
In late 1994, Jaime Serra Puche, a rising star in Mexico’s Institutional Revolution-

ary Party (PRI) and the country’s newly appointed fi nance minister, was expected 

to manage a currency devaluation without stirring up a lot of political or eco-

nomic trouble. The celebrated negotiator, famous for delivering on the North 

American Free Trade Agreement (NAFTA) failed on both counts. Mexico expe-

rienced a massive, rapid devaluation of its currency (the peso). The currency’s 

downward spiral helped strip the PRI of its dominant hold on Mexico’s political 

landscape. Saddled with expectations that he remain faithful to his party’s politi-

cal agenda, despite the demands of modern capital markets, Serra was probably 

doomed to fail. But the real story is about the PRI and its approach to maintain-

ing single-party power, a decades-long dominance dependent on the power iof 

graft and patronage.2 The PRI, run as a kind of massive-scale Tammany Hall 

organization, bolstered its power by dispensing economic spoils to the leaders 

of trade unions, state and agricultural employees, and regional political parties.3

The operation was, as Peruvian novelist Mario Vargas Llosa aptly called it,“the 

perfect dictatorship.”4

Yet the manipulation of economic policy for political gain would ultimately 

break the PRI’s grip on power. Its inability to retire its patronage machine contributed 
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substantially to the 1994 peso crisis and the party’s fi rst ever political defeat two years 

later. This crisis illustrates perfectly how political factors can trigger a fi nancial crisis.

In the years preceding the 1994 currency collapse, the Carlos Salinas admin-

istration (1988–94) carried out ambitious market-oriented economic reforms 

that brought a signifi cant reduction in infl ation—and the North American Free 

Trade Agreement. Before the peso crisis, Mexico’s economy was in reasonable 

shape, though a growing account defi cit would probably have made an eventual 

currency devaluation necessary.5

Economic factors alone cannot explain the peso crisis. A devaluation could 

have been managed to ensure a soft landing. Instead, the Mexican currency crisis 

was driven by poor political decisions: “The state of illiquidity at the end of 1994

was due to unexpected shocks that occurred throughout the year, and the inad-

equate policy responses to those shocks, according to economist Jeffrey Sachs.”6

Mexico was running a current account defi cit, at least in part, because the ruling 

party had increased government spending to curry favor with voters in an elec-

tion year—a formula that had served the PRI well for the previous 70 years.

The Salinas government launched its spending spree, enabled cheap credit, 

and avoided engineering a much-needed correction in the exchange rate. It was 

no secret in early 1994 that Mexico would have to devalue its currency. Markets 

expected it, and waves of investors headed for the exits to beat the rush. But the 

PRI decided that a preelection devaluation or a rise in interest rates amounted 

to a pill it was not prepared to swallow. Not in 1994. Not six years after Carlos 

Salinas had won only by the narrowest of margins, quite possibly as a result of 

electoral fraud.7

Other political surprises followed. The left-wing Zapatista guerrilla uprising 

in the state of Chiapas frightened foreign investors. Three months later, the PRI’s 

presidential candidate, Luis Donaldo Colosio, was murdered during a campaign 

stop in Tijuana, Mexico’s fi rst high-profi le political assassination in decades. 

Ernesto Zedillo, an uncharismatic technocrat, took his place. A series of kidnap-

pings of prominent businessmen added to investor anxiety. The government’s 

decision that sound corrections to fi scal, monetary, and exchange rate policies 

were too politically risky in this environment made matters worse.

The political strategy paid political dividends as Zedillo was elected presi-

dent of Mexico in December 1994. But in the process, the PRI had activated an 

economic time bomb with a very short fuse. Less than a month after Zedillo’s 

victory, the PRI decided the moment had arrived to devalue the peso by 15%—to 
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4 pesos per dollar. It was too little too late. Market players panicked as the peso 

quickly fell from 4 pesos to more than 5.5 pesos per dollar, and then to 7.45 in 

March 1995, triggering Mexico’s worst economic crisis in half a century. Fears 

that Mexico would default on its sovereign debt prompted the  International 

Monetary Fund and the U.S. government to stabilize the peso with a $50 billion 

bailout.

The “December mistake,” as the crisis came to be known, crippled Zedillo’s 

political standing. The PRI’s rivals demanded political and economic conces-

sions in exchange for support for his stabilization plan. Zedillo’s rivals within the 

PRI called on him to resist. By 1996, he had little choice but to defy hardliners 

within his party and to implement an electoral reform package that proved a sig-

nifi cant step toward political liberalization. A year later, the PRI lost its absolute 

majority in the lower house of congress for the fi rst time since it was created in 

1929. In 2000, Vicente Fox became Mexico’s fi rst non-PRI president in 71 years.

The moral of the story: What at fi rst appears an irrational choice might 

not be. Those who assume that presidents, prime ministers, and members of 

parliament care more about sound economic policy than about their politi-

cal fortunes are doomed to the occasional surprise, because political leaders 

sometimes make market-moving (even market-crashing) economic decisions 

to satisfy their political needs. Economists knew that the peso was overvalued; 

some called for devaluation well before the crisis began.8 Players in capital mar-

kets recognized the Mexican budgetary and currency imbalances; foreign capi-

tal had already begun fl owing out of the country. Yet, very few market analysts 

understood that the PRI would decide it could not devalue the peso, for political 

reasons.9

How Politics Impact Capital Markets

Currency controls and devaluations, fi nancial regulatory changes, declarations 

of war, strikes, sovereign credit defaults, the confi scations of banks’ assets, cor-

ruption, outright theft, and fraudulent bookkeeping are just a few of the many 

political factors that infl uence money fl ows and change the value of an invest-

ment, whether a stock, a currency, a bond, or a commodity.

