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Abstract

In seeking to make programs of economic reform supported by the IFIs more successful it is
important to ensure that they are viable. Will governments be persuaded to participate? Will
they complete the programs they negotiate? And will the IFIs be prepared to provide the
resources? This paper formally analyses the factors influencing viability. It examines the
constraints on participation and the need for incentive compatibility. The analysis identifies
the threats to viability and the direction that reform should take. It places the effectiveness of
programs firmly within a political economy framework and extends recent theories of
program implementation by examining participation from the viewpoint of both the
governments that demand assistance and the IFIs that supply it.
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There is a large and long-standing literature on the design and impact of programs of
economic reform supported by the international financial institutions, particularly the
International Monetary Fund and the World Bank. More recently, however, attention has
shifted slightly to examine the implementation of programs. The idea here is that programs
will not be effective if they are not implemented. Moreover, since the record on
implementation has been poor, the issue appears to be one of practical importance. The
interest in implementation has spawned research into both the theory underlying it, and the
empirical evidence relating to it. What factors influence the implementation of programs?
The theory has focused on the role of interest groups and ‘veto players’ who may be in a
position to effectively oppose the economic reform incorporated in programs. The empirical
evidence, limited as it is, has broadly confirmed the claim that political economy factors

exert a significant effect on implementation.'

At the same time, policy changes made by the IFIs have been designed to facilitate and
encourage the improved implementation of programs. In the case of the IMF these have
concentrated on streamlining conditionality - reducing the number of conditions in IMF
programs, and on encouraging wider participation in the negotiations that culminate in

programs, in an attempt to increase ‘ownership’. The presumption is that governments are

! Drazen (2002) and Mayer and Mourmouras (2002) develop theoretical models. IMF (2001a, 2001b)
summarize some of the empirical evidence. Bird and Willett (2004) and Mody and Rebucci (2005) evaluate
program implementation.
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more likely to implement programs that are nationally ‘owned’ and less likely to implement

those that are perceived as having been imposed from ‘outside’.

This paper aims to make a contribution to the evolving literature on IFI-supported programs
by taking a somewhat different, although related, approach. It focuses on the issue of
‘viability’. Following Dixit (2000, 2001), we view IFI-supported programs as incentive
mechanisms. An IFI-supported program will be viable where there is sufficient incentive for
a government to seek support from the IFI, sufficient incentive for the IFI to provide the
support and sufficient incentive for the government to see the program through to
completion. A failure with respect to any one of these requirements will make the program
non-viable. Different players will be involved in determining whether a program is viable,
and will be looking for different things from it. Special interest groups (SIGs) that have been
advantaged by the policies that have been pursued in the period prior to the program will be
looking to retain the rents that they have enjoyed. The general public will be looking for
benefits from economic reform in the guise of a higher standard of living. Governments will
be looking to enhance their chances of retaining power and strengthening their position vis-a-
vis opposition groups. The IFI will be looking for improved economic performance in
borrowing countries such that the provision of its support only needs to be temporary; it will
be anxious to ensure that the borrowing country is in a position to repay the IFI credit that it
has used. Otherwise the IFI’s own financial status - not to mention its reputation - will be

threatened.
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It is in the nature of policy reform in general that not everyone will be happy about it. There
will be gainers and losers. This is also the situation in the context of reform supported by the
IFIs . The question is then whether the extent and nature of any ‘unhappiness’ is sufficient to
sabotage the program. If it is, the program will not be viable; unless measures are

simultaneously taken to effectively deal with the unhappiness.

The key players in determining the viability of IFI programs will be the government of the
country which decides to seek support and the IFI which decides whether to supply it. By
agreeing to implement, and then implementing agreed policies, governments are likely to
lose domestic political support from some quarters. Their incentive to negotiate and
implement a program of economic reform must derive from the belief that improved
economic performance will garner sufficient additional political support from elsewhere to
offset this loss. A difficulty for the government is that the losers from a program may incur
their loss relatively immediately whereas the gainers may benefit only in the longer term. As
a result there will be greater uncertainty surrounding the potential gains. Perhaps particularly
with regard to the benefits, belief and reality may differ. As a consequence it is entirely
possible that governments that have chosen to embark on a program will subsequently
choose to abandon it when it does not deliver the intended outcomes. A program that

appeared viable ex ante may therefore turn out to be non-viable ex post.

