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Abstract

Do ideological inclinations of future governments matter to financial investors?
How do investors’ preferences affect governments’ policy choices when they conflict
with voters’ demands? This paper examines whether the partisanship of the likely
winner affects stockmarkets’ behavior in the period that surrounds elections, in
a sample of 120 cases including developed and less developed countries. Results
show that investors respond to elections in the same way in both groups, while
the magnitude of responses is stronger in developing economies. I also find that
investors’ reactions to elections are restricted to majoritarian systems, that the
predictability of electoral results affects the timing of reaction, and that democracies
pay a “price for change” whenever polls bring about ideological alternation in office.
Lastly, I use the Brazilian presidential election of 2002 to illustrate the constraints
imposed by investors’ behavior on governments’ capacity to implement a left-wing
agenda under high capital mobility.

The Brazilian presidential election of 2002 provides a conspicuous example of how

politics and markets interact in open democracies. After eight years of a center-right

government that promoted a far reaching liberalization of the domestic economy, the

emergence of the opposition Workers’ Party’s (PT) candidate as the potential winner

provoked a substantial reaction in financial markets.

∗A previous version of this paper was presented at the 2006 meeting of the Midwest Political Science
Association, Chicago, Illinois. Thanks to Geoffrey Garrett, Ronald Rogowski, Barbara Geddes, Robert
Brenner, Daniel Treisman, Miriam Golden, Jude Hays, Nathan Jensen and Cesar Zucco for their valuable
comments, as well as to Aron Tornell for suggesting the event study approach to the problem. A complete
version of this paper is available at: http://danicamp.bol.ucla.edu/research.htm



The behavior of the Brazilian country-risk1 offers a good measure of investors’ panic;

its spread doubled in the six months prior to the poll, reaching a ten year high of 2,395

points two months before the election. For the sake of comparison, this same index did

not exceed 1,100 points during the Russian crisis of 1998. The Brazilian stock market fell

52%, vis-à-vis a 8% fall in emerging markets, and capital flight forced a devaluation of the

Real from US$ 0.43 to US$ 0.26 in the same period. A 15% annualized rate of inflation,

reached in mid-2002, led to fears that Brazil’s ten-year long stabilization process was in

jeopardy.

Argentina also experienced a financial market crisis during the 1989 election of Carlos

Menem, whose program called for state ownership of heavy industries, a social pact to deal

with inflation, and the suspension of the country’s debt service.2 Stock market indexes

collapsed in the months preceding the election, and resumed an upward trajectory only

as Menem announced an unexpectedly conservative cabinet and launched an austerity

program explicitly rejected during campaign.

In South Korea, the Seoul stock market capitalization shrank by two-thirds after the

opposition candidate Kim Dae Jung’s expressed intentions to renegotiate the IMF bailout

of the Korean economy during the national elections of 1997. The value of the won kept

shrinking by 10 per cent a day, the maximum fall legally permitted, until currency trading

was finally forced to close when the it hit the floor within minutes of the market opening.3

Investors’ frenzy due to prospects of a “left turn” in government has not been restricted

to developing countries. The French presidential election of 1981 occurred in the midst

of a severe crisis, later dubbed the “Mitterrand Effect”. Following the release of electoral

results, in the so-called “Black Monday”, the French stock market was forced to close,

and the Franc reached its lowest value against the dollar in a decade. Investors panicked

1The Brazilian JP Morgan Emerging Markets Bond Index (EMBI+) is a common measure of emerging
markets’ country-risk.

2Stokes 2001.
3The Vancouver Sun,12/17/97.
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at the anticipation of nationalizations, increases in public expenditures, and the taxation

of wealth, among other policies advanced by the Socialist Party during campaign.

Financial markets’ reactions to elections and to the partisanship of political leaders

have been documented in countries like the US, Canada, England and Belgium.4 In Brazil,

some authors5 observe higher market volatility during presidential campaigns, while oth-

ers6 attribute the financial crisis of 2002 to Lula’s winning prospects. Speculative attacks

have also been demonstrated to occur after the election of left-leaning governments, both

in developed7 and less developed economies,8 while credit agencies tend downgrade de-

veloping country ratings more often during election years.9

This paper advances the understanding of the politics of portfolio investment in several

ways. First, it presents a large-N analysis of stock markets’ behavior during elections,

which not only adds weight to evidence from single country studies, but goes beyond

previous analyses by examining how partisanship, development levels, and political insti-

tutions, affect this response. Moreover, it develops an empirical strategy designed to deal

with one of the major difficulties of the study of political determinants of financial mar-

kets’ behavior, which is to control for a wide range of non-political factors that influence

such behavior. It does so by employing a statistical model widely used in finance, but still

new to the political economy literature, which controls for these factors by construction,

making it easier to focus on the specific effect of elections.

Results show that investors react to national elections both in developed and less de-

veloped countries, and that this reaction is determined by prospects of ideological changes

in government. I also find this behavior to be restricted to democracies of the majoritar-

4Herron 2000; Mauser and Fitzsimmons 1991; Vuchelen 2003; Yantek and Cowart 1986.
5Jensen and Schmith 2005.
6Renno and Spanakos 2006; Santiso and Mart́ınez 2003.
7Leblang and Bernhard 2000.
8Leblang 2002.
9Block and Vaaler 2004.
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ian type, confirming Hays, Stix, and Freeman’s10 hypotheses as well as Vuchelen’s11 and

Leblang and Bernhard’s12 empirical results. Additionally, while the logic of investors’

response to elections is the same regardless of countries’ level of development, the mag-

nitude of this response is larger in developing nations, spurred by political and economic

uncertainties. I finally observe that the predictability of electoral results affects the timing

of investors’ reaction, and argue that democracies pay a “price for change” whenever elec-

tions bring about ideological alternation in office, even when this alternation is regarded

as “favorable” to markets.

The last section of the paper explores the implications of markets’ behavior during

elections, presenting a case study that illustrates how investors’ attitude limits leftist

governments’ capacity to carry out their announced agenda. In doing so, I aim to build a

bridge between the literatures on the political determinants of financial markets’ behav-

ior13 and on the political consequences of financial globalization,14 advancing the research

on the effect of capital mobility on governments’ “room to maneuver” in democratic sys-

tems.

