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The IMF, as part of itsreview of conditionality, solicited comments from the public through its website.
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Should the IMF Abandon

Conditionality?

ABSTRACT

The IMF pretty much argues that all is well with the conditionally contained in the programs it
supports and sees no reason to change it. The recent report by the International Financial
Institution Advisory Commission in stark contrast argues that conditionality doesn’t work and
should be abandoned. Which of them is right? The answer is neither of them. Undoubtedly, IMF
conditionality has its shortcomings. But careful analysis of these allows us to draw some
conclusions about how it should be reformed. Conditionality should be retained but it needs to

be redesigned and redirected.

Graham Bird
Surrey Centre for International Economic Studies

University of Surrey

Graham Bird is Professor of Economics at the University of Surrey in England and Director of
the Surrey Centre for International Economic Studies. He is also Visiting Professor of
International Economics at the Fletcher School, Tufts University. He has written widely on the
IMF and has recently completed a major research project on the catalytic effect of IMF

programs.



The conditions attached by the IMF to the loans it makes to some of its client countries -
developing countries and transitional economies - have been the focus of close attention in the
aftermath of the East Asian financial crisis. Some observers have seen IMF conditionality as
overly intrusive and as going well beyond what the IMF has a ‘moral right’ to expect. The
implication is that countries turning to the Fund are losing their national sovereignty over the
design of economic policy and are being cajoled into pursuing policies that reflect the
preferences of the Fund’s major shareholders — in other words the richer economies of the world.
Although the Fund has staunchly defended conditionality on the grounds that ‘on balance’ it
works, and that without it borrowing countries might squander the resources supplied to them,
the recent report of the International Financial Institution Advisory Commission (IFIAC) chaired
by Alan Meltzer, has launched a stinging attack on conditionality, claiming that it is ‘unwieldy,
highly conflictive, time consuming to negotiate and often ineffectual’. Not surprisingly in the
light of this assessment, the Commission recommends that conditionality should be abandoned.

But should it?

The question can only be satisfactorily answered by undertaking a measured assessment of the
available evidence. Unfortunately, neither the IMF nor the IFIAC do this. Instead, their
assessments are partial and biased. The policy conclusions they draw are therefore
inappropriate. A fuller analysis suggests that while the Fund is wrong to argue that conditionality
is basically fine just as it is, (or, if anything, should be extended to include capital account
liberalisation) the IFTAC is also wrong to be so negative about it. IMF conditionality may need

to be modified and re-directed but it should not be abandoned altogether.



This article attempts to provide a brief but balanced evaluation of the evidence relating to the
effectiveness of IMF conditionality. It then goes on to draw some inferences about how
conditionality should be reformed. A number of principles are identified which should underpin

this reform.

DOES IMF CONDITIONALITY WORK?

As noted above, to this question the IMF answers ‘yes’ and the IFIAC answers ‘no’. They
cannot both be right! Or can they? Perhaps the question is too simply stated and the answer more
nuanced. There are numerous academic studies examining the effects of IMF programmes and
looking at whether they work. What do they tell us? First of all, they tell us that it is a very
difficult question to answer, largely because while we know what actually happened in countries
that adopted Fund programmes, we can never know for sure what would have happened if an
agreement had not been reached. Although there are sophisticated ways of trying to make a
good stab at it, we can never precisely define the so-called counter-factual. This immediately

means that we can have only limited confidence in the results that emerge.

However, things are not quite as bad as they may seem. Different studies have used different
ways of trying to overcome the problem of the counter-factual; for example, some have used a
control group of non-programme countries to compare with those that adopted programmes,
some have tried to simulate the performance of economies under different combinations of
policies representing those favoured by the Fund and those not favoured by the Fund, others have
looked at individual countries in-depth to assess the impact of IMF conditionality. Although

none of these is ideal, results that are robust across the different methodologies may be
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reasonably secure. We can have greater confidence in results that turn up again and again than

those that seem to be specific to one study or one methodology.

So, what is the consensus? Judged in terms of their effect on the balance of payments, the Fund
is right. Fund programmes do seem to be associated with a statistically significant improvement
in the current account of the balance of payments or the overall balance of payments. In this
sense, IMF conditionality works. Since the IMF is primarily a balance of payments institution, its
programmes seem to be delivering something quite important. Countries come to the Fund when
they have severe balance of payments problems and IMF conditionality appears to contribute to

the resolution of these problems.

But let’s not get too carried away. Fund programmes have other objectives as well, in terms of
encouraging economic growth, raising investment and reducing inflation. How do they do when
judged against these objectives? Not so well. Indeed, the consensus is that they have little
significant impact on these variables and may even lead to a fall in investment and economic

growth, lasting for up to three years.

This has knock-on consequences. Evidence suggests that it is countries that are relatively poor
and that have low rates of economic growth that are more likely to turn to the Fund for
assistance. At the same time, an objective of the Fund, as established in its Articles of
Agreement, is to provide only femporary assistance. The idea is that Fund programmes help to
improve economic performance in ways that make future use of Fund resources unnecessary.
But if they fail to encourage economic growth will this happen? Again the evidence shows that

many developing countries keep on coming back to the IMF; they are Fund recidivists. Indeed,
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some countries are almost permanently under an IMF programme. Thus in the period 1980-96,
the following countries spent ten years or more in the Fund: Argentina, Bangladesh, Bolivia,
Central African Republic, Congo, Costa Rica, Cote d’Ivoire, Egypt, Guinea, Haiti, Honduras,
Jamaica, Kenya, Madagascar, Malawi, Mali, Mauritius, Mexico, Morocco, Mozambique, Niger,
Panama, Philippines, Senegal, Somalia, Sri Lanka, Togo, Uganda and Uruguay. Judged against

these criteria, IMF conditionality does not seem to work.

But again, is this a reasonable conclusion to draw? A lot should surely depend on whether
programmes are implemented. It is important to know how the effects of the programmes vary
with the degree of implementation. Is it the case that countries that fully implement agreed
programmes enjoy economic success and graduate away from the Fund, while those that fail to
implement a programme remain unsuccessful and end up back negotiating another one? If so,
we could conclude that conditionality is basically well designed and that what we need to do is to
focus on why it is not always implemented. If not, it would be a fairly damning indictment of
the basic design of IMF conditionality. What is the point of making loans conditional on the

pursuit of specific policies if it makes no difference whether these policies are pursued or not.

The problem is that we do not yet know whether implementation makes a difference. What we
do know is that the majority of IMF programmes remain uncompleted. Over 1993-97 sixty-five
percent of programme loans were not fully disbursed. In relation to this, we also know that
conditionality is frequently not fully implemented. Thus studies examining the effects of IMF
programmes on key policy variables such as the size of fiscal deficits and, in particular, the rate
of monetary expansion, which form the hard core of IMF conditionality, usually fail to come up

with any statistically significant connection. The principal impact seems to be on the real
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exchange rate where conditionality does seem to lead to significant devaluation - suggesting one
reason why the balance of payments improves. But again, does the degree to which
conditionality is implemented make a difference to final outcomes and the likelihood of a
country coming back to the Fund? We just do not know. Indeed, only a handful of researchers
have examined this fundamental question, and while some argue that implementation does
matter, others have discovered no significant relationship between implementation and
outcomes. At present we have the uncomfortable situation where the Fund claims that on
balance its programmes work, but at the same time the policies through which they are supposed

to work are often not affected.

It is therefore premature to offer any definitive answer to the question ‘does conditionality
work?’ Both the IMF and IFIAC are jumping the gun. So do we simply have to be patient and
wait for more research to be done? No. While there are certainly important questions about
conditionality that still need to be answered, we can make use of what we do already know to
help redesign conditionality. After all we do know that IMF programmes have only muted
effects on a range of economic out-turns, that they exert little impact on key policy variables, that
they are frequently not completed and that many developing countries have to keep coming back
to the Fund. These are the facts of the matter and they give us something to work on. How then

might IMF conditionality be redesigned in light of them?

REDESIGNING IMF CONDITIONALITY

Crucial factors relate to the breadth and depth of conditionality and the ‘ownership’ of IMF

programmes. Conditionality has expanded quite dramatically over the last twenty years or so.

6



There are now many more conditions per programme that a country has to meet before it is
eligible to draw on loans from the Fund than there used to be. In 1997, each programme on
average had sixteen so-called performance criteria, compared with ten in 1993. This may be
explained in a number of ways that we shall not explore, but it also has a number of implications
that we shall. First, with more conditions, it is more probable that a country will fail to comply
fully with all of them. There is simply more that can go wrong and indeed more scope for
disagreement between the Fund and a government. Second, conditionality becomes more
intrusive, and national sovereignty over policy design is more heavily eroded. Countries become
more reluctant to turn to the Fund - allowing problems to mount to crisis proportions before they
do - and more keen to pull out of programmes as soon as the opportunity arises. Third, if there is
no proportionate increase in the resources available from the Fund, the financial rewards per
condition fall, further reducing the incentive to comply. Moreover, why worry about non-

compliance if you can simply negotiate another programme, as the degree of recidivism implies.

If countries feel that they are having conditions imposed upon them and are reluctantly having to
accept conditionality because of their desperate need for foreign exchange, they are unlikely to
be committed to the programme. The very fact that we talk about ‘IMF programmes’ is
indicative. For as long as programmes are perceived in this way by governments, their success
will be limited. There is lots of evidence, in many contexts, that ownership matters because it
positively influences commitment to reform. So why not give governments a free hand to write
their own conditions? The problem here of course is that it is government policies that often
contribute to the circumstances in which countries turn to the IMF in the first place; the Fund
cannot simply rubber-stamp any set of government policies. How can this dilemma be

overcome?



The answer has a number of dimensions. First, conditionality needs to be flexible; one size does
not fit all. Different circumstances warrant different degrees and types of conditionality. For
countries with a good track record of economic management and with a well thought-out strategy
of reform, conditionality could be minimal or light. It could then be cranked up if domestically
favoured policies failed. For countries with a poor record of reform, conditionality could be
heavier from the outset. Although, alternatively, the Fund could be more selective and say ‘no’
more often. It could decide not to offer support to countries that it perceived as being
uncommitted to economic reform, and perhaps thereby create an incentive for such countries to

get their act together before turning to the IMF.

Second, conditionality needs to make a sharper distinction between mandatory conditions -
actions that are required in order to get access to a loan - and advice that is non-mandatory. The
Fund can still make recommendations and argue its corner but it should seek to persuade rather
than coerce. There should be a genuine dialogue about policy reform. There is little doubt that
over the years the IMF has made a significant contribution to economic management in client
countries and elsewhere by educating domestic policy-makers in the science of economic
management through discussion and advice as opposed to conditionality. But the Fund is
frequently accused of being arrogant and of having the attitude of ‘we know what’s good for
you’. The balance should be shifted away from mandatory conditions to non-mandatory advice.
At the same time, there should be stiffer penalties for failing to follow mandatory conditions that
are initially agreed upon. Cancelling a programme is not much of a penalty if another

programme can quickly replace it.



Third, since there is evidence produced by the IMF itself that countries turning to it are not
characterised by relatively rapid monetary expansion, since again the evidence shows that
conditionality exerts no significant effect on future monetary expansion, and since furthermore
monetary contraction will tend to exacerbate the adverse effects of IMF programmes on
economic growth, there is a strong argument that conditionality should no longer place so much
emphasis on monetary variables. Exchange rate policy seems to be much more susceptible to
Fund influence and is more likely to assist in both correcting balance of payments deficits and in
encouraging economic growth. Fiscal policy can then be used to deal with the potentially
inflationary consequences of devaluation. Where structural conditions are deemed to be of
fundamental importance for the success of a programme these should not simply be added to
conventional demand-side conditionality. It is in part the rise of structural conditionality that has
led to the overall increase in conditionality mentioned earlier. Mandatory conditions should
relate to policy variables that are easy to define and control and should be capable of being

monitored. Other price-based policies, apart from the exchange rate, may pass this test.

Finally, IMF adjustment programmes will not work if they are starved of the necessary financial
support. Where structural reform is needed, this is likely to take time. But with a slower speed
of adjustment, more financing will be required early on. Without this, countries will be forced to
adopt adjustment programmes that focus on reducing domestic aggregate demand. But why
should demand contraction solve structural problems? It won’t. Indeed, what it will do is
increase the probability of programmes failing and of governments abandoning them, which is

what the record shows.



The IMF claims that an important objective of its programmes is to mobilise international
capital, both private and public, with the implication that it does not need to provide so much
financial support itself. Conditionality is supposed to catalyse others to lend. It doesn’t. This is
hardly surprising when so many programmes break down and when agreeing a programme with
the Fund is a reasonable indicator that future programmes will be required which in themselves
signal future economic distress. If conditionality were to be more successful, there is good
reason to believe that the catalytic effect of IMF programmes could be made to work, but this
requires the sorts of changes articulated above. For the catalytic effect to be real rather than
imaginary, implementation needs to improve and recidivism needs to fall. In other words,

conditionality needs to be made to work better.

ASSESSING THE POLICY ALTERNATIVES

The IMF sees nothing wrong with its conditionality. It claims that it works and has lobbied to
increase it to incorporate capital account liberalisation and domestic financial supervision and
regulation. However, this represents an ill-judged assessment of the evidence, which in turn
gives rise to inappropriate advice for reform. Although conditionality may work to improve the
balance of payments, in many other ways it does not work. It does not encourage investment or
growth, it is frequently not implemented, it is associated with a high rate of recidivism and it

does not catalyse others to lend.

The IFIAC emphasises these failures and recommends that IMF conditionality should be
abandoned. This advice is wrong-headed as well. Conditionality offers a potentially important

way of assisting many countries in the world. If Fund lending were to be retained but
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conditionality were to be abandoned there would be no way of dealing with the moral hazard
problem. Countries might be enticed to pursue policies that would give them access to Fund
finance but would have little incentive to use this finance to support necessary but unpopular
policies of macroeconomic stabilisation and economic reform. While there is an argument for
low conditionality - in circumstances where liquidity is needed more than adjustment, for
instance where temporary external shocks have occurred, or where domestic economic policy is

already well designed - there is a strong argument against no conditionality.

The IFIAC is aware of this moral hazard problem and therefore combines its recommendation
that the IMF should abandon conditionality with a recommendation that it should also
discontinue lending to developing and emerging economies except in short-term emergency
conditions. But where would this leave many of the Fund’s client countries? They would not be
able to count on private capital flows. Part of the reason for the Fund to lend to them is precisely
that private capital markets sometimes do not. Furthermore, they would not be able to rely on
additional bi-lateral official flows; foreign aid. It is widely acknowledged that the pattern of
lending by the multi-lateral agencies is less affected by political variables than is bi-lateral aid.
Moreover, properly used, IMF conditionality offers a potentially important way of influencing

private and public capital flows.

Substituting IMF conditionality with World Bank conditionality is also unlikely to be a
satisfactory alternative. Not only are there legitimate debates about the policies of economic
liberalisation that the Bank tends to favour, but there are also reasons to doubt whether the Bank
would be as well equipped as the IMF to help design policies directed towards stabilising the

macroeconomy. Moreover, private markets might be expected to pay even less attention to
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World Bank conditionality than they do its IMF counterpart. While it is reasonable to examine
institutional design and the division of labour between the Fund and the Bank, it is unreasonable
to assume that all the problems associated with IMF lending to developing countries could be

overcome simply by passing this role — lock, stock and barrel — over to the World Bank.

To abandon IMF conditionality would be to throw out the baby with the proverbial bathwater. It
is ironic that the IFIAC reserves some of its greatest hostility for the Fund’s longer term
concessionary lending facility. This has recently been renamed the Poverty Reduction and
Growth Facility and has undergone reforms that at least in part seek to address the spirit of those
suggested here by emphasising the importance of ownership. The rhetoric is changing and the

reality may follow.

IMF conditionality should not be abandoned at this time. However, its deficiencies should be
clearly identified. While awaiting the results of further research into the effects of IMF
programmes, conditionality should be redesigned on the basis of what we already know in an

attempt to improve its usefulness in developing countries and countries in transition.
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From: Calvo-Gonzalez,O

Sent: Friday, May 18, 2001 6:19 PM
To: 'conditionality@imf.org!'
Subject: comments

Dear Sir/Madam,

Following your requests for comments on the review of conditionality
currently being undertaken at your institution, I would like to make three
comments.

1. I do not think that the interpretation of the Board of Governors by which
conditionality is still "essential" (Public Information Notice, 21 March
2001) is warranted by the IMF research that you have put up on your website
(and elsewhere). The consensus of that technical research could be
summarised as follows:

- If the recipient government is not committed to reform, conditionality
does not enhance the likelihood of the adoption of reform

- If the recipient government is committed to reform, conditionality may
contribute to securing the continuation of the reform programme. The
emphasis is on the word MAY. The mechanism through which this may take place
is, according to Dollar, Svensson et alia, because it provides the recipient
government (committed to reform, remember) with a commitment technology, a
way to lock-in the reform path by making the reforms costly to undo

Hence, I fail to see why conditionality is "essential". What is essential to
improve the likelihood of repayment is the adoption of reform, and that is
proven by IMF research not to be causally related to conditionality.

2. This second block of comments relates to the IMF research as such, rather
than about the interpretation of the Board. I am puzzled by the belief that
conditionality may enhance the position of pro-reformers by providing a
commitment technology. I do not think this logic is watertight. After all,
to make a policy-move credible means to make its reversal costly to undo. I
do not see how conditionality can give more credibility to pro-reformers. At
best, it could be argued that donors may convince pro-reformers to sequence
their reform programmes in a different order so as to undertake those
reforms that would prove more difficult to undo early rather than late, but
that is far from arguing that conditionality can lend credibility to the
recipient government.

I also find that the research paper "Conditionality in Fund-Supported
Programs-Policy Issues" pays insufficient attention to the issue of the
heterogeneity of preferences within the recipient governments (i.e., the
fact that most governments are coalition governments of some sort, which may
have different views about the reform programme) .

Related to this issue of coalitions is also the importance of
"sovereignty and independence" as a crucial variable in the political
market. A pro-reform government which is accused of selling out the country
by the opposition (or by other members of the coalition) may be prompted to
renounce its reform agenda as a way of placating those nationalistic fears.
This outcome would be less likely if aid is not seen as conditional, since
the connection between the reform programme and loss of national sovereignty
could not be exploited by anti-reform elements. At times, unconditional aid
may help provide pro-reformers at the helm of a government with much needed
oxygen to maintain their reformist drive.



The role of large amounts of aid as part of a stabilisation programme
may be important in ensuring the credibility of the programme, but this
credibility stems from the amounts at the disposal of the government to,
say, defend a parity. It is irrelevant whether the aid is conditional or
not.

Of course, this emphasises the importance of figuring out the degree
of commitment to reform of the recipient government (or majority faction).

3. Finally, let me end with the following quote:

" [S]uch [reform] programs can only succeed if there is the will to succeed
in the countries themselves. [...] The Fund does not impose conditions on
countries; they themselves freely have come to the conclusion that the
measures they arrange to take -even when they are sometimes harsh- are in
the best interests of their own countries."

This quote, by now popularised by Harold James book is by Per Jacobsson.
These words of the then IMF Mg Dir were pronounced in an interview to the
Spanish tv on 23rd June 1959.

A study of the IMF sponsored Spanish Stabilisation Plan in 1959 shows many
of the features highlighted on point 2 above: a coalition government
divided in which loss of sovereignty is an issue and in which pro-reformers
do not want conditionality to tie their hands, but rather want some degree
of flexibility so as to overcome anti-reform resistance; though, crucially,
IMF management were convinced of the intentions of the pro-reformers and of
their relative position of strength and hence provided aid, devoid of many
strings, that helped underwrite the implementation of the Stabilisation
Plan.

Of course, the quote also gives rise to a the following question: since we
are apparently coming full circle (James was struck by how "modern"
Jacobsson sounds), one may wonder how come did we get it so wrong with
conditionality in the interim?

Yours faithfully,
Oscar Calvo-Gonzalez

Oscar Calvo-Gonzalez
Economic History Department



From: Axel Dreher

Sent: Monday, April 23, 2001 8:38 AM
To: conditionality@imf.org

Subject: Conditionality Review

Dear Sir,

I would like to comment on your review of conditionality guidelines.
First, I guess that the planned changes are a big step into the right
direction. However, there is one additional critisism I would like to
raise. As we have shown recently (Dreher and Vaubel, 2001), credit from
the IMF contributes to politcal business cycles in the countries
receiving its loans. Credits are higher one year before and one year
after elections and lower in election years than otherwise. I think that
this misuse could be prevented, if countries which have abused IMF money
in the past were excluded from further ressources for some time. The
common practice of negotiating new arrangements after break-downs should
therefore come to an end.

In my opinion the ex-ante conditionality proposed by Vaubel during the
eighties and the Meltzer Commission recently wopuld be an important
step. Therefore, not only the Contingent Credit Lines but all IMF
facilities should include this type of conditionality.

Sincerely,

Axel Dreher

Axel Dreher

Universitat Mannheim

Lehrstuhl fUr Volkswirtschaftslehre



“IMF CONDITIONALITY”

Summary of the Paper

External contribution to the IMF’s Review of Conditionality

Giulio Federico
Nuffield College
University of Oxford
Oxford OX1 1NF, U.K,

June 26, 2001

IMF policy conditionality is a multi-faceted instrument, which has been seen
as fulfilling a number of different functions during the past 50 years (i.e. since
its inception in the early 1950s). These functions include: the protection of
limited IMF resources (to guarantee their revolving nature); the provision of
valuable commitment technology to member countries; and the mitigation of
moral hazard concerns brought about by IMF support during external crises.
IMF conditionality has also been the subject of intense debate and, often,
criticism, since the 1980s, with respect to both its content (i.e. the kind of
policies recommended by the Fund) and its design (i.e. its scope, credibility
and timing).

This paper contributes to the on-going debate on the design of IMF
conditionality, and to the closely related one on reforming the International
Financial Architecture, from an analytical perspective. We do so by
presenting a stylised conceptual model of the IMF, which highlights the basic
role of conditionality as a contract between the IMF (i.e. the Principal) and the
country receiving balance of payments support during an external crisis (i.e.
the Agent). This baseline model is then extended to capture some of the key
functions which have been attributed to IMF conditionality, in order to assess
their robustness and mutual compatibility.

The main results obtained in this paper are as follows. First, two of the basic
functions which can be identified with IMF conditionality contracts (namely,
the protection of Fund lending during a crisis and the provision of
commitment technology to the recipient country) are mutually compatible, if
the capital outflow which triggers the crisis is not too large. Second, IMF bail-
outs can lead to debtor moral hazard if the Fund’s commitment/bargaining
power is limited. Conditionality can be used to reduce the incidence of this



type of moral hazard only if it is applied before crisis-events (i.e. ex-ante), and
in exchange for greater post-crisis lending. Third, if the crisis is large, ex-post
private sector involvement (PSI) in the form of debt-relief is a pre-condition
for effective conditionality. Depending on the Fund’s attitude to PSI, and on
the severity of investor moral hazard, the IMF may find it optimal to pre-
commit before a crisis to maximise PSI if a crisis occurs, even though this may
be ex-post sub-optimal. Also in this case therefore the Fund’s ability to
provide credible pre-commitments is crucial to avoid moral hazard.

The paper is structured in four main parts. In the first part (section 2 of the
paper), the baseline model of the paper is presented. This is a three-player
two-period model. The players are a debtor country, foreign investors and the
IMF. Foreign investors can precipitate an external crisis in the second period
of the ‘game’, by suddenly pulling out their capital. This can generate debt-
default and overhang if the amount of external debt (i.e. the initial capital
inflow) is relatively high. In our set-up, the Fund has resources at its disposal
(e.g. made up of quota contributions), and it employs them to maximise
adjustment effort in the recipient country if a crisis occurs, via a conditionality
contract. The IMF is also constrained to “lend under adequate safeguards”,
and to minimise the size of its bail-outs.

These assumptions imply that IMF bail-outs can avoid sharp post-crisis
reductions in recipient consumption and inefficient debt-overhang by means
of the provision of conditional liquidity. Conditionality gives the Fund
incentives to intervene (given that it ‘buys’ adjustment effort), and it also
enhances the Fund’s ability to be re-paid after a crisis. However, if the crisis is
particularly large (i.e. if pre-crisis external debt is high), conditional lending
cannot avoid default, and some form of debt-relief is required.

The following three sections of the paper draw out some of the implications of
the baseline model of IMF conditionality, extending it in a number of
directions. The first extension shows how the presence of the IMF and its
provisional of conditional liquidity can act as a source of valuable commitment
technology to the debtor country. This is the case both ex-post (once a crisis has
occurred) and ex-ante (when foreign capital flows into the country). Whilst ex-
post the IMF has incentives to extract all of the value of this commitment
technology via the conditionality contract (due to its incentives to minimise
transfers to the debtor and increase reform effort), ex-ante the debtor may
benefit from the external restraint provided by the Fund, due to the reduction
in inefficient credit-rationing this brings about. In this sense, there can be ex-
ante debtor ownership of IMF conditionality.

The following two extensions of the paper explore the interaction between
IMF interventions and moral hazard, on both the debtor’s and the investors’
side. Debtor moral hazard (i.e. excessive risk-taking on the part of debtors
before an external crisis) can only arise if the Fund’s ability to commit to leave



no rents to the agent as part of its crisis-intervention is limited. If this is the
case, the Fund’s bail-outs reduce the incentives for the debtor to engage in
costly crisis-prevention activities by effectively providing some unconditional
liquidity support, and thereby causing moral hazard.

To solve debtor moral hazard the IMF needs to complement its traditional ex-
post conditionality with an ex-ante contract, i.e. a commitment to a larger ex-
post bail-out in exchange for more pre-crisis reform efforts by the debtor. If
the severity of debtor moral hazard is limited, then such an ex-ante contract
can eliminate debtor moral hazard. Ex-ante conditionality is analogous to pre-
gualifying countries for IMF support before a crisis has occurred (e.g. as
proposed by the Meltzer commission), with one key difference: ex-ante
conditionality does not imply that countries which do not accept an ex-ante
contract will not be supported by the Fund. To the contrary, ex-ante
contracting is efficient (form the IMF’s perspective) precisely because the
Fund cannot credibly commit to stand-by in the event of a crisis, if a country
has not pre-qualified for crisis support. In this sense ex-ante conditionality is
more similar to the Contingent Credit Line facility, which complements other
IMF facilities.!

An additional consideration to bear in mind on the issue of debtor moral
hazard is that ex-ante conditionality can mitigate (and possibly eliminate) this
concern only by committing some of the IMF’s resources ex-ante, without the
protection of traditional ex-post conditionality. This may compromise the
IMF’s ability to “lend under adequate safeguards”, which may in turn lead to
the presence of an institutional bias on the part of the Fund in favour of ex-
post conditionality, implying that the intensity of ex-ante contracts is too low
and that crises are too frequent.

The last extension of the model presented in the paper examines the issue of
Private Sector Involvement (PSI) in crisis-resolution and the related question of
investor moral hazard. This extension shows that PSI can be an essential
component of IMF-led crisis resolution packages, enabling efficient IMF bail-
outs to take place. Even a “PSl-averse” IMF, i.e. one which seeks to maximise
external debt-repayment following a balance of payments crisis, will therefore
demand some PSI if the capital outflow which triggers the crisis is large. A
“PSl-tolerant” IMF (i.e. one which trades-off reform inducement with the joint
minimisation of PSI and of the size of the bail-out), has incentives to increase
the extent to which PSI takes place, to enhance the effectiveness of its
conditionality. However, this still leaves some rents to investors, compared to
a situation without IMF intervention, if investors suffer from co-ordination
failures.

1 Note also that ex-ante conditionality does not imply that countries’ eligibility for support if a crisis has
occurred should be evaluated on the basis of results rather than actions. Conditioning on results (or
outcomes) is only optimal if adjustment effort cannot be observed, and it is not related to the issue of
when to offer the conditionality contract (i.e. whether to offer ex-post or ex-ante conditionality
contracts).



This insurance effect of the IMF’s crisis interventions in favour of foreign
investors can generate investor moral hazard, if the crisis-event is sufficiently
disruptive and if the probability of the crisis taking place is sufficiently
sensitive to ex-ante capital inflows. If both of these conditions are satisfied,
the IMF will have ex-ante incentives to commit to a “tough” PSI policy if a
crisis takes place, even though this partially compromises the effectiveness of
its ex-post conditionality (and is therefore ex-post sub-optimal). This will
deter excessive ex-ante capital inflows, and therefore reduce the likelihood of
a crisis. On the other hand, pre-commitment to a tough PSI-policy also
implies that ex-ante credit-rationing increases, which may hurt the debtor
country.

The paper concludes by highlighting a number of trade-offs which emerge
from our analytical modelling of IMF conditionality, and which need to be
considered when thinking about how to optimally reform the International
Financial Architecture. These include the trade-offs between:
= the mitigation of investor moral hazard and the relaxation of ex-ante
credit rationing;
= debtor ex-post program ownership and the possibility of debtor moral
hazard;
= ex-ante conditionality (i.e. crisis-prevention) and ex-post conditionality
(i.e. the need to lend under adequate safeguards); and
= efficient crisis resolution (from the Fund’s perspective) and the
reduction of rents to foreign investors (to mitigate investor moral
hazard).
All of these issues need to be considered by the Fund when assessing
proposals for reform of its conditionality practices. One of the aims of this
paper has been to provide a comprehensive analytical framework which can
be used to support this assessment.
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Abstract

This paper presents a principal-agent model of IMF conditional lending, in the aftermath
of a “capital-account” liquidity crisis. We show that traditional ex-post conditionality can be
effective in safeguarding the Fund’s resources, allowing for the provision of efficient emergency
lending and reducing inefficient ex-ante credit rationing if the capital outflow which triggers
the crisis is not excessive.

We apply the baseline model to analyse the issues of debtor moral hazard and private
sector involvement (PSI), which have characterised the recent debate on reforming the Inter-
national Financial Architecture. We show that debtor moral hazard is only a concern if the
IMF cannot commit to make the post-crisis participation constraint of the debtor country
binding, and that it can only be resolved via ex-ante conditionality (or pre-qualification).
Attempts to reduce debtor moral hazard may however compromise the Fund’s ability to
safeguard its resources ex-post.

We also show that PSI in the solution of balance of payments crisis is a central determinant
of the effectiveness of both crisis prevention and resolution efforts on the part of the IMF.
PSI may be an enabling condition for efficient crisis resolution, and may therefore be imposed
even by a “PSl-averse” IMF. Moreover, there are conditions under which it is optimal for
the IMF to ex-ante precommit to a tough, and ex-post sub-optimal, PSI policy, in order to
mitigate investor moral hazard.

The purposes of the IMF are:

[...] (v) To give confidence to members by making the general resources of the

Fund temporarily available to them under adequate safeguards, thus providing them
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with opportunity to correct maladjustments in their balance of payments without
resorting to measures destructive of national or international prosperity.

IMF Articles of Agreement, Article 1

1 Introduction

Conditionality is the practice by which the International Monetary Fund (IMF, or Fund) makes
its financial assistance to member countries contingent on the implementation of specific eco-
nomic policies. According to Article I(v) of its Articles of Agreement (quoted above) one of
the purposes of the IMF is to intervene in support of member countries which are in a position
of external disequilibrium (i.e. do not have sufficient foreign exchange to purchase imports or
to service their external debt). When it does so the IMF typically negotiates a program of
adjustment with the recipient country as a pre-condition for the initial dispersal of resources,
and it makes the release of its funds contingent on the implementation of these reforms. This
practice is known as conditionality.!

This paper models IMF conditionality from a contractual perspective, employing a principal-
agent framework to capture both the stylised macroeconomic features of situations of balance of
payment disequilibrium which warrant intervention by the IMF, and the nature and potential
effectiveness of this intervention. In doing so we aim to bring together the various rationales for
conditionality which have been put forward since the inception of this practice in the 1950s, and
to analyse their mutual consistency and interaction. This analysis is of direct relevance to the
current debate on the International Financial Architecture (IFA), which has been triggered by
the large international financial crises of the mid to late 1990s (i.e. most notably the Mexican and
East Asian crises), and which has brought a renewed interest by researchers and policy-makers
on possible reforms of IMF crisis lending and of its conditionality practices.

The main results presented in this paper are as follows. First, two of the basic functions
which can be identified with IMF conditionality contracts (the protection of Fund resources and
the provision of commitment technology to the recipient country) are mutually compatible, if the
balance of payments disequilibrium (or capital outflow) which triggers IMF intervention is not
too large. Second, IMF bail-outs can lead to debtor moral hazard if the IMF’s commitment power
are limited. Conditionality can be used to reduce the incidence of this type moral hazard only
if it is applied before the crisis (following “selectivity” procedures), and in exchange for greater
post-crisis IMF loans. This may however compromise the ability of the Fund to safeguard its
resources after the crisis, and may therefore introduce an institutional bias in favour of traditional
ex-post conditionality. Third, if the crisis is large, ex-post private sector involvement (PSI) in
the form of debt-relief is a pre-condition for effective conditionality. Depending on the IMF’s
attitude towards PSI and on the severity of investor moral hazard, the IMF may find it optimal
to pre-commit before a crisis to maximise PSI if a crisis occurs. This may in turn re-introduce

! Appendix A provides some information on the practice of IMF conditional lending, decribing the nature and
historical use of IMF financial facilities which are subject to conditionality.



inefficient credit constraints ex-ante.

This paper proceeds as follows: the rest of this introduction consists of a brief review of
existing literature on conditionality, and of the approach taken in this paper; sections 2 presents
the baseline model of IMF conditionality, and Sections 3 to 5 apply this model to three issues
respectively: conditionality as commitment technology, debtor moral hazard, and PSI. Section

6 concludes.

1.1 Existing work on IMF conditionality

Much has been written about IMF conditionality. This has been mostly about the content
of conditionality, i.e. the type of policy changes demanded by the IMF as part of its financial
assistance programs, and the effectiveness of the IMF’s approach to stabilisation and adjustment
(see e.g. Williamson (1983) and Shadler et al. (1995)). Work on the rationale and design of
conditionality contracts (which is the subject of this paper) however has been relatively scarce,
especially at a formal level.

Papers which deal with (or comment on) the contractual aspects of conditionality can be
broadly divided into three categories, which partially reflect three different stages in the evo-
lution of the international monetary system, and which therefore place emphasis on three dif-
ferent potential rationales for IMF intervention: the Bretton Woods era (or conditionality as a
safequard); the debt crisis of the 1980s (or conditionality as commitment technology); and the
capital-account crises of the mid- to late 1990 (or conditionality as moral-hazard containment).

Conditionality as a safeguard.

The traditional and core view of IMF conditionality, as implicitly stated in the Articles of
Agreement of the Fund and applied during the Bretton Woods era (and, to a large extent,
beyond), is that by linking its financial support to policy changes, the IMF safeguards its

2 This is because conditionality can ensure

resources, and guarantees their revolving nature.
that adjustment to a balance of payment disequilibrium will take place and that the temporary
relief offered by the Fund’s intervention will not lead to delays in the implementation of necessary
adjustment policies. This in turn implies that the recipient country will be in a position to repay
the Fund in due course (see e.g. Guitian (1981); IMF (2000a)). Conditionality therefore can
be seen as acting as a substitute for the collateral which is typically employed in domestic loan
contracts to discipline the behaviour of the borrower.

The ability to safeguard its lending via conditionality is often seen as a unique privilege of

the Fund relative to private suppliers of liquidity,® which enables it to intervene at times of crisis

2The IMF’s resources are made up of its members’ quotas. The Fund therefore functions like a credit coop-
erative, making its resources available to members on a temporary and revolving manner. See Appendix A for

more detail on the IMF’s lending practices.
3This argument has been made by a number of authors (e.g. Sachs (1989b) and Rodrik (1996)), who argue that

the IMF may be advantaged relative to private creditors in imposing and enforcing conditionality on a number of
grounds: political neutrality (i.e. which makes the commitment not to extract an excessive share of the benefits of
reform credible); informational advantage (e.g. lower costs in monitoring the implementation of conditionality);
higher leverage relative to private creditors due to cross-conditionality practices (whereby other donors link their



and prevent actions which are otherwise optimal for the debtor country, but which may have a
negative externality on other IMF members.? Conditionality as a safequard may therefore go
hand in hand with conditional lending as a bribe, which is used by the Fund to induce recipient
countries to adopt policies which have a public good component.®

Conditionality as commitment technology.

