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Abstract

This paper investigates how electoral timing influences policymakers’ responses to currency
crises. Previous empirical research has shown that elections significantly influence both the
probability that a currency crisis emerges and the government’s policy responses to such crises.
This paper provides a theoretical explanation for these empirical findings and presents a political
business cycle model on exchange rate policy, in which incumbents face a tradeoff between their
wish to signal competence and the high cost of exchange rate defenses in response to currency
crises. The model predicts that competent incumbents are more likely to defend in response to
crises occurring before elections, while incompetent policymakers always devalue. Attacks
occurring after elections are predicted to result in devaluations for all types of policymakers.
Several empirical implications are derived from the model and are tested for a sample of 61
developing and developed countries for the time period 1970-2003. The results support the
predictions of the model and show that 1) defense is more likely before and devaluation is more
likely after elections, 2) incumbents who defend their exchange rate before elections have a
higher probability of being re-elected, and 3) policymakers are more likely to devalue as the
intensity of the crisis increases.



“A president who devalues, is a devalued president”

Lopez Portillo, former Mexican president'

1. Introduction

The influence of elections on economic policymaking has been the subject of a considerable body
of research. This literature has argued that incumbent policymakers sometimes deviate from
welfare-optimizing policies if the implementation of such suboptimal policies enhances their re-
election chances during the campaign period (for overviews see Willett 1988; Alesina et al. 1997;
Drazen 2001). Incumbents manipulate economic policy either by exploiting time inconsistencies
in policies’ short- and long-term effects or by implementing policies “unattainable” by less able
policymakers in an attempt to send a signal of competence to voters. This manipulation leads to
so-called political business cycles, in which certain policy outcomes are systematically

influenced by the electoral cycle.

One area in which the link between electoral timing and economic policymaking has been shown
to be particularly strong is exchange rate policy. This is not surprising, because voters can easily
observe changes in the exchange rate. In most countries, the currency value is a daily element of
national news broadcasts, so that changes in this value can be observed more directly than
changes in GDP growth or in the size of fiscal transfers. Several studies present empirical
evidence for the existence of political business cycles in exchange rate politics. They find that
devaluations and depreciations of the exchange rate tend to be delayed until after elections
(Frieden et al. 2001; Stein and Streb 2004), especially when they are associated with a transfer in
executive power (Klein and Marion 1997). Blomberg, Frieden, and Stein (2001) show that the
probability that a fixed exchange rate will be maintained increases as an election approaches.
Schamis and Way (2003) demonstrate that the introduction of an exchange-rate based
stabilization program is most likely when elections are pending. In sum, this evidence indicates
that the political business cycle in exchange rate politics consists of a lower likelihood of
devaluation before elections, coupled with a higher likelihood of devaluation once election day

has passed.

' Cited in Santiso (2000)



This research has provided valuable insights but suffers from two shortcomings: First, all of the
cited studies focus on Latin America broadly defined. This may lead to a bias in the results as
Latin America has experienced particularly drastic changes in exchange rate policy. Second,
there is a big difference between exchange rate manipulation in tranquil time and manipulation in
times of strong speculative pressure on the exchange rate. In crisis periods, the costs of
maintaining exchange rate stability far exceed the equivalent costs in tranquil periods, suggesting
that political business cycles should be less pronounced when foreign exchange market pressure
is high. At the same time, exchange rate changes are usually much larger when they occur in
response to speculative pressure than small exchange rate adjustments in a calm environment.
Since both the cost and visibility of devaluations is thus higher in times of crisis, this implies that
the political business cycle effect should be stronger in times of crisis. Hence the question arises,
which effect prevails: are the costs high enough during times of crisis so that policymakers
implement the economically efficient policy response? Or do political considerations
nevertheless override all economic concerns, leading to exchange rate manipulation even in times

of currency crisis?

Since the literature on the phenomenon of political business cycles is extensive, it is surprising
that research investigating whether politically motivated manipulations of the economy persist in
periods of economic crisis has been extremely sparse. There has been no theoretical work on this
question and only one empirical study has been executed. In an analysis of policy responses to
speculative attacks in 90 developing countries, Leblang (2003) finds that the probability of an
exchange rate defense increases significantly both before and after elections. This is consistent
with the political business cycle models predicting lower rates of devaluation in the run-up to an
election, but inconsistent with the prediction that the rate of devaluation will rise in the aftermath
of an election. The latter finding is also puzzling in light of research on the emergence of
speculative attacks, which has shown that speculative attacks are more likely to occur during the
election month (Block 2003) or immediately after elections have taken place (Leblang 2002),
suggesting that markets perceive the likelihood of an exchange rate devaluation to be greater in

post-electoral periods.



Whether political business cycles persist in periods of crisis therefore warrants more theoretical
and empirical clarification. For this purpose, this paper develops a rational opportunistic political
business cycle model, which illustrates how the timing of elections influences policymakers’
choices during speculative attacks. In this model, voters interpret devaluations as a sign of
incompetence and punish such a policy with voting the incumbent out of office. More
“competent” policymakers are able to defend against stronger pressure than less “competent”
policymakers, which leads to a separating equilibrium at intermediate levels of speculative
pressure. The model predicts that overall defenses should be more likely before elections, while
the probability of a devaluation should strongly increase after an election. Moreover, it predicts
that policymakers who defend the exchange rate against semi-severe speculative attacks are more
likely to be re-elected and that the likelihood of a defense decreases with the severity of the crisis.
The model’s empirical implications are tested for a sample of 122 crises in 48 industrial and
developing countries between 1983 and 2003. The results support the model’s predictions and
show that 1) defense is more likely before and devaluation is more likely after elections, 2)
policymakers are more likely to devalue as the intensity of the crisis increases, and 3) incumbents
who defend their exchange rate before elections and at intermediate levels of crisis severity have

a higher probability of being re-elected.

