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The International Monetary Fund

The International Monetary Fund is a powerful international institution.
Founded in the aftermath of World War 11, its basic purposes were to
facilitate world trade and promote national prosperity. The founders
hoped that never again would the world experience the trade policies that
led up to the Great Depression. Soon after its inception, the IMF became
involved with developing countries. Over the course of the past 50 years,
this involvement has grown so that most developing countries have
participated in its programs of economic reform. These “IMF programs”
grant governments access to loans, but this access can be swiftly cut off
if the governments fail to comply with specific policy conditions.

IMF conditional lending impacts the lives of individuals in intimate
ways. The policy conditions address government expenditures, so IMF
programs help determine whether roads, schools, or debt repayment
take priority. By addressing interest rates and currency valuation, IMF
programs may even impact the very purchasing power of the money in
people’s pockets. Unfortunately, in terms of economic development,
there is scant evidence of the success of IMF conditional lending.

e  Why do so many governments participate in IMF programs?
e Who controls the IMF?
e  How should it be reformed?

By addressing the more demanding aspects of the institution, its debates
and controversies in a clear and accessible fashion, this book will
provide readers with a definitive introduction to link economic studies
of the IMF with the political science literature.

James Raymond Vreeland (Ph.D., New York University, 1999) is Associate
Professor of Political Science at Yale University, USA.
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Foreword

The current volume is the tenth in a new and dynamic series on “global
institutions.” The series strives (and, based on the initial volumes we
believe, succeeds) to provide readers with definitive guides to the most
visible aspects of what we know as “global governance.” Remarkable
as it may seem, there exist relatively few books that offer in-depth
treatments of prominent global bodies and processes, much less an
entire series of concise and complementary volumes. Those that do
exist are either out of date, inaccessible to the non-specialist reader, or
seek to develop a specialized understanding of particular aspects of an
institution or process rather than offer an overall account of its func-
tioning. Similarly, existing books have often been written in highly
technical language or have been crafted “in-house” and are notoriously
self-serving and narrow.

The advent of electronic media has helped by making information,
documents, and resolutions of international organizations more widely
available, but it has also complicated matters. The growing reliance on
the Internet and other electronic methods of finding information
about key international organizations and processes has served, ironi-
cally, to limit the educational materials to which most readers have
ready access — namely, books. Public relations documents, raw data,
and loosely refereed web sites do not make for intelligent analysis.
Official publications compete with a vast amount of electronically
available information, much of which is suspect because of its ideolog-
ical or self-promoting slant. Paradoxically, the growing range of
purportedly independent web sites offering analyses of the activities of
particular organizations have emerged, but one inadvertent conse-
quence has been to frustrate access to basic, authoritative, critical, and
well-researched texts. The market for such has actually been reduced
by the ready availability of varying quality electronic materials.
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For those of us who teach, research, and practice in the area, this
access to information has been at best frustrating. We were delighted,
then, when Routledge saw the value of a series that bucks this trend
and provides key reference points to the most significant global institu-
tions. They are betting that serious students and professionals will
want serious analyses. We have assembled a first-rate line-up of
authors to address that market. Our intention, then, is to provide one-
stop shopping for all readers — students (both undergraduate and
postgraduate), interested negotiators, diplomats, practitioners from
nongovernmental and intergovernmental organizations, and interested
parties alike — seeking information about most prominent institutional
aspects of global governance.

The International Monetary Fund

Few global institutions can claim to be quite as controversial as the
IMF (though the World Bank and the World Trade Organization —
both subjects of books forthcoming in this series — come close).
Although widely berated by civil society organizations, development
economists and governments alike for imposing austerity policies on
countries already close to the economic bone, getting it wrong during
the Asian financial crisis and an unwavering belief in the capacity of
markets to correct their own failures — among other things — little is
known about what precisely the organization does, the manner in
which it functions, and the ways its role has changed over time. Most
accounts of the IMF tend to focus on the wartime discussions that
sought to put in place a series of economic institutions designed to
reconstruct a war ravaged and depression weary global economy out of
which the IMF was created; the way in which the work of the IMF was
circumscribed during its early years by the Marshall Plan; and the way
in which the IMF and its sibling the World Bank became lenders to the
developing world. Or else, they dwell on the economic theory under-
pinning the work of the IMF without explaining the operation of the
organization, its day to day functioning, or the impact and criticisms
of its policies. Yet beyond these well trodden paths there is much that is
important to understanding the IMF.

We asked James Vreeland — an Associate Professor in the Department
of Political Science at Yale University — to write a book on the IMF
for us precisely because we wanted an account that not only provided
readers with a definitive guide to the organization but which would
also deal with the more demanding aspects of the institution in a clear,
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concise and accessible fashion. We are not disappointed, as this book
shows. Vreeland is an expert on the IMF and a first rate scholar to
boot. His work is highly regarded and his book The IMF and Economic
Development is among the very best in the field. The book he has put
together for us blends analytical insight and accessibility in perfect
proportion. It is a model text; and it deserves to be read by all inter-
ested in development, governance, and the global economy. As always,
comments and suggestions from readers are welcome.

Thomas G. Weiss, The CUNY Graduate Center, New York, USA
Rorden Wilkinson, University of Manchester, UK
July 2006
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Introduction

At the writing of this book, 49 developing countries around the world —
whose populations account for more than one billion people — are
participating in economic programs supported by the International
Monetary Fund (IMF or Fund).! These “IMF programs” grant the
governments of these countries access to IMF loans, but access to the
loans can be cut off if the governments fail to comply with specific
policy conditions. IMF policy conditions impact the lives of individ-
uals living in these countries in intimate ways: the policy conditions
address government expenditures, so IMF programs help determine
whether roads, schools, or debt repayment take priority. The policy
conditions also address interest rates, so they may affect one’s ability to
borrow to purchase a home or invest in a business. IMF policy condi-
tions often address the value of the national currency, so IMF
programs may impact the very purchasing power of the money in
people’s pockets.

Not surprisingly, the IMF is well known throughout the developing
world — to the elites and the masses alike. The organization often
appears to exercise as much or even more authority than their own
governments. Yet, the IMF is less familiar to average citizens in the
developed world. And, to many throughout the world, the actual func-
tioning of the organization is unknown or misunderstood. Unfounded
opinion about the IMF abounds among people who often lump it
together with other international institutions like the World Bank and
the World Trade Organization, even though the administration and
purposes of the IMF are quite distinct from these other international
institutions.

Founded in the wake of the Great Depression, the IMF can be
thought of as an international credit union with access to a pool of
resources provided by the subscriptions of its members, which include
nearly every country in the world. The size of a country’s contribution



2 Introduction

depends on the country’s economic dominance, hence, the bulk of the
resources of the IMF come from the developed world. The Fund can
lend from this pool of resources to countries facing economic prob-
lems. These days, the only countries that borrow from the IMF come
from the developing world.

IMF loans can be thought of as a form of insurance for govern-
ments against the possibility of an economic crisis. Such insurance,
however, introduces something economists call “moral hazard”: the
prospect of receiving assistance in the face of an economic crisis in the
form of an IMF loan may itself lower a government’s incentive to avoid
the bad economic policies that cause economic crises in the first place.

To counter moral hazard, the IMF imposes conditionality: govern-
ments are required to follow what the IMF deems as “good” policies in
return for the continued disbursements of the IMF loan. Thus, one
can think of an IMF program as having two components: the loan and
the conditions attached to the loan. The goal of this arrangement is to
first stabilize a country facing a balance of payments crisis and then to
promote growth and the reduction of poverty.

Yet, conditionality is controversial. If the policies imposed by the IMF
are so good for countries, why must governments be enticed through
conditional lending? At the heart of this question is national sover-
eignty, and beyond purely economic guidelines, the imposition of IMF
programs is heavily influenced by international and domestic politics.

International politics play a role because powerful members some-
times use their influence at the IMF to pursue political goals. Votes at
the IMF, like contributions, are pegged to a country’s economic size, SO
economically powerful countries have more say at the IMF than other
countries, and can pressure the Fund to do their bidding. Governments
who are considered important allies of the IMF’s most influential
members — like the United States — sometimes receive preferential treat-
ment from the IMF. The IMF may bail them out of economic crises
with large loans even if they fail to comply with IMF conditions of
changing economic policy.

Yet, at the domestic level of politics in developing countries, there
are other cases where governments actually want IMF conditions to
be imposed. These governments seek the assistance of the interna-
tional institution to get around domestic political constraints and
force changes in economic policy. Governments can use IMF condi-
tionality to gain leverage over domestic opposition to policy change.
Sometimes, such policy changes result in superior outcomes for society,
but often IMF leverage is used to protect elites and make others bear
the cost of an economic crisis.
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Unfortunately, there is scant evidence of the success of IMF condi-
tionality. Studies have even found that IMF programs hurt economic
growth. A further effect of IMF programs is the increase of income
inequality. This is not just because the IMF is involved with countries
that already have economic problems — even accounting for this fact,
these disappointing results hold.

There is little consensus over why IMF programs have the perverse
effects that they do. Some argue that the influence of international
political pressures has led to low levels of compliance with IMF condi-
tionality. As a result, IMF lending simply subsidizes the continuation
of bad economic policies. Others argue that the economic policies
imposed by the IMF are the wrong ones. Instead of imposing austerity,
the IMF should promote economic stimulus packages so that devel-
oping countries can grow their way out of economic problems. Still
others argue that failure is due to domestic politics. Policy may change
under IMF programs, but governments implement only selected
reforms or impose partial reform with the goal of insulating domestic
political elites and placing the burden of the economic crisis on labor
and the poor. Strangely, with all of these various points of view, there
is a broad based consensus that the IMF should scale back its opera-
tions. Many feel that the IMF should get out of the development
business.

Recently, however, the IMF has made a bold new commitment to
promote economic development through continued conditional lending.
Thus, IMF programs remain a presence throughout most of the devel-
oping world. In some countries, participation in IMF programs is
business as usual, a routine way of life. This book thus explores IMF
conditional lending — its origins, effects, and future.

The chapters ahead address many questions — not the least of which
is whether the IMF has been successful. The book — an introduction to
the international and domestic politics of IMF programs — is appro-
priate for beginning students of international relations and is also
intended for the policy making and NGO communities, as well as
people familiar with the economics of IMF programs but less familiar
with the political science literature on the subject. The first chapter
introduces IMF programs and describes the IMF’s history, functioning,
and organization. Subsequent chapters pose specific questions:
Chapter 2 (Who controls the IMF?) examines the international politics
of IMF lending and conditionality. Chapter 3 (Why do governments
participate in IMF programs?) explores the domestic politics of IMF
conditionality. Chapter 4 (What are the effects of IMF programs?)
reviews the success, or lack thereof, of IMF programs. This chapter
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also tackles the difficult question of how to evaluate IMF effectiveness,
given that its economic reform programs are prescribed only to the
economically sickest of patient-countries. Chapter 5 (Do governments
comply with IMF programs?) turns to the frontier of research on the
IMF — whether governments actually comply with what the IMF
requires in its arrangements. The answer is not obvious because of the
opacity of the international institution. Chapter 6 (Reform the IMF?)
presents the debate about reforming the IMF. The chapter questions
the policies included in IMF programs and the level of enforcement of
conditionality, as well as questioning whether the IMF should be
involved in the business of economic development at all. Chapter 7
provides an overall review of the book, and takes a step back to
consider not just what the IMF should do better, but why one should
expect the IMF to bother to do better. The chapter addresses the
incentives of the IMF.



1 What is the IMEF?

The origin of the IMF

On July 22, 1944 — in the aftermath of the Great Depression — 44
countries signed the “Bretton Woods Agreements” establishing the In-
ternational Monetary Fund and its sister organization, the International
Bank for Reconstruction and Development (now commonly known as
the World Bank).! The agreements were so-named after the Mount
Washington Hotel at Bretton Woods, New Hampshire — the ski resort
that hosted the International Monetary Conference of the United and
Associated Nations, where the negotiations over the design of these
two international institutions took place. The IMF and the World
Bank have since come to be known as the “Bretton Woods” institu-
tions. On December 27, 1945, after 29 countries had ratified the IMF
Articles of Agreement, the IMF came into force.

Interestingly, the reason the IMF was formed has little to do with
the economic programs in developing countries for which the IMF is
famous today. Originally, the IMF was intended to monitor and help
maintain pegged but adjustable exchange rates, primarily between the
industrialized countries of Western Europe and the United States. The
task of promoting economic development — development for war-torn
Europe — was assigned to the institution that has come to be known as
the World Bank. Also negotiated at the Bretton Woods Conference
was an agreement that grew into the General Agreement on Tariffs and
Trade and eventually became the World Trade Organization, which
was assigned the task of promoting freer trade among countries.

Why was an institution like the IMF deemed necessary? In an
earlier era, during the end of the nineteenth century, countries had
been on a strict “gold standard” of foreign exchange. The national
currencies of different countries were all convertible into gold held on
reserve by governments. This gold standard enforced discipline in the
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Box 1.1 The original members of the IMF

The Articles of Agreement of the International Monetary Fund
entered into force on December 27, 1945. By December 31, 35
countries had signed and otherwise indicated their intention to
become members. These original members of the IMF (reported in
the Summary Proceedings of the First Annual Meeting of the Board
of Governors, September 27 to October 3, 1946) were:

Belgium Iceland
Bolivia India

Brazil Iran

Canada Iraq

Chile Luxembourg
China Mexico
Colombia Netherlands
Costa Rica Norway
Cuba Paraguay
Czechoslovakia Peru

Dominican Republic
Ecuador

Philippine Commonwealth
Poland

Egypt Union of South Africa
Ethiopia United Kingdom

France United States of America
Greece Uruguay

Guatemala Yugoslavia

Honduras

balance of payments between countries. If countries faced a balance of
payments deficit — because, for example, the value of its imports exceeded
the value of its exports — the requirement to back up domestic
currency by gold would force the supply of money down. As a result,
demand for imported goods would go down (because their prices
would be too high), and the balance would right itself.

This gold standard imposed economic austerity on deficit countries,
which was particularly costly to certain groups within these countries.
As explained by economist Barry Eichengreen of the University of
California, Berkeley, to maintain a fixed exchange rate in the face of a
balance of payments deficit, domestic consumption must be cut — this
often meant economic growth slowed, and unemployment rose.2
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As laborers — who were hard hit by such changes — organized into
unions and the right to vote was extended towards universal suffrage,
resistance mounted against the discipline of the gold standard.
Governments sought to avoid the austerity that maintaining the gold
standard entailed when facing a balance of payments deficit. This led
to all sorts of economic problems during the first half of the twentieth
century. For example, some governments faced speculative runs of the
national currency, where people exchanged the national currency for
gold or for foreign exchange, fearing that the government would not
maintain convertibility to gold. The fear that the national currency
would lose value could become a self-fulfilling prophecy if enough
people fled from the national currency. In the run up to the Great
Depression, governments eventually engaged in “beggar-thy-neighbor”
currency devaluations and erected barriers to trade to protect themselves
from balance of payments problems, at the expense of world pros-
perity. In an era of democracy, where governments had other domestic
priorities that took precedence over maintaining foreign exchange rates,
the strict gold standard needed help.

Part of the proposed solution was an international credit union
from which countries facing a temporary balance of payments deficit
could borrow foreign exchange. Such a loan would allow countries to
maintain a fixed exchange rate and soften the blow of austerity as the
economy adjusted. Each country’s currency would still be backed by
gold, but if national reserves of gold or foreign exchange dropped too
low, there would be an international lending facility that could provide
assistance.

Several specific plans were developed in the early 1940s. The British
plan, entitled Proposals for an International Currency (or Clearing)
Union, was developed by John Maynard Keynes, who was considered
to be the greatest economist of his time. Keynes originally proposed
the importance of international lending as early as 1919 when he talked
of a post-war “international loan.”? Following the Great Depression,
Keynes proposed a “Clearing Union” with access to a pool of
resources that could be lent to countries facing balance of payments
deficits. Deficit countries would be required to adjust downward their
consumption of imports so that deficits would not persist or widen,
but loans from the Clearing Union would allow them to do so gradu-
ally to avoid domestic hardship. For such a plan to be effective, Keynes
envisaged a Clearing Union with access to tremendous resources,
particularly from countries with balance of payments surpluses.

In the years leading up to the Bretton Woods conference, the
country with the largest surpluses was the United States, and the US
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was wary of Keynes’ plan, viewing it as potentially opening creditor
countries up to unlimited liability.4 The US plan,> developed by Treasury
economist Harry Dexter White, called for all countries to make contri-
butions to a much smaller “Stabilization Fund” from which countries
facing balance of payments deficits could purchase foreign exchange.
While the Keynes Plan called for contributions totaling $26 billion
(with $23 billion from the US), the White Plan called for only $5
billion (with $2 billion from the US).6

These plans along with others — for example, a French plan and a
Canadian plan — were negotiated throughout the early 1940s, ulti-
mately resulting in the IMF Articles of Agreement at Bretton Woods.
The result turned out to resemble the White Plan more than any of the
others. The subscriptions to the IMF totaled $8.8 billion, with just
$2.75 billion from the US.7

The resources of the newly formed IMF turned out to be insuffi-
cient to stabilize the economies and exchange rates of Europe following
World War II. Rather than expand the size of the IMF, however, the
US took it upon itself to assist directly with the Marshall Plan,
providing a total of $13 billion in assistance to Europe between 1947
and 1953. The US wanted to have more control than the IMF would
have allowed.

Indeed, the US would only provide Marshall Plan assistance to
countries that did not seek additional assistance from the IMFE.8 The
IMF was essentially dealt out of the rebuilding process of Europe after
World War II — dealt out of the very job the institution was created to
perform.

So right from the beginning, the IMF did not play the role that it
was created to play. Under the Bretton Woods system, the currencies
of IMF members were allowed to fluctuate only within narrow bands.
If the value of a currency dropped to the low end of the band, the
IMF could and did lend to that country to shore up the currency. Such
lending may have softened the blow of adjustment as the country
brought down imports and brought up exports, but the problem was
that it became increasingly difficult for countries — notably the US — to
maintain their currencies in the face of fiscal deficits and expansionary
monetary policy. All currencies were monitored closely by the Fund,
and any devaluation was supposed to be approved by the IMF, but
often countries went ahead on their own. It turned out that when
countries failed to maintain their fixed exchange rate, more instability
ensued than would have had the currency been allowed to float all
along — especially if word leaked that the government intended to
approach the IMF about a devaluation of the national currency.
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Particularly for industrialized countries, it became clear that market
driven exchange rates were a more appealing alternative to the Bretton
Woods system.

Eventually, the Bretton Woods system of foreign exchange collapsed.
As the mobility of capital and foreign exchange increased in the
1950s and 1960s, it became too difficult and disruptive for developed
countries to maintain the gold standard of the Bretton Woods system.
In 1971, President Richard Nixon announced that the US would
suspend its commitment to exchange dollars for gold. The following
two years witnessed two devaluations of the dollar, a speculative attack
on the pound sterling, and decisions by Switzerland, Germany, France
and several other European countries to float their currencies. By
1973, the adjustable pegged exchange rates of the industrialized world
were abandoned forever. The original raison d’étre of the IMF was
gone.

Early involvement in the developing world

Many argue that it was at this point — during the 1970s — that the IMF
shifted its attention from the industrialized world to the developing
world, as the institution searched for a new purpose. People seem to
love to hearken back to the early days of the IMF when it dealt with
the industrialized world, not the developing world. A popular myth is
that before the 1970s, the IMF engaged in truly temporary lending.
Yet, the IMF never played as big a role in industrialized countries as
originally intended. And while the very first loans the IMF provided
did go to industrialized countries, the Fund began lending to devel-
oping countries as early as 1954 — a four year program for Peru began
that year. As Figure 1.1 shows, by 1958 the percentage of non-industrial
countries participating in IMF programs outpaced the percentage of
participation among the US, Japan, and Western Europe. Looking at
the actual number of programs, non-industrial countries outpaced
industrial countries as early as 1956 (Figure 1.2).

If the IMF was created to facilitate international exchange among
industrialized countries, what was the Fund doing in developing coun-
tries? From the beginning, the IMF was assigned — broadly speaking —
two main tasks: (1) to monitor members’ economies — especially their
exchange rates and balance of payments, and (2) to act as an interna-
tional lender. Broadly speaking, this is what the IMF was doing — and
still does — in the developing world. The loans to developing countries
were consistent with the IMF mandate to provide balance of payments
assistance, but instead of intervening in the exchange rates of the
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industrialized nations, it provided assistance — at increasing rates over
time — to the developing world from the 1950s onward.

Regarding the task of monitoring or “surveillance,” the IMF
engages in bilateral discussions — called “Article IV consultations” —
with nearly every country in the world — developed and developing
alike. The Fund examines whether a country’s currency is overvalued
and whether the exchange rate policies are appropriate. Over time, the
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IMF has increasingly examined other economic policies. A recent inno-
vation in surveillance is a multilateral dimension, where the economic
connections among countries are considered. The IMF is not as widely
known for its monitoring activities, however, as it is known for its lending
activities.

The IMF’s actions as international lender are particularly conspic-
uous because when the IMF makes a loan to a government, the loan
usually comes with strings attached. Recall that the Keynes plan called
for gradual adjustment of domestic consumption, lest loans of foreign
exchange finance ever-widening balance of payments deficits. Recall
also the US concerns about unlimited liability for creditor countries. In
the spirit of these concerns, the IMF requires a government to meet
specific policy conditions in return for a loan of foreign currency. In
return for the IMF loan, the IMF requires countries to follow austere
economic policies to lower domestic consumption. In this way, the
IMF influences domestic economic policy.

Thus, at the crux of IMF conditioned loans is the national sover-
eignty of developing countries. Not surprisingly, this is the source of
most of the controversy surrounding the international institution.
“Conditionality” — the practice by which loans are provided to govern-
ments in return for compliance with specific policy conditions — is the
focus of many IMF debates, protests, and even riots. It is also the focus
of this book.

So, this chapter returns to “conditionality” below, but — before
going any further — it is time to take a step back and address another
basic question: Who is the IMF?

Box 1.2 Monitoring

Beyond Article IV consultations, the IMF engages in several other
forms of monitoring. For example, many countries have committed
to Article VIII of the IMF Articles of Agreement, which stipulates
that a government will keep the current account free from restric-
tion. The IMF monitors that governments that have signed on to
Article VIII live up to their commitment. This is an interesting
example of international law in that it appears to have a strong
binding impact on the behavior of governments. Beth Simmons, a
political scientist at Harvard University, has found that governments
that commit to Article VIII are significantly less likely to place
restrictions on the current account than countries that do not.®
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The membership and organization of the IMF

Currently, there are 184 members of the IMF. This is practically the
entire world.!0 There are, for example, 191 members of the United
Nations; the members of the UN who are not in the IMF are: Andorra,
Cuba, Liechtenstein, Monaco, Nauru, North Korea, and Tuvalu. Most
of these are small states — so small, they have never even had their own
national currency. The exceptions are Cuba and North Korea, which,
as discussed below, are not members because of Communism.

Most Communist countries were not members of the IMF during
the Cold War. The Soviet Union participated in the 1944 negotiations
at Bretton Woods, but did not sign the Articles of Agreement. China
also participated at Bretton Woods and became an original IMF member
in 1945, but membership was maintained only by the government in
Taiwan (Republic of China) after 1949, when mainland China was taken
over by the Communist government that continues to rule mainland
China today (People’s Republic of China). Poland, also an original
member of the IMF, withdrew in 1950, citing in its official withdrawal
letter to the IMF that the Fund had become “a submissive instrument
of the Government of the United States.”!! Another original member,
Czechoslovakia, rescinded membership in 1954. Cuba left the IMF in
1964.

There were exceptions, however, and membership from the
Communist world grew over the course of the Cold War. Socialist
Yugoslavia was an original member and remained a member
throughout the Cold War. Romania joined the IMF in 1972. Vietnam
joined in 1956 shortly after independence and remained a member
even after unification under the Communist north in 1975.12 Chinese
representation at the Fund was transferred from the government in
Taiwan to the mainland Chinese government in 1980, after increas-
ingly warming relations between Washington and Beijing.!3 Hungary
joined the IMF in 1982, and Poland returned to the Fund in 1986.

Finally, after the fall of Communism, all of Eastern Europe joined
the Fund. In the meantime, most Latin American, Asian, and North
African states either had been original members or had joined in the
early years of the Fund. Most countries of Africa South of the Sahara
joined shortly after independence (with some notable and interesting
exceptions — see Box 1.3). So, by the 1990s, the IMF had virtually
universal membership.

With 184 country-members, how does the IMF make decisions? The
Articles of Agreement call for votes of various sorts to be taken — most
by simple majority, some by 85 percent super-majorities. Each of the
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Box 1.3 African membership exceptions

While most colonized African states joined the IMF soon after
independence, notable exceptions are Mozambique, which achieved
independence from Portugal in 1975, but did not join the IMF until
1984, and Angola, which also achieved independence from Portugal
in 1975, and did not join the IMF until 1989. Both countries suffered
through civil war after independence and were Soviet allies.
Mozambique joined after the government turned away from
Socialism and called for economic reform. Angola joined as Cold
War politics ended.

Another African exception is Liberia, which became indepen-
dent in 1847, but did not join the IMF until 1962. This is particularly
interesting because North African independent countries — Libya,
Morocco, and Tunisia — joined the IMF in 1958, and Egypt, Ethiopia,
and South Africa were original members. Liberia applied for membe-
rship as early as 1948 and the application was accepted, but
Liberia was unable to deposit the necessary quota by the deadline
in 1950 and did not take up membership at that time. Another
country, Haiti went through a similar experience, applying in 1949
and ultimately being denied in 1950. Haiti was eventually able to
join in 1953, however, much earlier than Liberia.

members of the IMF is allotted votes according to the size of the
member’s subscription to the IMF. This “capital subscription” or
“quota,” as it is usually called, is a preset amount of currency that each
member contributes to the IMFE. Note that the quota is not a donation or
a grant, nor is it paid every year. Rather, the quota is held as a deposit at
the Fund — like a bank deposit. It even earns interest through the lending
activities of the Fund, and it is from this interest that the IMF runs its
operations. Thus, the IMF can be thought of as a great big interna-
tional credit union with all of the countries in the world as members.
Quotas are denoted in Special Drawing Rights, or SDRs, a fictitious
currency used by the IMF for accounting purposes. The value of the
SDR is determined by a basket of “hard” or especially stable curren-
cies. The SDR was introduced in 1969. Prior to this, the IMF relied on
the dollar for accounting purposes, but as the value of the dollar fell in
the face of fiscal deficits and expansionary monetary policy in the US,
the IMF sought a more stable accounting currency. Before the euro
existed, the basket consisted of the American dollar, the German mark,
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the Japanese yen, the British pound, and the French franc — the euro
has come to replace the mark and the franc. By pegging the value of
the SDR to this basket of currencies, the SDR is more stable than any
of its component parts. One unit of SDR tends to be valued at around
$1.25-$1.50.

As mentioned above, voting at the IMF depends on the size of a
country’s quota. The size of a country’s quota is a function of the
country’s economy. Countries large in economic size — with, for example,
a large gross domestic product (GDP) — have larger quotas. But GDP
is not the only factor. The volume of current account transactions
(basically, transactions involving international trade) and the size of
official reserves are also factors. Countries that are important exporters,
like Saudi Arabia for example, may have a large quota because their
currencies are in high demand. The Saudi economy depends heavily
on oil exports, while trade is a much smaller proportion of, say, the
Canadian economy. This explains why Saudi Arabia has a larger quota
than Canada, even though the Canadian GDP is about four times the
Saudi GDP.

Presently, the largest quota — SDR 37 billion — belongs to the
United States and accounts for 17.40 percent of the sum total of all
quotas. The next largest member is Japan, which contributes 6.24 percent
of Fund resources, followed by Germany (6.09 percent), the United
Kingdom (5.03 percent), and France (5.03 percent). At the other end
of the spectrum is Palau, which has the smallest quota of just SDR 3.1
million. The size of quotas is set by the members of the Fund and is
reviewed every five years. Any change must be approved by an 85
percent majority of votes.

Countries that are allowed to contribute more to the IMF have an
interest in doing so, since money at the IMF translates directly into
votes and influence. Changes in quotas are thus important and must
be approved by an 85 percent majority of the membership. Each
member is given 250 votes plus one additional vote for every 100,000
SDR contributed as its quota. So while Palau’s quota accounts for
only 0.001 percent of total contributions, it controls 0.01 percent of
the votes. The United States quota is 17.40 percent of total contribu-
tions, but it controls 17.08 percent of the votes. Note that this is
enough to give the US veto power over decisions requiring an 85

To the reader

Have the quotas described here changed since the writing of this book? Find
out by going to the IMF website, www.imf.org, and looking up “voting power.”
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percent majority, such as changing quotas — hence influence — at the
Fund.

Each member of the IMF has one representative governor (and one
alternate) who sits on the Board of Governors and officially controls
the member’s votes.!4 The country representative is typically the
finance minister or the head of the central bank. For example, the
United States Governor is the Secretary of the Treasury (currently
Henry Paulson) and the alternate is the Chairman of the Federal
Reserve Board (currently Ben Bernanke). All of the power of the IMF
comes from the Board of Governors. But the body typically meets only
once a year, so most member countries are not directly involved in the
day to day operations of the Fund. Instead, the Board of Governors
delegates most of the decision-making authority to a smaller Executive
Board, consisting of 24 “Directors.”

The Directors of the Executive Board are appointed or elected by
the Board of Governors at intervals of two years. The five members of
the IMF with the largest quotas automatically get to appoint a
Director to the Executive Board, and an additional one or two
members may be allowed to appoint a Director if its currency is in
particularly high demand.!5 Currently, the appointed Directors come
from the United States, Japan, Germany, France, and the United
Kingdom — but over time this group has changed:

e From 1946 to 1958, the appointed Directors were from the United
States, the United Kingdom, China, France and India.

e In 1959 and 1960, a sixth Director was appointed by Canada.

e From 1961 to 1968, the appointed Directors were from the United
States, the United Kingdom, France, Germany, and India.

e  From 1969 to 1970, a sixth Director was appointed by Italy.

e Finally, starting in 1971, the top five members that appoint
Directors today emerged, as Japan joined the United States, the
United Kingdom, France, and Germany. India was able to appoint
a sixth Director in 1971 and 1972, and Saudi Arabia was able to
appoint a sixth Director from 1979 to 1992. Otherwise the top five
have remained the same for over 30 years.

The members that get to appoint Directors are the most powerful at
the Fund because they have the largest quotas and their currencies are
in the highest demand by other countries. So, to an extent, the lists of
countries in the above chronology reveal which countries had the most
international economic importance. It is interesting to note the varia-
tion with appointed directors from Canada, China, India, Italy and
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To the reader

Has the list of appointed directors changed since the writing of this book?
Find out by going to the IMF website, www.imf.org, and looking up
“Executive Directors.”

Saudi Arabia in the early years of the Fund, followed by the long
present static period.

The remaining Directors of the Executive Board are elected by
the other members of the IMF. The Articles of Agreement allow for
some discretion as to the precise number of elected Directors — these
days there are 19. A few elected Directors represent just one economi-
cally powerful member with a large enough share of the votes, like
Saudi Arabia, China, and Russia presently have. Most of the elected
Directors, however, represent many members with small vote shares.
To take an outstanding example, the Director from Equatorial Guinea
currently represents his own country as well as twenty-three others.!¢
Groups of countries seem to coalesce regionally or linguistically in
their election of Directors, but there is no rule on this. There have been
some non-obvious groupings throughout the history of the Fund.!7
Presently, for example, the Swiss Director represents Switzerland and
Tajikistan as well as six other countries.!8 For decisions that the
Executive Board votes on, each Director controls the sum total votes
of the members he (they are almost all men) represents. The Director
from Equatorial Guinea — even with the votes of 24 countries behind
him — controls only 1.4 percent of the vote share on the Executive
Board, while the US has the same share as on the Board of Governors,
17.08 percent.

While US power dwarfs other countries, some students are never-
theless surprised to learn that the US control of votes is a far cry from
a majority. Even the cumulative vote share of the G-7!9 amounts to
only 46.08 percent of the total. Yet, it is interesting to note that while
the IMF explicitly refers to vote share as “voting power,” students of
political science know that vote share is often not equivalent to voting
power. To see this, suppose there are 3 actors, one with 3 votes and two
with one vote. The “vote share” of the actor with 3 out of the total 5
votes may only be 60 percent, but for decisions requiring a majority of
votes, this actor is really a dictator with 100 percent of “voting power.”
In a 1954 article published in the American Political Science Review,
L. S. Shapley and Martin Shubik — who defined “voting power” as the
frequency with which an actor’s votes are pivotal in making, breaking
and blocking majority coalitions — showed that with as little as 40 percent
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of voting shares, an actor can effectively exercise 60 percent of voting
power. In this vein, one can argue that if the largest five members — the
US, Japan, Germany, France, and the UK — vote as a block, they
control a majority of the voting power at the IMF.20

But perhaps all of this discussion of voting at the IMF is really just
a red herring. According to a pamphlet published by the External
Relations Department of the IMF,

the executive board rarely makes its decisions on the basis of
formal voting, but relies on the formation of consensus among its
members, a practice that minimizes confrontation on sensitive
issues and promotes agreement on the decisions ultimately taken.2!

