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i. Introduction

1 Africa's case for additional investible resources is established on the need for the continent

to extricate itself from its low development trap and to create an enabling environment for

relaunching development. Substantial and timely concessional inflows were seen as a necessary

condition to close the required resource gap. This case became much more compelling in light of

the deterioration in continent's terms of trade, the debt problem and the transformations taking

place in the mechanisms and direction of private foreign capital and Africa's inability to attract

adequate volumes ofthese resources.

2. The commitment ofthe international community to support Africa's development efforts has

been laudably expressed in the context of a number ofUnited Nations initiatives geared towards this

purpose, notably the Programme of Action for the Least Developed Countries for the 1990s

adopted by the Second United Nations Conference on the LDCs in Paris in 1990, and the United

Nations New Agenda for the Development of Africa in the 1990s. The United Nations System-

Wide Special Initiative on Africa constitutes a practical expression ofthe policy commitments made

with a view to providing a new impetus for Africa's development in a concerted international effort

for resource mobilization. It was insisted that assistance should be provided in ways more suitable

to Africa's needs than in the past and donors were accordingly urged to fulfil the agreed target of

0 7 per cent ofGNP for overall ODA as soon as possible.

3. However, the level of Official Development Assistance (ODA) has progressively fallen as

collectively donors failed to meet the special aid targets. Only a few Development Assistance

Committee (DAC) donor countries have improved their performance with regard to the aid targets

for the LDCs since 1990. Overall, the share of aid to LDCs in terms of GDP ratio was lower in

1995 than in 1990. In 1996, developed countries gave the lowest share of their combined GNPs in

assistance (0.27 per cent) since comparable statistics on aid first became available in 1950. The

outlook, in light of the gyrations in the international economy, and the attendant restructuring in the

DAC countries, is still uncertain. Present forecasts however favour a stagnation or even a decline in

aid flows.

4. Among the explanatory factors widely cited for the decline in aid volumes, particularly in

real terms, was the waning political support for aid in the donor countries, engendered in part by the

widespread perception that aid to Africa has been ineffective as the continent lagged behind other

regions ofthe developing world. This triggered a crisis of confidence in the developmental value of

aid in the donor countries. The disappearance of the East-West ideological divide and rivalry

following the collapse of the Soviet Union and the relaxation of tensions in international relations,

together with the associated movement towards disarmament, has also not translated that unique

opportunity into a 'peace dividend' and decisive joint international action to tackle the chronic

problems of underdevelopment, particularly in Africa. Indeed the 'transition economies' ofEastern

Europe and the former Soviet Union, that were previously donors themselves, become new

competitors for aid resources. The dramatically changed political environment following the end of

the Cold War also led to a change in attitude towards aid and in aid strategy . Universal

philanthropy has given way to selectivity, reinforced by budgetary stringency within most donor

governments, and cross-conditionalities were attached to reform programmes requiring substantial

aid as basis for donor assistance. Under a typical scenario, aid can only be mobilized if it supports

1 See Killick, T. (1998), 'Responding to the Aid Crisis', in UNCTAD, International Monetary and Financial

Issues for 1990s. Volume IX. Geneva.



deliberate and well-formulated programmes agreeable to the donor. As a result, several aid-

dependent countries found it difficult to maintain adequate levels of expenditure and sustain the

improvements in their human welfare indicators. Governments sometimes simply lack the funds to

meet their recurrent costs and honour their obligations even when they have aid programmes in

place.

5. The proliferation of aid agencies and the diversity of their procedures, priorities, and

reporting requirements have seriously stretched the limited managerial capacities of the recipient

countries to monitor the projects and integrate them in their development plans and budgets. The

preference of some donors for operating almost independently has further weakened the hold of

local institutions on aid management and undermined the credibility of aid programmes and

government's own system of accountability. This resulted in lack of ownership by governments as

well as by the people, nurturing misgivings as to the objectives and efficacy of aid. The weakening

ofconfidence in aid is apparently not a phenomenon particular only to donor countries.

6. All are agreed however that aid can make a significant contribution to development in

Africa and can help provide additional capabilities for development should the aid system be

significantly reformed to respond more effectively to the needs and. priorities of the recipient

countries. There is therefore an urgent need for a rethinking of aid strategy particularly in light of

the new challenges facing Africa. For that, a critical evaluation of past experience with aid is a

necessary but hardly sufficient condition for the revitalization of aid relationships. The task requires,

additionally, conceptual re-thinking and a careful articulation of a new approach that promises the

avoidance of repetition of past mistakes, while at the same time coming to grips with the reality and

objective conditions in Africa.

7. The restoration of the credibility and effectiveness of aid therefore emerged as a genuine

policy and research endeavour. To that effect, the conditions under which aid viability could be

reestablished were a subject matter of a lively debate in recent years, involving a broad spearum of

researchers in the policy circles as well as in the academic community. A major preoccupation of

the debate is the situation of aid at the centre ofpolicy analysis.

8. Having noted the above, the rest of this paper is organized in 3 sections. Section (II) deals

with a brief overview ofa conceptual framework informing the various aspects ofthe debate on aid

as it relates to the development of the Continent. Section (HI) embodies the most recent results

pertaining to five major areas of the current debate on aid. The results are based on five thematic

papers especially commissioned for this Conference. Section (IV) concludes.



II. The Conceptual Framework of Aid

9. Aid is a post-World War II phenomenon and its theoretical underpinnings were anchored

on the new development thinking that subsequently emerged. Before the War, the poor countries
of the world were categorized as backward and underdeveloped, and simply neglected; they were,

at the time, mostly colonial territories, the economic development of which the colonial powers felt
little or no moral obligation for. After the War, this indifference has given way to new

consciousness about the development plight of the poor countries, and has enlisted significant moral
urge to contribute to the alleviation of poverty in these countries. The process was hastened by the
Ease-West rivalry and scramble for the favours of the politically uncommitted new nations. The

poor countries themselves become more conscious of their development predicament and the

urgent need to address their problems of economic backwardness.

