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come available ten or twenty years after their issuance depending on the series.




Foreword

Fiscal adjustment iswidely regarded as one of the core elements of macroeconomic
design in IMF-supported programs, and has often been the source of controversy and
criticism. The IMF has been criticized in various quarters for adopting a standard
“one-size-fits-all” approach to determining the desired level of fiscal adjustment with-
out taking into account country-specific constraints and circumstances. Concern has
also been expressed that there is an excessive focus on fiscal austerity, which hurts the
poor and may also produce a contractionary bias in IMF-supported programs.

This report examines these and other aspects of fiscal adjustment in IMF-sup-
ported programs based on analysis of a cross-section database covering 133 programs
in 70 countries, supplemented by a more in-depth examination of program-related
documents for 15 programs. The evaluation throws valuable light on many of the is-
sues which have been the subject of controversy. The report finds that there is much
more variation in the pattern of fiscal adjustment across programs than is generally
assumed. For example, contrary to the general perception that |MF-supported pro-
grams invariably enforce austerity, it finds many instances where fiscal deficits were
actually projected to widen and expenditures to increase as a percentage of GDP. The
report also does not find evidence of a general contractionary bias leading to a slow-
down in growth compared with precrises averages.

The report also finds evidence of weaknesses in program design in certain areas.
Thereis a tendency to adopt fiscal targets based on overoptimistic assumptions about
the pace of economic recovery leading inevitably to fiscal underperformance and fre-
quent revisions of targets. The optimism about growth recovery in the short term isiit-
self often the consequence of overoptimistic assumptions about the pace of revival of
private investment when a more realistic assessment in certain circumstances could
have justified the adoption of amore relaxed fiscal stance on contracyclical grounds.

The report also dealswith the issue of the impact of fiscal adjustment in social sector
expenditures, which are critical for the welfare of the poor. Cross-section analysis at the
level of aggregate social sector expenditures does not find that these expenditures are
lower than they would have been in the absence of an IMF-supported program. How-
ever, the in-depth country studies show that even when aggregate social sector expendi-
tures are maintained, critical areas of expenditure most relevant from the point of view
of the poor may be crowded out by certain components of expenditure such as wages
and salaries. These adverse effects could be avoided at relatively small cost if ways
could be found of protecting these critical expenditures during times of crisis.

The report makes specific recommendations on how to deal with these problemsin
the future, both in surveillance activity and in program design. The findings of the re-
port and the recommendations were discussed in the Executive Board on August 29,
2003, and the reactions of the Board are summarized in the Acting Chair’s summary,
which is published along with the report.

The issues examined in the report are complex and often call for more datathan were
availablein program documents. Thereis clearly a need for more detailed studies based
on in-depth examination of individual cases. On its part, the IEO hopes to build on the
results presented in this report in future evaluations where the same issues may arise.
Hopefully, independent research by others will also contribute to a fuller assessment.

Montek S. Ahluwalia
Director
Independent Evaluation Office
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Summary of Findings and

Recommendations

his evaluation examines various aspects of fis-

cal adjustment in IMF-supported programs.
This summary chapter sets out the framework that
has guided the evaluation, explains the main find-
ings and conclusions, and presents our recommen-
dations for the future. It has been drafted in a self-
contained manner.

Framework

Fiscal adjustment has traditionally been re-
garded as critical for achieving macroeconomic
balance and is, therefore, often a central element
in IMF-supported programs. It has also been the
subject of much controversy on two grounds. The
first relates to what may be called the quantitative
dimension of fiscal adjustment, that is, whether, as
some critics of the IMF contend, the fiscal compo-
nent in programs reflects a “one-size-fits-all” ap-
proach often leading to excessive contraction. Such
a contractionary bias can arise for two reasons:

» The programmed reduction in the external cur-
rent account deficit may be larger than necessary
in the sense that external resources to support a
higher deficit could have been mobilized. This
concern arises typically in low-income countries
if the program design is unduly pessimistic about
the prospects for concessional flows.

* Fiscal adjustment can also be excessive if pro-
grams are too optimistic in projecting recovery
in the level of private demand, especially invest-
ment, during the adjustment process. In such sit-
uations actual private investment is much lower
than projected and the fiscal adjustment pro-
grammed is therefore excessive. There is a case
for fiscal policy playing acountercyclical rolein
such situations, though the scope for this de-
pends upon other factors, such as the prospects
for financing larger deficits and possible adverse
market reactions to larger deficits because of
debt sustainability.