2. Elections and Speculative Attacks: A Political Business Cycle Model

To analyze the influence of electoral timing on policymaker’s responses to speculative attacks on
their exchange rates, I develop a rational opportunistic political business cycle (PBC) model in
which policymakers choose their policy response in light of both political motivations and
general welfare considerations. This model roughly follows the setup of a political business cycle
model developed by Stein and Streb (2004) for electorally motivated exchange rate manipulation
in tranquil times. While the traditional rational political business cycle models focus on
manipulations of fiscal policy (Rogoff and Sibert 1988; Rogoff 1990), policymakers in this

model manipulate exchange rate and/or monetary policy to improve their re-election chances.

I emulate the traditional rational PBC models (Rogoff 1990; Rogoff and Sibert 1988) as well as



Stein and Streb (2004), by assuming that policymakers differ in their competence with which
they conduct economic policy. Following the terminology used in this literature, I assume that
policymakers can be either type “competent” ¢ or type “incompetent” i. In this context,
“competence” denotes a capable policymaker, who is generally more efficient in his (economic)
policy decisions than an “incompetent”, inept policymaker. For example, competent
policymakers implement better banking regulations, which lead to a healthier financial sector and
reduce the potential cost of currency crises. Compared with competent policymakers,
incompetent policymakers always impose higher aggregate welfare costs on society, because the
policies implemented by them lack the high quality implemented by competent incumbents.
Consequently, voters always prefer having a competent government, because they benefit from
better economic policies. However, voters cannot directly observe a policymaker’s type and
therefore vote retrospectively, using the incumbent’s past policy choices to infer his level of

competence.

Both types of policymakers can face currency crises, i.e. periods of heightened market pressure
on their exchange rates. Such crises differ from tranquil times in two important ways: First, when
a country’s exchange rate comes under strong speculative pressure, policymakers no longer have
the discretion to implement any policy measure of their liking or to “do nothing”. They can,
however, choose which one of two possible policy responses they prefer: a depreciation or
devaluation® dev of the exchange rate (and hence external adjustment), or a defense def of the
exchange rate through reserve sales and tight monetary policy (and hence internal adjustment).
Second, the costliness of the policy response required to stop the speculative attack increases
with the severity of the speculative pressure on the currency. Defenses against mild pressure, for
example, consist only of moderate sales of foreign reserves, while strong defenses require much
more drastic and painful policy measures involving large sales of foreign reserves and a painful
increase in interest rates. Similarly, devaluing in response to severe speculative pressure leads to

larger devaluations than in tranquil periods.

To represent this crisis setting and the fact that experiencing a crisis is always worse than

tranquility, the model assumes that both response options are associated with costs, C*” and C*.

? In the following I will only talk about devaluation. However, the same model applies to the depreciation
considerations in countries with more flexible exchange rate arrangements. In the empirical analysis, both
depreciations and devaluations are included.



These costs represent the negative welfare effects of these policies for each citizen, including the
incumbent. In the case of a devaluation, the costs caused by devaluation C* include a reduction
in purchasing power and an increasing debt burden for those holding unhedged foreign currency-
denominated liabilities, as well as potential inflationary effects due to the price increase in
imported goods and the authorities” loss of monetary credibility. Defenses impose costs C*¢
because the tight monetary policy required to defend against severe market pressure dampens
investment and consumption and is likely to spark a recession. In addition, defending today can

increase the risk of a more severe crisis tomorrow.

I assume that the costs associated with the two policy options increases with mounting
speculative pressure p, making all cost curves upward-sloping. The functional form of the two
cost curves for devaluation and defense C,** and C.;* is assumed to differ from each other. The
costs of a defense C,.;*/ initially rise slower than the costs of devaluation C.;*" but eventually
rises much faster than C.*” when pressure increases. This implies that a defense will be more
costly than a devaluation when speculative pressure is strong. The functional form of the defense-
cost curve reflects the consideration that mild and temporary bouts of speculative pressure can
usually be successfully addressed by selling foreign reserves to support the exchange rate. More
severe speculative pressure, however, can only be countered through a tightening of monetary
policy. Since higher interest rates depress consumption and investment and can induce a
recession and rising unemployment, the costs of this policy response increase markedly as soon
as reserve sales no longer suffice to sustain the exchange rate. This functional form also reflects
the assumption that governments are forced to devalue when the intensity of a speculative attack
is too severe. Raising interest rates in order to defend the exchange rate eventually leads to
prohibitively high welfare costs, so that devaluation, while also associated with undesirable
consequences, becomes the only viable option for very severe speculative attacks. In comparison,
the flatter cost curve for devaluation C,, " reflects the fact that the negative short-term effects of
devaluations on voters’ purchasing power is offset in the long-run by a boost in the economy’s
international competitiveness and hence aggregate output. Nevertheless the cost of devaluing in
response to mild pressure is higher than that of defending because of the loss of monetary
credibility associated with giving up a pegged exchange rate. The level of exchange market

pressure at which the two cost curves intersect, marks the speculative pressure at which the



optimal response changes from defense to devaluation.” Figure 2 depicts how the costs of the two
respective policy options change with increasing levels of exchange market pressure. Note that
these costs represent each policy option’s overall, long-term cost, which can deviate from short-

5
term costs.

