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CHAPTER 1

Introduction

Abstract This introduction outlines how this book seeks to identify the
conditions under which aid is most likely to be effective. We argue that
the question ‘does aid work” has limited use. Instead, one should be con-
centrating on the following: when does aid work (and when doesn’t it)?

Keywords Aid e foreign aid e aid effectiveness ® Official Development
Assistance ® ODA e development aid

Aid has always been controversial. On the one hand there is, to most, a clear
moral obligation to help poorer countries and people. On the other hand,
there is the concern that financial transfers either do not work very well
or even undermine broader development efforts. Peter Bauer’s critique of
aid (notably, 1972) was seminal and there have been many since, not least
from Easterly (2006) and Moyo (2009), and most recently Deaton (2013).

The issue of aid’s effectiveness at fostering development is as important
today as it has ever been, but the context is somewhat different from previ-
ous eras for three reasons:

(a) There has been progress in terms of wealth generation in poorer coun-
tries, with even some of the world’s poorest countries posting impressive
growth rates in the past decade in particular. Global estimates unanimously
suggest, albeit with a wide range of estimates, significant reductions in the
numbers of the world’s extremely poor people are likely to continue over
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2 AID, GROWTH AND POVERTY

the next 10-20 years. This has prompted questions as to whether aid is still
as important as it was, not least given the growing number of countries
crossing the somewhat arbitrary threshold to middle-income status, which
is seen as reason to start winding down aid by some donors.
(b) At the same time, a range of new or re-emerging aid-givers have
entered the fray, including governments of emerging economies
or major private organisations. The varied motivations and ways of
working among this increased array of actors have thrown open aid
effectiveness debates previously thought closed, such as the accept-
ability of tied aid or aid not focused primarily on poverty reduction,
and the importance or otherwise of using country systems.
The final critical addition to today’s aid equation is the expanding set of
challenges facing the world. The post-2015 Sustainable Development
Goal discussions have emerged with an agenda in which ending absolute
poverty remains central but other concerns are also recognised, namely
the planet’s environmental limits and the need to invest in greener
growth and more equitable development. It is likely that this longer list
of objectives will have consequences for the future of international aid.

—
(@]
~

Add to these changes the economic problems faced by many of the
traditional donor countries (which come together in the Organisation
for Economic Cooperation and Development (OECD’s) Development
Assistance Committee (DAC), which has led to significant political pres-
sure to reduce foreign assistance, and the question of aid effectiveness is
facing new and to some extent unforeseen questions.

The theories and practices of development cooperation have to change
significantly if they are to respond to the challenges and opportunities of
a new era. Establishing and analysing the effectiveness of aid interventions
is important both for its own sake (so that aid can improve its impacts) as
well as to make the case for aid budgets to be sustained.

QUESTIONS FOR THE PRESENT AID EFFECTIVENESS
NARRATIVE

Prior to the early 1970s, there was very little discussion of aid effectiveness—
not because it was not considered important but because the assumption was
that aid (as an additional resource) necessarily made a positive contribution.
Since then, the discussion has been more fervent, especially since the end
of the 1990s. A growing emphasis has been placed on the effectiveness of
aid interventions in response to, on the one hand, increasing criticisms from
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a variety of perspectives that were damaging the broad consensus behind
development aid and, on the other, a range of important pieces of evidence
that began to shape a consolidated response to the problem.

Convened by the OECD-DAC, and backed by low-income countries and
major pressure groups, conferences in Rome (2003) and Paris (2005) gave
rise to the Paris Declaration on Aid Effectiveness, with its five now well-
known principles and 12 indicators of progress. The ‘Paris agenda’ found
broad support among the world’s poorest countries as it addressed recog-
nised problems in the aid industry with commitments from both donors and
recipients hoping to gradually improve the impacts of aid interventions. It
has become the conventional summary of what eftective aid should look like.
A 2008 meeting in Accra, Ghana further refined this new aid effectiveness
agenda, reaffirming the need for action and emphasising the importance of
partnerships with non-state actors, in particular the role of civil society.

The two most recent meetings in this series, in Busan, South Korea
(2011), and Mexico City (2014), oversaw a significant transformation both
in the ambition of the ‘aid effectiveness agenda’ and its primary channels
of influence. In response to criticism that focusing on ‘official development
assistance’ from OECD member countries was too narrow in today’s world,
the process has sought to look at a range of other aspects important for
successful pro-development interventions, including South—-South coopera-
tion, private sector involvement, and domestic resources such as tax.

However, despite some advances, it is broadly agreed that progress has
been limited. The real-life incentives that led the aid industry into some of
its cul-de-sacs in the first place were perhaps not properly understood—the
political economy of aid appears absent in a predominantly technical analy-
sis. Over time the principles have also come under scrutiny, especially as
applied to countries outside the core client base of low-income countries.
With the rise of the emerging economies, some of which are now donors
themselves, major shifts are underway in global governance, and economic
theory and deficiencies in the Paris agenda have become ever clearer with
regard to two areas in particular: evidence and universal applicability.

Evidence

Some aspects of the Paris agenda, although based on decades of donor
and recipient experience in aid delivery, are not evidently supported by
the weight of published academic research, or research does not exist to
make a reasonable judgement. For instance, the pressure to put more aid
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‘on system’, that is to use recipient-country processes such as budgets
and spending mechanisms, a guiding force of aid effectiveness discussions
for the past decade, may be less appropriate where aid is a small propor-
tion of the economy, or where objectives are not primarily about system
strengthening or where government systems are particularly weak. In fact,
there is little evidence that one modality is generally more appropriate than
another—it depends on objective and context.

Universal Applicability

Some aspects of the Paris agenda may be inappropriate for all development
cooperation providers/recipients. Tied aid, for instance, is not necessarily an
effectiveness issue; it could be viewed as a value-for-money issue. Therefore
untying aid is not so relevant for less wealthy or new donor countries, where
labour and goods are available more cheaply (such as in India, China, and
Brazil). Tying aid, in fact, may be important in promoting increased participa-
tion in South-South cooperation, including persuading sceptical electorates
of its importance (indeed, this may also be a growing trend in some of the
OECD countries, where voters want to know how they are also benefiting).

Attempts to update the Paris agenda to accommodate new develop-
ment horizons remain ongoing. There are questions over the extent to
which the non-DAC bilateral donors have engaged meaningfully in the
agenda given their focus on alternative processes under the auspices of the
UN. Meanwhile, the clarity of the Paris principles has been somewhat con-
fused by the movement from aid effectiveness to development effectiveness,
a nebulous concept with a variety of meanings. A lack of political weight
combined with a lack of technical clarity has left us with an aid /develop-
ment effectiveness narrative that is at once confused (what is it and to whom
does it apply) and deprioritised (few donors now feel pressure to meet spe-
cific targets). The great merit of the Paris agenda, for all its faults, was that
recipient countries could use it to pressure donors to align better with the
principles—it is questionable whether the Busan/Mexico City agenda is
now playing that function (see Glennie et al. 2013, for more on this).

A NEwW NARRATIVE ON AID EFFECTIVENESS

This crisis in clarity and confidence comes at a time when there has never
been a greater need for a convincing, evidence-based, coherent, and well-
communicated narrative on when aid can work. Policymakers, politicians,
practitioners, and members of the public all need to be reconvinced of
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the value of aid. Pressures on the public budgets of OECD countries are
likely to last for the foreseeable future. If such a narrative does not emerge,
we run the risk of gradually declining support for public spending, not
only on traditional aid but also on various other global collective action
problems that are becoming more pressing.

Part of the problem is the polarised and non-nuanced public policy debate
between the ‘aid works’ versus “aid is a waste of money’ camps. In our review
we are constrained by reviewing how the literature has approached this ques-
tion. We thus take aid ‘working’ or ‘effective aid’ to mean aid that contrib-
utes to, or is associated with, even if only modestly, positive development
outcomes such as economic growth and social development. This is not an
ideal definition but it is common in the literature and thus a review is con-
strained in opening this question further. Meanwhile, the lack of a counter-
factual is the biggest barrier to ever knowing for certain the impact of aid.
Interested parties, both informed and uninformed, can question the idea
that aid ‘works’; assertions that aid is wholly or in part responsible for impres-
sive improvements in human development in the past couple of decades are
questionable. It is also not difficult to find examples where aid has been
detrimental to countries and communities and where there may be trade-ofts
in terms of positive and negative impacts. More modesty is needed in any
claims for how aid can contribute to development. However, the evidence,
which we discuss in this book, does suggest that aid has contributed in many
countries and, despite its many flaws, can continue to do so.

However, we need a new evidence-based narrative, both for its own sake
and also because it is more likely to win over sceptics in the medium term.
The objective of this book is to encourage the global debate to move on
from whether aid ‘works’ or not to looking at when aid works and how it
can work better. We are, of course, not the first to criticise the binary yes/
no approach to aid, but such a simplistic analysis has proven stubbornly
persistent, especially in popular discourse. We therefore now call for a clear
break. The question ‘does aid work’ has limited use. Instead, one should
be concentrating on a question around which we can build some critical
pointers from the empirical evidence, and which can influence policy deci-
sions and make a clearer case to citizens in contributor countries: when
does aid work (and when doesn’t it)?

A first step is to review the evidence. In this book we survey the last
ten years of the cross-country literature on aid and growth and, to a lesser
extent, health, education, and income poverty. While there is much con-
flict in decades of evidence on aid’s impact, there are some general guide-
lines that emerge for policymakers.
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The book is structured as follows: In Chapter 2 we set the context with
a history of aid effectiveness debates. Chapter 3 then considers why it is
so difficult to answer the basic question of when or even if aid ‘works’.
Chapter 4 reviews the academic research we have surveyed. Chapter 5
concludes.

This book discusses the nature of evidence on foreign aid and why
assessing the impact of aid is so difficult in Chapter 2. In Chapter 3 we
outline the main problems with the evidence on aid effectiveness in gen-
eral, which we group under the issues of definition and methodology. The
latter category is further broken down into the fairly intractable problems
of causality and bias. Partly in response to the constraints on this area of
study we set out our own approach which involves assessing papers which
meet a specific set of criteria to look for generalisations to contribute to
the debate. We focus on peer-reviewed, cross-country, econometric stud-
ies published over the last decade and attempt to make some global-level
generalisations on aid with caveats and conditions relating to the context
and conditions under which aid might be said to ‘work’.

In Chapter 4 we review aid’s impacts on economic growth and discuss
under what conditions aid is most likely to work, outlining areas with signs
of convergence and areas of divergence. We also look at the relationship
between aid and improvements in social development—education, health,
and poverty reduction—although with less of a focus as there are only a
few studies which meet our criteria. Broadly speaking, we have found that
the most recent studies, over the last decade, have been more positive on
the role aid can play in these areas than previous generations of studies.
Despite all the caveats on which we insist, this is an important finding
which needs to better percolate into the public debates on aid.

In Chapter 4 we breakdown what the evidence suggests regarding what
makes aid more likely to be effective, with a particular focus on the growth
literature, and we are able to propose a set of factors that likely play an
important role in when aid is most likely to work. We find it useful to break
down the conditions governing aid’s effectiveness into two categories: (a)
the country context, meaning the characteristics of the recipient country
and national government policies and (b) aid management, meaning the
characteristics of aid and donor policies and practices.

We argue that the evidence in four areas has signs of convergence that
may have direct relevance for policy decisions on aid and for aid effective-
ness discussions. These four areas are as follows:


http://dx.doi.org/10.1057/978-1-137-57272-1_2
http://dx.doi.org/10.1057/978-1-137-57272-1_3
http://dx.doi.org/10.1057/978-1-137-57272-1_4
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1. Aid levels (meaning if aid is too low or too high).

2. Domestic political institutions (including political stability and
extent of decentralisation).

3. Aid composition (including sectors, modalities, objectives, and time
horizons).

4. Aid volatility and fragmentation.

We also identify two areas where there is little sign of convergence in
the evidence: the importance or otherwise of ‘good’, meaning orthodox
macroeconomic policies and the question of grants versus loans. Finally,
in the Conclusion, we discuss briefly how these findings might impact
current debates.
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CHAPTER 2

A History of Aid Effectiveness

Abstract Aid effectiveness has a long history. The most recent, and pos-
sibly most concerted, effort has been the OECD-led Paris process. This
chapter discusses how progress in implementing aid-effectiveness reforms
has been slower than hoped.

Keywords Aid e foreign aid e aid effectiveness ® Official Development
Assistance ® ODA e development aid

Ever since the modern era of aid giving began after World War 11, donors
have been concerned with improving their aid effectiveness. The most recent,
and possibly most concerted, effort to this end has been the OECD-led Paris
process. However, progress in implementing aid-effectiveness reforms has
been slower than hoped. With donors reaffirming their commitment to
Paris-style aid effectiveness at Busan, and to using country systems in par-
ticular (OECD 2011Db), there is a growing need to find ways to deliver aid
that respect the principles of country ownership and alignment with country
priorities and systems, while also addressing the growing political imperatives
around risks and results, and the problems inherent in current approaches.
Despite continued enthusiasm for moving aid money into recipient-
government systems, there is a limited evidence base for the developmental
impacts of such an aid-effectiveness prescription, and that even the theory,
or theories, of change (i.e. the logic behind the intervention) is often poorly
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10 AID, GROWTH AND POVERTY

elucidated. If aid agencies are to implement sometimes radical reforms success-
fully, in the face of hard questions from national stakeholders concerned about
the loss of tied business or the increased risk associated with more effective aid
modalities, a stronger evidence base will form an important part of the picture.

