeneity. Across all models in Table 3,
we lag all independent variables by one year to
reduce the risk that our results are driven by reverse
causation, and we include year fixed effects to
control for any influence of global economic trends
or supply-side factors, such as U.S. interest rates,
that might confound our results. In the online
appendix, we add a lagged dependent variable as a
regressor to create a dynamic linear panel model,
and we see that this actually brings our results even
more closely in line with argument.
In the online appendix, we also analyze two

alternate measures of third-party local public infor-
mation, investment-related press coverage and an
alternative analyst coverage measure. These alter-
native measures underscore the robustness of our
main results with regard to Hypotheses 1 and 3. In
both cases we estimate positive effects of third-
party local public information on FDI inflows, and
negative, statistically insignificant, effects on
inflows of bank debt. In particular, these results
increase our confidence that bank debt is truly
indifferent to the availability of third-party local
private information, and that the null result
demonstrated in Table 3 is not driven simply by
our inability to estimate bank debt with sufficient
precision.
Unfortunately, these alternate information mea-

sures provide no support for Hypothesis 2. Like the
analyst coverage measure used in Table 3, these
alternative measures do not predict FPI flows well.
Thus, we remain uncertain regarding the true
relationship between third-party sources of local
public information and FPI flows.
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Uncertainty persists regarding Hypothesis 2
because our estimates of the effect of local infor-
mation on FPI flows are imprecise, i.e the standard
errors are large, making it difficult to reject the null
hypothesis of ‘‘no effect.’’ This imprecision in the
estimates is driven by two compounding factors: 1)
annual data loses much of the over-time variation
in portfolio investment, which is very fast-moving;
2) much of the variance in FPI inflows into
emerging markets is explained by ‘‘push’’ factors,
like rates of return in developed economies, rather
than ‘‘pull’’ factors like institutional voids (Koepke,
2015). While some of these push factors are
captured by the year dummies in the model, the
effects of others remain in the error term. Thus, the
relationship between FPI and third-party source of
public information remains an open area of empir-
ical inquiry, one that is best pursued with either
high-frequency data on flows or data at the investor
or deal level.

While our focus is on the substantial variation
that exists across types of investor, we also acknowl-
edge that interesting variation may exist within
types of investor, e.g. between different types of
direct investor. In the online appendix we evaluate
some of the intra-type variation within FDI, based
on some assumptions regarding the types of direct
investor that predominate in certain types of mar-
kets. While we find some variation across market
types, public information has a positive effect on
inward FDI flows across each subset of markets we
examine, suggesting that the results we report in
Table 3 are not driven by a narrow subset of direct
investors – this appears to be a general effect across
different types of direct investors. Finally, we also
demonstrate the robustness of our results to restrict-
ing of the sample to countries meeting a more
stringent definition of ‘‘developing’’ countries (i.e. a
GDP per capita of less than $10,000USD).

DISCUSSION AND FUTURE RESEARCH
In the above analysis, we examine the universe of
global private capital flows, which we disaggregate
into three components: FDI, FPI, and bank invest-
ment. Aggregate flows data pose a challenging first
test of our argument. The variation across types of
investor that we hypothesize is only observable
empirically if it is large relative to other kinds of
variation that likely exist within investor types,
such as variation between more or less experi-
enced direct investors. In other words, it is
observable if the ‘‘signal’’ of cross-type variation

is detectable through the ‘‘noise’’ of within-type
variation. Importantly, capital flows data also
connect variation in strategy across types of
investor to global patterns in the flow of foreign
investment. Our results provide empirical support
for our assertion that different types of capital
vary in their responses to institutional voids. In
particular, we show that across a variety of spec-
ifications, inflows of FDI are consistently sensitive
to, and bank debt inflows largely insensitive to,
the severity of information voids.
Banks, armed with both superior access to local

