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Institutions, Expectations,
and Currency Crises

David Leblang and Shanker Satyanath

Abstract Currency crises are costly phenomena that have been exceptionally dif-
ficult to explain and predict. We comprehensively examine the relationship between
political institutions and currency crises and emphasize the causal linkage between
institutions, expectations, and crises. Specifically, we argue that institutional
variables—particularly divided government and government turnover—increase the
variance of expectations held by speculators thereby increasing the likelihood of cur-
rency crises. We test these hypotheses using three existing economic models of cur-
rency crises and find that institutional variables are not only statistically significant,
but also substantially improve the ability of these models to forecast crises.

Academic interest in the causes of currency crises has exploded in the past decade
as speculative attacks have toppled the currencies of countries as diverse as the
United Kingdom, Mexico, Russia, Argentina, Thailand, and South Africa. While
many scholars have contributed to understanding which underlying economic fun-
damentals lead speculators to attack a country’s currency, we know less about pre-
cisely how and when political institutions contribute to currency crises. Filling
this gap is both of theoretical and empirical importance. From a theoretical per-
spective, it makes little sense to consider economic variables in isolation from
political variables, given that it is widely acknowledged that both influence the
probability of currency crises. From an empirical perspective, the extreme diffi-
culty of accounting for currency crises on the basis of economic variables alone
justifies explicitly considering the role of political institutions. We demonstrate in
this article that a theoretically driven analysis of the effects of political institu-
tions not only offers a significant payoff from the point of view of explaining
crises but also helps substantially improve one’s ability to forecast crises.
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In addition to showing that political institutions matter, we expand our under-
standing of how political institutions may be associated with crises. Hitherto the
case study and large N literature in political science has yielded several plausible
causal mechanisms. In the case study literature, Haggard and MaclIntyre have indi-
vidually argued that the presence of multiple veto players contributed substan-
tially to the Asian financial crisis of mid-1997, by obstructing efforts to improve
economic fundamentals.! In the large n literature, Bernhard and Leblang, and
Frieden, Ghezzi, and Stein have demonstrated that elections as well as partisan-
ship affect the probability of currency crises by affecting the costs and benefits
of a currency defense.> We take these findings as our point of departure and addi-
tionally focus on a novel causal mechanism: one that links institutions to the
expectations/beliefs of currency speculators about each others’ perceptions of eco-
nomic fundamentals. The importance of such expectations cannot be overstated
because the likelihood of a speculator’s attack on a currency being successful is
significantly influenced by how many other speculators perceive fundamentals as
being sufficiently poor to warrant a speculative attack.

We explore the links between institutions, expectations, and currency crises by
developing the political implications of a state of the art game theoretic model by
Morris and Shin.®> We focus on this model both because its informational assump-
tions are more realistic than previous models, and because the model yields an impor-
tant comparative static result that relates the variance in speculators’ beliefs to the
probability of currency crises.* We argue that this variance is likely to be higher when
there is a divided government and when there has been recent turnover of govern-
ment officials. We show that variables measuring divided government and govern-
ment turnover indeed contribute significantly to explaining currency crises and
improve forecasts of crises, even after controlling for the state of economic funda-
mentals. While not definitively ruling out that these empirical results are driven by
variations in the costs and benefits of a currency defense across institutional envi-
ronments, we make a case for why ours is the more plausible causal mechanism.

We present our argument and evidence in the following sections. In the next
section we discuss theoretical models of currency crises and emphasize the impor-
tance of the variance of speculators’ expectations. In the second section we derive
the political implications of crisis models and develop three testable hypotheses.
The third section describes our methodology and our empirical results. We discuss
the implications of our findings and offer suggestions for future research in the
fourth section. The final section concludes.

1. See Haggard 2000; Maclntyre 2003.

2. See Leblang and Bernhard 2000; Leblang 2002; Frieden, Ghezzi, and Stein 2001.

3. Morris and Shin 1998.

4. Morris and Shin’s model is theoretically important not only because it focuses on the variance of
expectations but also because it generates a unique equilibrium. This is in contrast to the multiple
equilibrium models arising from so-called second-generation—crisis-payments models popularized by
Obstfeld 1996.
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Theories of Currency Crises

Academic thinking about the causes of currency (or balance-of-payments) crises
has evolved in the past twenty-five years. Krugman’s seminal first-generation model
focuses exclusively on crises caused by an incompatibility between economic fun-
damentals and an exchange rate peg.’ As politicians (conceived of as the mon-
etary authority) continue to monetize a fiscal deficit, an incompatibility between
money creation and exchange rate stability becomes apparent and the government
runs short of the very reserves required to defend the exchange rate peg. While
informative in theory, the crisis in the European Monetary System in 1992 dem-
onstrated that even countries with strong fundamentals—including low fiscal
deficits—could be vulnerable to devastating speculative attacks. This experience
inspired a second generation of crisis models emphasizing the self-fulfilling nature
of speculative attacks.® These models, however, generate multiple equilibria ren-
dering them of limited use from the perspective of generating unique testable
hypotheses.

