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Foreword

Institutions are important to understand the economic growth and to explain their
quality. The most relevant empirical studies of Acemoglu, Robinson, and Rodrik
demonstrate this evidence and demonstrate an open field of research in this direc-
tion. This book deals with a range of topics that are important for both academics
and policymakers alike and emphasizes that usefulness of economics is enhanced
when orthodox thinking is augmented with the underlying heterodox assumptions
of Institutional Economics, whereby (among revisiting other Neo-Classical
assumptions) the existence of transaction costs is not only understood to be
non-zero, feeding in turn into production costs, but where market, hybrid, and
firm structures are all seen to be competing frameworks for reaching at minimized
transaction costs. The book, making an applied research under this premise, has
made a significant contribution in putting up a strong case for the IMF (Interna-
tional Monetary Fund) to mainstream institutional focus in its programmes and to
revise the underlying Neo-Classical assumptions of its programmes in the light of
Institutional Economics.

When the author first approached me in early 2012, with a request to supervise
his research to explore the consequences of greater institutional focus on the
performance of IMF programmes, given my long-term interest in political econ-
omy, heterodox economics, and public economics, I found a natural inclination to
be a part of this exciting research project. Reasons for doing this were manyfold,
which made all the more sense as the research progressed during the course of the
PhD in Economics programme.

Firstly, research literature during the last few decades had been emphasizing a
policy framework based on deeper institutional fundamentals. Secondly, resur-
gence of Institutional Economics as a mainstream economic discipline since the
1980s brought centre stage the positive consequence of institutions for economic
growth for countries in general, but this development could not find much attention
and focus in IMF programmes. This situation presented itself as an important
‘missing link’ in the wake of neutral impacts of IMF programme conditionalities
on economic growth in recipient countries and therefore appeared to be a significant
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and relevant motivation behind the research project. Lastly, and more importantly,
the author being a former economist at IMF’s office in Pakistan (where he worked
for some years before starting the PhD programme) showed relevant first-hand
exposure to the nature, working, and evolution of IMF programmes and, therefore,
reflected the much needed appropriate mix of relevant professional experience and
sound economic knowledge (for example, his master’s degree in Economics earlier
from the University of York, United Kingdom). Subsequently, the doctoral thesis
that came about was received exceedingly well by external evaluators and PhD
defence examiners.

The book at hand is an amended form of the PhD thesis in Economics, whereby
primarily a full section has been included in Chap. 4, which analyses the institutional
situation in Pakistan from the perspective of Institutional Economics. Taking a large
dataset of political and economic institutional variables from new Institutional
Economics literature, for a panel of IMF member countries, in terms of subgroups
as non-programme and programme countries, along with frequent or prolonged users
of IMF resources, over three decades (1980-2009), the study explores the nature of
role and relationship between significant institutional determinants and macroeco-
nomic stability, and economic growth, while also illustrating it with the example of a
frequent user in the shape of Pakistan. This research holds important results. It finds
the consequence of improvement in institutional quality determinants to be positive
for macroeconomic stability and economic growth in IMF programme countries. This
makes the book an important read for economic policymakers and academicians in
general and the ones working on IMF programmes in particular (in terms of both IMF
staff and related country authorities). The results of this applied research, it is hoped,
will help improve IMF programmes in terms of providing a greater understanding to
formulate current and future programmes that are more cognizant of enhancing
institutional determinants.

The book also puts focus on the prolonged users of IMF resources. Moreover, it
illustrates this by making a counterfactual analysis in the shape of enhanced institu-
tional focus of IMF programmes on the stability and growth of Pakistan. Overall, the
book is quite timely as the world embarks on achieving Sustainable Development
Goals agreed upon at United Nations last month, since a considerable number of
developing countries are either programme countries or prolonged users of IMF
resources, and policy recommendations of this book will provide useful prescriptions
and food for thought for development economists and policymakers in reaching at
context-specific targeted interventions to channelize the improving-institutions-caus-
ing positive consequences on macroeconomic stability and economic growth, for
reducing poverty and laying stronger basis for sustained development.

Department of Economic Policy and World Economic Structure Rosa Nonell
Faculty of Economics and Business

University of Barcelona

Barcelona, Spain

October 25, 2015
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Preface

This study is motivated by the overall poor performance of International Monetary
Fund (IMF) programmes in recipient countries in terms of economic growth
consequences and tries to explore the relevance of institutional determinants for
economic growth in these programme countries. The analysis, at the same time,
also takes into consideration the claim by New Institutional Economics (NIE)
literature, which points out an overall positive consequence of institutional quality
determinants on economic growth for countries in general.