For simplicity, I assume that the functional form of the cost curves is the same for each type of
policy response. Since incompetent policymakers always cause higher costs than competent
policymakers, however, no matter which policy response they choose, the costs of policy
responses implemented by an incompetent policymaker, C** and C/*?, are always higher than the
costs C.*" and C.* that arise when a competent policymaker responds to the same amount of
speculative pressure. Denoting this “competence premium” as x, this implies that incompetence
shifts the cost curves upwards by amount x, i.e. G/ = x + C,” and C/ = x + C.*. The cost
curves have a minimum at market pressure p’ where speculative pressure is low and neither a
devaluation nor a defense of the exchange rate are necessary. The cost associated with p” can be
thought of the cost associated with exchange rate stability in tranquil times. From a social welfare
maximizing perspective, this is the optimal policy response. The costs to each citizen rise with
increasing pressure p, such that responding to a speculative attack is always worse than any

policy action in tranquility (p”).

The optimal policy response to a speculative attack is the one that imposes the lowest cost on
citizens. In the model, this means that when faced with mild levels of speculative pressure,
defending the currency is the optimal response, while it is more efficient to respond to severe
market pressure by devaluing. Benevolent, welfare-maximizing policymakers will always
implement the optimal policy response. Now assume that incumbents are opportunistic and care
not only about maximizing social welfare but also about re-election. I assume that all incumbents

derive the same benefit B.; from re-election, regardless of their type. This benefit originates in

* It should be noted that the precise functional form of the two cost curves for defending and devaluing crucially
depends on a country’s economic structure. For example, the cost of devaluation tends to be smaller in highly export-
oriented countries, while it is higher when policy credibility has been closely tied to the exchange rate policy, for
example when the exchange rate is used as a nominal anchor, or when the crisis results from fundamental
disequilibria (1% generation crises). This implies that for a certain amount of speculative pressure the optimal policy
response might be to devalue in one, and to defend in another country. Nevertheless, the functional form of the cost
curves C,* and C, always differs and leads them to intersect at some point.

> Especially for devaluations the costs (in terms of a reduction in purchasing power) tend to show up much earlier
than the benefits (in terms of improved competitiveness), giving policymakers with a short time horizon an extra
incentive to postpone necessary devaluations.



having policymaking power or of enjoying what Rogoff (1990: 23) calls the “ego rent” derived
from the “great honor of being the chief administrator”. In some countries, re-election may also
allow the continuation of more traditional types of rents. Since policymakers discount the future,

B, is highest immediately before an election and lowest immediately after an election.

When B.; is high and if a deviation from optimal policy increases the incumbent’s re-election
chances, this benefit creates a temptation to deviate from the optimal policy response. The
temptation to signal T, is the difference between the benefit of re-election B.; and the cost C,,
or C."/ caused by the chosen policy response. T is higher for competent policymakers than for
incompetent policymakers, since the costs caused by their policy choices are always lower than
those caused by incompetent policymakers. Competent policymakers’ net benefit of re-election is
thus always higher than that of incompetent policymakers, making policy manipulation less
costly for competent policymakers. The incentive to deviate can lead to situations in which
competent policymakers manipulate policy to signal their type to voters and therefore increase
their re-election chances. However, as in the traditional rational political business cycle model
(Rogoff 1990), there is a limit to how much policymakers are willing to opportunistically deviate
from the optimal policy response because they also care about their policies’ welfare effects.
Since incumbents are at the same time decisionmakers and regular citizens, they bear the same

cost caused by a bad economic situation as any other citizen.

Figure 1 shows the competent and incompetent policymakers’ welfare cost curves as well as the
benefit from re-election B.; relative to the cost of responding to a given level of speculative
pressure p. The solid lines denote the costs of defending C.,”?, while the dotted lines denote the
welfare cost of a devaluation C.*". The costs generated by competent policymakers (C.*/ and

C.*") are shown in black, those generated by incompetent authorities (C// and C/*®") in grey.

Voters understand that competent policymakers will be able to defend the exchange rate against
significantly stronger speculative pressure than incompetent incumbents. However, the
incumbent’s type is the policymaker’s private information: voters do not know whether the
incumbent is competent or incompetent. Voters also have some information about the amount of
speculative pressure affecting the country. While this information is less precise than the

information available to the authorities, voters have some sense of whether speculative pressure



is mild or strong. This reflects the fact that strong speculative attacks on a currency often

precipitate extensive news coverage, thus increasing the information available to voters. Finally, I

assume that both the timing of elections and the onset of an attack are exogenous.

Figure 1: The model
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If a speculative attack occurs during the campaign period, the incumbent chooses a policy

response by taking into account that voters have some sense of the severity of the crisis, know

that competent policymakers enjoy a higher net benefit of defending and that they vote

retrospectively. Voters observe the policy outcome and then cast their vote accordingly.

