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Foreword

This second paper in UNDP's working paper series draws upon the broad outlines of the international
aid system, itsinstruments and processes, contained in the UNDPs Comprehensive Economic Recovery
in Zimbabwe — A Discussion Document launched in 2008. The paper is an attempt to now provide
readers with second and third order levels of detail on what can often seem an overwhelmingly complex
system, while at the same time focusing on what were seen by the authors as the key features of that
system, the essential debates that have in the past shaped its development, and that continue to do so
presently.

Inacontext in which Zimbabweis currently re-engaging with theinternational devel opment community,
the authors have sought to provide a primarily Zimbabwean readership with insights drawn from the
global experiencethat might prove useful in hel ping the country manage what may possibly be significant
inflows of aid, the return of a number of development agencies, and a scaling up in the operations of
those who have maintained a presence throughout the recent past — with all the demands that this will
inevitably place on national systems. The authors have also purposely tried to steer away from detailed
country specific prescriptions, since the overall objective of this particular working paper is primarily a
pedagogic one, aimed at helping the target readership take on the role of informed and empowered
interlocutors as the country re-engages with the donor community.

Dr Agostinho Zacarias
UNDP Resident Representative

Mr Lare Sisay
UNDP Deputy Resident Representative

Dr Mark Simpson
Chief Technical Adviser, Recovery Study
UNDP
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Executive Summary

After yearsof isolation from the mainstream of international development processes, Zimbabwe' sdecision-
makers need to familiarize themselves with the new aid architecture and mechanisms as the country re-
engages with the international community. The purpose of this paper is therefore to discuss the main
principles and processes of variousaid modalities, international debt relief efforts and the management of
aid flows so as to enable decision-makers to ensure that engagement in these initiatives best meet
Zimbabwe's devel opment objectives. In doing so it draws on the international debate on the role and
effectiveness of aid and the experiences of other countries.

Broadly, the paper is structured around three main themes. The first is the gradual shift of aid delivery
away from project-based approaches which are specific ‘ stand alone’ interventions by donors, towards
programme-based approaches where donors provide direct support to various sectors and the national
budgets of recipients (partner countries). Thisevolution in approach finds expression in the second theme,
the Paris Declaration of 2005, which is a set of principles to improve the efficiency and impact of aid.
The third theme is the need for a comprehensive and technically sound national development strategy,
known as a Poverty Reduction Strategy Paper (PRSP).

The Paris Declaration groups aid delivery principlesinto five broad categories. ‘ Ownership’ isthe first
category whereby the partner country undertakes to exercise effective |eadership over the devel opment
policiesand strategies and coordinate devel opment actions. The second and third categories, ‘ alignment’
and ‘harmonization’, require donors to base their overall support on the partner countries’ national
development strategies, institutions and procedures, and ensure that their actions are more harmonized,
transparent and collectively effective. ‘Managing for results’, the fourth category, means managing and
implementing aid in away that improves decision-making to achieve development objectives. The last
category, ‘mutual accountability’, requires both donor and partner countries to be responsible for
devel opment outcomes.

Theformulation of anational development strategy, or PRSP, through a participatory processinvolving
both government and non-state actors— the private sector, labour and civil society — places ownership of
the development process firmly with the partner country. The PRSP then becomes the centrepiece
around which donors can align and harmonize their own devel opment assi stance and, with improvements
in public financial management and national oversight by Parliament, move towards providing direct
budgetary support. Under such ascenario, donorsand partner countries arelikely to benefit significantly
from greater transparency and oversight, a reduction in transaction costs and fiduciary risks, aswell as
greater predictability of aid flows.

The paper concludes with measures that Zimbabwe needs to take when requesting debt relief and
managing aid flows asit re-engages with the international donor community.
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Section 1

Introduction

1.1 DEFINING OFFICIAL
DEVELOPMENT ASSISTANCE

Official Development Assistance (ODA), as
defined by the Organization for Economic Co-
operation and Development — Development
Assistance Committee (OECD-DAC),!
constitutes:

‘Grants or loans to countries and territories
on the DAC List of ODA Recipients and
multilateral agencies that are undertaken by
the official sector at concessional terms (i.e.,
with a grant element of at least 25 percent)
and that have the promotion of the economic
development and welfare of developing
countries astheir main objective. In addition
to financial flows, technical co-operation is
included in aid. Grants, loans or credits for
military purposesareexcluded.’ (OECD, 2007:
232)

This definition of ODA thus excludes other
categories of assistance from OECD-DAC
countries, such asOther Official Flows,i.e., those
that do not meet development objectivesor because
they have agrant element of less than 25 percent.

The volumes of ODA flows from DAC members
have grown from US$20 billionin 1980 to afigure
of US$104.4 billion in 2006. This represented an
estimated 90 percent of total global ODA flows.
The Secretariat of DAC has been pushing for some
time for a measure that excludes debt relief,
humanitarian assistance, administration costs,
student scholarshipsand thein-donor country costs
associated with refugees. The objectiveisto arrive
at afigure that reflects net programmable aid.
Using this measure, the figure for programmable
ODA from DAC membersfor 2006 stood at around
USH46 hillion.

It is noteworthy that as a proportion of total
developing countries inflows, ODA has fallen
relative to remittances, commercial loans and
foreign direct investment. In regards to foreign
direct investment, for example, private flowsfrom
DAC countries in 2006 (covering export credits,
direct investment and portfolio investments) stood
at just under US$195 billion (OECD, 2007: 138).
To thismust be added the unknown flowsfrom the
so-called ‘new donors' such as China, Brazil and
India. Firm figuresfor these countriesaredifficult
to ascertain with any degree of certainty given that
they are not members of the OECD and are
therefore under no obligation to reports such flows
to DAC.

International aid architecture is becoming ever
more complex, given the multiplication of both the
number of actors as well as the financing
mechanisms. In recent years there has been a
growing recognition that the system is both
exceedingly convoluted as well asimposing high
transactions costs on all parties.

Broadly speaking, attempts to reform the
international aid system have been rooted in two
fundamental concerns, namely the efficiency of aid
delivery systems and the impact of aid. In other
words, on theone hand what recipients (i.e., partner
countries) and donors can do to improve the manner
in which aid isdelivered, received and accounted
for, and on the other how to ensurethat it achieves
itsintended objectives.

1.2 TRENDS IN ZIMBABWE

Multilateral and bilateral ODA to Zimbabwe
decreased sharply astheeconomic and palitical crisis
deepened after 2000. The World Bank Group

1 The Organization for Economic Co-operation and Development — Development Assistance Committee (OECD-DAC) brings
together 22 OECD member countries plus the European Commission. Its objective is to work towards an expansion of resource
flows to developing countries and to improve the effectiveness of the same.
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imposed restrictive measures in May 2000 due to
the accumul ation of payment arrearsand loans, and
all undisbursed loans and grants were cancelled.
Zimbabwe subsequently made substantial payments
to the International Monetary Fund (IMF) to offset
itsarrearsinthe General ResourcesAccount (GRA),
but only made token payments to the World Bank
and the African Devel opment Bank in contravention
of theWorld Bank Group’shon-discriminatory debt-
servicing clause. The World Bank put Zimbabwe
on non-accrual statusin October 2000, and the IMF
closed its Resident Representative Officein Harare
in October 2004. Similarly, the European Union's
Country Strategy programming process, which had
been agreedin July 2001, was suspendedin February
thefollowing year.

Due to these setbacks, the World Bank and the
IMF sengagement with Zimbabwe has been limited
mainly to policy adviceand dialoguein an effort to
improve relations and explore ways in which
Zimbabwe could design a mutually agreeable
arrears clearance plan to enable re-engagement.
The IMF Executive Board meeting in February
2007 felt unableto restore Zimbabwe' svating rights

or itseligihility to use the general resources of the
Fund. It also noted that Zimbabwe's payments
towards settlement of its Poverty Reduction and
Growth Facility (PRGF) arrears had been
minimal .2

OECD bilateral donorswithdrew their development
aid, but continued their humanitarian assistance.
The poorest and most vulnerable elements of
society have been provided with vaccines,
prophylactics, anti-retroviral drugstofight HIV and
AIDS and, crucially, emergency food assistance.
Limited funds have al so been channelled towards
local community-based recovery initiatives, aswell
as support in the areas of governance, democracy
and human rights. By 2006, this humanitarian
and governance ODA as a percentage of GDP
is estimated to have stood at six percent.3 It
is noteworthy that in contrast to prevailing
international trends, and as a result of the
estrangement between the Zimbabwe and Western
governments, ODA has been channelled outside
government systems directly to beneficiaries
through United Nations (UN) agencies and Non-
Governmental Organisations (NGOSs).

2 The IMF's PRGF was established in 1999 and replaced the Fund’s Economic and Structural Adjustment Facility (ESAF) and was
aimed at making the IMF's lending operations more focused on poverty reduction and growth. PRGF-supported programmes are
anchored on Poverty Reduction Strategy Papers (PRSPs) and assistance is provided through concessional loans to countries with
protracted balance of payments problems. Areas covered by the PRGF include macroeconomic frameworks and financial policies,
exchange rate and tax policy, fiscal management, budget execution, etc.

3 It should be noted that given the rapid deterioration in the country’s humanitarian situation between 2006-2008 and significant
increases in international humanitarian assistance, coupled with a shrinking GDP, ODA currently stands at probably around 15-20

percent of GDP.



Section 2

From Project Aid to Budget Support

Thelast decade has seen significant shiftsinterms
of aid delivery mechanisms to improve aid
effectiveness. Most significant amongst these has
been a gradual policy shift away from project-
based approaches, which are characterized by
discrete, externally financed interventions, to
programme-based approaches, especially sector
wide approaches and direct budget support. In
general terms, programme-based approaches may
be defined as development cooperation based or
coordinated support for asingle, nationally owned
strategy, bethisanational development or poverty
reduction strategy, one covering a specific sector
(e.g., health or education) or athematic area such
as Governance. More specifically in terms of
implementation modalities, these approaches are
also characterized by the fact that they possess a
single budget and monitoring and evaluation
framework, aswell asformalized partner country-
donor coordination mechanisms.

2.1 PROJECTAIDANDITS
LIMITATIONS

The shortcomings inherent in project-based aid
delivery include the fact that there is often little
coordination between donors operating in agiven
country, aswell as coordination between thedonors
and the partner country government in terms of
prioritization. Both disconnects often lead to
extensive duplication, poor targeting and waste.
Project-based delivery isalso often associated with
abraindrain from the public to the donor sector, as
the donor agencies draw away already scarce
national technical capacity in support of their own
initiatives by offering salarieswhich are often many
multiples of local average wages.

Giventhead hoc manner in which projectsare often
implemented — and the disconnect between sector
line ministries and their Ministry of Finance,
particularly inthe areas of planning and budgeting
—thereisoften agrowth inthe contingent liabilities
that governments subsequently found increasingly
difficult to sustain. Once projects have been handed

over to the partner country, recurrent expenditures,
such as maintenance costs for infrastructure
projects and personnel costs for social service
delivery projects, are often extremely onerous for
governments to sustain. There is also a growing
recognition amongst donor countries that project-
based aid also carrieswithit therisk of undermining
both the ability and incentivesfor partner countries
to perform anumber of key government functions.
These range from expanding the tax base and
revenue collection, planning and prioritizing through
the budgetary allocation process, and to imple-
menting, monitoring and eval uating programmes.

Given the pervasiveness of the project-based aid
modality, it is clear that political pressures and
institutional incentives act on both donors and
partner country governments which play out inits
favour. Amongst these are the pull factors on the
side of partner countries. The parallel funding and
management mechanisms generate both material
and non-material incentivesfor ministersand civil
servants of partner countries, such as vehicles,
salary top-ups, training, and travel opportunities. In
addition, the high visibility impact of stand alone
projects redounds to the benefit of ministers, civil
servants and local interest groups, who are ableto
claim immediate credit for these, notwithstanding
doubts over their longer-term sustainability. This
stands in stark contrast to the deeper but more
protracted benefits that flow from sector-wide or
country-wide reform processes such as Public
Financial Management or capacity-buildinginthe
areas of planning, monitoring and evaluation.

Other specific advantages for partner country
ministries include the fact that aid flows from a
stand-alone project are relatively predictable and
simpletotrack. In addition, partner country ministry
officialscan avoid having to judtify funding for these
projects within their central government planning
and budgetary processes. One not insignificant
advantage is that they avoid parliamentary
oversight when the flow of donor funds is not
reported to their Ministries of Finance, thereby
diluting accountability for ODA resources.
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Pull factors in favour of project-based aid also
operate on donors. As with partner country
ministries, thehigh visibility of stand-alone projects
assists bilateral and multilateral development
agenciesin terms of their own internal budgetary
all ocation processes. In addition, the attribution and
evaluation of the impact of stand-alone projectsis
easier and faster than in the case of longer-term,
multi-donor, programmatic aid flows. There also
needs to be a greater acceptance of the ‘fiduciary
risks 4inherent in the programmatic i nitiatives that
entail greater reliance on the financial systems of
partner countries, whereas oversight over ‘ring-
fenced' project-based resources is seen as easier.
By using project-based aid, donor agencies and
their staff are also able to avoid engagement in
complex dialogue processes around the need for
reformsin the areas of national policy frameworks
and administrative systems in partner countries.
Finally, an argument often advanced by both donor
and partner countries is that project-based aid —
precisely because it bypasses national systems —
allows direct assistance to the poor.

The interplay of these forces sometimes leads to
what might be characterized as a vicious cycle of
aid projectization. Donors are often confronted with
adifficult operational environment where partner’s
policies are either technically weak or absent.
Coupled withweak national capacities, institutions
and accountability systems — and in many places
pervasive corruption and patronage — the donors’
default position is to prefer project over
programmatic aid because it offers them greater
control over resources and targeting. Thisin turn
results in multiple projects that often bypass the
planning and financial systems of the central
governments of partner countries, and which are
often not aligned to national policiesand priorities.
Project coordination or implementation unitsoutside
government structures are then established to
provide the necessary support to these projects.

Thepull factors operating on both sides of the donor
and partner countries aid relationship then lead to

situations in which neither donors nor partner
countries make an effort to improve national
policies or systems. Sector ministries became
accountable to multiple donors and not central
government or parliament, and their ability and
interest in performing core functions such as
planning, budgeting and revenue collection is
undermined.

2.2 COMMON FUNDS

Movesto address the constraints with stand-alone
projects and introduce programme-based
approaches began in the early 1990'swith therise
of basket or pooled funding, also known as donor
Common Funds (CFs). These may be used to
support activitiesin awhole sector, e.g., hedlth, a
thematic areasuch asrural development, or asub-
theme such as condom or vaccine procurement and
distribution. The key motivation of CFsistoreduce
transaction costs on both donors and partner
countries, and to strengthen alignment by ensuring
that CFs are supporting a national priority for a
sector or sub-sector. One key characteristic isthat
donor CF resources are usually kept separate from
other resourcesintended for the same purpose, and
are channelled in any one of three ways:

e Using paralel systems, with donors taking
control of design, appraisal and quantity of
inputs and using their own disbursement and
accounting procedures. Under this modality,
CFs stand alone outside sector or national
budgets,

e Through NGOs or other non-state service
providers; or

e Through government systems and in support
of government policiesand priorities, but with
specific earmarking of expenditure for a
discrete set of activities. In such situations,
the inputs, outputs and objectives of such aid
are defined and evaluated separately.

4 The idea of fiduciary risk means that expenditure may not be properly accounted for, or does not represent value for money, and

that it may not be used for the original intended purpose.



2.3 THERISE OF SWAPS

If one could characterize the development of aid
instrumentsin evolutionary terms, the next step up
theladder onefinds Sector-WideA pproaches, more
commonly known by their acronym SWAPs. These
havethefollowing defining characteristics:

» All significant funding for a sector supports a
single sector or thematic policy, expenditure,
implementation, and monitoring and evauation
framework;

» Theseframeworksaretheresult of aniterative
process of negotiations between national
ingtitutions (usually lineministries) and donors,

e Sectoral/thematic activities are implemented
under government | eadership;

* All donors gradually move towards common
approaches in terms of participation in the
process of sector diagnostics, the establishment
of priorities, and the means of achieving them;
and

e All donorsaso movegradualy towardsreiance
on Government procedures for disbursement
and the accounting of funds.

Two additional planning toolscomeinto play under
SWAPs. Firstly, governments need to develop 3-
year Medium-Term Expenditure Frameworks
(MTEFs) through donor-ministry negotiations. They
are meant to show projected partner government
contributions to the sector/thematic strategy, and
the shortfall to be covered by donor funds. A Sector
Investment Plan (SIP) is an integral part of the
MTEF, and shows the capital investment
requirements.

2.4 BUDGET SUPPORT AND ITS
ADVANTAGES

Taking the evolutionary analogy one step further,
one arrives at various budget support modalities.
Budget support can take two main forms:

e Genera Budget Support (GBS) which is
unearmarked donor aid disbursed through a
partner country’s public financial management

(PFM) system via the partner country’s
Treasury. Besides financial resources, a
programme of GBS may also includeprovision
for donor-government dialogue processes,
technical assistance and the alignment of donor
interventions.

* Based on SWAPs, Sector Budget Support
(SBS) involves earmarked donor funds
delivered through a beneficiary government’s
PFM system, but strictly linked to a sector or
multi-sector policy framework. SBSisprovided
with sector-conditionality, agreement on and
execution of an agreed policy and expenditure
framework through a SWAP process.

GBS and SBS are jointly referred to as Direct
Budget Support (DBS), and are normally provided
in support of Poverty Reduction Strategies (see
below) and/or sector strategies. One key
distinguishing feature of both is that donor funds
are mixed with domestic resources.

Advocates of budget support name a number of
advantages for partner countries. By directly
contributing to the national budget, accountability
shiftsfrom the government-donor partnershiptothe
relationship between partner governments, their
parliamentsand wider citizenry. Thedirect injection
of budget support resources into national financial
systems allows partner governments to treat these
resources as they would domestic revenues with
which to undertake both capital and recurrent
expenditures. Direct budget support is thus also
intended to make it easier for partner countries to
managetheir own planning and budgetary processes.