10. The transformations invoked considerable intellectual curiosity. There was an almost

sudden emergence of 'development thinking' as opposed to the old 'growth thinking', although the

intellectual contexts of the two paradigms remained closely interlinked in terms of concepts and

terminologies. Under the influence of growth theories, it was believed at one time that the key to

the development of underdeveloped countries is capital accumulation and technical efficiency. The

process ofdevelopment a la Arthur Lewis2 was seen as one oftransforming a country from being a

5 per cent saver (and investor) to a 12 per cent saver (and investor). But since poor countries are

unable to raise adequate capital from domestic sources, it was apparent that an influx of foreign

financial flows would be needed to provide the impetus for sustained growth. This is explained in

terms of concepts such as 'the savings gap' and 'the foreign exchange gap', which led to the

construction of various gap models purporting to estimate resource gaps and provide the rationale

for aid and estabilising rules of thumb on its desired level". The gap approach starts with an

indication of the desired level of output (or GDP) growth, which determines the appropriate

investment level. A gap appears when financial needs, resulting from the desired investment level,

exceed the financial means available.

11. In their more sophisticated forms however these models4 recognize that at different stages
of the development process different types of bottlenecks to growth can appear. The stage of
growth thus determines the character (and size) ofthe constraining gap. But despite the variety of

gap definitions and sophistication the distinction within the analysis between various sources of

financial inflow (i.e. aid, trade credits, foreign direct investment, etc.) proved intractable, thereby

seriously undermining the rigour ofthis approach for aid analysis

12. DAC identifies the aid component of resource inflows as one that satisfies three criteria,

namely: that the flows originate in an official sector of the donor; that their main objective is

the promotion of economic development or welfare; and that they are provided on

concessional terms, with a grant element of at least 23% on loans. According to this

2 See Lewis, Arther, W. (1954) "Economic Development with Unlimited Surplus ofLabour", Manchester

School of Economics and Social Studies, 22, 00 139-91.

3 For a summary of research and points of contention see Bhagwati. J.N. (1985) 'Aid Flows: Supply

Determined Versus Demand Determined Magnitude' in G. Grossman (ed), Dependence and Interdependence

Essays in Development Economics. Vol. 2, Basil Blackwell, Oxford, pp 173-203.

4 For an example see Jepma. C. (1992) Athenaeum Press ltd. New Castle upon Tyne.

5 For a critique of gap models see Jepma. C. Ibid, pp 3-7. .



definition, ODA includes capital projects, food aid, emergency relief, peacekeeping efforts,

technical co-operation, contributions to multilateral institutions, and concessional fund in to

multilateral development banks. ODA, thus, excludes military aid and non-concessional flows

from official creditors, which are considered "other official flows"

13. The intensification of economic problems, particularly in Africa, following a series of

external shocks, the pressure to mobilize external resources to close the ensuing gap, debt

overhang, the advent of adjustment programmes and the importance given to aid in the process

shifted attention from the estimation of resource resource gap per se, with the help of gap

models, to a new analytical paradigm focussing more on the understanding of the

interrelationships between aid and the stated policy goals including the impact on overall

growth. It was deemed appropriate that aid should follow good policy.

14. The past few years were characterized by a burgeoning body of research centering on

the examination of these relations, thereby providing perceptive insights to guide policy

reforms. Although the relevance of aid has been seriously questioned in a number of these

studies, the broad evidence tends to support perseverance with aid as an instrument of spurring

growth. A recent study by Burnside and Dollar (1996)6 has concluded that aid can increase
growth in a good policy environment. Collier (1998)7 submits that aid is highly effective in
raising growth in good macroeconomic policy environments, and is ineffective or even harmful

in poor policy environments. He further points out that the high rates achieved by some

African countries, which are comparable to those achieved by East Asia prior to the current

crisis, are unsustainable for long at the present low investment rates in the related countries

unless aid inflow augments the resources needed by the reform programmes.

15. Continued reliance on aid raised fears of aid dependency which lately emerged as a

highly topical issue in aid discourse. There is no agreement on a precise definition and

measurement of the phenomenon. It was variously used to mean a number of things including

the following:

• Receiving more aid than can be usefully utilized;

• Receiving aid at all or aid above a certain level;

• Ineffective aid;

• When aid generates either the "need" for aid or mitigates against achieving its

intended objectives;

• When the design of aid programmes (or policies more generally) is dominated by

the donor community.

16. The extent of Africa's dependence on foreign aid could be gauged by noting both the

large size of aid inflows relative to GNP, domestic savings, investment and imports, and the

severe worsening of these ratios since 1980 as compared to other regions . Killick (1996)

calculates that ODA as per cent of GNP has increased from 3 per cent in 1980 to 12.4 per cent

6 Burnside. C. and Dollar, D. {1996, 'Aid, Policies and Growth", Memograph, Policy Research Department,

World Bank, Washington. D.C.

" Colleier, P. (1998) 'Aid Dependency: A Critique', paper prepared for the ECA Conference of Ministers of

Finance on Aid, Addis Ababa, 28-30 July 1998.

8 Killick, T. (1996) op. cit, p. 23. _



in 1994 in Sub-Saharan Africa. The ratio for all developing countries remains at 1.1 per cent.

For domestic savings, the rise was from 12.6 to 77.5 per cent, compared with a marginal rise

from 3.9 to 4.2 per cent for developing countries as a group. ODA as a proportion of

investment rose from 14.8 to 72.9 per cent against a slight decline from 4.2 to 4.1 per cent for

developing countries as a whole. ODA also constituted 51.5 per cent of imports of Sub-

Saharan Africa compared with only 5.2 per cent for the developing countries combined.