There is an obvious way in which political institutions can be brought into the
analysis of currency crises, as per the conventional economic fundamentals-based
approach. There is a wealth of evidence suggesting that political institutions influ-
ence fiscal and monetary policy. Alesina and Drazen and Roubini and Sachs show
that the presence of divided government and the lack of government stability con-
tribute to wars of attrition that delay fiscal adjustments and lead to macroeco-
nomic imbalances.” Consistent with these arguments case studies of the Asian
financial crisis developed within the veto-player framework explicitly draw a link
between government instability, divided government, and weak fundamentals.®

Note that arguments based exclusively on the above causal chain imply that the
relationship between institutional variables and currency crises should become sta-
tistically insignificant once economic fundamentals are included as controls in
regressions accounting for crises. The recently developed Morris and Shin model,
however, implies that political institutions will continue to affect the probability
of crises even after fundamentals are taken into account.’ This model is of special
interest to political scientists because the greater realism of one of its key assump-
tions allows one to draw unique testable political hypotheses from a formal model,
rather than on the basis of ad hoc conjecture. How does the Morris and Shin model
improve on previous generations of crisis models? Both first- and second-generation
approaches invoke the assumption of common knowledge and assume that specu-
lators are always fully and commonly aware of the state of fundamentals; an
assumption that is implausible in practice. As Calvo and Mendoza have pointed

. Krugman 1979.

. Obstfeld 1996.

. See Alesina and Drazen 1991; Roubini and Sachs 1989.
. See Haggard 2000; Maclntyre 2003.

. Morris and Shin 1998.
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out speculators are often rationally ignorant of the true state of fundamentals because
“trading emerging market securities ... requires collecting detailed information
about the countries involved. This information is costly and ‘depreciates’ quickly.
Moreover, fixed information costs are large because assessing country risk requires
gathering and processing information about all key macroeconomic and political
variables on a recurrent basis, independently of investment size.” '°

Relaxing the common knowledge assumption involves formidable technical dif-
ficulties that have only recently been overcome in the theory of “global games.”
Global games are incomplete information games that allow for the incorporation
of a small amount of noise in an actor’s assessment of the underlying state of
fundamentals.!! Using the theory of global games, Morris and Shin develop a
currency crisis model that generates a unique equilibrium as well as comparative
statics on speculators’ beliefs about how other speculators perceive the state of
fundamentals. As Morris and Shin describe this comparative static, “what is impor-
tant is not the amount of information per se, but rather how public and transparent
this information is. If market participants are well informed about the fundamen-
tals, but they are unsure of the information received by other participants, and
hence unsure of the beliefs held by others, speculative attacks may be triggered
even though everyone knows that the fundamentals are sound.” !> This compara-
tive static indicates that an increase in the extent of speculators’ uncertainty over
other speculators’ beliefs about the state of fundamentals increases the probability
of a currency crisis independent of the state of fundamentals.'® This, as we show
in the next section, has important implications for the relationship between polit-
ical institutions, speculators’ expectations, and currency crises.

Political Institutions and Speculative Attacks

The Morris and Shin framework implies that speculators will be relatively certain
about the beliefs of other speculators regarding the state of fundamentals when a
common focal point for fundamentals is present.'* The comparative static described
above then implies that the probability of a crisis is lower in the presence of such
a focal point. Political conditions influence when such a focal point is likely to be
absent or present. We first argue that recent government turnover is likely to
unambiguously deprive speculators of an important focal point and thus generate
a relatively high probability of crises. We then show that the political science lit-

10. Calvo and Mendoza 2000a and 2000b.

11. Carlsson and van Damme 1993.

12. Morris and Shin 1998, 588.

13. Heinemann and Illing 2002 give an elegant explanation of the intuition underlying this result.

14. Even when a focal point is present, one still needs a grain of doubt to be present for the unique
equilibrium result to hold.
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erature also implies a potential relationship between democracy and the presence
of a focal point.

A speculator’s assessment of the overall strength of fundamentals incorporates
assessments of the likely future values of key economic variables. The most widely
used focal point for speculators’ forecasts of key economic variables is the
government’s forecast, but this is only the case when government announcements
are credible. (When they are not, speculators tend to rely largely on their own
private forecasts.) In the developing world, a new government needs time to develop
a reputation for accurate forecasts. (Note that we are considering a typical devel-
oping country environment where government forecasters are not independent of
politicians.) In the interim, speculators are deprived of a common focal point. This
means that the period immediately following government turnover is a period in
which speculators are likely to be relatively uncertain of each others’ beliefs. The
implication is that the presence of a government that has just taken office is likely
to be associated with higher uncertainty on the part of speculators about other
speculators’ beliefs and a higher probability of a currency crisis even if the true
state of fundamentals remains unchanged.

The argument above is that the coordination of forecasts by speculators is
improved when all speculators can believe government pronouncements/forecasts.
Credibility, and thus coordination, is greatly facilitated when the government offers
forecasts that are verifiable by multiple actors with differing preferences; that is,
in highly transparent environments. Under such conditions the government’s fore-
casts can serve as a plausible focal point for speculators’ expectations. It has been
argued that democracies offer relatively transparent institutions for policymaking
because “decisions are made openly, in the context of competing interests and
demands.” !> This view is consistent with that of Persson, Roland, and Tabellini
that separation of powers between the executive and legislative branches increases
the ability of voters to extract information from the government.'® As per Fearon
and Wittman, democracy also facilitates the credible transmission of information
from policymakers to voters.!” This suggests that democracies will be associated
with lower uncertainty on the part of speculators about other speculators’ beliefs
and will be less likely than their authoritarian counterparts to experience currency
crises, even after controlling for the state of economic fundamentals.

