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Development and Aid Effectiveness:
What have we learned, what are we doing, where are we going?

The developing world as a whole has made huge strides against poverty over the
last 20 years, but progress has been highly uneven. The persistence of poverty in many
countries is a source of both concern and impatience in the policymaking and
development communities. After 50 years of experience and effort, the argument goes,
why have we not made greater progress in all developing countries? Why is sustained
growth elusive and aid effectiveness uncertain? Tempering their impatience, these same
communities recognize that economic development is a poorly understood phenomenon.
So a key part of development policy is not only to implement effective reforms that work,
but also to discover what those reforms might look like.

The Bank, through pilot programs, through the analysis and evaluation of
operational experience, and through its own research as well as extensive collaboration
with the broader research community, has made great progress on the knowledge in
development agenda. Lending, learning and knowledge have proven to be mutually
reinforcing activities, and the Bank leads the development community in exploiting these
synergies. Knowledge generated by research is a key input into the design of Bank
programs and lending, and the Bank’s knowledge itself is a key selling point to clients.
Through lending, we learn more about what works in development, and through research,
this learning adds to the Bank and the development community’s knowledge base.

But important gaps remain in our understanding of how the policies of both
developed and developing countries achieve development goals. This note outlines key
policy insights from the knowledge-lending-learning cycle, and some of the important
gaps that remain. These insights relate to:

e how the policies of developing countries could be improved to accelerate
development,

e whether specific interventions to reduce poverty are really effective, and

e how the policies of developed countries could best be reformed to promote
development.

The Policies of Developing Countries

Developing countries often confront unique and troubling conditions that pose
special challenges to growth, poverty reduction, and the effectiveness of donor assistance.
This is especially so for the very poorest countries. For example, their disease
environment is different from that of developed and middle-income countries: AIDS,
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malaria, and tuberculosis pose much greater challenges to human welfare and economic
progress in developing countries than elsewhere. Their rural populations whose
livelihoods are dependent on agriculture are subject to highly covariate risks and shocks
in settings characterized by credit and insurance market failures. And the poorest
countries often face much greater domestic and foreign macroeconomic shocks.

The poorest developing countries also confront binding skill constraints—the
inability to improve education because of the sheer absence of teachers, the inability to
improve medical care because doctors have migrated, the inability to control dangerous
pollution because regulators lack basic technical skills.

Developing countries are also more likely to be threatened by internal conflicts.
And the demographics of developing countries, particularly the large fraction of children
and young adults, are strikingly different from those in richer countries and pose unique
development challenges.

In addressing these problems, development advice focuses mainly on steps that
developing countries can take to improve their development chances. From
macroeconomic, trade, and environmental policies to social services, social protection
and firm and financial regulation, we know much more about the contribution that
policies make to growth and poverty than we did 15 years ago. Recent discoveries have
influenced the Bank’s policy advice in a wide range of areas.

Despite great progress in understanding the effects of policy on development,
significant remaining gaps handicap the policy advice to developing countries. The
Bank’s research is targeted at bridging many of these gaps.

Policies to promote economic growth

We know that the policy and governance environment is crucial for economic
growth. We also know that it is the combination of policies and how they interact that
matters, but we know much less about which combination of policies is likely to ensure
growth in a particular environment. Nor is there evidence that identifies whether some
specific constellation of policies and institutions is necessary to encourage investment
and productivity. Micro and macro research, at the household, firm, and country levels, is
seeking to sharpen our policy advice on these issues.’

e We have learned that greater openness increases efficiency and stimulates growth, but
that beneficial outcomes are conditional on a supportive domestic investment climate.
Excessively regulated economies may not benefit much from trade liberalization.
Reforms that reduce transactions costs (trade facilitation) and improve access to and
the quality of key service inputs (logistics, distribution, communications, finance) are
important complements to trade reforms. Foreign direct investment in services is a
key channel for improved productivity performance of domestic firms.?

