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GAO

Accountability * Integrity * Reliability

United States General Accounting Office

Washington, DC 20548

May 8, 2001

The Honorable Jesse Helms
Chairman, Committee on Foreign Relations
United States Senate

Dear Mr. Chairman:

This report responds to your request that we (1) analyze how the
International Monetary Fund’s new Poverty Reduction and Growth
Facility is designed to be different from the Fund’s Enhanced Structural
Adjustment Facility, (2) assess what has actually changed in recipient
countries’ programs, and (3) evaluate whether the changes implemented in
the new program increase the likelihood of recipient countries graduating
from (that is, no longer being eligible for) concessional borrowing in less
than 15 years or have contributed to a more short-term lending focus for
the Fund.

We are sending copies of the report to the Honorable Paul H. O’Neill,
Secretary of the Treasury; the Honorable Colin L. Powell, Secretary of
State; the Honorable Horst Kohler, Managing Director of the International
Monetary Fund,; the Honorable James D. Wolfensohn, President of the
World Bank; and other interested parties. Copies will also be made
available to others on request.

Please contact me at (202) 512-4128 if you or your staff have any questions
concerning the report. An additional GAO contact and staff

acknowledgments are listed in appendix V.

Sincerely yours,

Gt )

Harold J. Johnson
Director, International Affairs and Trade
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Executive Summary

Purpose

The effectiveness and appropriateness of the International Monetary
Fund’s lending programs to poor countries have been widely debated.’
This debate has centered on whether Fund programs have improved
countries’ economies and whether the potential negative impacts of its
programs on the poor have been sufficiently considered. Some have also
argued that the Fund should return to its initial mandate of lending on a
short-term basis to countries experiencing crises and end its support of
the longer-term reform programs of low-income countries.

In response to some of these concerns, and as part of a concerted
international effort to reduce poverty, in September 1999 the Fund
expanded the goals of its lending program to its poorest members to
include an explicit focus on poverty reduction. In November 1999, to
underscore this focus, the Fund renamed its concessional lending program
from the Enhanced Structural Adjustment Facility to the Poverty
Reduction and Growth Facility. In December 1999, the Fund’s Executive
Board asked Fund staff to begin implementing the process quickly,
recognizing that it would involve a substantial degree of experimentation
and innovation.”

Under this new focus, the economic and structural measures in Fund-
supported programs are to emerge directly from each country’s own
priorities for reducing poverty, determined through a government-led,
broad participatory process that includes representatives of civil society
(including the poor),’ parliament, and donors, based on each country’s
unique circumstances. In this way, policies aimed at poverty reduction
could have a direct impact on the design of the macroeconomic

"The International Monetary Fund, supported by its 183 member governments, promotes
international monetary cooperation and exchange rate stability and provides lending to
member countries that experience balance-of-payments difficulties. The Fund lends money
to low-income members on concessional, or below-market, terms in order to support
programs to strengthen their balance-of-payments positions and to foster growth. A
country’s balance-of-payments accounts summarize its financial dealings with the outside
world.

*The Fund operates under the authority of the Board of Governors, the highest decision-
making authority. General operations are delegated to a smaller group of representatives,
the Board of Executive Directors, who are responsible for making policy decisions and
approving loans. The Board comprises 24 Executive Directors who are appointed or
elected by one or more member countries.

“Civil society” refers to the nongovernmental segment of society and includes churches,
community groups, trade unions, business associations, and organizations that advocate
for specific causes, such as human rights and environmental protection.
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Executive Summary

Background

framework (that is, economic policies, targets, and structural reforms)
that seeks to promote faster, sustainable economic growth.

The Chairman of the Senate Committee on Foreign Relations asked GAO
to evaluate what the Fund has changed about its lending program for its
poorest members since it announced the Poverty Reduction and Growth
Facility; specifically to (1) analyze how this new program is designed to be
different from the previous program, (2) assess what has actually changed
in recipient countries’ programs, and (3) evaluate whether the changes
implemented in the new program increase the likelihood of recipient
countries graduating from (that is, no longer being eligible for)
concessional borrowing in less than 15 years or have contributed to a
more short-term lending focus for the Fund.

To address all three issues, GAO analyzed a wide range of documents from
the Fund, the World Bank,' recipient and donor governments, U.N.
organizations, and nongovernmental organizations. GAO also interviewed
officials from these organizations in the United States and abroad. To
analyze whether the design of the new program differs from the old, GAO
examined Fund statements describing the key elements of the new
program and compared them to Fund statements and analyses regarding
the Fund’s previous program. GAO’s findings regarding program design
derive from this analysis and are not based on individual country
experiences. To address the second issue, GAO selected and visited three
countries for case studies—Albania, Benin, and Honduras—that met the
following criteria as of September 30, 2000: they had a current Fund
program and relatively consistent performance under this program, were
expected to have full poverty reduction strategies by mid-2001, and had
been reviewed by the Fund under their current and previous Fund
programs. GAO did not generalize from the experience of these countries
to draw conclusions about overall implementation issues. Instead, the
case studies are examples of how countries are addressing the design
challenges identified in the first objective.

Since 1976, the Fund has provided loans on concessional terms’ to eligible
low-income members in order to strengthen their balance-of-payments

“The World Bank, supported by its 182 member governments, promotes economic growth
and the development of market economies by providing financing on reasonable terms to
countries that have difficulty obtaining capital.

The lending terms include a 5-%2 year grace period, 10-year maturity, and annual interest
rate of 0.5 percent.
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Executive Summary

Results in Brief

positions and support their reform programs. In order to receive loans,
countries agree to implement macroeconomic and structural reforms.’
These loans have been funded primarily with the profits from the sale of
some of the Fund’s gold holdings and contributions (loans or grants) from
member countries.” Eligibility for these concessional loans has been based
mainly on a country’s per capita income and eligibility for World Bank
concessional lending. The terms of the loans have remained the same,
while the purpose of the loans has expanded from balance-of-payments
assistance to fostering lasting growth that leads to higher living standards
and a reduction in poverty.

The Fund provides advice on macroeconomic issues such as achieving and
maintaining stability.® At the same time, the Fund seeks to integrate social
policies into its programs and advice, with the World Bank taking the lead
on these issues. As of February 21, 2001, 34 of the 77 countries eligible for
the Poverty Reduction and Growth Facility had current loan commitments
totaling more than $4 billion. Twenty-two of the 34 countries are in sub-
Saharan Africa.

Although the design of the International Monetary Fund’s Poverty
Reduction and Growth Facility does not differ significantly from the
Fund’s previous program, certain elements of the new program are
emphasized more now than in the past. GAO observed that most of the
changes announced for the new program were also pursued under the
previous program. The one major design change—getting countries to take
ownership of their macroeconomic framework—is difficult to achieve for
three reasons. First, the limited capacity of many recipient governments to

GPrograms cover a period of 3 years but can be extended to a fourth year. Loans are
disbursed either quarterly or semi-annually. The Fund makes the first disbursement after it
approves the arrangement. The Fund releases the next disbursements after it completes
reviews of the program, determining that the country has satisfactorily met its performance
requirements. These requirements generally include macroeconomic indicators and
important structural measures.

7
These resources are separate from the Fund'’s other resources such as the quota
contributions of its members.

8Macroeconomic stability exists when key economic relationships are in balance, for
example, between domestic demand and output, the balance of payments, fiscal revenues
and expenditure, and savings and investment. These relationships need not necessarily be
in exact balance. Imbalances such as fiscal and current account deficits or surpluses are
perfectly compatible with economic stability provided that they can be financed in a
sustainable manner.
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independently analyze and effectively negotiate the macroeconomic
framework reduces the opportunity for country-specific elements to be
addressed. Second, the challenges to effectively engaging civil society in a
dialogue on these very complex matters are significant. Finally, a national
dialogue on the choice of effective policies is hampered by the limited
knowledge of all parties about how different policies actually affect
elements of the macroeconomic framework. Considering the above
difficulties, civil society may not be able to influence the macroeconomic
framework through the initial poverty reduction strategy; however, civil
society may help improve the allocation of resources and increase the
amount of resources donors are willing to provide by helping establish
priorities for poverty reduction. Even if national ownership increases,
given the need for poor countries to maintain macroeconomic stability,
which is essential for economic growth and poverty reduction, the actual
policies and targets within the macroeconomic framework are not likely to
be altered substantially from the past.

