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Abstract
Credit Rating Agencies (CRAs) are perceived as coercive regulators. Their risk assessments have impact 

on  creditors’ decisions.  Therefore  CRAs  might  profoundly  shape  states’ behaviour  in  the  realm  of 

domestic finances. The literature stresses that democracies are more likely to repay sovereign debt than 

autocracies, making them more creditworthy in the eyes of the CRAs as well as lenders. However, the 

variation in creditworthiness among democratic countries is  a largely neglected question. I  argue that 

fiscal  transparency  might  explain  some of  the  variation.  Fiscal  transparency  reduces  uncertainty  and 

improves  fiscal  outcomes  and,  therefore,  plays  a  crucial  role  in  credit  assessment  done  by  CRAs. 

Governments face a dilemma between being responsive to CRAs and remaining accountable domestically. 

In contrast to domestic audience cost theory, I argue that domestic audience may oppose credit compliance 

if its continuation jeopardises their material welfare. I thus argue that the final creditworthiness depends 

on  the  strength  of  the  opposition  from  interest  groups  which  might  compel  their  government  into 

dishonouring their international obligations. To picture this idea, I treat trade unions as a representatives of 

domestic interest groups. The initial results suggests that the the strength of trade union may moderate the 

effect of fiscal transparency on credit ratings. Fiscal transparency in countries with strong trade unions 

seems to have lower impact on creditworthiness than in countries with less powerful ones. This means that 

certain social groups to influence and reverse reforms that are expected by CRAs and foreign creditors. 

Key  words:  credit  ratings,  democracy,  accountability,  domestic  audience  costs, 
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Introduction

A growing body of literature argues that democracies are more likely to honour their international 
commitments. However, as the most recent global financial crisis shows, democratic countries, 

including the economically developed ones, are not immune to debt crises. High levels of debt 
accumulated by advanced economies has now entered the spotlight as an issue to be concerned 

about  after  decades  of  attention  to  debt  levels  in  developing  and  emerging  markets.  Few 
examples include debt restructuring in Greece (2012), downgrading of the United States (2011) 

from  AAA to  AA+,  Hungary  struggling  to  receive  new  international  loans  or  Brazil  being 
recently  downgraded  to  the  “junk”  status  (2015).  At  the  same  time,  however,  many  other 

democratic countries across the world were able to maintain their good credit risk perceptions, 
suggesting that the are more profound differences among democratic countries than scholars have 

assumed. 

International lenders are not able to impose sanctions on governments that do not repay their 

loans. The extent to which states are able to repay their debts determines their creditworthiness, 

which  is  assessed  by  credit  rating  agencies  (CRAs).  These  entities  provide  information  to 

international lenders about those sovereign governments that are likely to repay their debts and 

those that are not. This assessment thus determines the costs of obtaining and servicing foreign 

loans for a specific state. Therefore, CRAs put significant constraints on states, which in order to 

maintain their position on the global financial market, need to respond to either downgrades or 

upgrades of their credit rating. 

This problem begs a question: how to explain the variation in creditworthiness among democratic 

countries?  This question is not new and a number of scholars have attempted to tackle it. To list a 

few past hypotheses, we find attempts to link creditworthiness to institutional factors or domestic-

audience costs. One group of scholars also looks at institutional features of political regimes as a 

potential source of explanation, like the number of veto players, check and balances, rule of law, 



etc.  (Tsebelis,  2002;  Biglaiser  & Staats,  2012).  Yet  another  school  argues  that  the  domestic 

audience in some countries punish their governments for breaking international commitments, 

which in turn makes these countries  act  in ways that  make them look more credible abroad 

(Fearon, 1994; Mansfield, Milner & Rosendorff, 2002; McKoy, Poast & Wallace, 2015).

This paper aims to combine these two approaches; that is to combine the approach that looks at 

characteristics  of  regimes  (in  this  case,  fiscal  transparency)  and  the  domestic-audience-cost 

approach  (here  also  referred  to  as  the  accountability  dilemma)  to  explain  the  variation  in 

creditworthiness among democratic countries. This combined approach allows me to investigate 

the causal loop between transnational actors and what is often dubbed “the black box” of state by 

examining the effect of international borrowing and debt servicing on domestic politics and vice 

versa. 

Transparency  is  an  imminent  feature  of  democratic  institutions.  It  is  believed  that  fiscal 

transparency  can  improve  fiscal  outcomes  and  reduce  uncertainty  about  fiscal  performance. 

However, transparency raises a problem of who it is the state is accountable to. The need to be 

responsive to transnational actors, like the CRAs, creates a dilemma which each democratic state 

is  destined  to  face.  Democratic  government  needs  to  be  accountable  both  to  CRAs  and  its 

domestic audience, because the latter carries the cost of debt service.  Therefore,  I  argue that 

treating fiscal  transparency as an institutional  feature which is  either positively or negatively 

associated with creditworthiness might not sufficiently capture the true impact of this concept on 

creditworthiness. 

Fiscal  transparency  understood  as  an  accountability  mechanism  rather  than  an  institutional 

feature allows for accounting for the potential impact of domestic politics. Fiscal transparency 

might  reduce  creditworthiness  in  some  cases  by  allowing  domestic  audience  to  influence 

economic  reforms.  In  contrast  to  the  common  argument  stated  by  domestic-audience-cost 

literature, I argue that interest groups can hold the government accountable and express their 



opposition towards honouring of international commitments. To capture this problem, I rely on 

social movement’s logics and their capacity to influence decision-making. As debt service is a 

problem, which may shape budgetary expenditures, I focus on the power of trade unions. The 

strength of trade unions may determine the strength of the resistance to adjustments required for 

debt repayment by specific interest groups. I argue that the more powerful trade unions are, the 

lower the benefit of fiscal transparency on sovereign credit ratings. 