A second rationale for conditionality emerged in the wake of the debt-crisis of the 1980s,°
following the realisation that high level of sovereign debt may lead to inefficient outcomes due
to debt-overhang.” This refers to the fact that a sovereign with a high level of external debt
may face sub-optimal incentives to invest and achieve higher future incomes because of the large
proportion of future output gains which need to be transferred to external creditors. This can
in turn reduce debt repayment, leading to a Debt Laffer curve. Two solutions to exit such debt
traps have been identified in the literature: fresh liquidity (or debt rescheduling) and/or debt
relief (see e.g. Diwan and Rodrik (1992)). These solutions may however not be available if
debtors cannot precommit to policies which increase future output in exchange for favourable
recontracting of their debt obligations (e.g. commit to invest rather than consume additional
lending). Conditionality can represent the mechanism which allows debtors to commit to efficient
policies, increasing the incentives to adopt these policies by means of the extra finance made
available by the IMF,® thus allowing for an efficient exit from a debt-overhang situation (which
may or may not require debt-relief). In the absence of conditionality and debt restructuring an
inefficient outcome may persist (for high levels of external debt) and/or ex-ante credit-rationing
may take place (Fafchamps (1996)).

Conditionality as moral hazard reduction.

A third and more recent interpretation of conditionality is associated with the debate on the
new International Financial Architecture (IFA)” and on the potential need for an international

financial support to the implementation of IMF programs).

*This is what Article I(v) refers to as “measures destructive of national or international prosperity”, and
which, depending on specific circumstances, may imply sharp (“competitive”) depreciation of the exchange rate,
significant output falls (e.g. recessions) or default on external debt.

®Masson and Mussa (1995) make arguments along these lines.

®This was precipitated by the default of Mexico in the summer of 1982, and led to the IMF playing a key
role in debt rescheduling and (eventually) relief efforts, with conditionality at the center of its interventions (see
Guitian (1995)).

"This was articulated by a number of authors, in particular Sachs (1989a) and Krugman (1988).

8 Alternatively, conditionality may be seen in this context as a mechanism which guarantees to the debtor that
creditors will not extract an excessive share of their future output by delegating the debt-relief (or rescheduling)
management to an impartial organisation like the IMF (Claessens and Diwan (1990); Fafchamps (1996)); or as a
mechanism which screens high productivity countries from low productivity ones, and allows creditors to target
debt-relief on the former (Marchesi and Thomas (1999)).

More generally in these contexts conditionality can be seen as an “external agency of restraint” (Collier (1997))
which allows policy makers to adopt policies which would otherwise be time-inconsistent.

9Eichengreen (2000) dates the start of this on-going debate to a speech made by Rubin (the then U.S. Secretary
of the Treasury) in February 1998. Much of the recent discussion on IFA (e.g. Eichengreen (1999), Eichengreen
(2000), Jeanne (2000) and Goldstein (2000)) centers around the issue of investor and debtor moral hazard re-
duction, emphasising the need for reforms of IMF lending (including conditionality) and of arrangements for



Lender of Last Resort in a world with high and volatile international capital flows, which may
leave countries exposed to “runs” and liquidity crises even if their fundamentals are sound (in
a fashion similar to the classic Diamond and Dybvig (1983) banking model).!’ Some commen-
tators have argued that, given the scale of the financial flows involved, IMF bail-outs in these
circumstances may lead to a problem of moral hazard, and excessive ex-ante risk-taking by both
creditors and debtors (see for instance the IFIAC (or Meltzer) report (2000)). Given the risk and
potential implications of moral hazard, it has been argued that conditionality should (and can)
be seen as a mechanism to limit debtor moral hazard and introduce co-insurance, by imposing
an additional cost onto countries which face a capital-account crisis and which are bailed-out by
the Fund (Guitian (1995); Fischer (1999)).!! In this context conditionality could therefore be
seen as a substitute for “penal rates” at which the domestic Lender of Last Resort should lend

according to the standard Bagheotian doctrine.

1.2 Approach and Structure of the Paper

As the survey of the relevant literature presented above shows IMF conditionality is a multi-
faceted instrument, which is frequently “assigned” different roles by commentators (and, ar-
guably, by the Fund itself). The purpose of this paper is to provide a stylised model which can
encompass these roles, and shed light on whether they are internally and mutually consistent.
We do so by presenting a stylised principal-agent model with the following building blocks:
(i) external disequilibrium is due to capital inflows, which can trigger a “sun-spot” crisis (e.g.
partially unrelated to fundamentals) by suddenly withdrawing from the debtor country;'? (ii)
the model follows some of the literature on sovereign debt, starting from a recognition that debt
contracts between sovereigns cannot be enforced, and that willingness to pay rather than ability
to pay determines the amount of debt-repayment (see e.g. Eaton and Fernandez (1995)); (iii)
the model assumes that the IMF is the only potential supplier of conditional liquidity in the
immediate aftermath of a crisis (see the arguments put forward in section 1.1 for why this might
be s0); (iv) hidden action or information aspects of conditionality contracts are not modelled,

private-sector-involvement (PSI) in crisis resolution.

10Much has been written on this issue in the wake of the Mexico crisis of 1995, and of the East Asian crisis
of 1997/1998. Relevant work includes Radelet and Sachs (1998) and Chang and Velasco (1999) (who argue in a
favour of a “country-run” interpretation of the crises), Dooley (2000) and Corsetti, Pesenti and Roubini (2000)
(who favour a “moral-hazard” interpretation for the crises) and Fischer (1999) and Giannini (1999) (who discuss

the issue of international lending of last resort).
T According to this line of argument, the cost due to conditionality presumably derives from the conflict of

priorities between the IMF and the recipient government, which implies that under conditionality the recipient

adopts policies which it would have not adopted otherwise.
12Tn other words the balance of payments crisis we consider as the trigger for IMF intervention is not a Krugman-

style current-account crisis (as in Krugman (1979)), which is typicall driven by over-expansionary policies and/or
negative external shocks, but a capital-account crisis, of the kind seen in Mexico and East Asia in the 1990s.
We focus on capital-account crises to make our analysis directly relevant to the current debate on IMF reforms,
but the set-up we put forward is adaptable to a more traditional current-account crisis (i.e. the fundamental
constraints on Fund intervention are the same).



for simplicity;'® and (v) the model is real, in the sense that there is no exchange rate, and a
crisis does not manifest itself as a sharp currency depreciation but rather as a sudden reversal
of foreign capital flows, possibly followed by debtor default.

In the next section of the paper we employ these building blocks to construct an agency model
of conditionality, where a principal (the IMF) offers a conditional liquidity contract to an agent
(the debtor) following a crisis event. As in standard principal-agent models, the principal designs
the contract to trade-off the maximisation of reform effort with the minimisation of bail-out
transfers. We shows that this contract can avoid the occurrence of a inefficient liquidity crunch
and of debt overhang if the capital outflow which triggers the crisis is not too large. The use of
conditionality also allows the IMF to lend under “adequate safeguards” (i.e. recover its bail-out
at the end of the crisis period), by tying the provision of the bail-out to the implementation of
income-increasing reforms.

Sections 3 to 5 then proceed to draw out some of the implications of the baseline model.
Section 3 shows how the presence of the IMF and of its provision of conditional liquidity can act
as a source of commitment technology for the debtor both ex-post (once a crisis has occurred)
and ex-ante (when foreign capital flows into the country). Whilst ex-post the IMF has incentives
to extract all of the value of this commitment technology with his contract (given its incentives
to minimise transfers to the agent), ex-ante the debtor may benefit from the external restraint
provided by the Fund, due to the reduction in inefficient credit rationing.

Section 4 and 5 address the currently topical issue of whether apparently efficient IMF bail-
outs can induce ‘moral hazard’. We show in section 4 that debtor moral hazard (i.e. excessive
risk-taking on the part of the debtor) can only arise if the Fund’s ability to commit to make
the agent’s participation constraint bind ex-post is limited. If this is the case, the IMF ex-post
contract will be characterised by some slippage in the implementation of reforms (i.e. there
is ex-post program ‘ownership’), which will in turn induce the debtor to reduce ex-ante crisis
prevention efforts. To solve debtor moral hazard the Fund needs to complement its ex-post bail-
out with ex-ante conditionality, i.e. the commitment to higher ex-post bail-outs in exchange for
more pre-crisis effort on the part of the debtor. Section 4 shows that if the incidence of IMF
ex-post discretion is limited, ex-ante conditionality is able to restore first-best ex-ante efforts.

Section 5 examines the role for so-called Private Sector Involvement (PSI) in balance of
payments crises. It shows that PSI can be an essential component of IMF-led crisis resolution
packages, enabling efficient IMF bail-outs to take place. Even a PSI-averse IMF, i.e. one which
seeks to maximise debt repayment, will therefore demand some PSI if the capital outflow is
large. A PSI-tolerant IMF (i.e. one which trades-off reform inducement with bail-out and PSI

13This is the case also in the “moral hazard” extensions of the model that we present in Sections 4 and 5, where
we follow the recent literature on international financial architecture and use the term “moral hazard” rather
loosely, to refer to a situation where an agent does not spontaneously adopt an efficient level of “effort” from the
point of view of a principal (as opposed to a hidden-action model where first best effort is not attainable because
of a combination of asymmetric information, noise and agent risk-aversion).

It would be relatively straightforward to introduce hidden action and information considerations in the model we
present below, but doing so would not add particularly significant insights about the nature of IMF conditionality.



minimisation) has incentives to increase the degree of PSI, but it would still leave some rents
to investors relative to a no-IMF benchmark (as long as in the absence of the Fund investors
cannot co-ordinate on an efficient debt-relief offer). This insurance for investors can generate
an investor moral hazard problem, if the crisis is sufficiently disruptive and sufficiently sensitive
to ex-ante capital inflows. If this is the case, the Fund will face incentives to pre-commit to a
tougher, and ex-post sub-optimal, PSI policy, in order to deter excessive capital inflows.
Section 6 concludes by summarising the main results obtained in this paper, and highlighting
the variety of trade-offs which can be identified between the different possible functions of IMF

conditionality.

2 The Baseline Model

2.1 Set-up

Consider the following three-player and two-period model. The players are a group of foreign
investors, a recipient (or debtor) country and the IMF. The two periods are an investment period
(t =1) and a potential crisis period (¢ = 2).

At t = 1 the investors lends an amount k to the recipient country, which is assumed exogenous
in this baseline model, and which we endogenise in the next section of the paper. We assume
that k is consumed by the debtor country, and there is no reserve accumulation or investment.
At t = 2 a “crisis” may occur, with probability v, which causes all creditors to ‘panic’, inducing
them to demand k back from the debtor country at the beginning of the period. The probability
of crisis is also assumed to be exogenous in this baseline model, and is endogenised in the
extensions we present in Sections 4 and 5. Both in the baseline model and in the endogenous-
crisis extensions however we assume that probability of the crisis occurring is not directly related
to the investors’ prospects for debt-repayment, and that the crisis takes place for reasons which
are outside the model (e.g. investor “panic”’; “contagion”; or a sudden interest-rate reversal
working against the debtor country).

The recipient country faces a choice of adjustment effort (e;) at both ¢ = 1 and ¢ = 2. More
effort leads to more output y(e;) (i.e. y'(e;) > 0), but at a cost c¢(e;). The standard assumption
of convexity of the cost function is made (i.e. both ¢/(e;) and ¢’(e;) are positive). In this
context effort can be thought of a supply-side measure (e.g. price liberalisation, or a reduction
in taxation/tariffs) which increases domestic output but also implies a political economy cost
for the policy makers in the recipient country.!®

If a crisis occurs at t = 2, the country can choose whether to repay k (which is demanded

1 This is analytically equivalent, in our set-up, to an assumption that foreign capital is invested by the recipient
country at t = 1, and that its returns are fully wiped out in the event of a crisis (e.g. because of early project
termination).

15 Alternatively, y(e;) can be though of as the production of tradeables, e: as the relative price of tradeables
to non-tradeables, and the function c(e:) as describing both the domestic production function of tradeables and
non-tradeables and the policy-makers’ preference with respect to these two goods. See Appendix C.1, which
outlines a model which defines effort e; along these lines.



back by the creditor) or default. If it repays, it suffers a (1 + A)k fall in consumption, where A
(which lies between 0 and 1) reflects the deadweight loss associated with sudden capital outflows.
This may be due to early project liquidation - as in banking models - or to the cost due to sudden
foreign exchange scarcity or sharp falls in absorption.'® We assume that the A loss applies at
the beginning of the ¢t = 2 period (i.e. when investors demand their capital back), but not at its
end. If the debtor defaults it suffer a direct sanction p(y(ez)) which is increasing in its domestic
production level.l7>18

If the crisis does not occur, k is not demanded back by the investor, and the debt is serviced
by the debtor at ¢ = 2 (and thereafter). For simplicity the world interest rate is fixed at 0, so
that debt-servicing does not imply any transfer of resources from debtor to creditor.”

The IMF has resources at its disposal, and can intervene to bail-out the debtor country if a
crisis occurs at t = 2.2° IMF intervention consists of a conditional loan b, which is dispersed at
the start of ¢ = 2 (i.e. when the A-loss applies) if three requirements are fulfilled by the recipient
country: it implements a pre-specified second-period effort level es; it repays k in full at the
beginning of the period ¢t = 2; and it repays b at the end of the period. The latter two conditions
imply that the IMF requires that the debtor country does not default on its external debt as
a pre-condition for its lending, and that the Fund needs to lend under “adequate safeguards”,
making sure it is repaid at the end of ¢ = 2 (we expand on both of these points below). By
the end of the period ¢ = 2 the deadweight loss A on capital outflows does not apply, so that
the cost of repaying the amount b equals —b. This implies that an IMF bail-out leads to a net
transfer of Ab to the debtor.

The utility functions of the recipient country and of the IMF are as follows:

16 This effect could be modelled explicitly, by for instance introducing risk-aversion, or allowing for price sticki-
ness, which does not allow the debtor country to produce more tradeables when hit by a crisis to compensate for
the sudden scarcity of foreign exchange. The set-up presented here can be therefore though of as a reduced form
of a more complex model, which preserves its essential features (i.e. a sudden outflow of foreign capital is costly)
but is more tractable. Appendix C.1 outlines a model with price-stickiness which micro-founds the presence of a
liquidity cost A.

17 This follows the standard assumption of “gun-boat technology” in the sovereign risk literature (see e.g. Eaton
and Fernandez (1995)).

18The penalty rate p is inclusive of the dead-weight loss . The penalty received by the creditor therefore equals
Tu(e).

9The incentives for the creditor to invest k with an interest rate of 0 are made explicit in the extension with
endogenous capital, and relate to capital depreciation in the investor country.

2OWe do not allow the IMF to intervene before the crisis. This assumption is relaxed in the debtor moral hazard
extension of the model (Section 4).

We also do not model why the IMF has access to financial resources. We simply assume the existence of a
quota-funded IMF as an instrument of international monetary co-operation, which acts a source of emergency
reserves (which is in an efficient risk-pooling activity for member states if the shocks which trigger external crises
are idiosyncratic) and as a promoter of international economic linkages (see the IMF’s utility function in the main
text).



e Recipient utility (Uf, for t = {1,2}):

UfY = yler) —cler) +k
y(e2) — c(e2) if there is not a crisis
- y(ez) — c(e2) — p(y(e2)) if there is a crisis and default
y(ea) —cle2) — (1 4+ N)k+  Amin(b, k) if there is a crisis and no default
N——

if the IMF intervenes
o IMF utility:

UM = y(es) b

The IMF’s utility function is underpinned by the assumption that the Fund is concerned
about the production level of the recipient country (which may, for instance, contribute to global
stability and/or international trade), and that it also seeks to minimise the use of its resources
(to maintain their revolving nature).?! Note that we are assuming that the Fund is not directly
concerned with the consumption level in the recipient country, and does not directly seek to
minimise the dead-weight loss induced by a crisis. However, as we show below, the presence of a
crisis allows the IMF to intervene (i.e. a crisis gives leverage to the Fund) and reduce inefficiency
in the process, even though none of the efficiency gains are passed on to the recipient country.
In section 4 we relax the latter assumption, and allow for some rents from Fund intervention to
be appropriated by the recipient.

The following assumptions on functional forms are made in what follows, for the sake of
tractability: y(e;) = ey; p(e) = pey, with p € (0,1); and c(e;) = Le?.

Figure 1 summarises the timing of the game. As the figure shows, we assume that the
realisation of the crisis is known before the actual outflow of £ or the levying of the penalty
p(e2), which allows the recipient country to set es according to whether it wants to default on
its debt or not. The figure also illustrates the fact that the IMF’s bail-out takes place just after
egis set, which allows the Fund to enforce the conditional liquidity contract (see Section 2.3
below for further discussion of this point).

As it is shown below this set-up can convey the basic rationale for IMF intervention: by
providing valuable balance of payment support and granting debtor countries “time to adjust”
(i.e. allowing them to avoid the additional A-cost associated with a sudden capital outflow),
the Fund can induce income-increasing reforms, avoid unnecessary demand-side adjustment (i.e.
an excessive fall in consumption) and, depending on the level of debt, avoid inefficient debt-
overhang. The scope for efficient intervention by the IMF hinges on the interaction between
conditionality and the size of the capital outflow, as the results presented below illustrate.

2INote that this assumes that the IMF does not care about first period output. This assumption is made for
simplicity and is innocuous, given that we are ruling out IMF intervention before a crisis in the baseline model.
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Figure 1: The timing of the game.

2.2 The equilibrium without the IMF

At t = 1 the recipient maximises its utility relative to e, and therefore sets e} = 1 (from the
following FOC: 872? = 1—e; = 0), which is independent of the level of capital inflow £k given
the assumption of quasi-linearity.??

At t = 2 if the crisis does not occur the same level is chosen for es. If a crisis occurs the
debtor faces a choice between defaulting and paying the debt. This yields the following optimal

level for es:

ot = 1 for k < kP (repayment equilibrium)
27 ) 1—p fork>kP (default (or debt-overhang) equilibrium)

where kP = 2028)  Gith % > 0 (i.e. the likelihood of default falls with the size of the

1+
default penalty).

Therefore, if the level of external debt is high enough, the recipient finds it optimal to default
on its external debt and reduce national output (or withdraw from external trade), and suffer the
penalty p(e). This corresponds to a situation of debt overhang (as in Sachs (1989a)), where high
levels of external debt induce a country to reduce adjustment effort and therefore production.
For low levels of k, the recipient finds it optimal to repay the debt, and run a current account

surplus equal to (1 + A\)k at the start of ¢ = 2, by reducing consumption.

22Throughout the paper we write variables with a superscript * to denote optimal levels in the absence of IMF
conditionality, and with superscript ¢ to indicate optimal levels chosen by the IMF.
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The equilibrium utility level obtained by the recipient at ¢ = 2 is as follows:

R _ %—(1—1—2)\)]6 for k < kP
? U2 for k> kP

2.3 The equilibrium with the IMF

As set out above, the IMF can intervene if a crisis occurs at ¢ = 2. The IMF’s incentive to supply
emergency funds derives from the ability to offset the deadweight loss Ak with its bail-out and,
therefore, obtain some leverage on the recipient country to induce it to adopt an optimal level
of adjustment.?3

IMF intervention consists of conditionality, that is, the offer of a bail-out b in exchange for
a given second period effort level es. We assume here that the IMF can enforce the optimal
contract {b° €5} in a time-consistent fashion, i.e. it can guarantee that the agent will exercise
effort €5 in exchange for the (net) transfer \b° (as long as the individual rationality constraint
is satisfied). In our set-up this is equivalent to assuming the choice of e3 by the agent can be
observed by the Fund and is not reversible, and that the Fund has access to full commitment
technology (and hence has all the bargaining power). If this is the case, the principal can enforce
optimal conditionality by relying, for instance, on a linear contract which specifies b as a function
of eq, and which therefore delegates the choice of es to the agent. By meeting the appropriate
incentive compatibility constraint, such a contract ensures that e is set by the agent, and b¢ is
transferred by the principal.

In practice reform implementation is a gradual and cumulative process, and only a share of
the IMF’s bail-outs is dispersed at the outset of a reform program, and additional tranches of b
are released depending on the level of e2. That is, the IMF solves the incentive-provision problem
which would be caused by front-loading the bail-out in the absence of the agent’s commitment
to a given level of ey by staggering its lending (see Appendix A). This gives rise to a trade-off
between the early dispersal of bail-out funds (which is more effective in preventing excessive
demand-side adjustment and, therefore, in meeting the agent’s participation constraint) and the
provision of incentives to change policies. We abstract from this trade-off in our modelling, by
effectively ‘compressing’ the timing of the liquidity-reform contract and assuming that reforms
demanded by the IMF can be implemented before liquidity is provided.?

We do however allow for the imperfect enforcement of the IMFE contract due to limited
commitment power on the part of the Fund, which is arguably a more policy-relevant reason for
why the optimal conditionality contract may not be fully enforceable. We introduce this feature
in Section 4 of the paper, in the context of our discussion of debtor moral hazard.

?Note that the adjustment that we are allowing for here is both an explicit supply-side adjustment (ie. a
change in e, or “expenditure-switching”) and an implicit demand-side one (i.e. a reduction in absorption, or
“expenditure-changing”), which is given by the change in consumption (= income - debt repayment) relative to
a no-crisis outcome.

24 This is analytically equivalent to assuming that b° is released in tranches (e.g. according to an optimal linear
contract) as e is increased up to e3, over a time horizon during which the additional ‘liquidity’ value of the
bail-out (i.e. A) applies in full.
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The IMF is subject to three constraints in its intervention. One is a standard individual
rationality constraint for the recipient country, which in this case implies that the cost to the
recipient country of implementing the level of effort demanded by the IMF rather than e and
the cost of having to repay k fully for all values of k (i.e. even for k > k) needs to be outweighed
by the benefit of receiving the bail out at the outset of the crisis. We express this constraint
as Ult(eg, b, —k) > U2R * where Uft(e2, b, —k) indicates recipient utility when it exercises second-
period effort e, receives b at the beginning of ¢t = 2 (and repays it at the end of the period),
and pays back k at the beginning of ¢ = 2.

The second constraint is based on our assumption on the legal framework under which the
IMF operates (as reflected in its Articles of Agreement), and in particular on the need for the
Fund to lend “under adequate safeguards”. This means that the IMF needs to be sure that
the recipient country faces appropriate incentives to repay the bail-out at the end of period 2,
ie. T;{—)\eg > b in our set-up (assuming the Fund has access to the same penalty technology as
private creditors, and noting that the penalty faced by the recipient for not paying the Fund
is scaled down by 1+ A, given that it is levied at the end of period 2). We define this as the
“Adequate Safeguards Constraint” (ASC).

The third constraint is a “no net transfers constraint”, which implies that the size of the
bail-out cannot exceed the initial capital outflow suffered by the debtor country (i.e. b < k).
This is a technical constraint which is employed to reflect the fact that any b in excess of k
does not benefit the recipient (given that it does not provide any liquidity relief), and therefore
cannot be optimal for the IMF (since it cannot be used to induce additional effort).

Formally, IMF intervention consists of a conditional bail-out package (e2,b) which solves the

following program:

machIMF = ey—b
€2,
st. : Ul(eg, b, —k) > UZR’* (IR constraint) (IRC)
b < 7 i 562 (adequate safequards constraint) (ASC)

b < k (no net transfers constraint)

Figure 2 describes the IMF base-line conditionality program, plotting the Fund’s indifference
curve in (b, e2) space and the three constraints under which it optimises (i.e. the IRC, the ASC
and the b = k schedule). The figure illustrates the fact that making IRC binding is always
optimal for the Fund (i.e. first-best conditional effort is at the tangency of the IMF’s indifference
curve and the IRC) and that a binding b < k constraint and /or a binding ASC lower the intensity
of conditionality relative to the first-best and can ultimately provoke the collapse of the contract.
This is shown formally in Proposition 1, which describes the properties of the solution to the
IMF’s conditionality program, and is also illustrated in Figure 3 below.

Proposition 1 The intensity of IMF conditionality is a function of the level of capital outflows

which precipitate the balance of payments crisis.
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p  k<kPcase (repayment eq.) k > kP case (default eq.)
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IMF utility increases as one moves South-East (i.e. towards a higher effort level and a lower bail-out), and its
indifference curve has a slope of 1.

The IRC is a convex function of e,, given that the cost of e, is quadratic, and always binds at the optimum,
since the IMF has incentives to minimise b. The unconstrained optimum (first-best effort) is at the tangency of
the IMF’s indifference curve and IRC.

Higher levels of b are necessary to satisfy IRC if k£ > kP, given that if this is the case the recipient finds it
optimal to default on sovereign debt in the absence of IMF intervention, and needs to be compensated for not
doing so. This is why, in this case, the IRC lies above the x-axis and its position is a function of &.

The additional two constraints faced by the IMF are also shown on this graph: the ASC constraint, which is
flatter (and therefore harder to satisfy) the lower is the penalty for default p; and the b <k constraint. Both of
these constraints are shown as slack in this graph (i.e. ¢ lies below both of them), implying that effort is at its
first-best level.

Figure 2: The IMF’s baseline conditionality program (first-best case).
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For high values of k (i.e. k > kH = (1+ \)kP) no conditionality can be imposed by the IMF
(i.e. the IR and “no net transfers” constraints cannot be jointly satisfied).

For lower values of k (i.e. k < k™), three cases can be identified depending on whether the
“no net transfers” constraint and the “adequate safequards” constraint bind:

(i) neither the “no net transfer” nor the “adequate safegquards” constraints bind if kP > %
and for % <k <EM, where kM = EH — ’\72 If this is the case the IMF is able to induce first-best

conditionality, characterised by:

5 = 1+r=elP
- 3 for k € [3,kP)
T SRR KDY for ke kP, KM]

For other values of k or if kP < %, the IMF' can only impose second-best conditionality (i.e.
€5 <14 \). In particular we have:
(ii) For p high enough (i.e. p > p = 12+—)‘)\) the “adequate safequards” constraint is always

slack, b° = k and the IMF imposes the following level of conditional effort:

o 1+ V2\k for k < min(kP, %)
27 ) 142K —k) fork € [max(kD, kM), kH]

(iii) For p < p the “adequate safequards” constraint binds in the case k > max(k”, kM)
for high enough k. This implies that there exists a k¥ (p) € (max(kP, kM), kH) such that for
k> l%H(p) conditionality collapses. For k < l%H(p) we have one of two cases, depending on the
value of p: if p € [p,p) (where p = %)}(%AL) < p), we have that €5 and b are given by the values
in case (ii) above; if p < p, both €5 and b¢ are lower than the corresponding levels in case (ii) at
k= /;‘H(p), and converge to those levels for lower values of k.

Proof. In Appendiz B.

Proposition 1 shows the IMF is able to “bribe” the country experiencing a balance of pay-
ments crisis to exert more adjustment effort and, where relevant, not default on its foreign debt,
as long as the level of external debt is not too high. The “bribe” consists of provision of foreign
exchange to the debtor country at a time of crisis, which in turn partially derives to the IMF
from the fact that it can impose conditionality to safeguard its bail-out, and prevent default on
its own lending. We elaborate on this point in the next section of the paper, where we discuss
the role of the contract as ex-post commitment technology for the debtor country and as an
enabling conditions for efficient debt rescheduling.

Conditionality is at its first best (i.e. e =1+ X; b® < k) if the crisis is of an intermediate size
and if the penalty p is sufficiently high relative to A so that &P > % is satisfied (see Figure 4 and
Figure 5). The first-best effort level reflects the one-to-one trade-off faced by the IMF between
extra effort by the recipient and additional bail-out funds, which induces it to optimally increase
ez relative to the recipient’s optimum (e3 = 1) in accordance with the marginal effectiveness of
its bail-out in increasing the recipient’s utility (which is given by ). The first-best conditionality

14
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Panels I and I illustrate case (ii) of Proposition 1, where the b = & constraint is always binding.

Panel I shows the case of excessively low &, which decreases the leverage of the Fund, and forces it to accept
an effort level which is below the first-best one.

Panel II illustrates the case of high & (but not high enough to lead to a collapse of conditionality), where the
Fund needs to settle for second-best effort given its inability to compensate the recipient for both not-
defaulting on debt and choosing first-best effort.

II: k e(max(kP,kM), k]; p<p IV: k e(max(kP,iM), kK1]; p € [D,p)

b b ASCE)  //ire )
ASC(p)
IRC (k) IRC (KH)-s
\ //
i ASCH) | Nt -
T — k3¢ = b=k
ML b=k pm]
Ip 1 e, 1+A ) 1 e +1 e,

Panels I1I and IV depict case (iii) of Proposition 1, which describes the optimal IMF contract for high values
of k (k > max(kP,kM)) and relatively low values of p (p < p).

Panel I1I shows the weakening of conditionality relative to case (ii) if the penalty rate p is particularly low
(namely p<p). If this is the case the IMF needs to weaken conditionality further relative to the case (ii), and
conditionality collapses “earlier” (i.e. for lower threshold values of k).

Panel IV shows the corresponding case for p e( p,p). If this is the case as long as conditionality can be
imposed, the effort level is equal to case (ii). However conditionality collapses earlier than under case (ii),
namely for k& < K°C (see Proof of Proposition 1). The panel shows the equilibrium where k = £,

Figure 3: Second-best IMF Conditionality (cases (ii) and (iii) of Proposition 1).
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contract can be decentralised with a linear “tranching” contract of the form b = ag+ €2, where
the IMF optimally sets af = 1.

If the crisis is either too small or too large, or if the kP < % is not satisfied, second-best
conditionality needs to be accepted by the Fund. The second-best cases (i.e. cases (ii) and (iii) of
Proposition 1) are illustrated in Figure 3 and in Figure 4 (which assumes p > p for simplicity).
Under second-best conditionality the intensity of the “tranching” contract is therefore lower
than under the first-best (a§ < 1).

Conditionality is weakened relative to the first-best if capital outflow is too small (e.g. k < %)
because if this is the case the benefits deriving to the recipient from the IMF bail-out are
relatively small, thereby reducing the leverage of the Fund in imposing extra reform effort. In
this case, b° = k, so that the Fund is effectively “financing the run” with its resources.

Conditionality is also not at its first best if the crisis is “too large” (e.g. k > kM) since if
this is the case the IMF is unable to compensate the recipient enough for not defaulting on the
debt. For particularly high levels of capital outflows (i.e. & > k) the IMF cannot impose any
conditionality, and therefore does not intervene. Allowing for some debt relief mitigates this
conclusion, and always enables conditionality to take place, as it is shown in Section 5.

In the high-k second-best cases, the levels of the parameters A and p interact to determine the
intensity of conditionality and the extent to which the IMF is “financing the run”. In particular,
if the default penalty is too low, the ASC will bind for high & and conditionality will collapse
for values of k below k' (see Figure 5).

As Figure 5 shows, the Fund prefers high values of p relative to A (as in Area I of the graph),
to be able to exercise first-best conditionality and not be constrained by the ASC. This is because
high levels of X increase the debt-repayment costs due to the IMF conditionality package for the
debtor, which makes it harder for the Fund to meet the agent’s participation constraint in the
cases where the bail-out is not fully covering the initial capital outflow (i.e. b¢ < k). High levels
of p on the other hand make it easier for the IMF to meet the agent’s participation constraint,
and to protect its lending at the end of t = 2.

Throughout the rest of the paper, and in particular in Sections 3 and 5, we restrict the values
of the parameters p and A to be in Area I of Figure 5 (i.e. so that both p > p and kP > % are
satisfied). This allows us to focus on one specific form of ex-post IMF conditionality, enhancing
the tractability of the extensions of the baseline model we consider in the following sections of
the paper.

The following three section of the paper employ the baseline model developed here to assess
the role of the IMF in both crisis resolution and prevention, and evaluate the various functions
performed by IMF conditionality. In the next section of the paper we draw out the implications
of the baseline conditional liquidity contract as a source of valuable commitment technology for
the debtor country. In Sections 4 and 5 we extend the baseline model to be able to examine the
issue of moral hazard, and to allow for the possibility of PSI (in the form of debt relief) in the
crisis resolution package designed by the IMF.
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Figure 4: The intensity of IMF conditionality as a function of capital outflows k.
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Figure 5: Illustration of the role of the penalty rate p and the liquidity cost A in determining
the nature of IMF Conditionality.
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3 IMF Conditionality as Commitment Technology

In this section of the paper we focus on the role of the IMF as an external agency of restraint
which is capable of constraining the policies of the debtor country and remove sub-optimal
discretionary equilibria. We highlight two roles of IMF conditionality as commitment technology:
an ex-post one, which affects the efficiency of crisis resolution; and an ex-ante role, which has an
impact on capital inflows before a crisis takes place. Both of these roles are direct by-products
of the baseline IMF conditionality presented in the previous section, and their presence does not
rely on the Fund explicitly seeking to act as an agency of restraint.

We firstly introduce the idea of IMF conditionality as a source of ex-post commitment tech-
nology. This role of IMF conditionality is implicit in the modelling we have presented so far, and
the main purpose of the next sub-section is to isolate and clarify the main effects of the baseline
IMF contract, and to show their relationship with the issue of debtor ex-post commitment.

The second commitment role of conditionality highlighted in this section requires us to
slightly extend the modelling presented so far, by endogenising capital inflows at ¢ = 1. This
enables us to examine issues of credit-rationing, and to introduce a framework which we also
use in Section 5 of the paper, to analyse the issue of Private Sector Involvement (in the form of
debt-relief) and investor moral hazard.

Both of the roles of IMF conditionality we discuss in this section have been noted, and to some
extent formalised, in the literature on sovereign debt and conditionality.?> The main objective
of this section of the paper is therefore to restate these results in the context of the agency
framework introduced here, and to show that our baseline model is capable of encompassing
them. In the following two applications of the baseline model (in Sections 4 and 5) we extend
the model in original directions, addressing issues which are more topical in the context of the
current debate on reforming the IFA.

3.1 Ex-post Commitment, Ownership and Safeguards

The model of conditionality presented in the previous section interprets IMF conditional bail-
outs as contracts for liquidity, in the context of a balance of payments crisis. In our baseline
model the IMF is assumed to have a comparative advantage relative to private investors with
respect to both the imposition of conditionality (i.e. the ability to monitor and contract upon
e2) and in the provision of emergency liquidity (i.e. in the form of the bail-out b). In this sub-
section we show that the first property of the contract (i.e. conditionality) can be interpreted as
a source of post-crisis commitment technology which can benefit the donor, relative to a no-IMF
state of the world, if the Fund restrains from extracting all the rents from its intervention.

It is possible to isolate the role of conditionality by initially considering an IMF bail-out with-
out conditionality, i.e. the provision of unconditional liquidity following a crisis. A default-averse

?5Sachs (1989b) notes the importance of IMF conditionality as a source of commitment in debt restructuring
negotiations, and Claessens and Diwan (1990), Diwan and Rodrik (1992) and Fafchamps (1996) formalise this
insight. Fafchamps (1996) also comments on the potential role of IMF conditionality in mitigating inefficient
credit rationing ex-ante.
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Figure 6: Debtor’s utility as a function of external debt £ and of the IMF’s bail-out policy.

IMF which is subject to an ‘adequate safeguards’ constraint, in the absence of conditionality
is able to avoid default and debt-overhang by providing an unconditional bail-out b equal to k,
as long as k € [kP, kP], where kP = =X (1 — 71137\)) e (kP k). kP is the value of external
debt which makes the debtor indifferent between repayment and default at the end of t = 2 (i.e.
when the liquidity cost A does not apply).

Aslong as b=k < kP , the IMF is therefore able to intervene under adequate safeguards,
without the need to impose conditionality. And the fact that kP > kP implies that, by acting
as a pure liquidity provider, the IMF can increase the range of values of debt k for which default
does not occur in equilibrium.?® This increases debt repayment and makes the debtor country
better off, relative to the no-IMF outcome (see Figure 6). It also increases IMF utility (i.e.
ez — b) relative to a no bail-out alternative, given that reform effort equals 1, rather than 1 — p,
and the funds provided by the IMF are always below p (given that kP < p). The IMF faces
therefore incentives to provide an unconditional bail-out, as long as default is the equilibrium
outcome otherwise.

Liquidity without conditionality therefore can improve the efficiency of the interaction be-
tween private investors, the debtor and the IMF (all three parties are better off).2” The absence

26 This effect is due to the fact that the marginal benefit to the debtor of a reduction in the liquidity ‘tax’ A is
larger if the country is repaying its debt as opposed to defaulting, given that in the latter case the country reduces
its exposure to the tax by distorting its production. Therefore, if A is driven to 0 (i.e. which is the case if b = k)
a higher value of the debt k is required to equalise debtor utility in the debt-repayment and default equilibrium
respectively.

2TIf investors are sufficiently patient within the ¢ = 2 period, they may be willing to provide the unconditional
liquidity themselves, rendering IMF intervention unnecessary for k < EP. Our assumption of “investor panic”
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of conditionality does not however allow the Fund to maximise the efficiency of crisis resolution
and nor does provide it with enough flexibility to maximise its own utility.