GAO found few changes in the Fund programs of the three countries
reviewed—Albania, Benin, and Honduras—that can be clearly attributed
to the changes that the Fund announced in 1999. Most elements of the
Fund’s new program were also included in countries’ previous programs,
making it difficult to determine to what extent these elements reflect the
announced changes in the Fund’s approach rather than the direction the
country’s program was moving in prior to the new program. Nonetheless,
the three countries faced several difficulties in developing a nationally
owned macroeconomic framework. First, each government has limited
capacity to independently analyze macroeconomic issues. Second, while
all three governments have begun a dialogue with civil society, many
people that GAO spoke with were unsure how to use this dialogue to
address the countries’ complex macroeconomic policies and targets, other
than the composition and level of spending. Finally, GAO did not see
evidence of changes in the three countries’ Fund documents that were
called for under the new program. These changes include showing that
before reforms were implemented, their social impacts were assessed and
measures to alleviate any negative impacts were put in place.

If the changes announced by the Fund for its lending program to its
poorest members actually improve the overall effectiveness of a country’s
development program, the likelihood of earlier graduation from the Fund’s
program could increase. However, the impact of these changes on
economic growth is unknown at this time. GAO’s analysis shows that most
of the current recipients of the Fund’s concessional assistance will require
strong, sustained economic growth to reach the point of graduation from
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Principal Findings

The Design of the
Fund’s New Program
Differs Little From Its
Previous Program

Most of the Announced
Modifications Represent a
Change in Emphasis Rather
Than a Change in Philosophy

concessional Fund assistance. To reach this point within 15 years, the 32
countries that borrowed from the Fund’s concessional facility in 2000 must
average a real per capita income growth in excess of 6 percent annually
during that entire period, a growth rate that significantly exceeds the
countries’ average growth rate of negative 1 percent over the last 15 years.
Unlike the Fund’s nonconcessional facilities that are to lend resources
based on short-term conditions, the concessional facility does not assume
that countries will have only a temporary need for assistance. During the
past 15 years, the Fund has functioned as a long-term lender that supports
countries’ reform programs, and indications are that it intends to retain
this role.

The Treasury said that GAO’s report addresses a number of important
issues concerning the Fund’s concessional lending to poor countries. The
Fund did not disagree with GAO’s findings regarding the design of the
Poverty Reduction and Growth Facility but stated that GAO’s report could
have been more positive in its judgments.

The design of the Poverty Reduction and Growth Facility does not differ
significantly from the Enhanced Structural Adjustment Facility because
the new program includes elements that have been pursued under the
previous program for a number of years. One change in the new
program—that the macroeconomic targets and policies in Fund programs
will emerge from a government-led process involving civil society and
donors—could be a major departure from how the macroeconomic
framework has been traditionally chosen. However, even this builds on
features that the Fund has discussed and pursued for some time.

This commonality does not necessarily mean that the new program is

identical to the previous program, since the new program envisions
consolidating the program elements into a single framework and giving
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Widely Accepted Goal of
Maintaining Macroeconomic
Stability Limits Potential
Changes Under the Program

them greater prominence. GAO believes that such a change represents a
shift in emphasis rather than a change in the Fund’s stated philosophy,
with signs of this shift evident over the past few years. Yet the Fund has
had difficulties achieving some of these program elements. For example,
since at least 1987, ownership by the recipient governments of their Fund
programs has been seen as an important element in successful program
implementation. However, the main vehicle to achieve this—the policy
framework papers—has been generally developed by the staff of the Fund
and not by the countries themselves. Under the new program, the
governments are to write the new poverty reduction strategies themselves.
According to Fund staff, the Fund’s Executive Board could endorse
strategies that contain elements that the Fund does not agree with.
However, the significance of this change is uncertain, since the Board
must endorse a country’s overall strategy in order for the country to
borrow from the Fund.

The Fund and the World Bank consider macroeconomic stability to be a
necessary prerequisite for economic growth and poverty reduction,
although not sufficient on its own to achieve those goals. Countries that
experience macroeconomic instability, such as high inflation rates, have
tended to have low or even negative economic growth rates. This concern
over the negative effects of macroeconomic instability underlies the
Fund’s continuing goal that a country’s macroeconomic framework should
work to maintain stability, once achieved. However, policies that are
overly concerned with macroeconomic stability may turn out to be too
austere, lowering economic growth from its optimal level and impeding
progress on poverty reduction. According to Fund and World Bank
documents, there is a “substantial gray area” between those policies that
may be considered too austere and those that cause macroeconomic
instability. Presumably, one goal of including the macroeconomic
framework within the national poverty reduction dialogue would be to
explore this gray area to establish an effective mix of policies consistent
with the medium-term goals of the country.

Based on GAO’s analysis of numerous documents and discussions with
Fund and World Bank officials, it is difficult to determine whether in fact
there is a “substantial” range of macroeconomic policy targets to be
discussed and explored within this so-called “gray area.” This is due to two
factors. First, precise identification of the bounds of the gray area is
beyond the current understanding of the economics profession. For
example, many economists, including some at the Fund, think that
inflation above a 7 to 11 percent range is risky, whereas others think the
level can be between 20 and 40 percent before it starts to endanger
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Developing a Nationally Owned
Macroeconomic Framework Is
Difficult

economic growth. Second, the harsh economic realities confronting these
very poor countries also work to limit the choice of policies or the amount
that spending can be prudently increased over a short period of time. Both
of these factors are strongly influenced by the desire to ensure that
whatever macroeconomic framework is agreed to, it does not put the
country at greater risk of macroeconomic instability.

Governments face several challenges in developing a macroeconomic
framework for which they are expected to take ownership. First, many
governments have limited technical capacity relative to the substantial
complexities inherent in establishing macroeconomic policies and targets.
For example, governments are expected to more openly discuss the
selection, impacts, and trade-offs of various macroeconomic policies (i.e.,
lower budget deficits versus higher spending on poverty reduction). Yet,
there are questions about the extent to which many governments are
capable of effectively engaging in such discussions. Second, the challenges
in establishing a participatory process and the complexities of
macroeconomic issues may limit the extent to which civil society can
influence the macroeconomic framework in the near term. This can be
especially difficult in countries that lack a democratic or representative
tradition and thus have few existing means for getting citizen or
nongovernmental organizations’ input or for electing representatives.
Finally, even if the capacity of the national governments were improved
and civil society were effectively engaged in a dialogue on the
macroeconomic framework, national ownership would be hampered by
the current limitations in economic knowledge on how different policies
actually affect elements of the macroeconomic framework. The World
Bank and others are attempting to develop models that may help explain
the impact of various policies, but the process is slow due to technical
complexities and limited country-specific data. Considering the above
difficulties, civil society may not be able to influence the macroeconomic
framework through the initial poverty reduction strategy; however, civil
society may help improve the allocation of resources and increase the
amount of resources donors are willing to provide by helping establish
priorities for poverty reduction.
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Difficult to Attribute to New
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Difficulties Establishing
National Ownership of
Macroeconomic Framework

Executive Summary

GAO found a few changes in the Fund programs for Albania, Benin, and
Honduras that can be clearly attributed to the changes announced by the
Fund in 1999. These few changes are (1) Albania’s establishment of a
participatory approach for preparing a national development strategy and
(2) fewer structural conditions in Benin. However, the significance of
these changes for the Fund program is not clear, since Albania’s
participatory process does not describe how Albania will include civil
society in discussing the macroeconomic framework, and Benin still has to
meet two of the three conditions dropped from the Fund program in order
to receive debt relief under the Heavily Indebted Poor Countries Initiative.’
The absence of clear change is due, in part, to the inclusion of many of the
same elements in countries’ previous Fund programs. For example,
Albania and Benin have focused on poverty reduction since at least 1997.

For all three countries, establishing national ownership of their
macroeconomic policies and targets has been challenging for several
reasons. First, the three governments’ ability to analyze macroeconomic
issues is limited. For example, according to a government official in
Albania, since the departure of an employee of the central bank in 1997, no
one has been able to operate and maintain their macroeconomic model.
Second, while all three national governments have organized a
participatory process for preparing their countries’ poverty reduction
strategies, they have found it difficult to determine how to include civil
society in discussing macroeconomic policies and targets. For example, in
Honduras, government and donor officials told GAO that there were no
civil society organizations conducting analyses of macroeconomic issues.
Finally, while countries’ Fund program documents are to include
information on the social impact of significant economic adjustments
before adjustments are implemented, GAO did not find such information.

*The Heavily Indebted Poor Countries Initiative is a comprehensive approach for providing
debt relief to the poorest and most indebted countries in the world. For more information
on this initiative, see Developing Countries: Debt Relief Initiative for Poor Countries Faces
Challenges (GAO/NSIAD-00-161, June 29, 2000).

