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\Democracy killed the Gold Standard."

� Political incentives defeat monetary discipline

� Exchange rate regime:
\most important decision" in developing countries

� Domestic political institutions in
uence this choice?

� Do institutions determine or mediate?
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Motivation

Asian Crises of 1997-98 Mexican Crisis of 1994-95
Russian Crisis of 1998 Brazil and Ecuador in 1999
Argentina and Turkey in 2001

� Intermediate exchange rate regimes: crisis prone
Manipulable monetary and exchange rate policies
Single instrument and multiple goals

� Fixed: Set exchange rate ) monetary base adjusts
Float: Set monetary base ) exchange rate adjusts
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Three Questions

� Instability relates to exchange rate regime choice?
Answer: Must di�erentiate instability and uncertainty
E�ect depends on electoral institutions
Uncertainty has no e�ect

� Measuring and modelling exchange rate regimes? Measure:
Trichotomous [Fixed, Intermediate, Floating]
Model: a multinomial Markov process

� Political incentives and the \vanishing middle"? Instability
decreases middling
Instability and competitive elections increase middling
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Outline

1. Exchange Rate Regimes

2. Uncertainty vs. Instability

3. Institutions mediate instability

4. Evidence:

(a) Appropriate measures
(b) Uncertainty does not matter but instability does.
(c) Institutions transform e�ects of instability.

5. Vanishing? Not with electoral institutions and instability
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Exchange Rate Regimes

� Binary { Fixed or Float

� Ordered { Fixed, Intermediate, Floating

� Polychotomous { Fixed, Intermediate, and Floating
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Political instability

� Instability: basic political institutions and their rules

� Uncertainty: who rules within a given regime
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Electoral institutions

� Competitive elections

� Other
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The Politics of Exchange Rate Regimes

� Democracies can't commit to �xing
Oversight: Two ways to commit { 
oat or �x

� Focus on the developed world

� Contributions:

1. Electoral institutions as intermediaries, not causes
2. Di�erentiate instability and uncertainty
3. Trichotomous characterization with polar commitment
(a) Fischer: bipolar view exaggerated for dramatic e�ect
(b) Poles are di�erent

4. Focus on the developing world
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Political Instability and Exchange Rate Regimes

� Cost of reneging " as political instability "
Instability lowers discount rate; decreases commitment
Longer terms increase �xing
Government turnover associated with 
oating (binary)

� Juhn and Mauro (2001)
Few robust predictors of exchange rate regime choice.
Instability is signi�cant in 4 of 29 speci�cations (2+, 2-).

� Puzzle: Instability related to exchange rate regime choice?

? Instability vs. Uncertainty
? Political institutions mediate
? Instability undermines commitment for elected leaders
? Attracts commitment in the absence of elections
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Previous Literature

Instability Exchange Regime

-
Instability ) 
oat

e.g. Edwards (1996, AER)

Cost of reneging " as political instability "
Instability lowers discount rate; decreases commitment
Longer terms increase �xing
Government turnover associated with 
oating (binary)
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Empirical Puzzle

Instability Exchange Regime

-
Instability ) 
oat

e.g. Edwards (1996, AER)

-
Instability: No e�ect

Juhn and Mauro (2001)

Cost of reneging " as political instability "
Instability lowers discount rate; decreases commitment
Longer terms increase �xing
Government turnover associated with 
oating (binary)
Few robust predictors of exchange rate regime choice.
Instability is signi�cant in 4 of 29 speci�cations (2+, 2-)
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The Argument

� What separates democratic political systems from others?
Elections and electioneering
Uncertainty, not instability.

� Di�erentiating the e�ects of instability:

? Elections force leaders to electioneer
Democracies avoid commitment

? Unaccountable leaders: longer time horizons and absorb costs
Removal is costly
Unelected leaders stabilize
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Research Hypotheses

Instability Exchange Regime

-
Instability ) 
oat

e.g. Edwards (1996, AER)

-
Instability: No e�ects

Juhn and Mauro (2001)
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Elections?

