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Abstract Since 1945 the number of multilateral development banks (MDBs) has
increased at a linear rate, with approximately one new MDB created every three years.
The proliferation of MDBs has resulted in an inefficient duplication of international
institutions with overlapping functions. Further, this trend contradicts our existing
understanding of why states create countervailing international organizations. This
article proposes a novel, two-step theoretical model of institutional change and creation
in an attempt to explain this empirical puzzle. Utilizing the complementarities of
rational-choice and historical institutionalism, the model demonstrates that the rational
actions of states in the past can lead to seemingly irrational institutional change in the
future. This process results in the repetitive creation of countervailing MDBs designed
to solve the same functional problems. To evaluate the model’s hypotheses, three case
studies are undertaken, employing archival material, internal documents, and 48
interviews conducted by the author in London, Washington, D.C. and Manila, Philip-
pines. The empirical results are of direct interest to policy-makers currently negotiating
the structure of new MDBs in Asia and Latin America.

Keywords Institutional design - Historical institutionalism - Regime dynamics -
Economic development - Multilateral development banks

On July 15th, 2014, the leaders of Brazil, Russia, India, China and South Africa
(colloquially termed ‘BRICS’) announced the creation of the New Development Bank
(NDB). The creation of the NDB was widely celebrated as a long-awaited challenge to
what is perceived to be a Western-dominated World Bank. It reflects BRICS nations’
dissatisfaction with their positions within the existing institution, in which they collec-
tively share just 13.2% of total voting power despite accounting for approximately 22%
of world Gross Domestic Product (World Bank 2016a, b). Further, the NDB will
purportedly provide much-needed capital for infrastructure, free from the shackles of
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the World Bank’s infamously slow, bureaucratic and conditional lending process
(Romani et al. 2012). As the editorial board of Chinese state-owned news agency
Xinhua (2014) summarized, “The plans of the emerging-market bloc of BRICS to
establish a development bank ushers in a long-awaited and helpful alternative to the
Western-dominated institutes in global finance.”

The New Development Bank is not, however, so new. In fact, every region
represented by BRICS has a development bank of its own, each of which was created
out of dissatisfaction with the World Bank. The Inter-American Development Bank
(created in 1959), African Development Bank (1963) and Asian Development Bank
(1966) were a direct response to developing nations’ unhappiness with the supply of
loans available from, and their lack of voice within, the existing institution. As John
White (1970: 29) wrote of the regional MDBs in the early 1970s, “[their creation] is
essentially an act of political resistance against the developed countries’ hegemony in
the world economy.” This is a remarkably similar sentiment to the one expressed by
Xinhua over 40 years later. If the original regional MDBs were a reaction to the
Western-dominated World Bank, why would BRICS need to create yet another
countervailing institution?

If we take a closer look at the full landscape of MDBs, the puzzle only deepens.
Since the creation of the World Bank in 1945, the number of MDBs has increased at a
linear rate, with approximately one new bank created every three years (Fig. 1). This
proliferation (and subsequent functional overlap) challenges our understanding of why
states create countervailing institutions and how those institutions subsequently devel-
op over time. Further, it raises a number of practical and normative concerns. First, has
proliferation led to a violation of the ‘additionality’ principle? MDB assistance must be
provided as a necessary addition to, rather than as a replacement of, other sources of
financing (EBRD 2012: 3). Proliferation may, however, lead to unnecessary invest-
ment, crowding out private sector loans. Second, does competition among MDBs lead
to a deregulatory spiral, in which banks are incentivized to lower social, environmental
or transparency standards in order to attract borrowers?' Third, does MDB proliferation
create new issue linkages in negotiations, and how does that affect the balance of power
between lending and borrowing member states?* Despite these concerns, there has not
been a single attempt within political science, economics, sociology or related disci-
plines to explain the underlying trend. This article will attempt to fill this gap, and thus
is guided by the following research question: what explains the proliferation of MDBs?

1 Previous explanations of countervailing creation and MDB dynamics

In an attempt to explain the proliferation of MDBs, this article presents a novel
theoretical model of institutional change and creation. This model builds upon a
number of previous contributions, which can be roughly separated into two groups.
The first group concerns previous work in international relations, political economy and
industrial organization on how and why actors create countervailing institutions.

! On deregulatory spirals, see Genschel and Pliimper (1997).
2 See Mikulaschek (2017) for a review of the relevant literature and an analysis of issue linkages between the
European Union and the United Nations Security Council.
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For classification purposes, I define a MDB as any internationally chartered bank (or fund performing
banking services) with at least three nation-states as stockholders, with the explicit objective of
economic development (but not necessarily poverty reduction).

Fig. 1 Proliferation of MDBs

Second, there is a very small group of studies that examine regional MDBs from an
institutional perspective. This section will review the capacity of existing theories to
address the empirical puzzle of interest and explain why a new theoretical model is
necessary.

1.1 Studies of countervailing institutional creation

The predominant view within international relations is that nation-states create institu-
tions to further their own interests (Abbott and Snidal 1998; Koremenos et al. 2001).
When those institutions fail to sufficiently serve those interests, dissatisfied states will
naturally desire change (Young 1982). Often, however, change is not possible. This
may be because past decisions constrain the negotiating powers of dissatisfied actors in
the present and/or they lack the resources desired by other members, and thus lack
leverage (Pfeffer and Salancik 1978; Pierson 2000, 2004). In such situations, states may
seek to create an alternative, countervailing institution. The theoretical model presented
in this article is directly concerned with the strategic dynamics of this decision.

The contemporary study of countervailing institutional creation can be most accu-
rately traced to Albert Hirschman’s (1972) Exit, Voice and Loyalty. Hirschman’s
insights have in recent years inspired a burgeoning literature on institutional creation
in response to dissatisfaction with the status quo. Jupille et al. (2013) provide the most
comprehensive analytical framework of this process, arguing that dissatisfied actors
with bounded rationality will attempt, in order of necessity, to select a different
institution; change the existing institution; or, as a last resort, creafe an alternative.
Morse and Keohane (2014) introduce a complementary concept of ‘contested multilat-
eralism,” which is defined as situations in which “states and/or non-state actors either
shift their focus from one existing institution to another or create an alternative
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multilateral institution to compete with existing ones” (Ibid: 387). The merits of
‘contested multilateralism’ as an analytical concept have subsequently been discussed
at length in a recent issue of Global Constitutionalism (see de Burca 2016; Follesdal
2016; Keohane and Morse 2016; Kreuder-Sonnen and Zangl 2016; Walker 2016). And,
finally, Urpelainen and Van de Graaf (2014) present a formal model of a bargaining
game between coalitions to explain institutional overlap, with high priority placed on
domestic political pressures as a predictor of countervailing creation.

The model presented here builds on these contributions to address an empirical
phenomenon that existing theories cannot (and did not originally seek to) explain.
Jupille et al. (2013) and Morse and Keohane (2014) outline the conditions under which
they expect dissatisfied actors to create new, countervailing institutions. These ap-
proaches may be sufficient to explain the creation of a single countervailing institution
(e.g., the NDB vis-a-vis the World Bank). But they do not explain why coalitions of
states would continue to create numerous overlapping countervailing institutions over
time (e.g., the ADB and Asian Infrastructure Investment Bank vis-a-vis the World
Bank). This is, however, an empirical puzzle that neither work seeks to address.
Therefore, the model presented here should be interpreted as a complementary exten-
sion of these analytical frameworks rather than as a competitor. Specifically, it contrib-
utes to the existing literature by arguing that the conditions under which countervailing
creation occurs will affect the future development of new institutions and the likelihood
of further proliferation. This argument is consistent with a growing recognition that
rational-choice and historical institutionalism can be fruitfully combined (see
Section 2).

1.2 Studies of regional MDBs

The literature on regional MDBs is sparse. Those empirical studies that do exist tend to
concentrate on the determinants of MDB lending patterns (e.g., Rodrik 1996; Gutner
2002; Prada 2012; Basilio 2014). Scholars have also analyzed MDB internal politics,
compared their governance structures, and studied the formulation of internal coalitions
(respectively: Krasner 1981, 1985; Woods 1999; Lyne et al. 2009). Further, previous
studies have indirectly addressed institutional overlap by analyzing the capacity of
borrowers to ‘forum shop’ between competing development banks (Avalle 2005;
Humphrey and Michaelowa 2013). Diamond (1957) and White (1970) provide early
commentaries on the institutional ‘style’ of MDBs, but published too early to observe
their subsequent proliferation.

In recent years a small group of scholars have assessed regional MDBs from an
institutional perspective. These works are rooted in the widely-held observation that
MDBs are resource-dependent organizations (Pfeffer and Salancik 1978). Most studies
treat sharcholder action as the primary determinant of institutional change. Babb
(2009), for example, provides a thorough descriptive analysis of how the United States
used its position as a major contributing shareholder to influence the policies,
procedures and lending decisions of regional MDBs. Such perspectives ascribe, I
posit, considerable causal power to the agency of actors. Humphrey (2016) offers an
important alternative perspective, finding that the World Bank, IADB and Andean
Development Corporation (CAF) converged toward a single organizational model in
order to maintain access to international bond markets. This article shares certain
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characteristics with deterministic arguments that deny or de-emphasize actor agency. It
implies that international financial markets exert a homogenizing effect on MDBs’
institutional form regardless of other variables such as the composition of shareholders
(Ibid: 94).

The theoretical model presented here places agency at the center of the analysis,
arguing that institutional creation and change are the result of strategic interaction
between (imperfectly) rational actors. Although this approach differs from Humphrey’s
(2016) perspective, the model shares his observation that MDBs must make themselves
sufficiently attractive to private market participants (e.g., bondholders) in order to
access capital markets. It does not, however, conceptualize this requirement as a
structural, homogenizing force with deterministic tendencies. Rather, it is incorporated
into an agency-based model of strategic interaction in an attempt to explain the
phenomenon of interest. In so doing, this article contributes to the theoretical debate
over MDB institutional dynamics. It is, to the author’s knowledge, the first attempt to
construct and empirically evaluate falsifiable hypotheses of institutional creation and
change with respect to regional MDBs. Unlike previous works that have been largely
descriptive, the argument presented here seeks to be explanatory.?

2 Cyclical institutional change and creation

To address the empirical puzzle, I present a novel theory of cyclical institutional change
and creation. The argument focuses on the objectives of nation-state coalitions, con-
sistent with the rational actor model (RAM) of theorizing (Allison and Zelikow 1999:
4). The RAM model treats states as unitary rational actors and seeks to explain how
those states satisfy their preferences given various external conditions (/bid: 4-5). But
the theory also takes into account the capacity of institutions to constrain actors in the
future, producing unintended and unexpected consequences. In so doing, the model is
guided by the complementarity of rational choice and historical institutionalism
(Katznelson and Weingast 2005; Hall 2010). It rejects, however, the structural deter-
minism expounded by some variants of the latter (Peters et al. 2005: 1278). Instead, the
theory places agency at the center of the analysis, thereby infusing historical institu-
tionalism with the micro-foundations necessary for falsifiable hypotheses of institu-
tional change and creation. This section will proceed by discussing, in order: scope
conditions, behavioral assumptions, hypotheses and the strategy for empirical testing.

