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With mgor currency crises affecting both developed and developing countries
over the last decade, identifying the varigbles that affect a country’s propendty to find its
currency under attack has become a subject of interest for economists and politicd
scientists dike.  While economic fundamentas have played a large role in these crises,
such explanations have proven unsatisfactory given the large discrepancies of economic
conditions in the affected states. Disagreement over which economic conditions should
be influentid and the lack of correation between economic conditions and the timing,
Sze and duration of the crises indicate the need to look at additiona factors.

The subject of devduation has been sudied less intently but is dso criticd to
understanding the politicd economy of currency crises.  Currency crises ae not
synonymous with devauation; either can occur in the absence of the other. If a currency
is under attack, what determines when and if a government will devdue? What
incentives would a government have to change the exchange rate peg?

Elections and politicd inditutions can provide a least a patid answer to both of
these questions. The prospect of a change in government dters the government’'s
willingness and &bility to maintan an exchange rate commitment. The government's
willingness can be compromised by its desre to lower interest rates, engage in
inflationary spending and project a sense of economic growth and prosperity before an
election.  Economic fundamentas may thus deteriorate prior to an eection as the
government attempts to engineer pre-electora booms.

However, uncertainty surrounding the government's ability to mantan the
currency level can dso lead to pressure on its willingness to do so. When a change in

govenment is imminent, markets face three prospects regarding the incoming



government’s preferences towards the exchange rate: 1) the preferences remain stable
2.) the preferences change 3.) e preferences are unknown. In the first ingtance, neither
the government's willingness nor ability to mantan the exchange rae should be
affected, thus one should not expect the election to generate a currency criss.

In the latter cases, however, ether changing preferences or unknown preferences
could cause markets to indigate speculative atacks againgt the currency, even in the
absence of changing economic conditions or policy changes. If markets expect the
incoming government's exchange rae preferences to differ from its predecessor’s,
markets will try to anticipate the change before the fact and move the currency in tha
direction. If makets cannot discern the incoming government's preferences, ether
because of a close dection or uncertainty surrounding the compostion of a codition
government, generd indtability may ensue. If ether or these two scenarios occur, the
exchange rate ingability generated by markets will force governments to ether defend
the exchange rate or to devalue. The need to defend the exchange rate through higher
interest rates or foreign exchange intervention could ater the government’s willingness to
maintain the peg and result in devaluation.

But is this necessxily the case? Government preferences a this time may 4ill
favor defense over devduation despite the accompanying cods. The eectora dynamic
that crested the currency indability aso affects the government's incentives to continue
its currency policy and put off any mgor policy changes until after its consolidation of
power and the solidification of the new government's preferences.  Thus governments

that do devalue will hold off such apalicy until after the eection has passed.



In order to demondtrate these propositions, the paper will be structured as follows.
The fird section reviews the economics and politicd science literature on the
determinants of currency crises, explaning how the posshility of government change
could result in market ingtability and what incentives a government has to devalue or
defend the currency at this point. The second section tests the idea tha politica
indability produces foreign exchange market changes by drawing on the economics
literature of target zones. A type of target zone modd cdled the “drift adjus” modd is
goplied to the origind European Monetary System countries in both pooled time series
and individua time series to see whether and how politics affects exchange raes. The
third section uses another target zone modd for exchange rate devaluaion in order to
examine how dectord incentives and the consolidation of power affect a government's
preferences regarding the timing of any devauaion tha may occur. The find section
offers conclusions and suggestions for further research.

The Political Economy of Currency Crises and Devauation

Economists have conducted the bulk of the work on exchange rate crises. The
fird-generation work has focused on economic fundamentals as the root cause of
currency indability.  As the government's policies become incondgtent with the
maintenance of a given exchange rate level, the defense of the currency depletes reserves
until devaluation becomes necessary (Krugman 1979).

Though some argue that economic fundamentals continue to drive exchange rate
crises (Bordo and Schwartz 1996), others counter that a sSngle exchange rate equilibrium
does not exis. Therefore, economic fundamentas can support a range of different

exchange rate vaues provided that markets expect the government to support the rate.



But if the exchange rate becomes attacked, it may not be sustainable, even in the absence
of gppreciable differences in economic fundamentas (Obstfeld 1986; 1996). The idea of
a «df-fulfilling speculaive attack implies that market expectations may be a least as
important in  explaning currency crises as economic  fundamentas. Government
credibility becomes critical.

Sdf-fulfilling  speculaive atacks were used to explan the 1992-3 European
Monetary System crigs given the changing expectations of the likdihood of monetary
union in the weke of the Danish referendum, government credibility to mantan the
exchange rate became quedstionable (Eichengreen and Wyplosz 1993). Rather than
running out of reserves, as the baance-of-payments modd predicts, the issue was one of
government credibility rather than economic fundamentas or even policy changes.

While the Danish referendum was a one-time event, eections and changes in
government can produce a Smilar process in causng markets to shift therr expectations
regarding future policy. Elections affect exchange raes because they dter a
government’ swillingness and ability to maintain the exchange rate.