The intensity of speculative pressure can fall into one of three regions (see Figure 1). Region I



represents the case of mild speculative pressure p;. Here C.Y(p,) is smaller than B.; for both
types of policymakers. The net benefit of defending the exchange rate against mild pressure is
thus positive for both types of incumbent (7, L (py) > 0). This is not surprising as defense is the
optimal policy response for most pressure levels in region one. In region I the incentive to signal
T, is positive for both types of policymakers. Therefore, a pooling equilibrium emerges in which
both competent and incompetent policymakers defend the exchange rate. Since a devaluation is

suboptimal in most of this period, such a policy response should be punished by voters.

In region II, the intensity of the speculative attack increases to medium-level pressure py. In this
region, the cost of defending the exchange rate exceeds the benefit of re-election for the
incompetent policymaker. He therefore no longer has an incentive to defend the currency and
thus implements the policy that is less costly overall. He devalues, even though voters interpret
this as a signal of incompetence and therefore will not re-elect him in the upcoming election.
Even though the costs of defending against medium-level pressure are higher than the cost of a
devaluation for the competent policymaker as well, the competent incumbent’s net benefit of
defending remains positive (7./(py) > 0). Since he knows that a defense would be too costly to
implement for an incompetent incumbent, the competent one defends the exchange rate and thus
avoids sending a signal of incompetence to voters. This leads to a perfect separating equilibrium
in which a competent policymaker responds to intermediate levels of exchange market pressure
by defending the exchange rate, while incompetent policymakers devalue. Voters observe the
policy response implemented and re-elect the incumbent only if the exchange rate has been

successfully defended.

Note that in region II, competent policymakers defend the exchange rate even though it would be
less costly to devalue. As in Rogoff (1990), voters honor this choice of a suboptimal policy
because their short-term loss in aggregate welfare is compensated by the long-term gain in
welfare they achieve by having a competent government. The competent policymaker’s deviation
from the optimal policy response thus represents “a socially efficient mechanism for diffusing

up-to-date information about the incumbent’s administrative competence.” (Rogoff 1990: 22)

Finally, in region III the country is facing very severe speculative pressure p;; In order to fight



off a speculative attack of this magnitude, very painful policy measures would be required. These
policy measures — such as extremely high interest rates - are associated with very high welfare
costs. The net benefit of defending the exchange rate against such strong exchange market
pressure is thus negative for both types of incumbents (7. Y(py) < 0). Knowing that
manipulating the policy response will not be rewarded with any net benefit, both types of
policymakers devalue their currency when faced with a speculative attack of this intensity. The
welfare costs associated with devaluation are still very high, yet since they are lower than those
of a defense they still constitute the optimal response to pressure of this intensity
(Ce.™ (p1)<C..*(p1i). In the resulting pooling equilibrium both types of policymakers respond
to the attack with a devaluation, making it impossible for voters to separate between competent
and incompetent incumbents. Voters therefore do not base their voting decision on the crisis

outcome when speculative pressure is severe.

Table 1 summarizes the model’s predictions about the policies implemented by competent and
incompetent policymakers when faced with speculative attacks occurring shortly before an
election and about the predicted effect of the respective policy responses on the incumbent’s

likelihood to be re-elected.

Table 1: Predicted Policy Responses

Mild pressure Intermediate pressure py Severe pressure
y2i pii
Competent Defend Defend Devalue
policymaker
Incgmpetent Defend Devalue Devalue
policymaker
Equilibrium Pooling Equilibrium Separating Equilibrium Pooling Equilibrium
if_f:lg[cggn Devaluation: Devaluation: Devaluation:
robabilit P(re-election) |, P(re-election) |, no effect
P Y Defense: Defense: Defense:
no effect P(re-clection) 1 no effect

The model has several empirical implications. Unfortunately, an empirical assessment of the
main prediction of the model — that competent incumbents defend in medium-level crises in order

to win re-election, while incompetent incumbents devalue and are voted out of office — is



unfeasible because the government’s type cannot be observed ex ante. Nevertheless, the model
has four additional implications that can and will be tested empirically. These hypotheses do not
require an explicit assessment of the incumbent’s level of competence. The first implication of
the model is that the electoral incentive increases the overall probability that policymakers will
choose to defend their country’s exchange rate even if the cost of a defense is higher than that of

a devaluation.

HI: When elections are pending, incumbents are more likely to defend the

exchange rate against speculative pressure than in non-electoral periods.

Since policymakers discount the benefit of a re-election, this benefit is lowest in the aftermath of
an election because the next (regular) opportunity at re-election is still years away. The incentive
to manipulate the exchange rate should therefore be lowest in post-election periods. Moreover,
policymakers which are newly elected have the option to blame their predecessors’ policy for the
speculative attack and therefore do not have to worry about citizens’ inference about their
competence based on their policy response to an attack occurring shortly after an election. The
likelihood that policymakers respond to speculative pressure by devaluing can hence be expected

to be highest in the period following upon an election.

H2:  The likelihood of a devaluation increases in post-electoral periods.

Third, the more severe a speculative attack, the more costly is a defense of the exchange rate. The
model predicts that the net benefit of a defense decreases with increasing market pressure and

finally turns negative. It follows that

H3: The more severe the intensity of a speculative attack, the more likely is a

devaluation of the exchange rate in response to such an attack.