e We also know now that financial development is a key driver of growth. However,
we still know relatively little about precisely how access to finance promotes firm
growth. The determinants of access to finance—and the effects of access—vary
across countries and among firm and income groups. Our research is looking at these
determinants and investigating, for example, how important access to finance is for
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growth of small firms and how openness and foreign entry in financial markets affect
access for both large and small firms.>

e International financial integration is tightly linked to developments in countries’
domestic financial systems. Better domestic market fundamentals are associated with
more, rather than less, use of international financial markets by domestic firms. In
fact, the importance of domestic financial markets decreases relative to the activity in
international markets as fundamentals improve, contrary to the earlier view that better
fundamentals are related to more domestic financial development and less
internationalization.”

e Ownership of financial firms is an area where the public sector tends not to have a
comparative advantage. On average, bank privatization tends to improve performance
over continued state ownership, and in weak institutional settings selling to a strategic
investor and inviting foreign interests to participate in the process tends to increase
the benefits. °

e Past research has taught us that infrastructure investments can make crucial
contributions to growth and development, but some types of infrastructure require
appropriate regulation—and appropriate regulations in poor and rich countries look
very different.® Multi-country work is under way to refine advice to developing
countries on the regulation of infrastructure, as well as to assess the institutional and
other factors that shape the growth contribution of public infrastructure spending.

e Appropriate financial regulation similarly varies across countries. Regulations
transplanted from developed countries may prove ineffective or even
counterproductive in weak institutional environments. For example deciding which
aspects of Basel Il regulations to adopt, and how to design deposit insurance are
particularly important questions for developing countries.’

e Innovation lies at the heart of economic growth. Recent research shows the important
role that openness to international trade can play in the transmission of technology
across countries and in shaping firms’ incentives to adopt new techniques. Entry of
new firms is also a key mechanism of technological upgrading and productivity
growth. Excessive regulation—from licenses and permits to bankruptcy laws—can
hamper the creation of new firms and stifle their contribution to increasing
productivity.®

e We have learned that the welfare costs of macroeconomic volatility in developing
countries are large, particularly in the poorest countries. Poor countries face large
external shocks such as abrupt changes in their terms of trade, as well as greater
domestic shocks. Their ability to cope with these shocks is limited, both because of
poor financial markets and because of tighter barriers to microeconomic reallocation
in response to shocks.®

Policies to improve governance

Cross-country comparative research has revealed that the security of property
rights and good governance are keys to the growth of national income.*® While research
has shown that broad measures of governance are significantly associated with faster
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growth and more efficient and equitable public expenditure, much less is known about
which types of policy and institutional reforms will lead to better governance outcomes.
Ongoing research digs deeper into the specific “inputs” to governance reforms and how
they link to specific governance “outcomes.”

Greater political accountability increases the quality of public services and reduces
corruption, and information is a key factor in this relationship. One route to
increasing accountability is transparency. Publishing information about government
transfers to local spending units has been shown to reduce leakage of those funds by
as much as 90 percent.™ Citizen report cards that provide information on the quality
of service delivery increases community involvement in monitoring providers and
eliciting better service delivery.? There is little systematic evidence on the conditions
under which transparency alone has such an effect, however, and there are many
instances where transparency alone fails to trigger improvements in government
policy. Research is under way to explore conditions under which transparency has the
largest effects.™®

Research indicates that creating greater government accountability for citizen welfare
IS a great deal more subtle than simply encouraging competitive elections, at one
extreme, relying on anti-corruption agencies and financial management reforms, at
another, or changing specific aspects of the regulatory environment, at still another
extreme. None of these is sufficient when citizens are uninformed about what
governments are doing for them, when they have no credible alternatives if
incumbent governments are not performing, or when they are weighed down by
cultural and historical legacies that make them unwilling to hold governments
accountable.™

The security of land property rights is a precondition for economic development.
How rights are defined and administered and how land is distributed can have far-
reaching implications for the cost of financial intermediation, conflict, governance,
and corruption. For example, land tenure insecurity leads to significant
underinvestment and substantial income differences across rural households.™

The environmental resources that many of the world’s poorest people rely on—water,
grazing land, fisheries, forest products—exhibit poorly defined and insecure property
rights and are subject to degradation and exhaustion. But under certain social and

environmental conditions, local institutions can manage these resources sustainably.*®

