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Abstract

This paper provides evidence that a country’s political risk is a contributing fac-
tor to deviations from covered interest parity (CIP), as measured by the the cross-
currency basis (CCB).We draw on 33 advanced economy (AE) and emergingmar-
ket (EM) currencies and identify the effect of country-specific political risk via two
strategies: using the duration to the next election and democratic accountability
as instruments, and exploiting the regression discontinuity around close elections.
We find that higher political risk leads to a reduction in the CCBs of between of
48 and 278 basis points, suggesting that greater political risk erodes dollar liquid-
ity. These results are driven by the effect of unanticipated (rather than systematic)
political risk, operating on the synthetic dollar rate. Further explorations reveal
that political risks affect CIP deviations differentially in AEs versus EMs, with the
deleterious impact of political risk relieved by international reserves or dollar swap
lines.
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1 Introduction

Up until the global financial crisis of 2007/08, covered interest parity (CIP)—the
arbitrage condition that keeps the difference between the forward and spot exchange
rates of two economies equal to their interest rate differential—was among themost ro-
bust and reliable of relationships in international finance. To the extent that deviations
occurred, they were primarily attributable to credit risk between two counterparties,1

and hence could be (and was) directly priced in by financial markets, as (small and
fleeting) cross-currency bases (CCB).

After the crisis, however, persistent deviations from CIP were observed, in both
advanced or emerging economies (Figure 1(a)). This phenomenon begged for expla-
nations beyond economic risks alone. After all, populist sentiment and political po-
larization was rising worldwide, accompanied by a retreat in democratic norms (Fig-
ure 1(b)). These trends accelerated in the wake of the Great Recession (Diamond 2015;
Eichengreen 2018; Fukuyama 2018), and while these developments may have emerged
independently, their uncanny coincidence at least raises questions of whether rising
political risk may be manifesting more concretely in otherwise steadfastly economic
phenomena, such as interest and exchange rates.

Yet explanations that are centered on political explanations are often lacking, per-
haps because the two are often inextricably intertwined. Economic shocks that impact
dollar financing can themselves give rise to political instability (Margalit 2019; Shih
2020), and even when such reverse causality may be ruled out, the possibility that an
unobserved common driver for both political risk and economic fundamentals makes
estimating the effects of the politics alone a fraught enterprise.

In this paper, we attempt to disentangle the two by introducing a plausibly exoge-
nous instrument for political risk: the duration to the next election. Changes in gov-
ernment are a major source of political risk, due to the heightened possibility of gov-
ernmental turnover that could result in material changes in economic policy. Yet the
timing of such elections tends to be tied to a political calendar, which is generally unaf-
filiatedwith economic conditions. We combine this duration-to-election indicator with
a measure of democratic development, to obtain an instrument set that we exploit to
identify the effects of political risk on the cross-currency basis. As a further check on
identification, we also examine the response of the basis during close election episodes,
exploiting the discontinuities that emerge at the majority win threshold.

We find evidence that political risk does indeed matter for the cross-currency basis.
In our baseline, a one percent increase in political risk leads to a decline in the CCB

1Besides credit risk, observed deviations could also be due to transactions costs (Du, Tepper &
Verdelhan 2018; Rime, Schrimpf & Syrstad 2022) or thin market liquidity (Cerutti, Obstfeld & Zhou
2021), but these factors are likely to be more idiosyncratic and less persistent, compared to the risk of
default.
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Figure 1: While there were deviations from CIP prior to the global financial crisis
(shaded), they were typically small and temporary, especially for G10 of developed
market currencies, as shown by how the CCB for that group tends to coincide with the
horizontal axis. Since 2007, CCBs for the G10 currencies have widened significantly,
while those for non-G10 currencies also exhibited greater volatility. Concomitantly,
political risk appears to have increased materially after the crisis for both groups, but
the increase has been especially stark among advanced economies, even though their
levels remain below that of emerging economies.

of between 48 and 67 percent, whether measured in levels or first differences. To the
extent that the basis is indicative of dollar liquidity, a one standard deviation shock to
political risk leads to a tightening of dollar access, of between 48 and 278 basis points.
This is close to an order of magnitude larger, in terms of impact, compared to vari-
ations in either the interest rate differential or effective exchange rate (for equivalent
one standard-deviation shocks).

When we probe further, we are also able to establish that political risks are likely
to be more relevant to EM currencies, compared to the Group of 10 (G10) developed
market currencies, suggesting that the breakdown in CIP following the global crisis
has been driven more by the former group. We also find that larger holdings of in-
ternational reserves help mitigate the effects of dollar scarcity, and that the effects of
political risk most likely operate along the channel of the synthetic dollar rate (that is,
the cost to domestic firms of borrowing in dollars), rather than other comparable local
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interest rates.

Related literature. There has been a recent surge in papers seeking to explain the post-
global crisis CIP breakdown. Authors have attributed deviations in CIP to increased
counterparty risk (Baba & Packer 2009; Hui, Genberg & Chung 2011) or the associated
rise in demand for dollar hedges (Borio, McCauley, McGuire & Sushko 2016; Liao &
Zhang 2020; Puriya & Bräuning 2020), a stronger demand for dollar assets (Avdjiev,
Du, Koch & Shin 2019; Cerutti et al. 2021), greater illiquidity in the foreign exchange
market (Cerutti et al. 2021; Pinnington & Shamloo 2016), rising transactions costs of
various kinds (Cenedese, Della Corte & Wang 2021; Du et al. 2018; Liao 2020; Rime
et al. 2022), along with divergences in monetary policy (Fukuda & Tanaka 2017; Iida,
Kimura, Sudo et al. 2018). What is common to these papers is that they essentially stress
economic frictions, with comparatively less attention paid to noneconomic (especially
political) elements, which are the focus of our exercise here.

This is in spite of a fairly large body ofwork that has pointed to the effects of political
risk on the two individual components of the cross-currency basis: exchange rates and
interest rates. The possibility that political factors can affect the behavior of nominal
(Leblang 2003; Steinberg & Walter 2013) and real (Bonomo & Terra 2005; Stein, Streb
& Ghezzi 2005) exchange rates has long been recognized. Political risks have even
been specifically suggested as a source of unexplained fluctuations in the exchange
rate (Bailey & Chung 1995; Bernhard & Leblang 2002; Cosset & de la Rianderie 1985),
giving rise to the forward bias (Bachman 1992) and deviations from interest parity
(Aliber 1973; Dooley & Isard 1980).2

Political risks have also been shown to affect interest rates, in both private (Bekaert,
Harvey, Lundblad & Siegel 2016) and sovereign (Bekaert, Harvey, Lundblad & Siegel
2014; Cuadra & Sapriza 2008) markets. More recently, a clutch of papers have built
on this insight, showing that even at the firm level, political risks can explain the id-
iosyncratic costs of credit (Francis, Hasan & Zhu 2014; Gad, Nikolaev, Tahoun & van
Lent 2022; Saffar,Wang&Wei 2019) aswell as returns (Rungmaitree, Boateng, Ahiabor
& Lu 2022). Our work contrasts with the extant literature by providing quantifiable,
causal estimates of how political risks affect CIP deviations, in particular.

Following the global financial crisis, the demand for dollar assets has risen, which
has led some researchers to explore how such demand emanates from banks (Alda-
soro, Eren&Huang 2021), corporations (Alfaro, Asis, Chari&Panizza 2019), or sovereigns
(Dittmar & Yuan 2008). In many instances, this is due to the perceived “safe haven”
status of the dollar and related dollar assets (He, Krishnamurthy &Milbradt 2016; Pas-

2The difference between these papers and what we offer here is that the earlier studies essentially as-
sume that unexplained variation in CIP is attributable to political risk, whereas our exercise is to explicitly
account for these with identified measures of said risk.
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sari & Rey 2015). To the extent that the cross-currency basis is viewed as a gauge of
dollar liquidity, our study also speaks to this literature; however, our analysis is less
about why the dollar has become a safe asset, as much as how.

Finally, our work is related to studies of the determinants of international financial
flows (Gruber & Kamin 2007) and, specifically, dollar liquidity (Cetorelli & Goldberg
2012; Dooley & Garber 2005), and how these may potentially be affected by politi-
cal influences (Cao, Li & Liu 2023; Feng, Han, Vigne & Xu 2023; Obstfeld & Taylor
2017). Political developments may alter both portfolio (Aliber 1975; Lehkonen & Hei-
monen 2015; Pástor & Veronesi 2013) as well as foreign direct investment (Busse &
Hefeker 2007; Jensen 2008), with policies and institutions—both of which may con-
tribute to political risk—likely affecting cross-border flows differently (Ahlquist 2006;
Alfaro, Kalemli-Ozcan & Volosovych 2007; Papaioannou 2009). Our contribution, rel-
ative to these papers, is that we hone in on one particular channel—the cross-currency
basis—by which political risk may operate.

2 Analytical Framework

2.1 Theoretical background

Covered interest rate parity deviations occur when the returns from two differ-
ent money markets do not equate with each other, even after exchange rate conver-
sions, and despite exchange rate risk being fully hedged with forward contracts. CIP
deviations—known as the cross-currency basis—are typically expressed in basis points
of the interest rate of a local currency relative to the U.S. dollar (due to dollar’s ubiquity
in international finance).

Consider a continuously compounded CCB of a given (local) currency i vis-à-vis
the dollar, xi

t,t+n, quoted at time t with a tenor lasting over n periods. This wedge to a
fully-arbitraged interest parity relationship is captured by:3

en·r
us
t,t+n = en(r

i
t,t+n+xi

t,t+n) · St

Ft,t+n

, (1)

where rust,t+n ( rit,t+n) represents the interest rate for the U.S. dollar (the local currency),
St and Ft,t+n represent the directly-quoted4 spot and forward foreign exchange rates,
respectively (the ratio of the latter to the former being the “forward premium”). Taking

3In the absence of xi
t,t+n (or, equivalently, if xi

t,t+n = 0, (1) reduces to the no-arbitrage CIP relation-
ship.

4In this case, the base currency is the dollar and the quote currency is the local currency, such that a
depreciation of the exchange rate implies an appreciation of the dollar vis-à-vis the local currency.
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logarithms and expressing in terms of the cross-currency basis yields:

xi
t,t+n = rust,t+n −

[
rit,t+n −

1

n
(ft,t+n − st)

]
, (2)

where lowercase letters are used to represent log-equivalent exchange rates. Evidently,
the cross-currency basis captures the difference in the rate of return between the U.S.
dollar and local currency assets, from the perspective of investors. The term within
the square brackets on the right-hand side of equation (2) is the rate of return, after
translating into dollars, for holdings denominated in domestic currency. This is usually
referred to as the “synthetic” dollar rate, and represents the actual costs to domestic
firms of borrowing in dollars.

From the perspective of borrowers without direct access to the dollar market, equa-
tion (2) compares the financing cost of acquiring dollars for U.S.-based borrowers—
who can do so in dollars—to foreign borrowers outside the dollar market, who are
forced to raise dollars by first borrowing in their domestic currency, before conversion
into dollars in the foreign exchange market, using a forward exchange contract that
fully hedges (“covers”) exchange rate risk.

A positive cross-currency basis, therefore, implies a relative advantage possessed by
foreign borrowers in raising dollars, compared to their U.S. counterparts, since these
firms are able to fund themselves at a lower cost. In reality, the cross-currency bases
for most currencies against the U.S. dollar frequently turns out to be negative, implying
that financing in dollars tends to be costlier for the majority of economies around the
world (or, equivalently, that dollars tend to be scarce).

If CIP were to hold perfectly, the cross-currency basis should be equal to zero. As-
suming that this is so means:

1

n
(ft,t+n − st) = rit,t+n − rust,t+n, (3)

which may be taken to the data as

1

n
(ft,t+n − st) = α + βr(r

i
t,t+n − rust,t+n) + εt, (4)

where perfectly CIP implies α = 0 and βr = 1, along with E (ε) = 0 and R2 = 1.
Intuitively, arbitrage requires that the forward premium make up the interest rate

gap between the two currencies. However, the breakdown of CIP since the global crisis
has beenwidely noted, and intensively examined (Avdjiev et al. 2019; Cerutti et al. 2021;
Du et al. 2018; Rime et al. 2022). While factors such as credit default risks and forward
bid-ask spreads have been used to justify those large and negative cross-currency bases,
such explanations have not taken the subsequent step of asking if such spreads may, in
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turn, be a reflection of changes to more fundamental sources of risk, especially arising
from political elements.

After all, when there is elevated political risk in a particular country, dollar sup-
pliers might reduce their willingness to lend dollars to that market. This could arise
from concerns that subsequent movements in the exchange or interest rate could erode
returns from investments in the country, which in turn would compromise the ability
or willingness of counterparties to meet their other (covered) contractual obligations.
Such behavior contributes to ex ante dollar scarcity in that country, thereby leading to
a more negative cross-currency basis.

We formalize this notion of political risk, π, by introducing this term into our esti-
mating equation (4). Doing so yields

1

n
(ft,t+n − st) = α′ + β′

r(r
i
t,t+n − rust,t+n) + βpπ

i
t + ε′t,

where πi
t represents the political risk in country i at time t. By adding rust,t+n − rit,t+n to

both sides of the above and using equation (2), we obtain:

xi
t,t+n = α′′ + θr(r

i
t,t+n − rust,t+n) + θpπ

i
t + ε′t, (5)

where α′′ = α′, θr = β′
r − 1, and θp = βp should be significantly different from zero,

should CIP deviations be explainable by political risk.

2.2 Empirical methodology

We operationalize equation (5) by including the possibility of additional (observ-
able) controls and (unobservable) fixed effects:

ccbit,i(t+n) = θ̂r(rit,i(t+n) − rUS,t,US,t+n) + θ̂pπit +X⊺
itΘ̂+ α̂′′ + δi + δt + ϵit, (6)

where ccbit,i(t+n) ≡ xi
t,t+n is the realized cross-currency basis, δi and δt are currency

and time fixed effects, respectively, Xi is an additional 1 × j vector of country-specific
controls, and ϵit is the error term (which may or may not be biased).

For comparability with the prior literature (Avdjiev et al. 2019; Cerutti et al. 2021),
and to accommodate the possibility of nonstationarity arising due to potential unit root
issues, we also consider the following first-differenced specification as an alternative
baseline:

∆ccbit,i(t+n) = γ̂r∆(rit,i(t+n) − rUS,t,US,t+n) + γ̂p∆πit +∆X⊺
itΓ̂+∆α̂′′ + δ′i + δ′t + ϵ′it, (7)

where ∆ is the first difference operator between time t and t+ 1.
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Under normal conditions, the level of political risk in a given country does not vary
from month to month, which suggests that (7) may give rise to estimates with many
null observations for our key variable of interest. Accordingly, (6) makes the most of
the available data.

Without any clear basis for preferring either specification, we treat both (6) and
(7) as our combined baseline, which affords a more comprehensive analysis of how
political risks might affect deviations from CIP. In light of our discussion in Section 2.1,
our a priori expectations are that coefficients θp and γp will be negative: increases in
political risk lead to an increased demand for U.S. dollars, even while the supply of
dollars declines as a result of reduced investor confidence.

2.3 Potential threats to identification

Naı̈ve estimation of the effects of political risk is likely to be biased. For starters,
there could be simultaneity bias, arising from reverse causality. In particular, changes
in financing conditions associated with access to the U.S. dollar—and also reflected in
the cross-currency basis—could lead to more challenging local economic conditions
faced by consumers and businesses. This, in turn, alters public confidence in the gov-
ernment, which colors perceptions of political risk. There could also be omitted vari-
able bias: shocks to (unobserved) underlying economic fundamentals may affect not
just political risk, but also the CCB.

This is verified by OLS estimates of θp and γp, which we report in Annex Table A.5.
The coefficients on π and∆π 5 are uniformly positive, regardless of the inclusion of con-
trols or not. Although statistically insignificant, these are contrary to what one might
expect in theory, and hint at how it will be necessary to address the possibility of en-
dogeneity in estimating (6) and (7).6

Our approach is to instrument political risk with a duration-to-election indicator.
Elections are a major and material source of political risk,7 and, as an election draws
closer, the uncertainty surrounding the possibility of a change in government (and
therefore status quo macroeconomic policies promised by the incumbent might not be
realized) typically elevates. This assures relevance.8

5For economy, where there is no risk of confusion, we drop time and currency subscripts and denote
πit and∆πit as π and∆π, respectively.

6Simple endogeneity tests run after the IV specifications likewise reveal an endogeneity problem,
with rejections of the null that the regressors may be treated as exogenous. These are supplied in the
appendix.

7As discussed in the next subsection, we further refine our risk measure to include only the most
relevant components of political risk for the CCB, which includes government stability.

8It is important not to conflate the relevance of impending elections as an instrument, with the phe-
nomenon of political risk itself. While the duration to election satisfies the needed conditions for a
quality instrument, but the form of political risk being captured is not limited to electoral risk, but all
manner of political risks that are being proxied by the instrumented variable.
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The instrument is also likely to be orthogonal the error term. It is difficult to see,
ex ante, how closer proximity to elections should directly affect interest rates or the
exchange rate (other than explicitly via the political risk channel), since elections gen-
erally follow a fixed schedule determined by the political calendar, rather than the busi-
ness cycle.

Some research has, however, hinted at how exchange rates (Bonomo & Terra 2005)
and business cycles (Alesina 1987; Nordhaus 1975) may be affected by electoral con-
siderations. If so, policy changes associated with exchange or interest rate policy could
well be timed to occur closer to elections. The duration to an impending electionwould
then be influenced by economic fundamentals, rather than political risk, per se.

But the exchange rate is affected by many drivers, and virtually impossible to suc-
cessfully predict (Cheung, Chinn & Pascual 2005; Meese & Rogoff 1983). Forecast-
ing interest rates are a similarly fraught exercise (Duffee 2013). Moreover, manner by
which a politically-motivated exchange or interest rate might change need not system-
atically vary in any given direction, as an election draws near. For instance, it is just
as plausible for a policymaker facing high inflation in one economy to hike interest
rates, as it is for another to lower rates to stimulate economic activity to shore up weak
growth performance (thinkHungary versusGreece). By a similar token, a government
of an open economywith export-oriented firmsmay prefer a weaker exchange rate as a
means of boosting commercial competitiveness, but another that is reliant on imports
may desire a strong currency (think East Asia versus Latin America).

Consequently, the bar remains fairly high for intimating that any easily-observable
measure, such as election timing or macroeconomic fundamentals, could potentially
remain embedded in the error term ϵit (or ϵ′it). Regardless, we perform a battery of
additional robustness checks to ascertain the quality of our instruments.

For starters, we routinely deploy an instrument set—by including democratic ac-
countability as a secondary instrument—and run a two-stage least squaresmodel. This
instrument also likely satisfies the relevance condition and exclusion restriction. While
the strength of democracy is (negatively) correlated to political risk—more accountable
governments are more likely to adhere to holding fair and regular elections—there is
no clear reason why more or less democratic polities should experience variations in
dollar funding conditions, except through the selfsame political risk channel. Even
so, democracies may differ systematically from nondemocracies, and such unobserv-
able factors could render this measure endogenous. For this reason, we only deploy
democratic accountability in tandem with our more plausibly exogenous duration-to-
election indicator.

The other checks are described in detail in Section 3.4.2. One example is to question
whether the timing of elections are truly exogenous. In some political systems, incum-
bent governments retain some flexibility in calling for an election, so long as it occurs
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prior to the end of a fixed term. If so, one could argue that elections are called with
an eye toward economic conditions. But economic conditions are difficult to game,
and policy operates with long and variable transmission lags. Moreover, there is no
reason why dollar funding conditions should follow political cycles. Nevertheless, we
verify that our instruments hold up when we exclude all observations associated with
jurisdictions that allow for some flexibility in the actual calling of elections.

One important reservation with regard to our timing instrument is that, as an elec-
tion draws closer, uncertainty over policymay actually diminish, as informational asym-
metries about political outcomes are gradually resolved. In our view, this is less plausi-
ble. Even if more information does become available about the policy stances of compet-
ing parties closer to the elections, the likelihood of changes to policy implementation re-
mains elevated, relative to the non-election-period status quo. Still, pre-election polling
could reveal how tight the impending election is likely to be, which—if not close—may
reduce political uncertainty.

This possibility motivates our alternative identification strategy. In particular, we
exploit the fact that close elections—defined as instances where the win margins for
the incumbent party are sufficiently small—would concomitantly imply a heightened
ex ante risk of political turnover. By limiting our sample to just such occurrences, we can
then deploy a regression discontinuity design around the majority (50 percent) vote
share threshold. The (locally) random allocation of government rule around this cutoff
then allows us to elicit the causal effect of political risk on the CCB.9 By restricting our
sample to only close elections, we exclude the possibility of lower risks as the election
date draws near.

2.4 Econometric estimation

Our main baseline estimates of (6) and (7) are obtained either with instrumental
variables (IV), or with an instrument set, comprised of the duration-to-election indi-
cator coupled with democratic accountability. We denote these as our two-stage-least-
square (2SLS) estimations.

More generally, the instrument set Z constitutes the first stage regression:

πit = Z⊺
itΨ̂ + υit, (8)

∆πit = ∆Z⊺
itΨ̂

′ + υ′
it, (9)

9The use of regression discontinuity in close elections is fairly established, both in the political sci-
ence (de la Cuesta & Imai 2016; Eggers, Fowler, Hainmueller, Hall & Snyder 2015; Hainmueller, Hall &
Snyder 2015) as well as finance and economics (Girardi 2020; Hyytinen, Meriläinen, Saarimaa, Toivanen
& Tukiainen 2018) literature. Most applications use the method to identify the effects of specific charac-
teristics of elected politicians. Here, we instead use the vote margin as our forcing variable to estimate
the influence of political risk.
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where υit ∼ IID (0, σ2
υ) and υ′

it ∼ IID (0, σ2
υ′) are idiosyncratic error terms.

We also consider reduced-form specifications where the election dummy enters di-
rectly; if the instrument is reasonable, this approach should at least generate a sig-
nificant coefficient, even if the election, ipso facto, does not carry any clear economic
implication (and may be less precisely estimated).

Consistent with (6) and (7), our estimation accommodates two-dimensional fixed
effects, coupledwith two-way clustering of standard errors, on both time and currency.
Our baseline also reports underidentification and overidentification tests (where rele-
vant), along with a check for weak identification.10

Our regression discontinuity (RD) estimates are analogous to (6) and (7), but are
restricted to periods surrounding the time of the election, T , and have θ̂pπit and γ̂p∆πit

replaced respectively by:

θ̂pπiT = θ̂wWiT + f (χiT ) , (10a)

WiT =

1 if χiT ≥ 0,

0 otherwise;
(10b)

γ̂p∆πiT = γ̂wW
′
iT + g (χ′

iT ) , (11a)

W ′
iT =

1 if χ′
iT ≥ 0,

0 otherwise,
(11b)

whereW is an indicator, f and g are (parametric andpossibly nonlinear) functions, and
χiT is the forcing variable, which is the vote margin of victory/loss of the incumbent
party.

2.5 Data sources and construction

Here we briefly describe the sources and construction of our main variables of in-
terest. Additional details on these (and other variables) are provided in the appendix.

Cross-currency basis data are calculated for 33 currencies11 vis-à-vis the U.S. dol-
lar, according to equation (2), using the relevant three-month Inter-bank Offered Rate
(IBOR), spot, and forward exchange rates, all drawn from Bloomberg. We focus on the
3-month cross-currency basis, since a 3-month tenor is a reasonable maturity period
that captures short-term CIP deviations, without the possibility of longer-term mean
reversion.12 The series are computed at a daily frequency, before being collapsed into

10In the interest of space, we omit these for most of our robustness checks, but verify that these are
satisfied in any case; these are available separately on request.

11Information on the specific currencies included in the sample are documented in the appendix; see
table A.4. The selection of currency is constrained mainly by the availability of data (on short-term
interest and forward exchange rates) to construct the CCB.

12It is also the standard tenor explored in the literature, probably due to the fact that 3-month interbank
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monthly data by taking their respective monthly averages.
We collect the political risk data from the International Country Risk Guide (ICRG),

which provides ratings for various dimensions of risk, on the basis of expert evalu-
ations of the political environment within each country. The ICRG data comprise 12
subcomponents,13 but not all of these are relevant formoney and foreign exchangemar-
kets. For instance, it is questionable whether the currency traders are much swayed by
the presence of the military in politics or prevailing socioeconomic conditions.

Thus, while ICRG itself offers an overall political risk rating, we utilize only a sub-
set of these measures to construct our political risk indicator. These are comprised of
government stability, internal conflict, and external conflict, which we weight equally
(as ICRG does for its composite). A high turnover rate of the government, for instance,
poses a greater risk of policy changes that could affect the short-term interest rate envi-
ronment (and in turn the cross-currency basis). That said, we also explore alternative
ways that political risk may be computed in Sections 3.4.1 and 4.4.2.

The raw ICRG measures assign a higher score when risk is lower. Since we are
mainly interested in political risk, qua risk (as opposed to a rating), we invert these val-
ues to obtain a readily-comprehensible interpretation, where an increase in the mea-
sure implies a higher level of political risk in a given country.

Elections data are compiled from the Election Guide, a platform providing data on
national elections as well as referenda around the world. Our baseline assigns an indi-
cator corresponding to 1 for the period three months prior to the election month, and
0 otherwise, with this duration chosen to balance between its relevance to risks associ-
ated with political developments (hence, close enough to the elections), but allowing
sufficient time for impending elections to be properly priced into financial assets (but
not too close).14

We focus primarily on presidential elections and parliamentary elections,15 since
results of such national-level elections are typically the ones that could potentially in-
fluence the continuity and stability of key policies that could impact the CCB, such as
financial regulation, or openness toward foreign investment promised by the incum-

interest rates are more widely available than others. However, we also consider, for robustness, the CCB
computed at the 1-month and 1-year tenors.

13These are: government stability, socioeconomic conditions, investment profiles, internal conflict, ex-
ternal conflict, corruption, military in politics, religious tensions, law and order, ethnic tensions, demo-
cratic accountability and bureaucratic quality.

14We exclude the election month itself to rule out simultaneity bias. In robustness checks, we also test
the sensitivity of our results to this choice by varying the duration between a month to up to half a year.

15Parliamentary elections are different across countries. For instance, in Australia, elections are
bicameral—for the Senate and House of Representatives—whereas in the UK, which is similarly bi-
cameral, only seats in the House of Commons are determined by elections (members of the House of
Lords are generally by appointment). Our indicator takes on unity for any election corresponding to an
elected legislature. In addition, we also build election dummies that takes into account referenda, and
employ them in the robustness checks.
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bent government.16

To normalize the variables and obtain comparable coefficients, we apply an inverse
hyperbolic sine transformation17 to all the variables, with the exception of the election
dummy.18 The working dataset is an unbalanced sample that ranges from July 2009
through August 2020.19

3 Empirical Results

3.1 Preliminaries

Beforemoving on to ourmain results, we verify the stationarity of each series in our
data, given the relatively long temporal span of our data. Table A.6 in the appendix
summarizes the results for a selection of panel unit root tests. We are able to reject
the null (of a unit root) for our two main variables of interest—the CCB and political
risk—for either levels or first differences. This is not the case for the interest differential,
however, for half the tests. Even so, in first differences, all three baseline variables
satisfy stationarity.

We also consider a suite of univariate unit root tests, by currency, for the same vari-
ables; these are documented in Tables A.7–A.9 the appendix. While certain currencies
occasionally yield instances where one (or more) of the variables may fail a given test,
the totality of the univariate tests point to a similar conclusion as those for the panel:
that the CCB and political risk do not generally raise concerns about stationarity, al-

16In robustness checks, we also consider variations in the definition of our election indicator.
17We favor this transformation because its known advantages—compressing large extreme val-

ues while remaining defined for smaller negative values, all while retaining a certain degree of
interpretability—are deeply relevant for our CCB data, where observations tend to be small and fre-
quently negative. Alternative transforms, such as the logarithmic plus a constant, will excessively alter
the distribution. That said, there have been prominent critiques of the inverse hyperbolic sine transform,
especially with regard to its sensitivity to scaling (Aihounton & Henningsen 2021), the interpretation
of effects (Chen & Roth 2024; Mullahy & Norton 2024), and atheoretical nature (Bellemare &Wichman
2020). We address these comprehensively in Appendix A.3.1. Specifically, we consider a series of ad-
ditional checks, where we replicate our baseline results, with either no transformation, or with a log
transform instead. The results remain largely unchanged, although some of the marginally significant
coefficients in the levels specification in Table 1 become significant only at 15 percent (those in Table 2
remain significant at standard levels).

18In addition to the variable transformation, we also consider an alternative approach to addressing
outliers: winsorization. Whilewe prefer relying on the inverse hyperbolic sine transformation to address
excessively large values—since doing so does not deliberately exclude any information—we accept that
some may prefer this strategy. The results are virtually unchanged when we do so, however, and details
are provided in the appendix.

19The National Bureau of Economic Research’s Business Cycle Dating Committee places June 2009
as the trough of the global crisis-associated recession in the United States. Since the U.S. is the com-
mon counterparty to all our currency pairs, and given the potential distortions to the CCB during crisis
conditions, we use July 2009 as the start date for our baseline. The Federal Open Market Committee
statement, released in June 2009, also conveyed positive signals of a normalization of financial market
conditions. We therefore also perform estimates using a sample period that commences from June 2009,
as a robustness check.
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though the same cannot be said for the interest rate differential, except when differ-
enced.

Finally, we consider a sequence of panel cointegration tests between our main vari-
ables of interest, for either a more parsimonious or comprehensive20 specification.21

We apply the Pedroni (1999) and Westerlund (2007) tests. While the results for some
tests—notably, the Westerlund α for the parsimonious model—reject the null of no
cointegration, the results in Table A.10 of the appendix indicate the absence of any
systematic long-run relationship between CCB and political risk.

Overall, our view is that neither nonstationarity nor cointegration are major con-
cerns for our two main variables of interest, although this is, admittedly, far more
definitive when in first differences. Accordingly, we proceed with our analysis using
both forms, following the empirical specifications outlined in Section 2.4.

3.2 Baseline regressions

3.2.1 Political risk and the cross-currency basis

Our baseline results corresponding to (6) are reported in Table 1. We consider three
different specifications within each estimation method, incrementally adding controls
along the way. The first only includes our explanatory variable of interest, political
risk; the second adds the interest differential, as implied by the expanded CIP condi-
tion (5); and the third further populatesXit with two very common covariates used in
the literature on empirical estimation of CIP: the effective exchange rate, and the inter-
national reserve ratio (we will refer to these—the interest differential, exchange rate,
and reserves—as the standard controls). Asmentioned in Section 2.4, all specifications
include time-invariant currency and time fixed effects.

We focus first on the IV and 2SLS results (middle and rightmost columns). The
coefficient on π is negative, implying that increases in political risk lead to a reduction
in the cross-currency basis. Put another way, a heightened level of political risk lev-
els leads to a more severe dollar shortage for firms and individuals outside the U.S.,
perhaps reflecting a reduction in international investors’ willingness to lend dollars in
currency and money markets.

The point estimates are comparable across the three specifications, which—together
with largely unchanged overall F statistics—suggest that the additional controls do
not add much by way of explanatory power for understanding the CCB. This is also
the case when comparing across estimation methodologies; importantly, however, the

20By “parsimonious,” mean a setup where only the two main variables of interest—CCB and political
risk—are considered. In contrast, a more “comprehensive” system includes also all the controls used in
the baseline, on top of the two main variables.

21Consistentwith the standard approach in cointegration testing, we only do so onlywith the variables
in levels.

14



Table 1: Effects of political risk on the cross-currency basis†

Reduced form IV 2SLS

(1) (2) (3) (4) (5) (6) (7) (8) (9)

π -52.12∗ -53.09∗ -54.61∗ -49.29 -48.19∗∗ -66.74∗∗
(26.54) (27.61) (28.19) (30.61) (22.16) (26.02)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.21∗∗ 0.20∗∗ 0.20∗∗∗ 0.23∗∗
(0.06) (0.06) (0.08) (0.08) (0.07) (0.10)

Exchange rate 1.17 1.78 1.91
(1.46) (2.33) (2.68)

Reserves -2.84∗∗∗ -4.44∗∗ -4.80∗∗
(0.87) (1.86) (2.19)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 3.86 3.85 2.45 2.59 4.72 2.55
Cragg-Donald F 21.68 21.62 21.41 27.78 28.98 23.41
Kleibergen-Paap rk LM 7.49∗∗∗ 7.35∗∗∗ 7.34∗∗∗ 8.38∗∗ 8.37∗∗ 8.03∗∗
Hansen J 0.01 0.03 0.16
† This table reports the regression of monthly cross-currency basis, at a tenor of 3 months, on political risk, which is
instrumented with the 3-month-prior election dummy (IV specifications) and both the election dummy and demo-
cratic accountability (2SLS specifications). Exchange rate is the nominal effective exchange rate of the local currency
against a basket of trade-weighted foreign currencies, and reserves is the international reserve to GDP ratio for each
country. The inverse hyperbolic sine transformation is applied to all variables, except the election dummy, prior
to estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for
underidentification test, weak identification, and overidentification, respectively. The 10% maximal IV size critical
value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency
and time, while robust standard errors are clustered at the currency and time level, with statistical significance given
by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

coefficients tend to bemore precisely estimatedwhen using an instrument set via 2SLS,
as opposed to relying solely on the election dummy.

The magnitudes themselves imply that the elasticity of the political risk effect on
CIP deviations ranges from -48.2 to -66.7 percent22. In terms of a typical one standard
deviation shock to political risk, this amounts to an average reduction of 48 and 278
basis points (of the swap rate).23 This is nontrivial, but just as important, it is at least
one or two orders of magnitude greater than coefficients on the interest differential, or
any of the standard controls. We dive more into precisely how political risk matters by
breaking down this measure more carefully in Section 4.4.2.

The tests for the instruments do not raise red flags. Significant Kleibergen-Paap
rk LM statistics point to the instruments’ relevance, while insignificant Hansen Js sup-
port the overall coherence of the instrument set. Meanwhile, the Cragg-DonaldF s con-
sistently cross the threshold for acceptable bias at the 10 percent level, validating the
overall strength of the instrument set.

22For arcsinh-arcsinh specifications, it can be shown that the elasticity of y in response to a variable
x, ηyx, is η̂yx ≈ β̂, where β̂ is the estimated coefficient from the arcsinh-arcsinh model. See Bellemare &
Wichman (2020).

23A one σ shock to political risk, multiplied by the elasticity, yields 0.095 ∗ (−48.2) = 4.56 and 0.095 ∗
(−66.7) = 6.32, with sinh(4.56) ≈ 48 bps and sinh(6.32) ≈ 278 bps.
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The significant and negative coefficients on the reduced form—where only the elec-
tion dummy is included (leftmost columns)—indicate that countries that enter into
pre-election periods tend to experience larger (and more negative) CIP deviations.
This result, at the very least, offer a strong and unbiased hint that election risk is closely
associated with the cross-currency basis, while simultaneously corroborating the rele-
vance of the duration-to-election instrument.24

The coefficient on the interest differential between local-currency interest rate and
that for U.S. dollar deposits is positive, suggesting that dollar shortages are compen-
sated by higher domestic rates (a symptom sometimes referred to as a “dollar squeeze”
by financial markets). This supports the notion that providing currency-hedging con-
tracts is costly for financial intermediaries, who have to be compensated for doing so;
this additional wedge then becomes a potential contributor toward CIP deviations (Bo-
rio, Iqbal, McCauley, McGuire & Sushko 2018). More generally, a higher local interest
rate raises the opportunity cost of dollar-denominated investments, which in turn re-
duces demand for such exposures. Consequently, the desire for currency-hedging con-
tracts declines, which relieves the squeeze, thereby giving rise to a less negative/more
positive cross-currency basis.

While this finding stands in contrast to Cerutti et al. (2021)—where the coefficient
on the dollar rate is positivewhile that on the local is negative—the result is in linewith
others in the literature, where greater interest differentials lead to more negative cross-
currency bases (Du et al. 2018; Jiang, Krishnamurthy & Lustig 2021).25 To better grasp
the importance of local versus dollar interest rates, we delve more into this distinction
in Section 4.4.1.

The coefficients on the remaining controls are as expected a priori. The nominal ef-
fective exchange rate varies positively with the CCB (albeit being statistically insignifi-
cant). This means that an appreciation of the local currency reduces dollar scarcity or,
equivalently, that dollar weakness relieves its shortage in the economy. When the dol-
lar depreciates, the balance sheets of local banks and foreign exchange dealers become
more able to take on the same volume of dollar exposure (Cenedese et al. 2021). As the
cost of synthetic dollar funding diminishes, these intermediaries become more will-
ing to take on greater exchange rate risk, via assets such as dollar-denominated debt

24The fact that the reduced-form coefficients in columns (1)–(3) are an order of magnitude smaller
than the local average treatment effects obtained in (4)–(6) implies that the first stage effects (the coeffi-
cients corresponding to a regression of political risk on the election dummy) are very small. As shown
in the appendix, this is indeed the case, although in all cases, the coefficients are all highly significant (at
the 1 percent level), and first-stage F s are also fairly large. This speaks to how political risks are more
multifaceted than elections alone, and perhaps more pertinent, that the duration to an election alone
does not exert any causal effect on political risk.

