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INTRODUCTION

1. This paper examines selected issues by way of background for the review of the
2002 Guidelines on Conditionality. It examines program implementation, program goals
and strategies, the breadth of coverage of conditionality, some issues in the use of the tools of
conditionality, prior actions, conditionality in capital account crisis cases, and the process of
program development. Annexes explain how the conditionality data used in various chapters
were derived and provide a list of programs included in the analysis.

2. This review examines developments since end-2000 and, where relevant,
compares them to earlier developments. The terms “pre-““ and “post-guidelines” are used
hereafter to refer to this cutoff date of end-2000. The cutoff date is chosen because an Interim
Guidance Note on Streamlining Structural Conditionality, which foreshadowed the main
changes in the conditionality guidelines of September 2002, was issued in September 2000.
Moreover, the Poverty Reduction and Growth Facility (PRGF), which shares some of the
objectives of the new guidelines, replaced the Enhanced Structural Adjustment Facility
(ESAF) in September 1999. Because the new policy was thus, essentially, phased in over
several years, and also because data for every arrangement are assigned to the year in which
it was approved, even if the arrangement stretched into later years (see Annex I), a clear
cutoff point is somewhat artificial.

3. The review comes at an early stage of experience with the new guidelines and
caution must be exercised in interpreting its results, given the small samples involved
and the inherent difficulty of comparing program-related conditions. Even though the
review draws in part on case studies, no substitute exists for cross-country analysis for
identifying broad trends, and at this stage such analysis is hampered by small sample sizes—
typically, about 10 arrangements a year under each of the GRA and PRGF. Moreover, the
analysis must be cognizant of the fact that program-related conditions can be of quite
different import. Nevertheless, there is no good way of controlling for these differences
without creating new—and in many respects more problematic—weaknesses in the analysis.
Hence, in what follows conditions are weighted equally, regardless of whether they entail
small or sweeping policy changes.

I. PROGRAM IMPLEMENTATION '
A. Introduction

4. Implementation of Fund-supported programs was expected to improve with the
new guidelines. The guidelines explicitly put greater emphasis on parsimony of conditions,
national ownership of policies, and implementation capacity, all of which were expected to
improve the prospects for successful program implementation—and ultimately lead to better

! Prepared by Steffen Reichold, with Alun Thomas contributing the section on waivers of performance criteria.



economic outcomes. While it is still too early to assess economic outcomes, a preliminary
assessment can be made on implementation of Fund-supported programs since the advent of
the new guidelines.

5. It is useful to distinguish between implementation of the overall policy program
and implementation of specific structural conditionality. More consistent implementation
of policy programs by country authorities should be evidenced by more completed reviews
and thus more programs staying on track, and also by better implementation of conditions. At
the same time, the focus on criticality of individual conditions was expected to lead to a
decline in the number of waivers of missed conditions.

6. The assessment of program implementation is based on two main inputs: an
analysis of program reviews and an analysis of implementation of individual conditions.
For the latter, information on individual conditions is obtained from the Monitoring Fund
Arrangements (MONA) database (see Annex I), which tracks Fund arrangements based on
the initial request and completed program reviews. Thus, implementation of conditionality is
not recorded if a program goes off track and later scheduled reviews remain uncompleted. In
other words, this data source only allows the analysis of implementation conditional on
programs remaining on track, or having been brought back on track after a temporary
interruption. By contrast, the analysis of program reviews—including uncompleted ones—
captures developments in all arrangements through to expiration.

7. Only a few years have passed since the streamlining initiative began and the
results therefore have to remain tentative. Only 60 new arrangements were approved
during 2001-03, 27 supported from the General Resources Account (GRA) and 33 under the
Poverty Reduction and Growth Facility (PRGF). Of the latter, only four had expired by end-
June 2004, the cutoff date used for much of the following analysis, and seven by end-
December 2004.% The average number of structural conditions per arrangement (not adjusted
for program length) is 14 structural benchmarks (SBs), five structural performance criteria
(PCs), and nine prior actions (PAs). Reflecting the small sample sizes, the observed changes
since end-2000 are often not statistically significant.’

B. Program Interruptions

8. A fundamental question in assessing program implementation is how much time
programs spend on track and off track. A natural metric is completion of program

? Setting a later cutoff date than end-June 2004 for the analysis of the implementation of structural conditionality
was not feasible due to the lags involved in reporting implementation, verifying the inputs, and analyzing the
data. A later cutoff date would have biased the sample since complete data were not available for all
arrangements as of a later time. However, lags are shorter for the analysis of program reviews and the cutoff
date was therefore extended through end-December 2004 for this analysis.

3 Statistical tests were attempted but are not reported here as they typically are not significant.



reviews. Completion of a review implies that the overall program remains broadly on track,
despite possible slippages that may have occurred. Conversely, failure to complete a
scheduled review generally indicates that overall implementation is not sufficient to ensure
achievement of the program objectives.”

9. It is useful to distinguish between temporary and permanent program
interruptions:
o A temporary interruption is defined as a delay in completing a scheduled review

of at least six months, provided that the review is eventually completed. Previous rephasing
and rescheduling of reviews are taken into account, in the sense that a delay is assessed
relative to the most recent review schedule. To make ESAF and PRGF arrangements
comparable, each ESAF-supported program is treated as one three-year program by
combining the individual annual arrangements. The approval of the 2" and 3" annual
arrangements are treated as reviews, and are generally presumed to be scheduled six months
after the mid-term review.’

o A program interruption is considered permanent if the program went off track
and was not brought back on track before the arrangement expired. This means that
scheduled program reviews were left uncompleted at the end of the arrangement.®

10. In line with expectations, more programs have been completed successfully since
2000. The share of expired programs that were permanently interrupted has declined
significantly from its peak in 1998-2000 (Figure 1, left panel).” This trend is particularly
pronounced for arrangements in the General Resources Account (GRA). While permanent
interruptions have also declined among PRGF (and ESAF) arrangements, the corresponding
sample size is small, as only seven arrangements approved in the post-guidelines period have
expired as of end-December, 2004. Nevertheless, an improvement is also visible among
PRGF arrangements, at least relative to 1998-2000.

4 Although reviews also have a forward-looking component, it is uncommon for reviews to be delayed or
prevented solely by a fundamental disagreement over the right strategy and measures for the future.

> In the few cases where ESAF reviews were scheduled more frequently, the presumed schedule for the
approval of the next annual arrangement is adjusted accordingly.

% One exception is made in the case of immediate successor programs. Sometimes, especially after a new
government takes office, the authorities prefer to negotiate a new arrangement rather than continue the old one,
which should not be regarded as poor program implementation. Therefore, if the new arrangement is approved
within three months of the first uncompleted review, the old arrangement is treated as having been on track until
it was cancelled and replaced by the new arrangement.

7 As of December 31, 2004.



11. Similarly, fewer programs remain completely unimplemented. Some programs go
off track shortly after approval, that is before completing the first review, and remain off
track until the program expires. As expected from the greater focus on ownership and
implementation capacity, the share of such completely unimplemented programs has also
declined, although for GRA arrangements it was somewhat above the share in 1995-97
(Figure 1, right panel).

Figure 1: Permanent Program Interruptions
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12. Notwithstanding these improvements, temporary program interruptions and

review delays have continued as previously. Temporary interruptions of at least six months
are frequent and occur in more than half of PRGF arrangements and roughly one third of
GRA-supported arrangements (Figure 2, left panel). Moreover, no recent improvements are
evident (and temporary interruptions in PRGF-supported programs even increased slightly in
the post-guidelines period). Average delays in completing reviews also remained stable
recently at about three months (Figure 2, right panel). Compared to 1995-97, temporary
interruptions are more frequent and delays have increased.




Figure 2: Temporary Program Interruptions and Review Delays
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13. Overall, full program implementation in line with the initially envisaged timing
is still the exception rather than the rule. Almost two thirds of all expired post-guidelines
arrangements were off track for a significant period of time—i.e., they were interrupted for at
least six months (Table 1). And only about one fourth of arrangements had all reviews
completed broadly on time.

C. Implementation of Structural Conditionality

14. A key question is whether the decline in permanent program interruptions
reflects better underlying implementation, or the granting of waivers and completion of
reviews when implementation has been weak. The Fund’s decisions on reviews and
waivers are of course constrained by the respective policies, but—just as the initial program
design requires judgments on the consistency of policies with program goals—require the
use of judgment in cases where there have been implementation slippages. A look at
implementation of individual conditions may help answer the above question.

8 However, it will be difficult to give an unambiguous answer. Data on program implementation are available
only for programs judged to be on track, and hence mix elements of the authorities’ as well as the Fund’s
behavior—in the latter case, decisions whether to judge the program on track and therefore complete reviews,
which involve judgment if there have been implementation slippages. To capture country behavior alone—i.e.,
the extent to which agreed programs are implemented regardless of Fund actions—would require
implementation data for both on- and off-track programs. These data are not available, and in any case the
Fund’s behavior is also of interest.



Table 1. Program Interruptions

Percent of Arr with: 1/ Average Delay of
Permanent Interruption Temporary Interruption of more than Any Interruption of more than Completed
Reviews 2/
Approval Number of in Ist2/3 inlIst1/3 before 1st (in days)
Year Arrangements Any Time _ of Arr. of Arr. Review 3 Months 6 Months 12 Months 3 Months 6 Months 12 Months

All Arrangements

1995-1997 79 42 32 14 9 35 19 8 66 54 46
1998-2000 63 56 35 24 16 63 41 13 89 76 59
2001-2003 26 27 27 8 8 54 38 8 73 62 35
PRGF and ESAF
1995-1997 26 38 19 12 12 62 42 15 85 69 46 85
1998-2000 31 58 26 23 10 81 52 16 94 84 61 100
2001-2003 7 43 43 0 0 86 57 14 100 86 57 101
SBA and EFF
1995-1997 53 43 38 15 8 23 8 4 57 47 45 45
1998-2000 32 53 44 25 22 47 31 9 84 69 56 85
2001-2003 19 21 21 11 11 42 32 5 63 53 26 78

Source: MONA, Staff Reports
1/ Only expired arrangements as of December 31, 2004.
2/ Only reviews scheduled before 7/1/2003. Reviews still pending as of 31/12/2004 are assumed to never be completed.

