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EXECUTIVE
SUMMARY




In 1989, following the debt crisis in Latin America and the Caribbean (LAC), the Inter-American
Development Bank (IDB, or the Bank) introduced policy-based lending. Originally named “sector
loans,” policy-based loans (PBLs) were created to help countries advance macroeconomic adjust-
ment programs while supporting structural reforms. In particular, they were to provide balance
of payments financing and support sector policy or institutional reform. PBL resources were not
subject to earmarking, and the size of loans was not related to the cost of the reforms supported,
but rather to country financing requirements and the Bank’s available lending envelope.

This technical note was prepared by IDB’s Office of Evaluation and Oversight (OVE) as an input
for OVE’s 2015 Annual Report. The paper takes an integral look at IDB policy-based lending, a
key instrument that has featured in individual OVE evaluations, including Country Program
Evaluations and comparative project evaluations. Several previous Bank and OVE studies have
reviewed this instrument, but no comprehensive analysis on its design and use has been under-
taken. By providing such an analysis, this paper sheds light on the instrument’s strengths and
weaknesses, and provides an input for the forthcoming broad review of Bank instruments to be
conducted by the Office of Strategic Planning and Development Effectiveness (SPD).

Specifically, this technical note investigates how policy-based lending has evolved over time, in
both volume and content. It covers the period 1989 through 2014, with an emphasis on the last
decade. At a descriptive level, the paper examines the origins of PBLs and the evolution of their
framework; the evolution of the portfolio over time; and the complementarity of PBLs and other
Bank instruments. At an analytic level, it investigates the main benefits of using PBLs (from the
perspective of both borrowing countries and the Bank) and examines PBL design and imple-
mentation features. In this last regard, this paper fine-tunes OVE’s approach to PBL analysis.
A key aspect of the analysis is capturing the depth of policy conditions—that is, the extent to
which conditions (and indicative disbursement triggers) have sufficient substance to prompt



long-lasting policy or institutional changes. Development of such an approach is important
given the relative dearth of good practice evaluation methodologies to assess loan conditions—
both within the Bank and among multilateral development banks (MDBs).

The paper does not seek to evaluate the achievement of the outcomes to which PBLs contribute,
an objective that lies beyond the scope of an annual report exercise. Nevertheless, the paper can
be seen as a possible stepping-stone to a more in-depth future evaluation of PBLs’ effectiveness.

Like most MDBs, the IDB was created under the idea that it would mostly finance investment
projects. In fact, the 1959 Agreement Establishing the IDB states that “loans made or guaranteed by
the Bank shall be principally for financing specific expenditures”. Investment operations can in-
corporate some policy and institutional strengthening components to help overcome constraints
that hinder investment effectiveness, but they rarely envisage significant structural changes.

In 1989, following the debt crisis in LAC, the IDB introduced policy-based lending, then called
“sector lending”, under the Seventh Replenishment (IDB-7). Adapting the model of structural
adjustment lending created by the World Bank in the late 1970s, the Bank established this new
instrument for two purposes: to provide borrowing countries with liquidity to help meet their
financing needs and to support them in undertaking reforms. The main characteristic of poli-
cy-based lending that differentiates it from investment lending is that proceeds are disbursed
on the basis of compliance with agreed-upon conditionality (policy and institutional reforms),
rather than against specific expenditures.

To ensure that investment projects remained the Bank’s core development assistance tool, since
1989 the Bank has established aggregate limits on policy-based lending. Since 2011, the cap has
been set at 30% of total Bank lending on a four-year cycle, and approvals have remained below
the cap.

As the Bank’s borrowing member countries experienced higher growth, strengthened their in-
stitutional capacity, and gained better access to capital markets, new PBL modalities were add-
ed to the original multi-tranche instrument. Two modalities have added significant flexibility:
the programmatic variant of PBLs (PBPs), introduced in 2005 (under which a sequence of loans
supports a given reform program), and the deferred drawdown option (DDO) modality, added
in 2012 (under which proceeds can be disbursed if and when they are needed). Moreover, the
Bank has expanded its own analysis on the adequacy of countries’ macroeconomic frameworks
and progressively moved to reduce its dependence on IMF views.

The use of policy-based lending for development has been subject to many debates over the
years. Some common questions relate to the fungibility of different forms of development fi-
nance, the compatibility of financial and policy reform goals in policy-based lending, the extent
to which causation (or “additionality”) needs to be evident in donor funding, the role of condi-
tionality, and whether or not the extent of policy-based lending should be linked to the reliabil-
ity of a country’s underlying governance and financial management systems.



While the Bank’s evolving PBL framework has clearly accommodated the twofold motivation
for policy-based lending (financing and reform), it has provided little clarity on which (if either)
of its two broad purposes should dominate. At times, that lack of clarity has translated into
weak design features and guidelines. For instance, the Bank’s PBL operational guidelines do
not provide specific guidance on what qualifies as a policy or institutional reform, and thus as
appropriate policy conditionality. Moreover, the definition of the specific lending ceilings for
PBLs has lacked analytical and empirical grounding.

Since establishing PBLs in 1989, the Bank has approved about 300 policy-based loans, con-
tained in 230 policy-based programs (as a program may be supported by more than one loan). In
the instrument’s 25 years of existence, policy-based lending has totaled $45 billion, accounting
for one-quarter of the Bank’s total sovereign-guaranteed (SG) lending and 28% of SG disburse-
ments. The IDB is the second largest provider of policy-based financing to LAC, after the World
Bank.

Reflecting the expansion of overall Bank lending, policy-based lending has increased over time
(at constant prices). It has also intensified in times of economic turmoil: for instance, during
the Tequila crisis in 1995, PBLs represented around 30% of total Bank lending, up from 10% in
1994; similarly, demand for regular PBLs increased sharply during the 2001 crisis in Argentina
and other Southern Cone countries, and during the international financial crisis in 2008-2009.
However, OVE found that PBLs have played a modest countercyclical role in practice, though
some fast-disbursing investment lending is likely to have supplemented that role during the
2008 financial crisis. Several factors limit PBLs’ capacity to provide effective countercyclical
support. First, PBLs cannot be approved or disbursed if borrowers do not have a positive mac-
roeconomic assessment. Second, the total amount of policy-based lending is subject to the 30%
aggregate cap. Third, the impact of IDB’s lending in middle-sized and large countries is neces-
sarily limited by its small size in relation to their economies.

All LAC countries have received at least one PBL, though PBL use has differed greatly across
countries in the region. There is no statistically significant relationship between the use of PBLs
and either GDP per capita or the level of a country’s institutional development (as measured by
commonly used indicators). During the last decade, for example, PBLs accounted for the large
majority of SG approvals in several countries (including Colombia, Guatemala, Peru, Jamaica,
and Suriname) while being practically (or totally) nonexistent in others. In terms of absolute
approval amounts, Brazil, Mexico, and Colombia have been the three top PBL recipients over
the past decade, accounting for about half of total PBL approvals. Nevertheless, the Bank’s pol-
icy-based lending has been less concentrated than that of the World Bank. World Bank poli-
cy-based lending is more concentrated in large and upper-middle income countries than IDB’s,
with fewer countries receiving PBLs overall.

In terms of complementarity with other Bank instruments, a great majority of PBP series have
been accompanied by parallel technical cooperation operations (TCs), which usually have sup-
ported policy dialogue, diagnostic work, and compliance with conditionality. The support pro-
vided by TCs is especially relevant for two reasons. First, while resources from a PBL go to the



country’s treasury, parallel TCs provide direct support for the line ministries in charge of the re-
forms. Second, there is a strong positive link between TC support and the likelihood of complet-
ing a PBP series. On a smaller scale, investment loans have also accompanied PBP processes.

OVE'’s analysis suggests that Bank policy-based lending usually accompanies reform process-
es in areas in which the Bank has accumulated experience and knowledge, continuing a lon-
ger-term policy dialogue at the country level. This finding is also compatible with the hypothe-
sis that when countries need quick financial support, the Bank turns to sectors in which it has
accumulated know-how so it can respond more expeditiously.

Around 13% of all policy-based operations approved since 1989—roughly a quarter of total pol-
icy-based financing—have been cofinanced with other development partners, especially the
World Bank. Most of the cofinancing occurred in the early days of PBLs and, although on a
smaller scale, it remained important until about 2005. Since then, the Bank has financed almost
all PBLs individually. Similarly, PBL approvals were in the past largely dependent on the bor-
rowing country’s having an IMF-supported program in place. This tendency has declined over
time, both because of the decreasing presence of IMF-supported programs in LAC and IDB’s
increasing detachment from IMF assessments (accompanied by expanded in-house analysis).

The importance of PBLs in the Bank’s overall lending can be traced to both demand- (i.e.,
borrower) and supply- (i.e., Bank) related factors. From a demand perspective, PBLs provide
fast-disbursing budget support and have lower transaction costs than investment projects; they
usually bring policy advice and capacity building; and they may help governments create con-
sensus for and legitimize their reform agenda. The analysis found that countries’ predominant
rationale for using PBLs is budget support in times of financial stress. Specifically, countries
resort to PBLs to address actual or anticipated financing requirements, but their use increases
the most in times of economic shocks. This is especially true in small economies, which tend to
be more vulnerable to external economic shocks and for which IDB financing can be decisive to
weather a storm. That said, PBLs’ countercyclical role has been rather limited, as noted earlier.

From the Bank’s perspective, compared with investment projects, PBLs are faster and cheaper
to prepare and to implement, and they generate more income per dollar approved. Additionally,
as of December 2014, the credit quality of the PBL portfolio, as reflected by the ratings of bor-
rowing member countries, was better than that of the investment portfolio.

PBL disbursements tend to peak at the end of IDB’s and countries’ fiscal years. This likely re-
flects the joint incentives to demand and supply this lending instrument, together with incen-
tives created by IDB’s annual country programming process to push through project approvals
(often followed by disbursements in the case of PBLs) at year-end.



For the in-depth analysis of design and implementation features, OVE drew a stratified random
sample of 40 policy-based programs that encompasses 70 loans in 18 countries. The sample was
drawn from the population of policy-based programs approved since 2005, in four thematic ar-
eas—public sector governance and economic management, social sectors, financial sector, and en-
ergy. The sample amounts to half the programs approved in those areas during that period. OVE
then analyzed the sample along three dimensions: policy depth, sequencing, and vertical logic.

The sequencing of conditionality has typically followed the stages of a reform cycle: for both
multi-tranche PBLs and PBPs, conditions in the first tranche or loan focus on the earlier stages
of a policy reform process (preparation, approval), while a larger proportion of conditions in
subsequent tranches or loans focus on implementation. This indicates that on balance the Bank
supports a reform process from an early stage and aims at staying through later stages. Howev-
er, the monitoring and evaluation (M&E) stage is seldom included as conditionality.

OVE also found that 15% of the conditions in the sample had high depth, 54% had medium
depth, and the remainder, low depth. Low-depth conditions call for basic one-off measures or
simply express intentions, so that they can hardly be considered “essential for the achievement
of expected results,” as expected according to Bank guidelines (CS-3633-1). This suggests that
there is scope for reducing the use of low-depth measures as policy conditions in Bank PBLs.

This said, OVE also found that the depth of conditions increases as the reform process advanc-
es: 43% of conditions in the first loans of PBP series tend to have low depth, while the propor-
tion decreases to 30% and 16% in the second and third loans, respectively.

When analyzing policy and institutional depth, sharp differences arise across countries as well
as across programs within countries. In general, though, three findings stand out: (i) how ad-
vanced a country is in the pursuit of a reform process at the outset of the program is positively
correlated with program depth; (ii) reforms supported in times of crisis are slightly deeper; and
(iii) programs in the financial and energy sectors tend to have greater depth than those in the
social and public sector management and macroeconomic clusters. However, the fact that PBLs
often reward reforms already undertaken complicates the interpretation of these findings.

The analysis found that there is no correlation either between loan size and number of policy
conditions or between loan size and depth of the supported reform program.

Under the traditional multi-tranche PBL, countries tended to request waivers if they were un-
able to comply with conditionality. For PBPs countries do not need to resort to waivers, but
actual policy conditions frequently diverge from the original indicative triggers.



In addition, many PBP programs are not fully completed (that is, programs are “truncated”).
Of the 82 PBP series approved during 2005-2014, 59 reached a mature stage, and of these 44%
have been truncated. Since higher-depth conditions tend to be concentrated in the later loans of
a series, truncation impairs the whole program’s depth. However, the reasons for PBP trunca-
tion are case-specific and not clearly related to program depth. Truncation is usually associated
with changes in countries’ financing requirements and/or government priorities. In this regard,
OVE'’s analysis suggests that there may be room to improve the time alignment between Bank
support to a reform program and the country’s political cycle.

OVE also found that in many cases, countries continue with the reform efforts after a PBP has
been truncated, albeit often at a slower pace. This may call into question the Bank’s capacity and
incentives to realistically assess—with the borrower—the pace of reforms.

The evaluability performance of PBLs has traditionally been much weaker than that of invest-
ment loans, with lower Development Effectiveness Matrix (DEM) scores at entry. Scores are
particularly low in the area of monitoring and evaluation, perhaps reflecting methodological
challenges in estimating PBL impact. OVE’s review also found that program objectives tend to
be poorly linked to meaningful results/outcome indicators, since results matrices focus primar-
ily on activities and outputs.

The monitoring of PBLs has also been traditionally weak. Until recently, for series that were in-
definitely postponed or de facto suspended, staff usually did not prepare a Project Completion
Report (PCR). Moreover, the fast-disbursing nature of PBLs implies that many loans are never
subject to the six-month project monitoring report cycle. The new PCR guidelines approved
in August 2014 represent a substantial advancement, since they state that a PCR must be pro-
duced even when the series is interrupted or the next operation in the series is postponed indef-
initely. Another important change recently introduced to PBLs made the inclusion of economic
analysis mandatory.

From a conceptual viewpoint, PBLs have an important role in supporting policy and institu-
tional reforms. PBL resources are fungible—as, ultimately, is much of investment lending. As
more LAC countries have gained access to capital markets, IDB has developed more flexible
policy-based lending modalities, which have been attractive to borrowers. The use of PBLs has
varied greatly across LAC countries, though every country has had at least one PBL since 1990.
The share of PBLs in the total SG portfolio shows no significant relationship with countries’
income levels or institutional strength indicators.