In pursuit of such “consensus,” the Executive Board meets several
times each week and appoints a Managing Director of the IMF for
renewable five-year terms. By convention, the Managing Director of
the IMF has always been a European (by contrast, the head of the
World Bank is traditionally from the US). The Managing Director is
much like the chief executive officer of a company. He (they have all

Box 1.4 IMF Managing Directors

Managing From Start date End date
Director

Camille Gutt Belgium May 6, 1946 May 5, 1951

lvar Rooth Sweden August 3, 1951 October 3, 1956
Per Jacobsson Sweden November 21, 1956  May 5, 1963
Pierre-Paul

Schweitzer France September 1, 1963  August 31, 1973
H. Johannes The

Witteveen Netherlands  September 1, 1973  June 16, 1978
Jacques de

Larosiere France June 17, 1978 January 15, 1987
Michel

Camdessus France January 16, 1987 February 14, 2000
Horst Kohler Germany May 1, 2000 March 4, 2004
Rodrigo

de Rato Spain June 7, 2004 present

To the reader

Is de Rato still in office? Find out by going to the IMF website, www.imf.org,
and looking up “Managing Directors.




18 What is the IMF?

been men) is the chairman of the Executive Board and sits atop the
IMF’s bureaucratic hierarchy, assisted by the First Deputy Managing
Director and two Deputy Managing Directors.

Beyond this, the IMF breaks down into various departments
responsible for different tasks. For example, there are five area depart-
ments heading IMF operations in Africa, Asia and the Pacific, Europe,
the Middle East and Central Asia, and the Western Hemisphere. The
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Figure 1.3 IMF organization chart.

Source: As of November 2003, adapted from www.imf.org.
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vast majority of IMF departments are directly under the authority of the
Managing Director and his Deputy Directors, as shown in Figure 1.3.

Outside of the regular hierarchy of the IMF is the Independent
Evaluation Office (IEO), which reports directly to the Executive Board.
As Chapter 6 discusses, the IEO was founded as a recent reform of the
IMF. The purpose of the IEO is to provide objective evaluations of
Fund operations. As Chapter 4 shows, one reason for such evaluations
is that the success of IMF programs has been less than obvious, and
IMF policies are not uncontroversial.

This brings back the question of how decisions are made at the
Fund: if the IMF and the programs it sponsors are controversial, how
can the Executive Board operate by “consensus,” as described above?
Some political scientists suspect that a system that relies on “the
formation of consensus” to “minimize confrontation” really allows a
powerful country like the United States to exercise more power than its
official vote share. J. Lawrence Broz and Michael Brewster Hawes,
political scientists at the University of California, San Diego, note that
small members may fear retaliation from the US for taking positions
the US opposes.22

Yet, the “sense of the meeting” approach apparently came about in
the early years of the Fund (around 1953-1954) as a means for the US
Executive Director “to exercise his power without convincing the rest
of the Directors that discussion was futile because the US view would
prevail.”23 The result was much lengthier discussions searching for
common ground. Some say that this method of consensus building
allows small countries the opportunity to have increased influence
because a carefully turned phrase may persuade powerful members.

Nevertheless, the Managing Director or First Deputy Managing
Director keeps track of straw polls gathered through discussions of
where the majority lies so that even though official votes are rarely
taken, the “majority will” presumably rules.24 Still, it is not obvious
how votes translate into power at the IMF. Maybe the “consensus”
approach gives powerful members more say on issues that they care
most about, but allows more say to smaller members on less salient
issues. For now, let us remain agnostic, as Chapter 2 explores in more
depth the question of who controls the IMF.

The important point is that while the IMF has a complicated
accounting system for assigning votes, actual voting is not the norm.
The fact that decision-making at the IMF appears opaque to out-
siders disturbs many who are concerned with the IMF practice of
imposing policy conditions in return for IMF loans — the IMF practice
of conditionality.
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Conditionality background

With an understanding of who the IMF is and where its resources
come from, let us return to conditionality. Recall that as an international
lender, the IMF provides loans of foreign currency to countries in a
balance of payments crisis or to countries that the IMF deems — for
whatever reason — to have a shortfall in foreign reserves.25> The guide-
lines for providing these loans are spelled out in Article V of the IMF
Articles of Agreement, which states that a member may request an
IMF loan when it has a need “because of its balance of payments or
its reserve position or developments in its reserves.”

IMF loans can thus be thought of as a form of insurance against
the risk of a balance of payments crisis. Like most forms of insurance,
however, this introduces the possibility of something economists call
“moral hazard.”

Moral hazard rears its head whenever individuals who have insured
themselves against a risk behave more recklessly than they would
without insurance. Imagine, for example, how people might drive and
park their cars if every little ding and dent were repaired and paid for
by their insurance companies. If the driver did not bear a cost for
repairing the vehicle, he would have less incentive to be careful. Of
course, insurance companies, well aware of moral hazard, have several
mechanisms to counteract it, such as high deductibles, rewards for
clean driving records, and penalties for records of accidents. There
are many ways of dealing with moral hazard. The IMF answer is
conditionality.

How does conditionality work to fend off moral hazard? If govern-
ments know they can get a loan of foreign currency from the IMF
whenever they enter into an economic crisis, they may have less incen-
tive to avoid the crisis in the first place (individual investors may also
behave more recklessly if they expect a country to be bailed out of any
economic crisis). Thus, when the IMF deems that a country’s need for
a loan is the result of bad economic policies, the IMF attaches policy
conditions to the loan. These policy conditions are intended to correct
the bad policies and ultimately resolve the economic crisis. As stated in
the Articles of Agreement (Article V, Section 3(a)):

The Fund ... may adopt special policies for special balance of
payments problems, that will assist members to solve their balance
of payments problems in a manner consistent with the provisions
of this Agreement and that will establish adequate safeguards for
the temporary use of the general resources of the Fund.
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Box 1.5 Loans or purchases?

It is conventional in the media, in scholarly work, and even at the
IMF itself to refer to the foreign currency the IMF provides to coun-
tries as “loans” (this is the term used in this book too). Technically,
however, IMF “loans” are usually “purchases” of foreign currency.
As stated in the Articles of Agreement (Article V, Section 3(b)), a
member of the IMF is “entitled to purchase the currencies of other
members from the Fund in exchange for an equivalent amount of
its own currency” (emphasis added).

If a developing country like Ghana, for example, requires 100
million euros to pay off a foreign debt, the Ghanaian government
purchases the euros from the IMF with the equivalent amount of its
national currency, the cedi. Subsequently, the Ghanaian govern-
ment is required (usually over a period of no more than five years)
to buy back (or “repurchase”) the cedis with euros. Eventually, the
amount of euros that were originally purchased is paid back, and a
premium is charged so that interest is effectively included in the
repurchase (the effective interest rate charged is equivalent to what
the IMF deems as the market rate). For all intents and purposes,
this is equivalent to a loan, which is why the word is so commonly
used, but in the official documents and statements of the IMF, one
will usually find the words “purchase” and “repurchase.”

The arrangement of providing a loan contingent upon policy condi-
tions is known as “conditionality,” a concept laden with controversy —
indeed, the center of IMF controversy.

The controversy actually dates back to the earliest days of the IMF.
When Harry Dexter White returned to Washington to present the Bretton
Woods Agreement on the IMF, members of the US Congress ques-
tioned whether IMF lending would become an unlimited liability. Would
lending continuously subsidize growing balance of payments deficits?
White assured questioners that IMF lending would be conditioned on
countries following policies to correct their balance of payments prob-
lems. Yet, at the same time, John Maynard Keynes was presenting a
different vision of the IMF to the members of the British Parliament,
who feared that IMF lending would entail policy conditions that
would impinge upon national sovereignty. Keynes assured them that
IMF policy advice would be limited, and that domestic policies would
be “immune from criticism by the fund.”2¢ Yet Keynes was well-aware
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of US wishes. He noted that the US wanted an institution “with wide
discretionary and policing powers.”27 Nevertheless, he went on to write
that the US representatives had been persuaded “of the undesirability
of starting off by giving so much authority to an untried institution.”28
Keynes’ hope for the IMF — that domestic policies would not be criti-
cized — did not come to fruition. Domestic politics are at the heart of
every IMF arrangement.2?

Conditionality was not explicitly incorporated by the IMF until the
Articles of Agreement were amended in 1968.30 Yet, even before this
amendment, conditionality was implicit in the IMF mandate and put
into practice from the beginning, as White had assured the US
Congress. For example, after the IMF made its first loan to France in
1947, the IMF made France ineligible to use Fund resources in 1948
because the IMF did not approve of the French exchange rate
policies.3! The codification of conditionality actually began as early as
1952, when the IMF introduced “Stand-by Arrangements.” An Exec-
utive Board Decision on February 13 of that year announced that
Fund resources should be used to help members provided “the policies
the members will pursue will be adequate to overcome the problem.”32
Over the years since these early decisions, conditionality has evolved
considerably, notably following major crises the IMF has faced.

Conditionality: from “macro” to “micro” to “ownership”

The first IMF arrangement with a developing country, Peru in 1954,
was intended to help Peru adjust its exchange rate in the face of
declining reserves.33 The Peruvian government promised to lower
domestic consumption by “stabilizing the country’s fiscal position,
which involved a slowing down of some investment projects already
under way and the postponement of additional investment expendi-
tures” (IMF Annual Report 1954: 90-1). Over time, the policy
conditions contained in IMF arrangements became more and more
specific. Sociologist Sarah Babb of Boston College and economist
Ariel Buira of the G-24 Secretariat, report that the Stand-by Arrange-
ments with Peru in 1954, 1963, and 1993 were two, six, and thirteen
pages in length, respectively. The 1954 program, described above was
very general. The 1963 arrangement contained more specific condi-
tions — fiscal and monetary targets. The 1993 agreement not only
included fiscal and monetary targets, but also targets for international
reserves, limitations of foreign debt, a prohibition against import
restrictions, further provisions for trade liberalization, as well as condi-
tions calling for privatization and the deregulation of labor laws.34
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In the early years, when conditions were fewer in number and less
detailed, the IMF practiced what has come to be called “macro-condi-
tionality.” Usually the policy conditions included (1) reducing the
government budget deficit, by cutting spending and raising taxes, (2)
reducing the money supply, by raising central bank interest rates and
placing ceilings on credit creation, and (3) sometimes the devaluation
of the national currency.3>

The IMF still typically includes these conditions because it views
balance of payments problems as problems of excess “demand” — there
is too much consumption of imported goods. IMF policies are
intended to lower this consumption, especially consumption in the
public sector. This is why fiscal conditions are imposed, where IMF
arrangements require governments to lower public expenditures and
raise taxes to lower the fiscal deficit. Tight monetary policy — where
governments raise interest rates, reduced credit creation, and placed
limits on public borrowing — reduces the money supply, which also
lowers consumption. Sometimes the IMF prescribes devaluation of the
national currency so that the price of imports rises while the price of
exports drops. This is intended to make it easier for countries to earn
foreign exchange through increased exports and reduces the purchase
of imports.

Note that these policies are broad. Targets for IMF programs could
be achieved through various specific policy means. Fiscal deficits, for
example, could be reduced by cutting inefficient public expenditures or
by cutting valuable public investment. “Macro-conditionality,” left a
lot of room for domestic politics to play a role in how governments
achieved the macro-economic targets of IMF arrangements.

Nevertheless, macro-conditionality impinged on national sovereignty.
Addressing this in a review of conditionality during the late 1970s, the
IMF stated that “the Fund will pay due regard to the domestic social
and political objectives, the economic priorities, and the circumstances
of members.”3¢6 The IMF also, however, sought to extend the scope of
conditionality, encouraging countries to turn to the IMF early on
before a balance of payments problem becomes too severe. It even
stated that some prior actions or “pre-conditions” might be required of
some governments before a Stand-by Arrangement can be put in
place.?7

Soon after these guidelines were published, the Latin American
Debt Crisis of the early 1980s ensued. The fact that these particular
developing countries faced such a deep and widespread crisis was a
striking problem for the IMF. After all, countries of this region had
participated in more IMF programs than any other in the world.
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Most Latin American countries entered into their first IMF
arrangement during the 1950s. By 1965 every Latin American country
had participated — and most of them on a repeating basis. Why did
Latin America face the debt crisis after extensive participation in IMF
programs? Were IMF policies the wrong ones? The IMF argued not. It
was instead argued that programs had not gone deep enough. The
macro-conditions had failed to address fundamental weaknesses in
developing countries’ economies.

Structural adjustment was deemed necessary. The problem with
imposing broad conditions was that countries could comply with the
letter of the program without complying with the spirit. It was not only
important that balance was restored to an economy but also #ow balance
was restored. If the fundamental structure of a country’s economy was
not addressed, the balance of payments problem would return.

Thus, the IMF began to impose more specific and deeper policies
on countries. For example, rather than simply calling for a reduction of
the fiscal deficit, the IMF called for privatization and deregulation.
Privatization involves transferring the ownership of national assets to
the private sector, where free markets would bring about greater effi-
ciency. Deregulation involves removing restrictions on businesses and
prices, allowing the forces of markets to operate, which is desirable if
the decentralized decisions of individuals bring about greater efficiency
than the actions of the central authority. Other structural changes
might involve fundamental changes to taxation policies, labor market
policies, or national pension programs. Structural conditions some-
times even involve reducing barriers to trade, such as tariffs on imports
or subsidies to exports.

In the 1990s, the term “micro-conditionality” began to be used to
describe the level of detail of IMF program conditions. The overall
number of conditions included in agreements exploded. Jacques Polak,
former IMF Director of Research and member of the IMF Executive
Board, reports that the average number of conditions went from below
six in the late 1960s/early 1970s, to seven in the late 1970s/early 1980s,
to over nine in the late 1980s.38 Then, as economist Graham Bird — the
Director of the Surrey Centre for International Economic Studies and
one of the most widely published scholars on the IMF — describes, the
average number of conditions per IMF arrangement went up to 9.9 in
1993, 10.51n 1994, 11.0 in 1995, 13.0 in 1996, and 16 in 1997.39

Micro-conditionality came under attack, however, in the aftermath
of the East Asian financial crisis, which began in Thailand in 1997,
and soon spread to Indonesia, South Korea, the Philippines, Hong
Kong, and Malaysia, followed by Russia and Brazil. Subsequently,
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Argentina experienced a catastrophic collapse of its economy in
2001.40 Many criticized how the IMF handled the East Asian financial
crisis, and IMF micro-conditionality came under attack. There are many
critiques of specific policies — too many to list. A basic consensus that
came about, however, was that IMF conditionality had gone too far in
the opposite direction of macro-conditionality. Micro-conditionality
was too detailed.4!

In response to failures in so many important countries, the IMF
proposed a new approach to conditionality: “ownership.” Again, the
IMF argued that its overall approach to economic crises was correct —
the problem continued to be that countries failed in some way to
implement the program. Officials and staff at the IMF reasoned that
the problem was a lack of commitment on the part of participating
countries. As the IMF describes on its webpage,#2 “During 2000-2001,
the IMF worked to streamline its conditionality — making it more
sharply focused on macroeconomic and financial sector policies, less
intrusive into countries’ policy choices, more conducive to country
ownership of policy programs, and thus more effective” [emphasis added].

It should be noted that this new approach to IMF conditionality is
not entirely new. It echoes the guideline published in 1979, cited above,
calling for due regard to domestic social and political objectives and
domestic economic priorities. Moreover, the IMF has not changed its
fundamental approach to economic problems — reducing excess demand.

But the IMF has promised a new approach to the negotiation and
design of programs. A surprising statement included in a report by the
IMF Policy Development and Review Department notes that beyond
negotiations with a country’s financial authorities the Fund can also
play a role in promoting ownership “by holding substantive discussions
with other groups, including other ministries, trade unions, industry
representatives, and local non-governmental organizations, especially at
a stage at which the design of the program is still under consideration.”43

It is too soon to tell whether the “ownership” approach to condi-
tionality will evidence any change in program outcomes, but it is
interesting to note the solution to IMF program failures of the 1970s
was increasing conditionality in the 1980s and 1990s, and the solution
to IMF program failures in the 1990s is reducing conditionality in the
new century.

Lending facilities

The vast majority of IMF lending is conditioned, but there are some
loans with no strings attached. The IMF recognizes that sometimes a
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country’s need for a loan is not the result of reckless bad economic
policy, but rather just bad luck. In these cases, moral hazard is not a
problem, and the IMF can provide loans without policy conditions.

How does the IMF determine if need is due to bad policy or bad
luck? The rule of thumb is somewhat arbitrary. If a country requests a
small loan — 25 percent or less of its quota — the loan is provided
without conditions. The rationale behind this rule is that members
must provide the first 25 percent of their quotas in a hard currency —
such as the dollar, the yen, the pound or the euro. Thus, when a
government borrows up to 25 percent of its quota, the loan is really
just drawing back its own hard currency already held on deposit at the
IMF. Nevertheless, there is no theory behind why 25 percent is the
appropriate cut-off. The IMF reviews quotas only every five years, and
they rarely change even though the exposure of developing countries
to international markets is growing dramatically. Considering how
controversial conditionality is, it is surprising that this cut-off rule is
rarely discussed or debated.44

In addition to the first 25 percent of the quota being condition-free,
the IMF has opened other “lending facilities” free of conditions
because the need for these loans is deemed to be the result of bad luck.
For example, the IMF established the Compensatory Financing
Facility in 1963 to provide loans to developing countries dependent
upon primary commodity exports when the prices of these commodi-
ties decline sharply. Since these loans were intended to be truly
temporary and not due to bad policy, conditionality was set very low
for this facility.45> Another similar facility is the Oil Facility, which the
IMF opened in the early 1970s — when the price of oil quadrupled — to
finance the oil-related deficits of oil-importing developing countries.

Sometimes governments in need of an IMF loan go to great lengths
to avoid IMF conditions. Take, for example, Tanzania in 1974. With
the rise in world oil prices, this fuel-importing country entered into a
balance of payments crisis. President Julius Nyerere borrowed from
the IMF exactly 25 percent of Tanzania’s quota, and subsequently
obtained two consecutive loans from the unconditioned Oil Facility. In
sum, Nyerere obtained loans of nearly 50 percent of Tanzania’s quota
(about 20 million SDR) and avoided conditionality. He did this both
because he opposed the policy conditions that the IMF proposed were
necessary for Tanzania, and because he opposed what he saw as an
international organization infringing upon national sovereignty.

As another example, consider Nigeria in 1982. With the drop in world
oil prices, this oil-exporting country entered into a balance of payments
crisis and turned to the IMF. President Alhaji Shehu Shagari withdrew



What is the IMF? 27

a loan of 25 percent of his country’s quota, followed by an Oil Facility
loan. Shagari also entered into negotiations for a conditioned IMF
arrangement, but could not come to an agreement over the appropriate
policy conditions. In particular, the IMF insisted that the national
currency, the naira, be devalued, but the Nigerian president could not
take this step — he faced elections and devaluation was politically risky.46

Eventually, Tanzania and Nigeria — and nearly every other developing
country—succumbed to the need to accept IMF conditionality. So, what
are the conditioned IMF lending facilities? And what happens when a
country enters into an arrangement to borrow under one of these facilities?

Box 1.6 IMF program virgins

Most countries in the world have participated in an IMF arrange-
ment, and for most developing countries, this participation has been
extensive. But there is a substantial number of countries that have
never participated in an IMF program. How have these countries
avoided the IMF?

For some, the reasons are deeply political, and they are not
even members of the IMF (e.g. North Korea). The majority on the
list, however, are members, but still have not participated. Their
reasons are not obvious.

Resource rich countries such as the oil-exporting states of the
Middle East and diamond-exporting Botswana have never turned to
the IMF for a conditioned loan because their natural resources have
generated enough foreign exchange that they have never needed an
IMF loan. But being resource rich does not explain all of the patterns
of participation. Will Botswana continue without the IMF if it depends
too heavily on diamonds? The question of national sovereignty
may play a role here even if economic problems develop (see
Chapter 3). Why has resource-rich Angola avoided the IMF while
the resource-rich Democratic Republic of Congo (formerly Zaire)
had an extensive history of IMF program participation? Cold War
politics may tell part of this story (see Chapter 2).

Some small island countries in the Caribbean and the Pacific
have also avoided the IMF. Why some island countries have pros-
pered on their own and been able to avoid the IMF while others have
not is an open question. The former British colonies of Dominica and
Grenada had extensive IMF programs in the 1980s while neigh-
boring St. Lucia, also a former British colony, never did.
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Table 1.1 Countries that have never participated in a conditioned IMF
arrangment (1945-2004)

Afiica Asia

Country IMF membership Country IMF membership
Angola 1989 — Bhutan 1981 —
Botswana 1968 — Brunei 1995 —

Eritrea 1994 — Korea, North —

Libya 1958 — Malaysia 1958 —

Namibia 1990 — Maldive Islands 1978 —
Seychelles 1977 - Singapore 1966 —
Swaziland 1969 — Taiwan 1949 — 1980

The Americas Europe

Country IMF membership Country IMF membership
Antigua and Andorra -

Barbuda 1982 — Austria 1948 —
Bahamas 1973 — Denmark 1946 —
Canada 1945 - East Germany*  —

Saint Kitts Germany 1952 —

and Nevis 1984 — Greece 1945 —
Saint Lucia 1979 — Ireland 1957 —
Saint Vincent 1979 — Liechtenstein _

Suriname 1978 - Luxembourg 1945 —
Middle East Malta 1968 -
Country IMF membership Norway 1945
- San Marino 1992 -
Bahrain 1972 Slovenia 1992 -
Irag - 1945 — Sweden 1951 -
Kuwait 1962 - Switzerland 1992
Lebanon 1947 — USSR** _
Oman 1971 -
Qatar 1972 - Pacific Islands
Saudi 1957 — Country IMF membership

Arabia -

Turkmenistan 1992 — Kiribati 1986 -
United Arab M'flrshall I?Iands 1992 —

Emirates 1972 — Micronesia 1993 —
Yemen PDR Nauru B

(South)* 1969 — 1990 Palau 1997 -
Yemen Arab Tonga 1985 —

Rep.* 1970 — 1990 Vanuatu 1981 —
Notes: * Country ceased to exist as an independent state in 1990.

** Country ceased to exist in 1991.
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To the reader

This list was composed as of January 2005 — have any of the countries on
the list finally turned to the IMF for a conditioned loan? Find out by going to
the IMF website, www.imf.org, and looking up specific countries under
“Country Info” Interested in seeing the other countries — those that have
participated in IMF programs? The data set used for this book is available
at my web page: http://pantheon.yale.edu~jrv9.

Historically, there have been four main conditioned lending facilities
(although two of them are no longer in use, and one of them has
changed names).4” IMF programs — alternatively called IMF agree-
ments, but officially called “IMF arrangements” — from these four
facilities have the same basic goals: stabilize the economy and set the
stage for renewed prosperity.

The facilities differ in the interest rates charged on the loans — one
of them provides “concessional” loans at an interest rate below the
market rate (this “market rate” is somewhat controversial itself, since it
probably does not apply to developing countries in need of IMF assis-
tance). Supposedly, the facilities also differ in their intended time
horizons. Since most arrangements are entered into consecutively,
however, the time horizon for programs turns out to be arbitrary, even
though the designers of IMF programs may have specific time-frames
in mind at the outset of programs. The broad objectives of the facili-
ties are the same: to first stabilize the country’s economy and then set
the stage for recovery and new prosperity.

The oldest and historically most used facility is the one that was
mentioned above: “stand-by.” These arrangements were so named
because a line of credit is set aside to “stand by” in case the partici-
pating country requires a loan. Stand-by Arrangements (or SBAs) are
intended to last one to two years, and countries can draw designated
amounts at designated intervals — subject to reviews of compliance
with the policy conditions — to deal with temporary balance of
payments problems.

The first SBA transaction was announced May 12, 1952: “Finland
might purchase up to $5 million from the Fund at any time during the
next six months.”#8 In fact, this agreement was not actually signed
until January 1953, and in the interim the first agreement was signed
with Belgium on June 19, 1952.49 After Belgium and Finland, other
European countries entered into SBAs: France (1956), United
Kingdom (1956), the Netherlands (1957), and Spain (1959). To the
extent that the IMF was involved in Western Europe, the organization
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was playing the role it was originally intended to play. But the IMF did
not conduct many bailouts of industrialized countries.

This is not to say that developed countries never used the IMF. Japan
participated in a one-year SBA starting January 19, 1962, and then
entered into another one-year arrangement on March 11, 1964. Similarly,
the United States entered into consecutive one-year SBAs on July 22,
1963 and 1964. The United Kingdom continued participating in SBAs
until the 1970s, with its last arrangement expiring January 2, 1979. The
last Western European countries to participate in SBAs were Spain
(February 6, 1978 — February 5, 1979) and Portugal (October 7, 1983 —
February 28, 1985).

In the meantime, Latin American countries were also entering into
SBAs: Peru (1954), Mexico (1954), Bolivia (1956), Chile (1956), Cuba
(1956), Nicaragua (1956), Colombia (1957), Honduras (1957), Paraguay
(1957), Argentina (1958), Brazil (1958), El Salvador (1958), Haiti (1958),
and the Dominican Republic (1959). Even countries in Asia and Africa
entered SBAs as early as the 1950s: Iran (1956), India (1957), Pakistan
(1958), South Africa (1958), and Morocco (1959). As early as 1960,
SBA participation was worldwide, and once a developing country
entered into one IMF arrangement, it was likely to enter into
another ... and another.

“Recidivism,” as it has been called in the IMF scholarly literature, is
common. Arrangements lasting more than six months became the
norm early on. The first arrangement with Peru began February 18,
1954, and expired February 17, 1958 — a four year arrangement. Time
limits of one to two years appear meaningless when looking at the
broad patterns of participation. The average stint of participation is
about five years. Once a country leaves such a stint, it is typical for it to
return again after another five years. Some cases are extreme. South
Korea spent 13 years under consecutive agreements from 1965 to 1977;
Zaire spent 14 years straight (1976-89); Liberia spent 15 years (1963—
77). Peru participated in consecutive agreements from 1954 to 1971 (18
years) followed by several other stints of participation: 1977-1980,
19821985, 1993-2004. Panama participated from 1968 to 1987 (20
years of consecutive agreements) and returned to participate from
1992 to 2002. Haiti, after a stint of seven years (1961 to 1967), entered
into agreements again from 1970 to 1989, and again from 1995 to
1999. The Philippines has the most extensive participation: 1962-1969,
1971-1981, 1983-2000.

Even early on, IMF Staft and Officials recognized that the “tempo-
rary” problems SBAs were intended to address lasted longer than two
years. In 1963, the IMF initiated the Extended Fund Facility (EFF),
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under which programs were expected to last three to four years. These
time limits still appeared to be arbitrary, however, as EFFs were often
preceded or followed by SBAs. The policy conditions as well as the
goals of the SBAs and the EFFs were basically the same.

After the Latin American Debt Crisis of the early 1980s, the IMF
initiated two new lending facilities in 1986 and 1987: the Structural
Adjustment Facility (SAF) and the Enhanced Structural Adjustment
Facility (ESAF). These facilities, like the EFF, were intended to last
longer than SBAs, and they were supposed to prescribe structural
conditions to fundamentally adjust developing countries’ economies.
Furthermore, the ESAF provided loans at discounted — or “conces-
sional” — interest rates and was intended to target only the poorest
countries in the world. While the IMF created these two new facilities
explicitly to address the new emphasis on structural adjustment
discussed above, SBA and EFF programs also began to require struc-
tural conditions.

Finally, as one of the changes undertaken by the IMF in the after-
math of the aforementioned East Asian crisis, the IMF changed the
name of the ESAF facility to the Poverty Reduction and Growth
Facility (PRGF). The goals of the facility did not change, but this
facility in particular was to emphasize the new focus on country
“ownership” of IMF economic reform programs. As discussed above,
the hope is to engender greater government accountability.

Today, the only two conditioned facilities in use are the SBA and
the PRGF. The 2005 IMF Annual Report details that the last SAF
arrangement to be approved was in 1996, the last EFF arrangement
was approved in 2003. Historically, SBAs account for more than 75
percent of all IMF programs ever approved by the IMF, but in the new
century PRGF programs have begun to outpace SBAs. The 2005 IMF
Annual Report notes that there were eight new PRFG arrangements
approved in 2005, but only six new SBAs.50

The actual arrangement

So what exactly does an IMF arrangement look like and how does a
country enter into one? IMF arrangements are a strange breed of
international agreement. Legally, in fact, they are not international
“agreements” at all! The government and the IMF do not exchange
signatures; they are not registered with the United Nations; and if the
government fails to live up to promises made, there is no breach of
international law. So, in a legal sense, IMF arrangements are not inter-
national agreements.
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This is no accident. As Joseph Gold, former Director of the IMF
Legal Department, explains, the IMF never intended Stand-by
Arrangements to be legally binding international agreements.>! To
make this clear to outside observers, the IMF has stated this in various
ways throughout its history. For example, the Executive Board
Decision of 2 March 1979 states: “Stand-by Arrangements are not
international agreements and therefore language having a contractual
connotation will be avoided ... 52

In many countries, legally binding international agreements must be
ratified domestically before they go into force. As Gold explains, this is
not the case with IMF arrangements: “Members do not submit stand-
by arrangements to the domestic procedures that are followed for entry
into treaties or international agreements.”3 As far as the IMF is
concerned, a domestic ratification process is not required.

If there is no exchange of signatures, how does a country actually
enter into an IMF arrangement? In a nutshell, it goes something like
this: a letter detailing the arrangement — the loan and the policy condi-
tions — is sent from the executive branch of the government to the IMF
Managing Director. The Managing Director presents the arrangement,
as detailed in the letter and any supporting documents cited in the
letter, to the IMF Executive Board, and if the Executive Board
approves, the first installment of the loan is disbursed and the country
goes under the IMF arrangement. That is all.

To be more specific, IMF arrangements are spelled out in something
called a “Letter of Intent” (LOI). The LOI describes the policies that a
government intends to pursue in return for financial support from the
IMF. This letter is addressed to the IMF Managing Director and is
usually signed by the country’s finance minister, although it may also
be signed by the president of the central bank, or even the prime minister
or president. The signatory is not necessarily the author, however. The
LOI is drafted behind closed doors by the IMF staff visiting the
country and country officials. Since the negotiations are private, no
one knows for certain, but it has been routinely claimed that the Letters
of Intent are often drafted entirely by IMF staff. The new focus on
country “ownership” is something the IMF has initiated to change
this. The IMF has also become concerned with “transparency,” making
more information about the details of arrangements publicly available.
Historically, the LOIs were kept secret for many years before being made
available at the IMF archives in Washington, DC. Since 1999, however,
nearly all LOIs have been posted, at least in part, on the IMF website.

Note that the IMF prefers not to get directly involved in the
domestic politics of program countries. So it works exclusively with the
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part of government that the IMF deems the “proper authority” over
the economy — usually the finance ministry and/or the central bank.
Yet the finance ministry may not have power over certain areas of the
economy, such as the budget deficit. There may be a national legisla-
ture involved in the government budgeting process. There may be local
governments with the power to tax and spend. So LOI often includes
promises in policy areas over which the finance ministry has little or no
authority. This is an issue that both Chapters 3 and 5 address.

When do IMF arrangements go into effect? Once drafted, the IMF
Managing Director presents the LOI to the Executive Board. If the
Board approves, the arrangement begins, and the country embarks on
its participation in the IMF program: the IMF makes the first loan dis-
bursement, and monitoring of compliance with policy conditions begins.
As noted at the beginning of the chapter, the lives of billions have been
affected by participation in these arrangements through both the IMF
loan and the policy conditions attached to the loan. The rest of the
book explores why countries participate and with what effects.

Box 1.7 An IMF Letter of Intent

Below are excerpts from the 2001 Pakistan Letter of Intent. This
letter, along with many others published since the end of the 1990s,
is available under “Country Info” at the IMF website, www.imf.org.54

Pakistan — Letter of Intent,
Memorandum of Economic and Financial Policies,
Technical Memorandum of Understanding

November 22, 2001
Dear [Managing Director] Mr. Kohler,

The government of Pakistan has adopted an economic reform
program for 2001-4, which aims to increase sustainable growth
and strengthen basic social services as the central pillars of its
poverty reduction strategy. To reach these goals, the govern-
ment is determined to pursue sound macroeconomic policies,
create the conditions for vibrant private sector development,
and strengthen efforts on basic education and health as well as
social safety nets. The details of the program are set out in the
attached Memorandum on Economic and Financial Policies
(MEFP) ... In support of this program, we request a three-year
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arrangement under the Poverty Reduction and Growth Facility
(PRGF) in an amount equivalent to SDR 1,033.7 million (100
percent of quota)...

Sincerely yours,

Shaukat Aziz Ishrat Husain
Minister of Finance Governor, i
and Economic State Bank of Pakistan

Note that the program is set to last three years. At the time of this
arrangement, however, Pakistan was just finishing another ar-
rangement. Indeed, Pakistan had participated in consecutive IMF
arrangements since 1993 and before that in: 1958-59, 1965-66,
1968-69, 1972-75, 1977-78, 1980-83, and 1988-91. Not surpris-
ingly, Pakistan entered a new arrangement after this one, issuing a
new Letter of Intent right on schedule: November 12, 2004.

Following the introduction, the letter proceeds to the “Memo-
randum of Economic and Financial Policies” and the “Technical
Memorandum of Understanding” which describe the specific poli-
cies conditions Pakistan promises to follow. First, the letter
addresses poverty. In the past, explicit conditions concerning
poverty were not typically included in IMF agreements. This repre-
sents a change from earlier eras. The Fund’s prior view on this
was that stabilization policies would set the stage to alleviate
poverty. Now, explicit conditions on education and health care for
the poor are included. Note, however, that the level of growth
required to achieve the objectives may be unrealistic. To imple-
ment a full poverty reduction strategy, the World Bank estimates
that Pakistan will have to aim for an economic growth rate of 7 to 8
per cent for at least ten years:

The government is strongly committed to undertaking specific
actions to reduce the burden of poverty affecting the people
of Pakistan. We believe that growth and the related income-
generating opportunities are essential in reducing poverty over
time, but we also know that in a context where about one-third
of the population is poor, it is not possible to wait for the
benefit of growth to trickle down and address the poverty issue.
Policies to improve access to basic services such as primary
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education, preventive health care and population and welfare
services, and measures that increase efficiency in the delivery of
public services will take center stage over the coming year ... To
achieve those objectives, the government is committed to raising
over time the resources allocated to programs deemed effective
in supporting social development and responding to the poverty
problem ...