This paper examines these issues in greater detail in an attempt to provide a structured
analysis of the viability of IFI programs. The paper is organized in the following way.

Section 1 provides a descriptive discussion of the factors that are likely to influence viability.
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Section 2 builds on this discussion to present a narrower formal model, which emphasises the
need for incentive compatibility. The model illustrates how viability will be undermined if
programs are inconsistent with a series of constraints, under which participants are operating.
Section 3 examines the policy implications of this analysis and relates them to contemporary
policy initiatives. Section 4 offers some concluding remarks and identifies the limitations of

the analysis as well as examining the scope for future research.

1. THE VIABILITY OF IFI- SUPPORTED PROGRAMS: THE ISSUES.

A simple view is that governments turn to the IFIs for assistance when they encounter
problems that undermine the sustainability of their balance of payments and when they value
the additional resources that the IFIs provide and the policy advice offered. Equally tempting
would be to perceive governments as ‘unified’ actors receiving universal and comprehensive
national support for their policy actions. Under this scenario, governments would be fully
committed to the policies negotiated with the IFIs and would attempt to complete programs
and implement all the conditions laid down in them. The ‘success’ of programs would then
essentially depend on their design. Do they identify appropriate policy actions and are they
sufficiently robust to withstand exogenous shocks? If they have these features, they will

work.

Early research into IMF conditionality tended to look at programs supported by the Fund in
this way. It focused on their design and their impact on final macroeconomic outcomes,
including the balance of payments, inflation and economic growth. It also examined the

effect of programs on policy instruments such as fiscal policy, monetary policy and exchange
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rate policy, and the importance of these policy instruments in terms of their implications for
macroeconomic performance. The assumption seemed to be that programs designed
appropriately from a technical point of view would work, while those that were designed in a

technically inappropriate way would not.

In practice the reality is likely to be far different. Governments are often unlikely to be
‘unified’; there may be a significant degree of disagreement and debate about appropriate
policy even within the confines of government. Moreover, governments are likely to
encounter a degree, and perhaps a substantial degree of national disunity. They may be
confronted by a wide range of special interest groups with varying amounts of political
power. Policy decisions may therefore be based on fragile coalitions which in turn mean that
policy reform is vulnerable rather than robust. Governments will still turn to IFIs such as the
IMF when they see a program as conferring more benefits than costs, and will continue to
implement it for as long as this remains the case, but the assessment of the costs and benefits

will in reality be complex, subtle and nuanced (Bird, 2004).

Governments always have policy options; sometimes more and sometimes fewer. The choice
to select one option is, broadly speaking, a choice to reject others. The choice made by a
government to turn to an IFI is therefore a choice to reject the alternative policy options that

could be pursued outside the auspices of the IFI. What is the basis for this choice?

Different policy choices involve differing arrays of costs and benefits. There will be a both

cross sectional and a temporal dimension to these. At any one moment in time there will be
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gainers and losers from particular policies. However, their identity may change over time as a
consequence of changes in the profile of costs and benefits. Governments anxious to retain
power will not want to lose the support of powerful interest groups. To be persuaded to adopt
policies that reduce the rents accruing to such groups, governments will need to believe that,
by following these policies, they can muster offsetting political support from other sources. If
this support is not forthcoming, governments may decide to renege on their policy
commitments and cease to carry them through. In these circumstances policy slippage is not
the initial intent but a response to evolving events. In another scenario, however, it may
always have been a government’s intention to renege on its policy commitments in order to

retain the continuing support of interest groups that benefit from the status quo ex ante.