When a government change is possble, market expectaions of the incoming
government’'s preferences regarding the exchange rate can be divided into three
probabilities: 1.) government preferences will be unchanged 2.) government preferences
will change 3.) government preferences are unknown.

In the first case, there is no reason to expect a correlation between currency crises
and politica ingtability caused by the dection or change in government. Any crises tha
occur in this ingtance should be atributed to other factors, most likely but not limited to

economic conditions. The second and third instances, however, present markets with a



chdlenge as to how to protect investments and circumvent any losses that could be
generated by policy changes that potentidly could be implemented by the new
government.

If the government expects the new government to have different preferences than
the outgoing government, this provides forward-looking markets with the incentive to act
on this informaion in advance of the actud change in government. The incoming
government may represent a different condtituency than its predecessor. This could dter
ether the levd of the exchange rate or even lead to the abandonment of a fixed exchange
rate sysem datogether, depending on how the exising system affects the interests of the
politicaly favored sectors. Frieden (1991; 1994) has consdered the different effects that
fixed-versus flexible exchange rates have on various economic sectors in detal. The
effect of these expectations can be either pogtive or negative in terms of the drength of
the exchange rate. The expectation of a government committed to price stability and a
grong currency, for example, could bolster the exchange rate as eadly as the opposte
expectation could lead to capitd flight. Thus the direction of the exchange rate may vary
depending on interests of the future government.

This process need not be limited to dections but can aso goply to changes in
govenment (Bernhard and Leblang 1998). A factiond change in dather the ruling
codition or paty ocould result in exchange rate indability.  Within a codition
government, the parties in the codition could change or the reative srength of the parties
could shift in a way that favors ore type of economic (including monetary and exchange
rate policy) over another. Even within a government comprised of dmilar parties in

terms of left-right differences, subgtantia conflict can emerge over policy, and dections



and government changes have the effect of consolidating power in favor of one faction or
another. Simple partisan labels may be unable to capture this dynamic.

Markets must aso contend with the posshility of not knowing the incoming
government’'s preferences.  This could sem from uncertainty regarding the outcome of
the dection and/or the compodtion of a codition government. This political ingtability
cregtes a bias in forward exchange rates, indicating the shift in market expectations a this
time as market actors try to make adjusments in anticipation of government changes
(Bernhard and Leblang 1999).

Thus expectaions of changing government preferences or  uncertainty
surrounding government preferences could cause changes in the exchange rate that are
less reated to economic conditions than early economic andyses have indicated.
Universdly accepted economic models of the determinants of exchange rates have not
yet been congructed, and it is not certain when an exchange rate becomes unsustainable
based on economic conditions. Even in the absence of changing economic conditions,
forward-looking markets can drive currency fluctuations during politicaly uncertain
times.

But do markets dso drive devauaion? According to rational expectations theory,
markets should be &ble to anticipate any opportunistic behavior on the pat of
governments and to neutrdize their effect. For example, in the politicd business cycle
literature, rationd expectaions prevent governments from successfully  generating
economic cycles to create a pre-dection boom. The public would dso be able to
anticipate opportunigtic behavior given past behavior (Cukierman and Meltzer 1986). If

this were the case, one should not expect governments to engage in opportunistic



behavior regarding the timing of the devaduation ether. If markets and the public were
able to predict that a government would devalue after devaduation, the government would
not be adle to fool them otherwise, and the government would not have the discretion to
try to time the devauation to a more paliticaly paatable period.

But the electora process adds a considerable amount of noise to the development
of rationd expectations when the preferences of the incoming government are uncertain
due to a close dection or uncertainty surrounding the compodtion of the government. A
government therefore may have some leeway in regards to the timing of the devduation;
after dl, an dection may make devauation more likdy but it does not make it a certainty.
Governments may dill be aile to engage in some opportunism when it comes to
devauetion.

Whether or not a government will do so depends on the audience a government
targets.  On the one hand, defending the exchange rate could involve risng interest rates
and dower growth, neither of which would be popular before an dection. On the other
hand, changing a mgor policy shortly before an dection could send negetive sgnds
regarding a government’s competence in managing the economy. Why would a currency
be under attack if the government were able to manage the economy so that the economic
fundamentals supported the exchange rate?

This points to three possble audiences for government actions during periods of
eection and government change: markets, primary condituents, and voters.  Which
audience the government decides to target could yied different policy outcomes at
different times. Why does a government devalue or not devdue, and under what

circumstances?



In the firg ingtance, the government could respond to exchange rate pressure as a
chdlenge to currency makets. By defending the exchange rate vigoroudy, the
government could try to dgnd tha market estimations regarding ether the government’s
unwillingness or inability to defend the exchange raie were mistaken, and that the
government is indeed committed to seeing the continuation of current exchange rate
policy. Much has been made of the power of globa capita to influence policy and create
incentives for governments to implement similar policies so as to atract or a least not
drive off capitd (Goodman and Pauly 1993). Thus if government responses were tailored
to market expectations, a devauaion would not occur before an eection because the
government wants to make a case that the economic fundamentds are intact. If the
government does not manipulate policy for eectora advantage, there should be no reason
why devauation should occur at eection time more than any other time.

