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Abstract Movement of the renminbi (RMB) exchange rate is not only affected
by economic factors, but also by political factors home and aboard. This paper
analyzes the transmission mechanism of political cycles on the RMB exchange
rate first, and then sets up a “political cycle spillover effect model” followed by
an empirical analysis. We find that: (1) the US political cycle has a direct effect
on the RMB exchange rate in the short run, which is mainly transmitted by
capital flows and China’s exchange rate policy control; (2) the RMB exchange
rate changes periodically in accordance with the US presidential election and
midterm election cycle, with the appreciation ratio significantly lower in the first
year of the election cycle, while significantly higher in the year after the midterm
election; (3) The effect of the political cycle will not be affected by which party
holds power, though it will be affected if the president and parliament are ruled
by the same party. This paper not only extends the research of the influencing
factors of the RMB exchange rate to the political field, but also sets up a use
theoretical model to analyze the impact of political issues on the RMB exchange
rate, providing a new perspective to fully understand the external environment of
RMB exchange rate reform.
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1 Introduction

The exchange rate is not only a critical part of a country’s economy, but also an
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important issue affecting the relationship between major countries. Zhang and
Zhang (2005) once pointed out that the exchange rate was an important tool for a
great power to achieve or strengthen world economic and political arrangements
in favor of the power. Following the financial crisis, along with global weak
demand and reshuffling of economic strengths, quite a few western countries
attempted to stimulate recovery of domestic manufacturing and impede the rapid
rise of emerging market countries through trade protectionism. In the US
presidential election of 2012, final candidates Romney and Obama criticized
each other for weak policies against China and then played the “China card” for
this purpose; meanwhile, the renminbi (RMB) exchange rate against the dollar
hit the limit up for eight times, suffering from huge appreciation pressure.
Interestingly, however, the Obama administration adopted milder policies against
China than it had claimed it would in the election campaign. It is not hard to find
from a retrospective look at US presidential elections over the past two decades
that all administrations basically follow the principle of “pragmatism” to
maintain a comparatively normal relationship with China though underestimating
the RMB exchange rate, which is always a hot topic during elections. Will such
different policies against China adopted by the US influence the movement of the
RMB exchange rate and, if so, will the political cycle resulting from alternations
between election and non-election periods give rise to periodical change in the
RMB exchange rate? And what is the transmission mechanism?

In this paper we try to answer the above questions by looking into spillover
effects of the US political cycle on the movement of the exchange rate. The US
political cycle refers to the policy cycle incurred by quadrennial political
elections in the US; while spillover effects mean impacts of an organizational
activity on people outside the organization and society in addition to expected
effects on itself. In The Comprehensive Spillover Report released on September
2, 2011, The International Monetary Fund (IMF) defines the impact of internal
affairs of a country on other economies as spillover effects, whereby the paper
believes that “spillover effects of the US political cycle on the RMB exchange
rate” mainly refers to such effects as movement of the RMB exchange rate under
the influence of the political cycle incurred by election and non-election periods
in the US. Research into this issue not only contributes to a better understanding
of the mechanism that determines and influences the exchange rate, but also
provides a new way of thinking how to boost reform in the RMB exchange rate
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system more properly under the current complex and changeable international
circumstances. Specifically, we find that the US political cycle exerts a direct
influence on the RMB exchange rate in the short run mainly through capital
flows and policy regulation. Periodic changes occur in the appreciation ratio of
the RMB as American presidential elections and mid-term elections proceed. The
appreciation ratio of the RMB significantly decreases in the first year after a
president takes office and increases in the first year after a mid-term election.
Besides, in consideration of party factors in the US, though the impact of the
political cycle will not be subject to the ruling party, “alignment” between the
President and Congress does play a critical role in such impact.

The implication is: firstly, it develops a new perspective of the impact of
political factors on exchange rate. Starting with political cycle, we study
periodical influence of American presidential elections and mid-term elections on
the RMB exchange rate. Secondly, a new theoretical model expands the field of
research into political factors influencing economic issues. By setting up a
political cycle spillover effect model, we systematically analyze the influencing
mechanism of political factors on the RMB exchange rate, which has never been
seen in previous literature and greatly supplements existing research. Thirdly, the
paper enriches research into the influencing factors of the RMB exchange rate.
Most available literature analyzes economic factors influencing the RMB
exchange rate and focuses little on political factors, with even fewer articles
involving empirical analysis on political factors. In this paper we conduct an
empirical test of actual spillover effects of the US political cycle on the RMB
exchange rate, thus enriching existing research.

The rest of the paper is structured as follows: Section 2 is a literature review.
Section 3 analyzes the transmission mechanism of the political cycle on the RMB
exchange rate and then, by setting up the “political cycle spillover effects model”,
we analyze the spillover effects of the US political cycle on the RMB exchange
rate. Section 4 is a research design of a measurement model for the empirical test.
Section 5 offers an analysis of the empirical results. It tests the influence of the
US political cycle on changes in the RMB exchange rate and the mechanism of
such changes; it also explores effects of type of the ruling party, alignment
among parties and other factors in the US. Section 6 is the conclusion along with

implications.



The Political Cause of the Movement of RMB Exchange Rate 697

2 Literature Review

Little domestic and international research involves effect of political factors on
exchange rate. Though an increasing number of scholars start to focus their
research into this field, most of them focus more on the effect of political factors
on selection of the exchange rate system. Bachman (1992) paid attention to this
issue very early and conducted a modeling research into political cycles in
Canada, France, Britain and the US during 1973-1985, from which he found that
forward exchange rate misalignment would change due to the response of foreign
exchange traders to political information when the ruling party changed. Frieden
(1994) pointed out that the more open the economics and finance in a country
was, the more important political factors would be to exchange rate issues. While
Lobo et al. (1998) found, by checking changes in weekly volatility of the yen
against the dollar, the pound against the dollar, the mark against the dollar and
the Canadian dollar against the dollar during five presidential election cycles in
the US, that exchange rates of the four currencies against the dollar were affected
by the US political cycle or the ruling party and, when the American presidential
election approached, unexpected dollar depreciation would exert a remarkable
influence on volatility of the yen and mark compared with unexpected dollar
appreciation. Similarly, Liu and Pauwels (2006) found, by establishing a political
pressure index in regard to the RMB exchange rate, that political pressure from
the US, instead of that in China, had a significant impact on volatility of the
RMB.

Domestically, Zhang and Zhang (2005) proposed the issue of “existence” that
political factors did influence the RMB exchange rate; they stated that reform
and arrangement of exchange rate depended on equilibrium among various
domestic and international political and economic interests. While He (2006) and
Zhou (2009) studied reasons for the US placing pressure on the RMB and both
pointed out that interest groups played an active role in placing appreciation
pressure on the RMB and propelled a series of activities carried out by executive
authority and Congress on this issue. In contrast, Liu and Zhou (2011) focused on
effect of pressure from the US Government and Congress on the RMB. After
research into the effect of American political pressure on RMB appreciation
during 2005-2010 through “classified event study,” they pointed out that effect
of political pressure from the US on RMB appreciation, though not remarkable
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generally, rose significantly in case of fixed or depreciated RMB; and legislative
pressure had a more significant effect on RMB appreciation than administrative
pressure. Some scholars also made evaluation and analysis of the relationship
between US general elections and the RMB exchange rate from the perspective
of science of international relations. Qiu and Pan (2004) discussed root causes
for “institutional limit” on US policies against China while Yuan (2010)
expounded the effect of Congress mid-term elections on American foreign policy
and analyzed the influence of these policies on Sino-US relations from the
perspective of history, party, etc.

On the whole, the above-mentioned literature involves mainly ultra-short-term
and long-term effects of political factors on exchange rate. Most research with
respect to long-term effects make qualitative historical reviews and analysis of
Sino-US relations, which, however, is not the focus of this paper; articles
containing quantitative analysis study mostly ultra-short-term effects of time
point of a specific political or legislative event or political election on exchange
rate rather than exploring the process of transmission of political factors on
exchange rate, which therefore can hardly form a systematic analysis framework
and provide practical guidance.