Instability undermines commitment

Electoral institutions intermediate

? Elections and instability undermine commitment
? Instability promotes commitment
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Data

1. Countries: 63 developing countries
2. Years: 1975{1994
3. Exchange Rate Regimes: The International Monetary Fund
4. Instability: Feng (1997) measures two forms:
(a) Instability: probability of irregular regime change
(b) Uncertainty: probability of government change

5. Electoral Institutions: (Binary)
(a) Competitive elections
(b) Cuto� on Polity III scale [6]
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A Multinomial Markov Model

Utility maximization: i chooses j ) Ui j > Uik ,8k 6= j

Ui j = �jXi + �i j

Xi = fxi j , yi ,t�1g F (�i j) = e�e��i j

Ui j > Uik ) P r (�jXi � �kXi > �ik � �i j)

P r (Y = j) =
e�jXi

∑Jj=1 e
�jXi
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Binary Logit
[Restricted Transition Model]

1. Instability: statistically insigni�cant.
2. Elections*Instability: Positive and signi�cant?
3. Problem:

Binary logit folds intermediate into �xed.
\Although 
oats and �xes appear dissimilar, both are free market
mechanisms for international payments." The free market
mechanism is the key to commitment.
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Variable Coe�cient Std. Err.
Domestic Credit -1.954�� 0.311
Log(GDP) 0.202� 0.083
Foreign Exchange Reserves 0.938 0.570
Democracies -0.697 0.518
PR Systems 1.009y 0.577
Instability -12.056 8.997
Elections*Instability 20.551� 8.682
Fix (t-1) 5.853�� 0.504
Intercept -84.419 77.556
Signi�cance levels : y : 10% � : 5% �� : 1%
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Multinomial Logit
[Restricted Transition Model]

1. Instability: Positive and statistically signi�cant
2. Elections*Instability: Negative and signi�cant?
3. Uncertainty: Fail to reject null
4. Elections*Uncertainty : Fail to reject null
5. Persistence: Substantial and properly signed
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Equation 1 : Floating Rates Equation 2 : Fixed Rates
Coe�cient Std. Err. Variable Coe�cient Std. Err.

0.792� 0.336 Domestic Credit 2.315�� 0.335
-0.173 0.117 Log(GDP) -0.260�� 0.091
-0.030 0.043 Time -0.065y 0.037
1.081 1.090 Democracies 2.404�� 0.869

39.558�� 7.904 Instability 40.075�� 8.731
-47.792�� 11.546 Elections*Instability -51.594�� 9.958

6.033 3.756 Uncertainty 4.674 3.887
-0.811 4.568 Elections*Uncertainty -6.685 5.094
2.453�� 0.682 Fix (t-1) 6.654�� 0.842
5.666�� 0.622 Float (t-1) 3.082�� 0.938

N 824
Log-likelihood -170.765

�2
(32) 1400.215

Base Category is Intermediate Exchange Rate Regimes
Signi�cance levels : y : 10% � : 5% �� : 1%
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Multinomial Logit
[Restricted Transition Model]

Equation 1 : Floating Rates Equation 2 : Fixed Rates
Coe�cient Std. Err. Variable Coe�cient Std. Err.

0.169 0.301 Domestic Credit 1.675�� 0.347
-0.182 0.127 Log(GDP) -0.297�� 0.089
1.415y 0.766 Democracies 1.611� 0.764

-0.075 0.558 PR Systems -1.332y 0.800
33.141�� 10.811 Instability 32.802�� 10.556

-43.632� 17.001 Elections*Instability -44.064�� 14.513
2.400�� 0.764 Fix (t-1) 6.576�� 0.843
5.462�� 0.579 Float (t-1) 3.128�� 0.922

Likelihood Ratio Test:
�2

(4) = 5.45, p � 0.24
Base Category is Intermediate Exchange Rate Regimes
Signi�cance levels : y : 10% � : 5% �� : 1%
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Actual Values

