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EPIGRAPH

Today we stand committed to the proposition that freedom is no half-and-half affair.

If the average citizen is guaranteed equal opportunity in the polling place,

he must have equal opportunity in the market place.

-Franklin Delano Roosevelt, June 27, 1936
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ABSTRACT OF THE DISSERTATION

Depositing Credibility: Capital Account Liberalization, Political Responsiveness,

and Foreign Currency Deposits

by

Kelly Philip Wurtz

Doctor of Philosophy in Political Science

University of California San Diego, 2009

Professor J. Lawrence Broz, Co-Chair

Professor Miles Kahler, Co-Chair

Official dollarization is rare; yet, many countries’ banking systems are charac-

terized by high levels of unofficial dollarization. This dissertation provides a political-

economic argument for why governments allow these depositsto exist at all. I explain

the timing and level of regulations over resident foreign currency (FC) deposit accounts

as well as why some countries that chose partial liberalization tend to remain there and

test that explanation on a new dataset I created coding IMF reports on exchange-rate

controls.

Similar to other forms of monetary delegation, unrestricted accounts can serve

as a commitment device for credible macroeconomic policy, contingent on two factors.

Politicians must be responsive to a broad audience; and, they must be credible in their

protection of property rights. Thus, unrestricted accounts are most likely when: politi-

cians are responsive to a broad population, have experienced macroeconomic instability,

and are respectful of their citizens’ property rights.

Responsiveness is important because restricted deposits are unlikely to be useful

as a commitment device. When responsiveness is broad group,politicians are more

likely to provide public goods rather than targeted, private goods. Allowing FC deposits

with restrictions resembles a private good, in that politicians choose which groups are

allowed access to the accounts, while unrestricted deposits resemble non-excludeable

xv



public goods. Unrestricted deposits should be more likely in those countries where

politicians are responsive to a broad population and face incentives to provide public

goods.

Second, unofficial dollarization is a strategic situation.If property rights are

weak, citizens should anticipate that their deposits wouldbe at risk, making individu-

als less likely to use FC accounts. Governments should anticipate this as well; if not

credible on property rights, they should be more likely to adopt restricted deposits.

I test this argument on a new dataset of regulations of resident FC accounts in a

sample of developed and developing countries I coded from the IMF’s Annual Report on

Exchange Arrangements and Exchange Restrictions. I use both binary cross-sectional

time-series analysis and a competing risks model. I find support for my central argu-

ment, although its effectiveness is limited to periods of moderately levels of macroeco-

nomic instability.
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Chapter 1

Understanding Foreign Currency

Deposits

1.1 Introduction

On March 13, 2000, the government of Ecuador adopted a full dollarization

scheme, making the U.S. dollar legal tender. Not quite a yearlater, on January 1, 2001,

El Salvador took a similar step, implementing the Monetary Integration Law, which

fixed the exchange rate of the colón to the dollar at a rate of 8.75 and officially made the

dollar legal tender. This was a momentous choice for each country, as the governments

were abandoning a significant amount of sovereignty, both symbolically and in real

terms. On the symbolic side, a national currency is one of thecharacteristics commonly

associated with an independent and sovereign nation. In real terms, a national currency

provides material benefits to national leaders in the form ofseignorage revenue, the

ability to raise revenue from citizens via the “inflation tax,” and the ability to pursue

counter-cyclical monetary policy. Given the potential benefits of maintaining a national

currency, it makes sense that it is rare for governments to adopt another nation’s currency

unilaterally.

While government officials and academics have been debatingthe merits of such

“official” dollarization, many individuals in developing nations have been eroding their

state’s monetary sovereignty by dollarizing “unofficially” at an individual level. Indeed,

1
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in 1996, researchers at the U.S. Federal Reserve estimated that between 30 to 70 percent

of the total supply of U.S. dollars circulated outside the borders of the United States,

depending on the estimation technique used(Porter and Judson, 1996). The exact extent

of dollars circulating outside of the United States is difficult to observe, as some of these

dollars are used for illicit purposes, are used in the informal economy, or remain hidden

in people’s mattresses. Some amount of these dollars, however, does eventually make it

into the formal banking sector where they are more easily observed and measured. Table

1.1 below shows the regional breakdown of deposit dollarization ratios in the late 1990s.

The table shows that in the time period in question, deposit dollarization was highest in

Latin America and the transition economies and lowest in thedeveloped world and in

the Caribbean.

In the face of this increasing unofficial use of dollars, it isunclear if those gov-

ernments that officially dollarized were simply respondingto overwhelming demand

from their citizens and raising the white flag of surrender inthe face of increasing cap-

ital mobility. Public opinion in El Salvador, however, doesnot appear to support this

claim. Since 1991, the government had allowed its citizens to maintain bank deposits

of foreign currencies, essentially giving individuals andfirms permission to adopt the

dollar on their own. Despite this opportunity, the level of foreign currency deposits as

a ratio of total bank deposits never exceeded 10% in the decade prior to official dollar-

ization(De Nicolo, Honohan and Ize, 2003). This revealed preference is consistent with

a public opinion poll taken by the Technological Universityof El Salvador shortly after

the official adoption of the dollar that found only two percent of those surveyed con-

sidered dollarization an “achievment” while 62.2% thoughtthat dollarization had been

damaging to the country’s interests(Towers and Borzutzky,2004). On the other hand,

over the same decade, foreign currency deposits in Ecuador grew from 13.3 percent of

total bank deposits in 1991 to 53.7 percent by 2000, when theyofficially adopted the

dollar.

Few governments have officially abandoned their domestic currency in the face

of increased use for foreign currencies as a store of value and a medium of exchange,

but since the 1980s many governments have converged on a related, but less severe step:

allowing their citizens to open domestic bank accounts in which to deposit these foreign



3

Table 1.1: Foreign Currency Deposits as a % of Total Deposits

Regions N 1996 1997 1998 1999 2000 2001

South America 8 45.8 46.1 49.4 53.2 54 55.9

Transition Economies 26 37.3 38.9 43.5 44.3 46.9 47.7

Middle East 7 36.5 37.2 37.7 37.5 38.2 41.9

Africa 14 27.9 27.3 27.8 28.9 32.7 33.2

Asia 13 24.9 28 26.8 28.8 28.7 28.2

Central America and Mexico 7 20.6 20.8 22 22.1 22.5 24.7

Caribbean 10 6.3 7.6 6.8 6.7 6.1 6.2

Developed Countries 14 7.4 7.5 7.5 6.7 7 6.6

Source: (De Nicolo, Honohan and Ize, 2003)

currencies, tacitly supporting the use of a competing currency. As Figure 1.1 below

shows, approximately 20% of the sample allowed unrestricted deposits in 1983, but in-

creased to around 80% by 2000. While not as severe a step as a government abandoning

its domestic currency, dollarization of the banking system, both in terms of deposits

accepted and loans made, still has significant, potentiallynegative consequences for a

country’s economy as well as constraining the ability of politicians to pursue particular

policy goals; thus it is interesting that governments have been converging on a poten-

tially costly policy of allowing foreign currency (FC) deposits without restriction. At

the same time that unrestricted deposits have become increasingly prevelant, the per-

centage of countries allowing restricted deposits has fluctuated slighty around 20% of

the sample.

In this dissertation, I provide a political-economic argument that seeks to answer

two central issues that have yet to be addressed in the literature: first, what explains the

timing and choice of countries to allow their residents to open unrestricted FC deposit

accounts; second, why have some countries instead chosen initially to liberalize these

accounts partially, and why is this partial liberalizationoften a relatively stable outcome.

Rather than liberalization being a linear process in which restricted deposits are merely

a way station along the path of reform, I view the two situations—allowing restricted vs.

unrestricted deposits—as distinct and driven by differentdynamics. As countries face
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increasing pressures from a world of technological change,increasing capital mobility

and the resulting competitive pressures, political institutions mediate states’ ability to

deal with these changes and lead to variation in policy choice, timing, and stability.

While restrictions on resident FC accounts are certainly a form of capital con-

trol, they are unique in that they only affect a domestic audience and are restrictions on

capital outflows conceptually, but not geographically. Similar to Bartolini and Drazen’s

(1997) view of capital account liberalization as a signaling device, and consistent with

explanations for other forms of monetary delegation, I viewthe decision to liberalize

FC accounts fully to unrestricted accounts as serving as a commitment device for politi-

cians needing credibility on macroeconomic policy. Ratherthan being directed at in-

ternational investors, however, this signal is meant for domestic owners of capital. The

ability of politicians to use unrestricted deposits as a commitment device to achieve

macroeconomic stability, however, is contingent on two additional factors: first, politi-

cians must be responsive to a broad political audience, and second, they must be credible

in their protection of property rights.

The scope of political responsiveness is important, because restricted deposits
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are unlikely to be useful as a commitment device. Electoral incentives influence the

sorts of policies that politicians provide. Specifically, when governments are responsive

to broad group of supporters, they are more likely to providepublic goods rather than

targeted, private goods (Bueno de Mesquita et al., 2003). Allowing FC deposits with re-

strictions resembles a private good, in that it allows politicians to choose which groups

or individuals are allowed access to the accounts, while unrestricted deposits resemble

non-excludeable public goods. For example, while the supporters of an autocratic ruler

might not all have the capital or ability to take advantage ofaccounts in the Cayman

Islands, they can certainly benefit from the ability to keep what foreign exchange they

do have in privileged domestic accounts. Thus, unrestricted deposits should be more

likely in those countries where politicians are responsiveto a broad population and face

incentives to provide public goods, while restricted deposits should be more likely in

those situations where governments are responsive to a narrow elite and it is more effi-

cient to gain support via supplying private-goods. Moreover, restricted deposits would

have little utility for creating credibility on macroeconomic policy, as the relative gains

from being in the “in group” with access to FC accounts would only be positive if there

were general demand for these accounts across the population, i.e., if unstable macroe-

conomic conditions were expected to continue. Thus, the first institutional aspect that

matters is that politicians be responsive to a broad population for political support.

The second important institutional dimension is credibility of property rights

protection. Unofficial dollarization is a strategic situation, and forward-looking politi-

cians and citizens can anticipate the reactions of each other. Thus, if governments do

not respect property rights, citizens should anticipate that any foreign exchange placed

in the formal sector would likely be at risk of confiscation, making those individuals

less likely to use those accounts voluntarily. Similarly, governments should anticipate

this as well, and when they are not credible on property rights protection they should be

more likely to rely on the regulatory power of the state to attract and retain capital from

their residents by adopting restricted deposits, rather than allowing residents to have un-

restricted accounts. Thus, for unrestricted deposits to have any positive expected utility

for individuals, governments need to be credible on their respect for property rights.

In the context of FC deposit regulations, the two factors just discussed combine
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to determine both what level of liberalization a governmentchooses and under what

circumstances they are likely to choose to liberalize. Thus, my full argument has three

parts. Unrestricted foreign currency deposits are most likely when: politicians are re-

sponsive to a broad population, have experienced macroeconomic instability, and are

respectful of their citizens’ property rights.

I test this argument using discrete-time event-history duration analysis on a new

dataset of regulations of resident FC deposit accounts in a sample of developed and

developing countries that I coded from the International Monetary Fund’s Annual Re-

port on Exchange Arrangements and Exchange Restrictions (AREAER). My analysis

utilizes both a binary cross-sectional time-series set up (Beck, Katz and Tucker, 1998;

Carter and Signorino, 2006) as well as a multinomial approach to allow for competing

risks among the choices of regulatory structure (Box-Steffensmeier and Jones, 2004;

Jones and Branton, 2005).

In the empirical analysis in Chapter 4, I find that unrestricted deposits are most

likely in those countries that are credible on their respectfor property rights, as prox-

ied by the quality of the legal system, but non-credible in their commitment to stable

macroeconomic performance, as proxied by the 5-year standard deviation of logged CPI

inflation. Conversely, those countries that are non-credible on both property rights pro-

tection and macroeconomic stability are the least likely toallow unrestricted deposits

and most likely to adopt restricted deposits. Table 1.2 recreates the two-by-two table

from Table 1.4 below with predicted probabilities of allowing restricted and unrestricted

deposits in each cell. I created the predicted probabilities for the four permutations us-

ing the STATA program Clarify (Tomz, Wittenberg and King, 2003). Holding the other

independent variables constant, I set my proxy for propertyrights protection the 1st and

3rd quartiles, my proxy for political responsiveness (the size of the winning coalition)

at the moderately-low and moderately-high values of 0.25 and 0.75, and the measure of

inflation variability at the 75th percentile.

The table shows that for governments starting at not allowing any deposits at

all, the most likely situation for unrestricted deposits iswhen the scope of political sup-

port is broad and property right protections are credible, with a predicted probability

of 3.30%. In the same situation, the predicted probability of restricted deposits is only
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Table 1.2: Multinomial Logit: Predicted Probabilities (Quality of Legal System * Scope
of Political Support)

Scope of Political Support
Narrow Broad

Property Yes Restricted 5.01% 0.90%
Rights Unrestricted 0.80% 3.30%

Credibility No Restricted 0.23% 4.80%
Unrestricted 1.44% 0.56%

Table 1.3: Multinomial Logit: Predicted Probabilities (Quality of Legal System * Infla-
tion Variability)

Macroeconomic Policy Credibility
Yes No

Property Yes Restricted 0.80% 1.24%
Rights Unrestricted 0.10% 3.36%

Credibility No Restricted 2.62% 5.95%
Unrestricted 0.12% 0.55%

0.90%. When responsiveness is broad, but property rights are not protected, the proba-

bility of unrestricted deposits falls all the way to 0.56%, while the chances of allowing

restricted deposits increases to 4.80%. Restricted deposits are slightly more likely when

responsiveness is narrow and property rights are respected, with a predicted probability

of 5.01%. When responsiveness is narrow, but property rights are not respected, how-

ever, the expected outcome is a bit counter-intuitive. Restricted deposits are at their

least likely, with a predicted probability of 0.23%, and unrestricted deposits are at their

second-highest (altough relatively low) level, 1.44%. In this case, my feelings are that

this represents a slight “gamble for resurrection” by governments attempting to lure

those outside of their circle of political supporters to place their foreign exchange into

unsecure accounts.

Table 1.3 repeats this exercise, but for the combination of macroeconomic policy

credibility and property rights protection. It reveals that governments that are credible

on property rights, but not on macroeconomic policy, are much more likely (3.36% vs.

0.10%) to allow unrestricted deposits than governments that are credible on both di-

mensions. Governments in the upper-right-hand corner are more than twice as likely to
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allow unrestricted deposits as they are restricted deposits. Similarly, for those govern-

ments lacking credible protection of property rights, the predicted probability of allow-

ing restricted deposits, holding other variables constant, is 2.62% when macroeconomic

policy is credible and 5.95% when it is not. Thus, similar to the credibility-enhancing

nature of exchange rate pegs and independent central banks depending on the informa-

tional context of political institutions (Broz, 2002), theability of polticians to use FC

deposits as a mechanism for creating macroeconomic credibility depends on the institu-

tional context of property rights protection.

The two tables do a nice job of summarizing the point predictions of the four

combinations of the two dimensions of credibility, but to determine the statistical sig-

nificance of the interaction of the two dimensions of credibility important to my theory,

one cannot simply look at the coefficient and standard error to determine if one can re-

ject the null hypothesis(Brambor, Clark and Golder, 2006).The best way to do this is to

present the effects graphically, which I do in Figures 1.2 and 1.3.1 The graphs show the

marginal effect of increasing the size of one component of the interaction one standard

deviation from the mean on the predicted probability of allowing unrestricted deposits,

across the observed values of the other part of the interaction2 The graphs show that

the marginal changes in predicted probabilities discussedabove are, indeed, statistically

significant at the .05 level.

Specifically, the top graph in Figure 1.2 shows the marginal effect on the pre-

dicted probability of allowing unrestricted deposits of increasing the size of the winning

coalition one standard deviation above the mean, across theobserved values of the vari-

able measuring the quality of the legal system. For those countries with low quality

legal systems, increasing the size of the winning coalitiondecreases the probability of

allowing unrestricted deposits slightly, while substantially increasing the probability of

allowing restricted deposits. As the quality of the legal system improves, however, the

situation begins to reverse itself, as the probability of restricted deposits begins to fall

and marginal effect on unrestricted deposits increases. Around the mid-point of the

1I created the graphs using a modified STATA code related to Brambor, Clark and Golder (2006),
located athttp://homepages.nyu.edu/~mrg217/interaction.html The code is similar,
but uses CLARIFY (Tomz, Wittenberg and King, 2003) to produce the simulated probabilities.

2The effects of the interaction are significant at the .05 level for those ranges of the quality of the legal
system where the upper and lower bounds are both above or bothbelow the zero line.
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Legal variable, the predicted probability of restricted deposits flattens out at a slightly

negative level, but the change in probability of unrestricted deposits increases to around

20 percentage points by the maximum values of the quality of the legal system.

The bottom graph switches around the relationship, showingthe marginal ef-

fect of increasing the quality of the legal system at different sizes of winning coali-

tion. Again, increasing the protection of property rights protection, when the scope

of political responsiveness is narrow, makes restricted deposits more likely and unre-

stricted deposits slightly less likely. However, when responsiveness is broadly based,

the same change in property rights protection makes unrestricted deposits around nine

points more likely and restricted deposits about three points less likely.

Similarly, the top graph in Figure 1.3 shows the marginal effect of increasing

inflation variability one standard deviation above the mean, as the quality of the legal

system increases and when political responsiveness is broadly based. In this case, in-

creasing inflation at the minimum values ofLegal has no effect on the probability of

unrestricted deposits, but makes restricted deposits lesslikely by around 12 points. As

the legal system improves, the negative marginal effect on restricted deposits decreases

quickly and turns positive at moderate levels ofLegal, flattening out at a slightly positive

marginal effect. Unrestricted deposits remain unaffectedby the change in inflation until

the half-way point of legal system quality. At that point, the marginal effect becomes

positive and increases consistently as the legal system continues to improve.

The bottom graph, however, reveals that this relationship is not as straight-

forward for all levels of inflation variability. When inflation is very stable, increasing

the level of legal system quality makes the likelihood of both forms of deposits slightly

lower. As variability of inflation increases, however, the same change in legal system

quality increases the probability of unrestricted deposits and reduces the chances of re-

stricted deposits. As variability becomes too extreme however, a little more than one

standard deviation above the mean level of inflation variability, the probability of re-

stricted deposits begins to increase and the chance of unrestricted deposits decreases.3

Thus, for most situations of increasing instability of inflation, better protection of prop-

erty rights makes unrestricted deposits more likely than restricted deposits. However,

3But still remains positive
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when the situation becomes too unpredictable, even a well-respected legal system has

diminishing returns.

Thus, the graphs support the three-part nature of my argument that unrestricted

deposits are most likely when politicians are broadly responsive, macroeconomic con-

ditions are unstable, and politicians are credible on theirprotection of property rights.

My dissertation makes several important contributions to the literature. First, I

make an empirical contribution by coding a new dataset of FC deposit regulations that

provides greater cross-national and temporal coverage than existing resources. Second,

my project contributes to several important areas of international political economy,

including the design of economic institutions, the processof unofficial dollarization,

diffusion of financial liberalization, and the politics of economic reform and banking

deregulation.

The selectorate model of political survival has been applied in many different

contexts, from economic performance and to the democratic peace; this project expands

and refines these applications to include the structure of regulatory choices.

By understanding better the political preconditions for allowing FC deposit ac-

counts, we gain additional leverage into understanding thepolitical and economic deter-

minants of unofficial dollarization. For example, Arteta (2002) finds that deposit dollar-

ization is higher under floating exchange rate regimes. My results indicate that this may

be due to unrestricted FC deposit accounts being more likelyto occur in the first place in

countries with flexible exchange rate regimes. This also points to avenues for additional

research into whether countries that allow deposits for different reasons see different

micro-level choices by their residents, in terms of the level of deposit dollarization.

Secondly, our understanding of the spread of financial liberalization across the

globe continues to evolve. Regulation of resident FC deposit accounts presents a dif-

ficulty for current explanations of the diffusion of financial liberalization, given that

existing explanations rely almost exclusively on externalor international factors. Once

other political-economic factors are accounted for, I find that diffusion of unrestricted

deposits in a countries region does not make that country more likely to adopt unre-

stricted deposits itself, but does make restricted deposits more likely. Insecure politi-

cians in countries with weak institutional protections of property rights may be more
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susceptible to the effects of diffusion, but not necessarily more likely to emulate di-

rectly what is going on around them. For those politicians that are more risk averse,

they may look to their neighbors’ experiences with unrestricted accounts and draw the

lesson that following suit would be problematic; thus, making restricted deposits more

likely. Moreover, once governments have experiences with restricted deposits and have

more information about the specific behavior of their residents, the effects of diffusion

disappear. These results lend support to the learning-based explanations for diffusion,

rather than competition-based models.

Additionally, my project contributes to our understandingof the politics of eco-

nomic reform. The extant literature on economic reform points to times of crisis as

creating opportunities for reform; my results indicate that this effect is contingent on

the institutional environment. Periods of instability maydisrupt existing political ar-

rangements and create opportunities for change, but they can also provide incentives for

politicians to prey upon their citizens. During times of calm, which may be few and

far between, governments lacking credible property rightsprotection appear to take ad-

vantage of their window of opportunity. Thus, when one looksat the aggregate trends

of FC deposit liberalization over time, it appears as if there is a steady, common trend

driving the change. Once the process is unpacked, however, it appears that different

governments reform for different reasons and at different times.

Moreover, by noting how variation in institutional arrangements affects the risk

tolerance of politicians, my project provides additional insight into why partial eco-

nomic reform can be a stable outcome. In addition to the stability of partial reform

being the result of demand side of interest groups that benefit from partial reform, I find

that there is potentially a supply-side story as well. Governments that liberalize partially

appear qualitatively different than those that liberalizefully initially, which makes them

less likely to supply complete liberalization as well.

Finally, this project adds to our understanding of bank deregulation by provid-

ing a way to integrate seemingly competing views of what drives the banking regulatory

process. Rather than conceiving of bank regulations as being driven by either broad con-

cerns of economic efficiency or the demands of specific interest groups, recognizing that

regulations can take on forms resembling private or public goods allows for both causal
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mechanisms to be relevant, depending on the set up of domestic political institutions

and the incentives faced by politicians.

The remainder of the chapter is organized as follows. In Section 1.1.1 I present

briefly the argument I develop further in Chapter 2, Section 1.2 addresses why foreign

currency deposits are an important aspect of the international and comparative politi-

cal economy, Section 1.3 discusses the nature of the centraldependent variable, Sec-

tion 1.3.2 presents data on patterns of FC deposit regulations, and Section 1.4 outlines

the remainder of the dissertation and concludes.

1.1.1 My Argument

Like other forms of financial deregulation and economic reform, allowing FC

deposits has both potential costs and benefits for politicians; thus, the general question

is why and when do politicians liberalize their capital regulations? At first glance, it

appears as if deregulation of FC deposits is similar to otherforms of financial liber-

alization, in terms of diffusing across the globe(Elkins, Guzman and Simmons, 2006;

Simmons, Dobbin and Garret, 2006). Observing a pattern of diffusion, however, does

not provide a causal mechanism for the process of liberalization. Possible mechanisms

include learning (Way, 2005), cultural affinity, competition for foreign direct invest-

ment(Simmons and Elkins, 2004), and signaling to external investors(Elkins, Guzman

and Simmons, 2006). FC deposit regulations, however, affect only domestic residents,

so it is unclear whether existing explanations focusing on external forces are likely to

provide much leverage in understanding the process of liberalizing resident FC deposit

regulations.

Allowing unrestricted deposits is a regulation that resembles a public good, since

all individuals will have equal legal access to deposits, even if they are not all equally

positioned to benefit from access to such accounts. The selectorate model implies that,

all else equal, political systems with larger winning coalitions should be more likely

to adopt regulatory schemes with public-good-like qualities. In this context, however,

the effect should be contingent on the credibility of the government to implement the

regulation fairly and effectively, i.e., the government will not reverse the decision and

then confiscate the deposits.
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This story, however, fails to explain the second set of questions of why govern-

ments would liberalize partially and why partial liberalization seems to be a relatively

stable equilibrium. The answer to this question, I believe,lies in the ability of politi-

cians to target restrictions and exemptions when deposits are allowed with restrictions.

Restricted deposits provide an additional tool to governments to please specific inter-

est groups or key supporters. Moreover, once partial liberalization occurs, it creates

groups that benefit from incomplete reform and thus have an incentive to fight against

full liberalization (Hellman, 1998).4

Specifically, I argue that two institutional dimensions arekey. First, electoral

incentives influence the sorts of policies that politicianshave incentives to provide. Sec-

ond, the ability of politicians to pursue particular policies is contingent on the credible

protection of property rights. These factors combine to determine both what level of lib-

eralization a government chooses and when they choose to liberalize. When politicians

rely on the support of a broad winning coalition, it is inefficient to garner support by

supplying targeted, private goods; thus, the incentive is to provide broad-based, public

goods instead(Bueno de Mesquita et al., 2003). While Bueno de Mesquita et al. con-

ceive of this in terms of government spending, it should alsoapply to regulations, which

can take on a form resembling private or public goods.

Table 1.4: Political Responsiveness - Supply Side
Scope of Political Support

Narrow Broad
Property Yes Restricted Deposits Unrestricted Deposits

Rights No No Deposits Restricted Deposits

FC deposits are one such regulation. Allowing deposits withrestrictions allows

governments to target the restrictions, in terms of only allowing particular groups to have

access to such accounts, requiring government approval to open the accounts, or requir-

ing some individuals to surrender their export receipts into FC deposit accounts. On the

other hand, when deposits are allowed without restriction,the regulation resembles a

public good, since all residents have equal rights to open FCdeposit accounts, even if

4Hellman argues, however, that the short-term costs and long-term benefits of economic reform make
partial reform likely initially. In the context of FC deposits, however, the time frame of the costs and
benefits is different than with traditional economic reform.
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Table 1.5: Two Dimensions of Credibility
Macroeconomic Policy
Yes No

Credible Yes Moderately Likely Most Likely

Property Rights No Least Likely Unlikely

they are not equally positioned to take advantage of the accounts. Thus, I would expect

politicians that rely on a large winning coalition to be morelikely to allow unrestricted

FC deposit accounts.

To attract and maintain supporters, however, the policies promised must be cred-

ible to the potential supporters. Bueno de Mesquita et al. view credibility in terms of

a budget constraint, in that politicians cannot credibly promise to spend more than they

have. In terms of regulations, however, credibility will bemore in the context of credible

enforcement of a regulation, rather than just having a sufficient budget. In the context

of FC deposits, the key aspect of credibility is whether individuals expect the govern-

ment to respect the claims created by depositing currency inFC accounts. If individuals

believe that it is likely that the government will confiscatetheir deposits, they are un-

likely to take advantage of the account access, yielding little political support for the

government. Thus, I expect the incentive effects of the sizeof the winning coalition to

be contingent on the respect for property rights; for a givensize of the winning coalition,

the probability of providing public-goods like regulations will be higher the stronger the

respect for property rights.

Allowing foreign currency deposits can be seen as the flip side to pegging for

credibility. By lifting restrictions on deposits the government is providing their citizens a

new avenue to punish the government. In other words, the politicians formally recognize

the exit option. In effect, the government is telling its population, that while it may have

erred in the past and exploited the lack of capital mobility for political gain, they have

reformed their ways. This is distinct from other forms of capital account liberalization

that would concern foreign investors, such as allowing repatriation of profits or removal

of joint venture requirements. One implication of this argument is that only unrestricted

allowance of foreign currency deposits would provide the credibility, which is consistent

with the private/public good discussion above.
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The literature on the economic determinants of dollarization emphasizes the role

of government credibility, but does not develop this idea fully. In the context of cur-

rency choice, there are two types of governmental credibility that matter to individual

agents: credibility on commitment to macroeconomic stability (the need to dollarize)

and credibility of respecting property rights (viability of deposits). Governments are

also cognizant of the importance of credibility. I assume that politicians are forward-

looking, rational individuals that anticipate the reactions of their citizens and act, con-

tingent upon the anticipated responses of their citizens. If governments are not credible

in their protection of property rights, they can anticipatethat their citizens will be less

likely to participate in FC deposits, even if they would benefit from access to such ac-

counts. Combining these two forms of credibility helps makepredictions about where

one should expect liberalization of FC deposit regulations. While governments can be

thought of as existing on a continuum of credibility, thinking in dichotomous terms al-

lows the creation of a simple two-by-two matrix in Table 1.5.

Similar to other forms of monetary delegation, politiciansallow unrestricted FC

deposits to send a signal of their type to constituents. Given the potential costs of sig-

nificant deposit dollarization, only a government that is committed to pursuing stable

macroeconomic policies would allow these deposits withoutrestrictions5. The effec-

tiveness of this strategy, however, is contingent on the residents’ beliefs about their gov-

ernment. If a government lacks credibility in its respect for property rights, individuals

are likely to expect that the government would merely freezeor confiscate the foreign

currency deposits if confronted with unstable macroeconomic conditions in the future.

In the top-left corner, governments are credible both in their protection of prop-

erty rights and their commitment to stable macroeconomic conditions. In this situation,

individuals can anticipate that any foreign currency assets would be viable, but they are

unlikely to take advantage of these accounts other than for portfolio diversification. Al-

lowing unrestricted FC deposits would be a credible signal government, but if neither

side expects this option to be employed, there would be little expected cost, and thus

little actual impact. In this instance, I would expect politicians to be weakly indiffer-

ent to liberalizing. I would expect that this cell would be mostly populated by OECD

5Whether they are actually successful in this commitment to stability is a different question, just as it
is with the effectiveness of exchange rate pegs or independent central banks.
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countries.

On the other hand, in the top-right corner, governments staycredible in respect

for property rights but lack credibility in their commitment to price stability. In this sit-

uation, there is the combination of a need for politicians tocreate credibility on macroe-

conomic policy, as well as the ability to establish crediblysuch a device. Governments

in this situation should be the most likely to liberalize their FC deposit regulations to

unrestricted deposits, as there is both a demand and a (credible) supply.

Liberalization should be least likely in the lower left-hand corner. Citizens of

these governments would not expect politicians to respect their assets, but that is not

likely to matter to them, all else equal, as they would not expect the need to use the

accounts. My priors are that mid-to-high income autocracies would most likely reside

in this cell. Additionally, in future work, I would expect countries in this situation to

have low levels of deposit dollarization, even if such deposits are allowed.

The bottom-right situation is the most indeterminate of thefour cells, as there is

the potential need for politicians to attempt to create credibility, but they lack the capac-

ity to create one through allowing unrestricted FC deposits. Politicians could liberalize

in the hope of luring their citizens into bringing their foreign currency into the formal

sector. However, given that individuals are forward looking and are unlikely to fall into

this trap, I would expect politicians to be weakly indifferent to liberalizing, since they

could anticipate the lack of movement by their citizens. This situation is likely to see

restricted deposits, if anything.

In Chapter 2, I develop this argument more in depth. In the next section, I explain

why foreign currency deposits are an important issue and worthy of further study.

1.2 Why Foreign Currency Deposits Matter

1.2.1 Effects of Unofficial Dollarization

Debate continues over the costs and benefits of deposit dollarization for a coun-

try’s economy, as well as the government. Switching to a foreign currency may be bene-

ficial for individuals, but collectively it can still be problematic. In real terms, extensive

dollarization can constrain the ability of politicians to pursue other policies aimed at
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remaining in power. Dollarization constrains the revenue raising powers of politicians,

potentially increases the risk of economic crises, may hinder the financial development

of poor countries, but may also reduce inflation.

Loss of Revenue

Dollarization reduces a government’s revenue potential through two closely re-

lated routes. First, dollarization results in a transfer ofseignorage revenue from the

local government to the foreign one. This is, potentially, asignificant cost, as other

forms of revenue extraction, such as taxes, are likely difficult to pursue in many de-

veloping countries. Indeed, Aisen and Veiga (2005) find thatreliance on seignorage is

higher in developing, less-democratic countries with political instability, lack of access

to domestic and external debt, high inflation, and high turnover of central bank officials.

Second, dollarization constrains politicians’ ability touse the inflation tax in the future.

Thus, dollarization leads to a current reduction in revenueand a constraint on future

revenue options.

Decreased Control of Money Supply

According to the Mundell-Flemming impossibility trinity,fixed exchange rates

and capital mobility preclude maintaining autonomous macroeconomic policy. It should

not be surprising, then, that unofficial dollarization can cause a similar situation. High

levels of dollarization reduce politicians’ ability to control the money supply through

two channels. First, knowledge of the actual size of the effective money supply is im-

precise, as the extent of actual penetration by foreign currencies is unobservable. As

uncertainty increases, government officials have an increasingly difficult time of con-

necting policy choices with desired outcomes. Second, as foreign currencies make up

a greater proportion of the local money supply, the practical amount of the total money

supply that governments can even control falls. At the extreme, where all residents have

adopted a foreign currency, the government’s power over themoney supply, is effec-

tively, zero.
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Banking System Instability

Given the recent and fragile nature of many developing countries’ financial sys-

tems, introduction of foreign currencies to the banking system could promote instability.

Recent work by Honig (2006b) looks empirically at this possible connection between

deposit dollarization and banking crises. Dollarization creates the possibility of a cur-

rency mismatch, whereby a depreciation of the exchange ratewould strain the ability of

banks and individual borrowers to repay dollar debt, increasing the chance of default.

Using a sample of 85 emerging-market economies between 1988and 2000, Honig finds

little support for the claim that deposit dollarization increases the risk of a banking cri-

sis. Of course, unofficial dollarization outside of the banking system prior to deposits

being allowed could still cause problems for the economy, especially at very high levels,

but this problem of non-observability plagues all studies of dollarization writ large.

Kubo (2007) provides a possible reason for this non-result as well. Looking at

the effects of FC deposits on the financial development of low-income countries, he

notes that while allowing FC deposits has the potential to mobilize capital that previ-

ously existed outside the banking system, local banks may use those deposits to reduce

their exchange rate exposure rather than relending. Kubo’spoint is that deposit dol-

larization would not help further financial development directly by increasing local fi-

nancial intermediation, but this could also help explain Honig’s findings. If banks are

concerned about currency mismatches, then they might support allowing FC deposits to

hedge their external exposure.

Currency Crises

Foreign currency deposits are potentially related to currency crises as well. Arteta

(2003) notes that high levels of dollarization increase thesubstitutability between dollar-

denominated and local-currency-denominated instruments, which exacerbates the ex-

change rate effects of portfolio switching between the two.Similar to Honig, Arteta

finds little empirical support connecting dollarization ofthe banking system with cur-

rency and banking crises.
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Reduction in Inflation

The costs of allowing FC deposits are potentially high, but there are some pos-

sible positive benefits related to fighting inflation. Recentpapers by Rogoff (2003) and

Gruben and McLeod (2004) provide some preliminary empirical support to my con-

tention that allowing unofficial dollarization can be viewed as a commitment device.

Commenting on the global trend toward disinflation since theearly 1990s, Rogoff notes

that “[d]ollarization6 . . . in many emerging markets, forces inflation-prone governments

to temper their behavior for fear of having residents flee to other currencies.”(3) Gruben

and McLeod build upon Rogoff’s comment and test the effects of deposit dollarization

on inflation. While their sample size is relatively small, they do find that dollarization

is associated with disinflation. Moreover, they point to thestrategic nature of currency

competition, noting:

. . . Central Bankers have to defend their less good money. Thekey question is how
policy makers respond to competition. If imported dollars are met with tighter
capital controls or efforts to ban competing monies, the result is financial repres-
sion circa 1970s Latin America. However, if governments take steps to make their
currencies more competitive, dollarization can lead to a pandemic of price stabil-
ity. . . (5-6)

However, the models they develop deal with monetary authorities, not specifically with

politicians, who may be the ones making regulatory decisions about deposits. Moreover,

as noted above, they treat the decision to allow FC deposits in the first place as being part

of general moves to liberalize the capital account. Again, this story remains incomplete.

Gruben and McLeod also find that capital account liberalization in the 1990s is

associated with reduced deposit dollarization. In their model, capital account liberaliza-

tion can increase dollarization if it increases the substitutability of the foreign and do-

mestic currencies, or reduce dollarization if it increasesthe opportunity cost of holding

dollars by increasing the return on dollar assets or raisingthe cost of dollar denominated

debt. However, they also note capital account liberalization could have reduced dollar-

ization by “increasing confidence in the discipline of monetary authorities.” (18) They

find additional support for this interpretation by noting that their R2 increases when they

6RogoffŠs argument is that globalization, in general, and the resulting increase in competition in many
forms reduces the incentives/ability for monetary authorities to inflate the money supply.
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change the model specification to use changes in the level of capital controls, rather

than the actual level of capital controls, which is consistent with my discussion above

comparing the trends in capital controls to trends in deposit liberalization. However, by

ignoring the initial decision to allow FC deposits, Gruben and McLeod could be con-

founding the effects of capital controls with the tacit approval of dollarization created

by liberalizing FC deposit regulations. This appears likely, given the discussion above

about the external focus of the existing explanations for capital account liberalization.

The authors also argue that capital account liberalizationand dollarization can

be substitutes, in terms of the constraining effects on policy makers. Due to the limited

nature of their sample, both temporally and cross-sectionally, they have a hard time

making definitive statements on this. If my argument is correct, however, it could be the

case that there are two channels of constraintŰ an external one from foreign investors

via general capital account liberalization, and an internal one via liberalization of FC

deposits for the domestic audience.

In terms of official dollarization, allowing unrestricted FC deposits is a less-

severe step that governments can take. This is not a meaningless change, as the gov-

ernment is tacitly giving up its monopoly claim to monetary issue and opening up the

national currency to explicit competition from foreign currencies. However, deposit

dollarization is contingent upon government officials allowing it to occur. So, while

the motivation to dollarize, both unofficially and officially, may be primarily driven by

economic forces, the primary political question is why governments would allow their

citizens to erode monetary sovereignty from below.

1.2.2 Importance for Our Understanding of Political Economy

Understanding the process of FC deposit liberalization is important for method-

ological reasons in addition to the conceptual issues just discussed. Several challenges

of sample size and data availability exist when analyzing the broad phenomenon of dol-

larization. While there has been much discussion of whetherparticular countries should

officially, and unilaterally, adopt another country’s currency, there are only a small hand-

ful of officially dollarized countries. Thus, it is hard to generalize about the broader

process of official dollarization with such a small N. Moreover, the existing literature is
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indeterminate about the relationship between official dollarization and the other varia-

tions of dollarization at the individual or firm level. This project hopes to address this

issue.

Data availability has also limited how previous scholars have studied dollariza-

tion. While it is clear qualitatively and anecdotally that in a many countries, individuals

use foreign currency for their everyday transactions, there is little quantitative data on

its prevalence at the microlevel. Some authors have attempted to estimate individual

country statistics, but coverage is poor and accuracy is unknown. Thus, most empirical

studies have relied on the level of foreign currency deposits as a proxy for the level of

currency substitution. The appropriateness of this as a proxy depends, of course, both

on the absence of legal prohibitions of such deposits and on the willingness of individu-

als to place their foreign currencies within the domestic banking system, as opposed to

in their mattresses or in offshore accounts. Bank deposits are unlikely to capture those

individuals in the underground economy or others wishing toremain outside the formal

banking sector. Also, each situation is contingent on the political environment. Foreign

currency accounts must be allowed by the domestic government for deposit dollarization

to occur. Government desire, willingness, and capability to stop currency substitution

will influence its prevalence. Moreover, using deposit dollarization as a proxy for cur-

rency substitution implies that the two are complements to each other. While this may

be the case in some instances, they could also be substitutesif, for example, individuals

did not trust the safety of deposits from confiscation.

The distinction between restricted and unrestricted deposits is significant as well.

It is unlikely that the decision to liberalize partially will completely mirror the decision

to liberalize fully. The sequence of liberalization is not predetermined. Some coun-

tries liberalize partially and stay there, while others go directly to unrestricted deposits.

Different levels of restriction have different distributional consequences and political dy-

namics. Given the methodological and theoretical importance of deposit dollarization to

the emerging literature effects of dollarization on important policy issues of economic

performance and development, banking and currency crisis,and inflation, understanding

the process behind the legal preconditions for dollarization is important. Politicians that

allow unrestricted FC deposits do so for different reasons than those that allow restricted
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deposits; yet, the resulting deposit ratios appear quantitatively the same. The observed

relationships between deposit dollarization and these economic/political outcomes may

confound the effects of the deposits with the continued influence of those factors that

lead the politicians to choose a particular level of regulation in the first place. Thus, to

have a more complete understanding of the dollarization process, one must include the

political preconditions for dollarization.

1.3 The Dependent Variable

1.3.1 How do governments regulate FC Deposits?

Regulations of FC deposits do not emerge from a consistent source cross nation-

ally. In some cases, like the United States, it is the regulatory bureaucracy of the central

bank in its capacity of bank supervision that made the decision. In other cases, like

the United Kingdom, the prohibition on FC accounts emerged from a legislative act of

parliament and did not end until that legislation had been repealed. This legislation reg-

ulated the behavior of individuals, however, while the regulation of behavior by British

banks was under the pervue of the Bank of England and Her Majesty’s Treasury.

However, as the regulatory bureaucracy serves as the agent of the government,

the responsibility for regulations ultimately resides with the executive. Insulation of the

bureaucracy has been viewed as important for allowing economic reform in the face

of general opposition(Evans, 1992). However, the autonomyof the bureaucracy is not

exogenous to the political process. As such, I choose to focus on the institutional context

as it relates to whom politicians are responsive and the protection of property rights.

Resident vs. Non-Resident Accounts

Countries have traditionally distinguished between residents and non-residents

in terms of their regulations of FC deposits. The modern formof foreign currency de-

posits of the non-resident variety developed primarily in the financial center of the City

of London in the context of the Bretton Woods era of capital controls and extensive reg-

ulations on the commercial activities of banks; eventuallybeing termed the Eurodollar
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(or Eurocurrency or offshore money) market. This is in line with the way countries have

often distinguished between locals and foreigners in termsof owning property and in-

vesting in a country. While I do not have quantitative data onthe extent and types of

regulations on non-resident FC accounts, when they are not allowed freely the restric-

tions tend to allow exemptions for foreign nationals employed in a country, international

aid or NGO workers, or foreign firms operating in a country.

Varieties of Regulations for Residents

Similarly, governments enact a variety of regulations overresident FC accounts.

In the dataset I created for the dissertation I breakdown theregulations into three cat-

egories: no deposits allowed, deposits allowed with restriction, and allowed without

restriction. There are a variety of possible regulations within the restricted category.

In a similar dataset focusing on a smaller subset of developing countries, Arteta (2002,

2003) breaks down the restrictions into three parts of a five-part dependent variable:

1. not allowed

2. restricted to exporters/selected categories

3. allowed with major restrictions

4. allowed with minor restrictions or with permission

5. freely allowed

In his empirical analysis, however, Areteta collapses thisinto a binary variable,

combining the freely allowed category with the minor restrictions one7. In my coding,

however, I chose to combine all the restrictions into a single category, leaving unre-

stricted deposits as a separate category. While this does sacrifice some information from

the data, it also reduces potential bias from my personal judgments about the relative

level of restrictiveness in a regulation, since I lacked a theoretically-justified and consis-

tent guide to ordering the restrictions. Moreover, it is hard to distinguish from the IMF’s

Annual Report on Exchange Arrangements and Exchange Restrictions (AREAER) how

restrictive or permissive a country actually is. For example, it is unclear at what point

7In the spreadsheet containing his data, Arteta breaks down the regulations as described above, in
his discussions within the papers themselves, it is unclearhow he specifically treats countries that allow
deposits with permission.
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the strictness of requiring permission switches from beinga minor to a major restric-

tion. While one could treat the outcome as a purely categorical variable, the use of

terms like major and minor imply an ordinal variable. If these internal distinctions are

somewhat arbitrary, the usefulness of them analytically isreduced. In the end, I feel that

the trade-off of precision for consistency is a worthwhile choice.

1.3.2 Trends in Foreign Currency Deposit Regulations

My data on FC deposits show several interesting trends. Starting in 1983, more

than half of the sample countries did not allow FC deposits atall, while approximately

a quarter of the countries allowed such deposits freely and 20% allowed them with

restrictions. By 2000, the situation had changed significantly, with the vast majority of

countries, nearly 80%, allowing deposits freely and only a handful not allowing deposits

at all. The number of countries allowing restricted deposits remained mostly constant,

with a slight oscillation up and down during the course of the1990s. While one might

expect the end of the Cold War to have an effect on the rate of liberalization, there does

not appear to be a drastic difference in the rate of change between the 80s and 90s.

The percentage of countries that did not allow deposits falls steadily from 1983, well

before the break up of the Soviet sphere. Second, the proportion of countries allowing

restricted deposits remained largely static at around 20%,although there was a slight

dip in the early 90s. The number rebounded above its initial level in the late 90s before

returning to the previous level of around 20%.

The graph in Figure 1.1 includes all income levels, however,which might mask

significant changes, given that wealthier countries are probably more likely to liberalize.

Moreover, de facto dollarization is mostly a phenomenon of developing countries, so

one would expect that a country’s level of development couldinfluence the decision

to liberalize. Figure 1.4 repeats the above graph, sorted byincome level. In 1983,

approximately 80% of low income countries8 did not allow FC deposits at all, but this

number declined steadily over the time in question, reaching zero by the late nineties.

As the low income countries liberalized, they appeared to besplit between allowing

deposits freely and with restrictions, at least until the early 90s when the proportion of

8Using World Bank income groups
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countries allowing deposits without restriction increased at a much faster rate than those

with restricted deposits. By 2000, 75% of the sample of low-income countries allowed

unrestricted deposits.

Lower-middle income countries, however, displayed a different pattern. In 1983,

just under 60% did not allow FC deposits at all, almost 30% allowed them with restric-

tions, and a little over 10% allowed them freely. Over time, more countries allowed

unrestricted deposits, but unlike the low-income countries, the percentage of countries

allowing restricted deposits fell as well, although not as drastically as the percentage of

countries not allowing them at all. By 2000, 81% of the lower-middle income countries

allowed deposits freely, 14% allowed with restrictions, and 5% did not allow them at

all. The upper middle income countries in the sample displaya different pattern as well,

with countries starting almost equally divided among the three categories. By the end

of the time period, the number of countries allowing restricted deposits dropped slightly

from 29% to 21% (although the actual count only dropped one, from seven countries to

six). The percentage of fully liberalized countries increased from just under 40% to just

over 70%.

Not surprisingly, high income countries began the sample period with a high

percentage of fully liberalized deposit regulations, the proportion of which increased

steadily across time. Nevertheless, in 1983, just over 30% of the high income coun-

tries did not allow deposits at all and 14% allowed with restrictions. The percentage of

countries not allowing deposits at all fell steadily acrossthe time period, with only one

country (or two percent of high income countries) still not allowing deposits at all by

2000. The percentage of high income countries allowing restricted deposits was only

slightly lower in 2000 than in 1983, but the situation was notstatic, as the first half of

the 1990s saw a short-lived drop followed by a return to the previous level. It is clear,

then, that a country’s level of development matters, but does not explain everything.
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Given that deposit regulations affect the movement of capital by domestic own-

ers of capital, liberalization of the capital account couldbe an important factor driving

the move toward liberalization of FC deposit regulations. With the general trend toward

convergence of countries toward unrestricted allowance ofFC deposits, one would ex-

pect to see a similar convergence of capital account openness. The graph in Figure 1.5

describes the mean level of capital account openness9, by income group, from 1975 to

2003.

The support for such convergence, however, is mixed. In the Chinn-Ito index of

capital account openness, higher numbers indicate a more open capital account. Thus,

the graph shows that in each income group the mean level of capital account openness

is higher at the end of the period than at the beginning. However, while the proportions

of countries allowing unrestricted FC deposits has converged around 75 percent, the ab-

solute level of capital account openness has not converged in a similar manner. Capital

account regulations, of course, encompass a variety of regulations. As aggregates of the

myriad regulations, indexes that measure capital account openness cannot distinguish

9Chinn and Ito (2002, 2006)index of capital account openness
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between different aspects of regulations or indicate in theintensity of specific restric-

tions. Thus, even though there is divergence on the aggregate measurement of capital

account openness, there could be convergence on the dimension of liberalization that

influences the decision to allow FC deposits. In other words,just because their overall

levels of capital account openness are different, there could still be aspects of the capital

account that show high levels of similarity.10 However, capital account liberalization is

not a linear process, so it is not necessarily the case that a country would hold off on

allowing FC deposits until it reached a particular aspect ofcapital account liberalization

or that it would have to allow such deposits prior to relaxingsome additional aspect of

its regulations. Thus, it could be the case that it is not one particular aspect of liberaliza-

tion that leads to allowing FC deposits, but rather just a commitment to, or the process

of, general capital account liberalization that leads to the allowance of such deposits.