17. The nature of aid dependence of African countries comprises of two main elements.

The first, is the nature of aid and the mechanisms used to deliver it. These tend to make local

administrative and political processes beholden to constituencies and accordingly are often

inefficient and uncoordinated. The second is that a sudden reduction in aid, in its totality or in

one of the components, often leads to severe economic and social disruption in many of these

countries.9 The key elements of the aid dependency syndrome are:

• The post-colonial aid regime that has emerged has been one in which the donors

have retained the final decision over all allocation decisions on aid;

• A proliferation of projects, which result in failure of accountability to central

government and political processes;

• Projects tend to have high administrative costs, operate on the basis of tied aid and

often fail to be coordinated among donors;

• Projects often have recurrent costs, which countries find difficult to match;

• Negotiating programme aid and debt relief takes up an enormous time of a small

number of key officials;

• Donors spend a lot of time monitoring, evaluating and accounting for the flow of

resources;

• The "incentives" of donor agencies are closely tied to achieving transfer of

resources and desire to show to the donor that resources did go to priority uses

identified by the donor, rather than the recipient;

• A preference by Western donors for bilateral over multilateral organizations to

disburse their aid during the early years and a shift to multilateral organizations

during the latter 1960s and 1970s and then a further shift to non-governmental

organizations in recent years.

• The aid system that emerged was basically inter-governmental, in which the rich

country governments provided resources to poor country governments (the role of

northern NGOs emerged later).

18. It is to be recognized, however, that for the long run, strategies for ensuring Africa's

transition from aid dependence to reliance on private capital inflows will be very important for the

sustainability and stability of development in the continent. The focus on national policies that

encourage domestic resource mobilization and help to attract non-speculative international capital,

such as direct foreign investment, will be crucial in this regard. However, in the short run, the need

for external aid to assist African development is likely to remain significant.

9 Ravi Kanbur: A Framework for Thinking through Reduced Aid Dependence, paper presented at the AERC-

ODC Meeting on Managing the Transition from Aid Dependency in Sub-Saharan Africa, Nairobi, Kenya, May

21-22. 1998. _



I. On the Current Debate on Aid to Africa

19. The current debate on aid flows to Africa has centered mainly on such issues as aid

effectiveness;

aid dependency; and aid relationships. The Conference will benefit from insights contained in

five thematic papers commissioned to enrich the debate. The topics covered are: the political

economy of aid; aid policies, investment and growth; aid and the exchange rate; aid and public

expenditure; and redesigning the aid relationship.

The Political Economy of Aid10

14. Originally, aid was considered as a gap-filling mechanism that enabled countries to

access additional funding for capital investment and foreign exchange. Over time, aid has
become a large-scale and multi-faceted business, expanding beyond its gap-filling original role

and benefiting developed and developing countries alike. In the process, developing countries,

especially those with low incomes, have become dependent on this mechanism in different

ways. The simplest definition of aid dependence is the ratio of aid to GNP. However, a more

relevant definition of aid dependence is the percentage of public expenditures being provided

by aid. It is assumed that the higher the percentage of public expenditures provided by aid, the

higher the extent of aid dependence.

15. Further, the concept of institutions is taken as referring to organizations or to the

ktrules of the game" in a social system: the norms, codes of conduct, laws, and patterns of
behaviour that enable human interactions to have some degree of predictability. The emphasis

of this sub-section is to assess the impact of aid dependence on organizations that construct

budgets, manage economic policy, make decisions about priorities, and carry out development

initiatives.

16. Aid dependence has its source both in supply and demand. Although aid dependence

may be a temporary phenomenon, it has become a long-term fact of life for many African

countries. Historically, aid dependence was, in a way, a direct result of Africa's colonization.

Colonialism in Africa did not do much to prepare countries for their transition to self-rule. As

a result, many countries filled line positions with expatriates and relied on aid funding to

support this technical assistance and expertise. In addition, the economic crisis that began in

the late 1970s, characterized by higher energy costs and lower revenues from Africa's

commodity exports, led African countries to seek finance on international markets. As the

crisis persisted, the countries became squeezed between their revenues and higher costs,

leading to higher levels of dependence on foreign aid.

17. With the aid agencies remaining the sole source of finance for many African countries,

10 See Deborah Brautigma and Kwesi Botchwey: The Impact of Aid Dependence on Governance and
Institutions in Africa prepared for the AERC-ODC Collaborative Research Project on Managing the Transition

from Aid Dependency in Sub-Saharan Africa, may 1998. .



donors and lending agencies started dictating budget priorities and expenditure parameters to

African governments. As a result, one of the critical governance functions of African states,

namely setting the budget according to national priorities, was jeopardized. Furthermore, the

severe restraints on the central budget and donor reluctance to support recurrent costs led to a

dramatic decrease of civil service salaries in real terms, resulting in increased corruption and

fueling donor demands for additional paring down of the functions of the state. This process

weakened the state's critical capacity to generate revenues, adding to aid dependence. In

addition, war and political instability in a number of countries as well as the process of

transition toward democratic rule increased the dependence of countries on aid receipts.

18. Given the above concept of institutions, it is proposed that effective governance can

only be achieved if the following three conditions are met: good leadership, capable public

institutions, and societies that exert pressure for a well-working state. The three elements are

seen as self-reinforcing and are elaborated as follows:

• Good leadership is a result of a broad based, well educated and skilled people; a

system of accountability that creates incentives to govern reasonably well; and a

developmental vision that is technically workable.

• A capable public administration is a crucial element for good governance. It is

critical to have technocrats who understand the complicated intricacies of policy

choice and economy response. Complementary to this is the need for a rule of law

to prevail in order to enforce expectations of probity.

• Civil society at large constitutes the incubator for both effective leadership and

capable public service. Enlightened civil society constitutes, therefore, a

prerequisite for good governance.