Page 9 GAO-01-581 IMF: New Lending Program


http://www.gao.gov/cgi-bin/getrpt?GAO 00-16

Executive Summary

The Effects of the
New Program on

Graduation and the
Role of the Fund

Strong, Sustained Economic
Growth Essential to Reach
Consideration for Graduation

The Fund Has Been a Long-
term Lender to Low-income
Countries

If the changes announced by the Fund for its lending program to its
poorest members, particularly national ownership of the macroeconomic
framework, improve the overall effectiveness of a country’s development
program, the likelihood of earlier graduation from the Fund’s program
could increase. However, the actual impact of these changes on economic
growth is unknown at this time and, as previously discussed, there are
many challenges and obstacles to establishing national ownership.

GAO’s analysis showed that most of the 32 countries that borrowed
concessional resources from the Fund in 2000 will need to achieve strong,
sustained economic growth to reach eligibility for graduation within the
next 15 years. These countries would have to achieve an annual average
growth rate of 6 percent, which is substantially greater than the negative
1 percent growth rate the countries averaged over the previous 15 years.
These countries are projected to have an average of 2.5 percent growth
over the next 15 years. At those projected growth rates, only four
additional countries would reach the eligibility threshold by the end of the
15-year period. Given that the current annual per capita income levels of
these countries is generally quite low (an average of $427), the average
number of years required for these countries to reach the graduation
threshold at their projected per-capita income growth rates is 59, with
Niger requiring 366 years.

Over the last 15 years, the Fund has functioned as a long-term lender to
support poor countries’ reform programs, and it has indicated that it
intends to retain this role. The underlying problems that Fund assistance is
designed to help address in poor countries often take a long time to
resolve. Unlike the Fund’s nonconcessional resources, there is no
presumption under the Poverty Reduction and Growth Facility that
countries will have only a temporary need for assistance. The Fund has
wide latitude to lend to poor countries, given the countries’ underlying
vulnerabilities and low standards of living. For example, in recent years
Benin has had a very stable macroeconomic environment, with low
inflation, a balance-of-payments surplus, low budget deficits, and good
economic growth. Within this healthy macroeconomic context, in July
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Agency Comments
and GAQO’s Evaluation

2000 the Fund and Benin negotiated another program for an additional

3 years, with the objectives of achieving high and sustainable economic
growth and reducing poverty while maintaining macroeconomic stability.
The 32 countries that received Fund assistance in 2000 had received
assistance from the Fund for an average of 7 of the last 10 years.
According to a Fund official, the Fund is likely to continue to provide low-
income countries with concessional resources as long as they have a need
for those resources, the resources are available to be lent, and the
countries pursue effective policies.

GAO received written responses on this report from the Department of the
Treasury and the International Monetary Fund. The Treasury said that
GAO’s report addresses a number of important issues concerning the
Fund’s concessional lending to poor countries. Comments received and
GAOQ’s evaluation of them are reprinted in appendixes III and IV. These
organizations, along with the World Bank, also separately provided
technical comments that GAO discussed with relevant officials and
included in the text of the report, where appropriate.

The Fund did not disagree with GAO’s findings regarding the design of the
Poverty Reduction and Growth Facility but stated that GAO’s report could
have been more positive in its judgments. The Fund said that GAO’s
report discounts the process of public involvement in the formulation of
key macroeconomic policy choices. GAO disagrees with this
characterization of the report. The report recognizes the significance of
the participatory process and, in fact, points out that civil society may help
improve the allocation of resources and increase the amount of resources
donors are willing to provide by helping establish priorities for poverty
reduction. The Fund stated that further GAO investigation would have
identified actual changes in Poverty Reduction and Growth Facility-
supported programs and that the Fund knows change is taking place in
many of these programs. However, the Fund provided no evidence to
support this assertion nor did it provide any examples of actual changes or
identify countries where change is taking place. The Fund said that the
GAO analysis could be more tightly focused on whether outcomes are
likely to be better under the new program than under the previous
program. GAO reports that the impact of the new program on countries’
economic growth rates is unknown at this time and that there are many
challenges and obstacles to establishing national ownership.
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Chapter 1: Introduction

Financing of and
Eligibility for the
IMF’s Concessional
Loans

Since 1976, the International Monetary Fund (IMF) has provided loans on
concessional (below-market) terms to eligible low-income members of the
Fund in order to strengthen their balance-of-payments positions and
support their reform programs. In order to receive loans, countries agree
to implement reform programs to address their underlying problems. The
IMF has primarily focused on macroeconomic and structural issues, such
as those intended to promote a market-based economy. In recent years,
the role of the IMF in providing long-term assistance to poor countries as
well as the appropriateness and effectiveness of its programs have been
the subject of considerable debate. In response to some of these
criticisms, and as part of a concerted international effort to reduce
poverty, in September 1999 the IMF expanded the goals of its lending
program to its poorest members to include an explicit focus on poverty
reduction. In December 1999, the IMF’s Executive Board asked IMF staff
to begin implementing the revised program quickly, recognizing that it
would involve a substantial degree of experimentation and innovation.'
The IMF said in September 2000 that it expected to see measurable
progress in incorporating the new features of the concessional lending
program by September 2001.

The IMF has provided concessional financing through four facilities since
1976.” The terms of the IMF’s loans have remained the same over this
period, while the purpose of the loans has expanded from providing
balance-of-payments assistance to now include strengthening a country’s
balance of payments and fostering durable growth, leading to poverty
reduction. The IMF’s concessional lending has been financed primarily
with the profits from the sale of some of the IMF’s gold holdings and
contributions (loans or grants) from member countries. These resources

"The IMF operates under the authority of the Board of Governors, the highest decision-
making authority. General operations are delegated to a smaller group of representatives,
the Board of Executive Directors, who are responsible for making policy decisions and
approving loans. The Board comprises 24 Executive Directors who are appointed or
elected by one or more member countries.

“These facilities are the Trust Fund, which operated between 1976 and 1981; the Structural
Adjustment Facility, which operated between 1986 and 1994; the Enhanced Structural
Adjustment Facility (ESAF), which operated between 1987 and 1999; and the Poverty
Reduction and Growth Facility (PRGF), which was established in 1999. The legal authority
for the IMF to act as an administrator of such resources derives from its Articles of
Agreement, Article V, Section 2(b), which empowers it, if requested, to “perform financial
and technical services, including the administration of resources contributed by members,
that are consistent with the purposes of the Fund.”
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Chapter 1: Introduction

are separate from the IMF’s other resources such as the quota
contributions of its members.? Eligibility for these concessional loans has
been based mainly on a country’s per capita income and eligibility to
borrow from the World Bank’s concessional lending window, the
International Development Association, but it can also take into account
other considerations such as a country’s balance-of-payments and external
debt situation.’ The amount lent under the IMF’s concessional facility is
based on the member’s balance-of-payments needs, the strength of its
adjustment program, its outstanding use of IMF credit, and its record of
such use in the past. The initial access limit under a 3-year arrangement is
140 percent of the member’s quota, or, under exceptional circumstances,
up to 185 percent of quota, as of February 21, 2001.

Countries eligible for these concessional loans are among the poorest in
the world, with many classified by the United Nations as being in its
lowest category of human development, based on life expectancy, literacy,
and annual per capita income. Many depend on development assistance
from governments, multilateral organizations, and nongovernmental
organizations and have significant development needs.

Since 1986, a majority of the IMF’s concessional resources have been
disbursed to Africa. Over the latter part of this period, Asia reduced its use
of IMF concessional resources, while Europe increased its use as part of
the transition from centrally planned economies in the early 1990s. (See
fig. 1.)

*The characterization of the arrangements involving the IMF’s concessional resources
differs from those involving its nonconcessional resources. Whereas the IMF’s
concessional resources are considered loans, use of its nonconcessional resources are
considered “purchases,” with repayments considered “repurchases.” Nonconcessional
resources are to address short-term balance-of-payments problems, such as those that
occurred in Asia in 1997. See International Monetary Fund: Observations on the IMF’s
Financial Operations (GAO/NSIAD/AIMD-99-252, Sept. 30, 1999) for a description of the
nature of the IMF’s nonconcessional resources, and International Monetary Fund:
Approach Used to Establish and Monitor Conditions for Financial Assistance
(GAO/GGD/NSIAD-99-168, June 22, 1999) for a description of the IMF’s lending programs.

*This threshold was based on a 1998 per capita income of $895 or less.

Page 13 GAO-01-581 IMF: New Lending Program


http://www/gao.gov
http://www/gao.gov

Chapter 1: Introduction

. __________________________________________________________________________________________________________________|
Figure 1: Disbursements of IMF Concessional Loans by Region, 1986-2000
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Note: The spike in disbursements in 1995 was primarily due to a significant assistance package worth
$1.3 billion provided to Zambia. This package was part of an effort by Zambia to clear its arrears to
the IMF.

