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PREFACE

The G-24 Discussion Paper Series is a collection of research papers prepared
under the UNCTAD Project of Technical Support to the Intergovernmental Group of
Twenty-Four on International Monetary Affairs (G-24). The G-24 was established in
1971 with a view to increasing the analytical capacity and the negotiating strength of
the developing countries in discussions and negotiations in the international financial
institutions. The G-24 isthe only formal devel oping-country grouping within the IMF
and the World Bank. Its meetings are open to all developing countries.

The G-24 Project, which is administered by UNCTAD’s Macroeconomic and
Development Policies Branch, aims at enhancing the understanding of policy makersin
developing countries of the complex issues in the international monetary and financial
system, and at raising awareness outside developing countries of the need to introduce
adevelopment dimension into the discussion of international financial and institutional
reform.

Theresearch carried out under the project is coordinated by Professor Dani Rodrik,
John F. Kennedy School of Government, Harvard University. The research papers are
discussed among experts and policy makers at the meetings of the G-24 Technical
Group, and provide inputs to the meetings of the G-24 Ministers and Deputiesin their
preparationsfor negotiations and discussionsin the framework of theIMF' s International
Monetary and Financial Committee (formerly Interim Committee) and the Joint IMF/
IBRD Development Committee, as well as in other forums. Previously, the research
papersfor the G-24 were published by UNCTAD in the collection International Monetary
and Financial Issuesfor the 1990s. Between 1992 and 1999 more than 80 papers were
published in 11 volumes of this collection, covering a wide range of monetary and
financial issues of major interest to devel oping countries. Since the beginning of 2000
the studies are published jointly by UNCTAD and the Center for International
Development at Harvard University in the G-24 Discussion Paper Series.

The Project of Technical Support to the G-24 receives generous financial support
from the International Devel opment Research Centre of Canada and the Government of
Denmark, as well as contributions from the countries participating in the meetings of
the G-24.
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Abstract

The paper addresses three key issues raised by the G-7 in its proposals in 2001 to
reform the multilateral development banks: (i) the restructuring of the International
Development Association (IDA), with a part of its lending in the form of grants rather
than loans; (ii) the harmonization of procedures, policies and overlapping mandates
among multilateral development banks (MDBs;) and (iii) the volume of support by MDBs
for global public goods (GPGs) and the rankings and priorities among them.

The paper argues that while in principle shifting a fraction of IDA’s resources to
grants can address some of the problems associated with loans, these gains are limited.
At the same time it poses long-term political risks for the World Bank. Moreover, the
paper cautions that the more fundamental problemwith IDA isthe manner in which the
IDA Deputies — the representatives of the donor countries — have been making policy
decisions relating not just to IDA but also to the institution as a whole. The result has
been a creeping constitutional coup that has fundamentally subverted the role of the
Executive Board in the institution’s governance. The paper also questions whether
developing countriesin their quest for a larger IDA may not be sacrificing their larger
interests in the global system.

With regard to GPGs, the paper questions the degree to which the Bank’s research
contributesto GPGs. It arguesthat thereislittle analytical and empirical evidence that
the G-7's priorities for GPGs would maximize the well-being of the poor relative to a
host of notional alternatives. With regard to the harmonization of procedures and policies
among the MDBs, the paper supports the harmonization of procedures, especially those
related to procurement and financial reporting, while arguing that harmonization of
policies and overlapping of jurisdictions should not be formalized. The paper further
argues that increasingly stringent compliance standards of the international financial
institutions are imposing high financial and opportunity costs on their borrowers. It is
easy for the major shareholdersto insist on standards whose costs they do not bear. The
most inimical aspect of this pressure is that it has forced the Bank to shift lending
towards sectorswhereit haslittle compar ative advantage and away fromthe very sectors
where it does have compar ative advantage.
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DO AS1 SAY NOT ASI DO:

A CRITIQUE OF G-7 PROPOSALS ON REFORMING
THE MULTILATERAL DEVELOPMENT BANKS

Devesh Kapur*

. Introduction

In recent years, reforming the multilateral de-
velopment banks (MDBS) has engaged the attention
of a variety of blue-ribboned commissions and
groups. The most recent of these proposals were
made by the G-7 at its summit in 2001. A year later
the G-7 finally reached a consensus on the most con-
tentious of the proposals, namely the United States
insistence that IDA resources be provided as grants
and not loans. Considering the source, the G-7 pro-
posals are a so the most noteworthy. While most of
these reports and recommendations have focused on
the key MDB — the World Bank — others have fo-
cused on the MDB system and, more broadly and
ambitiously, theworkings of theinternational finan-
cial system. The principa recommendations of these
different reports, including the G-7's recommenda
tions, are summarized in the Appendix.*

Thispaper first addressesthree key issuesraised
by the G-7:

1. Therestructuring of IDA, withapart of itslend-
ing in the form of grants rather than loans.

2. Harmonization of procedures, policies and
overlapping mandates among MDBSs.

3. The volume of support by MDBs for global
public goods (GPGs) and the rankings and pri-
orities among them.

But like the dog that did not bark, the G-7 pro-
posals are just as interesting for the issues they are
silent on, as for those issues they emphasize. This
paper highlights three omissions: (i) the Bank’s re-
search and whether it contributes to GPGs, (ii) the
high transaction and opportunity costsof World Bank
lending and their implications for harmonization of
the MDBs procedures and policies; and (iii) issues
of governance and accountability that fundamentally
affect the “what” and “how” these institutions go
about their business. Finally, the paper examinesthe
structural realities of the developing countries, and
guestionstwo strongly held beliefs about the MDBs
that are deemed axiomatic. First, whether the MDBs
goal of poverty alleviation is best achieved by their
lending for socia sectors; and second, whether in
their quest for a larger IDA, developing countries
may not be sacrificing their larger interests in the
global system.

* The author is grateful to Nancy Birdsall, Gerry Helleiner, Robert Paarlberg, Richard Webb and Ngaire Woods for comments.
This paper was prepared with financial support from the International Development Research Centre of Canada.
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Renewed attention to the MDBs is occurring
in ageopolitical and economic context that presents
developing countries, especially the poorest ones,
with limited and bleak options. The end of the Cold
War removed much of the rationale for foreign aid
and recent studies questioning its efficacy have fur-
ther vitiated the atmosphere for foreign aid. The
steady decline of bilateral foreign aid has correspond-
ingly increased financial pressures on multilateral
institutions. Asaresult, multilateral institutionswith
greater financial autonomy, in particular those less
dependent on direct appropriations of public funds,
have becomerelatively moreimportant. Since aswift
responseto crisis requiresrapid access to additional
financial resources, the increased financial strin-
gency coupled with an increase in disasters and cri-
ses, both natural and man-made, has enhanced the
“liquidity premium” of multilateral institutions.
Consequently, multilateral institutionsthat can com-
mit new resources rapidly without recourse to budg-
etary appropriations from member governments —
essentially the international financial institutions
(IFls) — are becoming more important, and conse-
quently more proneto political pressure from major
shareholders. As aresult, the MDBs' status as mul-
tilateral institutions is facing greater stress.

The devel oping countries themselves are more
divided than ever. The compact between the larger
and stronger developing countries and their weaker
counterparts has weakened considerably. Weaker
developing countries have few options and are less
unwilling to be bought out. The stronger ones are
less willing to spend their political capital to speak
for theformer, forcing them to agreeto international
rulesfor even less. The result has been adownward
spiral of the capacity for collective action by devel-
oping countries. The larger developing countries
have implicitly taken the foreign policy advice the
late Deng Xiaoping gave his compatriots as he
launched China on its growth path more than two
decades ago: “keep a cool head, maintain alow pro-
file, and never takethelead” . Just as China, shedding
Maoist exhortations of pursuing a “revolutionary
foreign policy” aligned itself with the United States
at the turn of the 1980sin pursuit of hard-nosed na-
tional interest, the larger developing countries
(Brazil, China, India, Mexico, Pakistan, to name a
few) arelesswilling to expend their political capital
championing “Third World” causes.

The structural reality that developing country
preferences are more heterogeneous than before and

the resulting collective action problems among de-
veloping countries (as exemplified also by the G-24)
must be kept in mind in examining the G-7 propos-
as. Any alternative to the G-7 proposals must be
seento bein the interest of borrowersfrom both the
hard and the soft windows of the MDBs. Else the
recurring reality of fragmented devel oping country
interests will result in the G-7 proposals once again
carrying the day.

1. IDA and the“aidization” of the
Bank

With regard to IDA the United States called for
an increased use of grants within IDA-13 and are-
view of lending terms for the blend countries, such
that thetermsfor blend countries are hardened while
those for the IDA-only borrowers are further sof-
tened. The issue proved deeply contentious among
the G-7 and other donors, but when eventually the
IDA-13 replenishment was approved in mid-2002,
it was agreed that between 18-21 per cent of itsover-
all resources, SDR 18 billion, of which approxi-
mately SDR 10 billion was in new donor contribu-
tions, would be provided in the form of grants.

