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Introduction
The International Monetary Fund (IMF) plays a

significant role in handling international financial crises.
During a crisis, the IMF loans billions to struggling coun-
tries like Greece during its 2009 debt crisis. Yet despite
having 191 member countries, the United States finances
$117 billion to the IMF lending quota, which is 17.46% of
IMF total lending power. The United States also contributes
an additional $44 billion to supplement lending programs.'
With such a large United States contribution to the IMF,
the United States ought to be certain its funds are wisely
spent. Thus, I consider the question, does IMF conditional-
ity on its lending help or hinder economic growth? Using
the Ritenour framework for economic growth and Public
Choice theory on bureaucracy, I find IMF conditions alone
cannot create the complex array of informal institutions that
sustain formal political and economic institutions. Howev-

er, if informal institutions exist within a member state prior

1. MARTIN WEISS, CONG. RSCH. SERV., THE INTERNATIONAL

MONETARY FUND (2022).
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to the loan, conditional IMF loans provide benefits.

This article proceeds as follows. Part I deals with
relevant context about the IMF. Part II surveys the econom-
ic literature on IMF loan conditionally. Part III contains the
analytical frameworks used to evaluate whether conditional
loans promote economic growth. Part IV adjudicates IMF
loan conditionality using the frameworks. Part V gives
policy implications for the US/IMF and responds to counter
arguments.

I. What is the International Monetary Fund?

The IMF was established to promote international
monetary stability and economic growth. Founded in 1946
as part of the Bretton Woods system, the IMF oversaw a
system of fixed exchange rates pegged to the U.S. dollar.
When the Gold Standard was abolished in 1971, the IMF
found itself with a crisis of purpose. Thus, the IMF began
to act more like a traditional credit union: the key differ-
ence being that its members are governments, not private
entities. Each of its 191 members pays money into the IMF
and receives services in return.

The IMF today provides three services: surveil-

20



21

GROVE CITY COLLEGE JOURNAL OF LAW & PUBLIC POLICY [VOL 16
lance, technical assistance, and loans. IMF surveillance
monitors macroeconomic data of member states. The
IMF then produces reports for each member highlighting
potential risks and providing recommendations for mac-
roeconomic policy. Technical assistance, according to the
IMF website, includes “hands-on technical assistance and
training, a suite of diagnostic tools and publications, and
peer-learning opportunities—so countries can build sustain-
able and resilient institutions.”

IMF loans are intended to mitigate financial crises.
When a member country faces a financial crisis, they can
request a loan from the IMF. Crises occur for two reasons:
domestic factors and external factors. “Domestic factors
include inappropriate fiscal and monetary policies,” and
external factors include natural disasters and “large swings
in commodity prices.”” Typically, member countries request
IMF loans when they can no longer finance their debt due

to a crisis.* The IMF then extends a loan and formulates a

2. IMF Lending, IMF, https://www.imf.org/en/About/Factsheets/
IMF-Lending (last visited Nov. 29, 2024).

3. Id.

4. What is the IMF?, COUNCIL ON FOREIGN RELATIONS, https://
www.cfr.org/backgrounder/what-imf (last visited Nov. 29, 2024).
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debt repayment scheme for the borrowing member. Be-
cause loans are intended to provide breathing room during
a crisis, the IMF prices their loans at below market level
rates. Often, the interest rate of an IMF loan is zero.

A common concern with IMF financing is moral
hazard. Moral hazard occurs when an actor does not bear
the full risk of their actions. Thus, the actor has more incen-
tive to engage in risky behavior. In the context of lending,
traditional banks combat moral hazard through interest
rates or by requiring some form of collateral. Both increase
the cost of engaging in risky behavior. A riskier investment
carries a higher interest rate or requires more valuable
collateral. The moral hazard created by the IMF follows a
clear pattern: poor domestic monetary and fiscal policies
trigger a financial crisis, prompting the IMF to step in and
mitigate the impact. By softening the impact of harmful
policies, the IMF incentivizes member governments to
repeat them. Without market interest rates to correctly price
risky behavior, IMF lending schemes fall prey to moral
hazard. IMF lending encourages risky behavior, under-

mining its ultimate goal of promoting long run economic

22
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stability and growth.