In summary, this paper delivers several contributions. First, this paper attempts to investigate the 

factors  explaining the  variation in  creditworthiness  between democratic  countries  rather  than 

between democracies and autocracies as done previously (Archer, Biglaiser & DeRouen, 2007; 

Saiegh, 2005; Biglaiser, Hicks & Huggins, 2008; Beaulieu, Cox & Saiegh, 2012). Moreover, this 

paper attempts to understand the variation in creditworthiness by looking at one particular feature 

of democracy, namely fiscal transparency. Fiscal transparency might create a dilemma for the 

state between delivering what the domestic audience demands and keeping up with international 

commitments, which might constrain the capacity of the state in honouring these commitments. 

In  contrast  to  the  conventional  argument  of  domestic  audience  costs,  citizens,  rather  than 

preventing from breaking international commitments, can limit the state’s capacity to comply 

with credit repayment. Additionally, it is argued that it is beneficial to view state’s decision of 

whether to repay its debt as a result of manoeuvring between preferences of CRAs and domestic 

interest groups. Finally, the paper contributes by enriching conventional wisdom by presenting 

the multi-faceted nature of  fiscal  transparency and problematising the more subtle effect  this 

concept might have on creditworthiness. 

The paper has the following structure. The next section presents literature review highlighting the 

existing gaps in the literature. Section 3 introduces the theoretical approach in this paper. Section 

4  presents  the  data  and  empirical  strategy.  Section  5  discusses  the  results.  The  last  section 

concludes the paper.



Literature Review

The literature on the subject of the variation in creditworthiness stresses that the repayment of 
sovereign  debt  is  a  political  choice  and  political  features  are  crucial  in  understanding  each 

country’s creditworthiness. Therefore, the explanations behind political-risk-taking are one of the 
central questions in the field. Some studies of debt politics are only focused on the history of 

default (Cantor & Packer, 1996) or linking political risk to political instability, which increases 
uncertainty for investors: e.g. elections, protests or executive turnover (Block & Vaaler, 2004; 

Cosset & Roy, 1991).

There is a literature, which makes reference to regime type of the borrowing countries (Archer, 

Biglaiser & DeRouen, 2007; Saiegh ,2005; Biglaiser, Hicks & Huggins, 2008; Beaulieu, Cox & 
Saiegh,  2012).  According to the democratic advantage’ thesis,  democracies should pay lower 

interest  rates  than  authoritarian  regimes  because  they  are  able  to  makes  more  credible 
commitments.  (North  &  Weingast,1989;  Schultz  &  Weingast,  2003).  This  kind  of  research, 

however,  puts  all  democracies  into  the  same  “basket”  ,  neglecting  the  profound  differences 
among democracies. 

The available studies that focus on contemporary countries come to mixed conclusions. Saiegh 

(2005) finds that democratic countries in the developing world are more likely to reschedule their 
debts and that they do not pay lower interest rates on their debt than other countries. According to 

Archer, Biglaiser and DeRouen (2007), democracies do not receive more favourable ratings from 
major credit rating agencies than autocracies. On the other hand, Biglaiser et al. (2008) claim that 

democratic  developing  countries  are  more  likely  to  be  able  to  borrow from private  lenders. 
Beaulieu,  Cox  and  Saiegh  (2012)  contribute  to  the  current  state  of  the  research  by  putting 

emphasis on the access to debt markets. According to their results, democratic countries have a 
better access to debt markets than autocracies and are able to service their debts more favourably.



An important gap in the literature this study aims to fill is thus the neglected variation among 

democracies. Existing studies focus on the differences between different regime types. However, 

the most recent financial crisis has shown that democracies do not all react in the same manner 

when their credit commitments are concerned. Additionally, the existing literature primally puts 

emphasis  on  the  relationship  between  democracy  and  creditworthiness  in  mostly  developing 

countries. This paper attempts to provide a more global-oriented perspective.

The  literature  on  credible  international  commitments  attempts  to  investigate  “the  democratic 

advantage” which is mainly explained with reference to institutional characteristics (or features) 

of democratic regimes. Some highlight the role of checks and balances (North & Weingast, 1989; 

Keefer & Knack, 2002). Crenshaw (1991) shows that regardless of the regime type, its duration 

matters and has impact on a predictable and stable political environment, which is attractive for 

investors.  This  branch  of  the  literature  highlights  factors  such  as  better  bureaucratic  quality 

(Evans  &  Rauch,  1999)  or,  more  generally,  political  institutions  tied  to  political  risk:  the 

protection of property rights, rule of law or independent courts (Biglaiser & Staats; 2012). The 

veto-player literature has attempted to understand the role of formal institutions in economic 

performance (Tsebelis, 2002). This branch of the literature shows that policy credibility increases 

as  veto  players  increase  in  number.  Most  of  scholars  have  focused  their  research  on  the 

implications  of  elections,  these  being  seen  as  the  most  important  democratic  institution. 

Conventional wisdom shows that competitive elections make international commitments more 

credible (Leeds, 1999; Macgillivray & Smith, 2000). What binds all these accounts together is a 

belief that certain institutional features might be behind the variation in creditworthiness among 

sovereign states and this paper picks up from this premiss. 

The domestic-audience-cost literature offers different logic to investigating the compliance with 

international commitments. Domestic-audience costs are greater in democracies, where citizens 

can easier  punish a promise-breaker by voting against  him/her on the election day unlike in 

autocracies (Schultz & Weingast ,1996). According to this argument, democratic leaders are more 



likely to satisfy domestic audience by upholding international agreements. This approach was 

tested in several areas such as trade agreements (Mansfield, Milner & Rosendorff, 2002), military 

alliances (Fearon, 1994; Smith, 1996) or sovereign debt (Tomz, 2007; Levy, McKoy, Poast & 

Wallace, 2015). However,  the main focus of the domestic-audience-cost literature has always 

been  electoral  punishment.  This  paper  attempts  to  understand  the  relationship  between 

democracy and creditworthiness  by highlighting a  different  aspect  of  the democratic  regime, 

namely transparency, and examining what kind of effect it has on domestic audience’s response 

on the compliance with international agreements. 