Source: GAO analysis of IMF data. Amounts adjusted to constant 2000 U.S. dollars.

As of February 21, 2001, 34 of the 77 countries eligible for the Poverty
Reduction and Growth Facility had current loan commitments totaling
more than $4 billion. Twenty-two of the 34 countries are in sub-Saharan
Africa.

In its lending programs to low-income countries, the IMF primarily focuses
on macroeconomic issues, such as promoting international monetary
cooperation, a balanced growth of international trade, and a stable system
of exchange rates; and structural measures such as financial sector
reform. When countries borrow from the IMF, they agree to implement
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The IMF’s Increased
Focus on Social
Issues

reform programs as a condition for access to financial assistance.” This
“conditionality” aims to alleviate the underlying difficulties that led to the
countries’ economic problems and ensure repayment to the IMF. Not all of
a country’s policies or reform efforts are necessarily included as
conditions of the IMF arrangement. The actions the IMF judges to be
particularly important for achieving program objectives will become

(1) “performance criteria” that generally must be met for members to
qualify for disbursements or (2) “benchmarks” that help to measure
progress in meeting objectives but do not generally affect disbursements.

The IMF has focused on advising countries on how to achieve and
maintain macroeconomic stability, which is widely viewed as a
precondition for, but not a guarantee of, economic growth and poverty
reduction. According to IMF and World Bank staff, macroeconomic
stability exists when key economic relationships are in balance, for
example, between domestic demand and output, the balance of payments,
and fiscal revenues and expenditure. To meet the goal of achieving or
maintaining macroeconomic stability, IMF programs may target factors
such as the rate of inflation, debt sustainability, and the level of
international reserves.

The IMF’s primary mandate is to focus on macroeconomic issues;
however, according to IMF staff papers, the IMF has become more
involved in areas where the World Bank has the lead role. For example,
the IMF said it has worked to ensure that social policies are integrated into
IMF-supported programs and advice, thus fulfilling its primary mandate
while also contributing to sustainable economic and human development.
In this way, the IMF’s contribution to social development is mainly
indirect, and its role in social policy advice is limited. Nevertheless, the
IMF’s involvement in social issues has increased. During the 1950s and
1960s, when the IMF provided financial assistance primarily to
industrialized countries, its policy advice focused mainly on
macroeconomic policies. With the shift to lending to developing countries
since the 1970s and economies in transition since the late 1980s, greater

5Programs cover a period of 3 years but can be extended to a fourth year. Loans are
disbursed either quarterly or semi-annually. The IMF makes the first disbursement when its
Executive Board—its primary decision-making body—approves the arrangement. The IMF
releases the next disbursements after it completes reviews of the program, determining
that the country has satisfactorily met its performance requirements. These requirements
generally include macroeconomic indicators and important structural measures.
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Criticisms of the IMF

consideration has been given to the complementarity of macroeconomic
policies and structural reforms and to the formulation of policies in a
medium-term context. With this broadening focus, the link between
economic and social policies has also increasingly been recognized.

The role of the IMF in providing long-term concessional lending and the
appropriateness and effectiveness of its concessional loan programs have
been the subject of considerable debate. For example, some critics believe
the IMF has overstepped its original mission by including conditions
related to social development strategies. In response, the IMF says its
increasing emphasis on structural issues has reflected a growing
understanding that countries’ balance-of-payments problems cannot be
resolved if a country suffers from deep-seated structural weaknesses.
Critics also contend that IMF programs impose undue hardships on the
poor. They point out that IMF programs often require that governments
cut expenditures and reduce budget deficits in order to meet the IMF’s
macroeconomic goals. They argue that such cuts often result in reductions
in spending on health, education, and other social programs vital to the
poor.

The IMF has acknowledged that, in certain cases in the past, programs for
the poor have been excessively reduced. To lessen this potential, the IMF
said that it now pays more attention to social issues and to social safety
nets and, if necessary, requires that countries maintain minimum spending
levels for social programs despite the need for a general reduction in
government spending. In 1998, the IMF-commissioned external evaluators
of ESAF recommended that IMF programs for low-income countries be
better integrated with policies to fight poverty and that recipient countries
should take more ownership of their program.® In response, the IMF began
to implement these changes; this policy has continued under the new
PRGF.

*Kwesi Botchwey and others, Report of the Group of Independent Persons Appointed to
Conduct an Evaluation of Certain Aspects of the Enhanced Structural Adjustment Facility
(IMF: Washington, D.C., Jan. 13, 1998).
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In response to some of the above criticisms, and as part of a concerted
international effort to reduce poverty, in September 1999, the IMF
expanded the goals of its lending program to its poorest members to
include an explicit focus on poverty reduction. Both the ESAF and PRGF
highlight sound macroeconomics and rapid, sustainable economic
growth—based on robust private sector activity and investments—as
critical to reducing poverty. Under the PRGF, the IMF will continue to
advise on and support policies to this end, including prudent
macroeconomic management, freer and more open markets, and a stable
and predictable environment for private sector activity. According to IMF
documents, the new approach also recognizes the increasing evidence that
entrenched poverty and severe inequality in economic opportunities and
assets can themselves be impediments to growth. According to these
documents, growth-oriented policies should be implemented in a
framework in which the pressing need to reduce poverty is also a central
objective. IMF staff documents highlight the following as the key features
of the PRGF."

1. The IMF program is to emerge from the country’s own strategy for
growth and poverty reduction.

e The broadest and most fundamental changes to the IMF’s work arise
from the fact that the targets and policies embodied in IMF-supported
programs will emerge directly from the country’s own poverty
reduction strategy paper (PRSP). The country and its people will need
to take the lead. The government will prepare the poverty reduction
strategy based on a process involving the active participation of civil

"See IMF, Poverty Reduction Strategy Papers—Operational Issues (IMF: Washington, D.C.,
Dec. 13, 1999); Poverty Reduction and Growth Facility-Operational Issues (IMF:
Washington, D.C., Dec. 13, 1999); Concluding Remarks by the Chairman on Poverty
Reduction Strategy Papers—Operational Issues and Poverty Reduction and Growth
Facility--Operational Issues (IMF: Washington, D.C., Dec. 21, 1999); and Key Features of
IMF Poverty Reduction and Growth Facility (PRGF) Supported Programs (IMF:
Washington, D.C., Aug. 16, 2000).
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society, nongovernmental organizations, donors, and international
institutions.®

» The participatory process is to facilitate open debate on issues such as
the social impact of policy measures and the pace and sequencing of
reforms. Discussions on the macroeconomic framework are to be more
open and iterative.

¢ Macroeconomic policies will need to be better integrated with social
and sectoral objectives to ensure that plans are mutually supportive
and consistent with a common set of objectives to spur growth and
reduce poverty. To ensure this consistency, the poverty reduction
strategy will set out a coherent and comprehensive strategy.

e The bottom-up approach will be reflected in the design of the
macroeconomic framework, including the level and composition of
government expenditures and the fiscal and external deficits. Key
social and sectoral policies, infrastructure projects, institutional
reforms, and other measures aimed at reducing poverty will be costed,
prioritized, and incorporated within the macroeconomic framework.

* Reconciling macroeconomic stability with spending levels needed to
achieve poverty goals will generally be a matter of raising an adequate
level of external grants or highly concessional loans. One key
component will be to mobilize external support, and IMF staff will need
to intensify efforts to identify sustained increases in resources for
countries where these can be used most effectively.

%The World Bank’s Poverty Reduction Strategy Sourcebook defines participation as “a
process through which stakeholders influence and share control over development
initiatives and the decisions and resources that affect them.” The major stakeholders
involved in poverty reduction include the poor and vulnerable groups, the general public,
organized civil society, the private sector, government agencies, representative assemblies,
and donors. As the Bank staff reported, participation is not a uniform process. The staff
noted that “[Participation] is likely to involve a cycle of participatory dialogue, analysis,
actions, and feedback within existing political and governance structures that is designed
to bring the views of all levels of civil society, from communities to the private and public
sectors, into government policy-making and program implementation, at both the national
and local levels.” The goals are to reach the maximum level of participation feasible within
a particular country and to increase accountability, transparency, and efficiency of
governance structures in promoting development and reducing poverty. Participation
includes the following continuum of approaches: information sharing, consultation,
collaboration, and empowerment.
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o

Budgets are to be more pro-poor and pro-growth.

Government spending should shift toward activities that demonstrably
benefit the poor, while tax reforms should improve both equity and
efficiency.

Appropriate flexibility is to be ensured in fiscal targets.

The program should be flexible enough to react to commonly
experienced shocks, such as deteriorating terms of trade or poor
harvests, or to spend newly available aid when it is clear that it could
be used productively.