It is useful to define three eras of aid, each a reaction to the one that
preceded it. Prior to the 1980s (the first era), the main modality for giving
aid was project funding. Following a slow-down in economic growth in
the developing world in the late 1970s, linked to steep rises in the cost of
oil, collapsing commodity prices and reduced export earnings, developing
country governments sought urgent external grants and cheap loan financ-
ing to cover shortfalls in their access to foreign exchange. Donors, led by the
World Bank and IMF (International Monetary Fund), shifted focus towards
programme and policy lending, increasing the proportion of grants and
loans directly transferred to developing-country cofters under agreed con-
ditions (‘conditionalities’). This was the beginning of ‘structural adjustment
lending’—the second era of aid—so called because the conditions attached
to aid were intended to lead to structural changes in recipient economies.

At first glance, this direct support to government balance sheets may
appear similar to the ‘second generation’ budget support that was de
rigueur in some European donor agencies in the 2000s, but its purpose
in fact was almost diametrically opposite. While modern budget support
claims to strengthen the recipient government’s ability to own, plan, and
implement its development strategy, adjustment lending in the 1980s and
1990s combined a scepticism of the ability of public institutions to lead
development efforts—preferring private alternatives—with an aggressively
interventionist approach to development policy. The means by which aid
could support change in a country, therefore, formally became dual: it
could make direct impacts in the way it was spent, and it could also play a
part in pressuring countries to make policy reforms.

For some donors, policy lending was never a significant share of the
total, and project funding remained predominant. USAID (United States
Agency for International Development) programme assistance included
structural adjustment-type lending while the US Africa Bureau’s dis-
tinctive African Economic Policy Reform Programme (AEPRP) had an
idiosyncratic approach to engagement with country systems at sectoral
level. In Zambia, for example, USAID analysis and programme assistance
under AEPRP helped in the design and implementation of a ‘safety net’
programme to reduce the impact of IFI conditions on the poor.

During this same period, the role of non-state entities, including for-
profit and not-for-profit, national and international, took on growing
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importance in aid giving, both as recipients of aid (core support) and as
channels for it. Donors had been using private contractors for some time
but their use significantly increased in the 1980s and 1990s even while the
amounts remained fairly small (Raffer and Singer 1996).

The reasons for increasing the use of private entities were related in
part to the same ideology that underscored structural adjustment: the
movement towards privatisation and away from state management that
has characterised most donors’ policies since the 1980s. CSOs were con-
sidered better able to reach grassroots and excluded communities at a time
when the poverty focus of aid was gaining momentum; they had a track
record in innovative service delivery and were strong advocates of partici-
pation and empowerment (Wilkinson and Hulme 2012). The delegation
of projects to private-sector contractors could also entail a reduction in
cost for donors if fewer civil servants were needed to manage projects.
The use of private entities also enabled donors to avoid working directly
with autocratic governments.

Aid began to fall back in the 1990s, both in real terms and as a percentage
of rich-country gross domestic product (GDP); by 1997 it was back at 1983
levels. Most analysts regard the declining need to make repayments to Cold
War allies a major reason for the fall, but the failure of 1980s policies to reduce
poverty, especially in Africa, and the increasing number of analyses sceptical of
the poverty-reduction impact of aid, were also important factors in the down-
ward pressure on aid budgets. By the turn of the century, the main pillar of the
preceding two decades of aid policy—structural adjustment lending and the
conditions attached—found few defenders. Some thought it had simply not
worked (i.e. reform cannot be bought against the will of the national leader-
ship); others thought the neo-liberal policies associated with the Washington
Consensus were simply wrong. Still others were concerned about the impact
of strict conditions on democracy and sovereignty. Consensus seemed to be
emerging that the role of a capable and accountable state had been over-
looked by development practitioners who placed more weight on the ability
of private entities (either the market, or voluntary organisations in cases of
market failure) to resolve the barriers to progress in poor countries.

According to another analysis, the commitment that arose in the aid
industry to work more thoughtfully with national systems did not emerge
from the conclusion that aid had ignored state structures, but rather from
a sense that it had harmed them (Harrold 1995)—and, possibly, used
them to provide a veneer of legitimacy for their ‘pet’ projects. The various
‘sector-wide approaches’ piloted from the early 1990s were already grap-
pling with Paris agenda issues, in terms of alignment and harmonisation.
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A changing global context led to rising aid levels in the 2000s, accom-
panied by a renewed commitment to aid effectiveness. The OECD’s mile-
stone publication, Shaping the 21st Century: The Contribution of Development
Co-operation (OECD 1996), set out the principles of country ownership and
donor support to national development strategies that would lie at the heart
of the third era of aid. In 2003, governments and civil society from around
the world met in Rome to agree on guidelines to improve aid mechanisms.
Two years later, in March 2005, the Paris Declaration on Aid Effectiveness
announced that ‘while the volumes of aid and other development resources
must increase to achieve [the Millennium Development Goals], aid effective-
ness must increase significantly as well to support partner-country efforts
to strengthen governance and improve development performance’ (OECD
2005). The Paris Declaration did not originate the focus on country systems,
rather it crystallised a formal, high-level coalition around an idea that had
been building for ten years and was already being practised by some agencies
as project aid began to be further criticised and sectoral approaches gained
traction. The debt relief campaign of the 1990s highlighted the need for a
more integrated approach to aid delivery which had to be under national
government’s control. It is helpful to briefly summarise the process by which
the Paris stipulations were intended to increase aid effectiveness, using the
indicators as a guide. First, the recipient country has a development strategy
endorsed by the World Bank (1). It demonstrates that it has reliable pub-
lic financial and procurement systems (2a/2b). With those in place, donors
align their aid with the priorities set out in the government’s development
strategy (3); coordinate their technical assistance with other donors (4); use
the PFM and procurement systems (5a/5b); use no parallel project imple-
mentation units at all (6); disburse aid as committed (7); untie 100% of aid;
and (8) use common arrangements, and joint missions and country analytic
work for their aid (9,/10a/10b). Finally, each country has a results frame-
work approved by the World Bank (11) and has in place a mutual account-
ability framework whereby recipients are able to hold donors to account for
their commitments, just as donors have historically done for recipients (12).

OWNERSHIP AND ALIGNMENT

According to the 2002 Global Monitoring Report, by the end of the
1990s only about 30% of bilateral aid was available for flexible expen-
ditures in developing countries, the rest being earmarked for specific,
donor-decided expenditures, a decrease from 40% in the early 1980s
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(Sagasti et al. 2005). Country ownership is the backbone of the Paris
Declaration. Donors agreed to design their interventions in such a way that
they aligned ‘to the maximum extent possible behind central government-
led strategies or, if that is not possible, donors should make maximum use
of country, regional, sector or non-government systems’ (OECD 2005).
There is some ambiguity and flexibility in the original Paris Declaration as
to how much the word ‘country’, when used with ‘ownership’ and ‘sys-
tems’, refers to government or broader societal processes. In more recent
gatherings, ‘country ownership’ has been further defined as national or
democratic ownership, implying that non-state actors should be involved
in setting national objectives. However, the term ‘country systems’ remains
tightly interpreted as meaning state and government systems, partly because
of the way the targets have set the donor agenda, rather than the longer
statements of intent. In the main the thinking here emanate from observing
the dis-benefits of aid bypassing country systems and strategies, and other
inefficiencies, such as tied aid. In other words, they are based on a ‘nega-
tive” efficiency argument more than a ‘positive” opportunity and outcome
argument. This is an important point and may explain some of the lack of
empirical evidence supporting the major changes set out at Paris (i.e. there
is plenty of evidence of what does not work, but less of what does).

It is useful to note that the objective of increasing aid using country
systems is only for aid ‘for the government sector’ (Paris) or ‘in support of
activities managed by the public sector’ (Busan). In other words, there is
no commitment to increase the amount of funds to the government sec-
tor, only to ensure that funds that are directed to the government sector
use government systems (i.e. gradually reduce the parallel structures they
have tended to develop, and work more closely with the strategies and
systems managed by the host government). Theoretically, a donor could
score 100% on this indicator without directing any money at all to the
government sector (e.g. devoting all its aid to strengthening civil society).

Three main groups of factors can be identified for the shift in emphasis
at Paris, all of which are relevant in varying degrees to ‘country ownership’
and alignment to ‘country systems’: results, sustainability, and reduced
costs. While interconnected, their purposes can sometimes be in tension.

While it was recognised that sharing control and responsibility for
development interventions with national governments might lead to a
range of new risks and challenges, it was also acknowledged that donor
attempts to force their own priorities on countries, rather than ‘work-
ing with the grain’ of local actors, had hampered development progress
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(Kelsall 2008). It was therefore thought that integration of donor and
recipient development objectives—with the latter taking the lead—would
on the whole mean a higher probability of the most appropriate develop-
ment objectives being fulfilled as fast as possible.

If there was dissatisfaction with the pace of development results, there
was even more concern about their sustainability. Rather than just respond
to the needs of the poorest by delivering services directly, donors wanted
to use aid to strengthen the partner country’s ability to deliver the services
without foreign assistance. Failure to consider the sustainability of prog-
ress achieved began to be considered short-sighted. From a more negative
point of view, some donor practices were viewed as actually harmful to the
development of a recipient country’s ability to emerge from aid reliance
because they replaced, rather than supported, country mechanisms, sys-
tems, and processes; many aid agencies adopted a ‘do-no-harm’ approach
to mitigate this possibility. A particular focus came to be placed on the
importance of a well-functioning state, an area considered marginalised in
the theories and practices of development actors in previous years. The fail-
ure of the state began to be seen as the primary cause of slow development.

A large amount of aid was being spent outside recipient-government bud-
gets, with donors setting up parallel structures, employing their own staffs,
writing rules, and developing their own sets of contacts and contracts. The
benefits of setting up parallel systems were clear to donors who wanted quick
results. But multiple channels made it harder for governments to achieve pol-
icy coherence, as well as making basic accounting harder, if not impossible.
According to an evaluation in the early 2000s, “The eftectiveness of govern-
ment systems is seriously undermined by the extensive reliance on parallel,
non-government, project-management structure and special staffing arrange-
ments.” Focusing on country systems would, it was argued, have a ‘transfor-
mative effect on government systems and results” (Lawson et al. 2003).

Capacity development emerged as one of the most important aspects
of this fresh focus on sustainability. Results achieved without related
development in the local capacity to continue delivering those results with-
out external assistance is not development at all, but isolated intervention-
ism. While technical assistance had long been a major portion of OECD
aid (around 30%), it was not considered to have had the requisite impact
on capacity building given its financial importance, with some suggesting
that much technical assistance substituted for, rather than built, capacity.

A particular problem with aid-dependent relationships was that host
governments were at risk of being more accountable to external actors—
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from whom their development resources came—than to their own people.
This threatened the important state-citizen relationship at the heart of
any functioning nation, as accountability became skewed towards donor-
specific mechanisms of accountability, corroding the normal structures of
democratic accountability.

Donor ‘branding’ also undermined the legitimacy of the state in the eyes
of its citizens. In this context, it was thought that aid channelled through
domestic systems would focus on the government’s own accountability
channels, rather than those of donors. Putting aid ‘on budget” would
improve the ability of parliament and the public to scrutinise expenditure
decisions, while donors’ concerns would shift from how well their particu-
lar project was faring to how well the government was managing develop-
ment activities overall. Technical assistance would complement these gains
in domestic accountability.

Towards the end of the 1990s, evidence began to accumulate that the
transaction costs of delivering aid through projects had become unac-
ceptably high for countries with large numbers of them and a multitude
of donors, each with their own reporting and accounting requirements.
Excessive fragmentation into myriad small projects was leading to exces-
sive overhead and administrative costs, particularly when concern over
fiduciary risks led to foreign agencies, CSOs, and companies implement-
ing them. While a project approach can only grow linearly, a programme
approach can achieve economies of scale as institutions are developed.

Bringing down transaction costs became a key feature of the new era of
aid effectiveness. Using country systems was one way of reducing transac-
tion costs associated with aid for the recipient country since there would be
less need for separate project management, implementation planning, and
monitoring. By better coordinating their aid procedures, donors hoped
to reduce the resources spent by all parties on administration. Problems
faced by recipients in meeting the disbursement and implementation
requirements of different projects, along with supply-side institutional
or political blockages, were leading to unpredictability in funding levels.
Many argued that adopting multilateral (e.g. pooling) approaches was one
way to improve the situation.

Tying aid to the purchase of goods and services from donor countries
made it less efficient because it restricted competition. It may also pro-
mote inappropriate technologies (i.e. technologies appropriate in indus-
trial countries but not in low-income countries). Tied aid has also been
promoted by business lobbies and was perceived as assistance to donor
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companies, rather than to the poor. Untying aid became another signature
requirement of the Paris agenda.

The most important of the three rationales behind the focus on country
systems is sustainability. According to the Paris Declaration: ‘Using a coun-
try’s own institutions and systems, where these provide assurance that aid
will be used for agreed purposes, increases aid effectiveness by strengthen-
ing the partner country’s sustainable capacity to develop, implement, and
account for its policies to its citizens and parliament” (OECD 2005).

The focus on strengthening PFM and procurement systems (i.e. a
country’s financial systems), either through use or other forms of support,
is concerned primarily with sustainability and has little to do with reducing
poverty in the short term. Reducing costs is a secondary concern.

The official OECD (2011a) analysis of progress against the Paris targets
is in substantial agreement with an independent evaluation (Wood et al.
2011); when it has been implemented it has worked to varying degrees,
but there has not been enough implementation. Of the 15 targets, since
2007 significant progress had been made on four, significant worsening
on one and no significant change on the remaining nine.

