How Constraining is Capital Mobility? The Partisan Hypothesisin an Open
Economy

Thomas Oatley
American Journal of Political Science, Vol. 43, No. 4. (Oct., 1999), pp. 1003-1027.

Stable URL:
http://links.jstor.org/sici ?sici=0092-5853%28199910%62943%3A 4%3C1003%3AHCICM T%3E2.0.CO%3B2-R

American Journal of Political Scienceis currently published by Midwest Political Science Association.

Y our use of the JSTOR archive indicates your acceptance of JISTOR's Terms and Conditions of Use, available at
http://www.jstor.org/about/terms.html. JSTOR's Terms and Conditions of Use provides, in part, that unless you have obtained
prior permission, you may not download an entire issue of ajournal or multiple copies of articles, and you may use content in
the JSTOR archive only for your personal, non-commercial use.

Please contact the publisher regarding any further use of this work. Publisher contact information may be obtained at
http://www.jstor.org/journals'/mpsa.html.

Each copy of any part of a JSTOR transmission must contain the same copyright notice that appears on the screen or printed
page of such transmission.

The JSTOR Archiveisatrusted digita repository providing for long-term preservation and access to leading academic
journals and scholarly literature from around the world. The Archive is supported by libraries, scholarly societies, publishers,
and foundations. It isan initiative of JSTOR, a not-for-profit organization with a mission to help the scholarly community take
advantage of advancesin technology. For more information regarding JSTOR, please contact support@jstor.org.

http://www.jstor.org
Sat Dec 1 23:23:03 2007


http://links.jstor.org/sici?sici=0092-5853%28199910%2943%3A4%3C1003%3AHCICMT%3E2.0.CO%3B2-R
http://www.jstor.org/about/terms.html
http://www.jstor.org/journals/mpsa.html

How Constraining Is Capital Mobility?
The Partisan Hypothesis
in an Open Economy

Thomas Oatley, University of North Carolina at Chapel Hill

A growing literature argues that international financial integration has eliminated the pos-
sibility for distinct partisan macroeconomic strategies. I test this hypothesis by reformu-
lating the partisan hypothesis in an open-economy context and conducting pooled time-
series analysis of budget balances, real interest rates, and capital controls for fourteen
OECD countries between 1970 and 1994. The analysis provides little evidence that finan-
cial integration has eliminated distinct partisan macroeconomic policies. Under fixed ex-
change rates leftist governments run larger deficits than rightist governments and use
capital controls to reduce interest rate premia. Under floating exchange rates leftist gov-
ernments pursue looser monetary policies than rightist governments. While partisan dis-
tinctions do weaken in the 1990s in countries with fixed exchange rates, this is attributed
to the recession of the early 1990s and to important institutional changes in the European
Union. International financial integration, therefore, does not prevent governments from
pursuing distinct partisan macroeconomic policies.

1. INTRODUCTION

The partisan hypothesis has become a standard of the political economy
literature. Pioneering work by Hibbs (1977, 1987) generated a research pro-
gram that posited a systematic relationship between the partisan composi-
tion of government and macroeconomic policies (See Alesina 1988, 1989;
Alesina et al. 1993; Alt 1985; Hibbs 1977, 1987, 1992, 1994; Quinn and
Shapiro 1991; and the useful survey in Keech 1995). This hypothesis asserts
that different political parties have different ideal macroeconomic outcomes
and once in office use monetary and fiscal policy to try to move the economy
toward their most preferred point. Governments led by leftist parties with
strong organizational and electoral ties to labor use expansionary macroeco-
nomic policies, budget deficits, and low interest rates to try to produce low
unemployment even if this implies rising inflation. Governments led by
rightist parties with strong organizational and electoral ties to capital and the
professional managerial class use restrictive macroeconomic policies,

I would like to thank Benjamin Cohen, Jeffry Frieden, Michael MacKuen, Timothy McKeown,
George Rabinowitz, Beth Simmons, Marco Steenbergen, James Stimson, Terry Sullivan, and a num-
ber of anonymous referees for helpful comments and to Dennis Quinn for making available his in-
dex of financial openness. An earlier version of this paper was presented to the American Political
Science Convention, September 1998.
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balanced budgets, and high interest rates to try to produce low inflation even
if this implies rising unemployment.

A growing body of literature, which I will call the “capital mobility hy-
pothesis,” suggests that international financial integration has eliminated the
latitude leftist governments require to pursue fiscal and monetary expan-
sions and, therefore, has eliminated distinct partisan macroeconomic poli-
cies (see, e.g., Andrews 1994a, 1994b; Garrett and Lange 1991; Goodman
and Pauly 1993; Keohane and Milner 1996; Kurzer 1993; Moses 1994;
Scharpf 1991; Simmons 1998; Walsh 1994; Webb 1995). According to the
capital mobility hypothesis, financial market integration forces all political
parties to respond in the same way to large financial institutions that can eas-
ily and quickly shift their funds across national borders. The hypothesis as-
sumes that these financial institutions prefer low inflation and balanced bud-
gets and rapidly shift their funds in response to macroeconomic policies that
threaten to generate inflation or otherwise reduce the return on investment
relative to other national markets. As a consequence, rather than being able
to pursue expansionary fiscal and monetary policies, leftist governments
must adopt policies identical to those preferred by the right: tight money and
balanced budgets. The implication of international financial integration for
the partisan hypothesis, therefore, is quite clear: “governments no longer
possess the autonomy to pursue independent macroeconomic strategies suc-
cessfully. In anything but the short run, the fiscal and monetary policies of
governments of the left and the right should converge”(Garrett and Lange
1991, 543).!

This paper evaluates the extent to which international financial integra-
tion does constrain macroeconomic policy by first reformulating the partisan
hypothesis in an open-economy framework and then testing the resulting ex-
pectations against annual data from fourteen OECD countries in the period
1970-1994. Placing the partisan hypothesis in an open-economy context
forces us to recognize that the macroeconomic policy instrument a govern-
ment will use to pursue its macroeconomic objectives depends upon how the
domestic economy relates to the international economy. Specifically, whether
we observe partisan distinctions on monetary or fiscal policy depends upon
‘whether a government fixes or floats the exchange rate and upon whether the
government does or does not use capital controls. Once we control for this
context, open-economy macroeconomics suggests that international financial
integration does not eliminate the autonomy necessary to pursue distinct par-
tisan macroeconomic policies.

!Garrett and Lange have subsequently backed away from this conclusion. (See Garrett 1995,
1998; Garrett and Lange 1995; Kitschelt et al. 1998.)
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The empirical findings provide strong support for these conclusions.
Once we control for choice of the exchange rate regime and the use of capi-
tal controls, governments do have the autonomy necessary to pursue distinct
strategies. Throughout the period analyzed, leftist governments offered
lower real interest rates and ran larger deficits than rightist governments.
While left and right governments did pursue distinct macroeconomic strate-
gies, the policy instrument they relied upon to do so was context dependent.
Under fixed exchange rates partisan distinctions are evident on fiscal policy
but not on monetary policy, while under floating exchange rates partisan dis-
tinctions are evident on monetary policy but not on fiscal policy. Finally, the
analysis indicates that the context within which policy is made is not exog-
enous. Leftist governments with fixed exchange rates relied on capital con-
trols much more heavily than did all other governments and as a result were
able to offer lower real interest rates and run larger budget deficits than they
could otherwise. Thus, governments manage the relationship between the
domestic economy and the international economy in order to gain the au-
tonomy they require to pursue their desired objective.

