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From an institutional point of view, official development assistance
differs from domestically financed services in important ways.! First,
the beneficiaries and financiers are not just distinct—they live in dif-
ferent countries, with different political constituencies. This geo-
graphical and political separation between taxpayers and beneficiaries
blocks the normal performance feedback process. As a result, even
though many individuals are responsible for ensuring the effective-
ness and sustainability of aid, no one is really held accountable. Sec-
ond, official development assistance is to a large extent a government-
to-government relationship between sovereign nations. Binding po-
litical constraints in both recipient and donor countries severely limit
the actions the donor can take to alleviate poverty. Finally, foreign aid
is handled not by one but by multiple agencies, which results in coor-
dination failures that reduce the impact of aid. This paper analyzes
these institutional features and discusses possible ways of limiting
their adverse consequences.

The institutional problems discussed in the paper are not new, al-
though the attempt here is not only to focus on the proximal causes
(e.g. donors focus too little on outcomes) but their underlying deter-
minants (e.g. donors focus too little on outcomes, because staff in
donor organizations is primarily held accountable for inputs, not out-
comes). Moreover, because there is little systematic empirical evidence
on institutional economics of foreign aid, the hypotheses are primarily
supported by anecdotal and case-study evidence. As the proximal
causes are well know, particularly in the donor community, the paper
also briefly discusses how the donor community is responding to the

* 1 am grateful for comments by Susanna Lundstrom, an anonymous referee and participants at
the 2006 Economic Council conference on foreign aid policy.

I Svensson (20006) also discusses these incentive issues, as well as problems arising
from multiple objectives; difficulties in measuring output and performance; and
weak performance incentives.
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institutional problems it is facing. Here too, though, the discussion is
brief and general because again there is scant evidence.

The rest of the paper is organized as follows. In Section 1, I dis-
cuss the implications of the broken information/accountability feed-
back loop from an accountability perspective. Some of the implica-
tions are then highlighted in two case studies on aid financed public
spending on primary education in Uganda and Tanzania. In Section 2,
I discuss the multiple principal problem; that is, that foreign aid is
handled not by one but by multiple agencies. I highlight both the
transaction cost implications and the collective action problems that
arise when multiple donors give aid to a recipient without being fully
coordinated. In Section 3, I discuss the problem a donor faces in at-
tempting to influence policies and outcomes in another sovereign na-
tion. Finally, Section 4 concludes with some general recommenda-
tions.

1. The geographical and political separation between
taxpayers and beneficiaries

1.1. Who is accountable?

In a standard model of public accountability, individuals and house-
holds have dual roles, as citizens and clients. As clients, individuals
hope to benefit from various public programs. As citizens, individuals
and households use various mechanisms to directly influence and
control politicians and thus, indirectly the performance of the public
administration. When individuals and households are well-informed
and have mechanisms to sanction politicians—for example the right
to vote them out of office—politicians have potentially strong incen-
tives to monitor and pressure public institutions to do what individu-
als and households, whom they represent, want.? Two key assump-
tions in these types of models are that individuals and households as
clients are informed about programs intended for their benefit and
that individuals and households as citizens can hold their representa-
tives accountable for their action by sanctioning poor performers and
politicians.

In the case of foreign aid, geographical and political separation be-
tween beneficiaries (clients in the recipient country) and donors (citi-

2 See Becker (1983) and Whitman (1995).
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zens in the donor country) severely constrains both these mechanism
(Martens et al., 2002). Citizens in the donor country have no direct
knowledge or experience of the programs financed by the aid agency.
Moreover, it is very costly for tax payers in the donor country to ob-
tain reliable information on the outcomes of aid programs that they
finance. In short, they are uninformed about the most important as-
pect of aid—its impact. The intended beneficiaries (the clients), on
the other hand, are not voters in the country that pays for the aid and
thus, have no real political leverage over domestic politicians who ap-
prove these programmes. Thus, even though they are informed about
impact in the sense that they have experience of the programs fi-
nanced by the aid agency, they have no formal mechanism for using
this information to influence the donor. As a result, even though
many individuals—both in the recipient and the donor country—are
responsible for ensuring the effectiveness and sustainability of aid, no
one is really held accountable for outcomes (Ostrom et al., 2002).
This, in turn, has implications on how aid is used and what donors
and recipients prioritize as discussed below.