The Politics of Portfolio Investment

It has long been widely believed that, in capitalist economies, markets’ automatic re-

sistance to changes recognized as detrimental to business endow capital owners with a

structural power to influence political outcomes.15 Attempts to raise the share of cor-

porate taxes, increase levels of social spending, or to enforce environmental laws likely

to reduce profits, not rarely spur investment strikes that “punish” governments in the

10Hays, Stix, and Freeman 2000.
11Vuchelen 2003.
12Leblang and Bernhard 2006.
13Eichengreen et al. 1995; Hays, Stix, and Freeman 2000; Leblang 2002; Leblang and Bernhard 2000;

Mosley 2003; Sachs et al. 1996; Santiso and Mart́ınez 2003.
14Boix 2000; Garret and Lange 1996; Garrett 1991, 1998; Kaufman and Segura-Ubiergo 2001; Oatley

1999; Stallings 1995; Wibbels and Arce 2003.
15Lindblom 1977.
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absence of collusion or even coordination among investors.16

As established by the literature on economic voting,17 economic growth significantly

boosts governments’ support in democratic systems. Since in market economies growth

depends on levels of private investment and, hence, on business confidence to invest, the

likelihood that capital strikes negatively affect economic performance keeps incumbents

of all ideological leanings in permanent consideration of the potential effects of policy

choices on investors’ behavior.18 The constraints imposed by capital strikes on policy

making have been frequently claimed to prevent further democratic development, whereas

they limit governments’ capacity to respond to voters’ demands whenever they conflict

with business’ priorities.19

International financial markets offer prime conditions for the study of investors’ po-

litical influence in democratic societies. These are highly competitive markets, where

information is processed very fast and where investors’ reactions to events that affect

prospects of future profits is immediate. Due to that, any impact political events might

have on these profits should be reflected in the behavior of security prices and cross-border

capital flows, and easily observable.

Likewise, investors’ immediate and often homogeneous responses tend to produce eco-

nomic results that affect policy choices in a distinguishable way, even more so as financial

markets become internationalized. Capital flows affect the value of local currencies, the

prices of tradable goods, and rates of inflation. Since trade flows react more slowly to

price changes than finance, sudden capital outflows potentially ensue balance of pay-

ments crises. Under pegged exchange rate systems, crises are likely to lead to speculative

16The spontaneous nature of investment strikes, which precludes difficulties involved in collective ac-
tion, is what makes them different from organized political action, and explains their higher likelihood
to negatively affect countries’ economic performance.

17Fiorina 1981; Lewis-Beck 1988; Lewis-Beck and Stegmeier 2000; Remmer 1993; Samuels 2004; Stokes
2001.

18See Przeworski (1988) for a detailed discussion of that argument from the socialist perspective.
19See Vogel (1987) for an encompassing critique of these arguments, as well as Mitchell (1997) for a

discussion of recent developments on the analysis of business influence on policy making.
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pressures which, besides depleting international reserves, ultimately lead to disorganized

devaluations. Yet, this effect worsens in economies with significant dollar-denominated

obligations, since debt escalation jeopardizes countries’ repayment capacity.

Noticeable responses to political events, and distinguishable impacts of these responses

on economic performance, thus, render the analysis of financial investors’ behavior in face

of political events a “stylized experiment” of the way markets react to and affect politics.

Investors’ Behavior and National Elections: Hypotheses

Elections bring about a major opportunity for the study of the politics of portfolio in-

vestment. As party ideology provides information about competitors’ platforms, elections

establish a crucial moment when future government policies are disclosed. For this reason,

investors’ decision to buy or sell financial instruments during electoral period potentially

reveals their beliefs and preferences regarding these policies. Incumbents from different

ideological leanings are expected to pursue distinct sets of priorities, and to implement

programs accordingly. The anticipation of these programs should prompt reactions among

financial investors, consistent with their perceived impact on future profits.

Conservative governments are generally assumed to prioritize a good investment cli-

mate over economic equality, and therefore to carry out policies aimed to establish an

“investor-friendly” environment. These policies include low taxation and public expen-

ditures, de-regulation of labor markets, and monetary conservatism. Programs as such

should boost business profitability in the short term, making capital holders immediately

better off.20

Progressive governments, conversely, tend to place social justice above investment

climate, and are more likely to accept higher levels of inflation and to expand the number

20It is worth noting that the long term effect of such policies is disputable. Endogenous growth
theorists, for instance, might claim that social expenditures in health and education are likely to increase
business’ profitability in the long run.
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of public jobs in order to lower unemployment. Leftist governments are also less prone

to keep balanced budgets, and more inclined to increase social expenditures and to raise

taxes to fund them.21 In less developed and highly indebted countries, governments on

the Left are additionally associated to a higher likelihood of defaults,22 for debt payments

impose high social costs on the population. In a nutshell, left-wing policies target some

level of income redistribution towards the poor,23 therefore reducing business profitability

against the immediate interest of capital owners.

For the reasons just presented, the ideological leaning of future incumbents should

affect portfolio investors’ decision to buy or sell securities in the period that surrounds

elections. Moreover, this reaction should be influenced not only by expectations regarding

the future government, but also by characteristics of the party currently in office. When

a progressive candidate is anticipated to replace a conservative one, investors should

envision policy changes likely to reduce business’ profitability in the near future and,

hence, sell financial assets. Conversely, portfolio managers should buy securities when

a conservative government is presumed to replace a progressive one. By the same logic,

markets should be indifferent to elections expected to maintain the “ideological status

quo” in office, since they should bear no changes likely to affect future profits. Ultimately,

investors’ individual decision to buy and sell financial assets should resonate in security

prices’ changes in the period around elections, observable to analysts. These hypothesis

are summarized below:

Hipothesis 1 Investors should react negatively whenever elections bring about a “move

to the left”, reflected in an abnormal drop in stock market indexes during electoral period.

Hipothesis 2 Investors should react positively whenever elections bring about a “move

to the right”, reflected in an abnormal rise in stock market indexes during electoral period.

21Garrett 1998.
22Mosley 2003.
23Bobbio 1994.
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Hipothesis 3 Investors should be indifferent to elections that do not foster ideological

changes in office, therefore no abnormality should be observed in stock market indexes

during such elections.

The null hypothesis implicit in the analysis is that incumbents’ partisanship conveys

no information about future government policies, in which case portfolio investors should

be mostly indifferent to elections.