Next there is the issue of codition costs. As Frieden (1991) has explained, fixed
exchange rate systems impose different costs and benefits on different groups. Partisan
differences may be the most gppropriate indicator to capture the different interests that
occur in a fixed exchange rate system. Exporters, particularly large businesses, have
traditionaly supported governments of the right while the more domegticaly oriented
groups such have labor generdly vote for the left. Thus if the primary condituents were
the main target of government response, one would expect governments of the right to be
lesslikely to devaue and thus disrupt exchange rate Sability.

Finaly, governments could target voters when responding to exchange rate crises.
Devauation so soon before an eection could indicate to the electorate that the exchange

rate policy was a mistake, or the government was incgpable of carrying it through. A



government would be particularly vulnerable to such charges if the economy redly was
in a weak state and/or the redection of the incumbent government was in jeopardy, for
devduation would confirm economic mismanagement. Governments may have sronger
incentives to podpone devaduation until after dection.  That way the incoming
government could try to shift blame for the devauation on the previous adminigtration.

The following section tests these ideas of the political sources of currency crises
and devauation by looking at the countries of the European Monetary System.

Currency Crises and Devauaionsinthe EM S

The European Moneay Sysem (EMS) began in March 1979 as a fixed-but-
adjustable exchange rate system in which the participating currencies were pegged to one
another in bilateral exchange rates that could fluctuate within a narrow band. The
origind members of the Exchange Rate Mechanism (ERM) of the EMS were Begium,
Denmark, France, Germany, Irdand, Italy, and the Netherlands. In 1989 Spain joined the
ERM, followed by Britain in 1990 and Portugd in 1992. In September 1992 both Britain
and Itdy left the ERM; Itay rgoined severa years later, but Britain has yet to once again
commit the pound. In 1995 Finland, Austria and Sweden joined the European Union and
became paticipants of the Exchange Rate Mechanism. All of the aforementioned
countries except Britain, Swveden and Denmark have become chater members of
European Monetary Union, the final stage of which began in 1999.

In joining the European Monetary System, these countries made a commitment to

defend the vaue of their exchange rate pegs, any changes in the officda exchange rate
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vdues were to be made within the multilateral framework of the Monetary Committee?
This makes exchange rate indability and devaudion esser to identify than in floating
exchange rae sysgems as the government explictly assumes responsbility for an
announced exchange rate. Any deviaion from the announced exchange rate vaue (and
fluctuation band) clearly reflects a departure from this policy and can readily be observed
by market participants as wedl as voters. This heightens the expectations placed on
participating governments to adhere to policies that would support this exchange rate in
both the long run as well as in the short run. When governments will not or cannot
follow such palicies, exchange rate ingtability ensues.

Are currency crises determined by a government’'s unwillingness to maintain the
parity? If this were the case, one would expect economic fundamentals to be decisve in
determining the onset of currency crises. On the other hand, perhaps the government’s
ability to mantain the exchange rate comes into jeopardy given a precarious politicd
gtuation, such as those found in eections and changes in government. In order to
determine this | condruct a political economy mode of currency crises based on the drift
adjus method of target zones. While previous politicd economy anayses of currency
cises have largely focused on exchange rate fluctuations as the dependent variable
(Bachman 1992; Blomberg and Hess 1997; Eichengreen, Rose et d. 1994; Bernhard and
Leblang 1998) these dudies examine currencies from a range of regimes from fixed to
floating. This study looks only at the fixed currencies in the European Mongtary System
because exchange rate volatility demands a coherent government response in such

systems, much more so than under floating sysems. When a currency is in a floating rate

1 The only country to substantially deviate from this arrangement was Britain, which declared the value of
the pound without consultation with its European partners when joining the ERM in 1990. In 1992 Britain
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sysem, the government has the option of dlowing the voldility to continue without a
short-term policy response.  Currencies in fixed rate systems demand ether a response or
a repudiation of the currency peg shortly after speculation occurs, lest the currency fal
from its peg. This increases the stakes for both markets and governments and makes
government credibility paramount. A focus on fixed currencies sharpens our awareness
of the incentives of both governments and markets to diverge from the status quo.

The primary economic modd for explaining currency devaduation for exchange
rates that fluctuate within a band is the target zone modd. (Krugman 1991). The “drift
adjus” modd (Svensson 1993) is a type of target zone modd that has been used to
measure the expectation of exchange rate redignment and thus serves as our proxy for
market indability. This is done by subtracting the deviation of the currency’s spot rate
from its centrd rae a time t and time t-1, teking the difference of this result, and
ubtracting it from the home country’s interest rate differentid with Germany, the
generdly acknowledged anchor of the system. This number measures market
expectations of redlignment for currenciesin atarget zone. Thus:

Expected rate of redignment = (domestic interest rate — German interest rate) —

[(Spot rate minus central rate.1)- (Spot rate minus central ratq)].