Transparency is perceived as one of the essential characteristics of democratic regimes (Hollyer, 

2011).  It  is  believed that  transparency improves the so-called good governance: governments 

publish information which in turn contributes to better accountability (Fox, 2007). The effects of 

transparency  receive  extensive  scrutiny  in  the  literature  in  various  areas  like  fight  against 

corruption (Rose-Ackerman, 1996; Lundstedt & Naurin, 2010; Bauhr & Grimes, 2014) or trust in 

government (Grimmelikhuijsen, Porumbescu, Hong & Im, 2013).

In the sovereign debt literature, we find some attempts at investigating the effect of transparency 

on  creditworthiness.  Kim  and  O’Neil  (2015)  try  to  explain  the  democratic  advantage  in 

creditworthiness  by  linking  transparency  and  international  reputation.  According  to  their 

argument,  transparency  represents  an  institutional  advantage,  which  makes  democratic 

governments more credible about their repayment. In their view, democracies are more likely to 

continue to receive credit following default if they are more transparent. Recent studies have also 

shown that  fiscal  transparency is  associated with  higher  credit  ratings  (Batida,  Guillamon & 

Benito,  2015).  Fiscal  transparency  provides  incentives  for  incumbents  to  implement  better 

policies as a result of enhanced public scrutiny. Fiscal transparency reduces potential uncertainty 

related to political decisions about economic policies (Arbatli & Escolano, 2012). According to 

Alt and Larssen (2006), transparency enhances trust in politicians both from the citizens and 

financial markets. 



However, the link between transparency and creditworthiness may not be as straightforward as 

one may assume. An important question that remains to be answer is who is it that transparency 

makes  the  government  accountable  to.  The  current  research  neglects  an  important  aspect  of 

transparency - which is that it allows a number of different types of actors, both domestic and 

international,  to  scrutinise  the  state  and  its  activities.  Domestic  actors  might  jeopardise 

governments’ commitment to loan servicing if its continued repayment is thought to make them 

worse-off. Therefore, in contrast to the conventional wisdom of domestic-audience-cost theory, I 

argue that that a state fully accountable to the domestic audience should not always be expected 

to honour international commitments when some domestic groups demand an opposite reaction. 

The problem of excluding the interests of the domestic audience from international compliance is 

theorised  in  several  works  (Mosley,  2003;  Schmidt,  2013).  However,  empirical  tests  in  the 

contexts of debt service are missing. 

Theory
International lenders are actors, who strive to maximise their profits. Sovereign states are often 

treated as the safest source of return on international lenders’ investment. However, in the context 
of states, the decision to repay international loans is not only determined by economic but also 

political  circumstances.  This  creates  information  asymmetries  between  lenders  and  states  - 
borrowers. CRAs fill this gap by assessing how likely sovereign states are to repay what they 

borrow. The literature refers to CRAs as coercive regulators of capital flows in financial markets 
(Kerwer, 2005). Based on the ratings CRAs issue, lenders can rationally decide where to invest in 

order to maximise their benefits. In the case of sovereign debt, international lenders do not have 
any tools to enforce repayment. Therefore, it is in their interest to lend to those countries which, 

despite  the  potentially  low  profits,  provide  some  kind  of  return-on-investment  guarantees. 



Countries that do not meet the necessary criteria to be assessed as creditworthy by CRAs may not 

attract  those  creditors  who  want  to  secure  their  profits.  This  means  that  perceptions  about 

creditworthiness produced by CRAs have a clear material impact on sovereign states and states 

need to be careful if they wish to maintain an image of a safe partner for creditors. 

International  loans play important  role for  sovereign states as a source of financing for both 

consumption  and  investments.  It  is  important  for  governments  to  be  able  to  provide  public 

services  to  the  public  in  order  to  maintain  political  support.  Therefore,  well-managed 

international  loans  may satisfy  international  lenders  but  also  benefit  the  carriers  of  the  debt 

burden  -  citizens.  In  order  to  maximise  the  chances  of  receiving  international  loans,  it  is 

important  that  the  state  ensures  that  any  doubts  of  international  creditors  regarding  debt 

repayment are significantly reduced. One measure that helps to reduce this uncertainty is higher 

degree of fiscal transparency, which is defined as the “openness toward the public at large about 

government  structure  and  functions,  fiscal  policy  intentions,  public  sector  accounts,  and 

projections  and  ready  access  to  reliable,  comprehensive,  timely,  understandable,  and 

internationally comparable information on government activities” (Kopits & Craig, 1998). 

The release of fiscal information helps to avoid the moral hazard problems between CRAs and 

the state and may contribute to better creditworthiness for several reasons. First, CRAs can better 

observe state’s fiscal activity if they have a transparent access to it. By carefully documenting its 

decisions,  the  government  gets  a  chance  to  project  an  image  of  competence  in  financial 

management. This perceived image of competence attracts international lenders. In other words, 

the  release  of  fiscal  information  can  enhance  international  reputation  on  financial  markets. 