From this discussion a number of elements may be discerned that contribute to and together
determine the viability of IFI-supported programs. First, for governments to seek assistance
from IFIs they must believe that this is the best, or least bad, option available to them.
Referral to an IFI will unavoidably be a political decision; after all a government is in effect
sacrificing a degree of sovereignty over the design of economic policy. Does the decision to
involve the IFI lead to a net loss or net gain in terms of political support? The answer will
depend on the political influence of those who are affected by the policies incorporated in
programs, either positively or negatively. More accurately their reactions will depend on their
perceptions of loss or gain. There will be a difficult political calculus for governments
involving a substantial amount of uncertainty which the government may seek to influence
by offering to compensate losers, or by affecting expectations concerning the impact of

programs.



A second factor influencing the viability of programs relates to the evolution of costs and
benefits throughout their intended lifetime. Adverse exogenous shocks will tend to increase
the costs of meeting quantified policy targets and will impinge negatively on viability.
Furthermore, SIGs that bear the costs may turn out to be more powerful politically than
imagined by the government ex ante, or may feel that any compensation they have received
is inadequate. Their opposition to reform may transpire to be greater than expected making
the program less viable. Alternatively the gains may turn out to have been over-estimated so
that the additional support for policy reform coming from the general public emerges as
being insufficient to ensure the viability of programs, given the resistance of disadvantaged
SIGs. As a result the reform process may peter out and IFI-supported programs will remain

incomplete.

There is a third factor affecting viability. For a program to be agreed, the IFI must have a
reasonable presumption that it will be implemented and will succeed. There are two related
elements to this. One is that the credit (loan) will be repaid. Non-repayment will adversely
affect the IFI’s financial status and reputation and will mean that the revolving nature of its
resources will be at risk. A second is that the structure of incentives, as perceived by the IFI,
will encourage governments to complete programs. In as much as completion contributes to
their success in terms of macroeconomic outcomes, this will in turn enhance governments’

ability to repay.
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In short, the above discussion suggests that governments will be willing to participate in IFI-
supported programs if they believe that the financial resources thereby acquired will allow
them to offer some compensation to groups disadvantaged by the program or that improved
economic performance will sufficiently quickly generate wider public support for the policy
reform incorporated in the program so as to offset the loss of support from SIGs. The IFI will
be willing to participate if it believes that improved economic performance will generate the
extra resources that will allow the credit to be repaid and still offer a net increase in national
welfare. Where repayment instead hinges on reducing national welfare, the IFI’s concern will
be that this will erode national support for the program, making it non-viable. Can we model

these basic ideas more rigorously?

2. A MODEL OF PROGRAM VIABILITY.

a. The Players

The requirements of program viability can be modeled by considering an asymmetric
information version of a model of IFI lending in the tradition of special interest politics (see
Mayer and Mourmouras, 2002, 2005). There are three main players, the government of the
assistance-receiving country which chooses economic policies, a domestic interest group that
provides political support to the government in exchange for policy distortions, and an
international financial institution (IFI) that decides whether to provide loans to the
government in support of policy reforms intended to reduce these distortions. The
government maximizes its overall political support which, following Grossman and Helpman

(1994, 2001), depends on support from the general public and financial resources to be used
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for political campaigns. The public’s support is directly related to the performance of the
economy as measured by national income net of repayments for past assistance, Y. Financial
resources are obtained from interest group contributions, C. The government’s political

support function, G, is written as:
(1) G=C+aY

where a > () is a parameter expressing the importance of the public’s well-being for support

of the government. Income that can be spent by the public is:

2) Y=g(Ty-z,

where y denotes national income in the absence of assistance, 7 is the amount of aid received,
z is the amount that has to be paid back to the IFI, and g(7) is a function that indicates the
magnifying influence of assistance on national income. It is natural to assume that foreign

assistance raises national income and that it is subject to diminishing returns: g(0)=1, g(T > 1,

2’(T)>0 and g ”(T)<0 for all T>0.