Even if this is the case, however, it still presents an interesting political economy

question about the sequencing and timing of capital accountreforms in general, and FC

deposits specifically. Since capital account liberalization is not a binary outcome, and

different aspects of it will have differing effects on economic efficiency and different

distributional consequences, simply saying that allowingFC deposits is part of the pro-

cess of capital account liberalization tells an incompletestory, as that explanation says

nothing about the timing or sequence of liberalization. Given the large proportion of

countries at different income levels that have settled on allowing FC deposits, it is in-

teresting that they have not converged on the high level of openness displayed by the

wealthiest countries, especially since poorer countries still have significantly less open

capital accounts, even if they have converged on the commitment to pursue liberaliza-

tion.

Given the international focus of current explanations for capital account liberal-

ization. Regulations on FC deposits for domestic residentsaffect only a domestic audi-

ence, with separate regulations governing non-resident accounts. Current explanations

of capital account liberalization emphasize the role of international investors and com-

petition for capital flows with other potential host countries, but there is no necessary

reason why this dynamic would apply to a domestic-only regulation. It is possible that

10The common measures of capital account restrictions do not include FC deposits in their construction,
nor is it clear what aspect of those indexes would relate to this regulation.
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international investors could look at this regulation as a signal of governmental commit-

ment to openness, but given the menu of alternative signaling devices that governments

have for their international audience, such as bilateral investment treaties (Elkins, Guz-

man and Simmons, 2006), it seems unlikely that this particular regulation would carry

much effective weight in the minds of either international investors or politicians them-

selves. It would, however, be a potentially powerful message to domestic owners of

capital.

Additionally, while the graph shows a clear trend toward increasing openness

by the end of the period, the paths of the different income groups show more variation

within the time analyzed. Even though there has been a steadyrise in the number of

countries liberalizing their deposit regulations, there has been much more volatility in

the measurements of openness. Indeed, for the low income group, the trend in the

capital account was toward decreasing openness from 1975 until the early 90s while at

the same time the number of countries not allowing FC deposits fell constantly. As noted

previously, overall there did not appear to be a large increase in deposit liberalization

following the end of the Cold War, but there appears to be one in regards to capital

account openness. Finally, the deposit regulations of the other income groups appear to

track more closely the changes in capital account openness.

This implies that the broad process of capital account liberalization matters, but

the political story remains unclear. It could be that makingcapital easier to move in

general could increase the pressure on politicians to attempt to keep domestic capital

within their borders. This would be consistent with the story Cohen (1998, 2000) tells

of increasing competition between currencies, but raises the questions of sequencing and

how governments feel the competitive pressure. Possibilities include diffusion of policy

(Simmons and Elkins, 2004; Simmons, Dobbin and Garret, 2006) or observation by

politicians of massive currency substitution in the domestic populace. Thus, it appears

that deposit liberalization is unlikely to be related to theabsolute level of capital account

openness, but could be associated with the rate of change of openness.
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1.4 Conclusion

The reach of capital markets has continued to expand as global finance re-emerges.

Within that broader context, however, significant and interesting variation remains. Eco-

nomic integration and technological innovation continue to provide challenges to politi-

cians, firms, and individuals, and our understanding of how these factors interact con-

tinues to evolve. In this chapter, I have discussed the importance of one particular issue

area that has been under-explored in the literature —regulations on resident foreign cur-

rency deposit accounts. Such accounts are not a new phenomenon, and in the context

of non-resident accounts, have contributed significantly to the emergence of truly global

capital markets. Yet while non-resident accounts and off-shore accounts such as the Eu-

rocurrency markets have existed since the middle part of thecentury, widespread adop-

tion of unrestricted,residentFC deposit accounts is a much more recent phenomenon.

As finance has become more global, politicians have faced increased competitive pres-

sures and challenges to national sovereignty from above andbelow. Officially, at least,

national currencies remain rather resilient, while in practice, the spread of unofficial

“dollarization” from below remains extensive.

How politicians choose to deal with this increasing competition from exter-

nal currencies is contingent upon the institutional environment within which they op-

erate. Political institutions are an intervening variablethat influences the ability of

governments to respond to increasing levels of capital mobility. When governments

have strong, credible protection of property rights, they are able to respond to unstable

macroeconomic conditions by providing their residents theability to open bank accounts

in foreign currencies. For governments with weak protection of property rights, how-

ever, lack of credible commitment to stable macroeconomic policies makes unrestricted

deposits highly unlikely and restricted deposits much morelikely.

The results presented in this dissertation help provide a political-economic ex-

planation for the choice of resident FC deposit regulationsas well as when they are

likely to change. Politicians are not mindless machines processing economic pressures

from the international economy, nor do they simply translate the desires of domestic in-

terest groups into government policy. My argument places politicians in an environment

rich with competing pressures (both foreign and domestic),insecurity, and a variety of



33

institutional arrangements with which to deal with these pressures. It also recognizes the

strategic interaction among these different forces, whichbrings the issue of credibility

to the front of the question.

Credibility matters not just for the portfolio decisions ofindividuals, but also

for the political decisions made by politicians. Recognizing the private/public good

distinction between the different types of regulation implies that liberalization is not a

simple, linear process where full liberalization represents a quantitative, but not qual-

itative, change. It also provides a framework for understanding how politicians deal

with the oftentimes competing forces of domestic and international interests and starts

to integrate the inward and outward-focused explanations for financial regulations.

An extensive literature has begun to emerge looking at the effects of FC deposits

on such things as economic performance, banking and currency crisis, and inflation, and

this dissertation makes an important contribution to that literature. Politicians that allow

unrestricted FC deposits do so for different reasons than those that allow restricted de-

posits; yet, the resulting deposit ratios appear quantitatively the same. The observed

relationships between deposit dollarization and various economic/political outcomes

could very well be confounding the effects of the deposits with the continued influ-

ence of those factors that lead the politicians to choose a particular level of regulation in

the first place.

1.4.1 Outline of Dissertation

The remainder of the dissertation is organized as follows:

• Chapter 2 provides a more in-depth literature review and develops further the

political-economic model of the choice of FC deposit regulations. I provide a

model of politics(the supply side) and the economy(the demand side) that recog-

nizes the contingent nature of institutional design and credibility and emphasizes

the different institutional incentives that politicians face. From this argument, I

develop a number of hypotheses related to political responsiveness, credibility

and delegation, and stability of reform.

• In Chapter 3, I test the hypotheses related to political responsiveness as it relates
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to the choice of both restricted and unrestricted FC deposits with a large-N, sta-

tistical analysis using discrete-time duration analysis.I employ both binary cross-

sectional time-series (BTSCS) logit analysis with three transformations of time to

account for temporal dependence in the dependent variable as well as a competing

risks model using multinomial logit analysis to allow for a more realistic model

of the choice structure that politicians face.

I include a number of economic and control variables impliedby the competing

arguments and find that there is some empirical support for the competing expla-

nations, although the results are sensitive to the use of thebinomial or multinomial

approach. In the binomial setup, which includes all countries that enter the dataset

allowing no deposits at all or restricted deposits, the level of capital account open-

ness, the level of external debt, and the presence of a de jureexchange rate peg

are all negatively and significantly related to unrestricted deposits, while signing

an IMF agreement is positively associated.

The multinomial, competing risk model uses a different sub-sample of countries

that includes only those countries that begin not allowing FC deposits at all. In

this specification, the size of the banking system11, the change in capital account

openness from the previous year, and variability in the nominal exchange rate are

all positively and significantly related to allowing unrestricted deposits, while the

current level of capital account openness is negatively andsignificantly associated.

I also find that restricted deposits are negatively associated with the level of GDP,

the size of the population, the level of capital account openness, and the change in

the level of capital account openness, but are positively associated with reliance

on foreign direct investment, worker remittances, external debt, and the presence

of a banking crisis in the previous year.

• Chapter 4 tests the credibility hypotheses of my full three-part argument that un-

restricted deposits are most likely when governments are responsive to a broad

population, have experienced unstable macroeconomic conditions, and respect

property rights. The binomial and competing risk models both support my central

11As measured by the ratio of broad money (M2) to GDP.
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findings, although the two specifications again produce different results for the

control variables. In the binomial specification, capital account openness, the ex-

ternal debt level, and a de jure exchange rate peg are all negatively associated with

unrestricted deposits and signing an IMF program was positively related, while

only capital account openness remains significant (and negative) in the competing

risks model. In addition, the size of the banking sector and the change in the level

of capital account openness were positive and significantlyrelated to unrestricted

deposits in the competing risks specification. Restricted deposits were negatively

related to the level of GDP per capita, and positively related to the level of worker

remittances per capita, external debt, regional diffusion, and the presence of a

banking crisis.

• Chapter 5 continues the quantitative analysis by using the binomial cross-sectional

time-series models to test the hypotheses related to the stability of partial reform.

I find that different factors drive the choice to liberalize completely to unrestricted

deposits when beginning at restricted deposits, rather when countries start off not

allowing any deposits at all. For these countries, liberalization is more likely

during periods of macroeconomic calm, rather than instability. External factors

such as signing an IMF agreement and reliance on foreign direct investment are

both positively related to full liberalization, while higher levels of external debt

are negatively associated. The presence of a de jure exchange rate peg is also

negatively associated with full liberalization

• Chapter 6 concludes and discusses possible future researchextensions of the

project.



Chapter 2

A Theory of Foreign Currency Deposit

Liberalization

2.1 Introduction

No matter what one assumes drives politicians, they have a variety of institu-

tional choices to pursue their goals, some of which work as compliments, some as (po-

tential) substitutes, and some at cross purposes. It is not surprising, then, that there is

great variation in the basket of political institutions across countries and time. Political

scientists tend to study these institutional choices in isolation; however, some arrange-

ments work better in particular political contexts than in others. For example, less trans-

parent institutions, e.g., independent central banks, best promote low inflation in trans-

parent (democratic) political regimes, while non-transparent non-democracies are more

successful using the more-transparent pegged exchange rate(Broz, 2002). Politicians

face a two-level game when designing or changing their domestic political-economic

institutions, even if it is not explicit (although, it can bein the context of obligations to

international organizations).

In the context of regulating foreign currency deposits, governments have mul-

tiple options as well. Politicians do not face a simple binary choice to allow deposits

or not, as they may allow deposits with some sort of restrictions(such as only allow-

ing certain sectors to have such accounts or requiring depositing of export receipts) as

36
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well as unrestricted deposits. This distinction is potentially a key aspect of the FC de-

posit decision, as it is unlikely that the decision to liberalize partially will completely

mirror the decision to liberalize fully. The sequence of liberalization is not predeter-

mined. Some countries liberalize partially and stay there,while others go directly to

unrestricted deposits. Different levels of restriction have different distributional conse-

quences and political dynamics; thus, I expect the effect ofthe independent variables to

vary depending on the level of regulation in question.

There are essentially two phenomenon I am trying to explain.First, what ex-

plains the decision of governments to move from not allowingany FC deposits to al-

lowing them without any restrictions? Second, why do some countries only liberalize

partially and remain there, while others eventually move onto complete liberalization?

A simple economic explanation would see these two questionsas having the same an-

swer, with the same economic forces driving development andliberalization. In other

words, all good things go together.

In this chapter, however, I develop a competing political economy argument that

answers both questions while addressing additional problems with the existing litera-

ture. The decision to liberalize fully is similar to other forms of monetary delegation in

that it can serve as a commitment device for politicians needing credibility on macroe-

conomic policy. This option is available to politicians when three conditions are met.

First, politicians are responsive to a broad base of the population rather than a narrow

elite. Second, the country’s economy has experienced macroeconomic instability. And,

finally, the government is credible in its protection of property rights.

The remainder of the chapter is organized as follows. Section 2.2 reviews the

relevant literature, Section 3 outlines the main question addressed in the chapter, Sec-

tion 4 develops my central argument, Section 5 develops the hypotheses tested in the

remaining chapters, and section 6 concludes.

2.2 Literature Review

What are some possible explanations from the current literature? Technology:

capital controls are obsolete and expensive to enforce, so governments just give up when
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it becomes ineffective to enforce regulations anymore. So,those countries where regu-

lations are harder to enforce should be more likely to liberalize fully.

Financial development: governments want to encourage their domestic financial

systems to develop, so they deregulate to allow domestic financial actors to offer more

services so citizens will use them rather than foreign banks.

Domestic interest groups: it could be that banks benefit fromhaving more op-

portunities to make money from more services, so they would lobby for greater ability to

offer more services. However, domestic banks may enjoy rents from providing a limited

amount of services if they have quasi-monopoly status and/or dominate the domestic

market.

External forces: In this explanation, external groups likethe IFI’s push their ide-

ological views of neoliberalism on countries whether the countries like it or not. How-

ever, not all politicians are going to prioritize the costs and benefits of external actors

vis-a-vis domestic actors. The Way (2005) piece suggests this. Also, the Kahler piece

on two-level bargaining with the IMF points to the bargaining power that governments

have with the IFIs. It also points to the political importance of distributing privileged ac-

cess to foreign currency. Not only because it benefits the politician’s supporters, but also

because the public good nature of the alternative would alsobenefit opponents econom-

ically, increasing their potential powerŰ economically and politically. This expands the

argument beyond the democratic context and traditional partisan views that are unlikely

to hold up in less democratic settings.

Capital account liberalization as diffusion: in this argument, it’s more of an

observation looking for an explanation. Simmons et al see the causal mechanism as

being competition with similar targets for investment and sending a signal to external

investors. However, FC deposit regulations only affect thedomestic audience. Given

the uncertainty over the effects of dollarized banking systems, it could provide a good

opportunity for observation and learning by politicians. Of course, if politicians are

concerned about the effects, they could liberalize partially and see how that goes first.

Intellectually, the decision to allow foreign currency deposits resides at the in-

tersection of several related, but distinct literatures. As mentioned above, no one has

looked systematically at the decision to allow resident FC deposits. There have been a
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few off-hand comments relating liberalization to the desire to attract worker remittances

from the host to home country(Kubo, 2007) and the general trend of capital account lib-

eralization(Gruben and McLeod, 2004), but neither piece develops the argument or tests

it empirically. While each of these explanations is very plausible on face value, neither

one provides a comprehensive story.

The literature on dollarization, in general, is a useful first place to look, given

that those that benefit the most from holding a foreign currency will also likely bene-

fit the most from being able to maintain their holdings in a bank.1 Additionally, un-

derstanding the process of deposit liberalization will help further our understanding of

capital account liberalization; since allowing FC deposits loosens the restrictions on the

movement of capital. Finally, liberalization of bank deposits is also a form of deregu-

lation of the banking industry that affects central bankers, bank regulators, and private

bankers; thus, it is important to consider the existing literature on bank regulation and

deregulation.

This dissertation will help provide a framework for understanding better the con-

nections between de facto and official dollarization by analyzing the decision to allow

residents to maintain bank deposits in foreign currencies.Given the different possible

processes to the same observed final outcome, this could create sufficient noise in the

data to make results less efficient. While existing explanations of dollarization are useful

building blocks, they may suffer from omitted variable bias. For instance, exporters or

those in the tradables sector may not agitate politically for official dollarization, if their

preferred outcome can be achieved by maintaining FC deposits.

No one in the literature has looked at why politicians decideto liberalize their

regulations over resident FC accounts. Possible explanations could come from a num-

ber of different areas, all of which are problematic. First,no existing explanation can

explain both why and when a government would liberalize thisparticular regulation.

Second, there is not enough integration of domestic and international level explanations.

Third, current explanations fail to address adequately thestrategic interaction between

governments and their residents.

1The likely exception to this being participants in the blackor grey economy. However, even that
should only serve to mitigate, not eliminate the benefits.
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2.2.1 Incomplete Explanations

Financial Liberalization

The regulations of FC deposits are a form of capital control;thus, the decision

to allow them could be an aspect of a broader process of capital account liberalization,

rather than related to the dollarization process itself. While some work has been done

on the political economy of capital account liberalization, it remains an underdeveloped

literature(Eichengreen, 2001) and most work has focused onregulations aimed at con-

trolling the international flow of capital. Thus, it is not surprising that the majority of

the explanations focus on the international arena.

Simmons and Elkins (2004) look at the spatial clustering of capital account liber-

alization and find that competition for FDI and cultural affinity best explain the pattern

of liberalization. Moreover, they find that domestic political economy factors, simple

geography, and the global level of capital controls have little explanatory power. Brune

et al. (2001) find that open capital accounts are more likely to be found in countries

with high levels of economic integration, developed countries, countries with flexible

exchange rates, and democracies.

While the literature on diffusion of capital account liberalization has clear de-

scriptions of the patterns of change, it is still unclear as to the specific causal mechanism

of why this happens. Elkins, Guzman and Simmons (2006) view competitive pressures

from outside investors and similar markets competing for those investors as the causal

mechanism driving the diffusion of bilateral investment treaties (BITs). When countries

lack property rights, signing a BIT and sacrificing some of their sovereignty is a signal

to outside investors of their intention to not confiscate theinvestments in the future.

Similarly, Bartolini and Drazen (1997) develop a model of liberalization of cap-

ital outflows as a signal to investors that new investments will not be confiscated in the

future, since a government that planned on freezing investments in the future would not

liberalize outflows in the present. Specifically, those governments that have more op-

tions of outside finance will be more concerned about maximizing their tax revenue over

the whole series of possible states of the world, and thus will not adopt restrictions in

the future. This is opposed to those governments with fewer outside options, who are

more concerned about maximizing their tax revenue in the worst-case scenario and thus
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are likely to adopt controls in the future. Governments are aware of their ’type,’ in terms

of the availability of outside resources, but investors arenot aware of the government’s

type. Those governments that adopt capital controls in the current period are more likely

to do so in the future; therefore, governments that liberalize in the current period send

the signal that they are the type of government with sufficient external sources of capital

to not need capital controls in the future.

While the Bartolini and Drazen model is useful, there are a few problems. They

do not distinguish between resident and non-resident controls, though they can imagine

examples where resident liberalization could also serve asa signal to outsiders. The

distinction between resident and non-resident controls isimportant, however, since the

model assumes that investors lack information about the government’s type. This makes

sense for external investors, but less so for domestic owners of capital who have lower

costs for monitoring as well as greater exposure to the government’s past behavior. This

is important, as the crediblity of signal comes from the assumed reputational cost. How-

ever, as I argue in Chapter 2, the potential cost of reneging on allowing FC deposits is

contingent on existing perceptions of protecting propertyrights. If agents expectations

are that the government will reverse, then a reversal is not going to have much marginal

effect on the reputation. While agents may not know the government’s future type, in

terms of the macroeconomic policy, they do have a good idea ofthe government’s past

behavior on property rights as well as the institutional context.

The intended audience of a regulation, and thus the signal aswell, is significant.

Governments, have a multitude of options to send signals of credibility, and different

options work better in some contexts than others(Broz, 2002). So, the complete question

is not just ’do governments use X as a signal?’ but ’why do governments us X instead

of Y to send a signal?’ Resident FC accounts matter because they have a very specific

audience that is under explained in the current literature.

The decision to allow FC deposits, however, only affects a domestic audience

and is likely to require different types of explanation thanthose typically used in study-

ing capital controls. Potential sources of FDI are unlikelyto care if host country citizens

are allowed to maintain FC deposits, caring more about otherissues such as their abil-

ity to repatriate profits. Moreover, given Simmons and Elkins’ finding that the overall,
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global level of capital account openness does not matter, Gruben and McLeod’s asser-

tion that “wider official acceptance of dollar accounts and dollar holdings [is] part of

a trend toward current and capital account openness and financial market regulation-

Gruben and McLeod (2004, p. 4)” lacks a compelling story of how this FC deposits fit

into the general process of liberalization nor do they provide specific empirical support.

Given my discussion in Section of the patterns of the level ofcapital account openness,

simply relating FC deposits to capital account liberalization is incomplete, in terms of

the timing and sequencing of opening the capital account.

However, the diffusion of capital account liberalization does point to the possible

importance of geographic competition. If neighboring countries allow non-residents

to maintain FC accounts, governments could react to this in an attempt to keep the

domestic capital located in the home country, even if in a foreign currency. Thus, it is

important both to understanding the process of dollarization as well as capital account

liberalization. Second, my approach encompasses the broadprocess of dollarization,

which allows me to incorporate the different levels of strategic interaction driving the

final observed outcomes.

Another strain of the literature looks to the partisan make up of governments

to explain liberalization of the capital account. While these approaches do provide a

potential explanation for the timing of liberalization, when there is a change in the par-

tisan make up of a government, the causal story connecting. Economic freedom: This

is the argument by Abdelal that capital account liberalization in Europe was driven by

the Left, which recognized that capital account restrictions just limited the ability of the

poor and middle class to travel and do business, since the rich were able to circumvent

these regulations, but the poor/middle classes were unableto do so. This argues against

the traditional partisan explanations for liberalization.

The economic reform literature offers periods of crisis as apossible explanation

for the timing of change. However, not all politicians respond to the same (type) of crisis

in the same way, or at all(Simmons, 1994; Gourevitch, 1986; Haggard and Kaufman,

1992). Crises create opportunities, but the story of how andwhy politicians would

respond to economic crises remains incomplete.
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Remittances

For developing nations as a whole, worker remittances have become an increas-

ingly significant source of external finance, ranking secondbehind FDI(Ratha, 2003),

making remittances a potentially lucrative market for politicians to tap; yet, no con-

sensus exists as to the determinants of remittance flows. Different explanations have

emphasized the role of altruism, colonial ties, geography,relative rates of return, and

political risk(Lueth and Ruiz-Arranz, 2006). It is these last two issues that are most

relevant to the question of foreign currency deposits.

Methodological issues, however, complicate determining empirically the effects

of remittances on FC regulations. First, there is the potential danger of endogeneity. If

remittances are already high, the demand by constituents for unrestricted deposits would

potentially be higher, but if the level is low, then the government may want to allow

deposits to attract remittances back home. Disentangling this relationship statistically is

likely to be difficult. Lueth and Ruiz-Arranz (2006), for example, use a gravity model on

a panel of developing countries and find, among other things,that the presence of a dual

exchange rate regime and restrictions on current account transactions reduce the level of

remittances. Thus, financial openness appears to encourageremittances to return home

in search of greater returns on investment.

In terms of the observed temporal relationship, however, this implies that low

levels of remittances would precede the adoption of liberalization. But again, the key

here is whether the level of remittances is lower than it would be if FC accounts were

available, as opposed to being low for some unrelated reason, such as a low number of

migrants from a country. Observeda priori, these two situations are equivalent, absent a

two-stage analysis that includes the determinants of remittances. Data availability and a

lack of consensus over the relevant determinants of remittances, however, preclude such

an analysis here.

There is also the danger of sample bias, as remittances oftenflow through infor-

mal channels that are unobservable and do not show up in official statistics. There could

also be selection effects base on which countries provide the most migrants and thus re-

ceive the most remittances. Mouhoud, Oudinet and Unan (2006) note that in 2003, 50%

of all remittances went to only five countries: Mexico, the Philippines, India, China,
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and Morocco. Additionally, there is an inverted-U relationship between country income

level and the amount of migrants. The poorest countries and the wealthiest developing

countries have the fewest migrants, and thus receive a lowerpercentage of total remit-

tances. This does not mean, of course, that the level of remittances relative to the size of

a country is not important to individual countries, but thatthe applicability of the expla-

nation may be bounded. Unfortunately, general data coverage for the small, poor, island

nations is spotty and often precludes their inclusion in thestatistical analysis.2 Thus,

testing the relationship between remittances and liberalization of FC deposits quantita-

tively is likely to be difficult.

A second substantive issue with the remittances explanation is that governments

have multiple options to attract worker remittances that are not necessarily limited to

unrestricted deposits. Indeed, workers abroad, along withexport firms, often show up

as the “selected category” that Arteta’s dataset mentions.For example, Bourdet and

Falck (2006) note that in Cape Verde,

increases in interest rates after 1985 (in both nominal and real terms) and the
creation of special deposit accounts for emigrants remittances contributed
greatly to the rise of remittances after the mid-1980s. About one third of to-
tal emigrants’ remittances are placed in such deposit accounts, which bene-
fit from higher deposit rates.

However, while residents could denominate these accounts in dollars, francs, marks,

or guilder, the percentage of foreign currencies in the Emigrant Deposit accounts was,

“small since their inception, and has declined over the years to account for less than

4 percent in 2005”(Karpowicz, 2006). On the other hand, while Turkey has allowed

FC deposits without restriction since 1984, it has experimented with different types of

preferential savings accounts for migrants starting in the1960s and continuing through

today(Gallina, 2006). Thus, while it is very likely that worker remittances are important

for allowing FC deposits, the political story for why governments would chose restricted

versus unrestricted deposits remains unarticulated.

2Given the sensitivity of the results for remittances in the quantitative analysis in Chapters 2 and 3,
this appears to be a problem.
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Banking Deregulation

As a specific regulation on the relationship between residents and the banking

system, the domestic sources of FC deposits liberalizationcould resemble other forms

of domestic banking deregulation. Moreover, as the discussion of the rise of the Eu-

rocurrency market in Great Britain illustrates, the regulatory environment of banks,

both restrictive and permissive, is important for understanding innovation and change

in banking services(Schenk, 1998).

The literature on banking regulation emphasizes the role ofdomestic interest

groups in driving changes in bank regulations(Kroszner andStrahan, 2001). Politicians

are simply office-seeking individuals who distribute regulations in return for political

donations and support. This is purely a static explanation that treats the decision to

change regulations as exogenous. Even if, over time, the constellation of interest groups

change, there is no political story as to how or when this translates into change.

Financial Market Development

A third possible, but incomplete, explanation would come from structural theo-

ries of financial development. Rajan and Zingales (2003) describe these theories, pop-

ular with economists, as viewing the level of economic development as a proxy for the

demand for financial development. Countries that are poor tend to be financially under-

developed due to a perceived lack of demand for such development. Rajan and Zingales

rightly describe these arguments as being incomplete, having a difficult time explaining

the waxing and waning of financial markets both cross-sectionally and temporally. The

structural argument implies a linear relationship betweengrowth and financial markets,

which does not deal well with the historical “great reversals.”

2.2.2 Failure to Integrate Domestic and International Explanations

A second problem with the literature on the political economy of finance, is that

the CPE and IPE communities do not interact enough. The IPE literature often treats

economic performance as the motivator of behavior. Politicians are office driven; thus,

they want to pursue low inflation, or maximize welfare, or attract foreign investment,
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which are all public goods. The CPE literature, given its focus on domestic issues such

as banking and regulatory reform, tends toward explanations driven more by the pro-

vision of private goods, in the form of preferential regulations, and the politics follows

from that. As a result of this difference in focus, the two sides tend to yield different

political stories, as the coalitions needed to sustain public goods are different than those

needed for private goods. Broader and bigger coalitions areneeded for public goods,

because costs and benefits are both diffuse(Bueno de Mesquita et al., 2003). If one needs

a broad coalition of support, it becomes very expensive to provide private goods to each

member of the coalition. Because liberalization of foreigncurrency deposits straddles

both of these issue areas, a proper explanation should integrate the two. To just assume

one motivation or another can prejudice the derived outcome. My argument endoge-

nizes this variable, by including the role of institutionalincentives to provide public or

private goods.

In a similar vein, Rajan and Zingales (2003) emphasize the role of domestic in-

terest groups that benefit from underdeveloped financial systems as helping to explain

the chronic underdevelopment of financial systems. These powerful groups constrain

politicians and prevent the development of competitive capital markets. Thus change

should occur and, “financial development will take place only when the country’s polit-

ical structure changes dramatically, or when the incumbents want development to take

place(21).”

However, in the context of FC accounts, governments have multiple options

when it comes to sort of change they can adopt, some of which allow them to cater more

specifically to particular groups than others. Even in the context of political change,

politicians can choose to create different, but still narrow coalitions of supporters, or

broadly composed coalitions focusing on the public goods. Rajan and Zingales’ expla-

nation, while very useful, remains incomplete for the specific question addressed here.

A related aspect of the literature emphasizes the role of thedomestic factor of

partisanship(Quinn and Inclan, 1997; Walker, 2003). Thesearguments are limited in

their applicability outside of the democratic context. Oneof the benefits of the se-

lectorate model is that it includes the incentives for politicians in both democratic and

authoritarian regimes. This is especially important for this project, as much of the action
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takes place outside of the OECD countries. Moreover, differences in political culture,

history, party structures, and other idiosyncratic characteristics make the assumption

of cross-national partisan equivalency problematic as well, especially in the developing

world where party structures are less established(Shugart, 1999). Quinn and Inclan note,

however, that the partisan effects diminished in the 1980s.Given that the majority of

change in resident FC accounts occurred over the course of the 80s and 90s, their results

suggest that partisan forces are less likely to be an important factor in the decision to

allow FC deposits.

Finally, the discussion thus far has focused on explanations based around those

actors that would be making the deposits, but the interests of those that receive the de-

posits could also be important to the process. The literature on bank regulation and

deregulation tends to provide two schools of thought on regulation, which Barth, Ger-

ard Caprio and Levine (2006) term the public interest and private interest explanations.

The public interest school views the banking industry as being beset by market failures,

particularly information asymmetries and moral hazard, and that government steps in

with regulation to solve these market failures and improve social efficiency. On the

other hand, the private interest school takes its cue from public choice political econ-

omy models that view regulation as a product that is the product of supply and demand.

Politicians supply the amount and type of regulation that powerful interest groups de-

mand in return for political support or financial rewards. Asa result, private interest

models view rent seeking as the driving force of regulation.

It has only been relatively recently that individuals have expanded the scope

of research to include comparative work on bank regulations. Focusing on the U.S.

experience, empirical support has been stronger for the private interest models. Kroszner

and Strahan (2001) analyze Congressional votes on changes to federal deposit insurance

(FDICIA) regulations and find that special interest group competition and partisanship

had more explanatory power than their proxy for broad consumer interests/efficiency.

Additional work (Kroszner and Strahan, 1999) uses a hazard model to test the timing

and sequence of deregulation of geographic restrictions onbank branches. The evidence

supported the private interest explanations, with some support for political institutional

variables.
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The decision to allow resident FC deposits, however, cannotbe easily explained

by only one strain of this literature; politicians have options when it comes to the insti-

tutional design of regulations of FC deposits. Narrow, interest-group based explanations

make sense in terms of the decision to allow restricted regulations, but make less sense

when it comes to the broad-based effects of unrestricted deposits. The reverse is true for

arguments focusing on credibility.

The argument presented in Way (2005) is an attempt at dealingwith this divide

in the context of explanations for the spread of financial liberalization, which he char-

acterizes as “top down” versus “bottom-up” explanations. Way emphasizes the role of

insecure politicians, caught between competing structural forces from the domestic and

international environments. Financial liberalization isa choice for politicians and they

are more likely to adopt this change when their political fortunes are more insecure.

When politicians are insecure, they are more likely to look abroad at the experiences

of their neighbors and try to use the economic boom that tendsto follow financial lib-

eralization strategically to improve their political fortunes. This creates the diffusion

dynamic, as each additional successful liberalization increases the likelihood of the re-

maining politicians joining in on the liberalization. Moreover, insecure politicians are

more likely to be influenced by external organizations like the IMF, given the claims by

these institutions of the economic benefits of liberalization.

2.2.3 Lack of Strategic Interaction

Related to the previous point, a third problem with the literature is the lack of

strategic interaction. Explanations tend to be either demand driven, with politicians seen

as vessels of lossless translation of interest groups’ interests into policy or supply-driven,

where politicians are seen as autonomous players with theirown independent interest:

remaining in power. A complete understanding, however, requires an explanation for

both the supply and the demand for a policy. An individual maywant to do what it takes

to remain in power, but there are multiple paths to this same destination, and it is the

anticipated reactions of the other relevant players that influence the decision of how to

proceed.

A few of the previously-mentioned works have taken steps to address this prob-
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lem. Way’s emphasis on insecure politicians recognizes thecompeting pressures that

shape the choices made by politicians. Bartolini and Drazenrecognize that capital ac-

count liberalization is, in fact, a strategic situation andthat politicians anticipate fu-

ture reactions of capital owners when making decisions regarding regulations on capital

flows. Walker argues that differences in partisan affiliation influences the marginal rate

of substitution for politicians in the institutional choices of exchange rate regimes and

capital account openness. Finally, Broz (2002) establishes that the credibility creat-

ing effects of institutions are contingent on the politicalenvironment in which they are

adopted.

Thus, when politicians address the issue of regulating resident foreign currency

deposits, they face a multitude of competing dynamics affecting both the demand for,

and supply of, changes in regulations. Understanding the broad process of dollarization

and the specific issue of FC deposit accounts requires integrating insights from the dif-

ferent relevant issue areas outlined above. While it is unlikely that any singular answer

will explain every instance of changes in FC deposit regulations, what is needed, then,

is a more comprehensive theory of institutional choice thatincorporates both the supply

and demand side pressures, as well as domestic and international factors.

2.3 The Question

So, the broad question is why would a politician take the (potentially) costly

step of liberalizing their controls on capital. The exact question, then, focuses on the

specific banking regulation affecting currency choices of resident nationals. My basic

assumption is that politicians are office-seeking; allowing FC deposits, then, remains a

puzzle, as politicians are allowing something to occur thatcould restrain their ability to

stay in power by reducing their sovereignty, revenue extraction capabilities, and control

of the money supply. There are costs to allowing FC deposits;yet, countries have been

converging on allowing them without restriction.
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2.4 My Answer

My main argument is made in three stages. In short, politicians can use foreign

currency deposit accounts as a commitment device when:

• Politicians are responsive to a broad population, rather than a narrow elite;

• The country has experienced unstable macroeconomic conditions;

• Politicians are credible on their protection of property rights.

To develop the argument more fully, I begin with a discussionof the liberaliza-

tion process and the relevant actors.

2.4.1 The Liberalization Process

While dollarization is a dynamic situation, to make it more tractable I believe it

can be simplified into a two stage process. In the first stage, the government sets policy

on the allowance of foreign currency deposits. While the possible policies fall into a

continuum between being allowed and not, it is simpler to think of the possibilities as

not allowing foreign currency deposits, allowing them withrestrictions, and allowing

deposits without any restrictions. Once the government hasset its policy, individuals

and firms decide whether (or to what extent) to dollarize or not. If an individual chooses

to convert domestic currency into dollars (or keep dollar earnings), she can do it for-

mally by opening a dollar denominated account or informallyby hording dollars at an

undisclosed location. To distinguish between these two situations, I will refer to foreign

currency accounts held in domestic banks to as “deposit dollarization” and informal dol-

larization as “currency substitution.” Within deposit dollarization, some countries allow

citizens to have foreign currency accounts overseas as well. In these instances, individ-

uals must also choose the location of their foreign currencydeposits. Of course, this

regulation may likely be difficult to enforce.

Dollarization may not be a politician’s worst enemy, but neither is it necessarily

something to encourage. Given the capital scarcity in the vast majority of develop-

ing countries, politicians are likely to accept dollarization as a second best option that

keeps capital in the country. Politicians should prefer domestic deposit dollarization to
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currency substitution because it is more observable by politicians (and therefore tax-

able) and allows greater potential influence over the domestic money supply via reserve

requirements for re-lending. Currency substitution wouldbe preferred to overseas de-

posits because the latter requires capital to leave the country, rather than just leaving the

formal sector. One possible problem with this discussion isthat the choices are not mu-

tually exclusive. An individual can carry foreign and domestic currency in their wallets

while also maintaining bank deposits in both currencies as well. Nevertheless, politi-

cians would prefer that their citizens devote a greater portion of personal wealth to the

national currency; failing that, to a competing currency, held in the domestic banking

system.

For an individual facing this choice, the decision to acquire dollars is going to

be based upon their expectations of the future need for dollars and the location of their

dollars will depend on their beliefs about the safety of their various options (Ize and

Yeyati, 2003). Liquidity would also be another locational concern, as dollar deposits

in foreign countries could be less liquid, especially if thedollars are used for many

everyday transactions.

To understand the outcome of the policy process, however, itis insufficient

merely to consider the preferences of the relevant actors; one must also identify the

context in which these preferences interact.

2.4.2 Political Responsiveness

For any policy to be adopted there needs to be both a supply of the policy in

question, as well as a demand for that policy. In this dissertation, I view national politi-

cians as the actors supplying the change in policy. I assume that the motivation for

supplying policy change comes from the desire of politicians to obtain and maintain

political office. Thus, they must attract and keep politicalbackers; how they achieve

this depends on the context involved. Government policy represents the outcome of a

political process by which political institutions aggregate the interests of constituents.

However, politicians face myriad demands from their constituents, usually with conflict-

ing desires, so it is not enough to understand what differentgroups desire, one must also

understand why politicians choose to supply particular policies at particular times.
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Interest groups vary along many different dimensions, including size, geographic

concentration, homogeneity, and resource base, among others. Thus, while one can slice

a population in numerous ways, in the context of financial liberalization and foreign

currency accounts, I conceive of the relevant actors on the demand side as being in one

of two groups: the elite and the masses. While this choice does sacrifice some amount

of realism for the sake of parsimony, I believe the historical context of foreign currency

accounts justifies the decision.

While the proliferation of resident FC deposits is a relatively recent develop-

ment, non-resident and/or offshore accounts have been an option since the rise of the

Eurodollar markets during the early post-war period. Indeed, as Klopstock (1965, p.

194) noted early on, “[t]hese balances are of various sorts.Some of them represent the

savings of wealthy families in various parts of the world andof residents of inflation-

ridden countries, while others consist of liquidity reserves of international business firms

and of companies in various overseas countries.” The ability of individuals to take ad-

vantage of this option has not been uniform across or within countries. Political and

economic elites are more likely than the average citizen to have the means to take ad-

vantage of offshore accounts; especially if such capital movements were not explicitly

allowed by their home governments. Thus, while the particular characteristics of who is

a member of the elite is going to vary by the country in question, analytically, the main

distinction in terms of the important actors that demand policy change is the divide

between elites and masses.

Combining the supply and demand side of the equation, the relevant question is

to whom are politicians responsive: the average citizen or asmall group of elites? Re-

strictive economic regulations can be a useful political tool for politicians, in that they al-

low for patronage, cronyism, and economic repression of political enemies/competitors.

Politicians can pick and choose which groups or individualsreceive exceptions to the

restrictions in return for political support.

Liberalization of economic restrictions helps, in both absolute and relative terms,

those parts of the population that lack the adequate or proper political connections neces-

sary to bypass the restrictions. Conversely, liberalization makes previously advantaged

groups worse off in relative, though not absolute terms, as they would still enjoy the free-
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dom to perform the same activities as before, albeit along with the previously-excluded

groups.

Thus, all else equal, politicians that are responsive to thegeneral population

rather than to a narrow group of elites should be more likely to liberalize away from

restrictive economic regulations. This, however, is contingent on the promises being

credible to the potential new constituency.3

2.4.3 Macroeconomic Instability

Having identified the relevant actors, the next step is to understand what policies

the different actors would be likely to demand. Government policies encompass a vast

number of potential issue areas, but the salience of each potential issue area for the

different groups is going to vary. Politicians may attempt to create demand for particular

policies or supply policies that have little relevance to their constituencies, but this is

less likely for politicians preoccupied with achieving andmaintaining political power.

Thus, it is important to understand under what conditions the population is likely to

demand the policy change in question. Thankfully, the economics literature on de facto

dollarization (qua currency substitution) provides a theoretically-based explanation for

when individuals should begin to shift their currency choices away from their national

currency into a competing one. If individuals do not have a need to hold on to foreign

currencies, they are unlikely to perceive a need to open FC deposit accounts.

Causes of Dollarization

For an individual to desire the ability to maintain FC deposits, that person must

either already deal with and/or have sufficient amounts of foreign currency4 to make

such accounts worthwhile. Economists have explored a number of different potential

explanations for why individuals abandon their local currency, each of which implies

different constellations of political demands for access to FC deposits. In the end, de-

cisions about which currency to use are driven by the anticipated need to hedge against

3I develop this point more fully below.
4Or anticipate such a need
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macroeconomic instability and the opportunity costs incurred by switching away from

the domestic currency.

Portfolio Allocation Models The traditional and most basic models of dollarization

attribute the phenomenon to the choice of individual actorswho base their decision

upon differences in rates of return to domestic-denominated and foreign-denominated

assets. People will increase their portfolio holdings of dollars when the rate of return is

higher on dollars vis-à-vis the domestic currency. This simple model, however, has had

limited success in explaining patterns of de facto dollarization in some areas, especially

Latin America. Specifically, these models fail to explain the persistence of dollarization

once rates-of-return have equalized. (Catao and Terrones,2000) Similarly, Guidotti and

Rodriguez (1992) look at time series data on dollarization in Latin America and find

that while they cannot reject the null hypothesis that the inflation differential time series

is stationary, they can reject that the dollarization time series is stationary. Their results

“suggest that dollarization cannot be fully described by a function of the current inflation

or interest rate differential, as would be implied by traditional currency substitution

models.”(527).

Mitzen and Pentecost (1996) discuss what they term a dynamicoptimization

model where individuals allocate a portion of their assets to cash balances for transaction

purposes. This amount is inversely proportional to their demand for money services,

which include foreign and domestic bonds. In this model, therelative marginal utility

of the two relevant currencies is determined by the real exchange rate and the uncovered

interest rate differential. However, if Uncovered Interest Parity (UIP) holds, then money

balances are determined by relative prices. Ize and Yeyati (2003) modify the portfolio

allocation model by modeling both sides of the balance sheetto hedge against inflation

and exchange rate risk and including minimum variance portfolio (MVP) allocation.

In MVP-based equilibria, agents are concerned with the volatility of inflation

and depreciation of the real exchange rate rather than expected inflation and nominal

depreciation. In their model, agents choose between domestic currency deposits, foreign

currency deposits in the domestic market, and foreign currency deposits located abroad.

The divide risk into two categories: country risk (confiscation and banking system risk)
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and macroeconomic risk (inflation and exchange rate devaluation). Country risk drives

the location of deposits while macroeconomic risk drives the choice of currency. De

Nicolo et al (2003) include an estimation of MVP in their empirical tests and find it to

be a significant predictor of dollarization of deposits. Thus, capital owners’ expectations

are important, but the portfolio allocation approach is silent about what creates these

expectations.

Network Effects In contrast to portfolio allocation models, other economists adopt a

transaction-based approach, which views the demand for money to arise from its use

as a medium of exchange. Thus, the value of a currency derivesfrom the scope of its

acceptance. Handa (2000) notes that unlike the portfolio approach, transaction models

accept that bonds are not accepted as a medium of exchange, and thus are not good

substitutes for the domestic currency. The substitutability of a currency, then, depends

on the scope of its acceptance and the transaction costs of switching. Moreover, this

substitutability does not have to be symmetric. Handa notesthat while the U.S. Dollar

may be accepted in some parts of Canada, the Canadian Dollar is unlikely to be accepted

in the United States. (208)

One interesting aspect of de facto dollarization is that theforeign currency often

maintains a high level of market penetration, even after themacroeconomic situation

stabilizes. Dowd and Greenaway (1993) attribute this to network externality effects and

switching costs. As a medium of exchange, the utility of a particular form of money

increases with the number of agents holding said currency. Agents must then choose

whether to switch to the new currency or not. If they choose toswitch, they must pay a

switching cost, which captures the psychological costs of adjusting to a new currency,

the costs of switching pricing and accounting practices, etc.

The problem with the network externality model of currency substitution is that

it fails to provide a story of what creates the expectations of the actors. Pure coordi-

nation games can reach stable equilibria relatively easilyif a natural focal point exists

upon which expectations can converge or if players are able to communicate. As con-

structed in the network-effects model, the intermediate levels of currency substitution

imply a pure coordination game. This is plausible, given that the model treats all actors
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as homogenous. They all face the same switching costs and derive the same network

effects.

If, however, actors have an a priori preference over say, maintaining monetary

policy autonomy, this could bias the expectations of actorstoward not switching. This

is difficult to incorporate into the model, as it is the expected utility of each currency

that determines the actors preferred choice. Moreover, onecould argue that the benefits

of monetary policy autonomy (for example) would be capturedby the constant terms.

This, however, implies that the question of homogeneity must be resolved. The benefit

of a stable exchange rate is higher, all else equal, for someone in the export sector

than someone who produces only for the domestic market. The costs of switching are

likely to be different as well. Even if these are simplifications to make the model more

tractable and do not change the central conclusions of the model, they matter in terms

of the explanatory power of the model in the most interestingsituations.

Because most theoretical models of de facto dollarization are based on money

demand models, they have tended to under analyze the transaction motives of money

demand. However, this is problematic for theoretical as well as empirical reasons. The

existing literature on Optimal Currency Areas (OCA) lays out several criteria for choos-

ing the optimal currency, and this includes level of trade integration. While the parallels

between optimal currency choices for states and individuals are not perfect, they are

likely close enough to justify their inclusion of trade related variables in a model of de

facto dollarization. Moreover, a few empirical findings imply that this avenue is at least

worth exploring further. In their estimates of currency substitution in Europe, Mizen and

Pentecost (1996) find that trade flows are more important thanrelative rates of return in

explaining variation. Additionally, De Nicolo, Honohan and Ize (2003) mention a trade

effect, although it is not made clear in their regression tables. Clearly, then, there is no

single economic factor that drives individuals to abandon their domestic currency.

Governance While the economics literature has explored the economic factors of dol-

larization, it has ignored two important political factors. First, current explanations do

not discuss why politicians would give their citizens approval to use a foreign currency

in the domestic market. Second, it does not address what factors, political or otherwise,
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create expectations of credibility in citizens.

As a first cut, it makes sense to think that the more effective governments are

at providing a variety of other functions, the more credibility they would have. De Ni-

colo, Honohan and Ize (2003) find that a general measure of institutional quality has a

negative relationship with the level of dollarization. They use the World Bank’s data

set on quality of governance(Kaufmann, Kraay and Mastruzzi, 2003), which aggregates

25 different data sources and includes measures of political openness, stability and vi-

olence, quality of specific institutions (bureaucracies, levels of corruption, provision of

public services), and regulatory quality. Similarly Honig(2006a) finds that a general

measure of government quality increases dollarization. Itis clear, then, that institutions

do matter, but not how. Given the wide range of activities considered in the World Bank

governance data, the causal mechanism connecting institutional quality to credibility

remains indeterminate.

The broad literature on government credibility points to several types of institu-

tional characteristics that can improve credibility. Delegation of monetary policy, to an

independent central bank or a pegging the exchange rate to a low-inflation anchor coun-

try, can help overcome time inconsistency problems. (Broz,2002) Having multiple veto

players (Tsebelis, 1999, 2002, see) is viewed as having beenimportant for credibility in

sovereign borrowing in early modern Europe(Root, 1994), regulatory reform (Haggard

and McCubbins, 2001), and for foreign investors (MacIntyre, 2001). As the number of

veto players increases, it becomes increasingly difficult to deviate from the status quo.

Thus, with a large number of veto players, any policy change that has sufficient support

to be adopted is likely to be credible, as reversing it would be very difficult.

Purely institutional explanations, however, have little to say about how institu-

tions interact with previous performance. This is especially true, since domestic resi-

dents will likely have informational advantages and longermemories than foreign in-

vestors, which could hinder the effectiveness of institutional attempts at credibility.

Dollarization can also be driven by external forces beyond the control of gov-

ernments or individuals. The concept of “original sin,” (Eichengreen and Hausmann,

1999) where developing countries are unable to borrow on international financial mar-

kets in their domestic currency, could lead to further dollarization. Having to borrow on
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international markets would increase, all else equal, the amount of foreign currency in

an economy, which would ease access for a larger population.Moreover, relending of

this international capital by local banks increases exchange rate risk for banks, if they

issue local-currency denominated loans, or default risk ifnew loans are denominated in

foreign currency.5 Thus, original sin could lead both banks and local borrowersto desire

access to FC deposit accounts.

It should be clear, then, that demand for FC deposit accountsis preconditioned

on the existence of demand for holding foreign currencies inthe first place. Across

all countries there will be some baseline demand for a basketof currencies to diversify

investment portfolios. Beyond this baseline level of demand, significant variation in

demand is driven by instability in macroeconomic conditions, including the stability

of domestic prices and the level of the exchange rate. The more instability a country

experiences, the less faith that residents should have in their domestic currency. The

less predictable that prices become, the more likely individuals will be to shift to a

foreign currency; thus, increasing demand for access to FC deposit accounts.

