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Foreword

From the late 1990s onwards, various donors provided development assistance in the form
of direct support to recipient countries’ budgets. The idea was that this would produce a
more harmonised form of assistance, dovetail better with partner countries’ priorities and
thus promote ownership as well. It would lead to more efficient and more effective aid with
more sustainable results. It was also thought that the instrument could be used to create a
dialogue that would help achieve sorely needed reforms.

Unlike previous forms of macro-support, such as balance of payments support and import
support, budget support did not focus so much on macro-economic stability but more

on helping to implement national anti-poverty strategies and achieving the Millennium
Development Goals. Another difference with older forms of macro-support is that

donors would not provide support on the condition that partner countries would start
implementing a number of reforms, but that the latter would only be eligible for support
after it was clear that they had a stable macro-economic and socio-economic policy and
the capacity to effectively implement an anti-poverty programme.

The Netherlands was one of the first countries to provide general budget support and
encourage the harmonisation of aid among donors. Between 2000 and 2011, 23 countries
received a total of €1.75 billion in budget support. This is approximately 3.4% of the
Netherlands’ overall assistance in this period. Burkina Faso, Ghana, Mali, Mozambique,
Tanzania and Uganda were the most important recipients financially speaking. Global
expenditure on budget support increased from US$1.9 billion in 2002 to US$5.3 billion
in 2009. Nevertheless, with an average of about six euros per inhabitant per year, total
amounts were relatively modest for most recipient countries.

Over the years, expectations have made way for critical views. Budget support, it was said,
was a ‘blank cheque’ that could disappear into the pockets of officials in corrupt regimes.
To boot, the instrument was more likely to undermine than reinforce the desired socio-
economic and political development. Sometime around 2008, a number corruption cases,
human rights violations, election fraud and restrictions of political freedom came to light
in several partner countries. In response, the Netherlands suspended budget support to
these countries. Uncertainty about its effectiveness also contributed to the instrument
being curtailed in the 2010 coalition agreement.

With this as a backdrop, 10B has conducted a review of more than 10 years of budget
support. The evaluators examined both the development and implementation of the Dutch
policy, and the international development of the policy theory and the achievements in

the area of macro-economic development, good governance, poverty reduction and public
services. The review relies on findings in theoretical and empirical literature, as well as

on [OB’s own research. Six country cases (Ghana, Mali, Nicaragua, Tanzania, Vietnam and
Zambia) were part of the study. IOB conducted extensive evaluations of budget support in
two of these countries in 2010 and 2011 (Nicaragua and Zambia), the latter together with
Germany and Sweden.
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10B evaluators Geske Dijkstra and Antonie de Kemp conducted the policy review, with
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Summary and conclusions

In the late 1990s, donors increasingly started to support the budgets of governments in
developing countries directly. The main thought behind this was that this general budget
support would contribute to more harmonised aid and to more alignment with the priorities
of partner countries and therefore also promote ownership. That would lead to more
efficient and more effective aid with sustainable results.

Although the instrument as we know it today mainly took shape at the turn of the century,
macro-support is not new. The most important forms of aid in earlier decades were import
support, balance of payments support and, a little later, debt relief. In the longer term,
however, donors did not give more disposable resources to developing countries than in
previous years. Between 1986 and 1993, in the heyday of structural adjustment programmes,
programme aid accounted for about 10% of total aid in the world, whereas between 2000
and 2010 that number was between 3% and 4%. Programme aid was a larger percentage of
total aid for individual recipient countries, however.

There are differences as well. The primary aim of programme aid used to be macro-
economic stability, and so the conditions and policy dialogue were also geared to this

aim. Budget support has different aims in mind, namely to help carry out national poverty [17]
reduction strategies and to achieve the Millennium Development Goals. A secondary aim
(or condition) is to improve financial management. Offsetting fiduciary risks in this way is
a major priority for donors. In addition, good financial management is both a condition
for effective budget management and for improving democratic control on the use of
resources. Budget support would also replace strict conditionality with partnership.

The policy dialogue, which was mainly conducted by the IMF and the World Bank under
previous forms of programme aid, took on a broader structure and dealt with a more varied
range of topics. Major annual reviews with extensive performance agreements were an
expression of this.

The Netherlands was a trendsetter when it comes to the provision of general budget
support. The instrument gradually began to take shape from 2000 onwards, initially mainly
on a one year basis. Its structural use began to increase from 2002 onwards, in line with
international developments. This changed in 2007, after a period of growth that lasted five
years. The political climate in the Netherlands changed, partly influenced by reports in the
media. A number of serious irregularities came to light in several recipient countries, one
shortly after the other, involving human rights violations, election fraud and restrictions
of political freedom. The Dutch minister responsible for the aid portfolio consequently
suspended budget support to these countries in order to send a political signal, both to the
partner countries and to the Netherlands. Internationally, doubts about the effectiveness of
the instrument began to grow as well. Budget support, it was said, ‘was disappearing into
the pockets of officials in corrupt regimes’ and it was undermining rather than reinforcing
desired socio-economic and political development. The Dutch House of Representatives
became increasingly critical as well. The cabinet enforced stricter entry conditions and
ended, partly as a result of budget cuts, this type of support to most countries.
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Between 2000 and 2011, the Netherlands spent €1.75 billion on general budget support.
This amount corresponds to approximately 3.4% of the total ODA in this period. A total
of 23 countries received aid in this form. Most aid went to Burkina Faso, Ghana, Mali,
Mozambique, Tanzania and Uganda.

The aim of the policy review is, first, to assess the functioning of the budget support
instrument in practice and the results that donors have achieved worldwide, and, second,
to evaluate how the Netherlands has used this instrument in the past decade.

The review used several methods. First, IOB conducted an extensive study of international
academic and non-academic literature, including reports, evaluations and policy
documents. Second, the team conducted a desk study on six countries to examine in detail
how the instrument has been used and what it has achieved. The six case study countries
—Ghana, Mali, Nicaragua, Tanzania, Vietnam and Zambia — all received relatively sizeable
amounts of budget support from the Netherlands. Moreover, IOB attempted to create a
variety in its selection regarding the relative importance of the modality for recipients’
budgets, in the extent of agreement between recipients and donors in terms of preferences,
and in regional distribution. And third, the team conducted quantitative international
research, focusing in particular on the international scope, the application of entry
conditions and the achievements of budget support.

Conclusions

1 Budget support has helped to improve access to education and health care. Poorer
and more rural communities often benefited from this support. It had a limited
impact, however, on increasing the incomes of the poorest groups.

Available literature suggests that budget support has a (limited) positive effect on economic
development. Although research on the relationship between aid and economic growth
faces serious methodological challenges, the most rigorous studies show a positive, long-
term effect. The latter is also true of general budget support.

It is difficult to determine exactly the impact of budget support on poverty reduction.
Poverty rates are falling in many developing countries, albeit gradually. Countries that
received budget support achieved slightly better results in the area of reducing income
poverty. The growth elasticity of poverty in countries that received budget support was also
slightly higher on average than in countries that did not receive such support. However,

it is difficult to attribute these improvements to this modality. Much also depends on the
policies pursued in those countries. Donors have limited influence on these policies, and
budget support has not changed that.

The level of support was also too low for a substantial reduction of poverty. The most
important recipient countries, who had an average poverty rate of 50%, received an average
of less than six euros per inhabitant per year. These countries also used support primarily
for expenditures that would only help reduce poverty in the long term.
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Donors often had unrealistic expectations about the possibility of increasing the incomes
of the poorest communities in the short term. They rarely asked themselves which

results could be achieved with which resources and within which time span, and they
often expected too much from automatic ‘trickle down’ effects of economic growth. In
the dialogue with recipients, they emphasized the necessity of increased expenditure in
the social sectors, but this does not have an impact on incomes in the short-term.

General budget support did help public service expenditures to increase, especially in
education and health care. Expenditures in these sectors increased more in countries that
received budget support than in comparable countries who could not benefit much or
atall from it. Moreover, there was a leverage effect in various countries: the increase in
expenditure was greater than the financial transfers alone. The additional resources were
used for both investments and the running expenses, including salaries in the education
and health-care sectors. The quality of the services, however, remained a serious concern.

Evaluations show that the additional resources led to an increase of public services and their
use. Various studies also show that the poorest groups in particular benefitted from them.
Countries with substantial budget support made more progress on several MDG indicators
than comparable countries with little or no budget support. They climbed more on average
on the UN development index than countries with little or no budget support, even after
controlling for economic growth, good governance and debt relief.

2 The policy theory behind general budget support has changed over time: initially,
countries had to comply with strict entry conditions in the area of socio-economic
policy. Soon after, donors added improved governance as a condition as well. Good
governance became a second objective after poverty reduction. In light of previous
experiences, this was not a highly realistic objective, and it moreover potentially
undermined the effectiveness of the fight against poverty.

More often than not, countries that received budget support did not meet the entry
conditions for good socio-economic policy and good institutional capacity. Quantitative
analyses conducted by IOB show that good governance, as measured by the Kaufmann
indicators, was not a condition at all: countries with higher scores did not have a better
chance of receiving budget support. The case studies and the analysis of Dutch policy
revealed that countries essentially had to show they intended to improve their governance
practices and financial management.

[19]
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Since entry conditions were not always met, there was no longer any guarantee that
ownership would be respected. Whereas the original policy theory mainly emphasised
budget support as a financing instrument, the emphasis increasingly shifted onto the
policy dialogue. The resources therefore not only functioned as a ‘financial incentive’ but
also as a means of ‘buying your way in’. At the same time, the donors’ focus increasingly
shifted from promoting good policy to promoting good governance. The policy dialogue
became a political dialogue. As a result, budget support was given a dual objective: both
poverty reduction and improved governance. But previous research had already shown
that attempts by donors to change the administrative and political system were largely
ineffective. Moreover, the great deal of attention being paid to the second objective
weakened budget support’s capacity to fight poverty. Experience shows that these two
objectives are sometimes incompatible.

3 Dutch policy making has increasingly focused on improving governance as a goal,
using policy dialogue and political dialogue as main instruments to achieve this
goal, without any critical reflection on the possibility of actually having influence.

The shifts from having good governance as an entry condition to a goal, from fighting
poverty to promoting good governance and from a financing instrument to policy dialogue
and political dialogue as the main instrument are clearly visible in Dutch policy making
and policy implementation. The Netherlands increasingly focused on instruments and
objectives upon which budget support had little impact, with disregard for achievements
in social areas. The minister had emphasised on several occasions that budget support
could not buy reforms, and yet that is clearly what Dutch policy aimed to do. It is telling
that budget support was never terminated because the minister had doubts about recipient
governments’ dedication to their poverty reduction policies, but because these countries
achieved poor results in the area of good governance. This involved both political problems
and cases of corruption.

4 In practice, budget support entailed substantial transaction costs. These costs
were lower, however, than with project aid.

In practice, budget support went hand in hand with an intensive policy dialogue and
political dialogue, extensive donor interference in government policy and detailed
monitoring conditions. Since the policy dialogue now covered yet more issues and was
being conducted by yet more donors, transaction costs were higher than with previous,
different forms of programme aid, such as balance of payments support and debt relief.
The costs were lower per euro of aid than with project aid, both for donors and for
recipients. Since project aid remained an important instrument in addition to budget
support, however, on balance the transaction costs remained high.
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5 The predictability of budget support initially left quite a lot to be desired. This made
it more difficult to use budget support resources for additional expenses. In the
course of the decade, the use of the instrument for this purpose improved.

The predictability of budget support varied considerably from country to country and from
period to period, but particularly in the beginning it was not always better than with project
aid. A great deal of budget support was transferred at the end of the year, which sometimes
led to expensive domestic loans to bridge the period until disbursements were made. Both
factors contributed to the fact that recipient countries did not use part of their budget
support for additional expenses, but rather to increase foreign reserves or repay domestic
debt. Although this was not the point of budget support, it could be seen in a positive light:
it gave countries a better chance of having a stable macro-economy in the future. That is in
itself essential for economic growth and poverty reduction. In addition, they could allocate
the resources in a subsequent year. There were also delays, incidentally, because recipient
countries did not always meet their conditions or submit their disbursement requests on
time. In African countries, predictability and being on time vastly improved over time.
Partly as a result of this, approximately 60% of the budget support resources between 2002
and 2010 were used to directly increase government expenditures.

6 The budget support policy dialogue was unable to produce (political) reform or alter [21]
the priorities of the socio-economic policy, but it was effective in improving financial
management and financial transparency.

Donors wanted to exert influence on government policy in essentially all areas, which
resulted in a series of extensive and detailed process and performance indicators involving
all areas of government policy and government institutions. Priorities were not always clear.
Moreover, the indicators used were not always relevant nor could they be reliably measured
or manipulated in the short term by the government. Despite this massive effort, the goal
of improving policy — and increasingly (good) governance — in recipient countries was only
marginally achieved.

Donors did not succeed in fundamentally changing government priorities, nor were

they able to improve governance in areas like increasing the independence of the
judiciary, promoting involvement of civil society or end clientelism in the public sector.

In these areas, changes were implemented either with delay or not at all, or they were
purely cosmetic or formally implemented without anything substantial changing at all.
Suspending budget support in response to corruption, the violation of human rights or
elections that were not completely fair has rarely led to change as the donors would like to
see it. The fact that donors did not always act in harmony in such cases did not help either.

The direct contribution to general resources gave donors an argument for putting
improved financial management on the agenda. They could only provide budget support
if the fiduciary risks were adequately offset. Technical assistance was frequently used for
this purpose. Although it often took a long time for changes to be implemented, budget
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support in these areas was effective because reforms were not in conflict with the interests
of the political elite.

At the same time, there is no reason to conclude that governance worsened under budget
support’s influence. An international comparative analysis shows that a positive correlation
exists between the amount of budget support received and an improvement of the Kaufmann
indicators for good governance, while there was no link between budget support and the
quality of governance at the beginning of the period.

7 There is no evidence that budget support has reduced tax revenue. Nor is there
evidence that it has had a positive effect on tax revenue.

Budget support has not led to reduced tax revenue. In the six case study countries, it
increased, also as a percentage of GDP. One of the explanations for this is that by providing
budget support, donors also had a motive for interfering with tax collection. They

often gave technical assistance, which led to more effective tax collection. Econometric
calculations do not now show budget support as having a significant effect, either

in a positive or a negative sense. Evaluations of individual countries often reach the

same conclusion.

8 Budget support can be an effective instrument if the donor and recipient agree on
the main policy and expenditure priorities. The degree to which a recipient country
meets the prevalent criteria of good governance is neither a necessary condition nor
a sufficient condition for the effectiveness of general budget support.

The effectiveness of the instrument in achieving several of the Millennium Development
Goals, especially in education and health care, can be explained by the agreement in
preferences between donors and recipients of budget support in these areas. As far as
improvements in financial management are concerned, here too recipient governments
had a vested interest. But it is not possible to use budget support to enforce reforms.
Financial incentives do not work for issues that are not backed by the political elite.
Threatening to suspend aid is equally ineffective.

Empirical studies also show that the relationship between good governance and poverty
reduction is not entirely unambiguous. Various countries that scored low on the good
governance indicators had strong economic growth and reduced poverty (e.g. Vietnam and
Rwanda). Conversely, there were countries that were better at meeting Western demands of
good governance, but whose governments showed little interest in actively fighting poverty
(e.g. Nicaragua). The policy dialogue barely had an impact on the anti-poverty policy, but the
financial support was effective in Vietham though not in Nicaragua.

These conclusions do not alter the fact that there can be good political grounds not to
allocate budget support to a country, even if the instrument would presumably be effective
in the given situation.
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9 Itis important to make a clear distinction between general budget support and
stability support to post-conflict states. The latter has different goals, and different
entry conditions than general budget support.

In the dialogue with the Dutch House of Representatives, the minister mentioned Burundi
as one of the countries receiving budget support from the Netherlands. The ministry
insufficiently discerned between regular budget support and macro-support to fragile states
such as Burundi. This had negative repercussions on support to Burundi, as well as on the
appreciation for the instrument of budget support. The House, critical of human rights
violations in this country, evaluated macro-support to Burundi by the standards of budget
support and, conversely, used the case of Burundi to (negatively) evaluate the instrument of
budget support.

Programme aid (macro-support) to fragile states such as Burundi, however, has a goal that
differs from the objectives of budget support. General budget support aims to support a
partner country’s poverty reduction policy and assumes that the partner country fulfils the
requirements to implement effective policy in this area. Stability support does not assume
this. Rather it aims to create economic stability and help finance running expenses in order
to prevent that what is — at that moment — a fragile state deteriorates any further. This kind
of support has a different set of requirements, including much closer supervision by the IMF
and the World Bank. Experiences with stability support in the 1990s (to Uganda in the late
1980s and early 1990s, and to Mozambique in the early 1990s, just after their civil wars) teach
us that this support was effective in promoting macro-economic stability.

[23]
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1.1 Background

In its effort to enhance the effectiveness of aid, the Netherlands has searched for new
instruments on several occasions. General budget support is one of these. At the end of

the 1990s and more or less in tandem with the introduction of the sector approach, the
Dutch Minister for Development Cooperation took action to directly support the budget of
anumber of partner countries. Together with a few like-minded countries, the Netherlands
was initially at the forefront of this effort to harmonise bilateral aid and enable it to dovetail
better with policy in partner countries, thereby also creating more ‘ownership’. In 2000,

the Millennium Development Goals (MDGs) contributed to the growth of this instrument
because, so it was thought, they would be easier to achieve through national prioritisation
and implementation.

The instrument also brought with it new challenges. It was more difficult to show results
than with other forms of aid. Moreover, there was increasing uncertainty about whether
recipient countries were still fulfilling the conditions for budget support — not only
uncertainty about their institutional capacity, but also whether they had the political will

to carry out the necessary reforms. After several scandals, the question was raised whether
these countries were sufficiently prepared to tackle corruption. Various authors, including
Dambisa Moyo from Zambia, suggested that development cooperation, and budget support
in particular, perpetuated corruption and existing political relations, thereby impeding the
development of these countries.

Concerns gradually won ground. The Dutch House of Representatives used the OB
evaluation on the Netherlands’ Africa policy (2008) to launch an extensive discussion about
the instrument. Controversy about the budget support to several countries (such as Uganda,
Nicaragua, Rwanda and Burundi) was the immediate cause for this discussion. In 2010,

the new conservative government wanted to apply the instrument more selectively. The
Coalition Agreement stipulated that budget support would not be provided when there

is evidence of corruption or human rights violations, or insufficient evidence of good
governance. As a result, in 2012 only a few countries still received general budget support.*

This report gives an account of a policy review of the general budget support that the
Netherlands provided between 2000 and 2011. The questions it asks are about both policy
development and the instrument’s effectiveness. This report uses previous 0B evaluations,
as well as findings from other studies.

' Dutch budget support to one of these, Mali, has been suspended as a result of the military coup in
that country.

[25]
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1.2 Objective and research questions

The objective of this policy review is, in the first place, to evaluate how the Netherlands
implemented this aid modality in the past ten years. In addition, IOB intends to shed more
light on the results in order to make a constructive contribution to the debate abouta
contested instrument.

The following questions, which were taken from the ministerial decree on performance
measurement and evaluation (‘Regeling Prestatiegegevens en Evaluatieonderzoek’, or RPE),
acted as the guideline for the policy review:

Description and analysis of the problem:

1 What were the arguments in the international debate for providing budget support?

Description and justification for the Dutch Ministry of Foreign Affairs’ role:

2 Whatwere the arguments for the Minister for Development Cooperation and the
Minister of Foreign Affairs to provide budget support?

3 Whatwere the expected results?

Description of the policy implementation:

4 How much has the Netherlands spent on budget support from 2000 until 2011?

5 Which countries received general budget support? Based on what criteria? Were these
criteria consistently applied?

6 How did the ministry monitor policy implementation and progress regarding expected
results?

Results:

7 Whatinformation exists about the results of budget support provided by the
Netherlands?

8 Whatinformation exists, more generally, about budget support’s impact on:
a policy and governance in partner countries; and
b economic growth and poverty reduction?

1.3 Approach

Measuring the impact of budget support

Much more so than with project aid, it is difficult to determine how much general budget
support has contributed to the realisation of the objectives. The ‘Dutch euro’ is impossible
to monitor anymore, nor is it easy to gauge how much influence the Netherlands, or even
all the donors, have had on partner countries’ policies. These factors have contributed to
making this a much contested instrument.

The policy theory contributed to this as well (see also chapter 2). Budget support’s expected
impact was often formulated in comparative terms — more effective, more efficient, more
sustainable — without further elaborating on this. That makes it difficult to evaluate the
results of budget support.
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There are two clearly distinct evaluation methods for approaching an evaluation of budget

support’s impact:

1 individual case studies of countries that receive budget support. These evaluations are
generally qualitative in nature; and

2 international comparative econometric research. This research, which attempts to
explain differences between countries is primarily quantitative in nature.

There is a variant to the first approach in which individual case studies are part of a larger
evaluation. The objective then is to produce more generalised statements based on separate
case studies. The most well-known example is the Joint Evaluation of General Budget Support
from 2006 (ODI and Associates). One bottleneck, however, is the lack of a ‘counterfactual’,
or alternative situation, which makes it difficult to attribute observed results to the
instrument of general budget support. Furthermore, many of these evaluations focus
primarily on the policy dialogue and immediate changes in policy, but much less so on the
ultimate results.?

The second approach explicitly incorporates a counterfactual and is therefore theoretically
better equipped to address attribution problems. After all, if budget support is indeed
more effective at promoting economic growth, then this should be tangible in terms of
results: countries that have received substantial budget support should, all things being
equal, have more growth than comparable countries without budget support. The problem,
of course, is with the words, ‘all things being equal’ and ‘comparable’. There are many
methodological problems with international comparative research, and they have resulted
in heated discussions in the academic literature. On the other hand, however, it is precisely
the transparency of this approach that has made the discussion possible in the first place.
This, conversely, contributed to an improved methodology with more robust results.

I0B has chosen to combine these two approaches in this policy review. The qualitative
approaches attempt to explain why budget support did or did not work in specific
circumstances. The quantitative approaches test hypotheses that have emerged from these
case studies in order to arrive at more generally valid statements. The review does not rely
on the evidence of the individual approaches, but rather combines them to get more robust
results. The team also conducted as much supplementary empirical research as possible.
The objective was to create as complete a picture as possible of the results of general
budget support.

The researchers have used different techniques to address attribution problems. Regression
techniques made it possible to check for the impact of other potential variables, such as
economic growth or good economic policy. IOB has solved the problem of unobservable
variables that may lead to biased estimates with difference-in-difference and fixed effects
regressions. To address the problem of reverse causality of aid (aid does not only have

an impact on development, but countries also get help because of a lack of economic

2 Some evaluations of general budget support do incorporate a counterfactual in some areas of
government policy, and are thus able to determine the impact of government interventions. These
evaluations assess the effectiveness of government policy, to which budget support has contributed.
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growth), the team instrumented for budget support where possible. See Annex V for
further explanation.

Data

The review made extensive use of international academic and non-academic literature,
including reports, evaluations and policy documents. For the quantitative research, the
team relied on data from the OECD/DAC CRS database, IMF, the World Economic Outlook
and World Bank World Development Indicators.>

There are various indicators that assess elements of a partner country’s policy and
governance, and of its democratic values (see chapter 2 as well for a more detailed
explanation). The Country Policy and Institutional Assessment (CPIA), which the World
Bank uses to allocate aid to developing countries, is a well-known and frequently used
example. It combines assessments about policy and governance. The policy indicators
incorporate the neoliberal ideology; the governance indicators are more technical in nature
and include issues such as financial management, effectiveness and transparency, rule
of law and respect for property, and regulatory quality. The Kaufmann indicators are older
and cover different dimensions of politics and governance: political stability, freedom
of expression and democratic accountability, regulatory quality, rule of law, control of

|28 corruption and government effectiveness. Just like the CPIA, the scores are based on
perceptions.* Freedom House focuses on a state’s democratic values.® There are corruption
indices as well, such as Transparency International, and indices by the World Bank that measure
the business climate (Doing Business).

0B mainly used the Kaufmann indicators for the analyses. There were several reasons for

this choice:

1 First, the availability of the data. The Kaufmann indicators are available for more years
than the CPIA scores and the Freedom House indicators;

2 The breadth. The Freedom House indicators, for example, cover limited ground. The
CPIA indicators mainly cover the technocratic elements of good governance, such as
financial management, protection of property and regulatory quality. The Kaufmann
indicators are broader (see also section 2.4).

Incidentally, the choice of indicators makes little difference in terms of the conclusions,
as we show in some of the analyses. That is because of the high correlation between

the indicators (for example, the correlation between Kaufmann and CPIA indicators

is 0.74). This correlation is not surprising, because most indicators express the quality of a
government’s policy and governance practices.

3 |0B has supplemented the OECD/DAC data, which does not contain the World Bank’s budget support,
with data from the evaluation published by PRSCs in 2010 (IEG, 2010).

4 See http://info.worldbank.org/governance/wgi/index.asp.

5 Freedom House is an organisation that monitors democratic freedom and compliance with human
rights and supports change. The organisation monitors democratic developments in countries on an
annual basis.
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The correlation between the separate Kaufmann indicators does not make it possible or
useful to incorporate them all individually in the regression analyses. The high correlations
between the indicators mean that the coefficients of individual indicators are difficult to
determine. For this reason, we have taken the scores from the six Kaufman dimensions and
compiled them into one single factor score (using principal components analysis). This
factor score can be viewed as a latent (not directly measurable) variable, the six dimensions
of which are measurable indicators.® The six dimensions correlate with the factor score as
follows:

« Political stability (r=0.76);

« Freedom of expression and democratic accountability (r=0.78);

« Regulatory quality (r=0.87);

« Rule of law (r=0.95);

« Control of corruption (r=0.92);

» Government effectiveness (r=0.92).

Six case studies

For the research on the objectives, justifications, use of the instrument by the Netherlands
and results of budget support, the team also conducted six country case studies. IOB set
up and analysed these by means of a uniform system. The objective of the case studies is to
show, in a consistent manner based on six experiences, how general budget support was
applied in practice. The six countries were important to Dutch policy. The case studies are
based on existing empirical data. IOB did not conduct any new fieldwork.

An initial selection of eleven countries took place based on the following criteria: 1) the
amount of budget support they had received from the Netherlands, and 2) their importance
in the public debate in the Netherlands. IOB subsequently selected six countries from this
group for closer study. The first two countries to drop out were important in the debate,
but were also countries that received hardly any or no general budget support from the
Netherlands. These countries, Burundi and Rwanda, will be discussed in chapter three.