Finally, the model makes some predictions about the effect crisis outcomes have on incumbent’s
re-election chances. As summarized in table 1, these predictions differ for different crisis

intensities. The model predicts that



H4a: When speculative pressure is mild, defending the currency has no influence
on incumbent’s re-election chances. Incumbents who devalue are not re-

elected.

H4b: When speculative pressure is at a medium level, policymakers who defend
their currency against a speculative attack are more likely to be re-elected
while incumbents who devalue are more likely to lose their bid for re-

election.

H4c: When speculative pressure is intense, the crisis outcome has no effect on

incumbent’s re-election chances.

The model’s empirical implications will be tested in the remainder of this paper.

3. Empirical Analysis

3.1 Data and Operationalization
To evaluate the hypotheses about the interplay between electoral timing, crisis outcomes and
incumbents’ re-election chances, I use monthly data for 122 speculative attacks in 48 countries’.
Since this study focuses on economic policymaking in an economically integrated world, I
concentrate on the time period from 1983 to 2003, in which capital accounts were increasingly

liberalized.

Elections matter only in democratic regimes. Since political business cycles should consequently
only occur in democracies, my analysis excludes autocratic countries. Most analyses reported in
this paper use a democracy criterion which defines democracies as countries which exhibit at
least a value of 5 on the POLITY IV index (Marshall et al. 2002), but results are robust to a
variety of alternative polity thresholds, ranging from 1 to 9. In addition, I only include countries
which have the option to intervene in the behavior of their exchange rate. In fully floating

regimes, governments have no choice between devaluations and defenses and therefore cannot

7 For a list of crises, see the appendix



manipulate the exchange rate. For this reason, I exclude countries with floating exchange rate
regimes from the sample, as well as countries whose currency turmoil is caused by hyperinflation
and similar domestic turbulence (Reinhart and Rogoff’s (2004) “freely falling” category).
Intermediate regimes such as crawling pegs are included into the analysis, because at least some
intervention is possible in these regimes. Since the actual rather than the announced behavior of
the authorities determines the degree of actual intervention, I rely on Reinhart and Rogoff’s
(2004) classification of “de facto exchange rate regimes”, which classifies exchange rate regimes
on a 15-point scale based on both the officially announced regime and the actual exchange rate
behavior. My analysis includes all periods with de facto exchange rate regimes that are classified
as noncrawling bands that are narrower than or equal to +2%, and any stricter classification.® The
use of a more restrictive threshold to determine which exchange rates are pegged would imply
that important crises, such as the 1997 crisis in the Czech Republic, are excluded. Although it
may be useful to use lower cut-off points in other contexts, e.g. for analyses of exchange rate
regime choice in non-crisis situations, this does not seem adequate for the study of speculative

attacks.

Speculative attacks are operationalized as proposed by Eichengreen, Rose and Wyplosz (1996;
2003). Following this widely used approach, speculative attacks are defined as periods of
extreme pressure in the foreign exchange market. Following the suggestion by Nitithanprapas
and Willett (2000) I use a modified version of the index and operationalize exchange market
pressure (EMP) as an unweighted monthly average of standardized exchange rate changes,
standardized reserve changes, and standardized changes in the interest rate differential relative to
the interest rate in a stable reference country.” The rationale behind this index is that governments
can respond to currency crises either by devaluing or floating their currency, by tightening
monetary policy, or by spending foreign reserves in order to prop up the domestic currency.
Large values of the EMP index indicate that speculative pressure is high. The data needed for

calculating the index is available on a monthly basis for a large number of countries from the

¥ This corresponds to all regimes equal to or below category 11 in the Reinhart and Rogoff classification.

? Different versions of this indicator have been used in the literature. For an overview, see Kaminsky et al. (1998). 1
use an unweighted index because weighting each component by its country specific variation will lead to an
understatement of unsuccessful speculative attacks on fixed exchange rates (Nitithanprapas and Willett 2000). I set
the US dollar as reference currency for all countries except for the European countries (including Eastern Europe).
For Europe, the Deutsche Mark (until 1998) and the Euro (from 1999 onwards) are used as reference currencies. For
interest rates I use (short-term) money market rates (IFS line 60b) as first choice and discount rates (IFS line 60) as
second choice if money market rates are not available.



International Financial Statistics provided by the IMF (2004). To identify crises episodes, I
define crises as those periods where the index exceeds the country-specific mean by at least two
standard deviations.'® The resulting sample includes many well-known crisis events such as the
Mexican Peso crisis in December 1994 or the speculative attacks on the Thai baht in 1997 (see

appendix).

