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CHAPTER 2

Institutions, Power, and Interdependence
Randall W. Stone

THE TWO AND A HALF DECADES since the appearance of Keohane and Nye’s
Power and Interdependence have witnessed a profound institutionaliza-
tion of international relations. International institutions have prolifer-
ated, expanded, and deepened. The number of intergovernmental organi-
zations has increased, and their memberships have expanded: The United
Nations has 192 members, the International Monetary Fund and World
Bank currently have 185 members, and the World Trade Organization
grew from 128 members in 1994 to 153 a decade later, with 30 more
countries at various stages in the application process. The European
Union expanded to fifteen member countries in 1995, to twenty-five in
2004, and to twenty-seven in 2007. Substantial decision-making power
has been delegated to international organizations, and a few dispose of
substantial resources. The IMF held approximately $400 billion in assets,
of which $190 billion was available to lend in 2007, while the World
Bank had $230 billion in outstanding loans and $3 3 billion in capital. In-
ternational institutions have extended their influence into policy areas
traditionally the prerogative of states, and patterns of international coop-
eration have become progressively formalized in international law. By
the beginning of the twenty-first century there was virtually no problem
of broad international concern for which no international regime existed
to express principles and norms of formalized cooperation, and this
cooperation almost always involved the participation of international
organizations.

On the other hand, international institutions consistently fail to solve
the problems they were created to address. This is not simply to say that
international institutions are suffering from unpopularity; indeed, the
fact that dissatisfaction with institutions such as the IMF, the WTO, and
the EU is on the rise is not necessarily a bad sign. Public institutions that
evoke no dissatisfaction cannot be very significant, and if public opinion
identifies problems and interest groups organize to influence these insti-
tutions, this is a sign of their growing importance. As a result of this pres-
sure, international institutions across the board are engaged in efforts at
reform, and they are evolving at an ever-increasing rate, becoming more
transparent, publishing more data, and creating independent evaluation
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agencies. Nor can we hold institutions to blame for failing to coordinate
states when their leaders have opposed preferences, as in the recent case
of the U.S.-led war against Iraq: International institutions can only facil-
itate cooperation when there are common objectives to be achieved.
However, across a wide spectrum of issues, the pattern is consistent that
international institutions are failing to provide satisfactory solutions to
international problems, and there appear to be important constraints that
prevent them from achieving optimal solutions.

This returns us to the central question Robert Keohane and Joseph Nye
posed in Power and Interdependence: what explains institutional change?
Keohane and Nye suggested three broad categories of explanations: power,
international processes, and the structure of international institutions.
These three categories have structured many of the subsequent debates in
the field. Progress in European integration has variously been ascribed to
a coincidence of great-power interests, to economic incentives created by
markets, and to initiatives promoted by the European Commission.! The
pattern of IMF lending has been attributed by some to the interests of the
biggest donors, by others to the logical imperatives of market reform and
global stabilization, and by still others to the private agenda of an out-of-
control agency. When international bureaucrats are weak, path-depend-
ent arguments often arise nevertheless, in which the design of earlier in-
stitutions plays an important role in shaping subsequent decisions. For
example, did the transformation of the international capital control
regime from a closed to an open system come about because of the inher-
ent vulnerabilities of the closed regime?? Alternatively, was it driven by
the interests of powerful states, or by the market pressures created by pri-
vate actors?? The three categories of explanation capture the broad out-
lines of many significant debates; but, as their authors acknowledged,
they are too underspecified to serve as testable theories.

Rather than seeking general answers, this essay selects a few rational-
choice hypotheses about international institutions that have become promi-
nent since the appearance of Power and Interdependence. The focus is on
five central incentive problems that explain many of the failures of inter-
national society to achieve common goals: public goods, delegation, in-
stitutional design, bargaining, and agenda control.

! Moravcsik 1998.

2The capital controls regime instituted at Bretton Woods enshrined the principle in the
IMF Articles of Agreement that members had the right to establish capital controls at their
own sole discretion, and even foresaw the possibility of bilateral or multilateral cooperation
to enforce capital controls. This permissive regime was gradually undermined, until by the
1990s dismantling capital controls became obligatory for members of the OECD and
strongly encouraged for members of the IMF.

