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Class Learning Objectives

● Define: moral hazard, conditionality, structural adjustment
● Understand the procedures for providing IMF/World Bank 

loans 
● Explain how the IMF and World Bank deal with moral hazard 

and evaluate whether they are successful 
● Identify and explain the factors (economic and political) that 

influence the size and conditions of loans



Check in



Check in quiz
1. What is the name of the town where the IMF and World Bank were 

created in 1944? 
○ Bretton Woods 

2. Who were the two chief architects of the IMF and World Bank? 
○ John Maynard Keynes and Harry Dexter White 

3. What 24/25 member group makes the day-to-day decisions in the 
IMF? 
○ Executive Board 

4. How is the managing director of the IMF and President of the WB?
○ Christine Lagarde and Jim Yong Kim

5. What is an IMF quota? Describe its importance.
○ A quota represents a country’s relationship to the fund in terms of 

subscriptions, borrowing limits, and voting power.







It’s all about incentives!



What does this incentivize? 



What does this incentivize?



Firms and governments also respond to incentives



Moral hazard 

Moral hazard: Parties protected from risk will act differently 

● “any situation in which one person makes the decision 
about how much risk to take, while someone else bears the 
cost if things go badly” -Paul Krugman

● Theft insurance makes people less vigilant about where 
they park

● Ordering a more expensive meal when the company is 
picking up the tab 



Moral hazard at the firm level 



Moral hazard at the state level 

● The IMF provides loans for countries in crisis 
● Borrowers may borrow more recklessly because they think the IMF 

will bail them out 
● Lenders may lend more recklessly because they think the IMF will 

bail them out 
● Does the IMF's role as a lender to countries in financial crisis 

actually encourage borrowers and lenders to behave in ways that 
makes a crisis more likely?



Overcoming moral hazard

Insurance companies minimize moral hazard in two ways: 

● Build in incentives 
○ Deductibles: You are responsible for a part of the 

consequences 
○ Reward good behavior

● Penalize bad behavior  
○ Increased rates: Your rates go up after you make a claim 



Overcoming moral hazard in the IMF and World Bank

The IMF and World Bank penalize bad behavior. 
● The IMF and World Bank lend with conditions 
● If you don’t meet loan conditions, the IMF/WB will stop 

lending 

We call this practice, conditionality 



Conditionality 

“When a country borrows from the IMF, its government agrees to 
adjust its economic policies to overcome the problems that led it to 
seek financial aid from the international community. These loan 
conditions also serve to ensure that the country will be able to repay 
the Fund so that the resources can be made available to other 
members in need.”



How conditionality works 

● Country in need requests an IMF loan 
● IMF staff meets with the government to discuss the financing 

needs and an appropriate policy response 
● The policy program (conditions) a country agrees to undertake is 

detailed in a letter of intent that is presented to the executive 
board
○ http://www.imf.org/External/NP/LOI/2012/GRC/030912.pdf 

● The executive approves the loan 
● Loans are released in tranches, over time 

http://www.imf.org/External/NP/LOI/2012/GRC/030912.pdf


Conditions can be... 
Ex ante: pre defined qualification criteria 

● Prior actions: actions that must be taken before the IMF can approve 
finance 

Ex post: Monitoring of implementation (future tranches can be withheld)

● Quantitative performance criteria: specific and measurable conditions 
that must be met (macroeconomic variables) 

● Indicative targets: used to assess members’ progress where there is 
significant uncertainty (can be turned into QPCs) 

● Structural benchmarks: non-quantifiable reforms (ex. Improve financial 
sector operations, build up social safety nets)



Explore!

Information on country-level conditions is publicly available via the 
Monitoring of Fund Arrangements Database (MONA) 

● https://www.imf.org/external/np/pdr/mona/Country.aspx

Choose a country: 

● (1) Use all for your search criteria 
● (2) Select table

○ QPC (select all search criteria, pay attention to “criteria_sector_desc”)
○ Combined SPC PA SB (select all search criteria, pay attention to “description”) 

● What do you notice? What types of conditions do you observe?

https://www.imf.org/external/np/pdr/mona/Country.aspx


Common conditions 
● Macroeconomic stabilization 

○ Tighter monetary policy (Ex. higher interest 
rates)

○ Tighter fiscal policies (Ex. budget cuts) 
● Reform of the financial sector

○ Close insolvent financial institutions 
○ Recapitalize weak financial institutions 
○ Improve financial regulation 

● Structural reforms 
○ Trade liberalization 
○ Elimination\Privatization of state-owned 

enterprises
○ Liberalization of FDI 
○ Broader deregulation 



Conditions are not imposed uniformly



Conditions vary (Kentikelenis et al. 2016)



Conditions vary (Kentikelenis et al. 2016)



Criticisms of conditionality 

IMF in Indonesia



Criticisms of conditionality 

● One size fits all approach based on Western liberalism
○ The IMF prescribed the same set of conditions for Asia as they did for Latin 