The effect of democratic institutions on speculators’ uncertainty about other spec-
ulators’ beliefs can, however, be rendered ambiguous by the following consider-
ation. If there are multiple actors involved in the policymaking process—as exists,
for example, under divided government—then multiple focal points may emerge.
This is the case because an important part of the forecast of fundamentals is an

15. Broz 2002, 867.

16. Persson, Roland, and Tabellini 1997.

17. See, for theoretical statements relating democracy to the revelation of information, Fearon 1994;
Wittman 1989.
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assessment of whether policy proposals that have a bearing on the values of eco-
nomic variables will be implemented. Consider the case where the status quo value
of a fundamental variable is not known with certainty by speculators, a common
enough circumstance in the developing world, while the ideal points of the chief
executive and the median legislator with respect to the outcome value of this vari-
able are known. Assume without loss of generality that the chief executive’s ideal
point is to the left of the median legislator. Speculators who place the status quo
to the left of the chief executive will forecast an outcome at the chief executive’s
ideal point. Speculators who place the status quo to the right of the median legis-
lator will forecast an outcome at the median legislator’s ideal point. Speculators
who place the status quo between the politicians’ ideal points will forecast an out-
come between these ideal points. While the existence of opposition parties can
provide a check against the dissemination of information by the chief executive
that may be incorrect, this latter type of uncertainty may mitigate against the emer-
gence of a single focal point under divided democratic government.

When it comes to the latter type of uncertainty, authoritarian regimes may in
fact even have an advantage over divided democratic governments. This is the
case because in authoritarian regimes there is rarely a legislative body capable of
opposing policies initiated by the chief executive. As long as ideal point of the
chief executive is known, even if the status quo is unknown speculators can use
the ideal point of the chief executive as a focal point for forecasts. Thus, overall,
while authoritarian regimes may have a transparency disadvantage with respect to
democratic regimes, they may have an offsetting advantage over divided demo-
cratic regimes under certain plausible conditions when it comes to ease of fore-
casting bargaining outcomes. Which effect dominates is, of course an empirical
question that we seek to answer in the following sections.

These arguments then suggest that in addition to institutional variables that have
been previously studied in the literature, we empirically examine the relationship
between government turnover, democracy, and unified-divided government on the
probability of a currency crisis, controlling for the state of economic fundamen-
tals. That is the task of the next section.

Empirical Analysis
Sample, Data, and Methods

An obvious way to proceed with our analysis would be to select a set of observa-
tions (countries and time periods) and control variables that provide the highest
probability that we will find empirical support for our hypotheses. This strategy,
however, would not allow us to distinguish between the importance of our hypoth-
eses of interest and the likelihood that our findings are a result of the empirical
strategy. To guard against biasing the empirical work in favor of our hypotheses,
we take three established and diverse crisis models and use their lists of funda-
mentals as controls for our political variables. The three models we use also pro-
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vide an excellent laboratory within which to explore hypotheses as they (1) provide
different operational definitions of the dependent variable—currency crises; (2)
include different countries; (3) cover different temporal periods; and (4) employ
different econometric methodologies. The benchmarks we use are well-known mod-
els developed by Frankel and Rose (FR), Kamin, Schindler and Samuel (KSS),
and Bussiere and Fratzscher (BF).!® We describe these models in turn.'®

Frankel and Rose use a probit model to examine the role that domestic and
international variables play in developing country currency crises from 1971-92.2°
Berg and Pattillo extend this sample through 1996; we employ their data and respec-
ification.?! The dependent variable in FR is a currency crash defined as a depreci-
ation of the nominal exchange rate by at least 25 percent that also exceeds the
previous year’s depreciation by at least 10 percent.?? This characterization cap-
tures not speculative attacks in general, but attacks that lead to a significant deval-
uation of the currency.

Kamin, Schindler, and Samuel’s interest is similar to that of Frankel and Rose
in that both studies attempt to isolate the impact of domestic and international
variables on currency crises. Rather than focusing on currency crashes, however,
Kamin, Schindler, and Samuel examine the factors that lead to speculative attacks.
They define a speculative attack as occurring when the index of exchange market
pressure (a weighted average of changes in the real exchange rate and reserve
holdings) exceeds its average value by 1.75 standard deviations. Using monthly
data they identify a crisis as occurring during a year when any month experiences
a crisis. KSS employ a sample of twenty-six emerging countries from 1980-2000.%

Bussiere and Fratzscher code a crisis as occurring when the weighted average
of the change in the real effective exchange rate, the change in the interest rate,
and the change in reserves is more than two standard deviations away from each

18. See Frankel and Rose 1996; Kamin, Schindler, and Samuel 2001; Bussiere and Fratzscher 2002.

19. We cannot overemphasize the fact that the publicly available nature of replication datasets for
these models played a significant role in our decision to use them. We are grateful to the authors for
their willingness to share their data.