A growing number of investors and business decision makers now under-

stand that political choices and events move capital markets and alter the value of 
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portfolio investments. But as they develop their economic models and indexes, 

the ones they use to calculate a country’s sovereign creditworthiness, they con-

sider economic factors (like levels of infl ation, growth, and defi cits) with no sys-

tematic way of including political risk in the equation. The architects of these 

economic models too often push political risk into the miscellaneous uncertain-

ties category, what statisticians call the “error term.”10

A government announces that it will change the value of its country’s cur-

rency or limit the ability of individuals and investors to hold or trade it. That is 

a common form of political risk, one that impacts just about everyone with an 

interest in the value of that particular currency: holders of the country’s debt, 

foreign companies operating there, exporters to that country, and those who 

live there. The United States’ Overseas Private Investment Corporation (OPIC), 

whose mission includes the insuring of U.S. investments abroad against political 

risks, estimated that between 1966 and 1999, about one-fi fth of its claims arose 

when corporations found themselves unable to convert profi ts earned abroad 

into other currencies.11

Politically driven currency risks come in three basic forms. First, a govern-

ment can simply devalue its currency. In the case of the peso crisis, the Mexican 

government revalued the peso’s value relative to the U.S. dollar. Second, politi-

table 4.1 Some ways in which politics can impact capital markets

Government actions Nongovernmental 
political events

Direct impact Currency devaluations Boycotts

Sovereign credit defaults Terrorism

Currency controls Strikes

Regulatory changes Civil wars

Confi scations of bank assets

Indirect impact 
(market panics)

Declarations of war

Changes in government makeup

Public statements

Elections
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cal events that generate investor concerns about a currency’s value can force a 

devaluation. Any number of events—the collapse of a ruling coalition, a cabi-

net reshuffl e, a political scandal—can trigger that level of anxiety.12 Third, gov-

ernments can impose regulations that make it diffi cult for others to convert or 

transfer the local currency into another—by limiting the amount that a com-

pany or individual can hold, regulating the timing of exchanges, increasing taxes 

and fees on conversions, or imposing an outright prohibition.

Consider Malaysia’s experience during the 1997–98 East Asian fi nancial 

crisis, which reveals how heavy-handed government intervention in capital 

markets can stabilize an economy, though at signifi cant cost to investors. 

The Asian fi nancial meltdown triggered enormous capital fl ight from the 

region, including from Malaysia. Asian exchange rates collapsed, prompt-

ing a vicious cycle of capital outflows and asset price deflation. Thailand, 

Indonesia, Korea, and the Philippines turned to the International Monetary 

Fund (IMF) for emergency fi nancial assistance.  Malaysia, on the other hand, 

managed the crisis alone. Initially, Malaysian fi nance minister Anwar Ibrahim 

responded with orthodox market policies, raising interest rates and cutting 

public spending to improve fi scal and trade balances. But these austerity mea-

sures threatened major Malaysian businesses, including many that supported 

then Prime Minister Mahathir bin Mohamad and his ruling party, United 

Malays National Organisation.

On September 1, 1998, Mahathir introduced strict capital controls and 

famously blamed “speculators” (notably George Soros) for instigating  Malaysia’s 

economic troubles. He also sacked Anwar Ibrahim. Mahathir restricted capital 

outfl ows by requiring nonresidents to wait one year before converting their 

ringgit proceeds from Malaysian securities sales. Later, this restriction was 

replaced with a stiff exit tax on capital gains. Mahathir eliminated the off-

shore market for ringgits by repatriating all of Malaysia’s currency, prohibited 

lending by  Malaysians to foreigners, and recalibrated the Malaysian exchange 

rate. After taking control of the capital market, Mahathir reduced inter-

bank interest rates and passed a fi scal stimulus package to rejuvenate the 

economy.13

The prime minister imposed these currency controls to manage the eco-

nomic recovery without jeopardizing the government’s ability to distribute 

wealth across the country to reinforce its political popularity. The unfettered 

workings of free markets might have threatened the delicate balance among the 
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country’s various ethnic communities and its constituent federal states. In addi-

tion, Asia’s fi nancial crisis had put an end to Suharto’s 30-year rule in  Indonesia, 

and UMNO’s leaders had no desire to share his fate. Finally, Anwar had won 

praise from fi nancial market players for effective stewardship of the fi nance 

ministry and was positioning himself for a run at the presidency. By sacking 

him, Mahathir removed a political rival. To prevent another round of capital 

fl ight following Anwar’s ouster, Mahathir announced the capital control one day 

before removing Anwar from offi ce.

Mahathir’s risky policy choice paid off politically and, over time, economi-

cally. Though Malaysia’s GDP declined by 7.4% in 1998, it rebounded with 6.1%

growth in 1999 and another 8.2% in 2000. Mahathir remained in power until his 

retirement in 2003.