private information and excellent flexibility, are
roughly indifferent to the severity of information
voids; their ability to strategically substitute for
missing local public information provides them
with an important competitive advantage in these
contexts. At the opposite end of the spectrum,
direct investors have both limited access to private
information (i.e. access that is narrow in scope) and
an inflexibility to respond quickly when faced with
new information. Thus, direct investors are extre-
mely sensitive to information voids, preferring to
invest in climates where local public information is
more plentiful and long-term forecasts can be made
with greater accuracy.
Portfolio investors occupy a theoretical middle

ground, possessing almost no access to local private
information, but with sufficient flexibility, notably
the ability to liquidate quickly, to partially com-
pensate for their ignorance. Because our theoretical
expectations for FPI run toward the middle –
expecting flows to be less sensitive to information
voids than FDI but more sensitive than bank debt –
our ability to confirm our theoretical expectations
hinges on our ability to estimate inward flows of
FPI with a high degree of precision. However,
because FPI is both fast moving and driven more
by external factors than by host-economy factors
like institutional voids, precisely estimating the
effect of information voids on FPI inflows is chal-
lenging. While we are able to confirm the sensitiv-
ity of FPI to the availability of government-sourced
local public information (i.e. transparency), we are
unable to reject the null hypothesis that FPI is
insensitive to voids in third-party local public
information (i.e. analyst coverage and investment-
related press coverage). Thus, the effects of infor-
mation voids on FPI remains an important area for
future empirical investigation.
We acknowledge that there are costs associated

with the use of aggregate flows data, notably the
loss of information on intra-type variation. Thus,

The effects of information voids on capital flows Allison F Kingsley and Benjamin A T Graham

Journal of International Business Studies



the next logical step in this research agenda is to
shift the level of analysis from capital flows to the
firm level. The ideal firm-level data would include
direct measures of foreign investors’ access to
private information, which would be valuable
descriptively and would provide a tool for predict-
ing investor behavior in the face of information
voids.

Indeed, we hope that the results in this paper,
and the new logic we have introduced, motivate
the additional firm-level empirical research neces-
sary to fully and more completely understand how
individual investors are affected by information
voids in host economies. In particular, high-speed
firm-level data may resolve the ambiguity around
portfolio investors. Scholars may also want to
explore information with both local and global
components (e.g. regional information), or investi-
gate how changes in the relative importance of
investors’ information and flexibility capabilities
may test the boundaries of the theory. We have
identified important variation across investor types
in their responses to these voids, but to achieve its
aims this article must be the first step, and not the
last step, in this research agenda.

This project has clear implications for both
governments and investors. While the IB literature
rightly focuses on managerial implications, the
field often produces knowledge of great value to
policymakers as well, and nowhere is this more true
than in the institutional voids literature. By pro-
viding nuanced analysis of the relationship
between information voids and global flows of
capital, we are able to assist directly in data-driven
policymaking in emerging markets (e.g. Gelos and
Wei, 2002; Brandao-Marques, 2013).

Increasing government transparency has differ-
ent impacts on different types of investment, and
thus it may also have different implications for
economic development. Government provision of
local public information is a strategic tool, more
appropriate for attracting some investors than
others. For example, increasing publicly available
information may be effective in attracting direct
investors, but less effective in attracting bank debt.
This is important because countries are hungry to
reap the pro-development effects of FDI. Increasing
transparency and the availability of information
about the local market should serve this end.

However, governments who prefer not to be
transparent can still recruit foreign investment.
Banks in particular have a competitive advantage in
opaque and risky markets, and our results suggest

they are largely undeterred by the presence of
information voids. Thus, information voids affect
not only the total volume of foreign capital flows
that a country attracts, but also the type of capital
that enters. This is critical because banks, portfolio
investors, and direct investors each add different
value to a host economy. FDI can add physical
capital and employment, bank debt can provide
financing for both foreign and domestic ventures,
and portfolio investment offers domestic firms a
larger pool of potential investors and lenders. As
the mix of foreign investment shifts in response to
changes in the availability of local public informa-
tion, distributional consequences may follow,
depending on who relies on the investment for
employment, investment capital, and contribu-
tions to their production chain.

