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Abstract

I examine whether partisan political differences have effects on the

real and nominal effective exchange rates using a new panel data set

of parliamentary elections in 31 countries. Specifically, I argue that a

left wing victory will lead to a currency depreciation and a right wing

victory will lead to a currency appreciation. Applying a regression

discontinuity design to deal with the engogeneity of elections, I do

not find a significant effect of partisanship of the exchange rate. This

could be due to the absence of an effect, or to the small amount of

data that could be used in the RDD design.

I would like to thank my advisor, Professor Peter Rosendorff, and my teaching

assistant Andrew Peterson for for their invaluable help, guidance and support

throughout the duration of my project. I would also like to thank Robert J.

Franzese and Jude C. Hayes for providing me with data.
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This paper investigates the question of whether or not the level of the

exchange rate responds to victories of left or right wing parties. Based on

the Rational-Partisan Theory it is hypothesized that a left wing victory would

lead to a currency depreciation while a right wing victory would lead to a

currency appreciation. Using data from 31 parliamentary democracies from

1970 to 2010, this paper estimates the effect of election outcomes on the level

of a country’s exchange rate using a Regression Discontinuity Design.

The exchange rate is an important variable since it links a country to the

global market and affects the value of exports and imports to and from coun-

tries. Furthermore, financial integration and the relaxation of capital controls

have made the currency market the biggest financial market in the world in

which over a trillion US dollars worth of transactions are created each day.

There is a large body of empirical literature on the economic determinants

of the exchange rate, but when it comes to political factors, especially party

control, studies are inconclusive. One problem is that researchers trying to

estimate party effects on the economy face an identification problem. A

correlation between political parties and the level of the exchange rate does

not necessarily imply causation since governments are not selected randomly.

Specifically, two kinds of endogeneity problems may arise: (1) a causality bias

and (2) an omitted variable bias. Since both of these problems can cause a

correlation between a variable and the error term, the results of an ordinary

OLS estimation might be biased.

A causality problem occurs when a factor that determines one variable
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depends on that same variable. In this case, an election outcome may influ-

ence the level of the exchange rate, but the level of the exchange rate could

have influenced the election outcome in the first place. The second problem

is omitted variable bias which occurs when important variables are left out

of a model. Since it is impossible to account for all variables that affect

voter preferences, omitted variable bias is likely to occur in any model that

is concerned with election outcomes. Alternatively, an unknown variable can

potentially influence both election outcomes and exchange rates.

Ideally, these problems could be solved by randomly assigning left and

right wing parties to offices while holding everything else constant. Obviously,

this is neither possible nor would it be in the best interest of a country’s

citizens. A more feasible alternative is to simulate a randomized experiment

using a Regression Discontinuity Design.

The general idea of RDD is that in close elections, the winner will be

nearly randomly assigned, assuming no manipulation of outcomes. There-

fore, countries in which a party barely won the election are ex ante compa-

rable to countries where a party barely lost an election. Democratic election

systems have the property that party control changes around the 50% mark.

Parties falling just above this mark are comparable in all of their characteris-

tics except for the treatment. In other words, when party control is randomly

assigned around a cutoff (i.e. the 50% mark) it will be possible to estimate

an effect of a treatment (i.e. a left wing victory) on an outcome (i.e. the

exchange rate). This way, despite the absence of an experiment RDD can
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identify the causal effects of a treatment.

2. Literature Review

The theoretical framework of this paper is based on the political busi-

ness cycle theory. Nordhaus [1975] proposed that politicians want to create

the best economic conditions right before elections in order to appeal to

voters, even though those policies might be costly after the election. His

main assumption was that politicians are identical and opportunistic. Their

only objective is to stay in office, which gives them an incentive to choose

polices that strengthen their chances of being reelected. In his model, po-

litical ideology does not influence policy choice. He also assumed “myopic”

and retrospective voting behavior in which voters tend to vote for parties

when economic conditions before an election are good. Therefore, in order

to improve their chances of being reelected, incumbent politicians will lower

unemployment, by using expansionary monetary policy, shortly before an

election, even though that might lead to higher inflation in the long run.

Nordhaus’s model has often been criticized for its unrealistic assumption

of opportunistic leadership. Hibbs [1977] relaxed these assumptions in his

partisan theory. While keeping the idea of myopic voting behavior, he in-

cluded partisan preferences into his model. Specifically, he assumed that

politicians want to deliver benefits to their constituencies and therefore left

wing governments try to appeal to lower middle class voters by decreasing

4



unemployment while right wing governments try to appeal to upper middle

class voters by lowering inflation.

Alesina [1987] challenges this model with his rational-partisan model.

He replaces myopic voting with rational voting and, using a expectations

augmented version of the Phillips Curve, concludes that only unexpected

changes in inflation influence output. Specifically, he argued that if workers

have full information about the expected inflation rates under left and right

wing governments they will update their wage contracts prior to elections,

taking the respective probability of a left or right wing victory into account.