Strikingly, evidence from the implementation of the Paris agenda sug-
gests that donor usage has had little or no impact on country financial sys-
tems, and that there is little relation between the strength of those systems
and donor decisions to use them. By 2010, only 41 % of aid was consid-
ered aligned with country priorities—about the same as in 2005. Around
45% of aid to governments used recipient-country public financial man-
agement and procurement systems, a modest increase since 2005 (OECD
2011a, b, c). The degree of improvement in country PFM and procure-
ment systems was also quite limited. The structural problem in aid is that
while new aid ‘machinery’ is being invented all the time, older organisa-
tions tend not to disappear, leading to an ever more complex landscape.

There are two critiques of the Paris approach to country systems and
to some extent the Paris agenda more broadly: first, that the role of non-
state sectors deserves more attention, and second, that country context,
both recipient and donor, needs to be brought further into the discussion.

According to some critiques, the aid consensus emerging from the Paris
process over-focuses on the government and state, and was perhaps overcor-
recting for the state-deficient policies of previous decades. By contrast, there
is little emphasis on the other aspects of a functioning country, such as the
private sector and civil society. It is now a commonplace that a strong and
development-focussed state is a requisite for sustained development, and
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that aid should support that state. But the non-state provision of goods and
services is also important in most countries, while domestic accountability
mechanisms, often involving non-state actors, are necessary to support the
provision of services (Savigny and Adams 2009). While Paris does not, as
is sometimes implied, insist that increasing quantities of aid should focus
on state systems (it says that increasing quantities of aid to the government
sector should use country systems), the failure to discuss non-state actors in
the same depth as state actors has led to a dearth of information and ideas
regarding how to use aid to support them.

In cases of unrepresentative, unaccountable, and ineffective national
governments, in particular, this absence is surprising. A common critique
of Paris is that support for government ownership should depend to some
extent on the nature of the government and the policies it pursues i.e.
‘ownership’ needs to be seen in the context of legitimacy (OECD 2010a;
Booth 2011; Keane 2009).

While the Poverty Reduction Strategy Paper (PRSP) processes sought
to include civil society to some certain extent, the Paris agenda failed to
build on this trend, and PRSPs themselves have been criticised for exclud-
ing parliaments (Piron and Evans 2004). In some circumstances, rather than
focusing on aligning more aid to government strategies and systems, donors
might as well wish to support countervailing forces (i.e. non-state systems
and actors) if, for example, the state is sufficiently strong, aid is already
closely aligned with government plans, or in polarised societies where the
government or public institutions may lack popular legitimacy (McGee and
Garcia Heredia 2010). In certain circumstances, the use of political condi-
tionality or selectivity may be an effective means of contributing to state-
building goals by creating stronger incentives for governments to improve
their performance. The focus on the state level may also have led to sub-
state governments being neglected.

While donors are urged to help broaden participation in government
processes, strengthen institutions, and build accountable budgetary pro-
cesses, few analyses wrestle with one of the central paradoxes of aid: that
the act of aid giving can also undermine state capacity and accountability.
This is a well-known area of concern in academia (Brautigam and Knack
2004) and the problem of aid dependency has risen to the surface of the
political agenda. While limited efforts to increase ownership are likely to
have some positive effects, as the problem is now better understood than
previously, it is hard to see how the fundamental problem of accountability
to donors rather than citizens (known as dual accountability) will recede
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as long as external actors provide large amounts of funding. The power
imbalances between donor and recipient may be intrinsic and not easily
removable by better management.

Issues of accountability and capacity can be mitigated by donor prac-
tices, however. The focus on accountability mechanisms to provide incen-
tives for government to carry out its tasks effectively, including according
a much higher profile to transparency as a sine qua non of effective aid,
may be another important mitigating factor.

There is a tendency in international relations for context-specific declara-
tions and decisions to gradually metamorphose into policy blueprints. When
this happens the corrective qualities of such declarations, which serve an
important temporal purpose, can instead become the problem since they are
applied to situations for which they were not devised and to which they do
not pertain. A further set of critiques of the Paris agenda’s colonisation of
the aid-effectiveness discourse is that it is sometimes misconstrued as a jour-
ney towards an ideal aid relationship when in fact no such ideal exists; rather,
the Paris Declaration and the bureaucratic process accompanying it were
in essence a response to a particular set of problems that have dogged aid
relationships for the past two decades. Moreover, the issues that form the
Paris agenda were chosen not only because they were considered important
to address, but because they were considered feasible to address through the
international, bureaucratic process. This limited the ambition and depth of
the analysis. To treat the Paris analysis as archetypal is to mistake a funda-
mentally political (and, to a certain extent, lowest-common-denominator)
process for a thorough analysis of the problems of aid. There is nothing
inherently good or bad about using country systems (or, indeed, most of
the Paris indicators). Even the principle of ownership—the cornerstone of
the Paris agenda—is open to question in some circumstances.

The treatment of the Paris agenda as applicable across all contexts may
have undermined attempts to make aid more effective in different types of
country situations, particularly in fragile states, middle-income countries,
and/or countries less dependent on aid. While the Paris agenda accepts
that donors should not be encouraged to use weak country systems
(particularly those associated with fragile states), instead of offering a
modified prescription of the same medicine, it may be more appropriate to
adopt a wholly different approach. The DAC-hosted discussion on fragile
states, especially post-Accra, grew out of the critique that aid effectiveness
in these countries was of a different magnitude than in more stable coun-
tries (OECD 2009a).
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Crucially, while there is certainly evidence that the use of country sys-
tems helps to strengthen them—and while it certainly seems logical—the
evidence as it stands is inconclusive.

There is evidence that technical support, for example, to PEM reform
can lead to significant progress (De Renzio et al. 2011). However, there
is equally concern, in some contexts, that too many donors using country
systems may harm them.

One of the more surprising lessons after Paris is that parallel systems
remained important in many contexts, even preferred by recipient coun-
tries (Wood et al. 2011). The weak evidence for a causal link between
improved systems and improved results may be a reason for the slow
progress (i.e. donors remain unconvinced despite formal commitments).
Moreover, if donors are using country financial systems but still mak-
ing most of the decisions, government simply becomes an implementing
agency for them; using country systems then becomes a distraction from
the real issue, which is the distribution of political and financial power in
the country and between the country and its partners. Therefore, while
recipient-donor coherence is crucial to a successful aid relationship, it
does not necessarily entail a gradual increase in the use of government
systems.

A range of reasons are cited for donors’ slow progress in using country
systems (see for discussion, OECD 2011a), but the one that needs most
attention is their failure to internalise the change of mindset required to
move from a short-term results-based approach to a ‘systems approach’.
This may be because: Donors fear financial misuse; donors fear a loss of the
ability to directly or exclusively attribute development impacts to contribu-
tions; donors are reluctant to lose control of development choices; donors
tend to target risk avoidance rather than risk management; different donors
have different risk tolerances—a system strong enough for one donor may
not be for another and; corporate policies, legal frameworks, organisa-
tional incentives and capacity issues are persistent bottlenecks within donor
organisations. Formal rules on approaches to aid management in donor
organisations may not have been altered to the extent required or may not
be communicated internally; donors have not fully assessed /understood
the variety of ways in which aid provided through different modalities,
including project aid, can use partner-country systems, not just general
budget support. In some cases, limited use of country PEM systems may
reflect the country institutions’ own preferences for parallel structures.
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Paris implies that working with institutions is the best way to deliver
results for poor people over the long term and to end aid dependency.
However, this may be in tension with achieving greater immediate reduc-
tions in poverty. The quickest way to achieve short-term results may be to
bypass inefficient systems, which is precisely what donors are tempted to
do. Major donors are elevating their ‘results’ rhetoric but the implication
of a systems approach is that the risk/results analysis will need to shift
significantly. Profound changes in culture may be required as the aims of
aid stop being specific poverty-alleviation or policy outcomes and become
improvements in capacity and accountability (Morgan 2005 ), but the Paris
process tends to treat such outcomes comparably. The challenges implicit
in measuring such an approach are more complex; persuading donor pub-
lics of its importance may also be difficult. Added to this, donors often
do not adequately understand a host country’s political economy. Policies
and procedures related to country systems as diverse as competition pol-
icy, procurement procedures and many other PFM procedures may seem
technocratic and straightforward, but they have political implications of
which donors may be unaware. The critique that donors have a weak grasp
of local political dynamics implies they should be more cautious in their
analysis of country systems. Another issue is whether donors even have
the best interests of recipient countries at heart; in areas of geopolitical
importance, donors are as likely to act in their own strategic interest as in
those of the host country. In other countries, they may emphasise certain
agendas for ideological reasons or to appease domestic constituencies.

While some see this as a tractable problem, implying that donors should
deepen their knowledge of country political contexts, others see it as
intractable. State building is an endogenous process and countries design
institutions that are legitimate with respect to their own history, culture,
beliefs and public expectations; large external actors may ultimately never
be good at building institutions in societies they only partially understand,
and they can also do harm.

The Fourth High Level Forum on Aid Effectiveness in Busan, South
Korea in late 2011 sought to set out the critical issues for future phases of
aid reform, based on a review of progress in achieving the targets estab-
lished in the Paris Declaration and an analysis of development challenges.
However, Busan suffered from trying to please too wide a range of stake-
holders. While Paris, for its many faults, constructed a clear agenda for
action, what emerged from Busan was a wide-ranging wish-list in which it
is difficult to discern a clear direction of travel. Core principles underscore
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specific commitments and a range of voluntary building blocks then seeks
to assemble coalitions of like-minded entities to progress specific agendas.
While this may appear unsatisfactory, it offers possibilities for a more real-
istic attitude to aid effectiveness, based around complementarity (although
this word is seldom actually enunciated), as opposed to the over-ambitious
and possibly counter-productive harmonisation that was a key plank of
Paris (see Glennie and Rogerson 2011).

Busan was a significant milestone in aid effectiveness. Despite being
rhetorically reiterated at Busan and other meetings, some aspects of Paris,
such as harmonisation, have fallen away, while new aspects, such as trans-
parency, have come to the fore. Busan maintained the focus on sustainable
and accountable state institutions as illustrated by the continued emphasis
on the use of country financial management and procurement systems and
country-led approaches to results monitoring and mutual accountability
processes. More crucially, Busan talked explicitly of advancing aid exit
strategies (indeed, the word ‘aid’ is becoming unfashionable in some quar-
ters). But this time there is stronger recognition that development requires
collaboration across a wide range of actors, not just the state. In 2008, the
Accra Agenda for Action declared that both donor and recipient nations
would ‘deepen our engagement with CSOs as independent development
actors in their own right, whose efforts complement those of governments
and the private sector. [We] share an interest in ensuring that CSO con-
tributions to development reach their full potential’ (OECD 2008). This
emphasis went further in the Busan agenda with a more explicit mention
of'an enabling environment for civil society and the private sector than was
the case in Paris and Accra. It is notable, however, that by dropping the
indicator on programme-based approaches—which established guidelines
for aid delivered through all groups of actors—important elements of a
multi-sectoral approach to aid programming were de-emphasised.

While untying aid retained its prominence in the Busan agenda, albeit
with the same vague commitment to ‘continued progress’ as in Paris and
Accra, there was a potentially significant change in emphasis in the Busan
Outcome Document which, for the first time, recognises that untying aid
presents ‘opportunities for local procurement, business development ...
(OECD 2011Db, clause 18e¢). Untying aid by prioritising local partners
(for-profit and not-for-profit) in the implementation of programmes and
projects will, it is argued, have greater developmental impact because a
larger share of aid funds are likely to stay in the local economy, translating
into jobs, incomes and local business revenue.
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The Manila Statement on Effective States, which predated Busan,
summed up the attitude that with some revision the same approach might
work in coming years, despite not having done so previously:

We call for development partners to have reasonable and realistic demands
and expectations on country systems, as well as to acknowledge progress
made in strengthening country systems. With this in mind, we call for a
common agreement that could promote the progressive use of country sys-
tems for aid over time ... We recognise that mechanisms for country and
development partners to jointly assess risks and work collaboratively to man-
age them, and risks related to their use should be a key element of a post-
Busan effective states agenda.

While a global monitoring framework remains with generalised targets,
there is then more emphasis on country-specific, aid-effectiveness priori-
ties, implying substantial opportunity for variable approaches. Bottom-up
and more flexible use of aid modalities are promoted rather than top-
down blueprints; this is illustrated by the de-emphasis of indicators on
specific aid modalities (e.g. the use of programme-based approaches and
the focus on technical cooperation) and the emphasis on transparency,
accountability and results monitoring as tools for identifying what works
and promoting it.

While the OECD is aware of supply-side barriers to progress, there was
little in Busan that acknowledged the gravity of the problem. If anything,
the tension between the ‘results agenda’ and a systems approach became
even starker, with the results target moving from being the penultimate
of 15 targets after Paris to first place in the list after Busan. That is one
of Busan’s key outcomes for many OECD donors, who need to demon-
strate the impact of their aid to electorates generally suffering slow or no
growth. There is, however, language in the Busan Outcome Document
about managing ‘rather than avoiding’ risk, which implies recognition
that there has been too much risk avoidance in the past (OECD 2011b,
clause 18a). It is worth noting that this results focus is similar in some ways
to a ‘what works’ approach, which might de-emphasise specific predeter-
mined modalities in favour of focusing efforts on who can deliver results
in a given context.