The intuition of the theory is as follows. Coalitions of states create MDBs because
they are dissatisfied with the institutional status quo. In response to their dissatisfaction,
these states create new MDBs whose distribution and procedure purposefully differ
from that status quo. Doing so, however, is expensive, because MDBs are resource-
dependent institutions. Eventually, coalitions that lack sufficient resources and/or credit
to go it alone will begrudgingly accept the assistance of outside states, ceding partial
control of the organization in the process. They do so because they are loss-averse, and
thus are willing to take significant risks in order to avoid the certain loss of their new

* Fawcett and Downs (1986: 6): “[Explanatory] theories move beyond [relational statements and descriptive
theory] to the prediction of precise [causative] relationships between dimensions or characteristics of a
phenomenon or differences between groups.”
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countervailing MDB. Coalitions are aware that they are taking a risk, but they are
unable to fully anticipate the future consequences of this decision because their
rationality is bounded. Subsequently, the providers of the institution’s capital exert
their leverage over time to force unexpected changes to the institution that directly
contradict the original intensions of the founding coalition. This reversion back to the
status quo model will engender newfound dissatisfaction, leading states to create yet
another countervailing MDB in response. This cyclical pattern of dissatisfaction—
creation—reversion—dissatisfaction—creation drives, I posit, the proliferation of
MDBs.

2.1 Scope condition: Countervailing creation

This model contends to apply to instances of countervailing creation. Countervailing
creation is defined as the creation of a new institution by a coalition of actors that have
distributional and procedural dissatisfaction with the institutional status quo.* Proce-
dural dissatisfaction is defined as dissatisfaction with the features and practices of the
existing institution. This is very similar to what Morse and Keohane (2014: 388) refer
to as dissatisfaction with ‘rules and institutionalized practices.” Distributional dissatis-
faction is defined as dissatisfaction with the distribution of lending dollars in relation to
another group of actors and/or for a particular functional purpose. This type of
dissatisfaction is more specific to ‘pooling’ institutions with authority to distribute
resources to members (Abbott and Snidal 1998: 13). The ‘institutional status quo’
refers to the existing institution(s) designed to address the same functional problem(s).

Scope conditions narrow the universe of cases to which theoretical statements
contend to be applicable. If these conditions are too narrow, they run the risk of
reducing a theory’s falsifiability (Harris 1997: 125). This is not the case here. The
scope condition of countervailing creation merely provides an anchor for the starting
point of the hypotheses. It frames, in other words, the empirical puzzle to be described:
the repetitive creation of countervailing alternatives to solve the same functional
problems. Section 3.1 provides details on this study’s case selection strategy given this
scope condition.

2.2 Behavioral assumptions: Loss aversion and bounded rationality

The model assumes that actors are /oss averse. Loss aversion derives from Prospect
Theory (Kahneman and Tversky 1979: 279), the leading behavioral alternative to
traditional economic models of rational choice. It assumes that actors compare
gains and losses against a status quo reference point. Each has diminishing marginal
returns, but losses diminish at a faster rate than gains (/bid: 279). This implies that
losses hurt more than gains satisfy. Further, Prospect Theory anticipates that loss
aversion will lead actors to take significant risks in order to avoid those losses. This
is particularly true when the loss is perceived as certain rather than probabilistic
(Ibid: 265). In fact, the desire to avoid certain loss is so strong that actors may take
gambles with a probability of even greater loss (Levy 2013: 314). This is due to the

“ This separation is inspired by social psychologists’ distinction between distributional and procedural justice
(Thibaut and Walker 1975; Tajfel 1981; Lind and Tyler 1988; De Cremer and Tyler 2005).
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‘endowment effect:” we strongly dislike losing what we already have (Thaler 1980;
Camerer and Loewenstein 2004).°

The assumption of loss aversion implies that founding coalitions of countervailing
MDBs will take risks to avoid the demise of their new institution by accepting the
capital of outside states. This is risky because outside states will demand institutional
concessions (e.g., voting power or procedural changes) in return for their assistance. By
accepting these concessions, the founding coalition makes a probabilistic gamble in
order to avoid the certain loss of their new MDB. The founding coalition’s aversion to
loss is driven by political considerations. New countervailing MDBs are highly pub-
licized, and often represent an important domestic political victory for each member of
the founding coalition. The AIIB, for example, has been widely interpreted as a symbol
of China’s ambition to supplant the United States’ role in global economic governance
(Wildau and Clover 2015). Further, these institutions are, by definition, expressions of
independence and regional solidarity. Therefore, the loss of a new countervailing MDB
because of financing concerns would be highly embarrassing, and likely carry political
consequences for the founding members’ representatives.

Second, it is assumed that actors have bounded rationality. In other words, actors are
self-interested and behave instrumentally, but cannot know all possible alternatives
(Simon 1997: 291). In game theory terminology, they are unable to envision the various
‘nodes’ of a decision-making tree (Jupille et al. 2013: 7). This uncertainty about the
future leads actors to ‘satisfy’ their preferences, often accepting ‘good enough’ out-
comes that are not Pareto-optimal (Simon 1997: 286). The pertinent implication of this
assumption is that founding coalitions cannot fully anticipate the future consequences
of their decision to accept outside capital in return for institutional concessions. They
are aware that this gamble is risky. But because their rationality is bounded, they cannot
fully anticipate the nature of those risks or their likelihood. In other words, actors will
risk accepting outside investment to preserve the institution at time ¢, but cannot fully
predict the future consequences of this decision in time #;,.

2.3 Hypothesis A: Capital endowment and reversion

The first hypothesis posits that there is a causal relationship between the financial
position of a founding coalition and the likelihood that their new institution will change
over time in direct contrast to their original intensions. Specifically:

Ha: MDBs created by capital poor coalitions will undergo reversion

Reversion is the dependent variable, and is defined as a type of institutional change
in time ¢, (indicating the period after the creation of the institution at time ¢;), in which
the countervailing institution’s distribution of lending and procedures change in direct
opposition to the original intensions of its founding coalition. Reversion is operation-
alized as a dummy variable: a countervailing MDB either undergoes reversion (1) or
does not (0) within the observation period. Reversion specifically refers to changes in
the distribution of loans by sector, the politicization of lending decisions, and loan
conditionality. This list does not exhaust all potential types of institutional change. But

S For experimental evidence of the endowment effect, see Kahneman et al. (1990, 2008).
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it reflects key distributional and procedural issues that inspire dissatisfied coalitions to
create a countervailing alternative to the institutional status quo in the first place (and
thus their reversal is, at first glance, particularly puzzling).

Capital Endowment is the independent variable, and refers to the amount of capital
available to a coalition at time 7 to fund the creation and operation of a new MDB.
This entails both the quantity of capital held by governments and the capacity of those
governments to access credit (in domestic and/or international capital markets). Coali-
tions are coded as either ‘capital poor’ (0) or “capital rich’ (1). In game theoretic terms,
the level of a coalitions’ capital endowment is ‘given’ by nature, and informs their
strategic calculations. This binary division is, of course, a simplification. But in the
cases observed here classification is straightforward (and empirically supported).

2.3.1 Intuition and casual mechanism of Hypothesis A

The intuition of Hypothesis A is as follows. MDBs are resource-dependent institutions
(Diamond 1957; White 1970; Babb 2009; Humphrey 2016). They rely upon their
members’ capital contributions and guarantees to borrow at low interest rates and re-
lend that money for development.® Resource needs are particularly acute during the
founding of a MDB (Babb 2009). If the founding coalition is capital poor, they lack
sufficient capital and/or sovereign credit ratings in order to sufficiently fund the
institution. This shortfall will threaten the survival of the new MDB. In such moments,
the coalition faces a choice: allow the institution to fail or accept the contributions of
outside investors.

Why would capital poor coalitions not fully anticipate this choice?’ There are
multiple possibilities. First, states may originally over-estimate the commitment of
their fellow coalition members to providing financing. Second, states that originally
indicate a commitment to provide a certain level of financing may backtrack. Repre-
sentatives might, for example, face an unexpected level of resistance domestically.
Further, external political or economic events may render the original commitment no
longer tenable. Third, individual states, upon realizing the extent of their initially-
implied commitment, may seek to reduce their burden at a later stage by suggesting
outside partners. These possibilities are linked by the model’s assumption of bounded
rationality. States that embark on countervailing creation cannot see into the future, and
therefore the necessity of pursuing outside financing is not fully anticipated.

Accepting outside investment is risky, because it necessarily entails the cessation of
partial control over the MDB. Outside states will, for example, demand voting power
commensurate with their contributions. Further, they may demand key institutional
changes, including the creation or alteration of voting constituencies; modifications to
organizational rules; and changes to the selection process for executive positions. Thus,
like an ailing start-up contemplating venture capital, the coalition must decide between
control and survival. It is anticipated that loss-averse actors with bounded rationality
will choose the latter. In so doing, the founding coalition undermines their future

© MDBs often have numerous pools of resources (sometimes referred to as ‘soft’ or ‘hard’ windows) that vary
in funding structure. These variations can be important for strategic dynamics within MDBs (see, e.g.,
Humphrey 2016: 101) and will be addressed in the empirical sections below where relevant.

71 am thankful to an anonymous reviewer for bringing attention to this point.
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negotiating position by accepting key institutional concessions in return for outside
capital. Over time, outside investors will exploit these institutional concessions to effect
changes that contradict the founding coalition’s original intensions.® Thus the accep-
tance of capital from outside states is a critical moment in the history of a MDB, in
which the decision of the founding coalition in the present leads to undesirable
reversion in the future by ‘locking in’ their negotiating disadvantage. It is, in other
words, the mechanism by which the independent variable is purported to affect the
dependent variable.

This hypothesized causal mechanism raises an important question: why would the
founding coalition not fully anticipate undesirable reversion in response to their
concessions? There are three key possibilities. First, members of the founding coalition
may anticipate reversion but overestimate their capacity to resist. Second, members of
the founding coalition may underestimate the manner of, and extent to which, outside
investors will seek to exploit their influence. Third, outside investors may purposefully
mask or downplay their intensions to do so in the future. These possibilities, which are
not mutually exclusive, are linked by the model’s behavioral assumptions of loss
aversion and bounded rationality. The argument is not that the founding coalition is
naive. To the contrary, they are aware that accepting institutional concessions in return
for outside capital is a risk. But because they are loss averse, they prefer probabilistic
risk in the future to certain loss in the present. And, because their rationality is
bounded, they cannot fully predict the future consequences of this decision.