The second set of issueswhich is potentially con-
troversial may be called the qualitative dimension
of fiscal adjustment. This relates to whether, given
the scale and time path of fiscal deficit reduction,
the efficiency, sustainability, and equity of fiscal ad-
justment could have been improved by using a dif-
ferent sequence and composition of policy measures
on the revenue and expenditure sides. A core issue
is how to match the short-term time frame of a pro-
gram with the longer time frame often necessary to
carry out the reforms, including institutional re-
forms, needed to create a more robust and resilient
fiscal system able to withstand better shocks in the
future.

The main data sources used in the evaluation are
(1) a large cross-country sample of programs in
the 1993—2001 period; and (2) more detailed desk
studies of 15 specific IMF-supported programs,
4 of which were supplemented with analysis
by local experts. The database used includes
programs under the Enhanced Structural Adjust-
ment Facility and the Poverty Reduction and
Growth Facility (ESAF/PRGF), and Stand-By
Arrangements/Extended Fund Facility Arrange-
ments (SBA/EFF) in both transition and non-
transition countries, some of which represent capi-
tal account crises during the period. These sub-
groups represent special categories and are recog-
nized as such. Since the IEO has recently
completed a report dealing with capital account
crises,! and an evaluation of PRGF arrangements
is currently under way, this evaluation focuses
more on fiscal adjustment in SBA/EFF types of
arrangements. An evaluation of IMF technical as-
sistance (TA) is also part of the work program of
the IEO for FY 2004; consequently, the current pro-
ject does not attempt to analyze the impact of TA in
the fiscal area.

1See |EO (2003).



SUMMARY OF FINDINGS AND RECOMMENDATIONS

Findings: Quantitative Aspects of
Fiscal Adjustment?

Are fiscal targets set on a “one-size-fits-all”
basis?

The evidence does not support the view that IMF-
supported programs adopt a one-size-fits-all ap-
proach to fiscal adjustment. The average targeted fis-
cal adjustment in 133 programs was 1.7 percent of
GDP (1.4 percent for the primary balance) with a
great deal of interprogram variation. The evidence
also does not support the perception that programs
always involve austerity by targeting reductions in
current account and fiscal deficits or in public ex-
penditures. In fact, in 40 percent of programs the
current account deficit was projected to widen. Pri-
mary fiscal deficits were also programmed to widen
and primary expenditures to increase as a percentage
of GDPin slightly over one-third of cases.

In principle, the size of the fiscal adjustment pro-
posed in each case should depend upon country-spe-
cific circumstances. They include the scale of the ad-
justment needed in the current account and the
associated reduction in absorption to achieve this ad-
justment, market perceptions of the need for fiscal
adjustment in view of debt sustainability problems,
and allocative considerations relating to the balance
between the public and private sectors. Cross-section
analysis provides some insights on possible determi-
nants of the targeted fiscal adjustment:

 The targeted adjustment seems to respond to
both the initial fiscal deficit and the initial level
of public expenditures. Countries with larger
initial deficits and larger levels of expenditures
in relation to GDP tend to have larger pro-
grammed deficit reductions.

* There is a significant positive association be-
tween the targeted fiscal adjustment and the en-
visaged change in the external current account.
However, on average, only a small fraction
(one-fifth) of the targeted change in net external
financing is reflected in a corresponding change
in the targeted fiscal deficit.

» The composition of the fiscal adjustment re-
flectsinitial levels of revenues and expenditures.
Increases in revenues are programmed when ini-
tial revenues are low and reductions in expendi-
tures are envisaged when initial expenditures are
relatively high, and vice versa.

2All macroeconomic magnitudes referred to here arein relation
to GDP All the changes are between the preprogram year and the
second year after the start of the program.

* In the ESAF/PRGF arrangements, two-thirds of
the fiscal adjustment on average was pro-
grammed to come from the expenditure side. In
contrast, in the SBA/EFF-supported programsin
nontransition economies, two-thirds of the fiscal
adjustment was targeted to come from the rev-
enue side. In the transition economies, both rev-
enues and expenditures were targeted to decline,
reflecting the declining role of the state.

On average, programs targeted a fiscal adjust-
ment of about 1 percentage point of GDP across
all types of arrangements during the first year of
the program. This figure seems quite stable
across different subgroups. Except for the tran-
sition economies, this represents between one-
half and two-thirds of the total fiscal adjustment
over atwo-year period.3

The different role that revenues and expenditure
adjustments were expected to have during the
lifetime of the program is particularly marked in
the case of SBA/EFF in nontransition countries.
In fact, spending as a share of GDP was not en-
visaged to decline but rather to increase in the
first year, being offset by robust revenue perfor-
mance to bring about a reduction in the fiscal
deficit. The expected relative contributions of
revenue and spending are sharply reversed dur-
ing the second year of the program, when
spending reductions become more important.

