- Table 2 ; C

‘Is growth depressed" i
i The IEQ found hat countrles grew faster wrth an lMF program n place' :
"J;:(percent) S R 4

Program years .

. . ; Trend in Preprogram
Category prior decadi year First Second
All programs ] 1.6 : LA 22 .0 3.8

“Low-income countrigst 1.7 2.8
Transition’ countries?. .\ : ‘
" All other countries3,’

. :Capital account

" Other programs

L 44 43

N .O'r
240

Source |EQ, Evaluation of Fiscal Adjustment, Table 5. i
Average for 64 programs using the Enhanced Structural Adjustment Facmty or
the Poverty Reduction and Growth Facility. e
2A\/erage for 34 programs usmg a Stand -by. Arrangement or the Extended Fund
: Facxllty [
Average for 61 programs usinga Stand- -by. Arrangement of the Extended Fund
Facmty, of which 10 involved the caprtal account crises:for which- the outcomes are :
‘. shown separately . :

feature of programs that call for an improvement in the fiscal
balance is the initial size of the fiscal deficit. Conversely, half of
the programs that contemplate a deterioration in the fiscal
balance still call for an 1rnpr0vement in the current account
balance.

Invoking these and other findings, the IEO concludes con-
vincingly that IMF programs do not display a one-size-fits-
all strategy. Furthermore, its findings suggest that IMF
programs do not depress economic growth. Table 2 presents
some of the relevant evidence. Typically, GDP growth in the
preprogram year was much slower than trend growth in the
prior decade, save in low-income countries. And, in all but
one country group, growth in the first program year was
faster than in the preprogram year, and it was typicaily
higher in the second program year. The table also shows that
the exceptional case—slower growth in the first program
year—was due chiefly to sharp economic contractions in the
small number of countries beset by the capital account crises
of the past few years, a subject discussed below.

The IEO evaluation also addresses the common criticism
of the IMF that it is not sufficiently sensitive to the effect of
fiscal adjustment on vital social programs, such as health
care and education. To this end, the TEQO compares the rele-
vant levels of government spending by individual countries
in years when they had IMF programs with levels of spend-
ing in other years. In the vast majority of cases, there was no
significant difference, no matter how spending was mea-
sured. Where there were significant differences, moreover,
the number of cases in which spending rose typically
exceeded the number in which it fell. The IEO points out,
however, that the vulnerable members of society are not
always well protected from the effects of fiscal tightening,
and it cites a distressing example:

In 1999, Ecuador suffered a macroeconomic crisis.
Inflation rose to 60 percent, public sector wages rose by
34 percent, and the currency depreciated sharply. But the
health budget rose by only 12 percent. Therefore, six public
hospitals were visited to see how they coped with higher wage
costs and the much higher costs of medical inputs caused by
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the depreciation. As the hospitals had to cut back patient care,
outpatient care fell by more than 25 percent, the number of
prescriptions dispensed dropped sharply in three hospitals,
and patients’ food rations were cut in at least one hospital
although staff rations stayed relatively constant.

The IEO concludes that the protection of small but critical
nonwage budgetary items poses a major challenge for the
design and monitoring of fiscal adjustment—and one that the
IMF cannot meet by itself. Help from the World Bank is
needed to design the requisite expenditure safeguards.

Design and implementation of fiscal adjustment

Although the IEO rejects the most common criticisms of the
fiscal measures in IMF programs, it raises three goncerns
about the design and implementation of those medsures.

First, excessive optimism about the recovery of output and,
especially, investment tends to impart a contractionary bias to
those fiscal measures. As a result, the current account balance
adjusts more strongly than projected. Reviewing 52 conven-
tional programs (those that did not involve the transition |
countries or the low-income countries eligible for conces-
sional financing), the IEO finds that the projected change in
the current account during the second program year was typ- |
ically close to zero, yet the actual improvement was typically
larger than 1 percent of GDP. And this result obtained even
though the actual improvement in the fiscal balance was typi- |
cally smaller than the projected improvement.
Although the IMF does not require fiscal tight-
ening in every program, it may call for too
much tightening in too many programs.