While working at International Monetary Fund’s Resident Representative Office
in Pakistan (my home country), I got the opportunity to closely witness the working
of IMF programmes and how the underlying programme assumptions, other coun-
try experience, and the role of country authorities impact their formulation. The
issues involved pushed me to think deeply into the specific outcomes from such
programmes and also created in me a motivation to analyse research literature on
the impact of IMF programmes in general. At the same time, while there was talk
about structural reforms in such programmes, coming from a developing country
experience I found little mention and emphasis, both among country authorities and
by the IMF, on understanding the impact of improvement in institutional quality on
economic outcomes. This lack of focus motivated me to explore the link between
institutional quality and economic impact of IMF programmes.

More than just academic inquisitiveness, the motivation to take up this project at
the PhD level was mainly twofold. Firstly, global financial crisis of the recent past
challenged conventional wisdom of Washington Consensus and Neo-Classical/
Monetarist thought process. Secondly, fundamental economic issues that allowed
Pakistan to experience stability and growth only transitorily, even after being a
frequent user of IMF resources for many years, pointed towards deeper analysis,
and to see how the situation could have been different if the negotiated IMF
conditionalities focused more on improving institutional quality.

It may be pointed here that the major part of the book is my PhD thesis in
Economics, titled, ‘Essays on institutional quality, macroeconomic stabilization,
and economic growth in International Monetary Fund member countries’.
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The major inclusion outside of the thesis in this monograph/book is in the shape
of institutional analysis of Pakistan from the perspective of NIE. I find this analysis,
which required a lot of effort and thinking, to be novel in its own right generally, but
particularly in the case of Pakistan. Overall, it is hoped that the book will be useful
for policymakers at the IMF and in individual countries, especially developing
countries (many of which have remained frequent users of IMF resources) like
Pakistan, in revising their policies to make them more context specific and mean-
ingfully understanding the important role institutions play for achieving stability
and growth.



Acknowledgements

The book which is primarily an outcome of my work as PhD student at the
University of Barcelona (Spain) is indebted primarily to the patient and profound
support of my PhD advisor, Dr. Rosa Nonell. The overall support of the Dean of
the Faculty of Economics and Business, Dr. Elisenda Paluzie, the Director of the
PhD Programme, Dr. Elisabet Viladecans, and in administrative matters from
Mr. Jordi Roca (among others) brought seriousness of purpose and comfort to
the overall research environment. Moreover, family and friends provided much
needed support at the personal level, especially the birth of my first child, my
daughter Roshanay, who brought me immense happiness.

xi






Contents

1 Introduction............ ... . . . . . ... .
1.1 The IMF and Its ChangingRole . . . . .....................
1.2 IMF Programmes and Their Consequence. . . ...............
1.3 New Institutional Economics and IMF Programmes. ..........
14 Motivation. . . ... e e
References. . ... ..
2 Determinants of Institutional Quality: A Case Study
of IMF Programme Countries. . ...........................
2.1 Introduction. ... ... ...
2.2 Literature Review. .. ... ... ... ...
2.3 Data and Methodology . .. ....... ... .. ...
2.3.1 Theoretical Design. .. .......... ... oo,
232 Sample. . ...
2.3.3 Data and Variable Description. . . ..................
2.3.4 Econometric Methodology . . ......................
24 Estimationand Results. .. ....... ... ... ... ... ... .....
2.4.1 RobustnessCheck............. ... ... ... ... ......
2.5 Conclusion. . ...ttt e
APPENdiX . . . it e
References. . ... ... .. .
3 Institutional Quality, Macroeconomic Stabilization and Economic
Growth: A Case Study of IMF Programme Countries. . .........
3.1 Introduction. . ............uuuu i
3.2 Literature Review. . ... ... . i
3.3 Dataand Methodology . . . ........ . ... . i
3.3.1 Theoretical Design......... ... ... ... ... ......
332 Sample. ... ...
3.3.3 Data and Variable Description. . . ..................
3.3.4 Econometric Methodology . .......................

