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Evaluation Strategies for Global and National Measures Against

[llicit Financial Flows

Michael G. Findley

Increased attention to problems of corruption, organized crime, and terrorism has led to greater in-
ternational focus on illicit financial flows (IFFs), including in the form of generating strategies for
combating such flows. At least four UN conventions—the Convention Against Illicit Traffic in Nar-
cotic Drugs and Psychotropic Substances, the International Convention for the Suppression of the
Financing of Terrorism, the Convention Against Transnational Organized Crime, and the Conven-
tion Against Corruption—have been adopted, as have many regional agreements, all of which seek to
stem IFFs. UN Sustainable Development Goal target 16.4, moreover, calls for addressing IFFs as a
critical priority for the developing world.!

While global and national measures to combat IFFs are diverse and advanced by many organiza-
tions, they were most prominently developed through the Forty Recommendations of the Financial
Action Task Force (FATF).2 Governments have delegated standard-setting authority to FATF, and
nearly all countries in the world have agreed, in principle, to abide by FATF standards, either because
the countries are FATF members or belong to one of FATF’s nine regional satellite organizations.?
National adoption and enforcement, though, vary widely. Among others, the World Bank and the
International Monetary Fund consider FATF to be the authoritative organization for setting and en-
forcing anti-money laundering (AML) standards.* The range of global standards is impressively
broad; a few critical measures, including the establishment of beneficial ownership and the imple-
mentation of AML recommendations, are highlighted below.

Evaluation strategies for these global and national measures against IFFs have been severely ne-
glected, in contrast to issues of IFF measurement. Much has been written on whether IFFs are in-
creasing or decreasing year to year, with at least implicit attribution to existing global and national
measures. Extant attributions of success should be interpreted with caution because existing research
approaches are not well suited to establish confidently that current policies are responsible for any
shifts and that alternative explanations are not responsible. This argument can be contextualized
through a brief discussion of different evaluation methods, including of what evaluation experts
count as credible evidence.

National statutory compliance with international standards does not correlate much with actual
compliance; knowledge of international standards does not motivate compliance with the mandate to
establish beneficial ownership; the threat of national enforcement does appear to motivate compli-
ance; the risk-based approach in know-your-customer (KYC) process appears to motivate greater
compliance with international standards; and although tax havens have a bad reputation, they appear
to be among the most compliant jurisdictions in the world.>
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Evaluating IFFs defined in the macroeconomic sense of aggregating unlawful cross-border
movements of money (assuming the severe measurement issues can be remedied) is unlikely to yield
valuable conclusions to inform specific policy recommendations. Instead, scholars and policymakers
should prioritize more rigorous evaluations of specific programs applied to narrower illicit flows.
Rather than focus so much attention on aggregate flows, evaluators should examine the efficacy of
global governance strategies considering meso- or micro-level dimensions of the IFFs.

MEASUREMENT AND EVALUATION OF ILLICIT FINANCIAL FLOWS

IFFs take on many forms. Much of the literature emphasizes fraudulent misinvoicing of trade to the
developing world.® Substantial effort has been devoted to understanding how money associated with
such trade, or more broadly for transferring bulk cash or otherwise, is concealed or laundered. Un-
traceable shell corporations with bank accounts (so that the accounts are de facto anonymous) pro-
vide likely the most common mechanism for doing so, whether in the specific domains of money
laundering, transnational corruption, tax evasion, or other related crimes.” The FATF recommenda-
tions are designed, in particular, to prevent such money laundering.

The scrutiny paid to fraudulent misinvoicing of trade is likely due to the attention that Global Fi-
nancial Integrity (GFI) and other advocacy nongovernmental organizations have brought to this
form of IFFs. While trade misinvoicing is potentially extremely consequential, with global estimates
consistently on the order of trillions of dollars annually, estimating the scale of these activities is a
precarious enterprise and existing estimates could be highly inaccurate.® Maya Forstater has pro-
duced several excellent treatments of the measurement problems, including in this collection.® Mi-
chael Levi, Peter Reuter, and Terence Halliday contend that no one takes the GFI estimates seriously
in the sense of using the estimates for evaluating policy effectiveness and instead argue that the esti-
mates are mere advocacy claims.!® Without solving, or at least mitigating, the nontrivial measure-
ment challenges, evaluation at this macroeconomic level is near impossible.!!