The disproportionate focus on input activities at the expense of performance

Officials in donor agencies are typically well trained and committed to
the overall objective of foreign development assistance (Ostrom et al.,
2002). However, because of the broken information/accountability
feedback loop, they act under an incentive system that provides little
(or no) reward for the actual impact of the aid program they are man-
aging. Ostrom et al. (2002), for example, report that only 2 percent of
the respondents interviewed at Sida indicated that promotions are
based on the performance of the projects on which individuals have
worked in the past.

When staff is not held accountable for performance, they will ra-
tionally focus their attention on other tasks. Specifically, when faced
with multiple tasks that compete for their time, agents will tend to
focus on those that are more easily monitorable by their supervisors
(such as input activities like budget, procurement, hiring of consult-
ants) at the expense of seeking out information about the success and
sustainability of ongoing projects (Martens et al. 2002).

The lack of accountability also influences recipient behavior. Most
importantly, when projects are donor driven or financed, clients in the
recipient country rationally anticipate that their influence on the fin-
ancier is at best limited. In short, they cannot hold the donor ac-
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countable for performance. Public officials and politicians in the re-
cipient country face similar incentives. They have no political leverage
on the donor and thus, tend to spend significant time and effort in
convincing the aid agencies to keep the aid flow going, rather than
listening to the domestic population (Kanbur, 2003).

The fact that there is too little focus on ultimate outcomes has
been discussed in policy circles for years. Reforms to address the
proximate causes have also been suggested. For example, since the
late 1990’s, the European Commission has reformed its adjustment
aid with the aim of conditioning aid on outcomes. The Paris Declara-
tion of 2005 (OECD, 2005) also stresses the importance of focusing
on performances and outcomes. The available evidence, however,
does not suggest that actual practices have changed dramatically. For
example, Adam et al. (2004) review the early experience with the EU
initiative and note that EU still does not rely on impact indicators
which measure progress in terms of ultimate objectives.?

The disproportionate focus on volume

Voters in the donor country do not derive any direct benefit from
service provision funded by foreign aid, nor do they observe out-
comes in the recipient country. Therefore, when political parties or
groups want to signal the priority they accord to foreign aid, they tend
to focus on budgets. Referring to specific outcomes in aid recipient
countries will not work since these are not observed by voters. The
share of the government budget allocated to foreign aid is, however,
both a measure politicians can directly influence and voters can ob-
serve. As a result, discussions about foreign aid almost exclusively
center on the question of how much should be given in aid to poor
countries. In practice, the volume of aid has become one of the key
performance measures of aid. Importantly, volume of aid and out-
comes are not necessarily correlated (Boone, 1996; World Bank,
1998).

The disproportionate focus on volume also permeates operational
policies of the donor organizations. Disbursing allocated budgets be-
comes an important objective in itself, irrespective of the recipient
government’s performance, or project performance, and the condi-

3 As of October, 2006, I am not aware of any independent review of the Paris Dec-
laration. Neither the EU initiative nor the Paris Declaration discuss undetlying
causes (like the incentive system faced by individual staff due to the broken infor-
mation/feedback loop in foreign aid).

120



THE INSTITUTIONAL ECONOMICS OF FOREIGN AID, Jakob Svensson

tions in other potential aid recipient countries (projects). The former
chief economist of the Swedish aid agency notes that:

“Both donor and recipient have incentive systems which reward reaching a
high volume of resource transfer, measured in relation to a predefined ceil-
ing.... In many administrations, both bilateral and multilateral, the emphasis
is on disbursements and country allocations. Non-disbursed amounts will be
noted by executive boards or parliamentary committees and may result in
reduced allocations for the next fiscal year.... Results are measured against
volume figures, with no regards for the quality.... Besides, when the time has
come to evaluate the actual outcome, most of those responsible for the pro-
ject on both sides will have been transferred.” (Edgren, 1996).

Ostrom et al. (2002) provide additional evidence from Sida. They
note that in many country departments, as much as 40 percent of the
year’s disbursement take place in the last two months of the budget
cycle and that it is not uncommon that division chiefs come up with
their own projects at the end of the budget year so as to increase the
ability to disburse funds. When managers are not held accountable for
impact, other objectives (like spending the budget) become more im-
portant.