Investors must contend with changes in currency values as well as trading 

rules and regulations, but their impact depends on the degree and type of expo-

sure. For a local producer, a currency devaluation makes products cheaper to sell 

abroad. But for those holding a local currency, the effects are largely negative. 

Investors are often dependent on the free fl ow of money across borders. When 

this process is interrupted, they may not be able to transfer profi ts out of the 

country or even to pay their employees. Exporting fi rms are not paid, bond divi-

dend payments are not made, and everyone faces a surge in paperwork as they 

learn the new rules.14

This is why Malaysia’s actions had signifi cant costs for portfolio inves-

tors who were holding its currency or assets denominated in it. The  Singapore 

Stock Exchange ran a very liquid over-the-counter trade in Malaysian equities. 

When the Malaysian government imposed currency controls, it also banned 

the trade of Malaysian shares on the Singaporean exchange, leaving investors 

there with $4 billion worth of shares in more than 100 Malaysian compa-

nies that were suddenly “frozen,” and therefore temporarily worthless.15

Not all currency devaluations or restrictions are politically motivated. Gov-

ernments can impose currency controls or engage in devaluations for what they 

see as sound economic reasons; such motives certainly played a part in  Mahathir’s 

decision. It is not always easy to separate a government’s political considerations 

from its economic motives in analyzing currency policy-related risks. But for 

most market players, attention to political motivations is a vitally important part 

of any sound risk management strategy.16
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Emerging Markets—Where Political Analysis 

Meets Economic/Financial Analysis

In 2003, Goldman Sachs released an important piece of research on emerging 

markets. Dreaming with BRICs: The Path to 2050.17 In it, the authors argued that 

by 2050 Brazil, Russia, India, and China would have larger economies than any 

country in the world except the United States and Japan. The report has helped 

fuel intense interest in the inevitable shift in the balance of global political and 

economic power over the next half century. It has provided intriguing glimpses 

of a world no longer dominated by U.S.,  European, and Japanese interests.18 Some 

analysts have argued that it makes little sense to throw Brazil, Russia, India, and 

China together into a single emerging market category. These four economies 

have four very different sets of advantages and vulnerabilities. Others question 

the economics behind the prediction. Still, the report has generated compelling 

debate, and the term “BRIC” has become universally known in political, fi nan-

cial, and economic circles.

But the BRIC story has one fundamental fl aw. To combine so many complex 

variables into such a long-range forecast, the report’s authors had to make a 

series of questionable political assumptions. The largest is that the governments 

of these four countries would exist in pretty much the same form for the fol-

lowing 47 years. Given how much political systems and attitudes toward state 

intervention in economies can change, that’s quite an assumption. What sort of 

political leaderships governed Brazil, Russia, India, and China in 1956, 47 years 

before the Goldman report appeared? Russia formed a single republic within the 

Soviet Union. Only two of the four countries, India and China, had (roughly) 

the same form of government they have today; India was already a democracy; 

China was—and still is—a one-party authoritarian state. Brazil was a democ-

racy in 1956—though the country later endured a period of military dictatorship 

between 1964 and 1985.

More importantly, in 1956, none of the BRICs pursued the economic course 

that they do today. Had you predicted in 1956 that by 1992 the Soviet Union 

would yield 15 capitalist successor states and that China would become a capi-

talist powerhouse, you would have faced more than your fair share of ridicule. 

The fundamental problem with 50-year political predictions is that virtually 

no one gets them right. We simply cannot know how leaders in Brazil, Russia, 
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India, and China will defi ne their political and economic interests half a century 

from now.

Thoughtful analysis of the impact of politics on capital markets depends on 

the ability and willingness to accept the limits of what can be known. An under-

standing of politics will not necessarily tell you whether a stock price will rise 

or fall tomorrow, but it can tell you where and how political events may limit or 

alter an investment’s value. At the very least, it can tell you whether the underly-

ing political assumptions of an economic forecast are plausible.

In no area is political risk more relevant than in analysis of globalization and 

the rapid growth of emerging markets. Globalization—the processes by which 

ideas, information, people, money, goods, and services cross borders at unprece-

dented speed—has been the driving force in international politics for the last 

two decades. Globalization has meant, among other things, explosive economic 

growth and investment abroad. The core developed states (the United States, 

Japan, several Western European countries, and others) have aging populations 

and more mature economies, offering relatively low risks and, therefore, rela-

tively low returns. But over the past several years, nothing has fueled the opti-

mism of pundits and the ambitions of investors more than the words “emerging 

market.” In that magic phrase, there is hope for a more stable and less violent 

future. Investors see growth and underpriced assets. Yes, there are risks. But 

emerging markets will surely emerge, and there’s plenty of money to be made 

in the meantime.

But ask a random sampling of global investors to name some emerging-

market countries, and you will get a long list of states that do not belong in the 

same political or economic category. Some of those markets will emerge. Others 

will not, at least not in their present forms. Each faces challenges unique to its 

social and political circumstances.