A fundamental consideration that has received
increased attention since the G-8 promised large
ODA increasesat Gleneaglesin 2005 isthe capacity
of donor countriesto plan, implement and monitor
a multitude of projects. Partner countries are in
danger of being swamped by projects which may
not respond to national priorities, underminenational
ingtitutions, systems and accountability, and have
limited impact and sustainability. This point was
madeforcefully by the European Commissioner for
Development and Humanitarian Aid in 2008:

‘At the moment there are 600 projects
involving less than &1 million in the health
sector in Mozambigue alone. This meansthat

Section 2 — From Project Aid to Budget Support
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the time and energy of the Minister of Health
and hisdepartment aretaken up in discussions
with various donors involved in the sector. If
in future, as the volume of aid increases, we
all continue to fund our own micro projects,
each with our own requirements, staking our
own little claims, we can say goodbye to any
aid efficiency agenda. Budget support and
more of it is the only answer.’>

Changes in the volumes of aid being delivered as
budget support (as a percentage of total aid flows)
have been significant in anumber of countries, and
have gone hand in hand with the rise of Poverty
Reduction Strategy Papers (PRSPs).6 In the case
of Uganda, for example, between the launching of
its 2nd PRSP in 2000, and its 3rd PRSP in 2004,
general budget support rosefrom U$176 millionto
U$409 million, which represented 45 percent of total
aid flows.” The evidence to date indicates that the
budget support modality does meet its stated
objectives of reducing the demands on the scarce
national capacity of many partner countries and
lowers the transaction costs on both sides of the
donor-partner country relationship. Whileit remains

European Communities, 2008, p.4.

Institutions (BWIs) and bilateral donors.

difficult to establish the precise impact of PRSPs
on the one hand, and of budget support on the other,
in terms of improvements in the systems and
procedures of partner countries, it is nevertheless
clear that when both have been present there have
been significant improvementsin terms of national
planning, budgeting and accounting systems.

However, while the global shift towards GBS has
been significant, it still remainsrelatively low asa
percentage of total OECD-DAC ODA to low-
income countries. In 2007, for example, the
Strategic Partnership for Africacarried out asurvey
of a sample of committed GBS donors in Africa
One of itsfindings was that GBS till represented
only between 20-25 percent of total ODA flowsto
Africafrom that particular group of donors.8 Clearly
fiduciary risk considerations, as well as other
factors, till loom largein the calculations of donors
in terms of transferring funds through the systems
of partner countries, while the pull factors on the
side of partner countries that operate in favour of
projects, as opposed to programme-based aid
mentioned above, also still exert strong pressures.

Louis Michel, Foreword, ‘Budget Support — A Question of Mutual Trust’, Luxembourg: Office for Official Publications of the
These are similar to national development plans, except that they are drawn up with the support of the Bretton Woods

International Development Department, School of Public Policy, University of Birmingham, UK, ‘Evaluation of General Budget

Support, Synthesis Report — Executive Summary’, May 2006, p.S2.

Strategic Partnership with Africa — Budget Support Working Group, ‘Survey of Budget Support 2006’, Washington DC, 2007.



Section 3

The Role of Poverty Reduction Strategy Papers

(PRSPs) in Aid Delivery

Though it isdifficult to attribute precise causality
intheevolution of aid delivery modalities, it seems
clear that therise of PRSPsinthelate 1990's played
akey roleindriving forward the principl es contained
in the Paris Declaration, which is the current
international normative framework guiding donor-
partner country relations (see below).?

At the 1999 annual meetings of the Boards of the
World Bank and IMF, it was agreed that all future
concessionary lending by the Bretton Woods
Institutions (BWIs), as well as debt reief, would
be conditional on the development of nationally-
owned PRSPs. The comprehensiveness of PRSPs
(multi-year, multi-sectoral, linked to medium-term
expenditure plans and monitoring and evaluation
frameworks and annual progress reports), and
because they are meant to be country-owned and
results-oriented, means that they have becomefor
many donors the national development strategies
referred to and called for in the Paris Declaration.
Given their centrality in current international aid
architecture around which the Paris Principlescan
be implemented, it isworth exploring the process
of developing PRSPs, and their content and impact
inmore detail.

3.1 THEDEVELOPMENT OF A PRSP

At the design stage, some basic groundwork needs
to be carried out in order to develop an under-
standing of the extent and nature of poverty in a
given country and itskey determinants. The quality
of this* poverty profile' isheavily dependant on the
quality of data. According to the guidelines(World

Bank, 2002), this profile should go beyond income
metric and asset-hol ding measurements of poverty
and consider aspects such as health and education
status (the so-called capabilities approach to
poverty) and disempowerment (access to
institutions and capacity to influence public policy
processes).

An effort should be made to disaggregate poverty
by gender and region, as well as carry out labour
market diagnostics,1? the impact of macro-
economic variableson the national poverty profile,
aswell asthe growth and distributional impact of
past policies. Additional areas requiring analysis
include the equity, efficiency and effectiveness of
past and current patterns of public expenditure, the
soundness of acountry’s public financial manage-
ment system and servicedelivery systems. Bringing
together these findings should then enable the
establishment of linkagesbetween al thesevariables
and their impact on poverty, and thereby the
constraintswhich prevent movement out of poverty.

The next step in the design processisto set targets
for the PRSP, and embed these in both existing
and future macroeconomic and sectoral policies.
Key public actions need to be designed and
prioritized. This design stage should be informed
by the targets that are set, what is known about
inter-sectoral linkages and their impact on poverty,
what isknown from the poverty diagnosticsin order
to ensure proper targeting and sequencing, the
estimated costs of the interventions, the available
domestic resources and areadlistic estimate of the
external resource envelopes required to cover the
funding gap. Institutional capacities should also be

9 A UNDP report in 2000 also played an essential role in moving the problem of poverty to the front burner. Amongst other
insights, the report noted that less than one-third of developing countries had targets for eradicating poverty, that many anti-
poverty measures were vague statements of intent, and that many poverty reduction programmes were too narrow and could more
properly be seen as a set of social safety net style interventions. See ‘Overcoming Human Poverty’, UNDP Poverty Report,

2000, New York, USA.

10 Given the centrality of employment in poverty reduction strategies, what is required is to arrive at labour force participation rates,
unemployment rates, earnings and productivity, formal versus informal sector shares in employment, etc.
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assessed. Indicators are then devel oped to measure
progress, which can be for the whole lifespan of
the PRSP, aswell asfor monitoring and evaluating
on an annual basis.1t

In addition to specific sectoral policies, a PRSP
must contain a macroeconomic framework. This
ismeant to be supportive of the growth and poverty
reduction targets, and normally includes inflation
targets and an external position, projected growth
rates and afiscal stance. Recent PRSPs have also
laid out possibl e trade-offs between short-term and
long-term poverty reduction targets, aswell asthe
possible impact of variations in growth rates and
their likely impact on thetargets. Many also contain
structural reform measures to be implemented in
the context of the PRSP, such as financial sector
reform, privatization, trade and regulatory reforms
aswell asimprovementsin governance and public
financial management.

An overarching principle of participatory
formulation is meant to inform both the design
and implementation processes. In addition to
parliaments, partner country governments were
enjoined to include non-state national actors in
discussions about poverty, diagnostic work, the
design and implementation phases as well as the
monitoring and evaluation of progress. Such
participation isseen asameansof building national
(not just governmental) commitment to poverty
reduction, aswell asmutua accountability between
national partners, and to move away from the
prevailing primary focus on government-donor
accountability.

3.2 THEROLE OF THEBRETTON
WOODS INSTITUTIONS (BWIs)

Both the World Bank and | MF staff assist countries
during the design of PRSPs. Their technical

assistance is most prominent during the phase of
poverty assessments and diagnostics. They also
provide advice on reforms to public financial
management systems and on public expenditure
surveys and budget management. Guidance on the
macroeconomic framework is largely assigned to
the IMF. Once a full PRSP has been developed,
the staff of the World Bank and IMF conduct a
Joint Staff Assessment (JSA). Thisisintended to
play two key roles. On the one hand they provide
the Boards with atechnical assessment of agiven
PRSP asabasisfor debt relief initiativesand future
concessionary assistance from the BWIs, thus
allowing the Boards to exercise ‘due diligence'.
They also provide an opportunity for the BWIsto
provide feedback to the country in question as to
how the PRSP might be improved.

3.3 THEIMPACT OF PRSPS

Asthe process of designing a PRSP by the partner
country needs to be comprehensive, rigorous and
consultative, the average time required between
an interim PRSP!2 and a full PRSP is around
twenty months.13 The ubiquity of thismechanism,
and the fact that they lie at the heart of current
international development discourse and assistance,
can be seen by the fact that as of March 2008,
over 70 full PRSPs had been submitted to the
Boards of the BWIs for Washington ‘ sign-off’.

AsPRSPshave beenrolled out in partner countries,
both donorsand the BWIshave been ableto rewrite
their country assistance strategies in support of
these single, national, overarching strategic
documentsand theprioritiescontained therein. They
have enabled donors to make significant progress
in harmonizing their joint aid efforts and reducing
their transaction costs by gradually moving away
from the project-based modalitiesto budget support,
and by being able to accept the structure of

11 Some of the most common indicators used are the poverty headcount ratio, i.e., the percentage of the population below a given
national poverty line, unemployment rates, and capability indicators such as primary school completion rates, illiteracy rates,
vaccination coverage, maternal mortality rates and life expectancy at birth.

12 Given the recognition that country-owned, participatory PRSPs take time to develop, and in order not to delay progress on debt
relief, the Boards of the World Bank and IMF allow countries to prepare interim PRSPs. These should contain: 1. a statement of
commitment to poverty reduction, 2. an outline of the nature of poverty, 3. existing government strategies to tackle poverty and
4. a timeline and process for preparing a full PRSP, a 3-year policy matrix and a macroeconomic framework.

13 Experience has shown that the time required depends on the existence and quality of extant poverty data, national planning
capacity, the level of integration of Government structures (in particular between line ministries and ministries of finance and
planning), as well as the status of consultation mechanisms between Government and national non-state actors.



previously negotiated Annual Progress Reports.
The rise of PRSPs as the main form of national
devel opment strategiesin partner countrieshasled
to a much greater focus on poverty issues within
theinternationa devel opment community, by partner
governments and civil society actors. Where
PRPSs have been rolled out, ancther significant
development has been a greatly improved
engagement between partner country governments
and national non-state actors in terms of policy
debates around poverty reduction.

And on a more technical level and in terms of
national systems, the very process of designing,
implementing, and monitoring and eval uating PRSPs
has led to a noticeable improvement in nationa
poverty analysis, enhanced national databases
and statistical skills. National public financial
management and planning, and budgeting systems
have also been strengthened. Improved inter-
ministerial coordination mechanismsarising from
the multi-sectoral content of PRSPs, and the basic
need for the various bodies of government to
cooperate in the process of designing and
implementing these strategies, might al so be added
to these positive devel opments.

Given the large number of countries involved in
the global PRSP exercise, the picture of their
specificimpact on national poverty levelscould not
but be mixed. But one example of what can be
done given agovernment’scommitment to poverty
reduction is that of Mozambique. Mozambique
deveopeditsfirst interim PRSPin 1999, which was
one of the first to be approved by the Boards of
theWorld Bank and IMF. Thisallowed the country
to access Highly Indebted Poor Country (HIPC)
debt relief and additional BWI concessional finance
(see section 4 on debt relief efforts). A full PRSP

Section 3 - The Role of Poverty Reduction Strategy Papers (PRSPs) in Aid Delivery

followed in 2000, covering the period 2001-2005.
This contained detailed targets, a timeframe and
resource requirements.

Between 1997 and 2003, the poverty headcount
fell from 69 percent of the popul ationto 54 percent,
an early achievement of the poverty reduction
target set for 2005. In line with the government’s
commitment to rebuild human capital after thecivil
war, non-income poverty indicators, based on the
capabilities approach to poverty, also showed
marked improvements. In the area of education,
for example, spending increased from US$170
million in 2000 to US$250 million by 2004. It is
noteworthy that this increase in spending on
education took place against the background of
falling external financing for the sector, from 42
percent of total public expenditure on the sector to
38 percent over the 5-year period. This might be
interpreted as a strong commitment to poverty
reduction, irrespective of external concessionary
financing.

An additional and highly instructive aspect of the
country’s experience lay in the fact that, starting
from avery low base — given the residual effects
of the protracted civil war from which it emerged
— Mozambique was able to sustain very healthy
growth rates over the period of its 1st PRSP,
averaging above 8 percent per annum. These
robust rates of growth were not only a key
contributor to reducing poverty through enhanced
employment opportunities and improved wages, but
also allowed the state to expand its revenue base
and increase the volume of its revenue stream. By
increasing its fiscal space, the state was able to
channel resourcesto both directly productive public
investments aswell asincreasing expenditureson
health and education.
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Section 4

International Debt Relief Efforts and Debt Management

Giventhat Zimbabwewill, onthebasisof itsexisting
debt profile, be a candidate for international debt
relief (see below), a sound understanding of the
architecture and mechanisms of international debt
relief effortswill be essential for national decision-
makers and the wider public. It istherefore worth
outlining the historical developments of thisaspect
of donor-partner country financial flows.

4.1 THE PARIS CLUB AND NAPLES
TERMS

Onelong-standing actor inthe area of external debt
relief to devel oping countriesisthe ParisClub. This
isaninformal grouping of official bilateral creditors
fromtheworld’ sel ghteen richest economies, which
meet regularly to find coordinated responses to
payment difficulties experienced by debtor
countries. Intermsof their standard practice, Paris
Club members agree to either provide debt relief
through:

1. Postponement of payments, i.e., rescheduling;
or

2. Concessional rescheduling, i.e., areductionin
debt service obligationsthrough downsizing of
debt stocks.

As of 2007, Paris Club members had reached
around 400 agreements with 85 debtor countries
with thetotal amount covered in these agreements
since 1983 totalling around US$500 hillion.

In 1994 Paris Club members agreed to adopt anew
position on the debt of theworld’spoorest countries.

14

These became known as the Naples Terms, which
were underpinned by the notion of * debt overhang’,
i.e.,, asituation in which a government’s external
debt exceeded its future capacity to repay its
obligations.!* The eligibility criteria applied were
that candidate countries should:

1. Possessahigh level of external indebtedness

2. Only be dligible for IDA financing from the
World Bank.1®

3. Havealow GDP per capita (US$755 or less).

In addition, account would be taken of the track
record of the debtor country with both the Paris
ClubandthelMFintermsof their ability to respect
the debt agreement.

Under Naples terms, two basic routes were laid
out for debt relief.

1. Thedebt reduction option: 67 percent of bilateral
non-ODA (Official Development Assistance)
claims!® are cancelled, with the outstanding
part being rescheduled at an ‘appropriate
market rate’ with a 23-year repayment period
and a 6-year grace period;

2. Thedebt service reduction option: 67 percent
of non-ODA claims are rescheduled at a
reduced interest rate with a33-year repayment
period.

The specific provisionsgoverning ODA claimsare
that they are to be rescheduled at interest rates at
least as favourable as the original interest rate
applying to those loans, over a40-year period with

Many Highly Indebted Poor Countries (HIPCs) had to resort to expensive, short-term commercial borrowing in order to fulfil

annual debt-servicing obligations, and thus become sucked into a debt trap. Naples Terms were an attempt to offer an exit strategy
through the reduction of Net Present Value (NPV) of debt stock. The NPV applied to debt stock is the sum of al future debt service
obligations (both the principal and interest). The NPV measures the degree of concessionality of a country’s debt stock. When the
interest rate on a loan is lower than the market rate, the resulting NPV of the debt stock is smaller than the face value, the
difference between the two therefore representing the grant element.

15

grants.
16 j.e., non-concessional debt from Paris Club members.

The International Development Association (IDA) is the World Bank’s lending window for long-term interest-free loans and



a 16-year grace period. Such rescheduling is
intended to result in areduction of the net present
value (NPV) of the claims, as the original
concessional rate is lower than the appropriate
market rate of the debt.

4.2 THEHIGHLY INDEBTED POOR
COUNTRY (HIPC) INITIATIVE

The next stage in the devel opment of international
debt relief efforts took place in 1996, when the
BWIs recognize that even after the application of
Naples Terms by the Paris Club, and despite the
provisioning of concessionary financing and their
pursuit of sound economic palicies, theexterna debt
situation of a number of low-income countries
would not allow them to achieve sustainable external
debts levels within the reasonable period of time
and without additional external support.

These considerationsthen lead to the establishment
of the Highly Indebted Poor Country (HIPC)
initiative, the key objective being to provide
exceptional assistanceto digiblecountriesfollowing
the adoption of sound economic policies(soundness
being determined by the IMF and World Bank) to
help them reduce their external debt burden to
sustainable levels.l” Interms of ligibility criteria
for HIPC, acountry’s debt level s were considered
still unsustainableif either:

1. the ratio of its debt to exports were above a
threshold of 250 percent; or

2. theratio of itsdebt to government revenuewas
above 280 percent.

In 1999 both the IMF and the World Bank agreed
to strengthen the original HIPC initiative and
commit to even deeper debt relief under the
Enhanced HIPC initiative. Thisinitiativeis based
on the recognition that the empirical work
underpinning the original HIPC was derived from

prior debt sustainability analysis (DSA) based on
middle-income countries. Thereality wasthat |ow-
income countries had a much lower capacity to
sustain external debt. As aresult, under enhanced
HIPC, the€ligibility threshold was reduced further:

1. The ratio of debt to exports was reduced to
150 percent; and

2. The ratio of debt to revenue was reduced to
250 percent.

Most significantly, an explicit condition was
established in 1999 that linked the granting of debt
relief to the need for HIPC countries to use funds
freed up from debt relief for poverty reduction
effortsin the context of Poverty Reduction Strategy
Papers (PRSP).

The process for accessing this relief on the part
of HIPCs requires, firstly, confirmation that a
country meetstheeligibility criteria; that it adopts
an adjustment and reform programme supported
by the IMF and World Bank, and pursues these
for aminimum of six months; and demonstrates a
record of macroeconomic stability. It must also
have either already cleared, or reached an
agreement to clear, outstanding arrears to the
World Bank, IMF and other multilaterals, and have
developed aninterim PRSP. The staff of the World
Bank and IMF then conduct a debt sustainability
analysis in order to determine the level of
indebtedness of the economy through an
examination of the loan portfolio and the level of
debt relief required to bring down acountry’s debt
indicators to below HIPC thresholds.18

The Boards of the IMF and World Bank then
formally decide on acountry’seligibility (known as
the decision point). Other creditors (bilateral
membersof the Paris Club, other multilateralssuch
asregional development banks, other official non-
Paris Club members as well as commercial
creditors) then commit to provide sufficient

17 Sustainability being defined in terms of levels of debt that would comfortably enable those countries to service their debt through

export earnings, aid and capital inflows.

18 Debt Sustainability Analysis for HIPC have uniform thresholds in order to ensure equity of treatment. They also integrate risk
scenarios, and given the vulnerability of low-income countries to external shocks, they use a backward-looking 3-year average of
both exports and revenue in order to iron out volatility in both export earnings and revenues.

Section 4 - International Debt Relief Efforts and Debt Management
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assistance by the completion point. Delivery of
debt relief by theIMF and World Bank will depend
on assurances of action by these other creditors.