CONCLUSION
Institutional voids have strong effects on investor
strategies in emerging markets. We examine one
problem associated with institutional voids that is
of particular relevance to capital markets: informa-
tion voids or the absence of reliable local public
information about the host country. We introduce
a typology of information that distinguishes
between different types of information based on
both the level of local content and the level of
public availability. We then identify two sets of
capabilities – access to information and flexibility –
that jointly determine investors’ sensitivity to
information voids. Local private information is a
near perfect substitute for local public information,
while being flexible to exit a market quickly is an
imperfect substitute.
Investors with the flexibility to respond quickly

when faced with new information can, in part,
compensate for their failure to foresee changes in
the investment climate (i.e. the lack of local
public information) by responding quickly when
those changes finally become apparent. We argue
that banks possess both privileged access to
private information and the ability to respond
quickly to relevant developments in the host
country; direct investors have moderate access to
local private information, but respond to new
information quite slowly; and portfolio investors
excel at rapid response, but have severely limited
access to local private information. The net effect
is that FDI is most sensitive to information voids,
FPI is moderately sensitive, and bank debt is least
sensitive.
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The argument we develop allows us to analyze
how institutional voids and information relate in
emerging markets. Institutional voids that feature
missing information denote a scarcity of local
public information, a type of information that
differs both from global private information, such
as a firms’ knowledge of proprietary technology,
and from the global public information that moti-
vates ‘‘push’’ theories of foreign investment. It is
also distinct from local private information, which
is a strategic resource for investors suffering from
expensive information voids. By identifying varia-
tion in foreign investors’ private information and
flexibility capabilities, we better understand their
sensitivity to and strategies for managing informa-
tion voids. Accordingly, our ability to distinguish
amongst different kinds of information offers
international business an organizing paradigm not
just for theories of institutional voids but for the
diverse theories of information, knowledge, and
experience that exist across research streams.
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NOTES
1Our continua of local content and public availability

accommodate hybrid information. For example, we
conceive of regional or industry information as possess-
ing components that are local (i.e. country specific) and
components that are global (i.e. relevant across many
countries). See Eden, Lenway, & Schuler (2005).

2In contrast, any firm-level dataset is necessarily a
sample, and often a non-random sample, of the
population of interest. In this case, measuring access
to information directly would likely require original
survey data. In the context of emerging markets,
manager-level surveys published in top business jour-
nals report response rates averaging 32% (Cycyota
and Harrison, 2006). Thus, the typical survey-based
dataset has information on only one-third of the
(randomly selected) sample, while two-thirds of the
firms are dropped from the analysis via a decidedly
non-random process, sharply limiting external validity.

3This includes flows from non-bank sources into
bond markets, as well as deposits in local banks by
nonresidents other than banks. Includes credit by
suppliers (excluding credits guaranteed or insured
under credit programs of creditor governments),
identified private placements of debt securities, and
other financial securities issued in local or foreign
currencies. Also includes estimated interest payments
due but not paid, and estimated payments flows with
private creditors other than commercial banks result-
ing from discounted debt transactions.

4Excluding credits guaranteed or insured under
credit programs of creditor governments; generally
includes bond purchases by commercial banks.

5The Credendo Group data are available from the
authors upon request. All other data are available from
the IPE Data Resource (Graham and Tucker, 2016),
which can be downloaded at doi:10.7910/DVN/
X093TV. Access date October 27, 2016.

6Missing data in the independent variables of
interest cause the samples to vary slightly between
the models estimating the effects of government
transparency and those estimating the effects of
analyst coverage. Therefore, we run two controls-only
models for each capital flow, such that the sample of
the controls-only model matches the sample in the full
model to which it is compared.

7Because the set of control variables is the same
across all models in Table 3, these VIFs are also the
same across all models. Conversely, the VIFs on the
control variables vary from model to model depending
on whether the independent variables of interest are
included.
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