My paper proceeds as follows. Section two defines financial integration,
presents a simple open-economy model to demonstrate why the effect of
capital mobility on fiscal and monetary depends upon the exchange rate and
capital controls, and then restates the partisan hypothesis in this open-
economy context. Section three presents the data and estimation technique.
Section four discusses the results. Section five summarizes and offers some
concluding comments.

2. CaprITAL MOBILITY AND THE PARTISAN HYPOTHESIS
IN AN OpPEN EcoNomy

The last twenty-five years have brought the internationalization of fi-
nance. While the increase in daily turnover on foreign exchange markets to
over $1 trillion per day is the single most apparent symbol of the growth of
international finance, what is distinctive about global financial integration is
that parties to financial transactions increasingly live in different countries.
The extent to which finance has become globalized can be glimpsed from
the dramatic increase in portfolio capital flows. According to the Bank for
International Settlements, gross portfolio flows (inflows plus outflows) for
the United States rose from $10.5 billion in the late seventies to about $230
billion in 1993. The American increase was not atypical. Gross flows for
western Europe increased from $29 billion in the late seventies to $660 bil-
lion by 1993. On a transactions basis, the growth of international finance ap-
pears even more dramatic. Cross-border transactions of bonds and equities
in the United States increased from 4 percent of GDP in 1975 to more than
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150 percent in the first half of the 1990s. Europe displayed identical trends,
with cross-border transactions rising from less than 4 percent of GDP in
1975 to close to 200 percent of GDP in the early 1990s (Bank for Interna-
tional Settlements 1998).

How tightly integrated are financial markets? One way to measure fi-
nancial integration is to evaluate the extent to which the interest parity con-
dition is met.? The interest parity condition states that in a world of tightly
integrated financial markets, a condition economists call “perfect capital
mobility,” the risk-adjusted domestic interest rate must equal the world inter-
est rate. Economists examine two measures to assess whether financial inte-
gration has forced risk-adjusted returns on equivalent short-term instruments
to equalize. The simplest indicator is the difference between onshore and
offshore returns on identical instruments denominated in the same currency.
For example, if financial markets are fully integrated, then a French franc
deposit in Paris should yield the same return as a French franc deposit in
Luxembourg. A second measure, covered interest parity, compares the rates
of return on equivalent financial instruments denominated in different cur-
rencies, such as the return on a one year U.S. Treasury bill and a one year
bond issued by the British Government. In a perfectly integrated market the
returns on these two instruments should be identical once one adjusts for the
cost of purchasing forward cover to insure against exchange rate deprecia-
tion. Empirical tests of these two measures of international financial integra-
tion indicate that short-term markets exhibit a very high degree of integra-
tion: during the 1980s onshore-offshore rates largely converged and covered
interest parity was largely established (International Monetary Fund 1991;
Marston 1995).

To what extent has the integration of international financial markets
forced the convergence of macroeconomic policies? This section develops a
theoretical structure that produces a set of hypotheses concerning the extent
to which international financial integration has eliminated the latitude leftist
governments require to pursue expansionary policies. This structure is de-
veloped in two steps. First, I use the standard model of open-economy mac-
roeconomics to elaborate how capital mobility affects fiscal and monetary
policies. Second, I use this open-economy framework to reformulate the par-
tisan hypothesis. This reformulated partisan hypothesis then serves as a null
hypothesis against which to evaluate the capital mobility hypothesis.

2An alternative to the approach adopted here is to examine the correlation between national
savings and investment rates. The expectation is that as international financial integration increases
the correlation between domestic savings and domestic investment will fall. See Feldstein and
Horioka (1980) and Frankel (1991). For a useful comparison of alternative measures of financial
openness, see Clark et al. (1998).
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2.1 Macroeconomic Policies in an Open Economy

The standard model of open-economy macroeconomics suggests that
the effect international financial integration has on monetary and fiscal poli-
cies depends upon how governments use the exchange rate and capital con-
trols to manage the linkages between domestic and international markets
(Mundell 1968; Krugman and Obstfeld 1991; Sachs and Larrain 1993).
While this model was developed in the early 1960s, it remains the “work-
horse” for analyzing open-economy macroeconomics (Krugman 1991,
1995). The model’s basic conclusion is that even with perfect capital mo-
bility, governments’ abilities to use macroeconomic policy instruments
depend upon the exchange rate choice they make. Under a fixed exchange
rate, capital mobility increases the effectiveness of fiscal policy but elimi-
nates monetary policy autonomy. Under a floating exchange rate, capital
mobility renders fiscal policy ineffective, but monetary policy can be set
independently.

In monetary policy, the basic insight of open-economy macroeconomics
is that given three possible objectives, capital mobility, monetary autonomy,
and exchange rate stability, governments can achieve only two simulta-
neously. With perfect capital mobility the open-economy framework tells us
that governments can gain monetary autonomy if they are willing to allow the
exchange rate to float. The economic logic can be elaborated briefly. From an
initial equilibrium, a domestic monetary expansion will cause a reduction in
domestic interest rates. Free to leave the national market, capital will move
abroad in search of a higher return. Capital outflows will reduce the demand
for the domestic currency, and one of two things must happen in response. If
the government is maintaining a fixed exchange rate, then it must enter the
foreign exchange market to purchase domestic currency at the given ex-
change rate. These foreign exchange market operations will contract the do-
mestic money supply and as the money supply shrinks the domestic interest
rate rises back to the world interest rate. Thus, with perfect capital mobility
and a fixed exchange rate, governments cannot move the domestic interest
rate below (or above) the world interest rate. If the government allows the ex-
change rate to float, however, the shift into foreign assets prompted by the
domestic interest rate reduction causes the exchange rate to depreciate. The
domestic interest rate reduction can be sustained as exchange rate move-
ments equilibrate the foreign exchange market. Thus, with perfect capital
mobility the extent to which governments lose monetary autonomy depends
upon whether the exchange rate is fixed or floating.

Governments need not passively accept the interest parity condition,
however. Cohen (1996) notes that much of the literature suggests that inter-
national financial integration has been exogenously imposed, in effect
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forcing governments to choose between monetary autonomy and exchange
rate flexibility. Goodman and Pauly (1993), for example, argue that the mi-
cro-computer revolution, the dramatic growth of domestic financial mar-
kets during the 1970s and 1980s, and the increased prominence of multi-
national corporations with a greater need to move funds across national
borders have made it much easier for wealth holders to evade capital con-
trols.3 As capital controls became less effective, governments largely
stopped trying to prevent cross-border capital movements. It is not clear,
however, that capital account liberalization has been exogenously imposed.
Existing analyses suggest that variation in the use of capital controls corre-
sponds quite well with the basic expectations of the partisan hypothesis:
leftist governments, who are more likely to pursue expansionary monetary
policies, are more likely to rely on capital controls than rightist govern-
ments (see Quinn and Inclan 1997; Quinn 1997; Alesina et al. 1993; Grilli
and Milesi-Ferretti 1995). And while little of the extant literature investi-
gates systematically whether those governments that have used capital con-
trols have continued to enjoy monetary autonomy, we do know that capital
controls allowed the French and Italian governments to combine consider-
able monetary policy autonomy and membership in the European monetary
system during much of the 1980s (Giavazzi and Giovannini 1989; Oatley
1997). Thus, the claim that capital account liberalization has resulted from
the declining effectiveness of capital controls rests on thin empirical foun-
dations. If capital controls do remain effective, then governments have an
additional degree of freedom; they may be able to combine fixed exchange
rates with monetary policy autonomy.