During the interim period the country in question
will beginto receive conditional interim debt relief
‘based on a country’s immediate needs and
capacity for channelling the funds to poverty-
reducing purposes’ . A full PRSPisdevel oped after
which it is submitted to the IMF and World Bank
boards for approval. At the completion point, the
HIPC country must have maintained macro-
economic stability under an IMF Poverty Reduction
and Growth Facility (PRGF) supported programme
for aperiod of time, and carried out key structural
and social reformsagreed upon at decision pointin
the context of a PRSP which has been satisfactorily
implemented for one year. Full, irrevocable debt
relief is then granted.1®

Asof 2008, the total cost to creditors of the HIPC
debt relief initiative was estimated at U$71 billion
in end 2007 Net Present Value (NPV) terms (IDA
and IMF, 2008: 18).

4.3 THE MULTILATERAL DEBT
RELIEF INITIATIVE (MDRI)

At their 2005 summit, the G-8 countries proposed
that the IMF, World Bank and the African
Development Fund of the African Development
Bank cancel 100 percent of their debt claims on
countries that either already had, or would
eventually reach completion point under the HIPC
initiative. This covered debt accumulated prior to
end-2004, and became known as the MDRI.

As of the end January 2009, 23 countriesthat had
reached HIPC completion point had benefited from
the MDRI, with an additional 10 HIPC currently
at decision point (known as I nterim Countries) also
eligible for MDRI once they reached HIPC
completion point. As of the end of July 2008, the
total amount of relief granted under the MDRI
stood at US$49 hillion (IDA and IMF, 2008: 10).

4.4  IMPACT, SLIPPAGE AND MORAL
HAZARD CONSIDERATIONS

In terms of the number of beneficiaries, as of the
end of 2006 there were 22 post-completion point
HIPCs (of which 18 were sub-Saharan African
countries) that also benefited fromtherelief offered
by the MDRI, 10 post-decision point HIPCs (of
which 8 were sub-Saharan African countries) and
9 pre-decision point countries (of which 7 were
sub-Saharan African countries).

The total costs as of the end of 2006 under HIPC
were US$45.5 billion in NPV terms and US$61.1
billion in nomina terms, while under MDRI the
figureswere US$21.1 billion and US$41.7 billion
respectively. The impact on the debt stocks of
HIPCs has been significant, with the total debt
stocks of 32 post-decision point HIPCs having been
reduced by over 90 percent by the end of 2006. In
terms of total volumes, before the application of
Naples Termsthisstood at US$106 billionin NPV
terms, after Naplesit had been cut to US$86 billion,
after the HIPC initiative it had fallen to US$41
billion, and after the MDRI and additional bilatera
debt relief it had fallento US$9 billion.

Another significant measure of theimpact of these
international debt relief effortsisthe average debt
service obligations of post-decision point HIPC as
of 2006. The average debt service to exportsratio
fell from 16.6 percent in 1999 to 6.4 percent in
2006; the debt service to GDP ratio also dropping
from 4.6 percent to 1.9 percent; and the NPV of
debt to exports being cut from 440 percent to 132
percent over the same period.

Given the intimate linkage between HIPC and
MDRI debt relief and PRSPs whereby the former
wereintended to release fundsfor HIPCsto invest
in national poverty reduction efforts, it would be
instructiveto ascertain the extent to which thishas
taken place. The evidence to date does suggest
that there is a robust correlation between a
reduction in debt servicing requirements and an
increase in poverty-reducing spending through an

19 The average length of time between decision and completion point varies greatly, from 3 months in the case of Uganda, to 5.7
years in the case of Malawi. The key variable seems to be domestic capacity to both produce a technically sound PRSP and to

implement the recommended reforms.



improvement in the fiscal space for priority
expenditures of countries benefiting from debt
relief. Theimpact of debt relief on national poverty
reduction efforts may be gauged in terms of
changesintwo variables:

1. World Bank and IMF data shows that such
expenditures haveincreased by about 2 percent
of GDP in HIPCs since the late 1990s as debt
servicing as a percentage of GDP has
decreased by asimilar amount (IDA and IMF,
2008: 14).

2. Indicatorson the macroeconomic front arealso
positive, withthe averageinflation ratefor post-
completion countries having fallen from 13.8
percent over the period 1994-1998 to 6.6
percent over the period 1996-2005. Real GDP
growth rates have averaged about 4.3 percent
for those countries that reached completion
point, asopposed to their average of 1.7 percent
between 1980-1993.

These positive results must be tempered, however,
by the fact that these countries have not registered
significant improvementsin their domestic resource
mobilization, which hasremained largely constant.
Export performance has remained at an average
of around 26 percent of GDP. More seriously, and
giventhat thevariousinternational debt relief efforts
were aimed at ensuring a permanent exit from
rescheduling, it cannot but be a source of concern
that some slippage has been evident. In 11 of 13
post-compl etion point countriesfor which datawas
availablein 2005, external debt sustainability had
deteriorated since compl etion point, and 8 of these
were once again above HIPC thresholds. One
possiblelesson to bedrawnisthat international debt
relief efforts, in and of themselves, are not sufficient
to improve export diversification, national debt
management capacity or the ability of developing
economies to cope with external shocks through
either a deterioration of terms of trade or
fluctuations in exchange rates.

It is worth recalling that poor debt management
and imprudent borrowing played a major role —
together with external shocks and the lack of a
diversified export base — in the build-up of
unsustai nable debt in thefirst place. Debt reduction
canonly providetemporary relief and an opportunity
for countries to undertake the reforms necessary
to avoid slippage. One key areathat contributesto
avoiding this danger is national debt management
capacity, the strengthening of which will help to
ensure more prudent future borrowing. In many
countries, as noted by aWorld Bank evaluation of
theHIPCinitiative:

‘“HIPC countries have a fair loan-by-loan
record of their sovereign external debt, but
not of loans taken on by state enterprises and
the private sector... [in addition] Agencies
responsiblefor debt management...arenot able
to analyse the impact of new borrowing on
long-term debt sustainability and on macro-
economic scenarios. Countries debt manage-
ment units need to strengthen institutional
frameworks, improve staffs’ analytical skills
and upgrade technical software’ .20

In addition to the dangers of dlippage, the issue of
‘moral hazard’ has also loomed large in the
considerations of both bilateral donors and
International Financial Institutions (IFls), i.e., that
continual extensions of international debt relief
efforts might constitute incentives for debtor
countriesto increase their borrowing to unsustain-
able levels and then avail themselves once again
of debt relief. One key Multilateral Devel opment
Bank (MDB), the African Development Bank,
stated as much in apolicy document onthe dangers
of non-concessional debt accumulation by its
member states:

‘ ADF [ African Devel opment Fund] grantsand
debt relief may introduce an incentive for
countries to over-borrow from other creditors
which could causetheir debt to beunsustainable
and compel ADF and other MDBsto increase
the grant share of their assistance.” (African
Development Bank, 2008: 1)

20 World Bank, Independent Evaluation Group, ‘Debt Relief for the Poorest: An Evaluation Update of the HIPC Initiative’,

Washington DC, 2006, pp.27-28.
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Notwithstanding these concerns, the Boards of the
World Bank and IMF chose to extend the ‘ sunset
clause’ of the HIPC initiative on a number of
occasions for 2-year periods at atime in order to
alow potentially eligible countries to enter the
HIPC process. But in December 2006 these
Boards sought to ensure that the HIPC initiative
was brought to finality. They decided that only
countries that had already been assessed (or are
assessed in the future) to have met HIPC income
and indebtedness criteria based on end-2004
criteria, and that met policy performance criteria
and agreed to adopt an |M F-World Bank supervised
programme, could enter the HIPC stream.

Zimbabwe entered into arrears with the majority
of itsmultilateral and Paris Club creditors between
2000 and 2002, though it did make some token
payments to the IMF, World Bank, the African
Development Bank as well as some Paris Club
creditors. But as of thiswriting, its debt ratios are
well above the HIPC thresholds. While the HIPC
determined NPV of debt to exports threshold at
the end of 2004 stood at 150 percent, based on
2006 calculations the IMF estimated that
Zimbabwe'sratio already stood at 273 percent. On
the assumption that the then prevailing policies
remained unchanged, the IMF's baseline scenario
expected a strong contraction in exports and
negative annual GDP growth of 4 percent to

continue until 2011. The ratio of debt to exports
was projected to increase to over 440 percent. Itis
noteworthy that the IMF observed at thetimethat:

‘Clearly, if policiesimprovethe debt indicators
would improve as well, but the very high debt
ratios in the baseline scenario suggest that
better policies alone are unlikely to be
sufficient to make Zimbabwe's external debt
burden sustainable.” (IMF, 2007: 30)

Onetechnical constraint to Zimbabwe'sdligibility
for debt relief isthat it hasbeen anotionally IBRD/
IDA2L plend country for a number of years. This
meant that had Zimbabwe not been in arrears it
would have had access to both the World Bank’s
long-term interest-freeloansand grantsthroughiits
IDA lending window, aswell asthroughtheBank’s
IBRD lending window, which charges interest on
loans. However, aprecondition for HIPC debt relief
isthat the country should be classified asan IDA-
only country. For Zimbabwe, thismeansit will need
to be reclassified as a Low-Income Country and
therefore also as an IDA-only country beforeitis
digible for debt relief under the HIPC initiative.
With Zimbabwe’s re-engagement with the
international donor community, and with the
necessary political support fromthelMFandWorld
Bank boards, a technical case could be made to
makeit eligible for HIPC debt relief.

21 |BRD/IDA stands for International Bank for Reconstruction and Development and the International Development Association,

respectively.



Section 5

Using the Paris Declaration to Maximize Aid

Effectiveness

After years of isolation from the mainstream of
international development processes, Zimbabwewill
have to rapidly familiarize itself with what has
happened over the last 10 years. The recent past
has seen significant changes to the way aid is
delivered and how itischannelledin order to achieve
developmental objectives. Yet at the sametime, like
latecomers to any global process, there will be
advantages in terms of being able to quickly play
catch-up and updateits understanding based on the
state of the art, drawing on lessons learned from
the experiences of other countries.

Zimbabwe will also be able to benefit from the
existence of the Paris Declaration, subject to it
becoming asignatory to theagreement. To the extent
that there is a single international normative
framework guiding relations between OECD donors
and partner countries, itisthe ParisDeclaration. This
might be seen as the culmination of numerous
evaluations and experiments that took place
throughout the 1990’ swithin the donor community
as well as partner countries. It was rooted in the
widespread disillusionment with the results of
devel opment cooperation, particularly inAfrica

In 2005, the Paris Declaration was signed up by
115 donor and partners countries, aswell asalarge
number of international organizations. It seeks to
codify anumber of principlesaimed at improving
the effectiveness of aid through focusing on five
key commitments. Of these, two may be seen as
the primary responsibility of donors, one placesthe
onus in terms of implementation on partner
countries, and two are shared, though infact actions
arerequired from both sidesfor all five principles.
Both donorsand partner countriesjointly committed
themselves to implement these principles in a
spirit of mutual accountability. In a welcome
development, the Declaration also goesbeyond the
simple enunciation of general principles, with the
signatories agreeing on the need to both monitor
and evaluate progress on the basis of an agreed
set of progress indicators.

5.1 KEY FEATURES OF THE
PRINCIPLES

| - The principle of ownership

Thefirst principle contained inthe Paris Declaration
is primarily aresponsibility of partner countries.
Based on decades of experience with the
shortcomingsof externally generated and imposed
development strategies, under the Paris Declaration
partner countries undertake to exercise effective
leadership over their devel opment strategies. They
takethelead in coordinating devel opment activities
in consultation with donors, as well as with their
respective civil societies and the private sector.
Donors on the other hand undertake to respect the
leadership of partner countries in terms of their
development strategies, while also committing to
help them to build their capacity to do so.

The principle makes specific referenceto ‘ national
development strategies', which are seen as
overarching development strategies that include
poverty reduction, and other sector and thematic
strategies. Thisissignificant giventhegeneral move
away from ODA flows in support of discrete
projectsto supporting longer-term inter-sectoral and
nationally devised development strategies. Needless
to say, the precise boundaries of what constitutes
“country ownership’ have always been difficult to
defineand to trandateinto practice. Yet the ubiquity
of what are supposed to be internally generated
PRSPs is an indication that progress has been
made. The specific indicator used for measuring
progress in terms of partner country ownership is
that by the target date of 2010 at least 75 percent
of partner countries have operational devel opment
strategies.

Il - The principle of alignment

This principle flows logically from principal 1 on
partner country ownership. The ideas underlying

15
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the importance of alignment are based on the
recognition that parallel donor systems and
processesare, in thelong term, both unsustainable
and counter-productive, and that the efficiency and
impact of aid flowswill be enhanced if aligned to
sound national strategies, systems and processes.
Under the principle of alignment, therefore, donors
commit themselvesto basing their overall support
on partner countries national development
strategies, and totailor their support to thepriorities
identified in those documents. One key indicator
for this is the percentage of aid flows to the
government sector that isreported on the national
budgets of partner countries, with atarget of halving
the percentage of aid flowsnot so reported by 2010.
In addition, they also undertook to ensure that
resourceflowswould belinked toasingle, mutualy
agreed set of indicators on the basis of which
periodic joint reviews of progress could be based.

Under the alignment principle, donors also
committed themselves to using the systems and
procedures of partner countries. What this entails
istheuse of Public Financial Management (PFMs)
systems, procurement, auditing and monitoring
systems of partner countries to avoid creating
parallel structures. Inthe case of PFMss, two targets
are set for 2010, namely, that at |east 90 percent of
donors use these systems, and that aid not going
through PFMs is reduced by at least one-third.
Similar targets are set for using partner countries
procurement systems. Donor countries al so commit
themselvesto work together with partner countries
to carry out diagnostic reviews of national capacity
in these areas. Where necessary, donors are
prepared to assist in strengthening national capacity
so that these systems meet generally accepted
standards. At the very least, partner countries
should have a reform programme underway to
reach those standards.??

Donors also commit themselves to untying aid in
order toincrease the effectiveness of these flows,23
as well as making aid flows more predictable by
ensuring that it is released according to agreed

schedules. A specific progressindicator isto halve
aid scheduled but not disbursed within aparticular
fiscal year by 2010.

[Il - The principle of harmonization

Thekey objective of thisprincipleisto ensurethat
donor assistance programmes are more effective
collectively. The primary responsibility for the
changes necessary to implement harmonization
goals rests with donors. Progress on the
harmonization agenda requires work in three key
areas, namely, the development of common
arrangements, the simplification of procedures, and
amore effective division of labour to reduce the
demands on the capacity of partner countries.

More specifically, the harmonization principle
enjoins donors to set up common arrangements
within countriesin the areas of planning, funding,
disbursement, monitoring and reporting to host
governmentsontheir aid activities, and toincrease
their use of ‘programme-based’ aid modalities. A
target was set for two-thirds of donors' aid flows
to use programme-based approaches by 2010.

Specific reference is made to the need for donors
to address a common source of resentment
amongst partner countries, namely multiple,
duplicative missions. Forty percent of donor
missions should therefore bejoint missionsby 2010.
In coordination with partner countries, donorsare
called upon to establish a clear division of labour
amongst themselves based on the principle of
comparative advantage, and to delegate authority
to previously agreed ‘lead donors' to execute
programmes.

IV - The principle of managing for results

Flowing from the growing disillusionment with the
results of development cooperation in the 1990's
noted above, the concept of managing for results
should be seen as an attempt to ensure that aid
flows are managed in such away that the desired

22 The specific target for monitoring progress in the area of PFMs is that at least half of the partner countries move up at least one
measure on the World Bank’s Public Financial Management/Country Policy and Institutional Assessment (PFM/CPIA) scale.

23 The point here is that numerous studies have shown that tying aid to home country, i.e., donor country, supplier pre-conditions,
greatly raises the costs of these goods and services in contrast to situations in which partner countries are able to source these on

the open market.



results are achieved, and that monitoring and
evaluation systems are used to improve impact.
Responsibility for achieving thisis shared between
donors and partner countries.

Donors are called upon to ensure that their own
programming systems and their funding flows are
linked to specific results. They should also align
these results to the performance assessment
frameworks of partner countries, both of these
being derived from the national development
strategies of partner countries. Simultaneously,
partner countries are to ensure that their own
planning processesare properly linked to budgetary
processes. Their monitoring, evaluation and
reporting frameworks should also be results-
oriented, i.e., based onindicatorsderived from their
national and sectoral development strategies. The
target for 2010 isto reduce the number of partner
countries without transparent and monitorable
performance assessment frameworks by onethird.

V - The principle of mutual accountability

This principle is meant to give substance to the
idea that both donors and partner countries are
jointly accountablefor development results. This
mutual accountability should be strengthened and
the transparency of development cooperation
increased in order to trigger greater public support
for both the national development strategies of
partner countries and for devel opment assi stance
in donor countries.

Partner countries are therefore enjoined to
strengthen therole of their national legislaturesin
the process of designing national strategies and
their budgetary processes, and to ensure the
participation of the general public in the
formulation, monitoring and evaluation of the
implementation of these strategies. Donors on
their part will endeavour to provide comprehensive
information ontheir aid flowsin atimely manner
that will enable partner country governments to,
in turn, present comprehensive budget reports to
their parliaments and citizens.

Both donors and partner countries are to move
towards mutual assessment reviews in order to
monitor progress in terms of progress in imple-
menting these agreed commitments on aid
effectiveness, with al partner countrieshaving such
review mechanisms by 2010. In practice the
mechanisms range from annual consultations
around major national strategies, through to joint
reviews of sector strategies, and Consultative
Group meetings.

5.2 HOW HAVE THE PRINCIPLES
FARED?

One of the key thrusts of the Paris Declaration
wasto provide partner countrieswith greater policy
space for formulating and implementing their own
strategies. There remains, however, the possibly
irresolvabletension between country ownership and
leadership of the devel opment agenda on the one
hand, and what bilateral donors and the IFls
consider to be technically sound and realistic
strategies, that they would be prepared to support,
on the other.24

Notwithstanding the fundamental asymmetry that
characterizes this relationship, annual surveys
conducted by the OECD-DAC do indicate that
progress has been made on both sides of the
relationship, though the picture shows widely
differing progressin termsof individua donorsand
partner countries. In aggregate terms, however, a
number of key findingsare significant.

On the fundamental first principle of national
ownership of the development agenda, one
conclusion reached in a highly representative
OECD-DAC survey of 2008 — which covered a
total of 55 partner countries and more than 50
percent of all aid delivered by OECD membersto
partner countries in 2007 — was that progress had
been made in terms of designing national
development strategies since 2005. Weaknesses,
however, still remained inlinking theseto budgeting
processes and in the prioritization and sequencing

24 some analysts have argued that the concept of national ownership as defined by the Bretton Woods Institutions (BWIs) translates
into an acceptance of primary responsibility by countries for the policy reforms put forward by the International Financial
Institutions. This is contrasted with more robust definitions that include the designing and implementation of strategies and
policies that national governments freely choose based on their own analysis of what reforms are necessary and how and when

they should be introduced.
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of actions. From abaseline of 33 partner countries
used in aprevious survey in 2006, the percentage
of partner countries possessing operational
development strategies had increased from 17
percent in 2005 to 24 percent in 2007. But thiswas
significantly below the progressindicator and target
laid down in 2005, namely that by 2010 at least 75
percent of partner countries should have such
strategiesin place (OECD, 2008: 22).