Unlike that body of research, this paper focuses on short-term effects of
political factors on exchange rate. As a matter of fact, information exerts its
influence on asset prices in the process; information on politics, especially
political elections, is a systematic and continuous process from promotion,
influencing the public voice and psychological anticipation of stakeholders to
influencing exchange rate volatility; while decisions are made by the government
and legislative institution after repetitive discussions, with effect of them on
exchange rate generally as a result of continuous signal release in a while. Hence,
this research should take into consideration characteristics and mechanisms of an
action of political factors and extend the time interval of ultra-short-term
research to have a better understanding of the exchange rate movement.

Given this, this paper attempts to break through existing limits to focus on
short-term influencing mechanisms of yearly contrasting characteristics of US
system change on the RMB exchange rate, of which a systematic analysis will be
performed by setting up a theoretical model; then the results will be empirically
tested to deepen research into the effect of the political cycle on the RMB
exchange rate.



The Political Cause of the Movement of RMB Exchange Rate 699

3 Theoretical Analysis

3.1 Theory of the Impact of the US Political Cycle on the RMB Exchange
Rate

The Chinese government always adheres to the basic principles of
“self-centeredness” in regulating the RMB exchange rate. Together with the
reform on managed and floating exchange rate system carried out step by step in
China in 1994, 2005 and 2010, the floating range of the RMB exchange rate has
gradually expanded, and the RMB exchange rate is increasingly affected by a
more diverse array of complex factors. Therefore in the context of gradual
loosening of currency policy, the short-term fluctuations of the RMB exchange
rate will be inevitably influenced by the global economy and political relations,
among which the US political cycle is the most notable factor.

As mentioned above, the US political cycle refers to a political cycle
associated with quadrennial political elections in the United States. As
decision-making process is correlated with public opinion and mid-term
assessment, political party relations, interest groups and stakeholders in the office
term, the attitude and relevant policies of every US government towards the
RMB exchange rate is actually the result of the gamble among each stakeholder,
and different features may be presented during a political cycle. To be specific,
during a political year, the behavioral characteristics of stakeholders will affect
the US’s attitude towards RMB exchange as well as the formulation of relevant
legislation, which will then poses pressure or expectation on the short-term
appreciation or depreciation of the RMB exchange rate at the international level.
Further, such pressure or expectation will affect short-term fluctuation in the
RMB exchange rate through the capital channel, trade channel and policy
regulation.

(1) The capital channel, i.e., immediate response of short-term capital. As the
most direct way for US political factors to influence the RMB exchange rate, the
capital channel has effect on the relative trend of short-term exchange rate. On
the one hand, short-term capital and international hot money focus on all kinds of
information including political factors, and once there is new information, such
as presidential election momentum, new trade acts to be enacted by US Congress,
speculators will operate foreign exchange trading in Hong Kong, Singapore and



700 Mengnan Zhu, Qian Zhao, Yuguang Wang

other regional markets to influence the fluctuations in the RMB exchange rate.
Certainly, the foreign exchange markets represented by the Hong Kong market
serve as the buffering zone and natural barrier to protect the RMB exchange rate
from dramatic impacts. On the other hand, large-scale of investment funds and
seasoned speculators in the US even by hook or by crook instigate interest
groups, congress member, campaigners and government officials to guide policy
direction. Besides, they make full preparation for speculation via the capital
channel in advance and make profits with reverse operation upon the release of
political information, thus affecting the short-term fluctuation of the exchange
rate once again. Therefore, speculators are the “transmitters” of political factors
on the RMB exchange rate, no matter whether they take a wait-and-see attitude
or lead active guidance.

(2) The trade channel. The exchange rate is the relative price of commodities
in international trade. Legislation and governmental policies made by the US
Congress will influence import and export trade between China and the US, thus
affecting the RMB exchange rate against the US dollar. Firstly, legislation by US
legislative body, e.g. imposing punitive tariffs on certain commodities will exert
direct impacts on Chinese import and export trade and further on the exchange
rate; secondly, interest groups may influence the decision of government by
means of generating public opinion, lobbying officials and so on. Thirdly, in case
of domestic crisis, the US generally tends to shift such crisis via the trade
channel, which influences the RMB exchange rate in an indirect way.
Nonetheless, with a slow and slight impact on the exchange rate, together with
long time lag, the trade channel may have a limited influence on short-term
fluctuation in the exchange rate.

(3) Artistic response and regulation by the Chinese government will also give
rise to short-term fluctuations in the RMB exchange rate. Exchange rate is the
price link of international economic connections. Focusing on the domestic
economic environment and affecting the interests of other countries is bound to
hinder the economic reform and development in China. Given that, it is required
to uphold the principle of “self-centeredness” in the reform of the RMB
exchange rate and make proper regulation in an artistic way, at the official level,
artistic response and active regulation by the Chinese government will effectively
influence the trend of the RMB exchange rate within complicated and changing
international context. At the market level, investors will have a specific
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psychological expectation on such trends in the circumstance of the superpower
game between China and the US and under the policy guidance, and thereby
influence the short-term fluctuations of the RMB exchange rate through
intervention in the exchange rate market.

The following will introduce and analyze the transmission mechanism of the
US political cycles on the RMB exchange rate by analyzing the behavior
characteristics of stakeholders with the spillover effects model of the US political
cycle.

3.2 Building Spillover Effects Model of the US Political Cycle
3.2.1 Model Specification

Alesina (1987) put forward that on the condition of repeated game, the political
cycle arising from changes in ruling parties will exert influences on domestic
economic development. This paper takes the concept of incomplete information
game proposed by Fudenberg and Tirole (1991) as well as Harsanyi (1967, 1968)
for reference and hereby builds a “spillover effects model of the political cycle.”
By analyzing the behaviors of interest groups, candidates and rulers, and
screening the optimal policy against China during president and congress
member election campaigns as well as non-campaign periods, the influences of
the US political cycle are expanded to external environments so as to analyze its
influences on the RMB exchange rate. The model sets the US political cycle to
four years with the election of a new US president as the beginning, and pays
close attentions to the midterm congress election during the political cycle. The
political cycle is specifically divided as follows:'

D1: The first year after presidential election (the year of president in power),
e.g., from November 2008 to October 2009.

D2: The year before congress election (the year of congress election), e.g.,
from November 2009 to October 2010.

D3: The first year after congress election (the year of congress in power), e.g.,
from November 2010 to October 2011.

D4: The year before presidential election (the year of presidential election),

! US presidential elections and mid-term elections enter into a decisive stage in November,
when the result will be revealed.
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e.g., from November 2011 to October 2012.

The above election is made every four years. The dominant factor most likely
to affect the RMB exchange rate in the ruling year is the ruling program, and that
most likely to affect the RMB exchange rate in the election year is the attitude of
the elector.

According to the transmission principle of the political cycle on the RMB
exchange rate, fluctuations in the RMB exchange rate in the short term are
directly affected by capital channels and governmental policies. From the
perspective of the capital channel, the attitude of the US government will
significantly influence market expectations on the RMB exchange rate and may
bring out by venture capital, further resulting in short-term fluctuations in the
RMB exchange rate; and from the perspective of Chinese regulation policies, the
Chinese government will do its utmost to excellently regulate to reduce the
negative influences of exchange rate fluctuations on Sino-US relations.
Specifically, during presidential election campaigns, the Chinese government
tends to cooperate with the presidential candidates to establish a good
relationship with the new US government, and mainly adheres to the principle of
“self-centeredness” when the new government led by the new president comes to
power. During congress member election campaigning, the Chinese government
is free from concern about the fluctuations of the RMB exchange rate as the
influence of individual congress members is limited, while when congress
members take office, the Chinese government usually tends to coordinate with
the governing requirements of the congress in an appropriate manner, for the
sake of maintaining stable relations between China and the US. If the attitude of
the US government towards China is taken as #(t = 0), the higher the value of t
is, the tougher the attitude of the US government towards China will be; if the
regulation willingness of the Chinese government is taken as a two-valued
function k € {k,,k;}, when k=k,, the Chinese government will enforce
appreciation regulations and thus the RMB appreciates; while whenk =4, , the
Chinese government will not exercise regulations or depreciation regulation.
Hence it can be concluded that short-term exchange rate change expressed as
Ae = e(t, k) meets the following conditions:

(1) Vk,e(t,k)=0 means the tougher attitude of the US government towards
China will not drive down the exchange rate.