The economic data are taken from the IMF's International Financial Statistics.
The exchange rates are the period average ECU rates. The monthly data covers the ERM
| period before the target zone bands were widened from 2.25% up and down to 15% in
August 1993. The economic varigbles included in this study have been widdy thought to
have an impact on exchange rate vaues and thus should be rdlevant to a dudy of

expected exchange rate realignments. These economic variables are asfollows:

again made the unilateral decision to withdraw from the ERM.



inflation: percent change in consumer price levels
real exchangerates
reserves: tota reserves minus gold
output: index of indugtrial production
trade balance: exports over imports
With the exception of the inflation rate, these variables have been transformed by
teking deviations of naturd logarithms of domedic vaues from Geman vaues
following Rose and Svensson (1994).
In addition to the above economic variables, the following political varigbles were
also considered:
Partisanship: Left governments represent  different  condituencies than  right
governments, and they purportedly have different policy preferences. Left
government are more likely to suffer currency crises because they are both more
likdy to favor loose monetary and fiscd policy and because they would be less
willing to increase interest rates to defend the currency. This variable provides a
more nuanced agpproach to evauating the effect of partisan differences than
traditional left-right didinctions. Taken from the European Journal for Political
Research, dummy varigbles which didinguish between governments that are right-
wing, right-center, baanced, left-center and left-wing were crested. A right-wing
government is defined as holding over 66 percent of the seats in government and
parliament. A right-center government means that the right holds between 33.3-66.6
percent. The numbers for the left are the same. If a left-wing government is in

power, the expectation of an exchange rate devauation would be higher as it would
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dlow the government to follow a more lax fiscd and monetary policy which benefits
its primary condituents. If a right wing government were in power, however, the
expectation of devaluation would decrease because of the inflationary effects that are
asociated with devduation.  The closer either of these polar spectrums converges
towards the middle through the incluson of moderating influences in government,
however, the less likdly this variable will influence outcomes.

Elections: The progpect of a new government coming to power could lead to a
currency weskening if the incoming government were expected to ether devdue the
currency or pursue policies that would not support the exising exchange rae.
Alterndtivdly, the currency could drengthen if the incoming government were
expected to implement policies that would strengthen the exchange rate. A dummy
variable was congructed in which the value is 1 if an dection occurs in that month, O
if otherwise.

Type of government: The type of government has previoudy been found to be
ggnificant in the reduction of interest rate differentids and nomind exchange rae
dability (Oatley 1997). It dands to reason that a government’s type may aso affect
market confidence regarding its ability to defend an exchange rate.  Government type
is operdiondized as follows 1=dngle paty mgority, 2=minimum winning codition,
3=aurplus codition, 4=dngle paty minority, S5=multipaty minority, 6=careteker.
There should be a negative corrdation between government type and the expectation
of exchange rae devduaion. The greater the number of parties involved, the more
interests and condituencies the government must satisfy, making it difficult to rapidly

respond to changing circumstances.  Similaly, a government lacking a mgority
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would aso find it difficult to craft a coherent response to ragpid changes in economic
policy given its need to maintain the support of parliament. Data was taken from the
European Journal of Political Research, variousissues.

Capital controls: The use of capitd controls makes it eeder for a government to
ded with capitd flight, & least in the short run. Hence Quinn's index of openness
was used, and a higher degree of financid openness should be associated with a lower
expectation of devauation.

Central bank independence: An indegpendent centra bank removes the possibility
that monetary policy will be pursued for short-term political objectives prior to an
election, boosting a government’'s credibility to maintan an exchange rate. Hence
centrd bank independence is associated with a reduced expectation of currency
crises. An index condructed by Grilli et d. (1991) was used that measures the legd
independence of centra banks. Higher degrees of centrd bank independence should
correspond with lower realignment expectations.

Devaluation: Currency devduations were aso included in order to control for their
effect on exchange rate expectaions.  Devauaions were maked as dummy
variables, 1 when adevauation of the currency’s centra rate occurs, O if otherwise.

Data from the following countries were dudied: Belgium, Denmark, France,

Irdand, Itdy, and the Netherlands. Country dummy and year dummies were added in

order to control for any fixed effects. Lags of the dependent variables were aso added in

order to correct for autocorrelation problems, and the lack of autocorreaion was verified

through Durbin’s m test.

[insert Table 1 here]
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Condgtent with economic dudies of economic variables and exchange rae
determination, economic variables were not the sole forces that drove the currency crises.
Economic vaidbles like inflation, output, and reserves were found sgnificant, but the
model dso yidded the presence of dections as a sgnificant variable. The prospect of
changing government preferences and policies podtivey  corrdaes  with  market
expectations of devauation and therefore hence currency crises.

Surprisngly, capitd controls did not have a dgnificant effect on the expectation
of exchange rate devaduation, though the sgn was correct. Centrd bank independence,
however, did dgnificantly reduce redignment expectations, reinforcing the dggnificance
of poliics and gpecificaly inditutions in influencing market expectations.  Nether
government type nor partisanship, however, was sgnificant.