2.4.4 Property Rights Protection

The third and final aspect of my argument is that governments need to be cred-

ible in their policy proclamations. When all three of these conditions are met, politi-

cians are able to use liberalization of their FC deposit regulations to create credibility

on macroeconomic policy. When a country has experienced macroeconomic instability

there exists the opportunity for politicians and their citizens to reach a mutually bene-

ficial deal. Politicians, however, face a potential problemof time-inconsistency. In the

wake of instability, politicians may desire to attract domestic capital back into the for-

mal sector, but once it is there, they may face incentives to confiscate the deposits during

possible periods of future instability. If politicians cannot credibly commit to overcome

the time-inconsistency problem, then the transaction of a policy demanded and supplied

is likely to fail, as politicians are unlikely to receive support if individuals do not believe

that politicians will follow through on their commitments.

5Arteta (2003) notes that this last option might be a desirable side effect of dollarization, because it
would encourage local borrowers to choose projects more wisely.



59

When facing a potential challenger, politicians are constrained in their offers

to supporters by the size of their budget. Politicians, however, are not limited just to

providing spending projects or broad policies, as they alsopossess the power to regulate

(or deregulate) their economy. In this case, credibility ofoffers comes not from a budget

constraint per se, but from the beliefs of the populace aboutthe governments ability

and willingness to enforce the regulations. Credibility, then, matters for two aspects

of my argument. The first dealing with the scope of political support and the type of

policy supplied, and the second dealing with unstable macroeconomic conditions and

the timing of reform.

2.5 Hypotheses

2.5.1 Political Responsiveness

Starting with the supply side of policy, the institutional dynamics are important

for determining the shape of policy. As discussed above, thescope of political support

needed by politicians should be important for determining the mix of private vs. public

goods provided to constituents. Cross sectionally, I wouldexpect those countries where

politicians must rely upon broad levels of support be more likely to adopt public-good-

like regulations such as allowing unrestricted FC deposit accounts, which I specify in

Hypothesis 1:

Hypothesis 1 The probability of full liberalization is higher when politicians must rely

on broad political support.

Conversely, when politicians rely on just a narrow subset oftheir population for

political support, I would expect regulations resembling private goods, such as restricted

FC deposits. Specifically, I expect Hypothesis 2:

Hypothesis 2 The probability of partial liberalization is higher when politicians rely

on narrow political support.

Temporally, this argument implies Hypothesis 3, that changes in policy should

be more likely when the institutional context changes to increase the scope of political
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support needed by politicians, such as increasing democratization or electoral reform.

Hypothesis 3 The probability of full liberalization is higher when the needed scope of

political support has expanded.

As argued above, however, politicians must perceive some sort of desire for

particular policies before they decide to extend the effortnecessary to implement policy

change. Thus, this suggests a contingent argument that politicians will choose a policy

response to demands for FC deposits resulting from both the scope of their political

support and the potential demand created by macroeconomic instability. To clarify my

expectations, I combine these two aspects in Table 2.1.

Table 2.1: Political Responsiveness - Demand Side
Scope of Political Support

Narrow Broad
Inflation Low No Deposits Allowed Possible Unrestricted Deposits

Variability High Restricted Deposits Unrestricted Deposits

When macroeconomic conditions are stable and political support comes from a

narrow subset of the population, as represented in the upperleft-hand corner, I would

expect liberalization of either sort to be unlikely. In thiscase, the demands of the pop-

ulation to access FC deposit accounts is, all else equal, likely to be low due to the

stability of macroeconomic conditions. As a result, the political benefits for a politician

responding to a narrow population are likely to be small if they were to allow restricted

or unrestricted deposits. Similarly, in the upper right hand situation, when macroeco-

nomic instability is low and responsiveness is broad, I would expect low probabilities of

liberalization. Unrestricted deposits may be weakly likely, if there were enough small

groups that would benefit enough in aggregate from access to FC accounts, regardless

of the inflation level. In this situation, there would be somepolitical benefit of allowing

unrestricted deposits.

On the other hand, when macroeconomic conditions are poor and responsiveness

is narrow, such as in the lower-left quadrant, both the absolute and relative gains to

narrow interest groups would be high from access to FC deposit accounts. Thus, in this

situation, I would expect restricted deposits to be the mostlikely outcome, as politicians
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would benefit by providing a service to the narrow groups supporting the politician.

Conversely, unrestricted deposits should be most likely when politicians respond to the

broad population and the macroeconomic situation is unstable. In this case, the supply

of unrestricted deposits would meet the demand for such complete liberalization.

I codify these expectations in the following Hypotheses 4 and 5:

Hypothesis 4 The probability of full liberalization is highest when politicians are re-

sponsive to a broad coalition and macroeconomic conditionsare unstable.

Hypothesis 5 The probability of partial liberalization to allow restricted deposits is

higher when politicians are responsive to a narrow coalition and macroeconomic con-

ditions are unstable.

Similar to the preceding discussion, Table 2.2 combines thediscussions on polit-

ical responsiveness and property rights credibility to yield predictions about under what

conditions one would expect to see partial liberalization to restricted deposits, versus

full liberalization to unrestricted deposits. While governments can be thought of as ex-

isting on a continuum of credibility, thinking in dichotomous terms allows the creation

of a simple two-by-two matrix.

Table 2.2: Political Responsiveness - Supply Side
Scope of Political Support

Narrow Broad
Property Yes Restricted Deposits Unrestricted Deposits

Rights No No Deposits Restricted Deposits

In the upper right-hand quadrant, governments are responsive to a broad swath

of the population and are credible in their protection of property rights. In this situa-

tion, it is most efficient for politicians to gain political support by devoting resources

to public goods or providing policies that affect the masses, and they are able to make

credible offers of these sorts of policies to their potential supporters. In the context of

foreign currency deposit accounts, I would expect full liberalization to allowing unre-

stricted deposits to be the most likely result. If, however,governments are responsive

to a narrow subset of the population, but remain credible in their protection of property
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rights, I would expect that restricted deposits would be themost likely outcome. In this

situation, politicians would be able to target credibly those groups that would benefit

from privileged access to FC deposit accounts while disadvantaging those groups not in

favor.

In the situation represented in the lower right-hand corner, where politicians

are responsive to the masses, but lack credibility in respecting property rights, my ex-

pectations are less clear. Allowing unrestricted depositswould potentially benefit all

residents, but the expected net benefit to them would be low, given their views of the

government and the viability of deposits. If politicians still desire to bring hard cur-

rency into the formal banking system, however, they may implement restricted deposits

requiring some groups, such as export firms, to deposit theirforeign currency holdings

into such accounts. Such requirements, if enforceable, could lead to some amount of

hard currency entering the banking system, which could provide some utility for politi-

cians, in terms of monitoring, even if there would not be large political benefits from the

masses.

In the final instance, where support comes from narrow parts of the population,

but property rights protection is not credible, I would expect liberalization to either situ-

ation to be least likely. In this situation, elites are likely already able to take advantage of

off-shore accounts and politicians would anticipate little political benefit from allowing

non-credible accounts to their small group of supporters.

Again, I distill the conclusions of this two-by-two table into the following two

Hypotheses:

Hypothesis 6 The probability of full liberalization to unrestricted deposits is highest

when politicians respond to a broad coalition and respect property rights.

Hypothesis 7 The probability of partial liberalization to restricted deposits is highest

when politicians respond to a narrow coalition and respect property rights.

The electoral benefits of targeted benefits, however, are contingent on there being

groups of sufficient size that would care about this regulation. If there is not demand

for a policy, then there is little reason to expect politicians to supply it. As mentioned

above, the literatures on exchange rate regime choice and banking regulations include
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discussions of the role of interest groups as well as concerns about promoting general

economic efficiency. Given that the effects of de facto dollarization approximate the

effects of a fixed exchange rate as the level of de facto dollarization increases, it should

be reasonable to believe that the same interest groups that have a preference for a fixed

exchange rate (export sector, international investors) should be a constituency for FC

deposits as well. This implies the following hypothesis:

Hypothesis 8 The probability of allowing restricted foreign currency deposits is posi-

tively related to the size of the export sector.

I provide empirical tests for all these hypotheses listed above in Chapter 3.

2.5.2 FC Deposits as a Commitment Device

As discussed in both Chapter 1 and above, the decision to allow FC deposits is

similar in nature to the decision to formally dollarize, given the parallel effects as the

level of de facto dollarization of the money supply increases. Thus, similar to other

forms of monetary delegation, such as official dollarization and fixed exchange rate

regimes, politicians can allow unrestricted FC deposits tosend a signal of their type

to constituents. Given the potential costs of significant deposit dollarization for politi-

cians, only a government that is committed to pursuing stable macroeconomic policies

and pleasing a broad political coalition would allow these deposits without restrictions.

The effectiveness of this strategy, however, is contingenton the residents’ beliefs about

their government. If a government lacks credibility in its respect for property rights,

individuals are likely to expect that the government would merely freeze or confiscate

the foreign currency deposits if confronted with unstable macroeconomic conditions.

The literature on the economic determinants of dollarization emphasizes the role

of government credibility, but does not develop this idea fully. The situation above

implies that there are two types of governmental credibility that matter for individual

agents’ demand for FC deposits: credibility on commitment to macroeconomic stability

(the need to dollarize) and credibility of respecting property rights (viability of deposits).

Credibility is also important for understanding politicians’ supply of policy, as

this is a strategic situations. Politicians may most desirean economy absent of com-
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Table 2.3: Two Dimensions of Credibility
Macroeconomic

Policy
Yes No

Credible Yes Moderately Likely Most Likely

Property Rights No Least Likely Unlikely

peting currencies, but they cannot simply achieve this via fiat. Just as measuring the

amount of foreign currency circulating in a country is difficult for social scientists to

observe and measure, it is also difficult for governments to observe and remove foreign

currency from their domestic market. Allowing unrestricted deposits and bringing this

money into the domestic banking system would make it easier to observe and regulate,

but not necessarily to remove from the economy, as confiscating the FC deposits would

be costly politically. Combining these two forms of credibility helps make predictions

about when and where one should expect liberalization of FC deposit regulations, as

seen in Table 2.3.

In the upper-left corner, governments are credible in theirrespect of property

rights as well as their commitment to macroeconomic stability. This case is unlikely to

be that interesting, for while individuals can expect to keep any foreign currency assets,

they are unlikely to need to shift into a competing currency for any reason other than

portfolio diversification. Allowing unrestricted FC deposits would be a credible signal

government, but if neither side expects this option to be employed, there would be little

expected cost, and thus little actual impact. In this instance, I would expect politicians

to be weakly indifferent to liberalizing. I would expect that this cell would be mostly

populated by OECD countries.

In the upper-right-hand cell, governments remain crediblein their respect of

property rights but are not credible in their commitment to price stability. In this situa-

tion, there is both the need for some sort of commitment device for politicians, as well

as the ability to establish credibly such a device. Countries in this cell should be the

most likely to liberalize their FC deposit regulations, as there is both a demand and a

(credible) supply of policy.

Countries in the lower-left section should be the least likely to liberalize their
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FC deposit regulations. Citizens in these countries would not expect the government to

respect their FC deposits, but are unlikely to be upset aboutthis, all else equal, as they do

not expect the need to utilize this form of an exit option. My priors are that mid-to-high

income autocracies would most likely reside in this cell. Additionally, in future work, I

would expect countries with this combination to have low levels of deposit dollarization,

even if such deposits are allowed.

The lower-right quadrant is the most indeterminate of the four situations, as there

is a need for a commitment device, but no viable capability tocreate one via allowing

FC deposits. Politicians could liberalize in the hope of luring their citizens into bringing

their foreign currency into the formal sector. However, given that individuals are forward

looking and are unlikely to fall into this trap, I would expect politicians to be weakly

indifferent to liberalizing, since they could anticipate the lack of movement by their

citizens.

In other words, combining these two forms of credibility implies a contingent

relationship where the effects of each form of credibility are the result of the interaction

of the two factors. I express this relationship in Hypothesis 9:

Hypothesis 9 The probability of allowing residents to maintain unrestricted foreign

currency bank deposits is higher under the joint presence ofcredible protection of prop-

erty rights and unstable macroeconomic conditions.

As explored above in Section 2.5.1, allowing unrestricted deposits is a regula-

tion that resembles a public good, since all individuals will have equal legal access to de-

posits, even if they are not all equally positioned to benefitfrom access to such accounts;

I would expect that the credibility-enhancing properties of FC deposit accounts would

be more effective in the context of unrestricted, rather than restricted accounts. Indeed,

restricted deposits, because of their targeted nature would likely imply that governments

are signaling their type as one that will remain non-credible on macroeconomic policy.

If governments are expected to respect the deposits, and their constituents are desiring of

privileged access to FC accounts, the relative utility of these accounts to insider groups,

vs. outsider groups, would be enhanced in the face of continuing macroeconomic insta-

bility. On the other hand, if property rights credibility islacking, then creating restricted

accounts requiring certain groups to surrender their hard currency to these accounts
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would likely imply that politicians were anticipating continued monetary laxity and the

continuing need to force foreign currency into the formal banking system.

This suggests, then, that the ability of politicians to use FC deposit accounts

as a commitment device are most likely in the institutional context of politicians being

responsive to, and wanting to signal credibility toward, a broad audience. Thus, my

three-part argument is fully realized in Hypothesis 10:

Hypothesis 10 The probability of allowing residents to maintain unrestricted foreign

currency bank deposits is highest when politicians are responsive to a broad coalition,

property rights are credibly protected, and macroeconomicconditions are unstable.

Finally, one implication of the credibility argument is that allowing unrestricted

deposits is a substitute for other institutional arrangements intended to create credibility,

such as exchange rate pegs, and that the presence of such arrangements should make

allowing unrestricted deposits less likely. This argumentyields Hypotheses 11:

Hypothesis 11 The decision to allow residents to maintain unrestricted bank deposits

denominated in foreign currencies is negatively associated with the presence of a fixed

exchange-rate system.

2.6 Conclusion

My argument attempts to provide a comprehensive answer to the question of

foreign currency deposits that explains both why and when such deposits are allowed in

the first place, as well as what form of liberalization is likely to occur. The explanation

places politicians in the center of the discussion, integrates domestic and international

concerns, and recognizes the strategic nature of the situation. I build on the selectorate

model of policy choice by expanding the discussion to include regulatory policy and a

more nuanced discussion of the role of credibility. In the following chapters, I test these

hypotheses empirically in a large-N, statistical analysis.



Chapter 3

Political Responsiveness and Economic

Liberalization

3.1 Introduction

I outlined a three-part explanation for the decision to allow FC deposit accounts.

In this chapters I provide quantitative, empirical tests ofthe hypotheses related to polit-

ical responsiveness and the choice between restricted and unrestricted deposits.

In the context of regulating foreign currency deposits, governments have mul-

tiple options. Politicians do not face a simple binary choice to allow deposits or not,

as they may allow deposits with some sort of restrictions(such as only allowing certain

sectors to have such accounts or requiring depositing of export receipts) as well as un-

restricted deposits. In light of these options, I outlined in Chapter 2 my answers to the

two main questions that my dissertation investigates: First, what explains the decision

of governments to move from not allowing any FC deposits to allowing them without

any restrictions? Second, why do some countries only liberalize partially and remain

there, while others eventually move on to complete liberalization?

This distinction is important for two reasons. First, it is unlikely that the deci-

sion to liberalize partially will completely parallel the decision to liberalize fully. The

sequence of liberalization is not predetermined; some countries liberalize partially and

stay there, while others go directly to unrestricted deposits.

67
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In this chapter, I present the results from two different to test the apolitical,

economic model versus my political economy argument as it relates to the first question

of allowing unrestricted foreign currency (FC) deposits.1 Using discrete-time duration

analysis, I test my argument that the decision to liberalizefully resembles a public good.

I find that the simple economic model, while having some explanatory power, fails to

outperform my political economic model. Moreover, I find support for the argument

that the choice of regulation depends on from where political support comes.

The remainder of the chapter is organized in the following way: Section 3.2

briefly restates my argument from Chapter 2, Section 3.3 discusses the model specifica-

tion, Section 3.4 presents the empirical results, and Section 3.5 concludes.

3.2 My Argument

In Chapter 2, I argued that variation in political institutions influences how politi-

cians respond to increasing levels of capital mobility and exposure to competing curren-

cies, in the context of domestic regulations of foreign currency deposit accounts. There

two institutional characteristics that I believe are most important for influencing the pro-

cess of liberalizing FC deposit accounts in terms of the typeof regulation chosen. The

first determine the level of political responsiveness, while the second determines the

credibility of government policy.

First, those formal institutions that determine the scope of political support needed

for political survival influence to whom politicians respond, and therefore the types of

policies these politicians are likely to provide. Specifically, when politicians are respon-

sive to a small segment of the population, it is more efficientfor them to garner support

by providing targeted private goods rather than broad-based public goods. Alternatively,

when support comes from the broader masses, it is more efficient for politicians to pro-

vide public goods.

The private-public good distinction potentially providessome leverage to bridge

the gap between “top down” and “bottom up” explanations for financial liberaliza-

tion(Way, 2005). I argue that the process driving liberalization depends on the end

1I test the second question of partial liberalization and policy stability in Chapter 4.
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point of the regulation. The choice to allow restricted deposits, with their targeted na-

ture, is likely to resemble more the bottom-up/interest group explanations found in much

of the banking regulation literature, while unrestricted deposits should look more like

outward-focused, credibility explanations common in discussions of exchange-rate and

monetary policy.

3.2.1 Institutions and Political Responsiveness

Political institutions play an important role in structuring the incentives that

politicians face in resolving this dilemma. Bueno de Mesquita et al. (2003) lay out a

logic of political competition that encompasses both democratic and non-democratic

systems. They identify two aspects of political institutions, the selectorate (S) and the

size of the winning coalition (W), that have significant influence on political behavior

and public policy. The selectorate defines the relevant population that is eligible to par-

ticipate politically while the winning coalition defines the amount of support a politician

needs to remain in (or gain) power. In other words, the largerthe winning coalition is,

the more individuals there are to whom politicians must respond.

The scope of responsiveness is significant, as the size and ratio of these two fac-

tors influence the incentives faced by both politicians and their supporters. When the

selectorate is small, supporters of the government are moresecure in their situation, as

the number of alternative, potential supporters is small. This allows followers more lee-

way in terms of their support. When the selectorate is large,compared to the winning

coalition, supporters are easier to replace, which encourages high levels of loyalty on

supporters’ part, lest they lose access to the private goodsawarded to a leader’s support-

ers. In this situation, leaders can get away with providing alower level of goods to their

politically-insecure supporters. When the winning coalition is small, it is relatively easy

to distribute private goods in return for support. As the size of W increases, however, it

becomes increasingly more expensive to rely on private goods and more efficient to pro-

vide public goods. Thus, political systems with large winning coalitions should devote

a higher proportion of the budget toward public goods ratherthan private goods.
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3.2.2 Full vs. Partial Liberalization

In the context of FC deposits, the public (private) good nature of unrestricted

(restricted) deposit accounts suggests that politicians responsive to broad populations

should be more inclined to adopt unrestricted deposits. This is, of course, contingent

on there being a demand for such deposits in the first place. Combining the economic

literature on the causes of de facto dollarization with the preceding discussion of politi-

cal responsiveness, I created a two-by-two matrix, presented again here in Table 3.1, to

form my expectations about when and where one should expect to see liberalization to

restricted vs. unrestricted deposits.

Table 3.1: Political Responsiveness - Demand Side

Scope of Political Support
Narrow Broad

Inflation Low No Deposits Allowed Possible Unrestricted Deposits

Variability High Restricted Deposits Unrestricted Deposits

All else equal, allowing unrestricted deposits should be most likely when infla-

tion variability is high and political support comes from a broad-based coalition. Con-

versely, unrestricted deposits should be least likely (andrestricted deposits most likely)

when inflation variability is high and politicians respond to a narrow group of support-

ers.

Of course, all else is not always equal; the benefits to individuals of having ac-

cess to FC deposit accounts is contingent upon the deposits in those accounts being

viable, secure, and accessible to depositors upon demand. The political benefits of al-

lowing such accounts will depend, then, on the beliefs of constituents on the credibility

of the proposed policy change. This is true whether the promise is made to a large swath

of the population or a narrow constituency. Thus, simply knowing the responsiveness

of politicians is incomplete, without knowing the credibility of the policy proposals.

Combining these two aspects creates an additional two-by-two matrix seen in Table 3.2.

In the upper-left-hand section, promises made to a narrow constituency are con-

sidered credible; thus, restricted deposits are the most likely outcome. Similarly, when

promises to the masses are credible, as in the top-right corner, unrestricted deposits
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Table 3.2: Political Responsiveness - Supply Side

Scope of Political Support
Narrow Broad

Property Yes Restricted Deposits Unrestricted Deposits

Rights No No Deposits Restricted Deposits

should be the most likely outcome. If property rights are notprotected, however, the

promise to a broad group of supporters is unlikely to have anybenefit. In this case,

I would expect no deposits to be allowed, or for restricted deposits requiring certain

groups to surrender their FC holdings into the formal banking sector.2hese sorts of ac-

counts would unlikely be seen as a benefit, however, I did not code the data to distin-

guish between this sort of restricted account and one where individuals require approval

to open an account. Finally, in the bottom-left corner whereproperty rights are not re-

spected and politicians rely on a narrow scope of political support, I expect neither form

of account to be allowed.

In the next section I discuss the empirical tests of these arguments.

3.3 Empirical Model

The arguments outlined in Chapter 2 provide a series of answers to my two

central issues: the decision to allow unrestricted foreigncurrency deposits rather than

restricted and the stability of such partial liberalization. I view the choice to liberalize

as the result of strategic choices by politicians in pursuitof maintaining elected office.

These choices are influenced by demands from constituents, the institutional context of

responsiveness of politicians to these demands, contingent on the credible respect for

property rights.

To test my hypotheses I begin with a simple demand-side modelusing domestic-

level economic variables that existing models of dollarization indicate should increase

demand for FC deposits. I then complicate the model by introducing the political in-

stitutional variables from my argument by themselves and then interacting them with

2T
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the measure of macroeconomic stability. Finally, I add in a series of control variables.3

Thus, the general empirical model looks like the following:

π FCD Accounts =α+ β1(Economic V ariables) + β2(Macro Stability) + β3(Property Rights)

+ β4(Scope of Political Support) + β5(Interaction Terms) + β6(Controls) + ǫ

3.3.1 Dependent Variable

The outcome of interest is whether the government allows itscitizens to open

foreign currency (FC) deposits in the domestic banking system. I constructed the data

set from the IMF Annual Report on Exchange Arrangements and Exchange Restrictions

from 1984 to 2001.4 Thus, the data is annual county-year data. Prior to 1996, theReport

included narrative descriptions of a country’s regulations. While there is some level of

standardization of the reports, not all countries report the same information or in the

same manner. In some country summaries, the Report described the regulation under a

specific section heading of “Foreign Currency Deposits,” while in others the information

was in the discussion of the exchange agreement or capital regulations. I coded a country

as allowing FC deposits based upon the first clear reference to residents being able to

have FC accounts. As described above, governments can allowFC deposits freely to

all or with restrictions. The restrictions tended to fall into two categories: allowing

only those in the export sector (or a subset thereof) to open FC accounts and allowing

accounts pending approval by a government agency.

With three possible levels of regulation, I constructed three different binary de-

pendent variables:

1. Any move (from not allowing any deposits or allowing restricted deposits) to un-

restricted FC deposits

2. Moving from not allowing deposits to allowing restricteddeposits

3. Moving from restricted deposits to unrestricted deposits

3See A for descriptive statistics of the relevant independent variables.
4Thus, the data set covers the years 1983-2000, as each year’sreport describes the state of regulations

in the previous year and any changes made in that time.
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In this chapter, I begin with the question of full liberalization before allowing the

option of partial liberalization; thus, I deal only with thefirst of these dependent vari-

ables. In doing so, I collapse a multinomial variable into binary form, which sacrifices

a lot of information, as all the 1’s (partially liberalized countries) are treated as 0’s (no

liberalization). This lost information is important, as I expect the decision calculus for

each move to be different.5 Indeed, as the results discussed in Chapter 5 suggest, there

is, indeed, something different about those countries thatinitially choose to liberalize

only part way.

An additional problem with the binary set up is that it does not accurately depict

the actual choice set that politicians face when dealing with FC deposits. To deal with

this, I also present results from a competing-risk model, which uses a multinomial de-

pendent variable that allows for the choice of moving from not allowing any deposits to

allowing restricted or unrestricted deposits. This, however, reduces the sample size, as

it is limited to just those countries that enter the dataset not allowing deposits at all.

3.3.2 Independent Variables

Institutional Variables

There are several aspects of the political context that are important for testing my

hypotheses. The selectorate model discussed in Chapter 2 identifies two institutional

characteristics that are important for creating incentives to provide particular sorts of

policies. My argument focuses on the incentives of politicians to respond to different

segments of the population; I operationalize responsiveness by using W, the variable

that Bueno de Mesquita et al. (2003) constructed to measure the size of the winning

coalition, as well as their measure of the change in W in the preceding three years.

At higher values of W, politicians require the support of a larger group to obtain and

maintain political power.

I chose to operationalize responsiveness by using the size of the winning coali-

tion rather than a simple measure of democracy to allow for variation both within,

and across, democratic and non-democratic regimes. Indeed, even within democracies,

5In an attempt to ameliorate this issue, I include a dummy variable in this formulation that takes a
value of 1 if the country allowed restricted deposits in the previous year.
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politicians may face incentives to respond to a narrow constituency, due too variations

in characteristics such as district magnitude. Moreover, my argument is not about the

level of competitiveness in a political system. Politicians in a democracy may compete

vigorously with a number of competitors over a narrow scope of the population, creat-

ing strong incentives to attract support with targeted, private goods. Thus, I believe that

using the size of the winning coalition, as measured by the variable W, most accurately

captures the concept upon which I am basing my argument.

Operationalizing the credibility of property rights protection is a difficult propo-

sition. At a practical level, operationalization is difficult because one cannot simply look

at the laws and regulations on the books. For any right to matter, it must not only exist,

but it must also be enforced. Governments can have poor property rights protection as

both sins of commission and omission. In other words, a government may be preda-

tory in seizing individuals’ material possessions for itself, or it might simply have an

inefficient court system that fails to enforce contracts between private parties. Or, the

court may only enforce the contract if the aggrieved party pays a bribe. Acemoglu and

Johnson (2005) break this down into two dimensions: property rights institutions (con-

straint on the executive) and contracting institutions (ability of individuals to enforce

contracts). In each instance, the right is poorly enforced,but the causal mechanism

differs.

Both dimensions are relevant to my discussion. A highly-constrained executive

would be less able to confiscate deposits, while a high-quality legal system would pro-

vide assurance that depositors would be able to enforce their claims effectively in the

court system. All else equal, however, a constrained executive is less likely to be able

to adopt any policy change at all. Thus, I focus onLegal, a survey-based measure of

the quality of a country’s legal system (Gwartney and Lawson, 2004). Additionally, the

Legalvariable presents a few less potential methodological issues, as its coalition coef-

ficient is much lower with my measure of the size of the winningcoalition (.45 vs. over

.8 for Executive Constraint). I present results using the Executive Constraint in A.
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Interaction Terms

Given the conditional nature of my central hypotheses, my key explanatory vari-

ables consist of multiplicative interaction terms combining the relevant institutional vari-

ables. On the demand side, I considered several measures of inflation as my proxy for

unstable macroeconomic conditions, which I discuss in the next section. I chose to in-

teract the size of the winning coalition (W) with the measurefor inflation variability,

rather than the inflation level. I also interact W with my measure of respect for property

rights,Legal to capture if policy proposals are likely to be considered credible.

Basic Economic Variables

In addition to my main explanatory variables, I begin with a simple economic

model based upon the economic determinants of unofficial dollarization. The simple

economic model focuses on the pure demand side of the policy process. For the results

presented in Section 2.5.1 I also include a dummy variable that takes the value of 1 if

the country allowed restricted deposits in the previous year and 0 if no deposits at all

were allowed, as the sample for those results treat both

GDP per capita Liberalization of FC deposit accounts could be driven by thelevel

of development in a country. Wealthier countries should, all else equal, have more

developed financial markets, have higher levels of accumulated capital, and a greater

demand for financial services. Moreover, since extensive dollarization is not really an

issue in high-income countries, the potential cost of allowing FC deposits, in terms of

crowding out the domestic currency, will be lower. I expect higher levels of development

to make allowing unrestricted deposits more likely. To account for this, I include the

natural log of per capita GDP.

Size of Export Sector The distributional consequences of de facto dollarizationare

contingent upon domestic agents’ access to foreign currency. Individuals and firms

in the tradables sector should, all else equal, have greateraccess to foreign exchange,

especially if their transactions are already invoiced in dollars (or DM/euros). Catao and

Terrones (2000) note that the tradables sector is more willing and able to establish dollar-
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denominated loans with domestic banks due to their ability to offer foreign-currency

denominated revenues or tradable goods as collateral. All else equal, the larger the

export sector, the larger the potential demand there could be for access to both restricted

and unrestricted FC deposit accounts. On the other hand, exporters could benefit from

privileged access to FC accounts that they would not want to give up, making a larger

export potentially positively related to restricted deposits, but negatively associated with

unrestricted deposits. Thus, I include the size of the export sector as a percentage of

GDP to capture the latent potential of the export sector.

Population One interesting aspect of de facto dollarization is that it tends to persist,

even once macroeconomic conditions have stabilized. Dowd and Greenaway (1993) at-

tribute this persistence to network externality effects and switching costs. As a medium

of exchange, the utility of a particular form of money increases with the number of

agents holding said currency. Agents must then choose whether to switch to the new

currency or not. If they choose to switch, they must pay a switching cost, which cap-

tures the psychological costs of adjusting to a new currency, the costs of switching

pricing and accounting practices, etc. The larger the network is for the domestic cur-

rency, the higher the opportunity cost will be for individuals to increase their holdings

of non-domestic currencies. Thus, countries with larger populations could have larger

network externalities and reduce the propensity to use foreign currencies. On the other

hand, larger populations could increase monitoring and enforcement costs for govern-

ments attempting to enforce their domestic monopoly of issuing legal tender. I include

logged population size, although the anticipated effect isindeterminant.

Size of Domestic Banking Sector Liberalization of FC Deposit accounts could be

driven by the general development of the domestic banking sector. When a banking

system is more developed, it is more likely to offer a varietyof financial services and

have the technical capacity to deal with deposits of foreigncurrencies. A larger and

more established credit system could also reveal the ability and willingness of the do-

mestic population to use the domestic banking system. Thus,I include the size of the

M2 monetary aggregate as a percentage of GDP to proxy for the size of the banking

sector. I take the natural log of this variable to account forthe presence of a few sig-
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nificant outliers, where M2 is more than 10,000% of GDP. Whilenot a perfect proxy,

this measure provides greater coverage across time than more recent measures under

development by groups like the World Banks’ Financial Sector Development Indicators

(FSDI) project(World Bank, 2007).

Inflation As discussed above, much of de facto dollarization is related to unstable

macroeconomic conditions, although not completely determined. I include two mea-

sures of macroeconomic instability. To compensate for outliers, I logged the Consumer

Price Index (CPI) from the previous year and created two variables. First, the five-

year standard deviation of logged CPI to capture the variability of inflation. Second,

I include the five-year moving average of logged CPI inflationto capture the level of

inflation. Both of these measures get at different aspects ofthe problems with inflation.

While high levels of inflation does erode the value of held assets, high-but consistent

rates can be predicted and indexed into contracts. Erratic levels of inflation, even if not

that high, are much harder to predict and accurately incorporate into expectations. I in-

clude both variables in my analysis, as they capture two theoretically-distinct situations.

Indeed, the correlation coefficient of the two variables is -0.19, so I am not concerned

that including both variables will lead to problems of auto-correlation.

Control Variables

Capital Account Liberalization While not included in any of the usual indices of

capital controls, regulations on FC Deposit accounts are certainly a form of capital con-

trol, as they influence the ease with which individuals and firms may switch between

their national currency and foreign currencies. As a result, relaxing regulations on these

accounts could be related to the general process of capital account liberalization. To

account for this, I include the Chinn-Ito index of capital account openness(Chinn and

Ito, 2006), both the current level, as well as the change in openness from the previous

year.

Export Market Concentration The absolute size of the export sector might not in-

crease demands for FC deposit accounts if export firms send their goods to a diverse set
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of export markets and receive export receipts in a large number of foreign currencies.

Instead, it could be that when exports are concentrated in a small number of countries,

the receipts reach a critical mass from a small number of currencies, making FC deposit

accounts beneficial to exporters. On the other hand, if export firms tend to index their

contracts in dollars, or another international currency, then the level of concentration

would be unlikely to matter. Thus, I include the ratio of exports sent to the top three

export markets.

Foreign Direct Investment Current explanations for capital account liberalization

emphasize the influence of external investors, either in terms of sending a signal to

foreign investors(Bartolini and Drazen, 1997) or in terms of governments competing

with similar countries to attract investment. The more dependent a government is on

foreign investment, the more sensitive they should be to theconcerns of foreign owners

of capital. Resident FC Deposit regulations, however, onlyaffect a domestic audience.

It is unclear, then, whether foreign investors would be concerned about an aspect of the

capital account that does not directly concern them. To control for this, I include the

size of foreign direct investment as a percentage of gross capital formation.

Worker Remittances Worker remittances have increasingly become significant sources

of external capital for many developing nations, surpassedonly by FDI. Thus, countries

with significant numbers of workers abroad or large amounts of remittances may be

more likely to allow FC Deposit accounts in an attempt to drawthis capital out of infor-

mal channels and into the domestic banking system. Kubo (2007) makes this assertion,

but does not investigate it empirically. Recipients of remittances might also demand ac-

cess to FC accounts, preferring them to converting remittances into the local currency.

Governments, however, have multiple options for attracting capital from their nationals

working abroad, such as offering tax incentives, bank accounts in local currency with

interest rates indexed to the exchange rate, or restricted FC deposit accounts limited to

worker remittances. I include worker remittances per capita to account for this, control-

ling for the size of the country.
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External Debt External debt could make FC deposits more or less likely. Govern-

ments with higher levels of external debt may have a greater need for access to foreign

exchange to service their debt payments. On the other hand, higher levels of external

debt may imply that governments are better positioned to access international capital

markets, obviating the need to attract foreign exchange into the formal banking sector.

Thus, I include the value of external debt in the previous year.

Regional Diffusion The extant literature on financial market liberalization empha-

sizes the role of diffusion of policy change, although the specific causal mechanism

remains unclear. In the case of FC Deposit accounts, the mostlikely channel for the

effects of diffusion is through demonstration effects. Resident FC account regulations

only apply to a country’s residents, so the competitive effects are likely to be small,

since allowing residents to open FC accounts would not permit residents of neighbor-

ing countries to open these accounts as well. Allowing thesedeposits, however, would

be illustrative to neighboring politicians, in terms of theanticipated effects of allowing

these accounts. To control for the effects of diffusion, I include the ratio of countries in

the region that allowed unrestricted deposits in the previous year.

IMF Agreement Existing explanations of capital account liberalization tend to focus

on the role of external forces, both private and public. The international financial insti-

tutions have promoted liberalization of the capital account, so it could be the case that

liberalization of FC accounts are related to intervention by the IMF. To account for this

possibility, I include a dummy variable that takes on the value of 1 if the country had

signed an agreement with the IMF in the previous year and a 0 otherwise.

Official Reserves Official reserves could also be important for the decision toallow

FC deposits. High variability in reserves could point to instability in the exchange rate,

or a need to attract foreign exchange to maintain a fixed exchange rate, both of which

would imply a positive relationship with liberalization. Iinclude only the measure of

the five-year standard deviation of reserves, due to correlations of over .95 between the

level of reserves and the standard deviation.
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Nominal Exchange Rate Variability I also include a measure of the monthly stan-

dard deviation of the nominal exchange rate in the previous year. The nominal exchange

rate is more observable than the real exchange rate, and higher volatility of the nominal

rate should make holding dollar deposits more appealing, especially when agents lack

sufficient mechanisms to hedge exchange rate risk.

Exchange Rate Peg Given that governments have several options for improving cred-

ibility on macroeconomic policy, these other options should serve as substitutes for lib-

eralizing FC deposits. I include a dummy variable for the exchange rate regime, which

has a value of one if the de jure, or announced, exchange rate regime is a peg. If my cen-

tral argument about unrestricted FC Deposits serving as a commitment device, a pegged

exchange rate regime should be a substitute for allowing FC deposits. I use the de jure

rather than de facto regime for two reasons. First, theoretically, the announced regime

should be most relevant for signaling, since it is easily observable, while the de facto

regime can be difficult to discern. Second, adding the de facto peg variable reduces the

sample size substantially.

Banking Crisis As noted in Chapter 1, the relationship between dollarization of the

banking system and banking crises remains unclear. The presence of foreign currencies

in the banking system may contribute to instability due to the possibility of currency

mismatches created if/when banks re-lend their foreign currency deposits to local con-

sumers. On the other hand, in the wake of banking crises, politicians may desire to allow

FC deposit accounts in an attempt to help recapitalize the banking system by drawing

deposits into the formal sector. This may be especially likely in developing countries

where governments are constrained in the internal financialresources they have avail-

able to respond, either because of low levels of developmentand resulting government

revenues or constraints on the lender-of-last-resort function in the context of inflationary

periods. I would expect this to be more true in leading to restricted deposits. Alterna-

tively, governments might allow unrestricted deposits in the wake of banking crises to

signal a return to health for the banking sector. Thus, I include a dummy variable that

takes the value of 1 if a country experienced a banking crisisin the previous year.
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3.3.3 Model Specification

My argument includes both cross-sectional hypotheses about country character-

istics and temporal hypotheses about the timing of liberalization. In light of the dual

nature of my hypotheses, a cross-sectional time-series approach is most appropriate.

Moreover, given the discrete-time, country-year set up of my dependent variables and

the cross-sectional time-series nature of my data, I use discrete-time event history anal-

ysis to test my hypotheses concerning the nature and timing of loosening restrictions on

FC deposits. Event history, or duration, analysis is usefulfor analyzing the decision to

allow FC deposits because it measures the probability of switching from one state of the

world to another for a given period of time. Even history studies allow us to analyze

how long a particular event occurs in a group of units, as compared to a control group.

In this case, I am studying how long restrictions on FC deposits persist. By comparing

those countries that receive the “treatment” to those that do not, I can determine the

probability for a given year that a country would change its regulations on FC deposits.

As the world moved from the early Bretton Woods system of capital immobility

and capital controls to the present day, governments have relaxed their regulations at

different times; thus, one can conceive of all countries becoming “at risk” to allow FC

deposits at around the same time. The time series nature of event history analysis allows

us to test the timing of reform programs while controlling for economic conditions and

other country specific variables over time.

My data begin in 1983, thus the 37 countries that already allowed FC deposits

as of 1983 do not appear in the data set. I also do not include countries that enter the

IMF Annual report having already allowed FC deposits. This reduces the number of

available cases and introduces some amount of bias. However, including these cases

would also introduce its own form of bias due to the nature of event history methods.

One potential issue with using event history and survival analysis, if not ac-

counted for, is that the data are often censored. Not all cases will have exited the sample

before the data end. In the biomedical field, which developedthe methodology, this is

analogous to a test subject still being alive at the end of a drug trial. In this instance, a

subject is “right censored.” In drug trials, this is problematic as the analysis assumes that

each subject dies, or exits the sample, on the final time period of observation. This is less
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of a concern in my study, as the logit model accurately reflects that no liberalization has

occurred by the time of each observation, rather than pretending that a spell has ended

at the end of the dataset. Left censoring, or not knowing whena spell begins, can also

be a concern for duration analysis. Again, this is less likely to be a significant problem,

as all countries essentially have been at risk of allowing FCdeposits since the collapse

of the Bretton Woods system of fixed exchange rates and capital controls. Thus, it is

likely a safe assumption to treat all spells as having begun at the same time.

Time Dependence

Given the structure of the dependent variable in binary time-series cross-sectional

data, with a series of repeated zeros followed by a series of 1s, there is likely to be time

dependence in the model. Beck, Katz, and Tucker suggest several ways to account for

this temporal dependence: including dummy variables, and smoothing functions like

lowess curves or cubic splines. One problem with the dummy variables is that it as-

sumes that the baseline probability of failure is flat over time. In those instances where

the baseline risk has no theoretical relevance, this assumption is unlikely to be prob-

lematic. Given the relevance of policy diffusion for this project, this assumption is less

tenable. A second potential problem with time dummies is that:

If complete or quasi-complete separation holds for any variable(s), MLE
routines will push the value of the estimatedβ for the offending regres-
sor(s) to∞ or -∞ and no maximum likelihood estimate exists. Many pre-
programmed routines in commonly used software such as Stataare pro-
grammed to look for complete separation in the data and will drop the
offending variables and observations stating that the variable(s) ‘perfectly
predicted’ y in some number of cases.(Carter and Signorino,2006)

This was exactly the case in the vast majority of my model specifications, with between

10 and 30 percent of the time dummies dropped from a given specification. Carter and

Signorino also point out that when T is large, the inclusion of time dummies consumes

many degrees of freedom. In my model, 16 time dummies would beneeded, which

would result in relative inefficiency.

Including cubic splines avoids the problem of time dummies,but creates its own

issues. Splines force linearity on non-linear forms by creating knots at given points in
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the line. It is technically easy to create such variables in STATA, but the number and

location of these knots are left to the discretion of the analyst, however, and theory pro-

vides little guidance on where they should be. Carter and Signorino suggest using three

transformations of the duration time (linear, squared, andcubed) as an alternative to

time dummies and cubic splines. This creates a third-order Taylor series approximation

of the hazard. Using Monte Carlo simulations, they find that time cubed captures the un-

derlying hazard rate as well or better than time dummies or cubic splines. In the results

presented here, I follow their suggestions.

3.3.4 Competing Risk

Choosing the proper event history model depends on ones assumptions about

the possible ways for an event to occur. One must consider several questions. Can a

subject only “fail” once, or are they still at risk, even after the first event. If there can

be multiple failures, is the process expected to be the same or different for additional

failures? Secondly, the manner in which a subject fails can be important, such as whether

a politician leaves office via resignation, defeat, or not running for reelection.

The binary cross-sectional time-series approach outlinedby Beck, Katz and

Tucker (1998) looks only at first spells and no longer includes additional observations

in the dataset once the dependent variable switches from 0 to1. This makes sense in

the context of biomedical research where patients either die or remain living at the end

of the study, but do not die then return to life only to die again. In the social science

context, however, the repeated events or failures are numerous. This is problematic, as,

“most duration models of policy adoption focus on single-spell processes, which not

only leads to a loss of information but potentially to contradictory conclusions when

comparing results of multiple events models.”(Jones and Branton, 2005, p. 421)

Both repeated events and competing risks are important considerations for my

model specification. Looking at the data, there are some countries that move from not

allowing deposits to allowing them fully, without ever allowing restricted deposits. Oth-

ers liberalize partially and then liberalize again to unrestricted deposits. Some remain at

restricted deposits, while some enter the dataset already at restricted deposits and even-

tually liberalize fully. There are also a few instances where governments reverse their
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policies and increase restrictions.

Clearly, then, governments can experience multiple failures and have multiple

choices in terms of regulatory choices. The key is balancingthe realism of the model

with the demands on the data and model assumptions. In the results presented in Sec-

tions 3.4.1 and 3.4.2, I stick to the single-spell approach outlined in Beck, Katz and

Tucker before presenting the competing risks results in Section 3.4.3. This reduces the

repeated events problem by focusing only on the choice to liberalize completely, but

fails to deal with the competing risks issue.

The models presented above, however, fail to capture the choice structure that

politicians actually face. Solutions to this problem do exist. Box-Steffensmeier and

Jones (2004) note that for continuous-time models, “destination-specific” hazard models

allow for competing risks and are conditioned on the prior state of the subject. For the

discrete time approach I use here, a multinomial logit approach produces similar results.

This approach:

is essentially a series of “linked” logit models. So it therearek possible
events (destinations, outcomes, states) that an observation is at risk of expe-
riencing, the MNL [multinomial logit] model estimatesk-1 logit models to
obtain parameter estimates on the type-specific or destination-specific haz-
ard (in the latter case, one would first condition on the stateoccupied at the
start time of the analysis). Thek-1 logits produced by the MNL model are
interpretable as logit models.(Box-Steffensmeier and Jones, 2004, p. 173)

The multinomial-logit approach to competing risks assumesthat the baseline hazards are

independent of each other, conditional on covariates. If this assumption does not hold,

the model is much more complicated. The danger here is that there is some unknown

and unincluded variable that violates this assumption. I donot think this is likely to

be an issue, but it does increase my hesitation to use the MNL approach as my main

analysis.

In this approach, I begin with just those countries that enter the dataset not al-

lowing deposits at all. The dependent variable can take on three possible values: 0 when

not allowing deposits at all, 1 in the year in which they switch to restricted deposits,

and 2 if they switch the allowing unrestricted deposits. Once a country switches to re-

stricted or unrestricted deposits, it no longer contributes additional observations to the



85

dataset. This allows for a more realistic model of the choices facing governments that

have not liberalized at all. However, since the partially liberalized countries leave the

dataset, it does not deal with the repeated nature of liberalization to unrestricted deposits.

Moreover, while a country that allows unrestricted deposits is also at risk to reverse the

liberalization process, this choice is not included in the process, as countries drop out

once they allow unrestricted deposits and those countries that had entered the dataset

allowing unrestricted deposits are not included in the sample.

3.4 Results

In Section 2.5.1, I outlined two groups of hypotheses related to the relationship

between political responsiveness and liberalizing FC deposit accounts. Section 3.4.1

presents the empirical results of the political responsiveness hypotheses focusing only

on the choice to allow unrestricted deposits, while Section3.4.2 presents the results for

the responsiveness hypotheses related to restricted deposits, and Section 3.4.3 presents

the results of a competing risks model that allows for testing both sets of hypotheses

simultaneously.

3.4.1 Full Liberalization

As discussed above, the logic of the selectorate/winning coalition model should

also apply to the structure of regulatory decisions, which can take forms that resem-

ble public goods, in terms of their non-excludability, or targeted, private goods. Unre-

stricted FC deposits resemble public goods, in the sense that access to these deposits

is non-excludable. Cross sectionally, then, I would expectthat politicians that rely on

larger winning coalitions should be more likely to adopt regulations with characteristics

resembling public goods. This argument yields Hypothesis 1:

Hypothesis 1 The probability of full liberalization is higher when politicians must rely

on broad political support.

As a static measure, the size of the winning coalition makes useful predictions

about cross-sectional variation in policy outcomes, but has little to say about tempo-
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ral variation in choices by politicians over time. Changes in policy could be most

likely when the institutional context has changed, creating the need for politicians to

attract new, additional supporters. Thus, Hypothesis 3 focuses on the potential effects

of changes in the size of the winning coalition.

Hypothesis 3 The probability of full liberalization is higher when the needed scope of

political support has expanded.

The incentive effects of the size of the winning coalition, however, can affect

the supply side of public policy, but are silent in terms of what specific issue area con-

stituents care about and when they might apply pressure for particular policy changes.

While there may always be latent groups that would benefit from access to FC deposit

accounts, the benefits of such accounts to these groups, and the resulting potential in-

crease in supporters for politicians, should be highest when the need for individuals to

shift to dollars is highest, i.e., when macroeconomic conditions are unstable. Thus, the

effect of the size of the winning coalition could be contingent on the demand for access

to FC deposits, which yields Hypothesis 4:

Hypothesis 4 The probability of full liberalization is highest when politicians are re-

sponsive to a broad coalition and macroeconomic conditionsare unstable.

As noted above, this situation is conditional upon the provision of credible policy

commitments; hence, Hypothesis 6:

Hypothesis 6 The probability of full liberalization to unrestricted deposits is highest

when politicians respond to a broad coalition and respect property rights.

