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Foreword 

'Conditionality' is an ugly recent addition to the English language with which 
govemment officials in indebted countries have become all too familiar. In the 
context of this paper, conditionality refers to policy changes which an aid donor 
agency stipulates a govemment must undertake in order to obtain, or retain, 
access to the donor's financial support; it is an exchange of money for policy 
action. It arises most frequendy in connection with the 'adjustment' programmes 
of the Intemational Monetary Fund and World Bank but bilateral donors have 
made greater use of it in recent years. 

This paper is a product of a research project under way m ODI, under my 
direction, which is examining the uses and limitations of donor conditionality 
as a way of bringing about improved economic policies in developing countries. 
ODI has now published three Working Papers as outputs of tfiis project, in 
addition to the main report which we hope to bring out as a book during 1997. 
A parallel paper by Ana Marr dealing with Southeast Asian experiences was 
published as Working Paper 94 in July 1996 and an essay on the consistency 
of policy conditionality with the idea of national sovereignty, by Douglas 
Zormelo, was published as Working Paper 95 in November 1996. 

There has during the last decade and a half been a remarkable about-tum in 
thinking about economic policy in many Latin American countries, particularly 
as it relates to macroeconomic management. In this paper Ramani Gunatilaka 
examines the extent to which the conditionality of the IMF, World Bank and 
bilateral aid donors contributed to this policy revolution, concentrating 
particularly at the forces that contributed to the policy tuming points in each of 
the countries studied: Argentina, Bohvia, Chile, Colombia, Ecuador and Mexico. 

The project of which this paper forms part is funded by the UK Overseas 
Development Administration and ODI would like to express its gratitude for this 
support. However, neither ODA nor any of the many people who have helped 
us in this project are implicated in the conclusions arrived at. 

Tony KilUck 
March 1997 
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POLICY DIRECTIONS BEFORE THE TURNAROUND 

Introduction 

The response of major Latin American countries to the destabiUsing effects of the 
Mexican peso crisis of December 1994 revealed the extent to which market-
oriented economic policy reforms in Latin America had taken root. No country, not 
even Mexico, imposed currency controls; none of them gave any serious thought 
to abandoning economic liberahsm; and one-time profligate governments remained 
circumspect about foreign borrowing and public spending. In fact, several 
governments forged ahead with privatisation (Mexico, Brazil and Peru), and 
Argentina's govemment used the crisis to push through labour market and pension 
reforms previously held up in Congress (The Economist, 20 May 1995). 

The purpose of this paper is to identify the causal factors behind the sea change in 
policy to assess the extent to which the conditionality attached to IFI lending may 
have had an impact in bringing about the changes. The analysis takes as its base 
the identification of a decisive tuming point in the adjustment experience which 
made for success or failure in each of the sample countries: Argentina, Bolivia, 
Chile, Colombia, Ecuador and Mexico. By relating these tuming points to the 
period of IFI involvement in policy-based lending (see Appendix Table), as well 
as to the historical record of adjustment in these countries, it is possible to 
distinguish the catalytic influences on adjustment and the role of the IFIs in the 
process. Part II, therefore, juxtaposes the record of IFI policy-related lending with 
the historical record of policy reform in each of the six countries, with particular 
focus on the tuming points. Part III concludes by returning to the issues and 
hypotheses raised below and bringing together the common elements of the country 
experiences. 

Towards the abyss 

The economic policy transformations in Latin America are all the more remarkable 
given the extent to which the statist, inward-oriented development strategy they had 
been following at least since Worid War II had become entrenched. The theoretical 
foundation for the state-led import substituting industrialisation (ISI) strategy which 
all the major Latin American countries followed was provided by the 
Prebisch-Singer thesis fashionable in the 1950s. 

This theory held that primary exports by developing countries faced low income 



and price elasticities of demand, whereas the converse was true for manufactured 
exports from industrial countries. Consequently, the commodity terms of trade of 
developing countries were believed to have a tendency to deteriorate over time vis
a-vis their imported manufactured goods. It was hence recommended that 
developing countries establish protective regimes and raise taxes on traditional 
exports, in order to re-allocate resources from the primary productive sector 
towards manufacturing (Prebisch, 1959: 252-57). 

These measures were expected to increase export earnings in the longer run, but, 
as is now well-known, the anti-export bias of the resulting framework of incentives 
inevitably undermined the ISl growth strategy: declining export earnings were 
progressively less able to finance the import-substituting industries' need for 
imported inputs and capital equipment. Consequently, economic growth became 
constrained by foreign exchange bottlenecks. There was some attempt at reducing 
the extreme anti-export bias of the strategy after the mid-1960s in some of these 
countries but these attempts were thrown off course by the 'ill-fated stabilization 
efforts and ill-advised capital inflow during the late 1970s'. Other than in Chile, the 
import-substituting policy framework remained in place in the region until the 
1980s (Corbo, 1994: 324). 

A key feature of the ISI strategy was that it envisaged a predominant role for the 
state in economic affahs, not only as protector of emerging industries and regulator 
of investment flows and prices, but as a direct investor in large state-owned 
enterprises. Thus, by the 1980s the state sectors in these countries had expanded 
considerably. For example, public sector outlay as a percentage of GDP was 42% 
in Argentina by 1981 and 48% in Mexico a year later. Between 1978 and 1980, 
state enterprises in these two countries were responsible for 20% and 24% 
respectively of gross domestic investment. In Brazil the figure was as high as 39% 
(Balassa et al., 1986: 126). 

Public controls over the banking system - another characteristic of the dirigiste 
strategy - led to negative real interest rates for depositors (with nominal interest 
rates set below the rate of inflation). Although its objective was to induce 
investments in capital intensive industries - a crucial phase in the ISI process - the 
policy created a regime of 'financial repression'. The latter saw a segmented 
domestic financial market in which some favoured investors obtained (rationed) 
credits cheaply, while others were driven to expensive kerb markets (McKinnon, 
1973). The policy also had the unintended effect of encouraging capital-intensive 
production methods whereas what were needed were more labour-intensive 
production techniques. 

Although many developing countries the world over followed these policies at the 
time, their adoption in Latin America was particularly encouraged by the political 
economy of the region. As noted by Sachs (1989: 11), many of the policy actions 
were not 'mistakes' or technical misjudgments, but were the result of deeper 



political instabilities. The economies of Latin America were (and some continue to 
be) driven by great inequalities of income. These in tum generated fierce 
distributional conflicts reflected in chronically large budget deficits, as governments 
bought the support of various highly mobilised groups through redistributive 
measures and subsidies. Larrain and Selowsky, for example, show that public 
investment in Mexico 'followed a general upward trend conforming to the Mexican 
political cycle' (1991: 285). Current expenditures too were driven at various times 
by the political exigencies of providing long-term employment in the state sector. 

Meanwhile, also for political reasons, govemments were unwilling to raise taxes 
on economic elites in order to finance growing public expenditures. Predictably, by 
1982 the public sector deficits in Argentina, Mexico and Brazil were unsustainabiy 
high at 14, 17 and 17% of GDP respectively (Balassa et al., 1986: 126). For a 
while deficits could be covered by resort to foreign credits, which were plentiful 
in the 1970s, but when the period of easy credit tapered off, countries like Mexico, 
Bolivia and Ecuador took to printing money to cover the deficit. Argentina had 
been doing this since the 1950s, at least. 

Fiscal expansion and other political-economy factors also made Latin America 
prone to persistently high rates of inflation relative to other regions. High and 
volatile prices in Argentina were clearly driven by monetisation of the fiscal deficit 
after 1961. Between 1975 and 1991 the annual rate of inflation always exceeded 
100% and Argentina ended the 1980s with hyperinflation (IMF, 1992: 107). 
Meanwhile, Bolivia experienced hyperinflation in 1985. This too was due to fiscal 
expansionism, aggravated by wage-price spirals induced by wage indexation. Chile 
too was a chronic-inflation country between 1950 and 1973, when the military 
govemment took over. This again was mainly due to lax fiscal policy (Little et al., 
1993: 192). In contrast, Mexico was a low-inflation country, except for two 
populist public sector spending booms during 1973-81 which generated fiscal and 
balance of payments deficits. The fiscal deficits were partly monetised and the 
exchange rate substantially devalued, which measures fuelled inflationary pressures 
during Echeverria's administration (Little et al., 1993: 196). 

Brazil, too, had high and variable rates of inflation for much of 1960-89, generally 
exceeding 20% per annum, and rising to over 100% after 1981. While Brazilian 
policy-makers consistendy followed a demand expansionary policy, Brazilians 
leamed to live with the consequent inflation because adverse effects were reduced 
by indexation. However, wage indexation in tum fed into wage-price spirals so that 
Brazil too ended the 1980s with hyperinflation (Little et al., 1993: 174). Only 
Colombia among the major Latin American countries followed a conservative 
approach to macroeconomic management throughout. 

Wage indexation and price controls were typical of the measures adopted by Latin 
American countries to deal with chronic inflation. The prices of agricultural staples 
and energy products, for instance, were controlled in favour of the urban working 



class with adverse effects on rural incomes, energy efficiency and the fiscal deficit 
(the energy industries were invariably state monopolies). They also increasingly 
relied on chronically over-valued exchange rates to favour urban workers and 
protect manufacturing at the expense of the politically weak agricultural sector 
(Sachs, 1989: 15). 

The potent combination of accelerating inflation, negative real interest rates and 
overvalued exchange rates made for capital flight on a massive scale, and this 
created its own constituency of vested interests. This was especially the case in 
countries which had no capital controls, like Argentina, where capital flight as a 
percentage of debt was approximately 52% in 1987, and Mexico, where the 
corresponding figure was 57%. Capital flight in Venezuela that year was 106% of 
total external debt (Pastor, 1990: 12). Since much of the reallocation of privately-
held domestic assets to foreign assets took place when the exchange rate was 
overvalued, and hence foreign assets were cheap, this ensured the investors -
invariably local elites - windfall returns in domestic currency when the inevitable 
devaluation eventually took place. 

Such factors rendered these economies highly vulnerable to the three simultaneous 
external shocks of the early 1980s which heralded the debt crisis: a cut-off in 
access to intemational bank credit, a rise in world interest rates and a fall in most 
commodity prices. Almost immediately, govemments had to start making 
significant net resource transfers abroad in order to service their extemal debts, 
which meant they had to slash their non-interest deficits or else find altemative 
methods of finance. While most govemments cut public sector investment 
drastically, these cuts were insufficient to meet the gap. They consequendy shifted 
to domestic borrowing with further inflationary consequences. The latter effects, 
coupled with rising interest rates, undermined the fiscal situation even more as 
economies were driven into recession. This further contracted the government's 
revenue base. 

The tum-around in economic policy which most Latin American govemments 
undertook in the late 1980s must, therefore, be seen in the context of the economic 
abyss into which they had fallen as a result of earlier policies and from which they 
had to claw their way out. Their reform efforts were almost invariably accompanied 
by credit arrangements with the IMF and World Bank (the Bank had by then 
moved into stractural adjustment lending as a means of inducing policy reform in 
recipient countries) and a feature of the attendant donor-borrower relationship was 
that the IFIs - especially the IMF - were initially regarded with hostility by most 
Latin Americans, who saw them as agents of Northern industrial interests intent on 
perpetuating dependency in the South. Credit arrangements with the IFIs, and 
associated conditionalities, were seen as the instmments through which such 
dependency was enforced. However, following the tumaround in policy in these 
countries, it is clear that this hostihty too has undergone a sea change. 



Issues for examination 

The principal objective of this paper is to assess the importance of IFI 
conditionality in catalysing policy change in Latin America. The definition of 
conditionality we use is that of the hard-core variety as set out by Killick 
(forthcoming). These are actions, or promises of them, which are made only at the 
insistence or under the coercion of the lender, and are 'measures that would not 
otherwise be undertaken, promised involuntarily by govemments in urgent need of 
the financial assistance to which the measures are attached'. In the analysis to 
follow we distinguish between this and 'pro forma' or consensual policy conditions 
which govemments implement voluntarily. 

We also look at the other avenues through which the IFIs may have played a 
catalytic role, that is through policy dialogue and the provision of supporting 
finance. In addition to these extemal factors, the extent to which the debt crisis 
may have had a cathartic effect in jolting govemments into new policy directions 
will also be assessed. 

Since die statist, import-substituting, pro-inflation policies followed by Latin 
American govemments earlier had been to a large extent driven by political factors, 
as noted above, we hypothesise that the domestic political environment was a 
cmcial variable in the adjustment process. How important was the role played by 
domestic politics, especially in relation to that played by IFI conditionality? What 
were the political variables which went into producing an intemal configuration of 
forces favouring reform? Among these variables, we consider the extent to which 
the nature of politics - whether adversarial or consensual - facilitated or fmstrated 
reform. In this context, did democracy help or hinder? The role played by the 
nature of policy decision-making - whether consensual, interest-dominated or 
technocratic - will also be examined. 

In order to assess the relative importance of each of these factors in bringing about 
the reorientation in policy, we consider the adjustment experience of the six Latin 
American countries mentioned above. The selection of the sample was, by 
necessity, governed by the availability of relevant published material. 



RECORD OF POLICY REFORM 
IN LATIN AMERICA 

1. Argentina 

Before the tuming point 

Until Carlos Menem's election as President in 1989, successive stabilisation 
attempts had failed in Argentina because of the govermnent's inability to close the 
fiscal gap. In its tum, the fiscal gap had been driven by Argentina's political 
economy, so that balancing the budget had essentially been a question of breaking 
the destractive dynamic between the country's poUtics and its economics. 

The chronic violence and instability which characterised Argentine politics from 
1940 until recently was explained by the inability of the country's political 
institutions to cope with the demands of rapid social change and the resulting rapid 
poUtical mobilisation of new groups in the country. From 1912, the Argentine 
polity was essentially corporatist: political parties were class-based. The small, 
land-owning eUte interests were represented by the Conservatives, the Radical Civic 
Union (UCR) was founded by the emerging middle class, and the Peronist Party 
which came to power by the middle of the century was a working class movement. 
However, the dramatic increase in political participation of the middle class in 1912 
and the working class in 1945 were not fully accepted by the older elites (Snow 
and Wynia, 1990: 131). 

Argentina's statist, redistributive policies post-World War 11 were shaped by die 
poUtical-economy of the country. As each party came into power, it strengthened 
its alliance with respective corporatist entities through redistribution and subsidies. 
Losing parties in an election seldom accepted electoral defeat as definitive, 
knocking on the doors of the barracks for redress. Between the overthrow of Peron 
in 1955 and the military takeover of 1976, Argentina had experienced two minority 
Radical govemments (1958-62 and 1963-66), two military regimes (1955-58 and 
1966-73), a brief civil conflict (1962-63), and a retum of the Peronists (1973-76). 
The military itself had been plagued by intemal ideological factions which limited 
its abiUty to carry out a coherent programme, unlike in Chile. 

While industrialists and military nationalists generally supported the ISI model in 
Argentina, antagonism towards the Peronist movement frequently led these groups 
into political alliances with financial and agro-exporting groups which advocated 



more liberal strategies. Thus, during the military regime of Videla, Finance Minister 
Martinez de Hoz (1976-81) attempted to dismantie the regulatory apparams of the 
state-led ISI model, even to the extent of lifting controls on capital movements and 
trade. At the same time, the govemment maintained an overvalued exchange rate 
to control inflation, and this led to serious macroeconomic imbalances as 
speculative dollar purchases by the private sector were financed by massive foreign 
borrowing by the govemment to cover its fiscal deficit. The foreign resource 
inflows thereafter haemorrhaged away in the form of capital flight by the local 
private sector (Kaufman, 1990: 72). 

From March 1981 to December 1983, the economy faced a series of shocks: 
commodity prices declined sharply, intemational interest rates rose, devaluation 
fuelled inflation in the domestic economy, and the Malvinas (Falklands) conflict 
added to the devastation of the public finances and loss of confidence in the 
military regime. In October 1983 the Radical Party won open and free elections for 
the first time. The new president, Raul Alfonsin, inherited an extremely unstable 
economy: the fiscal deficit was more than 12% of GDP in December 1983 and 
inflation was ranning at a monthly rate of 20% (Erro, 1993: 136). 

Corporatism had become increasingly difficult to sustain by the time Alfonsin took 
over because there was little surplus in the economy that the govemment could 
appropriate for redistribution. Even so, soon after the election the govemment 
implemented some populist policies. Ceilings were imposed on increases in public 
utility rates and an 8% wage increase was granted above the automatic indexation 
rate. Thereafter, Alfonsin was forced to make several stabilisation attempts (the 
Austral Plans of 1985 and 1986, for example), all of which failed due to his 
inabihty to implement the necessary stmctural correlates to the programmes. New 
debt was taken on to finance the budget deficit, and foreign interest payments that 
the govemment could not meet were capitalised (Erro, 1993: 146-48). 

Despite poor compliance with loan conditions, at least until 1987 Argentina was 
successful in obtaining financial support from the Bank and the Fund on the basis 
of its bargaining power as Latin America's largest debtor (see Appendix Table). 
Three Fund stand-bys were granted to Argentina between 1983 and 1988 but 
tranche releases of all three were suspended due to non-compliance with loan 
conditionality. In the Bank's case, involvement in sectoral lending to Argentina 
began in 1985 with the Baker Plan, and a sectoral loan for agriculture was 
approved in April 1986. Here too the govemment did not meet the conditions for 
the release of die second tranche, failing to establish a federal land tax or to 
liberalise the import of tractors and machinery (World Bank, 1993b: vi-viii). 
However, as credits from intemational commercial banks were linked to specified 
levels of Bank disbursement, the Bank came under pressure from the US 
administration to release the tiranche. Consequendy, the Bank's management 
recommended a waiver of conditionality to the Board which the latter approved 
'after much acrimonious debate' (ibid.). 