At first glance the idea that IDA resources be
provided intheform of grants (instead of soft [oans)
seems obviously worthy of strong support. However,
astrategic review of what IDA hasdoneto the Bank,
and by implication the developing countries, might
give pause. The creation of IDA transformed both
the scale and content of the World Bank’s opera-
tions. On the one hand it hel ped finance repayments
to the International Bank for Reconstruction and
Development (IBRD) while also mitigating pressures
on the IBRD to make loans to countries with low
creditworthiness. It also made the Bank less risk
averse and more willing to experiment, especially
in sectors that were more poverty-oriented. At the
sametime, IDA expanded the institution’s adminis-
trative budget, further softening what was already a
not very hard budget constraint. The institution now
had administrative resourcesto undertake aplethora
of studies, analysis, reflections, conferences—all of
which leveraged it head and shoulder above any
aternative by the mid-1970s.

But what IDA gave to the Bank in the short
run, it took away in the long. In particular, IDA re-
duced institutional autonomy and fundamentally
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subverted the institution’s governance. The market-
based autonomy that the IBRD had gained for itself
began to be eroded slowly, but surely, by the public
fundsthat werethe mainstay of IDA. The seedswere
contained in the replenishment procedures of IDA —
its periodicity and burden-sharing procedures —
which rendered it extremely susceptibleto the good-
will of mgjor shareholders. In any burden-sharing
scheme, the most powerful member sets the tone.
From the late 1960s onwards, as the United States
began along process of reducing itsfinancial share,
other donors began to link their contributionsto that
of the United States—which paradoxically increased
the bargaining power of United States even as its
contributions declined. The periodicity meant that
every three or four years, new demands could be
made of the institution. The peculiarities of the
United States budgetary process, wherein annual
Congressional authorizations were an additional
chokepoint, not only ensured that the exercise be-
came perennial but further enhanced United States
influence. Slowly but surely IDA becamethetail that
wagged the Bank dog with increasing vigour.

Through the 1960s and especially the 1970sthe
Bank managed to secure increases in IDA while
maintaining a considerable degree of operational
autonomy. Thisstate of affairsbegan to changefrom
the early 1980s onwards when the United States be-
gan to exercise its musclein amuch more unilateral
and pre-emptory manner. Any occasion when the
World Bank Group asked its shareholders for addi-
tional funds was now seized by its non-borrowing
shareholders as an opportunity to exercise leverage.
Since capital increases for the IBRD, International
Finance Corporation (IFC) and Multilateral Invest-
ment Guarantee Agency (MIGA) were increasingly
rare, i.e. just twice eachinthelast two decades, IDA
repleni shments became the principal mechanism for
exercising leverage. The Bank both oversold the
benefits of IDA and complied with each additional
demand. The many small and poor devel oping coun-
tries, desperate to obtain any money, signed on to
conditionalitieswithout much intention and even less
capacity to see them through. Other governments
soon began to imitate the United States and donor
interference in Bank decision-making increased in
the 1980s. IDA-9 was particularly significant com-
ing asit did at the end of the Cold War. IDA Deputies
explicitly linked IDA replenishments to changesin
the World Bank Group’s policies. Asaresult thelo-
cus of major policy decisions de facto shifted from
the IBRD’s Executive Board — the body charged by

its Articles to make policy decisions — to the IDA
Deputies, and by extension to the richer countries.
It is aso one reason why donor countries have re-
fused to lengthen the replenishment cycle of IDA
from three to five years as called for in the initial
guidelines, since that allows the Bank to be kept on
ashorter leash (Kapur et al., 1997, footnote 19).

Financial autonomy is the key to bureaucratic
autonomy and a lack of it can be a crucia instru-
ment to leverage change. Indeed, the IFIS relative
financial autonomy from their member governments
annual or biannual budgetary vicissitudes has been
central in giving them greater salience relative to
the United Nationsfamily. Astheinternational com-
munity tried to give developing countries greater
financial resources, IDA’s — and hence the Bank
Group’s—reliance on governmental fundsincreased.
This not only amplified the power of major share-
holders but also resulted in a greater role, most
acutely in the United States, of thelegislative branch
and non-government actors. Given the reality that
“the dynamics of the transnational advocacy proc-
ess itself campaigns to focus on available pressure
points — for example, in the case of United States
environmental non-governmental organizations
(NGOs) lobbying the United States Congressto pres-
sure the Bank” (Fox and Brown, 1998: 15) what is
made “available” whether by Congress or another
legislatureishardly necessarily designed to enhance
thewelfare of poor countries. To beginwith, indirect
channels of United States influence are unsurpassed
relative to any other shareholder: the much higher
percentage of Bank staff educated in the United
Statesthaninitsearly years; the shaping of key Bank
policies by awide array of United States non-gov-
ernmental actors—academia, think-tanks, NGOsand
thelike—anatural corollary both of theinstitution’s
geographical location but also the intellectual
strength of United States institutions.

Many of the latter factors had been true
throughout the Bank’s history. But with the end of
the Cold War and the withering of United States bi-
lateral aid programs as well as the Bank’s own
perceived vulnerabilities, they exercised substan-
tially greater influence in the 1990s. The stress on
“participation” worked in favor of the United States
vis-a-vis other countries, particularly in policy for-
mulation. Participatory institutions can often yield
highly inequitable outcomes as a result of the in-
equality of the participation process in already
unequal settings, resulting from unequal conscious-
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ness of needs and the unequal ability to articulate
demands or transform these demandsinto decisions.
While the growth of NGOs is, on balance, a wel-
come trend, with thousands of NGOs globally to
choose from, it should come as no surprise that the
agenda of only the most vocal and mediaand politi-
cal-savvy matters.

This review of IDA holds several lessons for
evaluating the G-7 proposals. At one level, the be-
lief that a switch to grants will necessarily improve
developmental prospects has weak analytical and
empirical foundations. The debt problems of the
heavily indebted poor countries (HIPC) occurred for
a variety of causes ranging from the Cold War to
egregious domestic leadership to exogenous shocks
to poorly designed and executed foreign aid poli-
cies, not because IDA was not an outright grant.
There is, however, a case to be made for the move
fromloansto grantsin that it would help ensure that
these IDA funds do not become part of the endless
merry-go-round of debt servicing, if HIPC isimple-
mented. However, budgets are fungible and external
resources, no matter what their terms, will be used
for debt servicing, whether past or future, if thereis
adebt overhang. It isnot clear in those cases where
IDA resources are made available to governments
asgrants, if they would be conditional on these coun-
tries not taking on any other forms of external debt.
Such a conditionality would significantly increase
the leverage of IDA vis-a-vis the borrowing coun-
try. However, in its absence, there is a danger that
the IDA grants may simply end up servicing aloan
from some other creditor.

Perhapsthe strongest argument for grantsisthat
it makesit easier to fund projects and programs run
by non-governmental actors which is important in
“failed states’ or states where the government is
clearly not interested in the welfare of its citizens.
However, IDA'sarticlesaready permit lending with-
out government guarantees, and although the
institution has scarcely exercised thisoption, it could
move further in this direction, without a shift from
credits to grants. There is avalid apprehension that
if the grants were used simply to go “around” gov-
ernments, it would further underline poor country
governments. But a small amount used as venture
capital for activities with a high social but low pri-
vate rate of return would encourage innovation and
competition and not undermine the already strained
resources of the state.

The most contentious debate on the use of IDA
as grants has been around the criticism, especially
by the European countries, that a move to grants
would jeopardize the Bank’s long-term finances.
Birdsall (2002) has countered by arguing that “it
would be a decade before the change made a differ-
ence to the Bank’s balance sheet (since even IDA
loans have a 10-year grace period before any repay-
ment begins) and it would be 20 or moreyearsbefore
the amount of foregone loan repayments became
substantial”. However, the logic of this argument
holds both ways: if the “lost” resources would be
marginal to the Bank’s balance sheet, the countries
are unlikely to see more than marginal additional
resources over the next decade and very littlein the
subsequent decade as well.

Probably the biggest risks of grants stem from
their long term consequences for the political au-
tonomy of the Bank. Increasing grantswould reduce
reflows. Asaseries of IDA briefing notes that were
prepared for IDA-13 has made clear, the principal
implications of grantsisthat thelong-term financial
future of IDA is much bleaker, especially after a
decade. This stems from the fact that just over half
of IDA resourcesarefrom fresh donor contributions,
i.e. 55 per centinthe case of IDA-13. Another 10 per
cent are from transfers from IBRD net income and
the rest are from repayments of earlier loans. Given
the reality of development over the past four dec-
ades, one would need to stretch credulity to believe
that the need for IDA (or some equivalent) would
severely drop after a decade. It is equally unlikely
that the additional funds to supplement the loss of
reflows to IDA would be easily forthcoming. Con-
sequently thiswould either increase the dependence
on donor contributions, making the Bank more sus-
ceptible to pressure from major countries, and/or
increase the pressure on IBRD borrowers to agree
to a sharp increase in loan charges to make for in-
creased net income and thereby transfers to IDA.
Indeed, the IDA-13 draft document makes it clear
that the IDA Deputies “ placed great importance on
continued and substantial transfers to IDA and the
HIPC program out of available IBRD net income
during IDA-13" (para. 5).