Outside the measurement problems currently under debate, evaluation of global governance
strategies to stem IFFs has been almost nonexistent. Levi and coauthors compellingly argue that
evaluation in the AML and IFF space is miserable at best. They provide a scathing critique of the state
of evaluation, perhaps best captured in their claim that “despite the publication of national Mutual
Evaluation Reports (MERs) and, more recently, National Risk Assessments, the fact is that there has
been minimal effort at AML evaluation, at least in the sense in which evaluation is generally under-
stood by public policy and social science researchers, namely how well an intervention does in achiev-
ing its goals.”12 They further note: “The ideal evaluation would take some measure of the target activi-
ty, such as the total amount of money laundered, and estimate how much that has been reduced by
the imposition of AML controls.” They demonstrate just how little data has actually been used to
evaluate AML efforts. A broader review of the scholarly literature provides no greater cause for op-
timism. Outside a handful of isolated studies, little rigorous research provides any basis for evalua-
tion.!3 And yet, as J. C. Sharman has noted, the global AML regime has developed and spread quickly
even without any evidence of suitability or success.!#
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EVALUATION STRATEGIES

The literature on evaluation methods primarily distinguishes between performance and impact eval-
uations; performance focuses on how a program has been implemented and impact evaluation focus-
es on the effects of the program. Of course, the two are not always easily separable. The FATF Mutu-
al Evaluation Reports examine both whether global standards are being implemented nationally
(performance component) and whether those national laws are effective in practice (impact compo-
nent).

Impact evaluations measure the change in some outcome (e.g., IFFs) that is attributable to a specif-
ic, defined intervention (e.g., KYC rules). Because the task is to make proper attribution, one must be
able to demonstrate that the intervention is responsible for the change in outcome, which requires
ruling out alternative explanations that could confound the inferences made. The best practice for
ruling out alternative explanations is to construct rigorously a counterfactual that allows one to con-
trol for competing factors. Randomized designs are broadly accepted as the most rigorous approach
for constructing counterfactuals.

Randomized evaluations should be used much more often to combat IFFs. To the extent that ran-
domized evaluations are infeasible, other methods that approximate the randomized ideal—quasi-
experimental approaches—should be considered. A separate consideration is whether an interven-
tion is sufficiently uniform across disparate cases so as to make appropriate comparisons, a task that
is complicated when national or regional differences lead to qualitatively different interventions.

The task of evaluating the effects of global governance strategies on IFFs is further complicated if
one looks beyond the flows themselves to various second-order outcomes.!> Stemming IFFs is im-
portant in its own right, but frequently the goal is to reduce IFFs in order to address the predicate
crimes linked to the flows (e.g., drug trafficking, corruption, terrorism). Alternatively, addressing
IFFs is often directed toward broader macroeconomic outcomes such as development. If the goal is
to evaluate these second-order outcomes, the task is substantially more difficult. Again, evaluating the
effects on the first-order outcome of volume of IFFs is itself difficult. Indeed, as Levi and coauthors
note, “if the right measure of AML success is a reduction in the volume of money laundering, there is
little prospect of developing meaningful indicators at the national or global level.”16

Because randomization of a specific intervention (again, think about a global standard such as
KYC) is not always or often possible, various other impact evaluation approaches seek to approxi-
mate a randomized design, though always with some compromises. Generally, quasi-experimental
approaches begin from the premise that there exists a broken experiment to be fixed. In most cases,
this means that the subjects under consideration could not be randomized to experimental conditions
and so research design and econometric fixes need to be introduced to approximate randomization
or produce comparisons of subjects that are as good as randomized. Of course, one can never re-
verse-engineer actual randomization, so the various quasi-experimental methods typically introduce
some basic compromises. Even so, experimental and quasi-experimental designs hold substantially
more promise than more basic case study comparisons or overall descriptive trends. The appendix
provides a synopsis of the major impact evaluation approaches, including experimental, quasi-
experimental, and observational approaches.
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FORMAL AND INFORMAL COMPLIANCE WITH
FINANCIAL ACTION TASK FORCE RECOMMENDATIONS

