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L'économie politique est bien une science, c'est bien un type de savoir, c'estinieteute
connaissance dont il faudra que ceux qui gouvernent tiennent compte.
Mais la science économique ne peut pas étre la science du gouvernement et le gouvernement ne peut pas

avoir pour principe, loi, régle de conduite ou rationalité interne, I'éc@om
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Introduction

lobalization is one of the most momentous economic shifts of the recent decades. In

OOUU0wWOI wiT 1T wk OU O-Bqderdidw®dl Goddd,Rapital) andt inférbktion

have increased in a way that fundamentally transformed their economies.?
Nowadays, national economic outcomes are less and less the product of national circumstances.
Instead, they are increasingly influenced by developments that occur across national borders and
thus inter-nationally . According to the vast scholarly literatur e on the topic, the economic
consequences of globalization are manifold and substantial 2
This poses a problem for the nation-state. In the era of globalization, national governments
increasingly lose their political control over national economic outcomes. They can influence the
developments in other states that affect their domestic economies only to a very limited degree
when acting unilaterally. To manage the international economic interdependencies that come
with globalization , national governments increasingly cooperate and coordinate their policies in
a multilateral fashion. To do so, they have created alarge number of international organizations
(IOs) that deal with these economic interdependencies? In the globalized world, such IOs play
EQwPOx OQUUEOUWUOOT wEU wx EEIOWI EQugd HEERDG WEE WOU U woI w
While much of the public and academic attention often centers around national politics,
international organizations are now active and influential in virtually all policy areas. 4 In the

economic realm, 10s like the World Bank, the Organization for Economic Cooperation and

as Dreher, Gaston, and Martens(2008)for a discussion and an empirical operationalization of this definition.

2 For literature reviews on the economic effects of globalization, see Goldberg and Pavcnik (2007) Grossman and
Helpman (2015) de Haan and Sturm (2016) Harrison, McLaren, and McMillan (2010) Kanbur (2013) Potrafke (2015)
3 See Keohang(1984) Note that this is just one out of several reasons for why |Os are created. Dreher and Lang (2016)
provide an overview of some of the arguments that are discussed in the scholarly literature.

4 Today, the median country is a member of more than 50 international intergovernmental organizations (calculation
based on CIA 2018; KOF 2016)



Development (OECD), or the secretariat of the United Nations Framework Convention on

"OPOEUI w"TEOT T wpd- %""" AWEUI wOl awEEUOUUwWIi OUWUEEOC
contemporary economic challenges: The World Bank is tasked with taking on global poverty, th e

OECD works on political responses to international tax evasion, and the UNFCCC deals with the

economic consequences of climate change. Given the substantial amount of international

coordination and cooperation that these and similar global challenges require, it seems highly

unlikely that national governments will solve any of these problems without the help of

international organizations.

This general development is the key motivation for this dissertation to focus t to paraphrase its

title ¢ on howinternational organizations govern the globalized econdt@gdresses this overarching

guestion by examining both the input and the output dimension of 10s : In its first part the

dissertation looks at 10 decision-OEODOT w p? DOxUU~2 AOw U1 bnui@ effBSOE w x EU
P? OUUxUU> ABw3T 1T wi UPEDOT wUT (th IpessfektivebtdaE intethhtibridlwu E UE O w |
organizations ¢ to paraphrase the E D U U1 U litle Bgai® Omalle highly political decisionsvith

important economic effect¥he four chapters, whi ch are written as stand-alone papers, shed new

light on specific elements of both the decision-making and the effectiveness of international

organizations as well ason the links between political decisionand economic effects

The empirical focus of this dissertation is on the International Monetary Fund (IMF), as it is often

perceived as the most powerful IO when it comes to international economic policy. 5> IMF expert

Randall Stone(2002, 1) Y1 Owil Ol UwEUwi EVUWEUWUOWET UEUDPET wUIT 1 w(, %

POUUPUUUDPOOWDOPOWIT PUUO 62w6l EOwWwEOI Uw Ul PUw OUT EOD

Ua
According to its self-ET UEUDx UPOOOwWUT T w(, %wbUw?2pOU0ODPGwUOwI

5The only non-regional 10 with a similarly large amount of financial resources and similarly potent policy instruments

is the World Bank. | focus on the IMF rather than on the Wor Id Bank because my research questions center around

how international organizations interact with national politics and national economic outcomes. Whereas the World

Il EOOZUwxOp1 UwPUwWOOUT wUI O YEOQUWEUOwWUT 1T wol Yiwbruatylabip @EmNMEEE UEOWET Y
directly to the level of the national government. Chapter 2 has a dual focus on both the IMF and the World Bank, as it

focuses on one of several policy areas in which the two organizations collaborate.

Many of the theoretical arguments in this dissertation are general enough to relate to international organizations in a

general sense and to extendbeyond the IMF. Nevertheless, my empirical results, which focus on the IMF, do not allow

me to draw the conclusion that they will necessarily hold for other I0s. The fact that no 10 is quite like the other

requires future research on the extent to which these theoretical arguments apply to other 10s.



secure financial stability, facilitate international trade, promote high employment and sustainable

] EOOOOPEWT UOPUT OWEOQEwWUI E UE I¢ in practide, tHe ANIF Eatie@pdsOté w UT 1T w b
achieve this very broad set of goals primarily by means of its lending and surveillance activities.”

Via both of these main activities, the organization can exert substantial power on the national

economic developments in its member states.

The IMF is most famous for its lending activities. Originally, IMF loan progr ams were intended

to provide short-term liquidity support to countries with temporary balance -of-payments

x UOEOI OUG w' ObPI YI UOwWUT T w(, %zZUwUOOI wi EVUwWI YOOYI Eb w%
increasingly lend to countries with more protracted crises or structural economic problems. In

fact, IMF programs became so frequent thatt with the notable exception of Western Europe and

the Anglosphere ¢ there are very few countries that did not have at least one IMF program over

the past half-century: When excluding states with less than a million inhabitants, in South Asia

the only exception is Bhutan; in Latin America , there are only two exceptions (Cuba and Puerto

Rico), and in Sub-Saharan Africa there are only four (Botswana, Eritrea, Namibia, and South

Sudan). The world map in Figure 1 illustrates this.

Figure 1¢ IMF Lending, 19732013

Share of years
with IMF program

[ Inever

> 0%-10%
[ 1>10% - 20%
[ > 20% - 30%
B > 30% - 40%
B > 40% - 50%
> 50%

Note: Percentagesindicate the share of years with an active IMF program in the 1973-2013 period.
Source: Dreher (2006, updated). Own illustration.

6 http://www.imf.org/en/about (last accessed: 5 May 2018)
7 See Reinhart and Trebesch(2015)for an account of how the IMF oscillated between these two main fields of activity
over time. The subsequent paragraph partly builds on this paper.
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(OwUOT T Ul wOOEOQwWxUOT UEQUOWUT T w(, %z U wdrd @uidiyp Bw UEUIT Oa
making its loans conditional on the implementation of policy reforms, the organization often has

a substantial impact on reforms in countries that experience ecanomic crises. For instance, the

IMF played key roles in economic adjustments during the Latin American debt crises of the 1980s,

in the restructuring of post -Soviet economies after the end of the Cold war, in how countries dealt

with the Asian financial cr isis in the mid-1990s, andt most recently ¢ in influencing reform

agendas during the European debt crisis? These and many other countries participated in IMF

programs in critical crisis periods during which far -reaching reforms seemed necessary. Not leas

the fact that increasingly specific IMF policy conditions B O OUI OE|1 EpolEyreférids D1 Uz w
during these critical times made the organization very powerful . For a dissertation that aims to

understand how international organizations goverthis makes IMF loan programs an important

object of investigationd w3 T Ul 1T wOl wUOT PUWEDPUUI UODEUDOOzUwi OUUWET
activities (chapters 1, 3, and 4).

analyzes economic trends and policy reforms, gives policy advice, makes macroeconomic

i OUI EEUVDUOWEOEWUEUI UWEOUOUUDI Uz wi EOOOOPEwWxIT Ui OUOE
activities informs policy debates all around the world ¢ and not only in countri es with active IMF

x UOT UEOUB w6 E0wDUwWOOUI OwUl Ul EUET wUT OPUwWUT ECwUT 1T wC
tangible economic effects. Financial markets and governments react to such outputs as IMF

growth forecasts, and public information noticesre UUOUD OT wi UOOwUT T w(, %z Uw UUD
(Beaudry and Willems 2018; Fratzscher and Reynaud 2011)In light of these findings, it helps this

EPUUI UUEUPOOWUOWXEPOUWEwWOOUI wE 00 x Ultlinladditidd ¥witswux DE 0 U U
focus on IMF lending in three chapters ¢ one chapter also examines the organizatiod z U w

surveillance activities (chapter 2).

8 See Klein(2008) Stglitz (2002) Stone(2002) Vreeland (2003)for background information on many of these cases.

9 See Polak(1991) Dreher (2009a, 2009h)as well as Kentikelenis et al.(2016)for accounts of how IMF conditionality
evolved over time. The general view in this literature is that IMF conditionality over time covered an incre asingly large
number of policy areas and became much more specific. Other channels of IMF influence discussed in the literature
are the disbursed loans themselves and the policy advice the IMF gives to countries participating in its programs
(Dreher 2006b)



While addressing different fields of IMF activity, this dissertation consists oftwo main build ing

blocks: @) UT T wEOEOaUDPUwOI umdking,wnd b)tize Gioaliisis BEUU B Qu effexits. U

Underlying this dual focus is the idea that international organizations are most comprehensively

UOEI UUUOOEwWPT | OWExxUOEET POT wUT 1 Owi UOOWEOUT wEOw? O
?PDO0OxUU2 w( WEOOUPET UWEOOwWx UOET UI0$ nake@hdEhadtuedddd ti@U1 OET wl
2000xUU0> VMTEOWEAdGa wx UOEUET dw Uw?20U00xUU0U» w( wEOOUDEI
environment (see Figure 2).

Figure 2¢ The Input and Output of International Organizations

O 4 ) O

Input:
Influence

Input:
Influence

International

Country A Organization

Country B

Output: Output:

Effects Effects

\ J - / \ J

In the first half of this dissertation (chapter s1 and 2) the primary focus is on the input dimension;

in the second half (chapters 3 and 4) it is on the output dimension. There are two overarching

themesin these two parts: First, | provide support for the view that the decision -making of 10s is

to a substantial degree political. The IMF is not an apolitical, independent, and technocratic

institution. 1 Instead, its decision-OE OD OT wp? DOx UU2 AwPUWEIT | x Oa wieOEI EE] [
10 is frequently used as a political tool to help its most powerful member countries achieve their
politicalgoalsd w31 1 WEPUUI UUEUPOOZUWET ExUl UUwWal UOwPbOwdOdwUx 1
The second overarching theme concerns the output dimension: 10s can have important economic

effects. They are not weak and unimportant institutions .!*Instead, this dissertation shows that an

10 like the IMF can affecteconomic outcomes like inequality, growth, and capital market access,

and thus influence the daily lives of many people very directly and very substantially.

10 See Keohane, Macedo, and Moravcsik (2009) for a paper that emphasizes this perspective on 10s.
11 See Mearsheimer(1994)for a paper that emphasizes this perspective on IOs.



In short, international organizations make political decisionsvith economic effectgach chapter of
this dissertation makes both theoretical and empirical contributions to specific elements of this
overarching perspective. | discuss the theoretical and the empirical approach underlying these

contributions in turn.

Theoretical Approach

To analyze the input and output of I0s, | apply a p articular theoretical framework. 10s are

considered from a political economy perspective. As | discuss in a related paper with Axel Dreher

(Dreher and Lang 2016) this theoretical approach goes beyond viewing 10s and their member

states as monolithic actors. Instead, it focuses on the indvidual, rational actors that constitute 10s

EQEwUl 1 PUwOI OEIl UwUUEUT UG w3T 1 wi OEVUwWUT U0wWUT pi OU0wI

domestic political interest groups, and looks at how these actors interact within the domestic

political system. Inside the 10, this perspective considers actors like government representatives

and 10 staff, EOE wl REOPOI UwlT I PUwUI OEUDOOUT DxwbpDUT POwWUT T w
Ul 1T wEPUUIT UUEUDPOOZUwi OUUWET Ex U1 UU waxndt@ddkwbattiorsd O WE wx E
that surround international organizations.

Chapter 1 begins the analysis of the input dimension and examines the influence that the

governments of the most powerful member countries have on the IMF. It finds that the United

States (US)government is particularly powerful and able to exploit its influence over the IMF in

a very specific way. When the exertion of political influen ET wOOwOUT I UWwEOdHUUDIT UwE
work zthat voters could punish electorally, the US government uses the IMF as political cover.

The empirical evidence in this chapter suggests that the United States uses IMF loans to buy the

votes of hostile countries in the United Nations Security Council (UNSC). As such deals between

governments made via international organi zations like the IMF are less visiblefor the public and

Ol UUWEOI EUOAaWEUUUPEUUEEOI wUOWDOEDYDEUEOwWT OYI UOOI ¢
unpopular foreign policy decisions. 2 2 UETEWDET UD O1 » appedrUd dobstitdd am w

DPOxOUUEORws DPOOUOUWOI wlOT 1 wxOODUPEEOwWDHOI OUI OEl wl BRI U

12 This argument goes back to Vaubel (1986) See also Abbott and Snidal(1998)



Chapter 2 retains the focus on the influence that different actors exert on the IMF but zeros in on
the inner workings of the organization . This helps the chapter to shed light on the channels that
allow such political influence as identified in chapter 1 to materialize. Building on the political

economy perspective, it further breaks up the IMF as a monolithic actor and looks at its internal,

organizational rules of decision -making (see Figure 3, where blank arrows symbolize influence).

Figure 3t The Inner Workings of International Organizations
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The chapter differentiates between government representatives and staff, and analyzes how these

actors interact when decisions are made. More specifically, the chapter provides explicit empirical

which both formal and informa O wU U O1 UwUI T U Cmdkihguplocessesin et dé O

in the context of IMF-World Bank Debt Sustainability Analyses and show sthat the formal process

of debt rating is more often overruled in favor of the rated country when this is in the int erest of

i OUWEDUEUI UPOOzwl0T ECwUT 1 wi OUOGEOwWUUOI tWtmentevial wi DY 1
informal rules.

Chapter 3 then shifts the attention from the input dimension to the output dimension. | ts focus is

OOwUT T w( ,wihrdgands to brie & s most fundamental goals: helping countries overcome

balance-of-x Ea O1 OUUw x UOE Ol OU & wesfédtivdndssin thisuréspelctutt(is, chaptér w

analyses how assessments of sovereign creditworthiness change when countries enter into IMF



loan programs. The chapter suggests that these effects are complex. IMF programs, on average,

have economically contractionary effects but also send positive signals to market participants,

Pi DETl wxUI YI O0Uw Ol 1 wxUOT UEOw EOUOUUVUazUw EUI EPUPOUUIT
contractions. While the appropriateness of the contractionary adjustments is debatable® the

chapter suggests that to the extent that IM%wx UOT UEOQUWE U]l wbOUI OET Ew?2 00w |
Oi wE E N UUMF @398 they work as intended.

"TExUl UwKWEOOUDPOUI UwUI 1 ubbt@EOta &hbubintebdedodnsequance, byoz Uw O U U
EOOOI EUDPOT wUI Fmaking %th lisweffetts Boudd® $0 0t further complexifies the agent

structure involved in the decision -making process of |I0s (see Figure 4).

Figure 4¢ The Long Delegation Chain
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On the one hand, the chapter retains the analytical differentiation between staff and government
representatives inside the IMF. Additionally, however, it also differentiates between

governments and voters inside member states as well as between differentrelationships between
governments and voters of member countries with different political systems. The chapter thus
takes into consideration the entire hain of delegationz from voters to 10 staff. As the blank

arrows in Figure 4 illustrate, this chain ru ns from voters via their domestic political systems

13 See, for instance, Blanchard and Legh (2013)for evidence suggesting that the IMF systematically underestimates the

contractionary effects of fiscal austerity. See also Przeworski and Vreeland (2000) Barro and Lee (2005) and Dreher

(200600 wi OUWEUDPUDP@UT Uwol wiOT T w(, %wOOwli 1 wEEUP U wlHeaBaddidiStonedT UEOU 7 u
(2014)for evidence pointing in the other direction.



(which includes additional actors like parties, interest groups, parliaments) to their governments;

i UOOwT OYT UOGOTI OUUWUOWUT 1 PUWET O1T TEUTI UwbOwUOT 1T w(, %z Uw
a set offormal ¢ and informal (chapter2)¢ OUT EOPAEUDOOEOWUUOI UwUOOwUT 1T w(,
POwWETl ExUl UwKwWPDUWEEUI EwOOwUI | wOEUIT UYEUDPOOWUT ECwUOT B
affected by the IMF to those who make the decisions in the IMF is long and fraught with several

principal -agent problems (chaper 1, chapter 2 Nielson and Tierney 2003).14 The chapter examines

Uil T weul UOI O0wUT ECwUT PUwE E O wOpolek autpuddevibOftver he OO U wb T |
preferences of the people that are affected by it.It provides evidence for this argument by

showing that IMF programs increase income inequality in democracies.

Chapter 4 thus brings together theoretical arguments on 1O input from chapters 1 and 2 with the

examination of 10 output, which began in chapter 3: Chapter 1 points to the principal -agent

problem arising from the fact that some members have disproportionally strong influence.

Chapter 2 adds that much of this politi cal influence is informal and establishes that staff

preferences that arise out of bureaucratic incentives also influence the decisiorrmaking, thereby

adding another principal -agent problem. Chapter 4 then links these principal -agent problems to

unintended effects of IMF programs. In sum, in a literature that is often divided in studies that

I REOPOI wOT 1T wgEl U1 UOPOEOUUWOT wOT 1T w(, %ZUwWEEUDPYDPUDI Uuw
(output) this dissertation points to new links between input and outp ut.s The specific decision

making structure of the IMF ¢ in which political and bureaucratic interests, informal governance,

and principal -agent problems play an important role + DO1 OUI OET UwhPUUwdOUUx U0z Uw

short, PUWOE UUIT U U whotio edifects | that(its décisionaking i©political

14 See also Hawkins et al.(2006)and Vaubel (2006)

15| do not claim to be the first to make the argument that IMF decision -making and IMF effectiveness are connected.

Stone (2002) as well as Chapman et al. (2015) make the related argument that US influence on the organization interferes

with the organizatio Oz Uwi i i 1 EODYI O1 UUB w3 OwUT 1 wi ROT O0wUT EQwOOUIT wi ROT OUDYI
the results in Dreher, Sturm, and Vreeland (2015) which suggest that political influence can reduce the scope of IMF

conditions, can also be considered as providing support for this link. Nevertheless, the connection between the

principal -agent problems discussed in chapter 4 and unintended economic effects is rarely made explicit in empirical

studies on the IMF. Rather, one set of studies looks at the determinants of IMF decisionsmaking (for the key studies

POwUT PUWODUI UECOUUT wUI 1T wET Ex Ul Uwl K Gapter@ boutke®@dy tidies). M@ @O WE O w0l 1 w
argument is also related to the finding that political motivations in aid allocation reduce aid effectiveness. Kilby (2015)

provides evidence for this argument by examining World Bank projects. Dreher, Eichenauer, and Gehring (2016)

provide evidence in the context of bilateral aid.



Empirical Approach

"EYDPOT WEDUEUUUI EwUT T wWwEPUUI UUEUDPOOZUWEUOEEWUIT T OUI
approach. Each chapter puts its theoretical predictions concerning the specific research question

it poses to the empirical test. The guiding principle behind the choice of the particular empirical

approach of the chapter is to get as close as possible to estimating causal effects without letting

the quest for causality hurt the relevance of the research question that is analyzed.

Over the course of the last decade the academic fields that this dissertation contributes to have

gone through what Angrist and Pischke (2010)EE OOl EwUT 1 w? EUI EPEPG@PUaAWUI Y
Il EOOOODPUUUW OOPw DOEUIT EEERATEQa EuxBOOEEW ZEUP@IUG EQw 1 O
follows this trend in the discipline because it aims to make causal rather than correlational

statements on the effects and mechanisms its hypotheses addressOn the other hand, however,

the dissertation does not go as far as some recent studies, whicht out of the desire for internal

validity and causality 1 limit the scope of their research question to a more marginal level at which

Uil T wUOUUE a z U uy aRddts (pofick Qrelevdnce Bre inpaired.1o

In particular, it does not adopt the view that real experiments, which are sometimes referred to

EUwOT 1 ws 1 OO&anscedsaili thedbEgDqr the only way to generate credible empirical

knowledge. As for UT PUWEDPUUI UUEUDPOOZzUwUI Ul EUET w@Ul UUPOOU w
feasible ¢ the IMF would, for instance, not agree to allocate its loan programs randomly ¢
ExxO0abOl wUUET WEWUEEPEEOwWs UEOEOOPUUEZ wx | Utkally EUD YT wl
shift the focus and limit the scope of the research question or refrain from studying it altogether.

Faced with the choice of not studying these topics or studying them in the best way possible, |

decide for the latter.18

16 See Deaton(2009)for a general critique on design-based approaches along these lines.

18 This choice also reflects my personal conviction that these topics are politically too important to be left unstudied. If

scholars decide against studying research questions that are highly relevant for politics and the public, unfounded

speculations and simplistic arguments will dominate political and public discourses. This is why in my view, a world

in which scholars provide some insights on such questions, even if not in the form of definite causal statements, is
preferable to a world in which these scholarly insights are absent.

10



61 1 Owouwi R x1 Ueididadivlebing gakhering anecdotal or correlational evidence will not

give satisfactory answers to the research questions, scholars now increasingly make use of

on a variety of statistical tools that make use of sources of quasirandom variation that occur in

the real world for the identification of causal effects. The dissertation as a whole applies a range

of identification strategies: It makes use of anatural experimenthat leads to quasirandom treatment,
aninstrumental variablestrategy, settings that resembledifferencen-differenceapproaches, another

setting that exploits a particular institutional rule, a regression discontinuity desigand an event

based identificatiobuilding on the usage oftwo-dimensional fixed effects

Perhaps the most straightforward identifying assumption features in the natural experiment

exploited in chapter 1. It is based on the finding that the timing of temporary membership in the

United Nations Security Council (UNSC) is conditionally exogenous to relevant outcome

variables (Bueno de Mesquita and Smith 2010; Dreher et al. 2014)Primarily due to the adherence

to a turn-taking norm (Dreher et al. 2014) in this setting, it suffices to condition on a limited set

of control variables and panel fixed effects to make endogeneity bias unlikely .

Instrumental variablesre part of the empirical analysis in chapters 3 and 4. To identify the effect

of IMF programs they 1 R x OOPUwUT 1 wEDI 11 U]l OUPEOQwIiI I i1 1T E0wOI we'l E
allocation depending on a EOUOUUVUaz Uwi PUUOUA w O w ( asYeuseutd®df UE Ow x E
exogenous variation. As these chapters will discuss in detail, the identifying assumption

underlying this approach, which uses an interaction term as an instrumental variable, resembles

the identifying assumption of a differencen-differencesipproach.

A related strategy is one of the building blocks of chapter 2. It exploits the fact that the timing of

national elections introduces quasi-exogenous temporal variation in the setting under study. In

both of these settings, thetimeY EUa D OT wYEUDPEEOI Uwp(, %vwODBUPEDPUAa WEODE
in the association between the respective outcomeand an explanatory variable. Under standard
differencen-differencesE UUUOx UPOOUOwW Ul PUw s EDI 11 Ul O@Bugand EUw E w
Harrison 2018; Nizalova and Murtazashvili 2016) .

In chapter 2, this identification strategy is implemented to enhance the plausibility of the

assumption underlying its baseline analysis: 31 I WET Ex Ul Uz UWEOUI wd@xa UPEE Ou

11



endogeneity bias in the baseline regressions unlikely. The same chapter, in addition, includes a
regression discontinuity desighat exploits a second particular institutional feature of the DSF The
theoretical considerations suggestthat the density function of projections used in the DSF could
and Titiunik 2014; Cattaneo, Jansson, and Ma 2016; McCrary 2008t this particular threshold
would be highly unlikely to result from an omitted factor and , thus, makes a causal interpretation
of the finding plausible.

An empirical test that supplements the main analysis and is based on an alternative identifying
assumption is also part of chapter 3. It builds on an eventtime specificatiothat isolates temporal
variation of high -frequency data within individual country -year observations by making use of
two-dimensional fixed effect¥he identifying assumption underlying this approach is that these
fixed effects control for all unobserved omitted variables that co uld bias the coefficients of

interest. The fact that this assumption is entirely different to the identifying assumption of the

Key ingredients of the quantitative data used for these statistical analyses are original. Chapter 1
is based on a newly coded dataset on UNSC voting behavior with resolution -specific
information. *° Chapter 2 is based on themechanical reconstruction of the ratings of the Debt
Sustainability Framework from an internal IMF database consisting of macroeconomic
projections. Chapter 3 uses, inter alia, an original set of monthly data on IMF program approvals
to exploit monthly variati on in data on sovereign credit ratings in a new way .2° For chapter 4, |
EOOxDOI EwWEwWOI PWEEUEUI UwoOi wedi i1 Ul 00w 2@B getiod.U |
The dissertation complements these statistical analyses with supplementary qualitative evi dence.

All chapters include anecdotal evidence from exemplary cases that illustrate the statistical results.

19 Vreeland and Dreher (2014) use a preliminary version of the dataset that we introduce in this paper in some
regressions.

20 The monthly credit ratings come from Fuchs and Gehring (2017). They deserve the credit for coding these data.
However, in their study, the key explanatory variables are at the yearly level. Chapter 3 of this dissertation, which is
co-authored with Gehring , involves an empirical setting where the key explanatory variable is at the monthly level and
thus allows us to exploit this monthly variation in their data in a new way.

12
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Chapter 3 additionally includes a qualitative text analysis. More generally, several arguments
made in this dissertation are inspired by background information that | gathered in interviews at
Uil T w(, %zV0wli il EEGUEUUI UUwbOwW6EUT DOT UOOOW#" dw( OwxEUU
benefitted from insights gained in these interviews, which were conducted in November 2016

and November 2017.

Policy Areas and Policy Implications

The four chapters of this dissertation address three different policy areas. In light of the
aforementioned perspective that international organizations have gained importance not least

because of intensifying global interdependencies, it is no coincidence that these policy areas are

all directly related to the economic challenges and opportunities that come with globalization.

"TExUIl UUwl wEQCEwWt wi OEVUWOOWEOUOUUDPI UzZwEEET UYwOOwT O
political debates in both advanced economies and developing countries. The conditions under

which countries can refinance themselves played an important role, for instance, in the context of

the recent European debt crisis. During the crisis, countries like Greece, Portugal, and Ireland

effectively lost market access, and many placed their hopes on the IMF to help these countries

regain creditworthiness. The question of the extent to which the IMF is able to do so, is thus highly

topical. However, the issue is also relevant for low-income countries. As Presbitero et al.(2016)

show, many of these countries increasingly gain access to global capital markets while integrating

in the globalized economy. The findings of this dissertation suggest that the IMF plays an

important role in this policy area: both in influencing countries 7 WEUT EBUPOUUT POI UU wpET
in assessing (and thereby also indirectly influencing) it (chapter 2). For rich and poor countries

EODOI OwUI T w(, ZUwWEEUDPYPUPI UwPOwUT |1 WwEUI EwOil wuUoOYI L
economic consequences as aess to credit markets can promote economic development
(Berensmann, Dafe, and Volz 2015; Fink, Haiss, and Hristoforova 2003) By pointing to some of

Uil wgl Ol Il POUWEUUDWEOUOWUOWUOOIT wAdtiiieslin this pdlic) Eréal, OU wE O O
these two chapters aim to inform the debate on how the IMF can help countries to enhance (or

regain) their access to global capital most effectively. A direct policy implication of chapter 2 is

that a cutback O1 wUT 1T wQWHBHOEDIOUDPOO?> wlUT EVwi OUOE Owoultow E OE w6
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help reduce the opportunities for political biases to take effect. From chapter 3 governments of
crisis countries can learn that capital markets are unlikely to react adversely when they decide to
ask the IMF for financial support.

The policy area that chapter 1 addresses is related. It also looks at international capital flows but
focuses exclusively on official flows. More specifically, it examines explanations for the allocation
patterns of bD OE U]l UEOQWEPE wi OOPUWEOE wWUT 1 w(, %z UwOUOUDPOEUIT U
official flows play an important role: On the one hand, because they are considered as a means to
reach global development goals.2t On the other hand, because they are poitical tools that donors
use to reach their strategic goals in other countries in an increasingly interconnected world. The
results of chapter 1 place the focus on the latter aspect and suggest that IMF loans are sometimes
used to hide unpopular policies when the United States exerts political influence on a developing
country. By uncovering this mechanism, this chapter points to an important hidden motive
behind the allocation of multilateral loans. As both multilateral and bilateral aid where shown to

be less effective for economic development when politically motivated (Dreher et al. 2013; Dreher,
Eichenauer, and Gehring 2016; Kilby 2015) a direct policy implication of this result it to find ways

to reduce the opportunities of powerful donor governments to use multilateral organ izations as
UOOOUWI OUWOEUOET UPOT wUT T PUW?EPUVaAwWPOUOS? w¢ OEUI EU
making processes seems to be an important starting point.

The final chapter tackles a policy area that is often at the center of public debate and, ateast since
/ DOl ([RO®m)Capital in the 2% Century, of the academic debate as well: inequality. Recent
reports by the World Bank (2016a)and the World Inequality Lab (2017)confirm rising trends of
economic inequality in many countries. While the evidence suggests that globalization is at least
one driver of this trend, 22 the growing litera ture on the determinants of inequality increasingly

stresses the role of changing national policies and institutions (Dabla-Norris et al. 2015; OECD

21The Sustainable Development Goals (SDGSs), for instance, see a key role for bilated aid (see SDG target 17.2.). On its

Ul Ol YEOET wi OUwOT 1T w2#&UwOT 1T w(, %wUUEOUT Uow?37T 1 w(, %wbUwWEOOODUUI EC
for sustainable development. The IMF has launched a number of initiatives to enhance its support for its member

EOUOUUDPI UwPOWEUUEPEOwP EAMFR@EEUIUT 1 a wx UUUUT wUOT 1 w2#&U~ w

22n a paper, which | wrote with Marina Mendes Tavares during my time as a PhD student, but which is not part of

this PhD dissertation, we show that economic globalization tends to increase income inequality (Lang and Tavares

2018) See the literature quoted therein for further literature on this topic.
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2011) Chapter 4 contributes to this literature by suggesting that the IMF has, during critical

periods in many countries, contributed to policy reforms that promoted rising inequal ity. To link

this finding to the current political debate inside the IMF, the institution seems to be increasingly

determined to avoid adverse distributional effects: Its Managing Director, Christine Lagarde,

Ul ETl OUCawEOEDOI EwlT E Ualfy [.] i€notius: @draly aRdepoliticallpcsrecsd O1 @ U
EUOwPUOwhbUwWT OOEw! EOOOOPEU> wop(, %wl Yk ASw3T 1 wi POEOW
UODOUI OEI EwWEOOUI Ul OET woOil wiOT T w(, %zZ7UwoOl OEPOT WEUUE
continue revising its policy advice and conditionality with regards to their distributional
DOxOPEEUDPOOUS wW3T 1T wel ExUIl UWEOUOWUUTTT U0UwWUT ECwUT 1T w
participative decision-making processes and emphasize national ownership of reforms under

IMF programs can help reduce this adverse distributional effect.

In sum, | hope that the findings of this dissertation in the policy areas of sovereign market access,

official int ernational flows, and income inequality will not only be of interest for scholars but will

also be of help for policy practitioners that aim to promote inclusive economic development.

Structure and Summary of the Dissertation

The remainder of this dissertation consists of four chapters and proceeds as follows:

Chapter 1 shows how major shareholders can exploit their power over international

organizations to hide their foreign -policy interventions from domestic audiences. The chapter is

part of an ongoing pr oject with Axel Dreher, B. Peter Rosendorff, and James Raymond Vreeland.

We argue that major powers exert influence bilaterally when domestic audiences view the

intervention favorably. When domestic audiences are more skeptical of a target country, favors

are granted via international organizations. We test this theory empirically by examining how the

Security Council (UNSC). To do so, we introduce a new dataset on voting behavior in the UNSC

that covers a total of 36,460 individual votes on 2,524 proposed resolutions along with resolution -

specific information 8 w. UUwUT UUOU0UwWUT OpwUil E0w42w?i UPI OEU2 wUI E
in line with the United Sta Ul UwbDOwUT | w4 - 2" Owbl POl WwEOOEUUUDOT wyOUI

with loans from the IMF. Temporary UNSC members that vote against the United States do not
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receive such perks. These results suggest that the United States choses bilateral channels to

reward friends but relies on obfuscation via international organizations when buying favors from

hostile countries. In sum, we argue that powerful countries can use international organizations

EUwx OOPUPEEOwWUOOOUWUOWEOwWUIT I PUW?PEDPUUawPOUOG ?

Chapter 2 then shedslight on a more fine -grained mechanism that can, inter alia, help understand

the kind of political influence on the IMF for which chapter 1 provides empirical evidence. It is

co-authored with the IMF economist Andrea F. Presbitero. His institutional affil iation helped us

to get access to the internal data used for the analysis and allowed us to conduct interviews with

IMF and World Bank staff to gather background information. The paper was published in the

Journal of Development Economiasfore this dissertation was submitted (Lang and Presbitero

2018)

(OwUT PUWET ExUl UOwbkT wi BREODOT wi Ob uercd bnithg iIMB énaithé) E UT U w
World Bank. We exploit the degree of discretion embedded in the World Bank-IMF Debt
Sustainability Framework to understand the decision-making process inside the two
organizations. Our unique, internal dataset covers all debt sustainability analyses conducted

between 2006 and 2015 for lowincome countries. These data allow us to identify cases where the
UDUOWUEUDPOT wbOxOPl EwEaAawUT | wExxODPEEUDOOWOI wlOi 1 w#2Y
different official rating. In contra st to much of the previous literature, we can thus shed light on

the internal decision-making processes of 10s. We can directly examine the extent to which

informal influence interferesin technocratic rules instead of only comparing how they relate to

dif ferences in outcomes. Our results show that formal rules are adhered to but also that political

interests and bureaucratic incentives influence the decision to intervene in the mechanical
decision-making process. Countries with political ties to the instit UUD OO Uz wOENOU wUT EUI T
more likely to receive improved ratings; especially in election years and when the mechanical

assessment is not clearcut. Supplementary evidence from a regression discontinuity design

additionally suggests that the macroeconomic projections underlying the ratings are also biased.

371 Ul wUIl U0OUUWUUTTIT UOwWUT IBY havg icdn be? dJcdddi@ufdr @formaE DUE UT U

governance and a source of biased decisioamaking.
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While in chapter 2 we also provide some correlational evidence suggesting that the DSF ratings
matter for sovereign market access, a rigorous empirical test of how the IMF affects the conditions
under which countries have access to capital markets follows in chapter 3. This paper is cc
authored with Kai Gehring . An earlier version of it was published as a CIS Working Papebefore
this dissertation was submitted (Gehring and Lang 2018).

The chapter starts with the observation that the loan programs of the IMF are often consideredto
E E U U a ubEEwaiiriggets adverse market reactions. Guntries are thus sometimes hesitant to
engage with the Fund.2 Our results, however, suggest that the presence of an IMF program sends
a positive signal to investors that prevents creditworthiness from falling d espite substantial
economic contractions under IMF programs. Using monthly data on credit ratings from various
agencies and professional investors for 100 countries in the 19872013 period as measures of

creditworthiness, we apply three different methods to circumvent the severe endogeneity

Qu

x UOEOI OWEUUOEPEUI EwUOOwWUUOUEaADPOT wOT T w(, %zUwl i 11 E0QU
the differential effect of changes in the IMF 3 liquidity on loan allocation as a source of exogenous

variation. We find that adjustments under IMF programs reduce GDP growth in the short -run,

but do not lower creditworthiness. When examining the underlying channels, we find evidence

of a positivesignalingeffect on perceptions of creditworthiness that offsets the negativeadjustment

effect on aggregate output. IMF involvement appears to create positive expectations about the

program country J wi UOUUT wx OOPE a wx E Ultha BrépEructeditvdothingss that E U UT B O C
countries undergoing such contractionary adjustments wou Id usually suffer from. Event -time

specifications exploiting monthly variation within country -year observations and a systematic

text analysis of rating statements support this interpretation.

In addition to investigating this relationship, chapter 3 usesthe high-frequency monthly data on

sovereign credit ratings alsoto illustrate the severe endogeneity problem that studies focusing on

OT T w(, %zUwl i1 1T ECUwWOT 1 EwWOOWET EOwbDPUT w6l wEOEUOI OUu
drops in credit ratings in the months before they enter IMF programs. Our results also suggest

that controlling for observables is unlikely to remove the entire bias resulting from this. They

28 This is a key insight | gained at the IMF headquarters: IMF staff repeatedly told me that they were worried that the
IMF loses global relevance because countries fear such a stigma effect. See al#mdone and Scheubel (2017)
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underline the importance of employing an appropriate identification strategy whe n examining
OT 1 w(, %z Thiwuis &ldo b Eeyiddu® in the empirical analysis of chapter 4.

Chapter 4 is single-authored. An earlier version of it was published as a Heidelberg University
Discussion Papdlang 2016) Like chapter 3, it examines an economic effect of IMF programs. The
reader will notice that the chapter places emphasis on the theoretical argument whereas chapter
3 focuses more on the empirical analysis?*But like chapter 3, chapter 4 also makes both empirical
and theoretical contributions to the literature.

Empirically, the main contribution is introducing the new instrumental va riable for IMF
programs, which is also one of the identification strategies applied in chapter 3. For this IV, |

I RxO00PUWI ROTT OOUUWUDPOI wY E UD E uE GAUERUEI0 uwYuE U 8 Waud®un
probability of having a lending arrangemen t with the IMF. The interaction term of the two
variables is excludable to country-specific economic characteristics and allows determining a
causal effect via quasirandom assignment relative to country -year-specific economic outcomes.
This construction of a plausible counterfactual by means of the IV is important for testing the
theoretical predictions made in this chapter. | argue that the IMF, not least because of the specific
principal -agent problems in its delegation chain, which are also addressed in chapters 1 and 2,
suffers from a relative lack of accountability to the people affected by its policy output. By
interfering in domestic politics, it might thus restrict the responsiveness of democratic
governments to the distributional preferences of their citizens. | develop the hypothesis that
democracies under an IMF program ¢ relative to a plausible counterfactual of the same
democracies in the same circumstances not under an IMF program¢ will experience increases in
income inequality. Using panel data for 155 countries over the 19732013 period, the results show
that IMF programs substantially increase income inequality. The effect is driven by the
democracies in the sample, and there is no evidence for such an effect in nordemocracies. The
evidence EOUQwW UUT T T U0UWUT ECwOTT w(, %zZUwUI E1l OCOwi O1T EQCET

associated with a mitigation of its inequality -increasing effect.

24 This has to do with the fact that the paper was submitted to a general interest political science journal.
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1 Buyin g Votes and International Organizations
The Dirty -Work Hypothesis

Note: This paper builds on Dreher and Vreeland (2011)and Dreher, Rosendorff, and Vreeland (2013) It is part of an
ongoing project with Dreher, Rosendorff , and Vreeland.
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1.1 Introduction

After the collapse of the Soviet Union, one of the United States” key geostrategic goals was to

reduce the threat Russia posed to the country’s security. To do so, the United States attempted to

influence political developments in Russia during the 1990s, and in the early years of the decade

bilateral aid was one of the main policy instruments: US disbursements of bilateral aid to Russia

amounted to one billion US dollars (USD) in 1993 and 2.5 billion USD in 199425 n 1994 these aid

packages came under inceasing popular pressure at home. According to a Congressional

Research Service reporf 2 EOOETI UOUwWUI T EUEDPOT wUOT 1 w42wEUVUETT OwEIl
OUUEOOT woOil wUOI T w#1 E1l OET Uw NNt wl1UUUPEOQwWw xEUOPEOI OU
substantial reductions in US aid. Between 1996 and 1998 annual disbursements of US aid to Russia

were reduced to about half a billion USD.

At about the same time, the International Monetary Fund (IMF) became heavily involved in

Russia. In 1995, it approved a 6 billion USD loan program, increased it to more than 10 billion the

next year and to an extraordinarily large 18 billion USD loan in 19 98. The United States strongly

supported this. US President” OPOUOOQWUUEUI Eow? ( wEl OPIT YI wUT 1T wOOE Ouwtk
POwUT OUOES w( wE O wlhddk RuéslaturreRident YdltdinCsaid tiiaatdé get the IMF to

, E N @'Uoarther anecdotal evidence that the United States put pressure on the IMF abounds

(Congressional Research Service 2002; Goldgeier and McFaul 2005; Stone 20083 Goldgeier and

POwi PUw UPOT woOl woOI T EOCwUT T w(, %w OEOPT I EG2w OEw OOL

UT1T waOPUI Ew2U0EUT UwUOOwWUT T w(, %? wepx 6 whyyAd

52001 Wa2wx OOPUPEPEOUWRNUUUDI B1 EwlT 1 UiheuDE tefenseuiidyét weiie beEs100 U1 01 60 U
EPOOPOOWT Ul EUI UwPOwUOT 1 wOl ROwal EVUwWPI wlOT 1T w20YPI Ow40POOwUUPOOWI
2002, referring to a speech on March 4, 1993, by US Senator Patrick Leahy;hairman of the Senate Foreign Operations

Subcommittee, in which he called for a one-billion -dollar aid package).

26 Quoted in Goldgeier and McFaul (2005, 152)

2 https://www.nytimes.com/1996/02/23/world/russia -and-imf-agree-on-a-loan-for-10.2billion.htm| (last accessed May

20, 2018).
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This episode seems to suggest that the United States initially used bilateral aid to pursue a key

geopolitical goal. When directly giving its own aid became increasingly difficult to justify

domestically, it switched to the IMF and used the organization to support the country with

international aid. 28

Of course, the example of Russia might be an isolated case rather than representative of general

pattern. The scholarly literature that compares bilateral and multilateral aid typically argues that

political interests are less prevalent for multilateral aid, and takes the relative absence of political

motives as a reason why multilateral aid is more effective for promoting development (Derek

2008; Milner and Tingley 2013)2° Much of the recent literature therefore concludes that donors

use multilateral aid to promote development and other international public goods, while they

use bilateral aid to promote their own political agenda (Schneider and Tobin 2016)3°

The focus of this recent literature on multilateral aid as a largely apolitical instrument of burden -

sharing for promoting development goals stands in contrast to the literature on international
organizations. Woods (2003) and McKeown (2009) document that the United States virtually

controls major decisions at the IMF and the World Bank. According to Rieffel (2003,28290 w? ¢U¢ 1 1 w
IMF is an instrument of the G-7 countries. There is no example that comes easily to mind of a

position taken by the IMF on any systematic issue without the tacit, if not explicit, support of the

United States and the other GA w EOUOUUDI U2 wOUEOUPUEUDYI wi YDEI OF
OUOUPOEUI UEOwWOI OEPOT wUI 1 O EUUwWUT 1T wbOUI Ul UOUwWOI wE
(Dreher, Sturm, and Vreeland 2009a; 2009b; Kilby 2013a; 2013lkuziemko and Werker 2006;

Vreeland and Dreher 2014)31

Even though a large number of papers has investigated the importance of political motives for

multilateral and bilateral aid giving, no empirical work exists that can easily reconcile the two

different strands of literature. Taken at face value, these two literatures suggest that donor

countries use multilateral aid for pursuing their own political agendas while, at the same time,

261 wWUOUIl wUOT PEVLODOWREOOWI OUOUW O woOi i PEPEOQwW UUxxOUUwWET EODI Ol E
Development Assistance (ODA), Other Official Flows (OOF), and multilateral loans and credits.

2 For the importance of geo-strategic motives for the effectiveness ofaid see Dreher, Eichenauer and Gehring (2016)

30 Also see Dietrich (2013) According to Dietrich, governments use multilateral (and other non -state) aid when they

want it to promote development in recipient countries with low governmental quality.

31 For a broad overview of this literature see Dreher and Lang (2016)
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bilateral channels seem more politicized than multilateral channels. In our view, this begs the
guestions how states decide between bilateral and multilateral channels for exerting political
influence and why multilateral aid is often perceived as less political than bilateral aid. In this
paper we offer an explanation that sheds new light on these questions.

We argue that donor governments use multilateral channels for exerting political influence when
the domestic public is hostile towards supporting the recipient. Bilateral channels, on the other
hand, will primarily be u sed for countries that the domestic audiences view more favorably. Our
argument is based on the idea that multilateral organizations can be used to do their major
UT EUT T OOET U U z(UaRbélFL886) #Sante Qdavedriments have substantial influence over
multilateral organizations, which they can exploit to pursue policies vis -a-vis other states without
EUEPDOT w OOw EPOEUI UEOQw ET EOOI OUBw , UOUDPOEUI UEOQw OUI
T OYI UOOI OdalthgtivitiesxiaBateBunpopular with domestic audiences when conducted
bilaterally but acceptable when executed via multilateral organizations (Abbott and Snidal 1998;
Vaubel 1986) As politics inside multilateral organizations is difficult to observe for the public,
governments can implement their preferred policies without having to fear adverse electoral
consequences. Conversely, when they aim togive aid to friendly countries they can use the more
visible bilateral channel.

%OUWUUET w?OEUOET UPOT 02 wOENOUWUT EUT T OOET UUwWI RxOO0D!I
politically neutral donor to hide unpopular policies from their voters. To keep this reputation
alive, governments thus rarely interfere in their decision-making, and the organizations grant
loans according to need, on averagePolitics thus seem to be less prevalent in the allocation of
multilateral aid compared to bilateral aid. But rather than being free of political motives,
multilatera | aid is highly political ¢ governments just use it for political purposes in selected
salient cases when it would be politically costly to draw on bilateral resources. This is also why
political motives in the lending of these organizations are more diffi cult to detect empirically ¢
for voters and scholars alike. The averagemultilateral loan is more likely to be given for non -
political reasons, compared to bilateral aid. And the fact that politically motivated loans are given

even harder to detect the underlying political motives.
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This is why testing this theory requires a new empirical setting. 32 After all, we aim to detect
patterns that are deliberately hidden.6 I wOl U0 wP O wi OEUUDPOT wOOwYOUI wEUAD
most powerful organ, the United Nations Security Council (UNSC). Specifically, we examine how
voting behavior in the UNSC is linke d to the allocation of bilateral aid flows and loans from
multilateral financial institutions. Dissenting votes in the UNSC are rare and major powers use
incentives and disincentives for other members to avoid them. We expect governments to use
increases n aid as reward for loans and reductions in aid as punishment. Countries that vote
against powerful governments in the UNSC thus should receive less bilateral and multilateral
support. However, patterns of bilateral aid are easily observable by domestic audiences. Thos of
multilateral aid are not; a s we discuss in more detail below, publics tend to perceive international
organizations as independent actors and do not easily attribute their lending to the influence of
their own government. We thus expect that bilateral aid will be used to buy favors from
befriended governments, which domestic audiences can easily agree to provide aid to. In cases
where domestic audiences are likely hostile towards the recipient government, we expect
powerful shareholders to use their power over international organizations to extend support.
They will increase multilateral aid rather than bilateral aid. This is the case that fits the Russian
example above.

To test our theory, we compile a new dataset that covers the universe d UNSC votes that were
cast by all member states in the seven decades over the 1948015 period. We record a total of
36,460 individual votes on 2,524 proposed resolutions. We consider all available UNSC proposals
t those that have passed (resolutions) andthose that have failed (vetoed resolutions and failed
majorities). To our knowledge, this is the first such dataset, which we collected from the United
-EUPOOUwp4 - Aw+PDEUEUaA wPbOw&I Ol YEOWEUwPI OOWEUwWi UOOw4 -
decision, we code resolution-specific information, such asthe policy area concerned and the
amount of media attenti on the resolution generated.

Armed with the new data on UNSC voting we test our theoretical argument and find

considerable support for it. First,the | YDET OETl wbUwWEOOUDPUUI OUwhPDUT wUT T wY!

2371 w?-BOU0awl axOU0T 1 Ub U wi1d86)buiasnev@rbéedtesiel it £largenusetting. His own w ork
OUT Uw? 071 wlOl U1 OEOOOT awldi wi REOx O wi bYDOT » w5 EVUET OwhiNWH OQOwKk A8
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most important international institution are for sale. We find that temporary members of the
UNSC that vote in line with the United States receive both more bilateral aid from the United
Statesand larger IMF loans than non-members. Countries that vote against the United States in
the UNSC do not receive such perks during their time as temporary members. We then turn to
testing our argument on the choice of bilateral versus multilateral channels. We find that the
United States uses bilateral aid to buy the votes of UNSC members it is politically close to and
multilateral loans to buy the votes of members t o which it is politically more distant (as measured
by voting coincidence in the UN General Assembly prior to entering the UNSC). While our main
analyses focus on the tradeoff between bilateral US aid and IMF loans, we also show that the
results hold for World Bank loans.

Our results add important nuances to the literature on how donors chose between bilateral and
multilateral support. Rather than being less political than bilateral aid, donors benefit politically
from not influencing multilateral aid on arerage so that multilateral organizations maintain their
reputation as politically neutral. They can then use them to perform their dirty work in
strategically important cases. We see this theory as complementing rather than contradicting
previous work an d, interestingly, results obtained in previous research support our argument.
Milner (2006)finds that right -wing governments give more multilateral aid then left ones. She
EOOEOUETI UwlUT EVw?PU0wPVUwi EVEWUOOWUOET UUUEGEwWUT PUwUI U
(UWEEOOOUWET wi R x GhedyGuhiéhuaipéerts HowarsRouéd bilhgerdlwid to pursue
political goals. Given that right -wing governments typically pursue more aggressive foreign aid
policy than left ones (e.g., Milner and Tingley 2010), it is however exactly what our theory would
predict. Strand and Zappile (2015) proxy donor interest in a country with its economic aid,
following Fleck and Kilby (2006) They expect countries that receive more economic aid from a
member of a multilateral development bank to also receive more aid from the bank itself but find
the opposite. THOU wU1 UUOU WP UWEOOUUEVUaAwUOwWUT 1 wEUUT OUUZ wi R x
expect to find when multilateral aid is used in countries where bilateral aid is difficult to give.
multilateral aid, our results speak to several other literatures: First, our paper links to the

literature on associations between aid flows and voting in the UN, which has so far focused on
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the United Nations General Assembly (UNGA) (Thacker 1999; Stone 200&)reher, Nunnenkamp,

and Thiele 2008; Kilby 2013;Carter and Stone 2015) Our results suggest that vote buying extends

beyond the UNGA and also relatestothl w4 - z UwOOUUwx Op1 Ul UOwOUT EOOwWUT 1 1
21 EOOEOwPIT w@UE Ob I Multiplel rdcensstlidie? Hauelstiolvn akelaBogship between

temporary UNSC membership and favorable treatment from aid donors and multilateral

organizations (Dreher, Sturm, and Vreeland 2009a; 2009b; 2015; Kilby 2013b; Kuziemko and

Werker 2006; Mikulaschek 2017b; Reynolds and Winters 2016; Vreeland and Dreher 2014)For

the case of US aid and IMF loans we show thatthose temporary members of the UNSC that vote

in line with the United States rather than membership itself drive this effect. Our results thus add

more direct evidence for the conjecture that the larger aid flows to UNSC members are used for

vote buying.

Third, and closely related, which countries control the IMF is contested in the literature. While

UOOT wEUT Ul wUOT E0wUT T waOPUI Ew2UVUEUIl UwbPUwWEa wédEUwOT 1 w
Stone 2008P wOUT T UUwi OOEwUT E0w?UT 1T waOPUT Ew2U0EUTI UWEOI Uwb
Uil w&k wEOGUOUUDI UwWEUWE wi U O U Cagel8vitcty 004, I73p WefiadxhaE O UD E O w
temporary members of the UNSC whose voting behavior resembles the voting behavior of the

other four permanent five UNSC members do not receive more IMF loans than non-members.

This link only emerges as far as voting similarity relative to the United Statesis concerned We

interpret this as evidence that primarily the United States is responsible for the association

between UNSC membership and increased access to IMF resources and, thus, asupport for the

view that the United States is the dominant shareholder in the IMF.

The remainder of this paper proceeds as follows. We develop our theoretical argument in section

1.2. Section1.3 provides some background on the IMF and the UNSC. In section 1.4, we present

the new dataset on UNSC voting behavior along with the other data used for the empirical

analysis as well asour method of estimation. The results of this analy sis are presented in section

1.5. Sectionl.6concludes this chapter.
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1.2 The Argument
1.2.1 Bilate ral and Multilateral Aid

A number of recent papers have investigated the conditions under which donors prefer bilateral
over multilateral aid. According to the standard view, multilateral aid allows different donors to
share the burden of aid-giving, at the cost of losing control over how exactly the aid is spent
(Milner and Tingley 2013; Reinsberg, Michaelowa, and Knack 2017)32 To the extent that donor
preferences are aligned, donors prefer multilateral aid over bilateral aid, as it is cheaper and more
cost efficient compared to fragmented aid from different donors (Milner and Tingley 2013). As
holds true for multilateral cooperation at large, multilateral aid can realize efficiency gains, pool
risks, materialize economies of scale, and encourage wide cost sharing/Abbott and Snidal 1998).
Over bil ateral aid, on the other hand, donors have more direct control and can, thus, use it as a
tool to promote their own political interests in other countries. Evidence on political motivations

in bilateral aid giving abounds (for a survey of thi s literature see, e.g., Hoeffler and Outram 2011;
Fuchs, Dreher, and Nunnenkamp 2014).

Overall, the literature sees multilateral aid as less politicized than bilateral aid and as more
effective (Derek 2008; Milner 2006; Schneideiand Tobin 2016). Governments use the two types of
aid as substitutes to achieve the same foreign policy goals, on averaggMcKeown 2009; Milner
and Tingley 2013; Schneiderand Tobin 2016). The results of this literature, however, stand in
stark contrast to the literature that focusses on aid from multilateral organizations.