25The results in Cerutti et al. (2021) are also obtained from unconstrained regressions, whereas we
impose a one-to-one relationship between coefficients on the interest rates, as required by theory. It is
worth noting, however, that Cerutti et al. (2021) themselves suggest that their results require further
exploration.
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(Bruno & Shin 2015). Doing so, in turn, allows them to scale up their dollar lending
activities. This expansion of dollar liquidity suppresses the basis. This result is consis-
tent with the empirical literature, which finds a negative relationship between dollar
strength and the cross-currency basis (Avdjiev et al. 2019; Cerutti et al. 2021; Jiang et al.
2021).26

The negative and significant association between the international reserves-to-GDP
ratio is, likewise, corroborated by the literature (see, for example, Amador, Bianchi, Bo-
cola & Perri 2020)27 Essentially, when reserve holdings are larger, CIP deviations turn
more negative, which implies that dollars becomemore scarce. While seemingly coun-
terintuitive, this may be understood by recognizing that larger dollar reserve holdings
by the domestic central bank allow private-sector banks to retain less dollars on their
own balance sheets (even as they extend a comparable volume of loans in dollars).
Dollar reserves are also associated with a greater ability to defend an implicit peg to
the dollar, which has enabled banks to maintain a local-currency asset portfolio, de-
spite exposure to dollar liabilities. We further explore the manner by which reserves
may or may not alter the political risk dimension in Section 4.3.

3.2.2 Changes in political risk and variations in the cross-currency basis

The results for our alternative baseline—corresponding to (7)—are reported in Ta-
ble 2, where all variables are represented in first differences.28 As before, we implement
three different estimation methods, with the same three specifications within.

The results are consistent with our baseline in levels. We uncover a strong, nega-
tive relationship between changes in the cross-currency basis and variations in political
risk. The change in the election dummy in the first three columns is highly significant,
again corroborating how the reduced-form effect of entry into an election period is as-
sociated with more negative CIP deviations. More strikingly, the coefficients on ∆π

for the remaining specifications from columns (4) through (9)—whether including
additional controls or not—are all negative and significant at standard levels, in line
with the argument that increases in the level of political risk level induce greater dollar
scarcity, as evidenced by more negative cross-currency bases.

26To be clear, these papers appeal more to a different mechanism—the tightness of global financial
conditions and the safe haven status of the dollar—as an explanation for the relationship.

27In their paper, the authors recover a positive coefficient on reserves, but since their measure of the
cross-currency basis is computed in the opposite way from ours (as the difference between the dollar
interest rate and the synthetic rate), the results are actually consistent.

28It is worth clarifying that the differencing is applied to the election dummy as well. There are two
justifications for doing so. First, doing so without exception retains consistency with the rest of the
variables. Second,∆Election captures a relevant concept: the change in the status of an election period
within a country. The result is an indicator that takes on +1 at the commencement of an election period,
and -1 its cessation. To the extent that entry into and exit from an election periodmay alter political risk,
the variable serves as a reasonable instrument for changes in political risk.
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Table 2: Effects of changes in political risk on changes in the cross-currency basis†

Reduced form IV 2SLS

(1) (2) (3) (4) (5) (6) (7) (8) (9)

∆π -62.88∗∗ -61.30∗∗ -64.03∗∗ -58.63∗∗ -57.31∗∗ -60.29∗∗
(25.12) (24.95) (25.69) (21.69) (21.67) (22.10)

∆Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.06) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.97 -9.77∗∗ -9.54∗∗
(3.83) (4.59) (4.42)

∆Reserves -3.99∗∗ -4.52∗∗ -4.49∗∗
(1.67) (1.93) (1.91)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 6.27 5.08 3.57 7.31 5.69 4.05
Cragg-Donald F 37.47 37.60 36.54 20.86 20.93 20.21
Kleibergen-Paap rk LM 13.00∗∗∗ 13.01∗∗∗ 12.74∗∗∗ 13.94∗∗∗ 13.94∗∗∗ 13.77∗∗∗
Hansen J 0.19 0.17 0.15
† This table reports the regression of monthly changes in the cross-currency basis, at a tenor of 3 months, on changes
in political risk, which is instrumented with the change in the 3-month-prior election dummy (IV specifications) and
both the change in election dummy and changes in democratic accountability (2SLS specifications). Exchange rate
is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and reserves is the
international reserve toGDP ratio for each country. The inverse hyperbolic sine transformation is applied to all variables,
except the election dummy, prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test
statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J
statistic, corresponding to tests for underidentification test, weak identification, and overidentification, respectively. The
10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications.
Fixed effects are by currency and time, while robust standard errors are clustered at the currency and time level, with
statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

What is perhaps a little more surprising is how, relative to the level regressions, the
coefficients on changes to the interest rate differential, as well as the nominal effective
exchange rate, flip signs (and, for the latter, becomes statistically significant).29

The negative effect of the change in the interest differential differs from some of
the existing literature (see, for example, Du & Schreger 2022), but may be capturing
practical aspects of the carry trade. Implementing an arbitrage strategy for exploiting
CIP deviations usually entails going long in the low-interest-rate currency and short
in the high-interest-rate currency; since increases in the spread (generally) reflect an
increase in the higher local rate vis-à-vis the dollar rate, short covering activity may
lead to a surge in dollar demand, which then leads to more negative cross-currency
bases. Thus, once the effects of a given rate differential is established (in equilibrium),
any further changes in the spread tend to be associated with reductions in the basis.

There are at least three potential explanations for why exchange rate appreciations
now lead to reductions in the basis. First, it is well-understood that interest parity ar-
bitrage is typically accompanied by expected exchange rate changes that occur in the
opposite direction. For example, the standard Mundell-Fleming prediction—that a lo-
cal currency appreciates (depreciates)when relative local rates are higher (lower) than

29The coefficient on changes to international reserves persists with a negative and significant coeffi-
cient persists, consistent with the level results, as well as intuition.
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the risk-free rate—requires an expected depreciation of the currency for (uncovered) in-
terest parity to hold.30 Hence, while higher levels of the exchange rate could well lower
theCCB, changesmay raise it. Second, the theoretically-expectedweakening of the cur-
rency versus the dollar could still apply to the local currency, even as still it appreciates
in relation to the full basket of currencies (it is solely the depreciation against the dollar
that ultimately determines the extent of CIP deviations). Finally, it is worth noting that
the coefficients obtained in Table 1 were not statistically distinguishable from zero, and
so the disparate results need not be inconsistent with each other.

3.3 Additional covariates

To further investigate if the impact of political risk on CIP deviations may be driven
by omitted variables, we introduce several additional covariates, beyond the standard
controls, to the baseline. In principle, these should be unnecessary. The CCB is the
residual of CIP which, as the name implies, is a covered contract. This means that most
forms of observable risk would already be baked, as premiums, into the synthetic rate.

Nevertheless, we follow the extant literature to include further covariates of interest.
Following Cerutti et al. (2021), we add the forward exchange bid-ask spread and term
premium,which capture different aspects of liquidity: illiquidity arising from risk aver-
sion, and liquidity due to changes in the relative supply of dollar bonds, respectively.
We also introduce the differential in the 10-year U.S. Treasury relative to the equivalent
local sovereign interest rate, as well as the implied volatility on 3-month at-the-money
currency option, similar to Avdjiev et al. (2019), under the premise that these alter
elements of risk; the former drives sovereign credit risk due to divergent monetary
policies and economic prospects, while the latter shapes the forex risk-bearing capac-
ity of financial intermediaries. We report these additional results, for both level and
first differences, in Table 3.

The negative and significant coefficients on π and∆π persist through these straight-
forward additions. In particular, elevated political risk tends to lead to a deterioration
in domestic access to dollar financing, even after accounting for richer conceptualiza-
tions of liquidity and risk.

Themajority of the estimated coefficients for the control variables also enterwith the
expected signs, although these do not always turn out to be statistically significant. For
instance, the long-term sovereign interest differential (between local-currency deposits
and the U.S. dollar) is positively correlated to the cross-currency basis, giving credence
to the idea that CIP deviations may result from variations in sovereign credit risk (Du
& Schreger 2022). The negative coefficient on forward exchange spread also points to
how illiquidity in the currency markets can increase market frictions and result in the

30This is usually reconciled by an appeal to overshooting dynamics, à la Dornbusch (1976).
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breakdown of CIP (Pinnington & Shamloo 2016). Our one anomalous result pertains
to currency option volatility, where we find that higher local currency risk is correlated
to a less severe domestic dollar financing condition.

In summary, we find—whether measured in levels or first differences, and esti-
mated via IV or 2SLS—support for our argument that heightened political risk has
led to more severe dollar shortages in the post-crisis period. When investors observe
increased political risk in any given country, theymay be inclined to curtail their invest-
ments into that country, thereby starving the local economy of dollars. This is captured
by the breakdown of CIP, and in particular, a negative cross-currency basis of the local
currency vis-á-vis the U.S. dollar. As such, our result is consistent with evidence on
changes to portfolio and foreign direct investment resulting from political risk (Busse
& Hefeker 2007; Lehkonen & Heimonen 2015).

Moreover, our findings also stress how politically-influenced changes to interna-
tional financial inflows may be further exacerbated by corresponding outflows. This is
because a negative CCB also reflects the choice by local borrowers to borrow at the syn-
thetic dollar rate. As such, when the implicit demand for dollars increases—perhaps
because dollar-denominated assets, such as the U.S. government bonds, have become
relativelymore attractive (Bernanke, Bertaut, Demarco &Kamin 2011; He et al. 2016)—
this further worsens domestic dollar financing conditions, due to the the mismatch
between the demand and supply of dollars.

3.4 Robustness of main findings

3.4.1 Sensitivity to sample coverage and construction of key variables

We test the sensitivity of our baseline results along several lines. We begin with
changes in the coverage of our sample, along two dimensions: in terms of the countries
or currencies included, and in the choice of starting date for the post-crisis period, when
CIP deviations began to emerge in earnest. Next, we consider alternative ways for how
the key independent anddependent variables of interest are constructed. In the interest
of space, we constrain our reporting to only the IV and 2SLS results with controls, for
both levels and first differences.31 These are shown in Table 4.

There are several variations to the currency sampleworth exploring. First, our base-
line treatment of the euro uses the average levels of political risk for the five largest
countries in the Euro Area, in terms of GDP.32 The election indicator is likewise con-
structed on the basis of elections in the corresponding five countries. Dropping amulti-
country currency like the euro from our regressions reduces the possibility that we are

31The full suite of baseline specifications discussed in Section 3.2 are provided in the appendix.
32These are Germany, France, Italy, Spain, and the Netherlands. We also perform additional checks

using just the largest two and largest four countries, and find results comparablewith the baseline. These
are available on request.
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overweighting these democracies, and seems like a reasonable check; hence we do so
in columns (1)–(2).

Second, while the vast majority of currencies in our sample are on a flexible-rate
regime (or, at least, a managed float), two currencies operate on relatively hard pegs:
Hong Kong runs a currency board, while Saudi Arabia maintains a fairly rigid (and
largely credible) peg. Consequently, in columns (3) and (4), we drop the Hong Kong
dollar (HKD) and Saudi riyal (SAR) from our sample. We also subdivide the sample
into currencies operating under either (de facto) flexible or inflexible regimes.33 These
occupy columns (5) through (8).

Third, the Chilean peso (CLP) also exhibits an idiosyncrasy in terms of how interest
and exchange rates are reported: calculations of the CCB (such as those reported by
Bloomberg) typically rely on interbank interest rates corresponding to an artificial unit
of account, theUnidad de Fomento (or UF).34 To remain consistent with the computation
of CCB for the other currencies—which rely onmarket-based rates—we collect nominal
interbank rates from the Chilean benchmark facility, and calculate an alternative cross-
currency basis for the CLP, which we use instead. These are shown in columns (9) and
(10).

Two political regimes do not rely on popular elections for the selection of govern-
ment: China (a one-party state35) and Saudi Arabia (a monarchy). In the absence of
standard elections for the presidency in these polities, the election indicator is always
coded as zero in the baseline. To examine if these null entries affect our results, we run
regressions without China (CHN) and Saudi Arabia (SAU) in columns (11)–(12).

The window for the full sample may also be varied. In the baseline, July 2009 was
chosen as the start date, which corresponds to the month following the NBER-defined
trough in the U.S. business cycle. There are other potential candidates for the mar-
ket bottom, however. U.S. equity markets—whether indexed by the S&P500 or DJIA—
attained their lowest level inMarch that year. And financial market tightness—as prox-
ied by theGoldman Financial Conditions Index—peaked inMay 2009. Accordingly, we
apply sample periods that commence from either April or June 2009, and the results
are reported in columns (13)–(16).

33We do so using the de facto classification, as adjudged by IMF staff, with independent and managed
floats defined as “flexible” regimes, and the remainder defined as “inflexible”. As an alternative, we also
considered the latest version of the popular classification scheme proposed by Levy-Yeyati & Sturzeneg-
ger (2005). These results turn our to be slightly less significant, but are qualitatively similar to those
shown here; these are available in the appendix.

34TheUF is an officially-recognized currency in Chile. However, it is non-circulating, and has a quoted
value of 100 CLP relative to the CPI. That is, the UF interest rate is a real interest rate, which adjusts for
inflation.

35People’s Republic of China conducts the so-called “multi-party cooperation and political consulta-
tion system” under the leadership of the Communist Party of China (CPC), whichmeans that the CPC is
the only party in power within the country. Under the premise that the CPC is the only ruling party, the
eight other political parties participate in the discussion andmanagement of state affairs, in cooperation
with the CPC.
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The most obvious way of varying the dependent variable is to utilize alternative
tenors, other than the 3-month, for interest rates used in the computation of the CCB.
Two reasonable choices—which correspond to the very short termand the longer term—
are the 1-month and 1-year counterparts. We do so in columns (17) through (20).

As discussed in Section 2.5, ourmain independent variable of interest is constructed
as the simple sum of government stability, internal, and external conflict, which we re-
gard as the most relevant subset of political risk indicators for our application. One
may still wonder if the exclusion36 or inclusion of additional subcomponents would
make a difference. We experimented with a range of permutations and combinations,
but here we report two reasonable variants. First, we further include risks associated
with the economy’s investment profile. While we find this subcomponent a little too
uncomfortably close to the concept of actual investment risk (and hence runs the risk of
endogeneity, which explains our reason for not including it in our baseline construct),
one could plausibly make the case that factors—such as constraints to the ability to
repatriate profit, or a greater possibility of contract appropriation—may be regarded
by financial markets as risks emanating from political processes. This would justify
adding this particular subcomponent to the political risk metric. Alternatively, we can
include tensions that arise from ethnic or religious sources. These do not strike us
as sufficiently related to risks that currency markets perceive as relevant. Still, one
could argue that such tensions, when allowed to fester, may eventually erupt in con-
flict (which we do measure), and hence shoudl be counted. Regressions for these two
variations in the construction of the independent variable are shown in columns (21)–
(24).37

Overall, we find that the range of estimates for coefficients on π and ∆π typically
remain negative and significant, consistent with the baseline.38 The notable exception
applies to the casewhen the sample is restricted to onlymore inflexible regimes. This is
not unexpected, since the exchange rate (bydefinition) adjusts less under such regimes,
making CIP deviations less likely respond to political risk.

3.4.2 Robustness of the instrument set

Given the centrality of our instruments for identification, we also subject these to a
battery of stress tests. These entail either variations in the construction of the 3-month
duration-to-election indicator, or pairing this indicator with alternative variables in the

36We test the individual subcomponent of political risk in Section 4.4.2.
37One residual concern is whether the metric of political risk is invariant to the (implicit) assumption

that the level of risk in theUnited States serve as the numeraire. We therefore consider instead computing
our measure of political risk relative to the U.S., as an alternative. Regression results are reported in
Table A.17 of the appendix, and are qualitatively unchanged.

38While not reported, test statistics for underidentification, overidentification, andweak identification
are also generally sound (these are available on request).
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first stage. As in the previous section, we run our regressions across the full comple-
ment of specifications. However, we now report not only the IV and 2SLS results, but
also the reduced form (RF). These are summarized in Table 5.

The most obvious change is to set a different duration-to-election. We allow our
indicator to be toggle between a range of a month to half a year. For economy, we
only report the results corresponding to either two months less (hence, 1 month), or
two months more (5 months), in columns (1) through (6); the remaining months are
provided in Table A.18 of the appendix.

It is also possible to restrict or enlarge the definition of an election. We could do
the former so by excluding legislative elections, and the latter by further including
referenda. Rather than dropping these observations—which would result in sample
attrition that could potentially introduce selection bias—we instead recode these cases,
into zero and one, respectively. These are shown in columns (7)–(9), and (10)–(12),
respectively.

The executive is sometimes the most relevant branch for economic decisionmak-
ing. Many political systems confer policymaking authority solely to an independently-
elected president or cabinet of ministers, leaving the legislature with only veto rights.
Even in systems where the legislature originates bills, it is normal for such bills to re-
ceive extensive input from the executive. In the runup to the presidential 2017 elec-
tions in France, for example, financial markets were focused on the implications of a
Macron versus Le Pen presidency, whereas elections for the Assemblée Nationale, which
occurred several months thereafter, were essentially a sideshow.39 Consequently, if we
believe that turnovers in the legislature are secondary to political risk, wemight choose
to exclude such elections from our election indicator.40

Referenda introduce their own class of political risk. Essentially, such ballots ex-
pand consultation with the polity to beyond simply competitive elections. The Scottish
independence referendum in 2014, for instance, led to a dramatic increase in the volatil-
ity of the British pound, and the unexpected results of the Brexit referendum in 2016
led to a sharp depreciation of the sterling. If we wish to recognize the potential po-
litical risks emanating from referenda, we can embed them in our coding of elections
indicator.

Beyond defining what constitutes an election, one may worry that the elections de-
fined in our dataset are not completely exogenous. The most common instance of po-
tentially non-exogenous elections occurs in polities that have roots in the Westminster

39Strictly speaking, in the event that the President’s party fails to secure a majority in the National As-
sembly (a situation known as cohabilitation), the legislature led by the PrimeMinister may exercise more
independence, but even then the office would still exercise comparatively limited power over policy.

40For countries with direct elections for the executive (e.g. Chile, France, and Czech Republic), we
code only these instances as elections. For countries without any direct election of the executive (e.g.
Australia, Canada, andDenmark), we retain the full incidence of legislative elections, since the executive
is typically drawn from the legislature in such cases.
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system,41 where elections must be called within a given window, but may occur at any
time before the end of the term. In such cases, the incumbent may take advantage
of favorable economic conditions to call the election, thereby violating the exclusion
restriction. We address this by recoding all such countries without a fixed election
calendar as null, with the remainder being the only truly “exogenous” elections.

Certain systems may also confer the chief executive (usually the president, but also
possibly the prime minister) the right to dissolve parliament at any time; alternatively,
a sufficiently large majority within the legislative body itself could force a new election
(perhaps by calling for a vote of no confidence). Such opportunistic election calls could
also violate the exclusion restriction, regardless of whether they derive from a West-
minster system or not. Accordingly, we consider an alternative coding with no snap
elections, such that countries with elections occurring a full year (or more) earlier than
originally scheduled are recoded as zero. These two sets of results comprise columns
(13) through (18).

We may also regard elections, per se, as exaggerated signals of political risk. Elec-
tions may occur in environments where the incumbent is so well-entrenched that it
may not engender much uncertainty at all, thus weakening the relevance condition.
Defining the election indicator to only take into account cases where there is an actual
change in government, while potentially introducing an underreporting bias, may nev-
ertheless help ensure that the risk of political change ismaterial. Alternatively, political
risk may be most salient when elections are genuinely competitive, which is typically
defined as a win margin of no more than either 5 or 10 percentage points.42 While do-
ing so is again limited by the fact that such ameasure is necessarily post hoc (and runs a
similar underreporting risk), recoding elections in this fashion focuses on cases where
elections are less likely to be an academic exercise. The corresponding results for these
two possibilities are reported between columns (19) and (24).

Finally, it may be worth performing falsification checks on the duration-to-election
instrument. Instead of coding the run-up to an election as instruments for heightened
political risk, we instead replace these with the post-election months (we do so for 3
and 5monthwindows). Unsurprisingly, these either generate statistically insignificant
coefficients, or fail the tests for instrument validity (or both). Hence, we obtain partial
validation for the relevance of the instrument.

There are awide range of possibleways to expand the instrument set. Themain con-
straint, however, pertains to whether any additional instrument(s) we introduce may

41These are usually countries that are part of the Commonwealth (by dint of having been colonies
of Great Britain); they include Western democracies such as Australia and New Zealand, but also non-
Western countries such as Malaysia and Singapore.

42We report here the results using the 10 percent threshold, so as to maximize the number of obser-
vations exposed to the treatment. We also consider setting the spread at 5 percentage points, with little
qualitative difference to the results. These are available on request.
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compromise our identification strategy. We limit ourselves to only including plausibly
exogenous instruments.43 Accordingly, we either replace the democratic accountability
variable, or add new candidate instruments to the existing set. Two potential candidate
instruments, which have been applied in other contexts as instruments for institutional
quality, are bureaucratic effectiveness (Rauch & Evans 2000) and ethnic fractionaliza-
tion (Alesina, Easterly, Devleeschauwer, Kurlat & Wacziarg 2003). While the strength
of the coefficients obtained in this manner are slightly weaker (especially with the frac-
tionalization instrument), the conclusions are qualitatively unchanged. These results
are reported in Tables A.22 and A.23, respectively, of the appendix.

Overall, these results are consistent with the baseline finding. The coefficients on
π and ∆π are uniformly negative, and across most of the variations, statistically sig-
nificant as well. The coefficients on the reduced form regression on the Election and
∆Election indicator also attains statistical significance in virtually all specifications.
Furthermore, while not reported, test statistics for underidentification, overidentifica-
tion, and weak identification are generally sound (these are available on request). On
balance, our checks provide little reason to be deeply concerned about the quality of
our instrument set, and we are reasonably assured that identification is secured.

3.4.3 Regression discontinuities at the vote margin

We exploit the presence of close elections to analyze political risk along a regres-
sion discontinuity. Such elections are defined, as in Section 3.4.2, as those where the
vote margin of victory/loss44 is within either 5 or 10 percentage points or less.45 We
first verify that the RD design is admissible,46 before performing our analysis for two
candidate samples: the full currency sample, and one where the euro is excluded.47

43Including a variable that is not strictly exogenous need not invalidate the entire instrument set—
identification would still be achieved if the duration-to-election indicator still satisfied the exclusion
restriction—restricting the full instrument set to (plausibly) exogenous instruments is generally pre-
ferred. Moreover, including an additional covariate that also simultaneously satisfies the relevance con-
dition and exclusion restriction could potentially improve the credibility of our identification strategy.

44We define the vote margin as the difference between the vote share of the largest party in power
and that of the largest opposing party received in an election. Intuitively, a positive margin indicates
a turnover of the government after the election. In some polities, such as Australia, the government
is typically formed as a coalition comprising several aligned parties after the election. While these ex
post exercises may reduce the accuracy of our vote share measure, we also consider computing (where
applicable) the votemargin using the opposing and incumbent coalition. Estimates with this alternative
definition generate qualitatively similar results, and are reported in Table A.31 of the appendix.

45Here, we report the results using the smaller 5 percent threshold. This imposes a more stringent
criterion for uncovering the presence of a discontinuity, and is the endogenous threshold favored by a
balance test. In the appendix, we report this test in detail, along with results that correspond to a 10
percent win margin. These latter results are qualitatively unchanged with this expanded threshold.

46We do so with a manipulation test, which checks that the marginal density of the vote margin (the
forcing variable) is continuous around the cutoff. As reported in the appendix, we find no evidence of
manipulation, thereby validating local randomization for the running variable.

47The prevalence of democratic elections in Euro Area economies, coupled with how they all repre-
sent a single currency, may lead to an overweighting of this currency. Although we follow the baseline
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The results are visually captured in Figures 2 and 3.48 Table 6 then reports coefficients
corresponding to conventional RD point estimates with standard confidence intervals,
bias-corrected estimates along the lines of Calonico, Cattaneo & Titiunik (2014), and
bias-corrected estimates when the variances for confidence intervals are also robust to
bandwidth choice (Calonico et al. 2014). For each set, we fit either a local linear (odd-
numbered columns) or quadratic (even-numbered columns) specification.
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Figure 2: Regression discontinuity plots corresponding to a local linear (left panel) or
quadratic (right panel) form, for a vote share win/lossmargin of 5 percent between the
government and opposition parties, for the full sample. Consistently, the discontinu-
ities are clearly more pronounced for the level (top panel) rather than changes (right
panel) in the cross-currency basis.

First off, notice that even in the full sample, our sample drops drastically, to only 29
observations. This is the main downside of the RD estimates for our application, and
the reasonwhywe do not rely on this particular identification strategy for our baseline.

Next, it is clear from the figures that there is a decline in the cross-currency basis
at the vote margin threshold (of zero). This is most evident for the CCB in levels, and
holds regardless ofwhether the regression is fit to a linear or quadratic polynomial. The
drop persists for first differences of the CCB, although the gap is evidently smaller.

Third, we find a negative and significant coefficient on θ̂w, as shown in columns (1)–
(2) and (5)–(6). This is consistent with our baseline, where heightened political risk

and limit the sample to just the five largest economies in the region, it may nevertheless be prudent to
consider whether excluding the currency altogether may alter the results.

48We present these plots without confidence intervals for clarity, as confidence intervals generated by
binned standard deviations, consistent with Table 6, tend to obscure the points. Plots with confidence
intervals—corresponding to either bin-specific standard deviations or constant standard deviations on
each side of the cutoff—are provided in the appendix.
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Figure 3: Regression discontinuity plots corresponding to a local linear (left panel) or
quadratic (right panel) form, for a vote share win/lossmargin of 5 percent between the
government and opposition parties, for the sample excluding the euro. Consistently,
the discontinuities are clearly more pronounced for the level (top panel) rather than
changes (right panel) in the cross-currency basis.

Table 6: Effects of political risk on the cross currency basis using discontinuities at the 5
percent vote margin for close elections between the largest government and opposition
parties†

Full sample Without EUR

CCB ∆CCB CCB ∆CCB
(1) (2) (3) (4) (5) (6) (7) (8)

Conventional -7.13∗∗∗ -8.87∗∗∗ -0.29 -0.58 -9.47∗∗∗ -11.71∗∗∗ -0.30 -0.82
(2.34) (2.77) (0.37) (0.51) (2.07) (2.31) (0.40) (0.51)

Bias-corrected -8.64∗∗∗ -10.25∗∗∗ -0.49 -0.16 -11.16∗∗∗ -12.90∗∗∗ -0.63 -0.60
(2.34) (2.77) (0.37) (0.51) (2.07) (2.31) (0.40) (0.51)

Robust -8.64∗∗∗ -10.25∗∗∗ -0.49 -0.16 -11.16∗∗∗ -12.90∗∗∗ -0.63 -0.60
(2.55) (3.05) (0.49) (0.56) (2.09) (2.74) (0.49) (0.64)

Observations 29 29 29 29 23 23 23 23
Polynomial Linear Quadratic Linear Quadratic Linear Quadratic Linear Quadratic
Kernel Triangular Triangular Triangular Triangular Triangular Triangular Triangular Triangular
† This table reports the regression between monthly cross-currency basis at a tenor of 3 months and the vote share
margin of close elections between the government and opposing parties between July 2009 and August 2020. We
regard an election as a close one if the votemargin is not greater than 5%. Controls include the the interest differential,
reserves, real effective exchange rate, and both currency and time fixed effects. Robust standard errors, clustered at
currency level, are reported in parentheses, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

gives rise to a more negative CCB (or, equivalently, a deterioration in dollar financing
conditions outside of theUnited States). However, estimates of γ̂w are insignificant (but
negative), as seen in columns (3)–(4) and (7)–(8). Themagnitudes are smaller than in
the IV/2SLS baseline—and drastically so for the first-differenced estimates—but this is
unsurprising, given the much smaller sample size.

Overall, the findings from our regression discontinuity analysis corroborate with
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those of our baseline, lending further credibility to our IV and 2SLS model.

4 Discussion

4.1 Understanding the post-2008 rise of political risk

After the 2007/08 crisis, the Fed moved from a tight liquidity regime—where the
interest rate target was largely determined by open market operations—to an ample
liquidity regime, where the rate was now allowed to fluctuate within a range above
and below the target. This move, in turn, was a reflection of a shift toward quantitative
easing and other forms of unconventional monetary policy. Consequently, the nature
of the Fed Funds market evolved. Instead of banks borrowing and lending to meet
reserve requirements and other needs, the primary trades reflect interest rate arbitrage
by U.S. banks—which are able to access the loan loan market, but cannot earn interest
on their cash reserves at the Fed—lending to non-U.S. banks. In doing so, U.S. banks
now become far more sensitive to political risk in their counterparty banks.

4.2 Heterogeneity of the political risk effect

The literature on CIP deviations has, by and large, focused on the currencies of the
advanced economies, especially those of the highly-liquid G1049 (Baba & Packer 2009;
Cerutti et al. 2021; Du et al. 2018; Fukuda 2012).50 Moreover, CIP deviations were typi-
cally transient and trivial in the period prior to 2007. Indeed, most empirical analyses
(e.g. Akram, Rime & Sarno 2008; Clinton 1988) pointed to how CIP often held in prac-
tice, with arbitrage opportunities too instantaneous to exploit. Taken together, these
two aspects urge further explorations of whether political risk would be more perti-
nent for G10 versus non-G10 currencies, and if there are distinctions between the pre-
and post-crisis period.

4.2.1 G10 versus non-G10 currencies

While deviations in CIP, captured in Figure 1(a), are clearly significantly larger for
non-G10 currencies relative to G10 ones, this alone is insufficient to conclude that po-
litical risk is behind these observed differences. After all, the larger CCBs for non-G10
currencies could be driven by a host of non-political factors more applicable to emerg-
ing economies—such as the degree of trade openness or financial development—or

49These are the AUD, CAD, CHF, DKK, EUR, GBP, JPY, NOK, NZD, and SEK.
50One exception is Geyikçi & Özyıldırım (2023); unfortunately, in this case the authors limit them-

selves to only EM currencies, rather than consider a combined analysis of both G10 and non-G10 cur-
rencies, as we do here.
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perhaps distorted by specific, highly-volatile currencies.51 Furthermore, while political
risk tends to be lower in advanced economies—due to stronger institutional environ-
ments or a greater capacity to manage socioeconomic frictions—it is entirely possible
that such risks account for a greater share of the smaller CCBdeviations amongG10 cur-
rencies, making them more pertinent. In this spirit, we estimate separate regressions
for non-G10 and G10 currencies in our sample, and report the corresponding results
in panels A and B of Table 7, respectively.

Effecting this split reveals that the negative and significant coefficient on either
π or ∆π (for either IV or 2SLS specifications) remain for the non-G10 subsample—
consistent with the baseline—but statistical significance weakens substantially in the
G10 subsample (even while the coefficients remain negative).52 Moreover, the mag-
nitudes of the coefficients on political risk are typically much larger for the non-G10
sample relative to the G10 sample (regardless of the significance), which lend further
credence to the intuitive notion that political risks matter more for non-G10 currencies.

4.2.2 A pre-crisis falsification test

Table 8 documents the baseline specifications, in levels (upper panel) and first dif-
ferences (bottompanel), for the pre-crisis period between January 2000 and July 2007.53

Onemay also view this resampling as a falsification test, to probewhether political risk
was relevant for the CCB prior to the global crisis.

As it turns out, the coefficients on political risk now become uniformly insignificant.
Fascinatingly, while level estimations yield a negative coefficient on π—similar to the
baseline—that on ∆π flips signs (albeit being indistinguishable from zero). Political
risk thus appears to have little to do with the CCB prior to the crisis, and such risks
appear to have evolved alongside the trend of rising political tensions worldwide that
emerged in the aftermath of the global financial crisis.

4.3 Mitigating political risk with insurance mechanisms

While political risk insurance exists, these are not generally available to sovereigns
due to obvious moral hazard issues, nor do they typically cover more esoteric instru-
ments, such as basis swaps.

51Indeed, the large positive realizations of the CCB for the non-G10 currency aggregate during the
crisis are heavily conditioned by large forward premia for some currencies, such as Indonesian rupiah.

52The notable exception—where coefficients on π remain highly significant at conventional levels—is
for the 2SLS estimates in levels. However, corresponding Kleibergen-Paap LM tests point to underiden-
tification issues with these regressions.

53The pre-crisis expansion likely ended only in the second half of July 2007, after U.S. equity markets
peaked (the DJIA, for example, closed above 14,000 on July 19), before tumbling thereafter. In Table A.29
of the appendix, we instead confine the sample to between January 2000 and June 2009—which we term
the pre-crisis and crisis period—and find similar results to those reported in this section.
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Table 8: Effects of political risk on the cross-currency basis, pre-crisis period†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -9.48 -8.74 -4.34 -8.59 -8.06 -11.03
(29.15) (28.32) (28.66) (14.68) (14.83) (13.75)

Election -0.11 -0.10 -0.05
(0.19) (0.30) (0.30)

ri − rus -0.03 -0.01 -0.04 -0.01 -0.04 -0.02
(0.10) (0.11) (0.10) (0.11) (0.10) (0.11)

Exchange rate 4.03 4.29 4.70
(2.66) (3.51) (3.40)

Reserves 0.08 0.23 0.45
(2.93) (2.80) (3.63)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,278 2,278 2,242 2,278 2,278 2,242 2,278 2,278 2,242
F 0.33 0.12 0.65 0.11 0.11 0.59 0.34 0.20 0.60
Cragg-Donald F 7.05 7.25 6.64 22.47 22.97 19.26
Kleibergen-Paap rk LM 2.55 2.58 2.57 4.02 4.14 4.19
Hansen J 0.00 0.00 0.05

Panel B: Estimation in first differences

∆π 53.02 31.99 38.63 50.31 29.96 37.89
(39.10) (36.34) (39.31) (38.82) (35.96) (39.16)

∆Election 0.30∗∗ 0.18 0.21
(0.15) (0.18) (0.18)

∆(ri − rus) -0.42∗∗∗ -0.42∗∗∗ -0.42∗∗ -0.42∗∗ -0.42∗∗ -0.42∗∗
(0.15) (0.15) (0.16) (0.16) (0.16) (0.15)

∆Exchange rate -6.26∗∗ -2.78 -2.84
(2.49) (5.20) (5.17)

∆Reserves 0.05 -0.25 -0.24
(2.21) (2.58) (2.57)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,246 2,246 2,210 2,246 2,246 2,210 2,246 2,246 2,210
F 4.25 5.93 4.04 1.84 6.05 3.31 1.68 5.81 3.28
Cragg-Donald F 7.72 7.70 6.40 3.89 3.88 3.20
Kleibergen-Paap rk LM 5.18∗∗ 5.09∗∗ 5.07∗∗ 5.65∗ 5.57∗ 5.53∗
Hansen J 1.82 1.09 1.35
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifica-
tions). Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign
currencies, and reserves is the international reserves to GDP ratio for each country. The inverse hyperbolic
sine transformation is applied to all variables, except the election dummy, prior to differencing and esti-
mation. The sample period ranges from 2000M1 to 2007M7. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to
tests for underidentification test, weak identification, and overidentification, respectively. The 10%maximal
IV size critical value ofweak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed
effects are by currency and time, while robust standard errors are clustered at the currency and time level,
with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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4.3.1 Insurance via central bank liquidity swaps

To the extent that there is insurance mechanism specifically catered to ensuring
dollar access, it takes the form of central bank liquidity swaps,54 especially with the
Federal Reserve as the preferred counterparty.55 Liquidity swaps of this nature first
emerged during the global financial crisis (Rose & Spiegel 2012), and were revived
during the COVID-19 pandemic (Aizenman, Ito & Pasricha 2022).

We examine the importance of such swap lines for mitigating political risk on the
CCB by restricting the sample to currencies with standing arrangements for dollar
swaps. As shown in Table 9,56 access to such facilities materially alters the effects of
political risk on the basis. π is uniformly insignificant for the subsample, and when
political risk is interacted with the swap dummy, the coefficient is positive—implying
that the presence of a swap attenuates the effects of political risk—even if the effect is
imprecisely estimated.57 Taken together, the evidence supports the belief that dollar
swaps are an important political risk mitigation tool, for economies that are able to
avail themselves of them.

