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This paper gives a short overview of empirical results concerning the effect of development aids. I will discuss why the expected positive effects of these programs are minimal. My intention with this review is to demonstrate that public policy is more about spending resources than about approaching toward some normative goals. This chapter will support my choice to analyze public development programs like output of bargaining of rational actors and not like an input for improvement of economic and social conditions. 

Effect of International aid programs

The developed states financed and finance development programs that offer significant funds compared to the GDP of the beneficiary countries. The sum of aid equals in the last 40 years equals to annual income (GDP per capita) of the average citizen from the less developed world [Doucouliagos and Martin 2006.]. These resources meant tremendous support in some cases. “If Zambia has converted all aid it received since 1960 to investment and all of that investment to growth, it would have the per capita GDP of about $ 20000. “[Easterly 2003.]

There is a well developed and growing empirical analysis on aid effectiveness. Aid spending is well documented and scholars built several databases with many economic, social and political variables to study its effect. [Doucouliagos and Martin 2006.] collected more than one hundred studies for their meta analysis. The overall conclusion is that there is no positive effect of aid that is supported by evidence or consensual insight of the scientific society.

Aid and growth

The most intensively investigated question is if international aid contributes to economic growth (measured in GDP/capita). There is no recent study that indicates pure positive growth effect. Even the most supportive studies find that that aid has a positive effect with diminishing return that may become negative above a threshold level [Dalgaard 2004.], [Collier and Dollar 2002.]. [Doucouliagos and Martin 2006.] in their meta study of empirical aid efficiency literature concludes that the 15 papers and 85 regressions analyzing the existence of diminishing return to “failed to prove decisively” the existence of this so called “medicine effect”, “though the results are just around the level of significance.”

Some studies found that aid has a negative effect on growth. [Burnside and Dollar 2004.] have found that aid has a negative effect that is significant at 10 % level after controlling national income and institutional quality – this significance disappears after including regional dummies into the model. [Brumm 2003.] suggests that “foreign aid negatively affects economic growth even for recipient nations with sound economic policies.” [Osborne 2002.]  found that “the magnitude by which aid deters growth is even stronger than that by which trade promotes it.”

Aid-growth investigations have found some regional differences in efficiency with better effects in Asia, in Latin-America and in the post-communist countries [Burnside and Dollar 2002.], [Doucouliagos, Martin 2006.], and with worse effects in Sub-Sahara [Doucouliagos and Martin 2006.]. or in the tropic countries in general [Dalgaard 2004.].

The final conclusion is that there is no general growth effect of aid: „Aid does not significantly increase investment and growth”. [Boone 1996.] “There is no cross-country evidence that aid promotes growth.” [Burnside and Dollar 2004.] “In spite of a thorough mining of the data for aid and growth by no less than 104 researchers over almost 40 years, the AEL (the aid effectiveness literature) has failed to show a clearly significant effect from aid to growth.” [Doucouliagos and Martin 2006.]

Aid efficiency and policy 

[Burnside and Dollar 2000.] found that aid promotes growth if there is right economic policy with  budget surplus, low inflation rate and openness for international trade. [Easterly 2003.] argues against their results. He found that “interaction term between aid and policy was insignificant in the sample expanded compared to Dollar’s.” and that their result is not true for alternative definition of policy variables and for modified time scope of the analysis. 

[Burnside and Dollar 2004.] uses a new extended database and modified conceptualization of policy effect and reports positive growth effect of aid-condition interaction. [Doucouliagos, Martin 2006.] doubts their result: “The Good Policy model has been vigorously defended by researchers in the World Bank Group in no less than 7 papers, but it has been demonstrated in the ensuing literature that it is a fragile model, and when the standard tools of meta-analysis are applied to the 22 papers and 150 regressions, it appears that the key coefficient of the model is insignificant. “.

[Burnside and Dollar 2004.] has a response to this type of argument. They argue that some institutions matter others not, so “it is possible to find specifications in which the institutional quality variable is not significant“. They say that case studies, project level evidence and theory support their findings. Effect of conditionality is supported by [Ivanova at al. 2003.] also. Their analysis of IMF programs’ shows that “Strong special interests, political stability, ineficient bureaucracies, lack of political cohesion, and etno-linguistic divisions weaken program implementation.” [Djankov at al. 2006.] refers to another option of successful conditionality, arguing that growth effect of aid works if donors and recipients are private actors. 