Table 3.3 presents the regression results for the responsiveness hypotheses, be-

ginning with the basic economic model, expanding to includethe control variables, then

the institutional variables without interactions, and concluding with the full model with

the interaction terms.6

The results of the simple economic model are somewhat mixed,in terms of

meeting the expectations. Unsurprisingly, per capita GDP is both positive and highly

6For ease of presentation, I suppress the results for the timevariables and the constant. Full versions
of the results can be found in A.
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Table 3.3: Unrestricted Deposits: Political Responsiveness Hypotheses (Logit Results)

Variables Basic Basic+ Institutional Interaction
Economic Controls Variables Variables

Basic Economic Variables
Restricted Deposits -0.168 -0.281 -0.349 -0.228

(previous year) (0.342) (0.516) (0.549) (0.571)
Log GDP 0.306** 0.528** 0.410 0.383

(Per Capita) (0.127) (0.243) (0.349) (0.367)
Exports -0.0276** -0.0232 -0.0265* -0.0246*

(% of GDP) (0.0122) (0.0158) (0.0151) (0.0149)
Population(log) -0.0580 0.268 0.311 0.356

(0.0838) (0.227) (0.242) (0.256)
Log M2(% of GDP) 0.230 0.802 0.830 0.661

(0.234) (0.498) (0.597) (0.591)
Inflation Variability -0.805** -1.433** -1.580** -4.150***

(log CPI, 5-year Std. Dev..) (0.349) (0.590) (0.694) (1.556)
Inflation Level 0.104 0.292 0.153 0.0771

(log CPI, 5-year Moving Ave.) (0.124) (0.274) (0.274) (0.260)
Institutional Variables

Size of Winning Coalition -0.986 -8.050**
(1.098) (3.162)

Change in Size of 0.325 0.538
Winning Coalition(3 years) (0.802) (0.865)

Quality of Legal System -0.0674 -0.806**
(0.238) (0.394)

Interaction Variables
Inflation Variability x 4.368*

Size of Winning Coalition (2.484)
Quality of Legal System x 1.207**

Size of Winning Coalition (0.534)
Control Variables

Capital Account Openness -0.625** -0.537** -0.577**
(0.249) (0.261) (0.252)

Change in Capital Account 0.643 0.533 0.499
Openness(previous year) (0.441) (0.421) (0.412)

Export Market 0.0314* 0.0254 0.0286
Concentration(Top 3) (0.0174) (0.0195) (0.0200)

Foreign Direct Investment 0.00968 0.0368 0.0421*
(% of capital formation) (0.0188) (0.0225) (0.0245)

Worker Remittances 0.00359 0.00383 0.00316
(per capita) (0.00416) (0.00429) (0.00417)

External Debt -5.05e-05*** -5.16e-05** -5.06e-05**
(previous year) (1.83e-05) (2.34e-05) (2.14e-05)

Regional Diffusion 2.004 2.617 2.871
(previous year) (2.494) (2.755) (3.007)

Signed IMF program 1.170*** 0.981** 1.001**
(previous year) (0.422) (0.479) (0.485)

Official Reserves 5.31e-05 3.65e-05 2.83e-05
(5-year Standard Deviation) (7.93e-05) (9.18e-05) (0.000106)

Nominal Exchange Rate 6.829* 6.332** 5.110*
(previous year monthly std. Dev.) (3.641) (2.880) (2.901)

De Jure Exchange Rate Peg -1.061** -1.254** -1.408**
(previous year) (0.484) (0.590) (0.615)

Banking Crisis(previous year) 0.169 0.299 0.342
(previous year) (0.441) (0.477) (0.482)

Observations 931 717 558 558
Pseudo Log Likelihood -187.8 -113.4 -96.63 -94.05
Pseudo R2 0.0766 0.222 0.229 0.250
Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1
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significant. As the model expands, however, the significancedisappears once the in-

stitutional variables are included, while the direction ofthe relationship stays positive.

The size of the export sector, while significant at the .05 level, is negatively associated

with complete liberalization. However, the significance weakens to just the .1 level once

additional variables are included.

Neither the size of the population nor the size of the bankingsystem were statis-

tically significant, although both had a negative sign in thebasic model, before flipping

to positive (but insignificant) in the remaining specifications.

Surprisingly, the variability of inflation is negatively associated with allowing

unrestricted deposits and highly statistically significant, while the level of inflation is

positive, but insignificant. The magnitude of the inflation variability coefficient in-

creases slightly across the different specifications, withthe largest effect in the com-

plete model. This result is less of a surprise, however, oncethe political variables are

introduced, as I discuss below.

The results for my main explanatory variables, while somewhat mixed, meet my

expectations for the most part. In the third model, with the institutional variables by

themselves, the institutional variables are either in the right direction, but statistically

insignificant, as in the case of the change in the size of the winning coalition, or in-

significant, but in the opposite direction, in the case of thesize of the winning coalition

and the quality of the legal system.

In terms of Hypothesis 1, I am unable to reject the null hypothesis that there is

no relationship between the size of the winning coalition and adopting unrestricted de-

posits. In the complete specification, with the interactionterms, the sign on the coeffi-

cient remains negative, but becomes statistically significant. However, the interpretation

of this variable by itself is complicated by its use in the interaction term. The coefficients

of the constituent terms of an interaction effects are oftennot of much substantive use

for hypothesis testing(Braumoeller, 2004). Because of thepresence of the interaction

term, the coefficients of the constituent terms represent the effect of one variable when

the value of the second variable is at zero. Thus, the coefficient on the size of the win-

ning coalition applies only to those situations where inflation variability is zero. While

this is a theoretically possible outcome, it does not occur in any of the country-years in
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the sample.

In neither of the specifications in which it is included does the change in W

from three years previous yield a significant result, although the sign is in the expected

positive direction. Thus, I cannot reject the null hypothesis for Hypothesis 3 that there

is no relationship between the change in the size of the winning coalition and allowing

unrestricted deposits. This could be the a result of the relative stability of the size of the

winning coalition in most countries. In the estimate sample, almost 83% of the country-

year oberservations experienced no change in the size of thewinning coalition in the

previous three years, with an additional 5% experiencing a negative change.7

Similar to the size of the winning coalition, the quality of the legal system by

itself was negative, but insignificant. Once the interaction term was included, however,

the legal variable by itself remained negative, but became statistically significant at the

.05 level. When included in the interaction term, the interpretation of the legal variable

by itself is when the size of the winning coalition is equal tozero. As described in

Table 3.2, when political responsiveness is very narrow andproperty rights are protected,

unrestricted deposits should be unlikely. Thus, the negative sign is in line with my

expectations. And as we will see in the next two sections, thedecreased probability of

unrestricted deposits is accompanied by a similar increasein probability of restricted

deposits.

My key explanatory variables for Hypotheses 4 and 6, the interaction terms high-

lighted in the fourth column of Table 3.3, are both positively and significantly related to

allowing unrestricted deposits, as expected. Interpreting the significance and magnitude

of the interaction effect, however, is not as straightforward as non-interacted terms, as

one cannot simply look at the coefficient and standard error to determine if one can re-

ject the null hypothesis(Brambor, Clark and Golder, 2006).The best way to do this is to

present the marginal effects graphically, which I do in Figures 3.1 and 3.2.8 Figure 3.1

is relevant for Hypothesis 4 relating the interaction of inflation variability and the scope

7In an alternative specification not reported here, I converted the variable to a dummy variable that
took the value of 1 if there was a positive change in the size ofW and a zero otherwise. This variable was
positive and just barely significant at the .10 level.

8I created the graphs using a modified STATA code related to Brambor, Clark and Golder (2006),
located athttp://homepages.nyu.edu/~mrg217/interaction.html The code is similar
(see Appendix A for sample code), but uses CLARIFY (Tomz, Wittenberg and King, 2003) to produce
the simulated probabilities.
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of political support, while Figure 3.2 tests Hypothesis 6 onthe interaction of respect

for property rights and the size of the scope of political support. The graphs show the

marginal effect on the predicted probability of allowing unrestricted deposits of increas-

ing one of the constituent parts of the interaction one standard deviation from the mean,

across the range of the other part of the interaction9

The top graph in Figure 3.1 shows that increasing the variability of inflation

actually reduces the predicted probability of unrestricted deposits for most values of

the size of the winning coalition. However, at the higher values of W, this negative

change gets smaller, and at the largest value of W10 the change in predicted probability

becomes positive. At the minimum value of W, increasing the inflation variable one

standard deviation above the mean decreases the predicted probability by just over one

percentage point, while at the maximum value the same changein inflation variability

increases the predicted probability about 2.5 percentage points. This result is significant

across the range of values of W11, as the 95% confidence intervals are both above the

zero line for all values of W.

On face value, these changes may not appear especially large. However, given

the binary time-series cross-sectional set up of the data, the dependent variable is almost

entirely 0s, with the value of 1 being relatively rare. In this sample, just over 5% of

the country-year observations of the dependent variable have a value of 1. In any given

year, the probability of a country liberalizing is relatively small, so the magnitude of the

marginal effects here are substantively meaningful.

The bottom graph in Figure 3.1 comes from the same interaction term, but shows

the marginal effect of increasing the size of the winning coalition one standard deviation

from the mean, as the value of inflation variability increases. In this case, the positive

relationship of the interaction term is easier to see.12 At the very lowest levels of insta-

bility, increasing the size of the winning coalition decreases the predicted probability.

As the amount of variability increases, however, the positive effect of increasing the

9The effects of the interaction are significant at the .05 level for those ranges of the x-axis where the
upper and lower bounds are both above or both below the zero line.

10Representing approximately 12% of the sample
11Except where the line crosses the x-axis, around .85. However, the variable W takes on discrete values

of 0, .25, .5, .75, and 1, so a lack of significance at the range around .85 is substantively meaningless.
12While the x-axises are different, the scale of the y-axises are the same, allowing for comparison.
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Table 3.4: Full Liberalization: Predicted Probabilities (Inflation * Scope of Political
Response)

Scope of Political Support
Narrow Broad

Inflation Low 4.45% 4.70%
Variability High 1.32% 3.35%

winning coalition becomes steadily larger. While the magnitude appears much larger

than the marginal effect of the size of the winning coalition, the mean value of infla-

tion variability is around 0.59, with a standard deviation of 0.5; thus, the substantive

magnitude is also around three percentage points.

Thus, I can reject the null hypothesis of Hypothesis 4 that there is no relationship

between the joint presence of macroeconomic instability and broad political responsive-

ness. However, in terms of real-world, substantive meaning, it is only at the most broad

levels of responsiveness that this relationship yields a positive change in the predicted

probability, as opposed to just a smaller negative change.

The graphs in Figure 3.1 do a good job of presenting each side of the interaction,

but to test the propositions outlined in Table 3.1, I createdpoint predictions for each

combination of the interaction term. To give a feel for the common effects of the inter-

action term, the point estimates were created with a value of0.25 for the narrow value

of W and a value of 0.75 was used for the broad scope of support.Inflation variability

was set at the 25th and 75th percentile for the low and high rows, respectively, while the

quality of the legal system was set at the 75th percentile to be comparable with Table 3.5

below.

As presented, however, the point predictions do not match upwell with my pre-

dictions in Table 3.1, as the most likely situation for unrestricted deposits, 4.70%, ended

up where inflation variability was low and political supportbroad. Even more surpris-

ingly, the second highest predicted probability, 4.45%, occured with low variability and

narrow support, where I expected no deposits to be allowed atall. Nevertheless, when

comparing across the rows, holding the level of inflation variability constant, increas-

ing the size of the winning coalition does increase the predicted probability of allowing

unrestricted deposits; by more than 250% in the case of high variability.
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However, as Figure 3.1 above shows, it is only at the broadestlevel of support

(where W = 1) that the change in predicted probability is actually positive. Rerunning

the simulations when the value of W is set to one results in theexpected outcome where

the highest predicted probability occurs with the combination of high levels of infla-

tion variability and broad political support. The combination of broad support and low

variability has the next highest predicted probability, followed by narrow support/low

variability.

Additionally, the results presented here treat countries not allowing any deposits

at all the same as those allowing them with restrictions. This is important, as I discuss

later in the results presented in Chapter 5; countries that start off allowing restricted

deposits react very differently to unstable macroeconomicconditions, preferring to lib-

eralize completely during periods of low inflation variability. The competing risk re-

sults, presented below in Section 3.4.3, which only includethose countries that begin

not allowing any deposits at all, the point predictions fit myexpectations much better.

Moving on to the second interaction term, Figure 3.2 allows agraphical testing of

the interactive relationship between property rights protection and political responsive-

ness predicted in Hypothesis 6. The top graph shows the marginal effect of increasing

the quality of the legal system one standard deviation abovethe mean, as the size of the

winning coalition changes. As expected, increasing the quality of the legal system when

politicians are responsive to a narrow population (i.e., when W is small) reduces the

predicted probability of unrestricted deposits. As the scope of responsiveness increases,

however, the same increase in the quality of the legal systemmakes full liberalization

more likely. At the moderately-high and maximal values of W,the change in predicted

probability becomes positive, with a magnitude around fourpercentage points when the

size of the winning coalition takes a value of one.

The bottom graph in Figure 3.2 shows the marginal effect of increasing the size

of the winning coalition one standard deviation from the mean across the observed val-

ues of the quality of the legal system. Again, the expected relationship and significance

is revealed. When the legal system is especially weak, increasing the scope of polit-

ical responsiveness reduces the predicted probability of allowing unrestricted deposits

by around eight percentage points. As the legal system improves, the negative change
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in predicted probability gets smaller; the change becomes positive at the highest levels.

This relationship is significant at the .05 level for most values of the quality of the legal

system, except toward the end whenlegal takes on the values 7.3-7.5.

Here again, I can reject the null hypothesis of Hypothesis 6,that there is no

relationship between the joint presence of respect for property rights and broad-based

political responsiveness and allowing unrestricted deposits. Substantively, however, the

universe of cases where this relationship leads to actual positive outcomes (rather than

decreasingly unlikely ones) is relatively small. In other words, individuals are highly

suspicious of their political leaders and set the bar high for the conditions of my argu-

ment to hold.

Table 3.5 presents point predictions, with the quality of the legal system set at its

25th and 75th percentile and with W again set at 0.25 and 0.75,other variables held at

their mean, except for the level of inflation variability, which is set at its 75th percentile

as well. I do this to be consistent with the Table 3.4 above, and to obtain results for

the responsiveness variables when there would, theoretically, be constituent demands to

which politicians could respond.

Here the point predictions are more in line with my expectations, with broad re-

sponsiveness and credible property rights protection yielding a 3.47% probability of full

liberalization in a given year, although the difference between the predicted probabil-

ity of broad support/credible property rights and narrow support/non-credible property

rights is not large.13 Nevertheless, switching from the cell of narrow to broad respon-

siveness, when property rights are respected, increases the predicted probability by more

than 150%. When support is broad-based, moving from non-credible to credible prop-

erty rights increases the predicted probability by around 50%.

The relatively high probability of unrestricted deposits when responsiveness is

narrow and property rights weak is somewhat puzzling. My interpretation of this result

is that politicians in this situation would essentially be “gambling for resurrection,” in

that they would not expect much political benefit from their narrow group of supporters

for allowing restricted deposits, as those supporters would be unlikely to take advantage

of the accounts. Thus, by allowing unrestricted deposits they may be able to lure a few

13Again, rerunning the simulations with the broad value of W set to one magnifies the difference and
results in a point prediction almost twice as high (5.84% vs.3.4%).
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Table 3.5: Full Liberalization: Predicted Probabilities (Quality of Legal System * Scope
of Political Support)

Scope of Political Support
Narrow Broad

Property Rights Yes 1.39% 3.47%
Credibility No 3.33% 2.22%

unsuspecting individuals to place their funds in these vulnerable accounts. Again, the

results from the competing risk model below suggests that this may indeed be the case.

The control variables included in the model suggest that some of the received

wisdom on capital account liberalization applies to the process of FC deposit liberaliza-

tion, but the application of these lessons is not perfectly straightforward.

While the level of capital account openness achieves significance at traditional

levels, it is somewhat surprising that the sign is negative;meaning the more open a

country’s capital account is currently, the less likely it is to allow unrestricted deposits.

Change in the level of openness has a positive sign, but neverreaches statistical signif-

icance. These results could indicate that countries with more open capital accounts are

better able to access international capital, precluding the need for politicians to attract

domestic owners of capital. On the demand side, it could alsomean that it is easier

for the median citizen to access overseas bank accounts, reducing (although necessarily

eliminating) the relative gain of having domestic FC deposit accounts.

Neither the level of export concentration, foreign direct investment, or worker

remittances achieved statistical significance, although all had positive signs on their

coefficients.

The level of external debt is consistently negative and significant, which lends

some credence to first interpretation of capital account openness discussed above. Rather

than implying that higher levels of debt create a need for governments to have access to

foreign currencies for debt service, this result suggests that when a government is able

to tap into international capital markets (thus accumulating external debt), there is less

pressure to entice domestic owners of capital to bring theirforeign currencies into the

formal banking sector.
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The role of external influence fails to provide a consistent story. In line with

the extant literature on policy diffusion, the regional diffusion variable has the expected

positive sign, but is not statistically significant. On the other hand, countries that have

signed an agreement with the IMF in the previous year are morelikely to adopt unre-

stricted deposits. The magnitude and direction of this relationship remains relatively

constant across the different specifications. Thus, it appears that while this particular

regulation only affects a domestic audience, there are someexternal forces that influ-

ence the decision.

Instability of official reserves, as measured by the five-year standard deviation of

reserves, is sensitive to model specification, as it starts with a positive sign, but switches

to negative once the institutional and interaction terms are included. In each case, how-

ever, it fails to achieve statistical significance. This could be the result, however, of

including a measure of nominal exchange rate variability and the presence of a pegged

exchange rate. Variability in reserves could indicate periodic intervention in the for-

eign exchange market to maintain an exchange-rate peg. The de jure presence of a peg

reduces the probability of adopting unrestricted depositsand is statistically significant

at the .05 level. So, while variability in reserves may indicate an unstable economic

situation, it can also indicate normal operation of a fixed exchange-rate system.

Given the discussion in Chapter 2 about the economic determinants of dollar-

ization, a more appropriate variable to consider could be variability in the nominal ex-

change rate. As expected, a higher standard deviation in theprevious-year’s monthly

nominal exchange rate is positively associated with allowing unrestricted deposits. The

results, however, are only significant at the .1 level. Finally, the presence of a banking

crisis in the previous year has a positive relationship, butdoes not approach standard

levels of significance.

The remaining significant coefficients from the logit analysis are not directly or

clearly substantively interpretable, in terms of the magnitude of the effects of the vari-

ables; thus, I used the STATA program Clarify (Tomz, Wittenberg and King, 2003) to

produce simulated first differences in predicted probabilities, which are reported in Ta-

ble 3.6. Given the non-linear relationship between independent variables and predicted

probabilities in logit models, the predicted probabilities depend on the set values of the
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Table 3.6: Predicted Probabilities for Unrestricted Deposits: Political Responsiveness
Hypotheses

Unrestricted Deposits
Variable(+1 Std. Dev. from mean) ∆ Predicted Prob. Lower Bound Upper Bound
Inflation Variability -2.72 -9.97 -0.34
Quality of Legal System -1.73 -6.44 0.07
Capital Account Openness -1.32 -4.05 -0.17
External Debt(previous year) -3.00 -8.20 -0.52
Signed IMF Program(previous year) 5.01 0.35 14.61
De Jure Exchange Rate Peg(previous year) -2.39 -7.11 -0.28

other explanatory variables in the model. I hold the continuous variables at their mean,

the time variables at their median values, and IMF program, de jure peg, and banking

crisis at 0. I increased the variable of interest one standard deviation from its mean and

report the change in predicted probability, as well as 95% confidence intervals.

As noted above, the interpretation of the inflation variableby itself is compli-

cated by its use in the interaction term. While the inflation term by itself is signifi-

cant, the coefficients of the constituent terms of the interaction effects are often not of

much substantive use for hypothesis testing(Braumoeller,2004). Because of the pres-

ence of the interaction term, the coefficients of the constituent terms represent the effect

of one variable when the value of the second variable is at zero. In my sample, approx-

imately 10% of the sample has a winning coalition of size 0, sothis result does have

some real, substantive meaning, albeit bounded. In those countries with the smallest

possible winning coalition, increasing the five-year standard deviation of logged CPI re-

duces the probability of allowing unrestricted deposits byaround 2.72 percentage points.

Similarly, in those cases where politicians respond to the narrowest possible coalition,

increasing the quality of the legal system reduces the predicted probability by 1.73 per-

centage points.

The remaining predicted probabilities are directly and substantively interpretable.

The level of capital account openness has a negative effect,with the predicted probabil-

ity falling by 1.32 points. Similarly, a one standard deviation increase in a country’s

external debt reduces the probability of full liberalization by three points. The external

variable of signing an IMF agreement has the largest effect of the significant variables,
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increasing the probability by just over five percentage points. Finally, the presence of a

fixed exchange-rate system reduces the predicted probability by 2.39 percentage points.

Thus, while my key explanatory variables are not the only forces that matter, the mag-

nitude of their effects on the probability of allowing unrestricted deposits is on par or

above the effects of the other significant variables. In other words, the effects are signif-

icant in both the statistical and substantive sense.

In this section I have focused my empirical analysis on the choice to allow unre-

stricted FC deposit accounts, regardless of the starting point of liberalization. The results

did not support the role of the institutional variables by themselves, as discussed in Hy-

potheses 1 and 3. However, there was support for the contingent nature of the effect of

these variables in the multiplicative interactions contained in the complete model and

discussed in Hypotheses 4 and 6. The magnitude of these effects, while constrained in

their applicability to the largest levels of the size of the winning coalition, does suggest

that the choice of unrestricted deposits depends, to some extent, on to whom politicians

are responsive. In the next section I continue the discussion of the empirical results on

responsiveness by focusing only on the choice of moving fromnot allowing any deposits

at all to allowing deposits with restrictions.

3.4.2 Restricted Deposits

In this section I present results for the responsiveness hypotheses focusing only

on those countries that make the shift from not allowing any deposits at all to allowing

them with restrictions. Specifically, the argument developed in Chapter 2 yielded the

following hypotheses related to the choice of allowing restricted deposits:

Hypothesis 2 The probability of partial liberalization is higher when politicians rely

on narrow political support.

Hypothesis 5 The probability of partial liberalization to allow restricted deposits is

higher when politicians are responsive to a narrow coalition and macroeconomic con-

ditions are unstable.

Hypothesis 7 The probability of partial liberalization to restricted deposits is highest
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when politicians respond to a narrow coalition and respect property rights.

Hypothesis 8 The probability of allowing restricted foreign currency deposits is posi-

tively related to the size of the export sector.

The results in this section suggest that not only are governments that allow re-

stricted deposits responding to a narrower subset of the population, but also have dif-

ferent economic concerns than those governments that move directly to unrestricted

deposits. I explore the implications of this last point further in Chapter 5.

Table 3.7 presents the logit results for these hypotheses, beginning with the basic

economic model, then expanding to include the set of controlvariables, then adding the

institutional variables alone, and finishing with the full model, complete with interactive

terms.

Basic Economic Variables The results of the simple economic model are again some-

what mixed. Initially, the size of the population was the only significant variable, al-

though the sign was positive. The larger the population is, the harder I expect it would

be to enforce certain forms of restrictions, such as requiring some groups to surrender

their foreign currency receipts into FC accounts; thus, thepositive sign is surprising.

However, once the control variables are introduced, the sign flips to negative and the

statistical significance disappears. In the complete interactive model, it remains nega-

tive but is statistically significant.

The remaining variables in the basic economic model were sensitive to model

specification, with the direction and magnitude of coefficients depending on the model

in question. In the complete, interactive model, GDP per capita is negative, and barely

misses the traditional .05 cut for statistical significance. Wealthier countries on the

whole are probably less likely to adopt restricted deposits, but variation among wealthy

countries in the other relevant variables appear to matter more for the choice of restricted

deposits.

The size of the export sector is consistently negative, but only achieves statistical

significance in the final, interactive model. Thus, while I can reject the null hypothesis

of Hypothesis 8 that there is no relationship between the size of the export sector and

restricted deposits, the direction of the relationship is the opposite of my expectations.
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Table 3.7: Restricted Deposits: Political ResponsivenessHypotheses (Logit Results)
Basic Basic+ Institutional Interaction

Variables Economic Controls Variables Variables
Basic Economic Variables

Log GDP 0.147 -0.803 -0.812 -3.285*
(Per Capita) (0.310) (0.574) (0.680) (1.694)

Exports -0.00584 -0.0103 -0.0797* -0.135**
(%GDP) (0.0167) (0.0175) (0.0413) (0.0613)

Population(log) 0.308** 0.0433 -0.385 -1.304**
(0.144) (0.342) (0.491) (0.645)

Log M2 0.537 -0.124 0.334 -0.0302
(%GDP) (0.451) (1.074) (2.726) (3.231)

Inflation Variability -0.331 -0.520 0.897 -11.65**
(log CPI, 5-year Std. Dev..) (0.505) (0.847) (1.776) (5.670)

Inflation Level 0.0281 0.387 -0.640 -1.439
(log CPI, 5-year Moving Ave.) (0.152) (0.395) (0.754) (1.649)

Institutional Variables
Size of Winning Coalition 5.385** 74.87**

(2.605) (32.94)
Change in Size of -2.540 -15.02**

Winning Coalition(3 years) (1.786) (6.758)
Quality of Legal System 0.00768 9.656***

(0.732) (3.686)
Interaction Variables

Inflation Variability 27.21**
Size of Winning Coalition (13.40)

Quality of Legal System x -17.06**
Size of Winning Coalition (7.771)

Control Variables
Capital Account Openness -1.752* -3.221* -5.071**

(0.948) (1.816) (2.491)
Change in Capital Account 2.022* 4.026*** 5.718***

Openness(previous year) (1.081) (1.550) (1.857)
Export Market 0.00176 0.0164 0.0165

Concentration(Top 3) (0.0208) (0.0317) (0.0409)
Foreign Direct Investment -0.00694 0.0169 0.0708**

(% of capital formation) (0.0123) (0.0221) (0.0277)
Worker Remittances 0.0263** 0.0391 0.0731*

(per capita) (0.0117) (0.0366) (0.0444)
External Debt 1.59e-05 3.04e-05 0.000142

(previous year) (2.70e-05) (4.02e-05) (0.000109)
Regional Diffusion 17.27*** 21.36** 29.72***

(previous year) (5.519) (8.781) (9.058)
Signed IMF program(previous year) -0.997 -2.300 -3.464**

(previous year) (0.751) (1.483) (1.518)
Official Reserves 0.000621 0.000864 0.00273***

(5-year Standard Deviation) (0.000476) (0.000576) (0.00102)
Nominal Exchange Rate -4.421 66.34 0.243

(previous year monthly Std. Dev.) (9.379) (69.77) (104.2)
De Jure Exchange Rate 0.190 0.946 0.756

Peg (previous year) (0.877) (1.132) (1.428)
Banking Crisis(previous year) 2.153* 2.758 2.709

(previous year) (1.106) (2.570) (3.588)
Observations 382 261 186 186
Pseudo Log Likelihood -95.85 -47.56 -26.62 -21.59
Pseudo R2 0.128 0.349 0.512 0.604
Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1
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It could be, however, that the larger the export sector, the greater the collective action

problems faced by members of this group. It could also be thattargeted, private-good

like regulations are less effective with especially large export sectors.

In the final model, inflation variability is both statistically significant and neg-

atively associated with allowing restricted deposits, although the magnitude of the co-

efficient is sensitive to specification and fluctuates acrossthe different models. As this

variable is included in an interaction term in this final model, the interpretation of the

variable by itself is limited to those instances where the the size of the winning coalition

is zero in the interaction takes a value of zero.

Overall, the basic economic variables by themselves do a relatively poor job of

explaining the choice of restricted FC deposits. Once the political-economic variables

are included, however, their performance improves. Thus, the basic variables driving

unofficial dollarization do not appear to be the main determinants of governments al-

lowing FC deposits. Consistent with economic theories of Optimal Currency Areas,

“politics” (even loosely defined), still matters.

Institutional Variables The third model introduces the institutional variables; counter

to my expectations, the larger a government’s winning coalition, the more likely they are

to adopt restricted deposits. Once the interaction terms are included, the significance

remains at the .05 level. In the end, this is substantively meaningless, as it only pertains

to those situations where the quality of the legal system hasthe value of zero. However,

that variable can only take on non-zero values, meaning thisspecific situation cannot

exist in the dataset. Moreover, due to problems with missingdata, the sample size in

the complete model falls to 186 country-years (country N = 21). The distribution of

W in this sub-sample, however, is more skewed than the full sample, with 77% of the

observations of W being .5 or less and a maximum value of .75. In this case, the “higher”

levels of W are not indicitive of the broader range of the possible values of W, as the

subsample used in Section 3.4.1 has 50% of the observations with the upper values of .75

and 1. Thus, while I can reject the null hypothesis that thereis no relationship between

narrow political responsiveness and the adoption of restricted deposits, the direction of

the relationship supports the opposite conclusion of Hypothesis 2.
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On the other hand, the sign for the change in the size of the winning coalition

is negative and is statistically significant in the completely specified model, once the

interaction of the size of the winning coalition and qualityof the legal system is in-

cluded. So, while the cross-sectional variation in the sizeof the winning coalition by

itself does not support my argument, the temporal variationwithin countries suggests

that the institutional logic of the selectorate is still at work.

Interaction Variables The interaction variables, however, present some on-face-value

confusing results, as they have opposite signs, while my expectations were that they

should both be negative. The interaction of inflation variability and size of the winning

coalition has a positive relationship and the interaction of the quality of the legal system

and size of the winning coalition having a negative sign. Again, I would attribute this

to the sample bias, in terms of the size of the winning coalition. As the results in the

previous section showed, the net-positive effects were limited to those countries with the

broadest scope of political response, countries that neverended up choosing restricted

deposits. A second, more substantive reason could have to dowith the different effects

of inflation variability versus the inflation level. In a different specification interacting

the size of the winning coalition with the five-year moving average of logged CPI infla-

tion, the results produced a negative and significant relationship. In the results presented

here, however, the inflation level by itself is negative, butnot close to statistically sig-

nificant. Given my findings in Chapter 5 that movement from restricted to unrestricted

deposits is more likely when inflation variability is small.This suggests that, control-

ling for the scope of political responsiveness, governments that choose first to allow

restricted deposits are not only less concerned about creating credibility, but are also

more concerned with attracting/retaining capital. The discussion below of the control

variables suggests that this explanation may have some applicability.

Once again, to determine the significance and magnitude of the interaction ef-

fects, I produce graphs of the marginal change in predicted probabilities for hypothesis

testing(Brambor, Clark and Golder, 2006). I present the graphical results in Figures 3.4

and 3.3. The top graph in Figure 3.4 shows the marginal effectof increasing inflation

variability one standard deviation from the mean on the predicted probability of moving
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from not allow deposits at all to allowing restricted deposits, as the size of the winning

coalition increases. When the size of the winning coalitionis small, increasing inflation

variability makes allowing restricted deposits less likely by about 12 percentage points.

At the mid-level of W, increasing inflation variability increases the predicted probability

by about three percentage points. At the maximum level of W observed in the sub-

sample, 0.75, the same increase causes approximately a 25 percentage point increase in

the predicted probability.

The bottom graph in Figure 3.3 shows the same relationship, but graphing the

marginal effect of the size of the winning coalition, as the level of inflation variation

increases. Again, at the lowest levels of inflation variability, increasing political respon-

siveness reduces the chance of restricted deposits, while at high levels of variability, a

similar change increases the predicted probability. As variability increases, the size of

this change increases, before tapering off at the highest levels. While the magnitude

of this change seems much larger, the mean level of inflation variability is around .45,

with a standard deviation of .40. Thus, the mean effect wouldbe between two to three

percent, with most others falling in ranges similar to the effects of changing the size of

the winning coalition. Thus, I can reject the null hypothesis that there is no relationship

between the joint presence of narrow political support and macroeconomic instability,

although the direction of the relationship is the opposite as predicted in Hypothesis 5.

Table 3.8 provides point predictions for allowing restricted deposits for four per-

mutations of the interaction term. Contrary to my expectations, the highest predicted

probability is when inflation variability is low and political support narrow, with a pre-

dicted probability of 21%, followed next by high variability and broad support, with

17%. The lowest probability was when variability was low andpolitical support broad.14

When comparing across the rows, the move from narrow to broadresponsiveness re-

duces the predicted probability when inflation variabilityis low, but increases when

variability is high.

14These predicted probabilities are also driven by the overall lack of well-protected property rights
in the estimation sample. I produced the estimates setting the quality of the legal system at the 75th
percentile of the subsample, however the variable maxes outat just over six in the subsample; if I re-run
the simulations setting the value ofLegal at a high value representing true respect for property rights,
such as seven, the point predictions for restricted deposits are much higher when the scope of support is
narrow.
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Table 3.8: Restricted Deposits: Predicted Probabilities (Inflation Variability * Scope of
Political Support)

Scope of Political Support
Narrow Broad

Inflation Low 21.0% 12.3%
Variability High 16.1% 17.0%

I present graphs for the second interaction term in Figure 3.4, which reveal the

expected negative relationship and statistical significance. The top graph shows the

marginal effect of the size of the winning coalition as respect for property rights changes.

The predicted probability of adopting restricted depositscaused by an increase in the

size of the winning coalition at the minimum value of the quality of the legal system

increases the predicted probability of restricted deposits by around 70 percentage points

and the marginal effect decreases as the quality of the legalsystem increases, crossing

the zero line at around 5.5 on the quality of legal system scale. The magnitude of this

effect is particularly large, although I would qualify it tosome degree given the relatively

small sample size. These results are significant across the range of values of the quality

of the legal system, as the 95% confidence intervals are both below the zero line for all

values ofLegal.

In the bottom graph, I flip the variables, and show the change in the marginal

effect of increasing the quality of the legal system one standard deviation from the mean,

across the values of W. For the narrowest coalitions, increasing the legal system quality

increases the probability of adopting restricted depositsby 25 percentage points. The

marginal effect decreases monotonically as the size of the winning coalition increases,

reducing the predicted probability of restricted depositsby around five percentage points

by the time W reaches .75, the maximum value of W in the estimation sample. Thus, I

can reject the null hypotheses for Hypothesis 7, that there is no relationship between the

probability of adopting restricted deposits and the joint presence of respect for property

rights and a large winning coalition.

In Table 3.9 I present point predictions, once again, for thefour combinations of

respect for property rights and the scope of political support. As expected, restricted de-

posits are least likely, with a 1.48% probability, when political responsiveness is narrow
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Table 3.9: Restricted Deposits: Predicted Probabilities (Quality of Legal System *
Scope of Political Support)

Scope of Political Support
Narrow Broad

Property Rights Yes 9.12% 9.85%
Credibility No 1.48% 20.4%

and property rights are not respected. While I expected restricted deposits to be likely

when responsiveness was broad, but property rights not respected, it is somewhat sur-

prising that this situation produced the highest predictedprobability, 20.4%; more than

twice as much as when responsiveness was narrow and propertyrights respected. Again,

this is driven by the overall poor quality of legal systems inthe subsample. Setting the

quality of legal system to the 95th percentile of the subsample15, rather than the 75th,

increases the predicted probability of restricted deposits to 38% when political respon-

siveness is narrow and to 8% when responsiveness is broad. Thus, the process appears

to be driven as much, if not more, by non-credible governments that are moderately

responsive than credible, but narrowly-responsive governments.

Nevertheless, these results support my argument about the contingent nature of

regulatory decisions and concerns for credibility by both the rulers and the ruled. When

property rights protection is strong, increasing the incentives to provide public goods

makes the adoption of the private-good-like regulations less likely.16 As political re-

sponsiveness (and thus incentives to provide public goods)increase, however, the pos-

itive effect of increased credibility of property rights onthe predicted probability of

adopting restricted deposits declines. It appears then, that the institutional incentives to

provide public-goods-like regulations are, indeed, mitigated by the credibility of prop-

erty rights protection.

Control Variables In addition, and likely related to, the overall lack of credible prop-

erty rights in those countries choosing restricted deposits, the results of the control vari-

15A value around 5, which is not that extreme in the total sample.
16Given the structure of this dependent variable, I cannot saythat a large winning coalition and con-

strained executive makes adoption of public-goods regulations more likely, only that the private-goods
regulations become less likely
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ables suggest that different economic and external variables drive the choice of restricted

deposits, compared to unrestricted deposits.

The level of capital account openness comes up negative and significant in the

final specification. On the other hand, engaging in a process of capital account liberal-

ization makes restricted depositsmorelikely, as the change in the level of capital account

openness from the previous year is positive and highly statistically significant. It could

be the case, then, that those governments that have not already embraced international

capital markets are thus in need of, and looking to attract, more international capital via

capital account liberalization and may, simultaneously, deal with domestic owners of

foreign currency by creation of restricted accounts.

Concentration of export markets fails to achieve statistical significance and is

sensitive to model specification, switching from a negativeto a positive sign upon intro-

duction of the institutional variables. This lack of a result either way implies that having

a greater share of export receipts coming from a small numberof markets is unrelated

to demands for FC accounts. This could reflect the fact that firms in many develop-

ing countries tend to use the dollar as a “vehicle currency” to index their international

trade contracts(Fukuda and Ono, 2006). If one transacts in dollars across all or most

export markets, concentration of exports to fewer markets will have little effect on a

firms portfolio of foreign exchange needs and receipts; thus, reducing the connection of

concentration to FC deposit accounts.

The external finance variables yield different results thanthe analysis in Sec-

tion 3.4.1, which undermines the linear view of liberalization. Unlike the analysis of

unrestricted deposits, reliance on foreign direct investment (FDI) for capital formation

is both positive and significantly related to the adoption ofrestricted deposits at the .05

level. If a country’s economy is highly reliant on FDI as a source of capital, the gov-

ernment may also rely on restricted deposits as an attempt tocoerce the surrender of

foreign currency earnings into the formal banking sector.

In line with the story of Kubo (2007), remittances per capitabegins as positive

and statistically significant. However, in the complete interactive model, the signifi-

cance weakens to just the .1 level. Given the potential selection effects of stratifying the

data and focusing only on the move to restricted deposits, this result could imply that
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once I control for (lack of) credible property rights, that individuals in countries with

poor property rights protection are more likely to keep their remittances in the informal

economy and out of observation. The results of the competingrisks model discussed

in Section 3.4.3 below, however, suggest that the sensitivity of this finding is more the

result of sample size and selection effects.

Unlike the move to unrestricted deposits, partial liberalization does not appear

related to the level of external debt. The signs of the coefficients are consistently posi-

tive, but never achieve statistical significance. The magnitude of the effect fluctuates as

I control for additional variables.

This time, the regional diffusion variable performs as expected, both in terms of

direction and significance. The higher the proportion of a country’s region that allowed

unrestricted deposits in the previous year, the more likelya country is to allow restricted

deposits. The relationship is significant across the different models and the magnitude

increases institutional and interaction variables are included.

It is interesting, however, that the diffusion variable is significant for restricted

deposits, but is not for unrestricted deposits. The specificcausal mechanism of this vari-

able, however, remains unclear. My intuition is that since the broader economic effects

of FC deposits are still under investigation, the diffusionof such accounts allows politi-

cians to observe the effects in their neighbors prior to making any changes themselves.

This appears more likely than some sort of competitive pressure, as countries have dif-

ferent regulations for resident and non-resident accounts. Thus, just because a neighbor

allows its residents to open FC accounts, it does not mean that someone can walk across

the border and, as a non-resident, open up an account of theirown. This could create

agitation for deposits, however, if it were to raise expectations of citizens, who could

point to rights and privileges that their neighbors enjoyed. In response, a risk-averse

government could compromise by allowing restricted deposits.

Unlike the move to unrestricted deposits, where it was positive and significant,

the signing of an agreement with the IMF in the previous year is negatively associated

with adopting restricted deposits, and is statistically significant in the final, interactive

model. The magnitude and direction of this relationship remains relatively constant

across the different specifications. This is consistent with the IMF’s traditional charac-
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terization as a proponent of pro-market, “Washington Consensus” policies, which would

likely promote unrestricted, rather than restricted deposits.

Instability of official reserves, as measured by the five-year standard deviation

of reserves, has the expected positive sign, and is statistically significant at the .05 level

in the completely specified model. Moreover, unlike the the choice of unrestricted de-

posits, the presence of a de jure pegged exchange rate is not significantly associated

with the decision to allow restricted deposits, although the direction of the relation-

ship is positive. Thus, if variability in reserves indicates periodic intervention in the

foreign exchange market, the positive sign on variability of reserves could indicate gov-

ernments’ need for foreign exchange. Variability in the nominal exchange rate, which is

likely to matter more to private individuals and firms than togovernment officials, does

not have a significant relationship with restricted deposits, either. Finally, the presence

of a banking crisis in the previous year has a positive relationship but is not significant.

The difference in these findings from the results for unrestricted deposits sug-

gests that those variables that should increase the demand in the general population for

FC deposits of some sort have little effect, but that those things that affect the govern-

ment’s need to access foreign exchange increase the likelihood of restricted deposits. In

short, if the deposits benefit the public, they tend to be allowed without restrictions; if

they only (mostly) benefit the government, then they tend to be allowed with restriction.

For the most part, the magnitudes of the effects of the control variables are sim-

ilar to those of my key explanatory variables discussed above. In Table 3.10 I again

present the changes in predicted probabilities produced using the STATA program Clar-

ify (Tomz, Wittenberg and King, 2003) to produce simulated first differences. I hold the

continuous variables at their mean, the time variables at their median values, and IMF

program, de jure peg, and banking crisis at 0. I increased thevariable of interest one

standard deviation from the mean and report the change in predicted probability, as well

as 95% confidence intervals.

Again, contrary to my expectations, increasing the size of the export sector by

one standard deviation reduces the chances of restricted deposits by just over two per-

centage points. The size of a country’s population has a stronger magnitude of effect,

with a standard deviation change reducing the predicted probability by 3.48 points.



112

Table 3.10: Restricted Deposits: Predicted Probabilities(First Differences)

Restricted Deposits
∆ Predicted Lower Upper

Variable(+1 Std. Dev. from mean) Probability Bound Bound
Exports(% of GDP) -2.11 -21.86 -.0000000001
Population(Log) -3.48 -39.58 -.0000000002
Inflation Variability -0.73 -10.90 -4.66e-14
Change in Size of Winning Coalition -1.91 -18.85 -9.72e-10
Quality of Legal System 33.65 0.004 98.07
Capital Account Openness -2.35 -32.06 -8.50e-11
Change in Capital Account Openness(previous year) 3.01 2.31e-08 25.03
Foreign Direct Investment(% of Capital Formation) 4.29 5.70e-09 35.41
Regional Diffusion(previous year) 17.53 2.61e-07 84.70
Signed IMF Program(previous year) -2.92 -35.29 -9.80e-10
Official Reserves(Std. Dev.) 3.75 3.09e-08 31.70

When the size of the winning coalition is at its most narrow, increasing inflation variabil-

ity one standard deviation reduces the predicted probability by 0.73 percentage points,

while increasing the quality of the legal system in that caseincreases the predicted prob-

ability by 33 percentage points. Increasing the three-yearchange of the size of the win-

ning coalition reduces the probability by 1.91 points. A onestandard deviation increase

in the level of capital account openness reduces the likelihood of partial liberalization

by 2.35 points, while achangeof openness in the capital account from the previous year

increases the probability of partial liberalization by 2.86 points. Increasing reliance on

FDI increases the probability by 4.29 percentage points. The regional diffusion variable

has a large effect, increasing the predicted probability byover 17 percentage points.

Signing an agreement with the IMF in the previous year decreases the probability of

restricted deposits by slightly under three points. Finally, increasing the variability of

official reserves increases the predicted probability of restricted deposits by 3.75 per-

centage points.

The results in this section provide mixed support for my argument. Hypothesis 2

on the direct effects of the size of the winning coalition andHypothesis 5 on the joint

presence of narrow political responsiveness and macroeconomic instability are not sup-

ported, with the evidence supporting the effect opposite ofwhat I expected. Similarly

for Hypothesis 8, while there appears to be a relationship with the size of the export

sector, it is in the opposite of the expected direction. Nevertheless, my central argument

in Hypothesis 6 about the contingent nature of regulatory decisions is consistent with
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the regression results. The interaction of a large winning coalition and secure property

rights, proxied by the quality of the legal system, makes adopting restricted deposits less

likely.

The results here and in the previous section, however, are limited, in that the

binary nature of the dependent variable forces the analysisto separate the data based

upon the endpoint of policy change. While this makes less rigorous demands on the

data, it does sacrifice information contained therein, while also relying on a model of

choice that does not accurately portray the menu of options available to politicians.

Next, in Section 3.4.3 I test my hypotheses using the competing risks model, which

allows for countries to move from not allowing any deposits at all to either restricted or

unrestricted deposits.

3.4.3 Competing Risks

The results I have presented thus far suggest that the processes driving the choice

of FC deposit regulations, while having some overlap, do have some distinct characteris-

tics. However, by selecting cases based upon the dependent variable, these results could

be biased. To determine if this is the case, I present in this section the competing risks

results, based up multinomial, rather than binomal logit analysis. Using the alternative

specification strengthens my central argument, while changing the results of the control

variables on the margin.

Tables 3.11 and 3.12 reproduce the analysis of the responsiveness hypotheses,

allowing for the choice of either restricted or unrestricted deposits. For ease of readabil-

ity, Table 3.11 contains the results of just the final model specification, complete with

the interactive terms, while Table 3.12 includes all four models, beginning with the basic

economic model. As this is multinomial logit analysis, the results presented use zero, or

not allowing any deposits at all, as the base reference category.