Historically, there has been a twofold motivation for Bank policy-based lending: to provide bor-
rowing countries with liquidity to help meet their budget and/or balance of payments financing
needs, and to help them advance with policy and institutional reforms. The balance between
these objectives varies, and the compatibility of those twin goals cannot be taken for granted.



For example, when a country’s financing needs are great, the policy elements may take sec-
ond place. In this regard, OVE found that there is no correlation either between loan size (in
absolute and in per capita terms) and number of policy conditions, or between loan size and
the depth of the supported reform program. These findings are consistent with the Bank’s poli-
cy-based lending guidelines, which clarify that loan volume is not necessarily related to the cost
of the policy reforms and institutional changes supported by the PBL, but is determined by the
development financing requirements.

The various provisions that make up the PBL framework have evolved through the years but
remain somewhat unclear, and that lack of clarity can translate into weak design. For instance,
the Bank’s operational guidelines for policy-based lending offer little guidance on what quali-
fies as a policy or institutional reform, and thus on appropriate policy conditionality. Moreover,
the rationale for the specific ceilings for policy-based lending (overall and not by country) has
lacked analytical and empirical grounding. In addition, it remains unclear whether PBLs are
meant to leverage reforms (that is, bring about reforms that would not otherwise take place to
the same extent), support reform implementation (for instance, by providing technical know-
how), or reward reforms already undertaken. For example, to what extent should PBLs piggy-
back on measures undertaken before the start of the operation? How old can measures be, yet
still qualify as policy conditions in a Bank PBL?

Regarding loan content, Bank guidance prescribes that policy conditions be critical and as few
as possible. Yet OVE found that fully one-third of policy conditions are of low depth, involv-
ing basic one-off measures or expressions of intent—conditions that can hardly be considered
essential for the achievement of expected results, as expected according to Bank guidelines.
Furthermore, the average number of conditions in policy-based lending programs has risen
over the last decade, though more conditions has not meant greater depth. TCs might be a better
instrument to help countries carry out the basic measures needed to set the ground for a reform
program, facilitating greater parsimony in the selection of PBL conditionality.

Finally, regarding implementation, of the 82 PBP series approved between 2005 and 2014, 23 are
still active, 33 were completed, and 26—about a third—were truncated. Thus the truncation rate
to date (the number of truncated series over the sum of completed and truncated series) is 44%.
In some countries, truncation has resulted in frequent shifts in the policy focus of the Bank’s
PBL. Since medium- and high-depth conditions tend to be concentrated in the second and third
loans of a series, the truncation of PBP series dilutes the overall depth of PBP programs (though
it does not necessarily signal the end of the country’s reform process). Significantly, OVE found
a positive relationship between TC use in parallel to a PBP series and the likelihood of comple-
tion of the series.



The lending framework of the Inter-American Development Bank (IDB, or the Bank) dis-
tinguishes three lending categories (AG-1/02): investment loans, contingent credit lines,
and policy-based loans (PBLs). Policy-based lending is an instrument that contributes to
countries’ financing needs by providing fast-disbursing funds conditioned on policy and
institutional reforms. The main characteristic of PBLs that differentiates them from in-
vestment loans is that proceeds are disbursed on the basis of compliance with agreed-up-
on conditionality (policy and institutional reforms), rather than in relation to specific ex-
penditures. Since PBLs provide fungible resources that go directly to the government’s
budget, they are synonymous with “budget support.” A main difference between PBLs
and contingent credit lines (at least in their most recent form) is that the latter specifically
support countries facing exogenous economic shocks and are usually conditional on the
protection of identified programs and expenditures.

Introduced in 1989, PBLs have become—in line with trends in other multilateral develop-
ment banks (MDBs)—a basic component of the IDB’s assistance toolkit. Since 1989, the
Bank has approved roughly 300 PBLs worth about $45 billion, which have accounted for
some 25% of the Bank’s total sovereign-guaranteed (SG) lending and 28% of SG disburse-
ments. Almost all borrowing countries have used PBLs. Reflecting the overall expansion
in Bank lending, policy-based lending has increased over time (at constant prices) and
intensified in times of economic turmoil.

As policy-based lending has grown in importance, it has also received increasing atten-
tion in evaluations by the Office of Evaluation and Oversight (OVE). Several Bank studies
assessing PBLs during the 1990s (GN-1752, RE-213, RE-228, and RE-239) agreed on the
need for the Bank to strengthen its macroeconomic and sectorial analysis; ensure imple-
mentation of agreed-upon reforms; determine the optimal size of loans; and ensure ade-
quate impact analysis. In the last decade, two OVE evaluations have covered PBL use. The
first (RE-300) was completed in 2004 and reviewed the full range of Bank instruments. It
found that PBLs had been generally successful in accomplishing their country financing
objectives, but that their effectiveness in inducing policy change was less clear. Moreover,
it found that PBLs led to some crowding out effects with respect to other Bank instru-
ments and recommended the creation of a separate instrument specifically geared to pro-
viding countries financing in exceptional circumstances. The second evaluation (RE-342),
produced in 2008, reviewed the New Lending Framework for 2005-2008. It concluded
that PBLs generally did not comply with Bank guidelines in terms of indicators and their
links to objectives, and that the quality and level of detail of the operations’ economic anal-
ysis were weak. In more recent years, OVE’s country program, sector, and thematic eval-
uations have routinely covered PBLs.

However, there has been no comprehensive analysis of IDB’s experience with the in-
strument. This paper helps to fill that gap by investigating how policy-based lending has
evolved over time, both in quantity and content. It answers four sub-questions.




How has the policy-based lending framework changed over time? The paper ex-
amines the rationale for, and evolution of, policy-based lending at other MDBs as
well as at the IDB, including the introduction of different PBL modalities and the
use of caps on the overall level of policy-based lending.

How has the policy-based portfolio evolved over time? The paper describes general
trends in PBL lending and characterizes the use of PBLs across countries, regions,
and thematic areas at the IDB. It also examines how PBLs complement other Bank
instruments, and compares IDB’s approach to that of the World Bank in Latin
America and the Caribbean (LAC).

What explains the trends in the evolution of the policy-based portfolio? Specifical-
ly, the paper studies the incentives for countries to demand PBLs, and the opera-
tional and financial implications for the Bank of providing them.

How have the design and implementation of PBLs changed over time? The paper
examines the number and content of policy conditions, the completion rate of poli-
cy-based programs, and the quality of PBLs’ monitoring and evaluation frameworks.

The paper does not seek to evaluate the achievement of the outcomes to which PBLs con-
tribute, an objective that lies beyond the scope of an annual report exercise. However, the
paper can be seen as a possible stepping-stone to a more in-depth future evaluation on
PBL effectiveness.

The motivation for this paper is several-fold. First, the paper responds to a Board of Di-
rectors request for more information regarding the Bank’s use of policy-based lending.
Second, it provides an input into SPD’s upcoming review of Bank instruments. Third, it
supplements the IDB-9 evaluation. And finally, the paper advances an approach that OVE
has developed to assess PBL design features.

In particular, the paper fine-tunes OVE’s approach to PBL analysis to address some of the
limitations of the approach used in the past. Since 2014, OVE has been piloting an approach
to assess PBL design features that tried to capture the policy and institutional depth reflect-
ed in loan conditions. The approach had some limitations, including its static nature and its
inability to capture the Bank’s adaptability to local contexts. To address these gaps, OVE
expanded the approach in this review to include the analysis of both static and dynamic as-
pects of conditionality, and to assess PBL implementation features. Development of such an
approach is important, given the relative dearth of good practice evaluation methodologies
to assess PBLs’ conditions, both within the Bank and among MDBs.

To answer the evaluation questions, OVE drew on a variety of data sources and applied
a combination of methods. Among the key documents analyzed are the Bank’s PBL pol-
icy and guidelines, the Bank’s annual financial statements, loan documents, and minutes
of Board meetings. To gain an understanding of the evolution of the PBL portfolio, OVE
reviewed the universe of policy-based programs approved since 1989. For the in-depth anal-
ysis of design and implementation features, OVE drew a stratified random sample of 40
policy-based programs that covers 18 countries. Finally, OVE drew on Country Program
Evaluations and sector and thematic evaluations, as well as interviews with IDB managers,
project team leaders, former IDB staff, and country stakeholders, as inputs to the analysis.



Until the late 1970s, MDB lending focused exclusively on investment projects. Following the
second wave of oil price shocks in the late 1970s, in 1980, the World Bank was the first MDB
to create an instrument to provide balance of payments financing in return for policy and
institutional reform—the structural adjustment loan (SAL). SALs usually complemented
IMF stabilization programs, providing large volumes of finance that were transferred to the
country’s treasury, and that disbursed quickly in multiple tranches over a period of three to
five years. The introduction of the instrument was not devoid of debate (see Box I.1). As the
economic situation of developing countries deteriorated during the 1980s, the use of SALs
intensified and their scope widened, leading to the creation of new modalities.

The short-term balance of payments approach was later complemented by a program-
matic approach focused on supporting longer-term reforms. In the late 1990s, the World
Bank introduced programmatic structural adjustment loans (PSALs), which constituted
a series of annual loans made over a period of three to five years, each building on the
preceding loan to support a common medium-term reform program. This programmatic
approach was consolidated in 2004, when adjustment loans were replaced with develop-
ment policy lending. The focus of development policy loans (DPLs) was less on reducing
macroeconomic imbalances and more on supporting longer-term social and sector re-
forms. In response to the global financial crisis of 2008-2009, the World Bank introduced
more flexible DPL modalities, including a deferred drawdown option (DDO) that gives
IBRD-eligible countries the choice to defer disbursements.

Other MDBs have also introduced policy-based lending since then (Figure II.1). In the ear-
ly 1980s, the Asian Development Bank (ADB) and the African Development Bank (AfDB)
were the first MDBs to follow the World Bank in introducing policy-based lending. In 1989,
the IDB was the first regional MDB to introduce an instrument of this kind in LAC. Six
years later, the Development Bank of Latin America (CAF) created its own policy-based
instrument, and the Caribbean Development Bank (CDB) launched one in 2006.



BOXII.1

How fungible is development money? The MDBs
were created under the premise that they would
mostly finance specific expenditures related to in-
vestment projects. Policy-based loans, which provi-
de budget support, were originally perceived to be at
odds with this premise. However, there are two main
reasons why the difference between instruments mi-
ght be inflated. Let’s think of a $1 billion investment
loan that finances roads. Because loan resources free
up cash that can be used for other purposes, the loan
is unlikely to increase total spending on roads by $1
billion. In this regard, estimates have suggested that
the net effect of a dollar of foreign assistance (inclu-
ding MDB lending) is to increase public investment
by only 29 cents—exactly the amount by which any
additional dollar of government resources would
have raised investment (World Bank, 1998). This
means that (i) total investment does not increase by
the full amount of the investment loan; and (ii) the ex-
penditure that the Bank thinks it is financing is not
really the marginal investment financed by the loan.

Are the twin goals of PBLs compatible? The in-
troduction of policy-based lending raised questions
on the appropriateness of pursuing two distinct ob-
jectives with one instrument. This controversy was
well illustrated in the IDB in the mid-1990s, when
Management stated that “[t]he balance of payments
motivation for policy based lending often creates an
environment in which the policy elements of loans
become secondary to the primacy of balance of pay-
ments concerns” (GN-1955). To reinforce this point,
Management quoted a paper by Professor G. Ranis:
“One of the inherent difficulties [...] is that it is im-
possible to achieve two objectives with one instru-
ment. If, in the wake of the Brady Plan, the MDBs are
asked to pump out the money on behalf of debt relief
we should not expect the obiter dicta concerning po-
licy change to be taken very seriously by either par-
ty” (FN-1955, para. 5.11).

Should PBLs leverage reforms, support reform
implementation, or reward past behavior? As
originally conceived, conditionality in PBLs was
aimed at incentivizing reforms: conditions were ge-
nerally measures that the borrowing country needed
to undertake for the resources to be disbursed (that
is, they rarely included measures that had already
been undertaken). In the 1990s, scrutiny over condi-
tionality increased—precisely related to the idea that
money can “buy” hard policy reforms, even in the
absence of country ownership. In addition to owner-
ship issues, this approach had credibility issues: “If
the basic motivation of donors for going into policy
conditionality is to disburse big money fast, then the
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credibility of an enforcement agency is destroyed” (P.
Collier in World Bank, 2005b). The original approach
has changed over time, and PBLs (including the
IDB’s) have increasingly included measures already
undertaken by borrowing countries (even before the
loans were included in the pipeline). In this regard,
it is usually recognized that in programmatic series,
first loans tend to reward past achievements, while
subsequent operations try to incentivize new actions.
Which is the most appropriate approach or the right
balance is still an open question. For instance, some
believe that piggybacking on past actions is prefe-
rable in countries with strong institutional settings,
but that MDBs should try to incentivize new reforms
when track records are weak and credibility issues
arise (World Bank, 2005b).

How effective is conditionality? There was (and
continues to be) inconclusive empirical evidence
on the effect of MDB lending and conditionality on
poverty reduction, on the likelihood of bad govern-
ments surviving, and even on the likelihood of policy
reform. The main lesson learned from that literature
was that conditionality can be useful in helping to
identify and implement reforms but can only succeed
when there is country ownership. In 2005, that les-
son underlay the OECD High Level Forum on Aid
Effectiveness and the resulting Paris Declaration.