Thehighly amorphousandinherently politica nature
of the concept of ownership helpsto throw light on
the mixed progress to date, with questions often
beingraised asto the utility of thisprogressindicator
in capturing thereality of country ownership. This
is particularly true in the case of highly aid
dependant countries, which haveto juggle the need
for their development strategies to contain
objectives that are both endogenously generated,
while at the same time ensuring that they are
endorsed by donors. The tension between the two
poses real dilemmas for many partner countries:

‘...highly prescriptive approaches are not
consistent with local ownership... Onthe other
hand, national strategies that do not give
substantial weight to internationally shared
objectivesare unlikely to provide an enduring
basis for partnership between partner
countries and donors.” (OECD, 2009a: 38)

On the alignment principle, the OECD-DAC
survey noted that in general, donors were
increasingly gearing their activities in support of
national development strategies, as well as using
the systems of partner countries. Given the
recognition of thekey role of PFMsin contributing
to bothimproving the prospects of partner countries
achieving public policy objectives as well as
progresson alignment, significant effortshave been
directed towards improving those systems. Based
on the baseline of 2005, which had 40 percent of
donors using the PFMs of partner countries, the
figurefor 2007 had improved to 45 percent (OECD,
2008: 38).

Once again, however, given that the target for this
principle is 80 percent by 2010, it is clear that
progress has been very slow. Interestingly, the
relationship which is assumed to underlie the
principle, i.e., that theimproved quality of partner
country PFMswould logically trigger increased use

of these systems by donors, is shown to be less
than robust. The survey notes, for example, that
while Zambia sPFM systemimproved from 3.0to
3.5 on the World Bank’s PFM performance scale,
which triggered a 25 percent increase in donor
use of those systems, in the case of Ghana,
notwithstanding an improvement from 3.5 to 4.0
onthe same scale, there wasa 10 percent decrease
in the use of country systems (OECD, 2008: 42).

While improvements in national systems are a
necessary condition for donor alignment to partner
country systems, they are clearly not a sufficient
one. The continued attractions of project delivery
modalities, whichlargely bypassnational planning,
budgeting, accounting, auditing and procurement
systems, may contribute to this. In addition, there
isthepossibility that donor perceptionsof corruption
within a partner country, independently of the
objective quality of a partner country’s PFM, will
discourage the use of those national systems.

On the harmonization agenda — as measured by
the percentage of aid delivered through programme-
based approaches in which donors engage around
a single country-owned programme and budget
framework — progress has also been made since
2005. The proportion of aid provided in thismanner
increased from 43 percent in 2005to 47 percent in
2007 (OECD, 2008: 52). Other harmonization
indicators relate to the objective of reducing
transaction costs. So, for example, the number of
coordinated missions between donors hasalsorisen
in the partner countries surveyed. The number of
such missions increased from 18 percent in 2005
to 21 percent in 2007 (OECD, 2008: 54). Joint
country analytical work by donors, once again aimed
at reducing both transaction costs and to avoid
duplication, also shows some admittedly limited
progress, having increased from 42 percent in 2005
to 44 percent in 2007 (OECD, 2008: 55).

On the 4th Paris Principle covering the areas of
accountability on the one hand, and results and
assessment orientation on the other, the pictureis
again mixed. Accountability and improvementsin
therecording of aid flowsin national budgets —to
enable partner countries to present accurate and
realistic budgets to their national parliaments —
show that there has been some progress dueto the
more comprehensive and timely reporting of aid
flows by donors. The percentage of aid recorded



on budget improved between 2005 and 2007 from
42 percent to 48 percent amongst the partner
countries surveyed, though this still fallsfar short
of the target of 85 percent by 2010 (OECD, 2008:
58). The complementary component that the Paris
Declaration sees as contributing to greater budget
realism and therefore accountability, under which
donorsarecalled uponto providereliableindicative
commitments over multi-year frameworks, shows
that the gap between aid scheduled and aid
disbursed has also begun to narrow, with an
improvement from 41 percent in 2005 to 46 percent
in 2007 (OECD, 2008: 61).

The second aspect of the 4th Principle, namely the
need to nurture a*‘ performance culture’ in partner
countries through the introduction of appropriate
monitoring, reporting and assessment frameworks,
has shown much more modest progress. Many of
the partner countries surveyed continued to not only
lack such frameworks, but even the capacity to
design them. The 2008 OECD survey concluded
that:

‘As is the case with strategic planning for
development, results monitoring succeeds
when thereishigh-level political interest, and
not otherwise... Case studies... reveal
shortcomings concerning the demand for, as
well asthe supply of, monitoring information.’
(OECD, 2008: 63)

Interms of the 5th Paris Principle governing mutual
accountability for commitments and results, all
countries were to have the necessary mechanisms
in place to carry out mutual assessments by 2010.
On this count, according to the OECD survey,
progress has not been encouraging, with the survey
noting that the ‘expansion of mechanisms for
reviewing partnership commitments seemsto have
come to a halt...” The number of countries with
such mechanismsin place hasonly increased from
12 to 14 between 2005-2007 (OECD, 2008: 64).

Thislack of progress may be partly attributableto
the novelty of the concept of mutual accountability,
as well as the power imbalance between donors
and partner countries referred to above, which
hinderstwo-way accountability.

It isimportant to understand the characteristics of
theideal situation that the full implementation of
the Paris Declaration would logically lead to. This
helps to throw light on the slow progress to date.
Inthistheoretical end gametherewould be perfect
alignment between donors and partner countries
around technically sound national development
strategies. The national systemsof partner countries
would be considered completely reliableand would
be used by donors to channel ODA resources.
Sound monitoring and eval uation systemswould be
in place, aswell ascomprehensive and transparent
mutual accountability mechanisms. Genera budget
support transfers from donor treasuries to partner
countries’ treasuries would be the dominant mode
of interaction, with partner countriesthereby being
able to procure technical assistance and project
support on the open marketplace. Under this
scenario, theintermediation role played by thevast
panoply of bilateral, multilateral and non-state
development agencies would, logically, also fall
away.

Progress to date indicates that certain patterns of
behaviour on both sides of the donor-partner
country relationship are deeply entrenched and
militate against very rapid progress. Whilethe Paris
Declaration currently constitutes the most
important, if not the only, overarching inter-
national normative framework for improving aid
effectiveness, and under which both donors and
partners can be called to account by their external
and domestic constituencies, it is also clear that
theinitial targets set downin 2005 may have been
overly ambitious and failed to take account of the
multiple incentives playing out in favour of slow
progress.
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Section 6

Aid and Fragile States

A sub-set of considerations underpinning the Paris
Agenda concerns the specificities of aid delivery
in‘fragilestate’ contexts. Intermsof theintellectua
history of the concept of ‘fragile states’, in 2000
the World Bank developed the concept of Low-
Income Countries Under Stress (LICUS) in order
to characterize a specific group of countriesthat it
saw as meriting specia treatment.

LICUS were seen aslow-income countries (Gross
National Income of less than US$825 per capita)
characterized by a debilitating combination of
weak governance, policies and ingtitutions. Those
defined as LICUS are ranked amongst the lowest
(<3.0) on the World Bank’s Country Policy and
I nstitutional Assessment (CPIA)2°. Onekey notion
underpinning the concept of a LICUS was that
problems of weak policies, institutions and
governance had persisted over time. It was not
simply acountry in abrief spell of crisis.

Running in paralel with the World Bank’s work
was the OECD-DAC:s initiative entitled ‘DAC
Learning and Advisory Process on Difficult
Partnerships which subsequently became known
asthe‘Fragile States Initiative’. According to the
DAC, ‘ Statesarefragile when state structureslack
political will and/or capacity to provide the
basic functions needed for poverty reduction,
development and to safeguard the security and
human rights of their populations’ (OECD-DAC,
2007).

These two processes eventually converged at
the ‘Senior Level Forum on Development
Effectivenessin Fragile States', heldin Londonin
2005 whereaset of * Principlesof good international
engagement in fragile states’ was produced, which
were subsequently included as a supplement to the
Paris Declaration following their approval in 2007.

Out of atotal of 12 key principles, the most
significant might be seento be:

* The need to take context as a starting point —
that analysis and proposed actions by donors
must be calibrated to specific country
circumstances, e.g., whether a specific fragile
state is a post-conflict one, or is undergoing
prolonged political crisisor characterized by a
declining governance environment. It is also
necessary, in order to design appropriate
interventions, to distinguish between capacity
constraints and a lack of political will.

* Do no harm — There is a need to ensure that
development assistance is conflict-sensitive
given the very real dangers of external
assistance compounding social cleavages or
inadvertently contributing to new conflicts.

» Donor countriesare called upon to movefrom
reaction to prevention — where possible, help
fragile states to build resilient institutions
which can withstand political and economic
pressures. Thereis also aneed to look beyond
short-term palliatives to current problems in
order to address the root causes of crises, and
to move rapidly where the risk of further
deteriorationishigh.

» Anoverarching focus on state-building asthe
central objective— Thelong-term objective of
donors engaged in fragile states must be to
assist them to build capacity to deliver basic
public goods such as safety, education, health
and good governance for their citizens. In
addition, thereisaneed to assist with building
an enabling environment for economic growth
in order to generate employment as well as
revenue streams for the state.

25 The World Bank's CPIA is used to assess the quality of a country’s existing policy and institutional framework, ‘quality’ being
defined as how conducive that framework is for fostering poverty reduction, sustainable growth and effective use of ODA. For
partner countries, an evaluation of where they stand in terms of the CPIA framework is key to accessing the IDA (International
Development Association — the soft loan wing of the WB) credits, i.e., long-term interest-free loans and grants. This is expressed

as the IRAI (IDA Resource Allocation Index).



e Alignment withlocal prioritiesand systemsin
different ways in different contexts— for
example, infragile statesin which the political
will on the part of beneficiary countries exists
but capacity isaconstraint, donors should seek
to not undermineresidual capacity by creating
paralel systems.

» Recognize the political-security-devel opment
nexus— based on theinterconnections between
political, economic, security and socid spheres,
failurein any oneof these hasanegativeimpact
on the others. Donors are enjoined to support
national reformers so that they can develop
unified planning frameworksthat bring together
al these variables, while also ensuring that
realistic targets and priorities are set.

e Aidinstruments must be mixed and sequenced
inorder tofix context. Fragile states, particularly
thosein promising but high-risk transitions, may
requireamix of aidinstruments, including support
for recurrent expenditure. At the same time,
atention must be paid to the need to rapidly
improveserviceddivery in hedth, education and
other basic services in order to garner support
for reforms, whileat the sametimeavoidinglong-
term dependence on unsustainable systems.

e Thereisaneed for donorsto stay engaged for
the long haul in order to give success achance
—given the numerous challengesfacing fragile
states, in particular their low capacity, donors
must be prepared to adopt alonger timeframe
than normal before expecting returns.

6.1 APPLYING THE FRAGILE STATES
PRINCIPLES

Two aid specialists, Leader and Colenso (2005),
carrried out pioneering work on aid instrumentsthat
aremost appropriatein fragile states. Asthey note,
the standard donor choice of aid instruments in
fragile state situations has often been based on a

‘default, risk-reducing, starting point’ (2005: 4). This
position ischaracterized by therestriction of funds,
dominance of the project delivery modality as a
‘state avoidance' approach, and a shorter time
commitment. Given thelack of strong government
leadership and capacity in fragile states, the best
donorsoften expect, intermsof the ParisPrinciples,
is some degree of donor coordination rather than
harmonization and alignment. Based on their
findings, they argue that this framework does not
provide a sufficiently strong base for donors
operating in fragile state environments.

Contrary to conventional wisdom, their case studies
reveal that, as against the standard approach
(largely project-based aid, with short time horizons,
distributed through NGOs and with a focus on a
narrow set of activities), a much wider range of
aid instruments can be used successfully inwidely
differing contexts. One key conclusion is that
‘development actors should avoid “one size fits
all” prescriptions such as “budget support is
inappropriate in fragile states”..." given that they
foundthat ‘ animaginative and flexible use of various
instruments can have a significant impact on
poverty reduction’ (2005: 5).

Thisis hardly surprising given the widely varied
contexts of fragile states, and they recommend that
work in fragile states requires creative thinking,
experimentation and flexibility, aswell asasound
knowledge of thelocal context. Whilerecognizing
theattractionsof project-based aid delivery infragile
State situations?, they also arguethat it isimportant
to think in programmatic termsright from the outset
of engagement. Based on the experience of one of
their case studies, namely Afghanistan, they point
out that even in the most challenging of operational
environments it is possible to work with govern-
ments on the development of national plans, with
detailed decisions on the most appropriate aid
implementation modality, i.e., whether through
government systems, NGOs, direct donor imple-
mentation, on or off-budget flows, or amixture of
all, being decided subsequently.

% The advantages associated with project aid rehearsed above become even more attractive to donors operating in fragile state
situations. Project aid can be very flexible in responding to new situations, is often based on relatively easily identifiable needs, has
shorter lead times between design and implementation, and can be implemented outside government systems in situations where
the state possesses either very weak capacity or even constitutes an obstruction. Finally, it alows for a high degree of accountability

to donors and their domestic constituencies.
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As they note, in the case of post-Taliban
Afghanistan, and notwithstanding the extreme
fragility of state ingtitutions, budget support was
provided through a World Bank managed Multi-
Donor Trust Fund (MDTF). Asof 2008, 27 donors
were supporting this fund. The World Bank
disbursed these funds to the Afghan government
on a reimbursement basis. Donor fiduciary risk
concernswerefurther mitigated by the World Bank
contracting an ‘external monitoring’ agent that
evaluated the claims submitted by the government
on the basis of a set of eligibility criteria and
fiduciary standards. Further risk mitigation took
place through the contracting of an international
auditing firm, which subjected both the Fund and
the monitoring agent to audits. This arrangement
helped to address donor fiduciary risk concerns,
but also strengthened government systems since
funding prioritieswere based on thoseidentified in
the country’s 12 National Priority Programmes.2’

Important work has recently been carried forward
on the application of Paris Principles to fragile
states situations within the OECD-DAC. Most
notable amongst these is an OECD-DAC review
commissioned in 2008 which draws out thelessons
learned from the application of the Paris
Declaration Principlesin fragile states (OPM/IDL,
2008). One key lesson arising from the case
studies is that it is important for donors not to
underestimate the task at hand:

‘A fundamental challengeto aid effectiveness
inmany transitional contextsisthe sheer scale
and complexity of the task at hand. The
challenges faced in (re)building the infra-
structure and ingtitutions of a state, delivering
services, securing and sustaining peace are
daunting.” (OPM/IDL, 2008: 25)

This therefore translates into a heightened need
to effectively prioritize and sequence activities
based on a sound assessment of what can be done
in the context of multiple constraints. The authors
note that while the Paris Principles assume some
degree of shared understanding between partner
governments and donors regarding national

development goals, as well as some capacity of
partner governments to implement policy, these
assumptions may not hold in the case of fragile
states. Even basic operating assumptions such as
an effective control of the national territory and
therefore ‘ state reach’ may not apply.

Drawing adistinction between situations of conflict,
prolonged crises or impasse with restricted scope
for the application of the Paris Principles, and those
states characterized as ‘hopeful partnerships’

(OPM/IDL, 2008: v), the report argues that the
‘state-building’ imperative applies throughout the
continuum, as do the principles of ‘taking context
asastarting point (principle 1) and adopting a‘do
no harm’ approach (principle 2). The most adverse
circumstances are characterized by a rapid
deterioration of socio-economicindicators, conflict,
prolonged palitical impasse and an almost compl ete
absence of dialogue between donors and govern-
ment. Under these circumstances, even aminimal

consensus on an appropriate devel opment agenda
is often absent. Paris Principles on ownership,
alignment, harmonization, managing for results
and mutual accountability become extremely
problematic to apply. Nevertheless certain fragile
state principles can still be operationalized in such
circumstances. Theprinciplesof ‘aigningwithlocal

priorities in different ways in different contexts

and ‘ doing no harm’ have allowed donorsto support
basic socia service delivery through alternative
mechanismsin anumber of fragile state situations.

In the specific case of Zimbabwe, for example,
where the government was often seen by donors
as pursuing policies that were contrary to what
was required in order to achieve international
development goals, there was nevertheless a
window for engagement with, and inter-donor
harmonizationinareassuch asHIV and AIDSand
Orphans and Vulnerable Children (OVCs).
Adopting the principle of ‘ shadow alignment’ to a
Government National Plan of Action in which
priorities were identified in the area of OVCs,
donorswere ableto both engage at atechnical level
with line ministry staff and channel funds through
UNICEF, which passed these on to NGO care

21 For an overview of the Afghan MDTF experience see Scanteam, ‘Review of Post-Crisis Multi-Donor Trust Funds', World Bank

and Norwegian Ministry of Foreign Affairs and NORAD, 2007.



providersand faith-based organizations. Whilethis
may be seen as a state-avoidance approach given
the emphasis on engaging with sub-state actorsand
UN agencies, it was away to ‘shadow align’ to a
technically acceptable National Plan of Action even
during a stand-off between donorsand a‘ partner’
government.

In post-conflict and post-crisis situationsin which
transitions are underway, the principles regarding
fragile states become easier to apply. When such
transitions have begun, thisprovidesabasisfor the
development of ‘hopeful partnerships’ between
donors and countries emerging from crises.
Notwithstanding the fact that such transitions may
be extremely fragile politically, that there may be
enormous demands on a new administration when
its capacity to deliver is severely debilitated, an
incipient development partnership may be
established around a shared development agenda
on the basis of the Paris Principles and those
governing engagement with fragile states.

6.2 ATOOLKIT FOR FRAGILE
STATES TRANSITIONS

A number of instruments have been designed, tested
and refined over the course of recent years, which
have assisted in improving the quality of the
relationship between donors and the governments
of fragile statesin transition. These help tolay the
foundationsfor national ownership, harmonization,
alignment, accountability and aresults-focusin the
partnership. In such transitiona situations, giventhe
enormity of the task at hand, sound planning,
prioritization and sequencing of actionsare key to
both ensuring maximum impact, as well as
managing expectations on both sides of the donor-
partner country relationship in terms of what can
realistically be achieved.

Joint Assessment Missions (JAMs) and Post-
Conflict Needs Assessments (PCNAS) involving
both donor and national technicians can, given that
they provide a factual basis for dialogue, play a
very important rolein building shared understanding

of what is required and are a first step towards
joint planning and coordination. JAMsand PCNASs
have been rolled out in many post-conflict and post-
crisissituations, and lessons|earned over time have
helped to refine thisinstrument.