19. With the help of the above concepts, the impact of aid on governance can be

summarized in the following observations:

• As aid agencies became the main source of finance for many African countries,

donors and lending agencies started dictating budget priorities and expenditure

parameters for African Governments;

• These developments jeopardized one critical governance functions of African

states, namely setting the budget according to national priorities;

• The severe constraints placed on many budgets of African countries and the

reluctance of donors to support recurrent costs led to dramatic decrease of civil

service salaries in real terms, thereby resulting in increased corruption and a paring

down of the functions of the state as demanded by donors;

• Furthermore, the process led to the weakening of the state and its capacity to

generate revenues, and hence contributing to aid dependence of African countries;

• Wars and political instability in a number of African countries and the process of

transition toward democratic rule (good as it is) all increased aid dependence of

these countries.



20 The large amounts of foreign aid have had both positive and negative implications for

institutions in Africa. On the positive side, a number of the projects financed by aid money

have strengthened the recipients' institutions through training, reorganization, and the

provision of new technologies for data collection and analysis. It should also be noted that, in

many instances, aid has allowed to "hold the head of a drowning state out of the water for at

least a time!1'

21. The negative impact of aid on institutions in recipient countries, include the following:

• Transaction costs and "institutional destruction": Aid is provided to Africa from a wide

range of donors and is often subjected to a myriad of strict conditionalities. Its servicing

exacts an undue amount oftime and effort from government institutions. As the related

demands are not matched with necessary capacity, multilateral donor agencies tended to

prepare government adjustment programmes in their stead, thereby undermining their

sovereignty and weakening ownership ofthe programmes.

• Loss of sovereignty and weakened local ownership: Ownership and credibility of

adjustment programmes by governments ensures their sustainability and success, but

only a few have established institutions to safeguard for that. Loss of ownership is

partly attributable to the tendency of donors to encourage, through incentive systems,

local staff to leave service and for their advisors to undertake the tasks on behalf of

those trained to do so. Another factor is the incentive system built into operations of

some multinational institutions which rewards staff for loans approved rather than for

building local capacity or the successful implementation ofprojects.

• Budgeting: High levels of aid dependence take many of the budgetary functions of

governments out of its hands. The budgetary process is particularly disrupted when

revenues are uncertain and commitments are not matched to the fiscal year, leading to

repetitive budgeting and budget fragmentation which ultimately compromises the

integrity of public investment programmes and undermines budget discipline and

bureaucratic accountability. This situation is often complicated by the attitude of

donors who ignore completely governments' efforts towards exercising budget control.

Some ofthe donors also rund programmes with resources kept with commercial banks,

which complicates Central Bank tasks in the management of monetary policy and

monitoring the net credit position ofthe country.

• Patronage, accountability and democratic decision-making: Aid dependence reduces the

country's incentives to make full use of domestic resource generation mechanisms. As a

reflection of this, empirical evidence reveals that for a sample of 31 African countries

studied over the period 1994-95, about 40 percent are making poor use of their tax

base. Aid dependence is also associated with interference with the normal budget

bargaining and tax policy formulation that constitutes one of the major democratic

opportunities for different local stakeholders to reconcile their goals and ensure greater

transparency in the budgetary process. Shifting the pressure for accountability from

local to foreign institutions encouraged patronage politics whereby politicians will find it

convenient to lobby donors to fund their preferred projects.



Aid Policies, Investment and Growth11

22. One important aspect of the current aid debate deals with the impact of aid on

investment and growth. Two major approaches could be distinguished in this respect: the aid-

financed investment approach and the aid-induced policy reform approach. Both approaches

were believed to have mounted a search for understanding the "key" to Africa's growth and

development performance.

23. The aid-financed investment approach has its roots in the dominant growth models of

the 1950s and 1960s that are variously called Harrod-Domar model or Two-Gap model or the

financing requirement model. The approach postulates that growth is proportional to

investment by a constant that is reciprocal of the so-called 'incremental Capital Output Ratio"

(ICOR). The basic assumption is that there is a short to medium direct link between aid and

investment, and between investment and growth. The most important results of critically, and

empirically examining the implied claims of this approach could be summarized as follows:

(a) Aid has not led to investment: country illustrations show a very wide gap between

actual and predicted investment if aid had gone one for one into investment. In

Madagascar, for instance, actual investment stayed under 2 percent of GDP for the

period 1960-1992 while predicted investment would have reached 18 percent of

GDP in 1990;

(b) In the short-to medium run, investment did not lead to growth. An illustrative

example on Zambia shows that the evolution of actual output for the period 1960-

1994 declined from 1,000 to 600 dollars while predicted output would have

reached 2,500 dollars in 1994 at 1985 prices;

(c) There exists no correlation between growth predicted by aid-financed involvement

and the actual rate of growth: An illustrative example on Mauritania shows that the

country would have followed a trajectory much like South Korea if the aid-

financed investment approach had worked. Per capita income would have

increased from 750 dollars in 1963 to 8,500 dollars in 1995. The reality is that

Mauritania's per capita income has stagnated over the whole period.

24. The alternative approach to investigating the "key" to Africa's growth performance is

to analyze economic policies that countries have pursued over the years and the role of aid

therein. Policies affect growth both through capital accumulation and capital efficiency. The

idea is to assess the extent to which governments implementing growth-enhancing reforms can

be assisted by foreign aid. Previous findings have come up with the conclusion that aid has

supported governments with good policies and those with bad policies alike. Zambia provides

a good example ofhow aid can enable governments to delay reforms.

1' See David Dollar and William Easterly: The Search for the Key: Aid. Investment and Policies in Africa,

Development Research Group. World Bank, May 1998.



25. Thus both approaches do not seem to provide a key to a better understanding of
Africa's growth and development performance. The traditional aid-investment-growth linkages

are not very robust. It is rather the difference in economic policies that can explain much of

the difference in growth performance. While foreign aid cannot promote sustainable policy

reforms in countries that lack local support for reforms, aid can be a powerful tool for growth

when reforms are endogenously owned. Therefore, the combination of private investment,

good policies and foreign aid is a quite powerful conduit through which growth can be

achieved. As a result, disbursing aid into good policy environments appears to be the key

recommendation of this analysis. If donors adopted this recommendation, it would no doubt

be an improvement on current practice.