Since the 2011 Busan meeting, a range of follow-up meetings have taken
place, seeking to put flesh on the bones of a coherent post-Paris approach
to aid effectiveness, or ‘effective development cooperation’ as the new,
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broader, terminology would have it. While interesting discussions are ongo-
ing on the role of aid alongside a host of other development interventions,
nothing has emerged that sets out a significant new direction on aid effec-
tiveness in particular. Moreover, the pressure felt by donors at the height of
the Paris era to account for the effectiveness of its aid according to shared
principles seems to have dissipated significantly. Seen negatively, this means
that the hard work on aid effectiveness earlier in the century is in danger of
being undermined. But seen positively, there is now an opportunity to build
a new push for aid effectiveness based not only on learnings from the Paris
period, but also from largely unsuccessful experiences post-Paris.

In sum, aid-effectiveness debates have moved through three eras as dis-
cussed. Progress has been significant in some areas and rather slow or non-
existent in other areas of the Paris agenda. Underlying the debate is that aid
can work under certain processes and conditions.
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CHAPTER 3

Assessing Aid: Conceptual
and Methodological Issues

Abstract In this chapter we discuss issues of methodology related to aid
effectiveness studies with a focus on causality and bias. We discuss the
methodological issues emerging from the aid effectiveness literature.

Keywords Aid e foreign aid e aid effectiveness ® Official Development
Assistance ® ODA e development aid

The question ‘does aid work?” has been dominant in aid debates since the mid-
1970s. Total annual spending on aid (meaning here, Official Development
Assistance [ODA] or concessional development finance) has reached $138.5
billion per year' and yet the answer to the question posed by Cassen and
Associates (1986) and Riddell (1987), ‘Does Foreign Aid Really Work:?”, is still
disputed, even more so in the context of rapidly shifting geopolitical power
and wealth, and rising incomes in many of the world’s poorest countries.?
On the one hand, there are fewer ‘traditional” poor countries where
the case for aid as resource transfer has been clearest. Even in these coun-
tries—whether they are labelled Least Developed (LDC) or Low Income
Countries (LICs)—aid dependency Official Development Assistance/
Gross National Income (ODA/GNI) has been declining (see Fig. 3.1).
That said, ODA? remains significant in per capita terms in the poorest
countries (see Fig. 3.2) and there are a relatively small number of countries
where governments can only function because of ODA (see Fig. 3.3 for
countries where ODA is more than 50 % of central government spending).*
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Fig. 3.3 Net ODA received as percentage of central government expenditure in
low-income countries with data, 2010-2012 (most recent available year).
Source: World Bank (2014)

In the vast bulk of developing countries, development cooperation
including ODA but also other forms of public financing, technology shar-
ing and capacity building, is likely to remain important even if it is insig-
nificant as a proportion of GNI vis-a-vis domestic resources. And if one
accepts the concept of global citizenship and the need to support global and
regional public goods (to deal with climate change, for example), then the
responsibilities of the OECD countries ought to extend beyond simply
raising all human beings to above the dollar-a-day poverty threshold.

Thus, contrary to much of the rhetoric common in aid debates, one
could argue that the era of development cooperation is not ending, but still
just beginning. This can be illustrated by the plethora of new aid-related
agencies and foundations, both public and private, which have emerged in
recent years to complement or challenge traditional sources of funds. At the
same time the case for aid—be it ODA or other types of publicly sourced
international transfers—appears to be weakening in OECD countries partly
due to austerity but also because the effectiveness of aid has been challenged.

Aid debates in policy circles, which percolate to public debates, have
historically tended to be polarised and non-nuanced: either aid ‘works’ or
‘aid is a waste of money’. One issue is establishing a vision of success for
effective aid. What is effective aid? What does aid ‘works’ even mean?

Claims that aid is wholly or largely responsible for impressive improve-
ments in human development in the past couple of decades are not
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credible. Indeed, it is not difficult to find examples where aid has even
been detrimental to countries and communities and where there may be
trade-offs in terms of positive and negative impacts. On the other hand,
the claim that aid has been entirely useless is equally difficult to sustain.

All of which suggests that there is not only a question of whether aid
works but under which conditions it works (or does not work). Research
has largely suggested (see later discussion) that the average effect of aid on
growth is modest. Further, in the types of study we review results can be
fragile and dependent on sample and variables used as well as approaches.
There are good theoretical reasons to think that aid may sometimes do
harm, or at least have undesirable side effects that could outweigh the
good impacts.® Studies might conclude that aid results in higher growth,
or even lower growth, but from a policy and aid programme design point
of view we need to know the reasons why aid has had whatever impact is
has, or the channels through which this impact has emerged.

With these points in mind, our book reviews the last ten years of research
on aid. The book is intended for a non-technical audience. We should say
restate that aid effectiveness has two somewhat parallel literatures: one on
processes or principles emerging from the Paris, Accra, Busan and Mexico
high-level meetings intended to make the aid system and aid practice more
effective overall (e.g. coordination, transparency and so forth), and one from
academic peer review journals (and elsewhere) that focuses on assessing if
or under what conditions aid is effective in achieving its stated outcomes,
particularly those related to economic growth or social development.

In this book, we have already referred to the former literature, and in
the next chapter will review the cross-country peer-reviewed, econometric
studies. The Paris process has been a valuable source of information on
aid effectiveness and, perhaps more importantly, has enabled some (lim-
ited) changes in the actions and attitudes of donors and recipients alike.
However, it has been based as much on expert opinion as research evi-
dence. While there may be a number of overlaps, we raise issues that are
absent from the Paris agenda and its successors, and bypass other areas
important to that agenda if we cannot find cross-country, empirical, peer-
reviewed evidence to support it.

In the next section, we discuss issues of definition and methodology
with a focus on causality and bias in the general sense. We explain our
decision first to rely on a narrow evidence base (the last ten years of
peer-reviewed, cross-country, empirical studies using econometric meth-
odology) and to focus on when rather than whether aid works for two
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particular purposes: to contribute to economic growth and social develop-
ment (which we define as education, health and poverty reduction). The
focus is largely on the former because the latter has few studies that meet
our criteria. We look at whether the public debate (and to some extent
expert policy discussions), which continues to assume that the evidence is
mixed as to aid’s effectiveness, is aligned with the latest evidence regard-
ing aid and its impacts on economic growth and social development. We
discuss the main methodological issues outstanding in the aid economet-
rics literature. In Chapter 4, remembering the caveats we laid out we seek
to draw signposts regarding when and where aid works. Because there
is a larger body of research, we focus here on aid and growth studies to
discuss under what conditions aid is most likely to work and outline areas
with signs of convergence and areas of divergence. We arrive at a set of
factors that are likely to play a role in determining when aid is most likely
to contribute to growth. Finally, in the conclusion, we briefly discuss how
our findings are relevant to policy debates.

The idea that aid does or does not ‘work’ is common shorthand in the
public policy debate, but focusing solely on that question is unhelpful for
two main reasons: definitional and methodological. Scholarly studies on
aid have long since moved on to the conditions under which aid works.

DEFINITIONAL PROBLEMS

A point of departure is what do we mean by aid ‘working’ or not? In
the context of growth, for example, is it higher growth than would have
been the case without aid? Or is it establishing the preconditions for
self-sustained growth without aid in the future? Or is it a contribution
to growth that represents value for money (however that is defined)?
Take for instance the econometric literature. If we find that the coef-
ficient of aid is statistically significant and positive, we conclude that aid
is effective and has been successful in stimulating growth. But does this
indicate success? It might, or it might not depending on how one defines
success. In our review below we are constrained by reviewing how the
literature has approached this question. We thus take aid ‘working’ or
‘effective aid’ to mean aid that contributes to, or is associated with,
even if only modestly, positive development outcomes such as economic
growth and social development. Of course the lack of a counter-factual
is the biggest barrier to ever knowing for certain the impact of aid (see
discussion below).
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What is aid? Qian (2014) discusses the heterogeneity of aid and this is
also an important point of departure:

Much of the existing literature examines aggregate ODA, which is a bun-
dle of many different types of aid... [AJid can differ in whether the donor
is a country or a multilateral agency, designated as humanitarian or non-
humanitarian, transferred as cash or in-kind, or spent in the donor or the
recipient country. Each aspect can influence how aid affects the recipient
country. Thus, examining the impact of aggregate aid confounds a bundle
of different and potentially offsetting mechanisms (p. 23).

In short, aid is delivered in many forms and, like foreign direct invest-
ment from private companies, has diverse and complex objectives and
motivations. It is quite plausible and, given the copious amounts of con-
flicting opinions on the subject, also probable that different types of aid
achieve (or do not achieve) different objectives. It is therefore meaningless
to ask whether aid works or not without first being clear what we mean by
‘aid” as well as ‘work’.

In this book we focus primarily on ODA as ‘aid’. We define ‘aid’ as
ODA on the basis that it accounts for the overwhelming majority of aid.
Of course ‘aid’ is broader than ODA. Most recent econometric studies we
refer to below use ‘Effective Development Assistance’ which is an aggre-
gate measure of aid flows which included all grants and grant equivalents
of loans. In short, a measure of concessional transfers to developing coun-
tries that emanate from governments of donor countries (funded by the
taxpayers of these countries) and that at least in principle or in claimed
intent are aimed at contributing to development.

Box 3.1 Types of ODA

Main aid modalities e Programme aid including budget support
(general or sector specific)
e  Project support
Support to/via NGOs
Support to/via public-private partnerships
Technical assistance
Grants
Concessional loans
Debt relief
e Equity purchase

Main types of ‘flow’

(Continued)
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Box 3.1 Continued

Objectives of aid Short-term human development results

e Capacity strengthening (institutional and human)
e Policy change

e Economic growth and poverty reduction

e Climate and other international public goods

L

Research and technological advance
Security concern
Donor benefit—primarily motivated by the
interests of the contributor
e Mutual benefit—in which the contributor hopes
to benefit as well as the recipient
e  Recipient benefit—charitable, no immediate
benefits sought for the contributor, although
long-term benefits expected from safer/wealthier
world
e  Global or regional spillover benefits—benefits
beyond specific borders of one country
Sectoral support e Social services and infrastructure (education, health,
water, government and civil society, peace and
security)
e  Economic services and infrastructure (transport,
communications, energy, banking)
e  Production (agriculture, industry, trade, tourism)
e Commodities and general programme support
(food, general budget support)
e Debt relief
e  Humanitarian
e Unspecified

Motivations for aid

Source: Authors

Box 3.1 gives a summary of the main modalities and flow types of ODA, of
their wide range of objectives (the specific aims of a stated intervention) and
motivations (the more general purpose behind the aid relationship), and of
the sectors in which aid interventions are generally made. In all of the rows
in Box 3.1 there will be plenty of overlap between the categories—they
are meant primarily to illustrate the diversity of intervention which compli-
cates the apparently simple question, does aid work? At one extreme, some
interventions might be quite short term, local, and with empirically verifi-
able outcomes (such as an attempt to reduce the prevalence of malaria in a
particular geographic location). At the other, some aid interventions may be
intended to support long-term change nationally, making progress hard to
measure (such as general budget support). There is no reason, a priori, why
all types of intervention should or should not work in general.
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METHODOLOGICAL PROBLEMS

Even once one has addressed definitional matters, the evidence may often
be questionable or simply not available for two main general method-
ological reasons: causality and research bias.¢

Causality

At the practical level, questions of attribution and causality are complex.
Emphasis is placed increasingly on output-level evaluations, which nar-
row the focus of what is evaluated to the methodological tools available.
Randomised controlled trials (RCTs) are thought by some to provide
the highest form of robust evidence and, although evolving, RCTs are
typically only possible for relatively micro-evaluations and therefore only
relevant for some types of aid intervention evaluation (e.g. does the intro-
duction of de-worming tablets improve school enrolments?).

The complexity of development policy and interventions is increasingly
being acknowledged. Ramalingam et al. (2008) look at the relevance of
complexity science to understand social, political, and economic phenom-
ena and note the extent to which the challenges of learning from mis-
takes and new ideas can inhibit progress. They argue that the literature
on evaluation is focused on technical argumentation, concluding that no
single method should claim a monopoly on providing policy-relevant evi-
dence, suggesting that RCTs have their place but should not dominate
the discussion.

Most importantly, effects can seldom be consistently and conclusively
attributed to aid flows, given that numerous other variables may have
overlapping impacts that are difficult to disentangle. Various studies note
the impossibility of conclusively establishing causality in evaluating aid
effectiveness, even at the intervention level. Scholars studying aid are very
aware of these issues; most studies and scholars explicitly acknowledge
such problems.”

Clearly, the further one goes beyond concrete project outputs, the
harder the evidence gathering and causation analysis becomes. Figure 3.4
seeks to illustrate this general rule, i.e. that the possibility of making mean-
ingful generalisations depends on the scope of the research question and
the size of the aid intervention being investigated (dark grey=very dif-
ficult; medium grey =difficult and potentially methodologically sensitive;
light grey =possible but still challenging).
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Fig. 3.4 Making generalisations on the impact of aid: illustrative research ques-
tions versus scope of aid. Source: Authors

Broadening the discussion beyond establishing causality, one
well-known paradox in the literature is the macro—micro paradox (first
outlined by Mosley 1987). This paradox was essentially that while stud-
ies were generally in agreement about positive effects of aid at the micro
level, studies in the late 1980s and 1990s (and beyond) found it diffi-
cult to show any systematic effect of aid on growth at a macro level. To
some extent, with caveats, this has changed over the last 5-10 years with
the majority of studies finding a macro-positive effect of aid on growth,
albeit usually modest and under specific conditions, as we shall see below.
A lesser discussed paradox (that may explain the macro—micro paradox to
some extent) is that aid is generally needed most where it is least likely to
be effective—in the very poorest countries and contexts.

Furthermore, aid’s consequences (both positive and negative) usually
go beyond those explicitly planned for or expected (see e.g. Newby 2010).
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As with all policy and financial interventions, aid interventions could be
judged not only against their stated objectives or ‘vision of success’ but
also on any possible unintended consequences.