In general, political risk analysis has more to offer in emerging markets. An 

emerging market country is one in which politics will matter at least as much 

as basic economic fundamentals for the performance of markets.19 Developed 

industrial countries are often defi ned as states in which economics and culture 

are independent of politics. In Germany, you probably won’t need political con-

nections to operate a grocery store. In many developing states, however, it can be 

expensive or even dangerous to run a small business without them. Capital and 

business acumen will help you turn a profi t, but only if you also know how to 

navigate a politicized economic and regulatory environment.
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A defi ning distinction among emerging market states: How different are 

their responses to the demands of globalization? When India ran dangerously 

low on foreign exchange reserves in 1991, the Reserve Bank of India was forced 

to airlift some 47 tons of gold to London as security against a $400 million 

emergency loan. Facing bankruptcy, the ruling Congress Party made a political 

decision to begin to dismantle decades of state control of the economy and to 

open India as never before to foreign investment. Reform debates and plans had 

begun to form years earlier, but the crisis atmosphere created by the threat of 

collapse in 1991 provided a tipping point. The country’s political infi ghting still 

ensures that liberalization moves forward by fi ts and starts. Plenty of political 

and cultural obstacles remain. But India is emerging because its political leaders 

have tightened their embrace of  globalization.

Nor is there any way to separate China’s aggressive growth strategy from 

the country’s authoritarian politics. Former leader Deng Xiaoping determined 

in the late 1970s that the Communist Party’s future legitimacy would depend on 

its ability to attract foreign capital and know-how to the still isolated country 

and to deliver the Chinese people from poverty to prosperity. China is emerg-

ing because its leadership fi nds political benefi t in a commitment to economic 

liberalization.

In Russia, on the other hand, the political leadership’s commitment to glo-

balization is more limited. Russia, unlike China and India, is blessed with an 

abundance of crude oil and natural gas deposits that the state can manage for 

both economic and geopolitical advantage. The Kremlin has opened the Russian 

economy to foreign investment in a range of retail and other sectors, but the fi ve-

fold rise in global oil prices between 2002 and 2008 ensures that much of Russia’s 

wealth can be pumped from the ground. A full embrace of globalization is not 

necessary when it is not politically useful.

Ways of Analyzing Political Risk in Markets

Political risk can be directly relevant for changes in the values of bonds, stocks, 

currencies, and commodities. The how, when, and where depend on a number 

of highly specifi c circumstances.

One study of a very specifi c subject—the liberalization of fi nancial mar-

kets in a group of middle-income emerging market countries—fi nds that 
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the  openness of capital markets in countries like Chile, South Korea, Mexico, 

and Turkey varies a great deal—a result of the varying ways in which politi-

cal leaders in these countries defi ne and pursue their political and economic 

 interests.20

There can be no grand unifi ed theory that explains how political risk 

impacts all capital markets. There is only a broad range of tools and methods 

that can help us apply ideas to the particular cases for which they are best 

suited.

Some of these tools take the form of answers to a specifi c set of  questions:

Regime type: Do different types of regimes behave differently when it comes to 

markets?

Ideology: What are a government’s stated policies and ideas?

Constraints: What kinds of voting, constitutional, organizational, and political 

interest groups limit the ability of a government to act?

Policy changes: What policy changes can impact markets?

Elections and government makeup: How do elections impact markets?

Exogenous factors: What role do wars, panics, etc., play in the performance of 

 markets?

Regime Types

Dividing emerging market countries into broad categories can help us under-

stand how they interact with markets. Call these groups the best bets, potential 

backsliders, resource nationalists, and authoritarian globalizers.

First, the best bets, the true emerging markets. Countries like Brazil, India, 

Mexico, South Korea, and many of the former  Communist states that have 

recently joined the European Union have embraced openness to globalization 

as their route to prosperity. Politically, these countries are governed not by the 

whims of individual leaders and small elites but by the legitimacy of strong 

(and fairly independent) political institutions and the rule of law. To protect 

their stability, governments of the best-bet countries have committed them-

selves to disciplined fi scal and monetary policies. They believe that foreign 

investment in their economies and the reputations their  governments have 

earned for honoring their international commitments are among their most 

prized assets.

•

•

•

•

•

•
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The potential backsliders include states that continue to emerge, but in 

which special political and social circumstances threaten to generate a slide 

toward various forms of isolation. Turkey,21 Lebanon, and Israel fi gure among 

this group. These states risk more than the label of laggard. If their considerable 

political and security challenges are not well managed, the gains these countries 

have enjoyed over the last generation could be lost.

States like Russia, Iran, and Venezuela fall squarely into the third group: 

the resource nationalists. The governments of these countries have leveraged 

their countries’ energy wealth to consolidate power at home and to fl ex their 

muscles abroad. All three have changed the rules for foreign investment in 

what they consider to be “strategic sectors” of their economies—especially 

natural resources. With revenue pouring in from high energy prices, the 

governments of these states believe they can afford to declare independence 

from the need to observe some international rules of the road and norms of 

 behavior.

Resource nationalists often have elected governments, but they also fall short 

of the key elements of genuine rules-based democracy. The whims of leaders still 

matter much more than in more politically mature states. To varying degrees, 

ruling elites in these countries use the law as a tool to consolidate political con-

trol. Domestic institutions such as courts, legislatures, and civil society organiza-

tions struggle to preserve their independence.