Concerned about the validity of current approaches to evaluating the FATF recommendations, Dan-
iel Nielson, J. C. Sharman, and I carried out a global randomized experiment and associated audit
study in the area of beneficial ownership and AML to measure whether FATF standards are effective.
This is one of the few studies that attempt rigorous evaluation of global governance strategies to stem
IFFs.17

Before carrying out the full randomized audit study, we established a baseline of formal compli-
ance. Formal compliance refers to whether national governments enact laws that match international
standards. Along with Shima Baradaran, we first culled statutory compliance levels from FATF’s Mu-
tual Evaluation Reports and set that as a baseline.!8 Because the enactment of a national law does not
guarantee that corporate service providers (CSPs) in practice follow KYC rules to establish beneficial
ownership, formal compliance measures cannot guarantee actual compliance.

A randomized experimental audit study on CSPs was carried out to measure informal compliance
with FATF recommendations 10, 22, and 24 specifically.!® Informal compliance refers to whether
the organizations governed by the laws (e.g., CSPs tasked with following KYC rules) violate them.
Using aliases, over the course of about two years, we approached nearly four thousand CSPs global-
ly—each at least twice—and varied information about international standards as well as the risk as-
sociated with the approach to observe whether CSPs would comply with international standards and
national statutes. In determining compliance, we considered whether CSPs required clients to pro-
vide required identity and residency documentation to set up a company.2? In some conditions, we
gave CSPs information about international standards, including penalties for noncompliance, and for
U.S.-based CSPs information about enforcement of laws. We also varied the risk associated with the
approach by posing as corrupt individuals or terrorist financiers. Importantly, CSPs were randomly
assigned to different conditions to mitigate possible confounders.

The study offered a few important lessons. First, it compared formal and informal compliance
measures, and demonstrated some vital differences, including that they only weakly correlate. Statu-
tory compliance, as reported by FATF mutual evaluations, with recommendations 10 and 22 was not
significantly related to the actual compliance rates found in the experiments, indicating that whether
a country has adopted these recommendations has no apparent relationship with informal compli-
ance.?!

Second, receiving information about international standards, including penalties associated with
noncompliance, did not change informal compliance levels relative to a placebo condition in which
international standards were not invoked. Whether invoking FATF, the private Association of Anti—
Money Laundering Specialists, penalties for not complying, or norms of appropriateness for comply-
ing, we did not observe appreciable change in actual compliance levels among CSPs.

Third, in the U.S. context, where a large number of service providers were compared across states
specifically, in the likely event that U.S. states were systematically different from countries more gen-
erally, the study invoked the possibility that the Internal Revenue Service (IRS) would likely enforce
penalties for noncompliance with international standards, something it has done aggressively in at
least some cases. The IRS is the domestic agency that liaises with FATF and implements FATF stand-
ards in the country.?? Informing CSPs in the United States that the IRS could take enforcement ac-
tions generated a statistically significant decrease in noncompliance, suggesting that at least some
types of enforcement information motivate behavioral change. Given that national enforcement
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mechanisms are familiar to prospective violators, this result is both important and relevant to the
broader discussion of the effectiveness of global governance strategies.

Fourth, international standards prescribe a risk-based approach for CSPs to screen potential cus-
tomers. Under the risk-based approach, CSPs and financial institutions are supposed to screen cus-
tomers to determine the risk of their being linked to corruption and terrorism. In this sense, interna-
tional standards have been designed to address these predicate crimes, among others. Thus, CSPs are
supposed to screen customers to prevent I[FFs that can in turn facilitate these predicate crimes. In the
study, although a corruption treatment did not alter compliance levels, signaling possible connections
to terrorism did decrease noncompliance. This suggests that the risk-based approach to KYC rules
are partially successful.