Whether fiscal expansion is an effective instrument for stimulating do-
mestic demand in an open economy also depends upon whether the ex-
change rate is floating or fixed. With a floating exchange rate capital mobil-
ity renders fiscal policy ineffective as a tool for demand management. The
economic logic can be briefly elaborated. A government-financed fiscal ex-
pansion will cause an increase in output, and this increase in output will
cause an increase in the transactions demand for money. With the money
supply initially fixed, this increase in money demand will place upward
pressure on domestic interest rates. As domestic interest rates rise above the
world rate, foreign asset holders will exchange foreign assets for domestic
assets. This shift in asset demand increases the demand for the domestic
currency and the domestic currency appreciates. Currency appreciation

3Keohane and Milner (1996) share this conclusion. For arguments that financial liberalization
was a domestic or state-driven process, see Sobel (1994), Helleiner (1994), and Notermans (1993).
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causes foreign goods to become relatively less expensive than domestic
goods, and this relative price change causes a shift in consumption from
domestic to foreign goods. The shift in consumption from domestic to for-
eign goods in turn offsets the expansionary effect of government spending
on the domestic economy. Thus, if a government allows its exchange rate to
float, fiscal policy is rendered ineffective as capital inflows cause the cur-
rency to appreciate.

If the exchange rate is fixed, however, fiscal policy is highly effective
under perfect capital mobility. Fiscal policy is effective under a fixed ex-
change rate because the interest parity condition forces monetary policy to
accommodate the fiscal expansion. As elaborated above, the fiscal expansion
will cause an increase in output, and this increase in output will cause an in-
crease in the transactions demand for money. As the domestic interest rate
rises above the world interest rate, foreign asset holders will demand domes-
tic assets, and this shift in asset demand will increase the demand for the do-
mestic currency. Unlike the floating exchange rate case, however, the central
bank is now obligated to intervene in the foreign exchange market to defend
the fixed exchange rate. By purchasing foreign currencies through these for-
eign exchange market interventions, the monetary authorities expand the
domestic money supply, and the monetary expansion restores the asset and
foreign exchange markets to equilibrium. Thus, because the monetary au-
thorities are forced by the fixed exchange rate to accommodate the fiscal ex-
pansion, the increase in domestic interest rates that would have occurred in
the absence of capital mobility and the appreciation of the domestic cur-
rency that would have occurred with a floating exchange rate are both pre-
vented. Given a fixed exchange rate and capital mobility, therefore, fiscal
policy has a powerful impact on domestic demand.

It is important to recognize that fiscal policy’s effectiveness results from
what are assumed to be automatic changes in the money supply induced by
foreign exchange market intervention. Central banks may try to prevent
these foreign exchange market interventions from affecting the domestic
money supply by sterilizing these operations. Sterilization occurs when cen-
tral banks buy domestic assets through open market operations at the same
rate at which they sell foreign assets through foreign exchange market trans-
actions. As a result, the expansion of the money supply engendered by for-
eign exchange market transactions is offset by the sale of domestic assets in
open market operations. Through sterilization, therefore, central banks try to
support a fixed exchange rate without altering the domestic money supply.
While central banks do sterilize their foreign exchange market interventions,
empirical studies of sterilized intervention in the industrialized world have
indicated that this practice has, at best, only a “temporary influence” on the
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exchange rate (Edison 1993; Dominguez and Frankel 1993).4 Thus, if a gov-
ernment is in fact committed to maintaining a fixed exchange rate, they can-
not sterilize foreign exchange market intervention and fiscal expansion will
therefore generate a monetary expansion.

To summarize, according to the standard open-economy model, interna-
tional financial integration does not strip governments of the ability to use
monetary and fiscal policies to achieve domestic economic objectives. In-
stead, the open-economy model tells us that while capital mobility does im-
pose a constraint on macroeconomic policy instruments, even with perfect
capital mobility one of the two policy instruments is always effective. Which
policy instrument is effective depends upon governments’ preferences on the
exchange rate. If governments want to maintain a fixed exchange rate, then
fiscal policy is effective but monetary policy autonomy is lost. If govern-
ments want a floating exchange rate, then monetary policy autonomy is
maintained but fiscal policy is ineffective.

2.2 The Partisan Hypothesis in an Open Economy

The discussion of macroeconomic policies in an open economy sug-
gests that to test the hypothesis that international financial integration has
eliminated the latitude leftist governments require to pursue expansionary
macroeconomic policies we must recognize that choices about exchange
rates and capital controls shape governments’ abilities to manipulate mon-
etary and fiscal policies. Thus, rather than testing the hypothesis that leftist
governments pursue expansionary policies and rightist governments pursue
restrictive policies, we need to test a hypothesis in which parties’ macroeco-
nomic policy objectives are pursued through either monetary or fiscal policy
given their prior choices on the exchange rate and capital controls.

Table 1, which depicts the effectiveness of macroeconomic policy in-
struments as a function of exchange rate and capital controls, presents this
reformulated version of the partisan hypothesis. As the table indicates, in an
open economy, governments face a choice between an independent mon-
etary policy or an effective fiscal policy and the effectiveness of each policy

“There are two models of exchange rate determination: the monetary approach and the portfo-
lio balance model. According to the monetary approach, a bilateral exchange rate is fully determined
by the relative supply and demand of the two currencies. Because sterilized intervention causes no
change in relative money supplies, the monetary approach suggests that sterilized intervention can
never be effective. According to the portfolio balance model, sterilized intervention can affect the
exchange rate directly by altering the relative supply of foreign and domestic bonds and indirectly by
signaling monetary authorities’ future policy intentions. No empirical support for the direct effect
has yet been found, and only very limited empirical evidence consistent with the signaling effect has
been reported. Both models, and the empirical evidence on the portfolio balance model, are surveyed
in Edison (1993).
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Table 1. The Partisan Hypothesis in an Open Economy

Capital Controls No Capital Controls

Fixed
Exchange Rate

Floating
Exchange Rate

instrument is dictated by the choice of exchange rate and capital controls. If
a government floats its exchange rate there is latitude for independent mon-
etary policies, irrespective of whether or not capital controls are used, and
latitude for an effective fiscal policy if capital controls are in place. The im-
plications for the partisan hypothesis are clear: under floating exchange rates
we are likely to observe systematic partisan differences on monetary policy,
with leftist governments more inclined to pursue monetary expansion. When
the floating exchange rate is accompanied by capital controls, we are likely
to observe systematic partisan differences on fiscal policy, with leftist gov-
ernments more inclined to pursue deficit spending. Thus, the expectations
generated by the lower left hand cell of Table 1 correspond with those for-
mulated by traditional partisan theory: we are likely to observe partisan dis-
tinctions on fiscal and monetary policies. With a fixed exchange rate, fiscal
policy is effective but the latitude for an independent monetary policy de-
pends upon whether capital controls are in place. Again, the implications for
the partisan hypothesis are clear: under a fixed exchange rate we are most
likely to observe systematic partisan differences on fiscal policy, with leftist
governments more likely to pursue deficit-financed fiscal expansions and
unlikely to observe partisan distinctions on monetary policy. If a government
with a fixed exchange rate relies upon capital controls, the open-economy
framework leads us to expect an effective fiscal policy and monetary policy
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independence. The expectations for this cell thus also correspond to those
formulated by the traditional partisan hypothesis: we are likely to observe
partisan distinctions on fiscal and monetary policies.

