Increasing Aid and Its

eveloped countries can help develop-

ing countries achieve the Millennium

Development Goals (MDGs) by pro-
viding more and better aid. Development
assistance can ease the short- and medium-
term resource constraints facing poor coun-
tries, enabling them to make much-needed
investments in infrastructure and social ser-
vices. In many low-income countries, espe-
cially in Sub-Saharan Africa, aid dominates
external development flows. Accordingly,
these countries are particularly dependent on
higher levels of assistance if they are to
achieve the MDGs—and are more vulnerable
to aid shortfalls. The issue that arises is
whether aid can be scaled up effectively in
countries that need it most. Low-income
countries that implement sound economic
policies, strengthen institutions, and pursue
good governance can absorb additional aid
rapidly and effectively.

How aid is allocated and delivered is as
important as its volume for achieving the
MDGs. Aid is more effective in fostering
growth and improving service delivery in
countries with better policies and institutions.
It is also more effective when it is aligned with
recipients’ priorities, when it reduces transac-
tion costs through harmonized and coordi-
nated donor processes, when it is predictable,
and when there is a clear focus on results.

Effectiveness

As a result of the 2002 United Nations
Conference on Financing for Development in
Monterrey, Mexico, donors committed to
providing more—and more effective—aid.
What progress has been made? The recovery
in official development assistance (ODA) that
started in 2001 is continuing, but recent lev-
els and near-term projections fall far short of
what is needed to meet the MDGs. Among
members of the OECD’s Development Assis-
tance Committee (DAC), ODA as a share of
national income remains low relative to the
1990s and before. Moreover, much of the
recent increase in bilateral ODA reflects
donor concerns about regional and global
security. Donor attention to geopolitically
significant countries appears to be crowding
out assistance to countries that need the most
help in achieving the MDGs. A better balance
is needed between poverty reduction and
other donor objectives. Aid policy should
reflect the growing recognition that reducing
poverty and human deprivation is perhaps
the most effective way of promoting long-
term peace and security.

Although the proportion of aid going to
Sub-Saharan Africa is rising, much more
could be done. On average, ODA equaled 6.2
percent of recipients’ GNI in the region in
2003—high relative to other regions, but
below the levels of the early 1990s. Most of
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the $8.5 billion nominal increase in bilateral
ODA to Sub-Saharan Africa between 2001
and 2003 was in the form of debt relief; pro-
gram and project assistance grew by just $0.6
billion. While debt relief helps relieve prob-
lems associated with heavy debt burdens and
creates fiscal space, it is not enough. Substan-
tial increases in program and project financ-
ing are needed as developing countries scale
up their efforts to achieve the MDGs. Sub-
Saharan countries have seen a decline in ODA
for infrastructure and rural and agricultural
development. Investments in these countries’
social sectors have also been inadequate (see
chapter 3). Large shortfalls in financing for
these sectors—which are key to spurring
growth and scaling up MDG-related ser-
vices—point to the need for much higher
ODA.

Discussions continue on proposals to aug-
ment higher aid flows with innovative financ-
ing mechanisms, such as the International
Finance Facility, global taxes, voluntary
mechanisms, and blending arrangements.
The International Finance Facility, proposed
by the U.K. Treasury, is designed to frontload
aid flows in the short term to help reach the
MDGs. In addition, a wide range of propos-
als has been made on ways to raise additional
resources through new global tax instru-
ments. If technical and political challenges
can be resolved, global taxes could comple-
ment the International Finance Facility, gen-
erating additional aid funds in the medium to
long term, when flows under the facility
would diminish.

Policies and institutions in developing
countries continue to improve, promoting a
better enabling environment for scaling up
aid. Although low-income countries as a
group can effectively absorb much more aid,
the amount varies by country. A number of
countries could manage a doubling of assis-
tance in the short to medium term, but capac-
ity constraints pose a significant obstacle in
countries with weak policies and institutions.
In all cases a country-specific approach,
anchored in a poverty reduction strategy
(PRS) framework, is required to assess exter-
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nal financing needs, identify and address
capacity constraints, and appropriately
sequence incremental financing. Absorptive
capacity is a dynamic concept, so even though
capacity may be limited today, it can be built
over time—and aid can play an important
role in that as well.

Donors are allocating more aid to better
performers—those with stronger policies and
institutions—and to poorer countries. But
there is considerable variation among donors,
and some large donors are not very selective
on these dimensions. A sharper performance-
based focus by these donors could strengthen
the overall quality of aid. Increasing attention
is being paid to the special needs of difficult
partnership countries (including low-income
countries under stress), which receive less aid
than predicted by their policy and institu-
tional environments and poverty levels. Thus
a modest increase in aid to this group might
be possible without compromising the per-
formance basis of aid. Recent evidence also
suggests that well-coordinated and appropri-
ately sequenced and directed aid can be effec-
tive in supporting the recovery of countries
from conflict and from situations of excep-
tionally weak policies and governance.
Appropriate and adequate support for capac-
ity building is a priority in these situations.

Progress on harmonization and alignment
has been mixed, and that on managing for
results is just beginning. The 2003 High Level
Forum on Harmonization in Rome and the
2004 Roundtable on Managing for Develop-
ment Results in Marrakech strengthened the
focus on aligning donor assistance with recip-
ients’ national strategies and priorities as
articulated in PRSs or equivalent national
strategy documents, harmonizing donor
processes and procedures with those of part-
ner countries, and managing aid programs
for development results. Yet efforts to imple-
ment good practices in these areas have been
slow and uneven. Progress on harmonization
and alignment is most evident in countries
where governments have worked longest and
hardest to take ownership of the aid process.
Some early progress on managing for results
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is also evident, as the development commu-
nity moves toward implementing the results
agenda. Participants at the March 2005 High
Level Forum on Aid Effectiveness in Paris
reaffirmed their commitment to the global
agenda on harmonization, alignment, and
results. The forum’s Paris Declaration defines
12 indicators for monitoring reforms of aid
delivery and management.

The potentially large financing needs asso-
ciated with the MDGs pose a challenge to
low-income countries in maintaining sustain-
able debt positions. The enhanced Heavily
Indebted Poor Countries (HIPC) initiative
has lowered debt burdens for participating
countries: 27 countries have reached their
decision points and are receiving debt relief,
and 15 of these have reached their completion
points—when creditors provide the full
amount of debt relief committed at the deci-
sion points. Nevertheless, continued mea-
sures are needed by HIPCs and their creditors
to ensure that financing the MDGs will not
lead to excessive buildup of new debt. This
issue of debt sustainability is not limited to
HIPCs; it extends to other low-income coun-
tries with existing or prospective debt pres-
sures. The World Bank and International
Monetary Fund (IMF) are developing a for-
ward-looking debt sustainability framework
for low-income countries that incorporates
systematic analysis of the evolution of key
debt burden indicators (under baseline
assumptions and in the event of plausible
shocks) and that establishes indicative thresh-
olds for these indicators, based on the quality
of a country’s policies and institutions. In
addition, G-7 members have recently offered
a number of new proposals, beyond the HIPC
initiative, for debt relief to low-income and
highly indebted countries.

Looking ahead, there are numerous prior-
ity areas for action on aid:

e Donors need to implement their post-
Monterrey commitments and substantially
raise and extend them beyond 2006—say,
to 2010—with a view to at least doubling
ODA in the next five years. While several

countries have committed to expanding
aid efforts beyond 2006, half of DAC
members have not, including some of the
largest donors. They should do so in 2005.
PRSs should provide the framework for
scaling up aid—assessing financing needs,
identifying and addressing capacity con-
straints, and appropriately sequencing
incremental financing. Where absorptive
capacity is an obstacle to scaling up, aid
can still be effective by focusing on build-
ing capacity and improving service deliv-
ery through innovative mechanisms.
Donors need to further sharpen their focus
on providing aid to better-performing
poor countries. For their part, recipient
countries should expedite efforts to
enhance their capacity to make effective
use of incremental aid flows.

Donors need to address more effectively
the special needs of difficult partnership
countries (including low-income countries
under stress), exerting greater efforts to
better coordinate, align innovatively, and
sequence aid.

Progress on implementing the harmoniza-
tion, alignment, and managing for results
agenda should be accelerated. Bottlenecks
to progress—captured in the 12 indicators
defined by the Paris Declaration—need to
be addressed by donor and partner coun-
tries, and continued focus at the highest
levels in these countries will be required to
accelerate change. Developing countries
need to take more ownership of the aid
harmonization and alignment process.
And donors need to encourage and sup-
port this process, especially through capac-
ity building.

On debt relief, continued effective imple-
mentation of the HIPC initiative remains
key. On proposals for additional debt
relief for poor countries with heavy debt
burdens that are pursuing credible
reforms, efforts should be made to reach
closure in 2005. Additional debt relief
should not cut into the provision of needed
new financing, which for these countries
should primarily be in the form of grants.
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FIGURE 5.1

Recent Trends in Aid

Despite positive trends, donors’ recent aid
efforts lag those of the early 1990s. And though
donor commitments announced at and after
the Monterrey conference point to the prospect
of higher aid, far more is needed. Moreover,
much of the recent increase in development
assistance reflects donors’ strategic concerns.
Only a modest amount is available in cash and
more flexible forms to meet countries’ financ-
ing requirements for the MDGs. Thus far more
aid is needed to meet the MDGs, and a better
balance is needed between donors’ poverty
reduction and other objectives.

As with overall ODA, flows to Sub-Saharan
Africa have been rising. Aid dwarfs other sources
of foreign financing for the region, underscoring
its importance. Still, a major increase in aid will
be required if the region is to achieve the MDGs.

Aid—Rising But Insufficient for MDG Needs

The recovery in ODA that started in 2001 is
holding as donors deliver on post-Monterrey

ODA is rising but is well short of what is needed; donors
need to raise their post-Monterrey commitments and
extend them beyond 2006

DAC members’ net ODA: 1990-2003 and prospects for 2006 and 2010
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Source: OECD 2005a.
Note: Prospects for ODA in 2006 and 2010 are based on DAC members’ post-Monterrey
announced commitments. Not all DAC members have made commitments beyond 2006.
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aid commitments.! Development assistance
increased by 5 percent in real terms in 2003,
down from 7 percent in 2002. Taking into
account exchange rate movements and infla-
tion, which accounted for nearly $8 billion of
the increase, nominal ODA rose by almost
$11 billion in 2003, to $69 billion. Prelimi-
nary OECD DAC estimates indicate that net
ODA rose to $78.6 billion in 2004; the
increase in real terms was much smaller—to
$72.2 billion (at 2003 prices and exchange
rates). If announced aid commitments are
delivered, ODA is expected to grow by nearly
30 percent in real terms between 2003-6 and
could rise to more than $100 billion by 2010
(figure 5.1).2 Several countries have commit-
ted to higher aid efforts beyond 2006, the tar-
get date for the commitments made at the
Monterrey conference, but some of the largest
donors have not done so.

Despite the progress in expanding ODA
since Monterrey, donors’ aid efforts lag
behind those of the early 1990s and before.?
At 0.25 percent in 2003, ODA as a share of
donors’ average gross national income (GNI)
was three-quarters the level in the 1970s,
1980s, and early 1990s, and only about half
the level in the 1960s.* Five countries—Den-
mark, Luxembourg, the Netherlands, Nor-
way, and Sweden—have achieved ODA
shares of 0.7 percent of GNI or more (figure
5.2), and six—Belgium, Finland, France, Ire-
land, Spain, and the United Kingdom—have
announced timetables for achieving that level.
Implementation of such pledges will be vital
to raising aid flows to poor countries; the tar-
get of $5 billion in annual assistance by fiscal
2006 under the U.S. Millennium Challenge
Account is now unlikely to be reached until
fiscal 2007 (box 5.1). Even on announced
pledges, DAC donors’ aid effort is expected to
reach only 0.3 percent of GNI by 2006 and
0.32 percent by 2010, below the level of the
early 1990s. Among the actions being consid-
ered by the European Commission is the set-
ting of new—and higher—interim targets for
ODA relative to members’ GNI for the period
beyond 2006, with the goal of reaching the
target of 0.7 percent as soon as possible.’



FIGURE 5.2 Wide variation in donor effort

ODA as a percent of donor GNI and ODA volumes: 2003 and prospects for 2006
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The Millennium Challenge Account (MCA) is a new bilateral aid mechanism, announced by the
United States at the Monterrey conference and established in January 2004. It allocates new U.S.
aid to poor countries based on their performance in three policy areas: governing justly, investing
in people, and promoting economic freedom. To date, 17 countries are eligible to apply for MCA
assistance. In addition, a threshold program encourages policy reform by offering 13 other coun-
tries help in areas where they fall short of qualifying for the MCA.

MCA-eligible countries identify their own priorities and develop their own MCA proposals,
based on their assessments of the greatest barriers to their development and in consultation with
civil society and the private sector. The Millennium Challenge Corporation evaluates MCA pro-
posals based on their potential for reducing poverty through sustainable economic growth. The pro-
posals are not restricted to any particular sector or area. MCA countries join with the Millennium
Challenge Corporation in multiyear compacts to achieve shared development objectives. The com-
pacts identify the responsibilities of each partner and contain clear objectives, benchmarks to mea-
sure progress, procedures to ensure fiscal accountability for the use of MCA assistance, and plans
for effective monitoring and objective evaluation of results. Programs are designed to enable
progress to be sustained after funding under the compacts has ended.