The grant proposal also has a potential to
deepen an emerging rift between IBRD and IDA
borrowers who would naturally be inclined to sup-
port the G-7 proposals. Asthis paper discusseslater,
IBRD borrowersareincreasingly paying ahigh price
— in the form of higher financial costs and much
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higher transaction and opportunity costs — for the
institution’s IDA fix. Theroot of the problem isthat
policy decisions relating not just to IDA but aso to
theingtitution asawhole areincreasingly being made
by the IDA Deputies. The Bank’s bureaucracy has
been awilling accomplice because the institution is
empowered by IDA resources. Theresult hasbeen a
creeping constitutional coup that has fundamentally
subverted the role of the Executive Board in thein-
stitution’s governance. Devel oping countries should
insist on scrapping the mechanism of IDA deputies
in future as a condition for accepting IDA-13. Fur-
thermore, IBRD borrowers should if anything
sharply reduce the amount transferred to a fund
where, despite their financial contributionsthey are
shut out from the policy making process. Instead of
placing transfersfrom IBRD net income in the gen-
eral IDA pool, these funds should be used for global
public goods that benefit poor people more gener-
ally (as distinct from poor countries). These funds
could also underwrite the Bank’s role as a venture
capitalist to support socia entrepreneurship which
benefit poor people in both IBRD and IDA coun-
tries. A good example of the latter isthe innovative
Development Marketplace program launched by the
Bank afew years ago. Through this program which
annually provides between $3-4 million the Bank
has awarded more than $12 million in start-up fund-
ing for social entrepreneurswith previoudly no access
to Bank funds.? If the Bank were to ratchet up fund-
ing for the program (say by 20 per cent ayear for the
next five years), the welfare implications for the
world’'s poor would very likely be better than the
status quo distribution of soft funds.

[11. Governance and accountability

Debates on governance and accountability of
the IFIs have focused on the borrowing countries
and on the IFlsthemsel ves. Governance and account-
ability in the major shareholders and “donors’ has
been glossed over. The governance structures of the
Bretton Woods institutions had tried to balance
power, represented by larger shareholdings, with
accountability, intheform of larger financial contri-
butions to the IBRD’s capital. Over time, financial
trendsin the|BRD led to aweakening of thislink to
the extent that today, the marginal cost of influence
isvirtually negligible. Although the link is stronger
in the case of IDA, even here with the growth of
reflows thislink has weakened aswell. It isthis de-

linking of power from accountability that has cre-
ated aform of moral hazard that has emerged as the
critical governanceissuein al IFls:2

The design of Bretton Woods had built-in ac-
countability of major shareholders by imposing a
larger financial burden on them through larger cash
outlays and contingent liabilities. Over its history,
asthe MDBsfinancial strength grew and took firmer
roots, the cost of “ownership” fell: easier access to
capital markets and comfortable equity reduced the
need for additional paid-in capital, and higher re-
serves and the track record on defaults diminished
the risks to the callable part of subscribed capital.
Asaresult, the influence that came with ownership
has become | ess expensive—indeed amost cost-free
— and therefore more attractive. If capital increases
inthe MDBs arereally that much of aburden (rela-
tive to the benefits of influence), then the major
shareholders should only have been too happy to
agreeto areductionintheir shareholding. Thefierce
intensity of disputes centered on even slight changes
in capital share underscores the reality that the cost
of influenceis practically zero.

The growing disjunction between influence and
accountability in the case of major shareholdersand
donors has become particularly problematic in the
case of the World Bank. Thus, transfers from IBRD
net income to IDA allow major shareholders to re-
tain the power of their voting sharesover IDA while
limiting their financial outlays. The Bank transferred
$150 million from its net income towards the capi-
tal increase of the affiliated Multilateral Investment
Guarantee Agency (MIGA) in 1998. This transfer,
which took place even as the Bank’s management
lamented the declining trend in net income meant
that, in effect, IBRD borrowers paid for the Bank’s
non-borrowersto retain their voting power in MIGA.

The G-7 report understandably makes no men-
tion of the governance of the MDBs and their own
accountability for how they govern and pressurethe
MDBs. The rhetoric on the importance of govern-
ance and accountability of the M DBsand developing
countries is in stark contrast to their determination
that they not be subject to these same standards. This
paper has argued that IDA has increasingly served
to subvert both the governance of the World Bank
aswell asthe donors' accountability sinceit allows
them to distance themselves from any developmen-
tal failures. These are inevitably attributed to the
Bank and/or to borrowers but never to donor fads
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and political pressures. The Bank is hardly blame-
less, but it has also become a convenient scapegoat.

IDA donors (who are aso the principal share-
holders) have been particularly adept at shifting
blame to multilateral institutions when the terrain
getsrough, as the United Nations learnt in Somalia
and Bosnia, and the Bank would learn in Africa,
Bosnia, Gazaand Russia. It must be emphasi zed that
the Bank’s policy prescriptions and operational
stances are all approved —more or less unanimously
— by the Bank’s owners, exercising their preroga-
tives through the executive directors. Even more, as
was the case with the instructions of the IDA Depu-
tiesinthe context of IDA replenishments, many were
imposed on the institution by its major sharehold-
ers, for avariety of domestic reasons. Therecord on
thisis unambiguous. Consequently, to whatever ex-
tent the Bank has“failed”, it isthe wider Bank —its
management, Board and, above all, its major share-
holders — that bears the brunt of the responsibility.

Thus even as donors insist on “increasing se-
lectivity” and urge the Bank to be more flexible and
not be weighed down by bureaucratization, each IDA
replenishment comes up with new objectives. These
areimposed on theinstitution as awhole, including
the IBRD, even as the donors sing hosannas on
the importance of borrowing country “ownership”.
Observers of government bureaucracies have long
recognized that multiplicity of missions impairs
bureaucratic incentives and erodes institutional au-
tonomy.* Insisting on high standards on multipleis-
suesis at best pointless and in al likelihood inimi-
cal in countries with extremely limited institutional
resources. In retrospect this was the case with the
WTO agreements which were an “inappropriate
diagnosis and an inappropriate remedy, one incom-
patible with the resources they [developing coun-
tries] have at their disposal” (Finger and Schuler,
1999). It has become the case with IDA aswell. The
donorswould like IDA to put greater stress on post-
conflict countries, an eminently sensible idea. But
to ensure that the funds will be spent wisely, there
are all sorts of progressindicators—no less than 29.
IDA-13'srecommendationg/actionstotal no lessthan
53 (one of which is“increasing selectivity”). To the
many noble goals has been added the laudable ob-
jective of “anti-money laundering” with the Depu-
tiesstressing that IDA “should help borrower coun-
triesimprovetheregulatory and supervisory systems
for the financial sector, strengthen the legal frame-
work for combating money laundering and similar

crimes, and promote transparency and good govern-
ance principles (para. 57)”. One might have thought
that given the existence of other institutions with
greater expertise and work in the financial sector,
such asthel MF and the Financial Action Task Force,
an institution whose core function is poverty reduc-
tion would be atad more focused. Many of the same
donorsthat insist on “ curbing non-productiveinclud-
ing [excessive] military expenditure reviews’ are
aso the ones that line up on arms sales.

A reading of the IDA-13 document makes it
clear that the need to feel good and be seen to do
good has vastly outstripped any sense of realism.
This can only happen in a context where account-
ability isseverely asymmetrical; while donors cannot
be held accountablein any substantively meaningful
sense, recipients have to live up to 59 “recommen-
dations’ over the next three years. An additional
problem arisesfrom thefact that unlesstargets match
underlying objectives precisely, they tend to create
contrary incentives. They divert innovation from
productive enterprisesto the pursuit of targets. When
the measure becomes atarget, it ceasesto be agood
measure. The solution is not to produce yet more
prescriptiverules, but unfortunately that is precisely
what has happened.

That matters have cometo thisreflects, at |east
in part, the failures of the institution’s management
and Executive Board. The Board, long deprived of
real power both by management and by their
countries, has done little to improve governance,
handicapped by the fact that few members appear to
rise above the parochia interests of their constitu-
encies to dwell on long-term institutional interests.
Its calibre is often indifferent, with appointments
from devel oping countries often reflecting complex
political compromises both within countries aswell
among constituencies. Nominally, the Bank’s prin-
cipals — its Executive Board — act on behalf of the
members to exercise oversight. But built-in struc-
tural features of the Board — ranging from the
frequency of rotation for Executive Directors to
widely varying agendas— make itstask of oversight
difficult (Naim, 1996). While asymmetric informa-
tion between principals and agents can strengthen
the agent’s hand, the problem is particularly acute
in the case of the Bank, where differing interests
among principals and the inherent ambiguities in
ascribing specific outcomes on the ground to spe-
cific institutional actions further strengthen the
agents’ hands. In any case, borrowing country mem-
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bers of the Board are both principals and agents,
which leads them to oppose, or at best reluctantly
support, tight budgets.

Theroots of this attitude lie in a collective ac-
tion problem. Borrowing countries are individually
unwilling to publicly cross swordswith management
on the budget, fearing that their programs will be
singled out to bear the burden of cuts.® They arealso
wary of subjecting loansto critical analysis fearing
that “what goes around comes around”.® Consider
for instance the recent (January 2002) announcement
by President Wolfensohn at the Afghanistan recon-
struction donors conference in Tokyo that the Bank
would commit $500 million for the reconstruction
of that country. That decision was announced with-
out the approval of the Executive Board, even though
asum of that magnitude is bound to have repercus-
sionsfor other IDA countries. Despite strong private
reservations, publicly the Executive Board simply
rubber-stamped the decision, given the political sen-
sitivity of the issue.