3 Helleiner 1994.
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The Underprovision of Public Goods

When international institutions perform unsatisfactorily, the most promi-
nent explanation is that international governance has some of the charac-
teristics of a public good; although sometimes excludable, the benefits of
international cooperation are generally non-rival, so that the countries
that enjoy international cooperation never fully internalize its social bene-
fits. Robert Keohane and others have used this logic to link the underpro-
vision of international cooperation to the distribution of power: Only a
powerful state could take on the role of an international hegemon, which
is willing to provide public goods because it alone internalizes enough of
the benefits of cooperation to be willing to pay the costs. Writing in 1984,
Keohane believed that it was too early to test his contention that interna-
tional institutions could support cooperation in the absence of a hege-
mon. Only if his forecast of U.S. decline over the next decade turned out
to be correct would it be possible to test the theory.*

Whether U.S. power has in fact declined since the mid-1980s is an in-
teresting question, and answers will depend on definitions of power and
the selection of objectives.® In any case, U.S. decline cannot explain the
underprovision of international cooperation, because the hegemonic sta-
bility argument had the logic of the distribution of power backward.
Robert Pahre shows in a fairly general model that large leading states are
able to shift a disproportionate share of the cost of providing public
goods onto their allies, precisely because they are so large that everyone
else has to adjust.® On the other hand, in a repeated public good model it
becomes clear that the more powerful the leader, the narrower the scope
of an enforceable cooperating coalition, because bigger states have bigger
credibility problems.” In this model, the leader can only keep countries in
the contributing coalition if they contribute enough to be worth punish-
ing, and the opportunity cost of imposing the punishment increases as the
leader grows relative to the followers. When we enrich the model to allow
country-specific punishments, the type of cooperation chosen varies as

4Keohane 1984, 219.

SU.S. global military preeminence at the beginning of the twenty-first century is without
historical parallel. U.S. influence in the former Soviet bloc and in areas that were contested
spheres of influence during the Cold War has increased vastly, and there is no longer a for-
midable rival that can deter U.S. military adventures. Per capita income has not quite kept
pace with America’s closest rivals, increasing 43 percent since 1984, as compared to 45 per-
cent in Europe and 47 percent in Japan, but U.S. per capita income remains 1.4 times that
of Europe and 1.3 times that of Japan. Record fiscal and trade deficits are troubling and un-
sustainable in the long run, but the ability to run them without seriously disturbing U.S.
financial markets has served as a signal of the extraordinary strength of the U.S. economy.

$Pahre 1998.
7 Stone, Slantchev, and London 2008.
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well: When possible, larger leading states choose to build discriminatory
regimes rather than multilateral ones that provide public goods; this com-
pensates for the disadvantages of size, which make the leader easy to ex-
ploit. When discrimination is not feasible, we find that dominant leaders
build institutions, but again they do this to reduce the disadvantages of
great power. Given these formal results, U.S. decline cannot explain the
underprovision of international cooperation, although perhaps U.S. pre-
eminence may do so. It is striking in this regard that the United States has
taken an increasingly unilateral posture since the end of the Cold War.

Agency and Delegation

The familiar realist argument about international institutions is that
states do not delegate authority to international organizations because
they fear that cooperation will allow rivals to make disproportional gains
in military power.® This logic only applies to intense, bipolar military ri-
valries,” but two more sophisticated arguments related to agency are plau-
sible. First, states are reluctant to delegate because they anticipate that
agency problems will make intergovernmental organizations difficult to
control. Second, if states do nevertheless delegate functions to interna-
tional institutions, they will do so in a way that allows them to retain sub-
stantial control, so international institutions will not have the autonomy
to exercise much influence that is independent of the power and interests
of states.

The study of agency in international institutions is thriving, particu-
larly in studies of the European Union and the International Monetary
Fund.'? Roland Vaubel argued that international organizations should be
analyzed in a public choice framework that focuses on the agency prob-
lems created by elected officials and international bureaucrats.!’ The
domestic version of this account argues that elected officials delegate to
international organizations in order to escape from their own accounta-
bility to voters and other principals such as nongovernmental organiza-
tions. This is a harsh verdict, but it finds echoes in the popular argument
that the IMF is able to provide political cover for governments that want
to reform their economies but face opposition at home.!? According to
this view, governments seek to deflect the blame for the social cost of eco-
nomic reform by using as a scapegoat an international organization that

8 Waltz 1979; Mearsheimer 1994-95.

?Snidal 1991.

19 Hawkins et al. 2006.

Vaubel 1986.