According to this literature, there is now a good deal of evidence that the United States uses its
influence at multilateral organizations like the IMF and the World Bank to favor governments of
developing countries it considers strategically important. Again, anecdotal evidence abounds
(e.g., Andersen, Harr, and Tarp 2006; McKeown 2009). The first scholar to provide systematic
guantitative evidence is Thacker (1999) who shows that IMF programs are more li kely to go to
governments that move towards the United States in terms of their voting at the United Nations

General Assembly. Dreher and Sturm (2012) show that the correlation holds across the G7

33These costs can be minimized by delegating to an international organization with an aid portfolio that closely matches
O1T 1T weddOUzUwxUi i1 Ul OBl Uwp2ET O PEI UWEOE W3 OEDOwWI Yht K8
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countries, while Copelovitch (2010a)stresses the importance of the G5 as a group. Stoné2002;

2004) shows that governments favored by the United States in terms of bilateral aid, which is

well-known to be influenced by international politics, receive lighter punishments for

noncompliance with IMF condition ality. According to Stone (2002, | AQw? ZE¢ OUT OUT T wOli
Stateshd E U wE wOPOOUPUA wOi wYOUI UOwWPUWEOTI UwPOEIT 1 EWEEOOWU
and Pattison (2005) summarize evidence showing that the G7 are in control of the IMF on the

most important issues and that staff autonomy is restricted to areas that are of marginal interest
UOwbUUwWUT EUI T OOET UUB w31 B U wE ¢@060B;20i1yspadd uUEEGUO U UU G
model, according to which powerful shareholder use their informal power to intervene in IMF
decision-making in cases that are of strategic interest to them and in normal times leave the

organization governed by its formal rules (see also chapter 2)In addition to the IMF, there is also
UUEUUEOUDPEOuwI YPEI OEIl wUT E0wUT 1 wOENOUwWUT EUIT OOEI UUZ
Bank decisions (e.qg., Kersing and Kilby 2016b; Kilby 2009; 2013)

371 wUPOWUUUEOGEUWOI wobPUI UEUUUI WEOOEDPOI EwxUOYPEIT WEOD
choice of multilateral versus bilateral support sees multilateral aid mainly as a way to share the

burden of aid -giving and realize efficiency gains, while the literature on the IMF and the World

Bank characterizes the organizations as political tools of their major shareholders, and in

particular of the United States. How can multilateral aid be perceived as non -political and highly

politicized at the same time? If bilateral aid is used as a political tool, why is there also evidence

on political interests in multilateral aid? If both bilateral and multilateral channels are used to

shape political developments in other countries, how do governments decide between them?

1.2.2 The Dirty -Work Hypothesis

We expect governments to prefer multilateral aid over bilateral aid when the benefits of doing so
exceed the costs. As politicians are interested in winning elections and gaining popularity, a key
benefit we see in supportiOT wUT EPDx DI OUUwWYDEwWOUOUPOEUI UEOwWOUT EOD:

support for an unpopular recipient (Vaubel 1986)34 Governments might even publicly shame an

34 As a further benefit that is not central to our argument, multilateral aid reduces the scope for citizens to compare the

UUEET UUwOl wWEPEWEEUOUUWEDI 11 Ul ODWEOOOUUOWUOWUT EDWEOOOUWT OY1 UG
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international organization for supporting regimes that are unpopular with its domestic audience,

while secretly pressing international organizations to provide support. As Voigt and Salzberger

(2002,295x OPOUWOUUOW? EOWEEDPOPUa wUOwWUT Bi UWEOEOlineeP D OO WE
with Vaubel (1986) as well asVoigt and Salzberger (2002) we thus expect aid to be channeled via

an international organization when it is unpopular at home. The main costs of channeling the aid

to multilateral organizations is the damage this imposes on the reputation of the organization as

politically independent and neut ral actor. Only when the issue at stake is sufficiently salient to

the donor, and bilateral action would be sufficiently costly, will the benefits of using the

organization exceed the costs. We thus expect multilateral aid to prevail when donor

governments want to channel resources to countries that its own public would not want it to

support. We expect governments to use international organizations to shield them from the views

of their domestic audiences.

Our argument rests on two main pillars which we br iefly discuss in turn. First, we argue that

domestic audiences in donor countries have sufficiently strong preferences against supporting

certain types of regimes with aid for their governments to take note. Second, we argue that

domestic audiences know little about the decision-making processes of multilateral

organizations. Not least because these processes are often netransparent for the public, they

perceive these organizations as largely independent organizations so that the role of their own

government in granting aid to a specific country largely goes unnoticed.

We expect governments to be sensitive to the foreign policy preferences of their domestic

audience (Moravcsik 1997). Recent evidence suggests that the public has an aversion to providing

bilateral aid to hostile countries (Heinrich and Ko bayashi 20189 w UwUT T awx O0pO0wdUU
believe that aiding such regimes is morally unacceptable as it signifies complicity in pr omoting

T EUOT UOwx OOPED WY Dwei Pullow? YOUI UU wE Hi?utpl 11 SDYORI®DI Edl EuFE]
Kobayashi 2018,3). What is more, publics prefer humanitarian aid over political aid (Milner 2006).

Among the examples given by Milner (2006, 118), Lumsdaine (1993, 43x OPOU U wOU U wUT EQw? ¢

when asked consistently said aid should go to needy countries that would use it well rather than

EOOx]I UPUDODOO? w5 E W GXAwI DOYu A duwBsG (B Bw OUOUDPOEUTI UEOQWEPEWDUWREI
perspective.
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EI DOT wOUT EwOOwxUOOOUT wOEUUOP wdOE UD O OE03mpothiing 1 UUBS 2 w:
O U U w (ijin Bnbsticases, the overwhelming [public] support for fo reign aid is based upon the

x1 UEI xUPOOwUT E0wPUwWPDOOWET wUxI OUwOOwUI 01l EapOT wi U
Tingley (2015, 3D w ¥dft$ at using positive inducements, such as economic aid and trade, have

Oi Ul Owi OUOEWEDPUUTI VwOxxOUPUDPOOwWPDUT POwWUT | w4 OPUI Ew?2
unsuccessful in obtaining congressional approval on a crucial foreign policy in around one third

Ol wOI T wUPOT BweT E0wDUWOOUT w?2" 60T Ul UUOwWDLOUIT UI U0 wT UC
i OUl PT Owx OOPEAOWEUUOWEUUEPEOOaOQwWUI T wi RUI O0wOT wlT -
(Milner and Tingley 2015, 13). Overall, domestic audiences care about the type and recipients of

aid, so that it becomes difficult to channel political aid to hostile recipients.

Domestic audiences in donor countries know little about the IMF. As one example, consider IMF

Managing Director Christine + ET EUET z UwUT Ul EQ0wU0Owx UO0O0wOUU0woOi waUI |
Eurozone finance ministers (discussing an extension of a Greek baitout package). Her threat was

taken at face value in newspapers discussing the baitout.3s The fact that Christine Lagarde could

hardly take such decision against the will of the major IMF shareholders has largely gone

unnoticed. According to Vaubel (1986) voters are to some extent rationally ignorant, so that

T OYI UOOI OUUWEEOWUUIT wbOUI UOGE U b Oibf&Batich dost& Astvaubdl D OO0 U wU
(2006, 134)points O U U O wsp audigments and voters know very little about their executive

directors and their domestic authorities regularly report to parliament and the public on their
xEUUPEDXxEUPOOwWDPOwWUIT T wHUOEWEOSEWUT 1 w! E QIOB,HOWZ6 ¢ w O
EOOEOUEI UwUT EVw?01 1T Ul wPUwWwEOwDPOUUDPUUUDOOEODAT EwEE
PDOUI UOEUDOOEOwWOUT EOPAEUDPOOUG W' | WEUT Ul UwUT ECwUT DU
want to maintain their monopoly over information to control 10s [and] [ijnformation on

EEUI EDODOT wbUwUOOwWUI OUDPUDYI udligoaddd 2007E630) Sinuldly E OOT U U

3  One representative example is a May 6, 2016  article in The  Guardian, see
https://www.theguardian.com/world/2016/may/06/imf -threatens-greeceeurozone-christine-lagarde (accessed May 10,
2018).
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Stasavage (2004) suggests that such secrecy allows member states to blame the international

organization for unpopular decisions.

61 wiRxI EQwl OYI UOOI OUUw UOw OEOT w UUI w Gnternato@al 1 UUZz w O
organizations and use them to hide unpopular policies. Governments collude with pressure

groups at the expense of their voters. They hide the costs of concessions to interest groups (such

as domestic banks) and shirk domestic responsibilities for unpopular policies (such as a bail-

out).3¢ International organizations raise the costs of information for voters, but not for well -

OUl EOP4&Tl EwPOUI Ul U0wWI UOUxUBw UWEWEOOUI U1 OETl Ow?¢U¢

donor countries, the multilateral aid institutions help the national politicians to collude against

Ul 1 PUWYOUI UUWECEWUOWEYODEWUI UxOOUPEDODUawi OUwUx1 E
1986, 50). The longer chain of control along the principatagent relationship from donor

x Ox UOEUDPOOUwWUOwWUI EBDxDPI OUwx Ox UOEUD OOU wHitlseroand U wE DU D
Tierney 2003; Vaubel 2006 see also chapter 4.

1.2.3 Contribution sto Previous Literature

Our argument is closely related to recent literature on the allocation of aid. As Heinrich and

Kobayashi (2018)x OPOU wOUUOw? Ea wUD Ox Oa wi dxtériddelidrom thebhasiyD E OQwU T |
policies of the recipient? w EEOUEDPOT wUOOwWOUUWEUT UOTI OUOwPRT POT wUI
bilateralaid to unpopular regimes, we expect the donor will simply use multilateral aid instead.

&OY1 UOOI OUUwlI DYl w?EPEwWUOwWOEUVUUVawWUI T DOl UwET EEUUT wUi
EOOEIT U (HBidiEhUhmduKobayashi 2018, 3; also see Bueno de Mesquita and Smith 2010)

Given this, it would be surprising if donor governments would not try to find alternati  ve channels

of influence in casesin which bilateral aid is unpopular to use. Indee d, Heinrich and Kobayashi

2018,k Awx OUPUwWUT ECw? EOOOU wWT Odivertdd G 1 upUWBUEBOA I QCEuEEI0NT GDOEL
Ul EBx DI OUUZz wOEUUa wx OO0 B Eudd xUuH 4 EuxUd APBERQEEING EE YU WEiahaud

its aid. We argue that multilateral aid achieves exactly this.

European debt crisis can be considered from this perspective.
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311 wbOxOQUUEODET wOil wbOUI UOEUPOOEOwWOUT EOPAEUDPOOUZ w?C
before. In addition to Vaubel (1986) and Voigt and Salzberger (2002), Abbot and Snidal(1998)

come to mind. However, there are subtle but important differences to what we argue here.

According to Abbott and Snidal (1998), states structure international organizations so that they

i OUUT T UwO0T 1 PUwx Ob1 UduthSwinodnt@iFel wediter stee® 10 patditipats. They

designed the IMF so that, on average,neutral economics guide its policies, but in a way that they

can use it for their own geostrategic interests in cases that are important to them. In line with

whatwe argul wi 1 Ul Ow EEOUUWE OE w2 Ob E Eo@erfgd bigNgs tH @ ropsidnu O E U1 U'Y
between the immediate advantages of dirty laundering versus the long -run costs of jeopardizing

(. wbOEI x1 OE IdibEtd Abbait anfl Briidal (1998, 18), however, this function mainly

serves as a tool to implement policies in recipient countries without being blamed by recipient

audiences. They expect multilateral action to reduce the impact of domestic lobby groups, and

leading to lesspoliticized actions. This is the opposite of what we expect in this paper. The fact

that unpopular policies can be hidden from domesticaudiences should strengthen the role of

domestic lobbies and lead to morepoliticized actions.

Our characterization of the donor -recipient relationship in a principal -agent framework is

likewise not new. According to the seminal study by Milner (2006), multilateral aid is used to
signaltoitsownvoters UT T wEOOOU wl OYTI UOOI BUUZz wEOOODP Uticdl0 wUT E U w
ornon-commli UEPEOQwT OEOUB w21 T wxOPOUUwWOUUwWUT EVw?¢1 ¢pYDOI
Ol EEIl Uz Uwil EOEUVUwWUI OEUDPYI wUOwWUT EVWEDEWEUUWEOUOWOEOI
OY1 UE 00 »2006 11000t ddgument is the opposite. Rather ttE Qw U a b Ol wEOOOUUZz wi
humanitarian goals, multilateral aid allows donor sto exert political influence in cases this would

be too costly to do bilaterally.

Hicks, Parks, Roberts, and Tierney(2010)focus on the principal -agent relationship as well. They

argue that donors use multilateral aid to tie their hands ex ante to be able to provide public goods.

They argue that the threat to withhold bilateral aid from strategic allies in terms of non -

compliance with developmental policies would not be credible, so that donors use multilateral
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aid in case they aim to link their aid to developmental goals. 37 Again, this is contrary to our own

expectation, where we expect multilateral aid to be as politicized as bilateral aid.

We would like to emphasize that our theory does not contrad ict these previous contributions.

Rather, we would expect the different theories to be all true, but at different points in time. In

OUET UwUOOwi RxOOPUWEOwWDHDOUI UBEUDPOOEOQwW OUT EOPAEUDPOOZ U
shareholders must invest in such reputation and refrain from interfering with its policies too

frequently. According to Milner (2006), governments channel resources through multilateral

organizations to assure voters the aid is beneficial on averageShe shows that donors give aid via

non-state actors when recipient country government quality is low, so as to maximize the impact

of aid. We argue that these same governments can use multilateal organizations for their

geostrategic purposes in specific casesf importance to them. They thus create multilateral

organizations that give their publics the impression o fimpartiality and benevolence but use these

OUT EOPAEUDOOUWI OUWUT 1 PUW?EDUUA wb OU OdonobrhotiveswrOl 1 ET E S
the allocation of average multilateral aid will be less easy to detect compared to bilateral aid. We

need to focus on specific cases to do so. These cases are situations where donors have a strong

interest to give aid to countries which they would not want to be seen giving to.

Finally, it is i mportant to compare our theory to the insights of the burgeoning literature on

informal governance (Stone 2008; 20112013). As we do, this literature sees an important role for

international organizations in being useful in particular cases, while being s ufficiently

technocratic to incentivize minor powers to participate in them. As Stone (2008, 590) explains,

2¢b¢ O OUOEOwWHOT OUI OET wOUUUWET wi BR1 UEPUI EwbpPUT WEDUE!
UTT wOl 1T PUPOEEa WOl wiOT 1 woORIg@H d4 EulldIF G 6UuwO |1 BEBWIT W UWILEU
x UEEUDPEI UOwWUOWOOOT wEUwWUT 1 a wka0). Aucddibgud SRore@OB 126 E wU O O wi
ul + KOw? 0T 1 wEl UPT Owi 1 EVOUTI UwOi wbOUI UOEUDOOEOWOUT EO
balances the pwer and interests of the leading state, or group of states, and the rest. Informal

meddling by great powers is made costly enough, usually in terms of bad publicity, to keep

OEODPxUOEUDOOwW UOOWET EOODPOT wudbUUDOI 67 witfdyedt@rong Uwi B x 1 |

7371 W2EOEUPUESZ Uw#DOI 00E wRUnaptud Ui EEIEI Oz w Qudidhyinkiedttunt OGO U wd U
providing a collective good, so that it is not credible to withdraw aid in case of non -compliance.
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what we argue here. According to Stone, powerful shareholders cannot intervene in international

OUT EOPAEUDPOOUWUOOWOIl Ul OOWEUWOUT T UPPUT wlOTT wdUT T Uw
xUEEUDPET U2 w2 U001 wl YY WO uy kv Yedt dnuihis Bp&pér Viktedveritian thOw UT T w
1 OTETT wbOwUI T Ul wOUT EOPAEUPOOUOWEVUVDWET EEUUT WUUET wb
in the eyes o domesticaudiences and consequently makes them less useful tools of foreign

intervention.

We would like to conclude this section in pointing out that the argument we discuss in this paper

can explain a number of puzzling results in the recent aid allocation literature. We introduced

two of them above: First, according to Milner (2006, ut | AOw? PUwPUwi EVUEwWOOwWUOBET L
wing governments give more multilateral aid then left -wing ones. However, given that right -

wing governments typically pursue more aggressive foreign aid policy than left ones (e.g., Milner

and Tingley 2010), this is exactly what our theory would predict.

Second, the samh wi OOEUw i OU w 2 U U R0IE) mralfE und@ ShowsBtial counties

receiving bilateral economic aid + UT I PUwx UOR A wPOWEWEOOOUZz UwwmahU1 Ul U0 u
expectations, it is exactly what we would expect to find: multilateral aid is used in situations

where bilateral aid is difficult to give. Rather than being substitutes for each other, bilateral and

multilateral aid are used as complements.

A third puzzle our paper speaks t 0 has recently been raised by Schneider and Tobin (2016). They

find that donors chose among a number of different multilateral organizations, so that the

preferences of the organization about how to allocate aid match those of the donor. Schneider

and Tobin (2016, K WAWE OOEOQUET wbPUT wEwxU&aao0l ow? (1 wgogwl OYI

and multilateral aid that are largely similar, why do they use both venues instead of either going

fully bilateral of fully multilateral? The similarity of bilateral and  multilateral aid portfolios

xUOYPE]I UWEOwWPOxOUUEOUwWxU&a4a0l wOl EQwOI 1 EUWwUOWET wEEE
provide a simple answer. A large number of international organizations hide the costs of

unpopular policies. While governments can ob tain the same allocation of their aid via multilateral

and bilateral aid alike, their support is hidden when using the former, but highly visibly when
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using the latter. Governments use bilateral aid to signal their support of a recipient to their
domestic audiences and use multilateral aid to hide such support. Even when the preferred

allocation of aid is exactly the same, both types of aid continue to serve their purpose.

1.3 The IMF and the UNSC

In order to test our theory, we look at two international organizations: the IMF and the UNSC.
We focus on UNSC voting, because donor governments care ggreat deal about these votesUNSC
voting is thus sufficiently salient for us to expect our theory to have some traction. We focus on
the IMF rather than all mul tilateral aid because the United States has substantial influence over
IMF loans and IMF loans are sufficiently large to be considered as substitutes for US bilateral
support ¢ both from the donor and the recipient perspective. 3 We discuss them in turn and begin
with how the United States can go through the IMF to exert political influence.

First, power on the IMF Executive Board is explicitly linked to the financial contributions that
they provide to the organization. With nearly 17 percent of the total vo tes, the United States has
veto power over certain decisions that require an 85 percent majority. Beyond this formal power,
the United States also has a degree of informal influence over the institution (Stone 2008;201%,
chapter 2). The IMF Executive Board typically operates according to a consensus rule, which gives
the management agendasetting power. The management, in turn, is subject to pressure from the
United States, both because proposals are shaped to avoid US opposition ad becauset as the
IMF headquarters are located in Washington + representatives of the US Federal Government are
actively involved in important IMF meetings. A further channel of US influence is through the
US Congress, which must periodically approve incr eases in US contributions to the IMF (Broz
2008;2011; Broz and Hawes 2006)As the United States is the largest contributor and influences
other contributors on whether to approve increases, IMF management and staff pay due attention

to the preferences of US polig/-makers.

38\We test robustness focusing on the World Bank rather than the IMF. In the empirical section we also turn our attention
to organizations where the United States is less powerful and use them as placebo tests. See also the introduction and
chapter 3 for a discussion of the global relevance of IMF loans.
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While the IMF can be used for exerting influence in many regards, we focus on buying favors in
OO01 wOl wUT T whOUOEZUwOOUUwxOPI Ul UOwPbOUI UGEUDPOOEOwWDO!
The UNSC is the primary organ of the United Nations w ith responsibility for the maintenance of
international peace and security. The Security Council is the only UN body with the power to
make binding resolutions. It may adopt legally binding measures in order to maintain or restore
international peace t including the investigation of international disputes, the imposition of
economic sanctions, and the use of armed forces.

Historically, when the United States acts in concert with the UNSC, it bears a smaller share of the
burden of international campaigns (Hartley and Sandler 1999). So it stands to reason that the
United States shoud care about UNSC resolutions. Yet, the elected members of the UNSC have
a limited impact on passing them. Veto power on the Security Council belongs to each of the five
permanent members (the victors of World War II: China, France, Russia, the United Kin gdom,
and the United States). The ten elected members, which represent various regions of the world,
are rarely pivotal (. z - 1 B ORilly hi¢ ibtalA/otes are required for a resolution to pass, and
since permanent members sometimes abstain,upwards of four out of the ten elected members
must vote in favor.

A likely reason to care about the votes of elected UNSC members, beyond their formal voting
power, is legitimacy (Hurd 2007; Voeten 2005; Vreeland and Dreher 2014) As Hurd (2007)
explains, ti 1T wi Ol EUI EwOl OET UUwWUT UYT wUT T wxUUxOUI woi wi pYDC
Security Council. And the legitimizing effect of the Security Council extends beyond the
international level and into domestic politics: Chapman and Reiter (2004)find that US Presidents
enjoy higher levels of public support for actions endorsed by the UNSC, an effect not found for
any other international organization they test. In the absence of UNSC legitimacy, domestic
public support might be more difficult to achieve and US Congress might be more recalcitrant
(Hurd 2007; Hurd and Cronin 2008; Voeten 2001) Voeten (2001) provides examples. He cites the
memoirs of James Baker(Baker 1995, 278)emphasizing domestic support to be the main reason
for the US government to seek a multilateral solution to the Gulf War. He also cites Malone (1998,
ix), arguing that it was easier for the Clinton administration to secure the support of the UNSC as

compared to that of the US Congress. Mikulaschek (2017b) shows that the signal incorporated in
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UNSC resolutions is most valuable in terms of popular support when it is unanimous, as it signals
consensus among foreign elites. There is thus a premium for getting unanimous votes, and every
single vote matters. 3°

Although no one has systematically studied UNSC voting behavior to see if it is related to aid,
Kuziemko and Werker (2006)show that temporary members on the UNSC receive substantial
increases in US aid. As their argument goes, the United States desires influence on the UNSC. The
governments of some developing countries may care more about the aid than they care about the
global security issues considered important by the US government. If major donors like the
United States value the voting behavior of developing countries more than their aid, votes -for-
aid trades are possible. Like all subsequentstudies on the benefits that come with temporary
UNSC membership, Kuziemko and Werker test their vote -buying argument without data on
actual voting behavior. 4 Among these studies, the ones that are most closely related to our
empirical analysis are Dreher, Sturm, and Vreeland (2009b; 2015) who show that elected
members of the UNSC are more likely to participate in IMF programs and the conditions attached
are fewer in number and narrower in scope than for other countries. They take this as evidence
of IMF favoritism for UNSC members.

In addition, there is a substantial body of circumstantial evidence that the United States regularly
engages in vote-buying at the Security Council. Eldar (2008) provides examples. For one, the
United States promised to support a World Bank loan for China in return for support on the
Security Council for the first Gulf War in 1991. As another example, the United States helped
China obtain World Bank loans (and provided security guarantees regarding Taiwan) in return
for allowing a UNSC resolution to restore democracy in Haiti in 1994. More generally, Eldar
(2008, 17) argues that in order to get UNSC support for the Guf Wal OwUT | w4 OP Ul Ew2 UEUI
x UOODUI woOi wi POEOCEPEOwWI | OxwlUOw" OOUOEDPEOwW" GUI wEz (YO

39 The legitimacy may derive from the idea that UNSC members have been elected to represent their respective regions
and also from the idea that UNSC votes represent informed decisions. Members of the UNSC have access to sensitive
documents and private discussions regarding the importance of taking international action. For more on these
informational theories, see Fang (2008), Chapman (2007), and Thompson (2006a).

40 These studies include Dreher, Sturm, and Vreeland (2009a; 2009b; 2015); Kilby (2013); Mikulaschek (2017b); and
Reynolds and Winters (2016). Vreeland and Dreher (2014 use a preliminary version of the dataset that we introduce

in this paper in some regressions.

36



to keep Estonia, Latvia and Lithuania out of the November 1990 Paris Summit conference and to

persuade Kuwait and Saudi Arabiato pUOYPDET wbUwbbDUT wi EVUEWEUUUI OEad~
before the second Gulf war, the United States again attempted to buy votes of temporary UNSC

members. Another example was published in the memoirs of US Secretary of State James Baker.

Baker points out that the United States cut all foreign aid to Yemen when their government failed

to support the UNSC resolution that authorized the use of force in Irag in 1990 (Baker 1995, 278)

Baker was quotedUEa D OT w?2 2U¢ T E0wPUwWUT T wOOUUwWI Rx1 OUDYI wYOUI
States subsequently cut all of itsUSD 70 million in aid (Bandow 1992)

3T T wOOUUwUI El O buremiadeCr015:G0n Ddcéimber 18, the Uited States vetoed a

21 EUUPUaw" OUOCEPOWUI UOOUUPOOWUT EVDWEEOGOT Ewi OUwWUOT 1T w
recognition of Jerusalem as the capital of Israel. The resolution was supported by all remaining

14 UNSC members. Two days later, Donald Trump threatened to cut foreign aid to countries that

YOUI weEl EPOUCWUT T w4O6PUI Ew20EUI UWEOQwWUT T waODUI Ew- EC
OO0l AawWEGEWUT T Owl0T 1T awyYOU! wEl EPOUVWUVUWEUWUT T w21 EVUDI
them vote againstul Owb 1 7 OOWUEY]I WwWEwWOOUS »

In this study, we shed light on the general patterns behind such remarks by means of the

following data and method.

1.4 Data and Method
1.4.1 A New Dataset on UNSC Voting Behavior

The previous literature on vote buying in the UNSC primarily built on a binary variable

indicating UNSC membership for a given country i in a year t (Kuziemko and Werker 2006;

Dreher, Sturm, and Vreeland 2009a, b) Testing our theory however requires data on how

countries votedduring their time as temporary members. . Ol wOi wUTl PUwx Ex1 Uz UWEOOU

literature is to introduce new data that allow such tests.

#3717 wi UOOWXxEUUET T woOi wOT 1 wUUEUT 01 OUwWUT EEUO w? %OUWEOOWOI wlOi 1 UT w
at the Security Council or they vote against us potentially at the [General] Assembly. They t ake hundreds of millions

Ol WEOOOEUUWEOGEW! YI OWEDPOOPOOUWOI WEOOOEUUWEOSEwWUT T Owli 1T awyYOU!l wE
ETEPOUOwWUUOWPLI 7z 00 wU Bips:/twbvatiegudrdian @dmiug héns/EDarFdEcl20/dbralditrump -threat-
cut-aid-un-jerusalem-vote (last accessed: 28 April 2018).
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We have collected data on voting behavior in the United Nations Security Council from various
sources. Voting behavior on successful resolutions is available from the United Nations
Bibliographic Information System (UNBISNET). 42 We added information on vetoed resolutions
from the official United Nations veto list (UN document A/58/47, Annex lll, for the 1946 -2004
period), from archival research in the UN Library in Geneva, and from the online archive of the
Dag Hammarskjold Library. 43 Most difficult to obtain are data on failed majorities. We include
voting behavior on these failed majorities obtained from our archiv al research in the UN library
and from searching for keywords in UNSC meeting minutes. 4

Overall, we obtained data on the votes of all UNSC members in 2,524 decisions (2,259 resolutions,
230 vetoes, and 35 failed majorities) over the seven decades of the ¥8-2015 period* This
translates into 36,460 individual votes. We also record the title of the proposed resolution, its
number (if it passed), and the date of the decision. In addition, we collected and coded additional
resolution -specific informationto EEUT T OUPA&AT wUIT T wx UOxOUI EwUT UOOUUDPOO
its political importance. We describe these data in more detail in Appendix 1.A .

First, we use these data to calculate a memberyear specific count of how often member countries
voted against the United States in the UNSC in a given year. Figure 1.1 shows a histogram ofthe
distribution of this count variable. As in the UNSC (in contrast to the UNGA) the vast majority of
resolutions are unanimously adopted, this variable is positively skewed and often equals zero.
In light of this distribution, we code two variables “YO0 "Yé dand YO "Y6 £ ¢ dhétdindlicate
whether or not a specific recipient country that served on the UNSC has voted in line with the
United States on all votes in a year# Given the large number of unanimous decisions, one
disagreement per year indicates a notable deviation in articulated preferences over foreign policy.

Furthermore, Mikulaschek (2017a) shows that domestic audiences value unanimity in the

42 Seehttp ://unbisnet.un.org/ (last accessedVay 3, 2018).

43 The archive of the Dag Hammarskjéld library is available online: http://research.un.org/en/docs/sc/quick/ (last
accessed May 3, 2018). We also identified one veto that was cast in aegret vote via searching for keywords in UNSC
meeting minutes.

44 Unfortunately, we cannot guarantee that the data on failed majorities are complete.

45|n our dataset the indicator for temporary UNSC membership is coded one for 620 observations. This reflects the fact
that the UNSC had six temporary members between 1946 and 1965 and ten such members between 1966 and 2015.
46 For temporary members, the mean of Y0 "Y§ cisx 42 (the standard deviation is 2.19). Of 620 membetyear
observations this variable equals one in 321 cases.
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UNSC,#” so that the United States is likely to have an interest in temporary members always
agreeing. Thus, we expect this binary variable of voting alignment to capture much of the

variation in voting behavior that we are interested in.

Figure 1.1¢ Voting against the United States in the UNSC
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Notes: The figure shows the histogram of the number of votes per temporary -UNSC-member-
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To exploit more information compared to what is contained in this binary indicator, in alternative

regressions we additionally code continuous measures of country-specific UNSC voting
alignment variables, following the literature on voting behavio r in the UNGA. We calculate the
number of votes in which a member disagrees with the United States relative to the total number

of votes that were cast in a given year (Y1 Q0 "Q)‘Qa thedconstruction of this variable we

follow the approa ch proposed by Kegley and Hook (1991)for measuring voting alignment in the

4, DPOUOEUET I Owpl YhuAo wl k Awi POEVwWUT EQw?UT 1 wUOEODPOOUUwWI OEOGUUI 01 6
Council increases popular support for the use of force by six to ten percentage points, in comparison to the COUOE B Oz U w
ExxUOYEOwWOI wOT | wUEOI wWEEUDPOOWET UxDUI wEBDUUI 6062
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UN General Assembly and discard abstentions or absences* We exclude unanimous votes when
we construct the share of votes against the United States. A the UNSC often decides
unanimously, this ensures that we exclude decisions on relatively uncontroversial matters and
thereby significantly reduce the noise in this measure of voting alignment. When running
regressions with this variable, we include a binary variable indicating UNSC membership
(Y0 "Y$ and its interaction with the share of votes against the United States (Y0 "Y&

YT Q0 "QO)®e i O
1.4.2 Empirical Model and Additional Data

Armed with these key explanatory variables, we turn to the first set of regressions we estimate .

They are at the recipient-year-level and take the following form:

O T YOYEOAAYOYEE EOWMIODOIND T DENOANO QEE

Fadl T ol o0bro -, (1)

G 1 YOS T YO YE Y Q6 QO E 1000 N6 T G ER6aMmo EE
P odl T Roi 6000t -, )

In these regressions, we consider two different outcome variables, o , that are both aid amounts
to recipient country i in year t: US bilateral aid on the one hand, and multilateral IMF loa ns, on
the other.s0

We build our regressions on those in Vreeland and Dreher (2014). IMF loans are thereforelogged

commitments in millions O WEUUUI OUw2#1wmp2x] EDPEOw#UEPDORwWLIDIT O

48 Qur results are robust to employing the approach proposed by Wittkopf (1973) who includes abstentions and

absences and codes agreements for both countries abstaining and both being absent.

49 In our full dataset the indicator for temporary UNSC membership is coded 1 for 620 observations. This reflects the

fact that the UNSC had six temporary members between 1946 and 1965 and ten such members between 1966 and 2015.

50 To make the sample of the two sets of regressions with the two different outcome variables comparable we restrict

the sample to countries that according to the OECD are eligible to receive Official Development Assistance (ODA) in

year t. As the OECD does not provide the list of ODA eligible countries for the early years of our sample, we follow

the OECD definition and denote acountry iinyear tEUw. # wi OP1T PEOI whi wb Uintomd&tuéskbldw? 1 REI | E
I OUwOT Ul 1T WEOOUI EVUUDYIT wal EUU? WEEEOUEDOT wOOwWUT 1T we OUOEwW! EOOz UWE
nor of the G8 (OECD 2018a)

51We add one before we take the natural logarithm to avoid losing zero observations. Note that our regressions include

fixed effects for years, which capture changes in the owerall level of prices (inflation). We therefore prefer to not deflate

the original IMF data or convert them to USD.
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IMF loan commitments are better suited to test the influence of major donors on IMF loans
compared to disbursements, as disbursements are typically made in equal tranches and mainly
El xI OEwOOWEOUUOPI UUZWEOOXxOPEOGET wkPhUT w(, wEOOEDPUE

important to receive loans in spite of non-compliance, compliance is likely endogenous and can

on their political willingness to implement IMF -mandated policy reforms. The loan size the IMF
commits to, however, is determined before the program starts. It is here that we expect US
influence to be most visible.52In our largest sample, the data cover the years 1960 to 2015. During
this period, 143 different countries participated in IMF programs. In thes e countries, a total of
2,536 out of 7,352 possible countryyear observations ¢ and thus roughly a third of the years in
these countriest are under an IMF program. For observations with an active loan program, the
mean IMF loan size in our sample is 422million SDR (roughly 600 million USD in 2015).

When turning to regressions of US bilateral aid, we again follow Vreeland and Dreher (2014), and
measure US aid as logged disbursements (in constant 2015 million USD) rather than
commitments.s? Unlike loans from the IMF, disbursements of US aid follow no clear pattern
relative to commitments, do typically not depend on compliance with specific ex post policy
conditions, and are often substantially delayed, so that we assume favoritism to shorten these
delays and thus to materialize at the disbursement rather than the commitment level. As Carter
and Stone (2015) show, the US executive branch makes use of its discretion to deviate from
previously committed aid levels to use aid for political purposes. Net US aid disbursement data
come from the OECD and cover the 196602015 period. In this period, a total of 150 countries have
received ODA from the United States. Of these countries, the average country has received a total
of 4.6 hllion USD (in constant 2015 dollars) over the entire period.

We test robustness to using various alternative measures, including binary indicators for IMF

programs, IMF purchases, and US aid commitments.

52 The IMF usually does not disburse more than what was originally agreed upon, so political pressure is likely to be
exerted when the loan size is decided. Additional regressions show that our results hold when we substitute the IMF
loan variable with a binary variable indicating the start of an IMF program. This supports the expectation that political
interests are exerted at the design stag of a program.

53 Again, we add one before taking the natural logarithm to avoid losing zero observations.
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We include a number of important control variables. Previous research has argued that the timing

Of wigl POT wil O1 EVUI EwOOwWUT T w4-2" wubUw?O0OUVUWUEOGEOOwWCZEUU
Il EOOOODPE w EI YBuéh® deOMeSquita tand Smith 2010, 72) In their analysis of the

determinants of election to the UNSC, Dreher et al. (2014)i D O E w U T -takihgy i3 likelyJad

I ROT 1T OOUUWUOUUET wOi wYEUPEUDOO? wbi DO1 wOOUDLOT wlUT EVw
DOx OUUEOGET wOi wEOOULUOOODOT wi OUwx Ox UOE te@@adEh® E wb OE O
natural logarithm of 0 £ R & & (OsiZ&and per capita GDP (000 1) @) as control variables to all

regressions>

Dreher et al. (2014) and Vreeland and Dreher (2014) also find the involvement in warfare to

reduce the likelihood of being elected to the UNSC. We therefore also add a countryyear specific

W W1 indicator. 55 Furthermore, as previous participation in IMF programs is one of the strongest

predictors of receiving IMF loans (Sturm, Berger, and de Haan 2005Dreher, Sturm, and Vreeland

2009b;Moser and Sturm 2011)and increases the precision of the estimation without reducing the

size of our sample, we add a variable indicating previous IMF participation in the regressions

focusing on IMF loans (f) @i 0 "@W®include country fixed effects [ and year fixed effectst in

all regressions to rule out that time -invariant country characteristics and global trends that affect

all countries equally drive the results. Estimation is by ordinary least squares (OLS);- represents

the error term. s

Both sets of models arguably allow us to make the identifying assumption that temporary UNSC

membership is conditionally exogenous. The coefficients on the membership indicator Y0 "Y6

will thus not be biased by endogeneity. As regards the possibility to interpret our results as causal

there are nevertheless two important caveats.

First, while membership itself can be considered exogenous, UNSC voting behavior cannot. It is

likely to be correlated with potential determinants of receiving aid (like a co UOUUaz Uwl 1 Ol Ul

political orientation, its economic conditions, etc.). Therefore, our estimates do not allow to infer

5% We lag GDPpc by one year to avoid that any economic effects resulting from UNSC membership introduce
endogeneity bias (Bueno de Mesquita and Smith 2010; Dreher, Eichenauer, and Gehring 2016)

5 The variable is set to one for country-years with more than 1000 battle-related deaths. Removing the variable does
not affect the results.

56 Appendix 1.B reports descriptive statistics of all variables. Appendix 1.C contains sources and definitions.
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whether the links between voting behavior and aid allocation are also causal. What we can test,
however, is whether or not any causal effect of UNSC membership on aid allocation is driven by
EOUOUUDPI UwUT EQwi RT PEDPUWEWET UUEDOWODOEwWOI wyoOUDOT wE
buy, some might vote with the United States in any case for reasons we do not capture in our
models. Es®ntially, the UNSC voting variable is an interaction between membership and voting
because it is not observed for nonmembers. It thus indicates whether the causal effect of UNSC
membership differs for countries with different kinds of voting behavior (and  potentially
unobserved variables correlated with it).

The second caveat concerns therder of events. We do not observe the exact order of votes and
commitments or disbursements of aid, and thus cannot test whether decisions at the level of the
UNSC precede decisions at the level of the IMF and the donor government. Even if we find that
IMF loans or aid disbursements precede a change in UNSC membership and voting behavior we
could not know whether the loan is paid as a reward or rather as a bribe. Even if the loan precedes
the vote, it could well be paid in anticipation of a positive vote rather than a bribe. For testing our
argument, we are interested in whether bilateral and multilateral aid allocation is influenced by
geopolitical considerations. Whether aid is used to change the voting behavior of countries in the
UNSC or countries are rewarded for their voting behavior is of secondary importance.

To test our core hypothesis, we modify the above model:

@ 1 YO YOS A aYD YO (xA £ QA NEYD YO E £ 0BG YO E £ B DA

0i £ ®QAENDD ¢ ®QA VBB 6 YYD T - . (3)

This model differs from our baseline model (1) in that we introduce a proxy for each recipient
EOUOUUVUaAazUwxOOPUPEEOw x U ORDIOHD B ai®hérowd) ihtéraat Avnbodrl Ew 2 UE U
indicators Y0 "Y6 ¢emdrY) "YO & ¢ OMea@alled | £ o "QéBMoving average of the share of

votes that a country casts in line with the United States in the UNGA over the period from t-5to

t-2. We do not include the years of UNSC membership (t and, potentially, t-1), so that potential
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changes in UNGA voting behavior that may result from UNSC membership do not bias the

estimates®’

We use this measure because voting positions in the UNGA have clear relevance for whether or

not a country is perceived as an ally of the United States. According to the US Department of State

(19850 wi REOPODPOT wa- wYOU]I UwOEOT UwbPbUwx OUUPEOT w? UOWOEOI
are harmonious with our own, whose policies are consistently opposed to ours, and whose

x UEEUDPEI Uwi EOOwWDOWEIT UPI 1 062w wUI x OU U upi BRI U Uud g BX
behavior at the United Nations is always relevant to its bilateral relationship with the United

States, a point the Secretary of State regularly makes in letters of instruction to new U.S.

E OE E U U HESDépartmant of State 2000)

In the regressions of US bilateral aid our theory predicts a positive coefficient for the interaction

of Y Y6 dadid i ¢ @ "Qdt ‘Bauniries that are close to the United States should be rewarded

with more bilateral aid when they vote in line with the United Statesin the UNSC. Conversely,

we expect a negative coefficient for the same interaction in the regressions of IMF loans. This

reflects our expectation that the US will buy or reward the Security Council votes of countries

that are politically distant to the United States by means of IMF loans. Finally, we do not expect

temporary members that vote against the United States in the UNSC to receive more aid or loans

than non-members.

1.5 Results
1.5.1 UNSC Voting and Aid Allocation

Table 1.1 sets the stage. Columns 1 to 6 investigate determinants of US aid, columns 7 to 1&port
the results of the analogous regressions ofIMF loans. Across all regressions, richer countries
receive less aid and smaller loans, at the one percent level of significance. At the ten percent level,

larger countries receive more aid from the United States (while population size is not associated

57 We prefer voting coincidence ¢ which measures actual voting behavior on the specific topics up for voting in each

Strezhnev, and Voeten 2017)Our results are however robust to using either of them.

44



with the size of IMF loans). The coefficient of War is insignificant; and countries that had IMF
programs in the past on average tend to receive significantly larger IMF loans in the present.
Turning to our variables of interest, we start with including a binary indicator for temporary
membership in the UNSC ("Y0 "Y§, along with our control variables, country -, and year fixed
effects. While US aid (column 1) increases with UNSC membership (significant at the 10 percent
level), IMF loans (column 7) do not.s8

Column 2 shows results for equation 2 above. The regression includes both the UNSC
membership indicator and our first measure of UNSC voting similarity ("Y1 Q0 "Qa)QAsi o
voting behavior is only observed for members, voting similarity is implicitly an interaction with
the UNSC variable. Accordingly, the two variables must be interpreted jointly: The coefficient on
"YU "YGprovides the estimate for the effect of UNSC membership on aid when "Y@i Q0 Q0 Q¢ i 0
equals zero. The coefficient on "Y1 Q0 "Qc theniesiimates the extent to which voting against
the US changesthe size of the UNSC effect. The results show that both UNSC membership and
its interaction with the share of votes a country castsagainst the United States are statistically
significant at the one percent level. Figure 1.2illustrates the marginal effect of UNSC membership
on US aid along the range of "Y1 Q0 "Q."®@& icah be seen, the positive effect of UNSC
membership on aid is positive for members that regularly vote in line with the United States and
turns insignificant (at the 10 percent level) for members that vote against them in more than 20
percent of controversial UNSC decisions. The marginal effect is negative for countries that vote
against the United States in at least forty percent of the votes. A significantly negative effect is
visible for the very small set of observations for which we record a share of voting against the
United States in controversial decisions that is larger than 80 percent.

Column 8 reports the analogous regression for IMF loans. Neither the coefficient of UNSC
membership nor its interaction with the vote share are statistically significant. Figure 1.3 shows

that the marginal effect of UNSC membership on the size of IMF loans decreases with the share

58 Note that the latter result does not contradict previous research. Dreher et al. (2009b)find that temporary membership
in the UNSC affects the probability to be under an IMF program, but not the amount of loan commitments. We turn to
IMF programs below.
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Figure 1.2t Effect of UNSC Membership on US aid for Varying UNSC voting
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Notes: The figure shows the marginal effect of UNSC membership on US aid for different levels of political proximity,
based on the regression in Table 12, column 1, in concert with the 90 percent confidence interval. The histogram shows
the distribution of political proximity to the United States.

Figure 1.3t Effect of UNSC Membership on IMF loans for Varying UNSC voting

Effect of UNSC membership on IMF loans

T T
0 2 4 .6 .8 1
Share of votes against US

Notes: The figure shows the marginal effect of UNSC membership on IMF loans for different levels of political
proximity, based on the regression in Table 1.2, column 5, in concert with the 90 percent confidence interval. The
histogram shows the distribution of political proximity to  the United States.
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a country votes against the United States in the UNSC; it is however not significant at

conventional levels. Columns 3-6 and 9-12 turn to our binary measures for voting with the United

Statest Y0 "Y6 caidiY0O Y6 & & ¢eduation 1 above). Columns 3 and 9 focus on all votes, while

the remaining columns report regressions for which we differentiate between votes according to

their importance. We define importance in three different ways. First, we code the number of

Google hitsUT EUwW Exx1T EUwPT 1T Ow Ul EUET POT wi OUw?240PU0I Ew - EC
ZOUODEI U¢ tonylddarahlehgines® We consider a resolution to be important if its number

of Googlehits is above the median of all resolutions of a given year. In addition, all votes that did

not produce a resolution because of a veto or a failure to reach the required majority are also

coded asimportant.

Our second definition of importance includes votes on topics related to Israel exclusively.5°

Resolutions related to Israel stand out as the single most important topic in the UNSC. 140 out of

the 2524 resolutions included in our sample refer to this key US ally. Resolutions against Israel

are particularly vigorously debated, typically with large majorities voting against the United

States (as in theaforementioned example regarding # OOE OE w3 UUOx z UwUI EOT OPUDOO
UT 1 wE OUO U Bhe UsugbvErrnizht BEnG public clearly care about these votes(Becker et al.

2014; Hillman and Potrafke 2015)

Our third definition of importance follows Kuziemko and Werker (2006), who argue that UNSC

membership is more valuable in years in which the institution is of major geopo litical importance.

They proxy importance with the number of New York Times (NYT) articles that include the
POUEUwW?40DbUI Ew- EUPOOU? wEOEwW?21 EVUUDUaw" OUOEDO? wEODE

of importance. We do the same for our sample period based on the NYT online archive.®!

59 We do this for all resolutions from 1 to 2259 and enter the search term in quotes, thereby ensuring that the words
appear in this exact order on the webpages thatGoogldists. For this we use the Google Custom Search Engieed run it
via a program written in Python. See Appendix 1.A for details.

60 To determine which resolutions concern Israel, we code the title of each resolution and search for the keywords
?2(UUEI 00> w?/ EOT UUDPOI O2w?) 1 UUUEOI 6002 wEOEW? &OOEDO8» w211 w xx1 OEDI
variables indicating resolutions that concern Lebanon, Cyprus, humanitarian issues, tribunals, sanctions, the admission
of new members, and those that extend an existing resolution. This set of variables could easily be expanded.

61 Contrary to Kuziemko and Werker (2006), who d o not differentiate between members with different kinds of voting
behavior, we only use two instead of three categories of importance to reduce the number of categories when the voting
variables are added to the regressions, but the results are qualitatively similar when three categories are used. Our
cutoff value that defines the two categories is the median.
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Table 1.3 UNSC Voting and Ad, OLS, 19662015

USA USA USA USA USA USA IMF IMF IMF IMF IMF IMF
1) @ @) 4) ©) (6) ™ (8) 9) (10) (11) (12)
UNSC member 0.169* 0.315*+* 0.063 0.175
[0.097] [0.113] [0.123] [0.150]
UNSC member -0.685*** -0.481
* Share of votes against US [0.207] [0.418]
UNSC, voted all with US 0.350**  0.324**  0.607*** 0.403** 0.382* 0.099
[0.115] [0.113] [0.190] [0.169] [0.171] [0.178]
UNSC, voted not all with US 0.009 0.030 0.008 -0.229 -0.214 -0.168
[0.137] [0.135] [0.131] [0.171] [0.169] [0.228]
UNSC, voted all with US, 0.480%*** 0.576**
important years (NYT) [0.128] [0.242]
UNSC, voted all with US, 0.143 0.096
unimportant years (NYT) [0.205] [0.317]
UNSC, voted not all with US, 0.253 -0.281
important years (NYT) [0.206] [0.263]
UNSC, voted not all with US, -0.125 -0.202
unimportant years (NYT) [0.161] [0.201]
GDP/capita (In, t-1) -0.95%** -0.96*** -0.95%* -0.95%** -1.11%*%  -0.952%* | -0.34%** -0.35%** -0.34%* -0.34%* -0.42%* -0.34%**
[0.280] [0.278] [0.280] [0.280] [0.309] [0.279] [0.127] [0.128] [0.127] [0.127] [0.147] [0.127]
Population (In, t-1) 1.264* 1.217* 1.254* 1.256* 1.287* 1.253* -0.002 -0.014 -0.018 -0.016 0.010 -0.023
[0.671] [0.661] [0.670] [0.670] [0.717] [0.670] [0.394] [0.395] [0.395] [0.395] [0.453] [0.394]
War 0.022 0.039 0.021 0.021 -0.136 0.020 -0.311 -0.311 -0.313 -0.313 -0.403* -0.316
[0.249] [0.243] [0.249] [0.249] [0.266] [0.249] [0.206] [0.206] [0.206] [0.206] [0.209] [0.205]
Past IMF program 1.525%** 1.532%** 1.516%*** 1.517%* 1.507*** 1.517%**
[0.159] [0.160] [0.159] [0.159] [0.167] [0.159]
p-value
) ) 0.036 0.059 0.008 0.316 0.008 0.012 0.331 0.008
(all with vs. not all with)
R-squared 0.136 0.137 0.137 0.137 0.124 0.138 0.124 0.123 0.125 0.125 0.144 0.126
Observations 6142 6066 6142 6142 4222 6142 5826 5757 5826 5826 4051 5826

Notes: OLS regressions with country- and year fixed effects. Standard errors clustered at the country-level in brackets. Significance levels * p < 0.1; ** p < 0.05; *** p < 0.01
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The results of Table 11 paint a clear picture. Countries voting exclusively in line with the United
States in the UNSC receive more aid and larger IMF loansthan non-members. Specifically, US
aid increases byapproximately 42percent (e>35°¢ 1° 0.42)for members that voted with the United
States on all votes (at the one percent level of significance), but not for members that did defect
at least once (column 3).Investigating the difference between the two coefficients shows that
members that always vote in line with the United States receive more aid than members that do
not, at the five percent level of statistical significance.

The coefficient of voting exclusively with the United States for the def inition of importance based
on Google hits (column 4) is similar in magnitude, with the coefficient indicating that voting
exclusively with the United States increases aid by 38percent. As expected, the effect on US aid
is starkest when it comes to votes on Israel (column 5). Voting exclusively in line wi th the United
States increases aid by more than83 percent, at the one percent level of significance. The New
York Times-based definition of importance shows that voting exclusively in line with the United
States increases aid by62 percent, while there is no significant increase in unimportant years or
for countries that do not always vote in line with the United States (column 6).

Results for IMF loans are similar, both in terms of statistical significance and magnitude.
Countries voting always in line with the United States on all votes receive an increase in IMF
loans by 50 percent, at the five percent level of significance (column 9). The corresponding
increases are46 percent for voting on important votes according to the Googl e-based definition
(column 10), and almost 78 percent according to the definition based on the New York Times
(column 12). Only the coefficient for resolutions on Israel fails to be significant at conventional
levels (column 11). Overall, our results clearly show that membership on the UNSC is associated
with more aid from the United States and larger loans from the IMF ¢ but only for countries that

permanently vote with the United States.

1.5.2 Main Results

Table 1.2 turns to our core regressions gquation 3 above). Columns 1 4 investigate US bilateral
aid; column 5% 8 focus on IMF loans. Before introducing the measures of UNSC voting behavior,

we interact Proximity with the simple UNSC membership indicator.
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Table 1.2 UNSC Voting and Aid to Friend and Ehemies, OLS, 1962015

) &) 3 4) 5) (6) (M €)
USA USA USA USA IMF IMF IMF IMF
UNSC -0.404** 0.314
[0.196] [0.247]
UNSC * Political proximity to US 2.010%+* -1.107
[0.710] [0.733]
UNSC, voted all with US -0.373 -0.398 -0.511 0.897*  0.872** 0.911*
[0.256]  [0.258]  [0.359] [0.364] [0.361]  [0.469]
UNSC, voted all with US * Political proximity to US 1.959*  1.953**  2.426** -1.541*  -1.543* -2.361*
[0.928] [0.931]  [1.039] [0.879] [0.881]  [1.131]
UNSC, voted not all with US -0.436 -0.441 -0.321 0.089 0.085 -0.574
[0.323] [0.321] [0.314] [0.300] [0.299] [0.472]
UNSC, voted not all with US * Political proximity to US 2.098 2.221* 2.213* -1.740  -1.653 1.953
[1.300] [1.266]  [1.276] [1.225] [1.220]  [1.826]
Political proximity to US 3.172%* 3.172** 3.176*** 2.918** 0.027 -0.017 -0.016 0.221
[1.024] [1.029] [1.029] [1.091] [0.526] [0.531] [0.531] [0.570]
Votes all all important Israel all all important Israel
Observations 5113 5113 5113 3344 4982 4982 4982 3341
R-squared 0.176 0.176 0.176 0.157 0.113 0.116 0.116 0.132

Notes: OLS regressions with country- and year fixed effects. Includes GDP per capita, Population, and War. IMF regressions also include

Past IMF program. Standard errors clustered at the country-level in brackets. Significance levels * p < 0.1; ** p < 0.05; *** p < 0.01
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For US aid we find a positive and statistically significant coefficient on the interaction (column 1).
Jointly interpreted wi th its constituent terms it suggests that only UNSC members that are
politically close to the United Statesbenefit from more US aid. The marginal effect of UNSC
membership on US aid is positive only for countries that vote with the United States in the UNGA
in more than 20 percent of the votes. When it comes to IMF loans (column 5), the coefficient is
negative, as expected, but fails to be significant at the ten percent level p-value= 0.133).

The remaining columns of Table 1.2 again separate UNSC membes that exclusively voted with
the United Statesfrom those that did not and test out core hypotheses. The results paint a clear
picture that is in line with these hypotheses Column 2 shows that countries that are politically
close to the United States andvote exclusively in line with it in the UNSC receive more aid. This
result holds when we focus on important votes in column 3 (Google definition) and column 4
(Israel definition). 62 The results of these regressions are best illustrated graphically. PanelsA and
B of Figure 1.4 visualize the result for the specification including all votes, in concert with the 90
percent confidence interval (column 2). The plots show that UNSC members that always vote in
line with the United States receive more US aid when political proximity to the United States is
high. Countries that are politically more distant to the United States do not receive more US aid
when they serve on the UNSC and always vote in line. Panel B shows a similar picture for UNSC
members that do not always vote in line with the United States. While the confidence interval is
wider, it seems that sufficiently close friends of the United States can benefit from US aid also
when they vote against the United States in the UNSC at least once.

Columns 5-8 replicate the analysis for IMF loans. In line with our theory, we find the opposite
pattern as compared to bilateral aid. The effect of receiving larger IMF loans when serving on the
UNSC and consistently voting with the United States increaseswith political distance to the
United States. Panel A of Figure 1.5 visualizes these results for all votes (column 6). Only countries
that are politically distant to the United States receive larger IMF loans when they serve on the
UNSC and t in spite of their political distance ¢ consistently vote with the United States. Countries

that do not always vote with the United States do not receive lager IMF loans. On the contrary,

62 \We do not include the New York Times -based definition of importance which would result in a triple interaction
with eight interaction coefficients to estimate and would thus be difficult to interpret.
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Figure 1.4+ Effect of UNSC Membership on US Aid for Varying Political Proximity

Panel A — Outcome: US aid
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Notes: The figure shows the marginal effect of UNSC membership on US aid for different levels of political proximity,
based on the regression in Table 1.2, column 2, in concert with the 90 percent confidence interval. Panel A focuses on
the marginal effect of UNSC membership for countries that always voted with the United States in a year; panel B
shows those for countries that voted against the United States at least once. The histogram shows the distribution of
political proximity to the United States.
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Figure 1.5t Effect of UNSC Membership on IMF Loans for Varying Political Proximity

Panel A — Outcome: IMF loan size
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Notes: The figure shows the marginal effect of UNSC membership on IMF loans for different levels of political
proximity, based on the regression in Table 1.2, column 6, in concert with the 90 percent confidence interval. Panel A
focuses on the marginal effect of UNSC membership for countries that always voted with the United States in a year,
panel B shows those for countries that voted against the United States at leat once. The histogram shows the
distribution of political proximity to the United States.
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B of Figure 1.5).