The research design detailed in the next section also allows me to test other hypotheses

relevant to the study of investors’ reactions to political events. The first one regards

the timing of investors’ reactions to elections. Leblang and Bernhard24 and Leblang25

find that speculative attacks tend to occur right after elections and hypothesize that this

results from investors’ anticipation that incumbent governments are more likely to defend

exchange rates during campaign.

Here, I argue that investors’ behavior during elections should reflect expectations

about candidates’ political preferences weighed by their chances of winning the contest,

therefore the timing of markets’ reaction must necessarily depend on the level of uncer-

tainty of electoral results. From that follows that, while in contested elections the bulk

of portfolio investors’ movement should concentrate on the post-electoral period, when

results are disclosed, in cases when they are predictable investors should start “taking

positions” already during campaign.26

Hipothesis 4 Investors’ reactions to elections should be observable already during cam-

paigns whenever results are “predictable”. In close elections, investors’ reactions should

occur mostly after electoral results are released.

24Leblang and Bernhard 2000.
25Leblang 2002.
26I classify as “predictable” elections where the winner obtained a 10% voteshare advantage over the

runner-up. I assume that, when the winner’s advantage is that large, investors are capable of predicting
electoral results and responding to them already during the campaign period. The majority of elections
in less developed countries are predictable (32 vs. 20) whereas the opposite occurs in developed nations
(31 vs. 42).
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Countries’ level of political and economic development should also influence investors’

behavior during elections.27 In less developed countries, high social and economic polar-

ization create urgent and strong demands for income redistribution, and to a wider range

of possible policies to be adopted by parties of different ideological leanings. Notwith-

standing, fragile political institutions and often considerable concentration of power in

the Executive tend to further contribute to policy volatility. Lastly, developing coun-

tries are more vulnerable to exogenously motivated capital flows, which altogether with

lower domestic savings rates, higher dollar-denominated obligations, asymmetrical finan-

cial markets, and lower quality of information, boosts the potential for financial market

panic and self-fulfilled crises. In developed countries, generally fewer demands for redis-

tribution and higher political institutionalization reduce policy variation associated to

alternation of power. For all these reasons, investors’ incentives to follow and react to

elections should be stronger in less developed countries.

Hipothesis 5 Investors’ reaction to elections should be more pronounced in less devel-

oped economies.

Finally, scholars have suggested that investors’ reaction to elections should be limited

to majoritarian democracies,28 where institutions such as plurality rule and single-member

districts foster majorities and facilitate policy change. In consensual democracies, con-

versely, majorities are constrained, political power is limited and dispersed. Due to the

process of coalition building that usually follows elections in these systems, electoral re-

sults per se provide little information as to future government policies. This, added to

fewer prospects of policy change, should prevent any significant reaction of stock markets

associated to elections.

27Mosley 2003.
28Garrett and Lange 1995; Hays, Stix, and Freeman 2000.
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Hipothesis 6 Investors’ reaction to elections should be restricted to majoritarian sys-

tems.

The next section presents a statistical analysis of portfolio investors’ response to na-

tional elections, which tests the hypotheses just stated.

Research Design and Data Analysis

Event studies29 were originally designed to measure the effects of specific episodes, such

as a merger, or the release of quarterly results, on firms’ stock market value. Given the

rationality of the market place, the occurrence of an event that affects security values

should induce changes in their prices. A measure of the event’s economic impact can be

constructed, thus, based on the performance of security prices over a relatively short time

period around its occurrence.

This paper employs an event study to verify whether stock market prices perform

abnormally during electoral periods, and whether this performance is attributable to the

ideological stance of the party likely to win the election. The essence of the research

design adopted here is to develop an empirically informed counterfactual analysis of how

markets would have performed in case there was no election, which can then be compared

to markets’ observed performance during elections. This comparison allows me to identify

whether there is a statistically significant abnormality in investors’ behavior that can be

specifically attributed to the occurrence of an election, such that:

APiτ = Piτ − E(Piτ |Xτ ) (1)

where:

• APiτ is the abnormal performance of stock market price index, for a given election

i in a given period of time τ .

29See Appendix ?? for a detailed description of the event study model.
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• Piτ is the actual performance of stock market price index.

• E(Piτ |Xτ ) is the normal performance of stock market price index given Xτ .

• Xτ is the conditioning information for the normal performance model.

Why Stock Market Indexes? Stock price movements reflect changes in expectations

about the future performance of firms. Events anticipated to affect companies’ results in

the future are likely to change the present value of their shares and, as investors buy or

sell them accordingly, stock prices tend to adjust.

Whenever investors expect a new government to increase taxes in order to fund higher

expenditures, or to nationalize private companies, these expectations should resonate on

stock market prices. Stock market indexes, a weighted or unweighed basket of individual

firms stocks, also reflect these prospects,30 and are therefore a good proxy for investors’

appraisal of future governments’ policies. Additionally, political events that affect in-

vestors’ risk perception of a given country, end up also affecting the value of firms that

operate in that country, whose risk perceptions incorporate the country-risk. Besides all

these substantive reasons, the availability of stock market indexes in relatively long time

series, and for a wide range of countries, facilitates comparisons of investors’ behavior

along time and cross-nationally.

Another indicator suitable for this purpose is the spread of sovereign bonds in inter-

national markets,31 a widely used measure of country-risk. Not only there are theoretical

reasons to expect prospects of government policies to affect these spreads, but they also

offer a better account of investors’ impact on governments than stock market indexes,

since they tend to be associated with the costs and availability of foreign funding for

governments and private companies. Changes in sovereign bonds spreads impose a trick-

30Jensen and Schmith 2005.
31Block and Vaaler 2004.
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ling down effect on domestic prices of capital and goods, therefore affecting governments

in meaningful ways. Unfortunately, restricted data on sovereign bonds markets for less

developed countries and the difficulties in comparing these with developed countries’

indicators,32 overly restrict the size of the sample of countries suitable for the present

analysis.

Exchange market pressures are also commonly used as proxy for financial investors’

behavior, since they are frequently related with capital flight.33 Notwithstanding, indexes

of exchange market pressures, when compared with stock market indexes, provide a rather

indirect measure of such behavior. First, these pressures can be caused by factors other

than capital flight,34 and downplaying these factors might lead to an overestimation of

investors’ response to political events. Furthermore, even when investors’ reactions to

elections do not trigger currency pressures, they still convey relevant information about

traders’ policy preferences, likely to enhance academic knowledge on the matter.