The first effect is clear from the fact that kP < kf: there is a range of debt (namely
k € (I%D , k™) for which liquidity plus conditionality can avoid default and sub-optimal effort,
whilst unconditional liquidity cannot. In this range of k the debtor would like to be able to
pre-commit, after a crisis has occurred, to repaying the entirety of the debt and set e = 1, in
exchange for a bail-out equal to k (which is equivalent to a debt stand-still until the end of ¢ = 2).
However, if es cannot be observed by the Fund and therefore conditionality cannot be imposed,
the debtor has incentives to renege on the promise of full debt repayment at the end of t = 2,
and minimise the cost of default by setting e =1 — 1%\ (and obtain utility Ul = % (1 — 1%\ ’
- as shown in Figure 6). Anticipating this, the Fund would not release the unconditional b = k
bail-out.

By making the bail-out conditional on reform effort, the IMF can solve this commitment
problem, and allow for efficient debt-rescheduling to take place. By doing so the Fund is also
able to lend under adequate safeguards, and prevent debtor default on the bail-out. This implies
that in this range of k (k € (kP, k™)), the conditional bail-out contract displays a circular logic:
the provision of emergency liquidity allows the Fund to impose conditionality (i.e. additional
reform effort), which in turn protects IMF resources and enables the bail-out to take place.

From the debtor’s perspective, the most attractive conditional liquidity package which solves
its commitment problem is one which sets b° = k and e§ = 1, i.e. it reschedules all of the debt
repayment, and it allows for efficient domestic production (from the debtor’s point of view). As
long as k < k| the debtor is better off than under the no-IMF outcome (see Figure 6), and it
therefore benefits from the commitment technology provided by IMF conditionality (i.e. there
is “ownership” of the program).?® The IMF is also better off relative to the no-conditionality
outcome: it earns 1 — b, which is greater than 1 — p, given that the maximum value for the
bail-out, k¥, is lower than p.

There is however a second role of conditionality, in the form of debtor rent-extraction, which
is present in the baseline contract described by Proposition 1. If the IMF is not concerned
about leaving any rents to the debtor country in a crisis-situation, then it will use the ability
to contract upon es both to maximise the range of k for which default can be avoided under
adequate safeguards (i.e. provide commitment technology to the debtor), and to extract rents
from its intervention (i.e. by increasing e; and -when possible- decreasing b, relative to the
“ownership” package described above).?? If this is the case, the debtor is effectively indifferent

once a crisis hits is effectively equivalent to a high-impatience assumpion, which rules out this form of private
sector involvement, and forces the IMF to act as a sole provider of both emergency lending and conditionality.
Allowing for private contributions to the provision of bail-out funds (which, for example, might be necessary if
the IMF is resource-constrained) may give rise to issues of IMF moral hazard. That is, the IMF might not face
sufficiently strong incentives to monitor and enforce its conditionality adequately if it is not the sole provider of
the bail-out (see Rodrik (1996) for an argument along these lines).

28We explore the debtor moral hazard implications of a “generous” IMF, which leaves rents to the debtor
country, in the next section of the paper.

29 As Proposition 1 shows, the IMF finds it optimal to depart from a policy of full debt rescheduling (b¢ = k)
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between IMF intervention or default, and “ownership” of the program is therefore limited.?’
The ability to condition on ez therefore allows the Fund both to provide valuable commitment
to debtor and to extract the value of this commitment via demanding higher reform efforts.
For k > k¥ conditionality collapses, given that the IMF cannot provide enough incentives
to the recipient not to default on its external debt. If this is the case, there is a need for a debt
relief to avoid default and enhance the efficiency of crisis resolution (we elaborate on this point
in Section 5). Three ranges for the values of external debt can be therefore identified in terms
of required components of the debt-overhang resolution package: for k € (kP kP ) unconditional
liquidity is required; for k € (IQ:D , k) conditional liquidity is necessary; and for k& > k¥ both
conditional liquidity and relief are required.>! These ranges are also illustrated by Figure 6.

3.2 Ex-Ante Commitment Technology
3.2.1 The equilibrium with endogenous capital without the IMF

To model the ex-ante (i.e. pre-crisis) effects of IMF conditionality we endogenise period 1
investment k. This enables us to analyse the efficiency properties of the equilibria with and
without IMF intervention, focusing on the issue of credit-rationing.

To endogenise period 1 capital inflows k we specify a function which describes the return to
foreign investors of holding their capital at home, rather than investing it abroad. We assume
that the total capital stock in the investor country equals S, that k indicates the amount of
capital invested abroad, and that aggregate domestic returns are given by a quadratic function
of the following form, f(S—Fk)=(14+S—a)(S—k)— w The domestic return function
displays diminishing marginal returns, thereby inducing investors to transfer some of their capital
abroad. « is a parameter which measures the relative attractiveness of holding capital abroad,
and which we restrict to lie between 0 and .32

The returns from holding capital abroad are given by the rate of interest (which we assume
to be fixed at 0) and by the probability of a crisis, followed by a default. If no crisis occurs, or
if default is not the post-crisis equilibrium (which is the case for k < kP in the absence of IMF
intervention), the marginal product of capital held abroad equals 1, and optimal investment
behaviour is given by k* = « (i.e. the investor keeps capital at home until the rate of return f’
equals 1, and invests the rest abroad).3?

If a crisis can occur (v > 0) and default is the post-crisis outcome (k > k) the marginal

for k € (K, kM), as long as the kP > % condition holds. Note that k” > k™ so that in the range of k where
conditioning on ez is required to avoid default, the IMF captures the rents from its intervention by increasing e2
above 1 (rather than by reducing b below k).

30The investors’ participation constraint is slack in the baseline conditionality model, implying that they benefit
from IMF bail-outs. As we show in Section 5, the IMF has incentives to make both the debtor’s and the investors’
IRC bind only if investor moral hazard is significant.

#1This effect is present also in Claessens and Diwan (1990) and Diwan and Rodrik (1992).

32In what follows we assume that S is high enough (namely S > k” + 1J+A)7 to ensure that all the cases we
characterise can occur in equilibrium .

BF(S —k)=1yields 1+ 8 —k* =1+ S — , which implies k* = a.

21



product of k is given by 1 —~, and therefore the optimal investment level is given by k* = o —~
(which equalises marginal returns from holding capital abroad or at home).
Equilibrium capital flows to the debtor country are therefore as follows:

o for o < kP
k* = kP for a € [kP,y + kP (1)
a—7 for a >y + kP

so that, in equilibrium, defaults occurs only for a > v + k2.

This equilibrium, which is sub-game perfect, displays credit rationing (as in Fafchamps
(1996)) in the sense that the level of investment is sub-optimal (i.e. below «) for a > kP.
Proposition 2 below describes its efficiency properties.

Proposition 2 In the absence of IMF intervention credit rationing occurs in the sub-game
perfect equilibrium of the game if a > k. This is ex-ante Pareto inefficient if the following two
conditions hold:

(i) v < =

(ii) a € (kP kP + o)

For o > kP + 1%\ credit rationing is an equilibrium outcome but it is not ex-ante inefficient.

Proof. For the equilibrium with credit rationing to be ex-ante inefficient we require the expected
two-period utility of the debtor to be lower than in a counter-factual situation where it can precommit
to always repay the creditor in a situation of crisis, and therefore receives the unconstrained amount
k* = a.

Comparing expected utilities we obtain the following condition for inefficiency:

o —k*

where k* is given by equation (1). For o € (kP, kP ++) we have that k* = kP so that an inefficiency
results if and only if v < ﬁ For a > kP 47, we have that k* = a —+, which implies that expression
(2) holds if and only if @ < kP + HLA’ which also requires the condition v < 1J+>\ to hold. m

Proposition 2 shows that the sub-game perfect equilibrium (SPE) of the creditor-debtor game
is inefficient if two conditions (one on the probability of a crisis taking place and one on the
relative productivity of international capital investment) hold. If these conditions are satisfied,
the debtor’s expected utility would be higher if it were able to credibly precommit not to default
on its external debt if a crisis occurs.?* This is because the loss from the lower level of foreign
capital inflows due to credit-rationing outweighs the benefit of being able to default on this debt
if a crisis takes place.

It is convenient to interpret the benefit of discretion to the debtor (i.e. the benefits which
arise from the ability to default) as the expected value of a put option. Given this interpretation,

31In the absence of commitment technology (e.g. such as IMF conditionality) this is not possible, given that
default is ex-post optimal for high enough levels of capital (k > k).
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Figure 7: The investment equilibrium without the IMF (for v < FlA)

the two conditions identified by Proposition 2 determine when the value of the put is lower than
the benefit from commitment (i.e. the additional inflow of capital in period 1), implying that the
SPE of the investors-debtor game is inefficient. This is the case if the probability of crisis 7 (i.e.
the probability of being able to exercise the option) is relatively low;?> and if the profitability
for investors of lending to the debtor country « is sufficiently high so as to generate costly credit
rationing (i.e. @ > k), but also not high enough as to increase the expected value of the option
beyond the value of commitment (i.e. a < kP + 1%\) This second effect arises because as
« increases so do period-1 capital inflows, which in turn increases the value of the option of
being able to default on debt if a crisis occurs. That is, the debtor payoff in the debt-repayment
equilibrium, which decreases with k*, can be interpreted as the “stock price” which determines
the value of the put, implying that higher capital inflows raise the value of the option.?6

Figure 7 illustrates the nature of the equilibrium with endogenous capital without the IMF,
and the inefficiency range of a.

3.2.2 The equilibrium with endogenous capital with the IMF

As shown in the previous section the presence of the IMF avoids default for all levels of capital
below kT = (1 + A\)kP, as long as p > p. This has the direct effect of reducing credit rationing

35The condition for 7 is also equivalent to the condition for the optimality of imposing capital controls: if
v(1 4+ A) > 1, the debtor country would like to minimise the inflows of capital at ¢t = 1, and therefore any credit
rationing is efficient, from its perspective.

36This effect can also be seen by reference to Figure 6, which displays the (fixed) benefit of defaulting once a
crisis has occurred (i.e. the strike price of the put) and the utility obtained under the debt-repayment outcome
(i.e. the underlying stock price). This shows that the value of the default put and the stock price are inversely
related.
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by stimulating capital flows ex-ante, which are now given by:

e} for a < kH
eI ME — K for a € [k, + k1]
a—y for a >y + kH

The enhanced level of capital flows in turn reduces the range of values for which a Pareto
inefficient outcome realises (potentially eliminating it), as shown in Figure 8, and described by
the following Lemma.

Lemma 1 In a situation where the debtor-creditor relationship is characterised by Pareto inef-
ficiency (see Proposition 2), IMF conditionality has the following impact:

o . ‘ 1-Ap(1-2
e it eliminates the inefficiency for v € [%2—), 1%\)
_ .y
o ify< %, IMF conditionality reduces the range of o for which the ex-ante equilib-
rium is inefficient to o € ((1 +n)kH kP + 1%\), where n = ﬁ(lﬁr—)\) > 0.

Proof. The presence of the IMF eliminates credit rationing for o < k. For a € (k™ kT + ),
IMF intervention enhances capital flows, affecting the efficiency comparison between commitment and
discretion relative to the no IMF case. For this range of a the expected utility comparison between
commitment and discretion (equation (2) now yields the following inequality as a condition for inefficient

credit rationing:

YA

[ N
a>(+1_7(1+)\)>k’ (1+n)k™ >k

where 11 = Ev(i;_A) > 0 (given that v < l—i%\’ from Proposition 2). This condition is consistent
Witha<k’H+’yiﬁ”y<%%—) <

For a@ > kf v, the efficiency comparison is the same in the IMF and no IMF cases. Inefficient credit
rationing therefore characterises the IMF case if « < kP + HLA This is consistent with a > & +y also
iff v < %&7%). Therefore if the latter condition holds IMF intervention cannot prevent inefficient
credit-rationing for o € ((1 + n)kH, kP + 1—&%\) ]

The IMF, by intervening with a conditional bail-out and maximising its objective function
can therefore provide commitment technology to the recipient, allowing it not to suffer from ex-
ante inefficient credit-rationing by providing it with a credible “promise” to repay its external
debt. Some inefficiency may however remain since credit rationing persists also with the presence
of the IMF, implying that the value of the commitment never to default (which the IMF cannot
supply) may still exceed the expected value of the “discretion put”.

As Lemma 1 shows the IMF eliminates the inefficiency if v is not excessively low or if «
does not lie within a given intermediate range (which is narrower than the corresponding range
in the no-IMF scenario). If vy is particularly low, the expected value of the ability to default is

relatively small, implying that there is a range of a for which the value of commitment exceeds
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the expected value of the default put option, also in the presence of the IMF. As in the no-IMF
case, this occurs if « is sufficiently high so as to generate costly credit rationing, but not high
enough so as to increase the expected value of put beyond the value of commitment.37

The efficiency properties of the IMF-equilibrium are summarised in Figure 8.

This sub-section has therefore shown the IMF conditionality can enhance the efficiency of
debtor-investor interaction, by limiting the negative impact of sovereign risk on capital inflows
and mitigating the consequences of the debtor’s lack of commitment power. In contrast to the
case of the provision of ex-post restraint by the Fund analysed in Section 3.1, the IMF does not
extract all the benefits from its provision of ex-ante commitment technology to the debtor. In
this sense, program “ownership” is restored from the debtor’s point of view, even though the
debtor’s ex-post participation constraint binds.

As our modelling has highlighted, the Fund is able to act as an effective agency of restraint
by guaranteeing higher debt-repayment to foreign investors, thus reducing the impact of ex-ante
credit-rationing. The benefits of higher capital inflows brought about by the presence of the
IMF may however have cost associated with them. If investor moral hazard and the risk of
excessive lending is a concern (given its impact on the probability of a crisis occurring), the
Fund may wish to reduce its role as a guarantor of foreign investment when a crisis hits, and
mitigate capital inflows via a tougher position on Private Sector Involvement (PSI). We take up

3"Note that at the value of a where credit rationing sets in (i.e. o = k™) the expected benefits of discretion
exceed those of commitment, given that the latter are small (i.e. the credit rationing is limited) whilst the former
reflect the value of being able to default on relatively high amounts of debt (k > k™), and are therefore relatively
large. Commitment is therefore valuable only if debt is strictly higher then & (namely, k> (1+7) kH).
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this issue in Section 5 of the paper.

4 IMF Conditionality and Debtor Moral Hazard

The issue of “moral hazard” is frequently discussed in the context of the IMF and of its crisis
interventions. Some commentators argue that the IMF, by providing insurance to both debtors
and investors in a crisis situation, can induce moral hazard, i.e. insufficient crisis-prevention
efforts on the part of the debtor (“debtor moral hazard”) and excessive ex-ante investment on
the part of the creditors (“investor moral hazard”). In this section we extend the baseline model
introduced in section 2 in order to address the issue of debtor moral hazard, and we devote the

next section of the paper to the analysis of PSI and investor moral hazard.

4.1 Debtor Moral Hazard: Extended Set-up

In the standard insurance principal-agent model moral hazard refers to a situation where a risk-
averse agent who purchases insurance from a principal against some negative realisation and
who can exercise some (costly and unobservable) effort to reduce the probability of the “bad”
event taking place, does not spontaneously apply the first-best level of effort. The solution to
the moral hazard problem (in the context of insurance) is to make the agent’s payoff depend on
the realisation of the negative event, to elicit at least second-best effort (i.e. co-insurance takes
place in equilibrium).

The baseline model of crisis and conditionality used in this paper needs to be augmented in
a number of directions to produce a moral hazard framework. In this extension we add some
properties of a moral hazard situation, but not all of them. In doing so we offer a model which
captures some of the basic features of the recent moral hazard debate on the role of the IMF (e.g.
IMF bail-outs can lead to a sub-optimal probability of crises), but where first-best effort can be
restored in equilibrium with an appropriate conditionality contract, so that, strictly speaking,
there is not a moral hazard problem.

The two features we add to the baseline model are as follows. Firstly, we assume that the
probability of crisis is endogenous, and a function of the agent’s (or debtor country) first period
effort.3® In particular we assume that y(e;) = ¥ — 8ce1, where 6. > 0 and ¥ < 1.3 The agent
(i.e. the debtor country) therefore has some control over the probability of the negative event
(i.e. the crisis) taking place, and a moral hazard situation may occur if it provides sub-optimal

crisis-prevention effort.

38In the following section of the paper we introduce investor moral hazard considerations using a similar reduced-
form approach, and assuming that v is a function of k (capital inflows at ¢ = 1) rather than of e;. In both this
and the next extension we abstract from the direct effect of the presence of the IMF on the probability of crisis
(as opposed to indirect effects, via e; and k). This may be negative (i.e. the presence of emergency IMF lending
enhances the probability that investors do not suffer capital losses - see e.g. Lane and Phillips (2000)), but it may
also be positive (e.g. if the bail-out partially finances the run - see Zettelmeyer (2000)).

39 Additional parameter restrictions, which are made explicit below, are necessary to ensure that v > 0 in
equilibrium.
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The second feature we add is that there is a level of unconditional funds (8k, where 8 € (0,1))
which the IMF always transfers to the debtor country in a situation of crisis. This may be due
to “global stability” considerations, which effectively force the IMF to intervene even in the
absence of conditionality; or to an assumption that the Fund is constrained not to extract all of
the rents of its intervention from the debtor, for “political-economy” reasons (e.g. some ex-post
program “ownership” needs to be granted to the debtor).*” The assumption that Bk is released
unconditionally is equivalent to one that the optimal IMF contract is not fully implemented by
the recipient and that there is some unpunished ‘slippage’ (e.g. 1 < es < €°). It can therefore be
thought of as the outcome of IMF discretion (i.e. lack of full commitment/bargaining power).

This second assumption is also necessary for a debtor moral hazard model to be developed:
without it (e.g. as in the baseline model) the IMF makes the individual rationality constraint
of the agent bind when it intervenes (i.e. it supplies the lowest feasible level of bail-out funds),
thereby not providing any “relief” to the debtor country from the occurrence of crisis and
therefore not reducing the incentives for the agent to avoid the crisis ex-ante. In addition, given
the binding IRC assumption, the IMF cannot use ex-post (or traditional) conditionality to
incentivise ex-ante efforts to prevent the crisis, since it cannot lower the debtor country’s payoff
relative to its outside option (i.e. repaying the debt without bail-out or defaulting).*! If on
the other hand, as we assume in this section, the IMF leaves the debtor country’s participation
constraint slack following a crisis, the debtor country will face reduced incentives to avoid the
crisis ex-ante, implying that the Fund’s intervention causes some debtor moral hazard.

We also make the two following simplifying assumptions in this extension, in order to focus
the analysis on the issue of debtor moral hazard: the penalty rate p is “high enough”, so that
default is not an option for the debtor country if a crisis occurs;*? and the debtor country knows
the level of external debt k before setting its first-period effort level ey, implying that it can set
it as a function of the cost a crisis.

4.2 Ex-ante Conditionality

In the absence of IMF conditionality, the debtor country sets e; to maximise its expected utility,
and always sets e2 = 1 (given the assumption of high p). The optimal level of e; (defined as é;)
is therefore as follows:

€1 € argmaxe (1 — %) +k+ % (1 —~(e1)) + ’}/(61)(% —(14+ Nk + \ok)

19 Appendix C.2 explicitly derives the presence of Sk unconditional transfers from an assumption of IMF “altru-
ism”. Alternatively, Bk could be derived as the outcome of a bargain between the IMF and the recipient country,
which allows both parties to do better than their outside option, and which therefore would leave some rents to
the recipient.

I That is, IMF conditionality cannot act as co-insurance, as implicitly suggested by Fischer (1999).

42This is equivalent to assuming that k < k. It implies that the debtor always repays Sk at the end of t = 2,
so that the net impact of the IMF’s unconditional loan on the debtor’s utility equals ABk.
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where Gk is the level of unconditional bail-out provided by the IMF in the event of a crisis. This
yields:

él(k‘”ﬂ) =1 + 66(1 + >‘(1 - 5))k

which is decreasing in # and increasing in k. For § > 0 “moral hazard” therefore sets-in,
lowering the level of first period effort below its first-best level efZ(k) = 1 + 6.(1 + \)k (which
corresponds to the case of § = 0).

How can the IMF mitigate this moral hazard effect? One direct way would be to commit not
to release Bk unconditionally after a crisis, and instead commit to offer a conditionality contract
of the form modelled in the base-line model of this paper, which makes the IRC binding (and
which would therefore induce first-best first-period effort). Ex-post this is however not credible,
given the assumption of limited IMF commitment power introduced in this section, and would
not be a sub-game perfect outcome. FEx-post conditionality therefore cannot avoid moral hazard.

Another instrument to mitigate moral hazard which does not rely on the IMF’s ability to
commit to be “tough”, is an ez-ante conditionality, that is conditionality on the first-period
effort level. This would consist of an offer by the IMF of a higher bail-out in the event of a crisis
(i.e. b > Bk) in exchange for a (higher) level of first period effort €$.*3 This contract is similar
to an insurance contract, where the premium paid by the recipient is in the form of higher crisis-
prevention efforts.** It is also closely related to the “selectivity” or “pre-qualification” proposals
put forward by a number of commentators recently (e.g. Collier (1997), the IFIAC/Meltzer
report (2000)), and partially adopted by the Fund with the introduction of a new facility (the
Contingent Credit Line (CCL)) in 1999.%5

The optimal ex-ante conditionality contract (e$, b°) is derived from the following program:*®

max E(U™) = q(e1)(e2 = b) + (1 = y(e1))ea

e1,b
st BEUR(e,b) > URB) (IRC(B))
b € [Bk, k|

where E(U™) is the expected two-period utility of the recipient, and U% (3) is the reservation
two-period expected utility of the recipient, obtained by setting e; = €; and receiving gk if a
crisis takes place. As in the baseline model, we assume that the Fund does not directly benefit

13 This requires us to assume that the IMF is able to commit not to abuse the trust of the debtor country
ex-post (i.e. if a crisis takes place), which is a more reasonable assumption to make than the one of “commitment
to be tough” (i.e. never releasing Bk unconditionally), given the institutional nature of the Fund.

44 Qiven risk-neutrality, the agent is not benefitting from insurance per se, but from the additional net transfer
received from the IMF in period 2, which is traded-off with extra effort in period 1. Note that of course the IMF
could make this transfer in period 1, thus directly purchasing a higher e;. We do not allow for this because it
would violate the Fund’s Articles of Agreement, whilst ex-ante conditionality is consistent with them (i.e. the
transfer from the IMF to the recipient occurs only in the event of balance of payments disequilibrium and is in

the form of a loan).
15Gee Appendix A for a description of the CCL.
40The “adequate safeguards” constraint does not apply given our assumption of a sufficiently high p.
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Figure 9: The ex-ante conditionality program

from first period reform efforts.*” Given this assumption, the IMF’s objective with ex-ante
conditionality therefore boils down to the minimisation of its expected bail-out 7y(e1)b. Note
also that a restriction on the level of k is needed to ensure that, in equilibrium, the probability
of crisis is non-negative. This restriction is made explicit in Proposition 3 below.

Figure 9 illustrates the IMF’s ex-ante program, showing its formal similarity with baseline
ex-post conditionality (see Figure 2). Also in this case we can plot the agent’s IRC in (b,e)
space, focusing here on first—period effort, and show how higher (expected) bail-out funds can
purchase higher effort. In Figure 9 we show a situation where the b < k constraint does not
bind, so that first-period effort can be restored to the first-best via ex-ante conditionality, as
stated by Proposition 3.

Proposition 3 describes the properties of the optimal ex-ante conditionality contract.

Proposition 3

. . _ —B)(7—be c c
(i) For k low enough (i.e. k < kT(B3) = 63(/63()\1”5()1(1)\)(1)_5))), we have that b¢ < k,~y(ef) >0

and the IMF can apply first-best ex-ante conditionality, which is as follows:

e§ = elBk)=146.(1+Nk

626k
¥ = Bk ¢ k
v (1 " 27(6‘1”)) 0

(ii) If k € (kT(8),kY(B)], then ex-ante conditionality can only elicit second-best effort by the
agent and the b < k constraint binds. Therefore:

ef = ¢i7(8,k) € [ex(B, k), ef P (k)
o= k

47 Allowing for this would be straightforward but would not allow us to focus exclusively on the moral-hazard

prevention role of conditionality, which is the aim of this extension.
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kY (B) is given the condition y(€1(B,k)) = 0, which yields kY (B) = (SQ(J;—(‘Sl‘E_b,)) > kT (B). At
k = kY(8), we have ¢ = &1(B,k). Values of k higher than kY (3) are ruled out because of the

non-negativity constraint on y(e1).

Proof. See Appendix B. =

Figure 10 illustrates the results given in Proposition 3. The left hand panel plots the two
threshold schedules of k highlighted in the Proposition: k”(3), below which first-best ex-ante
conditionality can be imposed; and kY (3), which gives the upper bound on acceptable values
of k (to satisfy the non-negativity constraint on «), and is also the locus of values of k such
that no conditionality is imposed by the Fund (i.e. e{ = €1). The right hand panel plots the
corresponding values of first-best effort, with and without ex-ante conditionality, for a given
value of 3. Conditional effort departs from first best for k& > k7(3), and it converges to the
no-conditionality level at k = kY (53).

k k
koB)
KB

KB,
KB

BOIBI €

Figure 10: Ex-ante conditionality equilibria.

Proposition 3 shows if k, the capital inflow at ¢ = 1, is sufficiently low relative to the degree
of IMF ex-post support (measured by [3), ex-ante conditionality can restore first-best effort in
the pre-crisis period by means of a higher bail-out in the event of a crisis. However if k is
relatively high, the b < k constraint binds, and the IMF needs to settle for second-best ex-ante
conditionality. This is because high level of capital inflows in the first period imply a greater
wedge between €; and ef'Z. Given the increasing cost of incremental effort for the debtor, this
implies that b°(k) under first-best ex-ante conditionality is strictly convex in k, so that there is
a level a threshold level of k (defined here as k” (3)) beyond which b < k binds and the IMF
can only impose second-best conditionality. This threshold level of k is decreasing in (3, which
measures how ‘close’ the IMF already is to the b < k constraint in the second period, and it
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tends to 0 as 3 tends to 1 (see Figure 10).

An implication of this result is that “important” (or high-() countries (i.e. those which re-
ceive more unconditional support from the IMF in the event of a crisis) are subject to less intense
ex-ante conditionality ceteris paribus, and that their ex-ante policy may still be characterised by
moral hazard in spite of the IMF ex-ante intervention. IMF discretion (which is measured by ()
therefore acts as a budget constraint on the Fund’s debtor moral hazard prevention activities,
making first-best pre-crisis effort unattainable, for large enough levels of external debt.

Second-best conditionality converges to the no-conditionality outcome as k increases further
beyond kT(3). This is due to the fact that high levels of capital inflows increase the agent’s first-
best period effort also in the absence of conditionality, lowering the probability of a crisis taking
place. If k is high enough, the agent finds it optimal to drive this probability to 0, implying
that the IMF’s unconditional bail-out Gk never materialises and that the Fund has therefore no
incentives to apply ex-ante conditionality.

Proposition 3 also reveals that the IMF does not go beyond imposing the agent’s first-
best level of effort in period 1 (i.e. the level which is optimal for the agent if 5 = 0). This
is because the purpose of ex-ante conditionality as we have modelled in this extension is to
minimise the expected use of IMF resources at t = 2.8 Expected bail-out minimisation implies
the maximisation of expected recipient utility net of the IMF bail-out (given the presence of the
binding IRC(f3)), which by definition is achieved by setting e; = eX'Z. The IMF only departs
from imposing ex-ante first-best effort if it faces a binding budget constraint, due to the b < k
restriction.

4.3 Discussion

This section of the paper has examined under what conditions the presence of the IMF can
induce “moral hazard” on the part of the debtor country. We have shown that this takes place if
the IMF cannot commit not to intervene in the event of a crisis where no ex-post conditionality
is agreed (or, alternatively, if it inflates bail-outs or allows for program-slippage under ex-post
conditionality, thus not making the agent’s constraint binding). If this is the case, ex-ante
conditionality can be used to eliminate (or at least reduce) debtor moral hazard.

Our modelling of pre-qualification is in contrast to some of the current discussion of this issue
in the context of the IFA debate, where selectivity is seen as incompatible with Fund lending to
non-prequalified countries and a justification for Fund inaction when a crisis hits these countries
(e.g. as in the “pre-qualify and stand-by” approach advocated by IFTAC (2000)). In our model
ex-ante conditionality is motivated by the inability of the Fund to credibly stand-by in the event
of large crises. In this sense it is more consistent with current Fund practice, where ex-ante
facilities (such as the CCL) co-exist with traditional ex-post lending,.

18 Additional motives for the Fund to impose ex-ante conditionality would be present if the Fund was directly
concerned with reform effort at ¢ = 1, or if the IMF faced an opportunity cost from a crisis outcome which
exceeded the cost of releasing unconditional bail-out funds. The latter can be introduced by assuming that the
Fund earns a reservation utility if a crisis does not take place. This is the approach we follow in the next section
of the paper, to analyse the issue of investor moral hazard.
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The discussion of ex-ante conditionality presented in this section also points to a potentially
important trade-off between traditional ex-post conditionality and ex-ante contracts. The Fund
will face a trade-off between these two, at the margin, given the presence of a common budget
constraint, which is due to the fact that overall IMF lending b cannot exceed capital outflows
k. An increase in ex-ante conditionality (i.e. the promise of additional unconditional funds if a
crisis occurs) lowers the availability of funds for ex-post conditionality, which is needed to induce
higher reform efforts and, where relevant, avoid outright default, during a crisis.

This financial trade-off may imply a choice for the Fund between crisis prevention and the
minimisation of the expected recourse to its funds on the one hand, and the safeguarding of
its lending ex-post via conditionality on ex-post effort on the other. If the Fund is constrained
to maximise the extent to which its loans are repaid by debtor countries (e.g. because of its
Articles of Agreement), it will face a bias in favour of ex-post conditionality. This in turn could
lead to a sub-optimally high probability of crises taking place, and an excessive recourse to Fund

bail-outs.

5 IMF Conditionality and Private Sector Involvement (PSI)

One of the more controversial issues in the current debate on how to reform the international
financial architecture is the one of investor ‘moral hazard’ and of the appropriate degree of
“private sector involvement” (PSI)?” in crisis-resolution (see, e.g., Lane and Phillips (2000) and
Eichengreen (2000)). Many commentators (including the IMF') recognise that investor behaviour
and incentives have a significant bearing on both crisis prevention and crisis resolution, and that
the moral hazard induced by IMF intervention is a two-sided issue (i.e. involving investors as
much as debtors).

In this section we introduce the possibility of PSI in the form of debt-relief.? That is, we
allow investors to forgive some of the debt which the country owes to them following a crisis
realisation. This might be done directly, if investors are able to co-ordinate their actions, or
via the IMF, in the context of an IMF bail-out package. In what follows we firstly analyse the
no-IMF benchmark level of PSI; we then examine the IMF’s ex-post optimal PSI-policy, i.e.
the extent of PSI which the IMF favours following a crisis occurrence; and, thirdly, we allow
for investor moral hazard, and model under what circumstances the IMF might want to depart
from its ex-post optimal PSI policy to mitigate investor moral hazard ex-ante.

Throughout this section we will denote debt repayment as k", whilst k, as above, denotes
the level of capital inflows at ¢ = 1, and therefore the maximum debt repayment investors can
demand if a crisis takes place. We also introduce a new variable v, which measures the extent
of PSI which occurs after a crisis. Debt-repayment is therefore negatively related to ¢ (i.e.
WO < ).

49This is sometimes referred to as ‘burden-sharing’ or private sector ‘bail-ins’.

"0We use the terms (debt) relief and PSI interchangeably in what follows. Other forms of PSI, which we
do not consider here, are collective action clauses (to allow atomistic investors to co-ordinate when offering a
debt-restructuring package), debt stand-stills, and debt rescheduling (which is partially discusssed in Section 3.1).
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5.1 PSI without the IMF

Without IMF bail-outs investors collectively have incentives to forgive all debt beyond k. This
is because in the absence of debt-relief and for k > kP, default takes place, and debt-overhang
sets in. If this is the case, repayment by the debtor takes the form of the “gun-boat” penalty
25e3, so that k" = 125(1 — p) = (1 — )k, where ¢ = 75 > 0. 1 therefore denotes the
maximum level of PSI investor can suffer from in the event of a crisis. If, on the other hand,
the investors forgive all debt above kP, they can induce both e; = 1 and the full repayment of
kP, so that k" = kP > (1 — 4)kP. If this is the case, ¢ = 0.%!

Relief on all debt beyond kP is therefore a Pareto efficient outcome, given that it removes
the tax on effort present with debt-overhang (i.e. it induces efficient domestic production) and
it raises debt-repayment (as in the classic model by Sachs (1989a)°?). It however may not occur
if there are multiple creditors who fail to co-ordinate and grant relief collectively. Depending on
whether investors can effectively co-ordinate, the no-IMF benchmark level of the PSI variable
is therefore either 0 or 1.

In the rest of this section of the paper, where we consider the IMF’s optimal PSI policy, we
assume that investors cannot co-ordinate their debt-relief offer, so that 1) = v in the absence of
the IMF.

5.2 PSI with the IMF

We next consider the possibility of debt-relief in the context of IMF conditionality. In our set-up
the IMF can effectively decide how much debt relief to grant to the debtor country, by making its
bail-out conditional on both the effort exercised in the second period and the amount of capital
repaid to the creditor (which may be below k). The optimal IMF contract therefore specifies
three variables: e§, b¢ and 9°.

In offering this three-variable contract the IMF needs to satisfy both the debtor and the
investors’ participation constraint. The latter can be represented by the following condition:
¢ < 1 (Investors’ IRC), given our assumption that the investors are not able to collectively
negotiate the efficient level of debt relief (i.e. set ¢ = 0). We assume that if both IRCs are
met, the contract is accepted by both parties and, in particular, the investors restrain from
demanding any further debt-repayment and/or applying the gun-boat penalty pes.

We consider in what follows three cases for the IMF’s PSI-policy. The first two relate to
two possible attitudes of the Fund’s toward PSI (PSI-aversion and PSI-tolerance), and allow us
to identify two benchmark cases for the Fund’s PSI policy. The third case, which we examine
in the next sub-section, allows for investor moral hazard, and explores its implications on the
Fund’s optimal ex-ante PSI policy.

In both this and the next-subsection we restrict our attention to the cases where initial

>IThis does not imply that PSI is minimised, given that negative values of 9 are also possible, as it is shown

below.
>2The insight that it is preferable to set a fixed level of external debt rather than a variable income-dependent

(and therefore distortionary) one is forcefully argued by Keynes (1919).
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investment k is above k”, which implies that the IMF has some flexibility in the determination
of its PSI-policy (i.e. for k < kP, the investor recovers the entirety of its initial investment, even
in the absence of the IMF, so that there is no PSI).

5.2.1 PSI-aversion

The first possibility we consider is that the IMF is PSIl-averse, and that its preferences are
lexicographic in debt relief (i.e. in the amount of un-paid debt): the IMF first minimises PSI,
and then maximise its utility function, as specified in Section 2 (i.e. UIMF = ey — b).53

These preferences imply that relief is only optimal for k£ > k| and that debt-repayment k"
therefore equals min((1 — 1)k”, k), where ¢y = —X. This is because, when k > k*, limiting
debt-repayment to k' allows for some conditionality to be imposed (in particular, e5 = 1 and
b¢ = k| from Proposition 1(ii)), which gives the Fund utility of 1 — k. This is higher than
1 — p, the level obtained in the no-relief (and therefore no-conditionality) outcome. In addition,
for k > kH, the combination of conditionality and debt-relief implies a lower level of un-paid
debt than the alternative (i.e. k — (1 — ¢)k” rather than k — (1 — ¢)kP).

A PSl-averse IMF therefore maximises re-payment to the creditors, and allows for debt-relief
only to the extent to which this enables it to be in a position to exercise some conditionality. This
has the effect of reducing the extent to which PSI takes place after crises, relative to a situation
with no IMF lending: PSI occurs only for high levels of debt (k > k), and debt-repayment is
always higher than in the no-IMF benchmark (as long as k > kD). A relief-averse IMF therefore
does not make the investors’ IRC bind (¥¢ < ), and it minimises PSI, setting ¢ =1 < 0.
Given that the debtor country is effectively indifferent relative to the IMF’s bail-out (its IRC
binds), this implies that most of the efficiency gains from the IMF’s provision of emergency

lending are appropriated by the foreign investors.

5.2.2 PSI-tolerance

An alternative possibility for the attitude of the IMF vis-a-vis debt relief is what we term here
PSI-tolerance. A PSI-tolerant IMF trades-off PSI minimisation with its other two objectives of
promoting reform effort and minimising its bail-outs, after a crisis has occurred. It therefore

maximises the following function:
UME = ey —b— (k— k' (v))

If this is the case IMF finds it optimal to set ¢¢ = 0, i.e. set k" = kP, just like in the no IMF
debt-relief equilibrium described above, when investors were able to co-ordinate their actions
after a crisis.