4.3.2 Currency reserves as self-insurance

Countries that are able to access Fed swap lines are an exclusive club. Failingwhich,
countries—especially emerging markets—may instead choose to self-insure, via cur-
rency reserve holdings (Aizenman & Lee 2007; Choi & Taylor 2022; Jeanne & Ranciere
2011). The impetus for pursuing self-insurance via reserve accumulation began in the
aftermath of the Asian financial crisis of 1997/98,58 and was reinforced by the global
financial crisis, when local dollar financing in many emerging economies dried up, de-
spite their non-involvement in what was essentially a developed markets crisis (Hur &
Kondo 2016; Obstfeld, Shambaugh & Taylor 2010). Global foreign exchange reserves

54The Asian crisis was an early spark for serious consideration of cross-border currency swaps. When
proposals for the establishment of an Asian Monetary Fund did not come to fruition, a number of East
Asian economies instead negotiated theChiangMai InitiativeMultilateralization, a $240 billion currency
swap arrangement that avails hard currency reserves among the 14-economy signatories.

55There are, of course, traditional multilateral liquidity facilities, obtained via international financial
institutions such as the International Monetary Fund (IMF), in the form of short-term credit to meet liq-
uidity shortfalls. But since IMF loans are accessible by virtually all countries—and the political-economic
determinants of IMF lending and conditionality are themselves the subject of an extensive literature (see,
for example, Harrigan, Wang & El-Said 2006; Stone 2004; Sturm, Berger & de Haan 2005, and the refer-
ences therein)—we do not explore this mechanism in detail here.

56These results pertain to the level specification; analogous results for first differences are in the ap-
pendix.

57The coefficient on π remains negative and significant, however, suggesting that political risk is still
generally relevant; however, we caution against the overinterpretation of this uninteracted term, since it
is the total effect (which is also negative) that should most concern us.

58Up till then, large reserve holdings had mainly served the purpose of bolstering the credibility of
fixed exchange rate regimes, and had not been extensively accumulated by economies with floating (or
managed floating) systems.

35



Ta
bl
e
9:

Eff
ec
ts

of
po

lit
ic
al

ris
k
on

th
e
cr
os
s-
cu

rr
en

cy
ba

si
s,
w
he

n
Fe

d
sw

ap
lin

es
ar
e
av

ai
la
bl
e†

C
ur

re
nc

ie
s
w
it
h
sw

ap
lin

es
on

ly
‡

Fu
ll
sa
m
pl
e
w
it
h
sw

ap
du

m
m
y§

IV
2S

LS
IV

2S
LS

(1
)

(2
)

(3
)

(4
)

(5
)

(6
)

(7
)

(8
)

(9
)

(1
0)

(1
1)

(1
2)

π
-5
2.
71

-5
5.
50

-5
2.
05

78
.4
6

59
.0
5

55
.4
8

-5
0.
30

∗
-5
1.
65

∗
-5
3.
30

∗
-4
9.
40

∗
-4
9.
14

∗∗
-6
6.
28

∗∗

(5
0.
89

)
(5
0.
13

)
(4
4.
54

)
(6
9.
43

)
(5
1.
08

)
(7
3.
93

)
(2
6.
59

)
(2
7.
94

)
(2
8.
65

)
(2
8.
26

)
(2
1.
33

)
(2
5.
01

)
Sw

ap
×

π
24

.9
0

24
.9
2

24
.2
7

33
.8
1

39
.2
4

53
.7
5

(5
2.
73

)
(5
6.
07

)
(5
9.
08

)
(5
0.
04

)
(4
9.
31

)
(6
1.
71

)
Sw

ap
98

.0
9

98
.3
6

95
.8
7

13
3.
81

15
5.
76

21
3.
90

(2
10

.4
1)

(2
23

.7
7)

(2
35

.8
0)

(1
99

.8
0)

(1
96

.8
4)

(2
46

.2
1)

ri
−

ru
s

0.
05

0.
07

0.
16

∗
0.
16

0.
20

∗∗
0.
20

∗∗
0.
20

∗∗
∗

0.
23

∗∗

(0
.1
1)

(0
.1
0)

(0
.0
9)

(0
.0
9)

(0
.0
8)

(0
.0
8)

(0
.0
7)

(0
.1
0)

Ex
ch

an
ge

ra
te

-1
.2
2

0.
11

1.
70

1.
81

(4
.4
2)

(5
.1
0)

(2
.2
5)

(2
.5
8)

Re
se
rv
es

-2
.0
4

0.
40

-4
.2
4∗

∗
-4
.4
8∗

∗

(2
.1
7)

(2
.1
3)

(1
.7
6)

(2
.0
4)

(2
10

.4
1)

(2
23

.7
7)

(2
35

.8
0)

(1
99

.8
0)

(1
96

.8
4)

(2
46

.2
1)

O
bs
er
va

tio
ns

1,
74

2
1,
74

2
1,
74

2
1,
74

2
1,
74

2
1,
74

2
4,
33

9
4,
33

9
4,
33

3
4,
33

9
4,
33

9
4,
33

3
F

1.
07

1.
18

0.
71

1.
28

2.
30

1.
33

2.
95

3.
13

2.
48

1.
76

3.
08

2.
06

C
ra
gg

-D
on

al
d
F

3.
13

3.
45

3.
75

2.
96

5.
13

4.
26

10
.3
7

10
.3
0

10
.2
0

8.
05

8.
00

7.
92

K
le
ib
er
ge

n-
Pa

ap
rk

LM
1.
60

1.
72

1.
89

1.
60

1.
73

1.
90

6.
59

∗∗
6.
48

∗∗
6.
40

∗∗
2.
50

2.
51

2.
61

H
an

se
n
J

2.
80

∗
2.
79

∗
1.
58

0.
26

1.
00

0.
31

†
Th

is
ta
bl
e
re
po

rt
s
th
e
re
gr
es
si
on

of
m
on

th
ly

cr
os
s-
cu

rr
en

cy
ba

si
s,
at

a
te
no

ro
f3

m
on

th
s,
on

po
lit
ic
al

ris
k,

w
hi
ch

is
in
st
ru

m
en

te
d
w
ith

th
e
3-
m
on

th
-p
rio

re
le
ct
io
n
du

m
m
y

(I
V
sp

ec
ifi
ca
tio

ns
)
an

d
bo

th
th
e
el
ec
tio

n
du

m
m
y
an

d
de

m
oc
ra
tic

ac
co
un

ta
bi
lit
y
(2
SL

S
sp

ec
ifi
ca
tio

ns
).

Sw
ap

is
an

in
di
ca
to
rt

ha
tt
ak

es
on

un
ity

w
he

n
th
er
e
is
a
U
.S
.d

ol
la
r

liq
ui
di
ty

sw
ap

be
tw

ee
n
th
e
lo
ca
lc

en
tr
al

ba
nk

an
d
th
e
Fe

de
ra
lR

es
er
ve

(a
nd

ze
ro

ot
he

rw
is
e)
,e

xc
ha

ng
e
ra
te

is
th
e
no

m
in
al

eff
ec
tiv

e
ex
ch

an
ge

ra
te

of
th
e
lo
ca
lc

ur
re
nc

y
ag

ai
ns
ta

ba
sk
et

of
tr
ad

e-
w
ei
gh

te
d
fo
re
ig
n
cu

rr
en

ci
es
,a

nd
re
se
rv
es

is
th
e
in
te
rn
at
io
na

lr
es
er
ve

to
G
D
P
ra
tio

fo
r
ea
ch

co
un

tr
y.

Th
e
in
ve

rs
e
hy

pe
rb
ol
ic

si
ne

tr
an

sf
or
m
at
io
n

is
ap

pl
ie
d
to

al
lv

ar
ia
bl
es
,e

xc
ep

tt
he

el
ec
tio

n
du

m
m
y,

pr
io
r
to

es
tim

at
io
n.

Th
e
sa
m
pl
e
pe

rio
d
ra
ng

es
fr
om

20
09

M
7
to

20
20

M
8.

Te
st

st
at
is
tic

s
fo
r
in
st
ru

m
en

tq
ua

lit
y
ar
e

th
e
K
le
ib
er
ge

n-
Pa

ap
rk

L
M

st
at
is
tic

,C
ra
gg

-D
on

al
d
W
al
d
F

st
at
is
tic

,a
nd

H
an

se
n
J
st
at
is
tic

,c
or
re
sp

on
di
ng

to
te
st
s
fo
r
un

de
rid

en
tifi

ca
tio

n
te
st
,w

ea
k
id
en

tifi
ca
tio

n,
an

d
ov

er
id
en

tifi
ca
tio

n,
re
sp

ec
tiv

el
y.

W
hi
le

th
e
10

%
m
ax

im
al

IV
si
ze

cr
iti
ca
lv

al
ue

of
w
ea
k
id
en

tifi
ca
tio

n
is
19

.9
fo
r2

SL
S
sp

ec
ifi
ca
tio

ns
,a

nd
16

.4
fo
rI

V
sp

ec
ifi
ca
tio

ns
in

th
e
le
ft

pa
ne

l,
it
is
16

.9
fo
r2

SL
S
sp

ec
ifi
ca
tio

ns
an

d
7.
0
fo
rI

V
sp

ec
ifi
ca
tio

ns
in

th
e
rig

ht
pa

ne
l.
Fi
xe
d
eff

ec
ts

ar
e
by

cu
rr
en

cy
an

d
tim

e,
w
hi
le

ro
bu

st
st
an

da
rd

er
ro
rs

ar
e
cl
us

te
re
d
at

th
e
cu

rr
en

cy
an

d
tim

e
le
ve

l,
w
ith

st
at
is
tic

al
si
gn

ifi
ca
nc

e
gi
ve

n
by

∗
p
<

0.
1,

∗∗
p
<

0.
0
5,

∗∗
∗
p
<

0.
0
1.

‡
Th

e
sw

ap
lin

e
sa
m
pl
e
co
m
pr
is
es

cu
rr
en

ci
es

fr
om

A
us

tr
al
ia
,C

an
ad

a,
D
en

m
ar
k,

th
e
Eu

ro
A
re
a,

Ja
pa

n,
M
ex
ic
o,

N
ew

Ze
al
an

d,
N
or
w
ay
,S

in
ga

po
re
,S

ou
th

K
or
ea
,S

w
ed

en
,

Sw
itz

er
la
nd

,a
nd

th
e
U
K
.

§
Re

co
rd
so

fU
.S
.d

ol
la
rs

w
ap

fa
ci
lit
ie
sw

er
e
ex
te
nd

ed
an

d
te
rm

in
at
ed

at
di
ffe

re
nt

tim
es
,a
nd

fo
rd

iff
er
en

tc
en

tr
al

ba
nk

si
n
ea
ch

in
st
an

ce
.T

he
du

m
m
y
w
as

co
de

d
as

un
ity

on
ly

w
he

n
th
e
th
e
sw

ap
lin

e
w
as

in
pl
ac
e.

36



have grown rapidly since, and amounted to $12.3 trillion at the end of 2023, for which
the dollar accounts for a share of close to three-fifths.

The use of reserves to offset country risk is (literally) a textbook idea.59 Treatments
of uncovered interest parity that allow for imperfect substitutability between local and
U.S. dollar-denominated bonds posit how the risk premium may be suppressed by
international reserves held by the central bank, since these serve as credible tradable
assets that can offset the risks from domestic bond issuance (Ben-Bassat & Gottlieb
1992). One might therefore expect greater foreign reserve holdings by the monetary
authority to relieve the negative impact of political risks on the deviations from CIP,
since private-sector banks are then be able to retain less dollars on their balance sheets,
even while remaining sound counterparties.

We explore this alternative insurance channel by imposing an interaction of political
risk with reserves in our regressions, with a sample split into non-G10 and G10 cur-
rencies, consistent with the notion that the mechanism is more relevant for emerging
markets. The results are shown in Table 10.60

Strikingly, while we find that the coefficient on the interaction term is positive for
both groups—suggesting that reserves do, indeed,mitigate political risk—it is (marginally)
significant for emerging economies, while remaining insignificant for developed mar-
kets. This aligns with the literature that attributes international reserve accumulation
in EMs to an insurancemotive against sudden stops of financial flows (Aizenman&Lee
2007; Choi & Taylor 2022). Holding greater reserves helps relieve the dollar squeeze,
thereby improving the ability of EM actors to meet contractual obligations associated
with the CCB. The insignificant result for G10 currencies instead captures how these
monetary authorities are either able to sustain continued access to dollar via swap lines
(and hence their reserve stocks do notmatter), or perhaps their own currencies are able
to play the role of safe assets in and of themselves.61

More generally, one could make the case that any action by a government to boost
the attractiveness of its assets should compensate investors for perceived sovereign
default—especially political—risk. The most standard policy tool along these lines is
the interest rate defense, which entails hikes in the domestic sovereign bond rate. To
verify that such policy choices can indeed serve to mitigate political risk on the CCB,
we estimate another specification where we include an interaction between political
risk and the 10-year sovereign-U.S. Treasury rate differential (whichwe had previously
used as an additional control in Section 3.3). The results—available in the appendix—

59See, for instance, Krugman, Obstfeld & Melitz (2022).
60In the interest of space, we only report results for estimations using IV, with political risk instru-

mented by the election dummy alone. The results with 2SLS estimations are reported in the appendix.
61Besides the dollar, the Japanese yen and Swiss franc are often regarded as safe haven currencies, and

assets denominated in these currencies are frequently treated as safe assets. There is some suggestion
in the literature that swap lines and reserves are more likely to be substitutes rather than complements
(Aizenman, Jinjarak & Park 2011).
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Table 10: Effects of political risk on the cross-currency basis, conditional on reserves†

Non-G10 currencies G10 currencies

(1) (2) (3) (4) (5) (6)

π -119.66∗ -123.75∗ -121.30∗ 3.3e+05 -855.00 -766.19
(61.07) (62.02) (61.22) (1.5e+09) (10952.11) (9042.76)

π × Reserves 83.04∗ 87.64∗ 86.02∗ -1.3e+05 310.43 274.13
(46.61) (47.05) (46.88) (6.0e+08) (3950.97) (3208.71)

Reserves 325.47∗ 344.13∗ 338.45∗ -5.2e+05 1265.66 1117.13
(184.75) (186.60) (186.02) (2.5e+09) (16108.65) (13078.67)

ri − rus 0.09 0.03 -1.47 -1.33
(0.13) (0.14) (18.62) (15.30)

Exchange rate -4.51 2.06
(2.72) (73.03)

Currency and Time FE? Y Y Y Y Y Y
Observations 2,993 2,993 2,993 1,340 1,340 1,340
F 1.47 1.39 1.39 0.00 0.00 0.01
Cragg-Donald F 5.30 6.50 7.49 0.00 0.00 0.00
Kleibergen-Paap rk LM 8.10∗∗∗ 5.73∗∗ 5.04∗∗ 0.00 0.01 0.01
† This table reports the regression of monthly cross-currency basis, at a tenor of 3 months, on
political risk, which is instrumented with the 3-month-prior election dummy. Exchange rate
is the nominal effective exchange rate of the local currency against a basket of trade-weighted
foreign currencies, and reserves is the international reserve to GDP ratio for each country. The
inverse hyperbolic sine transformation is applied to all variables, except the election dummy,
prior to estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for
instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic,
andHansen J statistic, corresponding to tests for underidentification test, weak identification,
and overidentification, respectively. The 10% (15%) maximal IV size critical value of weak
identification is 7.0 (4.6). Fixed effects are by currency and time, while robust standard errors
are clustered at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗
p < 0.05, ∗∗∗ p < 0.01.

yield similarly significant and negative coefficients62 on the interaction term, while only
applying to the non-G10 countries; this lends further credence to how self-insurance
mechanisms appear to be most relevant for EMs.

4.4 Channels of transmission for political risk

4.4.1 Are local interest rates affected by political risks?

Our calculations of the cross-currency basis in the baseline rely on Interbank Of-
fered (ibor) interest rates.63. ibor is an unsecured interest rate, typically reported by
a panel of selected banks, at which they are willing to lend to (or borrow from) one

62The coefficient implies that hikes in the long-term interest differentials leads to deterioration in dollar
availability, which may be explained by how increases in the local sovereign rate (relative to the United
States) likely signal, inter alia, greater political risk, which in turn discourages foreign investment inflows
and curtails the domestic supply of dollars.

63Formajor currencies such as the GBP, JPY, andUSD, libor (or libor-equivalent) rates were used. For
other currencies with their own domestic interbank rates—such as the CNY and EUR—we used these
instead (the shibor and euribor, respectively). For simplicity, we refer to all these rates as ibor.
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another.
In practice, ibors are not constructed using actual transactions data, but reported

ones. As a result, they have been criticized as potentially subject to manipulation by
(especially) large panel banks, and particularly since the global financial crisis.64. ibor
may therefore be an inaccurate representation of a truly risk-free rate, as required in
the computation of CIP. Moreover, since ibors do not require posting collateral, it is
likewise not a secured rate, with nonzero default risk.

We therefore consider alternatives to the ibor. Two options for risk-free rates are the
deposit rate at the domestic central bank, and the rates on treasures issued by the local
government. Both are secured, but they potentially embed other risks (which explains
why we did not favor these choices in our baseline). Central bank rates may embed
inflation risk, especially for less-credible monetary authorities. Non-U.S. government
bond rates—and increasingly even that of the U.S.—are famously subject to sovereign
default risks, especially for emerging economies. Still, accommodating these alterna-
tives allows us to peer intowhether political risk operates on the unsecured rate used to
calculate the synthetic dollar in equation (2), or if a secured one will still be associated
with political risk.

Finally, it is also worth considering if the (unsecured) synthetic interest rate alone
is sufficient to alter the political risk calculus. We check this by estimating the effect of
political risk after isolating the synthetic rate from the CCB.

We investigate all these possibilities by regressing the respective interest rates di-
rectly on the political risk measure, instrumenting the latter with the election dummy
and democratic accountability, in line with the baseline. These results are reported in
Table 11.

Strikingly, we do not find significant results for deposit rates, treasury rates, or ibor
rates, as shown in Table 11.65 For the first two categories, the insignificant results sug-
gest that secured rates are not sensitive to political risk; equivalently, collateralized debt
may offer insulation from political risk. Similarly, the absence of statistical significance
for ibor rates imply that (risk-free) interest rates are, likewise, unaffected by political
risk.

In contrast, estimates using synthetic dollar rates do produce positive and signifi-
cant coefficients on π and∆π, highlighting how the effects of political risk operate along
the margin of local access to dollars. Put another way, it is not so much the unsecured
local interest rate, per se, that is driving CIP deviations, as much as the combination of

64The manipulation of libor did not result from the crisis, but the event did bring the public’s (and
regulators’) attention to the issue. Themost infamous scandals involving themanipulation of libor rates
concern Barclays andUBS,with the goal ofmaintaining creditworthiness or benefiting trading positions.
See McConnell (2013) for details.

65The column with ibor rates simply replaces the entire CCB with the ibor rate (sans the synthetic
dollar rate), and is hence distinct from the baseline in Tables 1 and 2, where ibors are used to compute
the CCB.
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the local rate with the forward differential (as expressed in the synthetic rate).

4.4.2 What sorts of political risks matter for CIP deviations?

Our baseline indicator for political risk was constructed from a subset of risk mea-
sures that we regard as most pertinent for deviations in covered interest parity. More
precisely, political turnover and conflict are the sorts of unanticipated shocks that may
potentially violate the typical reliability of the CIP relationship. To ascertain whether
variations in other dimensions of political risk may still affect our results, we perturb
our baseline metric with several distinctive risk metrics.66

A natural question to pose is whether it is truly political risk that we are measuring,
or if the inherent risk is related more to policy variability. To evaluate this possibility,
substitute our measure of π and ∆π with an index of policy uncertainty, constructed
from the frequency of coverage by newspapers about uncertainties in economic pol-
icy (Baker, Bloom & Davis 2016). Next, rather than focusing on unanticipated risk,
we consider political risks of a more systematic nature. The most obvious candidate
for this weakness is in the rule of law.67 When law and order is poor, contractual
arrangements—including forward contracts—become less credible, which could then
induce CIP deviations. However, this form of risk is usually chronic and persistent,
and as such, would typically be priced into the forward basis.

The remaining columnsdecompose themainmeasure into subcomponents, to gauge
whether a specific type of unanticipated risk is driving the results. We first limit polit-
ical risk to only external conflict. If such extraneous volatility does not spill over into
domestic economic and financial activity, then such conflict may not influence CIP de-
viations, when taken on its own. Alternatively, we could limit political risk to only
government stability, under the premise that such shocks exert the most direct impact
on financialmarket contracts (whereas the disruptions that arise from conflict aremore
indirect).

The results in Table 12 provide three additional insights. First, it is clear that policy
uncertainty alone is insufficient to trigger CIP deviations. Hence, while political tran-
sitions may well result in unexpected shifts in policy, the CCB is ultimately influenced
more by the unpredictability of the underlying political process. Second, given howour
results appear to be driven by EMs (Section 4.2), one may be tempted to attribute this
risk to the usual suspects for governance failures in developing countries, such as poor
control of corruption or weaknesses in the rule of law. However, the insignificance of

66Admittedly, the instruments we deploy were chosen to satisfy the relevance condition and exclusion
restriction for the specific sort of unexpected political risk we have in mind, which may no longer be
the case here. Still, we believe this exercise is useful, since the effect of political risk is ultimately a
combination of both instrumental and instrumented variables (since θ̂p = (Z⊺π)

−1
(Z⊺ccb)).

67In the appendix, we report the analogous results for columns (5)–(8)when corruption, bureaucratic
effectiveness, and military in politics are used instead, with no qualitative difference in the outcome.
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the coefficients on these measures make it clear that it is unanticipated shocks that give
rise to the CCB, rather than forms of political risk that may be more readily priced into
spreads. Third, the highly significant coefficient on government stability (and insignif-
icant one on external shocks) underscores how political risk remains solidly grounded
in domestic factors.68

5 Conclusion

One key vulnerability in the international financial system—uncovered during the
outbreak of the global financial crisis—has been the critical importance of dollar liq-
uidity for countries around the world, and its relative scarcity has given rise to the
breakdown of covered interest parity ever since. While the literature has focused on a
host of explanations, this paper demonstrates that an underexplored factor—political
risk—took off in the post-crisis period, and has contributed to the continued deviations
from CIP.

This result is robust to a host of additional controls, alternative construction of key
variables, variations in sample coverage, and checks on the identification strategy. Cru-
cially, political risk stands independent of the financial factors that have been the preoc-
cupation of the extant literature, and its presencemay also help explain several stylized
facts in post-crisis international finance, including the divergence in CIP deviations be-
tween AEs and EMs, the rise of self-insurance via reserve accumulation in the latter
group, and the imperviousness of the dollar squeeze to changes in local interest rates
alone.

Future research can look to unpack the specific forms of political risk—whether
these derivemore from, for example, distortions arising from special interest politics, or
the intensity of political competition between parties—and how these may contribute
separately to deviations in CIP. Similarly, it would be interesting to examine how po-
litical risk intersects with explanations premised on more traditional financial factors,
especially those associated with sovereign risk and transactions costs.

Policy implications. Our results speak to the importance of policy tools, currently in
place, that are meant to mitigate the effects of dollar shortages. Most evidently, this
would take the form of dollar swap lines, although the Federal Reserve may be re-
luctant to extend such facilities to countries that it feels are less creditworthy (or less
politically aligned), thereby introducing a chicken-and-egg problem of providing sup-
port only for economies that would already be in more secure financial positions to
begin with. Alternatively, self-insurance mechanisms appear to have some limited ef-

68We also perform estimations with internal conflict risk. There, we find negative and significant
coefficients for political risk in first differences, but insignificant results in levels.
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ficacy, especially for EMs, but perhaps the most pertinent form of policy action would
be to improve the domestic political and institutional environment, so that risks of this
nature do not inadvertently spill over into economic relationships.
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Aldasoro, Iñaki, Egemen Eren &Wenqian Huang (2021). “Dollar Funding of Non-U.S. Banks Through COVID-19”. BIS Quarterly
Review 26(1) (March): 31–40

Alesina, Alberto F. (1987). “Macroeconomic Policy in a Two-Party System as a Repeated Game”. Quarterly Journal of Economics
102(3) (August): 651–678

Alesina, Alberto F., William R. Easterly, Arnaud Devleeschauwer, Sergio A. Kurlat & Romain T. Wacziarg (2003). “Fractionaliza-
tion”. Journal of Economic Growth 8(2) (June): 155–194

Alfaro, Laura, Gonzalo Asis, Anusha Chari &Ugo Panizza (2019). “Corporate Debt, Firm Size and Financial Fragility in Emerging
Markets”. Journal of International Economics 118(1) (May): 1–19

Alfaro, Laura, Sebnem Kalemli-Ozcan & Vadym Volosovych (2007). “Capital Flows in a Globalized World: The Role of Policies
and Institutions”. In Capital Controls and Capital Flows in EmergingEconomies: Policies, Practices and Consequences, pp. 19–68.
Chicago, IL: University of Chicago Press

Aliber, Robert Z. (1973). “The Interest Rate Parity Theorem: A Reinterpretation”. Journal of Political Economy 81(6) (November–
December): 1451–1459

Aliber, Robert Z. (1975). “Exchange Risk, Political Risk, and Investor Demand for External Currency Deposits”. Journal of Money,
Credit and Banking 7(2) (May): 161–179

Amador, Manuel, Javier Bianchi, Luigi Bocola & Fabrizio Perri (2020). “Exchange Rate Policies at the Zero Lower Bound”. Review
of Economic Studies 87(4) (July): 1605–1645

Avdjiev, Stefan, Wenxin Du, Catherine Koch &Hyun Song Shin (2019). “The Dollar, Bank Leverage, and Deviations fromCovered
Interest Parity”. American Economic Review: Insights 1(2) (September): 193–208

Baba, Naohiko & Frank Packer (2009). “Interpreting Deviations fromCovered Interest Parity During the Financial Market Turmoil
of 2007–08”. Journal of Banking and Finance 33(11) (November): 1953–1962

Bachman, Daniel (1992). “The Effect of Political Risk on the Forward Exchange Bias: The Case of Elections”. Journal of International
Money and Finance 11(2) (April): 208–219

Bailey, Warren B. & Y. Peter Chung (1995). “Exchange Rate Fluctuations, Political Risk, and Stock Returns: Some Evidence from
an Emerging Market”. Journal of Financial and Quantitative Analysis 30(4) (December): 541–561

44



Baker, Scott R., Nicholas Bloom& Steven J. Davis (2016). “Measuring Economic Policy Uncertainty”. Quarterly Journal of Economics
131(4) (November): 1593–1636

Beck, Thorsten, George R.G. Clarke, Alberto Groff, Philip E. Keefer & Patrick Walsh (2001). “New Tools in Comparative Political
Economy: The Database of Political Institutions”. World Bank Economic Review 15(1) (January): 165–176

Bekaert, Geert, Campbell R.Harvey, Christian T. Lundblad&Stephan Siegel (2014). “Political Risk Spreads”. Journal of International
Business Studies 45(4) (May): 471–493

Bekaert, Geert, Campbell R. Harvey, Christian T. Lundblad & Stephan Siegel (2016). “Political Risk and International Valuation”.
Journal of Corporate Finance 37(1) (February): 1–23

Bellemare, Marc F. & Casey J. Wichman (2020). “Elasticities and the Inverse Hyperbolic Sine Transformation”. Oxford Bulletin of
Economics and Statistics 82(1) (February): 50–61

Ben-Bassat, Avraham & Daniel Gottlieb (1992). “Optimal International Reserves and Sovereign Risk”. Journal of International
Economics 33(3-4) (November): 345–362

Bernanke, Ben S., Carol C. Bertaut, Laurie Demarco & Steven B Kamin (2011). “International Capital Flows and the Return to Safe
Assets in the United States, 2003–2007”. International Finance Discussion Paper 1014, Washington, DC: Federal Reserve Board

Bernhard, William T. &David A. Leblang (2002). “Democratic Processes, Political Risk, and Foreign ExchangeMarkets”. American
Journal of Political Science 46(2) (April): 316–333

Bonomo, Marco Antonio & Maria Cristina Terra (2005). “Elections and Exchange Rate Policy Cycles”. Economics & Politics 17(2)
(July): 151–176

Borio, Claudio E.V., Mobeen Iqbal, Robert N. McCauley, Patrick McGuire & Vladyslav Sushko (2018). “The Failure of Covered
Interest Parity: FX Hedging Demand and Costly Balance Sheets”. BIS Working Paper 590, Basel: Bank of International Settle-
ments

Borio, Claudio E.V., Robert NMcCauley, PatrickMcGuire & Vladyslav Sushko (2016). “Covered Interest Parity Lost: Understand-
ing the Cross-Currency Basis”. BIS Quarterly Review 21(3) (September): 45–64

Bruno, Valentina &Hyun Song Shin (2015). “Capital Flows and the Risk-Taking Channel of Monetary Policy”. Journal of Monetary
Economics 71(1) (April): 119–132

Busse, Matthias & Carsten Hefeker (2007). “Political Risk, Institutions and Foreign Direct Investment”. European Journal of Political
Economy 23(2) (June): 397–415

Calonico, Sebastian, Matias D. Cattaneo & Rocio Titiunik (2014). “Robust Nonparametric Confidence Intervals for Regression-
Discontinuity Designs”. Econometrica 82(6) (November): 2295–2326

Cao, Chunfang, Xiaoyang Li & Guilin Liu (2023). “Does Geopolitical Risk Matter for Corporate Investment Decisions? Evidence
from Cross-Border Acquisitions”. Economics & Politics 35(3) (November): 665–695

Cenedese, Gino, Pasquale Della Corte & TianyuWang (2021). “CurrencyMispricing andDealer Balance Sheets”. Journal of Finance
76(6) (December): 2763–2803

Cerutti, Eugenio M., Maurice Obstfeld & Haonan Zhou (2021). “Covered Interest Parity Deviations: Macrofinancial Determi-
nants”. Journal of International Economics 130 (May): 103447

Cetorelli, Nicola & Linda S Goldberg (2012). “Liquidity Management of U.S. Global Banks: Internal Capital Markets in the Great
Recession”. Journal of International Economics 88(2) (November): 299–311

Chen, Jiafeng & Jonathan Roth (2024). “Logs with Zeros? Some Problems and Solutions”. Quarterly Journal of Economics 139(2)
(May): 891–936

Cheung, Yin-Wong, Menzie D. Chinn & Antonio I. Garcia Pascual (2005). “Empirical Exchange Rate Models of the Nineties: Are
Any Fit to Survive?” Journal of International Money and Finance 24(7) (November): 1150–1175

Choi, Woo Jin & Alan M. Taylor (2022). “Precaution versus Mercantilism: Reserve Accumulation, Capital Controls, and the Real
Exchange Rate”. Journal of International Economics 139(1) (November): 103649

45



Clinton, Kevin (1988). “Transactions Costs and Covered Interest Arbitrage: Theory and Evidence”. Journal of Political Economy
96(2) (April): 358–370

Cohn, Jonathan B., Zack Liu & Malcolm I. Wardlaw (2022). “Count (and Count-Like) Data in Finance”. Journal of Financial
Economics 146(2) (November): 529–551

Cosset, Jean-Claude & Bruno Doutriaux de la Rianderie (1985). “Political Risk and Foreign Exchange Rates: An Efficient-Markets
Approach”. Journal of International Business Studies 16(3) (Autumn): 21–55

Cuadra, Gabriel & Horacio Sapriza (2008). “Sovereign Default, Interest Rates and Political Uncertainty in Emerging Markets”.
Journal of International Economics 76(1) (September): 78–88

de la Cuesta, Brandon & Kosuke Imai (2016). “Misunderstandings About the Regression Discontinuity Design in the Study of
Close Elections”. Annual Review of Political Science 19(1) (May): 375–396

Diamond, Larry Jay (2015). “Facing Up to the Democratic Recession”. Journal of Democracy 26(1) (January): 141–155

Dittmar, Robert F. & Kathy Yuan (2008). “Do Sovereign Bonds Benefit Corporate Bonds in EmergingMarkets?” Review of Financial
Studies 21(5) (September): 1983–2014

Dooley, Michael P. & Peter M. Garber (2005). “Is It 1958 or 1968? Three Notes on the Longevity of the Revived Bretton Woods
System”. Brookings Papers on Economic Activity 36(1) (Spring): 147–210

Dooley, Michael P. & Peter Isard (1980). “Capital Controls, Political Risk, and Deviations from Interest-Rate Parity”. Journal of
Political Economy 88(2) (April): 370–384
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A.1 Data Appendix
A.1.1 Construction of variables

Cross-currency basis. Our cross-currency basis data in the baseline are calculated ac-
cording to equation (2), using relevant Interbank Offered Rate (IBOR), spot and for-
ward exchange rates at daily frequency from Bloomberg, before the monthly averages
were computed for the baseline. For simplicity, we report the corresponding tickers for
each currency in Table A.2. Similarly, the 1-month and 1-year cross-currency bases are
computed using tickers at different tenors from the same source.

Political risk. We obtain political risk data from the International Country Risk Guide
(ICRG), which provides ratings for various dimensions of risk, on the basis of political
information collected within each country. As discussed in Section 2.5, our political
risk indicator comprises government stability, internal conflict, and external conflict
with equal weights. This is then inverted, to generate a readily-comprehensible inter-
pretation (where higher values reflect greater risk).

Election. We extract election data from the Election Guide of International Foundation for
Electoral Systems (IFES). The source provides summary information on national elec-
tions, such as the date of the election, government structure, electoral system, voter
turnout, percentage of the vote, and so on. The baseline election indicator is coded
such that 1 is assigned for the period three months prior to the presidential and/or
parliamentary election month, and 0 otherwise. In the robustness section, we consider
variations to the construction of the election indicator, such as allowing for a differ-
ent duration, excluding legislative or competitive elections, and so on; these are coded
using the information from the same source.

Democratic accountability. Democratic accountability measures how responsive a
government is to its people. The more responsive it is, the less likely the system will
fail to reflect the policy preferences of the electorate. These data are likewise collected
from the ICRG, and inverted to obtain a readily-comprehensible interpretation, where
higher values indicate a greater risk of democratic failure.

Interest differential. As shown in equation 5, we define and calculate interest differen-
tials as the gap between the local and U.S. 3-month IBOR interest rate, using Bloomberg
as the source.

Exchange rate. We collect the (broad) nominal effective exchange rate of the local cur-
rency vis-à-vis a basket of trade-weighted foreign currencies (for up to 64 economies),
as compiled by the Bank for International Settlements (BIS).

Reserves. Reserves are expressed as a ratio to each country’s GDP. Monthly interna-
tional reserves data are drawn from Refinitiv Eikon, while the GDP data at obtained at
the quarterly frequency,1 and obtained from Bureau Van Dijk’s Economist Intelligence
Unit Country Data (EIU CD).

1In the absence of monthly records of GDP for almost every economy, the quarterly data are repeated
for all corresponding months within each quarter.
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Forward spread. The forward spread is calculated as the difference between the bid
and ask price for the 3-month forward exchange rate for each currency. These rates are
obtained Bloomberg, with the monthly series averaged from data at the daily frequency.

Termpremium. The termpremium is defined and computed as the difference between
the 10-year local sovereign and 2-year U.S. Treasury term spread, with data collected
from Bloomberg for each currency.

Long-term treasury spread. The long-term treasury spread is the difference in the 10-
year local sovereign yield relative to the 10-year U.S. Treasury. The relevant data for
each currency are extracted from Bloomberg.

Currency volatility. We collect the implied volatility on 3-month at-the-money cur-
rency options for each currency from Bloomberg.

Ethnic fractionalization. The ethnic fractionalization index captures the probability
that two randomly drawn individuals are not from the same ethnic group, and relies
on Dražanová (2020).2

Swap dummy/size. We collect U.S. dollar liquidity swap size data between a local
central bank and the Fed from the Federal Reserve Bank of New York, and code the swap
dummy as unity any month where the central bank borrows U.S. dollars from the Fed
via the swap line.

Different types of interest rates The deposit rate is the 3-month interest rate from the
central bank, while the treasury rate is the 3-month sovereign bond rate.3 The synthetic
rate is calculated with the IBOR interest rate, and relevant exchange rates according to
the equation (A.1):

ri,syntht,t+n = rit,t+n −
1

n
(ft,t+n − st) , (A.1)

where ri,syntht,t+n represents the synthetic dollar rate for currency i at a tenor of n4, ft,t+n and
st are the corresponding log-equivalent exchange rates. As discussed, this measures
the cost of U.S. dollars to foreign firms, as obtained from the swap market. In virtually
all cases, the raw data for different interest rates are derived from Bloomberg.