Analysis of the social impacts of major reforms is to be conducted
before the reforms are put in place (normally by the World Bank), and
measures to counteract negative impacts should be incorporated in the
IMF’s program.’

The IMF should demonstrate that the effects of substantial macro-
adjustments or structural reforms on different groups have been
considered. The program should also highlight countervailing measures
to offset temporary adverse effects on the poor. If a technical impact
analysis is needed, the World Bank should lead that effort, but IMF
documents should indicate what work was done and how it influenced
policies.

Greater emphasis will be accorded to good governance.
All government activities should have greater transparency, effective
monitoring procedures, anticorruption initiatives, effective public
resource management, accountability, and the involvement of all

sectors of society in monitoring relevant aspects of the program.

Programs are to contain more selective structural conditionality.

9According to World Bank staff, ideally social impact analysis should be undertaken as an
integral part of the government-led preparation of PRSPs. When such analysis has not been
adequately done as part of the PRSP process for policy measures supported by the IMF’s
program, and further technical impact analysis is needed, the World Bank should normally
lead that effort.
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Program documents are to discuss only those areas where the IMF had
primary responsibility (and in these areas conditionality would be used
sparingly). For example, the IMF is to focus on structural conditions
that may impact the macroeconomic framework, such as the
privatization of significant government entities. Conditionality covering
areas within the primary mandate of the World Bank would be the
responsibility of the Bank and would not be expected to appear in IMF
financial arrangements.

According to IMF documents describing the PRGF, to help ensure that the
above key features are addressed in country-specific programs, program
documents are specifically to include the following. This information is to
provide a benchmark for future progress reviews.

Documents should demonstrate that the distributional effects of
substantial macroeconomic adjustments or structural reforms have
been considered. For example, privatization of a state-owned utility
may impact (positively or negatively) employment levels and the cost
and quality of services. Or, tax increases may affect some vulnerable
groups more than others. Normally, the World Bank would undertake
these analyses, drawing to the extent possible on analysis already
conducted during the preparation of the PRSP, but PRGF documents
should state what analysis was done and how it influenced the policy
choices.

Documents should highlight measures designed to ease any temporary
adverse impacts. Negative impacts—such as the loss of jobs—may be
discussed along with mitigating actions, such as a job retraining
program or temporary social assistance for laid-off workers.
Documents should state how fiscal targets would be modified in the
event of key shocks, such as a significant drop in the price of a major
export. Where relevant, programs should explicitly indicate how the
fiscal objectives have been, or will be, influenced by actual or likely
shocks. Several factors need to be weighed in determining the
appropriate response to an adverse shock, such as the amount and
terms of financing and the impact of higher spending on domestic
demand, the real monetary exchange rate, and the country’s
competitiveness. Inevitably, questions will arise regarding the amount
of domestic financing and the appropriate inflation target. IMF and
World Bank documents state that since inflationary financing
represents a tax whose incidence falls principally on the poor, the risks
here need to be weighed carefully. According to the IMF, sacrificing
low inflation to finance additional expenditures is not an effective
means to reduce poverty, particularly in cases where inflation is above
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Objectives, Scope,
and Methodology

single-digit levels. All of these issues are to be discussed in the context
of the participatory process leading to the PRSP and elaborated in the
document itself.

o Country program documents should present clearer information to
signal financing needs. Programs could be presented in ways that give
clearer signals to donors about the connection between financing and
the poverty and growth goals. PRSPs may identify (1) additional
priorities that could be funded if donors provided more aid and (2) the
areas in which spending cuts would be made in the event of financing
shortfalls. This change would require better measurement and tracking
of government expenditures.

e Documents should indicate how, in the course of the PRSP preparation
process, choices were made regarding the balance between the public
and private sectors in the allocation of total credit. It is generally
desirable that governments in low-income countries avoid or strictly
limit their use of relatively expensive domestic credit. But there may be
situations in which urgent public spending needs exceed the resources
available from revenues and external assistance, and a case could be
made for drawing on some of the domestic credit that would otherwise
flow to the private sector. This is another area in which flexibility can
be exercised, depending on how the relative needs of the two sectors
are prioritized.

The Chairman of the Senate Committee on Foreign Relations asked us to
evaluate what the IMF has changed about its lending program for its
poorest members since it announced the PRGF, specifically to (1) analyze
how this new program is designed to be different from the previous
program, (2) assess what has actually changed in recipient countries’
programs, and (3) evaluate whether the changes implemented in the new
program increase the likelihood of recipient countries graduating from
(that is, no longer being eligible for) concessional borrowing in less than
15 years or have contributed to a more short-term lending focus for the
IMF.

For our first objective, we analyzed documents from the IMF describing
the design of its concessional lending programs between 1986 and 2001.
To describe the key elements of a macroeconomic framework, we studied
IMF documents on financial programming and staff research papers
(workpapers, discussion papers, and technical papers) and attended a
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seminar at the IMF on financial programming.' Our research also included
an analysis of the current state of the development of macroeconomic
models. We also read research papers by other experts on this topic. We
met with IMF and World Bank officials to discuss the formulation of a
country’s macroeconomic framework and their understanding of how a
broad-based, participatory approach could be expected to influence the
macroeconomic framework. We also reviewed research conducted by staff
from the IMF, the World Bank, academia, consultant groups, and
nongovernmental organizations to identify empirical evidence supporting
the extent to which specific policies affect economic growth. To address
all three issues, we analyzed a wide range of documents from the Fund,
the World Bank," recipient and donor governments, U.N. organizations,
and nongovernmental organizations. We also interviewed officials from
these organizations in the United States and abroad. Our findings
regarding program design derive from this analysis and are not based on
individual country experiences.

To address the second issue, we selected and visited three countries for
case studies—Albania, Benin, and Honduras. These countries met the
following criteria as of September 30, 2000: they had a current Fund
program with no significant disruptions; were expected to have full
poverty reduction strategy papers by mid-2001; and been reviewed under
their current and previous IMF programs, which provided us with
documents for comparing the PRGF to the ESAF. We met with and
analyzed information on countries’ IMF programs and efforts to develop
poverty reduction strategies from officials of the IMF, the World Bank, and
other multilateral organizations; the recipient governments; the United
States and other donor countries; and nongovernmental organizations in
the United States and abroad. These officials also provided information on
the capacity of governments and civil society to influence the formulation
of the country’s macroeconomic framework. We did not generalize from
the experience of these countries to draw conclusions about overall

PFinancial programming is the framework used by the IMF to determine a country’s
macroeconomic program. The framework consists of several basic accounting identities
(relationships that are true by definition) and a few behavioral relationships (such as a
country’s demand for imports). To ensure consistency of the outcome, judgments are made
regarding underlying relationships, such as the relationship between investment
expenditures and import requirements.

UThe World Bank, supported by its 182 member governments, promotes economic growth
and the development of market economies by providing financing on reasonable terms to
countries that have difficulty obtaining capital.
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implementation issues. Instead, the case studies are examples of how
countries are addressing the design challenges identified in the first
objective.

For our third objective, to determine the likelihood of the 32 countries that
received PRGF disbursements in 2000 graduating from concessional
borrowing in 15 years or less, we utilized two databases. Using the per
capita income data from the World Bank’s World Development Indicators
2000 CD-ROM, we determined countries’ past growth rates and calculated
the per capita income growth rate required for them to reach the
International Development Association’s (IDA) income threshold in 15
years."” Using 15-year forecasted growth rates estimated by Standard &
Poor’s DRI, a leading provider of economic information, for each of the

32 countries, we determined what each country’s projected per capita
income would be in 15 years and how many years it would take each
country, at the DRI-projected growth rate, to reach the IDA threshold.” To
evaluate whether the PRGF has contributed to a more short-term lending
focus for the IMF, we reviewed IMF documents and data on its
concessional lending programs.

We performed our work from August 2000 through March 2001 in
accordance with generally accepted government auditing standards.

“The IDA income threshold is generally used to determine whether a country is eligible for
concessional lending.

BDRI is a unit of Standard & Poor’s, which is a division of The McGraw Hill Companies. It
is a leading provider of industry and economic data, forecasting, and consulting services.
Its World Forecast Database includes historical and forecast data for 170 countries.
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Program

Most of the
Announced
Modifications
Represent a Change in
Emphasis Rather
Than a Change in
Philosophy

We found that the design of the new PRGF differs little from the IMF’s
previous program. Although certain elements of the new program have
greater emphasis placed on them now than in the past, we observed that
most of the announced changes for the new program were pursued under
the previous program, and the one major design change—national
ownership of effective macroeconomic policies—is difficult to achieve.
Given the need for poor countries to maintain macroeconomic stability,
which is essential for economic growth and poverty reduction, the policies
and targets within the macroeconomic framework are not likely to be
altered substantially from the past. Our analysis shows that national
ownership of the macroeconomic framework is difficult to achieve for
three reasons: (1) the limited capacity of many recipient governments to
independently analyze and effectively negotiate the macroeconomic
framework reduces the opportunity for country-specific elements to be
addressed; (2) the challenges to effectively engaging civil society in a
dialogue on these very complex matters are significant; and (3) a national
dialogue on the choice of effective policies is hampered by the limited
knowledge of all parties, including the IMF, on how different policies
actually affect elements of the macroeconomic framework.