This result can be seen by considering the Fund’s utility as a function of 1, in the range

k() € [k (), k"(¢0)] (which ensures that the investors’ IRC is met). It is possible to express

3Tt is possible to interpret a PSI-averse IMF as one which is ‘captured’ by foreign investors, and whose main

concern is therefore the recovery of their capital.
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UIMFE solely as a function of 1, by replacing es and b with their optimal levels as a function of
debt repayment k" (1)).5* UIMFE (1)) is therefore as follows (after some simplification):

e“(k"(¥)) — k for k"(¢) € (KM, k"(¢) = kH]
142 (L _EDyL K2 for k" D .M
UIMF(Q/J) — + 2)\ (k k )+ )\D or kr(w) € (k‘;\ 7]; ] (3)
I+5—-k+(1-vY)k fork(@b)e(ilk ]
e“(k"(¥)) — k for k() € [k"(4), 5]
which assumes that k& > kf and k" (¢) < %.55
This implies that the IMF’s marginal utility relative to the level of PSI v is:
kD T M pr — .H
oy o P W)€ (L AT() = A
outMr ko for k" () € (kP, kM) )
N —kP for k" (1) € (3, kD]
D —
— = for k(¢) € [k (¥), 3]
aUIMF 1
oy kP

Ny
<
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Figure 11: The IMF’s marginal benefit from PSI

This shows that the IMF’s marginal utility of PSI is positive for k7(¢) € (kP, k"], i.e. for
Y € [¢,0) , and it is negative for ¢ > 0 (see Figure 11). A PSI-tolerant IMF therefore finds it

optimal to set 1) = 0. This is so because for k"(¢) € (K™, k*] any increase in debt-relief implies
a one-to-one reduction in the level of the bail-out (given that b = k" (7)) in that range), but also

" These are given by the solutions for e§ and b® in Proposition 1, substituting k"(¢) for k (i.e. relaxing the

assumption implicit in Proposition 1 that all foreign debt is repaid).
S5Tf the first condition is not met, the k™ < k constraint will bind for low enough k, limiting the range of k" (¢)

which the IMF can consider.
If the second condition does not hold, there are only three ranges of k"(¢)) which need to be considered for the
purposes of computing U™ (4)), given that the investors’ IRC rules out the fourth.
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has a positive impact on adjustment effort (which is decreasing in k" (¢) in that range), therefore
leading to a positive net marginal impact of PSI for the Fund. In the range k" € (k¥ , k] on the
other hand, reform effort is unaffected by the amount of debt-relief (given that it is at first-best
anyway) but bail-outs are reduced by more than one-to-one in response to any given debt relief

(i.e. 813‘1)(6111) = %, from the debtor’s IRC), again implying a positive marginal impact of PSI.

Any PSI beyond @ = 0 however has a negative marginal utility, given that its negative impact
on the intensity of reform effort and on the level of debt-repayment.

The optimal PSI policy for a relief-tolerant IMF is therefore to set ¢ = 0, which allows it
to implement first-best conditionality, i.e. e§ = 1+ A and b° = % This also allows the Fund
to fully relax the “adequate safeguards constraint” (ASC), ensuring that the recipient of the
bail-out never has an incentive to default on the IMF, even for low values of p.

This combined conditionality /PSI contract leaves no rents to the investors if their outside
option is one of co-ordinated debt-relief (i.e. their IRC binds). If, on the other hand, investors
are unable to co-ordinate their debt relief effort, IMF intervention effectively reduces PSI, and
leads to a positive gain for investors, which is exactly equal to the reward from being able to
co-ordinate.

5.3 PSI and Investor Moral Hazard

The previous section has shown how the nature of ex-post conditionality and the IMF’s attitude
towards debt-repayment affect the Fund’s PSI policy. Another consideration which is likely
to play a significant role in shaping the IMF’s PSI policy, and which is currently attracting
considerable attention in the IFA debate, is the one of investor moral hazard. Like in the case
of debtor moral hazard (see Section 4), this can be interpreted as referring to a situation where
pre-crisis investor behaviour leads to a sub-optimal probability of a crisis taking place. This
section explores the implications of the presence of moral hazard on the part of foreign investors
on the IMF’s optimal PSI policy. We assume in what follows that the IMF is relief-tolerant,
and that its ex-post optimal PSI policy is therefore to set ¥ = 0. We also assume however that
the IMF is able to pre-commit ex-ante (i.e. before a crisis) to any PSI policy, even if this is
ex-post sub-optimal. The purpose of this extension is to understand whether and under what
circumstances the IMF might want to deviate ex-ante from its ex-post optimal PSI policy.

5.3.1 Investor moral hazard: extended set-up

For an investor moral hazard situation to arise we need to make two additions to our basic
set-up, in a similar fashion to the debtor moral hazard extension modelled in Section 4. Firstly,
the probability of crisis occurring v needs to be a function of capital inflows before a crisis.
Secondly, the IMF needs to find a crisis event costly, so that it is concerned with mitigating
investor moral hazard.

Endogenous crisis and capital inflows We endogenise investment (i.e. foreign capital
inflows in period 1) as in the analysis of credit rationing presented in section 3.2. The only
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difference we introduce here is that the probability of crisis is a function of investment behaviour,

according to the following linear function:
v(k) =7 + 6k

where 4 > 0 and &3 > 0.°¢ This is intended to capture, in reduced form, the fact that the
higher the level of foreign indebteness of a given country, the more likely it is they it will be
subject to a sudden and unexpected balance of payments crisis.””

Given the domestic production function introduced in section 3.2, and our earlier assumption
that PSI is maximised (i.e. 1 = 1) if a crisis occurs without IMF intervention, optimal foreign
capital inflows at ¢t = 1, k*(¢), and debt repayment if a crisis takes place, k"(¢), are given by

the following functions (in the absence of IMF bail-outs):

E* for o < a()

k’*@)) = kP for a € [kD, d(ﬂ))] = kr@) - 1-— {Z))k’D for a > d({!))

« for a < kP
{(

k(1) for a > a(v)
where & (1) = 7 + (1 + 8x(1 +))kP and k(1) = a5 (1-)k?

1426

Relative to the optimal investment schedule with fixeg pkrobability of crisis (see equation
(1)), capital flows are now less sensitive to the productivity of foreign investment if default is
the ex-post outcome in the event of a crisis (i.e. % < 1 for a > &(1))); and the threshold level
of productivity of foreign investment above which investors are willing to accept a capital loss in
the event of a crisis (defined as &(¢) here) is higher. Investors therefore internalise some of the
‘moral hazard’ due to their behaviour, and lend capital to the debtor country more prudently.

Both the optimal investment function (£*(¢0)) and the repaid investment function (k" (1))
can be generalised as a function of the IMF’s choice of the PSI variable v if a crisis takes place,
as long as ¢ € (0,1).”® This is the case given our assumption that the IMF is be able to commit,
before a crisis, to any (ex-post) PSI policy, which allows it to therefore affect ex-ante investment
and the probability of a crisis taking place.

In particular, &(v) is a positive function of PSI (i.e. the lower PSI, the less likely is it that
investment will be constrained at kP); and k(¢)) is negative function of PSI (i.e. the lower PSI,
the higher the level of capital flows for a given value of «).

Figure 12 summarises the optimal investment schedule at ¢t = 1, as a function of the produc-

tivity of foreign investment a and the level of PSI if a crisis takes place.

36n equilibrium the following condition needs to hold to ensure that v(k) < 1 for o € [0, 1]:

6, kP
1+ 26k

y<1-

5TWe do not seek to model this process in detail here. We introduce it as a simple reduced form relationship,
to enable us to provide a stylised model of investor moral hazard.

8 Negative values of ¢ imply that investors recover more than kP in the event of a crisis (as it is the case with
a relief-averse IMF). If this is the case, the investment is rationed relative to the no-crisis benchmark for values
of o greater than k2. We do not consider the case of IMF relief-aversion in this extension, and therefore restrict
1 to be non-negative.
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Figure 12: Optimal capital flows at ¢ = 1 as a function of PSI.

Costly Crisis The second addition we make to our baseline set-up here is to assume that the
IMF always prefers a no-crisis outcome to a crisis one. In the debtor moral hazard case this was
the case because of the presence of a level of unconditional bail-out funds Sk which the IMF had
to disperse in the event of crisis (and which also generated the debtor moral hazard problem);
here we assume, for simplicity, an exogenous loss to the IMF from a crisis, which takes the form
of a reservation utility U, which the IMF earns if a crisis does not take place.

We set U to be higher than the IMF’s maximum utility if a crisis takes place (i.e. which is
obtained by setting ¢ =0, e =1+ X and b° = A), so that the IMF always finds a crisis costly,

2
no matter the effectiveness of its crisis-resolution. This implies the following restriction:

>\+ (14 6x)kP +7 — a

_ _ e
U > U min —|—2 1+ 20,

Why is there Investor Moral Hazard ? The fact that the Fund (i.e. the principal) always
finds a crisis costly, and that foreign investors (i.e. the agent, in this set-up) have some control
over the likelihood of a crisis taking place, generates a moral hazard setting (in the sense discussed
in the case of debtor moral hazard): the agent may not autonomously choose an efficient level
of investment from the principal’s point of view.

As in the case of debtor moral hazard, the potential for inefficient agent behaviour is gen-
erated by the presence of IMF ‘insurance’: it is the Fund inability (or unwillingness) to make
the agent’s participation constraint bind which is at the root of the moral hazard problem. In
the debtor’s case this was by assumption (i.e. in section 4 we assumed that the Fund could not
commit not to transfer Sk unconditionally if a crisis took place). In the case of investor’s moral
hazard the investors’ IRC may be slack because of the Fund’s ex-post incentives to increase
debt repayment relative to the no-IMF benchmark, to be able to obtain the most favourable

combination of debtor reform effort and bail-out. This increases the investors’ utility in a crisis
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situation, inducing an increase in ex-ante capital inflows, which in turn increases the likelihood
of the crisis occurring.

As we show below, given both the ex-ante and ex-post impact of its PSI policy, the IMF may
find it optimal to accept an inferior crisis resolution outcome and commit to make the investors’
IRC bind ex-post, in order to deter capital inflows at ¢t = 1, and reduce investor moral hazard.
As the next sub-section shows, the IMF will have incentives to depart from ex-post optimum
PSI (¢ = 0) and pre-commit to a positive level of 1 if the crisis is sufficiently costly and if the
impact of capital inflows on the probability of crisis is relatively high.

5.3.2 The IMF’s optimal choice of PSI

The IMF’s PSI program consists of the maximisation of its expected utility at t = 1 with respect
to the PSI variable 1, subject to both the debtor’s and the investors’ IRCs. As shown above, in
the case of the relief-tolerant IMF, any choice of ¢ (as long as the IMF can commit to it ex-ante,
and that it respects the investors’ IRC) uniquely determines the optimal levels of effort level
and the bail-out at t = 2 if a crisis takes place. This allows us to express the Fund’s ex-ante
utility uniquely as a function of v, and also to ignore the constraints associated with ex-post
conditionality, since these are met by the optimal baseline conditionality contract implied by .

Formally, defining as V' (¢) the IMF’s expected utility at ¢ = 1, the IMF ex-ante program is
as follows:

maxV(y) = (1- VW)U +v() (U (¥)) (6)
st. : 9 <1 (Investors’ IRC)

where (1)) is short form for v(k*(¢)), and U(¢) denotes the Fund’s utility if a crisis occurs,
and optimal (ex-post) conditionality is implemented with debt-repayment equal to k"(¢)). The
latter is given by equation (3), omitting the IMF superscript for notational simplicity. k*(v)
and k" (1)) are given by equation (5), substituting 1 for .

A first step to note for the solution to this program, is that we can restrict our attention to
values of positive values 1, given the assumption of IMF PSI-tolerance, which implies that the
ex-post optimum ¢ is 0. The only reason for the IMF to depart from this level is to reduce the
probability of a crisis occurring by increasing ¢, which implies that any level of 1 less than 0
has to be sub-optimal ex-ante.

A second simplification of the program is to note that optimal solution for 1 depends on
the value of «, the productivity of investing abroad for the investor at t = 1.°° It is possible
to incorporate the effect of different values of this parameter on the IMF’s optimal choice of 1
by amending the investors’ IRC, i.e. limiting the range of possible values of ¥°. If a > &(v)),
then any value of ¥° lower than 1) has an impact on ex-ante investment behaviour and on

the probability of crisis. If however o € [&(0),&(e))], then the choice of ¢ by the IMF has

59Note that the IMF’s program is uninteresting if v < &(0) given that if this is the case k* (1) < k* always, and
the Fund’s PSI policy cannot affect ex-ante capital flows. This in turn implies that the ex-ante optimal level of
PSI coincides with the ex-post optimum, i.e. ¥° = 0. We therefore restrict our attention to cases where a > &(0).
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an impact on ex-ante capital flows only if ¥ < & !(a), i.e. if PSI is low enough, relative to
«, so that ex-ante investment reacts positively to the level of PSI chosen by the Fund. If %
is above this threshold value, ex-ante investment remains constrained at kP (i.e. the investor
prefers to avoid the risk of default), and the IMF’s PSI policy is not capable of affecting the
probability of the crisis occurring. Given that the only reason why a relief-tolerant IMF might
wish to depart from its ex-post optimal policy of ¥ = 0 is to reduce the probability of a crisis
taking place by increasing PSI, values of 1) above &~ !(a) can be ruled out as solutions to the
IMF’s ex-ante program. The range of possible optimal values of ¢/ can therefore be narrowed to
¢ < min(, 6 (a)) = {p Accounting for the implications of IMF relief-tolerance noted above,
the range of possible values of 1° is therefore ¢ € [0,¢)].

Given the above restriction on the possible values of 1, it is straightforward to derive that
V(1) is convex in v, i.e. V"(1) = 29/ (¥)U'(¥) > 0, as long as k" () > 4 (which implies that
U"(1) = 0).50 This is because both ~/(¢) and U’(¢) are negative for ¢ € [0,1].50 This in turn
implies that there is no interior solution to the IMF’s ex-ante program and that, depending on
parameter values, the IMF will either choose to set 1) = 0 (i.e. follow its ex-post optimal PSI
policy) or to set ¢ = 1& (i.e. pre-commit to increase PSI to deter capital inflows and, if « is
high enough, make the investors’ IRC binding).%?

Substitution of the values for these corner solutions into (6) reveals that V(1)) > V(0) (i.e.
Y =1 > 0) if the following condition holds:

(1+6;) 6

RS (3~ )P (C (PS1))

53(1—u)U > F +

:ﬁ :M ~/
where = —%, and F' = 5= + (1 + 6,)7 > 0.

C (PSI) shows that the IMF finds it optimal to commit to increase PSI relative to its
ex-post optimal level if both 6 and U are sufficiently high - i.e. the level of capital inflows

50The condition k" () = ﬂlﬂr;fz > 2 is necessary to set U” (1) = 0 (see equation 4). If this is not satisifed, we
have V" () = 2¢/U’ + ~U", which, for U" negative enough, might be negative. If this is the case, there might
be an interior solution to the ex-ante IMF program, which would still imply the possibility of a departure from
the ex-post optimal PSI policy of setting ¢ = 0. The main policy implication of this analysis of investor moral
hazard and PSI would therefore be unaffected.

81Tn particular, v/ (¢) = —ﬁ%kq U’ (v) is given by equation (4).

52The reason why no interior solution exists to the IMF’s ex-ante PSI program can be seen by considering the
marginal benefit and marginal cost to the IMF of increasing PSI relative to 0 and moving towards {b The first

derivative of the Fund’s ex-ante utility is as follows:

V(@) = v (@)U~ U®)) + 1)U (¥)

The first term of this expression can be interpreted as the marginal benefit of increasing 1 above 0: the reduction
in the probability of a crisis times the opportunity cost of a crisis. This is positive and increasing in v, given that
U'() < 0 and v"(¥)) = 0. The negative of the second term is the marginal cost of increasing 1: the expected
loss in utility if a crisis occurs. This is decreasing in 1, given that U’(1)) is constant and v (1)) is decreasing in
1. Therefore, when deciding whether to depart from its ex-post optimum of ¢ = 0, the IMF is faced with an
increasing marginal benefit schedule, and a decreasing marginal cost one: if it is beneficial to increase 1 above 0
it is therefore always optimal to do so as much as possible (i.e. make the investors’ IRC bind, whenever possible).
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has a sufficiently high impact on the probability of crisis, and the crisis is sufficiently costly.
In particular U needs to be strictly higher than Upy, for C (PSI) to be satisfied. Defining

AU = U — Unin, C (PSI) implies AU > ‘”@a*%*&m +(1 —@)kﬂ > 0. Figure 13
AU

Umin _
considerably higher than the maximum utility earnt by the IMF in a crisis situation (i.e. Umpin)

as a function 6y, showing how for low values of &z, U needs to be

illustrates the ratio

for the Fund to find it optimal to depart from its ex-post optimal PSI policy.%
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This example assumes A= p =15%; 7= 10%.

Figure 13: Thresholds values for A% as a function of &, (the IMF optimally sets ¢ = 0 if UAU

Umin min

is below the threshold value, and ¢°¢ = [p if it is above it).

5.4 Discussion

This section has discussed the role of PSI in both crisis prevention and resolution. It has shown
that, ex-post (i.e. after a crisis), the extent to which PSI takes place has an impact on the
form of ex-post conditionality, and on the IMFE’s ‘returns’ from conditionality. In the presence
of high levels of external debt, PSI is a pre-condition for effective crisis resolution. At lower
levels of debt (k < k), a PSI-tolerant IMF finds it optimal to allow for some PSI as part of its
conditionality, in order to enhance the effectiveness of crisis resolution.

Ex-ante (i.e. before a crisis), expected PSI affects the inflow of foreign capital and, in the
presence of ‘investor moral hazard’ considerations, the probability of a crisis taking place.

Given this role of PSI, this section of the paper has identified some key drivers which can be
expected to affect the level of PSI included in the Fund’s overall conditionality package following
a crisis. These include the attitude of the Fund to PSI (i.e. aversion vs. tolerance), its ability

53The restriction on 7 stated in footnote 56 is satisfied for all the parameter values plotted in Figure 13.
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to credibly commit before a crisis to an ex-post sub-optimal level of PSI, the investors’ outside
option (which is a function of their ability to act collectively following a crisis) and, finally,
the seriousness of the concern for investor moral hazard. We have shown that a relief-tolerant
IMF with access to commitment technology has incentives to commit to maximise PSI ex-ante, if
investor moral hazard is strong and if investors are relatively weak. If one of these two conditions
does not hold (or if the IMF is not credible in its promises), PSI will be at its ex-post optimum.
If the reason why maximum PSI is not attainable is either lack of commitment power on the
part of the Fund or the ability of investors to co-ordinate following a crisis, then investor moral
hazard may not be mitigated in equilibrium.

The discussion of PSI presented in this section also raises distributional and efficiency con-
siderations with regard to the Fund’s post-crisis intervention. Ex-post (i.e. following a crisis)
debtor countries are indifferent to the Fund’s choice of conditionality contract (including its
PSI component) given that their IRC always binds. Investors are of course not indifferent, and
their welfare is maximised by a PSI-averse IMF (i.e. one which sets ¥ = —\). Any choice of
PSI above this level, implies a utility transfer from the investors to the IMF. If the IMF’s and
the investors’ utility is weighed equally from the point of view of global welfare, this enhances
efficiency.5*

Ex-ante on the other hand, the ex-post optimal PSI policy followed by a PSI-tolerant Fund
might be sub-optimal. If debtors benefit from the commitment technology afforded by IMF
conditionality in terms of a reduction in inefficient credit-rationing (see Section 3.2), a more
lenient PSI policy might benefit both debtors and investors in expected utility terms, offsetting
the benefits to the Fund of higher PSI ex-post. If the IMF is concerned about the issue of
ex-ante credit-rationing (and if investor moral hazard is not too much of a concern) the Fund
may in fact find it optimal to set )¢ < 0, thus increasing the ex-ante utility of both debtors and

investors.5°

6 Conclusion

This paper has presented an agency framework to analyse IMF conditional lending, which can
account for both a standard interpretation of IMF conditionality (e.g. as applied until the debt
crisis of the 1980s) and for a more contemporary approach to conditionality, which stresses
the implications of conditionality on debtor-commitment, debtor-moral hazard, and PSI. We
have shown that “conditionality as a safeguard” of limited IMF resources can be compatible
with “conditionality as commitment technology”, and it can relieve inefficient ex-ante credit

4This is clear from the expression for the Fund’s marginal utility from PSI (see Figure 11). Lowering ¢ below
0 has a marginal cost for the Fund of at least %, which is always greater than the investors’ marginal benefit of

lower 1 (i.e. —%ﬂ =kP).

55For instance, if the IMF’s ex-ante utility includes a term for credit rationing, i.e. V(1) = (1 — v(¥))U +

Y(W)U — (e — k* (1)), then the condition for ¢ =3 (C (PSI)) is harder to satisfy, given that it includes an extra
Ok term on the right-hand side.
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rationing.

We have also described a context in which the IMF can induce debtor moral hazard, because
of its inability to pre-commit to extract all the rents from its efficient crisis intervention. This
moral hazard can only be mitigated via ex-ante conditionality (or pre-qualification). However,
especially in the presence of strict IMF budget constraints (which may be partially due to its
inability to commit to limited ex-post bail-outs), moral-hazard reduction may have to be traded-
off with less effective safeguards on IMF loans. If the IMF is constrained to lend under adequate
safeguards, it may bias its intervention towards crisis resolution rather than crisis prevention,
leading to a sub-optimally high probability of crisis.

We have also shown that PSI is a central component of IMF’s rescue packages. PSI can
be an enabling condition for effective crisis resolution, and it determines the IMF’s return from
intervening in a crisis. The optimal level of PSI if a crisis occurs may however lead to excessive
ex-ante capital inflows, generating an investor moral hazard problem. This implies that the Fund
may find it optimal to commit to a tougher stance of PSI ex-ante, to reduce capital inflows.

A general theme which has emerged throughout this paper is that are conflicts between the
various functions which IMF conditionality can fulfill. For instance, between the mitigation of
investor moral hazard and relaxation of inefficient ex-ante credit rationing; between debtor pro-
gram ownership (or the transfer of efficient ex-post commitment technology) and the presence of
debtor moral hazard; between ex-ante conditionality (crisis-prevention) and ex-post condition-
ality (lending under adequate safeguards); and, finally, between efficient crisis resolution (from
the Fund’s perspective) and transferring rents to foreign investors (which has implications for
investor moral hazard).

This variety of trade-offs shows that designing the appropriate IMF conditionality contract
is a complex issue and that policy-makers need to be aware of the potential pitfalls of a partial-
equilibrium analysis when considering possible reforms of the International Financial Architec-
ture.
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A IMF Lending Practices®

Strictly speaking, the IMF does not lend money to its members. It instead allows members which are
experiencing external disequilibrium to purchase foreign exchange from the IMF’s usable resources (made
up of the quota contributions of members whose currency is sufficiently strong) using their own currency,
which needs to be “re-purchased” within the timeframe imposed by the Fund. The IMF can draw on
its quotas to support these operations (which are currently at about $300bn, following a 45% increase in
1999), and on Agreements to Borrow additional funds with a number of its members.®7

The rationale for the IMF’s lending practices originates with the desire of the architects of the Bretton
Woods system to establish an institution through which creditor countries could support debtor countries
in their adjustment efforts, and eliminate (or at least reduce) their temptation to resort to measures which

68 The practice of conditionality emerged soon

could compromise or damage international cooperation
after Bretton Woods, after an initial debate on whether access to IMF funds should be “automatic”
or “managed” (Friedman (1983)). Conditionality was introduced in 1952, with the establishment of
Stand-by Arrangements, to “balance the safeguards for the Fund with assurance to the member of the
availability of resources” (IMF (2000b), p. 36).

The current conditionality practices (as set out in the 1979 Guidelines on Conditionality) combine
the phasing of lending and the use of quantitative performance criteria for “upper tranche credit”, that
is credit in excess of the first 25% of the member’s quota (which is instead subject to very light con-
ditionality). The standard vehicle of conditional lending is the Stand-By Arrangement (SBA), which
is intended to implement the IMF’s mandate by providing limited (given the presence of access limits)
and temporary assistance to countries experiencing cyclical external disequilibrium. After the fall of
Bretton Woods and the first oil shock, with current account deficits becoming more pronounced, the
IMF introduced an additional lending facility (the Extended Fund Facility (EFF)), which was intended
to facilitate adjustment to more structural external disequilibrium, and is therefore longer (see Table 1).
Both SBAs and EFFs are subject to a basic rate, which is based on the interest on risk-free assets in
industrial countries (the SDR rate), plus a modest surcharge.5

In the 1980s these two facilities were supplemented by the Structural Adjustment Facility and En-
hanced Structural Adjustment Facility (subsequently renamed the Poverty Reduction and Growth Facility
(PRGF)) for concessional lending to low-income countries. More recently, to deal with the larger and
more rapid capital-account crises of the 1990s, the IMF introduced a the Supplementary Reserve Facility
(SRF), which is larger than SBAs but subject to higher (“penal”) charges, and a Contingent Credit Line
(CCL), intended to deal with “contagion”-induced capital outflows, and which is subject to “ex-ante
conditionality” (or pre-qualification). The SRF was first used to finance the assistance package to Korea

(in December 1997), which was 20 times its quota, and has subsequently been used for Russia (1998),

0 This section is mainly based on IMF (2000a), IMF (2000b) and Boughton (2000).

5"The General Agreement to Borrow (of 1962) was resorted to in July 1998, to support an EFF to
Russia, and a New Agreement to Borrow was set up with 23 lending countries in 1998, and used later
that year to help finance a Standy-by to Brazil.

8 Such as competitive depreciations and foreign trade restrictions, which had characterised the inter-war
years after the collapse of the Gold Standard.

9E.g. in January 2001 the SDR rate was at 4.4%, and the basic IMF rate at 5.1%.
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Brazil (1998), Turkey (2000/2001), and Argentina (2000/2001). No IMF member has so far used the
CCL. The features of these IMF facilities are summarised in Table 1 below, which incorporates some of
the recent modifications introduced by the Fund following a Review of its facilities undertaken in 2000.

Figure 14 plots the commitments made by the Fund since 1950, both in monetary terms (in 2000
US$) and in terms of number of programs. IMF lending picked up during the Suez Crisis, and also
following the collapse of the Bretton Woods system, with large packages to Italy and the UK in the late
1970s. The largest financial interventions by the IMF have however occurred since the 1980s, following
the debt crisis of 1982, the Mexico crisis of 1995, and the Asian and Russian crises of 1997-98.

Overall 80% of the IMF’s “loans” since 1950 have been SBAs. Since the 1990s however 13% of
programs have been EFFs and 35% PRGFs.”® In terms of monetary commitments, the IMF estimates
that 40% of its lending in the 1990s has been for “capital-account crises”, 20% for transition economies
and the remaining 40% for more “traditional” current-account disequilibria (IMF (2000b)). No industrial

country has resorted to IMF lending since 1983.

Facility ati al t a cc i it ay t
ta i tal t
Stand-by Cyclical 1-2 years asic rate* 100% annually | 3.5-5years | 8 (quarterly)
Arrangement disequilibrium
Extended Fund Structural 3 years asic rate*  [300% cumulati e| 4.5-10 years [ 12 (semi-
Facility disequilibrium annual)
Supplementary | Capital-account Short asic rate ith one 2-2.5 years 2
Reserve Facility | disequilibrium surcharge**
Contingent Contagion Short asicrate ith [ one (butneed | 2-2.5 years 2
Credit Line surcharge*** to prequalify)
PRGF Concessionary ong 0.5% p.a. 140% o er 3 | 5.5-10 years 10 (semi-
years annual)

* There is a surcharge for large loans (greater than 200% of quota).
**Currently set at 3%, rising to 5% for delayed repayment.
*** Currently set at 1.5%, rising to 3.5% for delayed repayment.

Table 1: IMF Lending Facilities

B Omitted Proofs

B.1 Proof of Proposition 1
Proof.

(which is always the case, since it is optimal for the IMF to make it bind to minimise on transfers), and

It is convenient to solve the IMF’s program by assuming at first that only the IRC binds

check whether the “no transfers constraint” and the “adequate safeguards” constraint are satisfied by the
solution of the simpler program.

The IRC gives the following condition for the optimal level of bail-out b:

UR* — e + 28 4 (14 \k -
A

"For the purpose of this classification, used by the IMF in its annual report, SBAs and EFFs include
SRFs.

b =
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Figure 14: IMF Financial Commitments since 1955

Substituting into the IMF’s objective function and optimising w.r.t. eg gives the following first order

condition:

1—62
1 =
+ \ 0

which delivers the first best level of conditionality €§ = 1 4+ A. Plugging this back into equation (7)

and substituting for the appropriate value of U2R "™ (depending on whether k is above or below k) yields
the values for b° given in Proposition 1(i).

Two conditions can therefore be identified for when the b° < k constraint binds: k < min(%7 kP)
(which follows directly from the unconstrained solution for b¢); and k > max(k”, k™). This second
condition derives from the unconstrained solution for b for k > k. This is greater than k for k > kM
(as straightforward calculation reveals). Comparing &M and kP shows that kM > kP iff kP > % If
this is not the case k > kM is satisfied whenever k > kP is satisfied, so that the b < k constraint binds
for all k.

The values for e given in Proposition 1(ii) are obtained from equation (7) by imposing b = k, and
applying the relevant value for U2R . For U2R = % — (14 M)k (which is the case for k < k), this

yields the following quadratic in ea:
€2 —2ey+1—2\k =0

where the optimal root is 1 + v/ 2Ak which is less than the first best level 1 4+ A given that k < %
2
For Ut = U221 the TRC yields:

€2 —2e+1+2k+(1—p)?=0

which gives the following optimal root, e2 = 1+ 1/p(2 — p) — 2k = 1+ /2 (k" — k) which is less

than 1 4+ X for & > max(kP, k™). For k > (1 4+ A)kP = k¥ the determinant of this expression is

negative, i.e. no conditionality can be imposed by the IMF.
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Figure 15: Conditionality at p = p and k = kP.

Turning now to the “adequate safeguards” constraint, this never binds for p > p = 13_—)‘)\, which is
given by making ASC binding for k = k¥. For lower values of p, ASC will bind for k high enough
(but always above maX(k’D , kM ) as straightforward comparison of the ASC with the solution for (eg, b)
obtained ignoring the ASC shows) and conditionality will collapse or be weakened for k “too high”.

To determine how conditionality needs to be adapted to satisfy the ASC consider the case where all
three constraints bind and ASC is tangent to IRC. This is the case for p = p < P, where p is obtained
by jointly satisfying es = 1 + IJ%AP = e’é (ASC-IRC tangency condition), eg = 1 + \/m
(assuming b < k binds), and k = HL)\GQ (from a binding ASC), and equals the value given in Proposition
1.

This implies that at p = P, there is a value of k (k = kP = 15%\(1 + 1]1—)‘)\) < k) such that for
k > kP conditionality collapses (i.e. it is not possible to meet all three constraints), and for lower values
of k the solution for conditionality is the same as the one obtained ignoring the ASC, and given in case
(ii) of this Proposition (see Figure 15).

For p < P, conditionality collapses “earlier”, i.e. for k > ]{:AS, where k49 is given by the tangency

t
s _ S0-F2w-0E S AS : :
of IRC and ASC (i.e. k7 = =Y < kP). At k = kE the bail-out b is less than the

capital outflow k (i.e. the b < k constraint is slack), which implies that conditionality is lowered relative
]{ZAS

to the level implied by ignoring the ASC. This is so because lowering k relative to kP and towards
implies that the IRC shifts downwards by more than k in (b, e2) space, which in turn implies that at the
tangency with ASC b < k. As k is lowered below k4% the level of e3 under conditionality converges to
the level obtained ignoring the ASC.

For p € (p, p| conditionality can be implemented for values of k above kP. In this case conditionality
collapses for k > k3¢, where k3C € (kf’ iy | is given by the value of k for which all three constraints
bind. For k € (max(kP, kM), k3C] conditionality can be imposed, and its solution is the one obtained
ignoring the ASC. =
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B.2 Proof of Proposition 3

Proof. Part (i) follows from the maximisation of the IMF objective function, after substituting for b

from the (binding) IR constraint. This shows that the minimisation of (e )b is equivalent to maximising

E[UR (e;,8=0)|-T"
[0 ex ﬁ ) , and that therefore ef = efB, as long as b < k does not bind.

The value of b€ is then obtained by replacing ef B for e1 in the IRC, substituting for UR, and solving
for b. This yields:

B A&ﬁﬁk)

et = ok (+(e) - 25

which simplifies to the expression for b€ given in the Proposition.

The value of k7 is then obtained by equating the solution for b® with k. Differentiation of k7 w.r.t.
(3 shows that % < 0.

(i) From part (i), k > k7' (3) implies that the b < k constraint binds, and the conditional effort level is

therefore lower than ef B 1In this case ef is given by substituting k for b in the IRC and solving for ej. This
yields the following solution: € = €35 (3, k) = 1+5ek+\/[2(’_}/ — ) — O2k(24+ M1 — 8)] (1 — B)Ak,
which equals eX'B for k = kT (3), and lies below it for higher values of k.

Equating e7? (3, k) and &1 (8, k) yields k = %% = kY (), which is increasing in 3. This
is the same value of k obtained by setting y(€1 (3, k)) to 0.

Imposing 3 = 0 shows that kU(0) = kT(0). Given that kY () is increasing in 3 and k7 (3) is
decreasing in 3, this implies kY (3) > kT(83).

Finally, differentiation of e'fB (8, k) w.rt. k shows that ﬁw > 0 for k < kY(3). This implies
that if k < kY(3), then y(e§) > 0. m

C Micro-foundations

C.1 Derivation of the nature of adjustment effort and of the liquidity cost A

This appendix outlines possible micro-foundations for the presence of a liquidity cost of sudden capital
outflows (defined as Ak in the main text), and for the presence of a policy conflict between the developing
country and the IMF."!

We firstly introduce some additional notation.”

Namely, we define as m the level of imports, as n
the production of non-tradeables and as x the level of production of exports. e, as in the main text, refers
to effort, and can also be thought of as the exchange rate between exports and non-tradeables (g—i) We
assume that the debtor country can produce both exports and non-tradeables, according to the following

production functions:

r=ux(e)=e

"'This set-up partially follows Fafchamps (1996).
We omit time subscripts for notational simplicity.
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and

These functions imply a concave production possibility frontier between n and x, and that the choice
of effort e by the policy makers determine both the production of exports and non-tradeables. We assume
that exports can be exchanged one-for-one with imports (i.e. the external exchange rate is 1), and that
inflows (outflows) of foreign capital, are used to buy imports. That is, m = x + k.

The debtor country earns utility from the consumption of non-tradeables and imports, according to
the following quasi-linear function, UR =m— mT2 + n, which implies, in terms of effort e:
e+ k:) e?

1- =
4 + 4

Ult(e) = (e + k) (1 —

Maximising w.r.t. e we obtain the following first order condition:

The solution for €* shows that the greater the availability of foreign capital the lower is the production
of exportables, given the increased ability to purchase imports. This implies a the lower is the price of
tradeables to non-tradeables, or an appreciation of the real exchange rate (which is given by e).

Turning now to the situation described in the baseline model, consider an inflow of k at ¢ = 1, and
the possibility that at ¢ = 2 a crisis might take place. Assume now that the level of e can only be
changed at the end of each period ¢, and that at the end of £ = 1 the debtor sets € = 1 (which is optimal
if the probability of v is low enough).”™ If a crisis then occurs, and e is sticky in the short-run (i.e. it
can only be changed at the end of ¢ = 2), the debtor needs to pay k back to the investor without being
able to change e to produce more tradeables (which would be efficient given the higher marginal utility

74

of imports associated with a negative capital outflow).” Comparing the utilities associated with the

sticky-prices scenario (€ = 1) and the flexible price scenario (¢* = 1 + %), both with an outflow of —k

we obtain:
1
AU = (=) +7 [(é— k)2 — (e* — k)2 + &2 — ()
k2
= g >0

Relating this result to the baseline model in the main text, we have that Ak = %2, that is A = %
i

This shows that the liquidity cost associated with a sudden crisis can be micro-founded, and that it is

The optimal level of e will in fact be slighly above 1 to reflect “insurance” against the probability of
crisis. Allowing for this, as opposed to assuming e = 1, would not add particular insights to the analysis,
but would complicate the algebra significantly.

™This is consistent with the possibility of debt-overhang setting in (which we allow for in the main
text), if we assume that the penalty in case of default is paid at the end of ¢ = 2, when domestic prices
can be varied.
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a function of k (which is intuitive, and which is a feature we abstract from in the reduced-form model
presented in the main text).