The letter then addresses fiscal conditions, something that has
commonly been included in IMF arrangements since the beginning.
It is interesting to note that when Pakistan entered into a 3 year
arrangement in 1997, the government committed to reducing the
fiscal deficit from 7 percent of GDP to 4 percent by the year 2000.
Although this target was not achieved, the outcome was close, as
government the reduced the deficit to about 5 percent of GDP.

The structural reform agenda also includes commitments to
improved monitoring and transparency in public finances, tax
reform “gradually unifying corporate income tax rates towards 35
percent,” and reforming the tax administration — the “cornerstone in
the institutional reform agenda” In 2000, the government of
Pakistan admitted that the previous administration had submitted
false data.

Additional structural reform promises are made with respect to
trade policy. Measures include a reduction of the maximum tariff to
25 percent. Regarding monetary policy, the letter asserts that it will
remain “geared to keep inflation in check while supporting the
targeted accumulation of international reserves.

There are also privatization conditions, promising “the sale of
remaining public shares in Muslim Commercial Bank and Allied
Bank and with the sale through the stock market of 5 percent of
the capital of National Bank of Pakistan.” The letter goes on to
promise that the national telecommunication company will be
brought to the point of sale in early 2002. Pension and civil service
reform are also promised, as well as reforms to the financial sector
and foreign exchange market. The level of detail is remarkable.
Even the specific dates when various structural reforms should be
achieved are included in a table attached to the letter.

The letter goes on to discuss program monitoring. Under
Pakistan’s prior Stand-by Arrangement, the government passed all
3 IMF reviews, obtaining each of the promised disbursements of

35
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credit on time. If the IMF deems that a government is not making
sufficient progress complying with policy conditions, loan disburse-
ments can be suspended, and arrangements can even be cancelled.

The new PRGF arrangement will involve quarterly reviews and
disbursements. The period for the first year of the program is
October 2001 — September 2002. The first review will be completed
by end-March 2002 and will focus on the implementation of macro-
economic policies, progress in tax administration reforms, and
progress in monitoring fiscal expenditure, especially for social
expenditures and outcomes. The second review will be completed
by end-June 2002.

This arrangement was approved by the IMF Executive Board on
December 6, 2001.



2  Who controls the IMEF?

A country’s influence at the IMF is supposed to come from the share of
votes it controls, which is pegged to the country’s economic size.
Voting, however, is rare at the Fund. Rather, the Fund operates by
consensus. While this consensus rule was adopted in the early years of
the IMF to allow greater say to members beside the US, many believe
that IMF “consensus” is nonetheless dominated by the United States.
New evidence suggests that non-governmental actors, such as interna-
tional financiers, also have an important voice in the shaping of IMF
programs.

This chapter explores the question of who controls the IMEF,
looking at evidence of both US dominance and the influence of inter-
national financiers. Before turning to this evidence, however, the
chapter begins with a different perspective: the view that the IMF has
become an independent power unto itself.

A power unto itself?
The IMF claims the following:

Many people view the IMF as an institution of great authority
and independence ... Nothing could be further from the truth. Far
from being dictated to by the IMF, the membership itself dictates
to the IMF the policies it will follow. The chain of command runs
clearly from the governments of member countries to the IMF
and not vice versa.!

Is the IMF held entirely accountable by its membership, as this quota-
tion asserts, or is accountability along the “chain of command” lax,
allowing the IMF to pursue its own goals? Does the IMF hold any
independent power?
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It is certainly true that the ultimate authority of the IMF derives
from its members. Yet, with IMF programs, the chain of command is a
long one: the routine activities of the IMF are carried out by the IMF
staff — typically, the staff negotiates the details of IMF arrangements,
and they engage in routine surveillance of all members’ economies.
The staff reports to officials higher up in the bureaucratic chain of
command. Atop the bureaucratic chain of command sits the Managing
Director of the IMF. The Managing Director reports to the Executive
Board, which meets several times a week. The Directors who serve on
the Executive Board are either appointed or elected by the Board of
Governors, which meets about once a year. Each Governor serving on
the Board — typically a country’s finance minister or central bank
governor — is appointed by the government of the member country.
The countries with the most votes on the Board of Governors are
democracies, due to their economic size and importance. Thus, the
governments appointing the most powerful IMF Governors are them-
selves elected by the voters of the member countries. So, in principle,
the IMF derives its authority from the citizens of the world. Figure 2.1
draws out this chain of command.

Average citizens, however, do not appear to influence the IME. The
chain of command is long and circuitous, and at each link in the chain
some degree of control is lost. One cannot take perfect control for
granted. At any point in the chain of command, accountability can
break down. Considering the chain of command as a whole, there are
ample opportunities for accountability to fall apart.

Economist Roland Vaubel, of the University of Mannheim, Germany,
has made the case that accountability problems at the IMF are so
severe that the IMF pursues its own goals.2 He argues that “interna-
tional bureaucracies ... try to maximize their power in terms of budget
size, staff and freedom of discretion and appreciate some leisure on the
job.”3 It is easy for an outsider to make this accusation, but Vaubel
substantiates the claim with some interesting evidence.

For one, Vaubel considers the size of the IMF staff, which has grown
over time. He notes that this could be due to increasing volumes of inter-
national financial flows leading to a greater need for the IMF. But it
could also be because the IMF seeks greater resources as an ends in
itself. More staff means less work per individual. Thus, Vaubel analyzes
the change in the IMF staff size over time. As possible explanatory
factors, he includes economic variables accounting for the growth of
international financial flows. He also includes an “accountability vari-
able.” The measure he uses to capture “accountability” is the percentage
of votes controlled by the ten largest members of the IMF. The smaller
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Figure 2.1 Chain of command from IMF members down to IMF program

country.

the share of votes a member controls, the less influence a member has,
and thus the smaller incentive the member has to monitor the activities
of IMF officials and staff. As the number of IMF members has increased
over time, the share of votes controlled by the ten largest members has
decreased. In 1958 it was 76 percent, in 1985 it was 58 percent, and today
it is about 54 percent. Vaubel reasons that if the percentage of votes
controlled by the largest members declines, the overall level of moni-
toring declines because authority is dispersed. Interestingly, Vaubel finds
a statistically significant correlation between his “accountability variable”
and the size of the IMF staff — even after controlling for other economic
factors. Indeed, he finds that the other variables do not explain as
much as his accountability variable. Vaubel takes this as evidence that
the increasing staff is partly the result of a bureaucracy taking advan-
tage of weak monitoring by those supposedly in charge.
Vaubel also examines something he calls “hurry-up lending.”# The
IMF Articles of Agreement stipulate that quotas — from which the IMF
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gets its resources — must be reviewed at least every five years. Vaubel
argues that there is less pressure to demonstrate a need for increased
quotas immediately following a review of quota size because the next
review is years away. But after three years, the next review is on the
horizon, so the pace of IMF lending increases. Vaubel speculates that
the IMF “hurries up” its lending activities as the next quota review
approaches. Successful hurry-up lending allows the IMF to show a
strong need for increased resources. Vaubel’s analysis of data on the
IMF’s total use of its lending capacity reveals an interesting pattern
supporting his hypothesis. The ratio of the use of IMF resources to
total available quotas is higher during the third and fourth years after a
quota review than during the first and second years after a review.

IMF officials are not shy about their desire to protect the budget.
James Boughton, economic historian for the IMF explains, “The main
challenge for the future is safeguarding the [IMF’s] identity and its
resources, so that it can continue to provide adequate support to its
now universal membership.”> IMF officials stress the importance of
safeguarding Fund resources and providing loans. The IMF has
certainly been known to make loans that were questionable. Indeed,
balance of payments problems do not always precede IMF arrange-
ments, even though this is mandated in the Articles of Agreement.

As another example, until recently, the IMF kept the details of IMF
program conditions secret. This made it difficult to know if the IMF
was enforcing conditions or simply engaging in lending to pad its
budget. Today, IMF conditions are made public, but they are numerous
and complicated, making it difficult to observe whether the IMF is
enforcing what its arrangements require.

Yet, this does not imply that the organization is completely unac-
countable. Economist Thomas Willett of Claremont McKenna College,
agrees with Vaubel that, like any bureaucracy, the IMF has incentives
to shirk some of its duties.6 Yet, he recognizes that there is some
accountability. The long chain of command may damage account-
ability, but it does not destroy it. The IMF is held accountable to an
extent — but accountable to whom?

Sociologist Sarah Babb and economist Ariel Buira propose that the
IMF is mainly accountable to the US. They agree with Vaubel that
over time the procedures followed and the conditions imposed have
become increasingly discretionary. While Vaubel views discretion as an
indication that the IMF has achieved greater independence from its
most powerful members, however, Babb and Buira argue that the
change to discretionary rules “cannot be attributed primarily to internal
bureaucratic factors, but rather responded to the demands of the Fund’s
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most powerful organizational constituent: the US Treasury.”7 In their
view, increasing reliance on discretionary rules came from pressure
from the United States so that US favored nations would face weaker
enforcement of conditionality than other countries.

The idea that the IMF is a tool of the US follows a “realist” view.
“Realism” is an old and influential school of thought in the study of
international relations, which views the power of international institu-
tions with a great deal of skepticism. Realists believe that international
institutions such as the IMF merely reflect the underlying interests of
the powerful countries that created them. From this perspective, we
should expect the IMF to follow the interests of its major shareholders —
primarily the United States.

The influence of the United States

Protestors of the IMF, convinced the Fund is run by the US, are often
surprised to learn that the United States only controls about 17.08
percent of the votes at the IMF. This may give the US veto power over
certain important decisions that require an 85 percent majority, but it
is a far cry from majority control of the Fund.

The IMF does not operate according to strict voting rules, however,
as discussed in Chapter 1, the Managing Director, who usually chairs
the Executive Board meetings, leads the IMF according to the “sense
of the meeting.” Thus, opposition to the US by smaller countries
cannot be expressed through block voting, but must be voiced individ-
ually. The power of the US, not only at the IMF but in general, may
discourage such opposition. Moreover, the Managing Director has
been reported to rarely act against the will of the US since the US has
veto power over his appointment and reappointment.$

Many scholars have therefore proposed that the US uses the IMF to
pursue political objectives.” There are many anecdotes. For example,
Zaire, a US Cold War ally, signed IMF arrangements in 1976, 1977,
1979, 1981, 1983, 1985, 1986, 1987, and 1989; while neighboring
Angola, which leaned towards the Soviet Union, did not even join the
IMF until 1989. Bessma Momani, a political scientist at Waterloo
University, finds that the US pressured the IMF to grant lenient condi-
tions to Egypt in 1987 and 1991 to help preserve the stability of the
pro-Western Egyptian government during turbulent times. !0

As a more recent example, it is suspected that the large IMF loan
that Pakistan received in December 2001 was a payoff for the coopera-
tion with the US invasion of Afghanistan (recall Box 1.7, Chapter 1).
The size of the loan was indeed suspicious, as it was more than double
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the size of the previous loan agreement, which expired in September of
that year. Yet, Pakistan was already on track to enter into a new IMF
agreement in 2001, and given the country’s long history of participa-
tion, it is difficult to prove that Pakistan would not have received a new
IMF loan regardless of US influence. Momani makes a compelling
case that although the US took credit for favorable treatment of
Pakistan by the IMF, such treatment was likely to be forthcoming even
if September 11 had never happened and the US did not seek Pakistan’s
assistance in its Afghanistan campaign.!! Pakistan had participated in
IMF arrangements in every year since 1993. Before that, the country
had participated in IMF arrangements in 1958-1959, 1965-1966,
1968-1969, 1972-1975, 1977-1978, 1980-1983, and 1988-1991. As a
Cold War ally of the US, it is possible that some of these arrangements
were also politically driven, but this pattern of participation is typical
of many developing countries. If Pakistan had decided not to help the
US following September 11, however, would the IMF have treated the
country harshly under pressure from Washington? This is an unobserv-
able counterfactual.

Political motivations are difficult to prove — especially on a case by
case basis. This is a central problem with anecdotal evidence — when
dealing with only one observation at a time, it is difficult to sort out
one explanation from another. Do economics, politics, or both explain
Pakistan’s IMF programs? What about other countries?

One way to address these questions is to look at a larger set of cases
and perform comparisons. For example, Tony Killick, economist of
the International Economic Development Group, reports that in about
a third of 17 cases he studied, one of the more powerful members of
the IMF intervened for political reasons to assure favorable treatment
of the country.!2 Kendall Stiles, a political scientist at Brigham Young
University, found that international politics influenced the IMF in six
out of seven cases studied.!3 Even these larger studies, however, suffer
from limitations. There is no measure of just how systematic is the
pattern of international political influence. Also, these studies only look
at countries that actually participate in IMF programs. What about
countries that do not participate? Maybe the US pressures the IMF in
other cases without effect. If so, then perhaps the IMF is not being
used as a tool of foreign policy after all. Some comparisons with coun-
tries not participating in IMF programs are necessary.

Strom Thacker, a political scientist at Boston University, undertook
the first systematic study of a large body of evidence on the question
of US influence at the IMF. To test whether the US uses the IMF as a
tool of foreign policy, he considered voting patterns at the United
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Nations as a determinant of IMF programs. Thacker found that coun-
tries that voted along similar lines as the US were more likely to receive
an IMF program than countries that did not. More specifically, coun-
tries that changed their voting patterns so that they became more
similar to the US preferences were more likely to get an IMF condi-
tioned loan, and countries that changed their voting against the US
were less likely to get a loan. At first blush, it may seem strange to
consider voting at the United Nations as meaningful — many votes are
symbolic and most are not of great importance to the US. But Thacker
was careful to include in his study only those votes that the US State
Department had identified as “key votes.” These were votes that the
US had announced that it did care about.

By using statistical analysis of the experience of 87 countries (for a
total of over 700 yearly observations), Thacker was able to control for
other factors that determine IMF participation. He did find evidence
that economic factors play an important role. The economic need for
an IMF loan is a determinant of participation in an IMF program.
But moving closer to the US in terms of voting on key issues at the
United Nations also plays a significant role. A more recent study by
Graham Bird and colleague Dane Rowlands of Carleton University
confirms Thacker’s point. In their 2001 study, they find voting prox-
imity to the US to be a significant factor in IMF lending decisions,
especially during the Cold War, although movement in voting patterns
was not a significant factor in their study.!4

Since Thacker’s systematic study of US political influence over the
IMF, others have explored other ways of measuring and testing US
influence. For example, Randall Stone has looked at the connection
between US foreign aid and IMF punishment for non-compliance with
the conditions attached to IMF loans. Stone considers the amount of
foreign aid that a country receives from the US to be a proxy for how
important the country is to the US. He finds that countries receiving
favorable amounts of US foreign aid are also likely to receive favorable
treatment by the IMF.

Stone has undertaken two studies considering the effect of US
foreign aid on IMF program punishment intervals, one on the post-
communist countries of Eastern Europe, and one on Africa.lS Both
studies confirm his hypothesis: the more US foreign aid a country
receives, the shorter the duration of punishment for IMF programs
that fall into non-compliance. In addition to the statistical studies,
Stone presents detailed case studies. For example, he shows that
Russia, a country that was considered to be of great strategic impor-
tance to the US after the fall of Communism, received light punishments
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for non-compliance. In contrast, Poland, which was considered to be
of much less importance to the US, faced a credible threat of punish-
ment for noncompliance with its arrangements with the IMF.16 Stone
concludes, “although the United States holds a minority of votes, it
does indeed call the shots at the IMF, as critics allege.”!”

In a series of recent studies, Axel Dreher, of the Swiss Federal
Institute of Technology, Zurich, substantiates more evidence of interna-
tional political influence over the IMF. In work with political scientist
Nathan Jensen of Washington University, he finds that US allies receive
IMF programs with fewer conditions attached.!8 In work with Jan-
Egbert Sturm, also of the Swiss Federal Institute of Technology,
Zurich, Dreher has found that IMF lending programs are used as
bribes and rewards for countries that vote in the UN General
Assembly not just with the US but with other powerful members of
the Fund, including Japan, Germany, France and the United Kingdom.!9
In further work by Dreher, Sturm, and me, we find that countries
serving as temporary members of the UN Security Council also
receive favorable treatment from the IMF in terms of both program
participation and number of conditions.20 Our argument is that
because the UN Security Council votes on issues important to the
major shareholders of the IMF — issues such as imposing sanctions
and going to war — UN Security Council members can count on favor-
able treatment from the Fund. Dreher’s body of work with his colleagues
contributes to the conclusion that the IMF is systematically used as a
tool of foreign policy.

Voter influence over the IMF

The evidence that the IMF is influenced by international politics begs
the question of how far back this control goes. Whose objectives does
the US, for example, pursue through the IMF? Does the US use the
IMF to further strategic interests or economic interests? Do the
domestic politics of the US play a role? Do US voters actually have
some degree of influence? A recent study by Lawrence Broz and
Michael Hawes indicates that the answer to this last question might be
yes.2! Broz and Hawes consider the “microfoundations” of influence at
the IMF: rather than consider the US as a single entity, they consider
the preferences of the political actors within the US.

Specifically, Broz and Hawes analyze US Congressional votes on
requests for quota increases in 1983 and 1998. Voting for a quota increase
is a straightforward way to support the IMF — it increases the resources
the Fund has for its lending activities. Which members of Congress
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voted in favor of such increases and which voted against? Broz and
Hawes propose that US representatives in Congress responded to the
preferences over the IMF of the voters in their districts and especially
to the preferences of the contributors to their electoral campaigns.

Some members of Congress receive greater campaign contributions
from “money-center” banks — banks that specialize in international
banking such as Citibank, J. P. Morgan Chase, Bank of America,
Citicorp, First Chicago, and Bankers Trust. These money-center banks
have a strong interest in supporting the IMF, since IMF lending can go
to countries indebted to them. The presence of a strong IMF mitigates
the risks that these banks face when lending to developing countries. If
the IMF can bail the countries out of an economic crisis, there is a
better chance that the countries will not default on loans they owe to
these banks. Thus, US representatives who rely on campaign contribu-
tions from money-center banks should be more likely to support US
quota increases for the IMF than members who do not.

This is precisely what Broz and Hawes find in their statistical anal-
ysis of the roll call votes in 1983 and 1998. The representatives who
received campaign contributions from institutions like Citibank were
more likely to vote in favor of increased funding to the IMF. The
representatives less beholden to such banks were less likely to vote for
a larger IMF. In general, the greater the proportion of campaign
contributions that come from money-centered banks, the more likely a
representative was to vote in favor of increasing the US contribution to
the IMF.

Furthermore, Broz and Hawes present evidence that US Congress
representatives are also responsive to the preferences of voters in their
districts. What are the voter preferences over the IMF? They may come
from more general preferences over globalization, as voters view the
IMF as a force for global economic integration. High-skilled workers
in the US — those with higher levels of education and training — favor
global economic integration because they seek to purchase imported
goods from developing countries and do not compete for jobs with the
low skilled workers from these countries. In contrast, low-skilled
workers in the US, who must compete for wages and jobs with the low-
skilled and low-paid workers in developing countries, see global
economic integration as a threat. Broz and Hawes reason that the
proportion of high-skilled versus low-skilled workers in a Congressional
representative’s district should influence how the representative votes
on increasing the US quota at the IMF. Members of the US House of
Representatives who represent more low-skilled workers should vote
against the IMF, as the IMF supports policies of increased global
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integration, while those representing high-skilled workers should support
the IMF. These hypotheses are supported by the evidence Broz and
Hawes analyze. They consider two variables to capture the average skill
level of workers in each district: the share of district population with at
least four years of college, and the share of district workers in executive,
administrative, managerial, professional, and professional specialty
occupations. Both of these variables, which are proxies for the share of
high-skilled workers in a district, have a positive effect on House
members’ support for the IMF.22

Thus, individual citizens, at least those in the US, do appear to have
an impact on the operations at the IMF. They appear to influence
Congress, and Congress in turn has been decisive in determining the
size of the IMF budget. Indeed, in 1983 Congress voted to increase the
US quota, while in 1998 Congress voted against it.

Yet, what about the day-to-day activities of the Fund? What about
the hundreds of IMF programs that have been approved by the IMF
Executive Board? Is there evidence of direct US influence besides
Thacker’s finding about voting records at the United Nations? Broz
and Hawes, as well as political scientists Thomas Oatley and Jason
Yackee of the University of North Carolina, present evidence indi-
cating that there is. Oatley and Yackee show that the amount of US
bank exposure in a developing country is a determinant of the size of
the IMF loans the country received.23 Broz and Hawes find that the
total amount of US lending as a proportion of a developing country’s
GDP is a significant predictor of both whether or not a country
receives a loan and the size of the IMF loan as well. They test to see if
the bank exposure of other countries has a similar effect and find that
it does not. Only US bank exposure is a significant predictor. Broz and
Hawes take this as evidence of the influence of US banks operating
through US political channels — through Congress and the President to
the US Director on the IMF Executive Board.

The independent effect of international financiers

US banks influence the IMF via the US government. Do private finan-
cial institutions also have direct influence over the IMF? Political
scientist Erica Gould of the University of Virginia argues that they
do.24 Gould observes that the size of an IMF loan is often not suffi-
cient for a country in economic crisis to balance its payments.
“Supplemental financing” from various sources is thus commonplace.
In addition to providing a loan, the IMF negotiates with other sources
of international finance — such as the governments of developed
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countries, multilateral lending organizations, and private lending insti-
tutions — to provide “supplemental” loans. These “supplemental
financiers” are willing to assist the IMF in bailing out developing
countries because the IMF promises to monitor and enforce the
economic conditions to improve countries’ balance of payments situa-
tions, which in turn facilitates their own financial transactions and
makes loan repayment more likely. Supplemental financing is often
vital for the success of an IMF program because without it, the IMF
loan may not be sufficient to bail a country out of an economic crisis.
Supplemental financiers are thus in a strong position to make demands
on the Fund about the design of an IMF program. These financiers
have an interest in specifying the precise policy conditions that are
attached to an IMF loan.

What types of policy conditions do these international creditors
prefer? Creditor states and multilateral organizations may lend for
political reasons, Gould argues. Indeed, as was explained above, the
US may use the IMF to reward its friends and punish its enemies. If an
IMF program is to be a reward, creditor states may push the IMF to
require less stringent conditions. These types of supplemental financiers
push for weak conditionality.

Private financial institutions are different and have different prefer-
ences. They lend for profit, not for aid. Not only do these supplemental
financiers seek stringent conditions, they push for what Gould calls
bank-friendly conditions. Some IMF arrangements spell out the specific
requirement that the program country must pay back a commercial
bank creditor. Thus, by acting as a supplemental financier, private finan-
cial institutions can use the enforcement power of the IMF to ensure
repayment of the loans they extend to a country. This repayment is made
a condition of the IMF arrangement and future IMF loans thus depend
on repayment of private financial institutions first.

Gould describes several examples of bank-friendly conditions,
including that the program country must (1) “set aside certain fiscal
revenues to match ... international loans with fiscal revenues,” (2) use a
percentage of the IMF loan “for debt-reduction payments or replen-
ishment of reserves,” and (3) “make debt-service payments, as agreed
with commercial banks and/or official creditors.”25

Gould tests the influence of supplemental financiers using carefully
collected data on more than 200 conditioned IMF arrangements in 20
countries from 1952 to 1995. Her statistical analysis reveals that when
supplemental financing comes from private financial institutions,
bank-friendly conditions are more common. The amount of lending
and grants the country received from the US, on the other hand, was
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negatively associated with bank-friendly conditions. So, bank-friendly
conditions were more likely when countries used private financial assis-
tance, but less likely when the country received financing from the US.
Even after economic variables that predict IMF lending were included,
the private bank finding remained.26

In addition to her statistical work, Gould also recounts some
shocking anecdotes. For example, an SBA with Ghana in 1983 stipu-
lated that the IMF loan to Ghana be deposited directly in a Bank of
Ghana account held at the Bank of England, and that the Bank of
England was to transfer the deposit directly to the Standard Chartered
Bank to repay a short term loan it had made to Ghana. So the IMF
loan never even reached Ghana, but rather went directly to repay a
commercial bank.27

Gould has done the first extensive work that systematically covers
the details of IMF agreements — something Chapter 5 addresses. Her
work shows that the IMF is influenced not only by its members
directly, but also indirectly by private lending institutions whose
supplemental financing is often required for an IMF program to be
successful.

Summary

Who controls the IMF? The evidence presented in this chapter demon-
strates that no single mechanism of control accounts for all of the actions
of the IMF.

To an extent, accountability problems leave some room for the IMF
to behave independently. Such problems account in part for the growth
of the IMF staff and for excessive lending to developing countries
before reviews of the IMF budget. This explains why the IMF does not
always lend to countries facing severe crises — sometimes lending
simply justifies the IMF budget. But this is not the only non-economic
crisis reason for IMF lending.

To an extent, the United States, as the economically most powerful
member, is able to use the IMF as a tool of foreign policy, pushing the
IMF to pursue its political goals instead of the mandated economic
goals of mitigating balance of payments problems. As such, the IMF
lends to countries favored by the US and is less likely to lend to coun-
tries not favored. The excellent work in this area still leaves some
important open questions: How does the US use its influence? Does it
push most often to reward countries that cooperate with the US, coun-
tries that are strategic allies, or countries with strong economic ties to
the US? And what about the other members of the IMF? A
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burgeoning area of research considers the extent to which other
powerful members of the Fund — Japan, Germany, France, and the
United Kingdom — also exert political pressure on the IMF.

To an extent, private financial institutions exert direct influence on
the IMF. When supplemental financing is required from them because
a country’s balance of payments problems are so severe that the IMF
loan alone is not sufficient, private financial institutions may be put in
a position to shape the IMF economic program. In these situations,
private financial institutions are likely to insist that the IMF impose
the condition that they be repaid before future IMF loans can be
distributed to the country.

For those who long for an idyllic international institution, these
accounts of the IMF may seem disappointing. But what about the
naive suggestion that the IMF acts according to its mandate as laid
out in the Articles of Agreement? Members contribute resources to
the Fund supposedly for the institution to act as an international
lender during times of economic crisis. Perhaps this view is not so
naive after all. None of the studies discussed in this chapter disputes
that the IMF enters into arrangements with countries facing economic
crises. The statistically significant findings discussed in this chapter
held even when economic factors were controlled for. But those economic
factors themselves were also statistically significant. It would have been
truly disappointing if the standard economic variables failed to predict
IMF program participation. The conclusion would have been that
the IMF completely disregards its mandate and simply acts according
to the influence of international and bureaucratic politics.

But this is not the case. As the next chapter shows, the expected
economic factors definitely do play a role in the activities of the IMF.
They do not tell the entire story — political factors at the international
level and at the domestic level in developing countries do play a role.
Yet, one should not ignore the fact that to a great extent the IMF is a
technocracy. 1t is staffed by economists who pursue the very tasks laid
out in the Articles of Agreement.



3 Why do governments participate
in IMF programs?

Some of the evidence presented in the previous chapter might lead one
to believe that US foreign policy concerns completely dominate the
question of who gets loans from the IMF. Yet, economic conditions
were also found to be significant factors in determining which coun-
tries participate in IMF programs. To the extent that economic factors
have systematic effects on the patterns of participation in IMF
programs, the IMF acts according to its mandate laid out in the
Articles of Agreement. A country’s level of development, its balance of
payments situation, its foreign reserve position, and its level of foreign
debt all influence IMF lending decisions. Technocratic concerns deter-
mine much of what goes on at the IMF.

It is also important to realize that participation in an IMF program
is a joint decision between the IMF and the recipient country. Inter-
national politics tell only part of the story. For there to be an IMF
program, both the IMF and a government must agree on the details of
the arrangement. This chapter presents the decision of the government
to enter into an IMF program. This decision depends on a govern-
ment’s need for an IMF loan and on the desirability of IMF
conditions. The country’s economic situation and political constraints
faced by the government both play a role.

Recall from Chapter 1 that an IMF program does not just consist of
a loan; strings are attached in the form of policy conditions. These
policies can be severe. The IMF views balance of payments shortfalls
as a problem of excess demand for imports. To address such a problem,
consumption of imports must be curtailed. This can be done by
reducing public expenditures and raising taxes (fiscal austerity), by
raising interest rates and restricting credit creation (tight monetary
policy), and sometimes by devaluing the national currency.

Why would a government ever agree to such conditions? The
obvious answer is that the country desperately needs the IMF loan.
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Yet, as the next chapter discusses, economic imperatives tell only part
of the story of why governments participate in IMF programs. Some-
times governments actually want specific IMF policy conditions to be
imposed on them. There are various political stories, such as a scape-
goat story, where governments seek to blame the IMF for poor economic
performance. There is also a signaling story, where the government
seeks to use the IMF to tie its hands to send a credible signal of its
commitment to economic reform to investors and creditors. The most
theorized political story, however, and the one most supported by both
anecdotal and systematic evidence is a “leverage” or “tipping the
balance” story, where governments use the outside pressure of the
IMF to push through unpopular policies that the government actually
wants to implement. Before turning to these political stories of partici-
pation, however, this chapter begins by addressing the evidence of the
economic story of participation in IMF programs.

The need for a loan story

The standard story for why governments enter into IMF arrangements
is that they face some kind of shortfall in foreign reserves. In one basic
scenario, for example, a country may simply be importing more than it
exports. To pay for goods from abroad, importers must use “hard
currency,” like the dollar, the yen, the pound or the euro. So importers
exchange local currency. Without balanced exports, eventually local
banks may begin to run out of hard currency to provide. When this
happens, it becomes difficult to purchase important imports. These
imports may include inputs required for the economy to function —
such as tractor parts for agricultural activities to continue, or manufac-
turing inputs, or petroleum. They may also include food stuffs
necessary for the very sustenance of the population. For its survival, a
government may seek out an IMF loan of foreign currency in order to
maintain at least the most important imports.!

What precipitates a situation like this? In some cases, this is due to a
bad economic shock. For example, the country may be reliant on exports
of one primary product to generate foreign exchange, and for reasons
that have nothing to do with the country’s economic policies, the world
price for that product may drop dramatically. The lower price may be
so severe that the country cannot generate enough foreign exchange
through its exports to maintain its imports. A large balance of
payments deficit may ensue, along with a drop in the country’s foreign
reserves. The country’s government may turn to the IMF to help get
through this economic shock.
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In other cases, the need for an IMF loan may be due to bad policies.
For example, a government may engage in public spending that outpaces
tax revenue. Unsustainable levels of expenditure may lead the govern-
ment to borrow from international creditors. If the public expenditures
do not generate economic growth and are wasteful, the government
may find itself unable to pay the service on its foreign debt. As foreign
reserves are depleted to make debt payments, the government may turn
to the IMF for a loan of additional foreign exchange, lest the country
go into default with its creditors.

As described in Chapter 1, the Articles of Agreement mandate that
the IMF can engage in temporary lending to its members for the purpose
of addressing balance of payments problems. Obviously, then, balance
of payments problems should predict when governments enter into
IMF programs. Surprisingly, this is not born out in all studies. While
some studies have found that increasing the balance of payments deficit
is a good predictor of countries participating in IMF programs,2 many
studies have not found that the balance of payments is a statistically
significant predictor.3 My research shows that while the overall size of
the balance of payments deficit matters, certain key components of the
balance of payments do not. The current account — which measures
credits minus the debits of goods, services, income, and current trans-
fers — is not a strong predictor of participation in IMF programs.

Rather than simply rely on summaries of these previous studies
(references are in the notes to this chapter), consider looking directly at
data. Figure 3.1 presents the average current account balance of coun-
tries before and after they participate in IMF programs. The data on
IMF program participation come from various IMF Annual Reports
and are available from my web page: http://pantheon.yale.edu/~jrv9.
The current account data come from World Development Indicators,
which is published annually by the World Bank.4 The data cover the
period 1970-2000 for 174 countries, although there are not an equal
number of observations per country because of missing current account
data and because some countries become independent or cease to exist
at different times. In total, there are 3,541 “country-year” observations
of current account balance as a percentage of gross domestic product
(GDP).5 The average balance of payments deficit for the current
account as a percentage of GDP for all observations is 4.14.

Figure 3.1 shows no clear-cut relationship between IMF participa-
tion and the current account — there is no obvious trend before or after
participation. There is a peak average deficit of 6.46 percent of GDP
the year before governments enter into IMF programs, but there are
also peaks of 6.23 percent of GDP five years before participation and
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Figure 3.1 Average current account deficit before and during IMF program
participation: no clear pattern emerges.

6.55 percent of GDP four years after participation begins. The average
current account deficit appears to drop the first and second years after
participation begins, but it is also relatively low two to four years
before participation begins. Figure 3.1 also reports relatively wide stan-
dard deviations for each average current account deficit, which indicate
a wide variety of experiences before and after countries begin partici-
pating in IMF programs.

As this chapter shows below, using more sophisticated statistical
tests, there appears to be a weak correlation between the current account
and participation in IMF programs in the expected direction — govern-
ments are more likely to participate when the current account deficit is
high — but the relationship is not statistically significant.