Basic Economic Variables The level of economic development, as measured by per

capita GDP, is negatively associated with both the choice ofrestricted and unrestricted

deposits, though only statistically significant for the choice of restricted deposits. This is

mostly consistent with the previous results, where logged GDP was insignificant when
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Table 3.11: Competing Risks Results: Political Responsiveness - Interactive Model

Variables Restricted Deposits Unrestricted Deposits
Basic Economic Variables
GDP Per Capita(log) -4.234*** (0.925) -0.876 (0.655)
Exports(% of GDP) 0.0431 (0.0366) -0.0268 (0.0239)
Population(log) -1.645** (0.794) -1.112 (0.785)
Log M2 (% of GDP) 2.215 (1.642) 2.021 (1.398)
Inflation Variability (log CPI, 5-year Std. Dev..) 1.711 (1.566) -4.002* (2.068)
Inflation Level(log CPI, 5-year Moving Ave.) 1.038 (0.684) -0.121 (0.464)
Institutional Variables
Size of Winning Coalition 19.00 (15.77) -8.192 (4.986)
Change in Size of Winning Coalition(3 years) 0.502 (2.593) 1.353 (1.558)
Quality of Legal System 1.603 (2.386) -1.054* (0.632)
Interaction Variables
Inflation Variability x Size of Winning Coalition -1.277 (3.234) 3.517 (2.908)
Quality of Legal System x Size of Winning Coalition -2.902 (3.282) 1.552* (0.878)
Control Variables
Capital Account Openness -2.671* (1.380) -1.427*** (0.451)
Change in Capital Account Openness(previous year) 1.664 (1.669) 1.470*** (0.552)
Export Market Concentration(Top 3) 0.00223 (0.0401) 0.0287 (0.0449)
Foreign Direct Investment(% of capital formation) 0.0864*** (0.0289) -0.00281 (0.00653)
Worker Remittances(per capita) 0.114*** (0.0354) 0.0308 (0.0189)
External Debt(previous year) 0.000112*** (3.07e-05) 4.21e-05 (5.11e-05)
Regional Diffusion(previous year) 6.679 (4.997) 9.706 (7.674)
Signed IMF program(previous year) -0.955 (0.994) 0.610 (0.682)
Official Reserves(5-year Standard Deviation) 0.000780 (0.000837) -0.000169 (0.000521)
Nominal Exchange Rate(12-month std. dev.) 1.415 (4.705) 8.379** (3.625)
De Jure Exchange Rate Peg -0.988 (1.256) -1.447 (1.024)
Banking Crisis(previous year) 3.154** (1.356) 1.087 (0.948)
Observations 313 313
Pseudo Log Likelihood -70.25 -70.25
Pseudo R2 0.475 0.475
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table 3.12: Competing Risks Results: Political Responsiveness - All Models

Basic Economic Model Basic+ Controls Institutional Variables Full Interactive Model

Variables Restricted Unrestricted Restricted Unrestricted Restricted UnrestrictedRestricted Unrestricted

Basic Economic Variables
Log GDP -0.492** 0.392*** -1.531*** 0.181 -3.916*** -0.747 -4.234*** -0.876

(Per Capita) (0.199) (0.150) (0.473) (0.443) (0.970) (0.676) (0.925) (0.655)
Exports 0.0144 -0.0316** 0.0303 -0.0359 0.0468 -0.0301 0.0431 -0.0268

(% of GDP) (0.0125) (0.0160) (0.0257) (0.0309) (0.0340) (0.0279) (0.0366) (0.0239)
Population 0.141 0.00654 -0.129 -0.110 -1.443* -0.874 -1.645** -1.112

(log) (0.182) (0.158) (0.367) (0.422) (0.770) (0.838) (0.794) (0.785)
Log M2 0.541*** 0.262 0.823 0.696 2.257 2.261 2.215 2.021

(% of GDP) (0.196) (0.231) (0.979) (0.985) (1.574) (1.407) (1.642) (1.398)
Inflation Variability 0.106 -0.886* 0.799** -3.515*** 1.212** -2.591** 1.711 -4.002*

(log CPI, 5-year Std. Dev.) (0.363) (0.538) (0.361) (1.288) (0.518) (1.240) (1.566) (2.068)
Inflation Level 0.501*** 0.117 1.010*** -0.0843 1.089* -0.123 1.038 -0.121

(log CPI, 5-year Moving Ave.) (0.191) (0.210) (0.350) (0.412) (0.627) (0.476) (0.684) (0.464)
Institutional Variables

Size of Winning Coalition 5.106* -0.0486 19.00 -8.192
(2.989) (2.137) (15.77) (4.986)

Change in Size of 1.110 0.783 0.502 1.353
Winning Coalition(3 years) (2.255) (1.313) (2.593) (1.558)

Quality of Legal System -0.410 -0.0173 1.603 -1.054*
(0.489) (0.316) (2.386) (0.632)

Interaction Variables
Inflation Variability x -1.277 3.517

Size of Winning Coalition (3.234) (2.908)
Quality of Legal System x -2.902 1.552*

Size of Winning Coalition (3.282) (0.878)
Control Variables

Capital Account Openness -0.777 -1.002*** -2.908** -1.350*** -2.671* -1.427***
(0.478) (0.313) (1.450) (0.448) (1.380) (0.451)

Change in Capital Account 0.311 0.980** 1.906 1.372** 1.664 1.470***
Openness(previous year) (0.758) (0.473) (1.698) (0.575) (1.669) (0.552)

Export Market -0.0165 0.0361 -0.00947 0.0309 0.00223 0.0287
Concentration(Top 3) (0.0302) (0.0323) (0.0400) (0.0457) (0.0401) (0.0449)

Foreign Direct Investment 0.0133 -0.0117* 0.0749*** -0.00225 0.0864*** -0.00281
(% of capital formation) (0.0236) (0.00665) (0.0285) (0.00686) (0.0289) (0.00653)

Worker Remittances 0.0369*** 0.0174 0.100*** 0.0269 0.114*** 0.0308
(per capita) (0.0115) (0.0137) (0.0296) (0.0195) (0.0354) (0.0189)

External Debt 4.34e-05 -1.71e-05 9.76e-
05***

2.21e-05 0.000112*** 4.21e-05

(previous year) (2.92e-05) (3.14e-05) (2.72e-05) (6.00e-05) (3.07e-05) (5.11e-05)
Regional Diffusion 5.067 3.791 7.207* 8.732 6.679 9.706

(previous year) (4.357) (5.175) (3.677) (7.631) (4.997) (7.674)
Signed IMF program -0.230 1.568** -0.887 0.774 -0.955 0.610

(previous year) (0.685) (0.635) (0.813) (0.656) (0.994) (0.682)
Official Reserves 0.000248 0.000164 0.000744 -0.000129 0.000780 -0.000169

(5-year Standard Deviation) (0.000355) (0.000430) (0.000838) (0.000478) (0.000837) (0.000521)
Nominal Exchange Rate 2.567 10.07*** 0.789 9.600*** 1.415 8.379**

(12-month std. Dev.) (3.381) (3.557) (4.896) (3.667) (4.705) (3.625)
De Jure Exchange Rate Peg 0.689 -0.874 -0.960 -1.300 -0.988 -1.447

(previous year) (0.803) (0.711) (1.287) (1.011) (1.256) (1.024)
Banking Crisis 0.874 0.641 2.971** 1.096 3.154** 1.087

(previous year) (0.668) (0.670) (1.477) (0.956) (1.356) (0.948)
Observations 594 594 412 412 313 313 313 313
Pseudo Log Likelihood -199.9 -199.9 -113.2 -113.2 -72.17 -72.17 -70.25 -70.25
Pseudo R2 0.153 0.153 0.324 0.324 0.461 0.461 0.475 0.475

Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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looking just at the move to unrestricted deposits and the negative, but only slightly sig-

nificant, result in Table 3.7 for the move from no deposits to restricted deposits. Once

the additional option of unrestricted deposits was allowed, the negative relationship be-

tween population became strong enough to distinguish it from zero.

The size of the export sector does not achieve statistical significance for either

choice, although the signs of the coefficients are consistent with my expectations about

the effects of this variable. The size of the export sector ispositively associated with

restricted deposits, but negatively associated with the choice of unrestricted deposits.

The opposing signs are consistent with my expectations, butnot distinguishable from

zero.

The effects of population size are different, in that the variable is now statistically

significant for the choice of restricted deposits. The sign is negative for both choices,

but the results discussed above suggest that population size is more important in terms

of the enforcement costs of regulating currency use. Governments of large countries

appear to recognize this fact and are less likely to choose restricted deposits in the first

place.

Once again, the size of the banking sector is positive but insignificant for both

policy outcomes, once the additional control variables areintroduced.

The results for instability of inflation are consistent withprevious results as well.

The five-year standard deviation of logged CPI is positively, but insignificantly, associ-

ated with restricted deposits and negatively, but only significant at the .1 level for unre-

stricted deposits.

Institutional Variables By itself, the size of the winning coalition is positively related

to restricted deposits and negatively related to unrestricted deposits. This is opposite my

expectations for each choice, but not a concern, as neither relationship is statistically

significant for either outcome. Given the presence of the interaction term with the size

of the winning coalition, the insignificance of this term is understandable. Unlike the

results in Section 3.4.2, the change in the size of the winning coalition was positive

for each outcome, but not significant. Again, this is likely caused by the fact that this

variable just does not change that quickly or consistently to establish a significant result.
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Finally, the quality of the legal system, by itself, does notreach statistical significance,

although the signs are as expected (given its use in an interactive term), with a positive

sign for restricted deposits and a negative sign for unrestricted deposits.

Interaction Variables Unlike the results from the binomial analysis, the results of the

interaction terms are consistently in line with my expectations, as both are negatively

related to restricted deposits and positively related to unrestricted deposits. Figure 3.5

displays the graphical representation of the marginal effects of the first interaction term

composed of the variability of inflation and size of the winning coalition.

The top graph shows the marginal effect of increasing inflation variability by

one standard deviation above the mean as the size of the winning coalition is changed.

At the narrowest scope of political responsiveness, increasing the variability of inflation

reduces the probability of unrestricted deposits slightlyand increases the probability of

restricted deposits a little over two percentage points. Asthe size of the winning coali-

tion expands through the middle values, the marginal effecton each outcome decreases,

before increasing at the higher values.

The flat U-shaped relationship is different from my expectations, but not entirely

inconsistent. Again, it is only at the highest values of the size of the winning coali-

tion that the change in predicted probability of unrestricted deposits becomes positive.

Moreover, once the move to unrestricted deposits is included in the universe of choices,

higher levels of inflation variability combined with narrowresponsiveness now leads to

a positive predicted probability of restricted deposits. For the most part, as the size of

the winning coalition expands, this probability decreasesas well. Given that there were

no observed countries in the subset that moved to restricteddeposits while having a W

score of 1, this segment of the results has little substantive meaning.

The bottom graph shows the marginal effect of increasing thesize of the win-

ning coalition, as inflation variability changes. As expected, the marginal effect on

unrestricted deposits increases steadily as inflation variability increases; this effect is

statistically significant across all values of inflation variability. The effect on restricted

deposits is flat and insignificant for the lower values of inflation variability before in-

creasing and becoming significant once the standard deviation of inflation increases
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over 1.5. Substantively, less than 10% of the country years have a value over 1.5 for

inflation variability. Thus, there are only a few cases whereextreme volatility and a

broad winning coalition would lead to restricted deposits.This suggests that at the

highest levels of inflation variability, even a broadly responsive government may be so

concerned about citizens abandoning the domestic currencythat risk averse politicians

would choose restricted, rather than unrestricted deposits.

Thus, the graphical results show that in the competing risksspecification I can

reject the null hypotheses for the interaction of the scope of political responsiveness and

inflation variability discussed in Hypotheses 4 and 5.

Table 3.13 presents point predictions for common combinations of the size of the

winning coalition (set at .25 and .75) and inflation variability (25th and 75th percentile

of subsample), while the quality of the legal system is set atthe 75th percentile (5.4)

for all corners. As presented, the results for restricted deposits confirm my expectations,

with the highest predicted probability, 2.43%, occurring when political responsiveness is

narrow and inflation variability is high, while the lowest, 0.37%, occurs in the opposite

corner, when variability is low and responsiveness is broad.

The results for unrestricted deposits are not as directly inline with my predic-

tions as restricted deposits are. With political responsiveness set at 0.75, the most likely

combination for unrestricted deposits is when inflation variability is low. Once again,

running the simulations with the highest level of responsiveness and increasing the level

of inflation variability to the 90th percentile leads to predicted probabilities in line with

my expectations, where broad support and high variability has the highest predicted

probability. Thus, while each of these concepts exist in a continuum, where one draws

the cut point for broad vs. narrow matters for yielding pointpredictions in line with my

expectations. In this case, the cut points are relatively high.

I present the graphical results for the interaction of the quality of the legal system

and political responsiveness in Figure 3.6. The top graph shows the marginal effect of

the quality of the legal system, as the size of the winning coalition changes. At narrow

levels of the winning coalition size, increasing the quality of the legal system reduces the

predicted probability of unrestricted deposits by just under one percentage point while

increasing the probability of restricted deposits by around nine points.
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Figure 3.5: Competing Risks: Marginal Effect of Inflation Variability (Top) and Size of
Winning Coalition (Bottom)
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Table 3.13: Competing Risks: Predicted Probabilities (Inflation Variability * Scope of
Political Support)

Scope of Political Support
Narrow Broad

Inflation Low Restricted 1.71% 0.37%
Variability Unrestricted 1.71% 3.13%

High Restricted 2.43% 0.49%
Unrestricted 0.52% 1.88%

Following my expectations, the marginal effects converge as the size of the win-

ning coalition expands. At values for W of .75 and 1 the situation has flipped, and

increasing the quality of the legal system leads to a positive change in the chance of

unrestricted deposits and a negative change for the probability of restricted deposits. At

the broadest level of political responsiveness, increasing the quality of the legal system

one standard deviation from the mean increases the probability of unrestricted deposits

by just under five percentage points and decreases the probability of restricted deposits

by about two points. Thus, the effects of property rights protection are contingent on the

size of the winning coalition, with opposing effects at opposite ends of scale.

The bottom graph shows the companion graph, charting the marginal effect of

increasing the size of the winning coalition one standard deviation from the mean, as

the quality of the legal system changes. The effects of a standard deviation change of

the winning coalition are larger than for a standard deviation change of the legal system

quality. At the lowest levels of legal system quality, increasing the size of the winning

coalition increases the probability of restricted deposits by 15 percentage points and

decreases the chance of unrestricted deposits by around twopoints. In the middle values

of Legal, the marginal effect on each choice are both slightly positive. This makes

sense, as at the intermediate levels of property rights protection the expectations of both

citizens and rulers are most likely to be inconclusive, witheither outcome slightly, but

equally likely. At the highest values of the legal system variable, increasing the scope of

responsiveness increases the predicted probability of unrestricted deposits around eight

percentage points and decreases the probability of restricted deposits by about three

points.
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Table 3.14: Competing Risks: Predicted Probabilities (Quality of Legal System * Scope
of Political Support)

Scope of Political Support
Narrow Broad

Property Yes Restricted 2.16% 0.44%
Rights Unrestricted 0.50% 1.77%

Credibility No Restricted 0.10% 1.66%
Unrestricted 1.88% 1.25%

Again, with the competing risks results I can reject the nullhypotheses for Hy-

potheses 6 and 7.

The point predictions in Table 3.14 support several of my conclusions from the

binomial analysis. When property rights are respected and political responsiveness is

narrow, the predicted probability of restricted deposits is four times greater than that of

unrestricted deposits (2.16% vs. 0.5%). The predicted probabilities essentially reverse

when responsiveness is broad and property rights remain respected (0.44% vs. 1.77%).

Once again, when responsiveness is broad, but property rights are not respected, re-

stricted deposits are more likely than unrestricted deposits (1.66% vs. 1.25%). The

“gamble for resurrection” idea seems plausible, as the predicted probability for restricted

deposits is 0.10% when responsiveness is narrow, but property rights are vulnerable,

while the probability of unrestricted deposits is 1.88%. While this predicted probability

of unrestricted deposits is slightly higher than in the top-right cell, running the simula-

tions with the highest measure of political responsivenessyields a predicted probability

twice as high as in the bottom-left cell (4.45% vs. 1.85%). Thus, the point predictions

confirm the results of the graphical presentation.

Control Variables Consistent with the expectations of the economics literature, capi-

tal account openness is important for the choice of FC deposit regulations. The current

level of capital account openness is negative and significant for the choice of restricted

as well as unrestricted deposits. Change in the level of openness from the previous year

is also positively associated with both choices, but is onlysignificant for the move to

unrestricted deposits. Thus, it appears that easier accessto international capital reduces
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the probability of both types of deposits, but the process ofcapital account liberalization

only affects the move to complete liberalization.

The concern for unrestricted deposits by external investors continues to appear

minimal in the multinomial logit analysis, as the level of FDI as a percentage of gross

capital formation is only significantly related to the choice of restricted deposits. Addi-

tionally, the signs for each outcome are opposites, with restricted deposits being posi-

tively related and unrestricted deposits negatively associated to FDI.

Unlike the binomial results, remittances per capita is consistently positively re-

lated to both restricted and unrestricted deposits, but only significantly related to re-

stricted deposits. This would be consistent with the interpretation that restricted deposits

could be offered to entice remittances into the formal banking sector to the benefit of

governments more than individuals.

Compared to the results presented above, the results for theexternal debt posi-

tion of a country are different for both outcomes. While the sign is positive for both

restricted and unrestricted deposits, the relationship isonly significant for restricted de-

posits. In this case, it appears that external debt does create the need for politicians to

entice foreign currencies into the banking system, rather than indicating the ability to tap

external capital. Given the negative and significant relationship this variable has with

the move from restricted to unrestricted deposits in the results in Chapter 5, it appears

the negative relationship found above was driven by those countries that were already

allowing restricted deposits. Once they are not included inthe sample, the relationship

to unrestricted deposits goes away.

While the regional diffusion variable was significant and positively related to

restricted deposits in binomial analysis, it does not achieve significance for either choice

in the competing risks model. Thus, while a simple look at theprogression of reform

suggests that there is some process of regional diffusion, the results here imply that the

choice is driven more by country-specific characteristics,rather than the behavior of a

country’s neighbors. Similarly, signing an IMF agreement fails to achieve significance

for either outcome, although the signs on the coefficients are consistent with the previous

results.

Variability of official reserves fails to achieve significance for either choice,
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while the sign is positive for restricted deposits and negative for unrestricted deposits.

This is consistent with the direction of the results, but different, in terms of significance,

for the move from none to restricted deposits. The difference in significance is likely

a result of the smaller sample size and selection effects of isolating just those countries

that select restricted deposits.

Conversely, variability in the nominal exchange rate is consistently positive and

significant for unrestricted deposits, which is consistentwith the previous results. Re-

stricted deposits, once again, were never significantly related to variability in the nomi-

nal exchange rate. This supports my interpretation that governments that are concerned

about the unpredictable response of their residents to variability in the exchange rate

are slightly more likely to adopt restricted deposits and then remain there in the face

continued variability, while those governments that are less concerned go directly to

unrestricted deposits.

The competing risk model yields different results for the presence of a de jure

exchange rate peg. While the presence of a peg in the previousyear was negative and

significant for the move to unrestricted deposits in Section3.4.1, the results in the multi-

nomial analysis yields a negative, but insignificant result17. In the results using just the

move to restricted deposits, the presence of a de jure peg waspositive, though insignif-

icant. The multinomial logit analysis relies on a less biased sample, by including those

countries that choose unrestricted deposits, which probably explains the difference in

direction, although neither result is distinguishable from zero.

Previously, the presence of a banking crisis in the previousyear is positive, but

only significant at the .1 level for the move to restricted deposits. In the competing risks

specification, the sign remains positive, but the level of significance strengthens to the

.05 level. Unrestricted deposits remain positive, but insignificantly related to banking

crises. This difference suggests that in the wake of bankingcrises, governments are

more likely to aid recapitalization through requirement ofdeposits, rather than sending

signals of credibility.

Finally, Table 3.15 presents the change in predicted probabilities for the non-

interaction significant variables. I present the probabilities for the choice of both re-

17p value of .219
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stricted and unrestricted deposits, with the significant results in bold.

For those countries beginning at no deposits, outside of my central explanatory

variables, there were no other variables that were significant for both policy outcomes.

In terms of moving to restricted deposits, increasing the level of logged GDP per capita

by one standard deviation from the mean reduces the probability of choosing restricted

deposits by 0.32 percentage points. A similar magnitude change in the size of the logged

population has a larger impact, decreasing the predicted probability by 1.26 percentage

points. FDI, as a percentage of gross capital formation, increases the probability of

restricted deposits by 1.02 percentage points, while per capita worker remittances domi-

nate the results with an almost 43 point increase in the predicted probability. At the other

end, increasing the level of external debt by one standard deviation from the mean only

increases the chances by 0.52 points. Finally, the presenceof a banking crisis in the pre-

vious year increases the probability of choosing restricted deposits by 4.54 percentage

points.

Increasing the level of capital account openness by one standard deviation from

its mean reduces the predicted probability of unrestricteddeposits by 1.09 percentage

points. Alternatively, an increase in the change of capitalaccount openness increases

the chances of unrestricted deposits by 1 point, while having no significant effect on

restricted deposits. Variability in the nominal exchange rate has a similar effect on

unrestricted deposits, increasing the probability by 0.79points. Thus, even though my

main explanatory variables do not yield substantial changes in predicted probabilities,

they are larger than most of the control variables from alternative explanations.

3.5 Conclusion

Explanations for bank regulations are usually grouped intocompeting camps

that view regulations as being driven either by broad concerns for efficiency and the

public good, or narrow, particular interests. In this chapter I have tested a competing

view that allows both dynamics to matter, contingent on political institutions and the

incentives those institutions create. I argue that regulations on foreign currency deposit

accounts can resemble both private and public goods. Recognizing the private/public
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Table 3.15: Competing Risks: Predicted Probabilities (First Differences)

Restricted Deposits
Variable(+1 Std. Dev. from mean) ∆ Predicted Prob. Lower Bound Upper Bound
GDP Per Capita(log) -0.32 -2.20 -0.002
Population(log) -1.26 -10.50 -0.001
Capital Account Openness -0.24 -1.93 -.00001
Change in Capital Account Openness(previous year) 0.10 -0.34 0.86
Foreign Direct Investment(% of Capital Formation) 1.02 0.01 6.90
Worker Remittances(per capita) 42.94 0.49 94.67
External Debt(previous year) 0.52 0.003 3.43
Nominal Exchange Rate(12-month Std. Dev.) 0.017 -0.23 0.30
Banking Crisis(previous year) 4.54 0.042 26.53

Unrestricted Deposits
Variable(+1 Std. Dev. from mean) ∆ Predicted Prob. Lower Bound Upper Bound
GDP Per Capita(log) -0.75 -2.95 0.45
Population(log) -3.16 -15.62 0.42
Capital Account Openness -0.94 -3.43 -0.11
Change in Capital Account Openness(previous year) 0.79 0.045 3.13
Foreign Direct Investment(% of Capital Formation) -0.024 -.004 0.47
Worker Remittances(per capita) 4.65 -1.85 37.08
External Debt(previous year) 0.80 -0.64 4.46
Nominal Exchange Rate(12-month Std. Dev.) 0.71 0.013 3.21
Banking Crisis(previous year) 3.39 -0.54 17.79

Significant variables inbold
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good distinction between the different types of regulationimplies that liberalization is

not a simple, linear process where full liberalization represents a quantitative, but not

qualitative, change.

The results presented in this chapter support both aspects of this claim. Contin-

gent on the protection of property rights, politicians thatare responsive to a broad-based

coalition are more likely to provide FC deposit regulationsthat resemble public goods.

When they are responsive to a narrow elite, but remain credible on property rights, they

are more likely to provide regulations with characteristics much closer to private-goods.

I tested these conclusions on a number of different empirical models looking at the

choice or restricted or unrestricted deposits in isolation, as well as in combination.

In the following chapters I turn to my arguments about the possibilities of using

unrestricted FC deposit accounts as a strategy for creatingcredibility on macroeconomic

policy as well as the stability of unrestricted deposits.



Chapter 4

Foreign Currency Deposits as

Commitment Device

4.1 Introduction

Politicians have a variety of institutional choices to pursue their goals, some of

which work as compliments, some as (potential) substitutes, and some at cross pur-

poses. It is not surprising, then, that there is great variation in the basket of political and

regulatory institutions across countries and time. While political scientists often study

these institutional choices in isolation, some arrangements work better in particular po-

litical contexts than in others. Specifically, less transparent institutions, i.e., independent

central banks, best promote low inflation in transparent (democratic) political regimes,

while non-transparent non-democracies are more successful using the more-transparent

pegged exchange rate(Broz, 2002). Thus, any claims analysts make about potential

commitment devices are likely to be bounded and conditional.

In the context of regulating foreign currency deposits, governments have mul-

tiple options as well. Politicians do not face a simple binary choice to allow deposits

or not, as they may allow deposits with some sort of restrictions(such as only allowing

certain sectors to have such accounts or requiring depositing of export receipts) as well

as unrestricted deposits. In light of these options, I outlined in Chapter 2 my answers to

the two main questions that my dissertation investigates: First, what explains the choice

128
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and timing governments liberalizing to restricted versus unrestricted deposits? Second,

why is partial liberalization sometimes a rather stable outcome, while others eventually

move on to complete liberalization?

In Chapter 3 I tested the hypotheses related to political responsiveness and found

support for the argument that the choice between restrictedand unrestricted deposits is

driven by politicians being responsive to different aspects of their population. When

politicians respond to the masses they are more likely to choose unrestricted deposits

and when they respond to a narrow elite, restricted depositsare more likely. While this

explanation provides leverage over the cross-sectional variation in FC deposit regula-

tions, it has less to say about the temporal dimensions of liberalization, as there was

little and inconsistent support for expansion of politicalsupport leading to liberalization

of FC deposit accounts. Similarly, the relationship between responsiveness, macroeco-

nomic instability, and reform was a bit murky as well. To explain the timing of reform,

I extended my argument to include Hypotheses 9 through 11 relating the timing of reg-

ulation to the need to create macroeconomic policy credibility.

Credibility is important for parallel economic and political reasons. Economi-

cally, individual choices of currency use depend on the credibility of their local govern-

ment to preserve the value of the currency. Similar to other forms of monetary dele-

gation (hard pegs, currency unions), allowing FC deposits is a commitment device that

allows politicians to increase the credibility of their local currency. It is a (potentially)

costly signal sent to the domestic audience as a commitment to monetary stability. Al-

lowing FC deposits gives domestic actors a direct way to express their displeasure over

a government’s economic performance by punishing them and shifting away from the

domestic currency. Allowing unrestricted deposits also creates a potential reputational

costs for those governments with good reputations, which would be harmed if the gov-

ernment reversed its decision and later confiscated or otherwise violated the deposits.

Politicians can use this implied threat as a way to build credibility with their own

citizens, but this signal is only costly if they explicitly allow deposit dollarization. Oth-

erwise, confiscation is just enforcement of the existing law, while disallowing foreign

currency deposits would require a reversal of policy. By formally allowing dollariza-

tion, the government is making an explicit statement, whichraises the potential cost of
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reneging on the policy vis-à-vis the implicit threat of currency substitution. This sig-

nal is only costly, and therefore credible, for those governments that have credibility

in terms of respect for property rights, since the marginal cost of an additional broken

promise will be close to zero for those governments that haverepeatedly violated prop-

erty rights in the past. What is unique about this approach for creating credibility is that

it is a targeted policy directed only at the domestic audience, as countries generally have

separate regulations on bank deposits for residents and non-residents.1

In this chapter, then, I test these hypotheses about the timing of reform and the

need for macroeconomic credibility and present the results. Again, I use two different

model specifications to test the apolitical, economic modelversus my political-economic

argument. Using discrete-time duration analysis, I test myargument that the decision to

liberalize fully is similar to other forms of monetary delegation, in that it can serve as a

commitment device for politicians needing credibility on macroeconomic policy. I find

that the simple economic model, while having some explanatory power, fails to outper-

form my political economic model. Specifically, I find support for my main hypotheses

that when politicians are responsive to a broad audience, have experienced macroeco-

nomic instability, and provide credible property rights protection, full liberalization is

more likely than when any of these three components are missing.

The remainder of the chapter is organized in the following way: Section 4.2

briefly restates my argument from Chapter 2, Section 4.3 discusses the model specifica-

tion, Section 4.4 presents the empirical results, and Section 4.5 concludes.

4.2 My Argument

In Chapter 2, I argued that variation in political institutions influences how politi-

cians respond to increasing levels of capital mobility and exposure to competing curren-

cies, in the context of domestic regulations of foreign currency deposit accounts. I

identified two institutional dimensions that I should be keyfor influencing the process

of liberalizing FC deposit accounts, both in terms of the type of regulation chosen, as

well as the timing of reform. First, the institutions that determine the scope of political

1E.g., a country can allow foreign firms to repatriate their earnings while still maintaining controls
over the domestic access to foreign currency.
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support needed for political survival influence the types ofpolicies that politicians have

incentives to provide. When politicians rely on the supportof a narrow winning coali-

tion, they have greater incentives to provide targeted private goods rather than broad-

based public goods. Alternatively, when support comes froma large winning coalition,

it is more efficient for politicians to provide public goods.Table 4.1 summarizes this

argument once again. The second institutional factor has todo with credibility, which I

discuss further in the next section.

Table 4.1: Political Responsiveness - Supply Side
Scope of Political Support

Narrow Broad
Property Yes Restricted Deposits Unrestricted Deposits

Rights No No Deposits Restricted Deposits

4.2.1 Unrestricted Deposits As Monetary Delegation

Allowing foreign currency deposits can be seen as the flip side to pegging for

credibility. By lifting restrictions on deposits the government is providing their citizens a

new avenue to punish the government. In other words, the politicians formally recognize

the exit option. In effect, the government is telling its population, that while it may have

erred in the past and exploited the lack of capital mobility for political gain, they have

reformed their ways. This is distinct from other forms of capital account liberalization

that would concern foreign investors, such as allowing repatriation of profits or removal

of joint venture requirements. One implication of this argument is that only unrestricted

allowance of foreign currency deposits would provide the credibility, which is consistent

with the private/public good discussion tested in Chapter 3.

Credibility, of course, is contingent on past behavior. Dollarization is not entirely

driven by inflation differentials and usually persists evenonce rates of return equal-

ize(Dowd and Greenaway, 1993). Clearly, then, the memory ofpast transgressions mat-

ters. However, credibility in this sense applies to more than just credible macroeconomic

policy. Government instability/regime change, lack of property right enforcement, and

lack of rights for foreign investors could all be issue areasthat imply lack of credible

behavior.
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Table 4.2: Two Dimensions of Credibility
Macroeconomic Policy

Yes No
Credible Yes Moderately Likely Most Likely

Property Rights No Least Likely Unlikely

Specifically, two different forms of credibility matter fordollarization. First,

governments must be able to commit credibly not to pursue heterodox macroeconomic

policies that would create the economic preconditions for dollarization. Second, a gov-

ernment would have to be credible in its commitment to respect the property rights. This

is an important point, as purely institutional explanations for credibility have difficulty

distinguishing between the two situations.

The literature on the economic determinants of dollarization emphasizes the role

of government credibility, but does not develop this idea fully. In the context of deposit

dollarization, there are two types of governmental credibility that matter to individual

agents: credibility on commitment to macroeconomic stability, which affects the need

to dollarize, and credibility of respecting property rights, which impacts the viability of

deposits. Governments are also likely to be cognizant of theimportance of these two

forms of credibility to their citizens. I assume that politicians are forward-looking, ratio-

nal individuals that can anticipate the reactions of their citizens and act, contingent upon

this anticipated response. If a government is not credible in its protection of property

rights, politicians can anticipate that their citizens will be less likely to participate in FC

deposits, even if they would benefit from access to such accounts. Combining these two

forms of credibility helps make predictions about where oneshould expect liberalization

of FC deposit regulations. While governments can be thoughtof as existing on a contin-

uum of credibility, thinking in dichotomous terms allows the creation of the two-by-two

matrix in Table 4.2.

In the top-left corner, politicians are credible in both their respect of property

rights as well as their commitment to macroeconomic stability. My belief is that this

case is unlikely to be very interesting, for while individuals can reasonably expect to

maintain their foreign currency assets, they are unlikely to need to utilize a competing

currency except for possible portfolio diversification. Allowing FC deposits would still
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be a potentially costly signal that citizens could punish the government, but since nei-

ther side expects this option to be exercised, there would belittle anticipated cost, and

minimal impact in the end. In this situation, I would expect politicians to be weakly

indifferent to liberalizing. I would expect that this cell would be mostly populated by

OECD countries.

In the second cell, in the upper-right corner, governments are still credible in

their respect for property rights but lack credibility in commitment to price stability. In

this case, there is both the need for some sort of commitment device for politicians, as

well as the ability to establish credibly such a device. Countries in this cell should be the

most likely to liberalize their FC deposit regulations, as there is both anticipated demand

and credible supply of policy change.

Countries in the bottom left corner should be the least likely to liberalize their

FC deposit regulations. Citizens in these countries would not expect the government to

respect their FC deposits, but are unlikely to be upset aboutthis, all else equal, as they do

not expect the need to utilize this form of an exit option. My priors are that mid-to-high

income autocracies would most likely reside in this cell.

The lower-left cell is the most indeterminate of the four combinations, as there is

a need for governments to create a commitment device, but no viable capability to build

one by allowing unrestricted FC deposits. Politicians could liberalize in the hope of

luring their citizens into bringing their foreign currencyinto the formal sector. However,

given that individuals are forward looking and are unlikelyto fall into this trap, I would

expect politicians to be weakly indifferent to liberalizing completely, since they could

anticipate the lack of movement by their citizens.

Again, this argument is contingent on politicians responding to broad sections

of their population, rather than a narrow elite.

4.3 Empirical Model

The arguments outlined in Chapter 2 provide a series of answers to my two cen-

tral issues: the decision to allow unrestricted rather thanrestricted FC deposit accounts

and the stability of partial liberalization. I see the choice to liberalize as the result of
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strategic choices by politicians in pursuit of maintainingelected office. These choices

are influenced by demands from constituents, the institutional context of the politicians,

and are contingent on the the presence of credible respect for property rights.

To test my hypotheses I again start with a simple economic model of domestic-

level, demand-related variables drawn from existing models of dollarization. I then com-

plicate the model by introducing a series of control variables, the political institutional

variables for political responsiveness and property rights protection by themselves, and

then conclude with the full interactive model containing the relevant interaction terms.2

4.3.1 Dependent Variable

The key outcome of interest is whether the government allowsunrestricted for-

eign currency (FC) deposit accounts in their domestic banking system. I again use the

dataset I created using the IMF Annual Report on Exchange Arrangements and Ex-

change Restrictions from 1984 to 2001.3

With three different levels of regulation, I created the following binary dependent

variables:

1. Any move (from not allowing any deposits or allowing restricted deposits) to un-

restricted FC deposits

2. Moving from not allowing deposits to allowing restricteddeposits

3. Moving from restricted deposits to unrestricted deposits

In this chapter, I focus first the question of full liberalization before allowing the

option of partial liberalization in the competing risks specification; thus, I initially deal

only with the first of these dependent variables. As I explainin Chapter 2, it is only

in allowing unrestricted deposits that the possibility of creating macroeconomic policy

credibility exists. Again, I include a dummy variable in this formulation that takes a

value of 1 if the country allowed restricted deposits in the previous year.

2See Appendix A for descriptive statistics of the various independent variables.
3Dates covered are thus 1983-2000, with each year’s report describing regulations in and changes

made the previous year.
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Table 4.3: Independent Variables: Expected Relationships
Variables Restricted Deposits Unrestricted Deposits

Basic Economic Variables
Log GDP(Per Capita) Negative Positive
Exports(% of GDP) Positive Positive
Population(log) Negative Undetermined
M2(% of GDP) Negative Positive
Inflation Variability (log CPI, 5-year Std. Dev.) Positive Positive
Inflation Level(log CPI, 5-year Moving Ave.) Positive Positive

Institutional Variables
Size of Winning Coalition Negative Positive
Change in Size of Winning Coalition(3 years) Negative Positive
Quality of Legal System Positive Positive

Control Variables
Capital Account Openness Positive Positive
Change in Capital Account Openness(previous year) Positive Positive
Export Market Concentration(Top 3) Positive Positive
Foreign Direct Investment(% of capital formation) Positive Positive
Worker Remittances(per capita) Positive Positive
External Debt(previous year) Undetermined Undetermined
Regional Diffusion(previous year) Positive Positive
Signed IMF program(previous year) Positive Positive
Official Reserves(5-year Standard Deviation) Positive Positive
Nominal Exchange Rate(12-Month std. Dev.) Positive Positive
De Jure Exchange Rate Peg(previous year) Positive Negative
Banking Crisis(previous year) Undetermined Undetermined

4.3.2 Independent Variables

Except for the interaction terms combining property rightsprotection and infla-

tion variability, the independent variables used in this chapter remain the same as those

used in Chapter 3. Rather than repeat my expectations for therelationship between the

right-hand-side variables from Chapter 3, I summarize my expectations in Table 4.3.

Interaction Terms

To test my hypotheses on using unrestricted deposit accounts to create macroe-

conomic credibility I include a new interaction term to my analysis, which consists of

the quality of the legal system multiplied by the five-year standard deviation of logged

CPI. I include as well the interaction of the size of the winning coalition with the quality

of the legal system.
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4.3.3 Model Specification

My argument includes both cross-sectional hypotheses about country character-

istics, which I focused on in Chapter 3, and temporal hypotheses about the timing of

liberalization, which are the focus in this chapter. As a result of the cross-sectional and

temporal nature of my hypotheses, I found it most appropriate to adopt a cross-sectional

time-series approach. Specifically, I use discrete-time event history analysis to test my

hypotheses, which measures the probability of moving from one state of the world to

another in a given unit of time.

Time Dependence

Again, I follow Carter and Signorino (2006) and include three transformations

of the duration time to account for time dependence. This provides more efficient esti-

mates than using time dummies suggested by Beck, Katz and Tucker (1998) by avoiding

complete separation of the data and dropping of variables. It also avoids the arbitrary

nature of using cubic splines with knot points established at my discretion.

4.4 Results

4.4.1 Credibility Hypotheses

In Chapter 2 I developed a number of hypotheses on the use of FCdeposits as

a commitment device. In this section, I briefly restate thosehypotheses and present the

statistical results.

As summarized in Table 4.2, unrestricted deposits should depend on the inter-

action of a government’s protection of property rights and the level of macroeconomic

instability. Specifically, Hypothesis 9 states that:

Hypothesis 9 The probability of allowing residents to maintain unrestricted foreign

currency bank deposits is higher under the joint presence ofcredible protection of prop-

erty rights and unstable macroeconomic conditions.
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I argue, however, that allowing restricted deposits does not send a credible signal

that politicians are committed to stable macroeconomic outcomes. Creating credibility,

then, is also contingent on politicians being responsive toa broad population. If the

relevant population that politicians care about is merely asmall elite, providing a regu-

lation that resembles a public good is unlikely to serve as aneffective signal. Allowing

restricted deposits would send a signal to this narrow group, but the special net-benefit

of access to these accounts would only be large if macroeconomic conditions remained

unstable. If there were little demand for the accounts in thegeneral population, there

would be little benefit to being in the special, “in” group. Thus, my complete, three-part

argument implies Hypothesis 10:

Hypothesis 10 The probability of allowing residents to maintain unrestricted foreign

currency bank deposits is highest when politicians are responsive to a broad coalition,

property rights are credibly protected, and macroeconomicconditions are unstable.

Politicians have many different options, in terms of institutional choices to cred-

ibly commit to pursuing stable macroeconomic outcomes. If they have previously

adopted other institutional arrangements that aid in creating such credibility, then that

should provide a suitable substitute for allowing FC deposits and reduce the probabil-

ity of allowing these sorts of bank account. An additional implication of my argument

would thus be Hypothesis 11:

Hypothesis 11 The decision to allow residents to maintain unrestricted bank deposits

denominated in foreign currencies is negatively associated with the presence of a fixed

exchange-rate system.

Table 4.4 presents the logistical regression results for the binary choice of mov-

ing to unrestricted deposits from either restricted deposits or not allowing deposits at

all, beginning again with the basic economic model and then expanding to include the

control, institutional, and interaction variables in the second through fourth models, re-

spectively.

Basic Economic Variables The results of the economic variables, in terms of their

signs and significance, remain the same as in the responsiveness specifications, except
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Table 4.4: Logit Results: Credibility Hypotheses
Basic Basic+ Institutional Interaction

Variables Economic Controls Variables Variables
Basic Economic Variables

Restricted Deposits -0.168 -0.281 -0.349 -0.336
(previous year) (0.342) (0.516) (0.549) (0.535)

Log GDP 0.306** 0.528** 0.410 0.387
(Per Capita) (0.127) (0.243) (0.349) (0.358)

Exports -0.0276** -0.0232 -0.0265* -0.0243
(% of GDP) (0.0122) (0.0158) (0.0151) (0.0148)

Population -0.0580 0.268 0.311 0.329
(log) (0.0838) (0.227) (0.242) (0.258)

Log M2 0.230 0.802 0.830 0.820
(% of GDP) (0.234) (0.498) (0.597) (0.597)

Inflation Variability -0.805** -1.433** -1.580** -2.939
(log CPI, 5-year Std. Dev.) (0.349) (0.590) (0.694) (2.567)

Inflation Level 0.104 0.292 0.153 0.0931
(log CPI, 5-year Moving Ave.) (0.124) (0.274) (0.274) (0.290)

Institutional Variables
Size of Winning Coalition -0.986 -5.335*

(1.098) (2.733)
Change in Size of 0.325 0.510

Winning Coalition(3 years) (0.802) (0.827)
Quality of Legal System -0.0674 -0.908*

(0.238) (0.466)
Interaction Variables

Inflation Variability x 0.335
Quality of Legal System (0.549)

Quality of Legal System x 1.086**
Size of Winning Coalition (0.542)

Control Variables
Capital Account Openness -0.625** -0.537** -0.594**

(0.249) (0.261) (0.257)
Change in Capital Account 0.643 0.533 0.582

Openness(previous year) (0.441) (0.421) (0.423)
Export Market 0.0314* 0.0254 0.0271

Concentration(Top 3) (0.0174) (0.0195) (0.0200)
Foreign Direct Investment 0.00968 0.0368 0.0388

(% of capital formation) (0.0188) (0.0225) (0.0238)
Worker Remittances 0.00359 0.00383 0.00355

(per capita) (0.00416) (0.00429) (0.00430)
External Debt -5.05e-05*** -5.16e-05** -4.94e-05**

(previous year) (1.83e-05) (2.34e-05) (2.20e-05)
Regional Diffusion 2.004 2.617 2.631

(previous year) (2.494) (2.755) (2.946)
Signed IMF program 1.170*** 0.981** 1.009**

(previous year) (0.422) (0.479) (0.482)
Official Reserves 5.31e-05 3.65e-05 1.56e-05

(5-year Standard Deviation) (7.93e-05) (9.18e-05) (0.000118)
Nominal Exchange Rate 6.829* 6.332** 5.353*

(12-Month Std. Dev.) (3.641) (2.880) (2.856)
De Jure Exchange -1.061** -1.254** -1.372**

Rate Peg(previous year) (0.484) (0.590) (0.613)
Banking Crisis 0.169 0.299 0.376

(previous year) (0.441) (0.477) (0.475)
Observations 931 717 558 558
Pseudo Log Likelihood -187.8 -113.4 -96.63 -94.92
Pseudo R2 0.0766 0.222 0.229 0.243
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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for inflation variability, which is no longer statisticallysignificant in the complete in-

teraction model. Per capita GDP begins as positive and highly significant, with the

significance disappearing and the direction remaining positive as additional variables

are included. Similarly, the size of the export sector is initially significant and negative,

but not significant at the .05 level in the complete model. Thestandard deviation of

inflation losing its statistical significance has little substantive impact, given that it is

also interacted with the variable measuring the quality of the legal system. TheLegal

variable only takes on non-zero values, so there are no actual situations when the in-

flation variable by itself would have any substantive interpretation. Finally, a country

allowing restricted deposits in the previous year does not appear to have a direct effect

on the decision to allow unrestricted deposits. Again, accounting for those variables that

make a country likely to prefer restricted over unrestricted deposits, it appears there is

no independent effect of having restricted deposits as the starting point.

Institutional Variables As before, the institutional variables by themselves do not

achieve statistical significance and only the change of the size of the winning coalition

is in the expected, positive direction. However, once the interaction terms are included,

both the quality of the legal system and size of winning coalition become significant at

just the .10 level.

Interaction Variables Once the interactive variables are introduced, however, there

is initial support for my credibility hypotheses. Both interactions are positively related

to allowing unrestricted deposits, although only the interaction of W andLegalshows

statistical significance by the coefficient alone. This, however, just means that the mean

of the products of the two variables is not significant, but that does not mean that the

relationship is not actually significant. Again, to test this, I need to graph the marginal ef-

fects of each variable(Brambor, Clark and Golder, 2006), which I do in Figures 4.1, 4.2,

and 4.3.

The top graph in Figure 4.1 shows that the marginal effect of increasing the

size of the winning coalition is larger at higher values of the quality of the legal sys-

tem. At the lowest scores of legal system quality, increasing the size of the winning

coalition by one standard deviation above the mean reduces the predicted probability
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of unrestricted deposits by around two percentage points. The marginal effect becomes

positive at moderate levels of legal system quality (around4.5). The rate of change of

the marginal effect increases as the legal system improves,such that at the highest val-

ues, a similar change in winning coalition size increases the predicted probability by

over six percentage points.

Compared to the results in Chapter 3, the effects of this interaction are stronger

when property rights are credible, but weaker when those rights are not protected.

Whereas before the change in predicted probability was onlypositive for values ofLe-

gal above 7.5, now the effect is positive for more moderate levels of property rights

protection, around 4.5, as just discussed above.

The bottom graph shows the marginal effect of the legal system quality across

the values of the size of the winning coalition. Increasing the quality of the legal system

remains contingent on the size of the winning coalition, with negative changes in the

predicted probability of unrestricted deposits at narrow levels of responsiveness and

positive changes at broader levels. Compared to the effectsin Chapter 3, the magnitude

is slightly smaller at either extreme, but with a more constant rate of change in the

marginal effect.

Thus, I can still reject the null hypothesis for Hypothesis 6that there is no rela-

tionship between the joint presence of broad political responsiveness and credible prop-

erty rights.

Parellel to Chapter 3, the point predictions shown in Table 4.5 are slightly off of

my expectations, with the combination of broad political support and credible property

rights having only the second highest predicted probability, 3.20%, compared to 4.46%

for the combination of narrow responsiveness and poor property rights protection. Once

again, increasing the value of W to 1 instead of 0.75 and slightly increasing the quality of

the legal system to the 80th percentile brings the results inline with my expectations.4

While the marginal effects are the most important for confirming the validity of the

significance of the relationship, the cumulative effects also hold when responsiveness is

at its broadest.

In Figures 4.2 and 4.3 I graph the marginal effect of the second interaction term

4See Appendix A for these results.
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Table 4.5: Predicted Probabilities (Quality of Legal System * Scope of Political Support)

Scope of Political Support
Narrow Broad

Property Rights Yes 2.30% 4.35%
Credibility No 4.46% 2.16%

combining my measure of property rights protection with inflation variability. In order

to test both Hypotheses 9 and 10 I graph this relationship with the size of the winning

coalition set at two different levels, 0.25 in the top graph for the relationship when

responsiveness is narrow and 0.75 in the bottom graph for broad responsiveness.

Figure 4.2 graphs the marginal effect of inflation variability, as the quality of

the legal system changes. In both graphs the effect of inflation variability is stronger at

higher levels of the legal system measure, although the change in predicted probability

is positive even in those cases with the poorest quality legal systems.

Comparing the two graphs, the strength of this interaction is much stronger in

those cases where politicians are responsive to a wider set of the population, as the slope

of the line is bigger in the bottom graph of Figure 4.2. When political responsiveness

is narrow and the legal system is of poor quality, increasinginflation variability one

standard deviation increases the probability of unrestricted deposits by about eight per-

centage points, while this same change when responsivenessis narrow is less than two

percentage points. At the other extreme, when the legal system is of the highest quality,

the same change in inflation increases the predicted probability by about 17 percentage

points when the winning coalition is small, but almost 28 percentage points when the

winning coalition is broad.

Based on these two graphs, I can also reject the null hypothesis of Hypothesis 10

that there is no relationship between the combination of broad responsiveness,

Graphing the other side of the relationship in Figure 4.3 reveals similar results

for the marginal effect of the quality of the legal system, asinflation variability changes.

Indeed, when responsiveness is narrow, the change in the marginal effect of the quality

of the legal system is relatively flat, and even decreases slightly, at the lower levels of

inflation variability, before increasing at moderate to high levels. The vast majority of

the observed levels of inflation variability, however, fallinto this range of less than 1.1.
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Table 4.6: Predicted Probabilities (Quality of Legal System * Inflation Variability)
Macroeconomic Policy Credibility

Yes No
Property Rights Yes 4.84% 3.28%

Credibility No 4.36% 2.20%

Substantively, then, increasing property rights protection when political responsiveness

is narrow does not vary much across levels of inflation variability. While the marginal

effect does not change much in this range, the predicted probabilities are relatively high,

consistently around the 25 percentage-point range.

On the other hand, when political responsiveness was broad,the slope of the

change in the marginal effect was much steeper, mostly due toa large drop at the lower

end of inflation variability. In this case, increasing the quality of the legal system when

inflation variability was low only increased the predicted probability by about three per-

centage points. At the highest level of inflation variability, this same change increased

the predicted probability by around 22 percentage points. Focusing on the change for

the majority of the observed values of inflation variability, the cumulative change in the

predicted probability was about 4 percentage points in total.

These graphs confirm the statement above rejecting the null hypothesis for Hy-

pothesis 10.

While the graphical tests of my hypotheses provide support for my argument, the

point predictions for the two-by-two matrix in Table 4.6 areslightly more problematic.

Contrary to my expectations, the highest predicted probability, 4.84%, occurs when

governments are credible on both property rightsand macroeconomic policy and the

second highest probability, 4.36%, occurs when governmentremain credible on macroe-

conomic policy, but not on property rights. Increasing the scope of responsiveness from

0.75 to 1 changes the order such that the top-right cell has the second-highest predicted

probability, but the top-left cell retains the highest probability.

This somewhat strange result, however, is driven by the factthat this form of the

dependent variable contains both those countries that initially allow restricted deposits,

as well as those that do not allow any results at all. As I show in Chapter 5, countries

that allow restricted deposits appear concerned about inflation variability, as they are less
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likely to move to unrestricted deposits when inflation variability is high. Thus, including

these countries in the analysis changes the results. Given that I have theoretical reasons

to expect these two subsets of the universe of cases to be different, I believe it makes

sense to put more faith in the competing risk results. Indeed, the point predictions for

the competing risks model in Section 4.4.2, focusing just onthose countries that begin

not allowing any deposits at all, yields point predictions in line with my expectations

across the board.

Control Variables Introducing the interaction of inflation variability and property

rights protection does not significantly change any of the results of the series of control

variables. The magnitude of some variables increases slightly, while others decrease a

small amount, but the direction and significance remain the same.

The level of capital account openness is negative and statistically significant

across all the specifications. External debt as well remainssignificantly and negatively

associated with unrestricted deposits. Signing an IMF agreement remains positive and

significantly related to full liberalization. Instabilityin the nominal exchange rate re-

mains positively associated with allowing unrestricted deposits, but in the complete

model the variable only achieves statistical significance at the .10 level.