America. But Asia didn’t have a balance of payments program 

● Conditionality reduces government autonomy in the economy 
● Conditionality has social consequences 

○ Balanced budgets and privatization increase unemployment 

○ Reduce social safety nets 

● Excessive conditions and checks are inefficient and delay need 
capital injections  



Revisions to conditionality (2009) 

● Structural performance criteria have been abolished 
● Other structural reforms should be more tailored to 

countries’ different domestic policies and economics 
● Increased focus on social protection 

○ Social spending floors



Argentina 

● Argentina requested IMF assistance on May 8th, 2018
● In June the IMF Executive Board approved a $50 billion package

○ Reduce government deficit and increase central bank independence

Christine Lagarde: “As a clear signal of these priorities, the authorities have 
pledged to maintain a floor on social assistance spending. They are 
committed to ensuring that spending, as a share of GDP, does not decline 
during the next three years. Additionally, if social conditions worsen, there are 
provisions to further increase the budget allocation for social priorities.”



Are conditions enforced? 

● 70% of programs are suspended for non compliance
○ The MONA dataset also lists compliance 



Politics of non compliance

Countries of greater economic importance receive shorter punishment intervals



But does conditionality lower moral hazard? 



Conditionality and moral hazard

Calomiris: Positive evidence of moral hazard

● Creditors continue to lend during crises

Rogoff: It’s hard to tell 

Lane and Phillips: Negative evidence of moral hazard

● Large interest rate spreads 
● Announcements of IMF programs do not lower bond yields
● Use of IMF creditors is too small to guarantee private investments



IMF Lending  



Types of Loans 

● Stand-By Arrangements: Bulk of lending to middle income countries with 
short term BoP problems 

● Stand-By Credit Facility: BAs but concessional for low-income countries 
● Extended Fund Facility: Addresses longer term BoP problems from 

“structural weakness” 
● Extended Credit Facility: EFFs but concessional for low-income countries  
● Flexible Credit Line: crisis prevention for countries with strong finances
● Precautionary and Liquidity Line: FCLs for vulnerable countries
● Rapid Financing Instrument: Emergency funding 
● Rapid Credit Facility: Emergency funding on concessional terms 



The loan matches the circumstances 

See the IMF’s lending history with individual borrower countries 

● http://www.imf.org/external/np/fin/tad/extarr1.aspx 

http://www.imf.org/external/np/fin/tad/extarr1.aspx


Who receives IMF loans?  



Who receives IMF loans? 



Who receive IMF loans (concessional?)



Who receives IMF loans (concessional?) 



Economic characteristics and IMF loans 

Countries get IMF loans when: 

● Low Reserves
● Low GDP growth 
● Had a previous program
● Higher debt burdens

Being under an IMF program leads to 28% more World Bank projects 





Political characteristics and IMF loans 

Within the formal rules that govern IMF lending, there is room for 
informal governance to impact who gets loans 

● States and staff work within the formal rules to shape lending 
outcomes 

● Staff decide which proposals to present to the Executive Board 
○ Staff have deep institutional knowledge 
○ Interact with borrowers “on the ground” 
○ Make judgements about which reforms are politically feasible 

~2400 staff members, 50% are economists 



IMF Staff Influence (Chwieroth) 

● Staff are motivated by promotion 
○ Informal norm that promotion comes from overseeing large and successful 

programs 

● Staff want to work with local officials who have the same goals 
○ More likely to have mutual success

○ “Sympathetic interlocutors” (SIs)

○ Easiest way to find SIs? Common academic training

○ Professional training in Anglo-American economics departments 



IMF Staff Influence (Chwieroth) 



IMF Staff Influence (Chwieroth) 

~80% of IMF staff with PhDs have 
PhDs from American or 
European institutions 

IMF publishes yearly diversity 
reports 
● https://www.imf.org/external/

np/div/2017/index.pdf 

https://www.imf.org/external/np/div/2017/index.pdf
https://www.imf.org/external/np/div/2017/index.pdf


>70% of IMF staff are from the US or Europe



IMF Staff Influence (Chwieroth) 

Countries get larger loans when they have sympathetic interlocutors 

● At medium-high levels of Anglo-American IMF staff, increases 
Anglo-American borrowing country staff increases the size of IMF 
loans 



Shareholder Influence 

Within the formal rules that govern IMF lending, there is room for 
informal governance to impact who gets loans 

● Major shareholders (esp. The US) have access to information 
● Organizational advantage 

This makes the US a more active participant than other countries. 
They informally influence decisions about important debtors. 