Secondly, the release of fiscal information may help CRAs to avoid imprecise assessment by 

CRAs which, under different circumstances, need to make use of cruder proxies in order to make 

their assessment. The access to fiscal information can thus reduce transition costs which are costs 

related to monitoring and verification of  government’s  actions.  Less transparent  governments 



require additional scrutiny when their creditworthiness is under evaluation. This means that a 

government  that  is  not  transparent  might  receive  lower  ratings  despite  being  theoretically 

committed to repaying its loans. Moreover, lack of access to information might be an obstacle for 

a country that wants to recover after default because it is more difficult for CRAs to verify the 

reasons behind the default. Finally, the release of fiscal information may also constrain the state 

in potentially violating credit commitments for reputational reasons. International reputation is 

linked  to  country’s  readiness  to  respect  shared  international  norms.  It  determines  state’s 

bargaining power and enables it to receive benefits from international cooperation; which in case 

of sovereign debt means more favourable interest rates (Avdeyeva, 2012; Simmons, 2000). This 

means that in order to retain a favourable access to credit markets, the state needs to resolve the 

problem of the information gap and provide CRAs with information that are lacking. 

However,  simple  ‘access  to  fiscal  information’ may  not  fully  capture  the  effect  of  fiscal 

transparency on creditworthiness as assessed by CRAs. Fiscal transparency should not only be 

seen as an institutionalised feature of a state (one has it or not), but also as a more complex 

strategic choice (Kim & O’Neil, 2015). Since the aim of any rational incumbent is to stay in 

office, they need to move strategically when satisfying both domestic and international audiences, 

the interests of which might be at odds with one another. It is in the interest of the incumbents to 

make some amount of fiscal information available in order to reduce the risk that they will be 

considered as non-transparent. At times, governments may even attempt to restrict the access to 

some fiscal information in order to satisfy both groups. Both domestic audience and external 

actors can assess the management of the economy only based on the data that are made available 

(Grigorescu, 2003).Fiscal information may not be important alone but the fact that its release 

influences the actions of the incumbents is. Therefore, what matters is the role of transparency not 

merely as an institutional feature but as an accountability mechanism. 



This review begs the following hypothesis: 

H1:  Greater  fiscal  transparency  (operationalized  as  release  of  fiscal  information)  is  not 

associated with greater creditworthiness.

In case of creditworthiness, the detailed exposure of expenditures and revenues to the public may 

constrain the incumbents in their capacity to fulfil their debt obligations. Following the agent 

theory  (Olsen,  2013),  sovereign  state  serves  the  role  of  a  double  agent  that  has  to  be  both 

responsive to international lenders and CRAs and accountable to its own citizens. Despite the 

lack of a clearly given mandate, CRAs either punish or reward countries which do not honour 

their  debt obligations.  Therefore,  a  state that  is  willing to borrow from international  lenders, 

needs to be responsive towards CRAs as they “set the rules” of the access to international capital. 

On  the  other  hand,  the  state  should  remain  accountable  towards  domestic  audience  as  the 

domestic audience carries the final cost of government’s defaults or rescheduling of credits. On 

the  domestic  level,  the  public  serves  the  role  of  the  principal  and  holds  the  government 

accountable  for  their  actions  (Rose-Ackerman,  1999).  The  practices  of  governments  which 

external creditors are likely to perceive favourably may clash with the interests of the domestic 

audience.  The domestic  cost  arise  when the  domestic  audience  perceives  the  government  as 

disregarding of their interests, a problem that arises precisely in the realm of sovereign debt. The 

exposure of fiscal activities of the government to citizens - from the one side and to international 

lenders  -  from the  other,  means  that  the  government  has  to  manoeuvre  between  those  two 

different principals. 

Fiscal transparency can have differential impact on creditworthiness depending on how strong is 

the influence of domestic interest groups on decision-making. Debt service oftentimes carries 

with it domestic audience cost as resulting reduction in public expenditures can result in the loss 

of  political  support.  The  strength  of  domestic  resistance  depends  on  how  powerful  the 

representatives of various interest groups are. Trade unions are traditionally seen as the defenders 

of worker interests, at least within the public sector. Strong trade unions can use their position to 



bargain with governments and create conditions that are less harmful for those they represent. 

However, this process may be time consuming and not flexible enough for international lenders, 

potentially slowing down repayment of the debt or decreasing its volume. 

This reasoning to some extent echoes the concept of “varieties of capitalism” developed by Hall 

and Soskice (2001). They distinguish two types of capitalism found in developed economies: 

liberal  market economies and coordinated market economies.  In the former,  the relationships 

between  economic  actors  (firms,  labor  organisations,  banks)  are  mediated  by  markets  and 

coordination commonly arises only as a response to price changes. As a consequence, labour 

market  can  be  considered  as  competitive,  with  limited  collective  bargaining.  The  latter, 

coordinated market economies, are regulated through negotiations, bargaining and collaboration. 

This type of regulation allows for power sharing between employees and employers and endow 

the former with much more leverage over the latter. 

Why should CRAs expect that between two equally transparent countries the one which have 

weak  organisations  of  interest  groups  is  more  creditworthy  then  the  one  with  a  strong 

organisation of interest groups?  CRAs may expect sovereign borrowers to be predictable but also 

flexible enough at the same time to respond to various economic obstacles and disturbances. This 

responsiveness does not necessarily imply that the policies it entails will be beneficial for the 

domestic  audience.  Based  on  the  previous  research,  we  can  assume  that  CRAs  perceive 

macroeconomic policies which are based on neoliberal ideas (budget cuts) as more creditworthy 

than policies which stimulate growth through the aggregate demand (Paudyn, 2013). 

The  issue  is  that  it  is  both  international  lenders  and  domestic  audience  that  can  use  fiscal 

transparency to hold the state accountable. This is why fiscal transparency can have different 

impact on the decision-making and, in turn, on government policies. We could thus expect that 

more  organised  or  powerful  trade  unions  will  react  differently  to  economic  polices  of  the 

government that are related to servicing of the debt, provided that they are informed about them. 