The policy conflict described in the text between the IMF and the debtor can also be introduced
in this extended set-up by assuming, for instance, that the IMF attaches less utility to the debtor’s
consumption of non-tradeables than the debtor himself (e.g. which could be because the IMF wants to
promote global trade, or because the debtor has political-economy reason to favour the non-tradeable

sector), e.g.

U™MF = (e + k) <1_€Zk> +1-e) <1_%2>

where w > 0.
This yields, et IME — li—l > e*. The model in the main text reproduces this policy conflict by
2

assuming that the IMF want to maximise e, which is locally consistent with this.

C.2 Derivation of unconditional transfer level 5k in the moral hazard exten-
sion

The assumption that the IMF cannot commit not to transfer a level of unconditional funds Gk following

a crisis can formalised by assuming the following IMF utility function:

UIMF _ o _p <f3AUR(62, b) — (AU (e, b))z)

standard

~
additional “altruism” term

where AUR(eg,b) = UR(eg,b) — UR. This revised utility function implies that, up to a point,
the IMF benefits from leaving some rents to the recipient when intervening (AU R(eg, b) > 0), and not
making the recipient’s IRC binding.

The definition of AU (e, b) implies:

T~ AUR — ey + 2+ (14 \)k

b= 3

which in turn implies

8UIMF 1 R R
SApE ~ xtPoau

IMF
Setting %UAT to zero we obtain the optimal level of rents AU which the IMF wants to leave to

the recipient:
A~ 1
AU =3 —
b A

which is positive (i.e. IRC is slack) as long as ﬁ > %
Substituting for AU% and b¢ in the IMF objective function we finally obtain €§ = 1 + A (assuming

that the b < k constraint and ASC do not bind), as in the baseline case. This implies that the optimal bail-
_1

out level is increased by i = relative to the binding IRC case, which measures the level of unconditional

52



' See, for example, T. Killick, Aid and the Political Economy of Policy Change, 1998, London, ODL

* See P. Collier, “Conditionality, dependency and coordination”, ch. 12 of C.L. Gilbert and D. Vines eds.
(op.cit.).

? Evidence for ineffectiveness is actually weak for IMF lending, but stronger for World Bank lending,
where fungibility is a more serious issue. See S. Devarajan and V. Swaroop, “The implications of foreign
aid fungibility for development assistance”, ch. 7 of C.L. Gilbert and D. Vines eds., The World Bank
Structure and Policies, 2000, Cambridge, Cambridge University Press.

* Documented in IMF, “Structural conditionality in Fund-supported programs”, 2001, Washington DC,
IMF.

> The evidence in IMF (op. cit.) does not suggest that multiple conditionality results in any proportional
decline in compliance.

% Report of the International Financial Institution Advisory Commission, Washington DC, US
Government Printing Office, 2000.

" The principles involved are discussed in some detail in G. Federico (2001) “IMF Conditionality”
External contribution to the IMF’s Review of Conditionality.

¥ A. Lerrick and A. Meltzer, “Default without disruption”, Financial Times, 10 May 2001.

? See Federico (2001).



IMF Conditionality
Christopher L. Gilbert and David Vines
1 Introduction

Conditionality is the requirement that, in return for IMF adjustment lending, countries adopt
policies specified in an agreement with the IMF, as part of an adjustment program.

The simplest way to think of conditionality is as follows. If a country suffers from a financial
crisis, in the form of capital withdrawal, and reneges on the required capital repayment then it
will suffer from default costs. If, instead, it does permit the capital to be withdrawn, then it will
need to embark on an enforced adjustment process. The latter course of action will produce a
deadweight adjustment loss, in the form either of project liquidiations or of unplanned falls in
absorption. A successful IMF program involves a loan to a crisis country of sufficient funds that
it chooses not to default, as the consequence of being able to repay the withdrawn capital without
incurring such high deadweight adjustment costs. This adjustment lending postpones the default
risk to such time as the new loans fall due, but also transfers the default risk to the IMF.

The time gained by postponing repayment may be sufficient to ensure that repayment is feasible
— this could be the case if the crisis was caused purely by contagion. Typically, however,
repayment, and avoidance of further crises, will require that the country adjusts policies and/or
institutions. The adjustments will involve costs, and there is a problem that, reinforced by IMF
adjustment lending, countries may seek to avoid incurring these costs. This is a moral hazard
problem, which arises after the agreement of an IMF program. The IMF needs to impose
conditions to ensure repayment and avoidance of future costs, so as to mitigate this moral hazard
problem.

We can thus think of conditionality as the IMF’s response to the moral hazard problem which
arises after crisis adjustment lending has been made to a country.

Is it possible to envisage the private sector take over the IMF’s crisis lending role? There are two
strong arguments that lending of this sort is best performed by a multilateral public sector
organization. First, the coordination problem among private sector organizations (presumably
banks) would make rescue slow and cumbersome, whereas what the markets actually require in
crisis situations is speedy and definitive programs. Second, neither banks nor foreign
governments have the legitimacy to seek institutional or policy change as a precondition for
lending. The IMF’s status as a membership organization is what allows it to undertake
conditional lending. This will be important in what follows.

This note considers, in turn, three aspects of the conditions associated with IMF programs which
could helpfully be addressed. First, we discuss the need to separate the conditions imposed by the
IMF from those imposed by the World Bank. Second, we examine the potentiality of introducing



some ex-ante conditionality. Third, we consider the possibility of standstills, and “private sector
involvement”, in the process of crisis resolution.

2 Narrowing the Scope of Conditions: Separating the Roles of the Fund and the Bank

Conditionality has come under wide-ranging attack recently years, as being (a) ineffective (b)
insufficiently respectful of countries’ sovereign rights.! Our view is that conditionality can be
effective, and that ownership issues arise partly because it is effective. Nevertheless,
effectiveness requires that conditions applied have the right scope and focus. Inappropriate
conditions will either (i) cause immediately ineffective outcomes, or (ii) endanger domestic
support, gradually leading to ownership problems, which will eventually cause outcomes to be
ineffective. In this section we discuss the scope of IMF conditionality.

The view that conditionality is largely ineffective is a dated one which derives from examination
of the experience of the nineteen seventies and eighties. We believe that, over that period and for
a particular set of reasons, the scope and focus of IMF conditions became misaligned with the
IMF’s objectives. Most importantly, those decades were colored by now absent Cold War
imperatives.” In addition, developing country debt problems may have put a premium on
disbursements over performance during the nineteen eighties. Those events are now history, and
we believe that the IMF has learnt from the historical experience. >

The last fifteen years have seen an escalation in the scope and range of conditions attached to
IMF loans. * Many governments and commentators see IMF conditions as having become
increasingly intrusive into a wide range of domestic policy-making areas, and it is possible that
this perception will weaken compliance. It is suggested that this expansion in conditionality was
due to concerns that IMF programmes were paying insufficient attention to countries’ growth
prospects, and that the expansion in lending to poor and to ex-Communist countries resulted in
the increased prominence of structural conditions. Such multiple conditions may be unrelated to
the purposes of IMF lending, may jeopardize IMF monitoring, ° and may also compromise
governmental ownership. Over-ambitions and excessively intrusive conditions should therefore
be avoided.

To make the necessary distinctions, it is useful to distinguish between short term crisis
stabilization lending and longer term structural lending. Since crisis alleviation and prevention
are a central element of the IMF’s brief, the Fund will necessarily wish to be confident that
governments adopt policies which ensure, so far as is possible, that crises are solved and do not
recur. This form of lending will inevitably involve conditions on macroeconomic policies and
may also involve conditions on financial regulation and structural adjustment. Avoidance of
crisis recurrence is a limited objective and will be consistent with a wide variety of policies in
other areas of the economy.

Longer term growth, development and poverty reduction objectives will typically imply different
and more extensive conditionalities than those implied by stabilization. Many of these concerns



are primarily World Bank responsibilities. This is not to imply that the Fund should ignore those
government policies which do not directly impinge on macroeconomic stabilization, but rather
that it should require only that stabilization policies should not significantly exacerbate anti-
poverty, pro-environment and other such policies. (It may also be and that governments which act
in blatant disregard of these broader objectives might disqualify themselves from Fund
assistance). The implication is that Fund assistance should imply a different, and in practice
narrower, set of conditionalities than is appropriate in the case of Bank assistance. Of course,
there will continue to be areas of policy in which Bank and Fund concerns overlap, and it is
important that the two institutions coordinate effectively on these issues.

A major implication of the foregoing is that, if the Bank and the Fund are to distinguish their
conditionalities, and perhaps also the extent to which ownership is important, they must first
define better their objectives and better focus their activities. The nineteen nineties saw a
tendency for “mission creep” on behalf of both organizations, encouraged by an “all hands on
deck” view during the Mexican and then the Asian financial crises. We agree with the Bank’s
current position that it is important that its primary development and poverty reduction concerns
be insulated from short-term crisis imperatives. The concomitant of this view is that the Fund’s
stabilization objectives should not be muddled with the Bank’s concerns with sustainable
development and policy relief. The fact that both sets of objectives are commendable does not
imply that both should be embraced by the two institutions — specialization will bring
advantages.

A decision by the IMF to limit the scope of the conditions it applies in stabilization lending to
those directly related to the likely success of stabilization policy does not imply that the IMF
should cease to be involved in longer term structural policies aimed at promotion of growth. The
IMF is, of course, in a position to advise governments on all aspects of policy, and this is an
important function, which draws on knowledge and experience across the entire range of
countries. There is merit in governments themselves making proposals on these issues within a
government-IMF discussion framework. But lending of this sort should be distinguished from
stabilization lending and should be coordinated by the World Bank, and other multilateral
development agencies. This is not to detract from the importance of coordination between the
two institutions. It should be recognized that, in certain cases, this may result in the Bank and
Fund taking different views on whether lending is appropriate. A decision to reduce the budget
deficit may have negative microeconomic, or growth, or poverty-reduction, implications.
Cooperation between the Fund and the Bank is necessary on such issues, which is different from
each institution being responsible for the other institution’s outcomes.

Issues of reform ownership are in some ways less critical for the Fund than for the Bank. It is
obviously desirable that governments and their citizens feel responsible for any set of reforms. At
the same time, crisis lending will only be effective to the extent that it is speedy. This may leave
little time for education. There are many instances in which the finance ministry and central bank
have been willing to commit to reforms despite resistance among the officials and/or institutions
most directly concerned. It is in just these circumstances that the Fund will see a formal



agreement on loan conditions as particularly valuable. But it would be substantially more
problematic for the Bank to lend on a development assistance program which fails to command
the support of those who will be required to implement it. Delay on a dam or pipeline project
until a consensus is attained will push both costs and benefits into the future, and as such, may
have little impact on project profitability. Delays of providing assistance during a financial crisis
my massively increase the costs arising out of the crisis.

3 A Limited Role for Ex Ante Conditionality

Up to this point we have considered only ex post conditionality. The Meltzer Report® has raised
the important issue of whether conditionality should be ex ante, of whether countries should
obtain better IMF assistance, after a crisis, if they have met certain ex-ante tests before any crisis
occurred. We now consider this important issue.

The Meltzer Report suggests that countries would be required to prequalify for any form of post-
crisis support from the IMF. On this proposal, Fund support would be entirely limited to
countries which had adopted appropriate macroeconomic and regulatory policies prior to any
crisis, and which had been deemed by the IMF to have done this. It is argued that this would both
improve the effectiveness of IMF support and increase domestic ownership of policy reform. The
prequalification proposal suggests an insurance model for IMF support.

We doubt whether the prequalification requirement is either practicable or desirable:

a) There is a danger that countries may consider pre-qualification for IMF support as an
admission that they are potentially vulnerable to crisis. The countries which are most
vulnerable to “unanticipated” crises may therefore fail to apply for pre-qualification.

b) The pre-qualification decision will inevitably be based in part on political considerations.

c) There is a danger that pre-qualification might be seen as a guarantee of potentially unlimited
IMF support. For this reason, the Meltzer Report sought to impose limits on the support
which would be available even to pre-qualified countries. However, limits of this sort may
reduce the effectiveness of Fund lending.

d) There is a danger that pre-qualified countries may subsequently (perhaps after a change in
government) adopt ill-advised policies which the Fund would not wish to underwrite.
Equally, a country which has as yet failed to qualify may be hit by a crisis despite having
exemplary policies. In this case, the Fund may consider support to be highly desirable, but
nevertheless would be prevented from offering such support.

e) The Meltzer Report envisaged that non-qualifying countries would not get support. In the
case of a perceived risk of contagion, support would be limited to qualified countries at risk.
It is far from obvious that, ex post, this would be the lowest cost method of limiting
contagion.

For all these reasons, our view is that the attempt to move entirely from ex post to ex ante
conditionality would seriously limit the flexibility of the IMF is responding to crises, and at the



same time may reduce the effectiveness of Fund support. We view this proposal as well-
intentioned but misconceived.

Nevertheless, we believe that there is merit in some degree of ex-ante conditionality. This, as
Meltzer argues, is because reliance only on ex-post conditionality can induce countries to take
less trouble to avoid crises, knowing that there will be IMF assistance to mitigate the bad effects
of crises. In designing the IMF’s operating rules, we should aim for a situation in which one can
be confident, after a crisis, more will be lent to countries with a better policy framework than to
other countries with poor frameworks. This will imply that other countries will have tougher ex
post conditionality imposed after a crisis occurs, since, with lower IMF loans, more
contractionary fiscal and monetary policies will be required. If countries knew that a less
extreme, and less contractionary outcome would be imposed by the Fund in the event of a crisis
in countries with a good policy environment, then there would be incentives for such a good
policy environment to be established. That would reduce the probability of crises.’

This ex-ante conditionality would effectively guard against a second form of moral hazard. As
we discussed in Section 1, ex-post conditionality is necessary to ensure that countries keep to
agreed policies, after a crisis has occurred and an IMF loan has been obtained. That guards
against a problem of moral hazard which arises after an IMF loan has been granted. But ex-ante
conditionality may help to guard against countries doing too little to avoid a crisis, before any
crisis has occurred, in the knowledge that relief will be available from the IMF once any crisis
has occurred. Such ex-ante conditionality might thus guard against a form of moral hazard which
arises in an on-going way, even before any IMF loans have been made.

Further discussion is required on the form such an arrangement might take. The arrangements
should not limit the ability of the Fund to respond to any crisis as it sees fit, but at the same time
should have the implication that the conditions imposed on countries for assistance would be less
demanding if their policy environment had been judged satisfactory. They might also have the
implication that the likelihood of assistance, in the event of crisis, would also be increased.

Note that the Meltzer proposal for limiting the conditionalities imposed by the IMF entirely to
ex- ante conditionality is subject to another difficulty: it would also inevitably reduce the number
of countries which obtained IMF support. This may be seen as an advantage to the extent that
IMF support thereby becomes more effective. However, it raises the important question of what
can be done for countries which the IMF feels unable to support, and by whom. Furthermore, in
that the IMF is a membership organization, there is a serious danger that if its lending comes to
be limited, either by explicit decisions or in terms of practical outcomes, in such a way as to
exclude a significant group of countries, these countries are likely to see little merit in continuing
active support and involvement in the organization. We believe that the long term viability of the
Bretton Woods organizations depends on their being as inclusive as possible. In our view, it is
misleading to see the IMF only as a type of loan guarantee organization for emerging market
countries which should operate in terms of strict actuarial and profitability conditions - the IMF’s
capacity to educate governments with regard to appropriate structures and policies is in large



measure due to the authority deriving from its inclusive membership structure. This implies an
inevitable tension, which the Executive Board must manage, between the efficiency of the
Fund’s lending and the inclusiveness of its programmes. The compromise proposal suggested
above would mitigate this problem.

4 Private Sector Involvement and a Role for Standstills

The discussion in the first Section assumed that the consequence of IMF involvement is that that
countries would avoid default. We now examine whether this requirement should be relaxed and
so whether there should be Fund programs which involve allowance for, and endorsement of,
partial debt default.

In recent crises, the Fund has been unable to impose any such payments standstills. But we know
that standstill mechanisms are essential in the context of corporate restructuring and bankruptcy
procedures: they force creditors to share in the burden of crisis. Such burden sharing serves
efficiency objectives as well as equity objectives: it enables debt overhangs to be removed. In the
context of international crises standstill mechanisms would also be helpful: they would bail-in
foreign private sector creditors. This would force them to share the burdens of countries in crisis.
It would thereby remove international debt overhangs, of the kind which are still crippling
Indonesia and Thailand, three years after the Asian crisis began. Yet there are as yet no proposals
for international standstill mechanisms that look even remotely feasible.

Standstill mechanisms would be helpful in reducing problems with what has been discussed in
previous sections. Standstills would lower the need for very large loans by the IMF as part of
crisis-resolution policies, loans which in a world of very high capital mobility are possibly more
than the IMF can be in a position to afford. If standstills were part of ex post crisis resolution,
they would also make it less necessary for the IMF programmes to include conditions which
involved extremely contractionary monetary and fiscal policies, since the standstills would make
possible a longer period of adjustment.

Standstills would help to reduce a further form of moral hazard, that by creditors. It has been
suggested that lenders, knowing that there will be IMF assistance to mitigate the bad effects of
crises, take less trouble to carefully assess the risks in loans. What is necessary is knowledge that
after a crisis, there is the possibility of loss by creditors. This would clearly be helpful in reducing
such creditor moral hazard. That is to say, if creditors knew that even in the presence of IMF
crisis-resolution adjustment programs, capital loss was possible, then more care would be taken
in lending. That too would reduce the probability of crises.

In a recent intervention, Lerrick and Meltzer have suggested that the IMF exercise a international
lender of the last resort function by standing ready to buy emerging market debt at a price below
its potential value once restructured.® This proposal could be used as the basis for a private sector
involvement, or standstill mechanism, if, instead the borrowing country were to stand ready to
purchase the debt, at a price laid down by the IMF. The country would borrow the necessary



funds from the IMF, and would be due to repay them to the IMF, as part of its adjustment
programme. Such a proposal would put a floor on the price of emerging market debt, thereby
preventing catastrophic collapse. But since the floor would be a price of less than 100 per cent,
the existence of this scheme would expose lenders to risk, and thus stem lender moral hazard, as
required. We regard this as a useful proposal, provided it is seen as one element in the Fund’s
armoury — it will be appropriate in countries where debt overhang is the major problem (Turkey
in 2001) but less so in countries where macroeconomic performance is the problem (Argentina in
2001).

However, emerging market default insurance is currently available within the financial system.
The amended Lerrick and Meltzer proposal is in one sense equivalent to the IMF undercutting
the private sector by enabling borrowing countries to provide an alternative to this insurance.
Why should it do this?

Furthermore, intervention by the IMF in this way would raise the probability that borrowers
would not repay in full when faced with crisis, rather than, as assumed in the first Section,
seeking to utilize the Fund to avoid default. The effect of the amended Lerrick and Meltzer
proposal, or some other like, would be to allow some degree of default by borrowing countries at
a time of financial crisis, without suffering from a default penalty.” Why should the IMF make
this possible?

It makes sense for the IMF to make this possible, in competition with any private sector
insurance, if it has a comparative advantage, but not otherwise. The source of comparative
advantage is the ability of the IMF to persuade borrowing governments to adopt appropriate
policies, in the way discussed in the previous Sections.

This suggests a possible institutional arrangement in which the IMF might move towards the
possibility of standstills, or private sector involvement in crisis resolution, in association with the
kind of ex ante conditionality discussed in the previous Section. We envisage that governments
may apply to the IMF for debt insurance. The IMF would only approve applications from
countries which it considers have suitable institutional frameworks and have adopted satisfactory
macroeconomic policies. However, once approval has been granted, countries would be
permitted, in the event of crisis, to repay creditors at less than 100 per cent value, and the IMF
would be contractually committed to provide assistance to the countries to do this, in the
circumstances listed in the contract documents. These documents would be publicly available
and so would be known by the markets. Lenders would thus know to what risk they were
exposed. Governments would demonstrate their commitment to the approved policy
environments through their agreement with the IMF to a framework of policies. Access to the
scheme might involve an agreed fee. Countries could with withdraw, and no longer pay the fee, if
they no longer wished to participate in the arrangement.

5 Conclusions



b)

d)

Policy conditionality is the IMF’s main weapon in controlling the moral hazard which is an
inevitable by-product of crisis lending. The IMF and its members should resist well-
intentioned demands that it drop or relax loan conditionality. Instead, it should aim to reduce
the perceived costs of participation in IMF programs by focusing conditionality on measures
which are essential to program success.

There is an important distinction between crisis stabilization lending and structural lending
which will typically have longer term objectives. In crisis lending, conditions should be
focused narrowly on policies which will impact directly on the success of macroeconomic
stabilization. Structural lending will generally depend upon greater policy preconditions, but
the appropriate policies can be discussed and evolved on a joint basis through policy dialogue
involving government and agencies. A narrower focus in IMF stabilization lending implies
that IMF and World Bank concerns will become more distinct. This may imply that one
institution will lend to a country when another will be unable to do so.

The proposal that the IMF should move entirely to ex ante conditionality through a pre-
qualification procedure would severely limit the IMF’s operational flexibility, and may
reduce the effectiveness of Fund programmes. However, there is considerable merit in
establishing an institutional arrangement which provides countries with the incentive of
easier access to IMF support, in the event of crisis, if they have adopted satisfactory policies
and institutions .

We see merit in the proposal that the IMF provide default insurance on emerging market
debt, but believe this is best linked to the move towards ex ante conditionality. Countries
with suitable policies and institutions might qualify for a status which would enable them to
repay outstanding debt at less than full value in the event of crisis. They would demonstrate
commitment by specific agreements on policies with the IMF, and would possibly increase
their contributions to the IMF, for this service.

We regard the membership structure of the IMF as crucial to its authority and influence. The
Executive Board should be aware of the danger that some proposals aimed at increasing the
efficiency of IMF lending may reduce its inclusiveness and, in the long term, undermine its
authority. In this note, we have attempted to frame proposals which will increase
inclusiveness.

Christopher L. Gilbert
David Vines
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To: conditionality@imf.org

Subject: comments on conditionality

COMMENTS ON CONDITIONALITY

The IMF's series of papers on conditionality provide an overview of the
record of conditionality in recent decades and raise a number of conceptual
issues. One aspect of conditionality that merits further investigation is the
role of conditionality in those cases where there are a series of Fund-supported
programs and a record of incomplete compliance with the programs' conditions.

Mussa and Savastano have pointed out that many Fund-supported programs
are not completed, as measured by the ratio of actual credit disbursed vis-a-vis
the amount originally committed. In the paper "Conditionality in Fund-Supported
Programs-Policy Issues," the authors note that most program interruptions have
been due to factors outside the Fund's control, including a lack of commitment.
Moreover, it is well-known that many countries have entered into a series of
Fund programs over time. This raises the issue of whether an uncompleted program
and the conditionality associated with it does have, or should have, any effect
on the planning of new programs.

These questions can be framed in both positive and normative terms.
First, it would be useful to document the linkages among a specific country's
programs, either through case studies or other forms of empirical analysis. Does
incomplete program compliance lead to the use of more prior conditions in future
programs? If partial completion is due to a breakdown in a particular area, such
as monetary policy, do future programs attempt to remedy the weakness by
including structural measures, such as policies designed to enhance central bank
independence or its capabilities? Establishing the record of these interactions
would clarify what interdependencies, if any, exist across programs.

Similarly, these issues can also be analyzed in terms of the design of
optimal policies. Would compliance be enhanced if the design of conditionality
over successive programs were contingent on past performance? A perception by a
government that future programs may be affected in some way, such as the use of
more prior actions or performance criteria, may affect its willingness to
complete an existing program. On the other hand, an inflexible linkage that
ignored the reasons for program interruption would be inappropriate in some
circumstances, such as the occurrence of a shock after the inception of the
program. There would be little point in penalizing a country when a program is
rescheduled after the Fund and the country agree that the original program is
inadequate in view of the new circumstances.

Policy design may also benefit from an analysis of the reasons for non-
compliance with past programs. A lack of political support from within a country
may reflect tensions over the impact on income distribution that some structural
measures may entail. Future programs could explicitly address this problem,
through provision of social support programs or other measures that might
mitigate the effect of the initial policy change. As suggested above, structural
measures designed to strengthen institutions would be appropriate if there was a



record of non-compliance with conditionality in particular areas, such as tax
collection by fiscal authorities or financial regulation by the central bank.

Such explicit "feedback loops" among the conditionality of programs
could affect the perception of program ownership. Before a new program is
initiated it might be useful for an explicit review of the reasons for non-
compliance with previous programs. If these breakdowns were based on particular
areas of political dissension or institutional weakness, then it would be in a
country's interests to institute policies that specifically address these issues
in order to raise the degree of program compliance and obtain more of the
committed credit.

Finally, the paper on "Structural Conditionality in Fund-Supported
Programs" discusses the possibility that there may be "synergy" in
conditionality, i.e., that extensive conditionality may create a "critical mass
that facilitates progress in related areas" and thus improve compliance. The
empirical results reported in that paper do not provide support for that view
(nor the opposite view that extensive conditionality hinders implementation) .
However, it may be instructive to investigate whether such relationships prevail
over time across a country's different programs. Structural conditionality in
one program may have a long-term "payoff," and increase a country's ability to
comply with other policy measures in future programs. This opens the possibility
of "sequencing" structural conditionality, similar to the sequencing of capital
account liberalization.

The International Monetary and Financial Committee at its last meeting
emphasized that the objective of streamlining conditionality is to make it more
effective. The review of conditionality in the context of a country's past
experiences with IMF programs would be consistent with the Fund's commitment to
streamline and focus conditionality. The suggestions for further analysis
outlined above would provide a fuller understanding of the impact of
conditionality over time, and how successive programs could respond to any
deficiencies in the past and make conditionality more effective.

Joseph P. Joyce
Professor of Economics
Wellesley College

and

Visiting Scholar
Federal Reserve Bank of Boston
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INTRODUCTION

There are three dimensions to the economic relations between States (or international
economic relations): trade, money and investment. These relations can be co-operative,
conflicting or non-existent. In the latter case, the State retrenches to an inward-looking
economic policy of isolationism and protectionism. Conflicts — of any sort — are
unavoidable; however, the existence of a rule-based framework for the resolution of
international economic conflicts can help promote co-operation. If such a framework
does not exist, or if it is not respected, economic conflicts will either lead to the
deterioration (or rupture) of economic relations between the States involved or will turn
into a political conflict with the possibility of severance of diplomatic ties or, even worse,
of a military backlash. There are three dimensions to the economic relations between
States (or international economic relations): trade, money and investment. These
relations can be co-operative, conflicting or non-existent. In the latter case, the State
retrenches to an inward-looking economic policy of isolationism and protectionism.
Conflicts — of any sort — are unavoidable; however, the existence of a rule-based
framework for the resolution of international economic conflicts can help promote co-
operation. If such a framework does not exist, or if it is not respected, economic conflicts
will either lead to the deterioration (or rupture) of economic relations between the States
involved or will turn into a political conflict with the possibility of severance of
diplomatic ties or, even worse, of a military backlash. Co-operative international
economic relations, i.e., institutional international co-operation in the field of money,
trade and investment, are a relatively recent phenomenon. Their origins can be traced
back to the Bretton Woods system which was designed in the 1940s. This system
foresaw the establishment of three international organizations: the International Monetary
Fund (IMF) for the purposes of international monetary co-operation; the International
Bank for Reconstruction and Development (IBRD) for the purposes of international
development assistance (investment); and an International Trade Organization (ITO) for
the purposes of international trade co-operation. However, while the IMF and the IBRD
came into existence in the 1940s, the fate of the ITO — which should have played the role
of the necessary ‘third leg’ of the Bretton Woods system - was quite different. Though a
charter for the International Trade Organization was concluded in Havana in 1948, the
project for its creation died because of the rejection by the US Congress. Instead, the
General Agreement on Tariffs and Trade (GATT) was signed in 1947 and entered into
force (through a Protocol for Provisional Application) in 1948. Only in 1995 did a
‘permanent’ international trade organization - the World Trade Organization or WTO -
finally come into existence.'

! An excellent historical account of the ITO (in the context of the Bretton Woods system), GATT and
WTO is provided by John Jackson in Chapter 2 of his book “The World Trade Organization: Constitution
and Jurisprudence,” published by the Royal Institute of International Affairs, London, in 1998 (Chatham



A primary objective of the Bretton Woods system was to win the peace and to preserve it.
Both John Maynard Keynes of the UK and Harry Dexter White of the US referred in their
proposals to the need to “win the peace.” The Bretton Woods system was conceived with
the bitter memories of high unemployment, hyperinflation, recession and fluctuating
exchange rates still fresh. The inter-war period had not been properly handled by the
international community. In particular, the harsh reparations policy towards Germany
had proven to be very damaging. The disastrous experience of hyperinflation in Germany
in 1923, in an economy already overburdened with onerous war debts and reparations as
well as high unemployment, created enormous popular discontent. This paved the way
for the rise of National Socialism, with its dire consequences for the German nation.
Keynes’ argument that the reparations policy towards Germany after World War I was
not a way of winning the peace” was sadly confirmed by history.

As we wave farewell to the XXth century, we can reflect upon the last 50 years of
international economic co-operation with a sigh of relief. To some extent, we have won
the peace, as Keynes and White proclaimed in their proposals. However, the challenges
that the Bretton Woods institutions face in the XXIst century are very different from the
challenges these two institutions — the Fund and the World Bank - confronted when they
started operations in Washington DC in May 1946. Such challenges, particularly the
ones encountered by the International Monetary Fund, constitute the focus of my paper.
The paper is divided into four sections. The first section deals with the genesis of the
Bretton Woods institutions. The second section analyses the changing nature of the IMF:
from being primarily an international monetary institution (with a rather narrow mandate:
exchange rate stability, convertibility) to becoming an international financial institution
(with a broader mandate, encompassing monetary issues, but also other financial issues:
payment systems, banking and capital markets, financial crises, etc.). The third section
surveys the main functions, policies and activities of the IMF, in particular surveillance
and conditional financial support. The fourth section covers the controversial issue of
whether or not the IMF should adopt a formal international lender of last resort role and
suggests the need to extend surveillance to financial supervision and regulation. The
final section is a short reflection on what development role, if any, should the IMF adopt.

1. THE BRETTON WOODS INSTITUTIONS IN HISTORICAL PERSPECTIVE

House Papers). Despite the provisional character of GATT, it proved to be, nevertheless, a rather
permanent institution, playing a significant role in international trade for almost five decades. Jackson
points out (at pp. 15-16) that the Bretton Woods conference was held under the jurisdiction of ministries of
finance, while trade was under the competence of different ministries. However, he also notes that “the
1944 conference is on record as recognising the need for a comparable institution for trade, to complement
the monetary institutions.”

> In The Economic Consequences of the Peace (cited by Arminio Fraga, “German Reparations and
Brazilian Debt: a Comparative Study”, Princeton Essays in International Finance, No. 163, July 1986, at p.
2) Keynes had forcefully argued that the reparations payments discussed in Versailles were far too high.
He also argued that postwar prosperity required not only a lower level of reparations and a cancellation of
inter-Ally indebtedness incurred during the war.



THE KEYNES AND WHITE PLANS

Perhaps the most difficult question is how much to
decide by rule and how much to leave to discretion.
John Maynard Keynes, ‘“Proposals for an
International Currency (Clearing) Union”, February
11, 1942, paragraph 15.

In order to understand the historical rationale of the Bretton Woods institutions, it is
important to trace back the original proposals of the two men who drafted their
foundations: Harry Dexter White and John Maynard Keynes.

Harry Dexter White joined the staff of the US Treasury in 1934 and resigned on May 1,
1946, to take up the post of US Executive Director of the Fund. He died in 1948. John
Maynard Keynes (later Baron Keynes of Tilton) combined a multifaceted career with the
position, from July 1940 until his death on April 21, 1946, of Honorary Advisor to the
British Treasury. Both men firmly believed that the economic distress of the inter-war
period could be avoided after the end of World War II only by international economic co-
operation. Their proposals were drafted in 1941 and 1942, negotiated in 1943, and
adopted at the International Monetary and Financial Conference of the United and
Associated Nations in Bretton Woods, New Hampshire, in July 1944. Delegates from 45
nations (including the Soviet Union, which, nevertheless, never became a signatory)® as
well as representatives of international organizations attended the conference. As
acknowledged, the world was still in war in July 1944. At that time, the Soviet forces to
the east of Germany had not reached the Polish border, and to the west the Allies,
following the Normandy landings, were engaged in a sanguinary struggle whose outcome
was by no means certain. The Allied forces in the Pacific were still involved in the slow
process of subjugating islands and advancing along the northern coast of New Guinea. A
full year of desperate battle lay ahead. And yet, the delegates to Bretton Woods were
talking about, and indeed were erecting a framework for, future international economic
co-operation. The setting up of the International Monetary Fund was the primary focus
of the conference, while the World Bank was - in the words of some commentators”® —
something of an ‘afterthought’.

White’s proposal was greatly influenced by the experience of the Great Depression in the
USA. Following the stock market crash in 1929, the USA entered a catastrophic
economic period. Between 1929 and 1932 industrial production contracted by 47% and

’ At a meeting of the General Assembly of the United Nations in 1947, the Soviet representative charged
that the Bretton Woods Institutions were merely ‘branches of Wall Street’ and that the Bank was
‘subordinated to political purposes which make it the instrument on one great power.” The incident is
recalled by Edward S. Mason and Robert E. Asher, The World Bank since Bretton Woods, The Brookings
Institution, Washington DC, 1973, at p. 29, f.n. 46.

4 See, e.g., Edward S. Mason and Robert E. Asher, The World Bank since Bretton Woods, The Brookings
Institution, Washington DC, 1973, at p. 2.



the national income by 52%. By March 1933 there were at least 14 million unemployed.’
The prime objective of White’s proposal was the establishment of a mechanism - ‘a
stabilization fund’ in his own words - that would ensure the stability of currencies and
avoid the recurrence of competitive devaluations and of the restrictions on payments, as
well as the setting up of a ‘bank for reconstruction and development.’ In the
introduction to his plan, entitled ‘Preliminary Draft Proposal for a United Nations
Stabilization Fund and a Bank for Reconstruction and Development of the United and

Associated Nations’ and dated April 1942.° he stated:

“No matter how long the war lasts nor how it is won, we shall be faced with three
inescapable problems: to prevent the disruption of foreign exchanges and the
collapse of monetary and credit systems; to assure the restoration of foreign trade;
and to supply the huge volume of capital that will be needed virtually throughout
the world for reconstruction, for relief, and for economic recovery. If we are to
avoid drifting from the peace table into a period of chaotic competition, monetary
disorders, depressions, political disruptions, and finally into new wars within as
well as among nations, we must be equipped to grapple with these three problems
and to make substantial progress toward their solution.”

Keynes’ proposal was inspired by a different set of events: an analysis of Britain’s post-
war prospects. Demand for imports would rise with the end of wartime austerity, while
Britain’s future capacity to export would be cut because of the wartime conversion of
industries to military manufacture and the difficulties of reconversion.” To avoid the
recurrence of a major slump in the UK at the end of World War II, Keynes proposed the
establishment of an international clearing union, aimed at avoiding balance of payments
imbalances through a set of rules governing the overdrafts on the Union accumulated by
debtors (such as the UK) and the positive balances acquired by creditors (such as the
USA). Keynes’ plan was entitled: ‘Proposals for an International Currency (or Clearing)
Union.®” Keynes spelt out his concerns for the UK economy after World War II: “ This
[an international clearing union] would give us, and all others, the great assistance of
multilateral clearing, whereby (for example) we could offset favourable balances due to
the United States or South America or elsewhere. How indeed can we hope to afford to
start up trade with Europe (which will be of vast importance to us) during the relief and
reconstruction period on any other terms?”” Keynes further regarded that an international

5 See J. Keith Horsefield, The International Monetary Fund 1945-1965, Volume I: Chronicle, International
Monetary Fund, Washington DC 1969 at p.5.

% This proposal is reproduced in J. Keith Horsefield, The International Monetary Fund 1945-1965, Volume
III: Documents, International Monetary Fund, Washington DC 1969, at pp. 37-82 (though it omits the
Articles for the Bank). The final version of Mr. White’s plan was issued by the US Treasury in printed
form on July 10. 1943, and is reproduced in pp. 83-96 of the same book.

7 See Harold James, International Monetary Cooperation since Bretton Woods, International Monetary
Fund and Oxford University Press, 1996, at p. 35.

¥ The fourth draft of his proposal (of 1942) is reproduced in J. Keith Horsefield, The International
Monetary Fund 1945-1965, Volume IlI: Documents, International Monetary Fund, Washington DC 1969,
pp. 3-18. The final draft which was issued by the British Government in April 1943 as a White Paper
(Cmd. 6437) is reproduced in pp. 19-36 of the same book. The title of the final British draft dropped the
word currency and was simply entitled: “Proposals for an International Clearing Union.”