Finally, there are the authoritarian globalizers. The elites that govern states 

like Saudi Arabia and China have decided to gamble on opening their economies 

to the energies of globalization. Although the nature of their embrace of global-

ization varies considerably, both governments have accepted the need for foreign 

presence (and therefore foreign infl uence) in their economies (and therefore 

their societies). These are the countries in which the stakes for global politi-

cal and economic stability are unparalleled, as their regimes could eventually 

face tough challenges that are a direct by-product of their increased openness to 

people, ideas, and information from abroad.

To varying degrees, the increasingly free movement of ideas, information, 

people, money, goods, and services bolsters the stability of the best bets, potential 

backsliders, and resource nationalists. The authoritarian globalizers are another 

story. In these states, small elites hold a virtual monopoly on political power. 

 Foreign infl uences that encourage their citizens to challenge that  monopoly 

pose a serious long-term threat to their positions. The Chinese Communist 
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Party leadership and the most powerful members of the Saudi royal family have 

decided that they must learn to live with this threat, because they calculate that a 

higher standard of living for their peoples and the growth of a middle class give 

them a better shot at long-term survival.

But authoritarian states are potentially brittle and face several unique chal-

lenges. First, unlike established democracies where intense political competi-

tion is the norm, political rivalries among elite factions within an authoritarian 

state can threaten the survival of the regime. Second, authoritarian globalizers 

typically base their legitimacy on their ability to provide for their people, leav-

ing them particularly vulnerable to changes in the international environment. 

China’s economic stability, increasingly important for the health of the global 

economy, continues to depend on political decisions made within the Commu-

nist Party elite—in particular, a Politburo Standing Committee composed of 

fewer than a dozen men. Imagine the political pressures these men might face 

if a global recession dramatically reduced the country’s economic growth. How 

would the Saudi government cope with a sustained and substantial long-term 

reduction in the price of oil?

Ideology, Constraints, Policy Changes

We can also divide governments by ideology. Revolutionary governments 

(especially of the left-wing variety) play a more direct role in local markets 

than other governments do. Following World War I, the Bolshevik government 

in Russia chose to default on its outstanding sovereign bonds, debts which had 

been accumulated by its tsarist predecessor. The decision instantly transformed 

France, which held about 75% of Russia’s sovereign debt in 1917, into an inter-

national debtor.22 In fact, France lost more that $4 billion, about one-fourth of 

its reported 1913 assets,23 or in today’s terms upwards of $80 billion—an object 

lesson in the importance of asset diversifi cation.

Markets can also misinterpret the nature of a government’s ideological 

commitments. The political ideology that helps lift a party to power does not 

always signal how it will govern. This is especially true of countries in which 

there are strong institutional constraints on a ruling party’s ability to exercise 

power freely. Consider Luiz Inácio Lula da Silva’s 2002 election as president of 

Brazil. Lula, head of the leftist Workers’ Party (PT), defeated the incumbent 

administration’s centrist candidate José Serra of the Brazilian Social  Democratic 
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Party (PSDB). It’s not diffi cult to understand why so many analysts and inves-

tors believed Lula would lose. He had come up short three times before—in 

1989, 1994, and 1998—as doubts grew among middle-class voters that he could 

(or would) keep infl ation under control. Observers had little apparent rea-

son to doubt that Lula’s perceived “radicalism” would sink his candidacy one 

more time.

Investors underestimated not only the probability that Lula would win, but 

the likelihood that his government would honor campaign pledges to pursue 

sound macroeconomic policies. In particular, investors feared a Lula victory 

would bring a default on Brazil’s external debt, generating a sharp devaluation 

of the Brazilian currency and a surge in infl ation as it became apparent that Lula 

would win.24

But the new Lula administration neither defaulted on Brazil’s sovereign debt 

nor engaged in the kind of fi scally expansionary policies that markets feared. 

Investor concerns weren’t entirely groundless. Lula’s presidential predecessor, 

Fernando Henrique Cardoso, had been elected in 1994 thanks largely to his abil-

ity to rein in infl ation while serving as Brazil’s fi nance minister. Much of the 

effort of his two administrations was focused on winning approval for struc-

tural reforms that were needed to consolidate the government’s macroeconomic 

adjustments. Lula had opposed government-sponsored plans to privatize state-

owned enterprises and reduce pension expenditures, and his party repeatedly 

accused Cardoso of worrying too much about Brazil’s debt obligations and 

neglecting the need for greater government spending on social welfare. No won-

der that so many investors feared the newly elected Lula would allow his govern-

ment to default on the country’s external debt.

But a few experts25 were able to accurately forecast both Lula’s victory and 

the political incentives he would inherit to stick to restrictive fi scal and mon-

etary policy. This is how political risk analysts can anticipate market trends. 

Looking at a candidate’s electoral track record and his party’s political platform 

makes sense—as a starting point. But the political drivers that would deter-

mine both the outcome of Brazil’s 2002 election and its market implications 

were critically important. Preelection opinion polls suggested that an economic 

slowdown was feeding a desire for political change, and that Serra would strug-

gle to expand his share of the electorate beyond about 30%. In addition, Lula’s 

previous defeats had persuaded the candidate and his party to moderate their 

electoral message.
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Voter perceptions in 1994 and 1998 that the PT might threaten the gains 

associated with low infl ation not only led Lula to call for “responsible change” in 

2002, but also generated strong incentives to chart a moderate economic course 

once he was elected. Voters did not directly associate market volatility with Lula, 

but he recognized that unless his administration could tackle infl ation, he would 

quickly lose public support. Careful study of the political incentives facing Lula, 

his party, and Brazilian voters allowed political risk analysts to look beyond 

the conventional wisdom and to build an accurate forecast that was useful for 

 investors.