Riddell (2007) carried out a review of the evidence on the intended and
unintended effects of aid, including at country level, and concluded that:

While the quality of the information and data contained in these studies
[donor studies of country impact] has certainly improved over time, with
some notable exceptions... the overwhelming majority of these studies pro-
vide insufficient information from which to draw firm conclusions about aid
impact at the country level — as most authors readily and explicitly acknowl-
edge. (p. 214)

This is a good summary, and is one of the reasons why drawing conclu-
sions about whether aid works or not has proven so difficult.

In terms of the type of evidence we used below—econometric studies—
there are a set of issues beyond the general discussion above.

The literature on establishing causality from observational data is large
in econometrics (see for example, Heckman 2008; Imbens and Wooldridge
2009 and in the context of aid, Chatelain and Ralf 2014; Deaton 2009;
Roodman 2004, 2007, 2008).

It is useful to focus on the main problem in terms of establishing the
unobserved counterfactual—what would have happened in the absence of
aid? The fundamental problem being that we do not have experimental
data (or quasi-experimental such as natural experiments) where you can
observe the counterfactual (untreated) other than in the case of the few
micro-questions where RCTs are plausible.

The issue of ‘reverse causation’ relates to the direction of the cause
and effect. For example, countries with poor growth historically tend to
get more aid.® Indeed, Briickner (2013) found that donors do tend to
give less aid to faster growing countries and that can produce a negative
correlation between growth and aid. A promising approach to deal with
this is that of Galiani et al. (2014), who develop a novel way of address-
ing this endogeneity-of-aid question (that countries with poor growth
histories tend to attract more aid). Galiani et al. ask what happens after
countries pass the World Bank’s International Development Association
(IDA) threshold.’

Another credible paper is that of Werker et al. (2009) who test the aid-
growth effect with oil price fluctuations (exogenously causing aid given by
oil-exporting donors).!?



ASSESSING AID: CONCEPTUAL AND METHODOLOGICAL ISSUES 41

Finally, there are a set of other issues relating to econometric studies
that should be noted. These include that (1) that the econometric lit-
erature on aid and growth only studies one ‘interactive term’ at a time
(aid x policy for example or aid xvolatility) when in all likelihood more
than one will be of importance to the aid and growth relationship!!; (2)
the magnitude of effect—even if the effect of aid is modest, theory sug-
gests that it may be critical if it is, for instance, successfully addressing
important market failures; (3) there are variables that affect both aid and
growth to deal with (known as ‘simultaneous causation’); (4) there are
omitted variables (there may be a factor that is missing in the analysis); (5)
mismeasurement (indicators used may be poor proxies for what they seek
to measure); and (6) studies do not have the same dataset so when one
compares, it is not comparing like with like in terms of countries and time
periods and /or findings may be driven by outliers or fragile to the coun-
tries or time periods included in the dataset. One could also reiterate the
broader questions of the judging of ‘success’ (see earlier discussion) and
the identification of channels of the effect of aid (and thus policy implica-
tions) as more important than if aid works or not.

Bias

If the causality problem were not already enough of a barrier to drawing
firm conclusions, there is also a problem of bias and institutional incen-
tives. Many studies of aid are conducted or funded by aid agencies them-
selves as was the review work for this book. How have we dealt with this?
In our review here we have tried to search and read the research evi-
dence in a balanced way and report both positive and negative studies and
most importantly make it clear exactly how we selected the studies we did
(see below). We have also asked a number of reviewers to comment on
earlier drafts and this book was peer reviewed in itself and in earlier ver-
sions as a Working Paper and an academic journal article (Sumner and
Glennie 2015; Sumner and Glennie 2015).

To be clear—we are not suggesting that those conducting studies
have given the agencies funding their work the answers they want to hear
(although that may sometimes occur). Rather that there may be insti-
tutional incentives in donor organisations to evaluate only/mainly the
direct/short-term effects of aid, in line with stated objectives, and poten-
tially to find more positive results by taking a narrower focus. Ebrahim and
Rangan (2010), for example, argue that donors can choose which results
they set out to measure, thus implying what they are and aren’t responsible
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for. This is not entirely unreasonable—donors aren’t responsible for
everything that happens—but it does allow a level of subjectivity to enter
what would ideally be an impartial analysis.

For example, Faust (2008) notes that the field of evaluation tends to
be highly focused at the technical and micro-analytical level, i.e. on inputs
and outputs, taking insufficient account of broader societal effects, and
that evaluators who depend financially on the donors they work for may
be compromised in making fully impartial assessments.!2

OUR APPROACH IN THIS REVIEW

The most obvious response to this problem is to limit the scope of the
research question i.e. not to ask whether aid works, but to ask whether
particular types of aid achieve better-specified outcomes, and of course
this is an approach that many have taken. In this book, we have largely
focused on one specific objective: how aid affects growth, with sub-focuses
on aid’s impact on health, education, and poverty reduction. These seem
to us to be the areas most amenable to the kind of cross-country review
we are interested in, with sufficient evidence on which to base a discussion
and make some generalisations with caveats.

But even with a more particular focus, the problems of causality and
bias dog attempts to generalise about whether aid ‘works’ or not. We
therefore take an approach to the evidence with the following research
question in mind: When does aid work? A priori, then we are assuming
that some aid interventions ‘work’ and others not and yet others have
negative consequences that outweigh their positive impacts.

We focus on the last ten years of aid research (see next section for our
reasoning), and look at cross-country, peer-reviewed, econometric studies
(see Table 3.1) on the basis that one needs to have a reasonably large set
of countries to make global-level generalisations (with caveats). This is not
a systematic review but a literature review based on one database and one
search engine and additionally the references within the papers generated
in the search. All studies chosen fit a set of criteria outlined below. Thus
the reader should note that we cannot guarantee that we have included
every single study, although that was our intention (see Annex for list of
studies used).

The review was conducted as follows: First, we searched Thomson Reuters
Web of Science database for peer-reviewed journal papers for the time period
of 1 January 2004 to present (the logic behind this cut-off date is explained
in the following section). We also searched the search engine Google Scholar
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Table 3.1 Search terms used and results

Web of Science since 1 Jan Gooygle
2004 (keywords in abstract  Scholar since

and/or title and/or 1 Jan 2010
keywords listed) (based on
keywords in
title)
“aid” OR “foreign aid” OR “aid 487 212

effectiveness” OR “ODA” OR “Official

Development Assistance” OR

“development aid” AND “economic

growth” OR “growth”

“aid” OR “foreign aid” OR “aid 190 228
effectiveness” OR “ODA” OR “Official

Development Assistance” OR

“development aid” AND “education”

“aid” OR “foreign aid” OR “aid 109 115
effectiveness” OR “ODA” OR “Official

Development Assistance” OR

“development aid” AND “health”

“aid” OR “foreign aid” OR “aid 166 259
effectiveness” OR “ODA” OR “Official

Development Assistance” OR

“development aid” AND “poverty”

from 1 January 2010 to capture working papers that are not yet in academic
journals (under the assumption that it can take up five years for papers to
reach journals—it can take even longer but five years is reasonable and man-
ageable). The search was based on a set of keywords (see Table 3.1).

Second, we selected studies from the long list of studies that met five
criteria:

1. Addresses one or more of the research questions: Does aid work or
not? Or when does aid work or not? Or when is aid more likely to
work or not?

2. Has an empirical basis that entails global coverage of developing
countries (not just a smaller sub-set of countries or coverage of one
or two regions).

3. Uses econometric methodology.

4. Was published following peer review (in a journal or as a working
paper).

5. Is available in English.
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Third, we also reviewed studies cited within the selected studies from
the search if they met the criteria (even if they did not appear in the origi-
nal search results).

The search process in its entirety generated a set of 72 papers that met
the criteria. Of these:

* 49 of these papers were on aid and growth and 29 of these papers
related to conditions under which aid is more likely to work or not.

e 6 papers were on aid and education.

e 11 papers were on aid and health.

e 6 papers were on aid and income poverty.

Within the papers there was some overlap where a paper addressed
more than one social development dimension and /or growth.

In this way we hope to present credible evidence upon which to build
some generalisations with caveats. It is important to reiterate that the find-
ings of studies we use are sensitive to their methodological specification
(as are all studies) and as such there is no absolute guarantee of quality
through peer review. But peer-reviewed is as good as it gets, especially if
the paper is in a reputable academic journal.

Next, given the amount of sometimes contradictory evidence even in
this more limited area of research evidence, our approach is to seek out
where the evidence converges. We argue that where there appears to be
some kind of convergence (broadly defined) we can be reasonably con-
fident about making generalisations. When all or the large majority of
evidence points in a particular direction, some ‘dos and don’ts’ of aid can
be made—not unchallengeable, but with a fairly strong body of evidence
behind them. By the same token, where there is divergence in the evidence,
we argue that we cannot make such generalisations, and should adopt cau-
tion. Any claims of certainty should be treated with care, especially when
they go beyond very localised and specific project analyses—this is a social
science after all and not physical science in a controlled laboratory.

NOTES

1. According to OECD-Development Assistance Committee (DAC)
(2014: 3), concessional development finance in 2012 for DAC plus other
reporting countries was $133.4bn and non-reporting countries was a
further $5.1bn making $138.5bn. One problem which illustrates some
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of the discussion in this section is that ODA aid figures exclude NGO

(Non-Governmental Organisation) and foundation aid except that which
is funded by ODA.

. See also Riddell (2007, 2014).
. As we explain later, we define ‘aid’ as ODA on the basis that it accounts for

the overwhelming majority of aid.

. Further, the data used—net ODA—includes emergency/humanitarian aid

which is likely to be proportionally more important in fragile and conflict-
affected states.

. Take for example, Dutch disease (aid inflows lead to exchange rate

depreciation and loss of competitiveness and falling export earnings,
possibly outweighing the aid inflow in value). Dutch disease can be
misleading as it is very static (economies move around a given produc-
tion possibility frontier between tradables and non-tradables). Aid is
rather about investments that move the frontier out over time. Further,
the evidence on the existence of Dutch disease is very mixed and will
depend on the level of aid, the host economy, and so forth. If aid is
invested in reducing transactions costs (e.g. better roads), health and
education (e.g. better human capital), then it becomes cheaper to pro-
duce (per unit); then any appreciation of the exchange rate matters less
so (and in any case will tend to occur as economies grow). Selaya and
Thiele (2010) find no empirical support for the idea that aid tends to
encourage Dutch disease. However, Rajan and Subramanian (2011) do
find substantial Dutch disease effects of aid.

. Here we discuss these issues in a general sense—later in the book we refer

specifically to econometrics.

. See later discussion on this with reference to econometrics.
. Poorer countries tend to get more aid per capita and this “allocation effect’

tends to bias estimates of aid’s impact in a negative direction (Dalgaard and
Hansen 2009). The standard practice (other than randomised controlled
trials) is to use instrumental variable regressions in an attempt to identify
exogenous variation in aid, and hence be able to infer a causal effect of aid
(see discussion of Bazzi and Clemens 2013). See also Carter (2014) for
discussion of the standard empirical methods employed in the study of
foreign aid and the potential for misleading results concerning the object
of interest—the long-run impact of aid.

. They find that crossing the IDA threshold slows growth and that is likely

due to aid. Once this is taken into account, they find with a sample of just
35 countries that after passing the threshold, every 1 % of aid /GNI raises
income per person by a third of a percentage point. A further promising
approach is that by Temple and Van de Sijpe (2014).
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10. They find a positive effect that is only statistically significant at the 10%
level, and is only externally valid for countries that receive aid from major
oil exporters.

11. Thanks to Mark McGillivray for this observation (and others).

12.  See also Pawson (2006) and White (1992).
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CHAPTER 4

Aid, Growth, and Poverty: An Empirical
Review of Cross-country Research

Abstract This chapter reviews empirical, cross-country studies of aid
effectiveness. We consider aid and growth and aid and social development
and identify areas of convergence and divergence in the literature

Keywords Aid e foreign aid e aid effectiveness ® Official Development
Assistance ® ODA e development aid

AID AND GROWTH: EARLIER GENERATIONS OF STUDY

The largest body of cross-country literature on the impact of aid is about the
relationship between aid and economic growth. Critiques of income-based
measures as proxies for development are long-running and indeed formed
much of the basis for the emergence of the ‘human development’ perspective
and greater interest in progress on the ‘ends’ of development such as educa-
tion, health, and nutrition (e.g. Seers 1972; Sen 1999; Streeten 1980; Stewart
1985). Nevertheless, income is important in measurements of human devel-
opment as an indirect indicator of other capabilities, and growth generates
resources that can then be used for social spending on human development.
A prevailing perception is that the aid and growth academic research
is contradictory. This has certainly been the case in some past periods.
However, an important trend has emerged over the last few years, namely
that many more studies than not report that aid does contribute to growth
in general, albeit modestly. This may represent a convergence in the
academic literature that has the potential to move the debate forward.
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One reason that findings on aid and growth have, in the past, been con-
tradictory is that the body of research has evolved (or oscillated) as more
and better data have become available and as methodological techniques in
econometrics have evolved. The result is that the current state-of-the-art
builds on several ‘generations’ of aid studies which were framed by the pre-
vailing methodologies used and datasets available at the time of publication.

The various ‘generations’ of aid studies are laid out in Arndt et al.
(2010) (see also the earlier review of McGillivray et al. 2006). Here we
detail the main contours of each ‘generation’.!