Finally, in contrast to conventional wisdom about tax havens, descriptively the study found that
CSPs in tax havens were far more compliant than those in Organization for Economic Cooperation
and Development (OECD) and developing countries, a result that is statistically significant. The
long-standing international scrutiny directed toward tax havens has possibly led to greater levels of
compliance there relative to other countries, though this is only a conjecture, as the experiment does
not capture historical trends or their explanations. Despite these levels of compliance, tax havens
could still attract significant money because companies seek to avoid taxes, even if they do not neces-
sarily evade taxes. If this conjecture is correct, it suggests optimism about the possibility that global
standards will lead to national standards that will be enforced at the locus of compliance among
CSPs.

APPLYING EVALUATION METHODS TO MEASURES TO
COMBAT ILLICIT FINANCIAL FLOWS

Evaluating measures to combat IFFs, as defined in the macroeconomic sense, is unlikely to yield valu-
able conclusions about specific policy recommendations for at least two reasons. First, different poli-
cies are likely to deter different kinds of IFFs (e.g., a customs reform might decrease trade misinvoic-
ing, whereas a shell company reform might decrease flows of bulk cash) and be highly geography-
dependent (e.g., a shell company reform might affect IFFs to and from Guatemala differently than
those to and from Zambia). Second, different types of IFFs likely yield different cost-benefit calcula-
tions (e.g., inflows versus outflows, customs evasion versus capital controls evasion, drug money ver-
sus terrorism, etc.). If the hope is to evaluate IFFs from a broader macroeconomic perspective, then a
pre-post or cross-sectional (when the application of standards varies) design may be all that is possi-
ble, but such a design will only produce tenuous conclusions about bundled interventions (i.e., the
conglomeration of global and national policies).

Scholars and policymakers should consider targeted evaluations of specific policies applied to dis-
aggregated categories of IFFs. Disaggregation is critical not only to avoid the measurement challeng-
es but also because it enables the use of rigorous impact evaluation designs, especially randomized
evaluations. As rigorous and targeted evaluations accumulate, scholars and policymakers should at-
tempt to aggregate evaluations. If targeted evaluations of narrower IFF categories happen, the evalua-
tion approach that produces the most rigorous counterfactual should be prioritized. As the extended
example from our study demonstrates, it is possible to evaluate narrower IFF areas while maintaining
a rigorous evaluation approach and global focus.2? Given that the locus of compliance for interna-
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tional and national rules is primarily with CSPs and financial institutions, many more possibilities in
this vein raise various directions for future research and policy evaluation.

Existing observational approaches, especially with regard to measuring trade misinvoicing, rely on
strong assumptions that are unlikely to be overcome on their own. Governments could cooperate to
carry out audit studies to generate more accurate measurements of trade misinvoicing or other indi-
cators. In addition to measurement, randomizing certain strategies—say, at customs agencies—could
enable audit studies that give precise estimates of causal effects. Possibilities include randomizing
price or quantity of imports (or information about the imports) to customs officials, with country
bilateral cooperation; and randomizing the ambiguity (or lack) of harmonized codes for comparison
of the declarations at both borders.

While random assignment is a pivotal strength, we could not randomize international standards
themselves. The study instead entailed randomization of information about the standards and risks,
including on corruption and terrorism.2# A critical question is whether—and which—other global or
national strategies, or at least information about the global or national strategies, could be random-
ized to generate better counterfactuals for impact evaluation. One possibility is randomizing infor-
mation about different FATF recommendations (e.g., politically exposed persons) to financial institu-
tions.

Randomization will likely be impossible for evaluating many global or national strategies, but if
isolating impact is important, perhaps other quasi-experimental strategies could be used to establish
more appropriate counterfactuals. This raises a question of whether—and which—strategies would
be amenable to quasi-experimental methods such as instrumental variables, regression discontinui-
ties, or matching. Minimally, matching countries similar in many characteristics but different in their
enforcement of global standards (such as country-by-country multinational corporation reporting or
automatic exchange of tax information) could generate better counterfactual comparisons. Ideally,
other methods such as regression discontinuities could be exploited, perhaps through the identifica-
tion of thresholds that constrain the behavior of some financial institutions over others.