This debate shows the Sisyphus-like features of the story: there must be some kind of solution to use aids to promote growth, but attempts to find it and to proof its effectiveness needs further efforts. The question of conditionality is in close relation with problem of fungibility that will be discussed later.

Aid and Investment

Aggregated results of analyses suggest that approximately 25 % of aid was spent on investments, the other 75 percent was spent of consumption, but the results shoving this allocation cannot significantly deny the 0-100 % pattern [Doucouliagos and Martin 2006.]. Other results show that aid has no investment effect [Boone 1996.]. [Djankov at al. 2006.] finds that public aid does not induce investment but private donors using enforcement mechanisms can attain positive investment effect. 

Aid and Poverty

There is a debate on effect of aid in poverty also but the overall picture seems to be a little bit more positive in this case. [Boone 1996.] finds that aid has no significant positive effect on poverty measured with improvement in infant mortality, primary school ratios and life expectancy. [Collier and Dollar 2002.] finds that “aid lifts around 10 million people out of poverty in the analyzed sample of countries”. They argue that this number could be doubled with a poverty-efficient allocation. [Mosley 2004.] finds that increased spending of “pro poor expenditure” (primary education, water and sanitation, rural roads and agricultural extension services) contributes to decrease of poverty. He argues for spending of aid in these issues but he does not offer solution for the fungibility problem. If the coefficients - that are not high enough to be significant - were real, the aids would have increased standard of living with 20 % in the last 45 years [Doucouliagos and Martin 2006.]. In total aid’s effect on poverty is not straightforward, but its existence is not rejected.

Aid and quality of governance

[Knack 2001.] finds that aid deteriorates governance: it increases corruption, undermines  bureaucratic quality and the rule of law. [Boone 1996.] reports that aid increases the size of government, [Burnside and Dollar 2000.] indicates that government consumption is a strong, positive function of aid . Findings in literature of Resource Curse [XXX 2006.] give similar insights.  These results are not challenged, consequently they seem to be closer to general consensus of development economics circles.  

This deterioration effect undermines the slight hopes to find conditions that might help to find good selection criteria for beneficiary countries and to expect long-term poverty reducing effects. If the conditions of aid promoting or poverty reducing policy are there at the beginning, aid itself can demolish this potential undermining quality of governance.
Aid and disorder– conflict and military

[Collier and Dollar 2004.] argues that conflict risk in an average aid recipient country reduces from 11,3 % to 7,9 % with a sustained aid and policy improvement package in a five year period. They show that aid differentially raises the growth rate in those countries which are the most shock-prone. This positive effect would be even higher if countries would get most of the post conflict aid in better timing in the period three-ten years after the conflict and if governments would prioritize social policy, but donors are generous in the very first years and beneficiary governments are not social policy oriented. 

The other side of the coin is that “on average around 11.4% of development aid leaks into military budgets. … Almost half of current African military spending is either financed by aid or induced by the arms race triggered by this additional finance.” [Collier and Hoeffler 2007.]. It would not be a problem if military spending would decrease risk of military conflicts – especially civil wars – but it seems so that uprising is not deterred by military spending.

Fungibility and weak donor motivations

The most frequently cited problem that undermines efficient aid utilization is fungibility: the inability of donors to influence beneficiary governments about spending the money. It is showed several times that amount of aid do not effect policy of the recipient country [Boone 1996.], [Burnside and Dollar 2000.], [Collier and Dollar 2002.], [Collier and Dollar 2004.]. Effect on investment level was found only when aid was extremely high – more than 15 % of GDP. Persistence of policy shows that local governments have the tools to refuse constraints or cheat conditions demanded by donors. This is partly consequence of their sovereignty and their informational advantages but there is one another important factors: donors’ motivation to force beneficiaries to use aid efficiently is weak.

Empirical analysis shows that:

“Direction of foreign aid is dictated by political and strategic considerations, much more than by the economic needs and policy performance of the recipients. ... Colonial past and political alliances are the major determinants of foreign aid.” [Alesina, Dollar 1998.]

 “IMF effort, the extent and structure of conditionality, and initial and external conditions do not materially influence program prospects [to be successfully completed].” [Ivanova 2003.] 