We consider a time period that is sufficiently short so that we can take the economy’s
resource base as fixed and focus on the stochastic nature of national income. In the absence
of assistance, national income depends not only on these resources but also on the outcome

of the state of nature. We assume here that there are only two possible states of nature, a

good one and a bad one: the high-output state of nature is denoted by y , while the low-output

state is y. The value of 4y =(y- ) > 0 is a measure of the variability of economic

performance.
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While actual output is publicly observable to all domestic and international agents, neither
the government nor the IFI know with certainty what caused this output level. It is common
knowledge, however, that the probability of the high-output state occurring is greater when
the economy is reformed than when it is distorted. Specifically, let 0<z<I be the probability
of attaining high output when the economy is reformed and 0<z,<z;<I be the probability of
attaining high output when the economy is not reformed. The IFI not only cannot observe
whether the government really implements the promised reforms, but it also cannot observe
whether the government continues to receive support from interest groups. While the IFI
cannot observe whether an actual contribution has been made, it can calculate how much the
interest group would give if no reforms were instituted and that it would not give anything at

all if reforms were implemented.

The IFI’s goal is to channel assistance to the developing country in order to raise world
welfare. This objective is to be achieved through two channels: the flow of resources, 7, and
the correction of policy-created distortions of the economy through market reform. The IFI

makes the repayment conditions to its loans dependent on economic performance. The

payback when output is high is denoted by z, whereas z indicates the payback when output
is low. Success of this conditional assistance program requires that certain conditions are

satisfied.
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b. Viability Constraints

Participation Constraint

First, acceptance of assistance and implementation of market reforms must yield at least as
much overall political support for the government as it has with no assistance and no reforms.

This leads to the following participation constraint:

3)  afg(Dfr;y+ (I-m)y] —mz-(1-w)z} > ag(0) [,y + (1-m,)y] + C.

The left-hand side (LHS) of (3) states the government’s expected political support when the
government receives assistance 7, which raises productivity, g(7) > I, and implements
market reforms which raise the probability of the economy doing well, z;>7,, but also results
in the loss of political support from the special interest group. When market reforms are

implemented, the interest group no longer enjoys a privileged position and, therefore, it will

no longer contribute. As the LHS of (3) states, the IFI program calls for repayment of z
when the economy does well and of z when the economy does poorly. The RHS of (3)
expresses political support when there are no IFI resources, 7=0, a lack of market reforms
keeps the probability of the good outcome at a lower level, and the interest group contributes
C. As discussed later in this section, the equilibrium value of C is endogenously determined,

based on the relative bargaining powers of the government and the SIG.
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Incentive Compatibility Constraint

Assuming that (3) is satisfied, so that the government has an incentive to accept assistance 7T
from the IFI rather than going it alone, a second requirement for program viability relates to
the government’s incentive to actually implement the reforms envisaged in the agreement
with the IFI. In light of the private nature of the information the government has about the
implementation of reforms, it is entirely conceivable that it will agree to the program, accept
the resources from the IFI but fail to implement the agreed reforms, blaming exogenous
factors for this lack of compliance. More specifically, incentive compatibility requires that
the government’s political support be at least as strong when it accepts assistance,
implements reforms, and loses support from the interest group as it would be if it took
assistance but failed to reform and, thereby, kept the interest group as a financial contributor.

This incentive-compatibility constraint is stated as:

@ afg(Dr y+ (I-m)y] — 2 -(1- 1)z} > afg(T) [wy + (I-m)y] — w0z -(1- mo)z} + C.

Political Survival Constraints

When the IFI and the government design the assistance program, they must also be
concerned that the repayment conditions do not destabilize the government. The general
public in assistance-receiving countries are quite sensitive to foreign influences and loss of

national sovereignty over policy priorities. If foreign ‘interference’, in the form of assistance
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with conditions attached, is considered to have hurt the economy, the public will try to
remove the incumbent government. Clearly, such political instability is not in the
government’s or the IFI’s interests. To avoid it, the program must ensure that the country’s
income net of repayment is at least as large under the assistance program as in the absence of
assistance irrespective of the state of the economy. The following political survival

constraints are present, one for each state of the economy:

) gl y—z2> g0y

(6) gMy—-z > g(0)y.