First generation studies, in the 1970s, focused on the extent to which
aid increases savings and investment in recipient countries. Second genera-
tion studies, in the 1980s and early 1990s, focused on the impact of aid
on growth via investment. Hansen and Tarp (2000) note that first genera-
tion studies generally concluded that aid does increase total savings and
second generation studies consistently indicate a positive link between aid
and investment. In all of the 131 studies reviewed by Hansen and Tarp
(2000), aid led to an increase in investment. In only one study was the
positive inflow of aid outweighed by a negative impact on domestic sav-
ings (in Gupta and Islam 1983) and only one out of 131 studies showed a
negative impact of aid on growth (in Mosley 1987). In short, only two of
131 studies were negative about the impact of aid.

A third generation of more than 60 studies followed from the mid-1990s
as much better data became available, which meant that studies could look
at changes across and within countries. New theories of economic growth
were incorporated and the aid-growth relationship was explored as poten-
tially non-linear. Studies also incorporated institutions and new econometric
methods. In terms of findings, one might call these a more mixed genera-
tion of studies than previous generations. In total, Stockemer et al. (2011)
identify this generation as ‘the conditionality literature’ with three iterations:
(a) a ‘good policy model™—aid works if the recipient government has ‘good’
policies (e.g. Burnside and Dollar 2000, 2004; Collier and Dollar 2002); (b)
a ‘medicine model’—aid works in the correct dosage but is ineffective if too
high or too low (e.g. Collier and Hoeffler 2004; Dalgaard et al. 2004 )%; and
(¢) an ‘institutions model’—aid works if the ‘right’ institutions are in place.

On the positive side, Hadjimichael et al. (1995), and Lensink and White
(2001) found aid and growth had a positive association. However, the issue
of diminishing returns was noted (e.g. Lensink and White 2001; Dalgaard
et al. 2004). On the negative side Boone (1994, 1996), focusing on aid,
policies, and growth found that aid did 7oz have a positive impact on growth.



AN EMPIRICAL REVIEW OF CROSS-COUNTRY RESEARCH 51

Burnside and Dollar (2000, 2004) argued that aid works in ‘good’
economic policy contexts (meaning orthodox fiscal, monetary, and trade
policies).? That aid always works in good policy environments was strongly
rejected by a range of studies even though those studies did find that aid
has stimulated growth (e.g. Easterly et al. 2004; Hansen and Tarp 2001).

Many studies in this generation have question marks over them due to
the fragility of findings. Roodman (2004, 2007) tested seven well-cited
aid and growth studies and found that all results were fragile, particularly
in relation to sample expansion, as well as different definitions of aid, dif-
ferent time periods, and other factors (those studies found to have fragile
results were as follows: Burnside and Dollar 2004; Collier and Dehn 2001;
Collier and Dollar 2002, 2004; Collier and Hoeffler 2004; Dalgaard et al.
2004; Guillaumont and Chauvet 2001; Hansen and Tarp 2001).

This generation of literature was inconclusive in identifying conditions
(such as policy) under which aid stimulates growth, and whether aid per
se results in more growth than would be the case without aid. The lasting
impact of this generation has been the incorporation of attempts to cap-
ture or test the importance of the policies of national governments on the
impact of aid, among other factors.

Aid and Growth: Studies Since 2004

There is a fourth or current generation of studies which we date from 2004
and onwards. Of course any cut-oft is going to be somewhat arbitrary. One
could also argue that the biggest turning point in the literature on aid effec-
tiveness was the 1997 publication of the World Bank working paper by
Burnside and Dollar (2000) or Dollar and Pritchett’s (1998) Assessing Aid.
Others such as UNU-WIDER (2014a) date this generation to 2008 due to
the Rajan and Subramanian (2008) study that extended the study of aid and
growth to consider the long-run effects of aid (up to 40 years) and found
no positive effect of aid overall across different types of aid and time periods.

Wehavedatedthisgenerationto2004onthebasisthatClemensetal.(2004)
was published that year. That study is, as Dalgaard and Hansen (2010,
p. 38) concur, the study that ‘pioneered the examination of disaggre-
gated aid in a cross-country setting[s]” and that issue of disaggregating aid
became an important feature of this fourth generation of studies.

We discuss those post-2004 studies as they relate largely to conditions
under which aid is more likely to work. Before, we discuss the well-known
studies to illustrate the balance of opinion.



52 AID, GROWTH AND POVERTY

The importance of the Clemens et al. study was cemented in its final
journal version (Clemens et al. 2012) which carried out a re-analysis
of the data from the Rajan and Subramanian (2008) study and two
other influential (by citation scores) aid-growth studies (Boone 1996;
Burnside and Dollar 2000, 2004 ). Clemens et al. (2012) convincingly
link existing disagreements on aid and growth studies to a time lag issue
(aid takes time to impact on growth) as well as types of aid. In so doing
they reconcile the three most cited aid-growth studies that formerly
were considered as having conflicted findings.

Clemens et al. (2012) offered two reasons for the previous disagree-
ments in aid econometrics. First, research measured the effect of aid on
contemporary growth whereas most aid-funded projects may take quite
some time to influence growth (they use examples of road building or vac-
cination programmes). They note that the impact of health and education
aid are difficult to discern and may impact over the very long term.*

Second, current growth will affect current aid and this leads to the ques-
tion of whether one is looking at correlation or causation. Clemens et al. note:

There is one broad finding from the regression specifications used in all of
these studies: aid inflows are systematically associated with modest, positive
subsequent growth in cross-country panel data. The principal reasons that
other studies have not observed this relationship are that they tested for aid
effects within an inappropriate time horizon, relied too much on weak or
invalid instrumental variables and looked at historical time series that were
too short. Most of the substantial disagreements in the literature’s most
influential studies disappear when aid is allowed to affect growth with a
lag, when only portions of aid relevant to short-term growth are tested for
short-term growth effects and when the historical time series under observa-
tion is extended to include all available data.—(2012, pp. 612-613)

In a somewhat similar vein, Minoiu and Reddy (2010) separate
types of aid and incorporate time horizons and find the impact of aid
on growth positive when one separates ‘developmental aid’ (aid which
secks to promote economic growth or other development objectives) and
‘non-developmental aid’ (all other aid) and allow for the effect of aid on
growth to occur over long periods. They find that developmental aid has
a large, positive effect on growth and non-developmental aid is mostly
‘growth neutral” and occasionally negative in terms of growth impact.

Such findings are consistent with the review by UNU-WIDER of ten
post-2008 peer-reviewed studies on aid and growth. UNU-WIDER takes
16 estimates from comparable models in those ten papers that:
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(1) refer to an average aggregate aid-growth relation for developing coun-
tries as a group; (ii) include data spanning at least 30 years; (iii) attempt to
address the endogeneity of aid [ meaning that aid flows could go to countries
doing badly or well creating spurious correlations between aid and growth];
and (iv) are accepted in a peer-reviewed economics journal since 2008.—
(2014a, p. 10)

The UNU-WIDER (2014a) exercise finds that the effect of aid on
growth is positive in all but two of the 16 estimates and there is a
statistically significant average effect across the set of studies.® The
two studies that do not find the positive effect of aid are: (1) Nowak-
Lehmann et al. (2012), who conclude that aid has an insignificant or
minute impact on per capita income. However, this study has been
called into question by a further peer review study, Lof et al. (2014)
which, using the same data and a different approach, finds a posi-
tive and statistically significant long-run effect of aid on income; and
(2) Herzer and Morrissey (2013) who argue that the effect of aid on
GDP depends on a trade-off which is country-specific, i.e. that aid
has a direct positive effect through financing investment but this can
be outweighed by an indirect productivity effect it aid exacerbates
growth-retarding factors such as poor governance. They conclude that
insofar as aid is used to finance investment, the overall effect on out-
put may therefore be positive and that cross-country differences can
be explained by differences in law and order, religious tensions, and
government size.

In sum, the primary finding of this fourth generation of papers
is that aid does—on average—contribute to economic growth and
increased per capita income, but generally in the longer run and often
only modestly. If one assesses aid over a short time horizon, its effects
on growth and other macroeconomic indicators are variable and some-
times negative. Even important achievements in one sector might not
have immediately positive impacts on the economy; for instance, it is
possible that the initial impacts of disease eradication on per capita
income may be negative due to increases in population and depen-
dency ratios (Acemoglu and Johnson 2007). The lasting impact of this
generation of aid studies has been to emphasise these time lags and
cumulative effects of aid.¢

One paper worth noting is Mekasha and Tarp (2013), who conduct a
‘meta-analysis’ of 68 published studies. This meta-analysis seeks to take
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the body of existing empirical literature and assess whether the effect
of aid on growth is significant and genuine, meaning not produced by
‘publication bias’ due to authors’ propensity not to publish negative
studies or to play down negative results. This is the claim of a previ-
ous meta-analysis of the same 68 studies by Doucouliagos and Paldam
(2008 and see also 2006, 2009, 2010, and 2011) which argued that the
literature had failed to show a positive and statistically significant effect
of aid on growth. As Temple (2010, pp. 4506-7) notes, there may be
a counter bias at work as journals want to publish studies that say aid
doesn’t work because of the interest in counter-intuitive or surprising
research findings.

Mekasha and Tarp (2013) conclude that the accumulated empirical evi-
dence shows that aid has had a positive and significant impact on growth
on average. They argue that Doucouliagos and Paldam’s findings were
due to inappropriate measurement and weighing of the average effect of
aid (as well as errors in data entry and coding).

Before concluding that the debate is closed on aid and growth, it is
important to remember the caveats one ought to place on growth regres-
sions as noted earlier. And because of such issues, Roodman (2014) dis-
putes Clemens et al. (2012). However, the critique is replied to by two
of the authors of the Clemens et al. study, in Bazzi and Bhavnani (2014)
who replicate his analysis and reveal that Roodman’s null results arise spu-
riously, from running regressions that by design have no power to reject
the null.

In a similar vein, Doucouliagos and Paldam (forthcoming 2015) dis-
pute Mekasha and Tarp’s meta-analysis (2013) but do note that the small
positive effect of aid on growth in the average study is real but a con-
sequence of the ‘publication selection bias’. Further, Chatelain and Ralf
(2014) argue that findings are fragile or spurious to outliers, or the impact
of aid is close to zero.

Nevertheless, the assertion that aid generally contributes to economic
growth, while not proven beyond doubt, is now less contentious in the
academic literature than is currently recognised in public policy debate.
That is not to say that there is an absolute consensus, or that there are
not important unresolved questions that would need addressing to claim
unequivocal proof, but that aid’s critics are currently in the academic
minority.
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A1D AND SOCIAL DEVELOPMENT

Next, we turn to aid and social development. In this section, we take a cut-
offas 2004 for consistency with the previous discussion on aid and growth.
We define social development as education, health, and poverty reduction.
Here we discuss the studies that were part of our literature review.

As with the aid and growth literature, there is some convergence in
cross-country studies on the positive impact of aid on social sectors,
although generalisations are complicated by three factors:

e There are far fewer cross-country studies.

e The quality and longevity of social data is weaker.

e ODA (Official Developemnt Assistance) has focused on health in
LICs (Low Income Country) but on education in MICs (Middle
Income Country), which affects findings (Baulch and Vi An Tam
2013).

The net result of the above factors is that claims to any convergence
in social sector studies are not going to be as evident as with aid and
growth. There are two studies in recent years which are particularly worth
discussing.”

First, Arndtetal. (2014) show in a cross-country study that aid has reduced
poverty across a range of social indicators. They find that an annual average
aid inflow of 5 % of GDP would be expected to increase growth by 1.5 %,
reduce poverty by 9 %, raise schooling by 1.4 %, raise life expectancy by four
years, and reduce the infant mortality rate (IMR) by 20 in every 1000 births.
Second, Hirano and Otsubo (2014) find that aid in social sectors (education,
health, and water and sanitation spending) directly and significantly benefits
the poorest and aid in economic sectors (transportation, energy and com-
munications, and financial infrastructure) increases the incomes of the poor
via growth. Further, they find strong evidence that aid reduces inequality
which is of importance because the impact of aid on inequality mediates the
impact on monetary poverty (and perhaps could be seen as a parallel to how
Dutch disease or growth-retarding factors such as poor governance noted by
Herzer and Morrissey may mediate the impact of aid on growth).

Table 4.1 shows other studies for education, health, and poverty. It
suggests more convergence on education and in monetary poverty than in
health. However, given the very limited number of cross-country studies
it is harder to come to any definitive declarations in this area than it is with
economic growth.
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Table 4.1 Studies of education, health and poverty, and aid impacts

Sector

Positive impact of aid found

No impact/negative impact/
mixed impact of aid found

Education

Arndt et al. (2014) find that aid has a
causal effect on average years of
schooling, and secondary schooling in
particular and that an average

annual aid inflow of 5 % of GDP

over the period of 1970-2007

would be expected to augment
average schooling by 2.8 years.
Birchler and Michaelowa (2013) show
that education aid has a modest
impact on primary school enrolment.
Christensen et al. (2011) find that
bilateral education aid related to
primary education has a modest
impact on primary school enrolments.
d’Aiglepierre and Wagner (2013) find
that aid for primary education has a
strong positive effect on primary

school enrolments (and gender parity).

Diminishing returns also reported.
Governance variable did not have an
impact.

Dreher et al. (2008) show aid for
education increases primary school
enrolment but by modest amount.
There is no significant impact of
governance or democracy.
McGillivray et al. (2011) find that aid
improves education (primary
education completion), though
more so for better-off consumption
groups than the poorest.
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Sector Positive impact of nid found No impact/negative impact/
maxed impact of wid found
Health Afridi and Ventelou (2013) find that Masud and Yontcheva

health aid reduces adult mortality.