My paper is interested in party effects on the exchange rate. The connec-

tion between elections and the exchange rate has been made in the past. The

effects of exchange rates on different interest groups and their subsequent ef-

fect on elections have been treated intensely by Frieden [1991], Frieden et al.

[2009] and Broz and Frieden [2001]. Other studies show that currency de-

preciation can be politically costly since it signals that a government has a

low commitment to the exchange rate and is weak on the economy. Not sur-

prisingly, Bernhard [2002] finds that currency devaluations have a negative

effect on a governments approval ratings.

Bernhard and Leblang [2000] used a sample of elections from 16 par-

liamentary democracies from 1970 to 1995 and found that a leftward shift

increases, the probability of a speculative attack since it raises doubts about

the government’s commitment to the exchange rate. Bernhard and Leblang

[2002] argue that as political uncertainty increases, the exchange rate risk
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increases which contributes to the existence of an exchange rate premium.

Bachman [1992] investigated a political explanation for the forward exchange

bias: the observation that forward exchange rates are biased in their predic-

tions of future exchange rates. About half of the elections in the study had

a significant impact on the forward exchange bias.

All of those studies stress the importance of uncertainty in elections. Un-

certainty is important for two reasons. First, currency traders anticipate

government changes long before an election. If the outcome is widely antic-

ipated, the elections will have little effect on the markets. Second, uncer-

tainty before elections allows us to observe how market actors adjust to new

information after elections. Naturally, the closer the election is, the more

uncertainty it creates.

Many of those studies rely on OLS models and face causality and en-

dogeneity problems. First, there is reverse causation: with the arrow of

causality pointing both directions, we can never be sure if results show the

impact of elections on exchange rates or vice versa. One way to deal with

this problem was proposed by Bernhard and Leblang [2006]. They used opin-

ion poll data from Great Britain to examine both the effects of unexpected

drops in the governments public support on the currency and the effects of

unexpected currency depreciations on the governments public support. This

way they found that political competition influences exchange rates while

at the same time exchange rate movements influence government popularity.

The second problem is omitted variable bias. The complexity of financial
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markets and the interactions between political events and markets make it

easy to exclude important explanatory variables. Especially when modeling

voter preferences it is nearly impossible to avoid omitted variable bias. In

addition, other factors such as oil price shocks or natural disasters will affect

exchange rates and election outcomes. Since it is impossible to control for

all of these variables omitted variables bias is likely to remain.

This paper uses a different method, namely a Regression Discontinuity

Design. In the past, RDD analysis has been used to study elections, mostly

at the local level. Lee [2008] pioneered the use of RDD for studying elections

in a study on the incumbency advantage in the U.S. House. Other stud-

ies on the incumbency advantage face an identification problem, namely the

fact that an incumbent already won a previous election may show that he

is a competent candidate and therefore more likely to win another election.

Lee [2008] resolved this causality problem by using RDD. Pettersson-Lidbom

[2008] studied the effect of partisanship on taxes and unemployment by ap-

plying RDD to close elections in Swedish local governments. He concluded

that the victory of a left wing party had a strong positive effect on taxes and

a negative effect on unemployment, mainly because left wing governments

tended to increase the number of government employees. It seems natural to

apply these ideas to financial markets. However, my approach is different in

that it is not testing the effects of policy changes after an election but the

reaction of market actors to an election outcome. While policies are imple-

mented directly by the government, currency traders are independent of the
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government and act in anticipation of future policies.

3. Theoretical Framework

3.1. The Political Business Cycle

The early Political Business Cycle Theory was based on the Phillips curve,

the historical inverse relationship between inflation and unemployment. The

idea behind the Phillips curve was that in a situation with low unemployment,

employers need to raise wages in order to attract labor. As a result wage

inflation will rise when unemployment remains low. However, due to theo-

retical critiques in combination with the historical breakdown of the inverse

relationship between inflation and unemployment in the 1970s, economists

have proposed modified versions of the Phillips curve. The“New Keynesian

Phillips curve” or the “expectations-augmented Phillips curve” imply that

the inverse relationship still holds in the short run. The modified versions

of the Phillips curve have important implications for policy makers. In the

short run policy makers can reduce the unemployment rate by conducting

expansionary monetary policy. In the long run inflation expectations will rise

and the unemployment will return to its natural rate while inflation remains

high.

