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We examine how local and global political risks affect industry return volatility. Our
central premise is that some industries are more sensitive to political events than others.
We find that industries that are more dependent on trade, contract enforcement, and labor
exhibit greater return volatility when local political risks are higher. Political uncertainty

in countries of trading partners of trade-dependent industries similarly results in greater
volatility. Volatility decomposition results indicate that while systematic volatility is
associated with domestic political uncertainty, global political risks translate into larger
idiosyncratic volatility. JEL G10, G15)

On September 29, 2008, the U.S. House of Representatives voted down the
bailout bill proposed by the Treasury and the Federal Reserve in order to
provide extra liquidity to the troubled U.S. financial markets. Within two hours
the Chicago Board Options Exchange Volatility Index increased by 17%, while
in one day the Dow Jones Industrial Average Index dropped 778 points. Global
stock markets reacted in a similar fashfo@learly, the uncertainty about the
outcome of a critical vote was reflected by both domestic and global stock
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market indexes. A political event can have an explosive or a moderate effect
on stock market volatility, depending on the severity of the event’s economic
implications. At the extreme, fear of a highly disruptive political event can
result in excessive risk premia, which is referred to as the “peso proBléin.”

the moderate level, political uncertainty caused by regular political processes
could manifest itself in stock market cycles and volatility reactions.

Abundant theoretical arguments and empirical evidence demonstrate how
politics may affect economic outcomes, such as inflation and employment
(Alesina and Rodrik 1994Blomberg and Hess 200Fowler 2006;0lters
2001). The evidence concerning the effect of politics on stock markets is, how-
ever, generally mixed. Some authors document that political factors have a sig-
nificant impact on equity prices (e.@ernhard and Leblang 200Boerster and
Schmitz 1997Knight 2006;Pastor and Veronesi 2018anta-Clara and Valka-
nov 2003 Snowberg, Wolfers, and Zitzewitz 200Wolfers and Zitzewitz
2009). Other studies challenge this view (el@ppke and Pierdzioch 2006).

While several articles have examined the impact of the political environment
on stock market volatility (see, e.g=liss and Bechtel 2008.eblang and
Mukherjee 2005Bialkowski, Gottschalk, and Wisniewski 2008), our article
differs in several critical ways. Whereas most existing studies rely on a cross-
section of countries and examine the economy-wide responses to political
events, we focus on industry responses, as it is intuitive to expect some
sectors to be more affected by political events than others. We develop
several measures of industry-level exposure to local and global political events
and differentiate between various political factors, such as elections, party
orientation, political risk, labor legislation, and the degree of autocracy. Our
results show that industries that are sensitive to political factors are more
volatile during periods of higher political uncertainty (e.g., when national
elections are held.We select three industry-level dimensions that affect the
efficiency of firm operations and are strongly influenced by domestic and
foreign politics: 1) international trade exposure—as a pass-through channel
for local and foreign political events; 2) sensitivity to institutional quality
in a country—as a measure of how domestic politics shape the contractual
environment of a business; and 3) labor intensity—as labor is an essential
factor of production and labor legislation is closely related to domestic politics.

Disaggregating the analysis at the industry level, as we do in this article, is
important for two reasons: First, it allows us to identify the channels through
which regular political uncertainty is reflected in volatility, as opposed to the

The origin of the term “peso problem” is dispute8ill (2000) attributes it to Milton Friedman in reference

to the implied expectation of abandoning the fixed rate between the Mexican peso and the U.S. dollar in the
1970s, which could explain the persisting interest differential between Mexican and U.S. funds. However, Paul
Krugman claims the term was coined in the Massachusetts Institute of Technology graduate student lunch-
room sometime in 1975-1976; see http://krugman.blogs.nytimes.com/2008/07/15/trivial-intellectual-history-

blogging/.

A similar political sensitivities approach is employedBgaulieu, Cosset, and Essaddggo5) for the sample
of Quebec firms in Canada. The authors document larger volatility for less mobile companies.
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impactof dramatic shocks, such as wars and revolutions. Second, it partially
mitigates the bias due to omitted country- and industry-specific characteristics.
The main parameters in our analysis are the measures of industry exposure
to political outcomes. In our empirical analysis, we interact the exposure
measures with country-level political variables.