The initial target envisioned $35 billion in annual assistance under the MCA by fiscal 2006. The
U.S. administration’s fiscal 2006 budget request of $3 billion doubles the 2005 appropriation and
envisions expansion of MCA funding to $5 billion in fiscal 2007. The Millennium Challenge Cor-
poration approved the first MCA compact in March 2005, with Madagascar (providing nearly $110
million for a four-year project), and disbursements are expected to begin in spring 2005.

Source: Millennium Challenge Corporation 2003, 2005.
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FIGURE 5.3 Debt relief and technical assistance dominate the increase in ODA

Breakdown of nominal increase in net ODA by DAC donors in 2001-03
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Source: OECD DAC database.
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Note: Total nominal increase in DAC members’ net ODA in 2001-3 was $16.6 billion. The corresponding real increase was $6.6 billion in 2002
prices and exchange rates. Sub-Saharan African LICs does not include the Democratic Republic of Congo.

Again, donors need to commit to expanding
aid efforts beyond 2006, to 2010 or beyond.®

Most of the increase in development assis-
tance has been in the form of noncash assis-
tance and debt relief.” Debt relief and
technical cooperation accounted for two-
thirds of the $16.6 billion nominal increase in
DAC members’ net ODA between 2001 and
2003, with $5.9 billion allocated to debt
relief and $4.8 billion to technical coopera-
tion (figure 5.3).8 At about 17 percent, emer-
gency disaster relief and food aid also
represented a significant portion of the
increase. The increase in these categories cut
into the shares of assistance available in cash
and more flexible forms—for program and
project assistance—to meet countries’ financ-
ing requirements for meeting the MDGs. For
example, bilateral ODA for program and
project assistance increased by a modest $0.6
billion during this period. This category
accounted for just a quarter of bilateral ODA
in 2003, down from a third in 2001 and well
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below the roughly 60 percent average of the
1980s. Debt relief levels will remain high (and
rise) in the near term as more countries reach
their completion points under the enhanced
HIPC initiative, and because of the recent
decision by donors to forgive up to 80 percent
of Irag’s debt to the Paris Club. Possible addi-
tional debt relief to poor countries beyond the
enhanced HIPC initiative would also affect
the size of this category. While debt relief is
crucial to relieving problems associated with
high debt burdens and to expanding fiscal
space, donors will need to ensure that addi-
tional relief does not crowd out needed
increases in financing for development (for
further discussion, see the section below on
debt relief).

Global and regional security concerns have
boosted aid flows as well. Aid to Iraq was
sharply higher at $2.3 billion in 2003, up
from $0.1 billion in both 2001 and 2002.
Between 2001 and 2003 aid to Afghanistan
nearly quadrupled, to $1.5 billion, and devel-
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opment assistance to Jordan tripled. Pakistan
received large amounts of net aid in 2001 and
2002 (about $2 billion a year), but loan repay-
ments on previously rescheduled debt lowered
net flows in 2003. In addition, the Dayton
Peace Accord countries—Bosnia and Herze-
govina, Croatia, and Serbia and Montene-
gro—continue to receive large amounts of aid,
averaging $2.2 billion a year in 2001-3.

Non-DAC countries contribute significant
assistance to developing countries, with such
flows reaching $3.4 billion in 2003, or 5 per-
cent of DAC ODA—more than twice the level
in 2001.° Saudi Arabia continued to be the
largest donor in this group; its ODA contri-
butions jumped from less than $500 million in
2001 to $2.4 billion in 2003. Other non-DAC
countries have also rapidly increased their
ODA. For example, the Czech Republic more
than tripled its development assistance during
this period, providing $91 million in 2003.

Important contributions to development
efforts in poor countries are also being made
through South-South cooperation, particu-
larly through the sharing of experience and
know-how. Comprehensive data on South-
South development assistance are not avail-
able, but countries such as Brazil, China, and
India have been particularly active in provid-
ing technical assistance to low-income coun-
tries.!” South-South assistance is expected to
grow as these larger economies continue to
record impressive economic and technologi-
cal advances. Grants from nongovernmental
organizations (NGOs), using their own
resources, also continue to rise. These grants
totaled $10.1 billion in 2003, up from $8.8
billion in 2002, and are expected to be
sharply higher in the aftermath of the recent
Asian tsunami.

Although multilateral ODA—comprising
grants and net concessional lending—has
grown in recent years, total multilateral flows
to developing countries have declined. Multi-
lateral ODA grew by 7 percent in nominal
terms between 2001 and 2003, with higher
grants offsetting a decline in net concessional
debt flows. Nonconcessional lending by mul-
tilaterals, mostly to middle-income countries,

has exhibited considerable variation—reflect-
ing less nonconcessional borrowing from the
IME, repayments on past crisis financing
packages, and prepayments of loans to the
World Bank.

Because of rising incomes in developing
countries, higher aid volumes have translated
into only a modest rise in the share of ODA
in recipients’ GNI. Indeed, in 2003 this share
is only slightly above the low of 1997 and is
expected to remain in a narrow range
through 2006. The weight of aid in recipients’
economies is largest in Sub-Saharan Africa,
averaging 6.2 percent of GNI in 2003—at
least four times that in other regions, signal-
ing the importance of aid for Africa (figure
5.4). Globally, per capita ODA edged up in
recent years, averaging about $14 in 2003,
though this was below the level of the early
1990s. Again, there was wide regional varia-
tion, with Sub-Saharan Africa receiving the
most ODA per capita.!!

Improving Trend in Development
Assistance to Sub-Saharan Africa

Mirroring the recovery in overall ODA,
development assistance to Sub-Saharan
Africa has begun to rise from its substantial
slide of the 1990s. In real terms, aid to the
region is higher now than in the early 1990s.
The region is also receiving a larger share of
net ODA (disbursements): At about $24 bil-
lion, its share of total ODA was 33 percent in
2003, up from 27 percent in 2000. Most aid
to the region is in the form of grants—bilat-
eral donors provide nearly all their assistance
as grants, and multilateral net ODA consists
of highly concessional loans (60 percent) and
grants (40 percent). In 2001-3 the United
States and the International Development
Association (IDA) were the largest donors to
Sub-Saharan Africa (with the U.S. share
sharply higher in 2003, at 20 percent), fol-
lowed by France and the European Commis-
sion (figure 5.5). Several bilateral donors,
such as Belgium, France, Ireland, Italy, and
Portugal, allocate more than half of their
bilateral net ODA to Sub-Saharan Africa.
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FIGURE 5.4 Dependence on aid varies by region and is highest in Sub-Saharan Africa

Size of ODA in recipients’ economies (2003)
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FIGURE 5.5 Sub-Saharan Africa’s largest donors
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While the positive trend in devel-
opment assistance to Sub-Saharan
Africa is encouraging, the increase in
aid provided in cash and more flexi-
ble forms—program and project
assistance—has been rather modest.
Most of the $8.5 billion increase in
net bilateral ODA to the region
between 2001 and 2003 was in the
form of debt relief ($5.6 billion) and
emergency and disaster relief and
food aid ($1.5 billion).'?> The increase
in program and project assistance (in
cash) was only about $0.6 billion.

The increase in total ODA—bilat-
eral and multilateral—to the region
was concentrated in a handful of coun-
tries. The Democratic Republic of
Congo received an additional $5.1 bil-
lion (most of it for debt relief opera-
tions), Cameroon $480 million, Sudan
$436 million, Tanzania $398 million,
and Ethiopia $389 million.!? Other
countries in the region received about
$2.5 billion. Although the amount of

aid allocated to social services has grown, that
to infrastructure and rural and agricultural
development has steadily declined.
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Although aid to Sub-Saha-
ran Africa is rising, much
more will be needed to sup-
port its efforts to achieve the
MDGs. Again, ODA averages
6.2 percent of recipients’
GNI, and while this is high
relative to other regions, it is
well below the levels of the
early 1990s and the estimated
needs to meet the MDGs.
There is also large variation
in aid flows across Sub-Saha-
ran countries. A handful of
countries, such as Mozam-
bique and Sierra Leone, have
very high aid to GNI ratios.
Indeed, in one-sixth of 42
countries in the region, bilat-
eral ODA is equal to more
than 10 percent of GNI. Yet
in almost as many that share

FIGURE 5.6 Official flows are the main source of external finance for Sub-Saharan Africa,

twice as large as FDI and nearly four times as large as remittances
Financial flows (long-term), 2003
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the corresponding distribu-
tion was nearly 40 percent and 2 percent,
respectively.

ODA accounts for nearly 55 percent of
foreign financial flows to Sub-Saharan Africa
(figure 5.6), up from the levels of the late
1990s.'* Foreign direct investment (FDI) is
also a significant source of external finance
for the region. In 2003 FDI was equal to 2.5
percent of GNI for Sub-Saharan countries,
larger than the share for low-income coun-
tries (1.5 percent) and slightly higher than the
average for all developing countries (2.3 per-
cent). FDI is concentrated in a few large,
resource-rich economies, with more than half
going to Angola, Nigeria, and South Africa in
2001-3. In 2003 remittance flows to the
region equaled just 1.5 percent of GNL'
Remittances are also concentrated in a few
countries, with Kenya, Nigeria, and Sudan
receiving almost 55 percent of these flows in
2001-3.

Most Sub-Saharan countries have limited
prospects for attracting FDI. While many
countries have gone through tough reforms
to liberalize their economies, promote macro-

economic stability, and rationalize taxes and
tariffs, much remains to be done. FDI is
strongly influenced by a country’s investment
climate—and among developing countries,
those in Africa have the most regulatory
obstacles to doing business.!®

African countries perform especially
poorly on the costs of starting a business,
enforcing contracts, registering property,
and labor regulation flexibility. The costs of
a weak investment climate can be substan-
tial. Data from investment climate surveys
show that in terms of sales lost, such costs
are two to three times larger in Kenya, Tan-
zania, and Zambia than in Brazil and
China. The composition of these costs
varies dramatically across countries: in
Kenya and Tanzania weak infrastructure
services are particularly burdensome, while
in Zambia bribes are especially costly. Thus
priority areas for reform also vary by coun-
try. Other country features, such as small
size and geographic location (especially
being landlocked), are further constraints to
attracting FDI.
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Sub-Saharan countries need to accelerate
reforms to enhance their investment climates.
They also need to scale up investments in
basic infrastructure. Over time, such changes
will attract more FDI. But in the near to
medium term, increases in ODA will remain
critically important for the region.

Innovative Financing Mechanisms to
Augment Traditional Aid

In the absence of sufficient traditional ODA,
innovative financing mechanisms may be
required to increase aid flows. Several pro-
posals are under discussion.!”

INTERNATIONAL FINANCE FACILITY

The International Finance Facility (IFF) is a
proposal designed to frontload aid flows in
the short term to help countries reach the
MDGs. Donors would make off-budget
pledges of future increases in aid commit-
ments. The IFF would use the pledges as
backing to issue AAA-rated bonds. Bond pro-
ceeds would be channeled through existing
aid programs. Over time the IFF would draw
down the donor pledges to pay off its bonds.
Future aid budgets would thus be used to sup-
port aid disbursements as and when they are
needed in the short term.

Technical aspects of the IFF proposal are
being addressed through a pilot IFF for
Immunization (IFFIm). This pilot facility
would raise frontloaded, reliable funding
over a number of years to expand global
immunization efforts to help achieve the child
mortality MDG.!8 The IFFIm would largely
rely on the governance structures and coun-
try programs of the Global Alliance for Vac-
cines and Immunization (GAVI) and the
Vaccine Fund.

The frontloaded IFFIm funds would be
used for two main purposes: accelerating pro-
duction of new and existing vaccines, to stim-
ulate private investment and competition and
to reduce vaccine costs more rapidly than if
there were no scaling up; and strengthening
capacity to deliver vaccines to save children’s
lives immediately, reduce the risk of disease,
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and support other health interventions by
improving public health infrastructure.

The IFFIm is intended to be a small IFF,
and if successful would serve as proof of con-
cept for some aspects of the larger IFF: the
capacity to garner donor support for such a
mechanism, resolution of issues on the fiscal
treatment of contingent donor pledges, and
acceptance of [FF-generated AAA bonds by
rating agencies and capital markets.

GLOBAL TAXES

A wide range of proposals has been made on
ways to raise additional revenue through the
introduction of global tax instruments. Global
tax proposals should be judged by their rev-
enue adequacy and stability, efficiency, equity,
ease of collection, and minimum coalition
size. Additionality must also be considered:
allocating the proceeds of a tax to develop-
ment spending may partially or completely
displace spending from traditional sources. In
addition, detailed aspects of implementation
have received relatively little attention.

Increasing international attention on how
to move forward on specific mechanisms may
lead to more focused work on promising
alternatives. One possibility recently put for-
ward in the European Union would be an
international airline fuel tax, which would
address two externalities: the environmental
damage caused by air transportation and the
failure of international tax coordination in
that airline fuel, unlike any other fuel, is gen-
erally untaxed. Such a tax could raise some
$9 billion a year, if levied globally at a rate of
$0.20 a gallon. As another example, it has
been estimated that a tax on arms sales could
raise $2.5-5.0 billion a year.' If technical
and political difficulties can be resolved,
global taxes could complement the IFF, gen-
erating additional aid funds in the medium to
long term as IFF flows, designed to increase
development funds in the short term, dimin-
ish while its bonds are being repaid.?°

VOLUNTARY CONTRIBUTIONS

Private contributions to finance development
are increasing. They are made in a range of
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ways that could be expanded, encouraged,
and made more effective without impinging
on their voluntary and private nature. Some
mechanisms, such as the establishment of
“affinity” credit cards that provide funding
for development through voluntary sur-
charges, could be undertaken by interested
banks or companies. Others, such as the cre-
ation of a special-purpose global lottery or
premium bond, would require regulatory
action by participating countries, either uni-
laterally or acting in concert. Given the rela-
tive lack of clear, consistent global data about
these flows, the international community
could benefit from a more systematic work
program to explore what governments can do
to encourage private and voluntary flows for
development, and to foster their effective
channeling and use in support of developing
countries’ priorities.