We consider these results as strongevidence for the hypothesis that the channel used for buying

UNSC votes depends on the donddz Uwx OOPUDPEEOQwx UORDOD hashort) deuUT 1 ws U
United States uses bilateral aid to buy or reward the votes of its friends and multilateral aid when

it comes to its enemies. Friends can be paid off openly, as reputational costs for giving aid to allied

countries are low. For enemies, however, reputational costs will be high. For these countries the

IMF is used for obfuscation and laundering irty work .z

1.5.3 Extensions and RobustnessTests

We extend the analysis in a number of ways. First, previous results have shown that temporary
membership in the UNSC increases the probability to be under an IMF program, but not the size
of IMF loan commitments. Our regressions offer an explanation for this puzzle. Given that some
temporary members of the UNSC vote against the United States, averayje commitments for
members do not necessarily increase. The frequently cited example of Yemen introduced above
comes to mind. Yemen was a temporary member in 1990 and failed to support the UNSC
resolution that authorized the use of force in Iraq in 1990 (Baker 1995). Though being a member
of the UNSC, Yemen received less rather than more aid from the United Statesand the IMF. With
our new data on voting in the UNSC, we find results for commitments that previous work was
unable to detect (Dreher, Sturm, and Vreeland 2009b) Still, we think it is interesting to replicate
the analysis focusing on IMF programsrather than loan size. These additional regressions also
allow interesting insights as to whether countries with existing IMF programs receive larger loans
when voting with the United States in the UNSC (intensive margin) or whether countries receive
additional programs (extensive margin).

More importantly, we investigate commitments and disbursements in more detail. Remember
that the above regressions focus on S aid disbursementsand on IMF commitments, in line with
previous work (Carter and Stone 2015; Vreeland and Dreher 2014)n this section we test whether

and to what extent our theory holds for commitments of USaid EQOE w( , %w? x UUET EUI U? w
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amount of the loan that the program countries draws on) . For completeness, we also investigate
whether the results discussed for US aid above are driven by the intensive or extensive margin.
Third, we investigate the allocation of World Bank aid. While this paper has focused on the IMF,
the United States has substantial power over the World Bank as well (e.g., Kilby 2013b), so that
our theory should hold for the Bank. The dependent variable for this regression is the World

l EOOzZ UWEOOODPUOI OUuibiyeart# wUOWEOUOUUA w

Fourth, we show regressions that focus on international organizations where the United States
cannot plausibly be expected to exert dominant influence on loan allocation. We investigate the
effect of voting in line with the United States on aid from the Asian Development Bank, the
European Bank for Reconstruction and Development, and the Islamic Development Bank. While
political influences in these organizations are certainly important (Ben-Artzi 2005; Hernandez
and Vadlamannati 2017; Lim and Vreeland 2013), and the United States has some influence in the
Asian Development Bank (Lim and Vreeland 2013), and usually nominates the vice-president of
the European Bank for Reconstruction and Development (Babb 2009) this influence is arguably
not large enough to influence the allocation of their loans in line with our theory. These
regressions thus offer an important placebo test. Given that the United Statesis unlikely to have
insufficient influence over the lending patterns of these organizations, significant interactions
with voting in line with the United States would cast doubt on our interpretation of results.

Finally, we extend the analysis beyond the United States. In principle, our theory applies to all
donors, to the extent that they are able to sufficiently influence IMF lending. Of the other
permanent UNSC members, the United Kingdom and France are often considered to be
influential IMF shareholders (Copelovitch 2010a).63 As previous researchhas focusedon UNSC
membershiprather than UNSC voting it was thus unable to investigate which country is
responsible for the link between temporary UNSC membership and increasing access to% U O E z U w
lending. Our data allow such test. We therefore show results for IMF loans, when we focus on
Ul Ox OUE Ua wotingbeHawbUrelative to the other four permanent UNSC members. As

far as voting relative to Russia and China is concerned we consider these regressions as placebo

63 While in principle we could also analyze voting behavior relative to temporaryUNSC members that have some
influence on the IMF (e.g., Germany and Japan), this would substantially reduce the sample.
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Table 1.3 Extensions and Tests for Robustness

1) @ @) 4) ®) (6) @) 8) 9) (10
UNSC, voted all with US 1.032%** 0.557 -0.366 -0.721 -0.160 -0.048 0.574* -0.029 0.051 0.001
[0.372] [0.456] [0.372] [0.598] [0.170] [0.167] [0.278] [0.202] [0.177] [0.163]
UNSC, voted all with US * Political -2.739** -0.313 1.653 2.296 0.923 -0.145 -2.225** 0.185 -0.092 -0.021
proximity to US [1.179] [1.169] [1.635] [2.039] [0.600] [0.733] [0.984] [0.539] [0.470] [0.335]
UNSC, voted not all with US 0.383 -0.073 0.015 -0.683 -0.359 -0.405 -0.077 0.050 0.026 0.109
[0.485] [0.593] [0.313] [0.603] [0.234] [0.248] [0.265] [0.134] [0.034] [0.144]
UNSC, voted not all with US * -0.143 -2.948 -0.719 3.209 1.373 1.482 0.768 -0.388 0.145 -0.472
Political proximity to US [2.053] [2.402] [1.299] [2.707] [0.937] [1.050] [1.196] [0.625] [0.363] [0.571]
Political proximity to US 1.510* -0.412 0.821 5.727*** 1.496** 3.137*** 2.178* 0.779 1.185** 0.811**
[0.896] [0.859] [0.605] [0.942] [0.684] [1.157] [0.839] [0.665] [0.560] [0.380]
Country FE, Year FE, Controls Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Observations 4295 1993 4795 3493 3993 4926 4926 5113 4926 5113
R-squared 0.135 0.088 0.230 0.163 0.074 0.082 0.049 0.194
Dependent Variable IMF IMF IMF USs aid UsS aid US aid World AsDB EBRD IsDB
program loan size purchases indicator disburs. commit. Bank aid aid loans aid
Sample IMF prog. UsS aid
full ) full full . full full full full full
active recipient

Notes: OLS regressions with country- and year fixed effects. Conditional logistic regressions (conditioned on country fixed effects) if the outcome variable is binary (columns 1 and 4).
Includes GDP per capita, Population, and War. IMF regressions also include Past IMF program. Standard errors clustered atthe country-level in brackets. Significance levels * p < 0.1; **
p <0.05; **p < 0.01
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tests, as Russia and China do not have sufficient influence in the IMF to influence its lending

patterns. We should thus not see the same pattern as for the United States.

Tables 1.3 shows the results of the first set of additional regressions. As can beseen, our results

hold for the presence of an IMF program, but neither for IMF purchases nor IMF commitments

for programs that already exist.% UNSC voting thus seems to affect the extensive but not the

intensive margin. As we argued above, we expect US influence to be more visible in IMF

commitments compared to disbursements, given that disbursements of IMF loans are typically

OEEI wbOwi GUEOWUUEOET I UWEOEWOEDPOOa wWE] xI OEWOOWEOUUOE
is more, unlike for bilateral aid, loan commitments typically determine the maximal size of the

loan, which only in exceptional cases exceeds initial commitments. For the average loan, where

recipients comply with conditions and agreed upon tranches are disbursed absent any US

influence, there might just not be sufficient leeway in IMF decisions for US influence to be

measurable.

Table 1.3 also shows that none of the interactions is significant at conventional levels when we

focus on a binary indicator for US aid recipients, additional commitment s for previous US aid

recipients nor overall US aid commitments. The interaction of voting exclusively with the United

States and political proximity comes closest to statistical significance for loans to preexisting

recipient countries (column 5, p-value = 0.126). In concert with our main results regarding aid
disbursements, UNSC voting seems to affect the intensive margin but not the extensive margin.

As argued above disbursements of US aid, unlike IMF loans, follow no clear pattern relative to

commitments, do typically not depend on compliance with specific ex post policy conditions, are

often substantially delayed, and can easily exceed initial commitments of aid. This is in line with

arguments in Carterand 2 UOO1T wpl Yk Owhk AwbT OQwl RxOPEPUOawWET UDT C
El wbOUI UxUI Ul EWEVUWEDUEUI UDOOEUVUAaAWE]I YPEUDPOOUWEawWUT T |

64 In additional regressions, we find that the results for IMF programs hold if we only consider the start of such
programs. (This alternative indicator variable is set to one only for program starts rather than for the whole period in
which the IMF program is active.) This supports the view that political influence is particularly important when IMF
programs are prepared and decided upon. See also Kilby (2013b) for related evidence linking shorter preparation
periods of World Bank projects to US political inter ests.
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The further results summarized in Table 1.3 show that our results for the IMF hold for the World
Bank. Countries that vote always with the United States in the UNSC receive more World Bank
aid if they voted less than 25 percent of the times with the United States in the UNGA before
entering the UNSC.

The results also show that UNSC voting behavior is not associated with loans from the ADB,
EBRDEOEw( U#! OwUI T EUEOI UU WOl wEwUI EPxPlI OVUwWEOUOUUaz Uw
United States does neither have sufficient influence nor interest in these international
organizations to shape their allocation of loans, this result is in line with expectations.

Table 1.4 investigates the influence of the other permanent UNSC members on IMF loan
allocation. We replicate the baseline specification of equation 1 {oted allvs. voted notall, Table 1.1
column 9) for all permanent UNSC members. Column 1 initially reports the regression results for
the United States for comparison. The results in the subsequent columns show that voting in line
with the United Kingdom, France, China, and Russia in the UNSC is not associatedwith larger
IMF loans. This suggests that the vote buying activities of the United States are behind the link

between temporary UNSC membership and increased access to IMF loans.

Table 1.4 Who @ntrols the IMF?

1) () ®) (4) (5)

j=US j=UK j=France j=China |=Russia
UNSC, voted all with j 0.403** 0.206 0.146 0.054 0.182

[0.169] [0.158] [0.137] [0.115] [0.162]
UNSC, voted not all with | -0.229 -0.260 -0.308 0.112 -0.134

[0.171] [0.179] [0.192] [0.386] [0.193]
Country FE, Year FE, Controls Yes Yes Yes Yes Yes
Observations 5825 5825 5825 5825 5825
R-squared 0.125 0.124 0.124 0.124 0.124

Notes: Dependent variable: IMF loan size (In). OLS regressions. Controls include GDP per capita,
Population, War and Past IMF program. Standard errors clustered at the country -level in brackets.
Significance levels * p < 0.1; ** p < 0.05; * p < 0.01

58



1.6 Conclusion

This paper investigates how major shareholders can exploit international organizations to hide

Uil DBUw xOODPEDI Uw i UOOw EOGOI UUDeE ardtruetbthad iterbatiomp? E D U U a w
organizations can be usedin this way goes back to Vaubel (1986). The theory explains how
OUOUDPOEUI UEOwWwOUT EOPAEUPOOUWEEOQWET wUOUI EwOOwT PET wi
groups when such concessions are unpopular with domestic audiences. However, the theory has

never been confronted with data. When 2 OEUDOOEOw x OOPUPEPEOUW Z06 ¢ w UU:
should be in line with the political interests of their major shareholders. Previous empirical

analyses confirm that IMF and World Bank lending indeed follows the interests of their major

shareholders (Dreher et al. 2009a200%; Vreeland and Dreher 2014).

The recent literature investigating the allocation of bilateral and multilateral aid , however, comes

to the opposite conclusion. It shows that multilateral aid is less political and more effective

compared to bilateral aid (Milner 2006; Schneider and Tobin 2016). The results of these literatures

stand in some contrast to each other and thus offer an intaesting puzzle.

Our theory addresses this puzzle and reconciles the two strands of literature. We argue that major

powers exert influence bilaterally when domestic audiences view the intervention favorably.

When domestic audiences are more skeptical of a recipient, favorsare granted via international

organizations. They will use their power over international organizations selectively, so that the
averageloanisnotEl i 1 EUl EwEa wE OO O U Uz imaddBousnayE Ohe réviousD ET UE Ut
literature indeed investigate d the overallallocation of multilateral aid versus bilateral aid. It is

thus unsurprising that politics turned out as less important in the allocation of multilateral aid.

We are instead not interested in overall aid portfolios, but in whether internation al organizations

can be used in particular cases that are of importance to the donor to pursue their geostrategic

interests, even though they are designed not to, on average.

We test our theory focusing on US aid and IMF loans. Using new data on UNSC voting over the

19601 Yk wx T UPOEQwWOUUWUI UUOUUwWUT OpwUT EVw42w?i UPI OEU-
ODPOI whpPUT wUOT 1T waOPUI Ew2V0EUI UwPOwUOT T wa-2" Owbl BDOI wx(
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loans from the IMF. Multilateral aid is thus highly po litical in important cases where the

preferences of politicians differ from those of their domestic audiences.

Our results have important implications for the nature of multilateral intervent ions. According

to Milner (2006, huhuY A Onary@Ergments desire to use foreign aid for political and economic

purposes that are related to donor interests. Publics, however are more interested in addressing

U7 wOl T EUwOIl wiOT 1T wul EPxDPI OUWEOUOUUDPI UG»>w EEOUEDOIT u
multilateral a id is developmental compared to bilateral aid, so that governments can give more

aid when making use of multilaterals in the presence of skeptic publics. She finds that public

opinion is indeed an important determinant of the choice of how to allocate aid. When the public

dislikes aid, more aid is given multilaterally rather than bilatera lly. According to Milner (2006,

huhuhu A QuliileZadaid thus helps solve a domestic principal -agent problem. Domestic politics

may be a reason that governments chose to Wi wOUOUDPOEUI UEOwWwDHOUI UBEUDOC
certainly agree to the latter, but strongly disagree with the former. According to our argument,

multilateral aid makes domestic principal -agent problems worse (see also chapter 4. Multilateral

aid is given via international organizations when publics dislike aid, not to make it more

EIl YI OOx Ol OUEOOwWEUVUUWUEUT T UwEI EEVUUTI wbUwbUwl EUPT UwlO
Our results also add to the literature on who controls the IMF. According to our results, voting in

line with the United Kingdom, France, China, and Russia in the UNSC is not rewarded with IMF

loans. Of the five permanent UNSC members, only the United States seems to havesufficient

power over, and interest in, exploiting IMF loans to further its political goals.

Furthermore, our results can explain why governments have an interest in founding new

international organizations and make them seem legitimate (see also Rocabert et al.2017)

Schneider and Tobin (2016) argue that governments prefer large numbers of international

organizations so that they can delegate to those organizations with an aid portfolio that most

EOOUI OAawOEUET T UwUT T wl OYT UOOI OUz Uw x latérdl hidJallév& 1 U6 w. U
donors UOWOET UUEEUI wx Ea Ol 00U wU (oters doth@ Wadtidsappdnl EU wUOT T wE C
Our results provoke us to be bold and make predictions about the future development of the

international aid architecture. A May 2018 poll by the i nstitute Infratest Dimap shows that 59

percent of the (German) respondents are in favor of reducing foreign aid to countries that do not
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cooperate sufficiently in taking back refugees t a position that German Minister of Development
Gerd Miller is clearly opposed t0.55 Similarly, substantial shares of the populations in major
countries of the European Union are opposed to a Greek bailout, while leading academics and
politicians see such support asa necessary condition to maintain the Euro and potentially t he
European Union.% We expect this difference in views to make multilateral aid attractive from a
x OODPUDEDE Oz U uran edplain th&irsigiende 6f@Garinadd politicians to keep on involving
the IMF in the Greek bail-out, which large parts of the German electorate are not in favor of (see
a 2010 Poll cited inSchneider and Slantchev 2018, 21

In the same vein, we thus predict that major European donors will react to the recent refugee
crisis by channeling larger shares of foreign aid through the budget of the European Union. The
degrees offreedom that politicians gain from the existence of an international organization also
explain political support for the creation of new organizations, and their resistance towards
abolishing existing ones.%® The recent creation of the Asian Infrastructure Investment Bank and
the New Development Bank are cases in point. We do not expect these organizations to make
Chinese support less political and more developmental, on average, but to allow China to better
obfuscate its political influence. We also expect a European Monetary Fundzto be called in
existence in due course, and additional European organizations in charge of foreign aid and loans
to follow later. The potential benefits of international organizations in pursuing policies that

domestic audiences strongly dislike seem too strong for national governments to resist.

65 See https://www.welt.de/politik/deutschland/article176217850/Migration -Mehrheit -will -unkooperativ en-Staaten

Entwicklungshilfe -kuerzen.html (in German, accessed May 10, 2018).

621 1 wi OUwi REOx Ol WEwW!l Yk w8 OU&OYwWUUUYI aw?&UI T ET 6w&l UOEOU WE OE w%d
b EOI hitasa/yougov.co.uk/news/2015/07/10/germans-and-finns -public -prefer-hard-line-support-/ and a May 29,

2017 article in the Journal of International AffaiU Uw? &1 UOEOaAUw# 001 UUPEw/ OOPUPEUW" OOx OPE|
https://jia.sipa.columbia.edu/online -articles/germanys-domestic-politic s-complicate-greek-debt-crisis (last accessed

May 23, 2018).

67 See also again the May 29, 2017 article in the Journal of International Affairs https://jia.sipa.columbia.edu/online -
articles/germanys-domestic-politics -complicate-greek-debt-crisis (last accessed May 23, 2018).

88 According to Haberler (1974, 1567 B O Utiorial@n&titutions may change their names or lose their function but they

Ol YI UwEDPI zzwpEDPUT EwbOws H20BB) Owl YYt OQOwhil A Adw OUOwUI | w&UEauw
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1.7 Appendices to Chapter 1
1.7.1 Appendix 1.A: Coding of Resolution -specific UNSC Voting D ata

As described in the main text, we initially measure the importance of a vote following Kuziemko

and Werker (2006), who argue that UNSC membership is more valuable in years in which the
POUUDPUUUDPOOWPU WO wOENOUWI 1 Ox OODUDPEEOwWDOXx OUUEOEIT & ws
8OUOwW3 DOl UWEUUPEOTI UwUT EVUwWPOEOUE I lE ui"uldrlOAQEERIW? W EO®EIU
the years into different categories of importance. We code the same variable for our sample

updating it until 2015 based on the New York Times online archive. Unlike Kuziemko and Werker

(2006) we focus on two rather than three catgories of importance, to reduce the number of

categories when the voting variables are added to the regressions Our threshold for important

years is the median number of New York Times articles.

In addition to that, w e propose other ways of identifying relevant votes for measuring voting

alignment in the UNSC. The fact that we use data on the resolution-level allows us to additionally

exploit resolution -specific rather than only year-specific information.

First, we exploit information contained in the reU OOUUDOOZ UwUDPUOI w3 OwUT DU wI
words that frequently appear in resolution titles, using word counting software. This allows

coding variables that indicate the policy area the resolutions address. Table 1.5 shows the 100

most frequent keywords. For this study we only show regressions that restrict the sample of

resolutions to those that concern Israel’® A relatively large number of UNSC decisions focus on

this key US ally (140 out of 2524), and our expectaton is that the United States will consider these

decisions as particularly important.

Second, br all resolutions we code the number of Google hitghat appear when searching for

240PUI Ew- EUPOOU W21 EUUDUa unvia héEGobglaedrdnangn®.(Fig@edl® wZz OUOE

illustrates these data and shows that there is no visible time trend in this variable. We then

69 Qur results are qualitatively similar when we use three categories of importance.

70 To determine which resolutions concern Israel, we code the title of each resolution and search for the keywords
?(UUEI 002 w?/ EOI UUDPOI O2w?) 1 UUUEOI 002 WEOEW? &OOEDG»

7 We do this for all resolutions from 1 to 2259 and enter the search term in quotes, thereby ensuring that the words
appear in this exact order on the webpages thatGoogldists. For this we use the Google Custom Search Engieed run it
via a program written in Python
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consider a resolution as important if its number of Googlehits is above the median of a given year.
In addition, all votes that did not prod uce a resolution because of a veto or a failure to reach the
required majority are also coded as important. When using this information for the analysis on

the country-a I EUwWOIT YI Owbil wUOT T OwOOOawEOOUPET UwlUT 1 w?D0OxOUC

Figurel.6¢ Google Hits of UNSC Bsolutions

Number of Google hits (In)

T T T
0 500 1000 1500 2000
Resolution number
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Table 1.8 Frequency of Words idNSC Resolution Titles (100 most frequent)

744 (6%): un

651 (6%): mandate
475 (4%): extension
415 (4%): mission
342 (3%): situation
342 (3%): force

190 (2%): membership
187 (2%): peace
177 (2%): against
171 (1%): observer
167 (1%): republic
150 (1%): Cyprus
137 (1%): security
129 (1%): admission
127 (1%): establishment
125 (1%): extends
121 (1%): lebanon
111 (1%): south

108 (1%): question
105 (1%): resolution
103 (1%):military

95 (1%): general

91 (1%): east

89 (1%): congo

88 (1%): council

86 (1%): keeping

86 (1%): tribunal

84 (1%): angola

84 (1%): renewal

83 (1%): democratic
83 (1%): sanctions
81 (1%): implementation
80 (1%): iraq

79 (1%): yugoslavia
79 (1%): interim

78 (1%): western

77 (1%): somalia

76 (1%): measures
75 (1%): disengagement
75 (1%): liberia

74 (1%): application
74 (1%): sudan

71 (1%): sahara

68 (1%): assistance
67 (1%): middle

67 (1%): rwanda

65 (1%): bosnia

64 (1%): africa

64 (1%): operation
64 (1%):herzegovina
63 (1%): former

62 (1%): secretary
61 (1%): between
60 (1%): referendum
59 (1%): humanitarian
56 (0%): arms

50 (0%): d'ivoire

50 (0%): cbte

48 (0%): agreement
48 (0%): cease

48 (0%): african

48 (0%): monitoring
48 (0%): haiti

46 (0%): embargo
45 (0%): conflict

44 (0%): israel

44 (0%): leone

44 (0%): protection
44 (0%): criminal

43 (0%): sierra
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42 (0%): afghanistan
42 (0%): settlement
41 (0%): court

41 (0%): fire

41 (0%): observers
41 (0%): stationing
41 (0%): deployment
40 (0%): complaint
40 (0%): all

40 (0%): armed

39 (0%): commission
39 (0%): concerning
39 (0%): forces

38 (0%): calling

38 (0%): minurso

37 (0%): states

37 (0%): territories
37 (0%): southern
36 (0%): central

36 (0%): israeli

36 (0%): imposed
35 (0%): group

35 (0%): rhodesia
35(0%): authorization
34 (0%): justice

34 (0%): peacekeeping
33 (0%): under

33 (0%): palestinian
33 (0%): process

32 (0%): office



1.7.2 Appendix 1.B: Descriptive Statistics

Table 1.8 Desciptive Statistics

Variable Obs. Mean S.D. Min Max

US aid disbursements (million USD, In) 6142 2.54 2.07 0.00 9.51

IMF loan size (million SDR, In) 6142 1.09 1.95 0.00 10.36
UNSC member 6142 0.06 0.23 0.00 1.00
Share of votes against US 6066 0.01 0.09 0.00 1.00
UNSC, voted all with US 6142 0.03 0.16 0.00 1.00
UNSC, voted not all with US 6142 0.03 0.17 0.00 1.00
UNSC, voted all with US (important Google) 6142 0.03 0.16 0.00 1.00
UNSC, voted not all with US (important Google) 6142 0.03 0.17 0.00 1.00
UNSC, voted all with US (important Israel) 4222 0.02 0.15 0.00 1.00
UNSC, voted not all with US (important Israel) 4222 0.02 0.14 0.00 1.00
UNSC, voted all with US (important year NYT) 6142 0.02 0.13 0.00 1.00
UNSC, voted all with US (unimportant year NYT) 6142 0.01 0.10 0.00 1.00
UNSC, voted not all with US (important year NYT) 6142 0.01 0.10 0.00 1.00
UNSC, voted not all with US (unimportant year NYT) 6142 0.02 0.14 0.00 1.00
Political proximity to US 5114 0.22 0.14 0.00 0.88
IMF program 5826 0.38 0.49 0.00 1.00
IMF purchases (million SDR, In) 5494 112 1.88 0.00 9.78
US aid indicator 6142 0.75 0.43 0.00 1.00
US aid commitments (million USD, In) 5798 2.70 2.07 0.00 9.92
World Bank aid commitments (million USD, In) 5798 1.56 2.22 0.00 8.36
IsDB aid commitments (million USD, In) 6142 0.20 0.67 0.00 6.46
AsDB aid commitments (million USD, In) 6142 0.48 1.34 0.00 7.57
EBRD aid commitments (million USD, In) 6142 0.13 0.72 0.00 7.29
GDP per capita (In) 6138 7.57 111 4.75 10.04
Population (In) 6141 15.39 2.02 9.11 20.99
War 6142 0.06 0.23 0.00 1.00
Past IMF program 5826 0.72 0.45 0.00 1.00

Note: The sample used for calculating these statistics is the sample of column 1 of Table 11.
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1.7.3 Appendix 1.C:Data Sources and Definitions

Table 1.4 Data Sources and Definitions

Variable

Source

Description

US aid disbursements
(million USD, In)

IMF loan size

(million SDR, In)

UNSC member

Share of votes against US

UNSC, voted all with US

UNSC, voted not all with US

UNSC, voted all with US
(important Google)

UNSC, voted not all with US
(important Google)

UNSC, voted all with US
(important Israel)

UNSC, voted not all with US
(important Israel)

OECD (2018)

Dreher et al. (2009a),

own update with data from
IMF (IMF 2018a)

Dreher et al. (2009b),

own update

multiple sources

(own coding, see main text)
multiple sources

(own coding, see main
text)

multiple sources

(own coding, see main text)
multiple sources

(own coding, see main text)

multiple sources
(own coding, see main text)

multiple sources
(own coding, see main text)
multiple sources
(own coding, see main text)

Bilateral US net disbursements of Official Development Assistance.

Total amount agreed of IMF loan. IMF (2018) provides the total amount of the
agreed upon loan. We divide this number by the years of subsequent program
duration, assuming equal phasing of the loan over the program period.

Binary, indicating observations in which country
member in year t.

The number of UNSC votes country i cast in line with the United States in year t
divided by the number of UNSC votes in year t. Unanimous votes are excluded.
Binary, indicating observations in which country i was a UNSC member in yeart,
and voted in line with the United States in all votes of year t.

i was a temporary UNSC

Binary, indicating observations in which country i was a UNSC member in yeart,
and voted against the United States in at least one vote of yeart.

As above, but only considering UNSC votes on resolutions whose number of hits
on the Google search engine surpasses the yearlynedian and UNSC votes that did
not produce a resolution (see Appendix A for details).

As above, but only considering UNSC votes on resolutions whose number of hit s
on the Google search engine surpasses the yearly median and UNSC votes that did
not produce a resolution (see Appendix A for details).

As above, but only considering UNSC votes on resolutions whose title is related
to Israel (see Appendix A for details).

As above, but only considering UNSC votes on resolutions whose title is related
to Israel (see Appendix A for details).
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UNSC, voted all with US
(important year NYT)

UNSC, voted all with US
(unimportant year NYT)

UNSC, voted not all with US
(important year NYT)

UNSC, voted not all with US
(unimportant year NYT)

Political proximity to US

IMF program

IMF purchases
(million SDR, In)

US aid indicator

US aid commitments
(million USD, In)
World Bank aid
commitments

(million USD, In)

ISDB aid commitments
(million USD, In)
AsDB aid commitments
(million USD, In)

multiple sources

(own coding, see main
text)

multiple sources

(own coding, see main text)

multiple sources
(own coding, see main text)

multiple sources
(own coding, see main text)

Bailey, Strezhnev, and
Voeten (2017)

Dreher et al. (2009a),
updated with data from
Kentikelenis et al. (2016)
World Bank (2018)

OECD (2018b)
OECD (2018))

OECD (2018))

OECD (2018)

OECD (2018)

As above, but the indicator is set to zero if the year's number of New York Times
articles that include the words ? 4 OP Ul Ew- EUDPOOU~?» wEOE wW? 2
the median of the observation period (see Appendix A for details).

As above, but the indicator is set to zero if the year's number of New York Times
EUUPEOI UwUT EVUWPOEOUET wUOT 1T whOUEUW?40bU
the median of the observation period (see Appendix A for details).

As above, but the indicator is set to zero if the year's number of New York Times
EUUPEOI UwUT EUWDOEOUET wUI T whpOUEUwW?40DU
the median of the observation period (see Appendix A for details).

As above, but the indicator is set to zero if the year's number of New York Times
EUUDPEOI UwUT EOwDOEOUET wlOT 1T whOUEUwW? 4 Oel
the median of the observation period (see Appendix A for details).

A country's share of votes in line cast with the United States in the United Nations
General Assembly, moving average from t-5to t-2.

IMF program active at any point in year t.

Amount of the IMF loan "purchased" by the IMF program country.

Binary, indicating country -years with positive US aid disbursements.
Bilateral US commitments of Official Development Assistance.

World Bank commitments of Official Development Assistance.

Islamic Development Bank commitments of Official Development Assistance.

Asian Development Bank commitments of Official Development Assistance.
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EBRD aid commitments
(million USD, In)

GDP per capita (In)
Population (In)

War

Past IMF program

OECD (2018))

World Bank (2018)
World Bank (2018)
Uppsala Conflict Data
Program (2015)

Dreher et al. (2009a),
updated with data from
Kentikelenis et al. (2016)

European Bank for Reconstruction and Development commitments of Official

Development Assistance.

Gross Domestic Product per capita, constant 2010 USD.

Population size.

Binary, indicating years with more than 1000 battle -related deaths in year t in

country i.

Binary, indicating countries that had an IMF program in any of the years prior to

yeart.
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2 Room for Discretion: Biased Decision -Making
In International Financial Institutions

Note: This paper is co-authored with Andrea F. Presbitero. It was published in the Journal of Development Economics
(2018), Issue 130, Pages-16.
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2.1 Introduction

A considerable body of literature suggests that the major international financial institutions

(IFls) are not the independent, technocratic organizations many expect them to be. Instead of

making decisions exclusively based on objective and emnomic criteria, their behavior also

Ul i Ol EOUwU0T | uxEUUPEUOEUwWDOUI Ul U0UwOi wbOEDYDPEUEO
decision-making in their favor. 72 Focusing on the two most powerful IFIs, the International

Monetary Fund (IMF or Fund) and the World Bank, a first strand of literature shows that the

political interests of major shareholders play a significant role in their lending decisions.
"OUOUUPI UwUTl EVWEU]I wxOODUDEEOOawEODT Ol EwPDUT wOU wt
governments?™ have privileged access to financial assistance from the Fund and the Bank

(chapter 1; Barro and Lee 2005; Dreher and Jensen 2007; Bher, Sturm, and Vreeland 200%;

200%; 2015;Kilby 2009; 2013a;2013b; Reynaud and Vauday 2009; Stone 2008; Thacker 1999)

A second strand of literature identifies bureaucratic incentives as a specific source of bias in

the IMF and World Bank decision -making processes. According to this view, which follows

standard public choice models and approaches underlining the importan ce of organizational

culture, staff in international organizations aim to increase their budget, power, prestige and

independence. As a result, the decisions IFIs make are not always economically optimal and

technocratic, but can also reflect the bureaucré&€ 8 z Uwx EUUDE UOE U uBadeéttiandl U U U wE (
Finnemore 2004; Chwieroth 2013; Copelovitch 2010a; Nelsn 2014; Stone 2008; Vaubel 1986;

1996;2006)

In this paper we exploit a specific feature of the design of the Debt Sustainability Framework

(DSF) for low-income countries (LICs), developed jointly by the World Bank and the IMF to

assess debt sustainability, as an ideal setip to understand the decision-making of IFIs. We use

a unique dataset on the application of the DSF that allows us to reconstruct internal decision-

making processes and to identify decisions that deviated from the mechanical application of

formal rules. In particular, the DSF assigns a rating (low risk, moderate risk, high risk) for the

risk of debt distress to a given country according to the projected evolution of its debt levels

over a 20year period, with respect to policy -dependent debt thresholds. While the assessment

of the risk of debt distress is based on a mechanical, modebased rule, the final rating may

72For a recent survey of this literature see Dreher and Lang(2016)
73 |n addition to the United States, this group of powerful shareholders of the Bank and the Fund comprises the
United Kingdom, France, Germany and Japan.
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involve the use of judgment by staff. The DSF explicitly allows staff to override the mechanical

rating if they consider that country -specific circumstances justify this choice. In practice, in a

number of cases thisroom for discretiotranslates into deviations of the final risk ratings from

the ones obtained by mechanically applying the rule. Our data allow us to identify the cases

in which such overrides of the mechanical rating took place. In the empirical analysis we

examine the determinants of these overrides.

Specifically, we test for the presence of political and bureaucratic biases by looking at whether

Uil WEOUOUUazZUwxOOPUPEEOWEODT OO0 OUwPHUT wlOI I wdUT E
desire to maintain its existing risk rating are related to overrides of the mechanical risk rating.

In addition, we also investigate the role that other macroeconomic variables play in

determining the actual risk rating, with the aim of shedding light on the design of the DSF,

whose simplicity | a result of the need to make it accessible to a wider set of stakeholder$

could resultin a limited capacity to take into account important macroeconomic developments

in the mechanical risk rating.

In the context of the literature on the political economy of international organiza tions (I0s)

OUUwil OxPUPEEOQWEx*xUOEET wEOOOPUWUUWUOwWI RxOPEDPUOA
T OYI UOGhre2008y20112013) This model, which has been initially developed for the

IMF, posits that the influence of powerful states o n international organizations primarily runs

through informal channels. 7* While formal rules and a relatively autonomous bureaucracy

Ul T UOGEUI w Ulo-Hay operatipns [Bdwarful states retain influence through informal

practices that allow them to inte rvene in formal processes when urgent strategic interests are

at stake’ The model furthermore suggests that such informal influence must only be

Ul O1 EUPYI OQawl BT UEPUI EWUOWEYOPEWUOET UOPODOT wlOT T w(
reason for powerful states to act through 10s in the first place (see also chapter 1) Transferred

to our setting, the room for discretiorembedded in the DSF is a potential channel for such

informal political influence. Furthermore, it gives bureaucrats the opportunity t o influence

721 1 w2 (od)bapkland the 2013 special issue of theReview of International Organizatior(solume 8, issue 2)

OO0w?( O OUOEOW&OYT UOEOGET wbOw( 601 UOE U gR010&)6ra reldtbdirddeiaviio® OO U8 » w2 |
75 In the words of Stone (2013,;ul KAwW? EOOwPOUI UOEUDOOEOwWOUT EOPAEUDOOUWOX1 UEUI
formal rules. The formal rules| standard operating procedures, voting rules, organizational chains of command,

written policies | provide stable and predictable policy outputs. Derogations from these standard procedures are

OEETl wOOWUET T 1T UEUEWUT T wbOUI UT U0UWOT wxOpIT Ul UOWUUEUIT UG~
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of judgment and if, in addition, the political bias we re more significant a) when overruling is
less clearly opposed to the formal rules, and b) when political interests are particularly strong.
We test the former hypothesis by allowing for heterogeneity of the political interests effect
depending on how clear-cut the mechanical rating is, and the latter by examining whether the
political bias is stronger in election years of the rated country.

In addition to the explicit test of the informal governance model in a particularly suitable
setting, the main contribution of our approach is threefold. First, we can directly examine the
extent to which political economy variables explain interference in technocratic rules instead
of only comparing how they relate to differences in outcomes. The deviations from the
meEl EOPEEOQwWUUOT wEEOQWET whbOUI UxUI Ul EWEUWEWEDPUI EQwO
assessing the borrowing capacity of a country. In contrast to most of the previous literature,
we can thus shed light on the internal decision-making processes that kad to the outcomes
that IFls produce.

Second, in contrast to many studies that analyze IMF and World Bank lending, the focus on
risk ratings minimizes selection bias. Different countries might have different levels of
demand for Fund and Bank resources. The fact, for instance, that countries that disagree with
major shareholders on issues of foreign policy are also less likely to have an IMF program
could be due to the lack of willingness to engage with the Fund, rather than to unfavorable
treatment from t he Fund and Bank. Since the DSF is a standard toolkit of IMF surveillance that
is regularly applied in all low-income countries and all countries have the same interest in
obtaining the most favorable risk rating under the DSF (as it would assure better borrowing
terms, see below), there are no differences on the demanekide in this setting.

Third, while the a nalysis of the DSF is particularly well suited to study the decision -making
process of international financial institutions, examining potential biases in DSF risk ratings is
also a relevant policy question per se The debt sustainability analyseg and the final risk
ratings| provide a unique and relevant source of information for a variety of stakeholders on

the sustainability of the fiscal stance in LICs, which are typically not covered by the major
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sovereign credit agencies’® The risk ratings have financial and macroeconomic consequences,

as they can directly influence the size and the terms of borrowing of low -income countries.”

Since most LICs do not have regular access to international capital markets, development

finance is a major source of their extenal financing. The DSF risk ratings determine the terms

under which countries receive financial assistance from multilateral institutions. For instance,

Ul 1 we OUOEwW! EOOzUw( OUI UGEUPOOEOQW#1 YI OOxOI OUw 11 OE
with weak ratings by up to a fifth and makes the loans-grants mix conditional on the risk

rating.” In addition, the World Bank uses the DSF risk ratings to design non-concessional

borrowing limits for LICs. To test whether the World Bank adheres to these rules in pr actice,

Pl wUI T Ul UDUWEWEOUOUUazUwYOOUOT woi wol OEDOT wuUI ET BYI
OOwbhUUwW#2 %wUDPUOQWUEUPOT WEOEWEWEEUPEWUI Uwbi weddUOU
21T DT T wUDUO?» WwEOUOUUDI UwbOEIT | E onlvefade and haldbddth&d i DEE O
i EEUOUUWEOOUUEOUOW?T PTT wUDPUO?» wEOUOUUDI UwUI ET DY 1
2a w UPUO> w EOUOUUDI idudppdndid @..F hQheusdmé tepisit, regional

development banks and bilateral aid agencies base their grant and lending decisions on DSF

ratings. For instance, according to the SSEE OO1 Ew? +ET EUET wUUOI » wpl UOOwbP
Managing Director was Minister of Finance in France), the Agence Francaise de

Développement only lends to countries at low risk of debt distress and continues to lend for a

76 Our study t hus also contributes to the literature on the determinants of credit ratings more broadly. Recent
contributions have examined bias in sovereign credit ratings assigned by private rating agencies (Bartels and Weder
di Mauro 2013; Fuchs and Gehring 2017)

7 We also contribute to the literature that goes beyond the analysis of IMF/World Bank lending activities, where
the existing evidence on biasedness is much scarcer. Dreher et al(2008) find that IMF inflation forecasts are
systematically biased and favor countries that are politically close to the United States. Fratzscher and Reynaud
(2011)find that countries with more political influence in the IMF and in the UN receive more favorable Public
Information Notices of Article IV consultations from the Fund. Other than that, there is little systematic evidence
as to whether political and bureaucratic interests bias Fund and Bank decision-making in areas that are ¢ at leasta
priori ¢ less political and more technocratic in nature.

78 Being classified ashigh risk is associated with 100 percent grants, medium risk with 50 percent grants and 50
percent loans, while low risk is associated with 100 percent loans and zero grants. Grants come with a 20 percent
reduction in available resources to minimize moral hazard. See: http://ida.worldbank.org/financing/debt -
sustainability -grants (last accessed November 16, 2016) w3 T 1 w E O U &&htefidr bighen woliinds of World
Bank lending appears to dominate the relative allocation between grants and loans. One reason could be related to
a substantial time discount rate that politicians attach to such financing due to political cycles and poli tical
incentives. Loans are highly concessional and come with very long maturities and grace periods. As of April 2017,
the regular IDA loan has a 38-year maturity and a 6-year grace period. In this case, a politician could prefer
borrowing 100 percent rather than receiving 80 percent in grants, and ignore the repayment problem, as it will be
effective only after 6 years.

¥ These regressions also show that the negative effect of the official DSF rating on World Bank lending holds when
controlling for the mechanical rating, suggesting that potential biases in the deviations from the mechanical rating
would directly affect len ding.
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year in case a country is downgraded to moderate risk, while it does not lend at all to high risk
countries. Finally, risk ratings affect debt conditionality under IMF -supported programs.
Countries at moderate or high risk of debt distress have different kinds of debt limits, while
program conditionality in countries at low risk of debt distress normally does not include
limits on public external borrowing (IMF 2015).

In recent years, an increasing humber of LICs have started gaining market access, mostly
through syndicated bank loans and Eurobond issuances (Presbitero et al. 2016) For these
economies, the DSF risk ratings are also a critical source of information for market participants
and can affect the availability and the terms of commercial lending. A descriptive look at our
data illustrates this. Out of 14 low -income countries that have issued sovereign bonds since
2014, ten were classified at a low risk of debt distress, only four had a moderate risk
" EQOT UOOOOwW" OUIT wrifl HOonduEaB) Ushdona &olinryOviith a high risk of debt
distress has been able to issue. The average spread at issuance has been about 140 basis points
higher for countries at moderate risk than for countries at low risk of debt distress, even taking
into account the size and maturity of the bonds. Moreover, comparing countries with similar
Institutional Investorcountry risk ratings but different DSF risk ratings shows that a worse DSF
risk rating is indeed reflected in higher sovereign bond spreads. For i nstance, in 2014 and 2015,
Ghana had a similar country risk rating as Mongolia, Senegal and Zambia, but it was the only
country classified at moderate risk of debt distress and faced an average premium ranging
between 110 and 228 basis points compared tote other three countries at low risk of debt
distress 80

A similar picture emerges when considering cross-border bank lending. Over the 2007-2015
period the financial markets platform Dealogicrecords 803 syndicated loans to countries with
an outstanding DSF risk rating, 59.4 percent of which went to countries with a low risk, 34.1
percent to countries with a moderate risk and only 6.5 percent to countries with a high risk of

debt distress. This distribution is even more skewed towards low risk countries whe n

80 More precisely, the country risk ratings by Institutional Investorrange between 0 and 100 with 100 indicating the
least likelihood of default, see http://www.instituti onalinvestor.com/Research-and-Rankings.html (last accessed
November 16, 2016). We compare Ghanp at moderate risk| with Mongolia, Senegal and Zambia| at low risk |
over the period 2014-2015. In that period, the four countries had, on average, a very similar Institutional Investor
country credit rating, but faced different sovereign bond spreads. In particular, the credit rating was 33.6 in Ghana,
33.2 in Mongolia, 33.3 in Senegal and 35.3 in Zambia, while the average spreads were 670 bps in Ghana, 556 in
Mongoli a, 441 in Senegal and 559 in Zambia. See also chapter 3 for additional information orinstitutional Investor
data.
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considering loans to the private sector, three quarters of which have had a company in a low

risk country as borrower. If we look at dynamics over time and focus on countries that have

seen a worsening of their debt rating, we can see that countries that have been regular

borrowers (Mali, Mongolia, Mozambique, Niger, and Sri Lanka, with at least one loan before

and after a debt sustainability analysis) have on average experienced a reduction in the

number of syndicated loans when considering a window of 0 ne year before and one year after

the publication of the risk rating. 8!

Our results indicate that there is evidence for the presence of systematic biases. First, the debt
UEUDPOT Uwi OUWEOUOUUPI UwUT EVUWEUI wxOODPUPEE®OawWEOD
shareholders are more often overridden (and improved) as compared to the result of the strict
ExxOPEEUPOOWOl wiUOI 1l w#2 %z Uw Ol ET EOPE E O mediaidalOd w 3171 1
assessment is less cleacut, suggesting that biasedness is more likely when there is moreroom

for discretion Also, the effect is mainly driven by the years in which an election took place in

the rated country, suggesting that allies of the major shareholders are particularly likely to be

treated favorably when their governmen ts particularly care about positive assessmentss?

Second, bureaucratic incentives also explain the use of judgment in the DSF. In a large number

of cases staff make use of theroom for discretionn order to avoid deteriorations of the debt
sustainability rating relative to the previous assessment. This is consistent with the expectation

this is more likely to be in line with the established in -house view and avoids potential
confrontations with senior staff. Finally, we find that some macroeconomic variables are
EUUOGEPEU]I EwPPUT wiOT T wEl EPUDPOOWUOOWUUT wNUET O OU0UOwU
Bank and Fund staff have to rely on additional information that is not part of the DSF to assess

debt sustainability. We show that these results are unlikely to be driven by endogeneity,

unobserved country-specific heterogeneity, and we rule out many other channels and

alternative factors that could explain the override of the risk rating. We also corroborate our

statistical results with the help of anecdotal evidence that we gathered in interviews with

involved Bank and Fund staff.

81 The relatively small size of cross-border lending to LICs and the fact that we cannot disentangle demand from
supply effects would call for caution when interpreting these numbers.

82 This result is consistent with recent findings by Kersting and Kilby (2016) who show that World Bank lending
accelerates for allies of the United States when domestic elections approach, and interpret this as evidence for the

6 OUCOEw! EOOz Uwi O EITAIGE Ba0au® G uwrs AIOEEGEW wUT UYT Uw4828 wi OUT BT Owx &
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While we believe that our results document the presence of sysemic biases, they are silent
about the trade-off between rules versus discretion. We point to some of the potential costs of
the discretionary bias, but we do not assessts benefits. For instance, overridden ratings could
reduce the rate of false alarms and better reflect expost debt sustainability. Because
endogeneity prevents us from such an assessmenit as future debt dynamics critically depend
on actual risk ratings| we have to leave the analysis of the potential benefits of the room for

discretionfor future research.

2.2 The Debt Sustainability Framework and the Risk R  atings

The DSFwas introduced in 2005 to guide the borrowing decisions of LICs in a way that
matches their financing needs with their current and prospective repayment ability, taking
analyses (DSAs) are conducted regularly with the aim of assessing the risk of external debt
distress and providing policy recommendations that limit the risk of debt dis tress through
prudent borrowing and lending strategies. 8 All DSAs must be prepared jointly by the World
Bank and the IMF and submitted to their respective executive boards. Staff of the two
institutions coordinate closely in preparing the DSAs from the early stages to the final
approval. They are supposed to agree on the key macroeconomic projections and assumptions
on new borrowing, with World Bank staff generally taking the lead on growth prospects and
IMF staff focusing on medium -term macroeconomic projections. As a general rule, one DSA
should be produced at least once every year (not necessarily at a given point in time for all
countries), as it is the basis to determine the IDA credit-grant allocation. Exceptions to this
time schedule may happen under specific circumstances, such as a request for IMF finaning
that involves exceptional access (IMF 2013). To empirically check whether this regular annual
schedule is adhered to in practice, we look at the number of months between two consecutive
DSAs for a given country. In only 19 cases two DSAs are separatedby less than six monthg

possibly because the DSA has been triggered by a specific event. As DSAs appear to generally

82 D0OETl whi wUi EOT O0PAT wiOT EQwUi i w0l UOPOOOOT awbOEawWExx]T EUWEOGOI UU
Ol UOUws #2 %7 WEOEwWs#2 zZwEUI wUOOI 0POT UwUUIT E DIF@GHe Bdimevio1 1 EE Oa Ou
PPUOT DPOwhPT PET wEwW#2 wbPUwxUOEUET Ewli OUWEWxEUUDPEUOGEUWEOUOUOUA» wol
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follow a regular, pre -determined schedule we can reliably rule out selection bias resulting

from selection into receiving a rating. 8

The DSA assigns a risk of debt distress (low risk, medium risk, high risk, or in debt distress)

to a country depending on the evolution of five debt indicators compared to some policy -

dependent thresholds, assuming that breaches of these thresholds would signalthe presence

of debt vulnerabilities. Specifically, the mechanical rule for assigning debt risk ratings is based

on the projections of five key macroeconomic indicators for the subsequent 20 years: the

present value (PV) of external debt as a percentage oilGDP, exports, and revenue as well as

the external debt service as a percentage of exports and revenue. For each of these five

variables there is one baseline scenario and eight stress test projections with alternative
macroeconomic assumptions for the 20-year period. The projected values are compared to the

Ul Ul UT OOEUOwWUT EVwWET x1 OEwOOwUT 1 wEOUOUUazUw@UEODUA
three-step version of the Country Policy and Institutional Assessment (CPIA) | an index of

institutional qua lity and macroeconomic stability produced by the World Bank. 8 According

OOwUOT 1 woOl ET EOPEEOWUUOT OwUT T wUPUOWUEUDOT ws OOET UE
x UONI EUPOOUWI RET 1T EVUwWUT 1 WEOUUI UxOOEDOT wliftusl UT OOEC
is the case for one of the baseline scenariogIMF 2013). In sum, these data allow us to

reconstruct the rating suggested by the mechanical rule and to compare it to the rating actually

assignedss

The actual rating may differ from the mechanical one because of the use of judgment by IMF

and World Bank staff. One of the distinctive features of the DSF is to explicitly allowing for

judgment as a source of flexibility to ensure that ratings are not excessively affected by short

term macroeconomic fluctuations and that they also take into account country -specific

84To minimize concerns about selection bias, we show that our results are robust to limiting the sample to the DSAs
that were conducted between 6 and 18 months dter the previous one and thus strictly followed the pre -determined
schedule (see Section 4.4).

85 These policy-dependent thresholds are based on the estimation of a set of simple probit models on a large sample
of low and middle -income countries over the 1970-2007 period| one for each debt indicator| where the probability
of debt distress is a function of the debt indicator, the CPIA indicator as a measure of policies and institutional
quality, and GDP growth as a proxy for economic shocks. See IMF and World Bank (2012)for additional details.

86 For an overview of the LIC DSF, seehttp://www.imf.org/external/np/exr/facts/jdsf.ntm  (last accessed November
23, 2016) For a more detailed discussion on the underlying method and its application, see IMF (2013)and Berg et
al. (2014) After its introduction, the DSF has been reviewed three times (2006, 2009 and 2012), but its main structure
has remained the same. The two most important changes introduced by the 2012 review have been: 1) the revision
of two of the five debt thresholds (debt over exports and debt service over exports), to take into account remittances
in the denominator of the ratio for countries highly dependent on remittances, and 2) the introduction of the
PxUOEEEDOPUA WE x x UOE E-$perifiainidrntaton tw EbtplethanEtiels@ridardidebt sustainability
asessment in borderline cases.
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characteristics that are not reflected in the macroeconomic projections (IMF 2009). In

a fundamental role in the determination of the risk rating, they should not be interpreted
mechanisticallyThe assessment of risk needs to strike a balance between paying due attention to debt
levels rising toward or abovbkresholds and using judgment. Thus, a marginal or temporary breach of

a threshold may not necessarily imply a significant vulnerability. Conversely, a near breach should not
be dismissed without careful consideratidiiF 2013). More precisely, the assessment done by

the country team can deviate from the rule in the presence of minor and temporary breaches

of the debt thresholds, while pr otracted (and large) breaches are more worrisome. Also, staff

should pay attention to the pace of debt accumulation and give the right weight to some of the

stress scenarios, which being standardized| in some circumstances may not be very

realistic. MoreoveUOWEEUI I UOWEOOUDPEI UEUDPOOwWUT OUOEWET wi BYI
external debt that is not captured in the framework. For instance, the availability of a large

pool of international reserves could counteract some negative indication coming from d ebt

service ratios.

2.3 Data and M ethod
2.3.1 Main Variables and Descriptive E vidence

Our analysis is based on a unique dataset covering all 377 debt sustainability analyses
undertaken in low -income countries between December 2006 and January 2015. The dataset
includes, for each DSA, the five debt ratios in the year of the DSA and their projections for the
20-year period ahead, as well as all projections for the key macroeconomic variables that are
UUI EwUOOWET UT UOPOT wlOTT wl YOOUUDPOOWOTI wUiI T wgdbUOUUa
projections are the ones used by IMF and World Bank staff in the macroeconomic framework
produced by the country team at the time when the DSA was produced. Some information on
the projections over the medium term (but not the yearly data for the entire 20 -year period)
for the key variables are publicly available in the country report and in the associated DSA
write -up.

We are interested in the determinants of the decision to make use of the discretion embedded
in the DSF. In Table2.1 we take a first, descriptive look at our data on the DSAs by comparing

mechanical and actual ratings. First, the table shows that in the majority of cases the actual
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rating is equivalent to the mechanical rating. Of the 367 DSAs for which we have all necessary
data,?” 272 end up with the rating that th e mechanical rule suggests (~74 percent Making use
of the room for discretiorin the DSF is the exception rather than the rule. Second, it becomes
evident that the vast majority of deviations are improvements of the risk rating (i.e., a lower
risk) with respect to the ones mechanically determined. Almost all of these deviations are one-
notch improvements (i.e., from high risk to medium risk or from medium risk to low risk);
only one country received a low risk rating when the projections suggested assigning high
risk. The actual rating is worse than the mechanical rating in only nine cases.® This first piece
of evidence would already suggest the possibility that the almost unidirectional use of
judgment is consistent with the presence of staff incentives to provide a good rating of the
country they work on, as well as with a positive bias th at could be explained by political

pressures to obtain an improvement in the risk rating.

Table2.14 LIC-DSA Mechanical and Actual Riskdngs

Mechanical risk rating

Low Moderate High Total
Low 81 92.0% 47 30.7% 1 0.8% 129 35.1%
Actual risk rating Moderate 7 8.0% 104 68.0% 38 30.2% | 149 40.6%
High 0 0.0% 2 1.3% 87 69.0% | 89 24.3%
Total 88 100.0% 153 100.0% 126 100.0%| 367 100.0%

Note: The table shows the absolute frequencies of mechanical and actual DSF risk ratings. The columns distinguish
between the three categories of the mechanically produced ratings while the rows distinguish between the actual
ratings countries have received. To the right of the absolute frequencies are relative frequencies that show the
distribution of actual ratings given the mechanical rating.

Against this backdrop, for the remainder of our analysis we code a binary dependent variable
that indicates whether the final DSF rating was more favorable than what the mechanical
rating suggested and examine the determinants of such rating improvements. While we
consider multiple potential determinants, we are primarily interested in two hypotheses that

emerge from the political economy literature on international organizations.

87 The last DSF revision introduced remittances-augmented debt thresholds and projections to capture enhanced

repayment capacity of countries receiving large remittances. Because of incomplete data for the ten DSAs done in

2014and 2015 that use these augmented values, we exclude them from the analysis.