Another instrument that has proved to be useful in
transition situations are Transitional Results
Matrices (TRMs), often designed on the basis of
theresultsflowing from JAMsand PCNAs. TRMs
are simple planning, coordination and management
frameworks. These are usually devel oped by both
donor and partner countries with a view to better
prioritizing actionsin order to achieve asuccessful
transition in fragile states.2

Itisworth recalling that transitionsin post-conflict/
post-crisis situations are fragile because of the
interconnections between four challenges facing
transition states:

e There are strong links between political and
security reforms and the delivery of socio-
€conomic programmes,

* Thereis a need for prioritization in early
recovery environments characterized by high
needs and limited capacity;

» The importance of managing expectations of
donors, fragile state governments and their
populations;

» Theabove considerations need to be balanced
with theimperative of ensuring rapid progress
in order to maintain forward momentum at the
risk of the transition process either stalling or
being reversed.

TRMscan help both donorsand national leaderships
to meet these challenges by;

» Placing key actions and results in terms of
political, security, economic and social priorities
inan easily digestible calendar;

» Forcing prioritization and ensuring realistic
timelines and therefore managing the
expectations of all interested parties;

28 gee United Nations Development Group and World Bank, ‘An Operational Note on Transitional Results Matrices: Using Results-

Based Frameworks in Fragile States’, 2005.
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* Helping to identify in advance possible
bottlenecksand periods of systems* overload’;

» Allowing for the monitoring of progress and
the addressing of areas in which progress is
sub-optimal; and

» Serving asabasisof dialogue between donors
and fragile states on resource allocation
between priorities.

Experience with TRMs indicates that the key
criteriaused inidentifying priority actions must be
‘crucial areas’ where lack of progress would
heighten the risk of areversal in the stabilization
and recovery process.

The standard format which has evolved over time
isbased on four clusterswhich are key to recovery
in transitional situations, namely: 1) political, 2)
security, 3) restoration of minimally functioning
public financial systems, and 4) socio-economic
recovery. For each of these clusters,aTRM should
contain:

A — A Strategic Objective or Godl;

B —A baseline— even though it is often extremely
challengingin such situationsto obtain reliable
data, what is available must be incorporated,
without which it will be impossible for both
donors and partner countries to monitor
progress,

@]
|

Properly sequenced and time-bound actions.
In situations where the capacity for reform is
oftenlimited, the need for effective sequencing
isheightened;

D — Targets and monitoring indicators, i.e.,
observable targets that are subject to
verification;

E — Clear responsibilities assigned for each action.

Based on assessments of TRMsin widely varying
situations, one key lesson concerns the need to
balance comprehensivenesswith selectivity. Given
themultitude of constraintsthat characterizefragile
states in transition (capacity, dilapidated
infrastructure, lack of financial resources) thereis
a clear need to prioritize. On a related note, the
multiple demandson limited resources also entail a

need to strike a balance between addressing
immediate emergency needs at the same time as
planning for the longer-term. Strategic visioning
must therefore run alongside the process of
developing a TRM to ensure that the inclusion of
short-term actionsin aTRM does not compromise
longer-term, comprehensive and sustainable
recovery. Finaly, thesimplicity of aTRM iscentra
toitsutility for al users.

It has also become clear that donor support to a
government-owned TRM should be based on
progress across the overall programme rather than
specific and detailed targets. Given that progress
in fragile states is never a linear one, even when
they are not undergoing transitions, it isimportant
for donorsto base the conditionality of their support
onthestrategic ‘big picture’ giventhat fragile states
can simultaneously perform both well and poorly
in different areas of the four clusters. The
clarification of mutual expectationsat the outsetis
an essential ingredient in the process of building
understanding between donors and governments
of fragile states.

Reviews of TRMs have aso brought to light the
fact that the security sector variable has not been
giventhe necessary attentionin anumber of TRMs.
Thismay be dueto the distinct cultures prevailing
amongst humanitarian and devel opment actorswho
often have no previous experiencein working with
security forces. To thisshould be added an additional
obstacle to deeper analysis and understanding of
the security cluster and the designing of appropriate
actions in TRMs, namely that work in this area
often fallsoutside the scope of donor’s ODA funds.
Neverthel ess, the maintenance of basic security is
a key enabler of the objectives in other clusters,
and the longer-term goal of security sector reform
can help to ensure the sustainability of the overall
trangition.

Pool ed funding mechanisms such as Multi-Donor
Trust Funds (MDTFs) offer an opportunity for
donors to begin the process of harmonizing and
aligning to national prioritiescontainedin recovery
frameworks such as TRMs. World Bank and UN
administered MDTFs have beenimplementedin a
range of transitional situations, from Timor Leste
to the Sudan, Irag and Afghanistan. Features
common to situations where they have been set up
include large un-met needs in the area of basic



service provision in the short-term, as well as
significant medium-term needsinthe areaof social
and productive infrastructure. The public sector’s
capacity to deliver isalso usually very weak, if not
non-existent.

The advantages of MDTFsfor donorsarethat they
reduce transactions costs through joint planning,
prioritization and the sharing of information.
Transferring resourcesto multilateral bodiesto be
administered also means that the administrative
costs of managing those funds are reduced for
individual contributing donors. Single monitoring,
evaluating and reporting mechanisms constitute
additional attractions. MDTFsalso help to address
the fiduciary risk concerns of donorsin situations
that are often characterized by wesk publicfinancial
management systems. In such situations, donors
are unwilling to engage in direct budget support
until their concerns have been met, and these can
be alayed by channelling funds through the UN
and World Bank. Where MDTFs are structured
around national priorities (as contained in partner
country strategies), which are supported by donors,
they help to ensure that donor assistance reflect
thesebudget priorities, evenif fundsdo not initially
flow directly through national systems.

There are a number of benefits that accrue to
partner countries, especially where their capacity
isseverdly constrained. With MDTFs, they areable
tointeract withasingle, coordinated and harmonized
source of external assistance. MDTFsthusprovide
aforum in which donors and partner countries are
able to discuss priorities and implementation
modalities. As one survey of amix of 18 UN and
World Bank MDTFs has noted ‘ many actors look
to MDTFs as the key venue for coming together

and exchanging information and views. In anumber
of cases, they areinfact theonly structured meeting
place...’2?

Notwithstanding their promise and positive
performance overall, and thefact that they represent
current donor best practicein post-crisissituations,
MDTFs have had their limitations. This may be
attributed to the sheer scale of the tasks they face,
and the time lags that are inevitably part of the
responseof al externa actorsinasituationinwhich
thereisan ever expanding picture of needs as any
giventransition develops. This‘movingtarget’ has
to be reconciled with the need to maintain strategic
focus and selectivity while at the same time
ensuring flexibility. One overview of the experience
of MDTFs notes that they:

‘...can often be overambitious in terms of
what they can deliver, and cannot be expected
to simultaneously build state capacity and
deliver public goods and servicesinatimely
manner. Sart up time and costs are often
underestimated, and most MDTFs have
failed to provide adeguate management and
technical personnel on the ground’. (OPM/
IDL, 2008: 43)

These shortcomings, which are gradually being
overcome with each newly designed MDTF,
nevertheless hel p to explain why in many situations
MDTFs, while commanding substantial resources,
still only represent asmall percentage of total donor
aidineachindividua fragile state situation. Tothis
must be added the simple fact that thereis aneed
on the part of each bilateral donor to be seento be
‘flying the flag' separately, rather than being one
of many withinan MDTF, thus contributing to them
keeping one foot outside the MDTF structures.

2 Scanteam, ‘Review of Post-Crisis Multi-Donor Trust Funds — Country Study Annexes’, World Bank, Norwegian Ministry of

Foreign Affairs and NORAD, 2007. p.67.
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Section 7

The Macroeconomic Management of Aid Flows

A sub-set of concerns on aid effectiveness
concernstheimpact of large flows of ODA on the
macroeconomy of partner countries. These
concerns must be seen against the backdrop of the
commitment by G-8 leaders at the Gleneagles
Summit in 2005 to double aid to Africa by 2010.
The prospect of a ‘scaling-up’ of aid of this
magnitude has led a number of development
economists to update earlier work on the
macroeconomicimpact of ODA flows, and to bring
to the fore the macroeconomic challenges faced
by many African economies that are already
heavily reliant on aid.

Since 2000 there hasbeen asignificant increasein
the number of countriesreceiving ODA that isover
5 percent of GDP, with some countries such as
Mozambique and Sierra Leone receiving ODA
flowsover 20 percent of GDPfor extended periods.
In a post-crisis scenario in which there may be
significant net inflows of ODA, Zimbabwe should
be aware of the possible effects on its balance of
payments and the demands placed on monetary,
exchange rate and fiscal management.

In examining the possible macroeconomic
implications of aid flows, adistinction needsto be
made between the absorption and spending of
aid by partner countries (IMF, 2005). According to
the IMF sdefinition, aid absorptionisthe extent to
which a country’s balance of payments non-aid
current account deficit widens in response to
increased aid flows. It reflects the increase in net
importsresulting fromincreased aid that should be
treated essentially as extraforeign exchange. The
extent of an economy’s absorption of aid depends
on domestic demand for importsand the exchange-
rate policy. Assuming thereisno spare capacity in
the economy, aid only enablesan economy to both
invest and consume more by financing anincrease
inimportsrelativeto exports.

Under the assumption of full capacity utilization,
andif aidissimply spent on domestically produced
goods and services, it does nothing to increase
aggregate output. Rather, this increased demand
will fuel inflationary pressures. Under these
conditions, it could be said that real resource
transfers can only take place where there is an
increase in net imports, i.e., increased absorption,
or elseitwill only be equivalent to an expansionary
domestic fiscal and monetary policy, i.e., deficit
financing.

Aid spending is defined as the widening in the
government’s fiscal deficit excluding aid that
accompanies an increase in aid. It indicates the
extent to which the government uses aid in fiscal
management, i.e., either anincreasein expenditure
or areduction in taxation. The Government fiscal
deficit excluding aid should therefore be seen as
equal to total expenditures less domestic revenue
and is financed by a combination of net aid and
domestic borrowing.

Spending isdetermined by the government through
fiscal management and absorption by the central
bank through its monetary management. Increase
aid flows can result in four possible combinations
of absorption and spending, each onewith different
macroeconomic implications.

1. Aidis both absorbed and spent

Under this scenario, the government spendsaid
resources — the central bank providing it with
domestic currency counterpart funds — while
the central bank sells the foreign currency to
financeimports. Thelatter are absorbed by the
economy through a widening non-aid current
account deficit.3° Though the non-aid fiscal
deficit becomes larger, it is nevertheless
financed by increased aid.

30 The non-aid current account balance is the current account balance excluding official grants and interest on public external debt.



However, sustained high levels of aid inflows
can result in real exchange-rate appreciation.
The phenomenon is linked to the ‘Dutch
Disease’ common to many economies
experiencing an export boom, in which
currency appreci ation makes tradable goods3!
less competitive and leads to an increase in
imports.32 The Central Bank sells the extra
foreign-exchange reserves derived from aid
flows, which results in foreign exchange
becoming cheaper relative to the domestic
currency. Thisrise in the exchange rate of the
domestic currency impacts negatively on both
domestic traders of exports (and therefore the
gains from international trade) as well as the
import-substituting sectors.

However, such an exchange-rate appreciation
can be mitigated if aid is used to increase
productivity. This can happen when there is
spare capacity or significant unemploymentin
the economy. If a quick supply-side response
can be obtained, therewill belimited exchange-
rate appreciation if the additional aid-induced
demand for non-tradable goods results in
increased employment and production. In
principle using aid to fund infrastructure to
boost capacity and productivity, in particular,
should al so mitigate the macroeconomic effects
of aid inflows asit increases production in the
longrun.

Aid is neither absorbed nor spent

This is a situation whereby aid is used for
building up international reserves. This might
be an appropriate short-run strategy if aid
inflows are volatile or if the country’s
international reserves are low. Under this
scenario, government expenditures are not
increased, hence there is no expansionary
impact on aggregate demand and no pressure
on either the exchange rate or price levels.
However this scenario might not be compatible

with donor requirements in terms of poverty
reduction, and should therefore be seen as a
largely academic aternative unlessit is pursued
asavery short-term measureto build sufficient
reserves of aid money before absorbing and
spending it.

. Aid is absorbed but not spent

This is a scenario whereby increased aid
inflows are used to reduce inflation where the
levels are excessively high. The government
savesthe domestic currency counterpart of aid
while the central bank sells the foreign
exchange to finance increased imports. This
has the effect of releasing more resources to
the private sector and results in reduced
monetary growth.

The strategy of absorbing and not spending aid
isan appropriate strategy asatool for reducing
high inflation, because it allows for a
deterioration of the balance of trade to be
financed by aid inflows. However, inthelonger-
term the no-spend strategy is once again
incompatible with donor requirements for
poverty reduction expenditure. Therefore, once
stabilization is achieved, the government is
expected to pursue an ‘absorb and spend’

strategy.

. Aid is spent but not absorbed

This is a situation whereby the fiscal deficit
(net of aid) increases as a result of increased
aid inflows. There is no attempt to sell the
foreign exchangerequired to finance additional
net imports in order for a real transfer of
resources to the partner country to occur. The
Government increases expenditures, but keeps
aid dollarsasreservesinthe Central Bank. The
resulting fiscal expansion is the same as
increasing government expenditures in the
absence of aid, since the fiscal stimulus must

31 e, items that are readily imported or exported such as consumer durables, as opposed to non-tradables which are items that are

32

not readily imported or exported such as housing.

The theoretical underpinnings of Dutch Disease as an economic concept is used to explain the phenomenon whereby an increase
in revenues from natural resources will deindustrialize an economy by raising the exchange rate which makes the manufacturing
sector less competitive. More broadly, it can refer to any development that results in a large inflow of foreign currency, including
a sharp surge in natural resource prices and Foreign Direct Investment (FDI). The term was first coined to describe the decline of
the manufacturing sector in the Netherlands after the discovery of natural gas in the 1960s.
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be financed by either government borrowing
from domestic money markets (thus crowding
out the private sector through higher interest
rates) or by printing money and thus generating
inflation. Increased aid inflowswould therefore
raise money supply and domestic demand also
thereby fuelling inflation. The only positive
effect of this scenario is that once again
international reserveswould rise but then they
would only contributeto increased liquidity.

This strategy istheleast desirable one and not
favoured by donors as it defeats the centra
purpose of aid in effecting a real transfer of
resources to arecipient country, while from a
macroeconomic perspective it shows fiscal
indiscipline.

The key point about the above scenarios is that
highly ai d-dependant economies need to adapt and
closely coordinate their monetary, exchange rate
and fiscal policiesinthe context of aid surgesso as
not to penalize their domestic private and export
sectors. The pointismadeforcefully by Killick and
Foster (2007), who believe that both donors and
partner countries must be aware of the policy
implications of aid surges and the possibility of
unintended consequences. Partner countries should
recognize the need for close coordination of
monetary and fiscal policies between central banks
and their Ministries of Finance — something that
cannot be taken as given in many developing
countries. In particular, they need to have sound
public policy with afocus on the development of
the tradable goods sectors so that aid surges do
not disadvantage domestic producers. Without
timely countervailing policy measures, aid surges
may well contribute to rising unemployment and
poverty levels. Amongst the various solutionsthey
rehearse is aid being both absorbed and spent on
moredirectly productive usessuch asinfrastructural
development so as to unblock supply-side
constraints operating on the tradabl e goods sector
(2007: 167-192).

Itisimportant to note that the rel ation between aid
inflows and their differentiated impact on various
sectors of arecipient economy, depending on how
it is managed, has been subject to alarge number
of empirical studies. Overall, it would befair to say
that thejury isstill out onaverdict, with somestudies
confirming the existence of Dutch Disease effects
and othersrefuting it. For example, an IMF survey
of 12 such studies on the relation between aid
inflows and exchange-rate appreciation confirms
the overall inconclusive picture, with six country-
specific studies confirming the relationship, while
another threefound no evidencefor it. Threewere
inconclusive.33

Anindication of the difficulties facing analystsin
establishing the robustness of the relationship can
be seen from another study produced from within
the same institution, namely the IMF, that found
that aidinflowsdidinfact have’ systematic adverse
effectson acountry’s competitiveness, asreflected
in a decline in the share of labour-intensive and
tradable industries in the manufacturing sector’
(Raghuran and Subramanian, 2005: 1). Furthermore
the researchers found evidence that,

‘in countries that receive more aid, labour-
intensive and exportable sectors grow slower
relative to capital-intensive and non-
exportable sectors respectively. As a result of
the reduced competitiveness, employment
growth in these sectors is slower, and these
sectors account for a lower share of the
economy than in countries that do not get as
much aid.” (2005: 6)

The significance of these findings on the possible
negative effects of aid flows on a country’s
competitiveness is obvious. Labour-intensive
industries are a source of employment generation,
especially for low wage economies. By rendering
them uncompetitive, aid inflows could end up
constricting achannel through which surpluslabour
is absorbed and poverty levels reduced. The

33 Gupta, S, Powell, R., and Yang, Y., ‘Macroeconomic Challenges for Scaling Up Aid to Africa: A Checklist for Practicioners’, IMF,
Washington, 2006. Another IMF study based on the experience of five countries that at the time it was conducted had recently
experienced aid surges, namely Ghana, Ethiopia, Mozambique, Tanzania and Uganda, found that contrary to the assumptions of
the theory of Dutch Disease, there was an absence of any Dutch disease effects on exports via appreciation of the exchange rate.
On these findings see IMF, ‘ The Macroeconomics of Managing Increased Aid Inflows: Experiences of Low-Income Countries and
Policy Implications’, Policy Development and Review Department, Washington DC, 2005.



structural transformation of an economy through
the gradual shift of surplus agricultural labour
engaged in subsistence agriculture to higher
productivity and wagesin the manufacturing sector
isalso jeopardized. Economic history demonstrates
that manufacturing exports constitute an essential
vehicle for ‘take-off’ for developing countries.
Participation ininternational trade helpseconomies
such as those of many Low Income Countries to
overcometheir restricted domestic marketsin order
to achieve economies of scale, aswell asacting as
an important channel for technology transfers
which contributeto productivity gains. Thepossible
short-term negative effects of aid flows on the
competitiveness of the tradable goods sector must
therefore be factored into the design of alonger-
term growth strategy, as well as how fiscal,
monetary and exchange-rate policy should react.
While any aid surge may be temporary, itslonger-
term effects may be more lasting and damaging
for domestic producers of tradable goods.

As argued earlier, partner country governments
should therefore take alonger-term perspective and
ensure that a significant portion of aid is used to
help raise the productivity and lower the costs of
agents in the tradable goods sector. There may be
aneed to offset the disincentivesthat flow from an
appreciating exchange rate by tackling non-price
constraints on both exporters and import-
substituters. Investments of aid funds in infra-
structure and other services may offer the highest
long-term returnsto aid spending.

