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Certain governments have been faster than others in relaxing their restrictions on the cross-border movement of capital.
How can we explain the timing and extent of financial liberalization across countries since the 1970s? We argue that IMF
stabilization programs provide a window of opportunity for governments to initiate financial reforms, but that policy makers
are more likely to seize this opportunity when welfare expenditures are high. Large loans from the IMF shield policy makers
from the costs of financial reform, while welfare expenditures provide credibility to the government’s ex ante promises of
compensation to individuals who are harmed by the reforms. We test this hypothesis on data for 87 countries from 1975 to
2002. We employ a spatial autoregressive error sample selection model which accounts for the nonrandom participation of
countries in IMF programs as well as the processes of international policy diffusion. The results provide strong support for
the interactive effect of IMF programs and domestic welfare expenditures on financial liberalization.

In the years after World War II, most countries in-
sulated their economies from international capital
flows. Policy makers believed that controls on cap-

ital were part of a necessary bulwark against specula-
tive currency attacks. However, developed countries be-
gan to relax their capital controls in the 1970s, and
developing countries gradually—and often reluctantly—
followed their lead, but with tremendous cross-national
and temporal variation (Haggard and Maxfield 1996;
Quinn 2003). In searching for the factors that tipped
the political balance in favor of financial liberalization,
scholars have examined technological change, domestic
interest groups, ideologies, and political institutions, as
well as emulation of neighboring countries.1 Yet it has be-
come conventional wisdom to attribute at least part of the
“prying open” of developing country markets to the coer-
cive influence of the International Monetary Fund (IMF),
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which has the power to withhold emergency financing to
countries that fail to abide by its lending conditions (Ab-
delal 2007; Chwieroth 2008; Stiglitz 2003, 2004; Woods
2006). Perhaps surprisingly, existing scholarship provides
inconclusive evidence of the IMF’s role in the spread of
financial liberalization. If the IMF is indeed one of the
world’s most powerful international institutions, why is
there no clear association between IMF lending and fi-
nancial openness in the developing world?

In this article, we argue that the IMF’s influence is
not an all-or-nothing proposition—and despite the alle-
gations by its critics, it has not routinely foisted finan-
cial liberalization onto all countries that seek to borrow
from its coffers. In fact, the IMF has rarely included
the relaxation of capital controls as part of its loan
conditionality (IMF 2005a; Quinn and Toyoda 2007). In-
stead, we argue that the incentives associated with IMF

American Journal of Political Science, Vol. 54, No. 1, January 2010, Pp. 45–60

C©2010, Midwest Political Science Association ISSN 0092-5853

45



46 BUMBA MUKHERJEE AND DAVID ANDREW SINGER

lending interact with the borrowing country’s capacity
to compensate the losers from economic reform. An es-
tablished system of domestic welfare spending allows the
borrowing government to credibly commit itself ex ante
to provide compensation to those hurt from more capital
account openness (Brooks 2004). We argue that govern-
ments with adequate compensatory capacity can use an
IMF loan as political cover for imposing costly reforms.
Scholars have previously invoked the IMF’s function as a
shield against domestic opposition to explain policy mak-
ers’ initiation of fiscal and monetary austerity under IMF
programs (Haggard 1985; Remmer 1986; Vaubel 1986;
Vreeland 2003). However, we part company with the pre-
vious literature by exploring the domestic enabling con-
ditions of the IMF’s influence—or, as Pevehouse calls it,
the “forgotten nexus” between international factors and
domestic processes (Pevehouse 2005, 8–9; see also Martin
and Simmons 1998).

Our argument suggests a bottom-up explanation for
liberalization—in which governments initiate reforms
under the cover of an IMF program—and also explains
why we should see no simple association between IMF
lending and policy reform. Instead, we expect that the
greatest positive influence on financial openness emerges
from the interaction between a sizeable IMF loan and
substantial domestic welfare expenditures.

An appropriate test of this hypothesis must address
two important challenges. First, the analysis must ac-
count for the problem of selection bias. The factors that
drive a country to participate in an IMF program might
also explain the country’s subsequent liberalization be-
havior. Our empirical analysis must therefore isolate the
influence of the IMF itself, so that the existence of an
IMF program does not simply reflect a country’s un-
derlying economic and political conditions. Second, the
analysis must account for the possibility that interna-
tional diffusion is a driving force behind liberalization.
If one country’s policy choice influences another coun-
try’s choice—either through emulation, market pressure,
or some other mechanism—then a failure to account for
this interdependence will lead to inconsistent and ineffi-
cient statistical results.

To overcome these hurdles, we estimate a novel spa-
tial autoregressive error (SAE) sample selection model
on a dataset of 87 countries between 1975 and 2002. Re-
sults from the model provide statistical support for the
interactive effect of IMF programs and domestic welfare
expenditures on financial liberalization.

This article proceeds as follows. We begin with an
overview of the cross-national variation in financial lib-
eralization since the 1970s and a brief discussion of the
political economy literature. In the next section, we dis-

cuss the process by which borrowing governments initiate
reforms under the coverage of an IMF stabilization pro-
gram. We then present the statistical model, the data, and
the results. We conclude by discussing the implications
of our findings for the study of the political economy of
financial liberalization.

The IMF’s Influence on Financial
Liberalization

There is substantial cross-national and temporal variation
in financial liberalization since the decline of the Bretton
Woods international monetary system in the early 1970s.2

Whereas most countries gradually relaxed their controls
on capital flows during the 1980s and 1990s, the advanced
democracies remain more open, on average, than devel-
oping countries (see Figure 1). Developing countries also
demonstrate more variation in their liberalization efforts
compared to the advanced countries, which today are
largely free of de jure capital controls.