At last, empirical analysis shows that during periods of high volatility stock market

movements are highly correlated to bond markets and capital outflows in open economies,

as occurs in the case analyzed in the last section of the paper.35 This, added to all the

advantages just discussed, and to the fact that the major goal of the analysis presented

in this paper is to verify investors’ response to politics, and not to measure the impact of

such response on governments, strengthens the case for the use of stock market data.

The Model The first task involved in an event study is to define the event of interest, in

this case national elections taking place in democratic regimes with reasonably developed

financial markets.36 The sample includes 119 observations, about a third of them taken

32Before the mid-90s, most of less developed countries’ sovereign debt was concentrated in foreign bank
loans.

33Eichengreen et al. 1995; Girton and Roper 1977; Leblang 2002; Leblang and Bernhard 2000.
34Examples are sudden changes in trade markets, and in international costs of capital.
35In Brazil, the correlation between the spread of the EMBI+ and the datastream stock market index

is -0.80 between mid 1994 and 2004.
36Records of at least fifteen years of stock market data.
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place in presidential systems.

In presidential systems, I include all elections available for countries to which the

conditions described above apply. In parliamentary systems, I drop “out-of-schedule”

elections from the sample,37so as to avoid the endogenous effect of booms or crises in

the timing of elections. It is important to note that this decision is conservative, since

elections taken place during booms or crisis should probably increase the “abnormality”

in the observations. I also restrict the sample to elections that occur at least three years

after the previous one, so as to isolate the effects of each poll.

Since I am particularly interested in the effects of ideological changes in office as-

sociated with elections, I classify electoral outcomes into three categories, according to

the hypotheses previously discussed: positive change, when a right-of-center replaces

a left-of-center government (19 cases), no change, when the ideological position of the

new government is the same as the previous (74 cases) and negative change, when a

left-of-center government replaces a right-of-center in office (32 cases). 38

Next, I establish the period of examination - the event and post-event windows. Given

my focus on the impact of electoral promises – and not of effective policy choices – on

investors’ behavior, the period of examination is circumscribed to the months that sur-

round the poll. The event window, therefore, captures the campaign period, the moment

when it is possible to predict contestants’ chances to win with some accuracy, and is spec-

ified as the two months prior to the election, as well as the month when it occurs. The

post-event window extends to the six months after election, in most cases encompassing

the first three months of new governments’ term, when incumbents are still on the process

37Elections taken place more than four months before the scheduled date.
38The information on party ideology was obtained in the Database of Political Institutions, as well as

Coppedge (1997) for Latin America and case studies data. A dichotomous variable, despite its wide use
in the political economy literature, surely constitutes a simplification of the political world. In the vast
majority of cases, though, different sources converge on a left-of-center and right-of-center classification.
A detailed study of campaign discourses would be certainly useful in depicting differences between radical
and moderate ideological positions, but such data is not currently available. I develop a similar analysis
elsewhere, but restricted to Latin American cases (Campello 2007).
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of establishing their programs and there is not much certainty about the policies to be

implemented.

At last, in order to estimate the expected performance of financial markets in the

absence of elections, I determine an estimation window, which here comprises the two

years prior to the election.39

[Figure 1 about here.]

My strategy, then, is to employ an aggregate stock market index, which predicts

a given country index reasonably well during a large period of time (in this case an

estimation window of twenty four months), in order to calculate what would be the

expected performance of that country index E(Piτ |Xτ ) in the months right before and

after the election (event and post-event windows), in case the election had not occurred.

That means I make use of a statistical (non-causal) model, in order to remove the portion

of the country index that can be predicted by an aggregate index, therefore reducing the

variance of the stock markets’ abnormal performance in the period.40

Next, I compare the actual (Piτ |Xτ ) and expected E(Piτ |Xτ ) performances of the

country index so as to obtain a measure of the “abnormality” (APiτ ) of markets’ perfor-

mance during each election. Investors’ reaction to a give election are interpreted according

to “abnormalities” in the following way, where σ denotes the standard deviation of the

regression of the country index on the aggregate index:

39The accuracy of an event study depends on a adequate proportion between the size of the event
window and the estimation window. According to the literature, an estimation window eight times the
size of the event window is satisfactory for statistical purposes.

40The benefit obtained from using such a model depends upon the R2 of the regression of country
indexes on aggregate indexes in the estimation window. The greater the R2, the greater is the variance
reduction of the abnormal performance, and the larger the statistical gain.
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Investors’ Reactioni,τ =





Positive, if APiτ ≥ +2σ

Negative, if APiτ ≤ −2σ

Indifferent, if −2σ < APiτ < +2σ

(2)

Figure 2 displays three cases that illustrate this logic. While we find no abnormal-

ity in stock markets’ performance during the Colombian 2002 election (subfigure 2(a)),

it is possible to observe an abnormally positive reaction to the Philippine election of

1992 (subfigure 2(b)), as well as an abnormally negative reaction to the 1981 election of

Mitterrand, in France (subfigure 2(c)).

[Figure 2 about here.]

After repeating this process for each country election, I aggregate this information

along ideological lines, in order to verify whether there is a noticeable pattern of investors’

behavior associated to the ideological alternation in office.41

Results The results of the event study of stock markets’ performance during elections in

less developed countries is displayed in Table 1(a). The coefficients Left-Right, Right-Left

and No Change reflect how many standard deviations the actual performance of stock

markets’ indexes is from the expected performance of these same indexes in the absence

of elections. These values are calculated for the electoral and post-electoral periods for

each scenario.42

41It is important to note that the fact that different indexes have different levels (while the Brazilian
index’s average and standard deviation are 129.3 and 34.5, the Argentine index’s are 1161.5 and 641.8),
the “normalization” of abnormal performances prevents these different measures influence the results and
interpretation of the event study. The normalized indexes, however, cannot be interpreted as regression
coefficients, by the very way they are constructed. Their signal point to the direction of stock markets’
reaction to elections, while their size indicate how distant from normality this reaction is.