A different tack in shaping institutional priori-
ties has been the use of “trust funds’, by some do-
nors. By supplementing the institution’s budgetary
resources, countries have sought to influence insti-
tutional priorities and governance by bypassing the
Bank’s budgetary process.” To the extent that budg-
ets reflect the priorities of an institution, the grow-
ing share of off-budgetary fundsin financing admin-
istrative expenses changes micro-incentives within
organizations. It provides a mechanism for change
from below, even when change from above is sty-
mied by the lack of change in formal institutional
governance structures. But Trust Funds are funda-
mentally aform of off-balance sheet financing. And
as Enron has proven, while off-balance sheet trans-
actions offer considerable flexibility and foster en-
trepreneurship, their very seductiveness can carry
large risks. And in this case, the risk is the govern-
ance of the Bank itself.

V. Harmonization and cost of lending

The G-7 has called for greater MDB coordina-
tion and harmonization in policies and procedures.
Itisindeed surprising that in avariety of operational
areas, ranging from procurement to financial and
audit procedures, even today the MDBs do not have
common procedures. In this specific regard the G-7

proposals can only bewelcomed, and it isameasure
of the collective action abilities of devel oping coun-
triesthat even on anissue of such obviousimportance
they have been unable until now to pressthe MDBs
to do more in this direction.

However, the G-7 call for harmonization goes
beyond procedures to encompass policies as well.
In particular, the G-7 is pressing for reducing the
operational overlap among the MDBs as well as
imposing common and higher standards in MDB
policies, with the World Bank serving as the yard-
stick. For a variety of reasons, the G-7 has been
unable to get the regional development banks to
adopt as stringent safeguards asthe World Bank was
forced to adopt due to the pressures by the environ-
mental NGOs and the United States Congress, using
IDA asleverage (table 1).

At one level, pressure from the G-7 for the
MDBsto identify their comparative advantages and
provide justification for any overlapping seems an
obvious way to cut flab from the MDB system. It
would also be in concordance with the general con-
sensus on the benefits of decentralization, with the
MDB system reconfiguring by promoting the prin-
ciple of subsidiarity allowing greater resources and
responsibilities to devolve to regional (and sub-re-
gional) organizations. And more coordination is
usually better, especially in countries with limited
coordinating capabilities.

But at the same time it is curious why, if com-
petition is deemed so virtuous in economic and
political markets, “planning” and not competitionis
the preferred solution to restructuring the MDB sys-
tem. The argument that competition (or institutional
overlap) isundesirable in the case of public institu-
tionshasweak analytical basis. Consider for instance
theories of “polycentricity” (Ostrom et al. 1961;
Ostrom 1999) where apolitical system has multiple
coexisting centers of decision making that are for-
mally independent of one another. In practice,
however, they may function independently or form
interdependent links, and they may support or thwart
each other. However, the interdependence follows
some set of general norms and can thus be some-
what predicted. In such systems, this ordered set of
relationships underlies and reinforces the fragmen-
tation of central authority and overlapping of
jurisdiction that would otherwise be deemed cha
otic. Thefragmentation of authority inherent in such
a system is often seen to be inefficient (most nota-
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Table 1

POLICIESOF THE WORLD BANK AND OTHER MULTILATERAL DEVELOPMENT BANKS

European
African Asian Bank for Inter-American
Development  Development  Recongtruction  Development  World Bank/

Safeguard area Bank Bank and Development Bank IDA
Environmental assessment Guideline Policy Policy Guideline Policy
Forestry Policy Policy NR Policy Policy
Involuntary resettlement NR Policy NR Policy Policy
Indigenous peoples Policy Policy NR Guideline Policy
International waterways NR NR NR NR Policy
Dam safety Guideline Guideline NR NR Policy
Natural habitats NR Guideline NR NR Policy
Pest management Guideline NR NR NR Policy
Cultural resources Guideline Guideline NR NR OPN

Projectsin disputed areas NR NR NR NR Policy

Source: |IBRD 20014, table 3.

Note: NR: No Requirement; OPN: Operational Policy Note (in process of being converted into a policy).

bly in the case of metropolitan politiesin the United
States where the theory was first applied) with the
presence of various governmental bodies at differ-
ent levelsand overlapping jurisdiction leading to the
phenomenon of too many governments but too little
government. In practice, however, it has been dem-
onstrated that polycentrism can be as, if not more,
efficient than monocentric political systems, espe-
cialy in the provision of public goods.

Another desirable feature of overlapping man-
datesisthat given the limited “voice” option avail-
able to poor countries in the IFIs, exit is the only
weapon of the weak. Even then for a mgjority of
poor countries exit is not alow-cost option — alter-
native mechanisms for acquiring legitimacy in the
absence of voice do not exist. The “market” for in-
ternational organizations is for the most part not
contestable except in the few areas where both re-
gional and global institutions exist. “Forum shop-
ping” allows borrowers to have at least a modicum
of choice between aregional development bank and
the World Bank and harmonization can be slippery
slope to cartelization.® For developing countries,
overlapping (especially vertical) jurisdictions are
preferable to non-competing cartel-like clauses.

That the MDB system is a high-cost system is
not in doubt. But the costs are not just because of
institutional overlap. They are also due to over-
regulation of the MDBs, and are manifest in borrow-
ersfacing higher budgetary expenditures, higher bor-
rowing rates and higher overall borrowing costs.
Furthermore borrowers also face high opportunity
costswith lending dwindling in sectorsand programs
because of substantially greater transactional costs.

The regulatory burden is most onerous at the
World Bank. There is no disputing the reality that
many Bank projects have had problemsand in some
cases have created serious problems, both ecologi-
cal and human. But there is another reality wherein
the Bank isasmall actor whose efforts for the most
part have been dwarfed by much more powerful
forces—whether the sheer scale of demographic pres-
sures; the rising material aspirations of billions of
people; the informatics revolution, external shocks
both political and economic; technological scaleand
itsown smallness (other than in the small poor coun-
tries). The physical and human costs of poor policies,
poor investments and poor national leadership and
the meddlings of the super powers have vastly
exceeded the worst efforts of the World Bank. In
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contrast, the benefits of the efforts of MDBs in per-
suading borrowers, donors and the private sector to
eschew white elephant projects are seldom visible.

Beset by external pressures, the Bank has cre-
ated innumerable safeguardsto ring-fenceitsalf from
risk. The additional administrative costs of these new
safeguard/fiduciary policies were estimated to be
about $81 millioninfiscal year 2001. Borrower costs
in meeting these requirements were estimated to be
$118-$215 million (IBRD 20014, tables 1 and 2).
But adifferent cost might be the most expensive for
developing countries in terms of its development
impact — the changing composition of lending. In
the last five years, Bank lending for infrastructure
has declined sharply —for electric power and energy
from $2 billion to $0.75 billion; for transportation
by 28 per cent over the same period; and for water
and sanitation by 25 per cent. It is noteworthy that
the decline began when the Inspection Panel was
formed. |s there a connection?

Inall international organizations, the principals
(national governments) delegate a task to an agent
(the Bank) but with imperfect information about how
the agent is going about it. While shareholders need
to monitor the Bank to ensure that it is going about
it in the way they want, the institution has better
information than anyone else on how good ajobitis
doing. Since the mid-1980s, avariety of well publi-
cized Bank project disasters led to mounting
skepticism about the ability and willingness of the
Bank to monitor itself and eventually resulted in the
creation of an independent |nspection Panel despite
the presence of two internal monitoring mechanisms
(Internal Audit and the Ombudsman) and one quasi-
independent one (OED, the Operations Evaluation
Department). The common assumption was that in-
creased public scrutiny would keep the institution
honest and save the world's poor from the depreda-
tions of the institution.

However, as Prendergast (2001) has argued,
external monitoring may be no better because out-
sidemonitors (independent overseer departments, the
press and so on) rely on complaintsto initiateinves-
tigations. This means that the activities of the
Inspection Panel will be skewed towards caseswhere
complaintsarefiled. Thiswill invariably bein cases
where the project was poorly conceived and/or ex-
ecuted (and even there they may not all bejustified),
not the cases where good projects were incorrectly
not pursued.

In the absence of full information available to
the external overseers, Bank staff now face what
appears to be a perverse choice: aggressively push-
ing loans at therisk of individually bearing the costs
of complaints brought by outsiders, or letting things
dlide in the knowledge that the costs of loans for-
gonewill be borne by the country, and any resulting
criticism (e.g. stagnant lending) will be borne by the
institution collectively, and not by them individu-
ally. This does not mean that institutions such asthe
Inspection Panel were necessarily aretrograde step,
but rather that monitoring agents in the public sec-
tor, where outputs are often by their nature unclear
and diffuse, are more complex than it may appear.
Moreover, since the mandate of the Bank’s Inspection
Panel explicitly rules out investigating inappropri-
ate mgjor-sharehol der pressure on Bank management
and staff, its policing role isinherently limited.