20. The Frankel-Rose sample includes Algeria, Argentina, Bangladesh, Belize, Benin, Bhutan, Bolivia,
Botswana, Brazil, Burkina Faso, Burundi, Cameroon, Cape Verde, Central African Republic, Chile,
China, Colombia, Comoros, Congo, Costa Rica, Cote d’Ivoire, Dominican Republic, Ecuador, Egypt,
El Salvador, Ethiopia, Fiji, Gabon, Gambia, Ghana, Guatemala, Guinea-Bissau, Guyana, Haiti, Hon-
duras, Hungary, India, Indonesia, Iran, Jamaica, Jordan, Kenya, Korea, Lesotho, Liberia, Madagascar,
Malawi, Malaysia, Mali, Malta, Mauritania, Mauritius, Mexico, Morocco, Nepal, Nicaragua, Niger,
Nigeria, Pakistan, Panama, Paraguay, Peru, Philippines, Portugal, Romania, Rwanda, Senegal, Sierra
Leone, Solomon Islands, Somalia, Sri Lanka, Sudan, Swaziland, Syrian Arab Republic, Tanzania, Thai-
land, Togo, Trinidad & Tobago, Tunisia, Turkey, Uganda, Uruguay, Vanuatu, Venezuela, Zambia, and
Zimbabwe.

21. Berg and Pattillo 1999.

22. This second criterion avoids identifying countries with crawling pegs as experiencing currency
crashes.

23. Their sample includes Argentina, Brazil, Chile, China, Colombia, Ecuador, Egypt, Hungary, India,
Indonesia, Israel, Korea, Malaysia, Mexico, Morocco, Pakistan, Peru, Philippines, Poland, Saudi Ara-
bia, South Africa, Taiwan, Thailand, Turkey, Uruguay, and Venezuela.
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country’s average. BF also differs from both FR and KSS by distinguishing between
normal and postcrisis periods.

To these three models we first add variables that measure government turnover,
political democracy, and divided government; the three variables suggested by our
hypotheses. We draw on the Database of Political Institutions (DPI) for these vari-
ables that we describe in turn.** Subsequently, we add other variables that have
been previously highlighted in the literature.

To capture recent turnover in government we use a variable—STABS—measuring
government stability from the DPL?> Government stability measures the extent of
turnover in any one year of a government’s key decision makers, “defined as the
president, largest party in the legislature in a presidential system; and as the prime
minister and parties in the government coalition in a parliamentary system.”2°
This variable is calculated by dividing the number of exits from government
between year t-1 and t by the total number of key decision makers in year t-1,
thereby yielding a O to 1 scale. We lag this variable by one period to capture recent
turnover, as well as to address concerns about endogeneity.

Democracy can, of course, be measured in a variety of ways using a variety of
data sources. Our argument is that democracy influences the forecasts of specula-
tors because it is highly transparent. We operationally measure transparency as the
degree to which political environments have competitive elections as these pro-
cesses give rise to increased access to information by voters. We measure the com-
petitiveness of electoral systems using a variable from the DPI called Legislative
Index of Electoral Competition.?’

We measure unified/divided government using a dummy variable—the vari-
able ALLHOUSE—also obtained from the DPI.?® Divided government occurs in a
democratic presidential system when the party of the president does not also con-
trol the legislature and in a democratic parliamentary setting when the party of the
prime minister rules in coalition with at least one other party. Conversely, a gov-
ernment is unified in a democratic presidential setting when the president’s party
controls the legislature and in a democratic parliamentary setting when the party
of the prime minister does not rule in coalition with any other party.

We create two variables: unified democracy and divided democracy by combin-
ing the ALLHOUSE and LIEC variables. Coding democracy as existing when LIEC is
greater than or equal to six (on a seven-point scale), we identify divided (unified)
democracies as occurring when a democracy has a divided (unified) government.

24. Beck et al. 2001.

25. Ibid.

26. Ibid.

27. We also used a dichotomous measure of political democracy from Przeworski et al. 2000 and
obtained almost identical results.

28. Beck et al. 2001. The Database of Political Indicators includes a number of institutional vari-
ables that measure the degree of separation of powers and existence of veto players across govern-
ments. We check for the robustness of our results against alternative indicators in the results section.
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In our empirical models below, authoritarian governments are the omitted and com-
parison category.

While unified government and government turnover measure institutional char-
acteristics of government, they do so on different dimensions. The correlation
between these two measures ranges from —0.014 in the FR data set to —0.21 in
the KSS data set (—0.14 in BF).

Results

We begin by presenting our core regression results in Tables 1 to 3. Table 1 con-
tains our replication of Frankel and Rose’s model. The first column is our replica-
tion of the original—baseline—specification. Adding a variable for competitive
democratic elections to this specification (column 2) does not provide support for
the hypothesis that democracies are associated with fewer speculative attacks. While
the coefficient on competitive elections is positive, it is far from statistically sig-
nificant. In column three we include the measure of government turnover. This
variable is statistically significant and positive. Note that the coefficients in the
tables are standard coefficients and not marginal coefficients. When we calculate
marginal effects, we find that an increase in government turnover from 0 to 1,
which is the change observed in over 80 percent of the observations when turn-
over is not equal to zero, increases the probability of a currency crisis by 7.9 per-
cent. (A shift of one standard deviation from the mean increases the probability of
a currency crisis by 1.3 percent.)