? See paragraph 10 of his proposal, repr. in Horsefield.



currency (clearing) union — which in his original plan also included the creation of a new
international currency that he named bancor - would support other international policies
regarding, e.g., trade (whose importance was also emphasized by White), investment and
development,'® though he did not design a specific institutional framework to deal with
such other issues.

While the British proposal focused mainly on the work of the International Monetary
Fund, which Keynes referred to as the International Currency (or Clearing) Union, the
US proposal focused both on the establishment of an stabilization fund and a bank for
reconstruction and development. Harry Dexter White was the central figure in the birth of
the World Bank,'' though Keynes and other UK experts eventually became major
enthusiasts for the Bank, acknowledging that loans from creditor countries to debtor
countries in the early post-war period were essential to avoid economic chaos and that
without them no international monetary plan could have a fair start.'””> The World Bank'"?
or more properly speaking, the International Bank for Reconstruction and Development,
had — as its name indicated — two main goals, though the ‘development’ goal would
eventually become the primary one. The sequencing of these two goals was summarised
by Lord Keynes in his opening remarks at the first meeting of the Bretton Woods
Commission on the Bank:

“It is likely, in my judgement, that the field of reconstruction from the
consequences of war will mainly occupy the proposed Bank in its early days.
But, as soon as possible, and with increasing emphasis as time goes on, there is a
second primary duty laid upon it, namely to develop the resources and productive
capacity of the world, with special reference to the less developed countries.”"*

However, when the war was over, it was the Marshall Plan rather than the World Bank
that played the major role in the reconstruction and recovery of war-torn European
economies. As acknowledged, US Secretary of State George Marshall unveiled the
“European Recovery Program” (which became known as the Marshall Plan) in his
famous Harvard commencement speech in June 1947, where he announced a program of

1 See paragraph 54 of his proposal, repr. in Horsefield.

" Indeed, as Mason and Asher recall, “the Bank was esentially a U.S. proposal.” See Edward S. Mason
and Robert E. Asher, The World Bank since Bretton Woods, The Brookings Institution, Washington DC,
1973, atp. 13

12 See Harold James (1996) at p. 52.

1> Nowadays, the name World Bank is given both to the IBRD and to the World Bank Group. The World
Bank Group comprises five institutions: the International Bank for Reconstruction and Development (set up
in 1944, the original Bretton Woods institution), the International Development Association (set up in 1960
to deal with the world’s poorest countries), the International Finance Corporation (set up in 1956, as the
private-based arm of the World Bank Group), the Multilateral Investment Guarantee Agency (set up in
1988 to provide insurance against political risk) and the International Centre for the Settlement of
Investment Disputes (set up in 1966 for the resolution of investment conflicts).

4 See Edward S. Mason and Robert E. Asher, The World Bank since Bretton Woods, The Brookings
Institution, Washington DC, 1973.



massive financial assistance to Europe.'”> The Marshall Plan, which was supervised by
the US Economic Cooperation Administration (ECA) also created the Organisation for
European Economic Cooperation (OEEC) and contributed to the establishment of a
multilateral system of European payment: the European Payments Union (1949-1950).

2. THE ROLE OF THE INTERNATIONAL MONETARY FUND
The goals of the IMF as defined in the first of the Articles of Agreement are as follows:

(1) To promote international monetary cooperation through a permanent institution
which provides the machinery for consultation and collaboration on international
monetary problems.

(11) To facilitate the expansion and balanced growth of international trade, and to
contribute thereby to the promotion and maintenance of high levels of
unemployment and real income and to the development of productive resources of
all members as primary objectives of economic policy.

(ii1))  To promote exchange rate stability, to maintain orderly exchange arrangements
among members, and to avoid competitive exchange depreciation.

(iv)  To assist in the establishment of multilateral system of payments in respect of
current transactions between members and in the elimination of foreign exchange
restrictions which hamper the growth of world trade.

(v) To give confidence to members by making the Fund’s resources available to them
under adequate safeguards, thus providing them with the opportunity to correct
maladjustments in their balance of payments without resorting to measures
destructive of national or international prosperity.

(vi)  In accordance with the above, to shorten the duration and lessen the degree of
disequilibrium in the international balances of payments of members. smoothly
functioning payment systems, promotion of international monetary cooperation,

This broad enumeration of goals has allowed the institution to survive over the years,
adjusting and readjusting its role in response to diverse economic circumstances. While
the initial emphasis was on a rather narrow monetary role, since the demise of the par
value regime in the 1970s, the emphasis has turned to a rather broader financial role.

2.1. THE IMF AS AN INTERNATIONAL MONETARY INSTITUTION

The International Monetary Fund began operations in Washington D.C. in May 1946.
The par value regime, often referred to as the Bretton Woods regime, meant that the
value of currency was defined in terms of gold or alternatively in terms of the US dollar
of July 1, 1944, which had a fixed gold value (one ounce of gold was equal to $35).
Article IV, Section 1(a) of the Articles of Agreement stated:

1% “In 1946, the Western European trade deficit with the United States had been $2,356 million, and in 1947
it rose to $4,742 million. It is first year of operation (April 1948-June 1949), the ERP made $6,221 million
available, and then $4,060 million in 1949-50 and $2,254 in 1950-51.” See Harold James (1996) at p. 74.



“The par value of the currency of each member shall be expressed in terms of
gold as a common denominator or in terms of the United States dollar of the
weight and fineness in effect on July 1, 1944.”

The IMF’s mandate was to maintain the good order of this predictable and “stable”
international monetary system, by enforcing rules about adjustment in international
monetary relations and by providing temporary resources to deal with short-term balance
of payments problems.

In the beginning of the 1970s the par regime was abandoned. The world-wide change
from fixed to floating exchange rates 1973 triggered the second amendment to the IMF’s
Articles of Agreement (1978), which allowed members to choose their exchange
arrangement and to determine the external value of their currency. Following this second
amendment, Article IV, Section 2(b) stated:

“Under an international monetary system of the kind prevailing on January 1,
1976, exchange arrangements may include ( 1) the maintenance by a member of a
value for its currency in terms of the special drawing right or another
denominator, other than gold, selected by the member or (ii) cooperative
arrangements by which members maintain the value of their currencies in relation
to the value of the currency or currencies of other members or (iii) other exchange
arrangements of a member’s choice.”

MONEY, MONETARY SOVEREIGNTY AND INTERNATIONAL MONEY

The starting point of any discussion on international monetary cooperation is the concept
of money. Money is a commonly accepted medium of exchange or means of payment.
Money is also unit of account and a store of value. Money is fundamental for the regular
functioning of an economy; money oils the wheels of an economy. Without money,
without a means of payment and a unit of account, trade relations will revert to barter
(exchange of goods for other goods).

The power to issue money, the power to issue currency,'® has been typically considered
an attribute of sovereignty, of the sovereignty of the Nation State.'” However, in recent
years, this sovereign power (typically a monopoly) has been eroded by a number of
considerations:

e Though money is a broader concept that the definition of currency — notes and coins in circulation — in
my discussion I will be generally referring to money and currency indistinctly. It is also worth noting that
the definition of money is a dynamic (from commodities such as gold, silver or even cigarettes to paper
money) and constantly expanding concept (being ‘virtual money’ that latest development).

"7 “That the State’s sovereignty includes its power to issue and regulate money has traditionally been
accepted in international law. The Permanent Court of Justice stated that ‘it is indeed a generally accepted
principle that the State is entitled to regulate its own currency.” Serbian and Brazilian Loan Cases,
judgement of 12 July 1929, Publications of the Court, Series A, Nos. 20-1 at p. 44, cited in F.A.Mann, The
Legal Aspect of Money, 1992, at p. 44.



1) The choice of exchange regime. Under a fixed exchange rate system, a national
central bank only enjoys control over monetary monetary policy if it is the central
bank which sets monetary policy for the whole area. In the case of a currency board
agreement (e.g., Argentina, Hong Kong, Estonia), monetary sovereignty is greatly
reduced. In the case of dollarisation (e.g., Panama), monetary sovereignty is
eliminated.

2) The degree to which a currency is a good store of value. While it is generally
accepted that countries with ‘hard’ currencies (easily tradable and a good store of
value because of scarce risk of depreciation vis-a-vis other currencies) enjoy
monetary sovereignty, the same cannot be predicated about countries with ‘soft’
currencies.

3) The creation of a monetary union. The transfer of monetary powers from the national
to the supranational arena signifies a surrender of monetary sovereignty. This factor
helps explain the emotional discussion in the United Kingdom with regard to
European Monetary Union.

4) The process of money creation. Private banks keep their position in the money
supply process by issuing deposits. The state has the monopoly over the issue of
currency only. Checking accounts are part of the money supply. (M1 is equal to
currency in circulation plus bank deposits). This characteristic of bank liabilities
provides the rationale for many monetary and banking laws and regulations.

At the international level there has been a conspicuous absence of a central authority with
the ability to monopolise the issue of currency. Keynes included in his proposals the
establishment of an international currency, that he called ‘bancor’, which would have
been a true medium of exchange. White referred in his proposals to a unit of account,
that he called ‘unitas’ which was only a unit of account, not a medium of exchange. In
the end no new international unit of account was adopted in Bretton Woods. Instead, the
1944 Bretton Woods agreement stressed the importance of the US Dollar, thus satisfying
the US negotiators, who privately favoured a postwar world economy centered around
the dollar."® Since it is highly unlikely that such a world authority — with powers to issue
an international currency - may come around in the near future, one has to conclude that
the supply of currencies at an international level will remain a highly competitive
business. However, regional blocs are likely to emerge.

The IMF took a limited step towards the establishment of an international unit of account
with the creation of the Special Drawing Rights. In 1969, the First Amendment to the
IMF Articles of Agreement authorised the IMF to create Special Drawing Rights (SDRs)
in order to increase international liquidity. SDRs are international reserve assets
allocated through various issues.'” The SDR is also the unit of account of the IMF.
However the use of the SDR is rather restricted. To begin, holders of SDRs are only
prescribed holders. In addition, the frequency and size of SDR allocations has been rather

'® See Harold James (1996) at p. 46 and 50.

1 Until January 1, 1999, the value of the SDR was determined on the basis of the US $, Japanese Yen, DM,
FF and Sterling £. With the introduction of the Euro, the IMF replaced currency amounts of DM and FF
with equivalent amounts of Euros, based on the fixed conversion rates announced on 31 December 1998.



limited, with the last allocation in 1981. Over the years, several proposals to ‘harden’ the
SDR (so that it could become a medium of exchange) have also been unsuccessful.

CONVERTIBILITY

The requirement of convertibility according to the IMF Articles of Agreement only
extends to current account convertibility, i.e., to the unrestricted access to foreign
exchange to conduct trade in goods and services.”” Whether convertibility will also be
extended to capital account convertibility in the XXIst century remains a matter of
controversy. Both White and Keynes favoured the control of capital movements. Capital
movements in the 1920s and 1930s (in particular short-term capital flows) were
considered a fundamental ill of the inter-war economy. According to Keynes: “It is
widely held that control of capital movements, both inward and outward, should be a
permanent feature of the post-war system (...). If control is to be effective, it probably
involves the machinery of exchange control for all transactions, even though a general
open licence is given to all remittances in respect of current trade’'” White stated that the
reduction of the necessity and use of foreign exchange controls should be one of the
purposes of his proposed stabilization fund. (“Foreign exchange controls usually
constitute an interference with trade and capital flows”). He noted that each member
country should “subscribe to the general policies of permitting foreign exchange trading
in an open, free and legal market, and to abandon, as rapidly as conditions permit, all
restrictions or controls by which various classes of foreign exchange transactions have
been prohibited or interfered with.” However, he also pointed out that, in practice, there
are situations “that make inevitable the adoption of controls” on movements of capital
and on movements of goods.”” The final wording of Article VIII (2) (a) of the IMF
Articles of Agreement stated: “[N]Jo Member shall, without the approval of the Fund,
impose restrictions on the making of payments and transfers for current international
transactions.” Thus, IMF members were to avoid restrictions on current account but
remained free to impose restrictions on capital account.

In recent years, a number of voices within the Fund, as well as outside it, have advocated
the need to extend convertibility to capital account. However, following the recent
financial crises in East Asia — which have arisen from capital account problems (huge
private capital flows) — controls on short-term capital flows are in vogue again. Controls
on short-term capital inflows, as in Chile, have been appraised on the grounds that they
are subject to lesser volatility than countries with unrestricted capital mobility; if
speculators cannot bring money into the country, then capital will not flow out when

*Current account convertibility relates to the absence of restrictions in transactions involving the trade in
goods and services and is deemed to be a necessary condition for a country to be integrated efficiently into
the world trading system. Capital account convertibility relates to the absence of cross-border controls or
equivalent taxes and subsidies on international capital transactions; nowadays the most advanced
economies all have open capital accounts. Capital account convertibility is more problematic, particularly
in the case of developing countries and transitional economies. Prudential controls on foreign capital
flows, such as tax on short-term capital inflows, are sometimes considered to be appropriate. In addition,
controls on short-term inflows and outflows might also be appropriate in countries with weak financial
systems.

T See paragraph 45 of Keynes’ 1942 proposal, repr. in Horsefield, supra note at p. 13.

22 See White’s 1942 proposal, repr, in Horsefield, supra note, at p. 47 and 63.



market sentiment changes. Given these recent developments and taking into account the
fact that many economists question the wisdom of free capital flows,” it is unlikely that
capital account convertibility will be adopted by the Fund — through an amendment to the
Articles of Agreement — in the near future.

2.2. THE IMF AS AN INTERNATIONAL FINANCIAL INSTITUTION

The worldwide change from fixed to floating exchange rates, known as the abandonment
of the Bretton Woods [exchange] regime, also signified a more profound change in the
nature of the IMF: the shift in emphasis from being primarily an international monetary
institution focusing on issues such as exchange rate stability and convertibility, to
becoming an international financial institution with a broader array of responsibilities,
encompassing not only monetary issues, but also other issues such as payment systems,
banking and capital markets and financial reform. The Fund played a leading role in the
sovereign debt restructuring of the LDC countries in the 1980s (a financial role), in the
transition to market economies of formerly communist countries (a financial and advisory
role) and in the financial crises in the 1990s (a financial role). In the ensuing paragraphs
I will elaborate on how these changes have influenced (or should influence) the
redefinition of the three main functions of the Fund: surveillance, conditional financial
support and technical assistance.

3. THE MAIN FUNCTIONS AND ACTIVITIES OF THE INTERNATIONAL
MONETARY FUND

3.1 SURVEILLANCE

Surveillance can be defined as the appraisal of a country’s macroeconomic and structural
policies and performance from an international standpoint. Surveillance is a regulatory
or jurisdictional function, which has traditionally focused on the assessment of the
exchange arrangements, the exchange rate and the balance of payments.”* Surveillance
entails a judgement on the part of the Fund, and as with any judgement, a degree of
discretion is always involved. In the case of surveillance, the exercise of this ‘judgement’
is particularly complex, because of the interconnectedness between domestic and foreign
economic policy, the interdependence amongst countries and the political and social
consequences of some sensitive economic decisions.

BSee, e.g., Stanley Fischer et alii, “Should the IMF Pursue Capital Account Convertibility?” Princeton
Essays in International Finance No. 207, May 1998.

* “The focus of obligation on the part of members centers on the point and the terms of intersection of their
national economies with each other — that is the balance of payments, the exchange rate and the exchange
regime.” Manuel Guitidn, “The Unique Nature of the Responsibilities of the International Monetary Fund,”
IMF Pamphlet Series no. 46, 1992, atp. 11. See also p. 8.



The Fund mainly carries out surveillance through its so-called “Article IV consultations,”
though there is also multilateral surveillance, with the publication - by the Fund - of a
world economic outlook twice a year.

In accordance with Article IV of the IMF Articles of Agreement, IMF staff hold annual
bilateral meetings with members country. According to Article IV, Section 1:

“Each member shall:

(1) Endeavor to direct its economic and financial policies toward the objective
of fostering orderly economic growth with reasonable price stability, with
due regard to its circumstances;

(i1) Seek to promote stability by fostering orderly underlying economic and
financial conditions and a monetary system that does not produce erratic
disruptions;

(ii1))  Avoid manipulating exchange rates or the international monetary system
in order to prevent effective balance of payments adjustment or to gain an
unfair competitive advantage over other members; and

(iv)  Follow exchange policies compatible with the undertakings of this
Section.”

When an ‘Article IV consultation’ takes place, a Fund staff team (called an IMF
‘mission’) visits the country to collect information about macroeconomic policies,
national accounts, institutional developments, prices, wages and other issues. Following
the review of these policies, the Fund team holds discussions with the authorities
regarding the effectiveness of their economic policies as well as prospective changes for
the domestic economy and the member’s balance of payments positions. At the
conclusion of these discussions, and prior to the preparation of the staff’s report to the
Executive Board, the IMF mission often provides the authorities with a statement of its
preliminary findings. Once the IMF’s Executive Board has discussed the staff report,
they forward a summary of the discussion to the country’s government. The conclusions
of the report are only published if the country consents to do so.

The exercise of surveillance needs to adapt itself to global changing circumstances.
Indeed, every two years, the IMF reviews the principles and procedures that guide its
surveillance, as originally set out in a 1977 Executive Board decision. This changing
character implies that the judgement made by the Fund regarding the economic policies
of a given country needs to take into account the needs, problems and structural
weaknesses faced by that country. While surveillance in the past has typically focused on
the jurisdiction over exchange arrangements of members, surveillance nowadays needs to
take into account other issues, often involving the workings of the private sector (‘micro’
issues), such as good governance (both political and corporate governance), legal and
institutional reform, bank restructuring, financial reform, etc., in addition to its traditional
‘macro-economic’ assessment. In particular surveillance should be strengthened to
increase the Fund’s ability to detect incipient financial tensions. I further discuss this
issue below when I talk about the de facto lender of last resort role of the IMF in the
resolution of international financial crises.



3.2 CONDITIONAL FINANCIAL SUPPORT

IMF’s financial assistance (support to members experiencing balance of payments
problems) is conditional on the adoption and implementation of adjustment policies.
Conditionality is the set of policies and procedures developed by the Fund to govern the
access to and the use of its resources by member countries. These resources exist for the
benefit of the entire membership and are finite; hence their use need be temporary and
consistent with Fund objectives. The logic behind the conditionality requirements is that
a country with external payments problems is spending more than it is taking in. Unless
economic reform takes place, it will continue to spend more than it takes in.

IMF resources are quota subscriptions (the ‘capital base’ of the Fund) plus borrowed
money (general arrangements to borrow, GAB, and other specific programs). On joining
the Fund each member contributes a certain sum of money called quota subscription as a
sort of membership fee (25% of the subscription has to be paid in SDRs or other
currencies acceptable to the Fund and the rest in the member’s own currency). The richer
the country the higher the quota (e.g., the US, has the largest quota).”> Quotas are
expressed in SDRs (Special Drawing Rights, First Amendment to the Articles of
Agreement). The quotas form a pool of money that the Fund can draw from to lend to
members in financial difficulty. They are also the basis to determine how much a country
can borrow from the Fund and they determine the voting powers.

The word conditionality did not appear in the original Articles of Agreement.”® It was
first used in the 1964 IMF Annual Report, though two decisions of 1952 already
anticipated the concept. The word conditionality does not have a precise legal meaning.

An Executive Board decision of 2 March 1979 contains the principles applied to the use
of Fund’s resources. These principles have been often referred to as the “guidelines on
conditionality.” These guidelines spell out the policies and procedures that govern the
access and use of Fund’s resources by its members, and can be summarised in the
following terms: Along with the request for a loan the potential borrower presents to the
IMF a plan of reform (a "program") outlined in a letter of intent, undertaking some fiscal,
monetary and exchange rate polices. The specifics of the program are selected by the
member, not by the Fund. The Executive Board judges the sufficiency of the reform

2% The initial formula for the determination of quotas — first estimated by Raymond Mikesell - was a rather
unscientific exercise. See, e.g., Ariel Buira, “Reflections on the International Monetary System,”
Princeton Essays in International Finance, No. 195, January 1995, at pp. 31-33. Buira claims (at p. 33): “It
is certainly understandable that the lack of equity and rationality in the quota criteria continue to cause
controversy and mistrust among members today, just as it did fifty years ago.”
%% Article V,section 3(a) refers to the conditions governing the use of the Fund’s general resources:
“The Fund shall adopt policies on the use of its general resources, including policies on stand-by or
similar arrangements, and may adopt special policies for special 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.”



measures and whether the IMF can reasonably expect payment. The performance criteria
selected by the member are monitored through periodic reviews. The availability of
instalments in upper credit tranches (phasing out) is made conditional on the member’s
observance of performance criteria.

The language of conditionality would certainly have been described by Keynes as
“Cherokee.” Keynes derided the language used in the American drafts (a language that in
many instances was adopted in the final version of the Articles of Agreement) as
“Cherokee” in contrast with the “Christian English” of his own writings.”’

The purpose of IMF conditionality is to serve as a substitute for collateral. Banks require
collateral in commercial lending. Conditionality operates as a substitute for collateral in
lending to sovereign borrowers. The importance attached by countries to IMF
conditionality goes beyond the importance they attach to the fulfilment of other
obligations undertaken as members of international organizations. This is because IMF
conditionality can signal policy credibility to the markets. The existence of an IMF
program encourages private investment into the country. Being in arrears to the IMF
brings a country into the status of an ‘economic pariah.” This explains why countries are
ready to tighten their belt (and the belts of their citizens) in order to get and maintain an
IMF program. The eagerness to get or maintain a program may also help explain why, in
some instances, specific measures in a program have been proposed, without a full
awareness or analysis of their potentially negative social implications.

The interpretation of conditionality is not independent of the international economic
regime in place.” Indeed, the notion of conditionality has been relaxed over the last two
decades, through the establishment of less strict facilities and new procedures. Today
there is ‘strict conditionality’ (regular facilities) co-existing with ‘low conditionality’ or
relaxed conditionality’ (an issue which raises concerns in terms of the need for non-
discriminatory treatment of IMF members).

REGULAR FACILITIES (‘STRICT CONDITIONALITY’)

Member countries use the general resources of the IMF by making a purchase (drawing)
of other members currencies or SDRs with an equivalent amount of their own currencies.
The IMF levies charges on these drawings and require that members repurchase (repay)
their own currencies from the IMF with other members currencies or SDRs over a
specified time.

The regular facilities® that the Fund offers to its members are stand-by and extended
arrangements, which are not technically loans, but purchase and repurchase agreements.

*’See Harold James (1996) at p. 54. Keynes also complained about the predominance of lawyers on the
American side of the negotiating table. He observed (loc.cit.) that “lawyers seem to be paid to discover
ways of making it impossible to do what may prove sensible in future circumstances.”

% See, e.g., Manuel Guitian, “Conditionality: Past, Present and Future,” IMF Staff Papers, December 1995.
¥ A bit of “Cherokee” language is needed here: Reserve Tranche (previously gold tranche) is the name
given to the excess of a member’ s quota over the Fund’ s holdings of the member’s currency. A reserve
tranche can be drawn up at any time, with no charge and no expectation of repayment. Credit Tranches or



Stand-by arrangements give members the right to draw up specified amount of
IMF financing (for an annual 100% and a cumulative 300% of its quota) during a
prescribed period. They typically cover a 12-18 month period (although they can
extend up to 3 years). Repayments are to be made within 3 to 5 years. Drawings
are phased out quarterly and the release of the next ‘credit tranche’ is made
conditional upon meeting agreed performance criteria.

Extended arrangements (EFF) provide assistance to members for longer periods
(3 to 4 years) and repayment of the currencies they have drawn are to be made
with 4 and half to 10 years of the drawing. They are designed to rectify balance of
payment difficulties that stem from structural problems and require a longer
period of adjustment.

THE RELAXATION OF CONDITIONALITY

Conditionality has been relaxed over the years through the creation of new facilities and
the adoption of new procedures. I will classify these ‘low conditionality’ mechanisms
into concessional facilities, special facilities, accelerated procedures and exceptional (or
emergency) facilities.

1.

Concessional Facilities. In order to help the poorest countries in their process of
development the IMF has developed concessional lending facilities: SAF, ESAF and
PRGF. These facilities are made available in the form of loans (as opposed to the
regular facilities, which rely upon purchase and repurchase of currencies).

- Structural Adjustment Facility (SAF). The SAF was established in 1986 to
provide low income countries with concessional loans in support of medium-
term macroeconomic adjustment policies and structural reforms. The member
develops with the help of the Fund and the World Bank a medium term policy
framework for a 3 year period. Loan disbursements are made annually. The
applicable rate of interest is 0.5% and repayment is due in 5 and a half to ten
years. In November 1993, the IMF’s Executive Board agreed that no new
commitments would be made under the SAF.

- Enhanced Structural Adjustment Facility (ESAF). The ESAF was established
in 1987 and enlarged in 1994. ESAF arrangements have provided financial
support to low income member countries facing balance of payments
problems. Loans are disbursed semi-annually at an interest rate of 0.5% and
repayment is due in 5 and a half to 10 years. Countries with ESAF programs
are e.g., Burkina Faso, Ivory Coast, Ghana, Gambia, Kenya, Mozambique,
Tanzania, Uganda, Bangladesh, Nepal, Pakistan, Sri Lanka, Bolivia,
Honduras, Nicaraguan Albania, Cambodia, Mongolia, Vietnam. Almost all

upper credit tranches are typically subject to conditionality through stand-by arrangements. IMF credit is
made available in segments of 25% of a member’s quota (these segments are called tranches). For drawings
in the first credit tranche, members must demonstrate reasonable efforts to overcome their balance of
payments difficulties.



countries receiving ESAFs fall under the HIPC category: Heavily Indebted
Poor Countries.

- In November 1999 the IMF transformed its ESAF into the more positively
named Poverty Reduction and Growth Facility or PRGF and “expanded the
facility’s objectives to support programs that substantially strengthen balance
of payments positions and make them sustainable, while fostering durable
growth.*® Uganda became the first recipient of the new facility on 10
December 1999.

2. Special Facilities. The word “special” (introduced by the Second Amendment to the
Articles of Agreement, Article V, Section 3(a) provides for “low conditionality” in
the case of balance of payments problems. Accordingly, a number of low
conditionality special facilities have been designed over the years to cope with
specific balance of payments problems.

- The so-called “oil facility” in 1974 was designed to help members finance deficits
related to oil import price increases following OPEC’s decision in 1973. Only
two conditions were required: (a) to consult with IMF on balance of payments
needs; (b) to avoid enacting restrictions on international transactions.

- Compensatory and Contingency Financing Facility (CCFF). It provides financing
to members to cover shortfalls in export earnings and/or excesses in cereal import
costs that are temporary and arise from events beyond their control. Countries
which are commodity exporters have used the CCFF. The so-called buffer stock
financing facility (not used since 1984)was similar in nature to the CCFF.

- In April 1993, the IMF launched the so-called “Systemic Transformation
Facility,” to help former communist countries in Eastern Europe and the states of
the former Soviet Union in their transition to market- based economy. These
countries temporarily suffered sharp drops in exports and permanent increases in
import costs, particularly for energy products, because of the shift to market
prices, thus creating severe balance of payments problems. Both the performance
criteria, the phasing out and the terms were relaxed. The STF was used by 20
countries from 1993 to 1995. It was designed to pave the way for these countries
to move to regular IMF facilities.

3. Accelerated Procedures.

- In September 1995 [following the Mexican crisis] the IMF adopted an
“Emergency Financing Mechanism,” that is a set of accelerated procedures to
facilitate rapid Executive Board approval of IMF financial support in response to
crises in a member’s external account that require an immediate IMF response.
This Emergency Financing Mechanism is not a new facility, but rather the
adaptation of existing facilities (stand-by arrangements) to accelerated procedures

3% See IMF Survey of 10 January 2000, Vol. 29, No.1, at p. 1.



so as to facilitate rapid Executive Board approval of IMF financial support in
response to crises in a member’s external account that require an immediate
response.”’ The emergency financing mechanism was adopted in the approval of
the stand-by arrangements for Korea (SDR 15.5 billion, about $21 billion), for
Indonesia (SDR 7.3 billion, about $10.1 billion) and Thailand (SDR 2.9 billion,
about $3.9 billion).32 In these Asian bail-outs, as well as in the Mexican one, the
guideline that members can only draw up a specified amount of IMF financing in
proportion to the member’s quota (typically an annual 100 percent and a
cumulative 300 percent of its quota) was not followed. The Korean stand-by
arrangement is equivalent to 1,934 percent of Korea’s quota, the Indonesian one
to 490 percent of Indonesia’s quota, and the Thai one to 505 percent of Thailand’s
quota. The Emergency Financing Mechanism as a procedure is reminiscent of the
workings of the lender of last resort role of the central bank (LOLR) at the
national level: it is the speed, the immediacy of the availability of liquidity
assistance that makes the LOLR particularly suited to confront emergency
situations.

4. Exceptional (or Emergency) Facilities.

- In December 1997 the IMF adopted the Supplemental Reserve Facility as a new
facility intended to provide financial assistance to a member country experiencing
exceptional balance of payments difficulties due to a large short-term financing
need resulting from a sudden and disruptive loss of market confidence reflected in
the pressure on the capital account and member’s reserves. The SRF is clear step
in the formalisation of the role of the IMF as International Lender of Last Resort.
The Supplemental Reserve Facility (SRF) is intended “to provide financial
assistance to a member country experiencing exceptional balance of payments
difficulties due to a large short-term financing need resulting from a sudden and
disruptive loss of market confidence reflected in pressure on the capital account
and member’s reserves.”” Assistance under the facility is available when there is
a reasonable expectation that the implementation of strong adjustment policies
and adequate financing will result, within a short period, in an early correction of
the balance of payments difficulties. In order to minimise moral hazard, a
member using resources under this decision is encouraged to seek to maintain
participation of creditors, both official and private, until the pressure on the
balance of payments ceases. A member should also be aware - I would add - that
not all countries will be bailed out. (Indeed Russia was not bailed out). Financing

'M. Guitian argues in “Conditionality: Past, Present and Future,” Staff Papers, Vol. 42, No. 4,
International Monetary Fund, December 1995, that the interpretation of conditionality is not independent of
the international economic regime in place.

*See IMF Survey of December 15, 1997 for the approval of the Korean arrangement, IMF Survey of
November 17, 1997 for the approval of the Indonesian stand-by arrangement, and I/MF Survey of
September 17, 1997, for the approval of the Thai stand-by arrangement.

3See IMF Survey, 12 January 1998, at p. 7. This facility has at the international level some of the features
that Thornton and Bagehot described for the LOLR at the domestic level. It should be noted that both
Thornton and Bagehot wrote their important contributions to the understanding of the LOLR in the
nineteenth century, when crises were mostly confined to the national arena.



under the SRF is made available in the form of additional resources under a stand-
by arrangement. Countries borrowing under the SRF are expected to repay
within one to one and a half years of the date of each disbursement. During the
first year from the date of approval of the SRF, borrowers pay a surcharge of 300
basis points above the rate of charge on IMF loans (which averaged 4.7 percent in
1997). This rate increases by 50 basis points at the end of that period and every
six months thereafter until the surcharge reaches 500 basis points.

- In April 1999 the IMF adopted the Contingent Credit Line (CCL). The CCL takes
the form of an addition to the Supplemental Reserve Facility established in
December 1997. The CCL is intended for members that are concerned with
potential vulnerability to contagion, but are not facing a crisis at the time of
commitment. The CCL is another step in the formalisation of the international
lender of last resort of the IMF, an issue which I explore in Section 4 below.

3.3 TECHNICAL ASSISTANCE

The third main function performed by the IMF is technical assistance, a task which has
grown in importance in recent years. Technical assistance and training in banking and
monetary policy, foreign exchange, fiscal policy and statistics has become a major
function of the International Monetary Fund in the 1990s, particularly in the transition
from centrally-planned economies to market economies in the formerly communist
countries of Eastern Europe and the Former Soviet Union.

4. SHOULD THE IMF ADOPT AN INTERNATIONAL LENDER OF LAST
RESORT ROLE?

The fear that a domestic conflict can expand - by contagion - to other countries has led to
the emergence of the International Monetary Fund as a de facto international lender of
last resort. Proposals to entrust the IMF with such a role as well as proposals to create an
international bankruptcy court were first debated in 1995, following the Mexican crisis
sparked by the devaluation of the peso at the beginning of the Zedillo Administration.**

#See J. Sachs, “Do We Need and International Lender of Last Resort,” paper presented to the Study Group
on Private Capital Flows to Developing and Transitional Economies at the Council of Foreign Relations on
October 5, 1995. Sachs argues that international bankruptcy procedures modeled upon Chapter 9 and
Chapter 11 of the US Bankruptcy Code would be the best response to cope with Mexican-type crises.
Sachs’ proposals, which include the reorganization of the IMF to act as a kind of international bankruptcy
court rather than as a lender of last resort to member governments, overlook important legal and
constitutional aspects, including inter alia the difficulties of enforcing international law and the differences
in national legislations regarding insolvency law and liquidation procedures. For instance, at the EC level -
where a coherent degree of harmonization has been achieved in other banking aspects - a proposed
directive on the reorganization and winding-up of credit institutions is still the subject of much controversy.
A bankruptcy procedure for developing countries analagous to Chapter 11 of the US Code is also
recommended in a report published by B. Eichengreen and R. Portes in 1995, under the title of “Crisis?
What Crisis? Orderly Workouts for Sovereign Debtors”, CEPR. See also the Group of Ten Working



The crises in Thailand, Indonesia and South Korea re-ignited this debate in 1997, as the
International Monetary Fund provided - through stand-by arrangements - emergency
liquidity to these countries. A bail-out package was deemed necessary to restore
confidence and to renew access to funding in the international capital markets.”> For
better or worse, the IMF appears to be emerging as a de facto international lender of last
resort. In this scenario, I would like to make a number of suggestions.

First, should the IMF “formally” adopt such an international LOLR role, it should be
accompanied by enhanced surveillance. Domestically, the lender of last resort role
justifies regulation. It then follows that any degree of international protection justifies
strengthening international banking rules®® and enhancing surveillance of domestic bank
supervisory and regulatory policies. In fact, this increased surveillance and enhanced
transparency in banking and financial matters is needed even if the IMF were not to adopt
an international lender of last resort role. Article IV of the IMF Articles of Agreement
could be revised or creatively re-interpreted to allow for greater and closer surveillance
over financial systems and their supervision and regulation. Such a mandate would entail
the need to hire a new team of economists, analysts and lawyers with expertise in banking
and finance. In the interim period, the IMF could rely upon external consultants to
supply those skills and retrain part of its staff to be able to examine issues related to the
functioning of the financial sector and capital flows and the demands of bank soundness
(ensuring full awareness of market views and perspectives).

The IMF should also develop an internal rating system for countries’ banking and
financial systems akin to the CAMEL system in the USA, which is a composite rating
that takes into account capital adequacy, asset quality, management competence, earnings
and liquidity. The information (about banks) in the USA is provided to the authorities
through on-site examinations and reporting requirements. The IMF ratings that I propose
would also be composite ratings and would be based upon the results of “micro” Article
IV consultations as suggested above.”” Whether these proposed ratings should be
published (like private ratings from rating agencies) or not (like CAMEL ratings or
“macro” Article IV consultations) is debatable. The benefits of publication are probably
outweighed by the costs of publishing explicit IMF ratings, as such publication could

Party’s Report on “The Resolution of Sovereign Liquidity Crises”, May 1996, and P.Kenen (ed.) “From
Halifax to Lyons: What has been done about crises management?” Essays in International Finance,
Princeton, October 1996.

33 The techniques adopted in the last twenty years to deal with international financial crises have shifted
from debt rescheduling to debt restructuring and debt reduction, and from these restructuring techniques to
bail-outs, though the IMF surprised world capital markets by not bailing out Russia in the summer of 1998
(this non bail-out has been referred to by some policy-makers as a ‘moral hazard shock’).

*The Core Principles for Effective Banking Supervision, adopted by the Basle Committee on Banking
Supervision in September 1997, are a step in this direction.

37 Arminio Fraga — current Central Bank Governor in Brazil - has indicated that the IMF should act as “the
permanent auditor of countries, who should voluntarily submit themselves to examination in order to lower
their borrowing costs.” See A.Fraga, “Crises Prevention and Management: Lessons from Mexico” at p.
54, in P. Kenen (ed.), “From Halifax to Lyons: What has been done about crises management?” Essays in
International Finance, Princeton, October 1996. Fraga also proposes that Article IV consultations be
supplemented by quarterly reviews to enhance the credibility of the data released under the IMF’s
initiatives on better disclosure of country data (i.e., the special and general data dissemination initiatives).



potentially increase the incentives for countries not to tell the truth or, at least, to be less
open with the Fund, thereby changing the relationship between the IMF and its members.
Unpublished IMF composite ratings on countries’ banking and financial systems would,
on the other hand, provide the IMF with valuable information for its lending decisions
without any of the drawbacks of publication. Because there is no collateral in
international sovereign lending (conditionality serves a substitute for collateral), the
decision to support a troubled country needs to be based upon the best possible
information.