This reformulated partisan hypothesis provides a null hypothesis against
which to test the capital mobility hypothesis. The capital mobility hypoth-
esis suggests that international financial integration has eroded distinct par-
tisan macroeconomic policies by forcing all governments to adopt capital-
friendly policies. Thus, support for the capital mobility hypothesis requires a
consistent lack of systematic partisan distinctions where the reformulated
partisan hypothesis suggests they should exist. Thus, under fixed exchange
rates, a failure to find distinct partisan fiscal policies is consistent with the
capital mobility hypothesis. Under floating exchange rates, a failure to find
distinct partisan monetary policies is consistent with the capital mobility hy-
pothesis. Conversely, systematic evidence of partisan distinctions on fiscal
policy under fixed exchange rates and on monetary policy under floating ex-
change rates is inconsistent with the capital mobility hypothesis.

3. DATA AND ANALYSIS

I test the capital mobility hypothesis with pooled time-series analysis on
two measures of macroeconomic policy, interest rates and budget balances,
and one measure of capital controls for fourteen OECD countries in the pe-
riod 1968-1994.5 The interest rate I analyze is the real money market rate,
which I select because money markets are liquid, closely linked to foreign
exchange markets, and therefore the interest rate series that are most likely
to be affected by international financial integration. Budget balances are
measured as a positive or negative percentage of GDP. I focus on policy in-
struments rather than macroeconomic outcomes such as the rate of eco-
nomic growth, the unemployment rate, or the rate of inflation because a fo-
cus on macroeconomic outcomes tests joint hypotheses: (a) governments
retain the ability to target fiscal and monetary policy at their most preferred
domestic economic objectives and (b) fiscal and monetary policies generate
the desired macroeconomic outcomes. A test of joint hypotheses makes it
difficult to evaluate theoretical hypotheses against negative findings. For ex-
ample, if no systematic relationship is found between partisanship and, say,
rates of unemployment, it could be because expansionary fiscal and mon-

5The countries included in the sample are: Australia, Austria, Belgium, Canada, Denmark,
France, Germany, Italy, Japan, the Netherlands, Norway, Sweden, and the United Kingdom. The
United States was excluded to maintain a focus on small and relatively open economies. The combi-
nation of large financial markets and a currency that serves as the primary international reserve cur-
rency makes the United States as much a price maker in international financial markets as a price
taker. Thus, its macroeconomic policies are unlikely to be subject to the same constraints as the other
OECD economies.
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etary policies are ineffective at reducing and raising unemployment, or it
could be because mobile capital prevents governments from adopting poli-
cies that, in the absence of capital mobility, would otherwise be effective.
Using policy instruments as the dependent variables eliminates this joint hy-
pothesis by testing only whether partisanship is systematically related to dif-
ferent macroeconomic policy stances.

The form of the models estimated is

Y, = a+B,Y,_ +(B, PARTY, ) + (B;PARTY*INTERNATIONAL
ECONOMY,; ) + (B,PARTY*INTERNATIONAL
ECONOMY*1990 ;) + (BsCONTROL, ) + (B,DUMMY, ) +e.

Y ; . is one of two dependent variables, real money market interest rates
and government budget balance (deficit or surplus as percentage of
GDP), for country i at time ¢. Y; , ; is the one period lag of the dependent
variable. PARTY;  is the measure of partisanship. This is a continuous
variable that ranges from 1, which is a cabinet with only rightist party
members, to 5, which is a cabinet with only leftist party members.
PARTY*INTERNATIONAL ECONOMY;, is a vector of interactive terms
between PARTY; and the exchange rate regime and capital controls. The
precise specification is model-specific and is discussed for each model.
PARTY *INTERNATIONAL ECONOMY*1990;, is a set of interactive
terms between a dummy variable for observations in the 1990s and
PARTY*INTERNATIONAL ECONOMY; . These interactive terms are in-
cluded to test for the stability of the estimated relationships over time.

DUMMY;, is a set of dummy variables that includes the three exchange rate/
capital control terms, 1990, and country dummies. I also include a set of po-
litical and economic variables as controls. These include labor strength, in-
flation, economic growth in the fiscal policy model, and government budget
balance in the monetary policy model.

Pooled time-series designs of this type often violate three of the stan-
dard OLS assumptions about the error process (Beck and Katz 1995). First,
errors might be contemporaneously correlated, such that errors in country i
at time ¢ are correlated with errors in country j at time ¢. Second, the error
process may display panel heteroskedasticity, “where the variances of the
error process differ from unit to unit” (Beck and Katz 1995, 636). Third,
there may be serial correlation such that errors in country i at time ¢ are cor-
related with errors in country i at time ¢ + /. Each of these violations tends to
reduce the size of the estimated standard errors, thereby raising estimated
levels of significance for the individual coefficients. To reduce the severity
of these problems, I reduced serial correlation by including a lagged depen-
dent variable. To minimize the effect of heteroskedasticity I report robust
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standard errors calculated based on White’s heteroskedastic-consistent cova-
riance matrix. The reported models are robust to alternative specifications
and estimation techniques.®

4. RESULTS
4.1 Fiscal Policy

I estimated two models of fiscal policy that differ in how the relation-
ship between the domestic economy and the international economy is mod-
eled. The results are reported in Table 2. Model one controls only for the ex-
change rate regime while model two controls for both the exchange rate
regime and the presence or absence of capital controls. In model one the ex-
cluded category is floating exchange rate, and therefore, the lack of a signifi-
cant coefficient on Party indicates that with a floating exchange rate there is
no systematic relationship between partisanship and fiscal balance. The
large negative coefficient on the Party*Fixed Exchange Rate interaction
term, however, indicates that with a fixed exchange rate leftist governments
are associated with larger deficits and smaller surpluses while rightist gov-
ernments are associated with smaller deficits and larger surpluses. The large
positive and significant coefficient on Party*Fixed Exchange Rate*1990 in-
dicates that the strong relationship that holds throughout the earlier period
weakened during the 1990s. Thus, this model suggests that with a fixed ex-
change rate, parties pursued distinct fiscal policies, but that these distinc-
tions disappeared in the 1990s.

Model two presents a three-way interaction between partisanship, ex-
change rate regime, and financial openness using a dummy variable to mea-
sure the presence or absence of capital controls. The excluded category is
fixed exchange rate with capital controls, and therefore the independent ef-
fect of Party in this model captures the relationship between partisanship
and budget balances in this category. The large, negative, and statistically
significant coefficient on Party is fully consistent with the open-economy
partisan hypothesis: given a fixed exchange rate and capital controls, leftist
governments were associated with systematically larger deficits or smaller
surpluses than rightist governments. When we shift from a fixed exchange
rate with capital controls to a fixed exchange rate without capital controls
(Party*Fixed Exchange Rate and No Capital Controls) the size of the parti-
san effect is reduced, though it remains negative. This indicates that leftist
governments run larger deficits behind capital controls, suggesting that left-
ist governments use capital controls to reduce the extent to which capital

SFor example, a model based on first differences rather than lagged dependent variable gener-
ates substantially identical results as do models estimated with generalized least squares rather than
OLS. Nor are the reported results sensitive to the elimination of nonsignificant variables or to the in-
clusion of other nonsignificant variables.
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Table 2. The Partisan Hypothesis and Fiscal Policy
in an Open Economy

Model 1 Model 2
Lagged Dependent Variable 79 (.04)*** 79 (.04)***
Party .10 (.10) —.62 (.19)%***
Party*Fixed Exchange Rate —45 (.16)***
Party*1990 .03 (.15)
y*Fixed Rate*1990 43 ((14)%k*

Labor Strength . . .003 (.0
Inflation .08 (.03)** 11 (L03)***
GDP Growth (percent change) .26 (.05)*** 28 (04 )k
1990s —1.15 (.54)** =1.15 (.50)**
Fixed Exchange Rate and

Capital Controls -.79 (.68)
Floating Exchange Rate and

Capital Controls —2.44 (70)***
Floating Exchange Rate and

No Capital Controls -.02 (.79)
Fixed Exchange Rate 1.28 (48)***
R-Squared .88 .89
F 103.29 87.77

(P > F .000) (P > F .000)

N 323 323

Dependent variable is government budget balance. Method of estimation is OLS fixed effects with
robust standard errors.
* significant at .1 ** significant at .05 *** significant at .01

flight constrains their ability to engage in deficit spending. I explore this
question in greater detail below.