12Putnam 1988; Haggard and Kaufman 1995; Vreeland 2003.
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is not accountable to voters. At the international level, the public choice
critique argues that the objectives of international bureaucrats are to in-
crease their power, perquisites, and organizational slack. For example, Rawi
Abdelal argues provocatively that the EU Commission, the Secretariat of
the Organization for Economic Co-operation and Development, and the
IMF senior management played key roles in promoting the liberalization
of capital controls in the 1980s and 1990s, in part because they were
competing with each other to control the issue area.!? This returned to the
agenda subsequently, as the IMF staff unsuccessfully tried to use the de-
velopment of its Medium Term Strategy as an opportunity to expand the
IMF’s authority to regulate capital controls.’ In a less critical vein, but
along similar lines, it has been argued that the European Commission!?
and the European Court of Justice!® have played important roles in pro-
moting European integration, often over the objections of some of the
states involved.

These arguments suggest that international organizations seize author-
ity and that international governance may be more robust and intrusive
than is optimal from the point of view of voters or other relevant princi-
pals.’” Alternatively, it may be the case that principals would like to del-
egate more functions to international institutions, but do not do so
because they cannot control the institutions’ policies. This could be the
case for one of two reasons. First, agency problems may arise because
there are multiple principals with divergent preferences. Second, agency
problems may be due to the difficulty of monitoring the policies interna-
tional institutions implement, but only if the preferences of international
bureaucrats are unknown or it is costly when international bureaucrats
shirk.

The influence of multiple principals is the most convincing account, be-
cause alternative agency arguments must assume that international bureau-
crats have substantial information advantages over national authorities.
This seems consistent with the widespread assumption that international
institutions provide information that facilitates cooperation.!® However,
the most convincing empirical stories that have been told about this suggest

13 Abdelal 2007.

14 Work on the Medium Term Strategy began in June 2004 under managing director Ro-
drigo de Rato, and culminated in its publication in September 2005. The proposal to extend
the Fund’s jurisdiction to capital controls was first advanced by staff, subsequently em-
braced by management, and finally killed by the IMF executive board.

15 Sandholtz and Zysman 1989.

16 Garrett 1992.

17 A parallel argument in a constructivist vein attributes mission creep and bureaucratic
dysfunction to organizational cultures that arise within IOs and can become pathological
(Barnett and Finnemore 2004).

18 Keohane 1984.
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that institutions reduce transaction costs by making authoritative deter-
minations about what counts as defection from an agreement.!” That is,
institutions help to facilitate correlated strategies by resolving uncertainty
about the definition of the rules. There are not many examples where in-
stitutions really have superior information. Most intergovernmental or-
ganizations, as for example the WTO, rely upon member states to put vi-
olations of rules on the agenda: they rely on “fire alarms” rather than
“police patrols.”? Even the European Union, the most impressive inter-
national institution in terms of its bureaucratic capacity, cannot rival the
analytic and data collection capacities of its member states. The IMF does
not have an information advantage over borrowers, which filter and often
falsify the data that they feed to it, and arguably has no advantage over
international financial markets, where major investors have the resources
and incentives to procure information. Although it has subsequently
modernized and made significant strides in creating incentives for mem-
bers to provide it with quality data, during the Mexican crisis of 1994-95
the IMF relied on incomplete data reported by the Mexican Central Bank
with a three- to four-month lag, when more complete data were available
daily from Reuters and Bloomberg’s. The IMF management has an infor-
mation advantage over its executive board, but the degree of advantage
varies significantly across countries. The Fund has developed procedures
that allow it to withhold confidential information from the executive
board, including internal memos. ?! However, informal consultations
allow the U.S. Treasury much more extensive access to information, and
in important cases such as Mexico, Indonesia, Korea, Russia, and Ar-
gentina, Treasury officials were directly involved in the negotiations.??
Confidentiality in the IMF has more to do with centralizing control than
with delegating.

Even when institutions have an informational edge over states, an
agency problem arises only if the agents’ types are unknown or the costs
of shirking are substantial. If shirking is not very costly (i.e., discretion is
important, but effort is not), the principal can achieve the desired policy
by appointing an agent who is known to share the principal’s prefer-
ences.”? A great deal is indeed known about agents’ types, to conclude
from the recent public discussions over selection of EU commissioners,
ECB presidents, IMF managing directors, and WTO directors. The prob-
lem of shirking, on the other hand, is not very costly in international or-
ganizations. The IMF has a staff of 2,700, so how much money can it

¥ Reinhardt 2001.

20 McCubbins and Schwartz 1984.
21 Martin 2006.

221IEQ 2003, 2004.

23 Moe 1990.