The IMF places conditions on their loans to combat
moral hazard. IMF loans do not carry interest rates that
correctly price risk. Instead, they attempt to mimic collater-
al with conditionality. IMF conditions are reforms. Condi-
tions fall into two categories: policy reform and structural
reform.’ Policy reform is clearer, outlining specific policy
actions a government must undertake in exchange for the
loan. Examples include balancing the budget, removing
state subsidies, removing barriers for foreign investment,
and the removal of price controls.® Structural reforms
include greater transparency, less corruption, and better
governance. Ideally, better policy and stronger institutions
promote economic stability and growth in the long run,
reducing the need for future IMF loans.” Thus, conditions
on IMF loans aim to combat moral hazard and promote
economic growth.

II. Survey of the Literature

Extensive empirical work has been dedicated to

5. IMF Conditionality, IMF, https://www.imf.org/en/About/Fact-
sheets/Sheets/2023/IMF-Conditionality (last visited Nov. 29, 2024).

6. What is the IMF?, supra note 4.

7. IMF Conditionality, supra note 5.
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discovering whether IMF lending schemes promote growth.
Those in favor of IMF loans claim conditions are effective
at changing policy and strengthening institutions, resulting
in economic growth. The data and methods used by var-
ious researchers differ. Many find it growth inducing for

a member state to receive an IMF loan. Reichmann and
Stillson,® Conway,’ Dicks-Mireaux et al.,'’ and Bird and
Rowlands!'" all find a positive relationship between IMF
programing and output. Dreher and Walter find IMF lend-
ing reduces the likelihood of future financial crises.'> Khan
does not observe a direct correlation between output and
IMF loans, but argues the stability provided by IMF con-

ditions improve growth in the long run."* Przeworski and

8. Tomas Reichmann & Richard Stillson, Experience with Pro-
grams of Balance of Payments Adjustment: Stand-By Arrangements in
the Higher Tranches, 1963-72, 25 IMF STAFF PAPERS 293 (1978).

9. Patrick Conway, IMF Lending Programs: Participation and
Impact, 45 J. DEv. ECON. 365 (1994).

10. Louis Dicks-Mireaux et al., Evaluating the Effect of IMF
Lending to Low-Income Countries, 61 J. DEv. ECON. 495 (2000).

11. Graham Bird & Dane Rowlands, Effect of IMF Programmes
on Economic Growth in Low Income Countries: An Empirical Analysis,
53 J. DEv. StuD. 2179 (2017).

12. Axel Dreher & Stefanie Walter, Does the IMF Help or Hurt?
The Effect of IMF Programs on the Likelihood and Outcome of Curren-
¢y Crises, 38 WorLD DEv. 1 (2010).

13. Mohsin Khan, The Macroeconomic Effects of Fund-Support-
ed Adjustment Programs, 37 IMF STAFF PAPERS 195 (1990).

24
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Vreeland and Ruben and Conway find short term contrac-
tion due to IMF conditions, but in the long term, member
states with IMF financing experience faster growth than
without financing.'* Their findings suggest that institutions
were strengthened by IMF conditions on loans, spurring
future growth. Mercer-Blackman and Unigovskaya ex-
amine structural reform."> They find that structural reform
has no significant impact on growth; however, they do find
compliance with IMF programs on performance criteria
does lead to growth. Reasons for compliance are not found.
Nsouli, Atoian, and Mourmouras find member states with
stronger institutional and political environments imple-
ment IMF programs more effectively, promoting economic
growth.'® Balima and Sokolova conduct a meta-analysis

examining 36 studies.'” They find that IMF programing in-

14. Adam Przeworski & James Raymond Vreeland, The Effect
of IMF Programs on Economic Growth, 62 J. DEv. ECON. 385 (2000);
Ruben Atoyan & Patrick Conway, Evaluating the Impact of IMF Pro-
grams: A Comparison of Matching and Instrumental-Variable Estima-
tors, 1 REv. INT’L ORGS. 99 (20006).

15. Valerie Mercer-Blackman & Anna Unigovskaya, Compliance
with IMF Program Indicators and Growth in Transition Economics, 3
EMERGING MKT. FIN. & TRADE 55 (2004).