Instead of looking at the current account balance, what about simply
looking at a country’s stock of foreign reserves? Note that the Articles of
Agreement also indicate that the IMF should lend to countries facing
shortfalls in foreign reserves. Existing studies confirm that this variable
does predict participation in IMF programs.6 Again, rather than rely on
other studies, consider the data presented in Figure 3.2. This figure
presents average foreign reserves — measured as a proportion of the
country’s average monthly imports — before and during IMF program
participation. The foreign reserves data come from World Development
Indicators. From 1965 to 1998 there are 3,266 country-year observations
for 168 independent countries. The average level of foreign exchange held
on reserve is equal to 3.3 times the monthly imports. When countries are
observed participating in IMF programs, reserves average just 2.7 times
monthly imports. When countries are observed not participating,
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Figure 3.2 Average foreign reserves before and during IMF program
participation: low foreign reserves predicts turning to the IMF.

reserves average 3.6 times monthly imports. Simply stated, reserves are
lower for program countries. Figure 3.2 reveals that there is a pattern
driving this. Foreign reserves’ plummet the year before countries enter
into IMF programs. They appear to rebound slightly, perhaps because of
the loans associated with IMF programs, but remain low while countries
participate. More rigorous analysis of these data — presented later in
the chapter — indicates that this relationship is statistically significant.

Governments may also need to turn to the IMF for a loan when the
service on their outstanding debt becomes too burdensome. Several
statistical studies show that high levels of indebtedness are associated
with IMF program participation.8 A look at the data also confirms
this finding from the literature. From 1970 to 2000, there are 3,063
observations of debt service from 134 countries. The debt service data,
measured as a percentage of gross national income (GNI), come from
World Development Indicators. Overall, the average debt service is 5.07
percent of GNI. For countries participating in IMF programs, average
debt service is 6.40 percent of GNI, but when countries are not partici-
pating, the average is 4.03 percent of GNI. Figure 3.3 shows that on
average, debt service increases one to two years before countries turn
to the IMF. There is a sharp increase the first year a country turns to
the IMF, and as participation continues debt service drops slightly —
perhaps because of successful debt renegotiations — but remains higher
than in countries not participating in IMF programs. Again more
rigorous analyses — presented below — confirm that this pattern is
statistically significant as well.
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Figure 3.3 Average debt service before and during IMF program participation:
high debt service predicts turning to the IMF.

Recidivism and sovereignty

Economic factors do explain — in part — participation in IMF
programs. But they do not tell the whole story. One non-economic
factor that has been cited in the literature to predict IMF program
participation is past participation.” According to Graham Bird, the
reason for this lies in the lack of IMF programs producing sustainable
economic growth: “... as long as Fund-backed programs fail to effec-
tively encourage economic growth as a top priority, many developing
countries will remain Fund recidivists... .”10 Indeed, the most obvious
explanation for this finding is that countries turning to the IMF for
economic reasons in the past are likely to have economic problems
again and, thus, enter another IMF arrangement.

Yet, past participation is such a strong predictor of present partici-
pation that this factor is statistically significant even after one controls
for economic factors. To understand what this means, imagine that two
countries face the exact same economic circumstances but one of them
has participated in IMF programs in the past and the other has never
participated before. The country with the past experience is substan-
tially more likely to enter into a new IMF arrangement than the other
country. This implies that past participation in IMF programs makes a
country more likely to return to the IMF, regardless of the economic
impacts of IMF programs.

As Figure 3.4 shows, the proportion of countries entering into IMF
programs with and without past experience has remained fairly steady
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over time. The figure includes all observations of countries not partici-
pating in IMF programs and depicts the percentage of them that entered
into an IMF program the following year. The pattern is clear: the
proportion of countries entering into IMF programs for countries with
past experience is two to four times greater than the proportion of
countries that have no experience.

Recall that IMF lending is intended to be temporary. Chapter 1
described different lending facilities at the IMF in terms of differing
time horizons. SBAs are intended to last between one to two years, while
EFF, SAF, and ESAF/PRGF programs are intended to last three to four
years. Yet, the typical pattern is for a country to sign consecutive agree-
ments. Part of this can be explained by a crisis situation not allowing
enough time to plan a full four year program. When a country is facing
a severe crisis, the IMF may quickly put together an SBA that lasts one
year, and then begin a four year PRGF. But this can only explain some
cases. It cannot explain the overall pattern of extensive participation
among developing countries.

Consider the following data: since the first IMF agreement in 1952
until 2000, governments entered into 936 separate IMF arrangements
(SBA, EFF, SAF, and ESAF/PRGF) that spanned a total of 1,838
country-years. Some of these arrangements lasted only one year, others
dragged on for over five years (for example, Honduras entered into an
ESAF program on 24 July 1992 that lasted until 24 July 1997). The
average length of a spell of participation — where a spell is defined as
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Figure 3.4 Entering into IMF programs: with past participation versus without
past participation.
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consecutive years of participation in conditioned IMF arrangements,
regardless of how many times agreements were resigned — was 5.5 years.!!

In the meantime, countries with a past history of IMF participation
were likely to return again to the IMF. For countries with a past history
of IMF programs, the average spell of non-participation was 6.4 years.
On the one hand, this figure includes spells of non-participation that
may continue beyond the year 2000, so it may underestimate how long
countries can go without the IMF. On the other hand, it also includes
spells of non-participation for the developed world, where countries
used the IMF early on and have never returned. For example, the
United States entered into SBAs on July 22 in 1963 and 1964, and
Japan entered into an SBA on January 19, 1962 and March 11, 1964 —
neither country ever returned. Excluding countries with per capita
incomes greater than $10,000,!2 the average spell of non-participation
was just 5.2 years. So the overall typical experience of developing
countries is to spend about five years participating in IMF programs,
followed by about five years not participating, followed by five more
years of participation, et cetera. And then there are the extreme cases.
Table 3.1 presents the countries that had consecutive years of IMF
participation for ten years or more.

What explains this so-called recidivism? Certainly part of the reason
that countries return to the Fund again and again is that IMF
programs have been largely unsuccessful in promoting economic devel-
opment, as Chapter 4 describes. Indeed, to the extent that IMF policies
hurt economic growth, they may set the stage for continued reliance on
IMF loans. In this sense, IMF programs have been compared to an
addictive and harmful drug.!3 If recidivism were driven entirely by
poor economic performance, however, then the correlation between
past participation and continued participation would disappear once
one accounted for economic factors. It does not. Indeed, statistical
work that distinguishes between the probability of entering into IMF
programs from the probability of continuing IMF programs reveals
that economic factors predict entering far better than they predict
continuing. There seems to be something about past participation that
actually causes countries to return and continue participation.

One possibility is that participation in IMF programs establishes
connections between individuals in a country’s government and indi-
viduals at the IMF. Such interpersonal connections may lower the
transaction and negotiation costs of future agreements, thus making
the next IMF program more readily available. There have been no
empirical studies of such a possibility, although there is evidence that
individual connections matter. Economists Robert Barro of Harvard
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Table 3.1 Countries with extensive continuous participation in IMF programs

10 year spells 13 year spells 18 year spells
Honduras (1966) Paraguay (1969) Peru (1971)
Haiti (1967) Korea, South (Rep.) (1977)  Colombia (1974)
Chile (1970) Uruguay (1987) Costa Rica (1997)
Gambia (1991) Sierra Leone (1989) Argentina (2000)
Ghana (1992) Madagascar (1992) Philippines (2000)
Ecuador (1992)
Lesotho (1997) 14 year spells 19 year spells
Burkina Faso (2000) Senegal (1992) Mali (2000)
Nicaragua (2000) Morocco (1993)
Mongolia (2000) Mauritania (1998) 20 year spells
Bulgaria (2000) Gabon (1999) Panama (1987)
Romania (2000) Mozambique (2000) Jamaica (1996)

Uganda (2000) Togo (1998)
11 year spells
Turkey (1971) 15 year spells 21 year spell
Philippines (1981) Bolivia (1970) Haiti (1990)
Somalia (1990) Liberia (1977)
Mexico (1993) Zaire (1990)
Jordan (1999) Guinea (2000)
El Salvador (2000) Bolivia (2000)
Guyana (2000)

16 year spells
12 year spells El Salvador (1973)
Kenya (1986) Yugoslavia (1986)
Zambia (1987)

Cote d’Ivoire (1992)
Malawi (1999)
Benin (2000)

17 year spells

Guyana (1983)

Note: Year indicates when the spell ended. If 2000, the spell may have continued.

University and Jong-Wha Lee of Korea University study the relation-
ship between the proportion of IMF staff who come from a particular
country and the likelihood of that country participating in an IMF
program. They find that, in fact, countries with more nationals on the
staff of the IMF are more likely to participate.!4

Yet another way of thinking about the recidivist phenomenon is to
ask the reverse question: Why are countries with no past experience
less likely to enter into an IMF program in the first place? The answer
may have to do with national sovereignty. In particular, it has to do with
the domestic audience costs of participating in IMF programs — the
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“sovereignty costs” of participation. When a government enters into an
IMF program, opposition to the government can accuse it of “selling
out” to the international institution.!5 As the IMF has come to symbolize
Neo-Western Imperialism in the minds of many throughout the devel-
oping world, this can be a serious accusation, one that has led to protests
and evening rioting in the streets against governments. Never having
submitted to the IMF can be a source of national pride. The first
government in a country’s history to submit to IMF conditionality often
faces a severe cost for sacrificing sovereignty.

In a country where IMF programs have become business as usual,
however, the costs of “selling out” are smaller. The IMF may not be
popular, but it is difficult for opposition to claim that the current lead-
ership is selling out by signing an IMF arrangement if many previous
leaders have also done so. Indeed, if the opposition leaders have ever
been in power, it is likely that they themselves have actually signed
IMF arrangements. The argument is thus that past participation in
IMF programs lowers domestic sovereignty costs of participation and
makes governments more likely to return to the IMF again in the
future. If a government can point to other examples of leaders in a
country’s history who turned to the IMF, the stigma of bowing to the
IMF is lower.

The sovereignty cost story can help explain a peculiar regional
pattern of participation: IMF programs were prevalent throughout
Latin America during the 1960s and 1970s, but many developing
African countries did not participate until the 1980s. The explanation
goes as follows:

In the early years of IMF programs, there was no stigma associated
with participation. The institution had been intended to help mainly
Western European countries, and the first arrangements were with
them. Along with the European countries, developing countries in
Latin America entered into SBAs. By 1965, all Latin American coun-
tries had participated in an IMF SBA. During this time period it was
difficult to see IMF participation as a sacrifice of national sovereignty —
even the Western superpower, the United States, completed a stint of
participation in 1963/4, signing two consecutive arrangements. The
sovereignty costs in terms of “selling out” to the powers of Western
capitalism were low, if a factor at all.

As the rigors of conditionality increased and the IMF became
exclusively focused on just developing countries, sovereignty costs
increased. By the time conditionality and the “sell out” stigma had
become severe, Latin American countries already had years of experi-
ence with the IMF. This is not to say that people opposed to IMF did
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not accuse their governments of selling out when they signed IMF
arrangements — they certainly did — but the costs of such accusations
were lower in countries with longer histories of IMF programs.

Countries with little to no history of IMF programs by the late
1970s, on the other hand, faced high sovereignty costs of being the
first government in a country’s history to submit to the IMF. Such was
the case for many African countries. In the early 1960s, when sovereignty
costs were still low, most African countries were only just gaining inde-
pendence. These countries were simply not around to enter into IMF
programs when sovereignty costs were at their lowest. Since the IMF
stigma had grown by the time these countries were in need of IMF finan-
cial assistance, many African countries resisted signing a conditioned
IMF arrangement. They sought loans and grants from other sources
and from IMF unconditioned facilities.

A good example of this phenomenon is the case of Nigeria. No
government of Nigeria ever signed an IMF arrangement until 1987,
even though the country faced a severe economic need for an IMF
loan throughout the 1980s. Indeed, Nigerian governments first started
negotiating with the IMF for a program in 1981. From 1981 to 1987,
three different leaders were in power. All of them considered an IMF
program — even entering into negotiations with the Fund — but all of
them decided against an IMF arrangement. The sticking point was
not austerity policy. Each leader during this period — democratically
elected President Alhaji Shehu Shagari (1979-1983), and dictators
Major General Muhammadu Buhari (1984-1985) and Major General
Ibrahim Babangida (1985-1993) — pushed through high levels of
economic austerity. The sticking point during the IMF negotiations
was the devaluation of the national currency, the naira, which was
considered by many to be a symbol of national sovereignty. Shagari
announced that Nigeria would “not be dictated to” by the IMF.16
Buhari proved his independence by pushing through economic
austerity so severe it went beyond what many advised — all the while
he refused IMF assistance. Babangida eventually signed an IMF
program in 1987, but it was not until he had pushed through all of the
conditions the IMF would demand on his own — before actually
signing. He made known to the Nigerian public that all IMF policy
conditions had been already met, so that the IMF arrangement
involved just the loan.

When Babangida had first come into power in 1985, he had tested
the water. In order to gauge just how strongly public sentiment opposed
the IMF, Babangida invited the entire country to participate in what he
called a “town meeting” on the IMF. People responded. The New York
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Times reported that “Day after day on dusty street corners, in tiny
shops and air conditioned offices, people are arguing, waving fists and
shouting about the International Monetary Fund.”!7 As protest raged
in the streets, Babangida warned people to expect sacrifices whether an
agreement was signed or not. Yet, he promised that “whatever decision
we take, whether for or against [an IMF arrangement], I maintain that
it is going to be decision based on what the Nigerian populace
wants.”18

People were opposed to the IMF. Protest came from all sectors of
society: labor, business, university professors, students, and traditional
leaders. Headlines such as “IMF Loan: A Tentacle of Capitalism” and
“IMF: What For?” appeared in Nigerian newspapers. Nigerians
preferred to tighten their belts without IMF assistance than to give up
their national sovereignty. To widespread support, Babangida eventu-
ally suspended all IMF negotiations and declared a tough austerity
program by which Nigeria would go it alone. The new austerity
measures included reducing petroleum subsidies (doubling gasoline
prices), public divestment from agriculture production, hotels, food
and beverage industries and electrical manufacturing, and new taxes
on corporate profits, dividends and rents.!® Babangida imposed economic
austerity, as if under an IMF program, but without an IMF loan.
When world petroleum prices dropped again in 1986, the government
devalued the naira. At this point, the IMF publicly announced that it
was willing to grant Nigeria a loan, since the government had complied
with all IMF economic policy conditions ex ante.20

With the stain of submitting to IMF policy conditions gone,
Nigeria finally entered into its first SBA in January 1987. The country
had held off the IMF for over five years of economic crisis with its
own economic austerity before accepting an IMF loan with policy
conditions attached. Yet after signing its first IMF arrangement,
Nigeria entered into its second IMF arrangement in February 1989,
and its third arrangement in January 1991. Once the ice was broken,
the country was more likely to sign again and again.

One reason, therefore, that countries with no previous experience
with IMF programs are less likely to enter into an IMF arrangement
even when facing bad economic conditions is that governments face a
more severe stigma for sacrificing national sovereignty in these situations.

One region of the world, however, does not fit this sovereignty cost
story: Eastern Europe. Many Eastern European governments happily
embraced IMF economic reform programs after the fall of Communism
in the early 1990s. With the ideological shift towards the West,
bringing in the IMF did not have a negative anti-Western stigma.
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Rather, many governments argued that IMF policies, while costly in
the short run, were needed for prosperity in the long run. Not everyone
agreed that the governments advocated the correct policies, but since
the governments were forthrightly in agreement with the IMF, they
were not accused of “selling out.” Instead, some governments used the
weight of the IMF to help push through unpopular policies.

Bringing in the IMF to gain leverage over opposition is a tactic that
has been used elsewhere as well. Before he was deposed from power,
Shagari administration officials in Nigeria admitted (under the condi-
tion of anonymity) that “the whole idea of bringing in the IMF is to
get the alibis to persuade the politicians of what we need to do.”2!
While sovereignty costs proved too high for Shagari to actually enter
into an IMF program, the need for an IMF loan was not the only
reason his administration first opened negotiations with the IMF for a
program. The government was also seeking international leverage to
push through the unpopular austerity measures preferred by the
government. This leads to a domestic political story of why govern-
ments enter into IMF programs.

The domestic desire for conditions

Sometimes the key to understanding IMF participation is as much
political as economic. There are three political stories of why govern-
ments may want conditions imposed: a blame story, a signaling story,
and a leverage story.

The most obvious is the blame story. Governments may desire
conditionality so they can blame the IMF for unpopular policies.
Political scientist Karen Remmer of Duke University contends that the
presence of the IMF “allows authorities to attempt to shift blame for
austerity to the Fund” and that the “power of the IMF remains a useful
myth to explain difficult economic decisions.”22 Economists Sebastian
Edwards of the University of California at Los Angeles and Julio
Santaella of the Instituto Tecnologico Auténomo de México argue
that governments facing domestic opposition to devaluation get the
IMF to do their “dirty work”: “By involving multinational bodies in
the decision-making process, local politicians can shield themselves
from the political fallout associated with unpopular policies.”23 Generally,
Vaubel states that international organizations enable politicians “to
shirk domestic responsibility for unpopular policies.”24

To test this story, political scientist Alastair Smith of New York
University and I looked at the effect of IMF programs on the survival
rates of leaders. If the IMF is an effective scapegoat, participating in
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an IMF program should increase survival rates after economic circum-
stances are accounted for.25 We found, however, that being under an
IMF program only increases survival rates under certain conditions.
Among democracies, we found that IMF programs had the effect of
increasing survival rates only among leaders who inherited TMF
programs. Democratically elected leaders can effectively blame the
IMF for economic problems if the previous administration originally
entered the IMF arrangement. The reason for this is that a government
that enters into an IMF arrangement and blames the IMF for bad
policy advice appears impotent. The IMF may be used as a scapegoat,
but not by the government that originally brought in the IMF.

A second political story is signaling. One reason governments argue
that the program is necessary, even if the policies themselves are painful,
is that the IMF program sends a “signal” to investors and creditors
that the country is a good risk. The pain of economic austerity indi-
cates that the country is willing to pay a high price to keep its promises
of repaying debt and that the country is dedicated to maintaining a
safe environment for investors. The IMF “seal of approval” is supposed
to bring in what has become known as “catalytic finance.”

Evidence in favor of a “seal of approval” effect, however, is weak.
Economists Graham Bird and Dane Rowlands have found no evidence
that investment increases when countries participate in IMF programs.26
Nathan Jensen has found that participation in IMF programs actually
has a negative effect on foreign direct investment in developing coun-
tries.2” There is one piece of evidence, however, supporting the
signaling story. Political scientists Nancy Brune of Yale University,
Geoffrey Garrett of University of Southern California, and Bruce
Kogut of INSEAD find that the value of national assets that are priva-
tized under the auspices of an IMF program are significantly higher
than the value of assets privatized without the IMF.28 They argue that
this is because privatizing under the IMF sends a signal to potential
investors that the privatization process is credible. Perhaps the most
powerful signal IMF programs can send, however, is a negative one for
countries whose programs fall apart. Rejecting the IMF is costly
because it limits access to IMF credit?° and sends negative signals to
creditors30 and investors.3! The country as a whole may suffer from
such negative signals.

The high costs of rejecting the IMF once under an IMF program
are the key to the leverage story of IMF participation. As Stanley
Fischer, the former First Deputy Managing Director of the IMF
explains, “Policy conditionality can be interpreted as a ... penalty, as
seen from the viewpoint of the borrower country’s policy makers.”32
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Yet, many have argued that a reform-oriented executive may want the
IMF to impose conditions to help push through unpopular policies.
Political scientist Robert Putnam of Harvard University cites IMF
negotiations with Italy in 1974 and 1977 as instances where “domestic
conservative forces exploited the IMF pressure to facilitate policy
moves that were otherwise infeasible internally.”33 He follows the work
of economist Luigi Spaventa of the University of Rome, who argues
that even “the unions and the Communists actually favored the
austerity measures, but found the IMF demands helpful in dealing
with their own internal [domestic] constituents.”34 James Bjork makes
a similar observation about Poland. He contends “that most of the
macroeconomic program imputed to IMF conditionality can be more
accurately traced to economic imperatives or to domestic Polish polit-
ical factors.”35 Economist Avinash Dixit of Princeton University
claims that when “domestic constituents press for protection, subsidies,
or inflationary finance, the treasuries can point to the conditions
imposed by [the IMF] in return for much needed project loans or
foreign currency.”36 This line of argumentation follows a broader polit-
ical phenomenon described by a prominent political scientist of the
twentieth century, Thomas Schelling: “The power to constrain an
adversary may depend on the power to bind oneself.”37 Here, the
power to bind oneself comes from the IMF.

How exactly does an IMF agreement help to push through unpop-
ular reforms? Economist Allan Drazen of the University of Maryland
suggests one mechanism. Suppose an executive wishes to change a
government policy, such as expenditures on defense, but faces opposi-
tion. Say the opposition has veto power over policy change in this
area. A lucrative IMF loan can help the executive persuade this “veto
player” to approve the policy change, lest they forgo the next install-
ment of the IMF loan.38 Failing to comply with IMF programs also
has costs in addition to not receiving the loan installment, since credi-
tors and investors follow signals from the IMF.

One key to the leverage story is that executives enter into IMF
arrangements without any formal domestic ratification process. Recall
from Chapter 1 that IMF arrangements are explicitly not legal interna-
tional agreements. Instead, IMF arrangements are spelled out in a
“Letter of Intent,” written by IMF staff and government officials and
formally sent from the country’s executive branch — recognized as the
country’s “proper authority” over the economy — to the IMF
Managing Director. The Managing Director subsequently brings it
before the IMF Executive Board for approval. Once the Board
approves the Letter of Intent, the country is under an IMF program.
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The approval of potential opponents to IMF policies who are in a
position to block policy change — such as the legislature in a presiden-
tial system or a coalition partner in a parliamentary system — is not
required for the executive to enter into an IMF arrangement. The
approval of these “veto players” is bypassed, and the payoffs for
enacting policy change have been altered. Now, the potential veto
players must oppose not just the finance ministry but also the IMF.
Failure to enact policy change becomes more costly because the IMF
may restrict access to loans, it may preclude debt rescheduling with
creditors who require an IMF arrangement to be in good standing,
and it may result in decreased investment if investors take cues from
the IMF.3% These increased costs may lead veto players to approve of
policy changes that they otherwise would have opposed.

Such a strategy is available to executives in different types of
regimes — democracies and dictatorships alike. Political scientist Louis
Pauly of the University of Toronto tells the story of a finance minister
of a developing country who “specifically requested the managing
director of the IMF to include in the routine surveillance report on his
country a reference to the need to cut military expenditures ... [T]he
ruse apparently achieved its objective of adding weight to the views of
the minister.”40 In another dictatorship, the reform-oriented govern-
ment of President Ali Hassan Mwinyi used an IMF agreement in 1986
to put pressure on socialist leadership in the Chama Cha Mapinduzi
revolutionary party that dominated Tanzanian politics to increase
interest rates and cut public spending.4!

Under democracy in Brazil, where President Cardoso entered into
an IMF arrangement at the end of 1998, the Fund called for Brazil to
meet certain conditions in return for a loan: cutting overall federal
expenditures by 20 percent, cutting federal infrastructure projects by
40 percent, and reforming the social security system.42 President Cardoso
had been trying for years to get the approval for some of these
measures but met resistance from within his governing coalition. After
the East Asian financial crisis, Cardoso presented the changes as neces-
sary to win IMF approval: “The whole world is watching us, watching
to see if we’ll be able to resolve the crisis.”’43 Under such scrutiny, those
resisting reform acquiesced on some issues, and the pace of reforms
stepped up.#4

As another example, consider Uruguay, where the executive entered
into an IMF arrangement in 1990 despite a strong reserve position and
despite surpluses in both the current account and the overall balance
of payments. Uruguay did not need an IMF loan, but the newly elected
president, Luis Alberto Lacalle, faced tough opposition to his unpopular



66  Participation in IMF programs

program of economic reform. Over the course of his administration,
his coalition party and eventually even his own party abandoned him.
Lacalle had few domestic allies for his reform program, and so he
brought in the IMF to have conditions imposed. While he was unable
to push through his entire program, he had many successes, notably
recording the highest budget surplus in Uruguay’s history. Although
a majority of legislators (even many from his own party) denounced
Lacalle, the legislature reluctantly voted in favor of measures demanded
by the IMF.45

One can go on and on with anecdotes, but are there more systematic
ways to test this story? One possibility is to consider measures of resis-
tance to policy change that vary across countries and over time.

IMF programs can most help to change policy when there is greater
resistance to policy change. Political scientist George Tsebelis of
UCLA argues that systematic resistance to policy change is in part a
function of the number of veto players in a political system.4 The
intuition behind his argument is straightforward: policy change is less
likely when more people are required to agree.47 The number of actors
who must agree — the number of veto players — depends on the polit-
ical system. In most dictatorships, there is one just actor — either a
single dictator, or a single party. In presidential systems, the president
and the legislature must agree. In multi-party parliamentary systems,
the governing coalition may include various political parties who must
agree.48 As the number of veto players increases, the probability that
one of the veto players is opposed to policy change also increases.#° In
such a situation, the outside pressure of an IMF arrangement may be
useful to force through a change in policy.

Figure 3.5 shows the rates of participation in IMF programs for
different numbers of veto players.50 The figure presents 1,296 country-
year observations of 128 developing countries (per capita income less
than $8,000 1995 PPP5!) from 1975 to 2000, where the average number
of veto players is 2 and the median number of veto players is 1. Note
that the figure depicts the proportion of governments entering into
IMF programs — i.e. governments that are already participating are not
considered.

The figure shows a clear upward trend in the rates at which govern-
ments enter into IMF arrangements, although the trend is attenuated
when there are too many veto players in the political system.52 This
may be due in part to the fact that countries with many veto players
tend to be more economically developed, and such countries tend not
to turn to the IMF for a loan. This possibility illustrates the impor-
tance of holding constant — or “controlling” for — economic factors
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Figure 3.5 IMF participation by number of veto players.
Note: Per capita income < $8000.

when testing this story. Besides controlling for per capita income, it is
important to hold constant other economic variables that have been
addressed. This is especially important because it is possible that coun-
tries with many veto players are simply more likely to have economic
crises. The additional veto players may make these political systems
less able to make economic policy adjustments, so governments end up
needing an IMF loan for economic reasons. To check for this, consider
a more rigorous statistical test, which can account for these other
determinants of IMF participation.

Estimating the probability of entering IMF programs statistically

Throughout this chapter, references have been made to “more rigorous
statistical tests.” This section presents such a test.53 Some of the discus-
sion is technical but intuitions are also provided. The purpose of this
section is to test for the relationship between the number of veto
players in a political system and IMF participation, as well as test for
the effects of the other variables discussed in this chapter: per capita
income, current account balance, foreign reserves, debt service, and past
participation. This section reinforces what has already been covered in
the chapter for readers curious about what a more rigorous statistical
test would look like. For readers content with the basic summary
provided above, this section can be skipped.

What kind of statistical model should one employ when testing
stories of IMF participation? Note that the argument about the effects
of veto players in a political system is not about participation in
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general, but rather about the likelihood of entering into IMF programs.
Thus, the statistical model used here is called “dynamic” because it
accounts for a transition over time — entering into IMF programs. (As
discussed in the section above on “recidivism,” the continuation of IMF
programs is a different story.) The easiest way to understand the
dynamic model is to imagine all of the observations of countries not
participating in an IMF program, then ask: Which of them, the
following year, enter into an IMF arrangement, and under what circum-
stances with respect to the “variables” per capita income, current
account, foreign reserves, debt service, past participation, and number
of veto players? The statistical model (called “dynamic logit”) esti-
mates the likelihood of entering into an IMF program based on the
observed values of the “variables” included in the model. There are
two basic questions the statistical model allows one to address: (1)
what is the direction of the relationship between each “variable” and
the likelihood of entering into IMF arrangements, and (2) how strong
is the relationship — is it due just to luck or is it a systematic relation-
ship that holds with some degree of regularity?

In Table 3.2 below, the column labeled “coefficient” reports the
direction and magnitude of the relationship, and the column labeled
“p-value” reports the probability that the relationship is due to just
luck — a high score indicates that the relationship does not hold for
many cases, while a low score in this column indicates a high chance of
a systematic relationship.

The results presented in Table 3.2 confirm and summarize all of the
results that were reported in this chapter. Let us go through the coeffi-
cients one by one. First, there is the “constant” term, which is like a
variable that is coded 1 for all observations. The coefficient on the
constant is estimated simply as part of the baseline probability. Other-
wise, it really has no other substantive interpretation worth discussing

Table 3.2 Estimating the probability of entering into a spell of IMF
arrangements using dynamic logit

Variable Coefficient p-value
Constant - 1.81 0.00
Per capita income ($1,000s) -0.27 0.00
Current account (% GDP) 0.01 0.54
Foreign reserves (in months of imports) -0.17 0.00
Debt service (% exports) 0.02 0.00
Past participation 0.88 0.00
log(# of veto players) 0.40 0.02

Number of observations 684
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Box 3.1 Dynamic logit

For readers looking for a more technical interpretation of Table 3.2,
the coefficient times the value of the variable is equal to the
natural logarithm of the odds ratio of entering an IMF program:

- . Pr(entering)
coefficient x variable = In [Pr(nTntering)]

So a positive significant coefficient indicates that the variable
increases the probability of entering into IMF agreements; a nega-
tive coefficient indicates that the variable decreases the probability
of entering into IMF agreements.

As for interpreting whether the relationship is systematic or just
a weak correlation driven by luck, the “p-value” for each coefficient
indicates the probability that the true relationship between the vari-
able and the likelihood of entering into IMF programs is zero. In
other words, it is the probability that we cannot safely reject the
null hypothesis that there is no relationship. Only if the p-value is
low can one have confidence that there is a systematic relationship
between the variable and the probability of participation. In the
social sciences, we typically look for a p-value of less than 0.05.

here. It is, however, worth noting the estimated baseline probability of
entering into IMF programs. This will help understand the impact of
the other variables below. Holding all variables in the specification to
their median values, the estimated baseline probability of entering into
a spell of IMF arrangements is 0.15. Considering that the proportion
of actually observed transitions into IMF programs is 0.14 in this
sample, this is a fairly close baseline probability.

Per capita income (measured in $1,000s 1985 PPP) has a negative
effect: —0.27. This effect is statistically significant: note the extremely
low p-value of 0.00. Quite systematically, countries with higher per
capita incomes are less likely to enter into IMF programs. To give this
result more substance, suppose there are two identical “median” coun-
tries which have the same current account balance, level of foreign
reserves, debt service, past participation and number of veto players —
all at the median values for these variables. Yet, they differ in one respect.
One has a per capita income that equals the median — $2, 251 — and the
other has a higher per capita income, say, $4,382 (one standard devia-
tion above the median). The country with the lower per capita income
has a 0.15 probability of entering into an IMF program, while the
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country with the higher per capita income has only a 0.09 probability
of entering into an IMF program. This is a substantial difference,
cutting the likelihood of entering an IMF arrangement by one third.
The implication is clear: more economic development, less reliance on
IMF loans.

The effect of current account — with a coefficient of 0.01 — is not
statistically significant. Note the high p-value of 0.54. This is consistent
with the discussion above and the presentation of data in Figure 3.1.
Current account balance does not predict entering into IMF programs.

The —0.17 effect of foreign reserves, however, is statistically signifi-
cant (p-value of 0.00). When countries have higher foreign reserves,
measured in terms of average monthly imports, they are less likely to
enter into IMF programs. Substantively, if foreign reserves were to
increase from the median value of 2.85 times monthly imports by one
standard deviation up to 6.21 times monthly imports, the probability
of entering into an IMF program would go from the baseline proba-
bility of 0.15 down to 0.09. The effect is of a similar magnitude to the
effect of economic development. Countries are more likely to turn to
the IMF when they face a shortfall in foreign reserves.>4

Debt service has a positive and significant effect of 0.02 (p-value of
0.00). When debt service (measured as a percentage of exports of goods
and services) goes up, a country is more likely to turn to the IMFE. If debt
service were to increase from its median value of 13.4 percent of
exports by one standard deviation to 14.4 percent of exports, the prob-
ability of entering into an IMF program would go from 0.15 up to 0.19.

0.25 1
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0.15 A
0.10 A
0.05
0.00 T T T
1 2 3 4

Number of veto players

a spell of IMF arrangements

Predicted probability of entering into

Figure 3.6 The estimated probability of entering into IMF arrangements
by number of veto players (holding other variables constant).
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Table 3.3 Estimating the probability of entering into a spell of IMF
arrangements using dynamic logit with the larger sample

Variable Coefficient p-value
Constant -2.13 0.00
Per capita income ($1,000s) -0.31 0.00
Past participation 1.08 0.00
log(# of veto players) 0.30 0.03
Number of observations 2,140

Past participation also predicts returning to the IMF. The positive
coefficient of 0.88 is highly significant (p-value of 0.00). As noted
above, the baseline probability of entering into a spell of IMF programs
is 0.15. This is for countries that have already experienced IMF
program participation in their past (the median country has already
participated). For countries that have never participated, however, the
probability of entering is a mere 0.07. This is a powerful effect.
Imagine two identical countries that have the sample median level for
the control variables — per capita income, current account, foreign
reserves, debt service, and number of veto players — but one has already
participated in IMF programs and the other never has. The one with
past participation is more than twice as likely to participate as the one
that never has! This can either be interpreted as recidivism or as
evidence of the importance of sovereignty costs for first-time coun-
tries. This is consistent with what was presented about Nigeria above.
There was great resistance to the first IMF arrangement, but participa-
tion became relatively common thereafter.

Finally, consider the effect of the number of veto players: 0.40 (p-
value = 0.02). Even after controlling for all of the variables discussed
above, the number of veto players in the political system has a statisti-
cally significant positive effect on IMF participation. To get a picture
of the substantive effect of the number of veto players, consider Figure
3.6, which depicts the probability of entering into an IMF program for
political systems with different numbers of veto players.