For the further selection, the team attempted to introduce as much variety as possible
regarding circumstances that could have an impact on 1) the implementation of general
budget support (GBS) (for example, the degree to which donors attempted to influence
policy and governance), and 2) the ultimate results of GBS.

I0B expected two variables to have a particular impact on the implementation and

results of GBS: the degree to which there was agreement between donors and recipients

on preferences, and financial variables, especially the part GBS played in recipients’
government budgets. The more agreement exists, the less need there will be for policy or
governance conditions, and the more one can expect from the results of GBS. The bigger
the part GBS plays in the budget, the more influence donors may have, and this could
potentially (if the right policy conditions have been set) also produce better results for GBS.

5 The factor scores are calculated across the entire database over the period 1998-2010 for a total of 155
countries. The mean score is o with a standard deviation of 1.
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For the first variable, IOB used the six Kaufman indicators for good governance, namely
voice and accountability, political stability, government effectiveness, regulatory quality,
rule of law and control of corruption. What is also important for agreement on preferences
is whether the country has an IMF agreement and an approved PRSP. All eleven countries
had an approved PRSP, and only Vietnam had no IMF agreement. Vietnam also scored
poorly on ‘good governance’. This means that using an IMF agreement as an indicator had
little added value. For the good governance indicator, averages were used from the period
2004—2010. For the second variable, IOB looked at the relationship between total GBS and
government expenditures (averages for 2004—2010).

In addition to these two variables, 10B also took into account regional distribution, and
included pragmatic (recent evaluations) and political considerations (in other words,
political interest in the countries) in the analysis.

Based on these starting points, 10B selected the following six countries: Ghana, Mali,
Nicaragua, Tanzania, Vietnam and Zambia. Table 1.1 contains these countries’ scores in the
two variables (based on data from the period 2004—2010). This choice also reflects good
regional distribution. In addition to four African countries, an Asian and a Latin American
country are also included in the analysis. Moreover, at least one budget support evaluation
was available for each of these countries.

Table 1.1: Classification of the six countries by governance and financial scope of G

Governance overnment budget
T =

Good Ghana
Average Tanzania Mali Vietnam
Bad Zambia Nicaragua

Annex | contains a more detailed explanation of the choice of countries.

1.4 Reading guide

The study begins with an analysis of the international justification for and objectives of
budget support and the intervention logic that was used. Chapter 3 describes and analyses
Dutch policy on budget support. Chapters 4—7 provide the results of budget support.
Chapter 4 discusses the intermediate results of budget support, such as predictability,

the impact on transaction costs and the macro-economic use of the resources. Chapter

5 analyses the ways in which donors have attempted to influence policy and governance,
and the effect of these attempts. Chapter 6 discusses the impact of economic growth, and
chapter 7 subsequently deals with the impact of poverty and access to and the use of social
services. These four chapters all have approximately the same structure: they discuss for
each subject the available literature, the results of the six case studies and the results of
quantitative comparative research.
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2.1 Whatis budget support?

Budget support is a form of programme aid or, as it is often referred to in the Dutch

policy context, macro-support. Programme aid is not linked to specific projects, but in
practice it has frequently been tied to policy conditions. In 1991, OECD defined programme
aid as follows: ‘Programme assistance consists of all contributions made available to a
recipient country for general development purposes, i.e. balance of payments support,
general budget support and commodity assistance, not linked to specific project activities’
(OECD 1991).

In the 1980s, balance of payments support and import support were the most common
forms of programme aid. In the 1990s, debt relief was added to the list, and from about
2000 onwards, budget support became the dominant modality. Budget support involves

‘a method of financing a partner country’s budget through a transfer of resources from an
external financing agency to the partner government’s national treasury. The funds thus
transferred are managed in accordance with the recipient’s budgetary procedures’ (OECD
2006: 26). A distinction can be made in budget support between general budget support and
sector budget support. In both cases, the central government receives the resources, but

in sector budget support, the policy dialogue focuses on a specific sector, while in general
budget support, the policy dialogue may focus on the overall government policy (OECD
2006). Both forms of aid belong to the family of ‘programme-based approaches’, as defined
in the Paris Declaration on Aid Effectiveness (High Level Forum 2005). But the programme-
based support category includes other aid modalities as well, if provided in the context of

a plan set up by a recipient country. This is true, for example, for the sector approach, or
Sector-Wide Approach (SWAp), which can include both sector budget support and ‘basket
funding’ and project aid.

2.2 Why budget support?

Itwas in about the year 2000 that budget support was generally viewed as the best aid
modality. Budget support offered a response to the dissatisfaction with two other forms
of aid, namely balance of payments support, on the one hand, and project aid, on the
other hand.

There were, to begin with, a number of practical reasons for the declining popularity of
balance of payments support and debt relief. First, most developing countries did not have
regulated exchange rates any more in the 1990s, as a result of which there was no visible
scarcity of foreign exchange any more. Second, the enhanced Initiative for the Heavily
Indebted Poor Countries, which was implemented in 1999, largely made (further) debt relief
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superfluous.” Third, a focus on the Millennium Development Goals, especially in the areas
of education and health care, highlighted the lack of governmental financial resources to
achieve these goals. Macro-support, or programme aid, would therefore be provided in the
form of budget support from that point on.

But there was also more fundamental criticism of past programme aid. This concerned the
conditions that it set. Much research in the late 1990s revealed that setting policy conditions
was ineffective. Countries only carried out what they originally intended to carry out in

the first place. If countries did not want to, they often merely carried out policy conditions
cosmetically or temporarily (Collier et al. 1997, Dollar and Svensson 2000, Dijkstra 2002,
Killick et al. 1998). This led to calls for greater selectivity. ‘Buying’ reforms by formulating
policy ex ante had failed. So donors would have to determine ex post whether countries

had carried out effective policies, and make resources available based on that assessment.
This would also lead to more ‘ownership’ in recipient countries, which would lead to better
policy implementation.

There were other reasons for the dissatisfaction with project aid. This modality had high
transaction costs, because every donor held separate deliberations with the government
for every project, which continuously produced new rules for tendering, implementation,
reporting and evaluating. Project aid was also quite unpredictable. And donors ran many
projects themselves, so there was little harmony between the various projects, and the
governments’ capacity to plan and implement their own development policies was
weakened. Donors frequently hijacked the best people from governments as well, which
further weakened the governments. Often, the results of projects were not sustainable since
projects were not always a government’s policy priority: governments did not always take
over or maintain a project once a donor pulled out of it, and as a result the positive impact
went to waste. And finally, it was not sure either whether donors were financing the good
causes they had in mind with these projects. Since money is fungible, donor resources can
ultimately be spent differently than intended in the development project.®

7 The Heavily Indebted Poor Countries (HIPC) programme was established in 1996 with the support of the
international financial community. The programme aimed to reduce the debt of the poorest developing
countries to a sustainable level. In 1999, the programme was expanded to become the Enhanced HIPC
Initiative, which not only included more countries but also provided further debt relief. The conditions
for debt relief were a solid and sustainable economic policy, and a policy that aimed to reduce poverty.
This initiative had two phases: the Decision Point, when it was determined whether countries were
eligible for debt relief, and the Completion Point, after which debt relief is definitely granted.

8 Forexample, the project financed by the donor is a school, but because the government had been
planning to build the school anyway, the money is used to buy a tank.
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2.3 The anticipated impact of budget support

Switching from project aid to programme aid (budget support) should therefore result in
better coordinated development projects run by governments, reduced transaction costs,
enhanced capacity in recipient countries, more aid predictability and more sustainable
development results. Moreover, there was an anticipated political effect as well: if donor
money was to be included in the budgets and budget reporting, and if this reporting were to
become more transparent, parliaments and civil society could call governments to account
about how these resources are spent. Budget support would also place a great deal more
ownership in the hands of recipient countries, compared to both project aid and earlier
forms of programme aid, which would therefore result in more effective implementation
of development policies. Moreover, this modality of aid was viewed as crucial for achieving
the Millennium Development Goals. The goal of providing more budget support perfectly
suited the changing outlook on development cooperation in the late 1990s. More aid would
be given, and this aid would be aimed more at fighting poverty and helping the social
sectors. From now on, aid would have to be more effective as well. These notions about
more effective aid were later solidified by the declarations of Rome (2003), Paris (2005)

and Accra (2008). Effective aid would have to be founded on the principles of ownership,
alignment, harmonisation, managing for results and mutual accountability. According

to the Paris Declaration, in 2010 two thirds of all aid would have to be based on national
plans. Among these programme-based approaches, budget support was viewed as an ideal
modality to achieve the principles of the Paris Declaration.

Ownership plays an important part in budget support’s anticipated improved effectiveness.
But donors attribute various meanings to this notion. The meaning that comes closest to
daily usage is that recipient countries have complete say and control over such policies
(Whitfield and Fraser 2009: 4). But, as Whitfield also points out, many donors define
ownership implicitly as commitment to the donors’ reform agenda. Booth (2011) writes that
ownership is about a country being committed to development: ‘country ownership of
development efforts’ (Booth 2011: 5). If countries are committed to development, donors
should feel confident about transferring freely disposable resources to governments, but
this commitment is not automatically present.

The question, then, is how donors can determine whether this commitment to
development is present. In the new aid approach, PRSPs and other development plans
play an important part in this. According to the Paris Declaration, ownership means
that recipient countries assume leadership in setting up and implementing national
development strategies, and that they also convert them into result-driven operational
programmes. Donors have to respect this leadership and, when needed, reinforce it
(OECD 2005).

The problem with this definition of ownership is that it is not about the content but merely
about the process: Of course countries can develop strategies and result-driven plans,

with donor help if need be, but that does not say anything about their actual preferences,
intentions and implementation capacity. The Paris Declaration actually assumed that
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donors and recipient countries at least had a common intention to fight poverty, and
that countries would therefore actually implement the strategies. In fact, ownership
presupposes a degree of selectivity.

The expectations raised by the new aid approach about the positive impact of budget
support can be summarised in a policy theory. The policy theory used here is based on
previous frameworks developed by White (1999) and IDD et al. (2007), but has been
reduced to its essence in Table 2.1. The two budget support inputs are financial resources
and selectivity. If certain conditions regarding good governance and good policy are met,
then donors agree in principle with the recipient’s policy, and donors can probably respect
‘ownership’.° The detailed evaluation framework for the joint evaluation of general budget
support (IDD etal. 2007) does not only incorporate level ‘1’, the inputs, but also a level ‘0’,
the preconditions. This includes not only the conditions that the recipient country must
meet, but also the conditions for the donor (‘donor readiness’): are donors prepared to
relinquish control over how their resources are spent for a longer period of time? Of course,
this partly determines whether donors will respect ownership at the implementation level
(level 2, or ‘immediate effects’ in IDD et al. 2007).

Respecting ownership is expected to result in better policy implementation on the output
level and therefore also in more effective policy. When budget support resources are
completely freely disposable, then there is alignment with the priorities and with the
various (planning, budgeting, procurement, implementation and accountability) systems
in the recipient county (see Table 2.1, right column). These resources are expected to be
harmonised among donors and to be provided in a predictable way. The former can be
determined by the number of participating donors and by how much of their aid is in the
form of budget support. According to some people, donor harmonisation with budget
support will lead to more ownership among recipients. Recipients will be more strongly
encouraged to develop their own policies and set them down in plans and projected results,
because these plans will subsequently receive financial support from the donors (Bigsten
etal. 2011). According to others, more donor harmonisation negatively impacts ‘ownership’
because joint donors will determine recipients’ agenda to an even larger extent in countries
dependant on aid (Whitfield 2009; Booth 2011).

If alignment, harmonisation and predictability are achieved, then the outputs in the
right-hand column in Table 2.1 should be realised. And if this is the case, then governments
should become more effective in planning and implementing their services, so that they
can deliver more and better quality services that focus more on the poorest communities.
This enhanced government effectiveness can also be the result of better policy
implementation as a result of ‘ownership’.

9 De Kemp et al. (2011) make a distinction, in line with the Paris Declaration and IMF definitions, between
agreement or disagreement on preferences between donors and recipients, and ‘ownership’ in the
sense of taking active responsibility for achieving results and the willingness to make resources
available for this purpose. This may vary per sector.
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Table 2.1: Policy theory for budget support according to the theory of the new aid approach

Inputs Selectivity Resources

Implemen- Respect for Alignment Harmonisation Predictability
tation ownership

Outputs Better policy Strengthening local systems as a result of use;

implementation  Greater output with the same resources through lower
transaction costs;
More resources for social sectors
More local accountability

Outcomes Enhanced government effectiveness

Impact Greater poverty reduction

Enhanced government effectiveness in service delivery and greater focus on poverty by
governments should result in greater poverty reduction (the ultimate impact). This last

step, however, is not so well thought-out in the intervention theory. Substantial attention
was devoted to the Millennium Development Goals at the beginning of the millennium,
especially better access to education, health care and water. Enhanced government
effectiveness has an immediate impact on these goals, and they fit within a broad view of
poverty reduction. But in practice, donors also want to reduce income poverty with GBS. It is
less clear, however, what governments can contribute to this objective. Better access to basic
services only has an indirect and longer-term impact on income poverty.

Another problem with this policy theory is that it does not cover the whole range of ideas in
policy makers’ minds. The Paris Declaration puts considerable emphasis on improvements
that are necessary on the giving end of the aid relationship, but at the same time, the idea
prevailed that much has to be improved on the receiving end (Renard 2006). According

to this view, too few conditions for policy and governance were made in the past, and
budget support could be used to improve policy and governance. In that respect, Rogerson
(2005) talks of donor ‘schizophrenia’, because the Paris Declaration makes no mention of
conditionality, though in practice donors still set conditions (Rogerson 2005).

A more critical attitude towards aid was voiced in scientific studies that described the
neo-patrimonial system and the corresponding corruption that existed especially in Africa
(Chabal and Daloz 1999, Van de Walle 2001, Van der Veen 2002). Aid to governments in
Africa was perpetuating this system. Aid, and budget support in particular, also resulted in
governments becoming less dependent on the support of their own people. This made it
more difficult to build a democratic state. By lowering income taxes, governments made
themselves less accountable to their people and parliaments (Sogge 2002, Moss et al. 2006,
Moyo 2009, Boekestijn 2010). We will discuss empirical research on these effects later in this
report (section 4.5 and chapter 5).

More critical authors also emphasise that budget support is ‘fungible’ and that donors run
the risk that partner countries will finance things that were not intended. Budget support is
not earmarked aid, however, so the problem of fungibility (that the resources are used for
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something other than intended) is theoretically not an issue. Fungibility can be a problem
at the macro-level, however, when aid leads to the lowering of tax revenues, for example.*°
Another concern is that budget support resources may disappear into the pockets of corrupt
leaders. Experience shows, however, that this is not a problem specific to this modality.

The use of a large number of funds and resources for projects is exactly what contributes

to greater budget non-transparency, which makes it easier to misappropriate development
money. In addition, providing general budget support gives donors an argument to
interfere more extensively with budget management and control.

The ‘High Level meeting’ in Accra, which followed the Paris meeting, attempted to reconcile
anumber of ideas. ‘Ownership’ by recipient countries was still viewed as important in

the Accra Action Agenda (OECD 2008) and was broadened to include ‘ownership’ by
inhabitants, not just governments. At the same time, the word conditionality started to
crop up. Conditionality would have to be applied ‘in support of ownership’. The process
would work as follows: the number of conditions should be limited; they should be derived
from the national strategies of the countries themselves; they should be as result-driven as
possible; and they should be harmonised between donors to the greatest extent possible.
This coincided with what is called ‘good practice’ conditionality in the literature on the
new aid approach. Conditionality that respects ‘ownership’ must give the recipient country
a substantial voice in the policy dialogue about conditions, and the conditions have

to be primarily outputs and outcomes and not policy measures or activities (Adam and
Gunning 2002, Dijkstra 2005, Molenaers and Nijs 2009). The more compatible the original
preferences of donors and recipients are, the easier it will be for donors to apply these
recommendations. If the preferences are the same, as a result of applying selectivity, for
example, then there will be hardly any need for conditionality any more. In that case, the
recipient will essentially always want to implement the policy conditions.

In practice (see also chapter 5), selectivity has not been applied very strictly, and donors
have quickly, to a greater or lesser degree, started using the policy dialogue on budget
support to bend the policy and institutions in recipient countries towards their own
wishes. This has resulted in even more conditions, which rely less on the wishes and plans
of the recipient country, and so policy measures will be prescribed more often instead of
making agreements about output objectives. Essentially, budget support will then have
two objectives: not only more effective poverty reduction by means of ownership and by
providing freely disposable resources, but also improving governance and policy by means
of the policy dialogue linked to budget support.

Some more recent views of budget support inextricably link this second objective to this
aid modality. Budget support is ‘not a blank cheque’; it is a package that also consists of
the policy dialogue and performance agreements (Leiderer 2010; De Kemp, Leiderer and
Ruben, 2011). Koeberle and Stavreski write that budget support presents the opportunity

©  This distinction is based on White (1998), who distinguishes between ‘categorical fungibility’, in which
aid is transferred to other spending categories than originally intended (tanks instead of schools), and
‘aggregate fungibility’, in which, for example, government spending or imports do not increase
commensurately with aid.
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‘... to address key cross-cutting issues such as public sector reform, public financial
management, or improvements in governance. Budget support typically aims to promote
pro-poor growth through encouraging fiscal and macroeconomic stability and more
efficient allocation of public funds’ (Koeberle and Stavreski 2006: 5).

This view presupposes a different policy theory, in which budget support has two objectives.
The objective to improve policy and governance is not only an objective in itself, but
donors see aspects of it also as a way of promoting economic growth and poverty reduction.
Section 2.4 discusses in more detail the different definitions of good policy and good
governance, and the presumed relationship between elements of good governance and
economic growth.

‘Better policy and better governance’ has been added in Table 2.2 at the impact level. But
because good policy and good governance can also be instrumental to reduce poverty, these
elements are also part of the outcome level. The inputs change too. In addition to freely
disposable resources, there is still selectivity by setting entry conditions. Whether these
entry conditions have been met and to what extent, then, there is agreement between the
donor and recipient on preferences will have to be empirically determined. But in addition
to entry conditions, donors also have preferences for the policy dialogue and ‘triggers’.

The latter are specific conditions that determine whether budget support can be continued.
These preferences can relate to political-governance issues, often laid down in ‘underlying
principles’ in an agreement about budget support (elections, rule of law, human rights

and control of corruption), to the implementation of certain policies (privatisation),

or to achieving a certain objective (a higher percentage of children attending school,

for example).

The outputs of budget support depend on the way this modality takes shape. At the
‘implementation’ level, we examine to what extent donors respect ownership or try to
influence policy and governance; this will depend partly on the degree to which selection
criteria were used. When all donors are convinced that the recipient agrees with them
about what policy to implement, harmonisation of donors is not necessary nor is it an
issue (Booth 2011). If this agreement is absent, however, it becomes important to examine
to what extent donors have harmonised their priorities and triggers. Donors are generally
expected to have more influence on recipients if they join forces in setting preferences for
policy dialogue and triggers. But this harmonisation is at the expense of the recipient’s
sovereignty.

With outputs, it is important to examine whether the recipient country is carrying out
changes in governance or policy in line with the donor’s wishes. If this occurs, and if this
implemented, this is expected to improve policy and governance, leading to positive
outcomes in the form of less corruption, for example, or a better investment climate.
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Table 2.2: Actual policy theory on budget support

Inputs Selectivity and preference for Resources
the policy dialogue

Implemen- Harmoni- Respect for Alignment Harmoni- Predictability
tation sation ownership or sation
attempt to
influence
Outputs Implementation of policy or Strengthening local systems as a result of use;
desired changes by donors to Greater output with the same resources
policy and governance through lower transaction costs;

More resources for social sectors
More local accountability

Outcomes Enhanced government effectiveness;
Better policy and better governance

Impact Greater poverty reduction;
Better policy and better governance

The other parts of the policy theory do not change, but the odds of the outputs and
outcomes being achieved diminish if there is little agreement about priorities and
preferences between donors and recipients. The two objectives of budget support now
mentioned can be incompatible sometimes. Many of the anticipated benefits of budget
support are based on ownership in the sense of a recipient agreeing with the donors’
desired policy. The further away donor preferences in the policy dialogue are from the
recipient’s, the more the anticipated impact of budget support will be undermined. First,
attempts by donors to influence policy and governance will increase transaction costs,
both for donors and the recipient. Second, donors will not always agree on the conditions,
which can endanger harmonisation: every donor emphasises different things in the

policy dialogue and in the conditions for continued budget support. Third, when the
preferences between donor and recipient differ, transfers may be suspended. This potential
threat has a negative impact on predictability. Fourth, less ownership endangers effective
implementation of the policy desired by donors. And fifth, the attention governments
must devote to discussing the wishes of donors can also impede better accountability to
domestic actors.

2.4 Good policy and good governance
2.4.1 General

Donors attach various meanings to good policy and good governance. Sometimes only
good governance is mentioned implying that good policy is part of that. In this study, we
do distinguish between policy and governance. Policy is what governments do to promote
economic growth and poverty reduction. In this context, it therefore usually concerns
social and economic policy. Examples are whether or not to make primary education free,
determining the budget for education, determining teachers’ wages, determining the



Budget support: Conditional Results

import tariff on cars or computers, etc. Governance is the entire entity of institutions that
determine how governments make and implement policy.

In good governance theory, a distinction is made between elements of governance
concerned with access to (government) authority, and elements that concern exercising
government authority (Rothstein and Teorell 2008). Issues such as democracy and
democratic accountability fall under the former, while control of corruption, government
effectiveness and rule of law, including respect of property, fall under the latter.

Donors frequently make a somewhat comparable distinction between political and
technocratic elements of good governance. Political governance in this case certainly
concerns democratic rights, such as free and fair elections, but also civil rights, such as
freedom of expression and freedom from state violence. Technocratic governance includes
elements such as a transparent and effective government, among others, by means of
improved financial management of the government, control of corruption, property rights
protection, regulatory quality and rule of law. Sometimes decentralisation is part of this as
well. The International Financial Institutions limit themselves to promoting technocratic
governance, partly because they are not authorised to interfere in the politics of recipient
countries. But the dividing line between technocratic and political elements is not always
clear. Fighting corruption, promoting the rule of law and decentralisation can only succeed
if political changes take place as well.

When we look at how donors have operationalized ‘good governance’, the Country

Policy and Institutional Assessment is an indicator that combines good policy and good
governance (according to our definition). Parts A to C (economic management, structural
policies and policies for social inclusion/equity) concern policy; part D (public sector
management and institutions) and the ‘governance cluster’ concern good governance, in
particular its technocratic elements such as public financial management, government
effectiveness and transparency and issues such as rule of law, protection of property rights
and regulatory quality. Van Waeyenberghe (2009) shows that the sub-indicators for parts

Ato C (policy) in the CPIA still reflect neo-liberal ideology: less government is always better.

This is also true of the governance cluster, which actually also contains policy elements,
such as regulatory quality. There are also contradictions in the CPIA, because in governance
a country receives a higher score when the labour market is flexible, for example, while in
part C protecting employees is regarded as positive.

The Kaufmann indicators are all about governance and cover all of its dimensions: political
stability, freedom of expression and democratic accountability, regulatory quality, rule of
law, control of corruption and government effectiveness. Just like the CPIA, the scores are
based on perceptions. Yet, these Kaufmann indicators can also be criticised (Dijkstra and
Vandewalle 2011).

[41]
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2.4.2 The relationship between development and good policy/
good governance

Good policy is not an objective in itself, but a means of promoting economic growth and
poverty reduction. What this policy means in concrete terms is less clear. Economists do
agree that governments have to ensure macro-economic stability and that overvalued
exchange rates should be avoided. But apart from that, opinions often differ as to what
good policy should be. Good policy also depends on context. It is therefore anything but
clear whether what donors consider ‘good policy’ will always lead to economic growth and
poverty reduction, and there are many examples of bad advice in the past.

Promoting good governance can, however, be seen as a development objective in itself. This
is certainly the case for political good governance: respect for democratic rights and human
rights are values that are in themselves worth pursuing. But this is also true for the more
technocratic elements on the good governance agenda: rule of law, control of corruption
and better provision of services by the government improve quality of life.

There is even less evidence to support the idea that good governance is a condition for
socio-economic development and poverty reduction. The relationship between democracy
and economic growth has often been empirically researched, but no robust relationship
has been found (De Haan and Siermann 1995, Doucouliagos et al. 2006). Chang shows, in a
historical study, that today’s developed countries had a more authoritarian system in their
early stages of development than low-income countries now (Chang 2002).

There is empirical evidence pointing to a relationship between the level of economic
development and other elements on the good governance agenda, such as little
corruption, an effective constitutional state that respects property and a government that
acts impartially. This leads some authors to conclude that these kinds of institutions are

a necessary condition for development. North et al. (2009) argue that political stability

is important and that this can be achieved through closed and open societies. In closed
societies, a small elite controls all political and economic power, whereas essentially
anyone in an open society can contribute to and benefit from the fruits of development,
based on capacities. These authors suggest that open societies, characterised by the rule of
law and a Weberian government bureaucracy, enjoy stronger economic growth than closed
societies. But empirical evidence for this is lacking. Various studies attempt, by means of
empirical research, to establish a causal relation between these kinds of good governance
conditions and economic growth (see Dijkstra and Vandewalle 2011). But a major problem is
that the indicators for good governance have only been available since 1996, so nothing can
be said about how necessary these institutions were for economic growth to take root in
what are now the wealthy nations.

Acemoglu et al. (2001) have attempted to make pronouncements for the longer term.
They compare colonies where white colonisers had settled to colonies where this was not
the case and argue that countries where whites had settled have better property rights
than other countries. The reason for this is that the inhabitants needed these property
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rights. The colonisers in the other countries were only interested in removing valuable raw
materials and goods, by force if necessary, and so it was in their interest to deny property
rights. The authors used exogenous variables as instruments to classify countries that had
or did not have settled colonisers, and show that the countries that had settler colonies
have much higher incomes per capita today than the other countries. Khan (2010), however,
argues that these findings are based on a false premise. Countries where colonisers had
settled also experienced frequent violence against the indigenous people, and the (original)
property rights were destroyed there as well. Acemoglu en Robinson (2012) elaborate on
their earlier empirical studies in Why Nations Fail. They argue that both a centralised state
and ‘inclusive institutions’ are necessary for economic growth. Countries with ‘extractive
institutions’ (such as the countries where colonisers did not settle) are not growing.