D W N = =

11
11
12
15
17
18
28
28
29
33

37
37
38
41
41
42
43
44

Xiii



Xiv

Contents
34 Estimationand Results. ........... ... ... .......... 46
34.1 RobustnessCheck................. ... ... ....... 61
35 Conclusion. . ... .. e 62
AppendiX. .. ... 63
References. .. ... . e 70
IMF Programmes and Institutional Quality Determinants:
Economic Scenariosin Pakistan. . . ......... ... ... .......... 73
4.1 Introduction. ............ ...t 73
42 Literature Review . ... ... ... . . 75
4.3 Institutional Analysis of Pakistan: A NIE Perspective.......... 79
4.3.1 Tracing the Political Economy . .................... 79
4.3.2 Defining the Actors in the Political Economy. ... ... ... 80
4.3.3 Challenging the Assumptions and Actions of Policy. . . . . 84
4.3.4 Designing an Institutional Incentive Structure
forPakistan. ........ ... ... .. 94
4.3.5 Towards Optimal Governance Structures. . .. ......... 99
4.4 Dataand Methodology . .. ...... ... . . 101
4.4.1 Theoretical Design. .......... ... .. ... ... 101
442 Sample. .. ... 103
4.4.3 Data and Variable Description. ... ................. 103
4.44 Econometric Methodology . . ...................... 104
4.5 Estimationand Results. . ........ ... .. ... .. ... .. ...... 107
4.5.1 VAR and Impulse Response Functions of Sub-indices
of MII and KOF Index of Globalization. . ............ 107
4.5.2 VAR and Impulse Response Functions of MII,
Real GDP and KOF Index of Globalization. ........... 111
453 Simulations.......... ... . o o i o i oL 112
4.6 ConClusion. . ..........oiiiiiiiininii 114
AppendiX. .. ... 115
References. . ... ... . e 119
Concluding Remarks. . . ....... ... ... . ... .. ... 121

References. .. ... e 124



List of Tables

Table 2.1
Table 2.2
Table 2.3
Table 2.4
Table 2.5
Table 2.6
Table 2.7

Table 3.1
Table 3.2
Table 3.3
Table 3.4
Table 3.5
Table 3.6
Table 3.7

Table 3.8
Table 3.9
Table 3.10
Table 3.11

Table 4.1
Table 4.2
Table 4.3
Table 4.4
Table 4.5
Table 4.6
Table 4.7
Table 4.8
Table 4.9

Prolonged USers .........cceiiiiiiiiii i 13
Dependent variable -EFI- programme countries ................. 19
Dependent variable -Polity II- programme countries ............ 21
Dependent variable -EFI- prolonged users....................... 23
Dependent variable -Polity II- prolonged users.................. 25
Dependent variable -EFI- all member countries ................. 29
Dependent variable -Polity II- all member countries............ 31
Dependent variable -real GDP- prolonged users ................. 47
Dependent variable -real GDP- non-prolonged users........... 49
Dependent variable-MII-prolonged users ................oooeeee. 51
Dependent variable -MII- non-prolonged users .................. 53
Dependent variable -real GDP- prolonged users ................. 55
Dependent variable -real GDP- non-prolonged users............ 57
Dependent variable -real GDP- prolonged and non-prolonged

users, and NON-Programme COUNLTIES ........uuuurieeeeeeeennn.. 62
Dependent variable -real GDP-non-programme countries ...... 63
Dependent variable -MII- non-programme countries........... 65
Dependent variable -real GDP-non-programme countries ...... 67
Group-wise list of IMF member countries ....................... 69
Results of ADF test........cooiiiiiiiiiiiiiiiiiiiiiii s 108
Results of Johansen cointegration test ................coceeeunn... 108
VAR lag order selection Criteria............ccoovueeviniiennnennn. 109
VAR residual serial correlation LM test..................ooouee. 109
VAR residual heteroskedasticity test ..........ccevvvviieiiinnnnnn. 109
Comparison of actual and historically simulated figures........ 113
Comparison of actual and stochastically simulated figures..... 114
Reduced form VAR estimates ..........cceevveiiiiiiiiennnnnnnnn. 115
Structural VAR estimates ...........ooeeviiiiiiiiiiiiiiiniea.n. 117

XV






List of Figures

Fig. 4.1 VAR Simulations of KOF index of globalization on components
Of MIL ..o 110
Fig. 4.2 Impulse response functions ............coooeeeiiieiiiiiiniieenineannn.. 112