“Donors overall did not put much weight on economic policy. Ones with better policy, after controlling for factors such as poverty level and population, did not receive more aid. The non-renewal of an aid program incurs bureaucratic costs on the donor, while the principle of adherence to aid agreements is largely a donor-wide public good.” [Collier and Dollar 2004.]

However the reviewed empirical literature shows some positive sides of donors’ behavior also. [Alesina and Dollar 1998.] shows that certain donors’ allocation policy (notably the Nordic countries) seem to respond benevolently to the income levels, institutional quality and openness of the receiving countries. It seems so that aid suppliers are more reluctant to support a more corrupt country and they found a tendency that meanwhile quality of policy had no effect on aid allocation in the ‘80s, quality of institutions seems to become an advantage in the‘90s [Burnside and Dollar 2000., 2004.]. The typical democratizing country gets a 50 % increase in aid [Alesina and Dollar 1998.]. Multilateral donors seems to be more favorable toward countries with good policy [Burnside and Dollar 2000.], and non-government agents seems to be more keen successful in allocation in general [Djankov at al. 2006.].

The findings may be more positive than reality

In their meta analysis [Doucouliagos and Martin 2006.] investigates if the results of aid efficiency literature are biased. They find that the literature has a data mining problem: researchers use the same pool of data that increases the likelihood of Type II errors (acceptance of false model). It means that even significant results should be considered carefully. They also find that mort than one third of researchers work for aid donating institutions that suggests that reported results may be more positive than reality.

Summary

Average support for a poor country is more than 2 % of its GDP in a year. Aid has not proved to have enhancing effect on economic growth. There is a debate if there is an aid induced growth in countries with better policy and institutions. There are some signs that aid contributes to investment, and it has some effect to decrease poverty, but empirical support of these findings is weak. Aid decreases the risk of civil war but increases spending on defense and deteriorates quality of governance. Donors can influence policy of beneficiary countries only in cases when their support is more than 1/7 of the GDP in the recipient states. Aid allocation does not seem to be strict or selective although in some cases it seems to be responsive to the policy of the candidate beneficiaries.

Why does aid not work?

There are five main types of explanation for lack of success in development policy: Misfortune, bad policy, bad politics on beneficiary or on donor level and social, institutional barriers. (some reference to evaluation should be taken here: world bank reform eg.)

· Misfortune – Some unexpected events (natural catastrophe, sudden change in economic environment, political turmoil) have crashed the projects.

· There was a mistake - The policy was wrongly designed or implemented. Design problems might emerge due to lack of adequate information, due to inadequate knowledge of staff working on preparation or because of wrong theoretical approach. Implementation failures could stem from lack of proper capacities or because of coordination, cooperation problems in the administration of the projects or programs.

· The donor was careless – The financing agency did not work for development oriented utilization of the funds. The members of the administration in the donor agency were not keen on defining the best available conditions for aid utilization or they were not strict to apply them during the implementation and in the final assessment process because of lack or bias of their motivation.

· The beneficiary government was opportunistic – The recipient government utilized the funds for other goals than growth promotion or poverty reduction because of its political incentives. Politicians pursued their goals to keep position, to promote their alliances, to utilize resources for their own political or personal wills that diverged aid utilization from the original intention.

· The social, institutional cultural conditions were hostile – The quality of institutions in recipient country has not been adequate to facilitate the successful implementation. The local culture was averse or hostile to its elements or the harmful unintended side effects set off the positive results. 

The first two types of explanation are the most frequent in project evaluations because (1) they are intended to give insights that are useful for the coming similar projects and (2) evaluators or their procurers do not want to get involved into issues that are beyond their range. These ways of reasoning cannot be adequate to account for general inefficiency of international aids. Unexpected risks may emerge in certain projects, failures of design or implementation can occur sometimes, but if they are persistent enough to result almost total lack of expected impacts, there must be some other systematic factors behind them.

Problems concerning motivation of donors and beneficiary administrations refer to a higher level of problems: these types of explanations present what kind of disfunctions are there in the politics of the development aid business. These explanations analyze the incentive scheme of the decision makers.

The social, institutional explanations investigate the background of ill functioning decision incentives. The effects of the allocation of information, and resources and the consequences of the transaction cost and rule structure of involved institutions defines incentives that shape policies in this approach.

