Distr.: LIMITED

E/ECA/ESPD/CMF7/3
UNITED July 1998
ECONOMIC AND SOCIAL COUNCIL Original : English

ECONOMIC COMMISSION FOR AFRICA

Seventh Session of the Conference of
African Ministers of Finance

Official Development Assistance to Africa:
Thematic Issues

An issues Paper for the Meeting of the Intergovernmental Group of Experts of the
Seventh Session of the Conference of African Ministers of Finance

23 to 25 July 1998

Addis Ababa, Ethiopia



L

{1l

Iv.

e R et e £ e it

Table of Contents

Intreduction
The Conceptual Framework of Aid
On the Current Debate on Aid to Africa

Conclusions

18

e s o e R



e e, PR BB VL AR e - . " . .

. 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 compeiling 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 of these resources.

2. The commitment of the international community to support Affica’s development efforts has
been laudably expressed in the context of a number of United 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 Affica in the 1990s. The United Nations System-
Wide Special Initiative on Africa constitutes a practical expression of the 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 of GNP 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
ad 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 of the 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 refaxation 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 chromc
problems of underdevelopment, particularly in Africa. Indeed the ‘transition economies’ of Eastern
Europe and the former Soviet Union, that were previously donors themselves, become new
competitors for aid resources. The dramatically changed political environment followmg 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

! See Killick, T. (1998), ‘Responding to the Aid Crisis’. in UNCTAD, [nternational Monetary and Financial
Issues for 1990s. Volume IX, Geneva.
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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 weifare indicators. Governments sometimes simply lack the funds to
meet their recurrent costs and honour their obligations even when they have aid programmes mn

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
of confidence 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
Afiica 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 vability could be
reestablished were a subject matter of a lively debate in recent years, involving a broad spectrum of
researchers in the policy circles as well as in the academic community. A major preoccupation of
the debate 1s the situation of aid at the centre of policy analysis.

8. Having noted the above, the rest of this paper is organized in 3 sections. Section (II) deals
with a brief overview of a conceptual framework informing the various aspects of the debate on aid
as it relates to the development of the Continent. Section (III) 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.




{I. 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 feit
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 economnic backwardness.

10. The transformations invoked considerable inteliectual 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 rernained 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 of development 4 la Arthur Lewis % was seen as one of transforming a country from being a
S 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 models' 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) of the 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 intractabie, thereby
seriously undermining the rigour of this approach for aid analysisj_

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 1s
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 of Labour”, Manchester
School of Economics and Social Studies, 22, 00 139-91.

* 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.

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

S 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) 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 inetfective 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 fong 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;

e 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 reglons Killick (1996)
calculates that QDA as per cent of GNP has increased from 3 per cent in 1980 to 12.4 per cent

® 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,

® Killick. T. (1996) op. cit, p. 23.
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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 5.5 per cent of imports of Sub-
Saharan Africa compared with only 5.2 per cent for the developing countries combined.

i7. 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.” The key elements of the aid dependency syndrome are:

e 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;

e 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;

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

e Negotiating programme aid and debt relief takes up an enormous time of a smali
number of key officials;

e Donors spend a lot of time monitoring, evaluating and accounting for the flow of
resources;

e 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;

o 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.

e 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.

® 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,




IIl. 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 Aid™

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 muiti-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
“rules 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 Affica’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 ievels of dependence on foreign aid.

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

' 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.
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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:

e 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.

e 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.

e 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:

e 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;

e These developments jeopardized one critical governance functions of Affican
states, namely setting the budget according to national priorities;

o 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;

o 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.
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20. The large amounts of foreign aid have had both positive and negative implications for
institutions in Africa. On the positive side. a2 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
feast a time!”

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

Transaction costs and "institutional destruction”: Aid is provided to Affica from a wide
range of donors and is often subjected to a myriad of strict conditionalities. Its servicing
exacts an undue amount of time and effort from government institutions. As the related
demands are not matched with necessary capacity, muitilateral donor agencies tended to
prepare government adjustment programmes in their stead, thereby undermining their
sovereignty and weakening ownership of the 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 of projects.

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 discipiine and
bureaucratic accountability. This situation is often complicated by the attitude of
donors who ignore completely governments' efforts towards exercising budget control.
Some of the donors also fund programmes with resources kept with commercial banks,
which complicates Central Bank tasks in the management of monetary policy and
monitoring the net credit position of the 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.