Should policy-based lending be conditioned on
good governance and country systems? Althou-
gh tying funding to specific investment expenditures
can notionally appear to safeguard the use of funds
for development purposes, the fungibility of resour-
ces discussed earlier dilutes the substantive validi-
ty of this argument. In fact, development partners’
efforts to “cocoon” their projects have in many cases
neither improved services in the short run nor led to
institutional changes in the long run (World Bank,
1998). In particular, the requirements that typically
accompany investment loans—including procure-
ment and financial management procedures—tend
to give rise to parallel systems that can undermine
the functioning of countries’ own systems. At the
same time, since funds provided as budget support
are subject to countries’ own public financial mana-
gement systems, effective use of these resources hin-
ges sensitively on the reliability of such systems, and
more generally on the quality of governance and ins-
titutions in the country. A subject of repeated debate
has therefore been whether PBLs should be confined
to borrowing countries with sufficiently good public
financial management systems and strong governan-
ce institutions—although what precisely constitutes
“sufficiently” is recognized to be arbitrary.
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EVOLUTION OF THE POLICY-BASED LENDING FRAMEWORK
AT THE IDB

In 1989, under the Seventh Replenishment (IDB-7), the Bank introduced policy-based
lending. Until then the Bank had used only specific investment loans, but following the
LAC debt crisis, it introduced PBLs, which were based on the model of conditional budget
support created by the World Bank almost a decade earlier. ! Originally named “sector
loans,” the Bank’s PBLs were intended to support the twin objectives of promoting sector
policy or institutional reform and helping countries meet their financing needs. In partic-
ular, they were created to help countries advance macroeconomic adjustment programs
while supporting structural reforms. Thus PBL resources were not subject to earmark-
ing, and the size of loans was not related to the cost of the reforms supported, but rather
to the country financing requirements and the Bank’s lending envelope. Moreover, PBLs
were to be disbursed in several tranches, conditioned on the maintenance of a sustainable
macroeconomic policy framework and compliance with a set of agreed-upon conditions
defined in a “policy matrix.” PBL processes provided for a country policy memo to ensure
that those conditions were being complied with, and relied on IMF-supported programs
for macroeconomic assessments.

To ensure that investment projects remained the Bank’s core development assistance
tool, the Bank established a cap on policy-based lending. PBL approvals could not ex-
ceed 25% of the Bank’s 1990-1993 lending program (that is, of the Bank’s total SG and
non-sovereign-guaranteed approvals) (see Box 11.2). The ADB and the CDB are the other
regional MDBs that have formal aggregate ceilings on PBLs. The World Bank, the AfDB,
and the CAF do not—although there is an implicit tradition at the World Bank for poli-
cy-based lending not to exceed 25% of total lending (Table I1.1). No MDB has country caps.

PBLs timetable by MSBs

PBPs (& IMA) DDO & CCLs

NLF: EME Instrument
o | 18 months
( EMEPBLS || dish Nimit_|

IDB

1980 | 1983 | 1986 1989 | 1992 | 1995 | 1998 | 2001 ; 2004 ; 2007 2010 | 2013
L AR o CDE: policy lending
E policy
g lending I:Ar'nnllur CAF:
lemding. programmeatic
5 ADE: approach
policy ADB:
lending programmatic
Wiz app WE: DPLs WB:now DIPL
SALs nmll’dmllukhu\la masdalities-DIX)
Source: OVE

1 If requested by the borrower, “hybrid loans” that combined investment and policy-based lending could also be provided.
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In 1994, the Bank concluded that the need for major macroeconomic adjustment had
waned, and it introduced changes to tighten PBL use; the Asian crisis, however, chal-
lenged them. Under the Eighth Replenishment (IDB-8), the Bank agreed that sector loans
had allowed it “to become a more active player in the region [..with] practically all PBL
activities [providing] fungible resources for balance of payment support, and for debt
reduction agreements” (AB-1704, para 2.1). The IDB-8 also concluded that the need for
major macroeconomic adjustment had declined and that PBLs should thus place greater
empbhasis on social sector policy and efficiency of service delivery (CS-3371). To reflect this,
the term “sector loans” was changed to “policy-based loans” and the cap was reduced from
25% t0 15% of the lending program. Nonetheless, the closure of capital markets in 1997-1998
challenged the new cap and led to the introduction of a transitory emergency variant of
PBLs, subject to a separate limit. The emergency program ended in the early 2000s, but
demand for PBLs continued to exceed the 15% limit. This led to three modifications under
the New Lending Framework (NLF) in 2002: the 15% ceiling was replaced by an absolute
figure of US$4.5 billion for 2002-2004 (meaning that PBL lending became independent
from the level of investment lending);> a new emergency lending category, now separate
from PBLs, was introduced; and a minimum disbursement period of 18 months on PBLs
was established, mostly to avoid crowding out the new emergency instrument. Moreover,
the Bank started to include in PBL loan documents a “matrix of results” in addition to the
traditional “policy matrix.”

By the mid-2000s, in a context of lower demand for its lending, the Bank introduced new
changes to the PBL instrument, including a more flexible programmatic modality. As bor-
rowing countries were experiencing higher growth, increased institutional capacity, and
better access to capital markets, the Bank introduced three main changes to PBLs. First,
there was a progressive move to expand IDB’s own analysis on the adequacy of countries’
macroeconomic frameworks and reduce its dependence on IMF views. This led to the cre-
ation of the Independent Macroeconomic Assessment, which required the regional de-
partments to produce, with the support of the Research Department, a macroeconomic
assessment at the time of approval and disbursement of PBLs. In practice, though, IMF
views continued to be a key input for Bank’s assessment.? Second, the floor on PBLs’ dis-
bursement period was removed to make the instrument more competitive with the World
Bank’s PSALs. Finally, the programmatic variant of PBLs (PBPs) was introduced. PBPs
consist of a series of single-tranche loans set in a medium-term framework of reforms.
The first loan identifies the policy conditions for that operation as well as indicative trig-
gers for the subsequent ones in the series. Since the triggers could be revisited at the time
of loan approval, PBPs allowed conditionality to adjust according to changing circum-
stances. With these changes, the Bank approved guidelines for preparing and implement-
ing PBLs, for the first time consolidating existing policies and practices. This said, the
guidelines provide little guidance on what constitutes a policy or institutional reform, and
on what is appropriate policy conditionality.

2 Three years later that limit was increased to US$9.8 billion for 2005-2008, and for the first time a cap was established on disbur-
sements—US$7.6 billion for the four-year period. A ceiling on the Fund for Special Operations (FSO) lending through PBLs was
also established (US$100 million for the four-year period).

3 An IMF on-track program or Article IV (issued within the last 6 months) were, de facto, requirements to approve and disburse a
PBL operation (though not a formal requirement according to PBL guidelines CS-3633). If an Article IV was more than 6 months
old, or if the country had no IMF program or Article IV in place, a comfort letter from the IMF was usually required.
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BOXII.2

The Agreement Establishing the IDB (1959) states
that “loans made or guaranteed by the Bank sha-
11 be principally for financing specific projects”
(Art. ITI, Section 7). From a legal perspective, this
statement has been interpreted as meaning that
at least 50% of the Bank’s lending is to be devo-
ted to investment lending. The different caps on
PBLs established since 1989 have been based on
this statement.

However, to the best of OVE’s knowledge, none
of the Bank documents establishing the specific
ceilings (25%, 30%, etc.) discusses the rationale
for them, their financial implications, or the un-
derlying evidence on the development effective-
ness of investment projects vis-g-vis policy and

DESIGN AND USE OF POLICY-BASED LOANS AT THE IDB
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cuments justifies the lack of caps at the country
level. After all, if the idea underlying the Bank’s
focus on “financing specific projects” is that this
is where its comparative advantage lies, should
the portfolio in some countries be heavily skewed
toward PBLs? On the other hand, if the Bank’s
comparative advantage is not necessarily linked
to investment projects, should the Bank have an

7,

aggregate cap on PBLs? After all, the definition
of a cap on policy-based lending “has never been

implications for the Bank.

institutional reforms. Moreover, none of the do-

# From minutes of the Board of Executive Directors’ deliberations over New Operational Framework (GN-2494).

Ordinary
capital

Special
funds

MDBSs’ limits on PBL use, as of 2015

IDB

30% of total
lending for
four-year
cycles

30% of the
biennial
FSO alloca-
tion

WB

None (but
an implicit
tradition is
25% of total
lending)

30% of the
IDA alloca-
tion

Source: OVE, based on MDBs’ lending frameworks.

ADB CDB

----- 20% of 30% of loans
annual SG and guaran-
lending tees
(3-year m.a.)

20.5%0of -----
total ADF

allocation

(3-year

m.a.).?

25% ceiling
for AfDF
countries

based on financial sustainability considerations
but rather on the Bank’s Constitutive Agreement,
which implies that the Bank needs to focus on in-
vestment financing.”.2 This said, as is discussed
later in this paper, different caps do have financial

NA

a  The moving average is computed with the current year regarded as the middle year, and is based on the policy-based lending
pipeline for the future year.
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In the last four years, PBL approval limits have expanded, and new modalities enable
PBLs to play a larger role as contingent financing. The dollar-denominated cap estab-
lished for 2005-2008 was initially maintained through 2009-2012, but in 2011 the ceiling on
ordinary capital (OC) PBL approvals was changed to 30% of total Bank approvals in four-
year cycles (Table I1.1). PBLs financed with Fund for Special Operations (FSO) resources
were not to exceed 30% of the biennial FSO allocation. In 2012, the IDB also introduced a
deferred-draw option equivalent to the World Bank’s, to better synchronize proceeds with
countries’ financing needs. Finally, further actions were taken to increase in-house mac-
roeconomic analysis and lessen the dependence on the IMF. Under the Independent As-
sessment of Macroeconomic Conditions (IAMC), introduced in 2014 to replace previous
assessment tools and produced jointly by the Research Department and the Vice-Presi-
dency for Countries, an IMF on-track program, Article IV, or comfort letter is not required
for PBL approval and disbursement.
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IDB PBL PORTFOLIO AT A GLANCE

Since 1989, policy-based lending has averaged 25% of total SG lending and 28% of SG dis-
bursements (Figure II1.1). Since the establishment of PBLs, the Bank has approved about
300 PBLs, worth roughly $45 billion. When those individual loans are bundled in pro-
grams (that is, considering all the loans that make up a programmatic policy-based pro-
gram, and the entire set of tranches that make up a multi-tranche PBL), it turns out that
the Bank has approved 230 policy-based programs. During the instrument’s first decade,
PBL approvals exceeded the established ceilings; in contrast, during 2011-2014 they re-
mained below the 30% cap (Table IIL.1).

PBL total approved amount, 1990-2014
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Since PBLs’ inception, the number approved each year has almost tripled, while their
average size has declined (at constant 1990 prices). Since 1989, the average size of PBLs
has been close to $160 million, more than twice that of investment loans. The Bank has
approved an average of 11 PBLs per year in comparison to 63 investment loans per year.
These figures have changed over time, mostly because of the introduction of the PBP mo-
dality in 2005: PBPs tend to be smaller than multi-tranche PBLs, but more individual
loans are approved per year. On balance, overall PBL lending has gone up.

PBL approvals by lending periods, 1990-2014

1998-
1990- 1994- 1999 2002- 2005- 2009- 2011-
1993 2001 EME 2004 2008 2012 2014
PBLs
Approval 25% total 15% total $8.8b $4.5b $9.8b $9.8b 30% total
ceilings lending lending lending
PBL $5.7b $11.4b $7.4b $3.6b $5.2b $9.7b $10.6b
amounts
approved
PBL as 26.1% 19.8%  ----- 22.9% 16.4% 19.2% 23.0%
% of total
lending
PBLas % 26.5% 24.1% - 32.4% 20.2% 23.1% 27.4%
of SG
approvals

Note: Until 2005, there was no separate limit for FSO countries. The table thus shows approval figures and ceilings for all types
of Bank capital until 2004, and focuses on OC resources thereafter.
Source: OVE, based on IDB datawarehouse. Figures exclude. EME loans unless indicated.

PBL use has varied from year to year, intensifying when the region faced macroeconom-
ic crises. The sharp changes in annual approvals are attributable mostly to the lending
caps (in the 1990s, approvals tended to be front-loaded within cap periods, forcing ad-
justments at the end of each period; see Figure 1, Annex I) and the lack of an emergency
instrument until 2002. In fact, over the years, the Bank responded to crises by using PBLs.
For instance, during the Tequila crisis (1995-1996), PBLs represented around 30% of total
Bank lending, up from 10% in 1994. Similarly, demand for regular PBLs increased sharply
during the 2001 crisis in Argentina and other Southern Cone countries, and during the
international financial crisis in 2008-2009. The Bank approved 62 PBLs worth about $8
billion dollars between 2008 and 2010, compared to 31 loans and $3.8 billion between 2005
and 2007.
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Since the introduction of PBPs, they have become the preferred PBL modality. Since 2005,
PBPs have represented more than 80% of the number, and almost 75% of the value, of
PBLs approved (Figure 2, Annex I).# OVE reviewed all 144 PBP loans approved since then
and grouped them in 82 PBP programs.s The number of proposed loans per program has
usually been between two and three (with a maximum of four), with an expected interval
of one to two years between them.

Cofinancing of, and partnership in, PBLs with other international financial institutions
was common in the earlier years, but has decreased over time. Around 13% of all poli-
cy-based operations approved since 19990—roughly a quarter of total policy-based financ-
ing—have been cofinanced with other development partners, especially the World Bank.
Most of the cofinancing occurred in the early days of PBLs, especially in the first two years
of the instrument’s existence when partnership with the World Bank was mandatory (Fig-
ure 3, Annex I).° Although on a smaller scale, cofinancing remained important until the
mid-2000s but since then, the Bank has financed almost all PBLs individually. Similarly,
PBLs used to be approved when the borrowing country had an IMF-supported program
in place: for instance, roughly 90% of the PBL lending volume approved between 1995 and
2003 was granted to countries with an IMF program (RE-300). This proportion has de-
creased since then, both because of the decreasing presence of IMF-supported programs in
LAC, and because of IDB’s progressive move to expand its own assessment of the adequacy
of countries’ macroeconomic frameworks and reduce its dependence on IMF’s views.