Aid and Public Expenditure12

26. The issue of what does aid finance, and to which sectors is aid money allocated, is

closely related to that of "aid rungibility" in the African context. If a grant is intended for a
project that the recipient government would have financed anyway, then the aid money releases

resources that the government can spend on other things. In this sense, aid is "fungible". If aid
is "fungible", then the development impact of aid to education, say, is not the education

projects built but the incremental public expenditures by the government from the resources

released by the aid. It cannot be said a priori whether, in a particular country, aid is fungible or

not, or whether the presence of fiingibility is good or bad. It all depends on whether the

preferences of the donor are different from those of the recipient and on how the government

uses the resources released by the aid projects. Empirical findings point to a diversity of

situations. Aid has been found to be fungible in some countries but not in others; in some

sectors rather than others; or at the national level but not at the state level.

27. Assuming that the donor and the recipient have different preferences (e.g. the donor

wishes to target aid to particular sectors whereas the recipient would like to treat the aid as

budgetary support), the extent to which the recipient treats the aid as fungible depends on the

"costs" of deviating from donor preferences. It is suggested that these costs are related to the

donors' ability to monitor aid-related expenditures which, in turn, may be connected to the

number of the donors in the country.

28. The main findings on aid and public expenditure can be summarized as follows:

• Every dollar of aid leads to 90-cent increase in government spending; there is little

evidence that aid leads to greater tax relief in Africa;

• Although most aid is intended for capital expenditures, aid to Africa leads to an

increase in current and capital spending in equal amounts;

• An almost equal amount of aid goes towards repaying the principal on past loans;

• In Africa, aid to the energy, transport and communications sectors lead, to some

increase in public spending in those sectors but not one-for-one. By contrast, the

l= See Shantayanan Devarajan, Andrew Sunil Rajkumar and Vinaya Swaroop: What Does Aid to Africa

Finance, paper presented at the AERC-ODC Meeting on Managing the Transition from Aid Dependency in

Sub-Saharan Africa, Nairobi, Kenya, May 21-22, 1998.



worldwide sample shows that aid to transport and communications is almost fully

non-fungible;

• Aid to the education sector has an almost one-for-one effect on education spending

in Africa while there is no clear effect in the global sample;

• Overall, aid to Africa is partially fungible. Governments do not spend all sectoral aid

in that sector, nor do they treat such aid as merely budgetary support.

• The greater the number of donors to a country, the more likely that aid is fungible

(possibly because monitoring is more difficult).

29. The policy conclusions based on the above type of analysis are as follows:

• Donors should be concerned about the quality of the overall public expenditure

programme of the recipient country;

• Donor coordination is very important;

• The shift of aid by some donors to budgetary support is a welcome trend. However,

sectoral aid programmes and projects still have a role to play in development

assistance, as it was shown that aid to particular sectors has an influence on the

composition of public spending, albeit not on a one-for-one basis.

Aid and the Exchange Rate13

43. One of the early contributions to the analysis of the impact of aid was focussed on the

potential conflict between aid flows, especially unsustainable and excessive aid flows, and

export competitiveness. At least some of the "unsustainable" aid flows will be used to finance

expenditure on nontradable goods and services. With the prices of tradables given, there will

be a relative price shift in favor of nontradables (i.e. an appreciation of the real exchange rate,

where the real exchange rate (RER) is generically defined as the ratio of the price of tradables

to nontradables). The immediate effects of the relative price shift affect the demand side,

where more of the (cheaper) tradables (especially imports) will be demanded leading to

deterioration in the external balance, which in turn will require more aid flows. The demand

effect is further reinforced by the intersectoral resource transfers from tradables to

nontradables sectors, which causes the most significant squeeze on the former sector. The

unsustainable expansion of aggregate demand (due to positive but temporary terms of trade

shocks, natural resource boom or short-to-medium run surges of aid or capital flows) and the

relative price shifts leading to real exchange rate overvaluation and deterioration of non

resource-booming exports is the essence of the so called the "Dutch disease".

44. Two main issues relevant to the impact of aid on export competitiveness as proxied by

the real exchange rate are whether ODA flows to Africa are excessive relative to some

sustainable ratios, and if yes, to what extent ODA flows were responsible for causing a

disequilibrium real exchange rate overvaluation (relative to an appropriately specified real

exchange rate equilibrium) and therefore a deterioration in export competitiveness.

13 Extracts from a paper by Ibrahim Elbadawi: Aid and the Exchange Rate, Economic Commission for Africa

(ECA), paper prepared for the Seventh Session of the Conference of African Ministers of Finance, Addis

Ababa, Ethiopia 23 to 30 July 1998.



45. To realize its goals of economic and social development, as well as to successfully

consolidate and enhance its current economic reforms, Africa must adequately address two

immediate policy concerns in this era of aid fatigue, globalization and private capital market

integration. First and foremost, how to manage an orderly transition to less aid dependence

and how to effectively utilize substantial aid flows in the transitional period, without

undermining export-oriented real exchange rate competitiveness. Second, how would Africa

participate positively and actively in the private capital market- first by repatriating previous

capital and then attracting new capital-without risking destabilizing financial crisis or

undermining its export-oriented growth strategies through the ensuing real exchange rate

appreciation.

46. To assess the impact of ODA and private capital flows-among other fundamentals--on

the long-run behavior of the real exchange rate (RER), a model of the real exchange rate for a

panel of 62 countries, including 28 African countries, is estimated. The results strongly

corroborate the predictions of the theoretical model, including that both ODA and private

capital flows were robustly and negatively associated with the real exchange rate in the long

run. As a long-run determinant of the real exchange rate ODA has an elasticity of-0.84, which

would lead to a 3% RER overvaluation following a temporary increase in ODA by 35%.