While such pooled time sies andyses provide a usgful firgd cut  for
understanding currency crises, the EU provides a variety of countries that differ from one
another to the extent that their aggregation could lead to a sgnificant loss of information.
For ingance, dections may not have the same impact in a country with frequent turnover
of government, like Itay, versus countries where eections are what precipitate the
trandfer of power. Politica factors like éections, partisanship, and government type may
not have the same effect in different countries, even in an area as integrated as Western
Europe. Running the same variables as individud time series dlows one to parse out
how countries may respond differently to the aforementioned variables.

[insert Table 2 here]
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The above regressons reved that the economic and politica variables differ in
ggnificance for the various European countries, differences that are lost in aggregation.
Though the type of government was not dgnificant for the group as a whole it is
ggnificant for Denmark and France. In the case of France, for example, some of the
problems the Socidist government had in mantaining the exchange rate concerned the
demands of ther Communigt codition partners. Once the role of the Communigts in the
government was reduced in 1983, the government was able to enact dabilization policies
that reduced inflation and improved the drength and Sability of the currency. Smilarly,
some of the problems the conservative government had in the early 1990s concerned the
conflicting preferences over the desrability of monetary union between the RPR and
UDF paties.  This helped precipitate the currency criss in the spring of 1993
Disagreements within government are more likdy to occur with additiond partners,
reducing the government’s ability to make decisve policies due to concern over their
conflicting effect on partners' interests.

In the Danish case, it is not surprisng that government type made a difference in
market expectations given the reatively recent development of its multiple party system.
Prior to 1973, four parties--the Socid Democrats, the Radica Liberds, the
Consarvatives, and the Liberals dominated Danish palitics. The 1973 dections stand as a
watershed in Danish palitics for its introduction of five new parties to the Folketing aong
with the losses sugtained for the mgor parties. The proliferation of new parties made it
difficult for any sngle paty to mugter a mgority. Minority governments are common in
Denmak, and this may have contributed to uncertainty surrounding government

intentions.  In Denmark from 1945-1987, the average duration of government for a
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minimum winning codition is dmog twice tha of a minority govenment (Laver and
Schofidd 1991: pl152). This indicates that minority governments tended to be less stable
and in a wesker pogtion to pursue policies that could stabilize the exchange rate, hence
the negative correation between government type and deval uation expectations.

The partisanship variable was not dgnificant for the EMS countries as a group,
but it was for Belgium, Denmark and France. Once again drawing on the French
exanple, the left government of the early 1980s atempted the famous Socidist
experiment. These policies that included industry nationdizations, a reduced workweek
and vaious public works programs led to a massve flignt of cepitd and severd
devduations of the currency. Though the Socidigs improved their macroeconomic
performance and credibility after the policy U-turn in 1983, the left continued to pursue
some didinctive policies, such as the introduction of the 35-hour workweek in the late
1990s.

The Begian case dso indicaes a podtive reaionship between governments of
the left and the expectation of devaluation. Union participation in economic decison
making during this period remained high, and it was drongly associated with the
paticipaion of the left in government (Compston 1994). Begium has thus been
continudly plagued by high leves of government debt despite the rigors that the
Maadtricht Treaty was designed to impose on profligate countries. Like France, this is
the cdassc rddionship hypotheszed between left governments and currency ingtability:
the paticipation of left governments and in particular unions in the formation of policy

lead to capitd flight because their preferred policies favor growth over price Sability.
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The Danish case is interesting as the sgn of the partisanship variable is negative,
contrary to the pogtive association between left governments and currency indability in
the aforementioned countries. Partisan politics experienced a shift in Denmark during the
1980s, as the importance of unions declined and the system shifted from a centrdized
bargaining regime to one more decentrdized, flexible, and reliant on market forces
(lversen 1996). This suggedts tha the link between parties and unions has shifted and
can no longer account for economic conditions. Partisanship may need to be combined
or replaced by another varidble measuring union dendty and/or labor involvement in
government policymaking in order to explan how markets consder partisanship from
cae to case.  Patisanship may thus serve as an imperfect proxy for something ese,
hence the unexpected relaionship between partisanship and currency crises.  In cases
where the hypothesized rdationship between unionglabor and left governments does not
hold, the partisan labd no longer possesses the same meaning.

One can dso quedtion the meaning of partisanship in countries where this did
not regiser as a Sgnificant varidble.  Unlike in countries like France and Germany,
where the lines between left and right have traditiondly been clearly drawn by parties,
in Irdland the mgor cleavage has not been socioeconomic but rather nationdist. The
two largest parties, the Fianna Fail ad Fine Gad, are both consdered right-of-center.
Ther primary difference has been the degree to which they support Irish autonomy,
with the Fanna Fal being the more militant paty and the Fine Gad more
accommodating towards Britain. In the late 1980s the Progressve Democrats, a
break-away faction of Fanna Fal, joined these paties of the right. Some andysts

have concluded that the two mgor parties “provide no red dternative to Irish voters
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on subgtantive issug’ and that they both promote “pragmatic images...frequently not
backed up by politics a dl” (Snnott 1987). It is therefore not surprisng that
patisanship was not dgnificant in determining market expectations of devauation in
this case.