Xvii






List of Abbreviations

AD
ADF
AIC
AS
BD
BOP
CPI
EFF
EFI
EIQ
ER
ERV
ESAF
FD
FPP
GDP
GGGD
GMM
ICRG
IEO
IFS
IMF
INF
1Q
MI
MII
NCE
NIE
OIE
PD

PIQ

Aggregate Demand

Augmented Dickey—Fuller
Akaike Information Criterion
Aggregate Supply

Budget Deficit

Balance of Payments

Corruption Perception Index
Extended Fund Facility
Economic Freedom Index
Economic Institutional Quality
Exchange Rate

Exchange Rate Variability
Enhanced Structural Adjustment Facility
Fiscal Deficit

Financial Programming and Policies
Gross Domestic Product

General Government Gross Debt
Generalized Method of Moments
International Country Risk Guide
Independent Evaluation Office
International Financial Statistics
International Monetary Fund
Inflation Rate

Institutional Quality
Macroeconomic Instability
Macroeconomic Instability Index
Neo-Classical Economics

New Institutional Economics
Original Institutional Economics
Public Debt

Political Institutional Quality

XiX



XX

PRGF
PTS
REER
RGDP
SAF
SBP
SD
SDR
SIC
SRO
SVAR
VAR
VAT
VECM
WDI
WEO
WGI

List of Abbreviations

Poverty Reduction and Growth Facility
Political Terror Scale

Real Effective Exchange Rate
Real Gross Domestic Product
Structural Adjustment Facility
State Bank of Pakistan

Standard Deviation

Special Drawing Rights

Schwarz Information Criterion
Statutory Regulatory Order
Structural Vector Autoregression
Vector Autoregression
Value-Added Tax

Vector Error Correction Model
World Development Indicators
World Economic Outlook
Worldwide Governance Indicators



About the Author

Omer Javed holds a PhD in Economics degree from the University of Barcelona
(Spain). He previously completed his master’s in economics from the University of
York (United Kingdom) and earlier from Government College University Lahore
(Pakistan). In his doctoral thesis, he focused on the frameworks and determinants of
institutions and their impact on macroeconomic stability and economic growth in
International Monetary Fund (IMF) member countries. In 2015, a research paper,
related but not a part of his doctoral thesis, ‘Institutional determinants: a case study
of IMF programme and non-programme countries’, was published as a chapter
in the book, ‘The Political Economy of Governance: Institutions, Political Perfor-
mance and Elections’ (Springer 2015). His work experience spans both the public
and private sectors. Moreover, his work as an economist at the Resident Represen-
tative Office of IMF in Pakistan served as a strong motivation in his choice of
specialization in the doctoral thesis.

XXi



Chapter 1
Introduction

Abstract IMF was borne out of the Articles of Agreement in 1945 at Bretton
Woods, mainly to oversee that member countries adhered to the par value system.
During the course of time, the role of IMF enhanced to correcting both BOP related
issues and growth concerns. Research indicated that programme impacts on recip-
ient countries were below par for both economic growth and macroeconomic
stability, mainly as an outcome of greater thrust on the demand side of the
economy, at the cost of neglecting the much needed supply side focus. NIE
underlined the importance of acknowledging and reducing transaction costs,
through revision of underlying Neo-Classical assumptions of IMF programmes,
so that the important role institutions play in reaching improved growth and
stability consequences is both understood and implemented.

1.1 The IMF and Its Changing Role

The 1930s saw the Great Depression, and the response of various countries like
raising trade barriers and devaluing currencies (to boost exports) put cracks in the
monetary cooperation internationally. To correct this trend and to ensure that
oversight is kept for avoiding such happenings in the future, in 1945 at Bretton
Woods (USA), International Monetary Fund (IMF; or simply the ‘Fund’) was
formed. The Fund came into being through the Articles of Agreement,’ which
were signed in 1945, bringing IMF into formal existence.

IMF oversaw that the member countries adhered to the par value system or the
Bretton Woods system, whereby members pivoted their currencies to US dollar,
and only made adjustment in their pegged rates for correcting fundamental balance
of payments (BOP) disequilibrium (Bird 2003). With the dissolution of the Bretton
Woods system during 1968—1973,> the Fund’s oversight role got limited in the
presence of flexible exchange rate regime. Having said that IMF created an Oil
Facility to deal with the issue of huge increase in oil prices in the early 1970s,

!http://www.imf.org/external/pubs/ft/aa/index.htm
2 http://www.imf.org/external/about/histend.htm