There are also constitutional, organizational, and bureaucratic constraints 

on a government’s room for maneuver. The Mexican constitution requires state 

ownership of the oil industry. If a pro-market, liberal government wants to 

privatize some part of the industry, it will need enough votes in parliament to 

amend the constitution.

In 1996, a nominally reformist, pro-market coalition government won 

power in Romania for the fi rst time since the fall of communism in 1989. Its 

ideology and political platform called for the sweeping judicial, political, and 

pro-market reforms needed to meet the requirements for membership in NATO 

and the European Union. For four years, the new government struggled with 

little success to implement its plans; it is now remembered as a well-intentioned 

but deeply incompetent administration. Why did it fail? It inherited a national 

bureaucracy that was both corrupt and heavily staffed with supporters of the 

previous Social Democratic Party government. The bureaucracy, ill disposed to 

the new government and mired in the old statist ways, stalled some plans and 

simply refused to implement others. As reformist president Emil Constantinescu 

later admitted, “We had won the elections but not the power.”26

Interest groups can also limit a government’s freedom. To some extent, all 

governments look to lobbyists, industry groups, nongovernmental organiza-

tions, and other interest groups for various forms of support, creating a depen-

dency that can work in both directions.

There’s another lesson here from  the 1998 Russian fi nancial crisis. On August 

15, 1998, the chief Europe economist of a large Western bank briefed its executive 

committee on Russia’s sovereign debt. Like most other Western fi nancial institu-

tions, this bank had purchased substantial amounts of short-term GKO Russian 

bonds. It had also loaned money to others who held the bonds. So soon after the 

turmoil of the previous year’s Asian fi nancial crisis, committee members were 
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hungry for persuasive reassurance that the Russian government could continue 

to meet its debt obligations. The Russian economy was hardly booming, but 

it was performing far better than at any time since the collapse of the Soviet 

Union. In 1997, for the fi rst time since 1991, Russia had seen positive GDP growth 

(albeit less than 1%), its infl ation rate had dropped to about 15% (down from 

about 1,500% in 1992), and it enjoyed a positive trade balance.27 The GKO bonds 

offered very attractive returns. By late 1997, some analysts had begun to talk of 

Russia’s economy as the next “star” emerging market, and “the world’s fi nancial 

markets swung from viewing Russia as a complete loser to deciding that it was 

very interesting.”28

But some economic indicators—a high budget defi cit, falling commodity 

prices (about 80% of Russia’s exports), and the government’s commitment to a 

strong ruble—made fears of a default seem reasonable. The Russian government, 

faced with a budget defi cit and restricted in its ability to collect taxes and revenues 

or to borrow from the Russian central bank, repeatedly resorted to short-term 

borrowing via short-term government bills (the GKOs) to fi nance its defi cits.29

To complicate matters further, the costs of security in Chechnya and strikes by 

 Russian miners weighed heavily on the government’s time and money.

The chief economist in question did what good economists do: he performed 

sovereign credit analysis to determine whether Russia could pay its debts. He 

considered the country’s GDP growth, per capita income, infl ation, fi scal bal-

ances, external debt, default history, and other economic factors. Weighing them, 

the economist issued his verdict: the risk of a Russian sovereign debt default was 

not signifi cant.30

Two days later, the Russian government imposed a moratorium on some 

of its debt, effectively amounting to default. It allowed the currency to fl oat in 

relation to the U.S. dollar. Within a month, the ruble that had bought between 

17 and 20 U.S. cents was worth a nickel. Infl ation surged over the course of the 

year to more than 80%.

Why did economists miss the crisis? They recognized that Russia could pay 

its debts, but they did not address the essential political question: would Russia 

pay its debts? The ruble devaluation and credit default were, in part, a govern-

ment response to domestic interest groups.

Some analysts did warn that Russia might default, in part because they rec-

ognized that important political interest groups within Russia favored a sharp 

devaluation. Between December 1997 and April 1998, Yeltsin sacked a number of 
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reformist government offi cials, including a prime minister and a fi nance min-

ister, provoking doubts about the ability of individual members of the govern-

ment to negotiate emergency loans and stoking tensions within the parliament.

This executive and legislative tension made it diffi cult to implement tax 

and land reform or cut spending, which in turn delayed passage of a budget 

for months.31 During the same period, the private sector operating environment 

became less stable, as unpaid workers in the energy, agriculture, medical, edu-

cation, and mining sectors went on strike and began to call for Boris Yeltsin’s 

resignation.