Surprisingly, the rationale for the proposed fiscal
adjustment is not very clear when we look at the 15
individual programs studied in this evaluation. An
in-depth examination of staff reports and other Exec-
utive Board papers related to these programs reveals
that these documents often do not explain ade-
quately how the magnitude and pace of the pro-
grammed fiscal adjustment have been determined.
Nor do most documents explain how the fiscal tar-
gets relate to the rest of the program, in particular to
assumptions about recovery in private sector demand
and short-term growth prospects.

Did programs achieve their fiscal targets?

On average, programs achieved only about one-
half of the programmed improvement in overall and
primary fiscal balances. However, there is, once
again, significant variation around this average.
About 60 percent of programs underperformed but
40 percent overperformed with respect to pro-

3In the transition countries all the fiscal adjustment took place
in the first year of the program. However, this was also the result
of having a lower envisaged fiscal adjustment over a two-year
period.



grammed deficit targets. The highest incidence of
shortfalls was for SBA/EFF-supported programs in
nontransition countries and the lowest was for
SBA/EFF arrangements in transition countries.

Almost all fiscal adjustment on average takes
place during the first year of the program. Except in
the transition country arrangements, programs were
unable to achieve further fiscal gains in the second
year of the program in spite of more ambitious fiscal
targets.

Cross-section analysis of the subset of programs
that experienced shortfalls in fiscal performance
suggests the following:

e Fiscal balances on average did not improve
throughout the first two years of the arrange-
ment—either in terms of overall or primary
balances—except in the transition economies.
Thus shortfalls appear to reflect weak fiscal
performance rather than very ambitious fiscal
targets.

Overoptimism about fiscal adjustment is partly
caused by overoptimism about growth projec-
tions. Absolute levels of revenue respond to
growth with shortfalls in growth leading to cor-
responding shortfalls in revenue. However, ab-
solute levels of expenditures, projected on the
basis of optimistic growth forecasts, do not fall
when growth falls below expectations, leading
to an increase in expenditure ratios.

There is amarked difference in the nature of fis-
cal shortfalls between programs that target a
“large’ fiscal adjustment (defined here as more
than 3 percentage points of GDP over atwo-year
horizon, a definition that covers about 30 percent
of the total sample) and others. In the latter
group, excess expenditure as a share of GDP was
the most frequent cause of the deficit shortfall,
particularly in the nontransition countries.

In contrast, revenue shortfalls were much more
important in explaining shortfalls in perfor-
mance in cases of “large” targeted fiscal adjust-
ment. This pattern, which appears to hold both
for concessional arrangements and programs
supported by SBA/EFF arrangements, suggests
that when substantial deficit reduction was
judged necessary, programs aimed to achieve it
through a combination of significant increases
in revenues and cuts in expenditures.4 However,
in practice, the revenue increases achieved were

4As noted earlier, the pattern of fiscal adjustment in transition
economies is somewhat different, since both revenues and expen-
ditures are targeted to decline. However, in these cases also, rev-
enue shortfalls are also large in programs that targeted a “large”
deficit reduction.

Summary of Findings and Recommendations

much smaller, while the targeted expenditure re-
ductions were generally achieved—perhaps
forced by financing constraints.

The extent of expenditure adjustment appears to
vary according to the initial fiscal imbalance. When
initial fiscal deficits are moderate, expenditure as a
share of GDP was little reduced if at all, notwith-
standing programmed reductions. However, when
theinitial deficit waslarge, much of the fiscal adjust-
ment was ultimately fulfilled through spending cuts.
Expenditures seemed to be reduced only if strictly
necessary and only if financing possibilities were
unavailable. Efforts to increase revenues in situa-
tions of substantial fiscal imbalance generally fell
well short of target; this pattern has important impli-
cations for structural reforms in the fiscal area,
which are discussed later.

Flexibility of fiscal targets

IMF-supported programs are sometimes criticized
on the grounds that they are insufficiently flexible,
forcing arigid pattern of fiscal adjustment that is not
sensitive enough to changes in circumstances. The
cross-country evidence does not support this view. A
high proportion of the programs studied (about two-
thirds) had incorporated revisions to their initial fiscal
deficit targets by the completion of the second pro-
gram review.> Of course, measuring the proportion of
program targets that are revised is arather narrow test
of fiscal flexihility; it proves nothing about the appro-
priateness of any revisions. Nevertheless, it is impor-
tant to note that in practice fiscal targets are revised
frequently and these revisions are often associated
with revisions in growth prospects. The cross-section
data also suggest an interesting asymmetry in the
process of revision: fiscal targets are revised down-
ward when growth is below expectations, but they are
less often revised upward when growth turns out to be
higher than originaly projected.