With an elasticity of 0.047 a short-run (and unsustainable) rise in private capital flows of

similar magnitude (i.e. 35%) would cause much less but non-negligible RER overvaluation of

about 1.6%. Moreover, "unsustainable" ODA flows were shown to have caused substantial

partial RER overvaluation in many African and non-African countries during the 1990s. In the

cases of Zambia and Egypt (high aid dependent countries) the partial RER overvaluation due

to aid dependence could not be fully reversed by the effects of other fundamentals and RERs in

these two cases experienced overall overvaluations. The results also suggest that other highly

aid dependent countries (such as Uganda and Tanzania) are likely to experience RER

overvaluations in the future.

47. The results of the RER model also show that a combination of further fiscal reforms

(specially reduction of government consumption), deepened trade reforms to increase openness

of the economy, and to a lesser degree building up of reserves are the most effective medium

to longer term measures for limiting disequilibrium effects on RER of unsustainable capital

flows and ODA spurts or temporary positive terms of trade shocks. For example, expanding

the trade volume by 3 percentage points of GNP, reducing government consumption by 2

percentage points of GNP and increasing reserves by 5 percentage points of GNP could

depreciate the RER by, respectively, 1.98, 0.84, and 0.24%, which more than offset the effect

on RER of the 35% unsustainable increase on ODA. However, in the short-run capital account

instruments such as accumulation of reserves and retirement of external debt, in addition to

applying a range of discriminatory measures to influence the composition of private capital

inflows towards longer term flows, are more responsive than standard fiscal and trade policies.

48. Building upon the RER estimation results, which allows computing indexes of real

exchange rate misalignment relative to an estimated RER equilibrium (RERMIS: measured as

undervaluation), a model for the determination of non-traditional exports for the same panel of

countries is also estimated. The results strongly corroborate a laffer curve effect for ODA on

non-traditional exports, where the ODA/GNP ratio and its square have semi-elasticities of 2.63

and -4.98, respectively. Thus the results lend support to a major proposition of the aid

effectiveness literature-that there exists some threshold of aid flows, beyond which further aid
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may impede rather than help growth and development in general. In this case the evidence

suggests that excessive dependence on foreign aid has deleterious impact on non-traditional

exports--and hence it could undermine the most effective source of dynamic growth in the

second half of this century.

49. A test of the proposition that aid is more effective in good policy environment was also

undertaken where each of ODA/GNP and its square were co-variated with RERMIS, the tatter

being a proxy for good policy that is most relevant to export performance. To account for the

effect of the level of development on required/optimum ODA flows, separate covariate terms

for each of low and middle-income countries were estimated. Again in both cases the evidence

supports the relevance of good policy environment for aid effectiveness in enhancing exports,

and especially exports diversification. The estimated laffer curve parameters were 9.49 and

-21.77 for low-income countries and 24.38 and -245.56 for the middle income group.

50. Finally, the ODA/RERMIS laffer curve effect on exports allows estimation of optimum

ODA/GDP thresholds for various African countries. Comparing actual ODA ratios to the

estimated thresholds permits calculation of aid dependency ratios. This reflect a precise

concept of aid dependency, based on the extent to which excessive ODA flows exceeded the

threshold beyond which more ODA actually hinders rather than helps export expansion.

According to this concept, several African countries were characterized as being "excessively

aid dependent'1.

51. The most important policy implications of this type of analysis could be summarized as

follows:

(a) that aid dependency should be reduced not because the international

development dependence on foreign aid could substantially impair the export

competitiveness of these countries and therefore derail-possibly for a

considerable time—the export-oriented development strategies that have been

recently embraced by Africa, attempting to hopefully replicate the experiences

of South East Asia and some other successful countries in other regions (such

as Chile);

(b) that the transition to less aid dependence and more sustained and dynamic

export-led growth does not have to require drastic and painful adjustments

costs, provided that two developments take place. A move which should allow

for dramatic reductions in gross ODA flows and further gradual transitions to

lower and more sustainable net ODA; and a move away from the current aid

regime of ex-ante policy-based conditional lending to other forms that enhances

ownership (e.g. ex-post conditional lending) and reciprocal benefits (e.g. trade

and investment partnership);

(c) that the removal of the debt burden, and further consolidation of economic

reforms and political stability, should help address the lingering reputation of

policy reversals, civil wars and political instability that have haunted Africa for

so long and have so far affected the volume and composition of private capital

flows into Africa;
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(d) that the experience with private capital flows also shows that they too could

lead to disequilibrium real exchange rate overvaluation, and therefore a

derailment off the path toward dynamic export-led growth. Even worse,

excessive private capital flows could increase the chances of devastating

financial crisis, capable of exposing world class success stories such as the East

Asian economies. Therefore, while a transition from total dependence on ODA

for development finance to a mixed menu of ODA and private capital flows

represents a challenge, but also an immense opportunity for Africa, the attempt

by Africa to increase its share of investment from international private capital

markets should be firmly anchored to the basic tenets of an export-based

development strategy.

Redesigning the Aid Relationship14

52. In current discourse on aid five related, and widespread, beliefs can be identified and

can jointly be termed the 'aid dependency school'. These beliefs are :

(a) that Africa has grown more slowly than other continents in part because it has

received much more aid relative to GDP than other developing areas;

(b) that the analysis of 'welfare dependency' in poor households carries over to aid-

receiving countries such that an aid dependency syndrome results whereby aid

payments create very high implicit marginal tax rates and so discourage work,

trapping recipients into continued need for aid;

(c) that the enormous increase in private capital flows to developing countries has

made aid nnecessary and indeed a distraction: governments should focus on

attracting private capital rather than aid;

(d) that aid flows, determined by donor fads, are so fickle that they are a source of

instability rather than a basis for sustained growth; and,

(e) that aid is, in any case, doomed: the forces which have recently led to

reductions in aid budgets will continue, so that aid will rapidly decline in real

terms.

53. All these beliefs are challenged on both theoretical and empirical grounds with a view

of identifying the directions in which the future aid relationship between donors and recipients

could be framed.