When dections were not found Sgnificant in Bedgium, Denmark and Itdy, an
dterndtive varigble of government change was used, with the information coming from
the European Journal of Political Research. Only in Denmark was this dternative
mesasure of politicd change found dgnificant.  Interestingly, though eections were found
ggnificant in France, Irdand and Denmark, the sgns of the vaigbles are different. In
Irdland and France they are postive, indicating the expectation that markets anticipate the
incoming government to ether devaue the currency and/or the incoming government to
pursue policies inconsgent with maintaining the current exchange rate.  In France the
nationd dections frequently served as a referendum on the date of the economy. The
incumbent government consgtently denied problems with the long-term maintenance of
the exchange raie while chdlengers would question the competence of the government’'s
economic policy and would argue that devaluation was needed in order to correct the
damage done to economic competitiveness under the current adminidration.  Elections
and the accompanying changes in adminidration hence herdded an  upcoming
devauetion.

The early 1980s were a tumultuous time politically and economicaly for Ireland.
The country experienced three dections within a year and a hdf, and one of the primary
issues concerned proposed audterity measures.  The credibility of the government to carry

out such measures given the generd political ingability a the time (exacerbated by issues
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concerning the Northern Irdand question) was not very srong. Coupled with the nor:
membership in the ERM of Irdand's primary trading partner, Britain, the punt suffered as
the government was unable to credibly commit to dtabilization policies while confronted
with a politicaly uncertain future. Even as the politicd dtuation steadied in Irdand
during the later part of the decade, the Irish governments continued to find eectora
periods a prime time for currency ingtability, as the dections often sgnded a change in
government and at times devauation as well.

In the case of the Netherlands, however, eections lowered the expectation of
redignment. This indicates that markets had more confidence in the willingness and
adlity of the expected incoming government to maintan the exchange rate. As
previoudy noted, eections can have ether a dsrengthening or weakening effect on the
exchange rate, but pooled time series analysis may drown this out.

These results are broadly consgtent with others who have found that ether
elections (Bachman 1992; Siklos and Targjos 1996; Blomberg and Hess 1997) or cabinet
ingability (Smmons 1994; Leblang and Benhard 2000) have affected devauation
expectations. The incluson of varigbles to note government changes, whether or not
such changes are directly linked to dections, strengthens the origina indght thet politics
does affect market expectations and can have an important influence on the timing of
currency crises.  If markets react to politicad developments in addition to economic
fundamentas, periods of government ingtability pose an added source of insecurity for
governments in the form of currency speculation.  Thus the government’s ability to
mantan exchange rate commitments can become weeker as the result of market

expectations aswdl as economic conditions.
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How governments react to such threats is the subject of the next section. Do these
governments devaue their currency in the face of market speculation? Or do the same
forces which incited market speculation dso dter government incentives to devalue?
Explaining Exchange Rate Realignments

A target zone model developed by Edin and Vredin (1993) uses both lagged
interest rates and economic fundamentas to explain currency devaduations. They argue
“a devduation, which involves a change from one target zone to another, is related to
‘fundamentals (other than interest rate differentids), just like the change in the exchange
rate within a target zone is determined by such ‘fundamentds’” Specificdly, there exidts
a “shadow rate’ (determined by a set of economic indicators), which, if it diverges too far
from the centrd parity, will lead to a change in the centrd paity itsdf. Devauation
occursiif:
shadow rateg+1y + error+1) > central parityt) + constant

In other words, currency devaudaions ae driven by economic fundamentas.
Unlike earlier versons of the target zone modd, Edin and Vredin do not limit these
fundamentals to sudies of the money supply and interest rates but dso include other
economic indicators.  Sklos and Tagos extended this modd to include politica
vaidbles as wdl. The probit andyss bdow uses the same economic and poalitica
vaiables as wdl as the control variables discussed in the previous modds of currency
crisesin addition to interest rate differentials with Germany.

[insert Table 3 herel



The economic modd indicates that economic fundamentas may be less important
in devaduation decisons than they are in determining redignment expectations. None of
the economic varidbles found to be dgnificant in the exchange rae crises modes
regigdered as dgnificant in the devduation modd; interest rate differentids and red
exchange raes were the only ones were found ggnificant. While economic conditions
are a motivating force in the onset of currency crises, the decison to devdue clearly
reflects politicd motivations. Despite the rational expectations modd’s assumption that
markets should be able to pedict such decisons ex ante, it appears that eections provide
aufficient noise and inject greater uncertainty in the process of trying to predict
government interests and hence government policies.

Capitd controls did enable governments to manipulate the timing of devaudtion.
Greater financid openness made devauation a more likdy posshility. Consstent with
andyses that credit the relaxation of capitd controls with greater exchange rate
indability, the results shown here confirm that capitd controls were an important tool in
managing exchange rates in the 1980s and early 1990s.