42Presidential systems are treated as majoritarian. Despite variations in the constitutional and leg-
islative power of the Executive, presidents have significant capacity to influence the political agenda,
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Coefficients sustain the hypothesis that investors buy financial assets whenever they

anticipate that elections will bring a move from progressive to conservative policies (Hy-

pothesis 1, reflected in the negative sign of Right-Left). This reaction is observed both

before and after elections take place.

The opposite happens when the change is from a right-wing to a left-wing government

(Hypothesis 2, expressed by coefficient Left-Right), a result more consistent in the post

electoral period.

Table 1(b) displays the results for “predictable” elections. Predictability of results

seems to strengthen investors’ reactions to elections in the pre-electoral period in cases

where ideological changes occur (Hypothesis 4). There is also a reduction in post-electoral

results in the right-left and no-change cases, while they are strengthened when there is a

move to the right. Since predictable moves to the right occurred in only one election in

less developed countries43, however, it is not possible to determine whether this result is

generalizable.

[Table 1 about here.]

At last, contrary to my expectations (Hypothesis 3), investors are not indifferent to

elections where no ideological change occurs (coefficient No Change). Conversely, traders

react quite positively to these elections, suggesting they regard the maintenance of the

status quo as positive. A further disaggregation of the “no change” cases, however, evi-

dences that this conclusion is only partially correct, as it reveals that investors’ preference

for the status quo is confounded with the fact that most of the elections in this category

are associated with the maintenance of a right-wing government in office. Table 2 displays

the disaggregated results for the “no change” cases, and shows that investors reward the

therefore the identity of the president and his party should convey information to portfolio investors
regarding future policies.

43Colombia in 1990, when Cesar Gaviria was elected on a 24% margin.
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maintenance of a conservative status quo (coefficient No change - Right), but punish the

permanence of the Left in office (coefficient No change - Left).

[Table 2 about here.]

In the case of developed countries, no clear pattern of investors’ response to elections

emerges from the analysis of the full sample (see Table 7(a) in the Appendix). Once I

restrict the sample to polls taken place in majoritarian systems,44 though, results clearly

resemble those obtained for less developed countries, as displayed in Table 3(a). Investors

react negatively to a “move to the left” (Hypothesis 1), and positively when the change

goes in the opposite direction (Hypothesis 2).45

[Table 3 about here.]

Table 3(b) displays results for predictable elections. In the case of developed countries,

predictability produces mixed effects (Hypothesis 4), weaker than in less developed coun-

tries – the only cases where a large effect can be observed are those where no ideological

change occurs (coefficient of pre-electoral responses goes from 1.81 to 5.40). The signal of

the coefficient even turns negative in the case of moves from Left-Right, suggesting that

market responses to these type of changes are not as robust as other results obtained in

the analysis.

44According to Lijphart’s classification: Sweden, Germany, Denmark, Belgium, and Netherlands in
this sample.

45I also tested the model classifying countries according to number and ideological position of veto
players, as calculated by Tsebelis, and found no significant results (Tables 8(a) and 8(b) in Appendix).
While Tsebelis’ coding is based on number of veto points and their ideological distance, Lijphart has a
more encompassing definition of consensual/majoritarian systems that involves not only the Congress but
also cabinets, electoral systems, interest group activity, federal-unitary divisions, constitution amendment
procedures, among others. For this reason, Lijphart’s classification, even if less “measurable” than
Tsebelis’, provides for a broader notion of democratic systems where changes are marginal and consensus
is valued vis-à-vis “efficiency” in policymaking. Moreover, it is worth noting that the ad hoc observation
of veto players established by electoral results does not necessarily indicates information available to
investors right before and after elections.
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Again, a strong positive response is registered when the status quo is maintained,46

consonant with evidence from less developed countries and disconfirming Hypothesis 3.

Table 4 shows that this response is driven by cases where a conservative government

replaces another, while the effect is not significant in elections where the Left remains in

office.

[Table 4 about here.]

In order to confirm the consistency of the results presented, I performed a casewise

deletion of all observations of the sample, both for developed and less developed countries,

and coefficients proved quite robust (Figures 5(b) and 5(a) in the Appendix).47

Discussion The evidence just presented indicates that investors’reactions to election

follow the same logic in rich and poor countries, a result somewhat counterintuitive that

confirms Leblang’s48 findings. The hypothesis that elections do not inform investors

about future policies, or that the variation in party programs is not significant in rich

countries, finds no support in the data. In both groups, investors seem to care about the

partisanship of the likely winner of national polls, and to react accordingly.

It is worth noting, though, that while the logic is the same, I find support to the

hypothesis that the magnitude of investors’ response to elections is stronger in less devel-

oped countries (Hypothesis 5). Responses are proportional to the volatility of emerging

financial markets, reflecting the political and economic uncertainties observed in these

countries. Figure 3 displays the cumulative abnormal performance49 of stock markets

46With the exception of the instances of change from left to right, all other cases are significant at a
95% level, and resistant to the individual deletion of each in the sample (Table 5(a)).

47Coefficients of changes from Right-Left and Left-Right are resistant to the deletion of all but one
single observations for less developed countries. The results for Right-Left and No-Change are resistant
to the exclusion of all cases, while the coefficient for Left-Right are resistant to all but one case. Outliers
are identified in the graphs.

48Leblang 2002.
49Sum of abnormal performances of all elections, separated by types of change (Left-Right, Right-Left,

No-Change), for each period of time (t ∈ [−3, +3]). It is worth noting that the graph displays the sum
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during the electoral period in developed and less developed countries.

[Figure 3 about here.]

Another interesting finding, common to both groups of countries, is that the best case

scenario for investors occurs not when there is a move from Left to Right, as I predicted,

but when a right-wing government replaces another. Also, while the permanence of a

left-wing government in office is not perceived as favorable, it is preferred to a “move to

the left”. All these evidences suggest that democracies pay a “price for change” whenever

elections bring about ideological alternation in office. That price reflects investors’ effort

to adapt to the new business environment, identifying new “winers” and “losers”, or

learning how to deal with changes in taxation or regulation. Its most important aspect,

however, is that this cost is extensive to cases when the ideological change in office is

regarded as “positive” by investors’ (from Right to Left).

That “price for change”, in addition to the “ideological cost” associated to leftist

governments and main focus of this analysis, explains the difference between the order of

investors’ preferences observed in the data relative to my initial hypotheses.