Should the IMF surveillance function extend to micro prudential supervision, it would be
logical to ask whether the IMF should also adopt a regulatory role (currently carried out
de facto by the Basle Committee on Banking Supervision. The IMF is, to some extent,
better suited than the Basle Committee to adopt that role, because it is a formal
international organization (as opposed to the Basle Committee, whose existence is not
formalised by an International Treaty), with a large membership comprising developing
and developed countries (as opposed to the Basle Committee, which comprises only the
expanded G-10 countries), and with strong communication ties with ministries of finance,
central banks and other representative governments in countries all around the World (the
members of the Basle Committee are central banks and supervisory agencies from the G-
10 countries). The IMF, through its surveillance function, already exercises a regulatory
or jurisdictional function over its members.

From a practical point of view, it has been argued that if the problems are of illiquidity,
what the country needs is quick cash upfront.”® Stand-by arrangements are relatively too
long (1 to 3 years, with repayment to be made within 3 to 5 years), and somehow
unsuitable for emergency liquidity crises, as drawings are typically phased out quarterly
and the release is made conditional upon meeting agreed performance criteria. A short-
term lending facility is better suited to offset crises or emergencies in the capital account
of the balance of payments. (In a way, the IMF has already given a step in this direction
through the approval of the Contingent Credit Line in April 1999 and the Supplemental
Reserve Facility in December 1997 and through the adoption of the so-called Emergency
Financing Mechanism in September 1995). The obvious problem with these emergency
facilities is that given the magnitude of capital flows today, the IMF would only be able
to engage at any given time in a limited number (very few) of ‘bail-out’ packages, thus
raising questions of possible discriminatory treatment of members.

There are other problems and disadvantages with international bail-outs.* First, they give
rise to moral hazard incentives: investors’ folly, reckless bank lending, irresponsible

*¥M. Feldstein in an article published in the Financial Times on 5 March 1998 (“Trying to do too much”)
claims that if the purpose of the IMF packages for Korea, Thailand and Indonesia was “to act as a lender of
last resort in order to stop financial panics and the runs by creditors, the IMF’s funds would have had to be
available for immediate disbursal, not held back until these countries demonstrated their willingness to
carry out major structural reforms.”

*See R. Lastra, “Lender of Last Resort, an International Perspective,” International and Comparative Law

Quartely, Volume 48, Part 2, April 1999, at pp. 359-361.




policies, delays in policy change, etc. Though the moral hazard is not created by the bail-
out per se, but by the precedent it constitutes and by the expectations it generates,
particularly on creditors). Second, other techniques to deal with crises may prove more
efficient and less costly than bail-outs; for instance, what appeared to settle the issue in
South Korea in December 1997 was the agreement between Western banks and Korean
banks as to the restructuring of the Korean debt (rolling it over). Third, any commitment
of funds in advance might not only give rise to moral hazard incentives but also be
insufficient to contain a crisis when massive financial assistance is needed. Unlike
domestic central banks, the IMF cannot print money and, thus, cannot lend freely.
Neither in the Mexican nor in the Asian bail-out packages did the IMF provide the funds
alone. The IMF acted as a leader or coordinator in the design of the packages (akin to the
role of the lead bank in a syndicated loan), but the support of national governments - in
particular of the US Government - was essential. Indeed, if what people want in a crisis
is US dollars, one could argue that the Fed is also assuming a quasi international LOLR
role! Fourth, bail-outs may be inequitable if they allow investors to “escape” when they
should take a hit for their bad decisions. If investors are not hit for their bad decisions
then the burden of such decisions shifts to taxpayers, since IMF funds are ultimately
taxpayers’ money.*" Fifth, the financial crises in South East Asia are a good stimulus for
reform; the moral hazard of an international LOLR may allow bad policies to remain in
effect much longer. At the end of the day, the final response must be at the domestic
level: reforming the domestic financial sector and strengthening its institutional
framework. Sixth, as I have already mentioned, stand-by arrangements of the magnitude
of Mexico and Korea stretch IMF resources, which are finite, impeding the alternative
use of those resources for other purposes. Finally, given the recurrent nature of financial
crises,”' and the difficulties to predict and prevent the next crisis, one might wonder if
today’s solution (i.e., a bail-out package) might be a good response for tomorrow’s crisis.
Let us hope we do not end up with an International Deposit Insurance Fund!

The management of financial crises, which is an important element in the new
international financial architecture, needs to emphasise preventive ex ante measures, such
as early warning systems, and better data dissemination, rather than ex post protective
measures, such as the provision of emergency liquidity assistance, whose efficacy is
limited by the finite nature of IMF resources, given the magnitude of private capital flows
nowadays. The involvement of the private sector (‘bailing in’ private investors) in the
prevention and resolution of financial crises should also be fostered.

*“However, in principle, the country which receives a stand-by arrangement is expected to pay back to the
Fund the amount received plus a rate of interest in a timely fashion.

*'As C. Kindleberger, A Financial History of Western Europe, 1984, at p.273, reminds us:

“The record [in financial markets] shows displacement, euphoria, distress, panic and crises occurring
decade after decade, century after century.”



5. WHICH DEVELOPMENT ROLE FOR THE IMF?

Prosperity, like peace is indivisible. We cannot afford to have
it scattered here or there among the fortunate or to enjoy it at
the expense of others. Poverty, where it exists, is menacing to
us all and undermines the well-being of each of us.

US Treasury Secretary, Henry Morgenthau, Inaugural Adress,
Bretton Woods, July 1, 1944.

Nowadays the IMF is fundamentally an international financial institution. This character
does not preclude a development role for the institution. The question we should ask
ourselves is not whether the IMF should have a development role or not, but rather:
which development role should it have in the XXIst century? In my opinion, it should be
a residual development finance role, focused on the poorest countries (those which
typically fall under the category of heavily indebted poor countries or HIPC). Such a role
has two main components: debt relief to HIPC countries** and financial support (typically
concessional) to those countries that do not enjoy access to international capital
markets.”>  Financial support to the poorest countries should also include, in some
instances, ‘lending to arrears,” i.e., providing financing to those countries that have
outstanding financial obligations to the IMF.

The position and reputation of the IMF in the international financial community makes it
a particularly suitable actor in the process of financing development in the poorest
countries. This process requires the active involvement of both the World Bank and the
IMF. Poverty alleviation is a daunting task, but one that that international community
‘cannot afford’ to neglect, in the words of Morgenthau.

CONCLUDING REMARKS

The Bretton Woods institutions, the International Monetary Fund and the International
Bank for Reconstruction and Development, were set up in Bretton Woods in 1944 in a
context of war and with the memories of hyperinflation, depression, high unemployment
and fluctuating exchange rates still fresh. This paper has focused on the changing role of
the IMF and some of the challenges this institution faces in the XXIst century. Despite

2 A commitment to provide increased debt relief for the poorest countries was endorsed by the Governors
of the World Bank and the IMF at their September 1999 Annual Meetings in Washington DC.

The IMF should not provide development finance to the better-off developing countries. Indeed, it can be
argued that countries which can access private capital markets do not need financial support from
international financial institutions (World Bank and others). This point is developed by Dani Rodrik in his
1995 NBER Economic Paper, “Why is there Multilateral Lending?”. Rodrik differentiates between
multilateral lending related to humanitarian considerations (concessional lending) and other multilateral
lending not related to such considerations. He points out (at p.3) that “during the early 1990s less than a
quarter of gross disbursements from multilateral sources was concessional.”



the abandonment of the par value regime in the 1970s, the importance of the IMF has
remained undiminished. Over the last two decades, the IMF’s mandate has been
broadened: from being primarily an international monetary institution to becoming an
international financial institution, encompassing not only monetary issues but also other
financial issues (capital markets, payments systems, etc.). The IMF played a leading role
in the sovereign debt restructuring of the LDC countries in the 1980s, in the transition to
a market economy of formerly communist countries in the early 1990s and in the
resolution of financial crises in Mexico and Asia in the mid to late 1990s, though its
handling of such crises has been the subject of much controversy. I argue in this paper
that the domain surveillance should extend beyond macro-economic policies. In
particular, the IMF’s surveillance function should be extended to [micro] prudential
financial supervision, through a creative re-interpretation of Article IV of the Articles of
Agreement and through the development of unpublished composite ratings to measure
the safety and soundness of countries’ financial systems. The changing notion of
conditionality is also surveyed in the paper. Today ‘strict conditionality’ co-exists with
‘relaxed conditionality,’ thus raising concerns in terms of the need for non-discriminatory
treatment of members. The wisdom of the provision of emergency financial support,
i.e., the wisdom of granting the IMF with an international lender of last resort, is also
questioned in my paper, given the finite nature of IMF resources and the magnitude of
private capital flows nowadays. Finally, I suggest that the IMF should play a
development finance role (debt relief and concessional financial support) in the case of
the World’s poorest countries that do not enjoy access to private international capital
markets.
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IMF review of conditionality

Comment by Paul Lowenthal'

1. The discussion in IMF is restricted to two problems and three solutions.

Problems are (P.1) the all-too large number and, sometimes, ambition of conditions that are imposed upon borrowing
governments and (P.2) the disproportion between (ever more likely) non-commitment and its sanction.

Proposed solutions are (S.1) concentrate on IMF’s own, financial, competence; (S.2) change conditions into result
requirements, to be evaluated more synthetically (parsimony) in the course of the program and, either sanctioned in
proportion of the shortcoming, or gratified according to achievements; (S.3) shift public aid from micro-management
(projects) to macro-management (fiscal support programs and governance-related conditionalities).

2. The two operational problems that are mentioned widely understate what is at stake. We should add the
following ones.

P.3: Perverse effects: long-term domestic consequences of macro-financial squeezes, inmizerizing-growth effects
of export-led strategies focusing on natural resources and cheap labor, backward redistribution, a.s.o.

Example:

For a country to be accepted in HIPC 11, it must (i) comply with macroeconomic equilibrium and stability requirements,
(i1) suffer unbearable debt charges, in other words, be in good and bad health. Fiscally, it means both a quasi-equilibrium and
high financial burden — hence a forceful overhead burden on other, i.a. social, missions.

P.4: Limits of competence, in a technical sense. Specialists of money and finance or, at best, macroeconomics, IMF
staff and Board orient and evaluate policies in all the fields of economic and social policies, incl. industrial strategy,
labor-market, social provision, a.s.0o. We will not comment on this issue, which seems to be gradually recognized — at
least by the World Bank.

P.5: In contrast with alleged technicity and professionalism, uniformity of — ideologically conditioned — policy
stances, irrespective of institutional, structural, or cultural specificity, local relations of power, their preference for a
fiscal pattern or concern for environmental protection — not to speak of national sovereignty as to their socio-political
regime.

P.6: Limits of competence, in a legal sense. Concerned with policies but forcing upon structural and systemic
options, IMF conditionalities in structural adjustment or poverty reduction programs are interfering with politics,
though lacking the corresponding legitimacy. (P.4) and (P.6) are connected but different. The former relates to
policies’ contents (decision making), the latter to formal politics (decision-taking)

Let us be clear: the point is not to dispute the legitimacy of an inference in national domestic affairs by an inter-
national institution, whenever backed by international law, but the legitimacy of IMF as an political decision-taker,
sharp. This because of their own legal structure and, more so, because their unwillingness (i) to assume international
law, (ii) to account for their policies before such political bodies as the UN economic and social committee.

3. With these problems in mind, the suggested solutions call for the following remarks.
S.1: Division of tasks between institutions could well call for a concentration by IMF on its original, monetary and
financial, missions. Hence on precise policy issues. But “real” economic and social consequences are foreseeable and

choices must be made — which cannot be but socio-political.

S.2: Evaluating achievements is intended to enhance local governments’ responsibility in their own policies — but
evades the Fund’s own responsibility (P.6).

! Economist, professor Université catholique de Louvain, member of the committee for economic and social affairs of local (French-speaking
Belgium) Amnesty International and Human Rights League. <lowenthal@jires.ucl.ac.be>
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S.3: Going over to governance-related conditionalities and macro-management, conflicts with the restrictive,
technical view of S.1 and 2. Having criticized the latter, I accept the present suggestion, but provided IMF (i.a.) to be
giving the legitimacy it is lacking (P.6).

Example:

Fiscal support programs have clear advantages. A unique negociation between local authorities and its donors permits a
global view of national policies, coherence in foreign aid, an equilibrium between foreign and national efforts, and ownership
by the local government. But the system has its drawbacks.

(1) It widens the gap between decision takers and stakeholders. Decentralization, if any, and consulting (a government biased
subset of) civil society do not warrant a co-responsibility by the local people involved. The fact is, in all-too numerous cases
of socially avert, however formally legitimate, governments there is a negative correlation between ownership by the
government and by the people...

(i1) Negociation on the public budget means an increased ingerence in its political stance leading to an international tutorship
that is likely to be felt as neo-colonialism.

4. The crux of aforementioned criticisms is the pretension to separate policies from politics, the latter being left
with local authorities. Clearly, IMF was not originally designed to take or impose political options, and that it lacks
competence to do so, in both technical and legal sense, in its present institutional building. But there is no such thing
as a non-political policy, and one cannot escape political “games” without evading political legitimacy, i.e.
democracy and its implications: accepted governance, people’s participation in the countries — compliance with
international law and political accountability by IMF.

5. The clue to a relevant institutional adjustment, thus to an adequate reform of conditionalities, is in the
acceptance of (i) the primacy of international law, (ii) the legal status of human rights.

Once agreed upon, i.e., ratified by a sufficient number of countries, the UN Declaration on human rights and its com-
plementary treatises (on women, children, workers, prisoners, handicapped persons, a.s.o., and on the environment)
are no longer moral statements or political projects: they are law. Even if they still lack exequitur and justiciability.

This is obvious for the European-continental tradition, rooted in a jus gentium that is itself the basis of international
law. For their lawyers, human rights are rights (P.Klein 2000, in appendix). It is not obvious for the Common-law
based anglo-saxon legal model, which is more or less consciously followed by international institutions. But the latter
should not be allowed to evade norms to which their members are committed. And this does not mean (as IMF
officials have said) adding a mission to the statutory ones, but complying with a legal constraint.

6.  Although non-operational in the present state of affairs, the following tracks should be followed towards other,
more meaningful solutions.

S.5: Ratification and commitment with international treatises, including their embodiment in conditionalities.
Complying with international law cannot be considered an interference in sovereign States’ domestic affairs.

S.6: Accountability of the Fund itself (as of World Bank) before the relevant international institutions: United
Nations and international Courts.

S.7 : Institutional reform that make room for the required competence, in terms of both full-scope professionalism
(policy) and legitimity (politics).

7.  Attached, you find the preliminary program of a conference on conditionalities that is to be held at Université
catholique de Louvain (Louvain-la-Neuve, Belgium) on October 4-5, 2001. We should gladly welcome IMF-Staff
members and make room for them in the first-day panels.

Attachments
= Pierre KLEIN, International Financial Institutions and Human Rights.

= Preliminary program, Conference on Conditionalities, Université catholique de Louvain.
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INTERNATIONAL FINANCIAL INSTITUTIONS AND HUMAN RIGHTS'

by

Pierre KLEIN

Senior Lecturer at the U.L.B. Law Faculty;
U.L.B. International Law Centre

Some aspects of the activities of international financial institutions have given rise to a good deal of
controversy, and have been subject to often intense criticisms in the last few years. This is in particular
the case for the two vocationally universal organisations created in the framework of the United
Nations system by the Bretton-Woods agreements, the International Monetary Fund (IMF) and the
International Bank for Reconstruction and Development (IBRD), the latter, with other institutions,
now a part of what is known as the World Bank group®. According to the terms of its Articles of
agreement, the objectives of the IMF are to favour international monetary cooperation and exchange
stability, to help Member States solve their balance of payments issues by providing them with the
resources of the Fund in return for appropriate guarantees and to “facilitate the expansion and balanced
growth of international trade, and to contribute thereby to the promotion and maintenance of high
levels of employment and real income and to the development of the productive resources" of the
Member States’. The objectives of the IBRD supplement the Fund’s actions and help Member States
to rebuild and develop their territories by facilitating productive capital investment, and encouraging
private investments abroad with the help of guarantees and private loan and investment participation,
or by supplying financial means taken from its own capital. However, the calling into question which
these organisations have been submitted to are in reality less targeted towards their functions and
missions than towards their way of operating. Stringent criticism has thus been formulated since the
1960’s regarding the IBRD and the IMF’s loan policy. This criticism related most particularly to the
loans agreed by the Bank to South Africa and Portugal when the apartheid policy of the former State
and the colonial policy of the latter had already been condemned several times by the General
Assembly of the UN. This body had repeatedly called on the United Nations system's financial
institutions to abstain from giving any form of aid to those two States for as long as they maintained
these policies’. The UN and the Bank had then entered into open conflict, before a truce was agreed
between these two organisations in 1967°. Loans from the World Bank or the IMF constituted an
indirect support for such totalitarian regimes which was from then on frequently condemned.

The “conditionality” policies followed by the two specialised agencies also attracted a good
deal of criticism. Both gradually attached various conditions to the loans they agreed with their
Member States, the general objective of which was to ensure better health to the economy of their
beneficiaries through “structural adjustment policy” (SAP) ’. Of course, the terms of these loans — and

! Translation from an article published in Revue belge de droit international, 2000.

% In addition to the IBRD, this group includes the International Finance Corporation (IFC), the International Development
Association (IDA), the International Centre for the Settlement of Investment Disputes (ICSID), as well as the Multilateral
Investment Guarantee Agency (MIGA); for additional information on these, see a.o. Ibrahim F.I. SHIHATA, The World
Bank in a Changing World, Dordrecht/Boston/London, Nijhoft, 1991, pp. 7-14.

? Article 1 of the Agreement on the International Monetary Fund, 27 December 1945 ; 2 UN.T.S. 41.

* Article 1 of the Agreement on the International Bank for Reconstruction and Development, 27 December 1945; 2 UN.T.S.
135.

5 See a.0. resolutions 2105 (XX) of 20 December 1965 and 2184 (XXI) of 12 December 1966.

% See on this controversy the report of the Secretary-General of the UN on consultations with the IBRD, doc. A/6825,
reproduced in (1967) U.N..J.Y. 120-147, and Samuel A. BLEICHER, “U.N. v. LB.R.D. — A dilemma of functionalism”,
(1970) International Organisation 36 and seq. and Paulette PIERSON-MATHY, “ L’action des Nations Unies contre
I’apartheid (III)” (The action of the United Nations against apartheid), (1971) Rev. belge D.I. 148- 198.

7 On the setting up of this policy by the IMF, see a.0. Erik DENTERS, “The IMF in the 1990s: Structural adjustment through
cooperation”, in Subrata Roy CHOWDURY, Erik DENTERS and Paul DE WAART (Editors), The right to development in
international law, Dordrecht/Boston/London, Nijhoff, 1992, pp. 366 and seq.; Jean-Marc SOREL, “Sur quelques aspects



the relevant policies — are subject to negotiations between the organisations and the borrowing States
and are at the end of the day freely accepted by these States who commit themselves to respect them in
a “letter of intent” addressed to the organisation®. Nevertheless the very limited margin for manoeuvre
which most of the States concerned are in reality reduced to allowed the IMF and the World Bank to
dictate often drastic economic policy to these States. The elements of these policies (which include in
many cases the reduction of public spending and the role of the State in the economy, as well as
cutting back on imports) sometimes had important — and negative - repercussions in several countries,
in the social field, in particular putting at risk the access of significant layers of the population to
various essential services °.

These situations expose two kinds of infringements of human rights — indirect in both cases, as
they are not an immediate consequence of acts of the relevant organisations themselves. In the first
case, the loans agreed by the financial institutions contribute to allowing political regimes with little or
no concern for the respect of human rights to maintain themselves and continue with their policy; in
this case it is essentially civil and political rights which are negated. In the second, the SAP often
results in a reduction of the population’s standard of living and the restriction of access to certain
services, therefore leading to infringements of economic and social rights'’.

In legal terms, understanding these “perverse effects” of the action of the World Bank and the
IMF raises fairly complex issues connected to the determination of the legal obligations which bind
these two institutions in this field''.

Both organisations have always restricted the debate to their own legal order. But we will see
that beyond the rules specific to the organisations, mapping out their competences and regulating their
functioning — and even their interpretation by the two relevant institutions is subject to caution — (I),
there exist more general standards of international law which require them to ensure that the policies
they follow or “lay down” do not infringe on human rights (II).

L — THE “CONSTITUTIONAL LIMITATIONS” ARGUMENT
DOES NOT PREVENT THE TAKING INTO ACCOUNT OF THE
HUMAN RIGHTS SITUATION IN THE BORROWING COUNTRIES
BY INTERNATIONAL FINANCIAL INSTITUTIONS

The international financial institutions have constantly justified the practices described above by shel-
tering behind the constitutional framework which was put into place for their action, by arguing that
the latter imposed on them to only take into account economic considerations in the pursuit of their
activities. This argument was strongly put forward in situations where criticism was levelled against
loans being granted to regimes with a poor regard for human rights (1). While this argument did not
prevent these organisations from giving a certain amount of importance to the achievement of econ-
omic and social rights, their practice in this area is however limited and their approach restrictive (2).

juridiques de la conditionnalité du FMI et leurs consequences” (On certain legal aspects of the conditionality of the IMF and
their consequences), (1996) E.J.I.L. 43 and 53 and seq.

¥ See on this Jean-Marc SOREL, loc.cit. (n.6), pp 47 and 60. As the author points out, the relationship between the Fund and
the Member State does not however take on a conventional aspect (ibid., pp.46-49).

? See a.0. the statement made in the report of the Secretary General of the United Nations listing the “Main conclusions of the
research work carried out by the organisations of the United Nations on the mains trends and economic and social policy in
the world and on the new issues which are appearing”, Doc. E/1990/81, 14 June 1990, p. 18, as well as the report by El Hadji
GUISSE on the achievement of economic, social and cultural rights subject to the Sub-Committee for the prevention of
discrimination and the protection of minorities of the United Nations Human Rights Committee, Doc. E/CN.4/Sub.2/1997/8,
para 65. For a specific case study, see the contribution of Gérard NIYUNGEKO in (1999) Rev. belge D.I. 8-18.

10 See a.0. the papers produced by the SAPRIN (Structural Adjustment Participatory Review International Network), a
network composed of several hundreds of organisations (NGOs, trade unio,ns, lobby groups) which assesses the impact of
SAPs in the countries where they are applied; these texts are available on the internet
(http:/www.igc.org/dgap/saprin/index.html).

"' In this article we shall only deal with the obligations of the international financial institutions themselves, excluding issues
of conflicting obligations and responsibility which the implementation of SAPs in Member States are likely to raise; on this,
see the contribution of Laurence ANDRE and Julie DUTRY in (1999) Rev. belge D.I. 58-85.



1. — Banning of political activity :
no basis for an argument

Based on the principle of speciality (a), the use of the ban of political activity by financial institutions
to justify their refusal to take into account the civil and political rights situation in countries receiving
their financial aid is in itself highly objectionable (b).

a) Political activity and the principle of speciality

The “constitutional” argument is founded on the principle of speciality of international organisations.
In virtue of this principle, these organisations, "secondary” subjects of international law, are only
endowed with competences of attribution — those conferred on them by the States which created them
— and cannot pretend to exercise authority in other areas than those attributed to them initially'>. This
principle has a specific practical application in the United Nations system, where the functionalist
approach has resulted in a sharing out of tasks between the UN, figurehead political organisation, and
the specialised institutions, in charge of more “technical” missions in areas as wide-ranging as health,
civil aviation, culture or finance. The — theoretical — exclusion of the “political” from the activities of
the specialised institutions is in itself a principle firmly grounded in the functioning of these bodies'.

As vocationally economic organisations, these financial institutions are thus required to circumscribe
their activities to this sole area. None but economic criteria should guide their actions and decision-
making, excluding all other considerations, and in particular political aspects. This requirement is
stated particularly clearly in the constitutive act of the IBRD. Article IV, section 10 of the agreement
establishing the Bank provides that

“the Bank and its officers shall not interfere in the political affairs of any member; nor shall they be
influenced in their decisions by the political character of the member or members concerned. Only
economic considerations shall be relevant to their decisions, and these considerations shall be weighed
impartially [...]"".

It is mainly on this provision that the Bank based itself to provide legal arguments in the controversy —
mentioned earlier — which opposed it to the UN regarding the loans it had agreed with South Africa
and Portugal'®.

As the former legal counsel to the International Monetary Fund put it with respect to the provisions of
the Articles of agreement of the IMF to which the same scope has been given,

“Noneconomic considerations, particularly of a powerful moral character, may make decisions on some
occasions appear, to some and even many members, to be applications of the maxim dura lex sed lex
(hard law, but law)”".

But the wording itself of the constitutive act does not give the choice of adopting another guideline,
which may in any case turn out to be perilous:

12 Charles CHAUMONT, « La signification du principe de spécialité¢ des organisations internationales » (The meaning of the
principle of speciality in international organisations), in Mélanges Henri Rolin, Paris, Pedone, 1964, pp. 58-59.

13 For further reading and a critical commentary, see Pierre KLEIN, “Quelques réflexions sur le principe de spécialité et la
‘politisation’ des institutions spécialisées” (Some thoughts on the principle of speciality and the ‘politicisation’ of specialised
institutions), in Laurence BOISSON DE CHAZOURNES and Philippe SANDS (Editors), International Law and Nuclear
Weapons and the International Court of Justice, Cambridge, Cambridge University Press, 1999, pp. 79-91.

' Loc.cit. (n.3). This prohibition is not stated as completely in the IMF statutes ; see however Article I in fine and Article IV,
Section 3, b) (loc.cit., n.2).

15 See the arguments put forward by the IBRD legal counsel in his letter of 5 May 1967 addressed to the UN Secretariat,
reproduced in annex to the report quoted earlier of the Secretary-General, pp. 134 and seq.

16 Sir Joseph GOLD, Political Considerations are prohibited by Articles of Agreement when the Fund considers requests for
the use of resources, IMF Survey, 1983, p. 148.



“The swimmer who goes out too far may seem to be waving but is drowning. The Fund that swims out
too far, even in a moral cause, will risk drowning. It will have lost the full confidence of its members. It
will be less able to promote universal prosperity. That task is the Fund’s moral cause™"”.

This reading of the abovementioned provisions of their constituent acts has consequently led the Bank
as well as the Fund to follow a constant policy of not taking into account the civil and political rights
situation in Member States when deciding on agreeing to a loan.

The World Bank’s practice has however been somewhat modified in this respect. Indeed, since the
beginning of the 1990s, its management bodies tend to admit the taking into account, in the decision-
making process, of non economic considerations — and in particular of the situation prevailing in a
State in the area of human rights - insofar as these aspects have a more general influence on the
capacity of the State in question to ultimately face up to the obligations which will result from the loan
agreement that the Bank would have accepted to agree with it:

“violation of political rights may [...] reach such proportions as to become a Bank concern, either due to
significant direct economic effects or if it results in international obligations relevant to the Bank, such
as those mandated by binding decisions of the United Nations Security Council”'®.

Consequently, if the human rights situation in a State which solicits financial aid from the World Bank
deteriorates to such an extent that internal troubles and tensions develop which may affect the general
functioning and the economic activity of the relevant country, or may lead to the adoption of sanctions
by the United Nations Security Council, the Bank could refuse to agree to the requested loan. The
taking into account by the Bank of the civil and political rights situation in a Member State remains
therefore limited and, in practice, the exception. As an example, the reasons put forward by the Bank
for the suspending of loans to Myanmar decided in 1998 are of a strictly technical nature (failure to
reimburse instalments due to be paid)'® and in no way refer explicitly to the massive human rights
violations committed in this country and denounced by many organisations”’. In addition, the legal
framework reference remains the same: the prohibiting of political activities set out in Article IV,
Section 10 of the constituent act of the Bank is in no way called into question. This is only insofar as
they affect economic factors — or, in a limited way, are an issue in terms of international legality in a
sufficiently significant way to lead to the application of sanctions by the Security Council — that
massive human rights violations could influence the decisions of the organisation. This development
turns out to be based on a larger interpretation — although still measured — of the terms “economic
considerations” contained in Section 10*'.

b) An erroneous interpretation of the constituent instruments

This general approach lays itself open to two kinds of criticisms: an “internal” one, linked to the
interpretation of the notion of “political affairs” which is found in the Articles of agreement of the
Bank, and an “external” one, concerning the general legal framework in which the Bank’s activities
take place. At this stage only the first one will be developed, as the other refers back to more general
issues which will be dealt with later™.

If the opposition made by the financial institutions authorities between economic and political
considerations is not subject to controversy insofar as it arises directly from the terms of their
constituent instruments, this is however certainly not the case for the inclusion of the issue of the
respect of human rights in the “political” field . It seems difficult to contest that this last issue has been

"7 Ibid.

18 Memorandum of the legal counsel of the World Bank of 21 December 1990, Sec. M91-131. See also the contribution of
Ibrahim SHIHATA in (1999) Rev. belge D.1. 86-96.

' See the information available on the internet website of the Bank (http:/www.worldbank.org).

2% See a.0. resolution 52/137 adopted by the United Nations General Assembly on 12 December 1997, as well as the report
from the ILO Commission of Enquiry on forced labour in Myanmar, Geneva, 2 July 1998.

2 See sp. Ibrahim F.I. SHIHATA, The World Bank in a Changing World, vol. 11, Dordrecht/ Boston/ London, Nijhoff, 1995,
p. 561.

*2 See infira, section I1.



more and more solidly grounded in international law for now over half a century. The International
Law Institute established in its 1989 resolution on the “Protection of human rights and the principle of
non intervention in the domestic concerns of States” that the obligation to respect human rights “is a
duty for all States with regard to the international Community as a whole™>, in virtue of the customary
and conventional regulations which have proliferated in this field over the last 40 or 50 years. A State

cannot therefore uphold that this issue is one of “national competence” or “internal affairs”*.

More or less significant or systematic violations of human rights can of course be part of State policy
- there are enough historical examples. It does not however constitute an element of “political
orientation” in a State which section 10 of the Bank’s statute prohibits it to take into account in the
carrying out of its activities. This provision echoes the principle of sovereign equality and its
corollary, the principle of non intervention in internal affairs of State. In this way, its aim is to protect
the Member States against the infringements which international financial institutions would be likely
to make on their “reserved area” by possibly penalising the political choices of the State requesting
financial assistance by refusing to grant them this aid. But the “political orientation” which is ensured
by many international instruments is normally understood to encompass the options chosen by a State
for the management of common interests in social, economic and cultural fields, or in a wider sense,
for the development of a human society®. This freedom of orientation, which is indirectly recognized
by the IBRD's Articles of agreement®, does not include that of infringing on the international
obligations of the State. In no international instrument will one find the statement or the presumption
according to which the freedom of choice of States — which constitutes one of the essential aspects of
sovereignty, a fundamental principle of international law — includes that of not complying with their
international commitments®’.

Bizarre as it may seem, this is the result of the interpretation upheld by the World Bank, which seems
to believe that the practice of human rights violation is integrated in the choice of political orientation
of the State committing this violation, and should therefore benefit from the protection of international
law. On the contrary, these human rights violations are obviously not a part of the State’s policy,
which is determined freely and the choice of which is protected by international law, but may only be
seen as an infringement of the international obligations of the State, which is in itself contrary to
international law®*. The issue of the respect of human rights is primarily a legal issue, not a political
one. In this respect, it is treading the wrong path for financial institutions to set aside its taking into
account in pursuing their activities in relation with Member States™.

It is obvious that this question belongs to a larger issue which is the legal framework within which are
integrated the activities of the financial institutions. Once agreed that the issue of non respect of
human rights by a Member State does not belong to the political sphere, inside which their constituent

2 4.1.D.1(1990) .338.

** Ibid.

25 See for example the setting out of the principles of sovereign equality, of self-determination and non intervention in
resolution 2625 (XXV) of the United Nations General Assembly (Declaration on Friendly Relations).

%% This reading of the IBRD statute can be confirmed by the confrontation of this text with Article I of the Agreement
establishing the European Bank for Reconstruction and Development (EBRD), which specifies that the objective of this
organisation is to contribute “to the progress and economic reconstruction of the Central and Eastern European Countries
which are committed to respect and put into practice the principles of pluralist democracy, of pluralism and of market
economy |[...] (Agreement of 29 May 1990, text reproduced in (1990) I.LL.M. 1077; our italics). The opposition between the
two instruments on this point — that the doctrine has shown up (see sp. Ibrahim SHIHATA, The European Bank for
Reconstruction and Development, Dordrecht/Boston/London, Nijhoff, 1990, p. 2) — shows that it is the free choice of the
Member States in terms of political and economic orientation that section 10 of the IBRD’s statute aimed to protect.

27 See more generally on this point NGUYEN Quoc Dinh, Patrick DAILLIER and Alain PELLET, Droit International Public
(International public law), 6" edition, Paris, L.G.D.J., 1999, p- 431, para. 280.

28 See already Olivier CORTEN and Pierre KLEIN, Droit d’ingérence ou obligation de réaction? (Right to interfere or
obligation to react?), 2™ ed. Brussels, Bruylant, 1996, pp. 91 and seq.; see also for its thematic similarity, on genocide, Linos-
Alexandre SICILIANOS, Les réactions décentralisées a l'illicite — Des contre-mesures a la légitime défense (Illicit
decentralised reactions — From counter-measures to self-defence), Paris, L.G.D.J., 1990, p. 478.

2 See already the general affirmation by Marc COGEN according to which « there is no legal contradiction between the
classical doctrine on prohibition of political activities and the doctrine of human rights” (“Human rights, prohibition of
political activities and the lending policies of Worldbank and International Monetary Fund”, in Subrata Roy CHOWDURY,
Erik DENTERS and Paul DE WAART, op. cit. (n. 6), p. 396).



instrument prohibits the interference of financial institutions, it remains to be seen whether
international law requires them to take into account in their decisions other international obligations
than those arising from their own constitutions. We will return to this in the second part of the study,
after having examined the position of the financial institutions with regard to the negative effects that
the structural adjustment programmes which the borrowing States are compelled to respect may have
on economic and social rights inside these States.

But before examining this issue, it should be noted that in practice the relevant organisations do not
present a very coherent picture of the meaning they attach to the obligation of abstaining from all
interference in the internal affairs of their members.

On the one hand, because of their understanding of what is “political”, and because of the prohibition
of imposing specific requirements on the borrowing States in this field appear singularly changeable.
Since the beginning of the 1990s, the Bank’s insistence on the notion of “good governance™ could in
many respects illustrate this “double discourse”. This concept of “good governance” is essential
political. Whether a State has satisfied —or not— to the criteria listed in the documents of the Bank
(among others the absence of discrimination in the policies followed by the relevant State,
transparency, the representativeness of the Government and the absence of corruption’) will be
subject to assessments which are obviously riddled with value judgements and an appreciation which,
it appears, will always be in the end political. But the fears of seeing the organisation “entangl[ed] in
political issues that typically extend beyond its mandate™”, so present in debates on civil and political
rights, seem here to suddenly disappear.

On the other hand, one cannot but observe that the structural adjustment programmes implemented by
the borrowing States at the invitation of the financial institutions ultimately turn out to be considerably
more intrusive in the “internal affairs” of these States than any other requirement relating to the
respect of civil and political rights. As one author observes “the adjustment loans bear witness to the
Bank’s wish not only to be an important source of financing, but also to play a determining role in the
decision-making process of the developing countries [...]”**. The analysis made by Danilo Tiirk of the
SAPs in his report on the achievement of economic, social and cultural rights presented to the United
Nations Sub-Committee on the prevention of discrimination and the protection of minorities is no
different’®. The paradox can hardly be overlooked, as by making them “political” the relevant organ-
isations include in the “reserved domain” of the States issues which are unanimously considered as not
belonging therein (the civil and political rights situation), whereas they simultaneously push with all
their weight on the orientation of economic and social policy of their Member States, an orientation
traditionally considered as relating in the first instance to the “internal affairs” of the States.

The position of the financial institutions in this area seems therefore marked by a far-reaching
ambiguity: on the one hand, they declare they have to base their action solely on economic
considerations and as they cannot intervene in the internal affairs of the Member States, they cannot
take into account the (non) respect of civil and political rights inside these States with regard to the
decisions they make on the granting of loans. Yet on the other hand they base themselves on criteria of
which some are intimately linked to a political judgment (“good governance”) to make these
decisions, and their loans carry with them conditions which weigh heavily on the power of the
beneficiary States to continue to determine in all sovereignty the options they intend to privilege to
ensure their economic, social and ultimately political development. As we will now see, the position of
the financial institutions regarding the taking into account of economic and social rights in the
statement of their policies and their decision-making process is also characterised by internal
contradictions, which if they are less obvious, are nonetheless just as real.