The effect of unified and divided democracies on currency crises is explored
in column 4. Although there is no statistically significant difference between
unified democracies and authoritarian regimes, there is between divided democ-
racies and authoritarian regimes. This latter difference is not only statistically sig-
nificant, but it is also substantively interesting as well: changing from an authori-
tarian regime to a divided democracy increases the likelihood of a currency crisis
by 4.9 percent.

Can our results be explained by differences in the costs and benefits of a defense
across political environments? It is plausible that a divided government will find it
relatively costly to organize a currency defense, given the need to gain the approval
of multiple veto players. However, it is also plausible that divided governments,
often being unstable coalition governments, have most to lose from not success-
fully defending the peg from the perspective of political survival. Accounting for
the divided government result on the basis of costs and benefits thus hinges on an
assumption that the former consideration outweighs the latter. As for our result for
recent government turnover, new governments may well find it less costly to under-
take economically contractionary measures to defend the peg thanks to “honey-
moon” effects, making it difficult to unambiguously account for our result via the
costs and benefits channel.

In column 5 in Table 1, we examine both government turnover and divided gov-
ernment and explore whether there are differences in the effect of government
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TABLE 1. Frankel-Rose sample

Unified- Turnover
Government divided and divided
FR variables Baseline ~ Democracy turnover  government government
COMMERCIAL BANK SHARE 0.001 0.002 0.005 —0.015 0.006
OF TOTAL DEBT (0.013) (0.013) (0.013) (0.011) (0.013)
CONCESSIONAL SHARE —0.001 —0.000 0.000 —0.010 0.001
OF TOTAL DEBT (0.008) (0.008) (0.008) (0.008) (0.009)
VARIABLE RATE SHARE 0.009 0.007 0.005 0.020 0.002
OF TOTAL DEBT (0.014) (0.014) (0.014) (0.015) (0.014)
FDI/TOTAL DEBT —-0.070 —0.069 —0.064 —0.064** —0.066
(0.045) (0.046) (0.046) (0.031) (0.047)
SHORT-TERM SHARE —0.007 —0.008 —0.007 —0.004 —0.008
OF TOTAL DEBT (0.016) (0.016) (0.016) (0.014) (0.016)
PUBLIC SECTOR SHARE —0.002 —0.003 —0.001 0.001 —0.002
OF TOTAL DEBT (0.012) 0.011) (0.012) (0.011) (0.012)
MULTILATERIAL SHARE 0.003 0.003 0.001 0.011 —0.001
OF TOTAL DEBT (0.012) (0.012) (0.013) (0.012) (0.013)
TOTAL DEBT/GNP 0.001 0.001 0.001 0.003 0.001
(0.002) (0.002) (0.002) (0.003) (0.002)
RESERVES/M2 —0.001 —0.001 —0.001* —0.001%* —0.001*
(0.000) (0.000) (0.000) (0.000) (0.000)
CURRENT ACCOUNT/GDP 0.025 0.025 0.022 0.034* 0.023
(0.016) (0.017) (0.016) (0.017) (0.016)
GOVERNMENT BUDGET DEFICIT —0.002 —0.003 —0.003 -0.010 —0.004
(SURPLUS)/GDP (0.014) (0.014) (0.014) (0.014) (0.014)
DOMESTIC CREDIT GROWTH 0.007* 0.007* 0.007* 0.009* 0.006*
(0.004) (0.004) (0.004) (0.005) (0.004)
GROWTH RATE OF GDP —0.076** —0.078%* —0.076** —0.010 —0.076%*
(0.017) (0.017) (0.017) (0.012) (0.017)
FOREIGN INTEREST RATE —0.000 0.000 —0.005 0.028 —0.007
(0.032) (0.033) (0.033) (0.029) (0.032)
EXCHANGE RATE 0.015* 0.015% 0.015% 0.018%* 0.015%
OVERVALUATION (0.008) (0.008) (0.008) (0.007) (0.008)
NUMBER OF PRIOR CRISES 0.189* 0.186* 0.211%* 0.085 0.207%*
(0.101) (0.102) (0.100) (0.053) (0.098)
DEMOCRACY: 0.151
COMPETITIVE ELECTIONS (0.229)
GOVERNMENT TURNOVER 0.737%%* 0.653
(0.270) (0.406)
UNIFIED DEMOCRACY 0.075 —0.048
(0.272) (0.303)
DIVIDED DEMOCRACY 0.516% 0.353
(0.305) (0.376)
TURNOVER IN DEMOCRACIES 0.165
(0.637)
_cons —1.826 —1.783 —1.945 —2.482%* —1.834
(1.215) (1.216) (1.264) (1.141) (1.241)
N 1222 1222 1222 1222 1222
iy < 0,01,
*kp < 0.05.
*p < 0.10.
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turnover between democratic and authoritarian regimes. It is readily apparent that
we are asking the data to do quite a bit of work for us here. In spite of consider-
ably collinearity, the variables government turnover and turnover in democracies
are jointly significant (p-value = 0.03). The marginal effect of government turn-
over in authoritarian and democratic states indicates an increase in the likelihood
of a currency crisis of 9 percent, which is statistically significant at the 0.05 level.
An increase in government turnover in authoritarian regimes (that is, holding turn-
over in democracies constant) is also statistically significant at the 0.10 level, result-
ing in an increase in the likelihood of a crisis of 6.7 percent. Divided democracy
and unified democracy are not jointly significant.