Finally, the de jure presence of an exchange rate peg is negatively and signif-

icantly associate with unrestricted deposits. As I discussbelow, however, this result

appears also to be driven by those countries that allow restricted deposits. Thus, while

for this specification I can reject the null hypothesis for Hypothesis 11 that there is no re-

lationship between the presence of a fixed exchange rate and the choice of unrestricted

deposits, the sensitivity of the findings suggests a logic other than that of credibility

driving the results.

Table 4.7 lists the first differences in predicted probabilities for the four sig-

nificant control variables, holding the other variables constant as above. The level of

capital account openness has a negative effect as well, withthe predicted probability

falling by 1.46 percentage points. Increasing a country’s external debt position reduces

the probability of full liberalization by 3.36 points. Signing an IMF agreement remains

the largest effect, albeit smaller than before, increasingthe predicted probability by just
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Table 4.7: Full Liberalization: Predicted Probabilities (First Differences)
Unrestricted Deposits

Variable(+1 Std. Dev. from mean) ∆ Predicted Prob. Lower Bound Upper Bound
Capital Account Openness -1.46 -4.76 -0.14
External Debt(previous year) -3.36 -9.58 -0.47
Signed IMF Agreement(previous year) 5.46 0.44 14.97
De Jure Exchange Rate Peg(previous year) -2.58 -7.84 -0.30

under 5.5 percentage points. Finally, the presence of a de jure exchange rate peg in the

previous year reduces the chances of unrestricted depositsby 2.58 percentage points.

The results in this section, however, do not directly match up with the choice

faced by governments, in that the set up here only allows for the choice of unrestricted

deposits. In the next section I present the results from the competing risks specification,

which allows for governments to move from not allowing any deposits at all to allowing

either restricted or unrestricted deposits.

4.4.2 Competing Risks

Tables 4.8 and 4.9 present the regression results for the competing risks model,

allowing for the choice of either restricted or unrestricted deposits. As this is multi-

nomial logit analysis, I again use zero, or not allowing any deposits at all, as the base

reference category. Figure 4.8 presents the results of the full model, complete with

interaction terms, while Figure 4.9 includes all four models, beginning with the basic

economic model.

Basic Economic Model The level of economic development, as measured by per

capita GDP, is negatively associated with both the choice ofrestricted and unrestricted

deposits, though only statistically significant for the choice of restricted deposits. This is

consistent with the previous results, with logged GDP beinginsignificant when looking

just at the move to unrestricted deposits and the negative, but only slightly significant,

result in Table 3.7 for the move from no deposits to restricted deposits.

Unlike before, the size of the export sector is now statistically significance and

positively associated with restricted deposits, but remain negatively and insignificantly

associated with the choice of unrestricted deposits. Thus,in this specification, I can
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Table 4.8: Competing Risk Results: Credibility (Interactive Model)
Variables Restricted Deposits Unrestricted Deposits

Basic Economic Variables
Log GDP (Per Capita) -6.044*** (1.804) -1.295 (0.886)
Exports(% of GDP) 0.141** (0.0663) -0.0381 (0.0311)
Population (log) -1.601 (1.138) -1.731* (0.986)
Log M2 (% of GDP) 2.058 (2.203) 2.179 (1.854)
Inflation Variability (log CPI, 5-year Std. Dev..) -15.41** (7.671) -12.62** (5.228)
Inflation Level (log CPI, 5-year Moving Ave.) 3.359* (1.779) 0.235 (0.492)

Institutional Variables
Size of Winning Coalition 30.38* (15.76) -8.547* (5.151)
Change in Size of Winning Coalition(3 years) -0.0720 (4.124) 1.345 (1.612)
Quality of Legal System 0.199 (2.591) -2.545** (1.067)

Interaction Variables
Inflation Variability x Quality of Legal System 4.139** (1.916) 2.319** (1.062)
Quality of Legal System x Size of Winning Coalition-6.127 (3.767) 2.088* (1.139)

Control Variables
Capital Account Openness -2.145 (1.631) -1.687*** (0.566)
Change in Capital Account Openness (previous year)3.151 (2.215) 1.849*** (0.678)
Export Market Concentration (Top 3) 0.0118 (0.0515) 0.0358 (0.0516)
Foreign Direct Investment (% of capital formation) 0.0266 (0.0311) 0.00110 (0.00744)
Worker Remittances (per capita) 0.161*** (0.0533) 0.0427* (0.0235)
External Debt (previous year) 0.000153*** (5.01e-05) 6.01e-05 (5.38e-05)
Regional Diffusion (previous year) 9.369** (4.463) 11.86 (8.195)
Signed IMF program (previous year) -1.053 (1.037) 0.644 (0.790)
Official Reserves (5-year Standard Deviation) 0.00168 (0.00143) 0.000247 (0.000550)
Nominal Exchange Rate (12-Month std. Dev.) -4.537 (6.577) 7.430** (3.748)
De Jure Exchange Rate Peg (previous year) -1.054 (1.376) -1.823 (1.312)
Banking Crisis (previous year) 3.565** (1.597) 1.467 (1.152)
Observations 313 313
Pseudo Log Likelihood -63.01 -63.01
Pseudo R2 0.529 0.529
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table 4.9: Competing Risk Results: Credibility (All Models)
Basic Economic Model Basic+ Controls Institutional Variables Full Interactive Model

Variables Restricted Unrestricted Restricted Unrestricted Restricted UnrestrictedRestricted Unrestricted

Basic Economic Variables
log GDP -0.492** 0.392*** -1.531*** 0.181 -3.916*** -0.747 -6.044*** -1.295

(Per Capita) (0.199) (0.150) (0.473) (0.443) (0.970) (0.676) (1.804) (0.886)
Exports 0.0144 -0.0316** 0.0303 -0.0359 0.0468 -0.0301 0.141** -0.0381

(% of GDP) (0.0125) (0.0160) (0.0257) (0.0309) (0.0340) (0.0279) (0.0663) (0.0311)
Population 0.141 0.00654 -0.129 -0.110 -1.443* -0.874 -1.601 -1.731*

(log) (0.182) (0.158) (0.367) (0.422) (0.770) (0.838) (1.138) (0.986)
log M2 0.541*** 0.262 0.823 0.696 2.257 2.261 2.058 2.179

(% of GDP) (0.196) (0.231) (0.979) (0.985) (1.574) (1.407) (2.203) (1.854)
Inflation Variability 0.106 -0.886* 0.799** -3.515*** 1.212** -2.591** -15.41** -12.62**

(log CPI, 5-year Std. Dev.) (0.363) (0.538) (0.361) (1.288) (0.518) (1.240) (7.671) (5.228)
Inflation Level 0.501*** 0.117 1.010*** -0.0843 1.089* -0.123 3.359* 0.235

(log CPI, 5-year Moving Ave.) (0.191) (0.210) (0.350) (0.412) (0.627) (0.476) (1.779) (0.492)
Institutional Variables

Size of Winning Coalition 5.106* -0.0486 30.38* -8.547*
(2.989) (2.137) (15.76) (5.151)

Change in Size of 1.110 0.783 -0.0720 1.345
Winning Coalition (3 years) (2.255) (1.313) (4.124) (1.612)

Quality of Legal System -0.410 -0.0173 0.199 -2.545**
(0.489) (0.316) (2.591) (1.067)

Interaction Variables
Inflation Variability x 4.139** 2.319**

Quality of Legal System (1.916) (1.062)
Quality of Legal System x -6.127 2.088*

Size of Winning Coalition (3.767) (1.139)
Control Variables

Capital Account Openness -0.777 -1.002*** -2.908** -1.350*** -2.145 -1.687***
(0.478) (0.313) (1.450) (0.448) (1.631) (0.566)

Change in Capital Account 0.311 0.980** 1.906 1.372** 3.151 1.849***
Openness (previous year) (0.758) (0.473) (1.698) (0.575) (2.215) (0.678)

Export Market -0.0165 0.0361 -0.00947 0.0309 0.0118 0.0358
Concentration (Top 3) (0.0302) (0.0323) (0.0400) (0.0457) (0.0515) (0.0516)

Foreign Direct Investment 0.0133 -0.0117* 0.0749*** -0.00225 0.0266 0.00110
(% of capital formation) (0.0236) (0.00665) (0.0285) (0.00686) (0.0311) (0.00744)

Worker Remittances 0.0369*** 0.0174 0.100*** 0.0269 0.161*** 0.0427*
(per capita) (0.0115) (0.0137) (0.0296) (0.0195) (0.0533) (0.0235)

External Debt 4.34e-05 -1.71e-05 9.76e-
05***

2.21e-05 0.000153*** 6.01e-05

(previous year) (2.92e-05) (3.14e-05) (2.72e-05) (6.00e-05) (5.01e-05) (5.38e-05)
Regional Diffusion 5.067 3.791 7.207* 8.732 9.369** 11.86

(previous year) (4.357) (5.175) (3.677) (7.631) (4.463) (8.195)
Signed IMF program -0.230 1.568** -0.887 0.774 -1.053 0.644

(previous year) (0.685) (0.635) (0.813) (0.656) (1.037) (0.790)
Official Reserves 0.000248 0.000164 0.000744 -0.000129 0.00168 0.000247

(5-year Standard Deviation) (0.000355) (0.000430) (0.000838) (0.000478) (0.00143) (0.000550)
Nominal Exchange Rate 2.567 10.07*** 0.789 9.600*** -4.537 7.430**

(12-Month Std. Dev.) (3.381) (3.557) (4.896) (3.667) (6.577) (3.748)
De Jure Exchange Rate Peg 0.689 -0.874 -0.960 -1.300 -1.054 -1.823

(previous year) (0.803) (0.711) (1.287) (1.011) (1.376) (1.312)
Banking Crisis 0.874 0.641 2.971** 1.096 3.565** 1.467

(previous year) (0.668) (0.670) (1.477) (0.956) (1.597) (1.152)

Observations 594 594 412 412 313 313 313 313
Pseudo Log Likelihood -199.9 -199.9 -113.2 -113.2 -72.17 -72.17 -63.01 -63.01
Pseudo R2 0.153 0.153 0.324 0.324 0.461 0.461 0.529 0.529

Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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reject the null hypothesis for Hypothesis 8.

The effects of population size are similar in that the variable is not statistically

significant for either policy outcome. The sign is negative for both choices, but the

results discussed above suggest that population size is more important in terms of the

enforcement costs of regulating currency use, and thus moreimportant for those gov-

ernments that have already liberalized partially.

The size of the banking system, as measured by M2 as a percentage of GDP, is

positive for both restricted and unrestricted deposits, but not significant. This is consis-

tent with the binomial results presented above.

The results for instability of inflation are consistent withprevious results as well.

The five-year standard deviation of logged CPI is negatively, and significantly, associ-

ated with both restricted deposits and unrestricted deposits. However, given the interac-

tion of this term with the quality of the legal system variable, the substantive meaning

of this term is moot, asLegalonly takes on non-zero values.

Institutional Variables The institutional variables by themselves are again insignifi-

cant, although the size of the winning coalition does cross the .1 threshold for restricted

deposits. The size and change of size of the winning coalition are positive for the choice

of restricted, but opposite signs for unrestricted deposits, with only the change inW hav-

ing a positive relationship. The quality of the legal systemis negatively associated with

restricted deposits and unrestricted deposits, but once the interaction terms are included,

it becomes positively related to unrestricted deposits andsignificant, but again, has little

substantive meaning by itself.

Interaction Variables Figure 4.4 shows the results for the interaction of W and the

quality of the legal system. The top graph displays the marginal effect of increasing the

size of the winning coalition, as the quality of the legal system changes. WhenLegal is

at its minimum value, increasing the size of the winning coalition by one standard devi-

ation from its mean decreases the predicted probability of unrestricted deposits by about

one percentage points and increases the predicted probability of restricted deposits by

around 35 percentage points. As the quality of the legal system improves, the marginal

effect on unrestricted deposits increases slowly while themarginal effect on restricted
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deposits falls quickly. At the middle of the scale, around a score of 5, the marginal

effects have converged, and increasing the size of the winning coalition has a small, but

positive effect on allowing both restricted and unrestricted deposits. As legal system

quality continues to increase, the effects of increasing the winning coalition size on un-

restricted deposits continues to increase, while the effect on restricted deposits declines

and loses significance as the slope flattens out. By the maximum value ofLegal, the

same change in the size of the winning coalition increases the predicted probability of

allowing unrestricted deposits by about 18 percentage points and decreases the predicted

probability of restricted deposits by around one point.

The bottom graph graphs the same relationship, but focuses on the marginal

effect of increasing the quality of the legal system, as the size of the wining coalition

increases. For the low to moderate levels of political responsiveness, increasing the

quality of the legal system has a negligible and insignificant impact on unrestricted

deposits, but a positive and significant effect on restricted deposits, which diminishes

as the size of the winning coalition increases. The situation then flips at the moderately

high and maximal values of W, with increasingLegal leading to a positive change in

the predicted probability of unrestricted deposits by about 10 percentage points and a

negative change of around three percent for restricted deposits. Compared to the results

in Chapter 3, the magnitudes of the these variables have increased.

The point predictions in Table 4.10 show this increased magnitude as well and

are more in line with my expectations than the results in Table 3.14 in Chapter 3. When

responsiveness is broad and property rights are respected,there is a 3.30% chance of

unrestricted deposits and a 0.90% chance of restricted deposits. If responsiveness is

narrow, but property rights remain protected, there is onlya 0.80% probability of un-

restricted deposits, but a 5.01% probability of restricteddeposits. There remains some

small support for the “gambling for resurrection” situation when responsiveness is nar-

row and property rights are not protected, as the predicted probability of restricted de-

posits is at its lowest, 0.23%, and unrestricted deposists at their second highest level,

1.44%.

The key point of my argument, however, rests in the second interaction term,

which I graph in Figure 4.5. In each graph, I set the size of thewinning coalition
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Table 4.10: Multinomial Logit: Predicted Probabilities (Quality of Legal System *
Scope of Political Support)

Scope of Political Support
Narrow Broad

Property Yes Restricted 5.01% 0.90%
Rights Unrestricted 0.80% 3.30%

Credibility No Restricted 0.23% 4.80%
Unrestricted 1.44% 0.56%

at 0.75 to show the marginal effects when political responsiveness is broadly based.

The top graph displays the marginal effect of inflation variability, as the quality of the

legal system changes. For the lower half of the values ofLegal, the marginal effect

of increasing inflation variability on unrestricted deposits hovers just under zero. For

restricted deposits, increasing inflation variability reduces the probability of restricted

deposits by around 15 percentage points when the quality of the legal system is at its

lowest. As the legal system improves, the negative effect onrestricted deposits gets

smaller, until the marginal effect of inflation variabilitybecomes positive aroundLegal

values of 3.5. At moderately-high levels ofLegal the change in the marginal effect

on restricted deposits flattens out to about a four percentage point change in predicted

probability.

As the change in the effect on restricted deposits tapers off, the positive effect

on unrestricted deposits begins to accelerate. At the highest observed values of the legal

system, increasing inflation variability increases the predicted probability of unrestricted

deposits by almost 45 percentage points, but increases restricted deposits by only four

points. Thus, when both responsiveness and property rightsprotection are high, in-

creasing the level of macroeconomic instability substantially increases the probability

of unrestricted deposits, but only slightly increases the chances of restricted deposits.

The bottom graph shows the same relationship, but graphs themarginal effect of

increasing the quality of the legal system one standard deviation from the mean, across

the values of inflation variability. In this case, the marginal effect of increasing the

quality of the legal system is negative for both restricted and unrestricted deposits when

inflation variability is at its lowest levels. As inflation variability increases, the change

in predicted probability for each outcome follows an inverted-U path. In other words,
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the marginal effect of the legal system increases as inflation variability increases, but

only up to a point, beyond which the effect diminishes. This inflection point occurs at

a lower level of inflation variability for unrestricted deposits (around 1.3 vs. 2), as well

as peaking at a lower level of change in predicted probability.5 This suggests there are

some levels of macroeconomic instability at which even respectful governments would

be expected to be tempted to violate property rights.

In terms of real-world applications, however, most of the observed cases of infla-

tion variability fall in the range less than or equal to 1.2, right around where the change

in predicted probability of restricted deposits switches from negative to positive and

the positive effects on unrestricted deposits begin to diminish. Thus, for most cases of

inflation variability, increasing the quality of the legal system has divergent effects on

the chances of restricted and unrestricted deposits, when politicians respond to a broad

audience.

The graphs in Figure 4.5 show that I can reject the null hypothesis of Hypothe-

sis 9 that there is no relationship between unrestricted deposits and the joint presence of

property rights protection and macroeconomic instability.

Figure 4.5, however, shows the marginal effects of each partof the interaction

when the size of the winning coalition is set at 0.75, while Hypothesis 11 is best tested

by comparing the marginal effect across the range of political responsiveness. Thus, in

Figure 4.6 I present the graphs of the marginal effect of inflation variability for each of

the five possible values of W, while Figure 4.7 does the same for the marginal effect of

increasing the quality of the legal system. Comparing the different graphs shows how

the behavior of the interaction of inflation variability andproperty rights protection is

indeed contingent on the level of political responsiveness.

5Approximately 25 percentage points for unrestricted deposits vs. just under 50 points for restricted
deposits.
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As I expected, the marginal effect of inflation variability is always higher for

both restricted and unrestricted deposits when property rights are protected than when

they are not. However, the comparative effects of inflation variability betweenthe two

choices depends on the scope of political responsiveness. The upper-left-most graph in

Figure 4.6, when the scope of political responsiveness is atits lowest level, shows that

increasing inflation variability when protection of property rights is least secure makes

unrestricted deposits less likely, while restricted deposits are unchanged. Once prop-

erty rights become moderately secure, the change in predicted probability of restricted

deposits increases to about 30 percentage points and the change in the predicted prob-

ability of unrestricted deposits hovers around zero. At thehighest levels of property

rights protection, the change in the probability of restricted deposits tapers off slightly,

while the probability of unrestricted deposits becomes slightly positive.

When the size of the winning coalition is in the middle of possible values, the

effects of increased inflation variability are similar for both restricted and unrestricted

deposits. If the quality of the legal system is poor to moderate, the effect is essentially

zero for both forms of deposits. When property rights are protected, increased inflation

variability positively increases the predicted probability for restricted and unrestricted

deposits, although the effect is stronger for restricted deposits.

However, once political responsiveness is at its highest level, the effects of infla-

tion variability are the opposite of when responsiveness was its most narrow. In this case,

increasing inflation variation leads to a negative change inthe probability of restricted

deposits when values ofLegal are small, but leaves unrestricted deposits unchanged.

The negative effects on restricted deposits diminish as thelegal system improves, while

the predicted probability of unrestricted deposits eventually begins to increase concur-

rently.
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In Figure 4.7, when political responsiveness is at its most narrow, increasing

the quality of the legal system has much stronger effects on the predicted probability

of restricted deposits than on unrestricted deposits. As inflation variability increases,

a similar standard deviation change of the quality of the legal system changes the pre-

dicted probability of restricted deposits from around eight percentage points to almost

70 percentage points when variability reaches about 1.8. Inthe same situation, unre-

stricted deposits move from a change in predicted probability that is slightly negative to

one that is slightly positive.

As the scope of political responsiveness expands, however,the gap in effects

between restricted and unrestricted deposits begins to diminish. Once responsiveness

reaches its broadest level, the same standard deviation change in legal system quality

leads to a positive and much larger change in the chances of allowing unrestricted de-

posits and a concurrent decrease in the probability of restricted deposits.

Once again, however, as variability starts to take on more extreme (and less ob-

served) values, the positive change in unrestricted deposits begins to go back down and

the change in probability of restricted deposits begins to become increasingly positive

before it too starts to diminish as well.

The evidence in Figures 4.6 and 4.7 suggests, then, that I canreject the null hy-

pothesis for my central argument in Hypothesis 10 that thereis no relationship between

unrestricted deposits and the combination of broad political responsiveness, credible

property rights protection, and macroeconomic instability.

This conclusion is supported as well in the point predictions presented in Ta-

ble 4.11, which confirm my predictions in the two-by-two matrix in Table 4.2 above.

By far, the most likely situation for unrestricted deposits, with a predicted probability

of 3.36%, is the upper-right-hand corner where property rights are credible, but macroe-

conomic policy is not not credible. The least-likely situation, for both unrestricted and

restricted deposits, is when property rights and macroeconomic policy are both credi-

ble, with a predicted probability of 0.10% and 0.80%, respectively. This is just slightly

less likely than was predicted for the combination of credible macroeconomic policy

and non-credible property rights, which I expected to have the lowest probability. The

difference, however, is only 0.02 percentage points (0.10%vs. 0.12%). Moreover, gov-
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Table 4.11: Multinomial Logit: Predicted Probabilities (Quality of Legal System * In-
flation Variability)

Macroeconomic Policy Credibility
Yes No

Property Yes Restricted 0.80% 1.24%
Rights Unrestricted 0.10% 3.36%

Credibility No Restricted 2.62% 5.95%
Unrestricted 0.12% 0.55%

ernments that lack credibility on either dimension are not only unlikely to allow unre-

stricted deposits, with a predicted probability of 0.55%, but they are also the most likely

to allow restricted deposits, with a predicted probabilityof 5.95%.

Control Variables The results for the remaining control variables are not markedly

different from the competing risks results in Chapter 3, butdo show important differ-

ences from the binomial results presented here in Section 4.4.1. Several variables that

were statistically significant in the binomial results are no longer significant for the

choice of unrestricted deposits, but are significant for thechoice of restricted deposits.

The current level of openness of the capital account remainsnegative for both

policy choices, but is only statistically significant for unrestricted deposits. The change

in the level of openness from the previous year, remains positively related to both

choices, but becomes statistically significant only for unrestricted deposits in the com-

peting risks model.

Remittances per capita is positively associated with both restricted and unre-

stricted deposits, but are only statistically significant at the .05 level for restricted de-

posits. External debt, which had been significant and negatively associated with unre-

stricted deposits in the binomial analysis, becomes positive, but insignificant for unre-

stricted deposits. Restricted deposits, on the other hand,are positively and significantly

related to the level of external debt. Again, this suggests that it was those governments

already allowing restricted deposits that were driving thesignificant results in the bino-

mial analysis.

Regional diffusion in the previous year is only significantly related to restricted

deposits, although the direction of the coefficients is positive for both choices.
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Shifting to the competing risks model eliminates the statistical significance of

signing an IMF agreement for the choice of unrestricted deposits, while the sign on the

coefficient for restricted deposits is negative and insignificant.

The significant results for the presence of a de jure exchangerate peg disappear

in this model specification, with both coefficients being negative but insignificant. This

suggests that the substitution effect of alternative meansof credibility does not hold,

once the option of restricted deposits is added to the menu ofoptions. Or, more likely,

that it was governments with restricted deposits in the firstplace that were more likely to

have exchange-rate pegs. The results in the next chapter once again support this second

explanation.

Variability in the nominal exchange rate is again significant and positively related

to unrestricted deposits, but not to restricted. As a factorthat more directly effects

individuals and firms, rather than governments, it is not surprising that this variable is

significant for unrestricted deposits, but not restricted.

Finally, the presence of a banking crisis in the previous year is positive for both

restricted and unrestricted deposits, but is only significant for restricted deposits. Re-

stricted deposits appear to be an additional strategy for forcing some owners of foreign

exchange into the formal sector. This could be especially true if the banking crisis were

related to currency mismatches or banks having a difficult time meeting their external

obligations.

Once again, the substantive interpretation of the logit coefficients is not directly

obvious from looking at Table 4.8, so I present the simulatedpredicted probabilities in

Table 4.12. Once again, there were no overlapping significant variables for the restricted

and unrestricted deposits. Additionally, in comparison tothe effects of the control vari-

ables, my key explanatory variables hold up rather well.

For those countries beginning at no deposits, increasing the level of logged GDP

per capita by one standard deviation from the mean reduces the probability of choosing

restricted deposits by just under 0.67 percentage point. Increasing the size of the export

sector by one standard deviation increases this probability by 3.82 points. On the other

hand, increasing the amount of per capita worker remittances again has a large effect

57.16 percentage points, by far the largest magnitude of anyvariable. Increasing the
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Table 4.12: Competing Risks: Predicted Probabilities (First Differences)
Restricted Deposits

Variable(+1 Std. Dev. from mean) ∆ Predicted Prob. Lower Bound Upper Bound
GDP Per Capita(log) -0.67 -4.64 -.0000003
Exports(% of GDP) 3.82 .00001 35.50
Capital Account Openness -0.46 -3.64 0.077
Change in Capital Account Openness(previous year) 0.47 -0.12 4.62
Worker Remittances(per capita) 57.16 2.01 98.06
External Debt(previous year) 0.99 .000001 11.29
Regional Diffusion 1.64 -.00001 20.77
Nominal Exchange Rate(12-Month Std. Dev.) -0.18 -1.06 0.037
Banking Crisis(previous year) 4.69 .000003 42.99

Unrestricted Deposits
Variable(+1 Std. Dev. from mean) ∆ Predicted Prob. Lower Bound Upper Bound
GDP Per Capita(log) -0.90 -4.26 0.47
Exports(% of GDP) -0.51 -2.46 0.33
Capital Account Openness -1.00 -4.49 -0.086
Change in Capital Account Openness(previous year) 1.06 0.04 4.85
Worker Remittances(per capita) 4.87 -3.04 42.70
External Debt(previous year) 1.05 -0.46 6.16
Regional Diffusion 12.14 -0.19 69.50
Nominal Exchange Rate(12-Month Std. Dev.) 0.61 -0.004 3.18
Banking Crisis(previous year) 5.61 -0.72 31.56
Significant variables inbold
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external debt level, however, only increase the probability of restricted deposits by just

under one point. Increasing the amount of regional diffusion has a slightly larger effect,

as a one standard deviation increase from the mean makes restricted deposits 1.64 per-

centage points more likely. Finally, the presence of a banking crisis in the previous year

yields an increased probability of 4.69 points.

The effects of the control variables on unrestricted deposits are rather small as

well. Increasing the current level of capital account openness by one standard deviation

from the mean reduces the predicted probability of unrestricted deposits by one percent-

age point, while the change in the level of openness from the previous year, however,

increases the probability of just over one point.

4.5 Conclusion

The results in this chapter, then, support my central contention that under certain

conditions, allowing unrestricted deposits is similar to other forms of monetary delega-

tion that are used by politicians in an attempt to create credibility on macroeconomic

policy. However, the graphs presented above also suggest that this ability to use unre-

stricted FC deposit accounts to create credibility is limited in its applicability to those

situations where the level of macroeconomic instability isof moderate severity. While

this does limit the scope of my argument, it is not inconsistent with the logic of the

argument, nor with the broader literature on delegation of monetary authority.

While independent central banks, exchange rate pegs, currency boards, and cur-

rency unions are all forms of monetary delegation, they do not all create the same

amount of credibility, as the costs involved in abandoning each one is different. Thus,

the European Monetary System was not nearly as credible of a commitment device as

the euro has been. Similarly, as previously mentioned in theintroduction of this chapter,

Broz (2002) shows how the effectiveness of independent central banks and exchange

rate pegs depends on whether they are used in a democratic or non-democratic setting.

Thus, even if my argument is limited to particular situations, it still contributes a piece

to the broader puzzle and explains an additional amount of policy variation that was

previously unexplored.
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Along this same line of reasoning, allowing unrestricted foreign currency (qua

dollar) deposits, which is a less drastic move than official dollarization, is unlikely to

be as effective of a commitment device for extreme instability as official dollarization

would be. Of course, officially dollarized countries are rather rare, while allowing un-

restricted FC deposits is ubiquitous. Indeed, one of the potential benefits of FC deposit

accounts as a commitment device is that it allows for a sort ofself-enforcing situa-

tion. When governments are truly credible in their respect for property rights, continued

negligence of macroeconomic stability should result in increasing levels of de facto dol-

larization. As the de facto dollarization ratchets up, negligent governments are less and

less able to influence the domestic money supply or rely on theinflation tax. Thus, this

middle ground, with moderate cost and moderate effectiveness, could help explain why

official dollarization remains such a rare situation.

In the end, governments have multiple ways to create credibility, raise revenues,

and access capital, but the mix of strategies that they use will vary depending on the

situation. Thus, when and where governments pursue alternative forms of commitment

devices remains an interesting question. In this chapter, Ilooked at one specific exam-

ple of regulatory attempts to build credibility, that of foreign currency deposits. I have

shown that variation in two aspects of credibility are crucial to understanding the deci-

sion by governments to allow their citizens to open and maintain these type of accounts.

The results indicate that the decision to liberalize completely is indeed positively related

to a need for macroeconomic credibility in the wake of extended variability in inflation,

contingent upon credible protection of property rights anda broad scope of political

responsiveness. Unrestricted accounts are also positively related to a more developed

banking system and the broader process of capital account liberalization, although neg-

atively related to previously liberalized capital accounts.

The differences in results between the single- and competing-risks results, as

well as differences in significant variables for restrictedand unrestricted deposits within

the competing risks results, also suggest that there is something distinct about those

governments that choose initially to allow restricted, rather than unrestricted deposits. I

turn to this question, and the related issue of the stabilityof partial reform, in the next

chapter.
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Credibility matters not just for the portfolio decisions ofindividuals, but also

for the political decisions made by politicians. Recognizing the private/public good

distinction between the different types of regulation implies that liberalization is not a

simple, linear process where full liberalization represents a quantitative, but not qual-

itative, change. It also provides a framework for understanding how politicians deal

with the oftentimes competing forces of domestic and international interests and starts

to integrate the inward and outward-focused explanations for financial regulations.

An extensive literature has begun to emerge looking at the effects of FC deposits

on such things as economic performance, banking and currency crisis, and inflation, and

this dissertation makes an important contribution to that literature. Politicians that allow

unrestricted FC deposits do so for different reasons than those that allow restricted de-

posits; yet, the resulting deposit ratios appear quantitatively the same. The observed

relationships between deposit dollarization and various economic/political outcomes

could very well be confounding the effects of the deposits with the continued influ-

ence of those factors that lead the politicians to choose a particular level of regulation in

the first place. Chapter 4 continues and extends my analysis to test my hypotheses about

partial liberalization and policy stability.
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Figure 4.8: Distribution of Property Rights Variables



Chapter 5

Partial Reform as Stable Equilibrium

5.1 Introduction

In the previous two chapters I tested my hypotheses related to political respon-

siveness and the ability of politicians to create credibility using unrestricted FC deposits;

in this chapter, I shift my attention to the related questions of why some countries re-

main at restricted deposits and what makes some of them eventually liberalize com-

pletely. Allowing deposits freely is closer to a public good, since all individuals may

open accounts, even if they are not all equally positioned tocapitalize on that right. In

the face of exogenous shocks, governments may face the need to expand their coalition,

but in contemplating the move to a bigger coalition, they face a choice that threatens

the benefits to their current supporters. If a government is not credible in its offer to

expand its coalition, potential members will not respond and switch their support, leav-

ing the government with displeased former constituents andinsufficient new coalition

members. In this situation, non-credible governments willprefer to remain partially lib-

eralized. Thus, credibility of property rights is also key to understanding restricted as

well as unrestricted FC deposit regulations.

Allowing restricted deposits may result in only certain sectors of the economy

being allowed to have FC accounts, requiring exporting firmsto deposit some portion

of their export receipts, or requiring individuals and firmsto receive approval from a

government agency to open an account. Depending on the type of regulation, partial

liberalization will have different distributional consequences and, therefore, different

166
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political dynamics than unrestricted deposits. Thus, I expect the effect of the indepen-

dent variables to vary depending on the level of regulation in question.

The logic of the political responsiveness suggests that therelationship between

macroeconomic instability and complete liberalization islikely to be different. For nar-

rowly responsive governments, the political costs for expanding the population of those

that have access to FC deposit accounts should increase as the level of instability in-

creases. If the general demand for accounts is low, then the relative gains of having

privileged access will be low as well.

The results presented below indicate that once a governmentadopts restricted

deposits, the reasoning behind the decision to allow unrestricted deposits appears to

change. This subset of countries appears to have politicians more concerned with en-

forceability and unpredictability than creating credibility on macroeconomic policy.

These politicians recognize their own type as remaining non-credible on macroeconomic

stability into the foreseeable future and anticipate the probable flight of domestic capital,

either abroad or domestically as currency substitution. Alternative specifications using

the level of inflation, rather than variability, suggest that lack of credibility on macroe-

conomic performance is more problematic when it results in unpredictability rather than

poor, but relatively predictable performance.

Specifically, the effects of the interaction terms, which were key in Chapters 3

and 4 are now either contingent on the level of inflation variability being low, as in the

case of the interaction of the size of the winning coalition and the quality of the legal

system, or the opposite of previous results, in the case of the interaction of inflation

variability and the quality of the legal system. Thus, the credibility-creating aspects of

unrestricted deposits appear limited to those countries that start off not allowing any

deposits at all.

Additionally, the results of the control variables also differ from the earlier com-

peting risk results that looked at just those countries thatbegan not allowing any de-

posits, suggesting that the economic and external dynamicsare distinct for this subset of

the population. Openness of the capital account, either thecurrent level or the process

of changing it, no longer has a significant relationship. On the other hand, the externally

focused variables of external debt and signing an IMF agreement become significant, as
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does the presence of a de jure exchange rate peg.

The remainder of the chapter is organized as follows: Section 5.2 briefly sum-

marizes my arguments on partial liberalization and policy stability and develops testable

hypotheses, Section 5.3 discusses the model specification,Section 5.4 presents the re-

sults of the analysis, and Section 5.5 concludes.

5.2 Partial Reform Stability
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Figure 5.1: Length of Spells of Allowing Restricted Deposits

Of those countries that allow restricted deposits at some point in time, the mean

duration of the partial liberalization period is 8.43 years, with a median value of eight

years, or just under half of the length of time covered in my dataset. Figure 5.1 shows

the distribution of the spell lengths of restricted deposits. Clearly, once a country lib-

eralizes partially, they tend to stay there for a relativelylong time, although there is

variation. Looking at the list of countries in Section A.5 ofthe Appendix that had still

not liberalized completely by 2000 reveals a mixture of developing and middle-income
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countries across numerous regions, although African countries do make up a plural-

ity. Other than a lack of wealthy countries, no single variable jumps out to unify these

countries.

I believe that the stability of partial reform is related to the initial decision to

allow restricted deposits, rather than unrestricted deposits. Specifically, allowing re-

stricted deposits provides politicians the ability to target the restrictions and exemptions,

providing them an additional tool to please specific interest groups or key supporters.

Moreover, once partial liberalization of FC deposits occurs, it is similar to other forms

of partial economic reform, in that it creates groups that benefit from incomplete reform

and thus have an incentive to fight against full liberalization (Hellman, 1998). Hellman

argues, however, that the short-term costs and long-term benefits of economic reform

make partial reform likely initially. In the context of FC deposits, however, the time

frame of the costs and benefits is different than with traditional economic reform, and

the initial likelihood is driven more by the level of political responsiveness as I argued

in Chapter 3.

As I explored in that chapter, it is this ability to target access that I believe influ-

ences the initial choice of restricted deposits; thus, it should also influence the stability

of this choice. Credibility also remains important in helping explain the stability of

partial reform. When politicians face a need to to increase their support, or hold off a

challenger, not only will the winners from partial reform likely fight to maintain their

privileges, but politicians are unlikely even to make the change unless they expect it

to generate enough additional supporters, net of those lostby changing the policy. To

bring in additional supporters, however, politicians mustbe able to credibly commit to

providing some sort of benefit to their new constituents. Potential winners from full

liberalization are only likely to show their support if theybelieve their deposits will be

respected. These arguments suggests the following hypotheses, parallel to those tested

in Chapter 3:

Hypothesis 11 The probability of moving from restricted to unrestricted foreign cur-

rency deposits is higher when politicians rely on a broad coalition of political support.

Hypothesis 12 The probability of moving from restricted to unrestricted foreign cur-
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rency deposits is positively associated with the joint presence of respect for property

rights and politicians relying on a broad coalition of political support.

In order for there to be a political benefit to allowing certain groups privileged

access to FC deposit accounts, there must be some economic benefit to those who have

that access compared to those that do not. Otherwise, those in the “in group” would

have no reason to reward politicians for that access. Thus, in terms of movingaway

from restricted deposits, the political costs of doing so will be influenced by this same

divergence in economic benefit of having access versus not having it. The bigger the

benefit of special access, the higher the political struggleshould be from current sup-

porters against expanding access to everyone. Of course, the flip side of this is that the

smaller the difference, the lower the political rewards would be from new (potential)

supporters enjoying newly expanding access, as the previously-excluded groups would

not be gaining much of concrete benefits. There could be, however, some symbolic value

of greater equality, or perhaps some utility from reducing perceptions of corruption if

access previously could have been attained by bribery.

Combining these arguments suggests the following hypotheses:

Hypothesis 13 The probability of moving from restricted to unrestricted foreign cur-

rency deposits is higher in countries where politicians arebroadly responsive, property

rights are respected, and macroeconomic conditions are stable.

Hypothesis 14 The probability of moving from restricted to unrestricted foreign cur-

rency deposits is lower when property rights are respected and macroeconomic condi-

tions are unstable.

On the economic side, restricting deposits could also be beneficial to those that

deal frequently in foreign currencies; the export sector isone such group. This could

also be a group that politicians can tap to bring foreign exchange into the formal sector

by requiring surrender of export receipts. This suggests then, Hypothesis 15:

Hypothesis 15 The probability of moving from restricted to unrestricted foreign cur-

rency deposits is inversely related to the size of the exportsector.
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I present the results of the empirical test of these propositions in the following

section.

5.3 Empirical Model

I view the choice to liberalize as the result of strategic choices by politicians in

pursuit of maintaining elected office. These choices are influenced by demands from

constituents, the institutional context of the politicians, and are contingent on the the

presence of credible respect for property rights. Depending on the type of regulation

considered and contingent upon the present level of regulation, these same forces inter-

act in different ways. Thus, I expect that some variables will matter for some choices,

but not others; some variables will have opposite effects, depending on the specific

change of regulation in question. In Chapter 3, I tested my argument looking only at the

decision to allow restricted deposits; in this chapter, I replicate this analysis, but only

focusing on the move from restricted to unrestricted deposits.

5.3.1 Operationalizations

Dependent Variable

In this chapter, I again use the same dataset I constructed from the IMF Annual

Report on Exchange Arrangements and Exchange Restrictions(AREAER), but stratify

the database on the level of restriction chosen. I focus onlyon those countries that allow

restricted deposits. Due to the coverage limits of when somecountries join the IMF and

enter the AREAER report, some countries enter the dataset already allowing restricted

deposits, while others enter the dataset not allowing any deposits and then moving to

allow restricted deposits.

Independent Variables

While I expect different dynamics to drive the choice of restricted deposits, com-

pared to unrestricted deposits, I include the same right-hand side variables in this anal-

ysis. This is important both theoretically, as the underlying competing argument of
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the linear nature of liberalization implies including the same variables, as well as con-

sistency of controlling for the effects of other variables.To test the differences, if any,

between the move from restricted to unrestricted deposits and the move from no deposits

at all to unrestricted deposits, it is important to control for the same set of explanatory

variables, even if the sample of those same variables is different.

5.3.2 Model Specification

The results presented below come from the same model specification outlined in

chapter 3. I use binary cross-sectional time-series (BTSCS) with robust standard errors

and include three transformations of time (linear, squared, and cubed) to account for

time dependence(Carter and Signorino, 2006). I begin againwith the simple, economic

model and then complicate the model with additional controlvariables, institutional

variables by themselves, and conclude with the interactionterms included. Since I have

already stratified the data based upon the current level of regulation, there is no need to

include the right-hand-side variable denoting the allowance of restricted deposits in the

previous period.

5.4 Results

The argument outlined in Chapter 2 makes clear predictions about the relation-

ship between the level of political responsiveness and policy choice. Chapter 3 provides

empirical support for the contingent nature of this relationship, in the context of regula-

tions resembling public/private goods, by rejecting the null hypothesis of no relationship

with the interaction of property rights protection and winning coalition size.

The results in Section 5.4.1 below provide evidence that thelinear view of lib-

eralization is incorrect and that many of the same forces that lead a country to liberalize

partially are likely to increase the stability of that partial liberalization. The results also

suggest that my arguments about the credibility-building nature of unrestricted deposits

and the contingent nature of institutional incentives to provide public goods are not

directly portable to the move from restricted deposits to unrestricted deposits. Those

countries that liberalize partially at first appear to be more concerned about the enforce-
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ability of the restricted deposits and the increased uncertainty caused by highly variable

inflation and nominal exchange rates.

5.4.1 Policy Stability Hypotheses

Once countries liberalize partially, they stay partially liberalized for over 8 years,

on average. The duration of partial reform, however, does vary; to explain this varia-

tion, I developed several hypotheses building upon the arguments in Chapter 2. Ta-

ble 5.1 presents the results of the regression analysis beginning again with the simple,

economics-only model, expanding to include the series of control variables, the institu-

tional variables, and finally the full model, complete with interaction variables. Robust

standard errors are reported in parentheses.

Basic Economic Variables The simple, economic model by itself does a poor job of

explaining the move from restricted to unrestricted deposits, as none of the included

variables achieve statistical significance and the pseudo-R2 is only around 0.05. GDP

per capita begins with a negative sign, but becomes positiveonce additional control

variables are added to the analysis. GDP is briefly mildly significant, at the .1 level,

but this goes away once the institutional variables are included. Thus, while poorer

countries appear more likely to choose restricted deposits, increasing wealth within this

group does not appear to make full liberalization more likely. This suggests that the

linear view of liberalization, at least as it relates to the level of development, does not

apply.

The size of the export sector follows the opposite path, beginning as positive

and insignificant, but then switching to negative once controls are added and achieving

statistical significance in the final model. Thus, I can reject the null hypothesis for

Hypothesis 14 that there is no relationship between the sizeof the export sector and the

move from restricted to unrestricted deposits. Again, thisundermines the linear view

of liberalization, as the export sector is positively associated with the move to restricted

deposits, but negatively associated with the moveawayfrom restricted deposits.

The natural log of population is positively associated withthe move from re-

stricted to unrestricted deposits, once additional control variables are included, but the
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Table 5.1: Logit Results: Policy Stability Hypotheses (Restricted to Unrestricted
Deposits)

Basic Basic+ Institutional Interaction
Variables Economic Controls Variables Variables

Basic Economic Variables
Logged GDP -0.235 1.041* 0.688 0.566

(per capita) (0.256) (0.611) (0.713) (0.785)
Exports 0.00326 -0.0428 -0.0570* -0.0726**

(% of GDP) (0.0155) (0.0369) (0.0330) (0.0366)
Population -0.0693 0.637* 0.509 0.544

(log) (0.0985) (0.358) (0.432) (0.464)
Logged M2 0.541 2.093** 2.750* 3.136**

(% of GDP) (0.528) (1.065) (1.428) (1.591)
Inflation Variability -1.153 0.347 -0.733 3.337

(log CPI, 5-year Std. Dev.) (0.774) (0.992) (1.624) (3.900)
Inflation Level 0.410* 1.684*** 1.406** 1.175*

(log CPI, 5-year Moving Ave.) (0.239) (0.638) (0.650) (0.695)
Institutional Variables

Size of Winning Coalition -1.900 -4.173
(2.058) (4.452)

Change in Size of 0.757 0.972
Winning Coalition(3 years) (1.702) (1.597)

Quality of Legal System -0.0179 0.00877
(0.588) (0.982)

Interaction Variables
Quality of Legal System x 0.745

Size of Winning Coalition (0.828)
Inflation Variability x -1.164

Quality of Legal System (0.816)
Control Variables

Capital Account Openness -0.0363 -0.317 -0.357
(0.560) (0.526) (0.557)

Change in Capital Account -0.199 -0.254 -0.310
Openness(previous year) (0.881) (0.811) (0.798)

Export Market 0.0348 0.0104 0.0184
Concentration(Top 3) (0.0309) (0.0286) (0.0276)

Foreign Direct Investment 0.0573** 0.106*** 0.123***
(% of capital formation) (0.0225) (0.0405) (0.0445)

Worker Remittances 0.00199 0.000848 0.00165
(per capita) (0.00477) (0.00514) (0.00556)

External Debt -0.000117*** -0.000108*** -0.000103**
(previous year) (4.00e-05) (4.06e-05) (4.10e-05)

Regional Diffusion 1.611 2.538 2.404
(previous year) (3.124) (4.554) (4.671)

Signed IMF program 1.568** 1.922** 2.061**
(previous year) (0.702) (0.928) (0.969)

Official Reserves 0.000169 0.000104 9.13e-05
(5-year standard deviation) (0.000118) (0.000185) (0.000152)

Nominal Exchange Rate -7.965 -14.32 -12.25
(12-month std. dev.) (7.738) (9.365) (8.868)

De Jure Exchange -1.497* -2.390** -2.735**
Rate Peg(previous year) (0.767) (1.042) (1.283)

Banking Crisis -0.00388 -0.0831 -0.158
(previous year) (0.573) (0.602) (0.672)

Observations 369 305 245 245
Pseudo Log Likelihood -78.57 -48.84 -39.73 -38.76
Pseudo R2 0.0576 0.256 0.296 0.313
Robust standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1
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coefficient fails to achieve statistical significance in allfour model specifications. Thus,

while this is suggestive that ruling over large populationsmay make enforcing the re-

strictions on deposits more difficult than in less populace countries, the effects of this

relationship are not distinguishable from zero.

Contrary to the results in previous chapters, the size of thebanking system,

as measured by the natural log of M2 as a percentage of GDP, is positive and finally

achieves statistical significance in the complete interactive model. For governments at

the intermediate level that are concerned about the implications of too much freedom

in the financial sector, a more extensive banking system may mean politicians view the

banking system as finally ready to “remove the training wheels” and handle unrestricted

deposits.

While never achieving statistical significance, variability of inflation by itself

was sensitive to model specification, both in terms of sign and magnitude of effect.

It starts off as negative, but then alternates between negative and positive signs as the

control, institutional, and interaction terms are added inturn. The level of inflation, on

the other hand, is consistently positive, but fluctuates with statistical significance before

ending up only significant at the .1 level in the complete model.

Institutional Variables Consistent with the results in earlier chapters, the institutional

variables by themselves do a poor job of explaining the move to unrestricted deposits.

The size of the winning coalition, contrary to my expectations is negatively associated

with the move away from restricted deposits, although not even close to statistical sig-

nificance in either of the specifications in which it is included. In the complete model,

however, this finding is of little importance, as the interpretation in that case is for those

situations when the quality of the legal system takes on the value of zero. This never

occurs, as theLegalvariable can only take on non-zero values.

Thus, I cannot reject the null hypothesis of Hypothesis 11 that there is no re-

lationship between the size of the winning coalition and themove from restricted to

unrestricted deposits.

On the other hand, the change in the size of the winning coalition has a positive

sign, but fails to achieve statistical significance. The quality of the legal system is neg-
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ative and insignificant by itself, and positive but insignificant in the interactive model.

Given the contingent nature of my argument, however, these results by themselves are

not that surprising.

Interaction Variables Indeed, introducing the interaction terms in the final specifica-

tion appears at first glance to support my argument. Looking just at the coefficients of

the two interaction terms, both variables are in the expected direction. Unlike the pre-

vious analyses, the combination of inflation variability and quality of the legal system

is negatively associated with the shift from restricted to unrestricted deposits. The joint

presence of political responsiveness and a quality legal system, on the other hand, is

positively associated with full liberalization to unrestricted deposits. However, to test

the statistical significance of the interaction terms I mustonce again graph the marginal

effect of the component parts, which I do in Figures 5.2 through 5.5.

Figure 5.2 shows the marginal effect of increasing the winning coalition one

standard deviation above the mean as my measure of property rights protection in-

creases. To allow for the testing of Hypothesis 13, I includetwo graphs with the level

of inflation variability set at a low and high level. The top graph has inflation variabil-

ity set at the 25th percentile, while the bottom graph uses the 75th percentile. In both

graphs, the change in the predicted probability is larger atthe highest levels of the legal

system quality measure than at low values. When inflation variability is high, however,

the effect is not as strong, with the change in predicted probability maxing out a little

under two percentage points.

When inflation is low, however, the marginal effect increases consistently as the

quality of the legal system improves and the slope of the lineis larger than when inflation

is high. At the lowest levels of property rights protection,increasing the size of the

winning coalition actually decreases the predicted probability by over five percentage

points. By the maximal values of the legal system variable, the same change of the

winning coalition increases the predicted probability by around five points. Thus, when

inflation variability is low, the magnitude of the marginal effect of the size of the winning

coalition is more than twice as large as when inflation variability is high.