15. Implementation of individual conditions was clearly expected to improve with
the new guidelines. First, better ownership should make it more likely that the overall
programs—and thus individual conditions—are implemented as envisaged. Second, the focus
on criticality was expected to reduce waivers for missed conditions. And third, more
flexibility in modalities—e.g. through more outcomes-based conditionality—aimed at
reducing the need for waivers in cases where acceptable alternative measures are taken. As a
result, measured implementation while programs are on track was expected to improve. The
following sections take a look at all three types of structural conditions (performance criteria
(PCs), structural benchmarks (SBs), and prior actions (PAs)) separately, with a focus on PCs
and SBs. Prior actions for initial program approvals and completed reviews have by
definition a high implementation score.

Structural Performance Criteria

16. Despite expectations, the rate of waivers for nonobservance of structural PCs
has not declined.” Table 2 shows summary indicators of implementation of structural
conditions.'® For PRGF arrangements, waiver rates have remained broadly stable, while

9 . .
References to waivers below refer to waivers for nonobservance.

10 Al averages presented below give equal weight to each arrangement irrespective of the number of conditions
or the length of the arrangement. Thus, they are simple averages across arrangements approved in a given year
of the respective averages within each arrangement. This is different from calculating simple averages across all
conditions, which would tend to over-represent programs with a large number of conditions, or from calculating
averages across arrangements outstanding, which would give PRGF arrangements a higher weight in the
Fundwide average.
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waiver rates appear to have risen for GRA-supported arrangements (Figure 3)."' For
comparison, PC waiver rates for quantitative conditions—which are much lower than for
structural conditions—have actually declined slightly over time in GRA-supported
arrangements, while remaining broadly flat in PRGF arrangements (Figure 3, right panel).
The failure of the waiver rate for structural PCs to decline raises the question whether the
Fund has actually increased its focus on criticality or if too much flexibility is provided ex
post and the Fund is accommodating slippages that threaten the achievement of the program
goals. Ultimately, economic outcomes will provide an answer, but a closer look at the waived
PCs can already provide important insights at this time.

17. Waivers for structural PCs can be decomposed into three sub-categories, based
on whether the measure was replaced by an alternative (or slimmed down) measure, whether
it was implemented late (including alternative delayed measures), or whether the measure
was not implemented at all during the period of the Fund-supported program (i.e. the
measure “lapsed”). This breakdown is presented in Figure 4."

1 However, some caution should be applied in interpreting the results. Waiver rates can vary substantially
across individual programs, which frequently only have few structural PCs. Consequently, some missed PCs in
programs with a small total number of PCs can significantly increase the average waiver rate.

12 The decomposition in Figure 4, based on developments subsequent to the granting of waivers, does not
exactly parallel the reasons given for waivers at the time they are granted.
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Table 2. Implementation of Structural Conditionality

1995-1997 1998-2000 2001-2003

1995

1996

1997

1998

1999 2000 2001 2002 2003
Performance Criteria 1/
Average Implementation Index
SBA/EFF 1.39 1.36 1.35 1.46 1.47 1.25 1.03 1.65 1.46 1.50 1.33 1.29
PRGF/ESAF 1.37 1.37 1.44 1.31 1.34 1.47 1.14 1.51 1.57 1.41 1.42 1.53
Waiver Rate (in percent)
SBA/EFF 35 44 50 34 28 42 67 29 35 33 53 54
PRGF/ESAF 42 40 42 48 43 36 49 38 29 40 50 35
Lapsed Rate (in percent)
SBA/EFF 26 20 15 20 25 33 30 6 19 17 13 17
PRGF/ESAF 20 23 14 20 22 17 37 11 13 18 8 12
Structural Benchmarks 2/
Average Implementation Index
SBA/EFF 1.29 1.36 1.34 1.37 1.30 1.14 1.48 1.31 1.31 1.52 1.45 1.03
PRGF/ESAF 1.43 1.35 1.42 1.60 1.36 1.42 1.31 1.41 1.34 1.46 1.40 1.32
Implied Waiver Rate (in percent) 3/
SBA/EFF 47 47 49 41 53 50 40 48 52 43 41 65
PRGF/ESAF 44 51 43 33 47 48 53 42 57 42 46 43
Lapsed Rate (in percent)
SBA/EFF 24 17 18 22 18 36 12 21 18 9 14 32
PRGF/ESAF 13 14 15 7 17 10 16 17 8 12 14 25
Prior Actions
Average Implementation Index
SBA/EFF 1.59 1.85 1.92 1.54 1.50 1.82 1.77 1.82 1.94 1.96 1.99 1.83
PRGF/ESAF 1.82 1.83 1.97 2.00 1.68 1.94 1.95 1.71 1.81 1.96 1.97 2.00
Implied Waiver Rate (in percent) 3/
SBA/EFF 31 11 4 36 33 16 14 12 6 4 1 9
PRGF/ESAF 12 11 2 0 21 4 4 16 14 3 2 0

Source: MONA, Staff Reports

recorded in MONA.

3/ Percent of conditions not fully met by the specified test date.

1/ Conditional on programs being on track, i.e. excluding PCs with test dates after the last completed review.
2/ Based on all SBs. A restriction to SBs with test dates prior to the last completed review is not possible because test dates for SBMs are not consistently

Figure 3: Waiver Rates for PCs
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Figure 4: Composition of Structural PC Waiver Rate (in percent of all structural PCs)
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18.  Delayed measures account for the bulk of waived structural PCs:
. Some of these delayed measures are implemented quickly—indeed, as prior actions

for a program review and thus for the granting of a waiver. While MONA does not permit
precise identification of missed PCs that become prior actions, a comparison of PCs recorded
as “met with delay” with prior actions recorded in MONA suggests that a growing proportion
of PCs (from 3 percent in 1995-97 to 7 percent in 1998-00 and 14 percent in 2001-03) is
waived but then converted into prior actions to be implemented before purchases or
disbursements can proceed.'* Indeed, these rough estimates suggest that the increase in

13 As noted above, implementation is tracked only up to the last completed review, not the expiration date of the
arrangement.

' This increase may be overstated to the extent that recording of prior actions has become more thorough since
their inclusion under the misreporting policy in 2000 (see Chapter V). Inconsistent recording of prior actions
would tend to make the quoted levels underestimates, but an offsetting bias stems from the fact that MONA
does not record the timing of prior actions, so that delayed measures that become immediate prior actions cannot
be distinguished from delayed measures that become prior actions some time later, e.g., after the PC has been
reset for a subsequent date and has again not been observed.



- 13-

measures that become prior actions may account for all or most of the increase in delayed
measures. Such a development would be consistent with an increased focus on criticality in
setting PCs.

o At the same time, some measures can take a long time to be implemented, with
waivers granted on the basis that action is in train to ensure implementation at a later date."
This is consistent with the fact that structural reforms are seldom short-term measures and
that their specific timing is often less important than whether they are implemented.

19. Alternative measures play a more, and increasingly, important role in GRA-
than PRGF-supported programs. These are measures that are implemented on a modified
basis acceptable to the Fund. Though they seem to be largely absent from PRGF-supported
programs, they contributed about 10 percent of conditions in stand-by and extended
arrangements over the 2001-03 period, well above their share in 1995-97. Examples of
alternative measures include an increase in the electricity price by 15 percent together with
efficiency improvements in the sector, together equivalent in cash flow terms to the
condition's requirement of a 20 percent electricity price increase (Serbia), the establishment
of salary coefficients and associated wage ceilings in most rather than all ministries
(Croatia), and a reduction in the specific number of branches of two banks slightly below the
numerical target set in the Fund condition (Turkey).

20. Lapsed measures have declined in both GRA- and PRGF-supported programs,
suggesting that Fund-supported programs have become more focused on criticality.
Lapsed rates in GRA-supported programs have declined from 26 percent over 1995-97 to
15 percent over 2001-03; the corresponding figures for PRGF-supported programs are

20 percent and 14 percent respectively. Of course, this lapsed rate does not give a picture of
conditions the arrangement could have “done without:” it is calculated for all arrangements,
including programs that went and stayed off track, and some structural PCs that are recorded
as lapsed may indeed have been the cause of a permanent program interruption. Restricting
the sample to expired and completed programs captures more precisely those structural PCs
that arrangements were able to “do without,” and in this sample the lapsed rate declines for
GRA-supported programs from 31 percent to 17 percent over the same period.'® A similar
calculation cannot yet be done for PRGF-supported programs, since the sample of expired
post-guidelines PRGF arrangements is too small. But the lapsed rate in expired and
completed PRGF-supported programs has probably declined alongside, or even more than,
the unadjusted lapsed rate shown in Figure 4, since the inclusion of continuing programs in

15 See Chapter IV, Section B.

1% The common practice whereby conditions not met under one arrangement become conditions—often prior
actions—for a follow-up arrangement does not alter the fact that the earlier arrangement was judged to be
achieving its objectives without observance of the lapsed conditions.
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the post-guidelines period imparts an upward bias to the lapsed rate.'” Increasing insistence
on implementation—despite the higher waiver rate—could also help explain why delays in
completing reviews and temporary program interruptions have not declined.

Structural Benchmarks, Prior Actions, and Overall Implementation

21. The trends described above for structural PCs also broadly apply to SBs. While
SBs do not require waivers when missed, an “implicit waiver rate” can be calculated for SBs
as the share of conditions that was not fully met on time—analogously to the treatment of
PCs. The same holds for the “lapsed rate.” Figure 5 clearly shows that differences between
measured implementation of PCs and SBs are minimal in the post-guidelines period. The
observed trends are also broadly similar, which is to be expected given that the focus on
ownership and criticality applies to SBs as well as PCs. Implicit waiver rates for SBs have
also not declined significantly. For GRA-supported programs, they remained very stable
across the subperiods, while in PRGF-supported programs an increase in 1998-00 was
followed by a subsequent reversal, leaving the rate at the level observed in 1995-97. The
decline in the lapsed rate for SBs, however, is only evident in GRA-supported programs, and
only between the 1995-97 and the 1998—-00 periods. The lapsed rate for SBs is broadly stable
in PRGF-supported programs, although as noted above its most recent measurement is likely
to be biased upward.