54. Has aid been detrimental to growth in Africa? It is now empirically established that

although on average aid has been ineffective, this is because of a massive, but readily rectifiable

14 See Paul Collier: Redesigning the Aid Relationship, Economic Commission for Africa (ECA), paper

prepared for the Seventh Session of the Conference of African Ministers of Finance, Addis Ababa, Ethiopia 23

to 30 July 1998.



mistake in aid allocation. Aid is highly effective in raising growth in good macroeconomic

policy environments, and is ineffective or even harmful in poor policy environments. On

average, aid has been ineffective because too much of it has been concentrated in the latter.

Such evidence refutes the careless causal inference from the association of Africa's high aid

receipts with its slow growth. Moreover, it has been established that not only does aid

increase growth in good policy environments, it also raises private investment: on average, a

dollar of aid increases private investment by $1.80. While there exist diminishing returns to aid

even in good policy environments, it is established that the point at which aid starts to have

negative effects is far in excess of the range pertinent for Africa. Aid continues to have

beneficial results for growth even at the margin, until the share of aid in GDP is around 20%.

Moreover it is found that "big aid' interacts favourably with policy improvement. Thus, within

the range of aid flows which is pertinent for Africa, the evidence suggests that, subject to a

satisfactory policy environment, the more aid which is provided, the faster will an economy

grow.

55. Is aid dependency like welfare dependency? The analogy with welfare dependency is

fundamentally mistaken for a number of reasons. First, the scale of aid relative to income is

tiny by comparison with welfare payments. The 'poverty trap' of welfare recipient households

commonly involves households for whom welfare payments constitute a large majority of total

income and who thereby face implicit marginal tax rates of 80% or more. By contrast, gross

aid flows to Africa peaked at around 12% and implicit marginal tax rates are correspondingly

radically lower. Second, in the context of the politics of balancing government expenditure (as

benefits to citizens) and revenue from taxation (costs to citizen), an equilibrium with aid will

involve higher expenditure and lower taxation compared to a no aid situation. The reduction in

taxation has favourable incentive effects at the household level. The marginal costs of taxation

are often quite high in developing countries because there are a few efficient tax handles.

Hence, reduced tax effort can free households and firms from powerful disincentive effects of

taxation. Thus, precisely counter to the welfare-dependency analogy, aid actually improves the

incentive environment at the level ofthe individual agent

56. Does aid detract from private investment? In a globalised economy it is private rather

than public transfers which will eventually be decisive in sustaining growth. Africa private

capital flows are currently less than $3 per capita, and so remain dwarfed by aid flows. In

Africa an important task is indeed to increase private capital inflows. However, aid has a

central role in facilitating this transformation. The empirical evidence cited above demonstrates

that aid is effective in attracting private investment as long as the policy environment is

satisfactory. Indeed, current African experience suggests that far from having become less

important, aid is now more valuable than ever.

57. The reason for this is that several African countries have recently implemented

sufficient reforms that their macroeconomic policy environments are 'satisfactory'. These

economies are currently growing quite rapidly, at approximately the growth rate achieved by

East Asia prior to the current crisis. However, these high growth rates are unsustainable on

present investment rates, which are around nine percentage points of GDP below East Asia.

The reforming African governments are benefiting from a transient 'bounce-back* effect, as a

result of removing grossly damaging policies. Hence, either growth rates will decline or

investment rates will rise: the next few years constitute a window of opportunity for African



development. Quite how long the window will remain open is uncertain. Reforming African

countries may possibly be able to sustain high growth with low investment for a decade or

more if their previous policy environments substantially increase the productivity of the

existing capital stock. However, it seems unlikely that a reforming country could sustain high

growth on low investment for much more than a decade, and several of Africa's reformers are

already well into their first decade of improved policies. Hence, the time scale for increased

investment may now be quite short.

58. An increase of around nine percentage points of GDP in African investment rates

cannot be achieved in such a short time scale primarily through increased domestic savings.

To do so would require consumption to fall. Hence, much of the increase in investment must

be financed from a combination of foreign and repatriated private capital flows, and aid.

Despite the improved policy environment of the reforming African countries their ability to

attract private investment (foreign direct investment or repatriated capital flight) will continue

to be determined by perceptions of risk, the tax environment and infrastructure, among other

factors. Ail these are related to investment and the way it is financed. Noting that public

investment is potentially complementary to private investment, it should also be realized that tf

such investment is financed through increased taxation, it is questionable how effectively it

would enhance growth. Hence, a substantial part of the needed increase in public investment

must come initially from aid.

59. Is aid a source of fiscal instability? Two main reasons are given as to why aid receipts

might be unreliable. One is that donors may use aid to advance a political agenda driven by the

political concerns of their domestic electorates. Secondly, donor procedures for disbursement

may be so cumbersome that, even when funds are committed, there may be long and

unpredictable lags before governments are able to utilize them. But, even if aid is less reliable

than government revenue, it might nevertheless reduce the overall unreliability of the resource

flow to the government if it moves inversely with revenue.

60. That is, as with any portfolio, an important consideration is not just the volatility of

each component, but whether the risks are co-variant. Hence, in measuring the reliability of

aid both its volatility and its co-variance must be taken into account. The relative reliability of

aid and government revenue for 36 African countries (which are IDA recipients over the

period 1970-95) is empirically evaluated. Despite the fact that the results are country specific,

the most important two results of such evaluation at the aggregate level of the sample are: (a)

that the coefficient of variation of aid is lower than that of revenue implying that aid is more

reliable than revenue, and (b) that the normalized co-variance of aid and revenue is negative

implying that there is a further benefit from aid: it acts as a buffer to revenue shocks, tending to

increase when revenue is low. Hence, on the aggregate evidence, a budget with a large

component of aid would be more reliable than one with a small component of aid, both

because the aid component is more certain than revenue, and because it tends to offset revenue

shocks.