Our analysis of IMF documents shows that the design of the Fund’s new
lending program for low-income countries—the PRGF—does not differ
significantly from its previous program—the ESAF—Dbecause it includes
concepts that have been pursued for a number of years. As shown in table
1, according to the IMF, it has focused on key issues such as reducing
poverty and increasing the recipient government’s role in developing its
Fund programs since at least the late 1980s.
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Table 1: The Fund’s Stated Focus on Poverty Reduction, Government Leadership, and Civil Society Participation

Focus on :p 116 |\F Executive Board said the 3P The IMF Executive Board

poverty

reduction :

Government
leadership in
developing
strategy

Civil society
participation

: explicit focus on alleviating
structural problems was
particularly important, since many
countries suffered for many years
= from low rates of economic

: growth and declining per capita

i incomes.

> According to the IMF Board
* country authorities should play a
greater role in developing PFPs.

* PFPs should include more
discussion of country authorities’
priorities.

+  Successful reform and adequate
safeguards for IMF resources
require the borrower to be fully
committed to the reform
program.

:p IMF programs need to pay due
regard to countries’ domestic
social and political objectives.

* welcomed the increased

attention being paid to the

impact of IMF programs on
: income distribution and the
poorest population groups

* supported occasional use of
measures to ease the impact
of reform on these groups.

P> The IMF Board

* stressed that the member
country should play the
leading role in preparing the
PFP, so that the document
would be an authentic
expression of the country’s
objectives and policies

* emphasized the importance
of achieving consensus within
the member country’s
government on the content of
an adjustment program. In
some cases, additional time

1 might be needed to permit full

i discussion of major issues

! before the PFP was drafted.

P The IMF Board said that
focusing on programs’ impacts
on income distribution and the
poorest population groups
enhanced programs’ chances
of success by minimizing
public resistance to them.
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Essential ingredients for
successful structural
adjustment programs include
integration into program design
of

> >

i e poverty reduction objectives
* ways to mitigate adverse
effects on the most vulnerable
groups, preferably through
income-generating programs.

In a March 1989 review of H 4
concessional lending programs, :
the IMF Board stressed that the :
involvement of member :
countries’ authorities in program
design be intensified. :
The Board emphasized

the importance of allowing

:  sufficient time for political

i consensus to be reached in :
borrowing countries. :

P Other essential ingredients for =P
success include well-designed
programs with broad public
understanding/support that take

into account the country’s
deep-seated structural

problems and social,

demographic, and political
environment.

GAO-01

Sizable reduction in the
incidence of poverty is the
highest priority for the
international development
community. A broad consensus
is emerging on strategies to
achieve this goal.

Policy framework papers identify
policies that help and those that
may hurt the poor.

Governments of developing
countries have primary
responsibility for achieving goal
of poverty reduction. This goal
could be most effectively
achieved through national
development strategies that

« include sound macroeconomic
and structural policies

* encourage sustainable growth
that increases income earning
opportunities for the poor

* develop the human resources of
the poor, particularly through
broad access to education,
health, and family planning
services.

Developing countries’ experience
in the 1970s shows that growth
founded on inflation and
excessive external borrowing and
not built on broad-based and
creative participation of the
largest part of the population is
deprived of its essential driving
force. Involvement of the poor in
designing and executing projects
and programs is key to effective
poverty reduction efforts.
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1992-939 1995€ 1996f

>

> The IMF continued to find ways,
commensurate with its mandate as a
monetary institution, to contribute to
reducing poverty by

> The IMF focused more on the social issues of

adjustment. Short-term focus: mitigate
adverse effects on vulnerable groups. Long-
term poverty reduction is best achieved by
sustained and broad-based growth and

Explicit focus on poverty reduction within a
country’s overall development strategy. Growth-
oriented policies should be implemented in a
framework in which the pressing need to reduce
poverty is also a central objective.

* emphasizing sound macroeconomic
and structural policies, which promote
sustainable growth worldwide

i improvements in level and quality of :
: government spending on social services. The :
! IMF focused more on composition and :
« discussing impacts of economic efficiency of public expenditures.
policies for poor groups and appropriate

policy mix to achieve reform.

> All IMF programs resulted from stronger :’ Countries, the IMF, and others developed mix of ’

1 collaboration among the governments, the i policies in close consultation. The IMF programs &
IMF, and the World Bank through the PFP. have increasingly paid attention to the mix and

sequencing of policies, with a view to minimizing

adverse effects on the poor. This helps increase

the political sustainability of economic reforms.

Ultimately, the choice of social and economic

policies belongs to the government.

The country and its people will need to take the
lead.

* The government will prepare the poverty
reduction strategy paper based on a process
involving the active participation of civil society,
nongovernmental organizations, donors, and
international institutions.

Political commitment to reform was
critical.

It is critical that key players--especially at the
grassroots level--have a stake in economic H
policy-making.

* The most fundamental changes to the IMF’s
work arise from the fact that the targets and
policies in IMF programs will emerge directly from
the country's poverty reduction strategy.

* Discussions on the macroeconomic framework
will be more open and iterative.

* The costs of poverty-reduction programs will
more directly influence the design of the
macroeconomic framework.

:} Strategy of high-quality economic growth--which :}
is key to poverty alleviation--includes

participatory development through active

involvement of all groups in society.

:b Vested interests were often against reforms;
ways to ease the impact on these groups
and persuade them of the longer-term
benefits of reforms were important.
Declining terms of trade eroded support
of reforms.

Broad participation and greater ownership to
ensure that civil society is involved and that
country authorities are in the driver's seat.

Legend
PFP = Policy framework paper

“International Monetary Fund, Annual Report of the Executive Board for the Financial Year Ended
April 30, 1987 (Washington, D.C.: IMF, 1987) and International Monetary Fund, Annual Report of the
Executive Board for the Financial Year Ended April 30, 1988 (Washington, D.C.: IMF, 1988).

*International Monetary Fund, Annual Report of the Executive Board for the Financial Year Ended
April 30, 1989 (Washington, D.C.: IMF, 1989) including press communiqués of the Joint Ministerial
Committee of the Boards of Governors of the Bank and the Fund on the Transfer of Real Resources
to Developing Countries (Development Committee). The Development Committee, which is
composed of 24 members who are usually ministers of finance or development, advises the IMF’s
and the World Bank’s Boards of Governors.
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‘International Monetary Fund, Annual Report of the Executive Board for the Financial Year Ended
April 30, 1990 (Washington, D.C.: IMF, 1990); International Monetary Fund and World Bank, Finance
and Development (Washington, D.C.: IMF and World Bank, Sept. 1990); and International Monetary
Fund, Annual Report of the Executive Board for the Financial Year Ended April 30, 1991
(Washington, D.C.: International Monetary Fund, 1991), including press communiqués of the Joint
Ministerial Committee of the Boards of Governors of the Bank and the Fund on the Transfer of Real
Resources to Developing Countries (Development Committee).

‘International Monetary Fund, Annual Report of the Executive Board for the Financial Year Ended
April 30, 1992 (Washington, D.C.: International Monetary Fund, 1992) and International Monetary

Fund, Economic Adjustment in Low-income Countries: Experience Under the Enhanced Structural
Adjustment Facility, Occasional Paper 106 (Washington, D.C.: IMF, Sept. 1993).

‘International Monetary Fund, Social Dimensions of the IMF’s Policy Dialogue, Pamphlet Series No.
47 (Washington, D.C.: IMF, Mar. 1995).

'The Poverty Reduction and Growth Facility (PRGF)—QOperational Issues (Washington, D.C.: IMF and
World Bank, Dec.13, 1999); Social Policy Issues in IMF-supported Programs: Follow-up on the 1995
World Summit for Social Development (Washington, D.C.: IMF, Mar. 16, 2000); Key Features of IMF
Poverty Reduction and Growth Facility (PRGF) Supported Programs (Washington, D.C.: IMF, Aug.
16, 2000); and International Monetary Fund, News Brief No. 00/81 (Washington, D.C.: IMF, Sept. 7,
2000).

Sources: IMF documents listed in above table notes.