Vote margin. The vote margin—the running variable in our RD estimation—refers to
the margin victory for the strongest non-incumbent party (or the strongest opposing
party in most cases), and is defined as the vote share of the strongest non-incumbent
party minus the vote share of the incumbent party.5 Intuitively, a positive margin indi-

2In this data set, there is only yearly record of ethnic fractionalization between 1945 to 2013, while
our sample ranges from July 2009 to August 2020. Therefore, interpolation methods are used to predict
the data after 2013, under the assumption that the value for each month does not change within a year
(that is, we assign the same value for all months within a single year).

3For certain countries with no records of the sovereign bond rate, the zero-coupon bond rate at the
same tenor is used instead. These apply to Chile, Indonesia, Israel, India, and the Philippines.

4In our case, the tenor is 3-month.
5In most cases, the incumbent party gets the second largest vote share when there is a turnover of

government. However, there are still a few cases in which the incumbent party loses without being the
second-highest vote share receiver. In those instances, we instead calculate the vote margin as the vote
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cates that there has been a turnover in the government after the election. However, in
somepolities (such asAustralia), government is formed as a coalition of several aligned
parties after the election, meaning that the incumbent party may stay in power in the
form of coalition with a lower vote share than the strongest opposing party,6 or vice
versa. To resolve this issue, we invert the values of vote margin in such elections, to stay
consistent with the definition that the margin with a positive (negative) value implies
a turnover of government (the succession of the incumbent party in the government).

We record all variables, along with brief definitions and sources, in Table A.1.

share of the winning party minus that of the party with second-highest vote share, which might also be
regarded as close elections, albeit between two non-incumbent parties.

6This would suggest a circumstance where a positive vote margin occurs without a change of the
government in power, contradicting our RD identification, where any observation with a positive vote
margin should be to the right of the cutoff.
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Table A.2: Tickers for 3-month IBOR cross-currency basis computation†

Currency Forward‡ Spot IBOR Day Count Convention

AUD AUD3M ccy AUDUSD ccy BBSW3M 365/ACT
CAD CAD3M ccy USDCAD ccy CDOR03M 365/ACT
CHF CHF3M ccy USDCHF ccy SF0003M 360/ACT
DKK DKK3M ccy USDDKK ccy CIBO03M 360/ACT
EUR EUR3M ccy EURUSD ccy EUR003M 360/ACT
GBP GBP3M ccy GBPUSD ccy BP0003M 365/ACT
JPY JPY3M ccy USDJPY ccy JY0003M 360/ACT
NOK NOK3M ccy USDNOK ccy NIBOR3M 360/ACT
NZD NZD3M ccy NZDUSD ccy NDBB3M 365/ACT
SEK SEK3M ccy USDSEK ccy STIB3M 360/ACT
BGN BGN3M ccy USDBGN ccy SOBR3M & BIR§ 360/ACT
CLP CHN3M ccy USDCLP ccy PCRR90D Index 360/ACT
CNY CNN+3M ccy USDCNY ccy SHIBO3M 360/ACT
COP CLN+3M ccy USDCOP ccy COOVIBR3 Index 360/ACT
CZK CZK3M ccy USDCZK ccy PRIB03M Index 360/ACT
HKD HKD3M ccy USDHKD ccy HIHD03M Index 365/ACT
HUF HUF3M ccy USDHUF ccy BUBOR03M 360/ACT
IDR IHN+3M ccy USDIDR ccy JIIN3M 360/ACT
ILS ILS3M ccy USDILS ccy TELBOR03M 365/ACT
INR IRN+3M ccy INR ccy IN003M 360/ACT
KRW KWN+3M ccy USDKRW ccy KRBO3M 365/ACT
MXN MXN3M ccy USDMXN ccy MXIB91DT Index 360/ACT
MYR MRN+3M ccy USDMYR ccy KLIB3M 365/ACT
PHP PPN+3M ccy USDPHP ccy PREF3MO Index 360/ACT
PLN PLN3M ccy USDPLN ccy WIBO3M 360/ACT
RON RON3M ccy USDRON ccy BUBR03M 360/ACT
RUB RUB3M ccy USDRUB ccy MMIBR3M 365/ACT
SAR SAR+3M ccy USDSAR ccy SAIB3M Index 360/ACT
SGD SGD3M ccy USDSGD ccy SIBF3M Index 365/ACT
THB THB3M ccy USDTHB ccy THFX3M Index 365/ACT
TRY TRY3M ccy USDTRY ccy TRLIB3M Index 360/ACT
TWD NTN+3M ccy USDTWD ccy TAIBOR3M 365/ACT
ZAR ZAR3M ccy USDZAR ccy JIBA3M 365/ACT
† Corresponding variables are all drawn from Bloomberg.
‡ Forward points are used to calculate the forward exchange rate for the majority of cur-
rencies (ccy) when computing the CCBs. For currencies that Bloomberg does not report
forward points on, we refer to their outright forward rates instead.

§ The Bulgarian National Bank ceased reporting the SOBR3M index in July 2018, and re-
placed it with a benchmark interest rate (BIR), at the same tenor, thereafter.
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A.1.2 Description of data

Summary statistics for the main variables of interest are reported in Table A.3, with
the original series in the upper panel, and the inverse hyperbolic sine-transformed se-
ries in the bottom panel. We also report our currency sample—classified by G10 and
non-G10 currencies—in Table A.4.

Table A.3: Summary statistics for main variables of interest †

N Mean Std. Dev. Min Max

Original series
CCB 4,333 -40.05 129.71 -928.79 1778.00
π 4,333 -26.39 2.47 -32 -19
ri − rus 4,333 188.05 317.87 -352.18 2596.00
Exchange rate 4,333 96.65 14.68 23.93 132.72
Reserves 4,333 1.20 1.23 0.02 7.09

Transformed series
CCB 4,333 -2.50 3.77 -7.53 8.18
π 4,333 -3.96 0.0947 -4.16 -3.64
ri − rus 4,333 2.76 4.91 -6.56 8.55
Exchange rate 4,333 5.25 0.18 3.87 5.58
Reserves 4,333 0.85 0.61 0.02 2.66
† Balanced sample statistics are reported; actual statistics may vary
depending on the availability of data for a particular specification.

Table A.4: Currencies in the sample, by category

G10 currencies
AUD CAD CHF DKK EUR§

GBP JPY NOK NZD SEK
Non-G10 currencies

BGN CLP CNY COP CZK
HKD HUF IDR ILS INR
KRW MXN MYR PHP PLN
RON RUB SAR SGD THB
TRY TWD ZAR
§ For the euro, we include elections
from the five largest economies
in the Euro Area in constructing
the duration-to-election indicator
in our baseline.
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A.2 Preliminary Tests
A.2.1 OLS and potential endogeneity

Simple OLS. As discussed in Section 2.3, endogeneity issues may arise due to either
reverse causality or omitted variables, giving rise to biased estimates when applying
simple OLS. It is nevertheless valuable to have a benchmark, as a gauge of the potential
andmagnitude of any such bias. These OLS regressions, of the cross-currency basis on
political risk, and report the corresponding results in Table A.5.

Endogeneity test. If we suspect that the results in Table A.5 are biased due to potential
endogeneity, it is worthwhile performing an endogeneity test for all the specifications.
We report the corresponding test statistics and associated p values at the bottom of
Table A.5. We choose the GMM distance test for endogeneity, for which the null hy-
pothesis is that the specified endogenous regressors may be treated as exogenous. All
the tests are performed with the IV specifications where political risk is instrumented
with the duration-to-election dummy only.7 Evidently, the extremely small p values in-
dicate the rejection of the null, and hence the likely existence of an endogeneity issue.

Table A.5: Simple OLS regression of political risk on the cross-currency basis†

Estimation in levels Estimation in first differences
(1) (2) (3) (4) (5) (6)

π / ∆π 4.26 3.59 2.92 1.31 1.14 0.76
(2.99) (2.94) (2.69) (2.23) (2.13) (2.12)

ri − rus / ∆(ri − rus) 0.08 0.08 -0.23∗∗ -0.23∗∗
(0.06) (0.06) (0.10) (0.10)

Exchange rate / ∆Exchange rate 1.14 -5.75
(1.44) (3.79)

Reserves / ∆Reserves -2.74∗∗∗ -3.99∗∗
(0.84) (1.67)

Currency and Time FE? Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,337 4,337 4,330
F 2.03 1.68 3.42 0.34 2.53 3.28

Enogeneity statistic 7.25 6.94 6.86 7.01 6.82 7.09
p value 0.0071 0.0084 0.0088 0.0081 0.0090 0.0078
† This table reports the regression of the monthly (changes in) cross-currency basis, at the
tenor of 3months, on (changes in) political risk. The sample starts from2009m7 to 2020m8.
For endogeneity check, we report the GMM distance test statistic of endogeneity under
the null hypothesis that the specified endogenous regressors can be treated as exogenous,
and the corresponding p values in the last two rows. Standard errors are clustered at the
currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗

p < 0.01.

7The same tests for 2SLS specifications find similar outcomes, and these results are available upon
request.

57



A.2.2 Stationarity and cointegration of the time series

Unit root tests. We check for the stationarity of the panel with various panel unit root
tests. These are reported in Table A.6, for the original series in levels (top panel) and
first differences (bottom panel), with demeaning the series applied or not. We are able
to reject the null (of a unit root) for our two main variables of interest—the CCB and
political risk—in either levels of first differences. This is not the case for the interest
differential, however, for half the tests. Even so, in first differences, all three baseline
variables satisfy stationarity.

We also consider a series of univariate unit root tests, by currency. Results for these
are given in Table A.7 (for the CCB), Table A.8 (for political risk), and Table A.9 (for the
interest differential). The totality of the univariate tests point to a similar conclusion
as those for the panel: that the CCB and political risk do not generally raise concerns
about stationarity, but the same cannot be said for the interest rate differential. On
balance, the totality of the results suggest that stationarity is not an issue for our two
main variables of interest—political risk and CCB—both in levels and first differences,
whereas we should be a little more cautious about the interest differential.

Cointegration tests. We follow standard practice in the literature and perform panel
cointegration tests for the series in levels. We apply these for two speciications: the
parsimonious version (where only the cross-currency basis and political risk are in-
cluded), with either the constant term only, or one with the constant term and a trend
(top panel), and the comprehensive version (which adds on interest differentials, the
exchange rate, and reserves), with the same two variants (bottom panel). Results are
reported in TableA.10. We are able to reject the null—of the existence of cointegration—
for the majority of tests, with the exception of the Westerlund α test for the parsimo-
nious specifications. Accordingly, we are inclined to believe that cointegration is not
be a major concern for our data.
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Table A.6: Panel unit root tests for main variables of interest†

with demean without demean
CCB Polrisk ri − rus CCB Polrisk ri − rus

Im-Pesaran-Shin -19.23∗∗∗ -4.56∗∗∗ 1.92 -20.31∗∗∗ -3.32∗∗∗ -0.95
Fisher ADF -23.53∗∗∗ -14.49∗∗∗ -9.19∗∗∗ -24.69∗∗∗ -14.60∗∗∗ -9.31∗∗∗

Fisher PPerron -23.92∗∗∗ -7.49∗∗∗ -0.21 -26.01∗∗∗ -7.55∗∗∗ 0.45
Pesaran CADF -16.26∗∗∗ -3.38∗∗∗ -3.73∗∗∗ -17.36∗∗∗ -5.37∗∗∗ -4.31∗∗∗

∆CCB ∆Polrisk ∆(ri − rus) ∆CCB ∆Polrisk ∆(ri − rus)

Im-Pesaran-Shin -54.79∗∗∗ -61.48∗∗∗ -53.43∗∗∗ -52.69∗∗∗ -61.39∗∗∗ -40.91∗∗∗

Fisher ADF -46.46∗∗∗ -42.06∗∗∗ -39.88∗∗∗ -46.56∗∗∗ -42.57∗∗∗ -38.48∗∗∗

Fisher PPerron -46.61∗∗∗ -46.52∗∗∗ -45.59∗∗∗ -46.64∗∗∗ -46.63∗∗∗ -42.51∗∗∗

Pesaran CADF -28.06∗∗∗ -28.05∗∗∗ -26.06∗∗∗ -27.76∗∗∗ -27.77∗∗∗ -26.22∗∗∗

† The null hypothesis is nonstationarity or the existence of a unit root. Lags for the tests are chosen by the
Akaike criterion. The Im-Pesaran-Shin test reports theWt−bar statistic, the Fisher ADF test and Fisher PPer-
ron test report the inverse normal Z, and the Pesaran CADF reports theZt−bar statistic. ∗, ∗∗ and ∗∗∗ indicates
significance at the 10 percent, 5 percent, and 1 percent level, respectively.
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Table A.7: Unit root tests for the cross-currency basis

CCB
AUD BGN CAD CHF CLP CNY COP CZK DKK EUR GBP

DF-GLS -3.129∗∗ -3.979∗∗∗ -3.988∗∗∗ -4.021∗∗∗ -1.917 -3.498∗∗∗ -2.670 -2.158 -4.861∗∗∗ -3.424∗∗ -2.146
ADF -3.303∗∗∗ -3.492∗∗∗ -2.752∗∗∗ -3.337∗∗∗ -3.635∗∗∗ -3.712∗∗∗ -2.834∗∗∗ -2.125∗∗ -2.394∗∗∗ -2.277∗∗ -2.082∗∗
Pperron -6.737∗∗∗ -7.416∗∗∗ -3.623** -7.233∗∗∗ -4.980∗∗∗ -4.050∗∗∗ -4.769∗∗∗ -3.340∗ -10.047∗∗∗ -6.689∗∗∗ -4.415∗∗∗

HKD HUF IDR ILS INR JPY KRW MXN MYR NOK NZD
DF-GLS -4.126∗∗∗ -4.991∗∗∗ -3.352∗∗ -3.644∗∗∗ -3.101∗∗ -3.313∗∗ -2.822∗ -1.391 -7.672∗∗∗ -2.469 -3.336∗∗
ADF -4.035∗∗∗ -2.263∗∗ -2.958∗∗∗ -3.316∗∗∗ -2.518∗∗∗ -3.099∗∗∗ -3.482∗∗∗ -3.314∗∗∗ -4.557∗∗∗ -2.017∗∗ -4.073∗∗∗
Pperron -6.524∗∗∗ -9.509∗∗∗ -6.451∗∗∗ -4.386∗∗∗ -5.720∗∗∗ -8.428∗∗∗ -9.410∗∗∗ -5.684∗∗∗ -8.119∗∗∗ -7.366∗∗∗ -6.059∗∗∗

PHP PLN RON RUB SAR SEK SGD THB TRY TWD ZAR
DF-GLS -2.000 -3.503∗∗ -2.091 -3.106∗∗ -4.394∗∗∗ -3.352∗∗ -2.216 -3.664∗∗∗ -2.692 -4.788∗∗∗ -3.829∗∗∗
ADF -1.963∗∗ -2.317∗∗ -2.312∗∗ -3.187∗∗∗ -3.617∗∗∗ -3.415∗∗∗ -2.286∗∗ -2.516∗∗∗ -0.657 -4.105∗∗∗ -2.878∗∗∗
Pperron -8.485∗∗∗ -7.332∗∗∗ -4.871∗∗∗ -4.549∗∗∗ -4.479∗∗∗ -8.439∗∗∗ -3.056 -4.677∗∗∗ -3.989∗∗∗ -6.193∗∗∗ -5.158∗∗∗

The null hypothesis is nonstationarity or the existence of a unit root. Lags for the tests are chosen by several information criteria. The DF-GLS test
reports the DF-GLS tau statistic, the Fisher ADF test and Phillips-Perron test report the Zt statistic. ∗, ∗∗ and ∗∗∗ indicates significance at 10 percent, 5
percent, and 1 percent level, respectively.
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Table A.8: Unit root tests for political risk

Political risk (π)
AUD BGN CAD CHF CLP CNY COP CZK DKK EUR GBP

DF-GLS -1.777 -2.231 -3.033∗∗ -1.061 -1.760 -0.656 -1.324 -4.168∗∗∗ -0.916 -1.000 -1.582
ADF -3.217∗∗∗ -2.303∗∗ -1.913∗∗ -1.463∗ -2.518∗∗∗ -2.250∗∗ -1.908∗∗ -3.656∗∗∗ -0.271 -3.956∗∗∗ -3.255∗∗∗
Pperron -3.112 -3.023 -3.405∗ -1.251 -2.559 -0.573 -1.357 -4.614∗∗∗ -0.613 -2.393 -2.964

HKD HUF IDR ILS INR JPY KRW MXN MYR NOK NZD
DF-GLS -2.025 -2.280 -1.739 -1.805 -1.907 -3.225∗∗∗ -2.878∗ -2.381 -2.407 -2.673 -1.556
ADF -1.667** -3.803∗∗∗ -2.515∗∗∗ -2.441∗∗∗ -2.914∗∗∗ -2.720∗∗∗ -2.468∗∗∗ -2.218∗∗ -2.405∗∗∗ -2.026∗∗ -1.652∗
Pperron -2.160 -3.214* -2.030 -2.986 -2.577 -3.343* -3.382∗ -2.309 -2.764 -3.053 -1.767

PHP PLN RON RUB SAR SEK SGD THB TRY TWD ZAR
DF-GLS -2.410 -1.485 -3.908∗∗∗ -2.436 -1.229 -1.304 -2.242 -3.036∗∗ -2.176 -1.905 -1.623
ADF -2.551∗∗∗ -2.823∗∗∗ -3.814∗∗∗ -1.685∗∗ -1.865∗∗ -2.715∗∗∗ -1.770∗∗ -2.614∗∗∗ -2.465∗∗∗ -1.765∗∗ -3.021∗∗∗
Pperron -2.857 -3.180* -4.273∗∗∗ -2.966 -1.840 -1.795 -2.565 -3.582∗∗ -2.776 -2.071 -4.104∗∗∗

The null hypothesis is nonstationarity or the existence of a unit root. Lags for the tests are chosen by several information criteria. The DF-GLS test
reports the DF-GLS tau statistic, the Fisher ADF test and Phillips-Perron test report the Zt statistic. ∗, ∗∗ and ∗∗∗ indicates significance at 10 percent, 5
percent, and 1 percent level, respectively.
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Table A.9: Unit root tests for the interest rate differential

ri − rus

AUD BGN CAD CHF CLP CNY COP CZK DKK EUR GBP
DF-GLS -1.282 -1.593 -1.474 -4.529∗∗∗ -2.643 -1.500 -1.508 -0.830 -2.639 -2.430 -1.332
ADF -0.369 -0.938 -1.573 -2.820∗∗∗ -1.937∗∗ -1.703** -1.334* -1.487∗ -1.557∗ -1.635∗ -0.815
Pperron -1.73 -1.509 -3.316∗ -3.453** -4.990∗∗∗ -2.531 -1.264 -0.872 -2.316 -2.111 -1.420

HKD HUF IDR ILS INR JPY KRW MXN MYR NOK NZD
DF-GLS -1.795 -1.375 -2.593 -1.232 -0.712 -3.685∗∗∗ -1.848 -1.787 -1.027 -1.482 -1.590
ADF -1.811∗∗ -1.385∗ -2.100∗∗ -1.069 -1.103 -2.845∗∗∗ -1.484∗ -1.723∗∗ -1.083 -1.179 -1.533∗
Pperron -1.859 -0.818 -2.048 -1.055 -2.930 -3.321∗ -1.633 -1.223 -2.295 -1.833 -1.672

PHP PLN RON RUB SAR SEK SGD THB TRY TWD ZAR
DF-GLS -3.168∗∗ -1.960 -1.394 -1.712 -2.440 -1.440 -2.077 -1.773 -2.771∗ -1.094 -1.173
ADF -3.375∗∗∗ -1.018 -1.491∗ -1.650∗ -2.890∗∗∗ -0.947 -2.082∗∗ -1.513∗ -2.200∗∗ -1.427∗ -0.575
Pperron -4.214∗∗∗ -2.582 -1.931 -2.870 -3.901∗∗ -1.387 -1.539 -1.633 -2.489 -0.943 -0.618

The null hypothesis is nonstationarity or the existence of a unit root. Lags for the tests are chosen by several information criteria. The DF-GLS
test reports the DF-GLS tau statistic, the Fisher ADF test and Phillips-Perron test report the Zt statistic. ∗, ∗∗ and ∗∗∗ indicates significance at
10 percent, 5 percent, and 1 percent level, respectively.
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Table A.10: Panel cointegration tests, parsimonious and comprehensive models

Parsimonious
with constant only with constant and trend
Panel Group Panel Group

Pedroni ADF -12.97 -13.30 -16.90 -16.18
Westerlund α Z§ -13.33∗∗∗ -9.13∗∗∗ -9.30∗∗∗ -6.13∗∗∗

Comprehensive
with constant only with constant and trend
Panel Group Panel Group

Pedroni ADF -14.15 -14.75 -13.53 -12.62
Westerlund α Z§ -1.02 1.75 1.97 3.80
† The null hypotheses are of no cointegration for both tests.
Variables for the Pedroni (1999) test were time-demeaned
to capture common time effects, and the parametric group
and panel augmented Dickey-Fuller statistics are reported;
the Westerlund (2007) α test explicitly accounts for cross-
sectional dependence, reporting the semiparametric group-
mean and panel statistics Gα and Pα. Lags for the tests are
chosen with the Akaike criterion.

§ COP, ILS, MXN, RON, SAR and TRY are excluded for the
Westerlund α test due to insufficient observations to con-
duct the test for comprehensive specifications: ∗ p < 0.1, ∗∗
p < 0.05, ∗∗∗ p < 0.01.
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A.2.3 Balancing and manipulation for regression discontinuity

Manipulation tests. Regression discontinuity requires a check for the presence of a
discontinuity in the distribution of the forcing variable, known as the manipulation
test. The idea is that the marginal density of the forcing variable should be continuous,
without manipulation, around the cutoff; otherwise, it might cast doubt on identifica-
tion in the discontinuity design.

We perform themanipulation tests for our running variable—the votemargin—and
report the corresponding results in Table A.11, for both the 5% margin (panel A) and
10% margin (panel B) as the selection criterion for close elections, and either with or
without the euro in the sample. We find no evidence to reject the null (of no manip-
ulation) in our running variable around the threshold for all the specifications, given
the large associated p values.

Balance tests. Another assumption in regression discontinuity designs is that covari-
ates controlled in the estimation should not “jump” around the cutoff. While the band-
width selectedwith a non-parametric estimation passes this test, the window turns out
to be rather narrow,with amere 5 variables.8 We therefore select the nearest-reasonable
bandwidth (of 5), to increase the number of observations used for estimation, which
we are able to do without sacrificing too much the notion of close elections (since such
thresholds are standard in the literature).

We then steadily increase the window for the bandwidth, and report associated p-
values for the covariates test in Figures 1(a) (estimation of CCB) and 1(b) (estimation
of first differences in CCB), respectively. Clearly, the p values are large and volatile
when the window lengths are quite small in both specifications, consistent with the
balance test from non-parametric estimations. However, they stabilize at a relatively
small value as the window length increases, especially when the vote margin is greater
than 4%. Put another way, the balance tests for covariates are not universally cleared
in our case (especially for the level estimation as shown in Figure 1(a)), given the re-
striction of our vote margin to 5% for our RD estimations.

While this might potentially threaten the credibility of our estimation results re-
ported in the main text, we allay these concern by additionally employ RD estimations
for both 5% and 10% vote margin without controlling any covariates, and report the
corresponding results in Tables A.12 and A.13, respectively. We find qualitatively con-
sistent results for point estimations after excluding any given covariate, and a negative
coefficient for both θ̂w and γ̂w, with the former also statistically significant (the latter is
insignificant). Overall, these tests suggest that the covariates do not alter our findings
from the baseline RD, further relieving residual concerns over the mixed results from
the balance test.

8The recommended window from the non-parametric estimation is [-0.875, 0.875], with 2 observa-
tions below the threshold and 3 are above. However, it makes no sense to proceed with such a miniscule
sample.
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Table A.11: Manipulation tests for a discontinuity in the running variable at the
threshold†

Full sample Without EUR
Conventional Robust Conventional Robust

Panel A: 5% margin
t-stat -0.24 -0.37 -0.77 -1.24
p-value 0.81 0.71 0.44 0.22

Panel B: 10% margin
t-stat -0.00 1.14 -0.08 0.07
p-value 0.99 0.26 0.94 0.95
† The “conventional” column reports the statistic that
might not be valid when MSE-optimal bandwidth is
used, while the “robust” column reports the statisticwith
bias-correction. Both test the null hypothesis of no ma-
nipulation of the running variable (vote margin) at the
cutoff.
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Figure A.1: Plot of p-values for covariates balance tests in regression discontinuity with
different window lengths
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Table A.12: Regression discontinuity analysis: Cross-currency basis and vote share
margin of close elections between the opposing and government parties without co-
variates

Full sample Without EUR

CCB ∆CCB CCB ∆CCB
(1) (2) (3) (4) (5) (6) (7) (8)

Conventional -5.71∗∗∗ -6.28∗∗∗ 0.02 -0.25 -6.31∗∗∗ -6.78∗∗∗ -0.12 -0.45
(2.16) (2.15) (0.42) (0.58) (2.40) (2.32) (0.41) (0.60)

Bias-corrected -6.28∗∗∗ -5.54∗∗∗ -0.25 0.05 -6.78∗∗∗ -5.86∗∗ -0.45 -0.17
(2.16) (2.15) (0.42) (0.58) (2.40) (2.32) (0.41) (0.60)

Robust -6.28∗∗∗ -5.54∗ -0.25 0.05 -6.78∗∗∗ -5.86 -0.45 -0.17
(2.04) (3.27) (0.55) (0.68) (2.19) (3.64) (0.57) (0.74)

Observations 29 29 29 29 23 23 23 23
Polynomial Linear Quadratic Linear Quadratic Linear Quadratic Linear Quadratic
Kernel Triangular Triangular Triangular Triangular Triangular Triangular Triangular Triangular

This table reports the regression between monthly cross-currency basis at a tenor of 3 months and the vote share
margin of close elections between the opposing and government parties between July 2009 and August 2020. We
regard an election as a close one if the voting margin is smaller than 5% due to low number of observations. There is
no covariate controlled in the estimations. Robust standard errors clustered at currency level are reported: ∗ p < 0.1,
∗∗ p < 0.05, ∗∗∗ p < 0.01

Table A.13: Regression discontinuity analysis: Cross-currency basis and vote share
margin of close elections between the opposing and government parties without co-
variates

Full sample Without EUR

CCB ∆CCB CCB ∆CCB
(1) (2) (3) (4) (5) (6) (7) (8)

Conventional -2.93∗ -3.58∗∗ 0.07 -0.06 -3.59∗∗ -4.19∗∗ 0.03 -0.18
(1.56) (1.80) (0.30) (0.34) (1.80) (2.07) (0.32) (0.33)

Bias-corrected -3.58∗∗ -6.94∗∗∗ -0.06 -0.19 -4.19∗∗ -7.66∗∗∗ -0.18 -0.42
(1.56) (1.80) (0.30) (0.34) (1.80) (2.07) (0.32) (0.33)

Robust -3.58∗∗ -6.94∗∗∗ -0.06 -0.19 -4.19∗∗ -7.66∗∗∗ -0.18 -0.42
(1.77) (2.01) (0.33) (0.54) (2.03) (2.21) (0.32) (0.56)

Observations 66 66 66 66 56 56 56 56
Polynomial Linear Quadratic Linear Quadratic Linear Quadratic Linear Quadratic
Kernel Triangular Triangular Triangular Triangular Triangular Triangular Triangular Triangular

This table reports the regression between monthly cross-currency basis at a tenor of 3 months and the vote share
margin of close elections between the opposing and government parties between July 2009 and August 2020. We
regard an election as a close one if the voting margin is smaller than 10% due to low number of observations. There is
no covariate controlled in the estimations. Robust standard errors clustered at currency level are reported: ∗ p < 0.1,
∗∗ p < 0.05, ∗∗∗ p < 0.01
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A.3 Additional Robustness Checks
A.3.1 Alternative construction of baseline sample

Alternative transformations. In footnote 17, we explained our preference for the in-
verse hyperbolic sine (IHS) transformation, and alluded to how the baseline results
were largely unaltered when we drop the IHS, and adopt, instead, either untrans-
formed variables, or a logarithmic transform (appropriately adjusted so as not to lose
negative observations). In this appendix, we elaborate further on why we believe that
the IHS transform is not only justified, but why other approaches may not be appro-
priate.

It is useful begin by documenting the main critiques of the IHS in applied work.

1. One concern is that the transformation does not appear to be scale-invariant (Ai-
hounton & Henningsen 2021). If so, this will not only negate one of the main ad-
vantages of applying any transform—obtaining qualitative conclusions that are
consistent with the untransformed estimates—while also undermining compara-
bility with other studies.

2. Other issues relate to interpretation. In particular, in contrast to a logarithmic
transform, the average treatment effect for an IHS should be interpreted as ap-
proximating a percentage effect (Chen & Roth 2024), as marginal effects may dif-
fer along the distribution (Bellemare & Wichman 2020). Relatedly, when there
is a large mass at zero, it becomes difficult to distinguish between the intensive
and extensive margin (Mullahy & Norton 2024). Notably, however, this problem
applies to any “log-like” transformation, not just the IHS.

3. Afinal objection is that the transformmaybe atheoretical and arbitrary, as it is often
a statistical fix that is not informed by theory (Bellemare & Wichman 2020).

To address the risks of scale invariance, we replicate our baseline estimations for
Tables 1 and 2 without any transformation applied in Table ??, in line with the sugges-
tion of Mullahy & Norton (2024). Moreover, since the logarithmic transform is scale-
invariant, we also generate results with the more common natural log transform—
appropriately adjusted by adding the sum of 0.0001 and the minimum for each se-
ries, to avoid dropping observations—in Table A.15. It is worth pointing out, however,
that log transforms relying on such added-integer “hacks” have faced criticisms of their
own (Cohn, Liu &Wardlaw 2022), and are not a clear panacea to some of the criticisms
leveled at the IHS transform.

The main qualitative difference in the results in both tables relate to the estimation
in levels. The coefficients on political risk for the IV and 2SLS specifications become sig-
nificant only at the 15 percent level (while retaining their signs), and there are notable
changes in coefficient magnitudes for the logarithmic transform. The changes in statis-
tical significance are likely because the IHS better captures variations in small values
(which is frequently the case for the CCB in advanced economies), while also handling
large outliers (which is often observed for the CCB in emerging markets) well. By sta-
bilizing the variation in the data from these two extremes, the IHS transform reduces
the noise and reveals statistical patterns in the data that may otherwise be lost in either
the untransformed or log-transformed variants.
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This is indirectly corroborated by how the first-differenced results retain both their
signs and statistical significance, with sharper changes only in terms of coefficient sizes.
Since first differencing already addresses large and small changes—by, respectively,
dampening the effect of outliers in levels, while effectively removing drift even when
values are small—it is less surprising that the significance of coefficients from this spec-
ification turns out to be less affected by the alternative approaches to transformation.

One suggestion to ensure the validity of the IHS transform, as emphasized by Ai-
hounton & Henningsen (2021), is to select the units deliberately. This is especially if
the means in the untransformed data are less than 10 (Bellemare &Wichman 2020). We
have already taken care to do so; our measure of the CCB is in basis points, which is
two orders of magnitude greater than percentage points. This delivers a mean of -40.1
(hence greater than 10 in absolute terms), with support [−928.8, 1778.0]. Retaining the
centering around zero is also natural, in our case; CCBdeviations can, after all, logically
occur in either direction.

Moreover, keeping inmind that first differences are often applied to cater to the risks
of nonstationarity in the data, especially when the data are either untransformed or
log-transformed (an approach adopted by, for example, Cerutti et al. (2021) and Borio
et al. (2016)), the consistency of the results for the first-differenced specifications when
using the IHS compared to the other two approaches is more valid and convincing.

Regarding interpretation, we recognize that caution is in order when interpreting
coefficients corresponding to IHS-transformed specifications. This is why, as described
in footnote 22, we follow the approach suggested by Bellemare &Wichman (2020), and
adjust our estimates to ensure consistency in their interpretation as semielasticities.
As it turns out, the estimated coefficient β̂ from an arcsinh-arcsinh specification does
approximate the elasticity of y in response to x (i.e. η̂yx ≈ β̂), at least in the limit.
Notably, this is not the case for other specifications; for instance, for a linear-arcsinh
regression, the coefficient has to be adjusted by dividing by the dependent variable y
to recover the approximate semielasticity, and the average value of y should also be
greater than 10.

Nevertheless, to further verify the robustness of our interpretation, we also consider
robustness checks with an arcsinh-linear specification (by not transforming the vari-
ables on the right hand side). These results are reported in Table ??. The negative effect
remains for the specification in both levels and first-differences, with only a change in
the magnitude. Adjusting the coefficient for political risk by multiplying by its mean,
as suggested by Bellemare & Wichman (2020), yields XXX and XXX, which is essen-
tially the same as our reported baseline. This lends confidence that our interpretation
of the arcsinh-arcsinh coefficients as approximating the elasticity is sound.

It is also worthwhile recognizing that our data do not contain many zeroes, but
rather low values that are close to zero. The CCB series also contain many negative
values. Hence, concerns that interpretation may be distorted by a large mass of obser-
vations at zero do not generally apply (Mullahy & Norton 2024), nor is the “solution”
of modeling the data-generating process directly as, say, a Poisson or negative bino-
mial (Chen & Roth 2024; Cohn et al. 2022) valid, since such regressions do not admit
negative values in the dependent variable.