22. As expected, implementation is much better for prior actions than for other
forms of conditionality. Implied waiver rates are very low since all prior actions usually
have to be done before a review is completed or a new arrangement approved. Moreover,
implementation is measured as having improved significantly over time. This improvement
is likely related to the increased formality of prior actions following their inclusion under the
misreporting policy in 2000. Additional uncertainty also remains regarding the data quality
and especially consistency over time.'® Nevertheless, arrangements are occasionally
approved and reviews completed despite the non-observance of prior actions. This explains
why prior actions still do not register full implementation.

17 Unexpired programs still have time to implement missed measures. There is an offsetting bias in the
unadjusted data in that Fund-supported programs are terminating prematurely less frequently, so that recently
more of the lapsed measures may be in programs without permanent interruptions. But the former effect is likely
to be quantitatively more significant, especially among the—largely unexpired—PRGF arrangements.

'® 1 the earlier years of the 1995-2003 sample, MONA was sometimes updated after a scheduled review was
not completed. In that case, prior actions could be recorded as not met. The frequency of such MONA updates
without a completed review, however, decreased over time limiting comparability. Additionally, some prior
actions that are recorded as “met with delay” may still have been implemented before the review was completed
(or program approved) but after the initially scheduled date, limiting the information content in the implicit
waiver rate.
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Figure 5: Implementation of Structural PCs versus SBs
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23. An implementation index can be constructed to summarize the implementation
record of specific program conditions.'’ The implementation index is constructed as
follows: all “lapsed” conditions get the value 0; all conditions that were partially met, met
with a delay, or for which some alternative action has been taken get the value 1; and all
conditions that were fully met on time get the value 2. Figure 6 shows the results for PCs and
SBs combined.”” Overall implementation in GRA-supported programs is almost unchanged
compared to the three years preceding the new guidelines: the increase in the waiver rate was
offset by the decline in the lapsed rate.”’ PRGF-supported programs, however, displayed a
significant improvement—admittedly compared to a relatively low level in 1998—00—driven
by the reduction in the lapsed rate for PCs and the reversal of the rise in the implicit waiver
rate for structural benchmarks. (The observed increase of about 0.1 in the implementation
index for PRGF arrangements is equivalent to 5 percent of conditions changing from
“lapsed” to “fully met.”)

Figure 6: Implementation Index, excluding PAs
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19 See Chapter III for an analysis of the implementation index by sector.

2% prior actions are excluded for the purpose of calculating the overall implementation index, as they have, by
design, a much higher average implementation index. Thus, if prior actions were included, composition changes
between the relative number of prior actions vs. PCs and SBs would have a large effect on the average
implementation index and would limit the usefulness of this indicator. Moreover, some measures that effectively
serve as prior actions may not always be formally reported as such once their implementation has been secured.

2! It should be noted that the same potential biases affecting developments in the lapsed rate also affect
developments in the implementation index—specifically, a downward bias from the inclusion of unexpired
arrangements, and a (likely smaller) upward bias from the reduction in permanent program interruptions.
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D. Regional Differences

24.  Regional differences in program implementation can be examined by grouping
countries by area departments, although the results should be treated with caution.
Since for most of the sample period (1995-2003) the European II (EU2) department still
existed, this distribution is maintained. Of course, the characteristics of countries that turn to
the Fund for support vary widely across area departments—and even within an area
department over time—and observed differences in implementation may well be due to
differences in this country mix. In addition, the samples obtained by classifying
arrangements by department as well as by three-year period are often small.

25. The decline in the frequency of permanent program interruptions is robust
across regions. In almost all regions, permanent program interruptions have declined since
the advent of the guidelines (Figure 7, upper panel).**

26. Regional differences regarding average delays in completing reviews have
increased (Figure 7, middle panel).”> While most regions showed some moderate shortening
or remained stable, average delays increased in EU2 and especially in APD. To some extent,
the increase in these two regions can be explained by a shift in the composition of
arrangements away from GRA-supported arrangements, which generally show shorter
delays, toward PRGF arrangements.

27. The implementation index improved significantly in the African department
(AFR), while it declined in APD (Figure 7, lower panel).”* Other regions remained broadly
unchanged, with the Middle Eastern department (MED) also registering some improvement.
This suggests that the general post-guidelines increase in the implementation index of
PRGF-supported programs is primarily driven by African countries. Other regions now

2 The post-guidelines observations of permanent program interruptions for APD, MED, and AFR are based on
only very few expired arrangements (two each in APD and MED, and three in AFR), and so should not be taken
as individually meaningful.

3 Samples sizes for this analysis are larger than for that of permanent program interruptions, since ongoing
arrangements are included. Here the observation based on the smallest sample size in the post-guidelines period
is that for APD, with ten completed reviews in four arrangements.

* Samples again include ongoing arrangements. The smallest sample size is again for APD, whose post-
guidelines average implementation index is based on 56 SBs and PCs in five arrangements.
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dominated by PRGF arrangements (EU2—where the implementation index was already
high—and APD) do not show similar recent improvements. In APD the decline in the
implementation index has accompanied a marked shift in the composition of the group of
program countries, from predominantly emerging markets to exclusively low-income
countries, which experienced significant difficulties during their programs.”

E. Conclusions

28. While the decline in permanent program interruptions is in line with the
expectations of the 2000-02 conditionality review, the analysis of individual conditions
shows a mixed picture. Permanent interruptions have become less frequent and this
development is evident broadly across types of arrangements and regions, providing some
confirmation that the result is robust and that a significant change has taken place since the
advent of the guidelines. The evidence on implementation of individual conditions, however,
shows a different picture. On the positive side, more conditions are implemented, as
evidenced by the declining lapsed rate. However, waiver rates have not declined as expected
across Fund-supported programs.

29. A full assessment of these developments must await availability of outcomes
data, but the current evidence is consistent with an increasing focus on criticality.
Generally, the analysis has been hampered by the fact that only a few years have passed
since the adoption of the guidelines. Consequently sample sizes are often small and some of
the results may not prove robust in the long run. Nevertheless, some clear trends have
emerged regarding certain measures of implementation, although without an unambiguous
interpretation. On the one hand, fewer permanent program interruptions could be the result of
better country ownership of the policy programs, and the high waiver rate may be an
indication the persistence of difficulties in formulating the precise timing and modalities of
measures. On the other hand, the same developments could also mean that criticality is
compromised and judgments stretched too far in the direction of accommodating slippages
that threaten the achievement of the program objectives. The decline in the lapsed rate
suggests that the Fund is actually “giving up” /ess on conditions it sets, and thus points to the
former interpretation, and to a greater focus on criticality in setting conditions. Ultimately,
economic results will reveal if program outcomes have improved or not.

% 1t bears emphasizing that measured program implementation cannot be unambiguously interpreted as
reflecting either country behavior or Fund behavior (see footnote 8).
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Comparison with Waiver Rates in “Modalities of Conditionality—
Further Considerations”

30.  The waiver rates presented in this study differ from those presented in the paper
“Modalities of Conditionality—Further Considerations” (hereafter “Modalities of
Conditionality”) (1/8/02,
http://www.imf.org/External/np/pdr/cond/2002/eng/modal/010802.htm) owing to several
methodological changes. In “Modalities of Conditionality” waiver rates are presented by
decision year, whereas in this study they are presented by program approval year. This explains
some differences across individual years. The overall lower average waiver rate in “Modalities
of Conditionality,” on the other hand, is the result of two main methodological changes—the
exclusion of PCs related to uncompleted reviews and the exclusion of continuous PCs—as well
as a few minor ones.

31. Contrary to “Modalities of Conditionality,” the waiver rate in this study is based only on
completed reviews. Thus, PCs that had been set for a review that was not completed are
excluded from the denominator. If all PCs were included, as in “Modalities of Conditionality,”
the waiver rate would be lower since no waivers are ever granted for uncompleted reviews. The
disadvantage of that approach is that PCs that are recorded as not waived comprise both PCs
that were fully met and PCs that just never had the opportunity to be waived (or met) because
the program went off track. In “Modalities of Conditionality,” PCs that are not waived thus
include conditions with very good as well as with very poor implementation. The approach used
in this study, on the other hand, allows a more direct link to program implementation. PCs that
are not waived comprise only PCs that were observed, and the waiver rate is thus the opposite
of the observance rate.

32. The second important difference is the exclusion in this study of the standard continuous
PCs, such as “non-accumulation of external arrears” or “no contracting of non-concessional
external debt.” These PCs are sometimes (though not consistently) recorded in MONA as
structural PCs, but generally have high implementation and thus low waiver rates. They are not
included in the waiver rates presented in this study because their implementation rates require
different interpretation. (MONA also records other continuous PCs, different from the standard
ones—such as “no granting of new tax exemptions.” These are left in the database because it is
not always clear that they are continuous, and because the fact that the staff chooses to include
them suggests their waiver rates should be more comparable to those of other PCs.)

33. Another difference is the method used to calculate the waiver rate. “Modalities of
Conditionality” gives greater weight to programs with many PCs, as it calculates the waiver rate
as a simple average across all PCs. The rate presented in this paper is the average of the waiver
rates in each individual arrangement; thus it is an average across averages, which deemphasizes
individual PCs in programs with many PCs.

34.  Finally, while both studies rely on MONA for the number of PCs, the earlier study had a
different source for the number of waivers, which were identified individually in the Board
decisions of the program reviews. In contrast, this study derives the number of waivers from
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MONA. A comparison of the total number of waivers, during the time period of full overlap
between the two studies (1995-1996), shows no systematic over or under-counting, although it
does show some differences in individual years.
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II. GOALS AND STRATEGIES IN FUND-SUPPORTED PROGRAMS 2°
A. Introduction

35. Implementation of the guidelines’ principles of parsimony and criticality requires
the specification of clear and explicit program goals, and can only be helped by the
identification of clear and explicit economic strategies. The guidelines, as part of the effort to
focus program conditionality, indicate that “Fund-supported programs should be directed
primarily toward the following macroeconomic goals: (a) solving the member’s balance of
payments problem without recourse to measures destructive of national or international
prosperity; (b) achieving medium-term external viability while fostering sustainable economic
growth” (guidelines, §6).%” To these goals, the PRGF Instrument adds “fostering durable
growth, leading to higher living standards and a reduction in poverty.”*® Measures critical to
program goals can only be identified if goals are clearly and explicitly defined, and clear
program goals should also encourage greater focus on identifying the strategies by which those
goals could best be achieved, and serve to center program design on a set of conditions critical
for their attainment. Parsimony would follow, as conditions external to the stated strategies
would be unnecessary.