The pressure to disburse is magnified by the institutional set-up of
foreign assistance. Specifically, in most donor organizations, it is
common to separate allocation and disbursement decisions. Typically,
the allocation process is centralized (in many countries general guide-
lines and country allocations are set by the parliament) while the dis-
bursement decision is decentralized (i.e., country- or project-specific).
This set-up also characterizes foreign aid at the project level. The
planning and initiation of a project are typically coupled with a com-
mitment of funds to that particular project. Disbursement (of com-
mitted funds) is a subsequent decision. Thus, when money is being
committed to a project or country, there is typically no alternative way
of utilizing the money. Therefore, once funds have been committed,
the opportunity cost for the money is low. As a result, resources are
not shifted towards projects or countries where they can be more ef-
fectively utilized.

The low opportunity cost of the committed funds hypothesis has a
stark empirical implication: The disbursement decision should be in-
dependent of outcome. That is, committed funds should be disbursed
irrespective of the recipients’ actions. Svensson (2003) provides some
preliminary evidence consistent with this hypothesis. Using data from
200 structural adjustment programs, Svensson (2003) shows that the
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share of committed funds disbursed during the period when the
agreed upon reforms should have been implemented is uncorrelated
with recipients’ willingness to reform (notwithstanding if the recipient
government implemented the agreed upon reforms or not). If per-
formance was of importance, one would presumably see a positive
relationship between reform effort and the share of committed funds
being disbursed.*

The disproportionate interests of suppliers and consultants

The broken information/accountability feedback loop also explains
why the interests of domestic suppliers of aid financed goods and ser-
vices play such a dominate role in the actual decision making process
(Martens et al., 2002). Consultancy companies, experts and suppliers
of goods are both direct beneficiaries of aid (through contractually
agreed rewards) and have a direct leverage on political decision-
makers in the donor country. As a result, they have a disproportion-
ately large influence on how aid programs are designed and imple-
mented.

Cross-country work on the determinants of aid across countries
provides suggestive evidence of this bias. For example, Alesina and
Dollar (2000) and Collier and Dollar (2002) show that almost half of
the foreign aid provided by the OECD countries has not be guided by
any consideration of poverty alleviation.

*Svensson (2003) discusses how donor agencies can relax this pressure to disburse.
He notes that it is important to find ways of internalizing the opportunity cost of
aid at the disbursement stage. One way of achieving this is to pool projects and
programs, ie., to partly centralize the disbursement decision. Thus, instead of
committing a fixed amount of aid to each recipient (or project) # ex ante, and mak-
ing aid conditional on reform or outcome, the donor links the allocation and dis-
bursement decision by committing a larger amount (%) to a group of recipi-
ents/projects, but where the actual amount disbursed to each individual country (or
project) depends on its relative performance ex post. Linking the allocation and the
disbursement decision has two important advantages as compared to present prac-
tices. First, it raises the opportunity cost of disbursing aid ex post, thereby giving
the donor stronger incentives to use aid funds where they are most effective. Sec-
ond, competition among recipients or projects (in a sense an aid tournament) al-
lows the donor to make inferences about common shocks, which would otherwise
conceal the recipients’ choice of action. This enables the donor to more efficiently
give aid. Both effects also raise the incentives for the recipient to exert effort (or
implement reforms).
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Media bias

Another implication of the broken information/accountability feed-
back loop is that news media’s influence on policy is likely to be larger
for foreign aid than most other domestic programs. Since voters in
the donor country have little or no own experience of foreign aid,
news reports (and information supplied by the donors themselves) are
typically the sole source of information. This introduces a bias in for-
eign aid policy, since news media tend to focus on newsworthy
events.

There is some empirical evidence of this effect. Eisensee and
Stromberg (2005) find that US disaster relief to a large extent depends
on the occurrence of other newsworthy events at the time of the dis-
aster, which is obviously unrelated to need. They argue that the only
plausible explanation for this is that relief decisions are driven by
news coverage of disasters and that this news coverage is crowded out
by newsworthy material. Since different types of disasters are more or
less newsworthy, this also implies that certain disasters, such as earth-
quakes, receive a great deal of attention, while famines receive less.
Eisensee and Stromberg (2005) find that to have the same estimated
probability as an earthquake of entering network news, a food short-
age must have 40,000 times as many casualties.

1.2. How to make donors more accountable

How can the bias in foreign aid policy induced by the broken infor-
mation/accountability feedback loop be mitigated? Martens et al.
(2002) argue that because of the broken “natural” feedback loop in
foreign aid, inserting an explicit evaluation function in foreign aid
programs is necessary to eliminate performance problems.

