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Abstract

I advance a choice model of capital controls and exchange rate policy among
OECD countries. Conceptualizing capital controls and exchange rate regimes
as jointly endogenous (as Mundell demonstrates in a pure macroeconomic
framework), I argue that political parties with differing preferences explain
the policies that comprise external commitment. I find strong evidence for a
rational partisan view of capital controls and exchange rate policy as a two-
dimensional choice problem in the presence of substitutable policies. To ex-
ploit the theoretical simultaneity, I develop and test partisan hypotheses about
the rate of substitution among policies and find evidence, from multiple mea-
sures, of strong Left government support for capital controls that increases in
the rigidity of the exchange rate regime. I conclude with a discussion of the
promise of models of substitution for the study of politics and the need for
careful attention to the empirical implications of theoretical models.
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1 A PARTISAN LOGIC OF MUNDELL’S MIXES

Mundell’s (1963) “Impossibility Theorem” demonstrates that government policies
determining the level of capital mobility and the exchange rate regime are strongly
related both to each other and to the employment of monetary and fiscal tools.
Summarizing the Mundell-Fleming model, open capital markets and a fixed rate
of exchange fully constrain domestic monetary authorities to mirror the monetary
policy of the outside anchor.1 Under these same conditions, fiscal policy is effec-
tive because interest rate parity generates capital flows to cover the fiscal imbalance
thus allowing effective fiscal targeting of a domestic objective. Alternatively, a flex-
ible rate of exchange frees monetary policy for a domestic objective (through appre-
ciation and depreciation of the exchange rate). This same exchange rate flexibility
constrains the use of fiscal instruments because fiscal stimuli crowd out exports by
generating increases in interest rates, capital inflows, and both nominal and real
appreciation that worsens the trade balance and offsets the stimulus. Monetary
policy is constrained by fixed rates of exchange and fiscal policy is constrained by
floating rates.2 Because governments set both the exchange rate regime and the
degree to which capital may enter and exit a country, marrying these policies lies
at the core of a choice-based approach to the Mundell-Fleming model. A choice
model of the interaction among capital controls and exchange rate regimes helps
to illuminate the broader issue of the relevance of domestic politics on the level of
external constraint.

International political economy research provides a wealth of insights about
both capital controls3 and exchange rate regimes4 testing hypotheses derived from
a host of viewpoints. Each such study “accounts” for the Mundell-Fleming model
to show that capital controls are more likely when exchange rates are fixed and
that fixed exchange rates are more likely to result when capital movements are
restricted. While the remarkable consistency of this evidence is on the one hand
compelling, these results beg questions regarding theoretical and empirical endo-
geneity.

Theoretical endogeneity requires that we pay attention to multiple interrelated
policy choices. Despite the centrality of capital account and exchange rate policies
to Mundell’s (1963) landmark claims, scholars have given little thought to the in-

1Suppose a monetary stimulus that decreases domestic interest rates. Pure capital mobility im-
plies that the rates of return on domestic and foreign investments are equal. Thus capital flows
outward by trading domestic for foreign currency that counteracts the stimulus. and only changing
the monetary authority’s reserve position.

2This, of course, crucially depends on open capital markets.
3An incomplete list includes Alesina, Grilli and Milesi-Ferretti (1994), Grilli and Milesi-Ferretti

(1995), Leblang (1997), Quinn and Inclan (1997), Oatley (1999), Garrett, Guisinger and Sorens (N.d.),
Berger, Sturm and de Haan (2001), Li and Smith (2001a, 2001b), O’Mahony (2002), and Alfaro (2002).

4An incomplete list includes Edwards (1996), Bernhard and Leblang (1999), Leblang (1999), Clark
(2002), Broz (2002), O’Mahony (2002), and those surveyed in Bratberg, Legernes and Vardal (1999).

1



PARTISAN SUBSTITUTION - R. W. WALKER 2

teraction of capital controls and exchange rate policy as related political choices.
To date, no study has examined the constraints implied by the Mundell-Fleming
model and their consequences for the simultaneous political choice over capital
account and exchange rate policy. Though provocatively titled, even “Capital Con-
trols and Exchange Rate Regimes: An Empirical Investigation” conceptualizes the
two policies as intricately linked but does not develop or test a system of choice fac-
ing macroeconomic policymakers.5 Mann (1999, p. 131) writes that “. . . policymakers
may think that the decisions with regard to capital account liberalization and choice
of exchange rate regime are independent, but in fact they are not.” Indeed, this is
where the need for political economy theories of interrelated choices are necessary
to tease out the relationships among differing combinations of strategies for link-
ing the domestic and international economies. I argue partisan political economy
implies that some policies are more valuable to one set of decision makers and that
other sets of policies are preferred by others.6 These theoretical relationships em-
phasize the need for techniques to account for empirical endogeneity of a difficult
form.

Empirical endogeneity is a source of trouble in the presence of related policy
instruments. Suppose that variable x increases the likelihood of y1 and y2 and that
y1(y2) decreases the likelihood of y2(y1). To adequately account for the effect of x,
x must change and influence other variables in the system. Robust accounting for
the effect of x should parse the influence of x on a given y and the effects of x that
operate through other elements of y. Put simply, empirical endogeneity requires
systems of equations. Eichengreen (2001, p. 12–13) summarizes the problem, in a
review of cross-national studies of capital controls, “Another strand of work pur-
sues the association of [capital] controls with the exchange rate regime. . . But is it
not clear what should be regarded as endogenous and exogenous in this analy-
sis. One suspects that causality runs both ways. . . ” Empirical endogeneity is both
widely held true, though as yet untested, and dangerous for assessing the deter-
minants of choice. As a result of the theoretical and empirical endogeneity that
are clear features of the Mundell-Fleming model, the objective of this study is to
examine the interaction of exchange rate regimes and capital controls in a model of
political choice.

In the present context, confronting endogeneity facilitates both the develop-
ment and the examination of novel theoretical claims. In a study of macroeco-
nomic policy instruments, Jankowski and Wlezien (1993) argue that a variety of in-
struments are available to influence important macroeconomic variables and find
evidence of substitution in the use of exchange rate and fiscal policies by Left gov-

5The title in quotes references an interesting economic investigation conditioned on exchange rate
regime choice by Berger, Sturm and de Haan (2001); their title is employed to illustrate. Later, I will
explore this contribution in greater detail.

6This is the sort of heterogeneity that Drazen (2001) argues is at the heart of political economy.
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ernments.

Placing these results in the context of a simple Mundell-Fleming model, Jankowski
and Wlezien (1993) imply that international capital must be, at least partially, im-
mobilized because independent exchange rate policy and effective fiscal manipula-
tion cannot coexist with fully mobile capital. In effect, these results suggest a first-
order preference for capital controls by leftist governments. Their findings regard-
ing the manipulation of the exchange rate are consistent with either (a) a prefer-
ence for exchange rate flexibility or (b) adverse consequences of floating exchange
rates for governments with inherent “inflation bias”. I argue that this theoretical
indeterminacy is resolved because unique features to restrictions on capital flows
combine with strategic complementarities regarding fixed nominal exchange rates
to produce an optimal mix of policies for the governments of the Left. I further ar-
gue that the Mundell-Fleming model combines with rational partisan approaches
to predict that parameters linking capital controls and exchange rate regime choice
are different for Left governments.

1.1 A Summary Argument

This paper is organized around three central arguments. First, Mundell’s famous
demonstration requires that capital controls and flexible exchange rates are per-
fect substitutes in the guarantee of effective domestic monetary policy. There-
fore, general substitution effects among exchange rate regimes and capital con-
trols render existing empirical analyses suspect with endogeneity as the primary
cause.7 Second, it is critical to recognize that endogeneity is an important theo-
retical and empirical concern. I refine the theoretical mechanism linking govern-
ments of the Left to capital controls and exchange rate regime choice, to confront a
mixed empirical record. Relying on generalized roles for parties in political econ-
omy, (Hibbs 1977, Hibbs 1987a, Hibbs 1987b, Alesina 1987, Alesina, Roubini and
Cohen 1997, Boix 1999), I argue that Left governments should both discourage
capital account liberalization and fix exchange rates. Of greater importance, I de-
velop and marshal evidence, using a variety of operational indicators, in support
of the hypothesis that the relationship between capital controls and exchange rate
regimes differs between Left and non-Left governments. Confronting simultane-
ity yields considerable novel theoretical leverage. Third, I demonstrate the use of
techniques for simultaneous choice that have broader application in international
relations and international political economy. To adequately capture the influence
of exogenous factors on systems of choice, scholarship must account for both di-
rect and indirect impacts on the phenomena of interest. A positive externality is
the ability to consider patterns of choice that depend on institutional constraints or

7Heckman and Macurdy (1986, p. 1947–48) discuss the simultaneous equations bias in systems of
recursive binary choice equations.
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characteristics of the chooser.

1.2 Brief outline

The remainder of the paper proceeds with a theory of partisanship and interna-
tional finance and a justification for viewing exchange rate regimes and capital
controls as substitutable policies in Section 2. Section 3 examines endogeneity, co-
herence, and estimation issues highlighting the importance of systems of policy
choice. Measuring the model and a presentation of the data are contained in Sec-
tion 4. The model is estimated and discussed in Section 5. Section 6 concludes with
summary remarks and potential extensions.

2 PARTISAN SUBSTITUTION AND THE EXTERNAL

CONSTRAINT

This section provides support for the claim that exchange rate and capital con-
trols policies are jointly endogenous and that rational left parties should support
both fixed exchange rate regimes and capital controls. The building blocks of the
argument are as follows. First, I explore partisan theories of political economy in
order to highlight the relevant features of political parties that are necessary to map
these actors onto international financial policy choice. Next, I link capital controls
and exchange rate policies through a discussion of their classifications and conse-
quences.8 To conclude, I impose the inferred partisan preferences on the theoretical
results and generate hypotheses.

2.1 Partisan Politics

Political economy provides a variety of sources for partisan impact on economic
policy and/or macroeconomic outcomes.9 Consistent with Drazen’s (2001) char-
acterization, the majority of research on the impact of partisan politics can be dis-
tilled to preference heterogeneity. In general, parties are assumed to maximize dif-
ferent objective functions. Right and Left governments prefer different points on
the short-run Phillips curve, different levels of government spending, different tax
rates, have differing proclivities toward deficits, or are generally more inclined to-

8An excellent review of the economic literature studying capital controls can be found in Dooley
(1995) and a nice political economy view can be found in Eichengreen (2001). Exchange rate regime
choice is discussed in depth by Cooper (1999).

9To clarify, policy refers to policy instruments such as the level of government spending and the
money supply. Outcomes refer to inflation and unemployment and other realized variables that are
not directly under the control of policymakers.
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ward intervening in the domestic economy. Models of partisan political economy
are united by their assumption that political parties can be differentiated by het-
erogeneous preferences, but are divided by the nature of the policy concerns and
the duration of policy effects. I first detail the range of preference heterogeneity in
examining the effects of partisan politics.

Generally, studies of partisan political cycles maintain that parties representing
the political Right weigh excess inflation more heavily than unemployment devia-
tions and Left parties tolerate inflation for low unemployment(Hibbs 1977, Alesina
1987, Hibbs 1987a, Hibbs 1987b, Alesina and Rosenthal 1995, Alesina, Roubini and
Cohen 1997, Clark 2003). In effect, parties are distinguished by their preferences
over points on the short-run Phillips curve. Because unemployment most sig-
nificantly disadvantages lower income classes, the Left tolerates inflation to raise
output/lower unemployment, while the Right does the opposite (Hibbs 1987b).
Alternatively, Persson and Tabellini (N.d.) demonstrate that democratic political
systems, under broadly applicable circumstances, create a commitment problem in
maintaining low capital tax rates. Effectively, because capital ownership/income
is typically concentrated, a majority of voters prefer to redistribute wealth from
capital to labor. In this case, the heterogeneity in preferences that arises from the
ability to tax factors at different rates gives rise to political choices that tax capital
heavily. Put simply, the median voter prefers that capital be taxed heavily because
it reduces her effective tax burden under a given level of services.10 From yet a dif-
ferent angle, Left governments are argued to invest heavily in the development of
public and physical capital (Boix 1997). Expanding partisan theses to a focus on the
supply-side of the economy, Boix (1997) shows that there are clear partisan differ-
ences in the formation of fixed capital and human capital spending (education).11

Boix (2000) demonstrates significant partisan differences in broad categories of fis-
cal policy. Such results imply that leftist governments actively employ fiscal policy
and public investment in an attempt to induce economic growth and decrease un-
employment. Despite this heterogeneity, there is significant disagreement about
the duration of partisan differences in policy.

With rational forward-looking agents, policy instruments influence outcomes
precisely because they are unexpected; once agents compensate for policy changes
no systematic effects should be observed. Thus, the rational partisan model posits
that short-run deviations in macroeconomic outcomes are made possible by the
presence of electoral institutions that induce “unanticipated” expansion under Left
governments and “unanticipated” contraction under conservative governments
during a period in which output and unemployment revert to equilibrium rates

10Of course, the question of preference over a tax rate in a one-shot game is different than par-
tisan competition with the possibility a political party can influence the policies available to future
policymakers. The same argument is likely to apply to studies of public investment.

11Relying on insights from a standard endogenous growth model. This spending is essentially
productive public investment.
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(Alesina and Rosenthal 1995, Alesina, Roubini and Cohen 1997). Key to this demon-
stration is some domestic wage or price rigidity, and thus, the existence of a Phillips
curve, albeit expectations-augmented.12 Governments of the Left and Right prefer
different policies, but economic actors adjust their expectations on the basis of ob-
served performance. Thus, no permanent effects in macroeconomic outcomes are
to be observed. Transitory effects, induced by uncertainty regarding discrete elec-
tion outcomes, do however arise. Whether transitory or permanent effects emerge
depends in largest part on the policies being considered, but the key driving force
of both perspectives is preference heterogeneity.