Arndt et al. (2014) find that an
average annual aid inflow of 5% of
GDP over the period of 1970-2007
would be expected to reduce the
IMR by 14 in every 1000 births.

Chauvet et al. (2013) find that health
aid significantly reduces child and
infant mortality.

Gomanee et al. (2005) find that aid
contributes to reducing infant
mortality and improving the Human
Development Index and aid is more
effective in countries with lower
levels of human development.
Kizhakethalackal et al. (2013) find
that multilateral health aid reduces
infant mortality but loses its
effectiveness in countries with

high infant mortalities.

McGillivray et al. (2011) find that
aid improves child mortality,
though more so for better-oft
consumption groups than the
poorest groups.

Mishra and Newhouse (2009)
find that health aid has a small
beneficial effect on infant mortality
and that doubling per capita
health aid is associated with a 2 %
reduction in infant mortality.

(2005) find that bilateral
aid does not reduce infant
mortality but that NGO aid
does.

Mukherjee and
Kizhakethalackal (2013)
find that the overall effect
of health aid on infant
mortality is not significant
overall, but health aid
reduces infant mortality
rates only after a threshold
in education has been
reached.

Wilson (2011) finds no
effect of health aid on
infant or child mortality.
Williamson (2008) finds
that health aid is ineffective
at improving child mortality
and other health indicators.

(continued)
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Table 4.1 (continued)

Sector Positive impact of nid found No impact/negative impact/
maxed impact of aid found
Income/ Alvi and Senbeta (2012) find that aid Chong et al. (2009) find no
expenditure inflows reduce the $1/day poverty effect of aid on poverty
poverty headcount and poverty gap. Further, headcount or poverty

multilateral aid and grants reduce
poverty but bilateral aid and
loans do not.

Arndt et al. (2014) find that aid reduces
$1.25 and $2 poverty (2005 PPP) and
show an average annual aid inflow of 5 %
of GDP over the period of 1970-2007
would be expected to reduce $1.25 /day
(2005 PPP) poverty by 15 percentage
points.

Hirano and Otsubo (2014) find that aid
in social sectors (education, health, and
water and sanitation spending) directly
and significantly benefits the poorest and
aid in economic sectors (transportation,
energy and communications,

and financial infrastructure) increases the
incomes of the poor via growth.

Kaya et al. (2013) find a significant
relationship between agricultural aid and
$1/day poverty reduction.

Mosley et al. (2004) find that a
combination of growth, public spending
priorities, inequality, and corruption
determine the effectiveness of aid in
reducing $1/day poverty.

severity.

Sonrce: Authors
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All six studies on aid’s effect on education outcomes are positive, albeit
modestly so (see Table 4.1). However, cross-country studies of health are
somewhat more mixed and this may relate to the number of inputs that
impact on health versus the arguably less complex area of school enrol-
ments or even school completion. Seven of the available eleven health and
aid studies suggest that aid has positive outcomes. Four studies are mixed
or negative. Finally, on monetary poverty and aid there are six studies of
which five are positive about the effect of aid on poverty.

Studies in education find that aid in the education sector has contrib-
uted to increased school enrolments and completion rates, albeit mod-
estly: Arndt et al. (2014) find that aid has a causal effect on average years
of schooling, and secondary schooling in particular and that an average
annual aid inflow of 5 % of GDP over the period of 1970-2007 would
be expected to augment average schooling by 2.8 years. Birchler and
Michaelowa (2013) show that education aid has a modest impact on pri-
mary school enrolment. Christensen et al. (2011) find that bilateral edu-
cation aid related to primary education has a modest impact related to
improved primary school enrolments. D’Aiglepierre and Wagner (2013)
find that aid for primary education has a strong positive effect on pri-
mary school enrolments (and gender parity). Diminishing returns are also
reported. Dreher et al. (2008) show that aid for education increases pri-
mary school enrolment but by a modest amount. And McGillivray et al.
(2011) find that aid improves education (primary education completion),
though more so for better-off consumption groups than the poorest.

In health, seven studies identified find that health and aid have a positive
association. Afridi and Ventelou (2013) find that health aid reduces adult
mortality. Arndt et al. (2014) find that an average annual aid inflow of 5 %
of GDP over the period of 1970-2007 would be expected to reduce the
IMR by 14 in every 1000 births. Chauvet et al. (2013) find that health
aid significantly reduces child and infant mortality. Gomanee et al. (2005)
find that aid contributes to reducing infant mortality (and improving the
Human Development Index) and aid is more effective in countries with
lower levels of human development. Kizhakethalackal et al. (2013) find
that multilateral health aid reduces infant mortality but loses its effective-
ness in countries with high infant mortalities. McGillivray et al. (2011) find
that aid improves child mortality, though more so for better-off groups
than the poorest. And Mishra and Newhouse (2009) find that health aid
has a small beneficial effect on infant mortality and that doubling per capita
health aid is associated with a 2 % reduction in infant mortality.
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Masud and Yontcheva (2005) find that bilateral aid does not reduce
infant mortality, but that NGO aid does. Mukherjee and Kizhakethalackal
(2013) find that the overall effect of health aid on infant mortality is not
significant overall but health aid reduces infant mortality rates only after
a threshold in education has been reached. Wilson (2011) finds no effect
of health aid on infant or child mortality. And Williamson (2008) finds
that health aid is ineffective at improving child mortality and other health
indicators.

Finally, on monetary poverty five studies are positive about the effect of
aid on poverty: Alvi and Senbeta (2012) find aid inflow reduces the $1 /day
poverty headcount and poverty gap. Further, multilateral aid and grants
reduce poverty but bilateral aid and loans do not. Arndt et al. (2014) find
that aid reduces $1.25 and $2 poverty (2005 Purchasing Power Parity
(PPP)) and show an average annual aid inflow of 5 % of GDP over the
period of 1970-2007 would be expected to reduce $1.25/day (2005 PPP)
poverty by 15 percentage points. Hirano and Otsubo (2014) find that aid
in social sectors (education, health, and water and sanitation spending)
directly and significantly benefits the poorest and aid in economic sectors
(transportation, energy and communications, and financial infrastructure)
increases the incomes of the poor via growth. Kaya et al. (2013) find a
significant relationship between agricultural aid and $1 /day poverty reduc-
tion. Mosley et al. (2004) find that a combination of growth, public spend-
ing priorities, inequality, and corruption determines the effectiveness of aid
in reducing $1/day poverty. However, Chong et al. (2009) find no effect
of aid on poverty headcount or poverty severity.

What is there to conclude from this small set of studies? The number
of studies that find aid isn’t effective is in the minority, but given the rela-
tively few studies it is difficult to sustain definitive statements.

SUMMARY

We have reviewed the last ten years of peer-reviewed cross-country analy-
ses on the impacts of aid on first growth and then social development,
namely education, health, and poverty reduction. In the first case, there is
more convergence today than previously that aid has positive impacts on
growth on average, albeit modest. With regard to the social sectors there
are relatively few studies so caution is required other than to say that the
cross-country education aid studies are positive, as are studies on income
poverty (bar one) and that health aid studies are somewhat more mixed
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overall, although most are positive. What is worth noting is that even the
smallish number of studies that do exist point towards the need to separate
types of aid and types of country context.

The findings, particularly with regard to aid and growth, are worth
reflecting on. They imply that the decades-old discussion about aid and
growth is, at least for now, somewhat in abeyance, with the optimists hold-
ing the upper hand with regard to the evidence, albeit with one big quali-
fication, namely that the contribution of aid to growth is modest. It seems
that this latest evidence has yet to percolate into public discourse, which is
still somewhat dominated by the binary yes/no debate.

However, here we must return to our caveats. At the outset we sug-
gested a cautionary approach to this body of evidence and we maintain
that it is necessary here—even if there is more agreement than in previous
generations of studies, the problems with the evidence base remain and
statements such as ‘aid supports economic growth/social development’
remain problematic. We would argue that it is better to say that aid can
support growth and social progress, and then to consider the conditions
under which that is most likely. This is precisely the question to which we
turn in the following section, focusing only on aid and growth studies
due to the limited number of studies we found that are related to social
development.

WHaEN Is Aipb Most LIKELY TO WORK?

We have looked at studies of the effects of aid on economic growth and
social development and we have suggested that insofar as it is sensible to
generalise at all, the evidence implies overall a positive relationship, albeit
modest, between aid and growth at least, and too little cross-country evi-
dence on social development to make generalisations. In this section we
focus solely on growth and aid because of the paucity of studies of the
impact of aid on social development that meet our criteria.

As we noted previously, recent generations of aid and growth studies
point towards a set of conditions as to when aid is most likely to work.
Radelet (2006, p. 11) sums this up when he states that aid has ‘a con-
ditional relationship with growth, helping to accelerate growth under
certain circumstances’. He identifies three subcategories whereby aid’s
impact on growth depends on ‘the characteristics of the recipient country,
the practices and procedures of the donors, or the type of activity that the
aid supports’.
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Integrating more recent evidence and reordering somewhat, we argue
that these categories can be reduced to two:
First, country context—meaning specifically:

e The characteristics of the host economy—e.g. human development
levels, aid levels, financial development levels, or the governance
context (political stability, quality of democracy, decentralisation,
and so forth).

¢ The national government’s policies—e.g. the role of complementary
government policies such as the level of social spending or macro-
economic policies pursued.

Second, aid management—meaning specifically:

e The characteristics of aid—including the type of aid (for example,
modality or sector) and aid governance, such as donor and recipient poli-
cies and approaches (this is potentially where much of the Paris/Busan
agenda is relevant).

Not all these factors will matter in every situation of course and it is
also essential to note that many studies suggest that one of the areas or
sub-areas is the relevant one and that the other areas are largely irrelevant.
Our purpose here is best illustrated in Table 4.2 where we have applied
this approach to the aid and growth literature to illustrate how it can be
divided into areas where there are (a) areas with convergence and (b)
areas with little or no convergence or simply insufficient evidence to make
any judgement. There are a number of areas one might expect to read
about in a discussion of aid effectiveness (e.g. aid transparency), but if
such themes are absent, it is because there is no evidence of the type used
in our review (i.e. peer-reviewed, cross-country studies) upon which to
build a judgement.

In each of these areas we consider whether there are signs of conver-
gence or divergence/insufficient studies to make a judgement. We define
these as follows:

e Signs of convergence: multiple studies converge on a broad area
being of importance to when aid is effective in encouraging growth.

e Signs of divergence: insufficient studies to make any judgement or
multiple studies on a broad area with substantial disagreements.
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Table 4.2 Summary of the conditions that are supportive to aid effectiveness for
economic growth

Conditions Signs of convergence? Signs of divergence or too little
evidence to form judgement?

Country context
la. Characteristics ~ Levels of aid (six studies): Aid is more

of the host effective if it is not too low and not
economy too high as a proportion of GDP or
GNIL

Domestic political institutions (five
studies): Aid effectiveness is
determined by domestic political
institutions in recipient countries.

1b. The recipient Macroeconomic policies (seven
government’s studies): Certain
policies macroeconomic policies make

aid more effective.

Aid management
Characteristics of  Aid composition (eight studies): The — Grants or loans (two studies):
aid and policies effectiveness of aid depends on what  Aid is more effective if
governing it the aid is intended for. grant-based.

Aid volatility and fragmentation

(8 studies): Aid effectiveness

is improved if aid is stable.

Aid effectiveness is diminished

by the presence of multiple donors

in a given country.

Source: Authors

Note: Some studies cover more than one issue

We recognise that this categorisation has an element of authors’ subjectiv-
ity and so the purpose here is not to take the categorisation as absolute but
to order studies in a useful way to inform discussion and map the literature.

Aveas with Signs of Convergence

Country Context

One area of convergence regarding aid effectiveness in supporting growth
is that it depends to a very large extent on the country context of the
recipient, i.e. the characteristics of the recipient country and national gov-
ernment policies. There are two areas in particular where there are signs
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of'a convergence: existing levels of aid and domestic political institutions.
In contrast, there are no evident signs of convergence in the areas of mac-
roeconomic policies. The following points outline the evidence on each:

Levels of aid: aid is more effective if it is not too low and not too high as a
proportion of GNI or GDP3
Some studies identify minimum thresholds for aid to be effective:

Gyimah-Brempong et al. (2012) find a negative partial growth effect
of aid at low levels of aid but a positive effect when the ratio of aid-
to-GNI reaches a threshold of between 6.6 and 14.4 %.

Kalyvitis et al. (2012) find that ratio of aid-to-GDP should exceed
3.4 % of a recipient’s GDP to boost growth.

Wagner (2014) finds for countries with higher levels of macroeco-
nomic vulnerability, that the marginal impact of aid is zero or nega-
tive until an aid-to-GDP ratio of 2 %, at which point marginal returns
become positive and the impact of aid on growth increases as aid
rises up to an aid-to-GDP ratio of 12 %, after which marginal returns
to aid become negative.

Other studies identify a maximum threshold level for aid to be effective:

Alvi et al. (2008) find that aid is not effective above an aid-to-GDP
ratio of 4%.

Clemens et al. (2012) place the inflection point of decreasing returns
at an aid-to-GDP ratio of 15-25%.

Islam (2005) finds that the returns to aid become negative at higher
levels of aid inflows; in particular, the ‘turning point’ is at an aid-to-
GDP ratio of 5.8%.

Wagner (2014) finds that for countries with a low level of macro-
economic vulnerability, aid has a significant impact on growth and
the marginal effectiveness of growth rapidly diminishes and becomes
negative as the ratio of aid-to-GDP rises above 2 %.