88 \We looked at the justification for the ratings of these nine DSAs in detail and found that the analysts in all cases

referred to country -specific vulnerabilities. Examples inclu de the 2014 DSA for Afghanistan, which concluded that
UPUOwPEUWI BT T wEl EEVUT wOi w?UDT OPI PEEOUWYUOOI UEEPODPUDI U?» wbOE
the 2012 DSA for Burkina Faso, which set the risk rating from low to moderate because d vulnerabilities related to

Ol 1 wEOUOUUazUwT OCEwWI RxOUUUBw! 1 EEVUUT woOl wUT 1 wUOEOOWUEOXO1 wU
decisions.
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First, we test the hypothesis that the use of judgment in debt sustainability ratings is biased in
i EYOUWOI wEOUOUUPI Uw Ul EVWEU]l wxOOPUPEEOOawEI I PODB
shareholders. For such a bias to be present, shareholders do not have to interfere directly with
the decision-making processes at the staff level where DSAs are produced. The mechanisms
may be more subtle. Preemptive obedience to the views of the sharehd E1 UUz wEIT Ol T E
(Executive Directors) may play a role as all DSAs have to be approved by the Board of
UUTTTUOUI EwUT EVWEOUT wUT T w%U O BEuwsdE udGu I ud URADA! UEWE Qui
treat some countries as role model for others. Internally, DSAs are expected to fit these
xUl 1 3DPUUDOT w?2U0UOUDPI U? wi OUWDOEDYDPEUEOWEOUOUUDI UG L
at the political level and trickle down v ia senior management to the staff level® While the
exact mechanisms remain speculative, it is clear that such favorable treatment of the major
application of th e DSF that is solely based on economic criteria.
To measure political proximity we use data on voting behavior in the United Nations General

UUI OEQawm4- & Adw( OwOUUWEEUI ODO1 Owbkbl wUl OawbdOwi Ul
x OPOU> woOi wekmEAdithE Unked BtéiesBdley, Srezhnev, and Voeten 2017)® Similar
to Vreeland and Dreher (2014)p 1 wE OET wE wE O U @bU HEE GubE wm2ub Uwb OwU 1
of the distribution of the ideal point distance (meaning that it is among the closest friends of
the United States), as we expect variation at the uppe tail of the political alignment
distribution to be more likely to make a difference than variation around the mean. As our
study focuses on LICs, most of which score low on political alignment with the United States,
we believe that minor differences in political alignment between the United States and the
UEUI EWEOUOUUaWEU]I wUODPOI OUOEUDYI dw! awEOOUUEUUOWPI
i UPI OEUO? wbT PET wEUT wUT 1T wOGOI UwUT EVWEUT wUDT OPI DEEC(
robustness of this assumption using alternative cutoff values as well as the mean distance to
ideal points of the United States, the United Kingdom, Germany, France and Japan, the se

called G5. In Table 2.2 we descriptively compare US-friends to other countries and find that

89 Source: interviews with World Bank and IMF officials (November 2016).

9]n contrast to other voting af finity scores such as Sscores these ideal points are better at removing noise by using
DO OUOEUPOOWOOWET EOT 1 (BaileydStrézhnewuand \Roeten 204 B) The (akakles are defined as
ideal point distances, such that a smaller value indicates greater voting affinity.
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the former are indeed more likely to benefit from the use of judgment in DSAs (42 vs. 29

percent)| a first indication of bias but nothing close to rigorous econometric evidence.

Table 22+ Overruling and US Fiends

Us friend
No Yes Total
Rating improved No 158 71.2% 30 57.7% 188 68.6%
through overruling Yes 64  288% 22  423% | 86  314%
Total 222 100.0% 52 100.0% 274 100.0%

Note: The table shows both absolute and relative frequencies of improved ratings given whether the country is
classifiedasaUSfriendornot.. O 0a w#2 UwbpBDUT w? OOET UEUT wUPUO? WEGEW?IT BT T wUDUO
as only these can be improved. Note that we lose five observations because of missing data on UNGA voting.

Second, we consider the role of bureaucratic incentives. Existing literature and our

background research at the World Bank and the IMF suggests that there often is a strong

First, as a worse rating implies that lending from the World Bank must be reduced, the

?2x Ul UUUUIT @WilbyOao00, 12008 @ET OUPYP&T UwUT T w! EOOwWEUUI EUEU
EUUUOOI UU wBEwskcand, @liNcied3& i the DSF risk rating constitutes a break with

past analyses and suggests that previows projections had to be adjusted. Staff involved in

producing new DSAs confirmed that they have an incentive to agree with the conclusions

drawn in previous analyses, as any change requires a stronger justification vis-a-vis

management than maintaining the status quoMoreover, some countries function as important

role models for the institutions and staff may fear that increasing the debt risk ratings for such
EOUOUUDPI UwOEawUOEI UODPOT wUT | WwEOOUDPUUI OEawEOEWEUI
and advice. To statistically test whether staff use the room for discretiorin the DSF to avoid

POEUI EUDPOT wEOUOUUDI Uz wEI E U wU b Rigk intrdassahatindicates> | wE OE |
that the mechanical rating is worse than the actual rating assigned in the previous DSA (i.e.,

increasing from low risk to moderate/high risk, or from moderate risk to high risk). We look

at these cases in Tabl@.3. It shows that out of the 80 DSAs in which assigning the mechanical

rating would have meant increasingthT WEOQUOUUaz UwUPUOWUEUDOT wUl OEUD

64 DSAs (80 percent) the mechanical rating was overridden to keep the rating the same as in

91 Source: Interview with World Bank official (November 2016)
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the previous DSA.2 The descriptive evidence thus strongly supports the hypothesis that the
IMF and the World Bank make use of judgment in order to make DSF risk ratings more

persistent at lower risk levels than the strict application of the formal framework would

suggest?
Table2.3 ¢ Overruling and Avoiding Downgrades
Mechanical rating: risk increased
No Yes Total
Mechanical rating No 177 88.9% 16 20.0% 193 69.2%
adjusted downward Yes 22 11.1% 64 80.0% 86 30.8%
Total 199 100.0% 80 100.0% 279 100.0%

Note: The table shows both absolute and relative frequencies of improved ratings given whether the mechanical

UEUDOT whEUwWPOUUT wlOT EOwUT | wE O.0GQA@E 7 OVl & ®IOW U e Q 20wk ® B O uiVEIDD
ratings are considered as only these can be improved.

While this descriptive evidence suggests the presence of both a bureaucratic anda political

bias, we can neither rule out that this bias is driven by confounding factors, nor can we

illuminate any underlying channels. In order to do so, we turn to a more rigorous econometric

analysis.

2.3.2 Econometric Model

We run binary response regressions of the variable indicating an improvement of the DSF risk
rating employing a conditional logit estimator that controls for unobserved time -invariant
heterogeneity across regions or countries via fixed effects. We also intude year fixed effects
to absorb the impact of the global business cycle and other global factors that can affect all
LICs equally. We naturally exclude all observations whose ratings cannot be further improved

and also control for the mechanical rating as the conditional propensity to override might be

92When contrasting this with the mirror case, we find that of the 24 cases in which the mechanical rating suggested
a lower risk than before, eight (33 percent) were overridden to leave the rating unchanged. As this fraction is
positive yet substantially lo wer than in the opposite case, this evidence suggests that there is both a conservative
bias to keep the previous rating and a bias of avoiding to increase risk ratings.

93 \We know the subsequent rating for 50 of the 64 DSAs that were overruled when the mechanical rating suggested
a deterioration. 21 of these 50 reverted mechanically back to a better rating in the subsequent DSA while for the
remaining 29 the mechanical rating again suggested a higher risk. Note also that in the data there is no regular
pattern of how many times a worse mechanical rating is tolerated before a worse official rating is assigned.
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different for adjustments from high to medium as compared to adjustments from medium risk

to low risk. Formally we estimate:

0 O | 7h RO
where subscripts i, t, r, and n denote countries, years, regions and DSAs respectively.M and
A denote the mechanical and the actual risk rating,| and] are full sets of region (or country)
and year fixed effects, and Xin is a vector of explanatory observable variables that are either
country -year-specific or DSA-specific.®* The explanatory variables of interest in Xin are the
country -year specific measure of political proximity ( US friend:) and the DSA-specific variable
indicating that the mechanical rule suggests assigning aworse rating relative to the previous
DSA (Mechanical RatingRisk Increasesl). The effect of the latter variable can be estimated with
country fixed effects, since it naturally varies significantly over time. However, given that
political alignment with the United States is highly persistent over time, we choose region
fixed effects over country fixed effects in the baseline regression with the US friendvariable.
Moreover, since regional spillovers are a key element of the spread of financial (and sovereign
debt) crises, controlling for regional effects serves to capture these regionwide unobserved
effects. We expect the effect of political proximity to the United Statesin a ten-year panel to be
driven primarily by cross -country variation, which would be absorbed by country fixed
effects
To exploit within -country variation over time and to address endogeneity concerns in these
regressions, we include interaction effects with time -varying variables. First, as theoretical
considerations suggest that the political bias is stronger when the mechanical rating is less
clear-cut, we allow the effect to be heterogeneous depending on the DSA-specific, time varying
number of threshold breaches. Second, we interact the measure of political alignment with
major shareholders with a variable (Election) indicating years in which an election took place

in the rated country, as we expect governments to be particularly interested in favorable

94 Note that we use the subscript itn because in some, rare cases there are multiple DSAs for the same country within
one year. Countriesi are nested n regions r.

9 Another advantage of using region fixed effects is that with country fixed effects we lose almost half the sample
because several countries never receive an improved rating. However, we include country fixed effects in
additional specificati ons where we interact the US friend variable with a dummy for the presence of elections.
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assessments in election years¢ In addition to exploiting within  -country variation over time |
allowing us to employ country fixed effects and thus significantly mitigating the concern that
there could be unobserved country-specific, time-invariant factors affecting the likelihood of
obtaining better ratings| this approach has a second methodological advantage. Under the
assumption that the timing of elections is exogenously predetermined, the interaction can be
interpreted in a causal way. Even if political proximity were endogenous to the decision to
improve the risk rating after conditioning on all covariates, the main effect of political
proximity would be biased, but the interaction would still have a causal interpretation
(Nizalov a and Murtazashvili 2016) We consider endogenous election timing in our setting to
be highly unlikely, as we are not aware of any instances in which an election was rescheduled
because of an upcoming DSF rating®’ In addition, even if there were unobserved variables
correlated with both elections and overrides of mechanical DSF ratings| due to anticipation
effectdy such endogeneity would only bias the interaction effect if it was con ditional on
political proximity to the United States. ° In sum, we believe that the identifying assumption
necessary for a causal interpretation of the interaction is plausible.

In addition to the explanatory variables of interest, we augment Xin with the following
covariates®6 | wi PUUUWEEEWEOOUUOOWYEUDPEEOI UwUIl EVUWEIT UDYI
mechanical rating is a function only of threshold breaches and the CPIA. We test whether these
two variables also affect the decision to override the mechanical rating. According to the DSF

guidance note (IMF 2013), staff are explicitly supposed to take the number of threshold

m
c,

EUIEET T UwbDOUOwWEEEOUOUOW?2CZO¢EUTT Ow xUOUUEEUI Ew
temporary ones. Breaches of multiple thresholds suggest greater vulnerabilities than a single
breach?, w61 wUT UUwl BRxT ECwOOUT wOYI UUPET UwbOw#2 UwbbUOT

we use the number of threshold breaches in the baseline and stress test projections, scale these

% |n an alternative specification we use a variable indicating that an election took place in the six months following
the publication of a DSA. Arguably, political i nterests in good ratings are not only generally strong in election years
but especially strong in the run-up to an election.

9 In similar settings, Faye and Niehaus (2012) as well as Kersting and Kilby (2016)do not find evidence for
endogenous election timing with regard to aid inflows. This suggests that endogenous election timing with regard
to upcoming DSF ratings is also unlikely.

9 |nstead of assuming E(election -Q) = 0 one would then assume E(election -Q = E(election -Q| US friend). For
econometric details on this point, see Bun and Harrison (2018)and Appendix S4 in Dreher, Eichenauer, and Gehring
(2016)

9 See Appendix 2.B for sources, descriptions and descriptive statistics of all variables.
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two figures by the n umber of possible breaches of the baseline test (5 x 20 = 100) and the stress

tests (8 x 5 x 20 = 800) and add the two fractions up to generate the variabl®reachet®

21 EOOCEOwP] WwEOOUUOOWI OUwUT T weEOGOUDPOUOUUW" /7 ( wbOEI
imp ortance of policies and institutions by making the thresholds contingent on the CPIA, and

Eawl OxT EUPaADPOT wiUT E0wUT 1 w?@UEOPUaA WOl wxOOPEDI UwE/(
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version of the CPIA provides additional information that is not captured by the discrete, three -

step version of the index used for the determination of the debt thresholds. Moreover, Fund

and World Bank staff may consideUw UT T w" / ( wEUw Ew x U ORpeaifid OUw ? O
EOOUPEI UEUDPOOU? wUT E0wUT OUOEWET wUEOI OwbOUOWEEEOL
warrant downgrades in risk ratings.

We add other macroeconomic fundamentals to test if they also influence the use of judgment

and to rule out that they confound our findings. We focus on variables that the literature

identifies as typical determinants of sovereign risk ratings (Hill, Brooks, and Faff 2010) and

control for t he logarithm of GDP per capitaGDP growth and the logarithm of population as

larger countries are less sensitive to economic shocks than small ones. In additional regressions

we also control for the level of total public debt, scaled by gross national income, and for the

current account balance over GDP. Then, as the guidance note advises to take into account

whether the country has large foreign exchange reserves when applying judgment (IMF 2013),

we test if the level of international reservesan contribute to explaining the overrides. In the

same spirit, we control for natural resource rent® account for the idea that debt sustainability

EOQUOEwWI POT T wOOWEOUOUUDI Uz wi UOUUT wul YI OUI Uwi UOO w(
easily be incorporated in the DSF and which therefore could require the use of judgment.10t|n

a robustness test, we also look at the effect ofiMF growth projections as optimistic growth

scenarios could not only lower debt ratios but could also motivate an overrule of the

mechanical risk rating. 102

100 Fund staff suggested that the stress test based on théiistorical scenario (which fixes some key macroeconomic

variables at their historical averages to compute the 20-years ahead projections) is, in practice, often considered to

be implausible given that many countries are expected to be on a structurally di fferent growth path compared to

the mid-1990s and/or early-2000s. To address this concern, we also ran regressions in which we ignore this stress

test. Our inferences are not affected.

101 Note that we lag all macroeconomic explanatory variables by one year to make sure that they were observed at

the time the DSA was produced.

02 QOwOl wOT 1 Ul WYEUPEEO]I UwWEUIT wOEOT OQwi UOOwWOT 1 we OUOEW! EOOz Uwe OU
of growth projections which are taken from the IMF World Economic Outloo k (WEO) database (different vintages).
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were related to the decision to override the mechanical result of the DSF. In general, however,
we expect the omitted variable bias that is driven by macroeconomic fundamentals to be low,
given that the projections used to produce the DSAs already incorporate most of this
information. Any correlations betw een the macroeconomic fundamentals and the decision to
manually adjust the risk rating would show that staff rely on information that is not
DOEOUxOUEUI EwbOwUT | wOl EIl EOPEEOQwWxUONI EUDPOOwWOOEIT OL
DUw? UOOwUD O d supporuakedine meptOfin® econometric underpinnings of the DSF
(Berg et al. 2014)

2.4 Results
2.4.1 Macroeconomic Determinants

Before turning to our main variables of interest, in Table 2.4 we examine the effect of
macroeconomic fundamentals and variables that are internal to the DSAs. Some of these
variables could be correlated with overrides if the DSF is applied as intended, given that the
OUOET UwlOi wlOT Ul UT O0E wE-UI EEEEIT B BJwEMEWE? EIOWBWWRIAO U2 wE UI
into account. These regressions also help us to identify a suitable set of control variables.

As column 1 shows, the share of breached thresholds is a statistically significant predictor of
the decision to override the risk rating. As one would expect, the higher this share, the less
likely it is that the rating is improved. The continuous versi on of the CPIA also appears to
influence this decision. Given that the three-step version of the CPIA plays an important role
in setting the relevant thresholds in the DSF, but forces the framework to ignore some relevant
information contained in the conti nuous measure of the CPIA, it is not surprising that Bank
and Fund staff also rely on the additional information conveyed by the continuous version
when deciding on whether to improve the rating. We also find that DSAs in which the
mechanical rule suggeststhat a "high risk" rating be assigned are more likely to be improved,
when the other variables are kept fixed. All three DSA -specific variables are statistically
significant at the one percent leveland enter with consistent signs across various specificdions

in Table 2.4 (and Table2.5).
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Table2.4+ DSA-specific Variables and Macroeconomiadlamentals

1) ) 3) 4

Breaches -0.116*** -0.102*** -0.105*** -0.105***
(0.029) (0.027) (0.028) (0.030)

CPIA 1.519%** 1.232%** 1.337*** 1.647***
(0.394) (0.421) (0.450) (0.509)

Mechanical Rating: High 2.116%** 2.222%+* 2.412%* 2.488***
(0.486) (0.500) (0.524) (0.539)

GDP per capita (In, t-1) 1.060*** 1.178*** 0.993***
(0.297) (0.322) (0.360)

GDP growth (t-1) -0.017 -0.032 -0.050
(0.033) (0.033) (0.035)

Population (In, t-1) 0.407%** 0.461%** 0.380*
(0.136) (0.152) (0.170)

Debt/GNI (t-1) 0.004 0.003
(0.008) (0.010)

Current Account Balance (% GDP, t-1) -1.044 -1.355
(1.900) (1.961)

Reserves/Debt (t1) 0.004
(0.005)

Natural Resources (% GDP, t-1) 0.023
(0.015)

Observations 263 263 255 247

Pseudo Rsquared 0.189 0.242 0.258 0.272

Note: dependent variable indicates an improved debt rating through overruling; conditional logistic
regressions that control for region fixed effects; reported are the coefficient estimates of the regressions;
standard errors, robust to clustering at the region level, in parentheses. All regressions include year fixed
effects. Significance levels: * p<.10, ** p<.05, *1i<.01

In column 2 we add GDP per capita, GDP growth and population as explanatory variables.
As one would expect, GDP per capita appears as a strong, robust and statistically significant
predictor of the outcome variable and enters with the expected sign in Table 2.4 (and Table
2.5). The statistical evidence for the effect of the growth rate is less robust (but in Table2.5 has
the expected, positive sign in the regressions in which it appears as a statistically significant
predictor of overrides). Country size as measured by logged population is positively
correlated with rating improvement. 10 While this could be interpreted as indicating a bias in

favor of geopolitically important countries, large countries are more likely to be economically

103 |n auxiliary regressions, which are available upon request, we find that the latter effect is driven by the largest
countries in the sample.
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diversified and thus less vulnerable to external shocks. Moreover, larger countries could rely
relatively more on local currency borrowing (Berensmann, Dafe, and Volz 2015) therefore
being less exposed to the risk of external default. In our view, this finding may thus be
economically justified and is not necessarily an indication of bias. In column 3, we include two
additional macroeconomic variables that are typical determinants of sovereign credit risk. The
current account balance (as a share of GDP) and the externatiebt-to-GNI ratio neither enter
with statistically sign ificant coefficients, nor do they affect the coefficients on the other
I BRxOEOEUOUAWYEUDPEEOI Ul w( OWEOOUOOWKwhkPT wEEEwWUT T weod
debt) and its rents from natural resources (as a share of GDP). Countries with larger amounts
of reserves and natural resources have the option to use these assets in order to mitigate the
risk of debt distress. In particular, reserves are highly liquid and can be used to service external
debt, making some breaches of the debt service indicatorsless relevant for the DSF risk rating.
Although the signs on the two variables are, as could be expected, positive, there is no
statistically significant empirical evidence that suggests that this plays a role for the use of
judgment in DSAs.

We conclude that in addition to the variables that are internal to each DSA (number of
breached thresholds, CPIA, level of the mechanical rating), GDP per capita, and to a lesser
extent growth and country size, help predicting improvements of the risk rating. Other
macroeconomic fundamentals do not seem to matter. As the projections and the threshold
breaches on which the ratings are based include a large amount of country-specific economic
information, the finding that other macroeconomic fundamentals are not correlat ed with
overrides of the mechanical rating is not surprising. Instead, it shows that the method
underlying the DSF is successful in incorporating a large amount of country -specific
information that is typically considered to be informative for assessments of debt
sustainability. The fact that at least the CPIA and GDP per capita robustly predict rating
overrides indicate that there is room for further improving the DSF. Nevertheless, the results
presented so far suggest that, to a significant extent, the D as well as theroom of discretion

embedded in it are employed as intended.
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2.4.2 Biases

In Table 25 we augment our baseline model with a set of variables that, if statistically
associated with overrides of the mechanical DSF ratings, indicate the presence 6bias. In these
regressions our baseline specification builds on the covariates included in column 2 of Table
2.4, given that these variables allow us to keep the entire sample, while the additional controls
are not robustly related to the dependent variable.104

Initially, we examine the role played by politics. In column 1 we add the US friendindicator 105
and find that countries that are politically affiliated with the United States are more likely to
benefit from the use of judgment in DSAs. In column 2 we allow this effect to be heterogeneous
depending on the number of threshold breaches and find that the effect is much stronger when
the projections breach only relatively few thresholds. Figure 2.1 illustrates this result. While
for US friends the conditional likelihood for receiving an improved rating is more than 80
percent when less than 2 percent of all projections breach thresholds, the likelihood for other
countries is around 40 percent. The more breaches that are projected the smaller the differace
between these two groups of countries. The difference vanishes at around six percent of
breached thresholds1% These findings suggest that risk ratings are more likely to reflect
geopolitical preferences the less clearcut the mechanical rating is.

Whil e this distinct pattern gives us confidence that our US friendindicator does not pick up an
unobserved confounder, we aim to get closer to a causal interpretation of the effect in column
3. We interact US friendwith a variable that indicates whether the DSA was published in an
1 Ol EUPOOwal EUwPOwWUT I wUEUI EwWEOUOUUAaAGwW3T 1l wUi uUOUU
benefit from the use of judgment is driven by the election years in the sample. Elections in

other countries are not related to rating impr ovements. As discussed above, even if we allow

104 AJl other variables we consider suffer from missing data and thus result in list-wise deletion of the respective
observations. Given that our baseline regressions include 263 observations, we argue that the bias introduced by
potentially non -random list-wise deletion of dozens of observations is likely to be more severe than amitting
covariates that are found to not be robustly correlated with the outcome. In a robustness tests (Table 2.7), we show
that the results do not depend on this choice.

105Note that these variables are lagged by two years instead of one as this avoids Ising 37 observations and because
most votes in the UNGA take place in November and December. As the correlation of the variables indicating ideal
point distances from the G5 for t-1 and t-2 is r = 0.94 this is unproblematic and in the robustness section weshow
that our results do not depend on this choice.

106 As the underlying density function of the percentage of breached thresholds shows, there are very few
observations for this percentage being above ten. The results for these values are thus of no econuic significance.
The reason why the graph for US friends approaches zero for values close to and greater than ten is that there are
no observations of US friends that receive an upgrading with this number of breaches. The model therefore
correctly predict s a zero probability of overriding.
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Table25¢ TheRole of Blitical Interests and Bureaucratiotentives

@) ) ®) “4) ©) (6) (@) (8) ©) (10)
Us friend (t-2) 0.421%** 2.166*** -0.110 0.280 1.660%** -0.005 -2.905 -4.011
(0.122) (0.386) (0.164) (0.377) (0.415) (0.443) (1.867) (2.763)
US friend (t-2) X -0.394*** -0.426**
Breaches (0.114) (0.175)
US friend (t-2) X 2.333*** 1.054*  5,222%** 6.665***
Election (0.565) (0.355) (1.593) (2.004)
Election -0.406 -0.367 -1.287 -0.980
(0.254) (0.501) (0.788) (0.711)
Mechanical Rating: 4.466***  4.456%*  4.409%*  4.396*** 3.630%**  3.387***
Risk Increased (0.343) (0.341) (0.301) (0.321) (1.174) (1.008)
Breaches -0.100 -0.088** -0.109 -0.094***  -0.093***  -0.092**  -0.096***  -0.295**  -0.250**  -0.344***
(0.061) (0.043) (0.068) (0.022) (0.022) (0.019) (0.022) (0.059) (0.102) (0.122)
CPIA 1.252* 1.231* 1.350* 0.007 0.020 0.096 0.092 17.041%+* 14.941 15.314*

(0.723) (0.674) (0.727) (0.746) (0.760) (0.683) (0.743) (5.928) (9.384) (7.825)
Mechanical Rating: ~ 2.201%%*  2.496%%*  2.387%*  14095%*  1502%*  1862%* 15585  BE571%* 4753 5712+

High (0.428) (0.409) (0.466)  (0.081) (0.092) (0.314) (0.054) (1.521) (1.857) (2.030)
GDP per capita 1.017%*  0.924**  1.085%*  0.551%*  0.521**  0.541**  0.553**  19.810 19.959 20.603
(n, t-1) (0.109) (0.153) (0.138)  (0.207) (0.199) (0.221) (0.198)  (14.736) (21.567)  (20.867)
GDP growth (t-1) -0.012 -0.016 -0.016  0.041%*  0.043%*  0.039%*  0.041%* -0.121 -0.082 -0.095

(0.026) (0.017) (0.019)  (0.010) (0.009) (0.006) (0.007) (0.170) (0.209) (0.220)
Population (In, t-1) ~ 0.406**  0.338**  0.436**  0.180* 0.176* 0.158*  0.190*  -10.478  -10.971  -12.593
(0.053) (0.039) (0.056)  (0.102) (0.094) (0.090) (0.092)  (35.515) (18.994)  (19.460)

Year FE Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes
Logit conditioned on Region Region Region Region Region Region Region Country Country Country
Observations 259 259 259 263 259 259 259 132 134 132
Pseudo Rsquared 0.236 0.288 0.256 0.547 0.542 0.565 0.545 0.660 0.742 0.760

Note: dependent variable indicates an improved debt rating through overruling; conditional logistic regressions that control  for region or year fixed effects; reported
are the coefficient estimates of the regressions; standard errors, robust to clustering at the region/country level, in parentheses. Significance levels: * p<.10, ** p<.05
*k%

p<.01
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the assumption of conditional exogeneity of political proximity to be violated | and thus
cannot infer that US friends are on average favorably treated] we can still conclude that
elections cause differences in the favorable use of judgment only for the group of countries

classified as US friends.

Figure2.1¢ Visualizing the Effect of Political llgnment with the United States

Probability of a rating improvement

T T T T T T T T T T T
0 1 2 3 4 5 6 7 8 9 10
Percentage of breached debt thresholds

————— other countries — US friends l:l Density

Notes: The line chart shows the estimated probability (and the 90 percent
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breached in the DSA. The line chart is based on the results of a logistic regression

with region dummies, rather than the ones of the conditional logistic regression,

as reported in Table 2.5 column 2. The results of these two regressions are almost

identical except that the standard errors are smaller when the conditional logit

estimator is used. This is why the graph understates the precision of the

estimation. All control variables are set at their sample means. The bar chart

shows the density function of the breached debt thresholds, at different 0.5

percent bins.

Next, we consider the effect of bureaucratic incentives (column 4). As the descriptive evidence
already suggested, the probability that the mechanical rating is overruled increases
significantly whenever the p rojections indicate a deterioration of debt sustainability. The room

for discretionis used to avoid assigning higher risk ratings relative to the previous assessment.
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The effect is economically substantial; if debt risk increases, the probability that the rating is
overruled increases by 45 percentage pointsto?

In column 5-7 we jointly test our two main hypotheses by replicating specifications 1 -3 and
adding the Risk Increasethdicator. While in column 5 the coefficient on the US friendindicator
is impre cisely estimated, all the other results, which exploit time variation, are robust to this
modification. We conclude that + EOOUPUUI OUw PBUT wUOT T w?DO0k OUOEOW
bureaucratic and political biases are two distinct patterns.

Finally, in column 8 -10 we replicate our main results (columns 3, 4, and 7) exploiting the within
country variation and saturating the model with country fixed effects. While this specification

is quite demanding, especially in a short panel, and substantially reduces the sample size, our
results are still valid, so that we can confidently rule out that our main finding are driven by

unobserved time-invariant country -specific characteristics108

2.4.3 Alternative Channels

In Table 2.6 we investigate and rule out further alternative channels that may explain the

likelihood of obtaining an improved risk rating. According to a strand of the literature on the

political economy of international organizations, major shareholders influence 10s not only

for geopolitical reasons but also to pursue their economic interests. The literature highlights

the particular role that commercial banks play in this context. 19 Gould (2003, 2006argues that
xUDYEUl wi POEOCEPEOwWHDOUUDPUUUDPOOUWEUI wEE-GéndyD OwbOI O
EOOEDPUDPOOU? wEI EEUUIT wUOTT awodi U1 OwxUOYDPET wbOI EI UUEU:
borrowing countries. In a similar vein, Oatley and Yackee (2004)find that countries that are

indebted to US banks receive larger IMF loans. As these loans are often used to repay debts to

commercial banks (Bird 1996; Broz 2005) this suggests that IMF loans, in part, serve these

creditors influence IMF decisions through the US government. Copelovitch (2010a)further

qualifies these empirical results by demonstrating that both the size of IMF loans and the

107 Effect size estimated via a linear probability model with country fixed effects based on column 9.

108 As expected, the controls that do not vary much over time lose their statistical significance in this specification
that absorbs all time-invariant cross-country variation (e.g., GDP per capita, growth, population, and the US friend
indicator).

109 See also Dreher and Richert(2017)as well as Malik and Stone (2017)for the influence that private companies
have on the World Bank.
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extent of conditionality are related to the financial exposure that banks from G5 countries have
in IMF program countries. We follow Copelovitch (2010a)and proxy these economic interests
with the financial exposure that banks from major shareholder countries have in the rated
countries. The data we use come from the Bank for International Settlements (BIS) and include
all cross-border consolidated claims of BIS reporting banks from the United States.!1° Our
results do not show any statistically significant evidence that bank exposure is related to the
use of judgment to improve DSF risk ratings (column 1), even though the sign of the
coefficients on the bank exposure variable and its interaction with the number of breaches are
consistent with the presence of US economic and financial interests (column 2).

In the subsequent regressions we examine whether the political bias is in fact a cultural bias.
In the literature on the political economy of sovereign credit ratings, Fuchs and Gehring (2017)
have recently shown that the cultural distance between the home country of ratings agencies
and the rated country affects the assessment of credit risk. Rating agencies perceive countries
that are more distant in cultural and linguistic terms to be at higher risk than other comparable
EOUOUUPTI UBw&DYT OwUT E0wUT 1 we OUOEwW! EOOZUWEOEwWUT 1 u
in cultural and linguistic terms indeed introduces familiarity bias that leads to a more
favorable perception of rated countries and if culturally close countries are also politically
closer to the United States we might misattribute a cultural familiarity bias to a political bias.
(OWEOOUOOU Wt wESEwWKwWPT wUT UUWE E E wE w Yadjustedeetbhidt wOl EUU
linguistic fractionalization (DELF) relative to the United States to the regressions (Kolo
2012)111 Again, we find no statistically significant evidence for such a bias and rule out that
the political bias we identify is in fact driven by cultural and ethno-linguistic familiarity.

In the literature on the political economy of the IMF it is well -established that countries with
political ties to the United States are more likely to receive loans from the IMF. The finding
Ul EViuD®d2 OE U~ wkeWtb bedetlt trdmuil@ Bse of judgment in DSAs might thus be
an artefact of the fact that the same countries are also more likelyto be under an IMF

arrangement.

110We run the same regressions with data on bank exposure for banks from the European Union and find the same
results.

111 While this variable is the best measure we have for the cultural distance between the rated country and the IMF
and World Bank, we admit that it is a rough proxy as their staff are very international. These results should thus
be taken with a grain of salt.
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There are several reasons that explain why countries that receive IMF resources might be
treated differently in DSAs. In line with the reasoning in Dreher, Marchesi, and Vreeland
(2008) and Reynaud and Fratzscher (2011) IMF staff might have an BOUI Ul UO0wbOws ET |
U E U B&ubing them to cast countries that receive IMF resources in a good light. At the same
time, however, they might want to show that the country is at risk of debt distress to justify
the existence (and a possible extension) of the program. When we include a variableindicating
the presence of an IMF program in the year of the DSA, we initially find that such countries
are less likely to receive improved ratings. As countries under IMF programs, however, see
their mechanical DSF ratings deteriorate less frequently than countries not receiving Fund
resources (39 vs. 61 percent), we control foRisk Increasednd then find this effect to disappear.
These findings are consistent with the following interpretation: T he Fund adjusts the debt
sustainability outlook for progra m countries less frequently than for non -program countries,
since this would mean contradicting the projections on which the design of their programs
was based. This is why overrides, on average, are also less frequent. However, if the
projections are still adjusted under IMF programs, then judgment is used to avoid a
downgrade: In fact, out of the 32 DSAs which suggested a deterioration of debt sustainability
while the country was under an IMF program, 28 (87.5 percent) were overruled i n order to
keep the old rating.

In sum, we interpret this result as further evidence for the bureaucratic bias and| given that
the coefficient on the US-friend variable is not affected| we can rule out the possibility that

the political bias is due to the higher propensity to p articipate in IMF programs.
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Table2.6 ¢+ Testing for Alternative Gannels

1) (2) (3) (4) (5) (6) (7) (8)
US friend (t-2) 0.427 1.865*** 0.409** 2.069*** 0.323*** 2.110%** 0.263 1.652%**
(0.312) (0.609) (0.190) (0.496) (0.092) (0.383) (0.391) (0.312)
US friend (t-2) -0.356*** -0.378*** -0.393*** -0.433**
x Breaches (0.099) (0.128) (0.111) (0.166)
US banks -0.260 10.916
(%GDP, t-1) (12.335) (9.708)
US banks -1.699
x Breaches (4.336)
DELF to US -0.096 -0.627
(1.059) (1.653)
DELF to US 0.087
x Breaches (0.131)
IMF program -1.041%** -0.682** -0.209 0.295
(0.348) (0.301) (0.538) (0.271)
IMF program -0.065 -0.066
x Breaches (0.057) (0.046)
Mechanical Rating: 4.405%** 4.413***
Risk Increased (0.426) (0.414)
Controls Baseline Baseline Baseline Baseline Baseline Baseline Baseline Baseline
Observations 259 259 259 259 259 259 259 259
PseudoR-squared 0.236 0.294 0.236 0.289 0.258 0.316 0.543 0.574

Note: dependent variable indicates an improved debt rating through overruling; conditional logistic regressions that control
for region fixed effects; reported are the coefficient estimates of the regressions; standard errors, robust to clustering at the
region level, in parentheses. Baseline controls include: Breaches, CPIA, Mechanical Rating: High, GDP per capita (In,1), GDP
growth (t -1), Population (In, t-1). All regressions include year fixed effects. Significance levels: * p<.10, ** p<.05, *** p<.01



2.4.4 Robustness

In Tables 2.7-2.9 we present a set of robustness exercises. We start by considering a number of
additional factors that could motivate the use of judgment and possibly bias our estimates of
the importance of political interests and bureaucratic incentives (Table 2.7).

First, in columns 1-3 we show that adding the larger vector of covariates (from Table 2.4,
column 4) does not affect the results, notwithstanding a significant reduction in sample size.

In addition to the current account balance, the debt-to-GNI ratio, the cOUOUUaz Uw Ol YI O
international reserves and its rents from natural resources, in these regressions we also
consider the inflows of official development assistance from the US to rule out that the
favorable treatment of US allies is due to the larger amount of US aid that such countries
typically receive. We also add the interaction CPIA x Breacheso control for a potential non -
OPOI EUPUAWOT wUOT T w"/ ( zUwliil EVwWEI xI OEDPOT wOOwWUT T u
Second, we include information on whether the rated country participated in the Heavily
Indebted Poor Countries (HIPC) initiative and on whether it issued sovereign bonds at the
time of the assessment. The former could signal a propensity to override the mechanical debt
rating for reasons that have nothing to do with a p olitical bias but are instead related to a
benign view of countries which received debt relief, for which the IMF and the World Bank
may have incentive to show that post-HIPC debt levels are sustainable. With regards to the
latter, the fact that countries that issue sovereign bonds have easier access to external financing
could also influence the assessment of debt sustainability and, in particular, the use of
judgment. In fact, the specific structure of sovereign bonds| with bullet repayment at
maturity | translates into sharp but temporary spikes in debt service, which could result in
breaches of the relevant debt thresholds. Nevertheless, staff do not generally consider those
breaches as relevant for debt sustainability and judgment is often used to overrule the
mechanical rating. Those two variables, however, are not statistically significant and, more
importantly, the coefficients on our variables of interest are not affected (columns 4-6).112

An alternative source of bias could arise from the fact that country teams can easily improve

the risk rating by modifying the macroeconomic framework to incorporate overly optimistic

112However, in the first specification, which almost exclusively exploits cross -country variation, the standard error
increases, resulting in the coefficient on US friendmarginally missing statistical significance at the ten percent level
(p=.105).
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growth projections. Not controlling for IMF growth projections may bias the estimate of our
key variables, especially becawse IMF growth projections could th emselves be politically
biased (Dreher, Marchesi, and Vreeland 2008). To rule out that a bias in growth forecasts drives
our findings, we add the difference between IMF growth projections and the actual growth
rate to the baseline regressionsti3 Again, our results are robust to this modification (col umns
7-9). One may also argue that ratings could improve because of a political bias in the CPIA.
However, this is unlikely to be an issue in this context, given that the CPIA scores are
computed by the World Bank for its aid allocation and | differently fro m growth projections |
they enter the DSA as an exogenous input, over which the country team producing the DSA
does not have any control. In any case, if there were a political bias in the IMF growth
projections and in the CPIA, these biases would work against our results, so that our estimates
can be safely considered a lower bound.

Finally, in columns 10-12 we remove all control variables except the DSA-specific variables
and region and year fixed effects to compare how much the covariates affect the coeffcient of
interest. Following the method proposed by Altonji , Elder, and Taber (2005) we can then
EEOEUOEUI w?UIlI Ol EUPOOWUEUDOU? wUT EVWDOEDPEEUI wi Obw
OEUI UYEEOI UB w" OOXxEUDOT wlT I w3 toth® Peciicatiens thd b EE UD OO L
include the core covariates (columns 1812, same sample) we find the selection ratios to be 5.4
for the simple effect of the US friend indicator, 4.3 for the level effect (and 30.2 for the
interaction effect) when allowing for non -linearity in threshold breaches, and 10.1 for the effect
in election years. This suggests that selection on unobservables in the first two specifications
would have to be more than four times larger than selection on observables for the effects to
be zero. Given that we already control for a large number of potential confounders, we think
that it is unlikely that selection on unobservables drives this entire effect. The coefficient on
the variable indicating US -friends with domestic elections is only marginally affected by the
inclusion of covariates; the finding that selection on unobservables would have to be more
than ten times as large as selection on observables to wash away this effect is consistent with

our assumption that this interaction term is conditionally exogenous.

113\We can compute this difference only over a one-year horizon, because of data availability (extending the horizon

would implica UT wWEWEUEOEUPEwWUI EVUEUPOOWPOWUEODOXx Ol wUPA&Al OWEUwPT whbOUOE L
we argue that if there is a strategic manipulation of growth projections, this should be already reflected in the first

year.
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In sum, these findings are in line with our expectation that the endogeneity bias potentially
induced by omitted variables is not substantial in this setting. After all, the DSF projections
already include most of the relevant country -specific information, explaining w hy many
macroeconomic fundamentals we observe do not substantially affect the decision to overrule.
Furthermore, both the fact that the non-linearity of the effect with respect to the number of
breaches behaves as theory predicts, and the evidence that theeffect is driven by election
years| whose timing is exogenously predetermined | make us confident that our results are
not due to endogeneity.

As discussed in the introduction, the timing of DSAs is also generally exogenous and follows
an annual cycle. However, under specific circumstances, DSAs can be triggered by requests
for exceptional IMF financing. While these cases are relatively rare in our sample, in Table 2.8
we test the robustness of our findings by excluding the DSAs not undertaken between six and
18 months after the previous one and thus potentially outside the regular, pre -determined
schedule. Results are again confirmed (columns :3). In column 4, we recode the election
dummy to consider exclusively those elections that took place within the six months following
the publication of a DSA. We hypothesize that political interests in good ratings should be
especially strong in the run-up to an election. It supports this hypothesis that with this more
restrictive definition of the election dummy, we f ind an even stronger positive association
between the US friend indicator and the likelihood of obtaining an improved risk rating in
election periods.114

Finally, Table 2.9 reports the results of additional robustness exercises that use alternative
definiti ons of the variable indicating political proximity to the major shareholders of the Bank
EQEwWUT T wHUOES w»PUUUOwPT wUI UWEOUT UOEUDPYI WEUUOI 1 w
percent and top 15 percent instead of top 20 percent). Second, we take one-year lag instead
of a two-year lag, at the cost of reducing the sample size. Third, we consider the mean of ideal
point distances to all G5 countries instead of only the United States. Our main findings are

robust to all these modifications.

114 1n this specification, countrie s not classified as US friends appear to have a slightly lower probability to benefit
from improved risk ratings in the run -up to an election. This could be considered weak evidence for attempts to
politically weaken incumbent governments that are not poli tically aligned with the United States (Kersting and
Kilby 2016).
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Table2.7 4 Robustness: Additional Controlaviables

(1) (2) (3) (4) (5) (6) (7) (8) 9) (10) (11) (12)
US friend (t-2) 0.559***  1.885*** 0.117 0.416 2.194%*x -0.152 0.302* 1.951***  -0.325 0.686***  2.463*** 0.244
(0.097) (0.258) (0.232) (0.257) (0.593) (0.292) (0.162) (0.560) (0.235) (0.150) (0.199) (0.173)
US friend (t-2) x breaches -0.380*** -0.386*** -0.378*** -0.393***
(0.144) (0.120) (0.135) (0.110)
US friend (t-2) x election 2.320%** 2.400%*** 2.597**=* 2.091%**
(0.730) (0.651) (0.854) (0.744)
Election -0.190 -0.393 -0.377 -0.199
(0.458) (0.241) (0.236) (0.339)
Current Account Balance -1.683 -0.829 -1.530
(% GDP, t-1) (1.383) (1.809) (1.367)
Debt/GNI (t-1) 0.006 0.006* 0.006*
(0.004) (0.004) (0.003)
Reserves/Debt (t1) 0.006 0.005 0.006
(0.006) (0.007) (0.005)
Natural Resources 0.015 0.008 0.012
(% GDP, t-1) (0.016) (0.013) (0.017)
Us aid -3.931 -3.384 -3.934
(% GDP, t-1) (3.287) (3.247) (3.160)
CPIA X Breaches 0.132* 0.130 0.135*
(0.066) (0.089) (0.068)
HIPC (DP) -0.526 -0.655 -0.492
(0.746) (0.794) (0.702)
Sovereign Bonds -0.931 -0.524 -1.121
(0.872) (1.045) (0.813)
Error in IMF Growth 0.007 0.012 0.014
Forecasts (0.035) (0.042) (0.037)
Additional Baseline Baseline Baseline Baseline Baseline Baseline Baseline Baseline Baseline DSA_. DSA__ DSA__
Controls specific ~ specific  specific
Number of Observations 244 244 244 259 259 259 251 251 251 244 244 244
Pseudo Rsquared 0.301 0.334 0.317 0.244 0.293 0.265 0.242 0.287 0.267 0.198 0.253 0.216

Note: dependent variable indicates an improved debt rating through overruling; conditional logistic regressions that control for region fixed effects; reported are  the
coefficient estimates of the regressions; standard errors, robust to clustering at the region level, in parentheses. Baselineontrols include: Breaches, CPIA, Mechanical
Rating: High, GDP per capita (In, t-1), GDP growth (t-1), Population (In, t-1). DSA-specific controls include: Breaches, CPIA, Mechanical Rating: High. All regressions
include year fixed effects. Significance levels: * p<.10, ** p<.05, *** p<.01
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Table2.8+ Robustness: Different Samples anthihg of Elections

only regularly timed DSAs
(between 6 and 18 months after previous)

only elections in
6 months following DSA

1) 2 3) 4)
US friend (t-2) 0.718*** 2.297*** 0.169 -0.049
(0.128) (0.363) (0.150) (0.153)
US friend (t-2) X breaches -0.357***
(0.065)
US friend (t-2) X election 2.710***
(0.621)
Election -0.141
(0.322)
US friend (t-2) x Election 3.298***
(in 6 months following DSA) (0.899)
-0.559*
Election (in 6 months following DSA) (0.321)
Controls Baseline Baseline Baseline Baseline
Number of Observations 200 200 200 259
Pseudo Rsquared 0.275 0.315 0.299 0.264

Note: dependent variable indicates an improved debt rating through overruling; conditional logistic regressions
that control for region fixed effects; reported are the coefficient estimates of the regressions;standard errors,
robust to clustering at the region levels, in parentheses.Baseline controls include: Breaches, CPIA, Mechanical
Rating: High, GDP per capita (In, t-1), GDP growth (t-1), Population (In, t-1). All regressions include year fixed

effects. Significance levels: * p<.10, ** p<.05, *** p<.01
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Table2.9 ¢ Robustness: Alternative Definitions of the Political Proximitgiriéble

1 @ ®) “

®)

(6) @)

®

(©) (10)

11

12

US friend (top25%)

US friend (top25%) x
Breaches

US friend (top25%) x
Election

US friend (top15%)

US friend (top15%) x
Breaches

US friend (top15%) x
Election

US friend (t-1)

US friend (t-1) x
Breaches

US friend (t-1) x
Election

G5 friend (t-2)

G5 friend (t-2) x
Breaches

G5 friend (t-2) x
Election

0.488*  1.829**  0.105
(0.257)  (0.582)  (0.266)
-0.318*
(0.144)
1.878*
(0.909)
0.522%%*
(0.154)

2.379%
(0.970)
-0.370

(0.229)

-0.218
(0.307)

2.560%*
(0.972)
0.763%+
(0.293)

2.139%+
(0.588)
-0.302*
(0.168)

0.125
(0.371)

2.091*
(0.880)
0.698+
(0.115)

2,521+
(0.425)
-0.403*+
(0.156)

0.266
(0.163)

2,057+
(0.680)

Controls

Baseline Baseline Baseline Baseline

Baseline

Baseline  Baseline

Baseline

Baseline  Baseline

Baseline

Baseline

Observations
Pseudo Rsquared

259
0.237

259
0.288

259
0.252

259
0.236

259
0.274

259
0.256

229
0.309

229
0.344

229
0.328

259
0.240

259
0.297

259
0.256

Note: dependent variable indicates an improved debt rating through overruling; conditional logistic regressions that control

for region fixed effects; reported are the

coefficient estimates of the regressions; standarderrors, robust to clustering at the region level, in parentheses. Baseline controls include: Breaches, CPIA, Mechanical
Rating: High, GDP per capita (In, t-1), GDP growth (t-1), Population (In, t-1). All regressions include year fixed effects. Significancelevels: * p<.10, ** p<.05, *** p<.01
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2.4.5 Extension: Testing Manipulation of Projections: Density Discontinuity

The projections of debt levels underlying the DSF are based on a standardized econometric
framework. Nevertheless, IMF and World Bank economists have several degrees of freedom
as to how this framework is applied: minor changes in assumptions concerning, e.g., the
expected growth rate, can substantially affect the number of threshold breaches. During our
background research, staff thus suggested that biases could not only be present in decisions to
override the mechanical rating, but also in the projections underlying the mechanical rating.
We argue that if such manipulation took place it would be reasonable to expect bunching of
projections just below the relevant threshold. In other words, the density of a variable

=ptt,
measuring the difference between projections p and relevant thresholds t would be low for
values just above zero and high for values just below zero.
To test this hypothesis we rely on manipulation testing in a regression discontinuity design ¢
an idea introduced by McCrary (2008) We employ a nonparametric test for a discontinuity in
the density of  at the threshold (in our case zero). Specifically, we use the manipulation test
developed by Cattaneo et al. (2016a, 2016h)which is based on a local polynomial density
estimator that does not require pre-binning the data (see also Calonico et al., 2014)This choice

allows us to take a purely data-driven approach to estimating the density near the cutoff and

Table 2.1@ Manipulation Test

Projection Observations Bandwith values p-value
(left and right of cutoff) (left and right of cutoff)

PV of debt / GDP 910; 130 6.642; 8.337 .364

PV of debt / Exports 872;168 30.894; 33.529 .088*

PV of debt / Revenue tuy ! A Qwhit wb 30.413; 35.868 .056*

Debt Service / Exports 993; 47 3.302; 3.708 410

Debt Service / Revenue tuyt Y Qwhiy wb 3.354; 3.897 .018**

Notes: regression discontinuity manipulation test using local polynomial density estimation;

p-value corresponds to a test of the null hypothesis that the density is not discontinuous;

bwUl U0wUI xOUUUWEwWPEUODPOT wUI EVwUT 1 WwEEOE P D E U ligwd
20);

significance levels: * p < .10, * p < .05
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We run this test for each of the five baseline projections (Table 2.10). In the sample of US
friends the hypothesis that the density is continuous at the cutoff can be rejected for two of the
five projection sets at the 10 percent level and for one set athe 5 percent level. For two of these
three sets of projections with potential discontinuities ( PV of debt over revenamd debt service
over revenuge however, the density estimator for values exceeding the threshold is based on
very few observations, leading to potentially unreliable results. For the projections of PV of
relevant threshold. Interestingly, this indicator is the one that exceeds the threshold most often
and seems to have the strongest informative content among the five, since it signaled the risk

of debt distress in about 80 percent of all high-risk cases.

Figure2.2t Testing Manipulation of Projections

015

01
1

Density

005

0

T T T T 1
-100 -50 0 50 100
Difference between projection and threshold (PV/exports)

Note: The graph is a histogram of a variable that measures the difference between

the respectively relevant threshold. It visualizes the discontinuity of the density

around 0 that the manipulation test (Table 2.10)reports.
Figure 2.2 shows the histogram of . for PV of debt over export&hose particular shape around
zero is consistent with the hypothesis of bunching just below the relevant thresholds.
Nevertheless, we find the evidence too weak to reliably exclude the possibility that this
distribution of projections around the threshol ds came about by chance. In sum, as we can

only reject the null hypothesis at the 10 percent level for one of the five tests, we do not
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interpret this as definitive evidence for manipulation of projections. With reference to our
main research question, however, we note that the size of the biases we find is, if anything, a
lower bound as there is both anecdotal and weak statistical evidence that these biases also

affect the estimation of projections and not only the decision to override the mechanical ratin g.

2.5 Conclusion

Political interests and bureaucratic incentives influence the decision-making of international

financial institutions. While our findings confirm previous research that has documented such

biases, our approach and data allow us to reveal evidence on the specifics of how these biases

operate. Our results suggest that theroom for discretioembedded in the technocratic rules that

aim to ensure objectivity enables political interests and bureaucratic incentives to influence

(and bias) the decidon-making of IFls. We find that the influence of political interests is

stronger when formal rules are less clear-cut. This evidence supports scholars claiming that

?DO0i OUOEOwWT OYI UOEOEIT » WEGEW?2UOPUDPUUI OwUUOIT U? wbOuwE
stakeholders to intervene in their decision-making (Kilby 2013a; Koremenos 2013; Stone 2011)

In the particular empirical setting we consider, we find that the assessments under the World

| EOOZ UWEOGE wWUT T w(, %z Uw# 1 E U w2 -htbiuechudtbes| Driieilyiaal%U E O1 b C
that provides these countries with such debt risk ratings | are not free o bias. Both the

T1 OxOOPUPEEOWHOUT Ul UOUwWOIT wOTT woOdUl ECPAEUDPOOUZ WOE
appear to be reflected in the ratings. These countries, however, have a strong and legitimate

interest in unbiased and objective assessments of th& debt sustainability.

These biased ratings might misguide the lending decisions of various| public and private |

creditors and could thus entail adverse economic effects. The use of discretion may also,

however, reduce the number of false alarms. Assessingthe actual presence and extent of

positive and negative economic effects is complicated by a number of identification challenges.

First and foremost, the fact that the rating per seaffects future economic and financing

conditions makes future debt sustainability endogenous. Absent such an assessment and a

discussion of the potential benefits of the use of discretion, our results point to some potential

costs of discretion, but do not provide a normative statement of the trade -off between rules

and discretion. We leave this exercise for future research.
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2.6 Appendices to Chapter 2

2.6.1 Appendix 2.A: Relevance of the DSF

Table 2.1% Effect of DSF Rk Ratings on World Bank énding

(1) (2) (3)
Moderate Risk -0.010* -0.015*** -0.020%**
(0.005) (0.005) (0.007)
High Risk -0.011 -0.023*** -0.023**
(0.007) (0.008) (0.011)
GDP/capita (In) -0.007 -0.005
(0.004) (0.004)
GDP growth -0.002** -0.002**
(0.001) (0.001)
Population (In) -0.005%** -0.005**
(0.002) (0.002)
Mechanical Rating: Moderate Risk 0.012
(0.007)
Mechanical Rating: High Risk 0.004
(0.010)
Year FE Yes Yes Yes
Region FE Yes Yes Yes
Observations 347 344 341
R-squared 0.155 0.226 0.238

Notes: OLS fixed effects regressions, dependent variable is World Bank lending (%GDP)in
year t+1; robust standard errors in parentheses; significance levels: * p<.10, ** p<.05, *** p<.0
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2.6.2 Appendix 2.B: Variables

Table2.12¢ Data Sources and &scriptiveStatistics

Variable Obs. Mean  S.D. Min Max Source and Description

Breaches 367 7.79 1283 0 85.56  IMF DSF Dataset;
percentage of breached debt thresholds

CPIA 364 3.37 0.43 2.43 4.36 IMF DSF Dataset;
Country Policy and Institutional Assessment

Current Account Balance 370 -0.09 0.12 -0.55 0.43 IMF (2016d),

(%GDP, 1) balance on current account(%GDP)

Debt/GNI (t-1) 353 4191 34.23 4.29 457.8  World Bank (World Bank 2016b);
external debt stocks (% of GNI)

DELF to US 370 0.8 0.15 0.52 1 Kolo (2012);
distance adjusted ethno-linguistic f ractionalization index (DELF)

DSF rating improved 367 0.23 0.42 0 1 IMF DSF Dataset;
indicator = 1 if mechanical risk rating is higher than official rating

Election 370 0.23 0.42 0 1 Beck et al.(2001) updated with information on election dates from
Wikipedia; indicator = 1 if legislative or executive election took place in
year t

Election (6 months later) 370 0.15 0.36 0 1 Beck et al.(2001) updated with information on election dates from
Wikipedia; indicator = 1 if legislative or executive election took place in
the six months following the publication of the DSA

Error in IMF Growth 358 0.39 3.93 -9.17 34.33 IMF (2016d)different vintages;

Forecasts Growth rate projection for year t done in year t-1, minus actual GDP
growth in year t

GDP growth (t-1) 368 4.84 4.85 -37.01 21.02  World Bank (World Bank 2016b);
growth of GDP

GDP per capita (In, t-1) 366 7.02 0.82 5.37 8.99 World Bank (World Bank 2016b);

natural logarithm of GDP per capita in constant 2005 US$:

10¢€



Variable Obs. Mean  S.D. Min Max Source and description

HIPC (DP) 370 0.54 0.5 0 1 IMF DSF Dataset;
indicator = 1 if country participated in the heavily indebted poor
EOUOUUDPI UwbODUPEUDYI wEOEWUI EET I E wl

IMF program 370 0.53 0.5 0 1 IMF (2016b)
indicator = 1 if IMF program in place in year t for at least 1 month
Mechanical Rating: High 367 0.34 0.48 0 1 IMF DSF Dataset;
POEPEEUOU WA whvwbi wdl ET EOPEEOwWUDUOWI
Mechanical Rating: Risk 369 0.22 0.41 0 1 IMF DSF Dataset;
Increased indicator = 1 if mechanical risk rating higher than mechanical risk rating
POWEOUOUUazUwxUI YPOUUW# 2
Natural Resources 359 13.41 14.16 0.03 67.52  World Bank (World Bank 2016b);
(%GDP, t-1) total rents from natural resources (% of GDP)
Population (In, t-1) 370 15.52 1.92 9.2 18.99  World Bank (World Bank 2016b);
natural logarithm of total population
Reserves/Debt (t1) 352 60.27 50.28 3.39 431.49 World Bank (World Bank 2016b);
total reserves in % of total external debt
Sovereign Bonds 370 0.06 0.25 0 1 Bloomberg;
indicator = 1 if country issued sovereign bonds
US aid (%GDP, t1) 369 0.02 0.09 0 0.8 USAID (2016}
total US foreign (economic and military) assistance (%GDP)
Us friend (t-2) 274 0.19 0.39 0 1 Bailey et al. (2017);

indicator = 1 if UNGA voting ideal point distance to the United States is
in the bottom quintile of the distribution in the sample

US banks (%GDP, t1) 366 0.02 0.08 0 0.82 BIS(2016)
foreign claims by BIS reporting US banks (%GDP), immediate borrower
basis
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3 Stigma or Cushion? IMF Programs and
Sovereign Creditworthiness

Note: This paper is co-authored with Kai Gehring. An earlier version of it is available as ETH and University of
Zurich CIS Working Paper No. 98018)
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3.1 Introduction

In the early 2000s, the International Monetary Fund (IMF) was widely considered to be in

terminal decline (Dieter 2006). The demand for its loan programs at a record low, the IMF

2015) The 2008 global financial crisis and the ensuing sovereign debt crises, however, re

] UUEEOPUT |1 EwUT 1 WEUUEPEOQwWUOOT wUT E0wUT T w(, %wx OEa Uw
commitments reaching new all-time highs in 2010, pressing questions alput the role and
ITTTTEUDYI Ol UUWOI wUOTT w?200U00wx0OpkI1 Ui(Sicdawepa,Uyed OEUD OC
emerge.