Although all borrowing countries have used PBLs, their relative importance in countries’
SG portfolios has been varied. Every LAC country has had at least one PBL since 1990, and
in each period three countries have accounted for about half the amounts approved: Peru,
Mexico, and Argentina in the 1990s; Peru, Colombia, and Argentina in the early 2000s;
Peru, Colombia, and Mexico in 2005-2009; and Colombia, Mexico, and Brazil in the last five
years. (To some extent this dominance reflects their financing envelopes.) However, the use
of PBLs relative to overall SG lending and to population looks quite different. PBLs have
accounted for more than half of SG approvals in Colombia, Guatemala, Peru, Jamaica, and
Suriname during the last decade but have been practically (or totally) nonexistent in Argen-
tina, Chile, Costa Rica, and Venezuela (Figure III.2 and Table III.2). Ecuador is noteworthy:
while the country did not use PBLs between 2007 and 2014, 90% of its envelope took the
form of a PBL in 2015. On a per capita basis, small countries such as Uruguay, Panama,
Suriname, and Jamaica have been the largest recipients of PBLs. Indeed, the per capita ap-
proved amount has been larger in CCB than in any other region during the last decade.

1 Some countries that require Congressional approval of, or authorization for, MDB loans (such as El Salvador, Honduras and
Guatemala) seem to prefer multi-tranche PBLs to PBPs.

5 IDB systems do not identify operations as pertaining to the same program, so the grouping of PBP loans in series was done “by
hand,” according to the operations’ names and objectives.

6 On the premise that the IDB needed to develop expertise in policy-based lending, it was required to provide sector loans in
partnership with the World Bank for the first two years after introducing the instrument.
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PBL approvals by country, 1990-2014

NUMBER OF PBLs TOTAL PBL AMOUNT* - PBL AS A SHARE OF TOTAL

APPROVED PER CAPITA SG LOANS

1990- 2000- 2005- 1990- 2000- 2005~ 1990- 2000- 2005-

1999 2004 2014 1999 2004 2014 1999 2004 2014
AR 7 4 1 86.9 50.5 12.4 26% 38% 4%
BA 1 2 133.2 4109 16% 32%
BH 1 140.2 13%
BL 2 131.3 29%
BO 3 3 7 23.8 21.5 41.4 14% 40% 21%
BR 1 7 0.0 2.8 1.5 9% 12%
CH 1 1 10.5 0.6 15% 1%
co 2 4 16 14.1 43.4 873 12% 48% 52%
CR 2 72.5 21%
DR 1 2 7 12.9 33.6 128.8 14% 39% 37%
EC 4 2 1 32.6 26.9 370 24% 62% 1%
ES 2 1 6 28.2 16.6 161.0 10% 22% 42%
GU 3 2 7 28.1 25.5 108.4 23% 56% 1%
GY 5 1 7 278.5 37.3 143.9 47% 12% 24%
HA 2 1 13 15.3 2.8 28.1 24% 12% 18%
HO 6 3 7 79.7 13.1 46.8 40% 13% 23%
JA 2 2 13 50.5 2.9 366.7 23% 49% 57%
ME 7 2 7 31.8 5.2 359 37% 13% 26%
NI 6 3 8 7.2 16.2 54.0 35% 14% 21%
PE 4 5 33 44.2 50.8 73.2 28% 70% 58%
PN 4 8 147.6 398.0 33% 42%
PR 1 3 17.2 35.9 8% 14%
SU 1 9 69.3 497.8 96% 52%
TT 2 5 16.1 256.8 17% 32%
UR 4 3 6 151.2 127.8 468.0 30% 30% 45%
VE 4 64.1 1%

Note: PBL figures exclude emergency operations.
*Based on original amounts approved.
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As a share of total SG lending, policy-based lending is not significantly correlated with in-
come. OVE grouped IDB borrowing countries into four income categories following the
World Bank’s classification: low-, lower-middle-, upper-middle-, and high-income countries.
Upper-middle-income countries have accounted for almost $8 out of every $10 approved in
the form of policy-based lending, and more than half the number of loans approved since
1990 (Figure 4, Annex I). However, considering the share of PBLs in the total SG portfolio,
there is not a significant correspondence between PBL lending and income level (Figure
I11.3), nor between PBL lending and institutional strength indicators (Figure I11.4).”

Lower-middle-income countries and FSO countries show an increasing use of PBLs (Fig-
ure 5, Annex I). Policy-based lending accounted for 22% of total SG lending in lower-mid-
dle-income countries in the 1990s, 24% in 2000-2004, and 34% in the last decade (Table 1,
Annex I). Similarly, in FSO countries (Bolivia, Guyana, Haiti, Honduras, and Nicaragua),
PBLs have accounted for about 23% of their total SG lending since the 1990s (slightly below
the rest of the Bank’s average); even though the share has tended to increase since 2009,
it has remained below the 30% biannual cap at both the aggregate and country levels. If
Paraguay and Guatemala (which have received a smaller share of FSO financing) are in-
cluded, PBL lending has increased substantially in the last years—mostly driven by Gua-
temala’s growing reliance on PBLs.

. Global Competitiveness
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7  OVE analyzed the relationship between policy-based lending (as a share of total SG lending) and proxies for the institutional
environment—the Global Competitiveness Index from the World Economic Forum and its institutional environment pillar
(which captures the quality of both public and private institutions)—calculating the average value for the whole index and the
institutional pillar for 2005-2014 for IDB borrowing countries. OVE also validated these results using the World Bank’s Gover-
nance Indicators; as with the Global Competitiveness Index’s Institutions Pillar, the relationship between governance indicators
and PBLs is not statistically significant.




Using the objectives and subsector codes of all PBL programs approved between 1990 and
mid-2015, OVE devised five thematic clusters and classified each program in one of them.
The clusters are public sector governance and economic management (PSEM); social; fi-
nancial sector and competitiveness; infrastructure and public utilities; and environmental
sustainability, natural resources, and agriculture (Box 1, Annex I). While some operations
covered more than one cluster, the overwhelming majority focused on only one.

Since 1990, policy-based lending has focused on PSEM; over time, the emphasis has shift-
ed from adjustment policies to institutional strengthening of the public sector. Almost
40% of lending amounts approved since 1990 has been in the PSEM cluster (Figure 6,
Annex I). Under IDB-7, in the context of the “Washington consensus,” PBLs mostly sup-
ported macroeconomic reforms, including debt restructuring and privatization of public
enterprises. By the mid-1990s, PBLs had begun putting greater emphasis on public sector
reforms (such as tax, budget and expenditure policies, human capital resource manage-
ment, and modernization of subnational governments), an emphasis that was reinforced
under the NLF in 2002. Programs aimed at improving public financial management have
continued to be the core of the Bank’s PBL work over the last decade, and their relative
importance peaked around the time of the 2008-2009 financial crises (Box IIL.1).

In line with the focus on first-generation reforms, financial sector PBLs had a predom-
inant role in the early 1990s, but their importance has decreased over time. During the
1990s, the finance and competitiveness cluster absorbed 42% of lending amounts, with
most of the loans supporting changes in financial sector regulatory frameworks, banking
supervision, and mechanisms for dealing with insolvency. Since 2005, the cluster’s rela-
tive importance has fallen by half, and the reforms supported have shifted to competitive-
ness and investment climate initiatives, with the goal of enabling private sector investment
(Figure 6, Annex I).

Social sector reforms were mostly neglected in the 1990s but gained prominence in the
late 1990s and early 2000s. The social sector cluster’s increased prominence during 2000-
2004 (when it absorbed 35% of PBL resources, up from 9% in the 1990s) can be traced to
the IDB-8 agreement, under which the Bank explicitly called for greater support of pol-
icy areas that had been neglected in the adjustment process. By the end of the 1990s, the
cluster’s relevance was reinforced, and the Bank increasingly approved PBLs supporting
poverty reduction strategies and, more recently, the institutional settings for conditional
cash transfer programs. Like the finance and competitiveness cluster, the social cluster’s
relative importance has fallen by roughly half since 2005 (Figure 6, Annex I).

The infrastructure and public utilities and the environment, natural resources, and agri-
culture clusters have traditionally accounted for a smaller portion of policy-based lending.
PBLs in the infrastructure and public utilities cluster have absorbed nearly $1 out of every
$10 approved in policy-based lending since 1990. Most PBLs in this cluster have support-
ed energy reforms—which lately have focused on measures aimed at reducing electricity
losses and fostering sustainable energy policies. Water and sanitation reforms have also
become increasingly important since the late 2000s, and their focus has been on lower-
ing service delivery costs, increasing service quality and coverage, and enhancing service
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BOX III.1

During the 2008-2009 crises, the relative im- Amounts approved around the time of the
portance of the PSEM cluster increased subs- financial crisis
tantially (in terms of both amounts approved
and number of countries benefited). However,
the content of conditions did not change much:
programs initiated in both pre-crisis (2005-2007)

and crisis years (2008-2010) included similar
conditions, usually oriented toward such areas
as establishing fiscal rules, increasing govern-
ment revenues or improving spending, and de-
veloping frameworks and systematic macroeco-
nomic forecasting for budgeting. This finding is
consistent with OVE'’s findings on the “depth” of
policy conditions presented later in the paper:
the small number of observations notwithstan-
ding, OVE found no major differences between
the substance of PSEM programs supported by
the Bank in the pre-crisis period compared and

that of those approved during the crisis.

provider governance and transparency. Finally, support for reforms in the area of envi-
ronment, natural resources and agriculture has been relatively small, and since 2008 has
shifted from the agriculture sector to supporting climate change mitigation strategies. In
fact, PBLs in the environment sector experienced a large increase during the 2008-2009
financial crises (which coincided with a UN Climate Change Conference that called for
actions to mitigate greenhouse gas emissions).

COMPLEMENTARITY BETWEEN PBLs AND OTHER
INSTRUMENTS

The great majority of the PBP series have been accompanied by parallel TCs, suggesting
that countries value analytic work to feed into their decision-making processes. To iden-
tify operations that are part of a package, OVE reviewed loan documents for all 82 PBP
series approved between 2005 and 2014 and, when available, their Development Effective-
ness Matrices and Project Completion Reports (PCRs).® The results show that an over-
whelming majority of the series was accompanied by parallel TCs (Figure II1.5), which

8  Since the 2005 NLF, the Bank has been trying to adopt a programmatic approach under which operations that help countries
achieve common objectives were to be considered part of a package. However, the fact that the Bank’s systems are still organized
in terms of individual operations hinders the identification of TCs, investment loans, and PBLs that actually support a given
program.

%
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have supported policy dialogue, diagnostics work, and compliance with disbursement
conditions. The average number of accompanying TCs has been 2.3 per series (Table 6,
Annex I), which represents around $1.3 million of additional financial assistance.® The
support provided by TCs is especially relevant for two reasons. First, while resources
from a PBL go to the country’s treasury, parallel TCs provide direct support for the line
ministries in charge of the reforms. Second, there is a significant positive relationship be-
tween TC support and the likelihood of completing a PBP series (para. 5.23).

Number of parallel TCs in PBP series

Source: OVE based on 82 PBP series

Income per capita and institutional capacity are not correlated with the volume of techni-
cal support received for PBPs (Table 7, Annex I).® However, there are sharp differences
in countries’ use of supporting TCs. Peru and Colombia stand out as the top parallel-TC
users among Bank borrowers: all PBP series approved in Peru and Colombia (11 and 10
series, respectively) have been accompanied by at least one TC each. It is also worth noting
that all 26 PBP series approved in CAN between 2005 and 2014 have been accompanied
by supporting TCs, and most of them by at least two TCs (Tables 8 and 9, Annex I). Most
countries in CID and CCB have also relied heavily on parallel TCs. For instance, all five
PBP series approved in Dominican Republic and Trinidad and Tobago have received sup-
port from TCs. Conversely, only one of the six PBP series in CSC (a public management
program in Paraguay) has been accompanied by TCs. At the sector level, the use of com-
plementary TCs has been particularly high in energy PBP series (Table 10, Annex I).

On a smaller scale, investment loans have also accompanied PBP processes; country au-
thorities and IDB specialists value the complementarity between lending instruments. Of
the 82 PBP series, 15 were directly supported by investment loans. Uruguay’s Program
for Strategic International Positioning DDO PBP and three investment loans (UR-L1030,
UR-L1037, and UR-L1060) is noteworthy. In other cases, PBLs either continued a line of
work initiated by previously approved investment loans, or prepared the ground for sub-
sequent investment operations (Box III.2).

9  TCs that performed as inputs for more than one loan of a series were counted only once.
10 The proxy used for institutional capacity was the World Economic Forum Institutional Pillar. Volume of technical support was
measured as total TC amount approved, and number of TCs approved, by PBP series.
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BOX IIIL.2

The Bank provided long-term support to Colom-
bia for the process of institutionalizing the Na-
tional Logistics Policy, especially through a set of
investment loans (CO-L1065 and CO0263) appro-
ved in 2004 and 2008 to support private parti-
cipation and concessions in infrastructure. CO-
T1214, approved in 2010, also fostered dialogue
in the area, supporting trade negotiations and

DESIGN AND USE OF POLICY-BASED LOANS AT THE IDB

Dz

the National Sustainable Electrification and Re-
newable Energy Program (NI-L1040, NI-L1050,
and NI-L1063) in 2010. The PBP series aims to
consolidate the progress achieved through those
investment loans, promoting further reforms in
the areas of financial sustainability, transparen-
cy, and development of sustainable energy and
regional integration.

the implementation of trade agreements. In 2011,
this work was complemented with the approval
of the first loan of the PBP series to support the
National Logistics Policy (CO-L1090), which ai-
med at assisting Colombia in implementing the
policy. Several TCs provided parallel support
(RE-477): one reimbursable cooperation (CO-
L1109), and six non-reimbursable TCs. To a large
extent, however, many of the conditions inclu-
ded in the PBP loan piggybacked on previously
met measures (and the second loan in the series
was never pursued).

Investment Loans and Technical Coopera-
tions related to PBP CO-L1090

Likewise, Bank support for the Program to
Strengthen the Electricity Sector in Nicaragua,
initiated in 2013, was preceded by a series of in-
vestment loans—the Electricity Sector Support
Program (NI-L1021, NI-L1022, and NI-L1036) and

OVE’s analysis suggests that the Bank usually supports reform processes in areas in
which it has accumulated experience and knowledge. To assess the extent to which the
Bank supports reform in countries and areas in which it has expertise—a prerequisite for
providing good policy advice and sustaining long-term policy dialogue in a specific sec-
tor—OVE mapped the interaction between PBLs and a set of broader related operations
in each country, using Social Network Analysis. Figures 10-13 in the Annex I depict the
networks for Jamaica, Colombia, Panama, and Brazil, which suggest that the Bank tends
to support policy reforms in sectors in which it had previously worked (usually through
TCs and investment loans), continuing a longer-term policy dialogue at the country level.
This finding is also compatible with the hypothesis that when countries need quick fi-

nancial support, the Bank turns to sectors where it has know-how so it can respond more
expeditiously.