The concern with quality is not the issue. But
there are trade-offs and while the changing pattern
of Bank lending may satisfy major shareholdersand
their civil society, all of them enjoy the privileges of
theinfrastructural servicesthat the Bank isnow wary
of supplying to developing countries. The Bank’s
involvement in infrastructure projects, more often
than not, reduces both the scope of corruption and
inappropriate policies, which can result in substan-
tial costs on a country. It is a measure of the power
of donor country interest groups that, in contrast to
environmental costs, these opportunity costsare sel-
dom highlighted even though their impact on the poor
could well dwarf environmental costs.® Moreover,
the multiple safeguards have turned the Bank to a
high cost operation whose administrative costs have
little to do with lending, and a lot to do with the
bells and whistles that keep many other constituen-
cies satisfied. Of the $1.44 billion administrative
budget for fiscal year 2001, “client services’ were
$564 million, lessthan 40 per cent of thetotal budget.
“Lending” (i.e. project preparation) was just 6.5 per
cent of the total while expenditure on the corporate
secretariat itself was $67 million, more than two-
thirds than that on lending! The rest reflects major-
shareholder driven mandates (whether directly or
through their “stakeholders’) and presidential pro-
clivities which are not challenged by IBRD bor-
rowers.'°

The individual interests of al concerned par-
ties have meant that opposition to this change has
not occurred. IBRD borrowers have worried about
private costs, management and staff about their live-



10 G-24 Discussion Paper Series, No. 20

lihood, and major shareholders and western NGOs
about theloss of auseful mechanism for putting pres-
sure on borrowing governments. Magjor shareholders
in particular have used their control rights to secure
their particularistic objectives. By caving into such
pressures, the Bank has raised its transactions costs
and undermined an important comparative advan-
tage built over the years: one of the finest global
financid intermediaries, which isbeing under-utilized
in the interests of the developing countries.

V. Global public goods

The IDA Deputies and the G-7 have pressed
the Bank to focus on GPGs, and have asked that
“fighting infectious diseases, promoting environmen-
tal improvement, facilitating trade and promoting
financial stability” bethe“MDBsmain prioritiesin
thefield of GPGs’. Thereis little evidence on why
this list, and not some other, might be the institu-
tion’spriorities. Despite much ado about GPGs, there
is little substantive analysis that would help rank
global public goodsin order of their relative contri-
bution to global welfare. Thisanalytical hiatus gives
both principal s (the Bank’s major shareholders) and
agents (the Bank’s management and staff) greater
discretion. It allows them to press for private inter-
estsin the guise of GPGs. With foreign aid budgets
declining and the remaining budgets further con-
strained by bilateral objectives, the resources of the
World Bank — whether its administrative budget or
its net income — have been viewed as a cash-cow by
interest groups wishing to finance both genuine
GPGs aswell as narrower private goods.

At the same time, in seeking to reinvent the
Bank’s public image, its management and staff may
tend to label al kinds of activities or “networks’ as
GPGs, meriting involvement on the basis of themoral
claimsthat public goodsinvoke, and their ready slo-
gan-appeal for Northern taxpayers. While many
initiatives certainly do meet the criteria of public
goods, the management a so includeswhat one might
call “Potemkin GPGs’. A good example was the
Bank’sinitiative related to the World Faiths Devel-
opment Dialogue. The burden of financing GPGsin
the case of the World Bank has fallen increasingly
on IBRD borrowers. Itisindeed truethat IBRD loans
have a subsidy element in that they are cheaper than
market alternatives, but that is due in large part to

the much lower default rates of IBRD loans and
higher transaction costs faced by borrowers.

In recent years international financial institu-
tions have withessed a perceptible shift in burden
sharing, with borrowers now picking up a greater
part of the burden. The World Bank provides an ex-
cellent case in point. Over the past half century, the
IBRD haswitnessed a steady downward trend in the
share of usable capital in total usable equity —more
than two-thirds of its usable equity now comesfrom
retained earnings and less than a third from usable
capital. However, control rights have essentially
remained unchanged in these institutions. Conse-
quently, the prioritiesimplicit in the selective support
of global public goodsreflect historical control rights
inthelFls, not the changing patterns of burden shar-
ing in the past three decades.

Isresearch a global public good?*

A critical feature of the IMF and World Bank
that distinguishes them from other international
organizations is an extensive (and expensive) com-
mitment to research. Developing countries for the
most part have not critically examined the IFls re-
search activities, be it the quantum of resources
devoted to research, the distribution of those re-
sources among different research activities or the
optimal institutional mechanisms to generate the
research. Consider for instance the following hypo-
thetical questions.

1. If the Bank’s and Fund’s budgets were cut by
half and the resulting savings were put into re-
searchin those diseases, agriculture, and energy
technologies that are sui generisto poor coun-
tries, would the global welfare of the poor
improve or decline?

2. If the Bank were to double its funding for re-
search in the health sciences and halve the
expenditures in the social sciences, would the
global welfare of the poor increase or decline?

3. If theBank’sresearch activitiesweremore akin
to a National Science Foundation (NSF) type
funding activity rather than in-house research,
would developing countries gain or lose?

A large array of studies has demonstrated the
high rates of return in publicly funded research
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(Salter and Martin, 2001). The knowledge that in-
vestments in R&D have high rates of socia return
do not, however, provide any guidance either on
which areas to invest in nor the precise mechanism
to undertake thistask. Although most research show
high rates of return to public research, average val-
ues are of little use when deciding whether to
increase (or decrease) funding for public research
or what mechanism would yield the best results (re-
source allocation decisions require some sense of
marginal rather than average rates of return). More-
over, there is no anaytical framework that would
help answer if IFIs should themselves conduct re-
search, outsource it (by funding universities or
research centers), promote research joint ventures,
promote exchange of personnel or build research
networks.

The dilemmas are compounded by the reality
that research capabilities are located in the North
while many of the issue areas with the highest rates
of social return to public investmentsin research are
in resource-poor countries. Furthermore, even if the
World Bank were to outsource its research and fund
more research, what mechanisms should it follow?
In areas where research is under-supplied because
of severe market failures (such astropical diseases,
where pharmaceutical firmsdo not invest fearing that
were they to actually develop aproduct, they would
face severe public pressure to sell the product at a
price that would not justify the initial investment),
anovel mechanism is for public agencies to guar-
antee buying vaccines meeting predetermined speci-
fications for a certain price (Kremer, 2000).

But while a “tournament” approach has much
to speak for it, it doeslittleto build devel oping coun-
tries own capabilities. While this is not important
in those areas where delay has high human costs,
the issue is quite different in policy research. Con-
sider for instance the participation of researchers at
the flagship Annual World Bank Conference on De-
vel opment Economics. Astable 2 indicates, research-
ers based in developing countries are a very small
minority.

Thefiguresfor theAnnual IMF conference are
better, but only modestly (table 3). One exampleisthe
IMF' s conference on “ Second Generation Reforms’
in November 1999, which sought to understand “why
stabilization and structural adjustment programs of
the past, while successful in jump-starting econo-
mies, have not been able to ensure the quality and

Table 2

ANNUAL WORLD BANK CONFERENCESON
DEVELOPMENT ECONOMICS, 1995-2000

Location of affiliation

United Non-US Developing

Sates North countries  Total
Papers 57
Authors 58 15 3 76
Discussants 53 12 16 81

Table 3

ANNUAL IMF RESEARCH CONFERENCES,
2000-2001

Location of affiliation

United Non-US Developing

Sates North countries  Total
Papers 24
Authors 46 7 4 57
Discussants 22 2 2 26

sustainability of renewed growth”.? None of the
20 authors and discussants was based in a devel op-
ing country, the ostensible object of thereformsover
the past two decades. Thisis despite the reality that
development economics is for the most part a
peripheral field in mainstream economics.*®* The
mainline prestigiousjournals, all edited in the United
States, usually give articles with micro-data pains-
takingly collected in adevel oping country short shrift
(Bardhan, 2000). These journals act as gatekeepers
of knowledge as well as reputation, important for
the who, how and the what that dominates the IFIS
research agenda. For the most part this service is
positive, given the concentration of talent in these
institutions. But the fact is that unless a researcher
is part of thiscircuit he/sheis marginalized.

The meager representation of developing
country-based researchers in these conferences is
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powerful testimony to the production of knowledge.
And if knowledge is power, it underlies the power-
lessness of developing countries. It is true that the
| Fls organize conferences on issues in which there
are many more participants from the countries who
are the nominal beneficiaries of these exercises.
However, on subjectsthat have systemic (as opposed
to country-specific) implications, the contributorsare
invariably from a narrow base.

There are severa good reasons why concerns
on this score may not be warranted. First, there are
typically participants from developing countries in
these conferences. It just so happensthat their insti-
tutional baseisin the United States. Second, theidea
that one's analytical position is an isomorphic re-
flection of one'snationality and/or geographical base
is rather specious. Third, one could argue that the
IFls should only be drawing on the best talent to
understand difficult issues, and if it so happens that
thetalent is North American based, so beit. Fourth,
thefearsof lack of diversity are misplaced giventhe
vigorous debates and differencesthat are integral to
academic and intellectual culturein the United States
in particular. And finally, the skewed participation
may simply reflect the redlities of the global pro-
duction of knowledge, in which devel oping countries
themselves have played a not insignificant role by
running their own universities and knowledge pro-
duction systems to the ground.