Other authors are not convinced that these kinds of institutions are necessary for economic

growth. Chang (2011) believes it is more likely that economic development fosters the

emergence of these institutions. Today’s developed countries had a much lower level

of institutional development (in terms of property rights, rule of law and control of

corruption) than do today’s developing countries (Chang 2002, Goldsmith 2007). It is also

possible that a third factor is responsible for both growth and for the development of

institutions (Kurtz and Schrank 2007). Khan (2010: 15) shows graphically that there is little

difference in good governance indicators (democracy, corruption and rule of law) between |43
developing countries that are growing quickly and slowly. Therefore, there must be other

factors that explain the high growth.

Indeed, Khan (2007) refers to ‘market enhancing governance’ versus ‘growth enhancing
governance’. Historically, growth enhancing governance, as witnessed in authoritarian
regimes such as China has been more important for economic growth than the kind of
governance embedded in in the Kaufmann indicators. A pairwise comparison between four
African and four South-east Asian countries shows that the higher growth in South-east Asia
is primarily due to different policies. There was just as much corruption in Asia as in Africa,
and there was little difference in terms of democratic accountability (Van Donge et al. 2012).

Another reason for putting less emphasis on the importance of good governance as a
condition for development is that investing in institutional change is extremely costly,
both financially and politically. Therefore, this has to be weighed against other investments
(Rodrik 2007). But donors usually believe that countries should implement the entire list
of conditions for good governance, while good results could probably be achieved with
‘good enough governance’ (Grindle 2004). The context is important as well. Some imposed
reforms may backfire, for example because they mean the end of already existing, well-
functioning informal institutions (Rodrik 2008).

More recent studies conclude that institutions are an important part of development,
but that several paths can be chosen to achieve development (Levy and Fukuyama
2010, Levy 2010). Countries in East Asia owe their high economic growth to a strong
state (developmental state) and a centralised power that was aimed at the growth of
the nation as a whole. Only much later did they begin to develop political (democratic)
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and market-oriented institutions to protect property rights and the rule of law. Other
countries, such as Bangladesh, apparently had ‘good enough governance’ and could

attain strong growth by changing crucial aspects of policy and sometimes of governance

as well. Countries in Africa have also enjoyed periods of strong economic growth despite
neo-patrimonial governance with corruption and clientelism. Conditions for strong growth
are a strong central authority that is focused on the long term and a market-driven policy
that benefits rural areas (Kelsall zo11).

2.5 Conclusions

The intervention theory of budget support argues that donors and recipients should
become partners in development from now on and that substantial amounts of budget
support would help reduce poverty. This expectation will only be met if there is some
fundamental agreement between donors and recipients about the priority for poverty
reduction policies and if recipients are capable of implementing these policies. These
conditions have often not been met.

At the same time, donors want to use budget support to exert influence on policy and,
increasingly, on governance. Apart from the fact that previous research has shown that such
influence is only marginally possible, the two objectives of poverty reduction and good
governance can also be incompatible.
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3.1 Introduction

On 5 April 2012, the Ministry of Foreign Affairs suspended development aid to Mali after a
military coup took place in the country. As a result, the future of general budget support

to the last remaining country looked uncertain, thus heralding the end, even if temporary,
of a decade that saw development aid blaze a new trail.** It was a decade in which
harmonisation and ownership had become, at least in name, central tenets of development
architecture. Large international conferences, such as the ones held in Rome (2003),

Paris (2005), Accra (2008) and Busan (2011) characterized this way of thinking. And budget
support fit into this mould.

This chapter outlines the development of Dutch policy, with an emphasis on the period
2000—2012. Section 3.2 begins by outlining the policy development. Based on this,
section 3.3 reconstructs the policy theory and intervention logic. Section 3.4 continues
with the implementation, including the conditions, the financial development and the
administration, respectively. Section 3.5 gives a picture of the characteristics of countries
that have received budget support from the Netherlands. This section compares these
countries to partner countries that do not receive support. Section 3.6 draws conclusions.

3.2 Policy development
3.2.1 Minister Pronk (1989-1998): Programme aid if possible

Although the ministry began to allocate (general) budget support at the end of the 1990s

in particular, this was not strictly speaking a new instrument. Programme aid started to
flourish as early as the 1980s as a result of absorption problems in project aid and balance
of payments problems. The most important objective was to contribute to macro-economic
stability in recipient countries. Import support, for example, grew in importance in the
mid-1970s as a result of increasing balance of payments problems in many countries. In

the late 1980s, it was the most important form of Dutch programme aid, with an average
total amount of €390 million a year (about 25% of bilateral aid) for the period 1985-1988.12
A large part of this aid went to a limited number of countries, including Bangladesh, India,
Tanzania, Mozambique and Kenya (see table 3.1).

" In 2012, Bhutan, Burkina Faso and Mozambique still received general budget support, but for Bhutan
and Mozambique this will be discontinued after 2012 and for Burkina Faso after 2013.

2 Import support consists of donors financing imports with hard currency. The instrument was often used
to support economic adjustment programmes. Governments in recipient countries would set up
counterpart funds, in which the recipients of goods financed by import support paid the value of these
goods to the government in local currency. The Netherlands financed import support from a) the
programme for balance of payments support and b) country and regional programmes. In practice,
however, it often concerned tied assistance, in which recipients were obliged to spend the aid in the
Netherlands. Part of it also concerned the direct supply of goods to the Dutch business sector, partly
financed from import support resources.
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The 1991 policy document Een wereld van verschil (A world of difference) referred to
programme aid as the ideal form of aid to support good socio-economic policy in a country
(TK1990-1991, 21 813, nos. 1-2). The document expressed the expectation that this modality
would become increasingly important in coming years. Recipient countries needed to
receive a greater degree of ownership through freely disposable programme aid or (sector)
budget support (see pp. 301—302). The more agreement with policy in the recipient country,
the fewer conditions would have to be set for the support.

Table 3.1: Development programme aid to selected countries (1988-1993; in millions of euros)

o

Bangladesh 29.0 20.3 26.9 31.4 24.3

India 69.0 40.4 63.6 43.8 68.7 28.2
Kenya 23.5 25.7 29.2 13.4 15.7 9.5
Mozambique 31.5 21.0 32.9 27.0 25.7 13.8
Pakistan 11.3 11.3 13.6 11.3 8.2 2.9
Tanzania 38.8 40.1 50.9 38.0 19.6 19.4
Zambia 7.9 3.1 23.7 17.5 16.5 9.2
Zimbabwe 8.5 5.6 8.7 7.2 14.7 11.3
Total 219.5 167.4 249.4 189.5 193.2 96.3

Source: 1994 Annual report of the Dutch Court of Audit

The practical significance of budget support nevertheless remained limited, in part because
of uncertainty about the institutional capacity of the countries whose socio-economic policy
made them potentially eligible for it (TK 1994-1995, 24 045, nos. 1-2, p. 11). Other forms of
programme aid, such as import support and balance of payments support, and especially
debt relief, remained more important. But there was not a significant rise in spending in
these cases either. The liberalisation of the exchange rates in many development countries
meant that balance of payments support had lost its core significance. The desire to phase
out aid further contributed to import support — part of which could be called export
support — falling into disuse in the Netherlands.



Budget support: Conditional Results

Table 3.2: Development programme aid 1994-1997 (in millions of euros)
| e[ 19| 1o9s| 1597

Modality:

Macro-support 56.7 85.8 85.6 46.3
Debt relief 120.6 238.5 153.7 61.1
Sector support 57.5 44.9 40.7 31.7
Region:

Asia 59.6 77.2 54.9 9.1
Middle East 6.5 17.3 30.6 17.2
Africa 115.4 185.6 128.1 79.0
Central and Latin America 26.0 70.6 50.6 22.8
Eastern Europe 27.3 18.4 15.9 10.9
Total 234.7 369.2 280.1 139.1

Source: Dutch Court of Audit (1999)

3.2.2 Minister Herfkens (1998-2002): From project aid to sector support

Policy changed with the arrival of a new minister in 1998. The new minister had worked

at the World Bank for several years and brought the organisation’s prevailing ideas about
development cooperation back to the Netherlands. She intended to considerably limit
the number of countries with whom the Netherlands maintained structural bilateral
development relations. Much more than previously, she wanted to choose these countries
—in line with the dominant notions about aid effectiveness at the time — based on their
degree of poverty, the quality of governance and the quality of the socio-economic policy
(TK 1998-1999, 26 433, no. 1). The central tenet in international thinking — and the World
Bank in particular — at the time was that aid could only be effective in countries with good
policy. The influential publication Assessing Aid: What Works, What Doesn’t and Why (World Bank
1998), which made this link empirically, played an important part in this:

“The World Bank publication Assessing Aid has clearly outlined the importance of good policy and good
governance. The recent, welcome publication by the United Nations Economic Commission for Africa, The
Challenges of Financing Development in Africa, also emphasises that aid is ineffective or even harmful in
an inadequate policy environment. The same document argues that more effective aid allocation based on
relative poverty in development countries and the quality of their policy programmes would dramatically
improve the impact of aid on poverty reduction’ (TK 1998-1999, 26 200 V, no. 88, p. 18).

The report’s implications contributed to an important paradigm shift in development
cooperation, from conditionality to selectivity —not only at the World Bank, but also in
the Netherlands and other countries (see Easterly 2003, for example). According to the
conditionality concept, inadequate policy and governance could be improved by means of
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a long-term development relationship with conditional financial support. The selectivity
concept was completely at odds with this. Money cannot buy reform according to the
selectivity principle, and conversely, aid can only be effective in countries with good policy
and governance (I0B 1989, pp. 13-14).

In line with these developments, the minister introduced good governance both as a
criterion for the selection of partner countries and for allocating programme aid (I0B 2008,
PP- 159-160). The sector-wide approach was to become the cornerstone of the new bilateral
policy, but the choices would also have important consequences for macro-programme
aid. The declining importance of import support and debt relief reduced the importance

of incidental programme aid, paving the way for budget support to become the most
important macro-instrument. Moreover, the instrument would be primarily reserved for
partner countries.

The minister selected a group of 19 partner countries based on the following three criteria:
1) degree of poverty, 2) quality of governance, and 3) quality of socio-economic policy.
These 19 countries were: Bangladesh, Bolivia, Burkina Faso, Eritrea, Ethiopia, Ghana, India,
Yemen, Macedonia, Mali, Mozambique, Nicaragua, Pakistan, Sri Lanka, Tanzania, Uganda,
Vietnam, Zambia and Zimbabwe. In addition, aid to Egypt, South Africa and the Palestinian
Territories received a time limit.* The selection of these countries was based on both
quantitative criteria and, to a greater extent, qualitative considerations.

Focusing on a group of about 20 partner countries did not mean that other countries
would no longer receive bilateral aid. The minister considered it desirable to have a broader
selection of countries for three theme-oriented instruments (in which a pre-existing Dutch
presence also played a role; TK 1998-1999, 26 433, no. 1):

a  Environment: Brazil, China, Colombia, Ecuador, Philippines, Guatemala, Cape Verde,
Mongolia, Nepal, Peru and Senegal.

b Good governance, human rights and peace-building (GHP): Albania, Armenia, Bosnia,
Cambodia, Colombia, El Salvador, Georgia, Guatemala, Guinea-Bissau, Honduras,
Kenya, Moldova, Namibia, Nepal and Rwanda.

¢ The business community programme was limited, besides the partner countries, to the
following countries: Armenia, Bosnia, China, Colombia, Cuba, Ecuador, El Salvador,
Philippines, Georgia, Guatemala, Cote d’Ivoire, Jordan, Cape Verde, Moldova, Nigeria,
Peru and Thailand.

In December 1999, the minister presented a memorandum on macro-oriented programme
aid, which had been announced that spring (TK 1999-2000, 26 433, no. 22). She indicated

3 A motion by member of the house Van Ardenne-Van der Hoeven quickly bumped Pakistan and
Zimbabwe off the list. Indeed, the House of Representatives deemed support to these countries
undesirable as a result of their participation in armed conflicts and violation of human rights. The
House of Representatives requested that Indonesia be put on the list. Thus, the minister continued
with “17+4’ countries. Benin and Rwanda were added later.

% Itis precisely the introduction of more political considerations, in addition to a lack of transparency,
that led to criticism of the consistency of the selection process.
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that macro-support would be a comprehensive part of the aid package to countries with
which the Netherlands maintained a structural bilateral relationship. In addition, a number
of former communist countries in Eastern Europe would be eligible for macro-support,
providing they too met the conditions for good governance. Incidental macro-support
would remain available for other countries, for example in emergency situations.

Figure 3.1: Distribution of programme aid in 1999 (amounts in EUR million)

- General Budget Support, 20; 5%
- Co-funding of WB programmes, 25; 6%
- Multilateral Funds, 15; 4%
- Reconstruction the Balkans, 58; 14%
Sector support, 68;16%
Contribution to HIPC Trust Fund, 93; 22%

Debt Relief, 140; 33%

Source: Macro letter 2000

The scope of general budget support was still very limited at the time (see figure 3.1). The
largest part of macro-support at the time consisted of debt relief (55%). The Netherlands
provided general budget support to Cape Verde, Mali, Mozambique and Macedonia, and
it co-financed World Bank support to Kyrgyzstan, Georgia, Yemen and Ghana. The total
amount did not exceed €45 million.

The modality did not receive prominent status in ensuing years either. The focus was much
more on gradual growth, in which existing development relations and programmes were
decisive for granting general budget support. Aid to Mali is an example. The Netherlands
provided macro-support there from the 1990s onwards, including both debt relief and
contributions to financing structural adjustment programmes. Granting budget support
was often linked to the emergence of Poverty Reduction Strategy Papers (PRSPs) as a
consequence of the HIPC initiative. In Mozambique, the government and a dozen donors
sealed a multi-donor agreement in 2000 for macro-support for a three-year period in order
to help implement (with an emphasis on good governance) the Mozambican poverty
reduction strategy (I0B 2008, p. 170). A multi-donor approach was also used in Tanzania,
where the Netherlands had been providing general budget support since 2000, as a
consequence of the HIPC initiative to support the Tanzanian poverty reduction strategy.
Burkina Faso received budget support from 2011 onwards. This country completed its PRSP in
2000 and reached the HIPC Decision Point that year, but the involvement of President Blaise
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Compaoré in the civil war in Liberia and diamond smuggling in Sierra Leone formed an
obstacle at that time for granting the country general budget support (I0B 2008, p. 167).*°

Spending increased in the first years of the new millennium, but this was primarily the
result of incidental budget support, which was also connected to the wide availability of
resources at the time (IOB 2008, p. 169; see also figure 3.2). Examples of incidental support
include the aid to Burkina Faso in connection with a deteriorating exchange rate and the
rehabilitation support to Mozambique as compensation for the consequences of the flood
disaster in 2000.¢ Mali received additional incidental budget support in 2000 because of its
contribution to the UN forces in Sierra Leone. In 2001 Ghana received extensive incidental
budget support (€80 million) as compensation for its contribution to the UN ECOMOG
peacekeeping force in Liberia. Regular budget support to that country had been taking place
for a while now by means of co-financing with World Bank programmes.

3.2.3 Minister Van Ardenne (2002-2007): Growth of the instrument

3.2.3.1 Budgetsupportif possible

In 2002, the cabinet resigned as a result of the report on Srebrenica by the NIOD, the
Institute for War, Holocaust and Genocide Studies. In the next cabinet, Agnes van Ardenne
became Minister for Development Cooperation.

Van Ardenne laid down her policy in the document entitled Aan Elkaar Verplicht (Mutual
interests, mutual responsibilities) (TK 2003—2004, 29 234, no. 1). This document outlined
three main objectives:

« increased commitment to the Millennium Development Goals (MDGs);

« increased quality and effectiveness of development cooperation; and

» make apparent the priorities and results of Dutch efforts.

The minister wanted policy to focus on a limited number of themes and countries, and she
chose to broaden the focus in Africa (at least 50% of the bilateral budget). A list of 36 partner
countries was compiled for the bilateral policy that focused primarily on the promotion of
good governance, respect for human rights and capacity enhancement.!” There was also

a further shift from good governance as a condition for bilateral aid to good governance as
an objective:

5 In anticipation of the results of the UN Security Council deliberations, the Netherlands decided in 2000
to suspend the €7 million of budget support that had already been granted due to accusations that the
country was evading sanctions against UNITA and Sierra Leone. The Netherlands entered into a
three-year agreement for structural budget support the following year, despite serious violations of
human rights in Burkina Faso (IOB 2008, p. 168).

®  The donor community, incidentally, suspended disbursements for several months in response to a
corruption scandal in the banking sector. After the Mozambican government gave what was considered
an adequate response, disbursements were resumed towards the end of the year.

7 The list of 36 countries was largely an amalgamation of the “19+3’ partner countries, the 15 good
governance-human rights—peace-building countries and 8 environmental countries (that did not
belong to the former group). This amalgamation was in line with the recommendation of the working
group. See also Annex II.
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“As a condition for sustainable poverty reduction, good governance will assume a more central position

in development cooperation. Good governance will not be an absolute criterion, however, used to grant
or deny a country the status of partner country. In evaluating the quality of governance, the main concern
is whether the changes taking place are inspiring sufficient confidence. Efforts almost always concerned
developing or transition countries where weak governance was by definition an impediment to fighting
poverty effectively. However, partner countries must at least demonstrate the intention to implement good
governance, as well as measures for improvement, if effective cooperation with them is to be possible’

(- 7)-

The document dovetailed with the recommendation that appeared shortly before by

the Werkgroep Effectiviteit en Coherentie van Ontwikkelingssamenwerking (a working group on
effectiveness and coherence of development cooperation), which had emphatically

spoken out in favour of general budget support (actually as the second-best option after
multilateral aid).*® The working group assumed that budget support would help to reduce
transaction costs, make the budget process more transparent and the allocation of aid more
effective. General budget support would also prevent the budget from being ‘thrown out of
balance’ by sector budget support (TK 2003-2004, 29 234, no. 2, p. 70).

Although the minister supported the flexible use of aid modalities, she also expressed
a preference in Mutual interests, mutual responsibilities for general budget support. She did,
however, attach several conditions to it:

‘In the first place, budget support must be directly linked to the PRSP process. That process has to make
sure that the starting points for partnership, the commitment of various groups at the country level and
the translation of the MDGs into local policy are given sufficient space to develop. Second, the on-budget
financing must go hand in hand with an effective policy dialogue with the recipient country in the areas
of good governance, including its political dimension, and poverty reduction. Third, this financing must
be based on results measured by progress indicators for institutional and policy reforms that are clearly
agreed on beforehand’ (p. 21).

These indicators, laid down in result matrices called Performance Assessment Frameworks
(PAFs), subsequently served as the basis for the dialogue:

‘In countries that receive budget support, the PAFs must serve as the basis for the political dialogue
between donors and the government. Donors can use this dialogue, as well as support from reform
programmes, to exert influence on the process of improving governance and reducing risks (corruption,
for example)... The advantage of using PAFs is that donors pursue the dialogue together with the partner
country and can exert joint pressure in favour of reform’ (TK 2005—2006, 30 300V, no. 19, p. 7).

® See Effectiviteit en Coherentie van Ontwikkelingssamenwerking, Eindrapport van de werkgroep Effectiviteit en
coherentie van ontwikkelingssamenwerking, Interdepartementaal Beleidsonderzoek, 2002-2003, no. 1 (TK
2003-2004, 29 234, NO. 2).
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The quotes make it clear what some of the starting points are for (general) budget support:

1 whereas good governance was initially a condition, it increasingly became an objective,
though it should be noted that good governance was viewed as a condition for poverty
reduction;

2 toachieve that goal, the policy dialogue also gained in importance;

3 budget support had to be linked to the national development strategy (PRSP), which
almost linked the instrument by definition to the HIPC initiative;

4 budget support did not only aim to reduce (income) poverty, but focused just as much
on achieving the MDGs;

5 the memorandum assumed that progress on a number of indicators would be easy to
monitor. This also required the progress indicators to be SMART: specific, measurable,
attainable, relevant and time-bound.

These five starting points were in line with international notions about budget support

(see also chapter 2).

The impact of policy changes under Van Ardenne, with a greater preference for general
budget support, became evident in the 2004 Programmahulpbrief (programme aid letter),
which summarised spending in 2003. General budget support increased its stake from €59
million to €86 million (16% of total programme aid and 64% of structural macro-support).
Structural budget support in particular increased under this minister. The Netherlands
started to enter into multi-year agreements with more and more countries, preferablyin a
multi-donor context. Co-financing and incidental budget support decreased in importance.
In addition to the countries mentioned for 2002 (Burkina Faso, Ghana, Mozambique,
Tanzania and Uganda), Benin and Bolivia now received general budget support too. The
seven countries had, like other countries that received macro-support in 2003, positive track
records (p. 13).

3.2.3.2 The first cracks

Despite rising budgets and an international climate in which the words harmonisation

and alignment assumed an increasingly important position, budget support became
increasingly politically contested from 2005 onwards. While the initial discussion was about
whether countries were meeting their entry criteria, now people were questioning whether
countries that received budget support were meeting the criteria for the continuation

of support.

The first uncertainties arose with budget support for the old ‘donor darling’ Uganda.

That country started receiving general budget support from the Netherlands in 2002. The
support increased substantially in subsequent years, though concerns already existed in
2003 about political developments and the willingness of the Ugandan government to
implement reforms. The Netherlands, Ireland and the United Kingdom refused to pay part
of the budget support in 2003 in protest against high military spending. The embassy was
ordered to make it clear to the Ugandan government that support would end if it strayed
further from the path of reform. Support in 2005 would depend on visible improvements,
especially in the area of good governance.
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Progress in the area of good governance was an important condition for the continuation
of (the at that time extensive) budget support, but political developments suggested
otherwise. What is more, the Ugandan government, despite threats that budget support
would suffer cutbacks, continued to spend more money on defence (TK 2004—2005,

29 234, NO. 32, p. 9). In 2005, the Netherlands joined the United Kingdom, Norway and
Ireland in sending a political signal by cutting €6 million from the budget support package
(€21.8 million in 2004 and €15.9 million in 2005; TK 2004—2005, 25 098, no. 33, p. 4). The
amount of €6 million did remain available as emergency aid, especially for projects in

the north of Uganda. Eventually, Germany, Sweden and the World Bank also decreased
their budget support to the country. The total cutbacks by various countries amounted to
US$73 million.®®

In 2005, the ministry ended budget support to Bolivia, because it lacked a PRSP and had
vastly improved its government finances (reducing its budget deficit to 3% of GDP), as well
as the instable political situation in the country (see IOB 2006, report 301, p. 91 and the 2006
annual report La Paz embassy).

In April 2006, I0B published a report on the sector-wide approach. This report also focused

on general budget support. IOB was, among other things, critical about the way in which

the minister had selected the partner countries. In the policy response, the minister I55]
indicated that selection was not a scientific process based on purely quantitative analysis,

but a transparent process in which the minister’s own judgement and consultation with the

House of Representatives had played an important role (TK 2005-2006, 30 548, no. 1, p. 3).

The minister also emphasised that essentially all poor countries had weak institutions, and

that therefore the political will to improve governance was also taken into account.

Shortly thereafter, the results of a major international evaluation of general budget support,
which involved many donors and various partner countries, were also published (IDD and
Associates 2006). The synthesis study summarised the results of seven country assessments:
Burkina Faso, Malawi, Mozambique, Nicaragua, Rwanda, Uganda and Vietnam. The
synthesis report was generally more positive than the I0B evaluation. The authors
concluded that general budget support could be an efficient, effective and sustainable form
of aid to support countries in their poverty reduction policies (p. S15). At the same time,
they acknowledged that it had been impossible to determine the effects on poverty (p. S7).
They did determine that the expectations of budget support had sometimes been too high:
budget support does not change political realities (p. S6).

The minister believed these findings backed up her policy (TK 2005-2006, 30 548, no. 2,
p. 9). Without specifying this more explicitly, she also indicated that the report gave her
reason ‘to fine-tune several points of the policy’. In practice, the ministry, in the spirit of

¥ According to the donors, the macro-economic effects would be negligible because Uganda had vast
reserves to absorb these cutbacks. At the same time, the minister of foreign affairs and the minister for
development cooperation argued in a letter to the House that the cutbacks did have a political impact
because they received considerable attention in the media and prompted much political discussion
(TK 2005-2006, 891, p. 1889).



Policy

the Paris Declaration, worked on further developing the instrument of general budget
support. In February 2007, the minister confirmed — right before the new cabinet took
office and in response to the report by the Organisation for Economic Co-operation and
Development’s Development Assistance Committee (OECD/DAC) on the Netherlands’
development cooperation policy — the policy on good governance and the role of budget
support with improved governance (TK 2006—2007, 30 800 V, no. 68, pp. 2-3).

Figure 3.2: Development expenditures on general budget support 1999—2011 (EUR million)
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3.2.4 Minister Koenders (2007-2010): The way back

3.2.4.1 Fine-tuning the political dialogue

Minister Koenders inherited a policy in the spring of 2007 from a minister who had put high
stakes on providing general budget support and under whom the most significant growth
had been achieved. The new minister, who as a member of parliament had been critical

of budget support, including to Uganda, announced that he wanted to be more closely
involved in the decision-making process about the use of this modality.

Shortly after taking office, the minister had to deal with the conclusions of an official Anti-
Corruption Task Force, which, following budgetary approval in 2007, recommended producing
sharper analyses of the dimensions of good governance that affect the fight against
corruption (i.e. the indicators for voice and accountability, rule of law and corruption).
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Based on this analysis, budget support to the following seven countries was open to debate:
Armenia, Georgia, Moldova, Mozambique, Tanzania, Uganda and Vietnam. The minister
cut in half the budgets for Armenia, Georgia, Uganda and Vietnam (see also TK 2006—2007,
31061V, no. 2, p. 3).° The year 2007 was the final year of budget support for Armenia, so
that it was not clear how this cutback might work as an ‘incentive’. The positive income
development in Vietnam was also an argument for the minister to decrease support to

that country: it was expected that Vietnam would achieve the status of middle-income
country in the short term. Koenders initially demanded a 50% cutback for Uganda as well,
but eventually he upheld the existing agreements (with a cutback of €6 million). Tanzania,
Mozambique and Moldova were on the list too, but in their cases the minister had to agree
to continue support based on previously made obligations. Van Ardenne had already linked
an increase in budget support to Moldova to improving its track record in the area of good
governance and fighting corruption.