The graphs in Figure 5.3 show similar results graphing the marginal effect of
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Table 5.2: Political Responsiveness: Predicted Probabilities (25th/75th percentiles)

Scope of Political Support
Narrow Broad

Property Rights Yes 9.53% 9.83%
Credibility No 8.9% 2.83%

changing the quality of the legal system as the size of the winning coalition changes.

When inflation variability is high, as in the bottom graph, increasing the quality of the

legal system when the size of the winning coalition is small increases the predicted

probability of moving to unrestricted deposits by about onepercentage point. Making

the same change when the winning coalition size is at its largest only increases the

probability by around two points.

When inflation variability is low, however, changing the quality of the legal sys-

tem has a much stronger effect across all sizes of winning coalitions. When the winning

coalition is at zero, increasing the legal system quality increases the predicted probabil-

ity around five percentage points, with a marginal effect of around 12 points when the

winning coalition is at its broadest. The effects are statistically significant as well.

Thus, I can reject the null hypotheses for both Hypothesis 12and 13. The posi-

tive effects of political responsiveness depends on the credibility property rights protec-

tion, but the strength of this relationship is much higher when macroeconomic condi-

tions are stable. Broad parts of the population may desire access to FC deposit accounts,

but politicians starting at restricted deposits appear to choose their timing carefully to

take advantage of periods of predictable levels of inflation.

Table 5.2 presents simulated point predictions for the fourpermutations of the

scope of political responsiveness and respect for propertyrights, with inflation variabil-

ity set at its 25th percentile. As expected, and consistent with the results in previous

chapters, the least likely situation for moving from restricted to unrestricted deposits

(2.83%) occurs when responsiveness is broad and property rights are not respected. The

most likely situation, on the other hand, is when responsiveness remains broad, but prop-

erty rights are protected, with a predicted probability of 9.83%. Only slightly less likely,

at 9.53%, is the combination of credibile property rights and responsiveness narrow.

Political responsiveness still matters for the move from restricted to unrestricted
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deposits, but the marginal effects of property rights protection are much larger, whether

responsiveness is broad or narrow. This suggests that whilepoliticians in countries that

allow restricted deposits do respond to the different incentives created by variation in po-

litical responsiveness, the protection of property rightsis the more influential aspect of

the relationship. This makes sense, as after experiencing aperiod of restricted deposits,

individuals would likely be leery of politicians’ new commitments to unrestricted de-

posits, especially if liberalization takes place in periods of relative calm. It is easier to

liberalize and make commitments when times are going well, but that says less about

how politicians will behave when times are tough. Indeed, the results from the sec-

ond interaction term emphasize that governments that allowrestricted deposits appear

especially concerned with the unpredictability of inflation.

Figures 5.4 and 5.5 provide the graphical results for the interaction of inflation

variability and the quality of the legal system. Beginning with Figure 5.4, I display the

marginal effect of inflation variability as legal system quality changes. The top graph

shows the effect when the size of the winning coalition is setat the moderately-low level

of 0.25, while the bottom graph has it set at the moderately-high level of 0.75.

The graphs in Figure 5.4 confirm that the relationship between the joint presence

of inflation variability credible respect for property rights is both negative and statisti-

cally significant. At low levels of property rights protection, there again appears to be a

situation of gambling-for-resurrection, as increasing the level of inflation variability one

standard deviation above the mean leads to an increase in thepredicted probability of

allowing unrestricted deposits by about seven percentage points. However, as property

rights protections increase, the predicted probability ofabandoning restricted deposits

for unrestricted deposits falls. At moderately-low vaues of Legal, the marginal effect

crosses the zero line and yields negative changes in predicted probability. The size of

the winning coalition does appear to matter slightly, although more so at lower levels of

property rights protection.

The negative change in predicted probabilities is consistent with the results in

Chapter 4, where the credibility effects of unrestricted deposit accounts were limited to

moderate levels of inflation variability. Even at high levels of property rights protection,

if macroeconomic conditions become too unpredictable governments appear unwilling
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Table 5.3: Creating Credibility: Predicted Probabilities(25th/75th percentiles)

Macroeconomic Policy Credibility
Yes No

Property Rights Yes 9.53% 3.17%
Credibility No 2.88% 2.53%

to risk allowing FC deposits without restrictions. The results here suggest that this

dynamic continues once governments arrive at restricted deposits. If inflation variability

made them choose restricted deposits in the first place, continued variability will serve

merely to keep them there even longer.

Figure 5.5 shows the other side of the relationship, graphing the marginal effect

of increasing the quality of the legal system across the values of inflation variability.

Here the effects of theLegal variable are shown to be statistically significant for only

a subset of the observed values of inflation variability. When variability is at its lowest

levels, increasing the quality of the legal system increases the predicted probability of

unrestricted deposits by around eight percentage points. As variability increases, this

positive effect diminishes. Once the standard deviation ofinflation reaches just over 1.2

the marginal effect crosses the zero line and flattens out forthe remaining values, but no

longer maintains statistical significance.

In terms of the real-world meaning of this, the mean level of inflation variability

in the subsample is around 0.6 with a standard deviation of 0.45. Once again, then, if

property rights are credible, politicians can liberalize fully when the situation is pre-

dictable. But as predictability falls, and inflation variability increases, the effects of

increased property rights credibility eventually dissipate.

For at least a substantial segment of the cases under consideration, I can reject

the null hypothesis of Hypothesis 14 that there is no relationship between moving from

restricted to unrestricted deposits and the joint presenceof credible property rights and

unstable macroeconomic conditions

For those countries that initially allowed restricted deposits, it appears as if al-

lowing unrestricted deposits is not a viable strategy for creating credibility on macroeco-

nomic policy. The predicted probabilities of allowing unrestricted deposits are very sim-

ilar, around 3%, for three of the four combinations in Table 5.3, with the only substantial
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deviation occurring when governments are credible on both macroeconomic policy and

property rights protection. In this case, the predicted probability of allowing unrestricted

deposits is 9.53%.

The results of the interaction terms in this chapter supportmy claim that the pro-

cess of liberalization is not a linear process and that the choice of allowing unrestricted

deposits is different when governments are starting from allowing restricted deposits.

The results for the remaining control variables support these conclusions as well.

Control Variables In contrast to the results for governments that start off notallow-

ing any deposits at all, neither the level of capital accountopenness nor the change in

capital account openness are statistically significant in any of the model specifications.

Concentration of export markets once again fails to achievestatistical significance in

any of the models although it consistently had a positive sign.

Foreign Direct Investment, which had previously only been significant for the

move to restricted deposits, is positive and significant across all specifications for the

move from restricted to unrestricted deposits. I interpretthis as suggesting that govern-

ments dependent on FDI may be willing to move on to unrestricted deposits if restricted

deposits by themselves did not attract enough foreign exchange from domestic owners

of capital.

On the other hand, worker remittances per capita are negative and insignificant

throughout. Given the previous strong positive relationship between remittances and

restricted deposits, the negative sign here is consistent with earlier results and suggests

that there is not necessarily a linear relationship betweenremittances and the whole

liberalization process. Indeed, it could be that going to unrestricted deposits would

eliminate the special accounts for remittances that often paid higher interest rates, such

as in Cape Verde and Turkey. Of course, these results are not distinguishable from zero,

so I cannot draw any real conclusions.

External debt starts off negative and highly significant. This, then, suggests that

it was those countries that already allow restricted deposits that were driving the signifi-

cant and negative results in the binomial analysis in Chapters 3 and 4. Governments that

have substantial amounts of external debt appear to be unwilling to abandon the kind
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of FC deposit restrictions that force owners of foreign exchange to surrender that to the

banking system.

Unlike the move to restricted deposits, regional diffusion, which had been pos-

itive and significant, is positive but insignificant across all model specifications. This

suggests, perhaps, that in response to an increase in liberalization in the region, some

reticent governments respond hesitantly with partial reform. For these governments,

continued diffusion of complete liberalization does little to encourage the move away

from partial reform. Thus, observation of neighbors may provide some information to

politicians, making them less willing to complete the liberalization process, but a coun-

try’s actual experience with partial reform is likely more influential for informing the

decision to complete the liberalization process.

On the other hand, signing an agreement with the IMF is positively and signif-

icantly related to the shift from restricted to unrestricted deposits. Previously, signing

an agreement had been positive and significant for unrestricted deposits in the binomial

analyses, but not in the competing risks models. It was also significant, but negatively,

related to the choice of restricted deposits in the binomialsetup. Taken together, this

suggests that signing IMF agreements is important for governments that already allow

restricted deposits.

It could be that along with other pro-market reforms, IMF programs include

allowing unrestricted deposits in their package of conditions. This explanation, however,

should apply to governments not allowing deposits at all. More likely, in my opinion, is

that the signing of an IMF agreement provides a political opportunity for politicians that

are beholden to narrow groups of political supporters to engage in broader liberalization

and blame any negative consequences on the external force ofthe IMF, as suggested by

Vreeland (1999).

Variability in official reserves also produces results opposite from binomial anal-

ysis of the move from not allowing any deposits to allowing restricted deposits. While

positively and significantly associated with the move to partial liberalization, the rela-

tionship of variability in reserves to moving from partial to full liberalization remains

positive, but is insignificant across all the specifications.

Instability of the nominal exchange rate continues to be insignificant and nega-
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Table 5.4: Predicted Probabilities (First Differences): Policy Stability

Unrestricted Deposits
∆ Predicted Lower Upper

Variable(+1 Std. Dev. from mean) Probability Bound Bound
Exports(% of GDP) -2.11 -14.17 0.47
Logged M2(% of GDP) 13.98 -0.20 45.12
Foreign Direct Investment(% of Capital Formation) 12.45 0.63 41.22
External Debt(previous year) -11.49 -42.19 -0.66
Signed IMF Agreement(previous year) 14.82 0.15 .56
De Jure Exchange Rate Peg(previous year) -4.13 -26.69 -0.02

tive for the move from restricted to unrestricted. Theoretically, variability in the nom-

inal exchange rate should make FC deposits more appealing toresidents. Again, this

seems to suggest that when politicians are initially afraidof unrestricted deposits, the

experience with restricted deposits fails to assuage theirfears of the consequences of un-

restricted deposits. Thus, continuation of those initial factors that lead to partial reform,

reinforce the stability of that choice.

Previously, the presence of a de jure exchange-rate peg was also negative, but

only significant in the binomial analyses in Chapters 3 and 4.It is significant and nega-

tive here, which suggests that exchange-rate pegs only matter to governments that have

already allowed restricted deposits. In this case, rather than having pegs providing a

substitute for creating credibility, I attribute the finding to the fact that large amounts

of de facto dollarization can magnify fluctuations in the nominal exchange rate. Thus,

governments with an exchange rate peg may not want unrestricted deposits if that would

make it more difficult to manage and maintain their fixed exchange rate.

Finally, the presence of a banking crisis in the previous year, which was sig-

nificantly and positively associated with the move to restricted deposits, is consistently

negative, but insignificant, across all models. Restricteddeposits may be a useful strat-

egy for helping to recapitalize the banking system after, orin the midst of a banking

crisis, but allowing unrestricted deposits does not appearto have the same appeal. This

makes sense given the discussion above, as a government thathad previously only al-

lowed restricted deposits is likely to prefer periods of calm if they are going to abandon

restrictions. Calm which is unlikely to emerge shortly after a systemic banking crisis.

Table 5.4.1 presents the change in predicted probabilitiesfor the remaining sig-

nificant variables. While an increase in the size of the export sector previously made



187

restricted deposits almost five points more likely, a similar change here makes abandon-

ing restricted deposits just over two points less likely. The size of the banking sector, on

the other hand, has a much larger impact on the predicted probability. Increasing the log

of M2 as a percent of GDP increases the predicted probabilityby almost 14 points.

The remaining significant variables suggest that politicians in countries that have

previously liberalized partially are also more influenced by external forces and con-

cerned with predictability. Increasing reliance on FDI forcapital formation by one stan-

dard deviation from the mean increases the predicted probability of full liberalizing by

12.45 percentage points. Conversely, a similar change in the level of external debt de-

creases the probability by 11.49 points. The external factor of signing an agreement with

the IMF has the largest impact, increasing the predicted probability by 14.82 percentage

points. Finally, the presence of a de jure exchange rate peg reduces the probability by

4.13 points. Thus, in terms of the magnitude of the effects, my key explanatory vari-

ables have a slightly smaller, but still statistically significant, effect on the likelihood of

governments moving from restricted to unrestricted deposits.

5.5 Conclusion

In this chapter I tested my hypotheses on the stability of partial liberalization. In

general, the simple economic model does a poor job by itself of explaining either the

choice of partial liberalization or the continuation of that policy.

Comparing the results for the move to restricted deposits tothe results for the

move away from them supports my claim that liberalization isnot a linear process and

that the decision calculus used by politicians is contingent on their current level of lib-

eralization.

This highlights the importance of integrating dynamic, strategic effects in under-

standing the dollarization process. Very few countries have adopted the corner policies

of either outright adopting a foreign currency or actively rooting out the presence of

foreign currencies within their borders. Instead, they have adopted a variety of interme-

diate positions such as allowing foreign currency deposits. This chapter helps explain

why these intermediate situations are adopted and can be a stable equilibrium.
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The initial choice to adopt restricted deposits appears consistent with my cen-

tral argument about the two aspects of credibility. When credibility on property rights

and macroeconomic stability is low, countries are more likely to forgo unrestricted de-

posits in favor of restricted or no deposits. As respect for property rights increases,

the marginal effect of macroeconomic instability on the predicted probability of adopt-

ing restricted deposits falls and the marginal effect on adopting unrestricted deposits

increases.

No matter the policy demanded by constituents, however, these political de-

mands must still be aggregated through political institutions. Politicians face incentives

created by their institutional environment when it comes tochoosing between providing

private and public goods to their constituents. These incentives, however, are mitigated

by other institutional characteristics. Thus, in some situations where providing public

goods may be most desirable, politicians will continue along in sub-optimal outcomes

as a result of these other mitigating factors, such as poor property rights protection or

very high levels of inflation variability.

The findings in this chapter appear to indicate the choice of FC deposit regu-

lations is one such example. While the institutional characteristics of the size of the

winning coalition by themselves do not fit my expectations ofa large winning coalition

making unrestricted deposits more likely, accounting for the potential interaction of the

size of the winning coalition and quality of the legal systemsupports the claim that the

incentive effects of these institutions are contingent on the credibility of property rights.

Once a government adopts restricted deposits, the reasoning behind the deci-

sion to allow unrestricted deposits appears to change. Specifically, these countries ap-

pear more concerned about unpredictability of their economic situation. Thus, those

countries that continue to lack credibility in macroeconomic policy and property rights

protection appear most likely to remain allowing restricted deposits. These politicians

recognize their own type as remaining non-credible on macroeconomic stability into

the foreseeable future. Alternative specifications using the level of inflation, rather than

variability, suggest that lack of credibility on macroeconomic performance is more prob-

lematic when it results in unpredictability rather than poor, but relatively predictable

performance.
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Comparing the results in this chapter to previous ones also hsuggests that perhaps

external actors are needed to spur change when governments have previously chosen the

intermediate level of liberalization. There are also some results that appear to be at odds.

On the one hand, signing an IMF agreement, which presumably is signed in the wake

of economic disruptions, has a large effect, but governments also appear more likely to

liberalize during times of calm inflation variability. I take these two findings to sug-

gest that when governments are less responsive to their populations or less credible on

their protection of property rights, they will only choose to liberalize completely when

conditions are most favorable to them. Change can come during crisis, or periods of in-

stability, but in this case, the pressure would come from outside the country, rather than

internally. Thus, while the conventional wisdom is often that international institutions

like the IMF force adoption of conditions that are non, or even anti-democratic, in this

case, it could be that the IMF can be an agent for breaking up entrenched coalitions that

hinder the abilities of the masses to enjoy the same economicopportunities as the elites.

Unfortunately, given the spotty coverage of some variablesand the reduction

in sample size caused by stratifying the dataset by the levelof current regulation, the

results of this chapter are somewhat sensitive to model specification.



Chapter 6

Conclusion

When Ecuador and El Salvador abandoned their domestic currencies in favor of

the U.S. dollar in 2000 and 2001, the politicians of each country were taking a dramatic

step to address the economic problems their countries were facing. While this was a bold

step in each case, such dramatic changes to a country’s monetary system remain rare in

the international economy. Nevertheless, increasing levels of economic globalization

and technological change continue to challenge the abilityof governments and their

citizens to deal with these ever-changing conditions.

In this project I have analyzed one particular aspect of these challenges that

has not received sufficient attention by existing work —regulations on resident foreign

currency deposit accounts. In the context of non-resident (also known as off-shore) ac-

counts, FC deposit accounts played an important historicalrole in the growth of global

capital markets. On the other hand,residentFC deposit accounts are more recent in

their prevalence and remain relatively ignored in the literature. As capital has become

increasingly mobile, governments face increased competitive pressures and challenges

to national financial sovereignty from above and below. While national currencies re-

main (nominally) resilient, the spread of unofficial “dollarization” from below remains

extensive.

My dissertation has explored how politicians respond to increasing competition

from external currencies and has shown that their responsesare contingent upon the in-

stitutional environment within which their choices are made. Thus, institutions serve

as intervening variables that influence how governments engage with and respond to

190
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increasing levels of capital mobility. When governments listen to the vast majority of

their citizens, they are likely to respond differently thanif they only care about a small

subset of the population. Moreover, when this is combined with strong, credible protec-

tion of property rights, they have the viable option of fighting unstable macroeconomic

conditions by allowing their residents to open unrestricted bank accounts denominated

in foreign currencies. In other words, unrestricted FC deposits become one more item in

the tool box of credibility-building mechanisms that governments have to deal with in-

flation. However, for those governments possessing weak protection of property rights,

a lack of credible commitment to stable macroeconomic policies makes unrestricted

deposits highly unlikely and restricted deposits the more likely outcome.

6.1 What are the important findings?

The empirical results presented in this project provide a political-economic ex-

planation for what form of FC deposit regulations politicians are likely to choose, as

well as when those regulations are most likely to change. Governments and the individ-

uals that populate those governments are not mere machines translating economic forces

from the international economy, nor do they only aggregate demands of competing do-

mestic interest groups into public policy. Banking regulations emerge from the strategic

interaction of politicians, their constituencies, and thesurrounding economic climate.

Recognizing this interaction brings the issue of credibility to the front of the question.

Credibility matters for individuals facing portfolio allocation choices and pon-

dering strategies to hedge against uncertainty, but credibility matters as well for those

individuals’ political leaders facing regulatory and liberalization choices. In the context

of foreign currency deposit regulations, it is useful to recognize that the liberalization is

not a simple, linear process. Indeed, by recognizing the distinction between the private

and public good characteristics of different levels of FC deposit regulations, it should

be clear that moving to one level of regulation is a qualitative, and not just quantitative,

change.

In my empirical analysis, I find support for my three-part argument about where

and when one should find governments allowing unrestricted FC deposit accounts. These
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sorts of accounts are most likely: where politicians respond to the interests of the broad

population rather than a narrow, elite subset of their citizens (as measured by the size

of the winning coalition); where protections of property rights are credibly respected

(proxied by the quality of the legal system); and when the country has experienced un-

stable macroeconomic conditions (measured by the standarddeviation of logged infla-

tion). When all three of these conditions hold, the provision of unrestricted FC deposit

accounts can be used like other forms of monetary delegationas a strategy for gov-

ernments to create credibility on their commitment to pursuing stable macroeconomic

policies.

Like other forms of delegation, however, this strategy is more effective in some

contexts than others. If the level of macroeconomic instability is too extreme, unre-

stricted deposits are unlikely to be effective commitment devices. Additionally, for

those governments that have previously liberalized partially to allow restricted deposits,

unrestricted deposits are unlikely to be good candidates for creating credibility either.

For these governments, I find that once they allow restricteddeposits, they tend to re-

main there for some time and are more likely to engage in complete liberalization during

low levels of inflation variability.

Regulations on resident FC deposit accounts, however, are aform of capital

control that applies only domestic residents; thus, it is not surprising that allowing these

accounts is also related to the broader process of capital account liberalization. The

story, however, is not entirely straightforward, as I find that countries that are already

have more open capital accounts are less likely to allow unrestricted accounts. Those

countries that were in the process of opening their capital accounts were more likely to

allow unrestricted deposits. The magnitude of these effects, however, were not as large

as the magnitude of my key explanatory variables.

6.2 How does this work contribute to our larger under-

standing of politics and political economy?

Recognizing this important point, my dissertation makes both empirical and the-

oretical contributions to the broader political economy literature. On the empirical side,
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I use a new dependent variable —allowing foreign currency bank deposits —that has not

been addressed in the literature before. Failure to explorethe causes of this particular

regulation is significant, given the reliance on deposit dollarization ratios for analyzing

the causes and consequences of dollarization. Moreover, I have created a new, original

dataset that provides much greater coverage for this particular variable to include middle

and high income countries as well as expanded time coverage.

On the theoretical side, the project makes a contribution toour understanding

of the political economy of capital account liberalization, the institutional aspects of

regulatory reform, the political and economic preconditions for de facto dollarization,

and the ordering and sequence of economic reform.

Contrary to the technological view of capital account liberalization, it is not sim-

ply a matter of capital controls no longer working, as the prohibition on resident foreign

currency accounts have rarely ever been effective in stopping the wealthy, the connected,

or the powerful from taking advantage of overseas accounts.Similarly, capital account

liberalization is often viewed as a “top down” process in which powerful outside actors

force reluctant nations to begrudgingly open up their economies to outside capital flows.

While this narrative may be applicable for those sorts of regulations that directly affect

outside interests, my project suggests that an alternativestory, focusing on “bottom up”

explanations is needed for understanding some aspects of opening up the capital ac-

count. This may have been the case for liberalization in Europe(Abdelal, 2007), and

appears to be applicable in the context of FC deposit accounts as well.

Along the same line, my project details an additional arena where political free-

dom and economic freedom are deeply entwined. As the quote from President Roo-

sevelt’s second inaugural address at the beginning of this dissertation suggests, distor-

tions in the political market can create or reinforce distortions in the economic market-

place. This can, then, also create forces that have an interest in perpetuating both types

of distortions and also allows governments to exploit thesedistortions for personal or

political gain. However, unlike at the ballot box, disenfranchised individuals can vote

with their feet, or in this case, their currency choices. Individuals can shift away from

the domestic currency, forcing politicians to respond and make the domestic currency

viable, or surrender and recognize this shift in formal government policy. In either case,
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this presents a new check on government behavior.

This dissertation also adds to our understanding of the institutional aspects of

regulatory reform, specifically that institutional variation that provides incentives for

politicians to respond to broad groups of citizens rather than narrow elites. While this

logic has been applied in many different contexts related togovernment spending, my

project extends this logic to that of regulations and regulatory reform. This suggests

additional possible research projects, which I will discuss in the next section.

I was originally motivated to pursue this project by my interest in dollarization,

both official and unofficial in nature; understanding the process of allowing foreign

exchange into the formal banking sector helps develop further our understanding of

this broader process of dollarization. As the vast majorityof research on the effects of

unofficial dollarization rely on dollarization of the banking system, it is important to

understand the way in which individuals and firms came to place their holdings in those

bank accounts. When deposits are allowed with restrictions, there is going to be sample

bias in terms of what drives those deposits. In some cases, the deposits may be coming

from those with political connections, while in others, thedeposits may be required due

to whom they belong. In both cases, the explanatory variables that motivate the deposits

and influence their continuing presence in the banking system are likely to be different,

which helps explain the continuing disagreement over the driving forces and persistence

of dollarization.

Finally, my project helps understand the timing and persistence of partial eco-

nomic reform. In this particular version of reform, partialliberalization is driven more

by political considerations of the distribution of the relative gains of partial reform,

rather than the distribution of the economic costs of reform. This means that variation in

political institutions, both in terms of influencing the political responsiveness of politi-

cians as well as credible protection of property rights, matters for understanding where

one should expect partial, rather than complete, liberalization. To understand when

reform occurs, one must take into consideration the surrounding economic situation.

While times of economic crisis and instability can create opportunities, these opportu-

nities are filtered through these same political institutions. When properly aligned with

broadly responsive governments and credible property rights, moderate levels of insta-
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bility can lead to situations of full liberalization. But poor institutions or extreme levels

of instability set the stage for partial reform. Once partial reform has occurred, political

forces act to make complete reform less likely in future periods of instability. In these

cases, instability appears to make politicians leery of reforming further and increases

the concern of the citizens of those politicians. Given the strategic nature of this situ-

ation, politicians may choose to reform the rest of the way during periods of calm, but

residents are likely to remain extra skeptical of new offersof reform.

Thus, while my project does provide answers to the questionsoutlined in Chap-

ter 1, it also suggests many new questions that remain to be answered in future projects.

I discuss some of these potential projects in the next section.

6.3 Avenues for Future Research

As discussed in Chapter 1, the issue of FC deposit accounts rests at the intersec-

tion of several different literatures; as a result, the broader implications of this project

are wide-ranging as well. Further work could also focus on the response of individual

agents to the government decision to allow FC deposits, the potential selection bias of

current studies that rely on deposit dollarization as a proxy for general de facto dollariza-

tion, and the relation between allowing FC deposits and the decision (or continuing lack

thereof) to dollarize formally. For now, however, I will consider first the implications

of political responsiveness in the broader political economy literature and then discuss

some further possible applications of the lessons related to credibility.

6.3.1 Political Responsiveness

The evidence presented in this projects provides insight into the role of political

incentives in shaping the regulatory environment of the financial sector. Our compar-

ative understanding of banking system regulations remainsin its infancy, although it

is increasingly receiving more attention at both in terms oftheoretical discussions and

development of comparative, quantitative data (see (Barth, Gerard Caprio and Levine,

2006)). While this project focuses on a single aspect of bankactivity, the empirical

support for the analytic story driven by political responsiveness is suggestive for future
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research into the emerging regulatory environment in both developing and developed

nations.

As discussed in the literature review, analyses of the politics of banking reg-

ulations tend to view the process as an either/or situation where politicians are either

motivated by concerns of overall efficiency and social welfare or narrow, special inter-

est group pressure. My research suggests that the situationis not so cut-and-dry, and

that political institutions are important for shaping the way in which politicians set the

rules of the game for financial regulation. Future research should extend my argument

into this broader arena.

One possible path would be to build upon the recent work on delegation of bank-

ing regulatory authority to separate or autonomous agencies. (Rosas and Jordana, 2009)

My current project would suggest, perhaps, that when politicians are more responsive

to a broad audience, they would be more likely to delegate authority to autonomous

agencies, while those with narrow responsiveness would be more likely to not delegate

at all, or to delegate to separate, but controllable agency that could be shaped to ben-

efit the politicians’ special interests. On the other hand, if an autonomous regulator is

at a greater risk to be captured by the interests they regulate, the relationship could be

opposite. However, given the historical relations and connections between banks and

governments in developing nations and the resulting trend of personalized intervention

(Barth, Gerard Caprio and Levine, 2006), my initial feelingwould be that the former

situation is more likely.

As politicians and regulators attempt to deal with the repercussions of the global

financial and banking crisis of the late 2000s, this area is likely to be a fruitful and excit-

ing area for additional research. This is especially true inthe context of foreign currency

deposits, as private-sector foreign currency loans in places like Poland and Hungry were

central to the crisis in those locations. Similarly, high levels of accumulated (and re-lent)

foreign currency deposits contributed to the crisis in Iceland. With renewed emphasis on

prudential regulation at the local level and increasing calls for international coordination

in response to the crisis, understanding the interplay between resident and non-resident

FC deposits will be an important area for consideration as well.
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6.3.2 Credibility

Credibility is an issue that appears in a wide variety of substantive areas; as a

result, there are several paths to explore the consequencesof credibility suggested by

my project. In Chapter 4, I addressed one option that governments have for establishing

credibility in macroeconomic policy in the face of turbulent economic conditions. The

process of dealing with capital mobility and FC deposits is not, of course, a single-shot

game. Thus, possible extensions to the project would look athow governments deal with

maintaining credibility once FC deposits are allowed. Additionally, the presence of, or

variation in, credibility can have consequences in terms ofhow individuals and firms

respond to these new privileges. This opens several potential avenues of investigation.

Deposit Insurance

The most direct connection would be to look at deposit insurance, both in general

and in the context of FC deposits. Currently, there is an extensive literature in economics

on the consequences of deposit insurance, both theoretically and empirically. Work

continues to expand to analyze deposit insurance in a comparative nature, including

relatively new cross-national data on the presence of deposit insurance for both regular,

domestic deposits and FC deposits . While countries have converged around allowing

FC deposits without restriction, there is less convergenceon deposit insurance. Of the

181 countries listed, 49% (n=88) have an explicit deposit insurance scheme. Of those

88, 62 extend that protection to foreign currency deposits,or 34% of all countries and

70% of those offering insurance(Demirgüc-Kunt, Karacaovali and Laeven, 2005).

This variation of which countries offer deposit insurance and what sort of de-

posits that are covered is interesting, both in relation to the importance of credibility

in this dissertation, as well as to our broader understanding of deposit insurance. The

classic debate over deposit insurance involves balancing concerns about moral hazard

and risky behavior by deposit-holding institutions with promoting system stability and

preventing bank runs(Demirgüc-Kunt and Kane, 2002). Investigating insurance of FC

deposits could allow further insight into the effects of de facto dollarization on currency

and banking crises, balance sheet imbalances, etc.

One specific avenue for potential research would be to explore the role of cred-
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ibility in FC deposit insurance. Although I presented credibility as a dichotomous situ-

ation in the context of my argument, it is more realisticallya continuum. Thus, it could

be that those governments that are less credible on the property rights protection might

be more likely to include foreign currencies in their deposit insurance schemes to assure

depositors and encourage them to place their holdings in thebanking system. Moreover,

less credible governments might be more likely to adopt explicit insurance schemes in

general. On the other hand, if these policies were viewed skeptically as well by the

general populace, governments might be less likely to adoptinsurance at all.

A related line of inquiry would look at the effects of FC deposit insurance on

the behavior of firms and individuals, as the presence of credible insurance coverage

could encourage higher levels of FC deposits. The mixture ofregulatory arrangements,

with some countries lacking any deposit insurance at all, some insuring only local cur-

rency, and others covering foreign currencies as well provides the possibility of a quasi-

experiment set up to isolate the effects of insurance for FC deposits. Beyond potentially

increasing the level of actual deposits, the (potential) moral hazard effects of insurance

could create specific causal mechanisms connecting FC deposits to banking and finan-

cial crises.

Currently, the existing literature remains inconclusive on the relationship be-

tween de facto dollarization and banking crises, and a greater understanding of the ef-

fects of FC deposits could shed light on this relationship. For example, the ability to

open FC accounts protected by insurance could encourage individuals and firms to take

on higher levels of FC-denominated debt, if they feel more secure in the viability of

their FC holdings. Or, the greater ability to hedge against inflation with FC holdings

might increase the willingness to take on higher levels of debt, regardless of denomina-

tion. Similarly, insurance of FC deposits may make banks more willing to re-lend the

FC deposits they received1. Again, this could affect overall levels of lending, as wellas

bias the composition of banks’ loan portfolios toward foreign currencies. If, however,

the presence of insurance of just local currencies lowers costs for banks on one aspect of

their balance sheet, this subsidy could be fungible into other areas, allowing them to take

greater risks with FC deposits, even absent explicit insurance on those deposits. Thus,

1Consistent with any established reserve requirements on FCdeposits.
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comparing the behavior in countries where insurance includes FC deposits to those that

do not, should allow leverage over whether any potential moral hazard effects are the

result of insurance in general, or on FC deposits specifically.

Alternatively, the presence of explicit deposit insurancemight not be needed

to have a significant impact on the possibility of a financial crisis. Instead, it could

be that the credibility that makes depositors trust that their deposits are safe from the

government in the first place could have the unintended consequence of creating implicit

expectations of bailouts or other actions to preserve the FCdeposits; thus, leading to

moral hazard for banks and individuals in the absence of explicit insurance. Given my

findings in Chapter 4 that the liberalization is negatively associated with higher levels

of external debt, it could the case that in the absence of access to external sources of

capital, banks draw on local sources of foreign exchange, i.e., resident FC deposits, to

fund their lending activities in foreign currencies. In other words, resident deposits could

be supplements to external debt, rather than a complement. Thus, banking crises in this

context one might draw a parallel to Asian financial crisis, but with implicit guarantees

for domestic rather than international capital holders serving as the source for moral

hazard.

Prudential Regulation and Financial Crises

The possible connections of FC deposits, deposit insurance, and financial crises

points to additional research possibilities on the prudential supervision of FC deposits.

In the wake of the Asian financial crisis of the late 1990s and the global credit crisis of

the early 21st Century, concern for properly regulating banking systems as they deal with

rising levels of capital mobility is an increasingly important research area. An extension

to my dissertation would be to look at how governments most severely impacted by the

global crisis, especially those in Eastern Europe, had regulated the presence and use

of FC deposits by banks. As mentioned above, much of the credit expansion in these

economies was driven by foreign currency denominated debt,but not all countries were

hit in the same manner by the credit crunch. This suggests thepossibility of differences

in regulatory structure that may have contributed to the crisis; perhaps they were related

to FC deposits. For example, there may have been differential reserve requirements
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on FC deposits that could have provided incentives for banksto focus more on FC-

denominated debt.

While in a different regional context, Kovanen (2002) foundgreat variety of

reserve requirements for FC deposits in Sub-Saharan Africa, with most countries treat-

ing deposits equally, but where there were differences, theforeign deposits always had

lower requirements than the local currency. Indeed, in several instances the reserve re-

quirements on FC deposits were zero. Kovanen viewed this lower treatment of foreign

currencies as a way to encourage inflows of deposits, but thiswould also serve as an

incentive for banks to prefer FC deposits over local currency deposits, as the profit po-

tential would be higher. Combined with the implicit or explicit guarantees discussed

above, the distortions created could potentially have beena recipe for disaster in places

like Poland, Hungry, or Iceland. Additionally, there may have been other regulatory

responses that enhanced or retarded this dynamic, both in the European context, as well

as in previous crisis countries in South East Asia.

A final area to investigate would be to look at how concerns about credibility

affect government behavior in the midst of financial crises when it comes to treating

FC deposits. As Moody’s recent report shows, there is significant variation in whether

governments respond to financial crises by freezing bank deposits at all. Governments

do no not consistently react by freezing deposits. Moreover, even when governments

do step in to freeze accounts, their behavior is not always uniform; in some cases they

freeze both domestic and foreign currency deposits, while in other cases they target

only one or the other. Consistent with the argument in this dissertation, I would expect

those governments with more credibility in respecting property rights to be less likely to

freeze deposits overall. I would also expect that those governments that have liberalized

to allow unrestricted deposits would also be less likely to freeze FC deposits, given the

resulting negative impact such intervention would have on the governments’ reputation.

In other words, if the decision to liberalize is motivated byattempts to create credibility,

those concerns should carry over in the persistence/durability of liberalization. Partial

reformers, however, should be much more likely to backslide.
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6.4 Final Thoughts

The continuing role of the U.S. dollar as the main international reserve currency

may be challenged in the future; perhaps by the euro, the Chinese yuan, or even a yet-

to-be-created international or electronic currency. No matter if or when this occurs, the

ongoing competition of currencies (national or otherwise)is unlikely to disappear. So

long as some governments continue to fail in their role of providing a stable and reliable

currency there will continue to be demands for individuals to hold at least some of their

assets in more reliable forms of money. Similarly, while thecurrent global economy

is characterized by high levels of openness to capital mobility, this situation is neither

inherently natural nor necessarily permanent. What is unlikely to change, however, is

the need for governments and politicians to make credible commitments on economic

policy to both national and international audiences. How they achieve this credibility,

of course, will depend on the policy in question, their past behavior, and, as this project

has shown, the broader institutional environment. For the recent period, however, gov-

ernments appear to be converging on a common strategy: depositing credibility.

-
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A.1 Results

A.1.1 Full Logit Results
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Table A.1: Unrestricted Deposits: Political Responsiveness Hypotheses (Logit Results
with Time Transformations)

Variables Basic Basic+ Institutional Interaction
Economic Controls Variables Variables

L.censor -0.168 -0.281 -0.349 -0.228
(0.342) (0.516) (0.549) (0.571)

GDP Per Capita(log) 0.306** 0.528** 0.410 0.383
(0.127) (0.243) (0.349) (0.367)

Exports(% of GDP) -0.0276** -0.0232 -0.0265* -0.0246*
(0.0122) (0.0158) (0.0151) (0.0149)

Population(log) -0.0580 0.268 0.311 0.356
(0.0838) (0.227) (0.242) (0.256)

lnM2 0.230 0.802 0.830 0.661
(0.234) (0.498) (0.597) (0.591)

Inflation Variability(log CPI, 5-year Std. Dev..) -0.805** -1.433** -1.580** -4.150***
(0.349) (0.590) (0.694) (1.556)

Inflation Level(log CPI, 5-year Moving Ave.) 0.104 0.292 0.153 0.0771
(0.124) (0.274) (0.274) (0.260)

Size of Winning Coalition -0.986 -8.050**
(1.098) (3.162)

Change in Size of Winning Coalition(3 years) 0.325 0.538
(0.802) (0.865)

Quality of Legal System -0.0674 -0.806**
(0.238) (0.394)

Inflation Variability x Size of Winning Coalition 4.368*
(2.484)

Quality of Legal System x Size of Winning Coalition 1.207**
(0.534)

Capital Account Openness -0.625** -0.537** -0.577**
(0.249) (0.261) (0.252)

Change in Capital Account Openness(previous year) 0.643 0.533 0.499
(0.441) (0.421) (0.412)

Export Market Concentration(Top 3) 0.0314* 0.0254 0.0286
(0.0174) (0.0195) (0.0200)

Foreign Direct Investment(% of capital formation) 0.00968 0.0368 0.0421*
(0.0188) (0.0225) (0.0245)

Worker Remittances(per capita) 0.00359 0.00383 0.00316
(0.00416) (0.00429) (0.00417)

External Debt(previous year) in millions -5.05e-05*** -5.16e-05** -5.06e-05**
(1.83e-05) (2.34e-05) (2.14e-05)

Regional Diffusion(previous year) 2.004 2.617 2.871
(2.494) (2.755) (3.007)

Signed IMF program(previous year) 1.170*** 0.981** 1.001**
(0.422) (0.479) (0.485)

Official Reserves(5-year Standard Deviation) in millions 5.31e-05 3.65e-05 2.83e-05
(7.93e-05) (9.18e-05) (0.000106)

Nominal Exchange Rate(previous year monthly std. Dev.) 6.829* 6.332** 5.110*
(3.641) (2.880) (2.901)

De Jure Exchange Rate Peg -1.061** -1.254** -1.408**
(0.484) (0.590) (0.615)

Banking Crisis(previous year) 0.169 0.299 0.342
(0.441) (0.477) (0.482)

Duration Time -1.110** -1.426** -0.753 -0.896
(0.511) (0.646) (0.674) (0.698)

Duration Time2 0.158*** 0.188** 0.120 0.139*
(0.0609) (0.0775) (0.0797) (0.0823)

Duration Time3 -0.00589*** -0.00650** -0.00451 -0.00522*
(0.00215) (0.00267) (0.00276) (0.00289)

Constant -2.329 -13.00** -13.14* -8.776
(2.111) (6.064) (7.071) (8.075)

Observations 931 717 558 558
Pseudo Log Likelihood -187.8 -113.4 -96.63 -94.05
Pseudo R2 0.0766 0.222 0.229 0.250
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1



204

Table A.2: Full Liberalization: Predicted Probabilities (Inflation * Scope of Political
Response) W = 1

Scope of Political Support
Narrow Broad

Inflation Low 4.71% 5.17%
Variability High 1.38% 5.75%

Table A.3: Full Liberalization: Predicted Probabilities (Quality of Legal System * Scope
of Political Support) W = 1

Scope of Political Support
Narrow Broad

Property Rights Yes 1.33% 5.78%
Credibility No 3.40% 2.02%
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Table A.4: Restricted Deposits: Political ResponsivenessHypotheses (Logit Results
with Time Transformations)

Basic Basic+ Institutional Interaction
Variables Economic Controls Variables Variables

Log GDP 0.147 -0.803 -0.812 -3.285*
(0.310) (0.574) (0.680) (1.694)

Exports(% of GDP) -0.00584 -0.0103 -0.0797* -0.135**
(0.0167) (0.0175) (0.0413) (0.0613)

Population(log) 0.308** 0.0433 -0.385 -1.304**
(0.144) (0.342) (0.491) (0.645)

Log M2(% of GDP) 0.537 -0.124 0.334 -0.0302
(0.451) (1.074) (2.726) (3.231)

Inflation Variability(log CPI, 5-year Std. Dev..) -0.331 -0.520 0.897 -11.65**
(0.505) (0.847) (1.776) (5.670)

Inflation Level(log CPI, 5-year Moving Ave.) 0.0281 0.387 -0.640 -1.439
(0.152) (0.395) (0.754) (1.649)

Size of Winning Coalition 5.385** 74.87**
(2.605) (32.94)

Change in Size of Winning Coalition(3 years) -2.540 -15.02**
(1.786) (6.758)

Quality of Legal System 0.00768 9.656***
(0.732) (3.686)

Inflation Variability x Size of Winning Coalition 27.21**
(13.40)

Quality of Legal System x Size of Winning Coalition -17.06**
(7.771)

Capital Account Openness -1.752* -3.221* -5.071**
(0.948) (1.816) (2.491)

Change in Capital Account Openness(previous year) 2.022* 4.026*** 5.718***
(1.081) (1.550) (1.857)

Export Market Concentration(Top 3) 0.00176 0.0164 0.0165
(0.0208) (0.0317) (0.0409)

Foreign Direct Investment(% of capital formation) -0.00694 0.0169 0.0708**
(0.0123) (0.0221) (0.0277)

Worker Remittances(per capita) 0.0263** 0.0391 0.0731*
(0.0117) (0.0366) (0.0444)

External Debt(previous year) 1.59e-05 3.04e-05 0.000142
(2.70e-05) (4.02e-05) (0.000109)

Regional Diffusion(previous year) 17.27*** 21.36** 29.72***
(5.519) (8.781) (9.058)

Signed IMF program(previous year) -0.997 -2.300 -3.464**
(0.751) (1.483) (1.518)

Official Reserves(5-year Standard Deviation) 0.000621 0.000864 0.00273***
(0.000476) (0.000576) (0.00102)

Nominal Exchange Rate(12-Month Std. Dev.) -4.421 66.34 0.243
(9.379) (69.77) (104.2)

De Jure Exchange Rate Peg(previous year) 0.190 0.946 0.756
(0.877) (1.132) (1.428)

Banking Crisis(previous year) 2.153* 2.758 2.709
(1.106) (2.570) (3.588)

Duration Time -0.185 -1.302 -0.774 3.315**
(0.448) (1.235) (1.770) (1.447)

Duration Time2 0.0493 0.247 0.269 -0.0861
(0.0556) (0.164) (0.302) (0.181)

Duration Time3 -0.00170 -0.0113* -0.0135 -0.00363
(0.00197) (0.00626) (0.0117) (0.00822)

Constant -10.58*** -4.128 -6.768 -32.56
(3.294) (7.896) (16.83) (22.79)

Observations 382 261 186 186
Pseudo Log Likelihood -95.85 -47.56 -26.62 -21.59
Pseudo R2 0.128 0.349 0.512 0.604
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table A.5: Restricted Deposits: Predicted Probabilities (Inflation Variability * Scope of
Political Support) W = 1

Scope of Political Support
Narrow Broad

Inflation Low 23.6% 11.07%
Variability High 18.43% 19.04%

Table A.6: Restricted Deposits: Predicted Probabilities (Quality of Legal System *
Scope of Political Support) W = 1

Scope of Political Support
Narrow Broad

Property Rights Yes 9.34% 11.11%
Credibility No 1.43% 96.96%
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Table A.7: Competing Risks: Political Responsiveness Hypotheses (Logit Results with Time Transformations)
Variables Restricted Deposits Unrestricted Deposits

GDP Per Capita(log) -4.234*** (0.925) -0.876 (0.655)
Exports(% of GDP) 0.0431 (0.0366) -0.0268 (0.0239)
Population(log) -1.645** (0.794) -1.112 (0.785)
Log M2 (% of GDP) 2.215 (1.642) 2.021 (1.398)
Inflation Variability (log CPI, 5-year Std. Dev..) 1.711 (1.566) -4.002* (2.068)
Inflation Level (log CPI, 5-year Moving Ave.) 1.038 (0.684) -0.121 (0.464)
Size of Winning Coalition 19.00 (15.77) -8.192 (4.986)
Change in Size of Winning Coalition(3 years) 0.502 (2.593) 1.353 (1.558)
Quality of Legal System 1.603 (2.386) -1.054* (0.632)
Inflation Variability x Size of Winning Coalition -1.277 (3.234) 3.517 (2.908)
Quality of Legal System x Size of Winning Coalition -2.902 (3.282) 1.552* (0.878)
Capital Account Openness -2.671* (1.380) -1.427*** (0.451)
Change in Capital Account Openness(previous year) 1.664 (1.669) 1.470*** (0.552)
Export Market Concentration(Top 3) 0.00223 (0.0401) 0.0287 (0.0449)
Foreign Direct Investment(% of capital formation) 0.0864*** (0.0289) -0.00281 (0.00653)
Worker Remittances(per capita) 0.114*** (0.0354) 0.0308 (0.0189)
External Debt(previous year) in millions 0.000112*** (3.07e-05) 4.21e-05 (5.11e-05)
Regional Diffusion(previous year) 6.679 (4.997) 9.706 (7.674)
Signed IMF program(previous year) -0.955 (0.994) 0.610 (0.682)
Official Reserves(5-year Standard Deviation) in millions 0.000780 (0.000837) -0.000169 (0.000521)
Nominal Exchange Rate(previous year monthly std. Dev.)1.415 (4.705) 8.379** (3.625)
De Jure Exchange Rate Peg -0.988 (1.256) -1.447 (1.024)
Banking Crisis(previous year) 3.154** (1.356) 1.087 (0.948)
Duration Time -1.494 (1.597) -0.896 (1.206)
Duration Time2 0.185 (0.199) 0.118 (0.150)
Duration Time3 -0.00618 (0.00707) -0.00355 (0.00556)
Constant 23.41 (21.18) 16.48 (17.26)
Observations 313 313
Pseudo Log Likelihood -70.25 -70.25
Pseudo R2 0.475 0.475
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1



208

Table A.8: Competing Risks: Predicted Probabilities (Inflation Variability (90th per-
centile) * Scope of Political Support (W = 1))

Scope of Political Support
Narrow Broad

Inflation Low Restricted 1.46% 0.78%
Variability Unrestricted 1.65% 5.27%

High Restricted 2.94% 2.78%
Unrestricted 0.24% 5.72%

Table A.9: Competing Risks: Predicted Probabilities (Quality of Legal System * Scope
of Political Support) W = 1

Scope of Political Support
Narrow Broad

Property Yes Restricted 2.18% 1.18%
Rights Unrestricted 0.53% 4.7.%

Credibility No Restricted 0.09% 12.6%
Unrestricted 1.88% 1.33.%
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Table A.10: Unrestricted Deposits: Credibility Hypotheses (Logit Results with Time
Transformations)

Basic Basic+ Institutional Interaction
Variables Economic Controls Variables Variables

Restricted Deposits(previous year) -0.168 -0.281 -0.349 -0.336
(0.342) (0.516) (0.549) (0.535)

GDP Per Capita(log) 0.306** 0.528** 0.410 0.387
(0.127) (0.243) (0.349) (0.358)

Exports(% of GDP) -0.0276** -0.0232 -0.0265* -0.0243
(0.0122) (0.0158) (0.0151) (0.0148)

Population(log) -0.0580 0.268 0.311 0.329
(0.0838) (0.227) (0.242) (0.258)

Log M2 (% of GDP) 0.230 0.802 0.830 0.820
(0.234) (0.498) (0.597) (0.597)

Inflation Variability(log CPI, 5-year Std. Dev..) -0.805** -1.433** -1.580** -2.939
(0.349) (0.590) (0.694) (2.567)

Inflation Level(log CPI, 5-year Moving Ave.) 0.104 0.292 0.153 0.0931
(0.124) (0.274) (0.274) (0.290)

Size of Winning Coalition -0.986 -5.335*
(1.098) (2.733)