2.4 Hypothesis B: Reversion and countervailing creation

Hypothesis B anticipates that reversion will inspire actors to create yet another
countervailing MDB:

Hb: Reversion will lead to countervailing creation

Where Reversion is a binary independent variable, and countervailing creation is the
dependent variable (coded 1 if ‘yes’ and O if ‘no’). The internal consistency of the
model derives from actors’ bounded rationality. Because they were unable to see into
the future, the extent and nature of reversion is not fully anticipated. This leads to
disappointment and frustration, and members of the founding coalition become, once
again, dissatisfied with the institutional status quo.

2.4.1 Intuition and causal mechanism of Hypothesis B

Reversion is a gradual process. Outside states are expected to exploit institutional
concessions slowly over time through a series of individual actions, the cumulative
effect of which is gradual institutional change (Mahoney and Thelen 2010). Consistent
with Jupille et al.’s (2013) framework, dissatisfied founding coalitions are expected to
resist undesirable changes or attempt to introduce favorable changes of their own

& On this possibility in dynamic bargaining games, see Girling et al. (1997) and Silvia (2011).
% I am thankful to two anonymous reviewers for bringing attention to this point, and to one anonymous viewer
in particular for offering one of the possibilities listed in this paragraph.
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before embarking upon the arduous process of creating an alternative. The model
anticipates, however, that the institutional concessions accepted in return for outside
capital in the past will undermine the capacity of the founding coalition to do so in the
future.

In order to systematically theorize (and test) this link in the causal chain, we can
establish the conditions under which we expect resistance to reversion to be more or
less likely.'” Specifically, I anticipate that the capacity of the founding coalition to resist
reversion in time #;, will decline in proportion to the number of institutional conces-
sions (Table 1) accepted in time 7. In other words, each additional institutional
concession accepted in the past further undermines the founding coalition’s negotiating
power in the future. Table 1 outlines five types of institutional concessions and explains
their anticipated strategic impact. I refrain from strictly defining each type of institu-
tional concession, because the specific details (e.g., the proportion of voting power
sacrificed or specific procedural change) are expected to vary by case. In order to test
this proposition, the case studies below will identify the number of institutional
concessions accepted and analyze their future impact.

This article does not seek to systematically theorize the timing of countervailing
creation (i.e., when ‘enough is enough’). It preliminarily anticipates, however, that
‘exogenous shocks’ that exert intense pressure upon the institution will be the catalyst
for the coalition of actors to translate long-standing dissatisfaction into countervailing
creation (consistent with Jupille et al. 2013: 211-12). One potential example is a severe
financial crisis that leads a MDB to divert its resources on short-notice and/or fail to
satisfactorily support member states. The case studies examined below will seek to
evaluate if such exogenous shocks are present in each case.

3 Empirical strategy

To evaluate the theoretical model, this article undertakes a structured-focus comparison
of three cases: the Asian Development Bank (ADB), Inter-American Development
Bank (IADB) and Islamic Development Bank (IsDB). Process tracing will be
employed to validate the intuition and mechanisms underlying the hypothesized co-
variation between the independent and dependent variables, employing a wealth of
original data collected by the author.

3.1 Case selection and observation periods

Arguments that contend complex causal relationships occur over lengthy time periods
face unique challenges of case selection (Bennett and Elman 2006). The argument
presented here contends that the proliferation of MDBs is best explained through a
series of interconnected causal mechanisms occurring over time. Further, the phenom-
enon of interest is characterized by the repetitive creation of countervailing MDBs
designed to focus on specific geographic regions. In light of these factors and the
relatively small number of potential cases, this study requires a purposive (i.e., non-
random), qualitative selection procedure (Gerring 2008: 645).

191 am thankful to an anonymous viewer for bringing attention to this point.
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Table 1 Types of institutional concessions and anticipated strategic impacts

Type of Institutional Anticipated Strategic Impact in 7,
Concession in 7_;

Voting Power The founding coalition will lack sufficient collective voting power to resist
reversion. Conversely, outside states will have sufficient votes to veto
counter-measures proposed by the founding coalition (see Tsebelis 2002).

Voting Thresholds The level of consensus necessary to approve individual projects or changes to
institutional rules will favor outside states. This may, for example, entail
high thresholds for rule changes designed to preserve outside states’
strategic advantages.

Voting Constituencies Placement of the founding members in separate voting constituencies,
sometimes headed by Executive Directors from non-regional states, will
undermine the capacity of the coalition to act in concert.”

Procedural Rules/Corporate ~ Certain procedural rules and/or governance arrangements, such as the process

Governance for loan approval, will be designed in a manner that provides outside states
with opportunities to block projects and/or institutional changes they deem
undesirable.

Executive Positions The process for selecting executive positions will give preference to nationals

of outside states.”

? The nationality of the Executive Director representing voting constituencies usually (but not always) rotates
among members

° The desire to influence this process can also be usefully conceptualized a method by which the principal
(outside state) seeks to controls their agent, the MDB, through control of staffing (see Parizek 2017)

First, it was necessary to eliminate from consideration any MDBs that do not
constitute instances of countervailing creation. One clear example is the London-
based European Bank for Reconstruction and Development (EBRD). The EBRD was
created in 1991 with an explicit goal of helping Central and Eastern European states
transition from communism to market-oriented economies (Culpeper 1997: 32). It was
a donor-driven initiative rather than an attempt to establish a countervailing alternative
to a dissatisfactory institutional status quo. Second, the selected MDBs need to have
been created early enough to observe whether (a) they underwent reversion and (b) this
led to the creation of yet another countervailing MDB by members of the same
coalition. This led naturally to the first set of regional MDBs established in response
to the World Bank: the IADB, African Development Bank (AfDB), ADB and IsDB.
Preliminary research indicates that this group includes three instances of capital poor
founding coalitions (IADB, AfDB, ADB) and one instance of a capital rich founding
coalition (IsDB).

This final set provides the opportunity to employ what Gerring (2008: 650) refers to
as a ‘diverse-case’ method. This method requires the selection of two or more cases
intended to represent the full range of values characterizing the independent and
dependent variables or some particular relationship between the two. In so doing, the
diverse-case method incorporates elements of the ‘most similar’ and ‘most different’
approaches to case selection (/bid: Footnote 3). Here there are two sub-groups of cases
based on capital endowment: capital poor and capital rich. For capital poor coalitions,
the model expects to observe reversion and, subsequently, the creation of yet another
countervailing alternative. For capital rich coalitions, neither reversion nor repetitive
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creation is expected. In order to ensure that the latter sub-group is represented, it is
necessary to select the IsDB. Analogous to the ‘most similar’ method, the IsDB shares
a common dissatisfactory status quo with the IADB, ADB and AfDB (the World Bank)
but differs on the independent variable (capital endowment).

Among the three members of the capital poor sub-group, the ADB and IADB are
selected randomly. Comparing these institutions enjoys certain advantages of the ‘most
different’ approach. The ADB and IADB were created on two different continents with
distinct histories, political dynamics and economic circumstances. They share, howev-
er, the same classification (capital poor) and, therefore, are expected to exhibit similar
patterns despite variation in unobserved factors. By selecting cases that vary on both
the independent and dependent variables, this study can pursue ‘confirming’ rather than
merely ‘exploratory’ evidence (Seawright and Gerring 2008). The observation period
for each case runs from the beginning of the negotiations of each bank’s founding to the
present: ADB (1963-2017); IADB (1948-2017); IsDB (1970-2017).

3.2 Measurement of Hypothesis A

Measuring capital endowment (the independent variable) is methodologically difficult,
but in the cases observed here classification is straightforward.'" The founding coali-
tions of the ADB and IADB emerged from World War II with substantial investment
needs and severely underdeveloped capital markets, and therefore are coded ‘0’ for
capital poor.'? In contrast, members of the Organization of Arab Petroleum Exporting
Countries (OAPEC) founded the IsDB shortly after the nationalization of oil production
in the 1970s. Acquiring control over their oil sources provided OAPEC states with
remarkable wealth, and therefore the founding coalition is coded ‘1’ for capital rich.

Reversion (the dependent variable) is measured using three institutional character-
istics: distribution of loans by sector; politicization of loans; and policies of loan
conditionality. Because the observation period for each bank is lengthy, it is important
to ensure that any aspect of reversion does not occur because of changes in the
preferences of the founding coalition (producing false positives). In order to avoid this,
two conditions are added to reversion. First, reversion must directly contradict the
original intensions of the founding coalition. This requires establishing these intensions
in each case. Second, reversion must be resisted by the founding coalition. Thus, in
order to be coded ‘1’ for reversion, a MDB must undergo changes in each category that
(a) directly contradicts the original intensions of the founding coalition; and (b) are
resisted by that coalition. These requirements provide a number of avenues for
falsifiability.

3.3 Measurement of Hypothesis B

The measurement of reversion (now the independent variable) is provided by its
measurement under Hypothesis A. The dependent variable of countervailing

! Future applications of the model may require a more precise measurement method.

12 On the economic needs of the ADB’s founders, see: Zinkin (1954: 11); Wightman (1963: 101); Abbas
(1956: 124-26); Kirby (1950: 16). On the IADB’s founders, see: Bulmer-Thomas (2014: 383); Prebisch (1950:
5); Pan-American Union (1949: 9).
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creation in time t;, is measured by observing the creation of yet another
countervailing institution by at least a sub-set (three or more members) of the
founding coalition. This new countervailing institution must be inspired by
distributional and procedural dissatisfaction with the reversion of the original
countervailing institution. In response to this dissatisfaction, this new coalition
must establish a new MDB whose distribution and procedures directly contra-
dict that reversion. If reversion does not lead to countervailing creation within
the observation period, Hypothesis B is falsified. If countervailing creation
occurs vis-a-vis a MDB that has not undergone reversion, this, too, is
disconfirming evidence.

3.4 The data

The author conducted 48 interviews at the ADB in Manila, Philippines, the
IADB and World Bank in Washington, D.C., and the EBRD in London, in
addition to various embassies, chambers of commerce and think tanks. Addi-
tional telephone interviews were conducted with individuals at the IsDB, Nordic
Investment Bank and U.S. Treasury Department. Archival documents were
consulted at the World Bank Archives, the Library of the Organization of
American States (Washington, D.C.) and the ADB Archives. The United Na-
tions Economic and Social Commission for Asia and the Pacific (ESCAP) in
Bangkok provided additional archival documents via email, and the ADB
scanned and delivered to the author 37 documents summarizing the Annual
Meetings of the Board of Governors from 1966 to 2003. In addition, quantita-
tive data on lending and voting rights is obtained from the annual reports of
each MDB. The empirical results are summarized below (Table 2).