How can we explain the extent and timing of financial
liberalization around the world since the 1970s? Scholars
have examined international pressures as well as domestic
interest groups, ideologies, and political institutions. At
the systemic level, scholars have identified increasing in-
ternational interdependence—including increased trade
and the “exogenous easing of international exchange”—
along with balance-of-payments difficulties as drivers of
liberalization (Frieden and Rogowski 1996; Goodman
and Pauly 1993; Haggard and Maxfield 1996). However,
systemic-level arguments are unable to explain the wide
variation in the timing and extent of liberalization across
the world. A more recent line of scholarship suggests
that international diffusion—in which countries are in-
fluenced by their “peers” due to geographical proximity,
emulation, or financial market pressures—is a powerful
determinant of capital account liberalization (Brune and
Guisinger 2007; Garrett et al. 2001; Simmons and Elkins
2004). And finally, scholars have focused on a variety of
domestic political and institutional characteristics, such
as partisanship (e.g., Brooks and Kurtz 2007; Kastner and
Rector 2003; Quinn 1997; Quinn and Inclán 1997), so-
cietal interest groups and voter preferences (e.g., Frieden
1991; Li and Smith 2002a, 2002b; Quinn and Toyoda 2007;

2Throughout this article, “capital account liberalization” and “fi-
nancial liberalization” are used interchangeably to refer to the re-
moval of restrictions on capital account transactions and other
relevant impediments to cross-border capital flows, such as multi-
ple exchange rates and requirements to surrender export proceeds.
See Chinn and Ito (2006).
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FIGURE 1 Financial Openness in Advanced OECD and Developing Countries,
1972–2002
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Source: Derived from the Chinn and Ito (2006) index of capital account openness, rescaled from 0 (closure) to 5
(open).

Sobel 1994), epistemic communities (Chwieroth 2007a),
and rent-seeking politicians (Leblang 1997).

The IMF generally enters the literature in simplistic
fashion as a coercive influence, often as one of a litany
of control variables. A few studies, including Abiad and
Mody (2005), Brune and Guisinger (2007), Quinn and
Toyoda (2007), and Simmons and Elkins (2004), include
a dichotomous control variable for country participation
in an IMF program, with the assumption that the IMF
might require liberalization as a condition for continued
borrowing. It is important to note that these studies do not
account for countries’ nonrandom participation in IMF
programs or the magnitude of those programs. Simmons
and Elkins (2004), for example, find that the extension
of IMF credit is associated with transitions to more re-
strictive capital controls, but note that this finding most
likely reflects the conditions that caused the country to
seek IMF assistance rather than the influence of the IMF
itself. On the other hand, Chwieroth (2005) finds that
a dichotomous measure of participation in an IMF pro-
gram is associated with capital account liberalization after
controlling for selection bias in a relatively small sample
of 34 countries over a 13-year period; the magnitude of
IMF assistance, however, is not statistically significant.

It is not unreasonable to think that IMF programs
should be associated with financial liberalization. In its
early days, the IMF was a champion of capital controls, but
its stance began to change in the early 1980s as economists

in the United States and Europe came to appreciate the
benefits of capital mobility for economic efficiency and
risk management (Abdelal 2007; Chwieroth 2007b, 2008).
Despite the shift in its policy stance, the IMF has rarely
imposed capital account liberalization as an explicit con-
dition for financial assistance (IMF 2005a; Quinn and
Toyoda 2007).3 This fact leads to the question: how, if at
all, does the IMF exert influence on financial openness in
borrowing countries?

To answer this question, we argue that IMF programs
provide a political shield for governments to relax capital
flow restrictions. As an IMF program is being negotiated,
political leaders use the opportunity to promulgate eco-
nomic reforms that they otherwise would not have the
political capital to implement. The logic can be called
“political cover”: governments can shift blame for these
costly reforms onto the IMF, thereby shielding themselves
(at least partially) against political opposition (Remmer
1986; Vreeland 2003).4 As Vreeland notes, “the execu-
tive can push through more of its reform program with
the additional bargaining leverage that an IMF agree-
ment brings” (2003, 14). In many cases, governments use
“letters of intent” (LOIs) as a tool to commit to these

3There are a few notable exceptions, mostly in the mid-1990s, in
which capital account liberalization was an IMF-imposed condi-
tion. See Woods (2006).

4On political cover more generally, see Brooks and Kurtz (2007).
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reforms (IMF 2005a). LOIs describe the policy changes
that governments plan to make in the context of their
request for emergency financial assistance. Governments
generally confirm the formal conditions imposed by the
IMF in these letters, but they also have an opportunity to
commit to additional reforms. The fact that these reforms
are clearly delineated in the letters implies that govern-
ments can legitimately claim that their “hands are tied”
ex post . Governments can also make such commitments
in memoranda attached to LOIs and in supplementary
program documents (IMF 2005a).

As an example, consider the relationship between In-
dia and the IMF in 1991. India was in the midst of a
severe fiscal crisis, and the assassination of Rajiv Gandhi
during the May election campaign led to the emergence
of a fragile minority government led by P. V. Narasimha
Rao. The new government requested an IMF Stand-by
arrangement later that year. As Stephan Haggard (1995)
notes, the Rao government was not in a strong position
to initiate substantial economic reforms, but the publicity
surrounding the negotiations with the IMF provided Rao
with much-needed political cover. Indeed, the IMF loan
plan—along with speculations about the austere reforms
that the IMF would demand—was front-page news for
several days.5 The IMF did in fact include fiscal austerity,
regulatory reform, and a revamping of industrial policy
as formal conditions in its loan program, but it was the
Indian government itself that made an additional com-
mitment to gradual capital account liberalization in its
LOI (IMF 2005a). For the public at large, there was no dis-
cernible distinction between the IMF’s formal conditions
and the Indian government’s own reform commitments.
In a speech to the nation, Prime Minister Rao stated that
an IMF rescue was the only viable remedy for the financial
crisis and that opening India’s borders to foreign invest-
ment was one of the many reforms that the government
would undertake as part of the IMF program.6

Of course, not all IMF programs are as large and
prominent as India’s 1991 Stand-by arrangement. In-
dia’s rescue package was sufficiently large—more than
$3 billion—to provide the necessary political cover for
the government’s reform efforts.7 In general, large IMF
loans attract international and domestic publicity and
thereby provide a window of opportunity for govern-

5See, e.g., “Economic Crisis Forcing Once Self-Reliant India to Seek
Aid.” New York Times, June 29, 1991.

6New York Times, op cit.

7Rudra (2007) describes India as a “protective welfare state.” As
discussed below, welfare provision is critical in prompting a gov-
ernment to initiate financial liberalization under the cover of an
IMF program.

ments to act.8 For example, when modest-sized Uruguay
received a whopping $3 billion loan from the IMF in
2002, the government faced tremendous pressure from
international investors and rating agencies to reform the
economy and generate the foreign exchange necessary to
service the debt. Smaller IMF rescue packages are less
effective as political shields, because it is more difficult
for governments to contribute their own unpopular re-
form commitments to programs that garner less public
attention—especially when these programs contain fewer
or less strenuous formal conditions.