61 WUEOI wUI PUwUT UUUTT OET woOil wUT 1 uoh to vezevhiuate hdnE D OT wWE E
successful the IMF is in achieving one of its core mandates, namely to help countries overcome
balance-of-payments problems. As these problems usually manifest themselves in both the

government and private companies facing severe limitations in access to foreign capital, we

i OECUwOOwWUIT UUOUDPOT WOEUOTI UWEOGEWDHPOYI UULOUWEOGOI PET O
UUEET UUB w6l WEOOUPETI UwUT PUWEOQwWUUTT OUwUEUOwWIi OUwI
widespread engagement (see Figure3tuA WE UU WEOQUOWET EEUVUUT wOT 1T w( , %z Uwl

I EUwUI ET OUOawET 1 OwgUl UUPOOI EwbOwx OOPEawWEDUEOI Ub w
of Fund resources triggering adverse market reactions, countries are often hesitant to enter

IMF programs and question their benefits (Andone and Scheubel 2017; IMF 2017)Probably

not least due to the alleged decline of the IMF ¢ but also because of the empirial challenges

associated with assessing its effectivenesd economists so far have no clear answer to this.

We begin our analysis of this question by illustrating the problem of endogenous selection into

IMF programs. To measure market confidence inacoundUa z UwE Ul E b Uuséanlbtyeé  O1 UUO
monthly panel data set of sovereign credit ratings from different US and Non -US agencies as

well as assessments from professional investors. Combined with start dates of IMF programs,

these data unambiguously indicate that countries typically sign IMF agreements while their
creditworthiness is in severe decline. The fact that countries tend to experience economic crises

and negative trends in their main economic fundamentals when IMF programs begin, results

in a substantial negative selection effect that biasesdownwards EOa wi UUDPOEUT UwoOi wU

effect on creditworthiness (and related measures)that do not adequately account for this.
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Figure3.1¢ IMF Lending 19732013

Share of years
with IMF program

[ Inever

> 0%-10%
[ 1>10% - 20%
[>20% - 30%
B > 30% - 40%
M > 40% - 50%
M > 50%

Note: Number in parentheses indicates shareof years with an active IMF program in the 1973-2013 period.
Source: Dreher (2006, updated)

We apply multiple empirical approaches to circumvent this endogeneity problem. Our main

identification strategy is based on an instrumental variable (IV) that combines temporal
YEUPEUDPOOWDOWUT T w( ,-%i DLDOCGH®EYDEUPDDO ERNOWEWE OUC
of participating in an IMF program (see chapter 48 w31 1T w(, %z UwOPGUPEPUawY
because of an institutional rule that requires the IMF to review the financial contributions of

its meOET UUw p? QUOUEU? Awl YI Vawi DYl wal EUVWEOEWEUWEW
repayments. For identification, we exploit the finding that the IMF tends to expand its regular

clientele in years in which its liquidity is higher, so that countries with an i nitially lower

participation probability are more likely to receive a program in these years.

Using annualized panel data for a maximum of 100 countries over the 1987-2013 period, we

find that the simple correlation of IMF programs with sovereign ratings is strongly negative.

As one would expect in the presence of a downward bias, the OLS coefficient, while remaining

negative, moves increasingly close to zero when conditioning step-by-step on country and

year fixed effects as well as lagged macroeconomic ad political controls. We then show that

the remaining small, negative relationship turns statistically insignificant (and positive) when

switching to the IV approach. This pattern emerges irrespective of whether we focus on ratings

issued by Standard & PoO Uz UOw, OOE a z U w QUSustt bgericiesibasedin@urép® O

and Asia or when employing assessments byInstitutional Investors which are based on surveys

among professional investors and analysts at banks, money management and securities

companies.
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When turning to the mechanisms, we find that the absence of a significant aggregate effect

masks important underlying dynamics. Our evidence suggests that the economic adjustments

under IMF programs substantially reduce economic growth in the short run. G iven that both

official rating agency methods and empirical evidence show that ratings are directly

(positively) influenced by GDP and growth, these contractionary effects would usually result

in lower credit ratings. The fact that they are not affected suggests that IMF programs have a

positive signaling effeétw3 T PUwUDT OEOwp? Ul EQwOl wExxUOYEO? AwEUI
EOUOUUVUazUwi U0UUTI wxOOPEaAawWxEUT wEQEW?PEUUT POOU2 wUOT |
undergoing such contractionary adjus tments would usually suffer from.

61 WEOUUOEOUEUI wUT PUwUIl UOOU0wHPOwUT Ul Tl wpEaUOw®»DUU
problems reveal that when controlling for GDP dynamics, the conditional effect of IMF

programs becomes substantially positive and statistically significant; IMF -induced GDP

contractions, on the other hand, do not seem to significantly affect credit ratings. Second, we

use the data on credit ratings at a monthly frequency and information on the exact date of IMF

agreements, and isolatevariation within individual country -year observations with the help

of country-times-year fixed effects. Eventbased specfications then show that ratings

deteriorate before IMF agreements, but begin to improve in the month after the programs start.

We argue that these immediate improvements cannot plausibly be attributed to the success of

economic adjustments and political reforms but only to a positive signaling effect. Third, we
EOOEVUEUwWEwWUaUU]l OEUPEwWUI ROWEOEOaAUPUwWOI wUUEUIT 01 60C
ratings available on the news databaseDow Jones FactivaDut of 117 statementsfrom rating

agencies that mention the IMF, 84 indicate a posiive influence of an active IMF program on

their assessment while only one mentions a negative influence. A majority of these statements

refer to the anticipated positive effects on investor confidence of policy reforms implemented

as part of the programs.

In the remainder of this paper, we first examine theoretical expectations regarding potential

mechanisms based on the existing literature in section 3.2. Section 3.3 presents our

identification strategies and data. We report and discuss the empirical results in section 3.4.

Section 3.5 concludes this chapter.

112



3.2 Potential Channels and Existing Literature

SOwbOEUI EUIl wEUI EPUPOUUT POT UUOW(, %wxUOT UEOQUWOI 1 E
2EEDOPUAWEQOEwWPDOODOT O UU WO w B ueBI B0 Wliub@dugl wloiudE G
P2 UEOEEUEWE OE w/ OO0 Uzdetual. 3009 Tomzltahd Wiight200Q)wve & dhd®that

it is helpful to differentiate between two main channels. First, we define adjustment effectas

effects on ratings that are consequences of shortU1 UOWET EQT 1 UwbOwUT T weEOUOUU
political fundamentals under IMF programs. Second, we consider signaling effectas changes
POwWUEUDPOT UWEEUUI EwEawUI I wubl OE O palick pat Ghatuhe T 1 w E OU
presence of an IMF program sends to credit rating agencies and investors. As we build on this

conceptual separation when empirically analyzing the channels driving the effects we find,

we discuss theoretical considerations and existing evidence on both channels in the following.

3.2.1 Adjustment Effects

Consider adjustment | i T EOUwi PUUUS6w wUOYI UI BT Oz UwEUI EPUPOUL
PUwoOOUUwWwUUUOOT OawbOi OUI OEl EwEaAawUl 1T wEOGUOUUazUwI §
empirical literature on the determinants of ratings, gross domestic product (GDP) per capi ta,

GDP growth, inflation, and external debt are found to be robust predictors (Afonso 2003;

Cantor and Packer 1996; Fuchs and Gething 2017; Hill, Brooks, and Faff 2010) Several political

indicators like the political regime type, partisanship, and the rule of law have also been found

to correlate with rating outcomes (Archer, Biglaiser, and DeRouen 2007) Together, these

variables explain a large share of the variance in sovereign ratings. These results in the

scholarly literature are in line with official rating manuals, which agencies publish to comply

with regulatory standards.

The previous literature on the IMF examines several of these key determinants of
creditworthiness as the outcomes of IMF programs (for reviews of this literature see Dreher

and Lang 2016; Steinwand and Stone 2008)To the extent that IMF programs affect such

outcomes, they influence creditworthiness via the adjustmentchannel. In terms of economic
fundamentals, the focus of many such studies has been on economic gowth. While some

studies find a positive (Bas and Stone 2014) or insignificant (Atoyan and Conway 2006)

relationship between IMF programs and growth, the majority of empirical studies suggest

negative immediate effects (Barro and Lee 2005; Dreher 200B; Easterly 2005; Marchesi and

Sirtori 2011; Przeworkski and Vreeland 2000) Beyond growth, monetary stability, debt
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management and the containment of external arrears are key goals of IMF programs
(Kentikelenis, Stubbs, and King 2016) IMF programs are assciated to reduced inflation and
monetary growth, less risk of currency crises and banking crises, and improved market
performance of banks (Dreher and Walter 2010; Papi, Presbitero, and Zazzaro 2015; Steinwand
and Stone 2008)

In addition to these economic effects, IMF programs also appear to affect political outcomes.
Several scholars link IMF programs to political instability and suggest that they increase the
risk of civil war onset (Hartzell et al. 2010X O wE O U xQakper®@1 ¥ Bhd government crises
(Dreher and Gassebener2012) One explanation for these politically destabilizing effects of
IMF programs is that the burdens of economic adjustments under IMF programs are often
distributed unequally (chapter 4; Vreeland 2002)

In sum, the existing evidence suggests some positive adjustment effects regarding financial
and monetary indicators, but mostly negative adjustments regarding reduced growth and
political instability. It is thus an open empirical question as to whether the immediate
implementation of adjustment policies resulting from IMF interventions leads to
improvements or deteriorations in creditworthiness. Before we turn to testing this empirically,

we distinguish these adjustmenteffects from signalingeffects.

3.2.2 Signaling Effects

Sovereign credit ratings, as assessments of a future default probability, are based not only on

PDOi OUOEUPOOWEEOUUWEWEOUOUUazUwWEUUUI OUwl EOOOODPE
I BxI EUEUDPOOUWOI wUI T wEOUOUU a z Ualrind)2017)J Asueéohovhic OO x O1 O
indicators like GDP and inflation are imperfect and noisy measures, it is rational for investors

and rating agencies to use other signals to infer information and adapt their assessment. Any

signal that gives an indication about tT 1 WEOUOUUazUwi U0OUUI wxOOPEawxE
expectation. IMF programs can plausibly serve as such a signal.

On the one hand, they could i UOE UD OO wE U w E w ARblakE 109 ) Thairtnd #s8liO Y E 02 w
EOEPOUWUT EQw? (, %wdushionthat @dsés theladjusimen Bdlicie€and reforms

Ul ECOWEWEOUOUUAWOUUUWOEOT wlUOwWE OU WMRE20168) enpoasiss OE OE T
added). Accordingly, the provided liquidity is intended to enable a period of IMF -approved
EENUUUOI OUUB w( OwEEEDUD OO O w UStdnau2e2)ivEthe BrindincedO1 OE w E

reforms, and function as a commitment device to overcome time consistency problems (Dreher

114



2009a)153 OwUT | wl RUTI O0wWUT EVwWUT T w(, %wET Ul 1 UwUOWEUUEOT I
policy agenda, its engagement dso indicates reform quality (Dreher 2009a; Marchesi and

Thomas 19999 w %OUwUT T Ul wUT EUOOUOWUT T wuUOEzUwIl 61 ET 1T O1 C
abOUUwUOT T wUl I OUOUzZwi i i T ECUwOOwWUUUUE EMarE®920@;,0 a wE OE
Mody and Saravia 2006;Corsetti et al. 2006; Morris and Shin 2006)!16

On the other hand, IMF programs may convey negative information (Andone and Scheubel

2017; Bas and Stone 2014; Ito 2012)f IMF programs are perceived as indicating that the
EOUOUUa z Whuoblenddiento® Ee@ere than official indicators suggest, they can act as a

negative signal. The IMF (2014a)itself, for instance, is worried that countries under its loan

x UOT UE OU wE E U Gs2auasaReibharbdndEebasch 2015)0ur background research

countries indeed hesitated to sign Fund agreements out of fear of such a stigma?'”In a recent

statement on lending reforms the IMF (2017)UUEUT Uo w? ZE¢ wOl awOENT EUDPYIT wl
OOwUI EVUET wOT 1T wx! UEI BDYT EwUUDPT OEwOi wEOUUOPDPOT wi UOC

3.2.3 Issues with the Existing Evidence

Existing empirical studies linking IMF programs with creditworthiness have produced
inconsistent results. We argue that issues with the proxies used as outcome variables and with
accounting for selection bias are likely to be behind this inconsistency.118
wi BUUOwWUT OwoOi wU U § Efadt hunflo Bf@iBeteht Winds 6f tapital,, mdstly
foreign direct investment (FDI). In an early review, Bird and Rowlands (2002)conclude that
the empirical literature suggests that IMF programs reduceE OUOUUDPI Uz wEEET § UwUOwWE
In the following, some studies found a negative effect (Bird and Rowlands 2009; Edwards 2006;

Jensen 2004)insignificant results (Rowlands 2001)or evidence for a (conditionally) positive

115 This conjecture is in line with the literature on the effects of membership in international organizations more
broadly (Dreher and Lang 2016. Membership in international organizations can improve borrowing cond itions
and increase inflows of foreign capital (Dreher, Mikosch, and Voigt 2015; Dreher and Voigt 2011; Gray 2009; 2013)
116 An additional signaling effect of IMF programs discussed in the literature is the creditor moral hazard problem.
The IMF could lead creditors to increase investments in government bonds of program countries because they
EOUDPEDXxEUI w(, %wEBH200O0U&BUUT wUpUUl a wEOOEOUET Uwll EQwOT 1 Ul wE
not separately examining this aspect, as we are only interested in whether the IMF helps countries to restore
creditworthiness, one way or the other.

117 Multiple conversations with several IMF employees in the period between November 2016 and November 2017.
18 Steinwand and Stone (2008)and Bauer et al. (2012) reach the same conclusion in their literature reviews. We refer
the reader to these studies for a more detailed overview of this literature.
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effect on FDI inflows (Bauer, Cruz, and Graham 2012; Biglaiser and DeRouen 2010; Woo 2013)
Jorra (2012) uses an indicator for sovereign default and finds an increased probability of
default as a consequence of IMF lending. OOUT | UwUl OwOl wUUUEDP]I Uwi REODPO
government bond spreads. Among these, Mody and Saravia (2006)and Eichengreen, Kletzer,
and Mody (2006)find lower bond spreads in IMF program countries. 1°Chapman et al. (2015)
report that implementing an IMF program is associated with higher bond spreads, but find
that the size of the IMF loan, the extent of conditionality, and the political proximity of the
program country to the United States all lead to important heterogeneities.

We argue that all of these measures come with important problems that can be avoided when
using sovereign credit ratings as a proxy for creditworthiness. Compared to FDI, ratings are a
more direct and precise proxy for creditworthiness. FDI flows are an indirect consequence of
creditworthiness but are influenced by many other factors like economic openness and, in
addition, capture only a fraction of total capital inflows. Compared to using defaults , which
are very rare events, as a proxy, ratings provide a more fine -grained assessment and go
beyond capturing only the extreme end of the wide spectrum of balance of payment problems.
Compared to bond spreads, credit ratings are available for a larger set of countries and remain
a reliable measure in times of crisis. Ratings provide a continuous measure of creditworthiness
that, unlike bond spreads, is not directly influenced by changes in general market conditions
such as shifts in demand for different asset classes (e.g., fixed income vs. equity) and risk
categories (e.g., flight into quality), and bond supply effects. If governments under IMF
programs adjust the supply of government b onds or when central banks acquire them, bond
spreads convey a biased and inaccurate picture of how investors perceive the creditworthiness
of a country. In addition, the liquidity of trading, which is crucial for the informational value

of the market price, is often low for countries in crises. In sum, bond spreads are the least
informative at the time when we are most interested in the information they convey. Ratings,
on the other hand, are at all times easily comparable across countries and over time aghey
proxy for the same latent variable in each case. To the best of our knowledge,in this literature

only Cho (2014)uses a measure that is related to credit ratings, and finds that assessments by

19 A different but related series of studies has looked at how government bond spreads react to IMF signals

regarding the likelihood of future bailouts (see footnote 116.2 OO1 wUUUEDT Uwi DOEwI YPDET OET wi OV w
I EAEUE2 wEEUUI pHIEQQUTUREEDEO W2 ET OEE]I OOWEOE W9l aitgd saddsa i Uwl Yyt
provide evidence against the argument (e.g., Noy 2008)
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Institutional Investor correlate positively with IMF programs in countries with left -wing

governments.

The second shortcoming in the literature summarized above is that most studies do not

establish causality in a convincing way. As selection into IMF programs is clearly not random,

endogeneity severely biases the estimates of analyses that do not account for thisMody and

Saravia (2006 852), the most cited study in this field, state that due to the difficulty of modeling

selection into IMFpUOT UEOQOUWE OEwi POEDPOT WEWUUDPUEEOI wbOUUUUODI
selection bias problem Uw OOUw UOGEIT UUEOI @W2) usdsiad strumend) lid) E w

x OOPUPEEOQwWxUORPOPUAwWUOOWUT T wadODPUI Ew20EUI UWEOEWEI

economic condition is plausibly related to the political preferences Ol w Ul 1T w EOUOUU
government via more direct channels.20 Chapman et al. (2015) provide instruments for the

extent of IMF conditionality an d IMF loan size, but do not instrument the presence of an IMF

program.

Most other studies in this literature address endogeneity by controlling for a range of

observable factors. As we explain in more detail in the next section, this is unlikely to remove

the entire bias and, in addition, often creates a bad control problem. In sum, the astonishing

differences in empirical results are potentially also attributable to the lack of plausible

identification strategies. The empirical approach we present in the f ollowing aims to augment

the literature in these respects.

3.3 Data and Identification

3.3.1 Dependent Variable: Sovereign Credit Ratings

UUwOEPOwxUORaAawWUOwWOI EVUUT wlOT T weul EPUP O DOT UUu
foreign-currency rating. In addition t o their aforementioned advantages over other measures
used in the previous literature, sovereign ratings possess several additional features that make

them good proxies for sovereign creditworthiness: First, Reinhart (2002)shows that ratings

predict defaults. This makes them an informative measure of creditworthiness for countries

120See chapter 4 for a detailed evaluation of different empirical strategies that have been used in the literature on

in our sample we do not fi nd the IV to be sufficiently relevant in the first stage.
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with severe payment problems, an important feature for our research question. Second,

previous studies have related ratings to changes in government bond spreads (Afonso,

Furceri, and Gomes 2012) They thus indicate the terms at which a country can access

international capital markets. Third, many investors, in particular pension funds but also

insurances and to some degree banks, are bound by internal regulations that restrict

investments to investment-grade bonds. In addition to the information effect th at bond

EUUI UUOI OUUWEOGOYIT awtoppudddl VwdHlwed0lPUWRIEBEOOWP
directly affect refinancing costs of governments. Fourth, ratings serve as a defacto ceiling for

the credit rating of private companies from the respective country (Borensztein, Cowan, and

Valenzuela 2013)EQE wi 1 OETl wEOUOWEExUUUTI wOT 1 wxUDPYEUI wUl EUC
The main criteria applied to assess sovereign bonds are to a large degree comparable across

agencies, but there are some differences (Fuchs and Gehring 2017). While our main eshations

Ul OAwOOwWUEUDPOT Uwi UOOW2UEOEEUEWEOEwW/ OOUZUwm2d/ KO
OYT UwlT 1T wOOOT T UUwxT UDOGEOwWPT WEOUOWUUIT wUEUDOT Uwi UC
differences across agencies do nodrive the results. 2L Since he three major rating agencies are

based in the US, and cultural distance between an agency and the sovereign it assesses can

influence ratings (Fuchs and Gehring 2017) we also consider ratings from agencies based

elsewhere: The variable Ratings(NorUS) captures the average of all major agencies outside

the United States22This included the Japanese agencies Japan Credit Rating (JCR) and Rating

and Investment Information (R&l), as well as the German agency Feri, the Canadian Dominion

Bond Rating Services (DBRS) and Capital Intelligence (CI) from Cyprus.

We use hand-collected information on sovereign ratings by most agencies from Bloomberg

(see Appendix 3.A, as well as Fuchs and Gehring, 2017 for details). Ratings published by Feri

and Fitch are directly from the agencies. To analyze the dynamics around IMF program starts

we use data at a monthly frequency. Our panel regressions at the yearly level use ratings at

the end of the year. All ratings are translated to a 21-point scale, assigning the highest value

A NN o~ s oz N A

i OUWE w? 2WUEUDOT OQwbi POT w?" 2 wEOEWET OOBBRUUEOUOEL

121 S&P covers most high and middle-income countries. The IMF itself ¢ jointly with the World Bank ¢ rates the risk
of debt distress under the so-called Debt Sustainability Framework (seechapter 2).
122Fijtch Rating is dual-headquartered in London, UK and New York, USA.
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3.3.2 Treatment Variable

Theexplanatory Y EUDEE Ol wOi wbOUI Ul U UMEpogran? i®dd indicat@ th&@ U > wY E U
takes the value of one if country i was under an IMF program for at least five months in year

t (as in Dreher 2006) Following the previous literature, our definition encompasses all IMF

programs under any of the following facilities: S tand-By-Arrangements (SBA), the Extended

Fund Facility (EFF), the Structural Adjustment Facility (SAF), or the Poverty Reduction and

Growth Facility (PRGF). In alternative specifications, we also use the variable IMFapproval,

which indicates only the year in which an IMF program was initially approved. To corroborate

our arguments concerning biasing factors and channels, we also use an alternative monthly

dataset in which we use information on the exact date an IMF program was approved. The
latter we coded EE Ul EwOOwWUT 1T w(, %z Uw, OO6PUOUDPOT woOi wwe OEw UU
2016¢)

3.3.3 Endogenous Selection into IMF Programs

We want to know whether the presence of an IMF program in year t in country i affects the
EOUOUUaz UwEUI EbP U wUEB.UBGUndafdntal théthodolodgit&l ishé with thi€ U w

guestion is that selection into IMF programs is obviously not random. On the contrary,

20U1 EUI E2 wEOUOUUDI UwUa x b E E O Orenteridgdrtoaprogtab JandE O wi E OO
the more severe the crisis is, the more likely it is that a country is under an IMF program. As a

consequence, simple comparisons between treated ad non-treated country -year observations

will not yield causal effects but capture the negative bias resulting from omitted variables and

reverse causality. The deteriorating economic conditions that make a country more likely to

enter an IMF programnegatiY1 Oa wEi [ 1 EOwEwWEOUOUUVUaz UwEUT EPUPOUUT
creditworthiness is thus more likely to turn to the IMF. In the following, we show why

controlling for selection -on-observables is insufficient and propose an alternative strategy.

To begin with, we use our monthly data on sovereign credit ratings and on the exact date that

countries enter into an IMF arrangement to illustrate the problem graphically. Figure 3.2 plots

the average behavior of credit ratings around IMFapprovals Specifically, on the y-axis the

figure depicts the unweighted average of the month-Ux 1 EDI PEWET YPEUDOOUwi UOO

mean credit rating in the 1990t 2013 period over all countries that received an IMF program at
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least once in this period.22% O U WwE OO WE OU & W
wl b
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Figure3.2+ Rating Dynamics Around grts of IMF Programs

Deviation from average country rating
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Note: The figure plots the unweighted mean across countries of the month-specific
El YPDEUDPOOwWI UOOwI EET wEOUOUUA z UwRWMB pedod onuh2 6 / WEUT EPUWUEC
y-ERPUBW3T 1 wOUOET UwOI wOOOUT UWEUOUBE wWUT 1T wUUEUUOWOT wlOT 1 wl
period is on the x-axis. Sample restricted to countries with at least one IMF program.
Several important observations are evident. First, credit ratings appear to capture balance-of-
payment crises well. As one would expect, countries enter into IMF agreements several
months after economic crises hit and creditworthinesUWE OO OE x Ul Ud w. OwWEYIT UET 1 O1
ratings deteriorate by about three notches in the approximately one and a halfyears preceding
OT 1 w(, %wsbddnhingES&cpnd, IMF programs start at a low point, but creditworthiness
continues to fall for several months thereafter. After about a year, ratings seem to begin
recovering. Third, this recovery process is on average rather slow: It takes several years until
creditworthiness is restored to pre-crisis levels. The figure also illustrates the problem of
endogenous selection into the treatment. Credit ratings are at a low level and in an ongoing
process of decline during the early months of IMF programs for reasons at least partly

unrelated to the IMF program itself. Given that the average IMF program in our sample lasts

for about four years (with a large variance), any simple regression of credit ratings on a

123Examining the deviation from the country mean is equivalent to using country fixed effects in a panel regression.

120



variable indicating the start or the presence of an IMF program is biased by the fact that IMF
programs typically start when ratings are already low and in further decline.
A basic model designed to estimate the effect ofIMFprogram on Rating based on controlling
for selection-on-observables looks like the following:

YOO RAKIOD O € Rl bl wHw — -; (1)
In a regression equation of this type &=ag is a vector of country-year specific observable control
variables and] and —stand for country fixed effects and year fixed effects, which control for
unobserved time-invariant country characteristics and for global shocks that affect all
countries equally. - j is the i.i.d. error term and t* indicates the value at the end of year t.
Formally, our expectations regarding endogeneity in this setting can be written as:

Qg0 O i £ A O QDD 'O 1 ¢ R giah—  QdO0 "OR 1 € Rl pds&h h— T (2)
It is natural to expect that fixed effects reduce the negative bias in this estimation: Global
business cycles could affect both creditworthiness and the demand for IMF programs and,
more importantly, typical IMF program countries tend to have time-invaria nt characteristics
that make them economically weaker, and thus less creditworthy, than the countries that do
not tend to receive such programs. Furthermore, it is plausible that country -year specific
control variables further reduce this bias because they make treatment and control groups
comparable in terms of observables. Nevertheless, such an empirical strategy is insufficient
and problematic for at least three reasons.

First, the available crosscountry panel data on macroeconomic and political fundame ntals are
unlikely to capture all information that ratings agencies, national policy -makers, and IMF staff
had available at the specific time decisions about creditworthiness and IMF participation were
made. This includes information on country -specific ecmnomic vulnerabilities or political
events that rating agencies consider when assessing creditworthiness and that decision
makers in the IMF and in national governments take into account when deciding on starting
or continuing IMF programs. Because many of these vulnerabilities and events are context
specific not all of them are comprehensively reflected in the macroeconomic and political
cross-country data that are available for a large panel of countries.

Second, even if all relevant economic and political fundamentals could be observed and
measured at the country-year level, this would not necessarily solve the problem. Most of
these indicators are available only at the yearly level and ignore the crucial dynamics within a

year. Economic and political fu ndamentals in countries that enter IMF programs are likely to
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deteriorate quicker during the year. Figure 3.2, which is based on monthly data, illustrates
this. A focus on country -year specific means of observable controls would not be able to
control for this unobserved heterogeneity between treatment and control groups.

Third, many of the control variables that in this particular setting are needed to increase the
EOOXxEUEEDPODPUa wOl wOUI EUOI OUWEOEWEOOUUOOWTI UOUXx UwEU
plausible outcomes of the treatment. As discussed above, the literature suggests that ratings
are a function of many of the same economic and political fundamentals that the IMF directly
affects. If, for instance, IMF programs increased growth and rating agencies improved their
credit assessment because of this, holding growth constant would prevent the regression from
attributing the positive effect of the IMF on creditworthiness via the growth channel. 124
Usually, it mitigates this problem to lag these var iables by one or two periods, but IMF
programs last for multiple years and there is also persistence in both ratings and
fundamentals. Lagging the values can thus mitigate but not entirely solve the problem in this
setting.125

In sum, estimation strategies that rely on controlling for selection on observables cannot
adequately address the question at hand. Ideally, we would want a mechanism that randomly
assigns countries that are on comparable trajectories to an IMF program. We approach such
an ideal assignment mechanism by employing an instrumental variable (V) that changes the
likelihood that a particular country receives a program based on factors that are exogenous to
the trajectory of this particular country. This leads to an assignment into treatment t hat is as

good-as-random.

124 To see this, make the uncontroversial assumption that té uiry equation (1) if £ PUWEwW? x OUPUDYI » wi EC
fundamental like GDP growth. If, for instance, IMF programs indeed increase growth and, thus,

Wé 0 "o i & f ¢t the OLS estimator becomes 1 h ¥ " such that

the second expression is negative and reduce$ . Hence, if we wantt to capture the effect of IMFprogramon Rating
that includes the effect that operates via changes in econonic fundamentals we must not control for = .

125 Additionally, holding < constant if IMF programs have an effect on the intermediate outcome = creates the
problem that treatment and control groups will differ in potential outcomes. The coefficient of the treatment will
compare units that are identical in &= but differ in IMFprogram If, however, the treatment affects & fthen potential
outcomes of these units will automatically differ and this coefficient will not estimate a causal effect. For more
details on this point see chapter 9 in Gelman and Hill (2007)or chapter 3.2.3 in Angrist and Pischke (2008)
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3.3.4 Identification

Our instrumental variable strategy combines spatial and temporal variation via an interaction
term. The IV is based on Lang Chapter 4) and is defined as:
06 00 "Of 1 £ &GO REMITH QY 0 QEIQO &
IMFprobabilityD UWE WEOUOUUaz Uwx UOEEEPOPUA WOl wi EYDPOT wx EUU!
defined as the share of past years that a country was under an IMF program .26 IMFliquidity
EIl OOUI UwlT FYue(U 2%y wlcrcpAUPEDPUA WUEUDOOwWET | PO EWEUWU
divided by its liquid liabilities. It is a measure of the amount of liquid resources the Fund has
available for its loan programs in a given year. The data are taken from individual IMF Annual
Reports (19732013) and from the IMF International Financial Statistics. Chapter 4 provides
further details.
To see how the instrument works, note first that variables indicating past IMF participation,
like IMFprobability, are strong predictors of present participation in IMF programs (Berger, de
Haan, and Sturm 2005; Bird, Hussain, and Joyce 2004)Based on this observation, the IV
exploits the fact that the influence of prior IMFprobability on IMFprogram participation differs
EOOCEPUPOOCEOQwWOOwWUT T w(, %ZUwOPBUPEPUAWUEUDOS W, OUI |
history is a weaker predictor of IMFprogram® Owal EUUwDPOwbki PET wOT 1 w(, %z
Figure 3.3 illustrates this relationship by plotting the marginal effects of IMFprobability on
IMFprogramconditional on the level of IMFliquidity .
Our interpretation of this finding is as follows. In years with relatively low levels of IMF
liquidity, IMF programs tend to go to countries that routinely receive these programs. During
these times, IMFprobability is thus a strong predictor of IMFprogram In years in which the
(, %z UwODPGUPEPUawWDUwWI BT T Owl OPT YT UOwWUT 1T wnUOEWEE QWE
for additional program countries beyond its more regular clientele. In line with the public
choice literature on international organizations (seeDreher and Lang 2016 for an overview),
Fund staff face bureaucratic incentives to expand its field of activities. The incentives and the

financial opportunities to do so are particularly strong when liquidity is high. 127 This is likely

126 \We start the count of years of past IMF participation in 1973 and thus 15 years before our observaton period

starts. This ensures that the variable does not fluctuate strongly from one year to the nextin the early years of the
sample. As we calculate the probability based on values from before year t, the variable is predetermined at time t.
127 This literature argues that international bureaucrats face incentives to increase their budgets, remits, staff,
relevance, and political influence and thereby contribute to the expansion of 10s in size, power and responsibilities

in an increasing number of policy areas and countries. These arguments in the scholarly literature are in line with
anecdotal evidence we gathered in personal conversations with IMF staff: Inside the IMF, there is a certain concern
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to be the explanation for why in these years, the IMF is more likely to give loans to countries
that are otherwise less frequently under an IMF program. As a consequence, the relationship
between past participation and present participation becomes weaker in years with a higher

IMF liquidity ratio, as we see in Figure 3.3.

Figure3.3 ¢ lllustrating the First-Stage Hect
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Note: The figure plots the marginal effects of IMFprobability on
IMFprogramfor varying levels of IMFliquidity . It corresponds to the first-
stage regression of our baseline IV regression, as reported in column 6
of Table 3.1.For more details see the main text (as well as chapter 4).

Our identifying assumption is that this mechanism affects loan allocation at the leve | of the
IMF, but that the isolated interaction effect (conditional on its constituent terms) is orthogonal

to other economic developments at the country-year-level. To see why we consider this
assumption to be plausible, note first that this identificatio n strategy follows a difference -in-
differences logic as in Werker, Ahmed, and Cohen (2009) andNunn and Qian (2014) As the
constituent terms forming the interaction term are controlled for, we need to assume that the

interaction term is exogenous conditional on the level of the constituent terms:

0-7000ON1 ¢ QOOINOIXIOHPSADAMA ¢ O OOV 6 QR @D ©

to lose relevance when there are only few active IMF programs. Several staff stated that the frequent re
configuration and re -labelling of Fund facilities, especially in more recent years, is, amongst others, an attempt to
make them more attractive and to increase demand for IMF programs (conversations in Washington, D.C., between
November 2016 and November 2017).
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For the exclusion restriction to be violated, unobserved variables would have to be correlated

PPUT wOT T w(, %z UwOPGUPEPUAWEOEWEI I 1 EUWEUI EPUPOUUT B
participation histories. This complex relationship is h ighly unlikely because, for one thing, the
OEPOWUOUUET UwOl wYEUPEUDPOOwWPOWUT T w(, %ZUwOPBUPEDU:
country -years. For another thing, even if unobserved country-specific determinants of
creditworthiness were correlated with the overall IMF liquidity ratio, then their effect on

country -year specific creditworthiness would, in addition, have to vary depending on the

country -year specific level of IMFprobability.

201 xUPEEOQwUI EEI UUwOE a wb OddrektatasWithegldhalleEohomic trevtds U wO D @ U
participation in IMF programs . We offer both theoretical arguments and empirical evidence

to counter such worries. TheoreticE OOa OwEwUaUUl OEUPEWEOUUI OEUDPOOWE
EOQOEWUUET wi OOEEOwI EOOOOPEwWUUI OEUwPUwWUOODOI OawEl EE
OPZGUPEPUAWPUWEOWPOUUPUUUDPOOEOWUUOT wbOwUT 1T w(, %z Ul
review the quota subscriptions of its members every five years. Following quota reviews that

xUOxOUI wbOEUI EUI UOwWOI OETl UUWEOOOPUwWOOUI wuil UOBUUEIT U
resources. The timing of the subsequent spikes in liquidity, which emerge several years after

the review, is thus plausibly exogenous to creditworthiness dynamics in individual countries.

The second source of variation in the liquidity ratio is repayments of extraordinarily large,

individual loans. While the vast majority of indiv idual repayments are too small to

large countries can make a noticeable difference. However, the timing of these transactions is

agreed upon years in advance.We consider it implausible that the predetermined repayment

schedule the Fund develops with a small number of economically large program countries is

associated with individual future creditworthiness dynamics in other countries. Yet, even if

such arelati®O OUT Dx wl RPDUUI EWEQOEwWUT T w(, %z UwOPQBUPEPUAWUE
global economic developments that affect country-year-specific assessments of
creditworthiness, then the identifying assumption would only be violated if these global

developments affected creditworthiness assessments differently in countries with different

IMF participation histories. In our view, such a heterogeneity is highly unlikely. 128

1220600 wWOT T WUEOT wOi wEOOxO1 U1 01 UUOWOOUT wUT E0wUT 1 Ul wEUT wOPOWEEE!
ratio. Liquid resources can also vary if the Fund changes the basket of currenciesUT EUwDUWEOOUPET UUw? UUI
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Empirically, we investigate correlations between the ( , %iguidity (plotted in Figure 3.4) and
global economic trends. As expected there is no substantial correlation between the liquidity
ratio and global GDP growth ( r =-.14) or the number of systemic banking crises (r =-.03). To
UUOTI wOUOwUT ECwUT 1T Ul wi OOEEOwWUUI OEVUWEOwWOOUwDhOUI UET
a way that threatens the exclusion restriction along the lines discussed above, we interact them
with IMFprobability and add these interactions as control variables in robustness tests. In
addition, we examine whether there are particular credit rating trends in sets of countries with
different levels of IMFprobability that might be correlated with time trends in IMFliquidity .
Christian and Barrett (2017)show that the findings by Nunn and Qian (2014) could be driven
by a spurious correlation between the time -varying constituent te rm of their interacted IV and
asimple time trend in their outcome variable for a set of countries with a specific level of the ir
probability measure. This is why we plot credit rating averages for countries with different

levels of IMFprobability over time in Appendix 3.F (Figure 3.7). We find no evidence for any

non-parallel trends that could threaten our exclusion restriction .12° [n additional robustness

OPZUPEWOPEEPOPUDPI Uz wUI EOOEWUOGUUET woOi wYEUPEUDPOOWPUWOT I wwuUDE
the Fund is zero in many years, its average share of the liquid liabilities is approximately 15 percent.

129 As Christian and Barrett (2017) show, a problem in Nunn and Qian (2014) arisesfrom the fact that the time series
of the time-varying constituent term of their interacted IV is remarkably similar to a simple inverse -U shaped trend
and does not vary strongly from one period to the next. As IMFliquidity exhibits no obvious similarity to any such
simple trend and is subject to several idiosyncratic shocks, it is less likely to be correlated with a similar trend in
the outcome variable. In addition, to increase the confidence that our first stage does not pick up an artefact we
run placebo regressions in which we randomize the time -varying constituent term of our instrument, IMFliquidity.
We run 1000 iterations of such regressionsbased ona randomized order of th e actual values of IMFliquidity , and
find that the resulting first -stage IV coefficients are normally distributed around zero, and that the coefficient = t-
statistics are all smaller than in the first-stage regressionbased on the actual IMFliquidity. This increases our
confidence in the mechanism driving the first -stage and suggests that it is unlikely that the 1V picks up an artefact.
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tests, which are reported below, we also use alternative definitions of all key variables and

exclude observations that could threaten the exclusion restriction. Our finding that none of

these tests changes the econometric resultdncreases our confidence in the identification
strategy.

Equipped with this IV we run 2SLS panel regressions over an unbalanced sample of 100

countries in the 1988 2013period. This gives us the first-stage equation:
00 OR 1 € QI 0E0wn | JO0 ORl £ OPORAQD O 65 (5)
along with the corresponding second-stage equation:
YOO RE R ODONT £ QI IO®D 0N £ OGN RO &> (6)
Note again that as we assume the excludability of the interaction term conditional on its two

levels and, thus, control for IMFprobability in both stages while year fixed effects absorb the

level effect of IMFliquidity . This assumption yields
000 O 1 £ Kk xa'00 Onf i £ O @b QA0 © (7).
Under the assumption that the exclusion restriction holds, the exogenous variation in

‘00 'Oni ¢ "duséd by the instrument ensures that selection on unobserved variables - j

does not bias the coefficient of interest.

3.4 Results
3.4.1 Baseline

We begin by looking at the simple correlation between the treatment variable, IMFprogram

and the S&P rating asthe outcome. Column 1 in Table 3.1 shows that the correlation is negative

with a large coefficient of -6.256. The subsequent specifications support the conjecture of a

large downward bias in the coefficient when not accounting for endogenous selection into IMF

programs. Conditioning on co untry fixed effects in column 2, plausibly eliminating an

important part of this bias, drastically decreases the point estimate in absolute terms to -1.422.

This shows that the unconditional correlation in column 1 largely picks up time -invariant

differences between countries. Unobserved global time trends that affect both credit ratings
EOQEWEOUOUUDPI Uz woODOl ODT OOE W O w (playErio Bmejer Gdlewfd O w (, %uw
endogeneity bias in this setting. We net these out by additionally including year fi xed effects

in column 3 and find that the coefficient of interest changesonly marginally.
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Before adding control variables, we restrain the sample to those countries for which all control
variables are available in column 4. This barely affects the coeffigent, showing that sample
selection depending on the availability of control variables is not a concern. The fifth
specification then adds a comprehensive set of country-year specific economic and political
controls, all lagged by one year (following Fuchs and Gehring, see Appendix 3.D for details).
The aim is to condition on the initial state in which countries enter into a year under an IMF
program and further reduce the (negative) selection bias. Consistent with this expectation, the
coefficient of interest decreases in absolute terms, but remains negative at-0.347 and
statistically significant at the five percent level. Thus, when approaching the selection problem
via conditioning on observables, we would still conclude that IMF programs have an
economically small, yet statistically significant, negative effect on creditworthiness.
-1 YT U071 Ol UUOwWEUwPIT weEUT U1 wEEOYI OwUT DPUWEOI I 1 PEDI
inability to address selection on unobservables like dynamics during the year and because of
the potential bad control problem it creates.

The next step implements our instrumental variable approach. The first stage, reported in the
bottom panel of the table, shows that the interaction term is negative and statistically
significant at the one percent level. This indicates that in high liquidity years, the potential
xUOT UEQWEOUOUUazZUwWwxEUUDPEDXxEUDPOOwWI PUUOUaA wbOw(, %wx
of receiving a program. The |V passes the underidentification test with a p -value of less than
0.001, and the KleibergenPaap (K-P) Fstatistic testing for weak identification is about 35 and
thus well above the rule of thumb of 10, as well as above the more conservative threshold of
16.66 proposed by Stock and Yogo(2005)

The second stage of this regression shows that the coefficient of interest now turns positive
with values of 0.404 and 0.197, depending on whether we choose the whole sample or the one
for which all controls are available. Both coefficients are not significant at conventional levels
with p -values of 0.648 and 0.819. In sum, the point estimates moved exactly as one woul
expect in the presence of negative selection bias, which was only partly captured by fixed
effects and conditioning on observables. Overall, we thus find no evidence for a negative IMF
xUOT UEOQwI 11T E0wOOWEWEOUOUUA z Uw Ettektibads inddate h DO1 UUO
small but positive relationship. To make sure that our strategy is valid and to shed light on the
underlying channels, we corroborate this result with alternative specifications and methods in

the subsequent sections.
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Table3.14 Basline

Estimation Method oLS OLS oLS OLS OLS v v
(2) (2) ) (4) (5) (6) (7)
IMF program -6.256 -1.422 -1.311 -1.235 -0.347 0.404 0.197

[0.525] [0.282] [0.300] [0.311] [0.168] [0.885] [0.860]
{0.000}  {0.000}  {0.000}  {0.000}  {0.039}  {0.648}  {0.819}

Country FE No Yes Yes Yes Yes Yes Yes
Year FE No No Yes Yes Yes Yes Yes
Controls No No No No Yes No No
Observations 2047 2047 2047 1347 1347 2045 1347
Adjusted R-squared 0.206 0.082 0.116 0.137 0.456

First Stage Results

IMF liquidity x IMF probability -0.458 -0.505
[0.076] [0.068]
{0.000} {0.000}
IMF probability 3.721 4.446
[0.581] [0.509]
{0.000} {0.000}

Kleibergen-Paap (K-P) underidentification LM -statistic 16.091 20.447
K-P underidentification p -value 0.000 0.000
K-P weak identification F -statistic 35.923 54.720

-OUT Uow3i 1 wEl x1 OET OU wiwng-teBnEdEe@h -oubdiay thiing by 2 @E@EFEUZEWE OEw/ OOUz U8 w2 UEOEEUVUE W UUOUUWEOUUUT Ul EwEOwW
values in curly brackets. Appendix D provides a comprehensive list of all economic and political controls added in column 5.



3.4.2 Other Rating Agencies and Institutional Investor Assessments

As a first step, we use alternative outcome variables. Analysts at S&P might have a particular
view on the effect of IMF programs that is not generally shared by other analysts and investors.
This is why in this section we substitute the S&P ratings with r atings from other agencies and
PDUI WEUUI UUOI OUUwi UOOwxUOI 1 UUPOOEOWDLOYI UUOUUGS wwnb

UT 1 wOUT T UwUPOWOENOUWET T OEDPT UwOi wiOT T w?! BT w37 UI 16
agencies are highly correlated, there ae some differences (especially in times of crisis) and we

want to be sure that these are not driving our results. Second, as cultural proximity of analysts

to rated countries has been shown to affect country ratings (Fuchs and Gehring 2017), we also

look at non-US rating agencies as their analysts come from a different cultural background.

Analysts at the USSEEUT Ew?! DT w3T UT T 2 wEQEWEOwWUOT T w(, %woOi Ul
professional backgrounds (or have worked for the respective other institution), and might thus

share a common ideological mindset that need not represent general investor sentiment.

Third, even though we argue that sovereign credit ratings are the most useful measure of a
EOUOUUazUWEUI EPUPOUUT DOT UU wi Orbassdringliftie resuitstaldE T w@ U1 U
for alternative measures. While ratings are hard-wired into investment decisions, regulations
EQOEWEOOxEQawETI EUUI UUOwWUT 1 awEUTI wOi i PEPEOOawWOEUOI U
OT 1 wl EOQI 2 wE OU OE wE ta¥e®wheré they aréndtindbihdibyregblddion. As credit

agencies have been blamed for being either too harsh or too reluctant to change ratings in crisis

periods, investors might come to different assessments. This is why we digitize and use

assessments cthected by Institutional Investoras an alternative measure of creditworthiness.

These are based on surveys among investors and analysts at banks, money management and

securities companies, and should also not be affected by bond supply side shocks. We

managed to collect data from 1987 onwards covering up to 181 countries (see Appendix3.C).

Table 3.4 presents the regressions that use these four different measures as outcome variables.

Panel A of the table replicates the OLS specification with controls (asin column 5 of Table 3.3)

and Panel B replicates the baseline IV regression (as in column 6 of Tabl&.3). In all four OLS
specifications, the coefficients of interest are negative and statistically significant. The point

estimates for Fitch is comparable0 Qw2 &6 / OwUT 1 wOOI Uwi OGublagetcfegEarezal wE O E w

bit more negative. For interpreting the regression results of Institutional Investor assessments
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note that these ratings range from 0 to 100 rather than from 0 to 21. When adjusting for these

diff erent scales, the magnitude of the coefficient in this regression ¢2.57) is thus similar to the

EOI i PEPI OUUwi OUWUEUDOT wel 1 OEDPI UWEOEwWODI UwET UPI I

the conditional correlation between IMF programs and measures of sovereign

creditworthiness is significantly negative. When turning to the IV approach, the estimates

again turn positive and statistically insignificant. This result emerges in all four specifications.

Hence, irrespective of how we measure sovereign creditworthiness, we observe the same

pattern as before: The negative association between IMF programs and creditworthiness

disappears when applying an approach that is able to control for selection on unobservables.

Contrary to widespread views in parts of the existing correlational literature and especially in

xOOPEAWEDUEOI UOwPbl wi DPOEWOOWI YPE]I OEl wi OUWEwWOI 1 EC

associated with IMF programs.

Table3.2¢ Other Assessmentsf Greditworthiness

Dependent variable is N
. , OOEas
rating/assessment by:

Fitch

Non-US
Agencies

Institutional
Investor

Panel A: OLS regressions with controls

(1) (2) (3) (4)
IMF program -0.849 -0.348 -0.810 -2.570
[0.227] [0.217] [0.302] [0.599]
{0.000} {0.109} {0.007} {0.000}
Panel B: IV regressions without controls
(5) (6) (7) (8)
IMF program 1.539 0.494 0.320 0.063
[1.357] [1.256] [0.908] [4.182]
{0.257} {0.694} {0.724} {0.988}
First stage diagnostics:
K-P underid. LM 12.588 14.771 14.032 24.923
K-P underid. p 0.000 0.000 0.000 0.000
K-P weak id. F 31.067 26.761 38.026 40.899
Observations 1210 1127 855 1912

Notes: Standard errors clustered at the country level are displayed in brackets, p-values in curly brackets. Appendix

3.D lists a comprehensive list of all economic and political controls.
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3.4.3 Robustness

Before we turn to alternative empirical methods and to examining channels, we further

examine the robustness of this baseline result. First, we want to address potential concerns

regarding any of the two constituent terms forming our interaction instrument and aim to

enhance the plausibility of the exclusion restriction. Second, we test whether our findings are

driven by certain time periods or particular countries. Third, we apply an alternative definition

of our treatment variable. In addition to these ro bustness exercises focusing on the baseline

analysis, we also apply an alternative identification strategy that exploits variation at the

monthly level. We report the results of these analyses in Appendix 3.F and describe them

below.

With regard to the fir st component of the instrumental variable, IMFprobability, we take as an

alternative a time-invariant, country -specific measure instead of the cumulative, time-variant

probability. This makes IMFprobability multicollinear with the year fixed effects. Takin g all

observations in the sample period into account considers observations from periods t+1, t+2,

0 to compute the probability in t, and thus uses information from the future to explain the

present. Although we regard this as conceptually problematic, col umn 1 in Table 3.4 shows

that the estimates are virtually unchanged by this modification. The interaction term in the

first stage is of almost the exact same size, showing that the relationship we exploit for

identification does not depend on how a country 7 Uw x UOEEEDPOPUaw Ol wxEUUD
programs is defined. The significance of the IV, the K-P Fstatistic, and the second stage point

estimate are also very similar, as compared to the baseline.

Regarding the second component of the instrument, some readers might, as discussed above,

gUT UUPOOWUTT wiROTT Ol PUAWOT wUOTT w(, zUwOPGUPEDPUAa U
T1 01l UEOQWEUI wUOEEOI wUOwUDT OPi PEEOUOGawbOIi OUI OET wUl
repaid extraordinarily large tranches of extraordinarily large IMF loans in some years. While

the repayment schedule of Fund resources is usually developed years in advance, we stillwant

to exclude the possibility that such events could lead to a correlation between the liquidity and

country -year specific economic fundamentals unrelated to the presence of an IMF program.

While this would only threaten the exclusion restriction if this relationship depended on the

EOUOUUa z iME@dbabilitowe Gtill want to be cautious and exclude the country -year

A N N~ Az
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five percent of country-a 1 EUWOEUI UYEUDPOOUwPHDUT wUOT T wOEUTT U0 wW?
column 3 excludes all observations from countries in which s uch relatively large repurchases
have taken place. Neither of these regressions yields substantially different results, indicating
that individual repurchases in general t including the extraordinarily large ones ¢ do not
threaten the exclusion restriction .130

Even if we acceptU T 1 w (liquidiy @subeing plausibly exogenous, the exclusion restriction
POUOEWEI wYPOOEUI EwbPi woOUIT T Uwi OOEEOw UUI OEUwW EOGUU
creditworthiness with different past probabilities of receiving a program in a heterogeneous
way. We consider such a relationship unlikely in particular because we find no time trends in
credit ratings across countries with different levels of IMF probabilities that are correlated with
OT 1 w(, %z Vurbededs hBdnD &viedice of a correlation between relevant global trends
such as global growth rates or the number of crises and the IMF liquidity ratio. T o nevertheless
examine this potential threat further, we interact global GDP growth and the number of
banking crises with the country -specific probability and include these terms as control
variables in column 4. The fact that neither the relevance of the IV in the first stage nor the
statistics are affected provides support for our approach. The result that the point estimate in
the second stage barely changes further indicates that violations of the exclusion restriction
are unlikely.

In regards to the second concern that certain countries or periods could drive the results,
column 5 omits the years following the glo bal financial crisis (GFC) and column 6 excludes all
countries that were members of the Eurozone in yeart. Arguably, the IMF programs that were
implemented in Eurozone countries in the aftermath of the GFC were atypical. First, the IMF
designed them jointly with European Union (EU) institutions. Second, default risks in
Eurozone countries are potentially assessed differently than in other countries because signals
from EU institutions and other EU member states will be taken into account. As columns 5
and 6 show, these restrictions to our sample do not significantly affect our results. The
coefficient on IMFprogramis again positive and statistically insignificant.

Next, we redefine our treatment variable and use the binary variable IMFapproval as an

alternative in column 7. This variable indicates only the year in which an agreement with the

130 Using only the amount of liquid resources (and thus only the numerator of the liquidity ratio) as the second
component of the IV instrument also yields a very similar result.
131 see: the above discussion in section 3.3.4; Figure 3.7 in Appendix 3.F; Christian and Barrett (2017).
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IMF was reached and is set to zero for all other years, including the years during which an
IMF program was still in place. Again, we observe a significantly negative O LS coefficient (not
shown), which turns positive and insignificant when accounting for endogeneity via our IV
strategy (column 7). This is important in two ways. First, it is reassuring that our instrumental
variable approach also works for the approval of programs. Second, this allows us to compare
the IV-based country-year level results more directly with the following results. These are

based on an alternative dataset and an alternative identification strategy.