BLENDING ARRANGEMENTS

Blending arrangements—that is, combining
flows with different financial terms and charac-
teristics (such as grants, loans, and guarantees)
to increase concessionality or gain leverage—
are a possible way to augment resources for the
MDG agenda, fund global and regional public
goods, and address individual country circum-
stances, such as creditworthiness constraints
affecting gap countries.?! Blending mechanisms
could be structured in a variety of ways to pro-
vide different types of funding based on country
and program circumstances.

The Need for—and Challenges
of—Increasing Aid

Current and near-term projections of develop-
ment assistance fall far short of what is needed
to meet the MDGs. Although recent estimates
of the additional resources needed to achieve
the MDGs vary widely, they all point to a sig-
nificant financing gap (box 5.2). At the con-
servative end of these estimates, ODA must
increase by at least $50 billion a year, with the
increases phased in alignment with growth in
recipients’ absorptive capacity. The UN Mil-
lennium Project projects the additional exter-

nal assistance needed to directly support the
MDGs in low-income countries at $73 billion
in 2006, rising to $135 billion by 2015.22
Financing the MDGs and other needs would
require nearly tripling net ODA. Because cost-
ing the MDGs is difficult, there is much debate
on the amounts needed to achieve them.?3 Still,
there is broad agreement that current develop-
ment assistance is insufficient and that sub-
stantially more aid is needed.

At current trends, most developing countries
will fall far short of achieving the MDGs for
health and education. The financing needs for
meeting these goals are large relative to avail-
able domestic resources, and significantly
higher aid will be needed to fill the financing
gap. Adequate progress by developing coun-
tries on the health goals, where projected short-
falls are greatest, will require at least $25 billion
a year in additional aid. Additional aid require-
ments for meeting the primary education goal
in low-income countries are estimated to be at
least $3 billion a year (see chapter 3).

Developing countries also need to address
serious gaps in infrastructure.>* Annual spend-
ing on infrastructure—electricity, transport,
telecommunications, water, and sanitation—is
about 3.5 percent of GDP in these countries,
against estimated needs of about 5.5 percent to
reach the MDGs. The shortfall in infrastruc-
ture financing is worse in poorer countries. For
example, Sub-Saharan Africa needs to double
annual infrastructure spending from 4.7 per-
cent to 9.2 percent of GDP (see chapter 2).
Ethiopia shows just how large the infrastruc-
ture gap is: In 2001 its road density was 0.029
kilometers per square kilometer of land—
about a quarter of the average for low-income
countries. Scaling up Ethiopia’s road density
by a factor of three, as part of a strategy to
accelerate progress toward the MDGs, would
cost some $7.2 billion over 2005-15. This
amount is more than three times what invest-
ment would be if current trends continued.
Clearly, many low-income countries do not
have sufficient domestic resources or access to
global financial markets to finance such
investment.?> More aid will be critical to accel-
erating provision of infrastructure.
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The UN Millennium Project (2005) conducted detailed MDG-based needs assessments for five low-
income countries—Bangladesh, Cambodia, Ghana, Tanzania, and Uganda. In Ghana, for example,
per capita expenditure needs are projected at $80 in 2006, rising to $124 by 2015. The bulk of such
spending will have to come from external financing: $52 in 2006 and $70 in 2015. (During this
period domestic resource mobilization is expected to rise by about 4 percentage points of GDP.) The
assessments for the other low-income countries suggest similar external financing needs: $40-$50
per capita in 2006, rising to $77-$98 in 2015. The study projects the MDG financing gap in low-
income countries to be $73 billion in 2006, rising to $135 billion in 20135. The gap in middle-income
countries is projected to be $10 billion a year. Meeting the MDGs and other needs in low- and mid-
dle-income countries implies additional ODA over 2003 levels of $66 billion in 2006 and $126 bil-
lion in 2015—a nearly threefold increase in net ODA by 2015. This implies that the share of ODA
in donors’ GNI will be 0.44 percent in 2006, rising to 0.46 percent in 2010, and reaching 0.54 per-
cent by 2015.

Several other studies have tried to place a figure on the global cost of meeting the MDGs. These
were discussed in detail in the Global Monitoring Report 2004, so their results are only summa-
rized here. The range of estimates varies widely, but most point to the need to increase ODA by at
least $50 billion.

The Commission for Africa (2005) estimates that achieving the MDGs in Sub-Saharan Africa
will require $75 billion a year in additional financing. Two-thirds of the increase ($50 billion) would
come from external sources. The Commission recommends proceeding in two stages. In the first
stage an additional $25 billion a year would be required within three to five years (2006-2008/10)—
doubling aid to Sub-Saharan Africa over 2004 levels. Implementation of the second stage would be
based on an assessment of the improvements in governance and aid quality achieved in the first
stage.

Estimates of additional ODA requirements vary widely

Study Estimate of additional annual ODA required to meet the MDGs

UNMP (2005) Increase over 2003 of $66 billion in 2006, $83 billion in

2010, and $126 billion in 2015

Development Committee (2003, 2004) Initial increment of at least $30 billion (for MDG

investment needs), rising to more than $50 billion
United Nations (2001) About $50 billion (to directly support the MDGs)

For Sub-Saharan Africa, $25 billion (doubling ODA)
within 35 years, and $50 billion by 2015

Commission for Africa (2005)

Recent evidence suggests that aid can
boost growth if it is invested well, say, in
infrastructure.>® A cross-country study also
finds that aid that directly supports invest-
ment has a positive influence on growth.?”
Thus budget support, balance of payments
support, and investment in infrastructure
and productive sectors like agriculture
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appear to have a positive impact on growth
in the short term. Aid to social sectors also
contributes to growth, but its impact is
longer term. Importantly, the case for more
aid to education and health, apart from its
“narrow” contribution to economic growth,
derives from its impact on the nonincome
dimensions of poverty.
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Absorptive Capacity Constraints
to Scaling Up Aid

Scaling up of development assistance will be
effective only if poor countries have adequate
capacity to absorb more aid. Capacity con-
straints to effective absorption of resources
can manifest themselves at a number of lev-
els—from national policy and public budget
management to local service delivery—and in
various ways—including macroeconomic
management, institutional capacity, infra-
structure, human capital, social, and cultural
factors. But not all constraints are equally
binding; some can be eased in the near term,
while others may take longer.?® Constraints
related to the labor market (such as the sup-
ply of skilled health and education service
providers) and the quality of governance (cor-
ruption) might take more time to resolve,
while issues such as weak public expenditure
management can be overcome more readily.?’
Moreover, changes can be mutually reinforc-
ing, with improvements in one area serving as
a catalyst in others. All these aspects imply
that sequencing is central to capacity build-
ing: Interventions across the range of con-
straints should be prioritized, and public
investments aligned with those priorities.

The complex, dynamic nature of capacity
building points to the need for country-spe-
cific approaches to identifying, analyzing,
and addressing capacity constraints. Box 5.3
provides a preliminary assessment of Ethiopia’s
ability to achieve the MDGs and of labor,
macroeconomic, and infrastructure con-
straints to resource absorption. The modeling
framework used helps capture country- and
sector-specific constraints (such as skilled
labor shortages), cross-effects from investing
in related MDGs, and the role of sequencing
investment. The simulation results show that
it will be possible for Ethiopia to achieve the
MDG:s if aid (grants) roughly doubles (as a
share of GDP) by 2015. They also help illus-
trate key absorptive capacity constraints, lim-
its to frontloading of disbursements, and the
importance of careful sequencing of increases
in aid and associated investments.

An Improving Environment
for Aid Absorption

The policy and institutional environment in
developing countries has steadily improved in
recent years, creating a better environment
for scaling up aid. In addition to pursuing
sound macroeconomic policies and better
public sector management, developing coun-
tries have strengthened institutions, improved
governance, pursued wide-ranging structural
reforms, and adopted policies of social inclu-
sion and equity. The overall improvement in
policy frameworks and institutional perfor-
mance has contributed to faster growth in
these countries. The average quality of poli-
cies and institutions, as measured by the
World Bank’s Country Policy and Institu-
tional Assessments (CPIAs), has risen over the
past five years. Although improvements in
some areas (such as institutions and public
sector management) have lagged those in oth-
ers, the overall upward trend is widespread.
In tandem, output growth has more than
doubled over the average rate of the 1990s,
with low-income regions such as South Asia
and Sub-Saharan Africa seeing much stronger
growth.30

A 2003 Development Committee report
assessed the capacity of 18 well-performing
low-income countries to effectively use more
aid to achieve the MDGs. It found that the five
large Asian countries in the sample
(Bangladesh, India, Indonesia, Pakistan, Viet-
nam) could absorb an immediate doubling or
more of aid. Some Sub-Saharan countries
(such as Ethiopia and Madagascar) could,
with substantial policy reforms, also absorb a
doubling of aid. Overall, the Sub-Saharan
countries in the sample were found to have the
capacity to use additional aid productively if
they continued and strengthened reforms. Of
course, there was considerable variation in
absorptive capacity across countries.

The UN Millennium Project recommends
identifying well-governed low-income coun-
tries as fast-track countries that could receive
large increases in assistance.’! Existing perfor-
mance-based criteria—such as being eligible to
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Government policies and the flow of foreign aid required to reach the MDGs have strong econo-
mywide effects that, through markets for labor, goods, services, and foreign exchange, feed back on
the MDG targets. Measuring and projecting MDG costs and achievements must therefore be based
on an economywide approach that complements in-depth sector studies. To examine these macro-
micro linkages for Ethiopia—a very poor country for which the MDGs pose enormous challenges—
a model has been calibrated to country data to capture select macro and sector-specific constraints.
Simulations of progress toward the MDGs are possible that reflect, in particular, labor market, infra-
structure, and macroeconomic constraints.

Projections of income poverty levels through 2015 under three scenarios are shown in the fig-
ure. The first scenario is a continuation of present trends. Annual GDP growth follows the trend
rate over the past decade (3.6 percent), external aid increases marginally (by 1.5 percent a year)
above the current level ($16 per capita), and there is modest investment in physical infrastructure.
Under this scenario Ethiopia will fall significantly short on all the MDGs, with poverty falling mod-
estly—from its current 35 percent to 29 percent—and weak progress toward the other goals.

The second scenario adds public investment in basic infrastructure (roads, other transport,
energy, irrigation), which is considered critical to growth. Infrastructure investment is frontloaded,
growing by 10 percent a year until 2009 and § percent a year thereafter, reflecting network effects.
Without this investment, Ethiopia cannot reach the first MDG of halving income poverty. The net-
work effects from improved infrastructure enable returns to private sector activities—worker pro-
ductivity, agricultural yields, and so on—to rise over time. Such investment would require a 15
percent increase in foreign grants relative to the base case. Productivity gains would help boost
annual GDP growth to nearly 5 percent after 2009, and poverty reduction would be accelerated,
falling to 22 percent by 2015.

Under the third scenario, investments in public services are set at the levels required to achieve
the core human development MDG targets—universal primary education completion, two-thirds

Projected income poverty in Ethiopia, 2003—15 (Headcount index)

MDG 1: Share of population living on $1 (PPP) per day or less
Percent
40 -

35 -

30 -

25

15 1 1 1 1 1 1 1 1 1 1 1 1 1 ]

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015
- Base = Base-infrastructure Meeting MDGs

Note: The projections use the Ethiopia Maquette for MDG Simulation (MAMS) model, parameterized using data from the Ethiopian
poverty assessment (World Bank 2005a).
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reduction in under-five mortality, three-quarters reduction in maternal mortality, and halving the
population share without access to improved water and sanitation services. This scenario requires
a gradual but substantial increase in foreign grants, rising to around $60 per capita, or about 40
percent of GDP, by 2015—roughly twice current aid as a share of GDP.

These scenarios illustrate several key points. It is possible to achieve the MDGs—provided
there is adequate external grant financing, and expansion of MDG-related services is accompa-
nied by investment in basic infrastructure to raise growth. Additional aid is essential. Relying on
domestic resources to finance such investment would reduce income growth, lower household
consumption, and deepen poverty, even though some of the human development MDGs might be
achieved. Investment in basic infrastructure is key to supporting economic expansion. Without
better growth performance, income poverty goals will not be achieved. In the short run this
requires improving physical infrastructure, whereas investing in human development has a longer-
term impact on growth.

This framework helps illustrate the important role of absorptive capacity and the lags inherent
in expanding capacity. Consider investing to achieve the second MDG—universal primary educa-
tion completion by 2015. Ethiopia currently has about 75,000 teachers and a student-teacher ratio
of 75:1. To meet the goal with an unchanged student-teacher ratio, more than 52,000 additional
teachers will need to be trained and deployed by 2015—while as many as 160,000 more teachers
would be required for a much-needed reduction in the ratio to 40:1. Recruiting teachers will require
increasing the supply of skilled labor—a gradual process with a lagged response—or raising real
wages to hire skilled labor away from alternative uses. But raising wages to attract skilled labor
raises the costs of public services, draws skilled labor from the private sector, and crowds out pri-
vate growth.