Given the recent dollarization of the Zimbabwean
economy, the dangers of Dutch Disease for
Zimbabwe through the transmission channel of
exchange-rate appreciation in the context of large
aidinflowsmay remain purely of academicinterest
for the meantime.3* But in a post-dollarisation
scenario, characterized by continued largeinflows
of aid, the need for careful management of
monetary, fiscal and exchange-rate policy will
remain strong.

34 One of Zimbabwe's major challenges in the short-term will be to reconcile the need to maintain levels of employment, through
which poverty reduction is mediated, with the imperative of improving the country’s competitiveness. Under dollarization one
standard means of improving competitiveness, namely devaluation, is no longer an option. In the absence of a domestic currency,
increased aid cannot give rise to Dutch Disease through the exchange rate, but similar effects may come to be felt through a
country’s price level and cost structure. If significant volumes of aid are injected into what is already a skills-scarce and input-
constrained economy such as Zimbabwe's, aggregate demand and domestic price levels may rise and make businesses, especially
exporters, even more uncompetitive. To forestall job layoffs, increased aid needs to be accompanied by policy measures that

increase competitiveness.
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Section 8

The Aid-Growth Debate

Giventhe current volumes of Official Development
Assistance (ODA) flowing from donorsto partner
countries, it might surprise the reader to know that
thereisan ongoing and heated debate amongst aid
economists revolving around what might best be
characterized as an ambiguous association between
aid and demonstrable devel opment outcomes. The
very effectiveness of ODA in helping partner
countriesto achieve economic growth and broader
devel opment targets has been subjected to intense
scrutiny. Available evidence has been used to
determinethe impact of aid in relation to intended
outcomes at both sectoral and aggregate levels.

Early views on how aid was supposed to relate to
growth in developing countries were based on the
assumption that the main constraint to growth in
these economies was their poor rates of capital
accumulation. Helping these economies to
overcometrade gapsand their low domestic savings
rates was therefore the role of aid. Thiswould in
turn help them to undertake a ‘big push’.3> The
larger the volumes of aid, the sooner these ‘two-
gaps could be closed and developing economies
would reach ‘take-off’, and thereafter embark on
apath of robust and sustained growth.

It is noteworthy that this ‘big push’ thesis on aid
reappearsin the 21st century through the advocacy
work of Jeffrey Sachs (2005). He argues that a
major international effort is required in terms of
increasing aid volumesif the Millennium Devel op-
ment Goals (MDGs) are to be achieved, precisely
because the accumulated physical, institutional and
human capital deficitsinlow-income countriesare
so large that these countries find themselvesin a
poverty trap, and therefore unable to embark on

sustainable growth and poverty reduction (Sachs,
2005). The key underlying assumption is, once
again, that of the primacy of additional capital in
unlocking better growth performance.

As early as the 1970's, however, the above
assumption was being queried through a number
of so-called ‘first generation’ studies on aid
effectiveness.3® These focused specifically on the
association between aid and national savings, this
focuson savingsbeing anindirect way of evaluating
the aid-growth relationship. Many reported zero or
even negative correl ations between aid recei ptsand
growth. A common conclusion was that aid
resourceswere being spent on consumption (largely
imports) rather thaninvestment. In addition, aid was
also seen to be acting asadisincentiveto recipient
governments in terms of their revenue collection
efforts, the expansion of their tax base, and the
sound targeting of government expenditures on
growth-enhancing investments.

In these first generation studies, and in line with
the two-gap model of their predecessors, aid was
treated asan exogenous net increment to the capital
stock of beneficiary countries. In other words, each
dollar of aid would supposedly result in anincrease
of one dollar in total savings and therefore
investment. Aid was therefore treated as exactly
additive to domestic savings, with a causal chain
running from aid to savingsto investment and then
growth. But the possibility of aid being used for
ends other than investment was not controlled. In
other words, the problem of the fungibility of aid
whereby all types of aid can be used for purposes
other than investment broadly defined was not
catered for.37

35 The intellectual foundations of this approach were laid down by W.W. Rostow in his ‘ The Stages of Economic Growth’, Cambridge
University Press, 1960, as well as Chenery and Strout. For the latter, see Chenery, Hollis. B. and Strout, Alan, ‘Foreign Assistance
and Economic Development’. American Economic Review, Vol.56, No.4, 1966, pp.679-733.

36

For a representative sample of such work see Griffin, K.B and Enos, T.L, ‘Foreign Assistance: Objectives and Consequences’,

Economic Development and Change, Vol.18, No.3, 1970, pp.313-327.

37 The point is made succinctly by one aid analyst who noted that *...by reallocating domestic resources in the budget, the recipient
government can re-direct aid in accordance with its own preferences. For instance, aid intended by donors for investments in
human capital (health and education) can be diverted into higher salaries or other perks for ministers and politically favoured
groups by reducing domestic budget allocations to the health and education sectors. The money thus freed can be used to finance
whatever the government prefers.’” Peter Svedberg, ‘Comment on Finn Tarp: Aid and economic growth: An alternative interpretation
of the evidence'. Swedish Economic Policy Review, 13, 2006, p.17.



At the same time as these negative conclusions
from the earlier generation of studies were being
reached, there were othersthat were more sanguine
intheir conclusions. Some argued that whileit may
be true that aid did not increase recipient country
savings and investments on a strict one for one
basis, there was neverthel ess evidence that aid did
have a net positive effect in terms of increasing
total savings, i.e., that aid did lead to anincreasein
total savings, although not by as much as the aid
flow (Newlyn, 1973: 867-869).

Onelandmark study characterizesthe most recent
generation of studies, namely the Burnside and
Dollar work of 2000 (2000: 947-968). Given
advancesin computing and econometrics, Burnside
and Dollar were able to work with panel datathat
contained a much larger sample of countries over
alonger timeframethan previousefforts. Inanovel
departure from previous efforts, they factored in
economic policy and institutional environment
variables in their regressions. These economic
policies were grouped into a single policy index
consisting of measures on inflation, trade openness
and budget deficits. Their hypothesiswas that the
impact of aid on growthislikely to begreater when
there are fewer policy distortions affecting the
incentives of economic agents. Thisassumptionis
predicated on the existence of transmission
channelswhereby animproved policy environment
would result either intheincreased productivity of
capital, and therefore of invested aid, and/or
because a larger percentage of aid received was
actually invested rather than consumed or diverted.
Themarginal productivity of capital, and therefore
of invested aid, increases as distortions in the
incentive system decrease.

Burnside and Dollar were able to include 56
countries in their sample over an extended
timeframe covering the period 1970-1993.
Analysing the aid-policy environment-growth
nexus, they concluded that aid does contribute
positively to growth, but only in good policy
environments defined in terms of sound fiscal,
monetary and trade policies. The impact of these
findings should not be underestimated in terms of
their influence on how international development
agencies sought to interact with partner countries.
Having originally circulated as a World Bank
discussion paper in the late 1990's, the Burnside
and Dollar findings came to buttress a landmark

World Bank Report on aid that was published in
1998 (World Bank, 1998). Sdlectivity wasthe order
of the day in terms of ensuring that aid was to be
made conditional on sound policies on the part of
beneficiary countries. Aid would therefore promote
economic growth in those countriesthat possessed
such policy frameworks.

Just when it seemed that the issue had been put to
rest, however, critiques of the Burnside and Dollar
findings soon appeared. One group of economists
tested the robustness of themode! used by Burnside
and Dollar by expanding the number of sample
countries and extending the panel datafrom 1993
to 1997, and showed that the positive relationship
between aid, the policy environment and growth
detected by Burnside and Dollar disappeared when
the new data was introduced (Easterly, Levin and
Roodman, 2004: 774-780).

A similar fate awaited another research initiative,
the results of which were published in 2001 and
which also seemed to offer advocates of aid strong
evidence on the positive links between aid and
growth. The Hansen and Tarp study was even
more ambitiousin terms of the representativeness
of its sample, covering over 100 cross-country
regressions on the impact of aid on growth from
the late 1960’s to the late 1990s. What they found
was that while the link between aid and growth
was a robust one, and that aid did increase
aggregate savingsand investment, the relationship
was not on a one-to-one basis. But their findings
also contradicted those of Burnside and Dollar to
the extent that they did not find a robust positive
interaction between sound policies, aid and growth.
Aidwas shown to have apositive effect on growth
rates wherever and whenever it was driven by
capital accumulation, i.e., aid worked, even in
countries hampered by an unfavourable policy
environment as defined by Burnside and Dollar
(Hansen and Tarp, 2001: 103-128).

The layperson would be well entitled to ask why
theresultsare soinconclusive, especidly giventhe
fact that at last count over 130 studies had been
conducted around theworld seeking to bring some
clarity to the issue. Thetitle of arelatively recent
review of the literature, namely ‘Macro Aid
Effectiveness: A Guide for the Perplexed’ is
apposite (Roodman, 2007). For partner countries,
this bafflement should be all the greater given the
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often highly prescriptive content of theaid polices
of donors, as well as global commitments to
significantly increase aid flows.

Totheextent that light can be thrown on the reasons
for theinconclusiveness of the findings, one should
separate methodol ogical issuesfrom the possibility
that the very definition of what constitutesaid may
impact on results. In regards to the first set of
considerations, it can be said that multivariable
regressions of the sort used in the most recent
studiesare aways sensitiveto model specifications,
the time period covered, the quality of panel data
used and the choice of control variables. Giventhe
complex interactions between the multitude of
determinants of economic performance, the
connection between aid and growth cannot be a
simplelinear one, thusmaking it extremely difficult
toisolatethe effectsof aid in any economic system
since:

‘as the consequences of an aid project ripple
out and diffuse, they become harder to detect.
It is not hard to tell if a road is paved. But it
may be impossible to discern whether dl aid
raises total output per capita from a national
economy inthelongrun.’ (Roodman, 2007: 3)

To thismight be added the problem of establishing
a counter-factual, i.e., what might have happened
in the absence of aid? These complexities are
succinctly expressed by one participant in the
debate who noted that ‘simply, if one tortures the
numbers for a sufficiently long time, they will
confessto anything’ (Svedberg, 2006: 13).

However, a recent and more profitable line of
investigation seems to be that based on the
disaggregation of aid. In contrast to earlier work,
Clements, Radelet and Bhavani (2004) start out
from the premise that much of the earlier work on
the relationship between aid and growth has been
flawed dueto the ssimple failure to divide aid into
their distinct purposes asdeclared ex ante by donors.
Economic growth is not, and never has been, the
sole objective of aggregate foreign aid.

Humanitarian assistance for exampleisnot directly
targeted at building productive capacity but rather
has a ‘saving lives' metric, and aid directed to
education and health programmes are unlikely to
have a measurable impact on growth rates in the
short-term. Tothislist might be added aid in support
of theglobal ‘ good governance’ agenda, which may
have growth only as a secondary and longer-term
objective.

Having separated these components of aggregate
aid, they arrive at a sub-set of aid which they
designate as ‘ short-impact aid', i.e., aid that could
plausibly stimulate growth over the short-term
which they define as a 4-year period, such as aid
directed to investmentsin productive sectors such
as agriculture and industry, balance of payments
support, and investments in infrastructure,
communications and energy generation. Whenthis
approach isadopted, and theregressionsare carried
out, theresultsare encouraging, with avery robust
positiverelationship between ‘ short-impact’ aid and
growth. More specifically they found high returns
onsuchaid, with US$1 in short-impact aid leading
to a gross economy-wide cumulative increase in
aggregate output of US$1.64 (Clements, Radel et
and Bhavani, 2004: 34).38

Asthe authorsthemselves caution, however, given
that their study setsout to only quantify theimpact
of one sub-set of aid, the results should not be
interpreted as meaning that the best use of aid isto
direct all ODA resourcesto short-term impact aid
of the ‘directly productive investment’ kind, let
alonethat social-sector investments or humanitarian
aid may not have longer-term growth effects. But
the results do, nevertheless, suggest that partner
countries should be aware of possible trade-offs
given afinite aid resource envelope. These trade-
offs include decisions regarding how to direct
resources in order to strike the right balance
between short-term growth imperatives and the
need to enhance longer-term growth potential,
whichispartidly dependant on the building of human
capital over thelonger-term.

38  The figure is arrived at using a Keynesian multiplier. As the authors note, this is higher by a factor of 2-3 times when compared
to previous studies that used non-disaggregated aid. It is noteworthy that the robustness of the sample can be gauged by the fact that
the researchers classified a total of 275,590 donor-partner country transfers contained in the OECD’s database for the period
1973-2001, dividing them into short impact (4 year epochs), long impact and humanitarian transactions.



Inthe case of Zimbabwe, and giventhe situationit
currently faces with multiple demands on an
extremely limited resource envelope, the need to
meet short, medium and longer-term objectivesis
all the greater. Given finite domestic and external
resources, key decisions have to be madein terms
of the amounts to be channelled to development
and humanitarian assistance. Whiletheimperatives

of humanitarian aid may, at first sight, seemto easily
trump the longer-term objectives of development
assistance, there is evidence to suggest that the
argumentsin favour of soldy focusing onimmediate
humanitarian needs are not clear cut, and that
development assistance plays an essential role in
mitigating vulnerability to external shocks.3®

39 A study conducted in 1998 specifically used Zimbabwean household panel data from 1994-1997 and therefore catered for the
1994/95 drought. The researchers sought to throw light on the opportunity cost in terms of foregone poverty reduction of a shift
from development to humanitarian assistance. The authors found that under a scenario in which a certain amount of humanitarian
assistance was redirected to development assistance (increasing the agricultural capital stock of households, such as through
improved extension services and the provision of inputs and equipment), the incidence of food poverty was significantly reduced
even in drought years. See Trudy Owens and John Hoddinott, ‘Investing in development or investing in relief: quantifying the
poverty trade-offs using Zimbabwe household panel data.’ Centre for the Study of African Economies, University of Oxford,

Working Paper Series 98, 1999.
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Section 9

Enhancing Aid Predictability

9.1 THENATURE OF AID
UNCERTAINTIES

In additionto having to coordinatefiscal, monetary
and exchange-rate policiesin order to counter the
potential negative macro- and micro-economic
consequences of large aid inflows, partner
countries also have to dea with the problems of
aid predictability and volatility. Widespread
recognition of this problem helps to explain the
commitment undertaken by donors in the Paris
Declaration to ‘... provide more predictable and
multi-year commitmentson aid flowsto committed
partner countries (Principle 26)’ . Thisistrandated
into aspecific progressindicator to measure donor
performance on this issue. The measure is the
percentage of donor aid disbursed according to
agreed schedules in annual or multi-annual
frameworks. The target is to halve the proportion
of aid not disbursed within thefiscal year for which
it was scheduled by 2010 (indicator number 7).

The problem can be defined by looking at both sides
of the donor-partner country equation. According to
the OECD-DA Csguidelines on harmonization, aid
ispredictableif ‘ partner countries can be confident
about the amount and timing of aid disbursements’.
In other words, predictability is defined by how
reliable commitments made by donors are. It is
‘volatile when fluctuations in aid flows are large
relativeto thevolumeinvolved' (OECD, 2005: 22).
Volatility may aso bedefined intermsof fluctuations
relative to domestic revenue. A sub-set of concerns
revolving around volatility hasto do with theimpact
of conditions attached to aid and their impact on
volatility. Recognition of this relationship between
aidvolatility and conditionality, though not theonly
consideration, underpins principle 16 of the Paris
Declarationwhich calsupondonorsto‘ Link funding
to a single framework of conditions and/or a
manageable set of indicators derived from the
national development strategy’ .

An additional problem for partner countriesis that
aid hasbeen shownto be pro-cyclical, i.e., thereisa
seemingly strong correlation between aid flowsand

movements in partner countries GDPs and their
revenue base. The evidence to date indicates that,
contrary to the seemingly logical assumption that
donorswould bemost willing to increase and speed
up the disbursement of aid to partner countriesthat
need it most urgently, work on time series data
indicatesthat aid isnot performing thiscompensatory,
counter-cyclical function. When partner countries
have suffered external shocks over which they had
no control (e.g., arapid deterioration in their terms
of trade or drought which has negatively impacted
on their agricultural exports) and which then leads
to sharp contractions in GDP, counter-cyclical aid
has not been forthcoming.

Thechadlengesonthisfront aremanifold for partner
countries. Given the requirement to develop
overarching national and sectoral strategies, these
can only sensibly be designed on the basis of
realistic resource envelopes in which ODA often
figuresasalarge component both intermsof capital
and recurrent expenditure. However, much aid is
only committed in the short-term and on the basis
of conditionalities by donors, which can make
designing long-term spending programmes an
extremely precarious exercise. To this must be
added the common problem of donor commitments
not trandating fully into disbursements. When a
significant part of public resourcesisunpredictable
it makesthe already difficult exercise of deploying
resources effectively even more challenging. The
consequenceisthat ‘ nationa authoritiesresponsible
for executing macroeconomic policy thus haveto
do so in ignorance of actual and forthcoming
movements in a major source of balance of
payments and monetary changes (Killick and
Foster, 2007: 172).

9.2 THE MAGNITUDE OF THE
PROBLEM AND ITS
CONSEQUENCES

Surveys of sample countries show large year-by-
year swingsin ODA flows. The magnitude of the
problem can be gauged from a survey conducted



by the Strategic Partnership for Africa(SPA) using
a sample of donor and partner government
behaviour in 15 African countries. The survey found
that on average, 81 percent of 2003 commitments
were disbursed during 2003, 10 percent were
disbursed the following year, and 9 percent of
commitments were never translated into
disbursements (SPA, 2005).

A more recent IMF survey, covering 76 countries
over the period 1975-2003, makes even more
sober reading. It demonstratesthat notwithstanding
certain parallel initiatives anchored in the roll out
of PRSPs — Medium-Term Expenditure Frame-
works, improved public financial management
systems, strengthened accounting and reporting
systems, and donor coordination mechanisms—aid
remained both unpredictable and volatile. Indeed
their findingsindicate that contrary to expectations
‘ald has become more volatile in the late 1990's
and 2000's —the post-PRSP period — than in the
mid 1990s —the pre-PRSP period...” (Bulir and
Hamman, 2006: 11). Using as a proxy long-term
ODA loans from OECD countries for the period
2000-2003, they demonstrate that disbursements
fell short of commitments by about one-third.
An even more startling finding is that this
unpredictability isnegatively correlated with GDP
per capita, with countries at the lower end of the
income scal e receiving on average about one half
of commitments (Bulir and Hamman, 2006: 16).