3.4.4 An Alternative ldentification Strategy

Soil EUOQwPI wi EYT wOUI EWEEUVUEWEOwWOT T wal EUOCGa wOIl YI OOWEI ¢
which was needed for the construction of the 1V, is only available on an annual basis. For both
credit ratings and IMF programs, however, we were able to collect data at a finer-grained level.
The variation of these higher-frequency data allows us to apply an alternative method, which

¢ like our IV approach { is able to control for selection on unobservables. The identifying
assumption it is based on, however, is mompletely different.

In these regressions, which are based on data at the monthly level, our dependent variable is
the S&P rating at the end of month m. The treatment variable is the country-month specific
variable IMFagreementm, indicating the month in which an IMF program was agreed upon.
We employ an event-time specification and add IMFagreementn, as well as 11 lags (indicated
by 1) and leads (indicated by -1) of it. The monthly frequency of these data allows us to include
month fixed effects ( ) and, crucially, country -times-year fixed effects (denoted as—; ). This

means that in the most conservative specification based on these data we estimate:
YOO RE Q I 00 "0l QR Q&0 -k U]

Conceptually, the demeaning implemented by this fixed effect estimator is equivalent to
controlling for all potentially biasing factors at the country -year level. The only variation that
remains are the dynamics within country -years and we thus compare ratings in different
months within the same country -year observation. Accordingly, the coefficients 1 estimate
the extent to which the rating in the months around the start of an IMF program deviated from

the mean rating of country i in year t.
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Figure3.5¢ Eventbaseddentification
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Note: The figure plots the coefficients of different lags and leads of IMF agreemenin a
regression of monthly S&P ratings. See regression equation 8.

Figure 3.5 illustrates the results of this regression by plotting all ¢ oefficientst and smoothed
confidence intervals.:32 We discuss these coefficients ins ET U O O O &rdet. BifstEi® theu
period between eleven months and four months before the start of an IMF program no
significant deviation from the country -year mean rating is visible. Then, starting three months
before the agreement, a negative pretrend is visible. It is interesting that this negative pre -
trend is statistically significant even though all variation between treated and non -treated
country -years is eliminated: Countries whose creditworthiness collapses during the year are
thus more likely to receive an IMF program within the next three months. This is consistent
with our conjecture that, even if all country -year specific characteristics are held constant, the
mean trajectory of treated countries still exhibits certain dynamics around the treatment start

that make the treatment more likely but are not caused by the treatment itself.

132The regression output is reported in Table 3.8 in Appendix 3.G. In this table, before we turn to the results of the

regression specified in equation 8, we first run the regression with alternative, less conservative sets of fixed effects.

These results show that the point estimates become more positive, the more biasing variation we reduce by adding

more fixed effects. Note that the idea behind plotting smoothed confidence intervals is to visualize statistical

uncertainty without setting arbitrary thresholds for p-values. (This is analogous to our choice in the main tables to

not report statistical UDT OPDi PEEOETI wEaAawOi EOUwOI w svalael thHeBholesE butdh directyOE U Uz wi O
reporting p-values.)
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Nevertheless, the regression yields an interesting pattern at the time of the treatment start. The

most negative point estimate for 1 appears in the month in which the IMF agreement is

approved (i.e., for I = 0). As soon as the pogram starts, the point estimates increase (forl > 0)

and increasingly move to zero. The trend of decreasing credit ratings goes into reverse exactly

when the IMF program starts. 133 Eight months after program approval (| = 8) the negative

deviation from the mean rating of the year is no longer statistically significant.

What does this pattern tell us? First, the negative pre-trend shows that the timing of IMF

agreements within a given country -year observation is not random; IMF programs typically

start at alow point. Second, while this negative pre -trend negatively biases the absolute values

of the coefficient estimates for the variables indicating the (post-)treatment period, they start

increasing in relative terms as soon as the IMF program starts. Even ttough IMF programs are

thus endogenously timed in spite of all country -year-specific variation being netted out, it

would be an improbable coincidence to observe that the trend reversal happens exactly after

the treatment starts if the treatment itself did not have any impact. As in the IV regressions,

UT 1 wl YPET OET wbUwUOTl UUwWwOOUWEOOUDPUUI OVwbPUT WEwW?UVUDI
UUOTTTUOwUT EQw (, %w xUOT UEOUwW UUEETI I EwDPOw?EUUT OO
sovereign creditworthiness. As changes in economic and political fundamentals (adjustment

effects) do not take effect within a month, the trend reversal can be best thought of as a

signaling effect attributed to the IMF intervention. To investigate this further, we look at the

diffe rentiation between signals and adjustments in more detail in the subsequent section.

3.4.5 Channels: Adjustment and Signaling

Our theoretical considerations distinguished two ways of how IMF interventions can influence
creditworthiness. First, as IMF programs often lead to far -reaching economic reforms they can

pOI OUI OEl wEwWEOUOUUazUwWEUI EDUPOUUUdiaeGdjustoents @ E w01 1 w
the previous literature discussed above, IMF programs were found to improve certain

economic fundamentals but were also repeatedly associated with political instability and

lower growth rates. Second, an IMF program is also a signal that affects expectations.
Independent of its actual economic effects, the mere presence of the IMF conveys information

EEOQUOwWUT 1 wgdUOUUazUwi UOUUT wxOOPEawxEUT wOOwWUT OUI u

133 N ote that our background research suggests that agencies take on average one month to update their ratings.

136



To shed light on these different channels, we investigate the short-term adjustment effects of
an IMF program on the most important economic factors determining creditworthiness in our
sample.r3* We focus on GDP per capita, the growth rate of GDP, inflation, the change in
government debt and the current account balance, as in the rating literature these are cited as
the most important predictors of sovereign credit ratings (Archer, Biglaiser, and DeRouen
2007; Cantor and Packer 1996; Hill, Brooks, and Faff 2010)We can replicate the explanatory
power of these variables in our sample. We find significant associations with S&P ratings for
all variables except the change in government debt. In a simple OLS regression of S&P ratings
the five variables explain 75 percent of the variance. In an analogous fixed-effects regression
the within -R2 equals .31 while the overall-R2 equals .74. Interestingly, most of the variation is
explained by the variables indicating level and growth rate of GDP: These two variables alone
explain 71 percent of the variation in an OLS rating regression and 27 percent of the within-
country variation in a fixed -effects regression. Having established the important role these
variables play for assessments of creditworthiness, we turn to analyzing how IMF programs
affect them.

Table 3.6 shows the results based on the baseline IV specifichon when the outcome variable
is substituted with these variables. For inflation, changes in government spending, and the
current account balance, the estimates are statistically insignificant. There is, however, a
negative effect on growth rates of GDP in the short-run. In this sample IMF programs induce
growth rates that are about four percentage points lower compared to the counterfactual. 135In
the average IMF program country (where growth rates fluctuate more than in countries that
never receive IMF programs) this is equivalent to about one standard deviation. It is thus a
large, albeit not unrealistically large effect considering previous results in the literature on this
relationship (Barro and Lee 2005, Dreher 2006) and considering also the substantibextent of
budget cuts, tax increases and other measures with potentially short-run contractionary

consequences that IMF programs typically entail. Many program countries feature a large

134 Thoroughly studying the long -term effects of IMF programs on other outcomes is beyond the scope of this paper
and deserves more attention in future research. Arguably more complex models might be needed to fully
understand these dynamics, but we want to highlight the causal direction in the short-run and some important
channels. Also note as another caveat that these outcomes are not independent of each other.

135 Note that IMF programs last for multiple years, and thus most of the country -year observations with an active
program are years in which IMF programs were already active in the year(s) before. The estimates, thus, also
includes lagged effects of previous program years.
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public sector, whose size IMF conditions often reduce (Rickard and Caraway 2018). IMF staff
recently argued that the IMF underestimated the size of the fiscal multiplier in past crises and
thus projected smaller negative effects of fiscal austerity on GDP than those that eventually
materialized (Blanchard and Leigh 2013) Many program countries also rely on debt -financed
growth in the years before they start IMF programs, and cannot maintain such growth under

a program as the IMF often sets limits on new debt (Kentikelenis, Stubbs, and King 2016)

Table3.34 Channels

Dependent Variable: GDP Inflation Change in Public Current Account

Growth Debt Balance
1) 2 3) (4)

IMF program -4.187 0.067 1.776 4,187
[1.292] [0.044] [2.265] [3.432]
{0.001} {0.129} {0.433} {0.223}

Observations 2032 1796 1840 1808

K-P underid. LM 16.098 15.983 16.397 16.637

K-P underid. p 0.000 0.000 0.000 0.000

K-P weak id. F 35.898 35.383 37.598 38.032

Note: Results are based on the baseline IV regression (Table .3, column 6), but with other dependent
variables. Standard errors clustered at the country level in brackets, p-values in curly brackets.

To sum up, the economic adjustments that crisis countries under IMF programs typically
implement lead to lower growth and no sign ificant improvements in the other major
predictors of creditworthiness. As credit ratings are a direct function of changes in GDP (as is
stated in the official manuals of all agencies), rating agencies would normally respond to such
sharp growth reductions by lowering their assessments of creditworthiness.13¢ Against this
backdrop, it is remarkable that the coefficient on IMF programs in a regression of
creditworthiness is not negative. This suggsts that IMF programs not only cause negative
economic adjustmerts that would usually lead to declining creditworthiness, but also convey

a positive signaling effect that prevents this decline leading to a net neutral effect. 31T 1 w6, %z

B EEOUEDPOT wOOwUT 1 wOEOUEOwWxUEOPUT T EwWEaAaw2UEOEEVUE Wl w/ OOUz UwEL
model. There is an economic and a political dimension, which are each composed of different factors. For each
factor the country gets assigned a grade, and the factors are summed up to a grade for the given dimension.
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presence in a program country when its growth declines appears to have a reassuring effect.
(OwoObPOl wpPUT wUOT 1T wYPI PwUT EQw(, %wxUOT UEOUwWUDT OEOw
POYI UUOUUOWOUUWUT UUOUUWUUTTIT U0wUT ECwUT BUW? UI EQwO
their level of creditworthiness even if economic adjustments cause substantial growth

reductions.

It is econometrically difficult to estimate the exact size and significance of this positive

signaling effect. Ideally, we would want to estimate the effect of IMF programs while holding

GDP growth (and other economic fundamentals) constant. So far, we have not controlled for

T UOPUT wEl EEUUIT wOi wbUUwUOOI wE U aFsuppol Hhik ch&d®:OMFU O 06 » w3
programs reduce GDP growth and growth itself is a strong predictor of ratings. GDP growth

is thus an intermediate outcome and adding it is likely to bias the estimated coefficient for the

variable indicating the presence of an IMF program. Such a regression amounts to a

comparison between treated and untreated observations for which growth is fixed. As the

treatment itself changes growth, the compared observations will necessarily differ in terms of

potential outcomes and we can thus not be sure that this regression estimatesa causal effect

of IMF programs. 137

With this caveat in mind, we turn to Table 3.4. In column 1 we report the results of the baseline

IV regression when GDP per capiteand GDP contractiof? are added as control variables. In

column 2 we add the full set of control variables described above. In both specifications, the

coefficients on IMFprogramindeed turn more positive with point estimates of 1.675 and 1.987

and become statistically significant with p -values of 0.052 and 0.009 respectively3® While for

the reasons outlined we cannot claim that these findings indicate causality, they are consistent

with interpreting the previo us results as an indication for a positive signaling effect of IMF

programs: When GDP levels and growth rates are held constant, the instrumented IMF

program indicator is positively and significantly associated with creditworthiness.

137 See the identification section, Gelman and Hill (2007) as well as Angrist and Pischke (2008) for discussions of the
bad control problem.

138\We use the variable GDP contraction defined as the additive inverse of GDP growth,to simplify the interpretation
of results in this table.

1391t is interesting that the large set of other control variables, which could also be channels, affect the coefficient
only marginally once the GDP variables are included. This supports the view that the changes in GDP are the
decisive underlying channel.
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Table3.4+ Adjustment vs. Signaling

1) (2) (3) (4) (5) (6)
IMF program 1.675 1.987
[0.862] [0.764]
{0.052} {0.009}
GDP contraction -0.115 -0.118 -0.090 -0.095
[0.028] [0.026] [0.020] [0.021]
{0.000} {0.000} {0.000} {0.000}
GDP contraction, 0.070 0.012
IMF induced [0.211] [0.148]
{0.740} {0.934}
GDP contraction, -0.121
residual of IMF induced [0.022]
{0.000}
GDP per capita (In) 6.790 4.154 6.274 4.386
[1.225] [0.886] [1.001] [0.788]
{0.000} {0.000} {0.000} {0.000}
Country and Year FE Yes Yes Yes Yes Yes Yes
Additional Controls No Yes No Yes No No
Observations 2016 1362 2132 1365 2032 2034
Adjusted R-squared 0.264 0.495
K-P underid. LM 13.314 13.199 7.775 7.775
K-Punderid. p 0.000 0.000 0.005 0.005
K-P weak id. F 26.698 24.368 11.888 11.888
Estimation by v v OLS OLS v v

-O0U0T Uow3i 1T wEl x1 OEI1 OU whrg-teBrEdeelh -aubrdney thiing by ES&R] B Caliinigs U
1-2, IMF program is instrumented by IV; in column 5-6, GDP contraction is instrumented by V.
Standard errors clustered at the country level are displayed in brackets, p-values in curly brackets.
Appendix 3.D lists all economic and political controls used for columns 2 and 4.

To increase the plausibility of this interpretation we offer another alternative test in columns

3-6. In column 3 we first replicate that GDP levels and growth rates are significantly and
positively associated with ratings. This does not change if addition al controls are added in
column 4. For the next step, we exploit our above findings. As in the IV regressions both the
first stage effect and the effect of IMF programs on growth are highly significant, we use the
IV as an instrument for GDP contractions. We thus have a source of variation in GDP growth
that is due to the presence of an IMF program and can test how such IM~induced variation
in growth affects ratings. Finding no effect would support our interpretation. We report the

result of this regression in column 5 and find that the first stage diagnostics surpass critical
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values and that there is, indeed, no statistically significant effect on ratings in the second stage.
In column 6 we additionally include the first stage residuals; they capture the v ariation in GDP
contractionghat is not explained by the IV and thus notinduced by the exogenous variation in
IMF programs we exploit for identification. We find that these residuals are associated t o
significantly lower ratings; t he part of the variation in GDP contraction that is induced by
variation in the IV is not. To be sure, this also does not prove the existence of a positive
signaling effect, but it shows the following: While GDP dynamics directly map onto ratings in
normal times, the GDP contractions induced by IMF programs have no such effect on ratings.
In our view, the most plausible explanation for this finding is that IMF programs come with a
positive signaling effect.

In sum, several pieces of econometric evidence suggest that the overall mll effect of IMF
programs on creditworthiness is a combination of a negative adjustment effect and a positive
signaling effect. First, IMF programs reduce contemporary growth rates, which are usually
strong predictors of ratings. As the net effect of IMF programs on ratings is slightly positive
and statistically indistinguishable from zero, IMF programs must have an additional, positive
effect on the creditworthiness assessment of investors and rating agencies. Second, the finding
that IMF-induced changes in growth rates leave ratings unaffected is consistent with this
interpretation. As long as growth reductions occur under an IMF program, rating agencies do
not consider them as a reason for concern. Third, the positive signaling effect becomes visible
out in this specification, the positive and statistically significant coefficient it yields is in line
with a positive signaling effect. Finally, in the event -time specification based on monthly data
and country -times-year fixed effects a clear trend reversal of credit ratings is visible at the exact
time of the program start. This provides further support for the idea that assessments of
creditworthiness respond posit ively to signals sent when countries enter IMF programs. These
UPT OEOUws EVUUT POOZzZ wUT 1T wOI T EUDYI WEENUUUOT OUwl I 11 EC
Even though all of these pieces of evidence provide empirical support for a positive signaling
effect, none of these estimates is a perfect t& of this hypothesis. Because we acknowledge the
limits of econometric estimates in this context, we test whether qualitative evidence can shed

some more light on the signaling mechanism.
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3.4.6 Qualitative Evidence

The econometric results of the previous section suggest that IMF programs send a positive

UPT OEOwUOwWUT T well OEPI UWEUUT UUDPOT wEwWEOUOUUAaz UwWEUI
POwUOl | wel 1l OEPI Uz wUl EUOODPOT Owbi wi YEOUEUI wUEUDOT wl
outlook are changed. We use theDow Jone&activadatabase for this qualitative assessment.

Initially, we study these statements in an exploratory way. (See Appendix 3.H for details and

a list of exemplary statements.) It becomes evident that rating agencies indeed often link the

(, %z Uwx U padsilivéeEpectatibAswe find many statements in which they state that they

expect that the IMF program will help the country in the near future. Examples include

statements likeo w A AP DOOwWUT T wdl bw(, %w x UO ressi@fisc@licatdg w b D OO
I RUI UBEOWPOEEOEOQOET U w28/ wOOw&&T EOEwWPOw!l Yk KOwOU L
PPOOwWUI UYT wEUWEwx OOPEaAwWEOET OUwi OUwi PUEEOWEOOUOOE
Furthermore, we noticed that several of these statements emphasizeUT 1 w( , %z UwUOOIT wb O
countries to overcome short-term liquidity problems; others emphasize the increased

likelihood of successful reform implementation. For example, with regard to Sri Lanka ,

, OOEazUwUUEW Eu auQuw 1%yuhd UOT U E O iularRasCeutena Aidudi® E U1 w 2 U
x Ul UU0UUT U682 wnOUws$T axUwlT 1 wUEOT wel 1l OEawbOwUi | wUEOD
U1l wbOx Ol Ol OUEUPOOwWOI wi PUEEOWEOEwWI EOOOOPEWUI T OU
which the liquidity aspect and/or the reform asp ect of IMF programs is emphasized.

Based on this initial inspection, we then conduct a more systematic analysis. We extract all

available articles on FactvaUUD OT wEOOWEOOEPOEUPOOUWOI wUI T wUI EU
Monetary FundO? U E 0® @10 O TO®EID | GOmuEnglish or German and in the industry

EEUI T OUa w? 1 B ove hénwselafPythdnacript to extract the paragraphs before and

after statements mention the IMF. This approach yields 117 statements. Two research

assistants then coded these &tements following a pre -defined codebook (see Appendix 3.1 for

details). The aim of this coding was, first, to distinguish negative, neutral/mixed and positive

associations between IMF programs and changes in credit ratings. Second, it also aimed to

diff erentiate between texts mentioning the liquidity aspect of IMF programs, the reform

aspect, or both. The codebook was designed to be conservative in the sense of biasing against

findings in support of our priors resulting from the econometric analysis: in case of doubt

about the association between IMF programs and the rating, the statement was categorized as
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?200WEOI EUWEUUOGEPEUDPOOwWPPUT wUEUDPOT 62w (i wPUwPEUW
liquidity or reform aspects of IMF programs, it was putin a residual category.

Figure 3.6t Text Analysis of Rating Statements

Liquidity
Reforms
Liquidity and Reforms I

Residual Category

T T T T
0 10 20 30 40 50
Number of statements

Positive association with rating
No clear association with rating
I Negative association with rating

Figure 3.6 graphically illustrates the results of this exercise. The first and most noticeable

finding is that the vast majority of statements attribute a positive effect to IMF programs. Of

A WOUUEUT 01 O0UOwOOOawdOl wUUEUIT O OUwOOU!I UwlT EV0wU
rating. For 32 statements it was not possible to conclusively determine whether the agency

considered the IMF program to have a positive or a negative effect on the rating. The second

finding is that rating agencies often link the reforms expected to materialize under IMF

programs to positive trends in credit ratings. There thus seems to be more to IMF programs

for credit agencies than just the temporary increase in liquidity they come with. It is also

ExxEUl O0wUOTl EQwOT 1 wUUEUIT Ol OUUWEEOUUwW?UI I OUOU2 wbU
exceptions positive. Statements concerning liquidity are slightly more mixed, and the residual

category, quite naturally, captures a number of neutral statements in which no clear

association could be noted. The expectation of successful reforms thus appears to be a

UPT OPI PEEOQUWXxEUOWO! wlOT T w(, %z UwxOUPUPYI wUDT OEODPOI
Overall, the text analysis is in line with the resul ts of the econometric analysis and exemplary

POwWUT T wOTl ROwUPOWUOWUT Ul 1T wal EVUWE UwEadEn@mtel 1 EwEUI
Ul T wUI 1 OUOU0wWUT OwObUUwHOwWUT T w( OUI UBEUDPOOBEOwW, 001 U
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statement in October 2015 during a period of substantial GDP contraction under multiple

EOOQOUI EUUDYIT w(, %wxUOT UEOU WD Ow4 OU Ead-6.6 perachtiini20l OUOU U a
and at -9.8 percent in 2015. Nevertheless, S&P improved its credit rating because it expected

reforms under IMF programs to enha nce sovereign creditworthiness.

Our results in their entirety suggest that this piece of anecdotal evid ence is accurately
representative of a general pattern: IMF programs, rather than coming with a stigma arouse

expectations of successful reform implementation and thereby send a positive signal that,

despite substantial economic contractions under IMF programs, cushionsassessments of

sovereign creditworthiness.

3.5 Conclusion

UwOT 1 wbOUI UOEUDOOEOWOI OEI UwOi woOE Ucbuntties td€diel OwUT 1 v
their balance-of-payments problems. Its loan programs need to restore the creditworthin ess of
countries with severely limited access to external | POEOEDPEOQwUI UOUUET U8 w( Ow
resurgence as the most important multilateral actor in the global financial system, this study
reDOYI UUDPT EUT UwUOT T w(, %z Uwl i i yoll iEhYnevDdatd dnd Bevw EET D1 Y
identification strategies. Our results highlight the econometric difficulties associated to
I REOPODOT wUOI T w(, %zUwliiTEUDPYI Ol UUOWEGEwWUUTTIT U0w
mixed results in much of the previous lit erature. Not accounting for the omitted variable bias
due to endogenous selection into IMF programs of countries with already deteriorating
economic and political conditions overstates negative consequences. This has contributed to a
situation where potent ial program countries fear a stigmaassociated with participation in IMF
programs.
Our results provide evidence against this view and paint an alternative, more nuanced picture.
The presence of the IMF does not negatively affect the creditworthiness of the program
EOUOUUaGw6BT POl WEERUUUOI OUUWUBET Uw(, %wxUOT UEOUWE
positive signal prevents creditworthiness assessments from deteriorating. IMF programs,
thus, provide a cushionthat allows program countries a transition period in which they can
implement potentially contractionary reforms without having to fear further rating

downgrades.
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While the results of our various empirical analyses are clear-cut as far as this specific
relationship is concerned, they remain silent about the long-term benefits of reforms under
IMF programs. First, the successful implementation of reforms that provide a sustainable
UOOUUDPOOwWUOwWUT 1 wEOUOUUaZzZUWUOET UOaDOT wxUOEOI OUwWEC
 EEOwUTl EQwOT T w(, %a positivedsigial td fdanédl natket dttidipants can
provide countries with important time and maneuvering room to overcome crises. This,
however, is only a precondition, not a guarantee for success.

Second, our results cannot determine the extent to which the adjustments under IMF programs
we observe are necessary and adequate for such longerm success. Not all IMF programs are
identical in terms of the policy conditions they come with (Stone 2008), and some adjustment
policies might be more effective, and less painful, than others. We consider it an important
task for future research to shed more light on this by differentiating harmful conditions from
beneficial ones. While the endogeneity of conditions would present yet another

methodological challen ge, such work could help improve the design of future IMF programs.
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3.6 Appendices to Chapter 3
3.6.1 Appendix 3.A: Construction of the Sovereign Ratings D atabase

The description of how the sovereign rating database was constructed is in most parts identical

to the part in the online appendix of Fuchs and Gehring (2017), but reprinted here for the

Ul EET Uz UwEOOYI OPI OETl B w%UET UWEOEwW&I T UDOT WEOUOwx UC
individual agencies.

Data on sovereign ratings assigned by ClI, Dagong, DBRS) " 1 Ow, OOEaz UOw1é6 ( OwWEOQE
been obtained from Bloomberg. Hence, everybody with access to Bloomberg can replicate the

dataset easily. We downloaded the data in late September 2012 in the Princeton University

Library and updated all information on June 28, 201340

The approach was the following:

(D3OWEEET UUwWUT 1 wEEUEOQuwbPT wOOT T 1T EwOOWUOWEwW! OOOOET Ul
selected areForeign Long Ternfior Cl, FC LT Sovereign Ratinger Dagong, Foreign Currency LT

Debt for DBRS, JCR, Mood 7 U w E O E w Edieig® GuE Gsiien Rtgor R&I. We followed

Il OOOOEI Ul WEGEWEOOO! EUI Ew, OOEazUwi OUl T OwEUUUI OEa
a foreign-currency debt rating to a country. We took screenshots for each page displaying

sovereign ratings.

(2) Using these screenshots, two student assistants entered the letteratings into a database.

The double-coding was used to identify and correct typing errors.

(3) The threeletter ratings were translated to numerical values according to the 21-point scale

presented in Appendix 3.B.

(4) We checked the data for potential errors, for example by examining rating changes by more

than two steps. Two obvious mistakes in the R&I data from Bloomberg have been corrected

after e-mail correspondence with UT T wET 1 OEaz UwET D1 | wEOEOaAUUOS6 wopb & w(

OOwhk w) UOT whUNNWOWEOQEWEwW?! ! ! 2 wUEUDPOT wOOwhWw- OYI OE
| YYNOwpPDbAw4 OUE &l W BT auyd GAwhnBlow) 20 Ga whuNNWOWE w? ! 2 u
ECEWBEwPEUDOT wOOw! Ww21 x0Tl OE]l UwhiNNNBS

140The ratings from Feri and Fitch have been obtained from the companies directly.
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3.6.2 Appendix 3.B: Translation of Sovereign Ratings into Numerical V alues

Table 3.8 Translation of $vereign Ratings into Numerical Mues

cl Dagong | DBRS Feri Fitch , OOEa| JCR R&l S&P | Numerical
(}(CVT/1P') CHN CAN DEU (l'igﬁ) USA JPN JPN USA seale
AAA AAA AAA AAA AAA Aaa AAA AAA AAA 21
AA+ AA+ AAH AA+ AA+ Aal AA+ AA+ AA+ 20
AA AA AA AA AA Aa2 AA AA AA 19
AA - AA - AAL AA - AA - Aa3 AA - AA - AA - 18
A+ A+ AH A+ A+ Al A+ A+ A+ 17
A A A A A A2 A A A 16
A- A- AL A- A- A3 A- A- A- 15
BBB+ BBB+ BBBH BBB+ BBB+ Baal BBB+ BBB+ BBB+ 14
BBB BBB BBB BBB BBB Baa2 BBB BBB BBB 13
BBB- BBB- BBBL BBB- BBB- Baa3 BBB- BBB- BBB- 12
BB+ BB+ BBH BB+ BB+ Bal BB+ BB+ BB+ 11
BB BB BB BB BB Ba2 BB BB BB 10
BB- BB- BBL BB- BB- Ba3 BB- BB- BB- 9
B+ B+ BH B+ B+ Bl B+ B+ B+ 8
B B B B B B2 B B B 7
B- B- BL B- B- B3 B- B- B- 6
CCC+ CCC+ CCCH CCC+ CCC+ Caal CCC+ CCC+ CCC+ 5
CCC CCC CCC CCC CCC Caa2 CCC CCC CCC 4
CCC- CCcC- CCCL CCcC- CCcC- Caa3 CCcC- CccC- CCcC- 3
cC cC cC cC CcC Ca CcC cC cC 2
C C C Cc C Cc C 1
DDD DDD DDD SD 1
DD DD DD 1
D D D D D D D D 1
RD RD 1

Sources:Rating scales from company webpages, except DBRS and Feri. DBRS and Feri scales were

obtained from the agencies via personal email communication.
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3.6.3 Appendix 3.C: Institutional Investor D ata

We use data from Institutional Investor EUw EOQw EOUI UGEUDYI w EUUI UUODI (
EUI EPUPOUUT POT UUBwW 11 TEUEDOT wUIT wOol U OESGOOT aOw U
Investorz Country Credit ratings are based on information provided by senior economists and

sovereign-risk analysts at leading global banks and money management and securities firms.

The respondents have graded each country on a scale of zero to 100, with 100 representing the

least likelihood of defaU O U8 w6 1 wbi BT 1T Ul EwxEUUDPEBDxEOUUAWUI UxOOU
T OOEEOwWI RxOUUUI 6w- EOT UwOi wUl UxOOETI OUUWEUIT wol x 0wl
The access to the individual reports is easy for subscribers, or to those with access to a data

x UOYDEIEBe0OB0SH w? OWEEETI UUwUT | wEEUEOQWE wWUI EET UwbOUI U

this study can go to http://www.institutionalinvestor.com OwUl O1 EUw? 11 Ul EVUET wHwW1

UT 1T Ow?2" OUOU0UAa w" Yehrg hdie efist 846 épore3,(oblefor March and one for

September.

nstltutlonal
nvestor

Investors Asset Management Banking + Capital Markets Research + Rankings Bl

Clw f3 A R

Premium Research + Rankings data is accessible by subscribers only. Clic

ALL RANKINGS: GLOBAL RANKINGS

Select one of the following rankings to view its current leaders:
Country Credit - March

Country Credit - September

Global Research Leaders: Year to Date

Top Global Research Firm ofthe Year

The World's Best Hotels

The World's Largest Custodians

The World's Biggest Sovereign Wealth Funds

Jump to a ranking: | Select one v
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For older ratings, the reports look as follows:

The beat goes on
Shapiro, Harvey D

Institutional Investor; Mar 1996; 30, 3: ABI/INFORM Collection

pg. 135

COUNTRY
CREDIT

The beat goes on

mid broadly positive re-
views from international
bankers everywhere, a new
leader has emerged in Jn-
stitutional Investor’s exclu-

sive semiannual rating of sovereign
creditworthiness. One banker surveyed
suggests that “nostalgia for the deutsche
mark, a currency that may soon disappear,”
helped push Germany’ rating up slightly

Germany moves up as
global optimism
continues to nudge

sovereign creditworthiness

higher.

every financier’s favorite part of the world,
actually had a small dip in its rating. In
fact, there is a good deal of divergence in
the views of respondents regarding indi-
vidual countries, but the consensus is, de-
cidedly, “Onward and upward.” The
reason is clear, says one British banker:
“The economic oudook for the world is
reasonably favorable, but the biggest
changes are political. A lot of potential

just as Switzerland slipped a bit, casing the
Federal Republic into a tie for the No. 1
position. Germany goes to the head of the

By Ha.rvey D. Shapiro theaters of war are being changed by peace
processes. This includes southern Africa

and the Middle East.”

INSTITUTIONAL INVESTOR’S 1996 COUNTRY CREDIT RATINGS

Institucional
Investor
credit
Country rating
Germany 91.5 0.6
Switzerland 91.5 -0.7
Japan 91.0 -06
United States 90.9 0.2
Netherlands 89.2 -0.1
France 88.4 -0.7
United Kingdom 88.2
Luxembourg 85.9 Panama
Austria 85.7 Jamaica
Singapore 82.8 - Peru
Norway 82.0 Kenya
Denmark 80.3 Bangladesh
Canada 79.9 Lebanon
Belgium 79.5 Seychelles
Taiwan 789 Ecuader
Ireland 744 ‘Gabon
Sweden 743 Latvia
Spain 73.2 Syria
Finland 722 Nepal
Iraly 720 Lithuania
South Korea 72.0 Bolivia
Australia 71.0 . Iran
New Zealand 703 Bulgaria
Portugal 68.8 Dorminican
Malaysia 68.4 Republic
Hong Kong 65.4 Guatemala
Thailand 63.4 Algeria
Malta 623 Senegal
United Arab Croatia
Emirates 60.8 El Salvador
Czech Republic  60.1 Russia
Chile 59.2 Malawi
Iceland Kazakhstan
China Myanmar
Cyprus Cameroon
Saundi Arabia 55.1 Tanzania
Kuwait 54.1 Honduras

L. 538 el

Instirutional
Investor
credit

Rank
Six-month  Onc-year Sepr. March
change change 1995 1996 Country

Vietnam
Venezuela
Swaziland
Libya
Pakistan
Ghana
Estonia

Six-month  One-year
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For the newer years, the accessible files look like the following example.

(**) Sept. 2004 to March 2005.
INSTITUTIONAL INVESTOR'S MARCH 2005 COUNTRY CREDIT RATINGS

Legend for Chart:

A - Rank Sept. 2004

B - Rank March 2005

C - Country

D - Institutional Investor credit rating

E - Six-month change

F - One-year change

A B C D E F

1 1 Switzerland 94.5 -0.7 -8.7
4 2 Norway 93.7 0.0 -8.3
2 3 Luxembourg 92.8 -1.1 -2.0
11 a(*) Finland 92.7 0.4 0.4
5 5(*) U.K. 92.7 -8.9 -1.3
3 6 u.s. 92.4 -1.3 -1.6
8 7 France 92.2 -0.5 -1.1
6 8 Denmark 92.1 -0.9 -0.3
7 9 Netherlands 92.8 -8.9 -1.9

In each year, we use the country assessments as ddeptember. Only in three years we had to
revert to using the assessment as of March as the September value was not available. We then
import the values into STATA, merge them with country codes and add them to the rest of
our data. The ratings range is beaween 0 and 100, with 100 expressing the highest confidence

on behalf of the experts.
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3.6.4 Appendix 3.D: Control Variables

As discussed in the main text, we add an extensive set of control variables to somet but not

the main t regressions. For this control vector, we build on and combine the sets of explanatory

variables employed in Cantor and Packer (1996), Archer et al. (2007) and Hill et al. (2010) to

control for the country -Ux | EDI PEwlI EOOOOPEWEOEwWx OOPUPEEOWI EEUO
ability an d willingness to repay their debts.

We therefore add the following variables: the natural logarithm of GDP per capita, the annual

GDP growth rate and its square, the inflation rate, the rents from natural resources (over GDP),

the log of population, the de bt to GDP ratio, the annual change in government debt (over

GDP), trade (over GDP), the current account balance (over GDP), external debt (over GDP),

the two variables indicating whether the country defaulted ever or within the previous five

years, the qudity of the rule of law, the degree of democracy (Polity 1V), whether an election
UOOOwWwxOEET OwUT 1 wOUOETI Uw Ol wUOI T wl OYT UOOI OUzUwal E
ideology, whether the country was affected by an internal or an external conflict, wh ether the

military played an active role in politics, and an indicator for membership in the Eurozone

(see also Fuchs and Gehring2017).

We also include variables that the literature identified as correlates of IMF programs. Some of

them are part of the above list. The variables we include in addition are the occurrence of a

systemic banking crisis, the exposure of foreign banks to the country, investment (over GDP),

and the similarity of voting with the United States in the United Nat ions General Assembly

(Copelovitch 2010a; Moser and Sturm 2011; Sturm, Berger, and de Haan 2005 hese variables

EUI wWOEOTI OQwi UOOwWUTT we OUOEwW! EOOz Uw6e OU OEaemer afid OO x O1 C
Valencia 2012) the Database of Political Institutions (Beck et al. 2001)the Polity IV Project

(Marshall, Jaggers, and Gurr 2011) and the International Country Risk Guide (ICRG), the Bank

for International Settl ement (BIS), and Bailey et al.(2017)

Descriptive statistics for all these contrd variables can be found below, in Appendix 3.E.
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3.6.5 Appendix 3.E: Variables

Table 3.6 Descriptive Statistics

Variable N Mean SD Min Max
Rating S&P 1350 13.58 4.99 1.00 21.00
Rating Moody's 1142 14.13 4.98 1.00 21.00
Rating Fitch 1077 14.15 4.98 1.00 21.00
Rating Non-US 847 15.49 4.31 4.00 21.00
Institutional Investor 1335 59.09 21.55 10.50 96.40
IMF program 1350 0.21 0.40 0.00 1.00
IMF agreement 1350 0.08 0.28 0.00 1.00
IMF probability 1350 0.21 0.23 0.00 0.89
GDP/capita (In) 1349 8.80 1.37 5.69 11.38
GDP growth 1350 3.89 3.75 -17.95 1751
Inflation 1349 0.06 0.07 -0.05 0.95
Natural resource rents (% GDP) 1350 7.27 12.03 0.00 64.80
Population (In) 1350 16.62 1.61 12.96 21.02
Debt (% GDP) 1349 48.45 30.41 0.00 238.03
Change in Government Debt (% GDP) 1349 3.16 10.74 -115.42 102.29
Default history (indicator) 1350 0.34 0.48 0.00 1.00
Default in last 5 years (indicator) 1350 0.07 0.25 0.00 1.00
Trade openness 1339 88.00 57.78 1493 562.06
Current Account Balance (% GDP) 1345 -0.26 8.25 -44.21  44.62
External Debt (% GDP) 1349 21.90 28.31 0.00 189.48
Law and Order 1350 4.14 1.29 1.00 6.00
Democracy (Polity V) 1348 6.16 5.57 -10.00 10.00
Election 1350 0.22 0.41 0.00 1.00
Honeymoon 1349 5.78 6.80 1.00 46.00
Left government 1350 0.31 0.46 0.00 1.00
Absence of Internal Conflict (ICRG) 1350 9.72 1.62 3.42 12.00
Absence of External Conflict (ICRG) 1350 10.36 1.22 5.17 12.00
Absence of military in politics 1350 4.45 1.44 0.00 6.00
Euro area (indicator) 1350 0.13 0.34 0.00 1.00
Investment (% GDP) 1347 24.01 6.37 8.27 58.15
Systemic Banking Crisis 1261 0.13 0.34 0.00 1.00
Foreign bank exposure 1350 21792 625.79 0.008 6491.18
UNGA voting 1350 0.20 0.91 -1.66 2.89
Global GDP growth* 1350 0.03 0.02 -0.02 0.08

*Interacted with IMF Probability in the regressions.
Note: Based on the sample used for specification 7 in Table3.3.
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3.6.6 Appendix 3.F: Results of Robustness Regressions Described in Sectio.4.3

Table 3.3 VariousRobustnes3ests

excluding controlling for
constant excluding large  countries with global trends excluding excluding IMF
probability repurchases largest interacted with GFC Eurozone agreements
repurchases IMF probability
1) (2) 3) 4) ) (6) (7)
IMF program/ 0.228 0.338 0.404 0.648 0.368 1.085 2.205
IMF agreement [0.766] [0.844] [0.774] [0.834] [0.871] [0.907] [1.838]
{0.766} {0.689} {0.602} {0.437} {0.673} {0.232} {0.230}
Country and Year FE Yes Yes Yes Yes Yes Yes Yes
Observations 2045 2004 1812 1767 1326 1840 1840
K-P underid. (LM) 17.412 15.569 12.077 16.114 17.573 15.866 16.453
K-P underid. (p) 0.000 0.000 0.000 0.000 0.000 0.000 0.000
K-P weak id. (F) 36.810 36.301 32.441 40.727 34.260 36.002 36.379
First stage
IMF probability 3.604 3.933 3.358 3.947 3.415 0.534
[0.567] [0.681] [0.616] [0.645] [0.571] [0.295]
{0.000} {0.000} {0.000} {0.000} {0.000} {0.070}
IMF probability x -0.513 -0.472 -0.514 -0.480 -0.466 -0.455 -0.224
IMF liquid ity [0.085] [0.078] [0.090] [0.075] [0.080] [0.076] [0.037]
{0.000} {0.000} {0.000} {0.000} {0.000} {0.000} {0.000}

Notes: The dependent variable is a country rating from S&P measured on a 21-point scale. Standard errors clustered at the country level are displayed in
brackets, p-values in curly brackets. The sample contains up to 100 countries and covers the 1992 to 2013 pevd. Estimations were conducted using the
xtivreg2 command in Stata. Crisis refers to the years 20092013. All regressions include country and year fixed effects, as well as the economic and political
control variables in t-1.
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Figure 3.7¢ Spurious Correlations between Ratings and IMF Liquidity?
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Note: The figure plots the year-specific crosscountry averages of S&P ratings for three sets of

countries with different levels of IMF probability. For the top line all countries that never received

an IMF program are included for calculating these averages. For the middle line all countries

whose IMFprobabilityP UwbDOwU0T T wEOUUOOwWI EON woOl wUT PUWYEUPEEOI zUwEDU
bottom line al | countries whose IMF probabilityD UwBD Qw01 T wUx x1T Uwi EOT woOl wUOl PUWYEUDE
are included. The dashed line plots the IMF liquidity time series for comparison.
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3.6.7 Appendix 3.G: Event-Based ldentification

Table 3.8 RegressioiResults of the Evertased dlientification

(1) (2) (3) (4)
IMF start (t+11) -4.289*** -0.324* 0.021 0.019
IMF start (t+10) -4.372%** -0.433** -0.014 -0.014
IMF start (t+9) -4.335%** -0.457** 0.004 0.010
IMF start (t+8) -4,338*** -0.449** -0.007 -0.006
IMF start (t+7) -4 ,459%** -0.516** -0.055 -0.047
IMF start (t+6) -4.516*** -0.528** -0.088 -0.079
IMF start (t+5) -4 .565%** -0.576*** -0.092 -0.078
IMF start (t+4) -4.560%** -0.593*** -0.013 -0.001
IMF start (t+3) -4,738*** -0.713*** -0.172* -0.166*
IMF start (t+2) -4,839*** -0.745%* -0.236*** -0.216**
IMF start (t+1) -5.003*** -0.883*** -0.392%** -0.369***
IMF start -5.023*** -0.933*** -0.470%** -0.447%*
IMF start (t-1) -5.067*** -0.970*** -0.415%** -0.395%**
IMF start (t-2) -5.102*%** -1.023*** -0.275%** -0.268***
IMF start (t-3) -5.070%** -1.017%* -0.313*** -0.311%**
IMF start (t-4) -4,927%%* -0.987*** -0.322%** -0.322%**
IMF start (t-5) -4,945%* -1.007*** -0.260%** -0.255%**
IMF start (t-6) -4,916%** -1.000%** -0.277%* -0.264***
IMF start (t-7) -4.789%** -0.910%** -0.181*** -0.163**
IMF start (t-8) -4 TAT** -0.925%** -0.119 -0.099
IMF start (t-9) -4.675%* -0.870*** -0.018 0.008
IMF start (t-10) -4.686*** -0.915%** -0.042 -0.014
IMF start (t-11) -4.664*** -0.892*** -0.027 -0.004
Constant 14.084***
Country FE No Yes Yes Yes
Year FE No Yes Yes Yes
Country x Year FE No No Yes Yes
Month FE No No No Yes
Observations 25625 25625 25574 25574
Adjusted R-squared 0.077 0.917 0.995 0.995

Notes: OLS-FE regressions. The dependent variable is the S&P rating at the end of montht; standard errors not
shown. Figure 3.5 is based on the regression in column 4.Significance levels* p < .10, ** p < .05, *** p < 0.01
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3.6.8 Appendix 3.H: Exploratory Analysis of Statements by Rating Agencies

In a first step, we conduct an exploratory analysis about the availability of statements on
Factivg a commercial database for press articles as well as corporate and business information
owned by Dow Jones & Company, and the LexisNexis search engine. We searched for articles
containing statements of rating agencies concerning the up- or downgrading of sovereigns
based on the (potential) interference of the IMF, using the following search terms
independently or in c ombination with each other: IMF, Sovereign, Rating Agency, Rating,
DevelopmentThe statements listed below contain decisions of the three major rating agencies
2UEOQOEEUE w 6 w/ Odbhd) FitohO @verdd Othed explogatary search process yielded
statemerts for 14 different countries (in Africa, Asia and Eastern Europe) in the years between
1999 and 2016. In the following, we list statements starting with decisions from Standard &

/ OOUZUOwWUI T wET I OEawlOi wxUDPOEUawbOUI Ud thdselianh OO0 0P |
Fitch. Countries are ordered alphabetically and ascending in years.

Based on this exploratory analysis, which makes no claim of being exhaustive, we designed

our systematic text analysis described in more detail after the following statements.
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2UEQOEEUEWEOE W/ OOUzUo

Albania, 2014

261 wUI YPUI EwUOI 1 wOUUOOOOWUOWUUEEOI wkE IIemationalwb 1 wUT
Monetary Fund programmaill serve as a policy anchor for fiscal consolidatiand support the

Source: Balkan Insights, http://www.balkaninsight.com/en/article/standard -and-poor-s-

upgrade -albania-s-rating

Angola, 2011
P2UEQEEUE WO w/ OOUAUwWm26/ Awl EUVUwUE b WWEW U®I OMBEZ/S [ wllld Y
recommended fiscal and monetary refoaigch are expectedto help mitigate the downside risks

Source: IHS Global Insight Daily Analysis, accessed via Factiva, 08.06.2017

Bosnia and Herzegovina, 2016

? 3 T IMRuarrangementwill also provide the fiscal space for needegforms and infrastructure
investmentsZ 6 ¢ w D &hanbr figdaDdisciplinéor the authorities and aim to improve revenue

EOOOI EUPOOWEOSEWUT T wi il PEDPI OEawlOi wi OYI UOOTI OUwUx1 C

Source: S&P, http://www.standardandpoors.com/en_US/web/quest/article/ -

Iview/type/HTML/id/1707896

Ghana, 2015
261 wOUPIOO@ Ppw( OU1I UOEUPOOEOW, 001 UEVUA Ww%UOE wm( , %A w>
and external imbalancés o ¢ 2

Source: S&P according to African Markets, https://www.african _-markets.com/en/news/west-

africa/ghana/s-p-ghana-b-b-ratings-affirmed -on-new-imf -program -outlook -remains-stable
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https://www.african-markets.com/en/news/west-africa/ghana/s-p-ghana-b-b-ratings-affirmed-on-new-imf-program-outlook-remains-stable
https://www.african-markets.com/en/news/west-africa/ghana/s-p-ghana-b-b-ratings-affirmed-on-new-imf-program-outlook-remains-stable

Sri Lanka, 2009

PCZ0¢dw2d/ AwUIl YDUI E wUT -term @teigrclr@tayuritodd Srillanka tZ wO 0 O1
positive yesterday. The move reflects the country's improved external liqu idity position owing

to the new International Monetary Fund (IMFA WUUEOEEa wOOEQWET Ul 1 O OUwOI u
The stringent macreeconomic consolidation conditions attached to the programme should force the
government to reduce its fiscal defigi ¢ ie eedtral bank's commitment under the programme to a

strict monetary policy including a reduction of advances to the government and a flexible exchange rate
should also have a positive effatiSri Lanka's medium-Ul UOwUOY1 Ul BT QwubUOG 2

Source: IHS Globallnsight Daily Analysis, accessed via Factiva, 08.06.2017

Ukraine, 2015

261 wyPl PwOTl T wUPUOwWOI wedOUT 1T UwET i EUOU0wWDOwWUT T wol R
4 0UEDOPEOWEUUT OUPUDPT Uz wEOOOPUOT OUwUOwWUIMBUT I 6UOL
progran0? w2 6/ WEOEOQaAaUUUwWPDOEOUEDOT wHUEOOwW&POOWUEDPE wb O

Source: Bloomberg, https://www.bloomberg.com/news/articles/2015 -10-19/ukraine-rating -

raised-to-b-by-s-p-on-debt-exchangereform -plan

, OOEazUo

Indonesia, 2002

cited Indonesia's recent Paris Club memorandum of understanding and the country's improved

relationships with other foreign creditors, including thdF, as bettering the country's liquidity

positionD OwUT | wEOOPOT wUPOwal EUVUBwWwZo¢ w&OPOT wiwiUPEUEOu
depend on, among other things, continued political stability, progress in disposing of IBRA

assets, fiscal performance, andhe ability of the government to continue to meet the targets under its

IMF programand maintain good relations with foreign c reditors generally. Moody's said that

the positive outlook reflects progress made so far, but that continued reforms were necessary to

lift Indonesia's economic performance and improve investor confilence

Source: Moody's Investor Service Press Releaseaccessed via Factiva, 08.06.2017
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https://www.bloomberg.com/news/articles/2015-10-19/ukraine-rating-raised-to-b-by-s-p-on-debt-exchange-reform-plan

Pakistan, 2015

2" Ul ratibglagency , OOEazUwl EVUWET EQT T EwOT T wOUUOOOOWOOwW/ E
/ OUPUDYI wi UOOwW2UEEOI OwElI I PUODPOT wlT 1 WUEUDOT wbUUI O
was prompted by Pakistan's improving liquidity position, the government's continued efforts

towards fiscal consolidation, and the steady progress with structural reforms under the International
Monetary Fund (MF)'s programme Pakistan's external liquidity position has improved
UUEUUEOUDPEOOawPOwUT I wx EVUUwh! wo O drtgit acadgt de@oiy U U x x O U (
ongoing disbursements fromthe IMFOwZ o6 ¢ d w, | EOPT POl Owi PUEEQWEDUED x
budget deficit and the government domestic borrowing have been gradually reduced. On the

structural reforms front, the agency pointed to toeintry's successful completion of a numbdiMFF

structural benchmarks, including those on the fiscal and debt management front and energy sector
reform® 2

Source: IHS Global Insight Daily Analysis, accessed via Factiva, 08.06.2017

Egypt, 2016

? ( Ox 6y, UHe rating agency views the staff-level agreement with the IMF which was
announced on 11 August 2016 as creditpositive, because it will help alleviate some of Egypt's
external liquidity pressures. Under the Extended Fund Facility (EFF) Egypt would g ain access
to about $12 billion of external funding through the IMF. The agreement is subject to approval
by the IMF's Executive Board, which Moody's expects within 6 -8 weeks. In Moody's view, the
agreement reached with the IMF is also important because itwill unlock external funding from
other multilateral and bilateral sources, and support the implementation of fiscal and
economic reforms. These include the long-delayed introduction of a value -added tax and
OO0YI UwUOWEwWOOUT wi Ol RDEOI wi RET EOT 1T wUEUT wuUil T DOI 62
20UUEIl o w , Kips#ravgwinoadys.com/research/Moodys -affirms -Egypts-B3-rating -

outlook -stable--PR 352656
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Rwanda, 2016

2, O0EaAUwWwEUUDIT Oiinkeuotab and torEign icdrendylissuer ratings of B2 last

PIl 1 OOWEOEwWT EYI wUT 1 wEOUOUUVUAWEW2UEEOI wOUUOOOO08 we
1PEOEEZUwWUOYI Ul bl OwEUI EDBUWDUWNUUUDI BiteEnatibralY I OwE E
Monetary Fund (MF) under the country's 18nonth Standard Credit Facility (SCF) arrangement
Additionally, it sees the government's policy implementation track record as strong, and

expects improvements in both its fiscal and external posiicd WOE U1 UPEODPUIT wOYIT UwlT 1 1

Source: IHS Global Insight Daily Analysis, accessed via Factiva, 08.06.2017

Sri Lanka, 2016

23T 1T UIT OUI OwbOw, O MMFpragiamiballevidleSr Labka's external liquidity
pressures, a more durable improvement in the macro -economic and balance of payments
pressures will depend on the extent to which authorities can durably reverse the ongoing fiscal
deterioration while improving Sri Lanka's international competitiveness and attractiveness to
foreign investors. The study underpins Moody's view that effective policy implementation
determines the extent to which a country reaps the benefits of an IMF pr@gram.

20UUEIT 6 w ht€p€faang.ibOdys.com/research/Moodys -Sri-Lankas-benefits-from -its-

IMF -program -depend-on--PR_350166

Ukraine, 2015

2311 wel EPUPOOwWUOwWUXxT UEET wUT T wuOYI Ul PT OwUEUDOT wo
OT1T wi 60006 DPOT wlProgresk it @vifitalhbbcecogomig wefort under the auspices of the
IMF-led programmesupporting a rebalancing of the economy andeaningful reduction in public

and external financial deficis?

2 OUUEIT o whittfs®\Enwawzmdddys.com/research/Moodys -upgrades-Ukraines-sovereign-

rating -to-Caa3-outlook -stable--PR 336283
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Fitch:

Benin, 2004

2% DUET wUUEUI E W8 reforthupiddicinmés Uhav® ed ta maeomnomic stabilisation,
including a reduction in the budget deficit and a stabilisatbthe government's debt burden through
tight fiscal policie8

Source: World Markets Research Centre Daily Analysis, accessed via Factiva, 08.06.2017

Ghana, 2005

2% PUET wi1EUDOT Uwl EU wlk VORE 1 08W &Il OQE/OEW®HEE OwEUUUI
International Monetary Fund (IMB/World Bank supported Poverty Reduction Strategwill be

supported with higher aid funding, which should improve public investment, counteract a

projected current-EEEOUOUWET U1l UPOUEUDPOOWEOEWDPOXxUOYI wbOUI UC

Source: World Markets Research Centre Daily Analysis, accessed via Factiva, 08.06.2017
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3.6.9 Appendix 3.I: Systematic Analysis of Statements by Rating Agencies

Based on the exploratory analysis, we selected FACTIVA as the more suitable database for a systematic
analysis. In particular the feature to select an industry class improved the matching rate between search
terms and statements significantly. Our final systematic approach was to

1.) Open the database and login (library access or account is required).

2.) Issue search queries:

Rating Agency, Language: English or German
T ?xUOT PEQOO®ewOUwW( OUI UOEUDPOOEOW, 001 UEUA w%UOE~? WEOE w? |
Ind ustry: All, Language: English or German
3.) Manually skim over all statements and delete obviously false matches.
4.) Pool all remaining text in one text file.
5.) Relevant text is often embedded in larger bodies of text irrelevant to our purpose. Thus, we run
apyti OOWUEUDx UwpUl 1T wel OOPAwWUT EVwWUT EVUET T UwOT T wOI RO wi «
and extracts ten lines of text buffer prior and subsequent to a hit. = Moreover, we used
regularities in text structure to extract the according publisher and date. Selecting the size of
the buffer one faces a tradeoff between reducing the volume of text and cutting potentially
relevant information. A ten line buffer is a conservative choice towards minimizing the loss of
information.
6.) Because these are still relativelylarge chunks of texts, we manually read the remaining texts
and delete irrelevant relevant parts , and then copy the rest of the text and additional
information (name of rating agency and country) to excel. If duplicates appear they are deleted.
This left us with 126 statements.

We then developed the following codebook. Two student assistants were equipped with this codebook

and went through all statements. In case of deviations in opinion, we always choose the choice biasing

against our priors, i.e. the effects we hypothesize. Accordingly, in case of deviating opinions statements

EUIl w T UOUxI Ew EVUw ?0P@UPEPUawW ECEwW Ul T OUOU?> w POUUIT EEw OI
20DPRI ExOIl UUDUEOYOI TEUDYI 2 wEEUT EwOOwWUT T wOOUI wOI TEUDYI w
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Positive -Negative D imension:

Positive= 1 iff the statement in question includes remarks which indicate that the IMF is seen in a
positive light by the rating agency. Assumes background knowledge about basic economic processes
and implications of measures for economy.
1 Indicators for IMF being seen in positive light by rating agency:
o] Citing actual or possible implementation or continuation of an IMF program or measure or

actual or possible positive developments due to an IMF program or measure as a reason for an

actual or possible positive rating. Conversely, citingctual or possible lack of implementation

or discontinuation of an IMF program or measure as a reason factal or possible negative

rating.