According to our analysis, one change—that the macroeconomic targets
and policies in IMF programs will be the responsibility of the government
and emerge from a process involving civil society and donors—could be a
significant departure from how targets and policies have been traditionally
chosen. However, even this approach builds on and includes features that
have been discussed and pursued for some time. As shown in table 1, staff
documents indicate that the IMF has focused on the importance of
government leadership and domestic public support for reform programs
since at least the early 1990s.

The commonality of these concepts over time does not necessarily mean
that the new program is identical to the previous program, since the new
program envisions consolidating these concepts into one framework and
giving them greater prominence. We believe that this represents a
continued increase in emphasis rather than a change in the Fund’s stated
philosophy, with IMF documents placing increased focus on these topics
since the external review of the ESAF in January 1998.' For instance,
under the PRGF, program development is to begin with the country’s
priorities (as described in the country’s poverty reduction strategy paper)
instead of the IMF’s macroeconomic targets, as was done in the past.
While this represents a shift in the IMF’s starting point, a similar approach
was available under the previous facility—if a country identified needs

1Botchwey and others, Report of the Group of Independent Persons.
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that were greater than its available financing, then the government, the
Fund, or others could seek additional donor and creditor support.
Furthermore, according to IMF documents, since at least 1998, countries
that achieved macroeconomic stability were permitted to increase
spending on priority areas over previous program levels, if the spending
were financed through donor resources.

The IMF has had difficulties achieving some of the goals listed in table 1 in
the past, and it is uncertain whether it will be able to do so in the future.
For example, since at least 1987 getting governments to take ownership of
their IMF programs has been seen as an important element in the
programs’ successful implementation. However, the main vehicle to
achieve this—the policy framework papers—has been generally developed
by the staff of the IMF and not by the countries themselves. According to
an external evaluation of the ESAF commissioned by the IMF,

“although initially the PFP [policy framework paper] had held great promise as an
instrument of a genuine three-way dialogue between the government, the Fund, and the
Bank, it has become a rather routine process whereby the Fund brings uniform drafts (with
spaces to be filled) from Washington, in which even matters of language and form are cast
in colorless stone...the general yearning therefore was for the realization of a potential that
never was—a truly country-specific PFP, agreed on the basis of a government-led
consultation process.”2

In responding to this evaluation, IMF staff noted that a wider range of
initiatives to promote ownership is clearly needed. Under the new
program, the governments are to write the PRSP themselves. According to
Fund staff, the IMF Executive Board could endorse PRSPs that contain
elements that the Fund does not agree with. However, the significance of
this change is uncertain since the IMF’s Executive Board must endorse a
country’s overall PRSP in order for the country to borrow from the Fund.

2Botchwey and others, Report of the Group of Independent Persons.
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Widely Accepted Goal
of Maintaining
Macroeconomic
Stability Limits
Potential Changes
Under the Program

The Importance of
Maintaining
Macroeconomic Stability

According to the IMF and the World Bank, macroeconomic stability is
considered to be a necessary prerequisite for economic growth and
poverty reduction, although not sufficient on its own to achieve those
goals.’ Countries that experience macroeconomic instability—such as high
inflation, volatile and over-valued exchange rates, or excessive fiscal
deficits—have tended to have slow or even negative economic growth
rates.’ According to the IMF and the World Bank, macroeconomic
instability can also place a heavy burden on the poor, for example,
inflation can place a disproportionate burden on those in the lower income
brackets. This concern over the negative effects of macroeconomic
instability underlies the continuing goal that a country’s macroeconomic
framework should work to maintain stability, once achieved.

The IMF has been accused in the past of having an overly austere
approach to macroeconomic policy, sacrificing potential economic growth
and poverty reduction in order to reduce a country’s inflation rate and
deficit level. The impact of too much austerity would be to lower
economic growth from its optimal level and impede progress on poverty
reduction. In recent documents, the IMF presents the view that it is now
open to alternative approaches, as long as they are consistent with

*Macroeconomic stability exists when key economic relationships are in balance, for
example, between domestic demand and output, the balance of payments, fiscal revenues
and expenditure, and savings and investment. These relationships need not necessarily be
in exact balance. Imbalances such as fiscal and current account deficits or surpluses are
perfectly compatible with economic stability provided that they can be financed in a
sustainable manner.

*The IMF and the World Bank PRSP Sourcebook identifies macroeconomic instability as a
situation in which a country has large current account deficits financed by short-term
borrowing, high and rising levels of public debt, double-digit inflation rates, and stagnant or
declining output.
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macroeconomic stability and growth. In discussing the range of
macroeconomic policies available, IMF and World Bank documents refer
to a “substantial gray area” between those policies that may be considered
too austere and those that cause macroeconomic instability; in other
words, the gray area represents the range of optimal policy options. Figure
2 illustrates the macroeconomic framework, with the four key targets that
are instrumental in pursuing poverty reduction and growth, in the context
of macroeconomic stability.
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Figure 2: Elements of a Macroeconomic Framework in Support of the PRGF’s Twin Goals of Poverty Reduction and Growth,

in a Context of Macroeconomic Stability

N ——
/
/
/
/
// /S .
/ 7 Growth N
& e in
/ .,g(‘ 4 real
S8 T\ e
4 // )
// // ‘qé\‘ N
[/ s AR )
| y Macroeconomic policies I
| [
| | I
} I Fiscal |
2 I | (budget deficit, financing) | =
= | | | o
o | | | 5}
7] | | | 9
2 ®
£ | | Monetary | 9
L I (money supply, division of domestic I =]
E | ~ Level of credit between public and private | g
c [ international sector, interest rates) Inflation | -
3] | reserves/ 1 -
o rate | 3
° | balance of 7
a
5 | payments External I 5
g : (balance of payment position, I =
I I exchange rate policy, tariffs | <
| 1 and other trade barriers) |
- |
| | Structural |
| | (institutional reform:market, trade |
[ | and price liberalization; I
: lL governance:anti-corruption; |
| \\ financial market reform) |
| \ |
AN N\ /
N .~ N
N\ \ 9,
N\ & N
N\ %, &
N\ %, \¢® . Y
\\ ,’.‘;Z \\ Domestic / Y
AN \ and foreign
N . debt p
\\ \-——2\ sustainabilty f———— %
AN //
\\\ //
~_ D

Source: GAO analysis of IMF and World Bank documents.

Page 32 GAO-01-581 IMF: New Lending Program




Chapter 2: The Design of the IMF’s New
Program Differs Little From Its Previous
Program

Presumably, one goal of including the macroeconomic framework within
the national poverty reduction dialogue would be to explore this gray area
to establish an effective mix of policies consistent with the medium-term
goals of the country.

The Area Available for
Negotiation Is Limited

Based on our analysis of numerous documents and discussions with IMF
and World Bank officials, it is difficult to determine how “substantial” or
wide is the range of macroeconomic policy targets within this so-called
“gray area.” This is due to two factors: Precise identification of the bounds
of the gray area is beyond the current understanding of the economics
profession, and the harsh economic realities confronting these very poor
countries also work to limit the choice of policies or amount of spending
that can be used effectively. Both of these factors are strongly influenced
by the desire to ensure that whatever macroeconomic framework is
agreed to, it does not put the country at greater risk of macroeconomic
instability.”

Although there is general agreement within the economics profession that
certain policies will likely lead to macroeconomic instability (such as a
rapid increase in the money supply, leading to high inflation), there is little
agreement on what constitutes the best approach. For example, many
economists, including some at the IMF, think that inflation above a 7 to

11 percent range is risky, whereas others think the level can be between
20 and 40 percent before it starts to endanger economic growth. The
uncertainty created by this lack of precision may increase the likelihood
that the more conservative approach will be agreed upon to avoid the

>The focus of the macroeconomic framework for countries that are experiencing instability
has been to reestablish stability. Most of the countries that are current borrowers from the
PRGF program are considered to have achieved or nearly achieved macroeconomic
stability. The Fund does not explicitly classify countries as macroeconomic stable or
unstable, nor does it provide threshold levels or the “gray areas” separating stability from
instability for relevant macroeconomic variables. However, the PRSP Sourcebook provides
country data and criteria and concludes that “many developing countries are presently in a
state of macroeconomic stability.” Countries are classified over the recent economic period
1994-99 as good performers or poor performers for three macroeconomic variables: real
gross domestic product (GDP) average annual growth rate, average annual inflation (GDP
deflator), and average annual primary fiscal budget surplus/deficit as a percent of GDP.
(The threshold levels for good performance are real GDP growth rate greater than 2
percent, inflation below 20 percent, and primary fiscal surplus/deficit as percent of GDP
greater than —3 percent.) Using the same variables and criteria for the 32 countries that
received PRGF disbursements in 2000, we found that 69 percent of the countries are
classified as good performers for at least two of the variables, and 41 percent for all three
variables.
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perils of macroeconomic instability. Whereas an overly conservative
approach may both lower economic growth and reduce spending on
poverty reduction, the negative consequences of macroeconomic
instability are much greater and are likely to result in even lower
economic growth and require greater austerity to recover from it. For
example, policies identified under the poverty reduction strategy may
include measures such as a significant increase in spending for primary
education and health, beyond what domestic revenue can fund, what the
donors are willing to finance, and what could be used effectively given
some countries’ limited capacity. However, domestic financing of these
priority areas would increase the budget deficit, the risk of high inflation,
and an unsustainable debt burden in the future. How much of an increase
is affordable is difficult to determine, but the fear of macroeconomic
instability would limit the amount of new spending in these areas.