An examination of program and related docu-
ments suggests that the rationale for revisions is not
clearly brought out. In particular, program docu-
ments often do not identify clearly what part of the
fiscal shortfall was the result of exogenous devel op-
ments (or unrealistic assumptions in the original
program) and what part reflected a weaker policy
effort. If, as often seems to be the case, insufficient
progress in fiscal structural reforms is an important
factor behind fiscal shortfalls, this needs to be
frankly acknowledged in program reviews, and this
is often not the case at present.

5These are programs for which reviews are completed, that is,
that remain “on track.”



SUMMARY OF FINDINGS AND RECOMMENDATIONS

What has happened to economic recovery
under programs?

A robust empirical investigation of the impact of
IM F-supported programs on the pace of economic re-
covery is beyond the scope of this evaluation, and
would involve comparing actual outcomes with the
counterfactual of what would have happened to eco-
nomic performance without a program or with an a-
ternative program design. There is already a large, al-
beit inconclusive, literature on this topic.6 Our
analysis of actual and projected growth in alarge sam-
ple of programs suggests the following conclusions:

* Average growth rates for different groups do not
reveal ageneral tendency for growth rates to de-
clinein program years, compared with the trend
in the preceding decade. However, these aver-
ages mask considerable cross-country variation
and growth did slow down, especially in thefirst
program year, in a significant number of cases.
The experience of the group of capital account
crisis cases is particularly noteworthy since the
average growth rate for this subgroup was nega-
tivein the first program year.

While IMF-supported programs did not suffer
from a generalized decline in growth, they did
suffer from overoptimism. Except for the sub-
group of transition countries (where the growth
outcome was marginaly better than pro-
grammed) average growth outcomes over atwo-
year horizon were lower than projected.

Optimism regarding growth recovery was par-
ticularly significant in programs that started
from an adverse situation. When growth was
negative during the first year of the program,
growth projections for the second year were on
average twice as high as in reality. Moreover,
programs were generally reluctant to project a
slowdown in growth and very rarely projected
negative growth. For example, growth slow-
downs between the first and second year of the
program occurred twice as often as they were
projected.” Negative growth for the second year
of the program was projected in only 1.3 percent
of cases, but in reality it happened 10 times as
frequently.

e Programs were also overoptimistic in project-
ing investment rates. Actual investment ratesin
the second year of the program were below

6A review of the literature on this topic can be found in Hagque
and Khan (1998).

7Programs tend to underpredict significantly more situations of
adverse output developments than underpredict situations of fa-
vorable output devel opments.

projections in 60 percent of casesin a sample
of 83 SBA/EFF arrangements. In about one-
fourth of cases, investment rates were 5 per-
centage points of GDP or more below projec-
tions. Moreover, programs projected a decline
in investment rates in one-fourth of cases while
in reality investment rates declined in one-half
of the arrangements.

Growth optimism, and especially the reluctance
to forecast downturnsin programs, has many causes,
including especially the understandable desire of
both the IMF and the authorities to present a rela-
tively upbeat recovery scenario. However, this has
important implications for program design because
it understates potential risks and preempts a system-
atic discussion of the appropriate role of fiscal policy
in the event of a significant economic downturn.
Thiswas clearly amajor factor in the capital account
crisiscasesin East Asia, where—as suggested by the
recent IEO study of three capital account crisis
cases—adverse balance sheet effects on private de-
mand were underestimated.8 It also seems to have
been a factor in many other SBA/EFF-supported
programs in nontransition economies.

Is there a contractionary bias in fiscal design?

The fact that both output and investment appear
to be consistently lower than projected raises the
issue whether there is a contractionary biasin fiscal
design. Critics have argued that |MF-supported
programs would ensure quicker recovery if they an-
ticipated weak investment demand more accurately
and therefore adopted a less contractionary stance
of fiscal policy. A tight fiscal stance is not inappro-
priate when it is assumed that private investment
demand is buoyant and fiscal contraction creates
room for private investment to be financed. How-
ever it is not appropriate in situations where thereis
a sharp downward shift in the investment function,
or when the level of private demand responds much
more sluggishly to the program than originally pro-
jected. There is evidence that investment is consis-
tently overestimated in |MF-supported programs
and there is overcorrection of the current account
deficit. In alarge number of the cases the overper-
formance in the current account deficit is combined
with an excess buildup of reserves, suggesting that
the economy could respond positively to a demand
stimulus. In such situations, it could be argued that
aless contractionary fiscal stance might have been
appropriate.