Table 2, which replicates the results of KSS, shows largely similar results. This
is reassuring, as the dependent variable used by KSS measures speculative attacks
while that employed by FR is really a measure of large devaluations. The results
in Table 2 confirm that democracy does not have an independently significant effect
on the likelihood of a speculative attack. Recent government turnover, however,
does have a statistically and substantively robust influence: increasing govern-
ment turnover from 0 to 1 increases the likelihood of a speculative attack by 20
percent. While the regular probit coefficient for divided government is not signif-
icant, the marginal effect of divided government is statistically significant (0.10
level) and moving from an authoritarian to a divided democratic regime increases
the likelihood of a speculative attack by approximately 6 percent.

The message from column 5 in Table 2 using the KSS sample is similar to that
from using the FR sample. Both government turnover and turnover in democra-
cies are individually insignificant but jointly significant (p-value = 0.0002). Hold-
ing constant turnover in democracies (as well as unified and divided government),
increasing turnover in authoritarian regimes increases the likelihood of specula-
tive attack by 37 percent. Turnover in democracies does not, however, have a sta-
tistically significant marginal effect. While unified and divided democracies are
jointly significant (p-value = 0.0155), their marginal effect is not.

We examine the BF sample in Table 3. First, note that the democracy variable
is statistically significant unlike in the other samples. The coefficient is, however,
opposite from our expectations and indicates that democracies are 5 percent more
likely than authoritarian regimes to experience speculative attacks. The second inter-
esting difference between the BF, FR, and KSS samples is that the coefficient on
government turnover is negative and is far from statistically significant. Closer
investigation of the data reveals that there are few (only eight) instances of gov-
ernment turnover during pre or postcrises periods. The consequence is that it is
difficult to get a precise estimate of the relationship between government turnover
and currency crises using the BF sample and specification.

Both divided and unified democracies are, as is consistent with the coefficient
on the democracy variable, more likely to experience speculative attacks as com-
pared to authoritarian regimes. Although it is puzzling, given our theory, why uni-
fied democratic governments should be more prone to attacks than authoritarian
regimes, it is interesting that divided democratic governments are more prone to
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TABLE 2. Kamin, Schindler, and Samuel sample

Unified- Turnover
Government divided and divided
KSS variables Baseline  Democracy — turnover  government government
REAL GDP GROWTH 0.005 0.007 —0.007 —0.007 0.003
(0.058) (0.057) (0.034) (0.036) (0.037)
GOVERNMENT DEFICIT 0.002 0.004 0.001 0.004 —0.004
(SURPLUS)/GDP (0.021) (0.021) (0.024) (0.023) (0.023)
DOMESTIC BANK LOANS/GDP —0.002 —0.002 —0.005 —0.004 —0.004
(0.006) (0.006) (0.004) (0.003) (0.003)
REAL EFFECTIVE EXCHANGE RATE 0.029%%* 0.028%*%* 0.020%* 0.020%#%* 0.022%%*
(0.009) (0.010) (0.007) (0.006) (0.007)
EXPORT GROWTH —0.014 —0.015 —0.012 —0.013 —0.013
(0.012) (0.012) (0.009) (0.010) (0.009)
CURRENT ACCOUNT/GDP —0.025 —0.020 —0.042 —0.034 —0.032
(0.044) (0.043) (0.036) (0.033) (0.034)
M2/RESERVES 0.007%** 0.007%** 0.005%%* 0.004%*%* 0.005%*
(0.003) (0.003) (0.002) (0.002) (0.002)
TOTAL EXTERNAL DEBT/EXPORTS 0.005 0.005 0.006 0.005 0.006*
(0.006) (0.006) (0.004) (0.004) (0.004)
RESERVES/SHORT-TERM DEBT 0.007 0.006 0.002 0.001 0.002
(0.004) (0.004) (0.002) (0.002) (0.002)
FDI/GDP —=0.119 —0.135 0.013 —0.017 —0.005
(0.098) (0.105) (0.098) (0.112) (0.116)
TERMS OF TRADE GROWTH —0.036%*  —0.036%* —0.027%* —=0.026*%*  —0.026%*
(0.012) (0.012) (0.010) (0.010) (0.010)
U.S. REAL INTEREST RATE 0.121 0.136 0.179%%* 0.190%* 0.183%#%*
(0.191) (0.188) (0.085) (0.076) (0.081)
INDUSTRIAL COUNTRY —0.378* —0.377* —0.331%* —0.328*%*  —(.323%*
GDP GROWTH (0.196) (0.197) (0.140) (0.137) (0.136)
NUMBER OF PRIOR CRISES 0.092 0.121 0.010 —0.018 —0.030
(0.259) (0.252) (0.113) (0.119) (0.120)
DEMOCRACY: —-0.319
COMPETITIVE ELECTIONS (0.411)
GOVERNMENT TURNOVER 1.048%%* 1.736%*
(0.262) (0.571)
UNIFIED DEMOCRACY —0.450 —0.293
(0.306) (0.311)
DIVIDED DEMOCRACY 0.364 0.483
(0.387) (0.398)
TURNOVER IN DEMOCRACIES —1.137
(0.825)
_cons —3.078* —2.905% —2.955%%* —2.506%*%  —2.869%*
(1.710) (1.736) (0.707) (0.723) (0.675)
N 354 354 354 354 354
iy < 0,01,
*kp < 0.05.
*p < 0.10.
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TABLE 3. Bussiere and Fratzscher sample