Insofar as the theoretical coherence of applying a transformation is concerned, note
that the specification for the cross-currency basis (2) derived in Section 2.1 has un-
dergone a functional transformation of its own (albeit in logarithms). Consequently,
the linear specification for the estimation equation (6) is in fact consistent with the-

68



ory. Since IHS is a log-like transform (recall, arcsinh (x) = ln
[
x+ (1 + x2)

1
2

]
), applying

variable transformations is actually a theoretically-informed approach to conformwith
a linear regression specification.
Winsorization. In footnote 18, we alluded to an alternative strategy for addressing
outliers: winsorization. We replicate our baseline results here, with observations that
are either greater than 99 percent of less than 1 percent of all observations for the CCB
removed. The results are essentially unchanged.
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Table A.14: Effects of political risk on the cross-currency basis, no variable
transformation†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -63.19§ -63.18§ -63.84§ -59.14§ -60.16§ -71.48∗
(42.25) (42.30) (42.35) (39.49) (36.63) (40.67)

Election -18.12∗ -18.06∗ -18.29∗
(10.29) (9.96) (10.02)

ri − rus -0.09∗∗ -0.08∗∗ -0.00 0.01 -0.01 0.02
(0.03) (0.03) (0.04) (0.05) (0.04) (0.07)

EFFEX Rate 0.00 0.61 0.68
(1.09) (1.54) (1.70)

RSV -0.46∗ -0.65∗ -0.68∗
(0.24) (0.35) (0.39)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 3.10 3.75 3.18 2.24 3.81 1.95 2.24 4.08 1.89
Cragg-Donald F 21.41 21.89 22.24 20.84 35.22 27.24
Kleibergen-Paap rk LM 7.54∗∗∗ 7.91∗∗∗ 7.97∗∗∗ 8.35∗∗ 9.19∗∗ 8.74∗∗
p value for rk LM 0.006 0.005 0.005 0.015 0.010 0.013
Hansen J 0.01 0.01 0.03

Panel B: Estimation in first difference

∆π -60.05∗∗ -55.59∗∗ -57.78∗∗ -57.86∗∗ -49.07∗ -51.56∗
(27.76) (24.84) (26.27) (25.68) (24.35) (25.46)

∆ Election -10.95∗∗ -10.10∗∗ -10.38∗∗
(4.32) (3.83) (3.94)

∆(ri − rus) -0.48∗∗ -0.49∗∗ -0.46∗∗ -0.47∗∗ -0.46∗∗ -0.47∗∗
(0.20) (0.20) (0.21) (0.20) (0.21) (0.20)

∆ EFFEX Rate -2.33 -3.25∗ -3.15∗
(1.55) (1.71) (1.68)

∆ RSV -0.58∗∗ -0.66∗∗∗ -0.65∗∗
(0.24) (0.24) (0.24)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 6.41 4.96 3.67 4.68 4.27 3.70 5.08 3.72 3.67
Cragg-Donald F 37.80 37.57 36.83 21.48 21.23 20.70
Kleibergen-Paap rk LM 13.48∗∗∗ 13.38∗∗∗ 13.14∗∗∗ 14.88∗∗∗ 14.93∗∗∗ 14.75∗∗∗
Hansen J 0.07 0.29 0.27
† This table reports the regression ofmonthly (changes in) cross-currency basis, at a tenor of 3months, on (changes
in) political risk, which is instrumented with the (changes in) the election dummy (IV specifications) and both
the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange
rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and reserves
is the international reserve to GDP ratio for each country. No transformation is applied to any variable prior to
estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests
for underidentification test, weak identification, and overidentification, respectively. The 10% maximal IV size
critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are
by currency and time, while robust standard errors are clustered at the currency and time level, with statistical
significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

§ The statistic is significant at § p < 0.15.
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Table A.15: Effects of political risk on the cross-currency basis, logarithmic transform†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -5.48§ -5.49§ -5.76§ -2.92§ -2.92§ -2.73
(3.68) (3.71) (3.77) (1.91) (1.96) (2.60)

Election -0.18∗ -0.18∗ -0.19∗
(0.10) (0.10) (0.10)

ri − rus -0.58∗ -0.67 0.38 0.59 -0.07 -0.07
(0.33) (0.48) (0.55) (0.80) (0.39) (0.64)

EFFEX Rate 0.01 1.03 0.49
(0.85) (1.22) (0.98)

RSV -1.13∗∗ -1.69∗∗ -1.39∗∗
(0.47) (0.76) (0.60)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 3.10 2.16 2.51 2.22 1.36 1.73 2.34 2.02 1.86
Cragg-Donald F 18.13 18.53 18.61 30.40 30.86 28.83
Kleibergen-Paap rk LM 6.97∗∗∗ 7.35∗∗∗ 7.48∗∗∗ 7.18∗∗ 7.62∗∗ 7.64∗∗
Hansen J 0.80 0.79 0.79

Panel B: Estimation in first difference

∆π -5.09∗∗ -4.63∗∗ -4.85∗∗ -4.95∗∗ -4.50∗∗ -4.73∗∗
(2.24) (2.01) (2.09) (2.19) (1.97) (2.05)

∆ Election -0.11∗∗ -0.10∗∗ -0.10∗∗
(0.04) (0.04) (0.04)

∆(ri − rus) -5.72∗∗∗ -5.79∗∗∗ -5.66∗∗∗ -5.74∗∗∗ -5.66∗∗∗ -5.74∗∗∗
(1.64) (1.54) (1.69) (1.57) (1.69) (1.57)

∆ EFFEX Rate -2.20 -2.88∗ -2.86∗
(1.37) (1.46) (1.46)

∆ RSV -1.17∗∗ -1.31∗∗ -1.30∗∗
(0.49) (0.52) (0.52)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 6.41 7.37 5.06 5.17 6.89 4.90 5.11 6.83 4.89
Cragg-Donald F 36.76 36.67 35.99 18.93 18.88 18.52
Kleibergen-Paap rk LM 13.95∗∗∗ 13.90∗∗∗ 13.67∗∗∗ 15.74∗∗∗ 15.69∗∗∗ 15.68∗∗∗
Hansen J 0.76 0.93 0.83
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumentedwith the (changes in) the election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign curren-
cies, and reserves is the international reserve to GDP ratio for each country. The logarithmic transformation is
applied to all the right-hand side variables, except the election dummy, prior to differencing and estimation.
To avoid dropping variables, the absolute value of the minimum for the respective series, plus a small positive
value of 0.0001, is added to all series with negative values. The sample period ranges from 2009M7 to 2020M8.
Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic,
andHansen J statistic, corresponding to tests for underidentification test, weak identification, and overidentifi-
cation, respectively. The 10%maximal IV size critical value of weak identification is 19.9 for 2SLS specifications,
and 16.4 for IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered
at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

§ The statistic is significant at § p < 0.15.
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Table A.16: Effects of political risk on the cross-currency basis, winsorized†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -51.73∗ -52.70∗ -54.21∗ -49.12 -48.02∗∗ -66.62∗∗
(26.35) (27.41) (27.98) (30.51) (22.10) (25.94)

Election -0.58∗∗∗ -0.58∗∗∗ -0.59∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.21∗∗ 0.20∗∗ 0.20∗∗∗ 0.23∗∗
(0.06) (0.06) (0.08) (0.08) (0.07) (0.10)

EFFEX Rate 1.19 1.79 1.93
(1.43) (2.30) (2.65)

RSV -2.82∗∗∗ -4.41∗∗ -4.78∗∗
(0.86) (1.84) (2.17)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.66 5.21 4.65 3.86 3.85 2.45 2.59 4.71 2.55
Cragg-Donald F 21.68 21.62 21.41 27.78 28.98 23.41
Kleibergen-Paap rk LM 7.49∗∗∗ 7.35∗∗∗ 7.34∗∗∗ 8.38∗∗ 8.37∗∗ 8.03∗∗
Hansen J 0.01 0.03 0.17

Panel B: Estimation in first difference

∆π -62.33∗∗ -60.75∗∗ -63.45∗∗ -58.13∗∗ -56.80∗∗ -59.76∗∗
(25.05) (24.90) (25.63) (21.67) (21.66) (22.10)

∆ Election -0.44∗∗∗ -0.43∗∗ -0.45∗∗∗
(0.16) (0.16) (0.16)

∆(ri − rus) -0.23∗∗ -0.23∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.10) (0.10) (0.11) (0.11) (0.11) (0.11)

∆ EFFEX Rate -5.94 -9.71∗∗ -9.48∗∗
(3.82) (4.58) (4.42)

∆ RSV -3.95∗∗ -4.47∗∗ -4.44∗∗
(1.67) (1.93) (1.91)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.59 6.08 4.56 6.19 5.14 3.58 7.19 5.75 4.07
Cragg-Donald F 37.47 37.60 36.54 20.86 20.93 20.21
Kleibergen-Paap rk LM 13.00∗∗∗ 13.01∗∗∗ 12.74∗∗∗ 13.94∗∗∗ 13.94∗∗∗ 13.77∗∗∗
Hansen J 0.19 0.17 0.15
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV specifica-
tions) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifi-
cations). Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign
currencies, and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine
transformation is applied to all variables, except the election dummy, prior to differencing and estimation. The
sample is censored by dropping observations for the CCB that are either greater than 99% or lesser than 1% of
all observations, and the period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests
for underidentification test, weak identification, and overidentification, respectively. The 10% maximal IV size
critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are
by currency and time, while robust standard errors are clustered at the currency and time level, with statistical
significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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A.3.2 Alternative measures of key variables

Political riskmeasure relative to theUnited States. Throughout our baseline analysis,
we only consider the level of political risk in the local polity, while overlooking the key
counterparty in the currency pair—the U.S.—where political risk levels may fluctuate
aswell. Put anotherway, we effectively assumed that political risk in theU.S. was either
unchanged or irrelevant.

It is reasonable to question if the political risk indicator may matter when bench-
marked relative to the U.S., which we define as the difference in the level of political
risk in the local polity and the United States. We run the full suite of baseline spec-
ifications as described in Section 3.2, and report both levels (upper panel) and first
differences (bottom panel) estimates in Table A.17. We find consistently negative and
significant coefficients on either π and∆π through all the specifications, corroborating
the baseline.

Multiple duration-to-election indicators. In the main text, we report our baseline
with a 3-month duration-to-election indicator, and the robustness section reported re-
sults with 1-month and 5-month indicators. Here, we run similar regressions for the
2-month, 4-month, and 6-month prior-to-election indicators. The results are summa-
rized in Table A.18. Overall, the findings are consistent with the baseline results.

Presidential and parliamentary systems. Although we differentiate the presidential
elections from parliamentary ones in coding the duration-to-election dummy, we do
not estimate the effect of political risk on the CCB with a sample that comprises only
one system or the other. We do so here, and report the subsample estimation results
in Tables A.19 (for polities with presidential systems) and A.20 (for polities with par-
liamentary systems), respectively. Consistent with the main text, we find a negative
coefficient for either π or∆π in both groups, despite a small loss of significance for the
specifications with the parliamentary system.
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Table A.17: Effects of political risk relative to the U.S. on the cross-currency basis†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -3.31∗∗ -3.36∗∗ -3.44∗∗ -3.37∗∗ -3.31∗∗∗ -4.60∗∗∗
(1.50) (1.55) (1.57) (1.56) (1.16) (1.44)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.17∗∗ 0.18∗∗ 0.17∗∗ 0.21∗∗
(0.06) (0.06) (0.07) (0.07) (0.06) (0.09)

Exchange rate 1.17 2.36 2.76
(1.46) (2.14) (2.65)

Reserves -2.84∗∗∗ -3.89∗∗ -4.25∗∗
(0.87) (1.50) (1.89)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 4.87 4.37 2.79 4.66 7.92 3.70
Cragg-Donald F 27.45 27.36 27.27 30.57 31.44 23.53
Kleibergen-Paap rk LM 9.32∗∗∗ 9.26∗∗∗ 9.25∗∗∗ 10.35∗∗∗ 10.60∗∗∗ 10.05∗∗∗
Hansen J 0.00 0.00 0.54

Panel B: Estimation in first difference

∆π -5.33∗∗ -5.20∗∗ -5.42∗∗ -5.07∗∗∗ -4.96∗∗∗ -5.22∗∗∗
(1.98) (1.96) (2.01) (1.75) (1.74) (1.79)

∆ Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗
(0.06) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.97 -9.50∗ -9.36∗∗
(3.83) (4.68) (4.56)

∆Reserves -3.99∗∗ -3.06∗ -3.09∗
(1.67) (1.78) (1.75)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 7.26 5.32 4.03 8.43 6.08 4.36
Cragg-Donald F 22.71 22.73 22.12 12.31 12.32 11.89
Kleibergen-Paap rk LM 12.99∗∗∗ 13.05 ∗∗∗ 12.53∗∗∗ 15.89∗∗∗ 15.93∗∗∗ 15.41∗∗∗
Hansen J 0.28 0.25 0.20
† This table reports the regression ofmonthly (changes in) cross-currency basis, at a tenor of 3months, on (changes
in) political risk relative to the U.S., which is instrumented with the (changes in) election dummy (IV specifi-
cations) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifi-
cations). Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign
currencies, and reserves is the international reserves to GDP ratio for each country. The inverse hyperbolic sine
transformation is applied to all variables, except the election dummy, prior to differencing and estimation. The
sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk
LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentifi-
cation test, weak identification, and overidentification, respectively. The 10% maximal IV size critical value of
weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency
and time, while robust standard errors are clustered at the currency and time level, with statistical significance
given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.18: Effects of political risk on the cross-currency basis, different duration-to-
election indicators†

2-month election 4-month election 6-month election
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Dummy IV 2SLS Dummy IV 2SLS Dummy IV 2SLS

Election -0.57∗∗ -0.50∗∗ -0.37∗∗
(0.23) (0.19) (0.16)

π -52.98 -68.24∗∗ -43.70∗ -59.08∗∗∗ -29.30∗ -46.14∗∗∗
(32.07) (29.96) (23.08) (21.19) (15.32) (14.54)

Controls Y Y Y Y Y Y Y Y Y
Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,333 4,333 4,333 4,333 4,333 4,333 4,333 4,333 4,333
F 4.23 2.15 2.08 4.41 2.80 3.22 4.15 3.26 4.53

∆ Election -0.13 -0.28 -0.46∗∗∗
(0.16) (0.20) (0.14)

∆π -18.41 -19.24 -39.37 -38.00 -60.87∗∗∗ -57.59∗∗∗
(21.77) (20.33) (27.46) (26.26) (18.45) (15.71)

Controls Y Y Y Y Y Y Y Y Y
Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,330 4,330 4,330 4,330 4,330 4,330 4,330 4,330 4,330
F 3.10 2.94 2.93 3.47 3.08 3.14 5.00 4.62 5.38
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on (changes
in) political risk, which is instrumented with the (changes in) election dummy (IV specifications) and both the
(changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Controls refer to
the standard controls (interest rate differential, effective exchange rate, and the reserves to GDP ratio), and fixed
effects are by currency and time. The inverse hyperbolic sine transformation is applied to all variables, except the
election dummy, prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Robust
standard errors are clustered at currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05,
∗∗∗ p < 0.01.

75



Table A.19: Effects of political risk on the CCB: presidential systems†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -88.13∗ -96.57∗ -131.50 -15.92 -33.35 -28.26
(43.78) (48.49) (78.92) (29.39) (35.50) (49.82)

Election -1.15∗∗ -1.21∗∗ -1.28∗∗
(0.41) (0.43) (0.45)

ri − rus 0.15 0.18 0.33∗ 0.22 0.21 0.19
(0.13) (0.14) (0.15) (0.21) (0.17) (0.15)

Exchange rate 2.80 -7.76 0.42
(2.91) (5.32) (5.17)

Reserves -2.60 -17.93 -5.39
(3.13) (15.35) (7.71)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 1,257 1,257 1,257 1,257 1,257 1,257 1,257 1,257 1,257
F 7.75 5.53 3.54 4.05 5.15 1.67 0.29 0.81 0.52
Cragg-Donald F 9.46 8.70 5.68 15.69 12.26 7.23
Kleibergen-Paap rk LM 3.96∗∗ 3.72∗ 2.94∗ 4.50 4.24 3.36
Hansen J 5.10∗∗ 3.55∗∗ 5.03∗∗

Panel B: Estimation in first differences

∆π -108.38∗∗ -98.34∗ -107.52∗ -85.83∗ -77.75∗ -85.53∗∗
(47.83) (47.76) (47.61) (38.58) (38.40) (36.80)

∆Election -0.95∗∗ -0.88∗ -0.94∗∗
(0.39) (0.46) (0.38)

∆(ri − rus) -0.34∗∗∗ -0.34∗∗ -0.38∗∗ -0.38∗∗ -0.37∗∗ -0.38∗∗
(0.09) (0.13) (0.16) (0.15) (0.15) (0.15)

∆Exchange rate -8.63 -15.05 -13.66
(8.20) (9.36) (8.56)

∆Reserves -6.01 -6.90 -6.65
(3.68) (3.85) (3.74)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 1,255 1,255 1,255 1,255 1,255 1,255 1,255 1,255 1,255
F 6.01 9.22 6.17 5.13 4.80 4.93 4.95 4.99 6.14
Cragg-Donald F 15.09 15.37 14.67 8.87 9.01 8.62
Kleibergen-Paap rk LM 5.34∗∗ 5.39∗∗ 5.22∗∗ 7.30∗∗ 7.39∗∗ 7.29∗∗
Hansen J 2.14 2.18 2.03
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumentedwith the (changes in) the election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies,
and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transfor-
mation is applied to all variables, except the election dummy, prior to differencing and estimation. The sample
period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM
statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification
test, weak identification, and overidentification, respectively. The 10% maximal IV size critical value of weak
identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and
time, while robust standard errors are clustered at the currency and time level, with statistical significance
given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

76



Table A.20: Effects of political risk on the CCB: parliamentary systems†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -13.72 -13.45 -12.71 -54.56∗ -52.37∗∗ -47.11∗∗
(16.92) (16.68) (16.03) (27.10) (23.82) (21.20)

Election -0.16 -0.16 -0.15
(0.17) (0.17) (0.16)

ri − rus 0.00 -0.01 0.03 0.02 0.09 0.07
(0.05) (0.05) (0.05) (0.05) (0.06) (0.06)

Exchange rate -0.43 -0.38 -0.24
(1.56) (1.56) (1.98)

Reserves -1.69∗∗ -1.78∗∗∗ -2.04∗
(0.64) (0.61) (1.01)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,680 2,680 2,680 2,680 2,680 2,680 2,680 2,680 2,680
F 0.91 0.46 2.70 0.66 0.33 3.27 4.05 3.05 2.42
Cragg-Donald F 15.20 15.92 16.00 16.94 19.91 20.66
Kleibergen-Paap rk LM 4.70∗∗ 4.67∗∗ 4.72∗∗ 5.65∗ 5.50∗ 5.48∗
p value for rk LM 0.030 0.031 0.030 0.059 0.064 0.064
Hansen J 1.42 1.51 1.43

Panel B: Estimation in first differences

∆π -29.57 -29.77 -31.08 -31.01 -31.07 -33.09
(24.72) (24.81) (25.79) (22.08) (22.13) (22.57)

∆Election -0.22 -0.22 -0.23
(0.15) (0.15) (0.16)

∆(ri − rus) -0.06 -0.06 -0.07 -0.07 -0.07 -0.07
(0.05) (0.06) (0.06) (0.06) (0.05) (0.06)

∆Exchange rate -7.35∗∗ -9.22∗∗ -9.34∗∗
(3.16) (4.23) (4.08)

∆Reserves -1.69 -1.70 -1.69
(1.49) (1.70) (1.70)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,680 2,680 2,680 2,680 2,680 2,680 2,680 2,680 2,680
F 2.01 1.88 1.62 1.43 1.32 1.47 1.97 1.57 1.48
Cragg-Donald F 24.45 24.40 23.82 14.18 14.17 13.71
Kleibergen-Paap rk LM 6.70∗∗ 6.68∗∗ 6.58∗∗ 7.16∗∗ 7.14∗∗ 7.10∗∗
Hansen J 0.01 0.01 0.02
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV speci-
fications) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS
specifications). Exchange rate is the nominal effective exchange rate of the local currency against a basket
of foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse
hyperbolic sine transformation is applied to all variables, except the election dummy, prior to differencing
and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are
the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, correspond-
ing to tests for underidentification test, weak identification, and overidentification, respectively. The 10%
maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifi-
cations. Fixed effects are by currency and time, while robust standard errors are clustered at the currency
and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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A.3.3 Exploring further changes to the instrument set

Including both level and first differenced variables in the instrument set. For rea-
sons of consistency, we have relied on the same transformation of the instruments as the
specification, i.e. we employ first-differenced variable(s) as instrument(s) for the first-
differenced specification (7). One might wonder, however, if the duration-to-election
dummy or democratic accountability in levels should be included in the first differ-
enced specifications, as additional instruments, and vice versa. These results are shown
in Table A.21. We find quantitatively and qualitatively similar results to the baseline
findings.

Expansion of the instrument set. As discussed in Section 3.4.2, we also consider ex-
panding our instrument set by either replacing the democratic accountability variable,
or adding a new variable to the full instrument set. The corresponding results for in-
cluding bureaucratic effectiveness and ethnic fractionalization are reported in Tables
A.22 and A.23, respectively. Unsurprisingly, these are both qualitatively and quantita-
tively in line with our baseline findings.

Placeboswith post-electiondummies. Our instrument set considers pre-election dura-
tion, as is consistentwith our identification strategy. It is nevertheless useful to consider
if our results are sensitive to the use of post-election dummies. Ideally, these should
generate null results, since there is little basis for post-election periods to coincide with
heightened political risk.9 We consider such placebo tests by running regressions with
different post election dummies. The results are presented in Table A.24 for 3-month
and Table A.25 for 5-month post-election dummies.

9There are likely to be a very small number of instances, especially in EMs, where election resultsmay
be challenged and lead to post-election tumult. The number of such observations would be so small as
to rule it out as a plausible instrument. But even if this were the case, we would expect a regression
in our other instrument—democratic accountability—which would then be correlated with the internal
conflict measure of political risk that is being instrumented.
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Table A.21: Effects of political risk on the cross-currency basis, both level and first-
differenced variables in the instrument set

IV 2SLS
(1) (2) (3) (4) (5) (6)

∆π -58.74∗∗ -57.74∗∗ -60.70∗∗ -55.81∗∗∗ -55.02∗∗∗ -58.55∗∗∗
(22.14) (22.18) (22.95) (19.96) (20.08) (20.47)

∆(ri − rus) -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.11) (0.11) (0.11) (0.11)

∆Exchange rate -9.57∗∗ -9.43∗∗
(4.54) (4.40)

∆Reserves -4.50∗∗ -4.48∗∗
(1.91) (1.90)

Currency and Time FE? Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330
F 7.04 5.62 3.76 7.82 6.09 4.21
Cragg-Donald F 20.28 20.33 19.71 11.23 11.25 10.89
Kleibergen-Paap rk LM 13.11∗∗∗ 13.12∗∗∗ 12.84∗∗∗ 15.74∗∗∗ 15.80∗∗∗ 15.12∗∗∗
Hansen J 0.51 0.40 0.34 2.93 3.03 2.41
† This table reports the regression ofmonthly changes in cross-currency basis, at a tenor
of 3months, on changes in political risk, which is instrumentedwith both the election
dummy and changes in election dummy (IV specifications) and the election dummy,
changes in the election dummy, democratic accountability and changes in democratic
accountability (2SLS specifications). The inverse hyperbolic sine transformation is
applied to all variables, except the election dummy, prior to differencing and estima-
tion. The sample period ranges from 2009M7 to 2020M8. Robust standard errors are
clustered at currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗
p < 0.05, ∗∗∗ p < 0.01.
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Table A.22: Effects of political risk on the cross-currency basis, adding bureaucratic
effectiveness to the instrument set†

Substitute Addition
(1) (2) (3) (4) (5) (6)

Panel A: Estimation in levels

π -49.56 -53.04∗ -53.82∗ -46.21 -48.77∗∗ -65.44∗∗
(32.31) (27.44) (30.18) (29.26) (22.73) (24.01)

ri − rus 0.21∗∗ 0.20∗∗ 0.20∗∗ 0.22∗∗
(0.08) (0.08) (0.07) (0.10)

Exchange rate 1.77 1.90
(2.30) (2.63)

Reserves -4.42∗∗ -4.77∗∗
(1.88) (2.17)

Observations 4,339 4,339 4,333 4,339 4,339 4,333
F 2.35 3.91 2.19 2.49 4.26 2.56
Cragg-Donald F 11.24 10.81 10.78 21.29 20.58 16.89
Kleibergen-Paap rk LM 7.49∗∗ 7.35∗∗ 7.34∗∗ 8.50∗∗ 8.49∗∗ 8.24∗∗
Hansen J 0.04 0.01 0.02 0.08 0.03 0.18

Panel B: Estimation in first differences

∆π -60.75∗∗ -59.10∗∗ -61.52∗∗ -56.69∗∗ -55.30∗∗ -57.99∗∗
(24.88) (24.71) (25.37) (21.65) (21.62) (22.03)

∆(ri − rus) -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.11) (0.11) (0.11) (0.11)

∆Exchange rate -9.62∗∗ -9.40∗∗
(4.55) (4.39)

∆Reserves -4.50∗∗ -4.47∗∗
(1.92) (1.90)

Observations 4,337 4,337 4,330 4,337 4,337 4,330
F 5.96 4.98 3.57 6.85 5.52 4.00
Cragg-Donald F 18.75 18.82 18.29 13.92 13.96 13.49
Kleibergen-Paap rk LM 14.85∗∗∗ 14.91∗∗∗ 14.95∗∗∗ 15.79∗∗∗ 15.83∗∗∗ 15.95∗∗∗
Hansen J 0.98 1.01 1.03 1.05 1.06 1.07
† This table reports the regression of monthly (changes in) cross-currency basis, at
a tenor of 3 months, on (changes in) political risk relative to the U.S., which is in-
strumentedwith the (changes in) election dummy (IV specifications) and both the
(changes in) election dummy and (changes in) bureaucratic quality (2SLS specifi-
cations). Exchange rate is the nominal effective exchange rate of the local currency
against a basket of foreign currencies, and reserves is the international reserves to
GDP ratio for each country. The inverse hyperbolic sine transformation is applied
to all variables, except the election dummy, prior to differencing and estimation.
The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument
quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic,
and Hansen J statistic, corresponding to tests for underidentification test, weak
identification, and overidentification, respectively. The 15% maximal IV size crit-
ical value of weak identification is 11.6 for Substitute specifications, and 12.8 for
Addition specifications. Fixed effects are by currency and time, while robust stan-
dard errors are clustered at the currency and time level, with statistical significance
given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.23: Effects of political risk on the cross-currency basis, adding ethnic fraction-
alization to the instrument set†

Substitute Addition
(1) (2) (3) (4) (5) (6)

Panel A: Estimation in levels

π -60.65∗ -52.55 -64.86∗ -57.60 -50.53∗ -76.47∗∗
(34.38) (37.65) (35.74) (38.00) (26.91) (31.10)

ri − rus 0.19∗ 0.19∗ 0.18∗∗ 0.21∗
(0.09) (0.09) (0.08) (0.11)

Exchange rate 1.74 1.77
(2.67) (2.98)

Reserves -4.84∗∗ -5.22∗∗
(2.18) (2.46)

Observations 4,071 4,071 4,065 4,071 4,071 4,065
F 3.11 2.15 1.73 2.30 3.82 2.04
Cragg-Donald F 10.62 13.22 10.73 14.97 17.86 13.54
Kleibergen-Paap rk LM 6.87∗∗ 6.80∗∗ 6.78∗∗ 7.56∗ 7.64∗ 7.37∗
Hansen J 0.22 0.02 0.23 0.24 0.04 0.47

Panel B: Estimation in first differences

∆π -51.10∗∗∗ -49.06∗∗ -50.85∗∗∗ -48.08∗∗∗ -46.34∗∗∗ -48.29∗∗∗
(18.47) (18.23) (18.15) (15.76) (15.69) (15.27)

∆(ri − rus) -0.25∗∗ -0.25∗∗ -0.24∗∗ -0.25∗∗
(0.12) (0.12) (0.12) (0.12)

∆Exchange rate -7.58∗ -7.42∗
(4.10) (3.99)

∆Reserves -4.59∗∗ -4.57∗∗
(2.01) (2.00)

Observations 4,069 4,069 4,062 4,069 4,069 4,062
F 7.65 5.97 4.50 9.30 7.00 6.54
Cragg-Donald F 20.59 20.74 20.19 15.17 15.26 14.77
Kleibergen-Paap rk LM 13.58∗∗∗ 13.63∗∗∗ 13.33∗∗∗ 14.51∗∗∗ 14.54∗∗∗ 14.36∗∗∗
Hansen J 0.02 0.02 0.00 0.16 0.14 0.11
† This table reports the regression of monthly (changes in) cross-currency basis, at a
tenor of 3 months, on (changes in) political risk relative to the U.S., which is in-
strumented with the (changes in) election dummy (IV specifications) and both the
(changes in) election dummy and (changes in) ethnic fractionalization (2SLS specifi-
cations). Exchange rate is the nominal effective exchange rate of the local currency
against a basket of foreign currencies, and reserves is the international reserves to
GDP ratio for each country. The inverse hyperbolic sine transformation is applied to
all variables, except the election dummy, prior to differencing and estimation. The
sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality
are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen
J statistic, corresponding to tests for underidentification test, weak identification, and
overidentification, respectively. The 15%maximal IV size critical value of weak identi-
fication is 11.6 for Substitute specifications, and 12.8 for Addition specifications. Fixed
effects are by currency and time, while robust standard errors are clustered at the cur-
rency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗

p < 0.01.
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Table A.24: Placebos: Effects of political risk on the CCB instrumented with 3-month
post-election dummy†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π 2.66 2.76 1.98 -16.26 -15.87 -22.37∗
(8.06) (7.92) (7.95) (12.66) (10.84) (12.56)

Post election -0.05 -0.05 -0.03
(0.15) (.) (0.14)

ri − rus 0.09 0.09 0.08 0.08 0.13∗∗ 0.13∗
(.) (0.06) (0.06) (0.06) (0.06) (0.07)

Exchange rate 1.11 1.09 1.33
(1.45) (1.44) (1.70)

Reserves -2.79∗∗∗ -2.74∗∗∗ -3.44∗∗
(0.87) (0.88) (1.27)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,335 4,335 4,329 4,335 4,335 4,329 4,335 4,335 4,329
F 0.10 1.19 3.17 0.11 1.17 3.24 1.65 2.71 2.58
Cragg-Donald F 55.61 56.98 56.90 45.40 47.41 42.08
Kleibergen-Paap rk LM 9.35 9.48∗∗∗ 9.50∗∗∗ 10.61∗∗∗ 11.43∗∗∗ 11.19∗∗∗
Hansen J 3.30∗ 5.01∗∗ 7.16∗∗∗

Panel B: Estimation in first differences

∆π -5.22 -6.57 -6.86 -6.74 -8.04 -8.40
(21.68) (21.72) (21.86) (20.06) (20.09) (20.24)

∆Post election 0.04 0.05 0.05
(0.17) (0.15) (0.17)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.23∗∗ -0.23∗∗ -0.23∗∗ -0.24∗∗
(0.06) (0.10) (0.10) (0.10) (0.10) (0.10)

∆Exchange rate -5.77 -6.20∗ -6.30∗
(3.84) (3.39) (3.45)

∆Reserves -3.99∗∗ -4.04∗∗ -4.05∗∗
(1.68) (1.73) (1.73)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,333 4,333 4,326 4,333 4,333 4,326 4,333 4,333 4,326
F 0.06 7.49 3.47 0.06 2.48 3.38 0.11 2.49 3.38
Cragg-Donald F 46.99 46.84 47.69 25.72 25.64 25.86
Kleibergen-Paap rk LM 8.25∗∗∗ 8.26∗∗∗ 8.50∗∗∗ 9.67∗∗∗ 9.69∗∗∗ 9.80∗∗∗
Hansen J 0.17 0.15 0.18
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumentedwith the (changes in) the post 3-month election dummy (IV
specifications) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS
specifications). Exchange rate is the nominal effective exchange rate of the local currency against a basket
of foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse
hyperbolic sine transformation is applied to all variables, except the election dummy, prior to differencing
and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are
the Kleibergen-Paap rk LM statistic, Cragg-DonaldWald F statistic, and Hansen J statistic, corresponding to
tests for underidentification test, weak identification, and overidentification, respectively. The 10% maximal
IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed
effects are by currency and time, while robust standard errors are clustered at the currency and time level,
with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.25: Placebo: Effects of political risk on the CCB instrumented with 5-month
post-election dummy†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π 0.32 0.42 -0.15 -13.60 -13.31 -18.20∗
(8.15) (8.17) (8.15) (10.22) (9.23) (10.60)

Post election -0.01 -0.01 0.00
(.) (0.14) (0.14)

ri − rus 0.09 0.09 0.09 0.09 0.12∗∗ 0.13∗
(0.06) (0.06) (0.06) (0.06) (0.06) (0.06)

Exchange rate 1.11 1.11 1.27
(1.45) (1.45) (1.63)

Reserves -2.79∗∗∗ -2.80∗∗∗ -3.31∗∗∗
(0.87) (0.88) (1.17)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,332 4,332 4,327 4,332 4,332 4,327 4,332 4,332 4,327
F 0.00 1.16 3.18 0.00 1.15 3.17 1.77 2.68 2.79
Cragg-Donald F 82.21 84.23 84.22 58.49 60.90 56.19
Kleibergen-Paap rk LM 9.59∗∗∗ 9.76∗∗∗ 9.79∗∗∗ 11.08∗∗∗ 11.99∗∗∗ 11.81∗∗∗
Hansen J 3.23∗ 4.50∗∗ 6.72∗∗

Panel B: Estimation in first differences

∆π -8.48 -14.40 -16.20 -10.29 -15.56 -17.43
(22.00) (22.64) (23.29) (19.29) (19.94) (20.69)

∆Post election 0.06 0.10 0.11
(.) (0.14) (0.14)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗
(0.06) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.91 -6.92∗ -6.99∗
(3.76) (3.56) (3.62)

∆Reserves -3.89∗∗ -4.00∗∗ -4.01∗∗
(1.66) (1.73) (1.74)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,329 4,329 4,324 4,329 4,329 4,324 4,329 4,329 4,324
F 0.16 7.50 3.42 0.15 2.45 3.15 0.28 2.46 3.17
Cragg-Donald F 30.72 30.34 30.17 17.58 17.39 17.10
Kleibergen-Paap rk LM 4.34∗∗ 4.34∗∗ 4.30∗∗ 4.76∗ 4.76∗ 4.69∗
Hansen J 0.09 0.03 0.04
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the post 5-month election dummy
(IV specifications) and both the (changes in) election dummy and (changes in) democratic accountability
(2SLS specifications). Exchange rate is the nominal effective exchange rate of the local currency against a bas-
ket of foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse
hyperbolic sine transformation is applied to all variables, except the election dummy, prior to differencing
and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are
the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding
to tests for underidentification test, weak identification, and overidentification, respectively. The 10% maxi-
mal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications.
Fixed effects are by currency and time, while robust standard errors are clustered at the currency and time
level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

83



A.3.4 Alternative sample coverages

Classification of de facto regimes. In the robustness checks, we consider subsamples
that classify exchange rate regimes using the standard IMF classification. Here, we fol-
low the de facto classification proposed by Levy-Yeyati & Sturzenegger (2005) instead.
The corresponding results are shown in Table A.26 (for de facto flexible regimes) and
Table A.27 (for de facto non-flexible regimes). The estimation results are very similar to
those that adopt the IMF classification.

Estimation at the quarterly frequency. An election typically occurs only once every
fewyears, and hence onemight beworried that thiswould introduce an excessive num-
ber of null values into our election dummy, which is constructed on a monthly basis.
We therefore run regressions with observations aggregated up to the where quarterly
frequency—where each variable is the quarterly average of themonthly data—with the
exception of the election dummy, where quarter is coded as pre-election one as long
as it includes a single month in the 3 months preceding an election (consequently, we
retain only a single election quarter in the instrument set for political risk).