How to implement such an evaluation function is not clear,
though. First, to the extent that evaluations are handled by the aid
agency itself, which is typically the case, it will be subject to attempts
at manipulations. For example, lower-quality evaluation studies could
be preferred, as it would be harder to draw firm conclusions on actual
performance. Second, even if the evaluations are competently exe-
cuted, to the extent that there is no mechanism in place to act on
these evaluations; that is, no mechanism to disseminate the informa-
tion to the public, the aid agency’s behavior will likely not be affected.
An independent foreign aid evaluation agency could mitigate these
concerns. However, since many evaluations require involvement in
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the design stages of a project, such an independent agency would then
need to have powers to intervene in the design and implementation of
operational projects. Finally, even if donors adopted formal evalua-
tion as a key component in aid programs, there would still be difficul-
ties in exercising an external influence without undermining local ac-
countability relationships (Word Bank, 2003).

Despite these concerns, evaluations are critically important. The
benefits of knowing the impact of aid financed programs and projects
go far beyond the program itself. A credible impact evaluation can be
viewed as a global public good in the sense that it can offer reliable
guidance to other donors, recipients and international and nongov-
ernmental organizations in their ongoing search for effective ways of
giving aid.

Most donots have evaluation units, some of which with both in-
dependent status and large budgets for evaluations. However, impact
evaluations are still rare, and more often than not an afterthought
when they take place, rather than starting with the inception of the aid
project/program (Duflo, 2003).

1.3. Two case studies: Educational spending in Uganda and
Tanzania

The following two case studies on aid financed educational spending
in Uganda and Tanzania illustrate some of the accountability prob-
lems discussed above. They show that even in a priority sector like
education, donors have limited knowledge of the actual impact of the
program they are financing and the intended beneficiaries are passive
players at best. The case studies also illustrate the value of impact
evaluations and making information on outcomes publicly available.
In all governments, resources earmarked for particular uses flow
within legally defined institutional frameworks. Typically, funds pass
through several layers of government bureaucracy down to service
facilities, which are charged with the responsibility of spending the
funds. However, in developing countries, information on actual pub-
lic spending at the frontline level or by program is seldom available.
To remedy this problem, a so-called public expenditure tracking sur-
vey (PETS) was developed. A PETS is designed to follow the flow of
resources through various strata of government to determine how
much of the originally allocated resources reach each level. Therefore,
it is a useful device for locating and quantifying political and bureau-
cratic capture, leakage of funds, and problems in the deployment of
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human and in-kind resources. It can also be used to evaluate impedi-
ments to the reverse flow of information needed to account for actual
expenditures (Dehn, Reinikka and Svensson, 2003).

The Uganda case

The first PETS was implemented in Uganda in the mid 1990’s. The
study was motivated by the observation that despite a substantial in-
crease in public spending on education, the official reports showed no
increase in primary enrollment. Specifically, the hypothesis was that
actual service delivery, proxied by primary enrollment, was worse than
what budgetary allocations implied because public funds were subject
to capture (by local politicians and public officials) and did not reach
the intended facilities (schools). To test this hypothesis, a survey was
conducted of 250 randomly chosen primary schools. The survey col-
lected five years of data on spending (including in-kind transfers), ser-
vice outputs, and provider characteristics. These data were then linked
to survey data from local governments (districts) and detailed dis-
bursement data from three central government ministries (Reinikka
and Svensson, 2004).

The program in question—a capitation grant to cover primary
schools’ non wage expenditures—is a fairly standard one in develop-
ing countries. Like many other spending programs in heavy aid de-
pendent countries, it was to a great extent funded by donor funds. As
part of an ongoing structural adjustment program, the World Bank
was also involved in monitoring the program.

Based on central government budget data, the program appeared
to work well. Funds were disbursed on a regular basis by the Ministry
in charge, and a benefit incidence analysis carried out by the World
Bank suggested that benefit incidence of public spending was neutral.
However, like in many other spending programs in low-income coun-
tries, the situation on the ground was completely different from the
official statistics (Reinikka and Svensson, 2004).

Over the period 1991-1995, on average, only 13 per cent of the to-
tal yearly capitation grant from the central government reached the
schools. Fighty-seven per cent either disappeared for private gain or
were used to finance various political activities at the local level. A
majority of schools received nothing. The picture looks slightly better
when constraining the sample to the last year of the sample period.
Still, only around 20 per cent of the capitation grants from the central
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government were reaching the schools in 1995 (Reinikka and Svens-
son, 2004).