4 The Asian Development Bank
On October 24th, 2014, a Chinese-led coalition of Asian states agreed to create the

Asian Infrastructure Investment Bank (AIIB). The AIIB, as its name suggests, will
focus on much needed infrastructure financing. An often-cited and corroborated study

Table 2 Summary of empirical results

Bank Capital Accepted  Hypothesis A Hypothesis B
Endowment  Outside ALending by  APoliticization of ~AConditionality Countervailing
Capital Sector Lending Creation
ADB 0 Yes Yes Yes Yes Yes AIIB
IADB 0 Yes Yes Yes Yes Yes B. Sur, CAF
IsDB 1 No No No No No N/A

A refers to reversion. ‘B. Sur’ refers to BancoSur
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by the ADB (2009a) estimates that Asia will require approximately $8 trillion in
infrastructure investment between 2010 and 2020."* The new Bank will also address
its founding coalition’s concern with the slow, bureaucratic loan approval process of
existing institutions, and the burdensome social and environmental conditions attached
to those loans.'* At first glance, the necessity of establishing the AIIB is puzzling.
These states are already members of an institution dedicated to the development of
Asia, one whose commitment to infrastructure was once so strong that it was colloqui-
ally referred to as Asian Dams and Bridges (ADB). And, indeed, the ADB was first
conceived as a countervailing alternative to the World Bank, in which the needs and
policy preferences of Asian countries would be prioritized. This begs the question:
what happened to the ADB, and why is the AIIB necessary?

4.1 Dissatisfaction with the World Bank

By the end of the 1960s, Asian members were dissatisfied with the distribution of the
World Bank’s lending and the procedures of the institution. Regarding distribution,
Asian states were dissatisfied with their relative share of funds. Only one-third of
funding from the World Bank’s original institution, the International Bank for Recon-
struction and Development (IBRD), had gone to Asia from 1945 to 1966, despite that
the region held half the world’s population (Magill 1996: 891). As the ADB’s first
president Takeshi Watanabe (1973: 1) recorded in his memoir, “We felt that the
requirements of Asian development were too large to be met solely by the World
Bank, whose activities in Asia—except in India and Pakistan—were far from
adequate.” Asian members were also dissatisfied with the distribution of the World
Bank’s loans by sector. These states desired financing for agriculture, infrastructure and
agro-industry.’> But on the eve of the ADB’s founding in 1966, only 34.5% of total
World Bank lending dollars went to infrastructure financing. Equally disappointing was
the decline in the World Bank’s agriculture lending (never representing more than 10%
of the Bank’s portfolio from 1953 to 1966), less than a third of which went to the Asian
region.'®

Asian states were also dissatisfied with the procedures (i.e., features and practices) of
the World Bank. From the outset, the U.S. and its European allies dominated the IBRD,
which was headquartered just a stone’s throw away from the White House. By 1966,
the U.S. held approximately 26% voting power in the World Bank, compared to 13.5%
for the whole of Asia (IBRD Annual Report 1966: Appendix C). Further, there is an
informal (but consistently obeyed) rule that the World Bank’s President is always
American. Asian states’ lack of voice within the institution rendered them vulnerable
to the politicization of lending, often driven by the interests of the Bank’s largest
shareholders: the U.S., U.K., and France (Kapur et al. 1997: 102). In 1966, for example,
Nepal desired financing for the construction of an airstrip. But in a personal letter, then-
President George Woods expressed reservations:

13 Also see Andrés et al. (2014).

' Interviews #23, 33, 37, 38, 39.

13 ECAFE (1966: 32-51) lists the public statements of Asian countries urging that the ADB fund much-need
agriculture and infrastructure projects, which were thus far insufficiently financed by the IBRD.

16 Calculated based on data obtained from World Bank Annual Reports, 1953-1966.
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I don’t think it [is] advisable for the Bank to be prominently identified with the
financing of such a project—Ilocated as it would be between the two largest

centers of population in the world [India and China], whose relations are not
friendly (April 22", 1966: World Bank Archives File #1769735).

Nepal’s capacity to contest this decision would have been next to impossible given
its voting power (0.14%) and placement in a voting constituency (IBRD Annual Report
1966). Nepal would later express its frustration during the negotiations of the ADB
(ECAFE 1966: 97): “unless the smaller countries have an effective voice in the
workings of the proposed Bank [its] objectives will possibly not be adequately
fulfilled.” Further, Asian states were dissatisfied with the Bank’s increasingly interven-
tionist approach, including invasive ex post supervision and conditionality concerning
monetary and fiscal policies (Kapur et al. 1997: 78, 80, 81, 87). In 1965, for example,
India begrudgingly adopted an austerity package in return for financing that included
credit controls and import liberalization (Chaudhry et al. 2004: 62). The inability of
these states to change the IBRD left them with only one option: create a countervailing
alternative.

4.2 Countervailing creation: The Asian Development Bank

The original conception of the ADB can be traced to 1963, when the Asian members of
the United Nations Economic Commission for Asia and the Far East (ECAFE)
discussed the creation of a regional Asian bank. These early meetings purposefully
restricted attendance for Asian states: “[it was] the only international conferences
sponsored by ECAFE...with the mandate to exclude ECAFE’s non-Asian members”
(Huang 1975: 27). The ADB was originally conceived to address its founding coali-
tion’s dissatisfaction with the distribution and procedures of the World Bank. Regard-
ing distribution, its founding coalition enshrined as one of its goals: “The financing
especially for those projects...which at present are not financed or not adequately
financed through existing sources or agencies” (ECAFE 1965: 1). Specifically, the
founding coalition emphasized that the ADB should focus on agriculture, infrastructure
and agro-industrial production. Ceylon, China, India, Nepal, Pakistan and the Philip-
pines, for example, directly cited the need for agriculture at a 1964 meeting of ECAFE,
and significant attention was also paid to investments in transportation (ECAFE 1964:
57, 61, 66, 67, 79, 89, 92, 100).

The founding coalition also anticipated that the ADB would adopt features and
practices that directly contradicted the World Bank, thereby addressing their procedural
dissatisfaction. As the Cambodian delegate summarized: “...the doctrine which has
been put forward [by the World Bank] is in contradiction with its practice and concrete
reality... the time of [the ADB’s] establishment must be an occasion to rethink and re-
examine the principles...” (ECAFE 1966: 21)."” Those new principles would include
four key changes. First, voting based on ‘one nation-one vote’ representation in contrast
to the IBRD’s ‘one dollar-one vote’ formula (ECAFE 1964: 21). Second, the Board of
Directors would be at least majority Asian, and small nations opposed grouping

'7 Afghanistan also remarked: “...a bank operated in accordance with the existing policies of IBRD would not
meet the needs of the region.” ECAFE (1964: 43).
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members into constituencies (/bid: 21, 26, 28, 90, 96, 97, 99). Third, members
anticipated that the ADB, unlike the IBRD, would select its President based on merit
rather than on nationality or voting power (Ibid: 23, 25, 26, 31, 99). And, finally, the
ADB’s loans were not to entail invasive political or economic conditions (/bid: 88—89,
99; Yasutomo 1993: 309). The ADB was, in sum, a prime example of countervailing
creation.

4.3 Accepting outside capital

“Initially,” writes the ADB’s first President Takeshi Watanabe in his memoir (1973: 6),
“the view was expressed that the membership should be limited to Asian countries
since this bank was an Asian institution.” And, indeed, the ADB was conceived in the
spirit of Asian independence, anti-colonialism and regional solidarity. There was,
however, one problem: how would it be paid for? Japan would be the first to suggest
that the bank seek outside financing, a “proposition met with considerable resistance”
(Ibid- 7)."® At one point U Nyun, President of ECAFE, threatened to go it alone without
Japan if non-regional members would not agree to the original principles of the bank
(Wilson 1987: 8). As the Ceylonese delegation summarized, “...for historical reasons,
the countries of Asia may be fearful that this Bank, the fruit of their strenuous efforts,
will be dominated by great powers...” (ECAFE 1966: 90).

The theoretical model would anticipate that, despite these fears, loss-averse actors
would rather take risks to preserve the institution than lose the fruit of their strenuous
efforts altogether. And, indeed, the founding coalition succumbed. By the end of the
negotiations non-regional states held approximately 48% voting power, and the United
States became joint-top sharcholder with Japan (ADB 1967). The coalition also
accepted ‘one dollar-one vote’ representation; large voting constituencies; a separate
Executive Director for the U.S.; and an informal rule that the President would always
be Japanese (Orr 1990). Further, they adopted a constitutional provision stating that no
member can have its capital subscription (and thus its voting power) reduced involun-
tarily (ADB 1966: Atrticle 5.2). Finally, any alterations of constituencies require a two-
thirds supermajority vote, rendering changes unlikely (/bid: Article 30, B.ii). Here we
see all five types of the institutional concessions outlined in Table 1: Voting Power;
Voting Thresholds; Voting Constituencies; Procedural Rules/Corporate Governance;
and Executive Positions. And, as the model anticipates, these concessions ‘locked-in’
the negotiating disadvantages of the founding coalition, reducing their capacity to resist
undesirable reversion in the future.

'8 It is unsurprising that Japan, the wealthiest country in the region, was the first to suggest that the founding
coalition seek outside financing. In the course of the negotiations, Japan realized that it would need to provide
a large share of the initial capital. As White (1970, p. 41) writes, “...Japan was initially reluctant to become
unequivocally committed, lest it should find itself bearing a disproportionate financial burden.” This realiza-
tion exemplifies why founding coalitions of countervailing MDBs may not fully anticipate the need to pursue
outside financing at the beginning of the negotiations. Specifically, it is an example of a state that, upon
realizing the extent of its initially-implied commitment, seeks to reduce its financing burden at a later stage by
suggesting outside partners (see Section 2.3.1).
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4.4 Reversion in lending by sector

The ADB was originally conceived to focus on agriculture, infrastructure and agro-
industry—areas in which the World Bank was found to be unsatisfactory. The ADB’s
distribution of loans by sector has, however, changed dramatically over time. Since the
late 1980s the ADB’s portfolio has diversified considerably. From 2014 to 2016 over
40% of lending, on average, went to sectors not originally considered a priority by the
founding coalition: Education; Finance; Health/Social Protection; Public Sector Man-
agement; and Water Supply/Other Municipal Services. In contrast, Agriculture and
Industry have declined from a three-year rolling average of approximately 36% in
1968-1970 to 10% in 2014-2016."° As Fig. 2 summarizes, lending for the founding
coalition’s priority areas have collectively declined as a percentage of total over time,
primarily driven by increased diversification. These trends closely match equivalent
changes in distribution by sector at the World Bank, indicative of the preferences of
certain outside states with significant influence over both institutions.?

This reversion directly contradicts the original intensions of the founding coalition.
Japan has often characterized the ADB as a specialized ‘family doctor,” able to cure the
region’s specific economic maladies (Watanabe 1973; ADB 2009b). But regional
members (e.g., India and China) have recently lamented that this is no longer the case.
Rather, they expressed in an internal ADB questionnaire that “we were trying to
become a large hospital and pretending to be something we were not supposed to
be” (ADB 2009b: 148, emphasis added).