Now I will focus on concepts that study donor motivations. I will show that donors have neither strong motivation nor effective tools to improve efficiency of development aids. Domestic issues has a key role in utilization of these grants, consequently the problems of international aid problems are identical with the problems of domestically financed development activities. 

Donor motivation

Aid efficiency literature indicates that donor institutions do not keen to put adequate efforts on to negotiate conditions of transfer, to control the implementation and to conduct honest evaluations. The reasoning behind this observation mention four main causes: (1) aid industry is not interested in efficient utilization of resources; (2) the relationship between efforts of involved agents and the success of development projects is frequently unobservable; (3) the representation of informed stakeholders is biased during the process; (4) the donor governments have multiple interests concerning development aids. 

The aid allocating organizations function as all other agencies: they are interested in maximizing discretionary budgets
 and preventing position endangering reorganizations and renominations
. Thus they are interested in an incentive system that is not sensible to external factors that have a great impact on the success or failure of development activities. Agencies – like other bureaucracies - efficiently control the flow of information toward principals and maintain justification for further spending. 

Consequently procedures they propose to assess development projects have a tendency to get a high weight on output measures (e.g amount of aid contracted, sum of money disbursed) [Easterly 2003.] or physical output indicators (e.g. number of beneficiaries, size of built objects) because these measurement tools are unaffected by the risks that endanger project success and the efforts that are necessary to mitigate them. Reporting and evaluation procedures are inclined to highlight success stories, challenges and promising prospects instead of failures and problems of aid activities (except the emphasis on lack of adequate resources).
 

If the motivation that forces funding is maintained, the funds will be preserved also.
 Electoral support for helping poor countries, security and business interests to get influence in lagging behind regions are mostly independent of growth promotion and poverty reduction effect of previous aids, consequently lack of success does not endanger the function of aid industry. spend

Nature of development activities makes it difficult to measure and evaluate the success of development transfers even in cases when there are true attempts for that. Statistical system of poor countries cannot be relied on, the settlement of independent measurement devices is expensive. If data are available it is methodologically complicated to solve the contrafactual problem: to separate the effect of policy from the state of world would have emerged without intervention. This problem is most serious in cases when effect of intervention is large that decreases the credibility to use partial analysis results in assessments.
 It is hard to conceptualize the quality and real application of new facilities, for example whether the location of new economic or infrastructure facilities is appropriate, whether the induced production and consumption contributes sustainably to the intended improvements, whether the indirect effects do not cause more harm than the benefit from direct ones. 

Frequently real effects can be measured only several years after the implementation, consequently informative evaluation needs time and further methods to filter out the intervention dependent impacts on the field of intended change. Scientific methods can give approximate answers to these questions with some level of confidence but it is requires high costs and the necessary timeframe. The main problem of their applicability as a regular feedback mechanism of development aid is the fact that results are always sensible to assumptions and simplifications that makes all conclusions debatable. 

There is one further factor that impedes the observability of donor agencies’ achievement: the aid programs work with the involvement of poor countries’ governments: either as the administration that manages the spending of the aid or as an authority that can hinder or promote its private management through bureaucratic and political procedures. In this case it is even harder to decide if donor agency did everything for the success of the program or not. 

These doubts open the door for politics, consequently interpretation of assessment results and - making a step backward – the accepted technology of measurement and evaluation will mostly reflect the claim of involved stakeholders.

The representation of interested groups is usually biased in development policy [Collier, Dollar 2004.]. The intended beneficiaries – the poor of the world – lack the basic capacities to get information about and voice on donors’ and their agencies’ activity [Easterly 2003]. The interest groups that have the highest influence on donors agencies are lobbies of the developed country that have some stake in the target countries of the aid programs and those actors who have an access to the recipient government. Consequently the parties that have seats behind the negotiators at the roundtable of the aid program discussion are the influential groups of the beneficiary government and the actors of developed country with interest in the recipient state. Groups who backed the policies that were unintended and unable to decrease poverty or development blocking conditions shape the poor country’s position. [Hefeker 2005.] The donor government’s position is frequently influenced by representatives of economic interests that strongly diverge from the declared goal of aid programs. The declared target group - the poors of the recipient country – has no voice in this process [Easterly 2003].

In this setting it is hard to get dominance for real development goals in the allocation and in the design of procedures without a s strong political intention.