Although much attention has been given to measurement of IFFs, almost no work evaluates the ef-
tects of global governance strategies designed to curb IFFs. Progress in evaluation is unlikely to occur
in the absence of a shift from the aggregate, macroeconomic level to consider the effects of global
governance strategies on disaggregated financial flows.
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Appendix: Evaluation Strategies for Global and

National Measures Against Illicit Financial Flows

The construction of a rigorous counterfactual is the most fundamental consideration for evaluating
the impact of global governance strategies.” That is, for a given global governance strategy (e.g., anti—
money laundering policy), it is critical that some subjects of study receive the policy treatment where-
as others do not, and that both of those sets of subjects otherwise be identical (or highly similar) in
every respect. Only then, through explicit comparison with subjects that did not receive the policy
treatment, can an evaluation establish that those that did receive the treatment changed their behav-
ior accordingly.

A rigorous counterfactual can be constructed in several ways, which are broadly categorized as
experimental, quasi-experimental, and observational approaches. The most credible are experimental
and quasi-experimental approaches. In the discussion below, global governance strategies are re-
ferred to as programs or treatments that one seeks to evaluate. Given the goal to attribute any differ-
ences in outcomes to the program and not to other factors, these other possibilities are referred to as
potential confounders.

EXPERIMENTS

The defining feature of an experiment is that subjects are randomly assigned to treatment or control
conditions. Randomization to treatment and control is often considered the ideal approach to identi-
ty causal impact because random assignment makes the control and treatment groups’ characteris-
tics, in expectation, identical. In other words, through random assignment, the control group consti-
tutes a rigorous counterfactual because it is theoretically identical to the treatment group, except that
the treatment group receives an intervention. Any difference in outcomes between the two groups
can only be attributed to the intervention, given that the groups are identical in every other respect. In
this respect, experiments have high internal validity and can offer the most credible answer to the
question of whether global governance strategies work. To use randomization, a few prerequisites
must be satisfied: it must be possible to give the treatment to some entities, but not others; the treat-
ment needs to be uniform or consistent in its application; there must be a sufficient number of enti-
ties to enable balancing of possible confounding factors; and threats to validity, such as attrition,
noncompliance, and interference, must be preventable. Michael Findley and the coauthors provide

* This appendix surveys major impact evaluation methods and examines their strengths and weaknesses. For detailed and technical
discussions of these various impact evaluation approaches, see Alan Gerber and Donald Green, Field Experiments: Design, Analysis, and
Interpretation (New York: W. W. Norton, 2012); Rachel Glennerster and Kudzai Takavarasha, Running Randomized Evaluations: A
Practical Guide (Princeton, NJ: Princeton University Press, 2013); and Joshua D. Angrist and Jorn-Steffen Pischke, Mastering Metrics:
The Path From Cause to Effect (Princeton, NJ: Princeton University Press, 2014).
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one of the few examples of randomized evaluations in the research of illicit financial flows.T Of
course, it is not always possible to carry out a randomized study, and therefore quasi-experimental
strategies need to be employed.

QUASI-EXPERIMENTS

In the event randomization is not possible, other methods to produce a rigorous counterfactual need
to be considered. When necessary, impact evaluators typically consider several quasi-experimental
approaches: regression discontinuity designs (RDDs), difference in differences, instrumental varia-
bles, and matching.

» Regression discontinuity designs: RDDs can be used to evaluate programs with arbitrary and strict-
ly enforced eligibility cutoffs. Typical implementations include selection into a program based
on, for example, income status just above or below a threshold. From a causal identification per-
spective, it is extremely important that participants and nonparticipants—who are just above
and below the cutoffs—are identical in every respect except that some are assigned to the pro-
gram whereas others are not. As such, any differences in outcomes should be attributable to the
program and nothing else. RDDs can be especially useful because they balance both observable
and unobservable potential confounders. However, it is often difficult to identify programs that
are implemented based on the arbitrary and strictly enforced eligibility criteria. Unlike random-
ized evaluations, RDDs can be used for ex-post evaluation, as long as sufficient data exists.