Ideally, policy makers would aim for both low inflation and low unem-

ployment. However, since this is not possible, they need to make a choice

between those two options. How do policy makers decide between policies
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that lower inflation and those that lower unemployment? Alesina [1987] as-

sumes parties have distinct preferences towards economic policies because

different policies benefit different groups in the electorate. Traditionally, left

wing parties are supported by labor and right wing parties are supported by

capital. Hibbs [1977] shows that the income of low income earners increases

in periods of low unemployment, high inflation, and high GDP growth. The

reverse is true for high income earners during periods of high unemployment,

low inflation and low GDP growth. This suggests that labor prefers periods

of higher economic activity to periods of low inflation. Since labor constitutes

the core constituency of left wing parties, left wing parties assign a higher

cost to lower economic activity than to lower unemployment. Alternatively,

right wing parties, who are mostly supported by capital, will prefer lower

inflation to lower unemployment.

It follows from this discussion that left wing parties are more likely to use

expansionary fiscal and monetary policy in order to boost the economy, lower

unemployment, and decrease the disposable income of workers. Right wing

parties are less likely to use policies that might lead to higher inflation since

they are more concerned with price stability. Therefore, when a left wing

government comes to power, inflation is expected to increase in the future.

This idea becomes especially interesting around elections. If an election

is approaching, expectations about future policies need to take potential

election outcomes into account. Inflation expectations become a weighted

average of inflation expectations under a left or right wing government, with
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the weights being the probabilities of a left or right wing victory. More

formally this can be stated as:

πe
t = pπL

t + (1− p)πR
t (1)

where p is the probability that the left wing party wins, (1−p) is the probabil-

ity that the right wing party wins, and πL
t and πR

t the inflation expectations

for a left or right wing government, respectively. After the election, expecta-

tions will adjust to the party in power and unemployment will return to its

natural rate.

It follows that if a party is expected to win an election by a large margin,

inflation expectations will incorporate these expectations, and the expected

inflation before the election will almost certainly be equivalent to the ex-

pected inflation after the election. For closer elections, predicting the elec-

tion outcome becomes more difficult and there is greater uncertainty about

future policies. Once an election is so close that either party is expected

to win with a probability of 50 percent, predicting the winner becomes the

equivalent of tossing a coin. The expected inflation prior to the election will

be the average of πR
t and πL

t . Therefore, an unexpected left wing victory will

always lead to an increase in inflation expectations since πL
t > πe

t .

Does the partisanship of the government prior to the election matter for

the post-election outcome? In other words, can we expect a larger effect

after an election in which the partisanship of the government switches than
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in an election in which it does not switch? As shown in equation (1) inflation

expectations after an election only depend on the uncertainty about the elec-

tion outcome and not on the inflation rate prior to the election. That means

that for elections that are sufficiently close, inflation expectations will differ

from the rate of inflation prior to the election since they take the probability

of either party winning into account. After the election outcome becomes

known inflation expectations will change by πL
t − πe

t or πR
t − πe

t for a left or

right wing victory respectively. Therefore, even if the actual rate of inflation

does not change because the same party was reelected, inflation expectations

do change.

3.2. Rational Partisan Theory and the Exchange Rate

In pegged exchange rate systems, the exchange rate is set directly by

the government. In floating exchange rate systems, exchange rates are de-

termined by supply and demand. Rational Partisan Theory suggests that a

left wing victory in an election causes inflation expectations to increase. A

long run relationship between inflation and exchange rates is given by rela-

tive purchasing power parity. In general, RPPP implies that countries with

relatively higher inflation rates will have a devalued currency. Specifically,

it states that the percentage change in the exchange rate between two coun-

tries over any period is equal to the difference between the change in their

national price levels, or

%∆XR = π − π∗ (2)
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It is important to notice that this only applies to the nominal exchange

rate. If RPPP holds, the real exchange rate is a constant in the long run.

RPPP is based on the Law of One Price which, claims that identical goods

must be sold at the same price in different countries if their prices are ex-

pressed in the same currency. This implies that the exchange rate between

two countries’ currencies equals the ratio of their price levels so that the pur-

chasing power in both countries is the same. This idea, the absolute PPP,

tends not to hold in practice, mainly due to transportation costs. However,

RPPP, which states that prices in countries differ by the same rate while

allowing that the same products in different countries have different prices,

tends to hold.

Consider the UK as an example. It is assumed that the UK uses a floating

exchange rate and that the inflation rate in the UK is high relative to the

inflation rate of it’s trading partners. If inflation is on the rise, the purchas-

ing power of the Pound sterling is decreasing and investing into the Pound

becomes less attractive. As a result, the demand for pounds decreases and

the currency depreciates.

What will be the effects of a left wing victory on the exchange rate? Ra-

tional Partisan Theory suggests that an unexpected victory of a left wing

party will lead to an increase in expected inflation. Since the exchange rate

is a function of the inflation rate, an increase in the expected inflation rate

will lead investors to expect a currency depreciation in the future. Assuming

rational expectations, investors will rush to sell their holdings of the currency
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and the depreciation will occur immediately after the election rather than in

the future. In other words, the current exchange rate between two curren-

cies depends on the expected inflation differentials in the respective countries.