16. Saleh M. Nsouli et al., Institutions, Program Implementation,
and Macroeconomic Performance (IMF Working Paper No. 184, 2004).

17. Hippolyte W. Balima & Anna Sokolova, IMF Programs and
Economic Growth: A Meta-Analysis, 153 J. DEv. ECoN., no. 6 (2021).
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creases economic output. However, the results were messy.
Further analysis showed that countries with high levels of
institutional and economic development tended to expe-
rience more positive economic growth. Additionally, they
found that studies authored by those with IMF affiliation
were more likely to find benefit to IMF financing.

Proponents of the IMF question the degree of
impact moral hazard has on member countries and argue
selection bias gives the appearance of ineffective IMF
lending. Lane and Phillips find little evidence to suggest
that moral hazard plays a large role in subsequent financial
crises of IMF members.'® Hutchison finds sample selection
bias to be the main reason why critics see IMF lending as
detrimental to growth."

Critics of the IMF argue IMF financing reduces
growth. Bordo and Schwartz find that countries receiving

IMF assistance during 1973-98 experienced worse macro-

18. Timothy D. Lane & Stephen T. Phillips, Does IMF Financing
Result in Moral Hazard? (IMF, Working Paper No. 168, 2000).

19. Michael M. Hutchinson, Selection Bias and the Output Costs
of IMF Programs (Econ. Pol’y Resh. Unit, Working Paper No. 15,
2004). It is interesting to note that Lane, Philips, and Hutchison all
worked for the IMF when their papers were published.
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economic performance in real terms.”® Generally, they find
that as interventionist safety nets become more prevalent,
the incidence of financial crises increases while their sever-
ity remains unchanged. Thus, Bordo and Schwartz find ev-
idence of moral hazard. After controlling for selection bias,
their results remain robust. Hardoy uses a difference-in-dif-
ference study approach and finds IMF financing has no ben-
efit for growth.?! Barro and Lee and Butkiewicz and Yanik-
kaya find member countries would be better off if they did
not participate in IMF financing.?? Dreher finds IMF financ-
ing is overall detrimental for growth, but the conditionality

on loans mitigates their negative effect on output.”® Jorra

20. Michael D. Bordo & Anna J. Schwartz, Measuring Real
Economic Effects of Bailouts: Historical Perspectives on How Coun-
tries in Financial Distress Have Fared With and Without Bailouts, 53
J. MONETARY ECON., (CARNEGIE-ROCHESTER CONF. SERIES ON PUB.
Por’y) 81 (2000).

21. INEs HARDOY, INST. Soc. RscH., EFFECT oF IMF PROGRAMMES
ON GROWTH: A REAPPRAISAL USING THE METHOD OF MATCHING
(2003), https://www.researchgate.net/publication/242431499 Ef-
fect of IMF programmes on growth A reappraisal using the meth-
od_of matching.

22. Robert J. Barro & Jang-Wha Lee, IMF' Programs: Who is
Chosen and What are the Effects?, 52 J. MONETARY ECON. 1245 (2005);
James L. Butkiewicz & Halit Yanikkaya, The Effects of IMF and World
Bank Lending on Long-Run Economic Growth: An Empirical Analysis,
33 WorLp DEv. 371 (2005).

23. Axel Dreher, IMF and Economic Growth: The Effects of Pro-
grams, Loans, and Compliance with Conditionality, 34 WORLD DEv.
769 (2006).
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observes an increased chance of debt crisis after a member
country receives an IMF loan, supporting the validity of
moral hazard arguments.?* Lipscy and Lee show the IMF
generates moral hazard through a case study of Taiwan.?
After Taiwan was expelled from the IMF, Taiwan increased
their “precautionary international reserves” and pursued
“exceptionally conservative financial policies.”?® Steinwand
and Stone examine the literature on the IMF and find that
studies which account for selection bias (higher quality
studies) find IMF financing depresses economic output.?’
Li, Sy, and McMurray also broadly examine the literature
and find most studies indicate the IMF has a negative effect
on economic growth.?®

There are a variety of theoretical arguments against

IMF financing. Perhaps most famously, Joseph Stiglitz

24. Markus Jorra, The Effect of IMF Lending on the Probability
of Sovereign Debt Crises, 31 J. INT’L MONEY AND FIN. 709 (2012).