Principals of aid agencies, the governments of donor countries have their tools to force the development policy activities to follow their priorities. Devoted politicians can use their skills and political resources to create or modify incentives in order to acquire support of their goals: official and civil control on aid institutions can be strengthened, the representatives and alliances of intended recipients can be involved into the process of development projects [Hefeker 2005], strong declarations, empowered watchdogs or other commitment mechanisms can be used to prevent influence of unwelcomed interests. 

But these politicians are responsible to their own constituents and not to the potential beneficiaries of growth and poor reduction in less developed countries. [Hefeker 2005]. The intention of global poverty reduction stems from voters’ attitudes who are sympathetic with this issue or emerges as personal mission of politicians.
 People and organizations who offer their political support in any form have several additional demands on policies toward poor countries. Security, business interests concerning trade and investment are powerful issues to compete with the vote or mission oriented will to support growth of lagging behind countries. 

The final political development policy manifesto will declare a concept that reflects the status quo of these interests. „Development Aid is often designed to achieve objectives other than increasing prosperity in recipient countries: national security considerations; The Clinton administration chose to emphasize what it characterized as environmental, population, and democracy-building concerns rather than growth; Sweden: „progressive society”; France: French culture; Japan: neighboring Asian countries, buying Japanese products; IMF, World Bank: Increased lending rather than growth and development is the goal - member nations take the promotion of their own nationals among the professional staff as a primary objective in trying to influence policy.” [Osborne 2002.] These declarations contain several divergent and sometimes conflicting goals. “The high-income country governments may have many different objectives for their aid besides poverty reduction, such as rewarding allies, promoting donor country exports or fighting drug trafficking. Multiple objectives often work against each other, so that aid may end up serving none of its multiple goals especially well.” [Easterly 2003.]. 

Usually donor governments declare a delicately balanced mission for development policy that defines a multiple task agency situation with weak incentives. This declaration rarely puts so high political emphasis on growth enhancing or poverty decreasing goals that would be able to resist the lobbies’ intention to diverge development policies in its details, to break through the problems of observability and to wrestle with the responsible agency’s institutional interests. If a donor policy is luckily successful to surmount these obstacles, the development initiative could survive its launch. The landing happens in the beneficiary country. 

Summary

We could see that lack of interest, constraints of observability, the bias of powerful stakeholders and the weak incentive scheme defined by donors explain why the developed countries have minimal effect on the efficiency of development aids. Consequently efficiency depends on recipient countries, and dismal outcomes are consequences of wasteful utilization in poor countries: development programs are highly inefficient because of domestic factors. Is it consequence of special feature of poor countries? Does development policy fails only in places when it is mostly demanded? What are the factors that can make development programs more successful? The next two chapters will discuss the main issues that are necessary to answer these questions. Drivers and mechanisms that foster development will be discussed in the next chapter and development oriented policies will be discussed after that. We will see that although there are some features that decreases efficiency of development policy in poorer countries, the frustrating results concerning development aids are true in more general: public activities that are declared to boost prosperity have usually limited effect.
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� [Niskanen 2001] writes about discretionary budget revising his earlier concept of simple budget maximization. 


� Some reference here to bureaucratic interests [Moe 2001.]


� I got deep insights about the process of indicator definition and design of evaluation system as a head of unit for Analysis, Evaluation and Modeling in the National Development Office of Hungary. During negotiations with the EU bureaucracy we could see how principles of nice guidelines take form in bureaucratic bargains. The final indicator the donor administration took care during the implementation of first Hungarian National Development Plan was the amount of spent money. Help desk officers, their bosses at geographical units, the whole DG Regio was keen on spending speed, named “absorption capacity”: it was clear for everyone from the high levels of directorate to field level workers in Hungarian implementing bodies that survive – the future of adequate and equipped Cohesion Policy – depends on the final number of euros paid out. The problems concerning indicators or the functionality of the whole indicator system never caused real headache for anyone.


� Frequently not solution but problem gravitates the money.


� Huge interventions inevitably change how economy and society works, but it is frequently hard to assess what is the result compared to an off policy scenario.


� The average share of donors is actually quite small, about 0.3 % of their GDP [Doucouliagos, Paldam 2006a] . This amount of money gets high political attention only because of its symbolic role. And symbolic field of politics is rarely sensible to more than credible value declaration – and financial commitment is usually satisfactory to meet these credibility criteria.





PAGE  
1