Another important contribution our article makes to the literature is that we
disentangle the impact of domestic and foreign political events. We begin our
examination by considering the effects of local and global political factors in
the international trade framework. First, we measure the dependence of an
industry on export sales and develop a series of arguments about the impact
of politics on a given sector, depending on its international trade reliance.
There are several reasons why foreign and domestic political factors influence
the volatility of trade-dependent industries. Political uncertainty abroad can
increase domestic firms’ return volatility if firms expect to reduce exports
when their foreign partners face greater political uncertainty. On the other
hand, an export-dependent sector that has established ties with entrenched
trading partners in an autocratic regime may enjoy greater predictability of
export-generated cash flows and, as a result, lower volatility. With regard to
domestic politics, preferential domestic trade regulation may be subject to
policy uncertainty. In this case, trade-dependent industries would experience
greater volatility if a regime change is likely to lead to abrupt redistributive
policies. Alternatively, autocratic domestic governments that favor a given
industry (e.g., by subsidizing its international trade) can improve its cash flow
stability and lower stock return volatility.

We document that the volatility of more export-oriented industries is
higher when foreign elections take place or when overall political risk in
trading partner countries is larger. Therefore, trade exposure transfers some
of the uncertainty that is introduced by foreign elections and overall foreign
political risk into the return volatility of domestic firms. We find that global
political risk and foreign election uncertainty are more strongly related to
idiosyncratic, rather than to systematic, volatility. This result suggests that
while the managers of trade-dependent companies can potentially diversify
political risks through an optimal selection of trading partners, the benefits
of such diversification are limitedl.On the other hand, domestic political
risk and election uncertainty are more related to systematic return volatility.
We also document that export-intensive industries are less volatile when
trading-partner countries are more autocratic. This stability effect of autocratic
regimes may capture established trade relationships with autocratic trading
partners, where local regimes have agreed to provide and protect a strong
market position for a given domestic sector.

Similarly, Desai, Foley, and Hing2008) argue that opportunities for diversification through foreign subsidiaries
are incomplete because the number of such subsidiaries is limited, and country risks are correlated. However, it
is possible that investors diversify the remaining risk through the selection of securities in their portfolios.
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Next, we investigate the impact of politics on volatility through institutional
channels. We rely on the argument that political outcomes affect the quality
of institutions and not all industries are equally reliant on the institutional
environment Blanchard and Kremer 1997The industries that have complex
input structures are more likely to have their transactions distorted when the
contract enforcement environment is weak, as they find it costlier to establish
long-term relationships and vertical integration as a substitute for contracts.
Political risk may increase the cost of establishing such relationships or
threaten existing ones, as the balance of political power shifts. We establish
the fact that industries that are more dependent on efficient contracts exhibit
greater volatility during periods of domestic elections and high political risk
but not under autocratic governments, which indicates the stability effect of
autocratic regimes.

Finally, an important part of the political environment in general, and
political party orientation in particular, is the stance toward labor legislation.
Political parties differ in their policy priorities. It is argued that right-wing
parties cater to upper-class voters, while left-wing parties implement redis-
tributive policies to the working classAlesina, Roubini, and Cohen 1993
Alt and Chrystal 1988 Botero et al.(2004) document a link between ruling
party orientation and the extent of labor regulation, where left-wing parties are
associated with tighter labor rules. Therefore, more stringent labor regulations
(or anticipation thereof) or uncertainty about future party orientation during
election periods can increase uncertainty with regard to future cash flows of
labor-intensive industries, contributing to higher volatility for these industries.
We observe that labor-intensive industries exhibit higher volatility under left
governments and in countries with more rigid employment laws. The increase
in total return volatility of labor- and contract-dependent industries is driven by
its systematic part. This result implies that the domestic political risk of these
industries translates into nondiversifiable risk.