25. Phillip Y. Lipscy and Haillie Na-Kyung Lee, The IMF as a
Biased Global Insurance Mechanism: Asymmetrical Moral Hazard,
Reserve Accumulation, and Financial Crises,73 INT’L ORG. 35 (2019).

26. 1d.

27. Martin Steinwand and Randall Stone, The International
Monetary Fund: A Review of the Recent Evidence, 3 Rev. INT’L ORG.
123 (2008).

28. Larry Li et al., Insights into the IMF Bailout Debate: A Re-
view and Research Agenda, 37 J. POL’Y MODELING 891 (2015).

28
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in his Globalization and Its Discontents argues the IMF
pursues the interests of the financial community, not the
people.” He believes the IMF has strayed from its original
goal, focusing too much on financial indicators and not on
the actual prosperity of member country’s citizens. Ulti-
mately, Stiglitz believes that conditions the IMF imposes
have been counterproductive for local populations.

Advocates of reform for the IMF wish to change the
incentive structure at the IMF. Meltzer and Willett from the
Independent Institute argue that most times, IMF condition-
ality fails to be enforced and falls prey to “mission creep.”?
Conditions must be enforced through the withdrawal of
IMF financing. Because IMF bureaucrats have an incentive
to “not the rock the boat” to advance their careers,’! they
do not wish to cancel any program. Those working at the
32

IMF become “committed to the ‘success’ of the program.

Thus, conditions are not enforced and loans at the IMF fall

29. JOSEPH STIGLITZ, GLOBALIZATION AND ITS DISCONTENTS
(2003).

30. Allan Meltzer, What's Wrong with the IMF? What Would Be
Better?, 4 INDEP. REV. 201 (1999); Thomas Willett, Understanding the
IMF Debate, 5 INDEP. REV. 593 (2001).

31. Willett, supra note 30, at 598.

32. Meltzer, supra note 30, at 205.
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prey to moral hazard. Empirically, this claim is supported.
Sachs, using the IMF 1988 review of conditionality, finds
that since 1983, “the rate of compliance has been decreas-
ing sharply, down to less than one-third compliance with
program performance criteria in most recent years.”** Both
Meltzer and Willett believe the IMF can be reformed by
forcing the incentives to work in favor of IMF effective-
ness. Their papers suggest a variety of methods to change
the incentive structures at the IMF.

Positions on the IMF range a broad spectrum due to
disagreement on both the empirical and theoretical analysis
of the IMF. Through the next part, I employ two theoretical
frameworks that synthesize the empirical and theoretical
analysis on IMF conditions.

II1. The Analytical Frameworks

Ritenour provides a general theory of economic

growth. He identifies four vehicles of economic progress:

“the social division of labor, capital formation, technolog-

33. Jeffrey D. Sachs, Strengthening IMF Programs in Highly
Indebted Countries, in THE INTERNATIONAL MONETARY FUND IN A
MUuLTIPOLAR WORLD: PULLING TOGETHER 101, 107 (Cathrine Gwin &
Richard E. Feinberg eds., 1989).
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ical improvement, and wise entrepreneurship.”** All four
vehicles are necessary to produce progress. Therefore, the
key to achieving prosperity “is to discover the institutions
that allow the sources of prosperity to function.” Private
property and sound money are those institutions. Private
property allows entrepreneurs to reap what they sow, giv-
ing incentive for them to coordinate the social division of
labor, undergo capital formation, and finance technological
improvement. Sound money provides entrepreneurs the
necessary information to produce what is most profitable.*
For IMF financing to contribute to economic growth, it
must promote either the vehicles of progress or institutions
of private property and sound money.

To sustain formal institutions of private property
and sound money, informal complementary institutions are
necessary. Coyne describes such informal institutions as “a
shared ideology and ethic of individual and private proper-

ty rights, a commitment to markets and the rule of law.”?’

34. SHAWN RITENOUR, THE ECONOMICS OF PROSPERITY: RETHINK-
ING EcoNoMIC GROWTH AND DEVELOPMENT 158 (2023).

35.1d. at 165.

36. 1d. at 169.