Theaboveresultshelp to validate the earlier work
of the same IMF researchers. For countries under
IMF-supported programmes, IMF staff have to
carry out projections for both project and
programme aid. The authors found that the
discrepancies between projections prepared prior
to the start of the programme (derived from past
disbursement patterns as well as donor commit-
ments) and the actual disbursement as reported
by the partner country authorities, ranged from 8
percent inthe case of project aid, while programme
aid was overestimated by an average of morethan
30 percent (Bulir and Hamman, 2001). The
conclusion must bethat for many partner countries,
donor commitments are poor predictors of actual
disbursements.

The consequences are particularly perniciousin
economies that have come to depend on budget
support disbursements. Itisincongruousthatina

situation in which partner countries are enjoined
to move to comprehensive national development
strategies such as PRSPs in order to strengthen
national ownership and facilitate donor alignment
and harmonization, budget support predictability
ismorevulnerableto fluctuationsthan stand-alone
project delivery. Such volatility cannot but
compromise the quality of budget planning
processes ‘by rendering original allocations
obsolete and forcing expenditure adjustments
during budget execution’ (Celasun and Walliser,
2005: 2). The unpredictability and volatility of aid
flows compound the vulnerability of many partner
countries, exposed asthey already areto external
shocks of various kinds such as a sudden
deteriorationintheir termsof trade, unpredictable
private capital flows and exchange-rate
fluctuations.

The problem of the pro-cyclicality of aid flows
compounds these difficulties. In a seminal study
based on time series data for 76 countries, the
findings showed,

‘ disbursements to be procyclical on average
and, wor se, we found strong evidencethat aid
has failed to play any meaningful role in
assisting countriesto copewith large negative
income shocks...of all countries hit by
negative GDP shocks of 5 percent, only one
benefited froma concomitant increasein aid.’
(Bulir and Hamman, 2006: 20-21)

Explanationsfor thisphenomenon vary. Ontheone
hand the argument has been advanced that since
the business cycles of both donors and partner
countriesarelinked, downturnsin donor economies
result in shrinking aid budgets, thus reducing the
potential for aid flows to play a counter-cyclical
rolein the economic downturn of partner countries.
Another attempt to explain the phenomenon is
based on the problem of imperfect information about
apartner country’spolicy effortsand itsrelationship
to conditionality. In light of the difficulties in
assessing ‘effort’ on the part of partner countries,
donorstend to use easily observable, thoughinall
likelihood imperfect, macroeconomic indicators, to
assess performance (results) and use this as a
proxy for effort. Given the amorphous nature of
the concept of ‘effort’ in terms of the imple-
mentation of sound policy, donors may withhold
commitments through invoking conditionalities,
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ignoring the possibility that factors exogenousto a
partner country’s commitment to agreed policies
may explain weak performance. The net result is
a reinforcement of the pro-cyclical nature of aid
flows, with good performersreceiving extraaid and
poor performers being penalized for reasons often
outsidetheir control.

How do partner countries cope with the unpre-
dictability, volatility and pro-cyclicality of aid flows?
In other words how do they deal with ‘aid
uncertainties ? Amongst the questions they are
forced to address is the degree of dependence of
their budgets on external assistance. The decision
of whether to design and scale up national
programmes, such asemploying more public sector
workersin health and education services, may be
based on overly optimistic projections of futureaid
disbursements. Given the restricted room for
manoeuvre (fiscal space) and structural rigidities
of many low-income economies, aswell asliquidity
constraints that hinder their ability to adopt
compensatory measures, coping with possible aid
shortfallshasto betaken serioudy interms of their
planning and budgeting processes.

The aid uncertainties listed above are another
contributing factor to the continued attractiveness
of project-based aid which is less subject to
unpredictability and volatility since it is often
committed for thelifespan of the project, with fewer
conditionalities attached. Any shortfall on aproject
isalsolikely to belessdisruptiveto national planning
and budgeting than unexpected shortfallsin budget
support inflows. A rational response on the part of
partner countriesto these uncertaintiesistherefore
to spread therisks of unpredictability, volatility and
pro-cyclicality of aid flows by negotiating with
donors an appropriate mix of stand-alone projects,
technical assistance, sector-wide programmes
which may beeither on or off their national budgets,
and direct budget support.

A more damaging consequence of these aid
uncertainties is that partner countries have also
cometo ‘discount’ aid. Given that they have been
encouraged to move from uncoordinated project

support aid delivery modalitiesto more coordinated
programme support, the benefits of lower
transaction costs associated with the latter may be
offset by increased risks linked to budget support
aid uncertainties. As a result, based on past
experience and given the need to budget prudently,
some countries have come to discount pledges of
assistance.*® While this may have the benefit of
introducing greater realism to the financing plans
of government, there are anumber of lesswelcome
conseguences. Oneisthat discounting can lead to
asituation whereby, notwithstanding the objective
needsof apartner country, donorsfind few funding
gapstowhich their funds could be applied. Thisin
turn may trigger a downward spiral of decreasing
commitments and disbursements followed by
further aid discounting.

Given the structural rigidities of their economies,
discounting actsasabrake on the partner countries
ability to react rapidly and make up the shortfall
through an increased export effort. The ‘ thinness
of their domestic capital markets, and their own
poor international credit ratings, means that |ow-
incomeand highly aid dependant economies cannot
off-set the non-disbursement of aid by borrowing
either domestically or internationally. Excessively
sharp fiscal adjustments, or an inflationary
expansion of the money supply, are two possible
counter-measures that may end up being adopted,
the latter with possibly negative consequences for
macroeconomic stability.

9.3 MEASURES TO REDUCE AID
UNCERTAINTIES

From the vantage point of donors, therefore, their
responsibilities require them to enhance aid
predictability, to deliver ontheir commitmentsand
to programme aid over multi-year frameworks.
Thiswould in turn require donor agenciesto protect
ODA asasdlice of their own national budgets, and
to ensure that such information is transmitted to
partner countries so as to allow the latter to
incorporate these projections of external resource
inflowsinto their own medium-term plans.

40 The Ugandan experience is instructive. Based on years of experience with donors, the Ugandan government in the course of its
planning and budgeting introduced a discount factor for budget support inflows based on the average shortfall between commitments

and disbursements over the previous five years.



Corporate congtraints militate, however, against any
rapid solution on the donor side since:

‘...aid volatility reflects deeply rooted
problems with the way donor budgets are
approved and administered. .. donor develop-
ment agencies that make aid commitments
aredifferent fromthose that approve funding
(parliament) and disburse aid (ministries of
finance). While the magnitude of this
disconnect differs form country to country,
it seems widespread.” (Bulir and Hamman,
2006: 4)

The specificissue of theimpact of conditionality
on aid volatility needs to be addressed by both
donors and partner countries. On the side of
partner countries, thereisaneed to pursuepolicies
previously agreed with donors in a consistent
manner, thereby reducing the dangers of shortfalls,
or in extreme cases, cut-offsin aid flows. On the
side of donors, conditionality needs to be
streamlined and designed in such a way that
disbursement isconditional on arestricted number
of clear and specific performance criteria,
mutually agreed to by both donors and partner
country governments. Disbursement should
preferably be over periods longer than one year
in order to allow for the measurable results of
policy reform programmes and poverty reduction
efforts to make themselves felt. It would aso be
logical for targets and indicators on which
conditionality isbased to bereflective of variables
over which partner governments have asubstantial
degree of control, and for which they can then be
called to account for.

It should be noted that there has been significant
progress by the BWIs in terms of streamlining
their policy conditionalities. In 2002, for example,
the IMF issued a set of new Guidelines on
Conditionality to reduce the negative effects of
their conditionality. The guidelinestried to ensure
that conditionswere negotiated through aprocess
led by partner governments, and that they were

focused on the overall objectives of a PRGF-
supported, but nationally designed, programme.*!

The same process was undertaken by the World
Bank following an extensive review of its own
practices (2005), which led in 2006 to the adoption
of a set of ‘Good Practice Principles’, whereby
conditions were to be agreed upfront with
governments, adapted to country circumstances,
selectivein termsof the number of actionsrequired
as preconditions for disbursement of World Bank
funds, and based on regular and transparent
progress reviews.

Supplementary measures by donors should include
ensuring that performance reviews, upon which
disbursements depend, are scheduled tofit into the
planning and budgetary cyclesof partner countries
to ensure aid flows are as predictable as possible
for national authorities, and to help smooth their
budget implementation. In recognition of the
numerous challengesfacing partner countrieswhich
may result in performance slippage, the OECD has
proposed that mechanisms be set up that alow for
partia disbursementsinthe caseof partia fulfilment
of conditions: ‘an intermediate option between
withholding al fundsand releasing them’ (2005: 34).
Historically, conditionality has been of the ‘al or
nothing’ variety. Given the numerousdomestic and
external constraintsfacing partner countries, there
arecompelling reasonsfor steering amiddle course,
withthe amount of aid provided reflecting the extent
to which targets are met. This diminishes the risk
of partner countries having their support suddenly
suspended with potentially very seriousfiscal and
developmental consequences.

A notable example of such amechanismisfound
in the European Commission’s budget support
programme. Thisis based on ‘fixed tranches’ and
‘variable tranches . Fixed tranches are linked to
the fulfilment of basic macroeconomic con-
ditionalities such as macroeconomic stability as
evaluated by an IMF review, and improvementsin
national PFM. Variable tranches are additional

4L IMF, *Guidelines on Conditionality’, Legal and Policy Development and Review Department, Washington DC, 2002. It is
noteworthy that an IMF Staff Statement in 2006 on the guidelines clarified that ‘Fund staff will endeavor to reach understandings
with the authorities on a mutually acceptable means of achieving program goals, while paying due regard to the domestic social and
political objectives, the economic priorities, and the circumstances of the member including... the member’s capacity to implement
reforms in the necessary time frame'. See IMF, ‘Statement of the IMF Staff — Principles Underlying the Guidelines on

Conditionalities’, Washington DC, 2006, pp.1-2.
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resources disbursed in accordance with the
fulfilment of specific, mutually agreed targets in
the framework of PRSPs, normally centred on
improvements in service delivery. The ideais to
combine a reasonable degree of predictability for
partner countries with performance-based
incentives that answer the needs of donors as
custodians of public funds to show that they are
exercising ‘due diligence’, as well as monitoring
and assessing the results of their development
assistance programmes. The mechanism thus
allows for a graduated response on the part of
the EC to shortcomings in a partner country’s
overall performance.#?

Additional means of helping to overcome ‘aid
uncertainties’ areto ensurethat conditionalitiesare
not excessively detailed, that they are negotiated
with partner countries and rooted in a sound
understanding of the' carrying capacity’ of apartner
country to implement a given set of reforms, and
that reviews of progress upon which disbursements
are based reflect medium-term considerations.
Donors extending their programming horizons by
providing their partner countries with multi-year
indicative resource envelopeswill also assist partner
countries with their own medium-term financia
planning. Arrangements such asthe IMF s Poverty
Reduction and Growth Facility (PRGF), which
covers a three-year period, and the Country
Assistance Strategies (CAS) of the World Bank,
which run for four years, are casesin point.

Greater understanding on the part of donorsto the
‘defensive’ posture adopted by partner countries
intheface of theaid uncertaintiesisalso essential .
In addition to recognizing the reasons behind aid
discounting in national planning and budgetary
processes in partner countries, there is a case to
be made for greater donor flexibility in terms of
agreeing to donor funds being used to build up

buffers of international reserves, notwithstanding
their preferencefor partner countriesto fully absorb
and spend aid inflows (seeabove). Inhigh aid years,
thereisacompellinglogicto saving someaid (i.e.,
neither absorbing nor spending) so asto cope with
future aid shortfalls.

Thisidea has been fleshed out by Eifert and Gelb,
who propose a mechanism based on a reserve
tranche of between 50 and 100 percent aid funded
spending which trand atesinto between 2-4 months
of import cover in arepresentative aid-dependant
low-income country. After subjecting their
mechanism to asimulation exercise, they find that
itwas:

‘effective in smoothing expenditure in most
periods under a range of levels of aid
instability...[]and that] while our simulated
stabilization fund does in some cases go
‘bankrupt’, this usually requires 3-5 years of
large negative shocks to aid flows... [which]
would allow countriesand donors... plenty of
lead time.... to organize an emergency
response.’ 43 (Eifert and Gelb, 2005: 10)

An dternative to using donor funds as a buffer to
aidflow volatility would beto use revenue generated
by a Sovereign Wealth Funds (SWFs) — but only
under the strictest conditions. As the SWF
represents the capital accumulation of a depleting
national natural asset (mainly minerals), its funds
are ‘ring-fenced’ and earmarked for reinvestment
in specific productive assets and intangibl e capital .
As such, SWF resources could only be applied to
certain expenditures mandated by its enabling
legidlation. Thejudicious use of SWFfundscould,
however, reducefiduciary risksand enabledonors
to be more flexible in alowing a portion of aid
funding to be disbursed as a temporary reserve
against volatility.

42 Another suggestion, advanced by a team of World Bank analysts aimed at improving the predictability and volatility of budget
support, is to differentiate between changes in performance and levels of performance. They advance the argument that
core budget support flows should remain stable over the medium-term, and that sharp changes to such flows should only take
place when ‘catastrophic’ declines in the quality of partner countries PFM, budget discipline or macroeconomic management
occur. On this proposal see Been Eifert and Alan Gelb, ‘Improving the Dynamics of Aid — Towards More Predictable Budget
Support’, World Bank Policy Research Working Paper 3732, Washington DC, 2005.

The authors note, however, that one of the difficulties in implementing the idea would be that donors, while possibly accepting the

need for such a fund as an insurance scheme for partner countries to cater for shortfalls in disbursements that are not performance-
related, will aso require a mutually-agreed and clear performance framework without which they will come to see such a fund as
a means for partner countries to access funds when the funding gaps are the result of performance shortfalls that are not due to

exogenous aid volatility.



Section 10

Aid Dependency as an Impediment to the Rise of

Developmental States

The phenomenon of aid dependency has been
extensively treated in the literature, with some
arguing that aid, especially large volumes of aid,
undermine endogenously generated and sustained
development efforts by partner countries. One
particular target of criticismistechnical assistance.
The effectiveness of this particular component of
ODA has been questioned largely on the grounds
that the current aid system providesincentivesfor
itscontinuation, rather than building in obsol escence
for technical assistance based on the transfer of
skillsand the building of local capacity.

Another concern arising from high levels of aid
dependence is that it can constitute an obstacle
to a partner state transforming itself into a
developmental state, i.e., astatethat shows'‘aclear
commitment to anational development agenda, that
has solid capacity and reach, and that seeks to
provide growth as well as poverty reduction and
theprovision of public services (Fritzand Menocdl,
2006: 4)

Ghani attributes a set of ten functions, which any
state must be able to perform in order to be
considered effective. It must: (1) possess a
monopoly over the means of coercion, (2) enjoy
administrative control over the national territory, (3)
exercise sound management of public finances, (4)
invest in human capital, (5) foster citizenshiprights
and duties, (6) provide sound infrastructure, (7)
engage in market formation, (8) exercise sound
management of state assets, (9) engagein effective
public borrowing, and (10) uphold the rule of law
(Ghani, Lockhart and Callaghan, 2005).

The prominence of sound economic management
criteria in the above set of functions raises the
guestion of the effect of aid flows on state
effectiveness, and more specifically whether
changes from project aid to budget support
mechani smsthrough PRSPs has affected incentive
mechanismsin terms of state performance. Some
light hasbeen thrown, in particular, on the question
of the possible disincentive effectsin terms of the
expansion of thetax base of devel oping economies.
Moss and Subramanian (2005) have argued that
aid lowers the incentives for governments to
broaden their tax base and reduce their dependency
on aid. They argue that aid dependence |ocks both
donors and partner countries into a permanent
situation of high aid and low ingtitutional capacity,
and show that aid is negatively associated with tax
efforts.44

They also note that the composition of aid exerts
differentiated pressures on revenue efforts. The
need to repay loans leads to increased domestic
revenue generation, while grants have the opposite
effect since they are free resources that can
substitute for domestic revenues, and hence are
more likely to reduce domestic efforts to collect
more revenue.

Other studies, however, do not detect a negative
fiscal effect of aid where governments implement
sound macroeconomic policies and make wise
decisions in terms of the use of aid in the fiscal
domain. McGillivray and Morrisey (2001) show a
mixed picture from a survey of various fiscal
response models. In some cases they show that

44 While foreign aid may be necessary at the early stages of growth (or in the case of Zimbabwe, recovery) in order to finance the
‘two gaps, i.e., the savings gap and the trade (foreign exchange) gap, over the longer-term and given finite aid, there is also a need
for longer-term strategies aimed at the efficient reallocation and creation of factors of production, a process in which a state's
taxation and fiscal policy plays a key role. The point is hardly a novel one, and has a long and eminent history. As long ago as 1963
Nicholas Kaldor observed that incentives for collecting taxes, i.e., one of the basic functions of the state, might be undermined by
an over-reliance on external resources. See his ‘Will Underdeveloped Countries Learn to Tax? Foreign Affairs, 41, Washington

DC, 1963, pp.410-419.
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aid may discourage tax efforts and encourage
increase public borrowing, but that in other cases
aid may increase tax efforts, encourage increased
spending on productive investments and support
improved fiscal management, thereby reducing over
the longer-term, borrowing requirements.

To these concerns might be added another
distortion that impacts on partner countries that
are highly dependant on aid, namely the negative
consequences for domestic accountability
mechanisms. Theargument isasimple one: large
aid inflows trigger a shift in the accountability
nexus from the primary contract between state
and citizen, to one between governments and

external agencies. The hypothesis, borne out by a
number of cross national studies, isthat:

‘large sustained aid flows fundamentally alter
therelationship between gover nment elitesand
local citizens... If donors are providing the
majority of public finance and governments
are primarily accountable to those external
agencies, then it may simply not be possible
to also expect a credible social contract to
develop between the state and its citizens...
aid may undercut the very principles the aid
industry intends to promote: ownership,
accountability and participation.” (Moss,
Petterson and van de Walle, 2006: 14)



Section 11

National Aid Policies and Management Systems

11.1 EFFORTS TO ADDRESS THE
POWER IMBALANCE

National aid policies and management systems go
tothe heart of the power imbal ance between donors
and partner countries. Notwithstanding the notion
of partnerships embedded in frameworks such as
the Paris Declaration and the Millennium
Development Goals, itishardly surprising that there
isaclear asymmetry of power in aid relationships,
both in terms of who provides the resources and
differencesin national capacity. Itisworth recalling
that it isbilateral agenciesand donorsthat determine
the quantity of ODA available globally, how it is
disbursed and to whom. Conditionalitiesare applied
by these bilateral donors, and the IFIsthey largely
control. Partner countries have limited influence
over donor policies, except ultimately the right to
refuse aid.

Yet theasymmetrical relationshipisgradually being
corrected. Principles such as that of mutual
accountability, part and parcel of the more rules-
based approach underpinning the Paris Principles,
have played auseful rolein levelling thefield and
are a means through which partner countries can
hold their donorsto account. M echanisms such as
the OECD-DAC peer reviews*® and country
specific Performance A ssessments have played a
useful ‘name and shame’ function where specific
donorshavefailed toliveup to the Paris Principles.