The floating exchange rate cases yield mixed results. On the one hand,
when governments float their exchange rate and use capital controls, there
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is no evidence of a partisan distinction. The large positive coefficient on
Party*Floating Exchange Rate and Capital Controls more than offsets the
negative coefficient on Party. On the other hand, when governments float
and do not use capital controls, there is evidence that leftist governments
run larger deficits than rightist governments. The absence of a significant
coefficient on Party*Floating Exchange Rate and Capital Controls interac-
tive term indicates that the relationship between Party and Budget Balances
in this category is no different from the relationship in the excluded cat-
egory. These results are not fully consistent with the open-economy frame-
work which suggested that fiscal policy should be effective under floating
exchange rates and capital controls and should not be effective under float-
ing exchange rates and capital mobility.

Finally, the relationship between partisanship and budget balances is not
stable across time. The large positive and statistically significant coefficient
on Party*1990 suggests that during the 1990s the budget balances produced
by leftist governments were no different than those produced by rightist gov-
ernments in countries with fixed exchange rates and capital controls. The
negative coefficient on Party*Fixed Exchange Rate and No Capital Con-
trols*1990 offsets the main effect of fixed exchange rates and capital mobil-
ity, indicating that partisan distinctions in this category also disappeared dur-
ing the 1990s. These findings mirror those reported for model one. The
interactive terms for the floating exchange rates cases, both with and without
capital controls, are statistically significant and negative. For the floating ex-
change rate and capital controls case, this negative coefficient offsets the
positive Party*1990 coefficient to yield a combined effect of no partisan dis-
tinction. For the floating exchange rate and no capital controls, the negative
sign indicates the continued persistence of partisan differences in this cat-
egory. The elimination of systematic partisan differences on fiscal policy,
therefore, appears to be restricted only to countries with fixed exchange rates.

Both models provide support for the open-economy partisan hypothesis
for the period 1970-1989, and both provide evidence that the relationship
between partisanship and fiscal policy has eroded during the 1990s in those
countries with a fixed exchange rate. While this erosion could be evidence of
a capital mobility effect, two variables in both models, the 7990s dummy
variable and GDP Growth, suggest an alternative interpretation. The capital
mobility hypothesis expects financial integration to drive partisan conver-
gence toward balanced budgets. Thus, if the capital mobility hypothesis is
correct, leftist governments should be forced to run smaller deficits in the
1990s than they did in the earlier periods. Yet, the 1990s dummy variable is
large, negative, and highly significant, indicating that in the 1990s budget
balances deteriorated across the board rather than improved. This deteriora-
tion is evident in the raw budget figures, which indicate that the average bud-
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get balance fell from —1.87 percent of GDP for the 1968-1989 period to
—4.14 percent of GDP in the period 1990-1994. Thus, while the 1990s did
see a partisan convergence of budget balances, rather than leftist govern-
ments moving toward balanced budgets as the capital mobility hypothesis
suggests, it appears that rightist governments moved into deficit. This sug-
gestion is further supported by the relationship between economic growth
and budget balances. The GDP Growth coefficient indicates that budget bal-
ances are positively correlated with economic conditions. As economic
growth increases, the budget deficit shrinks. The early 1990s brought a se-
vere economic recession to most of western Europe, and GDP growth was
negative in most European countries in 1993. Thus, as growth slowed, one
would expect budget balances to deteriorate. Thus, while one might suggest
that partisan convergence on budget balances reflects the impact of capital
mobility, it is plausible to suggest that this erosion.of partisan distinctions
was driven by the recession that hit European economies in the early 1990s.

Our ability to differentiate between the recession and the capital mobil-
ity hypotheses based on an extension of the data to the post-recession years
is complicated by the Maastricht Treaty’s convergence criteria. These crite-
ria required governments to have a deficit to GDP ratio of no greater than 3
percent in order to qualify for monetary union. Thus, between 1994 and
1998, those years following the recession and preceding the implementation
of monetary union, governments hoping to qualify for monetary union were
working to reduce their deficits and we would not expect systematic partisan
difference for these years. Our ability to untangle the recession from the
capital mobility hypotheses, therefore, as the cause of the elimination of par-
tisan distinctions in the 1990s will require data points for the years following
the implementation of monetary union.

4.2 Monetary Policy

I estimated two models of real money market interest rates, one that
controls only for the effect of exchange rate regime and one that controls
for the full interaction between party, exchange rates, and capital controls.
The results are presented in Table 3. Model one controls only for the effect
of exchange rate regime, fixed or floating. The excluded category is float-
ing exchange rate. The large negative and highly significant coefficient on
Party in this model is consistent with the open-economy partisan hypoth-
esis: under floating exchange rates, leftist governments offered signifi-
cantly lower real interest rates than did rightist governments. Note that the
model controls for inflation, and thus this partisan effect is not driven by
higher realized inflation under leftist governments. Under fixed exchange
rates, the interactive term Party*Fixed Exchange Rate indicates the absence
of distinct partisan monetary policies. Thus, through most of the sample
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Table 3. The Partisan Hypothesis and Monetary Policy
in an Open Economy

Model 1 Model 2

Lagged Dependent Variable 31 (07)*** .29 (.06)***
Party =37 ((14)%** —.48 (.19)***
Party*Fixed Exchange Rate 49 (12)#**
Party*1990 A8 (25)%*
Party*Fixed Exchange Rate*1990 56 ((13)***
Party*Floating Exchange Rate and

No Capital Controls .52 (.38)
Party*Fixed Exchange Rate and

No Capital Controls 1.04 (.30)***
Party*Fixed Exchange Rate and

Capital Control 55 (.32)*

Inflati .61 ((10)*** .56 (.06)
Budget Balance .06 (.06) .02 (.05)
1990s -.51(.80) -.52(.82)
Fixed Exchange Rate and

Capital Controls -91 (.90)
Fixed Exchange Rate and

No Capital Controls 2.45 ((92)***
Floating Exchange Rate and

No Capital Controls 1.68 (1.09)
Fixed Exchange Rate 1.51 (.50)***
R-Squared 75 .76
F 34.14 34.49

(P >F.000) (P >F .000)

N 323 323

Dependent variable is the real money market interest rate. Method of estimation is OLS fixed effects
with robust standard errors.
* significant at .1 ** significant at .05 *** significant at .01

distinct partisan monetary policies were pursued in countries where gov-
ernments floated their exchange rates and were not pursued in countries
where governments fixed their exchange rates. The large positive coeffi-
cient on Party*1990 indicates that partisan distinctions under floating ex-
change rates disappeared after 1989. Moreover, the Party*Fixed Exchange
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Rate*1990 suggests that leftist governments with fixed exchange rates were
charged fairly steep interest premiums in this decade.