The first three hypotheses make predictions about how elections influence policymakers’
behavior during currency crises. To operationalize the authorities’ decision to defend or devalue
their exchange rate against speculative pressure, I examine exchange rate behavior within the six
months following upon the initial attack. In this context, monthly exchange rate changes are not a
suitable measure of exchange rate policy, because seemingly large exchange rate swings may still
be well in the limits of a relatively flexible regime, such as a pre-announced crawling band, while
relatively small exchange rate changes can be an indicator that a more rigid exchange rate regime
has been given up. In order to tackle this problem, I use a behavioral criterion that evaluates
exchange rate behavior based on the pre-attack de facto exchange rate regime (Reinhart and
Rogoff 2004). This criterion grants intermediate exchange rate regimes more freedom to devalue
or depreciate than countries that follow a more rigid exchange rate regime. It examines whether
the authorities kept within the limits imposed by their exchange rate regime in the six months
following the first attack on the currency. If the exchange rate was not devalued during this
period, the episode is counted as a successful defense and the dependent variable takes a value of
1. To determine whether a currency was devalued, I take two different criteria into account: First,
does the monthly rate of devaluation in each individual month exceed a certain exchange rate
regime-specific'' threshold? Second, does the overall size of depreciation compared with the pre-
attack level of the exchange rate exceed a second threshold, which also varies by exchange rate
regime? The exact criteria employed in this study are listed in the appendix. If any of the
respective devaluation criteria is met, the policy response is coded as zero, or devaluation.
Otherwise, it is coded as defense, and the dummy variable takes the value of one. To test for the
robustness of this operationalization I code two additional dependent variables. The first uses the

same criteria described above, but only considers the three months after the attack. The second

' Some exchange market crises can stretch over a longer period of time. I therefore do not consider months of
exchange market pressure, which follow immediately in the six months after the initial month of a speculative attack.

"' This threshold varies between 1% (pre-announced pegs) and 5% (various types of crawling bands). For details, see

the appendix



considers each case a devaluation in which the size of depreciation exceeded 5%.

As the model predicts, we should expect policymakers to defend prior to an election, and to
devalue afterwards. However, if the devaluation occurred within six months after the initial
attack, the devaluation criterion codes cases as devaluations if policymakers in fact defended the
exchange rate before the election but devalued afterwards, because it examines the entire period
of six months. In order to prevent such underreporting of the pre-election effect on exchange rate
policy, I recode the dependent variable for such cases. These cases are Brazil (1998m9),
Colombia (1998m6), India (1991m5 and 1998ml), Ireland (1992m9), and Latvia (1998m9).'?
Recoding these variables is crucial in order to examine the hypotheses in this paper. Not
surprisingly, it has a substantial effect on the results, changing the effect of the election variable
from a negative and statistically insignificant effect to a positive and highly significant one.
According to this operationalization, governments successfully defended their exchange rate in

57.3% of all the cases in the sample. 42.7% of speculative attacks resulted in a devaluation."

Elections are defined as presidential elections in presidential political systems, and parliamentary
elections in all other political systems. The type of political system is identified using the political
system variable from the World Bank’s Dataset of Political Institutions (Beck et al. 2000).
Election dates were collected from the DPI and updated with information from various sources,
most notably the Election Results Archive (CDP 2004). To identify pre- and post-electoral
periods I use dummy variables and a counter that counts the number of months until the next
election. The dummy variable identifying pre-election periods takes the value of 1 if the
speculative attack occurs within the three months before an election, including the election
month. While my model assumes that the timing of elections is exogenous, in many countries
with parliamentary systems governments have some choice in setting the election date. However,

by using a fairly short definition for the pre-electoral period, the potential for an endogeneity bias

"2 The case of the Philippines (1986m2, polity=1) only enters the regressions when the POLITY criterion is set to
include all countries with a positive POLITY score. China (1992m12) is also recoded, but drops from the sample
because of its autocratic nature. Recoding the variables in this manner might introduce a bias, as it lowers the
threshold for “defense” when governments find themselves in a campaign period. However, the results are robust to
a shortening of the time horizon to 3 months, which reduced the number of recoded cases to three and thus
significantly limits the potential for biased results.

" The proportion of successful defenses is slightly higher in my sample than in the one used by Leblang (Leblang
2003), who reports 47.7% defenses and 52.3% devaluations. This difference results mostly from the recoding-
approach described above. The remaining difference is fairly small and probably results from the fact that his sample
only includes developing countries.



arising from the fact that the choice of the election date may depend on whether or not a
speculative attack is occurring can be reduced. The post-electoral period is defined as the three
months following upon an election. Using this operationalization and limiting my case selection
to democratic countries with some degree of exchange rate intervention in the way described
above (polity>5), 11 (23) speculative attacks occurred in the pre-electoral period with a three
(six) month window, while 8 (21) attacks occurred in the three (six) month post-electoral period.
In order to check for the robustness of my results, I also employ dummy variables spanning the
six months before and after an election. In addition, I use a counter variable, which measures the

number of months until the next election will be held.

Table 2a: List of crises beginning in pre-election periods

Election | Duration | Outcome Severity
.. . . Re- .
Crisis In x of (until of Polity
« ) elected?
months | defense* | election) Pressure
Brazil 1998m9 1 1 1

Bulgaria 1997m2
Chile 1999m6
Colombia 1998m6
Cyprus 1992m9
Ecuador 1995m11
Finland 1983m3
Finland 1993m9
France 1987m11
France 1992m9
France 1995m3
Greece 1993m6
Guatemala 1999m9
Honduras 1993m7
India 1991m5
India 1995m10
India 1998m1
Ireland 1986m8
Ireland 1992m9
Italy 1983m3
Latvia 1998m9
Pakistan 1993m9
Pakistan 1996m10
Venezuela 1998m7
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* the value of 7 indicates that defense lasted 7 or more mont

Table 2a lists speculative attack that occurred in pre-election periods, the number of months until

the election, the duration of the defense, the outcome of the attack (recoded as discussed above),



the outcome of the election, crisis severity and the respective POLITY IV score. The table shows

that the majority of policymakers chose to defend their exchange rate at least until election day.