Fixed Intermediate Floating Total
Fixed 591 12 12 615

Predicted Intermediate 4 114 5 123
Values Floating 5 6 75 86

Total 600 132 92 824

94.7 percent overall
98.5 percent of the observed �xed regimes

86.4 percent of the observed IERR
81.5 percent of the 
oats

87.2 percent of the predicted 
oats are correct
92.6 percent predicted IERR's correct

96 percent of the predicted �xed rates are correct.
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Graphics

The Probability of Fixed Exchange Rates
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Exchange Rate Regimes and Instability
Political Instability

 Pr[Fix|PolInst,Fix]  Pr[Fix]
 Pr[Fix|Dem,PolInst,Fix]  Pr[Fix]

0 .34

.533538

.98416

Pr[Fixj Instability, Elections*Instability, Fixt�1]
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Exchange Rate Regimes and Instability
Political Instability

 Pr[Fix|PolInst,Float]  Pr[Fix]
 Pr[Fix|Dem,PolInst,Float]  Pr[Fix]

0 .34

.010724

.085098

Pr[Fixj Instability, Elections*Instability, Floatt�1]
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Exchange Rate Regimes and Instability
Political Instability

 Pr[Fix|PolInst,IERR]  Pr[Fix]
 Pr[Fix|Dem,PolInst,IERR]  Pr[Fix|Instability]

0 .34

.001632

.493849

Pr[Fixj Instability, Elections*Instability, Intermediatet�1]
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Graphics

The Probability of Floating Exchange Rates
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Exchange Rate Regimes and Instability
Political Instability

 Pr[Float|PolInst,Fix]  Pr[Float]
 Pr[Float|Dem,PolInst,Fix]  Pr[Float]

0 .34

.010012

.019377

Pr[Floatj Instability, Elections*Instability, Fixt�1]
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Exchange Rate Regimes and Instability
Political Instability

 Pr[Float|PolInst,Float]  Pr[Float]
 Pr[Float|Dem,PolInst,Float]  Pr[Float]

0 .34

.415768

.929368

Pr[Floatj Instability, Elections*Instability, Floatt�1]
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Exchange Rate Regimes and Instability
Political Instability

 Pr[Float|PolInst,IERR]  Pr[Float]
 Pr[Float|Dem,PolInst,IERR]  Pr[Float]

0 .34

.003454

.542101

Pr[Floatj Instability, Elections*Instability, Intermediatet�1]
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Graphics

The Probability of Intermediate Rates
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Exchange Rate Regimes and Instability
Political Instability

 Pr[IERR|PolInst,Fix]  Pr[IERR]
 Pr[IERR|Dem,PolInst,Fix]  Pr[IERR]

0 .34

1.7e-07

.379005

Pr[Intermediatej Instability, Elections*Instability, Fixt�1]
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Exchange Rate Regimes and Instability
Political Instability

 Pr[IERR|PolInst,Float]  Pr[IERR]
 Pr[IERR|Dem,PolInst,Float]  Pr[IERR]

0 .34

4.6e-07

.447481

Pr[Intermediatej Instability, Elections*Instability, Floatt�1]
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Exchange Rate Regimes and Instability
Political Instability

 Pr[IERR|PolInst,IERR]  Pr[IERR]
 Pr[IERR|Dem,PolInst,IERR]  Pr[IERR]

0 .34

.000061

.991899

Pr[Intermediatej Instability, Elections*Instability, Intermediatet�1]

34



Vanishing Intermediate Exchange Rates

? Are they vanishing?
? Answer: Certainly not if democratization continues and

democratic regimes remain di�cult to consolidate.
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The Probability of Floats through Time
International Financial Markets 

 Float|IERR  Float|IERR
 Float|Float  Float|Float

11.68 13.13

.03242

.567193

Figure 10: Fear of Floating?
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The Probability of Fixing through Time
International Financial Markets 