This was corroborated by interviewees; one ADB economist noted, “China’s fed up
with the ADB trying to be a full-service bank, they want it to be leaner and meaner...
they don’t care about these [soft] development issues” (Interview #39). Regional states
protested these declines in agriculture and industry investments in the 1990s (ADB
1990: 32). But any attempts to resist reversion in loan distribution in time #;, were
undermined by corporate governance concessions made in time 7; The low voting
power and governance disadvantages of regional members reduced their capacity to
reject undesirable changes often demanded by non-regional states during periods of
capital replenishment. In the 1990s, for example, the U.S. Treasury Department was
able to force the ADB to (informally) commit to devoting an astounding 40% of its
resources to social or environmental sectors (Babb 2009: 167). As one employee
morosely observes: “Every time...donor countries have to give more money to the
ADB, they always ask what they are going to get in exchange” (ADB 2009b: 141).

4.5 Reversion in the politicization of lending

Institutional concessions also undermined the coalition’s capacity to reduce the polit-
icization of lending. In 1989, for example, the ADB suspended loans to China in
response to the Tiananmen Protests, prompting China to object: “This [cessation of
lending]...contravenes the spirit of the Bank’s Charter and impairs the integrity of the

19 Calculations performed by the author based on data collected from ADB Annual Reports, 1966-2016.

20 The proportion of lending directed toward agriculture, industry (non-energy) and infrastructure at the World
Bank has declined from approximately 54% in 1976 to 28% in 2016. The proportion of lending for health,
education, finance and public-sector management, in contrast, has risen from approximately 5% to 45% in the
same period. Calculations performed based on World Bank Annual Reports 1976-2016.
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Data collected from ADB Annual Reports, 1966-2016. The significant spike between 1995-1997 and 1997-1999 reflects an abnormally large increase in
financial assistance to member states in response to the 1997 Asian financial crisis.

Fig. 2 ADB lending by sector, 1968-2016 (three-year rolling averages)

Bank” (ADB 1991: 56, emphasis added). Another suspension of assistance to Afghan-
istan in response to its 1990 civil war prompted further anger:

It is most surprising and annoying that the Bank...should withhold and suspend
its lending facilities to one of its most needy, loyal and least developed land-
locked members in the continent of Asia. This attitude of the Bank...is not only
contrary to its own Charter but also a regrettable misstep into the quagmire of
anachronistic obstructionist policies based on noneconomic factors... [this is] not
acceptable and beyond description... (ADB 1990: 30, emphasis added).

Suspensions in response to political considerations directly contradicted a central
desire of the founding coalition. But the capacity of Asian states to resist was
undermined by institutional concessions accepted in return for outside capital in 1966.

4.6 Reversion in conditionality

Finally, the ADB experienced a reversion in its policies toward conditionality, driven
by the bank’s largest non-regional shareholders. The U.S. and European states promot-
ed the “Washington Consensus’ in the 1980s, a set of policy prescriptions emphasizing
market liberalization, democracy and fiscal conservatism (U.S. Treasury Department
1982; Babb 2009: Ch. 4). Numerous Asian states fiercely protested (to little avail) the
direct application of the Washington Consensus to ADB lending.?' Further, current

21 See, for example, ADB 1990: pp. 47 (Bangladesh), 91 (India), 95 (Indonesia), 140 (Nepal), 179 (Sri
Lanka); ADB (1991), pp. 102 (Malaysia), 117 (Nepal), 132 (Papua New Guinea).
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ADB representatives expressed frustrations via interview with new, primarily Western
preferences for environmental and social loan conditions. For example, numerous non-
regional countries are averse to coal-powered energy.> But as the representative of one
recipient state noted: “it’s more realistic for our countries...it’s cheap...it’s efficient”
(Interviews #37 and 38). A similar attitude was expressed toward ‘gender impact’
targets: “[for developing members] gender is maybe a concern but it’s not our prior-
ity...if you limit financing to only females, that’s unrealistic [for us]” (/bid). The
founding coalition’s corporate governance disadvantages have, however, undermined
their capacity to resist the imposition of conditionality. These changes, in addition to the
ADB?’s reversion in distribution by sector and the politicization of loans, have driven
the founding coalition to establish yet another countervailing alternative: the AIIB.

4.7 Countervailing creation: The AIIB

As the model anticipates, dissatisfied members of the founding coalition attempted to
change the ADB before creating the AIIB. In 1991, for example, Sri Lanka lamented
that small states were not represented on the ADB’s Board of Directors, and urged the
Bank (unsuccessfully) to alter the situation (ADB 1991: 145). No member has been
more vocal in its attempts to increase Asian voting power, however, than China.?
Former U.S. Executive Director Cinnamon Dornsife confirmed via interview: “They
were frequently calling for special capital increases...[China] would love to increase its
share size and therefore its voice and vote.” Another Executive Director corroborates:
“China and India have always wanted influence...it’s a frustration with Western
dominance in these institutions [ADB and World Bank]” (Interview #32). The distri-
bution of voting power is, however, a zero-sum game; as Dornsife summarizes, “For
one to increase, the rest have to decrease.” Thus, the institutional concessions accepted
in time #_; inhibited the founding coalition’s negotiating power in time #,,.

With satisfactory change not possible, dissatisfied members of the founding coali-
tion began discussing an alternative as early as 1991 (Cho and Katz 2001). The new
bank would address distributional concerns by focusing on much-needed infrastructure
financing insufficiently covered by the ADB and World Bank (Izotov 2014). Further, it
would address procedural concerns by ensuring significant voting power for Asian
states (Katz 1996: 133). Interviewees representing Asian states anticipate that the AIIB
will happily fund coal-power projects, and not attach what they perceive to be
burdensome conditions (Interviews #37 and 38). The AIIB is, in other words, a prime
example of countervailing creation. It was rendered necessary by the incapability of the
ADB?’s founding coalition to resist undesirable reversion in time ¢, due to institutional
concessions accepted at time 7.

What explains the timing of the AIIB? Evidence suggests that the 2008 financial
crisis was key. As noted above, regional states have long been dissatisfied with the
ADB?’s level of infrastructure financing. Sri Lanka summarized this dissatisfaction

22 The U.S., for example, is required by (domestic) law to reject any proposal that does not submit a
sustainability report 120 days before it is submitted to the Board (Sanford and Fletcher 1998). And, as former
U.S. Executive Director Cinnamon Dornsife noted via interview, “As this was required by law, we were
sticklers about enforcing this rule.” (Interview #5).

23 For examples of Chinese dissatisfaction, see ADB (2014); ADB (2013); ADB (2012); ADB (2011); ADB
(2009¢); ADB (2007); ADB (2006).
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during the 2014 meeting of the ADB’s Board of Governors: “...we welcome the
initiative to create the Asian Infrastructure Investment Bank...We have been talking
about such funding for a long time” (ADB 2014). The financial crisis accentuated this
gap; general financing for infrastructure declined sharply and has yet to return to pre-
2008 levels (ADB 2016; He 2016). Further, the crisis raised serious questions about the
capacity of the ADB and World Bank to satisfy Asia’s growing infrastructure needs
(Mishra 2016: 168). MDBs were forced to commit extraordinary resources to financial
assistance, further reducing the likelihood of increased infrastructure financing. Chinese
state-owned news agency Xinhua (2016) summarized the country’s frustration in an
article on the AIIB: “The current international economic and financial system, repre-
sented by the U.S. dominated-World Bank [sic]...has shown its defects especially in
the wake of the 2008 global financial crisis.” The crisis was, in other words, an
exogenous shock. Consistent with this article’s preliminary anticipation, it was the
spark that translated long-standing procedural and distributional dissatisfaction into
countervailing creation.

5 The Inter-American Development Bank

In 2009 a coalition of Latin American states announced the establishment of the Bank
of the South (BancoSur). The BancoSur will become the seventh MDB in the region,
and was created by its founding coalition to serve as a countervailing alternative to
existing multilateral institutions. Regarding distribution, it plans to concentrate financ-
ing toward its South American members, and will avoid projects that entail intrusive
‘modernization’ of domestic institutions. Procedurally, it will exclude non-regional
members and institute one nation-one vote representation, thereby enhancing the voice
of Latin American borrowers. Like the AIIB vis-a-vis the ADB, the creation of
BancoSur is, at first glance, puzzling. These states are already members of the Inter-
American Development Bank (IADB), established in 1959 as a countervailing alterna-
tive to the IBRD. Thus, like the ADB vis-a-vis the AIIB, we are faced with two
interrelated questions: what happened to the IADB, and why is the BancoSur
necessary?

5.1 Dissatisfaction with the World Bank

Latin American states had high expectations for the IBRD. The region believed that it
deserved substantial capital investment in return for its assistance to the Western Allies
during World War II (Diaz-Bonilla and Campo 2010: 44). Latin American states
subsidized the war effort by selling primary commodities at an artificially low rate.
In 2016 USD, these lost profits entailed, in effect, a $40 billion non-interest-bearing
loan to the United States with no collection on principle (Rabe 1988: 16-17).>* By
selling at controlled prices, approximately half of Costa Rica’s coffee crops were
depleted. And Chile, subsidizing U.S. imports of copper and nitrates, lost, in 2016
USD, more than $6 billion (Ibid: 16).

24 Calculations performed using Indiana University’s inflation calculator.
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Despite these sacrifices, only 21% of the World Bank’s lending dollars went to the
region from 1945 to 1959 (IBRD 1959). Latin American states were also dissatisfied
with the distribution of the World Bank’s loans by sector, desiring financing for
agriculture, industry and social infrastructure (Dell 1972: 20). At a 1949 meeting to
discuss the potential creation of an institutional alternative, Mexico summarized the
region’s distributional (and procedural) dissatisfaction:

The International Bank for Reconstruction and Development is giving preference
to reconstruction of the devastated countries, and the economic aid to which it can
give to the American Republics for their development has hitherto been insuffi-
cient, due perhaps to its limited resources, the origins thereof, and the rules that
govern its operations... (Pan-American Union 1949: 4).

Latin American states also became dissatisfied with the IBRD’s procedures. In 1959
the region collectively held only 9% voting power in the World Bank, and every
member was grouped into a voting constituency (IBRD 1959: 38). This lack of voice
within the institution made it extremely difficult to resist the politicization of loans.
Nicaragua, for example, received nine loans from 1945 to 1955 (compared to zero for
Guatemala) for assisting the U.S. with the Bay of Pigs invasion (Kapur et al. 1997:
103).

Lack of representation also undermined resistance to the imposition of intrusive
lending conditions. Particularly contentious was the Bank’s 1951 requirement that
Brazil decrease inflation, reduce subsidies, alter its currency value, erase debt, undergo
austerity programs and even decrease oil imports in return for continued assistance
(Mason and Asher 1973: 660—62). Chilean President Gabriel Gonzalez expressed the
region’s collective frustration in the same year: “The International Bank does not
deserve its pompous title...because it is not inspired by the noble principle of effec-
tively helping under-developed countries...” (New York Times 1951). Like their
contemporaries in Asia, Latin American states were unable to change the institution,
leaving them with one option: create a bank of their own.