Existing articles explain certain volatility patterns through dramatic political
events, such as revolutions and wars, or the anticipation of such evetits (
2002;Bittlingmayer 1998Mei and Guo 200%° We, on the other hand, show
that even less dramatic political events and characteristics, such as regular
election cycles, rotation of different parties in power, or incremental changes
in political risk scores, can explain differential levels of volatility across
industries. Moreover, unlike existing studies that examine the relation between
politics and stock market volatility for a single country (Bailey and Chung
1995;Fuss and Bechtel 2008gblang and Mukherjee 2006terron 2000) or
a small group of developed countrigddlkowski, Gottschalk, and Wisniewski
2008;McGillivray 2003), our article provides evidence based on a sample of
fifty countries, including both developed and developing economies.

5 A notable exception is a study kylio and Yook(2011), who use data on regular elections to examine their
effect on investment cycles.
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We subiject our findings to a battery of robustness checks. We account for
potential endogeneity between economic and political variables and possibility
of early elections. We also include a number of control variables and account
for potential interdependence of political sensitivity measures.

Our results confirm that political outcomes influence industry return volatil-
ity. Political risk is translated into greater return volatility, but the mechanism
is not uniform, with some industries affected more than others. This is an
important result because return volatility plays a paramount role in investment
and risk-management decisions and affects equilibrium outcomes of asset
pricing models.

The results have several theoretical and practical implications. We identify
additional business sector characteristics that affect return volatility—both its
systematic and idiosyncratic parts. The systematic volatility results indicate
that exposure to international trade, the complexity of contractual structure,
and labor intensity can increase the sensitivity to the market factor when
political uncertainty is higher. If one focuses on systematic risk in modeling
asset returns, our contract enforcement sensitivity and labor intensity results
imply the ability to gauge portfolio exposures to expected domestic political
uncertainty. On the other hand, if total risk or idiosyncratic risk is priced,
our global trade exposure findings point to channels for this effect and invite
further formal asset pricing tests on determining whether international trade is
in fact the driver of this risk. However, we note that a full examination of this
argument, which is outside the scope of this article, would require different
regressions that link the pricing factor to the level, rather than the volatility of
returns. Moreover, this article has implications for corporate financial decision-
making, as we show that the choice to engage in trade with international
partners or invest in lines of business with greater input or labor dependence
can increase volatility and can thereby affect the cost of capital.

The rest of the article is organized as follows: Section 1 introduces the
industry-level sensitivities to political factors. Section 2 describes the empir-
ical setup, the construction of the volatility measures, and country political
variables. Section 3 reports the results. Section 4 concludes.

and Construction
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We argue that industries unevenly respond to various sources of local and
global political uncertainty, such as elections, strength of democratic institu-
tions, ruling party orientation, and overall political risk. We now introduce

In an attempt to extend the classical asset pricing framework, various studies look for evidence of additional
priced factors, such as common market index volatility, referred to as volatility risk (seeBelsslev,
Tauchen, and Zhou 200€arr and Wu 2009). There is also a growing body of literature on idiosyncratic risk
as a priced factoMerton (1987) argues that, since investors do not hold fully diversified portfolios, they should
be compensated for idiosyncratic risk. Empiricalyng et al.(2009) show that firms with high idiosyncratic
volatilities have lower returns, whileu (2009) documents higher returns.
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three industry-level sensitivities to political uncertainty: international trade
exposure, contract enforcement sensitivity, and labor intensity.

1.1 International trade exposure

Engaging in trade is costly and risky. It requires investment in distribution
channels, promotion campaigns, and market research. As political factors vary,
more trade-dependent sectors face larger risks as the result of unexpected
change in contractual agreements and regulations (e.g., subsidies, licensing
agreements). If trading partners’ (global) political uncertainty increases, the
variability of domestic firms’ cash flows can increase in case these firms’
exports drop in response to the political uncertainty of foreign partners.
Consistent with this view, trade flows have been documented to be two- to
threefold more volatile than GDPEfgel and Wang 2011 Therefore, on
average, firms that rely on exports are vulnerable to greater disruptions in
demand, relative to their peers who rely on domestic demand.