One concern about the results presented here is the small number of
observations (684). The sample is small not only because we are
looking only at the probability of entering into IMF programs, but
also because there are so many missing observations for the economic
variables of current account, foreign reserves, and debt service. Thus,
Table 3.3 presents a stripped down specification leaving these vari-
ables out and including only per capita income, past participation,
and number of veto players. The substantive results for these variables
hold.
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Conclusion

IMF programs are controversial. As the next chapter shows, IMF arrange-
ments have strong effects on income distribution. Protest — sometimes
violent protest — accompanies the onset of many of these austerity
programs. Thus, the question of why so many governments participate
in IMF programs is an intrinsically interesting and important one. This
chapter shows that there are both economic and political reasons that
governments are willing to submit to IMF conditionality. Typically,
governments need a loan from the IMF because foreign reserves are
low or debt is high. Yet, there are also political motivations. Governments
are more likely to participate in IMF programs when other govern-
ments in the country’s history have already broken the ice.
Governments are also more likely to participate when they face institu-
tionalized opposition in the form of veto players. In these cases,
governments may desire IMF conditionality to help push policies past
such opposition.

The IMF Articles of Agreement indicate that IMF lending should
address balance of payments problems, should be temporary, and
should be consistent with the broader goals of the IMEFE, such as
promoting national prosperity. Yet, this chapter has shown that IMF
programs are not strictly employed to address balance of payments
problems, and they have certainly not been temporary. Have they at
least promoted national prosperity? Chapter 4 shows that they have
not. Before moving on to the effectiveness of IMF programs, however,
one must first ask sow to evaluate IMF programs. Evaluating the
effects of IMF programs is not straightforward because of something
called the “selection problem,” discussed at the beginning of the next
chapter.

So, besides being interesting in its own right, the question of why
governments participate in IMF programs — the selection question — is
also important as a means to understanding the effects of IMF
programs. One cannot evaluate the effects of IMF programs without
understanding the selection process. This is because one must distin-
guish between the circumstances that lead governments to participate
in IMF programs and the inherent effects of IMF programs.



4 What are the effects of IMF
programs?

In classes on international institutions like the IMF, professors right-
fully encourage their students to read newspapers. Students should be
knowledgeable about current events and world affairs. They should
know the headlines — the exceptional. The evaluation of institutions
like the IMF should also be based, however, on the cases that do not
make the headlines, the routine cases that are so common they go
unnoticed by most newspapers — the typical.

When evaluating the effects of a major international institution
such as the IMF, one needs to be careful not to be unduly influenced
by extreme cases. This is tricky business, because we are more likely to
hear about extreme cases than typical cases. Newspapers are not likely
to lead with headlines about the average experience of a country
participating in an IMF program. The stories that get the most
coverage are those that are anything but typical — this is what makes
them newsworthy. Such newsworthy items, however, could lead one
astray from answering important questions about the typical effects of
IMF programs. Debacles, like the 2001 Argentine economic collapse,!
and stories of notable success, such as the bailout of Mexico after its
1994 economic crisis,? are of historical importance and should not be
forgotten. Yet, what about cases like Kenya in the early 1980s3 or
Poland in the 1990s?4 The lessons learned from these lesser known cases
may be more instructive about the “typical,” “average,” “expected,” or
“most likely” effects of IMF programs than the cases that catch atten-
tion in the news. And the expected effect — along with a gauge of how
certain we are — is really what one wants to know about when asking
about IMF effectiveness.

No one can predict exactly what will be the experience of a country
participating in an IMF program. The relationships between policy
instruments and outcomes are not precise, and there are countless
intervening factors that cannot be anticipated. Yet, the question is too
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important to be ignored. When a government enters into an IMF
program it gains access to a line of credit, and it must change — often
drastically — fiscal and monetary policies. We would like to know the
effects of such an economic program. When countries participate in
IMF programs, we want to know what would have happened if they
had not. When countries do not participate in IMF programs, we want
to know what would have happened if they had. What we are after is a
“counterfactual.”

The problem with counterfactuals, of course, is that they cannot
actually be observed. So, one must make educated guesses based on
theory and evidence. The goal is to determine the typical effect along
with a gauge of uncertainty, so statistical techniques are useful. Statistical
models allow one to estimate the typical effect of IMF programs,
controlling for — or holding constant — many other intervening factors.
They also indicate whether the effect is “statistically significant,” which
provides a gauge of uncertainty — how much actual cases deviate from
the average experience. When an effect is found not to hold statistical
“significance,” there is such wide variation that one cannot say that the
effect is positive or negative with much degree of confidence. If an
effect is statistically significant, the correlation is strong — the conven-
tion is to look for at least 95 percent confidence that the true relationship
is not zero.

While statistical approaches are useful, however, there are many
different statistical approaches one can employ to evaluate the effects
of IMF programs, and the choice is not uncontroversial. Different tech-
niques do not always produce the same results.

This chapter covers (in a non-technical manner) statistical tech-
niques that have been employed to evaluate the effectiveness of IMF
programs. With an understanding of why different techniques may lead
to different estimations of IMF effects, the chapter then presents the
results of different studies of the effects of IMF programs. There are
contradictory results. Statistical results do not just present the “facts”
as revealed by the data. Rather, the statistical evaluation of IMF
programs is highly dependent on statistical theory.

A wealth of data

Most of what happens under IMF programs does not make newspaper
headlines, and people are often surprised to learn just how common
IMF programs are. Even casual examination of IMF data reveals that
participation in IMF programs is business as usual for many devel-
oping countries.
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The data are organized by country-years. So there is one observa-
tion for Afghanistan in 1951, followed by a second observation of
Afghanistan in 1952, followed eventually by the yearly observations of
Albania, Algeria, and so on up to Zimbabwe. For each country, the data
for participation in IMF programs begin either in the first year of a
country’s independence or in 1951, whichever is later.5 The data go up
to the year 2000, although for some countries there is an earlier end-
year because the country ceased to exist, like Czechoslovakia (which
officially split into the Czech Republic and Slovakia on January 1, 1993),
or because the country drastically changed in size, like Yugoslavia in
1991 (when Slovenia and Croatia declared their independence). In sum,
the data cover 199 countries for a total of 7,132 observations.

What is remarkable about these data is the frequency of participation
in conditioned IMF programs — SBA, EFF, SAF, or ESAF/PRGF arran-
gements. Out of the 7,132 observations, participation took place at
least during part of the year in 1,838 of them. That accounts for more
than 25 percent of the observations — implying that during any given
year, about one quarter of the world was under an IMF program at
some point. Moreover, as we learned in the last chapter, participation
rates have increased over time. Countries participated in only about 9
percent of observations in the 1950s, but they participated in about 23
percent in the 1960s. In the 1970s, the relative level of participation
dropped slightly to about 19 percent; this drop was due in part to the
fact that countries going off of the gold standard no longer needed the
IMF, and in part because of the addition of so many newly independent
African countries that refrained from borrowing from the IMFE.6 In the
1980s, countries participated in IMF agreements in about 30 percent of
the observations. In the 1990s, participation jumped up to 36 percent.

With this wealth of experience, one might think that there should be
a pretty clear picture of just how effective these programs have been.
Yet, there is not. Despite the wealth of data, evidence of program
effectiveness is murky. Different statistical studies of the effects of IMF
programs have arrived at different results across indicators such as
balance of payments, inflation, and economic growth.

Why are there contradictory results? The reason is that evaluating
the effects of IMF programs is not straightforward. Countries do not
enter into IMF arrangements as random experiments. As the previous
chapter shows, the circumstances of countries that participate in IMF
programs differ systematically from the circumstances of countries
that do not. Thus, to evaluate IMF programs, one must be able to
identify what part of the outcome is due to these circumstances and
what part is due to the IMF program itself. Various statistical techniques
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have been applied to address this problem of “nonrandom selection,”
and different methods sometimes lead to different results.

Thus, before addressing what different studies have found, it is
important to first consider the different statistical methods that have
been employed to evaluate the effects of IMF programs. The rest of
this section covers the following methods: the before-after approach,
the with-without approach, an approach to control for selection on
observed variables, an approach to control for selection on unobserved
factors, and an alternative method to control for non-random selec-
tion, called an instrumental variable approach.

The before-after approach

Early studies used a straightforward approach: average outcomes both
before and after an IMF program are compared. This is the most intu-
itive approach. It is not unlike observing the following: Brazil entered
into a SBA in 1992, which lasted until 1993; the gross domestic product
(GDP) in 1991 contracted by 0.5 percent, but then grew by nearly 5
percent in 1993 and by nearly 6 percent in 19947 — so, one might decide
that this was a successful program.

This is how one is prone to consider events as they unfold, but the
approach is problematic. When comparing economic performance
before and after IMF participation, one must assume that nothing else
affected the country. Not only does one ignore other country-specific
factors — such as economic factors, the type of government, and the
motivations of political leaders — but also world conditions — such as
global economic output, levels of international trade, or international
lending rates. The counterfactual of what would have happened if the
country had not participated in the IMF program comes entirely from
what was observed before the program began. One must assume that
nothing else would have changed if the IMF program had not been
introduced. This is a big assumption.

Of course, even the earliest studies of IMF effectiveness were much
more sophisticated than this simple example. Researchers attempted to
“control” for — or hold constant — these other factors, but they were
limited by the statistical techniques available at the time and the avail-
ability of data.

The with-without approach

A slightly more sophisticated, but still intuitive approach is known as
“with-without”: outcomes are compared between observations of IMF
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participation and non-participation. For observations of countries
participating, the counterfactual of what would have happened had
they not participated comes from what we observe in countries actu-
ally not participating.

It is not surprising that this approach shows that when countries
participate in IMF programs, performance on a host of economic indi-
cators is much worse than when countries do not participate. This is
obviously because countries are much more likely to participate in
IMF programs when they are facing severe economic problems. If
countries turn to the IMF only when they have economic problems,
this is not a fair comparison. To conclude that IMF programs hurt
growth or worsen inflation from the observed negative differences is
akin to concluding that doctors hurt their patients because people who
go to the doctor have poorer health than people who do not. The
observed difference partly reflects the circumstances that led govern-
ments to sign IMF arrangements in the first place.

Recent studies of the effects of IMF programs have made method-
ological advances to address these problems. The basic intuition and
goal of these methods, however, follows the “with-without” way of
thinking: How can one approximate what counterfactuals would look
like with and without participation in IMF programs, holding the
“selection” circumstances equal?

Controlling for selection on observed variables

The preceding chapters show that countries are most likely to enter
into IMF programs under specific economic and political conditions:
at low levels of development, when foreign reserves are low, when a
country is facing domestic veto players, or when a country is favored
by the United States. When controlling for selection on observed vari-
ables, one makes explicit use of this information when evaluating the
effects of IMF programs.

Recall the statistical model introduced in Chapter 3. This model
estimated the effects of different variables on the likelihood of partici-
pation in IMF programs. Note that the results of this estimation allow
one to summarize the overall propensity of a country to participate in
an IMF program. For example, the results presented in Table 3.2 of
Chapter 3 indicated that when all of the variables in that specification
are held to their median values, the estimated probability of entering
into a spell of IMF arrangements is 0.15. For other values of the vari-
ables, the model indicates different probabilities of entering into IMF
programs.
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To make this very concrete, consider some examples. In 1991, the
Dominican Republic had per capita income of $2,111 (1985 PPP), a
current account balance of -2.07 percent of GDP, foreign reserves
averaging 2.16 times monthly imports, debt service of 20.4 percent of
imports, a history of previous IMF arrangements, and a score of 7 on
the veto players measure. According to the estimation presented in
Table 3.2 of Chapter 3, the values of these variables indicate that the
overall probability of the Dominican Republic entering into an IMF
arrangement during this year was about 0.34. This is quite high
compared to the baseline probability of just 0.15. Chile, in 1998, faced
much different circumstances: per capita income of $6,701 (1985 PPP),
a current account balance of —5.25 percent of GDP, foreign reserves
averaging 7.78 times monthly imports, debt service of 6.32 percent of
imports, a history of previous IMF arrangements, and a score of 3 on
the veto players measure. The estimated probability of Chile entering
an IMF arrangement was just 0.03. Circumstances were such that the
Dominican Republic in 1991 was more than ten times more likely to
participate in IMF programs than Chile was in 1998 (0.34 probability
versus 0.03). These are just probabilities — they do not imply that these
countries actually participated, but as it turns out, the Dominican
Republic actually did enter into an IMF program in 1991 and Chile
did not in 1998.

One could perform this exercise for all countries during all years,
producing an overall propensity score for each country-year observa-
tion.8 What does this propensity score allow us to do? Note that within
a cohort of propensity — say, the group of observations with about a
0.20 probability of participation — some of the observations will be of
countries actually participating (about 20 percent of this cohort), and
some of the observations will be of countries actually not participating
(about 80 percent of this cohort). By comparing the performance
countries within the same cohort of propensity to participate, one
essentially controls for the selection problem, at least with respect to
the observed variables used to estimate the probability of participa-
tion. This is a way to distinguish all of the factors that make a country
likely to participate (the selection problem) from the inherent effects of
the IMF program itself.

So, if one wanted to study the effects of IMF programs on
economic growth, instead of simply comparing the growth of coun-
tries participating in IMF programs to the growth of countries not
participating — which would surely show better performance for the
countries not participating — one could compare growth across coun-
tries facing the same circumstances. Essentially, this is the same as a
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with-without approach, but the selection problem is accounted for, at
least with respect to observed variables driving selection, and one
could also control for other factors that affect economic growth but
may not be related to participation in IMF programs (such as labor
force growth).

The mathematics behind the propensity score may not be intuitive
to all readers, but the basic idea should be clear: when using a with-
without approach to evaluate the effects of the IMF, one should be
careful to account for the circumstances that precipitated IMF partici-
pation — the selection circumstances.

Controlling for selection on unobserved variables

The above method to control for selection relies entirely on the
observed factors driving IMF participation. Using the specification
from Chapter 3, the variables are per capita income, current account
balance, foreign reserves, debt service, history of previous IMF ar-
rangements, and the number of veto players. There may be other
factors that systematically influence IMF participation that have not
been accounted for. Some might be readily included, but others may
not be easily measured. If something that cannot be directly observed
influences IMF participation and also influences economic perfor-
mance, then the above method will not adequately address the
selection problem.

Consider “political will” as an example. When a country fails to
persevere in an IMF program, Fund officials may claim that the
government lacks the “political will” to continue. As Bird notes, “The
IMF has frequently blamed the poor record of the programs that it
supports on a lack of ‘political will’ to carry them through.”® Note
that by blaming a lack of political will for program failure, one implies
that countries persevering throughout a program have political will
while countries that discontinue participation do not. Despite constant
references to a failure of political will, however, the IMF is notoriously
bad at defining exactly what the term means.!0 Some say that it is
related to a government’s timing of program implementation.!! Bird
conjectures that it may have something to do with the government’s
commitment to the program. Perhaps Fund officials are referring to
the competence of the government and its advisors, or to the govern-
ment’s reputation, or its publicly unobserved negotiation posture with
international creditors. Alternatively, it may refer to other, as yet
unnamed, factors. The bottom line is that there is some factor that
observers close to IMF programs — the Fund officials themselves — claim
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systematically determines both participation in IMF programs (perse-
verance) and their outcomes (program success).

This has important implications for the evaluation of the effects of
IMF programs. Suppose the Fund continues signing agreements only
with countries that have high levels of political will. If political will
also affects economic growth, then one will overstate the effectiveness
of IMF programs if one fails to control for this unobserved determi-
nant of participation and performance. Simply that we do not observe
all factors affecting selection and performance does not imply that we
should ignore them.

Yet, how can we account for unobserved factors in statistical ana-
lyses of IMF effectiveness? The intuition goes as follows:

e  When one estimates the probability of IMF participation, a statis-
tical model is used that explicitly accounts for error. Sometimes
the model predicts a high probability of an IMF program, even
though the country did not actually participate. Sometimes the
model predicts a low probability of an IMF program, even though
the country did actually participate. Why do such mistakes occur?
There are factors that are not accounted for — unobserved
factors — that drive the participation process.

e Similarly, a statistical model can be employed to estimate the
determinants of an indicator of economic performance, such as
economic growth or inflation. This statistical model also explicitly
accounts for error. Sometimes economic growth or inflation will
be predicted either higher or lower than actually observed. Again,
the reason the statistical model does not predict perfectly is that
there are factors unaccounted for — unobserved factors — that drive
economic performance.

e So, there are two statistical models — one of selection and one of
performance — that both have explicit measures of error. These
error terms may not be correlated. If they are not, then there is
little reason to believe that the unobserved factors driving selec-
tion also affect performance, and there is no problem of selection
on unobserved factors. Yet, suppose, on the other hand, that these
errors are correlated. In other words, suppose that for country-
year observations where the selection model mistakenly predicts
participation, the performance model mistakenly predicts high
economic growth for the same country-year observations. Then it
is likely that the same unobserved factors that drive the selection
process also drive economic performance. Once such a correlation
is detected, one can disentangle how much of economic performance
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is due to the unobserved factors driving selection and how much is
due to the inherent effects of IMF programs.

For those not familiar with statistical estimation, this may seem
complicated, but the intuition should be made clear. Just like control-
ling for selection on observed factors, one attempts to compare
observations that are similar in every respect — except IMF participa-
tion status — to estimate the counterfactual of what would have
occurred in the absence/presence of an IMF program. Here, one
explicitly tries to control for the unobserved factors driving both selec-
tion into IMF programs and IMF program effectiveness by taking
advantage of the feature of all statistical models: the error term. One
controls for the correlation between the errors in selection and the
errors in performance.

Controlling for the correlation between the error terms of selection
into IMF programs and IMF effects probably sounds daunting to
most readers. It should! The statistical method relies on important
assumptions about errors, such as that they are symmetrically distributed.
We typically assume that error terms follow the normal, or bell-
shaped, distribution. If this assumption is violated, however, then the
statistical model may produce biased estimates of IMF program
effects. Thus, other methods have been proposed.

Instrumental variables

Ideally, instead of trying to correct for nonrandom selection, a
researcher could perform experiments. The IMF, of course, does not
engage in random experiments with respect to IMF programs. What if,
however, there were some rule of thumb the IMF followed when
imposing IMF programs on countries that is random with respect to
the economic circumstances and impacts of IMF programs? One
could then assume that, to the extent this seemingly arbitrary rule of
thumb drives IMF participation, there exists a sort of “natural
experiment.”

The previous chapter showed that much of what explains IMF
participation is economic — but there are also some other factors that
may be unrelated to economic circumstances, such as some of the
international political factors discussed in Chapter 2, that also deter-
mine selection into IMF programs.

An instrumental variables approach involves finding some factor
that drives selection into IMF programs, but does not affect the
outcome that one is trying to evaluate. For example, suppose that
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countries with many citizens working at the IMF are more likely to get
a loan from the IMF, due to better connections through the IMF
bureaucracy, but having a lot of citizens working at the IMF has
nothing to do with the year to year economic growth of the country.
Then, one may be able to use this variable to gain leverage over the
problem of distinguishing selection from growth. Controlling for many
other factors, economic growth should be random with respect to the
number of citizens working at the IMF. Again, it is as if the world has
produced a natural experiment. Some countries (those with lots of citi-
zens working at the IMF) are randomly assigned to participate in an
IMF program, while other countries (those with few citizens working
at the IMF) are randomly assigned to not participate in an IMF
program. Then the difference in economic growth can be assumed to
be due entirely to the inherent effect of IMF programs.

The elusive key with this method is finding this “instrumental vari-
able.” The problem with the variables listed in this section above is that
even though they may not be related to the economic impacts of IMF
programs, they may be intrinsically related to the design of IMF
programs. Countries with connections to the IMF, political or other-
wise, may be more likely not just to get an IMF loan, but also to get
softer conditions. Using such variables as instruments to control for
nonrandom selection may lead to biased results because the programs
for countries with connections to the IMF may be systematically
different from programs with countries that lack such connections.
Moreover, not only does the instrumental variable approach require
imagination to come up with the elusive instrument, one must also be
able to get data on the instrumental variable. Beyond this, one must
take care to hold constant many other factors that actually do affect
both IMF participation and IMF outcomes in a systematic — or non-
random — way.

True experimentation?

The methods described here are not uncontroversial. The simple
methods, such as before-after and with-without, have obvious draw-
backs because they ignore the selection problem. Yet, the more
sophisticated methods that attempt to control for the selection
problem rely heavily on assumptions about how errors are distributed.
Instrumental variables can address this problem, but they are not easy
to come by, especially since so much of what drives selection into IMF
programs also influences IMF program effects. Thus, evaluations of
the effects of IMF programs are not straightforward.
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Yet, the questions of how IMF programs impact economic growth,
inflation, balance of payments, income distribution, poverty, the envi-
ronment, and social spending are important and must be addressed.
We need to consider counterfactual questions of what would have
happened in countries that participated in IMF programs had they
not, and what would have happened in countries that did not partici-
pate in IMF program if they had. Since one cannot observe these
counterfactual states, the best way to get a picture of what they would
look like is through careful comparison. In the absence of carefully
controlled experiments, statistical models provide a set of tools by
which to perform comparisons across the wealth of data that 1,838
cumulative country-years of experience under IMF programs provides.

Before moving on to what researchers have found using different
statistical techniques, it is worthwhile to pause for a moment to imagine
what one would learn from truly experimental data. Field experimenta-
tion would be a powerful method for drawing inferences about the effect
of IMF programs. The experimenter would randomly assign some coun-
tries to participate in an IMF program and other countries not to
participate. If these “treatment” and “control” groups were randomly
assigned, one could readily compare the two groups without the need
for very complicated statistical models. Selection bias would not be a
problem, since selection would be random, and any significant differ-
ence between the outcomes of the two groups would be due to the
IMF program. The advantage of an experimental design is that even
rudimentary data analysis would reveal the effect of IMF programs.

IMF officials would object to such experimentation. Advocates of
experimental approaches acknowledge that policy makers may only be
willing to engage in experimental design if they are indifferent between
alternative approaches. The decision-makers at the IMF do not, of
course, believe they operate according to arbitrary rules. They are
trained economists who have a canon of theories with which they
approach the world. Thus, they are unwilling to experiment, especially
since such an experiment would negatively impact millions of people.
In an experiment, one of the two groups of countries — the treatment
or the control group — would suffer if IMF programs have any effect. If
IMF programs have beneficial consequences, the control group would
suffer; if programs have negative consequences, the treatment group
would suffer.

To put this in context, consider the effects IMF programs may have
on economic growth. If IMF programs systematically impact economic
growth, then one of the groups would experience lower growth than the
other. Unlucky countries would be assigned to the group that produces
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worse results. This unlucky group would suffer from lower rates of
economic growth, which could result in a plethora of negative
outcomes associated with lower income: lower standards of living, less
stable democracy, more civil unrest, less education, more wars, more
children dying, and the list goes on. The detrimental consequences of
policies that hurt economic growth should not be understated.

Hence, many people reach the conclusion that experimentation with
IMF programs is unethical. How unfair it would be to subject millions
of people to an experiment where one group would suffer more than
the other. Just thinking about experimentation, however, highlights a
sad situation: at present, there is controversy over which of the two
groups — the treatment group or the control group — would be the
lucky one. As presented below, different studies have reached different
conclusions with respect to the effects of IMF programs on balance of
payments, inflation, and economic growth, as well as income distribu-
tion, social spending, and the environment. As unethical as IMF
experimentation may seem, how ethical is it to prescribe a medicine
whose effects are unknown?

The effects of IMF programs on the balance of payments

If IMF programs have any effect, it should be on the balance of
payments (BOP). First and foremost, the Articles of Agreement
mandate the IMF to address problems in this area. What is the balance
of payments? The IMF defines a country’s overall balance of payments
as the sum of the “current account,” the “capital account,” and the
“financial account” plus “net errors and omissions.” The current
account of the balance of payments is the credits minus the debits of
goods, services, income, and current transfers. The capital account refers
mainly to transfers of fixed assets and nonproduced, nonfinancial
assets. The financial account is the net sum of the balance of direct invest-
ment, portfolio investment and other investment transactions. Net
errors and omissions reflect statistical inconsistencies in the recording
of entries and are included so that all debit and credit entries in the
balance of payments statement sum to zero. By construction (of net
errors and omissions), the overall balance of payments is equal to net
changes in “reserves and related items,” the sum of transactions in reserve
assets, exceptional financing, and use of Fund credit and loans.!2
Many studies have looked at the effect of IMF programs on both the
overall BOP and the current account component of the BOP. The IMF
mandate to address BOP problems has been clear throughout its history.
The Articles of Agreement are explicit that IMF lending should go to
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countries experiencing BOP problems. The deficit country is taking in
more imports or fixed assets or finance than it is generating through
exports — the immediate purpose of an IMF arrangement is to provide a
loan so that foreign debts can continue to be serviced and necessary
imports can be purchased. The loan is intended to soften the blow as
adjustments are made as the demand for imports and foreign financing
is cut. Demand can be addressed in many ways: devaluation, where the
demand for imports is cut by effectively raising their domestic price;
the reduction of money supply by raising interest rates or limiting credit
creation; and fiscal austerity, where governments reduce consumption
both by raising taxes and by spending less. Yet it is not obvious that
the IMF program will help. If governments fail to comply with IMF
policy conditions, or if the IMF policies are not sufficient, BOP problems
can persist. Indeed, if the IMF program causes a drastic contraction of
the economy, it is possible for the BOP situation to worsen.

What have studies found? The broad consensus is that the IMF has
had success in addressing balance of payments problems.!3 For
example, in an early study conducted by economist and professor of
Latino Studies at the University of California, Santa Cruz, Manuel
Pastor, IMF programs were found to have a positive, statistically
significant effect on the BOP, using a before-after methodology
analyzing Latin American countries during 1965-1981.14 Another
early study using a before-after approach to study Latin America, by
Tony Killick, along with colleagues Moazzam Malik and Marcus
Manuel, also found a statistically significant positive effect of IMF
programs on the BOP.!I5 Using a with-without methodology to analyze
32 programs implemented during 1977-1979, Thorvaldur Gylfason, a
former IMF economist and current professor at the University of
Iceland, also found a positive effect of IMF programs on the BOP.1¢ In
a more expansive with-without study of 69 countries from 1973 to
1988, Mohsin Khan, who is currently the director of the IMF
Institute, also found a statistically significant positive impact of IMF
programs on the BOP.17 Khan also employed a method controlling for
nonrandom selection on observed variables to the same data and
found the same positive significant effect.

Many of these studies also find that IMF programs have a positive
significant impact on the current account of the BOP in particular.
Khan finds this using before-after, with-without, and approaches dealing
with nonrandom selection; Killick, Malik, and Manuel find it using a
before-after approach; and another widely-cited study by Patrick
Conway, economist at the University of North Carolina, finds a posi-
tive significant impact of IMF programs on the current account using
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a sophisticated approach controlling for nonrandom selection on observed
variables.!8

A notable exception to the consensus that IMF programs improve
the BOP is a study conducted by IMF economists Morris Goldstein
and Peter Montiel.!® They actually find a negative impact using before-
after, with-without, and approaches dealing with nonrandom selection,
but the finding is not statistically significant. In fact, no study cited in
the literature finds a statistically significant negative effect of IMF
programs on the BOP.20

So, while there are exceptions, most studies have found that IMF
programs have a positive impact on the BOP. This finding is supported
across various methodologies and data sets. This is not so for other
areas of interest. In these other areas — where the IMF has failed
(discussed below) — people debate whether the IMF has failed because
it prescribes bad policies or because countries have failed to comply
with IMF arrangements. When it comes to the BOP, there is no debate
in the literature over why the IMF has the impact that it does. It is
simply assumed to be the result of governments following IMF policy
conditions. It seems that when it comes to an area of success, the
compliance question is not raised. It should be, however. Presumably,
if IMF programs have a significant impact on the BOP, governments
must be adjusting. They must be complying with IMF programs —
unless the IMF loan itself is enough to stabilize the country.

Inflation and budget deficits

When looking for evidence of compliance, analysts often study policy
areas where governments exert a great deal of control, such as fiscal or
monetary policy.2! Hence, research addresses budget deficits and infla-
tion. The far and away majority of IMF programs contain policies
(discussed above) that should have a direct impact on these areas.
What has the literature found to be the impact of IMF programs?
Regarding the fiscal adjustment, which a recent report of the IMF
Independent Evaluation Office (IEO) notes is “widely regarded as one
of the core elements of macroeconomic design in IMF-supported
programs,”22 the IMF appears to have an effect. According to Killick,
Malik and Manuel’s before-after study of 16 countries from 1979 to
1985, IMF programs have a positive effect on the overall budget
balance. This finding was confirmed using a more sophisticated statis-
tical technique to control for nonrandom selection on observed
variables in Conway’s 1994 study of 74 countries from 1976 to 1986.
Conway found the IMF has a positive statistically significant effect on
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budget surplus. Yet, the IMF IEO 2003 study reports that there is a
great deal of variation. On average, deficits are indeed reduced, but
“fiscal balances improved by half the projected amounts.”23 So even if
IMF programs have a positive effect on the budget deficit, there
appears to be a problem with compliance. This is something the
following chapter addresses. It is important to point out here, however,
that the IEO report notes that despite the widely held belief that IMF
programs always involve fiscal austerity, about one-third of the
arrangements they examined called for the fiscal deficit to widen. This
is most likely because their data cover a more recent period (1993-
2001) than previous analyses. This may reflect a more pro-poor atti-
tude the IMF has taken since the late 1990s.

The evidence regarding the effect of IMF programs on inflation is
even murkier. In his work, Randall Stone reviews 22 studies of the
effect of IMF programs on inflation, which use different methodolo-
gies, cover various data sets, and were published as far back as 1978
and as recently as 2000. There appears to be no consensus. Six studies
report no effect; ten studies report that inflation falls but the effect is
not statistically significant; three studies report a statistically signifi-
cant negative effect, and three studies report that inflation actually
rises, though the effect is not statistically significant. The studies that
found a significant negative effect were older and used early before-
after and with-without methodology. Using sophisticated methodology
controlling for nonrandom selection, no significant effect was found.

This implies that either IMF policies do not effectively address
inflation, or that governments fail to comply with IMF policies (or
both). Which is it? The next chapter, on compliance, discusses this
question in detail. Here, it is important to note that in his research on
Eastern Europe in the 1990s, Randall Stone finds that the problem is
compliance. When he looks specifically at countries that the IMF did
not punish for noncompliance, he finds a statistically significant effect
of IMF programs curtailing inflation. His results are promising, but
no one has applied his methodology to other regions or time periods.
The consensus on the effects of IMF programs on inflation thus
remain tentative, although some are optimistic that with better compli-
ance, IMF programs can have more of an effect in this area.

Economic growth

What is the effect of IMF programs on economic development? For
some, this is the most important question. Sustainable economic devel-
opment and prosperity address many of the other economic problems
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discussed above. An economy that is growing can avoid or afford to
sustain BOP and fiscal deficits, and can afford to maintain some
degree of inflation. Economic development is also associated with
numerous important indicators of quality of life for people. Some
argue, however, that economic growth is not and should not be a goal
of the IMF. They point out that the original purpose of the IMF was
to address balance of payments problems and that the focus on
economic growth is something that developed over time. The claim is
that the IMF was never intended to promote economic growth.

Yet, this is not completely true. The Articles of Agreement call
upon the IMF to provide members “with opportunity to correct
maladjustments in their balance of payments without resorting to
measures destructive of national or international prosperity” [emphasis
added]. This certainly indicates that the IMF should at least not hurt
prospects for economic growth.

The Report of the Executive Directors for the First Annual Meeting
of the Board of Governors in 1946 was even more explicit:

The function of the Fund is to aid members in maintaining
arrangements that promote the balanced expansion of interna-
tional trade and investment and in this way contribute to the
maintenance of high levels of employment and real income .24

Right from the first meeting of the governing body of the IMF, high
levels of employment and income were central.

Even though the IMF shifted its focus from the industrialized world
to the developing world, the importance of promoting national pros-
perity remained. In fact, the IMF has become increasingly concerned
with promoting growth and addressing poverty over time. As Michel
Camdessus, the IMF Managing Director from 1987 to 2000, described,

Our primary objective is growth ... It is toward growth that our
programs and their conditionality are aimed. It is with a view
toward growth that we carry out our special responsibility of
helping to correct balance of payments disequilibria and, more
generally, to eliminate obstructive macroeconomic imbalances.
When I refer to growth, I mean high-quality growth, not ...
growth for the privileged few, leaving the poor with nothing but
empty promises.

Managing Director Horst Kohler, who took the helm at the IMF after
Camdessus, emphasized the importance of promoting world financial
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stability, but he also echoed the views of his predecessor, contending
that “the IMF should strive to promote non-inflationary economic
growth that benefits all people of the world.”25

How effective has the IMF been at promoting economic growth?
Not very. Not only is evidence of growth promotion weak, recent
studies even show that IMF programs have a significant negative effect
on economic growth. Early studies consistently showed no statistically
significant effect. Out of nine before-after studies from 1978 to 1995,
covering different countries, regions, and time spans, only one reported
a significant positive effect.26 Four of the others reported no effect; two
reported a statistically insignificant negative effect; and one reported an
insignificant positive effect. Using with-without comparisons, results
were similar — some show insignificant positive effects, others insignifi-
cant negative effects, still others show no effect at all, but none of them
show a statistically significant effect.

With more sophisticated methodology, new results emerged. Khan’s
1990 study, which addressed nonrandom selection, showed a signifi-
cant negative effect on growth in the short run, with the adverse effects
on growth diminishing thereafter. In his study published in 1994,
Conway built upon this result using an advanced technique to control
for nonrandom selection on observed variables. He showed that IMF
programs have an initial significant negative effect on growth, but a
significant positive effect within three years. The take-away point of
Conway’s study is that IMF programs start out badly but end well.