PBP

Investment Loans
Technical Cooperations
Direct support to PBP
Indirect support to PBP

(in the same topic and area which
were not specifically approved to
support the PBP)




COMPARISON OF IDB AND WORLD BANK PBLS IN LAC

The World Bank is the largest provider of policy-based financing to LAC," followed by the
IDB—this contrasts with the pattern of investment loans (Table IIIL.3). Since the approval
of the first adjustment loan in 1980, World Bank PBL approvals have totaled $235 billion,
equivalent to about 25% of its total SG lending" (PBLs have also accounted for about 25%
of total IDB SG lending). LAC has been the largest recipient region: development policy
lending has accounted for about 45% of total SG approvals to the region since the 1990s.
The World Bank is the largest provider of policy-based lending to LAC; PBL financing to
the region from other MDBs, such as CAF, has been substantially smaller.s

Two factors may explain at least in part the differences between IDB and World Bank
lending. First, the World Bank does not have an explicit cap for policy-based lending, and
second, the World Bank does not have a separate category for emergency loans. When
World Bank DPLs are compared to the sum of both IDB PBLs and emergency loans,
the World Bank remains the larger lender of fast-disbursing funds, but the difference
shrinks (Figure 7, Annex I). This said, it should also be taken into account that World
Bank lending to LAC has been decreased for the last five years, to the extent that World
Bank and IDB’s current figures on policy-based lending to the region are pretty similar.

IDB and World Bank policy-based lending

(IDB member countries-values in billion)

1990-1999 2000-2004 2005-2014
Policy-based loans  IDB* $12.8 $8.2 $22.6
WB $17.8 $13.7 $36.3
Investment loans IDB $43.9 $16.2 $70.4
WB $36.9 $10.2 $39.4

Note: * Excludes EME loans. Values reflect original amounts approved.

The World Bank’s approach to policy-based lending differs from the IDB’s in country cov-
erage: World Bank lending has been more concentrated in large and upper-middle-income
countries. In terms of amounts approved, LAC’s three top DPL and PBL recipients during
the last decade have been Brazil, Mexico, and Colombia. However, while these countries
have accounted for three-fourths of WB DPL lending during the period, they represented
about half of IDB’s. This finding could be related to the fact that WB “heavily weights gov-
ernance and fiduciary risks in the decision to extend a DPL” (World Bank, 2013).

11 Excluding LAC countries that are not IDB borrowers.

12 Itrefers to SALs, sector adjustment loans, PSALSs, and DPLs, including IBRD and IDA funding. OVE excluded from the analy-
sis World Bank categories that are comparable to IDB’s emergency category (special structural adjustment loans, emergency
DPLs, and catastrophe DDOs).

13 CAF’s policy-based lending has been a relatively small part of its total portfolio: it tends to approve one or two PBLs per year,
each of about $60 million. Overall, CAF’s policy-based lending accounted for 8% of total SG lending in 2001-2014.
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As a result, the World Bank has provided DPLs to fewer LAC countries than the IDB. In
fact, most countries, notably those in CCB and CID, have predominantly relied on the IDB
for policy-based funding. Belize and Suriname, for example, have received PBLs only from
the IDB in the last decade (Table 2, Annex I). The same holds for Barbados, Trinidad and
Tobago, and The Bahamas, all graduates from the World Bank during the period due to
their levels of per capita income, and for Nicaragua, Guyana, and Bolivia during the last five
years. The opposite is rarely observed: countries that use World Bank DPLs tend to resort
to IDB PBLs as well. In this regard, OVE also calculated the share of policy-based lending
relative to overall SG lending, by country and MDB, since 1990 (Table 3, Annex I).’s Over
time, some countries have borrowed approximately the same proportion of PBLs from the
World Bank and the IDB. For example, during the last five years, PBLs have represented
more than 40% of total SG lending from both institutions to Colombia, DR, Guatemala,
Jamaica, and Panama. In contrast, large borrowers such as Brazil and Mexico, as well as
Uruguay, have borrowed PBLs predominantly from the World Bank (Table III.4, and Box
3, Annex I).

TABLE III.4. Relative Usage of PBLs (IDB) and DPLs (World Bank), 2010-2014

IDB
Above-median Below-median PBL  Non-user
PBL user (as % of user (as % of SG
SG lending) lending)
Above-median Colombia Brazil
DPL user (as % of Dominican Republic ~ Mexico
SG lending) Guatemala Uruguay
Jamaica
Panama
Below-median Peru El Salvador
DPL user (as % of Haiti
WB SG lending) Honduras
Paraguay
Non-user Barbados Bolivia Argentina
Suriname Chile (cancelled) Belize
Guyana Costa Rica
Nicaragua Ecuador
The Bahamas Venezuela
Trinidad and Tobago

Note: Barbados, Trinidad and Tobago, and The Bahamas were not eligible for WB loans during the period due to per capita
income limitations. IDB does not have similar “graduation” rules for borrowers.

14  OVE calculated the proportion of countries’ policy-based borrowing from the IDB and the World Bank for every year since
1990—that is, the amount of PBL lending approved by the IDB for country X, over the sum of DPL and PBL lending amounts
approved by both the World Bank and the IDB for the same country.

15  To compare countries’ use of policy-based lending relative to SG lending across institutions, OVE estimated the median of PBL/
SG lending for different periods (1990-1999, 2000-2004, 2005-2014, and—to analyze more recent patterns—2010-2014), both
for the World Bank and the IDB. The average of the median shares for both institutions was 42% for the 2010-2014 period (the
median value for PBLs as a share of SG approvals was 48% for the World Bank and 36% for the IDB).
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The World Bank’s approach also differs from that of the IDB in scope: World Bank DPLs
tend to be larger and more multi-sectoral, and there are rarely several DPLs active simul-
taneously in a country. The average size of IDB PBL loans during 1990-2014 was close to
$160 million, while the average size of World Bank DPLs was roughly $240 million. The
difference in loan volumes may be explained by the fact that DPLs are mainly granted to
large and upper-middle-income countries (which have large lending envelopes), and by the
fact that they tend to be multi-sectoral. IDB PBLs usually focus on one thematic cluster,
whereas DPLs span an average of 2.2 sectors or thematic clusters (Box 2, Annex I). Like
PBLs, most DPLs (75%) have focused on the PSEM cluster; however, in contrast to IDB
operations, those DPLs have simultaneously addressed other clusters (typically financial
sector, competitiveness, and social areas). Finally, while it has become increasingly com-
mon at the IDB to approve several PBL loans that pertain to different programs in the same
country in a given year, this practice is less common at the World Bank in LAC (except in
Brazil and Peru).




This chapter sheds light on the reasons for the trends described in the previous chapters.
It does so from the demand (i.e., borrower) and supply (i.e., Bank) sides of the equation,
examining, among other things, PBLs’ financing role for borrowing countries; their use as
a means to provide policy advice and capacity building; their disbursement patterns and
transaction costs; and their generation of income for the Bank.

PBLS FROM THE BORROWER’S SIDE

From a financing perspective, PBLs provide fast-disbursing budget support; they help
finance ongoing deficits and play a countercyclical role in times of crisis. PBLs help coun-
tries address actual or anticipated financing requirements, which is partly reflected by
the fact that disbursements peak at the end of a fiscal year (see para. 4.9). Moreover, in
times of economic turmoil, the Bank has responded to demands for increased liquidity by
providing PBLs (Figures IV.1 and IV.2). The instrument’s countercyclical role was partic-
ularly relevant during the 1990s and again toward the end of the 2000s in response to the
impact, in some countries of the region, of the 2008-2009 global economic crisis. Stake-
holders interviewed by OVE very much appreciated the instruments’ financing role in
times of crisis, and pointed out that the approval of PBLs also provides positive signals to
the markets, increasing confidence in the country’s economic recovery.

In fact, OVE found that policy-based lending is negatively correlated with a country’s
growth rate, and positively correlated with the size of fiscal deficits and gross financing
needs. To further explore PBLs’ financing role, OVE conducted a series of econometric
analyses for all borrowing countries between 1990 and 2014.'° Drawing on the literature
on early warning signals for economic and financial crises, OVE estimated three fixed-ef-
fects panel regression models using PBL disbursements as percentage of GDP as the de-
pendent variable. The first model includes as explanatory variables the annual growth
rates in the previous year, the second includes the general government deficit (also in the
previous year), and the third includes a proxy for countries’ gross financing needs, which

16 Country-year observations with no PBL disbursements were excluded. Given the scope of the analysis, a simple model was
used to test whether the request for PBLs was associated with worsening macroeconomic conditions. Since only PBLs that were
actually approved are observable, the model does not consider cases in which the borrowing country may have sought PBL
funding but the Bank did not approve it (for instance, because of macroeconomic sustainability assessment considerations).
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aims to capture solvency and liquidity difficulties with a one-year lag.'” Overall, the results
confirm that countries’ financing objectives are a key motivation for the use of this type
of lending instrument, both to handle short-term financing needs and to face contingent
shocks. However, the instrument’s capacity to react to changes in macroeconomic condi-
tions looks small (Figure 8 and Table 4, Annex I).

Countercyclical role of LAC’s fiscal balance and

PBL lending PBL disbursements
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Note: “EME disbursements included for 1998-99 only.

Source: OVE, based on IMF and IDB data warehouse information.

Several factors limit PBLs’ capacity to provide effective countercyclical support. First, the
fact that PBLs cannot be approved or disbursed if borrowers do not have a positive mac-
roeconomic assessment poses an inherit limitation to the instrument’s capacity to assist
countries when they are in the greatest need of liquidity. Second, resources available for
policy-based lending are subject to the 30% aggregate cap, which limits the extent to which
the Bank can provide quick disbursements within a four-year period. Lastly, the impact of
IDB’s lending in middle-sized and large countries is necessarily limited by its small size in
relation to their economies.

17 The gross financing needs for each borrowing country were calculated as the sum of the general government deficit and an
estimate for maturing debt (gross public debt as percentage of GDP based on data from the IMF WEO divided by the average
maturity for external debt, based on data from the World Bank). For those countries without available data for average maturity,
the denominator used was the average maturity for LAC.




From a policy reform perspective, PBLs usually provide policy advice and capacity build-
ing, and the IDB “seal of approval” they convey may help governments increase the cred-
ibility of their reform agenda. Country authorities very much appreciate the policy di-
alogue involved in the design of a PBL and the capacity building that complements its
implementation. In fact, as is shown later in this paper, PBLs are generally accompanied
by substantive analytic work. Some recipient governments also find that having the IDB
supporting a reform program helps them negotiate with key stakeholders (including Con-
gress) and helps legitimize the reform itself, reducing potential domestic controversy sur-
rounding the reform.

Finally, from an administrative perspective, PBL transaction costs are smaller. According
to Management, “borrowers have revealed a preference for PBL because disbursements
are not tied to specific expenditures, do not require counterpart funding, and involve low-
er preparation and processing costs” (CS-3371, para 4.57). Moreover, because PBLs are
exempt from the environmental and social safeguard and procurement procedures that
apply to investment loans, they are also easier to execute.

Most countries use PBLs mainly as budget support in times of financial stress. Consistent
with the dual purpose of PBLs—to contribute to countries’ financing needs and to support
policy and institutional reforms—their use has varied substantially across countries. To
identify patterns of PBL use, OVE looked at four dimensions analyzed throughout this
document: (i) frequency and intensity of PBL use; (ii) correlation between PBL borrowing
and growth rates, fiscal deficits, and gross financing requirements; (iii) countries’ reliance
on parallel TCs; and (iv) countries’ tendency to fully complete or interrupt (“truncate”)
PBP series.* OVE identified four main categories of PBL use:

Mostly as budget (including countercyclical) support. This category includes
countries that resort to PBLs mainly in a countercyclical fashion (for example, to
deal with a crisis that suddenly halts capital inflows) or as an expeditious source of
liquidity to handle short-term needs, such as debt service. In general, these coun-
tries exhibit a negative correlation between policy-based lending and growth rate,
and a positive correlation between policy-based borrowing and fiscal deficits /
gross financing requirements; have relatively high truncation rates for PBP series;
and do not rely much on parallel TCs to accompany the reform programs. Since
their demand for PBLs depends on economic needs, these countries are not among
the most regular users of PBLs. In the last decade, examples in this category in-
clude Dominican Republic, Honduras, and Jamaica.

Mostly as seal of approval / technical advisory. This group comprises coun-
tries that tend to resort regularly to PBLs, and do so mostly to legitimize policy
reform processes (getting IDB’s “seal of approval”) and to benefit from technical
discussions between country officials and IDB specialists. In fact, their PBLs tend
to be relatively small, and the demand for PBLs tends not to be correlated with
growth / fiscal deficits / gross financing requirements. Moreover, these countries
have low truncation rates (implement reform programs for a longer period of
time), and rely strongly on TCs to accompany those programs. Peru is the most
salient case, although in the last five years Bolivia also fits in this category.

18 Chapter V analyzes the truncation rate by country (i.e., the number of truncated series over the sum of completed and truncated
series).
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Jamaica and the need for budget support.
Most of IDB’s support to Jamaica in the last de-
cade has been in the form of PBLs (57% of total SG
approvals; Table 4, Annex I), which helped the
country advance public financial management
and social reforms in the context of two IMF ad-
justment programs. In fact, disbursements to Ja-
maica in 2010 in support of the first of those IMF
programs (around US$600 million) are among
the largest the Bank has ever provided to a bor-
rowing country in a single year, both in per capita
terms and as a share of GDP (RE-468).