(2) Vk,e(0,k)=0 means if the US government does not take a tough
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attitude towards China, slight changes in its attitude will not influence the RMB
exchange rate.

(3) Vk,e,(t,k)>0 means the more tough the attitude of the US government
is towards China, the greater the influence on the RMB exchange rate will be.

(4) Vk,e(t,ky) > e(t,k;) means when the attitude of the US government
towards China is given, the RMB exchange rate will be appreciated by the
Chinese government’s appreciation regulation.

Appreciation of the RMB will have a direct and immediate impact on Sino-US
trade and drive major US interest groups to make profits. If the profit of interest
groups is expressed as ple(z,k)], pTe]> 0 is met. To be specific, the higher the
appreciation of the RMB is, the more the profits of interest groups will be. For
e(t,k) in ple(t, k)] is monotonically increasing, the function f(¢,k) = ple(t,k)]
is defined and f{¢, k) meets (1)—(4) of e(¢, k).

3.2.2 Character of Stakeholders’ Behavior and Basic Assumptions of the Model

Interest groups’ influence on the decision-making of the US government is in no
way to be underestimated, they are highly advanced and participate in state
affairs (Li, 1989). It is considered in the rent-seeking theory, government’s
intervention with the economy through its privilege serves as an important
condition whereby rent-seeking creates. So, interest groups of US, in order to get
rental income, tend to influence the government in different ways. He (2006)
pointed out that enthusiasm of certain organizations and channels through which
governmental sections are influenced constitute two major factors that determine
the influence of interest groups. Liang et al. (2012) further pointed out in that
America, through a large number of trade beneficiaries, is inevitably confronted
with the difficulty of collective action, whereas, maleficiaries often turn out to be
a more well-informed, active and united and better organized group, which has a
larger influence on the decision-making of government. As a matter of fact,
American interest groups, which are of strong power, tend to uphold trade
protection and advocate for the appreciation of the RMB. Moreover, as campaign
seasons and non-campaign seasons alternate, these powerful interest groups will
exert their influence on the government through different strategies and channels,
resulting in the periodical change with external pressure as confronted by the
RMB exchange rate: during the campaign seasons, they will lead the public
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opinion in lobbying towards media, communities, the masses and so on, thus
compelling presidential candidates to compromise with their requests of
rent-seeking, which, during the period of administration, is done through direct
control of a senator.

In identifying the influence exerted periodically by interest groups on the
government in different ways, it is of significant importance to inspect the
government’s response under different circumstances of pressure. According to
the Political Trilemma of the World Economy proposed by Danny Roderick,’
candidates respond differently to interest groups in the campaign season versus
being elected, resulting in the periodical change of his attitude of
pressure-exertion towards the RMB. And it is considered by this very theory that,
economic globalization, political democratization and sovereign state cannot be
achieved at the same time, that is, globalization has to be restricted if democratic
politics and state sovereignty were to be emphasized; democratic politics have to
be sacrificed if globalization and state sovereignty were to be further advocated;
and state sovereignty has to be weakened if democratic politics and globalization
were to deepen, so as to seek international treatment transcending state
sovereignty to a larger extent. Therefore, during the campaign season,
presidential candidates tend to make promises on demands of interest groups for
their guidance of public opinions, and take a strong attitude towards other
countries with the purpose of wining votes, which, on one hand, leads to the fact
where free trade is severely limited due to strengthening of state sovereignty and
democratic politics, while on the other hand, it causes appreciation pressure on
the RMB. Then during the period of administration, the masses are only
influenced by public opinion to a limited extent as interest groups change their
way of rent-seeking, whose support of government is mainly rooted in the level
of economic development, for reasons of which the government has to grab
interests brought along with economic globalization for America. So, the
president will choose a mild attitude towards China, weakening state sovereignty,
so as to realize the strengthening of democratic politics and free trade. Taking a
look at American presidents’ attitude towards China before and after election
since 1992, such as the Clinton/Bush/Obama administrations, they have all taken
a comparatively mild attitude on issues with China, including the RMB exchange

% Dani Rodrik: Chapter 9 of The Globalization Paradox, China Renmin University Press,
2011.
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rate, which forms a sharp contrast. Thus it can be seen, high-level US authorities
change periodically with the starting and ending of election (see the appendix).

According to the above analysis, this paper assumes candidates and rulers will
take different attitudes towards China in different periods of the political cycle:

(1) Election Period: to win the election, each candidate has to emphasize state
sovereignty for getting votes, thereby choosing a strong attitude.

(2) Ruling Period: the rulers, in order to win continuous support from the
people, have to develop the economy, for reason of which they choose to weaken
state sovereignty and take a mild attitude to trading with China, so as to promote
the development of the US.

(3) Senators, controlled by interest groups, have to satisfy their demands.

3.3 Analysis on the US Government’s Changing Attitude towards China

This model, once set up, can be used to analyze the impact of political factors on
the exchange rate, and it shall be taken in following two steps: firstly, identifying
the US government’s attitude towards China in different periods, assuming
Chinese government’s intention of making regulations (k) equal to k*; secondly,
analyzing the changes in exchange rate on the basis of the US government’s
attitude, in combination with the impact of the capital channel and the Chinese
government decisions. We will analyze the US government’s attitude towards
China in different periods in this part.

The analytical thought is thus: attitudes of candidates and rulers are deeply
influenced by interest groups in different periods of the political cycle. Behavior
of interest groups, therefore, is to be analyzed before that of candidates and rulers,
so as to make conclusions about the different attitudes towards China within the
political cycle.

3.3.1 Behavioral Analysis of Interest Group

(1) Analysis of Interest Group during President Election

Though appreciation of the RMB is in favor of key interest groups with strong
power, the lobbying cost for realizing their purpose increases accordingly,
together with the existence of certain interest groups holding friendly attitude
towards China, American interest groups will not blindly require the government



706 Mengnan Zhu, Qian Zhao, Yuguang Wang

to be tough towards China on the whole, taking t as the current attitude of US
government, R all resources interest groups are willing to mobilize, then, the
optimal attitude towards China is as follows: 7 > 1. fitting with the equation of
R=f(T.k) = f(1.K").

But as the candidate after being elected might adjust and change his attitude
promised in the campaign, interest groups will not fully trust the candidate who
claims to take the attitude of 7 . Considering the fact that America is a two-party
political system, if the degree of the interest groups’ support for one party is «,
that is, the support equals to R, their support for the other party then is equal
to (1-a)R. What is worth noticing is, the degree of interest groups’ trust & in
the candidate is not fully known by himself/herself, however, when the
presidential candidate publicly announces his/her attitude to be ¢* <7 , interest
groups can conclude he/she did not make an overstatement for getting supporting
resources from them, therefore, their support depends on comparative attitudes
between candidates from two parties. The party whose attitude is most close to
7 will get all support (R), while in the circumstance where both parties hold the
same attitude, they will each get half support.

Concluding from the above two points, ¢, and ¢, respectively represent the

attitude of candidate a and b, and the degree of interest groups’ support for them
when publicly announcing his/her attitude to be 7 are « and 1-a respectively,
taking the example of candidate a, his/her supporting resources acquired from

interest groups is written as M (¢,) , then:

aR t,=t,
R t,<t,<t,

M(t,)=11 (2)
—R t,=t,<T,

0 1<t <t.