Unified- Turnover
Government divided and divided
BF variables Baseline Democracy turnover government — government
REAL EXCHANGE RATE 0.155%%* 0.167%* 0.155%%* 0.170%* 0.169%*
OVERVALUATION (0.045) (0.048) (0.045) (0.051) (0.050)
LENDING BOOM 0.008* 0.008 0.008* 0.008 0.009*
(0.004) (0.005) (0.004) (0.005) (0.005)
SHORT-TERM DEBT/RESERVES 0.006* 0.008%** 0.006* 0.012%%* 0.015%*
(0.003) (0.003) (0.003) (0.003) (0.005)
CURRENT ACCOUNT/GDP —0.050 —0.023 —0.049 —0.025 —0.011
(0.051) (0.054) (0.054) (0.050) (0.070)
FINANCIAL MARKET 0.050* 0.051* 0.049* 0.0242 0.045
CONTAGION (0.029) (0.029) (0.029) (0.027) (0.028)
GROWTH RATE —0.054 —0.031 —0.053 —-0.021 —0.009
(0.062) (0.063) (0.064) (0.066) (0.063)
DEMOCRACY: 1.267%%*
COMPETITIVE ELECTIONS (0.340)
GOVERNMENT TURNOVER —0.101 —3.722
(0.988) (3.341)
UNIFIED DEMOCRACY 0.916* 0.712
(0.554) (0.700)
DIVIDED DEMOCRACY 2.109%*%* 2.011%*
(0.587) (0.691)
TURNOVER IN DEMOCRACIES 5.854%
(2.987)
_cons —3.0827%* —4.392%:* —3.076%* —5.199%* —5.388%#:*
(0.750) (0.927) (0.728) (0.977) (0.952)
N 1516 1516 1516 1516 1516
i < 0.01.
#kp < 0.05.
*p < 0.10.

speculative attacks than unified democratic governments.?’ Unified democratic gov-
ernments are 6 percent more likely than authoritarian regimes to experience spec-
ulative attacks, while divided democratic governments are 14 percent more likely.
This effect does not go away if we include, as we do in column 5 in Table 3,
government turnover along with unified and divided democracies. In this specifi-
cation divided democracy is individually significant and the marginal effect indi-
cates that these governments are 15 percent more likely than authoritarian regimes
to experience speculative attacks. Turnover in democracies also matters in the BF
sample; this variable is statistically significant and its marginal effect indicates
that turnover (a change from 0 to 1) in democracies increases speculative attacks
by 2.3 percent.

29. A test of the null hypothesis that these two coefficients are equal to one another is rejected with
a p-value of 0.097.
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We next conduct a comprehensive examination of the effect of political institu-
tions on crises, by adding variables that have been identified elsewhere in the lit-
erature as being associated with crises. For reasons of space, we do not present
tables for these results, but rather describe our main findings below. We first explore
the importance of elections and the electoral cycle. Frieden, Ghezzi, and Stein and
Leblang find that the likelihood of speculative attacks increases in the periods sur-
rounding political elections.’® We create three variables to capture the electoral
cycle: the year before an election, the year of an election, and the year after an
election.?' Given that the BF data set is monthly, we use the election month, the
six months before the election, and the six months after the election. When added
to these models, there is no support for the inclusion of these electoral variables:
none of these variables are statistically significant. The findings that we report
above with respect to Tables 1 to 3 are unaffected by the inclusion of electoral
variables.

We also explore the importance of government partisanship. Leblang and Sim-
mons find that governments of the left are often more committed to exchange rate
stability as compared to government of the right.>> Again using the DPI, we con-
struct measures indicating whether the government is dominated by parties of the
left or the right (centrist parties are the omitted category) and whether there had
been a change in partisanship to the left or to the right. Evidence regarding the
importance of partisanship per se is mixed: left governments are less likely to
experience a speculative attack in the BF sample while the reverse is the case
for the KSS sample. The left government variable is not statistically significant in
the FR specification, but the right government variable is and is positively signed.
The right government variable is not statistically significant in either the KSS
or BF samples. Once again, our basic results with respect to Tables 1 to 3 are
unaffected by taking account of partisanship.