The heterogeneity of political actors remains important to models of partisan
competition. What differs under partisan competition is that rational forward-
looking partisan governments engaged in an ongoing political competition may
employ policy instruments to either constrain future governments or to strategi-
cally leave them unconstrained. Under some circumstances, these policy choices
influence the likelihood of winning in subsequent periods because governments
inherit an endogenous level of external constraint.13 Persson and Svensson (1994,
p. 137) write, “as long as the current government can affect some state variable
that enters (in an essential way) in its successor’s decision problem, it can affect
the policy carried out by the successor.” For example, governments can bind their
successors with a debt maturity structure, incremental budgets, particular alloca-
tions of taxes, or a host of other “sticky” policies that are costly to reverse. Further,
particular policies that may be only marginally desirable to a given government
become increasingly attractive because of their potential consequences in the event
that an alternative government comes to power. What is central to these studies
is the essentially dynamic nature of partisan competition and the ways in which
present choices can bind future governments by imposing costs to changing the
status quo.

2.2 Structuring Foreign Exchange Markets

The foreign exchange market consists of two vital government policies: the price
setting mechanism for foreign exchange (the exchange rate regime) and the range
of barriers to trade in the foreign exchange market (capital controls). Nominal ex-
change rate regimes are nothing more than a description of the price setting func-
tion for an asset price – the exchange rate – and capital controls are nothing more
than restrictions on the range of transactions that can take place in those assets.

12Economic actors are fully rational in gathering and employing information in decision making.
For this reason, I will use the term Phillips curve to denote its expectations-augmented variant, not
the classical backward-looking variant.

13The latter logic is implicit in Milesi-Ferretti’s (1995) partisan exchange rate policy cycle. The
former is often referred to as the strategic debt hypothesis studied by Persson and Svensson (1994).
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The fundamental issue is the structure of the foreign exchange market – the pol-
icy choice of governments to set prices for foreign currencies and to tax or forbid
particular transactions.14 In the Mundell-Fleming model, there is an implicit rela-
tion between fixed exchange rates and capital account liberalization because they
combine to alter the effectiveness of fiscal and monetary policy. If a price is set
for all external transactions and all such transactions are permitted, then domestic
monetary policy is constrained to mirror the behavior of monetary policy in the ex-
change rate anchor. Any domestic deviation in monetary policy would be met with
capital flows that would invalidate the deviation after draining foreign exchange
reserves. If the exchange rate is allowed to fluctuate, monetary policy influences
the trade balance through appreciation and depreciation of the domestic currency
but fiscal policy crowds out net exports. I turn to a more detailed treatment.

2.2.1 Exchange Rate Regimes

Exchange rate regimes are generally classified on a continuum from credibility to
flexibility. Because inflation is consistently lower under fixed rates (Ghosh, Gulde,
Ostry and Wolf 1997), this credibility/flexibility tradeoff mirrors the continuum
of exchange rate arrangements from fixed to purely floating.15 Generally, fixed ex-
change rates imply monetary commitments to maintain a declared par value grant-
ing additional security to foreign holders of domestic currency that the currency
value of their assets will be maintained.16 Unfortunately, this certainty is counter-
balanced by more rigid constraints on domestic monetary policy because monetary
policy must function with the singular objective of maintaining the exchange rate.
Purely floating exchange rates are determined solely by the interaction of buyers
and sellers on international currency markets; a floating exchange rate facilitates
external adjustment (through appreciation and depreciation of the exchange rate)
by activating the use of monetary policy to obtain domestic political and economic
objectives.17

In many cases, the advantages of flexibility are counterbalanced by greater
volatility than more rigid forms of exchange rate determination (Baxter and Stockman
1989, Flood and Rose 1995). In effect, increasing volatility increases uncertainty
surrounding the future value of the exchange rate which increases the costs of in-

14Or to do both in the form of multiple exchange rates. The maintenance of different rates for
different types of transactions implicitly taxes transactions that take place at higher rates. It is for this
reason that Adams and Greenwood (1985) can demonstrate an equivalence between capital controls
and multiple exchange rates.

15Exchange rate regimes are treated in detail by Ghosh, Gulde and Wolf (2003).
16Fixed exchange rates imply a lack of adjustment, while pegged rates take as implicit the possi-

bility of adjustment. With this distinction in mind, I employ these terms largely interchangably.
17It is likely that fiscal policy is also somewhat constrained, the interaction between exchange rate

regime and fiscal policy is studied by Tornell and Velasco (1995) and Clark (2003).
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ternational trade.18 More abstractly, floating rates suffer from imperfect observabil-
ity while fixed rates facilitate the importation of monetary discipline. Herrendorf
(1999) and Canavan and Tommasi (1997) argue that flexible rates lack transparency
because realized inflation is an indecipherable combination of planned inflation
and stochastic disturbances.

Fixed exchange rates allow governments to import monetary discipline by ty-
ing the domestic money supply to a foreign money supply that is controlled by
an inflation-averse central banker. While it might be superior to rely on domestic
sources of credibility, partial observability undermines the effectiveness of mone-
tary commitment when the exchange rate floats. In sum, currency volatility and
imperfect observability combine to make fixed rates most attractive to governments
that lack internal sources of inflation discipline either because, at the margins, they
have adverse effects on unemployment19, or because they increase inflation expec-
tations. With the role of exchange rate regimes clarified, I turn to a discussion of
capital controls.

2.2.2 Capital Controls

Capital controls are restrictions on international financial transactions that allow
governments to delink domestic capital markets from global financial markets. In
effect, they limit the property rights of holders of capital by eliminating the oppor-
tunities for foreign (domestic) capital to claim domestic (foreign) rates of return.
Capital controls can prohibit the purchase of foreign assets with domestic currency
leading to (exchange risk) covered interest differentials that disadvantage domestic
holders of capital (lower interest rates) or restrict the purchase of domestic assets
with foreign currency leading to (exchange risk) covered interest differentials that
favor domestic capital holders (higher interest rates). Such controls may also in-
clude reserve ratios on foreign holdings (Germany in the early 1970’s), multiple
exchange rates (Belgium), capital taxation (the Interest Equalization Tax), and a
host of other mechanisms sharing the central aim of altering the relative price of
domestic to foreign assets.20 With a brief explanation of capital controls, I now
examine their consequences.

In the most simple of worlds, capital controls decrease national welfare for the
same reasons that trade restrictions decrease national welfare. However, in a world

18The large range of derivative contracts on foreign exchange are only necessary as hedges against
exchange rate fluctuations.

19This effect arises because it is costly to insure against exchange rate movements. In the absence
of currency volatility, the costs of insuring against currency volatility could be rerouted toward pro-
duction and at least some portion of this production employs labor.

20It is important to note that capital controls are not only imposed on capital transactions; export
proceed surrenders and advance import deposits impose costs on the financing of goods and services
trade but also effectively impede flows of international capital.
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with existing distortions, capital controls have been justified by (1) limiting desta-
bilizing short-run capital flows; (2) maintaining the domestic tax base; (3) retaining
domestic savings; and (4) augmenting stabilization and restructuring programs
(Mathieson and Rojas-Suarez 1993). Among these justifications are two classes,
adjustment and distribution. Adjustment describes the capacity for capital con-
trols to facilitate the pursuit of independent policies (Dooley 1995, Marston 1993),
while distribution reflects the concern of capital controls with the mobility of a
particular factor. As Obstfeld, Shambaugh and Taylor (2003) demonstrate, capi-
tal controls and flexible exchange rates both facilitate the pursuit of independent
monetary policies. They are substitutable policies for the guarantee of monetary
independence. However, capital controls are distinct because (2) and (3) are dis-
tributive in nature; capital taxation and the retention of resident capital give rise to
the potential for fundamental redistribution among factors of production.

Relating capital controls and fixed rates, capital controls, by limiting the volume
of transactions in equilibrium, prolong the duration of fixed rates because, even if
the eventual collapse of a peg is to occur, they limit the rate at which reserve deple-
tion occurs (Berger, Sturm and de Haan 2001). I further develop these linkages in a
partisan theory of international financial policy choice.

2.3 Developing a Theory of Capital Controls and Exchange Rate Regimes

In developing a theory of partisan financial policy, I first review extant results.
Though Epstein and Schor (1992) find some association between capital controls
and vote gains for the political left, Alesina, Grilli and Milesi-Ferretti (1994) find
no evidence linking the partisan complexion of the government to capital controls
– the only of eight analyzed factors that is always zero. Quinn and Inclan (1997)
find that financial openness is resisted by left governments in the 1950s and 1960s
but that these effects are largely nonexistant for the 1970s and 1980s. Oatley (1999)
concludes that left governments do not have an independent effect on payments
liberalization. Li and Smith (2001a) find that left governments are less likely to re-
strict capital flows than centrist governments.21 Li and Smith (2001b) find that cap-
ital controls are unrelated to the partisan orientation of the government. There is
little evidence linking governments of the left and capital account restrictions. Sim-
ilarly, partisan effects on exchange rate regime choice are nonexistant in the only
empirical studies to date (Bernhard and Leblang 1999, Clark 2002).

I depart from the simple observation that Left and Right governments prefer
different points on the expectations-augmented Phillips curve. Left governments
are more willing to tolerate inflation than are governments of other partisan per-
suasions. On this foundation, I will characterize a variety of directional expecta-

21Comparing the first and second rows of Model 1.
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tions that arise from different views of the international economy.22

2.3.1 Credibility, Reputation, and Exchange Rate Regimes

Much recent scholarship considers the role of exchange rate anchors in importing
monetary policy credibility. Relying on the well-known time-inconsistency prob-
lem of monetary policy (Kydland and Prescott 1977, Barro and Gordon 1983b, Barro
and Gordon 1983a), governments with insufficient internal credibility to maintain
low inflation levels borrow credibility from foreign monetary authorities by fix-
ing the exchange rate and dedicating monetary policy to mirror the policy of the
anchor.23 To counter the “inflationary bias” under discretionary monetary policy,
Giavazzi and Pagano (1989) argue that delegating monetary policy to an inflation-
averse foreign monetary authority facilitates the gains of low-inflation where do-
mestic alternatives are simply infeasible. Because the exchange rate can be eas-
ily monitored – a transparent rule – Giavazzi and Pagano (1989) demonstrate that
fixed exchange rates, even in the presence of capital controls, facilitate the importa-
tion of monetary discipline. Herrendorf (1999) develops the relationship between
pegged exchange rates and the importation of monetary discipline to demonstrate
that pegged exchange rates discipline domestic policymakers more effectively than
other types of regimes. Put simply, the exchange rate is more easily controlled than
the inflation rate and deviations from the policy rule (the pegged exchange rate)
are more easily detected than deviations from the inflation rate.24 Adopting a simi-
lar rationale, Milesi-Ferretti (1995) argues that Left governments need fixed rates to
import anti-inflation credibility, while governments with greater internal inflation
credibility can enjoy greater flexibility. From the standpoint of partisan competi-
tion, Right governments are likely to abandon fixed rates because they do not need
them. Left governments are likely to adopt external sources of credibility because
they cannot win without them (Milesi-Ferretti 1995).

With these arguments in mind, it is easy to see why governments with larger
credibility problems have more to gain from the use of exchange rate pegs. I be-
gan with the assumption that leftist political parties are defined by their lack of
inherent commitments to controlling inflation. This generates the expectation that

22Though this simple assumption about the preferences of parties is sufficient to generate the de-
sired variation, it is likely that other views of partisan differences generate similar expectations.

23The time-inconsistency problem can be summarized as the problem that ex ante optimal com-
mitments are not optimal ex post because policymakers can create “surprise inflation” to boost
growth/lower unemployment. Suboptimally high inflation results from policymaker’s control over
monetary instruments and the expectations of higher inflation that this control engenders, all other
things equal. Precommitment to a rule that is easily monitored by the private sector facilitates lower
levels of inflation.

24A related result is found in Canavan and Tommasi (1997). In this model, monetary authorities
can choose policies closer to their ideal points and “blame” the excess inflation on realizations of the
stochastic process.
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governments of the political Left are likely to adopt fixed rates of exchange. I now
turn to the ways in which capital controls, independently and combined with the
exchange rate regime, influence the effectiveness of domestic policies.

2.3.2 The Phillips Curve Effects of Capital Controls

Loungani, Razin and Yuen (2001) demonstrate that capital controls alter the slope
of the short-run expectations-augmented Phillips Curve. Specifically, they analyze
a stochastic Mundell-Fleming model to demonstrate that, under capital controls,
the slope of the short-run Phillips curve is steeper implying that the output gains
for a given change in inflation are less. The intuition for the result is that as the real
exchange rate effect of a change in the monetary policy instrument increases, un-
der capital controls, the effect of monetary instruments on domestic output weak-
ens – greater variation in the policy instrument yields lesser domestic stimulus.
Justifying the use of capital controls for stabilization policy, Loungani, Razin and
Yuen (2001) reason that capital controls lessen the temptation to inflate to push un-
employment below the natural rate, but capital controls implicitly encourage the
maintenance of low-inflation policies because “surprise inflation” has smaller real
effects.