However, there are groundsfor unease aswell.
For long, an important ingredient of East Asian suc-
cess was the “embeddedness’ of the state manifest
in “thick” networks of business-government rela-
tions. Following the crisis, the other side of these
networks became apparent in what was termed as
“crony capitalism”. Intellectual networks are simi-
larly double-edged. They reduce sel ection costs and
can serve as reputational mechanisms but can also
be proneto aform of “crony intellectualism”. There
is an inherent tendency to inbreeding, which has
negative consequences for biological species or for
intellectual advancement. Researchers, like other
societal groups, also have interests. From research
funding to access to data and visibility — research
involvement with the I FIs has substantial payoffs. It
also skews the priorities of research staff in these
institutions — the cognitive payoffs of delivering a
paper on Africa are substantially greater in Cam-
bridge, Massachusetts, thanin Coéted’ Ivoire. Inturn,
that meansthat the questions and methodol ogieswill,
at least at the margin, be such as to ensure that it

will be received well in the former, even though the
latter audience might have a different set of priori-
tiesasto research questions and have more at stake.

Animportant strategic benefit —and potentially
critical for devel oping countries—of publicly funded
research is the creation of capabilities, in particular
the vital linkage between research and the supply of
skilled graduates. To put it differently, the process
of research creates capabilitiesthat allowsfor better
consumption or use of knowledge. Additionally,
public funding of researchin different environments
plays an important role in the creation of diverse
options. The importance of diversity is particularly
important in the context of an uncertain future (Stir-
ling, 1998). Moreover, diversity may matter in and
of itself on the grounds that there should be at |east
a minimum degree of participation by those likely
to be affected by the consequences of the actions
resulting from ideas emanating from these institu-
tions. Diversity may also be important for its
instrumentality — it diversifies risk, a not unimpor-
tant criterion given limited knowledge and the
consequences of misplaced advice.

The virtual absence of researchers based in
developing countriesin the more prestigious devel-
opment conferences cannot be attributed simply to
exclusionary networks. Given the outpouring of re-
ports on key global debates involving the IFls, net-
works and reputation are critical screening mecha-
nisms. On both counts, abase in adevel oping coun-
try virtually ensures extinction. The developing
countries — especially the larger ones — have much
to answer for themselves, having failed to develop
and maintain reputational institutions in the social
sciences. The poor quality of devel oping country aca-
demic ingtitutions in the social sciences leads the
IFls to not only draw their research staff from uni-
versitiesin the United States which then creates re-
search networks between these staff and faculty in
those universities. But when these institutions want
to train and support devel oping-country students or
send their own staff for training, itisinvariably again
at United States universities.* Given the outstand-
ing quality of the latter, the short-run compulsions
of the Bretton Woods institutions are quite under-
standable, but their long-term consequences are in-
imical. These practices have strengthened already
strong research institutionsin the United Stateswhile
further weakening devel oping country institutions—
creating conditionsfor perpetuating the practice. The
process has generated a vicious circle with results
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that arein linewith models of statistical discrimina-
tion. The more the World Bank and the IMF in ef-
fect discriminate against researchers from devel op-
ing countries, the more the incentive of these re-
searchers to migrate out of the countries either to
these institutions themselves or to developed coun-
trieswhere their credibility is enhanced by their as-
sociation with a developed country institution, fur-
thering the decline of developing country research
institutions.

Indeed, in some issue areas, the quest for sup-
plying public goods at the global level may amplify
thedeficit at the national level. Agricultural research
isacase in point. According to one estimate, while
nearly a third of the hundreds of agricultural re-
searcherswho routinely attend the annual “Centres
Week” meetings of the Consultative Group on Inter-
nationa Agricultural Research (CGIAR) at theWorld
Bank were originally from developing countries,
only onein twenty were still actually affiliated with
developing country national research institutes or
universities.™> With donors viewing the building of
research capacity in developing countries as “elit-
ist”, research as a public good is seen to be better
supplied at the global rather than the national level.
However, it may well bethe casethat in areas ranging
from agricultural to economics research, develop-
ing country researchers faced with rewards that are
much greater in international rather than national
research organizations, gravitate towardstheformer.
Asaresult, while the supply of global public goods
(in the form of research in agriculture and econom-
ics) isreasonably adequate, the public goods deficits
at the national level, involving the production of
country specific knowledge, may be increasing.

Asaresult, ahalf century into “devel opment”,
devel oping countries seem quiteincapable of think-
ing for themselves on issues critical to their own
welfare, at least as measured by the lack of mean-
ingful contributions that would find a place at the
high seats of socia science research. What have the
Bretton Woods institutions donein thelast half-cen-
tury to build institutionsin devel oping countriesthat
could help them think for themselves?

For the most part the answer is “not much”.
Research is centralized in both institutions — and to
the extent that ideas shape agendas, centralized con-
trol of research isan excellent unobtrusive approach
to set the agenda. Large salary differentials offered
by theseinstitutions and devel oping country research

institutions (with the exception of some Latin Ameri-
can countries) meansthat they often draw out limited
talent in devel oping countries. Moreover, for nearly
two decades the | FIs have been chary of supporting
institutions of higher learning, directing resources
to primary and secondary education and justifying
this shift both on equity and efficiency grounds.
Foundations have & so joined the bandwagon against
supporting research institutionsin devel oping coun-
tries on the grounds that they were elitist and that,
instead, “grass-roots’ institutions needed more sup-
port. In both cases there was more than ample
justification for the shift — but in the process both
the IFIs and the foundations have thrown the baby
out with the bathwater. 1t has meant that developing
country researchersare by and largerestricted to data
collection and country specific applied work, inca-
pable of contributing anything meaningful to “big
ideas’ on debates ranging from global financial ar-
chitecture to second-generation reforms.

The IFIs have never seriously attempted to
subject these massive expenditures to rigorous rate-
of-return calculations. Admittedly the task would be
analytically difficult, but there are few incentives
within the institutions to do so. Arguably, if even a
third of this expenditure was instead redirected at
creating endowments for regional research centers
in developing countries, it is at least an open ques-
tionif thewelfare of those societiesmay not be better.
It may help developing countries to think for them-
selves — and take responsibility for the actions
resulting from their ideas —rather than be the peren-
nial objects of received wisdom.

Therhetoric of the Word Bank and IMF on in-
stitutions notwithstanding, they have been tepid in
supporting initiatives to develop research capacity
in developing countries, although over the last dec-
adethe World Bank has made some effortsto support
regional research centers.*® Kanbur (2001) has argued
that the World Bank’s research as a global public
good isundermined by itslack of independence, rea
or perceived, and without this independence, the
Bank’s research will always be found wanting as a
global public good.

The Inter-American Development Bank (IDB)
has been more creative in this regard. It has been
coordinating the Latin American Research Network
created in 1991, and funds leading research centers
in the region to conduct original research on eco-
nomic and social issues in Latin America and the
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Caribbean. The research topics are determined
through consultation with IDB and external profes-
sionals. The network annually sends requests for
project proposals to all of its 240 members on a
number of specific topics.Y’

The global development network (GDN) which
was supported by the World Bank and which has
now been spun off as an independent entity is an
interesting innovation aimed at linking researchers
and policy institutesinvolved in thefield of devel op-
ment. The network also aims at skill- and reputation-
building. Thisis a commendable effort, but its im-
pact will be largely felt on “within-country” policy
issues. This is undoubtedly important but it is un-
likely to address the problem of how developing
country researchers can overcome the high reputa-
tion barriers that exist on research and policies re-
lated to systemic issues. That requires a receptivity
and openness in the IFIs themselves which is struc-
turally difficult. Virtually al thelinksintheresearch
websites of the |Fls are to researchers in devel oped
countries, an indictment of the quality of research
from developing countries but also an indication of
the personal networks of research staff in these in-
stitutions. A potentially bigger weakness of the GDN
is that to the extent its links are with developing-
country think-tanks and research centersthat are not
university based, itislikely to undermine university
research (and long-term training) even further, as
researchers flee to the more flexible, connected and
better paying think-tanks.

It should be emphasi zed that in-house research
at the Bank is expensive, even when compared to
universitiesin the United States, let alonein the de-
veloping countries. Consequently, it would appear
that al factors, from operating costs to opportunity
costs — the resources to build capabilities in devel-
oping countries — would seem to support a serious
reconsideration of the allocation of research re-
sources by the World Bank. The only reason why
this may not be advantageous is if there are opera-
tional externalities for the World Bank in that the
possibility of being able to undertake research at the
Bank attracts higher quality personnel, especialy
economists, who then contribute positively to the
operations side of the Bank.®

Research and international discourse on the
international financial system have been dominated
by the Bretton Woods Institutions and United States
academia. This domination, reflecting in part the

outstanding quality of the latter, has several unde-
sirable consequences. It skews the questions,
methodologies and other priorities of research to-
ward the priorities and biases of the IFIs and the
United States. As aresult, those directly affected by
the policies of the |Fls are under-represented in set-
ting the research and policy agenda. Furthermore, it
narrowsthediversity of views, which, given limited
knowledge and the possibility of wrong advice, es-
calatesrisk in the international system.

V1. Prospectsfor the future and what
can bedone

The bargaining hand of developing countries
in international fora has weakened considerably in
recent years. On the one hand, they face an adverse
political and economic environment. On the other,
developing countries increasingly have diverse po-
litical and economic interests which have reduced
their capacity for collectiveaction, beit international
trade negotiations, concessional financing or IFl
reform. Selectively targeting benefitsto specific de-
veloping countries has ensured that money buys
silence. The high discount rates of devel oping-coun-
try governments has led them to bargain away their
interests in issues that affect their long-term future
—barrierstotheir exports; intellectua property rights;
environmental and labor standards — for very mod-
est amounts of additional financial resources. An
important lesson of IDA isthat devel oping countries
should be more wary of donors bearing gifts.