We argue that political cover is a necessary but not
sufficient condition for liberalization. The relaxation of
capital controls often leads to a variety of disruptions,
including spikes in unemployment, increases in income
volatility, interest-rate increases, and banking instability
(Brooks 2004; Eichengreen 1999; Wibbels 2006; Wihlborg
and Willett 1997). These distributional costs could eas-
ily outweigh the economic benefits of financial liberal-
ization. For this reason, we expect that a government’s
decision to relax capital controls under an IMF program
will reflect its capacity and commitment to compensate
domestic groups that are harmed by liberalization. Gov-
ernment spending on welfare—including pensions, fam-
ily allowances, and other redistributive fiscal programs—
mitigates the negative impact of liberalization. For ex-
ample, liberalization can lead to a sudden inflow of cap-
ital and a subsequent appreciation of the real exchange
rate, which could translate into higher prices for do-
mestic consumers and declining profits for exporters. A
government-supplied safety net can help to offset the re-
sulting volatility in household income and attenuate do-
mestic opposition. Moreover, when a system of welfare ex-
penditures is firmly in place, a government’s promises to
compensate the losers from liberalization will be credible
ex ante. As Brooks notes, “where social insurance mecha-
nisms are underfunded, however, governments will have
scarce means to ameliorate the social costs of financial
openness, and thus may risk a powerful social backlash
and loss of political support unless capital account liber-
alization is attenuated” (2004, 408). Indeed, we argue that
welfare spending is a key enabling factor for the influence
of the IMF.

We posit that the interaction between the IMF and
a borrowing country unfolds as follows. First, a country

8An additional channel of influence, not explored in this article,
is socialization of political elites by the IMF staff. See Chwieroth
(2007b). While it is possible that socialization could intensify as a
function of the magnitude of the stabilization program, it is likely
that other IMF activities that are not correlated with such programs,
including technical assistance missions, could offer a better conduit
for the transmission of ideas.
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experiences a balance-of-payments crisis for exogenous
reasons and seeks assistance from the IMF. The IMF of-
fers a stabilization program whose amount is determined
in part by the magnitude of the borrowing country’s fi-
nancial troubles, but mostly by a variety of geopolitical
and global financial factors, including the exposure of
U.S. financial institutions to the country’s markets, the
composition of the country’s debts, the availability of sup-
plementary financing, and the country’s extent of trade
and finance with the “G-5” countries (see, e.g., Broz 2005;
Broz and Hawes 2006; Copelovitch forthcoming; Gould
2003; Oatley and Yackee 2004; Stone 2008). In certain
circumstances the IMF has provided loans that exceed
the amount that borrowing countries are eligible to re-
ceive based on their “quotas,” while at other times the
IMF has been relatively stingy in its financial assistance.
Copelovitch (forthcoming) notes that the correlation be-
tween IMF loan size and external debt as a percentage of
GDP (a key measure of a country’s financial difficulties)
is in fact slightly negative. Moreover, repeat borrowers re-
ceive varying amounts of funding from the IMF over time,
not necessarily in line with the severity of their funding
shortages. The size of a loan, in short, is not a simple indi-
cator of the magnitude of the country’s current financial
difficulties.

Regardless of its determinants, a loan from the IMF
must be repaid. A large loan triggers not only a need
for foreign capital to shore up the borrower’s financial
position, but also a heightened degree of attention from
international actors and high expectations for policy re-
form. This environment provides an opportunity for gov-
ernments to initiate reforms above and beyond those re-
quired by the IMF. For example, when Hungary received
a $1.6 billion stand-by arrangement in 1991, Hungarian
policy makers seized upon the highly politicized envi-
ronment to open the domestic banking sector to for-
eign direct investment and enact other reform measures
that exceeded what the IMF had formally required (IMF
2005a). The Hungarian government, in short, wielded
the burden of a sizeable loan from the IMF as a shield
against interest groups that favored financial closure and
used its letter of intent to commit to liberalization. But
not all governments will seize the opportunity to enact
additional reforms. Given the political cover of an IMF
program, a government’s response will reflect its domestic
welfare system. Hungary, for example, had a substantial
welfare system (with expenditures in excess of 15% of
GDP) during the 1990s. In short, a large loan opens a
window of opportunity for a borrowing government to
enact unpopular reforms, and it creates its own incentives
to attract foreign capital to help repay the loan; whether
or not the government seizes the opportunity to liber-

alize depends on its capacity for offsetting the negative
distributional consequences of financial openness.9 The
preceding discussion leads to our main hypothesis:

H1: IMF loans will have a positive effect on the level of
capital account liberalization conditional upon the
level of welfare spending in borrowing countries.

Statistical Methodology

As mentioned earlier, the challenge in ascertaining the
influence of the IMF on a government’s policy choices is
that an IMF program itself may be epiphenomenal: that
is, the factors that lead a country to select into an IMF pro-
gram may also determine its subsequent policy behavior.
We also noted that participation of countries in IMF pro-
grams is not random and that countries select into IMF
programs when they experience macroeconomic diffi-
culties. Moreover, IMF loans are offered to nations only
after they choose to participate in IMF programs. We
therefore require a modeling strategy that accounts for
countries’ nonrandom participation in IMF programs. A
typical strategy for controlling for selection bias is to use
a Heckman selection model (e.g., Vreeland 2003). How-
ever, in addition to selection bias, we face two econometric
challenges.

First, some scholars claim that geographic (i.e., spa-
tial) proximity affects the diffusion of capital account lib-
eralization because countries are influenced by the policy
actions of neighboring countries (Brune and Guisinger
2007; Simmons and Elkins 2004). Tests reveal the presence
of spatial dependence in financial liberalization across the
countries in our sample (described below), and therefore
it is imperative that we account for spatial dependence in
our model.10 Second, tests conducted on our data indi-
cate that country participation in IMF programs exhibits
regional clustering.11 For example, many Latin American
nations participated in IMF programs in the mid-1980s
and mid-1990s; similarly, many Southeast Asian coun-
tries participated in IMF programs in the late 1990s. Since
participation of countries in IMF programs is potentially

9On political “windows of opportunity” and capital account liber-
alization, see Wihlborg and Willett (1997).

10Baltagi, Bresson, and Pirotte’s (2006) Lagrange Multiplier test for
spatial autocorrelation rejects the null of no spatial autocorrelation
for capital account liberalization in our sample.

11Kelejian and Prucha’s (2001) modified Moran-I test for spatial
autocorrelation in discrete choice models rejects the null of no
spatial autocorrelation in IMF program participation.
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characterized by clustering, we should control for this
possibility as well to avoid bias.