Furthermore, Alessandria, Kaboski, and Midrigarf2010) show that
participants in international trade face more severe inventory management
problems. When firms face difficulties in promptly adjusting inventory levels,

a sudden stop in orders may force foreign suppliers to reduce their labor
force or keep capacity idle and thereby result in greater volatiligcéith,
Lindenberg, and Miroudot 20)0 Consistent with the above arguments,
Desai, Foley, and Hine@008) document that aggregate political risk across
foreign subsidiaries is associated with greater variability of fundamentals of
multinational corporations. Thus, foreign political factors can influence the
volatility of trade-dependent industries.

To illustrate how domestic political uncertainty affects volatility, consider
the case of export subsidization. When new politicians come to power, they
may shift subsidies to connected firms, which may cause old exporters to go
out of business. This effect should show up in industry-level data as a tempo-
rary disruption in export flows around an election year, while rearrangements
take place. One can think of export uncertainty as facing additional regulatory
obstacles (acquiring subsidies, licensing, standardization, etc.) when firms tap
into foreign markets. Even when export regulations do not play a role for
certain sectors, a source of uncertainty arises for exporting firms if a foreign
buyer perceives that their supplier may be facing production difficulties that
are due in part to a volatile domestic political climate.

The political economy literature contributes to our arguments by establish-
ing the effects of political regime (democratic vs. autocratic) on trade policy
and trade flows. Given the complexity and interdependence of political and
economic outcomes, where trade flows are both a result and an influence,

Onecan argue, however, that more export-oriented industries are less affected by domestic political uncertainty
than purely domestic firms, as they can diversify some of this uncertainty through foreign sales. Whether export-
oriented industries experience higher or lower volatility is an empirical question.
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the existing theoretical setups vary in testable implications. In democratic
systems, different parties may attempt to modify trade policies in favor of
their constituencies but can be constrained by democratic mechanisms, which
results in either higher or lower volatility (Persson 1998). In autocracies,
policymaking is often uncontested, favoring the corporate elites that are
supportive of the current regim@yllock 1987. Industries that operate in
autocratic environments would be able to rely on export markets only if they
are supported by government subsidization or licensing. Therefore, established
industries with high export shares in autocratic countries may exhibit lower
volatility than do less supported industries. In addition, industries that have
established ties with trading partners in autocratic regimes may also enjoy
more stable cash flows and lower volatility.

Thus, we expect more trade-dependent industries to exhibit higher volatility
when exposed to both higher domestic and foreign political uncertainty. With
regard to the strength of democratic institutions, volatility may be lower or
higher in more trade-dependent industries in autocratic countries.

Our primary sample consists of fifty-seven Standard Industry Classification
(SIC) industries spread over fifty countries that are covered by the Datastream
and Worldscope databases, for which we can calculate volatility measures and
obtain firm accounting information.

We compute the export exposure of industrial sectors by taking the propor-
tion of the export flows for each year over the period from 1993 (the beginning
year of export data) through 2086We treat the export flows as being
descriptive of the industry’s dependence on exports as well as a manifestation
of domestic trade policy. We test the differential effect of domestic (global)
politics on industry return volatility by interacting industry trade dependence
and domestic (global) political variables. First, we compute the value of ex-
ports (in US$) of industrynd in countryc directed to trading partngrfor year
t (t =1993, ..., 2006) scaled by the industry’s total value of sales (in US$),

EXP gt

SALE%d,t. @

TRAlend, ] ,t -

The export data EXP) at the industry level are obtained from the
UNCTAD/WTO PC-TAS database compiled by COMTRADE. The value
of industrial sales (SALESJata are from the United Nations’ Industrial
Commodity Production Statistical database. To avoid the impact of outliers,
we winsorize the export and sales data at the 1% and 99% levels. The trade
variables are available for 29 two-digit SIC industries.

8 We further define the variables in Tatile
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Table 1

Variables, definitions, and sources

Variables Definitions Sources

\olatility measues

Total Average annualized industry return volatility Computed by authors. Return data
volatility calculated as industry average of firm standard are from Datastream.