Loungani, Razin and Yuen (N.d.) provide empirical evidence that capital con-
trols decrease sacrifice ratios - output losses for a given disinflation. These results
combine to clarify the expectation that inflation-averse policymakers should pre-
fer open capital markets while unemployment-averse policymakers should prefer
restrictions on capital flows. Capital controls thus independently reduce the temp-
tation to engage in inflationary policies. As noted before, capital controls gener-
ate the additional benefit of facilitating capital taxation and other policies to alter
micro-level incentives. Thus, the distributional consequences of capital controls
are largely consistent with the supporting constituencies of the Left, though capital
controls limit the gains to the creation of “surprise inflation”. In addition to these
unconditional partisan preferences regarding the exchange rate regime and capital
controls, I will elaborate the strategic interdependence among international finan-
cial policies to elaborate the specific preference orderings that I examine in Section
5.

2.3.3 Strategic Linkages between Capital Controls and Exchange Rate Regimes

Berger, Sturm and de Haan (2001) argue that the decision to impose capital controls
reflects underlying attention to the existence, desirability, and the likelihood of col-
lapse of fixed exchange rates.25 For governments where the political incentives

25The model does not include the exchange rate regime as a choice variable. Thus, the probabil-



PARTISAN SUBSTITUTION - R. W. WALKER 12

to maintain a fixed rate of exchange are high, capital controls are more likely to
arise so as to maintain the peg with greater probability. Similarly, where exchange
rate targets are compatible with underlying fundamentals (and thus the costs of
responsible policies are low), capital controls are more likely to arise because they
augment the likelihood of a fix continuing. From the standpoint of macroeconomic
discipline, higher levels of domestic inflation bias make capital controls more at-
tractive because they facilitate the use of exchange-based stabilization. Finally, the
prevalence of business cycle similarities with the exchange rate anchor promotes
the use of capital controls because it allows more effective stabilization policy to be
imported via the exchange rate anchor for monetary policy.

Berger, Sturm and de Haan (2001) thus outline an alternative hypothesis to be
developed and tested in a model of partisan substitution. Implicit in their model of
capital controls supporting fixed rate commitments is the idea that known charac-
teristics of a government may, all other things equal, decrease the probability of a
fixed rate continuing into the future. As a result, governments with strong political
incentives to maintain a fixed rate of exchange make capital controls more likely
to arise so as to maintain the peg with greater probability.26 All other things equal,
more restrictive controls on capital movements should be required by governments with
inherent credibility problems that fix their exchange rates. Previewing the language of
the next section, the Left’s marginal rate of complementarity should reflect a larger
influence of exchange rate fixity on the probability of adopting controls. There
should be no such distinction in the relationship between capital controls and the
underlying probability of fixing the exchange rate.27

I have developed hypotheses relating Left governments to fixed rates and cap-
ital controls in isolation. I have also advanced an hypothesis relating partisan poli-
tics to the very patterns of substitution between flexible exchange rates and capital
controls. I now demonstrate the mutual incompatibility of existing studies of capi-
tal controls and exchange rate regimes in a simple random utility framework before
developing a model that renders transparent tests of these hypotheses.

ities of continuation in a given regime are exogenously given, but influenced by capital controls in
expected duration.

26This arises as a result of motivations (1) and (4) discussed in Section 2.2.2 and requires the as-
sumption that the effects of capital controls on the probability of a peg’s continuation are increasing
in the rigidity of controls.

27The logic for this claim is as follows. I must assume/substantiate the view that, all other things
equal, higher levels of constraint on capital account transactions make fixed rates more likely for
governments of the Left than other types of governments. Such a view is inconsistent with the evi-
dence on constraint in the trilemma presented by Rose (1996) and Obstfeld, Shambaugh and Taylor
(2003). In addition, Mundell’s results concerning the interaction of capital controls and exchange rate
regimes take capital mobility to the extreme. The macroeconomic implications of “stricter” controls
are not entirely clear.
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3 EXAMINING A SIMULTANEOUS PROBABILITY MODEL

This section is charged with demonstrating problems in existing studies of capital
controls and exchange rate regime choice in isolation. Mundell’s seminal demon-
stration of the relationship between capital controls and exchange rate regimes pro-
vides a strong theoretical rationale for considering a system of choice. If I assume
the interrelationships that Mundell demonstrates, we will see that these theoreti-
cal relationships imply that existing studies of capital controls and exchange rate
regimes cannot both be empirically valid and properly constructed in a random
utility framework.

3.1 Previous Literature

Though somewhat atypical for a review of the relevant literature, I briefly consider
the relationship between studies of capital controls and exchange rate regimes re-
lying on a simple intuitive random utility formulation. I begin with a set of simple
assumptions: (1) decisions over the exchange rate regime and capital account re-
strictions are the responsibility of a single decision maker, (2) the decision maker
maximizes some utility function, (3) that capital controls and exchange rate regimes
are jointly endogenous, and (4) that there is continuous support for the stochastic
component of utilities that map to the discrete realizations we observe. Virtually
all discrete choice models commonly used in political science share assumptions
(1), (2), and (4), but we will shortly see that they combine to generate problems for
existing empirical research. In particular, assumptions (3) and (4) will be shown to
be mutually contradictory employing the functional forms in existing research. If
the joint endogeneity of capital controls and exchange rate regimes is permitted, a
host of unrealized problems arise.

“A model is coherent if for each possible value of the regressors, X , and er-
rors, ε, there exists a unique corresponding value for the endogenous variables, Y ”
(Lewbel 2000, p. 2). The intuition is that a unique mapping must describe the rela-
tionships among variables in a system of equations. The coherence condition is a
condition that is required for the stochastic model to be sensible, and it is logically
prior to the existence of the parameters – the existence of a reduced form.28 Most
simply, the condition implies that the endogenous variables take on a unique value
given a possible value of the regressors and errors – a condition that is assumed
without thought in virtually all statistical analysis. While the mappings employed
by logit and probit techniques are many-to-one (because a continuous variable (the
latent variable) is mapped onto a binary indicator), the cases ruled out by incoher-

28This issue is addressed in a number of papers including Heckman (1978), Dagenais (1999), and
Lewbel (2000).
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ence indicate mappings that are many-to-many and many-to-none.29 I now turn to
an analysis of international financial policy and coherence.

Studies of both exchange rate regimes (Edwards 1996, Leblang 1999, Bernhard
and Leblang 1999, Clark 2002) and capital controls (Alesina, Grilli and Milesi-
Ferretti 1994, Grilli and Milesi-Ferretti 1995, Leblang 1997, Quinn 1997, Quinn and
Inclan 1997, Quinn 1998, Schulze 2000, Garrett, Guisinger and Sorens N.d., Li and
Smith 2001b) model exchange rates or capital controls as a function of the other.
Models of exchange rate regimes that include a measure of capital controls and
models of capital controls that control for the exchange rate regime may seem per-
fectly sensible as single equation specifications, but Mundell’s theoretical demon-
stration that capital controls and exchange rate regimes are jointly determined un-
dermines this sensibility. Supposing theory and both sets of empirical results are
correct, the joint endogeneity of capital controls and exchange rate regimes in ex-
isting studies violates the coherence condition, implying that the standard probit
model (or logit model for that matter) does not exist. I now turn to a demonstration
of this claim.30

Consider the following general model that illustrates previous single equation
specifications of the relationship between capital controls (CC) and exchange rates
regimes (ERR), sets of covariates that have restrictions on the matrix β to satisfy
normal identifying restrictions31, and

CC = I[Xβ1 + α1ERR + ε1 ≥ 0] (1)
ERR = I[Xβ2 + α2CC + ε2 ≥ 0] (2)

I(·) is the indicator function that equals 1 if the argument is true, and zero other-
wise.32 Substituting 2 into 1 and 1 into 2 yields,

CC = I[Xβ1 + α1(I[Xβ2 + α2CC + ε2 ≥ 0]) + ε1 ≥ 0], (3)
ERR = I[Xβ2 + α2(I[Xβ1 + α1ERR + ε1 ≥ 0]) + ε2 ≥ 0]. (4)

To gain an intuition, suppose that the literature is correct and that α1,2 < 0,

CC = 1 if I[Xβ1 + α1(I[Xβ2 + α2 ≥ −ε2]) + ε1 ≥ 0], (5)
CC = 0 if I[Xβ1 + α1(I[Xβ2 ≥ −ε2]) + ε1 < 0]. (6)

29A many-to-many mapping would be a model that generates predictions of 0 and 1 for a binary
variable. A many-to-none mapping would generate neither a 0 nor a 1 for a binary variable.

30The implicit assumption is always that the reverse causation does not obtain. However, armed
with demonstrations of both effects it seems this assumption is unlikely to obtain. I will later marshal
evidence from a host of indicators refuting the appropriateness of a recursive system.

31A simple exclusion restriction is sufficient.
32It follows that subscripts refer to columns of matrices.
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To ensure that both equations are satisfied by a unique value, the left hand side
of (5) and (6) (inside the outside indicator function), must have the same sign.33

Without loss of interesting generality, let us assume that random variables take on
reasonable values, in particular, let Xβ2 = 0.01, ε2 = 0.1, α2 = −0.2. Substituting
these values into (5) and (6) yields,

CC = 1 if I[Xβ1 + α1(I[0.01 +−0.2+ ≥ −0.1) + ε1 ≥ 0], (9)
I[Xβ1 + α1(I[−0.19 ≥ −0.1) + ε1 ≥ 0], (10)
I[Xβ1 + ε1 ≥ 0], (11)

CC = 0 if I[Xβ1 + α1(I[0.01 ≥ −0.1]) + ε1 < 0] (12)
I[Xβ1 + α1 + ε1 < 0]. (13)

First, let us collect (11) and (13) and rearrange to yield,

CC = 1 if I[Xβ1 + ε1 ≥ 0], (14)
CC = 0 if I[Xβ1 + ε1 < −α1]. (15)

As noted before, α1 < 0, so in the range −α1 > Xβ1 + ε1 ≥ 0, both (14) and (15)
can be satisfied with a valid combination of the regressors, parameters, and errors,
thus violating coherence.34 Neither of these conditions is met by existing studies
of exchange rate regimes and capital controls. Thus, the received wisdom concern-
ing capital controls and exchange rate regimes, given these incoherence results is
that either (i) this model (system of equations) cannot generate the data that are
observed or alternatively, that (ii) the parametric assumptions employed by single-
equation estimators with unconditional support over the real line are inconsistent
with the model. In either case, extant practice testing hypotheses in the presence of
systems of binary choice is a troubled enterprise.

To turn a phrase, existing literature on international financial policy choice
(Alesina, Grilli and Milesi-Ferretti 1994, Grilli and Milesi-Ferretti 1995, Edwards
1996, Leblang 1997, Bernhard and Leblang 1999, Clark 2002, Broz 2002) is incoher-
ent. Furthermore, tests of existing hypotheses suffer from both the endogeneity

33Note that if α2 = 0 this is obviously true because the problem reduces to,

CC = 1 if I[Xβ1 + α1(I[Xβ2 ≥ −ε2]) + ε1 ≥ 0], (7)

CC = 0 if I[Xβ1 + α1(I[Xβ2 ≥ −ε2]) + ε1 < 0]. (8)

and uniqueness is assured.
34This critique applies broadly to models with simultaneous binary choices modelled as though a

single policy were exogenous. Dagenais (1999) points out that it is possible to estimate simultaneous
equations models for binary variables that adopt the framework in (1) and (2), but that these models
require restrictions on the support of ε|X so as to rule out regions of incoherence. Of greater impor-
tance is the insight from Dagenais’s work, namely that discontinuous conditional error distributions
or recursion are sufficient to form coherent systems, an idea that Lewbel (2001) formalizes.
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problem and the lack of mutually reconcilable specifications of theoretical relation-
ships derived from the same theory, the Mundell-Fleming model. To rectify these
concerns, I estimate a model with dependencies that center around the predictions
of the latent utility so that the problem induced by binary endogenous regressors
disappears. I conclude with a presentation of the technique.35

3.2 Estimation Technique

I briefly describe the estimation technique that is used.36

u∗ERR = X1β1 + α1u
∗
CC + ε1 (16)

u∗CC = X2β2 + α2u
∗
ERR + ε2 (17)

where X1 and X2 are sets of exogenous variables that satisfy rank and order condi-
tions, ε1 and ε2 are independent normal random errors, and β and α are parameters
to be estimated.37 The construction endogenizes u∗ERR and u∗CC as jointly depen-
dent on one another.38 Conceptualizing u∗ERR and u∗CC as propensities to select
policies, if α1 < 0, then y1 becomes less likely as y2 becomes more likely. Similarly,
if α1 > 0, then y1 becomes more likely as y2 becomes more likely. Cases where the
elements of α are negative imply substitution and cases where the elements of α
are positive imply complementarity. Though we do not directly observe the u∗’s,
we do observe the endogenous variables, y, according to the following rule,

yk =
{

1 if u∗k ≥ 0
0 if u∗k < 0

(18)

for k={ERR,CC}.
35Traditionally, three methods exist for solving the coherence problem, triangulation (forcing re-

cursion on the system) (Heckman 1978, Lewbel 2000), instrumental variables (Lee, Maddala and
Trost 1980), or restricted support for ε1|X and ε2|X (Dagenais 1999). By instrumental variables, I
mean a standard simultaneous equations system where some continuous measure of the endoge-
nous variable of interest is used, often the prediction from the reduced form equations. Returning
briefly to the analysis, fully simultaneous instrumental variables estimators are coherent because sub-
stituting for the latent utility, the functions on the right hand side are independent of the endogenous
variable in that equation, as they must be in Lewbel’s (2000, Theorem 1).