To address these challenges, we estimate a spatial au-
toregressive errors sample selection model (hereafter SAE
selection model) that specifies spatially autocorrelated
disturbances in both the selection and outcome equations.
This model is defined (see Flores-Lagunes and Schnier
2006) after dropping subscript t for time for notational
convenience, as:

y∗
1i = �0 + x ′

1i �1 + u1i , u1i = �
∑
j �=i

c iju1 j + ε1i (1)

y1i =
{

1 if y∗
1i > 0

0 otherwise

y∗
2i = �0 + x ′

2i �1 + u2i , u2i = �
∑
j �=i

c iju2 j + ε2i (2)

Equation (1) is the selection equation in which the di-
chotomous dependent variable y1i = 1 indicates partic-
ipation in an IMF program and takes the value of zero
otherwise. The outcome equation (2) estimates the im-
pact of the covariates on the degree of financial liberaliza-
tion denoted as y∗

2i . Equations (1) and (2) exhibit spatial
dependence in their error terms, as u1i and u2i depend on
u1 j and u2 j through their location in space, as given by the
spatial weights c ij ∈ C (where C is the spatial weights ma-
trix) and the respective spatial autoregressive parameters
� and � . We discuss the operationalization of the spatial
weights in (1) and (2) below. Since u1i incorporates ε1i ,
while u2i includes ε2i , the models can be presented in
reduced form as:12

y∗
1i = �0 + x ′

1i �1 +
∑

j

w1
ijε1 j (3)

y∗
2i = �0 + x ′

2i �1 +
∑

j

w2
ijε2 j (4)

where w1
ij and w2

ij are the elements of the inverse matrices

(1 − �C )−1 and (1 − �C )−1.
Researchers suggest that a key component of the

diffusion mechanism operates via geographic proxim-
ity (e.g., Franzese and Hays 2006). Because geographic
proximity may be a driver of the diffusion of financial
liberalization, we operationalize spatial contiguity as the
inverse distance between states i and j, where c ij = 1/dij .
As the distance between i and j increases (decreases), c ij

decreases (increases), giving less (more) spatial weight to

12Note that ε1i and ε2i , i = 1, . . . , N are iid N(0,
∑

). We use
Klaauw and Koning’s (2006) likelihood ratio test for the distribu-
tional assumption of bivariate normality between the selection and
outcome equation in the SAE selection model. This test fails to
reject the null of bivariate normality.

the state pair when i �= j . We use a “minimum distance
database” of the shortest distance between the two closest
physical locations for every pair of independent polities
in the world.13 The results remain robust when using al-
ternative measures of diffusion that are described below.

We adopt the Heckman procedure within a general-
ized method of moments (GMM) framework to estimate
the statistical model in equations (1) and (2) (see Flores-
Lagunes and Schnier 2006). Stated briefly, we estimate the
selection equation, which predicts participation in IMF
programs via a spatial probit model.14 Using the estimates
from the selection equation, we compute the “spatial ad-
justed” inverse Mills ratio (IMR), �̂i , which is included
in the model’s outcome equation to correct for selection
bias that may occur because of nonrandom participation
of countries in IMF programs.15 We include country fixed
effects in the outcome equation to control for unobserved
country-specific heterogeneity.16

Sample and Dependent Variable

We construct a time-series cross-sectional (TSCS) dataset
of 87 countries observed from 1975 to 2002 to test Hy-
pothesis 1. The countries in our sample are listed in
Table 1. We operationalize the dependent variable in the
outcome equation, capital account liberalization, which
is denoted as capital liberalization, using a recently de-
veloped continuous index by Chinn and Ito (2006). The
index is derived from four indicators reported in the IMF’s
Annual Report on Exchange Arrangements and Exchange
Restrictions: the existence of multiple exchange rates, re-
strictions on capital account transactions, restrictions on
current account transactions, and requirements to sur-
render export proceeds. The resulting measure is a 0–5

13Gledtisch and Ward (2006). The database records the shortest
distance in kilometers between points on the outer boundaries for
two polities, regardless of whether the states are separated by land
or sea. We update their database for the countries in our sample
until 2002.

14To check robustness of our results, we estimate dynamic spatial
probit models of IMF participation with random effects as well as
the spatial probit model with random effects to generate �̂i . Our
results do not change when we use these alternative models.

15�̂i is the spatial adjusted IMR since it accounts for nonrandom
participation in IMF programs and clustering effects associated
with program participation. Technically, �̂i provides the hazard
rates for IMF participants and nonparticipants and is included in
the outcome equation to correct for selection.

16We also estimated the outcome equation with fixed effects for
time. Doing so did not alter the results, and thus the time dummies
are dropped from the specification.
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TABLE 1 List of Countries in Sample

Argentina Dom. Republic Ireland New Zealand Switzerland
Australia Ecuador Israel Nicaragua Syria
Austria Egypt Italy Nigeria Tanzania
Bangladesh El Salvador Jamaica Norway Thailand
Belgium Fiji Japan Pakistan Trinidad and Tobago
Bolivia Finland Jordan Panama Tunisia
Botswana France Kenya Paraguay Turkey
Brazil Germany Kuwait Peru Uganda
Bulgaria Ghana Lesotho Philippines Ukraine
Cameroon Greece Liberia Poland United Kingdom
Canada Guatemala Malawi Portugal United States
Chile Guyana Malaysia Romania Uruguay
China Haiti Mali Russia Venezuela
Colombia Honduras Mauritius Singapore Zambia
Costa Rica Hungary Mexico South Africa Zimbabwe
Cyprus India Morocco Spain
Czech Republic Indonesia Nepal Sri Lanka
Denmark Iran Netherlands Sweden

continuous index for all country-years in our sample.17

Higher values indicate greater degrees of liberalization.18

Although the Chinn and Ito (2006) index is widely used
by scholars to measure capital account openness (e.g.,
Brooks and Kurtz 2007), we checked the robustness of
our results by employing two alternative measures of the
dependent variable. These robustness test results are dis-
cussed in the next section.

We also require a dichotomous measure for the inci-
dence of an IMF program, which constitutes the depen-
dent variable in the selection equation. The IMF provides
loans to countries under eight main types of stabilization
programs: Stand-by and extended stand-by arrangement,
Supplementary Reserve Facility, Extended Fund Facility,
Contingency Funding Facility, Buffer Stock Funding Fa-
cility, Currency Stabilization Facility, Structural Adjust-
ment Fund, and the Poverty Reduction and Growth Fa-
cility.19 We thus code the dependent variable in the se-
lection equation, IMF Program, as 1 when the IMF offers
loans under any of these eight types of programs, and
0 otherwise. Data for IMF Program are from Barro and

17The original index ranges from −2.66 to 2.66. We rescaled this
measure on a continuous 0–5 scale to aid interpretation of coeffi-
cient estimates.