The LHS of (5) and (6) state the actual spendable income of the assistance-receiving country
in the good and bad state of the economy respectively when assistance is received and repaid,

whereas the RHS states the corresponding income when no assistance is received.

Finally, the SIG maximizes its net income, equal to economic rents earned from the presence
of distortions minus financial contributions to the government. The interest group’s income
is a share s of national income net of repayments. This share critically depends on the
implementation of market reforms. It is s, when there are no market reforms; that is prior to
the IFI offering conditional aid to the government of the receiving country. The share
declines to s; when economic reforms are implemented and the interest group loses its

privileged position. Accordingly, welfare of the interest group is:

(7 Vo =1508(0)y—C

in the status quo in which there is no assistance, no policy reforms and the interest group

makes financial contributions C to the government. And it is:
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(®) Vi=si[g(Ty—z]

when the economy is reformed, assistance is received and repaid, and the interest group no

longer contributes to the government.

Bargaining and the size of interest group contributions

We now examine the determinants of the size of interest group contributions to the
government. The SIG makes a positive financial contribution to the government, C > 0,
when there are no economic reforms, and it makes no contributions, C = 0, when the
government reforms the economy. The magnitude of this contribution plays a role in both the
participation and incentive compatibility constraints of the government. The loss of the
financial contribution represents the cost of implementing economic reforms to the
government. The assumption that, prior to the IFI offering conditional assistance, the
government does not undertake economic reforms implies that political support is stronger
with no reforms and positive contributions from the interest group than with reforms and no

support from the interest group; that is,

) ag(0) [z, y + (I-m)y] + C > ag(0)[m; y+ (1-m,)y].

This suggests that the minimum contribution the government must receive in order to keep it

from unilaterally enacting reforms is:

(10) C=ag(0)[m y+ (1-m)y] - ag(0) [x, y + (1-m,)y] = ag(0)dzAy,
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where g(0) Andy is the expected gain in national income due to the implementation of

economic reforms. The actual benefit to the government from no reforming is (C - C).

The interest group must also have an incentive to support the government or economic
reforms could not be prevented. The expected income of the SIG in the presence of economic

reform, when its income share is s;<s, and the probability of high output is z,>x,, is:

(11) 518(0) [m1y + (1-m)y].

Expected income of the SIG with no reform, when its income share is s,, the probability of

high output is 7, and it supports the government with financial contribution C, is:

(12) 508(0) [Ty + (1-m)v] — C.

Our assumption that, prior to the IFI offering conditional assistance, the economy is not

reformed implies that:

(13) 508(0) [1oy + (1-m)x] = C > 51g(0) [my+ (I-71)y].

It follows that the maximum amount the interest group is willing to contribute is:

(14) C = g(0){ sufmoy+ (I-t)] - 518(0) [y + (1-7)3]},

which equals the difference between the SIG’s income with no reforms and with reforms.

The net benefit of the interest group is (C - C).
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The actual value of C is determined through a bargaining process between the government

and the SIG. The combined total benefit for government and interest group is ( C C ). How
much of this total benefit goes to the government and how much goes to the SIG depends on
their relative bargaining strengths. The actual interest group contribution is a linear
combination of the maximum amount the interest group is willing to contribute and the

minimum the government has to receive in order to stall on implementing economic reforms:

(15) C=yC +(I-9)C

where 0 < y < [ rises in value the stronger the bargaining position of the government.

IF1 Solvency Constraint

As already discussed, the viability of a conditional assistance program imposes certain
constraints relating to the borrowing government and the public. A conditional assistance
program is viable if it satisfies the government’s participation constraint and incentive
compatibility constraints, and the public’s political survival constraints. In this section, we
turn to the conditions on program viability that are imposed by the requirement of IFI

solvency.