(2) Analysis of Interest Groups’ Behavior during Senator Election

As an individual senator only has limited capability of determining national
policy, his/her attitude is not too influential as that of the president, he/she is not
sufficiently motivated to change the attitude after winning the election; interest

groups thereby can place all their trust in him/her.
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3.3.2 Behavioral Analysis of Ruler and Candidate

This paper assumes that key behavioral characters of rulers are as follows:

(1) Presidents’ attitude during the period of administration towards China is
weaker as compared with the campaign season.

(2) Senators, being supported by interest groups, still tend to assume a tough
attitude towards China for satisfying interest groups’ demands in the ruling
period.

Different from analysis on rulers, candidates’ behavior is more complex,

specifics as below:

(D According to the theory of “Game At Two Levels” proposed by Robert
D. Putnam in 1988, the introduction of any policy has to be considered at
both the international and domestic level. Therefore, what the presidential
candidate considers is to reduce the corresponding negative impact to a
minimum level while winning votes through this kind of tough attitude
towards China. As profit-making on the part of interest groups can reflect the
loss of free trade, it can be taken as negative impact of political statement. So,
the issue of presidential election can be expressed as:

max N(¢)— f(t,k"),t €[0,7].

Among which, N(¢) represents the support the candidate expects he/she can get,
which is not necessarily the same as actually acquired support M(f). Different
from previous cases, we will only consider the optimal strategy of candidate a
here. And it can be concluded from analysis made above, when ¢>7 , as the
support of the candidate will not increase, instead, he/she has to bear the negative
impact of free trade being damaged to a larger extent, there is necessarily the fact
of te€[0,7], at the same time, as the degree of support « and strategy taken by
the counterparty is unknown, the value for candidate’s optimal strategy is
distributed in the range of [0,7]with equal probability. In fact, this is also the
optimal strategy of candidate b. So, when candidate a takes the attitude of ¢,

probability of being higher than the counterparty is and that of being lower is

—

1—%; as candidate a and b only get equal support at ¢, its probability is thereby

zero. Thus it can be concluded as follows:
When t=7, N(@{)=M({)=aR canbe drawn according to function (a);
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When ¢<7, N@)= %xR +(1—%jx 0= %R can be drawn according to

function (a).
. |LR- k), te[0.7)
We can get from above, N(¢)— f(t,k )=t ‘ (b)
aR-f(T,k), t=7

Candidate ¢’s strategy is transformed into finding the maximum value of (b).

@ Different from presidential elections, senator candidates are supported by
different interest groups, their objectives of service therefore are different. As
they appeal to different interest groups and not necessarily to the optimal one (7 ),
interest groups as a whole, therefore, it is assumed that a senator’s attitude
towards China is °, which varies by senator.

3.3.3 Choice of Attitude towards China in the US Political Cycle

Regarding the periodical cycle of D1—D2—D3—D4—Dl..., in D4 and DI,
analysis should be mainly made on the presidents’ attitude towards China, while
in D2 and D3, we should focus on that of congress. In taking D3, that is the first
year after congressional elections, as the starting point, analytical results are as
follows:

D3: as senators serve for interest groups who support them, coordination is
between these interest groups rather than in the congress, and the final result is
necessarily to be 7.

D4: In consideration of the optimization issue of candidate a: firstly,
t=at €[0,) can be drawn from (b), from which the equation of
N@) - f(t,k)Y=aR~ f(at,k')>N(@)— f(7,k) can be derived, therefore, 7
is not presidential candidates’ optimal choice for sure.

The following is about the proof that there exists candidates’ optimal choice in
the range of [0,7).

And marginal utility of  the president’s statement is:
OIN@) - f(t.k )] IR—f,(t,k*).

ot 7
Notice: as congress’s attitude in D3 is 7 , resource R actually is the cost paid
for not letting the candidate change his/her attitude, resulting in

0<R< f,(7,k"), namely, resource cost R paid by an interest group for
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maintaining decision-makers’ attitude won’t exceed the loss that it would
otherwise bring along.

So,

AN~ f(t.k)]

I,:0=1R>O,w _ lR_ft(t—’k*)glth_R

ot T o =7
2 it .
<0, and as 0 [N(t)a 2f (65 )] =—f,(t k )<0,candidate’s optimal statement
t

t* satisfy the following condition: 0<¢ <7 .
D1: take the president’s attitude towards China during the period of
administration as #;, then there is t1<t* for sure.
D2: A senator will choose attitude #* during the campaign season, which will
not ensure government’s realization of optimal statement 7 . In fact, senator’s
statement during the campaign season (:° <7)always holds, resulting in the

average level, that is, government’s attitude towards China ¢

<1 always holds.
And this is due to the following two aspects: one, when the actual demand of an
interest group is no larger than 7, it will require the senator to make real
statement, so as to express its own appeal and prevent him/her from suffering a
loss in the further game within congress; two, when the actual demand of the
interest group is larger than 7, as this value can be represented in the actual
statement of government, the cost for having senator’s statement higher than 7
is in no way to be compensated, therefore, the optimal choice of the interest
group at this time is to require the senator to make a statement of 7 and choose
7 during his/her administration. In summary, a senator’s statement (° <7
always holds. As there necessarily exists an interest group corresponding to a

ave

senator’s statement (/° <7), thus " <7 . At the same time, being an election
year, American attitude towards China is necessarily to be tougher compared

<t also holds.

with a non-election year, and ¢*

Thus, this paper concludes US government’s attitude towards China in
different years as follows: in D3, =7 ; in D4, t=t*; in DI, t=t1<t*; in D2,
t=1" e (t,1).

3.4 Analysis of the RMB Exchange Rate Fluctuation

3.4.1 Chinese Government’s Choosing of Regulation Policy and Its Impact

The Chinese government, out of the demand for stabilizing Sino-American
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relationships and promoting trade between the two parties, tends to make artistic
regulation at the appropriate time, in order to reduce the negative impact that the
exchange rate can cause on Sino-American relationships. So, in the presidential
election period (D4), the Chinese government tends to coordinate with
candidates in making limited regulations, so as to establish a good relationship
with the future government, whereas in the ruling period (D1), it tends not to
coordinate with candidates’ statements; and, in the period of senator elections
(D2), as there are lots of candidates and their capability of exerting impact is
rather limited, the Chinese government tends to be self-centered, and will not
make artistic regulations, however, after senators have won the election and a
new congress is set up (D3), the Chinese government tends to make limited
regulations, in order to alleviate external pressure generated out of the US
government’s administration, and establish a good cooperative relationship with
it. Thus, we can conclude as follows:
In D3 and D4, k=k; in D1 and D2, k=k;.

3.4.2 Analysis and Comparison of the Mechanism whereby the RMB Exchange
Rate Changes

It is to be known from Ae=e(t,k) that, the political cycle mainly influences the
fluctuation through short-time capital flows and the Chinese government’s
regulation, and the following can be drawn by putting the US government’s
attitude towards China and the Chinese government’s policy in each year into it:

In D3, Ae, =e(7,ky); in D4, Ae, =e(r ,ky); in D1, Ae =e(t;,k); in D2,
Aey =e(t™ k).

It can be known from the character of e(t,k), e(7,k))> e(t*,ko) and
e(t,ky) > e(t, k) >e(t™ k) > e(t), k),

That is, Aey > Aey and  Ae; >Ae, >Ae;, there leads to
Aey = max{Ae;,Ae,,Aey,Ae, };

At the same time, as e(t;, k) < e(t;, ky) < e(t ,ky), there isAe; > Ae, > Ae; H.
Aey > Ae,

That is Ae; = min{Ae,,Ae,,Aey,Ae,}.

It can be drawn from above analysis:
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The RMB appreciates by the minimum amount in the ruling year of president
(D1), and in the ruling year of congress (D3), it appreciates by the maximum

amount.