Table 2b reports a similar list of crises that occurred in the post-election period.

Table 2b: List of crises beginning in post-election periods

Crisis Eﬁgﬁg?s * | Duration *of Outcome | Severity of Polity
ag0 defense Pressure
Bolivia 1993m11 5 7 1 2 9
Botswana 1985m1 4 1 0 3 7
Denmark 1995m3 6 7 1 2 10
Finland 1983m9 6 7 1 1 10
Finland 1983m9 6 3 0 1 10
France 1993m7 4 2 0 2 9
Greece 1985m10 4 1 0 3 8
Honduras 1990m3 4 1 0 3 6
Ireland 1983m3 4 7 1 2 10
Mali 1992m8 4 3 0 2 7
Netherlands 1983m3 6 7 1 3 10
Spain 1983 5 7 1 3 10
UK 1992m9 5 1 0 3 10
Austria 1990m12 2 7 1 3 10
Bolivia 1989mS8 3 1 0 2 9
Colombia 1998m6 0 5 1 2 7
Cyprus 1983m3 1 7 1 3 10
Hungary 1994m6 1 7 1 2 10
Italy 1992m6 2 4 0 1 10
Portugal 1983m7 3 1 0 3 10
Slovak Rep. 1998m10 1 7 1 2 9
Thailand 1997m2 3 6 0 1 9

* the value of 7 indicates that defense lasted 7 or more months

Several additional variables are included into the analysis to control for economic, political, and
institutional constraints on policymakers’ behavior. First of all, the model suggests that more
severe speculative pressure should decrease the probability of a defense. To test this proposition,
I use the standard deviation by which the EMP index exceeds the country-specific mean as a
measure of crisis severity. This operationalization is slightly problematic, because components of
this measure affect both whether an episode is counted as crisis and the crisis outcome. While the
results for this measure should therefore be regarded with some caution, the measure does

provide a good way to gauge the intensity of speculative pressure. On the economic side, the



control variables further include the level of foreign reserves relative to M1, real GDP growth,
the inflation rate, the degree of overvaluation, and the level of development, all lagged by one
month."* Institutional constraints and political considerations are accounted for by including the
de jure openness of the capital account, the de jure exchange rate regime, the polity score, the
importance of the export sector and partisanship, in addition to the variables on electoral timing."’

Table 3 provides the descriptive statistics for the variables.

Table 3: Descriptive Statistics

Obs Mean Std. Dev. Min Max
Outcome (1=Defense) 124 0.573 0.498 0 1
Pre-Election (3m) 124 0.097 0.297 0 1
Pre-Election (6m) 124 0.073 0.260 0 1
Post-Election (3m) 124 0.193 0.397 0 1
Post-Election (6m) 124 0.177 0.397 0 1
Election in x months 110 21.945 15.971 0 59
Reserves/M1.; 124 1.133 2.199 0.018 18.195
Real GDP Growth, 124 0.029 0.052 -0.172 0.197
Inflation ¢ 124 13.639 32.806 -7.814 343.570
Exports/GDP 124 0.417 0.777 0.073 7.727
Log(GDP/Capita) 124 8.206 1.299 5.678 10.447
Severity 122 3.329 2.669 2.009 26.734
Overvaluation . 124 2.257 8.864 -46.240 46.800
Deficit/GDP ., 84 0.047 0.071 -0.190 0.244
Current Account/GDP 103 --0.040 0.050 -0.218 0.075
Trade Openness 124 0.778 0.572 0.172 4.467
Left 124 0.315 0.466 0 1
De Jure XR Regime ., 116 8.957 3.988 2 15
Cap. Account Openness 109 0.400 1.421 -1.711 2.682
Contagion 124 0.435 0.498 0 1

14 Foreign Reserves are total reserves held by the central bank in U.S. dollars minus gold (IFS line 11.d), divided by
the monetary aggregate M1 (IFS line 34). Real GDP growth is the average annual growth rate in real GDP for the
previous three months (calculated using data from the IFS and the World Bank’s World Development Indicators).
Inflation rates are computed as the annual percentage change in the consumer price index (IFS line 64). I use the
average inflation rates for the three pre-attack months. Real Exchange Rate Overvaluation is measured as the
difference between the real exchange rate and the long-run real exchange rate path, which was calculated using a
Hodrick-Prescott filter (A = 14400) that isolates the long-term trend component of a series. The real exchange rate is
the nominal exchange rate (IFS line rf) adjusted for differences between foreign and domestic (consumer) price
levels (IFS line 64). This procedure follows Goldfajn and Valdés (1998) and Leblang (Leblang 2003).

'* For capital openness, I use an updated version of the Chinn-Ito index, where higher values denote more openness
(Chinn and Ito 2005). Data on the de jure exchange rate regime are from Ghosh et al. (2002). The indicator varies
from 1 to 15 with higher numbers denoting more flexible regimes. The importance of the export sector is measured
as exports/GDP. Partisanship is a dummy variable for left governments, which takes the value of 1 if the government
head belongs to the political left and 0 otherwise as defined in the Database of Political Institutions (Beck et al.
2001).