36Appendix A contains a more detailed discussion of the models and methods.
37Note, this is not an interpersonal utility dependence, it is an intrapersonal utility relationship.
38It is in this way that a standard bivariate probit models fails to properly capture substitution

effects. The standard bivariate probit (or a multivariate extension) models substitution via relation-
ships among the errors rather than conditioning the probability of events on the expected probability
of the other event. Relegating the central variable of interest, substitution, to a nuisance parameter
does not adequately capture the theoretical mechanism. Negative correlations in the disturbances
could represent a common omitted factor or a host of other phenomena that cannot be divorced from
the theoretically central proposition. That said, such correlations may provide evidence of substitu-
tion when accompanied by more transparent hypothesis testing.
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I employ a two-stage method for the study of a simultaneous equations sys-
tem as defined by (16),(17), and (18) where the dependencies among the policies
are functions of parameters relating the latent utilities in a random utility model.
Because the relationships operate in the latent utilities, one can derive the equiva-
lent of reduced forms that are well defined. To recover estimates of the structural
equations, in the first stage, single equation probit models are used to obtain con-
sistent estimates of the instruments, ERR = I[u∗ERR = X1π̂1 + X2π̂2 ≥ υ1] and
CC = I[u∗CC = X1π̂3 + X2π̂4 ≥ υ2]. I then use these estimates to calculate a linear
prediction of the reduced form equations, û∗ERR, û∗CC , for use as instruments (for
the endogenous variables) in a second-stage probit model.39 The critical difference
between this and previous models is that the endogenous regressor is continuous
not discrete, offering a ready made solution to problems posed by incoherence.40

I rectify endogeneity using a two-stage estimation technique that is designed for
nonrecursive systems.41 The most important tests of the substitution effects remain
the tests on α1 and α2. If our theory is correct, previous findings will be clarified
and a clear role for partisanship will be found. To find this relationship, I must now
measure the model.

4 CAPITAL CONTROLS AND EXCHANGE RATE POLICIES:
DETERMINANTS AND DATA

Capital controls and exchange rate regimes are generally measured with data from
the Annual Report on Exchange Arrangements and Restrictions (International Mone-
tary Fund 1960-1994).42 The IMF reports whether or not a country placed restric-
tions on international payments in a given year – capital controls – and the member
government’s report of its exchange rate arrangements.43 In addition to data pro-
vided by the IMF, capital mobility and exchange rate regimes can be measured
using a host of other indicators. To detail these measurement issues, I first examine

39These are, of course, consistent estimates of the latent utilities under general MLE conditions.
Monte Carlo analysis highlights little difference between the use of a second-stage probit and a
second-stage bivariate probit model.

40It is possible to estimate functional forms that include the realized binary y’s, but they cannot be
fully simultaneous. Specifications are discussed in Lewbel (2000).

41Alvarez and Glasgow (1999, fn. 4) argue that limited-information maximum likelihood models
are preferable to a full-information estimation of systems because of the consequences of misspeci-
fication and the difficulty of interpreting effects. I correct the standard errors in these models using
bootstrap techniques. In another paper, I report Monte Carlo simulations assessing the robustness of
bootstrap estimates for multi-stage maximum likelihood models and the evidence suggests that the
bootstrap confidence intervals provide an accurate characterization of uncertainty.

42These data were graciously provided by Gian-Maria Milesi-Ferretti.
43The name of the publication and the information that is provided have changed through time. In

general, the use of IMF indicators begins in 1967 when the Fund began summary tables of exchange
rate arrangements and capital account restrictions that researchers could easily code and analyze.
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measures of capital account restrictions.

4.1 Capital Controls

The IMF has disseminated four primary indicators that have been employed by
scholars in the study of payments restrictions: (i) restrictions on capital account
payments, (ii) restrictions on current account payments, (iii) multiple exchange
rates, and (iv) surrender requirements on export proceeds (International Monetary
Fund 1960-1994). Even in the presence of measures for a reasonable array of capital
controls, it is not obvious how a measure of the concept should be formed.

Research by Alesina, Grilli and Milesi-Ferretti (1994), Grilli and Milesi-Ferretti
(1995), Leblang (1997), Li and Smith (2001b), and others has used (ii) the indicator
for restrictions on capital account transactions in isolation. This approach yields
a measure that captures the presence of restrictions for payments on capital ac-
count transactions but, as discussed in Section 2.2.2, capital controls include a much
broader array of restrictions than those catalogued by this particular indicator. For
example, “misinvoicing” current transactions – the practice of invoicing capital
transactions as current transfers to avoid capital controls – implies that the same ob-
jective may lead to the use of different instruments from among (i)-(iv).44 Alterna-
tively, multiple exchange rates allow governments to alter the price of foreign cur-
rency by conditioning the price on the intended use. The requirement that domestic
firms surrender export proceeds creates a more blunt instrument for a similar pur-
pose. To evaluate the robustness of our theoretical claims, I am inclined to measure
capital controls multiply. Thus, I define the following two variables for use in the
analysis. +1 IMF Controls measures the presence of any restrictions among restric-
tions on current and capital account payments, export proceeds restrictions, and
multiple exchange rates (Milesi-Ferretti 1998). IMF Capital Controls measures the
presence of restrictions on payments for capital account transactions. This variable
has been widely used as a proxy for the existence of capital controls (Alesina, Grilli
and Milesi-Ferretti 1994, Grilli and Milesi-Ferretti 1995, Leblang 1997).

Of course, this approach is far from perfect. First, this measure captures only
the presence or absence of a host of controls, and thus offers little insight into the
likelihood of any particular set of restrictions. Second, this measure does not dif-
ferentiate inward from outward controls.45 Finally, Quinn (1997) argues that the
IMF indicators miss a crucial element in measuring capital account liberalization;

44Schulze (2000) studies this practice in some detail. In advanced industrial countries, the high
volume of trade in services makes skirting capital controls easier by decreasing the costs of “misin-
voicing” by increasing the volume of trade without easily verifiable bills of sale.

45For example, Germany’s controls on capital flows were primarily intended to prevent the mas-
sive capital flight from the United States in the late 1960’s and early 1970’s. That said, countries
employing overly expansive policies are most concerned with exit.
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the IMF fails to take account of the intensity of controls.

While the intuitive validity of this critique gives it power, the danger in such
measures is that they engage a great deal of subjectivity. Quinn and Inclan (1997),
Quinn (1998), and a series of subsequent studies (e.g. Li and Smith (2001a)) have
examined the details of the International Monetary Fund’s (1960-1994) commonly
used indicators of payments restrictions to provide a subjective scale that disaggre-
gates restrictions on inward and outward controls and provides insight into classes
of restrictions on payments for goods, services, and capital.46 Quinn and Inclan’s
(1997) measure of capital openness is also employed as a measure of capital con-
trols. With measures of capital controls in mind, I turn to measuring a country’s
exchange rate regime.

4.2 Exchange Rate Regimes

A flurry of recent papers in important economic journals have considered the mea-
surement of exchange rate regimes.47 This assault is based on two primary observa-
tions. First, the classifications supplied by the International Monetary Fund (1960-
1994) reflect governmental declarations of their exchange rate policy that may not
accurately reflect the government’s exchange rate practices. Second, an additional
problem that undermines the use of IMF exchange rate data is the Fund’s reliance
on official exchange rates that may differ substantially, both in level and dynamic
trajectory, from market determined rates.

For this reason, Reinhart and Rogoff (2003) have reclassified exchange rate
regimes based upon the behavior of market exchange rates. In essence, Reinhart
and Rogoff reclassify countries exchange rate behavior by an analysis of market
exchange rate data that can be used to diagnose the actual exchange rate prac-
tices of monetary authorities. This approach attends to market determined rates
which may embody more information concerning the actual exchange rate policies
of governments. Such studies have led to a broad reevaluation of the relationship
between exchange rate regime choice and economic performance by demonstrat-
ing that many of the declared exchange rate regimes diverge substantially from
the declarations. However, Obstfeld, Shambaugh and Taylor (2003) note that while

46While all are of potential interest, I focus on the indicators of capital account transactions. I
am hesitant to adopt a combination of all six indicators for the same reason I am hesitant to sum
the four IMF categories; this imposes the implicit assumption that these indicators are of a much
finer metric than they actually are because a “unit” on each dimension is treated equivalently in
generating an aggregate score. In addition, I am troubled by the discontinuity between quantity and
price restrictions in Quinn’s measure that in any economic context are equivalent to the comparison
between quotas and tariffs (though with differing welfare consequences).

47I sidestep the issue of the relevant comparison. Economists have debated the feasibility of inter-
mediate exchange rates in the aftermath of recent currency crises and have thus been interested in
more finely differentiating among types of regimes.
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Reinhart and Rogoff (2003) provide a more reasonable method for determining the
market reaction to domestic monetary policy, the behavior of official rates is the
technical commitment device engaged by fixed exchange rates. Without capital
controls, the official rate and the market rate should be identical. In the presence of
capital controls, these two rates may diverge and the commitment to a fixed rate is
only really a commitment to that price for the range of permissible transactions.

The approach to measuring capital controls and exchange rate regimes is sim-
ple. Rather than relying on any one particular indicator, I employ a host of relevant
combinations. This reliance on multiple measures illustrates the robustness of the
theoretical claims and insures that these results are not artifacts of any particular
measure of the phenomenon. With measures of the dependent variables in place, I
now turn to the necessary features for specifying the random utility models to test
the hypothesis that capital controls and exchange rate regimes are jointly endoge-
nous.

4.3 Partisanship and the Control Variables

Four broad classes of factors are argued to generate international economic policy:
(i) international factors and constraints, (ii) interest representation, (iii) economic
factors, (iv) and partisan and institutional influences. These three sets of influences
form the basis of studies into both capital controls and exchange rate regimes, as
well as most studies in international political economy.

Because our focus is quite narrowly the relationship between partisan politics
and financial policy, I discuss these factors by mapping them to the utilities of par-
ticular choices. For example, systemic factors include the Bretton Woods interna-
tional monetary system that relied on the twin pillars of fixed exchange rates and
capital controls. Policy contagion, where competitive deregulation48 is argued to
create a “race to the bottom”, decrease the value of capital account restrictions.
Depending on what one assumes about the returns to scale from a larger system of
fixed rates, changes in the number of fixing states are related to changes in the prob-
ability of fixing. With regard to economic factors, a country’s general disposition
toward the global economy is important, both because of its purported effects on
inflation, e.g. Romer (1993), and because economic openness should increase the
likelihood of fixed rates and decrease the costs of evading capital controls.49 Fur-
thermore, the long-run balance of payments constraint implies that the normalized
current account balance may influence the propensity to adopt or maintain capi-
tal controls. Similarly, interest representation suggests that banks50, multinational

48Measured by the number of states having adopted the policy at time t−1.
49This is measured by exports + imports divided by gross domestic product.
50Operationalized as bank holdings of foreign assets as a percentage private sector assets.
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corporations and trading firms51, and other interests with strong preferences for
mobile capital should generate increasing financial liberalization as their strength
becomes large. Finally, institutional features of the domestic political economy are
often argued to influence the likelihood of capital account liberalization. For ex-
ample, independent central banks52 are argued to decrease the utility of capital
controls and increase the viability of floating exchange rates by providing internal
solutions to credibility problems. Majority governments (with clarity of responsi-
bility – see Powell and Whitten (1993)) may make capital controls more attractive
because they increase the effectiveness of domestic monetary policy where com-
petence is an increasingly important factor in securing reelection.53 Bernhard and
Leblang (1999) argue that proportional representation systems and the coalition
bargaining that they engender create a need for focal points, one of which is the
exchange rate. Thus, fixed exchange rates are arguably more likely to emerge in PR
systems.

I measure the influence of partisan politics in a variety of ways. First, I iden-
tify Left governments using a dummy variable constructed from governments with
50% or more of the seats controlled by Left parties and a dummy variable repre-
senting 50% or more cabinet portfolios held by the Left (Armingeon, Beyeler and
Menegale 2002). Second, I employ the measure developed by Woldendorp, Kemen
and Budge (1998) to classify governments on a five point scale.54 Third, I employ a
measure of the partisan center of gravity (Franzese 1998).55 In part, I use so many
measures of partisanship because I want to ensure that these claims are robust to
different measures. I conclude with a brief assessment of existing research before
turning to model estimates.

Estimates of a single equation alternative on the same set of data, by Li and
Smith (2001b, Table 2 ), yields a direct method for evaluating the effects of substi-
tution. They find that more rigid exchange rates and increasing trade openness
decrease the likelihood of capital account liberalization while the foreign assets of
domestic banks, policy contagion, an improved current account, and majority gov-
ernments increase the likelihood of capital account liberalization.56 Independent
central banks, partisan effects, and the influence of foreign direct investment are
absent from any specification. This pattern of effects disappears when specifica-
tion errors are removed, and a more consistent pattern of effects emerges.

51Foreign direct investment as a percentage of gross domestic investment (FDI/GDI).
52I employ two indicators. The first is a composite of scores from a variety of sources constructed

by Franzese (1998). I also include the legal value of the independence of the central bank measured
by Alex Cukierman (1992).

53There are also reasons to believe that this relationship must depend on the partisanship of the
government. Strong right governments may be able to overhaul fiscal policy and liberalize the capital
account because of its strength. This is, of course, a set of measures that the Left is unlikely to propose.