18The Im, Pesaran, and Shin (2003) test rejects the null of nonsta-
tionarity for the Chinn and Ito (2006) measure.

19Our results are unchanged if we eliminate the Poverty Reduction
and Growth Facility programs—which are extended to countries
with limited access to international credit markets—from the sam-
ple.

Lee (2002), Hutchison (2001), IMF (2004), and Vreeland
(2003).

Independent and Control Variables

The first independent variable, IMF Loan, is operational-
ized as the IMF’s loan amount as a percent of the bor-
rowing country’s GDP. Data for this variable come from
World Bank (2006, 2007) and IMF (2004, 2006, 2007)
and include each of the eight types of IMF programs
listed above. The second independent variable is the level
of welfare spending, Welfare, which we operationalize as
government expenditure on social security and welfare as
a percentage of GDP.20 Data for this variable come from
World Bank (2007) and IMF (2007). We expect that IMF
loans will have a positive effect on the level of capital ac-
count liberalization conditional upon the level of welfare
spending in borrowing countries. To test this hypothe-
sis, we interact IMF Loan with Welfare and introduce the

20Following the IMF and World Bank’s definition, “Social Secu-
rity” consists of income transfers and benefits provided in cash or
in kind for unemployment, old age, invalidity, or death, and for
survivors, sickness and maternity, family allowance, work injury,
and health care. Spending on “welfare affairs and services” is de-
fined as assistance delivered to clients with special needs such as
the young, the old, or the disabled. We also supplemented data for
the Welfare variable from the United Nations (1993, 2006). Using
central government expenditure rather than GDP as the denomi-
nator does not alter our results. For a discussion of the limitations
of welfare data in developing countries, see Rudra (2007).
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interaction term IMF Loan × Welfare as well as its indi-
vidual components in the outcome equation. We expect
that the coefficient of the interaction term will be positive.

We include several control variables in the selection
and outcome equations. We suggested earlier that coun-
tries that experience serious macroeconomic problems
are more likely to participate in IMF programs. We thus
include three macroeconomic variables in the selection
equation. First, we include Output Loss measured as the
magnitude of growth contraction relative to the underly-
ing growth trend where a Hodrick-Prescott filter was used
to estimate the underlying growth trend.21 This measure
is commonly used in the financial economics literature
(see Boyd, Sungkyu, and Smith 2005). Second, we in-
clude the dummy variable Banking Crisis which equals 1 if
the country is experiencing a systemic banking crisis and
zero otherwise; this variable is based on Dell’Ariccia, De-
tragiache, and Rajan’s (2008) operationalization of sys-
temic banking crises as situations where nonperforming
loans reach at least 10% of total financial assets and when
emergency measures—such as bank holidays, deposit
freezes, etc.—are taken to assist the banking system.22

Third, we include the variable Terms of Trade Shock mea-
sured for each country-year in the selection equation.23

Terms of trade shocks may engender macroeconomic im-
balances that encourage governments to self-select into
IMF programs.

We also incorporate several control variables identi-
fied in the existing literature on the determinants of IMF
program participation. First, we include the dummy vari-
able Lagged IMF Program (Bird 2003; Vreeland 2003). We
also include the following economic variables in the selec-
tion equation: Log GDP per capita, Current Account , Log
Reserves, and Log Inflation.24 Following Vreeland’s (2004)
suggestion that veto players are positively associated with
IMF program participation, we incorporate the measure
Veto Players, which is drawn from the “Checks” variable
in World Bank (2008).

Several political variables are included in the out-
come equation to capture societal demands for liberaliza-
tion and institutional constraints on policy makers. First,

21Data for operationalizing Output Loss are taken from IMF (2007)
and World Bank (2007).

22We used data from Beck, Demirgüç-Kunt, and Levine (2006)
and Dell’Ariccia, Detragiache, and Rajan (2008) to operationalize
Banking Crisis.

23Terms of Trade Shock is measured as trade-weighted average ex-
port prices divided by trade-weighted average import prices for
each country-year. We construct this measure based on data drawn
from IMF (2007) and World Bank (2007).

24These variables are taken from IMF (2006, 2007), World Bank
(2006, 2007), and the Penn World Tables (2007).

some scholars suggest that right-leaning governments are
more likely to pursue open capital accounts than left-
leaning governments (Brooks and Kurtz 2007; Kastner
and Rector 2005). We therefore include a measure of gov-
ernment Partisanship from World Bank (2008) that codes
the occupant of the executive’s office as either left, cen-
ter, or right. Scholars also suggest that a relatively large
and well-developed financial sector may put pressure on
the government to liberalize the capital account (Frieden
1991; Sobel 1994). We thus include a measure of the size
of the banking sector (Banking Sector), which is opera-
tionalized as deposit money bank assets as a share of GDP.
Data for this variable are from Barth, Caprio, and Levine
(2003) and Bank for International Settlements (2006).
Finally, we control for Veto Players (Kastner and Rector
2003) and the level of Democracy (Marshall and Jaggers
2007).

With respect to economic controls in the outcome
equation, we follow extant studies and control for Log
GDP and the log of GDP per capita. We introduce the
lag of the dependent variable in the outcome equation
as well as controls for Current Account, Trade Openness,
and Budget Balance, all measured as a percentage of GDP.
Since it is possible to obtain spurious correlations be-
tween data series that are trended, we include a linear
Time Trend in the outcome equation. Existing research
postulates a regional diffusion effect in which countries
emulate capital account reforms adopted by neighboring
nations (e.g., Simmons and Elkins 2004). We account for
these dynamics in the outcome equation by controlling
for the gap between the lag of the maximum level of cap-
ital liberalization in each region and the lagged level of
each country’s level of capital account openness, which
we label Emulation.25 We also control for other mech-
anisms of diffusion and conduct a battery of robustness
checks; these results are presented after our main results.