Constraints to absorptive capacity are also evident in the macroeconomic impact of higher aid
flows. Aid permits a larger trade deficit and increases the demand for goods and services. This puts
upward pressure on the exchange rate and reduces the competitiveness of both exports and import-
competing goods. Over time this may shift the economy away from production for export, make it
more dependent on aid, and reduce growth (often called the “Dutch disease”). In the third scenario
above, which requires roughly a doubling of aid to GDP by 20135, the real exchange rate appreci-
ates and leads to shrinkage of the export sector. But if public investment made possible by aid
increases productivity and removes constraints to growth, this potential drag on output can be off-
set. This underscores the importance of well-targeted investment and policy measures to offset these
costs—particularly improvements in the business environment and trade reforms that improve mar-
ket access and reduce behind-the-border barriers to export productivity.

The importance of investment sequencing is another lesson from these simulations. Priority must
be placed on basic infrastructure investment because of its key role in raising the underlying growth
rate and achieving network productivity effects. At the same time, investments must proceed in
human services that address binding constraints—such as education to ease skilled labor con-
straints—and where production lags require earlier attention. Priority should also be given to invest-
ments that generate positive externalities and lower costs. Investments in water and sanitation, for
example, accelerate improved health outcomes.

There are also implications for the pace of investing in the MDGs. Frontloading infrastructure
investment helps accelerate growth through productivity gains. But frontloading expenditures on
social and other MDG services runs into absorptive capacity constraints relatively quickly. Real
wages rise, the exchange rate appreciates, and growth is compromised. Simulations suggest that for
Ethiopia the cost-minimizing share of spending on MDG social services over the first five years is
about one-fifth of total expenditures by 20135 (in present value terms) to meet goals related to these
services. Note, however, that this calculation ignores the welfare gains of accelerated service deliv-
ery due to frontloading.

Finally, improved governance and institutional capacity are crucial to effective delivery of pub-
lic (and private) services. Both strengthen absorptive capacity and can greatly reduce the costs of
improving service delivery over time.

Sources: Bourguignon and others 2004, 2005; Lofgren 2004.
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apply for assistance under the U.S. Millen-
nium Challenge Account, having reached
the completion point under the HIPC initia-
tive, or participating in the African Peer
Review Mechanism (APRM) of the New
Partnership for Africa’s Development
(NEPAD)—could be used to assign fast-
track status to countries.

As the relevance of the poverty reduction
strategy (PRS) approach continues to grow,
the enabling environment for growth and
poverty reduction is expected to improve fur-
ther. In low-income countries Poverty Reduc-
tion Strategy Papers (PRSPs) provide the
strategic and operational framework for pro-
grams and policy reforms to promote growth
and reduce poverty. The papers are now also
broadly viewed as the key operational vehicle
for achieving the MDGs. By the end of Feb-
ruary 2005, 47 countries had prepared full
PRSPs, and 12 others had prepared interim
PRSPs.32 Of these, 33 were Sub-Saharan
countries. Solid progress has been achieved in
many aspects of the PRS approach, but a key
challenge going forward is to deepen imple-
mentation on the ground. (See chapter 1 for
further discussion of the PRS process and
related agenda.)

Countries are paying more attention to
improving public expenditure management,
which is key for effective aid use. By strength-
ening such systems, public resources can be
aligned better with development priorities,
and budget processes can be made more
transparent. Many countries have made or
are planning significant changes in public
expenditure management, and country strate-
gies increasingly include measures to enhance
it.>3 Sustained government commitment and
strong, well-coordinated donor assistance
can boost progress on strengthening public
expenditure management capacity.

POVERTY REDUCTION STRATEGIES AND
BUDGETS: PROGRESS IN DELIVERING
AID IN SUB-SAHARAN AFRICA

Several recent studies have reviewed budgets
in highly aid-dependent countries to assess
how PRSs have helped improve aid delivery.
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The studies have found that the PRS process
has fostered improvements, though there is
much room for further progress.’*

Uganda saw foreign aid increase by nearly
5 percentage points of GDP between 1997/98
and 2001/02. The increase came in the form
of budget support, with 60 percent in grants
and the rest in concessional loans. Untied
budget support was provided through World
Bank Poverty Reduction Support Credits
(PRSCs)—a series of annual credits support-
ing a three-year rolling reform program—and
grants from other donors.?* This approach
made the overall budget envelope more pre-
dictable and helped boost service delivery,
especially to poor people.3® Between 1998/99
and 2002/03 the ratio of actual disburse-
ments to amounts initially programmed rose
steadily, from less than 40 percent to more
than 85 percent. During this period devia-
tions in budget outturns and allocations nar-
rowed, with the discrepancy index falling
from nearly 10 percent to 5.5 percent.’” In
addition, the share of the budget allocated to
the Poverty Action Fund more than doubled,
from 17 percent in 1997/98 to 37 percent in
2002/03.

In Tanzania foreign assistance more than
doubled during 1999-2003, and donors now
finance about 90 percent of the country’s
development budget.?® Increases in donor
financing were associated with increases in
priority sector spending.’* With PRS imple-
mentation, government spending on priority
sectors increased continuously, and by fiscal
2002 such spending exceeded ODA (figure
5.7). But donor funding still exceeds spending
on core priority areas, implying that there is
scope for sharpening donor focus on these
areas. As donors align with national priori-
ties, there is also scope to better integrate
their support with the budget.*® Aid contin-
ues to be highly variable, and though this
variability has declined in recent years, it still
exceeds that of domestic revenues. Within-
year variability of aid flows is substantial as
well.

In Burkina Faso, with foreign assistance
comprising 40 percent of the budget, donor
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alignment with national priorities is crucial
to successful implementation of the PRS. Aid
is increasingly aligned with priority sectors,
as evidenced by the narrowing gap between
ODA and spending on priority sectors and
core priority areas (see figure 5.7).*! Never-
theless, the gap between development assis-
tance and spending on core priority areas
remains high, at about 4 percentage points of
GDP in 2002—implying that aid is being
spent on noncore priority areas. Since the
country’s PRS was developed, donors have
been shifting the composition of aid toward
budget support. As a result program loans
and grants increased from 2.6 percent of
GDP in 1998 to 4.0 percent in 2002, while
project loans and grants fell from 8.5 percent
of GDP to 6.6 percent. The in-year variabil-
ity of aid is large, however: During
1996-2000 about 60 percent of aid dis-
bursements were in the last quarter of the
year. This bunching of assistance, which is
usually not synchronized with the budget
cycle, makes it difficult for the country to
finance its budget effectively. Receiving funds

FIGURE 5.7 Higher development assistance is increasingly supporting and catalyzing more spending in priority areas

Official development assistance and spending on priority sectors and core priority areas (as a percentage of GDP)
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at the beginning of the fiscal year would con-
tribute to better public expenditure manage-
ment. Gaps between PRS projections and
actual expenditures can be both large and
variable. Gaps in primary education expen-
diture are in part due to a shortfall in foreign
financing—that is, a gap between projected
and actual financing. When foreign financing
has been late or postponed, this is reflected in
a gap between PRS projections and actual
expenditures. When foreign financing has
been delivered as projected, this gap is rela-
tively small.

COUNTRY STUDIES ON SCALING UP

Development efforts are being scaled up at
the national, state, and community levels.
The Shanghai conference on scaling up
poverty reduction, held in May 2004, show-
cased a broad range of successful country
interventions to reduce poverty and expand
access to health, education, water, and other
key services (box 5.4). These experiences
reinforce some of the factors shown by other
evidence as common to successful scaling

Burkina Faso
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Source: Alonso and Utz 2004; Alonso 2004.
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The May 2004 Shanghai conference on scaling up poverty reduction presented a number of coun-
try cases of successful efforts to reduce poverty and scale up service delivery. In El Salvador, for
example, education reforms have resulted in universal primary enrollment. Years of conflict had
weakened the country’s education system, and by the end of the 1980s more than a quarter of the
population was illiterate, and a fifth of primary school-age children were not in the system. But in
the early 1990s the country started reforming the system. The reforms transferred resources and
decision making to stakeholders such as schools, communities, and parents. In addition, between
1992 and 2002 public spending on education rose from 1.9 percent of GDP to 3.3 percent. The
reforms, which were supported by World Bank sector loans, targeted low-income and rural areas,
and helped achieve a gross primary enrollment rate of 112 percent—and more than doubled the
secondary enrollment rate, to 56 percent. El Salvador’s successful education program has spurred
similar innovations in Guatemala and Honduras.

In Indonesia the community-based Kecamatan Development Program has been used to develop
infrastructure and alleviate poverty in rural areas. It started small in 1997, operating in 25 villages,
and by 2003 it had been scaled up to 28,000 villages. The program provides rural communities with
block grants to build small-scale productive infrastructure. The communities receive the transfers
at the beginning of the planning cycle, providing certainty of funding. Execution is decentralized,
with planning and decision making directly involving local communities. In its first seven years the
program reached 35 million people. Other social funds that have involved communities in the plan-
ning and decision-making process—such as in Malawi, Yemen, and Zambia—have likewise had

national scope and impact.

Source: World Bank 2004d.

up: institutional and policy change; innova-
tion, learning, and adaptation; political
leadership and sustained commitment; part-
nership with all stakeholders (which is key
for service delivery); and a supportive exter-
nal environment.

In sum, emerging country evidence, recent
research, a better understanding of how to
address absorptive capacity constraints,
prospects for continuing favorable trends in
policies and institutions, and a stronger focus
on governance all show that countries have
increased, and continue to increase, their
capacity to absorb aid productively. Still,
prospects vary by country. Many low-income
countries are well positioned to absorb a scal-
ing up of aid. But in some, especially difficult
partnership countries, absorptive capacity
can be a significant obstacle to scaling up, and
innovative ways of channeling aid are
needed. In all cases a country-specific
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approach anchored in the PRS (or a joint
needs assessment, such as the UN-World
Bank Post-Conflict Needs Assessment, and
results-based framework, such as the Transi-
tional Results Matrix, a multidonor and
national stakeholders’ coordination and
monitoring tool for difficult partnership
countries) is required to assess financing
needs, identify and address capacity con-
straints, and appropriately sequence incre-
mental financing and investment.

Making Aid More Effective

The way aid is allocated and delivered is as
important as its volume in achieving the
MDGs. Broad consensus has emerged that
development assistance is particularly effective
in poor countries with sound policy and insti-
tutional environments.*> But even as donors
are allocating more aid to better performers,
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increasing attention is being focused on the
special needs of difficult partnership countries
and on seeing how to make aid effective in
these economies.

In all countries, donors must provide assis-
tance in ways that are aligned with country-
based and -led development priorities as
articulated in PRSs or equivalent national
development strategies. They should also dis-
burse aid in effective ways—reducing the bur-
den of processes, procedures, and requirements
and making aid more predictable. In addition,
a stronger focus is needed on the results agenda.
This calls for moving from “accounting by
inputs” to practical ways of “accounting for
outputs.” Equally important to improving aid
effectiveness is the need for more coherent
donor policies.

Aid Selectivity

Donors are becoming more focused on per-
formance, with aid allocations increasingly
determined by both policy performance and
poverty. The policy selectivity index, which
measures the elasticity of aid with respect to
the quality of recipients’ policies and institu-
tions (based on the World Bank’s CPIAs),
shows a generally improving trend in
1999-2003 (table 5.1).*3 This trend has been
fueled by the sharpening policy focus of mul-
tilateral assistance: The relationship between
aid and policy performance is much stronger
for multilateral than for bilateral aid. But
bilateral aid does exhibit a significantly posi-
tive relationship with the quality of recipients’
policies and institutions—for more than 80
percent of bilateral donors this relationship is
positive, and for more than half it is statisti-
cally significant. Still, some of the largest bilat-
eral donors are not very selective. Donors’
poverty focus has strengthened as well, as
reflected in the rise in the poverty elasticity
index (elasticity of aid with respect to recipi-
ents’ per capita income). Thus more aid is
being allocated to poorer countries by both
bilateral and multilateral donors.

Since the various components of aid are
far from homogenous, it is not surprising to

see substantial variation in the policy and
poverty sensitivity of the different types of
aid. The results for disaggregated aid indi-
cate that flexible ODA is more sensitive to
policy performance than technical coopera-
tion.** On average, a 100 percent increase in
the quality of recipients’ policies and insti-
tutions is associated with a more than 250
percent increase in flexible ODA. Technical
cooperation, by contrast, is not sensitive to
the quality of policies and institutions. This
category of aid is also the least selective with
respect to poverty, reflecting the fact that
technical cooperation is provided to a broad
range of countries—including special need
and conflict countries with extremely weak
institutional capacity, and middle-income
countries with institutional capacity gaps in
narrowly defined areas. Overall, the results
suggest that the scope for improving the
allocation of aid by altering its composition
is potentially large.

Donor focus on performance is stronger in
low-income countries. Thus some donors that
are not very selective in overall aid allocations
nevertheless tend to favor better performers

TABLE 5.1 Selectivity in aid allocation: Donors’ policy and poverty
focus is improving, but bilateral donors could do more
Official development assistance net of emergency aid
Flow Policy Policy Poverty Poverty
selectivity selectivity ~ selectivity  selectivity
1999 2003 1999 2003
Total aid 1.57*% 1.77*% —0.34* —0.55*%
Bilateral aid 1.15% 1.04* —0.27* —0.47*
Multilateral aid 2.09* 2.71* —0.68* —0.87*
Five largest donors
United States 1.37 1.43 —0.77* —0.88*
Japan 3.72*% 1.74* -0.23 0.01
France 0.65 1.27 -0.17 —0.32
Germany 1.99* 3.36* —0.24* —0.52*
United Kingdom 2.82% 3.89* —0.47* —1.21%

Source: Levin 2005.
* Significant at the 10 percent level or higher.