C Example for actual continuation of program as reason for actua | positive rating:
(#kow?37T T wUEUPOT Uwi PUOWEDUI EwUOTT wEOUOUUAAU
European Union-International Monetary Fund program, falling near -term liquidity
UPUOWEOEWEWET UUIl Uwi PUEEOQWUUEEOwWUI EOUE Wi OUwbU
Example for possible discont inuation of/ compliance problems with program as
reason for possible negative rating: ( # vy o w? &UT 1 ET AUWUEUDOT UWE O U
for reasons unrelated to the proposed ESM, if the Greek government's ability to
comply with the program is undermined by dom estic political opposition or
materially weakens for other reasons, increasing the likelihood of failure to fully
EOOxQawbPhUT wOTT w(, %r$4wxUOT UEDGS »

Example for possible discontinuation of program as reason for actual negative
rating: ( #1 No w? 31 1 ue@ative, defiddtiguvitnit wéview as ongoing social
and political risks associated with deleveraging efforts by Portugal's highly indebted

)

)

private and public sectors, as well as financing uncertainties related to Portugal's
exit from the EU/IMF program, exp ected in May 2014. We believe this is
symptomatic of diminishing political backing for further fiscal and structural
reforms. The Constitutional Court's deliberations over further fiscal measures could
coincide with Portugal's planned EU/IMF program exit i n the second quarter of
I YUKS 2 w

Example for actual implementation of program as reason for possible positive
rating: ( #1 Yow?23UUOI aAUwi EOOOOawl EUWET T OwbOxUOYD
current positive trend could lead to higher credit ratings for the cou ntry, according
to the general manager of Moody's Interbank Credit Service's regional Middle East
office. [...] "We see lower inflation, the fiscal deficit relatively under control and the
International Monetary Fund (IMF) targets seem to be achievable," he said. The IMF

([@%

is helping Turkey through a stabilization package that sets macroeconomic targets
and provides aid in return. [...] In Turkey, programs have been suggested by the IMF
that are aimed at lifting its economy out of the debt trap and making it into a debt
paying machine. "The IMF provides financing to Turkey through a macro -economic
stabilization program. The program calls for the government to take certain actions
to correct the macro-economic imbalances. These imbalances include various fiscal
and economic reforms that would lead to improvement in the macro -economic
EOOEDPUDPOOUG
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o Citing actual or possible implementation or continuation of an IMF program or measure as a
factor foractual or possible positive economic developments in the country. Conversely, citing
actual or possible lack of implementation or discontinuation of an IMF program or measure as a
factor foractual or possible negative economic developments the country.
C Example for actual im plementation/ compliance with program as factor for actual
positive developments: ( # hul vo w? UwWEwUl UUOUwWOI wOT 1T w" T UEOA
to comply with the IMF program together with the disbursement of US$10.282
billion as of March 30, 1998 out of the IMF rescue package for US$17.2 billion, the
present market situation is relatively stable and the market confidence seems to be
Ul EOYT UT EwUOwWUOOT wi RUT OUB wpod AE
0 4Ul woOi w0l UOUWUUET wWEUW?UUEEIT UUI-pradraE & Geaire0D 002 wb i
Exampleo w ( # ANOw?2UET wx OOPUPEEOQWEI YI OOx 0Ol OUUwEC
management stability. The Latvian government also in late 2011 successfully
completed the international assistance program with the European Commission and
the International Monetary %U OE wgp( , AOQWUEDPEwWUT T wET 1 OEabd~»

([@%

Negative =1 iff the statement in question includes remarks which indicate that the IMF is seen in a
negative light by the rating agency. Assumes background knowledge about basic economic processes
and implications of measure s for economy
1 Indicators for IMF being seen in negative light by rating agency:
o Citing application for or implementation of IMF program or measures as a reason for an actual or
possible downgrading
C No examples
o Citing application or implementation of IMProgram or measures as a reason to keep outlook at
negative
T OYI UOOI OUWEOOEWUEUDPOT UWwEOEWOEDOUEDOI EwUIT T wt
key drivers of today's confirmation of Egypt' s B2 sovereign rating and negative
outlook are: [...]4) The formal request by the new Egyptian government for IMF
UUxxOUU~?

Positive=0and Negative=0iff the statement in question neither includes remarks which indicate that the
IMF is seen in a positive nor remarks which indicate that the IMF is seen in a negative light by the rating
agency, or status of remark (positive/negative) is unclear.
o Purely desdptive statements about IMF without evaluative content
C Exampleo w( #k Nw?/ EOPUUEQWDPUWEOUOwWOOYDOT wi OUPEUE
program with the International Monetary Fund (IMF). These reforms focus
primarily on fiscal consolidation, debt management , and addressing structural

0 Statements with not enough context to conclude status (e.g. because it is unclear if rating has changed in
any way)
C Example( # Nt ow??2"' OPI YI UOQwx OOPEAwWEENUUUOI OUUWEJE w
month IMF program agreed in April 2009 support a stab le rating outlook," says
1'avuol 6-»
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Liquidity -Reform D imension:

Liquidity Only = 1 iff the only feature addressed by the rating agency in their remarks in connection with

the IMF is the liquidity of the country that is being rated (regardless of whether IMF is seen as donor or

whether there might be consequences for liquidity resulting from e.g. implementation of IMF -

program). 4
1 Verbal indicators taken to address liquidity in statements about IMF:

PxUEOPEWPET T UwpOOPI Ul EA»

?xUOT UEOQwWUOwWUI OP1 YI wUT | wi POEOCEPEOWEUUEIT O~

2l ODOUUI KWEDPUEUUUI OI 6UU-»

21 POEOCEPEOQWUUx, 2t @U0wi UOGOwWOT T w( , %»

C Example: ( # Ww? 6 Aw( OwOUUwYDI POWUUET wbOxUOYI Ol OUUWEOI

conclusion to the negotiations with Gazprom on Ukraine's gas contract and/or a
Ul UUOxUPOOwWOI WEPUEUUUI Ol OUUWUGET Uw4 OUEDOI AUw(, %

O O O O O

Reform Only= 1 iff the only feature addressed by the rating agency in their remarks in connection with
the IMF are reforms for the country that is being rated (regardless of whether IMF is seen as the one
demanding reforms or the source of further IMF -unrelated reforms) 42
1 Verbal indicators taken to address reform in statements about IMF:
2P0 AWEOOUUI UPOT wbUUwhOUUDUUUDPOOEOWI UEODI POUO-~
?x00PEawdil EVUUUI U~
?2(, WEUUDUUI Ewl EOOOOPEWUI | OUOwxUOT UEOG~? Owl UES
C Example: (#t w?2 o Aw, OOEaAUwWUl xOUUOwIiI RxOEPOUwWUT EQw 0T
graduated from an IMF program in 2016, with progress in bolstering its institutional
i UEOI POUOSG »

o O O O

Reform and Liquidity= 1 iff the rating agency addresses both reforms and liquidity in their remarks in
connection with the IMF (regardless of whether IMF is seen as the one demanding the reforms or the
source of further IMF -unrelated reforms and regardless of whether IMF is seen asdonor or whether
there might be consequences for liquidity resulting from e.g. implementation of IMF -program).
C Exampleo w( #1 w?2 o Aw3i 1 wOl pw(, %wEUI EPOwi EEPODPUDI Uw
Extended Fund Facility (ECF/EFF)) approved in November unleashed official lending
that had been withheld for more than a year. The second driver for stabilizing the outlook
relates to the adoption of key structural reforms both in connection with the IMF program
and in technical consultation with the IMF and other m ultilateral lenders and donors.

PO K»

141 If there are consequences resulting from IMF-related liquidity, then statement is coded as 1. However, if
statement only addresses circumstances or conditions which led to IMF-measures with regard to liquidity,
statement is coded as 0.

142|f there are consequences resulting from IMF-related reforms, then statement is coded as 1. However, if statement
only addresses circumstances or conditions which led to IMF-measures with regard to reform, statement is coded
as 0.
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Liquidity Only= 0, Reform Only= 0 and Reform and Liquidity= O iff either the rating agency neither
addresses liquidity, nor reform nor both in their remarks about the IMF, or status of statement is unclear.
0o Useofth wi BRxUI UUPOOUW?(, %wxUOT UEO> wOUwW?(, %wET UT 1T O1 O1
further specification with regard to what the program or agreement is about
C Example: (#ht w? 6 Aw4O0ET Uw Ui PUWUET OEUPOOWUT T wi OYI U
Monetary Fund's program "back on track" and there is a strong prospect of positive
UEUDPOT UWEEUDOOOWUEPEWSEPEUEW/ EUOI UOWEwWUI 0P OU w%
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4 The Economics of the Democratic Deficit: The
Effect of IMF Programs on Inequality

Note: This paper is single-authored. An earlier version of it is available asHeidelberg University Discussion Paper 617
(2019.
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4.1 Introduction

International organizations (10s) have become powerful political actors. In the increasingly
globalized world, these specialized multilateral institutions often can address the growing
amount of cross-border interdependencies more effectively than states individually (Keohane
1984) A main point of criticism on 10s, however, is the prominent claim that they suffer from
Ews El OOEUEUPEWET | PEPUBzw( OwlT 1 wOPUI UEUUUT w?2¢€U0¢I
generally understood to be the relative lack of accountability of 10s to the individuals whose
lives they directly affect? (Grigorescu 2013, 177.

The public and academic debate on the democratic deficit has often focused on the extent to
which decision-making in 10s deviates from idealistic standards of democracy. The concept
has thus primarily been used in a normative context in order to criti que 10s on the basis of
democratic ideals originally developed for nation -states. The fact that states and 10s cannot
easily be compared against the same standards posed a problem for positive approaches to
the topic.43 More recently, however, the academic debate shifted to the question of how I0s
interactwith domestic democracy. Some scholars argue that if IOs are less responsive to voter
preferences than democratic governments, their interference with domestic decision-making
x UOET UUI Uw? b O&iCuddrd Qi ui Bl UAEOWE EDT Uwol U0 wUl xUl Ul O
x OPOUwUOUOwWUIT 1 @PEDESOHDBU Bk D U Bh®tRiOwaw ) bppréaching the
topic helps to derive testable hypotheses, both sides of the debate acknowledge that empirical
evidence illuminating this controversy from a positive perspective remains scarce. 145 This
study explicitly aims to provide such empirical evidence.

To do so, it focuses on the International Monetary Fund, an |O that is both particularly
powerful and often criticized for being glemocratically deficient. 246 In the context of the IMF,
the idea that I0Os may undermine domestic democracy leads to a hypothesis that can be tested

with the help of statistical techniques that enable inferences based on plausible

143 See Moravcsik (2002 for a critique of the normative debate on the democratic deficit along these lines. See Grant
and Keohane (2009 on the challenges involved in transferring standards of democratic accountability from nation -

states to 10s.

144 For the prominent debate in the journal International Organizationsee Keohane, Macedo, and Moravcsik(2009

and the rejoinders by Gartzke and Naoi (2011 and Keohane, Macedo, and Moravcsik (2011)

PUET OOEUUWUT OUOE Wi OEVUwWOOWT OpwEOOTI UUPDEwx OOPUPEUVUWEOEwWPOUUDUOU
EawOUOUDPOEUI UE O wpapdr i Hdectid3miisOt0 teir ealsl D U

146 Stone (2002, K WEEOOU WUT T w(, %w?2 07 1 wOOUOwx Ob1 Ul UOwRdA Y tritckds® OOE Owb C
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counterfactuals. | hypothesize that the influence of the IMF on domestic politics results in
distributional outcomes that are observably different to the outcomes democracies would
produce in the absence of such an influence. Potential differences insuch distributional
outcomes can then be interpreted as evidence for the idea that the IMF is capable of
temporarily undermining the responsiveness of democratic governments to the distributional
preferences of their citizens.

The considered outcome is the distribution of income within national societies. As an
egalitarian distribution of political power is at the core of the concept of democracy, standard
theoretical concepts suggest that ceteris paribusa more democratic form of governance is
typically associated with a more equal distribution of economic goods. To the extent that the
lending activities of the IMF have a distributional dimension, the relative lack of democratic
control over these by citizens in program countries means that citizens lack mechanisms to
guide and constrain (re)distributional policies according to their preferences. If the argument
holds, the effect, | argue, should be driven particularly by democratic program countries: it is
only in such countries that the interference of a democratically defici ent 10 in national policy -
making can limit the functioning of existing domestic accountability mechanisms. Recent
years, could, in turn, mitigate this effect (Grigorescu 2015)

The most direct channel through which the IMF can affect economic outcomes in member
countries is conditionality in loan programs. These policy reforms that the IMF demands in
exchange for its loans aim to resolve balanceof-payment crises and correct underlying
macroeconomic and structural problems. In practice, this often translates into conditions with
potentially adverse distributional implications, such as cuts to public spending, labor market
reforms as well as trade and capital account liberalization (Kentikelenis, Stubbs, and King
2016; Stone 2008)

At the core of this study is an empirical setting that makes it possible to construct a plausible
counterfactual. The key methodological challenge is to address endogeneity since IMF
programs are not randomly assigned but usually take place in countries with current economic
crises. Extant approaches addressing thisproblem either control only for observables or rely
on problematic instrumental variables (1Vs) that are likely to be related to the outcome through
channels other than IMF programs and thus violate the exclusion restriction. To fill this gap, |

employ a novel identification strategy for IMF programs inspired by recent methodological
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innovations (Nunn and Qian 2014; Werker, Ahmed, and Cohen 2009) | exploit exogenous
YEUPEUDPOOwWOYI UwUPOT wbOwUT T w(, %z UwOP@UPEDPUA WEOE WD
of participating in IMF programs, thereby introducing variation across countries. Wh en
controlling for the levels of the interacted variables, this interaction is , arguably, excludable to
country -specific variables such as income inequality and thus allows me to determine the
causal effect of IMF programs. As the exclusion restriction of this new IV holds not only for
inequality but also for other economic and political outcomes on the country -level, the
methodological section of this paper can be considered as an attempt to provide the literature
with a tool to investigate the causal effects of IMF programs at large.14”

Foreshadowing the main results, | find strong statistical evidence in support of the hypotheses.
IMF programs increase inequality in democracies but have no such effect in non-democracies.
In democracies, the effect is statigically significant, robust to a battery of additional tests and
substantial in magnitude. On average, the rise in inequality induced by IMF programs is
by each person in the poorer half to each person in the richer half. Examining potential
channels, | analyze IMF conditions and find evidence suggesting that inequality rises faster in
program countries that face more extensive conditionality and that austerity and | abor market
reforms are among the policy conditions driving the main result. In light of these results, the
study adds not only to the democratic deficit controversy and the causal identification of IMF
program effects, but also to research stressing inteaction effects between IMF programs and
domestic politics (Caraway, Rickard, and Anner 2012; Nooruddin and Simmons 2006), and to
the growing literature on the causes behind the continuing trend of rising inequality with in

many countries.

4.2 The Argument

4.2.1 The IMF and the Democratic Deficit

While the concept of the democratic deficit relates to 10s in a general sense, the focus of this

study is on a single organization to make both the theoretical argument and the empirical

147 Since this paper was published as a working paper in 2016, onestudy adopted its identification strategy (Nelson

and Wallace 2016) one study applied a closely related strategy (Foster et al. 2018 OUwUUOUEaADOT wlT T w( , %z
and two studies applied a related strategyE EUT EwOOwUUDOT wli 1 we OUOE the WddRatkg O UDED U
effects (Dreher et al. 2017;Gehring, Kaplan, and Wong 2018).
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analysis as concise as possible. The prime reason for the focus on the IMF, and more

specifically on its loan programs, is that this setting arguably constitutes the easiest case for

testing the theoretical predictions.#® First, the IMF is sometimes consideUl Ew 2 UT T w OOUL(
powerful inter national institution in history ?(Stone 2002, 1)It has vast financial resources at

its disposal and its loan arrangements can use conditionality as a potent instrument to affect

economic policies in program countries. The fact that almostall developing countries have

Ul EI BYI Ew(, %wxUOT UEOUWUDOET wUOIT | wi EUOCa whuNAYUWEEED
relevance. Second, in the literature, the concept of the democratic deficit has been repeatedly

applied to the IMF (Nye 2001; Stiglitz 2000) More generally, IMF decision-making has been

subject to a considerable amount of research, making the organization one of the best

researched IOs to date As | will argue, in this vast literature there is ample evidence indicating

that the IMF is a prime example of an 10 with a democratic deficit. 149
SOWEOQWUOOWEOWEODOEOAUPEEOQwW I UEOI POUOwWEOOHEEET UPOT w
Ul OE Ub héips toBteudiuretthe argument (Nielson and Tierney 2003, 250see alsoVaubel

2006) From this perspective, the IMF is part of a delegation chain starting with voters in

Ol OE1l UwEOUOUUPI UwUi T wsUOUDPOEUI wxUPOEDxEOZAOwUL
Ul xUI Ul OUEUDPYT UwbOwUT T w(, %z Uwl B1 EUUD probled OE UE OwE O
Uil wOOUPOEUI wxUPOEDxEOQWEUDPUI UwET EEUVUUT wOT T UTl wOEa w
EIl EDPOwWUI UUOUDOT wi UOOWEDYIT UT T O0wxUI i1 Ul OET UwEIT UpI
well as limits to the accountability of the former to the latter. Such limits to accountability

result primarily from high costs of information and control, and the fact that agents can exploit

preference heterogeneity among multiple and collective principals to pursue their own

interests (Hawkins et al. 2006; Nielson and Tierney 2003; Vaubel 2006)The literature on IMF
decision-making has mainly focused on the sagency slack that is due to the influence of

chapter 2):

148 Of course this also means that the findings are not automatically valid with regards to other 10s. Future research
could apply variants of the argument to other 10s.
19 For reviews of this literature see Dreher and Lang (2016 as well as Steinwand and Stone(2008)
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Major Shareholders

Systematic empirical evidence for the disproportional influence that the United States and

other major shareholderst® exert on IMF decision-making abounds. It has repeatedly been

shown that countries receive favorable treatment from the Fund if they are politically close or
(economically) important to the United States. Such countries receive more IMF programs,

larger loans, less stringent conditionality as well as more positively biased growth forecasts

and debt sustainability ratings (Broz and Hawes 2006; Copelovitch 2010a; Dreher, Marchesi,

and Vreeland 2008; Dreher, Sturm, and Vreeland 2009a, 2015; Gould 2003; Rewnd and

Vauday 2009; Stone 2008; Thacker 199%ee alsochapters 1 and 2). Theoretical models

accounting for these empirical findings suggest that the governments of major shareholders

POUIT UYI Ol wPOwUT T w(, ZUwWET EPUD OO intérds® ard htetake) OET UUu
(Stone 2008; 2011; 20)3While these governments also have the largest formal voting power

in the Executive Board, scholars underline that much of their considerable impact on IMF

policies runs through so-E EOO1 Ew? b Oi O U OEeyaverimehtdobfiiie@dtihtries that

typically receive IMF programs tend to lack both significant formal voting power and such

informal channels of influence. !

In sum, this part of the literature suggest that the IMF is not unaccountable, but that its
accountability to citizens in typical program countries is limited by the fact that their

T OYI UOOI OUUz wbOi OUI OEI1 wteativdld thatoOthelmajd Bharehol@e3.0 wbd U wb |
In the words of Grant and Keohane,? ZU¢ T 1 wx UOEOI OQOwPUwWOOUWE wOEEQWOI 1
the fact that the principal lines of accountability run to powerful states ? (Grant and Keohane

2005, 37)While citizens of these powerful countries can have an indirect impact on IMF policy

via their governments, the influence of citizens whose countries receive IMF programs, and

are thus directly affected, is relatively limited .

The Bureaucracy

Another line of research on IMF decision-making has examined the extent to which the

x EUUPEUOEUWPOUI Ul UOUwWOI wlOT T weEUUI EVUEVUEEaAWEUI wUl | C

15037 T wOUT 1T Uw? &k 2 wE O ddhJRtehde, Gérmahy) and Jagani@opeldiitch 2010a).

151 An example is the fact that the vast majority of typical program countries has no individual representatives in

Ol w! OEVEWEUWOPOOUWUT EVUIT T OOET UUWEUT wl UOUxT EWEOEWUI xUl Ul 601
similarly structured sister organization, countries with a Director have been shown to exploit informal channels to

receive favorable treatment from the organization (Kaja and Werker 2010) For other examples see Stone (2008).
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to public choice theory, IMF staff face bureaucratic incentives, making the maximization of

xObPl UOWEUET T UOWEOEwWxUI UUDPT T woOl awEl Ul UVQdakfgE OUUw O
(Vaubel 1986) Several studies have observed such behavior wthin the IMF and argue that its

officials are able to push for longer programs, larger loans and more far-reaching

conditionality than what is economically optimal (Barnett and Finnemore 2004; Bird and

Willett 2004; Copelovitch 2010a; Vaubel 1996; chapter 2)3T 1 w i RxEOUDOOwW O w U1
Ul UxOOUDPEDPODPUDPI UwEOEWEUET T Uw OYI Uw UPOI w Ul UOUT T u
bureaucrE E a z U wx O b I-seekifg@btivas (DeRer and Lang 2016;Reinhart and Trebesch

EPUI EUOGQawUl | O EUIl EwbOwUT I(Bafbdbhdl errad CriviérGiz 2018x OOP E a u
Nelson 2014) 31T 1 Ul wi POEPOT UwUUx xOUOwUT 1T wYDI PwUT EQwUT T
hold IMF staff to account is severely limited. The high information asymmetry between the

two actors resulting from high information costs, lan guage barriers, distance, complexity, and

limited transparency of IMF decision -making is considered to be a major obstacle for such
accountability (Vaubel 2006)

In sum, from the perspective of the ultimate principal there is agency slack at least at two
xOPOUUwWPOwWUT T w(, %zUwWEI O T EUPOOWET EPOWEOGET UODPOIT
shareholder governments and staff are able to influence this design according to their

particular interests. The former are able to exploit their influence on the organization to further

their own political and economic interests, while the lattercansT Ex 1 wUT 1T w(, %z Uwx OODE
in accordance with their material interests and ideological preferences. Both sets of particular

interests arein many casesunlikely to align with the preferences of the ultimate principal. The

sUI OEUDPYI WOEBQuiOwEE E GwEl EDRODHOWOEOPOT wUOwWPOEDPYD
POwOPOl QawUTl ECwOT T w(, %ZUwxOOPEaAawOUUxUUwbPPOOWEDY
typical program countries.

| argue that this may have distributional implications. If IMF pro grams have a distributional

dimension, the influence of individual major shareholder governments and the bureaucracy

on their design runs the risk of producing distributional outcomes that do not match the

distributional preferences of citizens in program countries. The policy areas addressed by
conditionality in IMF programs that according to economic research are likely to have a

distributional dimension are thus the focus of the subsequent section.
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4.2.2 IMF Conditionality and Inequality
Trade and Capital Aaaint Liberalization

First, one of the key policy areas that conditionality in IMF programs has often addressed is
the liberalization of trade and capital flows across borders and the promotion of economic
globalization more broadly (Woods 2006. A recent analysis shows that since the late 1980s
more than 70% of IMF arrangements set conditions for the external sector, including the
liberalization of trade a nd the capital account (Kentikelenis, Stubbs, and King 2016) Multiple
studies find effects of IMF programs on capital account liberalization 152while some ¢ albeit not
all ¢ find direct positive effects on inflows of foreign direct investment (FDI). 153

These policy colEPUDOOUwW EVUl wxEUUOQaw UI 1 O1 EUDPYIT woOl wiOill w
shareholders and its staff. The former have an economic interest in the liberalization of trade
and capital flows in developing countries. IMF programs were often followed by U.S. and
European firms acquiring and investing in local companies; this was facilitated by IMF
conditions stipulating liberalization in economies that were previously relatively shielded
from international markets and foreign capital (Klein 2008; Stiglitz 2002) In addition to many
anecdotes, quantitative evidence shows that following IMF programs countries receive more
FDI from the United States (Biglaiser and DeRouen 2010) At the same time such liberalization

x OOPEDPI UWEOUOwWUI I O1 EVWUUET T wxUl i1 Ul OEIl UBw2ET OOEL
emphasis on capital account liberalization was in part dr iven by bureaucratic competition
between the IMF, the Organization for Economic Co-operation and Development and the
European Commission. In line with public choice reasoning , each organization aimed to
control this issue area (Steinwand and Stone 2008)

The distributional consequences of these various dimensions of economic globalization have
been subject to a large amount of research. Studies employing composite measures of
globalization have repeatedly found inequality -increasing effects (Bergh and Nilsson 2010;
Dreher and Gaston 2008; Lang and Tavares 2018)Recent studies focusing onmore narrow

measures of capital account openness and financial liberalization also find adverse

distributional consequences of such policies (Bumann and Lensink 2016; Furceri and Loungani

152 See Chwieroth (2007b; 2010) andMukherjee and Singer (2010 but note that they point to important
heterogeneities.
158 SeeBauer, Cruz, and Graham (2012) and literature cited therein.

174



2018; de Haan and Sturm 2016; Jaumotte, Lall, and Papageorgiou 2013%* Likewise, FDI
inflows have been linked to increasing inequality (Feenstra and Hanson 1996; Jaumotte, Lall,
and Papageorgiou 2013) The empirical evidence on the effect of trade liberalization on
inequality is more mixed yet positive for at least some country groups (Goldberg and Pavcnik
2007) ( OwUUOOwWUT | effedt @ IME prayBaddid pptential channel through which

income inequality may be affected.

Public Spending

Second, many IMF programs include conditions on fiscal issues that aim to limit or reduce

TOYT UOOI OUwiI Rx1 OEPUUUI 6w EEOUEDPOT wOOwW200681 zUwWEOD
(Stone 2008, 600)Gould (2006, 90)finds that in the 1983-1990 and the 19912000 period 91

percent and 100 percentrespectively of IMF programs included fiscal targets . Hence, IMF

programs are often considered tantamount to austerity.

One reason why IMF programs limit public spending is that they usually put a strong focus

on the timely repayment of debt to creditors. Gould (2003, 2006)documents that many IMF

programs include ? EE-DODPI OEQa wEOOEDPUDPOOU? wUT EVwWT DYIT wxUDPOUE
and interest to commercial banks. Building on this finding, research has repeatedly supported

the notion that governm ents of major shareholders use their influence on the institution to

prevent financial losses for creditors from their country (Broz and Hawes 2006; Copelovitch

2010a; 20100 While major Fund shareholders face few incentives to push for increasing public

spending, conditions that prioritize debt repayment limit the amount of resources available

for other public expenses. Other scholars link the policy preferences expressed in conditions

that stipulate smaller governments (and liberalization) to the beliefs and political views of the

IMF bureaucracy and its tendency to favor market -liberal ideas over government intervention
POwOEUOI Uw xUOEI UUT UwEOEwWOUUEOOI UBw3T 1T awEUT U1 wl
promotes confidence in marketOU DI OUI Ew x OOPEDI Uw ECEwWw EOOEOQUET w
ideational culture is dominated by a set of ws Ol OOPEIT UE OzaBabétCeODDE w E 1 (
Finnemore 1999; Nelson 2014, 304; Woods 2006Quantitative studies show that the share of

201 OOPEI UEO2 WEUUI EVUEUEUUwWPDPUT POWUT T woOUT EOPAEUDO

154 Note, however, that there is no consensus in this literature and that important heterogeneities exist. De Haan
and Sturm (2016) provide a comprehensive literature review.
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capital account openness in IMF program countries (Chwieroth 2007a; 2007b; 201 and that
IMF progr am design depends on the degree to which IMF staff and program country officials
Ul EUT w? Ol OO0 aNelsdn 2024) wET ODPI | U

The resulting effects of IMF programs on public spending have been subject to multiple
studies. Nooruddin and Simmons (2006)find a significantly negative effect on social spending
in democracies. While two studies by IMF staff find a positive effect, Stubbs, Kentikelenis, and
King could not replicate this using the same data (Clements, Gupta, and Nozaki 2013; IMF
2003; Stubbs, Kentikelenis, and King 2016)Instead, the latter find positive effects on health
expenditure only in Sub-Saharan Africa, and negative effects in other regions. Other studies
provide support for the hypothesis that IMF programs reduce public spending by
documenting negative effects on public wages (Nooruddin and Vreeland 2010; Rickard and
Caraway 2018)

The reduction of government expenditure can increase inequality in net incomes either via
reducing the amount of redistribution through progressive taxes and transfers or it ¢ an
directly affect the distribution of gross income, i.e., income before taxes and transfers. The
literature suggests that decreasing public spending on education can result in rising wage
inequality to the extent that the level or the equality of educatio nal attainment are adversely
affected by it (Goldin and Katz 2010; De Gregorio and Lee 2002) Furthermore, the frequently
included conditions demanding pension cuts or freezes are a potential channel. More
generally, the fact that IMF programs restrict government expenditure during periods of

| EOOOOPEWODPE]I UEOPAEUDPOOWODPOPUUWUT T wOxxOUUUODUDI L
typically combines liberalization and austerity, vulnerable segments of society, which usually
benefit from insurance policies that governments often implement in order to provide
protection against economic volatilities and risks resulting from increasing openness
@?1 OEl EEIl EwODEI UE O Reonipendatians &nd aul®E fagrartsi (deddameron
1978; Rodrik 1998; Ruggie 1982; Walter 2010)

Labor Market Reforms

A third policy area with potentially distributional implications often covered by IMF
conditionality is the labor market. Depending on the definition of labor marke t policies such
conditions can include, but are not limited to, reductions in minimum wage levels, dismissals

in the public sector, pension cuts, the legalization of nonpermanent labor, and the privatization
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of state-owned enterprises (SOESs). According toone count, at least a quarter of IMF programs
launched since 1987 have been found to include labor market conditions (Caraway, Rickard,
and Anner 2012).1%5 More than half include conditions that stipulate refor ms of SOEs
(Kentikelenis, Stubbs, and King 2016)

Again, the preference for such policies can be linked to the interests of major shareholder
governments and the bureaucracy. Coupled with the liberalization policies discussed above,
privatizations during IMF progr ams, on the one hand, often resulted in firms from the United
States and Europe winning the bids for privatized SOEs. Labor market deregulations in
program countries also benefitted investors from major Fund shareholder countries. 156 On the
other hand, the gradual expansion of the scope of IMF conditionality into such areas as labor
market policies has often been linked to the bureaucratic incentive to expand the
OUT EOPAEUDPOOZUwWOPUUDPOOOWET POl wbOPUPEOOAawWOOUwWxEUU
increasingly frequent. Many scholars argue that this was driven by staff aiming to increase
their power, responsibilities, and budget (Barnett and Finnemore 2004; Dreher and Lang 2016;
Kentikelenis, Stubbs, and King 2016; Polak 1991; Reinhart and Trebesch 20)5

Caraway, Rickard, and Anner (2012)E UT Ul wUT EQw? ¢U¢1 1 OUOU wOi el PUWOE
in the short to medium term .2 The results of Vreeland (2002)indirectly support this by
showing that IMF programs are associated with declines in the income share of labor
manufacturing . Blanton, Blanton, and Peksen(2015)find IMF programs to reduce collective
labor rights. Nooruddin and Vreeland (2010)find negative effects on public employment;
Rickard and Caraway (2018)find IMF conditions targeting the public sector to reduce the
public wage bill . Such cuts could both increase and reduce wage inequality, depending on the
country -specific relation between public wages and median income. Other IMF labor
conditions can adversely affect the distribution of gross income as minimum wage reductions
and weaker collective labor rights have been found to increase wage inequality (Autor,
Manning, and Smith 2016; Kerrissey 2015; Koeniger, Leonardi, and Nunziata 2007)
Furthermore they can, at least in the short to medium term, increase unemployment resulting

from layoffs in the public sector and in SOEs.

155 Note that Kentikelenis, Stubbs, and King (2016, 14)apx Oa WEWEUOEET UwWE]I I POPUPOOWEOE WU x
more of lending programmes have carried at least one labour-related condition over the 1994-1 YY A wx1 UDOE 8 »
156 For anecdotal evidence see Klein (2007) and Stiglitz (2002).
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In sum, the considerations up to this point suggest a first testable hypothesis:

H1: IMF programs increase income inequality.

4.2.3 IMF Programs and Domestic Democracy

Testing H1, however, is only the first step of the empirical exercise. In order to shed more light
on the theoretical question this paper poses, the interaction of IMF programs with democracy
needs to be addressed.

The standard theories in the literature on democracy and inequality suggest that democratic
governments, responding to voter preferences, promote a more egalitarian distribution of
income across society than nondemocratic governments.’>” For instance, Meltzer and
1 P ET HA9# prominent model suggests that the decisive voters earn less than mean income
and therefore have a preference for redistribution from the rich to the poor and, thus, lower
inequality . Here as well as in subsequent research, broadened access to political power is thus
closely linked to broadened access to economic resourcegAcemoglu and Robinson 2005; Boix
2003. While not all empirical studies find the effect the vast majority of the theoretical
literature suggests, there is substantial empirical support for these arguments.158

Going beyond this basic model and turning to the more specific policy areas discussed above,
there is a well-established empirical link between democracy and the size of the government
(Avelino, Brown, and Hunter 2005; Boix 2001; Jensen and Skaaning 2015)Democracies
provide more public goods and spend more on education, health and social security. A
prominent theoUl UPEEOwi Rx OEOEUDPOOw i OUwUT PUwi POEDOT wbUI
UUUYDYEO?> wOi woOl EEIl UUOWEEEOUEDPOT wUOwPI PET wEI OOEU
because they are accountable to a larger base of supporters, i.e., voterfBueno de Mesquita et
al. 2003) The evidence furthermore suggests that democracies increase public spending
particularly when they liberalize. Democracies that open up their economies tend to combine
such liberalization policies with more social spending, a larger p ublic sector and other

compensation measures and policies that protect the vulnerable from the risks associated with

157 For a recent literature review see Acemoglu et al.(2015)

158 Empirical support for the link between democracy and lower inequality is reporte d in, e.g., Blaydes and Kayser
(2011) Reuveny and Li (2003, Rodrik (1999) Statistically insignificant or non -robust results for this relationship
are, e.g., reported in Acemoglu et al. (2015, Mulligan, Gil, and Sala-i-Martin (2004, Scheve and Stasavag€2012)
Dorsch and Maarek (2018)find an inequality -increasing effect when egalitarian (often communist) autocracies
democratize and an inequality -reducing effect of democracy elsewhere.
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higher exposure to global markets. Such policies include, for instance, public spending

promoting human capital formation as well as social insurance against risks resulting from

increased labor market volatilities like unemployment benefits (Avelino, Brown, and Hunter

2005) While democracies do not shy away from liberalizing trade and capital flows because

of potentially adverse distributional consequences t if anything they tend to be more

liberalized (Milner and Mukherjee 2009) + UT 1 a wWUUUEOOa ws i OEl Ez WUUET wODE
Boix (2002)find d emocracy to be the key intervening variable explaining why some countries

combine liberalization policies with larger public sectors while others do not (seealso Rodrik

1998) Similarly, Rudra and Haggard (2005)find that autocratic governments spend less on

welfare when they globalize than their democratic counterparts . Voters appear to prefer

I R30I UOEOwWODPEI UEOPAEUPOOWUOWETl wsl OEI EEI EzwbDOwUI |
(distributional) risks resu Iting from it. Democratic institutions ensure that these preferences

translate into policy.

These considerations suggest that democracies tend to pick different policies with

distributional implications than what many IMF programs stipulate. Implementing t  ypical

IMF conditions concerning the public sector, social spending, compensation-for-liberalization

policy path in the absence of an IMF program. Hence, an inequdity -increasing effect of an IMF

program in a democracy relative to the counterfactual of the same democracy not being under

EwxUOT UEOQwpPOUOE WOl EOwUT ECw(, %wxUOT UEOUwWUI EVET wU
preferences. Such reduced responsiveness camesult from rising costs for domestic political

actors, e.g., parliaments, to block reforms under a program. The IMF itself states that its
EOOEDPUDOOE OPIUGITWI @ e ddul Wil U e E0id8) ku bther wordsQIME) U

programs ceteris paribugan tip the balance within the domestic political process in favor of

Ul OUT whpT OwUUxx OUUWEDUUUDEUUDOOEOwWx OOPEDI UWEOOUI U
EOOEPUDPOOEOPUa? wi OUwWUIT I OUOU wU i(Shithahd Viealadd»80®)x UOE U wk
For the empirical test of whether IMF programs increase inequality by limiting democratic
responsiveness to voter preferences | propose a hypothe that exploits the difference in

counterfactuals when democratic and non-democratic countries are considered. In the

characteristics as the program country. The only difference is the exogenously determined
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distributional preferences of its citizens. In the nondemocratic sample, the counterfactual is a

x OODUPEEOwUaUUI Owb O aredpdddiveness folvatet ghefetentsQd abdady
weak. If the reduction of democratic responsiveness is indeed behind the increase in
inequality, then the potentially inequality -increasing effect should mainly be driven by the
democratic sample. In non-democracies the democratic tendency towards a more egalitarian
distribution of income cannot be undermined. While the discussed equalizing policies and
institutions that are typically stronger in democracies can be reversed under IMF programs in
democracies,this is not the case in nondemocracies. On average, these considerations suggest
that IMF programs will increase inequality particularly when the counterfactual is a
democracy without IMF intervention.

H2: The inequality -increasing effect of IMF programs is particularly driven by democratic

program countries.

4.2.4 Heterogeneous Effects and Channels

heterogeneous effects. Decisioamaking processes of the IMF have changed over time.
Confronted with pressures for legitimization, international organizations have reacted by
engaging in efforts to enhance accountability mechanisms with citizens (Grigorescu 2015) If
effect of its loan programs, then improvements to its accountability should mitigate this effect.
| use two proxies to quantify such variation in IMF accountability. The first is an index
developed by Tallberg and co-authors measuring the degree to which non-governmental
transnational actors (TNAs) have access to 10 decisionmaking processes(Tallberg et al. 2014)
UwPUOwi EVUwW Oi U1 Ow EI I-gdverrtmeritall brganizatibng dan dethGrgatx &
[international governmental organizations] by expanding participatio n and increasing
accountability, 2 (Vabulas 2013, 194 their access is a potential mechanism that could increase
011 w(, %z UwUi Ux OBUD Y Odtizéis i IMFyrogramwouttiried andthe®yl U wo i w
its sensitivity to adverse distributional effects.
For the second measure | exploit the difference in IMF lending facilities under which programs

are designed. In 1999, the Fund established the Poverty Reduction and Growth Facility
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(PRGF)1»® EEOQUEDPOT wOOwWUT 1T w(, %Ow?i OUI OOU @swEtheth®di wUT 1 Ou
facility] is broad public participation a nd increased national ownership? (IMF 2001). In

combination with the explicit focu s on poverty reduction, the aims to let country authorities

lead the process and involve civil society in the program design are an attempt to avoid

extensive interference in domestic political systems and strengthen accountability. As PRGF

programs thus aim to override the domestic democratic system to a lesser extent, the

theoretical considerations suggest that their inequality -increasing effects should be smallerie°

To explore the channels underlying the main effects | provide suggestive evidence on the

correlation between IMF conditions and subsequent changes in inequality in the Appendix .

Not all IMF programs are the same. Research has repeatedly highlighted important differences

in the design of conditionality and challenged the claim that the IMF appli | UwbPE]l OUBEEOuws E
EUUUI Uz wSteh® 2008ETO Empirically investigate conditionality as a mechanism | run

two different tests. The first examines whether the scope of conditionality makes a differ ence.

Given the above discussion a natural expectation is that the inequality-increasing effect

increases with the scope of conditionality. The second disaggregates conditions by policy area

and tests which of these are likely mechanisms. The analysis aboe suggests that various

typical IMF policy conditions ¢ in particular those addressing liberalization, public spending

and the labor market ¢ could be potential channels for distributional effects.

4.3 Method and Data
4.3.1 Endogeneity

There is no lack of anecdotalevidence linking IMF programs to rising inequality. Many Latin
American, East Asian, and former Soviet countries experienced a divergence in income levels
while IMF programs were in place (Klein 2008; Peet 2009; Stiglitz 2002)An illust rative
example is the case of Argentina, which was under one of the economically largest and longest
IMF programs of all time. Democratic since 1983, Argentina received financial assistance from
the Fund for almost the entire 1983t 2004 period. Over the couse of these two decades the

EOUOUUazUwa&DOPWEODI I I PEDPI OUwWOi wOl OwbOEOOI wuOUI wi U

159 Qwl YYOwUT T w?$RUI OET Ew" Ul EDUWEEDODUA? wUI xOEET EwUIT 1T w/ 1&%
160] admit that both measures are imperfect proxies for a phenomenon that is difficult to quantify. It is controversial

PTT U1 Uwd3- UwbOEIT | tandPEGFPOddnE dxtii $eyeraladdiidhal distinctive features. While

these results should thus be taken with a grain of salt, it is reassuring that both results, based on two proxies with

different shortcomings, point in the same direction.
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at the turn of the millennium many blamed this trend, as well as wide spread poverty and
unemployment, on reforms with originsinl , YWEOOEDUDOOU WD Ox O1 O1 OUI EwE a
government. The IMF had demanded and supported policies such as fiscal austerity that

resulted in wage and pension cuts, the privatization of state -owned enterprises leading to

mass layoffs, and during the 19982002 recession opposed social programs for the poor and

T OYI UOOI OUwx OEOUWUUET wE U wrEEE2008ERAdAGck 0GPt RoBrik | U Uz w L
2003) 61 1 OwUT T wxUOT UEOQwI OEl EwEl Ul Uw UlT1 OUPOEZUwWOEU
inequality started to decline and in 2013 the E O U O (Glhicgelicient reached 38 again.

While it is plausible that IMF programs contributed to rising inequality in Argentina, other

simultaneous processes may explain this development just as well: The same period was also
characterized by years of hyperinflation, economic crises, and high levels of debt ¢ which, in

turn, had made continued participation in IMF programs more likely in the first place. It is

i OUO0T T UOOUT wOOUwWI REOQUEEEOT wlUT EQw, 1 01 Oz Uwi OY1 UOOI
market liberal reforms by itself in the absence of IMF influence and that the trend of decreasing

inequality after 2004 is linked to the more egalitarian policies under Néstor and Cristina

*PDUET Ol Uz Uwl OYI UOOI OUUWUEUT 1 UwlT EOQwUOwWUT T wi OEwOI
The case of Argentina illustrates that the central challenge for any study investigating the

causal effects of IMF programs on economic outcomes is honrandom selection(Przeworkski

and Vreeland 2000) The national economic and political conditions that drive selection into

IMF programs are likely related to determinants of inequality and other economic and political

outcomes. As IMF programs and inequality could thus be correlated in the absence of a causal

effect, regression coefficients could be severely biased without a valid identification strategy.
Problematically, not all of the potentially confounding variables are observable. While many

key variables that explain IMF program participation 1! suffer from missing data, the more

limiting problem is that many relevant conditions are intrinsically difficult, if not impossible,

UOwOIl EVUUUT dws5Ul 1 OEOE woOb U U Yuerland 20D2) Bran&edredhrott@O» wE U w
focus of this study, this argument suggests that governments that favor IMF programs, e.g.,

due to a political preference for austerity policies, might also be more likely to implement

policies leading to more inequality, irrespective of the presence of an IMF program. The lack

Of wOl EVUUI Ol OUwWOi WUUET wYEUPEEOI UWEUwW? x OODUDEE QuwF

161 For an overview see Steinwand and Stone(2008) Berger, de Haan, and Sturm (2®5); Moser and Sturm (2011)
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In theory, there is a straightforward solution to this endogeneity problem, but to applied
GUEOUPUEUDYI wUI Ul EVUET wO O wUnstruméntaldariablgsicantatideessO U U wE wi
this problem, but they are not easy to come by, especially since so much of what drives

selection into IMF programs also infl uences IMF program effects? (Vreeland 2007, 82) So far

one strand of this research has, for this reasongither limited itself to correct for selection-on-
observables(e.g., Doyle 2012; Hartzell, Hoddie, and Bauer 2010, or additi onally controlled for
selection-on-unobservables by means of selection models without exclusion restrictions (e.qg.,

Mukherjee and Singer 2010; Nooruddin and Simmons 2006; Przeworkski and Vreeland 200Q.

The former do not control for unobserved confounders while the latter have to make strong

assumptions on the joint distribution of the error term and the correct specification of the

participation equation. 162

The other strand of research has incorporated exclusion restrictions in their empirical models

(e.g., Atoyan and Conway 2006; Barro and Lee 2005; Dreher and Gassebner 2012n these

studies the share of votes cast in line with the United States or other G7 countries in the UNGA

hasbh EOQOOI wUT I ws UUEOQEE UE wb O U dowéver sithewnthed Wsused wx UOT U
this literature, 1%4this variable is not clearly excludable to macroeconomic outcomes. It rests on

the assumption that the only channel through which E w E O U @WNGRavetidg behavior is

linke d to macroeconomic outcomes in the samecountry is the presence of an IMF program.
P'OU0wbUwhbUwOPOI OawlT EVwWEwWT OYI UOOI OUz Uwi OUI BT Owx OC
Ul OEUI EwUOWEwWT OYT UOGOI OUz Uwx igh ih tur dredctedryliokedta E OOT U U
macroeconomic outcomes!® To paraphrase Moravcsik (1997) | argue that identification

UOUEUT T Pl UwUT OUOEwWs UEOT wxUIT I 1 Ul OET UwUIl UPOUUOGaOz u
b E w

used UNGA voting data suggest thattheir EE UE w? E E QwE I OUl Ux Ul &rdsE wE UwU |

162 For further details regarding problems related to selection models without exclusion restrictions see Puhani

(2000)

163 Barro and Lee (2009 first proposed this IV.

164 Alternatively, economic variables such as GDP, budget balance, inflation (Biglaiser and DeRouen 2010, growth,

reserves Bauer, Cruz, and Graham 2013, exchange rates Clements, Gupta, and Nozaki 2013), trade with G5

countries (Barro and Lee 2003, have been used. But the assumption that these countryspecific macroeconomic

variables do not affect the respective dependent country-specific macroeconomic variable of interest other than

OT UOUT T wOT T wxUl Ul OBl wOil wEOw(, %wxUOT UEOQwWPUwWwOOUwx OEUUDEOI wEL
EEOOOUWET wi REOUET Ed w31 1 wedUOOUazUwUT EUT woil w(, %wUOETI | wEOUOW!
economic and political power, its views on the IMF, and { as IMF staff was found to be mainly recruited from U.S.

universities and to lean towards certain political views + UOw UOT T wx UOT UEQWEOUOUUazUwWDET OO
orientation. A proposed alternative is the number of countries under an IMF program or the number of past IMF

program years (Oberdabernig 2013; Atoyan and Conway 2006). However the former is correlated with global

economic crises, while the latter captures courtry -specific characteristics such as weak economic governance.

165 For a theory along these lines, seeMoravcsik (1997); for a recent empirical confirmation, see Mattes et al. (2015.
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the U.S:led liberal order > (Bailey, Strezhnev, and Voeten 2017) The assumption that this
political position is unrelated to domestic policies and the state of the domestic economy is not

plausible. Hence, a new instrument is needed 166

4.3.2 |dentification Strategy

resources. | apply a recent methodological innovation (Nunn and Qian 2014; Werker, Ahmed,

and Cohen 2009) and interact this time -variant variable with a country -variant variable
DOEPEEUDOT wUOI | wEOUOUUa z UME progiak ETEeDrésbiting inteddctioly I ET DY D
term varies over time and across countries and, after controlling for the levels of the two

variables, introduces exogenous variation to the extent that the isolated interaction effect is

excludable from alternative channels. Thus, even if there was endogeneity between the time

variant level variable and the outcome, the exclusion restriction would only be violated if the

unobserved variables driving this endogeneity were affecting inequality differently in

countries with different levels of the probability to be under an IMF program (for econometric

details see Bun and Harrison 2018; Esarey 2015; Nizalova and Murtazashvili ©16). The

identifying assumption that such a relationship does not exist resembles the identifying

assumption of a differencan-differenceslesign (Dreher and Langlotz 2017).

2x1 EPI PEEOCOaAOwW( wUUT wUT T wbdE U Unatle QLR iddine® as1th@ w O1 w U1
amount of liquid IMF resources divided by its liquid liabilities 167 ¢ and interact it with the

fraction of years country i has been under an IMF program between 1973 and yeat (IMFprobx).

Yr=1973 L(IMEprogram 4= 1)

IV, = In(LLOR) X IMFprob, = In(LOR) X —

In the first -stage equationIMFprogram: is regressed on this interaction term and on all second
stage variables While year fixed effects control for the level effect of the liquidity ratio, | also

control for IMFprob: in both stages® The identification can therefore be interpreted as a

o6, | wOT 1 wi BRDUUDPOT WUUUEDIT Uwod O wU (1987 contitt) nafEreand) afte EohpebsdO@E Owl 1 11 E
Garuda (2000 controls only for selection-on-observables, Vreeland (2002 addresses selectioron-unobservables

without an exclusion restriction, and Oberdabernig (2013 relies on the excludability of UNGA voting. Foster et al.

(2018), who cite an earlier version of this paper, apply an IV strategy that builds on the IV introduced in this paper.

167 For further details on this varia ble and on all others see Appendix A.

168 Note that Nunn and Qian (2014) use a time-invariant probability measure in their baseline and a time -variant

measure in a robustness test, which produces very similar results. | use the time-variant measure in the baseline as
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in countries with different participation probabilities.

| expect this coefficient to be negative for the following reason: Multiple studies show that

U1 EPEPYDPUO? uPUWEwWxUDPOI wETI U1l UOPOEOUWOI w(, %wxUO
frequently participating in IMF programs are much more likely to do so again. The IMF, thus,

has a regular clientele that is routinely supplied (Bird, Hu ssain, and Joyce 2004 In years,

however, in which the Fund has abundant liquid resources, it has the means to extend its

EOPI OUI O1 w3l 1l wOUT EOPAEUPOOEOWDOET OUPYI wUOWEOw
expansion since the 1970¢Barnett and Finnemore 2004). Arguably, the higher its liquidity, the

more generous the Fund will be and the more actively it will look for new clients .1%°In times

of high liquidity ratios, the Fund is thus more likely to grant loans to countries that woul d

otherwise be less likely to receive IMF programs. This would be captured by a negative

coefficient.

61 POl wUT T wbOUUUUOI OUzUwUI OIl YEOETI WEEOQWEOEwWPDHDOOW
untestable and must be theoretically defended. Figure 4.1 shows the variation of the natural

logarithm of LQROYT UwUDPOT 6 w31 1 wOEPOWUOUUET Uwodi wUOI*MUWYEUD
The Articles of Agreement (Article 1ll, Section 2a) require the Board of Governors to review

the amount of financial resources O1 OET UUWEOOOPUwWwUOwWUT 1T wuUOEwp? @UC
years. In the observation period these reviews led to quota increases in all but three cases. In

Figure 4.1 these jumps can be seen, for instance, in the late 1970s, early 1980s and late 1990s

when member countries executed their respective payments of the 7, 8", and 11" General

Review of Quotas. As the timings of the quota reviews follow the mentioned institutional rule

Ol PUWDOEUT EUT UwU0OT T w(5z0wUI Ol YEOE!I WEOEWEYOPEUwWUUDOT wi UOUUI
robustness tests that my results also hold with the time-invariant measure.

189This is an argument that my conversations with IMF staff i n November 2017 support. Several IMF staff suggested

U7 EOwOT I-degigningand ueldbelling of its lending facilities can be considered as a reaction to low demand

for its programs and an attempt to make them more attractive for potential program cou ntries. They supported the

YOI PwOT ECwOT 1 Ul wPUWEOWHOET OUDYI!T wi OUwUT 1 wEUUI EVEUEEaA wUOwI OUL
POwWPUUWOOEOwWxUOT UEOQUOWEOEwWUT EQwUT PUWDOET OUDPY1 whbUuwelE UUDEUOE L
little used, which a high liquidity ratio indicates.

170 A second source of variation is the fact that in some years repayments of individual, extraordinarily large loans

affect liquidity liabilities. (In addition, minor changes in liquid liabilities ¢ an result from changes in IMF borrowing.)

In the robustness section | show that this is unproblematic and that the results hold when this variation is excluded.

A last source of variation is the fact that liquid resources additionally vary when the IMF adj usts the basket of

economies and therefore has a very minor effect on the amount of liquid resources.
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and are thus predetermined, it is very unlikely that they are linked to intra -state income
inequality through unobserved channels. Even if this was the case, the correlation between
such unobserved variables and the outcome would bias the result only if it was dependent on
UOwi POEWUOOEUI UYI EwWYEUPEEOI UwUT EVWEI T T EQwUTT wb(
inequality conditional on how regularly the country has received IMF programs in the past
after controlling for country and year fixed effects and a large vector of control variables. It is

unlikely that such variables exist. 17

Figure4.1¢ 31T 1 w( , %z VateDBUPEDUa w1l

1970 1980 1990 2000 2010
Year

4.3.3 Econometric Model and Data

Armed with this excludable instrument, | estimate 2SLS dynamic panel regressions to identify

the causal effect of IMF programs on income inequality:

1% stage:

IMFprogram,, = oaln(LLOR,) X IMFprob,, + &, IMFprob, , + v, Gini,, + 1, X’ + &+ o, + u,
2™ stage:

Gini, = B IMIprogram ,  + &, IMEprob,,, + n, Giniy, + X0 + &+ o + g,

The annual time-series crosssectional data cover the 19732013 period and a maximum of 155
countries. As not all data are available for all countries and years, the panel is unbalanced and

the number of observations depends on the explanatory variables used.

171 1n addition, several robustness tests designed to challenge the identifying assumption fail to produce different
results. See below and Appendix 4.G.

186



The dependent variable Gini is the Gini-coefficient of net income taken from the Standardized
World Income Inequality Database (SWIID) (Solt 2016) The SWIID combines source data from
multiple inequality databases and, in contrast to other panel datasets like All The Ginis (ATG)
or the World Income Inequality Database, standardizes them to make the data comparable
across countries and over time. Because of this standardization and its comprehensive
coverage the SWIID is widely used in related research based on panel data(Acemoglu et al.
2015; Dorsch and Maarek 2018; Obetabernig 2013) | follow this literature in the choice of this
database, but also run robustness tests with ATG data.

The explanatory variable of interest, IMFprogram, is an indicator that equals 1 if country i was
under an IMF program for at least five months in year t (Dreher 2006k updated). In the
baseline | follow the related literature on the effects of IMF programs and lag the variable by
one year (Nooruddin and Simmons 2006). To look at longer-term effects | introduce different
lags in additional regressions. It may take time for the effect to operate because of lagged
consequences of economic reforms and it is relevant to see whether and when potential
changes in inequality are undone.