This conclusion needs to be qualified in one im-
portant respect. It focuses only on the role of fiscal

8 EO (2003).



adjustment via its impact on aggregate demand.
However, emerging market countries relying upon
international financial markets also have to consider
the impact of their fiscal stance on market confi-
dence and the resulting availability of external fi-
nance. Where debt sustainability is an issue, it may
be desirable to adopt a tighter fiscal stance than jus-
tifiable on countercyclical grounds alone to ensure a
quicker return to confidence.

It is difficult to determine in any particular case
how to weigh these different considerations and come
up with afiscal stance that provides an appropriate
balance. However, these issues need to be explicitly
discussed and explained in program documentation.
One of the conclusions of our evaluation isthat thisis
not done in a systematic way. Board documents gen-
erally provide insufficient analysis and justification
for the proposed fiscal adjustment path or the assump-
tions driving the projected recovery of private spend-
ing and how it is linked to program instruments, in-
cluding thefiscal stance. Inclusion of such an analysis
would help to avoid growth overoptimism. It would
aso provide a more coherent framework for sensitiv-
ity analysis that would alert staff early on in the
process to what should be monitored as the program
unfolds. We recognize that fiscal fine-tuning to take
account of al these factors is extremely difficult and,
in practice, alarge part of the outcome must be based
on judgment. However, a more explicit discussion of
the key macroeconomic assumptions underlying the
proposed fiscal path would promote greater under-
standing of the risks and uncertainties involved and
also facilitate necessary mid-course corrections in the
fiscal stance. Many such mid-course corrections do
occur in practice, but their rationaeis often unclear. A
clearer statement of the original rationale would per-
mit a more transparent basis for adjusting fiscal tar-
getsin the course of program implementation.

Internal review process

An examination of the internal review process,
focusing on the comments of the Policy Develop-
ment and Review Department (PDR) and Fiscal Af-
fairs Department (FAD) on the fiscal aspects of the
15 individual programs studied in this evaluation
suggests the following:

e Internal review comments do pay attention to
the need to justify the specific fiscal stance, but
(as noted above) these comments do not lead to
an explicit analysis in the final Board docu-
ments of the factors that led to the determination
of the fiscal stance. The possibility that projec-
tions of private sector activity and growth recov-
ery were overoptimistic was generally not given
much attention in the review process.
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e In many cases, the scope and detail of review
department comments was greater at the stage
of program reviews than at the stage of initial
program design. A comprehensive internal de-
bate would have the greatest value added if it
took place at an early stage of program formula-
tion and involved an exploration of alternative
policy options to achieve broad objectives. This
approach would also be more conducive to en-
couraging domestic ownership of programs. In-
stead, the review process is much more reactive,
with reviewers commenting increasingly as pro-
grams proceed, instead of at the design stage.
This may reflect relatively sanguineinitial judg-
ments (associated with overoptimism in growth
prospects, and policy implementation) that the
fiscal and other targets would be achieved, fol-
lowed by a closer look as revisions become nec-
essary. We understand from staff that there are
often considerable informal consultations on
key design issues before the formal briefing
paper stage. However, these are not substitutes
for a more active examination of risks and op-
tions in the initial stages. The fact that Board
documents in the programs we examined incor-
porated overly optimistic assumptions, and did
not specify the links between the fiscal stance
and the recovery of private activity and output,
should be amatter of concern.

Social Spending and Social Protection
in IMF-Supported Programs

The impact of IMF-supported programs on the
level of public spending in the social sectors has re-
ceived a great deal of attention, with many critics
voicing concern that these programs typicaly involve
an unnecessary squeeze on social expenditures. The
evaluation examines thisissuein several ways.

Projections of aid flows in concessional
programs

Concerns have been raised that |MF-supported
programs in low-income countries (that depend on
concessional financing) may incorporate fiscal tar-
gets based on aid projections that “taper out” too
quickly relative to what donors may be willing to
provide. Some have suggested that this feature of
program projections may in itself create a disincen-
tive for donors to sustain their level of aid—even
when programs remain on track.

To address this issue we have examined program
projections for nearly 100 ESAF/PRGF programs
approved in the period 1995-2001, complemented
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by an in-depth study of a sample of 20 concessional
programs in sub-Saharan African countries. The re-
sults show that program projections of aid do tend to
decline over the medium term, abeit at a moderate
pace in most cases. However, there is no evidence
that projections have systematically underestimated
actual aid flowsfor the outer years of programs. The
analysis used here cannot answer the much more
complex question, which goes beyond the scope of
the present evaluation, of whether more ambitious
program targets for public expenditure (and deficits)
could have resulted in the mobilization of additional
concessional financing from donors.