© Springer International Publishing Switzerland 2016 1
O. Javed, The Economic Impact of International Monetary Fund Programmes,
Contributions to Economics, DOI 10.1007/978-3-319-29178-9_1


http://www.imf.org/external/pubs/ft/aa/index.htm
http://www.imf.org/external/about/histend.htm

2 1 Introduction

whereby through the Facility surplus oil related revenues of oil exporting countries
were re-routed to oil importing countries to deal with balance of payments crisis in
the oil importing countries. Surplus oil revenues also meant commercial banks had
a large pool of loanable funds for countries in BOP crisis, but with the rising of
floating exchange rates by the end of 1970s, meant interest payments became a
problem for these countries (which included developing countries). The Third
World debt crisis saw an increase in IMF’s role who lent to these countries, under
IMF programme. Although borrowing related conditionalities® were first intro-
duced in early 1950s by IMF to address fears of United States due to its underwrit-
ing of Fund’s operations, the role of conditionality enhanced with IMF’s greater
coverage of lending operations, in terms of more member countries helped in
resolving their BOP crisis. Hence, it could be seen that the oversight role of the
IMF, had enhanced to correcting BOP related issues (through Structural Adjust-
ment Facility (SAF) in 1986), and correcting BOP related issues and enhancing
economic growth through Enhanced Structural Adjustment Facility (ESAF).* Thus,
the enhancement of scope meant that IMF’s focus was now both macroeconomic
issues and economic growth of recipient countries, apart from the primarily initial
oversight role.

1.2 IMF Programmes and Their Consequence

The Third World debt crisis caused many developing countries in problem to turn
away from private banks to IMF lending, which meant greater role for the IMF, and
in turn greater scrutiny of IMF programmes. In fact, with the fall of Communism in
early 1990s and the move of those countries towards market economy system, led to
further increase in IMF’s clientele, and for these countries a ‘Systematic Transfor-
mation Facility’ was created by the Fund (Killick 1995). According to Bird (2003)
the design of the IMF programme came under criticism for tilting heavily on the
side of the Monetarist way of thinking, since more focus was placed on the demand
side of the economy, and less on the supply side, and in that sense the programme
was too rigid to accommodate the specific needs of a particular country; and New
Structuralists found the programme conditionalities to have stagflationary conse-
quences for recipient countries. In fact the opening up of ESAF window (and
previously of SAF facility), which was later renamed in 1999 to Poverty Reduction
and Growth Facility (PRGF) due to expansion of Fund’s role to poverty reduction,
was a response by IMF to focus more on supply side- and microeconomic measures
(Bird 1996).

3 According to Barro and Lee (2005, p. 1248), the process whereby quarterly installments are
released to programme countries when they meet a pre-decided set of performance benchmarks, is
referred to as the process of conditionality.

*http://www.imf.org/external/np/exr/chron/chron.asp
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Yet, the response of IMF to deal with the supply-side related criticism has
remained below satisfaction. Although according to Schadler et al. (1993) internal
observations of IMF considered this response to be positive, academics/researchers
like Killick (1995) criticized IMF’s underlying basis for reaching such a conclu-
sion. In fact, an independent evaluation of ESAF by IMF was more critical than the
earlier positive internal evaluations, but according to Botchwey et al. (1998) IMF
only reluctantly and partially accepted the findings of the independent evaluators.
The consequence of all this has been that overall during the last three decades or so,
Fund programmes have not allowed recipient countries to achieve sustained mac-
roeconomic stability (Evrensel 2002; Easterly 2005), and have at most been neutral
for economic growth (Haque and Khan 1998; Bird 2001; Barro and Lee 2005; Bird
2007; Arpac et al. 2008).

1.3 New Institutional Economics and IMF Programmes

Williamson (1975) coined the term of ‘New Institutional Economics’ (NIE)’
(Chavance 2009, p. 45). His approach was critical of Neo-Classical Economics
(NCE), since it did not consider the importance of institutions, the underlying role
of transaction cost® and firm (Chavance 2009, p. 45; Groenewegen et al. 2010,
p. 65). NIE agrees with NCE that economic agents look to maximize their utility
(or profit), but unlike the Neo-Classical and Monetarist schools of thought, they find
the rationality of economic agents to be bounded in the wake of opportunistic
behaviour and asymmetric information.

