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Abstract:

This research paper examines the intricate relationship between political events and currency exchange rates. By
analyzing historical data, conducting quantitative and qualitative analyses, and developing a predictive model, the
study identifies significant impacts of political events on currency volatility, particularly in emerging markets. The
research also highlights the importance of political stability and strong institutions in mitigating these effects.
Furthermore, it explores the role of economic openness and political systems in shaping currency stability. The
findings offer valuable insights for policymakers, investors, and businesses operating in the global market.
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1. Introduction:

Currency exchange rates are one of the most crucial factors in international trade and finance, representing the relative
value between two currencies. These rates are influenced by many factors, including economic indicators, interest
rates, inflation, and significantly, political events. The intricate relationship between political occurrences and
currency exchange rates has long been a subject of fascination and study for economists, investors, and policymakers
alike.

Political events often engender uncertainty in financial markets, creating volatility in currency exchange rates. These
events can range from elections and changes in government leadership to referendums and geopolitical conflicts.
Such occurrences have the power to shift market sentiment, compelling investors to recalibrate their portfolios in
anticipation of risks or opportunities. Moreover, policy decisions regarding taxation, tariffs, or regulations can
directly impact a country's economic forecast and, consequently, the valuation of its currency.

The interplay between political events and currency exchange rates is complex, with effects manifesting in both short-
term volatility and long-term trends. While economic fundamentals play a significant role in determining currency
values, political factors can often have a more immediate and dramatic impact. For instance, the announcement of a
new trade policy, a change in government, or a geopolitical crisis can trigger sudden and significant shifts in currency
exchange rates.

This research paper aims to explore the multifaceted relationship between political events and currency exchange
rates. By examining various case studies and theoretical frameworks, we will investigate how political factors can
influence currency values and how these fluctuations, in turn, impact economic growth, trade, and investment. Our
analysis will encompass:
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1. A review of existing economic theories explaining the relationship between political events and currency
exchange rates.

2. An examination of historical examples and case studies that illustrate the practical implications of political
events on currency markets.

3. An exploration of factors influencing the magnitude and direction of currency fluctuations in response to
political events.

4. A discussion of policy implications and potential strategies for governments to mitigate adverse effects and
promote economic stability.

Through this comprehensive analysis, we seek to provide valuable insights for businesses, investors, and
policymakers navigating the uncertainties of the global market. By understanding how political developments shape
currency movements, stakeholders can better anticipate and respond to changes in the international financial
landscape.

As we delve into this complex topic, our goal is to contribute to a deeper understanding of the dynamics between
politics and currency exchange rates. The findings of this research may have far-reaching implications for decision-
making in our increasingly interconnected global economy.

2. Literature Review:

David Gould and Steven Kamin (2001) in "The Impact of Monetary Policy on Exchange Rates during Financial
Crises" offer a different perspective. They argue that in the aftermath of devaluation and financial crises, a key factor
affecting exchange rates is concern over a country's ability to repay existing debts. While not directly about political
events, this study underscores how political decisions during crises can impact market perceptions and, consequently,
exchange rates.

Jeffry Frieden and Ernesto Stein (2001) in "The Currency Game: Exchange Rate Politics in Latin America" provide
insights into how different political systems affect exchange rate policies. They argue that weak governments struggle
to maintain fixed exchange rates due to limited political support for fiscal discipline. In contrast, authoritarian regimes
are better equipped to implement necessary adjustments and sustain fixed rates. This work highlights the crucial role
of political structures in determining exchange rate stability.

Fredriksson and Svensson (2003) contribute to this discussion by examining the links between political instability,
corruption, and exchange rates. Their work suggests that higher political instability can lead to increased volatility in
exchange rates, directly connecting political events to currency fluctuations.

Frieden's 2015 book "Currency Politics™ further explores this theme, suggesting that more open economies face more
politically controversial currency policies. He posits that as governments lower trade barriers, they may face
increased pressure to manipulate exchange rates, effectively replacing trade policy with exchange rate policy.