By early 1988, when anrangements with the Fund fell through, James Baker, the US 
Treasury Secretary, pressured the Bank to lend to Argentina in order to keep alive 
the facade of debt repayment. As manager of Ronald Reagan's presidential 
campaign. Baker was particularly anxious to keep the debt problem quiescent 
before the elections took place. With Argentina's own presidential campaign due 
to start shortly, there were fears that pressures for a radical solution would force 
Alfonsin to adopt a more confrontational approach. The US Treasury therefore went 
to the extent of providing Argentina with a bridging loan, notionally made 
conditional on the approval of a package of sectoral and project loans by the Bank, 
whereas such loans were usually tied to Fund progranunes (Tussie and Botzman, 
1990: 397-400). 

The Bank's Second Trade Policy Loan (TPL II) was not, as would normally have 
been the case, supported by a concurrent Fund stand-by, as agreement with the 
Fund on a programme proved elusive: Alfonsin found the pohtical risk associated 
with a Fund stabilisation programme too high in the run up to the presidential 
election. With no concurrent stand-by, the Bank had to play the dual role of both 
catalyst to attract new loans from the commercial banks and monitor of Argentina's 
macroeconomic performance. The TPL II Loan therefore included, over and above 
sectoral conditions, a new clause making disbursements conditional on favourable 
macroeconomic performance. Macro-conditionality was rigorous, not only for loan 
effectiveness but also for tranche release. This was designed to limit the further risk 
of Bank exposure should the Fund be unwilling to agree a stand-by, because tiie 
fmancial support of other creditors and the Fund was critical to the viability of the 
strategy (Tussie and Botzman, 1993: 396). 

In the event, a Fund stand-by indeed failed to materialise, and in its absence other 
creditors were unwilling to lend. So even though the govemment complied with, 
and made satisfactory progress in meeting, sectoral condhions, its failure to meet 
macroeconomic targets enabled the Bank to suspend disbursement of the second 
tranche of TPL II. Meanwhile, the US Government's attimde towards the debt crisis 
changed with the new Bush Administration which came to power in early 1989 and 
which was prepared to recognise discounts on the book value of debt. The Bank 
was therefore able to seize on the excuse of non-compliance on macro-conditions 
and make a fast exit from an adjustment programme which, being underfunded, 
was doomed to failure anyway. The Bank appears to have been more interested in 
saving itself from the consequences of the failure of a progranune which it has 
entered into unwillingly than in ensuring the success of its sectoral programme. 

Menem's U-tum in 1989 

At the presidential elections in May 1989, the Radical Party candidate lost to 
Carlos Menem of the Peronist Party. By July the economy was in severe crisis: 
inflation was mnning at 200% per month, there was no investment and the 



bourgeoisie was exporting as much capital as was possible. 

Menem had been elected on a very populist platform, presenting himself as Juan 
Peron's successor, making frequent references to 'social justice' and advocating a 
unilateral moratorium on foreign debt payments. Moreover, his record as governor 
of La Rioja was not promising, as his administradon was known for an overblown 
and inefficient state apparatus. Menem had also been willing to sell his support to 
Alfonsin for federal government subsidies. Why then did Menem break with the 
past and choose to restructure the economy by grasping the nettle of fiscal reform? 

David Erro argues that the most likely reason for this tumaround was that Menem 
realised that there were no other alternatives (1993: 197). Menem inherited an 
insolvent state to which no international financial agent (including the IFIs) was 
willing to lend. By 1989, total extemal debt amounted to a staggering US$65 
billion - approximately 538% of total exports for that year (World Bank, World 
Debt Tables, 1991-92: 10); between 1989 and 1990 net long-term capital inflows 
had plummeted from US$4.7 billion to US$1.2 bilHon. Meanwhile, net long-term 
loans for 1991 were negative at US$1.5 billion, with Argentina paying back nearly 
twice as much as she received in loans (World Bank, World Debt Tables, 1995: 
107). There were no longer any funds available to buy political support through 
redistribution and subsidies. 

Hence, despite his populist rhetoric and working class support, Menem was forced 
to distance himself from the lobbying of corporatist entities, align himself with the 
business community and effect rational, market-based policies. Soon after his 
election, Menem held extensive meetings with the chief economists of the 
Argentine muUinational Bunge y Born which was not associated with any 
corporatist entity. Several Bunge y Bom economists and executives were appointed 
to the Ministry of Economics. The president simultaneously severed ties with the 
various factions of the Peronist Party and no leading Peronist was included in the 
new cabinet (Erro, 1993: 197-99). 

In stipulating the economic plan by law (the Law for the Reform of the State and 
the Law Regarding the Economic Emergency), the president gained clear and 
strong powers to implement economic policy and legally bound the govemment to 
implement a comprehensive programme of stmctural reforms. Within three months 
of assuming office, he announced plans for the privatisation of the Aerolineas 
Argentinas and Entel - the best known state enterprises. Subsequently the 
govemment down-sized its services across the board and halved military 
expenditures. Rationalisation of the state sector made 120,000 workers redundant. 
Tax revenue was increased, especially through the implementation of an 18% VAT. 
Foreign trade was completely deregulated and all regulatory boards in the 
agricultural sector were abolished (Erro, 1993: 218-20). 

Initial attempts at stabilisation were unsuccessful, however. In fact, it was after the 



Bunge y Bom Plan that inflation began to accelerate. When the stabilisation efforts 
ran into difficulties Menem invariably made scapegoats of his ministers of finance. 
The stmctural adjustment programme, however, marched relentlessly on (Erro, 
1993: 206). Efforts at stabilisation began to bear fruit only after Plan Bonex. In 
January 1990, plaza fijos - certificates of deposit with astronomical interest rates 
which were fuelling hyperinflation and inflating public debt - were nationalised and 
transformed into ten-year, dollar-denominated bonds. Simultaneously the 
govemment ehminated almost all its short-term debt and replaced it with long-term 
bonds carrying far lower obligations. Consequendy M2 was slashed by 60% and 
the govemment kept its promise not to print money to finance the deficit. 

In 1991, under Finance Minister Cavallo's Convertibility Plan, a fixed exchange 
rate in the context of an open economy forced local manufacturers to control costs 
in order to compete with imports. It also forced the govemment to continue with 
restmcturing and to live up to its commitments with respect to controlling the fiscal 
deficit (Erro, 1993; 215-17). 

In Argentina's case, it seems likely that it was the lack of financial assistance from 
donors rather than donor support and conditionality which forced Menem's 
govemment to undertake reform. As noted above, no creditor was willing to lend 
to Argentina at the time of Menem's accession. Donor influence over policy reform 
(inadvertently or otherwise) resulted from the withholding of financial relief until 
there was in place a govemment convinced of the need for reform and committed 
to programme implementadon. If donors and creditors had provided credit to 
Argentina at the time of Menem's assumption of the presidency (and had not been 
frightened away by his talk of declaring a unilateral moratorium on debt 
repayments), it is likely that the soft budget constraint thus provided would have 
enabled him to keep the popuhst promises of his manifesto, and further postponed 
reform. 

Developments from 1991 

After Menem had convincingly demonstrated that his govemment was committed 
to reform, the IFIs were willing to resume operations and provide fmancial support 
for further policy adjustments. By mid-1991 the govemment had signed up for two 
sectoral loans, the Public Enterprise Reform Adjustment Credit and the Public 
Sector Reform Loan, totalling US$625 million. At the same time a Fund stand-by 
for SDR780 million came into operation but was subsequently cancelled and a 
three-year Extended Facility (EFF) credit for SDR2,149 million granted instead. In 
the pipeline in 1993 were fiscal, administrative and social security reforms and 
reform of intergovemmental fiscal relations. 

The extent to which lobbying by class-based interest groups had broken down and 
adjustment policies had been consolidated was evident in the aftermath of the 



collapse of the Mexican peso in December 1994. Despite being only months away 
from the presidential election in which he was seeking re-election, Menem chose 
to deflate die economy to raise productivity and badly-needed export earnings 
rather than devalue the currency. He also used the crisis to push through labour 
market and pension reforms previously held up in Congress (The Economist, 20 
May 1995). In May 1995, Argentines re-elected Menem to office, showing that the 
electorate had matured to the extent that it was prepared to accept hard measures 
in retum for political and economic stability. It is also significant that Menem's 
nearest rival in the election, Jose Octavio Borden, challenged the methods and 
results of reform, but not the principle (ibid.). 

In Argentina's case, the most important contribution made by the IFIs towards 
bringing about economic policy reform in that country seems to have been, 
ironically, to withhold financial assistance at the cmcial point. The fact that no 
intemational financial agent, not even the IFIs, were willing to lend in 1989, and 
the fact that the government had been driven to bankmptcy by years of 
distributional conflict, meant that there were no longer any resources available to 
sustain the old system of buying political support through redistribution and 
subsidies. Consequently, Carlos Menem, notwithstanding the populist rhetoric 
which brought him into power, was forced to deal with new economic realities. 
Once convinced that policy reform was the only way out, Menem implemented 
stmctural reforms with surprising single-mindedness. The Bank and the Fund's loan 
conditionality had littie role to play in this policy transformation, although their 
subsequent financial support helped thereafter to .sustain the program. 

2. Bolivia 

The 1952 revolution and policies to 1985 

Sachs and Morales observe that Bolivia's economic recovery since 1985 was as 
extraordinary as its economic crisis during the first half of the decade (1988: 9). 
Perhaps one of the most remarkable features of this transformation was that it 
involved a reversal of the 1952 revolution by the very man who had led workers, 
peasants and displaced middle classes in revolt against an oligarchic elite thirty-
three years earlier. 

The 1952 revolution was a culmination of the political uncertainty and unrest 
stemming from the collapse of tin prices at the beginning of the Great Depression. 
Bolivia had been heavily dependent on the export of tin ever since the fall of silver 
prices and depletion of deposits in the nineteenth century. The country's mono-
commodity export stmcture was a direct result of its geographic features: a very 
large, sparsely populated, land-locked country with a forbidding terrain like Bolivia 
can viably export only those products for which a high value per unit weight can 



overcome high transport costs (Sachs and Morales, 1988: 13). This resulted in a 
highly skewed and dependent economic structure, and a political order where 
landholding and exporting elites monopolised key resources, such as land and 
capital. 

In the 1930s, the collapse of tin prices and the disastrous Chaco War with Paraguay 
undermined the economy, made chaos of public finance and debilitated the 
oligarchic political system. The latter had been controlled by La Rosea, the three 
fin magnates who controlled 80% of tin production, and who had extended their 
control into banking, commerce and transport. The economic crisis laid the 
foundation for sectors of the middle class to unite with the working class to form 
a broad revolutionary movement which was led by the Movimento Nacionalista 
Revolucionario (MNR) (Gamarra and Malloy, 1990: 365-66). 

The 1952 Revolution saw the setting up of an economic structure governed by 
'state capitalism'. The largest tin mines were nationalised and transferred to a new 
state mining corporation, COMIBOL. An effective land reform destroyed the old 
hacienda system, and the public sector was assigned the responsibility for capital 
formation in both manufacturing and infrastructure. The statist model was expected 
to provide a political answer to Bolivia's highly unequal income distribution and 
the concomitantly skewed distribution of political power. 

Nevertheless, the concept of more equitable growth through a large state sector 
became a natural prey to the distributional conflict among various sectors of 
Bolivian society, each of which looked to the central govemment to satisfy its 
particular distributional agenda. Thus, leftist or populist leaders repeatedly mmed 
to inflationary finance, foreign aid or foreign borrowing to permit higher wages and 
increased employment in the state sector. Govemments on the right, in conti-ast, 
bolstered segments of the private sector through subsidies, financed not by higher 
taxes but by reducing public sector wages and through foreign borrowing. 
Occasionally, military leaders intervened, sometimes to forestall redistributionist 
actions by destroying unions and leftist politicians (the administrations of General 
Barrientos (1964-69) and Colonel Banzer (1976-78) for example), and sometimes 
to indulge in populism themselves (Alfredo Orando (1969-1970) and Juan Jose 
Torres (1970-71)). 

Sachs and Morales point out the far-reaching consequences which the distributional 
conflict and the statist development model had on economic policy and 
performance (1988: 19). Foremost among these effects was fiscal indiscipline in the 
face of a growing public sector coupled with the weak capacity of the state to 
overcome opposition from high income groups and institute necessary tax rises. 
This was accompanied by the deep politicisation of almost all instmments of 
economic policy because of their potential distributional uses. Problems were 
deepened by uncertainty among private investors created by the altemate swings 
from leftist to rightist regimes with widely different agendas. To cap it all, 



successive govemments began to regard the public purse as a private slush fund to 
which they could help themselves for personal gain and political patronage. 

Bolivia's rapid accumulation of extemal debt in the 1970s reflected increasing 
dependence on 'borrowed money and borrowed time' as a quick fix to the intemal 
distributional conflict. The overvalued exchange rate maintained through foreign 
borrowing also created its own constituency as it became a one-way bet for flight 
capital. Consequendy, Bolivia's debt problems assumed crisis proportions before 
the intemational crisis of August 1982. By 1981, Bolivia had already been forced 
to reorganise its foreign liabilities, as fresh foreign credits began to dry up. 
Unwilling or unable to raise taxes or contract expenditure, successive governments 
(there were nine heads of state during a chronically unstable period between 1978 
and 1982) resorted to seigniorage financing to bridge the fiscal deficit. In 1981 the 
economy was rocked by the commodity price slide and the steep rise in 
international interest rates. Real GDP declined by 0.9% in 1981 and by 8.7% in 
1982. Price levels rose by 308% during die same period (Sachs and Morales, 1988: 
22). 

Siles Zuazo's govemment which came to power in October 1982 inherited this 
economic mess. His administration was the first elected govemment in 18 years and 
was comprised of a coalition of the left-wing faction of the MNR and a number of 
leftist parties. As such, the new govemment was extremely vulnerable to populist 
pressures. Siles sought to deal with the crisis by at least five stabilisation attempts 
designed to satisfy the IMF and the private sector. Each of these was sabotaged 
either by his opponents or his so-called allies in Congress. While Siles's coalition 
partners could never agree on policies to reduce expenditure, his govemment's 
right-wing opponents in Congress rejected all proposals to broaden or stabilise the 
tax base (Sachs and Morales, 1986: 28). Meanwhile, the major labour federation, 
the Central Obrero Boliviano (COB), staged strikes and demonstrations in protest 
at the austerity measures. Inevitably the govemment modified the package to the 
point of undermining its effectiveness, thereby provoking the exasperation of the 
IMF and the emergent private sector (Gamarra and Malloy, 1990: 371). 

The Bolivian hyperinflation of 1984-85 was clearly the most dramatic symptom of 
the crisis, rocketing from annual rates of several hundred percent in 1982 and 1983 
tc 25,000% per annum by 1985 (Sachs and Morales, 1988: 9). It was not only the 
deficit dynamic which drove inflation, with the govemment unable to cut back 
public spending in the face of falling foreign credits, declining tax revenues and 
increasing debt service payments. As pointed out by Pastor, the Bolivian 
hyperinflation also reflected a wage-price spiral which careered out of control due 
to the 'political and policy paralysis' of the Siles administration (1991: 214). For 
example, one of the govemment's early measures included a 100% indexation of 
the minimum wage. By April 1984, the govemment promulgated a policy of 100% 
indexation for all wages. Also in April 1984, the major labour federation, the COB, 
staged a national strike to protest against a new stabilisation package following a 



visit to La Paz of an IMF mission. The strike forced the govemment to meet the 
COB's demand to stop servicing extemal debt. 

The turning point in 1985 

In December 1984, Siles was pressured into relinquishing power a year earlier than 
expected owing to the crisis situation. The 1985 elections failed to give any 
candidate a clear majority. Former dictator Hugo Banzer polled the highest 
percentage of votes but did not control a Congress dominated by the centre-left 
parties, which decided to ally themselves with the MNR. Thus, Congress elected 
Victor Paz Estenssoro of the MNR for his fourth term in the Presidency on 
6 August 1985. 

Clearly, the new administration's first priority was to resolve the economic crisis. 
The 'New Economic Policy' (NEP) was unveiled only three weeks after the 
govemment came into power on 29 August 1985. Undoubtedly, the programme 
came as a surprise for the MNR and the leftist groups which had supported Paz's 
election, as it represented a dramatic dismantiing of the state capitaUst development 
strategy established by Paz and the MNR after the revolution, and reinforced by 
subsequent regimes. It was, moreover, an orthodox stabilisation attempt at a time 
when neighbours such as Mexico, Argentina and Brazil were following heterodox 
approaches to resolve their macroeconomic crises. The NEP encompassed not only 
plans for macroeconomic stabilisation but also for trade liberalisation, 
administrative and tax reform, and deregulation and privatisation in the domestic 
economy. 

The fiscal part of the programme was to embrace a five-point strategy which 
included: 

(1) a stable and unified exchange rate backed by tight fiscal and monetary 
policies; 

(2) increased public sector revenues, via tax reform and improved public sector 
prices; 

(3) a reduced public sector wage bill, through reductions of employment in state 
enterprises (particularly COMIBOL) and reduced real rates of compensation; 

(4) an effective elimination of extemal debt servicing, through a combination of 
rescheduling with official creditors and a unilateral suspension of payments 
to foreign private creditors until a more fundamental debt settlement could 
be arranged; and 

(5) a resumption of concessional foreign financial assistance from foreign 



govemments and the IFIs (Sachs and Morales, 1988: 28). 

Who designed the NEP? The official position was that the stabilisation measures 
were drafted by a group of Bolivian technocrats led by the US-educated Gonzalo 
Sanchez de Lozada (Cariaga, 1990: 42). However, Jeffrey Sachs of Harvard 
University was involved in preparing the document that served as the basis for the 
early stabilisation policies of the newly-elected Paz Estenssoro govemment. Sachs 
later became a day-to-day adviser on the implementation of the programme over 
a two-year period (Harberger, 1988: 4). 