Second, the IEO is dissatisfied with the
rationale provided for the fiscal aspects of IMF
programs. Having examined the documents
pertaining to 15 programs, it finds that they
often fail to justify the size and pace of the fiscal
measures and do not explain how the fiscal tar-
gets mesh with the assumptions about economic
recovery or with the rest of the program. These
matters, it notes, are covered more thoroughly in
subsequent reports on the progress of pro-
grams, but not in the initial briefs. It urges
the staff to undertake more intensive
brainstorming in the initial briefs—
to articulate clearly the rationale for
the fiscal measures, as well as the
risks to programs and the revi-
sions that might be needed if
those risks materialize, In its
response to the IEQ, the staff
points out that the key
assumptions of IMF pro-
grams have to be negotiated
with  the governments
involved and that the exces-
sive optimism mentioned
earlier may reflect the gov-
ernments’ desire to achieve a




rapid revival of confidence and to generate domestic support
for the programs. When that is true, however, the viability of
the programs may well be at risk.

These two concerns, taken together, are reinforced by
another finding. When programs are reviewed for the first
time, most of the revisions in the fiscal measure are minor,
and the few major revisions are distributed rather evenly
between upward and downward changes in the fiscal targets.
But when programs are reviewed for the second time, more
fiscal targets have to be relaxed than tightened, suggesting
that the initial fiscal targets were too demanding.

Finally, the IEO criticizes the sorts of fiscal measures
found in many programs. They stress the revenue side more
than the expenditure side, and the revenue measures them-
selves are too narrowly focused. On the revenue
side, the IEO says, the IMF rightly views the value-
added tax as the cornerstone of a modern tax sys-
tem, but it has not paid enough attention to
income and property taxes and to the need to
combat tax evasion, On the expenditure side, the
IEO says, the IMF has focused too heavily on cut-
ting public employment or capping public sector
wages, measures that tend to be short lived because they are
easily reversed.

The IEO concedes that these defects reflect an unavoidable
mismatch of time frames; IMF programs do not last long
enough to see deeper reforms to completion. Therefore, the
IEO rightly urges the closer integration of programs and sur-
veillance. Programs should exploit the previous findings of
surveillance, and surveillance should monitor the comple-
tion of reforms introduced by programs.

The IMF and recent capital account crises

Concerns about fiscal adjustment in IMF programs also-

appear in the IEO study of three capital account crises: the
Indonesian and Korean crises of 1997-98 and the Brazilian
crisis of 1998-99. In the first two crises, it says, the IMF
called for too much fiscal tightening because it failed to fore-
see the collapse of investment and resulting fall in output. In
the Brazilian crisis, it says, the IMF called for too little tight-
ening, given the need to achieve debt sustainability. Like IMF
staff studies of these crises (the 1999 account of the Asian
crisis by Timothy Lane and others, and the 2002 study of
capital account crises by Atish Ghosh and others), the IEO
blames the collapse of investment in Indonesia and Korea on
the balance sheet effects of the currency depreciations, effects
that were not foreseen at the time. Like those staff studies,
moreover, the IEQ notes that the IMF modified its fiscal tar-
gets quickly and thus absolves it of blame for the large fall in
output. In Brazil, by contrast, the IMF went in the opposite
direction. It called for more fiscal tightening after Brazil had
to let its currency float and the subsequent depreciation
raised the government’s debt burden, as much of its debt was
dollar denominated or dollar linked.

The IEQ is less firmly supportive of the monetary policies
prescribed by the IMF, apart from noting that Indonesia and
Brazil failed to follow those policies during the early stages of

their crises. Recent research, it says, has not dispelled doubts
about the net benefit of raising interest rates when a country
confronts a currency crisis. Theoretical work has shown that
higher interest rates can strengthen or weaken a currency,
empirical work has not settled the matter, and the issue is
even harder to resolve when a country faces a banking crisis
as well as a currency crisis. In light of these considerations,
the IEQ concludes, it is difficult to pronounce definitively on
the appropriateness of monetary conditionality in the three
crisis countries.

The IEO is less circumspect when assessing the results of
the IMF programs. The initial programs failed in that they did
not stabilize the three countries’ currencies. In Indonesia, the
IEO blames the government for refusing to take ownership of

“The IEO should contemplate follow-up
studies to ask whether its recommendations
have had the expected effect.’

the program and, indeed, subverting it. In Korea, it blames the

IMF’s major shareholders for attaching vague conditions to

the use of the bilateral financing they provided and for taking
too long to involve Korea’s private sector creditors. In Brazil, it
divides blame between the government and the IMF for try-
ing to defend an overvalued currency and failing to address
the government’s adverse debt dynamics. But it also faults the
IMF for failing to detect some of the vulnerabilities that
explain the severity of the Korean and Indonesian crises and
for failing to flag the vulnerabilities it did, in fact, detect.