37. Christopher J. Coyne, The Institutional Prerequisites for
Post-Conflict Reconstruction, 18 REv. AUSTRIAN Econ. 325, 325
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If IMF financing can help develop those institutions, both
formal and informal, then it could also be beneficial for
progress.

The IMF also must contend with its bureaucracy.
Mises distinguishes bureaucratic management as ‘“the meth-
od applied in the conduct of administrative affairs the result
of which has no cash value on the market.”* It is the lack
of the price system that creates bureaucratic inefficiency.
Tullock’s analysis of bureaucracy finds that perverse incen-
tives and inadequate information cause the inefficiency of
bureaucracy.’ Perverse incentives include motivations like
prestige or power. Together, Mises and Tullock find bureau-
cracy to be inefficient as it lacks the price system and thus
has perverse incentives and inadequate information.
IV. Do Conditions Work?

A shallow analysis of IMF loan conditionality
would assume they promote growth. IMF conditions often
require the removal of price controls, removal of barriers

to foreign investment, and general trade liberalization.
(2005).
38. LubwWIG VON MISES, BUREAUCRACY 47 (1944).

39. GorDON TULLOCK, THE PoLITICS OF BUREAUCRACY 70, 75
(Public Affairs Press, 1965).




33

GROVE CITY COLLEGE JOURNAL OF LAW & PUBLIC POLICY [VOL 16
International trade unlocks a greater degree of the market
division of labor. More foreign investment results in more
capital accumulation. Would not all these types of policy
reforms promote the four vehicles of growth?

Conditions require enforcement. As Meltzer and
Willett emphasize, IMF conditionally lacks enforcement
because of the incentives IMF workers face. In 1998, the
IMF along with others promised Russia a conditional $22
billion dollar loan for their debt crisis. Russia took the loans
but did not comply with the conditions.* The IMF contin-
ued lending as they “had a stake in reform and transforma-
tion.”!' Russia was allowed to “finance large unbalanced
budgets” because of IMF lending.* Lack of enforcement
of conditions enabled Russia’s bad behavior. However, the
solution is not simply “enforce the conditions” next time.
The underlying incentive structure of bureaucracy is why
the Russia loan project failed. And unless the IMF is privat-

ized, its bureaucratic incentive structures will persist.*

40. Meltzer, supra note 30, at 208; Willett supra note 30, at 605.

41. Meltzer, supra note 30, at 209.

42.1d. at 208.

43. To be clear I am not arguing that the IMF should be privat-
ized.
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Individual policy prescriptions fail to create mean-
ingful change without the institutions of private property
and sound money. IMF lending to Russia would not have
been such a disaster if Russia had the institutions to support
economic liberalization. However, Russia did not have the
institutional backdrop needed to allow markets to flourish.*
There was no rule of law, and the Russian state was corrupt,
leading to weak property rights enforcement. Thus, both
weak IMF enforcement of conditions and Russia’s lack of
institutions enabled moral hazard. IMF conditionality fails
to mitigate moral hazard when member states lack strong
institutions.

Conversely, IMF conditionality succeeds where
there are strong institutions. Empirical evidence supports
this claim. As Nsouli, Atoian, and Mourmouras and Balima
and Sokolova observe, if formal institutions are present
before IMF financing, conditional loans tend to promote
growth.* If IMF loans are only enforced one-third of the

time and the borrowing state has poor institutions, moral

44. Meltzer, supra note 30, at 209.
45. Nsouli et al., supra note 16; Balima & Sokolova, supra note
17.
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hazard should be expected.* In contrast, a country with
previously established property rights is more likely to
apply conditions. As Coyne emphasizes, rule of law and
a shared ethic of private property sustain formal institu-
tions.*” Furthermore, the underlying values that promote
private property are the same as those that would promote
economic liberalization. Thus, countries with a shared ethic
of private property would be more receptive to the removal
of price controls, balancing the budget, and other policy
prescriptions from the IMF. Even with poor IMF enforce-
ment, countries with strong institutions still implement IMF
conditions, mitigating the effects of moral hazard.