There is also evidence that the technocratic group maintained a continuous dialogue 
with the IFIs, particularly with the Fund. But neither die IMF nor die US Agency 
for Intemational Development took seriously the decision by the govemment to 
carry out a drastic adjustment programme. The Inter-American Development Bank 
and die Andean Development Corporation provided only limited financing to 
Bolivia, although they showed great interest in the outcomes of the programme. 
The World Bank announced its full support but a year elapsed before its first loan 
was disbursed (Cariaga, 1990: 42). Bolivia had lost its credibility abroad to such 
an extent that the IFIs were understandably wary of extending further credit. 

Even though the Bolivians maintained a dialogue with the IMF, it was clear that, 
at a cmnch, the team followed Sachs's advice rather than the Fund's. For example, 
while IMF officials argued for wage adjustments and further depreciation of the 
exchange rate, Jeffrey Sachs argued that stabilising the exchange rate was die key 
to eliminating the vestiges of hyperinflation. The govemment followed Sachs and 
drew down intemational reserves (Pastor, 1991: 225). The break in hyperinflation 
began more than a week after the inception of the programme, when inflation fell 
from a rate of more than 50% per month to zero almost immediately. Bolivian 
policy-makers diereafter followed die principle that die key to price stability was 
a stable unified exchange rate protected by tight fiscal and monetary policies (Sachs 
and Morales, 1988: 29). 

Given the volatility of Bolivian politics, the fundamental question is how and why 
Paz Estenssoro pushed through the orthodox shock of the NEP. Although the 
programme was considered by many as Paz's treason to the revolution, it 
represented a new pragmatism on the part of the veteran political leader, necessary 
to deal with the hyperinflation, which virtually destroyed the functioning of the 
economy, and the collapse of a state mining system constmcted on the basis of a 
tin industry rapidly going out of existence. Traditional positions were abandoned, 
radical reforms accepted and Paz pursued the NEP outside, even against, the old 
party stmcture, supported young technocrats against old party bosses (Gamarra and 
Malloy, 1990: 373). 

Implementation of the NEP depended on two key political factors: die ability of the 
govemment to control labour and its ability to push reforms through Congress. Paz 



Estenssoro struck a political truce with the major right-wing opposition party, the 
Accion Democratica Y Nacionalista (ADN) of Hugo Banzer. The Pacto por la 
Democracia between the MNR and Banzer's ADN was signed on 17 October 1985. 
The pact did not establish a goveming alhance but an agreement through which the 
two parties agreed to cooperate in Congress to push through the Decree Law 21060 
enacting the NEP and related legislation. 

The pact enabled the govemment to impose two congressionally-sanctioned states 
of siege aimed at organised labour. Paz's strategy to control labour was drastic. 
When the govemment's freeze of public sector wages and elimination of wage 
indexation produced labour protest, die government detained 30 union leaders and 
confined 145 others to remote river ports. As the programme progressed, it sacked 
many tin miners, thereby effectively destroying the country's most powerful labour 
union (Pastor, 1991: 226). Paz also used the pact to pass a far-reaching tax reform 
programme, three budgets and a new electoral law through Congress. As Gamarra 
and Malloy put it, 'die pact resolved the stmctural impasse between executive and 
legislative authorities that had plagued the Siles govemment and ended the thirty-
year threat of the COB to incumbent governments' (1990: 373). 

The Bolivian stabilisation process was highly 'orthodox', eschewing all wage and 
price controls. The currency was devalued; a new and free-floating exchange rate 
established; all price and wage controls eliminated; and pubUc sector prices 
substantially raised. The latter included the elimination of all govemment subsidies, 
including those on bread and odier foodstuffs, and subsidised rates and fares 
charged by public services and utilities were also abolished (Sachs and Morales, 
1988: 37). Govemment expenditures were severely restricted and the real wages of 
govemment employees were reduced. Along witti the fiscal shock, die govemment 
implemented major tax reforms, including the imposition of a VAT system which 
went back to many of the recommendations of the 1970s Harvard tax advisory 
group known as the Musgrave Commission. Paz Estenssoro also undertook a 
systematic attack on the state bureaucracy by dismantiing the COMIBOL that was 
fiercely supported by die mineworkers' union. Between 1985 and 1987, 
COMIBOL's workforce was reduced from 30,000 to only 7,000 (Klein, 1992: 275). 

The stabilisation programme was successful despite large adverse shocks that hit 
the economy. In October 1985, the Intemational Tin Council, an organisation of 32 
nations which purchased tin for support purposes, went bankmpt and the 
intemational tin market collapsed. While this may have helped the govemment in 
its conflict with the miners, as Klein suggests (1992: 276), the terms of trade 
deterioration further squeezed real incomes. Nevertheless, the rise of an illegal and 
parallel coca economy to some extent helped Bolivia to absorb the balance-of-
payments effects of the tin market collapse and provide altemative employment for 
displaced workers. However, even the price of coca plummeted from late 1985. 
Moreover, depressed oil prices and the failure of Argentina to keep current on its 
payments for gas imported from Bolivia forced the govemment to transfer funds 



to the oil company and regional govemments. The combined losses from these 
shocks exceeded US$150 million in 1987. 

Nevertheless, credibility at home, boosted by the stabilisation measures, led to the 
repatriation of more than US$260 million in flight capital and the government used 
these inflows to offset the effects of extemal shocks (Cariaga, 1990: 45). This 
repatriation of capital helped ensure the success of the programme until credibility 
was restored with intemational lending organisations. 

It is clear that IFI conditionality did not play a catalytic role in Bolivia's turning 
point. The IFIs did not take the government's assured intentions of undertaking 
reforms seriously, and therefore there were no credit arrangements with either of 
the two institutions in operation at the crucial stage of reform (see Appendix Table) 
although the Bolivians did maintain a useful policy dialogue with the IFIs 
throughout. 

Developments after 1985 

Paz's government was fortunate to inherit from the previous regime the total 
suspension of interest payments on its extemal commercial debt pending a longer-
term setdement. At the time of its election, total extemal debt was 130% of GDP 
and coirmiercial bank interest arrears alone amounted to more than 10% of GD.. 
In contrast, the govemment was collecting less than 2% of GDP in revenues (Sachs 
and Morales, 1988: 36). 

The political and economic challenge facing the govemment was to cut the budget 
deficit and obtain the support of internadonal creditors, especially the IFIs. 
However, the fact that budget austerity was linked to an IMF programme made it 
politically impossible for the govemment to be seen to be cutting the budget in 
order to pay off foreign debt, without which intemational credit would not be 
forthcoming. A primary objective of the harsh stabilisation measures was to obtain 
foreign debt relief through the Baker Plan. However, the Bolivian govemment was 
tumed down for assistance under the Plan on the grounds that the foreign 
commercial banks were not prepared to resume lending to the country (Cariaga, 
1990: 50). The IMF and the US govemment attempted to pressure the Bolivian 
govemment at the beginning of the stabilisation programme to resume normal 
interest payments to the banks but the govemment insisted that it could not and 
would not undertake stabihsation coupled with debt servicing (Sachs, 1994: 514). 

Finally, in 1986, the IMF accepted the Bolivian govemment's argument and the 
Bolivians were able to engineer a 'consensual default': the Fund awarded Bolivia 
a stabilisation programme despite the unilateral suspension of commercial bank 
payments. This enabled the govemment to 'take harsh adjustment measures without 
facing the charge of being the servants of foreign creditors' (Sachs and Morales, 



1988: 36-37). 

The agreement with the IMF enabled Bolivia to get new IMF credits, to refinance 
past loans coming due, and to arrange for new financing from the Bank. Bohvia 
was also able to negotiate a Paris Club rescheduling with official bilateral creditors, 
allowing it to refinance 100% of all interest and principal coming due on bilateral 
loans during the consolidation period of the Paris Club agreement. After 1985, 
Bolivia became one of the few debtor counties in the world to achieve a net inward 
transfer of resources. In 1987 the IMF became the sponsor of Bolivia's debt 
buyback operation with the commercial banks (Sachs and Morales, 1988: 37). 

The NEP managed to lower inflation dramatically: by 1987 the annual rate was 
around 11%. GDP was stagnant between 1984 and 1985, contracted by nearly 3% 
in 1986 and recovered to grow at 2.6% per annum in 1987-88 (Pastor, 1991: 227; 
Cariaga, 1990: 53). By mid-1987 frustration with the continuing stagnation of the 
economy gave rise to political pressure which forced the govemment towards 
reactivation of the economy. Also, by 1988 the strategy of fighting inflation by 
supporting the peso had resulted in an over-valuation of the exchange rate by at 
least 10 to 20%. By this time, govemment finance was also a source of concem: 
the overall deficit for the consolidated public sector had risen from 4% of GDP in 
1986 to nearly 10% by 1987 (Pastor, 1991: 227, 232). The govemment's desire to 
increase public investment and raise growth in the mn-up to presidential elections 
in 1989 met widi the sharp disapproval of the IMF. The Fund prevailed, die 
govemment scaling back its plans and reducing the deficit to around 6% of GDP 
in 1988 (Pastor, 1991: 232). 

The MNR selected Sanchez de Lozada as presidential candidate for the May 1989 
election on account of his growing popularity. The tensions of the electoral 
campaign, however, broke the Pact for Democracy between the MNR and Banzer's 
ADN. Gonzales Sanchez captured a pluraUty but the MNR was unable to form a 
govemment as Banzer's ADN and the Revolutionary Left Movement (MIR) 
established a coalition which provided political support in Congress, just as the 
Pact for Democracy had five years earlier (Gamarra and Malloy, 1990: 374; Klein, 
1992: 283). 

The most important factor of the 1989 election was that it amounted to a plebiscite 
on the stabilisation measures. None of the three leading parties challenged the NEP 
and the dismantiing of the state capitalist system, and they won 65.4% of the vote 
(Cariaga, 1990: 53). 

As far as Bolivia's stabihsation experience is concerned, the IFIs' role was 
supportive, and that mainly in a financial sense, rather than decisive or catalytic in 
terms of bringing about policy reform. Loan conditionality was generally of the pro 
forma type and did not push Bolivia in any direction in which the country's 
political leaders did not want to go. It can be argued that die hyperinflation was the 



key factor triggering the adjustment effort, causing the general populace to tolerate 
the general austerity and regressive distribution of the programme. Hyperinflation 
also illustrated vividly the financial limits of state capitalism and forced Paz 
Estenssoro's govemment into a new pragmatism. The latter in tum led to the 
cooperative agreement between the MNR and Banzer's ADN which enabled the 
programme to be pushed through Congress. Once the government had established 
its credibility in implementing harsh stabilisation measures, however, the financial 
support and cooperation of the IFIs strengthened its hand in sustaining the reform 
effort as in the Argentinian case. 

3. Chile 

Of the six Latin American countries studied here, Chile has been the most 
successful in implementing adjustment reforms. Moreover, it is in Chile that the 
reforms appear most consolidated, in the sense that major policy reversals in the 
future seem a very remote possibility. 

Politics and policies before 1974 

Like most of the region, Chile had followed an ISl since the 1930s. By the early 
1950s, however, the growth dynamic of the ISl strategy had exhausted itself. 
Moreover, the middle-class political coalition that had governed during this period 
could no longer command the political support that they once had. The tum to 
economic orthodoxy came with the election of a political alliance led by Jorge 
Alessandri (1958-64), whose govemment was based on a coalition of rightist 
political parties. The new government gave extensive privileges to the private sector 
and allowed it to dominate the economy. At the same time the govemment 
encouraged foreign investment and restrained wages and consumption. The state's 
main function was to regulate the economy and assist the private sector (Stallings, 
1990: 117). 

Nevertheless, in the years that followed (1958-73), political coalitions and 
economic strategies in Chile moved increasingly leftward, towards greater state 
intervention and a more closed economy. Although fears of a victory by a leftist 
alliance caused the right-wing political parties to support the centrist Christian-
Democratic candidate in the 1964 presidential elections, during Eduardo Frei's 
administration (1964—70) the state assumed an even more important role, while still 
relying on the production and investment capacity of the private sector. For 
example, foreign capital was sought but its operations were controlled by 
govemment guidelines. The govemment also instituted an agrarian reform and 
brought the key copper industry under state ownership. Many of Frei's reformist 
policies, however, cost him the support of the right (ibid.; Sigmund, 1990: 208). 



The 1970 election was won by Salvador Allende, the candidate of the Popular 
Unity alliance of Socialist and Communist parties. The new government was bent 
on paving the way for a transition to socialism. Allende thus expanded agrarian 
reform and increased state control of foreign capital. Certain strategic enterprises 
were taken over (US-owned copper mines were nationalised in 1971), others were 
increasingly regulated. Government incurred higher public expenditure for both 
consumption and investment. By 1972 Chile's economy was hobbled by severe 
macroeconomic imbalances, with runaway inflation, and acute fiscal and balance 
of payments crises. Economic collapse was accompanied by a political crisis as 
leftist groups began to seize landholdings, while the populist government 
encouraged increased class polarisation. Extremists from both sides of the political 
spectrum soon created a state of total anarchy (Sigmund, 1990: 209). 

The leftward shift in economic policy had occurred within a liberal democracy 
system; until the 1973 coup, Chile was one of the oldest constitutional democracies 
in the world. Since 1833, with only two interruptions - a short but bloody civil war 
in 1891 and a period of mditary intervention in 1925-32 - the country's political 
system had followed regular constitutional procedures, with extensive civil liberties 
and political participation. The mihtary was seen as professional and apolitical (the 
army having been professionalised along Prussian lines following the end of the 
War of the Pacific in 1883) (Stallings, 1990: 124; Sigmund, 1990: 206). 

It was only when it became clear that civilian politicians were incapable of 
maintaining a constitutional consensus, to re-establish the rule of law and arrest 
economic decline, that the military broke with their tradition of non-intervention. 
An added factor was that the 'military monopoly on the instruments of coercion 
was being threatened by armed groups' (Sigmund, 1990: 210). Military intervention 
was seen as jusfifiable when the bases for civilian administration - a functioning 
economy, the maintenance of law and order, and adherence to legality and 
constitutionalism - no longer prevailed. On 11 September 1973, therefore, the three 
forces and the police overthrew the Allende government in a one-day coup that 
included the bombing of the presidential palace. 

The coup of September 1973 was a watershed in Chilean history. The military 
project which emerged subsequently has to be seen as 'a reaction against the 
heightened level of class conflict during the Allende govemment, against the 
existence of a Marxist left in general, and specifically, against the Allende 
govemment's efforts to use the state as an agent for social transformation' 
(Oppenheim, 1993: 117). In es.sence, the armed forces planned a complete 
transformation of Chilean politics and society. The military project was two-phased. 
In the first phase, the military aimed to depoliticise the country by attacking and 
eliminating leftist political groups and old institutions and practices. Then the 
military aimed to replace these elements with new political and economic 
institutions and cultural values (ibid.: 118). The extreme free market economic 
strategy which the military leaders were to follow needs to be seen as the reaction 



of the mihtary regime to Allende's socialist interventionism, as an attempt to 
reverse the dirigiste trend of the last decade. In a short while, the military 
govemment degenerated into the personal dictatorship of General Augusto Pinochet 
(Sigmund, 1990: 213). 

The IFIs played a minimal role in Chile's affairs during the Allende years, there 
were no Fund stand-bys operational during the period. The Bank entered project 
loan agreements widi the Chilean govemment in the areas of education (1970) and 
roads (1970). However, these loans are likely to have offered little leverage for 
influencing govemment macroeconomic policy (see note to Appendix Table). 

The tuming point, 1974-76 

At the time of die 1973 coup, the armed forces knew litde of economic matters. 
Since many of the military leaders distmsted civilians, they held virtually all 
ministerial posts during the first year of their rale. At the same time, there were 
other groups who had the ear of military men, among them two contending groups 
- the duros (hardliners) and the blandos (moderates). The former maintained a 
strident nationalistic position plus a belief in strong authoritarian govemment. The 
latter, in contrast, were not committed to long-term military mle and did not 
necessarily see the need for a strong, authoritarian state. 

The 'Chicago Boys' formed part of the latter group. Economists by profession, 
most of them had been trained at the University of Chicago as a result of an 
exchange programme set up with the Catholic University in 1956. Besides a 
common educational experience, members of this group shared social and cohort 
ties. The world-view taught by the Chicago school was dominated by the thinking 
of Milton Friedman and Amold Harberger. But Oppenheim argues that it is 
probably Frederick Hayek 'who stands as die tme intellectual father of the Chicago 
Boys' (1993: 148-^9). Hence, the world-view to which this group subscribed 
accepted that private property was sacrosanct; and that the state was to be non-
interventionist, allowing market forces to operate as freely as possible with 
minimum govemment regulation and maximal privatisation. As such, they rejected 
the Allende model completely. 

The Chicago Boys had already prepared an economic plan by the time of the coup, 
based on the view that Chile's economic ills stemmed from a closed and highly 
protected economy and excessive govemment intervention (Pinera, 1994: 227). 
When the military junta came to hear of it and realised it contained the antidiesis 
of Allende's Marxist model, they saw the plan as the means to eradicate the 'cancer 
of Marxism' from Chilean politics and economics. The fact that the Chicago Boys 
were technocrats rather than politicians, whose first loyalty was to their profession 
rather dian to any political party, made them doubly attractive to die military as a 
group which could be put in charge of implementing the plan (Oppenheim, 1993: 



149). So, when Fernando Leniz was named Minister of the Economy as early as 
October 1973, he appointed one of the Chicago Boys, Sergio de Castro, as his 
adviser. Other Chicago Boys were also placed in positions within the govemment 
(Oppenheim, 1993: 150). 