Note: Policy selectivity shows the policy selectivity index, which measures the elasticity of aid
with respect to the quality of recipients’ policies and institutions. Poverty selectivity shows the
poverty elasticity index, which measures the elasticity of aid with respect to recipients’ per

capita income.
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among poor countries. The best-performing
third of recipients (as measured by the Bank’s
CPIAs) receive an average of 40 percent of aid
allocations—while the worst-performing third
receive 17 percent (figure 5.8). There is wide
variation in donor effort directed at low-income
(IDA-eligible) countries. During 1999-2003
countries that were consistently the top
providers of assistance per donor country citi-
zen to low-income countries were Denmark
(with an annual average of $62 out of a total of
$115 per Danish citizen directed to the top third
of policy performers in low-income countries),
Luxembourg ($57 out of $120), Norway ($35
out of $85), Netherlands ($29 out of $68), and
Sweden ($23 out of $53). Comparable amounts
for some of the largest donors are $4 out of $11
for the United States and $11 out of $40 for
France. The more generous donors in terms of
per capita aid effort are also generally more
selective.

FIGURE 5.8
also tend to be more selective

Aid Effectiveness in Difficult
Partnership Countries

As bilateral donors move toward more policy
and poverty selectivity in aid allocation, there
is concern that difficult partnership countries
may be underfunded.** Empirical evidence
shows that these countries receive about 40
percent less aid than predicted by their policy
and institutional ratings (figure 5.9).4¢ There is
wide variation, with the so-called “aid
orphans” receiving much less aid and the “aid
darlings” receiving much more than can be
explained by policy and poverty criteria. While
not all difficult partnership countries should
receive more aid, the results suggest that an
increase in overall aid to the group would not
compromise the performance basis of aid.*”
Recent studies find that postconflict
countries can absorb more aid than other
low-income countries with similar levels of

In low-income countries donors allocate more aid to better performers; more generous donors

Distribution of aid per bilateral donor country’s capita by quality of policies and
institutions in IDA-eligible countries

Average for 1999-2003 in US$ per capita

sl Largest donors by aid per capita
120 120 115
100

80 [

60

40

20 -

LI TTT

==

Luxembourg Denmark Norway Netherlands Sweden

O Bottom M Middle

Source: Based on Levin 2005.

United Japan France Germany United
States Kingdom

Largest donors by volume

O Top

Note: IDA-eligible countries are split into three groups—bottom, middle, and top—using the 33.3 and 66.7 percentiles of quality of policies and
institutions as measured by the World Bank’s Country Policy and Institutional Assessments (CPIAs).
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FIGURE 5.9 Difficult partnership countries receive less aid than predicted by their policy/institutional quality

and poverty levels

Actual versus predicted aid per capita flows to DPCs
(1992-2002; population-weighted group averages)
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Source: Levin and Dollar 2005.

poverty and institutions. Aid allocation pat-
terns in postconflict periods show an increase
in the first few years after a conflict ends, fol-
lowed by a dropoff. One study finds that rel-
ative to conflict levels, per capita aid is
generally $2 higher in the second year after
conflict, then rises and peaks at around $9 per
capita higher in the fourth year after con-
flict.*8 Another finds that the increase is high-
est in the first two postconflict years, then falls
off.* But postconflict countries can effectively
absorb higher levels of aid in later periods
when their absorptive capacity has increased,
so higher aid sustained over longer periods is
more desirable for ensuring turnarounds in
these countries.’® Thus donors need to pro-
vide assistance over a longer period—an
example is Sierra Leone’s 10-year develop-
ment plan—to rebuild weak capacity, restart
growth, and reduce poverty. The Senior Level
Forum on Development Effectiveness in Frag-
ile States—organized jointly by DAC and
bilateral and multilateral donors and held in
London in January 2005—addressed the issue
of how to improve effectiveness of aid in frag-
ile states and the principles of good donor

practice in these countries.”!

Because these countries have weak capacity
and risky environments, delivering effective
aid is a considerable challenge.>? Aid should be
focused on building capacity and providing
key services through innovative mechanisms.
Some successful approaches are emerging,
including those that use local institutions to
deliver services and those that work with non-
state actors in ways designed for eventual
transfer to state delivery. (See chapter 3 for
more on service delivery in countries under
stress.) The appropriate aid modality is likely
to vary by country situation. But to be effec-
tive, aid needs to be better coordinated to min-
imize the problem of aid darlings and orphans,
as well as better sequenced and sustained.

Aid Fragmentation

Donor fragmentation remains high in devel-
oping countries. A donor fragmentation index,
constructed from shares of individual bilateral
donors in annual bilateral aid flows, shows
that the degree of fragmentation in 2003 was
largely unchanged at 68; in 2002 the index was
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FIGURE 5.10 Aid fragmentation is high, especially in Sub-Saharan Africa

Donor fragmentation index, 1975-2003
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67 (figure 5.10). High fragmentation can have
negative implications for aid quality for several
reasons: high transaction costs for recipients
because more time is taken meeting donor
requirements; too many small projects, with
consequent limited opportunities to reap scale
economies; and smaller or narrower donor
stakes in overall country outcomes.’? A large
number of donors also compounds the chal-
lenge of donor coordination. A number of
members of OECD’s Development Assistance
Committee (DAC) are considering measures to
limit the number of countries on which they
focus. Although the recent High Level Forum
on Aid Effectiveness (held in Paris in March
2005) did not include fragmentation among the
12 indicators it adopted to monitor reforms of
aid delivery and management, donors commit-
ted to delegating authority to lead donors,
where appropriate, to reduce transaction costs.

The problem is especially severe in Sub-Saha-
ran Africa, where the donor fragmentation index
for 2003 is 81. The high degree of donor frag-
mentation is especially surprising given that aid
tends to be concentrated in relatively few coun-
tries: 60 percent of bilateral aid to the region goes
to 10 countries. But although donors have their
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favorite countries, they like to be present in
many countries in the region. On average, a
recipient country in Sub-Saharan Africa received
aid from 25 donors a year over the past two
decades.”* The number varies, ranging from 16
for Gabon to 37 for Ethiopia in 2003.

Untying Aid

Untying of aid significantly increases its effec-
tiveness, yet large amounts of bilateral ODA
continue to be tied. The DAC recommends
untying all aid, excluding technical cooperation
and food aid, to the least developed countries
(LDGCs).>> Almost all DAC countries have
largely implemented these provisions, but four
donors, including the largest (the United States),
do not report on the tying status of their bilat-
eral ODA. Technical cooperation, which
accounts for more than a third of bilateral ODA
and is largely spent on source-country expertise,
is essentially a form of tied aid. Although sub-
stantially smaller, food aid (excluding humani-
tarian assistance) is mostly tied as well.

Tying aid is costly for recipients. A recent
OECD study finds that untied food aid can
reach up to 50 percent more beneficiaries than
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does tied aid.*® Other studies have also found
that untying (project) aid yields sizable sav-
ings.’” More progress on untying categories of
aid that are currently tied and broadening cov-
erage to other developing countries would
improve the effectiveness of aid. DAC members
are considering several options to expand the
scope of recommendations on untying aid. At
the recent Paris High Level Forum on Aid
Effectiveness, DAC donors agreed to continue
to make progress on untying aid and to moni-
tor this progress through an indicator that mea-
sures the share of bilateral aid that is untied.®

Reliability of Aid Flows

Given the large size of official flows relative to
the incomes of many countries, variations in
these flows can cause problems. Volatile, unre-
liable aid flows can undermine budget manage-
ment in recipient countries and efforts to
develop medium-term expenditure frameworks.
In poor countries aid shortfalls are typically off-
set by cutbacks in spending, and sometimes by
tax increases.>® Improving the reliability of aid
is important to increasing its effectiveness. It is
also important for effective scaling up of assis-
tance: Countries that commit to sustained
reforms should be assured of timely, more pre-
dictable, and longer-term aid commitments. The
predictability of aid will be monitored using the
indicators agreed under the Paris Declaration,
to minimize gaps between aid commitments
(under agreed schedules in annual or multiyear
frameworks) and actual disbursements.
Although donors are beginning to pay more
attention to aid volatility and predictability,
cross-country data reveal no significant
improvement in these areas. Cross-country
data for 1995-8 and 2000-3 indicate that aid
continues to be more volatile than fiscal rev-
enue.®® Moreover, the volatility of aid relative
to revenue appears to have edged up: The mea-
sure of the volatility of aid relative to revenue
in 2000-3 is nearly twice the median value of
1995-8. Aid to poor countries is also more
variable than these countries” GDP.%! In addi-
tion, aid commitments remain poor predictors
of disbursements, particularly for the poorest

countries—such countries receive only about
half of promised aid. The data also show that
aid does not counter large income shocks.
Among countries experiencing adverse macro-
economic shocks equivalent to 5 percent or
more of GDP, only a fifth saw higher aid.

Progress on Harmonization,
Alignment, and Results

Aid is more effective when it is aligned with
recipients’ priorities, when it reduces transaction
costs through harmonized processes and proce-
dures and donor coordination, and when it is
predictable. Related to such efforts is the need
for a clearer focus on managing for development
results. An overarching principle of the harmo-
nization and alignment agenda is that donors
should support country-owned strategies for
growth and poverty reduction—in the form of
poverty reduction strategies or equivalent
national development plans—and base their
programming on the needs and priorities identi-
fied in these strategies. In addition, development
assistance should be provided in ways that build
on partners’ sustainable capacity to develop poli-
cies, implement them, and account for these
activities to their people and legislatures.

IMPLEMENTING ALIGNMENT
AND HARMONIZATION

The 2003 Rome High Level Forum provided an
impetus for advancing alignment and harmo-
nization, and this global agenda was the focus
of the recent Paris High Level Forum—where
ministers and senior officials from more than 90
developed and developing countries and 25
heads of multilateral and bilateral donor agen-
cies reaffirmed their commitment to the Rome
Declaration. Through the Paris Declaration,
donors and partners agreed to mutual account-
ability in carrying out the partnership commit-
ments made by both sides. The international
development community has agreed to measure
progress on aid effectiveness using 12 indicators
(table 5.2). The indicators cover dimensions of
ownership, alignment, harmonization, manag-
ing for results, and mutual accountability. To
track and encourage progress at the global level
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TABLE 5.2

Indicators of progress (on ownership, harmonization, alignment, and results)
To be measured nationally and monitored internationally

OWNERSHIP

TARGET FOR 2010 *

Partners have operational development strategies—number of partner countries with national development
strategies (including PRSs) that have clear strategic priorities linked to medium-term expenditure frameworks
and reflected in annual budgets

At least 75% of
partner countries

ALIGNMENT

Reliable country systems—number of partner countries with procurement and public financial management
systems that adhere to broadly accepted good practices or have a reform program in place to achieve
these

Target to be set
by September 2005

Aid flows aligned with national priorities—percent of aid flows to the government sector that is reported
in partner countries’ national budgets

85% of aid hours
reported on budgets

Strengthen capacity by coordinated support—percent of donor capacity-development support provided
through coordinated programs consistent with partner countries’ national development strategies

Target to be set
by September 2005

Use of country systems—percent of donors and of aid flows that use partner country procurement and/or
public financial management systems in partner countries, which adhere to broadly accepted good
practices or have a reform program in place

Target to be set
by September 2005

Strengthen capacity by avoiding parallel implementation structures—number of parallel project
implementation units per country

Target to be set
by September 2005

Aid is more predictable—percent of aid disbursements released according to agreed schedules in
annual ormultiyear frameworks

At least 75% of
such aid released
on schedule

Aid is untied—percent of bilateral aid that is untied.

Continued progress

HARMONIZATION

Use of common arrangements or procedures—percent of aid provided as program-based approaches P

At least 25%

10

Encourage shared analysis—percent of field missions and/or country analytic work, including diagnostic
reviews, conducted jointly

Target to be set
by September 2005

MANAGING FOR RESULTS

11 | Results-oriented frameworks—number of countries with transparent, monitorable performance assessment 75% of partner
frameworks to assess progress against national development strategies and sector programs countries
MUTUAL ACCOUNTABILITY
12 | Mutual accountability—number of partner countries that undertake mutual assessments of progress in Target to be set

implementing agreed commitments on aid effectiveness, including those in this (Paris) Declaration

by September 2005

Source: OECD 2005e.

a. Existing targets will be confirmed or amended by September 2005.
h. See OECD 2005e¢, appendix A.
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and among countries and agencies, participants
at the Paris forum also agreed to set targets for
2010 for 11 of the 12 indicators. Five prelimi-
nary targets were agreed during the forum, and
these and the others will be finalized and
adopted before the UN General Assembly sum-
mit in September 2005.