Recall that we use the change in veto players as our indicator of government
instability. The number of veto players, rather than its change, has been the focus
of recent work on international economic policy.>> We control for veto players
using the variable CHECKS from the DPI, which measures the number of veto play-
ers in government. CHECKS does not attain statistical significance in any of the
three samples, and our regression results discussed in the context of Tables 1 to 3
are once again unaffected.

Finally, Table 4 shows the contributions of our favored political variables to out
of sample forecasts of currency crises. The top row in each of the panels unambig-
uously reveals what is gained from adding political variables to forecasting mod-
els. When a political variable relating to unified/divided government is added to

30. See Frieden, Ghezzi, and Stein 2001; Leblang 2002, and Leblang 2003.

31. Here we used the dates of an election from the DPI and combined that information with the
dichotomous democracy variable so that we are capturing “democratic” elections.

32. See Leblang 2002, and Leblang 2003; Simmons 1992.

33. See Tsebelis 2002; and Keefer and Stasavage 2003.
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TABLE 4. Out of sample forecast performance

Frankel-Rose sample

Unified- Turnover
Government divided and divided
FR variables Baseline  Democracy turnover government — government
Percentage correctly predicted 0.704 0.698 0.698 0.755 0.716
Percentage correctly
predicted positives 0.269 0.308 0.269 0.231 0.346
Percentage false negatives 0.731 0.692 0.731 0.769 0.654
Percentage false positives 0.231 0.243 0.237 0.169 0.230
Kamin, Schindler, and Samuel sample
Unified- Turnover
Government divided and divided
KSS variables Baseline  Democracy turnover government — government
Percentage correctly predicted — 0.6218 0.6989 0.6393 0.7158 0.6940
Percentage correctly
predicted positives 0.4138 0.3793 0.3924 0.4001 0.4100
Percentage false negatives 0.5862 0.6207 0.5243 0.7002 0.7001
Percentage false positives 0.2653 0.2381 0.2876 0.2026 0.2288
Bussiere and Fratzscher sample
Unified- Turnover
Government divided and divided
BF variables Baseline  Democracy turnover government — government
Percentage correctly predicted 0.710 0.688 0.777 0.720 0.726
Percentage correctly
predicted positives 0.383 0.175 0.305 0.390 0.377
Percentage false negatives 0.637 0.825 0.695 0.610 0.623
Percentage false positives 0.068 0.187 0.108 0.199 0.188

the FR specification, the percentage of correct predictions goes up from 70 per-
cent to 76 percent (Table 4). When the same variable is added to the KSS speci-
fication, the percentage of correct predictions goes up from 62 percent to 72 percent.
In the BF sample when a variable capturing recent turnover is added, the percent-
age of correct predictions goes up from 71 percent to 78 percent.

The second row in each panel shows that a specification that takes account of
divided government and government turnover raises the percentage of crises
correctly predicted from 27 percent to 35 percent in the FR sample. Political
models match, but do not improve on, the KSS and BF specifications in this
regard. When it comes to false negatives the specification with divided govern-
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ment and recent turnover reduces the percentage from 73 percent to 65 percent
in the FR sample (row 3 of panel 1). The specification with recent turnover reduces
false negatives from 59 percent to 52 percent in the KSS sample (row 3 of panel 2),
while the specification with divided government reduces false negatives from
64 percent to 61 percent in the BF sample (row 3 of panel 3). Furthermore, the
specification with divided government reduces false positives from 23 percent to
17 percent in FR, and from 26 percent to 20 percent in KSS (row 4 of panels 1
and 2). However, political models raise false positives relative to the BF base
specification.

Conclusion

The most important conclusion of our analysis is that political institutions signif-
icantly help us explain and forecast currency crises. Furthermore, in addition to
the mechanism operating via poor fundamentals, government turnover and divided
government may also contribute to crises by affecting speculators’ expectations.
Our finding that political institutions can influence speculative attacks by condi-
tioning the expectations of currency speculators has significant policy impli-
cations. It implies that countries with divided government and those that have
experienced recent turnover in government have an exceptional need for produc-
ing transparent forecasts. This may require special institutional solutions, such as
the delegation of forecasting to bureaucracies that are not only independent of
politicians, but are also subject to intense public scrutiny.

Our findings also give rise to a substantial research agenda. First, it is conceiv-
able that institutional variables mask underlying differences in political interests
and incentives to maintain different values of fundamentals or to devalue the cur-
rency. Our research agenda thus includes an effort to operationalize such consid-
erations across a global sample in a systematic manner. Second, while adding
political variables increases the ability of early warning system models to predict
outcomes, a large proportion of outcomes still remain predicted. This article there-
fore only constitutes the starting point for a research agenda focused on using
political variables to improve currency crisis forecasts. One aspect of our agenda
includes the application of nonparametric switching models to define political phe-
nomena as well as currency crises. This effort is especially called for in the latter
realm given the variety of definitions of currency crises that are prevalent in the
literature, and the fact that these definitions share the feature that they are fairly
arbitrarily chosen by scholars of crises, rather than generated directly from the
data. Another aspect of this agenda consists of developing more precise measures
of political variables associated with currency crises. The fact that political vari-
ables emerge with substantial coefficients despite the likely prevalence of mea-
surement error suggests that such efforts will result in a greater appreciation of
the impact of politics on the likelihood of currency crises.
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