54This measure increases from Right to Left.
55This measure increases from Left to Right.
56These statistically significant effects appear in at least one of the five models they report.
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5 RESULTS

The analysis is presented in three parts. First, I reanalyze the model presented by
Li and Smith (2001b) to illustrate the consequences of endogeneity and a failure to
model relevant substitution effects in Section 5.1. I then turn to a test of these claims
regarding marginal rates of policy substitution in Section 5.2. I then generalize
these claims to the multiple measures discussed in Section 4.2 and 4.1 in Section
5.3. To preview, I find robust evidence of the influence of partisanship on capital
controls and exchange rate regime choice and the interrelationship between capital
controls and exchange rate regime choice.

5.1 Simultaneous Choices, Part I

I now turn to the results of the policy substitution model in Table 2.57 The evidence
supports virtually all of the hypotheses at conventional levels of statistical signif-
icance. The likelihood that all coefficients are equal to zero can be rejected to the
level of computer precision. Of utmost importance, the hypothesized patterns of
substitution yield substantively and statistically significant results. First, I exam-
ine the effects of substitution effects, captured by the hypothesis that α1 = 0 and
α2 = 0. The estimates of α1 and α2 are clearly negative and nonzero generating
strong evidence of substitution patterns. Furthermore, the estimate of ρ is negative
and different from zero with considerable confidence. This represents the precise
pattern of expected effects, assuming that monetary policy autonomy is primary.
States behave as though fixed exchange rates and open capital accounts are substi-
tutes. Thus, the processes are jointly endogenous and the effects of endogeneity are
dramatic. I find strong evidence of partisan effects using the same data that had
previously generated null findings with the only change resulting from a model of
policy substitution.

5.1.1 Partisan and Institutional Factors

Partisan and institutional factors play an important role in choices concerning both
the exchange rate regime and capital controls. Furthermore, while previous studies

57A final feature of the data is that observations represent country-government-years and not
country-years (Li and Smith 2001b). This change is justified because multiple governments sit in a
given year. For example, assessing the United Kingdom’s liberalization of the capital account in 1979
as representative of the progressiveness of Labour would be overlooking the election of Thatcher
and the ensuing policy changes. This sampling method is designed to facilitate appropriate tests of
partisan hypotheses (Li and Smith 2001b). This is not necessary as I estimate models on a sample of
data without this feature in the next part. To facilitate the comparison with previous results, I have
placed the equivalent findings reported by Li and Smith (2001b, Table 2) in the left most column.
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have found mixed results, I find strong and consistent patterns of partisan and in-
stitutional influence on the substitution patterns among fixed and flexible exchange
rates and capital account liberalization.

For example, Left governments are more likely to generate decreases in finan-
cial liberalization, all other things equal. This claim is supported by the right-
left composition of government’s negative association with capital account liber-
alization and the positive link between left governments and fixed exchange rates,
which is in turn, negatively related to capital account liberalization through the
instrument. Thus, governments of the Left are statistically significantly less likely
to liberalize the capital account both directly and indirectly through increasing ex-
change rate rigidity. This pattern also comports with our expectations regarding
the general tendency of Left governments presented in Section 2.3.

Contrary to previous results, though consistent with theoretical expectations,
independent central banks with important monetary authority increase the likeli-
hood of both open capital accounts and fixed exchange rates, all other things equal.
However, in both cases, the effects are muted through the indirect effects of policy
substitution, though the net effect is a substantial increase in the joint probability
of an open capital account and more rigid exchange rate determination. This con-
forms to theoretical expectations to the extent that independent monetary authori-
ties constrain governments from opportunistic monetary manipulation.58 Systems
of proportional representation are more likely to result in fixed exchange rates.
Considering direct and indirect effects, PR systems increase the likelihood of fixed
exchange rates and increase the probability of capital controls. By contrast, major-
ity governments are more likely to generate capital account liberalization, which in
turn, decreases the rigidity of exchange rate determination. Of course, part of this
may be explained by the types of countries most commonly characterized by major-
ity governments in the sample (the United Kingdom, Japan, Canada) all countries
with floating exchange rates and open capital accounts.

5.1.2 Economic, Structural, and Interest Group Explanations

There is mixed support for interest group explanations. The level of foreign direct
investment is statistically and substantively related to capital account liberaliza-
tion. While the substantive effects are small, they clearly indicate the pressure for
capital account liberalization resulting from increasing internationalization of do-
mestic firms. The same phenonmenon, acting through the banking sector, yields
insignificant results. However, a test of no joint effect is comfortably rejected.59

58One dominant motivation for capital controls is thought to be seignorage, though seignorage
becomes less feasible when control over monetary instruments is delegated to an independent central
bank. Leblang (1997) examines this hypothesis for developing countries.

59The L-R test value is approximately 22, with 2 degrees of freedom, p < .0001.
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With confidence, there is some support for interest group explanations, though the
substantive effects are smaller than those for partisan and institutional factors.

Two measures of economic factors were included to capture the effects of cur-
rent account balances and the level of trade openness on exchange rates and the
capital account. As is hypothesized in numerous places, the level of openness has
a substantial effect on the likelihood of a fixed rate of exchange and an open capi-
tal account. The net effects of openness are strongest on fixed exchange rates with
more modest implications for capital account liberalization. The current account
balance generally increases the likelihood of an open capital account and has no
direct effect on the exchange rate regime but a small, positive indirect impact. The
importance of economic factors should not be understated. The current account
and trade openness are influential in predictable ways in the interdependent choice
between fixed exchange rates and an open capital account.

The role of structural factors is significant in explaining both exchange rate
regime choice and capital account liberalization. For example, the measure of
policy contagion dramatically increases the likelihood of capital account liberal-
ization and increases the flexibility of the exchange rate. Numerous studies have
previously cited the importance of competitive deregulation by income-group or
among OECD countries (Garrett, Guisinger and Sorens N.d., Li and Smith 2001b).
Of greater statistical and substantive significance is the Bretton Woods system. The
Bretton Woods period at the beginning of the sample is strongly correlated with
a fixed exchange rate, which then indirectly decreases capital mobility. While the
effect is statistically insignificant in the capital controls equation, the net effect re-
mains large in inhibiting capital account liberalization. In sum, the effects of struc-
tural factors are statistically and substantively significant and highlight the impor-
tant role played by a dynamic international context.

These results strongly support the theoretical claims. The nuanced explanation
of Left behavior is consistent with the evidence and clarifies prior mixed results.
However, most importantly, these results demonstrate the importance of substi-
tution effects between exchange rate regimes and capital account regulation. With
this evidence in hand, I embark on cross-validations and extensions of these results
to consider differences in the relationships between capital controls and exchange rate
regimes.

5.2 Comparing Substitution and Partisan Patterns of Substitution

I now briefly recap and extend the theorizing in Section 2.3.3. To further explore
the mechanism linking capital controls and exchange rate policies with partisan
politics, I must consider the ways that partisanship may influence the interactions
between capital controls and exchange rate regimes. A variety of possible rela-



PARTISAN SUBSTITUTION - R. W. WALKER 25

tionships emerge.60 Most obviously, one could advance a no partisan differences
hypothesis that suggests no differences in the relationship between capital controls
and exchange rate regime choice for Left and other governments. This hypothesis
generates the expectation that interacted α· = 0.

One might assume that the singular mix of desirable policies for the Left gen-
erates a self-enforcing tendency to both adopt capital controls and fix the exchange
rate. Such a claim would imply that α tied to the interacted endogeneous variables
is greater than zero. This implies that while general substitution patterns exist,
such as those examined in the previous section, the singular preference for capital
controls and fixed rates is self-reinforcing and differentiated on both dimensions.
In the random utility framework, this implies that the utility of capital controls is
increasing in exchange rate fixity and that the utility for fixed rates are increasing
in capital controls. It is the latter claim that is most difficult to maintain. In particu-
lar, this requires the assignment of a preference for exchange rate fixity to govern-
ments of the Left over and above the influence of capital controls. Why? Simply,
because the relevant converse implies that, all other things equal, as the propensity
for selecting controls decreases, Left governments should be more inclined to re-
treat from exchange rate commitments. Citing the work of Herrendorf (1999) and
Canavan and Tommasi (1997), at the margins, Left governments are forced to con-
front a larger inflation bias than governments of other ideological stripes because
it is more difficult for governments of the Left to credibly claim the influence of the
stochastic process has dominated their innate preference for creating inflation.

If the aforementioned arguments are correct, one might assume that the cred-
ibility problems facing Left governments are more pronounced than those facing
other governments, thus increasing the likelihood that capital controls are adopted
given some level of exchange rate rigidity. This leads to the expectation that Left
governments are more likely to demand stricter controls with a given propensity
for fixed rates, interacted α2 > 0, but that no variation need exist in the relationship
between controls and the exchange rate regime, aside from the general undifferen-
tiated pattern found in the previous section.

I now explore this linkage by replicating the results on the sample of data ana-
lyzed by Bernhard and Leblang (1999), reported in Table 3. The right three columns
report estimates of the same model as in Table 2, while the left three columns
interact the endogenous variables with a binary indicator of Left governments.
The theoretical mechanism outlined previously suggests that Left governments are
likely to pursue first-order objectives through capital controls making second-order
exchange rate preferences secondary. While all governments should substitute
among policies, the patterns of substitution for Left governments should dramat-
ically favor capital controls. Thus, all other things equal, the parameter capturing

60I recount the algebraic manipulations that facilitate this analysis in Appendix A.1.
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substitution effects in the capital controls equation should be of greater magnitude
for Left governments.

A test of this hypothesis requires comparing the two coefficients in Column 1
on y∗2 with Column 5 for each equation. The evidence clearly demonstrates that
all governments substitute among policies exhibiting the same pattern as before
(note the coding of one dependent variable changed). Furthermore, in the capital
controls equation, the Column 5 estimate is a weighted average of the estimates in
Column 1, but the confidence intervals of the two estimates in Column 1 do not
overlap. In other words, it is unlikely that the two estimates of substitution effects
are generated by the same distribution.61 Therefore, the results provide evidence
that governments do indeed substitute differently. Furthermore, the estimate for
Left governments is substantially larger than that of other governments. Thus, all
other things equal, governments of the political Left restrict capital flows more,
given some increase in the rigidity of the exchange rate, than do other types of
governments. At the same time, the results reported in Column 1 for the exchange
rate regime equation suggest that there is no difference in the substitution pat-
terns of different partisan governments, capital controls have the same effect across
types. Thus, the evidence detailing the relationship between capital controls and
exchange rate regime vary among partisan governments in theoretically consistent
ways.

To clarify the important effects of partisan differences in patterns of substitu-
tion, Figure 1 displays the probabilities of the four possible combinations of out-
comes (on the y-axis) against the indicator of partisanship created by Woldendorp,
Kemen and Budge (1998). As governments become more leftist (moving to the
right on the Figure), the probability of all outcome categories except Capital Con-
trols - Fixed Exchange Rates decreases. At the same time, as governments become
more leftist, the probability of choosing capital controls and fixed exchange rates
increases significantly. Just as the estimates in Table 3 suggest, partisanship has a
profound influence on the patterns of policy substitution.

To demonstrate that this results is not an artifact of the measure, I reestimated
the models substituting a measure of the partisan center of gravity (Left-Right). As
Figure 2 clearly illustrates, the effects of partisanship are dramatic and remain so
when employing different measures of partisanship. As the government becomes
more rightist in orientation, the probability of adopting capital controls decreases
rather dramatically. While the combination of flexible rates and capital controls
remains largely unchanged as governments move to the Right, the most dramatic
movements are decreasing the probability of capital controls and fixed rates and
increasing the probability of floating rates with open capital markets. In sum, there
is strong evidence of partisan patterns of substitution that are consistent with the

61A likelihood ratio test of differences in overall substitution patterns by partisanship clearly favors
the more nuanced view.
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Figure 1: Predicted Probabilities for Keman, Woldendorp, Budge Scale
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Left-Right Scale
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Figure 2: Predicted Probabilities for Franzese’s COG Scale

arguments provided in this section.

To briefly illustrate the effects of the endogenous variables, Figure 3 graphs the
influence of increasing exchange rate rigidity on outcome probabilities. The graph
makes clear that as the level of exchange rate fixity increases, the likelihood of
the unique combination of fixed exchange rates and capital controls dramatically
increases, while the probability of other outcomes decreases.

Figure 4 illustrates the relationship between capital controls and outcomes. In
particular, we see that an increasing propensity toward the adoption of capital con-
trols dramatically increases the likelihood of fixed rates and capital controls, while
marginally influencing the probability of floating rates and capital controls. By
contrast, as the latent index of capital controls increases, the probability of fixing
and flexing with open capital markets decreases

Thus, there is evidence outlining both the mechanism of substitution and the
observable consequences that cannot be rejected by the data. This section has pre-
sented evidence obtained from models for policy substitutes leading to the follow-
ing general conclusions. First, there is no evidence to reject the claims of substitu-
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Figure 3: Predicted Probabilities for Exchange Rate Prediction
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Figure 4: Predicted Probabilities for Capital Controls Prediction
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tion between capital controls and exchange rate policy. Further, this interrelation-
ship among policies plays a crucial role in clarifying the influence of governments
of the Left. Certainly, all other things equal, governments of the political Left favor
capital controls because they ease adjustment and facilitate redistribution, even
though previous studies have failed to substantiate this claim. The real insights
result from characterizing the political determinants of substitution patterns and
demonstrating the source of obfuscation: endogeneity and incoherence that com-
bine to generate a mixed empirical record. Solutions to these problems make clear
the influence of partisan governments on both capital controls and exchange rate
policies. Of utmost importance, I have shown that the relationship between capital
controls and exchange rate regimes differs dramatically between Left and other govern-
ments. I now extend these results to multiple measures of exchange rate regimes
and capital controls to rule out the possibility that these results are an artifact of
individual measures of capital controls and exchange rate regimes.

