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Summary. — World Bank conditional loans might affect private investment in recipient countries
not only through the funds they provide, but also via the policy conditions they include and the
transfer of knowledge they imply. This work investigates the impact of these channels on private
investment, considering also the particular effect of the formal commitment to reform, which nec-
essarily comes along with conditionality. Taking into account the selection problem posed by par-
ticipation in World Bank programs, the results indicate that backed commitments are associated
with lower investment ratios in the short-run, and none of the other potential channels of influence
seem to counterbalance this negative impact.
� 2008 Elsevier Ltd. All rights reserved.
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1. INTRODUCTION

World Bank and IMF conditional loans are
designed to support policy and institutional re-
forms in developing countries. Therefore, the
governments that sign this kind of loans have
to commit themselves to implementing certain
policy menus of reforms before they will actu-
ally receive the funds agreed to. The question
of whether in the past two decades the condi-
tional aid provided by these two institutions
has fostered sustainable reforms, and promoted
economic development is still controversial. In
fact, policy-based lending presents a mixed re-
cord (see World Bank, 1998), and its real im-
pact is difficult to assess for two main
reasons. First, it is difficult to separate the eco-
nomic effects of the loans from the effects of
other observable and unobservable circum-
stances that brought the country to ask assis-
tance. In addition, conditional loans may
affect the economic performance of recipient
countries through several channels, such as
the amount of funds they provide, the policy
conditions they include, and the transfer of
knowledge and advice that they imply.

This paper aims at investigating the effect of
World Bank Structural (and Sector) Adjust-
ment Loans on private investment, by distin-

guishing the channels aforementioned and by
controlling for the fact that the countries
receiving loans are a non-random sample of
all possible countries. By doing so, this work
combines the features of two recent strands of
the literature on the subject: one, which empha-
sizes the importance of disentangling the
impact of different channels through which
IMF and World Bank programs may influence
macroeconomic outcomes (see Bookmann &
Dreher, 2003; Dreher, 2004), and another that
advocates the use of appropriate economet-
ric techniques in order to account for the
potential selection bias implicit in participation
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in structural programs (see Przeworski & Vree-
land, 2000; Vreeland, 2003).

Differently from most previous studies, which
focus their analysis on the long-term impacts,
this work adopts a short-run perspective. This
time horizon is considered given the crucial
role that the investment response can play not
only in the long term for the economic growth,
but also in the short term for the survival of the
reforms themselves. Considering only the long-
term investment response, by appealing to the
difficult economic conditions characterizing
new recipient countries, implies neglecting an
important aspect: a short-run investment re-
sponse is highly desirable, as it may make the
adjustment effort socially more acceptable
and increase the probability that the reforms
will be maintained. Indeed, for a Structural
Adjustment Program (SAP) to survive, it is
extremely important that good effects are
quickly visible, as negative effects tend to pre-
vail: packages usually include harsh economic
reforms involving budget cuts, privatization,
and labor ‘‘flexibility,’’ which are likely to in-
crease unemployment in the short run. Addi-
tionally, given the intense cooperation between
the two institutions, frequently Bank loans have
been coordinated with stabilization programs
administered by the Fund. Hence, if a positive
investment response materializes in the short-
run, this is likely to smooth the progress also
of the Fund’s targets.

Considering a short time horizon allows also
the assessment of which of the mentioned chan-
nels exerts a prompt influence, and therefore
might be considered to be key determinants of
how long the program will endure. Focus is par-
ticularly on the potential short-term role of the
formal commitment to reform, which necessar-
ily comes along with conditionality and may
represent a signal that the governments send
to private investors in order to boost their
investment response.

To shed light on these issues, a sample of
both recipient and non-recipient countries is
employed, and the impact of SAPs on invest-
ment is assessed by using a methodology
that accounts for the selection problem posed
by participation in World Bank programs, by
allowing the investment and the selection
processes to be potentially correlated. In
particular, the first process is modeled as an
empirical investment equation for developing
countries, while the second is modeled follow-
ing the recent literature on the IMF and World
Bank loans determinants (see, among others,

Abouharb & Cingranelli, 2005; Knight &
Santaella, 1997; Vreeland, 2003).

The main finding of this paper is that backed
commitments to reform appear associated with
lower investment ratios, and none of the other
potential channels of influence seem to counter-
balance this negative impact.

The remainder of the paper is organized as
follows: the next section reviews the literature
on the impact of adjustment programs on eco-
nomic outcomes. After a brief description of
the traditional approaches used to analyze
the Bank programs effects, Section 2 focuses
on the two strands of the literature that guide
the empirical analysis. Section 3 describes the
empirical question and the methodology
employed. Furthermore, it illustrates the theo-
retical assumptions underlying the adoption
of the estimated equations, with the definition
and justification of each variable. Section 4 pre-
sents the data, describes the results obtained,
and reports the robustness checks performed.
Section 5 is a conclusion.

2. LITERATURE REVIEW: SAPS EFFECTS

A large number of studies have analyzed the
economic and social consequences of World
Bank programs on recipient countries (for a de-
tailed review of this literature see Abouharb &
Cingranelli, 2005). Most of them concern single
case studies or small-n comparisons, and adopt
two main methodological approaches: the be-
fore–after and/or the with–without approach.

The before–after approach compares macro-
economic variables before and after the imple-
mentation of SAPs (see e.g., Andriamananjara
& Nash, 1997). Any differences discovered are
attributed to the programs. An evident weak-
ness of this method is that it does not distin-
guish between the influence of SAPs and that
of other factors, which may affect macroeco-
nomic outcomes over time. Indeed, the implicit
assumption is that non-program determinants
of macroeconomic performance are constant
over time.

The second approach compares adjusting and
non-adjusting countries by employing matching
pairs of countries or, more generally, a ‘‘trea-
ted’’ and a ‘‘control’’ (non-treated) group of
countries (see, for instance, Harrigan & Mosley,
1991). In an ideal setting, for each adjusting
country there should be at least another non-
adjusting country experiencing exactly the same
political and economic circumstances. As this

WORLD BANK CONDITIONAL LOANS AND PRIVATE INVESTMENT 1693



https://isiarticles.com/article/22977