Results

We first present the estimates from the selection equation
and then discuss the results from the outcome equation.
Table 2 reports the selection equation results in which
the dependent variable is the IMF program dummy. As
indicated in the table, the specification for each selection
equation performs well, correctly predicting about 90%
of all observations in the sample. As expected, previous

25The correlation between Emulation and the measure that we em-
ploy to operationalize the elements of the spatial weights matrix
(c ij) in our model is weak (0.29) and statistically insignificant.
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TABLE 2 Selection Equation Results: Dependent Variable, IMF Program

Column A Column B Column C Column D
Selection Equation Selection Equation Selection Eq. Results Selection Eq. Results
Results for Model 1 Results for Model 2 for Models 3 for Models 4

in Table 3 in Table 3 and 5 in Table 3 and 6 in Table 3

Veto Players .060 .024 .068 .022
(.062) (.029) (.074) (.032)

Log Reserves −.125∗∗∗ −.103∗∗∗ −.122∗∗∗ −.125∗∗∗

(.029) (.031) (.041) (.032)
Log Inflation .024 .035 .023 .027

(.019) (.027) (.020) (.028)
Log GDP per capita −.051∗∗∗ −.030∗∗∗ −.035∗∗∗ −.028∗∗∗

(.017) (.011) (.011) (.010)
Current Account −.065 .018 −.057 .016

(.092) (.021) (.088) (.024)
Output Loss .028∗∗ .038∗∗∗ .025∗∗ .036∗∗∗

(.010) (.011) (.011) (.012)
Terms of Trade Shock .014 .008 .020 .009

(.017) (.014) (.077) (.018)
Banking Crisis .056∗∗∗ .058∗∗∗ .054∗∗ .051∗∗∗

(.011) (.022) (.016) (.016)
Banking sector −.059 −.024

(.042) (.028)
Lagged IMF program .082∗∗∗ .115∗∗∗ .057∗∗∗ .095∗∗∗

(.017) (.043) (.010) (.031)
GDP growth rate −.049 −.022

(.038) (.045)
Constant −.590∗∗∗ −.388∗∗∗ −.547∗∗∗ −.424∗∗

(.071) (.052) (.062) (.061)
�̂ .032∗∗∗ .061∗∗∗ .048∗∗∗ .057∗∗∗

(.009) (.023) (.022) (.021)
% predicted 90% 91% 88% 90%
LR � 2 70.22 62.05 78.16 67.09

Notes: ∗∗∗, ∗∗, ∗: 1%, 5%, and 10% levels of significance.

participation in IMF programs is the best predictor of cur-
rent participation in IMF programs. Our expectation that
countries are more likely to participate in IMF programs
when they experience serious domestic macroeconomic
problems is also borne out by the results in the selec-
tion equation since Banking Crisis and Output Loss are
consistently positive and significant, while Terms of Trade
Shock is weakly significant. Other factors with statisti-
cally significant effects include the log of GDP per capita,
Log Reserves, and Log Inflation. However, Current Account
and Veto Players do not statistically influence IMF partic-
ipation. The estimate of the spatial autoregressive error
parameter �̂ in each selection equation is positive and sta-
tistically significant, indicating spatial dependence with
respect to IMF program participation.

Model 1 in Table 3 presents the results from the out-
come equation where the dependent variable is Capital
Liberalization. The coefficient of the interaction term IMF
Loan × Welfare is positive and highly significant in model
1, which includes country fixed effects. Thus, as predicted
in Hypothesis 1, it is the interaction of these two variables
that statistically matters for capital account liberalization.
We also estimated the model on a sample that excludes 21
advanced industrial OECD democracies since IMF loans
are provided primarily to developing countries. The out-
come equation results from this exercise for 67 developing
countries are reported in Table 3 model 2, which includes
fixed effects. The estimate of the interaction term IMF
Loan × Welfare remains positive and highly significant at
the 1% level in the outcome equation.
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TABLE 3 Outcome Equation Results of SAE Selection Model (ci j = 1/di j in All the Models)

Full Sample Developing Full Sample Developing Full Sample Developing
Model 1 Model 2 Model 3 Model 4 Model 5a Model 6a

Log GDP per capita .267∗∗∗ .128∗∗∗ .229∗∗∗ .096∗∗∗ .036∗∗∗ .029∗∗∗

(.071) (.035) (.052) (.033) (.012) (.010)

Trade openness .344∗∗∗ .202∗∗ .330∗∗∗ .187∗∗∗ .039∗∗∗ .020∗∗∗

(.085) (.103) (.083) (.045) (.018) (.005)

Current Account .163 −.086 .155 −.067 −.062 −.021

(.180) (.096) (.192) (.088) (.012) (.015)

GDP growth rate .046 .063 .038 .055

(.035) (.088) (.016) (.086)

Log GDP .177 .080 .173 .071 −.203 −.164

(.125) (.094) (.182) (.090) (.184) (.128)

Emulation .045∗ .060∗ .045∗ .043∗ .014 .010

(.026) (.034) (.027) (.023) (.011) (.008)

Banking sector .097 −.065 .094 −.066 .050 −.036

(.090) (.070) (.091) (.054) (.032) (.054)

Budget balance .045∗ .031∗ .039 .029 .039 .022∗

(.026) (.019) (.044) (.018) (.056) (.014)

Log Reserves .028 .022 .046 .063

(.077) (.055) (.035) (.088)

Log Inflation .039 −.012 −.019 −.027

(.041) (.008) (.055) (.048)

Lagged dependent variable .226∗∗∗ .147∗∗∗ .197∗∗∗ .149∗∗∗ .180∗∗∗ .163∗∗∗

(.031) (.030) (.041) (.054) (.029) (.027)

IMF Loan .018 .046 .026 .022 .066 .082

(.019) (.057) (.023) (.021) (.073) (.103)

IMF Loan × Welfare .159∗∗∗ .244∗∗∗ .114∗∗∗ .197∗∗∗ .185∗∗∗ .232∗∗∗

(.041) (.090) (.036) (.060) (.056) (.073)

Welfare .265∗ .114 .196 .102 .127 .101

(.152) (.126) (.141) (.179) (.148) (.156)

Democracy (Polity) .112 .077 .094 .055 .033 .024

(.088) (.096) (.079) (.086) (.030) (.026)

Veto Players −.025∗ −.034∗ −.051∗ −.032∗ .070 .077

(.013) (.019) (.028) (.018) (.085) (.041)

Partisanship .033∗∗ .047∗∗ .025∗ .027∗∗ .048∗∗∗ .061∗∗∗

(.015) (.021) (.014) (.011) (.022) (.023)

Time trend .090∗∗∗ .068∗∗∗ .080∗∗∗ .063∗∗∗ .057∗ .040∗

(.030) (.021) (.029) (.027) (.030) (.024)