Institutions: aid effectiveness is determined by domestic political institutions.
Studies focus on various aspects of political institutions:

Angeles and Neanidis (2009) find that aid is less effective for GDP
per capita growth if there is a local elite with extensive political and
economic power that has little concern for the rest of the population.
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¢ Baliamoune-Lutz and Mavrotas (2009) find strong evidence that
social capital and institutions enhance aid effectiveness.

e Dovern and Nunnenkamp (2007) surprisingly, find that aid is more
effective in badly governed recipient countries.

e Islam (2005) finds that aid is only effective in a politically stable envi-
ronment and is ineffective in an unstable environment.

e Lessmann and Markwardt (2012) find that aid contributes to growth
in centralised developing countries and is less effective or even harm-
ful in decentralised countries.

Aid Management

Turning next to aid management, there is some kind of convergence in
these areas: aid composition, aid volatility, and fragmentation. In contrast,
there is no convergence when it comes to the question of grants versus
loans. The following points outline the evidence on each:

Composition: the effectiveness of aid depends on what the aid is intended for
Studies focus on objectives, sectors, modalities, and time horizons of aid:

e Annen and Kosempel (2009) find that technical assistance has a posi-
tive impact on growth (except in countries where aid is highly frag-
mented) and non-technical assistance has no statistically significant
impact on growth.

e Clemens et al. (2012) find that aid effectiveness is related to the
composition of aid when it is directly aimed at affecting growth
(building roads, ports, and electricity generators, or supporting agri-
culture) and that ‘early-impact’ aid (budget support or ‘programme’
aid, project aid given for real sector investments for infrastructure or
to directly support production in transportation, communications,
energy, banking, agriculture, and industry) is found to be more
effective than other types of aid (technical cooperation, social sector
investments, humanitarian assistance, donors’ administrative costs,
and development awareness programmes) in contributing to growth.

e Dovern and Nunnenkamp (2007) find that short-impact aid is more
effective but the results are fragile to changes in the specification.

® Feeny and Ouattara (2009) find that aid is effective for agriculture
growth in income per capita but weak for industrial growth.

e Kayaetal. (2012) find that of four categories of aid (agricultural aid,
social infrastructure aid, investment aid, and non-investment aid),
that aid which is directed to the agricultural sector of developing
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countries is positively and significantly related to growth and can
affect economic growth in the short run. Other types of aid are not
found to be significant in impact on growth or findings are mixed.
Minoiu and Reddy (2010) find that ‘developmental aid” (which is aid
which seeks to promote economic growth or other development objec-
tives) is more effective than ‘non-developmental aid’ (all other aid).
Ouattara and Strobl (2008) find that of the four aid modalities inves-
tigated (project aid, financial programme aid, technical assistance
grants, and food aid), project aid positively and significantly affects
growth but with diminishing returns and financial programme aid
generally impacts on growth negatively, while the impacts of techni-
cal assistance and food aid are statistically insignificant.

Rajan and Subramanian (2008) do not find any evidence that short-
impact aid is more effective than other aid. However, Bazzi and
Clemens (2013) show these findings rest on weak and invalid instru-
mental variables.

Volatility and fragmentation: aid effectiveness is improved if aid is stable
and concentrated.’
Most studies focus on the impact of aid volatility on effectiveness:

Bulir and Hamann (2007) find the positive impact of aid is limited
by aid volatility.

Chervin and van Wijnbergen (2009) find that the volatility of aid
flows is negatively related to growth and if aid volatility is controlled
for, aid has a positive impact on economic growth.

Hudson and Mosley (2008) find that aid volatility as a whole reduces
growth but not in a uniform way.

Kodama (2012) finds that aid unpredictability drastically hinders aid
effectiveness in terms of long-run growth.

Markandya et al. (2010) find that in the long run, aid volatility is
negatively correlated with economic growth but this impact is more
evident in low-income countries and countries with weak institu-
tions. The impact is not present in middle-income countries and
developing countries with strong institutions.

Some studies focus on aid fragmentation:

Annen and Kosempel (2009) find that where aid is less fragmented it
will have a larger impact on growth than more fragmented aid.
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Djankov et al. (2009) find that aid effectiveness is diminished by the
presence of multiple donors in a given country because donor frag-
mentation is associated with greater domestic corruption.

Kimura et al. (2012) find that aid concentration (the opposite of aid
fragmentation) improves the effectiveness of aid for growth.

No Evident Signs of Convergence

Having looked at the areas where there is convergence in the literature
around key aspects of aid effectiveness, we now list two areas where there
is little or no convergence.

Country Context
Macroeconomic policies: certain macroeconomic policies make aid more
effective.t’

Studies focus on the extent to which an orthodox macroeconomic pol-
icy framework is associated with aid effectiveness:

Alvi et al. (2008) find that there is a macroeconomic policy threshold
(based on a policy index of the following variables: budget surplus,
trade openness, and inflation) after which aid is effective for GDP
per capita growth.

Chatelain and Ralf (2014) find that the Burnside-Dollar aid-policy
result is fragile if four observations are removed (in particular three
observations from Botswana).

Collier and Dollar (2004), building on Burnside and Dollar (2000)
find that ‘good’ economic policy (orthodox economic policies)
improves aid effectiveness.

Dalgaard et al. (2004) find that the effectiveness of aid is not con-
ditional on ‘good’ economic policy (as defined by Burnside and
Dollar).!t

Easterly et al. (2004) find that the Burnside-Dollar aid-policy result
is fragile when the dataset is expanded (by years and countries).
Islam (2005) finds that aid is only effective in a politically stable
environment irrespective of the quality of economic policies and is
ineffective in an unstable environment even in the presence of ‘good’
economic policies.

Tan (2009) finds that ‘good policy’ (budget surplus, inflation, and
trade openness) actually reduces aid effectiveness in terms of the
long-run growth rate.
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Aid Management
Grants or loans: aid is more effective if grant-based.
Studies focus on the extent to which aid is concessional or not:

e Cordella and Ulku (2007) find that higher aid concessionality is
good for growth.

¢ Dovern and Nunnenkamp (2007) argue that grants are not superior
to loans and rather that the effect of an increase in the loan-to-GDP
ratio is considerably larger than an increase in the grants-to-GDP ratio.

In sum, there are some clear areas of convergence and divergence in the
research on aid and growth reviewed.

NOTES

1. Throughout when we say aid has a positive or negative impact we mean a
statistically significant positive or negative impact has been found.

2. On this model see later studies and reviews: Islam 2005; Gyimah-Brempong
et al. 2012; Wagner 2008 and also Feeny and de Silva 2012; Feeny and
McGillivray 2011.

3. Burnside and Dollar (2000) constructed a ‘policy index’ based on the bud-
get surplus relative to GDP, inflation and trade openness. They also included
a number of political and institutional indicators such as financial develop-
ment by M2/GDP, ethno-linguistic fractionalisation, assassinations, and a
measure of institutional quality.

4. Asiedu and Nandwa (2007) find that aid to primary education enhances
growth in low-income countries but aid flows to higher education enhances
economic growth in middle-income countries. However, that the positive
impact of aid is hidden in aggregate analysis.

5. The 16 estimates are from ten papers as follows: Rajan and Subramanian
(2008); Minoiu and Reddy (2010); Arndt et al. (2010); Clemens et al.
(2012); Kalyvitis et al. (2012); Nowak-Lehmann et al. (2012); Lessmann
and Markwardt (2012); Briickner (2013), Herzer and Morrissey (2013);
and Arndt et al. (2014).

6. This may particularly be the case in the social sectors such as education and
health.

7. See also: UNU-WIDER (2014b) review of aid and social sectors at both
macro and micro levels. For a review of aid and health studies see, in particu-
lar, Martinez-Alvarez and Acharya (2012). For a detailed review of aid and
education studies see, in particular, Riddell (2012).
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8. See also Feeny and McGillivray’s (2011) review of studies on these
thresholds.

9. See also Hudson (2012) in particular for a literature review and discussion
of which aid is most volatile.

10. We argue that there are signs of convergence on the importance of institu-
tions but not macroeconomic policy, but clearly the two are related and not
separable (in fact Dollar replaced the policy index with measures of institu-
tions in later work).

11. Dalgaard et al. (2004) also find that the magnitude of aid effects depends on
climate-related circumstances.
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CHAPTER 5

Conclusion

Abstract This chapter provides a conclusion of our review of aid eftec-
tiveness. We argue that areas of convergence and divergence in the litera-
ture reviewed have implications for aid effectiveness.

Keywords Aid e foreign aid e aid effectiveness ® Official Development
Assistance ® ODA e development aid

In this book we have reviewed the last ten years of cross-country, economet-
ric, peer-reviewed evidence on the relationship between aid and (1) growth
and (2) social development. We have done so with a view to generate infor-
mation on when aid is more likely to work. We argue that rebooting the aid
effectiveness debate in this way is coherent with the nature of the evidence,
which suffers from both definitional and methodological problems.
Broadly speaking, we have found that the most recent studies, over the last
decade, have been more positive on the role aid can play in these areas than
previous generations which should, for now at least, give aid’s critics some
pause for thought. The public debate, which often seems divided between the
pro- and anti-aid camps, has some way to go to catch up with the balance of the
evidence. However, we have also cast further doubt on the legitimacy of gener-
alised ‘aid works’ and ‘aid doesn’t work’ claims. In our breakdown of what the
empirical, cross-country, peer-reviewed evidence suggests on the effectiveness
of aid, with a particular focus on the growth literature, we propose a set of fac-
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tors that determine when aid is most likely to work. We have found it useful to
break down the conditions governing aid’s effectiveness into two categories:
(1) the country context, meaning the characteristics of the recipient country
and national government policies and (2) aid management, meaning the char-
acteristics of aid and donor policies and practices.

Of the generalisations we felt able to make based on the literature, it is
worth discussing the following five issues that may have direct relevance for
policy decisions on aid and for the Paris/Busan aid-effectiveness discussions.

A1D LEVELS AND AID EFFECTIVENESS

It is logical that aid is likely to have diminishing returns as it grows relative
to the size of the economy or government expenditure, even turning nega-
tive. The last decade of evidence backs this up. Evidence also suggests that
aid at low levels may have little impact on growth. Perhaps unsurprisingly,
given the scope of the exercise and varying methodologies, there are dif-
ferences about the precise level below or above which aid is ineffective in
promoting growth, which is why we have grouped this condition together
under the broad heading ‘Aid levels and aid effectiveness’. This is an impor-
tant finding not because it is surprising—it should not be—but for the
neglect that there has been in policymaking circles of this critical element of
aid effectiveness. In the most important aid-effectiveness process, the Paris
agenda and its successor meetings, the issue has barely merited a mention,
and there appears to be no mechanism whereby donors and recipients can
analyse appropriate aid levels and moderate them up or down according
to effectiveness criteria. Instead, there appears to be a generalised push for
more aid for the poorest and less aid for countries reaching middle-income
status, a policy seemingly directed more by political concerns than by the
aid-effectiveness evidence. Unlike other contextual issues, the aid levels issue
is an area entirely susceptible to concerted action by donors and recipients.

DoMmEesTic POLITICAL INSTITUTIONS AND AID
EFFECTIVENESS

It is not a surprise that some of the batch of papers we have reviewed
emphasise the role of domestic political institutions. This has been an
article of faith for most aid practitioners for at least a decade or so (see
Booth’s 2011 summary of broader evidence than we cover here). What
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kind of domestic political institutions exactly are likely to increase aid
effectiveness is less clear. Political stability and the levels of decentralisa-
tion are two issues that the evidence points towards.

A1D COMPOSITION AND AID EFFECTIVENESS

We find that a further issue is the composition of aid in terms of aid objectives,
sectors, modalities and time horizons. In short, the effectiveness of aid depends
on what the aid is intended for. For example, aid effectiveness for growth is
improved if aid focuses on ‘developmental aid” (which is aid which seeks to
promote economic growth or other development objectives) rather than ‘non-
developmental aid’, or the composition of aid is directly aimed at affecting
growth (building roads, ports and electricity generators or supporting agricul-
ture) or focused on agricultural aid. Further, budget support/“programme’ aid
and project aid given for real sector investments is likely to be more eftective for
growth than other types of aid, but caution is required as aid in other sectors
such as health and education may only affect growth after a long period of time
and thus may be difficult to detect rather than be non-existent.

A1ID VOLATILITY AND AID EFFECTIVENESS

If our first finding, on aid levels, is almost entirely absent from the dominant
aid-effectiveness debates, our finding on aid volatility is ubiquitous in them.
Reducing aid volatility and fragmentation has been a key feature of the Paris
agenda. Unfortunately, the focus on it has not led to significant improve-
ments. According to the 2011 Paris Declaration Monitoring Survey, only
43% of aid was predictable in 2010, compared to 42 % in 2005, and there was
a similarly disappointing increase in the use of common arrangements, joint
donor missions and joint analytical work. The further evidence of the impor-
tance of stability and donor coherence ought to spur efforts.

Two Big Ap-EFFECTIVENESS UNKNOWNS

We identify two areas where there is little convergence in the evidence,
despite oft-cited claims to the contrary. First, on macroeconomic policies,
papers published since 2004, starting with Easterly’s important rebuttal,
overturn a previously core belief in official development circles, i.e. that
aid supports growth when the recipient country is implementing certain
macroeconomic policies generally described as ‘good’, meaning orthodox
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policies. There is no consensus. Second, the debate between proponents
of grants and loans also has a long history in the literature. The findings
of this latest generation of evidence simply confirm that this remains a
disputed area in the academic literature. This is not to say that in different
contexts grants may be more appropriate than loans, or vice versa, simply
that there are no generalisations that can currently be made on the subject.

In conclusion, it is these four areas where the research reviewed points
towards some clarity on when aid is more or less likely to be effective.
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