30 See esp. the memorandum “Issues of ‘Governance’ in Borrowing Members : The Extent of their Relevance Under the
Bank’s Articles of Agreement”, doc. Sec. M91-131 of 21 December 1990.

31 See a.0. Ibrahim F.I. SHIHATA, op.cit. (n. 1), pp. 84 and seq.

32 Tbrahim F.I. SHIHATA, op.cit (n. 20), p. 561.

33 Graham HANCOCK, Les nababs de la pauvreté (Poverty Nabobs), Paris, Laffont, 1991, p. 56.

3% Doc. E/CN.4/Sub.2/1992/16 of 3 July 1992, paras 42 and 44.



2. — The limited taking into account
of social and economic rights by
international financial institutions

If the idea which the financial institutions have now created for themselves of their role with
regard to economic and social rights is at right angles to the approach just described on the respect
of civil and political rights by the borrowing States (a), it is nevertheless true that the taking into
account by these organisations of the impact of their programmes and policies on the economic
and social rights’ situation in the relevant countries remains limited (b).

a) The achievement of economic and social rights as an aspect of the mandate of the financial
institutions

The difference in tone between the discourse of the financial institutions with regard to
respectively political and civil rights, and economic and social rights, can be found in particular in
the discourses and policies of the World Bank. As much the organisation itself as its most eminent
officials insist on the central place occupied by the achievement of economic and social rights in
the Bank’s objectives®. As soon as development becomes the main objective of the organisation’s
activities, it has by the nature of things put the emphasis on the achievement of rights which are in
the end simply concrete applications of this objective. The principal guidelines of several projects
it is financing bear witness to this concern: programmes for the fight against poverty, education,
health are a few illustrations®®. As stressed by the Bank’s legal counsel, the evolution is all the
more interesting that “[t]he Bank’s operations have covered numerous diverse issues including
population, education, health and social security, even though none of these issues are specifically
mentioned in the Articles of Agreement™’. It is therefore a dynamic interpretation of the mandate
entrusted to the Bank in 1945 which justifies the actions it undertakes in these different fields. But
in reality, the pursuit of these general objectives does not exclude the Bank’s policies leading to
serious infringements of economic and social rights.

c) A discourse partially contradicted by practice

A closer examination of the World Bank’s practices exposes the limits of the taking into account of
the economic and social rights in its activities. These limits are perceived in the framework of the
functioning of the inspection panel instituted in 1993 as a supervisory body of the activities of the
Bank, as well as the maintaining of the structural adjustment programmes in many countries.

According to the resolution establishing it, the World Bank inspection panel may be informed of a
request for an inspection by a person or group of persons declaring that “its rights and interests have
been or may be directly affected by an action or an omission of the Bank arising from the non respect
by the Bank of its policies and operational procedures regarding conception, evaluation and/or
achievement of a project financed by the Bank™*.

3% See more generally the contribution of the World Bank to the Vienna Conference on human rights of 1993, doc.
A/CONF.157/PC/61/Add. 19 of 10 June 1993.

% See a.0. Ibrahim F.I. SHIHATA, op. cit. (n. 1), pp. 97 and 109 and seq.

37 Tbrahim F.I. SHIHATA, op. cit. (n. 20), p. 557; emphasis added.

3% Para 12 of resolution n°93-10 of 22 December 1993; text available on the internet site of the World Bank
(http://www.worldbank.org/html/ins-panel). For further details, see a.o. Daniel D. BRADLOW and Sabine SCHLEMMER-
SCHULTE, “The World Bank’s new inspection panel: A constructive step in the transformation of the international legal




The texts which the Panel can apply in exercising its supervisory authority are in reality different
documents internal to the World Bank (circulars, directives, etc.) through which the main guidelines
and procedures decided on by the governing bodies of the organisation are brought to the attention of
the staff *°. These texts aim in certain cases at ensuring the respect of the basic rights of persons who
risk being practically affected by the project, but a number of them also possess a totally different
objective™. This is however the only “applicable law” before the panel — although the wording is
somewhat misleading, as this instance is not a jurisdiction" — , to the exclusion of all other rules of
international law. In other words, if the achievement of certain economic and social rights does figure
among the missions of the Bank, the fact that pursuing a project financed by this organisation should
infringe on these rights in such a way as to prejudice local populations does not in itself enable the
panel to conclude to the irregularity — and even less the illegality — of the incriminated activities. Once
again, only the yardstick of the organisation’s own regulations can assess the legality of its actions.

The continuation of structural adjustment programmes, despite their negative effect on the enjoyment
of economic and social rights by the populations of the States subject to it, raises even more pressing
questions as to the reality of the commitments of the financial institutions to ensure the achievement of
these rights. The main line of discourse in this respect remains that these programmes are essential, as
in the middle term they will enable to improve the economic situation of the borrowing country, and
therefore to improve its population’s living conditions*. The unavoidable and immediate negative
effects of the SAPs should therefore be accepted as, although they imply a regression in the field of
economic and social rights, this would only be temporary, and necessary to the more effective
enjoyment of these rights in the future. The report produced by the World Bank for the fiftieth
anniversary of the Universal Declaration of Human Rights declares that “the difficulty of the policies
should not be mistaken for their necessity. Countries that do not adopt a broad mix of outward-
oriented progrowth policies risk being left behind in an increasingly global economy, with the poor
suffering the most severe consequences™. The argument is not entirely convincing. As M. Lucas
writes on the identical arguments put forward by the IMF, “the defenders of the IMF like to point out
[that] the position of the States concerned would be worse off without the Fund’s intervention. [But a]
doctor is required to act professionally with his patients. Therefore it cannot be argued in his defence

that the patient would have died without his intervention*,

It is true that the World Bank’s practices, as the IMF’s, have also evolved in this field. The negative
effects of the SAPs have effectively lead the two organisations to add social measures to them, in
order to reduce these consequences. Social “safety nets” have thus been set up in several countries
where SAPs were implemented”. However, in several cases these efforts are not sufficient compared
with the scope of the negative effects these programmes have had on economic and social rights™. As
D. Tiirk wrote in his report mentioned earlier, “the structural adjustment process continues to have
formidable effects on human rights and on the capacity of legal systems to fulfil their obligations to

order” (1994) Z.A.O.R.V. 392 and seq.; Louis FORGET, “Le ‘panel d’inspection’ de la Banque Mondiale” (The inspection
panel of the World Bank), (1996) A.F.D.I. 645 and seq.

3% Ibrahim F.I. SHIHATA, op. cit. (n. 20), p. 281.
40 For example, the instruments mentioned in the communiqué dated 23 October 1997, on the inspection of a project for a
power station in India, were the following : directives on the involuntary movement of population, environmental impact
studies, indigenous populations, the participation and consultation of affected populations, and the supervision of the Bank
(text available on the internet site of the World Bank : http://www.worldbank.org/html/ins-panel/press39.html).
I Memorandum by the President of the World Bank on the inspection panel, Doc. R93-122/2 of 10 September 1993.
42 See a.0. Ibrahim F.I. SHIHATA, op. cit. (n. 20), p. 570.
4 Development and human rights : the role of the World Bank, Washington D.C., World Bank, 1998; text available on the
internet site of the World Bank (http://www.worldbank.org/html/extrdr/rights).
44 Michagl LUCAS, « The International Monetary Fund’s conditionality and the International Covenant on Economic, Social
and Cultural Rights : An attempt to define the relation », (1992) Rev. belge D.I. 133.
4 See a.0. the report Development and human rights mentioned above, p. 8, as well as a concrete example in the granting in
June 1998 of a loan of 300 million dollars to Malaysia to lessen the social consequences of the Asian crisis (press release n°
98/1826/EAP, http://www.worldbank.org/html/extdr/Extme/1826.htm).

6 See for example, on the situation in Ghana, Les programmes d’ajustement structurel (P.A.S.) et les droits humains
(Structural adjustment programmes (SAPs) and human rights), Brussels, GRESEA, 1997, p. 18.



ensure the respect of these rights”"’. In any case, it seems once again from this aspect of the policy of
the international financial institutions that the respect of economic and social rights is not something
they feel firmly constrained to achieve, including in the execution of the programmes they “impose”
on the borrowing States.

In the end, in all the situations which have been described, the international financial institutions only
take into account human rights insofar as they can link this issue to the “economic considerations”
which must, according to the terms of their constituent instruments, constitute the only criteria for
their decisions in the management of their activities. However, it will now be argued that general
international law is imposing obligations on these organisations which go beyond those stated in their
constitutions.

II. GENERAL INTERNATIONAL LAW IMPOSES OBLIGATIONS
ON INTERNATIONAL FINANCIAL INSTITUTIONS TO TAKE INTO
ACCOUNT THE IMPACT OF THEIR POLICIES AND THEIR DECISIONS
ON THE HUMAN RIGHTS SITUATION IN THE BORROWING COUNTRIES

The principle according to which the activities of international organisations are governed in the first
instance by their own regulations (constituent instrument, secondary law, subsequent practice of the
organs) which constitute what is known as the legal order of these organisations is unanimously
accepted”®. However, this does not mean that the provisions of their own legal order are the only legal
framework of the activities of intergovernmental organisations. These legal orders are not in fact
autonomous, but appear more as “sub-systems” within the international legal system, by which they
are validated. This shows that beyond the obligations their own rules impose, intergovernmental
organisations are subject to general international law. As the International Court of Justice put it in the
case of the Interpretation of the Agreement of 25 March 1951 between the WHO and Egypt,
“international organisations are subjects of international law and, as such, bound by any obligations
incumbent upon them under general rules of international law, under their constitutions or under

international agreements to which they are parties”™’.

In consequence, the approach centred on the limits which are imposed by their constituent instruments
on the organisations concerned, and on the speciality principle, does not appear here either as an
appropriate way to deal with the issue. The issue is not in fact to find out whether the financial
institutions are able to deploy activities to ensure the protection of human rights — which would indeed
raise difficulties with the speciality principle - , but more simply to find out if in the achievement of
their mission, these organisations will see their freedom of action curtailed by certain rules of
international law other than those of their own legal order, and more particularly by the international
standards for the protection of human rights. The real question here is the “transverse” application of
this type of standard to the activities of the organisations concerned, and not some sort of wish to
extend abusively the scope of their competence™. However, we will see that international law imposes
on intergovernmental organisations specific obligations of due diligence, which must lead them to take
into account the consequences of their acts or abstentions for other subjects of law (1). This obligation
of due diligence imposes specific duties on international financial institutions, including in the field of
human rights (2).

1. — International law imposes on intergovernmental
organisations an obligation of due diligence

“TLoc.cit. (n. 33), p. 12, para. 41. See also resolution 1991/27 of the Sub-Committee (quoted in part in ibid. , n. 19).

8 See more generally, Henry G. SCHERMERS and Niels M. BLOKKER, International Institutional Law, 3" ed., The
Hague/Boston/London, Nijhoff, 1995, p. 708, para 1141.

49 Advisory Opinion of 20 December 1980, I.C.J. Rep. (1980) 89 and 90, para. 37.

5% See more generally on this Pierre KLEIN, La responsabilité des organisations internationales dans les ordres juridiques
internes et en droit des gens (The responsibility of international organisations in internal legal orders and in international
law), Brussels, Bruylant, 1998, p. 345.



It is true that the policies followed by the international financial institutions do not in themselves
infringe on any international standard. As I. Shihata puts it , “[a] loan agreement to a country accused
of violating such [basic human] rights does not in itself violate any human rights rules, or for that
matter, condone violation of such rights”“. The situation is no different for the SAPs, as their
execution is finally ensured by the borrowing countries themselves. The absence of direct
responsibility of the international financial institutions in one or the other case does not mean that they
are not likely to see their responsibility engaged in some other respect. Among the obligations that
“general international law” imposes on intergovernmental organisations, is the obligation of due
diligence which customary international law traditionally imposes upon States.

Understood in its initial meaning, this principle boils down to “every State's obligation not to allow
knowingly its territory to be used for acts contrary to the rights of other States””. Its meaning was
gradually extended in order to cover the activities taking place on the territory of the State by persons
other than its agents or organs, and to include acts committed to the detriment of subjects of
international law other than States — in particular individuals - , and, in certain cases, acts contrary to
international law committed by nationals of a State outside its territory>>. Currently, we can affirm that
the obligation of due diligence imposes in a general way on its holder to ensure that the activities
which take place under its control do not infringe on the rights of another subject of international law.

Originally linked to the exercise of territorial competence, the obligation of due diligence has
subsequently acquired a wider scope which enables and justifies its applicability to international
organisations. This is of course the case in situations where an organisation exercises control over a
territory **, but also, more generally for activities which take place under their authority or which are
undertaken by Member States on the basis of the authorisation of an organisation. As L. Condorelli put
it regarding the mandates given by the Security Council to UN Member States to ensure the respect of
decisions taken by the Council in the framework of Chapter VII of the Charter, “[the] UN should [...],
in this case, ensure that the use of force by States (even by regional organisations) takes place in the
stringent respect of all relevant rules”, and first among these the legal standards of armed conflicts®.
The author continues by stressing that “it arises that possible infringements [carried out by another
subject of international law, and not the UN] could expose an omission — infringement of an obligation
of take all necessary measures of prevention — which would then, this time, be perfectly attributable”
to the UN’®. The fact that the violation of international law is not directly attributable to an
intergovernmental organisation obviously does not prevent the illicit fact from “revealing” a wrongful
abstention by the organisation — in this case the non fulfilling of an obligation of due diligence- likely
to engage its own responsibility.

2. — The obligation of vigilance imposes on financial institutions to act
in such a way that their decisions do not produce any negative consequences
on the human rights situation in the borrowing States

The reasoning described above is also valid for international financial institutions. The general
obligation of due diligence imposes on them to ensure that the activities undertaken under their

3! Ibrahim F.I. SHIHATA, op.cit. (n. 20), p. 563.
52 Corfu Channel case, I.C.J. Rep. (1949) 22.
33 On the evolution of the extent of the obligation of due diligence, see esp. Jean SALMON, Responsabilité internationale
(International Responsibility), T. II, 6th ed., Brussels, P.U.B., 1996-7, PP. 181-183. As examples, one could mention among
the texts imposing obligations of due diligence on States regarding activities taking place outside their territory Article VI of
the Treaty of 27 January 1967 on the principles governing the activities of States in matters of exploration and use of outer
space, as well as Article 139 of the UN Convention of 10 December 1982 on the law of the sea.
5% This could include control of the headquarters district as well as the temporary administration of a State’s territory; these
two hypotheses are pointed to by F.V. Garcia-Amador in his first report to the International Law Commission on State
responsibility II Y.LLL.C. (1956) 191, para 88. See among others to the same effect Antonietta DI BLASE, « Sulla
responsabilita internazionale per attivita de ’'ONU », (1974) Riv. D. 1. 256 and C.F. AMERASINGHE, Principles of the
Institutional Law of International Organizations, Cambridge U.P., 1996, p. 247.
55 Luigi CONDORELLI, « Le statut des Forces de ’ONU et le droit international humanitaire » (The statute of UN Armed
féorces and international humanitarian law ), (1995) Riv. D.1. 906.

Ibid.
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supervision — and, a fortiori, at their initiative, as is the case for structural adjustment programmes —
do not infringe on international law, or, more specifically, on the rights of other subjects of
international law. The policies upheld by the World Bank in various fields have indeed integrated for
several years this concern for vigilance with regard to certain of the potentially negative effects of the
use which would be made of the sums it loans, in particular regarding the environment. An
Operational Manual Statement (OMS, n° 2.36) adopted in May 1984 provides among other things that
the organisation “will not finance projects that contravene any international environmental agreement
to which the member country concerned is a party [...]""’. This very specific wording enables officials
to have clear decision-making criteria at their disposal by referring to the international commitments
of the Borrowing State. Even if no World Bank text imposes the same precaution regarding
international instruments for the protection of human rights agreed by the borrowing State, it has an
identical duty in this area in virtue of the general obligation of due diligence mentioned earlier. There
is in point of fact no legal reason for which this limitation would be valid in the field of environment
only. The Bank, as the IMF, should on the contrary, in virtue of the general obligation of due
diligence binding upon them under international law — as upon all international organisations — ensure
that their activities, and, more particularly the loan agreements they conclude with their Member
States should not lead or contribute to a violation of international law, and more particularly of the
standards of protection of human rights®*. To quote the words of the Operational Manual Statement n°
2.36, these organisations should not “finance projects which contravene the international obligations
contracted by the Member State concerned in the field of human rights”. As we know, in practice these
two organisations are far removed from this guideline, the logic of which seems elementary...”.

*

In conclusion, the issue of the situation of the international financial institutions with regard to the
rules of protection of human rights cannot be envisaged in the sole legal framework of these entities,
within which these standards in any case appear to be envisaged with a questionable bias (according to
which the respect of human rights is a political consideration). Beyond this basic legal framework,
general international law has a vocation to be applied in a “transverse” way to the activities undertaken
by these institutions in their field of statutory competence. In particular, they are subject to an
obligation of due diligence which imposes on them to ensure that the activities undertaken under their
supervision do not infringe on the rights of other subjects of international law, including individuals.
They must therefore ensure that the programmes and policies they incite their Member States to adopt
as conditional to the granting of loans do not affect the rights, as much civil and political, as social and
economic, of the local populations, rights which these borrowing States have committed themselves to
respect at the international level.

57 Text reproduced in Ibrahim F.I. SHIHATA, op. cit. (n. 1), p. 140.

58 See already the arguments put forward by Marc Cogen, who however considered this issue more from the angle of the
obligations bearing on the representatives of the Member States making up the decision-making bodies of the international
financial institutions (loc.cit. (n. 6), p. 389).

5% The breaches of the Pact on economic, social and cultural rights which the implementation of the SAPs by the States party
to this instrument have been clearly exposed by the United Nations Human Rights Committee (see the report mentioned
earlier by D. TURK, para. 56 and n. 39).
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Translation from French
Contribution to discussion on IMF conditionality

Our contribution reflects the view that discussions on debt relief should go hand-in-hand with
a review of policies.

Thus it is worth remembering the main conclusions of the IMF Executive Board at the end of
its meetings in June and November 1994.' The case of Madagascar, as illustrated in a recent
study by the Economic Research Center of the University of Antananarivo and the John F.
Kennedy School of Government (Harvard University),” shows that the problems mentioned
by the Board in 1995 hold true to this day.

1. The Board’s main conclusions in June and November 1994

These meetings were devoted to examining the “three-pronged conditionality” of the IMF.
The improvements in question focused on the external and financial sectors, namely:
increasing official reserves, and strong efforts to correct fiscal imbalances. The disappointing
results applied to external and domestic objectives alike:

- Externally speaking, payment arrears continued to accumulate, and export
performance weakened,

- Domestically, the Board noted that developments in the domestic economy were
generally less impressive, and in particular, inflation had not been brought under control.

In view of this limited results, the Board asked the following key question: did the three-
pronged approach place excessive emphasis on achieving a short-term balance of payments
adjustment, subordinating domestic goals of longer-term growth and better living standards
to that of external equilibrium?

The examination of demand management policy design, in light of this fundamental
realization, led to the following conclusions:

- The programs included no reliable medium-term budget scenarios;

- The high (even excessive) interest rates served to delay the private investment
response;

- The credit ceilings were too rigorous.

"IMF Survey, August 7, 1995, p. 233-236.

? Madagascar, The Financial Sector on the Cusp of the 21% Century: Status and Guidelines.
This study was funded by USAID, under contract CAER II No. 40, Nov. 2000.



These restrictive demand management measures did not succeed in controlling inflation,
particularly when the “programs (...) attached too high a priority to building reserves and
preserving competitiveness.” Accordingly, the question of anchors was rightly [blank] by the
board.

On this subject, two senior staff members from the IMF’s Exchange and Trade Relations
Department wrote in 1991 that the IMF is increasingly concerned by the fact that a policy
focused on maintaining the real exchange rate is liable to deprive an economy of a nominal
peg unit and to rekindle inflation, particularly if the country applies a market-oriented
financial policy. The authors went on to say that when a policy aims at maintaining a real
exchange rate, it is in order to preserve competitiveness and safeguard its balance of
payments; but the risk incurred in this instance is that the real rate will be too low—it is in
fact difficult to determine the real optimal equilibrium rate, particularly on account of the
numerous domestic and external shocks to which it is exposed—and that a nominal
depreciation would be primarily reflected in a general increase in prices. The authors noted
that this increase could then trigger a further exchange rate depreciation in the case of a
policy focused on maintaining the real exchange rate—a depreciation which could usher in
an inflationary spiral, followed in turn by further depreciations.

These considerations by the IMF Executive Board inter alia raise issues pertaining to
“adjustment and growth” and “adjustment and financing,” and they also pose questions with
respect to the choice of policy and exchange regime.

However, it would appear that the Board’s recommendations and the research conducted
within the IMF have been overlooked by the various program missions that have visited
Madagascar in turn.

2. Inflation and exchange policy in Madagascar, 1990-99

The following passages are taken from Chapter 5 of the abovementioned study. They assess
the effectiveness and scope of the monetary and exchange policies pursued during the period
under consideration. The analyses address the following issues in turn: (i) inflation and the
exchange rate; (ii) the floating of the FMG; and (iii) the compatibility of monetary and
exchange policy objectives with other adjustment objectives.

2.1 Inflation and exchange rate

The inflation rate jumped during 1994 and 1995, reflecting the first two years of the “free
float” of the FMG. In fact, these rates were 39 percent in 1994 and 49.1 percent in 1995, as
opposed to 10 percent in 1993. The root cause of this upswing in inflation is still a matter of
debate.

In 1995, Fund staff put forward the same argument as the one contained in the text in
question. They maintained that the rise in prices in 1994-95 was primarily attributable to the
Treasury’s increased borrowing requirements: “It was realized that these requirements,
together with government lending for the import of rice, had amounted to fully one half of
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the total money creation in Malagasy francs in 1994. This provided impetus to the nascent
view in Antananarivo that general subsidies for basic necessities were not an appropriate way
to extend a social safety net, and that it would be more effective to curb inflation through a
reduction in monetary growth than to try to mitigate its consequences.”

Now, the monetary data (Table 1, below) do not appear to bear out this argument. In fact,
they show that in 1994, net foreign assets increased by 3.7 percent, while foreign exchange
adjustments (other net items) increased by 87.4 percent, and accounted for almost 57 percent
of the increase in M2. The claims on government increased by only 1.4 percent. In 1995, net
foreign assets increased by a further 64 percent, while foreign exchange adjustments
increased by 102.7 percent, although claims on government declined by 3.1 percent.

The opposing view is derived, for instance, from the conclusions in the study by J. Herrera,
who argued that official explanations, in focusing on lax monetary policy and fiscal
management, have greatly underestimated the impact of the FMG’s depreciation on
inflationary drift.*

The econometric estimates in this study revealed that in Madagascar, in contrast with other
African countries, shifts in the exchange rate have a proportionally greater impact than shifts
in the money supply or shifts in credit; in fact, a 10 percent appreciation in foreign exchange
leads to a 3 percent increase in inflation, whereas a comparable rise in the money stock will
cause a 2.5 percent increase in inflation...””

The same conclusions are also implicit in “monetarist analysis of price formation in
Madagascar” Sas performed by Central Bank staff. It tends to show that inflation is monetary
in the long term, but in the short term, the results of the tests of short-term price dynamics
have shown that the money supply has no immediate impact on prices; conversely, the
depreciation of the exchange rate, neutral over the long term, becomes a highly significant
variable;

3 IMF Article IV report, April 1995.

* J. Herrera, “Dépréciation du taux de change et inflation & Madagascar” [Exchange rate
depreciation and inflation in Madagascar], January 1996, Project MADIO, p. 4.

> Ibid., pp. 19-20.

6 «“Une analyse monétariste de la formation des prix & Madagascar” [Monetarist analysis of
price formation in Madagascar], Rabeantoandro Joé—Economie de Madagascar,
Revue No. 3, October 1998, pp. 81-104.



Table 1: Madagascar, Monetary Survey

(in billions of FMG, end-of-period)

1993 1994 1995 93-94 change | 94-95 change
in % in %

Net foreign 360.3 373.7 616.3 3.7 64.9
assets
Foreign -242.1 -169.8 -156.6 -29.9 -7.8
liabilities
Net domestic 1446.7 2135.7 2257.6 47.6 5.7
assets
Net credit to 825.3 837.1 811.3 1.4 -3.1
the
government
Net credit to 1079.7 1356.5 1563.7 25.6 15.3
the economy
Other items -458.3 -57.9 -117.4 87.4 102.7
(net)
Money 1564.9 2339.5 2717.3 49.5 16.1
supply
Currency in 37817 614.5 758.7 62.3 235
circulation
Demand 659.3 986.5 1083.6 49.6 9.8
deposits
Time 507.7 507.8 590.4 0.01 16.3
deposits
M2 1545.7 2108.8 2432.7 36.4 15.4
Foreign 19.2 230.7 284.6 1100.6 23.4
exchange
deposits

Source: Central Bank




2.2 Floating the FMG

Since the Bretton Woods system came to an end, the instability and lasting misalignment of
exchange rates have been a cause for international concern. Furthermore, the choice of
exchange regime is clearly one of the crucial issues involved in the current debate
surrounding the reform of the international financial and monetary system.

Exchange rate instability is recognized to be greater in the current system than in the Bretton
Woods system. In order to minimize the constraints in this situation, the floating of the three
main currencies in the system (dollar, yen, and deutsche mark—replaced by the euro), is
supervised by the G-7. With respect to management of the dollar, we have seen inter alia the
Plaza Agreements in 1985 and the Louvre Agreements in 1987, etc. In addition to these
special agreements, the exchange rates for these currencies figure regularly in the agendas of
G-7 meetings, where the discussions may include certain elements of economic policy
coordination.

On the occasion of a conference organized by the committee on the future of the Bretton
Woods institutions in 1994, Mr. Lawrence Summers, U.S. Deputy Treasury Secretary,
justified this practice, emphasizing that “[ A]fter the drastic misalignments of the 1980s that
culminated in the crash of 1987, no responsible government official would recommend that
exchange rate movements be left entirely to market forces.”’

Transposed to Madagascar, this international debate on the choice of exchange regime raises
questions as to the efficiency of the interbank exchange market (MID), established by decree
in 1994, and the compatibility of exchange policy objectives with other adjustment
objectives.

2.2.1 Efficiency of the MID

To assess the efficiency of the MID, we must first determine whether the variations in the
CMP (weighted average exchange rate) reflect the variations in supply and demand.

We accordingly tested the relationship between the rates of increase in the CMP and the
supply of foreign exchange. On the MID, unmet offers are negligible, whereas unmet bids
are sizable. Accordingly, in the tests, “supply” is considered equivalent to the volume of
transactions, as sellers are virtually assured of having their orders executed.

The tests show that the rate of growth in the CMP is negatively correlated with the rate of
growth in the volume of transactions; however, this latter variable is not significant.

" IMF Survey of 8/15/94, p. 250.
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Unmet bids account for over 90 percent of “best offer bids,” which means the buyers are
ready to pay any price. Demand is therefore inelastic, which is simply a reflection of the
inelasticity of imports.

There is thus a tendency toward continuous depreciation of the FMG in the medium-term, as
well as exchange rate instability.

Furthermore, exchange rate instability in the short term creates insecurity in trade and
investment. It introduces an element of uncertainty into calculations of the profitability of
investments, and consequently acts as a damper on investment, whether in the export sector
or in production for the domestic market.

Instability is also fostered by the following factors: (i) interventions by the Central Bank as a
buyer of foreign exchange, as it must honor debt service; (i) irregularity in disbursements of
balance of payments assistance; (iii) seasonal behavior of export revenues; (iv) narrowness of
the market; (v) a shortage of liquidity, and a lack of instruments for speculation and coverage
against exchange risks.

Second, the efficiency of the MID should be assessed in relation to the quest for an
equilibrium exchange rate. The “Centre for the Study of African Economies” (CSAE)
(Oxford University) undertook research to describe foreign exchange auction systems in
various African countries, such as Ghana, Uganda, Ethiopia, Nigeria, and Zambia.® The
econometric tests included microeconomic assumptions (on the behaviors of auction
participants) and macroeconomic assumptions (equilibrium exchange rate). The results of
these studies generated conclusions that would be useful in improving the conduct of
exchange policy and liberalizing the financial sector in these countries.

However, such research is not available in regard to Antananarivo’s MID. Here, determining
exchange rate objectives is based on measurements of the real effective exchange rate as
performed by staff of the Bretton Woods institutions. This method is simplistic and thus
highly questionable.

2.2.2  BOP impact of monetary and exchange policies

It has been pointed out that monetary and exchange policies in effect during the period under
consideration focus on BOP objectives. This is entirely as one would expect with IMF-
supported programs, as the theoretical assumptions underlying these programs is the
“monetary approach to balance of payments” theory, according to which inflation is always
monetary and the behavior of domestic credit has a direct impact on balance of payments.

First, however, the equations used in the monetary approach to balance of payments have not
been confirmed by empirical studies of African economies. It is clear that the assumptions

8 CSAE, Research Summary, 1999, p. 80.
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used in this approach require a great deal of enhancement in order to take account of the
actual functioning of African economies.

In particular, one of the “initial assumptions” in this approach, formulated in the 1960s, is the
hypothesis of a zero balance of capital. Now, in the case of a country like Madagascar, this
balance is negative, in view of the burden of debt.

Second, the data show that BOP sustainability in these countries results from debt relief
measures, not from demand management policies, such as a restrictive credit policy.

In Madagascar, the research (chapter 4 of the study) points to a steady accumulation of
arrears during the period under consideration, “mopped up” by several trips to the Paris Club.

Finally, this “debt empowerment” was belatedly understood by the Bretton Woods
institutions. The latter took the initiative in support of the severely indebted poor countries
(HIPC) in 1996.

2.3 Compatibility of monetary and exchange policy objectives with other adjustment
objectives

2.3.1 Monetary objectives and growth target

The monetary policy implemented during the period under consideration, particularly after
the introduction of floating for the FMG, was therefore dictated by the IMF’s assessment,
where inflation was said to be connected with lax monetary policy and fiscal management.

It consisted of a highly restrictive credit policy, based on combined manipulation of the
Central Bank of Madagascar’s lead interest rate [taux directeur] and the rate applicable to the
required reserves. The implicit reasoning underlying this approach is as follows: an increase
in the lead rate entails an increase in the lending rates of banks, followed by a decline in
credit and the money stock, and finally followed by control over inflation.

However, the tests performed on the various links in this reasoning indicate inter alia that this
monetary policy remains a “base money” policy, rather than an indirect management policy
based on interest rate management. In fact, the tests show the behavior of credit to the
economy responds far more to manipulation of the reserve requirement rate than to
manipulation of the lead rate.

Now, the manipulation of the lead rate has in fact resulted in a considerable increase in
interest rates. The lead rate was 6 percent from 1990 to 1993; it peaked at 33 percent
(corresponding to a repo rate of 40) between April 1995 and July 1996. These excessive
interest rates strike us as “arbitrary” and “pointless” for several reasons. For one thing, the
management of the lead rate does not apply to a financial market in any meaningful sense,
because such a market does not yet exist. This explains why these high rates were not
followed by banks, and why credit behavior remains determined rather by “base money” than
by the level of the lead rate. For another thing, the rate levels (particularly during the period
1994-96) were inconsistent with the anticipated profitability of firms.



These excessive rates thus created high capital costs and had a further weakening effect on
firms. The first incompatibility to note, therefore, is between monetary objectives and
investment/growth objectives.

2.3.2 Multiplicity and compatibility of objectives

This monetary policy at first seems subordinated to the pursuit of exchange policy objectives.
Thus, during the period 1994-95, the restrictive credit policy was aimed at “defending the
FMG.” Generally speaking, these exchange policy objectives included a quest for
competitiveness and “reserve floors.” In addition to the above-mentioned constraints on
investment and growth, subordinating monetary policy to exchange rate objectives may also
create the following contradictions:

- (a) The reserves objectives, dictated primarily by the constraint of debt, may
contradict the exchange rate and liquidity objectives. In fact, the Central Bank’s purchases on
the MID may depreciate the exchange rate, create instability, and increase banking system
liquidity;

- (b) Furthermore, it is no easy task to reconcile the goals of competitiveness
(attempting to depreciate the currency) and of domestic inflation.

Taking account of the multiplicity of these objectives, the monetary and exchange rate policy
pursued during the period under consideration resembles a system with “N”” unknowns, but
with “N-I"” equations. In other words, it is a system with several objectives (inflation,
exchange rate, international reserves, etc.) and essentially just one instrument (interest rate
manipulation)—or to put it another way, it is a system without solutions. In short, this policy
is a perfect illustration of the incompatibility identified by “monetarist theory,” i.e., the
problems involved in seeking to determine simultaneously the quantity and price of money.

Finally, this policy has resulted in a decline in M2/GDP (financial intensity) and M3/GDP
(depth). All in all (and taking account of R. Levine’s analysis’ on the linkages between
financial development and economic development, mentioned in Chapter 1), it is also
reasonable to raise the issue of the compatibility between monetary and exchange policy and
future growth. In the final analysis, it is also possible to question the compatibility between
adjustment and growth.

The recommendation consistent with the foregoing analysis is as follows; instead of having
rates administered by a “non-market” (the MID), we suggest a return to a managed float, as
conducted before 1994, with the following suggestions for improvement:

- The intended objectives should be announced in general terms in order to help firms
to have confidence in their planning;

? Journal of Economic Literature, October 1997.



- The enhanced staffs of the Central Bank should estimate medium-term and long-term
equilibrium rates, '° in order to clarify the direction of the float.

In support of this recommendation, we might add the following comments:

(1) One of the main points raised by the first external assessment of the ESAF had to do with
the sequencing of reforms.'" A free float would be premature in this instance. It would have
to be preceded by a package of reforms, inter alia including measures to strengthen the
financial system with concomitant efforts to obtain external debt relief.

(2) This conclusion is increasingly shared by various authors commenting on the choice of
exchange regime in developing countries. Thus, in a recent IMF paper on this subject, Paul
Masson wrote that “it is unlikely that (...) a perfectly free float (...) is going to be desirable
(...). Sustainable free-floating regimes require deep foreign exchange markets, and
developing countries typically lack this feature.”'? (In the case of the MID: oligopolistic
structure, narrowness of the market, shortage of liquidity, a lack of speculative instruments
and market-makers).

3) By way of information on the various possible options, we find in the new
classification which the IMF has used since April 1999 to describe exchange regimes in
effect in 185 countries, that as at December 31 1999, fixed exchange rate regimes were the
most common, being in effect in 90 countries; 44 countries used a managed float; while an
independent float was in effect only in 51 countries, 28 of which were implementing Fund-
supported programs.

Andrianomanana Pépé
Director, Economic Research Center
April 1

' These staffs could rely on the estimation model prepared by Ghana for the EAGER project,
in the context of the study entitled, “Ghana—Monetary, Fiscal, and Exchange Rate Policy”
produced by AIRD, under the direction of Dr. Dirck Stryker.

' Cf. CSAE, Research Summary, op. cit., p. 79.

'2IMF Survey, No. 9, of May 15, 2000, p. 149.



Contribution aux discussions sur la conditionnalité du FMI

Cette contribution part de I'idée que les discussions sur I'allégement devrait étre
accompagnées d’'un examen des « policies ».

A cet effet, il semble utile de rappeler les grandes lignes des conclusions du CA du FMI a
lissue de ses sessions de juin et de novembre 1994’ Le cas de Madagascar, tel qu'il ressort
d’une récente étude réalisée par le Centre d’études économiques de I'Université
d’Antananarivo et le John F. Kennedy School of Government de I'Université de Harvard?,
montre que les problématiques soulevées par le CA en 1995 restent d’actualité.

1.Les grandes lignes des constats du CA en juin et novembre 1994

Ces sessions étaient consacrées a I'examen de la « conditionnalité a trois volets » de

I institution. Les améliorations constatées relevaient, principalement, des secteurs extérieur
et financier, a savoir : augmentation des réserves officielles et déséquilibre des finances
publiques fortement corrigé. Les résultats décevants concernaient aussi bien les objectifs
externes qu’internes :

- Sur le plan externe, les arriérés de paiement continuaient de s’accumuler, et les
performances a I'exportation étaient faibles ;

- Sur le plan interne, le CA a noté que, d’'une maniéere générale, « I'évolution a été moins
remarquable », et en particulier, l'inflation n’a pas été maitrisée.

Au vu de ces résultats mitigés, le CA s’était posé la question fondamentale suivante : Il

« s’était demandé si I'on n’a pas trop insisté dans la s