Constant −.715∗∗∗ −.634∗∗∗ −.529∗∗∗ −.608∗∗∗ −.342∗∗∗ −.257∗∗∗

(.139) (.158) (.095) (.075) (.078) (.085)

�̂ .046∗ .067∗ .051∗ .043∗ .024∗ .019∗

(.024) (.035) (.030) (0.23) (.014) (.011)

�̂i .037∗ .056∗∗ .026∗ .035∗ .020∗∗ .031∗∗

(.021) (.031) (.014) (.020) (.011) (.014)

Log Likelihood −297.2 −341.2 −270.91 −214.36 −306.41 −324.51

N 1571 1105 1488 1029 1472 1018

Wald � 2 168.54 171.26 181.44 159.76 149.62 158.14

Notes: ∗∗∗, ∗∗, ∗: 1%, 5%, and 10% levels of significance. Numbers in parentheses are Newey-West standard errors. The outcome equation
in models 1–4 is estimated with country fixed effects that are not reported to save space.
aModels 5 and 6 employ an alternative dichotomous measure of the dependent variable based on the Chinn and Ito index. Since this
dependent variable is dichotomous, we estimate the model as a Heckman probit selection model with spatial autoregressive errors in the
selection and outcome equation as well as random effects in the outcome equation; we cannot include fixed effects in the outcome equation
because it leads to the well-known “incidental parameters problem” (Neyman and Scott 1948). We do not report the estimate of rho in the
model to save space.
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FIGURE 2 Effect of IMF Loan × Welfare on Capital Liberalization in
Developing Countries

   0

   2

  4

  6

 2  4   6   8 10 12

  95% Confidence Interval

  Welfare 

  Marginal effect on Capital Liberalization

 I
M

F
 L

o
a
n
 

To gain a full appreciation of the impact of IMF Loan
× Welfare on capital account liberalization, we derive and
analyze its substantive effect by using the results from
the sample of developing countries in model 2 and the
standard formula for computing the effect of interaction
terms.26 We proceed in two steps. First, we find that in-
creasing the level of IMF Loan by one standard deviation
above its mean, while holding its companion variable Wel-
fare and the other variables at their respective means in
the sample, increases the degree of capital account liber-
alization by a substantial 15.3%. This result is significant
at the 95% confidence level. Second, we illustrate the sub-
stantive effect of IMF Loan × Welfare in Figure 2, which
displays the marginal effect and statistical significance of
the IMF Loan variable over the range of values of the Wel-
fare variable; this figure also indicates that the effect of
the interaction term IMF Loan × Welfare is statistically
significant at the 95% confidence level.

Unlike the strong statistical support for our main hy-
pothesis, the estimate of the variable Democracy is statis-

26Since neither IMF Loan nor Welfare are in the selection equation,
we can—according to Sigelman and Zeng (1999)—compute the
marginal effect of IMF Loan × Welfare from the outcome equation
by using the formula required to compute the interactive effect of
two continuous variables (see Brambor, Clark, and Golder 2006).

tically insignificant. The positive estimate of Partisanship
is consistently significant in Table 3. This suggests that
right-leaning governments tend to favor higher levels of
capital account openness. The estimate of Veto Players
is negative but weakly significant, which supports Kast-
ner and Rector’s (2003) finding in a smaller sample that
veto players tend to reduce or block change of capital ac-
count policies that favor liberalization. This finding is also
consistent with Chwieroth’s (2007a) argument that more
veto players provide greater voice to domestic opposition
to financial reform.

The economic control variables, Log GDP per capita
and Trade Openness, are significant and in the predicted
direction while Log GDP is insignificant. The coefficient
of Budget Balance is weakly significant in some mod-
els, while Lag Capital Liberalization is positive and highly
significant. The estimate of Emulation and the spatial au-
toregressive parameter, �̂ , are positive and weakly signifi-
cant in all the models, providing tentative evidence of the
diffusion of capital account liberalization. Furthermore,
the estimate of the adjusted IMR parameter is also sig-
nificant in the outcome equation of the estimated mod-
els, which suggests that it is appropriate to account for
the nonrandom participation of countries in IMF pro-
grams via an SAE selection model to avoid selection bias
problems.
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Robustness Tests
and Diagnostic Checks

For robustness tests we include the following additional
controls: Log Reserves, Log Inflation, and GDP growth
rate in the outcome equation; and Banking Sector and
GDP growth rate in the selection equation. The last two
columns in Table 2 report the results from the expanded
selection equation for the full and developing countries
sample, respectively. The estimates from the augmented
outcome equation are reported in Table 3 for the full
(model 3) and developing countries sample (model 4).
Our main results remain robust.

We also estimated additional models for the full and
developing countries samples after adding diffusion vari-
ables, including Export Competition and bilateral invest-
ment treaty partner policies, in the outcome equation.27

We also included a currency crisis dummy28 and three
other controls that proxy for the economic interests of
G-5 countries: the exposure of G-5 commercial banks
to each borrowing country’s market,29 G-5 foreign aid
commitments,30 and voting affinity within the UN Gen-
eral Assembly between G-5 nations and borrowing coun-
tries.31 We incorporated additional controls in the se-
lection equation including the currency crisis dummy,
Partisanship, Budget Balance, Log Investment, and Debt
Service as a percentage of GDP. We do not report the re-
sults obtained after including these additional controls to
save space, but our main results were unchanged.32

Due to the limitations of the Chinn and Ito index,
we checked whether our results hold when we employ
an alternative measure of the dependent variable.33 We
used a simple binary measure of the presence or absence

27For a description of these two variables, see Simmons and Elkins
(2004).

28Data are from Kamin, Schindler, and Samuel (2001) and IMF
(2006).

29Operationalized as the log sum of G-5 commercial bank exposure,
in millions of dollars, weighted by the relative voting power of the
United States, United Kingdom, Japan, Germany, and France in
the EB (see Copelovitch forthcoming). Data are from Bank for
International Settlements (2005) and Barth, Caprio, and Levine
(2006).

30Data are from OECD (2008).

31Gartzke (2006) and Copelovitch (forthcoming).

32Our main results are robust to using directed dyad trade-flow
shares of country j in country i’s total, instead of using the inverse
distance between all states i and j, for operationalizing the cell
entries in the spatial weights matrix of the SAE selection model.