Change in Size of Winning Coalition(3 years) 0.325 0.510
(0.802) (0.827)

Quality of Legal System -0.0674 -0.908*
(0.238) (0.466)

Inflation Variability x Quality of Legal System 0.335
(0.549)

Quality of Legal System x Size of Winning Coalition 1.086**
(0.542)

Capital Account Openness -0.625** -0.537** -0.594**
(0.249) (0.261) (0.257)

Change in Capital Account Openness(previous year) 0.643 0.533 0.582
(0.441) (0.421) (0.423)

Export Market Concentration(Top 3) 0.0314* 0.0254 0.0271
(0.0174) (0.0195) (0.0200)

Foreign Direct Investment(% of capital formation) 0.00968 0.0368 0.0388
(0.0188) (0.0225) (0.0238)

Worker Remittances(per capita) 0.00359 0.00383 0.00355
(0.00416) (0.00429) (0.00430)

External Debt(previous year) in millions -5.05e-05*** -5.16e-05** -4.94e-05**
(1.83e-05) (2.34e-05) (2.20e-05)

Regional Diffusion(previous year) 2.004 2.617 2.631
(2.494) (2.755) (2.946)

Signed IMF program(previous year) 1.170*** 0.981** 1.009**
(0.422) (0.479) (0.482)

Official Reserves(5-year Standard Deviation) in millions 5.31e-05 3.65e-05 1.56e-05
(7.93e-05) (9.18e-05) (0.000118)

Nominal Exchange Rate(previous year monthly std. Dev.) 6.829* 6.332** 5.353*
(3.641) (2.880) (2.856)

De Jure Exchange Rate Peg -1.061** -1.254** -1.372**
(0.484) (0.590) (0.613)

Banking Crisis(previous year) 0.169 0.299 0.376
(0.441) (0.477) (0.475)

Duration Time -1.110** -1.426** -0.753 -0.733
(0.511) (0.646) (0.674) (0.689)

Duration Time2 0.158*** 0.188** 0.120 0.118
(0.0609) (0.0775) (0.0797) (0.0811)

Duration Time3 -0.00589*** -0.00650** -0.00451 -0.00446
(0.00215) (0.00267) (0.00276) (0.00282)

Constant -2.329 -13.00** -13.14* -10.04
(2.111) (6.064) (7.071) (8.273)

Observations 931 717 558 558
Pseudo Log Likelihood -187.8 -113.4 -96.63 -94.92
Pseudo R2 0.0766 0.222 0.229 0.243
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1



210

Table A.11: Predicted Probabilities (Quality of Legal System (80th percentile) * Scope
of Political Support (W = 1))

Scope of Political Support
Narrow Broad

Property Rights Yes 2.37% 5.50%
Credibility No 4.49% 1.68%

Table A.12: Predicted Probabilities (Quality of Legal System * Inflation Variability) W
= 1

Macroeconomic Policy Credibility
Yes No

Property Rights Yes 6.67% 4.38%
Credibility No 3.22% 1.65%
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Table A.13: Competing Risks: Credibility Hypotheses (Logit Results with Time Transformations)
Variables Restricted Deposits Unrestricted Deposits

GDP Per Capita(log) -6.044*** (1.804) -1.295 (0.886)
Exports(% of GDP) 0.141** (0.0663) -0.0381 (0.0311)
Population(log) -1.601 (1.138) -1.731* (0.986)
lnM2 2.058 (2.203) 2.179 (1.854)
Inflation Variability(log CPI, 5-year Std. Dev..) -15.41** (7.671) -12.62** (5.228)
Inflation Level(log CPI, 5-year Moving Ave.) 3.359* (1.779) 0.235 (0.492)
Size of Winning Coalition 30.38* (15.76) -8.547* (5.151)
Change in Size of Winning Coalition(3 years) -0.0720 (4.124) 1.345 (1.612)
Quality of Legal System 0.199 (2.591) -2.545** (1.067)
Inflation Variability x Quality of Legal System 4.139** (1.916) 2.319** (1.062)
Quality of Legal System x Size of Winning Coalition -6.127 (3.767) 2.088* (1.139)
Capital Account Openness -2.145 (1.631) -1.687*** (0.566)
Change in Capital Account Openness(previous year) 3.151 (2.215) 1.849*** (0.678)
Export Market Concentration(Top 3) 0.0118 (0.0515) 0.0358 (0.0516)
Foreign Direct Investment(% of capital formation) 0.0266 (0.0311) 0.00110 (0.00744)
Worker Remittances(per capita) 0.161*** (0.0533) 0.0427* (0.0235)
External Debt(previous year) 0.000153*** (5.01e-05) 6.01e-05 (5.38e-05)
Regional Diffusion(previous year) 9.369** (4.463) 11.86 (8.195)
Signed IMF program(previous year) -1.053 (1.037) 0.644 (0.790)
Official Reserves(5-year Standard Deviation) 0.00168 (0.00143) 0.000247 (0.000550)
Nominal Exchange Rate(12-Month Std. Dev.) -4.537 (6.577) 7.430** (3.748)
De Jure Exchange Rate Peg -1.054 (1.376) -1.823 (1.312)
Banking Crisis(previous year) 3.565** (1.597) 1.467 (1.152)
Duration Time 0.271 (1.884) -0.390 (1.269)
Duration Time2 -0.0485 (0.236) 0.0640 (0.159)
Duration Time3 0.00261 (0.00829) -0.00200 (0.00589)
Constant 26.97 (30.15) 30.83 (22.79)
Observations 313 313
Pseudo Log Likelihood -63.01 -63.01
Pseudo R2 0.529 0.529
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table A.14: Multinomial Logit: Predicted Probabilities (Quality of Legal System *
Scope of Political Support) W = 1

Scope of Political Support
Narrow Broad

Property Yes Restricted 4.75% 1.68%
Rights Unrestricted 0.82% 9.13%

Credibility No Restricted 0.16% 18.56%
Unrestricted 1.51% 0.40%

Table A.15: Multinomial Logit: Predicted Probabilities (Quality of Legal System *
Inflation Variability) W = 1

Macroeconomic Policy Credibility
Yes No

Property Yes Restricted 0.72% 1.5%
Rights Unrestricted 0.12% 8.31%

Credibility No Restricted 5.63% 17.23%
Unrestricted 0.07% 0.41%
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Table A.16: Unrestricted Deposits: Policy Stability Hypotheses (Logit Results with
Time Transformations)

Basic Basic+ Institutional Interaction
Variables Economic Controls Variables Variables

GDP Per Capita(log) -0.235 1.041* 0.688 0.566
(0.256) (0.611) (0.713) (0.785)

Exports(% of GDP) 0.00326 -0.0428 -0.0570* -0.0726**
(0.0155) (0.0369) (0.0330) (0.0366)

Population(log) -0.0693 0.637* 0.509 0.544
(0.0985) (0.358) (0.432) (0.464)

Log M2 0.541 2.093** 2.750* 3.136**
(0.528) (1.065) (1.428) (1.591)

Inflation Variability(log CPI, 5-year Std. Dev..) -1.153 0.347 -0.733 3.337
(0.774) (0.992) (1.624) (3.900)

Inflation Level(log CPI, 5-year Moving Ave.) 0.410* 1.684*** 1.406** 1.175*
(0.239) (0.638) (0.650) (0.695)

Size of Winning Coalition -1.900 -4.173
(2.058) (4.452)

Change in Size of Winning Coalition(3 years) 0.757 0.972
(1.702) (1.597)

Quality of Legal System -0.0179 0.00877
(0.588) (0.982)

Inflation Variability x Quality of Legal System -1.164
(0.816)

Quality of Legal System x Size of Winning Coalition 0.745
(0.828)

Capital Account Openness -0.0363 -0.317 -0.357
(0.560) (0.526) (0.557)

Change in Capital Account Openness(previous year) -0.199 -0.254 -0.310
(0.881) (0.811) (0.798)

Export Market Concentration(Top 3) 0.0348 0.0104 0.0184
(0.0309) (0.0286) (0.0276)

Foreign Direct Investment(% of capital formation) 0.0573** 0.106*** 0.123***
(0.0225) (0.0405) (0.0445)

Worker Remittances(per capita) 0.00199 0.000848 0.00165
(0.00477) (0.00514) (0.00556)

External Debt(previous year) in millions -0.000117*** -0.000108*** -0.000103**
(4.00e-05) (4.06e-05) (4.10e-05)

Regional Diffusion(previous year) 1.611 2.538 2.404
(3.124) (4.554) (4.671)

Signed IMF program(previous year) 1.568** 1.922** 2.061**
(0.702) (0.928) (0.969)

Official Reserves(5-year Standard Deviation) in millions 0.000169 0.000104 9.13e-05
(0.000118) (0.000185) (0.000152)

Nominal Exchange Rate(previous year monthly std. Dev.) -7.965 -14.32 -12.25
(7.738) (9.365) (8.868)

De Jure Exchange Rate Peg -1.497* -2.390** -2.735**
(0.767) (1.042) (1.283)

Banking Crisis(previous year) -0.00388 -0.0831 -0.158
(0.573) (0.602) (0.672)

Duration Time -0.205 -1.133 -0.0216 -0.256
(0.750) (1.091) (1.078) (1.183)

Duration Time2 0.0462 0.158 0.0340 0.0628
(0.0872) (0.134) (0.133) (0.145)

Duration Time3 -0.00235 -0.00574 -0.00185 -0.00286
(0.00305) (0.00455) (0.00455) (0.00499)

Constant -2.278 -30.34** -26.92* -27.42*
(2.808) (11.86) (13.78) (15.40)

Observations 369 305 245 245
Pseudo Log Likelihood -78.57 -48.84 -39.73 -38.76
Pseudo R2 0.0576 0.256 0.296 0.313
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table A.17: Policy Stability Hypotheses: Predicted Probabilities (Quality of Legal Sys-
tem * Size of Winning Coalition) W = 1

Scope of Political Support
Narrow Broad

Property Rights Yes 10.39% 10.55%
Credibility No 8.96% 3.02%

Table A.18: Policy Stability Hypotheses: Predicted Probabilities (Quality of Legal Sys-
tem * Inflation Variability) W = 1

Macroeconomic Policy Credibility
Yes No

Property Rights Yes 11.13% 3.00%
Credibility No 2.31% 2.65%
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A.2 Model Specification

A.2.1 Time Dependence

In the main results, I present the results including t, t2, t3. To compare the mod-

els, I graphed the Pearson residuals for each model on both the year as well the duration

time. Figure A.1 contains these graphs. The far-left graphsare for the models using

time dummies, cubic splines in the middle, and t, t2, t3 on the right. Comparing the

graphs visually is difficult, but it appears that the time dummies, with the assumption

of a constant hazard rate, has larger residuals at earlier time periods, while the cubic

splines and three time transformations appear slightly more even. Including the time

dummies, however, does create complete separation in the data, leading STATA to drop

three of the 16 time dummies and 88 observations, reducing the sample size from 644

to 556. In terms of quantitative measures of model fit, the Akaike information criteria

(AIC) measure1 supports the choice of the three time transformations. Smaller AIC val-

ues indicate better fit, and while time cubed and cubic splines were close, .398 and .402

respetively, they clearly outperformed the time dummies (.458).

1Produced with the STATA program SPost
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Figure A.1: Pearson Residuals against year (top) and duration time (bottom)
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A.3 Robustness Checks

In the main results, I present the results using the quality of the legal system

and the five-year standard deviation of the natural log transformation of the Consumer

Price Index as my proxies for respect for property rights andmacroeconomic instability.

To test the robustness of my results to changes in model specification, I also used the

measure of Executive Constraint to proxy for property rights. I include the regression

results for those specifications here.
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Table A.19: Unrestricted Deposits: Political Responsiveness Hypotheses (Logit Results
Using Executive Constraint)

Variables Basic Basic+ Institutional Interaction
Economic Controls Variables Variables

Restricted Deposits(previous year) -0.168 -0.281 -0.240 -0.139
(0.342) (0.516) (0.519) (0.560)

Logged GDP(per capita) 0.306** 0.528** 0.511* 0.463
(0.127) (0.243) (0.309) (0.316)

Exports(% of GDP) -0.0276** -0.0232 -0.0237 -0.0245
(0.0122) (0.0158) (0.0145) (0.0156)

Population(log) -0.0580 0.268 0.212 0.230
(0.0838) (0.227) (0.253) (0.252)

Logged M2(% of GDP) 0.230 0.802 0.740 0.608
(0.234) (0.498) (0.504) (0.504)

Inflation Variability(log CPI, 5-year Std. Dev..) -0.805** -1.433** -1.293** -3.795***
(0.349) (0.590) (0.596) (1.320)

Inflation Level(log CPI, 5-year Moving Ave.) 0.104 0.292 0.149 0.107
(0.124) (0.274) (0.279) (0.276)

Size of Winning Coalition -1.538 -5.744**
(1.467) (2.663)

Change in Size of Winning Coalition(3 years) 0.248 0.278
(0.760) (0.754)

Executive Constraint 0.147 -0.273
(0.184) (0.482)

Inflation Variability x Size of Winning Coalition 4.095**
(2.071)

Size of Winning Coalition x Executive Constraint 0.670
(0.633)

Capital Account Openness -0.625** -0.559** -0.586**
(0.249) (0.268) (0.268)

Change in Capital Account Openness(previous year) 0.643 0.652 0.616
(0.441) (0.423) (0.421)

Export Market Concentration(Top 3) 0.0314* 0.0332 0.0307
(0.0174) (0.0227) (0.0225)

Foreign Direct Investment(% of capital formation) 0.00968 0.0261 0.0301
(0.0188) (0.0236) (0.0254)

Worker Remittances(per capita) 0.00359 0.00539 0.00527
(0.00416) (0.00448) (0.00487)

External Debt(previous year) -5.05e-05*** -4.73e-05** -4.90e-05**
(1.83e-05) (2.09e-05) (2.17e-05)

Regional Diffusion(previous year) 2.004 1.688 2.100
(2.494) (2.897) (3.027)

Signed IMF program(previous year) 1.170*** 1.031** 0.962**
(0.422) (0.427) (0.417)

Official Reserves(5-year Standard Deviation) 5.31e-05 3.97e-05 6.24e-05
(7.93e-05) (9.29e-05) (7.95e-05)

Nominal Exchange Rate(12-Month Std. Dev.) 6.829* 7.019** 6.665**
(3.641) (2.945) (3.065)

De Jure Exchange Rate Peg(previous year) -1.061** -1.135** -1.159**
(0.484) (0.515) (0.518)

Banking Crisis(previous year) 0.169 0.154 0.217
(0.441) (0.448) (0.450)

Duration Time -1.110** -1.426** -1.111* -1.161*
(0.511) (0.646) (0.669) (0.661)

Duration Time2 0.158*** 0.188** 0.158** 0.170**
(0.0609) (0.0775) (0.0793) (0.0784)

Duration Time3 -0.00589*** -0.00650** -0.00565** -0.00619**
(0.00215) (0.00267) (0.00272) (0.00273)

Constant -2.329 -13.00** -12.12* -9.329
(2.111) (6.064) (6.936) (6.777)

Observations 931 717 603 603
Pseudo Log Likelihood -187.8 -113.4 -103.0 -101.5
Pseudo R2 0.0766 0.222 0.229 0.240
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table A.20: Restricted Deposits: Political Responsiveness Hypotheses (Logit Results
Using Executive Constraint)

Basic Basic+ Institutional Interaction
Variables Economic Controls Variables Variables

GDP Per Capita(log) 0.147 -0.803 -1.405 -1.583*
(0.310) (0.574) (0.890) (0.955)

Exports(% of GDP) -0.00584 -0.0103 -0.0581* -0.0594*
(0.0167) (0.0175) (0.0326) (0.0306)

Population(log) 0.308** 0.0433 -0.932** -0.831*
(0.144) (0.342) (0.459) (0.452)

Logged M2(% of GDP) 0.537 -0.124 0.552 -0.433
(0.451) (1.074) (1.247) (1.488)

Inflation Variability(log CPI, 5-year Std. Dev..) -0.331 -0.520 0.0115 -0.992
(0.505) (0.847) (0.596) (1.033)

Inflation Level(log CPI, 5-year Moving Ave.) 0.0281 0.387 -0.0587 -0.191
(0.152) (0.395) (0.400) (0.570)

Size of Winning Coalition 1.089 9.988**
(2.486) (4.873)

Change in Size of Winning Coalition(3 years) -2.199 -3.448**
(1.685) (1.744)

Executive Constraint 0.465 3.023**
(0.366) (1.380)

Inflation Variability x Size of Winning Coalition 1.092
(1.638)

Size of Winning Coalition x Executive Constraint -3.876*
(1.999)

Capital Account Openness -1.752* -2.434* -2.508*
(0.948) (1.454) (1.465)

Change in Capital Account Openness(previous year) 2.022* 2.286* 2.810***
(1.081) (1.175) (0.989)

Export Market Concentration(Top 3) 0.00176 -0.00822 -0.0112
(0.0208) (0.0179) (0.0188)

Foreign Direct Investment(% of capital formation) -0.00694 0.0169 0.0324
(0.0123) (0.0206) (0.0291)

Worker Remittances(per capita) 0.0263** 0.0411 0.0367
(0.0117) (0.0261) (0.0321)

External Debt(previous year) 1.59e-05 5.08e-05 3.53e-05
(2.70e-05) (3.48e-05) (3.48e-05)

Regional Diffusion(previous year) 17.27*** 19.93** 25.18***
(5.519) (9.117) (8.871)

Signed IMF program(previous year) -0.997 -0.786 -0.924
(0.751) (1.032) (1.014)

Official Reserves(5-year Std. Dev.) 0.000621 0.000901* 0.00109**
(0.000476) (0.000541) (0.000534)

Nominal Exchange Rate(12-Month Std. Dev.) -4.421 4.159 10.76
(9.379) (7.027) (10.85)

De Jure Exchange Rate Peg 0.190 1.579 1.828
(0.877) (1.138) (1.288)

Banking Crisis(previous year) 2.153* 2.251** 2.505**
(1.106) (1.131) (1.076)

Duration Time -0.185 -1.302 -0.338 -0.836
(0.448) (1.235) (1.249) (1.111)

Duration Time2 0.0493 0.247 0.162 0.213
(0.0556) (0.164) (0.175) (0.156)

Duration Time3 -0.00170 -0.0113* -0.00905 -0.0110*
(0.00197) (0.00626) (0.00688) (0.00609)

Constant -10.58*** -4.128 8.158 6.514
(3.294) (7.896) (11.17) (11.49)

Observations 382 261 215 215
Pseudo Log Likelihood -95.85 -47.56 -36.81 -34.40
Pseudo R2 0.128 0.349 0.447 0.483
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table A.21: Competing Risks: Political Responsiveness Hypotheses (Logit Results Us-
ing Executive Constraint)

Basic Economic Model Basic+ Controls Institutional Variables Full Interactive Model

Variables Restricted Unrestricted Restricted Unrestricted Restricted UnrestrictedRestricted Unrestricted

GDP Per Capita(log) -0.492** 0.392*** -1.531*** 0.181 -2.355*** -0.328 -2.381*** -0.451
(0.199) (0.150) (0.473) (0.443) (0.599) (0.546) (0.673) (0.606)

Exports(% of GDP) 0.0144 -0.0316** 0.0303 -0.0359 0.0345 -0.0309 0.0371 -0.0324
(0.0125) (0.0160) (0.0257) (0.0309) (0.0313) (0.0254) (0.0307) (0.0244)

Population(log) 0.141 0.00654 -0.129 -0.110 -0.884 -0.663 -0.805 -0.679
(0.182) (0.158) (0.367) (0.422) (0.550) (0.576) (0.573) (0.583)

Logged M2 (% of GDP) 0.541*** 0.262 0.823 0.696 1.426 1.908 1.226 1.744
(0.196) (0.231) (0.979) (0.985) (1.167) (1.165) (1.164) (1.085)

Inflation Variability 0.106 -0.886* 0.799** -3.515*** 0.918** -3.553** 1.461 -3.752
(log CPI, 5-year Std. Dev..) (0.363) (0.538) (0.361) (1.288) (0.378) (1.738) (1.667) (2.982)

Inflation Level 0.501*** 0.117 1.010*** -0.0843 0.767* -0.472 0.727 -0.440
(log CPI, 5-year Moving Ave.) (0.191) (0.210) (0.350) (0.412) (0.447) (0.581) (0.521) (0.586)

Size of Winning Coalition 2.118 1.214 6.165 -1.052
(2.143) (2.743) (4.147) (4.611)

Change in Size of Winning 0.554 0.332 0.306 0.447
Coalition(3 years) (1.706) (1.222) (1.803) (1.223)
Executive Constraint -0.129 -0.367 0.761 -1.033

(0.236) (0.331) (0.760) (1.121)
Inflation Variability x -1.039 0.400

Size of Winning Coalition (2.892) (3.914)
Size of Winning Coalition x -1.296 0.925

Executive Constraint (1.083) (1.268)
Capital Account Openness -0.777 -1.002*** -1.295 -1.345*** -1.054 -1.506***

(0.478) (0.313) (0.934) (0.463) (0.983) (0.453)
Change in Capital Account 0.311 0.980** 0.607 1.166** 0.640 1.325**

Openness(previous year) (0.758) (0.473) (0.876) (0.549) (0.766) (0.609)
Export Market Concentration(Top 3) -0.0165 0.0361 0.00686 0.0407 0.0148 0.0396

(0.0302) (0.0323) (0.0342) (0.0424) (0.0328) (0.0470)
Foreign Direct Investment 0.0133 -0.0117* 0.0268 -0.00816 0.0282 -0.00899

(% of capital formation) (0.0236) (0.00665) (0.0234) (0.00686) (0.0226) (0.00735)
Worker Remittances(per capita) 0.0369*** 0.0174 0.0646*** 0.0182 0.0621*** 0.0274

(0.0115) (0.0137) (0.0174) (0.0217) (0.0174) (0.0213)
External Debt(previous year) 4.34e-05 -1.71e-05 8.28e-

05**
2.69e-05 8.53e-

05**
2.73e-05

(2.92e-05) (3.14e-05) (3.46e-05) (3.91e-05) (3.93e-05) (3.80e-05)
Regional Diffusion(previous year) 5.067 3.791 10.60** 10.96 9.314 11.41

(4.357) (5.175) (4.313) (8.521) (5.677) (9.964)
Signed IMF program(previous year) -0.230 1.568** -0.123 1.342** -0.125 1.266

(0.685) (0.635) (0.735) (0.668) (0.812) (0.772)
Official Reserves(5-year Std. Dev.) 0.000248 0.000164 0.000106 -0.000280 8.31e-05 -0.000192

(0.000355) (0.000430) (0.000400) (0.000444) (0.000374) (0.000418)
Nominal Exchange Rate 2.567 10.07*** 4.108 10.61*** 3.925 10.73***

(12-Month Std. Dev.) (3.381) (3.557) (4.682) (3.958) (4.611) (3.794)
De Jure Exchange Rate Peg 0.689 -0.874 0.0938 -1.237 0.149 -1.375

(0.803) (0.711) (0.933) (0.876) (0.959) (0.964)
Banking Crisis(previous year) 0.874 0.641 0.551 0.236 0.446 0.175

(0.668) (0.670) (0.783) (1.063) (0.779) (1.203)
Duration Time 0.0821 -0.442 -0.643 -2.048** -0.614 -1.829* -0.542 -1.763

(0.508) (0.424) (1.288) (1.014) (1.559) (1.003) (1.639) (1.086)
Duration Time2 0.0189 0.0819 0.111 0.261** 0.0923 0.248* 0.0769 0.243*

(0.0594) (0.0568) (0.152) (0.126) (0.188) (0.129) (0.193) (0.135)
Duration Time3 -0.000592 -0.00274 -0.00455 -0.00847* -0.00382 -0.00853* -0.00298 -0.00844

(0.00209) (0.00219) (0.00527) (0.00470) (0.00655) (0.00506) (0.00657) (0.00541)
Constant -7.037** -6.121** -0.201 -3.171 12.30 3.781 9.464 6.173

(3.582) (2.964) (7.587) (12.33) (12.65) (14.18) (13.76) (13.94)

Observations 594 594 412 412 355 355 355 355
Pseudo Log Likelihood -199.9 -199.9 -113.2 -113.2 -92.69 -92.69 -91.44 -91.44
Pseudo R2 0.153 0.153 0.324 0.324 0.393 0.393 0.401 0.401

Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table A.22: Unrestricted Deposits: Credibility Hypotheses (Logit Results Using Exec-
utive Constraint)

Basic Basic+ Institutional Interaction
Variables Economic Controls Variables Variables

Restricted Deposits(previous year) -0.168 -0.281 -0.240 -0.133
(0.342) (0.516) (0.519) (0.581)

Logged GDP(per capita) 0.306** 0.528** 0.511* 0.514
(0.127) (0.243) (0.309) (0.317)

Exports(% of GDP) -0.0276** -0.0232 -0.0237 -0.0302*
(0.0122) (0.0158) (0.0145) (0.0167)

Population(log) -0.0580 0.268 0.212 0.220
(0.0838) (0.227) (0.253) (0.257)

Logged M2(% of GDP) 0.230 0.802 0.740 0.598
(0.234) (0.498) (0.504) (0.511)

Inflation Variability(log CPI, 5-year Std. Dev..) -0.805** -1.433** -1.293** -4.541**
(0.349) (0.590) (0.596) (1.871)

Inflation Level(log CPI, 5-year Moving Ave.) 0.104 0.292 0.149 -0.00310
(0.124) (0.274) (0.279) (0.294)

Size of Winning Coalition -1.538 -3.855*
(1.467) (2.222)

Change in Size of Winning Coalition(3 years) 0.248 0.313
(0.760) (0.777)

Executive Constraint 0.147 -0.646
(0.184) (0.547)

Executive Constraint x Inflation Variability 0.644**
(0.317)

Size of Winning Coalition x Executive Constraint 0.742
(0.659)

Capital Account Openness -0.625** -0.559** -0.648**
(0.249) (0.268) (0.277)

Change in Capital Account Openness(previous year) 0.643 0.652 0.640
(0.441) (0.423) (0.417)

Export Market Concentration(Top 3) 0.0314* 0.0332 0.0322
(0.0174) (0.0227) (0.0228)

Foreign Direct Investment(% of capital formation) 0.00968 0.0261 0.0315
(0.0188) (0.0236) (0.0265)

Worker Remittances(per capita) 0.00359 0.00539 0.00482
(0.00416) (0.00448) (0.00505)

External Debt(previous year) -5.05e-05*** -4.73e-05** -4.85e-05**
(1.83e-05) (2.09e-05) (2.19e-05)

Regional Diffusion(previous year) 2.004 1.688 2.495
(2.494) (2.897) (3.000)

Signed IMF program(previous year) 1.170*** 1.031** 1.040**
(0.422) (0.427) (0.413)

Official Reserves(5-year Std. Dev.) 5.31e-05 3.97e-05 6.51e-05
(7.93e-05) (9.29e-05) (7.59e-05)

Nominal Exchange Rate(12-Month Std. Dev.) 6.829* 7.019** 6.077**
(3.641) (2.945) (2.999)

De Jure Exchange Rate Peg(previous year) -1.061** -1.135** -1.181**
(0.484) (0.515) (0.537)

Banking Crisis(previous year) 0.169 0.154 0.183
(0.441) (0.448) (0.464)

Duration Time -1.110** -1.426** -1.111* -1.296*
(0.511) (0.646) (0.669) (0.669)

Duration Time2 0.158*** 0.188** 0.158** 0.188**
(0.0609) (0.0775) (0.0793) (0.0795)

Duration Time3 -0.00589*** -0.00650** -0.00565** -0.00684**
(0.00215) (0.00267) (0.00272) (0.00278)

Constant -2.329 -13.00** -12.12* -8.596
(2.111) (6.064) (6.936) (6.872)

Observations 931 717 603 603
Pseudo Log Likelihood -187.8 -113.4 -103.0 -100.8
Pseudo R2 0.0766 0.222 0.229 0.246
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table A.23: Competing Risks: Credibility Hypotheses (Logit Results Using Executive
Constraint)

Basic Economic Model Basic+ Controls Institutional Variables Full Interactive Model

Variables Restricted Unrestricted Restricted Unrestricted Restricted UnrestrictedRestricted Unrestricted

Logged GDP -0.492** 0.392*** -1.531*** 0.181 -2.355*** -0.328 -2.417*** -0.463
(Per Capita) (0.199) (0.150) (0.473) (0.443) (0.599) (0.546) (0.649) (0.602)

Exports(% of GDP) 0.0144 -0.0316** 0.0303 -0.0359 0.0345 -0.0309 0.0392 -0.0327
(0.0125) (0.0160) (0.0257) (0.0309) (0.0313) (0.0254) (0.0305) (0.0245)

Population(log) 0.141 0.00654 -0.129 -0.110 -0.884 -0.663 -0.802 -0.677
(0.182) (0.158) (0.367) (0.422) (0.550) (0.576) (0.547) (0.602)

Logged M2 0.541*** 0.262 0.823 0.696 1.426 1.908 1.265 1.628
(% of GDP) (0.196) (0.231) (0.979) (0.985) (1.167) (1.165) (1.163) (1.049)

Inflation Variability 0.106 -0.886* 0.799** -3.515*** 0.918** -3.553** 1.500 -6.111**
(log CPI, 5-year Std. Dev..) (0.363) (0.538) (0.361) (1.288) (0.378) (1.738) (1.185) (3.002)

Inflation Level 0.501*** 0.117 1.010*** -0.0843 0.767* -0.472 0.826 -0.478
(log CPI, 5-year Moving Ave.) (0.191) (0.210) (0.350) (0.412) (0.447) (0.581) (0.609) (0.530)

Size of Winning Coalition 2.118 1.214 5.553* -1.889
(2.143) (2.743) (3.085) (3.383)

Change in Size of Winning 0.554 0.332 0.304 0.519
Coalition(3 years) (1.706) (1.222) (1.817) (1.245)

Executive Constraint -0.129 -0.367 0.883 -1.434
(0.236) (0.331) (0.819) (1.202)

Executive Constraint x -0.162 0.774
Inflation Variability (0.281) (0.543)
Size of Winning Coalition x -1.312 1.120
Executive Constraint (1.064) (1.237)
Capital Account Openness -0.777 -1.002*** -1.295 -1.345*** -1.038 -1.588***

(0.478) (0.313) (0.934) (0.463) (0.964) (0.477)
Change in Capital Account 0.311 0.980** 0.607 1.166** 0.678 1.310**

Openness(previous year) (0.758) (0.473) (0.876) (0.549) (0.762) (0.594)
Export Market -0.0165 0.0361 0.00686 0.0407 0.0135 0.0460

Concentration(Top 3) (0.0302) (0.0323) (0.0342) (0.0424) (0.0319) (0.0480)
Foreign Direct Investment 0.0133 -0.0117* 0.0268 -0.00816 0.0262 -0.0106

(% of capital formation) (0.0236) (0.00665) (0.0234) (0.00686) (0.0213) (0.00734)
Worker Remittances(per capita) 0.0369*** 0.0174 0.0646*** 0.0182 0.0632*** 0.0281

(0.0115) (0.0137) (0.0174) (0.0217) (0.0179) (0.0205)
External Debt (previous year) 4.34e-05 -1.71e-05 8.28e-05** 2.69e-05 8.35e-05** 2.90e-05

(2.92e-05) (3.14e-05) (3.46e-05) (3.91e-05) (3.83e-05) (3.96e-05)
Regional Diffusion 5.067 3.791 10.60** 10.96 9.035* 11.77

(previous year) (4.357) (5.175) (4.313) (8.521) (5.451) (9.810)
Signed IMF program -0.230 1.568** -0.123 1.342** -0.145 1.313*

(previous year) (0.685) (0.635) (0.735) (0.668) (0.834) (0.741)
Official Reserves 0.000248 0.000164 0.000106 -0.000280 8.87e-05 -0.000148

(5-year Std. Dev.) (0.000355) (0.000430) (0.000400) (0.000444) (0.000375) (0.000399)
Nominal Exchange Rate 2.567 10.07*** 4.108 10.61*** 4.117 10.14***

(12-Month Std. Dev.) (3.381) (3.557) (4.682) (3.958) (4.624) (3.747)
De Jure Exchange 0.689 -0.874 0.0938 -1.237 0.171 -1.480

Rate Peg(previous year) (0.803) (0.711) (0.933) (0.876) (0.950) (0.952)
Banking Crisis 0.874 0.641 0.551 0.236 0.403 0.175

(previous year) (0.668) (0.670) (0.783) (1.063) (0.816) (1.219)
Duration Time 0.0821 -0.442 -0.643 -2.048** -0.614 -1.829* -0.515 -1.620

(0.508) (0.424) (1.288) (1.014) (1.559) (1.003) (1.592) (1.119)
Duration Time2 0.0189 0.0819 0.111 0.261** 0.0923 0.248* 0.0715 0.232*

(0.0594) (0.0568) (0.152) (0.126) (0.188) (0.129) (0.188) (0.141)
Duration Time3 -0.000592 -0.00274 -0.00455 -0.00847* -0.00382 -0.00853* -0.00271 -0.00808

(0.00209) (0.00219) (0.00527) (0.00470) (0.00655) (0.00506) (0.00638) (0.00573)
Constant -7.037** -6.121** -0.201 -3.171 12.30 3.781 9.245 7.066

(3.582) (2.964) (7.587) (12.33) (12.65) (14.18) (13.02) (14.47)

Observations 594 594 412 412 355 355 355 355
Pseudo Log Likelihood -199.9 -199.9 -113.2 -113.2 -92.69 -92.69 -90.96 -90.96
Pseudo R2 0.153 0.153 0.324 0.324 0.393 0.393 0.404 0.404
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1
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Table A.24: Unrestricted Deposits: Policy Stability Hypotheses (Logit Results Using
Executive Constraint)

Basic Basic+ Institutional Interaction
Variables Economic Controls Variables Variables

Logged GDP(per capita) -0.235 1.041* 0.736 1.297
(0.256) (0.611) (0.764) (1.058)

Exports(% of GDP) 0.00326 -0.0428 -0.0301 -0.0456
(0.0155) (0.0369) (0.0377) (0.0360)

Population(log) -0.0693 0.637* 0.545 1.165*
(0.0985) (0.358) (0.411) (0.701)

Logged M2(% of GDP) 0.541 2.093** 2.159** 2.698**
(0.528) (1.065) (1.051) (1.149)

Inflation Variability(log CPI, 5-year Std. Dev..) -1.153 0.347 0.153 -21.29***
(0.774) (0.992) (1.385) (6.453)

Inflation Level(log CPI, 5-year Moving Ave.) 0.410* 1.684*** 1.489** 2.403***
(0.239) (0.638) (0.708) (0.882)

Size of Winning Coalition -2.818 -17.82**
(2.412) (7.458)

Change in Size of Winning Coalition(3 years) 0.687 0.650
(1.763) (2.414)

Executive Constraint 0.274 -3.378**
(0.386) (1.414)

Executive Constraint x Inflation Variability 3.918***
(1.119)

Size of Winning Coalition x Executive Constraint 3.105*
(1.644)

Capital Account Openness -0.0363 -0.180 -0.899
(0.560) (0.690) (0.971)

Change in Capital Account Openness(previous year) -0.199 0.165 0.293
(0.881) (1.005) (1.349)

Export Market Concentration(Top 3) 0.0348 0.0229 0.0875
(0.0309) (0.0375) (0.0624)

Foreign Direct Investment(% of capital formation) 0.0573** 0.0741*** 0.163***
(0.0225) (0.0270) (0.0553)

Worker Remittances(per capita) 0.00199 0.00213 -0.00151
(0.00477) (0.00443) (0.00543)

External Debt(previous year) -0.000117*** -0.000102** -0.000185**
(4.00e-05) (4.27e-05) (7.82e-05)

Regional Diffusion(previous year) 1.611 1.371 7.891*
(3.124) (3.872) (4.348)

Signed IMF program(previous year) 1.568** 1.572** 1.754*
(0.702) (0.797) (0.915)

Official Reserves(5-year Std. Dev.) 0.000169 0.000142 0.000364***
(0.000118) (0.000124) (0.000141)

Nominal Exchange Rate(12-Month Std. Dev.) -7.965 -8.750 -15.79
(7.738) (7.385) (15.08)

De Jure Exchange Rate Peg(previous year) -1.497* -1.507 -2.663**
(0.767) (0.920) (1.296)

Banking Crisis(previous year) -0.00388 -0.174 0.348
(0.573) (0.684) (0.913)

Duration Time -0.205 -1.133 -0.664 -2.627
(0.750) (1.091) (1.230) (1.623)

Duration Time2 0.0462 0.158 0.102 0.385*
(0.0872) (0.134) (0.151) (0.212)

Duration Time3 -0.00235 -0.00574 -0.00400 -0.0149*
(0.00305) (0.00455) (0.00518) (0.00761)

Constant -2.278 -30.34** -26.68** -30.58
(2.808) (11.86) (13.07) (20.93)

Observations 369 305 248 248
Pseudo Log Likelihood -78.57 -48.84 -43.36 -33.74
Pseudo R2 0.0576 0.256 0.269 0.431
Robust standard errors in parentheses *** p <0.01, ** p<0.05, * p<0.1



224

A.4 Descriptive Statistics

Table A.25 lists the descriptive statistics for the independent variables included

in the analysis. The first column presents the mean and standard deviation for the whole

sample, while columns 2-4 provide the same numbers sorted bythe dependent vari-

able. Figure A.2 includes histograms of the distribution ofvalues for the two variables

that proxy for respect for property rights, executive constraint and quality of the legal

system. A meaningful, substantive interpretation of the interaction terms requires not

only knowing what range of values of the constituent parts are significant, but also how

many observations fall into the significant ranges. Executive constraint has a bi-modal

distribution, while the legal system variable is monomodaland resembles a normal dis-

tribution. Given the bimodal nature of executive constraint, and the low number of

values at the middle value of four, it makes sense that the graphs of the effects of the

interaction terms are insignificant, i.e., cross the zero line, in the range around four on

the executive constraint variable.
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Table A.25: Descriptive Statistics
Variable Full Sample NO FCD Restricted FCD Unrestricted FCD Source
Logged GDP(per capita) 7.48 6.70 7.08 8.02 World Bank

(1.57) (1.33) (1.43) (1.57)
Exports (% of GDP) 35.50 31.48 31.97 39.18 World Bank

(23.03) (20.97) (22.31) (24.16)
Population(log) 15.60 15.23 15.75 15.70 World Bank

(1.85) (1.73) (2.37) (1.7711)
Export Concentration(Top 3) 54.443 57.68 55.33 51.53 Ghosh, Gulde and Wolf

(16.91) (16.90) (17.01) (15.68)
Logged M2(% of GDP) 3.43 3.37 3.5 3.5 IMF

.72 .76 .65 .70
Remittances(per capita) 47.76 20.81 35.18 68.75 World Bank

(109.35) (45.80) (63.01) (141.28)
Regional Diffusion .46 .26 .45 .63 IMF

(.29) (.16) (.22) (.27)
Capital Account Openness .035 -.57 -.78 .72 Chinn and Ito

(1.54) (.99) (.85) (1.69)
Change in Capital Account Openness(previous year) .035 .0067 .0055 .07 Chinn and Ito

(.38) (.30) (.34) (.44)
Net FDI(% of capital formation) 9.96 6.31 9.23 12.59 World Bank

(19.75) (17.59) (12.66) (22.83)
External Debt(previous year) 1.26e+10 5.93e+09 1.96e+10 1.34e+10 World Bank

(2.64e+10) (1.06e+10) (3.91e+10) (2.42e+10)
Official Reserves(5-yr. Std. Dev.) 1.34e+09 5.92e+08 1.41e+09 1.69e+09 World Bank

(3.62e+09) (3.39e+09) (3.93e+09) (3.58e+09)
Nominal Exchange Rate(12-Month Std. Dev.) .027 .027 .026 .029 Ghosh, Gulde and Wolf

(.07) (.051) (.042) (.088)
De jure Peg .54 .77 .62 .37 Ghosh, Gulde and Wolf

(.50) (.42) (.49) (.48)
Banking Crisis(previous year) .19 .18 .23 .22 Ghosh, Gulde and Wolf

(.40) (.39) (.42) (.42)
Inflation Variability (Logged CPI, 5-year Std. Dev.) .61 .61 .58 .62 World Bank

(.49) (.49) (.46) (.50)
Inflation Level (Logged CPI, 5-year Moving Ave.) 2.21 2.19 2.36 2.34 World Bank

(1.285776) ( 1.07) (1.14) (1.58)
Quality of Legal System 5.41 4.60 4.80 5.98 Gwartney and Lawson

(1.86) (1.53) (1.59) (1.90)
Observations 3267 758 571 1535
Standard deviations in parentheses
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Figure A.2: Distribution of Property Rights Variables
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A.5 Dates of Full Liberalization

Before 1983 – (37)

Antigua and Barbuda, Argentina, Australia, Austria, Kingdom Of Bahrain, Belgium,

Canada, Hong Kong, Costa Rica, Djibouti, Egypt, Finland, Germany, Greece, Iceland,

Indonesia, Israel, Japan (1983-1995), Republic Of Korea, Kuwait, Lebanon, Liberia,

Luxembourg, Maldives, Netherlands, Oman, Panama, Peru, Portugal, Qatar, Romania,

Singapore, Sweden, Switzerland, United Arab Emirates, United Kingdom, Vanuatu

1983 – (1)

Dominican Republic

1984 – (8)

Grenada, Mauritius, Nicaragua, Nigeria, Somalia, St. Kitts and Nevis, St. Lucia,

Turkey

1985 – (2)

Ghana, Guinea (1985-1987)

1986 – (1)

Poland (1986-1995)

1987 – (2)

Algeria, Tunisia

1988 – (3)

Denmark, El Salvador, Jordan

1989 – (3)

France, Haiti, Jamaica, United States

1990 – (9)
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Bulgaria, Croatia, Italy, Malta, Mongolia, Pakistan, Paraguay, Philippines, Sierra Leone

1991 – (5)

Iran, Ireland, Norway, Spain, Vietnam

1992 – (19)

Albania, Angola, Azerbaijan, Cambodia, Georgia, Honduras, Iraq, Kazakhstan, Kyrgyz

Republic, People’s Democratic Republic Of Lao, Latvia, Lithuania, Moldova, Papua

New Guinea, Russia, Slovenia, Trinidad and Tobago, Ukraine, Uzbekistan

1993 – (11)

Armenia, Belarus, Colombia (1993-1996), Czech Republic, Estonia, F.Y.R.

Macedonia, Malawi, Slovak Republic (1993-1996), Suriname, Tajikistan, Zimbabwe

1994 – (6)

Antigua And Barbuda, Madagascar, Netherlands Antilles, New Zealand, Sudan,

Zambia

1995 – (14)

Aruba, Bolivia, Botswana, Brunei Darussalam, Central African Rep., Chile, Ecuador,

Kenya, Mozambique, Rwanda, South Africa, Tanzania, Thailand, Uruguay

1996 – (5)

Bosnia & Herzegovina, Dem. Rep. Of Congo, Libya, Sri Lanka, Venezuela

1997 – (2)

Guinea, Syria

1998 – (4)

Cameroon, Guatemala, Japan, Uganda
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1999 – (3)

Eritrea, Poland, Sao Tome & Principe

2000 – (2)

Mauritania, Swaziland

Not as of 2000 – (41)

Bahamas, Bangladesh, Barbados, Belize, Benin, Bhutan, Brazil, Burkina Faso,

Burundi, Cape Verde, Chad, China, Colombia, Comoros, Republic Of Congo, Cote D

Ivoire, Cyprus, Dominica, Equatorial Guinea, Ethiopia, Fiji, Gabon, The Gambia,

Guinea-Bissau, Guyana, Hungary, India, Lesotho, Malaysia, Mali, Mexico, Morocco,

Myanmar, Namibia, Nepal, Niger, Senegal, St. Vincent & Grenadines, Togo,

Turkmenistan
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A.6 STATA .do-file

#delimit;

use "C:\Users\test\Grad School\dissertation dataset\mlogit none2either 9-1-07.dta",
clear;
set more off;

estsimp mlogit mlogit lnGDPpc exports_GDP lnPOP xport3 lnCPI_sd lnCPI_5 lnM2 kaopen
kaopen_1 FDI_cap_form remit1_pc debt_ext_1 lag_diffusion IMFprogram_1 resv_sd
dneers_1 jurepeg bnkdur legal W dw30 WLinteract Interaction6B t1 t2 t3 if
year <2000, robust baseoutcome(0);
setx mean;
setx jurepeg 0;
setx bnkdur 0;
setx t1 6;
setx t2 36;
setx t3 216;
setx IMFprogram_1 0;

gen fdYbar1 = .;
label variable fdYbar1 "Allow Restricted";
gen fdYlo1 = .;
label variable fdYlo1 "95% C.I.";
gen fdYhi1 = .;
label variable fdYhi1 "95% C.I.";
gen fdYbar2 = .;
label variable fdYbar2 "Allow Unrestricted";
gen fdYlo2 = .;



2
3

1

label variable fdYlo2 "95% C.I.";
gen fdYhi2 = .;
label variable fdYhi2 "95% C.I.";
gen Zplot = .;

local a=0;
forval i =1.7(.1)8.3 {;
local a = ‘a’+1;
sum lnCPI_sd if legal!=.;
local k = r(mean);
local fd = r(sd);
local fdk = ‘k’+‘fd’;
local n=‘k’*‘i’;
sum W if legal!=.;
local L = 0.75;
local LW = ‘L’*‘i’;

setx legal ‘i’ WLinteract ‘LW’ lnCPI_sd ‘k’ W ‘L’ Interaction6B ‘n’;
simqi, prval(1 2) genpr(pixWmeanX01 pixWmeanX02);
local fdn = ‘fdk’*‘i’;
setx legal ‘i’ WLinteract ‘LW’ lnCPI_sd ‘fdk’ W ‘L’ Interaction6B ‘fdn’;
simqi, prval(1 2) genpr(pixWsdX01 pixWsdX02);
gen diff1 = pixWsdX01 - pixWmeanX01 ;
ci diff1;
gen fdxz1 = r(mean);
gen pxz_lo1 = r(lb);
gen pxz_hi1 = r(ub);
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gen diff2 = pixWsdX02-pixWmeanX02;
ci diff2;
gen fdxz2 = r(mean);
gen pxz_lo2 = r(lb);
gen pxz_hi2 = r(ub);

replace fdYbar1 = fdxz1 in ‘a’/‘a’;
replace fdYlo1 = pxz_lo1 in ‘a’/‘a’;
replace fdYhi1 = pxz_hi1 in ‘a’/‘a’;
replace fdYbar2 = fdxz2 in ‘a’/‘a’;
replace fdYlo2 = pxz_lo2 in ‘a’/‘a’;
replace fdYhi2 = pxz_hi2 in ‘a’/‘a’;
replace Zplot = ‘i’ in ‘a’/‘a’;
drop fdxz1 fdxz2 pxz_lo1 pxz_lo2 pxz_hi1 pxz_hi2 diff1 diff2 pixWmeanX01
pixWmeanX02 pixWsdX01 pixWsdX02 ;
};

save "C:\Users\test\Grad School\dissertation dataset\mlogit clarify.dta", replace;
keep fdYbar1 fdYlo1 fdYhi1 fdYbar2 fdYlo2 fdYhi2 Zplot;

twoway (line fdYlo1 Zplot, lcolor(blue) lpattern(dash) lwidth(medium)) (line
fdYbar1 Zplot, lcolor(black) lpattern(longdash) lwidth(medium)) (line fdYhi1
Zplot, lcolor(blue) lpattern(dash) lwidth(medium)) (line fdYlo2 Zplot,
lcolor(blue) lpattern(shortdash) lwidth(medium)) (line fdYbar2 Zplot,
lcolor(black) lwidth(thick)) (line fdYhi2 Zplot, lcolor(blue) lpattern(shortdash)
lwidth(medium)), ytitle(Change in Predicted Probability, orientation(vertical)
alignment(top) margin(medium)) xtitle(Quality of Legal System, orientation(horizontal)
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justification(center)) xlabel(, tlcolor(black) labcolor(black)) title(Increasing
Inflation Variability 1 Std. Dev. from Mean, size(medium)) subtitle(Size of Winning
Coalition = 0.75 (Medium-High), size(small)) yline(0) ylabel(-0.2(.1).5);

graph export "C:\data\ch3\graphs\mlogitcredibility2eitherWLWCPIsdW75.eps",
logo(off) replace;
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