This paper has attempted to critically analyze
the G-7’s MDB reform proposals. It has argued that
reconstituting IDA in the form of grants will have
major financial repercussionsfor IDA inthe medium
term. Consequently, it would be best if only a mod-
est fraction of IDA were in the form of grants.
However, it has to be stated that it is the donors
prerogative to decide how much of their contri-
butions should be used in the form of grants.
Developing countries should, however, hold theline
on the transfer of IBRD net income to IDA. Since
the policy and strategic decisionswith regard to IDA
are being made de facto outside the Executive Board,
whichisthe policy-making body of the World Bank,
transfers from IBRD’s net income should be placed
in a separate pool whose principal objective would
beto fund projectsranging from social entrepreneur-
ship, such as the Global Marketplace program, to
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global public goods. The key goal of this pool of
funds is that it should support poor people rather
than poor countries, and the allocation decisions
should rest solely with the Executive Board.

Thedeveloping countries should alsoinsist that
therole of IDA deputies should be sharply curtailed,
if not scrapped altogether. Additionally, the replen-
ishment period of IDA should be increased to five
years, coinciding approximately with the contrac-
tual term of the appointment of the World Bank’s
president. The short duration of the IDA replenish-
ment process imposes high transaction costs on all
parties. Senior managers and staff as well as offi-
cialsfrom donor countries spend inordinate amounts
of time on raising resources with no downtime be-
tween successive replenishments. The short cycle
has also led the MDBs to be locked into short time-
horizons that respond to the impatient demands of
donors, changing academic fashions, and internal
bureaucratic imperatives. The process has amplified
donor country interest group pressures, thereby un-
dermining the governance of the World Bank.

The G-7 has proposed that the Bank Group fo-
cuson four global public goods: infectious diseases,
environment, trade and financial stability. While
there is strong consensus on the first, the others are
more problematic. It isunclear what precisely con-
stitutesthe “ environment”, and why thelast two rank
so high in priority relative to aternativesis amys-
tery. It isstrange that there is no mention of support
for the one GPG that the Bank can rightly be proud
of, namely agriculture innovation through support
for the CGIAR system. Support for research on tropi-
cal and dry-land agriculture, non-conventional
energy and cheap water purification technologiesare
likely to affect the well-being of the poor in more
fundamental ways than trade. In any case, devel op-
ing countries should first insist on better analytical
and empirical evidence before identifying GPG pri-
orities.

With regard to the harmonization of procedures
and policies among the MDBs, it is strongly in the
interest of the devel oping countriesthat procedures,
especialy those related to procurement and finan-
cial reporting, becommonto all MDBs. However, it
isequally intheir interest that harmonization of poli-
cies and overlapping of jurisdictions not be
formalized. Whileinformal coordinationiswelcome,
each MDB should decide its own priorities rather
than having them imposed from above.

Finally, this paper has argued that increasingly
stringent compliance standards of the World Bank
in particular areimposing high financial and oppor-
tunity costs on the Bank’s borrowers. It is trivialy
easy for the major shareholders to insist on stand-
ardswhose coststhey do not bear. The most inimical
aspect of this pressureisthat it has forced the Bank
to shift lending towards sectors where it has little
comparative advantage; and indeed where it cannot
have comparative advantage, and away fromthevery
sectors where it does have comparative advantage.

In recent yearsit has become amatter of dogma
that the MDBS' principal goal of poverty alleviation
is best achieved through broadly defined “social
development” projects. Devel oping countries should
have serious misgivings about the instruments to
exercisetheuniversally accepted goals. International
organizationswith universal membership will invari-
ably impose universal standards and norms. And
more than ever, the universal standards that come
attached to external resources, bring with them their
own priorities, consultants, values and technol ogies.
It isonething to deploy these resourcesfor physical
infrastructure, for knowledge production especially
in areas that affect the well-being of the poor in the
low income countries (such as research on tropical
diseases, tropical agriculture, non-conventional en-
ergy resources), but it is quite another for the
resources to be focused almost exclusively on so-
cia development, which is much more context spe-
cific, being deeply rooted in a society’s culture,
norms and val ues.

The importance of social development and the
need to give it greater priority cannot be overem-
phasized. But that priority should fundamentally be
met by developing countries themselves. The case
for external resourcesfor social developmentismuch
weaker and involves substantial risks for develop-
ing countries because it will inevitably come with
conditionalities that will have a particular bias. In
recent years there is one truism of development —
more money inevitably means more conditionality,
implicit or explicit. The best that developing coun-
tries can hope for is that the budgetary envelope of
foreign aid does not continue the decline apparent
in recent years. If developing countries pressfor in-
creased external financing for social development,
there will be alarge opportunity cost ranging from
the crowding out of lending for other sectors to
conditionalities on areasthat societiesregard astheir
corenormsand values. And thereisno evidence that
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this will be better for the well-being of their citi-
zens.

The interest of developing countries would be
much better served if they prepared a strategic com-
pact whereby they themselves would undertake to
provide their citizens with the key elements of so-
cial development — basic education and basic health,
legal frameworks that do not discriminate against
sections of their citizenry — and in return donors
would fund the complementary inputs for devel op-
ment (the sorts of areas mentioned earlier). Virtualy
all aspectsof social development, for examplebasic
education and basic health, are neither capital nor
foreign exchange intensive. Regrettably we have
conflated what is good for development with what
the M DBs should do without much regard to the very
issue that devel oping countries have been forced to
confront: comparative advantage and the fungibil-
ity of public expenditures.

If acountry isunwilling to act sufficiently vig-
orously onitsown inthe matter of primary education
and health, that country is clearly uninterested in
development and deserves little support from the
international community. And if acountry isunable
to even undertake these basic tasks, then the prob-
lem is a much deeper one: is that country a viable
state to begin with? And if not, is the Bank (and the
IFIsin general) the appropriate institutional mecha-
nism to deal with this issue or should the task be
entrusted to the United Nations family and NGOs?
By incessantly confusing what is good for devel op-
ment with what the Bank should be engaged in,
borrower countries have been saddled with poverty

projects with multiple criteria and implementation
standards whose overall economic effects are often
questionable. The results of these attitudes would
thus be (i) projects reflecting donor preferences; (ii)
foreign debt in sectorswhereit isquite unnecessary;
and (iii) an undermining of effortsat self-reliancein
areas that are the most basic responsibilities of a
government. It isalesson devel oping countries may
well ponder as they reflect on their response to the
G-7.

For long, obtaining greater concessional re-
sources has been the highest priority of developing
countries. Thispaper has argued that the devel oping
countries have been paying increasingly higher non-
pecuniary costs which have offset any gains in
additional “concessional” resources. Consequently,
itistimefor devel oping countriesto re-evauatetheir
priorities, and ponder whether their cause would be
better served by asking rich countries not for more
“positive freedoms” through, say, additional finan-
cial resourcesbut fewer “ negative freedoms’ alowed
them in the international system, such as (i) lower
barriers to their exports; (ii) lower greenhouse gas
emissions; (iii) weaker insistence that developing
countries conform to imposed artificial high stand-
ards be it those on intellectual property rights or
MDB lending; (iv) a strong international regime
controlling exports of small arms that wreak havoc
in the civil wars afflicting many developing coun-
tries, etc. Therelative benefits of these measuresfor
developing countries are likely to far exceed those
from any politically feasibleincreasein concessional
flows.
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APPENDIX

A. International Financial I nstitution Advisory Commission (M eltzer Commission)

Issue

Reform recommendations

IDA

Grants should replace loans for the provision of physical infrastructure and
social services, and should increase when used productively.

Grants should be paid directly to legitimate and verified service providers to
eliminate opportunities for government corruption.

Institutional Reform Loans should be offered at subsidized interest rates
(1090 per cent) to support reform strategies devel oped by borrowing govern-
ments and approved by the MDBs.

MDBs and creditor nations should write off all claims against the HIPCs,
conditional on effective economic strategies.

IBRD

Phase out lending to countries with capital market access (investment grade
international bond rating), or with per capita incomes over $4000, over five
years.

Limit official assistance to countries with a per capitaincome over $2500.

Global public goods

Shift World Bank focus to provision of global public goods, including treat-
ment of tropical diseases and acquired immune deficiency syndrome (AIDS),
environmental management, and inter-country infrastructure.

World Bank should be technical assistance center to regional development
banks.

MDB services should be awarded as accounts on a competitive basis to pri-
vate and public sector agencies (including NGOs). Cost of service provision
should be shared between the donor agency and recipient government, with
the amount of subsidy varying between 1090 per cent (depending on levels
of development).

MDBs should not engage in financial crisislending.

Governance/
representation

(None applicable)

Financial windows

MIGA should be eliminated.

Relations with regional
development banks

All country and regional programs should become the responsibility of the
corresponding devel opment bank.

World Bank should maintain care of African states and the poor countries of
Europe and the Middle East until appropriate regional development banks are
ready to assume responsibility.