[Table 5 about here.]

Table 5(a) provides a stylized picture of my original expectations – it reflects the

claim that changes to the Left should be associated to rises in stock market indexes,

while changes to the Right should lead to a drop in the same indexes. The same logic

suggests that no reaction should be observed in stock market indexes when parties are

re-elected or are replaced by others of same ideology. Investors’ order of preferences,

therefore, should be:

of raw - not normalized - coefficients, in order to highlight effective changes in stock market indexes. In
this case that makes sense, since I want to show that, while the reaction is similar in both groups, the
one that occurs in less developed countries is stronger, since it is proportional to the volatility of these
markets.
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Left → Right > Left → Left = Right → Right > Right → Left

Table 5(b) displays an alternative hypothesis, where the “price for change” is contem-

plated, independently from the “ideological price”. It captures the positive value investors

attribute to right-wing governments as well as the negative value attached to left-wing

ones, but also conveys the “price for change”, attributing a negative value whenever this

change occurs, regardless of the direction it takes. The sum of these two factors allows

me to explain the order of preferences that emerges from the data analysis:

Right → Right > Left → Right > Left → Left > Right → Left

The examination of portfolio investors’ reactions to governments’ partisanship con-

stitutes an initial step in the study of the politics of capital markets. In order to assess

whether investors are actually capable of influencing policymaking, however, it is neces-

sary to observe how these reactions affect governments’ choices.

The statistical analysis above suggests that investors reduce their position in countries

where they anticipate prospects of income redistribution associated to a “move to the

left”. In the next section, I examine the Brazilian presidential election of 2002, in order

to verify the constraints imposed by investors’ reactions, and the financial crisis that

followed, on the new government’s “room” to implement its announced agenda.

Lula - A Leftist President Trapped Between Walesa

and Allende

The Brazilian Presidential elections of 2002 constitutes a paradigmatic case for the anal-

ysis of the politics of portfolio investment. At the beginning of the campaign year, the

country’s “sound economic conditions” were praised by national as well international

market players, while reports stressed the substantial decoupling between the Brazilian
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and Argentine economies.50 In March 2002, in the aftermath of the Argentine default, the

president of the Brazilian central bank, Armı́nio Fraga, was elected Man of the Year by

the Latin Finance Magazine, and dubbed “the man who saved Brazil”. Despite concerns

about the country’s high indebtedness and persistent current account deficits, analysts

deemed its economic prospects promising in the medium/long term.

Yet, two months later the Real had slumped, while the risk premium on Brazilian

bonds reached Nigerian levels, and stock market indexes plummeted. Not a coincidence,

it was during this period that Lula da Silva consolidated his leadership in the presidential

race.51 While in March 2002 the candidate had 29% support vs. 22% for José Serra,

already in May vote intentions reached 43% and 17%, respectively. At the end of the

same month, BCP Securities issued a report entitled Da Lula Monster, describing the

sense of panic spreading among economic agents as they realized Lula’s likely victory.

The fear associated with Lula’s presidency reflected expectations that he might dis-

continue Cardoso’s economic policies, increase government’s social expenditures and even

default on the country’s US$ 227 billion public debt (US$ 63 billion foreign debt). Reports

were published by BBA and J.P. Morgan Chase on details of the Workers’ Party program

or with the description of Brazilian political parties and candidates, and Goldman Sachs

developed a Lulameter - a model designed to quantify the likelihood of Lula’s victory

through prices in currency markets.

The reaction of financial markets, reflected in stock and bond markets alike, brought

foreign capital flows to a halt, and caused a sharp cut in credit lines for Brazilian govern-

ment and companies. In July 2002 outflows approached US$ 1.1 billion, twice as much as

in the previous month. The devaluation of the Brazilian Real led to a significant boost in

the country’s foreign debt service, 80% of which was linked to the dollar or accumulated

interest at floating rates. Foreign public debt, which in March accounted for 9.4% of the

50Santiso and Mart́ınez 2003.
51Santiso and Mart́ınez 2003.
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Brazilian GDP, escalated to 15.5% in September 2002. Inflation also reached 1.7% in

July from 0.4% in June, leading to a widespread belief that the Brazilian stabilization

process might be jeopardized in 2003.

One way to grasp the singularity of the 2002 election consists in comparing stock

markets’ performance in the period and during the presidential election of 1994, when

Cardoso won in the first round after a “market-friendly” campaign that promised to open

and de-regulate the Brazilian economy (Figure 4). While the consolidated stock market

index for emerging markets increased 25% from January to October 1994, the Brazilian

index rose 94%, compared to -8% and -52%, respectively, during the 2002 campaign.52

[Figure 4 about here.]

Lula’s team was quick to complain that markets were “fueled by exaggerations”, and

that, once elected, the president would appoint a credible economic team aimed to calm

investors.53 Meanwhile, both Arminio Fraga and the Finance Minister Pedro Malan,

publicly called upon the Workers’ Party to clarify its commitment to market-friendly

policies and fiscal discipline.

The effort to assure continuity in economic policies, despite voters’ revealed demand

for change, culminated with an IMF agreement explicitly targeted to “calm markets”. In

September, the Fund approved a new US$ 30 billion loan to Brazil, 80% to be disbursed

in 2003, while the World Bank announced intentions to lend US$ 7 billions to the country

in the same year. In return, the government was required to maintain a primary budget

surplus (not including debt payments) of at least 3.75% of the GDP during 2003, while

keeping the same target in the budgetary guidelines for the following two years. The

government also committed to accepting the Fund’s quarterly surveillance of budget data,

and to maintain a “set of current free market policies in the future”.54 The massive rescue

52Standard and Poor’s/ International Financial Corporation (S&P/IFC) stock market indexes.
53same source.
54Global News Wire 10/2/02.
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package aimed to restore confidence among foreign investors, but had also a clear political

agenda - providing incentives and binding the incoming administration to maintaining

the status quo in economic policies. The IMF agreement constituted a “reality check” for

Cardoso’s opposition – all potential winners of the electoral race were publicly asked to

commit to the Fund’s terms, and so they did.55

Not only investors worried about Lula’s election; the US government associated it to

a slow down of the renegotiations of the Free Trade Agreement of the Americas (FTAA),

Bush’s major foreign policy goal in Latin America. Peter Hakim, president of the Inter-