We assume that the IFI makes loans to a large number of identical countries. The realization
of the state of nature is independently distributed across IFI borrowers. Each IFI loan is of
size T and is made under the same conditions of asymmetric information already described.

The IFI sets its repayment terms so that it breaks even. This policy allows it to maintain the
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real value of its capital so that it can continue making loans in the future.” IFI solvency
requires that expected repayment to the IFI is at least as large as the value of the assistance

provided; that is:

(16) iz +(l-m)z> T

In order to determine the factors that make it more likely that the IFI’s break-even condition

is satisfied we examine what the values Z and z are. IFI repayment in the good and bad states
of nature must satisfy the participation constraint, equation (3), the incentive compatibility
constraint, equation (4), and the political survival constraints (5) and (6). We now show that
as long as the government receives a larger financial contribution from the SIG than is
absolutely necessary to stop it reforming the economy, the incentive compatibility constraint
and the political survival constraint in the bad state of nature for the economy are binding. In
other words, y>0 implies that equations (4) and (6) are binding whereas (3) and (5) are not

binding. That is, the equilibrium values of z a nd z can be gleaned from equations (4) and

(6). To demonstrate this, we first rewrite (4), stated as an equality, as:

4) ag(T)AyAr — adzAw = C.

From (10) and (15), in turn, we know that, as long as y > 0, it must be that C > C = ag(0)
AyAm. Substitution of this inequality in (4”) requires that {/g(T) — g(0)] v - [g(T) — g(0)]v} >

{z- z} . Finally, we substitute (6), stated as a binding constraint, and obtain:

? This specification could be easily extended to accommodate a growing world economy in which the IFI would
need to earn sufficient income to maintain its size relative to that of the world economy.
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(47) [8(T)~g(0)] y > z.

This implies that, when the incentive compatibility and bad-state political survival constraints

are binding, the good-state political survival constraint is not binding.

Next we return to (4), stated as an equality, and substitute its RHS into the LHS of (3). This

reduces the participation constraint of (3) to:

(37 [8(T) = g(0)] [moy + (1-m)y] > [ 7oz -(1- m)z]

which, after substitution of (6) when binding, becomes:
(3”) [e(D) ~g0)]y > z .
It follows from (4”) that the participation constraint is not binding either.

We now return to the IFI’s break-even constraint of (16). Whatever the value of T is, this
constraint must be satisfied. We already know that z = [g(7T) - g(0)]y. Hence, the payback

in a bad state of the economy is equal to the increase in the bad-state national income that is

made possible by the inflow of assistance. The remaining question concerns the value of z,
the payback when the economy finds itself in the good state. To determine this value, we

return to the binding incentive compatibility constraint of (4’) and restate it as:

(17) g(D{ [y-y] - [z-z] = C/[adn],

which, after substitution of z = [g(7) - g(0)]y reduces to:

(18) z=[(g(T) y- g0)y] - C/ladz].
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The payback in good times depends on the difference between output under the good state
when enlarged through assistance and output under the bad state when no assistance is
received minus a term that depends on the level of lobbying expenditure prior to economic
reforms, as well as on the government’s responsiveness to the public’s wellbeing, and the
effectiveness of economic reforms in raising the probability of the good state of the economy
occurring. Importantly, the larger the contribution of the interest group prior to the
implementation of conditional assistance, the smaller is the payback in the good state of the
economy. Accordingly, the IFI’s break-even constraint is more difficult to meet when the
government receives large financial backing from the interest group prior to the reform.
Significant dependence of the government’s political support on the general public, as
expressed by the value of a, and greater effectiveness of reform, in terms of making the good
economic situation more likely, enhance the chance of the IFI’s break-even constraint being

satisfied.