The strong ruble was becoming a political liability in the government’s rela-

tions with key groups of workers and trade unions. By devaluing the ruble, Yelt-

sin’s government could more easily meet wage demands. Russian industry groups 

favored devaluation, because they saw a strong ruble as a drag on their ability to 

export, especially at a time when world commodity prices were already low. Both 

the left-wing opposition in the Duma and factions within Yeltsin’s cabinet were 

unwilling to keep the ruble strong at the expense of political stability. Then came 

a collapse in global oil prices, which squeezed the government’s fi nances even 

further. By devaluing Russia’s currency, the Yeltsin government could no longer 

service its short-term sovereign debt. Yet, forced to choose between shocking for-

eign investors and antagonizing powerful domestic interest groups, the Yeltsin 

government decided to improve its standing at home.

Government Makeup and Election Results

The composition of a host government can generate risk for capital market 

investors as well, given that government offi cials make decisions on regula-

tion, default, and a number of other policy questions. A change of fi nance 

minister may implicitly or explicitly signal a change in the government’s will-

ingness to pay its debts. A change of economics minister may alter expecta-

tions about a country’s growth potential, impacting its ability to service its 

debt.32 Changes in the leadership of a central bank, other government resig-

nations, and, of course, the outcomes of elections can generate uncertainty 

and risk, as well.

When looking at how politics impact markets, elections play a special role. 

(This is true only, of course, in countries that hold genuinely competitive elec-

tions. Contests in places like North Korea, Zimbabwe, or Saddam Hussein’s 
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Iraq, or even Russia or Vietnam don’t count.) For starters, there appears to 

be a relationship between electoral contests and fi nancial changes.33 In Latin 

America between 1970 and 2000 about 76% of changes to currency regimes 

intended to make a currency more stable occurred just before elections.34 As 

in the case of the prelude to  Mexico’s peso crisis, governments tend to defend 

the value of a currency before an election and to let its value slide afterward.35

For those with risk exposure to currency valuations, this is especially useful 

information.

In fact, quantitative political analysis has much to offer when mapping the 

relationships and correlations between political movements and markets. There 

are many discrete ones that when used in conjunction with qualitative judg-

ments can provide useful forecasts.

For instance, you wouldn’t typically expect the landslide reelection of a 

party known for its Islamist roots to make foreign investors feel that their capital 

is secure. Yet in Turkey in 2007, fi nancial markets cheered the triumph of the 

Justice and Development Party (AKP) in the July 22 general election. A day after 

the election, the Istanbul stock market’s benchmark IMKB-100 index rose 5%

while the Turkish lira gained 2.3% against the dollar.

Why would fi nancial markets celebrate the reelection of a party suspected of 

trying to undermine Turkey’s secular constitution and to impose some version 

of an Islamic form of government? The AKP was, after all, the reincarnation of a 

political group that the Turkish state (rightly or wrongly) banned for challenging 

Turkey’s political order.36

The AKP won the elections, in part, because the party had proven an astute 

manager and capable steward of Turkey’s economy following its fi rst election 

victory in 2002. During its fi rst fi ve-year term, the AKP’s commitment to fi scal 

discipline and economic modernization paved the way for an unprecedented 

period of macroeconomic stability. Turkey’s annual growth rate averaged around 

7.3% in the period 2002–06, while infl ation declined from 29.7% in 2002 to 7.7%

in October 2007. Foreign investment surged from $1 billion in 2002 to more than 

$20 billion in 2006.

To win reelection in 2007, the AKP ran on its economic accomplishments. 

The Turkish and international media, missing the point, focused their attention 

on the party’s social policy, branding the balloting a “battle for Turkey’s soul.”37

Voters, much more concerned with pocketbook issues than with disputes over 

secularism, provided the AKP with nearly 47% of the vote—a massive fi gure 
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by Turkish standards. The AKP became the fi rst government to win reelection 

in 20 years, and the fi rst since 1954 to increase its vote (up from 34% in 2002). 

Following its landslide victory, the party built on its already strong majority in 

parliament.

Another reason that foreign and domestic investors welcomed the result had 

little to do with the AKP’s policy platform—or even with Turkey. Market play-

ers were biased in favor of single party government. Too many parties within a 

coalition government mean too many internal rivalries to manage and too many 

political demands to satisfy—a problem that creates uncertainty, unpredictabil-

ity, and incoherent policy. Having earned the trust of the investment class over 

the previous fi ve years, the AKP’s landslide ensured it need not share decision-

making power.

Electoral systems with single-seat districts (the United States, U.K., India, 

Canada, Australia) empower fewer parties. As a result, political competitors 

must appeal to broader, more diverse collections of voters. This allows politi-

cians to rely (relatively) less on rewarding organized special interests with expen-

sive policy favors and (relatively) more on representing voters as consumers or 

taxpayers. When debt payments compromise support from vital political con-

stituencies, as they did in Russia in 1998, governments are sometimes less willing 

to pay. The more necessary or unpredictable that domestic special interest sup-

port, the greater the risk of debt default—especially to foreign creditors. But in 

electoral systems that produce high party system fragmentation (lots of political 

parties, as in Turkey or Italy), parties must fi nd consistent sources of voter sup-

port in exchange for championing policy favoritism for their core constituents.

The classic fi nancial measure of sovereign country risk, the likelihood that a 

country will default on its debt, is the bond yield spread. In simple terms, a yield 

spread is a measure of how much riskier one country’s bonds are than another’s, 

because it refl ects how much return one particular bond must offer an investor 

to prevent him from buying a safer one. If a U.S. Treasury bond (considered safe, 

since the U.S. government is thought highly unlikely to default) returns 5%, then 

the bonds that Argentina or Russia (which have both defaulted on their debt 

within the last 10 years) issue might return, say, 8%. In this hypothetical case, the 

spread is 3%.38

As in the case of Turkey, elections offer a useful time line for assessing likely 

changes in the strength of government and market expectations of sovereign risk. 