American Dialogue, confessed to worry that international jitters resulting from a Lula

presidency could lead to “an Argentine-style collapse” in Brazil and the “possibility of

a contagion effect throughout Latin America”. Nonetheless, Hakim claimed that Lula,

once elected, could help calm markets depending on the signals he sent in the run-up to

the government’s inauguration and in his first few days in office, particularly concerning

the appointments to head the Central Bank and the Finance ministry. He contended that

worst-case economic scenarios could be avoided if Lula pursued a moderate course, and if

Washington showed a willingness to work with him. “Market nervousness would dissipate

with a few words of confidence early on by Treasury Secretary Paul O’Neill. That would

be reassuring, and markets would put up new money without worrying that the whole

thing is going to collapse”.56

In order to bring the economy back to its conditions in the beginning of 2002, the

first year of Lula’s term was dedicated to assuring the markets about the president’s

“responsibility”, intention to respect contracts and to avoid a default in the country’s

55It is worth noting that the IMF adopted exactly the same strategy of requiring all presidential
candidate’s signature on a agreement in South Korea, 1997. While, as a candidate, Kim Dae Jung
opposed the agreement and denounced the government for “selling” the country’s financial sector to
foreign investors, once elected the president was quick to confirm his unbending support for the IMF and
to promise opening the market so that foreign investors would “invest with confidence” (Global Research,
07/22/05).

56The Associated Press 10/5/02.
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debt. The effort finally seemed to work, as markets boomed already in the initial months

of the new government. Tables 6 illustrate the “confidence building process” – how the

new government managed to improve its stand with investors, by implementing reforms

long demanded by markets during its first year in office. They display “reform scorecards”

for the Brazilian economy, created by Merrill Lynch, where the country was assigned a

score based on the progress and quality of reforms analysts deemed necessary (how close

the current state of a given reform is from its “ideal” form). The difference between

Brazilian scores in April (table 6(a)) and December 2003 (table 6(b)) contributes to

explain markets recovery along Lula’s first year in office.

[Table 6 about here.]

Unfortunately, this process left the Brazilian economy nowhere close to where it was

in early 2002. While in March 2002 inflation accumulated over the previous 12 months

stood at 7.5 percent, in April 2003, it exceeded the 15 percent mark. The basic interest

rate, in that period, stood at 26.5%, compared to 18% one year before. Important sectors

of the economy that had debts pegged to the dollar, such as the electric power companies,

were left in dire straits.

Likewise, due to a high share of dollar denominated debt, public accounts also dete-

riorated in the period. For example, Brazil’s foreign public debt to GDP ratio recovered

to 2002 levels no earlier than in 2004. In order to respect the fiscal results required by

the IMF, the government cut social spending, increased interest rates and furthered fis-

cal conservatism, increasing the primary surplus from 4 to 5% of GDP during a period

of economic stagnation. Lula went as far as to approve a social security reform which,

among other measures, taxed retired public employees, and that had been systematically

rejected during the previous government exactly due to the Workers’ Party’s vehement

opposition (referred to in table 6(b)).
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All these measures, while producing frustration amidst the party’s traditional allies

and even the exodus of party members, produced euphoria between market players, and

converted Lula into an example of “responsible Left” for other presidents elected in South

America, such as Hugo Chavez in Venezuela, or Nestor Kirchner in Argentina, and Evo

Morales in Bolivia. In the words of Myles Frechette, U.S. consul general in São Paulo

from 1988-1990 and then president of the Council of the Americas in New York, “there

is an enormous sense of relief that Lula, despite the rhetoric of his party, has people who

understand how the global economy works, and they want to be players”.57

Conclusions and Future Research

This paper examined the reactions of portfolio investors to elections, and the constraints

imposed by these reactions on governments’ capacity to respond to voters’ demands. The

empirical findings presented here corroborate important aspects of the argument, while

raising interesting questions for further research. They show that financial investors react

to the prospects of ideological changes in government, that this reaction is restricted to

majoritarian systems, and that the predictability of electoral results has some effect on

the timing of reactions.

Incumbents’ ideological stance proved to matter to investors, contradicting the con-

ventional wisdom that the convergence between left and right-wing platforms make alter-

nation of power irrelevant from an economic policy perspective. Portfolio managers react

to prospects of a “left turn” in the political system selling their assets in the countries

where that happens, and this reaction is significant and consistent both in developed and

less developed economies. While reacting positively to a change from a left to a right

leaning government, markets’ “best case scenario” occurs in elections where a conserva-

tive government replaces another. This evidence indicates the value investors attribute

57Ottawa Citizen, 04/18/03.
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to the maintenance of the status quo, and the “price for change” democracies pay when-

ever elections bring about an alternation of ideological stances in office. This “price for

change”, altogether with the “ideological price” paid by leftist governments, provides for

a more encompassing explanation for portfolio investors’ preferences regarding electoral

outcomes.

A second task pursued here was to examine the mechanisms through which investors’

panic constrained Lula da Silva’s capacity to implement his announced program in Brazil.

During Lula’s election, capital flight turned into a currency crisis that pushed the gov-

ernment towards the implementation of policies aimed to re-gain investors’ confidence,

resume capital inflows and avoid a crisis of higher proportions. The policies adopted, how-

ever, implied the abandonment of the presidents’ original program. In that sense, Lula’s

case suggests a mechanism through which capital strikes restrict leftist governments’

capacity to respond to voters’ demands, in cases when they conflict with investors’ pref-

erences. Increased capital mobility only furthers this process, providing investors with an

“exit” option not previously available in closed economies.

This analysis has shown a pattern of investors’ reaction to political events, in this case

elections, but variations in governments’ responses to investors’ behavior are still little

explored in the political economy literature. A natural extension of the present work

should attempt to explain these variations, and to establish the economic and institutional

conditions under which investors’ reactions to elections effectively constrain governments’

policy choices.
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Appendix

[Figure 5 about here.]

A Additional Analyses

[Table 7 about here.]