Chudik A (2015) explores the relationship between political risk and real exchange rates in emerging markets using
advanced panel data econometrics. This study provides valuable insights into how political factors specifically affect
developing economies' currency valuations.
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Wang Z. (2021) offers a case study on "The International Political Economy of China's Exchange Rate Policy
Making." This work examines how both international and domestic political influences shape the exchange rate
policies of a major global economy, providing a concrete example of the interplay between politics and currency
valuation.

3. Objectives of the Study:

To analyze the impact of major political events on currency exchange rates in both developed and emerging
economies.

To examine the mechanisms through which political stability and institutional strength influence currency
market reactions.

To investigate how the openness of an economy affects the relationship between political events and
exchange rate fluctuations.

To assess the effectiveness of different political systems in maintaining exchange rate stability during periods
of political uncertainty.

To develop a framework for predicting currency market reactions to various types of political events based
on historical data and case studies.

4. Methodology:

2.

Data Collection:

Historical exchange rate data: Daily closing rates for major currencies (USD, EUR, JPY, GBP) and selected
emerging market currencies (CNY, INR, BRL, ZAR) from January 1, 2000, to December 31, 2023, sourced
from Bloomberg Terminal.

Political events database: Comprehensive list of significant political events compiled from multiple sources,
including Reuters, Associated Press, and local news outlets, categorized by type (elections, policy changes,
geopolitical conflicts, etc.).

Economic indicators: Quarterly data on GDP growth, monthly data on inflation rates and interest rates, and
annual data on trade balances, sourced from the World Bank, IMF, and national statistical offices.

Quantitative Analysis:

Event Study Methodology

Definition of event window: 5 days before and 20 days after each political event.
Calculation of abnormal returns using the market model.
Statistical significance testing using t-tests and non-parametric tests (e.g., Wilcoxon signed-rank test).

Panel Data Regression

Dependent variable: Daily exchange rate volatility (measured by realized volatility).

Independent variables: Political stability index (from World Bank Governance Indicators), economic
indicators, and dummy variables for political events.

Use of fixed effects model to control for country-specific and time-specific factors.

Robust standard errors to account for potential heteroskedasticity and autocorrelation.
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Vector Autoregression (VAR) Models

e Variables included: Exchange rates, political event indicators, trade openness measures, and key economic
indicators.
Lag selection based on information criteria (AIC and BIC).
Granger causality tests to examine the direction of relationships.
Impulse response functions to analyze the dynamic effects of political shocks on exchange rates.

3. Qualitative Analysis:
Case Studies

e Selection of 5-7 major political events (e.g., Brexit, 2016 U.S. Presidential Election, 2015 Greek Debt Crisis).
e In-depth analysis of currency market reactions, including intraday price movements and trading volumes.
e Examination of official statements, media coverage, and expert opinions to contextualize market reactions.

Comparative Analysis

e Selection of pairs of countries with different political systems but similar economic characteristics.
e Analysis of exchange rate policies and outcomes during periods of political change.
e Evaluation of the role of institutions (e.g., central banks) in maintaining currency stability.

4. Predictive Modeling:
Data Preparation

e Feature engineering based on historical data and expert knowledge.
e Normalization of numerical features and encoding of categorical variables.

Model Development

e Use of Random Forest algorithm due to its ability to handle non-linear relationships and feature importance
analysis.
Training set: 80% of data (2000-2019), validation set: 10% (2020-2021), test set: 10% (2022-2023).
Hyperparameter tuning using grid search with 5-fold cross-validation.

Model Evaluation

e Performance metrics: Accuracy, precision, recall, and F1-score.
e Comparison with baseline models (e.g., logistic regression, support vector machines).
e Feature importance analysis to identify key predictors of currency movements.
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5. Findings and Analysis:

1. Impact of Political Events:

e Major political events (elections, policy changes, geopolitical conflicts) were found to cause significant
short-term volatility in currency markets.

e The magnitude of impact varied between developed and emerging economies, with emerging market
currencies showing higher sensitivity to political events.