3.3. The Inference Problem

Estimating partisan effects on the economy is a challenge since parties are

elected rather than randomly assigned to governing positions. As mentioned

before, researchers face the possibility of (1) a causality bias and (2) a omit-

ted variable bias. To deal with these problems this paper uses a Regression

discontinuity design similar to the one proposed by Lee [2008]. Despite the

absence of an experimental design, RD allows us to establish causal effects

of one variable on another variable. Lee [2008] argues that RD analysis takes

advantage of natural or quasi experiments, that means it provides casual

inferences with credibility comparable to a random experiment even though

an actual random experiment is infeasible. The basic idea is to make use

of the randomness of close elections. In an election that is not close, ex-

pectations about the election outcomes might cause market participants to

behave in certain ways that generate effect on the exchange rates and may

influence the election. When looking at close elections, expectations cannot

drive both exchange rates and elections while exchange rates can still influ-

ence the election. Therefore, RDD does not fully eliminate the possibility of

reverse causation but it eliminates the possibility of expectations influencing

both, election outcomes and exchange rates.
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4. Empirical Framework

4.1. Regression Discontinuity

In a classical randomized experiment, the experimental units are ran-

domly allocated across treatment groups. Usually, a unit is randomly drawn

from a population and is assigned to a treatment with certain probability.

Then the outcomes can be measured. However, experimental design is not

always possible. In those cases assignment to treatment is generally not ran-

domized and researchers rely on correlational studies or comparative research.

Here, the treatment status in a sample is self-selected rather than random-

ized. However, it is possible to approximate the results of a randomized

experiment with a quasi-experimental design such as RDD. This discussion

of RDD is based on the discussions by [Lee, 2008], [Lee and Lemieux, 2010],

[Imbens and Lemieux, 2008] and [Angrist and Pischke, 2009].

The basic idea of RDD is to compare the outcomes for observations asso-

ciated with a observed target covariate that lies close to a certain threshold.

It is assumed that the treatment status is as good as randomly assigned in the

close neighborhood of the threshold. In this paper the target covariate is the

left wing vote share V . There are two general settings, the Sharp Regression

Discontinuity Design and the Fuzzy Regression Discontinuity Design. In the

sharp RDD, which is used in this study, treatment status is a deterministic

function of the covariate. Suppose that,

14



Iit =


1 if vit > v0

0 if vit < v0

(3)

where vit is the left wing vote share for a particular country and v0 is the

threshold value. The variable Iit takes the value of 1 if a left wing government

won a plurality of seats and 0 if a right wing government won a plurality of

seats. This is a deterministic relationship: All observations for which vit > v0

are part of the treatment group while all the observations for which vit < v0

are part of the control group. The observations that were barely treated

should be the same as the observations that barely were not treated so that

the only difference between them is their (randomly assigned) treatment

status.

Why is it reasonable to believe that the treatment status is randomly

assigned in the neighborhood of vit = v0? Lee [2008] show that it is reasonable

to believe that there is an element of chance that determines the outcome of

an election. Let’s assume that V depends on the predictable component Z

and a stochastic component e such that V = Z + e. If there was no random

component e, V could be perfectly predicted by Z since Z is known. This is

often unrealistic since unpredictable exogenous factors can always influence

election outcomes. With this reasoning, elections are random if it is believed

that the random component e is large enough to change the election outcome.

This is likely to be the case in the neighborhood of v0 or in other words, when

the election is close. However, if agents are able to perfectly manipulate the
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assignment variable V (i.e. vote share), the RDD design becomes invalid.

Even thought this is unlikely in democratic countries, the assumption will be

tested using a density test proposed by McCrary [2008].

RDD tests the effect of a treatment on an outcome. In this particular

case, the outcome variable Yit is the exchange rate and the treatment is

the electoral success of a left wing party. Yit can either be exposed to the

treatment or not. If it is exposed to the treatment it is denoted by Yit(1)

and if it is not exposed to the treatment it is denoted by Yit(0). Formally,

the outcome Yit can be written as:

Yit = Yit(0) · (1− Iit) + Yit(1) · Iit =


Yit(0) if Iit = 0

Yit(1) if Iit = 1
(4)

The goal is to compare Yit(0) with Yit(1) at the discontinuity point vit = v0

in order to estimate the causal effect of the treatment. The average causal ef-

fect is expressed in equation (5) which shows the difference in the conditional

expectations given the covariate v:

lim
vit→+v0

E(Yit | vit = v)− lim
vit→−v0

E(Yit | vit = v) (5)

3.2. Model Specification

Parametric and nonparametric approaches can be used to estimate a

RDD. Both approaches have advantages and disadvantages. The parametric

approach involves fitting a polynomial. The success of this approach depends
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on whether the polynomial is correctly specified and adequately describes the

function. In the case of misspecification, what might look like a discontinuity

could really be nonlinearity in the regression. Furthermore, the parametric

approach often involves the use of a control function. The control function

needs to be correctly specified otherwise the results will be biased. This

seems like a setback since RDD is often chosen to avoid exactly such a bias.