Evidence from an OECD DAC Working
Party on Aid Effectiveness and Donor Practices
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(WP-EFF) survey,®® Strategic Partnership for
Africa (SPA) surveys, and the United Nations
Economic Commission for Africa (UNECA)-
DAC Mutual Review of Development Effec-
tiveness in the Context of the New Partnership
for Africa’s Development (NEPAD) show that
partner countries and donors are working
together and taking actions to improve coor-
dination and aid effectiveness (box 5.5). The



Cambodia. Establishing country ownership takes time, patience, perseverance, and resources. To
address problems of poor aid management, Cambodia’s government and donors have launched var-
ious initiatives since a new coalition government was formed in the late 1990s. The multidonor, three-
year Technical Cooperation Action Plan was approved in 2001 to help the government strengthen
its capacity to formulate and implement sound macroeconomic policies and manage public finances.
In the past few years Cambodia has started to connect to the global debate and is now a signatory
to the Rome and Paris declarations on harmonization. A number of recent developments have sig-
nificantly improved prospects for moving toward more productive use of resources. For example, the
government has committed to merge three donor-funded strategies—the Second-Socio-Economic
Development Plan 2001-5 (supported by the Asian Development Bank), Cambodia’s Millennium
Development Goals (supported by the United Nations Development Programme), and the National
Poverty Reduction Strategy (supported by the World Bank and IMF)—into one poverty-focused
national development plan for 2006-10. Donors have responded with common country strategy
development processes, joint analytic work, joint support for public financial management reforms,
sectorwide approaches (SWAps), and other types of collaboration. In November 2004, together with
local donors, the government developed a National Action Plan for Harmonization and Alignment
to guide implementation of its commitment to the Rome and Paris declarations on ownership, lead-
ership, capacity building, harmonization, and alignment. Government-donor collaboration on pub-
lic financial management reforms was further strengthened under a SWAp launched in late 2004.

Ethiopia. In many countries where national systems are inadequate for donors to rely on, the
donor community has bolstered collective action on capacity development efforts to help strengthen
the systems. Recognizing that public sector capacity building efforts were largely supported by frag-
mented donor projects and ad hoc financing, the government launched a consolidated five-year pro-
gram to rapidly scale up capacity building and institutional transformation efforts in six crucial
areas: a regional decentralization program that rapidly transferred delivery responsibilities—with
substantial fiscal and administrative authority—to rural jurisdictions; municipal reforms designed
to restructure and empower urban centers; reformulated civil service reforms increasingly focused
on strengthening the public sector fiduciary framework and service delivery results on the ground;
initiatives to enhance connectivity and develop e-government applications and school Internet pro-
jects, efforts to reform the justice system (including the courts, lawmaking and law enforcement
institutions, and the legislative process); and ongoing tax reforms that strengthen tax policy and
administration at the federal and regional levels. In 2003 the scaling up process resulted in a SWAp:
Seven donors combined their financial support under the program and aligned their procedures with
the government’s planning, budgeting, and disbursement procedures.

Honduras. The Honduran PRS provides a framework for donors to align around country pri-
orities. An executive office has been established to unblock project implementation bottlenecks and
accelerate the achievement of results, and the government has begun negotiating with donors to
restructure some operations for greater program coherence. Donors have cooperated by making
institutional changes such as decentralized funding approvals, accepting lead donor roles in some
areas, carrying out joint analytic work, and coordinating fiduciary requirements.

Middle-income countries. Many middle-income countries have not elaborated formal harmo-
nization and alignment efforts, but have simply pursued relevant aspects of the agenda. In Brazil,
India, Mexico, and Morocco donor assistance often involves SWAps and increasingly relies on coun-
try systems for financial management, disbursements, and procurement. Brazil’s Bolsa Familia
SWAp, for example, integrates several pro-poor federal programs into one comprehensive program
covering health, education, and nutrition, with program implementation streamlined into a single
administrative and management mechanism. Poland’s Road Maintenance and Rehabilitation Pro-
ject is fully aligned with the government’s program and budget cycles, and implementation relies
heavily on country systems for financial management, accounting, and environmental safeguards.

Source: World Bank staff.
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All African multidonor budget support arrangements define a framework for periodically assessing
country performance. In an innovative twist, Mozambique’s government and donors have agreed
to establish a performance assessment framework for the donor community as well. The objective
is to monitor donor behavior on commitments, expose noncompliance and weaknesses to peer pres-
sure, and strengthen donor accountability to government. Key features of this arrangement include:

¢ Donors will identify the indicators to be assessed, which subsequently will be discussed with and

vetted by the government.

® Donor performance will be assessed by an independent team and subject to periodic discussion

by the government and donor peers.

e The donor performance assessment framework will be linked to an action plan and timeframe

for its implementation.

¢ Annual donor performance reports will be released publicly.
e The framework will be continuously adapted based on collective and individual donor assess-

ments.

Source: Gerster and Harding 2004.

SPA surveys and the UNECA-DAC report find
that while progress is being made in African
countries, it has been uneven and concen-
trated in countries that have worked longest
and hardest to take ownership of the aid
process (box 5.6). By the end of 2004 more
than 60 partner countries (worldwide) and 40
bilateral and multilateral agencies were
engaged in harmonization and alignment
activities. The challenge remains to ensure
that the broad range of activities taking place,
and the energy and creativity driving them,
help increase aid effectiveness.

Aid management and alignment. The WP-
EFF has begun to quantify progress toward
the harmonization and alignment commit-
ments adopted in the Rome Declaration in
2003. After the Rome meeting a set of coun-
try-level indicators were developed, and the
WP-EFF surveyed harmonization and align-
ment in 14 partner countries self-identified at
the Rome forum as being interested in pursu-
ing harmonization efforts.®®> The working
party’s survey found that donors are internal-
izing the principle of aligning their program-
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ming to the needs and priorities identified in
PRSs. More than four-fifths of the donors
consulted indicated they rely on PRSs to pro-
gram their country assistance, and only a fifth
expressed reservations (figure 5.11).6% But the
WP-EFF and SPA surveys found only a small
number of collaborative approaches to har-
monizing donor assistance around agreed
country priorities, and little evidence that,
overall, donors have adapted their programs
in support of national growth or poverty
strategy priorities. Furthermore, in a number
of countries growth and poverty strategies are
still broad, and while donors may be aligned
on broad categories—that is, priority sec-
tors—this may not imply alignment on core
priority areas.

Aid flexibility and predictability. The WP-EFF
survey found that for countries that receive bud-
get support, 60 percent of donors provide mul-
tiyear commitments and timely commitments,
and 69 percent disburse budget support on
schedule (see figure 5.11). Effective public
expenditure management is an important pre-
requisite for efficient use of budget support, and
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FIGURE 5.11

Do donors rely on PRS to program
their country assistance?
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Is budget support predictable?

Percent of donors

920
80 - 70 -
70 68 -
60 66
50 64
40 79 62 69
30 60 -
20 | 58| 60 60
10 21 56 -
0 ! 54
Yes Yes but... Donors Donors Donors
making making making
multiannual timely timely
Use of country systems by donors commitments commitments disbursements
. —
Procurement 3 | Are donors delegating cooperation?
Percent of donors
Disbursement 31 | 60
Reporting 29 | 50
Monitoring & 28 | A
Evaluation 30 F 57
Audit 27 | 20
Environmental 23 | 10 21 21
Impact Assessment ; ; . . 0 0
0 10 20 30 40 Yes Yes but... No but... No

Percent of donors
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countries are making progress on strengthening
these systems and public financial management
(see above). Still, further progress on aid flexi-
bility is hampered by insufficient clarity about
country policy and investment priorities and the
absence of a robust medium-term framework
that links these priorities to country budget and
spending decisions and timetables. Also, there is
considerable variation in donor behavior across
countries. While 93 percent of donors make
multiyear commitments on budget support in
Tanzania and 79 percent in Mozambique, only
40 percent do so in Bangladesh—and a mere 20
percent in Zambia.

The UNECA-DAC report finds that despite
an increase in budget and sector support
among good performers, there has been little
overall change in the aid landscape in Africa.®’
Projects are still the dominant mode of aid
delivery, particularly for bilateral assistance,
and are often administered outside partner
oversight and control. In addition, capacity
development efforts continue to fall outside
mainstream aid coordination and effectiveness
efforts: They are still invariably piecemeal,
atomistic, and supply driven. But coordinated
multidonor budget support efforts are emerg-
ing in several countries, particularly where aid

GLOBAL MONITORING REPORT 2005

177



CHAPTER 5

178

relationships are characterized by mutual trust
and accountability.

Limited use of country systems. Donors con-
tinue to make limited use of country systems.
One of the main goals of the Rome agenda was
to provide development assistance in ways that
build partners’ sustainable capacity to develop
policies, implement them, and account for
these activities to their people and legislatures.
This means increased reliance on partners’ sys-
tems and procedures to manage aid. Yet few of
the donors active in the 14 countries surveyed
by the DAC Working Party reported using
partner systems (for financial reporting, dis-
bursement, procurement, audit, monitoring,
and evaluation), and there are significant dis-
parities between them in this area. Of course,
country systems must meet certain criteria for
donors to rely on them.

On average, the donors reported that only
29 percent of their projects are managed using
partner systems and procedures. Results ranged
from 23 percent of donors who said they rely
on country systems for environmental impact
assessments to 33 percent who use country pro-
curement systems. Additional technical work
has been done since Rome and Marrakech to
develop criteria for assessing and strengthening
country systems and for harmonizing donor
requirements around them. In several cases
these criteria are guiding efforts among groups
of donors to simplify and harmonize fiduciary,
monitoring, and reporting arrangements.

Sectorwide approaches. Sectorwide approaches
(SWAps) are used to provide comprehen-
sive, coordinated support for country-led
sector programs. In 2003—4 borrowers from
multilateral institutions showed increased
interest in SWAps as a means for aligning
around sector priorities. A growing number
of SWAps use existing country frameworks to
channel and account for funds, becoming an
integral part of the harmonization and align-
ment agenda. In Brazil (health), India (educa-
tion), Mexico (rural infrastructure), and Poland
(roads), SWAps use country systems for pro-
curement and financial management.
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The SPA survey shows that sector support
operations are an important aid delivery
mechanism for promoting and consolidating
harmonization and alignment. The survey
concludes that strong elements of harmo-
nization in sector programs included joint
consultations with stakeholders, analytic
work, partner reviews and government
reporting, and monitoring and evaluation.
Harmonization was weaker on procurement
arrangements, disbursement mechanisms,
financial management, technical assistance,
and capacity building.

Delegated cooperation. Donors are also pur-
suing delegated cooperation in some areas.
The Rome Declaration encourages donors to
intensify their efforts to work through dele-
gated cooperation at the country level as a
means of reducing transaction costs by making
greater use of the comparative advantages of
individual donors. For instance, in a delegated
cooperation agreement being prepared for
Ethiopia, Sweden will delegate its role in the
health program to Norway, while Norway will
delegate its role in the education program to
Sweden. The level and form of delegation vary
considerably, and the DAC Working Party sur-
vey found relatively few examples of delegated
cooperation. Only 21 percent of donors across
14 countries reported that they were delegat-
ing cooperation, and less than 8 percent of
donor missions were carried out jointly.®¢

How recipients view donor efforts. The SPA
Budget Support survey asked African govern-
ments to describe their satisfaction with donor
behaviors in a number of areas. The results indi-
cate that donors made some progress between
2002 and 2003 (table 5.3). There seems to be a
higher degree of coordination (if not harmo-
nization). Moreover, satisfaction rose in coun-
tries with more experience and higher budget
support (Mozambique, Tanzania, Uganda) and
fell in countries with less experience and lower
budget support (Benin, Niger, Rwanda).
Partner countries also viewed donors posi-
tively in areas such as providing timely infor-
mation on planned disbursements (with a
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score of 3.8 out of 5.0), aligning disbursements
with national budget cycles (3.6), disbursing at
the intended time (3.5), and using government
reports with minimal demands for other infor-
mation (3.5).

MANAGING FOR DEVELOPMENT
RESULTS

The development community has moved
from conceptualizing to implementing the
global results agenda. Some early progress in
managing for development results is evident
at the country and agency levels and across
aid agencies. Partner countries are beginning
to focus on results and are integrating results
in their development strategies. For example,
strong strategies for education and health in
Ethiopia have helped set a well-prioritized
and -costed PRS program.

Budget processes and public expenditure
management efforts have the strongest results
orientations. In all countries there has been a
move to apply the principles of managing for
results in line ministries, programs, or cross-cut-
ting themes. Stronger links are observed in
Brazil, the Philippines, South Africa, Thailand,
Vietnam, and Uganda. A number of countries
have also developed strategies to improve their
monitoring and evaluation systems. Recogniz-
ing the importance of quality statistical systems
for monitoring and evaluation, a few coun-
tries—Burkina Faso, Ukraine—have started
programs for statistical capacity development,
and strategic plans for statistical systems are
being finalized in other countries—Albania,
China, India, Kenya, Nigeria, Yemen.

Aid agencies are strengthening the focus
on results in their country programs, financial
instruments, incentives, and reporting sys-
tems. Many agencies are deriving country
programming from PRSs and linking country
support to a partner’s medium-term expendi-
ture framework. Emerging practices are being
shared and analyzed in the DAC Joint Ven-
ture on Managing for Development Results.
All aid agencies have strengthened monitor-
ing and evaluations to better ascertain the
quality and impact of their operations. They
are also working to enhance staff ownership

TABLE 5.3 African governments are viewing donor behavior more

favorably (scale of 1 to 5; 5 is highest)

Area 2002-3 20034
Conditionality coordinated 3.0 34
Joint missions or reviews 32 34
Reporting requirements minimized 32 3.1
and coordinated

Coordinated support on public 3.1 33
finance reforms

Coordinated support to strengthen 2.7 3.1
statistical systems

Conditionalities seen as useful 3.1 3.6
Number of conditions minimized 2.1

Source: SPA Budget Support Working Group 2004.

of the results agenda through guidance, train-
ing, and information technology systems.
Both bilateral and multilateral agencies have
strengthened their development effectiveness
work and corporate reporting.