* Difference in differences: This design couples a before-after comparison of program participants
with a cross-sectional design of participants and nonparticipants. In this case, changes in out-
comes over time for program participants can be compared to changes in outcomes over time
for nonparticipants. If relevant assumptions are satisfied, difference-in-differences analyses can
account for observable and unobservable potential confounders. The most difficult assumption
to satisfy, however, is that of parallel trajectories. That is, had the program not existed, the two
groups—program participants and nonparticipants—would have had identical trajectories over
the period in question, an assumption that is difficult to satisfy in practice.

» [Instrumental variables: This approach is often used after a program is implemented and seeks to
separate possible confounding information from unique program information that can be re-
ferred to as plausibly exogenous program effects. An instrumental variables approach works by
identifying a third variable that is highly correlated with the program but uncorrelated with oth-
er factors that could affect the outcome of interest. In an intent to treat analysis, the original
randomization is used as an instrument for program uptake. Otherwise, some other third varia-
ble could be used. In either case, if satisfied, the instrumental variable approach helps separate
the unique program effects from confounders. If a suitable instrument can be found—a difficult
task in most cases—then observable and unobservable potential confounders can be ruled out in
reaching conclusions about the effect of the program.

T Michael G. Findley, Daniel L. Nielson, and J. C. Sharman, Global Shell Games: Experiments in Transnational Relations, Crime, and
Terrorism (Cambridge: Cambridge University Press, 2014).
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* Matching: This approach uses observable characteristics to create matches of participants and non-
participants. That is, using statistical algorithms, one creates matched pairs in which the entities in
the pairing are identical (or highly similar) in all respects except that some are program participants
whereas others are not. If such balance can be created through matching, then any differential out-
come should be attributable to program status. A difficult challenge with matching approaches is
that any potential confounders that are unobservable cannot be accounted for unless one can include
observable factors that are plausibly correlated with the critical unobservable factors.

OBSERVATIONAL DESIGNS

It is not always possible to produce a rigorous counterfactual through experimental or quasi-
experimental methods. In such cases, impact evaluations sometimes employ standard regression-based
statistical analyses, time series analyses such as pre-post comparisons, cross-sectional comparisons such
as participant-nonparticipant comparisons, or qualitative approaches such as process tracing.

* Multiple regression: In a regression framework, program participants and nonparticipants are
compared while controlling for other factors that could explain the differences. The pivotal as-
sumption is that control variables included in the model capture all relevant ways in which the two
groups of subjects may differ. In other words, one must ensure that all characteristics that could be
correlated with outcomes—both observable and unobservable—are captured in the regression. Of
course, unobservable characteristics cannot be included in a regression analysis and therefore
cannot be ruled out with any confidence.

= Pre-post comparisons: In such a design, evaluators compare outcomes for participants both before
and after a program has been implemented. In this case, the comparison group includes the partic-
ipants themselves before the program was implemented. The pivotal assumption here is that the
program was the only factor influencing changes in the measured outcomes over time. Unfortu-
nately, many factors can change concurrently with the program and can affect the outcomes for
the participants, and yet it is extremely difficult to separate the effects of the program from those
of potential confounders.

* Participant-nonparticipant comparisons: In this design, the evaluation relies on comparing the out-
comes of program participants and nonparticipants only after the program is implemented. The
pivotal assumption is that participants and nonparticipants are identical, especially in that they are
equally likely to enter the program. Unfortunately, many reasons explain why some are selected
(or select) into programs whereas others are not (or do not), including motivation to take up the
program or fitting the demographic of needing the program. Preexisting differences between par-
ticipants and nonparticipants are likely more responsible for differences in outcomes than the
program itself.

* Qualitative approaches: Sometimes quantitative and qualitative strategies are pitted against each
other, but this is likely a false dichotomy. Both should be used in tandem, wherever appropriate.
Interviews and focus groups are critical for getting at mechanisms, exploring ideas that evaluators
had not thought of, and allowing interactions across respondents through focus groups. By them-
selves, such approaches cannot produce credible inferences, but they can help add important con-
text and details otherwise missing from other impact evaluation methods.