Peru’s regular use of PBLs and IDB’s “seal of
approval.” Peru stands out as the most regular
user of PBLs: it had 43 PBL loans between 1990
and 2014, and 32 of them were approved in the last
10 years. In fact, uniquely among IDB borrowers,
Peru has had at least one PBL approved every
year since 2000. The 32 PBP operations approved
since 2005 correspond to 11 series. Most of them
were long series (3 or 4 loans each) supported by
several TCs, and all of them were completed—an-
other feature that distinguishes Peru from other
IDB borrowers (see para. 5.19).» However, each
loan has been relatively small. This suggests
that Peru uses PBLs to legitimize institutional
reforms and obtain technical expertise through
strong parallel TCs, in a context of favorable fiscal
results (RE-403-2).

Colombia’s flexible use of programmatic
series. Colombia stands out for its heavy use of
PBLs—of 22 PBLs approved since 1990, 16 were
approved between 2005 and 2014, accounting for
more than half of the SG lending approved for
the country over the period. The intensive use
of PBLs is the result of the country’s demand for
funds to meet its annual fiscal and debt commit-
ments, and to stimulate the economy in the low
part of the cycle (RE-425-Lending Instruments).
This might help explain why Colombian PBP se-
ries were usually interrupted (para. 5.19 and RE-
477). That said, the country has also resorted to
PBLs in appreciation of Bank technical support.
In fact, Colombia stands out for its use of parallel
TCs, which have usually provided strategic in-
puts for the reform processes.

Panama’s recurrent shift in program focus.
As in Peru and Colombia, IDB’s engagement with
Panama pivots around budget support lending:
in the last decade about 42% of all SG lending has
been policy-based, and in the last five years over
70% has been policy-based. This budget support
was instrumental in providing policy advice to
support Panama in building a strong macroeco-
nomic policy framework, but it also became a reg-
ular (and reliable) source of government funding.
As in the Colombia case, this might help explain
why PBP series in Panama were usually inter-
rupted: as OVE'’s recent Country Program Eval-
uation (RE-475) pointed out, successive changes
in focus in the Bank’s programmatic lending
prompted the truncation of most of Panama’s se-
ries since 2010. As a consequence, 5 of 11 planned
PBLs did not materialize, thus diminishing the
relevance of the proposed lending series.

Brazil and support for subnational fiscal
consolidation. Until the early 2000s, Brazil had
hardly used PBLs. Six of Brazil’s total of 8 PBLs
have been approved in the last three years, and
all of them have supported reforms at the subna-
tional level as part of the PROCONFIS program.
Brazil’s use of PBLs at the subnational level is
unique among IDB borrowers and is in line with
PBL guidelines (CS-3633-1), which state that “for
PBLs to a subnational entity, the state or region
must have an appropriate expenditure program,
as well as appropriate fiscal arrangements with
the central government providing the guarantee
for the loan.”

Uruguay and the preventive use of PBLs.
Uruguay has relatively few large operations,
which have been generally disbursed only in cas-
es of liquidity shortage. For example, despite ear-
ly compliance with the disbursement conditions
of two PBLs, the Government opted not to draw
on the proceeds until December 2008 and Janu-
ary 2009, after the collapse of Lehman Brothers,
when the external cost of financing in the market
had substantially increased (for details, see RE-
389 and RE-447). In 2012, this practice of deferred
disbursement was institutionalized with IDB’s
introduction of the PBL DDO modality; as of mid-
2015, Uruguay has been the only country to use it.

*The only active series is the Results Management Program for Social Inclusion, for which the first of two proposed operations was approved in
mid-2013 (PE-L1129).




Mixed. These countries sometimes rely on PBLs to cover financing needs and some-
times use them to benefit from the Bank’s validation and technical inputs. Examples in
the last decade include Brazil, Colombia, Mexico, El Salvador, Nicaragua, and Panama.

Preventive. Uruguay uses policy-based lending as part of the government’s pre-
cautionary borrowing strategy with MDBs. Since 2008, the country has postponed
disbursements of approved PBLs/PBPs, and has used the proceeds only when fac-
ing large financing needs. This practice was institutionalized with the implemen-
tation of the DDO modality in 2012.

The analysis indicates that the predominant role of PBLs appears to be to provide budget
support in time of need. This is especially the case in small economies, which tend to be
more vulnerable to external economic shocks and for which IDB financing can be decisive
to weather a storm. Many other countries use PBLs both for liquidity purposes and to
benefit from Bank’s technical inputs and legitimization. Only a couple of countries pre-
dominantly use PBLs to legitimize policy reform processes and to benefit from high-level
technical discussions. Box IV.1 discusses these rationales for PBL use.

PBLs are designed and disbursed much faster than investment loans. Since 1997 the elapsed
time between the start date in the pipeline and approval date has averaged about 12 months
for PBLs compared to 18 months for investment loans; and an average PBL (considering
both the multi-tranche and programmatic modalities) has disbursed half of its proceeds
within two months after approval, compared to less than 2% for investment loans (Figure
IV.3). Since the introduction of the PBP modality, the disbursement pace has increased fur-
ther: proceeds are usually disbursed in one shot, resembling the behavior of emergency op-
erations (Box 4, Annex I). According to OVE’s sample analysis and interviews, this reflects
the fact that for most PBLs, borrowers tend to comply with conditions before Board approv-
al. The quick-disbursing nature of PBLs explains why undisbursed balances as a share of
approvals are substantially smaller for PBLs than for investment loans (Figure 9, Annex I).
OVE also found that there has been an increasing tendency to disburse PBLs at the end of
IDBs fiscal year: 54% of total PBL disbursements since 2005 have occurred in December.

Consistent with the shorter length of their project cycle, PBLs are significantly cheaper to
prepare and implement, than investment loans (Table 5, Annex I).® The average prepa-
ration cost per million dollars approved is roughly $1,400 for PBLs, compared to about
$2,600 for investment loans. In the execution stage, those figures are roughly $500 for
PBLs and $3,300 for of investment loans.>® The differences are statistically significant.
The analysis also reveals that execution costs tend to be larger than preparation costs for
investment loans, while the opposite holds for PBLs: the dialogue process and analytical
work make preparation by far the most intensive stage of the PBL project cycle.

19  This includes all loans approved since 2005 for which both preparation and execution cost data are available. Loans approved
before 2005 are excluded from the exercise because of low data reliability.

20 When parallel TCs that were used as operational inputs are added to PBL preparation costs, the unit cost difference between
instruments diminishes but still persists (the average preparation cost of those TCs is $13,600).



Disbursements by instrument, 1997-2014
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The cost of designing a PBP series is front-loaded, suggesting—from the Bank’s perspec-
tive—efficiency gains in continuing the series. Preparing the first loan of a series is more
expensive than preparing subsequent operations: most of the diagnostics work is done
before the start of the series, and second and third loans do not require compliance with
some of the project cycle milestones (identification missions, Project Profile preparation,
etc.). Preparation costs are not directly correlated with PBL size, which indicates that
transaction costs per dollar approved are larger for smaller loans.

Income generation

A consequence of PBLs’ faster disbursement rate is that they generate more income per
dollar approved than investment loans. The Bank’s lending rates, credit commission, and
supervision and inspection fees are similar for both investment loans and PBLs. For 2014
and 2015, for instance, the Board of Directors approved a lending spread of 85 bps (which
is added to the Bank’s cost of funds to determine the lending rate) and a credit commission
of 25 bps (which applies to undisbursed balances of both types of loans). The Board also
decided not to charge supervision and inspection fees. The rate of return on undisbursed
balances of PBLs and investment loans can be estimated as the sum of the average return
on the Bank’s liquid investments plus the credit commission of 25 bps, while outstanding
balances for both types of loans receive a higher return equivalent to the Bank’s lending
rate (which includes the lending spread of 85 bps). Based on these considerations, and
given that PBLs disburse faster than investment loans, calculations done by OVE suggest
that in 2014 the average rate of return on PBLs was about 2.2%, compared with 1.75% for
investment loans.”

21 These estimates were obtained by calculating, for both types of loans, weighted averages of the average lending rate of 2.33%
included in the Bank’s 2014 Information Statement and of an average rate of return on undisbursed balances of 0.72% (equivalent
to the sum of the return on liquid investments of 0.47% included in the Information Statement plus the 0.25% credit fee). The
weights used reflect the shares corresponding to average outstanding balances and undisbursed balances in 2014.
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PBLs represent the Bank’s second-highest income-generating asset after SG investment
loans. In 2014, the Bank’s total loan income—loan interest and loan charges—accounted
for 94% of its total gross core operating income. Loan interest income represents the larg-
est proportion (89%) of the Bank’s gross core operating income. The share of PBLs in total
loan income, and in particular in total interest income, has been slightly larger than their
share in the Bank’s total OC outstanding loan portfolio: PBLs accounted for about 26.5%
of total loan income in 2014, and for 28% of total interest income, compared with a PBL
participation of 26% in the Bank’s total OC outstanding loan balances in that year.

The distribution of Bank lending between PBLs and investment loans affects the Bank’s
capital adequacy ratio. Some important factors affecting the Bank’s capitalization ratio are
the credit ratings of borrowing member countries and the concentration of the IDB’s lend-
ing portfolio. As of December 2014, the credit quality of the PBL portfolio, as reflected by
the ratings of borrowing member countries, was better than that of the investment loan
portfolio. The relative exposure to borrowers at investment grade and at the BB+ to BB- and
B+ to B- categories was higher for PBLs, while the exposure to sovereign borrowers rated
CCC+ to CCC- was significantly lower (7% for PBLs against 20.3% for investment loans).
Thus, based on quality, the PBL portfolio requires relatively less backing capital than the
investment portfolio. Given that the two portfolios differ in terms of country composition,
any future change in the credit ratings of specific borrowing members would affect the
additional/lower capital required to back up each portfolio in different proportions. At
the same time, regarding the concentration of outstanding loan balances, the largest five
countries accounted for 60% of the total PBL exposure as of end-2014. Even though this
level of concentration looks high, it was significantly lower than that of investment loans,
for which the largest five borrowers account for 76% of the exposure. This is relevant given
that the new S&P’s methodology for capital adequacy places more emphasis on portfolio
concentration.?

IDB’s Long-Term Financial Projections of the Ordinary Capital for 2016 provides addi-
tional information on the relationship between SG lending capacity and PBL amounts.
The exercise performed by FIN analyzes the effect of increasing the level of PBLs by a
fixed amount on SG total lending capacity (loan approvals). The results show that, not-
withstanding that PBLs are disbursed faster than investment loans, increasing the lev-
el of PBLs by a fixed amount results in a higher Bank’s total lending envelope over the
long-run. This is mainly the case because a positive IAMC is required to be eligible for
PBLs. Specifically, since countries without a positive IAMC tend to have lower than av-
erage credit ratings, increasing the level of PBLs by a fixed amount means less lending to
borrowers that would require more capital but are not eligible for PBLs, which allows for
an expansion in the aggregate SG approval amount.

22 Standard & Poor’s (S&P) has developed a methodology that calculates specific capitalization ratios (the so-called Risk Adjusted
Capital Ratios) to determine the credit rating of an institution, giving greater emphasis to portfolio concentration. Against this
backdrop, in late October 2014 the Bank’s Board of Governors adopted a new Capital Adequacy Policy that reconfirmed the need
to preserve the Bank’s triple-A rating and to build up a capital buffer for the Bank to be able to assume the financial risks present

in its operations while preserving its countercyclical lending capacity



METHODOLOGY

This section examines the main design and implementation characteristics of the instru-
ment, and considers how they have evolved over time. The Methodological Annex (Annex
IT) shows the specific questions that guided the analysis and provides further information
on the methodology used. OVE’s methodology mostly relies on three approaches.

OVE drew a stratified random sample of 40 programs. The sample, drawn
from the population of policy-based programs approved between 2005 and mid-
2015 in four thematic areas (PSEM, social sectors, financial sector, and energy),
encompasses 70 multi-tranche and programmatic loans in 18 countries (Table 11,
Annex I). This sample amounts to 49% of the programs approved in those four ar-
eas, and 34% of programs approved in all areas, during that period.® Drawing on
the sample and a PBL Assessment Template developed for this evaluation, OVE es-
tablished a PBL database that formed the basis for the design and implementation
data analysis.

(such as completion rates), OVE focused on the universe of 82 PBP programs ap-

I To gain an understanding of the implementation of programmatic series
proved between 2005 and 2014 (equivalent to 144 programmatic PBLs).

Finally, recent OVE Country Program Evaluations and sector and thematic
evaluations, as well as interviews with IDB managers, project team leaders, for-
mer IDB staff, and country stakeholders, served as inputs to the analysis.
The IDB operational guidelines provide little guidance on what qualifies as a policy or
institutional reform, and thus as appropriate policy conditionality. IDB guidelines (CS-

23  Six PBP series included in the sample were truncated, and six are still too young for their ultimate status to be determined (i.e.,
the last disbursement of the most recent loan in a series occurred less than 36 months ago). Taking all approved and proposed
loans, the sample encompasses 1285 disbursement conditions.




3633-1) state that disbursement conditions (and indicative triggers for programmatic se-
ries) should be critical (reflect a set of measures that are essential for the achievement of
expected results), parsimonious (the minimum required for success), and realistic (the
undertakings are within the borrower’s ability to carry out, given constraints). They also
note that conditions and triggers should reflect output indicators (processes completed,
actions taken, institutions modified, policies adopted) or, in some instances, immediate
outcomes. However, the guidelines do not discuss good practices or provide examples to
guide the design of policy matrices. By contrast, the World Bank’s Good Practice Note for
Development Policy Lending (2011) presents a more detailed discussion of good practices
for the design of policy matrices, including several lists of do’s and don’ts and quite a few
examples (and explanations) of good and bad policy conditions.

Overall, the Bank’s definition of policy conditions entails two corollaries: conditions de-
pend on the country context and the sector characteristics, and they need to be critical to
achieving the expected results.>* Since 2014, OVE has been piloting an approach, similar
to that of other international financial institutions’ independent evaluation offices, that
tries to capture precisely the depth of policy conditions—that is, the extent to which con-
ditions have sufficient depth to trigger long-lasting policy or institutional changes. The
analysis classified conditions in three categories:

Low: Conditions that would not, by themselves, bring about any meaningful
changes. Low-depth conditions are usually process-oriented and often involve the
preparation of action plans or strategies and the announcement of intentions.