The situation in Uganda in the mid-1990’s illustrates two effects of
the broken information/accountability feedback loop. First, while
funding the school grant program, the donor community had no idea
(and had done little to find out) about its impact; that is, did schools
receive the funds and if so did this improve the learning environ-
ment? This was despite the fact that the program was prioritized by
the World Bank. The World Bank’s own work on impact was only
based on accounting data collected from the central ministries. It
showed that the program was benefiting the poor. In reality, however,
the main beneficiaries of the school grant program were local officials
and politicians. As discussed in Ostrom et al. (2002), this lack of
knowledge of the reality on the ground is not an exception but rather
a common characteristic of how donors work. When donors or indi-
vidual staff are not held accountable for performance, they will ra-
tionally focus their attention on other tasks.

Second, the intended beneficiaries (parents) typically had no in-
formation about the school grant program funded by aid money.
Most beneficiaries did not even know about the program, which
made it easier for local officials and politicians to capture the funds,
but also made it impossible for the intended beneficiaries to monitor
and hold anyone accountable. When not held accountable for per-
formance, the recipient government instead focused on convincing
the aid agencies to keep the aid flow going—not to ensure that it
worked.

The Uganda case also illustrates the power of impact evaluations.
When information about the poor impact (from the initial impact
evaluation study) of the program was made public in Uganda, the cen-
tral government began to publish ads in newspapers on the amount
and timing of disbursements of education funds, so as to enable head
teachers and parents to monitor the local administration and voice
complaints if funds did not reach the schools. In Reinikka and Svens-
son (2005a), we use a repeat PETS to assess the effects of the news-
paper campaign. The raw data suggest a large improvement. In 2001,
schools received an average of 80 percent of their annual entitlements
and the newspaper campaign can account for a significant fraction of
this improvement. The reduction in capture, in turn, had a positive
effect on both enrollment and student learning (Reinikka and Svens-
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son, 2005b). Thus, by strengthening local accountability relationships,
outcomes could in this case be dramatically improved.

The Tanzania case

The Primary Education Development Plan (PEDP) was launched in
2002 in collaboration among the government of Tanzania, various
bilateral donors, and the World Bank. The program consists of three
parts: a capitation grant disbursed both in-kind (text books) and as a
monetary grant; a development grant for investments and a capacity
grant.

A public expenditure tracking study on the PEDP was imple-
mented in 2003-2004 (see Tungodden, 2005, for details). In several
respects, the findings were similar to the Uganda study. For example,
just as in the Uganda case, the donor community lacked information
about the impact of the program. Even more strikingly, the donor
community was not aware of the fact that the program was run by
three different ministries. The donor community was under the im-
pression that only one of the ministries was running the program. As
a result, the donors did not know how much money was being dis-
bursed to the local administrations and they did not know if these
funds actually reached the intended beneficiaries.

The results of the Tanzania PETS were alarming. First, it was un-
clear if all funds disbursed by the donors to finance the program had
indeed been disbursed. And of the funds that had been disbutsed, on
average only around 20 percent reached the schools in one of the
largest programs (the funding of school books). Thus, just as in the
Uganda case, the donors had little knowledge about the reality on the
ground and the intended beneficiaries had little knowledge about how
the program was meant to work.

The Tanzania case also illustrates the power of impact evaluations,
although the reaction here came from one of the key donors. Specifi-
cally, when information about the project was discussed in the Not-
wegian news, the Auditor General in Norway initiated an investiga-
tion on whether it was inappropriate of the Norwegian Embassy to
continue releasing money to the program, despite information about
leakage, corruption, and incomplete reporting. Here, then, dissemina-
tion of information strengthened the accountability relationships
within the donor country.
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2. Multiple principals (donors)

Foreign aid differs in yet another important way from domestically
financed services—foreign aid is handled not by one but by multiple
agencies. When the donors are not fully coordinated, this can give rise
to severe collective action problems. An interesting historical parallel
is the success of the Marshall Plan (see Knack and Rahman, 2004).