3.4.3 Conclusion Analysis

It is generally considered that the RMB shall increase by the maximum amount
in the presidential election year (D4), which is inconsistent with the conclusion
made above. This paper holds the opinion that the appreciation of the RMB
exchange rate before an American presidential election is not necessarily
connected with that throughout the whole year. Though during the campaign
season, people from all walks of life pay attention to the issue of the RMB
exchange rate, resulting in the higher probability of TMB being appreciated,
however, it might be comparatively stable in other periods, which makes the
RMB appreciate by a small amount. So, intuitive judgment deviates from real
fact in general. In order to verify this conclusion, we have proposed the
following two hypothesizes:

Hypothesis 1. The US political cycle has a significant impact on the changing of
the RMB appreciation ratio: in the first year (D1), the RMB’s appreciation ratio
reduces substantially, whereas in the third year (D3), it increases significantly.

If hypothesis 1 turns out to be true, conclusions drawn from the model in this
paper cannot be fully proved to be correct either. As the fiscal policy and
currency policy of the US might create an impact on the RMB exchange rate, the
US political cycle’s impact on the RMB exchange rate might be function by a
kind of mechanism arising out of its fiscal policy and currency policy. But it is
pointed in this paper, the US political cycle has a short-term impact on the RMB
exchange rate, which is mainly controled by capital channel transmission and the
government’s regulation and has no direct connection with American economic
policy. This paper has made the following hypothesis towards this:

Hypothesis 2. The US political cycle is directly connected with the
short-term fluctuation of the RMB exchange rate, rather than transmitting its
impact indirectly through fiscal policy and currency policy.
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4 Design of Empirical Research

4.1 Data Description

In view of the fact that China underwent a great reform of her exchange rate
system in 1994, resulting in combination of an official RMB exchange rate and
market price and implementation of a single and managed floating exchange rate
system based on foreign exchange market supply and demand as well as
increasing focus of the US on trade with China due to rapid economic
development since 1994, the paper makes the starting point of data to be 1994.
Some scholars at home, such as Bai, Zhang (2011), Hu, Su (2013), Zhou and Li
(2013) et al. also start their analysis from 1994. All variables in the paper are
sourced from monthly data from January 1994 to September 2013, contributing
to 237 samples in total.

Data related to foreign exchange in the paper is obtained by authors through
hand computation and collation according to relevant data from State
Administration of Foreign Exchange and People’s Bank of China while other
data comes from CEIC global economic database and CEIC China economic
database. Specifically, US rediscount rate is collated independently by authors

according to CEIC global economic database.
4.2 Empirical Models and Description of Variables
4.2.1 Empirical Models

Foerster and Schmitz (1997) analyzed and studied the political cycle’s impact on
the economy according to monthly data by defining year-based dummy variables
of the political cycle, by reference to which the paper sets up the following basic
testing models by defining a dummy variable of the US political cycle:

Iner, =a+ fd(R,)+ p,d(INF,)+ ,d(RESERVE),)

1
+B4ELECT], + f55S, + ¢, M

* In 1993, exports and imports in our country were 528.48 billion yuan and 598.62 billion
yuan respectively, with current account deficit; while in 1994, exports and imports in our
country were 1042.18 billion yuan and 996.01 billion yuan, with current account surplus which
has undergone sustainable growth since then; meanwhile, in 1994 merely, our foreign
exchange reserves increased by 105% from 25.161 billion yuan to 51.62 billion yuan.
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Iner, =+ Bd(R,)+ Bod(INF,) + B;d(RESERVE,)

2
+B,ELECT3, + 38, +¢,, @
Iner, =+ Bd(R,)+ yd(INF,) + B;d(RESERVE,) + B,d(GOV,) G)
+ Bsd(USM2,)+ BELECT, + 3,8, +¢,,
Iner, =a+ B,d(R,)+ B,d(INF,) + B,d(RESERVE,) + B,d(GOV,) @

+ Bsd(USM 2,)+ BELECT3, + f3,S, +¢,.
Equations (1) and (2) are used to test Hypothesis 1 while (3) and (4) are used
to test Hypothesis 2.

4.2.2 Description of Variables

In each equation, /ner represents the RMB appreciation ratio against the dollar, a
represents the intercept term, d(GOV) and d(USM?2) represent fiscal policy and
monetary policy of the US respectively, ELECT1 and ELECT3 represent dummy
variables of the US political cycle, while d(R), d(INF), d(RESERVE) and S
represent the variation of the spread between China and the US, variations in the
inflation rate difference between China and the US, Chinese foreign exchange
reserve growth rate and the dummy variable of institutional reform respectively,
which are used to control the effect of other factors on the RMB exchange rate. It
is worth noting that:

(1) This paper continues to use partition of the US political cycle in the
theoretical analysis, with the first year of political cycle being from November in
the year of presidential election to October the next year, the second year being
from the following November to October in the following year and so forth. In
the quadrennial US political cycle, ELECT1 takes 1 in the first year, or it takes 0;
ELECTS3 takes 1 in the third year, or it takes 0.

(2) The paper selects four variations such as the variation of the spread
between China and the US (d(R)), the variation of inflation rate difference
between China and the US (d(/NF)), Chinese foreign exchange reserve growth
rate (d(RESERVE)) and the dummy variable of institutional reform (S) as control
variables of the RMB exchange rate volatility for the following reasons:

First, theoretically, if capital safety and liquidity remain the same, change in

the interest rate will result in international flows of short-term capital and
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subsequently influence the exchange rate. When the spread between China and
the US widens (let US interest rate decrease), offshore funds flood into China
and put stress on RMB appreciation in the short run. This has been proven by Xi
and Tan (2004), who carried out an empirical test on the impact of money supply,
GDP and the actual interest rate on the RMB exchange rate with the result
showing that an increase in the actual interest rate would lead to an RMB
exchange rate rise. While Yu et al. (2008) found, by setting up an RMB exchange
rate model of behavioral equilibrium exchange rate containing the spread
between China and the US and system transformation, that the spread between
China and the US would cause RMB exchange rate devaluation in the long run
and showed significant positive impact in the short run, which had a significant
influence on the RMB exchange rate. Therefore, it is necessary to control this
factor.

Second, existing research shows that inflation is a major and regular factor
influencing exchange rate movement. Zhu and Zhao (2012) pointed out that the
exchange rate was closely related to domestic price levels and internal
depreciation would inevitably cause external devaluation in most cases. Zuo and
Tang (2008) discovered that the inflation rate was strongly related to the RMB
exchange rate through multi-dimensional regression forecasting. He, Ren et al.
(2004) used a self-organizing data mining method and found that during
1997-2002, the consumer price index was a main factor influencing the actual
RMB exchange rate, with the two moving inversely to each other. All these
indicate that inflation has a significant influence on the exchange rate and should
be properly controlled.

Third, a country’s exchange rate will generally tend to rise in the event of
sufficient foreign exchange reserves in that country, and vice versa. Growth of
Chinese foreign exchange reserves in part reflects increased demand for RMB
due to favorable balance of trade, which requires RMB appreciation. Yi (1997)
believed that in addition to price level, inflation rate differences and the spread,
official reserves will also influence the RMB exchange rate. Sun (2010) found
through multi-directional regression analysis that foreign exchange reserves was
the main factor influencing the Chinese exchange rate in the short or medium

term. Hence, this paper incorporates this variable into the models as a control
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variable.

Finally, China underwent two important exchange rate system reforms in 2005
and 2010%; therefore, it is necessary to consider the dummy variable of
institutional reform to control its influence. Since reform in 2010 merely further

improved that of 2005, this paper considers influence of the reform in 2005 only

. 1, t<July, 2015 o ,
and sets a dummy variable S, = Y reflecting intercept drift to
0, t=lJuly, 2015

control such influence. An endogenous structural break test will be used to verify
whether such a setting causes a model error below.