5.3 Multiple Measures of Capital Controls and Exchange Rate Regimes

To expand the inquiry, I examine the robustness of the mechanism relating partisan
politics to the effects of capital controls on exchange rate regimes and vice versa.
This robustness check utilizes variation on the three central indicators for demon-
strating these effects.62 These tables are augmented with bootstrap estimates of the
95% confidence interval to ensure that the results are not artifacts of endogeneity
and that proper estimates of uncertainty accompany the parameter estimates.

I briefly justify the array of independent variables that I focus on. As before,
our central interest is in the influence of partisanship on capital controls and ex-
change rate regimes and I employ a two measures of the substitution mechanism
(left parties and left cabinets) and two measures of the general left-right inclina-
tion of the government. In addition, I examine the relationship between the level
of ideological heterogeneity within a government and exchange rate regimes and
capital controls.63 Evaluating the influence of institutions, I also consider the role
of independent central banks64 and corporatist structures. Finally, I illustrate the
importance of past inflation performance in influencing these choices.

The control variables consist of factors previously documented to influence cap-
ital account liberalization and exchange rate regime choice in the studies reported
in footnotes 3 and 4. Generally, these controls fall into two camps, those motivated

62Table 12 reports data sources and measures for this sample of data. Table 4 reports summary
statistics for these data.

63These are measured using the absolute and standard deviations of ideological positions of parties
within a government by Franzese (1998).

64I measure central bank independence using the composite measure developed by Franzese
(1998). I have also examined measures from Cukierman (1992).
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by purely economic logic and those motivated by interests thought to be induced
by economic factors. Insofar as pure economic logic is concerned, changes in do-
mestic credit and reserves, country size and population, have all been argued to
influence exchange rate regime choice citing the logic of optimum currency areas
(McKinnon 1963, Mundell 1961) or their implicit influence on the maintenance of
the policies in question. Similarly, economic factors that translate into constituency
demands include indirect taxation, liquid liabilities, terms of trade, and economic
openness. For example, changes in a country’s terms of trade (export prices / im-
port prices) create an increasing need for exchange rate stability. All things consid-
ered, increases in the terms of trade imply that either (i) that a country’s exports are
becoming less competitive, or (ii) that a country’s import-competing sector is be-
coming less competitive.In either case, government’s responsible to domestic eco-
nomic agents are likely to feel pressure to reduce the role of the exchange rate in
decreasing competitiveness.

Remaining mindful of identification and of the need for quality instruments,
these models include identifying variables that were repeatedly tested in alterna-
tive specifications and shown to be unrelated to the equation from which they are
omitted.65 The following models present alternative sources of evidence that all
lead to patterns consistent with the partisan substitution thesis.66 As a result, I re-
port a representative sample of results obtained from models using the indicators
discussed in the previous section.

First, Table 5 reports the relationship between the Reinhart-Rogoff measure of
exchange rate regimes and the IMF’s measure of restrictions on capital account
transactions for legislative dominance of the Left.67 As can be seen, the substitution
patterns are very similar to those reported in Table 3. Capital controls influence
the likelihood of fixed exchange rates for all government types, but exchange rate
rigidity increases the likelihood of capital controls only for leftist governments.

Table 7 reports the same model replacing the Woldendorp, Kemen, and Budge
measure of government Right-Left orientation with the partisan “center of gravity”
and the substitution mechanism changes from seats to cabinet portfolios. The re-
sults are almost identical. To elaborate, capital controls influence the likelihood of
fixed exchange rates for all government types, but exchange rate rigidity increases
the likelihood of capital controls only for leftist governments. This provides further
evidence of the substitution mechanism that I have outlined. We next turn to an
analysis of the relationship between country-declared exchange rate regimes and a
composite measure of capital controls in Table 9.

65There are formal tests for exogeneity that were also examined.
66The number of feasible combinations of the above indicators is quite large, thus only summary

information and specific examples can be provided.
67Where legislative dominance is defined as having more than half of the seats in the lower house

held by parties of the Left.
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The patterns reported in Table 9 strongly suggest the importance of the partisan
substitution thesis. First, capital controls make fixed exchange rates more likely
and this effect is considerably stronger for governments of the Left than it is for
other governments. However, in terms of magnitude, these effects are swamped
by the effects of exchange rate regime choice on capital controls. In particular, for
non-leftist governments, increasing exchange rate rigidity decreases the likelihood
of adopting at least one capital control. However, for leftist governments, the mini-
mum value of exchange rate fixity generates an increase in the likelihood of adopt-
ing controls. Furthermore, as the level of exchange rate rigidity increases, leftist
governments are considerably more likely to adopt controls. This pattern is consis-
tent with the evidence presented in the previous section and in the previous two
tables. Put simply, there is robust evidence that leftist governments have strong
preferences for capital controls, and also that leftist governments prefer more sig-
nificant restrictions on capital mobility as exchange rate rigidity increases.

As a final test of the robustness of these results, I reestimate the model in Ta-
ble 9 by altering the substitution mechanism (now legislative dominance) and em-
ploying Quinn’s (1997) measure of capital account openness. The results are very
similar to those reported in Tables 3, 5, and 7.68 As before, all governments become
more likely to adopt fixed exchange rates as capital account openness decreases,
though this effect is rather weak. However, Left governments become strongly
more likely to limit the openness of the capital account as exchange rate rigidity in-
creases. As I argued previously, there is robust evidence for an interactive view of
the relationship between capital controls and exchange rate regimes consistent with
a partisan substitution thesis. Furthermore, the effects are consistent with the view
that fixed exchange rates only make capital controls more likely for leftist govern-
ments. There is limited evidence of ubiquitous substitution patterns, instead these
patterns critically depend on the partisanship of the government making policy. As
I have shown, Left governments display unique patterns in the interrelationship
between capital controls and exchange rate regimes and these patterns are consis-
tent with standard assumptions concerning the preferences of the Left in positive
political economy.

To examine these patterns, I first graph the effect of the partisan center of grav-
ity in a model with partisan substitution (-PS) and one without in Figure 5.69 As the
figure makes clear, moving from Left to Right, an important effect on both policies
emanates from the partisanship of the government. In the model of partisan sub-
stitution, there is strong differentiation with Left parties being significantly more
likely to impose controls. However, the differences between the two mechanisms

68Recall that the Quinn indicator becomes more open as it increases. Therefore, the directional
effects are opposed to those presented in the other results.

69The dependent variables are Reinhart and Rogoff (2003) measure of fixed rates and the IMF
measure of capital account restrictions.
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Figure 5: Comparing Partisan Substitution and Substitution Models

dissipate as we move to the right. In the extreme, a conservative regime is no
more or less likely to choose controls between the two models. As a final note on
the capital controls results, I point to the size of the confidence interval, which is
considerably more precise under the partisan substitution model. I argue that this
accuracy may simply arise from improving model specification.

To graphically illustrate the power of the partisan substitution thesis, Figure 6
graphs predictions from Table 11 in the top two panels and a minor modification
of the substitution mechanism in the bottom two panels against the partisan “cen-
ter of gravity”.70 In the two left panels, we see that as government partisanship
becomes more centrist/rightist, the likelihood of adopting fixed rates decreases
dramatically. In fact, at the point at which the partisan substitution mechanism
is disengaged, we see a sharp break and significant decline in the probability of
adopting fixed rates, whether we use the number of seats or cabinet portfolios to
measure the influence of the Left. What is clear from the two left panels of Fig-

70The modification in the substitution mechanism is that left governments are now those govern-
ments with 50% or more of the cabinet portfolios allocated to parties of the Left.
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Figure 6: Illustrating the Magnitude of Partisan Differences

ure 6 is that as governments become more rightist, the likelihood of fixing the ex-
change rate precipitously declines. The top right panel displays a general trend
between partisanship and the Quinn indicator of capital account openness. In gen-
eral, as Left governments become governments of the Center and Right, the prob-
ability of moderate restrictions on the capital account remains highest while the
probability of severe restrictions decreases. In addition, the probability of unfet-
tered capital movements increases very slowly until we reach governments that
are clearly Right-of-Center. The bottom right panel makes clear the strength of par-
tisan substitution. For example, the probability of significant restrictions on capital
account transactions decreases slowly for nominally Leftist governments and then
decreases fairly rapidly for non-Left governments. These changes are mirrored in
the probability of intermediate restrictions, with slight increases occurring under
Left regimes that then dissipate for governments of the center and Right. As be-
fore, the probability of an open capital account, all other things equal, only begins
to increase for governments that are clearly Right-of-Center.

To briefly focus on the importance of capital controls in the partisan substitution
thesis, Figure 7 graphs the probability of adopting IMF capital account restrictions
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Figure 7: Further Illustrating the Magnitude of Partisan Differences

as a function of changes in the ideological persuasion of the government, measured
by Woldendorp, Kemen and Budge (1998). In particular, this graph compares pre-
dicted probabilities from a model with no partisan distinction in the relationship
among the endogenous variables to a model in which these relationships are al-
lowed to vary among Left and other governments. Though the two confidence in-
tervals initially cover the same values, shortly before the midpoint (a true centrist
government), the partisan substitution model predicts a statistically significant in-
crease in the likelihood of capital controls, all other things equal. Governments rep-
resenting the Left end of the ideological spectrum are shown to be clearly different
from governments of other persuasions, with these differences primarily expressed
in their propensity to control capital account transactions.

Figure 8 displays the differences that ideological variation has for governments
of the Left and Right. From left to right, the degree of heterogeneity in govern-
ments is mapped to capital controls and exchange rate regime choice for Left (-PS)
and other governments. Of course, for governments of the Left, fixed exchange
rates and capital controls are always most likely, all other things equal. In partic-
ular, Figure 8 illustrates that Left governments are extremely likely to adopt fixed
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rates, as Reinhart and Rogoff (2003) judge them. There is strong evidence linking
ideological heterogeneity to increasing levels of external constraint. Furthermore,
this propensity to seek outside anchors increases, but does so more quickly for gov-
ernments of the Left than other government types. A similar picture emerges with
respect to capital controls. Capital controls become more likely as governments be-
come more heterogeneous, and this tendency is magnified for Left governments.
Heterogeneity increases the likelihood of capital controls for all types of govern-
ments but does so more heavily and slightly more rapidly for governments of the
political Left. Of utmost importance for the underlying argument, there is clear ev-
idence of a partisan distinction in the influence of heterogeneity on financial policy
choice.

This result should not be surprising. Heterogeneity behaves very much like
simple inflation tolerance in a two-type model because heterogeneity undermines
commitment to inflation-discipline. Governments held together by heterogeneous
coalitions are unlikely to undertake fiscal consolidation leaving them likely to re-
quire the flexibility of capital controls. At the same time, given the transparency
of the exchange rate as a commitment device and the inherent policy commitment
problems for heterogeneous coalitions, it is reasonable that governments become
more heterogeneous and fix the exchange rate. Because governments of the Left
have less inherent credibility, the patterns described in Figure 8 are consistent with
the view that heterogeneity undermines credibility, thus having greater effects on
the Left than the Right.

We next turn to differences in the relationship between internal and external
constraint that depend critically on the partisanship of the government. Figure 9
displays the relationship between central bank independence and financial policy
choice. As is widely shown, central bank independence decreases the likelihood of
capital controls and of fixing the exchange rate. The patterns exhibited in Figure 9
highlight important differences in the effect of delegation. For example, fixed ex-
change rates become less likely, and rapidly, at considerably lower levels of central
bank independence for non-Left governments. Only at levels considerably above
the mean does central bank independence override the leftist tendency to fix the
exchange rate. With considerably less potent effects, central bank independence
also lowers the likelihood of capital controls for all types of governments. How-
ever, Left governments liberalize less slowly than do governments of other types.
In fact, even with the most independent banks, strongly Leftist governments have
a nontrivial probability of restricting capital flows. What is most clear from the fig-
ure is that the partisanship of the government strongly influences the interaction
between internal and external sources of constraint.

Past levels of inflation exhibit an interesting and distinct pattern of partisan
influence on international financial policy. As the inflation rate increases, govern-
ments of all types become likely to fix the exchange rate and import monetary dis-
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Figure 8: The Effect of Variation within Governments on Exchange Rate Regimes
and Capital Controls from a minor modification of Table 7. FIX-PS/ CC-PS is the
probability of fixing/capital controls with a Left government, FIX/CC is the probability of
fixing/capital controls with a Right government
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Figure 9: Central Bank Independence, Capital Controls, and Exchange Rate Regime
Choice in Table 5. FIX-PS/ CC-PS is the probability of fixing/capital controls with a Left
government, FIX/CC is the probability of fixing/capital controls with a Right government.
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Figure 10: Inflation, Capital Controls, and Exchange Rate Regime Choice in Table
5. FIX-PS/ CC-PS is the probability of fixing/capital controls with a Left government,
FIX/CC is the probability of fixing/capital controls with a Right government.

cipline. Figure 10 shows that governments of all types become significantly more
likely to seek a nominal anchor for monetary policy with high levels of past infla-
tion. Further submitting to discipline in the presence of an inflation bias, capital
controls rapidly become less likely at low levels of past inflation for all govern-
ments. However, Left governments showcase their general inflation tolerance by
hanging on to restrictions on capital movements at higher rates of inflation. With
price stability, Left governments maintain a high propensity for choosing capital
controls and it is only when price stability is lost (around 4% per annum inflation)
that capital controls become less likely. The relationship between past levels of in-
flation and international financial policy crucially depends on the partisanship of
the government setting policy.
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6 SUMMARY AND CONCLUSIONS

We set out three goals. The first was to provide a convincing demonstration of
theoretically necessary substitution effects in the study of exchange rate regimes
and capital controls. A choice model inspired by the Mundell-Fleming model and
the statistical evidence strongly support this reasoning. The second was to clarify
the contentious relationship between the political Left, financial liberalization, and
exchange rate rigidity. The empirical evidence supports the hypotheses that par-
tisanship is related to the choices and the relationship among the choices using a
variety of indicators for all of the central tenets. A third related issue is demon-
strating the perils of ignoring endogeneity. The arguments in Section 3.1 suggest
that simultaneous equation techniques provide the sole mechanism for overcom-
ing incoherency in statistical modelling. The role of partisanship and the previous
mixed findings combine to suggest that endogeneity has profound consequences
for inferences in simultaneous choice settings.