The relative success of the Marshall Plan has been attributed to the
difference between the groups of recipients. Unlike most recipients of
foreign aid during the last decades, Western Europe had a huge ad-
vantage in putting aid to effective use. It had skilled labor, experi-
enced managers and entrepreneurs and reasonably efficient legal and
financial institutions. The public administrations were also considered
relatively competent. However, differences on the donor side may
also have contributed to the great success of the Marshall Plan. Mar-
shall Plan recipients only had to deal with one single donor, in con-
trast to the large numbers of bilateral and multilateral donors and
NGOs active in the foreign aid sector today. De Long and Eichen-
gren (1993) further argue that the Marshall Plan assistance, “history’s
most successful structural adjustment program”, was not disbursed in
the form of a huge number of separate donor managed projects in
each recipient country. As noted in Knack and Rahman (2004), aid
success stories in Taiwan, Botswana, and Korea have also been attrib-
uted to the presence of a dominant donor (Brautigam, 2000).

The median number of official donors in recipient countries in
2000 was 23 (Acharya et al. 2003) and the typical African recipient is
provided by “some thirty official donors in addition to several dozen
international NGOs....through over thousand distinct projects and
several hundred resident foreign experts” (van de Walle, 2001, p. 58).

Why would the fact that multiple donors are involved with each
recipient affect the efficiency in which aid is given and used? Aid in-
volves a set of collective action problems. When there are multiple
donors, each concerned partly with the development in the recipient
country but also with domestic concerns, individual donors will typi-
cally not internalize the full costs of a foreign aid project, while at the
same time fully internalize the short-run benefits, or in some cases
tully internalize the costs but not the social benefits. Specifically, one
donor’s action may—indirectly or directly—influence the efficiency
of other donor actions. This externality is typically not taken into ac-
count when a decision is made. The collective action problem may

128



THE INSTITUTIONAL ECONOMICS OF FOREIGN AID, Jakob Svensson

severely influence the efficiency of foreign aid and more generally the
recipient’s own financial ability and administrative capacity to govern.

The costs associated with a proliferation of donors can be grouped
into three broad categories. The first is the increased transaction costs
associated with numerous and diverse donor rules and procedures for
managing foreign aid projects and programs (Berg, 1993). The Tan-
zanian government, for example, must prepare about 2,000 reports of
different kinds to donors and receive more than 1,000 donor delega-
tions each year (World Bank, 2003). Duplications of analytical work
such as poverty assessments, public expenditure reviews, governance
and investment client assessments are other examples of increased
implementation costs. Fasterly (2003) notes that authors of these re-
ports are frequently unaware of recent studies on the same topic in
the same country funded by different donors.

The second costs arise from the fact that in many cases, foreign aid
projects are associated with large fixed costs and high returns to scale.
If each donor works on its own individual projects, these returns to
scale may go unexploited. Similatly, to the extent that projects are
complementary, coordinated efforts may be required to fully exploit
the benefits.

The third category is less direct in that it affects the recipient’s fi-
nancial ability and administrative capacity to govern (Knack and
Rahman, 2004). As an example, donors have tended to provide pro-
ject aid—either working with individual line ministries, or engaging
providers under local governments and by directly funding frontline
providers (schools and health clinics)—rather than budget support.
Although this is slowly changing and budget support has its own limi-
tations, this response, while officially a response to inadequate institu-
tions and government capabilities in the recipient country, is also in-
fluenced by the fact that each individual donor fully internalizes the
individual costs and benefits of a project but does not fully internalize
the more diffuse notion of strengthening the recipient’s own financial,
budget, and service delivery systems as budget support is considered
to do.

Another example is that donors only tend to support capital
spending (investments), expecting the recipient government to supply
complementary inputs (staffing and maintenance). In this case, each
individual donor in effect treats the budget for recurrent expenditures
as a common-pool resource (Brautigam 2000), producing a tragedy of
commons in which roads are built but not repaired, and schools and
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clinics are constructed but not staffed. Noting the widespread failure
by recipient country governments to maintain infrastructure funded
by foreign aid once construction is completed, the donors have often
reached the wrong conclusion about causes. Specifically, many ob-
servers have pointed to the lack of “ownership” and not to the failure
to internalize the externality, i.e. the reduced capacity to maintain
other donor funded projects if a new project is initiated. Advocates of
financial sustainability emphasize the importance of local ownership
of projects, and they promote interventions only requiring start-up
funding which can then be locally maintained without external sup-
port (Kremer and Miguel, 2004). When the real problem is the prolif-
eration of donors, such a recommendation may only exaggerate the
problem.’