Medium: Conditions that can have immediate (but not lasting) impact are usually
considered to be of medium depth. This category includes conditions calling for
one-off measures that can be expected to have an immediate and possibly signifi-
cant effect, but that would need to be followed by other measures for this effect to
be lasting. Submission of draft legislation to Congress, reaching a target (bench-
marks), and organizational changes are usually considered to be of medium depth.

High: Conditions that could, by themselves, trigger long-lasting changes in the
institutional or policy environment are considered to be of high depth. Some of the
conditions in this category entail legislative changes; but in some cases, govern-
ment decrees or lower-level actions that complete a reform process can be critical
for a program. High-depth conditions also include measures that require that cer-
tain fiduciary measures be taken on regularly or permanently, even when legisla-
tion is not needed.

One goal of this evaluation exercise has been to fine-tune OVE’s approach to PBL analysis
and evaluation to address some of the limitations of the approach as used in the past. One
limitation has been the static nature of the analysis, which may miss issues of sequencing
and progression in a PBL-supported reform program. A second has been the difficulty of
capturing the nuances of local context—including how far a country has come and how
difficult reforms may be in practice—and the Bank’s adaptability to those contexts. Final-

24 In this regard, according to a recent World Bank policy research working paper, having weaker disbursement conditions in
PBLs hampers the performance of the loans in achieving the intended outcomes (2015, WPS7181).



ly, given the focus on design, the approach has not generally considered the link between
content and program completion. To address these gaps, OVE expanded the approach in
this review to include the analysis of both static and dynamic aspects of conditionality,
and to assess PBL implementation features. For this technical note, OVE developed an
approach that builds on three evaluative dimensions summarized in Table V.1 (see Annex
II for further details). OVE also took into account the nature of the conditions (that is,
whether policy conditions are mostly related to a policy/regulatory reform, or to an orga-
nizational change) and the party or entity responsible for compliance with the condition,
according to the loan’s means of verification.

OVE’s approach to PBL design features

Dimensions Description

Depth The extent to which policy conditions are sufficiently critical to trigger, by themselves,
an institutional or policy change. Policy conditions that are too process-oriented or
easily reversible, or that only indicate intentions, have low depth; conditions that can
have immediate (but not lasting) impact are usually considered of medium depth; and
conditions that could, by themselves, trigger long-lasting changes in the institutional
or policy environment are considered of high depth. The depth dimension includes a
progression analysis, which assesses the extent to which policy conditions increase in
depth as the reform program advances.

OVE based most of the depth analysis on two indicators:

(i) Share of conditions in each depth category: This indicator calculates
the proportion of high-, medium-, and low-depth conditions per loan and
per program.

(ii) Depth index: This indicator assigns a different numeric value to each
depth category. Low-depth conditions are assigned a value of 0.25, me-
dium-depth conditions a value of 1; and high-depth conditions a value of 2.
Based on these values, OVE then calculated a depth index per loan (that is,
the total sum of values at the loan level) and a depth index per program (that
is, the total sum of values of all the loans that made up a program).

Sequencing The extent to which the policy conditions included in each tranche of a multi-tranche
PBL, or in each loan of a PBP series, follow a logical sequence over time by supporting
different stages of the reform process cycle: formulation or design, adoption or appro-
val, implementation, monitoring and evaluation.

Vertical logic The coherence between conditions and the reform program’s objective and results
indicators.

Source: OVE. For further details, please see Annex II-Methodological Annex.

OVE’s approach focuses on the strength of the substantive content of the reform program,
not on IDB’s additionality. It is important to note that this methodology does not attempt
to measure the Bank’s technical additionality in the reform program or the extent to which
the impetus for reforms can be traced to Bank action. In fact, since in many cases the Bank
rewards measures already undertaken by borrowing countries (as OVE has repeated-
ly found in its CPEs), the approach cannot capture what would have happened without
Bank support. As Box II.1 noted, there are valid differences of views in the development
community on whether MDB lending should seek to be a direct catalyst for reform or can
be justified as a recognition and reward for reforms already undertaken.




In addition, OVE’s approach does not seek to measure the outcomes of PBLs. This aspect
is covered by other evaluation activities and methodologies (and in any case is beyond the
scope of this technical note).

One aspect of PBL implementation is whether a programmatic series is fully completed
or truncated. When a programmatic series is initiated, there is an expectation that the
Bank will accompany a given reform program for the medium term. Thus loans generally
mention the time that is expected to elapse between operations in a series, providing an
estimate for the timespan of Bank support to the reform program. However, because PBPs
are composed of several independently approved loans, there is room to adapt to evolv-
ing country circumstances. A corollary of this is that Bank guidelines do not envisage a
closing date for PBP series, nor do they provide instructions on how to determine when
a series has been interrupted. The new PCR guidelines of late 2014 partly fill this gap (see
para. 5.28). Building on the definition set out by the Office of Strategic Planning and De-
velopment Effectiveness (SPD), OVE considers that a PBP series has been interrupted,
or “truncated” if one of the following situations occurs: (a) the government formally re-
quests the discontinuation of at least one operation of the series; (b) there is no loan in the
pipeline 24 months after the last disbursement date of the most recent operation; or (c) a
pending loan in the series has remained in the pipeline for more than 36 months after the
last disbursement date of the most recent operation.

PBL DESIGN FEATURES

Evolution of policy conditionality at the IDB

Over time, the number of conditions at the program level has increased. In the early 1990s,
the average number of conditions per loan was roughly 50, and that figure fell by half be-
tween the mid-1990s and 2004. Concomitantly with the OECD Paris Declaration in 2005,
the introduction of the programmatic modality further streamlined conditionality at the
loan level (Figure V.1).» However, at the program level, the average number of conditions
has increased since 2005, offsetting the streamlining gained at the loan level. There are no
significant differences in the number of conditions across thematic areas or regions.

25  For multi-tranche PBLs, the average number of conditions per loan has increased from 23 to 32.
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Source: OVE. The graph shows the average number of conditions per multi-tranche PBL for 1990-2004, and per PBP from 2005
onwards, both at the loan and the program levels (as originally expected). Figures at the program level are based on the PBP
program’s initial year.

Characteristics of policy conditions

The large majority of conditions involve policy or regulatory measures, while a small pro-
portion refer to organizational changes involving public agencies. OVE found that almost
8 in 10 conditions in the sample support policy reform conditions, ranging from design of
a new payment scheme for a social program to the approval of fiscal responsibility legisla-
tion. The rest promote changes in the structure, responsibility chain, and/or institutional
capacity of public agencies, such as the creation of a public health unit in the Ministry of
Health and the formulation of a new Functions and Organizational Rules Code that defines
the structure and processes of a public agency.

Sequencing of PBL conditions has followed the stages of reform cycles, though the mon-
itoring and evaluation (M&E) stage is seldom included. OVE classified the conditions in
each of the 70 loans in the sample according to the milestones in a policy reform cycle (for-
mulation, adoption, implementation, M&E) that they supported. For both PBLs and PBPs,
conditions in the first tranche or loan tend to focus on earlier stages of a policy reform pro-
cess, while a larger proportion of conditions in subsequent tranches or loans tend to focus
on implementation (Figure V.2). This indicates that on balance the Bank supports a reform
process from an early stage, staying through later stages. For instance, the first operation
in Bolivia’s Fiscal Policy and Decentralization Support Program (BO-L1061) supported the
formulation and approval of the decentralization legislation, and the following loan (BO-
L1062) followed up on its implementation. Despite this sequencing, only 5.6% of the condi-
tionality reviewed included provisions linked to the last stage of a reform process—M&E.
Programs in the social sector are more prone to include M&E conditions (9.23% of the con-
ditions), especially when compared to those in the financial sector (0.8% of conditions).
Programs initiated after 2010 appear to have increased their attention to M&E, although
the trend is still unclear.
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Most conditions have low and medium depth; they help set stepping-stones for policy re-
form but are not, by themselves, expected to secure lasting changes. Almost a third of con-
ditions in both multi-tranche PBLs and PBPs in the sample have low depth, calling for basic
one-off measures or simply expressing intentions. Examples of low-depth conditions taken
from the sample include the following: “Ministry of Education commits to perform an inde-
pendent operational audit of the feeding subsidy”; “[Preparation of the] terms of reference
for the design of a methodology for analyzing outcomes for the National Investment Plan”;
and “Actions scheduled to work toward integrating [one public agency] and [another public
agency].” Considering Bank guidelines, it is questionable whether this group of conditions
should actually constitute policy conditions; after all, they are not “essential for the achieve-
ment of expected results” (CS-3633-1). Only 15% of the conditions in the sample have high
depth—for example: “Dispositions that mandate fiscal responsibility and the operation of
a Central Treasury Management System incorporated into the FAA Act”; “Elimination of
government budget support for at least one state-controlled enterprise”; “the School Feed-
ing Program uses [the CCT program] registration as the targeting mechanism to allocate
individual feeding subsidies to schools”; and “A Consolidated Cash Transfer Program has
been designed and approved by the Ministry of Social Development.” It is notable that there
are no major differences in the depth level of conditions in multi-tranche PBLs and PBPs.

Policy conditions and Depth and loan
stage in the policymaking cycle - order - PBP series

PBP series

[ Formulation [ Implementation M Low B Medium High
Adoption / Approval Evaluation
I 18%
39%
50%

39% 29%

First loan Second loan Third loan First loan Second loan Third loan

Conditions become more critical as the reform process advances. In the PBP series, it is
clear that as the program advances, depth increases: 43% of conditions in the first loans
tend to be of low depth, while the proportion decreases to 30% and 16% in the second and
third loans, respectively (Figure V.3). According to OVE’s analysis, the reviewed condition-




ality was generally relevant to the programs’ objective, although it was probably insuffi-
cient to attain the expected outcomes.

The complementarity of IDB programs with other MDBs’ work and with other IDB instru-
ments is not correlated with programs’ depth. OVE’s analysis took into account whether
other financial institutions were supporting the same reform program or reform area con-
comitantly with IDB’s support. In particular, using the loan documents, we tried to capture
whether the World Bank or another MDB had an active investment loan or PBL at the same
time as IDB’s PBL. We found that the average depth of IDB PBLs was the same regardless
of their complementarity with other institutions’ portfolios. Similarly, we also found that
the presence of parallel TCs and investment loans is not correlated with programs’ depth.

More conditions do not necessarily mean greater program depth; this suggests that the
Bank could be more parsimonious in the selection of policy conditions. The sample results
indicate that programs with larger numbers of conditions tend to have a greater share of
conditions of low depth. Even though in some cases those conditions set the stepping-stones
of a policy reform, in other cases there could be efficiency gains by concentrating efforts in
fewer, more focused conditions and streamlining those that are the most necessary mea-
sures to achieve expected results.

Countries that are advanced in the pursuit of a reform process at the outset of the program
tend to have more critical PBLs (Table 12, Annex I). Cases in point are Suriname’s and Nic-
aragua’s energy PBPs. Suriname was only modestly advanced in the reform area in 2012
when the Bank approved a series to help the country develop a framework for the energy
sector (SU-L1022, SU-L1035). Most of the conditions consisted of one-off measures to help
set building blocks, such as the preparation of diagnostic assessments and draft guidelines
for future legal frameworks. In contrast, Nicaragua’s PBP (NI-L1074 and NI-L1089) came
to support a reform process that was already advanced and in which the country had ex-
perience. With almost the same number of conditions as Suriname’s, Nicaragua’s PBP pre-
sented a higher depth level, with conditions that included devising and implementing a
new energy tariff structure. Exceptions to this finding, though, are the series approved in
CSC countries: even though all the reform programs were approved in areas in which the
countries were already advanced and had experience, the average depth was the lowest
among the regions.

The depth level of reform programs varies across and within countries; in general, pro-
grams in the financial sector and energy tend to have higher depth. When analyzing dif-
ferences in depth level, sharp differences across countries within regions stand out. For
example, about 22% of the conditions in Peru have high depth, compared to 9% in Colombia
programs and less than 5% in Bolivia programs. Moreover, there are substantial differenc-
es across programs within countries. Taking Peru as case in point, fewer than 8% of the
conditions in the Social Sector Reform Program had high depth, compared to almost 30%
in the energy program. The most consistent differences appear to be at the thematic level:
almost a quarter of the conditions in PBLs and PBPs in the financial and energy sectors
included in the sample are of high depth, compared to slightly above a tenth in the social
and PSEM clusters.>

26 Moreover, 60% and 28% of the conditions in the programs in the social cluster are of medium and low depth, respectively, com-
pared to 53% (medium depth) and 36% (low depth) in the PSEM cluster. For further details, please see Table 11 in Annex I.



Reforms supported at times of crisis were slightly deeper than those supported outside cri-
sis periods. OVE examined whether PBL programs initiated in times of crisis (which tend
to provide countercyclical funding) support more ambitious reforms than programs started
in less adverse economic times. Comparing the depth of the reform programs that were ini-
tiated during the international financial crisis (that is, programs for which the first loan was
approved during 2008, 2009, or 2010) with those initiated either before or after, OVE found
that on average, programs initiated in times of crisis have slightly higher depth (Table 13, An-
nex I). This finding could suggest that moments of distress provide a window of opportunity
for policy change; however, the fact that Bank policy-based lending often rewards reforms
already undertaken, as discussed below, complicates the interpretation of that finding.