Effect of IMF-supported programs on the
level of social spending

There has been a long-standing debate on the im-
pact of IMF-supported programs on public sector so-
cial spending. We address this issue through an
econometric analysis of 146 countries from 1985 to
2000, looking at years with and without an IMF-sup-
ported program. In order to assess the impact of pro-
grams on expenditures in health and education, we
controlled for other factors affecting social spending
as well as for the endogeneity of the presence of an
IMF-supported program.

The results show that the presence of an I|MF-sup-
ported program does not reduce public spending in
either health or education—measured as a share of
total public spending, GDP, or in per capita real
terms. In fact, we estimate that during program peri-
ods, and with al other factors being the same, public
spending in each of the health and education sectors
increased by about 0.3 to 0.4 percentage points of
GDP compared to a situation without a program.
Thisincrease is sustained beyond the end of the pro-
gram but it diminishes over time.

From the fact that social spending increases, itis
not possible to argue that the most vulnerable
groups of the population are effectively protected
from the economic shocks they may experience
during program years. Thiswill depend on how that
increased spending is targeted and timed. Unless
governments already have in place programs and
budgetary mechanisms that allow for that protec-
tion, IMF-supported programs generally have too
short a time frame and the IMF lacks the necessary
expertise to assist in implementing such policies.
This suggests that an alternative framework may be
needed to address such issues.

Social concerns in program design

Current practices of the IMF in the area of social
protection in non-PRGF countries follow the 1997
Guidelines on Social Expenditures, which call for

the IMF staff to track health and education spending
and, by relying on work by the World Bank, encour-
age authorities to incorporate spending targets for
these sectorsin the Letters of Intent (LOISs) that spell
out program objectives. The guidelines also encour-
age staff to monitor trends in basic social indicators
(such as infant mortality and school enrollment)
drawing on the World Bank. However, the guidelines
are quite broad and general in scope, and discussions
with staff suggest that there is considerable uncer-
tainty about what is expected in practice, at |east out-
side the PRGF/PRSP countries. There also appears
to be some uncertainty among the staff asto how the
initiative to streamline conditionality should affect
the IMF's approach in this area.

A detailed examination of the 15 sample pro-
grams (complemented by 8 additional more contem-
porary programs to gauge recent progress) shows
substantial variation in how social expenditure is-
sues are treated in practice. Trends are noted in some
program documents for broad categories of expendi-
tures such as education and health. However, only
one-third of the sample of 15 programs analyzes
these trends and identifies priority social expendi-
tures that need protection—although the most recent
group of programs shows limited improvement in
this respect. Performance criteriawere rarely used to
support social measures; however, 9 of these 23 pro-
grams used benchmarks or indicative targets. Only
half of the more recent 8 program documents ana-
lyze changes in social spending and few programs
(outside the PRSP/PRGF countries) discuss how ex-
plicit monitoring and feedback systems could be es-
tablished or how these aspects would be integrated
with the work program of the World Bank. Thus, the
empirical basis for establishing and assessing policy
actionsin this areais often absent.

The internal review process by PDR and FAD
quite often gave feedback in this area—providing spe-
cific suggestions to design and support priority social
programs to protect vulnerable groups. Most of these
comments, however, were concentrated in the review
phase during program implementation, and hence
were too late to influence basic program design.

An important finding from the case studies is that
it is not necessarily costly to preserve critical pro-
grams or budgetary allocations to protect the most
vulnerable groups from external shocks or budgetary
retrenchments. This can be facilitated by somereallo-
cations in the budget—a possibility particularly rele-
vant for middle-income countries. However, the ob-
jective of protecting critical expenditures cannot be
achieved simply by monitoring trends in broad social
spending categories. Such monitoring would likely
fail to capture micro-level reallocations that tend to
take place in periods of fiscal stress that undermine
sacia protection. As discussed in this report, spend-



ing categories that often are most critical to vulnera-
ble groups come under pressure and are likely to be
preempted by other expenditures during these peri-
ods (e.g., basic medical or primary school supplies
being preempted by personnel expenditures).

The protection of critical spending categories and
well-targeted programs in the social sector can thus
play an important role in protecting the most vulner-
able from adverse shocks and budgetary retrench-
ments at fairly low cost. Efforts should, therefore, be
made to build such elements into program design
whenever possible. This emphasis is consistent with
the IMF Articles of Agreement, especially Arti-
clel (v), which states that one of the purposes of the
IMF is to make “the general resources of the Fund
temporarily available to [members] . . . providing
them with opportunity to correct maladjustments in
their balance of payments without resorting to mea-
sures destructive of national or international prosper-
ity.” It would also help to make more concrete com-
mitments by the IMF to “minimize the adverse
effects [of macroeconomic adjustment on vulnerable
groups] and, when some are inevitable to achieve the
desired reforms, to mitigate these effects through
compensating measures.”©