What about when IMF conditions attempt to create
and strengthen formal institutions? Here, the importance of
spontaneous order cannot be overemphasized. Coyne exam-
ines nation building by bureaucracy.*® Nation building is an
attempt to artificially establish formal institutions like de-

mocracy in a country. Coyne finds nation building fails for

46. Sachs, supra note 33, at 107.

47. Coyne, supra note 37, at 325.

48. Christopher J. Coyne, ‘The Politics of Bureaucracy’and the
Failure of Post-War Reconstruction, 135 PuB. CHOICE 11, 21 (2008).
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two reasons. First, bureaucracy creates perverse incentives
leading to inefficient outcomes. Second, bureaucracy lacks
the ability to create informal complementary institutions
necessary for formal institutions to thrive. Those informal
institutions—respect for rule of law and a shared ethic of
private property—are the result of spontaneous order, they
cannot be forced.

IMF loans with conditions will never instill genuine
respect for private property within a nation. No amount of
conditional lending will change a country’s lack of commit-
ment to the rule of law. Such respect and commitment must
be generated organically. Empirically, Mercer-Blackman
and Unigovskaya find IMF conditions that attempt structur-
al reform have no impact, but policy changes do.* Hence,
the IMF conditions that attempt to build institutions fail.

V. Policy Implications

Given the mixed empirical literature on IMF lend-
ing, coupled with failure of brute force to change institu-
tions, the IMF should stop lending to countries with poor

institutions. Such institutions necessarily come about

49. Mercer-Blackman & Unigovskaya, supra note 15.
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through spontaneous order; they can never be forced. How-
ever, the IMF tends to be sluggish on reform and does not
like to admit when it is wrong.*® Fortunately, even though
United States voting power is only about 17%, United
States influence on the IMF is strong enough to motivate
change.’!

Political institutions like the IMF often require
some nudging to change their action. In the past, the US
pressured the IMF with public statements. In 2005, the for-
mer Under Secretary for International Affairs at the United
States Department of the Treasury gave a speech accus-
ing the IMF of being “asleep at the wheel” on matters of
exchange rates.’> Two years later, the IMF released a set of
reforms to address the exchange rate issue.*® Furthermore,
Weisbrot and Johnston find that “the Treasury is the main

power for policy decisions affecting low- and middle-in-

50. See supra Part I1. As noted there, most pro IMF lending stud-
ies are from the IMF.

51. Voting power is directly tied to percentage of contribution.

52. Timothy D. Adams, Under Sec’y, U.S. Dep’t of Treas. Int’l
Affairs, Address at the Conference on IMF Reform Institute for Interna-
tional Economics: The US View on IMF Reform (Sept. 23, 2005).

53. Press Release, Executive Board, Public Information Notice:
IMF Executive Board Adopts New Decision on Bilateral Surveillance
Over Members’ Policies, IMF Public Information Notice No. 07/69
(June 21, 2007).
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come borrowing countries.”* Low- and middle-income
are the countries least likely to have the prerequisite insti-
tutions for IMF conditional loans to be effective. Hence, it
is well within the ability of the United States to end IMF
lending to countries with poor informal institutions.
Conclusion

IMF conditional lending promotes growth when
there are prior institutions favorable to the conditions the
IMF places. Conditional lending with a focus on policy bol-
sters the four vehicles of progress, thus promoting growth.
But, if a country lacks strong institutions, conditions will
not promote growth. Additionally, the IMF cannot create
strong formal institutions if member states do not already
have the necessary informal foundations to sustain them.

In this paper, I do not ask the question of how
informal institutions can be created. That would go beyond
the scope of this paper. Further research could explore that
question. However, it is evident that the IMF should stop

lending to countries lacking such institutions.

54. MARK WEISBROT & JAKE JOHNSTON, CTR. EcON PoL’Y RSCH.,
VOTING SHARE REFORM AT THE IMF: WILL IT MAKE A DIFFERENCE?
(2016).
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My paper has two main implications. First, the IMF

should cease its loans to countries with lacking institutions.
The United States can guarantee such a change, and it
should, since it provides the IMF with $161 billion. Sec-
ond, policy makers ought to be aware of incentives. Both
bureaucratic incentives and moral hazard undermine IMF
loans and broader policymaking. Such incentives cannot be

ignored without disastrous consequences.
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