However, in many cases a lower order polynomial is a good approximation

and there is little to no bias.

As an alternative to the parametric approach, a nonparametric approach

can be used. The nonparametric procedure most commonly used in RDD

is called local linear regression. Local linear regression estimates the results

in a small neighborhood around the treatment cutoff so that the estimate of

the treatment effect does nor depend on the true functional form. In some

cases, a local linear regression will lead to superior results. However, it does

not represent a solution to the functional form issue and can also lead to

biased results. As Lee and Lemieux [2010] point out, it is impossible to

know which approach produces the smaller bias without knowing the true

functional form. Therefore, the local linear regression should be seen as a

compliment, rather than as an alternative, to parametric estimation.

The parametric model is specified as follows:

∆XRit+1 = αit + βIit +
Z∑

z=0

γ(vit)
z + δXit + εit (6)
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The election is taking place at time t. The independent variable ∆XRit+1

is the change in the effective exchange rate in the period after the election. Iit

was defined in equation (3). It is a dummy variable that takes the value of 1 if

a left wing party wins the majority of seats and 0 if a right wing government

wins the majority of seats. The coefficient βit reflects the party effect and

is the coefficient of interest. vit is the vote share of the left wing party as

used in the previous discussion. The vote share variable was constructed the

following way.

vit =

(
Left Wing Seats

Two Party Total

)
− 1

2
(7)

vit was defined such that vit = 0 at the cutoff, where both parties win an

equal number of seats. It will be 0 < vit ≤ 0.5 when a left wing government

won the election and −0.5 ≤ vit < 0 when a right wing government won the

election. γ is the coefficient of the vote share variable. Since vote share is

allowed to be related to the error term γ cannot be interpreted in the final

results.

Xit is a vector of exchange rate determinants including exchange rate

regime, interest rates, the balance of payment and foreign reserves. The

exchange rate regime variable was taken from Rogoff and Reinhart [2004].

Log transformed values were used for all continuous control variables. Fur-

thermore, all control variables are lagged by one period to limit simultaneity

problems.
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5. Data Issues

5.1. Close Elections and Bandwidth Choice

The dataset includes parliamentary elections from 31 countries between

1970 and 2010. The election results and party ideology data was taken from

Dring and Manow [2012] and the economic data was taken from the IMF’s

International Financial Statistics or, if it was not available through the IFS,

from the individual country’s central banks. When only quarterly data was

available, linear interpolation was used to create monthly estimates. Table 1

shows the summary statistics.

To my knowledge there does not exist a dataset of cross-country close

elections. To construct the dataset, the following three conditions were used.

First, the closeness of an election was based on the percentage difference of

seats in the parliament between the two largest parties. Since this paper

focuses on parliamentary elections it turned out to be useful to judge the

closeness of an election based on seats rather than percentage of votes. For

example, using a bandwidth of 0.1, only elections would be used for which

the seat difference between the winning party and the closest party is less

than 10% so that a 5% swing in seats would have reversed the winner. This

turned out to be useful when looking at different countries with different

election systems where it is not possible to look at the vote share of a party

alone. Examples include systems that award bonus seats to the party that

wins the plurality of votes or systems that elect their parliaments through a
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combination of national and local elections. Since the final composition of

the parliament is what constitutes the “outcome” of a parliamentary election

it makes more sense to look at the number of seats rather than the votes.

Second, the first party and the second party cannot share the same ideol-

ogy. For example, the Belgian election in 1999 was a very close election with

the Flemish Liberals and Democrats winning 23 seats while the Christian

Peoples party won 22 seats. Both of those parties are center right parties

and while they are not in a coalition with each other it seems clear that this

election was won by the right wing since the next strongest left wing party

only won 19 seats. Since this paper aims to compare the differences in right

and left wing governments around a cutoff, elections where the two largest

parties have the same ideology had to be left out.

Third, in some elections, there exist coalitions that were established and

known before the election took place. Most importantly, this applies to party

unions like the CDU/CSU in Germany or the Liberal/National Coalition in

Australia. Since voters who vote for either party know that they are giving

their vote to a coalitions rather than the individual party, coalitions that

were established before the election are counted as a single party. Coalitions

that were unknown before the election should not influence voting behavior

and were not taken into account.

An important choice was the choice of the bandwidth, that is the distance

from the election to the cutoff. Obviously there is a bias when using data far

away from the cutoff to estimate the discontinuity at the cutoff. Therefore,
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lower bandwidths produce a smaller bias. However, with a finite sample us-

ing smaller bandwidths will also reduce the size of the dataset and estimates

will be less precise. In this paper, estimates for various bandwidths will be

reported.