We report these results in Table A.28. Overall, the coefficient on either π or ∆π re-
mains negative (corroborating the results from the monthly frequency used for the
baseline), although these are not always significant. The increase noise surround-
ing the estimates of coefficients actually militate toward conducting our analysis on
a monthly frequency, since election information in such cases will adhere more closely
to the preceding months.
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Table A.26: Effects of political risk on the CCB (de facto flexible exchange rate regime
sample)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -70.74∗ -74.01∗ -79.43∗ -73.84∗ -67.23∗ -73.33
(39.45) (41.83) (43.45) (39.69) (37.51) (45.83)

Election -0.85∗∗∗ -0.87∗∗ -0.92∗∗∗
(0.28) (0.30) (0.30)

ri − rus 0.15 0.14 0.24∗∗ 0.25∗∗ 0.24∗∗ 0.24∗∗
(0.09) (0.09) (0.10) (0.11) (0.08) (0.10)

Exchange rate 0.39 0.59 0.58
(1.32) (2.35) (2.24)

Reserves -3.35∗∗∗ -4.19∗ -4.12∗
(1.05) (2.23) (2.25)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,010 2,010 2,010 2,010 2,010 2,010 2,010 2,010 2,010
F 8.86 5.65 5.31 3.22 3.35 2.08 3.46 4.83 2.90
Cragg-Donald F 13.59 13.19 12.83 6.98 7.58 7.69
Kleibergen-Paap rk LM 4.01∗∗ 3.93∗∗ 3.92∗∗ 4.23 4.33 4.03
Hansen J 0.14 0.23 0.05

Panel B: Estimation in first differences

∆π -105.54∗∗ -101.77∗ -104.25∗ -34.87 -32.59 -34.01
(47.54) (47.76) (51.23) (26.47) (25.84) (25.70)

∆Election -0.52∗∗ -0.51∗∗ -0.51∗∗
(0.22) (0.22) (0.22)

∆(ri − rus) -0.27∗∗∗ -0.27∗∗ -0.36∗∗∗ -0.36∗∗∗ -0.30∗∗ -0.30∗∗
(0.07) (0.12) (0.10) (0.10) (0.11) (0.11)

∆Exchange rate -5.62 -11.51 -7.35
(5.47) (8.40) (5.73)

∆Reserves -5.25∗∗ -6.72∗∗ -5.79∗∗
(2.26) (2.42) (2.32)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,010 2,010 2,010 2,010 2,010 2,010 2,010 2,010 2,010
F 5.81 10.13 3.85 4.93 8.84 4.87 1.74 4.57 4.91
Cragg-Donald F 8.67 8.84 8.52 11.29 11.47 11.04
Kleibergen-Paap rk LM 6.48∗∗ 6.42∗∗ 6.14∗∗ 6.76∗∗ 6.71∗∗ 6.52∗∗
Hansen J 4.11∗∗ 4.15∗∗ 4.12∗∗

† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies,
and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transfor-
mation is applied to all variables, except the election dummy, prior to differencing and estimation. The sample
period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM
statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification
test, weak identification, and overidentification, respectively. The 10% maximal IV size critical value of weak
identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and
time, while robust standard errors are clustered at the currency and time level, with statistical significance given
by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.27: Effects of political risk on the CCB (de facto non-flexible exchange rate
regime sample)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -25.83 -25.22 -22.84 -31.72 -35.15 -55.95∗
(36.40) (36.64) (35.79) (28.23) (23.45) (29.06)

Election -0.24 -0.24 -0.23
(0.27) (0.28) (0.29)

ri − rus 0.03 0.04 0.11 0.10 0.14 0.18
(0.06) (0.06) (0.10) (0.10) (0.10) (0.15)

Exchange rate 3.06 3.24 3.50
(1.92) (2.48) (3.61)

Reserves -2.67∗ -3.64 -5.05
(1.41) (2.26) (3.07)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,329 2,329 2,323 2,329 2,329 2,323 2,329 2,329 2,323
F 0.80 0.68 1.23 0.50 0.54 0.76 1.26 1.36 1.07
Cragg-Donald F 6.95 7.43 8.12 28.95 25.54 20.63
Kleibergen-Paap rk LM 2.83∗ 2.79∗ 2.96∗ 3.82 3.90 3.72
Hansen J 0.01 0.04 0.41

Panel B: Estimation in first differences

∆π -39.85 -39.33 -41.49 -37.27 -36.87 -38.48
(29.47) (29.94) (30.13) (29.94) (30.42) (30.69)

∆Election -0.38 -0.37 -0.39
(0.27) (0.26) (0.27)

∆(ri − rus) -0.11∗ -0.12 -0.06 -0.05 -0.06 -0.06
(0.07) (0.09) (0.11) (0.12) (0.11) (0.12)

∆Exchange rate -5.24 -7.99 -7.78
(5.13) (4.78) (4.74)

∆Reserves -1.49 -1.30 -1.31
(2.79) (2.84) (2.83)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,327 2,327 2,320 2,327 2,327 2,320 2,327 2,327 2,320
F 2.00 2.40 3.52 1.83 2.09 3.08 1.55 2.03 3.06
Cragg-Donald F 35.33 34.46 33.74 17.86 17.39 17.08
Kleibergen-Paap rk LM 7.09∗∗∗ 6.98∗∗∗ 7.01∗∗∗ 7.76∗∗ 7.72∗∗ 7.70∗∗
Hansen J 1.13 1.14 1.21
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV speci-
fications) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS
specifications). Exchange rate is the nominal effective exchange rate of the local currency against a basket
of foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse
hyperbolic sine transformation is applied to all variables, except the election dummy, prior to differencing
and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality
are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corre-
sponding to tests for underidentification test, weak identification, and overidentification, respectively.
The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for
IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at the
currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.28: Effects of political risk on the cross-currency basis at the quarterly
frequency†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -42.47 -41.89 -44.92 -47.87 -45.93∗∗ -68.28∗∗
(35.42) (34.94) (36.13) (31.44) (20.78) (27.42)

Election -0.41∗ -0.41∗ -0.43∗
(0.24) (0.24) (0.23)

ri − rus 0.11∗ 0.11∗ 0.21∗∗ 0.21∗∗ 0.22∗∗∗ 0.26∗∗
(0.06) (0.06) (0.09) (0.10) (0.07) (0.11)

Exchange rate 1.45 1.96 2.23
(1.74) (2.33) (2.90)

Reserves -2.93∗∗∗ -4.16∗∗ -4.81∗∗
(1.01) (1.81) (2.36)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 1,458 1,458 1,456 1,458 1,458 1,456 1,458 1,458 1,456
F 3.09 3.37 3.58 1.44 2.60 2.03 2.32 6.58 2.71
Cragg-Donald F 5.94 6.15 5.98 9.47 10.08 7.97
Kleibergen-Paap rk LM 3.50∗ 3.64∗ 3.52∗ 4.47 4.89∗ 4.44
Hansen J 0.02 0.01 0.35

Panel B: Estimation in first differences

∆π -33.83∗ -34.98∗ -37.00∗ -31.78 -32.97 -34.58
(19.92) (19.30) (20.75) (21.01) (20.48) (21.40)

∆ Election -0.26∗∗ -0.27∗∗ -0.28∗∗
(0.12) (0.12) (0.12)

∆(ri − rus) -0.08 -0.09 -0.08 -0.09 -0.08 -0.09
(0.13) (0.13) (0.14) (0.13) (0.14) (0.13)

∆Exchange rate -0.02 -2.32 -2.17
(2.98) (3.79) (3.55)

∆Reserves -3.14∗∗ -4.34∗∗∗ -4.25∗∗∗
(1.15) (1.32) (1.34)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 1,425 1,425 1,423 1,425 1,425 1,423 1,425 1,425 1,423
F 4.59 2.84 4.05 2.88 2.47 4.34 2.29 1.93 3.78
Cragg-Donald F 23.28 23.26 22.42 12.38 12.38 11.88
Kleibergen-Paap rk LM 8.11∗∗∗ 8.24∗∗∗ 7.62∗∗∗ 8.67∗∗ 8.82∗∗ 8.26∗∗
Hansen J 0.05 0.04 0.07
† This table reports the regression of quarterly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV specifica-
tions) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS spec-
ifications). Exchange rate is the nominal effective exchange rate of the local currency against a basket of
foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse hy-
perbolic sine transformation is applied to all variables, except the election dummy, prior to differencing and
estimation. The sample period ranges from 2009Q3 to 2020Q3. Test statistics for instrument quality are
the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding
to tests for underidentification test, weak identification, and overidentification, respectively. The 10 (15)%
maximal IV size critical value of weak identification is 19.9 (11.6) for 2SLS specifications, and 16.4 (9.0) for
IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at the
currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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A.3.5 Additional falsification test for the pre-crisis and crisis period

In the main text, we performed our an out-of-sample falsification test using only
the pre-crisis period. Here, we repeat the exercise for the baseline specifications, but
instead utilize data for the period between January 2000 to June 2009, which we define
as the pre-crisis and crisis period. The corresponding results are summarized in Table
A.29, and the uniformly insignificant coefficients on political risk corroborate the re-
sults argument that such risks did not contribute to CIP deviations in the the pre-crisis
and crisis period, but only became relevant after the global financial crisis.
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Table A.29: Effects of political risk on the cross-currency basis, pre-crisis and crisis
period†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π 6.86 6.66 15.34 0.71 1.26 -4.92
(56.92) (56.04) (61.68) (17.93) (19.12) (19.81)

Election 0.04 0.04 0.09
(0.19) (0.35) (0.37)

ri − rus -0.11 -0.10 -0.11 -0.09 -0.11 -0.11
(0.09) (0.10) (0.09) (0.11) (0.09) (0.10)

Exchange rate 2.42 1.39 2.75
(2.25) (5.22) (2.94)

Reserves 2.02 0.79 2.41
(2.46) (5.36) (2.81)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,985 2,985 2,942 2,985 2,985 2,942 2,985 2,985 2,942
F 0.05 0.66 0.79 0.01 0.66 0.88 0.00 0.67 0.71
Cragg-Donald F 2.78 2.77 2.41 28.75 28.86 17.86
Kleibergen-Paap rk LM 0.88 0.87 0.84 4.50 4.55 3.38
Hansen J 0.01 0.01 0.12

Panel B: Estimation in first differences

∆π 78.18 67.25 78.92 70.43 59.92 75.80
(60.59) (59.24) (66.47) (58.80) (57.35) (65.42)

∆Election 0.31∗∗ 0.27 0.29
(0.16) (0.20) (0.19)

∆(ri − rus) -0.33∗∗ -0.32∗∗ -0.31∗ -0.31∗ -0.31∗ -0.31∗
(0.15) (0.15) (0.16) (0.17) (0.16) (0.17)

∆Exchange rate -2.29 2.11 1.94
(2.40) (5.94) (5.82)

∆Reserves 0.25 1.21 1.17
(2.46) (3.18) (3.13)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,948 2,948 2,907 2,948 2,948 2,907 2,948 2,948 2,907
F 3.95 4.32 2.34 1.66 4.11 2.19 1.43 3.86 2.14
Cragg-Donald F 5.34 5.26 4.38 2.71 2.67 2.21
Kleibergen-Paap rk LM 3.46∗ 3.41∗ 3.09∗ 3.56 3.51 3.16
Hansen J 1.95 1.74 0.73
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumentedwith the (changes in) election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifica-
tions). Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign
currencies, and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic
sine transformation is applied to all variables, except the election dummy, prior to differencing and esti-
mation. The sample period ranges from 2000M1 to 2009M6. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to
tests for underidentification test, weak identification, and overidentification, respectively. The 10% maxi-
mal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications.
Fixed effects are by currency and time, while robust standard errors are clustered at the currency and time
level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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A.4 Additional Discussion
A.4.1 Further results from regression discontinuity

Choice of parametric regression discontinuity design. In the baseline, we utilize a
parametric model for our RD estimation, with manually-chosen bandwidths set at 5
percent for both sides of the cutoff. As explained in SectionA.2.3, this is because strictly
following the optimally-suggested bandwidth would result in our dataset collapsing
to an unjustifiably-small number of observations.

Here, we summarize our nonparametric RD results, where the bandwidth was
determined by either the mean squared error (MSE)-optimal or coverage error rate
(CER)-optimal selector. We find negative and significant point estimates (full details
are available on request), for both θ̂w and γ̂w. However, these estimations suggest very
small values—between 1 and 5 percent (andusually smaller than 3 percent)—for band-
widths, which in turn imply constraining the sample to a very small number of obser-
vations.

RD figures with confidence intervals. In the main text, we explained that including
confidence intervals would excessively obscure the scatter of points, given our small
sample. Here, we provide the RD plots at the 90% confidence interval (CI) level for the
full sample, with CIs constructed either with bin-specific standard errors (Figure A.2)
or constant standard errors (Figure A.3). Again following the main text, we also in-
clude the analogous figures for the sample excluding euro (in Figures A.4 and Fig-
ure A.5, respectively).

Using a looser 10 percent threshold for close elections. The major disadvantage to
utilizing the 5 percent bandwidth, informed by nonparametric approach, is the loss
of observations. We loosen our threshold for close elections to a 10 percent margin
and present these results analogous to the main text (for the 5 percent margin) in
Figures A.6 (full currency sample) and A.7 (sample excluding euro), and Table A.30.
We also offer plots for the RD graphs with confidence intervals at the 90% level, con-
structed from bin-specific standard errors (Figure A.8 for the full currency sample and
Figure A.9 for the sample excluding the euro).

Even as the number of observations increases, the decline in cross-currency ba-
sis at the threshold persists, regardless of currency sample or choice of local polyno-
mial. That said, the gap appears to be slightly smaller compared to what we find with
the 5 percent margin for estimations with changes in cross-currency basis, although
the point estimates are insignificant (albeit negative). The less-significant results—
obtained when applying a less stringent criterion for close elections—indirectly cor-
roborate how closer elections give rise to a more negative cross-currency basis.

Alternative approaches to characterizingwinmargins. In some polities, such as those
in Australia, Europe, or Malaysia, government is typically formed from a coalition,
comprising several aligned parties after the election. To accommodate this possibility,
we employ the vote margin from the government and opposing coalitions (where ap-
plicable) as our running variable instead. We report the corresponding results in Fig-
ures A.10 (full currency sample) and A.11 (sample excluding euro), and Table A.31.10

10While we use the default triangular kernel function to construct our local-polynomial estimators,
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With these results, we observe a drop in the CCB for the level estimations at the
cutoff (zero) of the vote margin, whereas there is a small hike for the CCB in first dif-
ferences. However, the estimates of γ̂w are insignificant, suggesting no effect in spec-
ifications of first differences in CCB. On balance, these findings are in line with our
baseline results.
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Figure A.2: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/loss margin of 5 percent between
the government and opposition parties, for the full sample with confidence interval at
90% level generated with bin-specific standard errors. The discontinuities are clearly
more pronounced for the level (top panel) rather than changes (right panel) in the
cross-currency basis.

we also consider other kernel functions, such as the uniform and Epanechnikov. Overall, these results
are qualitatively in line with our baseline finding and available on request.
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Table A.30: Effects of political risk on the cross currency basis using discontinuities
at the 10 percent vote margin for close elections between the largest government and
opposition parties†

Full sample Without EUR

CCB ∆CCB CCB ∆CCB
(1) (2) (3) (4) (5) (6) (7) (8)

Conventional -3.21∗∗ -3.35∗ 0.07 0.08 -4.07∗∗∗ -4.75∗∗ -0.02 -0.10
(1.44) (1.89) (0.31) (0.33) (1.52) (1.95) (0.34) (0.33)

Bias-corrected -3.49∗∗ -6.88∗∗∗ 0.08 0.11 -4.69∗∗∗ -8.86∗∗∗ -0.10 -0.16
(1.44) (1.89) (0.31) (0.33) (1.52) (1.95) (0.34) (0.33)

Robust -3.49∗ -6.88∗∗∗ 0.08 0.11 -4.69∗∗ -8.86∗∗∗ -0.10 -0.16
(1.83) (2.06) (0.33) (0.50) (1.90) (1.81) (0.32) (0.53)

Observations 66 66 66 66 56 56 56 56
Polynomial Linear Quadratic Linear Quadratic Linear Quadratic Linear Quadratic
Kernel Triangular Triangular Triangular Triangular Triangular Triangular Triangular Triangular
† This table reports the regression between monthly cross-currency basis at a tenor of 3 months and the vote share
margin of close elections between the government and opposing parties between July 2009 and August 2020. We
regard an election as a close one if the vote margin is not greater than 10 percent due to low number of observations.
Interest differentials, reserves, real effective exchange rate, currency and time fixed effects are controlled. Robust
standard errors clustered at currency level are reported: ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01

Table A.31: Effects of political risk on the cross currency basis using discontinuities
at the vote margin for close elections between the largest government and opposition
coalitions†

Full sample Sample without EUR
(1) (2) (3) (4) (5) (6) (7) (8)
CCB CCB ∆ CCB ∆ CCB CCB CCB ∆ CCB ∆ CCB

Conventional -4.05∗∗ -4.69∗∗ 0.16 0.30 -5.78∗∗∗ -8.07∗∗∗ 0.18 0.29
(1.81) (2.32) (0.32) (0.45) (1.85) (2.11) (0.39) (0.51)

Bias-corrected -4.77∗∗∗ -5.76∗∗ 0.27 0.62 -7.06∗∗∗ -9.97∗∗∗ 0.24 0.52
(1.81) (2.32) (0.32) (0.45) (1.85) (2.11) (0.39) (0.51)

Robust -4.77∗∗ -5.76 0.27 0.62 -7.06∗∗∗ -9.97∗∗ 0.24 0.52
(2.16) (4.42) (0.42) (0.43) (1.94) (4.06) (0.48) (0.47)

Observations 28 28 28 28 22 22 22 22
Polynomial 1 2 1 2 1 2 1 2
Kernel Triangular Triangular Triangular Triangular Triangular Triangular Triangular Triangular
† This table reports the regression between monthly cross-currency basis at a tenor of 3 months and the vote share
margin of close elections between the government and opposing coalitions between July 2009 and August 2020. We
regard an election as a close one if the vote margin is not greater than 5 percent. Interest differentials, reserves, real
effective exchange rate, currency and time fixed effects are controlled. Robust standard errors clustered at currency
level are reported: ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01
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Figure A.3: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/loss margin of 5 percent between
the government and opposition parties, for the full sample with confidence interval at
90% level generatedwith constant standard errors. The discontinuities are clearlymore
pronounced for the level (top panel) rather than changes (right panel) in the cross-
currency basis.
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Figure A.4: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/loss margin of 5 percent between
the government and opposition parties, for the sample excluding the euro with confi-
dence interval at 90% level generated with bin-specific standard errors. The disconti-
nuities are clearlymore pronounced for the level (top panel) rather than changes (right
panel) in the cross-currency basis.
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Figure A.5: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/loss margin of 5 percent between
the government and opposition parties, for the sample excluding the euro with confi-
dence intervals at 90% level generated with constant standard errors. The discontinu-
ities are clearly more pronounced for the level (top panel) rather than changes (right
panel) in the cross-currency basis.
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Figure A.6: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/loss margin of 10 percent be-
tween the government and opposition parties, for the full sample. The discontinuities
are clearlymore pronounced for the level (top panel) rather than changes (right panel)
in the cross-currency basis.
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Figure A.7: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/lossmargin of 10 percent between
the government and opposition parties, for the sample excluding the euro. The disconti-
nuities are clearlymore pronounced for the level (top panel) rather than changes (right
panel) in the cross-currency basis.
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Figure A.8: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote sharewin/lossmargin of 10 percent between
the government and opposition parties, for the full samplewith confidence interval at
90% level generated with bin-specific standard errors. The discontinuities are clearly
more pronounced for the level (top panel) rather than changes (right panel) in the
cross-currency basis.

95



-8
-6

-4
-2

0
2

-10 -5 0 5 10

Sample average within bin Polynomial fit of order 1

RD plot: CCB and largest party vote share margin (without EUR)

(a) CCB, linear

-8
-6

-4
-2

0
2

-10 -5 0 5 10

Sample average within bin Polynomial fit of order 2

RD plot: CCB and largest party vote share margin (without EUR)

(b) CCB, quadratic

-1
0

1
2

3

-10 -5 0 5 10

Sample average within bin Polynomial fit of order 1

RD plot:CCB and largest party vote share margin (without EUR)

(c) ∆CCB, linear

-1
0

1
2

-10 -5 0 5 10

Sample average within bin Polynomial fit of order 2

RD plot: CCB and largest party vote share margin (full currency sample)

(d) ∆CCB, quadratic

Figure A.9: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/loss margin of 10 percent be-
tween the government and opposition parties, for the sample excluding the eurowith
confidence interval at 90% level generated with bin-specific standard errors. The dis-
continuities are clearly more pronounced for the level (top panel) rather than changes
(right panel) in the cross-currency basis.
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Figure A.10: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/loss margin of 5 percent between
the government and opposition coalitions, for the full sample. Consistently, the dis-
continuities are clearly more pronounced for the level (top panel) rather than changes
(right panel) in the cross-currency basis.
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Figure A.11: Regression discontinuity plots corresponding to a local linear (left panel)
or quadratic (right panel) form, for a vote share win/loss margin of 5 percent between
the government and opposition coalitions, for the sample excluding the euro. Consis-
tently, the discontinuities are clearly more pronounced for the level (top panel) rather
than changes (right panel) in the cross-currency basis.
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A.4.2 Results from first stage regressions

We report full first stage results between the political risk and the instruments of
the baseline results in Table A.32, corresponding to Tables 1 and 2. As discussed in
the main text, the first stage effects are very small, but are highly significant at the 1%
level. This points to how the duration indicator not only satisfies the relevance condi-
tion, but since political risks entail more dimensions than elections alone, it lends some
additional credence to the plausibility of the exclusion restriction. The small coefficient
also implies that the duration to an election indicator, per se, does not exert any causal
effect on political risk, which is also intuitively reasonable.

Table A.32: First stage relationship between political risk and its instruments†

IV 2SLS
(1) (2) (3) (4) (5) (6)

Panel A: Estimation in levels

Election 0.01∗∗∗ 0.01∗∗∗ 0.01∗∗∗ 0.01∗∗∗ 0.01∗∗∗ 0.01∗∗∗
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)

Demo accountability -0.05 -0.05∗∗ -0.04∗
(0.03) (0.02) (0.02)

Observations 4,339 4,339 4,333 4,339 4,339 4,333
F 10.06 9.74 9.67 6.82 7.81 6.70

Panel B: Estimation in first differences

∆Election 0.01∗∗∗ 0.01∗∗∗ 0.01∗∗∗ 0.01∗∗∗ 0.01∗∗∗ 0.01∗∗∗
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)

∆Demo accountability 0.04 0.04 0.04
(0.05) (0.05) (0.05)

Observations 4,337 4,337 4,330 4,337 4,337 4,330
F 21.38 21.42 20.64 13.07 13.08 12.70
† This table reports the first-stage results for the political risk and its in-
struments, where the (changes in) political risk is instrumented with the
(changes in) election dummy (IV specifications) and both the (changes in)
election dummy and (changes in) democratic accountability (2SLS spec-
ifications). Fixed effects at currency-time level is controlled, and robust
standard errors clustered at currency-time level are reported: ∗ p < 0.1, ∗∗
p < 0.05, ∗∗∗ p < 0.01
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A.4.3 Additional analysis for insurance mitigation mechanisms

Additional first-differenced results for swap lines. In themain text, we reported spec-
ifications for the conditioning role of effects of swap lines for the specifications in levels.
Here, we report the comparable results for first-differenced specifications (Table A.33).
Although the coefficient on∆π is marginally significant, Cragg-Donald F tests point to
weak instrument issues through all the specifications. In particular, Kleibergen-Paap
LM tests reveal underidentification issueswith the 2SLS specifications. Consistentwith
the levels estimations, these results suggest little impact of political risk on CIP devia-
tions in countries whose central bank has active swap lines with the Fed.

One may also wonder if the mere presence of the swap lines are what matters, or
if the magnitude of the swap lines will have a discernible impact. Indeed, one could
argue that we are throwing away information by limiting the analysis to merely an
indicator of swap lines. We therefore repeat our levels estimations where we instead
impose an alternative interaction term, political riskwith the swap line size. The results
are given in Table A.34. The interaction term is insignificant for all the specifications,
corroborating the notion that there is no effect of political risk on CIP deviations for
currencies whose monetary authority maintain swap lines with the Fed.

Additional 2SLS results for reserves. As alluded to in the text, the full set of regression
results, for specifications where political risk is interacted with reserves, are reported
in Table A.35. Estimates with 2SLS do not differ much compared to those in levels.

Interactions of political risk with interest differential. Now, instead of applying an
interaction between political risk and reserves, one could argue that a more relevant
margin for self-insurance is whether a sovereign is able to continue funding its borrow-
ing, especially if it were tomount an interest rate defense of its debt. TableA.36 replaces
reserves with the 10-year sovereign-U.S. Treasury rate differential. The negative coef-
ficient on the interaction with treasury differential for non-G10 currencies implies that
hikes in the long-term interest differentials leads to deterioration in dollar availability,
which may be explained by how increases in the local sovereign rate is associated with
greater political risk, which in turn discourages foreign investment inflows and curtails
the domestic supply of dollars.
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Table A.33: Effects of political risk on cross-currency basis, when swap lines are
available†

IV 2SLS
(1) (2) (3) (4) (5) (6)

∆π -40.10∗ -40.87∗ -46.26∗ -34.93∗ -35.71∗ -42.66∗∗
(19.43) (21.30) (22.75) (17.81) (19.36) (19.57)

∆(ri − rus) 0.11 0.12 0.11 0.12
(0.11) (0.11) (0.11) (0.11)

∆Exchange rate -9.94 -9.73
(5.74) (5.60)

∆Reserves -1.02 -1.03
(2.22) (2.15)

Observations 1,742 1,742 1,742 1,742 1,742 1,742
F 4.26 2.94 3.89 3.85 3.03 4.61
Cragg-Donald F 6.57 6.60 6.12 3.45 3.47 3.18
Kleibergen-Paap rk LM 2.91∗ 2.94∗ 2.81∗ 3.78 3.83 3.98
Hansen J 1.25 1.21 1.09
† This table reports the regression betweenmonthly changes in cross-currency ba-
sis, at a tenor of 3 months, and changes in political risk which is instrumented
with the change in election dummy (IV specifications) and both the changes
in election dummy and changes in democratic accountability (2SLS specifica-
tions). The inverse hyperbolic sine transformation is applied to all variables,
except the election dummy, prior to differencing and estimation. The sample pe-
riod ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J
statistic, corresponding to tests for underidentification test, weak identification,
and overidentification, respectively. The 10% maximal IV size critical value of
weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications.
Fixed effects are by currency and time,while robust standard errors are clustered
at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗
p < 0.05, ∗∗∗ p < 0.01.

100



Table A.34: Effects of political risk on cross-currency basis, conditional on swap size†

IV 2SLS
(1) (2) (3) (4) (5) (6)

π × Swap size 1.73 1.25 1.28 2.37 3.72 3.92
(5.18) (5.45) (5.71) (4.11) (5.14) (6.41)

π -49.89∗ -50.77∗ -52.48∗ -47.86∗ -47.75∗∗ -64.00∗∗
(27.08) (28.20) (28.93) (26.88) (20.47) (23.63)

Swap size 6.84 4.94 5.08 9.42 14.83 15.61
(20.71) (21.78) (22.81) (16.47) (20.60) (25.68)

ri − rus 0.20∗∗ 0.20∗∗ 0.20∗∗∗ 0.23∗∗
(0.08) (0.08) (0.07) (0.10)

Exchange rate 1.72 1.81
(2.24) (2.52)

Reserves -4.24∗∗ -4.35∗∗
(1.73) (2.09)

Observations 4,339 4,339 4,333 4,339 4,339 4,333
F 3.07 3.61 2.82 1.48 2.91 2.02
Cragg-Donald F 4.38 4.50 4.47 5.81 5.81 5.52
Kleibergen-Paap rk LM 0.77 0.78 0.79 2.60 2.56 2.57
Hansen J 0.02 0.18 0.16
† This table reports the regression between monthly cross-currency basis, at a
tenor of 3 months, and political risk which is instrumented with the election
dummy (IV specifications) and both the election dummy and democratic ac-
countability (2SLS specifications). The inverse hyperbolic sine transformation
is applied to all variables, except the election dummy, prior to differencing and
estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for
instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-DonaldWald
F statistic, and Hansen J statistic, corresponding to tests for underidentification
test, weak identification, and overidentification, respectively. The 10% maximal
IV size critical value of weak identification is 16.9 for 2SLS specifications, and
7.0 for IV specifications. Fixed effects are by currency and time, while robust
standard errors are clustered at the currency and time level, with statistical sig-
nificance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.35: Effects of political risk on the cross-currency basis, conditional on reserves†

IV 2SLS
(1) (2) (3) (4) (5) (6)

Panel A: Non-G10 currencies

π -119.66∗ -123.75∗ -121.30∗ 13.53 4.42 23.30
(61.07) (62.02) (61.22) (18.28) (21.92) (21.35)

π ×Reserves 83.04∗ 87.64∗ 86.02∗ -18.79∗ -16.73 -36.05∗∗
(46.61) (47.05) (46.88) (9.73) (10.70) (16.69)

Reserves 325.47∗ 344.13∗ 338.45∗ -78.09∗ -69.77 -147.14∗∗
(184.75) (186.60) (186.02) (38.52) (42.43) (66.76)

ri − rus 0.09 0.03 0.10 0.18
(0.13) (0.14) (0.09) (0.12)

Exchange rate -4.51 4.12
(2.72) (2.68)

Currency and Time FE? Y Y Y Y Y Y
Observations 2,993 2,993 2,993 2,993 2,993 2,993
F 1.47 1.39 1.39 5.55 4.15 2.74
Cragg-Donald F 5.30 6.50 7.49 38.44 27.10 22.80
Kleibergen-Paap rk LM 8.10∗∗∗ 5.73∗∗ 5.04∗∗ 9.87∗∗ 10.60∗∗ 6.14
Hansen J 6.23∗∗ 5.51∗ 6.89∗∗

Panel B: G10 currencies

π 3.3e+05 -855.00 -766.19 -25.61∗∗∗ -23.95∗∗∗ -21.57∗∗
(1.5e+09) (10952.11) (9042.76) (5.91) (6.31) (8.38)

π ×Reserves -1.3e+05 310.43 274.13 2.75 2.26 2.42
(6.0e+08) (3950.97) (3208.71) (8.58) (7.92) (7.09)

Reserves -5.2e+05 1265.66 1117.13 10.51 8.72 9.16
(2.5e+09) (16108.65) (13078.67) (35.75) (33.06) (29.64)

ri − rus -1.47 -1.33 -0.05 -0.05
(18.62) (15.30) (0.04) (0.03)

Exchange rate 2.06 1.52
(73.03) (2.27)

Currency and Time FE? Y Y Y Y Y Y
Observations 1,340 1,340 1,340 1,340 1,340 1,340
F 0.00 0.00 0.01 10.53 9.76 11.39
Cragg-Donald F 0.00 0.00 0.00 6.53 8.02 7.71
Kleibergen-Paap rk LM 0.00 0.01 0.01 3.52 3.33 3.25
Hansen J . . .
† This table reports the regression ofmonthly cross-currency basis, at a tenor of 3months, on po-
litical risk which is instrumented with the 3-month-prior election dummy (IV specifications)
and both the election dummy and democratic accountability (2SLS specifications). Exchange
rate is the nominal effective exchange rate of the local currency against a basket of foreign
currencies, and reserves is the international reserve to GDP ratio for each country. The in-
verse hyperbolic sine transformation is applied to all variables, except the election dummy,
prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test
statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald
F statistic, and Hansen J statistic, corresponding to tests for underidentification test, weak
identification, and overidentification, respectively. The 10% (15%) maximal IV size critical
value of weak identification is 7.0 (4.6). Fixed effects are by currency and time, while robust
standard errors are clustered at the currency and time level, with statistical significance given
by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.36: Effects of political risk on the cross-currency basis, conditional on long-
term treasury interest differentials†

IV 2SLS
(1) (2) (3) (4) (5) (6)

Panel A: non-G10 currencies

π -33.69 -38.63 -38.09 -38.85 -41.71 -46.52
(26.15) (28.18) (27.73) (25.92) (28.97) (31.57)

π × (yi − yus) -4.94∗ -5.09∗ -5.04∗ -2.72 -3.35 -4.31
(2.74) (2.80) (2.81) (1.80) (2.17) (2.70)

yi − yus -19.25∗ -19.90∗ -19.71∗ -10.44 -12.99 -16.80
(10.80) (11.03) (11.08) (7.08) (8.56) (10.66)

Reserves -4.80 -4.46 -4.30 -4.39
(2.99) (3.23) (2.70) (3.19)

Exchange rate -1.65 -1.11
(2.66) (2.67)

Currency and Time FE? Y Y Y Y Y Y
Observations 2,830 2,830 2,830 2,830 2,830 2,830
F 1.58 1.19 1.06 1.83 1.21 1.36
Cragg-Donald F 5.17 4.96 5.56 5.16 4.88 5.10
Kleibergen-Paap rk LM 4.01∗∗ 4.36∗∗ 4.72∗∗ 6.48∗ 6.00 5.89
Hansen J 4.34∗ 1.98 1.31

Panel B: G10 currencies

π -105.48 -89.30 -89.92 4.21 6.09 0.22
(194.98) (148.86) (173.82) (14.43) (15.73) (10.63)

π × (yi − yus) 11.68 9.29 9.36 2.12 2.39 1.35
(30.34) (22.38) (26.43) (2.46) (2.71) (2.05)

yi − yus 46.65 37.11 37.40 8.39 9.47 5.35
(121.19) (89.45) (105.66) (9.76) (10.75) (8.14)

Reserves -3.04 -3.01 -0.09 -0.50
(5.66) (4.67) (0.42) (0.30)

Exchange rate -0.27 1.72
(20.67) (1.41)

Currency and Time FE? Y Y Y Y Y Y
Observations 1,252 1,252 1,252 1,252 1,252 1,252
F 0.12 0.12 0.10 0.54 0.39 1.52
Cragg-Donald F 0.09 0.13 0.11 1.65 1.72 1.56
Kleibergen-Paap rk LM 0.27 0.34 0.25 3.26 3.37 8.21∗∗
Hansen J 6.29 6.56 5.45∗

† This table reports the regression of monthly cross-currency basis, at a tenor of 3
months, on political risk which is instrumented with the 3-month-prior election
dummy (IV specifications) and both the election dummy and democratic account-
ability (2SLS specifications). Exchange rate is the nominal effective exchange rate
of the local currency against a basket of trade-weighted foreign currencies, and re-
serves is the international reserve to GDP ratio for each country. yi−yus is the the
spread of the 10-year foreign Treasury yield over the 10-year U.S Treasury. The
inverse hyperbolic sine transformation is applied to all variables, except the elec-
tion dummy, prior to differencing and estimation. The sample period ranges from
2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap
rk LM statistic, Cragg-DonaldWald F statistic, and Hansen J statistic, correspond-
ing to tests for underidentification test, weak identification, and overidentification,
respectively. The 10% (15%) maximal IV size critical value of weak identification
is 7.0 (4.6). Fixed effects are by currency and time, while robust standard errors
are clustered at the currency and time level, with statistical significance given by ∗

p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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A.4.4 Additional analysis for the transmission of political risk

Additional types of political risk. In the main text, the discussion of systematic po-
litical risk in Table 12 was limited to the rule of law. Here, we report the effects of
other types of political risk. These correspond to corruption (Table A.37), bureaucratic
effectiveness (Table A.38), and the military in politics (Table A.39).

Furthermore, while the results in Table 12 apply the decomposition of political risk
to external conflict and government stability, we report an additional decomposition
for internal conflict (Table A.40).

Across these variations, we only find significant results for internal conflict risk in
the first differenced estimations, consistent with our baseline analysis in constructing
the political risk measure by considering the most relevant sub-components to CIP
deviations. This corroborates our argument that it is political stability that matters
most often.
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Table A.37: Effects of corruption risk on the CCB†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

Corruption risk -177.23 -190.75 -226.32 6.23 6.14∗ 10.83∗∗
(272.98) (308.28) (435.85) (3.71) (3.50) (4.26)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.85 0.61 0.07 0.06
(0.06) (0.06) (1.19) (1.09) (0.07) (0.06)

Exchange rate 1.17 -36.39 2.97
(1.46) (74.60) (2.08)

Reserves -2.84∗∗∗ -11.68 -2.40∗∗
(0.87) (20.95) (0.90)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 0.42 0.26 0.08 2.83 3.54 3.24
Cragg-Donald F 0.64 0.58 0.47 366.75 370.12 255.89
Kleibergen-Paap rk LM 0.49 0.45 0.30 2.84 2.74 2.90
Hansen J 7.10∗∗∗ 6.99∗∗∗ 7.01∗∗∗

Panel B: Estimation in first differences

∆Corruption risk -93000.01 19400.69 5483.50 -35.81 -31.21 -21.66
(1.7e+07) (7.5e+05) (58860.59) (72.73) (68.64) (62.07)

∆ Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -11.99 -3.61 -0.21∗ -0.22∗
(0.06) (0.10) (452.42) (36.51) (0.11) (0.11)

∆Exchange rate -5.97 162.27 -6.46
(3.83) (1788.65) (4.24)

∆Reserves -3.99∗∗ 14.60 -4.07∗∗
(1.67) (180.69) (1.76)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 0.00 0.00 0.01 0.24 2.62 2.89
Cragg-Donald F 0.00 0.00 0.01 0.78 0.79 0.73
Kleibergen-Paap rk LM 0.00 0.00 0.01 0.55 0.56 0.54
Hansen J 6.59*** 6.43*** 6.81***
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on (changes
in) corruption risk, which is instrumented with the (changes in) the election dummy (IV specifications) and both
the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange rate
is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and reserves is
the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation is applied to all
variables, except the election dummy, prior to differencing and estimation. The sample period ranges from 2009M7 to
2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic,
and Hansen J statistic, corresponding to tests for underidentification test, weak identification, and overidentification,
respectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for
IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at the currency
and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.38: Effects of bureaucratic effectiveness risk on the CCB†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -530.62 -552.87 -558.18 32.02 31.49 48.98
(404.88) (415.43) (406.74) (26.75) (28.08) (42.11)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.47∗∗ 0.39∗∗ 0.07 0.06
(0.06) (0.06) (0.21) (0.17) (0.06) (0.06)

Exchange rate 1.17 -9.83 2.14
(1.46) (6.77) (1.85)

Reserves -2.84∗∗∗ 1.74 -3.23∗∗∗
(0.87) (2.57) (1.00)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 1.72 6.37 3.95 1.43 1.66 2.81
Cragg-Donald F 1.35 1.28 1.32 236.61 236.54 201.23
Kleibergen-Paap rk LM 2.11 2.25 2.34 2.91 3.12 3.11
Hansen J 7.03∗∗∗ 6.94∗∗∗ 7.24∗∗∗

Panel B: Estimation in first differences

∆π -2.2e+04 -2.2e+04 -2.1e+04 -6814.64 -6485.84 -7168.85
(31679.76) (32702.88) (30692.68) (10076.79) (9740.32) (10667.37)

∆Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ 0.31 0.28 -0.07 -0.06
(0.06) (0.10) (.) (.) (0.10) (0.09)

∆Exchange rate -5.97 14.40 1.13
(3.83) (.) (6.20)

∆Reserves -3.99∗∗ 8.55 0.31
(1.67) (6.33) (1.84)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 0.47 0.23 0.47 0.46 5.78 0.34
Cragg-Donald F 0.01 0.01 0.01 0.01 0.01 0.01
Kleibergen-Paap rk LM 0.57 0.59 0.57 0.60 0.60 0.62
Hansen J 4.85∗∗ 4.83∗∗ .
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on (changes in) bureau-
cracy quality risk, which is instrumented with the (changes in) the competitive election dummy (IV specifications) and both the
(changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange rate is the nominal
effective exchange rate of the local currency against a basket of foreign currencies, and reserves is the international reserve to
GDP ratio for each country. The inverse hyperbolic sine transformation is applied to all variables, except the election dummy,
prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality
are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for un-
deridentification test, weak identification, and overidentification, respectively. The 10% maximal IV size critical value of weak
identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time, while robust
standard errors are clustered at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.39: Effects of military in politics risk on the CCB†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π 899.88 723.00 692.73 13.83∗∗ 13.71∗∗ 17.33∗∗
(2922.88) (1835.72) (1676.76) (6.23) (6.35) (7.32)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 -2.19 -2.18 0.05 0.03
(0.06) (0.06) (6.08) (5.63) (0.06) (0.06)

Exchange rate 1.17 -10.71 0.87
(1.46) (32.12) (1.61)

Reserves -2.84∗∗∗ 7.67 -2.56∗∗∗
(0.87) (22.90) (0.91)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 0.09 0.08 0.05 4.93 4.30 3.68
Cragg-Donald F 0.06 0.09 0.10 168.09 169.52 216.60
Kleibergen-Paap rk LM 0.10 0.17 0.19 2.71 2.78 3.01
Hansen J 6.07∗∗ 6.01∗∗ 5.91∗∗

Panel B: Estimation in first differences

∆π 325.72 317.72 326.68 316.45 309.22 318.87
(289.71) (283.21) (288.66) (264.35) (258.84) (264.82)

∆Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗
(0.06) (0.10) (0.09) (0.09) (0.09) (0.09)

∆Exchange rate -5.97 -6.02 -6.01
(3.83) (3.82) (3.82)

∆Reserves -3.99∗∗ -2.83 -2.86
(1.67) (2.14) (2.12)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 1.26 3.79 4.15 1.43 3.86 4.22
Cragg-Donald F 5.59 5.61 5.59 2.96 2.96 2.95
Kleibergen-Paap rk LM 1.67 1.67 1.67 2.38 2.38 2.28
Hansen J 0.17 0.15 0.13
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on (changes in)
military in politics risk, which is instrumented with the (changes in) the competitive election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange
rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and reserves is
the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation is applied to all
variables, except the election dummy, prior to differencing and estimation. The sample period ranges from 2009M7 to
2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic,
and Hansen J statistic, corresponding to tests for underidentification test, weak identification, and overidentification,
respectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for
IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at the currency and
time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.40: Effects of internal conflict risk on the CCB†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π 128.15 130.34 130.55 34.98 34.13∗ 38.10∗∗
(81.21) (83.82) (83.42) (20.80) (18.64) (18.35)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.19 0.19 0.12 0.12
(0.06) (0.06) (0.23) (0.24) (0.09) (0.11)

Exchange Rate 1.17 -0.35 0.73
(1.46) (5.00) (1.51)

Reserves -2.84∗∗∗ 0.11 -1.97∗∗
(0.87) (2.59) (0.97)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 2.49 1.56 0.87 2.83 2.48 2.59
Cragg-Donald F 3.01 2.96 3.07 35.40 35.85 51.99
Kleibergen-Paap rk LM 2.58 2.57 2.54 4.94∗ 4.99∗ 5.25∗
Hansen J 3.70∗ 3.71∗ 3.23∗

Panel B: Estimation in first differences

∆ π -171.02∗∗ -165.84∗ -172.53∗∗ -141.19∗ -137.88∗ -144.36∗
(83.89) (81.72) (84.21) (72.00) (70.71) (72.76)

∆ Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.30∗∗ -0.30∗∗ -0.29∗∗ -0.29∗∗
(0.06) (0.10) (0.13) (0.14) (0.13) (0.13)

∆Exchange Rate -5.97 -9.05 -8.52
(3.83) (5.38) (5.10)

∆Reserves -3.99∗∗ -3.71∗ -3.76∗
(1.67) (2.18) (2.05)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 4.16 3.92 4.09 3.84 4.02 3.46
Cragg-Donald F 5.24 5.31 5.18 3.36 3.40 3.30
Kleibergen-Paap rk LM 4.94∗∗ 4.99∗∗ 5.05∗∗ 5.03∗ 5.08∗ 5.14∗
Hansen J 0.38 0.35 0.33
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on (changes
in) internal conflict risk, which is instrumented with the (changes in) the competitive election dummy (IV specifica-
tions) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and
reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation is
applied to all variables, except the election dummy, prior to differencing and estimation. The sample period ranges
from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-
Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification test, weak identifi-
cation, and overidentification, respectively. The 10%maximal IV size critical value of weak identification is 19.9 for
2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time, while robust standard
errors are clustered at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗

p < 0.01.
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A.5 Full Set of Results
In the main text, for reasons of economy, our robustness checks only report selected

coefficient estimates and summary statistics. Here, we include the full suite of results.