To be effective in this area, the IMF would need
to work within an operational framework that takes
account of four constraints: (1) policiesin this area
must be truly homegrown and fully owned; the
major initiatives must therefore come from the
country; (2) since the IMF does not have expertise
on social sector issues, nor isthisan areaof its com-
parative advantage, inputs from other agencies, es-
pecially the World Bank, are critical; (3) there is a
mismatch of time frames between the short-term na-
ture of IMF programs and the longer-term time
frame needed for building institutions and bud-
getary systems that can provide social support in
times of crisis effectively; and (4) finaly, it is nec-
essary to ensure that the attempt to incorporate so-
cial protection into IMF programs does not contra-
dict the recent streamlining initiative by leading to
an overload of conditionality.

In the case of low-income countries, the PRSP
framework is expected, in principle, to meet these
requirements. However, thereis at present no frame-
work for non-PRGF €ligible, predominantly middle-
income, countries that would ensure identification of
critical and homegrown social sector support pro-
grams that could be used as mechanisms for social
protection at the time of crisis. The PRSP framework
is obviously not appropriate for middle-income
countries, but in the absence of any framework there
will be a growing divergence between the way these

9| MF (2000a).
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critical social issues are treated between PRGF and
non-PRGF countries. It is, therefore, necessary to re-
visit the 1997 guidelines with special reference to
what IMF staff should do consistent with the new
emphasis and special constraints discussed above.

Some elements of a workable approach can be
readily identified. First, the mismatch of time frames
suggests that necessary preparatory work in this area
must be undertaken not at the time of crisis but much
earlier, as part of normal surveillance. In order to en-
sure that initiatives are homegrown, the IMF could
request governments to consider identifying critical
social spending to be protected, or safety nets to be
activated, in the event of crisis. The IMF could aso
encourage countries to approach the World Bank for
assistance in this area. The IMF on its part, consis-
tent with its mandate, could report on the authorities
responses in this area and monitor progress.

Building on recent initiatives (such as the call for
increased coordination on public expenditure man-
agement (PEM) issues), both institutions could work
to develop a broad understanding with the authorities
on the reforms needed and an appropriate sequencing
for implementation. Where joint efforts are required,
for example, in public expenditure management, a
country-led work program would be jointly estab-
lished. On the basis of the resulting joint effort, the
IMF and the World Bank could assist the authorities
in setting up mechanisms to track critical social
spending through the budget and identify ultimate al-
locations, including to local governments where asig-
nificant amount of spending is decentralized.

Reforms in the Fiscal Area Under
IMF-Supported Programs

An important part of the shortfall in fiscal adjust-
ment results from optimism regarding the pace of
implementation of structural reform on the fiscal
side. Moreover, much of the fiscal adjustment
achieved is through measures that do not assure
long-term sustainability and flexibility of fiscal sys-
tems to future shocks. We have looked at three di-
mensions of reform policies in the fiscal area
(1) the balance among various policy measures,
whether programs tilt toward specific areas while
neglecting others; (2) the progress in implementa-
tion; and (3) the role of surveillance in helping the
process of reform.

Balance among policy measures emphasized
by programs

Fiscal adjustments in programs have focused
more on the revenue side than on reallocations and
reforms on the expenditure side. On the revenue



10

SUMMARY OF FINDINGS AND RECOMMENDATIONS

side, the accent has been on introducing or increas-
ing value-added tax (VAT) rates, with less attention
paid to income and property taxes and tax adminis-
tration efforts aimed at reducing evasion. Sometimes
these VAT rate increases have been resisted by broad
segments of the population because they have been
perceived to be inequitable relative to other revenue-
raising possihilities.

The VAT needs to continue being promoted as the
cornerstone of a modern tax system. However,
stronger and parallel efforts should be made at im-
proving collections, curtailing discretionary exemp-
tions, and reducing tax evasion—particularly direct
taxes (personal and corporate) and customs duties.
Even in the short run, these efforts could yield im-
portant revenue increases if targeted at collecting
from well-known taxpayers with arrears or those be-
lieved to be significantly underpaying (hence reduc-
ing the need for large increases in VAT rates to
quickly generate revenues). When tax authorities
have displayed determination in this area, the results
have been impressive and have received wide sup-
port. This evaluation finds that efforts by the IMF in
this area have not been forceful enough, both in the
context of programs and in surveillance, particularly
if they affect powerful vested interests. Often, tax
administration reforms in IMF-supported programs
have focused on the technology side rather than on
politically more difficult actions, such as legislation
to empower tax agenciesto pursue tax evasion force-
fully and for the system to be less prone to political
interference.l0 More forceful actions in this area
may also increase the support of society at large for
the overall reform agenda supported by programs.