5.2 Countervailing creation: The Inter-American Development Bank

In response to the deficiencies of the World Bank, Latin American members began
discussing a regional alternative at the United Nations Economic Council for Latin
America (ECLA) as early as 1948. Argentine economist Raul Prebisch led the ECLA
from 1950 to 1963, and under his leadership the agency developed a reputation for
fierce independence and regional integration (Dosman 2008: Ch. 12). Prebisch (1950)
argued that the international financial system was inherently asymmetrical. The Latin
American ‘periphery’ could only ensure their independence from the North American
and European ‘core’ if their economies underwent import-substitution-industrialization
(ISI), whereby foreign imports are replaced with domestic production. ISI required,
however, substantial capital, and the World Bank’s lending to the region was thus far
insufficient.

It was in the context of this independent spirit that the JADB was originally
conceived. Latin American members of ECLA would form its founding coalition,

@ Springer



128 Kellerman M.

and met in Santiago, Chile in 1955 without the presence of the United States or other
non-regional countries to discuss it design and functions. The founding coalition
originally anticipated that the IADB would address its distributional and procedural
dissatisfaction with the World Bank. Regarding distribution, the IADB would compen-
sate for the IBRD’s insufficiencies; as The New York Times reported (1955):

Many Latin-American [sic] Governments feel that they cannot obtain the desired
financial support from existing agencies and that a pooling of their resources
would prove a more adequate source of funds for economic development.

The IADB would also address the founding coalition’s dissatisfaction with the
World Bank’s distribution of loans by sector, prioritizing agriculture and social infra-
structure, i.e., urban development, water, sanitation, health and education (Dell 1972:
20). Further, the IADB would, unlike the IBRD, finance projects in local currencies to
reduce the cost of repayment (Pan-American Union 1949: 33).

Procedurally, the bank would be “administered with a strong Latin American
voice...” (Valdivieso 1959: 3). Regional states would collectively hold a majority of
voting power, and a draft charter prevented any one member from holding more than
33.33% of'the votes (Serrano 1959: 1). To further ensure that the IADB would remain a
Latin American institution, it was decided that its headquarters should be in the region.
Bolivia, Costa Rica, Cuba, El Salvador, Panama and Venezuela originally contended
that Caracas would be an appropriate location (Dell 1972: 74). The Bank would also
avoid intrusive conditionality. As Brazil stressed in 1960: “The Bank will maintain a
proper attitude of non-intervention in the internal politics of the member countries and
will respect the fundamental legal institutions” (IADB 1960: 49). And, indeed, this
desire was solidified in the IADB’s charter (1959: Article VIII, Section 5f), which
explicitly states that the Bank will (a) not interfere in the political affairs of its members;
and (b) make decisions based on strictly economic considerations. As the negotiations
proceeded, however, there was a looming, unresolved issue: funding.

5.3 Accepting outside capital

During the early negotiations of the IADB, there was discussion of limiting the
membership of the bank to Latin American states. In 1954, for example, the Chilean
delegation discussed the possibility of going it alone without the help of non-regional
countries (Dell 1972: 9). These thoughts were, however, short-lived. Latin American
states simply lacked the capital (and creditworthiness) to fund a new development bank
(Pan-American Union 1949: 23). Thus, in line with the model’s expectations, the
coalition took the risk of accepting outside capital in order to avoid certain loss.
American assistance would not come cheap. Thomas Mann, head of the U.S.
negotiating team, was explicit: “Latin Americans like a buck in their pocket and a kick
in the ass...They don’t think like us. Their thought processes are different. You have to
be firm with them.” (Dosman 2008: 341). Before proceeding, the U.S. demanded that
Prebisch, whom the Central Intelligence Agency labeled subversive, be excluded from
the negotiations (/bid). With Prebisch out of the picture, the U.S. would gain significant
concessions. First, the IADB was to be located in Washington, D.C. rather than
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Caracas. Second, the US acquired control of the Executive Vice-President position. The
Executive Vice-President controls the powerful Loan Committee that is responsible for
reviewing all loan applications before approval (Birdsall 2014: 7). Third, the U.S.
attained veto power over the IADB’s ‘soft’ lending window by demanding (a) two-
thirds majority to approve loans; and (b) an initial shareholding of 42.05%, thereby
contradicting the original proposal of a 33.33% limit for any one member (DeWitt
1977: 24).2° Fourth, the U.S. ‘locked-in’ its representational advantage by installing a
remarkable clause in the IADB’s charter (1959: Article VII, Section 4b): there can be
no capital replenishment or change in capital subscriptions that results in “the member
having the largest number of shares below 30 percent of such total voting power.”*
Fifth, the IADB endows each state with the right to subscribe to the same number of
shares as they held previous to any negotiation (/bid). And, finally, only the U.S. (and
later Canada) has its own seat on the Board of Executive Directors. At the end of the
negotiations, the U.S. held de facto veto power over the quorum required for meetings
of the Board of Governors; quorum for meetings of the Executive Directors; increases
in the capital stock of the Bank; and amendments to the Articles of Agreement. As one
observer noted with considerable understatement, the end product “did not represent as
radical a change in policy as many Latin Americans had originally expected” (Wagner
1970: 142). Like the ADB, the IADB’s founding coalition accepted all five types of
concessions outlined in Table 1. And, also like the ADB, these concessions in time 7_;
inhibited the capacity of the IADB’s founding coalition to resist reversion in time #,,.

5.4 Reversion in lending by sector

Like the ADB, the IADB’s distribution of loans by sector changed dramatically in the
late 1980s and 1990s. But unlike the regional members of the ADB, Latin American
states were not averse to the diversification of the bank’s portfolio or increased lending
for ‘soft’ sectors. Rather, the founding coalition became dissatisfied with the dramatic
rise in policy-based lending, labeled ‘Reform and Modernization of the State.” This
category entails fiscal reform; public expenditure management; public sector reform;
decentralization; changes in intergovernmental revenues; subnational and local gov-
ernment reform; public debt management; modernization/administration of justice;
reform of the state; management for development results; and e—govemment.27 Lending
for this sector began immediately after Ronald Reagan’s second term. This trend is
roughly matched (albeit with lag) by the World Bank’s own increase in policy-based
lending, termed ‘Public Administration.’

This quantitative change is corroborated by qualitative evidence of an alteration in
the IADB’s lending strategy. Inspired by free market principles, the Reagan adminis-
tration (1981-89), backed by the IADB’s newly admitted European states, began to
advocate for alterations in the domestic political and economic structures of regional
members throughout the 1980s. Britain warned that this would entail a significant
deviation from the bank as originally conceived (IADB 1985: 64). And, indeed, the

25 Strand (2003: 30), employing the Johnston voting power index, calculates that the U.S. actually has 76%
voting power when one takes into account the organization of constituencies.

26 Interviewee #7 confirmed the intensions of this clause; Canada has a similar provision ensuring that it holds
4% of the vote.

27 The labels used to describe this sector and sub-categories have varied over time.
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proportion of lending for agriculture—a key area of initial focus—dropped from 24%
in 1989 to 8% in 1990, and has averaged less than 4% ever since.”®

Latin American states did not welcome this reversion in the distribution of loans.
The Dominican Republic protested (IADB 1986: 177): “An attempt to redirect the
work of the Bank to other aims or to refashion the [[ADB] in the image of other
multilateral agencies would strip our regional agency of its identity...” But as Babb
(2009: 142) notes in detail, the U.S. would employ capital replenishments as an
opportunity to impose its preferences, including an astounding agreement that 25%
of the bank’s resources would be committed to policy-based loans emphasizing
liberalization and privatization (hence explaining the sudden rise in Fig. 3).

5.5 Reversion in the politicization of lending

The TADB also experienced significant politicization of lending decisions, in direct
contrast to the original intensions of the founding coalition. Particularly contentious
was the IADB’s suspension of financing to Nicaragua from 1983 to 1988 in response to
its government’s relationship with the Soviet Union. The U.S. began by simply not
attending meetings to discuss loans to Nicaragua, thereby denying quorum (Leogrande
1996: 334). U.S. Secretary of State George Schultz followed with thinly veiled threats
to deny further capital if Nicaraguan loans were approved. Such direct lobbying was
unprecedented, and, to the consternation of Nicaragua, successful. Their dissatisfaction
was clear:

...the events of the past year have confirmed our fears and now oblige us to speak
up even more emphatically about the need to reaffirm and defend the multilateral
and apolitical character of this institution...The negation of this principle would
mark the beginning of the end—slowly but surely—of our regional bank as
originally conceived and its transformation into a financial agency of a certain
country and a political tool for exerting bilateral pressure (IADB 1986: 78,
emphasis added).

The rest of the founding coalition would echo this message when the Bank denied
loans to Panama in 1988 to sanction the regime of Manuel Noriega (see, e.g., IADB
1988: pp. 63 [Honduras] and 76 [Paraguay]). Mexico warned that such politicization
violated the spirit of the bank’s original purposes, and Argentina lamented that the
IADB “is not contributing to the solution of our problems and in fact forms part of
them” (Zbid: pp. 113 and 121, respectively).

5.6 Reversion in conditionality

Finally, The IADB underwent reversion in its policies toward conditionality. By the end
of the 1980s the bank’s attitude toward conditions was indistinguishable from that of
the IBRD in the 1950s. This was the result of direct pressure from the United States and
like-minded European members (IADB 1985: 124; TADB 1986: 135; TADB 1988:

28 Calculated based on data obtained from IADB Annual Reports 1989-2016.
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Data collected from IADB Annual Reports (1960-2016) and World Bank Annual Reports (1960-2016).
Both the IADB and World Bank have made numerous alterations to how they categorize sectors over time
without providing full re-calculations of previous years’ statistics. Therefore, this Figure may
underestimate the number of Policy-based loans made over time.

Fig. 3 Policy-based lending at the IADB and World Bank

124). Latin American states’ dissatisfaction was palpable; the Dominican Republic,
Honduras, Nicaragua, Costa Rica, Uruguay, Peru, Mexico, Argentina and Ecuador all
directly protested the increasing use of conditions at Annual Meetings in the 1980s
(TADB 1985, 1986, 1988).