A.5.1 Sensitivity to sample coverage and key variable construction

These correspond to: (a) different currency samples with “no EUR” (Table A.41) ,
“no HKD & SAR” (Table A.42), “flexible regime” (Table A.43), “non-flexible regime”
(Table A.44); (b) different measures of the CCB, especially for the “alternative CLP”
measure (Table A.45); (c) different political regime sample with “No CHN & SAU”
(TableA.46); (d) different period coverage for 2009M4–2020M8 (TableA.47) and 2009M6–
2020M8 (Table A.48); (e) variations to the tenor of the cross-currency basis accord-
ing to the 1-month and 1-year CCB (Tables A.49 and A.50, respectively); (f) different
variations of the political risk measure where only the investment profile is used (Ta-
ble A.51) orwhere both ethnic and religious tensions are included on top of the original
three baseline components (Table A.52).

A.5.2 Variations in the instrument set

As discussed in the main text, we consider variations to the instrument set along
several dimensions. These include: (a) allowing the election indicator to take on a 1-
month or 5-month duration (Tables A.53 and Table A.54, respectively); (b) coding the
election indicator such that it only considers presidential elections or includes refer-
enda (Table A.55 and Table A.56, respectively); (c) restricting the elections considered
to only exogenous elections or excluding endogeneous elections altogether (Table A.57
and Table A.58, respectively); (d) limiting elections to only when there is a change
in government (changes in government follow those defined by Beck, Clarke, Groff,
Keefer & Walsh (2001)), or if elections are competitive (Table A.59 and Table A.60,
respectively).

A.5.3 Different types of political risks

These correspond to: economic policy uncertainty risk (Table A.61), law and or-
der risk (Table A.62), external conflict risk (Table A.63), and government stability risk
(Table A.64).
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Table A.41: Robustness: Effects of political risk on the CCB (no EUR)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -46.73∗ -47.29∗ -49.14∗ -46.77 -46.08∗∗ -63.30∗∗
(23.65) (24.62) (25.37) (27.75) (20.45) (23.67)

Election -0.59∗∗∗ -0.59∗∗ -0.61∗∗∗
(0.21) (0.22) (0.22)

ri − rus 0.09 0.08 0.19∗∗ 0.19∗∗ 0.19∗∗∗ 0.22∗∗
(0.06) (0.06) (0.07) (0.08) (0.07) (0.10)

Exchange rate 1.18 1.73 1.89
(1.47) (2.22) (2.61)

Reserves -2.83∗∗∗ -4.26∗∗ -4.68∗∗
(0.87) (1.74) (2.10)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,205 4,205 4,199 4,205 4,205 4,199 4,205 4,205 4,199
F 7.61 4.69 4.44 3.90 4.00 2.56 2.84 5.02 2.77
Cragg-Donald F 24.34 24.47 24.11 28.63 29.64 24.09
Kleibergen-Paap rk LM 7.90∗∗∗ 7.76∗∗∗ 7.70∗∗∗ 8.82∗∗ 8.80∗∗ 8.40∗∗
Hansen J 0.00 0.00 0.28

Panel B: Estimation in first difference

∆π -61.10∗∗ -59.65∗∗ -62.18∗∗ -57.60∗∗ -56.36∗∗ -59.17∗∗
(25.06) (24.94) (25.48) (21.97) (21.97) (22.27)

∆Election -0.48∗∗ -0.47∗∗ -0.49∗∗∗
(0.18) (0.18) (0.18)

∆(ri − rus) -0.24∗∗ -0.24∗∗ -0.26∗∗ -0.26∗∗ -0.26∗∗ -0.26∗∗
(0.10) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -6.20 -9.99∗∗ -9.79∗∗
(3.92) (4.65) (4.50)

∆Reserves -3.81∗∗ -4.35∗∗ -4.33∗∗
(1.70) (1.96) (1.94)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,203 4,203 4,196 4,203 4,203 4,196 4,203 4,203 4,196
F 7.33 6.13 4.75 5.95 5.05 3.62 6.87 5.58 4.05
Cragg-Donald F 41.14 41.27 40.18 22.57 22.63 21.91
Kleibergen-Paap rk LM 13.00∗∗∗ 13.00∗∗∗ 12.78∗∗∗ 13.99∗∗∗ 13.98∗∗∗ 13.87∗∗∗
Hansen J 0.17 0.15 0.13
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
We exclude the currency EUR in this exercise. Exchange rate is the nominal effective exchange rate of the local
currency against a basket of foreign currencies, and reserves is the international reserve to GDP ratio for each
country. The inverse hyperbolic sine transformation is applied to all variables, except the election dummy, prior
to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument
quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corre-
sponding to tests for underidentification test, weak identification, and overidentification, respectively. The 10%
maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifica-
tions. Fixed effects are by currency and time, while robust standard errors are clustered at the currency and
time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.42: Robustness: Effects of political risk on the CCB (no HKD & SAR)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -53.92∗ -55.69∗ -56.99∗ -51.49∗ -62.94∗∗ -70.43∗∗
(27.25) (28.41) (28.92) (27.15) (29.40) (30.90)

Election -0.60∗∗∗ -0.62∗∗∗ -0.63∗∗∗
(0.20) (0.21) (0.21)

ri − rus 0.12∗ 0.12∗ 0.19∗∗ 0.18∗∗ 0.20∗∗ 0.20∗∗
(0.06) (0.06) (0.08) (0.09) (0.08) (0.09)

Exchange rate 1.79 1.42 1.34
(1.56) (2.64) (2.99)

Reserves -2.87∗∗∗ -4.58∗∗ -4.99∗∗
(0.84) (2.06) (2.29)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,071 4,071 4,071 4,071 4,071 4,071 4,071 4,071 4,071
F 8.96 6.25 4.98 3.92 4.21 2.45 3.59 5.69 2.96
Cragg-Donald F 21.92 21.52 21.30 10.97 11.05 11.34
Kleibergen-Paap rk LM 7.43∗∗∗ 7.30∗∗∗ 7.31∗∗∗ 7.44∗∗ 7.32∗∗ 7.31∗∗
p value for rk LM 0.006 0.007 0.007 0.024 0.026 0.026
Hansen J 1.98 0.75 1.10

Panel B: Estimation in first difference

∆π -63.64∗∗ -61.57∗∗ -64.41∗∗ -54.73∗∗ -52.85∗∗ -55.95∗∗
(25.29) (24.86) (25.68) (21.42) (21.21) (21.43)

∆Election -0.46∗∗∗ -0.44∗∗ -0.46∗∗∗
(0.17) (0.16) (0.16)

∆(ri − rus) -0.22∗ -0.22∗ -0.24∗ -0.24∗ -0.24∗ -0.24∗
(0.11) (0.11) (0.12) (0.12) (0.12) (0.12)

∆Exchange rate -6.05 -9.77∗∗ -9.26∗∗
(3.87) (4.63) (4.36)

∆Reserves -4.10∗∗ -4.38∗∗ -4.34∗∗
(1.72) (1.97) (1.94)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,069 4,069 4,069 4,069 4,069 4,069 4,069 4,069 4,069
F 7.13 5.39 4.22 6.33 4.65 3.29 6.53 4.97 3.80
Cragg-Donald F 36.90 37.15 36.00 22.59 22.73 21.90
Kleibergen-Paap rk LM 12.58∗∗∗ 12.62∗∗∗ 12.33∗∗∗ 13.64∗∗∗ 13.67∗∗∗ 13.52∗∗∗
Hansen J 0.32 0.33 0.29
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
We exclude the currency HKD & SAR in this exercise. Exchange rate is the nominal effective exchange rate of
the local currency against a basket of foreign currencies, and reserves is the international reserve to GDP ra-
tio for each country. The inverse hyperbolic sine transformation is applied to all variables, except the election
dummy, prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics
for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J
statistic, corresponding to tests for underidentification test, weak identification, and overidentification, respec-
tively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4
for IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at the
currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.43: Robustness: Effects of political risk on the CCB (flexible§ exchange rate
regime sample)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -67.48∗∗ -69.69∗∗ -71.06∗∗ -67.12∗∗ -73.41∗∗ -80.61∗∗
(31.64) (32.34) (32.93) (31.64) (32.47) (34.08)

Election -0.75 -0.77∗∗∗ -0.78∗∗∗
(.) (0.22) (0.22)

ri − rus 0.12∗ 0.12 0.15∗ 0.14 0.15∗ 0.15
(0.07) (0.07) (0.08) (0.09) (0.08) (0.09)

Exchange rate 0.83 0.18 0.10
(1.46) (2.05) (2.19)

Reserves -2.59∗∗∗ -3.64∗∗ -3.78∗∗
(0.77) (1.66) (1.79)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 3,311 3,311 3,311 3,311 3,311 3,311 3,311 3,311 3,311
F 12.39 7.84 6.19 4.55 4.89 2.76 4.50 5.40 3.20
Cragg-Donald F 19.41 19.14 19.08 9.70 9.60 9.80
Kleibergen-Paap rk LM 6.18∗∗ 6.23∗∗ 6.18∗∗ 6.26∗∗ 6.28∗∗ 6.21∗∗
Hansen J 1.54 1.00 0.79

Panel B: Estimation in first differences

∆π -79.74∗∗ -76.65∗∗ -77.94∗∗ -68.34∗∗ -65.50∗∗ -68.16∗∗∗
(29.72) (28.96) (29.92) (24.72) (24.42) (24.32)

∆Election -0.52 -0.50∗∗∗ -0.50∗∗∗
(.) (0.19) (0.18)

∆(ri − rus) -0.24∗∗∗ -0.24∗∗ -0.28∗∗ -0.27∗∗ -0.27∗∗ -0.27∗∗
(0.07) (0.11) (0.12) (0.12) (0.12) (0.12)

∆Exchange rate -5.50 -11.13∗ -10.40∗
(4.68) (5.93) (5.48)

∆Reserves -5.83∗∗∗ -5.98∗∗∗ -5.97∗∗∗
(2.01) (2.12) (2.09)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 3,309 3,309 3,309 3,309 3,309 3,309 3,309 3,309 3,309
F 8.44 9.39 4.85 7.20 5.46 4.21 7.64 6.03 4.82
Cragg-Donald F 24.27 24.53 23.69 14.79 14.94 14.19
Kleibergen-Paap rk LM 9.53∗∗∗ 9.61∗∗∗ 9.32∗∗∗ 10.42∗∗∗ 10.48∗∗∗ 10.29∗∗∗
Hansen J 0.26 0.26 0.21
† This table reports the regression of monthly (changes in) cross-currency basis for flexible exchange rate coun-
tries, at a tenor of 3 months, on (changes in) political risk, which is instrumented with the (changes in) the
election dummy (IV specifications) and both the (changes in) election dummy and (changes in) democratic
accountability (2SLS specifications). Exchange rate is the nominal effective exchange rate of the local currency
against a basket of foreign currencies, and reserves is the international reserve to GDP ratio for each country.
The inverse hyperbolic sine transformation is applied to all variables, except the election dummy, prior to dif-
ferencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument
quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, cor-
responding to tests for underidentification test, weak identification, and overidentification, respectively. The
10%maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifi-
cations. Fixed effects are by currency and time, while robust standard errors are clustered at the currency and
time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

§ We define a country as running a flexible exchange rate regime if it is classified as a managed floating or
independently floating regime from the IMF’s de facto classification of exchange rate regimes. Otherwise, it
treated as running a non-flexible exchange rate regime.
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Table A.44: Robustness: Effects of political risk on the CCB (non-flexible§ exchange rate
regime sample)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π 24.37 16.85 18.23 -6.50 -10.88 -48.52
(49.19) (30.37) (28.80) (15.12) (62.87) (98.72)

Election 0.15 0.17 0.17
(0.29) (0.29) (0.25)

ri − rus 0.03 -0.05 -0.11 -0.18 0.11 0.30
(0.11) (0.08) (0.24) (0.20) (0.59) (0.71)

Exchange rate 5.46∗∗ 5.72∗∗∗ 4.74
(2.21) (1.59) (3.41)

Reserves -4.76 -3.91 -7.04
(3.00) (3.11) (7.99)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 1,028 1,028 1,022 1,028 1,028 1,022 1,028 1,028 1,022
F 0.29 0.17 3.07 0.25 0.16 5.12 0.18 0.03 1.52
Cragg-Donald F 1.08 3.43 3.17 28.10 2.48 1.92
Kleibergen-Paap rk LM 1.55 2.44 2.56 2.46 2.54 2.58
Hansen J 0.54 0.26 0.72

Panel B: Estimation in first differences

∆π 1.84 1.26 3.80 1.78 0.97 3.50
(20.91) (20.21) (18.99) (20.71) (19.87) (18.72)

∆Election 0.02 0.01 0.04
(0.23) (0.29) (0.20)

∆(ri − rus) -0.17∗ -0.16 -0.17 -0.16 -0.17 -0.16
(0.09) (0.12) (0.12) (0.12) (0.12) (0.12)

∆Exchange rate -4.00 -3.90 -3.91
(4.46) (4.27) (4.27)

∆Reserves 4.27 4.34 4.33
(3.68) (3.62) (3.63)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 1,028 1,028 1,021 1,028 1,028 1,021 1,028 1,028 1,021
F 0.01 1.76 2.08 0.01 1.04 2.06 0.01 1.04 2.06
Cragg-Donald F 19.66 19.78 18.80 9.84 9.91 9.42
Kleibergen-Paap rk LM 4.18∗∗ 4.20∗∗ 4.10∗∗ 4.30 4.35 4.22
Hansen J 0.03 . .
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV speci-
fications) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS
specifications). Exchange rate is the nominal effective exchange rate of the local currency against a basket
of foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse
hyperbolic sine transformation is applied to all variables, except the election dummy, prior to differencing
and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality
are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corre-
sponding to tests for underidentification test, weak identification, and overidentification, respectively.
The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for
IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at the
currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

§ We define a country as running a flexible exchange rate regime if it is classified as a managed floating or
independently floating regime from the IMF’s de facto classification of exchange rate regimes. Otherwise,
it is treated as running a non-flexible exchange rate regime.
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Table A.45: Robustness: Effects of political risk on the CCB (alternative CLP)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -42.15∗ -41.42∗ -42.83∗ -46.78 -45.49∗∗ -63.50∗∗
(21.60) (21.53) (22.12) (29.38) (20.18) (23.76)

Election -0.47∗∗∗ -0.47∗∗∗ -0.48∗∗∗
(0.12) (0.17) (0.17)

ri − rus 0.12∗∗ 0.11∗ 0.21∗∗∗ 0.20∗∗ 0.21∗∗∗ 0.24∗∗
(0.06) (0.06) (0.07) (0.07) (0.07) (0.10)

Exchange rate 1.25 1.72 1.94
(1.47) (2.08) (2.61)

Reserves -2.78∗∗∗ -4.04∗∗ -4.65∗∗
(0.87) (1.60) (2.10)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 14.73 4.60 4.18 3.81 4.29 2.74 2.54 5.97 2.92
Cragg-Donald F 21.68 22.39 22.14 27.78 29.01 23.51
Kleibergen-Paap rk LM 7.49∗∗∗ 7.57∗∗∗ 7.56∗∗∗ 8.38∗∗ 8.54∗∗ 8.23∗∗
Hansen J 0.02 0.03 0.57

Panel B: Estimation in first difference

∆π -60.12∗∗ -59.88∗∗ -62.65∗∗ -56.10∗∗ -55.91∗∗ -59.03∗∗∗
(24.10) (24.14) (24.83) (20.89) (20.92) (21.35)

∆Election -0.43∗∗∗ -0.43∗∗ -0.44∗∗∗
(0.16) (0.16) (0.16)

∆(ri − rus) -0.06 -0.06 -0.05 -0.06 -0.05 -0.06
(0.05) (0.05) (0.06) (0.07) (0.06) (0.06)

∆Exchange rate -6.35∗ -10.10∗∗ -9.88∗∗
(3.69) (4.43) (4.29)

∆Reserves -2.88∗∗ -3.37∗∗ -3.34∗∗
(1.23) (1.58) (1.57)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.33 4.42 3.37 6.22 3.75 2.58 7.21 4.21 2.83
Cragg-Donald F 37.47 37.44 36.37 20.86 20.85 20.13
Kleibergen-Paap rk LM 13.00∗∗∗ 13.02∗∗∗ 12.74∗∗∗ 13.94∗∗∗ 13.95∗∗∗ 13.78∗∗∗
Hansen J 0.19 0.18 0.15
† This table reports the regression ofmonthly (changes in) cross-currency basis, at a tenor of 3months, on (changes
in) political risk, which is instrumented with the (changes in) election dummy (IV specifications) and both the
(changes in) election dummy and (changes in) democratic accountability (2SLS specifications). We employ the
CCB for CLP calculated based on nominal interest rate in this exercise. Exchange rate is the nominal effective
exchange rate of the local currency against a basket of foreign currencies, and reserves is the international reserve
to GDP ratio for each country. The inverse hyperbolic sine transformation is applied to all variables, except the
election dummy, prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test
statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and
Hansen J statistic, corresponding to tests for underidentification test, weak identification, and overidentification,
respectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and
16.4 for IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at
the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.46: Robustness: Effects of political risk on the CCB (no CHN & SAU)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -53.89∗ -54.65∗ -55.84∗ -60.43∗∗ -70.87∗∗ -76.62∗∗
(27.42) (28.25) (28.66) (27.77) (30.16) (32.69)

Election -0.60∗∗∗ -0.60∗∗∗ -0.61∗∗∗
(0.20) (0.20) (0.21)

ri − rus 0.08 0.08 0.16∗∗ 0.15∗∗ 0.19∗∗ 0.18∗∗
(0.06) (0.06) (0.07) (0.07) (0.07) (0.08)

Exchange rate 0.65 -0.52 -0.95
(1.39) (1.67) (2.01)

Reserves -2.34∗∗∗ -2.96∗∗ -3.20∗
(0.74) (1.29) (1.57)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,071 4,071 4,071 4,071 4,071 4,071 4,071 4,071 4,071
F 8.93 4.97 4.50 3.86 3.68 2.52 4.74 5.56 3.10
Cragg-Donald F 22.57 22.45 22.24 11.35 12.13 14.19
Kleibergen-Paap rk LM 7.43∗∗∗ 7.34∗∗∗ 7.29∗∗∗ 7.48∗∗ 7.40∗∗ 7.42∗∗
p value for rk LM 0.006 0.007 0.007 0.024 0.025 0.025
Hansen J 1.98 1.27 0.70

Panel B: Estimation in first difference

∆π -63.68∗∗ -62.17∗∗ -65.00∗∗ -55.73∗∗ -54.20∗∗ -57.40∗∗
(25.37) (25.18) (25.92) (21.45) (21.41) (21.60)

∆Election -0.45∗∗∗ -0.44∗∗∗ -0.46∗∗∗
(0.17) (0.16) (0.16)

∆(ri − rus) -0.22∗ -0.22∗ -0.24∗ -0.24∗ -0.23∗ -0.24∗
(0.11) (0.11) (0.12) (0.12) (0.12) (0.12)

∆Exchange rate -6.57∗ -10.35∗∗ -9.89∗∗
(3.78) (4.54) (4.29)

∆Reserves -3.88∗∗ -4.32∗∗ -4.27∗∗
(1.64) (1.92) (1.89)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,069 4,069 4,069 4,069 4,069 4,069 4,069 4,069 4,069
F 7.12 5.51 4.52 6.30 4.63 3.47 6.75 5.05 4.01
Cragg-Donald F 36.27 36.41 35.36 22.03 22.12 21.36
Kleibergen-Paap rk LM 12.82∗∗∗ 12.83∗∗∗ 12.59∗∗∗ 13.86∗∗∗ 13.87∗∗∗ 13.77∗∗∗
Hansen J 0.28 0.29 0.25
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
We exclude the currency CNY & SAR in this exercise. Exchange rate is the nominal effective exchange rate of
the local currency against a basket of foreign currencies, and reserves is the international reserve to GDP ra-
tio for each country. The inverse hyperbolic sine transformation is applied to all variables, except the election
dummy, prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics
for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J
statistic, corresponding to tests for underidentification test, weak identification, and overidentification, respec-
tively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4
for IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at the
currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

115



Table A.47: Robustness: Effects of political risk on the CCB (2009M4–2020M8 period)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -46.05∗ -47.36 -48.57 -43.85 -43.14∗∗ -61.38∗∗
(27.02) (28.16) (28.87) (28.73) (20.76) (24.85)

Election -0.48∗∗∗ -0.49∗∗ -0.49∗∗
(0.14) (0.20) (0.21)

ri − rus 0.08 0.07 0.19∗∗ 0.18∗∗ 0.18∗∗ 0.21∗∗
(0.06) (0.06) (0.08) (0.09) (0.07) (0.10)

Exchange rate 1.08 1.61 1.75
(1.43) (2.22) (2.57)

Reserves -2.81∗∗∗ -4.30∗∗ -4.69∗∗
(0.87) (1.80) (2.12)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,435 4,435 4,426 4,435 4,435 4,426 4,435 4,435 4,426
F 11.12 3.57 3.96 2.90 2.69 2.11 2.33 3.82 2.32
Cragg-Donald F 18.85 18.61 18.40 26.26 27.29 20.74
Kleibergen-Paap rk LM 7.12∗∗∗ 6.92∗∗∗ 6.91∗∗∗ 7.90∗∗ 7.94∗∗ 7.70∗∗
Hansen J 0.00 0.02 0.17

Panel B: Estimation in first difference

∆π -65.37∗∗ -63.19∗∗ -66.05∗∗ -60.47∗∗ -58.63∗∗ -61.62∗∗
(27.66) (27.25) (27.94) (23.70) (23.49) (23.85)

∆Election -0.43∗∗ -0.42∗∗ -0.43∗∗
(0.16) (0.16) (0.16)

∆(ri − rus) -0.29∗∗∗ -0.29∗∗ -0.31∗∗ -0.31∗∗ -0.31∗∗ -0.31∗∗
(0.07) (0.12) (0.13) (0.13) (0.13) (0.13)

∆Exchange rate -5.04 -8.82∗ -8.55∗
(3.69) (4.44) (4.24)

∆Reserves -3.71∗∗ -4.26∗∗ -4.22∗∗
(1.56) (1.83) (1.81)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,433 4,433 4,423 4,433 4,433 4,423 4,433 4,433 4,423
F 7.17 12.28 4.89 5.59 5.45 3.75 6.51 6.04 4.31
Cragg-Donald F 32.27 32.43 31.37 18.23 18.31 17.59
Kleibergen-Paap rk LM 11.84∗∗∗ 11.86∗∗∗ 11.56∗∗∗ 12.76∗∗∗ 12.77∗∗∗ 12.55∗∗∗
Hansen J 0.19 0.17 0.16
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies,
and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transfor-
mation is applied to all variables, except the election dummy, prior to differencing and estimation. The sample
period ranges from 2009M4 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM
statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification
test, weak identification, and overidentification, respectively. The 10% maximal IV size critical value of weak
identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time,
while robust standard errors are clustered at the currency and time level, with statistical significance given by ∗

p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.48: Robustness: Effects of political risk on the CCB (2009M6–2020M8 period)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -48.88∗ -49.97∗ -51.43∗ -46.85 -45.83∗∗ -64.39∗∗
(26.00) (27.04) (27.69) (29.54) (21.35) (24.96)

Election -0.54∗∗∗ -0.55∗∗∗ -0.56∗∗∗
(0.14) (0.20) (0.20)

ri − rus 0.09 0.08 0.20∗∗ 0.19∗∗ 0.19∗∗ 0.22∗∗
(0.06) (0.06) (0.08) (0.08) (0.07) (0.10)

Exchange rate 1.18 1.73 1.87
(1.45) (2.27) (2.63)

Reserves -2.80∗∗∗ -4.34∗∗ -4.73∗∗
(0.88) (1.81) (2.15)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,371 4,371 4,364 4,371 4,371 4,364 4,371 4,371 4,364
F 14.98 4.72 4.27 3.54 3.48 2.31 2.51 4.48 2.51
Cragg-Donald F 21.30 21.17 20.93 27.32 28.50 22.67
Kleibergen-Paap rk LM 7.61∗∗∗ 7.43∗∗∗ 7.42∗∗∗ 8.45∗∗ 8.44∗∗ 8.18∗∗
Hansen J 0.00 0.02 0.19

Panel B: Estimation in first difference

∆π -63.23∗∗ -61.74∗∗ -64.56∗∗ -58.84∗∗ -57.60∗∗ -60.63∗∗
(25.26) (25.10) (25.85) (21.77) (21.74) (22.19)

∆Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.06) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.96 -9.66∗∗ -9.42∗∗
(3.81) (4.56) (4.39)

∆Reserves -4.02∗∗ -4.52∗∗ -4.49∗∗
(1.65) (1.90) (1.89)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,369 4,369 4,361 4,369 4,369 4,361 4,369 4,369 4,361
F 7.71 10.45 4.60 6.27 5.15 3.59 7.31 5.76 4.09
Cragg-Donald F 36.87 36.98 35.94 20.59 20.64 19.94
Kleibergen-Paap rk LM 12.95∗∗∗ 12.95∗∗∗ 12.69∗∗∗ 13.87∗∗∗ 13.87∗∗∗ 13.70∗∗∗
Hansen J 0.19 0.18 0.16
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies,
and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transfor-
mation is applied to all variables, except the election dummy, prior to differencing and estimation. The sample
period ranges from 2009M6 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM
statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification
test, weak identification, and overidentification, respectively. The 10% maximal IV size critical value of weak
identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time,
while robust standard errors are clustered at the currency and time level, with statistical significance given by ∗

p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.49: Robustness: Effects of political risk on the CCB, 1-month tenor†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -22.94 -24.09 -24.58 -47.52 -48.20∗∗ -56.30∗∗
(18.36) (19.08) (19.03) (33.81) (22.28) (22.28)

Election -0.29 -0.30 -0.30
(0.21) (0.22) (0.22)

ri − rus 0.18∗∗∗ 0.17∗∗∗ 0.23∗∗∗ 0.22∗∗∗ 0.27∗∗∗ 0.27∗∗∗
(0.06) (0.06) (0.07) (0.07) (0.07) (0.09)

Exchange rate 0.33 0.45 0.59
(1.65) (1.88) (2.49)

Reserves -1.45∗∗ -2.14∗∗ -3.04∗
(0.55) (1.00) (1.61)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,234 4,234 4,228 4,234 4,234 4,228 4,234 4,234 4,228
F 1.80 5.32 4.70 1.56 5.84 3.43 1.98 6.79 3.18
Cragg-Donald F 26.72 26.54 26.53 31.14 31.30 27.91
Kleibergen-Paap rk LM 8.50∗∗∗ 8.37∗∗∗ 8.49∗∗∗ 9.44∗∗∗ 9.44∗∗∗ 9.27∗∗
Hansen J 0.44 0.78 1.47

Panel B: Estimation in first difference

∆π -29.78 -30.77 -34.19 -27.89 -28.66 -32.53
(29.21) (29.32) (30.04) (27.94) (28.05) (28.50)

∆Election -0.20 -0.21 -0.23
(0.18) (0.18) (0.18)

∆(ri − rus) 0.11∗∗ 0.11∗∗ 0.11∗∗ 0.11∗∗ 0.11∗∗ 0.11∗∗
(0.05) (0.05) (0.05) (0.05) (0.05) (0.05)

∆Exchange rate -10.27∗∗ -12.31∗∗ -12.20∗∗
(4.32) (5.29) (5.04)

∆Reserves -2.50∗∗ -2.74∗∗ -2.73∗∗
(1.14) (1.24) (1.26)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,233 4,233 4,226 4,233 4,233 4,226 4,233 4,233 4,226
F 1.22 2.67 6.45 1.04 2.68 5.88 1.00 2.66 5.88
Cragg-Donald F 32.62 32.55 31.57 18.34 18.31 17.64
Kleibergen-Paap rk LM 11.95∗∗∗ 12.00∗∗∗ 11.71∗∗∗ 12.95∗∗∗ 13.00∗∗∗ 12.81∗∗∗
Hansen J 0.02 0.02 0.01
† This table reports the regression ofmonthly (changes in) cross-currency basis, at a tenor of 1 month, on (changes
in) political risk, which is instrumentedwith the (changes in) the election dummy (IV specifications) and both
the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange
rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and re-
serves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation
is applied to all variables, except the election dummy, prior to differencing and estimation. The sample period
ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statis-
tic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification test,
weak identification, and overidentification, respectively. The 10%maximal IV size critical value of weak iden-
tification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time,
while robust standard errors are clustered at the currency and time level, with statistical significance given by
∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.50: Robustness: Effects of political risk on the CCB, 1-year tenor†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -60.44∗∗ -60.70∗∗ -63.29∗∗ -16.40 -17.37 -38.77
(28.51) (29.10) (29.86) (25.96) (28.68) (24.98)

Election -0.72∗∗∗ -0.72∗∗∗ -0.74∗∗∗
(0.24) (0.23) (0.24)

ri − rus -0.08 -0.09 0.12 0.12 -0.02 0.04
(0.07) (0.06) (0.13) (0.12) (0.10) (0.10)

Exchange rate 2.15 2.70 2.48
(2.03) (2.99) (2.55)

Reserves -4.80∗∗∗ -6.47∗∗∗ -5.82∗∗∗
(1.31) (2.21) (1.89)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 3,574 3,574 3,568 3,574 3,574 3,568 3,574 3,574 3,568
F 9.19 5.90 5.40 4.49 2.46 3.03 0.40 0.71 3.38
Cragg-Donald F 20.49 21.19 20.98 38.09 32.52 28.06
Kleibergen-Paap rk LM 6.87∗∗∗ 6.87∗∗∗ 6.84∗∗∗ 7.93∗∗ 7.92∗∗ 7.59∗∗
Hansen J 2.00 1.79 0.75

Panel B: Estimation in first difference

∆π -32.82∗∗ -32.56∗∗ -32.77∗∗ -30.03∗∗ -29.85∗∗ -29.83∗∗
(14.73) (14.71) (15.00) (13.03) (13.03) (13.32)

∆Election -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.10) (0.10) (0.10)

∆(ri − rus) -0.10∗∗ -0.10∗∗ -0.09∗∗ -0.09∗∗ -0.09∗∗ -0.09∗∗
(0.04) (0.04) (0.04) (0.04) (0.04) (0.04)

∆Exchange rate 1.77 0.05 0.20
(1.76) (2.14) (2.01)

∆Reserves -3.28∗∗∗ -3.49∗∗∗ -3.47∗∗∗
(0.78) (0.71) (0.72)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 3,574 3,574 3,567 3,574 3,574 3,567 3,574 3,574 3,567
F 6.75 5.67 8.20 4.96 6.22 9.42 5.31 6.43 9.16
Cragg-Donald F 36.14 36.09 35.86 19.89 19.87 19.66
Kleibergen-Paap rk LM 13.33∗∗∗ 13.33∗∗∗ 13.30∗∗∗ 14.06∗∗∗ 14.07∗∗∗ 14.10∗∗∗
Hansen J 0.46 0.43 0.52
† This table reports the regression ofmonthly (changes in) cross-currency basis, at a tenor of 1 year, on (changes in)
political risk, which is instrumented with the (changes in) the election dummy (IV specifications) and both the
(changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange rate
is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and reserves is
the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation is applied to
all variables, except the election dummy, prior to differencing and estimation. The sample period ranges from
2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald
Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification test, weak identification,
and overidentification, respectively. The 10% maximal IV size critical value of weak identification is 19.9 for
2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time, while robust standard
errors are clustered at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗
p < 0.01.
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Table A.51: Robustness: Effects of political risk on the CCB (with investment profile)

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -75.35∗ -77.14∗ -80.36∗ -47.16 -45.60 -55.35
(42.69) (44.45) (46.75) (57.13) (45.37) (41.42)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.27∗∗∗ 0.24∗∗ 0.19 0.19∗
(0.06) (0.06) (0.10) (0.10) (0.11) (0.11)

Exchange rate 1.17 -0.14 0.27
(1.46) (2.59) (2.24)

Reserves -2.84∗∗∗ -5.70∗ -4.81∗∗
(0.87) (2.81) (2.01)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 3.12 3.86 2.30 0.68 1.64 1.94
Cragg-Donald F 12.11 12.00 11.72 32.97 34.84 40.44
Kleibergen-Paap rk LM 5.29∗∗ 5.23∗∗ 5.01∗∗ 6.10∗∗ 6.06∗∗ 6.12∗∗
Hansen J 0.17 0.30 0.19