Centra bank independence aso regisered as a postive and dgnificant influence
on devauation decisons. While capital controls enabled countries to skirt devaluation
and market forces, the presence of independent centrd banks signded less paliticaly
motivated, growth-oriented manipulation of monetary policy.  Countries with higher
levels of capitd controls (like France and Italy) dso tended to have politicaly dependent
central banks, reinforcing the notion that governments try to assert grester control over

monetary policy for politica gain.
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The type of government has a dgnificant negetive effect on the decison to
devdue. This corresponds to the previous andyss of the role of government type in
determining the onset of currency crises. The fewer interests that a government needs to
concern itsdf with, the eader it is for the government to act decisvely, particulaly when
pursuiing a policy that diverges from the daus quo. Minimum winning coditions and
sngle member governments are more likey to devaue a currency than surplus coditions
or minority governments. The latter group of governments needs to be concerned with
pleesng the various members of the codition and/or the supporting eements in the
legidature that dlow it to govern. Thus a clear policy bresk like an exchange rate
devduation may be difficult to make when a myriad of conflicting interess need to be
stified.

So which audience does a government target when devaluing? The postive and
ggnificant coefficient of the pod-eectord varidble points to the general dectorate, a
leest during electord periods. If the government targeted markets, there should be no
ggnificant corration between the political variables and devaduation as the emphass
would be on economic fundamentals.

The lack of dgnificance of the partisan varigbles suggests that partisanship dso
does not come into play srongly during devduaion decisons. This makes sense
intuitively, as the government dready should be able to count on the support of its
primary condituents. We can assume that the government has dready enacted numerous
policies to satisfy this condituency, and the exchange rae levd and dability should
dready be satisfactory. Last-minute adjusments to policy could actudly dienate these

condituents and cdl into question the government’s preferences in relaion to ther own.
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Thus the datus quo should be the optima policy for a government when it faces
exchange rate pressure, and there should be no corrdation between dections and
devaudtion.

The dgnificance of the pod-dection variable points to the dectorate as the target
audience. During an dection time the government will try to apped to as broad a range of
voters as possble in order to secure re-dection. Those voters who ae not firm
supporters of the government dready are more likey to be swayed by last-minute
policies that could negatively influence their perception of government competence and
reliability. Therefore the government does not devalue before an dection. The average
voter would not perceive the government favorably after devauation, and the government
may aso lack the needed support within the legidature to make such decisions so close to
an eection.

The government can dso manipulae its paticipation in the EMS as a paliticd
symbol that reinforces its effort to sway votes based on its credibility. A government
can use its EMS obligations D participate in two activities that Mayhew (1974) argues
politicians engage in to enhance ther prospects for redection: credit-daming and
position-taking. The government can take credit for saving the currency from the evil
speculators and preventing a humiliating devduation. Credit can dso be accrued from
improving or a least not damaging the country’ sinfluence in the EU.

In addition, by not devaluing before an eection, governments take a strong stance
on ther preferences for exchange rate and price dability. By demondrating its
willingness to spend foreign reserves and raise interest rates to defend the currency,

the government sgnds to the market its commitment to a strong currency and lower
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inflation. The public dso perceives this commitment, and this enhances perceptions
of government competence.  According to Eichenberg and Ddton (1993), the decline
in inflation rates is one of the primary reasons that public support for EC integration
has increased over the last two decades. This indicates that public is aware of and
concerned with inflation, and if it can affect ther support of the Community it could
aso affect their support of the government responsible for the economy.

The fact that the defense of the currency takes place within the context of the
government’s obligation to uphold the European Monetary System aso provides the
government with a scapegoat for the unpopular consequences the defense of an exchange
rate may require. This endbles the government to implement policies that might
otherwise be deemed too condgtrictive (Andrews 1993).

The period immediately after an dection, however, is the best time to introduce
new policies like a lower exchange rate or even switches in exchange rae regimes.
The new government has likely consolidated its hold on power during the eection and
has a grester mandate to make policy changes. This is particularly true when, as
mentioned previoudy, the new govenment is one tha is srong and interndly
coherent and thus able to bresk with the previous exchange rate level.

Concluson

This paper illudraes the link between politics and economics when it comes to
currency crises and devduation. Economic fundamentals have traditionaly been poor
predictors of currency crises, meking politics a naturd explanatory variable to
invesigate.  Both currency crises and devduation tend to cluster around periods of

politicd ingtability, specificaly dections. Underganding this phenomenon requires not
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only looking & market motivations for speculative attack but also government responses
to them. While éections may cause markets to question a government’s commitment to
a fixed exchange rae, the timing of such atacks dso influences how a government
reects. Despite the possbility of lowering interest rates via devauation, governments
prefer not to devalue so as to goped to the maximum range of voters in the run-up to an
election. After their power has been consolidated, however, the new government may
decide to devaue in the months following an dection.