Model two controls for capital controls and the exchange rate regime.
The excluded category in this model is floating exchange rate with capital
controls. The large negative coefficient on the independent variable Party,
therefore, is consistent with the open-economy partisan hypothesis: under
floating exchange rates and behind capital controls, leftist governments of-
fered lower real interest rates than did rightist governments. Though not sta-
tistically significant, the positive coefficient on the Party*Floating Ex-
change Rate and No Capital Controls suggests that as governments abandon
capital controls their ability to pursue distinct partisan monetary policies dis-
appears, even with a floating exchange rate. The large positive coefficient on
Party*Fixed Exchange Rate and No Capital Controls is also consistent with
the partisan hypothesis: under a fixed exchange rate, capital mobility not
only prevents leftist governments from offering lower interest rates, but
imposes a fairly steep interest rate premium. The positive coefficient on
Party*Fixed Exchange Rate and Capital Controls indicates that capital con-
trols do not provide monetary autonomy with a fixed exchange rate, as this
coefficient almost exactly offsets the negative relationship between party
and interest rates in the excluded category. Interestingly, however, the differ-
ential between the coefficients on Fixed Exchange Rate and No Capital
Controls on the one hand and Fixed Exchange Rate and Capital Controls on
the other suggests that capital controls do influence the size of the leftist ex-
change rate risk premium. This effect is particularly interesting given that
the tendency of leftist governments to run larger deficits is likely to induce
financial markets to charge large risk premia. I will return to this point.

As in the previous models, some of these relationships are not stable
across time. The partisan distinction observed under floating exchange rates
and capital controls disappears after 1989, as indicated by the large positive
coefficient on Party*1990. Partisan distinctions persist, however, under
floating exchange rates and no capital controls in this period, as indicated by
the large negative term on Party*Floating Exchange Rate and No Capital
Controls*1990. The interactive terms for the fixed exchange rate cases, both
with and without capital controls for the 1990s, suggest that leftist govern-
ments continued to suffer under higher interest rates than rightist govern-
ments in this decade, but that the size of this differential fell dramatically
when compared to the earlier period. This may reflect a reduction in leftist
governments’ risk premia or it may reflect an increase in rightist govern-
ments’ risk premia as a result of the larger deficits they were required to run
in the 1990s.

In sum, the two models of money market interest rates suggest two con-
clusions. First, the ability to pursue distinct partisan monetary policies was
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largely a function of the choice of exchange rate regime. Under floating ex-
change rates leftist governments offered lower real interest rates than right-
ist governments, whereas under fixed exchange rates leftist governments
were charged higher risk premia by financial markets than rightist govern-
ments. Second, capital controls appear to be effective. During much of the
period they contributed to monetary autonomy for countries with floating
exchange rates, and they reduced the risk premiums leftist governments paid
under fixed exchange rates.

4.3 Capital Controls

The models of fiscal and monetary policy suggested that leftist govern-
ments with fixed exchange rates have an incentive to rely upon capital con-
trols. While the models did not suggest that capital controls can fully insu-
late the domestic economy from international financial markets, capital
controls did appear to provide important breathing space. In particular, capi-
tal controls allowed leftist governments to reduce the risk premiums associ-
ated with fixed exchange rates, and by reducing risk premiums, capital con-
trols allow leftist governments to run larger budget deficits. It is possible,
therefore, that given a commitment to a fixed exchange rate leftist govern-
ments rely more heavily on capital controls than rightist governments. This
section tests that hypothesis.

The dependent variable, capital controls, is measured with the Quinn
and Inclan (1997) index. This index is constructed from restrictions on cur-
rent and capital account transactions reported to the International Monetary
Fund. The index ranges from zero, indicating a financially closed economy,
to fourteen, indicating an economy with no restrictions on either current or
capital account transactions. Party and the Party interaction terms are mea-
sured exactly as in the previous models, and therefore we expect our mea-
sure of partisanship to be negatively associated with the measure of financial
openness. The model also includes a set of four economic control variables:
current account balance, government budget balance, interest rate, and infla-
tion. Each of these economic variables can be a possible trigger for capital
flight and are included to control for the possibility that an underlying dete-
rioration of these macroeconomic aggregates rather than partisan prefer-
ences drives governments’ choices about the degree to which they rely upon
capital controls. As in the previous models the estimation technique is fixed
effects OLS with a lagged dependent variable and robust standard errors.

The results are presented in Table 4. The excluded category is floating
exchange rates, and thus the absence of a significant coefficient on Party in-
dicates that under floating exchange rates leftist governments are no more or
less likely to rely on capital controls than rightist governments. This is gen-
erally consistent with the previous findings, where a floating exchange rate
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Table 4. Determinants of Financial Openness

Lagged Dependent Variable .87 (.04)***
Party .02 (.02)
Party * Fixed Exchange Rate — 11 (.04)***
Party*Fixed Exchange Rate*1990 11 (.05)**
Inflation -.02 (.009)**
Fixed Exchange Rate 27 ((13)**
1990s 26 ((13)**
Labor Strength .002 (.001)**
Current Account Balance 21 (.44)
Budget Balance —-.003 (.01)
Government Bond Interest Rate -.01(.012)
R-Squared 94
F 431.21

(P> F.000)
N 323

Dependent variable is the Quinn and Inclan index of financial openness. Method of estimation is
OLS fixed effects with robust standard errors (in parentheses).
* significant at .1 ** significant at .05 *** significant at .01

was sufficient to provide the desired monetary policy autonomy. However,
the Party*Fixed Exchange Rate interaction coefficient is statistically signifi-
cant and positive. Thus, the hypothesis that emerged from the models of fis-
cal and monetary policy is supported by the analysis: given a fixed exchange
rate leftist governments are more inclined to control cross-border financial
flows than are rightist governments. The control variables largely fail to
yield statistically significant coefficients. Inflation returned a negative and
statistically significant coefficient, indicating that financial openness de-
creases as inflation rises. The absence of significant coefficients on these
control variables is important, as it suggests that the relationship between
partisanship and capital controls is direct rather than mediated by the conse-
quences of budget deficits and monetary expansion on financial flows. In
other words, leftist governments appear to rely on capital controls because
they facilitate the use of fiscal policy, rather than being driven to them as a
consequence of the policies they adopt. Finally, as was the case in the mod-
els of fiscal and monetary policies, the relationship between partisanship and
financial openness given a fixed exchange rate disappears in the 1990s, as
indicated by the positive coefficient on Party*Fixed Exchange Rate*1990.
Is the elimination of partisan distinctions on the use of capital controls
evidence of a capital mobility effect? While this finding is consistent with
such an effect there is a plausible alternative hypothesis. As part of the
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European Union’s completion of the internal market, EU governments
agreed to eliminate barriers to the free movement of capital. This initiative
called for the elimination of controls on long-term commercial credits and
securities transactions by the end of 1987. All restrictions on short-term
capital movements were to be eliminated by June 1990 (Story and Walter
1997, 254-255). Thus, the beginning of the 1990s marks the final imple-
mentation of EU efforts to create a single market for financial services, and
the disappearance of distinct partisan strategies regarding the use of capital
controls is likely to reflect this institutional change rather than a dramatic
decrease in the extent to which capital controls were effective in helping
governments achieve domestic macroeconomic objectives.

5. D1ScUsSION

Throughout the post-Bretton Woods era governments have pursued dis-
tinct partisan macroeconomic strategies. In particular, leftist governments
have pursued consistently more expansionary macroeconomic policies than
rightist governments. Whether they rely upon fiscal policy or monetary
policy to pursue these distinct macroeconomic strategies depends upon the
prior choices they have made about the exchange rate regime under which
they operate. Under fixed exchange rates leftist governments have relied on
fiscal policy; under floating exchange rates leftist governments have relied
on monetary policy. Rather than finding that international financial integra-
tion has eliminated the room for distinct partisan macroeconomic policies,
the analysis suggests fairly stable relationships between partisanship and
macroeconomic policy across space and time. The analysis, therefore, does
not lend strong support to the capital mobility hypothesis.