At first, the liberalisation programme was adopted gradually. The pace of 
implementation accelerated in April 1975 following a visit to Chile by Milton 
Friedman. By that time, the most pressing problem facing the military junta was 
rampant inflation, which by official statistics reached 505% in 1974. During his 
visit, Friedman ferventiy advised strict adherence to a free market model and on 
24 April the Pinochet govemment announced an economic recovery programme 
that consisted of a set of extremely strict monetarist prescriptions along the lines 
Friedman had recommended. The programme came to be popularly known as the 
'shock treatment', and its successful apphcation ensured the dominance of the 
Chicago Boys' paradigm (Oppenheim, 1993: 127-28, 150). 

From 1976 onwards, the free market ideas of the young technocrats were applied 
'in almost textbook fashion' to 'detoxify a state-hobbled economy' (Stalhngs, 1990: 
118; Pinera, 1994: 228). By this time, the Chicago Boys held virmally all the 
important economic posts, while Sergio de Castro, as Minister of Economy and 
then Finance, played a pivotal role for the group (Oppenheim, 1993: 150). 
Govemment expenditure was mthlessly pmned back and the fiscal deficit 
ehminated. Many public firms were remmed to their previous owners or sold at 
knock-down prices. Tariffs were lowered from an average of 100% to a uniform 
10%, and the capital markets deregulated (Stallings, 1990: 119). The problem of 
inflation was tackled fu-st by controlling monetary expansion and die govemment 
deficit. When this failed to yield positive results, the exchange rate became the 
main stabihsation tool and was pegged to the dollar from mid-1979 (Moran, 1989: 
492-93). 

There were two Fund stand-bys operational in Chile from January 1974 to March 
1976. The agreements with the Fund reinforced support for demand-reduction 
poUcies (Stallings, 1990: 122), as they included the standard measures of public 
expenditure restraint, limits on credit expansion, and exchange rate reforms, among 
other stabilisation measures. However, it is unlikely that the conditionalities 
attached brought about the complete sea change in economic policy-making diat. 
was occurring in Chile. The conditions, being consistent with die general re
orientation in economic policy, were of the pro forma radier than the hard core 
variety, and did not push the military govemment in any policy direction in which 
it did not want to go itself 

Moreover, a Fund programme of that era is unlikely to have envisaged the range 
of intense stmctural reforms which Chile actually undertook, such as Uberalising 
capital markets. Even developed countries like Britain and the United States 
liberalised their capital markets only in the 1980s. Chilean economic poUcy-making 



at the time was essentially a laboratory experiment in economic orthodoxy. 
Moreover, the govemment's strong commitment to reform was even more evident 
in its continued application of free-market principles diroughout the rest of the 
decade when no Fund programmes were in operation. Liberalising the economy 
culminated in the unprecedented privatisation of social security in 1981. 

It is even less likely that conditionality attached to die Worid Bank's project loans 
operational during that time had much influence on the tumaround in 
macroeconomic policy. During the period of upheaval, the Bank entered loan 
agreements witii respect to highways (1974), agriculture (1975, 1976), industry 
(1976), and water supply and sewerage (1980). However, the sector-specific nature 
of these projects preclude the possibility that Bank conditionality wielded an 
economy-wide influence. 

Developments after the tumaround, 1976-89 

Ironically, die textbook application of extreme free-market policies made Chile 
vulnerable to the extemal shocks which tipped the economy into crisis in 1982 (in 
contrast, the other countries in the sample followed statist pohcies in the period 
preceding the crisis). Simultaneous adoption of a fixed exchange rate and a wage 
indexation formula led to a drastic appreciation of the peso during 1979-81. 
Privatisation had concentrated assets in industrial and financial conglomerates with 
weak capital bases, making them highly vulnerable to financial collapse. Also, 
financial liberalisation widi excessively permissive banking legislation permitted 
continued bank lending to risky projects and to insolvent firms associated with the 
same groups diat owned die banks (Moran, 1991: 471-72). Although Chile's 
debt/GNP ratio in 1982 was relatively low at 77.2%, the major part of it belonged 
to the private sector which was cause for concem (Worid Bank, World Debt Tables, 
1987-88: 73). 

The economic crisis constituted a setback for the Chicago Boys. De Castro was 
dismissed, eventually to be replaced in 1985 by another Chicago-educated, albeit 
more pragmatic, technocrat, Heman Buchi. A period of adjustment of the neo-
liberal model followed in which tariffs were raised to 35% and the peso devalued. 
The endangered banking system was taken over by the govemment, and die 
govemment also assumed the loans of liquidated private banks (Oppenheim, 1993: 
150). Then in Febmary 1985 a stmctural adjustment programme coupled with an 
orthodox stabilisation progranune was launched. The programme focused on export 
incentives and the balance of payments, domestic resource mobihsation and the 
rehabilitation of the financial and corporate sectors. The programme was supported 
by a three-year IMF EFF credit and three consecutive SALs from the Worid Bank. 
Both fmancial packages shared the goals of a more efficient public sector, better 
budgetary and institutional controls, an open and export-oriented economy and a 
revitalised financial sector. 



Stabilisation measures resulted in a devaluation of the real exchange rate by 
approximately 90% between 1982 and 1988. Austere fiscal and monetary policies 
reduced the overall non-financial public sector deficit, especially by containing 
wage expenditures. Limits on the Central Bank's creation of credit were established 
to conform to specific Fund targets. Export promotion measures included die 
lowering of tariffs from 35 to 30% in March 1985, to 15% by January 1988, and 
the eliminafion of stamp tax on export acdvities and of the VAT on investment for 
export promotion (Moran, 1991: 474). 

To rehabilitate the financial and corporate sectors, the govemment created special 
commissions to manage the firms which it had had to rescue earlier, and to define 
financial programmes for their re-privatisation. Re-capitalisation of banks and firms 
through the provision of heavy subsidies followed. The Banking Law of 1987 
strengthened the supervisory and legal framework of the Superintendency of Banks. 
The corporate sector was re-capitalised through Central Bank-financed debt 
reschedulings. As soon as viable firms regained financial strength the govemment 
began to re-privatise them. 

In Chile, the provision of substantial extemal financial assistance by the IFIs and 
their role in negotiating a debt rescheduling strategy, provided the govemment with 
breathing space during which it could successfully undertake reform (Moran, 1991: 
487). The Bank's three SALs in operation between November 1985 and June 1989 
provided Chile with US$750 million in fmancial assistance, while die Fund's 
programmes in operation between January 1983 and November 1990 made 
available SDR 1,389 million to die Chilean govemment. Approval of SAL I and the 
partial Bank guarantee of a US$300 million loan with co-financing, along with 
participation in the IMF programme, enabled Chile to reach two new debt-
rescheduling agreements. Maturities amounting to US$5.7 billion due in 1985-87 
were restmctured, and in 1987 Chile reached a new agreement with commercial 
creditors to postpone payments for US$12.4 billion of maturities falling due in 
1988-91. In addition, extemal debt instraments were converted into domestic debt 
certificates that could be sold on the domestic capital market, while debt-equity 
swaps eliminated a further US$4 billion of debt (Moran, 1991: 474-75). 

Altfiough the govemment has claimed that its policies represented its own ideas, 
the opposition points to the Fund, the Bank and private banks as the source of 
many of the policies. Nevertheless, even if die IFIs did assist in designing the 
programme, Chilean 'ownership' of it was considerable, and the high level of 
commitment to reform on the part of the govemment is seen by Bank sources as 
a cmcial factor in programme success (Moran, 1991:487). Moreover, die post-1985 
programme saw a continuation of economic policy along die lines of the neo-liberal 
model pursued since the mid-1970s, albeit with some readjustment. For instance, 
the chief architect of die 1985 programme on the Chilean side, Heman Buchi, was 
a more 'pragmatic' and 'flexible' version of the 'Chicago Boys', maintaining 
exti-emely cordial relations with business leaders, the IFIs and private banks. An 



additional factor making for success was diat major microeconomic distortions had 
been ehminated and the economy reoriented towards the free market at least ten 
years earlier. The crucial reforms had dierefore already taken place and been 
consolidated (Stallings, 1990: 139^0). 

As a result of high govemment 'ownership' of the programme, conditionality 
attached to Bank SALs was mainly consensual. Policy implementation in export 
development and public finance, in particular, was so successful that the 
govemment exceeded the conditions it had agreed to in these areas; implementation 
of financial sector reforms were also comprehensive and successfiil (Moran, 1991: 
486). When transgressions of conditions did occur they were not punished by the 
Bank. In one instance, the govemment seems to have backed away from its 
commitment to end generalised subsidies, because, in early 1988, it provided a new 
subsidy to allow banks to reschedule housing loans. The govemment also used the 
Copper Stabihzation Fund established under the SAL programme to smooth out 
govemment revenues and to finance expansive economic policies to win votes in 
a 1988 plebiscite and a 1989 presidential election (Mellor, 1991: 1551). There is 
no evidence of the Bank withholding the release of loan tranches as punishment for 
non-compliance with these issues. 

Nor were the modalities of Bank conditionality conducive to implementation by a 
reluctant govemment, if that had been necessary. For instance, loan conditionality 
was expressed in vague terms: conditions in SAL I and II merely called for a 
'review of progress' in the bank re-capitalisation programme or 'satisfactory 
progress' on particular studies. That eventual implementation of conditions by the 
govemment was highly satisfactory implies that despite the ambiguity of loan 
conditionality, and the opportunity it might have afforded die govemment for 
fudging, the govemment itself was committed towards implementing reforms. 

It seems clear, then, that while financing provided to Chile by the IFIs through the 
1970s and 1980s was certainly useful and an important factor in ensuring 
successful programme implementation and outcomes, loan conditionality was never 
a decisive factor in bringing about policy reform. As we saw, the military adopted 
the neo-liberal model in the mid-1970s as a reaction against the Marxist-oriented 
policies of Allende, as part of the military govemment's project for transforming 
Chilean politics and society. Although the crisis of the early 1980s was precipitated 
by taking the model to its extremes, the stmctural adjustment which followed, with 
the backing of the IFIs, was a continuation of that model, albeit with some 
pragmatic modifications. 
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4. Colombia 

Consensual politics and policy conservatism before 1989 

The most striking characteristic which distinguishes Colombia from her one-time 
profligate neighbours is the traditionally conservative policy stance followed by die 
country's goveming elites. Against this hide-bound pohcy-making backdrop, the 
stractural reforms of die late 1980s and early 1990s have been nothing short of 
revolutionary. 

In a way, Colombian conservatism in pohcy-making has been the outcome of die 
country's peculiar polidcal system, which, 'whedier by design or accident,... has 
favoured non-decisions' (Kline, 1990: 256). The system has been described as 
being 'quasi-democratic' and follows from the National Front of 1958-74, 'the 
most dramatic bipartisan coalition govemment in Colombian history' (ibid.: 240). 
Under the terms of the National Front, the two historic political parties, the Liberals 
and the Conservatives, agreed 'to share power rather dian fight over it' (there had 
been six civil wars between die two parties since die 1850s) (Stallings, 1990: 150). 
Consequenfly, from 1958 to 1974, the presidency was altemated every four years 
between the two parties and all executive, legislative and judiciary branches were 
elected or appointed according to party parity. 

After 1974, competitive elections were re-established, but parity in the appomtinent 
of executive and administrative positions not part of the civil service was 
maintained (Kline, 1990: 241). The ohgarchic pohtical stmcture was mirrored in 
the merging of public and private elites. Private sector groups were included in 
official organs of the state, and individuals altemated between positions in die state 
itself and business associations (Thorp and Ross, 1991: 2,18; Stallings, 1990:150). 

The balance of power in Colombia's national govemment also miUtates against 
policy experiments. The govemment consists of three branches, with separation of 
powers and checks and balances. But even though the executive is the most 
powerful branch of govemment, projects initiated by the executive are often 
changed, or blocked altogether, by Congress. Kline notes that in Latin America, 
only die congresses of Venezuela and Costa Rica have more power than 
Colombia's (1990: 251). Thus, die system severely hmits die type of economic 
policies diat can be followed as any change 'would require the approval of all 
participant political and economic groups' (Stallings, 1990: 151). 

Prior to reform in the late 1980s, one plank of Colombia's conservatism was its 
protectionist tariff stracture, following from the ISI strategy followed before the 
coffee and oil bonanzas of die 1970s. In 1975, a decision to Uberalise trade came 
to nought due to the vehement opposition from the National Association of 
Industries and, in particular, from the industrialists of Medellin. The govemment 



responded by liberalising imports of irrelevant items and by maintaining non-tariff 
barriers when local industrialists complained (Urmtia, 1994: 290). This was a ruse 
which Colombian technocrats were to resort to more than once. For example, in 
1980, when another attempt at liberalisadon was opposed by die private sector, the 
govemment liberalised only what did not create undue competition for national 
producers. 

The 1980s attempt at hberalisation was also derailed by the economic crisis of 
1980-81, triggered by a collapse in world coffee prices by 46% from die 1977 
level (coffee accounted for more than 50% of goods exports). The worsening trade 
balance was partly compensated for by illegal coca dollars but the coffee price 
collapse was followed by die rise in intemational interest rates. Then devaluation 
of the bolivar destroyed Colombia's market in Venezuela and this was followed by 
a 64% fall in the price of coca between 1982 and 1983. By diis time, die contagion 
effect of the extemal debt crisis of her neighbours closed Colombia's access to 
extemal credit, even though Colombia had not been a heavy borrower (Thorp and 
Ross, 1991: 4-6). 

Betancur's administration (1982-86) first sought a heterodox solution to the crisis, 
which included foreign exchange controls and die reintroduction of import controls. 
But the programme was inadequate to cope widi the growing fiscal deficit, capital 
flight, and the impact on non-traditional exports of an overvalued peso and low 
productivity. Meanwhile, extemal agencies insisted on adjustment as a necessary 
precondition for furdier loans (Thorp and Ross, 1991: 9; Stallings, 1990: 156). 

A more orthodox stabilisation attempt followed in 1984, after the appointment of 
Roberto Junguito as Minister of Economy. The new strategy was shaped by the 
need to manage the crisis without recourse to an IMF stand-by; a Fund credit was 
politically unacceptable after an IMF-sponsored stabilisation effort of 1967 had led 
President Lleras Restrapo to break off negotiations with the Fund in acrimonious 
circumstances (Stallings, 1990: 151). Also, Junguito was convinced that the 
prospect of the kind of devaluation that the Fund was likely to have insisted on 
would have worsened the flight of capital. 

It should be noted that the economic team did not see the economy as being in 
need of any major restmcturing, only a need for 'a set of short-term measures to 
tide over the extemal and intemal disequilibria' (StalUngs, 1990: 159-60). 
Consequendy, the govemment opted for an orthodox stabilisation strategy which 
combined a real devaluation, involving a depreciation of the crawling peg without 
an acceleration of inflation; a loan agreement with private intemational banks 
without formal IMF participation; and fiscal austerity to achieve these two 
objectives (Thorp and Ross, 1991: 9-11). 

The principal difficulty in obtaining the needed US$1 billion credit line from the 
private banks was that they insisted on the IMF monitoring Colombia's 



macroeconomy while the Bank monitored the govemment's undertaking of certain 
stractural reforms. Eventually, under heavy pressure from the US Govemment, the 
Fund agreed to monitor the economy without a formal stand-by in place. This was 
backed by a govemment statement of intention to proceed to a stand-by should the 
necessity arise (Schloss and Thomas, 1986; 12). Pressure from the US came from 
Paul Volcker of the Federal Reserve, who saw the Colombians' proposal as a 
model for other third world countries, while George Schultz and President Reagan 
supported the proposal in retum for increased cooperation with US Central 
American drags policy (Stallings, 1990; 158). The World Bank, witii whom 
Colombia had good relations, granted a Trade PoUcy and Export Diversification 
Loan and a Trade and Agriculmral Policy Loan, conditional on moves towards 
foreign ti-ade liberalisation. These SECALs plus the monitoring arrangement with 
the IMF catalysed a 'jumbo' (US$lbn) credit hue from the private banks. 

But by die time the credit line came through it was of little relevance to the 
balance of payments, however, as the coffee price began to rise in October 1985 
(Thorp and Ross, 1991; 14). Nevertheless, the govemment was still supposed to 
implement the conditionalities attached to the Bank's SECALs. To get round diis, 
its officials resorted to their old tricks; Luis Jorge Garay, adviser to the Minister 
of Finance and trade negotiator, fransferred to the free import hst a large portion 
of the items on the restricted trade Ust but was careful not to Uberalise imports of 
items that were produced locally (Urratia, 1994: 292). The deception was 
successful in the short term; Colombian 'ownership' of the two Trade Policy loans 
was rated by the Bank as 'high' and 'very high' respectively (Johnson and Wasty, 
1990: 18). 

Trade liberalisation, 1989-90' 

The tuming point occurred during die last two years of the Barco govemment 
(1989-90) and took place primarily in the area of trade liberalisation. A 
combination of forces pushed the govemment towards this: pressure from the Bank 
in the context of reduced export earnings; pressure from exporters; the imperative 
to accelerate economic growth; the difficulties in enforcing protection; and the need 
to prevent a revaluation of the currency due to the build up of intemational 
reserves. 

By 1988 the Colombian economy was again in difficulties, mainly due to 
exogenous shocks. From this year onwards growth of exports declined to only 1%, 
principally due to adverse weather conditions, a fall in the world price of petrol, 
guerilla attacks on oil pipelines and greater protectionism in the USA. The rise in 
real interest rates during this period saw a real reduction of credh to die private 

' Much of what follows is based on Umitia (1994). 



sector. Food prices rose due to poor weather. Real wages and informal sector 
incomes fell. Then in 1989 die coffee pact broke down and die war against drugs 
reduced income from die cocaine trade (Thorp and Ross, 1991: 30-31). 