These findings not only illuminate both government and market preferences
during currency crises, they aso point to the politicd naure of credibility and the
autonomy that governments possess in determining the timing of devauation, despite the
power of markets in an age of high cgpitd mobility.  First of dl, credibility is not easily
quantifiable, it rests largely on perceptions and expectations of what governments are
likdy to do in the future. Governments can atempt inditutiond fixes like granting the
central bank greater independence in order to signd its intentions, but it unclear how and
why this Sgnd has differed on the internationd dtage versus the nationd stage. Why was
the independent Bundesbank associated with a strong currency and low inflation but the
even more independent European Centrd Bank with a weak currency?  Why is centrd
bank independence not associated with the same type of economic phenomema in
developing economies as they ae in deveoped economies?  Influencing market
expectaions via enhanced credibility is complex task tha requires taking stock of
changing poalitica circumstances in addition to structurd factors like inditutions.

But while governments try to sway the opinions of markets, this does not mean

that makets have won the battle.  Governments gill play an important role in globd
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finance they supply the environment of politicd and economic dability that is necessary
for investments to prosper. They aso retain some decison-making authority in the vaue
of their currency, induding the type of exchange rate regimes and the setting of the vaue
of the currency itsdf. The relationship between governments and markets may tave been
dtered by capitd liberdization, but governments 4ill play a vitd role. And as long as
governments metter, so will issues like credibility, authority and accountability.  Politics
not only complements economic explanations of exchange rate determination, they

interact with one another to form the ideas and expectations generated by the market.
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Table 1 Expectation of Exchange Rate Redignment, 1979-1993

coefficient
(t-detidtic)
Constant 3.156
(2.178)*
Lag red exchangerate -3.005
(-1.322)
Lag inflation -.238
(-4.675)**
Lag output -3.370
(-3.061)**
Lag trade 271
(.318)
Lag reserves 2.248
(5.153)**
Devduation 2.947
(4.879)**
Capitd controls 4.986E-02
(.455)
Centra bank independence -.773
(-5.916)**
Partisanship 6.553E-02
(.903)
Type -.148
(-1.610)
Elections 1.690
(3.584)**
R .728
N

Not shown: lags of dependent variable, country dummies, year dummies

*significant at .05 level ** significant at .01 level



Table 2 Expectation of Devduation by Country, 1979-1993

Belgium Denmark  France Ireland [taly Neth.
Congtant -7.678 -3.356 -3.079 -21.663 4512 -6.428
(-2.043)*  (-1.109) (-.495) (-4.040)**  (.456) (-2.436)*
Lagred -8.580 10.638 -3.456 -13.831 20.908 13.155
exchange (-1.337) (1.489) (-.474) (-2.614)** (2.072*  (3.404)**
rate
Lag -.530 -.398 -.332 161 -2.292E-  -.164
inflation (-2.799)**  (-3.404)** (-2.717)** (1.487) 02 (-2.093)*
(-.136)
Lagoutput  1.176 114 -6.400 9.169 12.807 -4.281E-
(.181) (.039)* (-.659) (2.568)* (1.814) 02
(-.030)
Lag trade 2.612 .560 1.649 1.210 455 1.255
(1.227) (.466) (.673) (.600) (.217) (2.203)
Lag 2.728 1.654 3.722 5.753 3.123 1.763
reserves (2411)* (2.565)* (3.000)**  (3.788)** (2.250)*  (4.292)**
Type -8.117E-  -.470 -.505 411 -1.843 3.998E-02
02 (-2.386)*  (-2.544)*  (1.891) (-1.740) (.475)
(-.368)
Patisanship  .636 -.653 449 -.690 712 -.170
(2.356)* (-3.687)** (3.457)** (-1.113) (.298) (-1.788)
Cepita 4.785E-02 .288 7.963E-02 .753 8.152E-02 .322
controls (.293) (1.478) (.161) (2.138)* (.199) (1.924)
Election 1.124 : 5.737 3.895 -.921 -.738
(1.859) (4.707)**  (3.235)** (-1.178) (-2.463)*
Government - A37 -- -- -- --
change (2.417)*
Devduation .781 1.589 9.355 3.763 .769 Not
(.347) (1.768) (7.514)**  (2.468)* (.582) applicable
R square .642 .719 T71 .618 .656 .655
N 169 171 170 170 160 171

Not shown: lags of dependent variable

*significant at .05 level ** significant at .01 level
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Table 3: Devduation 1979-1993

Cosffident
(t-detidtic)
Capitd controls -1.55154
(-2.38140)**
Centrd bank independence 4. 73072
(2. 42393)*
Pre-election period -.39831
(-.63134)
Post-election period 1.27197
(2. 92977)**
Type -.91149
(-2.38709)*
Partisanship -. 26052
-1.17105)
Lag inflation -. 04846
(-.39893)
Lag output -5.44125
(-1.56788)
Lag red exchange rate -12. 08416
(-2.39191)*
Lag reserves -. 23035
(-.22129)
Lag trade -.30741
(-.19894)
Interest rete differentia . 11915

(3.67369) **

Not shown: country dummies, year dummies
*significant at .05 level ** significant at .01 level