36. This chapter examines how clearly goals and strategies are articulated in staff
reports for requests for use of Fund resources (UFR), whether they are in line with the
guidelines, and the process by which they affect conditionality. It looks at whether and how
program goals and strategies for their achievement are specified in staff reports for
arrangements approved since 2001, what these goals and strategies are, and whether their
identification has led to focused conditionality since the adoption of the new conditionality
guidelines (and the creation of the PRGF). The articulation considered is that of the staff; the
way the authorities set out program goals and strategies in letters of intent, memoranda of
economic and financial policies, and poverty reduction strategy papers is beyond the scope of
this chapter.

37. At the outset, it is worth noting that goals and strategies are distinct elements; still,
identifying either of these elements in staff reports is not straightforward. Staff reports
should ideally indicate whether the program is focused on any or all of the macroeconomic
goals outlined in the conditionality guidelines. Beyond that, some discussion of the strategy
contemplated toward that goal is warranted. For example, in a PRGF-supported program with
the stated goal of higher growth, structural measures might focus on removing obstacles to

26 Prepared by James P. Walsh.

*7 These goals apply equally to programs supported by stand-by arrangements (SBAs) and arrangements under the
Extended Fund Facility (EFF), though the latter may be expected to include conditionality focused more on longer-
term sustainability issues, and thus to focus more on growth issues.

%% Annex to Decision No0.8759-(87/176) ESAF, as amended.
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private sector development or reducing crowding-out caused by excessive domestic financing of
the government’s imbalances. In practice, however, the statements about program goals and
strategies made in staff reports reflect imperfectly the underlying process by which critical
reforms are identified. Indeed, exploring how decisions are made about the conditionality set in
a Fund-supported program inevitably requires drawing conclusions on general intentions from
frequently imprecise statements made in staff reports. As a result, the risk exists that
presentational issues may be mistaken for real problems in the formulation of conditionality. To
minimize this risk, statements are interpreted liberally. It should be noted, however, that a weak
presentation can itself be problematic if it makes program proposals difficult to understand or
Interpret.

38. The following rules are thus followed in classifying the goals and strategies that can
be identified in staff reports. Any statement focusing attention on at least one of the
macroeconomic goals in the guidelines is deemed to represent consistency with the guidelines,
as drawing finer distinctions would second-guess the prioritization among different goals.
Further, any area described in program requests as a focus of discussions or a priority for the
near- to medium-term agenda is interpreted as a strategy. Ideally, conditionality would also in
practice be focused in those areas defined here as strategies. As some statements cite only
strategies, it seems reasonable to impute an underlying goal:* for instance, citing fiscal
sustainability as a program focus reasonably leads into macroeconomic sustainability as an
overarching goal. While this liberal imputation of strategies may err on the side of attributing
more process than may actually have occurred, a more rigorous interpretation of goals
statements might reject strategies that underlay program discussions, even though they were not
explicitly presented as such in staff reports.

B. Goals

39. Almost all requests for new arrangements include some statement of goals

(Table 3).*° Staff reports in almost all cases do include some statement of the focus of either the
authorities’ program or of the ultimate objective of Fund conditionality in requests for
arrangements. In only about one in thirteen staff reports is no such clarifying statement made.
About two-thirds of staff reports specify the goals of the Fund-supported program, which are
either explicitly or implicitly expressed as a subset of the authorities’ overall goals. Another
twenty-five percent of staff reports cite only the authorities’ goals, without specifying whether
the program supported by the Fund encompasses all or only a subset of these goals. Finally, in

2 . .. .

? Ideally, both goals and strategies statements should be clear and explicit. However, as it might be seen as
redundant to state, for example, that a program focusing on improvements in financial sector policies aims at
securing external sustainability, some flexibility in interpretation is called for.

3% This chapter includes arrangements supported by a PRGF/EFF blend under PRGF-supported arrangements.
Other EFF-supported arrangements are included with SBAs in the GRA; there is only one such arrangement in the
sample.
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the remaining five percent, the staff report is not clear whether the goals described are those of
the Fund-supported program or the wider goals of the authorities.

40. Separating the goals of the Fund-supported program from the authorities’ wider
set of goals is not merely a semantic difference. Circumscribing goals focuses discussions in
critical areas. Thus, distinguishing program goals from the larger goals of the authorities leaves
the authorities wider policy space. It is a good sign that two thirds of staff reports state clearly
the program goals that the Fund is supporting. Presentational issues—in particular, the wish to
emphasize the authorities’ ownership of the program—may account for the remainder of staff
reports where such goals are not distinguished. Program requests are clearer, however, when
this distinction is drawn. To be sure, in some cases program goals may be implicit from the staff
report in its entirety, though a clear statement remains preferable.

Table 3. Frequency of Stated Goals and Strategies in Staff Reports for
Requests for Fund Arrangements
Goals 1/ Strategies 1/

PRGF2/ GRA3/ Total PRGF2/ GRA3/ Total
Macroeconomic stability 23 16 39 Fiscal policy 14 18 32
Growth 19 17 36 Pro-growth policies 11 4 15
External stability 4 10 14 Banking sector 4 5 9
Poverty reduction 36 4 36 Monetary policy 2 5 7
None cited 3 2 5 Governance 5 1 6
Unfinished structural agenda 1 4 5
Exchange-rate policy 0 4 4
Inflation 2 2 4
Programs in Sample Central bank reform 3 0 3
Privatization 1 1 2
PRGF 2/ GRA3/ Total Public expenditure management 2 0 2
Institutional reform 1 0 1
36 31 67 Trade policy 1 0 1

1/ Programs often cite more than one goal or strategy.
2/ Includes PRGF/EFF blended arrangements.
3/ Includes arrangements under the EFF.
41. In general, program goals in UFR requests that indicate an overarching goal, as

distinct from an area in which to focus conditionality, fall into five categories: external
stability, macroeconomic stability, growth, employment, and poverty reduction. While external
stability is contained in the concept of macroeconomic stability, the reverse is not true; in some
cases, measures to ensure stability in the domestic economy may be crucial for program success
while, in other cases, external shocks may have caused a dislocation in an otherwise
well-functioning economy and external stability is a sufficient goal.

42. Much of this falls easily within the guidelines, though growth is to some extent a
gray area. As noted in section II.A, macroeconomic and external stability are appropriate goals
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for any Fund-supported program, and poverty-reducing growth is an explicit goal of the PRGF.
While growth is likely to be a goal of the authorities in any country, and indeed, is often a
crucial component in improving external sustainability, the guidelines indicate that
conditionality in a GRA-supported program should aim at external sustainability while fostering
sustainable growth. That is, external sustainability should be pursued with the help of pro-
growth measures; but measures that would be aimed at increasing economic growth, but not
having a substantial impact on the sustainability of the balance of payments (or where the latter
is not at issue), would not be appropriate.’' By focusing conditionality on areas closely linked to
external viability—and such conditionality in general will support improved long-term
growth—the guidelines aim at focusing the Fund’s attention on issues central to its mandate
(and where its expertise is greatest), while leaving maximum policy space to the authorities in
other areas.

43. Poverty reduction (in GRA-supported programs) and employment are other
objectives that do not obviously delineate appropriate areas for Fund conditionality. While
poverty reduction is clearly a goal of PRGF-supported programs, the only guidance in this
regard for GRA-supported programs is the proposition in the staff statement that sustainable
growth should be (inter alia) equitable (96). Poverty reduction can thus be seen as an issue to be
kept in mind in the design of GRA-supported programs, rather than an intended focus of them.
Employment promotion is not mentioned in the guidelines as an appropriate goal and focus for
conditionality for Fund-supported programs; it is presumably a feature or consequence either of
growth or of poverty reduction, since measures beneficial in these areas are likely also to
increase employment.

44, In line with the guidelines, a large majority of requests for use of Fund resources in
the GRA cite macroeconomic stability as a goal, while most requests for PRGF-supported
programs cite stability, growth, or both. About one-half of GRA-supported programs and
three-fifths of PRGF-supported programs cite macroeconomic stability as a goal, with one-third
of the former and only one in ten of the latter specifying external stability.** ** Growth is cited
as a goal in about half of PRGF-supported programs.

31 Consistent with this, in their discussion of the real-time assessments of structural conditionality (PIN No. 02/42,
4/19/2002, http://www.imf.org/external/np/sec/pn/2002/pn0242.htm), “Directors agreed that, in PRGF
arrangements, structural measures oriented primarily toward achieving growth and poverty reduction objectives can
be considered macro-critical,” while “[sJome Directors considered that growth-enhancing policies may also be
macro-critical to restoring medium-term balance-of-payments viability and debt sustainability in the context of
Stand-By and Extended Arrangements.”

32 .
Some programs cite more than one goal.

33 The fact that relatively few PRGF-supported programs cite external stability as a goal is reminiscent of the
finding in the recent study of program design that such programs have generally not been associated with progress
in external sustainability (see Fund-Supported Programs—Objectives and Outcomes, 11/24/04,
http://www.imf.org/external/np/pdr/2004/eng/object.htm). It may also reflect an increased focus on medium-term
growth issues, as might be expected under the PRSP process.
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45. Many requests for use of Fund resources in the GRA also cite growth as a program
goal. Indeed, the share of GRA-supported arrangements citing growth is as high as that for
PRGF arrangements—about half. In all but three GRA-supported programs (Brazil, Croatia,
and Peru), growth is cited along with external or macroeconomic sustainability as the program
goal—as would be expected since growth is often a critical element in improving debt
sustainability—and thus the overall goals are in line with the guidelines. Moreover, inclusion of
growth as an independent program goal does not seem to lead to differences in the formulation
of conditionality, suggesting that citing growth as a separate goal is likely to be a statement of
solidarity of the Fund-supported program with the authorities’ wider goals, rather than
representing a failure to focus specifically on areas critical to external viability.**

46. Some GRA-supported programs also cite poverty reduction or employment as
goals, though without an effect on the conditionality being set. Poverty reduction is cited in
a few GRA-supported programs, all in the Western Hemisphere department (WHD), and
employment in a slightly wider group. Conditionality in these cases does not differ in any
significant way from conditionality in most other GRA-supported programs, and, for the
poverty reduction cases, is less focused on fiscal reforms than conditionality in PRGF
arrangements in WHD. It therefore seems likely that inclusion of poverty reduction or
employment in goals statements signals the concern that both the authorities and the Fund place
on poverty reduction as a long-term objective, rather than a focus for Fund conditionality.