See Table 1 for specific definitions, calculation and data sources of various
variables in models.

4.2.3 Model Description

In Equations (1) and (2), if the US political cycle has a significant influence on
the appreciation ratio of the RMB exchange rate against the dollar when other
key variables influencing the RMB exchange rate are controlled, the coefficient
of ELECT1 should be significantly positive, indicating pressure on RMB
appreciation will be effectively relieved in the first year of such a political cycle;
while the coefficient of ELECT3 should be significantly negative, indicating the
pressure on appreciation of the RMB exchange rate will remarkably increase in
the third year of such a political cycle.

In Equations (3) and (4), if regular change in the RMB appreciation ratio is
related to the political cycle but unrelated to American fiscal and monetary
policies, then proxy variables of the two policies will not be significant in the
equations, but coefficients of ELECTI, and ELECT3, should still be significant,
of which the signs will not change compared with Equations (1) and (2).

* On July 21, 2005, People’s Bank of China formally announced its decision to implement the
managed floating exchange rate system based on market supply and demand adjusted in
reference to a basket of currencies; on that day, the RMB exchange rate against the dollar rose
by 2.1% and a more elastic exchange rate mechanism gradually formed. On June 19, 2010,
People’s Bank of China declared to further advance the reform of the RMB exchange rate
formation mechanism and increase elasticity of the RMB exchange rate.
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5 Analysis of Empirical Results

5.1 Descriptive Statistical Analysis

5.1.1 Descriptive Statistics of the Annual RMB Appreciation Ratio against the
Dollar

In order to have an intuitive understanding of the RMB appreciation ratio’s
performance during a US election cycle, this paper carries out a descriptive
statistical analysis the RMB exchange rate’s appreciation ratio, with results
shown in Table 2. Column (1) presents a general situation of the RMB
appreciation ratio during 1994-2013 (negative sign stands for appreciation, the
same below) while Columns (2) to (5) describe basic information on the RMB
appreciation ratio during American presidential election cycles D1, D2, D3 and
DA4. It can be seen from Table 2 that average annual RMB appreciation during D1
is 1.01%, the lowest among US political cycles; average annual appreciation
during D3 reaches 2.5259%, being the highest. This not only conforms to the
conclusion drawn from theoretical models, but also agrees with the expectation
of Hypothesis 1.

Table 2 Descriptive Statistical Results of Annual RMB Appreciation Ratio against the
Dollar

All DI D2 D3 D4
D 2 3 4 5
Average  —1.7138% ~1.01% ~1.1699% 22.5259% ~2.0406%
%ta“.da.rd 0.024898 0.012667 0.013102 0.025217 0.040955
eviation
Mj;‘fi“m 0.0133% ~0.021% 0.00121% ~0.00242% 0.0133%
Minimum ¢ 55, 2.495% ~2.323% -5.221% ~9.35%
value

5.1.2  Mean Test of the RMB Appreciation Ratio against the Dollar

Table 3 and Table 4 list results of mean test of the RMB appreciation ratio
against the dollar. To avoid the impact of insufficient samples, the test has
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employed monthly data with respect to the RMB appreciation ratio. Table 3 lists
test results on equality between average monthly RMB appreciation ratio during
D1 and other years. Results show that the average monthly RMB appreciation
ratio during D1 is remarkably lower than those of other years.

Table 3 Test Results on Equality between the RMB Appreciation Ratio during D1 and Other

Years
Average Standard deviation

Average monthly appreciation —0.0856% 0.0025

ratio during D1
Average monthly appreciation —0.1638% 0.0032

ratio in other years X
t-value 17187 -
F-value - 1.5961"
p-value 0.087 0.0229

Note: ** represents significance at the 5% significance level and * represents significance at

the 10% significance level.

Similarly, Table 4 lists equality test results between average monthly RMB
appreciation ratios during D3 and other years. Results show that average monthly

RMB appreciation ratio during D3 is remarkably higher than those in other years.

Table 4 Test Results on Equality between the RMB Appreciation Ratio during D3 and Other

Years
Average Standard deviation

Average monthly appreciation —0.2105% 0.0028

ratio during D3
Average monthly appreciation —0.0847% 0.0025

ratio in other years
t-value —2.0198** -
F-value - 1.1865
p-value 0.0446 0.4008

Note: ** represents significance at the 5% significance level and * represents significance at

the 10% significance level.

It is noted that the RMB appreciation ratio during D1 is the lowest, intuitively
reflecting that the American President will not fully meet all requirements of
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interest groups for RMB appreciation; while that during D3 it is the highest,
indicating that congress has a more effective influence on the RMB exchange
rate. Congress takes practical actions to fulfill their commitments to interest
groups after assumption of duty. Therefore, descriptive statistical results show
that the quadrennial US political cycle might cause the RMB appreciation ratio to
change periodically, which agrees with the expectation of Hypothesis 1.

5.2 Stationary Test
5.2.1 ADF Unit Root Test

Prior to execution of the regression equation, to avoid spurious regression due to
non-stationary time series, time series variables should first undergo an ADF unit
root test (Augmented Dickey-Fuller Test), in which selected variables are
stationary series. Results are shown in Table 5.

Table 5 Results of ADF Unit Root Test

Critical Critical Critical

Variable s t:ti?tFics value at value at  valueat p-value Result
1% 5% 10%
Iner —4.3813 —3.4583 —2.8737 -2.5734 0.0004  Stationary
d(R) —12.4532 —3.4582 -2.8737 -2.5733  0.0000  Stationary
d(INF) —4.6749 —3.4596 -2.8743  -2.5737  0.0001 Stationary
d(RESERVE)  —4.1352 —3.4585 -2.8738 -2.5734 0.0010  Stationary
d(Gov) —8.8745 —3.4595 -2.8743 25736  0.0000  Stationary
d(USM?2) —6.7263 —3.4586 -2.8739  -2.5734 0.0000  Stationary

5.2.2 BLS’s (1992) Mean Break Sequential Test

Within the data range selected in this paper, due to two major RMB exchange
rate system reforms in 2005 and 2010, especially on July 21, 2005, when the
RMB exchange rate against the dollar rose by 2.1%, it is necessary to test
whether the RMB exchange rate appreciation ratio underwent intercept drift
remarkably within the sample range prior to empirical analysis. This paper
employs mean break sequential test of BLS’s (1992) endogenous structural break
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test.

BLS’s (1992) endogenous structural break test, different from exogenous
structural break test of Perron (1989), includes a unit root test by means of
specific data dependence algorithm to deduce accurate locations of break points
instead of subjectively setting structural break points. BLS’s testing methods
consist of a recursive test, rolling test and sequential test. Statistics of the
sequential test cover all samples, more efficient than the other two methods;
besides, it is featured by concise formula expression, easily achieved
programmed processing and easy and reliable judgment of break points. The
basic idea of the mean break sequential test is as follows: dummy variables are
taken as occurrences of structural breaks to study possible break time-points one
by one and test to obtain ADF values; the minimum ADF value among test
results is compared with the critical value; if the original hypothesis can be
rejected (data generation is a unit root process containing no breaks), data is
believed to be a trend stability process containing a structural break. The mean

break model is specifically expressed as follows:

p

Ay, = py,_ +u+pt+60DU, +ch-Ayt_i +u,  u, ~iid(0,0%)
i=1

0, =T,

, Tp represents break point(s) to be studies in
L, t>T1,

where, DU, :{

samples.