 Fixed|IERR  Fixed|IERR
 Fixed|Float  Fixed|Float

11.68 13.13

.360922

.949782

Fear of Fixing?
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The Probability of IERR’s through Time
International Financial Markets 

 IERR|IERR  IERR|IERR
 IERR|Float  IERR|Float

11.68 13.13

.001017

.448275

Vanishing Intermediate Regimes?
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Summary

? Instability relates to exchange rate regime choice?
Result: Must di�erentiate instability and uncertainty
Uncertainty has no e�ect
Instability encourages commitment
Elections and instability: crisis-prone intermediate regimes

? Measuring and modelling exchange rate regimes?
Measure: Trichotomous [Fixed, Intermediate, Floating]
Model: a multinomial Markov process

? Political incentives and the \vanishing middle"?
Instability and competitive elections increase middling
Instability decreases middling
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Where do we go from here?

? Robustness, robustness, robustness
? Move away from binary regimes
? Contingent hypotheses

40



Thank you!
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Supplementary Slides
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The Politics of Exchange Rate Regimes

? Simmons and Hainmueller: \there is very little evidence that
domestic institutional factors have much consistent in
uence
on the choice of actual exchange rate regimes."

? Bernhard and Leblang: Electoral system and legislative
committees in
uence exchange rate regime choice.

? Hallerberg: Federal systems adopt 
oating exchange rates.
? Broz: Democratic political institutions result in 
oating rates.
? Leblang argues that democracies 
oat.
? Simmons: Unstable governments devalue.
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Reinhart-Rogo� Exchange Rate Regimes
Coe�cient Std. Err. Variable Coe�cient Std. Err.

69.78 32.24 Domestic Credit 69.39 32.35
1.23 0.31 Exchange Rate Volatility 0.68 0.35
-1.1 1.01 Capital Controls -1.03 1.01

-1.39 1.8 Exports to GDP -4.49 2.51
-0.11 0.11 Log(GDP) -0.37 0.11
-4.42 1.34 Foreign Exchange Reserves -2.6 2.06

-1.6 0.59 Time 0.09 0.6
1.45 1.1 Democracies 1.42 0.88

-1.49 0.97 Party Fractionalization -3.72 1.51
26.94 11.72 Instability 2.59 9.49

5.49 22.67 Elections*Instability -3.72 25.25
9.56 2.6 Fix (t-1) 1.16 1.08
1.58 2.39 Float (t-1) 4.07 0.67
3.97 11.11 Intercept -4.98 8.23

Equation 1 : Fixes Equation 2 : Floats
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Instability Across Institutions

� Contenders suspiciously have unknown policy preferences.

� The commitment problem for autocratic contenders. Autocrats
can't credibly promise that any individual will be in the new
winning coalition.

� Probability of reselection is higher for autocrats (if we assume
that the probability of irregular removal is the same)

� Smaller winning coalitions are cheaper to buy o�. Flexibility is
thus less necessary.

The end result is that democratic leaders cannot risk giving

45



up policies that can help their reelection. Autocrats are not
constrained by elections.

46



Political Instability and Exchange Rate
Regimes1

� Edwards (1996, AER)
Uncertainty increases cost of reneging
Instability lowers discount rate.
Evidence: Government turnover ) 
oating

� Meon and Rizzo (2002)
Term of o�ce: positively related to �xing
Probability opponent wins: negatively related to �xing

� Juhn and Mauro (2001)
Few robust predictors
Instability: signi�cant in 4 of 29 (2+, 2-)
1Edwards 1996; Milesi-Ferretti 1996; Klein and Marion 1997; Rizzo 1998; Stein and Streb

(1998); Berger, Sturm, and de Haan 2000; Frieden, Ghezzi, and Stein 2001; Poirson 2001;
Juhn and Mauro 2002; Meon and Rizzo 2002.
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Commitment at the Poles

� Poirson (2001): something unique about poles

Intermediate regimes: notoriously crisis prone
Fixes force leaders to abandon control of the money supply
Floats: costs of �scal policy are paid up front
Floats: higher pass through in developing countries