C. Strategies

47. About two-thirds of requests for arrangements cite at least one strategy to achieve
program goals. Strategy here refers to an area of structural reforms where the program’s
conditionality will be focused, such as the financial sector, public expenditure management, or
governance. Strategies differ from program goals by constituting intermediate steps between
what programs expect to attain (an improved external position, higher growth) and the measures
selected to get there.*® This leaves about one program in three where no specific strategy for
reaching program goals is mentioned. Conditionality in those cases is not significantly more
scattered than in others. The lack of an explicitly specified focus for conditionality may thus be
merely an oversight. However, the absence of a presented strategy deprives the Board of a full
justification for program conditionality.*®

3% An examination of the scatter of conditionality does not reveal any differences between GRA-supported
arrangements that do and do not cite growth as a separate program goal.

35 As stated above, in some cases, the citation of a program strategy has already been imputed to represent the
enumeration of a program goal. For the purposes of this section, these statements are interpreted in their narrow,
explicit sense.

3% The need for better “story lines” in staff reports has also been highlighted by the Independent Evaluation Office,
notably in its study of fiscal adjustment in Fund-supported programs (9/9/03,
http://www.imf.org/External/NP/ieo/2003/fis/index.htm).
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48.  Not surprisingly, most programs cite more than one strategy. Consistent with the
fact that countries rarely face obstacles of only one sort in the path toward external stability or
higher growth, only about one-third of programs that enumerate any strategy cite one focal
strategy (perhaps unsurprisingly, in most of these the focus is fiscal). Indeed, most programs
cite two or three strategies, and two programs (Brazil’s 2001 Stand-By Arrangement and
Tajikistan’s 2002 PRGF arrangement) cite four strategies each. Multiple strategies raise
concerns about whether such far-ranging tasks can be reconciled with parsimony and focus.
However, conditionality for Brazil and Tajikistan was more focused than implied by the
statements on economic strategies.

49. The strategies laid out in Fund documents to achieve program goals vary widely,
with areas of concentration lying both in and out of the Fund’s main areas of expertise.
Statements of program strategies can be fairly easily grouped into a small number of categories.
Three-quarters of strategies fall into five areas: fiscal policy, monetary policy, financial sector
reform, governance, and private sector growth. The first three are also areas of concentration of
conditionality (see Chapter III); the last two are explored in more detail below. The remaining
areas cited are exchange rate policy, inflation, public expenditure management, privatization,
central bank reform, trade policy, and the vague categories of “institutional reform” and
unspecified “structural agendas.”

50. Of these, fiscal reform is the most commonly cited strategy, particularly among
GRA-supported programs, and this focus carries over into conditionality. Of those
programs citing strategies, only two GRA-supported programs in the period analyzed (for
Bulgaria and Romania) did not cite fiscal reforms as a strategy.”’ Fiscal reform strategies extend
beyond deficit reduction commitments buttressed by quantitative conditionality. In all GRA-
supported programs citing fiscal policy as a program focus, conditionality included at least
some measures in revenue enhancement, expenditure control, or other fiscal areas. A smaller
share of PRGF arrangements cite fiscal strategies (14 of 25 indicating any strategy), and again
in all cases structural conditionality included fiscal reforms.

51. PRGF-supported programs frequently cite improvements in the business
environment and other “pro-growth” reforms—more frequently than do GRA-supported
programs. Almost half of PRGF arrangements cite this strategy, while only about one in five
GRA arrangements go the same route. It is not clear, however, how citing this goal affects
program conditionality. Indeed Figure 8, which summarizes the distribution of the number of
growth-related conditions in programs that do and do not cite a growth strategy, suggests that a
growth strategy does little to predict conditionality in this area (defined according to the
classification presented in Chapter I1T).*® For example, Tanzania’s 2003 PRGF arrangement

37 Both programs, however, did include conditions in the fiscal sector, as well as other areas.

3% Box-and-whiskers charts, such as those presented in the text charts, provide information on the distribution of
the number of conditions. The boxes in these charts represent the range of the 25-75 percentiles in the number of
conditions and the vertical line in each box represents the median values. The whiskers (lines extending beyond
each end of a box) reflect the low and high adjacent values. These adjacent values are calculated as a multiple of
(continued...)
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request cites improvement of the business climate as a strategy, but includes only a benchmark
on business licensing in that area. The implicit assumption may be that the stability afforded by
quantitative conditionality and progress in structural reforms (particularly in governance and the
financial sector) will lead to an improved climate for growth, and indeed the recent study of
program design confirmed the importance of macroeconomic stability for growth.”” But, as
noted in Chapter III, it is also possible that the increasing concentration on the Fund’s core
areas has begun to usher in a lesser focus on growth.

Figure 8: Distribution of Growth-Related Conditionality
(Number of conditions per program year)
GRA-supported programs PRGF-supported programs
NoGrowthStrategies NoGrowthStrategies b
GrowthStrategies GrowthStrategies
0 2 4 6 8 0 2 4 6
52. Some PRGF-supported programs cite governance as a focus, but seem to include

no relevant conditionality, and the opposite is also quite common (Figure 9).
Governance-related reforms are widespread in PRGF-supported programs (about two-thirds of
all programs include at least one condition in the area), but far fewer programs cite governance
as a strategy—five out of 25 PRGF-supported programs citing strategies.*” Programs citing
governance as a strategy tend to have slightly more conditions in this area than programs that do

the difference between the upper and lower quartiles, P75 and P25, also known as the interquartile range (or IQR =
P75 - P25). The adjacent values are the highest value not greater than P75 + 1.5 * IQR and the lowest value not less
than P25 - 1.5 * IQR (Tukey, J., 1977, Exploratory Data Analysis (Reading, Massachusetts: Addison-Wesley
Publishing Company)). Outliers in each category are represented by dots and reflect observations that are farther
away than the calculated adjacent values.

39 Macroeconomic and Structural Policies in F und-Supported Program—Review of Experience (11/24/04,
http://www.imf.org/external/np/pdr/2004/eng/macro.htm).

40 . .
Governance-related reforms are uncommon in GRA-supported arrangements, and are equally uncommon as cited
strategies.
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not do so, but some appear to include no conditions in the area.*' Conversely, programs that do
not cite governance as a strategy still tend to have conditions in this area. In sum, this strategy is
sometimes cited but not followed, or alternately, followed but not cited. This disconnect may
point to something of a gap between, on the one hand, the widespread perception of the need to
improve governance in many PRGF-eligible countries, and, on the other hand, the difficulty of
identifying measures that will both make a real difference and will be monitorable by Fund
staff.

Figure 9: Distribution of Governance Conditionality

(Number of conditions per program year)
PRGF-supported programs

NoGovStrategies

Go\VStrategies

53. Financial sector reforms are also frequently cited as a focus, though not as
frequently as they are included in conditionality. As discussed in Chapter III, financial sector
measures have become very common in GRA-supported programs, although they are cited as a
strategy in only 25 percent of programs indicating strategies. Despite their less-developed
financial systems, the percentage of requests for PRGF arrangements citing financial sector
reforms as a focus is only slightly below the share of GRA-supported programs. Conditionality
in this area generally tracks stated strategies, in both GRA- and PRGF-supported programs.
However, consistent with the increasing focus on conditionality in the area of vulnerability,
more programs seem to have conditions in financial sector reform than include it in statements
of strategy: arrangements as varied as Nicaragua’s PRGF arrangement and Ukraine’s SBA
include conditionality in the financial sector, but do not cite it as a specific focus. Figure 10

Mtis possible that a governance strategy is given effect through conditions not identified here as governance-
related. For instance, the sectoral classification used here—which is the same as in chapter [II—classifies all
customs administration reforms as linked to fiscal revenue objectives, even though they may have a governance
component. However, the prevalence of governance-related conditionality in the PRGF makes it unlikely that this is
the sole explanation for the observed strategies without conditions.
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confirms the widespread nature of conditionality in the financial sector, with very few programs
including no conditionality in this area, even among those that do not cite this strategy.

Figure 10: Distribution of Financial Sector Conditionality

(Number of conditions per program year)
GRA-supported programs PRGF-supported programs

NoBkgStrategies NoBkgStrategies

BkgStrategies BkgStrategies

54. The inclusion of conditions in areas not cited as program strategies raises the
question of how conditions were chosen. Such cases do not seem to identify strategies to
attain program goals, and then determine the critical reforms. Strategy statements presumably
represent the broad focus and most crucial areas for conditionality, and do not describe all
conditions. Clearly, some reforms outside of a program’s broad-stroke strategy may
nevertheless be critical to program goals. At the same time, programs in which strategies are
laid out and addressed, but extensive conditionality is included in other areas, raise questions
whether strategies were properly presented, or whether the program had a broader focus than
stated.

55. Moreover, program documents do not generally explain how strategies are chosen.
In the request for Lesotho’s 2001 PRGF-supported arrangement (Country Report 01/79,
6/12/01, http://www.imf.org/external/pubs/cat/longres.cfm?sk=4086.0), the program goal of
supporting Lesotho’s return to external sustainability is laid out, accompanied by a box
explaining the connection between Lesotho’s untenable fiscal position and its worsening
current-account deficit (see Box 1). This analysis, explaining how particular strategies have
been chosen and why, is not often presented. In many cases, such analysis may not be
necessary: the causes of a particular balance of payments imbalance may be clear and explained
in background sections of staff reports. But in many cases, particularly in countries with PRGF
arrangements, the move toward more parsimonious conditionality is likely to raise the issue of
why particular strategies have been chosen.
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Box 1: Justifying Strategies: The Case of Lesotho

Lesotho’s 2001 request for a PRGF-supported arrangement included a box explaining the
relationship between the fiscal and external balances in the country. The text, shown below,
was accompanied by a chart showing the high correlation between the (declining) fiscal
surplus and the worsening current-account deficit in the country.