To be able to repay their debts, governments may introduce unpopular decisions, like decrease in 

salaries in the public sector or spending cuts for public services.  If  such decisions are made 

through negotiations with strong strong trade unions, the introduction of polices which may be 

beneficial from the point of CRAs is more constrained and, indeed, less likely. In contrast, trade 

unions that are not well-organised and do not have leverage to bargain over the political decisions 

with governments are more likely to be hurt by debt-repayment-friendly policies. There, cuts in 

the social system may mainly affect the poorest groups in society who are dependent on state 

support.  As  a  consequence,  the  decision-making  is  more  flexible  and  less  dependent  on 

interference  from labour  unions  if  the  latter  are  weak.  Fiscal  transparency  seems  to  benefit 

countries with weak representatives of the labour market as far as creditworthiness is concerned 

by  increasing  the  confidence  in  their  activities  by  CRAs  and  international  lenders  without 

domestic-audience cost. 

Having in mind the accountability dilemma and different institutional settings of the national 

economy, the effect of fiscal transparency on creditworthiness may vary based on the power of 

specific interest groups’ representatives, like trade unions. We could expect that the strength of 

trade unions may moderate the effect of fiscal transparency on credit ratings. Fiscal transparency 

in  countries  with  strong  trade  unions  may  have  lower  impact  on  creditworthiness  than  in 

countries  with  weak  trade  unions,  because  it  allows  domestic  audiences  to  know about  the 

policies the government is preparing and oppose them in a coordinated fashion. 

This discussion thus leads to the following hypothesis:

H2: The more powerful are trade unions, the lower the positive impact of fiscal transparency 

(now understood as an accountability mechanism) on sovereign credit ratings.



Data and model specification

 
Table 1: Descriptive statistics

Variable min. max. mean S.D.

Creditworth
iness

0 20 12.69 5.21

Fiscal 
transparenc
y - fiscal 
information

8.68 80.00 43.89 15.97

Fiscal 
transparenc
y - HRV 
transparenc
y

-10.87 1877 4.44 52.54

Fiscal 
transparenc
y - fiscal 
accountabili
ty

30.00 82.00 61.13 10.53

Trade union 
density

1.27 99.10 29.03 21.46

Trade 
oppennes 
(log)

2.02 6.33 4.23 0.58

GDP 
growth

-45.82 23.36 2.22 4.42

Inflation -31.90 15442.30 34.29 387.67

Corruption 0.40 10.00 4.78 2.27



 

The dataset comprises all sovereign countries that have been rated at least once in their history 

and are considered as democratic (Polity IV Project) at the time of coding. This is a panel dataset 

covering a period between 1998 and 2012. 

Independent variable 

Long-term sovereign credit ratings that serve as a proxy for creditworthiness, come from one of 

the two major CRAs - Standard & Poor’s. S&P’s ratings run on a 20-point scale. However, some 

of the possible ratings have never been awarded to none of the countries under study (Table 2). 

This is why the dataset only includes a range of ratings between AAA and CC. The table below 

shows how the scores were converted into a ordinal scale. One of the potential limitations of the 

paper might be that I only use the data coming from one CRA. However, it is important to note 

that S&P’s credit ratings are highly correlated with ratings of other agencies, especially Moody’s 

(Caouette, Altman, Narayanan & Nimmo, 2008).  1

 

Government
’s 
consumptio
n

2.98 132.08 16.67 7.32

Government
’s gross 
debt

0.00 803.311 59.70 52.97

 The two biggest CRAs: Moody’s and Standard and Poor’s together control almost 83% of the credit-rating market 1

(Source: The U.S. Securities and Exchange Commission, http://www.sec.gov/news/studies/2012/nrsro-summary-
report-2012.pdf, Available: June 20, 2016)



Table : Transformation of credit rating grades into a numeric scale

Grade Numerical 
scale

Rating Grade Description

AAA 20 10*Investment 
Grade

Highest Grade 
Credit

 AA+ 19 3*Very High 
Grade Credit

 AA 18

 AA- 17

 A+ 16 3*High Grade 
Credit

 A 15

 A- 14

 BBB+ 13 3*Good Grade 
Credit

 BBB 12

 BBB- 11

BB+ 10 13*Speculative 
Grade

3*Speculative 
Grade Credit

 BB 9

 BB- 8

 B+ 7 3*Very 
Speculative 
Grade Credit

 B 6

 B- 5



Dependent variable 

The concept of fiscal transparency is difficult to operationalise. In this analysis, I rely on three 

different measures, which capture the two different faces of fiscal transparency introduced above. 

First, a narrow concept of fiscal transparency (transparency as an institutional feature) is used. 

The  variable  used  is  the  release  of  fiscal  information  that  comes  from  IMF’s  Government 

Financial Statistics database. The second "institutional" operationalisation is an index created by 

Hollyer, Rosendorff and Vreeland (2014). Their index (HRV transparency) represents economic 

data, which governments report to various international organisations. To create the index, the 

authors rely on data collected by World Bank’s World Development Indicators. Since the World 

Bank obtains its data from other international organisations and national statistical offices, this 

measure  is  a  valid  indicator  of  governments’  effort  to  collect  and  distribute  externally 

economically important information. The index runs up to 2010. 

For  Hypothesis  2  testing,  the  release  of  fiscal  information  is  merely  one  of  the  composite 

measures  of  fiscal  transparency  understood as  an  accountability  mechanism.  Here,  I  use  the 

measure  of  accountability  transparency,  which  comes  from  A.  Williams’s  database  (2015). 