3. PoLicy IMPLICATIONS

The analysis in this paper carries with it implications for policy. Policy objectives may be
viewed at two levels. At the first level the objective is to identify programs that are unlikely
to be viable. If this is possible, it would enable the IFIs to be more selective in the programs
that they support thereby improving their track record. IFIs would lend only in support of
programs deemed viable. At present a significant proportion of IFI-supported programs fail
in the sense of remaining uncompleted. This has led to the perception amongst some
observers that the allocation of IFI resources is inefficient, and, in the extreme, to the

suggestion that lending should be curtailed.
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At the second level, the objective is to enhance the viability of programs and to transform
non-viable programs into viable ones. By identifying the potential constraints on viability,
actions may be taken to help relax them. In general terms, programs may need to offer short
term compensation to groups that are disadvantaged by policy reform. The duration of
compensation will depend on how quickly the benefits of the program in terms of economic
performance materialise and translate into relatively strong political support from other
sectors of society. This in turn means that to the extent that programs have a near term
adverse effect on living standards, the duration of this effect needs to be minimised. To make
viable programs that are primarily aimed at stabilization, there needs to be the foreseeable

and credible prospect of an increased rate of economic growth.

Not unconnected to future growth prospects, IFI-supported programs may need to concern
themselves with domestic institutions in as much as these affect the power and influence of
special interest groups and the scope for resistance to policy reform. By enhancing growth
prospects and reducing the politically strategic importance of SIGs, the design of IFI-
supported programs could induce a double effect on viability. However, the precise nature of
appropriate institutional reform may be less than clear out. Part of it may be to reduce
political influence over economic policy by measures such as granting independence to
central banks. But political reform in the direction of greater democracy may cut both ways.
While it may reduce the disproportionate influence of some SIGs it may also provide greater

opportunity for others to voice opposition to the policies incorporated in IFI-supported
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programs. It is perhaps unsurprising therefore that the empirical evidence on the connection

between program implementation and democracy is ambiguous.

There is also the fundamental issue of the extent to which the IFIs should become involved in
reforming domestic institutions. From one point of view this may be seen as excessive
interference and erosion of national sovereignty which lies well beyond the terms of
reference of IFIs. From another, however, it may be seen as a necessary step towards

improving the viability of programs in which the IFIs have a legitimate interest.

More broadly, the analysis of viability suggests that the IFIs may on occasions rationally
elect to support programs that are perceived as technically inferior. There will be little point
in advocating programs that are clearly inconsistent with the viability constraints identified in
this paper. A technically good and politically viable program will overall be superior to a
technically better but politically non-viable one. Of course a central problem here relates to
evaluating the factors that impinge on viability; do the IFIs have enough information on them
and are they qualified to make judgements on them? Scientific precision may be impossible,
but there remain ways in which issues of political economy could be taken into account in a
more structured way than they are at present. And taking them into account must surely be

preferable to ignoring them if the objective is to improve viability.

The analysis in this paper also sheds light on other policy issues. For example, it helps to
explain the observed tendency towards over-ambition in terms of the predicted effects of

many IFI-supported programs. To overcome participation constraints (both in terms of
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governments and the IFIs) it is logical to talk up the positive growth effects that will confer
benefits on the general public and enhance the country’s ability to repay the credit received,
and at the same time talk down the size of cuts in government expenditure and the size of
fiscal correction which may erode existing rents. The problem is that although over-
ambitious projections enhance viability by increasing the probability of participation, they
also diminish viability in the sense of increasing the probability of failing to deliver on
expected outcomes. The general public may be less supportive of a program of economic
reform that is associated with increased economic growth of x per cent if they are led to
believe that the growth effect will be greater than this. Furthermore, in terms of delivery on
promises relating to economic performance, the viability of programs will be reduced by
negative shocks. This implies that programs will be more viable when they are effectively

‘insured’ against such shocks.