The distinct partisan macroeconomic policies that we observe through-
out the post-Bretton Woods era did disappear for countries with fixed ex-
change rates in the early 1990s. While the disappearance of partisan distinc-
tions is consistent with the capital mobility hypothesis, it is important to
place these changes in the context of economic and institutional change in
the European Union. The recession of the early 1990s promoted fiscal con-
vergence around larger deficits. Institutional changes, the creation of the in-
ternal market and the Maastricht Treaty’s convergence criteria in particular,
also contributed to the elimination of partisan distinctions. Thus, the weak-
ening of partisan distinctions in the 1990s are as likely to be driven by reces-
sion and institutional change as by increases in capital mobility. It will be
difficult to distinguish between institutional change and capital mobility as
the cause of the elimination of partisan distinctions in Europe until after the
single currency is introduced in 1999.



THE PARTISAN HYPOTHESIS IN AN OPEN ECONOMY 1023

Finally, capital controls proved to be less effective in providing mon-
etary autonomy than the open-economy model led us to expect. Given a
fixed exchange rate, leftist governments did rely upon capital controls to
promote their broader macroeconomic objectives, and these controls were
effective tools for doing so. But capital controls did not provide full mon-
etary autonomy under a fixed exchange as the open-economy model sug-
gested they might. Instead, capital controls relaxed rather than eliminated
the international financial constraint. By raising the costs of exiting the na-
tional market, capital controls reduced the interest rate costs to leftist gov-
ernments of expansionary fiscal policies under fixed exchange rates. And
while capital controls did not provide full monetary autonomy, they did re-
duce the costs of fiscal expansion under fixed exchange rates. Thus, while
capital controls were not perfect, the analysis does not support the sugges-
tion that capital controls have been rendered ineffective by technological
change.

Global markets, therefore, need not be incompatible with national poli-
tics. This paper suggests two reasons why this is the case. First, globaliza-
tion has been only partially a market-driven process. In contrast to those
who argue that technological change has made it impossible for govern-
ments to restrict capital flows, the evidence presented here suggests that the
instruments governments can use to manage the domestic-international
nexus remain effective. While governments have elected to abandon these
instruments, the same political process that has led governments to allow fi-
nancial markets to extend beyond national borders can, in the future, pro-
duce decisions to restrict the scope of these markets to national borders. The
re-evaluation of the utility of capital controls in the academic and policy are-
nas that has been sparked by the 1992-93 EMS crisis and the Asian financial
crisis is but one indicator that governments retain the authoritative capacity
to restrict the global market. What is lacking, at present, is a desire on their
part to use it to control cross-border financial flows.

Second, even without capital controls, macroeconomic policy is much
less constrained than the globalization literature asserts. As we saw here,
even when taking the world interest rate as given, governments can run ex-
pansionary fiscal policies or they can pursue expansionary monetary poli-
cies. Thus, even under the most constraining set of conditions governments
are not driven to adopt balanced budgets and restrictive monetary policies.
Thus, the latitude necessary to pursue distinct partisan macroeconomic strat-
egies does exist, even in an open economy.

Manuscript submitted June 23, 1998.
Final manuscript received February 1, 1999.
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DATA APPENDIX

BUDGET DEFICITS: Measured as balance of government spending as a percentage
of GDP. Deficits are negative percentages, and surpluses are positive percentages. Taken
from IMF International Financial Statistics.

CAPITAL CONTROLS: In the models of macroeconomic policy, country years in
which any controls were imposed on capital account transactions were coded 1, all
other country years were coded 0. Taken from the International Monetary Fund’s Ex-
change Restrictions Annual report. In the capital controls model I relied upon the Quinn
and Inclan (1997) index; for further details see their appendix. In this index, the severity
of a nation’s financial restrictions is evaluated with a 0, .5, 1, 1.5, 2 scale for each di-
mension of exchange restriction, with 0 meaning that, e.g., import payments were for-
bidden, and 2 meaning that, e.g., import payments were unrestricted. This index ranges
from a possible low of zero, indicating a tightly closed financial system to a possible
high of fourteen indicating a fully open financial system.

CURRENT ACCOUNT BALANCE: Current Account as a percentage of GDP. Data
from the International Monetary Fund’s International Financial Statistics.

EMS: Country-years in which national currency was in the exchange rate mechanism
are coded 1. All other country-years coded 0.

GOVERNMENT SPENDING: Government spending as a percentage of GDP. Data
from the International Monetary Fund’s International Financial Statistics.
GOVERNMENT BOND RATE: Interest Rate on government debt for maturities of
one year or less. Data from the International Monetary Fund’s International Financial
Statistics.

INFLATION: GDP deflator. Data from the International Monetary Fund’s International
Financial Statistics.

LABOR: A multiplicative score that combines Cameron’s 1984 measure of union
centralization with a measure of union density. Higher scores indicate stronger labor.
Data are from Cameron 1984; Visser 1989, 1990, 1991; and Huber, Ragin, and
Stephens, 1997.

MONEY MARKET INTEREST RATE: Data from the International Monetary
Fund’s International Financial Statistics.

OPENNESS: Absolute Value of imports plus exports as a percentage of GDP. Data
from the International Monetary Fund’s International Financial Statistics.

PARTY: Ideological complexion of government that accounts for relative strength of
parties in government with reference to a five-point left-right scale in which the propor-
tional shares of the left, center, and right are transformed into scores (1 to 5) represent-
ing the degree of dominance of either party both in parliament and government. Taken
from Woldendorp, Keman, and Budge (1993). Right-wing dominance is coded as 1, and
left-wing dominance is coded as 5.

REFERENCES

Alesina, Alberto. 1988. “Macroeconomics and Politics.” In NBER Macroeconomic Annual, 1988,
ed. Stanley Fischer. Cambridge: MIT Press.



THE PARTISAN HYPOTHESIS IN AN OPEN ECONOMY 1025

Alesina, Alberto. 1989. “Politics and Business Cycles in Industrial Democracies.” Economic Policy
8:57-98.

Alesina, Alberto, Vittorio Grilli, and Gian Maria Milesi-Ferretti. 1993. “The Political Economy of
Capital Controls.” CEPR Discussion Paper.

Alesina, Alberto et al. 1993. “Electoral Business Cycles in Industrial Democracies.” European Jour-
nal of Political Economy 9:1-23.

Alt, James E. 1985. “Political Parties, World Demand, and Unemployment: Domestic and Interna-
tional Sources of Economic Activity.” American Political Science Review 79:1016-1040.
Andrews, David. 1994a. “Capital Mobility and Monetary Adustments in Western Europe.” Policy

Sciences 27:425-445.

Andrews, David. 1994b. “Capital Mobility and State Autonomy: Toward a Structural Theory of In-
ternational Monetary Autonomy.” International Studies Quarterly 38:193-218.

Bank for International Settlements. 1998. Annual Report. BIS: Basle, Switzerland.

Beck, Nathaniel and Jonathan K. Katz. 1995. “What to Do (and Not to Do) with Time-Series-Cross-
Section Data in Comparative Politics.” American Political Science Review 89:634-647.

Cameron, David R. 1984. “Social Democracy, Corporatism, Labor Quiescence and the Representa-
tion of Labor in Advanced Capitalist Society.” In Order and Conflict in Contemporary Capi-
talism, ed. John Goldethorpe. New York: Oxford University Press.