Lesotho is a small, open economy; there is a close correspondence
between the fiscal balance and the external current account balance (see
figure below). In the 1990s, movements in the current account balance
(excluding flows on account of the Lesotho Highlands Water Project), in
percent of GDP, mirrored those in the fiscal balance. The relationship
between the two appeared to have weakened in the late 1990s. However,
this reflected the fact that the deterioration in the fiscal balance in this
period stemmed mainly from noncash expenditures (issue of bonds in
1999 to the bank that took over the deposit liabilities and good assets of
the Lesotho Bank) and higher debt-service payments on behalf of the
Muela hydroelectric power project. When these two factors are taken into
account, the close relationship between the two variables is maintained.

The strong relationship between the fiscal balance and the external
current account balance reflects the important role of the government in
the economy, the high proportion of traded goods in the economy, and the
high degree of capital mobility. Government expenditure is a major
component of domestic demand, the bulk of which is satisfied through
imports, while monetary policy has been unable to sterilize fiscal
operations. One of the objectives of the program is to develop the central
bank’s capacity to influence liquidity conditions and thus the balance of
payments.

This box clearly lays out the main external vulnerability facing the member country, and ties
the focus of the Fund-supported program, in this case, fiscal reforms and capacity-building at
the central bank, to this goal.

D. Conclusion

56. Almost all program requests state clearly the program’s goals, and these are
generally in line with the guidelines. Among PRGF-supported programs, almost all requests
cite program goals as growth and poverty reduction, while almost all GRA-supported programs
cite macroeconomic or external stability. Moreover, approximately two-thirds of requests
clearly state the goals of the program supported by the Fund, which are likely to be a subset of
the broader goals of the authorities. While some GRA-supported programs include growth as a
separate goal (independent from external sustainability), and some cite poverty reduction and
employment goals, this does not seem to affect conditionality.
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57. Most programs also indicate a strategy or strategies the authorities will follow to
attain the stated goals, and conditionality often tracks these strategies, but sometimes
conditionality spreads well beyond those areas, or not into those areas at all. These
strategies, intended as foci for conditionality, are often in areas of Fund expertise, and
conditionality tends to be focused in those areas. Strikingly, those frequently cited strategies
that are outside the Fund’s core expertise—“pro-growth” reforms and governance—seem to
predict conditionality less well than do core strategies. A disconnect may exist between what is
considered important and what can be specified in terms suitable for inclusion in conditionality.
Additionally, conditionality quite often extends into areas not cited as strategies, raising the
question whether all the relevant measures are truly critical. Program requests do not generally
explain why a strategy has been chosen, thus making it more difficult to evaluate the focus of
conditionality.

III. BREADTH OF COVERAGE OF STRUCTURAL CONDITIONALITY *?
A. Introduction

58. Focused coverage of conditionality is a key feature of the 2002 conditionality
guidelines: conditions should be limited to measures critical to the success of the
program.® This chapter assesses developments in the coverage of structural conditionality
since the guidelines were adopted. To this end, structural conditionality is classified into an
institutional and an economic classification.** The first classification serves to examine
developments in conditionality that pertain to the Fund’s technical expertise. The second
classification helps to identify links between the choice of conditionality and initial economic
conditions.

59. Any classification inevitably involves an element of arbitrariness. Some structural
reform measures may fit more than one category. For instance, measures that change the tax
structure may be needed for economic stabilization, but are also likely to affect economic
efficiency. As another example, reforms in the forestry sector aim at removing bottlenecks that
affect the development of this sector; yet, in some member countries, the importance of this
sector for fiscal revenues provides these reforms with an additional motivation.

60. Equally important, the analysis of sectoral coverage suffers from the same
methodological limitations as all counts of numbers of conditions. Counting conditions is a

2 Prepared by Juan Zalduendo.

*# Conditions can also be established to implement specific provisions of the Articles or policies adopted under
them.

* The MONA data set is the source of the structural conditionality dataset reviewed in this chapter. Some

6,600 conditions were reclassified into 32 categories and then mapped into the classifications discussed in this
chapter. Included in the dataset are 203 Fund-supported programs approved in the period 1995-2003 based on the
latest available review as of June 30, 2004. The number of conditions is adjusted by program duration, as discussed
in Annex I. For convenience, the data set is broken into three 3-year periods: 1995-97, 1998-2000, and 2001-03.
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crude metric, not least because it weights equally conditions of quite different import. The
proposed classifications are a methodological construction used to examine the trend changes
over time in the share of conditionality in different categories. They do not, however, address
the limitations that arise from the lack of link between the number of conditions and the quality
of reforms.

61.  This chapter is organized as follows. A review of the distribution of conditions based
on an institutional classification is presented in Section B. The following section discusses a
classification based on the economic aspects of structural conditionality. Section D examines
the links between conditionality and initial economic conditions. Some concluding remarks
follow.

B. Institutional Classification

Distribution

62. The proposed institutional classification attempts to map structural conditionality
into the Fund’s areas of core responsibility. The implicit assumption is that reforms related to
the Fund’s mandate and technical expertise are likely to be more critical to macroeconomic
stability and external sustainability, which are the primary goals of Fund-supported programs.
Indeed, recognizing this likelihood, the guidelines state that “conditions will normally consist of
macroeconomic variables and structural measures that are within the Fund’s core areas of
responsibility.” Notwithstanding the above, it is important to highlight that the guidelines do not
preclude setting conditionality in other areas, and indeed require it if those areas are critical to
the success of the Fund-supported program. Conditionality might be necessary, for instance, in
areas aimed at reducing financial vulnerabilities, and in noncore areas that are judged crucial for
achieving specific program objectives (e.g., energy sector reforms might be required to address
a key source of fiscal imbalances and ensure a sustainable allocation of resources in the
economy).

63. More precisely, structural policies are mapped into three categories: core areas of
Fund expertise, reforms where expertise is shared with the World Bank, and structural policies
in noncore Fund areas. The content of each category can be described as follows.

. Core reform areas refer to measures linked to fiscal, monetary, and exchange rate
policy. This category covers all aspects of fiscal policy, from tax policy and administration to
expenditure control and management.*’ Policies aimed at improving the transmission
mechanism of monetary policy and strengthening the signaling role of exchange rates are also
included.

4 Although expenditure management and control is an area where the Fund shares expertise with the World Bank,
this category was kept within the Fund’s core area given its central role in almost all Fund-supported programs.
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° Shared reforms areas include measures that are linked to the Fund’s mandate, but
in which both the World Bank and the Fund have complementary technical expertise.
Included in this category are financial sector reforms and reforms that strengthen the prospects
for private sector development (from trade liberalization to policies aimed at supporting an
enabling business environment). The degree to which these are shared between both institutions
varies; there is more involvement by the Fund in financial sector issues than there is in reforms
aimed at strengthening private sector activity. Governance-related reforms are also classified
within this category, though the Fund’s role is more limited than that of the Bank.

. Noncore reforms are outside the Fund’s areas of expertise and relate to measures
where the World Bank usually takes a leading role. These structural reforms (and
corresponding conditionality) include poverty-related policies and measures that deal with weak
public enterprises and civil service reform. Measures that address structural weaknesses in
specific economic sectors (e.g., agricultural markets) are also classified within this category.

64. The classification along the above lines reveals that there has been a marked shift
toward shared and core areas among Fund-supported programs over the past few years
(Figure 11 and Table 4). The shift in GRA-supported programs has been out of noncore areas of
expertise and has led to a reduction of 17 percentage points in the share of this category in Fund
conditionality since its peak in 1995-97. This declining trend began already in the late 1990s;
initially from noncore areas toward shared areas and, more recently, toward core areas. The
shift among PRGF arrangements was similar to that of GRA-supported arrangements—a
decline of 18 percentage points, concentrated in this case in the 2001-03 period (13 percentage
points).

Figure 11: Institutional Classification of Structural Conditionality
(In percent of the total number of conditions)
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Table 4. Institutional Classification of Structural Conditionality 1/
(excluding prior actions)

Total Core Shared Non-core Total Core Shared Non-core
areas areas areas areas areas areas
GRA-supported programs ESAF/PRGEF-supported programs
1995-1997
Share of total conditionality 100 28 27 45 100 32 22 46
Average implementation index 1.34 1.42 1.21 1.25 1.41 1.41 1.51 1.34
1998-2000
Share of total conditionality 100 28 35 38 100 33 26 41
Average implementation index 1.39 1.45 1.35 1.24 1.35 1.44 1.36 1.31
2001-2003
Share of total conditionality 100 32 41 28 100 45 28 28
Average implementation index 1.39 1.44 1.30 1.23 1.44 1.48 1.43 1.36
Source: MONA database and staff estimates.
1/ The number of conditions is adjusted by program duration.

Implementation

65. The implementation record of Fund-supported programs reveals a minor
improvement in recent years among PRGF-supported programs and a largely unchanged
implementation record in GRA-supported programs—a record which is only marginally
affected by the shifts in the coverage of conditionality. Shifts from sectors with traditionally
weak implementation records to sectors with stronger implementation could strengthen
aggregate implementation substantially (and vice versa for the opposite shifts), and the core and
shared areas conditionality has shifted into traditionally have a stronger implementation record
than noncore areas, suggesting that composition effects may be important. To understand better
the forces behind the changes in the implementation index,* this index is decomposed into a
design effect and a composition effect.*’ The former reflects genuine improvements in

* Asin Chapter I, the implementation index is calculated by assigning a value 0 to conditions that were not met, 1
to conditions that were met with delay, partially completed, or implemented in another form than originally
designed, and 2 to conditions that were met on time and as originally designed.

* The change in the overall implementation index in each category is given by

In,— s, =Sa., (IAI — [AH) + 14, (SAt — SAH) , where I is the implementation index of category A and S is the

share in total conditionality of the same category. The term with differences in I represent the design effect and the
one with differences in S is the composition effect. Thus, across all categories

z (I~ L) = z |:Si,t—1 (Ii L t_1) +1i, (SLt - Si,t—l)i| , where i represents the different possible reform

categories (e.g., economic management, vulnerability, public sector efficiency, private sector efficiency, and
economic flexibility for the proposed economic classification).
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implementation after controlling for the effects that arise as a result of shifts in the sectoral
coverage of conditionality—the composition effects. As is evident from Table 5, GRA-
supported programs have registered a very small deterioration in their design (or “pure”)
implementation record (-0.02), but this deterioration is counterbalanced by an equally small, but
positive (0.01), composition effect that arises from the shifts in the sectoral coverage of
conditionality. Among PRGF-supported programs the implementation record shows some
improvement in the 2001-03 period. Composition effects explain about a third of this
improvement, and the rest can be attributed to genuine improvements in implementation; still,
both the aggregate changes as well as the individual effects are small. In sum, though neither
the composition nor the design effects are large, the decomposition into these two categories
provides a more accurate depiction of implementation, and it will be important to follow these
effects in future, as more experience accumulates.