33The Chinn and Ito index is sluggish in that restrictions on cap-
ital account transactions (one of four elements of the index) are
averaged over the current period and the prior four years.

of capital controls, using the raw data from Chinn and
Ito (2006). Results for the outcome equation indicate
that the main results are substantively unchanged for the
full and developing countries samples (Table 3, models 5
and 6).34

Diagnostic tests reveal that none of the models suf-
fers from severe multicollinearity, serial correlation, or
omitted variable bias, and that the residuals are normally
distributed.35 Also, out of an abundance of caution, we
implement Hurlin and Venet’s (2003) Granger causality
test for panel data to assess the potential endogenous rela-
tionship between the dependent variable and each of the
two independent variables in our empirical analysis: IMF
Loan and Welfare. F-statistics from the Hurlin and Venet
(2003) tests conducted for the full and developing coun-
tries sample indicate that the dependent variable does not
statistically influence IMF Loan and Welfare.

We further address the possibility of endogeneity by
testing Hypothesis 1 via a “system GMM” model that
combines a regression in first-differences and a regres-
sion in levels; estimating the two equations (levels and
differences) in a single system leads to consistent and
efficient estimates (Blundell and Bond 1998). This ap-
proach corrects for potential endogeneity by using mo-
ment conditions to derive a set of valid instruments for
the potentially endogenous explanatory variables. It also
corrects for serial correlation, controls for country fixed
effects, and accounts for heteroskedasticity via White’s
heteroskedasticity robust standard errors. Results from
the system-GMM model that include all the variables
in the outcome equation listed earlier (not reported to

34Our main results are also robust to using Quinn’s (1997, 2003)
capital account liberalization measure, available for 80 out of 87
countries in our sample from 1975 to 1999.

35The largest and mean VIF values in the models are less than 10 and
greater than 1 respectively; thus multicollinearity is not a problem.
To assess for serial correlation, we first plotted the correlograms and
partial correlograms of the residuals from the first stage (selection
equation) and second stage (outcome equation) of each estimated
model; we also checked the p-values of the autocorrelation function
and partial autocorrelation function for the first lag as well as several
additional lags of the residuals from the first-stage and second-stage
equation of each estimated model. Results from this exercise reveal
that the residuals do not suffer from serial correlation. Further, the
Breusch-Godfrey LM test and Gourieroux, Monfort, and Trognon
(1982) score test failed to reject the null of no serial correlation in
the outcome and selection equations respectively. The RESET test
shows that there is no omitted variable bias problem; the Jarque-
Bera test shows that the residuals are distributed normally. Tests
indicate that neither IMF Loan nor Welfare is statistically correlated
with the remaining control variables in the selection and outcome
equation. Finally, diagnostic tests strongly establish the validity
of the exclusion restrictions parameters in all the estimated SAE
selection models.
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FIGURE 3 Average Welfare Spending Before, During, and After an IMF
Program
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save space) confirm our main findings.36 Finally, we ex-
plored the possibility that governments—especially right-
leaning governments—could use the cover of an IMF
program to reduce their current welfare expenditures.37

Figure 3, which depicts average welfare spending in the
years before, during, and after an IMF program, provides
no support for this hypothesis.38

Conclusion

How can we explain the timing and extent of capital ac-
count liberalization since the 1970s? We offer a nuanced
argument about the interactive impact of IMF stabiliza-
tion programs and domestic welfare expenditures. Sub-
stantial loans from the IMF provide a window of oppor-
tunity for policy makers to enact liberalizing reforms with
negative distributional consequences; an existing system
of substantial welfare expenditures enables policy mak-
ers to seize this opportunity. Our analytical framework
reflects the exhortation by Martin and Simmons to ex-
plore the effects of international institutions conditional
upon domestic considerations; in particular, they argue

36Results available from the authors by request.

37For a discussion of the tension between openness to the global
economy and welfare spending, see Rudra (2002) and Wibbels
(2006). On the IMF and reductions in government spending, see
Nooruddin and Simmons (2006).

38We also performed a more rigorous test using an SAE selection
model with welfare spending as the dependent variable in the out-
come equation. The interaction between IMF Loan and Partisanship
(measured from a left to right scale) was not statistically significant.

that scholars should “move toward genuinely interactive
theories of domestic politics and international institu-
tions” (1998, 749). Results from a variety of statistical
models provide robust evidence of the interactive impact
of IMF stabilization programs and welfare expenditures
on capital account liberalization.

Researchers have made substantial progress in ad-
dressing selection bias when evaluating the impact of
IMF programs (Nooruddin and Simmons 2006; Vree-
land 2003). However, prior scholarship underestimates
the possibility that country participation in IMF pro-
grams displays clustering—a condition that should be
accounted for when estimating the IMF’s impact on
domestic policies. We use a novel statistical estimator,
the spatial autoregressive error sample selection model,
which accounts for these spatial effects as well as selec-
tion bias and the influence of diffusion on capital account
liberalization.

Two main policy implications emerge from this study.
First, our results suggest that governments that publicly
provide compensation to domestic groups that experi-
ence income shocks have more agency to implement
capital account reforms. This finding contributes to the
debate about the degree of complementarity or tension
between the size of the welfare state and the pressures from
global markets (see, e.g., Burgoon 2001; Kaufman and
Segura-Ubiergo 2001; Rickard 2008; Rodrik 1998; Rudra
2002; Walter forthcoming; Wibbels 2006). The evidence
presented in this study confirms the findings in Brooks
(2004) that higher welfare spending facilitates global-
ization by enhancing the political feasibility of policy
reforms.
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Second, our results suggest that the IMF does not
implement a “one size fits all” approach to capital ac-
count liberalization in borrowing countries, contrary to
the assertions of IMF critics. In fact, it appears that gov-
ernments use the IMF as political cover to enact reforms
that would otherwise be politically costly. Scholars and
pundits who seek to reform the IMF should consider the
organization’s role as an enabler of capital account reform
from the bottom up, rather than a top-down enforcer of
liberalization.

Notwithstanding the implications of this study, more
work needs to be done to fully comprehend the link be-
tween IMF loans, domestic politics in program recipient
nations, and policy liberalization. For instance, valuable
theoretical insights may be gained from analyzing how
bargaining between domestic groups and a program par-
ticipating government under the shadow of IMF loans
may affect the prospects for capital account liberaliza-
tion. The research presented here may also be extended to
explore whether the interaction of IMF loans and welfare
spending affects other issue areas, such as privatization
of state-owned banks and equity market liberalization.
We hope that this study spurs future research on how
policy instruments used by international institutions in-
teract with domestic interests and institutions to influence
government policy outcomes.
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