The intended budget support to Rwanda and Burundi was at odds with this development.
Minister Koenders wanted to give Rwanda budget support because it would enable ‘an
effective dialogue to be pursued with the Rwandan government about its political objectives
and the use of the government budget’ (TK 2006-2007, 29 237, no. 61, p. 3). In November
2007, several members of parliament criticised this plan (TK 2007-2008, 29 237, no. 65 and
the handling of the Ministry of Foreign Affairs’ budget in 2008). Burundi would become the
next test case for the budget support instrument. In line with international developments,
the new minister wanted to concentrate more on ‘fragile states’. With so much attention
focused on good governance, this group of countries ran the risk of becoming forgotten
states. In the Een zaak van iedereen (Our common concern) policy memorandum from
October 2007, the minister indicated that the emphasis donors had placed on good
governance meant that the countries most in need of the aid most did not receive it,
because the conditions for programme aid were lacking (TK 2007-2008, 31 250, no. 1, p. 12).
Good governance was therefore no longer the main starting point for aid.

The minister defined three groups of partner countries:

1 MDG countries: Low-income countries where fragility was not dominant and government
structures offered sufficient prospects for cooperation: Bangladesh, Benin, Bolivia,
Burkina Faso, Moldova, Ethiopia, Yemen, Ghana, Kenya, Mali, Mongolia, Mozambique,
Nicaragua, Rwanda, Senegal, Tanzania, Uganda, Zambia;

2 Fragilestates: States where fragility or severe inequality impeded poverty reduction:
Afghanistan, Burundi, Colombia, Congo (Democratic Republic), Guatemala, Kosovo
(based on Security Council Resolution 1244), Pakistan, Palestinian Territories and
Sudan; and

3 Emerging middle-income countries: Specifically those with whom the Netherlands
maintained ‘broad relations’: Egypt, Georgia, Indonesia, Vietnam and Suriname.

Aid to Bosnia and Herzegovina, Eritrea, Sri Lanka, Albania, Armenia, Cape Verde and

Macedonia (FYR) would be phased out in the coming four years.

2 This cutback for Uganda was not immediately clear in the depletion of funds in 2007, because the fiscal
year in Uganda runs from 1July to 30 June. The 2006-2007 tranche (€15.9 million) was paid out in 2007.
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In the first group of countries, the Netherlands aimed for substantial financing and

active policy dialogue in a limited number of sectors that were important for achieving
Millennium Development Goals. The minister also stated his preference for financing by
means of the budget, and budget support in particular because ‘itis precisely budget support that
creates more financial leeway for better service provision and capacity building in the area of staff and
organisation’ (TK 2007—2008, 31 250, no. 1, p. 10).

Under certain circumstances, fragile states could also be eligible for budget support.
Moreover, the minister did not consider it realistic to attach budget support to a long

list of result indicators in countries with very limited capacity (TK 2007—2008, 29 237, no.
66, p. 10). On the other hand, there would be closer control than was previously the case
in countries with better governance. The government also reiterated the importance of
good governance for sustainable poverty reduction. With these starting points in mind, in
May 2007 the minister granted an amount of €22 million a year for the period 2007-2010
during a roundtable conference in Burundi, which included €10 million for general budget
support (with an extra contribution of €4.5 million in 2008). The aid was important for
the Burundian government as it enabled them to continue paying the salaries of teachers,
doctors and police officers, among others (TK 2006-2007, 29 237, no. 61, p. 3). The
expenditures were made by means of a World Bank Trust Fund.

And yet the attention being devoted to fragile states was not something completely

new. Burundi already received €8.3 million of stability support from the Netherlands in
2006 (through the World Bank). The (internal) audit department criticised this, however,
because Burundi was not a partner country and because the support was not justified by

a track record. If there had been a track record, then the country would not have been
eligible for budget support. The audit department predicted that in the future budget
support would be granted more often to fragile states and therefore recommended thata
separate assessment framework be established for this purpose. The audit department also
criticised the incidental budget support to Moldova because that country did not meet the
conditions either.

What is striking about this discussion is that the ministry viewed the stability support to
Burundi as a form of budget support. The only similarity it had with general budget support
was essentially that both were forms of macro-oriented aid. Stability support, however,

is granted in a completely different context, has a different objective and requires very
different conditions (see also chapter 4). An important difference is that it concerns aid to
countries where there is insufficient guarantee of macro-economic stability and where there
is inadequate capacity to carry out effective poverty reduction policies, including achieving
the MDGs within the time limit. The policy and governance conditions were often not met,
but that is exactly the crux of the problem. The most important reason to grant macro-
support to post-conflict countries like Burundi is to guarantee macro-economic stability
and help finance running expenses in order to help the country find calmer political waters
again and to prevent conflicts from flaring up again. Evaluation of these forms of aid to,
among others, Uganda (late 1980s, early 1990s) and Mozambique (early 1990s) show that
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this form of macro-support can be effective to achieve the goals mentioned above (see, for
example, White and Dijkstra 2003).

3.2.4.2 TheIOB report on Dutch Africa policy

In 2007, I0B had evaluated The Netherlands’ Africa policy at the request of the House of
Representatives. In early February 2008 the report was published (I0B 2008, report no.
308). It turned out to be, most likely together with developments in a number of countries
that received budget support, an important catalyst for a more critical tone vis-a-vis the
instrument. That is actually striking, because the IOB report did not divulge any new
research results — in fact, it continued to build on the results in the joint Evaluation from
2006. As far as the effects of budget support are concerned, more than anything the report
called for more detailed research.

The criticism of the way that the ministry used the instrument was not new either.
Following the Court of Audit and the audit department, IOB concluded that a uniform
assessment framework was lacking and that the track records could often be interpreted

in various ways (see also section 3.4). The report did not call, however, for a more
unambiguous and ‘scientific’ use of the instrument. Rather, it argued that track records
should carry less weight: ‘It is actually an illusion that something as complex as the assessment of the
economic, political, human rights and governance situation in a country, which is in many ways unlike I59]
ours, can be evaluated scientifically, as if it were a simple arithmetic sum’ (p. 195). Criticism of budget
support allocation focused mainly on the incidental support that the ministry granted
Ghana and Mali at the beginning of the millennium to contribute to the peace-keeping
forces in Liberia and Sierra Leone (p. 192).2! Most attention went to the recommendation to
use the instrument with more restraint in cases of human rights violations, bad governance
or insufficient anti-corruption measures (p. 515), a recommendation which the minister had
actually already substantiated.

In his response — the policy letter accompanying the report — the minister joined his
predecessor, however, in using entry conditions as objectives, which was also the tendency
internationally: ‘We will not only use budget support as a way of encouraging a dialogue about the
responsible use of budgetary resources and the results we wish to achieve with them, but also about more
“political” subjects, such as social exclusion, human rights and the quality of governance, including
translating national policy into tangible results at the local level’ (TK 2007—2008, 29 237, no. 66,

p- 10).

How much empirical evidence pointed to the success of this approach was not raised in
the letter.

Although the talks on the I0B report about Africa policy only took place in October
2008, it was discussed much earlier already in debates in House, for example during the
General Consultation on the African Great Lakes Region in March 2008 (TK 2007-2008,

2 Ghana received €80 million in 2001 as balance of payments support; Mali received €18.2 million as
incidental budget support.
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29 237, no. 171). This showed that the House was much more critical of the instrument
than previously and especially towards potential budget support to Uganda, Rwanda and
Burundi. In that debate, the minister agreed to inform the House in more detail about the
conditions for budget support to these three countries and also to prepare an extensive
letter about the instrument. In this letter, dated 22 August (TK 2007—2008, 29 237, no. 74),
the minister reiterated what budget support’s political function was:

‘Budget support is also an important instrument for strengthening and possibly guiding the political
development dialogue with recipient governments. More than in the past, I am looking to make this
political dialogue more effective, if necessary by personally giving the matter a little boost so we can talk
openly and professionally about the lack of results and strategic policy choices that we find important or,
more importantly, worrisome ... In the political dialogue, the focus is on increasing the political will to
really achieve results ... The political dialogue is also about promoting good governance, ... human rights
and democratisation/accountability (counteracting elements of fragility) (p.2) ... L will use budget support
more actively an incentive creating political dialogue’ (p. 2.).

This letter expresses the minister’s confidence — greater than his two predecessors — in
the possibility of forcing political change in the policy dialogue and using budget support
effectively as an incentive. Budget support’s direct function as a contribution to recipient
countries’ poverty reduction strategies therefore slowly but surely started to make its

exit. The decision-making process on Nicaragua was an example. The Netherlands cut

its budget support to that country in half after the new government curtailed liberal
democratic freedoms.?? On the other hand, Ortega did do a lot more to fight poverty than
his predecessor.

3.2.4.3 Achanged climate

By 2009, the climate in the Netherlands regarding this aid instrument had considerably
worsened. Various factors played a role in this. On the one hand, the Dutch media had
become increasingly critical of development aid in general and budget support in particular.
Examples include an interview with Simeon Djankov on 15 May 2008 in de Volkskrant, an
article in HP/De Tijd in August 2008 (‘Hulp die niet helpt’, or Aid that doesn’t aid) and articles
by journalist Marcia Luyten in the NRC (21 March 2009 and 8 May 2009). More important
were the developments in a number of countries receiving budget support. The Netherlands
and other donors suspended budget support to Nicaragua after fraudulent municipal
elections. In Zambia, the Anti-Corruption Commission reported the misappropriation

of US$5 million at the Ministry of Health. The Netherlands and Sweden subsequently
suspended aid to that sector. That same year, minister Koenders decided (as the only donor)

2 This aid to that country had come under pressure earlier because of changes in abortion legislation,
which denied women access to abortion on medical grounds (TK 2006-2007, annex to the proceedings
2410; see also Dijkstra and Grigsby 2010 and the case study on budget support in Nicaragua).
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to again suspend budget support to Tanzania after business claims by a Dutch businessman
had been ignored for years.?

Table 3.3: Development of general budget support in 2007-2008
_ The Netherlands Total budget support to the country

Armenia

Benin

Burkina Faso

Burundi

Georgia

Ghana
Cape Verde
Macedonia
Mali

Moldova

Mozambique

Nicaragua

Rwanda

Senegal

Tanzania

Uganda

Vietnam

Zambia

Halved

Continued

Continued

Discussion in House and stopped

Halved in 2007

Increased by 70%

Quadrupled

Ended in 2006; resumed in 2008
Continued; suspended in 2012

New in 2007 (incidental in 2006);
stopped in 2008

Continued; ended in 2012
Halved in 2008; then ended

Intended general budget support
suspended

GBS postponed due to lack of
consultation structure

Continued after having been
suspended for corruption; ended in
2009

Halved in 2007; last year of general
budget support was 2008

Halved in 2007 and again in 2008;
2008 last year

New in 2006, budget support until
2010

Halved in 2005 and then further
reduced

Increased significantly from 2007
onwards (mainly EU, WB and AfDB)

Increased significantly from 2007
onwards (mainly EU, WB and AfDB)

Continued, few bilateral donors

Virtually halved in 2007; €250 million
by USA in 2008

Increases after 2007
Continued

No other bilateral donors
Continued; suspended in 2012

No other bilateral donors

Strong growth

Strong decline, from bilateral donors
end

Does receive budget support (mainly
European Commission)

Increases in 2008, primarily
multilateral

Continued, but sharper policy dialogue

Decreased, but began increasing again
in 2009 (mainly DFID)

Continued. In 2009, Japan contributed
a record amount of almost €600
million and France contributed €130
million in 2010.

Joint MoU in 2006; continued after
2010 except Sweden

3 Two large-scale corruption scandals were uncovered in late 2007 too: one at the country’s central bank
and one related to a contract for an oil pipeline and the supply of generators (the Richmond affair). The
Netherlands and other donors subsequently suspended budget support to that country. According to
donors, the president dealt with the scandals vigorously, after which they disbursed budget support
after all in 2008.
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Early that year, the minister had decided not to disburse €3 million of budget support to
Rwanda because of violations of the weapons embargo against the Democratic Republic
of Congo and the Rwandan government’s involvement in violence in eastern Congo. There
were many reports from Burundi of violations of human rights. In Senegal, poor financial
management led to a budgetary crisis, which was cause for the minister to suspend sector
budget support to the environment sector.?* There were suspicions of irregularities in

the purchasing of schoolbooks in Uganda, where the Netherlands had already switched
from general budget support to sector support. The minister stopped budget support to
Macedonia until more clarity could be provided about a macro-economic stabilisation
programme. He did the same in Moldova in connection with concerns about the political
situation following parliamentary elections in April of that year (TK 2008—2009, 29 237, no.
101). The House of Representatives was especially critical of support to Burundi, however
(TK2008-2009, 29 237, NO. 114).

3.2.5 Minister Verhagen (February 2010-October 2010): Continuation of
the policy

On 20 February 2010, the Balkenende IV cabinet fell after deliberations about the military
mission in Uruzgan, Afghanistan. The Labour Party ministers submitted their resignations,
and the remaining ministers from the Christian Democratic Appeal and the ChristianUnion
surrendered their portfolios. This meant the Minister of Foreign Affairs Maxime Verhagen
would take over the development cooperation portfolio until the Rutte cabinet took office.
The minister announced that he would continue the budget support policy of the outgoing
Minister for Development Cooperation. He did, however, limit his own immediate
interference in budget support to Burundi, Tanzania and Uganda.

The discussion about the provision of budget support to Burundi and Rwanda persisted,
but the minister indicated that decision making about continuing or resuming budget
support would only take place in the autumn of 2010. The focus at the time had already
shifted to the budget support that the European Commission was providing to a number
of developing countries. In some cases, the much more extensive budget support from the
European Commission seemed at complete odds with Dutch policy. A second reason why
budget support received less attention was the publication of the report by the Scientific
Council for Government Policy (WRR), Less Pretension, More Ambition. This report criticised
Dutch development cooperation, but it barely commented on the instrument of budget
support. The WRR viewed it primarily as an instrument to prevent fragmentation (WRR
2010, p. 129). The WRR also challenged the position that threatening to end budget support
would be effective:

% The IMF representative in would also have received two suitcases with US$ 100,000 and US$ 50,000
from Prime Minister Souleymane Ndéné (Handelingen TK 26-2309, November 2009).



Budget support: Conditional Results

‘Withdrawing aid has proven a poor sanctioning instrument ... All these sanctions were a result of

Dutch national politics, and had nothing to do with foreign policy. In fact, such politically correct
interventions undermine the negotiating position of the Netherlands in the country itself and hamper

the process of setting out a long-term development strateqy. Their small scale alone means they have

no effect on the recipient countries. Six decades of development aid have shown that there is little point
imposing ex-post conditionalities and that sanctions of this scale, imposed retroactively, have little effect’

(WRR 2010, p. 137).
3.2.6 Minister Knapen (October 2010 2012): Greater selectivity

The radically changing climate regarding development cooperation found expression in
the formation of a new cabinet after the fall of the Balkenende IV cabinet. The new cabinet
drastically cut development cooperation (by a total of €0.9 billion in 2012). Budget support
was immediately targeted as easy pickings. The cabinet shifted attention from governments
to the private sector in what it called an innovation of the development policy. Although
the WRR report did serve as a guiding principle in this, the involved parties were also quick
to agree on setting stricter demands on the budget support instrument. The coalition
agreement stated that ‘budget support will not be granted if there is any hint of corruption, violation
of human rights or insufficient good governance’ (p. 8).

163]
This starting point was not new in theory, but it would be much more closely adhered
to than in previous years. In the past, countries were eligible for budget support
providing they demonstrated the ‘intention’ to improve governance. The Basisbrief
Ontwikkelingssamenwerking (Letter to the House of Representatives outlining development
cooperation policy) in November 2010 revealed the first outlines of how the ODA
budget would be cut (TK 2010-2011, 32 500 V, no. 15). The new policy’s main points were
selectivity (limitation of four thematic spearheads), mobilisation of the private sector
and a considerable reduction of the number of partner countries (see table 3.4). This
reduction also had consequences for (general) budget support. It meant a reduction of
34% (€44 million of an estimated amount of €128 million; see also figure 3.3) just in the
year 2011.
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Table 3.4: Partner countries before and after 2011
_— Partner countries Verhagen / Koenders

MDG countries Fragile states Emerging
middle-income
countries

MDG countries Benin, Ethiopia,

Mali,

Mozambique,

Uganda,

Rwanda

Part . ;
a ner Fragile states Yemen Afghanistan,
countries .
Burundi,
Rosenthal / .
Palestinian
Knapen L
Territories,
Sudan
Emerging Bangladesh, Indonesia
middle-income Ghana, Kenya,
countries

Termination of

Bolivia, Burkina

Colombia, Congo

Egypt, Georgia,

bilateral Faso, Moldova, (DCR), Vietnam,
|64 relationship Mongolia, Guatemala, Suriname
Nicaragua, Kosovo, Pakistan
Senegal,

Tanzania, Zambia

As part of the new policy, the ministry made an extensive and systematic assessment in
late 2010 of the countries to which the Netherlands would stop giving budget support.
The ministry based their selection on the following:
1 developments in the quality of governance;

S W N

the development of human rights in the country;
socio-economic developments and progress in achieving the MDGs; and
commitments that have been taken on.

The scan of the first two elements (what is referred to as the ‘first gateway’) was both
quantitative and qualitative; the scan of the second gateway was mainly qualitative.
Table 3.5 summarises the assessments.
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Table 3.5: Evaluation of continuing budget support

Burkina Mozam- | Senegal | Tanzania | Uganda
Faso bique

First gateway:

Kaufmann score -1.4 -1.9 0.8 -2.4 -0.4 -2.0 -1.7 -3.7
CPIA* 9.5 10.5 11.0 10.0 9.0 10.0 10.0 8.5
PFM score 7.0 8.0 8.0 7.0 8.0 7.0 7.5 7.5
Human rights** 3 7 2 a 6 5 6 8
Average income 749 536 1,325 602 410 1,034 524 509
(GDP per capita of

the population in

us$)

Overall judgement B B+ B- B-- B- B- B- B
of track record***

Second gateway:

MDG progress 2.9 5.0 5.0 4.0 3.0 3.0 1.1 5.0
Economic growth 1.3 2.8 2.6 25 5.3 1.4 3.0 3.8
1996-2008 (per

capita)

Business climate 170 151 67 153 126 152 128 122
(rank)

Aid dependency 13% 17%  17% 20% 25% 14% 19% 22%
(ODA/GDP),

2005-2008

Independent 19% 13% 21% 14% 15% 19% 15% 12%
income (% GDP)

*  Thisis the added-up score of 3 IRAl indicators (D12, D15 and D16).
**  Freedom House indicator.
**% Assessment by the embassy.

Ghana came out on top in the first gateway. This country would be removed from the list
because of its income development: Ghana had reached the status of lower middle-income
country and was expected to benefit from oil income in the coming years. Uganda scored
poorly on most of the governance parts, though the country did conspicuously well in the
track record.

)

Mozambique, Burkina Faso and to a lesser degree Zambia qualified for the ‘second gateway’.

The other countries had lower scores. Based on this first scan, the ministry conducted a
second, more qualitative analysis later on, on the basis of which it was decided to continue
giving budget support only to Mali. In 2012 Burkina Faso, Bhutan and Mozambique would
also receive budget support. For Mozambique and Bhutan, 2012 is the last year, and

for Burkina Faso it is 2013, when the embassy in Ouagadougou plans to shut its doors.

=118
9.0
7.0

6
1,253

2.0
1.8

76

19%

17%
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The minister also suspended support to Mali in April 2012 following a military coup in
that country.

Figure 3.3: Expenditures on general budget support 2010—2011 and estimated expenditures 2012—2013*
120

100

Expenditures (EUR mln.)

2010 2011 2012 2013

- Benin - Bhutan - Burkina Faso - Burundi
Georgia - Ghana - Mali* - Moldova

Mozambique Senegal Zambia

* No commitments yet for Mali for 2013.

Despite careful analysis based on a limited number of indicators, decision making
continued to be based on other considerations. Considerations to do with good
governance were the deciding factor in this process, apart from the question of whether
good governance is a condition for poverty reduction or whether it is possible to improve
governance with budget support. The latter consideration — to let the continuation

of support depend on existing commitments — was highly pragmatic, to say the least.

It thwarted a more principled decision-making process.

3.2.7 The discussion with the European Commission

As was the case with bilateral donors, the European Commission had also put its money on
budget support in the first decade of the millennium. According to figures from the OECD/
DAC database, expenditures had risen from more than €325 million in 2002 to €650 million
in 2008. This meant that the Commission had become of the most important providers of
this modality.
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In 2008, the European Commissioner for Development and Humanitarian Aid, Louis
Michel, published a report on budget support, in which he indicated that he intended
to raise the share of general or sector budget support in ACP country programmes of the
European Development Fund (EDF) from 12% to 50%. This is in line with the agreements
made in Paris (2005) and Accra (2008), as well as the demands and policy of the member
states. For the 10th EDF (for the period 2008-2013), the Commission wanted to provide
approximately €5.5 billion through general and sector budget support (about 25% of the
Fund’s resources). Seven African countries would receive a part (a total of €1.6 billion) in
the form of multi-year MDG contracts, in order to support these countries to achieve the
MDGs. The Commission also made a sum available for what was referred to as the Governance
Incentive Tranche, which was meant to encourage countries to carry out improvements

in the area of governance as well. In line with these developments, the Commission’s
expenditures on budget support increased to €1.3 billion in 2010.

Meanwhile, little by little opinions on the application of budget support began to diverge.

Whereas donors in the Netherlands and Germany gradually became more critical of the

minimum requirements that were being set for good governance, the Commission held

on to the original objectives of poverty reduction and helping countries achieve the MDGs

(De Kemp, Leiderer and Ruben 2011). Committing partner countries to reforms was more

important to the Commission than adhering to minimum standards of good governance. 1671
The growing differences became evident during discussions about budget support to

Nicaragua in 2008 and Rwanda in 2009. That year, the European Commission increased

sector support to the health sector in Zambia, after the Netherlands and Sweden had

suspended it because of a corruption scandal.

The growing criticism of the instrument in its own country had an important impact on

the position of the Dutch government. The greater selectivity in the Netherlands conflicted
with a considerable expansion of the instrument by the European Commission. Both in

the Netherlands and internationally, Minister Koenders argued for a strengthening of the
political dialogue on budget support. In 2008, he proposed, in a European context, that the
European Commissioner for Development and Humanitarian Aid, together with involved
member states, send an annual letter to the government of the recipient country containing
the main points of the policy dialogue. During the Czech presidency of the European Union,
in the first half of 2009, the Netherlands requested again that a political debate be held
about strengthening the policy dialogue on budget support and good governance. The
Ministry of Foreign Affairs prepared a discussion paper for that purpose, which emphasised
the necessity of a joint response should political problems arise. Gradually, the Netherlands
received support for this initiative from several other countries, such as Germany, Sweden,
Denmark and Ireland. In November 2009, the Commission responded with a non-paper,
which followed the tenets of the Cotonou Agreement. This Agreement stated that the
provision of budget support must be based on sufficiently transparent governing aimed at
accountability and effective financial support, and on agreement about macro-economic

or sector policy. According to the European Commission, this position ruled out the criteria
for providing and continuing support desired by the Netherlands. This subsequently led to
aresponse by the Netherlands in April 2010 in the form of an ‘issue paper’, a final version
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of which was completed in October 2011. In this paper, the Netherlands emphasised the
necessity of a joint approach in case of crisis situations.

Earlier, the Netherlands had also requested a Green Paper and Communication from the
Commission as a basis for a joint approach. This Green Paper appeared in October 2011
as well. It aimed to collect opinions and experiences regarding budget support, in order
to improve the instrument’s use. As a basis for the discussion, the Green Paper raised a
number of questions, as a result of which the policy and political dialogue were put in
the limelight. Moreover, the Commission also asked whether budget support needed to
become dependent on the quality of political governance.

The Green Paper provoked many responses, not only from member states, but also from
NGOs and the academic world.?* The new (Dutch) cabinet criticised the Commission’s
technocratic and legalistic position. According to the Netherlands, the Commission should,
in consultation with member states, evaluate more strictly whether recipient countries
still met the basic conditions for good governance, human rights and anti-corruption
measures. The cabinet demanded that the Commission would show more restraint in
their provision of budget support. The Commission should not use this modality in cases
where member states, such as the Netherlands, had reached a negative judgement about
|68] the quality of governance, human rights or the fight against corruption. The Commission
should also, together with member states, encourage a more active political dialogue about
these subjects.

The Green Paper and the discussions of it eventually resulted in a Communication from the
Commission in October 2011 (COM(2011) 638). The European Commission and member
states did not disagree on the necessity of increased coordination in the area of budget
support. But while this meant for member states such as the Netherlands that the
Commission would not be able to deviate from the view of individual member states, the
Commission viewed this primarily as a strengthening of its own coordinating function.
Nonetheless, the Commission gave in to the Netherlands by taking, more than in the past,
good governance and respecting human rights as the starting points for budget support:

“The new approach should strengthen the contractual partnership on EU budget support between the EU
and partner countries in order to build and consolidate democracies, pursue sustainable economic growth
and eradicate poverty ... Therefore, general budget support should be provided where there is trust and
confidence that aid will be spent pursuing the values and objectives to which the EU subscribes, and on
which partner countries commit to move towards meeting international standards ... In order to better
reflect these fundamental changes, EU general budget support should be referred to in future as “Good

”

governance and development contracts”.

This approach would, according to the Communication, make EU budget support more
efficient and effective at delivering development results.

5 NGOs and academics were generally more positive about budget support than the Dutch cabinet.
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Nevertheless, the Dutch secretary of state still believed that the entry test for the provision
of budget support was too lenient. This would result in budget support remaining too large
a part of the European Development Fund (TK 2011—2012, 22 112, no. 131, p. 5).

Itis telling in the discussion that bilateral donors such as the Netherlands and Germany
increasingly abandoned their original policy theories and objectives in the course of the
years, while the ‘technocratic’ approach of the World Bank and the European Commission
remained closer to the original (Faust et al., 2012, pp. 2—3). Faust et al. conclude that while
the new approach may be more politically oriented, it did not have a clear strategy about
the way in which budget support could contribute to the intended political changes and
democratisation. There was some evidence that a harmonised approach is more effective
than a fragmented response by donors in conflict situations, but that is still something
different than the effectiveness of budget support, and especially of the political dialogue,
as instruments for political change. Faust et al. argue that the new approach of greater
selectivity entails the risk of losing the main mechanism for high level policy dialogue

and therefore an important instrument in the contribution to a country’s overall reform
process (p. 5). The researchers have more faith in the policy dialogue than in conditionality,
but here too it is not clear how effective such an approach would be (see also chapter ).
Budget support is easily seen — whether intentionally or unintentionally — as a government’s
support, and so it also has a political function. There could be political reasons not to |69
provide budget support. Over-politicisation of the instrument, however, could have a
negative impact on attempts to bring the original objectives closer together — poverty
reduction and achieving the MDGs.