Panel B: Estimation in first difference

∆π -91.62∗∗ -89.28∗∗ -94.13∗∗ -84.89∗∗ -82.96∗∗ -88.36∗∗
(38.75) (38.39) (40.20) (32.49) (32.40) (33.62)

∆Election -0.45∗∗∗ -0.44∗∗ -0.45∗∗∗
(0.16) (0.16) (0.16)

∆(ri − rus) -0.23∗∗ -0.23∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.10) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.97 -12.11∗∗ -11.72∗∗
(3.83) (5.28) (4.88)

∆Reserves -3.99∗∗ -4.34∗∗ -4.32∗∗
(1.67) (1.95) (1.93)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 6.02 4.54 5.59 5.04 3.40 6.83 5.76 3.96
Cragg-Donald F 26.89 27.01 25.81 15.08 15.14 14.33
Kleibergen-Paap rk LM 10.86∗∗∗ 10.86∗∗∗ 10.42∗∗∗ 12.13∗∗∗ 12.12∗∗∗ 11.81∗∗∗
Hansen J 0.17 0.16 0.13
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies,
and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transfor-
mation is applied to all variables, except the election dummy, prior to differencing and estimation. The sample
period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM
statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification
test, weak identification, and overidentification, respectively. The 10% maximal IV size critical value of weak
identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time,
while robust standard errors are clustered at the currency and time level, with statistical significance given by ∗

p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.52: Robustness: Effects of political risk on the CCB (with ethnic & religious
tensions)

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -64.61∗ -65.84∗ -68.04∗ -52.22 -50.88∗∗ -67.98∗∗
(31.89) (33.29) (34.22) (32.30) (22.72) (31.46)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.21∗∗ 0.20∗∗ 0.18∗∗ 0.20∗
(0.06) (0.06) (0.08) (0.08) (0.07) (0.10)

Exchange rate 1.17 1.30 1.30
(1.46) (2.61) (2.63)

Reserves -2.84∗∗∗ -4.93∗∗ -4.93∗∗
(0.87) (2.12) (2.21)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 4.11 4.01 2.54 2.61 4.65 2.26
Cragg-Donald F 22.98 22.96 22.66 39.70 41.56 38.35
Kleibergen-Paap rk LM 8.31∗∗∗ 8.11∗∗∗ 8.08∗∗∗ 8.66∗∗∗ 8.46∗∗∗ 8.14∗∗∗
Hansen J 0.11 0.25 0.00

Panel B: Estimation in first difference

∆π -78.24∗∗ -76.30∗∗ -79.63∗∗ -71.99∗∗ -70.40∗∗ -74.00∗∗
(33.15) (32.87) (33.85) (27.41) (27.35) (27.86)

∆ Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.06) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.97 -9.60∗∗ -9.33∗∗
(3.83) (4.53) (4.34)

∆Reserves -3.99∗∗ -4.45∗∗ -4.42∗∗
(1.67) (1.90) (1.88)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 5.57 4.86 3.57 6.90 5.61 4.14
Cragg-Donald F 41.01 41.15 40.05 23.22 23.28 22.52
Kleibergen-Paap rk LM 11.17∗∗∗ 11.19∗∗∗ 10.97∗∗∗ 12.56∗∗∗ 12.56∗∗∗ 12.45∗∗∗
Hansen J 0.22 0.20 0.18
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies,
and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transfor-
mation is applied to all variables, except the election dummy, prior to differencing and estimation. The sample
period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM
statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification
test, weak identification, and overidentification, respectively. The 10% maximal IV size critical value of weak
identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time,
while robust standard errors are clustered at the currency and time level, with statistical significance given by ∗

p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.53: Robustness: Effects of political risk on the CCB (1-month election)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -59.99 -64.77 -65.39 -49.98 -48.73∗ -74.27∗
(40.28) (45.71) (45.71) (40.49) (28.57) (37.79)

Election 1m -0.67∗∗ -0.69∗∗ -0.69∗∗
(0.29) (0.30) (0.30)

ri − rus 0.09 0.09 0.23∗∗ 0.22∗ 0.20∗∗ 0.24∗
(0.06) (0.06) (0.11) (0.11) (0.08) (0.12)

Exchange rate 1.17 1.90 1.99
(1.46) (2.57) (2.90)

Reserves -2.83∗∗∗ -4.76∗∗ -5.03∗
(0.87) (2.23) (2.51)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 5.43 3.88 4.26 2.22 2.25 1.68 1.52 3.12 1.63
Cragg-Donald F 8.36 7.75 7.76 21.10 22.01 16.60
Kleibergen-Paap rk LM 5.19∗∗ 4.63∗∗ 4.74∗∗ 6.01∗ 5.82∗ 5.75∗
Hansen J 0.04 0.13 0.03

Panel B: Estimation in first differences

∆ Election 1m -0.33∗∗ -0.29∗∗ -0.30∗∗
(0.15) (0.14) (0.14)

∆(ri − rus) -0.23∗∗ -0.23∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗
(0.10) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.83 -8.20∗∗ -8.14∗∗
(3.84) (4.01) (3.97)

∆Reserves -3.99∗∗ -4.31∗∗ -4.31∗∗
(1.67) (1.84) (1.83)

∆π -42.81∗∗ -38.31∗∗ -38.73∗∗ -41.05∗∗ -37.01∗∗ -37.75∗∗
(20.03) (17.81) (17.92) (17.25) (15.37) (15.46)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 4.42 3.85 3.67 4.57 3.65 3.37 5.66 4.15 3.67
Cragg-Donald F 46.69 47.24 47.16 25.54 25.81 25.58
Kleibergen-Paap rk LM 9.69∗∗∗ 9.80∗∗∗ 9.66∗∗∗ 11.71∗∗∗ 11.82∗∗∗ 11.69∗∗∗
Hansen J 0.07 0.05 0.03
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the 1 month prior to election dummy
(IV specifications) and both the (changes in) election dummy and (changes in) democratic accountability
(2SLS specifications). Exchange rate is the nominal effective exchange rate of the local currency against a
basket of foreign currencies, and reserves is the international reserve toGDP ratio for each country. The inverse
hyperbolic sine transformation is applied to all variables, except the election dummy, prior to differencing and
estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to
tests for underidentification test, weak identification, and overidentification, respectively. The 10% maximal
IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed
effects are by currency and time, while robust standard errors are clustered at the currency and time level,
with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.54: Robustness: Effects of political risk on the CCB (5-month election)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -34.70∗ -34.96∗ -37.26∗ -40.67∗ -39.91∗∗ -53.17∗∗∗
(18.16) (18.71) (19.05) (20.79) (15.61) (17.79)

Election 5m -0.43∗∗ -0.43∗∗ -0.45∗∗
(0.17) (0.17) (0.17)

ri − rus 0.09 0.09 0.17∗∗∗ 0.16∗∗ 0.18∗∗∗ 0.20∗∗
(0.06) (0.06) (0.06) (0.06) (0.06) (0.08)

Exchange rate 1.17 1.58 1.76
(1.45) (1.96) (2.34)

Reserves -2.85∗∗∗ -3.93∗∗ -4.40∗∗
(0.87) (1.48) (1.84)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 6.52 4.91 4.51 3.65 4.57 3.10 3.83 7.32 3.85
Cragg-Donald F 38.32 38.76 37.84 36.06 37.52 31.60
Kleibergen-Paap rk LM 8.34∗∗∗ 8.31∗∗∗ 8.23∗∗∗ 9.39∗∗∗ 9.46∗∗∗ 8.92∗∗
p value for rk LM 0.004 0.004 0.004 0.009 0.009 0.012
Hansen J 0.07 0.07 0.77

Panel B: Estimation in first difference

∆π -43.44∗∗ -43.13∗∗ -45.78∗∗ -41.59∗∗ -41.38∗∗ -44.16∗∗
(20.46) (20.47) (21.50) (19.20) (19.28) (20.17)

∆Election 5m -0.36∗∗ -0.35∗∗ -0.37∗∗
(0.16) (0.16) (0.16)

∆(ri − rus) -0.23∗∗ -0.23∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗
(0.10) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.92 -8.64∗ -8.54∗
(3.84) (4.59) (4.51)

∆Reserves -4.04∗∗ -4.37∗∗ -4.36∗∗
(1.66) (1.85) (1.84)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 4.90 5.01 3.59 4.51 4.40 3.09 4.69 4.57 3.20
Cragg-Donald F 46.40 46.43 45.33 25.44 25.45 24.71
Kleibergen-Paap rk LM 11.38∗∗∗ 11.37∗∗∗ 11.27∗∗∗ 12.17∗∗∗ 12.15∗∗∗ 12.13∗∗∗
Hansen J 0.09 0.08 0.07
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the 5 months prior to election dummy
(IV specifications) and both the (changes in) election dummy and (changes in) democratic accountability
(2SLS specifications). Exchange rate is the nominal effective exchange rate of the local currency against a bas-
ket of foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse
hyperbolic sine transformation is applied to all variables, except the election dummy, prior to differencing and
estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-DonaldWald F statistic, and Hansen J statistic, corresponding to tests
for underidentification test, weak identification, and overidentification, respectively. The 10% maximal IV size
critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects
are by currency and time, while robust standard errors are clustered at the currency and time level, with sta-
tistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.55: Instruments: Effects of political risk on the CCB (excluding legislative elec-
tions)

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -54.40 -59.12 -54.87 -49.16 -48.28∗ -70.42∗
(36.61) (40.12) (38.35) (37.93) (27.28) (34.58)

President -0.48∗∗ -0.50∗∗ -0.47∗∗
(0.21) (0.21) (0.22)

ri − rus 0.09 0.09 0.22∗∗ 0.20∗∗ 0.20∗∗ 0.23∗∗
(0.06) (0.06) (0.09) (0.09) (0.08) (0.11)

Exchange rate 1.17 1.78 1.95
(1.47) (2.32) (2.79)

Reserves -2.81∗∗∗ -4.45∗∗ -4.91∗∗
(0.87) (1.89) (2.36)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 5.30 4.50 4.82 2.21 2.98 2.33 1.68 3.51 1.85
Cragg-Donald F 10.85 10.03 10.71 22.30 23.11 17.97
Kleibergen-Paap rk LM 5.43∗∗ 5.09∗∗ 5.32∗∗ 6.04∗∗ 5.99∗ 5.78∗
Hansen J 0.01 0.07 0.13

Panel B: Estimation in first difference

∆π -46.27∗ -46.17∗ -48.12∗ -43.28∗ -43.28∗ -45.52∗∗
(25.26) (25.30) (25.77) (21.88) (21.96) (22.27)

∆President -0.33∗ -0.33∗ -0.34∗
(0.18) (0.18) (0.18)

∆(ri − rus) -0.23∗∗ -0.23∗∗ -0.24∗∗ -0.25∗∗ -0.24∗∗ -0.24∗∗
(0.10) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.91 -8.78∗∗ -8.62∗∗
(3.81) (4.17) (4.06)

∆Reserves -3.98∗∗ -4.39∗∗ -4.37∗∗
(1.67) (1.83) (1.83)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 3.52 3.90 4.02 3.36 3.62 3.71 3.91 3.96 4.00
Cragg-Donald F 31.66 31.66 30.84 18.15 18.15 17.55
Kleibergen-Paap rk LM 9.70∗∗∗ 9.69∗∗∗ 9.58∗∗∗ 10.96∗∗∗ 10.95∗∗∗ 10.85∗∗∗
Hansen J 0.10 0.09 0.07
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the election dummy (IV specifica-
tions) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS spec-
ifications). Exchange rate is the nominal effective exchange rate of the local currency against a basket of
foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse hy-
perbolic sine transformation is applied to all variables, except the election dummy, prior to differencing and
estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to
tests for underidentification test, weak identification, and overidentification, respectively. The 10% maximal
IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed
effects are by currency and time, while robust standard errors are clustered at the currency and time level,
with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.56: Instruments: Effects of political risk on the CCB (including referenda)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -67.42∗ -72.74∗ -72.85∗ -53.47 -52.68∗ -75.58∗∗
(37.25) (41.42) (40.28) (37.11) (27.18) (33.45)

all election 3m -0.57∗∗∗ -0.59∗∗∗ -0.59∗∗∗
(0.19) (0.19) (0.20)

ri − rus 0.09 0.09 0.25∗∗ 0.24∗∗ 0.21∗∗ 0.25∗∗
(0.06) (0.06) (0.11) (0.11) (0.08) (0.12)

Exchange rate 1.17 1.98 2.01
(1.45) (2.81) (2.93)

Reserves -2.83∗∗∗ -4.99∗∗ -5.07∗∗
(0.88) (2.39) (2.48)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.86 5.77 4.47 3.27 2.90 1.92 2.08 3.77 2.00
Cragg-Donald F 14.44 13.36 13.48 24.04 24.71 19.34
Kleibergen-Paap rk LM 5.19∗∗ 4.78∗∗ 4.99∗∗ 6.22∗∗ 6.11∗∗ 5.93∗
Hansen J 0.09 0.26 0.00

Panel B: Estimation in first difference

∆π -49.10∗∗ -46.53∗∗ -48.43∗∗ -45.59∗∗ -43.47∗∗ -45.68∗∗
(21.53) (21.43) (21.88) (18.86) (18.97) (19.06)

∆all election 3m -0.28∗∗ -0.27∗∗ -0.28∗∗
(0.10) (0.11) (0.11)

∆(ri − rus) -0.23∗∗ -0.23∗∗ -0.24∗∗ -0.25∗∗ -0.24∗∗ -0.24∗∗
(0.10) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.89 -8.80∗ -8.63∗
(3.83) (4.44) (4.32)

∆Reserves -3.98∗∗ -4.39∗∗ -4.37∗∗
(1.67) (1.86) (1.85)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.48 5.57 3.95 5.20 4.68 3.40 5.84 5.08 3.74
Cragg-Donald F 30.47 30.66 29.88 17.65 17.74 17.16
Kleibergen-Paap rk LM 12.30∗∗∗ 12.33∗∗∗ 12.17∗∗∗ 12.68∗∗∗ 12.70∗∗∗ 12.64∗∗∗
Hansen J 0.12 0.10 0.08

Note:This table reports the regression betweenmonthly (change in) cross-currency basis at the tenor of 3months
and (change in) political risk which is instrumented with the (change in) presidential dummy and (change
in) democratic accountability. The sample starts from 2009m7 to 2020m8. We report Kleibergen-Paap rk LM
statistic, Cragg-Donald Wald F statistic and Hansen J statistic for under-identification test, weak identification
test and over-identification test, repectively. The 10% maximal IV size critical value for weak identification is
16.38 for IV estimations and 19.93 for 2SLS estimations. Both currency and time fixed effects are controlled, and
robust standard errors clustered at currency and time level are reported: ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01
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Table A.57: Instruments: Effects of political risk on the CCB (exogenous elections
only)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -56.70 -57.80 -64.64 -50.18 -48.74∗ -72.87∗∗
(38.91) (39.93) (43.70) (36.25) (25.91) (32.40)

Election -0.79∗ -0.80∗ -0.85∗∗
(0.39) (0.40) (0.40)

ri − rus 0.09 0.09 0.22∗∗ 0.22∗∗ 0.20∗∗ 0.24∗∗
(0.06) (0.06) (0.10) (0.10) (0.07) (0.11)

Exchange rate 1.18 1.89 1.98
(1.47) (2.55) (2.84)

Reserves -2.86∗∗∗ -4.74∗ -4.99∗
(0.88) (2.38) (2.45)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 4.08 3.02 3.52 2.12 2.61 1.54 1.92 3.74 1.90
Cragg-Donald F 13.76 13.70 12.61 24.02 25.23 19.26
Kleibergen-Paap rk LM 4.24∗∗ 4.23∗∗ 4.04∗∗ 5.30∗ 5.66∗ 5.55∗
Hansen J 0.02 0.06 0.03

Panel B: Estimation in first differences

∆π -133.40∗∗ -132.39∗∗ -134.94∗∗ -105.31∗∗ -104.81∗∗ -108.79∗∗
(61.95) (62.49) (63.93) (50.74) (51.12) (52.17)

∆ Election -0.92∗∗ -0.91∗∗ -0.92∗∗
(0.37) (0.37) (0.37)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.27∗∗ -0.27∗∗ -0.26∗∗ -0.26∗∗
(0.06) (0.10) (0.13) (0.13) (0.12) (0.12)

∆Exchange rate -5.94 -14.17∗ -12.55∗∗
(3.85) (7.00) (5.82)

∆Reserves -3.92∗∗ -5.11∗∗ -4.90∗∗
(1.66) (2.28) (2.16)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 6.13 9.95 4.41 4.64 4.05 2.58 4.31 4.16 3.03
Cragg-Donald F 13.25 13.27 12.93 8.83 8.84 8.48
Kleibergen-Paap rk LM 5.59∗∗ 5.57∗∗ 5.44∗∗ 6.40∗∗ 6.38∗∗ 6.25∗∗
Hansen J 0.52 0.50 0.45
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on (changes
in) political risk, which is instrumented with the (changes in) the exogenous election dummy (IV specifications) and
both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange
rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and reserves is
the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation is applied to all
variables, except the election dummy, prior to differencing and estimation. The sample period ranges from 2009M7 to
2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-DonaldWald F statistic,
and Hansen J statistic, corresponding to tests for underidentification test, weak identification, and overidentification,
respectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and 16.4 for
IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at the currency
and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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TableA.58: Instruments: Effects of political risk on theCCB (no endogenous elections)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -65.58∗ -65.57∗∗ -68.64∗∗ -53.82 -52.14∗∗ -73.55∗∗
(32.30) (32.18) (33.64) (35.50) (25.44) (30.40)

Election -0.73∗∗∗ -0.73∗∗∗ -0.75∗∗∗
(0.21) (0.21) (0.21)

ri − rus 0.09 0.09 0.23∗∗∗ 0.23∗∗ 0.21∗∗∗ 0.24∗∗
(0.06) (0.06) (0.08) (0.09) (0.07) (0.11)

Exchange rate 1.17 1.93 1.99
(1.45) (2.65) (2.85)

Reserves -2.85∗∗∗ -4.86∗∗ -5.01∗∗
(0.88) (2.19) (2.38)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 11.97 7.68 5.34 4.12 4.50 2.42 2.30 4.39 2.25
Cragg-Donald F 18.06 18.39 17.86 26.09 27.49 21.75
Kleibergen-Paap rk LM 5.91∗∗ 5.96∗∗ 5.84∗∗ 6.74∗∗ 7.02∗∗ 6.61∗∗
Hansen J 0.09 0.19 0.02

Panel B: Estimation in first differences

∆π -93.46∗∗ -94.00∗∗ -97.46∗∗ -83.56∗∗∗ -84.13∗∗∗ -88.03∗∗∗
(34.25) (34.53) (36.17) (27.70) (28.06) (29.18)

∆Election -0.64∗∗∗ -0.64∗∗∗ -0.65∗∗∗
(0.20) (0.20) (0.20)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.26∗∗ -0.26∗∗ -0.26∗∗ -0.26∗∗
(0.06) (0.10) (0.12) (0.12) (0.12) (0.12)

∆Exchange rate -6.00 -11.85∗∗ -11.26∗∗
(3.83) (5.45) (4.98)

∆Reserves -3.99∗∗ -4.80∗∗ -4.72∗∗
(1.67) (2.08) (2.03)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 10.16 11.06 4.85 7.45 5.23 3.16 9.10 6.17 3.81
Cragg-Donald F 27.26 27.23 26.41 15.76 15.74 15.15
Kleibergen-Paap rk LM 9.39∗∗∗ 9.37∗∗∗ 9.10∗∗∗ 11.83∗∗∗ 11.80∗∗∗ 11.53∗∗∗
Hansen J 0.33 0.32 0.29
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on (changes
in) political risk, which is instrumented with the (changes in) the election dummy (IV specifications) and both
the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange
rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and reserves
is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation is applied
to all variables, except the election dummy, prior to differencing and estimation. The sample period ranges from
2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald
Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification test, weak identification,
and overidentification, respectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS
specifications, and 16.4 for IV specifications. Fixed effects are by currency and time, while robust standard errors
are clustered at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.59: Instruments: Effects of political risk on the CCB (change in government)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -21.91 -26.22 -27.29 -32.84∗ -35.21∗∗ -46.55∗∗∗
(15.87) (17.53) (17.90) (18.05) (15.52) (16.85)

Election -0.60∗ -0.67∗∗ -0.70∗∗
(0.32) (0.31) (0.31)

ri − rus 0.09 0.09 0.15∗∗ 0.14∗∗ 0.17∗∗∗ 0.18∗∗
(0.06) (0.06) (0.06) (0.05) (0.06) (0.07)

Exchange rate 1.16 1.47 1.69
(1.46) (1.76) (2.17)

Reserves -2.83∗∗∗ -3.63∗∗∗ -4.21∗∗
(0.87) (1.32) (1.71)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 3.43 4.91 4.43 1.91 3.88 2.95 3.31 6.37 3.42
Cragg-Donald F 45.02 40.16 39.87 39.42 38.17 32.48
Kleibergen-Paap rk LM 5.88∗∗ 5.37∗∗ 5.35∗∗ 6.79∗∗ 6.78∗∗ 6.44∗∗
Hansen J 0.36 0.30 1.22

Panel B: Estimation in first differences

∆π -28.29∗ -27.29∗ -29.55∗ -27.78∗ -26.93∗ -29.29∗
(15.49) (15.04) (14.92) (15.03) (14.70) (14.42)

∆Election -0.38∗ -0.37 -0.39∗
(0.22) (0.25) (0.21)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗ -0.24∗∗
(0.06) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.91 -7.63∗ -7.62∗
(3.83) (3.85) (3.86)

∆Reserves -3.99∗∗ -4.24∗∗ -4.24∗∗
(1.66) (1.78) (1.78)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 2.95 8.17 3.79 3.33 3.32 3.92 3.41 3.43 3.95
Cragg-Donald F 46.49 46.60 45.17 25.61 25.66 24.76
Kleibergen-Paap rk LM 8.61∗∗∗ 8.63∗∗∗ 8.44∗∗∗ 10.07∗∗∗ 10.08∗∗∗ 9.94∗∗∗
Hansen J 0.01 0.01 0.00
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the 3 months prior to change in govern-
ment election dummy (IV specifications) and both the (changes in) election dummy and (changes in) demo-
cratic accountability (2SLS specifications). Exchange rate is the nominal effective exchange rate of the local
currency against a basket of foreign currencies, and reserves is the international reserve to GDP ratio for each
country. The inverse hyperbolic sine transformation is applied to all variables, except the election dummy,
prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for
instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J
statistic, corresponding to tests for underidentification test, weak identification, and overidentification, re-
spectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and
16.4 for IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered at
the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.60: Instruments: Effects of political risk on the CCB (competitive elections)†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -47.76 -46.22 -49.93∗ -47.57 -45.59∗ -65.42∗∗
(29.24) (28.50) (29.32) (33.36) (23.42) (26.98)

Competitive election -0.62∗∗ -0.61∗∗ -0.64∗∗
(0.25) (0.25) (0.24)

ri − rus 0.09 0.08 0.19∗∗ 0.19∗∗ 0.19∗∗∗ 0.22∗∗
(0.06) (0.06) (0.07) (0.07) (0.07) (0.10)

Exchange rate 1.17 1.72 1.90
(1.47) (2.15) (2.62)

Reserves -2.85∗∗∗ -4.31∗∗ -4.77∗∗
(0.87) (1.76) (2.17)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 6.16 5.01 5.05 2.67 3.63 2.27 2.03 4.22 2.20
Cragg-Donald F 18.70 19.73 18.83 26.45 28.22 22.30
Kleibergen-Paap rk LM 5.39∗∗ 5.64∗∗ 5.46∗∗ 6.02∗∗ 6.52∗∗ 6.12∗∗
Hansen J 0.00 0.00 0.23

Panel B: Estimation in first differences

∆π -54.73∗∗ -55.84∗∗ -58.53∗∗ -50.08∗∗ -51.12∗∗ -54.10∗∗
(25.85) (25.66) (26.81) (21.33) (21.25) (22.13)

∆Competitive election -0.41∗∗ -0.42∗ -0.43∗∗
(0.19) (0.22) (0.19)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.06) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.91 -9.43∗ -9.16∗
(3.83) (4.89) (4.65)

∆Reserves -3.99∗∗ -4.48∗∗ -4.44∗∗
(1.66) (1.92) (1.90)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 4.49 8.21 3.29 4.48 3.86 2.78 5.51 4.44 3.03
Cragg-Donald F 26.49 26.43 25.65 15.46 15.42 14.85
Kleibergen-Paap rk LM 8.18∗∗∗ 8.16∗∗∗ 7.98∗∗∗ 10.45∗∗∗ 10.42∗∗∗ 10.25∗∗∗
Hansen J 0.14 0.14 0.12
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) political risk, which is instrumented with the (changes in) the competitive election dummy (IV
specifications) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS
specifications). Exchange rate is the nominal effective exchange rate of the local currency against a basket
of foreign currencies, and reserves is the international reserve to GDP ratio for each country. The inverse
hyperbolic sine transformation is applied to all variables, except the election dummy, prior to differencing and
estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the
Kleibergen-Paap rk LM statistic, Cragg-DonaldWald F statistic, and Hansen J statistic, corresponding to tests
for underidentification test, weak identification, and overidentification, respectively. The 10% maximal IV size
critical value ofweak identification is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are
by currency and time, while robust standard errors are clustered at the currency and time level, with statistical
significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.61: Risks: Effects of economic policy uncertainty risk on the CCB†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -29.35 -27.45 -24.74 -10.66 -0.18 -34.20
(49.29) (39.93) (37.63) (25.34) (15.05) (50.26)

Election -0.67∗∗ -0.70∗∗ -0.66∗∗
(0.29) (0.28) (0.30)

ri − rus 0.09 0.09 -0.14 -0.13 0.09 -0.22
(0.08) (0.07) (0.52) (0.52) (0.16) (0.74)

Exchange rate 1.90 -4.04 -6.34
(2.21) (13.76) (16.56)

Reserves -6.21∗∗ -21.19 -26.90
(2.89) (24.88) (35.77)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,195 2,195 2,195 2,195 2,195 2,195 2,195 2,195 2,195
F 5.51 6.27 4.28 0.35 0.37 0.30 0.18 0.56 0.27
Cragg-Donald F 0.79 0.98 1.09 0.46 0.84 0.61
Kleibergen-Paap rk LM 0.40 0.54 0.54 0.46 0.80 0.56
Hansen J 1.97 4.44∗∗ 0.13

Panel B: Estimation in first differences

∆π 34.80 34.14 23.55 34.74 34.10 23.53
(81.49) (79.69) (36.10) (81.78) (79.96) (35.84)

∆Election -0.53∗∗ -0.52∗∗∗ -0.52∗∗
(0.24) (0.18) (0.23)

∆(ri − rus) -0.28∗∗∗ -0.28∗∗ -0.42 -0.42 -0.42 -0.42
(0.08) (0.11) (0.39) (0.26) (0.39) (0.26)

∆Exchange rate -3.81 33.43 33.41
(5.66) (57.80) (57.55)

∆Reserves -6.85 -21.69 -21.68
(4.69) (30.14) (29.93)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 2,193 2,193 2,193 2,193 2,193 2,193 2,193 2,193 2,193
F 4.81 9.20 2.85 0.18 1.08 1.18 0.18 1.08 1.19
Cragg-Donald F 0.28 0.29 0.60 0.14 0.14 0.30
Kleibergen-Paap rk LM 0.19 0.20 0.47 0.20 0.20 0.49
Hansen J 0.00 0.00 0.00
† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on
(changes in) economic policy uncertainty risk, which is instrumented with the (changes in) the election
dummy (IV specifications) and both the (changes in) election dummy and (changes in) democratic ac-
countability (2SLS specifications). Exchange rate is the nominal effective exchange rate of the local cur-
rency against a basket of foreign currencies, and reserves is the international reserve to GDP ratio for each
country. The inverse hyperbolic sine transformation is applied to all variables, except the election dummy,
prior to differencing and estimation. The sample period ranges from 2009M7 to 2020M8. Test statistics for
instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald Wald F statistic, and Hansen J
statistic, corresponding to tests for underidentification test, weak identification, and overidentification, re-
spectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS specifications, and
16.4 for IV specifications. Fixed effects are by currency and time, while robust standard errors are clustered
at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.62: Risks: Effects of law and order risk on the CCB†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -361.16 -428.76 -563.30 11.73 11.67 25.26∗
(889.99) (1263.57) (2230.32) (6.99) (7.32) (13.42)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 2.09 1.77 0.04 0.01
(0.06) (0.06) (5.79) (6.65) (0.08) (0.09)

Exchange rate 1.17 -89.99 5.26∗
(1.46) (360.18) (2.98)

Reserves -2.84∗∗∗ -14.50 -2.30∗∗
(0.87) (50.46) (0.87)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 0.16 0.07 0.02 2.82 2.61 2.86
Cragg-Donald F 0.30 0.23 0.16 190.01 195.85 92.61
Kleibergen-Paap rk LM 0.18 0.13 0.07 3.44 3.98 5.19
Hansen J 7.35∗∗∗ 7.27∗∗∗ 7.23∗∗∗

Panel B: Estimation in first differences

∆π 897.64 867.50 938.41 10.23 9.23 6.67
(1064.47) (1015.95) (1146.78) (30.74) (30.26) (30.34)

∆Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.33 -0.34 -0.23∗∗ -0.23∗∗
(0.06) (0.10) (0.38) (0.41) (0.10) (0.10)

∆Exchange rate -5.97 -18.74 -5.89
(3.83) (32.97) (3.78)

∆Reserves -3.99∗∗ -3.04 -3.99∗∗
(1.67) (7.53) (1.67)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 0.71 0.50 1.15 0.11 2.61 3.29
Cragg-Donald F 0.36 0.37 0.33 5.85 5.86 5.93
Kleibergen-Paap rk LM 0.83 0.85 0.76 2.00 2.02 1.94
Hansen J 6.72∗∗ 6.55∗∗ 6.89∗∗∗

† This table reports the regression of monthly (changes in) cross-currency basis, at a tenor of 3 months, on (changes
in) the law and order risk, which is instrumented with the (changes in) the election dummy (IV specifications) and
both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications). Exchange
rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and reserves
is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation is applied
to all variables, except the election dummy, prior to differencing and estimation. The sample period ranges from
2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald
Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification test, weak identification,
and overidentification, respectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS
specifications, and 16.4 for IV specifications. Fixed effects are by currency and time, while robust standard errors
are clustered at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.

131



Table A.63: Risks: Effects of external conflict risk on the CCB†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

π -142.33 -151.64 -164.24 -40.18 -37.82 -47.21
(139.05) (159.32) (182.20) (48.86) (35.23) (28.88)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.73 0.69 0.25 0.26∗
(0.06) (0.06) (0.75) (0.73) (0.16) (0.14)

Exchange rate 1.17 -2.65 0.07
(1.46) (11.74) (2.92)

Reserves -2.84∗∗∗ -10.79 -5.11∗
(0.87) (10.22) (2.61)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 1.05 0.48 0.29 0.68 1.32 1.22
Cragg-Donald F 2.45 2.32 2.12 27.04 30.60 36.77
Kleibergen-Paap rk LM 1.22 1.08 0.95 1.75 1.81 2.45
Hansen J 1.82 2.38 2.08

Panel B: Estimation in first differences

∆π -212.06 -207.75 -220.06 -208.88 -204.85 -219.38
(157.54) (155.35) (166.93) (146.77) (144.80) (159.71)

∆Election -0.45∗∗∗ -0.44∗∗∗ -0.45∗∗∗
(0.16) (0.17) (0.16)

∆(ri − rus) -0.23∗∗∗ -0.23∗∗ -0.20 -0.20 -0.20 -0.20
(0.06) (0.10) (0.12) (0.12) (0.12) (0.12)

∆Exchange Rate -5.97 -13.27∗∗ -13.24∗∗
(3.83) (6.29) (6.07)

∆Reserves -3.99∗∗ -4.67∗∗ -4.67∗∗
(1.67) (1.97) (1.96)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 10.25 4.54 1.81 2.96 3.78 2.03 3.08 3.91
Cragg-Donald F 6.10 6.07 5.91 3.16 3.15 3.02
Kleibergen-Paap rk LM 2.23 2.22 2.10 2.55 2.54 2.32
Hansen J 0.02 0.02 0.00
† This table reports the regression ofmonthly (changes in) cross-currency basis, at a tenor of 3months, on (changes in)
the external conflict risk, which is instrumented with the (changes in) the competitive election dummy (IV specifica-
tions) and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies, and
reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation is
applied to all variables, except the election dummy, prior to differencing and estimation. The sample period ranges
from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic, Cragg-Donald
Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification test, weak identification, and
overidentification, respectively. The 10% maximal IV size critical value of weak identification is 19.9 for 2SLS spec-
ifications, and 16.4 for IV specifications. Fixed effects are by currency and time, while robust standard errors are
clustered at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01.
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Table A.64: Risks: Effects of government stability risk on the CCB†

Reduced form IV 2SLS
(1) (2) (3) (4) (5) (6) (7) (8) (9)

Panel A: Estimation in levels

Gov stab risk -14.15∗∗ -14.32∗∗ -14.58∗∗ -13.86∗∗ -13.67∗∗∗ -17.90∗∗∗
(6.81) (6.97) (7.01) (5.69) (4.41) (6.07)

Election -0.58∗∗∗ -0.59∗∗∗ -0.60∗∗∗
(0.20) (0.20) (0.20)

ri − rus 0.09 0.09 0.14∗∗ 0.14∗∗ 0.13∗∗ 0.15∗
(0.06) (0.06) (0.06) (0.06) (0.07) (0.08)

Exchange rate 1.17 1.93 2.10
(1.46) (1.80) (2.01)

Reserves -2.84∗∗∗ -3.01∗∗ -3.06∗∗
(0.87) (1.25) (1.39)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,339 4,339 4,333 4,339 4,339 4,333 4,339 4,339 4,333
F 8.64 5.22 4.61 4.32 4.61 2.71 5.94 7.18 2.96
Cragg-Donald F 34.17 34.03 34.08 40.99 41.58 36.98
Kleibergen-Paap rk LM 8.57∗∗∗ 8.50∗∗∗ 8.49∗∗∗ 10.32∗∗∗ 10.41∗∗∗ 9.74∗∗∗
Hansen J 0.00 0.01 0.18

Panel B: Estimation in first difference

∆Gov stab risk -22.68∗∗ -22.10∗∗ -23.05∗∗ -21.83∗∗ -21.32∗∗ -22.33∗∗
(9.36) (9.31) (9.58) (8.40) (8.39) (8.60)

∆Election -0.45∗∗∗ -0.44∗∗ -0.45∗∗∗
(0.16) (0.16) (0.16)

∆(ri − rus) -0.23∗∗ -0.23∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗ -0.25∗∗
(0.10) (0.10) (0.11) (0.11) (0.11) (0.11)

∆Exchange rate -5.97 -9.35∗ -9.24∗∗
(3.83) (4.64) (4.53)

∆Reserves -3.99∗∗ -4.85∗∗ -4.82∗∗
(1.67) (2.08) (2.06)

Currency and Time FE? Y Y Y Y Y Y Y Y Y
Observations 4,337 4,337 4,330 4,337 4,337 4,330 4,337 4,337 4,330
F 7.71 6.02 4.54 5.87 4.85 3.28 6.76 5.33 3.66
Cragg-Donald F 28.63 28.76 27.93 15.32 15.38 14.88
Kleibergen-Paap rk LM 12.37∗∗∗ 12.36∗∗∗ 12.08∗∗∗ 13.44∗∗∗ 13.43∗∗∗ 13.22∗∗∗
Hansen J 0.10 0.09 0.08
† This table reports the regression ofmonthly (changes in) cross-currency basis, at a tenor of 3months, on (changes
in) government stability risk, which is instrumented with the (changes in) the election dummy (IV specifications)
and both the (changes in) election dummy and (changes in) democratic accountability (2SLS specifications).
Exchange rate is the nominal effective exchange rate of the local currency against a basket of foreign currencies,
and reserves is the international reserve to GDP ratio for each country. The inverse hyperbolic sine transformation
is applied to all variables, except the election dummy, prior to differencing and estimation. The sample period
ranges from 2009M7 to 2020M8. Test statistics for instrument quality are the Kleibergen-Paap rk LM statistic,
Cragg-Donald Wald F statistic, and Hansen J statistic, corresponding to tests for underidentification test, weak
identification, and overidentification, respectively. The 10% maximal IV size critical value of weak identification
is 19.9 for 2SLS specifications, and 16.4 for IV specifications. Fixed effects are by currency and time, while robust
standard errors are clustered at the currency and time level, with statistical significance given by ∗ p < 0.1, ∗∗

p < 0.05, ∗∗∗ p < 0.01.
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