Yet another example is that individual donors typically work with
counterparts in the local bureaucracy and attract these local experts by
paying salary supplements to the most talented local staff (Knack and
Rahman, 2004). Since the distinction between purely private consult-
ing work for a donor and official work in the local bureaucracy is of-
ten blurred (Cohen and Wheeler, 1997), this practice distorts the in-
centives for civil servants to turn their attention away from their other
responsibilities—even those with a greater impact on development—
and toward donor projects (Knack and Rahman, 2004). This distor-
tionary effect of donor behavior does not only affect the division of
effort for staff in the administration, but also affects the overall allo-
cation of talent within the recipient country. When high-level manag-
ers in the civil service can make ten times as much directly working
for a donor, the most talented staff will leave the public sector to
work for a donor (Knack and Rahman, 2004). Similarly, in many Afti-
can countries, working for a donor is much more profitable than
most entrepreneurial endeavours. In short, the most talented people
will tend to work for donors rather than in the civil service or in the
private sector. Similarly to the investment contra recurrent expendi-
ture decision, donors, in deciding whether to hire the better-qualified
civil servants or agents in the private sector, treat the government bu-
reaucracy, or more generally the pool of talented people, as a com-

5 Ownership becomes an issue when donors fund projects i which recipient gov-
ernments are not interested. If it is not a project that encourages a new approach
through its demonstration effect, or is specifically designed as a one-time interven-
tion, such an approach contradicts ownership and would not be sustainable (World
Bank, 2003).
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mon-pool resource. While the decision of an individual project man-
ager about whom to hire may not have a considerable effect on the
recipient government’s ability and administrative capacity to govern,
when each individual donor manager acts in the same way, the aggre-
gate effect may be large. The total effect may be even more detrimen-
tal, taking into account the incentive effects of the local staff working
on donor projects. As the financial return of working for a donor is
considerably higher than other work, talented local staff has incen-
tives to protect and extend aid projects from which they benefit, re-
gardless of their merit (Knack and Rahman, 2004).

As noted in the introduction, there is scant empirical research on
how quantitatively important these coordination problems are in prac-
tice. Based on cross-country evidence, however, the costs associated
with a proliferation of donors can be substantial. Knack and Rahman
(2004) show that a higher donor fragmentation (reflecting the pres-
ence of many donors with a small share of aid) is associated with a
decline in bureaucratic quality. However, these results should be in-
terpreted as suggestive.

Should donors thus refrain from hiring local staff or ensure that
they are paid according to what they make in their current occupa-
tions? The answer is most likely no. The resource injection from high
donor-paid salaries potentially has a positive net impact on develop-
ment, despite the adverse impact on the functioning of government
(Knack and Rahman, 2004). However, this also implies that the same
benefits may be obtained without the negative effect on governments’
ability to implement and formulate their own policy. So why are do-
nors not coordinating their actions to a greater extent and how should
it be done? The problems arising from poor coordination of foreign
aid have been highlighted in a number of studies over the years and in
recent years, donors have agreed to reduce the transaction costs by
harmonizing operational policies and procedures (as agreed upon in
the Rome Declaration of 2003 (OECD, 2003) and the Paris Declara-
tion of 2005 (OECD, 2005). It is too early to say, though, if these
declarations are actually followed by changed donor practice. And if
so, if they have had the intended impact. Increasing coordination is
not costless and the fact that so little has been done until recently,
although the problem has been well-known, suggests that these costs
(including the political implications for individual donors) may be

very high.
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The recent trend toward budget support could also be viewed as a
way of reducing transaction costs and providing both donors and re-
cipients with incentives to focus on strengthening financial, budget,
and public service delivery systems. Institutional arrangements, such
as designating a lead donor for the country or sector, is another sug-
gestion.

3. The foreign aid dilemma

With foreign aid, donors attempt to influence policies and outcomes
in another sovereign nation. The core problem facing the donor
community is that it wants to assist poor countries in alleviating pov-
erty. Poverty, in turn, is a function of both exogenous and structural
features about which the recipient government can do little—at least
in the short run—and the recipient government’s policy decisions.
The recipient may care about poverty alleviation but also has its own
agenda. It must answer to its own constituency which may be, but in
most cases is not, the poor. Thus, in most cases, the donot’s and the
recipient’s objectives are not fully aligned. How to influence policies
and outcomes in another sovereign nation while at the same time
strengthening the recipient’s own institutions and policy making ca-
pacity is a question that donors still struggle with.