� The moral of the story: Electoral institutions: balance policy
and o�ce-seeking. Elected leaders need 
exibility
Autocrats choose to commit
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Variable Coe�cient Std. Err.
Domestic Credit -1.954�� 0.311
Exchange Rate Volatility -0.307 0.211
Capital Controls -0.557 0.549
Exports to GDP -2.010 1.350
Log(GDP) 0.202� 0.083
Foreign Exchange Reserves 0.938 0.570
Time 0.039 0.039
Democracies -0.697 0.518
PR Systems 1.009y 0.577
Party Fractionalization 0.273 0.626
Political Instability -12.056 8.997
Democratic Instability 20.551� 8.682
Fix (t-1) 5.853�� 0.504
Intercept -84.419 77.556

N 824
Log-likelihood -122.269
�2

(13) 258.133
Signi�cance levels : y : 10% � : 5% �� : 1%

Table 1: Binary Regimes: Fixed vs. Floating
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Equation 1 : Floating Rates Equation 2 : Fixed Rates

Coe�cient Std. Err. Variable Coe�cient Std. Err.

0.792� 0.336 Domestic Credit 2.315�� 0.335
-0.298 0.255 Exchange Rate Volatility 0.122 0.267
-0.332 0.541 Capital Controls 0.693 0.648
0.469 2.267 Exports to GDP 2.420 2.039

-0.173 0.117 Log(GDP) -0.260�� 0.091
0.962 0.837 Foreign Exchange Reserves -0.559 0.795

-0.030 0.043 Time -0.065y 0.037
1.081 1.090 Democracies 2.404�� 0.869

-0.081 0.563 PR Systems -1.019 0.632
-0.355 0.688 Party Fractionalization -0.301 0.801
39.558�� 7.904 Political Instability 40.075�� 8.731

-47.792�� 11.546 Democracy*Political Instability -51.594�� 9.958
6.033 3.756 Regime Instability 4.674 3.887

-0.811 4.568 Democracy*Regime Instability -6.685 5.094
2.453�� 0.682 Fix (t-1) 6.654�� 0.842
5.666�� 0.622 Float (t-1) 3.082�� 0.938

59.870 85.116 Intercept 130.391y 72.050

N 824
Log-likelihood -170.765

�2
(32) 1400.215

Base Category is Intermediate Exchange Rate Regimes
Signi�cance levels : y : 10% � : 5% �� : 1%

Table 2: Exchange Rate Regime Choice and Measures of
Instability
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Equation 1 : Floating Rates Equation 2 : Fixed Rates

Coe�cient Std. Err. Variable Coe�cient Std. Err.

0.169 0.301 Domestic Credit 1.675�� 0.347
-0.257 0.262 Exchange Rate Volatility 0.193 0.271
-0.343 0.534 Capital Controls 0.693 0.608
-0.087 2.130 Exports to GDP 2.339 1.935
-0.182 0.127 Log(GDP) -0.297�� 0.089
0.956 0.857 Foreign Exchange Reserves -0.350 0.800

-0.179 0.753 International Financial Market Size -0.596 0.625
1.415y 0.766 Democracies 1.611� 0.764

-0.075 0.558 PR Systems -1.332y 0.800
-0.194 0.710 Party Fractionalization -0.312 0.818
33.141�� 10.811 Instability 32.802�� 10.556

-43.632� 17.001 Elections*Instability -44.064�� 14.513
2.400�� 0.764 Fix (t-1) 6.576�� 0.843
5.462�� 0.579 Float (t-1) 3.128�� 0.922
3.480 9.663 Intercept 9.714 7.888

Likelihood Ratio Test of Table 2 against Table 3:
�2

(4) = 5.45, p � 0.24
Base Category is Intermediate Exchange Rate Regimes
Signi�cance levels : y : 10% � : 5% �� : 1%

Table 3: Multinomial Logit: Exchange Rate Regime Choice and
Political Instability
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