 CCC+ 4 7*Substantial 
Risks - In 
Default

 CCC 3

 CCC- 2

 CC 1

 C 3*0

 SD

 D



Accountability transparency (in this paper it will be referred to as fiscal transparency) measure 

consists of three sub-components: the existence of free and independent media, the release of 

fiscal information and political constraints - such as the level of constraints on chief executives, 

the  competitiveness  of  political  participation  and  the  openness  and  the  competitiveness  of 

executive recruitment. The measure runs on a scale between 1 and 100, where 1 reflects the least 

transparent country and 100 the most transparent one. One could expect that fiscal transparency 

that includes elements like free and independent media or political constraints may be highly 

correlated with indicators of democracy (I run the test using the indicator of institutionalised 

democracy produced by Polity IV Project).  The actual  correlation between these variables is 

relatively low, however. 

In hypothesis 2 testing, in addition to fiscal transparency, the level of trade union density which 

measures the ratio of wage and salary earners who are trade union members, is also used. This 

measure is hoped to represent the strength of trade unions’ representation. It is believed that the 

higher the level  of  trade union density,  the more leverage the trade unions might  exert  over 

government decisions. Although this measure may not perfectly reflect the bargaining power of 

the unions in all countries, it is the most comprehensive measure available. The data, which only 

covers OECD’s countries, are obtained from International Labour Organisation’s databases. 

Control Variables

Based on previous research that deals with the relationship between regime-related factors and 

creditworthiness, I selected the following control variables.

One of the most popular controls is GDP per capita (Kim & O’Neil,  2015). However, many 

scholars  treat  GDP per  capita  as  exogenous  to  regime  type,  ignoring  a  central  argument  of 

institutional theorists - that good political institutions ensure long-term influence on economic 

growth (North & Weingast,  1989).  Moreover,  examinations of post-war data have found that 

democratisation leads to a permanent increase in growth rate of about 1 percent (Papaioannou & 



Siourounis, 2008). To deal with this, I instead include GDP growth, which is not correlated with 

regime type as highly as GDP per capita but still conveys information about a country’s ability to 

pay its debts. Moreover, the relationship between the likelihood of default and GDP growth has 

been found to be relatively weak (Tomz & Wright, 2007). Another important control variable is 

trade openness. The creditors have power to block trade-related loans and even impose trade 

embargoes on irresponsible borrowers. Therefore, the more trade-dependent the country is, the 

higher is the cost of default (Rose & Spiegel, 2004). 

To capture macroeconomic stability of a given country, I include a measure of inflation (Manasse 

& Roubini,  2009). Yet another variable is government’s final consumption expenditures (as a 

percentage of GDP), which is a proxy for the size of government. Although there is no evidence 

that this is a robust predictor of creditworthiness, still, it reflects the government’s engagement in 

the economy which may be considered as conflicting with CRA’s orthodoxy (Soudis, 2014). The 

next variable which needs to be included in the analysis is the quality of government (mean value 

of “corruption”, “law and order" and “bureaucracy quality") variable as a negative relationship 

between corruption and creditworthiness has been found (Depken, 2007). The last variable is 

government’s gross debt. It is expected that countries with higher level of general debt are more 

likely to have difficulties to maintain their commitments (Easterly, 2002). 

Trade  openness,  GDP  growth,  inflation  and  exchange  rate,  government  consumption  and 

government’s gross debt come from the World Bank Open Data. Corruption variable is collected 

from  the  International  Country  Risk  Guide  dataset.  Debt  level  comes  from  International 

Monetary Fund. All variables are obtained from the Quality of Government database.

In the case of trade openness, I note that its distribution is skewed to the right. To reduce this 

skewness, I decided to transform the variable using a natural logarithm. 



Model specification

Following the existing studies that look at the determinants of credit ratings, I use ordinary least 
squares (OLS) in all models to facilitate cumulativity (Cantor & Packer, 1996). However, OLS 

specification in panel data models requires several tests at the start. 

Having in mind individual characteristics of countries (like culture),  which can disturb the 

model, I run the Hausman test. This test helps to establish whether random or fixed effects should 
be included in the models. Based on the test, it becomes apparent that fixed-effects for country 

are preferred for all models. Another of the conventional tests is that for heteroscedasticity. This 
test shows that my models are not free from this problem as it is to be expected in social-science 

settings.  To  correct  for  this,  I  estimate  robust  standard  errors.  The  last  test  tests  for 
autocorrelation. The results confirm that two models have first-order autocorrelation, which is to 

be expected given that a lag of the dependent variable is added to all models. It is suggested to 
use clustered robust  standard errors  to correct  for  both heteroscedasticity and autocorrelation 

(Hoechle, 2007), which is done. 

The resulting equation for hypothesis 1 is as follows: 

 

The model for hypothesis 2 thus looks as follows: 



where  is the credit rating score for country i at time t,  is a variable based on IMF’s Government 

Financial  Statistics  measures  of  reported  revenues  and  expenditures  every  year  for  the  first 

hypothesis (measured at time t-1 for country i). The second measure of  is HRV transparency 

index  (measured  at  time  t-1,  for  country  i).  Another  measure  of   is  a  variable  based  on 

A.William’s Accountability Transparency (also measured at time t-1 for country i). Moreover, the  

is a measure of how strong interest groups are in country i using trade union density (measured at 

time t-1 for country i). Control variables are all measured at time t-1 for country i and include 

GDP growth, trade openness, inflation, government’s consumption, corruption and debt level.  are 

the fixed effects for country. 

Results

Hypothesis 1

Table 3: Hypothesis I Baseline Results: Creditworthiness

Model I Model II

Fiscal Transparency (1) -0.003 X

(0.004) X

Fiscal Transparency (2) X -3.12e-06

X (0.000)



No. of Observations 841 669

No. of countries 79 64

Controls:

Creditworthiness (t-1) 0.641*** 0.615***

(0.063) (0.076)

Trade Openness (log) 0.643 0.656

(0.423) (0.443)

GDP growth 0.052*** 0.067***

(0.012) (0.017)

Inflation -0.007 -0.0001

(0.006) (0.006)

Corruption -0.124 0.692

(0.812) (0.707)

Government’s Consumption -0.130 0.001

(0.029) (0.036)

Government’s Gross Debt -0.017** -0.019**

(0.005) (0.006)



 

Notes:  * corresponds to the 0.1 level of significance (p<0.1), ** corresponds to the 0.05 level of significance (p<0.05), *** 

corresponds to the 0.01 level of significance (p<0.01). Profile-likelihood confidence intervals are used. 