In such an environment, there will be costs associated firstly with reaching a
price mechanism that truly reflects the buyers and sellers potential in markets and,
secondly costs will be involved in successfully negotiating contracts among indi-
vidual economic agents or groups (Chavance 2009, p. 45). Coase (1937, p. 388)
pointed out that in case of high transaction costs, it may be more suitable for an
economic agent to move away from the governance structure of a market to a
governance structure of a firm, if the later helps the agent in economizing such costs
better than the market. Institutions help evolve these governance structures that
help coordinate markets and firms so that transaction costs could be optimally
reduced (Chavance 2009) and in doing so (unlike Neo-Classical school of thought)
give greater role to government, both for regulation and for directly involving
themselves in markets and/or firms if need be, depending on a particular economy
and given sector(s) within it. These specifications of NIE, therefore, also highlight

SNIE is in contrast to the Original Institutional Economics (OIE) school, which is mainly based on
the works by such institutional economists as Thorstein Veblen (1857-1929) and John
R. Commons (1862-1945) (Groenewegen et al. 2010, p. 64, 65 and 87).

S Transaction costs included costs related with gathering and inspecting information, along with
pertaining to enforcement, among others (Dahlman 1979, p. 148).
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the importance for reform policy formulation, which should not be one-size-fits-all,
but should be ‘context specific’ depending on the particular nature, composition and
requirement of an economy.

Institutions are therefore, seen as vital in dealing with opportunistic behaviour
and information related costs (Groenewegen et al. 2010, pp. 13-24, 36-38). While
Williamson sees institutions only in the nature of formal rules that formulate
governance structures (in public and private realms and both for markets and
firms, and their hybrid),” another important proponent of NIE, Douglass North
considers them as composed of formal (written rules) and informal constraints
(unwritten and communicated by society as social norms, behaviour, and culture)
(Chavance 2009, p. 79; North 1990, p. 4, 37, 47). Hence, institutions in the shape of
laws and conventions see greater role of government in realizing an environment
where contracts are abided by, and property rights® are distributed and guarded
adequately against any possible opportunistic behaviour. NIE points out that
through institutions, different governance structures (within government and pri-
vate sectors) are evolved that help reduce transaction costs. Through such gover-
nance structures, pricing mechanism in markets and firms are improved, costs are
adequately reduced for negotiating and implementing contracts, and incentives and
checks are put in place to help reduce inefficiencies in distribution and enforcement
of property rights (Groenewegen et al. 2010, pp. 118-120). All this is expected to
reduce transaction costs, which in turn feed into lowering overall production costs,
incentivizing greater investment, and positively affecting economic growth.

Bird (2003, p. 5) indicated that IMF programmes were strongly influenced by the
Monetarist thought process, whereby showing greater tilt towards the demand side
of the economy rather that the supply side. Looking more deeply into the basic
formulation of IMF programmes, Killick (1995, p. 129) indicates that the analytical
framework of these programmes is based on the Polak Model (Polak 1957). As per
this model, imbalance in balance of payments results from excessive creation of
domestic credit over money (supply or) demand (usually resulting as a consequence
of excessive financing of budget deficit). Bird (2003, p. 5) pointed out that tradi-
tional macroeconomic thinking-based conditionality in IMF programmes
overlooked the important role of government as a ‘crowding-in’ factor (especially
in the case of developing countries), and according to empirical evidence,
programme assumptions produced little impact on macroeconomic variables in
IMF programmes, on one hand, and as per New Structuralists resulted in stagfla-
tionary consequences for programme countries.

Both Neo-Classical and Monetarist schools of thought see virtually automatic
clearing of markets, since they see a world where economic agents show no
opportunistic behaviour, are rational and that the information they need to reach

7 A hybrid is such a governance structure that is characterized by features of both the firm and
market (Groenewegen et al. 2010, p. 125).

8Eggertsson (1996, p. 7) points out that Institutional Economics defines property rights as an
actor’s right to use assets that are valuable (Alchian 1965).
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utility (or profit) maximizing (or cost minimizing) decisions entail no cost
(Groenewegen et al. 2010, pp. 14—15). Hence, one sees limited role of government
and institutions in the world of this traditional economic thinking. Since, IMF
programmes borrow heavily from this traditional thinking, therefore, the condition-
alities primarily focus on monetary aggregates targeting on the demand side of the
economy, and have not concerned themselves much with institutions on the supply
side of the economy. Empirical evidence, in particular, during the last three decade
or so, indicates that institutions matter for economic growth (Groenewegen
et al. 2010, pp. 36-38; Rodrik et al. 2002; Hall and Jones 1999; Acemoglu and
Johnson 2005; Afonso and Jalles 2011). Although IMF has also internalized this
role of institutions to some extent and has tried to evolve programmes to improve
the focus on the supply side of the economy, but once again their over-indulgence in
the traditional economic thinking, has not allowed them to move away to a reform
agenda that understands the importance of improving determinants of institutional
quality (IQ) in programme countries.