3.3 Policy reconstruction

Dutch policy developments dovetailed closely with the changes in international thinking
about aid effectiveness. The World Bank report Assessing Aid from 1998 already suggested
that aid could only be effective in countries with good policy. Many donors concluded from
this not only that aid should be limited to these countries (compare the Dutch partner
countries), but also that precisely these countries should be given more ownership over
their development and that aid should dovetail with national programmes. Programme aid
was therefore the most logical modality. At the High Level Forum in Rome in 2003, donors and
developing countries agreed that development aid would be given in line with the partner
countries’ priorities (alignment) and that donors would harmonise their aid.

Two years later, they went further with the Paris Declaration. There were five key elements in

the declaration:

« ownership: developing countries set their own strategies for poverty reduction, improve
their institutions and tackle corruption;

« alignment: donor countries align behind these objectives and use local systems;

« harmonisation: donor countries coordinate, simplify procedures and share information to
avoid duplication;
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« results: developing countries and donors shift focus to development results and
measuring results; and

« mutual accountability: donors and partners are both accountable for development results.

Donors obliged themselves to deploy at least 66% of their aid through ‘programme-based

approaches’, and at least 50% of bilateral aid through the partner counties’ systems.

The policy was not based on any detailed policy theory, however. The rationale for budget
support was more detailed than the intervention logic, while the primary objective,
supporting recipient governments’ poverty reduction and reform policies, often remained
implicit (TK 2008-2009, 29 237, no. 101, p. 3).

Programme aid gave minister Pronk the opportunity to let the development cooperation

budget grow despite absorption problems with project aid. He did set a number of

conditions for it:

1 thesocio-economic policy in the country that stands to receive the aid should be in line
with Dutch starting points, and

2 the country in question should also have the institutional capacity for it.2¢

Sector budget support was still the most important concern for minister Pronk at the

time. That was also true, though to a lesser degree, for minister Herfkens, under whom

the sectorwide approach started to develop. She too mentioned good governance as a
condition for both the selection of partner countries and the provision of programme aid,
in line with the conclusions of the Assessing Aid report. However, the minister did not use
good governance as an absolute selection criterion, but she introduced — whether implicitly
or not — the idea that programme aid could also be an effective means of promoting good
governance (see also chapter 2).

This shift in thinking about good governance was further solidified by minister Van
Ardennne, under whom the intention of good governance became the basis for budget support.
As a result, the old conditionalities took on added significance in the policy dialogue and
political dialogue, where budget support received a dual function of being a financing
instrument and a financial stimulus.

Linking budget support to the ‘intention of good governance’ became the instrument’s
Achilles heel. On the one hand, conditions without a clear change in the policy theory
became objectives, but that gave budget support a dual objective: both poverty reduction
and improved governance. Budget support therefore began to serve different objectives,
though their hierarchy was not clear:

2 These conditions were not new, incidentally. They concurred with the results of a study on import
support by I0B’s predecessor, the Inspectie Ontwikkelingssamenwerking te Velde (10V, 1989). IOV
argued that import support could be an effective instrument, providing a) the recipient country was
carrying out good socio-economic policy, and b) the country also had sufficient implementation
capacity. The report concluded that if these conditions were met, then in principle import support
would need as little guidance as possible. Conversely, import support would have little effect as an
instrument to correct socio-economic policy, according to IOV.
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‘Budget support is granted on the condition that effective poverty reduction strategies reflect national
priorities, with good macro-economic policy, transparent government finances and good governance. This
is how budget support can contribute to economic growth, and because it is linked to poverty reduction
strategies, it contributes to the reduction of income inequality (TK 20092010, 31 250, no. 72, p. 18-19).

This lack of clarity, and the absence of clear intervention logic, also complicated the
establishment of distinct rules about the use of the instrument. According to the internal
auditor, the ministry’s guidelines did not demonstrate sufficiently what was acceptable

or not, nor which improvements should be achieved and when. If there were delays in
carrying out the agreed upon policy in countries that received budget support, should the
Netherlands remain a reliable partner and continue giving budget support, or should the
Netherlands attach immediate financial consequences to the failure to produce results? In
essence, this was a problem that policy theory had barely given any attention to.

Moreover, bilateral donors were not pushing recipient governments to take immediate
action, but focused on outcome and impact indicators, over which recipient governments
did not always have direct influence (see also chapter 5). In addition to these results
indicators, they therefore also needed a number of underlying principles, which recipient
governments had to live by:

(7]
“The underlying principles of budget support are to be found in the areas of democratic governance,
respect for human rights and international rule of law, macro-economic stability, commitment to poverty
reduction, principles of good governance and good financial management ... The underlying principles
also function as an emergency-brake clause that donors can fall back on when these principles are
flagrantly violated ... Calling recipient governments to account on the underlying principles is a serious
measure and will be used with restraint.”
(TK2008-2009, 29 237, no. 101, p. 5).

The ministry assessed the provision or continuation of budget support on the basis of track
records (see next section), whereas progress on the Performance Assessment Framework
played an important role in the MoU. In practice, it was mainly a rift with one of the
underlying principles that led to the suspension or termination of budget support. At

the same time, underlying principles occasionally turned out to be objectives: ‘Some of

the underlying principles end up in the agreement about projected results ... especially when it concerns
poverty reduction, good governance and good financial management’ (ibid, p. 5).

Not only was the internal audit department critical of these kinds of flexible interpretations,
so was the Anti-Corruption Task Force (2007). The task force’s report, which already hinted
ata changed climate, contributed to minister Koenders’ stricter interpretation of good
governance. Fiduciary risks and the fight against corruption took on increasing significance
in this new climate, at the expense the original objectives. Although the minister
considered calling recipient governments to account a serious measure that should be

used with restraint, he did resort to this within two years with the majority of countries

that received budget support: Uganda, Tanzania, Rwanda, Nicaragua, Armenia, Georgia,
Vietnam, Macedonia and Moldova.
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The minister did want to give budget support to Burundi, on the other hand, despite the
fact that it did not meet the requirements in any way whatsoever. The minister failed to
distinguish this (stability) support clearly enough from budget support to other countries.
He did indicate that the aid to Burundi mainly served to defray the cost of running expenses
and therefore promote stability. However, by incorporating the country in a letter on
budget support to the House of Representatives, without a clear cut-off point, he gave the
impression that it concerned a marginal difference here. This resulted in the House asking
itself why the Netherlands suspended budget support to Tanzania, for example, but not to
Burundi. In terms of content, the aid to Burundi showed more similarities to that given to
Afghanistan or Ramallah, or that given to Uganda or Mozambique 20 years ago.

The second of Pronk’s conditions — a sufficient implementation capacity in the partner
countries —was actually never further elaborated. That was hardly surprising in light

of all the attention on alignment and ownership, but here too condition and objective
become blurred. It was not rare for partner countries to indicate that they needed technical
assistance more urgently than financial aid. Minister Herfkens wanted to cut back this
modality as soon as possible. In addition, a great deal of the technical assistance that was
deployed was uncoordinated and supply driven (see IOB 2006, p. 137; IOB 2008, p. 53; De
Kemp, Faust and Leiderer, 2011). Koeberle and Stavreski (2006, p. 19) also asked whether
donors themselves possessed the technical capacity to effectively design this modality,
which required completely new kinds of expertise. Policy advisors at the embassies needed
to have more and more knowledge of financial management, and the ability to evaluate
financial systems and estimate financial risk. The Netherlands therefore set up internal
courses for this purpose in 2003, and developed a ‘guide’ to analyse and evaluate the
setting up, implementation and accountability of budgeting and external auditing. But the
question remains whether the development of some basic skills was not being confused
with the required financial expertise. Partner countries have also learned how to hit the
capacity ball back over the net and complain about the short-lived embassy staff’s lack of
expertise (see Lawson et al. 2011).
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3.4 Implementation
3.4.1 Basic principles and conditions

The basic principles implied an assessment framework that the ministry could use for
decisions about the provision of budget support. At the same time, establishing an
unambiguous framework was by no means an easy task, because in a specific situation the
transition to budget support was the result of international deliberation, which sometimes
involved many actors. This was also evident in the fact that budget support frequently
came about when countries, influenced by debt relief initiatives, set up their own poverty
reduction strategy. On the other hand, in practice programme aid was an extremely flexible
instrument, which made it possible to spend large amounts at the end of the year in order
to exhaust the budget and meet international agreements. Precisely this flexibility required
a framework to prevent programme aid, including budget support, from becoming infused
with overly pragmatic input considerations. The I0B (I0V) already concluded in 1989 that
there was a serious risk that under these circumstances aid would be ineffective.

In 1994, the Dutch Court of Audit criticised the lack of a concrete assessment framework
for programme aid (TK 1994-1995, 24 045, nos. 1-2). The main concern, incidentally, was
to assess the conditions for import support, which was by far the most important form of
programme aid during research period (1988-1993). Partly in response to this, the minister
presented a framework and a Programme Aid Manual that year, which became obligatory

in 1996. The introduction of macro-exercises that year made it possible to conduct more
systematic and comprehensive assessment of proposals for macro-support.

Partly influenced by the results of a follow-up study by the Court of Audit, the minister
senta memorandum on macro-oriented programme aid (the Notitie Macro-georiénteerde
programmahulp) to the House of Representatives (TK 1999—2000, 26 433, no. 22). This
memorandum contained an assessment framework with four clusters and eight aspects (see
also section 3.5). In the following years, the ministry further elaborated the memorandum
with new, internal memorandums and manuals.?” The point of departure for providing
budget support was the track record put together by the embassies. They combined their own
analysis with those of the IMF and the World Bank, such as the World Bank’s Country Policy
and Institutional Assessments (CPIA). Embassies had to explain deviating scores.?®

Although the assessment framework was mainly used for selection, the minister also left
room for ex ante criteria by also incorporating the expected progress in the track record.
The minister would set priorities for macro-support to the various countries based on the
following:

1 IDA eligibility (relative poverty and access to the international capital market);

2 debtsituation and financing gap;

2 Including the 2001 memorandum on the relationship between macro-oriented aid and sector
programme support, the guidelines for assessing assessment macro-support, the Poverty Strategy
Paper (PRSP) guide and the Public Finance Management (PFM) appreciation framework from 2002.

2 |n practice, the embassies were more critical than the World Bank.

1731
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3 net ODA flow; and

4 continuity in Dutch policy.

The minister did not give any weight to these factors. The point was to come to an overall
assessment based on these criteria.

In 2003, PFM appreciation, in addition to track record, was part of the assessment process of
a country eligible for budget support. The objective of the PFM appreciation was to have a
better understanding of the budgetary policy and management, based on:

» Medium-Term Expenditure Framework (MTEF);

« Public Expenditure Review (PER);

« Country Financial Accountability Assessment (CFAA); and

« National Court of Audit reports.

+ Agood appreciation in the PFM framework was a condition for budget support.

An adjustment was made to the framework in 2004, which integrated PFM and the business
climate into the framework. The framework now consisted of the following clusters:
a poverty reduction;

b economic organisation;
¢ good governance; and
d policy dialogue.

In the second half of 2006, the ministry decided to ‘delegate’ the resources for general
budget support to the embassies. The ministry in The Hague, however, retained
responsibility for the final assessment. This is what the procedure for providing budget
support looked like at the time:

1 the embassy put together an annual track record as part of the multi-year strategic plan
MYSP annual plan. Based on that, the embassy made a proposal on how to use the aid
modalities;

2 ifthe track record was unsatisfactory, the minister had final say if the embassy wanted
to provide budget support;

3 the embassy received the budgets with the approval of the MYSP or the annual plan;
the embassy prepared an assessment memorandum for new obligations ; and

5 the embassy reported every year by means of the annual plan/MYSP.

The embassy and the ministry were to determine the size of budget support based on the
development of trends, the policy dialogue, the partner country’s budget deficit and Dutch
country allocation. The reality was much less manageable than this simple procedure
suggests, however. Budgetary considerations, political developments in partner countries,
as well as domestic political factors all ended up playing a more important part in the
process.

Over the years, the ministry thus continued to refine their guidelines for the use of

budget support, in part influenced by the audit department and the Court of Audit, while
decisions about the provision of budget support (or its termination) were often taken in an
international context and on grounds of concrete political considerations. So it would seem
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obvious to also base the concrete use of the instrument on a political decision (something
that minister Koenders considered). IOB concluded in 2008 in the Africa evaluation that
itwas an illusion to think one could evaluate the economic, political, human rights and
governance situation in a country as if it was a simple arithmetic sum (p. 195). There is an
example that elucidates this. In 2010, Zambia ‘scored’ 100% on the education indicators
in the Performance Assessment Framework for general budget support. In that same year,
education donors decided to suspend sector support because the ministry was showing
barely any commitment to carry out what were considered necessary reforms in the

area of financial management. The suspension of budget support to Tanzania in 2008

is also difficult to defend based on this framework. This measure was not understood
internationally either.

3.4.2 Financial development 2000-2011

The structural use of general budget support started to gradually pick up at the beginning of

the new millennium. The minister provided mainly incidental budget support in 2000 and

2001, thanks in part to the fortuitous development of the development cooperation budget

(due to its linking to the GDP). Until 2003, a large part of budget support went through

the World Bank (co-financing). In total, eleven countries received structural and incidental

macro-support that year (excluding debt relief) for a total sum of € 128 million, of which 1751
€42 million through the World Bank (see table 3.6).

Budget support gained importance from 2003 onwards, in part because of the development
of the budget for development cooperation. In the course of 2006, the ministry asked

its embassies to draft proposals to structurally expand the budget support being given to
several countries. A total budget of €40 million was ‘available’ for this. In essence, national
and international input objectives provoked a more flexible approach and a more lenient
assessment. The ministry spent a total of €178 million in 2006 on general budget support, as
opposed to €125 in 2005. The next two years would be ‘top years’ as well for budget support,
though the total would never exceed €190 million. In 2008, Bhutan, Senegal and Macedonia
also received budget support, lifting the number of recipient countries to its climax.

Things went downhill after that. In 2009, budget support to Cape Verde, Nicaragua,
Tanzania, Uganda and Vietnam was terminated. The following year was still stable, but in
2011 expenditures fell to €66 million. Benin, Burundi and Zambia, for example, no longer
received budget support that year.



Policy

Table 3.6: Expenditures on budget support 2000-2011*

| Table: Expenditures onbudgetsupportaocozor |
| [ 2000 2001 | 2002 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 ] 2010 2071

Expenditures (x EUR 1 million for 31 countries)

Structural GBS 33 42 59 83 92 90 133 159 154 108 92 66
Co-financing 30 64 60 42 27 35 a2 31 34 10 14
Incidental GBS 98 133 3 18 3

Debt relief 107 150 159 90 7 76 5 2 35

Sector support 146 189 171 129 182 173 234 283 334 317 280 241
Other bilateral 377 344 404 351 328 417 435 486 465 450 379 343
Total 790 922 854 698 654 791 852 961 988 920 765 649

As percentage of the total (for 31 countries):

Structural GBS 4.2 4.6 6.9 119 141 114 156 16.6 156 11.7 120 10.1
Co-financing 3.8 7.0 7.1 6.0 4.1 4.4 5.0 3.2 3.5 1.1 1.9
Incidental GBS 123 144 0.4 2.8 0.3
Debt relief 13.5 163 187 1238 1.1 9.6 0.5 0.2 3.8

[761 Sector support 184 20.5 20.1 185 279 219 275 294 339 345 36.6 37.1
Other bilateral 4r.7 373 473 503 50.1 527 51.1 506 471 49.0 49.6 528
Total 100 100 100 100 100 100 100 100 100 100 100 100
ODA Total 3,513 3,772 3,828 3,816 3,948 4,231 4,692 4,824 5,049 4,728 4,877 4,624
(EUR million)

As percentage of total ODA:

Total macro** 4.6 6.3 3.1 3.4 3.5 3.0 3.8 3.9 3.7 2.5 2.2 1.4
Sector support 4.1 5.0 4.5 3.4 4.6 4.1 5.0 5.9 6.6 6.7 5.7 5.2
Total 31 225 244 223 183 16.6 187 182 199 19.6 19.4 157 14.0
countries

*For 31 countries that received general and/or sector budget support between 2000 and 2011: Armenia,
Bangladesh, Benin, Bhutan, Bolivia, Burkina Faso, Burundi, Cape Verde, Colombia, Georgia, Ghana, India,
Indonesia, Kenya, Kyrgyzstan, Macedonia, Mali, Moldova, Mozambique, Nicaragua, Palestinian Territories,
Rwanda, Senegal, South Africa, Sri Lanka, Suriname, Tanzania, Uganda, Vietnam, Yemen and Zambia.

** Excluding debt relief.
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The high attention suggests otherwise, but between 2002 and 2011 general budget support
always amounted to less than 4% of the total Dutch ODA expenditure. The total only
exceeded this in 2000 and 2001 due to extensive incidental budget support. In addition to
this, the ministry did strengthen sector budget support. The total amount is more difficult
to determine because the definition was not always unambiguously applied, and the
boundaries of earmarked basket funding for a sector are vague sometimes. For example,
between 2000 and 2004, €82 million went through multilateral social funds. Sector budget
support amounted to a total of approximately €925 million.?® The total then comes to about
€2.7 billion, 5.3% of total ODA for the period 20002010 (see figure 3.4).

Figure 3.4: Total budget support by type (2000—2011; EUR min.)

- Structural budget support, 1110
- Incidental budget support, 254
- Cofinancing, 390
- Social Funds, 82

Sector budget support, 925

1771

Source: Midas/Pyramid; adapted by IOB

A total of 23 countries received general budget support (including incidental and
co-financing) between 2000 and 2011 for a total amount of €1.75 billion. The most
important recipients (in financial terms) were Ghana, Mozambique, Tanzania, Burkina Faso,
Mali and Uganda (see figure 3.5).

2 Table 3.6 also includes the totals for basket funding for sector support (a total of €172 million).
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Figure 3.5: Total general budget support by recipient (2000—2011; EUR min.)
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Source: Midas/Pyramid; adapted by IOB

3.4.3 Administration

The focus on budget support gradually shifted from entry conditions to fiduciary risks,
which were political risks for the minister, as financial scandals were uncovered in several
countries and as criticism began to mount. The paradox here is that corruption scandals
were presumably also an expression of improved financial management and better auditing
in partner countries. If anything, the various corruption indices pointed to progress rather
than decline.

In 2009 and 2010, the Financial Department of the ministry conducted a study on the quality
of administration of budget support in six countries, partly to offset risk factors.*®

The department concluded that the administrative tools did not dovetail well with the
decision-making process. It cited Nicaragua and Rwanda as examples. According to the track
record, these countries should have been eligible for a continuation of budget support,
whereas other considerations had led the minister to terminate it. The department also
concluded that the situation in Uganda and Burundi was exactly the opposite. The track
record did not permit budget support in those countries.

3 These six countries were Nicaragua, Rwanda, Senegal, Tanzania, Uganda and Zambia.
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3.5 Characteristics of recipient countries
3.5.1 Introduction

As figure 3.5 already showed, it was mainly partner countries that were eligible for budget
support, though there were some exceptions (Bhutan and Kyrgyzstan). The instrument
was closely linked to the HIPC initiative (see also chapter 4). Countries that received
direct structural budget support were mainly countries that also received debt relief in the
framework of this initiative and therefore also prepared a Poverty Reduction Strategy Paper
(PRSP). Cape Verde and Bhutan were the only exceptions. Bolivia received the most budget
support through the co-financing of World Bank programmes, though the Netherlands
also gave direct budget support to that country. Countries without debt relief via the HIPC
initiative received budget support through the World Bank, or only incidental support
(Yemen and the Palestinian Territories). Of the other countries, only Ethiopia and Rwanda
were eligible for debt relief through the HIPC initiative (see table 3.7).

The comparisons in this section are twofold. First, the analysis focuses on differences in
partner countries’ track records, with a distinction between countries that did or did not
received budget support from the Netherlands. In order to get a more complete picture, we
also examined several other characteristics that played a part in the assessment but which
were not selection criteria. This analysis is not about determining whether the assessment
criteria were applied well or not, but much more about discovering what the difference
between these two groups of countries are and whether these differences generally dovetail
with the starting points for and the intended effects of budget support.

The analysis focuses on the 36 partner countries determined by minister Van Ardenne,
supplemented by three countries that also received budget support during this period:
Bhutan, Burundi and Kyrgyzstan.®! By and large, this list corresponds to with the list of
partner countries under other ministers. The comparison focuses on 2003 and 2007. I0B
chose 2003 because that was actually the first year that general budget support got a more
structural form. The highest expenditures were in the years 2007/2008, when the minister
had not yet taken many measures to limit support to a number of countries. In 2003, eleven
of these countries received budget support. In 2007 there were fifteen.

% The full list thus included: Afghanistan, Albania, Armenia, Bangladesh, Benin, Bhutan, Bolivia, Bosnia
and Herzegovina, Burkina Faso, Burundi, Cape Verde, Colombia, Egypt, Eritrea, Ethiopia, Georgia,
Ghana, Guatemala, Indonesia, Kenya, Kyrgyzstan, Macedonia, Mali, Moldova, Mongolia, Mozambique,
Nicaragua, Pakistan, Palestinian Territories, Rwanda, Senegal, South Africa, Sri Lanka, Suriname,
Tanzania, Uganda, Vietnam, Yemen and Zambia.
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Table 3.7: Characteristics of countries that received budget support

Dominant First year HIPC PRSP | IMF agreement
form budget DeC|5|.on completed 2007
support Point

Bolivia Co-financing 1999 2000 2001 Yes Yes
Armenia Co-financing 1999 2003 Yes Yes
Georgia Co-financing 1999 2003 Yes Yes
Kyrgyzstan Co-financing 1999 Yes Yes
Macedonia Co-financing 1999 Yes Yes
Moldova Co-financing 2000 2005 No Yes
Vietnam Co-financing 2001 2002 Yes No
Burundi Co-financing 2006 2005 2007 Yes Yes
Mozambique  Direct 1999 2000 20071 Yes Yes
Mali Direct 1999 2000 2002 Yes Yes
Cape Verde Direct 1999 2005 Yes Yes
Tanzania Direct 2000 2000 2000 Yes No
|80 Uganda Direct 2000 2000 2000 Yes No
Burkina Faso Direct 2001 2000 2000 Yes Yes
Ghana Direct 2001 2001 2003 Yes Yes
Benin Direct 2003 2000 2003 Yes Yes
Nicaragua Direct 2005 2000 2001 No Yes
Zambia Direct 2006 2000 2002 Yes Yes
Bhutan Direct 2008 2004 No No
Senegal Direct 2008 2000 2005 Yes No
Yemen Incidental 1999 2003 No No
Palestinian Incidental 2005 No No

Territories
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In line with the memorandum on macro-oriented programme aid, the track record
contained an assessment of four clusters and eight aspects:
a  The assessment by multilateral organisations and policy dialogue:
1 assessment by IMF and World Bank of macro-economic policy
2 space for policy dialogue
b Macro-economic policy:
1 economic stabilisation policy
2 structural reform policy
¢ Good governance/institutional capacity:
1 transparency and effectiveness
2 participation and legitimacy
d  Social development and policy:
1 poverty reduction
2 gender.
The scores in the track record are based on a four-point scale, the argument being that this
type of scale forces a choice to be made between satisfactory (B) and unsatisfactory (C).

Starting in 2004, the track record became a mandatory part of the assessment when

embassies wanted a country to become eligible for budget support. Many other embassies

also prepared track records for the 2004 annual plan. An adjustment was made in the course

of the year, in which PFM and business climate were further integrated into the framework.

The framework now consisted of the following clusters:

a Poverty reduction (A1 policy and Az political commitment);

b  Economic organisation (B1 macro-economic policy and B2 business climate/reform
policy);

¢ Good governance (C1 PFM and C2 basic conditions for good governance);

d Dialogue (D1 quality of the policy dialogue and D2 harmonisation and alignment).

Budget support was possible as long as countries did not score a poor in a single cluster, and

scored at least satisfactory in A, B1, C1 and D1.

The following figures compare the results of the track records for the years 2003 and 2007.3
Because the track record was not mandatory for all embassies in late 2003, the total number
for 2003 is less than for 2007.

3.5.2 Poverty reduction policy and income

In 2003, all countries that received budget support from the Netherlands got at least a
‘satisfactory’ (B) for their poverty reduction policy (see figure 3.6). That year, mainly the
poorer of the partner countries received budget support, including Burkina Faso, Ghana,

2 2003 is actually the first year in which development cooperation embassies systematically put together
track records. These track records were mostly prepared in late 2003 and largely contain information
about 2003. For 2007, IOB used the track records for the 2007 annual plan, because these played a part
in the decision making for that year. Therefore, the 2004 track record contains information about 2003,
and the 2007 track record has information about that year.

[81]
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Mali, Mozambique and Uganda. Among the higher middle-income countries, only
war-stricken Macedonia was given budget support (via the World Bank).

Figure 3.6: Track record: Poverty reduction policy (2003 and 2007)
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Source: Track Records, Ministry of Foreign Affairs; adapted by 10B

In 2007, only the embassies in Georgia and Uganda concluded that the commitment of
these countries to poverty reduction was unsatisfactory. The comparison for that year does
confirm that countries receiving budget support had better assessments of their poverty
reduction policies than other partner countries. Burkina Faso and Cape Verde received the
best assessments that year. Budget support was also geared more to the poorer countries
that year. Cape Verde and Armenia belonged to the most prosperous countries, relatively
speaking, getting budget support from the Netherlands that year.
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Figure 3.7: Average income (2003 and 2007)
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Source: World Bank (WDI); adapted by IOB

3.5.3 Economic policy and economic growth

Countries with general budget support received higher scores on average in both 2003 and
2007 for their economic policy, though some countries with good economic policies were
not eligible for budget support (for other reasons). The reform policy of the government
of Mali was the only one to be given an unsatisfactory mark in 2007, by the embassy

in Bamako.
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Figure 3.8: Track record: economic policy (2003 and 2007)
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Source: Track Records, Ministry of Foreign Affairs; adapted by 10B

In 2003, countries with budget support had relatively large budget deficits, but the situation
reversed itself in 2007. Various countries with budget support had reduced their deficits
(such as Vietnam and Uganda). Bolivia had turned a substantial deficit into a budget
surplus. The Netherlands suspended budget support to that country, partly for that reason,
in 2006. The same was true for Kyrgyzstan in 2004.