61. Will aid receipts continue to decline? Aid levels have fallen in recent years and this has
produced an environment of aid pessimism: regardless of the above considerations, aid will

continue to decline. While it is incontrovertible that aid budgets have declined in real terms,

this should not be extrapolated. The reason for this caution is that the observed decline of aid

was caused by fiscal retrenchment in the USA and Western Europe and the end of the cold
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war. Both fiscal retrenchment and the ending of the cold war are one-off effects: aid drops like

a step-function. Qualitatively offsetting these effects, the global economy is growing rapidly,

and prospects for continued growth have seldom been so good. Global growth works to

increase aid through three routes. First, the existing group of donors becomes richer and this

enables all expenditures to rise. Secondly, as middle-income nations catch up with the

developed countries they can be expected to initiate aid programs as symbols of arrival at

developed country status, thereby gaining participation in the institutions of donor clubs.

Thirdly, as some low-income countries grow out of poverty, a given pool of donor funds can

become concentrated upon a smaller group of countries.

62. The main jeopardy to this process of rising aid flows is not the one-off events discussed

above, but the perception that aid has been ineffective. Paradoxically, this view has become

prevalent at just the time at which research has identified not only that on average aid has been

ineffective, but the circumstances in which aid is unambiguously effective, namely, a

reasonable macroeconomic policy environment. In the past, partly because aid was allocated

according to a political agenda, it failed to reflect this policy environment. Were donors to

persist with such aid allocations the gradual accumulation of evidence on the ineffectiveness of

aid would continue to undermine the basis for aid budgets: aid would decline simply because it

was demonstrably a waste of money. If, however, aid becomes increasingly concentrated

upon satisfactory policy environments, then, not only will aid effectiveness demonstrably

increase, but the concentration will itself increase the flow of aid to the post-stabilization

countries.

63. Hence, conditional upon donors channeling aid to those environments in which the

policy environment is already satisfactory, instead of the attempt to use aid to induce reform

where policy is poor, there are reasonable prospects for rising aid flows into satisfactory policy

environments.

64. One of the most encouraging developments in Africa is that macroeconomic reform is

now spreading across the continent. During the next few years, many countries will reach the

post-stabilization stage. It is precisely these newly stabilized, high risk, low income

environments in which aid plays its most crucial role. Hence, far from Africa needing to

emerge from aid dependence, the continent is entering on a phase during which big aid' will

make its most vital contribution. The next decade in Africa will be opportunity for aid to be

vindicated. A corollary is that in these environments, aid should be counted as part of the core

budget for an extended period, rather than as an exceptional financing item. This argument

applies both to grants and to the grant equivalent of aid. Unless this is done, the newly

reformed economies will appear to have massive fiscal deficits. Not only will this needlessly

discourage investment, it will discredit the process of budgeting, since it will appear to signal a

problem which is non-existent.
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IV. Conclusions

65. From an African perspective, the discourse on aid would always be informed by the

developmental preoccupation of the continent. Despite the dismal performance of the continent

on the economic growth, front compared to other regions in the world, the perception among

African policy makers and researchers is that aid has played, and would probably continue to

play, an important role in the development of the continent. The original developmental

framework of low income developing countries having low saving rates well below the

required investment requirements for achieving, and sustaining, relatively high economic

growth rates informed the "aid movement" of the development era of the 1950s and 1960s.

This framework, despite recent theoretical and empirical misgivings, continues to be relevant

for Africa. It is this framework which gave rise to the currently ruling aid system of multiplicity

of donors and their multiple procedures.

66. The current aid system, which developed over the past forty years, it is now

acknowledged, did have a number of negative effects on recipient African countries. The

institutional structures of these countries have been influenced by the donor communities

desires, preferences and interests. The end result has been a weakening of these structures with

consequent negative impact on the effectiveness of aid seen from a developmental point of

view. The current relatively high investments targeted to rebuild African capacity is a reflection

of this negative impact despite the fact that aid flows in the past have always had a technical

assistance component.

67. The key to enhanced effectiveness of aid, it is now empirically established, is the nature

of policy environment into which aid is flowing. In good policy environments aid is effective in

enhancing economic growth while in poor policy environments aid is ineffective and could be

harmful. The precise definition of "good" and "bad" policy environments, however, may need

to be agreed upon in the context of African developmental challenges.

68. The use of aid in the context of public expenditure programs remains an important

policy issue. The analysis of aid flingibility in Africa indicates that, without prejudice to

sectoral allocations of aid, donors should be concerned about the quality of the overall public

expenditure program of recipient countries. The implied recommendation to donors is for all

aid to become program aid. It is not clear, however, what domestic institutional changes are

required to enable recipient governments to come up with a policy consistent, and coherent,

public expenditure program acceptable to internal as well as external constituencies. If a

minimum planning machinery is deemed central to such change, it remains an open question

what are the appropriate institutional changes.

69. Over the past twenty years most of the African countries were involved in economic

reform programmes which aimed at stabilization by restoring external and internal balances.

Implicit in these programs is a quasi-development strategy based on export competitiveness as

proxied by the maintenance of an appropriately defined real exchange rate. The impact of aid

on export competitiveness revolve around whether aid flows are judged excessive relative to

some sustainable ratios and what extent would such excessive flows cause a disequilibrium real

exchange rate overvaluation and therefore result in a deterioration of export competitiveness.



Judicious policy making, and continuous monitoring of macroeconomic fundamentals, will be

required to manage the economies towards their desired developmental goals.

70. On the basis of the various results reported in the thematic papers summarized in

section (III) of this paper, a strong case has been made for an increased aid flows to African

countries with good policy environments. The major concerns expressed in the current debate

on aid revolved around the observed slow growth of the continent, the possible incentive

effects of the aid dependency syndrome, the importance of private capital flows, the

destabilizing effect of aid and the expected decline of aid flows in real terms. It is suggested

that, given the economic reform efforts of the continent over the recent past, the near future
will witness the graduation of these countries to the post stabilization phase. This is the phase

of "good policy environment" where aid has already been established to be effective.