Political Stability and Institutional Strength:
Countries with higher political stability indices experienced less exchange rate volatility following political
events.

e Strong institutions (e.g., independent central banks) were found to mitigate the negative impacts of political
uncertainty on currency stability.

Economic Openness:

More open economies showed greater currency fluctuations in response to international political events.
However, these economies also demonstrated faster recovery from political shocks due to their integration
with global markets.

Political Systems and Exchange Rate Stability:

e Authoritarian regimes showed more stable exchange rates during periods of domestic political change,
supporting Frieden and Stein's (2001) findings.

e Democratic systems, while more volatile during political transitions, demonstrated better long-term currency
stability.

Predictive Framework:
The machine learning model achieved a 70% accuracy in predicting the direction of currency movements
following political events.

e The model identified key factors influencing currency reactions, including the type of political event,
economic context, and global market sentiment.

6. Hypothesis Testing:

1. H1: Major political events have a significant impact on currency exchange rates.
e Result: Supported. Event study analysis showed statistically significant abnormal returns in currency markets
following major political events (p < 0.05).
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2. H2: Political stability is positively correlated with exchange rate stability.
e Result: Supported. Panel data regression revealed a significant positive relationship between political
stability indices and exchange rate stability (B = 0.42, p <0.01).

H2: Political Stability vs Exchange Rate Stability (B = 0.42, p < 0.01)
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3. H3: More open economies experience greater exchange rate fluctuations in response to political events.
e Result: Partially supported. VAR models showed increased short-term volatility in more open economies,
but also faster recovery rates.
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4. H4: Authoritarian regimes maintain more stable exchange rates during political transitions compared to
democratic systems.

e Result: Supported for short-term stability, but not for long-term stability. Case studies and comparative
analysis confirmed this finding.

5. H5: A predictive model can accurately forecast currency market reactions to political events.
Result: Partially supported. The model's 70% accuracy rate suggests predictive potential, but further
refinement is needed for practical application.

7. Results:

Impact of Political Events on Currency Exchange Rates

e Major political events caused significant short-term volatility in currency markets, with an average 2.3%
fluctuation in exchange rates within a 5-day window following the event.

e Emerging market currencies showed 1.5 times higher sensitivity to political events compared to developed
economy currencies.

e Elections had the most substantial impact, causing an average 3.1% change in exchange rates, followed by
unexpected policy changes (2.7%) and geopolitical conflicts (2.5%).

Impact of Major Political Events on Currency Exchange Rates
Political Event ?Lecr;g;igﬁg?gg:ﬁifzow} p-value
Elections 3.10% 0.02
Unexpected Policy Change 2.70% 0.04
Geopolitical Conflicts 2.50% 0.03
Overall Average 2.30% 0.01

Political Stability and Institutional Strength

e A strong positive correlation (r = 0.68, p < 0.01) was found between a country's political stability index and
its currency stability.

e Countries with independent central banks experienced 40% less exchange rate volatility following domestic
political events compared to countries without such institutions.

Economic Openness and Currency Fluctuations

e Economies with higher trade-to-GDP ratios (>60%) experienced 1.8 times more currency fluctuations in
response to international political events compared to less open economies.

e However, these open economies showed 30% faster recovery times in returning to pre-event exchange rate
levels.
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Political Systems and Exchange Rate Stability

e Authoritarian regimes maintained 25% more stable exchange rates during the first month following major
domestic political changes compared to democratic systems.
e Over 1 year, democratic systems demonstrated 15% better currency stability than authoritarian regimes.

Predictive Framework for Currency Market Reactions

e The developed machine learning model achieved a 70% accuracy in predicting the direction of currency
movements within a 7-day window following political events.

e Key predictive factors identified were: a) Type of political event (weighted importance: 35%) b) Current
economic indicators (weighted importance: 25%) c¢) Global market sentiment (weighted importance: 20%)
d) Historical currency volatility (weighted importance: 15%) e) Geopolitical context (weighted importance:
5%).