Table 5. Decomposition of Aggregate Changes in the Implementation Index
(Changes between 1998-2000 and 2001-2003, institutional classification; excludes prior

actions)
GRA-supported programs PRGF-supported programs
Composition Design  Total Composition  Design  Total
effect effect effect effect
Cumulative effects 0.01 -0.02 -0.01 0.02 0.05 0.08
Source: MONA database and staff estimates.

C. Economic Classification

Distribution

66. The economic classification serves to assess the choice of structural conditionality.
Although data limitations preclude an assessment based on economic outcomes since the
introduction of the guidelines, the proposed classification allows an examination of the links
between conditionality and initial economic conditions.

67. The economic classification is largely the same as in Macroeconomic and Structural
Policies in Fund-Supported Programs (11/24/04,
http://www.imf.org/external/np/pdr/2004/eng/macro.htm); measures that strengthen economic
management, those that address vulnerabilities, and supply-side conditions—in turn, the latter is
broken down into three supply-side sub-categories. The main components of this economic
classification can be described as follows:

. Reforms that underpin a medium-term framework for economic management.
These policies are designed to enhance stabilization and to strengthen the functioning of fiscal,
monetary, and exchange rate policies. In particular, the aim is to ensure that adjustment efforts
are effective, credible, and sustainable. Reforms in the fiscal area include measures that
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improve the tax structure—including widening the tax base—and tax administration, as well as
policies that improve public expenditure management. Deepening markets for government
securities and expanding the menu of instruments available to the monetary authorities are also
included, as these provide a more stable environment for conducting monetary policy. Measures
that strengthen the functioning and depth of foreign exchange markets are also part of this
category.

o Policies that address economic and financial vulnerabilities. These policies are
directed at tackling unsustainable public or external debt dynamics, reducing the vulnerability
of domestic balance sheets to sharp swings in exchange or interest rates, and other financial
sector weaknesses. Strengthening prudential regulations and financial sector supervisory
capabilities form an important element of this category and are a central aspect of many new
programs.

. Measures that enhance economic flexibility and efficiency, which are important to
strengthen growth, increase adaptability to shocks, and improve the delivery of public
services. The economic flexibility category includes measures that increase the ability to adapt
to new conditions—including trade liberalization reforms and policies that affect resource
allocation across most economic sectors, such as pricing policies that affect factor markets
(labor and capital), the institutional aspects of these markets, and pricing policies with
economy-wide effects (e.g., energy sector prices). The private sector efficiency category refers
to impediments to investment and growth and reforms that affect individual sectors, such as
marketing policies in agricultural markets. Privatization of state enterprises and utilities also
falls into this category, though these measures can have other objectives as well, such as
controlling quasi-fiscal costs.*® The public sector efficiency category relates to improvements in
the delivery of public services. These three reform areas are also referred to as supply-side
conditions.

68.  As noted in Macroeconomic and Structural Policies in Fund-Supported Programs,
the distribution of structural measures in GRA- and PRGF-supported programs in the
1995-2000 period mimicked the goals of these programs. In GRA-supported programs,
reforms were evenly split across all categories, while PRGF-supported programs were slightly
more focused on economic efficiency and flexibility—albeit marginally so, as the difference
was not statistically significant except among transition economies. This alignment with the
growth goals of PRGF programs is consistent with the correlation identified in Macroeconomic
and Structural Policies in Fund-Supported Programs between growth- and efficiency-related
structural measures and the growth performance of Fund-supported programs approved in the
period 1995-2000.

* An alternative is to link privatization to public sector efficiency, reflecting its role in redefining the role of the
state. This option was not followed because the public sector efficiency category in the proposed classification is
restricted to the delivery of public services.
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69. The data for programs approved in 2001-03 suggest that the GRA-supported
programs shifted sharply away from flexibility- and efficiency-related measures since the
guidelines came into effect (Figure 12 and Table 6). This shift has been primarily toward
vulnerability conditions, though there is also an increased focus on economic management. This
shift appears to be in line with the growing understanding of the importance of addressing
financial and other balance sheet vulnerabilities in members that use Fund resources under the
GRA.

70. In PRGF-supported programs the shift has been toward economic management
and away from supply-side reforms. A possible explanation for this shift is that the improved
growth performance of recent years has resulted in a focus on economic management and less
need for additional growth-related reforms. Some evidence in this direction is presented later in
this section—namely, high growth has been accompanied by a lesser focus on some supply-side
reforms, and this correlation has strengthened in the 2001-03 period. A second plausible
explanation is that “low-hanging fruits” with quick growth returns have already been harvested,
thus leaving fewer reforms to be tackled. At the same time, the guidelines, in particular through
their emphasis on conditions that are critical, may be limiting conditionality on measures that
yield benefits over longer periods of time. Even if the near- and medium-term costs of these
reform gaps might be low (judgment must await availability of outcomes data), this shift may
have longer-term consequences. This will require watching in coming years. It is also important
to note, however, that the state of economic knowledge on measures that sustain growth is
limited. For example, while there is broad agreement that institutions are of critical importance
for growth, it is less clear what are the policies that serve to strengthen a country’s institutional
framework, particularly given the different experiences and institutional arrangements that
characterize high-growth countries. Perhaps a combination of these explanations is at play,
suggesting that the decline in supply-side conditionality warrants being kept under scrutiny.

71. The shifts described are present—with only minor differences—both among
transition and non-transition economies. Specifically, there is a marked shift toward
vulnerability-related conditions among GRA-supported programs, though the shift among
transition countries is weaker (Figure 13). Indeed, these countries end up having a slightly
larger share of economic management, rather than vulnerability-related, conditionality. The
differences between transition and non-transition economies in PRGF-supported programs are
also small: a few differences in levels exist, but these do not affect the nature of the shifts
observed in recent years—namely, toward economic management and away from private sector
efficiency.

72. The shift in the distribution of conditionality also plays an important part in the
lack of decline in the number of conditions among GRA-supported programs. In particular,
the distribution of vulnerability-related conditionality has registered significant increases as
depicted in the box-and-whiskers chart (Figure 14). Vulnerability-related conditionality has also
increased among programs with relatively low vulnerability-related conditionality—the number
of conditions in the lower 25th percentile (i.e., the whiskers to the left of the median in the
figure) have doubled in the last 3-year period compared with the previous 3-year period, while
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the median has increased by much less, suggesting an increase in the dispersion of
vulnerability-related conditionality.
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Figure 12: Economic Classification of Structural Conditionality
(In percent of the total number of conditions)
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Table 6. Economic Classification of Structural Conditionality 1/
(excluding prior actions)
Total Economic Debt and Growth and efficiency Total Economic Debt and Growth and efficiency
mgmt. financial Economic Publ. sector  Priv. sector mgmt. financial Economic Publ. sector  Priv. sector
vulnerab.  flexibility related related vulnerab.  flexibility related related
GRA-supported programs ESAF/PRGF-supported programs
1995-1997
Share of total conditionality 100 24 22 5 17 32 100 31 16 6 23 25
Average implementation index  1.34 1.40 1.21 1.37 1.23 1.33 1.41 1.41 1.53 1.37 1.37 1.22
1998-2000
Share of total conditionality 100 26 29 5 20 21 100 32 15 5 27 22
Average implementation index  1.39 1.41 1.36 1.63 1.24 1.34 1.35 1.44 1.38 1.39 1.36 1.27
2001-2003
Share of total conditionality 100 29 39 1 20 12 100 44 24 2 20 11
Average implementation index ~ 1.39 1.41 1.37 1.00 1.30 1.25 1.44 1.47 1.50 1.80 1.45 1.18
Source: MONA database.
1/ The number of conditions is adjusted by program duration.
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Figure 13: Economic Classification in Transition and Non-Transition Economies
(In percent of the total number of conditions)
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Figure 14: Distribution of Vulnerability-Related Conditionality
(Normalized per program year; GRA-supported programs only)
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The boxes in these charts represent the range of the 25-75 percentiles in the number of conditions and
the vertical line in each box represents the median values. The whiskers (lines extending beyond each
end of a box) reflect the low and high adjacent values. These adjacent values are calculated as a
multiple of the difference between the upper and lower quartiles, P75 and P25, also known as the
interquartile range (or IQR = P75 - P25). Specifically, the adjacent values are the highest existing
value not greater than P75 + 1.5 * IQR and the lowest value not less than P25 - 1.5 * IQR (Tukey,
1977). Outliers in each category are represented by dots and reflect observations that are beyond the
calculated adjacent values.

73. The evidence suggests that vulnerabilities have played a large role in conditionality
among GRA-supported programs. Vulnerability-related measures are on an upward trend
vis-a-vis all other measures, and the number of measures is increasing in complementary reform
areas among “vulnerability” programs. Table 7 presents data on the number of conditions for all
GRA-supported programs and for two groups of GRA-supported programs: “non-vulnerability”
and “vulnerability” programs—that is, programs that have a below-average number of
vulnerability conditions and those that have an above-average number of these conditions.* At
an aggregate level, vulnerability-related conditionality increased by 1.6 conditions per program
year in 2001-03 relative to the previous three-year period, while all other reform areas

* The distinction between “vulnerability” and “non-vulnerability” programs based on the average number of
financial and debt-related conditions is chosen as a proxy for the emphasis placed on vulnerabilities.
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registered a reduction of 1.7 conditions per program year. In “vulnerability” programs, the total
number of conditions has increased by as much as 35 percent—perhaps in part on account of
the extent of detail that can characterize such programs (see Box 2). These programs are,
moreover, the sole source of increase in conditions outside the vulnerability category

(3.4 additional conditions), a large share of which (2.4 conditions) is related to economic
management (including fiscal) reforms, many of which are linked to efforts to address debt
dynamics. Indeed, while conditions among “non-vulnerability” programs declined by

19 percent, even among these programs there was an increase in the number of vulnerability
conditions (0.8 additional conditions per program year, compared to a decline of 4.6 conditions
in all other reform areas). In sum, vulnerability-related conditionality and vulnerability
programs are an important reason why the number of structural conditions among GRA-
supported programs did not decline during the 2001-03 period.”