Clark, William R., Usha Nair Reichert, Sandra L. Lomas, and Kevin L. Parker. 1998. “International
and Domestic Constraints on Political Business Cycles in OECD Economies.” International
Organization 52:87-120.

Cohen, Benjamin D. 1996. “Phoenix Rising: the Resurrection of Global Finance.” World Politics
48:268-296.

Dominguez, Kathryn M., and Jeffrey A. Frankel. 1993. Does Foreign Exchange Market Intervention
Work? Washington D.C.: Institute for International Economics.

Edison, Hali J. 1993. The Effectiveness of Central-Bank Intervention: a Survey of the Literature af-
ter 1982. Special Papers in International Economics. Princeton University.

Feldstein, Martin, and Charles Horioka. 1980. “Domestic Savings and International Capital Mobil-
ity.” Economic Journal 90:314-329.

Frankel, Jeffrey A. 1991. “Quantifying International Capital Mobility in the 1980s.” In National
Saving and Economic Performance, ed. Douglas Bernheim and John Sohover. Chicago: Uni-
versity of Chicago Press.

Garrett, Geoffrey. 1995. “Capital Mobility, Trade, and the Domestic Politics of Economic Policy.”
International Organization 49:657-688.

Garrett, Geoffrey. 1998. Partisan Politics in the Global Economy. Cambridge: Cambridge Univer-
sity Press.

Garrett, Geoffrey, and Peter Lange. 1991. “Political Responses to Interdependence: What’s ‘Left’ for
the Left?” International Organization 45:539-564.

Garrett, Geoffrey, and Peter Lange. 1995. “Internationalization, Institutions, and Political Change.”
International Organization 49:627-655.

Giavazzi, Francesco, and Alberto Giovannini. 1989. Limiting Exchange Rate Flexibility in Europe.
Cambridge: MIT Press.

Goodman, John. B., and Louis Pauly. 1993. “The Obsolescence of Capital Controls? Economic
Management in an Age of Global Markets.” World Politics 46:50-82.

Grilli, Vittorio, and Gian Maria Milesi-Ferretti. 1995. “Economic Effects and Structural Determi-
nants of Capital Controls.” IMF Staff Papers 42:517-551.

Helleiner, Eric. 1994. States and the Reemergence of Global Finance: From Bretton Woods to the
1990s. Ithaca: Cornell University Press.

Hibbs, Douglas A. Jr. 1977. “Political Parties and Macroeconomic Policy.” American Political Sci-
ence Review 71:1467-1487.



1026 Thomas Oatley

Hibbs, Douglas. A. Jr. 1987. The Political Economy of Industrial Democracies. Cambridge: Harvard
University Press.

Hibbs, Douglas A. Jr. 1992. “Partisan Theory after Fifteen Years.” European Journal of Political
Economy 8:361-373.

Hibbs, Douglas A. Jr. 1994. “The Partisan Model of Macroeconomic Cycles: More Theory and Evi-
dence for the United States.” Economics and Politics 6:1-24.

Huber, Evelyne, Charles Ragin, and John Stephens. 1997. Comparative Politics Welfare States Data
Set.” Evanston and Chapel Hill: Northwestern University and the University of North Carolina.

International Monetary Fund. 1991. Determinants and Systemic Consequences of International
Capital Flows, Occasional Paper No. 77. Washington, D.C.: The International Monetary Fund.

Keech, William R. 1995. Economic Politics: The Costs of Democracy. Cambridge: Cambridge Uni-
versity Press.

Keohane, R., and Helen Milner. 1996. Internationalization and Domestic Politics. Cambridge: Cam-
bridge University Press.

Kitschelt, Herbert, Peter Lange, Gary Marks, and John Stephens. 1998. “Conclusion.” In Continuity
and Change in Contemporary Capitalism. ed. Herbert Kitschelt, Peter Lange, Gary Marks, and
John Stephens. Cambridge: Cambridge University Press.

Krugman, Paul. 1991. “Has the Adjustment Process Worked?” In International Adjustment and Fi-
nancing: The Lessons of 1985-1991, ed. C. Fred Bergsten. Washington, D.C.: Institute for In-
ternational Economics.

Krugman, Paul. 1995. “What Do We Need to Know about the International Monetary System?” In
Understanding Interdependence: the Macroeconomics of an Open Economy. ed. Peter Kenen.
Princeton: Princeton University Press.

Krugman, Paul, and Maurice Obstfeld, 1991. International Economics: Theory and Policy. New
York: Harper Collins.

Kurzer, Paulette. 1993. Business and Banking. Ithaca: Cornell University Press.

Marston, Richard C. 1995. International Financial Integration: A Study of Interest Differentials Be-
tween the Major Industrial Countries. Cambridge: Cambridge University Press.

Moses, Jonathan. 1994. “The Abdication from National Autonomy: What’s Left to Leave?” Politics
and Society 22:125-148.

Mundell, Robert A. 1968. International Economics. New York: The MacMillan Company.

Notermans, Tons. 1993. “The Abdication from National Policy Autonomy: Why the Macroeconomic
Policy Regime has been so Unfavorable to Labor.” Politics and Society 21:133-167.

Oatley, Thomas. 1997. Monetary Politics: Exchange Rate Cooperation in the European Union. Ann
Arbor: University of Michigan Press.

Quinn, Dennis P. 1997. “The Correlates of Change in International Financial Regulation.” American
Political Science Review 91:531-551.

Quinn, Dennis P., and Carla Inclan. 1997. “The Origins of Financial Openness: A Study of Current
and Capital Account Liberalization.” American Journal of Political Science 41:771-813.
Quinn, Dennis P., and Robert Y. Shapiro. 1991. “Economic Growth Strategies: the Effects of Ideo-
logical Partisanship on Interest Rates and Business Taxation.” American Journal of Political

Science 35:656-685.

Sachs, Jeffrey D., and Felipe B. Larrain. 1993. Macroeconomics in the Global Economy. Englewood
Cliffs, N.J.: Prentice Hall.

Scharpf, Fritz. 1991. Crisis and Choice in European Social Democracy. Ithaca: Cornell University
Press.

Simmons, Beth. 1998. “The Internationalization of Capital.” In Continuity and Change in Contem-
porary Capitalism. ed. Herbert Kitschelt, Peter Lange, Gary Marks, and John Stephens. Cam-
bridge: Cambridge University Press.



THE PARTISAN HYPOTHESIS IN AN OPEN ECONOMY 1027

Sobel, A. 1994. Domestic Choices, International Markets: Dismantling National Barriers and Lib-
eralizing Securities Markets. Ann Arbor: University of Michigan Press.

Story, Jonathan, and Ingo Walter. 1997. Political Economy of Financial Integration in Europe. Cam-
bridge: MIT Press.

Visser, Jelle. 1989. European Trade Union Figures. Deventer, Netherlands: Kluwer Law and Taxa-
tion Publishers.

Visser, Jelle. 1991. “Trends in Trade Union Membership.” Employment Outlook. Paris: OECD.

Visser, Jelle. 1990. “In Search of Inclusive Unionism.” The Bulletin of Comparative Labour Rela-
tions, volume 18. Deventer, Netherlands: Kluwer Law and Taxation Publishers.

Walsh, James. 1. 1994. “International Constraints and Domestic Choices: Economic Convergence
and Exchange Rate Policy in France and Italy.” Political Studies XLII:243-258.

Webb, Michael C. 1995. The Political Economy of Policy Coordination: International Adjustment
Since 1945. Ithaca: Cornell University Press.

Woldendorp, Jaap, Hans Keman, and Ian Budge. 1993. European Journal of Political Research 24.