Once again, however, governance concessions accepted for outside capital
undermined the founding coalition’s power to resist. Every regional borrowing state
is a member of a voting constituency, and interviews with current and former Executive
Directors confirmed that states with little voting power have to work much harder to
exert their influence (Interviews #7, 9). One former representative of a small regional
state, speaking under the condition of anonymity, described the diplomatic skill
necessary to ensure loan approval:

A meeting is like an iceberg. The tip of the iceberg is only 20%; most of it is
under the water. In a meeting, what happens in the room is only 20% and 80%
happens outside and before the meeting. I try to choreograph the deliberations in
the meeting by careful and extensive discussions with each and every director
before the Board or committee meeting. An example of this technique was a
situation in which the UK Director would not agree to support a certain project.
The UK Director takes his instructions from DFID [UK Department for Interna-
tional Development]. DFID in London is going to take their cue from DFID in the
[region], based in [country X]. I called a contact at DFID [in country X] and
explained the importance of the project and requested their intervention in
support of the project; [I said to my contact,] “You know people at DFID in
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London. We need a message sent to the Director here through London.” So, they
sent a message to London saying we support this project in [country Y] and
London DFID told the Director, “We want this to go through.” So the director did
not oppose the project at the Board meeting because he got the message. He
doesn’t know that to this day! (Interview #9)

The necessity of exerting such an effort is a derivative of the bank’s corporate
governance structure. And over time this structure has undermined the capacity of Latin
American states—especially small states—to resist reversion in the bank’s policy
toward conditionality.

5.7 Countervailing creation: Bank of the South

In 2006 Venezuelan President Hugo Chavez announced plans to create a Bank of the
South (BancoSur). The Bancosur was enthusiastically supported by Argentina, Bolivia,
Ecuador, Paraguay and Uruguay (Paez Pérez 2010: 167). In 2007 the BancoSur was
officially founded with the ‘Quito Agreement,” and, with the added membership of
Brazil, received an initial capitalization of $20 billion two years later (/bid).

The BancoSur is a direct reaction to its founding coalition’s dissatisfaction with the
distribution and procedures of the IADB and World Bank, or, as Chavez described
them, the “tools of Washington” (Lendman 2007). Pedro Pérez, Ambassador for the
Ecuadorian Government, elaborated on the need for a countervailing alternative:

A significant number of development banks were linked to the industrialization
through import-substitution project that had been in place in the region since the
1970s and involved both the World Bank and the Inter-American Development
Bank. Paradoxically these institutions have gradually moved away from their
original purpose...” (Jarrin and Buxton 2011, emphasis added).

In response to this reversion, the BancoSur will seek to address its founding
members’ dissatisfaction with the status quo. In regard to procedure, its headquarters
are in Caracas, the original location envisioned by the founding coalition of the IADB
in the 1950s. Further, the bank intends to exclude non-regional states and institute one
nation-one vote representation, thereby protecting the voice of smaller members
(BancoSur 2007). And, finally, it will forbid policy-based lending and the attachment
of social or economic conditions to loans (McElhinny 2007: 4). In sum, the BancoSur
is a typical example of countervailing creation.

5.8 Countervailing creation: The Andean Development Corporation

The BancoSur is not the only MDB created as a countervailing alternative to
the World Bank and TADB. In 1970 a group of Latin American countries
located in the Andean sub-continent established the Andean Development
Corporation (CAF). The CAF was designed to differ from the World Bank
and IADB in three important ways: borrowers would be in control; dual-class
stock would protect regional members’ voting power; and the distribution of
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lending would focus on the specific needs of Andean states (Humphrey 2016:
103). It was, in other words, an instance of countervailing creation. After a
long period of struggle, the CAF grew quickly in the late 1980s and early
1990s under the leadership of Luis Enrique Garcia (/bid: 106), and is now one
of the largest sources of MDB financing in Latin America.

At first glance, the success of the CAF would appear to challenge this
article’s theoretical model. But a closer examination indicates otherwise. Unlike
the JADB and ADB, the CAF originally sought funding from private lenders
and other MDBs (Humphrey 2016: 103—4). But by the end of the 1970s the
bank’s financial situation was dire (Vega 2015: 81). Rather than allow the
institution to fail, the founding coalition sought financing from outside coun-
tries. Specifically, the CAF admitted non-Andean Latin American states with
superior credit ratings and capital reserves (e.g., Mexico, Brazil and Argentina),
enhancing the capacity of the institution itself to raise capital (/bid: 106).
Garcia also planned to admit major industrialized countries, and in the 2000s
Spain and Portugal joined. The acquisition of non-regional members, in com-
bination with Garcia’s efforts to acquire ratings from major private credit
agencies, led to a remarkable turnaround in the CAF’s fortunes (/bid: 107).

Has the CAF experienced reversion? In the early 1990s the bank began
investing heavily in infrastructure, an area that was not originally considered
a priority (Garcia 2015: 6). Ortiz and Ugarteche (2013: 106) argue that the
BancoSur is specifically designed to differ from this sectoral emphasis. Further,
the Bank made a conscious decision to rebrand itself as a Latin American,
rather than an Andean, institution (Garcia 2015). Procedurally, there is some
evidence to suggest reversion in conditionality; Ecuadorian Ambassador Pérez
states: “the...CAF and the [IADB] [create] loans that have names like ‘Combat
Poverty’ but in reality are...loans to finance consultations on poverty which
tend to be linked to a short list of consultants who basically reproduce the...
Washington Consensus” (Jarrin and Buxton 2011). These changes may explain
why members of the CAF’s founding coalition (e.g., Venezuela and Ecuador)
led efforts to create yet another countervailing MDB in the BancoSur.

Overall, however, the CAF’s reversion appears relatively moderate in comparison to
the ADB and TADB. This is, I posit, attributable to the reduced number of institutional
concessions (Table 1) made in return for outside capital. The founding coalition did
have to sacrifice significant ownership; as of 2015 their collective shares stood at
65.8%.%° But evidence suggests that they were able to avoid concessions on voting
thresholds, constituencies, procedural rules and executive positions. Their ability to do
so was likely facilitated by the decision to pursue private and multilateral financing
sources for the first ten years of operation. By expanding the range of potential
financiers, the CAF may have enhanced its negotiating position. As I address in
Section 7, systematically theorizing the effect of private financing sources and holdout
time on borrower-contributor negotiating dynamics would be a fruitful avenue for
future research.

29 Calculated from CAF (2015).
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6 The Islamic Development Bank

In December 1973, a coalition of predominantly Muslim states led by the Organization
of Arab Petroleum Exporting Countries (OAPEC) established the Islamic Development
Bank (IsDB). The IsDB was founded as a countervailing alternative to the World Bank,
adopting features and practices that directly addressed its founding coalition’s dissat-
isfaction with the status quo. Unlike the ADB and IADB, the IsDB has not undergone
an undesirable reversion in its distribution of lending, politicization of loans or policies
toward conditionality. Nor has the Arab region seen the creation of another
countervailing institution within the observation period. Thus, the IsDB differs from
the previous case studies on the dependent variable for both Hypotheses A and B. What
explains this difference, and why have we not seen a proliferation of MDBs in the Arab
world since the creation of the ISDB?

6.1 Dissatisfaction with the World Bank

By the time the IsDB was founded in 1973, Arab members had developed, like their
contemporaries in Asia and Latin America, significant dissatisfaction with the distri-
bution and procedures of the World Bank.*® With regard to distribution, the IBRD
approved only two loans to the Middle East and North Africa (MENA) in its first
12 years of operation (Kingston 1996: 40-41). The Bank’s distributional priorities
would be revealed in 1947 when Iranian economist Abolhassan Ebtehaj approached the
bank for a $250 million-dollar loan to support a seven-year industrialization plan. The
IBRD denied the loan, citing (a) the necessity of prioritizing the reconstruction of
Europe and (b) reservations about Iran’s political stability and repayment capacity
(Kapur et al. 1997: 104). Ebtehaj was enraged by the decision, later recalling to a
British official: “it was now quite clear that the International Bank was simply a device
for helping the European powers and not the impoverished peoples of the Middle East
who really needed it” (Bostock and Jones 1989: 101).

Arab states were also dissatisfied with the procedures of the IBRD. On the eve of the
IsDB’s creation, the MENA region collectively held just 6.76% voting power in the
Bank (IBRD 1974). The U.S. and U.K. individually held 23% and 9%, respectively
(Ibid). Further, every Arab state was part of a voting constituency. This lack of voice
was not for want of effort. The transcripts of the Bretton Woods conference in 1944
reveal that Iran, for example, protested its voting share: “In spite of the very eloquent
and moving speech of the United States delegate, on behalf of the Iranian delegation I
wish to state that the quota proposed for my country is entirely unsatisfactory” (Lowrey
2012). Egypt and Iraq also put forward multiple motions for the IBRD to have a
separate Executive Director for the Middle East, but these initiatives were consistently
denied (U.S. State Department 1948: 508, 913-914, 1086).

Dissatisfaction with the IBRD’s corporate governance structure was also expressed
in annual meetings of the Bank’s Board of Governors. In 1965, for example, the
Pakistani delegation protested the use of ‘tied aid,” i.e., lending that requires the

30 1t should be noted that the IsDB aims to facilitate the development of all “‘Muslim states,” and therefore its
membership extends to the predominantly Muslim countries of Southeast Asia. Nevertheless, the original push
for its creation came from the Middle East and North Africa (MENA or the ‘Arab world”).
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procurement of goods and services from a particular country: “The problems of this
character are only examined by exclusive clubs of the developed nations without any
representation from the borrower countries. I submit, that the time has come when
many of these arrangements need to be reviewed...” (IBRD 1965: 61). Egypt would
echo this dissatisfaction in 1966 when protesting the politicization of lending decisions:
“This sorrowful state of affairs is, in the mind of a lot of people, largely due to the
inadequacy of the structure of the World Bank as a financier of economic
development” (IBRD 1966: 65, emphasis added). Arab states also expressed their
dissatisfaction with the lack of Arab individuals in senior positions at the Bank (Kapur
et al. 1997: 979). And, in 1965, Algeria called for a review of the World Bank’s
procedures “so that they may be better adapted to the needs of many underdeveloped
countries” (IBRD 1965: 16).3!

Loans to the Middle East were also subject to politicization by the World Bank’s
largest shareholders. A remarkable example of this danger was the Egyptian ‘Aswan
High Dam’ project of 1956. The High Dam would divert the Nile, providing Egypt
with enough water to increase the country’s agricultural income by an estimated 45% in
18 years (Mason and Asher 1973: 432-33). This would allow Egypt to keep pace with
its rapid population growth; the U.S. State Department concluded, “Without the High
Aswan Dam, the outlook for Egypt appears hopeless” (Alterman 2002: 109). British
support dwindled, however, when Egyptian President Gamal Nasser supported Arab
nationalist movements in Algeria, Iraq and Jordan (Mason and Asher 1973: 628). The
U.S. also had concerns over Nasser’s relationship with the Soviet Union (Ibid: 638).
The final straw was reached in May 1956 when Egypt gave diplomatic recognition to
the Communist People’s Republic of China (/bid: 639). The U.S. withdrew its support
for the project, and any hope of World Bank financing subsequently dissipated.
Frustrated with the Bank’s intransigence, Nasser accepted funding from the Soviet
Union and appropriated the assets of the Suez Canal Company. These actions led to a
tripartite invasion by France, Israel and the United Kingdom (i.e., the Sinai War).