First, reproducing these results for the developing world provides new chal-
lenges because of the lack of comparable cross-country measures of partisanship.
There is the further difficulty of applying these arguments to political systems with-
out regular political competition. However, some stylized models of domestic pol-
itics that counterpose the provision of public and private goods in democracies
and nondemocracies might lead to similar predictions. Further work is required to
flesh out these conclusions.

Second, incorporating monetary and fiscal policy is an obvious extension that
would completely characterize the system.71 Clark and Hallerberg (2000) and Clark
(2003) exploit capital mobility and exchange rate regime choices as exogenous con-
strains on the use of monetary and fiscal policies in a study of political business
cycles. They largely reject a partisan approach in favor of opportunistic manipu-
lation. Contrasting this view, Milesi-Ferretti (1995) models partisan cycles in ex-
change rate policy to show that Left governments prefer fixed rates for inflation
credibility, while inflation-averse governments are advantaged by floating rates.

Third, substitute choices appear in other decision contexts that provide easy
application of the general arguments regarding policy substitution.72 I argue that
policy substitution is best captured by explicit rendering as a testable hypothesis.
Proper characterizations of the choice set and the relations among choices should
be tested rather than assumed.

To summarize, I have demonstrated the importance of policy substitution in

71Adequate measures of this monetary independence are elusive (Rose 1996).
72The issue of misinvoicing current transactions may have analogous effects on payments liber-

alization measures such as Quinn’s (1998). Evidence reported in a previous iteration of this project
supports dependence between capital and current payments representative of current account re-
strictions explicitly designed to support capital controls.
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international economic policies and the role that substitution can play in clarify-
ing broad theoretical assertions. Further, I have implicitly advanced the claim that
more direct correspondence between theories and data provide an improved con-
text for evaluating alternative theoretical claims. Finally, I hope to have provided
a useful treatment of issues in nonrecursive choice modelling that can be used to
explore similar situations of simultaneous choice in logically coherent ways.

More importantly, I have highlighted important theoretical distinctions between
Left and other governments in the mix of international financial policies. There is
substantial empirical evidence to suggest that these differences are an empirical
regularity among OECD countries, contra previous findings, and that the specific
nature of the interaction among exchange rate regimes and capital controls is con-
sistent with a rational partisan view. Though Alesina, Roubini and Cohen (1997,
p. 254) claim that “by focusing on one policy instrument at a time, one obtains a
blurred picture, because of the multitude of available instruments and their com-
plex relationship with policy outcomes, the ultimate goals of policymakers,” this
paper makes clear the importance of considering related policies for generating
insights into the complex relationship between policy instruments and policy out-
comes. Furthermore, when related policies are considered in tandem, one obtains
a clear picture of partisan implications for international financial policy.
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A ELABORATION OF THE SIMULTANEOUS PROBIT MODEL

Consider a nonrecursive system of two endogenous and unobserved continuous
latent variables, u∗1 and u∗2, measuring the utility for exchange rates and capital
controls, characterized by:

u∗1 = X1β1 + α1u
∗
2 + ε1 (19)

u∗2 = X2β2 + α2u
∗
1 + ε2 (20)

where X1 and X2 are sets of exogenous variables that satisfy rank and order condi-
tions, ε1 and ε2 are independent normal random errors, and β and α are parameters
to be estimated.73 The construction endogenizes u∗1 and u∗2 as jointly dependent
on one another.74 Conceptualizing u∗1 and u∗2 as propensities to select policies, if
α1 < 0, then y1 becomes less likely as y2 becomes more likely. Similarly, if α1 > 0,
then y1 becomes more likely as y2 becomes more likely. Cases where the elements
of α are negative imply substitution and cases where the elements of α are posi-
tive imply complementarity. Though we do not directly observe the u∗’s, we do
observe the endogenous variables, y, according to the following rule,

yk =
{

1 if u∗k ≥ 0
0 if u∗k < 0

(21)

for k=1,2. From the rule governing data generation and the structural equations in
26 and 27, we can construct

u∗1 = X1π1 + X2π2 + ν1 (22)

u∗2 = X1π3 + X2π4 + ν2, (23)

the reduced form equations.75

Define X to be a matrix of all exogenous regressors, so that we can rewrite (22)

73Note, this is not an interpersonal utility dependence, it is an intrapersonal utility relationship.
74It is in this way that a standard bivariate probit models fails to properly capture substitution

effects. The standard bivariate probit (or a multivariate extension) models substitution via negative
relationships among the errors rather than conditioning the probability of events on the expected
probability of the other event. Relegating the central variable of interest, substitution to a nuisance
parameter does not adequately capture the theoretical mechanism. Negative correlations in the dis-
turbances could represent a common omitted factor.

75Where

π1 =
β1

1− α1α2
, π2 = α1β2

1−α1α2
, ν1 =

α1ε2 + ε1
1− α1α2

,

π3 =
β2

1− α1α2
, π4 = α2β1

1−α1α2
, and ν2 =

α2ε1 + ε2
1− α1α2

.
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and (23) as

u1 = Xπ1 + ν1 (24)
u2 = Xπ2 + ν2. (25)

Because u∗1,2 are only observed according to (21), we cannot directly estimate (24)
and (25), but must estimate the reduced form parameters to scale, π1

σ1
and π2

σ2
where

the variances of ν1 and ν2 are σ2
1 and σ2

2 , respectively. Writing û∗1 = u∗1
σ1

and û∗2
= u∗2

σ2
, we can estimate functions of the structural parameters that yield consistent

estimates,

u1 = X1
β1

σ1
+ ŷ∗2α1

σ2

σ1
+ ε1 (26)

u2 = X2
β2

σ2
+ û∗1α2

σ1

σ2
+ ε2 (27)

To summarize, the process for estimating these models is,

1. Estimate reduced-form analogues by probit.

2. Use the estimates of π̂1 and π̂2 to generate predictions of û1 and û2, respec-
tively.

3. Estimate the structural probit equations using û1 and û2 as indicators of the
endogenous variables and X1 and X2 as the set of conditioning variables (en-
suring, of course, that X1 and X2 satisfy rank and order conditions).

4. Correct the standard errors for the presence of the endogenous regressor us-
ing (a) bootstrap techniques or (b) parametric corrections (e.g. Mallar (1977)
and Maddala (1983, p. 246–47)).

The bootstrap technique takes advantage of case resampling, with replacement,
to generate estimates of the uncertainty surrounding the parameter estimates by
simulating the estimation uncertainty in the predictions of the endogenous regres-
sors. The procedure, as implemented, draws a sample of size N with replacement
from the data. The steps 1. - 3. above are repeated r times with the empirical
distributions of the structural parameters obtained from summary statistics on the
bootstrap estimates.

To illustrate Mallar’s (1977) and Maddala’s (1983) approach to a parametric cor-
rection, define φ(·) as the standard normal p.d.f. of ·, and Φ(·) as the standard
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normal c.d.f. of ·,

Γ1 =
[
α1

σ2

σ1

β1

σ1

]
Z1 = [ŷ∗2 X1]

Γ2 =
[
α2

σ1

σ2

β2

σ2

]
Z2 = [ŷ∗1 X2]

φi = φ(ZiΓ
′
i) Φi = Φ(ZiΓ

′
i)

gi = yi − Φ(ZiΓ
′
i) ai = φi

Φi(1−Φi)
.

Note that gi is a general binary residual that most heavily penalizes pure indiffer-
ence. Further, combine the above elements to create,

W1i = 1
N

∑N
1 φiaiZ

′
iZi W2i = 1

N

∑N
1 φ¬ia¬iXX

′

W3i = 1
N

∑N
1 φiaiα1

σ2
σ1

Z
′
iX

′
W4i = 1

N

∑N
1 φiaiφ¬ia¬igig¬i

σ2
σ1

XZi

The asymptotic covariance matrix is then given by,

W−1
1i [W1i −W3iW−1

2i W4i −W
′
4iW

−1
2i W′

3i + W3iW−1
2i W

′
3i]W

−1
1i

A.1 The Algebra of Hypotheses Concerning Marginal Rates of Substi-
tution

Let us begin with the same general framework, but specify a slightly different set
of structural models – models where the endogenous choices are interacted with
some binary variable taking one of two mutually exclusive states. Suppose that di

takes the value one if the cabinet contains a Left majority and zero in all other cases.
The working hypothesis that we wish to examine is the hypothesis that there is no
difference in the marginal rates of substitution for Left and non-Left cabinets, di.
We write the model as,

y∗1 = X1β1 + y∗2α1 + diy
∗
2α1d + ε1 (28)

y∗2 = X2β2 + y∗1α2 + diy
∗
1α2d + ε2. (29)

From the above model, it is clear that we are allowing the mapping of y∗ to depend
on di so that directional hypotheses concerning the marginal rates of substitution
can be tested as a directional relation between α·d and zero. We must now ask how
this influences the reduced form equations.

Deriving the pseudo-reduced forms yields a model that interacts all of the con-
ditioning variables in X with di, excepting those variables that are present in struc-
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tural equation i but are not included structural equation ¬i,76

y∗1 = X1β1 + X2β2α1 + diX2β2α1d + ζ1 (30)
y∗2 = X2β2 + X1β1α2 + diX1β1α2d + ζ2, (31)

where in both cases,77 the relevant denominator is

1− α1α2 − di[α2 + α1α2d + αidα2d].

Following the logic of consistent estimators, simple hypothesis tests in the struc-
tural equations, combined with appropriate measures of uncertainty, then facilitate
examination of the hypothesis that different decision-makers view the tradeoffs
among policies differently in otherwise identical circumstances.

76These are the variables that identify y∗i .
77For completeness, note that ζ1 = ε1 + α1ε2 + diα1dε2 and ζ2 = ε2 + α2ε1 + diα2dε1 and that

there are six parameters recovered from estimation of this reduced form and six unknowns, so that
the system is exactly identified.
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Table 1: Summary Statistics
Variable Obs Mean Std. Dev. Min Max

Fixed Exchange Rate 774 0.680879 0.466438 0 1
Open Capital Account 774 0.410853 0.492307 0 1

Bankt−1 772 21.40494 18.88197 0 79.29825
FDI
GDI t−1

755 4.30224 5.749285 -12.4917 28.45915
CurrentAccount

GDP t−1
755 -1.01544 3.315513 -15.9567 7.572526

Opennesst−1 755 61.33288 27.05949 15.50744 163.8624
Majority 774 0.258398 0.438037 0 1

WKB Right-Left 773 2.408797 1.550873 1 6
CBI 774 0.344044 0.148235 0.15 0.69

Contagion 774 30.98966 7.066119 20 52
Bretton Woods 774 0.20801 0.406147 0 1

Left govts. 774 0.187339 0.390435 0 1
PR 774 0.664083 0.472616 0 1
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Table 2: FIML Bivariate Probit Estimates: Li and Smith
Equation for Capital Controls (NOTE: Controls=0)

L-S Result Variable Coefficient Standard Error Z P (|Z| > z)
- Constant -3.36928 0.398662 -8.451 0
+ Bankt−1 5.01E-04 6.77E-04 0.741 0.4589
0 FDI

GDI t−1
5.14E-02 9.67E-03 5.318 0

+ CurrentAccount
GDP t−1

9.07E-02 2.01E-02 4.504 0
0 Opennesst−1 8.29E-03 2.32E-03 3.577 0.0003
+ Majority 0.513481 0.152452 3.368 0.0008
0 WKB Right-Left -0.10123 3.66E-02 -2.767 0.0057
0 CBI 1.68131 0.34548 4.867 0
+ Contagion 6.94E-02 9.32E-03 7.446 0
0 Bretton Woods -0.15235 0.151924 -1.003 0.316

y∗2 (α1) -0.15077 2.18E-02 -6.911 0
Equation for Fixed Exchange Rates

Constant -1.12014 0.1836 -6.101 0
Opennesst−1 3.72E-03 1.01E-03 3.684 0.0002

CBI 1.745403 0.442901 3.941 0.0001
Left Govts. 0.342877 0.156346 2.193 0.0283

PR 0.798609 0.117547 6.794 0
Bretton Woods 1.567298 0.186056 8.424 0

y∗1 (α2) -3.39E-03 2.70E-04 -12.562 0
Disturbance correlation

ρ -0.25469 8.70E-02 -2.928 0.0034
Likelihood-ratio test of ρ = 0 generates a χ2

1 = 9.20, p = .0024.
Lagged variables are indicated with ·t−1 to control for adaptive effects.
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Table 3: FIML Bivariate Probit Estimates: Leblang
Equation for Capital Controls (NOTE: Controls=1)

Coefficient S. E. Z Variable Coefficient S. E. Z
-0.046 0.009 -5.376 Bankt−1 -0.036 0.006 -5.923