At the global level, aid agencies are working
more systematically in identifying actions that
produce results, scaling up support for that
work, and ensuring the availability of appro-
priate data. Work is under way on presenting
existing experiences in a Sowurcebook on
Emerging Good Practice in Managing for
Development Results. Aid agencies are seeking
to harmonize results reporting requirements
around national monitoring and evaluation
systems that help countries manage for results.
Progress is expected in four African pilot coun-
tries in 2005. Aid agencies are also beginning
work on jointly assessing monitoring and eval-
uation settings in partner countries and align-
ing capacity building support with national
strategies for monitoring and evaluation, which
will be pursued by supporting communities of
practice in managing for development results.

CHALLENGES AHEAD

Progress on harmonization and alignment has
been mixed, and that on managing for results
is just beginning. The pace of progress needs to
be accelerated. It will not be easy, because
achieving harmonization, alignment, and man-
aging for results requires intensive work among
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participants—donors and partner countries—
to remove obstacles. Continued commitment at
the highest levels to the harmonization, align-
ment, and results agenda will be needed for its
successful implementation. Participants at the
Paris High Level Forum acknowledged that
enhancing the aid effectiveness is feasible and
necessary across all aid modalities, and they
committed to concrete actions to address chal-
lenges that impede progress.

In partner countries weaknesses remain in
growth and poverty reduction strategies as well
as in institutional capacities to manage these
strategies for results. Progress in exercising
country ownership and leadership of the devel-
opment process can be broadened, deepened,
and facilitated by strengthening the national
development strategy process—for example, by
integrating PRSs with budget processes and
widening the participation of key stakeholders
in developing the strategies. To ensure mutual
accountability, donors should provide compre-
hensive, timely, transparent information on aid
flows, and governments should commit to pub-
lic financial reporting that includes clear, mon-
itorable, outcome-based targets.

Among donor agencies, fragmented and
uncoordinated assistance at the country level
needs to be minimized and programs aligned
with country priorities, processes, and sys-
tems. Also, donors need to help strengthen
countries’ capacities to implement national
development strategies. Donors should
streamline conditionality to focus on the pri-
orities that governments set out in their
development strategies. To increase donor
complementarity, agencies should seek ways
of improving cross-country balance and
avoid major gaps and overlaps, applying
comparative advantage principles between
and among bilateral and multilateral agen-
cies. The agreed aim is for donors to commit
to use country systems, as soon as they jointly
assess them as being robust enough, in at least
four key areas: public financial management;
procurement; monitoring and evaluation;
and environmental and social safeguards. But
in determining the most effective modalities
of aid delivery, donors must ultimately be
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guided by the development strategies and pri-
orities established by partner countries.

In aid agencies, managing information and
decision gaps between headquarters and field
staff is critical to facilitate progress on har-
monization. Agencies need to assess their
accountability regimes and mandates to see
how increased delegation of authority to the
field can promote more effective aid at the
country level. Creating incentives for harmo-
nizing and aligning—at the political, institu-
tional, and individual levels—is another
critical variable on which more thought and
action are needed.

Debt Relief

Most debt relief to low-income countries has
occurred under the aegis of the HIPC initiative,
including the enhanced version of the initiative
introduced in 1999. But donor assistance for
debt relief involves more than one-time reduc-
tions in developing countries’ debt levels—it
also requires ensuring that countries have the
capacity and ability to ensure that debt remains
at sustainable levels. In addition, recent pro-
posals have suggested that donors introduce
new approaches and programs to ease debt.

Progress on the HIPC Initiative

For heavily indebted poor countries, debt relief
is crucial to create the fiscal space for much-
needed increases in spending to promote
growth and reduce poverty. Overall, substan-
tial progress has been made in implementing
the enhanced HIPC initiative. By March 20035,
27 HIPCs—more than two-thirds of the 38
countries that potentially qualify for assistance
under the initiative, and accounting for about
two-thirds of total expected debt relief in net
present value terms—had reached their deci-
sion points and were receiving relief. Of these,
15 had also reached their completion points—
when creditors provide the full amount of debt
relief committed at the decision points on an
irrevocable basis.

Progress on reaching completion points
increased in 2004, and three more countries
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are expected to reach their completion points
by mid-2005. For many of the 12 countries in
the interim stage between decision and com-
pletion points, maintaining macroeconomic
stability remains a challenge. Although a
number of countries are on track with respect
to their macroeconomic programs, others
that have experienced difficulties in program
implementation are pursuing the policy mea-
sures needed to bring their economic pro-
grams back on track.” Most of the countries
in the interim stage have finalized their PRSs
and are making good progress in implement-
ing them.

Of the 11 countries that have not reached
their decision points, 2 are making significant
progress and are expected to reach their deci-
sion points in 2005. For the others, significant
challenges remain: These countries have been
affected by domestic conflicts and have pro-
tracted arrears to various creditors, which has
complicated the design and implementation
of reform programs.

The sunset clause of the HIPC initiative
has been extended by two years to the end of
2006, with its application ring-fenced to poor
countries with unsustainable external debt
based on end-2004 data. All IDA-only and
Poverty Reduction and Growth Facility
(PRGF)-eligible countries that have not ben-
efited from HIPC debt relief and whose exter-
nal indebtedness (based on end-2004 data)
exceeds the enhanced initiative’s thresholds
after the assumed full application of tradi-
tional debt relief are potentially eligible for
the initiative. World Bank and IMF staff are
preparing a preliminary list of countries that
meet this criterion for consideration by the
institutions’ boards in August 2005. As now,
countries would receive debt relief based on
the level of debt at the time of reaching the
decision point.

HIPC relief is projected to substantially
lower debt stocks and debt service ratios for
most HIPCs that have reached their decision
points. Net present values of debt stocks in
the 27 HIPCs that reached their decision
points by mid-March 2005 are projected to
decline by about two-thirds once they reach

their completion points. HIPCs in the interim
period have benefited from debt relief from
the Paris Club as well as from several multi-
lateral creditors. Ratios of debt service to
exports and to fiscal revenues for the 27
countries that have reached their decision or
completion points are estimated to have
fallen from an average of 16 percent and 24
percent in 1998-9 to 7 percent and 12 per-
cent in 2004, respectively (table 5.4). The
near-term debt service ratios of these coun-
tries are below the average for non-HIPC
low-income countries.

Debt relief under the HIPC initiative has
helped countries increase poverty-reducing
spending. In the 27 countries that have
reached the decision point, such spending
rose from an average of 6.4 percent of GDP
in 1999 to 7.9 percent in 2004—about four
times the amount spent on debt service.®® In
absolute terms, poverty-reducing spending is
estimated to have increased from nearly $6.0
billion in 1999 to $10.5 billion in 2004, and
is projected to increase to $14.5 billion in
2007 (see table 5.4).%°

Although creditor participation has
improved, some non-Paris Club bilateral
and commercial creditors have not commit-
ted to providing HIPC relief. Most of the
costs attributable to bilateral creditors con-
tinue to be borne by members of the Paris
Club. Commercial creditors represent less
than 5 percent of the net present value cost
of relief, in part because of measures by the
Debt Reduction Facility for IDA-only coun-
tries that have reduced the stock of commer-
cial debt in HIPCs. Moral suasion remains
the principal measure for encouraging par-
ticipation and discouraging litigation by
remaining commercial creditors. With
respect to multilateral debt, 23 of the 31
multilateral creditors have indicated their
intent to participate in the initiative, repre-
senting more than 99 percent of the total
debt relief required.

A key premise of the HIPC initiative is that
debt relief should be additional to other
forms of external financing assistance. An
important issue is whether countries receiving
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TABLE 5.4 Debt service is falling and poverty-reducing spending rising among the 27 HIPCs that have reached their decision
points (percent unless otherwise indicated)

Actual Estimated Projected

Indicator 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Debt service (US$ billions) 3.70 3.18 3.07 2.42 2.44 2.55
Debt service after

enhanced HIPC relief

(US$ billions) 2.63 2.49 2.55 2.78
Debt service/exports ? 16.9 14.5 13.6 10.2 10.1 8.9 73 6.3 6.1 6.2
Debt service/

government revenue 2 25.2 21.8 21.9 16.5 15.0 13.4 1.7 9.5 9.0 9.0
Debt service/GDP @ 39 3.4 33 2.5 24 22 2.0 1.7 1.6 1.6
Poverty-reducing

expenditure (US$ billions) 5.94 6.02 6.55 7.57 9.07 10.54 12.83 13.53 14.49
Poverty-reducing

expenditure/government

revenue ? 40.9 429 44.8 46.6 47.6 46.8 49.1 47.5 46.7
Poverty-reducing

expenditure/GDP @ 6.4 6.4 6.8 7.4 7.8 7.9 8.6 8.4 8.4

Source: HIPC country documents and IMF staff estimates.
Note: Debt service data for 1998 and 1999 reflect debt relief already provided to Bolivia, Guyana, Mozambique, and Uganda under the original HIPC initiative. Data on

poverty-reducing expenditure are not available for all countries, particularly for 2003-05. In aggregate, the last available period was used for future years, thus understat-
ing the likely level of poverty-reducing spending.

a. Weighted average.
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HIPC debt relief are receiving additional
resources, or whether debt relief crowds out
other aid flows. Merely observing the size of
flows does not provide conclusive evidence of
additionality, as there is no way of knowing
how much aid countries would have received
without the HIPC initiative. There are also
substantial ~difficulties in measurement
because different donors account for debt
relief in different ways. Debt relief is some-
times explicit, such as through grants for debt
relief, and sometimes implicit, such as
through debt service reductions.

The August 2004 HIPC status report,
based on updates of debt stock and debt ser-
vice indicators in post—completion point
countries, found that the net present value of
debt ratios had climbed since the completion
points.”? Most of the increase was due to
interest and exchange rate changes, while
high exports had significantly lowered debt
ratios. Debt service ratios for these countries
had also increased but remained close to 10
percent on average. While the low level was
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due to HIPC debt relief and the high conces-
sionality of new debt, the average change
masked important differences between coun-
tries. Medium-term projections generally
pointed to stable or declining trends in debt
and debt service ratios. The review indicated
that notwithstanding HIPCs’ high vulnerabil-
ity to shocks, sound economic policies and
close monitoring—using the proposed debt
sustainability framework for low-income
countries (see below)—would help prevent
the reemergence of unsustainable debt.

Debt Sustainability

Continued measures are needed by HIPCs and
by creditors to ensure that debt sustainability
is maintained after completion points, just as
similar measures are needed for other low-
income countries. The Boards of the IMF and
World Bank have endorsed key elements of a
proposed debt sustainability framework for
low-income countries aimed at supporting
these countries’ efforts to achieve the MDGs
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without creating future debt problems and
keeping countries that have received debt
relief under the HIPC initiative on a sustain-
able track. In guiding future financing deci-
sions, the framework rests on three pillars:

e An assessment of debt sustainability
guided by indicative country-specific debt
burden thresholds related to the quality of
their policies and institutions.

¢ A standardized, forward-looking analysis
of debt and debt-service dynamics under a
baseline scenario and in the face of plausi-
ble shocks.

e An appropriate borrowing (and lending)
strategy that contains the risk of debt dis-
tress.

Building on initial Board discussions of the
proposed framework in early 2004, and fur-
ther considerations in September 2004, Bank
and IMF staff are preparing a follow-up paper
that attempts to resolve outstanding issues on
the indicative debt burden thresholds, the
interaction of the framework with the HIPC
initiative, and the modalities for Bank-IMF
collaboration in deriving common assess-
ments of debt sustainability. It needs to be
stressed, however, that debt sustainability is
not only a resource flow issue. It also depends
on increasing growth, diversifying exports,
expanding access to global markets, and mit-
igating the effects of exogenous shocks.

IDA financial support to poor countries
will now take systematic account of their vul-
nerability to debt. Debt sustainability will be
the primary determinant of the grant and
credit mix in IDA14, and the joint debt sus-
tainability framework for low-income coun-
tries will form the analytical basis to link debt
sustainability and grant eligibility.”! Countries
facing the toughest debt problems—most of
them in Sub-Saharan Africa—will get all their
support in the form of grants, while countries
less burdened by debt will receive IDA’s highly
concessional long-term loans, or in a few cases
a mix of grants and loans. The resulting share
of grants in IDA support over the next three
years is expected to be about 30 percent.

Proposals for Additional Debt Relief

Some G-7 members have proposed mecha-
nisms for additional debt relief (box 5.7).
Further debt relief holds the promise of yield-
ing additional development financing beyond
what could be forthcoming in the form of
additional gross flows, given the broad polit-
ical support for debt relief. It could also
reduce the remaining debt overhang and ease
pressures to provide new aid to refinance
existing debt service obligations (so-called
defensive lending), enabling a more effective
policy dialogue between donors and debtor
countries. Debt relief also has the advantage
that, to the extent that it is committed irrev-
ocably up front, it can provide aid in a pre-
dictable and easy to use form.