Furthermore, to account for unobserved country -specific characteristics and time-specific
trends, | include country and year fixed effects (vand M. As current levels of inequality are
heavily dependent on previous levels it is standard to al so include the lagged dependent
variable (LDV). 172In addition, | include a lagged vector of covariates consisting of two variable
sets!73 The first comprises the standard covariates of inequality: GDP per Gpitaand its square
UOWEOOUUOOWI O veludd éconantic@iev@dprdentzindludidd a potential non -linear
relationship a la Kuznets (Kuznets 1955)as well as Educationmeasured by average years of
schooling, Trade (% GDP), Life Expectancyand Regime TypeThe second set of covariates
includes variables that the literature identified as key determinants of IMF programs: Current
Account Balance (% GDP), Investments (% GDP), GDP GrowttNGA Voting, and an indicator
variable for the presence of a systemicBanking Crisis | additionally interact the global total of
both Banking Crisesnd Global GDP Growttwith IMFprobU Qwi 01T EQOET wUT 1T wi REOQUUDC

plausibility by demonstrating that global economic developments do not influence both the

172 Acemoglu et al. 2015 As in all regressions T > 20, a potential Nickell bias (Nickell 1981) is negligible, seeBeck
and Katz (2009) A Fisher-type augmented Dickey -Fuller unit -root test rejects the hypothesis that Gini has a unit
root.

173 For descriptive statistics, definitions and sources see Appendix 4.A.
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participation probabilities. 174

4.4 Results
4.4.1 First-Stage Estimates

| begin by testing the relevance of the instrument. Table 4.1 shows the first-stage estimates of

the 2SLS regressions with different sets of control variables, whose coefficients are omitted to

reduce clutter (see Appendix 4.Bfor the full table). The results demonstrate that the instrument

is relevant. They show a highly significan t, negative conditional correlation between the IV

and the presence of an IMF program. The KleibergenPaap LM statistic rejects the null

hypothesis that the equation is underidentified at the 0.1 percent level. The cluster-robust
Kleibergen-Paap F-statistics easily surpass conventional levels of weak identification tests,

UUET wEU w2 UE b i(199rithieéhbldud? ter0et @gOWu E U w2 U O E @aor)déstu 8 OT Oz L

conservative critical value of 16.38, which tolerates a maxmum 2SLS size distortion of 10

percent.
Table4.1¢ First Stage Regressions
(1 @ 3)
LQR x IMFprob -0.276%%% -0,30)8%k* -0.356%%F
(0.052) (0.063) (0.067)
IMFprob 2.76(pr 2,673 3,172
(0.282) (0.315) (0.286)
Inequality controls No Yes Yes
IMF controls No No Yes
Observations 3766 3010 2625
Kleibergen-Paap (K.-P.
cibergen-Paap (K.-P) o 18.452 16.045 18.973
underidentification test LM-statistic
K.-P. underidentification - ]
0.000 0.000 0.000
test p-value
K.-P. weak identification 27 600 24121 28441

test F-statistic

Notes: Dependent variable IMFPprogram. All regressions include country and year fixed effects and the lagged
dependent variable. Standard errors, robust to clustering at the country level, in parentheses.
Significance levels: * p<.10, ** p<.053, ¥ p<.01

These results are robust across different specifications. In column 1, only the levels of the
interaction term, the LDV ( Ginit1), as well as country and year fixed effects are controlled for.

Under the assumption that the IV is excludable conditional on these variables, this

737 DPUWPUWEOEOOT OUU WU O w- B)akdietofcbvarttesE Oz Uwpl Y Ko whit Kt
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specification without additional control variables already yields an unbiased coefficient of

interest in the second stage. Nevertheless, in columns 2 and 3 | successivelydd the two sets

of covariates described above. None of them significantly alters the relevant coefficient, its

significance, the F-statistic or the underidentification test statistics.

As previous studies found, countries that participated in IMF programs in the past are

Hussain, and Joyce2004) wOl pwi DPOEDOT OQwl OpI YI UOwPUwUT ECwUT B
OPgUPEPUaAdw UwUil wOITEUDPY]I wUDT OwoOil wUOi T wddUI UEEU
illustrates, in years with higher liquidity ratios the probability of past IMF partic ipation is a

weaker, but still significant, predictor of IMF programs. The Fund is, thus, not only more

generous in years with higher liquidity ratios 175 but in these years it also implements more

programs for countries beyond its more regular clientele. In sum, the 1V is plausibly excludable

to inequality levels in specific countries, proves to be highly relevant, and allows an intuitive

interpretation of its linkage with the presence of IMF programs.

Figure4.2¢ Visualized Effect of the IV

25

min(LQR) E mean(LQR) max(LQR)

2

1.5

1

Effects of IMFProb

5

Conditional Effect and 95% Confidence Interval IR Densilyl

4.4.2 Main Results

Table 4.2 presents the results of the secondstage of the 2SLS regressions. Specifications-3
correspond to those reported in Table 4117 In line with H1 , the results show that IMF

programs significantly increase income inequality. Across all specificatio ns the coefficient is

175The liquidit y ratio + which is not included in the regressions because of perfect multicollinearity with year fixed
effectst is positively correlated with the number of countries under IMF programs in a given year ( r =.3).
176 See Appendix 4.D for the full table and an interpretation of all other coefficients.
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statistically significant at least at the 5 percent level (1 percentin specification 2) and

substantial in size. Having an IMF program inyear t OOwWE Y1 UET 1 wbOEUI EUI UwUOT 1|
coefficient of net income in year t+1 by a littl e more than one point. This result is robust both

to different sets of control variables and to different samples, which vary because of missing

data for the added controls.

To assess the magnitude of the effect, note that it is equivalent to an increase in theGini

coefficient by at least 34 percent and up to 51 percentof a within -country standard deviation.

As inequality is slow to change, increases of this size within one year are rare events (8.6

percent of all observations in the sample). While this indicates a substantial effect size,

differences in the Gini coefficient are difficult to interpret directly. Therefore, | elaborate on a

method proposed by Blackburn (1989)to quantify the size of the effect in a more intuitive way .

UTT wUOxxT Uwl ECI w3 OwyYDPI pwUT PUwi UOGOwWUT T wxl UUxI EUD
x OOUI Uwil EOI OWEOOUPETI UwUT E0wDOwUT 1 he tnEdr éainz UW E YT
approximately 25 percent of the total national income. Hence, on average the change in

inequality induced by having an IMF program in the previous year is equivalent to a transfer

Of wi OUUwWUOwWI BYT wxl UET O0wWO! wUOT T wxOOUI Uwi EOT zUwdI |

each person inthe richer half (see Appendix 4.B).

Table4.24 Main Results

M 2) &)
IMF Programe. 1.130%* 1.435%#* 1.288**
(0.521) (0.550) (0.573)
Inequality controls (t-1) No Yes Yes
IMF controls (t-1) No No Yes
Observations 3766 3010 2625
Adjusted R? 0.880 0.853 0.858

Notes: Dependent variable Gini. Second-stage regressions corresponding to Table 1. All regressions include country
and vear fixed effects, the lagged dependent variable, and IMFprob. Standard errors, robust to clustering at the
country level, in parentheses. Significance levels: ¥ p<.10, ** p<.05, *¥** p<.01

Next, | test how IMF programs affect inequality in the longer term. Figure 4.3 illustrates and
reports the estimates of the coefficient of interest for the baseline specification (1) with different
levels of lags. It indicates that the effect is statistically significant during all of the following

five years and strongest and most significant after three years. After six years the effect is no
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longer significantly different from zero. Results are very similar when adding the co ntrol

variables (see Appendix 4.E).

Figure4.3¢ Long Term Effects

[ and 95% confidence interval

(=]
—
(B

3 4 5 6
Lag
t t-1 t-2 t-3 t-4 t-5 t-0
IMF progtam 0.847* 1.130%% 1.593%% 1.816%** 1.363%*= 0.920%* 0.511
(0.506) (0.521) (0.552) (0.564) (0.468) (0.450) (0.758)

N 3766 37606 3726 3685 3643 3598 3556

Note: Reported are 3-coefficients and standard errors for different lags of the variable IMFprogram. Specifications
otherwise identical to specification 1 in Tables 1 and 2.

4.4.3 Heterogeneous Effects

To shed light on the underlying mechanisms | split the sample into democracies and non -
democracies!’” Note first the descriptive statistics in Table 4.3. They show the average ofGini
depending on whether the observation is a democracy and on whether an IMF program was
in place and reports t-tests comparing the respective means. As expected, inequality is
significantly higher in non -democracies and in countries under an IMF program. It is
furthermore interesting and in line with the hypotheses that the large and highly s ignificant
difference in inequality between democracies and non-democracies entirely disappears when

only countries under IMF programs are compared.

177 The definition of democracy follows the Polity IV index and treats observations with a Polity score of 6 and
higher as democracies(Marshall, Jaggers, and Gurr 2011)
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Table4.34 Conditional Means othe Gini Index

E(Gini) not under IMF program under IMF program t-tests
Democracies 34.52 41.22 t=14.37;p < 0.001
Non-democracies 39.01 41.05 t= 3.28; p = 0.001
t-tests t= 1295 p < 0.001 t=-0.39; p = 0.08

UwOT 1T Ul wEl UEUDxUPYI WUUEUDPUUPEUWEUI WwOEYDPOUUOGa wbhO
4.4 presents the 2SLS regression results with the sample split into democraces and non-
democracies to test H2 In columns 1-2 and 56 the sample is split on both stages, in columns
3-4 and 7-8 the fitted values of the variable of interest calculated by means of the entire sample
are used17®
Columns 1-4 show that IMF programs increase inequality in democracies.'’”® The effect is
robust to whether or not control va riables are included and whether fitted values from the full
or only the democratic sample are used. The instrument maintains its relevance despite the
smaller sample size in columns 1 and 2. The point estimates, which are statistically significant
acrossall specifications, range from 1.8 to 2.3 and are, thus, larger compared to the full sample.

Applying the metric based on Blackburn, this is equivalent to a transfer of about eight percent
Ol wUOTT WEYT UETT wxOOUwx1 UUOOz Uw b OB hsuoblydnord T T wEYI
democracies are considered (columns 58) the effect entirely disappears. The coefficients are

close to zero and not statistically significant at conventional levels. 180

between democracies and nondemocracies. Theoretically, there is no obvious reason why this should be the case.
Empirically, the first -stage regressions for the split samples show that the coefficients of the IV are similar in both
samples and only in column 5 do they not reach statistical significance at the 10%level. This suggests that splitting
the sample only on the second stage is also valid. Standard errors in these regressions are cluster bootstrapped to
account for two -stage estimation.

179 In accordance with the results for long -term effects reported in Table 4.3, in this and in the following table,
IMFprogramis lagged by three years. The substance of the results, however, does not depend on this choice.

180 Note that in column 5, the specification w ithout control variables and with the sample split on both stages, the
IV in the small non -democratic sample is not strong enough to reliably rule out weak instrument bias. Columns 6 -
8, however, show that the coefficient of interest remains insignificant wi 1 Ow 0T T w( 5z UwUl 01 YEQEI wbU
adding control variables or by using fitted values from the full sample. In column 6 the F -statistic surpasses Stock
E O E w8 PhoYzriiical value of 6.66 that tolerates a 2SLS size distortion of 20%.
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Table4.4+ Sample Split

Democracies Non-Democracies

(D (2) 3) 4 ) (6) () (8)
IMF 1.901%* 2.063%* 2,271k 1.829%* -0.057 -0.363 -0.031 -0.407
Program.s  (0.739) (0.810) (0.861) (0.824) (2.260) (0.787) (1.462) (1.141)
controls No Yes No Yes No Yes No Yes
sample 15t & 20d 15t & 20 2nd 2nd 15t & 20d 15t & 204 2nd 2nd
split stage stage stage stage stage stage stage stage
N 2094 1743 3766/2094 2526/1743 1317 878 3766/1317  2526/878

First Stage:

v 031500 J0367F 027079 (), 35067 -0.142 04640 0276070 -0.356%F*
(0.077) (0.088) (0.052) (0.067) (0.125) (0.168) (0.052) (0.067)

K.-P. . 0.001 0.001 0.000 0.000 0.256 0.026 0.000 0.000

underid. p

P

K-P. - 16.958 17.545 27.699 24.121 1.286 7.647 27.699 24,121

weak id. F

Note: Dependent variable Gini. All regressions include country and vear fixed effects, the lagged dependent variable,
and IMFprab. In columns 1-2 and 5-6 standard errors (in parentheses) are robust to clustering at the country level; in
the remaining regressions standard errors are cluster bootstrapped. Significance levels: * p<<.10, ** p<.05, ¥** p<.01

In sum, the inequality -increasing effect of IMF programs seems to be entirely driven by the

democratic sample. In line with the hypotheses, IMF programs appear to weaken the

inclination of democratic governments to more egalitarian income distributions. The size of

the effect is equivalent to cutting the average difference of approximately four Gini points

between democracies and autocracies in half.

Further examining the plausibility of this channel, | include the interaction [IMFxTNA (=

IMFprogram x TNAaccessas an additional regressor (Table4.5 columns 1-2). To estimate its

coefficient | employ the IV estimator proposed by Bun and Harrison (2018)!8 As expected, the

interaction enters with a significantly negative coefficient. This supports the expect ation that

UT 1T ws Ox1 OPOT wUxz wOl wOT T w(, %wUOPEUEUWUOEDPI UEOQWEE!

the distributional effects of its activities.

1811 JOWEOEwW' EUUPUOOZz Uwpl YWAW? ( 5t » TNA&LEeEsO wdll GsiMFETRIA to the)ded w( 5wOUO
of instruments for IMFprogram while treating IMFXTNA as exogenous. This identification is valid under the
plausible assumptions that TNA access to the IMF is exogenous to inequality levels and that the degree of

endogeneity of IMF programs and inequality does not depend on TNA access:E(IMF x Gini | TNA) =E(IMF x Gini).
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Table45¢ TNA Access and PRGF Programs

O @) 3) ) ) ()
IMF Program.s 0.717** (0.985%*
(0.285) 0.472)
IMEXTNA -2.799x -3.824%*
(1.075) (1.688)
PRGF program,; 0.490 0.483
(0.961) (1.1200
Non-PRGF program.; 1.841%=* 2.0809**
(0.698) (0.893)
Controls No Yes No Yes No Yes
N 2094 1743 2094 1743 2094 1743
Adj.R? 0.838 0.829 0.841 0.834 0.782 0.759
K.-P. undetid. LM 37.968 21.039 5.625 5.204 10.827 8.506
IC.-P. underid. p 0.000 0.000 0.018 0.023 0.001 0.004
K.-P.weak id. F 77.962 32.011 14.900 14.443 19.953 12.307

Notes: See Table 2. Only democracies are considered. For columns 1-2 see text and footnote 119.

Columns 3-6 separately examine the effects of PRGF programs and other IMF programs in
democracies and show a substantial difference. The coefficient for PRGF programs is small

and not statistically significant at conventional levels. If all other types of IMF programs are
considered, however, the effect on inequality is significantly positive. As discussed above, the

(, %zU0wl OxT EUPUWOOwWxUEOPEWXEUUPEDPXxEUDPOO wa@E wOE UD(
(but does not necessarily have to)explain why these kinds of lending arrangements have no

significant adverse distributional effects. In sum, these empirical tests suggest that variation

in the decision-making processes concerning the design of IMF programs explain variation in

Ul Tl wxUOT UEOUZ WEDPUDEOWRDDWHOUBWHPOEOUUDPYI WEOEwWSs EI
are, the smaller the adverse distributional consequences are.

In Appendix 4.F , | extend the core analysis by providing correlational evidence on the role that

IMF conditionality plays for the link between IMF programs and increasing inequality. | find

that inequality increases more in IMF program countries that receive more extensive
conditionality than in program countries that receive fewer conditions. When examining

specific policy areas, the results are consistent with the theoretical considerations on the
sxUEOPEwWUx] OEDOT z w E O E wharbdisEdiddisse® Bhpv| Oonditbalit® U O Uz w
addressing the social and pension sector as well asthe labor market are associated with

increasing inequality. | find, however, no evidence for the conjecture that IMF conditions

targeting trade or capital account policies are associated to increasing inequality. While these

results, which are discussed in more detail in the Appendix, do not provide causal evidence,

they are consistent with the idea that conditionality is a plausible channel for the main effect
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that this study identifies. Nevertheless, more research that focuses on specific IMF conditions

as a channel for the distributional effects of IMF programs is needed.

4.4.4 Robustness

I run a series of additional tests to confirm the robustness of the main results.*82First, | address
concerns regarding the exclusion restriction. The results are robust to exduding the country -
year observations with large purchases and repurchases of IMF credit as well as to using only
U1 1T w(, %z UwOb @U b E waiyi dgxbhpénentafitiel\iuTablé 4039 H0tivated by
a recent finding by Christian and Barrett (2017), | then plot time trends in LQR and the cross
country average of Gini for sets of countries with different levels of IMFprob and find no
evidence for time trends that could threaten the exclusion restriction. | also randomize the
order of the LQR values for 1000 placebo first-stage regressions. The resulting IV coefficients
are, as expected, normally distributed around zero and have all smaller t-statistics than the IV
coefficient in the first -stage regression with the real LQR values. Furthermore, substituting the
time -varying probability ( IMFprob) by a time-constant probability that is absorbed by country
fixed effects also doesnot affect the results (Table 4.12. Tests a la Altonji, Elder, and Taber
(2005)show that selection-on-unobservables relative to selection-on-observables would have
to be more than three times as large and go in the opposite direction if the true reduced form
effect was in fact zero (Table 4.13. The same table also reports OLS and reduced form
estimates of the baseline specification for comparison.

Second, to make theregressions comparable to previous studies | substitute my IV with
UNGA voting (Table 4.14, columns 1-3). The results are similar. However, the UNGA voting
IV is less relevant, with F-statistics below critical thresholds in two out of three specifications.
Besides, the coefficients of interest are larger and the effect size that UNGA voting as IV

identifies is somewhat doubtful (140 percent of a within -country standard deviation). Under

Ul T wEUUUOxUPOOWUT ECwUT PUwWUUUE a z facuthas UNSBHA votin E OUE E E ¢

enters with a significantly positive sign as a control in the baseline (see Full Table 4.2 in
Appendix 4.D ) suggest that UNGA voting is linked to inequality through more channels than
only IMF programs. When used as an |V this violat es the exclusion restriction and biases the

coefficient upwards.

182 For a detailed description of these tests see Appendix 4.G.
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Third, | modify the main variables of interest. While my baseline definition of IMF programs

i OO0OPUWUIT T woOPUI UEUUUI zUwUUE OE E UE qroesiyefigitio OEUUUO
and only consider Stand-By Arrangements (SBA) and the Extended Fund Facility (EFF). The

results are similar (Table 4.14 columns 4-6). When using the Gini coefficient of market income

as an alternative outcome variable, the regressions again yield very similar results, suggesting

that IMF programs tend to redistribute net income more via changes in gross income than by

means of changesin taxes and transfers (Table 4.15 columns 1-3).183 Additionally, | employ

ATG data asan alternative to the SWIID (Table 4.15 columns 4-6). Even though the use of this

dataset dramatically reduces the sample size, the results are again robust.

4.5 Conclusions

IMF loan programs increase income inequality. According to the evidence presented in this

xExl UOwUTl PUwWI i i1 EOWPUWEEUUEOQWEOEwWI EOOQOBEEOOa WU
importantly the finding that the effect is driven by the sample of democratic countries ¢ are
EOOUDPUUI OUwpPPUT wOT 1T wOl 1 OUa wterhafobalucggiriziénE hdd UDEE OO 2
interfere in domestic politics are capable of temporarily restricting the responsiveness of

democratic governments to the distributional preferences of their citizens.

For the IMF the results highlight an unintended consequen ce of its lending arrangements. It

may encourage the Fund to revise its policy advice and conditionality with regards to their

distributional implications. The findings furthermore suggest that giving greater autonomy to

x UOT UEOQWE OU O U U D lalprpeasaes apidtheed3eir FRGPRidgrams, and allowing

societal actors to have more influence on decisionmaking processes, can mitigate adverse
EDUUUPEUUPOOEOQwI I 1T EUUBwW3TT awll U0wUUxxOUUOwUI ET (
ownershix 2 wE O fidipateryEprocesses? (IMF 2014b).

While future research is needed to examine whether these findings are transferable to other

(. UO0wl0T 1T wUUUEazUwWOEDOwWUI UUOU wU dfithe mndstpowerfulElOsu 0T T wE E
can not only affect public goods provision and general welfare but can also have a

distributional dimension. From a normative perspective, such distributional power points to

the need for more effective accountability mechanisms between 10s and affected societies to

ensure that the allocation of gains and losses is under democratic control. And apart from

183 See the Appendix for caveats regarding this inference.
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being normatively desirable, the analyses suggestthat enhanced democratic accountability
mechanisms in 10s can also produce better policy results.

Future research both on IMF program effects and on the drivers of income inequality can draw
lessons from this study. First, the proposed identification strategy can be useful for scholars
investigating the causal effects of IMF programs more broadly. The instrumental variable
plausibly fulfills the exclusion restriction w ith regards to a range of additional political and
economic outcomes. Second, the results add to the growing literature that stresses the role of
policies and institutions as determinants of inequality. While their contribution to current
trends of rising inequality across countries is well-established in this literature, it remains an
open question as to why so many countries modify their national policies and institutions in
EwbPEawUI EOwbOI GUEODPUa wbOEUI E U interénatiGnél Palicies) aht) Ea z Uw U
institutions can play a significant role in this regard. Examining the underlying mechanisms
linked to how international organizations interact with democratic processes at the national

level is a promising area for future research.
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4.6 Appendi ces to Chapter 4

4.6.1 Appendix 4.A: Variables

Table 4.6 Descriptive Statistics and Data Sources

Variable Mean SD Min Max Description and Source

Gini coefficient of net income according to the
Gini 38.08 9.23 17.96 68.16 SWIID version 5.0 (Solt 201§.

Indicator 1 if IMF program in place for at least 5
IMF Program 0.32 0.47 0 1 months in year t, (Dreher 2006).

IMF liquidity ratio, which equals liquid

resources (usable currencies plus Specia

Drawing Rights contributed) divided by liquid

OPEEPOPUDPI Uw pUOUEOQW OI

positions plus outstanding IMF borrowing from

members); own calculation based on data from

Ol T w(, %z Uw 6QAYE2018 Ard xH®
LQR (In) 542 075 41 711 (, %z Uw( O0U1 UOEUDPOOE Owunb

BY s (A _%x U G WIEA

UWhuN A t

IMFprob 0.25 0.25 0 1 Own calculation based on (Dreher 2006b)

Gross domestic product per capita in constant
GDP per capita (In) 8.21 1.61 492 11.38 2005 USD(World Bank 2016)

Average years of schooling, linear interpolation
Education 756 285 0.89 13.18 ofdata for five -year periods (Barro and Lee 2013

Trade (% GDP)
Trade 77.09 51.26 12.01 439.66 (World Bank 2016)

Life expectancy at birth in years (World Bank
Life Expectancy 68.71 9.61 27.08 82.93 2016bh)

Indicator 1 if Polity IV index is 6 o r higher
Democracy 0.66 0.47 0 1 (Marshall, Jaggers, and Gurr 2011)
Current Account Balance on current account (% GDP) (IMF
Balance -21  6.53 -47.21 26.77 2016d)

Gross capital formation (% of GDP) (World Bank
Investments 23.11 7.14 -2.42 74.82 2016.

GDP growth (annual %)
GDP growth 3.63 4.45 -50.25 35.22 (World Bank 2016).

Indicator 1 if systemic banking crisis in year t in
Banking Crisis 0.11 0.31 0 1 country i, (Laeven and Valencia 2013.

Ideal point of voting behavior in the UNGA
UNGA voting 0.14 091 -2.14 3.01 (Bailey, Strezhnev, and Voeten 2017.

Growth of global GDP; own calculations based
Global GDP Growth 3.03 151 -2.08 6.98 on World Bank (20186.
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Global total of Banking Crisisin year t, based on

Banking Crises 1454 10.12 0 30 Laeven and Valencia (2012

Index of TNA access to the IMF in year t
TNA index 0.14 0.14 0 0.32 (Tallberg et al. 2014)

Indicator 1 if IMF program under the PRGF in
PRGF program 0.15 0.36 0 1 place for at least 5 months in yeart (Dreher 2006
Liguid Resources
(In) 11.3 0.66 9.84 12.96 IMF liquid resources (see LQR)

Gini coefficient of market income according to
Gross Gini 4536 7.12 20.25 71.13 the SWIID version 5.0 (Solt 2016)

Gini coefficient (Giniall) according to the ATG
Gini (ATG) 39.63 9.91 20 69.8 Dataset(Milanovic 2014)

Note: The sample of the full specification (Table 4.2, column 3) was used for calculating the values in

this table.

Conditionality

Scope of Number of policy areas covered by IMF
Conditionality 5.46 2.26 0 9 Conditionality
Foreign Exchange IMF condition addressing foreign exchange
Systems 0.24 0.43 0 1 systems and restrictions (current and capital)

IMF condition addressing international trade
Trade Policy 0.44 0.50 0 policy
Central Bank 0.13 0.33 0 IMF condition addressing the central bank
Financial Sector 0.78 0.42 0 IMF condition addressing the financial sector

IMF  condition addressing the general
Government 0.84 0.36 0 1 government

IMF condition addressing the civil service,
Public Employment 0.08 0.28 0 1 public employment and wages
Pensions and IMF condition addressing pensions and other
Social Sector 0.10 0.30 0 1 social sector reforms

IMF condition addressing reforms of public
SOE reform 0.77 0.42 0 1 enterprises in the non-financial sector

IMF condition addressing labor market reforms
Labor Market 0.03 0.17 0 1 in the private sector

IMF condition addressing other structural
Residual Category 0.63 0.48 0 1 reforms

Note: The sample of the specifications 1 and 3 in Table4.10was used for calculating the values in
this table. Source: Andone and Scheubel (2017) based on IME2016c)
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4.6.2 Appendix 4.B: Interpreting Differences in Gini C oefficients

Following Blackburn (1989), a change in the Gini coefficient (G N € Y O lubyY & goints is
equivalent to a lump -sum transfer of L from all those below the median to all those above the
median, given by
1:8& & . s s . P Ao o A s . A o~
+ LU-%?%[U, OQwpbl |l Ul w, wbUwUI | wEOUOUUazUwOI EOu

P is given by
. h2 - -
p/ wAwy G%Auwwﬁcﬁ/ﬂ(tﬂ,&uu w
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+, & . h
e
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4.6.3 Appendix 4.C: Full Table 4.1

Table 4.4 Baseline, First Stage

1) (2) (3)

LQR IMFprob -0.276*** -0.308*** -0.356***
(0.052) (0.063) (0.067)
IMFprob 2.760%* 2.673** 3.172%**
(0.282) (0.315) (0.286)

Gini 0.003 -0.001 -0.003
(0.003) (0.004) (0.005)

GDP/Capita (In) -0.177 -0.135
(0.280) (0.331)

GDP/Capita Squared (In) -0.002 -0.007
(0.017) (0.020)
Education -0.057** -0.058**
(0.025) (0.028)

Trade -0.000 -0.001
(0.001) (0.001)

Life Expectancy 0.008 0.010*
(0.005) (0.006)

Regime Type -0.005 0.004
(0.049) (0.053)

Current Account Balance 0.002
(0.003)
Investments -0.006**
(0.003)

GDP Growth 0.002
(0.002)

Banking Crisis 0.080**
(0.038)
UNGA Voting 0.102%**
(0.034)

Global GDP Growth 0.002
IMFprob (0.027)

Banking Crises  IMFprob 0.006
(0.004)

Observations 3766 3010 2625
K.-P. underid. LM 18.452 16.045 18.973
K.-P. underid. p 0.000 0.000 0.000
K.-P. weak id. F 27.699 24.121 28.441

Notes: Dependent variable IMFprogram All regressions include country fixed effects and year fixed
effects. Standard errors, robust to clustering at the country level, in parentheses.
Significance levels: * p<.10, ** p<.05, *** p<.01
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4.6.4 Appendix 4D: Full Table 4.2 and Discussion of Control Variable Results

Table 4.8 Baseline, Second Stage

1) (2) 3)

IMF Programt-1 1.130** 1.435%* 1.288**
(0.521) (0.550) (0.573)
IMFprob w1 -1.844** -1.901** -2.591*
(0.841) (0.881) (1.087)
Ginit1 0.916%** 0.915%** 0.911***
(0.011) (0.013) (0.014)
GDP/Capita (In)t1 2.224%* 2.728%+*
(0.932) (0.868)
GDP/Capita squared (In)t1 -0.077 -0.100**
(0.051) (0.050)

Educationt1 -0.066 -0.056
(0.079) (0.091)

Tradet -0.001 0.001
(0.002) (0.003)

Life Expectancy:: -0.025 -0.016
(0.019) (0.023)

Regime Typer1 0.020 -0.044
(0.110) (0.127)

Current Account Balance:-1 0.003
(0.009)

Investmentst1 0.013
(0.009)
GDP growth t1 -0.018**
(0.008)

Banking Crisis t1 -0.235*
(0.134)

UNGA Voting t1 0.231*
(0.132)

Global GDP Growth x IMFprob 1 0.122**
(0.050)

Banking Crises xIMFprob 1 -0.003
(0.012)

Observations 3766 3010 2625

Adjusted R2 0.880 0.853 0.858

Notes: Dependent variable Gini. Secondstage regressions corresponding to Table 4.1. All
regressions include country and year fixed effects. Standard errors, robust to clustering at the
country level, in parentheses. Significance levels: * p<.10, ** p<.05, *** p<.01

As regards the coefficients of the control variables, the lagged dependent variable is,
unsurprisingly, highly significant as inequality is a highly time -persistent phenomenon. The
coefficient on IMFprob is not straightforward to interpret: It shows that ¢ once the positive

causal effect of a current IMF program is netted out ¢ a more frequent past participation rate
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in IMF programs is weakly associated with a lower Gini. 84 Note, however, that this coefficient
cannot be interpreted in isolation. This variable only captures the variation in inequality that
the predicted value s of IMFprogram, which themselves include possibly endogenous variation
of IMFprob, do not already capture. The sole purpose of controlling for IMFprobis to make sure
that this possibly endogenous part of the variation in predicted values is controlled fo r and
netted out.

GDP per capita is associated with higher inequality levels, while there is some weak evidence
for the Kuznets curve hypothesis: Albeit consistently negative, the coefficient on the squared
term is only significant in the third regression. As in previous studies, education is associated
negatively with income inequality, even though the effect is not statistically significant.
Systemic banking crises are also associated with decreasing inequality. As capital is usually
distributed more uneq ually than income, the reduction of income from capital dur ing such

crises could explain this finding (seePiketty 2014).

184 An IMF program with average length (3 years) would increase IMFprobin the average sample year by 0.136 and
would thus be linked to a Gini coefficient that is lower by 0.259 points (column 2).
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4.6.5 Appendix 4.E: Full Table on Long-Term Effeds

Table 4.9 Longterm Effects

Lag: (1) 2) (3)
t 0.847*(0.506) 1.417%* (0.543) 1.525* (0.604)

[3766] [3010] [2625]

1 1.130** (0.521) 1.435%* (0.550) 1.288** (0.572)
[3766] [3010] [2625]

w 1.593** (0.552) 1.633** (0.561) 1.330** (0.702)
[3726] [2977] [2625]

s 1.816** (0.564) 1.773%* (0.554) 1.303** (0.664)
[3685] [2943] [2625]

y 1.363*** (0.468) 1.683** (0.543) 1.234** (0.632)
[3643] [2909] [2625]

s 0.920** (0.450) 1.401** (0.605) 0.962** (0.675)
[3598] [2871] [2625]

6 0.511 (0.758) 0.914 (0.911) 0.547 (0.907)
[3556] [2834] [2625]

- 001 6w3 Tl 1 w0 EcBdfitiantt forxdifidsedtUagspof the variable IMFprogramin
specifications (1)-(3), which are otherwise identical to the regressions in Tables4.1 and
4.2. Standard errors in parentheses; number of observations in square brackets.

4.6.6 Appendix 4.F: IMF Conditionality

UwEOwl R UI OU D Cbraedidiysid) Examine Bugdeslive Bvidence on the role of IMF
conditionality in the link between IMF programs and increas ing inequality. | use data
Il ROUUEEUI Ewili UOOwWUT T w(, %zZUw, OOPUOUDOT woOl wwnUOEW
algorithm developed by Andone and Scheubel (2017)in order to create an annualized and
harmonized dataset from both the archived (1993-2002) and the current (20022013) MONA
data.'85 First, | code the variable Scope of Conditionalitgefined as the number of policy areas
conditionality covers. 18 Second, | @de binary variables indicating whether any condition
addressed one of nine policy areas!®’ For the analysis, | restrict the sample to country-years

for which the MONA database indicates the start of an IMF program. Informed by the results

of the main analysis | then regress the change inGini over the subsequent three-year-period

185| thank Beatrice Scheubel for sharing these data with me.
186 This approach follows Dreher, Sturm, and Vreeland (2015)
187 See Appendix 4.A for a description of these policy areas.
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on the conditionality variables at the time of the IMF program start . This sample restriction

follows the approach by Rickard and Caraway (2018) to circumvent the selection-into-

program proble m, but allows inferences only for countries under IMF programs and provides

correlational evidence only. Like Rickard and Caraway (2018) | was unable to find a relevant

and excludable instrument for IMF conditions. To nevertheless mitigate the selection -into-

conditions problem, | add t he same set of control variables as before. The regressions, whose

results are presented in Table4.1Q are run for both the full MONA sample (columns 1 and 3)

EUwbl OOwWEUwWI OUwUT 1T wUE Ox Ol +200R) keBionEobthel datdddt, which EUET DY
Andone and Scheubel (2017) considetess reliable (columns 2 and 4).

In both samples the results show thatinequality increases more in IMF program countries that

receive more extensive conditionality than in program countries that receive fewer conditions.

When examining specific policy areas, it becomes apparert that conditions targeting the labor

market or the social and pension sctor are associated with rising inequality. In program

countries in which IMF conditions address the labor market the Gini rises by almost three

points more than in countries whose program s do not cover this policy area. In observations

in which conditionality addresses the social and pension sector income inequality in the

subsequent three-year period rises, on average, by about two Gini points more than otherwise.

While they provide no causal evidence, these results are consistent with the idea that
conditionality is a plausible channel for the main effect. They are also consistent with the

Uil OUI UPEEOWEOOUDPET UEUPOOUwWOOwWws xUEODEwWUxIT OEDOT z 1
11 TEUEDOT wUT T ws OPEI UEOPAEUDOOZWET EOCOI Oa@uné OPI YI U
financial sector are not significantly associated with rising inequality. Interestingly, there is a

statistically significant, negative coefficient on Public EmploymentGiven that such conditions

usually demand cuts in public sector wages (Rickard and Caraway 2018), this suggeststhat

such reforms tend to be equalizing becausepublic sector wages are above the medianwage in

typical IMF program countries.

While these results tend to support the theoretical argument, a word of caution regarding their

interpretation is in order. First, the data on conditionality is limited to a much shorter time

period than the data used for the main analysis. Second, its structure does not allow a direct

test of all channels discussed above, as the disaggregation by policy areasn the MONA

database is not quite in line with the scholarly literaOUUT z Uw 0T 1 OUI UPEEOQWEOO

determinants of inequality. While social spending and labor market reforms can be captured,

205



the effects of more general spending cuts and capital account liberalization cannot be isolated.
Third, the information that is included only provides the policy area and not the exact content
of the condition. It does neither cover its stringency nor the extent of compliance. Fourth, while
restricting the sample to IMF program countries circumvents the selection -into-program
problem, potential endogeneity bias resulting from selection -into -conditions cannot be ruled
out. For these reasonsthis evidence should be considered as suggestive and correlational
UEUT T UwUT EOWEUVUWET | POPUDYI wEOE wE E U U idedtiyingtheD O wUT D

aggregate effect, future researchshould zero in on the underlying channels. 188

Table4.10¢ Conditionality

o @ ®) @
Scope of Conditionality 0.163%= (0.441%%
(0.073) (0.206)
Foreign Exchange Systems 0.519 0.799
(0.426) {0.648)
Trade Policy 0.133 0.568
(0.381) (0.808)
Central Bank 0.622 0.305
(0.L625) {0.755)
Financial Sector (0.459 0.813
(0.460) (1.925)
Government 0.128 0.822
(0.838) (3.580)
Public Emplovment -1.032 -1.594*
(0.661) (0.677)
Pensions and Social Sector 1.727#k% 1.953==
(0.577) (0.762)
SOE reform 0,022 -0.707
(0.519) {0.711)
Labor Market 2.61 4% 2 897k
0.761) (0.943)
Residual Category -0.089 (0.843
(0L371) (0.747)
Controls Yes Yes Yes Yes
Year FE Yes Yes Yes Yes
Period 1993-2013 2002-2013 1993-2013 2002-2013
Observations 273 71 273 71
R-squared 0.218 0.289 0.262 0.500

Note: OLS Regressions. Unit of observation: county-year with a start of an IMF arrangement.
Dependent variable: change in Gini in subsequent three-year-period. Standard errors robust to
clustering at the country level in parentheses. Significance levels: * p<.10, ** p<.05, *=* p<,01

188 In ongoing work with Alexander Kentikelenis we work on identifying a source of exogenous variation in IMF
conditions.
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4.6.7 Appendix 4.G: Robustness

This section describes the robustness tests summarized in the results section in more detail.
First, | address concerns regarding the exclusion restriction. Some readers might worry that

OT 1T wel OOOPOEUOUWOT wlUT 1 wOPGUPEPUAWUEUDPOOWD3T d0wUl
the excludability of the instrument. While most variation in the liquid ity ratio is induced by

the changing amount of liquid resources, to a significantly lesser extent it also depends on the

liquid liabilities. 18 These vary when economically large members obtain and repay loans that

are large relative to total IMF resources (? x UUET EUI » wEOE wW? Ul xU®An EUI 2 wh
Figure 4.1 this is visible, for instance, in the mid-2000s when Brazil and Turkey repaid
extraordinarily large loans. In general, | argue that this does not undermine the excludability

of the IV: First, the vast majority of these flows are not sizable enough to significantly affect

the liquidity ratio. As in most cases the amount of resources transferred is significantly less

than 1 percent of total IMF quotas, any concern regarding excludability would relate to very

few observations. Second, the timing of such transactions is agreed upon years in advance.

Given also that explanatory variables are lagged, it is unlikely that the schedule of large

transactions developed with economically large countries is corre lated with future levels of

inequality in specific countries. Third, even if there was a correlation it would have to be

conditional on IMFprobbecause of the differencein-differences style model the interacted 1V

estimates.

Nevertheless, to be cautious Irun a robustness test in which | exclude the 100 observations

that exhibit the largest flows from and to the IMF. 191 As the first three columns in Table 4.11

show, the results do not differ substantially. To address these concerns in the most cautious

way possible, | also run regressions using only liquid resources as the timevariant factor of

Ul w(56w3T DPUWYEUPEEOI wubUOWEAWEOOUUUUEUDPBOOwWOOU W
refraining from dividing the variable by liquid liabilities, |1 only exp loit variation in liquid

resources, whose only substantial source of variation is the exogenous timing of quota reviews.

These results are presented in tke last three columns of Table 418 w61 POT wUT 1 wbOUUOU

1831 ] wOOT 11 EwOPGUPEDPUA WUE UD Oz UwE Ot-0isDwhiebvithGoggedituid lisbitdiésT 1 E wOD BUE
itis r=0.23.

19031 ] wOPGUPEWOPEEPOPUDI Uz wUl EOOEWUOUUET wOi wYEUPEUDPOOWPUWUOT 1 u
by the Fund is zero in many years, its average share of the liquid liabilities is approximately 15%.

11 This leaves only observations with a (re)purchase to total quota ratio of less than 0.57% (0.37%) in the sample.

Regressions with 50 and 200 excluded observations produce virtually the same results.
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relevance naturally decreases because somegaluable variation is lost, it is still strong enough
to confirm the robustness of the result to this alternative specification.

In addition, | examine whether there are general trends of inequality in sets of countries with
different levels of IMFprobUT EUWEOUOEWET wEOUUI OEUI Euchitiah wUOT T wi(
and Barrett (2017) show that the findings by Nunn and Qian (2014) could be driven by a
spurious correlation between the time -varying constituent term of their interacted IV and a
particular time trend in their outcome variable for a set of countries with a specific level of
their probability measure. This is why in Figure 4.4, | plot year-specific crosscountry averages
of Gini for countries with different levels of IMFprob over time. | find no evidence for trends
that could threaten the exclusion restriction. Instead, the Gini trends seem to beparallel across
these groups and aubstantially different as compared to the LQR time series.As Christian and
Barrett (2017) show, a problem in Nunn and Qian (2014) arises from the fact that the time series
of the time-varying constituent term of their interacted IV is remarkably similar t o a simple
(inverse-U shaped) trend and does not vary strongly from one period to the next. As LQR
exhibits no obvious similarity to any such simple trend and is subject to several idiosyncratic
shocks (see Figure 4.1), itis much less likely to be correlated with a similar trend in the outcome
variable.

In addition, and to increase the confidence thatthe first stage does not pick up an artefact, |
run placebo regressions in which | randomize the values of LQR. I run 1000 iterations of such
regressions, which are based on a randomized order of the actual values of LQR, and find that
the resulting first -stage 1V coefficients are normally distributed around zero, and that the
EOI I | btistatkti®slage illusmaller than in the first-stage regression based on the actual
values of LQR. This increases confidence in the mechanism driving the first-stage ard suggests
that it is unlikely that in the first stage the 1V picks up an artefact.

Another modification concerns the second factor of the interacted instrument (Table 4.12). Like
Nunn and Qian (2014)1 also report results employing an IV based on a country-specific
probability that does not vary over time, substituting IMFprob: by IMFprob_const which is
given by

Bl Y Bl %x U QUK
K hy

IMFprob_const=

| thereby make the probability multicollinear with the country fixed effects. While | am more
convinced by the time-varying probability because it avoids using future realizations to
explain the present, the results are robust to this modification.
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In the next table | report OLS and reduced form estimates (Table 4.13. First, | run OLS and
OLSfixed effect (FE) models (columns 12) and then calculate the OLS estimates for the
baseline model, i.e., | do not instrument for IMF programs , ceteris paribugcolumns 3-5). As the
results show, IMF programs are correlated with higher inequality in OLS and OL SFE
regressions without control variables but there is no correlation when endogeneity is only
insufficiently addressed in OLS -FE models with different sets of control variables. Together

with the statistically significant effect found in the 2SLS regressions these results suggest that

the proposed IV is able to eliminate the selection bias the OLS coefficients suffer from. In
columns 6-8 | report the results of reduced form regressions of the baseline specifications. They

show that the IV has a statistically significant effect on inequality. This relationship is not
significantly affected when a large vector of control variables is added to the regression.
Following Altonji, Elder, and Taber (2005) this enhances the plausibility of the exclusion
restriction: The comparison of the ¢-coefficients of the models with and without these
covariates (6 vs. 8) shows that the ssEEOOI Ew? Ul Ol EUPOOWUEUDO? wbUwt 6
effect, which | claim is causal, was in reality driven by unobserved variables, this selection on
unobservables would have to be more than three times as large as the selection on observed
variables, and it would have to go in the opposite direction.

To compare the results to studies using the current standard instrument for IMF programs, |
substitute the 1V with UNGA voting beha vior ceteris paribugTable 4.14, columns 1-3). These
regressions estimate IMF programs to cause rises in inequality of approximately four Gini
points, comparable to Oberdabernig (2013) who uses the same I\, Considering that the
estimated coefficients are equivalent to a change of up to 140 percentof a within -country
standard deviation, this effect is strikingly large. One reason why these coefficients may be
biased is that the instrument is not relevant enough; in specifications 2 and 3 the Kleibergen-
Paap FUUEUDUUDPE Uwi E OO0 wHAG ) bwestclitiCabvalus BfG Batdtddleatedla
2SLS size distortion of 25 percent A second reason could be that the instrument is not
I REOQUEEEOI 6w UWEUT Ul EWEEOY] Owx OE U UD Edticaudnedd U1 UOE U
ideological preferences. Under the assumption that my IV strategy identifies the true causal

effect of IMF programs, the baseline regressions reported in Table4.2 (see also Appendix4.D)

provide empirical evidence for the violation of the exc lusion restriction of UNGA voting: In

the full baseline specification voting similarity with the United States in the UNGA is

associated with higher levels of inequality when controlling for the causal effect of IMF
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programs. This finding suggests that UNG A voting is linked positively to inequality through
channels other than IMF programs and is, thus, an invalid instrumental variable when the
outcome of interest is inequality. 192

As a last step, | modify the main variables of interest. Regarding the independent variable, the
paper so far followed the conventional practice of the literature on IMF program effects by
jointly considering Stand -By Arrangements (SBA), the Extended Fund Facility (EFF), the
Structural Adjustment Facility (SAF) and the Poverty Reduc tion and Growth Facility (PRGF)
(e.g.,Oberdabernig 2013) Barro and Lee (2005, 1248)however, argue that only SBA and EFF
x UOT UEOQUWUT OUOEWET WwEOOUDPEIT Ul Ewpl DOT wUT T wOUT T UV wW?
than lending or adjustment programs 2. In Table 4.14(columns 4-6) | follow their approach and
find that the results hold when only SBA and EFF programs are considered.

Regarding the dependent variable, | first substitute the Gini coefficient of net income by that
of gross income (Gross Gin), which is also taken from the SWIID. The fact that the results are
very similar, could indicate that IMF programs affect inequality mainly by leading to changes
in the distribution of wages in contrast to affecting the extent of redistribution. This could, for
instance, be driven by labor market reforms such as minimum wage reductions, cuts in
pensions or by rising short-term unemployment after privatizations. An important caveat of
these findings, however, is that the differencedetween market and net inequality that the
SWIID indicates are not reliable for all countries (Solt 2016, 1274). Future research could
investigate the exact channels in more detail. As a final robustness test| change the inequality
dataset. Until here | followed the related literature (Acemoglu et al. 2015; Dorsch and Maarek
2018; Oberdabernig 2013)in choosing the SWIID as the source for panel data on Gni
coefficients. Jenkins (2015)T Ob1 YI UOQwYOPEI UWEOOETI UOUWEEOUUwWUT I u
recommends the World Income Inequality Database (WIID), on which the SWIID builds, over
the SWIID.1® The WIID, however, offers multiple Gini coefficients for many co untry -year
observations. Since there is no commonly accepted procedure for choosing the respective
values, the use of the WIID for regression analyses necessitatebighly arbitrary decisions. This

is presumably also why the SWIID is used much more frequently than the WIID. An

192 As inequality is clearly linked to other economic conditions, analyses of IMF program effec ts on other economic
outcomes are likely to suffer from the same problem when UNGA voting is used as an IV.

193) 1 O O@MAY qoncerns, however, relate to an older version of the SWIID and Solt (2015) is able to overcome
many of these concerns. The reader is referred to the entire special issue of theJournal of Economic Inequality
(December 2015Volume 13, Issue 4) for details on this debate.
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alternative is offered by Milanovic (2014) who derives the final Gini value if multiple
observations exisOU wUT UOUT T w? ET O DbHWhileEhis @pprodctErakels SuEeithdt in
each case the observation of the highest possible qualiy is chosen, it combines data from nine
different sources with different methodologies without further standardization. Milanovic
himself advises caution when using the resulting variable Giniall in regressions as the concepts
underlying the calculation of the Gini coefficients are based on income and consumption, net
and gross, as well as household and individual levels. Unfortunately, too few observations
remain if the sample is restricted to one concept. Nevertheless, to address this issue | control
for dummy variables that indicate the respective concepts interacted with country fixed
effects. Columns 46 in Table 4.15report the results. Note that, compared to the baseline, the
sample size is severely limited. Nevertheless, the coefficient of interest is positive and
statistically significant in the specifications that include control variables.

| conclude that the results are robust to these modifications.

211



Gini Averages

Figure 4.4+ Spurious Correlations Between Inequality and IMF Liquidity?
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Note: The figure plots the year-specific crosscountry averages of the Gini index of net income

for three sets of countries with different levels of IMFproh For the bottom line all countries that

never received an IMF program are included for calculating these averages. For the middle line

all countries whose IMFprobD Uwb Ow0T T wEOGUUOOwWI EOT woOil wUi PUWYEUDEEOIT z UwWE!
the top line all countries whose IMFprabB U wB OwUT T wUx xT Uwl EOT wOil wUT PUWYEUDEEC
included. The dashed line plots the IMF liq uidity time-series for comparison.
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Table4.11% Robustness:IChallenging the Liquidity Variable

Excluding large (re)purchases

IV with liquid resources

1) ) 3 4 ©) (6)
2nd stage results
IMF
1.244** 1.727** 1.403** 1.172* 2.037** 1.351**
Program-1
(0.546) (0.610) (0.568) (0.668) (0.970) (0.615)
1st stage results
Vi1 -0.277%** -0.299%** -0.357*** -0.168*** -0.177*** -0.387***
(0.053) (0.064) (0.069) (0.043) (0.056) (0.087)
K.-P. . 17.480 14.320 17.423 12.652 9.325 18.762
underid. LM
K.-P.
. 0.000 0.000 0.000 0.000 0.002 0.000
underid. p
K.-P.
. 27.240 21.671 26.727 15.599 10.058 19.818
weak id. F
Inequality
N Y Y N Y Y
Controls (t-1) © ©s ©s © es ©s
IMF
N N Y N N Y
Controls (t-1) © © ©s © © ©s
N 3654 2901 2536 3766 3010 2625
Adjusted R2 0.878 0.840 0.853 0.879 0.823 0.855

Note: Dependent variable Gini. All regressions control for IMFprob, country fixed effects and year fixed
effects as well as the lagged dependent variable. Standard errors, robust to clustering at the country
level, are in parentheses.Significance levels: * p<.10, ** p<.05, *** p<.01

Table4.121 Robustness:Zhallenging the Probability Variable

(2 3)

2nd stage results
IMF Program 1 1.901* 1.691* 1.634**

(1.145) (0.746) (0.788)
1st stage results
IMFprob_const X LQR1 -0.173** -0.271%** -0.300***

(0.071) (0.072) (0.075)
K.-P. underid. LM 4.877 10.832 12.933
K.-P. underid. p 0.027 0.001 0.000
K.-P. weak id. F 5.876 14.241 15.906
Inequality Controls Yes Yes
IMF Controls No Yes
N 3766 3010 2625
Adjusted R?2 0.851 0.838 0.841

Note: Dependent variable Gini. All regressions control for country fixed effects and year fixed effects
as well as the lagged dependent variable. Note that IMFprob_constdoes not need to be controlled for
because it is fully absorbed by country fixed effects. Standard errors, robust to clustering at the country
level, are in parentheses.Significance levels: * p<.10, ** p<.05, ** p<.01
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Table4.13¢ Robustness:3election on Unobservables

oLS OLS-FE OLS (Baseline) Reduced Form (Baseline)

(1) (2) (3) (4) (5) (6) (7) (8)
2nd stage results
IMF Programt1 5.113**  0.651** 0.016 0.082 0.122

(0.903) (0.270) | (0.071) (0.073) (0.076)
1st stage results
Vi1 -0.312*  -0.442** _(Q.459**
(0.142)  (0.168)  (0.201)

Selection Ratio \ 3 v12 ’
s/ (st de) '
Country &
Year fixed No Yes Yes Yes Yes Yes Yes Yes
effects
LDV &

No No Yes Yes Yes Yes Yes Yes
IMFprob 1
Inequality

No No No Yes Yes No Yes Yes
Controls (t-1)
IMF

No No No No Yes No No Yes
Controls (t-1)
N 3963 3963 3768 3012 2627 3768 3012 2627
Adjusted R2 0.057 0.120 0.898 0.885 0.884 0.898 0.885 0.884

Note: Dependent variable Gini. Standard errors, robust to clustering
parentheses. Significance levels: * p<.10, ** p<.05, *** p<.01
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Table4.141 Robustnesd: Alternative IV, Alternative Treatment

UNGA voting as IV Only SBA & EFF Programs
1) (2 3 4 ©) (6)
2nd stage results
IMF 4,644+ 4.258** 4.259*
Programt.1 (1.773) (2.002) (2.247)
SBA/EFF 0.762** 0.805*** 0.722*
Programi- (0.286) (0.312) (0.389)
1st stage results
UNGA 0.061*** 0.073** 0.075*
voting -1 (0.023) (0.033) (0.034)
IV t1 -0.558*** -0.576*** -0.531***
(0.059) (0.068) (0.071)

K.-P. . 6.084 2.546 3.005 18.574 19.987 19.963
underid. LM
K.-P.
underid. p 0.014 0.111 0.083 0.000 0.000 0.000
K.-P.

. 7.139 4.999 4961 89.310 72.677 56.272
weak id. F
Inequality No Yes Yes No Yes Yes
Controls (t-1)
g;trols (t-1) No No Yes No No Yes
N 3520 3001 2682 3766 3010 2625
Adjusted R2 0.626 0.635 0.620 0.890 0.875 0.874

Note: Dependent variable Gini. All regressions include country fixed effects and year fixed effects
as well as the lagged dependent variable. In columns 46 only SBA and EFF programs are used to
calculate the variable IMFprob, which the regressions also control for. Standard errors, robust to

clustering at the country level, are in parentheses. Significance levels: * p<.10, ** p<.05, *** p<.01
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Table4.15¢ Robustness:BAlternative Inequality Data

Gross Gini (SWIID) ATG Data

1) (2) (3) (4) (5) (6)
2nd stage results
IMF Program -1 1.666*** 1.544%** 1.222** 1.220 1.974* 2.043**

(0.561) (0.579) (0.575) (1.155) (0.927) (1.014)
1st stage results
Vi1 -0.276%*** -0.314*** -0.363*** -0.557*** -0.699*** -0.624***
(0.053) (0.063) (0.067) (0.113) (0.130) (0.135)

K.-P. underid. LM 18.804 16.732 19.608 12.093 12.857 10.483
K.-P. underid. p 0.000 0.000 0.000 0.001 0.000 0.001
K.-P. weak id. F 27.637 24.864 29.173 24,112 28.779 21.447
Inequality

No Yes Yes No Yes Yes
Controls (t-1)
IMF

No No Yes No No Yes
Controls (t-1)
ATG

No No No Yes Yes Yes
Controls (t-1)
N 3765 3009 2624 928 814 758
Adjusted R2 0.870 0.862 0.859 0.493 0.512 0.491

Note: Dependent variables GrossGini (columns 1-3) and Giniall (columns 4-6). All regressions control
for IMFprob, country fixed effects and year fixed effects as well as the lagged dependent variable.
Standard errors, robust to clustering at the country level, are in parentheses.

Significance levels: * p<.10, ** p<05, *** p<.01
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