Improving tax collection and reducing exemptions
and evasion is an aspect of fiscal reform that should
be pursued more vigorously. Estimates and compar-
isons of the extent of tax evasion should be made pub-
lic, drawing where possible on cross-country analysis.
These steps require both political will and institu-
tional changes, in different mixes according to the
specific situation, and should be unbundled.

On the expenditure side, an examination of the
different programs shows that conditionality has been
concentrated on short-term quantitative targets to re-
duce public employment or cap public sector wage
increases (which generally prove to be short lived be-

10A s documented in Appendix 7, the IMF has provided exten-
sive technical assistance (TA) in this area. Since the focus of this
evaluation ison fiscal adjustment in IMF-supported programs, we
have not examined IMF TA here. Our findings here should not be
interpreted as indicating failures in technical assistance, which is
clearly targeted at addressing the technology of fiscal reform. Our
concern is whether programs have been successful in encourag-
ing politically difficult decisions regarding tax collection, deci-
sions that are critical to take advantage of the technical solutions
proposed by TA.

cause they are easy to reverse) rather than focusing
on the reorientation of public spending and medium-
term civil service reform. As a result, progress in re-
ducing the wage bill has been neither sustainable nor
efficient—reversals have often occurred.

The internal review process often addresses these
areas of weakness, including the need for expendi-
ture reallocations, and (perhaps most important) the
need for determined actions by the executive in the
areas of reducing tax exemptions, limiting tax incen-
tives, and taking concrete actions against tax evasion
and tax arrears. But again, as in other areas, these
comments come too late in the process to influence
initial program design.

Progress in implementation

Our evaluation shows that progress in implement-
ing fiscal reform initiatives in the sample of 15 pro-
grams was limited. In no given reform area was im-
plementation satisfactory in more than 40 percent of
cases. Measures to reduce the public sector wage
bill, achieve civil service reform, and reform the so-
cial security system have been particularly difficult
to implement.

This limited progress is often the result of an ex-
cessive emphasis on measures to meet short-term
quantitative targets, rather than afocus on critical in-
stitutional changes that might extend beyond the end
of the program. This is largely the result of a mis-
match of time frames, such as the short horizon of
programs relative to the time needed to complete
these institutional reforms. Such reforms may need
to be broken down into several steps: some of them
can be started at the outset of the program with
enough determination from the executive branch;
others will require time to the extent they call for
legislation and improvements in the implementation
capacity of agencies. Surveillance could play a key
role in providing such a road map, but, as the next
section suggests, it often does not do so.

Learning and the process of surveillance

We have examined program request documents to
assess the extent to which they look at the past in
order to draw lessons. We also examined surveil-
lance activity over the three-year period prior to the
IMF lending arrangement in the 15 sample programs
studied.

Program requests are only partly successful
in evaluating past fiscal performance (with an index
of success of 50 percent).11 The results are worse

11The index, discussed in Chapter 7, is based on assigning
weights to programs with good, mixed, and poor performance.
Thus, it hasinevitably a measure of subjective judgment.



(35 percent success) when documents are judged on
whether they analyze policy failures under the prior
arrangement. Overall, programs tend to focus on fis-
cal performance during the last year prior to the pro-
gram, and rather independently of previous arrange-
ments. Few efforts are made to analyze the factors
behind policy failures.

We have also examined the link between surveil-
lance and programs. Although there is significant
variability, efforts during surveillance to forcefully
flag the need to accelerate reform (in areas where
implementation was lacking) have been limited,
with an index of success of 40 percent. Surveillance
is drawing too few lessons from past failures, often
not setting future paths for more complex reforms.

Focusing on the unfinished reform agenda will re-
quire strong follow-up during surveillance, as well
as continuity in successive programs. Our results
suggest that surveillance does not forcefully flag
policy inaction—many timesiit is insufficiently can-
did in language. Although based on a very small
sample, self-standing surveillance does not seem to
yield better results. This is a missed opportunity be-
cause we would expect that surveillance not associ-
ated with a program request or review would have a
genuine opportunity to take a more strategic per-
spective on both, whether fiscal reforms over time
add cumulatively to better fiscal systems, and what
the remaining fiscal agendafor the future should be.

Surveillance could play a much more forceful
role in providing a medium-term road map of struc-
tural reforms to be followed up over time, with or
without programs. Progress and reasons for inaction
should be reported candidly. That road map could
then provide guidance for the specific reform priori-
ties to be taken up in successive programs—this
being particularly important in repeat users of IMF
resources.12

Recommendations

Based on the conclusio