Assignment of property rights over environmental assets and services such as forests
was shown to have the potential to improve environmental and economic outcomes
by overcoming the incentive failures that cause inefficient behavior. Current research
seeks to examine the implications of mechanisms to trade rights for carbon
sequestration with the aim of reducing carbon emissions into the atmosphere.*’

Policies to make growth more inclusive: human development

We have learned that inequality and uninsured risk are harmful to growth, and

that human development and social protection policies can be crucial to ensuring growth
and enhancing the degree to which it is poverty reducing. When well designed, such
policies can reach the poorest people, improve their well-being, expand their
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opportunities for advancement, and help reduce their vulnerability to economic and
environmental risks. When poorly designed, these policies can easily fail to help poor
people participate in the opportunities unleashed by economic growth.

e Shortfalls in learning and attainment often have their roots in deprivation very early
in life.*® By the time children from poor families arrive at primary school, they have
already fallen far behind their peers from better-off families—suggesting that
nutritional and educational interventions need to come in the pre-school years.
Among pre-school children in Ecuador, research shows not only that better nutrition
improves children’s test scores, but also that this effect becomes stronger as the child
matures.*

e Improving service guality remains a major challenge. Unannounced visits to
randomly selected schools and health clinics in six countries revealed that, on
average, 19 percent of teachers and 35 percent of health workers were absent from
their facilities—and there is little evidence that raising pay will greatly reduce
absenteeism.?° In India public doctors put in far less effort, spend half the time doing
only 60 percent as many examinations as private providers, and applied only 15
percent of what they knew, compared to 50 percent or higher for private doctors.*

e Antiretroviral therapy for AIDS patients can save a year of healthy life in India for
less than $50, but only if treatment can be used to motivate improved HIV
prevention.?” Thailand’s substantial prevention efforts between 1991 and 2002
averted the need to spend an additional US$18.6 billion on treatment over the decade
through 2012, a cost-benefit ratio of 1:43.%

e Death from infectious disease in developing countries is once again soaring, not only
because of new epidemics, but because of the emergence of drug-resistant strains of
such diseases as tuberculosis and malaria. Rapidly expanding international trade and
travel increase the speed of transmission of new disease threats. Research is
examining the economic impact of these new health dangers. It assesses how some
health care services—already failing to confront routine problems—can meet new
health challenges and is estimating the cost-effectiveness of specific interventions.

e We have also learned that widespread respiratory health damage from cooking and
heating smoke in rural villages can be significantly reduced by simple, affordable
changes in household construction and cooking practices.?* Simple improvements in
agricultural pesticide use could save many lives. Pesticide poisoning affects between
one and five million agricultural workers per year, resulting in at least 20,000 deaths.
Switching to lower toxicity pesticides, the use of protective gear, and utilization of
environmentally friendly Integrated Pest Management practices will help reduce
individual health risks and environmental damage.?

e Interactions between physical infrastructure and human health have been prominent
in recent research. Our research has revealed that improved water and sanitation can
greatly enhance child health, whereas poverty and poor maternal education can
reduce these gains.® We have learned that well-designed, self-financed community
water and sanitation projects significantly lower infant intestinal disease and
mortality.*’
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Policies to make growth more inclusive: social protection

Even as growth raises incomes, problems of vulnerability remain: the risk that
some non-poor will become poor and that some poor people will become even poorer
persists. Research is investigating these links and the appropriate policy response to
problems of vulnerability. Researchers have been studying the potential for providing
effective insurance to the rural poor through various forms of safety net policies. %

e Social policies matter in protecting poor people from shocks due to economic crises,
ill health, or natural disasters. Deep economic crises can sharply reduce household
incomes and public expenditures in the social sectors, leading in turn to a sharp
decline in health outcomes.” In China and Vietnam, health shocks are very likely to
impoverish households. Social insurance can reduce catastrophic out-of-pocket
expenditures by poor people, but, in order to contain costs, such programs need to
factor in incentives to avoid over-providing care.*

e We have learned that well-designed workfare schemes can be highly cost-effective in
reaching the poorest and in helping them cope with adverse shocks that undermine
their own efforts to escape poverty.®* By making cash transfers targeted to poor
families contingent on their actions to help assure that their children are healthy and
well educated, it is possible to reduce poverty both now and in the future.® Local
control of decisions to allocate financial assistance to the poor can increase the
fraction of resources intended for the poor and ensure that it actually reaches them.
But this depends critically on the local institutional context.®

e Land reforms may raise aggregate output and have a positive long-term impact on
poverty but need to be implemented in a cost-effective and non-politicized manner.>
Given its initially equitable land allocation, * Vietnam’s introduction of a land
market has been poverty reducing overall.