For these two years, several countries whose economic policies were evaluated as
satisfactory or good had relatively low growth figures (see figure 3.9). But the situation
has improved. In 2003, most partner countries had per capita growth figures of less than
4% ayear; in a significant number of cases this was less than 2% a year. Among recipients
of general budget support, this included Bolivia and Mali. Armenia and Vietnam had the
highest growth figures, closely followed by Tanzania and Mozambique.

Three years later, the average growth figures (over three years) were higher. This conclusion
holds true especially for the partner countries that did receive general budget support.
Incidentally, this partly concerns countries that no longer received budget support in 2007,
such as Kyrgyzstan and Macedonia. Four countries with budget support had relatively

low growth figures in 2007 (per capita of the population): Burundi, Benin, Burkina Faso
and Mali. The assumption that countries with general budget support perform less well
than countries without it did not hold for the Dutch partner countries during this period.
Chapter 6 discusses this in more detail.
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Figure 3.9: Economic growth (2003 and 2007)*
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*Average growth figures over a period of three years (i.e. 2002-2004 and 2006-2008).
Source: World Bank (WDI); adapted by IOB

3.5.4 Good governance

The track record has two indicators for good governance: 1) transparency and effectiveness,
and 2) participation and legitimacy. The first indicator refers especially to the institutional
capacity and the quality of financial management; the second indicator focuses on civil
liberties and respect for the rule of law.

In 2003, Armenia had an unsatisfactory score for good governance. In this case, it did
concern direct general budget support, but co-financing through the World Bank. In
2007, Mali, Moldova, Uganda, Vietnam and Zambia also had lower scores for quality of
governance. In all cases, it concerned a C (unsatisfactory) for participation. Effectiveness
of governance was satisfactory in all cases.
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Figure 3.10: Track record: Good governance (2003 and 2007)
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Source: Track Records, Ministry of Foreign Affairs; adapted by 10B

We also examined the quality of governance based on the six Kaufmann indicators
(freedom of expression and democratic accountability, political stability, government
effectiveness, regulatory quality, rule of law and control of corruption, see also chapter 5).
These indicators can be seen as an expression of a latent (not immediately measurable) and
variable good governance. We combined them with principle component analyses to create
one indicator for good governance.** Figure 3.11 displays the results for 2003 and 2007.
Annex IV presents results for the individual indicators.

Indeed, it turns out that for 2003 none of the countries with budget support belong to the
lowest category (<-0.55). However, several countries with low scores did receive budget
support: Kyrgyzstan, Tanzania, Uganda and Vietnam. Of these four countries, Kyrgyzstan
no longer got budget support in 2007, and Tanzania, Vietnam and Uganda had improved
their scores in 2007. Uganda was one of the countries with the lowest scores that year, with
Burundi and Nicaragua. Nicaragua’s scores had worsened following a change of power early
thatyear.

On the whole, countries with budget support seem to have had higher scores on the
Kaufmann indicators in 2007. This is partly connected to new countries receiving budget

3 The calculation is based on all countries that received ODA between 2000 and 2010. For all these
countries and years, the mean is therefore o, with a standard deviation of 1.
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support (such as Cape Verde, Georgia and, to a lesser degree, Zambia and Moldova). In
addition, various countries that already received budget support had higher scores in 2007.

Figure 3.11: Good governance (2003 and 2007)*
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* Based on the six Kaufmann indicators.
Source: World Bank (Worldwide Governance Indicators); adapted by I0B

An element that has received greater attention in recent years is the fight against corruption
as a condition for budget support. An official Anti-Corruption Task Force concluded in 2007
that seven countries were no longer eligible for budget support: Armenia, Georgia,
Moldova, Mozambique, Tanzania, Uganda and Vietnam.3*

We used two indices for the analysis here: both the Kaufmann index (for the ‘control of
corruption’ dimension) and the Transparency International index. Neither of the indicators
shows a clear relationship between corruption and budget support: partner countries with
less corruption did not stand a better chance of receiving budget support. Figure 3.12 shows
the results of an amalgamation of scores from the Transparency International index and
the Kaufmann indicators.** Both scores, incidentally, are based on perceptions.

3 The Task Force also examined the scores for other dimensions, namely voice and accountability, and
rule of law.

35 This amalgamation was also done with principal component analysis in order to guarantee that both
indicators carried the same weight. For both these years and for the partner countries the mean is o,
with a standard deviation of 1. The units also give the halves of a standard deviation of the mean.

| 871
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Figure 3.12: Budget support and corruption (2003 and 2007)
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Source: World Bank (Worldwide Governance Indicators) and Transparency International; adapted by 10B

Table 3.8 is based on the scores from both indicators and displays the levels of corruption in
countries that received budget support.

Table 3.8: Budget support and the perception of corruption (2003 and 2007)

High level of corruption

Fairly high levels of corruption

Relatively moderate levels of
corruption

Relatively low levels of
corruption

Kyrgyzstan, Uganda
Bolivia, Tanzania

Armenia, Vietnam,
Mozambique, Benin,
Macedonia

Mali

Burkina Faso, Ghana

Burundi, Nicaragua, Uganda

Moldova, Zambia, Armenia,
Vietnam, Mozambique

Tanzania, Benin, Mali,
Burkina Faso

Georgia, Cape Verde, Ghana

Source: World Bank (Worldwide Governance Indicators) and Transparency International; adapted by 10B
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The table shows improvement in a few countries, while it was the ‘newcomers’ in particular
(Burundi, Nicaragua and Zambia) that had low scores in 2007. The official Anti-Corruption
Task Force did not give these countries a negative assessment, while the negative rating of
Georgia is not backed up by either of the indices.

3.5.5 Dialogue
The fourth cluster evaluates the dialogue, including a) the quality of the policy dialogue and
b) harmonisation and alignment. To be eligible for budget support, countries had to score

satisfactory on the first indicator.

Figure 3.13: Track record: Dialogue (2003 and 2007)
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Source: Track Records, Ministry of Foreign Affairs; adapted by 10B

The results show that countries with budget support scored better on this point in both
years than other partner countries. A comparison across time, however, also reveals that the
dialogue ratings simultaneously worsened, even in countries with budget support. Armenia
had the lowest rating of this group in 2007 (for harmonisation and alignment). Burkina
Faso was the only country with good ratings on both indicators.

[89]
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3.5.6 Conclusions

Partly because of pressure from the Court of Audit, the ministry attempted to develop more
objective criteria for providing budget support. This is difficult in practice, however, if not
an illusion, because political considerations can rarely be based on this. Indeed, figures
show that the scores, certainly when they involve perceptions, can change quickly.

We have tried to find out whether countries with budget support do in fact score better on

average on the track record. That is indeed the case:

« Countries with budget support had better scores on average in both years for poverty
reduction policy than other countries. In addition, on average they were also poorer
countries;

« When it comes to economic policy, the difference is less clear, keeping in mind that

countries with budget support were not evaluated as unsatisfactory on this point for

eitheryear. On the other hand, the relationship between the assessment of economic
policy and economic growth (per capita of the population) is not equally clear in all cases;

One of the biggest differences between both groups is in the good governance cluster,

where countries with budget support had clearly higher scores. It is striking, however,

that the assessments by the embassies have become more critical, while the Kaufmann
scores generally show improvement, though Burundi, Uganda and Nicaragua are
negative highlights in that respect;

« There seems to be no pattern whatsoever when it comes to corruption, albeit that in 2003
countries with budget support had relatively high levels of corruption. This improved in
2007, the exceptions again being Burundi, Nicaragua and Uganda;

« There were also big differences in quality of dialogue, with good assessments going to
countries that would lose their budget support shortly thereafter (Uganda and Vietnam).

The classic argument of ‘buying your way in” appeared to play a part in the decision to
provide budget support. When budget support was finally granted, then its continuation
essentially depended on completely different factors than those in the manuals. Political or
other incidents (such as in Nicaragua, Rwanda and Tanzania) often determined whether the
support would be terminated, suspended or not granted. Uganda was a clear exception. The
ministry first attempted to improve governance there through dialogue. Since the ministry
made no progress in its attempts, it terminated the general budget support. Vietnam
scored low on most (western) indicators for good governance, but it was more successful in
fighting poverty than other countries that received budget support (see also chapter 7).

3.6 Summary and conclusions

Budget support emerged, on the one hand, from other forms of macro-oriented
programme aid, such as balance of payments support and import support. The instrument
entered the picture after these forms of aid lost their practical meaning. There are also
important differences. Other forms of macro-oriented programme aid were primarily
incidental, while the ministry wanted to use budget support to be structurally linked to
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partner countries’ policies and exert influence there on the policy dialogue. A second
difference is that the objective of earlier forms of macro-support mainly was mainly macro-
economic stability, whereas budget support made a far greater attempt to dovetail with
national strategies to reduce poverty. Budget support also emerged from uncertainties
about the effectiveness, efficiency and especially the sustainability of project aid. These

uncertainties were also infused with pragmatic considerations, because the Netherlands did

not have the personal capacity to expand bilateral aid using familiar project paths.

The use of general budget support slowly took shape from 2000 onwards. Initially it
concerned mainly incidental support, and the difference between it and other forms

of macro-support were not always equally evident. General budget support was not the
core policy instrument for the ministers in question either. They pushed primarily for

the sector-wide approach, and in a number of cases did grant sector budget support. The
structural use of the instrument started in 2002, in line with international developments.
Indeed, the emphasis shifted from incidental support and the co-financing of World Bank
programmes to direct general budget support. Another shift also occurred, one in which
good governance went from being a condition to an objective.

The turnaround came in 2008. While the High Level Forum in Accra that year confirmed
the agreements on harmonisation, alignment and ownership made in 2005, the climate
regarding this modality started to deteriorate in the Netherlands. This was partly the
consequence of problems in several countries that received budget support. These

were both political problems and cases of corruption. The minister at the time seemed
to become more critical of this instrument as well, but, what is more, he had harsh
confrontations with an increasingly critical House of Representatives. In 2010, the new
coalition partners decided to drastically reduce the use of the instrument.

The Netherlands spent approximately €1.75 billion on general budget support between 2000

and 2011. This is about 3.4% of the total ODA during this period. The expenditures on sector
budget support — which are not examined any further in this review — amounted to about
€925 million.

Dutch policy and its implementation developed incrementally. The ministry worked
continuously on new criteria and manuals for budget support, but the reality was that

other, among them political, considerations dominated decision making. Partner countries

that received debt relief in the context of the HIPC initiative and produced a PRSP would be
the main ones receiving budget support, which points to the importance of international
considerations. Criteria in the area of good governance seemed in practice to play much less
of arole, even though countries that received budget support had scored relatively high in
assessments of the quality of their governance compared to other partner countries. Often,
the termination of budget support was also based on international political developments
and incidents and much less on the testing of criteria for general budget support.

Further elaboration of the intervention logic would have been much more important than
the development of manuals and criteria. That never happened. Budget support had to

[91]
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contribute to more efficient, more effective and more sustainable poverty reduction, but

what exactly it should accomplish and how was never explicitly explained. The literature on

budget support highlights two conditions:

1 thesocio-economic policy in the recipient country had to correspond to Dutch starting
points, and

2 the country in question had to possess institutional capacity.

The second condition was never really tested. So it was not a question of whether the
recipient country had their financial management in order; instead, improvement of
financial management became one of budget support’s main objectives.

The first condition was expanded to include good governance, in order to subsequently
arrive at a complex synthesis of starting point and objective. Good governance formally
belonged to the most important criteria for the provision of budget support, even though
countries that qualified for budget support did not have (much) higher ratings on the
various indicators than other countries. Indeed, good governance was not a cast-iron
condition, but countries had to have the intention of improving their policies. Countries had
to meet good governance demands, even though budget support was primarily viewed as an
instrument to improve good governance. Moreover, ‘policy dialogue’ and not financing was
the main tool. More than anything, budget support was the carrot.

The instrument slowly drifted away from the original objectives and conditions, and poverty
reduction was increasingly pushed to the background, while promoting good governance
and political dialogue were increasingly in the foreground. While internal memorandums
and letters to the House emphasised on several occasions that budget support could not buy
reform, policy was certainly aimed at just this, even though the minister formally claimed
otherwise several times. It is also telling that the minister never terminated budget support
because of uncertainty about the commitment to the main objective of aid, a government’s
poverty reduction policy, but he did terminate it if a country achieved poor results in the
area of good governance.

The conclusion is that the Netherlands transformed the conditions for budget support into
objectives. This created an ambiguous hierarchy of objectives. Because the policy theory had
not been developed into a clear intervention logic, high expectations were created that had
not been tested in real circumstances. The Netherlands, by the way, was not alone in this.
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4.1 Introduction

This chapter addresses the direct impact of budget support funds. According to policy
theory (chapter 2), these unearmarked funds create more government spending on
poverty reduction and in the social sectors. Budget support’s impact on the composition of
government spending and its results will be discussed in chapter 7. This chapter focuses
on the impact on total government expenditure. Theoretically, the impact of unearmarked
funds through the budget support channel is no different from other, earlier forms of
programme aid, such as balance of payments support. That is why this chapter starts

by explaining the potential macro-economic impact of these funds on the balance of
payments, on the government budget (expenditures, tax revenue and deficit) and on macro-
economic stability. Of course, the different kinds of impact depend on the actual size of
programme aid (in the 2000s: budget support), and also on the degree of predictability.
Finally, this chapter devotes attention to budget support’s transaction costs. When these
costs go down, the same effort as before will free more funds for the government.

4.2 Theory

The impact of budget support funds is equal for all forms of programme aid (macro- |95 ]
support), and also for other aid modalities — to the extent they are fungible.?® A given

amount of aid is an inflow of currency that affects a country’s external balance, its internal

balance and, as part of the latter, the government budget. The impact of aid can be analysed

with the help of a marginal analysis based on identities for the external and internal balance

(White and Dijkstra 2003).

3 Aidis fungible if it is can be used for another purpose than originally intended (see also section 2.3).
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Table g.1: Identities for measuring the impact of aid

External balance Internal balance Internal balance with
government

+ Exports (EXP) + Savings + Government revenue
+ Official transfers (OT) + Private savings

+ Private transfers (PT)

- Imports (IMP) - Investment - Government expenditure
- Interest payments - Private investment
Equals: Equals: Equals:
- Aid loans - Aid loans - Aid loans
- Other net capital inflows - Other net capital inflows - Other net capital inflows
((eld)]
- Change in reserves (AR) - Changes in reserves - Changes in reserves
- Errors and omissions (capital - Errors and omissions - Errors and omissions
flight) (EO) (capital flight) (capital flight)
- Private transfers - Private transfers
- Official transfers - Official transfers

Source: White and Dijkstra 2003.

The current account of the balance of payments is at the top of the first column, and the
capital account is at the bottom. For the internal balance, the lower part reflects foreign
contributions to savings. This contribution includes the same elements as the capital
account, plus transfers. Development aid consists of grants (official transfers), which are
registered in the current account, and long-term loans, which are in the capital account.
Table 4.1 depicts net flows, but it is easier in the analysis to focus on gross flows and to take
the repayment of loans and the interest payments together as debt payments (DP). The 1st
column in table 4.1 can then be written out as:

AID - IMP - PT + DP - EXP - OCI - AR - EO

This is an identity: if the aid changes, at least one of the other variables has to change as
well. Aid can therefore lead to more imports, increased reserves (represented by a negative
AR) or more debt payments, but it can also decrease exports or other capital inflows or lead
to capital flight (represented by —EO). When aid is used to pay debts (which would not have
otherwise been paid) or to increase reserves, or when the aid results in capital flight, less
net inflows of other capital (direct foreign investment, trade credit or commercial loans) or
private transfers, then the impact on the internal balance will be less as well. These financial
posts from the external balance are carried over to the internal balance.
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4.2.1 Internal balance

After deducting any potential increases of foreign reserves, capital flight, or less inflow of
other capital and additional debt payments, aid to governments can be used to increase
expenditures or decrease the financing of deficits, but it can also result in less tax revenue.
The latter has been extensively studied in the ‘fiscal response’ literature, which is briefly
summarised in section 4.5. When government revenue remains equal and aid is fully spent,
the deficit automatically increases with the amount of aid. To the extent that the deficit
does not increase in proportion with the aid flow, aid will reduce the government’s demand
for domestic capital or decrease monetary financing of the deficit.*” If the government
borrows less from the domestic capital market, private investment can increase or private
savings decrease. If there is less monetary financing of the deficit, then aid will contribute
to macro-economic stability.

Penrose (2008) argued that most governments apply the budget rule that current
expenditures are financed by tax revenue. Loans, as well as aid, can then only be used for
investment. This proved usually the case in Africa, though there are some exceptions,
especially in post-conflict countries such as Burundi, but also in other countries with
extensive foreign aid, such as Malawi and Tanzania. According to the author, this means
that budget support, to the degree that it is used, will often finance investment. Because
investment implies higher current expenditures in the future, it is important that tax
revenues increase.

4.2.2 Macro-economic stability

Macro-economic stability is important both externally and internally. External instability
points to a crisis of balance of payments. Debts or imports can no longer be paid, and
foreign countries are no longer willing to lend. Internal stability is about the stability of
domestic prices. We speak of instability when there is very high inflation. Both external
and internal stability are a necessary condition for economic growth and therefore also for
poverty reduction. Moreover, inflation (lack of internal stability) affects the incomes of the
poorest, in particular.

Development aid can contribute to macro-economic stability in several ways. In countries
threatened by of a balance of payments crisis, debt payments are usually high, reserves low
and there is capital flight. In all these cases, aid will contribute to stability. In countries with
high inflation, aid can contribute to stability in at least five ways:
1 by financing a government deficit in a non-monetary way, which will decrease the
domestic supply of money;
2 by settling domestic debts previously incurred by the government;
by influencing economic expectations in a positive way and consequently increasing
demand for the domestic currency (vis-a-vis the foreign currency);

3 Most recipient countries nowadays no longer finance their deficits monetarily (by borrowing from the
Central Bank, i.e. printing more money), but on the domestic capital market. Some countries succeed in
attracting foreign capital.

lo71



98]

Direct impact of budget support funds

4 by making it possible to import more — if a fixed exchange rate applies —so that
domestic prices will fall; and

5 by financing additional government expenditures in a non-monetary way that are
necessary to increase production (in increase in the supply of goods).

All the mentioned effects are ‘first round’ effects. In practice, there will always be second
and subsequent rounds. Aid will promote economic growth, for example, which will
increase tax revenue or exports, which in turn will affect other variables.

4.2.3 Predictability

Alack of predictability harms aid effectiveness (Lensink and Morrissey 2000).
Unpredictability is about the difference between commitments and disbursements,

and therefore about the degree of certainty of the aid flow. There are two aspects to
unpredictability: transparency (the timely provision of information to the recipient

about the size and kind of aid in question) and reliability (Lister 2011). Since no reliable
figures are available about annual aid commitments, predictability is often measured as
volatility (fluctuations in the size of aid), even though this is not exactly the same thing. But
volatility in itself can also create problems for the management of government finances.=*
One of the expectations about budget support was that this aid modality would be more
predictable than others. This is a questionable expectation. For one thing, it is easier for
donors to terminate programme aid, including budget support, than project aid, because
the cost of terminating this kind of aid is not visible in the projects financed by donors.
Second, budget support is accompanied by more extensive entry conditions, including the
underlying principles, than project aid or previous forms of programme aid. Before 2000,
the size of programme aid was mainly connected to the presence or absence of an IMF
agreement. In the context of budget support after 2000, assessments of recipient countries
focus on many more ‘underlying principles’, in addition to macro-economic stability
(which usually still means having an IMF programme) also on reliable public financial
management and absence of corruption, respect for democratic principles and human
rights. It is difficult to determine clear criteria and threshold values for these principles,

so that potential aid cuts are difficult to predict for the recipient. Third, budget support

is often linked to a performance framework that also contains results-based indicators.
Some donors, especially (though not exclusively) the European Commission, base part of
their disbursements on the degree to which results are achieved. Theoretically, this causes
predictability to decline (Eifert and Gelb 2006).*° The Commission has tried to obviate

this problem by disbursing the performance tranche in the following fiscal year. The
discussion about to what degree objectives are achieved often leads to delays, however.
Fourth, the unpredictability and volatility of budget support can exceed that of project aid
or earlier modalities of programme aid, because donors are supposed to coordinate their

3 The loss caused by volatility can be as much as 15% to 20% of the aid; see Kharas (2008) and Bigsten et
al. (2om).

3 Eifert and Gelb (2006) argue that selectivity based on performance indicators creates a balance at a low
level. Recipients do not withdraw all committed budget support, and donors, in turn, commit less
budget support because not all of it is being used.
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responses (Nilsson 2004). If they indeed do so, we speak of a ‘nuclear threat” as opposed to
a gradual response.

The degree of volatility and predictability affect how budget support is used. If budget
support fluctuates strongly from year to year, and if there is a big difference between
commitments and actual disbursements, then it is more difficult for recipient governments
to use the funds for extra expenditures, but also to levy fewer taxes. In such situations it

is likely that (additional) budget support will be used (partly) to finance the deficit or pay
off previously incurred public debt. If donors do not honour their commitments, it can be
expected that the deficit will increase and that governments have to borrow more because
expenditures cannot be adjusted anymore. It is also important in which quarter budget
support is disbursed. If a large portion of budget support is disbursed in the last quarter,
then there is less chance that the whole amount will be spent, even if there was great
certainty about receiving the funds.

4.3 Size of budget support

The first question is whether there actually was a shift from project aid to budget support

in the 2000s. It is important to consider all non-earmarked support here, because budget 99|
support was rare in the 1990s, whereas other modalities of non-earmarked support such

as balance of payments support and debt relief were more common. Debt relief, however,
did not always free up funds for recipient countries, for example if the debt would not

have been paid off. That is why we are presenting figures for programme aid both with and
without debt relief.® Without debt relief, programme aid in absolute numbers appears to
only have been substantially higher in the years 20072009 than in the years 1994—2000,
but not or barely higher than between 1985 and 1993 (figure 4.1). And even during its peak in
2008, programme aid only constituted 4.2% of total aid. This level was also reached in 2000,
and itwas 3.7% in 1998. Viewed in the long term, programme aid as a share of total aid was
much higher between 1985 and 1993. These were the glory days of structural adjustment
programmes, though it should be noted that import support was a favourite modality
during this time, and this was sometimes tied aid.

4 |n all cases, we deducted food aid.
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Figure 4.1: Long-term trend in programme aid, excluding debt relief (1975—2010)
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Source: OECD/DAC, Aggregate aid statistics. Figures are aid commitments per year for DAC donors plus the EU.
Unfortunately there is no long-term data for aid disbursements.

If we factor in debt relief, the absolute and relative numbers are significantly higher, also for
the period following 2000 (figure 4.2). Programme aid between 2002 and 2008 accounts for
10% to 20% of total aid, but this subsequently decreases again to about 5% in 2009 and 201o0.
But the high figures in 2005 and 2006 can be largely attributed to politically motivated debt
relief for Iraq and Nigeria. The same is also true, incidentally, for the peak in 1990, which
can be explained by debt relief to Egypt and Poland.

The disbursement figures for budget support from 2002 onwards show that the average
share of general budget support to all recipient countries in the period 2002—2009 was 3.6%
of total aid.** So this pretty much tallies with the long-term data presented above about
commitments. For individual countries, the share of programme aid is often higher than
the approximately 4% of total aid. But here too, sometimes the share of programme aid in
the new millennium did not increase compared to the 1990s. Dijkstra and Komives (2011)
demonstrate this for Bolivia, Honduras and Nicaragua, for example, where the share of
programme aid was approximately 22% in the 1990s and decreased to 19% (Bolivia) and 13%
(Honduras and Nicaragua) respectively after 2000.

4 Source: OECD/DAC CRS database.
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Figure 4.2: Long-term trend in programme aid, including debt relief (1975—2010)

35 35

25 \ N
w N N
15 AT
S AN | R
AN

| |
1975 1980 1985 1990 1995 2000 2005 2010°

USS billion
% of total aid

=== Programme aid (USS billions) === Programme aid (% of total aid) 101}

Source: See figure 4.1

The figures on disbursements from the DAC CRS database include budget support from
bilateral donors, from the EU and from regional banks. The World Bank reports its Poverty
Reduction Support Credits (PRSCs) as sector support. We have therefore added the volumes
under PRSCs separately to the DAC CRS data on budget support.

Table 4.2 shows figures about budget support as a percentage of gross domestic product
(GDP).*2 Figure 4.3, in addition, shows the distribution of average budget support as a
percentage of GDP for these countries during the period 2002—2010. Both make clear that
budget support had relatively little significance in many countries during this period.
Budget support was not higher on average than half a per cent of the GDP. It was only higher
than 0.5% of the GDP in less than 24 countries during this entire period (see figure 4.3).

4 Data from the DAC CRS database plus data from IEG 2010 for PRSC disbursements. The selection was as
follows: all low- and middle-income countries (WDI classification by the World Bank in 2010) that
received positive ODA in 2006, with the exception of countries with less than 500,000 inhabitants. In
addition, countries with an income of more than US$5,000 per capita in 2002 were left out of the
analysis. These countries barely received any budget support either. We have made exceptions with
Afghanistan and Iraq because of their special conflict situations. China has also been a priori left out of
the analyses because this country could have too great of an impact on the calculations in a number
of cases.
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Average 0.4 0.5 0.5 0.5 0.5 0.5 0.5 0.5
Maximum 3.9 8.6 6.8 6.0 3.7 7.9 6.0 5.3 5.4 6.0

Source: OECD/DAC and IEG (2010); adapted by 10B.

Figure 4.3: Budget support in relation to GDP (averages 2002—2010; number of countries)
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OECD/DAC database and IEG 2010; adapted by 10B.