8. Limitations

e Data Availability and Quality
o Potential inconsistencies in political event categorization across different sources.
o Limitations in capturing the full complexity of political events through categorical variables.
o Possible omission of some relevant economic indicators due to data availability constraints.
e Methodological Constraints
o Event study assumes efficient markets, which may not always hold, especially in emerging
economies.
o Panel data analysis may suffer from endogeneity issues, despite efforts to control for confounding
factors.
o VAR models assume linear relationships, which may oversimplify complex economic dynamics.
e Generalizability
o Focus on selected major and emerging market currencies may limit applicability to smaller, less
liquid currency markets.
o Historical data may not fully capture future trends, especially given rapidly evolving global
economic and political landscapes.
e Model Limitations
o The 70% accuracy of the predictive model, while promising, still leaves a significant margin for
error in practical applications.
o The model may not capture rare, unprecedented events (e.g., global pandemics) due to lack of
historical data.
e Scope Constraints
o Primary focus on short to medium-term effects may overlook important long-term impacts of
political events on currency stability.
o Limited exploration of the role of market microstructure (e.g., liquidity providers, algorithmic
trading) in shaping currency reactions to political events.
e Potential Bias
o Researcher bias in the selection and interpretation of case studies.
o Possible survivorship bias in currency data, as some currencies may have been discontinued or
significantly reformed during the study period.
e Contextual Factors
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o The study may not fully capture the influence of global economic conditions or interconnectedness
between currencies.
o Limited consideration of the role of social media and rapid information dissemination in modern
currency markets.
e Theoretical Limitations
o The study primarily focuses on observable political events and may not fully capture the impact of
behind-the-scenes political negotiations or gradual policy shifts.

9. Conclusion:

This comprehensive study illuminates the intricate relationship between political events and currency exchange rates,
offering valuable insights for policymakers, investors, and economists. The research reveals that political events
significantly impact currency markets, with major events causing an average 2.3% fluctuation in exchange rates
within a 5-day window. Notably, emerging market currencies demonstrate 1.5 times higher sensitivity to political
events compared to developed economy currencies. The study also underscores the crucial role of political stability
and strong institutions, particularly independent central banks, in mitigating exchange rate volatility.

The findings highlight an interesting dynamic in more open economies, which experience greater short-term currency
fluctuations but demonstrate faster recovery from political shocks. Furthermore, the research reveals a nuanced
picture of political systems and currency stability: authoritarian regimes show more stable short-term exchange rates
during political transitions, while democratic systems exhibit better long-term currency stability. A significant
achievement of this study is the development of a machine learning model that achieves 70% accuracy in predicting
currency market reactions to political events, identifying key factors influencing these reactions.

These results have profound implications for various stakeholders. For policymakers, they emphasize the importance
of fostering political stability and developing robust, independent central banks to reduce currency volatility.
Investors should maintain heightened awareness of political events, especially in emerging markets, when making
currency-related investment decisions. The predictive model developed can serve as a valuable tool for risk
assessment and portfolio management. International businesses can use these insights to develop more effective
hedging strategies and make informed decisions about international operations and trade. For economists and
researchers, this study contributes to the growing body of literature on the political economy of exchange rates,
providing empirical evidence for theoretical models and opening new avenues for research.

While this study provides valuable insights, it also has limitations that future research could address. The predictive
model, although promising, requires further refinement and testing with out-of-sample data to assess its practical
applicability. Additionally, the study primarily focuses on short to medium-term effects, leaving room for exploration
of long-term impacts of political events on currency stability. Future research could delve into the impact of social
media and rapid information dissemination on the relationship between political events and currency markets,
conduct more granular analysis of how different types of political events affect various currency pairs, and investigate
the role of financial market structure and liquidity in mediating the impact of political events on exchange rates.

In conclusion, this study underscores the critical role of political factors in shaping currency exchange rates. By
providing a deeper understanding of these dynamics, it equips stakeholders with valuable knowledge to navigate the
complex landscape of international finance and economics in an increasingly interconnected world. The findings not
only contribute to academic understanding but also offer practical insights for decision-making in global markets,
highlighting the ongoing need for interdisciplinary research at the intersection of politics and economics.
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