The Conway study had a profound impact. The result made a lot of
sense. As IMF economists Nadeem Ul Haque and Mohsin Khan
reported in 1998: “In the case of growth, the consensus seems to be
that output will be depressed in the short run as the demand-reducing
elements of the policy package dominate. Over time the structural
reform elements of the program start to take effect and growth begins to
rise.”27 A subsequent study by IMF economists Louis Dicks-Mireaux,
Mauro Mecagni, and Susan Schadler provided further evidence, showing
that ESAF programs from the 1986-1991 period appeared to have a
statistically significant positive effect on output growth.28 This study
used an advanced methodology to deal with the selection problem. It
then went further, however, by testing some of the statistical assump-
tions underlying the model. They found that many of the assumptions
were dubious, and this caused them to raise doubts about the reliability
of the statistical findings.

Then a series of studies found a statistically significant negative
effect on growth, using similarly advanced statistical techniques. The
2000 study by political scientist Adam Przeworski and me controlled
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for nonrandom selection on unobserved variables like “political will”
and “trust.” The analysis on 79 countries from 1971 to 1990 showed a
statistically significant negative effect on annual output growth of
about 1.5 percent. Similar results were obtained on a larger sample
including 135 countries from 1951 to 1990. No evidence of a long run
positive effect was found.??

In their 2003 study of Latin America, economists Michael
Hutchison of University of California, Santa Cruz, and Ilan Noy of
University of Hawaii show that IMF programs have a negative effect
on economic growth. In fact, they show that the effect is worse for
countries that “successfully” complete programs.30 This raises an
important point that is addressed in the next chapter on compliance:
even — indeed, especially — countries that complete IMF programs
experience lower growth.

In their study, published in 2005, economists Robert Barro and
Jong-Wha Lee also found disappointing results. Using an instrumental
variable approach to address the selection problem, they found that
IMF programs have a negative effect in the short run that is not statis-
tically significant, and a strong statistically significant negative effect on
economic growth in the long run.3! This result runs directly counter to
the consensus described by Haque and Khan in 1998. Finally, in a study
published in 2006 that also uses an instrumental variables approach to
the selection problem, economist Axel Dreher further confirms that
IMF programs lower growth — his results also deal with compliance and
are discussed in the next chapter.32 Dreher finds that compliance some-
what mitigates this effect, but even for countries that comply the effect
is negative.

So, the newly emerging consensus is that IMF programs hurt
economic growth. The initial contractionary effect of IMF programs
is really not surprising. Some economists at the IMF have been quite
forthright about why. IMF economist Vito Tanzi, for example, has
argued that IMF programs induce governments to save on public
investment, with nefarious consequences for growth.33 IMF economists
Mario Blejer and Adrienne Cheasty point out that the high real interest
rates induce good firms to shut down along with bad ones, which can
also hurt growth. Plus, there is the straightforward effect of IMF
austerity cutting demand, which drives down economic growth. As for
the failure to promote long run growth, the fact that the “economic
stabilization” induced by IMF programs does not eventually lead to
improved economic growth is disappointing, but also not surprising.
The IMF insists that macroeconomic stability is necessary for
economic growth. This may be true, but it is not sufficient. There is no
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theory that says a balanced budget, a balance of payments, and low
inflation should induce economic growth. Moreover, it appears that
programs that stabilize inflation, reduce deficits, improve the balance
of payments, and at the same time do not Aurt growth, are yet to be
developed.

Income distribution and social spending

It is notable that studies of the effect of IMF programs on BOP, budget
deficits, inflation, and growth reach different conclusions, depending
on the methodology and data employed. This is not so with respect to
income distribution. There have been three studies using three different
methodologies and three different data sets. All come to the same
conclusion: typically, IMF programs exacerbate income inequality.

Pastor conducted the first study in 1987, using the before-after
approach to analyze labor’s share of income in Latin America during
1965-1981. His conclusion was strong: “The single most consistent
effect the IMF seems to have is the redistribution of income away from
workers.”34 Pastor’s study was path breaking, but the early study was
limited by the methodology, which did not account for nonrandom
selection, and because it looked only at Latin America. These limita-
tions were addressed by a young scholar at Harvard University, Gopal
Garuda, who published in 2000 his study of the effect of IMF programs
on overall income distribution.35 Garuda looked at a standard index of
overall income inequality called the “Gini coefficient.”36 He addressed
the selection problem by estimating the propensity of countries to
participate in IMF programs, using a statistical model similar to the
one presented in Chapter 3. Then he compared countries with and
without IMF programs that had similar circumstances or “propensi-
ties” to participate in IMF programs. One interesting new finding
Garuda discovered is that when countries unlikely to participate in
IMF programs do participate, income inequality does not increase.
However, for countries that are likely to participate, IMF programs
exacerbate income inequality. The Garuda study was limited by the
small amount of data on Gini coefficients that are available — this is
why he incorporated a selection model within a with-without frame-
work. He did not have enough data to employ a standard selection
model.

In a study I published in 2002, the limited data problem was resolved
by just looking at the manufacturing sector of the economy. The data
on labor’s share of earnings from manufacturing are available for 2,095
observations of 110 countries from 1961 to 1993. With these data, a
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fully parameterized selection model is possible. The result of the study
confirmed the two it built upon: IMF programs increase income
inequality.37

The empirics on this question are important because it is not obvious
from a theoretical point of view what the effect of IMF programs will
be on income inequality. IMF programs include many policy changes
that can potentially influence the distribution of income in various ways.
Yet, the direction and magnitude of the effects depend on particular
characteristics of the economy and the details of how reforms are
structured. Economists at the Fund have claimed “the distributional
effects of IMF stabilization programs are so complex that they defy
simple categorization.”38

Devaluation, for example, decreases the price ratio of nontradable
to tradable goods. If the poor are rural farmers producing goods for
exports, this can improve the distribution of income, but if the poor
are urban consumers facing higher food prices, it can increase income
inequality.3® Devaluation can also worsen the distribution of income if
elite groups engage in capital flight prior to the devaluation.40
Reducing access to domestic credit, by increasing interest rates or bank
reserve requirements, or by imposing explicit credit ceilings, affects
groups according to their access to other sources of credit. In an early
study, IMF economists Omotunde Johnson and Joanne Salop point
out that large, well-established firms are favored over small and
medium sized firms, and the urban sector is favored over the rural
sector.4! Reduction of public expenditure can also have an effect. As
Johnson and Salop note, “the brunt of any downward adjustment of
government expenditure to GDP is most commonly borne out by
public sector employees engaged in projects that come to be post-
poned, together with the private domestic suppliers of services
associated with such projects. These tend to be highly capital-intensive
ventures in construction and public utilities.”42 Wage freezes, limits on
employment, and reduced benefits for public employees are also
common. The overall effect of reducing the government budget deficit
on income distribution depends on the composition of the budget cuts,
the mobility of producers, and the adaptability of consumer patterns.
As Garuda explains, “virtually any overall result can be achieved,
provided that overall expenditures are reduced.”43

Because programs can be achieved in many different ways with
different consequences for distribution, study after study has noted
that the political power of various groups may influence the final
outcome. The fact that IMF programs appear to have the systematic
effect of increasing income inequality indicates that governments may
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use the leverage of the IMF to push through reform policies in such a
way to insulate elite constituencies and force the costs of adjustment
on labor and the poor. As Johnson and Salop note, “Domestic polit-
ical considerations will largely determine who bears the burden of
reducing and restructuring aggregate demand,” and “the choice of
policy instruments will be influenced by the political power of various
income groups.”44

There are some interesting nuances in the literature on the effects of
IMF programs on the poor that are worth noting. For example, New
York University professor and former World Bank economist William
Easterly found that IMF and World Bank programs mute the effects of
economic growth on the poor.45 This is good when growth is hurt, as
the contraction hurts them less; but it is unfortunate when the economy
expands, because the growth does not reach them. This may indicate
that the poor are simply less integrated into the formal sector of the
economy, and are not affected by changes in monetary and fiscal
policy. The burden may be heaviest on the poor that are integrated into
the formal economy and on labor.

How do IMF programs impact government spending on programs
that should impact the poor, such as spending on health and educa-
tion? Two recent reports from the IMF Independent Evaluation Office
(IEO) indicate that IMF programs do not force governments to cut
such spending.4¢ They even indicate that IMF programs may influence
governments to spend more on health and education.

The 2003 IEO study, conducted under IEO economist Marcelo
Selowsky, finds that after controlling for nonrandom selection into
IMF programs — the fact that countries come to the IMF under bad
economic circumstances where budgets may have to be cut regardless
of IMF participation — the inherent effect of IMF programs is to
increase spending on education and health. The study is comprehen-
sive, considering 146 countries from 1985 to 2000. The 2004 IEO study
conducted by IEO economists Ricardo Martin and Alex Segura-
Ubiergo further confirmed this finding.47

According, however, to political scientists Irfan Nooruddin of Ohio
State University and Joel W. Simmons of Michigan University, the
IEO report fails to account for domestic politics. They find, first of all,
that while the overall impact of IMF programs on health and educa-
tion spending is positive, the effect is not statistically significant.
Second, it turns out that the aggregate effect does not hold for all
regime types. Under dictatorship, where spending on health and educa-
tion is small, the IMF indeed has a positive effect, although spending
levels remain well below democracy levels. For democracies, however,
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the effect is the opposite. IMF programs have a statistically significant
negative effect on health and education expenditures for democracies.
Taken together, IMF programs make the two regime types look similar.
IMF programs make democracies look more like dictatorships when it
comes to health and education. Nooruddin and Simmons conclude
that optimism about the IMF successfully helping the poor “is out of
place.”48

Conclusion

Evaluating the effects of IMF programs is analogous to evaluating the
effects of medical treatments. If one were to compare the health of
people undergoing medical treatment to people not, one might come
to the quick conclusion that medical treatments hurt patients, because
they are much less healthy than the rest of the population. This is obvi-
ously because people only go to the doctor when they are sick. Yet,
some medical treatments have been found to be helpful, while others are
benign or even malignant. Before coming to such conclusions, one must
address the selection problem — under what circumstances is treatment
applied?

Researchers have addressed the selection problem when analyzing
the effects of IMF programs in various ways with increasing degrees of
sophistication. Nevertheless, the conclusions in the literature are tenta-
tive. With each generation of studies come new and often contradictory
findings.

According to the most recent studies and reviews, the IMF seems to
be most effective in addressing balance of payments problems. It is less
effective in addressing inflation. And recent studies show pernicious
effects on economic growth. IMF programs exacerbate income inequality
according to all studies that look directly at this question. In the area
of social spending, the most recent study shows that spending on
health and education may increase in dictatorships, where little is spent
to begin with, but IMF programs make democracies that participate in
IMF programs look more like dictatorships when it comes to spending
on the poor.



5 Do governments comply with
IMF programs?

So far, this book has addressed why countries participate in IMF arran-
gements and with what effects. This chapter introduces the compliance
question: Do governments live up to the promises they make when
entering into IMF arrangements? When they do not, why do they fail?!

Compliance questions turn out to be difficult to answer for various
reasons. First, until recently, most of the details of IMF arrangements
were secret, so outsiders could not know for sure if countries complied
or not. Second, even when information is available, it is not obvious
how to define or measure compliance. Yet, the compliance question is
too important to ignore. Compliance is not only intrinsically inter-
esting, it is also necessary to address before one can turn to the
question of IMF reform in the next chapter. To see why, consider the
following:

Most studies of the determinants and consequences of IMF
arrangements have employed a simple approach: either a country is
participating or it is not. Among many other effects, these studies find
that IMF programs have a negative impact on economic growth, even
after one accounts for the circumstance that lead countries to enter
into IMF arrangements in the first place. This begs an obvious ques-
tion: Why do IMF programs hurt growth?

Consider a potential answer to this question from the left of the
political spectrum: the negative effect of the IMF on economic growth
is due to the austere economic policies the Fund imposes. Rather than
allow governments to “prime the pump” during an economic crisis, the
IMF attacks excess demand by encouraging governments to cut public
spending, raise taxes, place a ceiling on credit creation, raise interest rates,
and perhaps devalue currency. These are obviously contractionary
policies — notably these are not the kind of policies that developed
countries follow when they face economic difficulties. Rather than foster
development, IMF policies curtail economic growth, which in turn
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may exacerbate the economic problems that led to the economic crisis
in the first place — hence the need to return to the IMF again and again.

Note that this critique assumes that governments actually comply
with policies imposed through IMF programs. It assumes that the
negative effects that IMF programs have on economic growth come
from the policy prescriptions of the IMF. Yet, what if governments do
not actually comply with IMF programs?

This opens the door to the critique from the right: the problem with
IMF programs is not the policy conditions but the loans. Perhaps the
policy conditions that the IMF imposes are the correct ones. Indeed, if
a country has gotten itself into a severe balance of payments deficit or
an excessive debt problem, consumer demand should be curtailed by
bringing about fiscal responsibility and tight monetary policy. These
prudent policies will bring about desperately needed economic stability,
which in turn sets the stage for renewed, stable economic growth. But
since governments do not comply with the policy conditions, IMF
programs do not help make the necessary policy adjustments. Instead,
the loan that a government receives through the IMF arrangement
simply subsidizes the bad policies that got the country into the economic
crisis in the first place. The mechanism by which IMF programs hurt
economic growth may be through the IMF loan itself, not the policy
conditions prescribed by the Fund.

At the crux of this debate is the question of compliance. If IMF
programs hurt economic growth when countries comply, then the
critique from the left gains support: IMF programs hurt growth
through bad policy advice. If IMF programs hurt economic growth
when countries fail to comply, then the critique from the right gains
support: IMF programs hurt growth through the loans by subsidizing
bad policy.2 To settle this debate, analysis of the compliance question
is required. One must distinguish between the effects of IMF loans and
the effects of IMF conditions by measuring compliance.

Thus this chapter delves into the question of compliance. First, the
various methods of measuring compliance are discussed. Then find-
ings on the causes and consequences of compliance are reviewed. The
good news and bad news about this chapter is that it raises more ques-
tions than it answers. This is good news in that it represents the
frontier of research on the IMF and so may prove provocative for
students of the IMF interested in pursuing their own new research on
IMF programs. This is bad news because it would be nice to have satis-
fying answers to the compliance question. The most this chapter can
offer, however, is a presentation of the limited evidence that exists, and
an explanation of just why compliance is so difficult to gauge.
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Measuring compliance

Researchers both in universities and at the IMF have long grappled
with the question of compliance, but measuring compliance is not
straightforward. The study of compliance with IMF programs was
originally fraught with difficulties because — until the aftermath of the
East Asian financial crisis of the late 1990s — the details of most IMF
programs were confidential. To get around this obstacle, researchers
employed various proxies for compliance, but they are not fully satis-
factory. In the new era of “transparency,” better data are becoming
available. The IMF makes at least some portions of all IMF arrange-
ments publicly available through the IMF web site at www.imf.org.
This has opened the door to new possibilities for studying compliance.

Data availability not withstanding, there are basically two approaches
to measuring compliance: aggregate indices and disaggregated ap-
proaches. Each way has pros and cons.

The advantage of the aggregate approach is that it provides one
overall indicator to settle the compliance debate. The problem with
this approach is a problem that plagues many overall indices: How
should weights be assigned to various components? Recall that IMF
policy conditions span many dimensions: the budget deficit, interest
rates, currency valuations, and structural conditions. Many of these
dimensions can be broken down even further. The budget deficit can
be analyzed in terms of various forms of taxation and various forms
of expenditure. It is rare that a country satisfies all of the policy
conditions in an IMF arrangement, but it is also atypical for a country
to meet none of them. There is no clear way to compare across
different policy dimensions, and it is not obvious that one should.

With disaggregate approaches, one does not attempt to compare
across policy dimensions. Instead of coming up with an overall
measure of compliance, one looks at compliance within one policy
area, such as the interest rate or the budget deficit. Compliance rates
across different policy dimensions may be quite different, and may
have quite different causes and effects. Note that such an approach
would lead to quite different research on IMF arrangements than
what has been presented in this book. Instead of looking at the overall
effect of IMF arrangements, researchers would look at the effects of
specific policies under IMF arrangements. There is not much research
of this kind, but this chapter discusses some of what does exist.
Before proceeding, however, this chapter first presents the bulk of
work on the question of compliance, which has relied on aggregate
indices.
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Aggregate approaches to measuring compliance

The most basic and most common measure of compliance is the
percentage of the IMF loan that is used or “drawn” by a country. The
logic of this measure is as follows: under a conditioned IMF arrange-
ment (SBA, EFF, SAF, or ESAF/PRGF), a government only receives
disbursements of the loan if the IMF staff and management determine
that the government is in compliance with the conditions laid out in
the Letter of Intent. Typically, only about 25 percent of the total loan
is provided upon the approval of the arrangement. So if a government
has drawn more than 25 percent of the loan, one can assume some
degree of compliance with the arrangement policy conditions. If the
government draws less than 100 percent of the loan, however, one can
assume some degree of noncompliance.

The measure is clever in several respects. First, it gets around the
problem of IMF secrecy. One does not need to know the specific
policy conditions to determine compliance. Instead, one simply relies
upon observable actions of the IMF, trusting the Fund to interrupt
disbursements as a consequence of non-compliance. Second, the approach
produces a useful aggregate measure that gets around the multidimen-
sionality of IMF policy conditions, again by relying on the IMF’s
assessment of the overall degree of compliance. Third, the measure is
readily available — these data are in the public domain.

Killick was the first to use this measure.3 He created a dichotomous
measure of compliance, coding arrangements where at least 80 percent
of the loan was drawn upon as “compliant,” and coding arrangements
where less than 80 percent of the loan was drawn upon as “noncom-
pliant.” He considered 305 EFF and SAF programs from the period of
1979 to 1993.4 By this measure, 47 percent of the arrangements studied
were cases of compliance. It should be noted that Killick tested the
reliability of his approach to coding compliance by comparing his
index to 48 in-depth case studies from the 1980s — “The outcomes
matched almost perfectly.”s

Despite its advantages, there are several problems with this measure:
first of all, the measure assumes that the only reason that countries do
not draw 100 percent of the loan is noncompliance. This is a bad
assumption. Sometimes IMF arrangements are precautionary. Govern-
ments may enter into an IMF arrangement just in case they need a
loan. But if that need does not materialize, the government may decide
not to draw upon the loan, even if the government is in compliance
and could draw if it wanted to.
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Governments may even enter into IMF programs not because they
want a loan, per se, but rather because they actually want the IMF
policy conditions to be imposed. They may want to send a signal to
creditors that they have an IMF program in place and in good
standing, or they may seek the leverage of the IMF as an international
ally to pressure domestic opponents to policy change. Again in these
situations, governments may choose not to draw on the IMF loan,
even though the IMF deems the country to be in compliance.

This is a problem for the measure because fully compliant countries
can be coded as noncompliant, but it is not a fatal flaw. It is possible to
distinguish between countries that did not draw upon an IMF loan due
to noncompliance and countries that did not use the IMF loan due to
non-need.6 But there are further problems with this approach to
measuring noncompliance.

A second problem with the measure, which is remediable, has to do
with the phasing of disbursements. Often countries face compliance
problems early on in their arrangements. Subsequently, they get back
on track, although sometimes this is after waivers on some conditions
are granted. At the end of the arrangement, the full loan may eventu-
ally be disbursed, but there may have been severe compliance problems
along the way. Axel Dreher has proposed a solution to this problem.
He measures actual disbursements relative to equal phasing of the loan
over the entire course of an arrangement. To the extent that actual
disbursements deviate from an even distribution of the loan over time,
compliance problems can be assumed. For example, if more than half
of a loan is disbursed during the second year of a two-year arrange-
ment, then there must have been an interruption during the first year.”

A more severe problem with this measure is its reliance on IMF
judgment. The measure assumes that if the IMF disburses high levels
of the loan, the government must be living up to the Letter of Intent.
But what if international politics plays a role in the ultimate decisions
of the IMF? As Chapter 2 discusses, powerful countries — mainly the
United States — may pressure the IMF to treat strategically important
allies more favorably than other countries. In his work on Eastern
Europe and Africa, Randall Stone has shown that the IMF tends to be
fairly consistent and technocratic when initially punishing a country
that has failed to live up to the policy conditions in the Letter of
Intent. That is, he shows economic variables predict the onset of
punishment fairly well, while international politics seems not to play
much of a role. Instead, he finds that international politics does play a
strong role in the duration of punishment. Countries favored by the
United States tend to get shorter punishment intervals than countries
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not particularly favored. The shorter punishment intervals imply that
countries favored by the US may receive a larger proportion of an
IMF loan than a country with a similar level of compliance/noncom-
pliance that is not favored by the US. If this is the case, the IMF may
allow some governments to draw 100 percent of the loan, even if the
government fails to comply with policy conditions. Noncompliant
countries may be coded as compliant.

If the onset of punishment is driven by economic variables, then
perhaps looking directly at the initial suspension of a loan disburse-
ment is a better approach. Susan Schadler and her colleagues at the
IMF, for example, consider the quarterly reviews of IMF programs,
coding noncompliance as situations where performance criteria were
not met and the loan was suspended.8 They coded 59 SBA and EFF
arrangements from 1988 to 1991 and found that the IMF suspended
loan disbursements in 35 cases (nearly 60 percent of cases).9 Political
scientist Martin Edwards of Texas Tech University uses a similar
approach for a much broader set of agreements — 347 arrangements
from 1979 to 1997 — coding noncompliance when the IMF declares a
country ineligible for drawings.!® He finds lower rates of noncompli-
ance: 138 cases, about 40 percent.

A related approach is to consider “irreversible interruptions,”
defined as occurring when “either the last scheduled program review
was not completed, or all scheduled reviews were completed but the
subsequent annual arrangement was not approved.” This measure was
introduced by researchers at the IMFE.!! Using this approach to analyze
197 IMF arrangements during the 1992-2002 period, 41 percent expe-
rience an irreversible interruption. So with this measure, compliance
rates are nearly 60 percent.

According to all aggregate measures, therefore, compliance is far
from one hundred percent, but noncompliance is punished in some
cases and rates of compliance are nontrivial, ranging from 40 to 60
percent of cases, depending on the measure employed. Yet all of the
above approaches to measuring compliance suffer from a third
problem: they conflate different forms of compliance into one index.
This is a severe problem, and it is impossible to avoid with any aggre-
gate approach. To understand what is at stake, consider the following:

Different IMF arrangements have different policy conditions. And
even if all arrangements had the same conditions, different govern-
ments achieve various levels of compliance across the various policy
dimensions covered by the arrangement. Yet, when using an aggregate
index of compliance, hundreds of possible policy combinations must
be conflated into one index. Countries that make great progress in
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tightening monetary policy may be granted continued disbursements
of the IMF arrangement loan, even though the government failed to
raise taxes or reduce expenditures. Another government may success-
fully achieve fiscal balance, but fail to privatize the telecommunications
industry and fail to reform the pension system, and the IMF loan may
be withheld. Sometimes the IMF calls for “prior actions” to be taken
before an arrangement is in place, so progress in some policy areas may
be made before the arrangement goes into effect.

If IMF staff and officials decide that enough overall progress has
been made, the loan is disbursed. If not, the loan is suspended or the
agreement is cancelled. In some cases, when it is obvious that policy
targets have not been achieved, the IMF can grant a “waiver” and
continue to disburse the loan. Even if all of these decisions were
completely transparent and free from international politics, which they
are probably not, the ultimate decision to disburse the loan relies on
IMF judgment about the progress made across the various policy
conditions.

One can design an aggregate index much differently than the ones
so far presented. Consider the work of researchers at the IMF, Valerie
Mercer-Blackman and Anna Unigovskaya.!2 They distinguish between
two types of conditions — structural benchmarks and performance
criteria — creating two indices of compliance. They call the first the
Structural Benchmark Index and the second the Index of Fund
Program Implementation. Within each index several different types of
conditions are included. The Structural Benchmark Index includes
required conditions in seven different areas: trade/exchange systems,
pricing and marketing, public enterprise, tax/expenditure reform,
financial sector, privatization reform, and “other.” The Index of Fund
Program Implementation or “Quantitative Implementation Index”
includes quantitative targets across many different economic policy
dimensions, such as fiscal balance. Both indexes essentially indicate
the number of conditions that were met (as deemed by the IMF — so
the indexes rely on IMF judgment, like the measures discussed above)
as a proportion of the total number of conditions that were
prescribed. 13

Consider some examples from the Mercer-Blackman and
Unigovskaya data, which cover Eastern Europe from 1989 to 1997.
Under one SBA, Bulgaria faced just one structural condition, falling
under the “Pricing and Marketing” category. Latvia also faced only
one structural condition under an SBA, but it fell under the “Tax/
expenditure reform” category. In both of these cases, only partial
compliance was achieved, so both countries receive a score of 50
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percent on the Structural Benchmark Index. They receive the same
score, but they were required to fulfill quite different policy conditions,
and they each undertook different actions. As another example,
Georgia and Kyrgyzstan both achieved scores of 79 on the Structural
Benchmark Index under ESAF programs, but Kyrgyzstan faced 35
different structural conditions, while Georgia faced 22. Kyrgyzstan
faced one condition under the “Trade/exchange systems” category,
while Georgia faced none in this category. Georgia faced two condi-
tions under the “Pricing and Marketing” category, while Kyrgyzstan
faced none in this category. In other words, vastly different experiences
under IMF programs are often coded as the same. One loses a lot of
information about which exact policies countries complied with when
one aggregates all information into just an overall index.

Note, however, that there are several encouraging features of
Mercer-Blackman and Unigovskaya’s data that should be highlighted.
First, by breaking implementation into two categories, there is not an
overall score for compliance. Instead, there are two overall scores: a
score for compliance with structural conditions, and a score for perfor-
mance conditions. Second, both indexes are constructed from data
on the actual conditions. So, this approach verges on disaggregating
compliance, by at least breaking up conditions into two indexes. These
indexes in turn are constructed from further disaggregated data — the
actual policy conditions for each arrangement. The Mercer-Blackman
and Unigovskaya data set, which come from the IMF database for
Monitoring Fund Arrangements (MONA), opens the door to the
disaggregated approach to measuring compliance.

One final reason in favor of a disaggregate approach is that the
aggregate indexes of IMF compliance are not very highly correlated.
Consider Table 5.1, adapted from an IMF Working Paper, which reports
correlation coefficients between various measures of compliance
discussed above, covering arrangements from 1992-2002.14 Generally
speaking, correlation coefficients can potentially range from —1 (for
measures that vary in perfectly opposite directions) to +1 (for measures
that vary exactly the same); 0 indicates no correlation at all. There is no
magic threshold for how highly two different measures of the same
phenomenon should be, but debates rage in political science, for
example, over measures of democracy that are correlated in ranges
above 0.9. In Table 5.1, none of the correlation coefficients even break
the threshold of 0.7. The one that comes closest is the correlation
between “Programs with no irreversible interruptions” and “Percentage
of the loan drawn.” It is not surprising that these two measures have
the highest correlation, since disbursements of IMF loans should stop
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Table 5.1 Correlations between different measures of compliance

Measure of Percentage of Quantitative Structural

compliance the loan drawn — Implementation — Benchmark
Index Index

Quantitative

Implementation

Index 0.30

Structural

Benchmark Index  0.35 0.29

Programs with no
“irreversible
interruptions” 0.70 0.31 0.29

during an interruption (almost by definition). If anything, it is surprising
that the correlation coefficient is so low. The correlations between the
other measures of compliance are lower still, ranging from 0.35 to 0.29.
At least the correlations are all in the expected direction; these measures
do have a tendency to move in the same direction.

Disaggregate approaches to measuring compliance

A disaggregate approach to measuring compliance with IMF arrange-
ments follows a different logic than the aggregate measures discussed
above. Instead of looking at one simple overall measure, this approach
recognizes that the determinants and consequences of compliance in
different policy dimensions may not be the same. It is easier to raise
interest rates than it is to reform pension systems, so rates of compli-
ance may be different for these two types of conditions. The effects of
compliance with different conditions may also be different. Raising
interest rates may have an immediate negative impact on economic
growth, while reforming a pension system may have a long run positive
impact on economic growth. Studying the effect of an overall level of
compliance may not be as useful as looking at the effects of specific
policies.

Ironically, while all of the recent work on compliance uses aggregate
indexes, the earliest work on compliance used disaggregated approaches.
Dreher cites a 1980 study by IMF economists W. A. Beveridge and
Margaret Kelly as the first to look at the question of compliance.ls
They considered compliance rates with fiscal conditions and bank credit
ceilings separately, looking at 105 countries that participated in IMF
Stand-By Arrangements between 1969 and 1978. They found that for
cases with fiscal conditions, the compliance rate was 62 percent, and
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for cases with bank credit ceiling conditions, the compliance rate was
55 percent.!6 Polak expanded this study to consider further arrange-
ments. He reports that for 34 SBA and EFF arrangements in 1983,
compliance with the fiscal conditions was 36 percent, while compliance
with the credit ceiling conditions was 44 percent. For 17 SAF arrange-
ments in 1988-1989, compliance for both types of conditions was 40
percent, and for five ESAF arrangements in 1988-1989, compliance
with both types of conditions was 60 percent. For all programs consid-
ered by Polak, this gives a compliance rate of 54 percent for fiscal
conditions and 51 percent for bank credit ceiling conditions. The
overall rates of compliance across these two conditions were not very
different, but consider what was found in a different study.

Part of Polak’s data come from a 1989 study by Sebastian Edwards,
who looked at compliance with three different types of conditions:
changes in deficit (fiscal), ceilings on domestic credit, and ceilings on
net domestic credit to the government.!7 Note that the fiscal category
has to do with the taxing and spending activities of the government,
which, if there is a legislature, may not be completely under the control
of the finance minister or the executive branch of the government. The
other two categories — domestic credit and credit to the government —
may, in many countries, be under the control of the executive branch,
either under a finance minister or the central bank.

Edwards considered the 34 programs that were approved in 1983
and tracked compliance over three years. He found that compliance
with fiscal conditions was 30 percent in 1983, 19 percent in 1984, and
44 percent in 1985. Interestingly, a new IMF Independent Evaluation
Office study of 133 programs in 70 countries from 1985 to 2000 finds
that 40 percent of the cases complied — indeed “overperformed” with
respect to deficit targets, although 60 percent “underperformed.” The
average achievement was about one-half of the target fiscal balance. In
the early Edwards study, compliance with the other two conditions was
higher than this on average. For changes in domestic credit, compli-
ance was 55 percent in 1983, 46 percent in 1984, and 41 percent in
1985. Compliance was highest for changes in net domestic credit to the
government: 72 percent in 1983, 53 percent in 1984, and 52 percent in
1985. Thus, overall the compliance rates were: 31 percent for fiscal
conditions, 47 percent for domestic credit, and 59 percent for credit to
the government. Edwards emphasizes the low rate of compliance with
the fiscal conditions, noting that the deficit target “in no year reached
a 50 percent rate of compliance.”!8

Why is there such variance of compliance rates for different condi-
tions? This is a question that has not yet been addressed in the
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literature on IMF programs. Perhaps compliance rates vary across
different types of conditions because certain governments face veto
players and interest groups that have more say over some policy areas
than others. Recall that the Letter of Intent is sent by the executive
branch to the IMF. Perhaps compliance rates are highest in policy
areas where the executive branch has more power. It is also possible that
the government has better control over certain areas of the economy
because they are less subject to exogenous shocks.

The point is to recognize that the compliance picture becomes more
nuanced when one looks at disaggregated rates. Compliance may be
higher in some policy areas than in others, and looking at an aggregate
index masks this. Compliance rates may be high in some countries simply
because they are required to comply with only a few simple conditions.
One would not want to group such cases with countries that achieved
high levels of compliance across many difficult conditions.

Because there is such variance in the constellations of conditions
that are found in IMF arrangements, an alternative approach to
studying conditionality is to be highly focused on a narrow type of
conditions. Dreher reports, for example, that the 1985 study by IMF
economists Justin B. Zulu and Saleh M. Nsouli focused only on the
credit ceiling condition for African countries participating in IMF
programs in 1980-1981.19 They found that about half of the countries
achieved the credit ceiling target.

The best such detailed work on conditions comes from a study by
Erica Gould.20 Her approach is narrow. She looks only at one specific
type of condition: “bank-friendly” conditions that required repayment
of debt to private financiers. Her research question is why such condi-
tions are imposed, and she finds that they are imposed when
supplemental financing is necessary for the IMF program. Recall from
Chapter 2 that Gould argues that when IMF programs require addi-
tional loans from international financiers, these actors can influence
the types of conditions the IMF imposes upon countries. While Gould
does not address the question of compliance directly, the implication is
clear. To the extent that private financial institutions hold sway over
the Fund, the IMF should enforce these bank friendly conditions by
withholding loans from countries that do not comply.

Gould’s work is valuable not simply because she collected actual
data on conditions — although this contribution should not be under-
stated. More importantly, rather than develop some overall index of
conditionality, she collected data on a specific type of condition. She
then studied why this precise condition was imposed. Her path-
breaking work is a model study from which others should build.
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This line of reasoning leads to a new line of research questions about
compliance. First, there is a selection question: Why are certain condi-
tions imposed in some cases but not others? Is conditionality driven by
purely economic factors or do political factors — both international
and domestic — play a role? Second, there is a performance question:
Which countries comply with which types of conditions? Is compli-
ance uniformly high across certain policy areas and low across others?
Or does compliance with specific conditions depend on the type of
country — whether it is a democracy or not, the number of veto
players, the fractionalization of the country? Finally, this kind of
approach leads to a whole new way to evaluate IMF program effective-
ness. Instead of asking what the overall (or aggregate) effect of IMF
programs is, one asks what the effects of specific policies under IMF
programs have been.