3.2 Electoral Timing and Policy Responses to Speculative Pressure
How does the timing of elections influence how the authorities respond to mounting exchange
market pressure on their currencies? To investigate this question I perform probit analyses, which
estimate the influence of electoral timing on the probability of an exchange rate defense. Table 4
shows that governments defend their exchange rate significantly more frequently in the three
months preceding an election. In this period, the likelihood of a defense rises from an average of
58.7% in non-electoral periods to staggering 98.4%. In post-election periods, the authorities are
more likely to devalue (on average the probability to defend sinks to 48.5%).'° As expected, the
three months pre-election coefficient is positive and statistically significant at the 1% level across
all specifications. The post-election coefficient also points in the expected negative direction,
even though it does not reach conventional levels of statistical significance. Further investigation
into the pre-election effect reveals that the period, in which policymakers are willing to defend
their exchange rate, is fairly short: while the likelihood of a defense significantly increases in the
three months preceding an election, it decreases when election day is four, five or six months
away. One possible explanation for this phenomenon could be that policymakers of all sorts shy
away from imposing the high costs of a defense on their constituencies for a longer period of
time. In addition, I also included an election counter, which counts the number of months until
the next election. Consistent with the theory, the coefficient is negative and significance: the

further away election day is, the more likely is a devaluation.

Including the election variables not only shows that they have a strong effect, it also increases the
predictive power of the statistical model. While the baseline model (1) predicts 62.9% of all cases
correctly, with a reduction in error of 13.2%, including the three month dummy variables on
electoral timing (model 2) raises the proportion of correctly predicted cases to 64.5% and reduces
the error by 17%. The full model (8) finally has a high predictive power, predicting 82.4% of all

cases correctly and thus achieving a reduction in error of 57.1%.

'® These values are the average predicted probabilities from the models 1-8, when all other variables are held at their
median.
'® As predicted by estimation (5) in table 3.



Table 3: Probit Estimations. DV: Policy Response to Speculative Pressure (Defense=1)

€9) (2) 3 4) () 6 @) €] ®
Pre-Elect. 3m 2.917*** 2 Q75%** 2.804%*** 2 691%** 3 162%** 2886*F*k* 2.101***
’ (0.64) (0.73) (0.56) (0.44) (0.48) (0.47) (0.64)
-0.183
Pre-Elec. 4-6m (0.41)
Post-Elect. 3m -0.153 -0.220 0.085 -0.421 -0.496 -0.932
’ (0.47) (0.48) (0.78) (0.54) (0.52) (0.60)
-0.319
Post-Elect. 6m (0.30)
. -0.019%**
Elect. in x m. 0.01)
Reserves/M1 -0.044 -0.031 -0.037 -0.144 -0.041* 0.188 0.047 0.049 0.074
v ! (0.07) (0.07) (0.07) (0.09) (0.07) (0.18) (0.07) (0.07) (0.07)
GDP growth -0.238 -0.820 0.680 -1.865 -0.533 -0.378 2.865 -1.021 2.692

284) (286 (299  (327) (279  (4.66) (2.86)  (357)  (438)

-0.017 -0.015%** -0.016*** -0.009 -0.014%** -0.027*** -0.015*** -0.034*** 0.050*

Inflation (1) 901y (0.00)  (0.01)  (0.01)  (0.00)  (0.01)  (0.00)  (0.01)  (0.03)

Exvorts/ad, . -0081% 0036 -0.049 0224 -0.044* 0435 0.029 0411 -0.414
XPOTSIEAP 1 (0 03) (0.05) (0.05) (0.12) (0.05) (0.36) (0.12) (0.33) (0.10)
GDPleanita . 0-032 0.079 0.080 0.058 0.091 -0.089  0.230 0.174 0.180
P 0100 (0.11)  (0.11)  (0.11)  (0.10)  (0.19)  (0.17)  (023)  (0.12)
Severit -0.170 -0.334%%% (.38
eventty (0.12) (0.10) (0.10)
Left 0.953**  0.829%*  0.071
it gov. (0.38) (0.41) (0.33)

. 0.068 0.072 0.019
De jure XR 0.05)  (0.08)  (0.06)

. 0.066  -0.165  0.477%%*
Capital Openn. (0.16)  (0.20)  (0.18)
Overvaluation -0.105%** S0.135%%*% 0,184

vervaiuatio (0.03) 0.04)  (0.04)
Deficit/GDP Eg'gg?
Curr Acc/GDP Eg'%f

-0.176 0.429 0.102

Trade Open (0.80) 026)  (0.12)

Constant 0.200 0365 -0279 0391 0.139 1.432 .65 -1.044  -0.445

0.93)  (0.97)  (1.00)  (0.97)  (0.99)  (1.70)  (L.74)  (2.58)  (1.32)

N 124 124 124 110 122 80 103 102 116

Prob>Chi’ 0.046 0.000 0.000 0.009 0.000 0.0000 0.0000 0.000 0.000
McFadden R*  0.036 0.108 0.1141 0.101 0.151 0.307 0.214 0.366 0.428
Count R’ 0.629 0.645 0.629 0.655 0.705 0.775 0.738 0.824 0.802
Adj. Count R* 0.132 0.170 0.132 0.191 0.294 0.455 0.372 0.571 0.439

Notes: Values in parentheses are robust standard errors, clustered on country
* indicates p < 0.1; ** indicates p < 0.05; *** indicates p < 0. 0.01



