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We examine whether Brazilian sovereign spreads of over 20 percent in 2002 could be due to contagion
from Argentina or to domestic politics, or both. Treating unilateral debt restructuring as a policy variable gives
rise to the possibility of self-fulfilling crisis, which can be triggered by contagion. We explore an alternative
political-economy explanation of panic in financial markets inspired by Alesina (1987), which stresses
exaggerated market fears of an untried Left-wing candidate. To account for the fall of sovereign spreads since
the election, we employ a model of Bayesian learning and analyse the effects of financial bailouts and policy
pre-commitments sponsored by the IMF.

Keywords: Sovereignh Spreads, Political Risk, Bayesian Learning, Time-Consistency

JEL Classifications: E61, E62, F34.

Marcus Miller, CEPR Kannika Thampanishvong

Department of Economics Department of Economics

Warwick University Warwick University

Coventry CV4 7AL, England Coventry CV4 7AL, England

Tel. (+44 203) 523 049 E-mail: K.Thampanishvong@warwick.ac.uk

E-mail: Marcus.Miller@warwick.ac.uk

Lei Zhang

Department of Economics
Warwick University

Coventry CV4 7AL, England
E-mail: ecrsm@warwick.ac.uk

“For helpful comments and suggestions, we thank Renato G. Flores, Francesco Giavazzi, Stewart Wood and
the participants in the seminar of the External Development Division, ECB. We are also grateful to Chuck
Blackorby, Martin Ellison, Neil Rankin, Michael Spagat and John Williamson for their observations and for
research assistance to Elba Roo. This research has been supported by ESRC grant R000239216 “Moral
Hazard and Financial Institutions” and by the CSGR at Warwick.