In situations of high dependenceon aid —and where
the partner country may not possess a strategic
natural resource which could provide it some
leverage in negotiations with donors, or does not
occupy a strategically important geographical
position — the need to develop a sound aid policy
management framework and accompanying
systemsis all the greater. The list of weaknesses

and uncertainties detailed in thisworking paper in
terms of current international aid architecture, its
systems, processes and i nstruments, meansthat the
development of effective aild management toolsby
partner countries increases their chances of
overcoming these problems (or at least minimizing
their deleterious effects). A sound aid policy would
help partner countries ensure that aid flows meet
national priorities, that donorsare more harmonized,
and that they themselvesareableto at least partially
determine the pace of reforms and exercise
effectiveleadership inthe aid relationship.

International experience shows that there are a
number of enabling pre-conditions for partner
countries intent on exercising leadership of their
own national development agendas and in their
relations with donors. Firstly, a stable and
predictable economic environment greatly
facilitates forward planning by any national
government, andin the case of highly aid dependant
economies this becomes all the more important
since it alows them to make sounder projections
of their needs in terms of external resource
envelopes.

Secondly, open and frank engagement with donors
iskey to building the necessary mutual trust onthe
basis of which donorswill be prepared to commit
resources to support a partner country’s
development efforts. Thirdly, a partner country’s
clear commitment to undertake reforms of public
ingtitutions, particularly intheareaof publicfinancia
management systems, is an important trigger for
many donors, reducing their fiduciary risk
concerns. And finally, the technical quality of a
partner country’s development strategy, i.e., the
degreetowhichitisproperly prioritized, sequenced,
based on sound data, consistent in terms of inter-
sectoral linkages, and backed up by verifiable

4 This OECD-DAC mechanism allows for the monitoring of the efforts and performance of individual DAC members in terms of
their development cooperation. Individual members are evaluated every four years by a team composed of DAC Secretariat
technicians as well as aid officials from two other member countries of DAC. The task requires visits to both the capital city of
the member state under review, as well as to partner countries in order to assess the extent of compliance with DAC principles and

policies.
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progressindicatorsand sound monitoring, evaluation
and reporting systems—makesit easier for donors
to align to and support such a strategy document.
The above enabling conditions, which should be
reflected in thelong-term objectives of any nationa
aid policy framework, might usefully be seen as
constituting the‘ external orientation’ aspect of such
aframework, geared to the donor-partner country
relationship so that both aid flows and donors are
aligned to national prioritiesand strategies.

To this might be added an ‘internal disciplining’
feature of anational aid management policy which
addresses problems that arise from highly
projectized aid delivery, and the ‘pull factors
operating ontheside of partner countriesministries
mentioned earlier. In the absence of a clearly
delineated approach to national aid management,
and assuming that various kinds of project support
and technical assistance continueto loom largefor
sometimeto come, responsibilitiesfor dealing with
donors are usually diffuse and dispersed between
government entities. This results in a problem of
multiple, disconnected and uncoordinated devel op-
ment interventions based on donor inputs, bethese
technical or financial. The problem of Ministries of
Finance being saddled with fiscal responsibilitiesin
the form of either unbudgeted recurrent and even
capital expenditure of which they may not even be
aware, because of commitments entered into by
line ministries, isavery real one.

The process of developing an aid management
policy provides a means to clearly demarcate
responsibilities. It may help to counter the
continuing attractions of uncoordinated aid flows
for line ministries, who understandably are
reluctant to give up the freedom to negotiate their
own deals with donors, by reassuring them that
the development of greater coherence and
centralization will not impact negatively on their
sectoral and corporate interests.

In sum, the advantages of national aid management
policies are seen to be that they can constitute:

* a means for partner countries to assert
leadership in the local implementation of the
Paris Declaration;

» aframework for improving the channelling of
aidinflowsto priority areas;

* toserveasafilter that will allow governments
to be more strategic and discerning in terms of
the volume and types of aid sought;

e overtime, assistinraising the proportion of aid
passing through budgets and help governments
gain abetter understanding of thetotal volumes
of aid entering a country;

* helpto counter the fragmentation of authority
amongst government agenciesdealingwith aid
matters; and

e acting asan important vehicle for confidence-
building between partner countriesand donors.
(Killick, 2008)

A clear strategic vision reflecting how any given
partner country would liketo seeitsrelationswith
donorsdevelop over timeisessential, and should
bereflected in any national aid policy document.
An interesting example of this may be found in
Yemen’'s Aid Policy Paper which clearly
incorporates both external and domestic aid
coherence considerations. The stated objectives
of the policy paper are described as:

‘...a framework for coordination across the
Government of Yemen to improve aid
effectiveness, since this requires action by
many government ministriesand agencies...a
management framework for development
partnersto align assistanceto Yemeni priorities
and... contribute to aid effectiveness [and
sets] out Yemen'scommitmentsunder the Paris
Declaration... how the Government of Yemen
intends to honour them, and what it expects
from devel opment partnersin this regard.’ 46

46 Republic of Yemen, Ministry of Planning and International Cooperation, ‘Aid Policy Paper’, Draft for Discussion, 2006, p.1.



11.2 SOME RESULTS IN TERMS OF
NATIONAL AID POLICY
FRAMEWORKS

The experiences of some highly aid dependant
countries in terms of the utility of a national aid
policy are both encouraging and instructive.
Mozambique, for example, has made significant
progress since the end of its civil war in terms of
adapting the Paris Principle of mutual accountability
to its own situation, and developed means of
extending accountability to donorsthrough arules-
based system that contains clear rules and
procedures for both itself and donors.

Donor coordination in Mozambique is structured
around a single overarching national strategy,
namely its PRSP, to which a number of donors
provide budget support (i.e., Mozambique's
Programme Partners). In 2004 these budget support
donors updated and signed a Memorandum of
Understanding (MOU) dating from 2000 with the
Government. The MOU laid out the commitments
undertaken by both sides in order to improve the
effectiveness of budget support and to lay the
foundations of a partnership-based approach to
support of the PRSP. Drawing on many of the Paris
Principles, thegroup of 18 bilateral and multilateral
donors involved in providing budget support
committed themselves to a series of measures
aimed at improving the predictability of their aid
disbursements, to eliminate individual bilateral
conditionality and reduce transaction costs, enhance
the transparency of aid flows through improved
reporting, aswell asto strengthen the Government's
capacity to lead on the national development
agenda.

A Performance Assessment Framework (PAF),
which draws on the priority targets and indicators
contained in the PRSP was designed by both the
Government and donors. Asasingle conditionality
framework for those donors providing budget
support, and relying on the information generated
by Mozambique's own monitoring systems (an
application of the ParisPrinciple of donor alignment
to country systems), the PAF constitutes the basis
on which joint annual reviews of progress are

carried out, thus allowing donors to make aid
commitmentsin acoordinated manner.

It is a'so noteworthy that the principle of mutual
accountability was strengthened when this group
of donors also agreed to the establishment of a
Programme Aid Partners - Performance Assess-
ment Framework (PAP-PAF). Thisallowsboth the
Government and donorsto monitor donor behaviour
and progress in terms of the areas referred to in
the MOU. The assessments of the PAPs-PAF are
carried out by anindependent team of aid effective-
ness specialists, and the results are made public.

Progress has been significant. As a result of the
PRSP, which has facilitated donor harmonization
around, and alignment to, a single overarching
national strategy, as well as the various under-
standings and mechanisms reached between the
Government and donors, there have been significant
improvementsin terms of aid predictability. As of
2006, 14 of the 18 donors had some form of multi-
year aid commitment and disbursement mechanism
in place, and there were significant improvements
in terms of disbursements taking place according
to schedule. In addition, the number of donors
who were providing more than two-thirds of their
aid to Mozambique as budget support had also
increased, as had the number of donors aligned to
Mozambique's financial planning and budget
cycles.#’

Afghanistan provides another interesting example
of what a highly aid dependant country can do to
improve its relations with donors. It would be
difficult to imagine acountry in aweaker position
in terms of its bargaining power vis-a&vis donors
than post-Taliban Afghanistan. Not only was it
highly dependant on external military forcesin order
to safeguard the state, but in 2006, for example,
aid accounted for approximately 36 percent of
Afghanistan’s gross national income, while for
2006—-2007 the volume of aid was almost double
that of government expenditure (OECD-DAC,
2008: 1-2).

Thenew Karzai government moved quickly to take
control of the country’s devel opment agenda and

47 For details see Alina Rocha Menocal and Sarah Mulley, ‘Learning from experience? A review of recipient-government efforts to
manage donor relation and improve the quality of aid’, ODI Working Paper 268, Overseas Development Institute, London, 2006.
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relationswith donors. It designeditsown National
Development Framework in 2002, which then
developed into a more detailed Afghanistan
National Development Strategy which clearly set
out the government’s priorities. Thegovernment’s
principles and expectations in terms of engaging
with donors and managing aid inflows were
laid out in an annex to the Afghanistan Compact
of 2006. This clearly sets out the responsibilities
of both donors and the government in terms of
joint efforts to improve the effectiveness of aid
to Afghanistan, and draws heavily on Paris
Declaration principles.*®

Recognizing the need to take steps to strengthen
government systems in order to increase donor
confidencein them, aswell asto make progressin
terms of national ownership, the Government
quickly set up anAssistance Coordination Authority
in the new Ministry of Finance. It also set about
improving its PFM systems in order to address
donors' fiduciary risk concerns.

Simultaneoudly, whilethis capacity-building effort
was underway — and though it early on expressed
a preference for budget support from donors — it
agreed to the establishment of a small number of
multi-donor trust fundsin order to encourage early
donor harmonization and alignment to national
prioritiesand thereby reduced transaction costsfor
itself. And in recognition of theimportancethat aid
was likely to play for the foreseeable future, the
government set up a computerized system to
capture and track aid flows, and strongly
encouraged donors to report to this Donors’
Assistance Database.

Theresults, though seemingly modest, must be seen
against an extremely poor baseline. By 2007, the
percentage of aid disbursed by donors to the
Government sector through Afghan PFM systems
had increased from 44 percent in 2005 to 48 percent
by 2007.49 By 2006, more than 90 percent of aid
flows were being recorded in the Donors’
Assistance Database.

The Government was also pro-active in anumber
of other areas. Recognizing the dangers of donor
fragmentation, and its own weak capacity to
negotiate and monitor a high number of externa
development actors, it sought to strengthen its
position by limiting the number of sectorsthat any
single donor could operate in, thus avoiding the
danger of any single large donor exercising undue
influence on government policy. Establishing
minimum ‘entry fees' for sectors, i.e., afloor in
termsof aid resourcesrequired from adonor before
it becameinvolved in asector, encouraged adivision
of labour amongst donorsthat devel oped over time.
The effect was to gradually reduce pressures on
limited central government capacities in terms of
managing and responding to donor demands. It also
took a strict line on foreign technical assistance,
exercising itsright to turn down offersfor external
Technical Assistance (TA) where it felt that
competent Afghan nationals were available.

The experience of other countriesin termsof their
development of national aid management policies
and frameworks should be taken on board by
Zimbabwe as it gradually reengages with the
international development community. Given the
significant volumes of ODA that may flow into the
country over the next few years, there is an
imperativefor Zimbabweto develop and thenreach
agreement with its development partners on the
most appropriate frameworks, systems and
processes for managing these resources so that
they achieve maximum impact in terms of the
country’s recovery and longer-term devel opment
objectives.

11.3 AID AND PRIVATE CAPITAL
FLOWS

Whilethere are currently heightened expectations
of significant inflows of ODA amongst
Zimbabweans as the country reengages with the
international donor community, it should be borne
in mind that sub-Saharan Africa has experienced

48 The London Conference on Afghanistan — The Afghanistan Compact, Annex |l — Improving the Effectiveness of Aid to

Afghanistan, London, 2006.
49 |bid., p.1-8.



Figure 1: Sub-Saharan Africa capital inflows
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large swingsin both aid and private capital inflows.
After 2002, for example, the global commoadity
boom saw a five-fold upswing in private capita
flows. While small in global terms, Africarelied
increasingly on theseinflows (Figure 1).

Since the onset of the global economic crisis,
however, these private capital inflowshavevirtually
dried up asWestern investorsrebuild their balance
sheets. According to the Institute of International
Finance, net private capital flowsto poor countries
have dumped from almost $1 trillionin 2007 to $467
billion in 2008; and to just $165 billion in 2009.%0
The World Bank estimates that in 2009 most
developing countries will not have sufficient
reserves to cover private debt falling due (2009).
For these countries, total financing needs are
expected to amount to over $1.4 trillion during the
year, implying afinancing gap of about $268 billion.
If rollover rates are much lower than expected, or
if capital flight increases significantly, this figure
couldriseto amost $700 billion.

This swing in terms of the relative importance of
ODA versus private sector flows during the
commodity boom saw the share of aidintotal flows

to emerging marketsfall from 55 percent tojust 23
percent (OECD, 2009b). Thistrend will bereversed
during the current global downturn, but given the
magnitude of FDI during the commodity boom
years, thelevel of aid fundingisunlikely tofill the
gap. Even before the onset of the current financial
crisis, donor countries — with some exceptions —
were aready falling short (by around $39 billiona
year) of their Gleneagles commitments to
significantly increase their aid and double aid to
Africa(World Bank, 2009: 9).

Despite pleasfrom the IMF, and the setting up of
aglobal Vulnerability Fund by the World Bank,
official aid flowsarelikely to declineinthewake
of the global recession. While Britain has
reaffirmed its Gleneagles' commitment, Italy,
Ireland and possibly France have signalled that
they intend to cut their aid. Others may follow
suit as the recession bites. The Overseas
Development Institute estimates that official aid
may fall by about afifth, or $20 billion, in 2009.51
Othersare‘front-loading’ their aid commitments
(borrowing from future years to keep it steady
now), so aid could fall further after 2009.

50 |nstitute for International Finance, Capital Flows to Emerging Market Economies, 27 January 2009.

51 The Economist, 12 March 2009.

45



International Aid and its Management

46

When the global economy recovers, aid flows are
unlikely to rise to the level of the Gleneagles
commitments, or even return to the pre-recession
levels. Having infused enormous sums into
stimulating their economies to avoid a global
economic collapse, the ahility of Western govern-
mentsto maintain aid levels, let dloneincreasethem,
will besorely tested. Not only will rich countriesneed
to cut fiscal spending to re-balance their budgets,
but demographic factors — notably the dependency
ratio — will put pressure on donor governments to

reduce aid budgets to shore up funds for their own
socia welfare programmes, especialy pensionsand
medical insurance.

Giventheseredlities, it may bewisefor Zimbabwe
to lower its expectations of thevolumesof aiditis
likely to receive. In addition, in acontext inwhich
therearelikely to continue to be multiple demands
on arestricted global aid purse, theimperative for
Zimbabwe to properly utilize such aid as it may
receive will be all the greater.



Section 12

Policy Implications

Zimbabwe is intent on re-engaging with the
international donor community by addressing the
overarching concerns that have proved to be
stumbling blocks to a normalisation of relations
with its development partners. The inclusive
government’s Short Term Emergency Recovery
Programme (STERP) recognizes the need to
implement a sound macroeconomic stabilization
and recovery programme and to address issues
around the rule of law, the rights to freedom of
expression and association, and property rights. The
international community have indicated they will
respond as soon as there is clear evidence of
reform.

This working paper has sought to provide a
primarily Zimbabwean audience with an overview
of thecurrent international aid system, itssystems,
processes and instrumentsaswell asitshistorical
development, the key debates that have taken
place between aid specialistsasto how toimprove
aid effectiveness, as well as insights into the
national experiences of some devel oping countries
that were seen to have some relevance to the
Zimbabwean situation. As Zimbabwe reengages
with the mainstream of international development
discourse, and if it isto derive maximum benefit
fromfutureaid flows, itisimperativethat it degpen
its understanding of this aid system and its
reguirements.

While over the last decade, joint donor-partner
country efforts have sought to rationalize inter-
national aid architecture in order to make it more
‘customer friendly’, the paper has sought to convey
to readers the continued complexity of the system.
Multiple demands continue to be placed on partner
countries, many of themwith limited nationa capacity.
In the specific case of Zimbabwe, this challengeis
likely to be al the greater given the need to play
rapid ‘ catch-up’ in light of years of isolation from
the mainstream of international development
processes. Yet at the sametime, like al latecomers
to any global process, it will have the advantage of
being able to learn from the experiences of other

countriesintermsof macro-level initiativessuch as
HIPC, PRSPs, and the Paris process. As a result,
thereis scopefor the country to be ableto get to the
forefront of these processes, drawing on what is
aready asignificant global track record in terms of
lessons learned and best practices.

The need to therefore build national capacity inthe
management of aid flowswill determine, toalarge
extent, Zimbabwe's ability to take alead in terms
of relations with the donor community. More
specifically, such national capacity should include
asound understanding of thetechnical requirements
for meaningful engagement in processes such as
international debt relief efforts, the designing of
overarching national development strategies such
as PRSPs, the development of appropriate
frameworks such as TRMs for those states that
find themselves in transitiona situations, and the
designing of appropriate national aid and debt
management policies and frameworks.

The level of nationa effort required in terms of
engagement in these initiatives should not be
underestimated, particularly giventhefact that the
demands placed on national systemsto engagein
multiple processes will take place simultaneously
rather than sequentially. Irrespective of the precise
volumes and kinds of aid that Zimbabwe may
receivein coming years, it would be safeto assume
that both aid and donor agencieswill loom largein
national lifefor the foreseeablefuture. Under such
conditions, and in order to avoid many of the
pitfalls associated with uncoordinated aid flows
raised in this paper, the need for strong inter-
ministerial coordinationintermsof the establishment
of technically sound national recovery and
development priorities and strategies cannot be
overstated. Only under such conditions will it be
possible for Zimbabwe to make use of the Paris
Principles in order to ensure that harmonization,
alignment, aresultsfocusand mutual accountability
of donors and their aid takes place, and for the
country to exercise leadership in terms of its own
devel opment agenda.

a7



International Aid and its Management

48

In addition, the dangers of aid dependence should
also be factored into national dialogues and
decision-making on therole of aid inthe country’s
recovery and longer-term development. As this
paper has sought to highlight, aid inflows, unless
properly managed, can lead to both macro- and
micro-economic distortions, as well as impact
negatively on national institutionsin termsof both

acountry’sneed to properly manage and maximize
itsinternally generated resources, aswell asat the
level of national accountability systems. Intheview
of the authors, aid should be seen as comple-
mentary to, rather than a substitute for, sound
economic management, which sustains robust
growth rates, and the associated political and
institutional reforms seen as necessary by society.
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