Traditionally, donors have dealt with this problem by executing
their own projects—sometimes working with line ministries; some-
times in cooperation with local governments or providers; and some-
time by circumventing domestic agencies and institutions all together
by setting up autonomous project implementation units. However,
over time it became clear that this project based approach involved
high transaction and coordination costs, and undermined the recipi-
ents’ own effort to develop a well-functioning budget process and
national development strategy (World Bank, 2003). Since aid is partly
fungible, concerns were also raised that aid was, in fact, financing pro-
jects that donors viewed as marginal, at best.

Conditional aid has been another approach that has been unsuc-
cessfully applied (Kanbur, 2000). When assistance is given as condi-
tional aid, it implies that the donors pay the recipient to do something
it would otherwise not do. For this to be a credible contract, the do-
nor must ex ante have incentives to stop disbursements if the condi-
tions have not been met. However, if the true objective of the donor
agent is to disburse the budget, and not the actual performance of the
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aid project/program, such an aid contract will no be credible. That is,
aid will be disbursed irrespective of what actions the recipient takes.
This, in turn, has an adverse influence on the recipient incentives to
take actions according to the specified contract ex ante. Moreover, if
there is no strong commitment to these policy changes, they can, and
likely will, be reversed at the end of the program. The empirical evi-
dence points in the same direction. Policy reform largely depends on a
recipient’s institutional and political characteristics (Dollar and Svens-
son, 2000).

Many donors today therefore argue for an alternative approach. In
short, donors should try to harmonize their support around recipient
systems (see, for example, World Bank, 2003). Donors should not try
to buy reforms but select recipients with institutions in place to hold
both politicians and providers at least partly accountable, and with a
well-functioning budget process and national development strategy
that can serve as a common framework (for example a Poverty Re-
duction Strategy (PRS)). However, if foreign aid should also primarily
be channeled to poor countries, there are few potential recipients that
fulfill the necessary criteria. In addition, to the extent that the recipi-
ent expects foreign aid to be governed by poverty alleviation, the re-
cipient may have little incentives to exert high effort (or channel its
own resources) toward achieving this objective. It may very well be
the case that interventions that would assist the poor are implicitly
taxed, if these interventions were to result in less aid being received in
the future (Svensson, 2000).° Furthermore, while aligning support
around the recipient’s own system may be an ideal way of giving aid,
in reality the situation may be very different. A recent World Bank
study notes that the PRS initiative has not yet fulfilled its full potential
to enhance poverty reduction efforts in low-income countries. Coun-
tries have focused more on completing documents, which give them
access to resources, than on improving domestic processes (World
Bank, 2004). Thus the ideal sequence of country ownership — donor
alignment — harmonization risks being reversed in reality, so that har-
monization becomes a tool for more effective donor dominance, fur-

¢ An illustrative example is given in Fisher (2001) and quoted in Ostrom et al.
(2002). He tells of interviewing a Nuba rebel leader who visited an area in southern
Sudan that had received considerable food aid from the United Nations. The rebel
leader explains that although the people of the area are great farmers, they have not
been farming because of the relief aid.
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ther reducing true ownership and home-grown development policy-
making.

4. Conclusion

In this paper, I have highlighted three distinct features that make aid
different from most domestically financed services. First, the geo-
graphical and political separation between expected beneficiaries in
the recipient country and taxpayers in the donor country makes it
more difficult for voters in both the recipient and the donor country
to hold anyone accountable for poor performance. Finding ways of
strengthening the relationship of accountability between different ac-
tors involved in the delivery of aid and citizens in donor and recipient
countries is probably the most important issue facing the donor
community today. As knowledge is limited, experimentation and
evaluation of new tools to enhance accountability in different dimen-
sions should be high on the agenda.

Second, I have discussed the problems arising from multiple prin-
cipals (donors). The fact that so little has been done up to recently,
although the problem has been well-known, suggests that the cost of
increased coordination is high. Identifying these costs is central to any
reform of aid. Agreeing on yet another set of principles on how to
give aid is less so.

Finally, we have pointed at the underlying difficulty in giving aid
when objectives are not fully aligned. In fact, even when objectives
are aligned, strategic considerations may severely limit the impact of
aid. Here, once more, we know little about the best ways of proceed-
ing, suggesting that (bold) experiments and rigorous evaluations are
essential to identify new ways of effectively giving aid.
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