Evidence of shareholder influence 

Barro and Lee 2005: Countries receive larger and more frequent IMF 
loans when they are connected politically and economically with 
major shareholder countries

● More bilateral trade with the US
● Vote more similarly to the US in the UNGA 

Oatley and Yackee 2004: The IMF offers larger loans to countries 
heavily indebted to US commercial banks



Evidence of shareholder influence (Dreher et al) 

Do international political imperatives guide the provision of World 
Bank loans? 
● Large shareholder states have international policy objectives

● It takes cooperation from other countries to fulfill them 

● Trade aid for policy 

The UNSC is responsible for maintaining international security 
● 5 permanent members, 10 temporary members, 9 votes majority 

● Permanent members need support from temporary members to pass policies 

● Easier to do in a multilateral institution than bilaterally 



Evidence of shareholder influence (Dreher et al) 

UNSC Members  receive more WB (and IMF) projects



Current UNSC Members (end of term) 

● Bolivia (2018)
● Cote d’Ivoire (2019)  
● Equatorial Guinea (2019)
● Ethiopia (2018) 
● Kazakhstan (2018) 
● Kuwait (2019)
● Netherlands (2018)  
● Peru (2019) 
● Poland (2019)
● Sweden (2018)



Current UNSC Members (end of term) 

● Bolivia (2018)
● Cote d’Ivoire (2019)  
● Equatorial Guinea (2019)
● Ethiopia (2018) 
● Kazakhstan (2018) 
● Kuwait (2019)
● Netherlands (2018)  
● Peru (2019) 
● Poland (2019)
● Sweden (2018)

Do they get more World Bank Projects?

http://projects.worldbank.org/country?lang=en&page=

http://projects.worldbank.org/country?lang=en&page=


Putting it together 

Staff preferences matter...but so do donor interests

Stone (2008): 

● Shareholders should only draw on their influence when stakes are high 
● Under normal circumstances, day-to-day authority is granted to the staff

Copelovitch (2010): 

● Shareholders exert more influence when their preferences are homogenous 
● Easier for the staff to exert influence when the G5 have heterogeneous preferences 



Demand for IMF loans 

● Letters of intent must be filed by the recipient country
○ Recipients have to request financing 

● When do countries want IMF intervention? When do countries not 
want IMF intervention? 
○ Answer: Domestic politics



Why do governments enter into IMF programs? 

Participate Don’t Participate

Need for foreign 
currency

Cell 1 Cell 2

No need for foreign 
currency

Cell 3 Cell 4



Why do governments enter into IMF programs? 

Participate Don’t Participate

Need for foreign 
currency

Cell 1 Cell 2

No need for foreign 
currency

Cell 3 Cell 4

● Why do countries who don’t need the IMF enter reform programs? 
● Why do countries who need the IMF choose not to enter into reform 

programs? 



Uruguay 1990

IMF agreement in 1990

● Stand-by Arrangement
● $137.6 million over 15 months 

Uruguay drew less than 10% of the 
available funds -- why?



Uruguay 1990



Uruguay 1990

Uruguay had an inflation and debt problem



Uruguay 1990

President Luis Alberto Lacalle Herrera won election in 1989 

● Blanco party favored reform 
● Lacalle won with only 37% of the vote 
● Significant opposition to reform from Frente Amplio (opposition)
● Large welfare state (20% on pensions, 10% public employees)
● Low party discipline 
● Labor strikes, low approval rating 



Uruguay 1990

President Luis Alberto Lacalle Herrera won election in 1989 

● Blanco party favored reform 
● Lacalle won with only 37% of the vote 
● Significant opposition to reform from Frente Amplio (opposition)
● Large welfare state (20% on pensions, 10% public employees)
● Low party discipline 
● Labor strikes, low approval rating 

LaCalle needed an international ally!



Uruguay 1990

Lacalle used the IMF program to push through unpopular reforms 

● Announced IMF program less than 2 weeks after taking office
● Announced reforms in July, weren’t implemented by the IMF until 

December
○ Increased taxes, liberalized trade, reduced public sector pay 

● Could blame unpopular policies on the IMF



Uruguay 1990

Under the IMF program, Uruguay closed its budget deficit



Tanzania 1983

● IMF agreements in 1975 and 
1980

● Foreign reserves fit an all 
time low in 1982

Tanzania let its IMF agreement 
expire, without signing a new 
one in 1983 -- Why?



Tanzania 1983



Tanzania 1983

Previous agreements: 

● 1975: Borrowed first under OIl Fund without conditions 
○ Then used a 1 year Stand-by Arrangement 

● 1979: Approached the IMF for a new agreement
○ IMF wanted strict conditions on imports, price controls, devaluation and lower 

public sector spending

○ The government refused and walked away 

○ Conditions deteriorated more and Tanzania signed an agreement in 1980

■ Bargained for very few conditions 



Tanzania 1983

● Agreement expired in 1982
● Tanzania did not agree to a new agreement in 1983

○ IMF was unwilling to lend without imposing strict conditions 

○ Government was unwilling to accept conditions 

○ No new deal 

● A new agreement was signed in 1986
○ Only after a reformist leader took office, who also needed an international ally 

to push through unpopular reforms 




