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Question

I How do international financial instituitons interact with
international markets?

I In particular, how do markets react to IMF lending initiatives
given that the decisions are not determined solely by economic
considerations?



IMF Bias and Market Response

I Empirical work shows that IO decisions are subject to the
biases of IO member states (Chapman 2011; Copelovitch
2010; Dreher 2009; Stone 2004, 2008, 2011);

I But the assessment of the catalytic effect has largely ignored
the politics in the IMF.

We expect that rational market actors condition their decisions on
the politics behind a lending decision in addition to economic
conditions.



Theory

I Three actors: I , G , and M;

I G ’s initial economic condition is θ ∈ {θ, θ̄};

I G learns θ, but I and M believe θ = θ with α ∈ (0, 1);

I I has a bias toward each country, β ∈ [0, 1], which measures
the “importance;”

I I ’s lending consists of two things: (s, x):
I The size of the loan, s ∈ R+;
I The conditions attached, x ∈ [0, 1];



Sequence of the Game

I Nature draws θ and reveals it only to G ;

I G applies for a loan;

I I offers some (s, x);
I G accepts or rejects (s, x):

I If G accepts, then (s, x) will be implemented;
I If G rejects, then the status quo, s = x = 0, continues.

I M decides the interest rate, knowing β:
I ra(s, x) if there is an agreement;
I rn(s, x) if no agreement.

I After M moves, the economy may experience a crisis with
probability p(s, x , θ, r) ∈ (0, 1).



Actors’ Preferences

I IMF cares about (s, x) and probability of crisis; is concerned
even more if β is high;

I G cares about (s, x) and the probability of crisis;

I M cares about investment returns.



Equilibrium Results

We are mainly interested in the effect of the bargaining power of a
country, β, on the equilibrium interest rates.

I Result 1 (Bargaining power effect 1): ds/dβ > 0 and
dx/dβ < 0.

I Result 2 (Bargaining power effect 2): dra/dβ < 0 for β > β∗.



Hypotheses I

The theoretical results lead to the following hypotheses:

I H1 (Bargaining power effect 1): Political importance will
result in larger loans and fewer conditions.

I H2 (Bargaining power effect 2): The total effect of political
importance on interest rate is negative for large β.



Hypotheses II

Previous empirical work shows that their is also an “enforcement
credibility” effect, i.e., the enforcement of conditions are weaker for
important countries. Moral hazard may exist for countries
important to the U.S., even absent an IMF program.

I H3 (Enforcement effect): IMF programs are associated with
greater interest rate premia for politically important borrowers.

H3a (Moral Hazard Effect): A country’s political
importance to the U.S, will be positively associated
with bond yields absent an IMF program.



Dependent and Independent Variables

Data: country-month, 1989-2008 (n 10947 for fe; n 8373 for iv)

DV: Bond Yields

IVs: IMF loan initiation, loan size, number of conditions, U.S.
influence

We measure U.S. influence/political importance in 3 ways

I Similarity in Alliance Portfolios

I Similiarity in GA voting

I U.S. bank exposure



Instrumental Variables

Conditionality, Loan Size, and Market Reponse are Endogenous to
U.S. interests. We employ the following instrumental variables in
2SLS:

I Number of countries participating in IMF programs

I Prior participation

I Prior IMF financing commitments

I Missing data (low administrative capacity)

I Extended program > 1 year

I Concessionary loan program

I Prior compliance performance (12-month moving avg of IMF
status)

I U.S. exports



Results 1
Table 1: E↵ect of IMF Program Initiation and U.S. Influence on Bond Yields

Fixed E↵ects IV: Conditionality IV: Size
Coe�cient
(std. error)

p-value Coe�cient
(std. error)

p-value Coe�cient
(std. error)

p-value

IMF Program
Initiation

6.89 (4.38) 0.012 7.98 (4.97) 0.11 4.01 (5.06) 0.43

Number of
Conditions

-0.21 (0.06) 0.00 -1.28 (0.10) 0.00 -0.22 (0.06) 0.00

IMF Credit 0.0004
(0.00051)

0.43 0.0008
(0.00061)

0.19 0.0083
(0.0055)

0.13

Interaction
with IMF
Program
Alliance
portfolio

1.08 (9.55) 0.91 2.53 (10.96) 0.82 2.29 (10.88) 0.83

UN Voting 16.36 (4.56) 0.00 13.65 (5.17) 0.01 17.98 (5.16) 0.00
U.S. Bank
Exposure