5.2. Limitations in the Data

There are three limitations in the data. First, the most obvious weakness

is the size of the dataset. There have only been 335 elections in the included

countries between 1970 to 2010. Given the above conditions this number

becomes even lower. When the bandwidth gets smaller the number of elec-

tions decreases rapidly. While there is enough data to apply the RD design,

an ideal dataset would be much larger. Second, since panel data from 31

different countries over a time period of 60 years is used, the dataset is not

homogenous. All of these countries have different institutions and a different

political framework. This might be the main reason why RDD has mostly

been used on local elections within countries. However, homogeneity can be

an issue in all cross country studies. Third, nearly all of the countries have

multiparty systems and in order to apply the RDD approach they need to

be treated as bipartisan. That means, only the parties with the largest and

the second to largest seat share are considered in the analysis. While this

is necessary, it is true that it ignores smaller parties that might have gotten

a substantial amount of votes. While this is true, after most parliamentary

election the winning party receives the mandate to form a government and
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third parties are mostly seen as potential coalition partners and should not

influence the party effect.

6. Results

6.1. Nonparametric Estimates

Figures 1 through 4 show the graphs of the local linear regression. Figures

1 and 2 illustrate the regression discontinuity design of the nominal and real

exchange rates on all available data. Figure 2 and 3 illustrate the regression

discontinuity using only data from elections close to the cutoff (5% of votes

share on either side). All four figures plot the change of the exchange rates

in the period after the election as a function of the vote share vit. The cutoff

is at vit = 0, where the left and right wing parties have the same number of

seats. All data points to the right of the cutoff represent elections that were

won by left wing parties and all data points to the left of the cutoff represent

elections that were won by right wing parties.

All four figures show discontinuous jumps at the 0 point. However, the

jumps are small and occur in opposite of the expected direction. In figures 3

and 4, where only close elections are displayed, the jumps are more distinct

than in the other two figures. In addition, those two figures show that the

number of elections close to the cutoff is very small. Therefore the local

linear estimate close to the cutoff might be disproportionally influenced by

only a few elections and might not show the true party effect.
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Table 6 shows the estimates of the local linear regression. Ideal band-

widths were calculated using a method by Imbens and Kalyanaraman [2009].

The numbers 50 and 200 are multiples for bandwidths in percentage form.

That means that local wald 50 estimates were calculated using half of the

ideal bandwidth and local wald 200 estimates were calculated using double

the ideal bandwidth. Like in the figures, the positive signs of the local wald

estimates indicate a jump in opposite of the expected direction. However,

estimates are statistically insignificant for all bandwidths which suggests that

there is no discontinuity at the point vit = 0.

6.2. Parametric Estimates

Tables 2 through 5 report the estimates from regressions of the real and

nominal effective exchange rate on party control. Every regression was run

twice, once with the control function Xit and once without the control func-

tion Xit. The numbers in the table are the values of the party effect coefficient

βit, as introduced in equation (6), and the corresponding t-statistics. The

estimates were obtained using different bandwidths and polynomial orders.

A major concern in RDD is whether the polynomial is correctly specified. To

deal with this problem, the Akaike information criterion was used to measure

the goodness of fit for each specification and estimate the optimal order of

the polynomial.

The results from the parametric regressions paint a similar picture to

the results from the local linear regression. The existence of a party effect
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is only suggested in regressions using a large bandwidth. However, those

regressions are very prone to bias and might not show the true effect. Signif-

icance decreases when the bandwidth decreases, which could either be due

to the decreasing sample size or could suggest the absence of a party effect.

However, the fact that the direction and size of the coefficient also change

suggests that it is due to the decreasing sample size.

6.3. Density Test

One of the important assumptions of RDD is that the political parties

have imprecise control over the assignment variable, in this case the vote

share. This assumption cannot be tested directly but following McCrary

[2008] it can be tested whether there is a discontinuity in the density of the

assignment variable. If there is a discontinuity in the density at the thesh-

old, this may suggest that politicians were able to perfectly manipulate the

treatment status. Figure 5 shows the McCrary [2008] density test of the vote

share variable. The figure shows that there is no jump in density of obser-

vations at or near the cut-off point, and therefore there is no evidence of a

manipulation of the assignment variable.

7. Discussion and Conclusion

This paper cannot identify a party effect on the exchange rate using

Regression Discontinuity Design. The expected jump in the regression at
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the cutoff point could not be identified. It it not clear whether this is due to

limitations in the data or due to the absence of an effect.

While issues in the data are likely, the possibly of the absence of an ef-

fect must be considered. The absence of an effect would have two important

implications: it cast doubt on the preferences of traders and of politicians.