As Polak suggested for future work in his 1991 essay: “it might be
better to leave the general question [of overall program effectiveness]
unanswered and to concentrate instead on analyzing the effects of
Fund-type policies” (emphasis in the original).2! Along these lines,
Axel Dreher and Roland Vaubel have researched how the number of
conditions included in an IMF arrangement impact key policy targets,
such as fiscal and monetary targets. They find no correlation — which
they take as evidence of low levels of compliance.22

Yet, these types of questions can be better addressed with a disaggre-
gated approach to studying compliance. For example, how, specifically,
do different types of fiscal conditions impact actual fiscal policies?
Specific questions of this sort have not yet been addressed in the litera-
ture on IMF programs. New research, however, does address the
determinants of overall levels of compliance, as the next section reviews.

The determinants of compliance

Regardless of how one measures it, there is great variance in the rates
at which countries comply with IMF agreements. Why do some coun-
tries comply and others do not? As research on this question is new,
the results should be interpreted with caution — the findings are tenta-
tive. Nonetheless, the results are plausible and promising.

A 2003 study by IMF economists Anna Ivanova, Alexandros
Mourmouras, and George Anayiotas along with Professor Wolfgang
Mayer of the University of Cincinnati analyzes three different measures
of compliance: non-interruption of programs, percentage of loan
disbursed, and an overall index of implementation (constructed from
the quantitative implementation index and the structural benchmark
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index).23 They look for factors that tended to have effects across these
various indicators of compliance, considering a data set of 170 SBA,
EFF, and ESAF programs approved between 1992 and 1998.

They find that several domestic political factors influence compli-
ance. They summarize their results as follows: the presence of strong
special interests in the legislature — measured by the largest percentage
of legislative seats controlled by a party representing nationalistic, reli-
gious, rural, and regional interest groups — makes compliance less
likely. In contrast, countries with a high degree of political cohesion —
as measured by the similarity of the political parties controlling the
executive and the legislature — are more likely to comply. Countries
facing political instability are less likely to comply, although they find
that if there is an effective bureaucracy in place, political turnover
plays less of a role.

IMF economists Saleh M. Nsouli, Rouben Atoian, and Alexandros
Mourmouras expand upon the study above analyzing a larger set of
data (197 programs from the 1992-2002 period).24 They focus on two
measures of compliance: loan disbursement, and irreversible interrup-
tions. Their work shows that there are practically no factors that
predict both of these measures of compliance with any great degree of
statistical significance.

Indeed, there is just one such factor, “internal conflict,” a measure
of political violence. Strangely, lower levels of political violence lead to
lower disbursements of the loan and greater chance of an irreversible
interruption. The authors believe this is because the IMF is often
involved in countries where “observance of the law is not very good.”25
Apparently, the IMF practices lenience with such countries — the
authors state the finding as:

more IMF financing is disbursed and fewer interruptions are expe-
rienced in countries in which internal conflict was intense and law
enforcement weak before program approval. Arguably, this reflects
the IMF’s role, as lender and policy adviser, in facilitating the
return to normalcy of countries experiencing natural or political
shocks.26

As for the rest of the factors the authors examine, none has a statisti-
cally significant impact on both measures of compliance.

None of the economic factors they examine — GDP per capita,
inflation, fiscal deficit, current account, investment profile rating, size
of IMF quota, or economic growth — influence loan disbursements. The
same is true for irreversible interruptions, except for economic growth,
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which has a slightly significant impact — higher economic growth makes
an irreversible interruption less likely.

Many political variables?7 are also not significant: quality of bureau-
cracy, democratic accountability, external conflict, religious tensions, and
socioeconomic conditions rating. Other variables matter for one measure
of compliance but not the other. So, for example, lower ethnic tensions
lead to greater loan disbursements, but have no effect on irreversible
interruptions. The same is true for greater government stability.

Dreher echoes this pattern: “With respect to the compliance indices ...
results are somewhat disappointing. No clear pattern emerges as to what
factors are important for compliance.”28 Yet, one factor that Dreher, as
well as Joseph Joyce, economist of Wellesley College, cite as important
is democracy.?9 Democracies appear to be more likely to comply than
dictatorships in these studies. Joyce points out, however, that when the
government of a democracy faces a high degree of partisan polariza-
tion, compliance is less likely. The index of polarization that Joyce uses
takes on a value of 0 if the political party of the president or prime
minister enjoys a majority in the legislature, and 1 or 2 if opposition
parties control the legislature (1 if the ideological difference is small, 2
if not — an admittedly subjective judgment). It turns out that according
to Joyce’s estimations, the polarization effect trumps the effect of democ-
racy, so that a highly polarized democracy is less likely to comply with
an IMF program than a dictatorship.

Perhaps with better measures of compliance more will be learned.
For now, one can conclude that both international and domestic poli-
tics influence compliance. Countries important to the IMF major
shareholders face less pressure to comply, and countries with greater
institutionalized opposition face greater obstacles to comply.

Note that behind all of these conclusions, however, lurks another
“selection problem”: Which countries get which conditions? Do all
countries facing the same economic circumstances receive the same
level of conditionality or does the IMF account for international and
domestic political factors when designing an IMF program? Recall from
Chapter 2 that international political factors may influence the level of
conditionality a country receives — Dreher and Jensen find that allies
of the US are more likely to receive fewer conditions than other coun-
tries; Dreher, Sturm, and I find that countries serving as a rotating
members of the UN Security Council also receive fewer conditions.30

Or take the democracy finding, for example, that democracies are
more likely to comply than dictatorships. Perhaps the IMF recognizes
that democracies face veto players that dictatorships do not, and thus
grants them softer conditions. This may account for the higher rates of
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compliance among democracies, rather than an inherent propensity of
democracies to keep their international commitments. If democracies
do not get softer treatment, however, then the higher rates of compli-
ance may be an indicator that democracies indeed make more credible
commitments than dictatorships. Answers to such “selection” ques-
tions with respect to compliance await more detailed information on
IMF arrangements.

The effects of compliance

This chapter began by explaining that in order to answer the question
of the effectiveness of the IMF one must first answer the question of
compliance. By now it should be clear that the question of what drives
compliance has not yet been adequately researched. The question of
how to measure compliance is not straightforward, and there is still
more work to be done. Thus, the chapter will not be able to settle the
debate about whether IMF programs have their effects via compliance
with policies or via loans. Nevertheless, it is worth presenting the
evidence that does exist since it has dealt with data and measurement
problems in various clever ways.

First consider the evidence presented in the extensive study by Nsouli,
Atoian, and Mourmouras, presented in the previous section. They
present evidence about the effect of compliance on inflation and growth.

Regarding economic growth, they find that compliance has no
effect! Recall that Nsouli and colleagues consider two measures of
compliance: percentage of the loan drawn and irreversible interruptions.
They find that receiving higher percentages of the loan does not help
growth, and receiving IMF punishment by being cut off from loans does
not hurt growth. This suggests that the negative effects IMF programs
have had on growth come through policies not the IMF loan — other-
wise, higher rates of compliance would lead to better results.

Dreher’s research on compliance (cited above) produces even
stronger findings on growth. He finds that the overall effect of IMF
programs on economic growth is negative. Compliance with IMF
programs tends to mitigate this negative effect — but not enough. Even
for countries that comply, the impact of IMF programs on economic
growth is negative. The effect of the size of an IMF loan as a
percentage of GDP has no impact on growth.3! The Michael Hutchison
and Ilan Noy study finds the same: IMF programs hurt growth even
after controlling for levels of compliance.

Recalling the left-right debate on IMF programs, these growth
results are not conclusive for either side, but it tends to favor the left:
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loans do not appear to have a negative effect on growth, so IMF
programs do not appear to be subsidizing bad policy. And compliance
with IMF programs does not result in a positive effect on growth
either. Even when countries comply with IMF programs at high levels,
there is no evidence of a positive effect on economic growth.

What about inflation? Recall Stone’s study of Eastern Europe. He
recognizes that the effect of IMF policy conditions depends on whether
countries actually comply with the policies, but also that compliance is
not straightforward to measure. Yet, Stone has evidence that some
countries are more likely to be punished for noncompliance than
others. In particular, countries that do not enjoy preferential treatment
from the United States are likely to be severely punished for noncom-
pliance, while countries that are important to the US are not likely to
face serious punishment. So Stone incorporates the credibility of
punishment into his evaluation of the effectiveness of IMF programs
on inflation. He finds that for countries preferred by the US — where
the credibility of punishment is low — IMF programs do not improve
inflation. And where the credibility of punishment is high — in coun-
tries that are not favored by the US — IMF programs are actually
effective against inflation. IMF programs lower inflation in countries
where IMF conditionality is enforced. Economists at the IMF, Nsouli,
Atoian, and Mourmouras, also find some evidence that compliance
with IMF programs does lead to lower rates of inflation.32

This is evidence in favor of the critics of the IMF from the right.
Often IMF programs are not enforced, and when they are not enforced
they are not effective. When they are enforced, however, the policies have
shown success at curtailing inflation. Unfortunately, the same cannot
be said for growth.

Conclusion

Measuring compliance with IMF programs is not straightforward, and
it is no accident that many studies of the effects of IMF programs,
reviewed in Chapter 4, have avoided this issue. Yet, the question of
compliance is too important to be ignored. To address important
debates about how the IMF should be reformed, one needs a thorough
understanding about what determines compliance and what are the
effects. The studies reviewed in this chapter have taken important steps
forward in addressing the compliance question. We know that compli-
ance is far from 100 percent, and that compliance rates differ across
different policy areas. Compliance has been cited as being as high as 72
percent for credit creation conditions and as low as 30 percent for
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fiscal conditions. We also know that economic factors do not
completely explain why some countries comply and others do not.
Instead, international and domestic political factors appear to play
roles in determining who complies. As for the effects of compliance,
there is evidence that the effect of IMF programs on inflation depends
on the extent of compliance, although rates of economic growth
appear to be negative regardless of compliance levels.

What do we still need to know? To be blunt, we need to know a lot
more. Compliance is a ripe research topic on the IMF. In general, we
need to know why some countries comply and some do not. More
specifically, we need to know why some countries comply with specific
conditions and some do not.

Once we have a handle on the questions of who complies with
which policies and why they choose to do so, there will be a solid foun-
dation upon which to answer perhaps the most important questions:
What are the effects of complying with certain specific IMF policy
conditions?

As one might imagine, since there is little agreement on the answers
to the questions laid out in this chapter, debates rage about how to
improve the IMF. The debate about the reform of the IMF is the
subject of the next chapter.



6 Reform the IMEF?

In 1997, following decades of economic growth, crisis struck the
economies of Thailand, Indonesia, South Korea, the Philippines, Hong
Kong, and Malaysia. Up to this point, these economies had been
lauded by the IMF as part of an “East Asian miracle” of economic
development. By 1998, the effects of the East Asian financial crisis
were felt as far away as Russia, Brazil, and even the United States. In
2001, Argentina, a country considered to be a “model student” of the
IMF throughout the 1990s, entered into a severe financial crisis. The
IMF was implicated by many as playing a role in exacerbating these
crises, and — for the first time in the history of the institution — calls
for its reform and even its dissolution came from across the political
spectrum.!

The debate has largely focused on the question of whether the IMF
should be in the “development business.” Although national prosperity,
full employment and increasing real incomes were among the IMF orig-
inal goals, both John Maynard Keynes and Harry Dexter White saw a
division of labor between the IMF and the World Bank. As described
by political economist Richard Feinberg of the University of California
at San Diego, White called for the IMF to concentrate on disruptions
of foreign exchange, leaving the Bank economic recovery; Keynes
called for the IMF to be staffed with “cautious bankers” and the Bank
with “imaginative expansionists.” Yet, the distinction between the two
institutions tasks was not obvious, and had to be clarified in a 1966
memorandum, assigning to the IMF the primary responsibility of
temporary stabilization assistance.2 Recall from Chapter 1 that the first
IMF arrangement with a developing country in 1954 was not even
temporary — it lasted four years. And distinctions between the IMF
and the World Bank became blurred further in the 1970s and 1980s
when the IMF opened lending facilities officially designed to last up to
four years. The IMF was never able to restrict itself to the founding
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fathers’ ideal of temporary lending. Many people, however, pose the
question: Should this international institution be involved in promoting
economic development? Or should the role of policy conditionality be
reduced — scaled back to the more moderate levels originally envisaged
by the founders of the institution?

On the one hand, if the IMF is to remain in the business of promoting
economic development, how should it proceed? Why is there a dearth
of evidence of success? What has gone wrong and what needs to change?
On the other hand, if the IMF is to scale back its operations, what
should the role of conditionality be? Should there even be condition-
ality, and if not, how can the Fund address the question of moral
hazard?

This chapter reviews various prominent positions that have been
taken on the question of economic reform, as well as discuss the direc-
tions that the IMF in fact has taken to change its ways. Disagreement
exists at almost every level: What causes economic crises? What has the
IMF done? Why has it failed?

The basic disagreement follows the compliance debate from the
previous chapter: people from the left tend to criticize the policies
imposed through IMF conditionality. People from the right tend to
criticize the loans provided by the IMF. One side assumes compliance
with incorrect policy conditions hurts countries, while the other side
assumes noncompliance and believes that IMF loans subsidize the
incorrect policies that were in place in recipient countries to begin with.

Despite disagreement on these questions, there exists a strange
consensus among the IMF’s critics from the left and the right about
how the IMF should be reformed. They agree that a major problem
has been a lack of transparency, and they argue that the operations of
the IMF should be scaled back.

There is also consensus that a major hurdle faced by the IMF is the
domestic politics within program countries. This hurdle appears too
high to most, which is one of the reasons people feel IMF operations
should be reduced.

Yet, the IMF does not see domestic politics as insurmountable. So,
while the number of new economic programs the IMF initiates each
year has dropped moderately in the new century, the depth of these
programs with respect to domestic politics has increased.

The major innovations the IMF has introduced since the East Asian
financial crisis are increased transparency and country ownership of
their economic programs. Before looking into these IMF reforms,
however, consider the critiques from the left and the right in greater
detail .3
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Critique from the left

Nobel Prize laureate Joseph Stiglitz, who served as the Chairman of
the Council of Economic Advisors under President Bill Clinton (1995-
1997) and served as the chief economist and senior vice president at
the World Bank (1997-2000), offers a scathing and thorough critique
of the IMF in his book, Globalization and Its Discontents.# He cites the
major problem as being the policies the IMF imposes, and he traces
the roots of this problem back to the very incentives that IMF staff
and officials respond to — notably, that they act on behalf of foreign
investors and domestic elites at the expense of labor and the poor in
program countries.5

The irony for Stiglitz is that while the IMF was founded because
markets fail, the policies imposed by the Fund provide little role for
non-market solutions. The advice of the IMF assumes that markets, if
left to their own devices, will correct all problems in the long run. Yet,
the IMF is itself a non-market solution to a market failure. The IMF
exists because markets fail, and yet its economists espouse utter confi-
dence in markets. Stiglitz thus finds the Fund to be “plagued with
intellectual inconsistencies.”®

Recall from Chapter 1 that one of the founding fathers of the IMF,
John Maynard Keynes, noted that economic downturns in one country
imposed negative externalities on other countries, and that markets did
not address this adequately. By pooling resources under an organiza-
tion like the IMF, funds could be lent to countries facing economic
crisis to maintain global levels of employment and consumption so
that economic problems would not spill over needlessly from country
to country. The IMF was invented to cope with failures of markets.

Yet, the IMF seeks to reduce the role of governments in markets
through fiscal austerity, privatization of national assets, and market
liberalization from government regulation. Economists at the IMF
assume that markets will quickly arise in the absence of government
action, thus the role of government is required to be diminished. Stiglitz
argues, however, that some government actions are in place precisely
because markets fail to provide an essential service, and are doomed to
fail again because of missing insurance markets or limited information.
Stiglitz further claims that sometimes the recipe prescribed by the IMF
is not well thought out because the interaction of various policies can
be detrimental to the economy: trade liberalization with high interest
rates leads to unemployment and job destruction; liberalization of
financial markets without safeguard regulations can lead to economic
volatility; privatization without ensuring competition can lead to
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higher prices for consumers; fiscal austerity under an economic crisis
can increase unemployment and deepen the crisis.”

Stiglitz notes that advanced industrialized countries do not follow
austerity policies themselves when they face economic downturns. He
points out, for example, that when the United States faced a recession
in 2001, “the debate was not whether there should be a stimulus package,
but its design.”® Contractionary policies, such as those suggested by
the IMF, were certainly not considered by the US government. Stiglitz
thinks that similar stimulus packages could serve to help developing
countries grow their way out of economic crises. Renewed economic
growth also would reassure investors, which would further reinforce a
positive trajectory for the economy.

So Stiglitz questions why the IMF pursues the policies that it does,
especially in the face of evidence that the policies have failed to
promote long run economic growth in the developing world. He reasons
that the IMF is not just concerned with maintaining global stability,
but is “also pursuing the interests of the financial community.” It is
important to note that Stiglitz only hints at possible mechanisms by
which the IMF has incentives to pursue the interests of global financiers.
He suggests that there is a revolving door between the financial commu-
nity and positions at the IMF, but he does not provide any examples of
people moving from one position to another. Erica Gould, on the other
hand, provides a mechanism by which the IMF may be beholden to
private financiers. As described in Chapter 2, she finds that the IMF
often relies on the financial community for supplemental financing for
its programs and that the Fund repays private financiers by imposing
bank-friendly conditions on program countries.

With such connections between the financial community and the
IMF in mind, Stiglitz paints an insidious picture of the Fund: when a
developing country faces a balance of payments crisis, the IMF extends
loans of foreign exchange so that the currency does not have to be
immediately devalued. This buys time for foreign financiers and the
domestic elite to exchange the collapsing currency for a stable currency
at favorable terms. These actors can get their money out of the country
through the liberalized markets which the IMF has imposed upon the
country. After this, the currency is finally devalued, and labor and the
poor are left with the debt of repaying the IMF loan with a devalued
currency. The evidence on income distribution and IMF programs
supports this point of view.

What should be done to reform the IMF according to this view?
The crucial change that is necessary according to Stiglitz is a change in
the policies the IMF imposes as part of conditionality.
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First, he stresses the dangers of capital market liberalization. By
instead imposing short term capital controls and exit taxes, govern-
ments can make it more costly for foreigners and domestic elites to pull
their resources out of a country in crisis, discouraging the crisis from
deepening.

Stiglitz also argues that the IMF should rely less on lending to
countries in crisis and instead focus on managing bankruptcy. Such an
approach would be less costly to labor and the poor, and would place
responsibility for the crisis on actors who should have been wary of the
risks of over-investing in the first place.

Finally, with respect to lending, the IMF should return to the mandate
proposed by Keynes: “providing funds to restore aggregate demand in
countries facing an economic recession.”!0 Stiglitz argues that the best
way out of an economic crisis is to restore confidence through policies
that maintain employment and consumption, not through the contrac-
tionary policies the IMF has relied on. To the extent that costly
economic adjustments must be made, Stiglitz favors transparency
about these costs — as part of the arrangement the IMF should disclose
the expected impact on poverty and unemployment.

How can such changes take effect? Stiglitz suggests two main
reforms to achieve the above changes: transparency and governance.
Transparency is an issue that nearly everyone raises. The IMF was too
secretive in the past, and there can be little accountability without
information on the actions and policies of the IMF. The lack of trans-
parency is one of the reasons that Stiglitz’s contentions about the
insidious nature of the Fund are plausible to many. People may come
to all sorts of conclusions about important negotiations that routinely
take place behind closed doors. Most suggest that transparency will
make the IMF more accountable, and that transparency will help settle
debates about the level of policy conditionality the Fund imposes and
levels of noncompliance. Yet, Stiglitz believes that transparency has
the potential to do even more. He believes that with transparency there
can be open debates over the policies of the IMF. In other words,
Stiglitz is hopeful that transparency will not just reveal IMF policy
prescriptions but even transform IMF policy prescriptions.

Stiglitz also places a lot of faith in changing the governance of the
IMF: “the most fundamental change that is required to make globaliza-
tion work in the way it should is a change in governance.”!! Presently,
the governance of the IMF favors countries that do not participate in
IMF programs. Ten of the 24 seats on the Executive Board are filled
by Europeans — an eleventh is held by the US. This leaves just five for
Asia, three for Latin America, three for the Middle East and North
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To the reader

How many of the current Executive Directors come from countries that have
participated in recent IMF arrangements? Check who currently sits on the
Executive Board by looking up “IMF Executive Directors and Voting Power”
on the IMF website. Then check recent IMF Annual Reports to see if any
come from countries that have participated in recent IMF programs.

Africa, and just two for Africa south of the Sahara. Of the 24 people
who presently sit on the Executive Board, only six of them come from
countries that have actually participated in IMF programs in the past
ten years. Yet, Ngaire Woods, the Director of the Global Economic
Governance Programme at University College Oxford, points out the
following: with the exception of only the US, all of the original major
shareholders at the IMF were expected to be recipient countries.!2

To change the governance of the IMF, Stiglitz argues that first the
size of the Executive Board should be expanded so that there are more
seats at the table for African countries as well as other recipient coun-
tries. Even if official vote shares are not altered, the fact of having
more recipient country voices around the table may open debates
about what policies should be attached to IMF loans. This suggestion
is consistent with the spirit of Executive Board meetings, considering
that votes are rarely taken on the Board, and that the IMF operates
according to the “consensus” of meetings.

In addition, Stiglitz believes that the actual distribution of votes at
the IMF should change. He is not alone — even the current Managing
Director of the Fund, Rodrigo de Rato, supports the idea.!3 Ariel
Buira, Director of the G-24 Secretariat and former IMF staff member
and Executive Director, has proposed a formula by which governance
at the IMF can be recalibrated.!4 Recall from Chapter 1 that vote share
at the IMF is determined by a country’s economic size and exposure to
trade. These economic variables can be measured in various manners.
GDP, for example, can be calibrated using exchange rates, although
this practice tends to understate the GDP of developing countries,
where valuable non-tradable services are undercounted because the cost
of labor is less expensive — a haircut may be worth the same to people
in different countries, but it may cost as much as 50 times more in New
York than in the Dominican Republic according to official exchange
rates. For this reason, almost all cross-national research in political
science and economics — and, in particular, almost all cross-national
work at the IMF — uses GDP measured in terms of purchasing power
parity (PPP). Yet when calculating subscriptions to the IMF, the IMF
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uses GDP measured in terms of exchange rates. Why does the IMF use
market rate GDP? The standard argument is that this best reflects a
country’s ability to contribute to IMF efforts to finance balance of
payments problems. But Buira points out that contributions to the IMF
amount to less than one percent of GDP, so the “ability to pay” argu-
ment is not persuasive. Developing countries could contribute more to
the IMF; this would give them a stronger voice.

Indeed, if the IMF were to switch to using GDP measured in terms of
PPP, the voting shares of many countries would dramatically change.
The major sharcholder’s votes would not change very much — the US
would still have the most voting power by far. But smaller industrial-
ized countries, like Belgium or Denmark, would have their vote shares
cut a great deal. The windfall would go to emerging market countries.
China, for example, would have nearly double the votes of Japan —
instead of the other way around, which is the way it is currently.
Belgium would have less than one third of the votes that Brazil would
have — presently Belgium has 50 percent more votes than Brazil.

One question behind reforming the governance of the IMF, however,
looms large: What difference would it make? One can easily justify why
voting shares should change, but in terms of reforming the IMEF,
would a new distribution of votes change the way the IMF operates?
The Stiglitz critique calls for the IMF to pursue different policies
during economic crises, but it is not obvious that new policies would
follow from governance reform.

One innovation might be the creation of a new “rapid insurance”
facility to rush loans to strong economies if hit by a serious shock.!5
As governance stands, the powerful members of the Fund fear the
perverse incentives of moral hazard that this facility could induce. A
new facility like this might go into effect, however, if governance
changed at the IMF because the idea is supported by large emerging
market countries, like Brazil, for example. The goal of this reform
would be to stop financial contagion.

This kind of reform is consistent with suggestions of the late Yale
University economist, James Tobin. Recognizing that increasing inte-
gration of markets and world trade is likely to increase the volatility of
a country’s balance of payments, Tobin suggests that the IMF increase
the quotas of member countries so that greater amounts of foreign
exchange are available to assist countries in times of crisis. This would
raise the amount of money a country can take within the 25 percent
cutoff — without submitting to IMF conditionality.!6

So changing governance could have some effects. But as for condi-
tionality under IMF programs, would changes in governance generate
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changes in policy? There are at least four reasons to question whether
governance reform would make much of a difference with respect to
policy conditionality under IMF programs.

First of all, even with governance reform, the United States would
still have the most votes. Unless reform were extreme, the US would
retain veto power over major decisions. To paraphrase a recent conver-
sation I had with former Brazilian and Mexican government officials,
increasing Brazilian and Mexican voting power at the IMF would
certainly be the correct thing to do, but it would not be consequential —
the United States would still call the tune at the IMF.

Second, to the extent the IMF is beholden to private financiers, vote
share at the IMF would not matter. Private financiers would not
change their demands, and if IMF programs require their financial
support, their preferred “bank friendly” conditions would still be
necessary to include in IMF programs.

Third, it is not obvious that increased representation from the devel-
oping world would change the actual voting over IMF policies.
Perhaps a stronger voice for China — a country that has succeeded
economically following policies quite different from those espoused by
the Fund — would make a difference. But China is unique among the
membership of the IMF. To the extent that elites from finance
ministries and central banks around the world share similar world
views with Western powers, a change in vote shares might not make
much difference. This may be especially true if the management and
staff also come from the same educational background, as Bessma
Momani has shown.!7

Stiglitz himself has pointed out that part of the problem with the
implementation of IMF programs has been the actions of elites in
program countries:

There is ... a process of self-selection of reforms: the ruling elite
has taken advantage of the reform process and the asymmetries of
information — both between themselves and the citizenry and
between the international aid community and themselves — to push
those reforms that would benefit them.!8

More representation for the developing world does not necessarily imply
more representation for labor and the poor of the developing world.
The fourth problem with governance reform is that even extreme
governance reform will not make the IMF a democratically account-
able institution. Ngaire Woods stresses that governance reform should
be pursued, but also warns that it is no panacea for the problems of
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accountability that plague the IMF. Recall the long chain of command
that was laid out in Chapter 2 — the actions of the IMF staff are
simply too far removed from the Executive Board, which in turn is too
far removed from the Board of Governors, which in turn is too far
removed from the direct control of the citizens of the world they
supposedly represent. As pointed out by Robert Dahl, one of the most
important political scientists of the twentieth century, international
organizations simply lack the capacity to be as accountable as domestic
political systems because they are not subject to the major mechanism
that citizens have to hold their officials accountable: elections.!®

In fact, better representation for the developing world at the IMF
might even make the IMF less accountable. Recall from Chapter 2 the
argument of Roland Vaubel that spreading the control of the IMF
over more countries reduces the incentive of any one country to exert
the effort of overseeing the international bureaucracy. Diluting control
also dilutes monitoring incentives.20

Woods and Dahl suggest that ultimately we should be wary of
ceding too much authority to the IMF.2! Stiglitz also agrees that while
it would be best to have the IMF pursue different policies than it has in
the past, it should also become less involved in the domestic politics of
program countries. He suggests that the IMF narrow its focus, moving
away from development and towards data collection and the surveil-
lance of economies. Not only is such data collection important for
bringing about higher global levels of transparency, but narrowing the
focus of the Fund also engenders greater accountability.

Critique from the right

Interestingly, scaling back the operations of the IMF is similarly
suggested by moderate and conservative critics of the IMF. They also
agree that the Fund should be more transparent and focus more on
data collection and surveillance rather than on promoting economic
development. Conservative economists also agree with Stiglitz that the
IMF should rely less on lending and more on bankruptcy so that
actors who are tempted to over invest in a country face potential costs
for their actions.

The agreement that exists at far ends of the political spectrum is
surprising, and it is all the more so because people have reached these
similar conclusions for different reasons. Critics from the left blame
IMF policies for failure, implicitly assuming that governments have
actually followed IMF advice. More moderate and conservative critics,
however, cite low levels of compliance with IMF policy prescriptions.
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They blame international politics for the IMF’s failure to enforce
conditionality. They also blame the domestic politics of recipient coun-
tries for not complying with sound advice.

The thinking about domestic politics has become more sophisticated
since the early days of the IMF.22 Early theories described balance of
payments crises as the result of government deficits. If governments
finance deficits by printing money, this leads to inflation, prompting
people to exchange the inflationary money for more stable foreign
currency, causing the government’s foreign reserves to drop. The role of
the IMF in this situation is clear: provide a loan to shore up the
government’s foreign reserves and put a stop to inflation, but also
reduce the domestic supply of money by imposing fiscal and monetary
austerity, through conditionality.

Eichengreen points out that such theories treat governments as
naive — even foolish.23 Governments can take actions without IMF
help. For example, perceiving a balance of payments crisis, govern-
ments can borrow from abroad to replenish reserves. They can raise
interest rates. They can defend the currency on their own if they
choose. The problem, however, may be that the domestic political costs
may be too high. Higher interest rates may have unacceptable political
costs in the short run: (1) high levels of unemployment, (2) domestic
defaults on loans, which can hurt a weak banking system, and (3) an
overextended government if there is too much short term debt. The
choice to defend the currency thus depends on prospects for economic
growth, the strength of the banking system, and the “political will” of
the government. The IMF can play a role here by providing a loan to
soften the blow of economic austerity as well as providing policy
conditionality to help push through necessary economic reforms. Yet,
in this situation, compliance with IMF austerity may be problematic
even if governments agree with economic austerity policies and have
IMF leverage to help push through some changes. There may be limits
to what is politically possible.

Moreover, not all governments are so well-intentioned. Governments
whose development strategies rely on domestic banks become depen-
dent on these banks and cannot afford to let them fail. Recognizing
this implicit guarantee, foreign investors rush in. When deciding how
much financing to provide, investors weigh the possible return of an
investment against the possibility of a loss. In a situation where the
government cannot afford to let banks fail, however, foreign investors’
risk of loss is reduced and overinvestment may occur. This can lead to
a dangerous situation of too much short term debt. In such a situation,
even a minor problem can trigger a major run on the national currency.
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This is cited as one cause of the East Asian financial crisis: a kind of
moral hazard on the part of investors, whose risks are implicitly
insured by governments because they are dependent on the domestic
banking system.

The role of the IMF in dealing with this kind of moral hazard is
not at all clear. A proactive IMF might use “preconditionality” to
impose capital controls so that the accumulation of investment is
managed more carefully, both going in and coming out of countries.
This runs counter, however, to the liberalization strategies the IMF
tends to espouse. Others prefer a market solution — the IMF should do
nothing and just let the economies fail. This will send a signal that
investments really are risky, and the discipline of markets will regulate
investor actions. They argue that even IMF successes have exacerbated
moral hazard for investors. For example, while most people hail the
successful Mexican bailout of the 1990s, when the IMF assisted in
providing 50 billion dollars in loans to shore up the peso, it may have
sent a signal to investors that they would be bailed out of similar situa-
tions, thereby increasing the moral hazard that led to the East Asian
situation later in the decade.

According to these views, the IMF has not just failed to enforce
conditionality — imposing conditionality may simply be impossible in
countries that lack the “political will” to bring about economic reform.
Governments dependent on the banking system simply use the IMF to
bail out foreign investors. This has led many to argue that the IMF
should stop acting like a “fireman™ and act more like a “policeman,”24
providing loans only to countries that follow preset conditions. Such
“preconditionality” can help sort out good governments from bad.

This was one of the conclusions reached by International Financial
Institutions Advisory Commission, commissioned by the US Congress
in the aftermath of the East Asian crisis. This group, which came to be
known as the Meltzer Commission, because it was chaired by Allan H.
Meltzer, Professor of Political Economy at Carnegie Mellon University,
included 11 men (six men chosen by Republicans and five men chosen
by Democrats).25

The Meltzer Commission sees the longevity of IMF programs as
evidence of their failure. Their report notes that the protracted loans
of the IMF delay necessary reforms and keep governments from
correcting their own mistakes. Essentially, IMF loans subsidize bad
policies — the IMF continuously bails out bad governments. Thus, the
Commission calls for a new mechanism “to promote steady implemen-
tation rather than superficial change. [The IMF] must create incentives
to sustain reform programs until reforms have become established.”
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Rather than attach conditions to loans during a crisis, the Meltzer
Commission advises the IMF to set up preset standards. If countries
adhere to these basic standards, they should be eligible for IMF
funding should a shock hit their economy. If they do not adhere to
the standards, however, no loans should be provided: “Except in
unusual circumstances, where the crisis poses a threat to the global
economy, loans would be made only to countries in crisis that have met
pre-conditions that establish financial soundness.” The details of
development strategies would be left to individual governments,
although the IMF would certainly provide advice. The pre-conditions
themselves would not contain detailed economic plans but instead be
broad:

1  Countries must institute banking regulations that require adequate
capitalization.

2 Countries must phase in the freedom of entry and operation for
foreign financial institutions.

3 Countries borrowing from the IMF must publish the maturity
structure of their outstanding sovereign and guaranteed debt and
other liabilities.

4  Countries must meet a proper fiscal requirement to assure that
IMF resources would not be used to sustain irresponsible budget
policies.

The first pre-condition, regarding bank regulation and adequate capi-
talization, follows directly from the problems associated with the East
Asian financial crisis. This notion receives widespread support. The
second pre-condition follows — the idea here is that if countries open
up to foreign financial institutions, the domestic banking system will
face greater competition and become more efficient.

The third pre-condition follows the transparency fad. It requires a
government to provide information on the structure of its debt,
presumably so that creditors and investors would have a better notion
of the risks involved with a country.

Finally, the fourth pre-condition is consistent with the traditional
IMF approach to economic problems, except that now fiscal responsi-
bility would be required before a country could gain access to IMF
loans.