Excess callable capital should be reallocated to regional development banks
and should be reduced in line with declining World Bank loan portfolios.

Other

The World Bank should change its name to ‘World Development Agency’ to
reflect these reforms.

Source:  www.econ.|sa.umich.edu/~alandear/topics/meltzer.html.
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B. G-7 Proposals on the Reform of the Multilateral Development Banks

Issue Reform recommendations

IDA * Anayzefinancial and practical implementation issuesrelated to the increased
use of grantswithin IDA-13, and review terms for blend countries.

IBRD ¢ Review lending instruments and pricing, including an assessment of rational-

izing and streamlining existing intra- and inter-MDB instruments.

Global public goods

MDBs main prioritiesin thisfield should be to fight infectious diseases, pro-
mote environmental improvement, facilitate trade, and support financial
stability.

The roles of the World Bank and regional development banks in this area
should be defined clearly on the basis of comparative advantage.

Governance/
representation

Establish and/or strengthen compliance and inspection mechanisms and en-
hance evaluation.

Institute reforms to promote wide consultation, coordination, and debate.
Include an annual review of information disclosure policiesto improve trans-
parency.

Establish amore transparent budget process by better linking institutional pri-
orities to resource alocations.

MDBs should institute periodic consultations between Executive Directors
and senior management to better monitor organizational structure.

Financial windows

All Country Assistance Strategies should eventually incorporate financial sector
issues.

MDBs should assist borrowers in developing the capacity and strategies to
meet international codes and standards, including the anti-money laundering
standards of the Financial Action Task Force.

Relations with regional
development banks

MDBs should identify their comparative advantages and justify any overlap.
Work Plans should be developed in accord with this comparative advantage.

Other

Country Strategies should include a review of countries’ governance, focus-
ing on public sector management, accountability, and anti-corruption measures.
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C. The Commonwealth Secretariat on IMF/World Bank |ssues

Issue

Reform recommendations

IDA

The criteria as set out by IDA-12 are sufficient.

Distribute IDA aid so as to reward good performance and penalize poor per-
formance.

Carefully consider applying ‘normal’ performance to states emerging from
conflict. Appropriate criteria should emphasize reconciliation processes, re-
construction attempts, and market promotion/liberalization projects.

On partially replacing IDA lending with grants, especially for AIDS programs
and post-conflict states, the Secretariat recognizes concerns associated with
the long-term viability of IDA, dependency on grants, and moral hazard.

IBRD

Recent declinesin IBRD and IDA lending or net transfers (to -$6.2 billionin
2001) are inappropriate. This decline should raise questions about the impact
on IBRD’s net income and its procedures and loan charges.

Resolve any lack of clarity on the level of conditionality to be attached to
Bank loans.

Global public goods

(None applicable)

Governance/
representation

(None applicable)

Financial windows

(None applicable)

Relations with regional
development banks

(No specific recommendations)

Other

(None applicable)

Source: www.thecommonwealth.org/papers/_alandear/topics/meltzer.html.
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D. Bretton Woods Committee Symposium: Reassessing the Role of Multilateral
Development Banksin Emerging Market Economies

Issue Reform recommendations

IDA * Oppose the disbursement of grants, which would lead to major reductionsin,
and the eventual elimination of, Bank aid.

IBRD e Phase out lending for projects that are privately financeable.

Increase interest rates as countries achieve graduation criteria. Perhapsimple-
ment price differentiation and create aninternal credit rating system to graduate
borrowers.

Global public goods

Focus on sectors such as education and health that are crucial for development
and that are neglected by the private sector. Such lending has been important
for institution-building, infrastructure and policy development.

MDBs should continue as flexible tools in the resolution of economic crises.
Such lending is an effective instrument in targeting expenditure, developing
and maintaining monitoring systems and strengthening the private sector.

Governance/
representation

(None applicable)

Financial windows

(None applicable)

Relations with regional
development banks

Oppose a strict delineation of duties among MDBs — the competition created
by the overlapping of dutiesis advantageous to both the borrowing countries
and the private market.

Other

(None applicable)

Source: www.brettonwoods.org/july13 2000symposium_report.htm.
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E. Commission on the Role of the Multilateral Development Banks

in Emerging Market Economies

(Carnegie Endowment for International Peace)

Issue Reform recommendations
IDA ¢ (None applicable)
IBRD * Continue lending to emerging market economies, as access to private capital

remains risky, expensive, and unreliable.

* Ascountries get richer, make declining dependence on MDB loans voluntary.
This process should be joined by incentives that allow MDBs flexibility in
addressing individual countries’ needs.

* Simplify conditionality and focus it on equity and growth issues. Conditions
should be determined viatransparent public debate that engages civil society.

Global public goods

e MDBsshould lend in times of market and economic crises, but maintain their
long-term development goals.

Governance/
representation

* (None applicable)

Financial windows

¢ (None applicable)

Relations with regional
development banks

* (None applicable)

Other

* Emerging Market Economies should establish aborrower’s club (on the model
provided by the Andean Development and Nordic | nvestment Banks) to com-
plement MDBs and enable members to ‘own’ policies and set their own
development mandate.
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F. Task Force on Multilateral Development Banks

Issue Reform recommendations
IDA * (None applicable)
IBRD * To strengthen ‘ownership’ borrowers should take the lead in project and sec-

tor work, especialy when thisinvolves mgjor policy reforms.

Global public goods * (None applicable)

Governance/ * Makeinformation on MDB activities more readily available, in part to better
representation justify MDBS' actions.

* Open up and formalize new channels of dialogue to take account of advice
and opinions from borrowing countries and international specialists.

* Executive Boards should define the scope of the MDB activities, and demand
asystem that sets clear objectivesat al policy levels. Establish clear and pub-
lic benchmarks against which institutions' progress can be measured.

* Boards should discuss and agree on country assistance strategies, to which
Management should adhere. Measure results by generally accepted and com-
parable objective criteria.

e Boards should ensure that MDBS administrative resources are appropriate
and used efficiently, and that budgetary practices allow for flexibility and
greater responsiveness.

Financial windows * (None applicable)

Relationswith regional  * Make objective evaluative criteria to improve MDB accountability common
development banks to the five MDBs. Meetings between the MDBS' evaluation units should de-
velop shared evaluation standards and performance indicators.

Other * (None applicable)

Source: Development Committee, Washington, DC (1996).
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Notes

10

11
12

13

14

15

16

Whilethislistisby no means exhaustiveit givesaflavor
of the moreinfluential reports on this contentious issue.
Other contributions include Birdsall and Deese (2001),
and You (2000).

By 2001, more than 3,800 projects had been submitted
to this program from more than 1,000 groupsin 100 coun-
tries.

See Woods (2001) for a more thorough analysis of the
links between global governance and accountability.
See Wilson (1989). For a more formal analysis of these
results see Dewatripont, Jewitt and Tirole (1999).
Another alleged reason is the fear of developing coun-
tries that budget cuts would adversely affect their na-
tionals employed in the Bank.

Whether moving from an open to secret voting rulesin
the Board would result in sharehol ders votes being more
closely aligned to their “true” preferences, is an open
question.

By the end of fiscal year 2001 the World Bank was ad-
ministering 2,024 trust fund accounts whose fiduciary
assets totalled $2.7 billion, of which the Bank Group it-
self provided $0.42 billion. Disbursementstotalled $1.85
billion, of which nearly $1 billion was accounted for by
just three programs — Heavily Indebted Poor Countries
(HIPC), the Global Environmental Facility (GEF) and
the Poverty and Human Resources Development Fund
(PHRD). See World Bank, Annual Report 2001, Appen-
dix Note H.

For instance, following the onset of the Asian crisis, the
idea of an Asian Monetary Authority was shot down by
the major powers and the Asian Development Bank was
severely criticized when it attempted to adopt a position
different from the prescriptions of the IMF. The monopoly
power of the IMF was confirmed, and the possibility of
exit denied.

On the power and influence of environmental |obbieson
the World Bank see Wade (2001).

The figures are from tables 3.4 and 3.12, World Bank
(2001).

This section draws on Kapur (2000).
http://www.imf.org/external/pubs/ft/seminar/1999/re-
forms/index.htm.

According to Ellison (2000), the fraction of development-
related papers in the most prestigious journals has de-
clined from 3.8 per cent in the 1970s to 1.6 per cent in
the 1990s (Table 19, Appendix B).

At the beginning of the 1990s, 80 per cent of theresearch
staff at the World Bank had graduate degrees from insti-
tutions in the United States and the United Kingdom
(nearly two-thirds from the United States). While simi-
lar data from the IMF is unavailable, it is unlikely to be
less. Since then, widening quality differences between
the United States and devel oping-country academic in-
stitutions are likely to have increased the skewness (see
Stern, 1977).

Robert Paarlberg, personal communication, 24 April
2002.

TheseincludetheAfrica Economic Research Consortium
(AERC) and the Joint ViennaInstitute (co-sponsored with
the BIS, the EBRD, the IMF and the OECD). But the
output of these ingtitutions is not geared to addressing
systemic issues — as attested by the fact that it is rarely

cited by the sponsoring institutions themselves on de-
bates related to those issues.

17 Project funding runs around $35,000-$50,000 on aver-
age, with afew projects receiving up to $70,000.

18 | am grateful to Michael Kremer for pointing this out.
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