Assuming a minimum of 0.25% of GDP, 35 countries with at least half a million inhabitants
received substantial budget support between 2002 and 2010. Of these 35, for 31 countries
this was also at least 2.5% of total ODA. On average, it concerned an amount of US$86
million a year with a maximum of US$127 million in 2009 (see table 4.3). The median (the
middle value) was significantly lower, which indicates that most countries received less than
the mean. A number of extensive incidental payments had a major impact on the average
figures. Examples include a payment of more than US$880 million from the United States
to Jordan, and an amount of US$ 590 million from Japan to Vietnam. On average, budget
support in these 31 countries constituted 1.4% of GDP and 7.6% of total aid.
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Table 4.3: Index numbers for budget support in 31 countries that received substantial support

(2002-2010, in USS millions)

(T 2002 2005 | 2000 | 2005 | 2006 | 2007 | z0ue | z00o | 2010] were|
Mean 31 78 61 71 88 87 124 127 103 86
Median 15 24 a2 a8 54 46 70 59 63 a7
Maximum 139 882 309 377 426 589 502 711 464 489
Average in 1.0 1.5 1.6 1.4 1.4 1.5 1.5 1.5 1.3 1.4
% of GDP
Average in 5.0 8.1 6.5 6.6 4.1 7.4 103 9.5 7.6 7.2
% of total
ODA

Source: OECD/DAC database; adapted by I0B

In 17 sub-Saharan countries, programme aid constituted 30% of total aid, and this remained
just about constant between 2002 and 2005 (Knoll 2008). This figure corresponds neatly
with the averages for the four African country case studies in this policy review (table 4.4).
Tanzania stands out with 42%. Budget support’s share of total aid was significantly lower in
Nicaragua and Vietnam than in Africa, but still higher than the worldwide average of 4%.
Budget support’s share of total aid remained fairly constant in all countries, but that was
attributable in all cases (except Nicaragua) to a growing aid package. On average, budget
support was good for 19% of government expenditure in Tanzania, but in other countries
this was between 2% and 9%. Table 4.4 also presents averages: in most countries, GBS
decreased over the years as a share of government expenditure, especially as a consequence
of higher own revenues.

Table 4.4 re of GBS of total aid and in government expenditure (annual averages as

a per cent)
Ghana Mali | Tanzan Vietnam
(’'04-’10) | ('03-°09) | (’05-'10) (’'01-’ 06)
As % of total aid 29 25 42 30 13 10
As % of government 9 9 19 6 6 2
expenditure
As % of GDP 2.1 2.1 4.0 1.4 1.4 0.2

Source: Country case studies
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4.4 Predictability
4.4.1 Literature review

Fielding and Mavrotas (2005) confirmed the expectation expressed above that programme
aid would fluctuate more than project aid. Indeed, they found that this was the case

for the period 1973—2002. But programme aid during this period was primarily import
support, balance of payments support and some debt relief, not (or barely) budget
support. Bulir and Hamann (2003) asked IMF representatives in 37 countries about the
difference between commitments and disbursements for programme aid and project aid
for 1998.42 Commitments appeared to be about 25% higher than disbursements. Project aid
predictions appeared to be sounder than the ones for programme aid.

A survey organised by the SPA’s budget support working group, as reported in Celasun and
Walliser (2006), shows that 81% of commitments for budget support in 2003 were actually
disbursed, and another 10% a year later. The reasons for not disbursing committed support
were, in 40% of the cases, that certain policy conditions were not met, and in 25% of the
cases, that the donor was having administrative problems. There are other reasons for

late disbursments, incidentally. When monitoring information is made available too late,
for example, or when sector and general reviews are organised too late, or when items of
evidence or payment requests are handed in late.

Celasun and Walliser studied the relationship between commitments and disbursements
in eight African countries, also based on IMF projections and figures. They compared two
time periods: 1993-1999 and 2000-2004. The average, absolute deviation during the first
period was 1.13% of GDP, and slightly lower in the second period at 0.95% of GDP. During
the first period, programme aid was an average of 34% lower than committed, and during
the second period an average of 10% higher. This might suggest that predictability has
increased. But given the method of measuring this, the improvement could also be the
result of more stable exchange rates in recipient countries. Also in the second period,
programme aid proved to fluctuate more than tax revenue.

The joint evaluation of budget support (IDD and Associates 2006) demonstrated that there
was a problem, with disbursements late in fiscal years, especially in the beginning, which
made expensive domestic loans a necessity. This happened in countries such as Rwanda,
Burkina Faso and Mozambique. But in later years, timeliness of payments improved.
Budget support to Nicaragua and Malawi was suspended because neither country met IMF
requirements. Strictly speaking, this was predictable, and yet government officials in both
countries were apparently taken by surprise. Donors do not have a strong track record when
it comes to actually suspending payment. Budget support was anything but predictable

in Tanzania from 2000-2001 and 2001-2002, but it did improve in the two subsequent
years (Lawson et al. 2005). Later evaluations are more positive about predictability. The
IEG evaluation of PRSCs concluded that budget support results in more predictable

% This concerns aid from other donors, and not loans from the IMF.
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disbursements through harmonised systems. Recipients still complain that most
disbursements take place late in the fiscal year (IEG 2010), but timeliness of disbursement
of sector support to sector ministries is not worse than releases by their own ministries
of finance (De Kemp, Faust and Leiderer 2011). A study for the British DFID shows that an
average of 96% of committed budget support from 2000-2001 to 20072008 was actually
disbursed as planned (National Audit Office 2008).

As far as the impact of unpredictability is concerned, Celasun and Walliser (2006: 225)
concluded for eight African countries that when governments receive less budget support
than expected, they respond by borrowing more domestically or by investing less. If money
materialises unexpectedly, then it is used to reduce domestic debt, not to make more
investments. In other words, the response is asymmetrical. Knoll (2008) examined the
impact of the difference between commitments and disbursements of programme aid on
government deficits in 18 African countries over a 10-year period, 1996—2005.%¢ He found
that this difference led to a significantly higher budget deficit; on average, one euro less
budget support than expected led to a 70-cent increase in the deficit.

4.4.2 Case studies

Most of the studies mentioned above are somewhat outdated and focus mainly on early
forms of programme aid or on the early days of general budget support. It is not possible to
draw conclusions from these studies for the most recent years. The six case studies for this
evaluation, however, show that the predictability of aid has improved in recent years.

This was clearly the case in Ghana and Mali. In recent years, donors actually disbursed

90% and 94%, respectively, of the committed funds in a given fiscal year (see table 4.5).
Predictability was good in Nicaragua in 2006 and 2007, but less so in 2005 and 2008. The
reason for this was that donors did not believe that Nicaragua was abiding by the underlying
principles. All budget support in Vietnam occurred through co-financing through the World
Bank’s PRSC. The predictability of the World Bank’s funds was good, but the co-financers
were sometimes late in declaring their commitments or paid later than agreed. The
opposite was true in Zambia, where the World Bank’s budget support was less ‘predictable’.
In this country, donors disbursed more from 2008 onwards than they had committed.

The timing of disbursements within a given fiscal year was not entirely positive in the six
countries. The government was not satisfied with the predictability within a fiscal year in
Ghana and Vietnam, and the majority of disbursements to Nicaragua were made at the

end of the year, which essentially meant that budget support could not be used. Delays,
especially with variable tranches, led the Malian government to take out expensive domestic
loans. Delays can also be the result of developments in the partner country, incidentally.
Sweden, for example, suspended budget support to Zambia in 2009 after a corruption
scandal came to light in the Ministry of Health.

% The source is the CRS database, with the aforementioned problem of overestimating the differences
between commitments and actual disbursements, since commitments are often for multiple years.
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Table 4.5: Predictability of budget support in six countries

I R [T i i e

Predictability Notgood for Good, Has Good, 2006 and World Bank
for coming 2006, after especially improved especially 2007 good,  good, others
year that 90% from 2007 from 2008 lesssoin’05 lessso
onwards: onwards and 08
94%
Timing Often other  Delays, Mostin 1st ~ Average Mostindth  Not
within year than agreed  especiallyof and2nd delay 3-4 quarter coordinated
variable quarters months between
tranches. donors
Has
improved

Source: Country case studies

4.5 Macro-economic impact of budget support
4.5.1 External balance

Evaluations of budget support usually only focus on analysing the effects on government
budgets and sometimes also on macro-economic stability. The above analysis, however,
shows that the impact on the external balance also has consequences on the internal
balance. It is especially important to examine what aid’s impact is on debt payments, other
capital inflows, other private transfers, capital flight and reserves, because when these
variables are affected, then there is less left over for the government budget. In addition,
aid can affect imports and exports.**

White and Dijkstra (2003) examined the macro-economic impact of programme aid in eight
countries in the 1990s. They did not find evidence that other capital inflows had decreased,
whereas in some countries, such as Vietnam and Uganda, private transfers and direct
investment had actually increased. This was partly the result of aid. The five countries with

a high debt burden — Mozambique, Uganda, Tanzania, Zambia and Nicaragua — proved to
have used part of the aid for debt payments. Nevertheless, during this period a large portion
of the debt service was not paid, while debt stocks increased. All eight countries used part
of the aid to increase imports. The impact of aid on imports was the smallest in Vietnam
and Cape Verde, however. In Bangladesh, Uganda and Nicaragua, the importance of aid for
imports diminished over time.

There seems to be a strong relation between aid, particularly foreign borrowing, and capital
flight (Ndikumana and Boyce 2003). Eighty per cent of all loans to low-income countries
during the period 1970-1996 proved to have exited the countries again in the form of capital

% Exports, for example, can suffer under the effects of the ‘Dutch disease’. These effects of aid will be
discussed in chapter 6 in the context of budget support’s impact on economic growth.
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flight. These were all heavily indebted low-income countries. A recent study containing
data until 2008 by the same authors shows that 60% of all incoming loans in Africa exit the
country as capital flight (Ndikumana and Boyce 2011). This study also argues that a high debt
stock led to continuous capital flight.

Aiyar and Ruthbah (2008) examined the aid’s absorption effect (the impact on the current
account of the balance of payments) and its spending effect (impact on the government
budget). They found a low absorption effect, while reserves did not increase either. This
means that the lion’s share of aid exited the country in the form of capital flight. At the
same time, aid did seem to increase government spending. Also in the longer term, the
spending effect was greater than the absorption effect (p. 15).

4.5.2 Internal balance, in particular government budget

According to various authors (e.g. Djankov et al. 2006), budget support often leads
governments in recipient governments to levy less taxes. This has been examined in what
is referred to as the ‘fiscal response’ literature (White 1992; White 1998). McGillivray and
Morrissey (2001) summarised this literature. They indicated that older fiscal response
models used from 1975 until the early 1990s have methodological limitations; in particular,
they did not take into account aid’s endogenous nature: governments can decide to use
more or less of the committed aid. More recent studies that did take endogeneity into
account show various outcomes: aid had a negative impact on tax revenue in Pakistan,
whereas the effect was positive in Costa Rica and slightly negative in the Philippines.
McGillivray and Morrissey believe that the negative results can be explained by the policy
conditionality that came with aid during that period, which often caused revenue from
import taxes to decrease because of a reduction of import tariffs.

Mavrotas (2005) concluded that aid to Uganda in the years 19801999 did not decrease

tax revenue. This quantitative study also showed that programme aid results both in less
borrowing by the government and higher spending. Empirical research covering the years
1970—2001 led Mavrotas and Ouattara (2007) to conclude that there is no evidence that
programme aid results in less taxation or less commitment to actually levy taxes. They
also concluded that project aid mainly increases capital expenditures and programme aid
increases consumer spending. Another striking conclusion is that project aid would have
more of a positive impact on budget discipline than programme aid. This conclusion is
probably due to reverse causality (see also annex V), however, because countries with budget
problems (certainly before 2000) were supported with programme aid.

Osei, Morrissey and Lloyd (2005) concluded that aid to Ghana during the period 1966-1998
resulted in less borrowing and higher expenditures. Tax revenue simultaneously increased.
Machado (2010) developed a model for Nicaragua and concluded that aid during the period
1966—2004 had no impact on tax revenue; it mainly resulted in less borrowing by the
government. Ruben and Pop (2010) did find a minor but significant positive impact of aid on
tax revenue during the period 1990-2007.

[107]
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Cassimon and Van Campenhout (2008) examined the macro-economic effects of debt relief
as a result of the HIPC initiative, as well as the effect of project aid and programme aid in 24
African countries. The effects of these forms of aid on tax revenue, government investment
and borrowing in the domestic capital market are weak and hardly significant, but debt
relief, and to a lesser extent aid, had the greatest effect on lowering the borrowing on the
domestic capital market.

In a more recent review of studies about the relationship between aid and taxes, Carter
(2010) concluded that actually no inferences can be drawn about the causal effect of aid on
the structure of the tax system. Studies usually do not take into account that aid increases
economic activity, so the tax revenue/GDP split could narrow as a result of the denominator
effect. This does not tell us anything about the impact of aid on the tax regime, however.
This author argued that case studies could enhance our understanding of aid’s impact on
the tax system.

White and Dijkstra (2003) concluded that programme aid did not result in lower tax
revenue in any of the eight case study countries. In fact, tax revenue increased in many
countries (Uganda, Tanzania, Vietnam and Zambia). Higher tax revenue can be the result of
conditionality and/or technical assistance. They also concluded that programme aid played
arole in widening the base for tax revenue by making more import and more production
possible.

Aid, and balance of payments support in particular, also played an important role in curbing
inflation. In the early 1990s, a number of these countries (Mozambique, Nicaragua and
Uganda) were what we would call fragile states today: they had just emerged from civil

wars and were both politically and economically unstable. The governments of Ghana

and Tanzania also faced massive deficits during this time. Programme aid was extremely
important in these five countries to finance necessary government expenditures without
allowing inflation to rise. This also became clear in Uganda in 1992, when the suspension of
programme aid directly caused inflation to rise. The greater economic activity that resulted
from programme aid also helped to reduce inflation. And programme aid resulted in larger
reserves, which made it possible, in turn, for the exchange rate to be a ‘nominal anchor’.

The joint DAC evaluation of budget support in eight countries during the period 1999—2005
concluded that the modality has generally contributed to maintaining macro-economic
stability by helping to finance government expenditures. But this stability was threatened
by budget support’s lack of predictability in Malawi and Nicaragua: donors suspended
support as a result of these countries not meeting the conditions of the IMF programme.
Unpredictability resulted in additional domestic borrowing in Mozambique and Rwanda
within a fiscal year. This problem was set off in Uganda by eating into reserves. The
Ministry of Finance generally combined budget support with increased borrowing on the
domestic capital market in order to neutralise the impact of aid on the exchange rate. In
all three countries, domestic interest rates rose, which had a negative impact on domestic
investment (IDD and Associates 2006: 67).
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This evaluation also concluded that tax revenue did not decrease as a result of budget
support—in fact in many countries it increased. But budget support did make it easier
for Uganda, for example, to dispense with an important local tax. Even though this was
compensated for later by raising VAT and income taxes, it had a negative impact on local
spending and also on local democratic accountability (IDD and Associates 2006).

4.5.3 Macro-economic impact in six countries

Our own country case studies confirm that there is no evidence that budget support caused
tax revenue to decrease (table 4.6). Tax revenue increased in the six countries, partly due to
economic growth, but also due to the conditions and technical assistance that came with
budget support.

Table 4.6: Tax revenue as % of GDP in case study countries, at the beginning and end of

budget support, or the last available year

B e

Ghana 2000-2006 16 21
Mali 1999-2009 15 17
Nicaragua 2004-2008 16 18 [109|
Tanzania 2001-2008 10 15
Zambia 2006-2009* 16 15
Vietnam 2000-2004 17 21

* Tax revenue decreased in Zambia in 2009 as a result of the economic crisis. In 2008, the figure was 17.5% of GDP.

Source: For Ghana: Van Soest 2008; Mali: Lawson et al. 2011; Nicaragua: Dijkstra and Grigsby 2010; Tanzania: Nord
et al. 2009); Zambia: De Kemp et al. 2011; Vietnam: IMF, Government Financial Statistics.

Most evaluations did not analyse whether budget support was used to build up
international reserves. Based on evaluations, we conclude that some of the funds in Mali
and Ghana were used to increase reserves or relieve domestic debt. Budget support funds
increased spending in four of the five countries.*® Nicaragua is an exception. An analysis
of income, expenditure and deficit financing for this country shows that budget support
was not used for additional expenditures but rather to relieve domestic debt. This is partly
the result of the fact that most of the budget support was disbursed in the last quarter of
the year.

4 Vietnam is not included, see note in table 4.3.
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Table 4.7: Macro-economic effects of budget support funds in the six countries

—mmm

Negative effect on taxes No Light/ No
No

Use of budget support funds:

Increasing international Yes Yes No No ? *

reserves

Paying off domestic debt Yes Yes No No Yes *

Rising expenditures After Yes Yes Yes No &
2006

* Budget support only constitutes 2% of government expenditure in Vietnam, so it is difficult to determine the
effect of the funds.

4.5.4 Cross-section results

In the 1990s, it was important to examine whether aid led to debt payments that otherwise
would not have been made, because it regularly occurred that countries did not honour
their debt payment obligations. But since the HIPC initiative was introduced, most
countries that receive budget support are on schedule with their debt payments. Like the
Independent Evaluation Office (of the IMF, IEO 2007), we assume that budget support does
not have a direct effect on other capital inflows.” The only remaining ‘leak’ in the external
balance then is that aid is used to increase reserves. In all other cases, the aid is “absorbed’
in the form of a greater current account deficit through increased imports (IEO 2007). The
problem, however, is that there are other factors that may increase reserves, for example a
change in the terms of trade. This is not included in the analysis below, however.

Apart from a potential effect on reserves, budget support can be used for expenditures,

to lower taxes or reduce the deficit. We first analyse the effect of budget support on
governments’ budget balance. This concerns the balance excluding grants. Budget support
and the government balance are measured as a percentage of the gross domestic product
(GDP).

The government balance is probably also affected by the previous year’s balance (positive),
by economic growth (positive) and by income per capita of the population (negative). These
variables are incorporated as controls, whereby, as usual, the logarithm of GDP per capita

is included. All information, except that on budget support, comes from the World Bank’s
World Development Indicators (WDI). In addition, we include a variable that reflects the
trend. Between 2002 and 2006 budget deficits first proved to decline in order, afterwards,

47 But these effects cannot be ruled out. As mentioned above, the rising inflow of private capital was an
indirect effect of programme aid in the 1990s.
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to rise again as a result of the global financial crisis. This trend variable therefore has a
U-shaped development: deficits first decreased and subsequently increased.

Unfortunately, information about government balance excluding grants is only available
for a limited number of countries. That is why we have also calculated the budget balances
in which we only deduct the budget support grants (from the DAC CRS database) from the
budget balance. The source for all data is the IMF's World Economic Outlook.

The estimates are potentially distorted by selection effects: countries receive budget support
because they have a deficit or, conversely, do not receive budget support because their own
budget is not in order. For this reason, we have also instrumented for budget support,
whereby the size of budget support is estimated with the help of other exogenous variables
(see annex V).

Table 4.8: Effect of budget support on the government balance (1)*

T oo | ws
[Cotionns] s s contcee] e

GBS/GDP -0.63 -3.24  KFx* -0.49 -2.47 **
Ln(GDP per capita) 3.32 1.42 5.23 2.51 **
GDP growth 0.12 2ol | s 0.12 233 | =
Budget balance t-1 0.37 8.38 **x* 0.31 7.39 F*xx
Trend** 0.91 5.51 *** 0.87 5.24 *x*
Trend? -0.13 -6.64 *xx -0.13 -6.27 *x*
Constant -24.92 -1.59 -38.98 -2.74  *x*
R? 0.36 0.22

N 887 869

Groups 101 100

* Excluding GBS grants.

**Trend: 2002=0, 2003=1, etc.

Significance levels: *p<10%; **p<5%; ***p<1% (based on robust standard errors).
Source: OECD/DAC; IMF; WB/WDI; adapted by I0B.

As expected, budget support proves to be negatively related to budget balance (as mentioned,
the balance excluding GBS grants) (table 4.8). The coefficient is -0.63, which would mean
that additional budget support of 1% of GDP corresponds to an increase of the deficit

of 0.63 percentage points. If tax revenue remains constant, this means that the effect

of budget support on the reduction of the deficit (amortisation of domestic debt) and

an increase of reserves will be approximately 0.4 percentage points of GDP. The control
variables — economic growth, the previous year’s balance and the income per capita of the
population — are significant and have the expected sign.
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The estimate with an instrumental variable gives a somewhat lower effect than the previous
estimate (about 0.1 percentage points less), which suggests that budget support not only
causes the primary deficit to increase, but also serves to limit the (expected) deficits.*®

The contribution to macro-economic stability is twofold, since aid:

« finances additional expenditures without running up domestic debt, and

« reduces deficits.

A specification that takes autocorrelation more into account, but is more sensitive to
measurement errors, examines the relationship between the annual change in budget
support and the change in the budget balance. A standard OLS regression, which includes
growth and income per capita as controls, shows that an extra percentage point of budget
support is converted into additional expenditures of 0.58 percentage points, on average
(table 4.9). This effect is significant, but the uncertainty margins are large. On the basis of
the average, and abstracting from fluctuations in tax revenue, it would mean that about
40% of budget support is used to increase reserves or reduce deficits. An estimate with an
instrumental variable again generates a slightly lower coefficient of 52%.

Table g.9: Effect of budget support on the government balance (l1)*

[Cotionne] s s concee] e

BGS/GDP -0.58 S} QY | B -0.52 -2.49 **
GDP growth 0.12 A | B 0.14 a2l | A
Constant -0.59 SN -0.65 -2.94  ***
R? 0.04 0.04
N 802 784

* Excluding GBS grants.
Significance levels: *p<10%; **p<5%; ***p<1% (based on robust standard errors).
Source: OECD/DAC; IMF; WB/WDI; adapted by I0B.

Another way of examining how budget support is used is to look at the relationship
between budget support and government expenditures. In countries with substantial
budget support, government expenditures between 2000 and 2010 barely rose more
than in countries without substantial budget support (table 4.10). The differences
between countries are large, however. If we limit the analysis to the lower and lower-
middle income countries, and omit countries with a population of less than one
million inhabitants (because of a disproportionately large impact on the results), then

4% Both estimates point to two different effects: if budget support is completely exogenous, this will result
in either additional expenditures or a reduction of the deficit. However, budget support can also be
endogenous, for example to reduce anticipated deficits in partner countries. Budget support, then,
does not determine the size of the deficit but rather the opposite, namely the deficit determines the
size of budget support. In that case, budget support is less likely to encourage additional expenditure.
The lower value of the second estimate suggests that this effect does play a role.
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government expenditures appear to have risen more in countries that received substantial
budget support.

Table g.10: Government expenditure as a % of GDP in countries with and without substantial

budget support
T wm] ] o

Total:*

No GBS (66 countries) 25.3 29.4 4.1

GBS (27 countries) 24.2 28.5 4.3

Selection:**

No GBS (39 countries) 24.0 26.7 2.7

GBS (23 countries) 22.6 27.6 5.0

* A country is classified as a GBS country if it received at least 0.25% of GDP and at least 2.5% of total aid as GBS
between 2002 and 2010.

** Only lower- and middle-income with a population of at least one million inhabitants.

This relationship is confirmed in a regression analysis with ‘fixed effects’ to check for
country-specific differences. As control variable we also included a factor score of the six
Kaufmann indicators, in addition to economic growth and income per capita (table 4.11).
Good governance has a positive effect on government expenditures (significance level of
5%). The effect of economic growth is not significant, which is caused by the denominator
effect: expenditure does increase. But it remains constant as a percentage of GDP (which, of
course, also increases). Budget support has a positive and significant effect on expenditure.
The coefficient shows that when budget support is increased by one percentage point of
GDP, this goes hand in hand with increased expenditure of 0.59 percentage points. This
would mean that 59% of each euro of budget support is spent. A specification that uses an
instrumental variable (see chapter 1) results in a slightly higher estimate (with a coefficient
of 0.62).

It is telling that there is little difference between the model with the balance as dependent
variable and the model with budget expenditure as dependent variable. The effect on
expenditures varies from 59% to 63%.
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Table g.11: The effect of budget support on government expenditure

T tetes | ws
[Cotionns] s s contcee] e

GBS/GDP 0.59 227 ** 0.62 2.68 *x*
Ln(GDP per capita) -1.23 -0.59 -2.45 -1.27

GDP growth -0.08 -1.68  * -0.08 -1.51
Expenditure t-1 0.61 14.72 *** 0.60 14.14 ***
Kaufmann score 1.77 2.43 ** 1.83 2.54 **
Trend* 0.27 2.59 ** 0.29 2.83 *x*
Constant 18.72 1.35 26.92 2.04 **
R? 0.79 0.71

N 866 848

Groups 100 99

Significance levels: *p<10%; **p<5%; ***p<1% (based on robust standard errors).
* Trend: 2002=0, 2003=1, etc.
Source: OECD/DAC; IMF; WB/WDI; adapted by I0B.

As far as government revenue is concerned, the conclusion is the same as for expenditures:
they did not rise more in countries that received GBS than in countries that did not

receive GBS (table 4.12). This is different when we limit the analysis to a smaller, more
easily comparable group. But so far all government revenue has been included, including
budget support and any other aid. It is therefore more interesting to focus exclusively on
tax revenue.
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Table 4.12: Government expenditures as % of GDP in countries with and without substantial

budget support
T wm] ] o

Total:

No GBS (69 countries) 22.8 26.8 4.0

GBS (28 countries)* 21.0 25.1 4.1

Selection:**

No GBS (40 countries) 20.1 24.0 3.1

GBS (24 countries)** 19.5 24.5 5.0

Tax revenue:
No GBS (18 countries) 12.4 14.5 2.1
GBS (12 countries)** 15.3 19.4 4.1

* A country is classified as a GBS country if it received at least 0.25% of GDP and at least 2.5% of total aid as GBS
between 2002 and 2010.

** Only lower- and middle-income with a population of at least one million inhabitants.

Less information is available about tax revenue. For this reason, the comparison has

been limited to the years 2003 and 2008, since for these years information is available for
relatively many countries. In this comparison, 12 countries with budget support had a larger
increase in tax revenue as a percentage of GDP than 18 countries without budget support.
The tax revenue of the first group amounted to 15.3% in 2003, as opposed to 12.4% for the
second group. In 2008, these figures were 19.4% (an increase of 4.1 percentage points) and
14.5% (an increase of 2.1 percentage points), respectively. The number of countries is too
limited, however, to generalise this conclusion.