It might seem that preconditionality would solve the compliance
problem. The incentives under preconditionality are clear: governments
in compliance with the basic standards are assured of loans in the
event of an emergency; governments not in compliance risk going
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crises alone. Yet, preconditionality introduces a credibility problem for
the IMF: What if a country that is strategically or economically
important to the US faces an economic crisis, but is not following
preconditionality? The Meltzer Commission report itself allows for
exceptions for “unusual circumstances, where the crisis poses a threat
to the global economy.” Presumably, preconditionality would not be
enforced for countries deemed too important to let fail. Yet, according
to the research presented in Chapter 2, these are precisely the problem
countries. The IMF does not appear to have difficulty imposing policy
conditions on unimportant countries. But countries important to the
US are provided loans with conditions that are loosely enforced. It is
therefore not obvious how preconditionality would solve the compli-
ance problem as it currently exists.

Aware of this problem, the commission ultimately suggests that the
role of the IMF should simply be reduced. The crucial reform sugges-
tion of the Meltzer Commission is that “the International Monetary
Fund should restrict its lending to the provision of short term liquidity.
The current practice of extending long term loans for poverty reduc-
tion and other purposes should end.” Furthermore, the short term loans
should be offered at a penalty rate, to discourage moral hazard and to
encourage prompt repayment.

The degree of agreement that the IMF should get out of the devel-
opment business is remarkable. The Council on Foreign Relations,
commissioned by President Clinton at the same time as the Meltzer
Commission, does not advocate doing away entirely with ex-post policy
conditions, but recommends that the IMF avoid long term reform
programs and focus on short term crisis management.

Thomas Willett, who takes a distinctly moderate view of IMF reform,
argues that the basic approach of the IMF to countries does not need
fixing — the problem has been compliance. If compliance can be
improved, IMF results will also improve. Willett sees compliance as a
problem of international politics pressuring the IMF not to enforce
conditionality for US favored countries, and also an accountability
problem, which exists in all bureaucracies. The solution to the compli-
ance problem is thus simply transparency, which will limit the
influence of international politics and bring about more accountability.
Yet even moderates like Willett agree that the IMF should say no more
often when requests for loans are made.2¢

Hence, from across the political spectrum — left, moderate, and
right — critics agree that the IMF should become a more open and
transparent institution, and that it should scale back its lending opera-
tions to short term crisis lending.
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The IMF response: transparency and ownership

In the aftermath of the East Asian financial crisis, the IMF undertook
change. Not surprisingly, the institution did not agree with the idea of
scaling back its operations, nor did it agree with critics on the left that
the basic IMF approach to economic problems is incorrect.2’” The IMF
did agree with critics on the right that compliance with conditionality
was a problem. Better implementation would lead to better results.
There was no IMF acknowledgement that US dominance of the insti-
tution is a cause of the compliance problem, but the domestic politics
of recipient countries were acknowledged as a major problem. With
this in mind, the two main solutions the IMF has pursued to encourage
governments to comply with IMF programs are greater transparency,
and the ownership of IMF economic programs by recipient country
governments. Consider these changes in turn:

The first move the IMF made regarding transparency targeted IMF
members. In 1999, the IMF adopted its Code of Good Practices on
Transparency in Monetary and Financial Policies to make the operations
of its members publicly available. With the IMF collecting and providing
better information on members’ monetary and financial policies, poten-
tial investors and creditors would be better able to assess country risks.

Yet, this was only part of the problem. Even with good country-
level information, countries might experience dangerous levels of capital
inflows if investors assume that the country will be bailed out of any
financial crisis. What would the IMF do? What were the precise condi-
tions that the IMF imposed on countries? Would conditionality be
enforced? If so, which conditions and to what extent? Would some coun-
tries face stricter conditionality than others? Would some countries be
bailed out no matter what? Ironically, what lacked transparency at this
point was the decision-making process at the IMF itself. The IMF had
imposed transparency on its members, but continued to operate in
obscurity.

Many of the above questions remain unanswered, as the previous
chapter revealed. The IMF took a step in the right direction, however,
in January 2001, when the Executive Board took the “Transparency
Decision,” making information about the IMF’s own operations more
accessible to the public. Under this policy, the IMF publishes all
country documents, provided the country gives permission. This
includes publishing the annual Article IV consultations with each
country as well as most Letters of Intent.

In addition, the Executive Board established in July 2001 the Inde-
pendent Evaluation Office (IEO) to provide objective and independent
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evaluation of IMF issues. Note that this office exists outside of the
regular IMF hierarchy and reports directly to the Executive Board. So,
the IEO is independent of the IMF staff and management, and it even
operates “at arm’s length” from the Executive Board. The TEO is set up
in such a way to ensure independence: the Director is appointed by the
Executive Board for four-year (renewable) terms, and is prohibited
from joining the IMF staff at the end of service; the Director is
responsible for selecting IEO personnel, a majority of whom must
come from outside the IMF. Thus, the IEO operates outside of the
IMF, but can probe deeper than outsiders because it has unrestricted
access to all IMF documents. It remains to be seen if this institution
can clarify some of the unanswered questions raised above, but most
agree that the IEO is a good idea. What it can do depends a great deal
on the commitment of the Executive Board to maintain the institu-
tion’s freedom to investigate and report.

There remain apparently unavoidable limits on transparency, however.
Even with access to the details of IMF arrangements, the criteria for
punishing noncompliance with IMF arrangements are still unclear. In
contrast to the recommendations of many that the IMF should scale
back conditionality to the days when IMF arrangements were at most
a few pages long, many arrangements continue to be long, detailed,
and covering a wide swath of policy areas. Various detailed conditions
continue to be laid out in many different policy areas from poverty
reduction to growth, fiscal austerity, monetary policy, trade policy,
privatization, banking regulations, tax collection, financial and banking
regulations, and the list goes on. Some conditions are laid out as prior
actions, others have a long time horizon, and still others are subject to
waivers and exceptions. Too much information — or “noise” — transmits
little more information than non-transparency. And there are also
documents that still remain classified.

If the IMF is to continue the practice of conditional lending, it
should further streamline policy conditionality. Most importantly, if
loan disbursements are to be contingent on compliance, the criteria
should be made transparent — meaning verifiable by outsiders — and
the IMF should be consistent in its enforcement.

The other recent innovation of the IMF is called ownership. Mohsin
Khan and Sunil Sharma of the IMF Institute explain “ownership” as
follows:

Ownership of IMF-supported programs ... is an elusive concept
and is hard to define or pin down. Implicitly, it refers to a situation
in which the policy content of the program is similar to what the
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country itself would have chosen in the absence of IMF involve-
ment. This is because the country shares with the IMF both the
objectives of the program as well as an understanding of the
appropriate economic model linking those objectives to economic
policies. In such a situation, the country “owns” the program in
the sense that it is committed to the spirit of the program, rather
than just to complying with its letter.28

Why does the IMF consider ownership to be an important reform?
The IMF argues that ownership should solve the problem of noncom-
pliance, and with higher rates of compliance the IMF expects better
results from its programs. How does ownership work? First of all, the
IMF enters into agreements only with governments that are planning
to implement the reforms the IMF requires because these are the poli-
cies the government wants to pursue. The government is also expected
to be an active participant in designing the program — and this partici-
pation should include more actors beyond just the finance ministry.

The problem, of course, is that this is what was supposedly happening
all along. This is why IMF arrangements are spelled out in a Letter of
Intent signed by the government, not the IMF. The fact that domestic
politics should be accounted for in the design of IMF programs is an
idea that was floated in the 1970s. Moreover, if the economic program
is exactly what the government plans to pursue, why is conditionality
needed? It seems that all the IMF needs is an excellent screening
process by which the IMF can tell ex ante which countries really
believe in economic reform and which ones are simply paying lip
service just to get an IMF loan. There is, unfortunately, no such magic
screening process. If there were, presumably the IMF would have been
using it long ago.

Supposing, for the sake of argument, the IMF can tell which
governments are honestly committed to reform and which are not, is
there any role for conditionality with ownership? Economist Allan
Drazen explains that there is. Suppose a government is truly com-
mitted to a program of economic reform, but faces domestic
opposition. There may be program “ownership” on the part of the
government in the sense that the IMF arrangement represents the poli-
cies that the government would like to pursue, but in the absence of
conditionality, the policies may be vetoed by the opposition. By
bringing in the IMF, the government can change the payoffs for the
opposition, as the IMF loan makes policy change more lucrative and
the specter of IMF punishment makes rejecting the policy change
more costly. This, again, is not new, however. Political scientists have
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been talking about this phenomenon as far back as the 1980s, as
Chapter 3 showed.

Is there anything new about ownership? One difference is that the
IMF is now reaching out to broader segments of society in the devel-
opment of economic programs. A 2002 IMF report on transparency
notes that “Fund missions consult more regularly with a broad group
of interested parties.”?° This followed a 2001 IMF staff report that
suggested the IMF could reach out to trade unions, industry represen-
tatives, local non-governmental organizations, as well as actors in the
government beyond the finance ministry.30 Generally speaking, govern-
ments appear to be more involved in the drafting of their Letters of
Intent. No longer is a signature the only contribution of the govern-
ment. The IMF hopes that greater communication and participation
will engender higher rates of compliance.3!

Another change that came about after the East Asian financial crisis
was the renaming of the Enhanced Structural Adjustment Facility to the
Poverty Reduction and Growth Facility (PRGF) in September 1999.
Like the ESAF, the PRGF is open only to the poorest members of the
Fund, and loans are provided at a concessional rate. The programs are
framed by “country-owned” Poverty Reduction Strategy Papers (PRSPs),
which detail comprehensive economic reforms and development strate-
gies. Due to their comprehensive nature, these arrangements go deeper
into domestic policies than previous IMF programs.

Studies by the IMF and the IEO confirm that PRGF programs are
different than standard IMF arrangements.32 In particular, they have
allowed for higher public expenditure than other IMF programs,
particularly for pro-poor spending.33 So this was more than just a
change in names. This facility is explicitly where greater ownership has
been fostered. Governments have been deeply involved in planning
four-year long economic programs.

Notably, the IMF has shifted its resources in the direction of PRGF
arrangements. From the date of the first ESAF program in 1989 up
until the facility was changed to the PRGF in 1999, there were 83
ESAF programs initiated. During this same period, there were 152
standard Stand-by Arrangements initiated. From 2000 to 2005, however,
PRGF programs actually outpaced Stand-by Arrangements 61 to 52.

With a total of 120 new programs initiated from 2000 to 2005, the
IMF does not appear to be scaling back much. There were fewer coun-
tries under IMF programs in 2004 than in 2001 — 49 versus 62 — but
the world economy has also been performing better. And where the
IMF is still involved, it appears to be more deeply involved than ever.
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To the reader

Are PRGF programs still more common than Stand-by Arrangements?

at www.imf.org.

Check in the most recent IMF Annual Report in Appendix Il: financial opera-
tions and transactions. The Annual Reports are available at the IMF website

What is remarkable about the PRGF is that it flies in the face of
everything the US Congress-commissioned report suggested. Indeed,
the ownership-direction of the IMF represents a stark departure from
the consensus across the political spectrum that the IMF should scale
back its activities, limit its lending to short term liquidity, and get out
of the development business. On the contrary, the IMF has shifted its
resources, focusing on long term programs for the explicit purpose of
promoting growth and reducing poverty.

The Meltzer Commission explicitly called for the new PRGF to be
closed. Yet the IMF has expanded the facility. The Meltzer Commission
called for temporary loans to be offered at penalty rates. Yet, the PRGF
extends long term loans at concessional rates. Most critics cited the
IMF’s deep involvement in development strategies as an example of
“mission creep” that should be scaled back. There was widespread
agreement that the IMF should be less involved in the domestic poli-
tics of loan recipient countries. Yet, the PRGF is explicitly designed to
foster development by delving deeply into domestic politics — more
deeply than ever before.

In these senses, “ownership” should be seen as a bold stand by the
IMF that the institution can do better at development than critics
believe. It requires the IMF to be more selective in choosing which
governments to work with, and then requires the IMF to work closely
with these governments to figure out how to make economic reforms
politically possible. It is a lofty goal.

Conclusion

Conditional lending has had such a poor track record, it would not
surprise many to see the IMF fail. There are several reasons that
conditional lending has not brought about positive change in the
developing world. Even if one were to assume — contrary to Stiglitz
and many other critics — that the IMF gives appropriate policy advice,
conditionality may have little use.

Drawing on lessons learned throughout this book, let us imagine four
sets of countries and consider the role of conditionality in each of them:
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1

There are countries favored by the US for political reasons. In
these situations, conditionality has no bite because the threat of
the IMF to enforce conditionality is not credible. The US prevents
the IMF from enforcing conditionality. There have been no
reforms of the IMF to address this reality of international politics.
So conditionality has little effect in these countries (and IMF
loans may cause moral hazard).

There are countries not favored by the US whose governments
agree with the policies prescribed by the IMF and face no opposi-
tion. This is the ideal “ownership” situation. Conditionality,
however, is not needed in this situation. It should not do any
harm, as it represents what countries would do absent the IMF.
But the Fund should not be given undue credit for what govern-
ments would have pursued on their own.

There are countries not favored by the US whose governments use
the IMF arrangement to favor domestic elite interests. This is the
situation where domestic elites select which “reforms” to imple-
ment (and which not to implement), all in the name of the IMF.
Here, conditionality is abused. The leverage of the IMF is used to
push through unpopular policies that protect foreigners and elites
during an economic crisis. Elites are able to get their assets out of
a crisis situation while labor and the poor are left to pick up the
pieces — and repay the IMF debt.

There are countries not favored by the US whose governments
agree with IMF policy conditions but face opposition. One can
call this the “partial ownership” situation. Assuming IMF reform
policies will benefit the economic development of these countries
in the long run, conditionality can help push through reforms that
are generally beneficial to society in this situation.

In situations (1) and (2), conditionality does not matter much. Whether
or not IMF conditionality is a good thing depends on the frequency of
situation (3) versus situation (4). How common is situation (3), where
conditionality is used to protect elite interests at the expense of labor
and the poor? It seems fairly common. Increasing income inequality is
the single most common effect of IMF programs. How common is situ-
ation (4), where IMF programs help to push through policies that face
opposition in the short run but actually have positive effects in the long
run? Judging by the dearth of evidence of program success in the area
of economic growth, this is probably not so common. The IMF is aware
of this and is making efforts to screen better the governments it assists.
Hopefully, this can make situation (4) more common than situation (3).
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Perhaps, however, the IMF should go further. As Stiglitz suggests,
the IMF can have the expected “poverty” and “income distribution”
impacts included in Letters of Intent. The IMF made a step in this
direction back in 1997, when it announced its Guidelines on Social
Expenditures, under which the IMF tracks health and education
spending in program countries and encourages governments to include
targets for these areas in their Letters of Intent. Yet, the IMF could go
further by conditioning loans on compliance with these targets. This
would be a remarkable new direction for conditionality, but could meet
with opposition from recipient country governments, and would be diffi-
cult to monitor and enforce.

A safer bet would be to simply have the IMF scale back its opera-
tions, lending only during times of severe crisis and providing policy
advice without imposing conditions.

Hopefully, of course, the new approaches of the IMF will finally
work. Hopefully, the IMF will be successful and can continue to
operate as it is now, with ever-improving results. Yet, if it does not — if
it fails once again — hopefully, the debates laid out here will not be
forgotten. With several decades’ worth of chances, reform of IMF
conditionality should not continue in circles. Conditionality has grown
steadily since the 1950s. The problem of the 1960s and 1970s was
supposedly not enough conditionality — hence the shift from macro-
conditionality to micro-conditionality. The problem of the 1980s and
the 1990s was supposedly too much conditionality without enough
compliance — hence the shift from micro-conditionality to ownership.
Maybe the IMF finally has it just right. If not, however, perhaps it is
time to give conditionality up.

So this chapter concludes by making the same recommendation that
many others have made: the IMF should scale back conditionality.
Lending should be temporary, addressing only acute crisis situations.
Transparency is an uncontroversial step in the right direction. But one
should not hold out too much faith that more information will
dramatically change the results the IMF has had in the past. Changing
IMF governance is also a laudable idea, but might not have a tremen-
dous impact. Ultimately, there are still negotiations behind closed
doors and what drives the IMF to punish and reward noncompliance
and policy change is still opaque. The IMF would be most effective by
providing continued consultations, publishing a wealth of accurate
economic data, and lending only in the direst economic circumstances.
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The International Monetary Fund is a powerful international institu-
tion. The sum total of all contributions to the Fund is currently over
300 billion SDR. This institution can be thought of as a kind of inter-
national credit union with over 95 percent of countries in the world as
members. Each member holds currency on reserve at the Fund — the
amount depending on the size and importance of the member’s
economy — and from this pool of resources the IMF lends to countries
facing various forms of economic problems.

The IMF practices “conditionality” when it lends in the hope that
its loans do not simply subsidize the bad policies that led a country to
borrow from the Fund in the first place. In return for continued
disbursements of IMF loans, countries must follow austere policy
conditions designed to ensure debt repayment, stabilize the economy,
and promote national prosperity. There is little evidence, however, of
the success of IMF conditionality. While there is some evidence that
balance of payments problems are curtailed, there is less evidence of
success with respect to inflation. Regarding economic growth, recent
evidence shows that IMF programs hurt. The single most consistent
effect that IMF programs appear to have is to exacerbate income
inequality.

The reasons for failure are debated. On the one hand, people who
believe that states have an important role to play in promoting
economic growth argue that IMF austerity policies are the problem.
Instead of reducing the size of the state in the face of an economic
crisis, the IMF should support government stimulus packages, like
those employed in the developed world during times of economic
trouble. On the other hand, people who are skeptical of non-market
solutions for economic problems believe that the IMF hurts countries
in the opposite manner. They agree with IMF austerity but think that
the IMF fails to strictly enforce conditionality. As a result, IMF loans
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provide a subsidy for continued economic mismanagement by devel-
oping country governments.

Surprisingly, people of these vastly divergent points of view are in
broad agreement about how to fix the IMF: the Fund should scale
back its economic development operations. In the aftermath of the
East Asian financial crisis, the IMF faced severe criticism from across
the political spectrum — many calling for the Fund to get out of the
development business. In response, the international organization
undertook reform. It did not agree, however, to scale back.

As I conclude this book, the most recent issue of The Economist is
reporting that the IMF faces a 30 percent drop in its income over the
next two years because, of late, the organization has not had to engage
in the crisis-lending that generates its primary source of income. With
the large loans provided to countries after the East Asian crisis no
longer outstanding, the IMF itself faces a shortfall. This might appear
as a golden opportunity for the IMF to trim back its development
business operations.

Instead, however, the IMF is seeking to strengthen its role in devel-
opment, delving more deeply than ever before into the domestic politics
of IMF program countries. Rather than cut back, the IMF is looking to
secure new, steadier sources of income. IMF Managing Director
Rodrigo de Rato announced on 18 May 2006 a team of “eminent
persons” to look into new ways of generating income to finance IMF
activities.! The Public Choice view of this international bureaucracy,
discussed in Chapter 2, would see the plea cynically. Like any bureau-
crats, the IMF staff seeks to justify and maximize its budget.

Cynicism is justifiable, given the IMF’s poor track record. While the
changes the IMF is proposing at this juncture are new, the fact that the
IMF is redefining its role in developing countries following a crisis is
not new. The IMF always seems ready to adapt, but still does not seem
to promote economic development.

Maybe it’s time to stop looking at iow the IMF can do better, and ask
why the IMF should bother. That is, it is time to look at IMF incentives.

Reform of the IMF typically focuses on improving IMF policies:
How can the IMF do a better job? One should also address, however,
why it should bother to do better: Why should the IMF do a better
job — what is in it for the IMF? Instead of tinkering with the increasing,
the decreasing, the selling or the owning of policy conditionality, one
should focus on the incentives of the IMF to lend and to enforce
conditions in the first place.

This should not be surprising to the IMF staff — indeed, the impor-
tance of incentives is well known to them. When designing an
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economic program of reform, incentives are changed. This is the whole
idea of economic reform. Why, then, is there not more discussion of
changing the incentives of the IMF itself?

With respect to Fund incentives, de Rato’s move to secure resources
outside of lending may be a good decision. Public Choice theorists may
bemoan the fact that at a time where resources are short, the IMF
chooses to seek new sources of income instead of cutting its budget.
But a non-lending source of revenue for the IMF may be preferable in
the long run. At least it may lower the incentive to lend continuously
to governments. Potentially, the IMF can go about the important busi-
ness of surveillance and lend selectively only in crisis situations.

The IMF should not lend to generate income. Not only should the
IMF have a non-lending source of income, perhaps this should be its
only source of income, with any dividends from lending going to
shareholders instead of IMF pockets and coffers.

Other perverse incentives the IMF faces — such as the incentive to
follow international political pressures in its lending decisions — should
also be addressed. In particular, perhaps the IMF Executive Board
should be made independent of international political pressures, much
as central bankers are made independent of domestic political pressures.

At present, the dominant critique of IMF governance regards repre-
sentation. Presently, the governance of the IMF favors countries that
do not participate in IMF programs. Ten of the 24 seats on the Executive
Board are filled by Europeans — an eleventh is held by the US. As a
first step to change the governance of the IMF, the Executive Board
can be expanded so that there are more seats at the table for poor
countries. In addition, many believe that the actual distribution of
votes at the IMF should change. Even Managing Director de Rato
supports the idea. Buira (Chapter 6) has proposed a formula by which
governance at the IMF can be recalibrated. Under most proposals,
however, the major shareholder’s votes would not change very much —
the US would still have the most voting power by far. But smaller
industrialized countries, like Belgium or Denmark, would have their
vote shares cut significantly. The windfall would go to emerging market
countries, like China, Brazil, Mexico, and South Africa.

The question of whether IMF governance should be reformed, thus,
rests on questions about who should have more say: Japan or China?
Belgium or Brazil? A change in governance would promote role rever-
sals among these types of countries. The very top (the US) and the
very bottom (the poorest countries) would not change much.

So, would such governance reform make much difference with
respect to international political influence over the IMF? Note that the
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United States would still have the most votes and retain veto power
over major IMF decisions, and there is evidence that besides the US,
Germany, Japan, France, and the United Kingdom also use the IMF
for political purposes. Anecdotal evidence abounds. More important
than anecdotes, however, is the systematic evidence:

e Countries that prove themselves to be allies of the US by voting
along with the super power on key issues at the UN are more likely
to get an IMF loan. The US abuses its influence at the IMF to
reward friends and punish enemies.

e Beyond just voting with the US, countries voting at the UN with the
G-7 receive more IMF loans. Other powerful countries, like Japan,
Germany, France, and the United Kingdom, also appear to abuse
their influence at the IMF to reward friends and punish enemies.

e Temporary UN Security Council members are more likely to have
an IMF arrangement than other countries. Powerful countries
especially care about voting on the UN Security Council since it can
take major decisions, like going to war, so the IMF is particularly
abused to favor countries when they serve on this important body.

e US bank exposure and lending in a developing country is a deter-
minant of both whether or not a country receives a loan, and the
size of the loan. The US also uses its influence at the IMF to
pursue financial interests.

e The more US foreign aid a country receives, the lighter punish-
ments it receives from the IMF for noncompliance. Countries
favored by the US in terms of its own foreign aid are also favored
by the IMF in terms of enforcement of conditionality. Friends of
the US are granted dispensations.

e The increasing length and detail of IMF arrangements allows for
political discretion in the defining of “compliance” on a case by
case basis. Recipient countries deemed important by the Fund’s
major shareholders are given leeway under this ambiguity.

There is no question that the IMF is abused for the purposes of inter-
national politics. But changing vote shares at the IMF would not
change this. It would simply change whose political interests the IMF
would serve. So, the IMF might be subject to less pressure from
European countries, but it would receive new political pressure from
countries like China. The actors might change but the basic political
problem would remain.

Shifting vote shares is a reform of IMF governance that is weak
with respect to international political pressures. Yet, how can one
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remove the incentive of the IMF to follow international political
imperatives?

To prevent the abuse of the IMF, the main governing body of the
IMF - the Executive Board — must be made independent.2 Much like
central bank presidents have been given independence domestically in
many countries for the greater good of society, IMF Directors should
be appointed for the kinds of terms that independent central bankers
serve. The Directors who sit on the IMF Executive Board should be
appointed for long, non-renewable terms, which do not coincide with
the election cycles of the major shareholders. To the extent share-
holders control the purse strings, they may still pressure the IMF for
political reasons, but making the Executive Board independent is at
least a step in the right direction. If the governance of the IMF is freed
from pursuing foreign policy objectives, the institution might be able to
function more closely to its mandate.

Such a reform is only likely if people can convince the major share-
holders of the IMF that they are better off “tying their hands” than
maintaining the present political control they have over the IMF. This
is not impossible. It must be further demonstrated that (1) allies of the
IMF’s most powerful members are not forced to comply with condi-
tionality, and (2) countries that do comply with IMF conditions fare
better than those that do not. If US policy makers are convinced of
this, they may recognize that — much like Ulysses had to bind himself
to the mast of his ship so as not to be lured by the songs of the sirens —
the US must bind itself with an independent IMF Executive Board to
prevent itself from intervening in the activities of the IMF for political
reasons.3

The basic idea is that while US allies may be better off in the short
run receiving lenience from the IMF, they will be better off in the long
run if they face a stricter IMF. Since politicians, who depend on winning
elections, face short time horizons, they may be tempted to pursue
short run interests. But an IMF independent of short run electoral pres-
sures would be better able to resist short run temptation and could
help developing countries for the long run.

Yet there is a long way to go before such a case can be made. More
evidence is required to show that noncompliance due to political pres-
sure is indeed the reason for IMF program failure. Many believe that
noncompliance is not at all the reason IMF programs fail. IMF
programs may also fail because IMF policy advice is bad.

And then there is also the problem of domestic politics. The single
most consistent effect of IMF programs is the exacerbation of income
inequality. This is probably not intended in most IMF arrangements,
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but is rather the result of domestic political realities — domestic elites
pressure their own governments to structure IMF reforms in such a
way to protect their interests, pushing the costs of economic reform on
less fortunate groups of society.

Despite the IMF’s recent renewed commitment to the poor,
domestic political problems are difficult to overcome. Some might say
that this is not the fault of the IMF. But to the extent that IMF condi-
tionality is abused to justify policy changes that exacerbate income
inequality, IMF conditionality bears part of the blame, because without
the IMF the domestic political payoffs for policy change would be
different.

Even extreme governance reform will not make the IMF a demo-
cratically accountable institution. Governance reform is no panacea
for the problems of accountability that plague the IMF. The actions of
the IMF staff are removed from the Executive Board, which in turn is
far removed from the Board of Governors, which in turn is quite far
removed from the direct control of the citizens of the world they
supposedly represent. Ceding too much authority to the IMF is a
recipe for continued abuse of the institution.

The IMF has chosen not to scale back its role in development. The
current shortfall in resources is instead an opportunity to build a
“stronger and multilaterally-engaged institution.” A recent Fund
strategy review asserts that in emerging market countries, the IMF can
“do more by way of crisis prevention and response.”> As for poor
countries, the IMF calls for “deeper but more focused engagement by
the Fund.”®¢ More than 50 years of experience of conditional lending
to the developing world does not appear to be enough to demonstrate
that it does not work. This time, if better results are not forthcoming,
the opinion of skeptical critics, who think the IMF should pull out of
the development business, should not be forgotten. Otherwise, the
reform of IMF conditionality will continue to move in Goldilocks-like
circles — in the past there was too little conditionality, then too much
conditionality, then too little ... the IMF answer to critics always
seems to be that they finally have it “just right.”

The IMF is staffed by some of the world’s best, brightest and well-
intentioned economists who forgo lucrative private sector opportunities
to dedicate their lives instead to improving the conditions of people in
the developing world. But promoting economic development is no easy
task, and, unfortunately, the IMF faces — perhaps insurmountable —
obstacles in the form of international and domestic politics. For all of
the IMF’s efforts, levels of development in countries where the IMF is
most deeply involved have been repressed. This is not simply because
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the IMF intervenes in the hardest cases — even accounting for this fact,
the effect of IMF programs on economic growth is negative. The IMF
involves itself in many developing countries on a routine basis, imposing
conditionality for decades at a time. A scaled-back IMF, which imposes
less conditionality and resists the temptation to lend, will do less harm.
By restricting its lending activities to only the most severe crises, the
IMF has the potential to do much good.



Notes

Introduction

1

The 49 countries participating as of January 30, 2005 are Albania, Argentina,
Azerbaijan, Bangladesh, Bolivia, Brazil, Bulgaria, Burkina Faso, Burundi,
Cape Verde, Chad, Colombia, Congo (Republic), Congo (Democratic
Republic), Cote d’Ivoire, Croatia, Dominica, Dominican Republic, Gabon,
Gambia, Georgia, Ghana, Guyana, Honduras, Kenya, Kyrgyz Republic,
Laos, Madagascar, Mali, Mongolia, Mozambique, Nepal, Nicaragua, Niger,
Paraguay, Peru, Romania, Rwanda, Senegal, Serbia and Montenegro, Sierra
Leone, Sri Lanka, Tajikistan, Tanzania, Turkey, Uganda, Ukraine, Uruguay,
and Zambia. Source: IMF, IMF Annual Report (Washington, DC: Inter-
national Monetary Fund, 2003, 2004, 2005).

1 What is the IMF?
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Representatives from 45 countries were present, but the Soviet Union did
not sign.

For an excellent account of the development of the international monetary
system from the nineteenth century to the end of the twentieth century, see
Barry Eichengreen, Globalizing Capital: A History of the International
Monetary System (Princeton, NJ: Princeton University Press, 1998). The
characterization in this section of the origins of the IMF follows
Eichengreen’s account.

For example, see John Maynard Keynes, The Collected Writings of John
Maynard Keynes, Volume II, The Economic Consequences of the Peace
(London: Macmillan St. Martin’s Press, 1971), 149-54.

Roy F. Harrod, The Pound Sterling (Princeton, NJ: Princeton Essays in
International Finance 13, 1952), 3; cited in Eichengreen, Globalizing
Capital, 97.

Entitled Preliminary Draft Proposal for a United Nations Stabilization Fund
and Bank for Reconstruction and Development of the United Nations and
Associated Nations.

Eichengreen, Globalizing Capital, 97.

Eichengreen, Globalizing Capital, 97. Today, instead of having reserves
approximating half of the value of global imports, the IMF holds on
reserve a total of less than 2 percent of global imports. See Thomas G.
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Eichengreen, Globalizing Capital, 105 fn 23, 108.

See Beth A. Simmons, “The Legalization of International Monetary
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share is available at www.imf.org under “members.”

As the Articles of Agreement (Article XII, Section 3(c)) explain, if the five
appointed Directors “do not include the two members, the holdings of
whose currencies by the Fund in the General Resources Account have
been, on the average over the preceding two years, reduced below their
quotas by the largest absolute amounts in terms of the special drawing
right, either one or both of such members, as the case may be, may appoint
an Executive Director.”

Director Damian Ondo Maiie represents Benin, Burkina Faso, Cameroon,
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Serbia and Montenegro, Switzerland, Tajikistan, Turkmenistan, and
Uzbekistan.
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United States, Japan, Germany, United Kingdom, France, Italy, and Canada.
The mathematical details behind this claim can be found in: James
Raymond Vreeland, “IMF Executive Director Voting Power,” Unpublished
manuscript, Politics Department, New York University. On voting power
in general, see L. S. Shapley and Martin Shubik, “A Method for
Evaluating the Distribution of Power in a Committee System,” American
Political Science Review 48 no. 3 (1954): 787-92.
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Personal conversation with Anne O. Krueger, First Deputy Managing
Director of the IMF (26 March 2003).

Sometimes the IMF makes loans when a country is not in crisis — the IMF
provides, for example, “precautionary” loans for countries that do not
presently have a balance of payments problem, if the country is under-
going painful economic reforms and the IMF anticipates that the
government might require a line of credit in the near future. The vast
majority of IMF loans, however, go to countries that are in some kind of
€CONOomic Crisis.

This account follows Lawrence J. McQuillan and Peter C. Montgomery,
The International Monetary Fund, Financial Medic to the World? A Primer
on Mission, Operations, and Public Policy Issues, (Stanford, CA: Hoover
Institution Press, 1999), 63; who follow Louis W. Pauly, Who Elected the
Bankers? Surveillance and Control in the World Economy, (Ithaca, NY:
Cornell University Press, 1997), 83.

Letter dated January 26, 1944, published in J. Keith Horsefield, International
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Horsefield, International Monetary Fund, 1945-1965, 74.
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The British Labour Government and the 1976 IMF Crisis (New York: St.
Martin’s Press, 1997).

The amendment was: “The Fund shall adopt policies on the use of its
resources that will assist members to solve their balance of payments prob-
lems” (IMF, IMF Annual Report (Washington, DC: IMF, 1968), 155). See
also Scott R. Sidell, The IMF and Third-World Political Instability.: Is
There a Connection? (New York: St. Martin’s Press, 1988), 5.

France was operating a discriminatory dual exchange rate, offering a
higher rate to the United States to restore dollar reserves, which caused
negative externalities by lowering imports to the US from other countries.
See Eichengreen, Globalizing Capital, 104.

The IMF Annual Report of 1953 explains that loans would be provided so
that “members should find it possible, without risking a loss of reserves, fo
modify their policies so as to conform more closely to the Fund’s objectives.”
(IMF, IMF Annual Report (Washington, DC: IMF, 1953), 52 emphasis
added). The IMF Annual Report of 1954 further elaborated that while
these Stand-by Arrangements were intended to last just six months, “the
Fund will give sympathetic consideration to a request for a longer stand-by
arrangement in the light of the problems facing the member and the
measures being taken to deal with them” (IMF, IMF Annual Report
(Washington, DC: IMF, 1954), 131 emphasis added).
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The argument of the late economist James Tobin of Yale University, which
is covered in Chapter 6, notwithstanding.
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overthrown in a coup d’état in part because he appeared to be bowing to
the IMF.
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original loan with France, however, had a small degree of conditionality,
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