These concerns are magnified for the very poorest countries, given the
underlying fragility of their economies. In addition to domestic factors that
should be considered for maintaining macroeconomic stability, such as
the identification of how much spending can be prudently increased over a
short period of time, consideration should also account for the
vulnerability of these economies to external shocks. This vulnerability is
due to many factors, including a reliance on just a few basic commodities
for much of their export income, weak revenue-generating capacity, and
substantial dependence on imported oil. This tension was evident in the
circumstances of Honduras between 1993 and 1994. In the period leading
up to the presidential elections of November 1993, domestic spending
rapidly increased, more than doubling the fiscal deficit from 4.8 percent of
gross domestic product to 10.7 percent. The country then experienced a
severe drought in 1994, creating a serious electricity shortage and
dramatically lowering the volume of its leading exports—coffee and
bananas. The combined effect of the increased domestic spending and
drought was to increase inflation from 12.9 percent in 1993 to 28.4 percent
in 1994, to lower per capita growth from 6.2 percent in 1993 to negative 1.5
percent in 1994, and to reduce Honduras’s international reserve levels to
less than 1 month of imports.
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The development of a nationally owned macroeconomic framework faces
several constraints. The limited capacity of many recipient governments to
independently analyze and effectively negotiate the macroeconomic
framework reduces the opportunity for country-specific elements to be
brought into the dialogue. The complex nature of this subject matter
presents significant challenges to an effective civil society dialogue.
Furthermore, even if these challenges were overcome, a national dialogue
on the choice of effective policies is complicated by the lack of knowledge
by all parties, including the IMF, about how different policies actually
affect the macroeconomic framework.

The Importance of
Increased Capacity-
building for Recipient
Governments

Borrower governments are responsible for preparing the poverty
reduction strategy, negotiating the IMF program, and deciding among
difficult trade-offs. However, the limited technical capacity within the
government and the substantial complexities inherent in establishing
macroeconomic policies and targets have constrained the involvement of
governments in establishing their previous macroeconomic programs,
with many macroeconomic policies and targets based on the technical
analyses of the Fund and others. The PRGF and PRSP are to increase the
role of borrower governments by calling for a nationally owned program
developed with civil society participation. Under these programs,
governments are expected to (1) more openly discuss the selection,
impacts, and trade-offs of various macroeconomic policies with civil
society; (2) assess country-specific circumstances that affect economic
growth and poverty reduction; and (3) evaluate and respond to the
information received from civil society. Yet there are questions as to
whether many governments are in a position to engage effectively in such
discussions, according to some IMF and World Bank officials. Efforts to
increase borrower governments’ ability to develop and assess
macroeconomic issues have been ongoing since at least the late 1980s.°
However, these efforts have not increased capacity sufficiently, according
to some donors and creditors. This is of particular concern, given the
increased emphasis on country ownership and participation. Without such

The objective of the Social Dimensions of Adjustment program was to help participating
African countries to integrate poverty and social concerns in the design and
implementation of their adjustment programs so as to mitigate the burden on the poor in
the process of structural adjustment. Its mandate was to strengthen the capacity of African
governments to design appropriate programs and projects in this regard. The World Bank,
the African Development Bank, and the U.N. Development Program jointly administered
the program.
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increased capacity and the willingness of donors and creditors to accept
government views, technical analyses will remain outside the
governments’ hands, and the goal of country-owned macroeconomic
programs focused on reducing poverty may not be achieved.

The limitations on flexibility resulting from the need to maintain
macroeconomic stability do not mean that there is no role for country
involvement in the process. Although the IMF’s financial programming
approach has been applied to all member countries, its relevance is
improved by using country-specific information. While the iterative
approach of the staffs of the IMF and the World Bank attempts to capture
these local differences as accurately as possible, there have been instances
in the past where they misread a country’s underlying circumstances,
resulting in mistakes in the macroeconomic framework. For example,
according to an expert on economic development in Africa, the IMF made
mistakes in the programs of Zambia and Malawi due to not understanding
the countries’ individual circumstances.” Active involvement on the part of
technically skilled representatives of each country would presumably help
reduce imprecision in the formulation of their macroeconomic framework
through greater understanding of the country’s unique circumstances.

Civil Society Unlikely to
Significantly Affect the
Macroeconomic
Framework in the Near
Term

As discussed previously, the targets and policies of the PRGF program are
expected to emerge directly from the country’s poverty reduction strategy.
The challenges in establishing a participatory process and the
complexities of macroeconomic issues may limit the extent to which civil
society can influence the macroeconomic framework in the near term. The
IMF and the World Bank have urged countries to adopt key concepts such
as “ownership” and “civil society participation” in discussing
macroeconomic policies. However, neither the Fund nor the World Bank
has defined these concepts. Given the desire of the Fund and the World
Bank to allow for country-specific interpretations, countries are expected
to define these concepts for themselves. As we previously reported, just
establishing a participatory process itself is challenging.® For example,
countries face challenges in determining which groups represent civil

"Bruce R. Bolnick, The Role of Financial Programming in Macroeconomic Policy
Management, Harvard Institute for International Development Discussion Paper No. 720
(Cambridge, MA: Sept. 1999).

%See Developing Countries: Debt Relief Initiative for Poor Countries Faces Challenges
(GAO/NSIAD-00-161, June 29, 2000).
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society, since stakeholders include those directly affected by the project
or strategy, such as the poor, as well as those who are indirectly affected,
such as the borrower governments at the local level, nongovernmental
organizations, and private sector organizations. Identifying representatives
can be especially difficult in countries that lack a democratic or
representative tradition and thus have few existing means for getting
citizen or nongovernmental organizations’ input or for electing
representatives. These concerns are magnified when the process is to
involve the poor or groups that have traditionally been excluded, such as
women and indigenous populations. There is also concern that
government officials will not support a participatory process if it is
perceived as diluting their power or alienating influential constituencies.

To effectively involve civil society—however defined—in discussing
macroeconomic policies and targets, efforts may be needed to educate
them and their representatives about the macroeconomic framework and
build their organizational and financial capacity to participate. Specialized
information and skills are needed to assess the trade-offs between, for
instance, a higher fiscal deficit and a higher rate of inflation or to
determine the impact of a floating exchange rate on economic growth.
Moreover, as previously discussed, within the academic literature there is
limited knowledge about how much flexibility exists in the
macroeconomic framework with, for example, uncertainty about how
much spending can be increased without jeopardizing macroeconomic
stability. Given the complexity of the issues, participation in influencing
macroeconomic policy could be limited to a few informed constituencies
or experts, such as representatives from academia and the business
community and others who can assess trade-offs. Considering the above
difficulties, civil society may not be able to influence such macroeconomic
targets as inflation or exchange rates through the initial poverty reduction
strategy; however, civil society may help improve the allocation of
resources and increase the amount of resources donors are willing to
provide by helping establish priorities for poverty reduction.

National Dialogue
Hampered by Limited
Knowledge About the
Impact of Policies

Even if the capacity of the national governments were improved and civil
society were effectively engaged in a dialogue on the macroeconomic
framework, national ownership would be hampered by the current
limitations in economic knowledge. An assumption of the PRGF program
is that the macroeconomic framework is designed to support the twin
goals of sustained economic growth and poverty reduction within the
context of stability. National ownership of the macroeconomic framework
could then reflect agreement on the broad macroeconomic targets and the

Page 37 GAO-01-581 IMF: New Lending Program



Chapter 2: The Design of the IMF’s New
Program Differs Little From Its Previous
Program

policies that support those goals. The expectation of the IMF that
countries will assume ownership of their macroeconomic frameworks
creates the impression that these countries can hold a meaningful debate
on the alternative policy choices that can be implemented, with the policy
mix most compatible with national interest embraced. However, a
meaningful national dialogue on the range of policies that are available is
cons