This paper programmes via Eviews, where dummy variables are sequentially
added to samples to test the possibility of a break in the RMB appreciation ratio
against the dollar in this period. Test results are shown in Figure 1, where
SELCVS5 represents critical value —5.06 at 2.5%. Since the lowest point of
sequence SEQUENI is lower than SELCVS, so the original hypothesis is
rejected. Test results show that RMB appreciation ratio against the dollar not
only presents a trend stability process (results conform to ADF test), but also
undergoes a mean break around July 2005, which indicates on July 21, 2005, that
the RMB has a significant influence on the rise of the dollar exchange rate by
2.1%. It turns out that the institutional reform variable of exchange rate reform in
2005 set in the empirical model in this paper will not cause any model setting
error and the model is steadily set.
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-4.8

—6.8 L1 L1 1 11 1 1 1 11 1 1 1 1 L1 L}
94 9 98 00 02 04 06 08 10 12

[ —SEQUEN1 -~ SELCVS5 |
Figure 1 Results of BLS’s (1992) Mean Break Sequential Test
Note: (1) SELCVS5 represents the critical value —5.06 at 2.5%, which is obtained from

interpolation and approximate calculation of critical values of 7=100 and 250 in Table 1 and
Table 2 in BLS’s (1992) paper.
(2) Number of lagged differences in the test formula takes 1 fixedly.

5.3 Regression Results Analysis

The first two columns in Table 6 report test results of Hypothesis 1. It can be
seen that in the first year of a new president, the RMB appreciation ratio weakens
remarkably; while in the first year of a new congress after mid-term elections, the
RMB appreciation ratio strengthens remarkably. It indicates that the US political
cycle resulting from alternations of the election period and non-election period
does have a significant influence on the movement of the RMB exchange rate.
This conclusion not only conforms to the expectation of Hypothesis 1, but also
agrees with the conclusion made by Liu and Zhou (2011) that “legislative
pressure has a more significant effect on RMB appreciation than administrative
pressure in the US”.

The last two columns in Table 6 report regression results of the effects of the
US political cycle on the movement of the RMB exchange rate in consideration
to American fiscal and monetary policies. Compared with regression results of
Hypothesis 1, coefficient signs and significance of ECLECT1 and ELECT3
remain the same, indicating still significant spillover effects of the US political
cycle. Meanwhile, coefficients of d(GOV) and d(USM2) are not significant,



722 Mengnan Zhu, Qian Zhao, Yuguang Wang

Table 6 Regression Results of the Effect of the US Political Cycle on the RMB Appreciation

ratio against the Dollar

Spillover effects of political Spillover effects in consideration of
cycle fiscal and monetary policies
) ) (3) 4)
Constant —0.002565  —0.002090" —0.002354" —0.001900"
(-8.0613) (-6.4642) (-5.6794) (-4.5406)
d(R) —0.000821 —0.000948 ~0.000739 —0.000853
(-1.4795) (~1.6068) (-1.3098) (-1.4062)
d(INF) 0.008519 0.001729 0.008580 0.002004
(0.3824) (0.0768) (0.3835) (0.0885)
d(RESERVE) —0.039091""  —0.037944™"  —0.040432"" -0.039330™"
(-4.3547) (-4.1510) (-4.4163) (-4.1961)
d(Gov) - - 0.000439 0.000146
(0.4580) (0.1416)
d(USM2) - - ~0.037757 —0.034671
(=0.8045) (-0.7227)
ELECTI1 0.000983"" - 0.000996"" -
(2.4973) (2.5233)
ELECT3 - —0.000717" - ~0.000691"
(~1.8055) (-1.7273)
S 0.002816"" 0.002720"" 0.002810"" 0.002721""
(7.8872) (7.4590) (7.8493) (7.4375)
R? 0.2611 0.2581 0.2639 0.2599

Note: * represents significance at the 10% level or below, ** represents significance at the 5%
level or below and *** represents significance at the 1% level or below; items in parentheses

are values of 7.

showing that short-term effects of the US political cycle on the RMB exchange
rate are not directly related to American economic policies and are mainly
controlled by capital-based transmission and government regulation. This
conclusion conforms to the expectation of Hypothesis 2 in this paper, which
suggests a significant direct influence of the political cycle on the RMB
exchange rate.

5.4 Further Research

5.4.1 Effect of Party Alignment between the President and the Congress on
Spillover Effects of the Political Cycle

Empirical results show that the US political cycle has a significant influence,
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which is not directly related to American economic policies, on the RMB
exchange rate’s short-term volatility. Economic studies are not sufficient; it is
also necessary to politically study spillover effects of the political cycle. In the
US, disputes between the President and the Senate are always a theme of political
life. Once a party controls both the Presidential palace and the Senate, it
contributes not only to a reduction in coordination costs, but also to the
alignment of ruling programmes. Therefore, will such “party alignment” between
the President and Congress remarkably change periodic influence of American
politics on the RMB exchange rate? This paper suggests that though
congressmen and the President will take different attitudes toward the RMB
exchange rate due to different considerations in the light of deduction from
theoretical models, the Senate and the President tend to cooperate with each
other and restrain individual behaviors to ensure continuity of policies and
stability of the domestic economy in case of “party alignment,” which moderates
the political cycle and impairs the significance of its spillover effects. Hence, this
paper sets up the following two models to test this issue:
Iner, =a+ fd(R,)+ p,d(INF,)+ 3;d(RESERVE,)

5
+ ByELECTI, + f3sS, + BsCP, + &,, )
Iner, = a+ Bd(R,)+ B,d(INF,) + B;d(RESERVE,)

6
+ B,ELECT3, + 3, + B,CP. +¢,, ©

where, CP represents the dummy variable of “party alignment,” which takes 1
when the President is a member of the majority party in the Senate, or it takes 0,
with setting of other parameters similar to Equation (1) and Equation (2). We
expect that coefficients of ELECT1 and ELECT3 will not be significant in
Equations (5) and (6).

The first two columns in Table 7 report influence of “party alignment” on
spillover effects. It can be seen that though significant coefficient of dummy
variable CP, coefficients of both ECLECT1 and ELECT3 are not significant any
longer. It indicates “party alignment” is a key factor determining the significance
of spillover effects of the political cycle. When the President is a member of the
majority party in the Senate, on account of lower coordination cost and increased
continuity of policies, periodicity of American politics is no longer significant, of
which spillover effects are therefore weakened.
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Table 7 Regression Results of the Effect of American Political Parties on Spillover Effects of
the Political Cycle

Regression results of the effect of Regression results of effect of

party alignment the type of ruling party
) (6) @) (®)
Constant —0.003644" —0.0032717" —0.002507"  —0.002133"
(-9.0230) (-8.0104) (=7.3730) (=6.3207)
d(R) —0.000793 —0.000445 —0.000384 ~0.000285
(-1.4714) (-0.8241) (-0.6689) (-0.4958)
d(INF) ~0.008782 -0.007718 0.021406 0.017529
(-0.3962) (-0.3535) (0.9473) (0.7676)
d(RESERVE) —0.040672""" -0.035645™"" -0.030997"""  —0.027941"""
(-4.6189) (-4.0176) (-3.2912) (-2.9287)
ELECTI 0.000568 - 0.000926" -
(1.4431) (2.3741)
ELECT3 - ~0.000257 - ~0.000681"
(-0.6620) (-1.7270)
S 0.002754""" 0.003313"" 0.001799™"  0.001730""
(4.7642) (9.3005) (2.8757) (2.7553)
CONG - - 0.001310" 0.001356"
(1.9959) (2.0558)
PRES - - —0.000976"™  —0.001022""
(-2.4069) (-2.5081)
cp 0.001500""" 0.001867"" - -
(4.0567) (4.9751)
R? 0.3141 0.3336 0.2827 0.2744

Note: * represents significance at the 10% level or below, ** represents significance at the 5%
level or below and *** represents significance at the 1% level or below; items in parentheses

are t-values.

