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POLITICAL RISK IN EMERGING MARKETS
SENTIMENT DRIVES MARKETS; NOW WE CAN MEASURE IT! It is well known that prices of bonds and currencies trade to
a high extent on sentiment and political risk. Perception and animal spirits of market actors drive a major part of asset
price volatility; as Robert Shiller has taught us with Narrative Economics. Historically, market sentiment and political risk
have been extremely difficult to observe and quantify, so information for one of the most important factors we every
day consider as a central part of our investment process has not been available in a condensed and quantified format.
A computer can now do this work for us! Instead of hiring hundreds of analysts we can get a (strong) computer to read
a news related to political risk and assess whether the news is positively or negatively biased. It can even dive into news
databases and read news published every day, every year back in time. And, thus, pr ovide us with high-frequent indices
(time series) of how political risk has been biased over time. We use Natural Language Processing in combination with
machine-learning to assess whether sentiment is positively or negatively biased. This gives us an AI-driven sentiment
indicator that we never had before!
In the case of Brazil, 2.6 million news articles related to political risk was extracted back to year 2007, then read and
scored by the computer in a matter of minutes, and a political risk index was estimated (difficult for any team of people
to digest 500-1000 news articles per day, per country, and score the degree of political risk without getting tired) . In
addition to the intriguing nature of the political risk index itself, the correlation to bond prices and the exchange rate in
Brazil is astonishing! More than two-thirds of the variation in the currency can be accounted for by political risk. It is
hard to find a macroeconomic or financial indicator that beats this correlation. We have even found causal evidence that
the political risk index seems to be a leading indicator (using Granger Causality econometrics; Transfer Entropy analysis).
In the case of Argentina, we saw a massive sell off in the currency and bond prices in early August 2019 up to the primary
elections. Few expected such a dramatic sell off. Unfortunately, our AI-driven political risk index was developed a few
months after this event. The leading nature of the political risk index is astonishing , as the figure illustrates. Notice the
daily political risk index (dotted line; left axis) spiking about a month before the primaries, and again about a week
before; clearly indicating that political risk was at extreme levels.
POLITICAL RISK IN ARGENTINA
AND THE ARGENTINE CURRENCY UP TO THE PRIMARIES IN AUGUST 2019
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Source: Global Evolution based on data from Bloomberg; news articles from Dow Jones,
in a proprietary AI-driven political risk model.

We can now “take the temperature” on sentiment, and our AI-driven political risk index delivers a daily indicator for
political risk in emerging market countries. Our valuation models suggested ahead of the sell off that bond prices were
leaning to the cheap side, and so did the currency. Unfortunately, we did not at that time have this political risk indicator
to integrate into our valuation models; we now integrate the political risk index, and when we back-test the models we
observe more depreciated fair value levels; thus, indicating lower positioning or outright zero-weights in Argentina’s
bonds at the time. We will now learn from these AI-driven political risk indices across countries in emerging markets and
integrate these in our valuation models and our invest ment process.
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Disclaimer
This investment research has not been prepared in accordance with legal requirements designed to promote the
independence of investment research. Further it is not subject to any prohibition on dealing ahead of the dissemination
of investment research. Global Evolution, its affiliates or staff, may perform services for, solicit business from, hold long
or short positions in, or otherwise be interested in the investments (including derivatives), of any issuer mentioned
herein.
None of the information contained herein constitutes an offer (or solicitation of an offer) to buy or sell any currency,
product or financial instrument, to make any investment, or to participate in any particular trading strategy.
This material is produced for marketing and/or informational purposes only and Global Evolution and its subsidiaries
and affiliates whether acting directly or through third party distributors make no representation or warranty, and
assume no liability, for the accuracy or completeness of the information provided herein. In providing this material
Global Evolution has not taken into account any particular recipient’s investment objectives, special investment goals,
financial situation, and specific needs and demands and nothing herein is intended as a recommendation for any
recipient to invest or divest in a particular manner and Global Evolution assumes no liability for any recipient sustaining
a loss from trading in accordance with a perceived recommendation.
All investments entail a risk and may result in both profits and losses. In particular investments in leveraged products,
such as but not limited to foreign exchange and derivatives can be very speculative and profits and losses may fluctuate
both violently and rapidly. Speculative trading is not suitable for all investors and all recipients should carefully consider
their financial situation and consult financial advisor(s) in order to understand the risks involved and ensure the
suitability of their situation prior to making any investment, divestment or entering into any transaction.
Any mentioning herein, if any, of any risk may not be, and should not be considered to be, neither a comprehensive
disclosure or risks nor a comprehensive description such risks. Any expression of opinion may be personal to the author
and may not reflect the opinion of Global Evolution and all expressions of opinion are subject to change without notice
(neither prior nor subsequent).
This communication refers to past performance. Past performance is not a reliable indicator of future performance.
Indications of past performance displayed on this communication will not necessarily be repeated in the future. No
representation is being made that any investment will or is likely to achieve profits or losses similar to those achieved
in the past or that significant losses will be avoided.
Statements contained on this communication that are not historical facts and which may be simulated past performance
or future performance data are based on current expectations, estimates, projections, opinions and beliefs of Global
Evolution. Such statements involve known and unknown risks, uncertainties and other factors, and undue reliance
should not be placed thereon. Additionally, this communication may contain ‘forward-looking statements’. Actual
events or results or actual performance may differ materially from those reflected or contemplated in such forwardlooking statements.
This material is confidential and should not be copied, distributed, published or reproduced in whole or in part or
disclosed by recipients to any other person. Any information or opinions in this material are not intended for distribution
to, or use by, any person in any jurisdiction or country where such distribution or use would be unlawful.
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