e Social protection in the form of targeted transfers can both help poor people escape
poverty as well as protect people from falling into poverty. However, in fighting
transient poverty it is vital that transfers be more responsive to changing household
circumstances. This suggests the need to rely on self-targeting methods whenever
possible.*®

e How can trade reforms reduce poverty more effectively? Current research focuses on
the channels through which trade reform affects the poor, on the potential for
particular groups to lose from reform, and on complementary measures that can
reverse these losses (for example, by reducing costs of market access or lowering
barriers between rural and urban labor markets).*’

e Migration is often a means to insure against household risks. Evidence shows that
remittances can increase in times of need, as well as that, in some countries,
households with migrants tend to have stronger health and education outcomes
(especially for girls), make less use of child labor and achieve higher average
incomes.

e Financial market imperfections that limit access to finance play an important role in
perpetuating inequalities and slowing growth, hence financial sector policies that
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promote broader access to financial services are important in promoting pro-poor
growth. >

The importance of agriculture and the environment to pro-poor growth

We have learned that the sectoral pattern of growth is often crucial to the

outcomes for poor people, and that agriculture and rural development can play an
important role in assuring that growth is poverty reducing.*® Recent research has focused
on what policies work, and what do not, in promoting agricultural growth. The nexus
with environmental issues has also generated an important set of new research questions.

Bank research has revealed that rural extension services frequently fail to provide
cost-beneficial advice to farmers, in part because extension services do not fully
internalize the risks to farmers of adopting new technologies and the types of
evidence that farmers look to before they take on such risks. Furthermore, extension
programs intensely focused on small groups of farmers may fail to generate a national
impact if the information they disseminate is overly complex and not easily diffused
to other farmers.*

Failure to account for collective action problems among farmers has limited the
success of some programs, such as promoting integrated pest management to reduce
toxic pesticide use.*

Global warming may bring about a rise in sea levels of more than one meter within
the present century. This could dislocate tens of millions of residents in developing
countries, and the loss of significant shares of GNP, given that the areas inundated
include some of the most fertile river deltas, where agriculture is currently thriving.*®

Agriculture in developing countries will be affected by climate change. The predicted
extent of impact depends on the climate change scenario and global climate model
used. Rainfed areas will be much more vulnerable than irrigated areas. The impacts
on small and large farms differ mainly due to differences in infrastructure, cropping
patterns, and technologies. Farmers have been making adjustments in how they grow
crops and raise livestock in order to cope with global warming, depending on public
policies that make such adjustments easier or difficult. While some agricultural areas
will benefit from global warming, many will sustain significant losses in economic
performance.**

The poor suffer disproportionately from unregulated pollution and natural resource
degradation, but developed country regulatory models frequently fail when applied in
developing countries. Through pilot programs in a variety of sectors, research is
evaluating possibilities for more cost-effective intervention under developing country
conditions.*> One success is on the disclosure of firms’ industrial pollution. Bank
research and policy engagement over 14 years has seen this policy curtail pollution in
several countries and the policy has been adopted nationally in China.