The detailed accounts of the crises in the IEO evaluation are
well worth reading for the light they shed on relations between
the IMF and its major shareholders. It is widely believed that
the IMF and the U.S. Treasury worked closely together to
resolve the crises under study. There were marked differences
of view, however, between the IMF and its major shareholders.
In Korea, the IMF quickly concluded that the available financ-
ing was insufficient and immediately pressed its major share-
holder governments to achieve a rollover of bank credit lines,
but to no avail. In Indonesia, a long list of structural reforms
was attached to the January 1998 program at the urging of
major shareholders in the belief that confidence could be
restored only by signaling a clean break with the past. The I[EO
finds that this strategy deflected attention from vital reforms
in the banking sector and reduced the willingness of the
Suharto government to take ownership of the program.

The IMF has already addressed some of the issues raised in
the IEO evaluation—a fact that the IEO readily acknowledges.
The IMF has decided, for example, that programs should not
include structural reforms unless they are required to achieve
the macroeconomic objectives of the programs. We should
not expect to see again long lists of structural reforms like
those in the Indonesian and Korean programs. It may be
harder, however, to implement some of the IEO’s other recom-
mendations, notably those that pertain to IMF surveillance. At
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times, the IEO suggests that candor and transparency are com-
plementary-—that the publication of the IMF's views can stim-
ulate public debate about national policies and bring market
pressure to bear on a recalcitrant government. Elsewhere, it
concedes that they can conflict. When candor is combined
with transparency, markets may react abruptly—faster than
governments can react constructively.

In an effort to marry candor and transparency, the IEO
suggests that the IMF find ways of engaging in escalated sig-
naling when, in the course of surveillance, the staff has iden-
tified key vulnerabilities and they have not been cured after
several more rounds of surveillance. This approach, it says,
would strike a balance between the role of the IMF as confi-
dential advisor to governments and its role in providing
information to markets. But this approach assumes implic-
itly that markets will respond in a graduated way to the esca-
lating signals from the IME and there is little reason to
expect that outcome. It may thus be better to rely on confi-
dential warnings that a government will not qualify for large-
scale IMF financing if, by failing to cure key vulnerabilities, it
succumbs eventually to a capital account crisis.

What should the staff tell the Board, however, when the
risk to an IMF program does not derive from unforeseen

44 Finance & Developiael

PBCh 20047

shocks or perceived vulnerabilities but is instead political—
the risk that a government will be unwilling or unable to
implement an IMF program? The IEO tackled this question
in its report on prolonged use.

Prolonged use of IMF resources

The IEO treats a country as being a prolonged user if it has
had IMF programs for 7 or more years in any 10-year period.
Under this definition, a country is not likely to be a prolonged
user unless it has had at least two 3-year programs withina 10-
year period. Nevertheless, the IEO finds that prolonged use
has risen since the 1970s, whether measured by the number of
countries involved or the total financial exposure of the IME
To a significant extent, prolonged use reflects the adaptation of
IMF policies and financial facilities to meet the special needs
of low-income countries. Most prolonged users belong to that
group. But much of the increase in financial exposure result-
ing from prolonged use reflects the involvement of middle-
income countries, such as Argentina, Mexico, and Turkey. The
IEO finds, moreover, that both sorts of prolonged use are due
partly to flaws in IMF policies and programs.

Though the findings in this report derive from studying
prolonged use, some have wider applicability. The IEO’s case
studies of prolonged use, for example, yield valuable findings
about the design of conditionality:

o The specific structure of conditionality is less important
than an underlying domestic political commitment to core
policy adjustment.

o Excessively detailed conditionality—whether used
because of a weak track record, doubts about ownership, or
to support reform-minded groups within a government—
does not appear to have been effective.

e Conditionality focused on policy rules or procedures,
rather than discretionary onetime actions, was ultimately
more effective.

The IEO also discusses the political economy of condition-
ality and the problem raised above: How and where should
political feasibility enter into the IMF's decision-making
processes? The IEO finds that judgments about political feasi-
bility influence IMF mission chiefs working with national gov-
ernments on the design of programs and that staff menibers
often understand the political risks to a program. It also finds,
however, that these judgments do not surface in staff reports
to the Board. But its conclusion suggests a different solution to
this crucial problem. Judgments about political risks should be
clearly distinguished from judgments about other risks and
should be made in a transparent manner at the level of the
Managing Director and the Executive Board, who are account-
able for them. But this surely implies that the staff should be
strongly encouraged to advise the Managing Director, if not
the Board itself, of the concerns that it may have about the
political risks to a particular program.

Returning to the narrower problem of prolonged use, the
IEO finds that aid donors and others, including the Paris
Club of official creditors, often key their own decisions to
those of the IMF—that is, an IMF program is seen as a seal
of approval. This practice, it says, may lead the IMF to toler-