By this time. Bank staff had discovered the tiudi about die earlier bogus 
'hberalisation' and relations with Colombian technocrats had seriously deteriorated. 
In early 1989, the Bank made clear diat its ftimre loan programme with Colombia 
depended on genuine progress with trade liberaUsation. Although Colombia was die 
only major country in the region which continued to service its debt, it was also 
the 'only country that was not even rhetorically supporting the conditionality of the 
"Washington consensus'" (Urrutia, 1994: 292). Strained relations with die Bank had 
become particulariy awkward in a situation where Colombia was dependent on 
Bank loans and on favourable IFI reports to commercial banks in order that it 
would retain its creditworthiness. 

However, by the late 1980s exporters had become a strong group lobbying for 
liberalisation. These included industiialists producing textiles, leather products, 
shoes and cement, members of the landed gentiy who exported horticultural 
products, and agribusinesses exporting bananas and shrimps. A further incentive 
was die promise of important benefits for exports to the US under die Andean 
Trade Initiative, which were to some extent dependent on a measure of trade 
liberalisation. 

Correspondingly, although the MedeUin chapter of the National Association of 
Industrialists remained protectionist, the Bogota and Call chapters had a majority 
of members who were for economic liberalisation in general. The slow growth of 
the economy during the 1980s had convinced many industrialists that the intemal 
market was no longer a source of dynamic growdi. They had also realised diat the 
need to produce a diverse range of products, including inputs for the production of 
final consumer goods widiin a protected trade environment, raised short-term costs 
significantiy. The fact that, by 1990, many private sector enterprises were managed 
by a new generation of economists, engineers and MBAs with foreign postgraduate 
degrees, also helped to re-orientate attitudes in private industry. 

In any case, traditional protection had lost much of its effectiveness; the illegal 
dmg trade of the 1980s had fuelled a growing trade in conti-aband as a way to 
launder cocaine dollars. For example, Urmtia estimated that, in 1982, at least 61% 
of all colour television sets in the country had been imported illegally (1994: 293). 
Furthermore, 'as society came to place increasing weight on minimizing illegal 
activity' (of which the dmg trade was a part), eliminating the controls and 
regulations which had fuelled such activity made more sense (Urratia, Discussion 
in Williamson, 1994: 326). Given the above factors, die govemment was 
encouraged to implement a gradual reduction in tariff and non-tariff barriers. 
Liberalisation was accompanied by a devaluation via a crawling peg in 1989-90. 



During the 1990 presidential campaign, candidate Cesar Gaviria agreed to deepen 
the Uberalisation, albeit gradually. However, this cautious approach had to be 
abandoned hurriedly within a year. In January 1991, the Monetary Board adopted 
a tight credit policy in order to control an inflation rate of more than 30% per 
annum. This, in tum, accelerated an inflow of foreign capital which contributed to 
a build-up of foreign reserves. By mid-1991 reserves covered 17 months of imports 
and the economic team was desperate to prevent a fiirther increase so that a 
revaluation of the peso could be avoided; since the govemment was convinced of 
the need to promote nontraditional exports, floating the exchange rate, and the 
revaluation it would have involved, was out of die question. 

The only altemative was to accelerate the trade opening, especially given die need 
to control inflation. 'After a night of consultations, the economic team agreed to 
bring forward all the tariff reductions planned for 1991-94' (Urmtia, 1994: 
296-97). Consequendy, tariffs plus paratariffs, which averaged 83% in 1985 - the 
highest level of protection in the region - were brought down to below 7% by 
1992. During the same period, the coverage of non-tariff barriers dropped from 
73% to 1%. 

Significantly, the liberalising reforms were 'led by govemment officials who were 
professional economists and were convinced diat such reforms would be necessary 
if the country were to resume rapid economic growth' (Urmtia, 1994: 304). By 
1989 diere were few economists left in govemment who had studied development 
economics at a time when planning and state-led growth were fashionable. Instead, 
most of them had been trained in North American universities and were well versed 
in free market economics. The political leadership was also biased towards 
economic orthodoxy. President Virgilio Barco was an engineer with a degree from 
the Massachusetts Instimte of Technology. He was also aware of the growing 
intemational consensus on the advantages of market-based policies and free trade, 
having served as the Colombian Executive Director on the World Bank's Board. 
President Gaviria, an economics graduate, was personally convinced of the need for 
liberalisation. 

Continuing reforms after 1990 

After the govemment had successfully grasped die nettie of trade liberalisation, 
meeting with less political resistance than it had expected, it developed a surprising 
appetite for fiirther contentious reforms, starting with tax reforms. In a way, these 
were necessitated by the trade liberalisation. In 1989, import taxes accounted for 
as much as 25% of total central govemment revenues. Liberalising imports thus had 
the potential to reduce govemment revenues substantially. In 1990, Congress passed 
its first tax reform legislation. The value-added tax rate was increased from 10 to 
12% and its coverage extended to services. However, the govemment was unable 
to prevent Congress from increasing taxes on oil exports, nor did Congress decrease 



the dividend remittance tax for foreign companies, as the govemment wished. 

The tax reform generated strong and vocal opposition from the private sector. The 
political skills of President Gaviria and his Minister of Finance managed to push 
the increase in VAT through Congress by a coalition of Liberals and the Andres 
Pastana wing of the Conservative Party, which favoured trade liberalisation and die 
substitution of trade taxes by VAT. Urmtia (1994: 310-11) also makes the point 
that all the revenue-generating tax refomis in die last two decades have been passed 
by technocratic Ministers of Finance who had no future political ambitions. 

The govemment also instituted significant labour market reforms. There had been 
growing evidence that job security legislation was actually reducing job security, 
hence provisions for complete job security after 10 years' employment was 
abolished and replaced with a steeper severance pay schedule. Companies were 
given the altemative of hiring skilled and managerial workers with contracts which 
excluded fringe benefits. Furthermore, the yearly bonus (indexed to pay increases 
that could be withdrawn periodically without loss of indexing and be paid in full 
upon severance) was de-indexed and made investible in private pension funds. The 
generalised crisis and violence of 1989-90 robbed the trade unions of a suitable 
environment in which to press their opposition to reforms by calling a general 
strike, with its danger of associated violence. 

Compared with these reforms, the liberalisation of foreign exchange transactions 
had an easy political passage. A constituency against the foreign exchange control 
regime created in 1967 had buih up, as the middle and upper classes had to pay 
large transaction costs in order to diversify their portfolios. By the late 1970s, 
thousands of Colombians were involved in illegal foreign exchange transactions in 
the parallel market. Urmtia points out that only two groups were interested in 
maintaining the exchange controls, both on ideological grounds; central bank 
officials thought tiiat conti-ols made the management of monetary policy easier, 
while politicians identified with the 1967 exchange control legislation defended 
their past policies. However, a shift in power from the Monetary Board to Congress 
weakened the influence of the central bank conservatives, while the old-guard 
interventionist politicians were outnumbered in Congress by a new generation 
which knew that legalising private foreign currency accounts abroad was popular. 

To sum up overall on the part played by the IFIs in Colombia's policy 
transformation, in the first phase of stabilisation it appears to have been limited to 
catalysing the negotiation and disbursement of the large commercial loan. At this 
stage, die Bank was unsuccessful in inducing stmctural reform, because the 
political timing of the reforms was not right and because the technocratic team of 
the day did not see any need for it. 

However, as die Barco administration entered its second year, obtaining commercial 
bank finance became harder and, with the economy hit by a series of extemal 



shocks, knplementing the conditionahties attached to Bank financing must have 
seemed unavoidable. Fortunately for Colombia (and the Bank), the pohfical and 
policy-making environment was conducive to reform: exporters had become a 
politically significant constituency in favour; there was the gradual reaUsation that 
liberalisation was needed to accelerate economic growth; enforcing protection had 
become difficult in any case; and trade liberalisation became the only means by 
which a revaluation of die currency could be avoided. Above aU, die composition 
of the technocratic team had changed to include young orthodox economists. Once 
they realised that liberalisation would be politicaUy acceptable, they pursued the 
reforms widi as much tenacity as dieir predecessors had guarded their ti-ade 
barriers. 

Given the multitude of pressures pushing towards reform, it is virtually impossible 
to point to Bank conditionaUty as die catalytic factor which brought about the 
policy change. The key factor was the emergence of a political climate conducive 
to liberalisation. 

5. Ecuador 

In our sample of Latin American countries, if Chile stands out as the pioneer even 
in relation to the IFIs, then Ecuador must surely stand as the country which has not 
yet made the transition. Ecuador's political conundrums have proved too intractable 
for successive govemments to implement and sustain the kind of far-reaching 
reforms executed in neighbouring countries, where political economy obstacles to 
reform were dealt with so as to allow reforms to go dirough. Nevertheless, even if 
Ecuador's reforms have not matched the range and intensity of diose of her 
neighbours, some of the more successful reforms that were enacted represent 
significant changes in economic policy at that time.^ 

Dutch disease and regionalism before 1984 

De Janvry et al. observe that Ecuador's incomplete performance in both 
stabiUsation and adjustment derive from die economic, social and pohtical features 
of its institutions of policy-making and implementation (1994: 39). The principal 
influence on economic poUcy-making is the sharp economic, social and attitudinal 
difference between the coast and the sierra. The coast produces the more ti-adable 
goods: agro-exports (first cocoa, then coffee, finally bananas) and agro-industrial 
goods. The services sector, including finance and commerce, is directly linked to 
coastal tradable activities. In contrast, the sierra economy is tied to the production 
of wheat, wool and dairy products principaUy for the domestic market. After the 

^ Much of what follows is derived from De Janvry et al. (1994). 



discovery of oil in 1967, economic power shifted from the coast to the govemment 
in Quito. Consequendy, the sierra also absorbs oil rents, in the form of employment 
in govemment and the military, and operates import-substituting industries (Mosley, 
1991: 412). 

Given this sharp contrast in the regional economies, coastal business interests prefer 
a competitive exchange rate and liberalised trade, whereas for the sierra continued 
access to public rents, protection and an over-valued exchange rate are the preferred 
options. There is hence no consensus on policy among business elites, and any 
policy change diat tinkers with the conditions of trade is loaded widi highly 
redistributive effects. 'The result has been stifling on policy initiatives as any 
policy move is supercharged with inter-regional redistributive implications. With 
population about equally divided between coast and sierra, a policy stalemate is the 
frequent outcome' (De Janvry et al., 1994: 39). 

As far as the political system goes, the country has been a republic govemed by 
an elective legislature since 1830, intermpted by four interregnums of military 
govemment in 1925-31, 1937, 1963 and 1972-79. Political parties are a relatively 
new feature in Ecuador, long penetrated as it has been by an authoritarianism and 
personalism providing strong paternalistic leadership (Martz, 1990: 381). 
Democratically elected presidents have always had to protect their power base by 
trying to cobble together a package of policies which will command the support of 
both coast and sierra interests (Mosley, 1991: 414). 

Ecuadorian society is also organised in a wide variety of social movements and 
communal organisations. Corporatist bodies representing trades and labour 
dominate these organisations and, given the weakness of the political parties and 
the populist nature of Congress, corporatist organisations play a direct role in 
policy-making. As a result, instead of being mainly resolved within civil society, 
confUcts are transferred to the political realm. Consequendy, die executive has to 
deal directly with a great multiplicity of political actors with 'atomised agendas and 
demands, motivated by predatory gains as opposed to a vision of social gains'. De 
Janvry et al. further note that die executive, as a result of being exposed to 
conflicting pressures, is invariably caught between trying to maintain a pohcy 
agenda with some consistency while at the same time satisfying clientaUst demands 
to maintain continued political support (1994: 41-42). 

The origins of die country's economic crisis of the 1980s lie in the manner in 
which the govemment responded to the oil boom of the 1970s. Between the early 
1970s and the middle 1980s, petroleum exports rose from a negligible proportion 
of GDP to over 70% (Mosley, 1991: 413). The govemment absorbed revenue from 
oil by financing a range of domestic expenditures whose growdi exceeded that of 
the revenues themselves. For instance, from 1973 to 1982, 80% of petroleum 
revenues were captured by the govemment. Over half were spent on subsidies, in 
particular on oil derivatives for domestic consumption. The remainder went to an 



expansion of the state sector, import-substituting industriahsation, and to subsidies 
and investment in energy, transport and infrastructure. In the meantime, non-
petroleum export revenues declined. The large public sector deficits which resulted 
were financed by the accumulation of extemal debt. When the deficits fed through 
to the balance of payments and exerted upward pressure on the real exchange rate, 
no attempt was made to correct the situadon (Mosley, 1991: 414). 

The combination of Dutch Disease and import substimtion had distorted the 
economy and left it highly vulnerable to extemal shocks. Oil prices fell by 15% in 
1981 but foreign borrowings continued to rise and the current account became 
strongly negative. The govemment of Osvaldo Hurtado was forced to devalue the 
Sucre in 1982, the first devaluation in 11 years. The rise in intemational mterest 
rates was a further blow. The subsequent debt crisis dried up commercial credit to 
Ecuador. The govemment tried to reduce the payments deficit by restricting imports 
but the growing public sector deficit and inflation made it realise that tougher 
measures were needed. 

President Hurtado's advocacy of fiscal restraint and his attempt to deal with the 
fiscal imbalances by raising taxes and cutting expenditures met with fierce 
opposition from private business, however, especially from coastal chambers of 
production. Ever since the shift in the country's power base from the coast to the 
sierra, following the oil boom, Guayaqud (coastal) business groups had felt 
excluded fi-om policy-making circles. This time, they feared they would be unable 
to defend their interests effectively in the face of changing economic policy. The 
president's attempt to forge a social pact with business (which was asked to keep 
real wages steady and not seek quick profits), labour (which should scale down 
wage demands) and political representatives (who were asked not to press for 
excessive govemment expenditure on pet projects) met with a barrage of criticism 
from all quarters. Ecuadorians still believed that the oil reserves would allow them 
to maintain the benefits to which they had become accustomed, while public sector 
employment, stable fuel prices and exchange rates, inexpensive imports and all 
manner of subsidies had come to be viewed as entitlements by the general public. 

In an attempt to keep the economic team at least insulated from purely political 
pressures, Hurtado appointed new heads to the Monetary Board, the Central Bank 
and the Ministry of Finance. The team replaced the existing set of fixed interest 
rates with a more simple stmcture and carried out a selective devaluation. A 
stabilisation programme was announced alongside, many subsidies were revised, 
immediate-payment requirements for impwrts removed, a new luxury tax levied, and 
exports encouraged through a rationalisation of tariffs, export insurance and other 
incentives to agribusiness in particular. This programme, too, met with opposition 
from all sides: labour objected to its impact on the cost of living; coastal 
agriculturalists protested because their crops required greater imported inputs than 
highland farms; even agricultural exporters, odierwise happy widi the devaluation, 
complained that official prices for coffee and cocoa were too low. 



The government made two more attempts at stabilisation with littie success. An 
October 1982 austerity package, designed to lower die fiscal deficit, included a 
120% increase in gasoline prices, and removed the wheat subsidy. Taxes were 
raised on beer, cigarettes and several consumer durables. However, the resulting 
widespread protests nearly toppled die govemment, and confined ministers to the 
presidential palace for days for fear of being assaulted. The govemment soon began 
to back off from many of die measures. A 15% wage increase plus a bonus to 
offset higher transport fares was decreed in November, after a series of national 
strikes. This illustrates De Janvry et al.'s point that in Ecuador 'there is neidier 
consensus nor a hegemonic bloc supporting or opposing the reforms among either 
the corporatist or the populist pressure groups' (1994: 52). As a result, the 
executive is forced to assume policy leadership and dien find itself strongly resisted 
'by a constellation of pressure groups'. Consequentiy, successive attempts by the 
IFIs to achieve policy reforms through conditionality during this period came to 
little. 

A March 1983 package fared little better. During negotiations with the Fund and 
die private banks over a stand-by loan and the rescheduling of debts due by the end 
of 1983, the IMF demanded a typical austerity package, including devaluation, 
limits to public extemal debt and Central Bank credit expansion, an increase in 
controlled prices and a gradual elimination of protection of industries and export 
subsidies. The package was greeted by labour and business with a joint 
strike/lockout. Even the Vice-President characterised the package as a knuckling 
under to intemational pressure, to the detriment of the country's growth prospects. 

Coincidentally, extensive flooding along the coast devastated export and food crops, 
causing a 35% drop in export crop production. Combined with a highland potato 
blight, the floods resulted in an 80% jump in food prices. It was later in the same 
year that the first proposals were made within the World Bank for an agricultural 
sector operation were made. A Bank report of the time noted that the country's 
agricultural land was under-utdised and that past performance of agriculture had 
been poor, due in large measure to past govemments' trading and pricing policies 
(World Bank, 1984: 8, cited in Mosley, 1991: 417). Mosley fiirther notes that the 
social-democratic coalition govemment of Osvaldo Hurtado 'shared the diagnosis 
in considerable measure' (ibid.). The govemment devalued the sucre once again in 
1983, so that between 1982 and mid-1984 die currency had been devalued by 65%, 
and import controls were removed on a number of items. 'Aware diat it was 
swimming with the tide, the Bank drafted a modest set of reforms as 
conditionalities for an Agriculmral Sector Loan in May, 1984' (ibid.). Associated 
conditions included the removal of taxation on the country's main agricultural 
exports, a restiucturing of the public investment programme, a reform of the 
principal agricultural development bank, and, certain limitations on the scope of 
official minimum producer prices. 



The 1984-86 tuming point 

Although the austerity measures implemented by Hurtado aided in scaling-down 
Ecuadorians' expectations of the role of their govemment, a fuU-fledged adjustment 
programme was implemented only after the election of Leon Febres Cordero in 
August 1984. As a former head of Ecuador's largest agro-export conglomerate and 
former president of the Guayaquil Chamber of Commerce, Febres was an 
outspoken advocate of coastal business interests. With his election, die former 
agrarian elites in coastal agro-exporting and banking circles regained control, 
having been gradually pushed out of policy-making during the preceding decade 
(De Janvry et al., 1991: 1579). Febres also proclaimed an affinity with the neo-
liberalism of Ronald Reagan and proposed to win over intemational investors and 
creditors by becoming a model debtor and removing remaining trade restrictions 
(ibid.). 