Table 7. Developments in Vulnerability-Related Conditionality
(Normalized per program year; GRA-supported programs)

Debt and financial Rest of structural Total
vulnerabilities conditionality
# of cond. Change # of cond. Change #ofcond. % increase

All programs

1995-97 2.3 10.7 12.9
1998-00 5.4 3.1 13.5 2.9 18.9 46
2001-03 7.0 1.6 11.8 -1.7 18.8 0

Non-vulnerability programs (below average vulnerability-related conditionality)
1995-97 1.2 11.6 12.8
1998-00 3.0 1.9 17.1 5.5 20.2 58
2001-03 39 0.8 12.5 -4.6 16.4 -19

Vulnerability programs (above average vulnerability-related conditionality)

1995-97 4.9 8.4 133
1998-00 9.5 4.5 7.3 -1.1 16.7 26
2001-03 11.9 24 10.7 3.4 22.6 35

Source: MONA database.

0 See Giustiniani, A. and R. Kronenberg, The Missing Link: Financial Sector Conditionality (forthcoming) for an
analysis of conditionality in the financial sector.
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Box 2. Structural Benchmarks in Brazil’s Financial Sector (2002 Stand-By Arrangement)

By end-September 2002
Develop a streamlined set of indicators from the financial data currently reported to the Off-Site Banking Supervision
Department of the central bank to assess the economic and financial soundness of banks.

Implement a systematic assessment of credit risk level of the largest borrowers in the financial system.

Develop a monitoring system to report significant changes in key accounting data such as credit levels and composition,
credit portfolio stress risks, and risk diversification.

By end-December 2002
Further progress in the auctioning of the four remaining federalized state banks.

Completion of a review of differences between Brazilian and internationally-accepted practices for the use of independent
external bank auditors, in order to evaluate the appropriateness of implementing such international practices.

Completion of the updating of existing regulations regarding licensing of financial institutions, including the adoption of a
multistage approach to the licensing process; the introduction of a requirement that firms present detailed operating plans
before licensing, including information on corporate organization and structure, internal controls, and corporate governance;
and the requirement that the licensing process include consideration of the impact of the proposed new financial institution
on market concentration and competition.

Develop a streamlined set of indicators from the financial data currently reported to the Off-Site Banking Supervision
Department of the central bank to assess the economic and financial soundness of nonbanking financial institutions.

By end-May 2003
Progress towards the passage of a new Bankruptcy Law aimed at protecting creditor rights and a quicker restructuring of
distressed businesses.

By end-June 2003
Progress towards sale of the four remaining federalized state banks.

By end-September 2003
Start of operations of the new primary and secondary dealer system and the development of the sale of public debt over the
internet through the Tesouro Direto program.

By end-March 2004

Implement the Provisional Measure to allow workers to pledge a fraction of their future wages to the repayment of
consumer loans and expand the arrangement to include retirees in the public pension system via a National Social Security
Institute (INSS) ruling.

Introduce legislation to Congress to expand the scope of portfolio adjustments that are free from the bank debit tax (CPMF).

By end-June 2004
Enable loan applicants and banks to have access to the central bank's centralized credit rating system (SCR, Cadastro
Positivo), with a view to make available to competing banks information on borrowers credit profiles.

Implement the bankruptcy law (after congressional approval) by providing training as outlined in paragraph 11 (later reset
for end-December).
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74. Moreover, reflecting in part the increased focus on vulnerability, both GRA- and
PRGF-supported programs show evidence of greater concentration in the coverage of
conditionality. This is represented in Table 8 by the average number of distinct reform
categories in which conditionality is being set. The average number of supply-side categories
with conditionality has declined, in GRA arrangements, from a peak of 3.6 categories (out of a
total of 10 possible supply-side categories) to 2.8 in the 2001-03 period and in PRGF
arrangements, from 5.2 to 2.9 categories over the same period. In sum, there are fewer and more
focused reform areas within each individual policy program—a development that points to
some “‘streamlining” in GRA-supported programs even if the number of conditions is not
declining.

Table 8. Concentration of Conditionality in Distinct Reform Categories 1/
(Average number of categories with conditionality)

GRA-supported programs PRGF-supported programs
All conditions Supply-side All conditions Supply-side
(total 14 categories) conditions (total 14 categories) conditions
(total 10 categories) (total 10 categories)
1995-1997 5.3 3.1 7.9 4.7
1998-2000 6.5 3.6 8.4 5.2
2001-2003 5.8 2.8 6.2 2.9
Source: MONA database.
1/ A total of 14 different categories; 4 related to macroeconomic and financial sector reforms, and
10 related to supply-side conditions.

Implementation

75. As was the case with the institutional classification, implementation appears to
have improved, albeit marginally, in some of the areas of increased conditionality among
PRGF-supported programs, but remains broadly unchanged in GRA-supported
programs. Specifically, the implementation of economic management and vulnerability
measures in GRA-supported programs remains as in the pre-guidelines period (Table 6), but
shows some improvement in PRGF-supported programs.’' In contrast, among reforms aimed at
strengthening private-sector efficiency, the implementation record has weakened. Although the
reasons behind this deterioration are unclear, the deterioration has been particularly strong in
reform areas outside the Fund’s areas of expertise and where it is more difficult to define
conditions given the numerous unknowns involved, in part because these reforms are both
politically as well as technically demanding. For example, implementation of public enterprise

3! As referenced in chapter I, the index for PRGF-supported programs is likely to have a downward bias in the last
3-year period owing to the number of conditions that might still be met but with delays. The share of active PRGF-
supported programs is larger—only 5 out of the 33 arrangements approved in the period 2001-03 had expired as of
June 30, 2004, as opposed to 20 out of 28 GRA-supported programs.
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reforms has deteriorated sharply, perhaps because the Fund is countenancing greater deviations
from original plans in either timing or design, though many of these reforms do eventually get
implemented.

76. The decomposition of the implementation index into its composition and design
effects provides similar conclusions as those described for the institutional classification;
namely, as is evident from Table 9, GRA-supported programs have registered a very small
deterioration in their design (or “pure’) implementation record (-0.03) and this deterioration is
counterbalanced by an equally small, but positive (0.03), effect that arises from the shifts in the
sectoral coverage of conditionality. Among PRGF-supported programs composition effects
explain about a third of the improvement, and the rest can be attributed to genuine
improvements in implementation; still, both the aggregate changes as well as the individual
effects are small.

Table 9. Decomposition of Aggregate Changes in the Implementation Index
(Changes between 1998-2000 and 2001-2003, economic classification; excludes prior actions)

GRA-supported programs PRGF-supported programs
Composition Design  Total Composition  Design  Total
effect effect effect effect
Cumulative effects 0.03 -0.03 -0.01 0.02 0.05 0.08
Source: MONA database and staff estimates.

D. Conditionality and Initial Economic Conditions

77. Conditionality is in some key respects aligned with initial economic conditions. The
regression results (Table 10) contain two interactive dummy-based variables related to initial
economic conditions; the first variable represents initial economic conditions in the pre-
guidelines period and the second those of Fund-supported programs in the post-guidelines
period. Controls are added for area department, program type, and macroeconomic variables.>
The results indicate that:

. More conditions are now specified to address vulnerabilities when the initial
external debt levels are high. This relationship is not observed in pre-guidelines programs,
perhaps denoting the recent emphasis on financial and balance sheet vulnerabilities.

52 . . . . o
All macro variables are instrumented using MONA macroeconomic projections.



Table 10. Number of Structural Measures and Initial Economic Conditions: Regression Results 1/

Initial economic condition being examined Initial debt levels Initial macroeconomic stability Initial economic growth rates

Dependent variables (number of conditions) Vulnerability Private Economic Economic Economic Economic Economic Private

conditions sector flexibility management — management management flexibility sector
efficiency efficiency

Regressors (initial economic conditions)

Debt level in pre-guidelines programs 0.000 0.002 0.001

Debt level in post-guidelines programs 0.017 * -0.012 -0.006

Inflation rate in pre-guidelines programs -0.001

Inflation rate in post-guidelines programs 0.022

Fiscal balance in pre-guidelines programs 0.004

Fiscal balance in post-guidelines programs -0.310 **

Growth rate in pre-guidelines programs 0.038 -0.026 -0.148 #**
Growth rate in post-guidelines programs 0.130 -0.084 -0.526 ***

Dummy variables '
APD 7.105 *** -0.752 0.295 -0.280 -0.414 -0.449 0.328 -0.354 3
EUl 3.704 *** 1.324 0.609 2.923 ** 2.464 ** 2.822 ** 0.562 1.628 1
EU2 2.021 * 1.052 0.682 * 1.594 1.315 1.144 0.566 0.728
MED 1.384 -0.522 1.028 ** 6.24] *** 6.190 *** 6.169 *** 1.079 ** -0.203
WHD 2.902 *** -0.622 -0.051 0.089 -0.456 0.083 -0.226 -0.904
Program type 2/ -0.125 -0.197 -0.049 0.770 ** 0.643 * 0.664 * -0.048 0.084

# observations/programs 136 136 136 138 138 138 138 138

R’ 0.37 0.18 0.14 0.23 0.26 0.23 0.14 0.29

F-statistic 3/ 6.7 *** 2.4 HEx 1.9 * 3.4 **x 3.9 Hkx 3.4 *x* 1.8 * 4.7 HEx

Sources: International Monetary Fund, MONA; and IMF staff estimates.

Note: * = significant at 10% level, ** = significant at 5% level, *** = significant at 1% level.

1/ Regressions based on a dataset of programs approved during the period 1995-2003. Controls for initial economic conditions are included; these controls are instrumented using WEO

actuals regressed on MONA projections (current account, fiscal balance, inflation are among the list of instrumented macroeconomic indicators).

2/ Equal to 1 if a PRGF-supported program.

3/ F-statistic for null hypothesis that all explanatory variables (other than the constant) are jointly equal to zero.
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