Governments that are expected to fragment as parties proliferate or coalitions 
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splinter into warring factions should appear much riskier than governments in 

which power is being consolidated. Political analysis offers early warning of these 

kinds of risk.

But bond yields and other useful statistics do not provide a complete pic-

ture of a country’s stability. There were also factors unique to Turkey that help 

explain why the AKP’s victory reduced political risk. The country’s most deter-

mined secularists wanted voters to believe that an AKP triumph would prove as 

damaging for Turkey as the Hamas 2007 victory in the Palestinian Territories 

has proven for many Palestinians or the Islamic Liberation Front’s (FIS) 1991

victory in Algeria proved for stability in that country. A strong plurality of Turk-

ish voters saw it differently. Many appear to have considered the AKP more like 

a conservative Christian Democratic party in Western Europe than like Hamas 

or the FIS.

Ultimately, in analyzing the impact of political risk on a country’s economy 

and markets, both qualitative and quantitative measures are needed. Indices 

and statistics alone do not explain the outcome in Turkey, but simple country-

based qualitative analysis misses important and revealing risk and risk-miti-

gation factors—like the historical (and market-moving) perception that fewer 

parties within a governing coalition create less risky governments in market 

terms.

Policy Changes

Regulatory changes can have an enormous impact on a country’s investment cli-

mate, but monitoring these changes is diffi cult work. They can be subtle enough 

that even an attentive analyst can miss their signifi cance. Their most important 

effects are not always immediately obvious.

The decision makers who lead multinational companies want hard data, 

and they rely on macroeconomic indicators to help them make investment 

decisions. Infl ation fi gures, fi scal balances, and other revealing statistics are 

crucial elements of most country risk indices. Investment houses tend to form 

their own  estimations of these indicators, but much of their information comes 

from the central governments of the countries in question. These  governments 

sometimes have political motives for manipulating the information they  provide, 

creating a new risk for investors, particularly those that trade in  sovereign 

debt.39
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This is a bigger problem than you might imagine. Since early 2007,

 Argentina’s government has been suspected of manipulating infl ation statistics 

via the Consumer Price Index (CPI). This has taken a variety of forms, including 

the replacement of multiple heads of Argentina’s National Institute of Statistics 

and Census (INDEC), the direct manipulation of components of the CPI, and 

the proposed introduction of a new CPI calculation method.

In October 2006, the government requested that INDEC turn over the 

names of stores and sources for its CPI methodology. INDEC refused to do so in 

order to maintain statistical integrity. The head of INDEC was then replaced by 

a government economist, reportedly for refusing to directly manipulate infl ation 

statistics. Under the new administration (also replaced at the end of 2007) the 

CPI was calculated using data that would underestimate infl ation.40

Why would the Argentine government do this? Understanding the politics 

behind a government’s manipulation of statistical data is essential for anyone 

with economic assets at stake. The answer provides another example of how 

political factors can generate economic outcomes that have little to do with eco-

nomic rationality.

In 2005–06, Néstor Kirchner’s government, for reasons both historical and 

ideological, found itself unable to manage infl ation. The problem was not new; 

Argentina suffered hyperinfl ation throughout most of the 1980s. In the early 

1990s, the government brought infl ation under control by pegging the Argentine 

peso to the dollar and through a program of privatization and fi nancial auster-

ity. But these decisions contributed to Argentina’s 1999–2002 economic crisis, a 

meltdown that helped elect Kirchner’s populist government. Infl ation returned, 

and by 2005, the Kirchner government had neither the fi scal discipline needed 

to tame it nor the political motive to simply accept (and try to manage) its worst 

effects. Financial austerity measures would have undermined the purchasing 

power of workers represented by trade unions that actively supported the gov-

ernment. Higher infl ation would upset investors and the business community. 

Neither choice appealed to much of Argentina’s population.

In addition, the Argentine government chose to manipulate the CPI num-

bers because infl ation has a direct effect on public debt and is used to adjust 

around 40% of total government debt. By holding the infl ation statistic down, 

the government pays less on current outstanding debt.

Did the CPI manipulation work? Yes and no. On the one hand, investors were 

no more fooled by this than foreign governments were by the Soviet Union’s fake 
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records of food harvests. Capital markets compensated for the manipulation by 

increasing Argentine bond spreads, which more than doubled during this time 

frame. On the other hand, Kirchner’s party managed to win another round of 

elections. In 2007, his wife Cristina became president.

Conclusion

Investors are vulnerable to domestic constituencies and interest groups, whose 

actions directly impact capital markets and can provide politicians with good 

reasons to act in ways that seem “irrational” in market terms. In extreme cases, 

these competing domestic interests can create situations that are far more dra-

matic than a currency devaluation or a debt default. But there are times when the 

stakes are even higher. When revolution, insurrection, and regime change are in 

play, foreign exchange rules may look like an afterthought compared with other, 

more pressing risks. To those risks we now turn.41