The new president's right-wing coalition, which included a number of bankers and 
exporters from the coast in ministerial positions, saw the advantages of a 
competitive exchange rate and open trading policy. The reform impetus was further 
strengthened by the Frente Progresista - a reformist bloc - which controlled the 
unicameral Congress (Martz, 1990: 383). By die end of 1984, the currency had 
been further devalued in real terms and generous measures undertaken to attract 
foreign investment. In March 1985, the govemment obtained a second IMF stand
by which called for continuing public austerity and set limits on public domestic 
credit. The govemment successfiilly cut total spending by paring current 
expenditures. It also managed a modest increase in capital expenditure. Public 
utility rates and petroleum prices were raised, and the IMF-imposed credit ceiling 
on the public sector produced a substantial budget surplus in 1985. The Fund 
programme also required slower monetary growth and the creation of a new 
savings instmment with market-determined interest rates. Helped by agriculture's 
recovery from the disastrous floods of 1983 and its strong response to the 
incentives created by real exchange rate depreciation, GDP growth revived to 4.2% 
in 1984 and 4.3% in 1985, and inflation reduced from 48% in 1983 to 28% in 
1985. Unlike die failed attempts under Hurtado, Febres's stabilisation was clearly 
a success (De Janvry et al., 1991: 1580). 

On its own initiative, the govemment removed export taxes on the three major 
export crops - this had been one of the major elements of die World Bank's 
original draft proposal for the Agricultaral Sector Loan. Such measures favouring 
coastal exporting interests were to be expected from a govemment made up of 
Guayaquil businessmen. A team of young technocrats with a broad commitment to 
economic liberalisation was despatched for negotiation of a Bank SECAL between 
22 April and 10 May 1985. Two members of the team, the Minister of Finance, 
Francisco Swett and die economic adviser to the president, Alberto Dahik, both had 
experience of working inside the IMF and the World Bank respectively (Mosley, 
1991: 417-18). 



Unfortunately, the Bank's Latin America Department chose this moment to go in 
for 'overkill'; it insisted on a considerable toughening of the reform programme 
originally proposed. Thus, over and above the policy changes sought in the original 
draft manifesto, the Bank demanded that the 85 different concessionary interest 
rates offered by the central bank to agriculture be replaced by one lending rate. 
Moreover, the Bank wanted the govemment to establish free trade in food crops. 
The latter included the elimination of quotas on the imports of agricultural products 
and their substitution by tariffs; elimination of the consumer price ceding on wheat 
flour; and elimination of purchases of maize and rice by ENAC (the national food 
storage and marketing association) or other pubUc enterprises intended to support 
minimum wholesale prices. 

Mosley argues that, 'these proposals amounted to an assault on the entire apparatus 
by which die Ecuador Govemment sought to win the support of certain sections of 
the raral population. In particular, they were guaranteed to antagonise all Sierra 
cereal farmers, and to make it difficult for the Govemment to retain any 
responsibility for food security' (1991: 419). Besides which, even if it had been 
possible to overcome the political obstacles to these reforms, it would have been 
for little economic benefit. The reason for this was that although orthodox 
economic theory predicts that the removal of controls on competition would 
encourage those unsuccessful in competition to switch to higher-yielding activities, 
this did not apply to wheat and maize farmers in the sierra. These farmers could, 
in effect, grow only potatoes plus whichever of the two other crops they did not 
currentiy grow. There were no higher-yielding alternative crops to switch to. 

While the Ecuadorians were ready and willing to go along with a floating exchange 
rate, provision of incentives for exporters, and a unified system of interest rates, 
they did not want a dissolution of ENAC. However, once they made their position 
clear - a position which was not accepted by the Bank's negotiators - they 'gave 
in gracefiilly'. In Mosley's words, 'They needed the money urgently; they were 
agreed in spirit with a large part of the package; and diey knew from their previous 
experience as Bank and Fund employees that if the conditions were drafted with 
sufficient care, there would be plenty of scope for a fudge when die time came to 
release the second tranche' (1991: 420). 

No sooner had the Agricultural SECAL been signed than Ecuador was hit by a 
sharp drop in the price of petroleum which plummeted from US$25.8 per barrel in 
1985 to US$13.9 in 1986. The govemment sought an IMF stand-by, and raised 
taxes and the charges for electricity, water and telephone services. It also floated 
the exchange rate in August 1986 (Mosley, 1991: 423). 

As far as programme implementation went, Ecuador scored a 'Good 
implementation' from the Bank on the trade liberalisation condition for the release 
of the second tranche, because of the floating of the exchange rate, and freeing of 
interest rates on all transactions apart from central bank credit lines. But as we saw, 



floating the exchange rate represented 'a rational pursuit of self-interest for most 
members of the Febres government', which was largely made up of coastal 
business and banking interests, and was therefore pro forma rather than hard core 
conditionahty. Ecuador was also rated with 'Satisfactory implementation' on the 
public investinent programme. This was mainly due to the fact that when die 
second tranche review was taking place in early 1987, the govemment, being under 
severe financial pressure, shelved the Santa Elena irrigation project which the Bank 
specifically requested the govemment to abandon. This project, intended to irrigate 
cotton, wheat and maize in the Santa Elena Peninsula, was the pet project of the 
Minister of Agriculture, however, and in 1988 the govemment obtained joint 
financing from the IDB and a Brazilian private bank and went ahead with the 
project anyway, 

Implementation of all odier conditions was unsatisfactory. This was hardly 
surprising because they related to all those instmments which the Bank considered 
to be barriers to efficiency but which were vital to the govemment 'to purchase the 
loyalty of its mral clientele'. Mosley shows diat the withdrawal of die maximum 
consumer price of wheat flour, as requested, was 'a piece of sleight of hand'. This 
was because die key element of protection for cereal farmers - including the 
President himself, who was a wheat farmer on a large scale - was a producer price 
substantially above the level of import parity. Thus, die support prices for wheat, 
as well as the import quota on wheat, continued to protect the incomes of producers 
throughout die life of die SECAL (Mosley, 1991: 427). Similarly, die govemment 
never got round to privatising ENAC, since it was the main instmment by which 
the Govemment could claim to be taking responsibiUty for the food security of the 
country. 

Aldiough die technocrats who negotiated the SECAL had a genuine desire to unify 
the complex stracture of interest rates and free it from govemment controls, this 
again attacked one of the selective mral benefits most needed by the govemment 
to counterbalance the 'urban bias' of its trade and public investment policies. When 
the Miruster of Finance attempted a minimal freeing up of interest rates in August 
1986, he was immediately subjected to a vote of no confidence by the opposition-
dominated Congress and lost his job (Mosley, 1991: 428). The unfinished business 
of the SECAL in this area was picked up by the World Bank Financial Sector Loan 
of December 1987. The negotiators of this loan were less ambitious in setting real 
interest rate targets, the Bank's bargaining position having been weakened by the 
existence of another lender - die Inter-American Development Bank - offering 
credits to the Banco Nacional de Fomento without any insistence on changes in 
lending policy (ibid.: 429). 

Thus, diere was serious slippage in implementing five of the seven loan conditions 
to which the release of the second tranche was to be subjected. The govemment 
resorted to 'strategies of obfiiscation and pleas of force majeure . . . with 
considerable success to escape punishment for what, by the Bank's criteria, was not 



a good implementation performance' (Mosley, 1991: 423). The govemment was 
aided in this by discrepancies in the wording of the poUcy conditions presented to 
the Executive Board of the Bank and diat agreed to by the Ecuador govemment in 
its Letter of Development Policy, which enabled the govemment to fudge 
implementation. For example, formal conditionality asked for die 'elimination of 
the maximum consumer price on wheat flour' while the LDP offered only to 
'reduce the control of consumer prices' (ibid.: 422). 

In the event, the Bank found mitigating circumstances in all cases of 
'unsatisfactory' implementation and the second tranche was released. Mosley 
attributes the Bank's leniency to the fact that it was in die midst of intemal 
reorganisation; that the Bank country desk was under strong pressure to spend and 
thus eam a retum on the money diat was budgeted for their use; and the sympathy 
aroused by an earthquake in March 1987 which mptured the main oil-export 
pipeline, causing an intermption of exports for six months (Mosley, 1991: 430). 

As highlighted by Mosley, there were also several design faults in the Bank's 
SECAL. First, the Bank should have asked for more involvement from the Ministry 
of Agricultiire in negotiating what was designated as an agriculture sector loan. 
Second, it should have steered away from reform of die wheat industry, as 
involving a pohtical cost quite out of proportion to any economic benefit since 'it 
was marginal to the Bank's overriding objective of opening the economy and 
expanding export production'. Instead, it should have concentrated on developing 
the infrastmcture and incentives for more diversified export production. On the 
specific matter of interest rates, the Bank should have asked for a gradual approach 
to achieving positive real rates. But probably the most cmcial defect in the SECAL 
was that the Bank should have examined the distributional impact of its planned 
measures and, once gainers and losers were identified, devised measures to 
compensate the losers, enhancing die political feasibility of die programme and its 
sustainability (Mosley, 1991: 435). 

Policies after the 1984-86 tuming point 

The earthquake of March 1987 was one in a series of events which 'blunted the 
Febres govemment's appetite for reform'. The impeachment of the Minister of 
Finance, Alberto Dahik, was anodier. This came immediately after a mid-term 
election in August 1986 had resulted in an opposition-dominated Congress. In any 
case, as protective barriers to industry were lowered, subsidies removed, and 
devaluations made imports more expensive, many of the economic elites who had 
formerly supported him defected from the president's camp. Small farmers in the 
sierra producing for the domestic market were particularly affected by the reform 
measures because diey could not afford credit at the higher interest rates. 

The combination of exogenous shocks, austerity measures and rising inflation 



provoked riots in many cities, a national strike and violent confrontations between 
protestors and the police. In Febraary 1987 the President himself was kidnapped 
by air force paratroopers demanding die release of the leader of the March revolt. 
Febres's public capitulation and refusal to prosecute the kidnappers demolished 
what littie support he had left. Meanwhile, his spending-spree on public 
infrastructure around Guayaquil towards the end of his term undermined the fiscal 
austerity programme, which had thus far been relatively successful. By early 1988, 
large budget deficits and growing inflation had forced the re-implementation of 
import restrictions and a multi-tiered exchange rate. 

The 1988 elections brought a swing back to an interventionist model, quite similar 
to that of Hurtado. Voting in the election showed a strong regional divide, as the 
new president, Victor Rodrigo Borja, who was supported by all the highland and 
Amazonian provinces, took 47% of the total vote. 

Borja entered with three major economic goals: to control inflation (at 58% in 
1988); to deal with the problem of external debt (which had reached US$9.2 
billion, or 425% of total exports, by die end oi 1987 (World Debt Tables, 1991-92: 
118); and to strengthen public sector finances, especially those of the highly 
subsidised public companies. A factor in Borja's favour was that the years of 
economic decline and attempts at stabilisation had made most Ecuadorians realise 
that austerity was unavoidable for dealing with an economic crisis as severe as 
theirs. Moreover, the president had much firmer congressional support and had 
adopted a conciliatory tone which soothed both the elite and the labour force. 
Consequently, he was initially able to implement devaluation, import restrictions, 
gasoline and utility rate increases, and a tight monetary policy without the violent 
opposition that both Hurtado and Febres had faced. Also by this time, the damage 
to the oil pipeline had been repaired and exports had resumed. 

Nevertheless, die economy did not rebound quickly and, with congressional 
setbacks and the need to rely on fragile coalition politics, the deficit increased 
again in 1991 and inflationary pressures resumed. In 1992, as Borja's term came 
to an end, GDP per capita was at its 1977 level and inflation was up to 50%. De 
Janvry et al. note that, 'With the normal wasting of political power that 
characterises the end of a presidential cycle, the executive is simply not able to 
introduce the measures necessary to eliminate this residual inflation and to 
stimulate private investment' (1994: 17-18). 

In conclusion, the one big policy success coming out of die Bank's Agricultural 
SECAL was the performance of agricultural exports. The latter grew nearly three 
times as fast during the loan period as during die preceding three years. Nearly all 
this growth was concentrated on bananas and prawns, but the production of tuna 
fish and rice also expanded. This success was cmcial in enabling the economy to 
cope with the balance of payments crisis which began in early 1987 (Mosley, 1991: 
433). 



Nevertheless, Mosley concludes that it was the financial contribution of the 
SECAL, more than its policy conditions, which was die principal contributory 
factor behind agricultural growth. The Bank's loan financed almost 30% of 
Ecuador's imported agricultural inputs during 1986-87. As for the policy 
conditions, the movement to a free exchange rate regime was of the pro forma 
rather than of the hard core variety and was therefore well implemented. These 
conditions corresponded to the kind of policy measures which govemment 
supporters saw as direcdy benefiung their own business and political interests. 
After all, Febres's govemment was principally made up of coastal businessmen and 
bankers. 

As for die hard-core condidonaliUes, the Bank was singularly unsuccessful in 
elicidng positive policy responses from the govemment. Shelving the Santa Elena 
irrigation project for example, as the Bank demanded, would have lost the 
govemment an opportunity to bolster its traditional support in the coast. Similarly, 
establishing free trade in food crops not only went against the goveming elite's 
business interests, it would have also alienated the majority of voters in the sierra. 
Given the divide between coast and sierra, the loss of political support in the sierra 
was something which the govemment could ill afford. Consequendy, there was 
much slippage in implementing the Bank's conditionalities. As usual, when IFI 
conditions clashed with local political realities, politics won out. 

6. Mexico 

A system under stress: politics and policies before 1982 

The most striking feature of Mexico's authoritarian political system is its firm 
foundation on the monolithic Institutional Revolutionary Party (PRI) and its allied 
union and peasant organisations. As Kaufman notes, between die 1920s and the 
1980s, govemment elites deployed the powerful political machinery of the PRI to 
mobilise electoral legitimisation and co-opt competing labour and business interests 
in a society characterised by a powerful financial/industrial business class, a 
politically important popular sector, and a relatively sophisticated and 
professionalised state apparatus (Kaufman, 1990: 65). 

The durability and pre-eminence of the PRI in Mexican politics owes much to the 
organisation's ability to adapt to changing circumstances and, through it all, to 
work out tacit understandings and compromises among competing groups in 
Mexican society. This ability was most clearly apparent during the period of 
'stabilising development' of 1955 to 1970, when economic policy was based on a 
strategy of state-led import substitution combined widi highly conservative credit 
and fiscal policies implemented by technocrats in the Central Bank and Treasury 
Department (Kaufman, 1990: 92-93). 



For example, Kaufman notes that in exchange for the establishment of a 'suitable 
investment chmate', business groups would sustain a relatively low profile in 
national polidcs and rely on informal contacts and formal consuUadons through 
officially recognised associational groups for polifical access. Simdarly, 'in 
exchange for their collaboration in the task of social control and electoral 
mobilisation, the heads of die Mexican Worker's Confederation (CTM) and odier 
allied groups of unionised workers would be provided with the political backing 
of the state and expanding material resources to distribute to their members' (ibid). 

The system began to show signs of strain by the end of the 1960s when expansion 
began to be constrained by infrastructural and capital goods botdenecks. Since the 
govemment had deaU widi resource constraints by shifting spending priorities away 
from social services and distributive programmes aimed at the PRI's tradhional 
peasant constituency and the urban poor, as growth levelled off these groups 
became increasingly vocal in their discontent. For example, there was an upsurge 
in rural land seizures and guerilla activity. Meanwhile, middle-class elements began 
to resent the authoritarian political system and aspire to a political role 
commensurate with diek abilities and wealdi (Purcell, 1990: 405-6). 

The response of Mexico's elite to die social unrest was evident in the appointment 
of Luis Echeverria (1970-76) to the presidency, to be succeeded by Lopez Portillo 
(1976-82). The new strategy of the PRI was to deflect or co-opt the most radical 
pressures which challenged the stiuctures of PRI domination (Kaufman, 1990: 95). 
Echeverria pushed through a controversial land reform programme, increased 
expenditures in healdi and education, shifted to the left in foreign policy and 
provided both official and independent unions with more leeway in bargaining 
(Kaufman, 1990: 94). In his tum, while Lopez Portillo ended the land reform he 
added limited reform of the electoral system to the agenda, and continued his 
predecessor's policies on social spending and labour. 

The overall level of public expenditure increased rapidly during this period, with 
the state's share of all fixed capital formation rising to over 50% by the early 
1980s, from around 35% in die 1950s and 40% a decade later (Kaufinan, 1990: 
95). However, initiatives to increase tax rates were blocked by strong behind-the-
scenes lobbying by business ehtes. Consequendy, economic expansion was 
accompanied by growing fiscal and extemal account deficits, resurgent inflation and 
an expanding extemal debt (ibid.). In 1975-76 a speculative mn on the peso 
triggered a major economic crisis which resulted in an IMF stabUisation agreement 
and Mexico's first devaluation since 1954. The oU boom in 1978 eased matters but 
there was litfle change in the underlying stmctural problems (ibid.). 

Meanwhile, conservative Bank of Mexico and Treasury officials had lost die 
hegemony they enjoyed earlier to stmcturalists and neo-Keynesians. At the same 
time, the shift in govemment policy towards populism alienated certain sections of 
die business class, particularly die powerful industrial-financial elites based in the 



north of Mexico. This group was more extensively linked dian most odier Mexican 
business groups to US capital and export markets, and dierefore stood to gain from 
greater liberalisadon of trade and capital flows (Kaufman, 1990: 96). From the mid-
1970s onwards diis group began to sponsor die right wing Partido de Accion 
Nacional (PAN) opposition party. 