First, it might be true that traders do not care who wins an election. That

means that a change in government might not change the demand for a coun-

try’s currency. While proponents of the rational expectation theory believe

that new and unexpected information about partisanship will effect market

behavior no evidence of this could be found in the exchange rate market.

Second, the results might change the understanding of party competition in

general. They cast doubt on the idea that different parties have different

policy preferences and suggests that parties prefer similar policy outcomes,

as suggested by the median voter model.

While these theoretical discussions are interesting, it is more likely that

the results were due to limitations in the data. It is especially likely that

the number of elections around the cutoff is too small to make accurate pre-

dictions. The small number of close elections limits the flexibility of the

RDD method. However, this does not make RDD inapplicable to uses in

cross country studies. On the contrary, this method of estimating casual

relationships might proof to be more fruitful in the future, especially since

the number of close national elections is increasing continuously. Other ap-

proaches could include the incorporation of Presidential and other electoral
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systems into the dataset to increase the sample size.

To conclude, this paper cannot provide evidence that party control has

a effect on the level of the exchange rate. This failure to provide evidence

can be due to data issues or to the absence of an effect. Hopefully, future

research, perhaps using a larger dataset, will be able to produce clearer results

regarding a party effect on the exchange rate.
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+ p<0.10, * p<0.05, ** p<0.01, *** p<0.001
This figure shows the local linear estimates for the nominal effective exchange rate using
a bandwidth of 1. The left wing vote share is on the horizontal axis and the change in

the exchange rate is on the vertical axis. All observations to the right of the 0 point are
elections that were won by a left wing party. All observations to the right of the 0 point

are elections that were won by a right wing party.

Figure 1: Nominal Effective Exchange Rate
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+ p<0.10, * p<0.05, ** p<0.01, *** p<0.001
This figure shows the local linear estimates for the real effective exchange rate using a

bandwidth of 1. The left wing vote share is on the horizontal axis and the change in the
exchange rate is on the vertical axis. All observations to the right of the 0 point are

elections that were won by a left wing party. All observations to the right of the 0 point
are elections that were won by a right wing party.

Figure 2: Real Effective Exchange Rate

32



−
4

−
2

0
2

4

−.05 0 .05

+ p<0.10, * p<0.05, ** p<0.01, *** p<0.001
This figure shows the local linear estimates for the nominal effective exchange rate using
a bandwidth of 0.1. The left wing vote share is on the horizontal axis and the change in
the exchange rate is on the vertical axis. All observations to the right of the 0 point are
elections that were won by a left wing party. All observations to the right of the 0 point

are elections that were won by a right wing party.

Figure 3: Nominal Effective Exchange Rate for close elections
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This figure shows the local linear estimates for the real effective exchange rate using a
bandwidth of 0.1. The left wing vote share is on the horizontal axis and the change in

the exchange rate is on the vertical axis. All observations to the right of the 0 point are
elections that were won by a left wing party. All observations to the right of the 0 point

are elections that were won by a right wing party.

Figure 4: Real Effective Exchange Rate for close elections

34



0
2

4
6

−.5 0 .5

Figure 5: McCrary [2008] density test
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Variable Observations Units Mean Standard Deviation Minimum Maximum

∆ REER 262 Index, 2005=100 -0.006 1.73 -8.26 12.54
∆ NEER 311 Index, 2005=100 -.78 5.52 -46.53 29.51

Vote Share 277 Percentage 0.009 0.11 -0.34 0.34
Foreign Reserves 319 SDRs 1.58×1010 5.64×1010 0 6.36×1011

Discount Rate 251 Percentage 8.91 8.65 0.1 74.4
Balance of Payments 246 US Dollars 6.6 ×108 8.51×109 -1.34×1010 1.25×1011

US Dollar NEER 333 Index, 2005=100 73.08 29.14 26.88 117.76

Table 1: Summary Statistics
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Bandwidth 1.00 0.50 0.25 0.10 0.05

Order of Polynomial

Zero
-0.026
(-0.07)

-0.13
(-0.33)

-0.4
(-0.96)

-0.27
(-0.98)

0.2
(1.46)

First
-1.37*
(-2.53)

-1.14*
(-2.11)

-0.55
(-0.76)

0.68
(1.14)

0.21
(1.61)

Second
-1.35*
(-2.56)

-1.25*
(-2.32)

-0.09
(-0.53)

0.87
(1.49)

0.23+
(1.75)

Third
-0.89

(-1.28)
-0.76

(-1.03)
-0.08

(-0.08)
0.64

(0.79)
0.23

(1.67)

Forth
-0.93

(-1.29)
-0.7

(-0.96)
0.87

(0.82)
0.64

(0.77)
0.23

(1.65)
Optimal order 2 2 4 4 2

+ p<0.10, * p<0.05, ** p<0.01, *** p<0.001
This table reports the coefficient β of the party ideology variable of the RD design for

the real effective exchange rate. Values are reported for different bandwidths and
polynomial orders. The optimal order of the polynomial was chosen using the Akaike

information criterion. T-statistics are in parentheses.