[Table 8 about here.]
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Table 1: Results - Less Developed Countries

(a) All Elections

Change Pre
Electoral

Post
Electoral

Left-Right 3.72 6.46
prob 0.00 0.00

N 6 6
Right-Left 0.49 -2.01

prob 0.32 0.01
N 12 12

No Change 0.57 6.75
prob 0.29 0.00

N 28 28

(b) Only Predictable

Change Pre
Electoral

Post
Electoral

Left-Right 5.80 12.78
prob 0.05 0.02

N 1 1
Right-Left -3.49 -0.62

prob 0.01 0.21
N 6 6

No Change 0.41 5.30
prob 0.34 0.00

N 21 21

Notes: Cell entries represent the size of abnormal performance of stock market indexes, measured in
standard deviations, observed when the right replaces the left (left-right), the left replaces the right
(right-left) and when elections produce no ideological change in incumbency (no-change). They also
include the probability that stock markets’ abnormal performance is zero (prob), and number of cases
(n) for the pre and post-electoral periods in each scenario. Data are separated into all elections (a) and
only predictable ones (b).
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Table 2: Disaggregated “No Change” Cases - Less Developed Countries

No Change Pre
Electoral

Post
Electoral

Right - Right 0.73 7.90
prob 0.24 0.00

N 20 20
Left - Left −0.28 -1.62

prob 0.39 0.07
N 8 8

Notes: Cell entries represent the size of abnormal performance of stock market indexes, measured in
standard deviations, observed in cases when there is no ideological change(right-right and left-left); the
probability that stock markets’ abnormal performance is zero (prob); and number of cases (n) for the
pre and post-electoral periods in each scenario.
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Table 3: Results - Developed Countries, Majoritarian

(a) All Elections

No Change Pre
Electoral

Post
Electoral

Left-Right 0.55 1.45
prob 0.30 0.09

N 8 8
Right-Leftt -2.20 -6.68

prob 0.02 0.00
N 11 11

No Change 1.81 4.57
prob 0.04 0.00

N 26 26

(b) Only Predictable

No Change Pre
Electoral

Post
Electoral

Left-Right −0.94 −5.26
prob 0.20 0.00

N 5 5
Right-Left −2.13 -4.41

prob 0.04 0.00
N 7 7

No Change 5.40 4.85
prob 0.00 0.00

N 19 19

Notes: Cell entries represent the size of abnormal performance of stock market indexes, measured in
standard deviations, observed when the right replaces the left (left-right), the left replaces the right
(right-left), and when elections produce no ideological change in incumbency (no-change). They also
include the probability that stock markets’ abnormal performance is zero (prob) and number of cases
(n) for the pre and post-electoral periods in each scenario. Data are separated into all elections (a) and
only predictable ones (b).
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Table 4: Disaggregated “No Change” Cases - Developed Countries

No Change Pre
Electoral

Post
Electoral

Right - Right 1.75 4.89
prob 0.05 0.00

N 15 15
Left - Left 0.57 0.63

prob 0.29 0.27
N 11 11

Notes: Cell entries represent the size of abnormal performance of stock market indexes, measured in
standard deviations, observed in cases when there is no ideological change(right-right and left-left); the
probability that stock markets’ abnormal performance is zero (prob); and number of cases (n) for the
pre and post-electoral periods in each scenario.
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Table 5: Investors’ Preferences - Hypotheses

(a) Original Hypotheses

Left-Right Right-Right Left-Left Right-Left

payoffs 1 0 0 -1

(b) Alternative Hypotheses

Payoffs Left-Right Right-Right Left-Left Right-Left

outcome 1 1 -1 -1
change -1 0 0 -1

payoffs 0 1 -1 -2

Notes: Cell entries represent two alternative hypotheses of investors’ order of preferences
regarding elections. While in the first table (original hypotheses) investors’ only care about
ideological changes, the second (alternative hypotheses) contemplates a “price for change” that
reflects more accurately the data analyzed.
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Table 6: Brazil Reform Scorecard - Merrill Lynch

(a) April 2003

Reform Change Recent Development Quality Progress Total
Social Security Neutral Presented 16-17 April 2.5 2.5 5.0
Tax Reform Neutral Presented 16-17 April 2.5 2.5 5.0
Central Bank Autonomy Positive Final vote in mid-April 4.0 1.5 5.5
Banking Law Neutral Already in Congress 3.0 3.0 6.0
Composite Score 2.5 2.5 5.2

(b) December 2003

Reform Change Recent Development Quality Progress Total
Social Security Positive Approved in Senate 2nd round 3.5 5.0 8.5
Tax Reform Positive Approved in Senate 1st round 2.0 4.8 6.8
C.Bank Autonomy Neutral Complementary Law expected 2004 4.0 2.0 6.0
Banking Law Neutral Approved in Lower House 3.0 4.0 7.0
Composite Score 3.1 4.5 7.6

Notes: The scorecard summarizes the progress score, which ranges from 0-5, 5 being the closer a reform
is to being approved. The quality score, also ranging from 0-5, measures the closer a reform’s “current
form” is to its considered “best form”. The composite score gives the weighted score of the reforms as
per the following weights: social security 50%, tax 25%, banking 15% and Central Bank autonomy 10%.
Source: Merrill Lynch, referred to in Santiso (2006).

41



Table 8: Results - Veto Players’ Criteria

(a) Countries w/ High Number of Veto Players

Change Pre-Electoral Post-Electoral
Left-Right −0.66 −2.91

prob 0.26 0.01
N 7 7

Right-Left 0.61 0.67
prob 0.28 0.18

N 9 9
No Change 2.14 6.29

prob 0.02 0.00
N 31 31

(b) Countries w/ Low Number of Veto Players

Change Pre-Electoral Post-Electoral
Left-Right −0.99 −2.89

prob 0.18 0.02
N 5 5

Right-Left −0.91 −6.01
prob 0.20 0.00

N 7 7
No Change −1.25 −7.19

prob 0.12 0.00
N 14 14

Notes: Cell entries represent the size of abnormal Performance of stock market indexes, measured in
standard deviations, observed when when the right replaces the left (left-right), the left replaces the
right (right-left) and when elections produce no ideological change in incumbency (no-change). Results
displayed for countries with low (US, UK, Portugal, Spain, France, Australia, New Zealand, Sweden,
Canada) and high (Belgium, Denmark, Netherlands, Italy and Germany) number of veto players, accord-
ing with Tsebelis criteria. They also include the probability that stock markets’ abnormal Performance
is zero (prob), and number of cases (n) for the pre and post-electoral periods in each scenario.
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