Can the recent initiative towards ‘streamlining’ conditionality and broadening participation
be explained in terms of the analysis conducted here? By stipulating fewer conditions there is
perhaps less chance that programs supported by the IFIs will directly confront powerful SIGs
that can prevent reform. At the same time, an approach that is seen as less invasive may
further relax participation constraints by allowing governments to retain a larger degree of
national sovereignty over the design of economic policy. Broader participation could in
principle have a two-edged effect depending on the form it takes. Where it allows genuine
dialogue enabling programs to be modified in ways that reduce resistance to reform, it will
have a positive effect. Where it is largely cosmetic and does little to change minds on either

side it may have little effect. Indeed its effect on viability may, in principle, be negative
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where those consulted perceive the process as ‘window dressing’ and as having little or no

effect on the final design of programs.

The general notion that policy reform relating to IFI-supported programs needs to be built
upon their effects on viability, and their impact on the structure of incentives facing
participants could be extended to cover issues such as the amount of finance provided, the
phasing of finance over time and in relation to the extent of reform undertaken, and the ease
with which modifications, waivers and replacement programs can be negotiated. Additional
finance may enable governments to better deal with incentive incompatibility. Flexibility in
the timing of program execution (floating tranches) may enable them to retain overall
political support and to avoid a situation where a loss of such support leads to the permanent
abandonment of a program. A stricter approach to replacement programs may, on the other
hand, strengthen a government’s incentive to implement an existing program and to address
factors threatening its viability. As reflected by the above discussion, policy reform relating
to IFI-supported programs may need not only to recognize and accommodate political
economy factors that impinge on their viability, but also to encourage governments to seek to

alter the contemporary political economy factors that threaten policy reform.

4, CONCLUDING REMARKS

In seeking to make programs of economic reform supported by the IFIs more successful it is
important to try and ensure that they are viable. Will governments be persuaded to
participate? Will they be encouraged to see programs through to completion? Will the IFIs be

prepared to allocate resources to assist the borrowing countries that seek help? If the answer
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to any of these questions is ‘no’, then programs will not be viable. A government’s
participation will largely depend on its perception, at signing, of the effects of the program
on its ability to retain power. Will the additional political support from those who benefit
from economic reform be sufficient to outweigh the loss of support from special interest
groups that have enjoyed the rents from previous economic distortions? The implementation
of programs then depends on how the costs and benefits actually pan out. Thus a program
that is thought to be viable at its outset, because of its expected effect on economic growth
and the political pay-off from this, may turn out not to be viable where the growth effect does
not materialise. Meanwhile, the IFIs need to be confident that the loans they are making will
be repaid. They will therefore be interested in the government’s degree of commitment and
the factors upon which this depends. Without the relevant information there will be
informational asymmetries which would permit a government to present a program as being
viable when in practice it is not. The IFIs will also need to be realistic about the effects of

programs of economic reform on economic growth.

This paper discusses first in general terms and then more formally the factors influencing the
viability of IFI-supported programs. It analyses the constraints on participation in programs
as well as on their implementation. It shows how viability depends on the compatibility of
the incentives that face governments and the IFIs. It therefore provides an analytical
framework within which program viability may be conceptualized. It is in the nature of the
model constructed here that a fairly narrow approach to viability is adopted, and the model is
therefore presented as suggestive rather than comprehensive. For example, in reality there

may be domestic informational asymmetries as well as asymmetries between domestic
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governments and the IFIs. Moreover the structure of the model may be contrasted with

analyses that emphasise the screening and signalling role of IFI-supported programs.

This having been said, even the relatively simple analysis of program viability offered here
clearly identifies the threats to viability and the direction that reform should take to make
programs viable. Contemporary reform seems to be heading the right way, but the analysis
delineates the circumstances in which it might prove insufficient. It also suggests other
reforms that could contribute to improving the performance of IFI-supported programs in the

future.

The viability of programs may be better assessed than in the past by more formally
considering whether governments receive compensating political support as a consequence of
pursuing IFI-supported programs in exchange for the loss of support from previously
advantaged special interest groups. Elements entering into the calculus include; how special
interest groups have benefited from the lack of reform, and their bargaining power, as well
as the extent to which the durability of the government depends on the sentiments of the

general public, and the effectiveness of programs in generating improved living standards.
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