Table 2: RD Estimates of the Real Exchange Rate with Controls
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Bandwidth 1.00 0.50 0.25 0.10 0.05

Order of Polynomial

Zero
-0.65

(-0.64)
-0.236
(-0.91)

-0.249
(-0.86)

-0.0958
(-0.36)

0.310
(0.87)

First
-0.780+
(-1.74)

-0.623
(-1.34)

-0.178
(-0.30)

0.711
(1.18)

0.520
(0.58)

Second
-0.625
(-1.55)

-0.665
(-1.42)

-0.086
(-0.15)

0.857
(1.51)

0.515
(0.56)

Third
-0.458
(-0.82)

0.173
(0.28)

0.960
(1.17)

0.594
(0.71)

1.316
(0.94)

Forth
-0.279
(-0.47)

0.224
(0.36)

0.999
(1.21)

0.599
(0.71)

1.068
(0.77)

Optimal order 2 3 3 2 1
+ p<0.10, * p<0.05, ** p<0.01, *** p<0.001

This table reports the coefficient β of the party ideology variable of the RD design for
the real effective exchange rate without the use of controls. Values are reported for

different bandwidths and polynomial orders. The optimal order of the polynomial was
chosen using the Akaike information criterion. T-statistics are in parentheses..

Table 3: RD Estimates of the Real Exchange Rate without Controls
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Bandwidth 1.00 0.50 0.25 0.10 0.05

Order of Polynomial

Zero
1.44+
(1.93)

1.37+
(1.73)

1.41
(1.54)

0.03
(0.11)

0.06
(0.14)

First
-0.033
(-0.02)

-0.18
(-0.09)

0.75
(0.32)

0.79
(0.80)

-1.27
(-1.09)

Second
-0.023
(-0.01)

-0.27
(-0.13)

0.41
(0.18)

0.68
(0.79)

-1.5
(-1.20)

Third
-1.82

(-0.71)
-2.09

(-0.77)
2.25

(0.71)
-1.29
(1.10)

-1.68
(-0.69)

Forth
-2.11

(-0.80)
-2.03

(-0.74)
1.16

(0.33)
-1.23

(-1.03)
-3.17

(-1.21)
Optimal order 1 1 1 3 1

+ p<0.10, * p<0.05, ** p<0.01, *** p<0.001
This table reports the coefficient β of the party ideology variable of the RD design for
the nominal effective exchange rate. Values are reported for different bandwidths and
polynomial orders. The optimal order of the polynomial was chosen using the Akaike

information criterion. T-statistics are in parentheses..

Table 4: RD Estimates of the Nominal Exchange Rate with Controls
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Bandwidth 1.00 0.50 0.25 0.10 0.05

Order of Polynomial

Zero
1.61

(1.93)
1.57

(1.73)
0.72

(1.54)
0.05

(0.11)
0.4

(0.14)

First
-0.06

(-0.06)
-0.17

(-0.17)
-0.1

(-0.09)
0.61

(1.09)
0.13

(0.16)

Second
-0.04

(-0.05)
-0.21

(-0.21)
-0.39

(-0.33)
0.55

(1.01)
0.18

(0.21)

Third
-0.46

(-0.39)
-0.4

(-0.30)
0.23

(0.14)
0.21

(0.27)
1.59

(1.25)

Forth
-0.38

(-0.31)
-0.5

(-0.37)
-0.17

(-0.11)
0.22

(0.27)
1.67

(1.39)
Optimal order 1 1 2 2 4

+ p<0.10, * p<0.05, ** p<0.01, *** p<0.001
This table reports the coefficient β of the party ideology variable of the RD design for

the nominal effective exchange rate without the use of controls. Values are reported for
different bandwidths and polynomial orders. The optimal order of the polynomial was

chosen using the Akaike information criterion. T-statistics are in parentheses.

Table 5: RD Estimates of the Nominal Exchange Rate without Controls
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Bandwidth Real Effective Exchange Rate

local wald 0.0711
0.999
(1.76)

local wald50 0.0355
0.929
(1.44)

local wald200 0.142
0.253
(0.65)

Bandwidth Nominal Effective Exchange Rate

local wald 0.0491
0.465
(0.59)

local wald50 0.0245
1.314
(1.02)

local wald200 0.0981
0.143
(0.21)

* p<0.05, ** p<0.01, *** p<0.001
This table shows local wald estimates for different bandwidths. They were obtained in

STATA by using the -rd- command from Nichols [2011].
T-statistics are in parentheses

Table 6: Local Linear Estimates
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