Idiosyncratic
volatility

Systematic
volatility

deviations of weekly returns multiplied by the
square root of 52, annual from 1990-2006. We
drop returns lower than -75% and greater than
+75%. Returns are measured in US dollars, and a
firm is included if it has at least twenty-six weeks
of return data. For election years, volatility is
centered on election dates.

Average annualized idiosyncratic industry return

volatility calculated as industry average of firm
standard deviations of unexplained (by MSCI
World index and MSCI local country index)
component of weekly returns multiplied by the
square root of 52, annual from 1990-2006.
Returns are measured in US dollars, and a firm is
included if it has at least twenty-six weeks of
return data. For election years, volatility is
centered on election dates.

Average annualized systematic industry return

volatility calculated as industry average of firm
standard deviations of explained (by MSCI World
index and MSCI local country index) component
of weekly returns multiplied by the square root of
52, annual from 1990-2006. Stock returns are
measured in US dollars, and a firm is included if it
has at least twenty-six weeks of return data. For
election years, volatility is centered on election
dates.

Political sensitivity meas@s

International
trade
exposure

Sensitivity to
contract
enforce-
ment

Labor
intensity

The ratio of the value of exports to sales in an Computed by authors. Export data
industry, annual from 1993 to 2006. Export data are from UNCTAD/WTO
are classified according to the Standard PC-TAS. Sales data are from UN
International Trade Classification (SITC). Sales Industrial Commodity

data are organized by commodity type using the Production Statistical database.
International Standard Industrial Classification

(ISIC). We convert three-digit ISIC codes to

two-digit SITC codes, and then two-digit SITC

codes to two-digit SIC codes using computer

codes provided by Jon Haveman

http://www.haveman.org. We also check the

product-industry correspondence manually.

One minus the Herfindahl index of industry input Computed by authors. Data are

shares. It equals zero if an industry uses inputs obtained from U.S. Input—Output
from only one industry, and it approaches one as  tables compiled by the Bureau of
the number of industries supplying inputs Economic Analysis.

increases. Annual values from 1998-2006.

The ratio of the value of labor inputs to the total

value of inputs (labor inputs, capital services, Jorgensorf1990) andJorgenson
material inputs, and energy inputs), annual from and Stiroh(2000). Data are
1990-2005. available at http://post.

economics.harvard.edu/faculty/
jorgenson/data.html.

(continued)
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Table 1
Continued

Variables

Definitions Sources

Political variables

Autocrag

Political risk

National
elections

Party
orientation

Rigidity of
Employ-
ment

An annual index ranging from -10 to +10, with larger POLITY

values representing more democratic governments.
POLITY records information on the degree of
competitiveness of political processes, openness of
political institutions, and constraints imposed on
government. We subtract the original index from
ten so larger values correspond to more autocratic
governments. The modified index ranges from
0-20.

An annual index accounting for government stability, International Country Risk Guide
socioeconomic conditions, investment risk, risk of
internal conflict, risk of external conflict,
corruption, the presence of the military in politics,
religious tensions, ethnic tensions, democratic
accountability and bureaucracy quality. The
original index ranges from 0-100. We subtract the
original index from 100 so larger values
correspond to higher political risk.

A dummy variable equal to one during an election ~ World Bank Database of Political

year (presidential elections for presidential Institutions, Journal of
systems and parliamentary elections for Democracy, Elections around the
parliamentary systems) and zero otherwise. The World, Election Guide, CIA
political system is classified as presidential when  Factbook, the PARLINE

1) the chief executive is not elected or 2) Database on National
presidents are elected directly or by an electoral Parliaments, Keesing's Record
college in the event there is no prime minister. In of World Events.

systems with both a prime minister and a

president, exact classification depends on the veto

power of the president and the power of the

president to appoint a prime minister and dissolve

parliament. Systems in which the legislature elects

the chief executive are classified as parliamentary.