The macroeconomic imbalances generated by the policies of Echeverria and Lopez 
Portillo made the Mexican economy vulnerable to the exogenous shocks of the 
early 1980s. Tight monetary policy in the US saw interest rates diere rise sharply 
by the end of 1980, and 1980-81 saw a decline in the price of Mexican oil exports. 
The govemment's response was to step up extemal borrowing while allowing the 
peso to become increasingly overvalued. Consequently, imports surged, speculative 
pressure on the peso increased and capital flight took off. The bubble finally burst 
in August 1982 when Mexico was unable to obtain enough loans to service existing 
extemal debts. In September, Lopez Portillo made a desperate but unsuccessful 
attempt to stem capital flight by nationalising the banking system (Purcell, 1990: 
408). Emergency negotiations with the intemational banks and the signing of an 
IMF agreement averted a default by a hair's breadth. The response of the PRI to 
the latest crisis was to inaugurate Miguel de la Madrid as President in December 
1982. 

The tuming point in 1982-83 

What made Miguel de la Madrid die man for the moment as far as the PRI was 
concemed? It is tme diat die negotiations widi the banks and die IMF agreement, 
in a situation of limited access to intemational credit, and the need to reverse 
capital flight, generally pointed in the direction of ordiodoxy. However, as 
Kaufman points out, 'die change in policy approach by no means flowed 
automatically from the crisis itself (1990: 98). 

The political imperatives, as far as Mexican goveming elites were concemed, were 
dominated by the direat posed by the emergence of die Northern 
financial-industrial sector as a major political force. Following die nationalisation 
of the banking sector in 1982, scarcely a decade after die land reform, business 
hardliners had, with some justification, come round to the conclusion that 'the PRI 
dominated system could not be tmsted to refrain from die temptation of arbitrary 
and demagogic initiatives'. At the same time, the intemational financial crisis had 
strengthened the hand of the business elite vis-^-vis die state. This was partly due 
to the fact that die Northem sectors were in a better position to withstand die credit 
austerity, due to dieir links to foreign markets and dieir liquid asset position. It was 
also brought about by the fiscal squeeze eroding govemment support among more 
inward-looking business groups, in relation to whom the Northem hardliners 
appeared that much more powerful in terms of leverage over die state (Kaufman, 
1990: 98-99). 



Kaufman suggests that in addition to intemational pressure and the exigency of 
Northem business interests, certain factions of the PRI hierarchy were moving 
towards conservatism even before the crisis. It was perhaps the combined 
momentum of these three factors which prompted the party machinery to select de 
la Madrid as Lopez PortiUo's successor. De la Madrid was one of the leaders of the 
conservative faction based in the Treasury and the Central Bank, and as such, 
represented orthodoxy. Once elected, he edged stmcturalist economists from 
virtually all positions of authority and replaced them with more orthodox advisers 
(ibid.). 

De la Madrid's economic policy was focused on the implementation of a tough 
austerity programme and hmited stmctural adjustment, mainly consisting of 
comprehensive trade liberalisation. Adjustment during his administi-ation can be 
divided into three phases: a stabilisation attempt of 1983-85, which was derailed 
by the Mexican earthquake; adjustment in the period immediately following, which 
in tum was bedeviled by a major terms of trade deterioration due to fading oU 
prices; and finally when a fissure appeared in the strong consensus in favour of the 
orthodox route to recovery. The principal feature of the last phase of heterodox 
stabilisation was the Economic Solidarity Pact or 'Pacto'. The govemment 
engineered a wide-ranging economic austerity accord with unions and the private 
sector which involved measures such as the halving of tariffs, devaluation of the 
peso by a fifth, privatisation of public sector companies, the laying off of 200,000 
public employees, increases in prices of public sector goods and services which 
were thereafter frozen, and an across-the-board increase of 20% in wages and 
indexation to inflation (World Bank, 1994a: 19). 

In December 1988, de la Madrid's hand-picked successor, Carlos Salinas de Gortari 
was elected as President, having formerly been de la Madrid's Planning and Budget 
minister. Upon election, Salinas continued the heterodox approach to stabilisation 
but backed it up with stronger efforts at stmctural measures (Purcell, 1990: 411). 
A new pact was agreed between govemment, unions, employers and peasant 
organisations, called the new anti-inflationary pact for economic stability and 
growth. The stmctural correlates of the programme, the parameters of which were 
defined by the National Development Plan, included direct foreign investment 
reform, financial sector reform, deregulation and public sector restmcturing, 
including a stronger privatisation effort (World Bank, 1994a: 19). 

Significantiy, the World Bank disclaims any Bank input into the heterodox 
stabilisation strategy, perhaps to disclaim any responsibility for it (ibid.: xix). What 
then was the contribution of the IFIs, particularly the Bank, to Mexico's reform 
effort? The Study of Bank/Mexico Relations, 1948-1992, published by the Bank's 
Operations Evaluations Department (1994a), provides some valuable insights in diis 
regard. 

Bank influence over Mexican policy reform could have worked through loan 



conditionality and/or through policy dialogue. As will be shown below, it was the 
latter which had the more pervasive influence, so much so that the cooperation and 
tmst which developed between Bank staff and Mexican technocrats perhaps even 
weakened the modality of loan conditionalities. 

The success of policy dialogue which was maintained between Bank staff and the 
Mexican technocratic team drew its strength from three critical factors. First, the 
two groups were highly compatible in terms of training and experience. Mexican 
leaders and high officials included from the beginning of the 1980s highly trained 
economists and others educated in American and European universities. They thus 
shared a common background with most Bank staff and the two sides were willing 
to engage each other as intellectual equals. The fact that the recent problems of the 
Mexican economy had been sufficiendy unique that Bank staff 'could no more lay 
claim to superior expertise based on experience than their client' (ibid.: 44-45), 
also made for a relatively evenly balanced relationship between Bank staff and their 
Mexican counterparts. 

Further, the Bank seemed willing to play by the rules of Mexican political 
management. As obvious and high profile Bank involvement in policy decisions 
was viewed by Mexican officials as politically unacceptable, the Bank agreed to 
provide loan support for adjustment in sub-sector after sub-sector, and in individual 
industries, instead of attempting to push for a comprehensive SAL (ibid.: 51). 
Likewise, the Bank was content to confine its dialogue to areas where advice was 
acceptable, so that until recentiy there had been no dialogue on social policy topics 
like population growth and education (ibid.: 44-45). 

The Bank also did not press for reforms that were at odds with the govemment's 
own programme. Instead, it provided incentives and encouragement to reform-
minded elements in the government. In this respect, the Bank's background 
analyses are likely to have been used by Mexican technocrats to strengthen their 
arguments for policy changes (ibid.: xii). 

The 'kid-glove approach' was even more evident in the design and operation of 
loan conditionality. Bank loan conditionality during the 1980s 'was not always 
explicit in loan agreements and loan documentation, but was the subject of 
understandings and side letters kept from public view to enhance acceptability in 
an atmosphere of political sensitivity' (ibid.: 130). Frequendy, the conditions 
reflected actions the government had already taken or announced its intention to 
take, and were thus of the pro forma rather than of the hard core type. In the case 
of both the fertiliser and agricultural loans, for example, some conditions believed 
by Bank staff to be important were dropped during negotiations (e.g. reduction of 
the coverage on food price controls) and other desirable changes were not even 
considered because they were politically sensitive (e.g. privatisation of fertiliser 
production) (Nash, 1991: 510). Not surprisingly, all conditions included in the four 
trade-related loans, for example, were met and reforms sustained until 1992 at least 



(ibid.: 512). 

The Bank's cautious and conciliatory approach was in all probability due to the 
fear of a Mexican defauU, shared by the Fund, the intemational banks and die US 
govemment. During the acrimonious rounds of bargaining with creditors, the 
govemment sometimes appeared to be on the verge of declaring a moratorium on 
interest payments but invariably stopped short of stepping over die edge (Kaufman, 
1990: 105). For example, when in early 1986 Finance Minister Jesus Silva Herzog 
began to advocate a harder line towards intemational creditors, and Mexico seemed 
on the verge of defaulting, the Federal Reserve's chairman Paul Volker paid a 
secret visit to promise a better deal from the intemational banks. De la Madrid 
responded by dismissing his Finance Minister (Mares, 1987: 801-2). 

The end of the 1986 agreement with the Fund and intemational banks furdier 
demonstrated Mexico's leverage over her creditors. The Fund in particular was 
under stirong pressure from die US govemment to head off a crisis (Kaufman, 1990: 
106). Under a uniquely favourable agreement, nearly one half of pubhc debt was 
rescheduled; Mexico achieved the lowest spread of Libor given to any debtor; the 
Fund agreed a generous formula for the calculation of Mexico's deficit; and the 
package of US$12 billion was to be increased by US$1.7 billion if the price of oil 
were to fall below US$9 per barrel or if the economy failed to grow by 3-4% in 
1987 (ibid.). 

Notwithstanding such motivations, it is clear that involvement of the IFIs in 
Mexico's adjustment eased her extemal financial situation. Although initial IFI 
lending was limited, compared to what followed the Baker Plan in 1985, Mexico 
received 12 Bank SECALs from 1986 to 1992 (see Appendix Table). In total, die 
Bank made available to Mexico approximately US$6 billion through 13 sectoral 
operations in 1986-92. During more or less the same period, the Fund lent SDR8.5 
biUion. About half of die new Bank lending commitments, averaging US$2 bilUon 
annually during 1986-87, were to be in die form of quick-disbursing pohcy-based 
loans. The Bank also played an important role m triggering die release of up to 
US$500 million for a Growth Contingency Cofinancing facility firom the 
commercial banks (World Bank, 1994b: xv). But even with these agreements, debt 
servicing costs were such that Mexico remained a net exporter of capital, and 
extemal interest payments contmued to absorb major percentages of both fiscal 
expenditures and export earnings (Kaufman, 1990: 106). 

In the event, the Mexican programme was most successful in the area of trade 
reform. Import tariffs and quanthative restrictions on imports and exports were 
reduced, while depreciation of the real exchange rate and reduction of distortionary 
sectoral tax incentives were successful. Privatisation and liquidation of minor state 
enterprises proceeded well, food subsidies were reduced and inflation declined 
dramatically in 1988. However, there was little or no progress in reducing total 
govemment expendimre, denationaUsing commercial banks, privatising major public 



enterprises and reducing labour market regulations (Nash, 1991: 498-9, Table 
22-21). 

The role of the IFIs after 1983 

Kaufman notes that, the economic logic of the programme notwithstanding, 
implementation of it carried a high political cost for the governmental elites (1990: 
107) because the programme failed to generate adequate economic growth. Dissent 
grew among the trade unions, left-of-centre PRI activists and middle-class 
supporters. Subsequent to Salinas's designation as presidential successor to de la 
Madrid, a substantial portion of die PRI's moderate and left wing broke away to 
support the populist electoral challenge launched by Cuauhtemoc Cardenas. Despite 
the usual resort to electoral fraud by the PRI, die popular protest vote mobilised by 
the latter - about 37%, against die 50% polled by the PRI - shook the foundations 
of a party which had traditionally recorded majorities of 70 to 90%. 
Simultaneously, the PAN opposition continued to receive considerable backing 
from powerful conservative business interests. 

It was perhaps in response to these challenges and impending presidential elections 
that Carlos Salinas moved to covertiy initiate an investment and consumption boom 
after 1992. In that year, the president removed from calculations of the Public 
Sector Bortowing Requirement loans funnelled into 'economic-stimulus projects'. 
The govemment dien vasdy increased such expenditures, while presenting an 
official picmre of fiscal pmdence. It also began mnning a large current account 
deficit, which in reality accommodated an import consumer boom instead of 
investment, as was made out (TIME, 6 March 1995). 

The deficit itself was financed by foreign portfolio investments to die tune of at 
least US$100 billion. Since most foreign investment decisions conceming Mexico 
depended on investors' abiUty to pull money out at a predictable exchange rate, a 
one-shot devaluation of 10-15% was out of die question if die flow of foreign 
investment were to be sustained. The govemment began drawing down Mexico's 
foreign currency reserves in an effort to shore up an increasingly overvalued peso. 
When reserves reached dangerously low levels, the govemment began to issue 
tesobonos (high-interest, short-term govemment securities) which enabled it to 
continue borrowing from abroad and put off devaluing die currency. But the 
tesobonos meant that any devaluation would be much more costly. 'It was as if 
Mexico hoped to convince the markets it wouldn't devalue because die self-
inflicted pain would be too severe' (Asian Wall Street Journal, 7-8 July 1995). 
Another window of opportunity to devalue the peso without creating a financial 
panic was missed when Salinas ignored die tradition of devaluing before handing 
over to his successor, to enable him to start with a clean slate. 

The Mexican govemment even managed to pull the wool over the usually hawk-



like eyes of the IMF. When a prominent politician, Jose Francisco Ruiz Massieu, 
was assassinated in mid-1994, some Mexican and foreign money fled but die 
Managing Dhector of die Fund, Michel Camdessus, went on record as saying that, 
'Mexico has gone through several events of this kind in recent months and, despite 
diat, Mexico has maintained a correct, firm, persevering macroeconomic policy' 
(ibid.). Wealthy Mexicans knew better. By late October 1994, they started to move 
money out. When Zedillo's finance minister off-handedly announced the inevitable 
devaluation on 20 December 1994, he started the panic flight of foreign capital 
which Mexico had hoped to avoid. The ensuing financial panic halved the peso's 
value and again brought the country to the brink of default. 

The rescue package for Mexico cobbled together by President Cluiton to avert die 
triggering of a crisis in emerging markets by a Mexican default, amounted to 
US$50 billion. When die US Congress refused to come up with the money, the 
President used US$20 billion from the (US dohar) Exchange Stabilisation Fund. 
The IMF provided a stand-by of US$17.8 bilhon (equivalent to an unprecedented 
688% of Mexico's quota with the IMF). The Framework of the Bank for 
Intemational Settlements, a group of G-10 central banks, provided financing of 
US$10 billion. At a press briefing on 2 Febmary 1995, Michel Camdessus 
described the IMF's contribution as 'tmly exceptional' and a 'concrete illusttation' 
of IMF support for Mexico's 'unprecedented' adjustment programme (IMF, 1995). 

In the light of the debacle of the peso in December 1994, Mexico's adjustment 
effort does not seem as robust as it did before, even diough the policy reforms 
during the 1980s do represent a significant shift from strategies pursued previously. 
The Mexicans seem to have led the IFIs by die nose without the latter being aware 
of it. Furthermore, the cosy relationship between IFI officials and Mexican 
technocrats may have blunted die vigilance of the former. Easy credit from the 
IFIs, Washington and Wall Street had engendered complacency and economic 
recklessness on the part of the Mexican leadership, which seriously reduced the 
quality of macroeconomic management. It remains to be seen what will change 
with die new package. 

As far as Mexico's adjustment experience goes, therefore, the significant financial 
support provided by the World Bank and the Fund clearly played an important role 
in sustaining die reform effort dirough die 1980s, resulting in favourable 
programme implementation. But during the early 1990s, as Mexico became the 
darling of Wall Street and President Salinas the financial wunderkind of the 
multilateral lending agencies, the resulting soft budget constraint undermined 
continued adherence to financial pmdence. 

As for ehciting policy reform through poUcy dialogue and loan conditionality, the 
effectiveness of the former is clearer dian that of the latter. The Bank's background 
analyses, and the co-operative and fruitful dialogue which IFI officials maintained 
with Mexican technocrats, seems to have been important in nudging the reform 



effort along. Moreover, the willingness of the Bank to play by the rules of Mexican 
political management is likely to have enhanced the acceptability of the Bank's 
proposals to Mexican political leaders. But loan conditionality was more of the pro 
forma than of the hard core variety. The most important factor leading to the 
reform effort was the political challenge to PRI which emerged from the right, 
necessitating a shift to the right in economic policy if the PRI were to maintain its 
hegemony. The debt crisis, and the resulting credit crunch, is likely to have 
expedited this reorientation. 

Of the six sample countries, if Chile is the pioneer whose reforms seem most 
consolidated, then Ecuador is the country which failed to graduate. Colombia and 
Argentina have undertaken sweeping structural reforms which have withstood the 
challenge of the Mexican debacle of December 1994, while Mexico itself has 
instituted significant reforms despite some backshding in the early 1990s. Bolivia 
engineered a successful U-turn on the 1952 revolution, but its intemal geopolitics 
constrain successful diversification of the country's production and export base. 

In the concluding Part III we bring together the common elements behind these 
different experiences in order to draw conclusions about the different intemal and 
extemal factors influencing reform, among them the relative importance of the IFIs 
and their conditionality. 



III 
CONCLUSIONS 

The review of country experiences with IFI lending and structural reform in Part 
II focused on the historical record of adjustment which pivoted on individual 
tuming points in die reform process. The principal objective of using diis analytical 
framework was to bring out the intemal and extemal factors behind each attempt 
to re-orient economic policy away from a state-led, ISI strategy which placed a low 
priority on macro stability, to a more outward-looking approach in which die 
private sector is regarded as the engine of growth. 

As set out in the introductory section, the extemal factors likely to have influenced 
reform included the key one of the role of IFI conditionality. Other possible 
extemal influences included the debt crisis and other extemal shocks, and access 
to IFI credits as well as to other (perhaps competing) sources of credit. Against 
diese extemal factors, we have also examined intemal factors which impinge on 
govemment 'ownership' of the programme. Principal among these are the 
configuration of poUtical forces and special interest groups, die namre of decision
making, and die role of a technocratic elite empadiising widi the 'Washington 
Consensus' (WilUamson, 1994). Table 1 summarises die evidence relating to diese 
hypodieses yielded by the analysis in Part H. 