6.2 Countervailing creation: The Islamic Development Bank

As the theoretical model anticipates, dissatisfied Arab states first attempted to change
the institution. Newly wealthy oil-producing states offered to increase their contribu-
tions in return for procedural and distributional changes (Kapur et al. 1997: 974-76).
These offers were, however, ultimately rejected, leaving the founding coalition with
only one option: create a countervailing alternative. The concept of the IsDB originated
in the Organization of Islamic Cooperation (OIC), established in 1969 to facilitate
political and economic coordination among Muslim states. The OIC was largely an
expression of anti-colonialism, and represented a repudiation of economic dependency
on Colonial powers and Western firms (Malik 1989). Arab states realized that “economic
independence is crucial for political independence,” and the OIC subsequently

31 The region’s lack of representation within the IBRD also undermined Arab states’ capacity to protest the
imposition of obstructive conditions. Syria, for example, could not access financing because it was unable to
demonstrate its creditworthiness. Egypt protested these requirements in 1953, and the British government
prevented the Bank from even considering aid to Jordan despite the IBRD’s own evaluation that “Jordan is
clutching at the Bank as a last straw.” See Kingston (1996: 41); Kapur et al. (1997: 61); IBRD (1953: 37).
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became a springboard for regional trade agreements and multilateral institutions
(Ihsanoglu 2010: 19).

The most substantial initiative of the OIC was the establishment of the IsDB as a
countervailing alternative to the World Bank. The IsDB personified the spirit of its
parent organization, as expressed by the bank itself:

The Islamic Development Bank is an expression of the genuine desire of OIC
member countries for cooperation and solidarity, when it appeared in the past
decade that the international economic order, set up after the Second World War,
had to be reformed and restructured (IsDB 1984: 5, emphasis added).

Discussions of the IsDB began in 1970 during the Second Conference of Foreign
Ministers of Muslim Countries of the OIC (Meenai 1989: 2). The initial negotiations
took place in the context of OAPEC’s newfound negotiating power in the oil industry,
culminating in the organization’s decision to raise prices by 70% in 1973 (Schwadran
1986: 56). With regard to distribution, the IsDB would supply much-needed capital
investment to predominantly Muslim states in the MENA region. Members of OAPEC
could invest their petrodollars in profitable and secure development projects, benefiting
lenders and borrowers simultaneously. The IsDB Articles of Agreement state that the
bank’s primary function is to provide financing for ‘economic and social infrastruc-
ture,” and the bank’s intension was to concentrate on infrastructure, energy, agriculture
and social projects (Meenai 1989: 66).

The IsDB was also envisioned to address its founding coalition’s dissatisfaction with
the procedures of the IBRD. Most importantly, it would not attach political or eco-
nomic conditions to loans beyond the terms of repayment. And with regard to corporate
governance, the founding coalition anticipated that the IsDB would preserve their voice
by excluding non-OIC states: “The IsDB has no non-regional members. The IsDB is an
institution established by the Ummah [Islamic Nations], for the Ummah and operated
and managed by the Ummah” (IsDB 2017).

6.3 No acceptance of outside financing

Unlike the ADB and IADB, the founding coalition of the IsDB had no need to
approach non-regional states for assistance. Indeed, the OAPEC members initiated
the creation of the institution, and were able to finance it independently as a result of
their newfound oil revenues. The largest oil-producing countries would obtain substan-
tial voting power in return for their contributions. Saudi Arabia, one of the original
proponents of the bank, would acquire a 23% voting share, and the bank’s headquarters
were established in Jeddah. The influence of Saudi Arabia was mitigated, however, by
the necessity of a simple majority for the approval of loans and alterations of policy.
This ensured that no one member could employ de facto veto power.

6.4 The distribution of loans by sector

The IsDB’s distribution of loans by sector has not undergone an undesirable reversion
to the status quo model. As noted above, the founding coalition of the IsSDB desired that
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the bank focus on transportation infrastructure, energy, agriculture and social infra-
structure (education, health and water/sanitation). The IsDB’s lending by sector has
consistently matched the priorities established by its founding coalition, and have
grown to encompass over 90% of the Bank’s portfolio. Thus, with regard to distribution
by sector, the IsDB has actually become more similar to the founding coalition’s
original conception over time, in direct contrast to the undesirable reversion of the
ADB and IADB.*

Further, a comparison of the IsDB and World Bank’s distribution of lending indicates
substantial divergence, especially since the 1990s (Fig. 4). Unlike the World Bank, the
IsDB has never invested in policy-based lending, in accordance with its members’
aversion to intrusive alterations of domestic institutions (ISDB 2016). The IsDB has
also diverged considerably from the World Bank and other MDBs in its proportion of
lending to the financial sector. This policy is motivated by Islam’s religious prohibition
of excessive speculation (Saced 1996; Damak and Plantagie 2015: 69). IsDB financial
loans have averaged only 4.8% of the bank’s lending portfolio since inception, com-
pared to, for example, approximately 12% at the ADB in the same period.>* The IsDB
also had no significant exposure to asset- and mortgage-backed securities in the years
prior to the 2008 crisis. This differs considerably from the IADB, World Bank and ADB,
whose portfolios had exposure rates of approximately 50%, 20% and 5%, respectively,
in 2007 (Morales et al. 2008: 7).** Qualitative evidence also indicates that IsDB
decisions on individual projects often diverge from the World Bank’s. In 1984, for
example, the IsDB provided Niger with financing for an infrastructure project that the
World Bank rejected (Wilson 1990: 211). And in 1998, when the World Bank refused
funding to Pakistan in response to its testing of nuclear weapons, the IsDB infuriated the
United States by stepping in to fill the gap (Sfeir and King 2007: 310).

6.5 Conditionality and politicization

The IsDB has also avoided a reversion with regard to conditionality. It has consistently
been the bank’s policy to attach no political or economic conditions to loans beyond
repayment. The bank was also unaffected by the rise of environmentalism in the 1990s
(O’Keefe 2004). In its 1992 annual report the bank warned, “international preoccupa-
tion with environmental protection might be one-sided and to the determinant of
developing countries” (Deegan 1996: 176). Recent events corroborate that the IsDB’s
policy toward environmental sustainability diverges from that of Western-dominated
MDBs. In 2013 the U.S., U.K. and various Nordic countries announced that they would
no longer support MDB projects involving coal-powered technology (White House
2013). The IsDB, which does not include these countries as members, approved a $220
million project for a coal-powered energy plant in Pakistan one year later (Pakistan
Today 2014). The IsDB is not, of course, immune from politics. To the contrary, one
study finds that Sunni regime states receive favorable treatment in aid allocation
(Hernandez and Vadlamannati 2017). But, integrally, politicization has not contradicted

32 This trend is consistent with Shushan and Marcoux's (2011) finding that Arab bilateral donors and
multilateral agencies have regularly concentrated financing toward infrastructure, energy and water.

33 Calculations performed based on three-year rolling averages for each bank from 1975 to 2016.

34 The IADB reportedly lost $1.9 billion in 2008 as a result (Stern 2009).
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Fig. 4 Differences in lending priorities at the IsDB and World Bank, 1976-2016

the original intensions of the founding coalition of oil-producing states that continued
to dominate the institution. This lack of reversion has provided no impetus for the
creation of yet another countervailing institution by members of the same coalition.

7 Conclusion

“To do the same thing and expect a different result, [that’s] Einstein’s definition
of insanity. If you want something different go and do something different!”

Interviewee #23 on the New Development Bank

The history of multilateral development banking is replete with attempts to ‘do
something different.” But as this article has sought to demonstrate, countervailing
MDBs often deviate from their original purpose, paradoxically coming to resemble
the dissatisfactory status quo institution over time. This reversion contradicts the
intensions of the founding states, leading members to create yet another countervailing
alternative. This cyclical pattern conjures images of Sisyphus pushing his boulder up
the mountain. The question is: why does he allow the boulder to roll back down? What,
in other words, explains the repetitive and undesirable reversion of the boulder?

The theoretical model put forward in this article argues that the answer is not the
gods or any deterministic external force. Rather, it is the result of rational decision-
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making by loss-averse coalitions with an imperfect ability to anticipate the future
consequences of their present decisions. Consistent with Hypothesis A, the empirical
evidence suggests that MDBs created by capital-poor founding coalitions are more
likely, ceritus paribus, to experience reversion. The ADB and IADB changed in direct
contrast to their founders’ original intensions on three key measures: distribution of
lending by sector; politicization of lending decisions; and loan conditionality. And,
consistent with Hypothesis B, members of the founding coalition in both regions
created yet another countervailing alternative in response (the AIIB in Asia and the
BancoSur and CAF in Latin America). The CAF exhibits a similar pattern, but the
extent of its reversion was relatively moderate. The founding coalition accepted fewer
institutional concessions in return for outside capital than the founders of the ADB and
IADB, and, therefore, maintained a relatively strong future negotiating position. This is
consistent with the model’s expectation that there is a negative correlation between the
number of institutional concessions accepted in the past and the capacity of the
founding coalition to resist reversion in the future. Finally, the IsDB, founded by a
capital-rich coalition, did not experience reversion. Nor has the MENA region seen the
creation of another countervailing MDB within the observation period.

This article has argued that the conditions under which countervailing creation
occurs (in this case, the capital endowment of the founding coalition) affects (a) how
institutions change over time, and (b) the likelihood of further proliferation. In so doing,
the model illustrates that the rational actions of states in the past can lead to seemingly
irrational institutional change in the future. This argument is a complementary exten-
sion of existing frameworks that seek to explain how and why states create
countervailing international organizations (Jupille et al. 2013; Morse and Keohane
2014). Further, the simultaneous assumptions of loss aversion and bounded rationality
contribute to our understanding of how behavioral economics can help International
Relations theorists better understand strategic interaction and institutional dynamics
(see Stein 2017).

There are three clear avenues for future research. First, it would be prudent to
evaluate the model’s capacity to explain the creation and development of other
countervailing MDBs such as the African Development Bank. Doing so is essen-
tial to fully evaluating its explanatory capacity. Second, the model may be
applicable to other types of countervailing organizations. Potential examples
include the Chiang Mai Initiative, created as a regional alternative to the Interna-
tional Monetary Fund (Eichengreen 2012), and the decision of employees to leave
their firm and create rival start-ups. Before assessing these potential applications,
it may prove useful to formally model the strategic interactions discussed in this
article.

Finally, future extensions of the model may benefit from systematically theorizing
factors not directly considered here. The founders of the CAF, for example, appear to
have enhanced their negotiating position vis-a-vis non-regional entrants by first pursu-
ing alternative financing sources. How exactly does the presence of private financiers
affect bargaining between borrowing and contributing member states? Can founding
coalitions improve their future negotiation position by holding out (i.e., not admitting
non-regional states) for longer periods of time? By investigating these (and other)
questions, we can further improve our understanding of MDB proliferation and, more
generally, the strategic dynamics of countervailing creation.
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