A dummy variable equal to one in years when the ~ World Bank Database of Political

chief executive’s party orientation is classified as Institutions, Journal of

"left” and zero otherwise. Party orientation is Democracy, Elections around the
determined according to the party of chief World, Election Guide, CIA
executive using the following rule: Right for Factbook, the PARLINE

parties that are defined as conservative, Database on National
Christian-Democratic, or right-wing; Left for Parliaments, Keesing's Record
parties that are defined as communist, socialist, of World Events.

social-democratic, or left-wing; Center for parties
that can be best described as centrist. Refer to
Beck et al(2001) for further details.

An annual index ranging from 0-100, where larger Doing Business Report database

values corresponding to more rigid employment (World Bank)
regulations. The index is available from 2004—
2006. Itis calculated as average values of three
sub-indexes: difficulty of hiring index

(applicability and maximum duration of fixed-term
contracts and minimum wage for trainee and
first-time employees); rigidity of hours index
(scheduling of nonstandard work hours and annual
paid leave); and difficulty of firing index
(notification and approval requirements for
termination of a redundant worker or a group of
redundant workers, obligation to reassign or
retrain and priority rules for redundancy and
reemployment).

(continued)
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Table 1
Continued

Variables Definitions Sources

Contol variables

Exchangeate  An annual index of exchange rate instability. The International Country Risk Guide
risk original index ranges from zero (large percentage
changes in exchange rate against the US dollar
over the most recent twelve-month period) to ten
(small percentage changes). We subtract the
original index from ten so that larger values
correspond to greater exchange rate risk (larger
percentage changes in exchange rate).
Efficiency of An annual index of law and order. The index ranges
law from 0-6. Larger values correspond to better
quality of the legal environment. The law
sub-component is an assessment of the strength
and impartiality of the legal system. The order
sub-component is an assessment of popular
observance of the law.
Industry size The log of industry total assets (sum of firms’ total Worldscope
assets in an industry) expressed in 2000 US

dollars.
Industry The ratio of industry long-term debt (sum of long
leverage term debts of all firms in an industry) to industry
total assets.
Industry An average number of two-digit SIC segments a
diversifica- company operate in, weighted by total assets.
tion
Equity depen-  The fraction of capital expenditures financed with net
dence equity.
Skill depen- One minus the proportion of unskilled employees in Outlon (1996)
dence German industries.
Financial de-  The sum of stock market capitalization and private World Development Indicator
velopment credit relative to GDP. database (World Bank)
Ownership An average proportion of shares held by the five OSIRIS
concentra- largest shareholders in a country’s twenty largest
tion publicly traded companies.
GDP per Per capita GDP expressed in 2000 US dollars. World Development Indicator
capita database (Worl@ank)

Next, we sum up the trade proportions of industrgt across all of its trading
partnersj to form total industry trade exposure,

TRADE, 4, = Z,- TRADE, g - 2)

Thatis, TRADE, 4 . representshe total share of exports of an industry to all
trading partners. The interaction term between trade exposurel@mdstic
politics is formed as the product of two variabl@&ADE,, x POLITICALY,
wherePOLITICALY is the value of the political variable (elections, autocracy,
or political risk) that pertains to thdomesticcountryc for yeart. Throughout
the tables, we call this variablateraction of trade exposure withnational
political variable (national elections, autocracgy political risk).

Based on the individual trade shares to each trading partner and polit-
ical variables pertaining to each (foreign) trading partner, we compute an
industry-specific index of exposure to global politics as

10
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TRADE, 4, = Zj (TRADL?nd, Lt X POLlTlCAth) : 3)

wherePOLITICAL‘?,t isthe value of the political variable (elections, autocracy,
and political risk) that pertains to each trading partphéor yeart. We call this
variableinteraction of trade exposure withglobal political variable(global
elections, autocracyndpolitical risk).

To further illustrate this point, consider the electronics industry in Malaysia.
For the year 2000, the aggregate political risk for Malaysia was equal to
thirty-three; the average across fifty sample countries was twenty-six. A large
proportion of production (52%) was exported. Consider Malaysia’s top three
trading partners: the United States (18% relative to the amount produced in
the electronics industry), Singapore (15%), and Japan (P1Btiythermore,
thepolitical risk indexes for these countries in 2000 are thirteen for the United
States, fourteen for Singapore, and nineteen for Japan. The interaction of trade