There is no correlation between loan size and number of policy conditions or between
loan size and depth of the supported reform program. OVE reviewed the policy matrices
of the entire population of PBLs approved since 1990 and found that loan size (in absolute
and in per capita terms) and number of policy conditions are not related (Figure V.4). A
corollary of this is that the “price” per condition is case-specific and does not correlate
with predominant type of PBL use (i.e., mostly as budget support, mostly as seal of ap-
proval, etc.), thematic area, region, or even country. Loans to Mexico and Peru provide a
good illustration. The first loan of the Program to Strengthen the Public Finance in Mexico
(ME-L1144) was approved in 2014 for $800 million and had 15 policy conditions, while
the second loan of the Water Resources Reform Program in Peru (PE-L1040) approved
in 2009, had roughly the same number of policy conditions but was worth $10 million. In
general, these differences do not appear to be driven by the depth of the conditions: based
on the sample analysis, OVE found no correlation between loan size and how ambitious
the reform program was (Figure V.5). Overall, these findings are consistent with Bank’s
policy-based guidelines that clarify that “the size of the loan is not necessarily related to
the cost of the policy reforms/institutional changes supported by the PBL, but rather de-
velopment financing requirements” (CS-3633-1, para. 2.2).
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PBL IMPLEMENTATION FEATURES

Completion of PBP series

About a third of the PBP series approved since 2005 have been truncated; truncation di-
lutes the overall depth of the policy reform as supported by the Bank. Of the 82 series ap-
proved between 2005 and 2014, 33 were completed, 26 were truncated, and 23 are still active
(i.e., it is too early to determine their status) (Figure V.6 and Table V.2). Based on these num-
bers, the PBP truncation rate (the number of truncated series over the sum of completed
and truncated series) is 44%, and it tends to be higher in series with three planned opera-
tions than in series with two planned operations (47% vs. 40%, respectively). Colombia and
Panama provide examples. In Colombia, the Bank approved six PBP series between 2009
and 2013, but four of them were interrupted. For instance, the labor markets series initiated
in 2012 had originally been designed as a three-loan program, but before the approval of the
second loan, a decision was made not to continue with the third operation and to increase
the approval amount of the second loan from $100 to $400 million (RE-477). In Panama,
the Bank approved four PBP series between 2009 and 2013, but three of them were inter-
rupted midway through and new PBP series supporting different reform areas were initi-
ated, resulting in shifts in the policy focus of the Bank’s PBL support every 12-18 months
(RE-475). Since medium- and high-depth conditions tend to be concentrated in the sec-
ond and third loans of a series, the truncation of PBP series impairs the programs’ depth.

PBP series status, 2005-2014

Source: OVE based on 82 PBP series




PBP series status, by series size, 2005-2014

o .
NO of operations N© of series
planned
Completed Interrupted Too Soon to Tell*  Total
2 15 10 9 a4
3 1 15 14 46
4 1 1 ° N
Total 33 26 3 8
Source: OVE

Note: *Last distribution date of most recent loan occurred less than 36 months ago.

However, the depth of policy conditions does not seem to be the driving reason for trun-
cation. The evidence from OVE’s sample analysis indicates that there are no significant
differences in the depth levels between planned loans (and programs) that were ultimately
truncated, and fully executed loans (programs). Instead, the reasons for PBP interruption
are generally associated with changes in countries’ financing requirements or government
priorities. In this regard, considering the Executive Branch’s term length in each of the
IDB borrowing countries and changes in political parties following elections, OVE found
that 42% of all PBP series approved since 2005 started when less than 24 months remained
before the next elections (and almost 20% within 12 months before the next election). As
expected, truncation was higher when there was a change in government following the
elections.” This finding suggests that there might be room to improve the time alignment
between the Bank’s support to a reform program and the country’s political cycle.

The truncation of a PBP series does not necessarily mean that the country’s reform efforts
are being truncated; however, the pace of the reform seems to slow. Evidence from recent
Country Program Evaluations indicates that the truncation of a PBP series may not imply
a truncation of the reform process. The PBP on Sustainable Energy for Trinidad and To-
bago is illustrative: of the three proposed operations, only one was approved, but several
of the indicative commitments in the truncated operations were still implemented down
the road. The fact that countries may continue with reform processes without the Bank
program may call into question the Bank’s capacity and incentives to realistically assess—
with borrowing countries—the likely pace of reform processes.

As a reflection of the different uses of the instrument, the truncation rate has varied sub-
stantially by cohort, division, and country; still, as a general trend, the richer the country,
the greater the likelihood of series truncation. Considering the year in which the first loan
of the PBP series was approved, the truncation rate has been volatile over time (Table 14,
Annex I). The truncation rate was lowest for the 2008 cohort, and it increased thereafter,

27 Roughly six of every 10 truncated series occurred when there was a change in government.




peaking for the 2011 cohort.® These differences might reflect the countercyclical use of
PBLs discussed in Chapter IV: from the country’s perspective, shutting down the option
of quick access to liquid resources is riskier in times of crisis (2008 cohort) than in times of
economic expansion (2011 cohort). The truncation rate varies substantially by beneficiary
country (Table 15, Annex I), with Peru and Colombia representing opposite approaches.
Even though both countries relied heavily on PBPs in the last decade, none of the 11 se-
ries approved for Peru has been truncated, compared to 6 of the 10 series in Colombia.
Although the small number of observations hinders the robustness of the statistical anal-
ysis, OVE found that there is a positive and strong link between GDP per capita and trun-
cation rates (Table 16, Annex I). In fact, one of every two series in high- and upper-mid-
dle-income countries tends to be interrupted, compared to fewer than 3 out of 10 series
in low- and lower-middle-income countries. Among those divisions that have approved
at least 9 PBP series since 2005, Fiscal and Municipal Management Division and Social
Protection and Health have the lowest truncation rates (Table 17, Annex I).

Technical assistance accompanying the reform process is linked to a reduced likelihood of
truncating PBP series (but, as mentioned earlier, appears unrelated to programs’ depth).
OVE studied the correlation between parallel TCs and completion of PBP series for the 82
PBP series approved since 2005. The evidence suggests that there is a significant and pos-
itive relationship between series completion and both total amount approved in technical
assistance and number of TCs supporting a series (Table 18, Annex I). This might be due to
the fact that TCs set up “easy” compliance with conditions. As mentioned earlier, having
parallel TCs does not affect programs’ depth.

Multi-tranche PBLs were rarely truncated, but the use of waivers was a common prac-
tice. Under the traditional multi-tranche PBL, countries tended to request waivers if they
were unable to comply with the disbursement triggers. A previous OVE evaluation (RE-
300) found that the number of waivers rose steadily from 1992 to 2000, peaking at times
of crisis. For example, whereas the number of waivers as a share of total conditions was
around 8% between 1993 and 1995, it peaked at roughly 52% around the Asian crisis in
the late 1990s. Waivers tend to occur in the second tranche; a low waiver rate for the first
tranche reflected the fact that for most PBLs the tranche release and the Board approval
dates were the same.

PBPs rarely resort to waivers; instead, actual policy conditions frequently diverge from
the original indicative triggers, and as the PBP program advances, more adjustments are
introduced to policy matrices. As was mentioned earlier, as the Bank’s counterparts be-
came more sophisticated and gained better access to capital markets, the country owner-
ship of conditionality grew and PBLs became more flexible. As a result, countries rarely
request waivers and disbursement triggers are adjusted as the reform program advances.
OVE compared the actual policy conditions in second and third loans in the 28 PBP series
in the sample to the (most up-to-date) indicative triggers and found that about half the
triggers changed during implementation, reflecting the flexibility of the PBP instrument
(Table V.3).» In terms of policy and institutional depth, for about 14% of the triggers in the
second loans, and 19% in the third loan, the depth is reduced when the loan is approved.

28  Since many of the series initiated in the last three years are still active, it is not possible to analyze more recent trends.
29  Second loan conditions were compared to the disbursement triggers defined under the first loan of the series, while third loan
conditions were compared to the disbursement triggers defined under the second loan.
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Conversely, the depth of disbursement triggers is seldom increased. The exercise also
shows that a large share of conditions is added.

Changes between disbursement triggers and policy conditions

Loan 2 Loan 3
Condition unchanged 54.5% 33.6%
Condition changed but same depth 13.2% 21.2%
Condition added 12.9% 21.2%
Depth decreased 14.1% 18.6%
Depth increased 5.7% 5.3%
Number of policy conditions 335 120

Source: OVE, based on a sample of 28 PBP series.

Line ministries and the finance ministry are the most frequently responsible for com-
pliance with conditionality; only a few conditions require Congressional approval. OVE
found that around 30% of the conditions in the sample are the responsibility of one or
more line ministries, and a further 30% are usually the responsibility of the Ministry of Fi-
nance. Public enterprises, independent agencies, and the President’s or Prime Minister’s
cabinet are also frequently responsible for condition compliance. The National Congress
is responsible for a small share of conditions (5%); of those conditions, most of the required
legislation was passed before the loan had entered the pipeline (and sometimes between
pipeline and loan approval). This confirms that, as has been mentioned, conditionality
sometimes rewards past achievements rather than helping to trigger future actions.

PBL MONITORING AND EVALUATION

The evaluability performance of PBLs has traditionally been much weaker than that of
investment loans. PBLs’ Development Effectiveness Matrix evaluability scores are typi-
cally lower than those of investment loans. Scores are particularly low in monitoring and
evaluation, perhaps reflecting methodological challenges in estimating PBL impact (Table
19, Annex I). OVE’s in-depth review of 70 PBLs found that program objectives tend to be
poorly linked to meaningful results / outcome indicators, since the results matrices focus
primarily on activities and outputs. This is consistent with the findings of a previous OVE
evaluation (RE-379).

The monitoring of PBLs has also been traditionally weak; however, since 2013 the Bank
has worked to enhance it. Until recently, the 2006 Project Completion Report (PCR) guide-
lines established that a PCR was to be delivered for PBPs once the whole program was
fully disbursed. However, a PCR was usually not prepared for series that were indefinitely
postponed or de facto suspended. Moreover, the rapid-disbursing nature of PBLs means
that many loans are never subject to the six-month project monitoring report (PMR) cycle.
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A corollary of this is that several PBPs had neither PMRs nor PCRs. The PCR guidelines
approved in August 2014 represent a substantial advancement, since they state that PCR
preparation “must be ensured even when the series is interrupted or the next operation in
the series is indefinitely postponed. If a multiphase operation is stopped (...) preparation
of the PCR for all the operations of the series must start no later than twelve (12) months
after the last disbursement date of the most recent operation (whether completed or not),
unless a subsequent phase is under active preparation” (para. 6.14, OP-1242-3). The guide-
lines do not clarify what happens if a loan proposal remains in the pipeline for more than
12 months after the last disbursement of the previous operation.** Another important
change that SPD has recently introduced to PBLs is making mandatory the inclusion of
an economic analysis (such as a cost-benefit analysis).

30 For example, JA-L1033 (the expected third loan of a PBP series) has been in the pipeline for about five years.




From a conceptual viewpoint, PBLs have an important role in supporting policy and in-
stitutional reforms. PBL resources are fungible—as, ultimately, is much of investment
lending. As more LAC countries have gained access to capital markets, IDB has developed
more flexible policy-based lending modalities, which have been attractive to borrowers.
The use of PBLs has varied greatly across LAC countries, though every country has had at
least one PBL since 1990. The share of PBLs in the total SG portfolio shows no significant
relationship with countries’ income levels or institutional strength indicators.

Historically, there has been a twofold motivation for Bank policy-based lending: to provide
borrowing countries with liquidity to help meet their budget and/or balance of payments
financing needs, and to help them advance with policy and institutional reforms. The bal-
ance between these goals varies, and their compatibility cannot be taken for granted. For
example, when a country’s financing needs are great, the policy elements can take second
place. In this regard, OVE found that there is no correlation either between loan size (in
absolute and in per capita terms) and number of policy conditions, or between loan size
and the depth of the reforms that the loan supports. These findings are consistent with the
Bank’s policy-based lending guidelines, which clarify that loan volume is not necessarily
related to the cost of the policy reforms and institutional changes supported by the PBL,
but is determined by the country’s financing requirements.

OVE’s review suggests that despite the heterogeneity in PBL use across countries, the pre-
dominant motivation for using PBLs is that they provide budget support to meet financing
requirements. This is not to suggest that countries do not value the policy dialogue and
technical expertise that come with Bank PBLs; however, the policy elements of PBLs are
usually secondary to the primacy of budget support. While PBLs have played a major fi-
nancing role, their countercyclical role overall has been limited in most countries. Several
factors limit PBLs’ capacity to provide substantial countercyclical support. First, PBLs
cannot be approved or disbursed if borrowers do not have a positive macroeconomic as-
sessment. Second, the total amount of policy-based lending is subject to the 30% aggregate
cap. Third, the impact of IDB’s lending in middle-sized and large countries is necessarily
limited by its small size in relation to their economies.

The various provisions that make up the PBL framework have evolved through the years
but remain somewhat unclear, and that lack of clarity can translate into weak design. For
instance, the Bank’s operational guidelines for policy-based lending offer little guidance on
what qualifies as a policy or institutional reform, and thus on appropriate policy condition-



ality. Moreover, the rationale for the specific ceilings for policy-based lending (overall and
not by country) has lacked analytical and empirical grounding. In addition, it remains un-
clear whether PBLs are meant to leverage reforms (that is, bring about reforms that would
not otherwise take place to the same extent), support reform implementation (for instance,
by providing technical know-how), or reward reforms already undertaken. For example, to
what extent should PBLs piggyback on measures undertaken before the start of the opera-
tion? How old can measures be, yet still qualify as policy conditions in a Bank PBL?

PBP policy matrices contain many low-depth conditions, particularly in the early loans
in a series. Regarding loan content, Bank guidance prescribes that policy conditions be
critical and as few as possible. Yet OVE found that fully one-third of policy conditions
are of low depth, involving basic one-off measures and/or expressions of intent—condi-
tions that can hardly be considered essential for the achievement of expected results, as
expected according to Bank guidelines. Furthermore, the average number of conditions in
policy-based lending programs has risen over the last decade, though more conditions has
not meant greater depth. TCs might be a better instrument to help countries carry out the
basic measures needed to prepare the ground for a reform program, thereby facilitating
greater parsimony in the selection of PBL conditionality.

Program truncation occurs frequently and dilutes the overall depth of PBP programs
(though it does not necessarily truncate the country’s reform process). Of the 82 series
approved between 2005 and 2014, 33 were completed, 26 were truncated, and 23 are still
active (i.e., it is too early to determine their status). Based on these numbers, about a third
of the PBP series approved since 2005 have been truncated, and the truncation rate (the
number of truncated series over the sum of completed and truncated series) is 44%. In
some countries, truncation has been associated with frequent shifts in the policy focus
of Bank PBLs. Since medium- and high-depth conditions tend to be concentrated in the
second and third loans of a series, the truncation of PBP series impairs program depth.
Significantly, OVE found a positive relationship between TC use in parallel to a PBP series
and the likelihood of completion of the series.
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