52.30 (78.74) 0.51 4.48 (89.32) 0.96 -398.42
(312.12)

0.20

Direct E↵ects
Alliance
portfolio

30.92 (4.26) 0.00 44.21 (5.03) 0.00 43.17 (5.00) 0.00

UN Voting 3.75 (0.72) 0.07 4.57 (0.83) 0.00 4.24 (0.82) 0.00
U.S. Bank
Exposure

19.51 (10.61) 0.07 40.68 (22.18) 0.07 9.75 (22.98) 0.67

Control
Variables
Population -0.19 (0.07) 0.01 0.35 (0.09) 0.00 0.06 (0.08) 0.45
Foreign Debt -9.1 x

10�12(4.3x10�12)
0.03 3.4 x 10�10

(7.6x10�11))
0.000 1.7x10�10

(7.4x10�11)
0.02

GDP per
capita

-0.0011
(0.0001)

0.00 -0.0012
(0.0003)

0.00 -0.0011
(0.0003)

0.00

Reserves 0.028 (0.051) 0.58 -45.31 (3.23) 0.00 -46.18 (3.21) 0.00
Constant 12.24 (2.45) 0.00 -1.64 (2.96) 0.58 3.72 (2.92) 0.20
Fixed E↵ects
F test of fixed
e↵ects

89.44 0.00 58.46 0.00 56.54 0.00

number of obs 10,947 8,373 8,373
rho (variance
due to fixed
e↵ects)

0.61 0.72 0.55
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Results 2

Table 2: Conditional E↵ects of IMF Programs
Fixed E↵ects IV: Conditionality IV:Size

Coe�cient
(std. error)

p-value Coe�cient
(std. error)

p-value Coe�cient
(std. error)

p-value

All variables
at their
means

6.19 (1.33) 0.00 8.00 (1.54) 0.00 2.07 (2.71) 0.45

Alliance
S-score 1 std.
dev. above
mean

6.40 (2.36) 0.01 8.48 (2.76) 0.00 2.51 (3.52) 0.48

UN Voting
S-score 1 std.
dev. above
mean

12.23 (2.16) 0.00 13.04 (2.49) 0.00 8.71 (3.2) 0.01

US Bank
exposure 1
std. dev.
above mean

6.94 0.00 8.06 0.00 -3.60 0.60

associated with decreased conditionality in the first-stage equation, and the instrumental

variables equation estimates stronger interaction e↵ects between those variables and program

initiation. The size of the risk premium for program initiation ranges from 8 percent (5.0 to

11.0) with all U.S. influence variables at their means to 13 percentage points (8.2 to 17.9)

with the S-score of association with U.S. voting in the UNGA one standard deviation above

the mean.

Instrumenting for the scale of IMF financing leads to substantial di↵erences in the esti-

mate of new program initiation, which are again traceable to the e↵ect of U.S. bank exposure.

In this estimation, the interactive e↵ect of bank exposure and new program initiation is very

large and negative, with a large standard error. This overwhelms the other e↵ects of U.S.

influence, so that the estimated e↵ect of program initiation is insignificant when all of the

measures are at their mean, and only becomes significantly positive when the S-score for

UN voting is one standard deviation above the mean. This again lends support to the

interpretation that the e↵ect of U.S. bank exposure on interest rates has a short-term liquid-

ity component and a medium-term credibility component. This shows up in the equation in
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Interpretation

I Conditionality depresses bond yields; effect much stronger
when accounting for endogeneity (reform effect)

I U.S. influence has a direct effect of increasing bond yields
(moral hazard effect) (but U.S. bank exposure decreases bond
yields)

I U.S. influence lowers conditionality and increases loan size
(bargaining effect)

I Strong interaction between U.S. influence and IMF program
initiation; tend to increase bond yields more for politically
important borrowers. (enforcement credibility effect)



Conclusion

I Speak to broader debates about the strategic interplay
between IOs and market forces;

I How the formal and informal influence of key principals within
IOs can condition the effectiveness of IO activities in
unexpected ways.

I Evidence of anticipated enforcement effect; it trumps the
potential beneficial effect of bargaining (i.e., the effect of β
that works through x and s may be weaker than the
anticipated enforcement effect).