On the cmcial question of the role of IFI conditionality, we find little evidence to 
support the view diat conditionality was decisive in bringing about the policy 
transformation. In the cases of Argentina and BoUvia it is unambiguously clear that 
IFI conditionality played no role in inducing policy change because in neither of 
these two countries were Bank or IMF programmes in operation at the tuming 
point (see Appendix Table). In Argentina, in particular, the IFIs resumed lending 
well after the govemment had implemented a range of difficult stractural reforms 
and a drastic stabilisation programme in order to bring the macroeconomic crisis 
under control. IFI conditionality similarly did not push die govemments of Mexico 
and Chile in any direction in which they did not want to go. 

Only Colombia provides evidence of die influence of conditionality. Even there, 
however, dependency on World Bank loans in a climate of reduced export eamings 
was only one among a number of important factors favouring reform. We have 
shown that by the late 1980s exporters had become a strong pressure group 
lobbying for Uberalisation. Meanwhile, strong economic reasons for trade policy 
reform had begim to manifest diemselves, in order to accelerate economic growth 
and prevent a revaluation of the currency. It was this combination of pressures, not 
IFI conditionality alone, which induced Colombia's policy transformation. 



Table 1 Testing hypotheses on policy reform in Latin America 

Argen Bol Chile Colom Ecuador Mex 
-tina -ivia -bia -ico 

Tuming point 1989 1986 1974-76 1989-90 1984-86 1982 

Fund progranune 
in operation 
at tuming point? No No Yes No Yes Yes 

Bank programme 
in operation 
at tuming point? No No Yes Yes Yes Yes 

Successful reform? Yes Yes Yes Yes (N) (Y) 
Change in political 
leadership? Yes Yes Yes No Yes Yes 

Reasons for success/failure in policy reform 

Extemal factors 
IFI conditionality No (N) No (Y) PV No 
IFI poUcy dialogue No Yes No No (N) Yes 
Cathartic effect of 
debt crisis and/or 
other extemal shocks Yes Yes N/A (N) (N) (Y) 

Financial support 
from IFIs No Yes Yes (Y) Yes Yes 

Financial support 
from other creditors N/A Yes N/A Yes PV Yes 

Intemal factors 
Political leadership 
committed to reform Yes Yes Yes Yes (Y) Yes 

Political consensus 
for reform Yes Yes N/A Yes PV Yes 

Change in interest 
group pressures Yes Yes N/A Yes Yes Yes 

Influence of 
technocrats Yes Yes Yes Yes (Y) Yes 

Notes: Yes - hypodiesis satisfied, (Y) -hypothesis satisfied with qualifications, 
PV - perverse impact, No - hypothesis not satisfied, (N) - hypodiesis not 
satisfied, with qualifications, N/A - not appUcable. 



IFI conditionality in Ecuador had a perverse effect on programme implementation. 
There the turning point coincided with some progress in implementing pro forma 
conditionalities which govemment elites saw directly as promoting their own 
interests. Bank pressure for, politically costly, liberalisation of interest rates and 
establishment of free trade in food crops triggered the general backsliding which 
followed. In contrast, there is evidence that IMF condidonality played some part 
in keeping the Bolivian govemment to the straight and narrow path of reform 
during the ran-up to the 1989 presidential elections. Even here, however, the 
govemment was, in the main, committed to policy change and had already 
voluntarily undertaken sweeping reforms. 

A further feature that emerges is the IFI's reluctance, or inability, to punish the 
many slippages in programme implementation. Even in the apparently strong case 
of the Bank withdrawing support from Argentina as a result of contravention of 
macroeconomic policy conditions, we saw that, in fact, this was more to extricate 
itself from an agreement it had been forced into rather than to pressure the 
govemment to implement the second tranche trigger conditions. In Ecuador's case, 
the Bank did not punish Ecuador despite widespread slippage on loan conditions, 
not only because it was sympathetic towards Ecuador following the earthquake but, 
more significandy, because its country desk was under strong pressure to spend due 
to budgetary imperatives within the Bank itself. 

Policy dialogue was an enabling factor in successful programme implementation 
in Bolivia and in Mexico. In Mexico, in particular, dialogue between Bank staff 
and Mexican officials was especially fmitful in forging a policy consensus and in 
tailoring the formalities of Bank conditionality to suit Mexico's political 
imperatives. Consequentiy, conditionality in Mexico was pro forma rather than hard 
core. The Bank's approach in Mexico can be contrasted with that followed in 
Ecuador, where there was litde useful policy dialogue. When the Bank insisted on 
politically unpalatable reforms, the Ecuadorian negotiating team pretended to go 
along with it but with every intention of fudging implementation when the time 
came to release the second tranche. In this case, the record on implementation is 
likely to have been more favourable if the Bank had concentrated on working for 
a consensus package with the govemment. 

We find strong evidence from Argentina and Bolivia in support of the proposition 
that the cathartic effect of the debt crisis and the drying up of extemal credit jolted 
the govemments into new policy directions. This was the dominant factor in 
Argentina's policy transformation. Decades of distributional conflict had driven 
Argentina to bankmptcy and Carlos Menem was forced to aUgn himself with the 
business community to effect strong stabilisation measures backed by sweeping 
stmctural reforms only when it became evident that no intemational creditor, not 
even the IFIs, were willing to lend. In this case, the withholding of fmancial 
assistance until intemal conditions conducive to reform were in place played a 



pivotal role in bringing about the change. Similarly, in Bolivia, the hyperinflation 
of 1985 seems to have been the catalytic factor, in mm triggered by the debt crisis 
and other exogenous shocks. These events forced Victor Paz to face up to a set of 
harsh domestic and intemational realities - particularly the financial limitations of 
state capitalism - witii a new pragmatism. The desire to obtain debt relief under the 
Brady Plan encouraged them further down the padi of reform. 

There is also a strong possibility that policy-makers in Argentina, Bolivia, Mexico 
and Colombia were favourably influenced by the demonstrated success of the neo-
liberal experiment in Chile, and perhaps in South-East Asia. However, the country 
materials analysed faded to yield any specific evidence on this. 

Financial support from the IFIs was an important factor in facilitating adjustment, 
by easing the foreign exchange constraint, in all countries in the sample except in 
Argentina. In Ecuador the financial contribution of the Agricultural SECAL was 
significant in releasing the import constraint and enabling agricultural growth. 
Likewise in Mexico, financial support provided by the IFIs and their role in 
enabling Mexico to reschedule its debts with intemational commercial banks 
provided the govemment with a breathing space during which reforms could be 
undertaken. Nevertheless, it is likely that the soft budget constraint resulting from 
the IFIs' credits in the 1990s blunted the reform effort and contributed indirectiy 
to the Mexican peso crisis of December 1994. The evidence also shows diat where 
financial support was available from other creditors, it was useful in promoting the 
reform effort only in countries where the govemment was convinced of the need 
for reform, as in Colombia and Mexico. In Bolivia, the breadiing space that odier 
creditors were forced to provide took the unusual form of a 'consensual default' on 
commercial debt. But in Ecuador, availability of credit from altemative sources 
merely enabled the govemment to evade hard-core Bank conditionality and go 
ahead with its own agenda, exemplified by the Santa Elena irrigation project. 

Tuming to the intemal factors behind implementation success or failure, we find 
overwhelming evidence in support of the proposition that a political leadership 
committed to reform is a sine qua non of successful reform. In all the countries in 
the sample other than in Colombia, re-orientation in economic policy coincided 
with a change in political leadership (see Table 1). This enabled a fresh approach 
to tackling the economic crisis, whh new leaders and technocrats coming to the 
fore. In some countries, this also signalled a favourable change in the attimdes of 
special interest groups which constituted the support base of the goveming parties. 

Committed political leadership can arise through having to face harsh economic 
realities in the face of a severe budget constraint, as in the case of the erstwhile 
Peronist Carlos Menem, or Bolivia's one-time Revolutionary, Victor Paz. 
Altematively, it can bring to political ascendancy reform-minded leaders leaning 
towards orthodoxy, like Miguel de la Madrid in Mexico or the Chilean military 
junta. Committed political leadership was probably die most important determinant 



of reform in Chile, where we saw that moving towards economic orthodoxy was 
integral to Pinochet's agenda for the total rejecUon of Allende's Marxist economic 
model. 

On the other hand, the commitment of political leaders towards reform can depend 
on changes in interest group pressures. In Colombia, for example, the emergence 
of exporters as a powerful group lobbying for liberalisation, and gradual acceptance 
by industrialists that outward-orientation would generate a stronger growdi dynamic 
than producing for the intemal market, convinced Barco's administration that trade 
liberalisation might have become politically expedient. This point is reinforced by 
evidence from Ecuador; like Menem and Paz, Presidents Hurtado, Febres and Borja 
were all convinced of the need for policy change but were none of them able to 
overcome the adversarial regionaUsm of Ecuadorian politics to assemble a 
consensus for sustained reform. Some progress was made during Febres's tenure, 
when the coastal elites who came to power with him saw die advantages of 
providing incentives to exporters through policies such as exchange rate reform. 
But the prospect of alienating political support in the sierra if the marketing of food 
crops were to be liberaUsed or interest rates were to be rationahsed, made his 
govemment reluctant to act. In Mexico, it was the rise of the right-wing PAN, 
representing Northem industrial interests, which made it politically expedient for 
the PRI to move towards orthodoxy in economic policy. 

The countries in the sample provide strong evidence in support of the hypothesis 
that a political consensus for reform is often an important determinant of successful 
programme implementation. While in Mexico, the PRI's rightward shift ensured a 
tacit consensus between itself and its right-wing challengers, an opposition-
dominated Congress in Ecuador made it impossible for Febres's govemment to 
move on interest rate reform. In contrast, the rightward shift in the economic policy 
stance of both Menem and Paz enabled them to command enough congressional 
support to pass dieir respective economic reform packages. Even in Colombia, 
where politics had traditionally been consensual, VAT reform required a coalition 
of some Liberals and a faction of die Conservative Party to be pushed through 
Congress. 

Thus, the extent to which there is a political consensus for reform at the tuming 
point and after is paramount to successful implementation in democratic or quasi-
democratic political systems (Argentina, Bolivia and Mexico). The need for a 
consensus disappears in a strong miUtary dictatorship, whose leaders can afford to 
wait for die reforms to bear fmit in order diat the reforms become self-sustaining 
tiiereafter, as ui Chile. The case studies also show diat, even in democratic systems, 
political leaders sometimes have to resort to some degree of authoritarianism to 
force reforms past potential losers, like labour. For example, Menem broke up 
strikes so diat he could implement pubhc enterprise reforms and Victor Paz went 
even further and detained union leaders or confined them to remote locations. 
Mexico might be thought to have had a namral advantage in this area, as the modus 



operandi of the PRI had always been to internalise and transmute dissent by labour 
and other groups by co-opting unions and resorting to electoral fraud when 
necessary. Nevertheless, even Mexico's leaders were forced to strike a deal widi 
labour through the Pacto to compensate workers for harsh stabihsadon measures. 
Similar compensatory measures may have bought support for Ecuador's reforms 
had the govemment sought it. 

Compared with these intemal political factors, die evidence suggests diat 
technocrats have little leverage over policy-making unless they are supported by 
their political leaders. Technocrats function as facilitators rather than as catalysers 
in die adjustment process. They provide the expertise for the design of programmes 
for which the politicians provide leadership. Ecuador in 1984—86 provides a good 
example of a committed technocratic team which made littie progress because it 
lacked support from the political leadership. In some countries die political leaders 
were diemselves economists, intellecmally convinced of the need for reform 
because of their background and training, such as Miguel de la Madrid, Carlos 
Salinas and Cesar Gaviria. In Argentina, Bolivia and Chile the political leaders, 
though not economists themselves, were committed to orthodox reform but 
depended on their technocratic advisers to formulate and implement the reforms. 
We also saw that the technocratic elite in these countries shared similar educational 
and professional backgrounds. Largely educated in free market economic theory at 
North American universities, many of them had close links with the IFIs and some 
had worked in the IMF or in die Bank. 

What then are the positive lessons we can leam from these experiences? 

Clearly, when there is little congmence between the reform agenda of the 
govemment and that envisaged for it by the IFIs, die odds are heavily stacked 
against donor attempts to induce changes through policy-based lending. On the 
contrary, IFl involvement in adjustment lending in these simations can provide a 
recalcitrant govemment widi a degree of financial ease diat enables it to put off 
reforms. Meanwhile, die lending agency concemed almost always suffers a loss of 
credibility, especially because die IFIs' - particularly die Bank's - record on 
meting out punishment is poor. Donors would therefore be better advised to 
withhold financial assistance until the drying up of extemal credit and subsequent 
financial stringency forces die govemment to grasp the nettie of reform for itself, 
as in pre-1989 Argentina. Alternatively, they should wait until intemal political 
changes create a more favourable environment for change. 

In contrast, we have seen that where there is consensus between donors and 
recipients on the reform agenda, this makes for a significantiy better 
implementation record. In this regard, our evidence on the intemal factors 
influencing reform showed that die degree of congraence is determined by a 
favourable configuration of domestic forces at the time of reform. This emerges as 
the key factor enabling successful policy change. Foremost among these forces is 



a leadership convinced of the need for change, backed by a political consensus 
favouring reform. 

Further, our evidence shows that policy dialogue with govemment technocrats and 
political leaders by IFI staff can play an important role in forging a consensus on 
programme objectives and the reform agenda. Moreover, policy dialogue can help 
to tailor the programme to what can realistically be achieved given the 
configuration of domestic political forces. This requires a greater awareness and 
monitoring of the intemal political situation and technical capacity of borrowing 
countries than is currendy normal. The demonstrated success of a limited 
programme may well generate a consensus, and momentum for more ambitious 
reforms later, whereas an over-ambitious programme which ignores the political 
imperatives driving policy-making may generate a momentum of opposition which 
can derail the reform effort altogether. 
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Appendix Table 

World Bank and IMF adjustment lending in Latin America, 1980-93 

Bank/IMF Loon Amount Period 
(US$m/SDRm) 

Bank Agricultural Sector Loan 350 July 86-June 89 
Trade Policy Loan 500 Aug 87-June 90 
Banking Sector Loan 400 
2nd Trade Policy Loan 300 Nov 88-June 90 
Pub Entrp Ref Adj 300 June 91-Dec 93 
Public Sector Ref 325 Sep 91-Dec 93 
Total 2,175 

IMF Stand-by 780 July 91-Mar 92 
Stand-by 1,500 Jan 83-April 84 
Stand-by 1,182 Dec 84-May 86 
Stand-by 947 July 87-Sep 88 
Stand-by 736 Nov 89-Mar 91 
Total 5,145 

Bank SAL I 50 June 80-June 81 
Imports Reconstrucdon Loan 55 Oct 86-June 90 
2nd Import Reconstruction Loan 47.1 Mar 88-June 90 
Financial Sector Loan 70 April 89-June 90 
SAC (SAL) 50.4 Dec 91-July 90 
Total 272.5 



BoUvia IMF Stand-by 66.38 Feb 80-Jan 81 
cont. Stand-by 50 June 86-July 87 

SAF 63.49 Dec 86-July 88 
ESAF 136.05 July 88-July 91 
Total 315.92 

Chile Bank SAL I 250 Nov 85-Oct 86 
S A L U 250 Nov 86-Dec 87 
SALm 250 Dec 87-June 89 
Total 750 

IMF Stand-by 500 Jan 83-Jan 85 
EFF 825 Aug 85-Aug 89 
Stand-by 64 Nov 89-Nov 90 
Total 1,389 

Colombia Bank Trade and Export Divers. Loan 300 Jun 85-Jun 88 
Trade and Ag Policy Loan 250 Jun 86-Dec 89 
Energy Sector Loan 300 Jun 86-Jan 90 
Public Sector Reform 304 Feb 91-Dec 92 
Total 1,154 

Ecuador Bank Agricultural Sector Loan 100 Feb 86-June 89 
IMF Stand-by 157.5 July 83-July 84 

" 105.5 Mar 85-Mar 86 
75.4 Aug 86-Aug 87 

75.35 Jan 88-Feb 89 
M 109.9 Sep 89-Feb 91 
It 234.4 Dec 91 -Dec 92 
It 75 Dec 91-Dec 92 
Total 933.05 



Mexico Bank Export Development loan 
Trade Policy Loan 
2nd Trade Policy Loan 
Agricultural Sector Loan 
Fertiliser Sector Loan 
Financial Sector Loan 
E îblic Enterprises Reform Loan 
Industrial Sector Loan 
Industrial Restructuring Loan 
Rd. Trans/Telecom Sector Adj 
Spec. Interest Support 
Agric Sector Adj n 
Export Sector 
Total 

352 Dec 83-June 89 
500 Nov 86-Nov 90 
500 Jan 88-Dec 88 
300 Mar 88-Nov 90 
265 Nov 89-Dec 93 
500 June 89-June 93 
500 July 89-June 92 
500 June 89-June 91 
250 Feb 90-Dec 94 
380 June 90-June 91 

1,260 Feb 90-May 91 
400 Dec 91-Feb 93 
300 May 91-Dec 93 

6,007 

IMF EFF 3,410 Jan 83-Dec 85 
Stand-by 1,400 Nov 86-April 88 
EFF 3,729.6 May 89-May 93 
Total 8,539.6 

Note: Tuming points in policy reform in Argentina, Bolivia, Colombia, Ecuador and Mexico took place in the 1980s and 1990s. 
Chile's mming pomt took place much earUer in 1974-76. There were two Fund stand-bys operational in Chile during diis period, 
firom January 1974 to March 1976. The Baidc too had several project loans on highways, agriculmre and industry operational 
during diis period. 

Sources: IMF, Annual Reports (various years); World Bank (1992a) Review of Adjustment Lending IIL 
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