There is a danger, however, that further
debt relief might instead result in a diver-
sion of resources that would have gone to
increased direct aid flows. Furthermore, rel-
ative to the alternative of higher new aid
flows, debt relief has a number of potential
disadvantages. First, it allocates resources
according to existing debt stocks rather
than need or policy performance, and so
may prove inconsistent with the principle of
allocating assistance to countries where it
would be most effective. Second, debt relief
may reduce the scope for linking assistance
to the maintenance of good policies, to the
extent that an irrevocable commitment to
debt relief is made upfront. Third, it may
create expectations of further relief in the
future, increasing the moral hazard associ-
ated with any subsequent lending and hin-
dering the development of a credit culture.
This could prompt creditors to reduce net
lending in the future.

Any new debt relief initiative would
leave an unfinished agenda. Further debt
relief is inevitably only a small part of a
broader agenda that involves stronger poli-
cies in developing countries, more and bet-
ter-targeted development assistance, and a
supportive international environment for
growth.
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Members of the G-7 have put forward a number of proposals for further debt relief beyond the
enhanced HIPC initiative. Different motivations drive these proposals. Some proposals reflect a
desire to provide additional resources to help low-income countries achieve the MDGs. Others see
further debt reduction as a way of increasing the scope for new lending—under the proposed World
Bank-IMF debt-sustainability framework—to low-income countries with relatively strong policies,
to facilitate the development of a credit culture. Still others aim to eliminate the need for defensive

lending and perpetual debt relief for HIPCs.

Motivations apart, the proposals differ importantly along several lines, including the scope and
modality of debt relief, the conditionality to be applied, and the source or sources of financing. Dif-

ferences include:

e Whether eligibility for relief should be restricted to HIPCs or be available to all low-income coun-

tries.
Which institutions’ debt should be relieved.

The strictness of conditionality.

What percentage of eligible debt should be relieved.
Whether relief should take the form of reductions in debt stocks or debt service payments.

How debt relief by international financial institutions will be financed—for example, with con-

tributions from bilateral donors or by the institutions themselves. Some G-7 members have pro-
posed that the IMF sell some of its gold reserves to cover its debt relief.

Source: IMF 200S5.

Notes

1. DAC members’ ODA consists of bilateral
ODA—provided directly to developing countries
that are on DAC’s Part I list of aid recipients—and
contributions to multilateral agencies. Disburse-
ments of ODA by multilateral agencies may not
equal the contributions they received from donors.

2. OECD (2005a). Paris Club (comprising
bilateral donors) members recently agreed to for-
give up to 80 percent of their debt claims on Iraq,
adding $12-$17 billion to ODA flows in 2005-6
(in addition to the amounts discussed in the text).
For many donors these flows will be in addition to
their Monterrey commitments.

3. Between 2001 and 2003 military expendi-
tures rose by 18 percent in real terms (Stockholm
International Peace Research Institute 2005);
such spending dwarfs aid flows. For example, in
2002 U.S. military spending was $1,217 per
capita and ODA was $46 per capita. At $358 per
capita, EU military spending was also much
larger than ODA per capita (Economists Allied
for Arms Reduction 2004).

4. Oxfam International (2005).
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5. European Commission (2004). In 2002 the
European Commission adopted an interim target
for ODA to average 0.39 percent of gross national
income (GNI) by 2006.

6. Donors recently agreed to increase contri-
butions to the International Development Associ-
ation’s 14th replenishment (IDA14) by more than
25 percent. Over the next three fiscal years—from
1 July 2005 to 30 June 2008—grants are expected
to account for about 30 percent of IDA support.

7. Noncash assistance typically involves tech-
nical cooperation, emergency and distress relief,
and food aid. Debt relief involves a net transfer of
resources if debt is being serviced (that is, is not in
arrears), but amounts to an accounting exercise if
it is not.

8. The increase in real ODA between 2001
and 2003 was $6.6 billion at 2002 prices and
exchange rates. Debt relief increased by $3.8 bil-
lion, technical cooperation by $2.6 billion, and
emergency and disaster relief and food aid by $1.9
billion.

9. Data are for the 14 non-DAC donor coun-
tries for which the OECD collects data on devel-
opment assistance.
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10. The Forum on Partnerships for More Effec-
tive Development Cooperation, held in February
2005, brought together DAC members and a num-
ber of non-OECD countries involved in support-
ing development in developing countries. The
forum sought to improve coordination and coop-
eration among the entire donor community, par-
ticularly through better information and
knowledge sharing.

11. Middle-income countries receive about a
third of aid. Although these countries are less
dependent on aid, it plays an important role in cat-
alyzing reforms, helping countries address issues of
large pockets of poverty, and providing a buffer
against shocks.

12. The increase in real net bilateral ODA
between 2001 and 2003 was $6.5 billion, with
$4.2 billion for debt relief and $1.6 billion for
emergency and disaster relief and food aid.

13. The corresponding real increase was $4.4
billion in the Democratic Republic of Congo, $225
million in Cameroon, $344 million in Sudan, $123
million in Tanzania, and $199 million in Ethiopia.

14. All official flows (ODA and non-ODA)
account for a slightly smaller share of resource
flows—350 percent, as in figure 5.6—Dbecause non-
ODA official flows are slightly negative.

15. Official data underestimate remittance
flows, and unrecorded remittances may be larger
than recorded remittances.

16. See World Bank (2004c¢) and chapter 2 for
a detailed discussion of the private investment cli-
mate and its links to growth.

17. Development Committee (2005) analyzes
the various proposed innovative mechanisms
under discussion. See also Development Commit-
tee (2004) and Reisen (2004).

18. The IFFIm would be established as a U.K.
charitable entity, essentially as a special-purpose
vehicle for the Vaccine Fund. Negotiations are
under way to establish a core group of donors to
fund the pilot facility.

19. Reisen (2004).

20. Taxes that correct inefficiencies ultimately
imply an increase in a country’s real resources and
the possibility of increased development financing.
See Development Committee (2004) for a detailed
discussion of the additionality of various innova-
tive instruments.

21. Gap countries are countries that are ineligi-
ble for IDA financing (because their GNI per
capita is above the IDA cutoff), other than on an
exceptional basis, and that are not creditworthy

for normal borrowing from multilateral develop-
ment banks.

22. UNMP (2005).

23. World Bank (2004b).

24. Some analysts have argued that developing
countries often lack a minimum amount of capi-
tal—in terms of infrastructure, human capital, and
public administration—to support modern produc-
tion activity, so capital above a minimum threshold
is needed to boost economic activity. According to
that argument, the key to breaking out of such
“poverty traps” is a large infusion of investment in
physical and human capital, which must be funded
predominantly by external sources given limited
domestic capacity to save. See Sachs and others
(2004) for a poverty trap perspective on Sub-Saha-
ran Africa; see chapter 2 and Kraay and Raddatz
(2005) for empirical evidence on poverty traps.

25. UNMP (2005) estimates that in Ghana the
annual investment in roads required to meet the
MDGs is 2.4 percent of GDP, over three times
what the government can afford, and that in
Uganda it is 5.4 percent of GDP, more than twice
what can be financed domestically.

26. There is considerable debate in the recent
economic literature on how aid affects growth.
Some cross-country macro studies find an unam-
biguously positive relationship between aid and
growth. Another set of studies shows more condi-
tional results, with the effect dependent on the
quality of policies and institutions or other coun-
try characteristics. A third set of studies finds no
effect, or even a negative effect, of aid on growth.

27. Clemens, Radelet, and Bhavani (2004).

28. Development Committee (2004); Renzio
(2004).

29. Levy (2004).

30. World Bank (2004a).

31. UNMP (2005).

32. Of the 47 countries with full PRSPs, 22
have produced at least one annual progress report.

33. See IMF and World Bank (2005) and chap-
ter 2 for results from the just concluded World
Bank-IMF poverty-reducing public spending
tracking exercise for HIPCs.

34. See Alonso, Judge, and Klugman (2004) for
a comparative analysis of PRSs and budget link-
ages in four countries.

35. PRSCs have also facilitated donor coordi-
nation and increased aid for budget support. Bilat-
eral donors providing budget support include
Belgium, Ireland, the Netherlands, Sweden, the
United Kingdom, and the United States.
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36. Miovic (2004). Input-level data show that
much larger amounts of resources have been chan-
neled to basic health, education, and water and
sanitation.

37. While the overall performance was stable,
there were within-year fluctuations in some areas
of the budget.

38. Alonso and Utz (2004).

39. Priority sectors are broad sectors—such as
education, health, agriculture, and roads—that are
assigned priority in budget allocations. Core pri-
ority areas are items within priority sectors, such
as primary health care and primary school educa-
tion. Per capita spending on priority sectors
increased 53 percent between fiscal 1999 and
2002, while spending on core priority areas rose
77 percent. The much larger increase for core pri-
ority areas was due to the donor-funded Primary
Education Development Program.

40. Tanzania has about 650 donor projects
being implemented by sector ministries and local
governments. One of the four priorities of the Tan-
zanian assistance strategy agreed to in 2003 by the
government and development partners is to inte-
grate donor funds, including projects, with the gov-
ernment budget. To that end, the government has
created a mechanism linking donor funds to gov-
ernment accounts, for donors to use in channeling
funds to projects, nongovernmental organizations,
and the private sector. It has also provided relevant
training to interested donor agencies. By August
2004, however, only four of Tanzania’s develop-
ment partners had indicated their readiness to use
this mechanism. See Peretz and Wangwe (2004).

41. Alonso (2004). Although priority sectors
are seeing higher spending, their share in the total
budget is largely unchanged, even with HIPC
funds earmarked for priority sectors. Real spend-
ing—including real per capita spending—on pri-
ority sectors and core priority areas increased
between the start of the PRS, in 1999, and 2002.
Between 1998 and 2002 real per capita spending
on priority sectors and core priority areas doubled.
Allocations of increased spending between core
priority areas have been quite uneven, however.

42. As noted, there is considerable debate in
recent literature on the impact of aid on growth. A
recent study by Dollar and Levin (2005) adds
micro evidence to the macro results in the litera-
ture. The study finds a strong link between institu-
tional quality and aid-financed project outcomes.
The results support the findings of other cross-
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country analyses that find aid to be effective in
good institutional environments. The study finds
the most robust results for the rule of law. In addi-
tion, geography matters: Projects in Sub-Saharan
countries have less successful outcomes (although
tropical location does not significantly affect out-
comes). The study also finds that different institu-
tions have different effects on project success. For
example, better democratic political institutions
result in better outcomes for policy-based loans,
whereas the success of project loans is facilitated
by stronger property rights and rule of law. This is
consistent with the growth literature, which finds
a favorable link between property rights and eco-
nomic growth.

43. Based on Dollar and Levin (2004).

44. Flexible ODA is defined here as total ODA
less special-purpose grants—such as technical
cooperation, debt relief, emergency and disaster
relief, and food aid.

45. Difficult partnership countries (which
include low-income countries under stress, or
LICUS) are low-income countries with weak insti-
tutions, defined as those with Country Policy and
Institutional Assessment (CPIA) scores in the bot-
tom two quintiles.

46. Levin and Dollar (2005).

47. This model of aid allocation does not reflect
the costs of conflict and the benefits of conflict pre-
vention for growth and poverty reduction. See
Chalmers (2004) and Chauvet and Collier (2004)
for evidence on the potentially large effects of aid
in difficult partnership countries. Aid reduces the
risk of conflict by raising economic growth.

48. Kang and Meernik (2004).

49. Collier and others (2003).

50. By contrast, aid has typically been inade-
quate and mistimed, phasing out just when it
should be phasing in.

51. See OECD (2005¢) for a discussion of how
donors are moving forward on improving the
effectiveness of their aid to fragile states.

52. Difficult partnership countries, especially
countries just emerging from conflicts and post-
conflict countries, often need to rebuild basic state,
civil society, and private sector institutions.

53. Knack and Rehman (2004).

54. Felix (2005).

55. A 2001 DAC High Level Meeting adopted
recommendations to untie ODA to the least devel-
oped countries.

56. OECD (2004a).



INCREASING AID AND ITS EFFECTIVENESS

57. Aryeetey, Osei, and Quartey (2003) find the
savings to be in the range of 11-25 percent; Jepma
(1991) estimates 15-30 percent.

58. See also table 5.2 and OECD (2005¢).

59. Gemmell and McGillivray (1998).

60. See Bulir and Hamann (2003, 2005) and
Bulir and Lane (2002).

61. World Bank (2005c); Pallage and Robe
(2001).

62. OECD (2004b, 2005d). The WP-EFF is a
group of bilateral and multilateral donors that
formed after the Rome forum to monitor and assist
global progress on harmonization and alignment.

63. The countries were Bangladesh, Bolivia,
Cambodia, Ethiopia, Fiji, the Kyrgyz Republic,
Morocco, Mozambique, Nicaragua, Niger, Sene-
gal, Tanzania, Vietnam, and Zambia. These
countries, along with Mali, are associated with
the work of the Task Team on Harmonization
and Alignment, a subgroup of the WP-EFFE. In
addition to the preceding 15 countries, South

Africa participates in the Joint Venture on Pub-
lic Financial Management, another group under
the WP-EFFE.

64. This is similar, for example, to when donors
disagree with specific aspects of partner country
policies (such as resettlement policies).

65. The SPA Budget Support survey finds that
for Africa as a whole, budget support increased
from about $1.5 billion in 2002 to about $2.5 bil-
lion in 2003.

66. OECD (2004b).

67. IMF and World Bank (2004a).

68. The definition of poverty-reducing spending
varies by country, but commonly includes primary
education, basic health, and rural development.

69. Some countries are implementing public
expenditure management systems to ensure the
efficiency of poverty-reducing spending. See IMF
and World Bank (2005).

70. IMF and World Bank (2004a).

71. IDA (2004).
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