5.4.2 Effect of the Type of Ruling Party on Spillover Effects of the Political
Cycle

It is worth noting that the above empirical results show that “party alignment,”
while remarkably impairing spillover effects of the political cycle, raise a
question of whether such an effect on the exchange rate will change with the type
of party of the President or Congress. To this end, the paper studies the
relationship between the US political party system and spillover effects of the
political cycle and tests the same through the following two models:

Iner, =+ Bd(R,)+ B,d(INF,)+ B;d(RESERVE,)

7
+ B,ELECT), + f3S, + By PRES, + 3,CONG, +¢,, 2
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Iner, =a+ Bid(R,)+ B,d(INF,) + S;d(RESERVE,)
+ B,ELECT3, + B5S, + B PRES, + 5,CONG, +¢,,
where, PRES represents the dummy variable of the President’s party, CONG

)

represents the dummy variable of the party leading the Congress, PRES takes 1 if
the President is a republican and takes 0 in case of a democrat; CONG takes 1 if
the majority party in the Senate is Republican Party, or it takes 0. Since the
President and the Congress are key agencies for enaction and approval of
national policies, variables such as PRES and CONG are set to consider influence
of the political party. It is worth noting that the party leading the Congress is
measured by the majority party in the Senate for reasons of: on the one hand,
historically, in all previous mid-term elections in the US, almost all of the ruling
parties lost some seats in the House of Representatives, causing frequent change
in the House of Representatives and disabling its ability to execute political wills
of the majority party; on the other hand, in accordance with rules of order of the
Congress, the party controlling the Senate can not only vote down, but also
shelve the House bills, so that it can lead political tendency of the Congress more
effectively. Other variables in the models, with the same meanings as above, will
not be repeated here.

The last two columns in Table 7 report the influence of the political cycle on
the movement of the RMB exchange rate in consideration to the type of ruling
party. It can be seen that despite significant coefficients of both CONG and PRES,
coefficients of ELECT1 and ELECT3 are significant as well with unchanged
signs compared with the results in Table 6. It shows that spillover effects of the
US political cycle will not change with the type of ruling party.

Based on the analyses above, though spillover effects of the US political cycle
will be remarkably weakened due to policy alignment between the President and
the Congress when the two represent the same party, spillover effects on RMB
exchange rate volatility will not change with the type of party of the President or
Congress.

6 Conclusion and Implications

This paper has set up a model for spillover effects of the political cycle
containing alternations between election periods and non-election periods by
analyzing the transmission mechanism of political cycles on the RMB exchange
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rate and the characteristics of stakeholder behavior at different stages. It indicates
that the US political cycle has a periodical influence on the RMB exchange rate
and deeply analyzes the mechanism of such an influence through empirical
research to study political incentives influencing RMB exchange rate movement.
The research suggests: (1) the US political cycle has a short-term effect on the
RMB exchange rate, which is mainly transmitted by short-term capital flows and
China’s policy regulation; (2) the appreciation ratio of the RMB exchange rate
significantly weakens in the first year of the election cycle and significantly
strengthens in the year after midterm elections, which has been proven by
empirical testing; (3) the political cycle has a direct effect on spillover effects of
the RMB exchange rate, which is not directly related to American economic
policies; (4) further research shows that when Congress and the President
represent the same party the influence of the political cycle will be disabled
significantly, spillover effects of the US political cycle will not change with the
type party of the President or Congress. As a result, the political cycle exerts a
stable influence on spillover effects of the RMB exchange rate and political
factors, and, as with economic ones, they are an important source of exchange
rate movement in the short run.

Important theoretical significance and policy implications of the research in
this paper are as follows:

Firstly, this paper studies the mechanism of exchange rate changes from a new
political perspective, breaking through the traditional research framework where
existing literature analyzes exchange rate movement economically. This paper
indicates that as the US political cycle changes, RMB exchange rate volatility
will also change periodically; hence, the research in this paper actually provides
the decision-making level with a new insight into the phenomena of RMB
exchange rate movement.

Secondly, this paper provides some reference for financial regulators in our
country such as the central bank and Administration of Exchange Control to
grasp exchange rate movement directions in time and make decisions on trade,
investment and foreign exchange reserves management. Since trade and capital
transaction among different countries are achieved with the help of the exchange
rate while short-term exchange rate volatility, closely related to interest rate
changes and investment decision-making on capital markets, has a profound
effect on scale, structure and risk management of China’s foreign exchange
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reserves, it is necessary to have a deep and correct understanding of the
influencing mechanism of political factors on the RMB exchange rate, thus
providing some theoretical support for our all-round financial reform, including
exchange rate system reform.

Finally, this paper provides a new train of thought to correctly understand the
external environment of RMB exchange rate reform. On the one hand, spillover
effects of the political cycle should not change with the type party of the US
President or Congress. Consequently, there should be neither too many worries
nor excessive optimism whether the US is ruled by the Democratic Party or the
Republican Party. On the other hand, the factor of “party alignment” will also
have a significant effect on spillover effects of the political cycle to make it
insignificant. Therefore, the Chinese government should make proper policies
according to changes in the US political situation and pay attention to dialogues
and communication with the ruling party when dealing with the effects of the
political cycle. Only in this way can China respond to new problems in economy
and trade, investment and other aspects more effectively and timely and create a
more stable and favorable external environment for increasingly elastic reform
the RMB exchange rate, marketization of the RMB exchange rate, etc.
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Appendix

Table A1 Measures against China before and after American Presidential Elections

Year Before election After election

Attitude of the Attitude of the Republican
Democratic Party Party towards China
towards China

1992 *Clinton: strictly George W. Bush: Claiming sanctions on
criticizing “too mild” comparatively friendly China before 1994 but
policies against China adopting ambiguous
proposed by George policies against China
HW. Bush and after that, economically
claiming Bush as “a declaring to disconnect
dictator playing up to issues of human rights
Beijing” with most favored nation

treatment

1996 *Clinton: basically Doyle:  basically keeping Clinton declared in public
keeping silent towards silent towards China issues  that he would establish
China  issues and an important
hoping to establish “partnership” with China
“strategic partnership” in his second term soon
with China after he was reelected

2000 Gore: China was a *George W. Bush: claiming In June 2001, George W.
“partner” and China as a “strategic Bush urged the Congress
worsening of US-Sino competitor” instead of in a letter to allow China
relations not only “strategic partner” in the to enjoy normal trade
prejudiced  American campaign and that he would relations (NTR)
safety interest, but also adopt tougher trade policies treatment and  later
did no good to toward China and establish supported China to be
popularization of closer relations with Taiwan. included in WTO
values of the US. But in the formal television
Fulfilling debate, China occurred in
responsibilities of the issues related to global
US under the current warming only
“Taiwan Relations Act”

2004 Kerry: anti-terrorist and *George W. Bush: repeatedly In 2005, George W. Bush
Iraq issues became the mentioning that China could said he would promote
focus of debate, with help the US address North balanced development of
issue of China not Korean nuclear issue and economy and trade in
hyped claiming China as a both countries during a

“stakeholder” visit to China

2008 *QObama: repeatedly McCain: claiming that he Obama administration

mentioning that China would continue to press maintained close

was a rival of the US
and China’s rise would
be “the biggest
challenge” faced by the
US

China to improve its human relations with China in its

rights and striving to first year and began to

develop bilateral relations show coldness toward
China from 2010, which
was widely evaluated as
“a high-to-low arc”
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Year Before election After election
Attitude of the Attitude of the Republican

Democratic Party Party towards China
towards China

2012 *QObama: stressing Romney: claiming to curb -
deepened cooperation  China’s development in a
and claiming not to tough manner and stating
label China as currency that he would define China
manipulator while as a “currency manipulator”
placing more pressure  on “the first day he assumed
on China in trade, office”. Alleging that “China
requiring China to owns United States

behave in accordance government bond of up to
with trade rules and USDI1.15 trillion and Obama

stating “Romney is allows China to manipulate
tough on the blob and  exchange rate, so that the
has made a mint by US has lost a large number

investing in companies  of job opportunities”
outsourcing jobs to
China over the years”

Note: Person with * represents election winner; policies of Obama toward China will not be
considered since Obama is in his term as of the date of this paper.
Data source: Collated by authors according to net news.
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