The results in Table 3 present two models where the association between fiscal transparency as 

an  institutional  feature  (t-1)  and  creditworthiness  (long-term sovereign  credit  ratings  at  t)  is 

tested. Model I shows the results for the release of fiscal information (t-1) as a measure of fiscal 

transparency, while Model II shows the results for HRV transparency index (t-1) as a measure of 

fiscal transparency. I note that both models explain the variation in the dependent variable very 

well with  well above 90%. Model I shows that the effect of the release of fiscal information on 

creditworthiness is marginal, but negative; counter to Hypothesis 1. However, that the negative 

coefficient  is  negligible  in  its  magnitude  and statistically  indistinguishable  from 0.  Model  II 

confirms these results.  Despite providing evidence for nominal rejection of Hypothesis 1, the 

coefficients in both models are negligible and non-significant, which means that they should be 

treated  with  caution.  These  results  suggest  that  relationship  between  fiscal  transparency  and 

creditworthiness (at least in democracies) might be more complex than some theorists would 

have it. Hypothesis 2 addresses this realisation. 

R (Overall) 0.94 0.93

R(Within) 0.57 0.56

R(Between) 0.96 0.96



Hypothesis 2

Table 4: Model III Baseline Results: Creditworthiness 

Specification

FE

Fiscal Accountability 0.066*

(0.032)

Trade Union level 0.110**

(0.052)

Interaction -0.001*

(0.000)

No. of Observations 478

No. of countries 42

Controls:

Creditworthiness (t-1) 0.886***



Notes: * corresponds to the 0.1 level of significance (p<0.1), ** corresponds to the 0.05 level of significance (p<0.05), *** 

corresponds to the 0.01 level of significance (p<0.01). Robust standard errors are in parentheses.  

(0.053)

Trade Openness (log) 0.447

(0.324)

GDP growth 0.032

(0.019)

Inflation -0.014

(0.017)

Corruption 0.658

(0.896)

Government’s Consumption -0.041

(0.046)

Government’s Gross Debt -0.019**

(0.009)

R (Overall) 0.93

R(Within) 0.70

R(Between) 0.94



For Hypothesis 2, I decided to focus on fiscal transparency operationalised as accountability 

transparency  by  Williams.  I  believe  that  this  operationalisation  captures  the  concept  more 

accurately because it does not only capture the quantity of released information but also takes 

into account the channels which distribute this information, namely the media. In other words, 

accountability  transparency  as  an  operationalisation  of  fiscal  transparency  also  captures  the 

potential  effect  of  making  fiscal  information  available  as  the  media  are  likely  to  keep  the 

domestic public well informed. The third composite measure, institutional constraints,  can be 

seen  as  measuring  the  degree  to  which  interest  groups,  such  as  trade  unions,  can  influence 

political  decisions.  All  these  three  measures  are  very  important  to  capture  the  hypothesised 

relationship between domestic  dynamics and international  outcomes that  the release of  fiscal 

information might bring about. 

Table 4 presents the results for the effect of fiscal transparency (t-1) on sovereign credit ratings 

(t). I have hypothesised that the more powerful the trade unions, as an example of interest groups, 

the weaker the effect of fiscal transparency on credit ratings. The results seem to confirm this 

hypothesis. I observe that the level of trade union density can marginally reduce the positive 

effect of fiscal transparency on sovereign credit ratings. Figure 1 shows the marginal effect of 

fiscal transparency on creditworthiness for different values of trade union density. I note that the 

marginal  effect  decreases  as  the  density  level  increases,  as  expected.  The  association  is 

statistically  significant  up  to  the  mid-level  of  the  level  of  coordination.  When  the  level  of 

coordination  is  high,  the  marginal  effect  of  transparency  on  creditworthiness  is  marginally 

negative. This association, however, is no longer statistically significant and might be the result 

of having too few observations with the density level is high in the sample. 



Figure 1: The marginal effect of fiscal transparency on creditworthiness for different values of the 

level of trade union density

Figure 2: The relationship between fiscal transparency and creditworthiness for 4 different levels 

of coordination



More  detailed  results  are  provided  by  Figure  2.  This  figure  shows  the  effect  of  fiscal 

transparency on creditworthiness for 4 different levels of trade unions density (10, 35, 65 and 85). 

The  graph  further  confirms  the  results  found  in  Table  4  and  Figure  1.  The  effect  of  fiscal 

transparency on creditworthiness is positive when the level of trade union density is very low 

(10) and low (35), just as Hypothesis 2 predicts. The positive effect decreases as the level of trade 

union density increases, just as predicted. For high (65) and very high levels of coordination (85), 

the effect of fiscal transparency on creditworthiness is marginally negative, as hypothesised. We 

can further observe that at the high level of fiscal transparency (80), the level of trade union 

density is not that important in relation to creditworthiness. 

These results offer a convincing support for Hypothesis 2 and seem to convey the message that 

the effect of fiscal transparency on creditworthiness is more complex than the institutional line of 

argument would have predicted. 

Concluding remarks
The aim of this paper was to examine of the sources of the variation in creditworthiness among 

democracies by looking particularly at fiscal transparency operationalised in two distinct ways. In 
order  to  answer  this  question,  I  attempted  to  combine  two  approaches:  institutional-  and 

domestic-audience-cost arguments. This paper aimed to go beyond the traditional understanding 
of the relationship between fiscal transparency defined as a mere institutional feature of a regime 

and creditworthiness by taking into account the pressures from domestic actors on governments, 
and thus the multi-faceted nature of fiscal transparency. 