Knowledge creation through evaluative research

Progress in development requires that we learn from both successes and failures.
Rigorous evaluation is needed to choose among competing models and, more broadly, to
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establish which types of interventions deliver the greatest benefits at lowest cost. Such
evaluations have been rare in the past. Now, expert attention and the application of new
technigues have made them part of the basic development assistance toolkit. DECRG has
played a core role in developing new operational tools for assessing impacts, building on
its long-term capabilities in policy evaluation and micro-data collection, such as under
the Living Standards Measurement Study.

e An important new mode in delivering foreign assistance is community-driven
development. Rigorous research is under way to assess the impact of programs
structured around several possible CDD methodologies designed to provide local
infrastructure and services. The roles of the socioeconomic and political context are
being specifically assessed.

e Conditional cash transfer (CCT) programs have become one of the most popular
interventions in the social sectors in developing countries. A growing number of
countries, in particular in Latin America, have implemented such programs. A
rigorous review of existing and ongoing evaluations of these programs will shed light
on the relative importance of the condition and the cash involved in such programs.

e Rural agricultural households adopt a variety of risk-coping mechanisms to reduce
exposure to shocks, many of which have efficiency costs. These include migration,
off-farm diversification of income sources, reliance on family and village networks,
and choice of production techniques and crops that reduce variability of output.
Understanding these behavioral responses and their fluidity is vital to designing
policies that help smooth income and consumption and thereby enhance equitable
development.*®

e Research is testing how the results of impact evaluation can be scaled up so that the
impact of similar interventions can be rigorously assessed in different settings. New
methodologies are also being developed that do not require randomization—an
approach that, by using “chance” to exclude some potential beneficiaries, often
generates political opposition that undermines the evaluation initiative.

Development impacts of the policies of developed countries

Developed countries pursue a wide range of policies that have large direct or
indirect effects on the development prospects of poor countries. Policymaking in
developed countries—whether related to foreign assistance, trade, security, immigration,
or finance—does not always take these effects into account, in part because their severity
is only incompletely documented. Research has focused most strongly on developed
country trade policies as well as aid effectiveness.

We have learned that:

e Aid accelerates growth in countries that have adopted complementary policies,
restrained corruption, and offered security to investors.*’

e Trade strategies of developed countries that favor preferential rather than
nondiscriminatory trading regimes can have significant negative effects on
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excluded poor countries, and often benefit signatories less than a multilateral
approach would. The accretion of bilateral and regional agreements may promote
eventual multilateral agreement in the WTO, but the evidence for this view is not
strong.*®

The agricultural policies of developed countries cost the developing countries
approximately $26 billion a year, or 60 percent of the cost to developing countries
of all industrial country trade distortions. Agricultural market access restrictions
(tariffs) account for more than 90 percent of the total global welfare cost of
agricultural trade policies. Reducing this protection matters because agricultural
trade reform continues to be a key potential source of income growth and poverty
reduction in developing countries.*’

The net economic benefits to developing countries of adopting strong intellectual
property rights may be negative and not offset by corresponding benefits in
increased innovation in developed countries.>

Violent conflict is inextricably linked to the persistent, deep poverty of the
neediest countries. Research has suggested that the development effects of
intervention by rich countries to halt conflict are huge relative to the costs. Recent
research has also found that most participants fight for economic gain and that an
effective way of ending it is to deny developed country assistance to all parties to
the conflict.>

Research on the effects of developed country trade-related policies has had a
significant impact on aid policy and international trade negotiations. Developing
countries are increasingly vocal in calling for reform of trade policies that affect them
negatively. Unfortunately, sometimes this results in overlooking the need for sound trade
policies in their own countries.

We currently know less about the effects of policies in areas ranging from

immigration to combating terrorism. For example:

Financial sector and immigration regulations have a significant effect on
remittances back to developing countries. Early evidence suggests that
remittances can be strongly poverty alleviating when migration flows are strong
and the poor can migrate, but much less so where restrictions on numbers make
migration an option only for the skilled and well-connected. Research is
continuing on this as well as on issues such as whether developing countries gain
or lose from the emigration of their skilled workers, and what policies might
maximize the net gain from such migration.*

Developed country policies to control terrorist threats and drug trafficking may
impose significant costs on developing countries. The economic costs of drug
trafficking to developing countries are a function of the enforcement of drug laws
and the vigor of interdiction practices. They include the costs confronted by
developing countries when large slices of economic activity are illegal, including
the effects on political institutions and the rule of law. The magnitude of these
effects is unknown and the subject of research. Security measures by developed
countries, such as those to control the contents of shipping containers, may also



http://econ.worldbank.org/research

impose costs that fall disproportionately on developing countries. Again, such
issues are the subject of research. >
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