-0.0187 0.013 -1.388 FDI
GDI t−1

-0.024 0.012 -2.044
-0.097 0.025 -3.804 CurrentAccount

GDP t−1
-0.0636 0.020 -3.184

-0.001 0.005 -0.253 Opennesst−1 -0.008 0.004 -2.222
-0.375 0.253 -1.481 Majority govts. -0.280 0.191 -1.466
4.493 1.382 3.25 Left govts. 1.622 0.273 5.936

-0.207 0.078 -2.647 Partisan Center of Gravity -0.311 0.072 -4.341
-3.405 0.481 -7.074 CBI -3.419 0.448 -7.638
-0.061 0.017 -3.639 Contagion -0.051 0.013 -3.828
4.663 0.539 8.648 Constant 4.691 0.444 10.576
2.041 0.663 3.079 Left*y∗2
0.499 0.077 6.473 y∗2 0.614 0.06 10.287

Equation for Fixed Exchange Rates
0.029 0.005 5.247 Bankt−1 0.033 0.005 6.31
0.011 0.003 3.8 Opennesst−1 0.010 0.003 3.659
2.891 0.427 6.771 CBI 2.761 0.450 6.132
0.654 0.136 4.794 PR 0.608 0.126 4.82
0.064 0.050 1.274 Partisan Center of Gravity 0.076 0.041 1.835

-2.905 0.245 -11.858 Constant -2.918 0.243 -11.988
0.034 0.041 0.825 Left*y∗1
0.218 0.027 8.224 y∗1 0.244 0.021 11.772

Disturbance correlation
-0.748 0.118 13.1352 ρ -0.850 0.062 31.438

Lagged variables are indicated with ·t−1 to control for adaptive effects.
A likelihood ratio test between them yields χ2 of 39.10, 2 degrees of freedom.
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Table 4: Summary Statistics
Variable N Mean Std. Dev. Minimum Maximum
Reinhart-Rogoff Pegs 484 .289 .454 0 1
IMF Pegs 450 .362 .481 0 1
IMF Capital Controls 484 .657 .475 0 1
IMF 1+ Control 484 .674 .469 0 1
Quinn (1997) Capital Openness 484 2.785 .835 .5 4
Change in Reserves 484 -.033 .135 -.673 .516
Change in Domestic Credit 484 .114 .099 -1.261 .508
log(Population) 484 4.866 4.942 1.030 19.129
Trade Openness 484 .438 .210 .073 1.173
Terms of Trade 484 1.006 .132 .703 1.818
Std. Dev. w/in Govt. 484 .527 .615 0 2.506
Indirect Taxes (t-1) 484 .345 .074 .219 .650
Liquid Liabilities 484 -.128 1.668 -3.461 5.799
Ag. Employment 484 .112 .079 .018 .407
Abs. Dev. w/in Govt. 484 1.263 1.506 0 5.414
Majority Govts. 484 .554 .498 0 1
Central Bank Independence 484 .453 .203 .150 .931
Inflation (t-1) 484 .080 .055 -.007 .289
Year 484 32.347 7.914 19 46
Partisan Center of Gravity 484 5.812 1.757 2.785 10
Left Parties Control 50+% of Seats 461 .252 .434 0 1
Left Parties Control 50+% of Cabinet 484 .182 .386 0 1
WKB Right-Left 461 2.256 1.509 1 5
Corporatist 484 .337 .473 0 1
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Table 5: Simultaneous Probit Estimates and Bootstrap Confidence Intervals
Substitution: Left Parties Control 50+% of Seats

Bootstrap 95% C.I. Variable Coefficient Std. Err.
REINHART-ROGOFF PEGS

Majority Government 0.364† 0.192
Central Bank Independence 0.364 0.728

(-21.34,-5.39) Inflation (t-1) -11.858∗∗ 2.518
Year -0.037∗ 0.015
Partisan Center of Gravity -0.129∗ 0.065
Corporatist -0.132 0.235
Change in Reserves 0.901 0.691

(-8.62,-1.24) Change in Domestic Credit -2.473∗∗ 0.725
(.038,.144) log(Population) 0.091∗∗ 0.022
(.939,2.75) Trade Openness 1.944∗∗ 0.399
(.865,4.15) Terms of Trade 2.880∗∗ 0.717
(.123,.805) Std. Dev. w/in Govt. 0.440∗∗ 0.146
(.017,.222) Capital Openness Prediction 0.081∗ 0.032

Interacted Capital Openness -0.049† 0.030
Intercept -2.667∗ 1.206

N 461
Log-likelihood -158.202

χ2
(14) 222.412

IMF CAPITAL CONTROLS

Majority Government 0.408 0.325
(-16.144,-8.347) Central Bank Independence -11.934∗∗ 1.636

(.228,25.101) Inflation (t-1) 12.895∗∗ 4.199
(-.141,-.023) Year -0.076∗∗ 0.019
(-.602,-.168) Partisan Center of Gravity -0.350∗∗ 0.096
(2.234,4.533) Corporatist 3.363∗∗ 0.527

(6.018,19.772) Indirect Taxes (t-1) 12.835∗∗ 3.092
Liquid Liabilities 0.044 0.104

(13.672,35.469) Ag. Employment 23.692∗∗ 4.468
(.052,.637) Abs. Dev. w/in Govt. 0.368∗∗ 0.117

Exchange Rate Regime -0.199 0.151
(.214,1.591) Interacted Exchange Rate Regime 0.427∗∗ 0.161

Intercept 1.761 1.405
N 461

Log-likelihood -83.036
χ2

(12) 436.425

Significance levels : † : 10% ∗ : 5% ∗∗ : 1%
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Reinhart-Rogoff Pegs
0 1 Total

Predicted 0 310 49 359
Value 1 26 76 102

Total 336 125 461

PERCENT CORRECTLY PREDICTED = 83.7%

IMF Capital Controls
0 1 Total

Predicted 0 149 16 165
Value 1 17 279 296

Total 166 295 461

PERCENT CORRECTLY PREDICTED = 92.8%

Table 6: Predicted vs. Actual Values for Table 5
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Table 7: Simultaneous Probit Estimates and Bootstrap Confidence Intervals
Substitution: Left Parties Control 50+% of Cabinet

Bootstrap 95% C.I. Variable Coefficient Std. Err.
REINHART-ROGOFF PEGS

Majority Government 0.387∗ 0.191
Central Bank Independence 1.128 0.863

(-21.557,-7.013) Inflation (t-1) -12.915∗∗ 2.347
Year -0.031∗ 0.015
Partisan Center of Gravity 0.025 0.049
Corporatist -0.224 0.233
Change in Reserves 0.631 0.654

(-7.151,-1.311) Change in Domestic Credit -2.532∗∗ 0.749
(.046,.171) log(Population) 0.094∗∗ 0.021

(.831,2.663) Trade Openness 1.757∗∗ 0.390
(1.39,4.119) Terms of Trade 2.822∗∗ 0.696
(.168,.798) Std. Dev. w/in Govt. 0.480∗∗ 0.133
(.016,.095) Capital Openness Prediction 0.036∗∗ 0.010

Interacted Capital Openness -0.007 0.011
Intercept -3.890∗∗ 1.322

N 484
Log-likelihood -170.627

χ2
(14) 240.982

IMF CAPITAL CONTROLS

Majority Government 0.202 0.326
(-16.255,-8.703) Central Bank Independence -12.322∗∗ 1.650
(3.047,33.155) Inflation (t-1) 17.559∗∗ 4.730
(-.169,-.019) Year -0.091∗∗ 0.021
(-.608,-.154) Partisan Center of Gravity -0.386∗∗ 0.098
(2.171,4.282) Corporatist 3.224∗∗ 0.536

(6.547,21.561) Indirect Taxes (t-1) 14.190∗∗ 3.111
Liquid Liabilities 0.104 0.111

(8.428,28.9) Ag. Employment 18.303∗∗ 4.423
(.143,.858) Abs. Dev. w/in Govt. 0.397∗∗ 0.113

Exchange Rate Regime -0.156 0.184
(.154,1.466) Interacted Exchange Rate Regime 0.546∗∗ 0.191

Intercept 2.616† 1.444
N 484

Log-likelihood -80.234
χ2

(12) 461.946

Significance levels : † : 10% ∗ : 5% ∗∗ : 1%
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Reinhart-Rogoff Pegs
0 1 Total

Predicted 0 317 52 369
Value 1 27 88 115

Total 344 140 484

PERCENT CORRECTLY PREDICTED = 83.6%

IMF Capital Controls
0 1 Total

Predicted 0 149 19 168
Value 1 17 299 316

Total 166 318 461

PERCENT CORRECTLY PREDICTED = 92.6%

Table 8: Predicted vs. Actual Values for Table 7
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Table 9: Simultaneous Probit Estimates and Bootstrap Confidence Intervals
Substitution: Left Parties Control 50+% of Cabinet

Bootstrap 95% C.I. Variable Coefficient Std. Err.
IMF PEGS

Majority Government -0.078 0.220
Central Bank Independence -0.375 0.865

(-17.357,-3.253) Inflation (t-1) -8.577∗∗ 2.847
(-.142,-.023) Year -0.107∗∗ 0.018

WKB Right-Left 0.037 0.086
(.279,1.963) Corporatist 1.363∗∗ 0.339
(.275,4.020) Change in Reserves 2.078∗ 0.810

Change in Domestic Credit -0.311 1.400
(.035,.168) log(Population) 0.088∗ 0.043

Trade Openness -0.963† 0.553
(3.856,8.824) Terms of Trade 6.099∗∗ 1.124
(.323,1.115) Std. Dev. w/in Govt. 0.726∗∗ 0.168
(.030,.140) Capital Openness Prediction 0.051∗∗ 0.013
(.023,.401) Interacted Capital Openness 0.045∗ 0.020

Intercept -3.510∗ 1.577
N 431

Log-likelihood -107.999
χ2

(14) 337.183
AT LEAST ONE IMF CONTROL

Majority Government 0.369 0.425
(-17.438,-8.269) Central Bank Independence -12.620∗∗ 1.926
(4.217,35.484) Inflation (t-1) 15.415∗∗ 4.047
(-.186,-.013) Year -0.104∗∗ 0.030
(.153,.948) WKB Right-Left 0.431∗∗ 0.123

(1.400,5.204) Corporatist 3.117∗∗ 0.739
Indirect Taxes (t-1) 5.321 3.652
Liquid Liabilities -0.222∗ 0.099

(12.937,46.866) Ag. Employment 26.841∗∗ 5.495
Abs. Dev. w/in Govt. 0.270∗ 0.131

(-.704,-.011) Exchange Rate Regime -0.253∗ 0.124
(.781,32.880) Interacted Exchange Rate Regime 1.636∗∗ 0.300

Intercept 2.770† 1.552
N 461

Log-likelihood -63.458
χ2

(12) 465.776

Significance levels : † : 10% ∗ : 5% ∗∗ : 1%
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IMF Pegs
0 1 Total

Predicted 0 261 23 284
Value 1 23 124 147

Total 284 147 431

PERCENT CORRECTLY PREDICTED = 89.3%

1+ IMF Control
0 1 Total

Predicted 0 148 12 160
Value 1 10 291 301

Total 158 303 461

PERCENT CORRECTLY PREDICTED = 95.2%

Table 10: Predicted vs. Actual Values for Table 9
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Table 11: Probit/Ordered Probit Estimates and Bootstrap Confidence Intervals
Substitution: Left Parties Control 50+% of Seats

Bootstrap 95% C.I. Variable Coefficient Std. Err.
IMF PEGS

Majority Government -0.132 0.207
Central Bank Independence -0.271 1.317

(-12.611,-.426) Inflation (t-1) -6.042∗ 2.585
(-.137,-.009) Year -0.082∗∗ 0.025

WKB Right-Left 0.122 0.120
(.752,2.323) Corporatist 1.583∗∗ 0.330
(.256,3.396) Change in Reserves 1.905∗ 0.790

Change in Domestic Credit 0.628 1.494
(.013,.133) log(Population) 0.076† 0.040

Trade Openness -0.734 0.520
(3.702,8.694) Terms of Trade 6.094∗∗ 1.179
(.371,1.007) Std. Dev. w/in Govt. 0.731∗∗ 0.169
(-.786,-.027) Capital Openness Prediction -0.398∗∗ 0.152

Interacted Capital Openness 0.014 0.077
Intercept -2.670† 1.544

N 431
Log-likelihood -114.764

χ2
(14) 323.653

QUINN (1997) CAPITAL OPENNESS

(-.509,-.023) Majority Government -0.264† 0.137
(5.059,6.912) Central Bank Independence 6.090∗∗ 0.448

(-7.095,-1.055) Inflation (t-1) -3.932∗∗ 1.267
(.064,.121) Year 0.096∗∗ 0.012

(-.251,-.051) WKB Right-Left -0.148∗∗ 0.042
(-.723,-.007) Corporatist -0.383∗ 0.178

Indirect Taxes (t-1) -1.768 1.093
(-.253,-.094) Liquid Liabilities -0.177∗∗ 0.036

(-6.914,-1.674) Ag. Employment -4.209∗∗ 1.243
Abs. Dev. w/in Govt. 0.003 0.042
Exchange Rate Regime -0.025 0.039

(-.318,-.043) Interacted Exchange Rate Regime -0.137∗ 0.064
µ1 -1.067 0.646
µ2 -0.553 0.569
µ3 1.534 0.520
µ4 2.957 0.526
µ5 3.493 0.529
µ6 5.259 0.559
µ7 5.832 0.568

N 461
Log-likelihood -505.365

χ2
(12) 555.458

Significance levels : † : 10% ∗ : 5% ∗∗ : 1%
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