According to the results for Hypothesis 1, the release of fiscal information (operationalised in line 

with the institutional argument) may have marginal but negative impact on creditworthiness. This 

result seems to challenge the conventional wisdom that considers the release of information as a 

boost for better economic outcomes (Batida, Guillamon & Benito, 2015; Arbatli & Escolano, 

2012). The result, however, is statistically non-significant. On the other hand, fiscal transparency 

operationalised as fiscal accountability has a positive impact on creditworthiness. Contrary to the 

first result, this result is statistically significant. The apparent discrepancy might suggest that if 

we look at the variation in creditworthiness only among democracies, the mechanism that ties 

fiscal  transparency  to  creditworthiness  might  be  more  complex  than  the  institutional  line  of 

argument would have predicted. This is in line with what the paper has anticipated. 

This  line  of  thought  also  finds  support  in  Figure  1  which  shows  that,  on  average,  those 

democracies which have a close-to-average level of fiscal transparency (operationalised as the 

release of  fiscal  information) receive relatively higher credit  ratings.  The results  suggest  that 

neither  low nor  high  fiscal  transparency  (the  release  of  fiscal  information),  on  average,  are 

sufficient in helping democracies to receive good credit ratings. These results thus also suggest 

that the understanding of fiscal transparency as only an institutional feature may not be sufficient. 

The responsiveness of democratic states to the upgrades/downgrades in their credit ratings thus 

seem to depend on the domestic audience, which holds democratic governments accountable. As 

a consequence, to understand the variation in creditworthiness among democratic countries, it is 

crucial to take into consideration domestic audience costs which may influence governance and 

governments’ decisions about debt management. Domestic audience assesses their government 

based on the available information. This paper argues, in contrast to the popular argument of 

domestic  audience  costs,  that  domestic  actors  may  not  necessarily  punish  governments  for 

breaking international commitments. Instead, domestic actors might push the governments into 

disregarding such commitments if these are thought to disadvantage them. I thus argue that the 

final level of creditworthiness depends on the strength of the opposition from domestic interest 

groups,  trade unions  being the  most  obvious  example.  This  multi-faceted definition of  fiscal 



transparency that takes into account the domestic audience was thought to shed a clearer light on 

the mechanism tying fiscal transparency to creditworthiness. 

To operationalise this dynamic, I relied on trade union density as a proxy for how well organised 

interest groups defending the rights of labour are. This approach is similar to that of the-variety-

of-capitalism approach. In coordinated market economies, the interest groups are better organised 

and more influential than in liberal ones, which gives them more leverage over governmental 

decisions.  The  potential  resistance  of  interest  groups  to  debt  service-related  policies  might 

undermine the flexibility of governments in making swift economic decisions and, in turn, their 

responsiveness to creditors’ demands might be limited. 

Empirical results seem to support this hypothesis (hypothesis 2). The results show that the impact 

of fiscal transparency on creditworthiness differs depending on the level of trade union density. 

The higher the level of trade union density, the weaker is the positive effect of fiscal transparency 

on creditworthiness. This is because, in highly coordinated economies, strong and well-informed 

interest  groups,  like trade unions,  might prevent governments from carrying out reforms that 

would allow them to fully honour their international commitments. On the low level of trade 

union density then, the higher the level of fiscal transparency, the better the credit ratings. This is 

because  the  CRAs get  full  picture  of  the  country’s  economic  management  but  there  are  no 

strongly organised domestic groups to oppose the government’s actions. 

Nevertheless, one could expect that the level of trade union density should have a stronger impact 

(in substantial terms) on the relation between fiscal transparency and credit ratings under the 

period of study than the results suggest. One potential explanation for this may be the fact that 

since the early 1990s in order to increase the competitiveness and integration into the global 

economy,  the  traditionally  coordinated  market  economies  have  introduced  deregulation  and 

adjusted their labour- and social systems in line with the prevailing economic discourse, blurring 



the differences between the traditionally coordinated and less  coordinated economies.  (Pierre 

2015). 

The  accountability  dilemma shows  that  that  both  reasonable  level  of  trade  union  density  in 

decision-making and reasonable level of fiscal transparency might be seen as the best recipe for 

keeping  up  with  international  commitments.  When  both  fiscal  transparency  and  trade  union 

density level are too high, the danger remains that domestic interest groups will prevent their 

governments  from honouring  international  commitments  that  could  make them economically 

worse off in the short run. 

The relationship between fiscal  transparency and creditworthiness  shows that  the problem of 

credit commitment requires taking into account not only the institutional determinants but also 

their  interaction  with  domestic  factors.  One  of  the  defining  features  of  democracies  is  their 

accountability to their citizens. The provision of a sufficient level of fiscal information may not 

be enough in ensuring creditworthiness as this information needs to be properly directed towards 

two principals  with often competing interests.  This  papers shows that  strong interest  groups, 

using  their  access  to  fiscal  information,  can  express  their  opposition  towards  government’s 

policies  and,  in  turn,  modify  government’s  level  of  commitment  towards  debt  repayment, 

resulting in lower creditworthiness despite a high level of fiscal transparency. 

However, a contemporary state does not exist in a vacuum and needs to be responsive to external 

commitments in order to maintain a good access to the credit market. This paper has provided 

evidence  for  a  theory  that  a  democratic  state  is  in  an  accountability  dilemma  and  has  to 

manoeuvre between domestic audience and external actors when deciding whether to uphold its 

international commitments. This dynamic might have more profound consequences for states’ 

credit assessment than previously thought. 
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