1.4 Motivation

NIE literature indicates institutions matter for economic growth. Empirical evi-
dence of the last three decades or so indicates that countries which have focused
reform agenda on improving institutional quality, have witnessed an overall posi-
tive impact of this on economic growth. This background motivates an analysis into
understanding the role determinants of institutional quality play on economic
growth in IMF programme countries. A positive consequence in this regard should
underline the importance of institutions to IMF, so that their future programmes
base themselves more on the NIE framework, something which it is hoped will help
reverse the previously poor record of IMF programmes in terms of economic
growth consequences. It may be indicated here that the in the book, both formal
and informal aspects of institutions will be taken into account.
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Chapter 2
Determinants of Institutional Quality: A Case
Study of IMF Programme Countries

Abstract Taking a panel data of IMF member countries, this chapter primarily
focuses on the IMF programme countries, during 1980-2009; a time period during
which the number of IMF programmes witnessed an increasing trend. Firstly,
important determinants of economic- and political institutional quality in IMF
programme countries are estimated by applying the System-GMM approach, so
as to find significant determinants among them. Here, a parliamentary form of
government, aggregate governance level, civil liberties, openness, and property
rights all enhance overall institutional quality. Specifically, greater monetary- and
investment freedom are conducive for political institutional quality, while military
in power impacts negatively. Moreover, economic growth is conducive for enhanc-
ing economic institutional quality.

2.1 Introduction’

The effectiveness of the conditionalities of IMF programmes (mostly restricted to
addressing macroeconomic stability concerns) on recipient countries has come
under severe criticism, especially in terms of their consequence for economic
growth (IEO 2007% Bird and Willett 2004), something that the IMF has also
realized along the way (IMF 2005a; IEO 2007).

Notwithstanding the level of implementation of IMF programmes by recipient
countries (an area that is still under-researched), research has shown mostly a
neutral or negative program impact on economic growth; and to look beyond the
NCE underlying basis of these programmes (Kuncic 2014). Such behavioural

! There are two earlier versions of this paper placed at ‘Munich Personal RePEc Archive’. First
version placed on November 11, 2013 (https://mpra.ub.uni-muenchen.de/51344/); second on June
3, 2014 (https://mpra.ub.uni-muenchen.de/51409/)

2Independent Evaluation Office (IEO).
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assumptions consider a zero-transaction cost® world, and therefore do not see much
role of institutions, which according to NIE are instrumental in reducing the costs
involved, incentivize private property protection, innovation and investment, and in
turn help boost economic growth.

Given this background, Kuncic (2014), for example, advocated the adoption of
NIE framework for analyzing the dynamics and consequences of social (and other)
interactions among economic agents. Moreover, most empirical research conducted
from 1995 to 2004 pointed towards the presence of significant relation between 1Q
and economic performance (Ugur 2010).

The current study aims to find out significant institutional quality determinants,
in the light of NIE framework, in programme countries of IMF (countries that
have been under an IMF programme at one time or the other), with the aim to
influence IMF in enhancing the scope of its future programmes by considerably
increasing focus on institutional determinants; which is likely to result in an
improved impact of such programmes on economic growth of programme
countries.

Furthermore, the study also intends to focus on prolonged users (member
countries that have been under the IMF programmes for longer periods of time)
as a sub-group, whose numbers have increased over the years since the breakdown
of the Bretton Woods system (Barro and Lee 2005; IEO 2002). Here also, the
intention is to reach at determinants of institutional quality that are significant.
Focus on the prolonged users is all the more necessary, since there is a rising
concern (in terms of moral hazard issue) that such countries have under-performed
in terms of carrying out hard economic reforms at the back of relatively easily
available IMF resources (Evrensel 2002).

Hence, all IMF member countries (188 to be precise’) have been taken, along
with the two sub-groups, namely programme countries, and prolonged users. Time
period under review is from 1980 (when the role and penetration of IMF
programmes increased) to 2009.

The structure of the study is as follows: Sect. 2.2 reviews important related
literature on the topic under discussion, data an