We conducted a fixed effects regression in order to eliminate the potential influence of
unobserved variables. Both the budget support in the same year, and that of the previous
year, can have an effect, which is why we examined both. Control variables are economic
growth, tax revenue from the previous year and the factor score of the Kaufmann indicators
for good governance. As a result, we were able to control for potential selection bias:
countries with good governance received more budget support but were therefore probably
more able to increase tax revenue (see table 4.13).
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Table g4.13: The effect of budget support on tax revenue (l)

T detes [ ms
[Cotionns] s s contcee] e

GBS/GDP 0.15 1.16 -0.03 -0.25
GDP growth 0.09 3.47 F*x 0.09 3.60 **x*
Taxes t-1 0.64 7.53 Fxx 0.63 6.87 **x*
Kaufmann score 0.78 0.66 0.77 0.59
Trend* 0.07 1.46 0.06 1.28
Constant 4.80 3.82 **x 5.06 3.86 *x*
R? 0.92 0.92

N 410 404

Groups 70 70

Significance levels: *p<10%; **p<5%,; ***p<1% (based on robust standard errors).
* Trend: 2002=0, 2003=1, etc.
Source: OECD/DAC; IMF; WB/WDI; adapted by IOB.

Economic growth and tax revenue from the previous year indeed have a positive and
significant effect on tax revenue, but good governance does not have a significant effect.
This regression also suggests that budget support does not have a significant effect on
tax revenue.

Using a standard OLS regression to analyse the impact of budget support on tax revenue,
the effect also proves to be insignificant (table 4.14).%°

Table g.14: The effect of budget support on tax revenue (Il)

B Gawl o ewlEem

AGBS/GDP 0.01 0.10

Kaufmann -0.06 -0.48

GDP growth 0.08 3.18 *x**

Constant -0.18 -0.96
R2=0.03; N=368.

Significance levels: *p<10%; **p<5%; ***p<1% (based on robust standard errors).
Source: OECD/DAC; IMF; WB/WDI; adapted by IOB.

% The approach ensures stationarity. A disadvantage is a reduction of the signal-noise ratio, in general
leading to higher standard errors. The coefficient is positive, which means that the chances of budget
support increasing tax revenue are greater than the chances it would decrease. On the other hand,
an analysis with an instrumental variable does not have a (non-significant) negative coefficient.

The conclusion, therefore, is that there is no impact.
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Allin all, we can conclude that an additional increase of budget support by one percentage
point of GDP results in increased government expenditures of about 0.6 percentage points
of GDP in the same year. Tax revenue will probably not decrease. This means that on average
countries spend about 0.4 percentage points of GDP to increase international reserves and/
or amortisation of domestic debt. This means that the degree of macro-fungibility (see
chapter 2) is limited: most budget support is used in the same year for which it is intended.

4.5.5 Military spending

One of the concerns with budget support is that it results in improper expenditures,
including military spending. There is little evidence for this, however. For our analysis, we
use available information from low-income and low middle-income countries. It appears
that countries from this group with substantial budget support between 2000 and 2009
spend a little less on average on their military than countries without it, but the difference
is not significant.*® GBS countries with an increase (as % of GDP) include Tajikistan (1.0
percentage point), Armenia (0.6) and Malawi (o.5). Countries in the non-GBS group with
an increase are: Morocco (1.0), Guinea (0.8) and Kyrgyzstan (0.7).

Table g.15: Military expenditures as % of GDP in countries with and without substantial

budget support
T wm]  w»] o

As % of GDP:

No GBS (37 countries) 3.1 2.5 -0.6

GBS (25 countries) 2.0 1.6 -0.4

As % of government
expenditure:

No GBS (29 countries) 11.1% 9.8% -1.3%
GBS (19 countries) 11.1% 10.4% -0.7%

* A countryis classified as a GBS country if it received at least 0.25% of GDP and at least 2.5% of total aid as GBS
between 2002 and 2010. Excluding Georgia and Ethiopia.

Military spending does seem high in many countries as a percentage of total government
expenditure. This is especially true of Armenia (22%), Tajikistan (20%) and Burundi (18%).
For countries without GBS, this is especially true of Kyrgyzstan (21%), Pakistan (18%) and
Guinea (17%).

5°  Georgia, Ethiopia and Sudan were omitted from this analysis due to extreme developments in these
countries. Such extreme figures have a huge impact on averages. In Georgia, defence expenditures
between 2000 and 2009 rose from 0.6% to 5.6% of GDP. In Ethiopia, the reverse is true, where
expenditures decreased from 7.6% t01.3%. In Sudan, spending was high throughout this period
because of the conflict situation.

[17]
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Table 4.16 presents the results of a regression analysis, in which we examine budget
support’s relation with the size of military spending (as a percentage of GDP). This table
does not show a significant impact either. There is great variation between countries,
regardless of whether they did or did not receive budget support. This also means that
donors did not succeed in limiting military spending in countries that received budget
support. It should be noted that donor rarely pressed the issue, if at all.

Table 4.16: The impact of budget support on military expenditures (2002-2010)

I B T R R
[ coutcen| e[St oo |_cvaue [ |

GBS/GDP -0.05 -0.63 -0.05 -0.75
GDP growth -0.03 -1.80 * -0.03 -1.70 *
Log GDP per capita 2.02 1.86 * 0.51 1.7
Kaufmann score -0.43 -1.59 -0.38 -1.54
Trend* -0.12 -2.23 ** -0.06 -2.09 **
Constant -11.23 1155 -0.91 -0.31

R? (within) 0.14 0.10

N 649 649

Groups 92 92

Source: WDI, OECD/DAG; adapted by IOB.
Significance levels: *p<10%; **p<5%; ***p<1% (based on robust standard errors).
* Trend: 2002=0, 2003=1, etc.

Table 4.17 uses the development of military spending in Uganda as an example. Uganda
received substantial budget support, but official figures suggest that military spending

in this country did not increase much. Uganda also received extensive programme aid in
the 1990s, but as a percentage of GDP expenditures were not higher than in many other
countries. As is the case in many other developing countries, military spending was high

as a percentage of government expenditure. A clear link with budget support is difficult

to establish, so the question is whether military spending would have been lower in the
absence of budget support. Chances are high that expenditures on education and health
care, for example, would have been lower. But here too, donors did not succeed in pushing
back military spending.

In this case, there is a huge snag, however. In 2010 Uganda bought a number of fighter jets
from Russia at a price of US$ 740 million, about 4% of the country’s GDP. The country used
reserves of the Bank of Uganda to pay these jets. This purchase is not reflected in the data.
It has been suggested that (expected) oil revenues played an important role. By then, the
Netherlands had already decided to end sector budget support to the country because of
changed policies in the Netherlands as well as a lack of progress in the education and the
justice law and order sectors in Uganda.
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Table g.17: Military expenditures in Uganda as % of GDP and as % of government spending

(2000-2010)

I 1 1 B R A B B K D

Expenditures (in billions 232 240 256 299 355 386 400 478 623 640 583
of Ugandan shilling)

% GDP 25 23 24 24 23 24 22 23 25 21 1.7
As % of government 16 10.8 10.3 11.1 14.2 144 133 13.1 16.6 15.3
expenditures

GBS as % of GDP* . . 15 20 14 09 27 11 05 08 09

* Excluding sector budget support. According to an ODI publication (Hedger et al. 2010), sector budget support
between 1999 and approximately 2008 constituted about 1/3 of general budget support.

Source: WDI, OECD/DAC.

4.6 Transaction costs
4.6.1 Literature Review

Transaction costs are costs incurred when processing a transaction — an aid transaction in
this case. They consist of preparation costs (information costs and search costs), negotiation
costs and monitoring costs. The latter can be divided into costs for the recipient (called
bonding) and costs for the donor (Hazeu 2000). One of the expected benefits of budget
support is that the transaction costs would decrease, both for donors and recipients. This
means more efficient aid, a larger portion of which can be used for its actual purpose.

An OECD survey conducted in 2002 asked recipients what they considered the three major
burdens in their interaction with donors. ‘Donor-driven priorities and systems’ was
mentioned most often, followed by ‘difficulties with donor procedures’ and ‘uncoordinated
donor practices’ (Amis et al. 2005). If this is true, budget support could hugely economise
on this ‘burden’. The expected lower costs are in the first place a consequence of alignment
of budget support: there are no separate project proposals, and no costs need to be incurred
for implementing or monitoring projects. In the second place, they are the consequence

of harmonisation: transaction costs are brought down as more donors spend more money
through budget support, and as they increasingly use the same procedures.

Table 4.18 summarises the transaction costs of project aid and budget support.

[19]
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Table 4.18: The transaction costs of project aid and budget support, for donor and recipient

per type

I [ S [ S [ (v

Information
and searches

Negotiations

Monitoring
and bonding

Set priorities at
headquarters and
in recipient
country;
preparatory
missions

Negotiate with
recipient

Implement
projects or
monitor
implementing
bodies;
monitoring by
embassy;
conducting
evaluations

Source: Dijkstra and Grigsby (I0B 2010).

Identify potential
projects, search
for suitable
donors

Negotiate with
donor

Report, monitor
and audit as
requested by
donor

Determine criteria
for GBS; assess
PRSP quality;
governance, PFM,
macro-economic
stability (for
example via ‘track
records’)

Discuss
fundamental
principles and
performance
matrices; between
donors and with
government

Prepare and
attend meetings
with budget
support group;
same for
bi-annual or
annual meetings
with government

Examine donor
criteria for GBS
and try to meet
them; e.g. make
PRSP; negotiate
about IMF
agreement;
accept technical
assistance for
PFM

Discuss
fundamental
principles and
performance
matrices

Write progress
reports for
bi-annual and
annual meetings;
attend these
meeting; write
progress report
on PRSP

Most of these costs are salaries, but there are also material costs, such as meeting costs,
travel expenses and paper. The problem is that people rarely, if ever, keep track of these
costs. Another problem is that transaction costs should really be evaluated in relation to
the ultimate impact of aid. That impact depends on the financial scope of the aid, but also
on the quality. Yet in fact, transaction costs are generally incurred as a result of donors’
attempts to improve aid effectiveness.>* A comparison between transaction costs for project
aid and programme aid (budget support) would therefore ideally compare the costs of
realising aid transactions with the impact of these transactions. Because this is very difficult
to do, transaction costs are usually expressed in relation to the size of financial resources.
In our analysis of transaction costs in this report, we also compare transaction costs with
the aid inputs, assuming that the effectiveness per euro of delivered aid is the same for all

aid modalities.

5" Paul and Vandeninden (2012) distinguish between net and gross transaction costs, whereby gross
transaction costs are ‘investments’ in confidence, donor coordination and reduced fiduciary risk,

for example.
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Several studies argue that the transaction costs for budget support are too high. In
particular with the launching of a harmonised system, budget support is associated with
high transaction costs: search costs in the form of evaluating whether the recipient can
handle budget support, and negotiation costs (Koeberle and Stavreski 2006). But it remains
a labour-intensive system after that as well, due to the annual cycle of reporting (recipient),
and discussing and assessing (donors) performance (IDD and Associates 2006, Lawson

etal. 2007).

The transaction costs for budget support depend on the way in which discussions are
organised and on the scope of the policy dialogue — in other words, on the number of
sectors that are represented in the performance matrix. The more sectors there are in
the performance matrix, the higher the transaction costs will be, in principle. The brief
harmonised budget support programme in Bolivia (2004—2005) set an example in this
respect: in addition to indicators for macro-economic stability, a PRSP and the share of
expenditures on poverty, there was only one sector represented, namely PEM (Dijkstra
2005). The number of sectors was much greater in all the other countries for which we have
seen performance matrices. Often, sector groups are created in which both a sector ministry
and donors who are closely involved in the sector participate. They discuss which indicators
to include and the progress on these indicators.

|121]
But more relevant questions are whether the transaction costs of aid have increased or
decreased since budget support was introduced, and whether these costs are less than with
project aid. These two questions are not the same. In answering the first question, people
often assume that there was a shift in the early 2000s from project aid to budget support.
This is not, or barely, the case. As shown above, in the early 2000s there was mainly a
shift from other forms of programme aid (balance of payments support and debt relief)
to budget support, and not so much from project aid to budget support. If anything, the
shift from balance of payments support to budget support has led to higher, not lower,
transaction costs. Not only are International Financial Institutions involved in the policy
dialogue on budget support, but so are all participating donors. Moreover, the policy
dialogue is now focused on many other aspects of government policy than only macro-
economic policy, privatisation and the liberalisation of trade and prices.

Seen in this light, it is understandable that many studies conclude that transaction costs
have not decreased much with the introduction of budget support. They observe that the
amount of project aid and sector support has not decreased after budget support, and
that transaction costs have been added on the recipients’ end, namely for the body that
coordinates budget support: ministries of finance and planning. The transaction costs for
the sector ministries have not visibly decreased (Lawson et al. 2005, Lawson et al. 2007,
Killick 2004).

Since there are hardly any other forms of programme aid anymore, the second question,
about the difference in transaction costs between project aid and budget support, seems
the most relevant one now. There are indications that the costs of budget support are lower.
Even if the transaction costs related to budget support negotiations are high, recipient
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countries have noticed that the transaction costs during implementation have decreased
because the standard government procedures can be used (IDD and Associates 2006: Sg).
Donors observe that they could not have increased aid to the same extent without budget
support. This was true, for example, in Rwanda (IDD and Associates 2006) and for DfID

in many countries (National Audit Office 2008). The Ghana evaluation concluded that the
transaction costs for budget support were lower than for ‘other modalities’ (Lawson et al.
2007). The World Bank only needed half of the transaction costs per dollar of aid for the
PRSC than it needed for projects in Uganda (Miovic 2004, quoted in IDD and Associates:
52). In a 2005 study on PRSCs, the World Bank concludes that for each dollar of preparation
costs, US$142 could be spent on budget support, as opposed to US$32 for other modalities
(in NAO 2008). An estimate of four types of transaction costs in Nicaragua does suggest
that they are usually higher than for an average project, but per dollar of delivered aid they
were certainly lower between 2005 and 2009, both for donors and recipients (Dijkstra and
Grigsby 2010). For the World Bank, participation in joint donor systems for budget support
means that the transaction costs will increase compared to a situation in which the World
Bank acts on its own (IEG 2010). But for the recipient country the opposite is probably true,
at least if there are more donors providing budget support.

Bigsten et al. (2011) use data collected by Sida for the year 2010 about various kinds

of administration costs: a) developing policy documents, b) implementing policy

for development cooperation, c) collaboration and consulting, both national and
international, and d) management, guidance and support. These costs are kept track of
separately for various aid modalities. Table 4.19 has been compiled based on these data.

Table 4.19: Transaction costs per aid modality in Sweden

Administration costs per Administration costs in
Swedish krona spent relation to project aid (%)
33

Programme-based aid

Budget support 2.2 19
Technical assistance 5.2 46
Project aid 11.3 100
Total 6.5 57

Source: Bigsten et al. 2011, p. 79

The average administration cost per Swedish krona spent was 6.5%, but the costs for project
aid were much higher than for programme-based aid modalities (column 1). The second
column shows that the transaction costs for budget support were only 19% of those for
project aid. These data are only available for Sweden, but there is no reason to assume that
this would be much different with other donors.*>

52 Easterly and Pfutze (2008) have made an estimate of the administration costs in relation to the total aid
budget per donor. For bilateral donors they arrive at an average of 7%, and the average for multilateral
donors is 12%. 6.5% for Sweden is close to the average of 7%.
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4.6.2 Transaction costs in six countries

Whether transaction costs decreased after the introduction of budget support has not

been analysed for all six countries. The conclusion for Ghana is that transaction costs for
the government have decreased, but not for donors. The work of donors has changed, not
decreased. But it seems that this conclusion does not take the increasing volume of aid into
account. The transaction costs for every euro spent have presumably decreased for donors
as well. It has been noted that transaction costs are still high in Tanzania, partly due to the
emergence of new donors there, such as China, as well as the vertical funds. The conclusion
for Nicaragua and Vietnam is that transaction costs for budget support are lower than for
project aid, both for the governments and donors.

4.7 Conclusions

Over the long term, programme aid had not increased since 2000. Between 1986 and 1993,
during the glory days of structural adjustment programmes, programme aid comprised
about 10% of total (bilateral) aid, while between 2000 and 2010 it was between 3% and
4%. This percentage was much higher in some countries, however. In our six case study
countries, the share of programme aid in total aid varied between 10% (Vietnam) and

42% (Tanzania).

The predictability of budget support varied strongly from countty to country and from
period to period, but it was not always better than with project aid. A great deal of budget
support, moreover, was disbursed at the end of the year, which often resulted in expensive
domestic borrowing. In African countries, including our four African case studies,
predictability did improve over time. A study by Celasun and Walliser (2006) shows that
the greater the differences are between commitments and actual disbursements, the fewer
budget support funds are used for additional expenditures: in such cases, it is much more
likely that domestic debt increases or reduces. When there are fewer actual disbursements,
government investment decreases as well, but the opposite is not true.

In at least three of the six case study countries, part of the budget support was used to
increase domestic reserves or pay off domestic debt (Ghana, Mali and Nicaragua). It appears
that almost all of Nicaragua’s budget support was used for this, partly because all funds were
disbursed in the last quarter. In four other countries, government expenditure increased

as a result of budget support. In Vietnam, budget support was too small compared to the
government budget to determine whether it had an impact.

Our own cross-section analyses of budget support’s impact on the internal balance show
that every additional 1 percentage point of budget support (in % of GDP) leads to an increase
in government expenditure of about 0.6 percentage points of GDP. There was no statistically
significant impact on tax revenue. We can conclude with a fairly high degree of certainty
that budget support did not cause tax revenue to decrease. This conclusion corresponds
with other literature in this area. We can also conclude that the lion’s share of budget

[123]
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support funds were used for what they were intended, namely additional government
expenditure. A smaller share was used to increase reserves or reduce domestic debt.

The transaction costs for each euro of aid were considerably lower for budget support than

project aid, but higher than for older or other forms of programme aid, such as balance of
payments support and debt relief.
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Budget support: Conditional Results

5.1 Introduction

This chapter analyses whether donors have been able to use GBS to influence recipient
countries’ policies and governance. As discussed in chapter 2, influence is not only one of
budget support’s two inputs, but attempts to influence policy and governance have become
one of budget support’s second objectives, in addition to poverty reduction.

The degree to which donors try to influence recipient countries’ policies and governance
may depend on the application of selection criteria. The more donor and recipient
preferences converge, the less need there is to influence the direction of policies of
recipient countries. That is why this chapter begins with an analysis of donors’ selection
criteria and the degree to which these have been met. In theory, setting entry conditions is
away of trying to exert influence. The rest of this chapter discusses the process of exerting
influence and the content of the agreements that emerge from the policy dialogue, and
the results of attempts to exert influence.

Although this chapter is primarily about the potentially positive influence of budget support
on changes to policy and governance, there is also literature that argues and examines that
aid in general has a negative impact on democratic institutions. This literature is discussed

in the next section.

5.2 Aid and good governance
5.2.1 The role of the state

Budget support is aid to governments. Some argue that this modality is primarily used to
keep inefficient governments up and running, the idea being that governments are already
big enough as it is. But generally the role a government plays in the economy increases
with the level of development. An increasing complexity of an economy requires a stronger
role of government. In this case, the government will also plays a greater role in creating
social services, including a social income safety net in the form of social security. Seen in
this light, one can easily justify aid leading to a somewhat bigger government: low-income
countries are given the opportunity to develop their social and physical infrastructures
somewhat, which can be used to encourage development.

In the (four) analysed African country case studies, total government expenditure

is lower than the average in sub-Saharan Africa and also lower than the averages in all other
regions in the world, with the exception of industrialised Asia (table 5.1). The substantial
increase in government expenditure in Tanzania, a country that received a relatively large
amount of budget support, is especially striking. Government expenditure in Zambia
decreased slightly, which was the result of lower foreign and especially domestic interest
charges (Whitworth 2010).
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Government expenditure in Nicaragua is slightly above the average in sub-Saharan Africa,
but equal to the rest of its region. Government expenditure in the Netherlands is 50% of
GDP (IMF, World Economic Outlook 2012).

Table 5.1: Government expenditure as % of GDP in 2000 and 2010, case study countries and

averages per region

Ghana 20 24
Mali 22 23
Nicaragua* 34 34
Tanzania 15 28
Zambia 24 23
Sub-Saharan African 26 30
Latin America and the Caribbean 27 34
Middle East and North Africa** 31 34
Industrialised Asia 20 21
Central and Eastern Europe** 43 40
European Union 45 50

*2001; ** 2002

Source: IMF, World Economic Outlook 2012.

5.2.2 Aid and good governance: literature review

Authors such as Moyo (2009) and Boekestijn (2009) emphasize that aid to governments
not only creates less incentive to collect taxes (discussed in the previous chapter), but also
results in less democracy. If governments are mainly accountable to donors, then they may
be less accountable to their own people and parliaments (see also Sogge 2002; Moss et al.
2006). This frustrates attempts to build a democratic state. Goldsmith (2001) examined
this effect in African countries during the period 1975-1997. He concluded that aid had a
positive impact on democratic developments, as measured on Freedom House’s freedom
index. Djankov et al. (2005) used the Polity IV index for 108 countries and inferred that aid
had a negative effect on democracy during the period 1960-1999. More recently, Kalyvitis
and Vlachaki (2012) also concluded that aid has a negative impact on democracy. They
studied the period 1967—2002. The effect is greater if there was already little democracy in
the country.
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It can be said, however, that aid played a role in the Cold War in many of the researched
periods, and it was mainly granted for strategic reasons. It often concerned authoritarian
leaders who became even less democratic over time. Dunning (2004) examined the impact
of the Cold War by reusing Goldsmith’s (2001) data but this time comparing two periods:
1975-1987 and 1988-1997. The author concluded that there was no significant effect of aid
on democratic development before 1987, but this relation was significant for the second
period. Dunning argues that the Soviet Union’s influence in Africa was already on the wane
in 1987, and that had changed western donors’ attitudes too. After 1987, donors began
placing more emphasis on political conditionality and that became more credible as well.

Dutta et al. (2011) observed that there is no consensus on the impact of aid on democracy,
and they suggested a different hypothesis: aid promotes democracy in countries that are
already democratic, but the opposite is true in countries that already display dictatorial
traits. The researchers analysed the period 19602009 in 124 countries using the Polity

IV index, and the results confirm their hypothesis. The authors concluded that aid can
reinforce certain paths (amplification effect), but cannot put a country on another path.

Several studies have examined the relationship between aid and other governance aspects.
No consistent outcomes emerged for the relationship between aid and corruption. Some
concluded that aid increases corruption (Alesina and Weder 2002), while others argued
that corruption decreases thanks to aid (Tavares 2003). The findings by Knack (2001)

and Brautigam and Knack (2004) suggest that aid has adversely affected the quality of
governance. They looked at the change in the International Country Risk Guide (ICRG),
respectively for the periods 1982-1995 and 1982-1997 and only for 32 African countries.
Rajan and Subramanian (2007) concluded in a more indirect way that aid results in poorer
governance by showing that aid has a negative impact on growth in industrial sectors that
depend on the quality of governance. They found this to be true for the period 1981-1990.

Busse and Gréning (2009) examined the impact of aid on change in the ICRG for 106

countries and for the period 1984—2004. They found a small but significant negative impact.

They instrumented for aid with the GMM (General Method of Moments) method. While
the period they focused on might be more recent, the authors themselves indicated that
much aid during this period consisted of debt relief that did not increase the actual flow of
funds and which was given in previous loans to countries with poor governance. Ear (2007)
examined the effect of aid on the different Kaufmann indicators for the period 1996-2004.
This is the period following the Cold War. This author does not find any significant effect;
the coefficient for ‘voice and accountability’ is the most positive.

Allin all, the outcomes of these empirical studies are not unequivocal about the effect
of aid on democracy or institutions. There are as yet no quantitative empirical studies
on, specifically, the impact of budget support on good governance. There are a number
of reasons why budget support might have a greater positive impact on political good
governance and also on the control of corruption. There is much emphasis with budget
support on implementing more transparent budgeting and reporting of expenditures,
which can also be used by parliament and civil society. Recipient governments also
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implement all projects financed by budget support themselves. As a result, the link between
the implementer and the ultimate client/user of the services is restored. These factors

could lead recipient governments to improve accountability to their own people more

than with project aid. Moreover, the policy dialogue and selection criteria could have an
impact as well. The rest of this chapter examines these different kinds of possible effects of
budget support.

5.3 The role of selection criteria

In the 1980s and 1990s, programme aid consisted mainly of balance of payments support,
import support and debt relief. It was given in the context of structural adjustment loans
by the IMF and the World Bank. For bilateral donors, the most important entry condition
for this kind of aid was remaining ‘on track’ with the IMF programme or a joint IMF-World
Bank structural adjustment programme (White and Dijkstra 2003: 19). After the fall of the
Berlin Wall and the end of the Cold War, bilateral donors focused more on the political
situation in recipient countries.* The violation of democratic or human rights was
sufficient reason to decrease or end aid. In such cases, programme aid was more likely to
be cut than project aid.

Not only did budget support have a different objective than balance of payments support,

namely to contribute to more effective poverty reduction measures, but it was meant to

encourage ownership in recipient countries as well. This led, among other things, to more

and different entry conditions. The four groups of criteria most often applied require these

countries to have:

« an approved poverty reduction strategy (PRSP);

« astable macro-economy, often still operationalized as having an IMF programme;

+ aminimum level of transparency and quality of public financial management (PEM); and

+ good governance, with characteristics such as rule of law, respect for democracy and
human rights and absence of corruption.

Donors consider these criteria necessary in order to achieve results with budget support.
At the time, these entry criteria are important for domestic accountability to parliament
and the people (Molenaers et al. 2010). It turned out to be increasingly difficult over time
to defend budget support in countries where governance was below par. Democratic
governance and human rights in particular gained importance: four of the five donors
interviewed by Molenaers, Cepinskas and Jacobs in 2010 identified this as one of the
conditions for budget support.

53 Western countries no longer supported dictators just to keep in them within the western sphere
of influence.
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The question is whether these four kinds of entry conditions are really so important for
achieving results with budget support. Poverty reduction strategies are often set up to
meet donor demands and reveal little about a government’s real priorities. Moreover,

it is generally impossible to develop long-term strategies that contain real choices and
which are broadly supported and sufficiently concrete that they influence annual budgets
(Dijkstra 2005, Woll 2008). Although a certain budgetary discipline is welcome, certain
parts of IMF programmes can be questioned as well.>* Focusing on a government’s financial
management can be positive, but donors often tend to propose overly complex reforms
(Dorotinsky and Floyd, quoted in De Renzio, 2006). Good governance is not a prerequisite
for socio-economic development (see chapter 2), but elements of it can be objectives

in themselves. The only relevant criterion for providing budget support, according to
Morrissey (2006), is that donor and recipient government agree on priorities regarding
government expenditure (Morrissey 2006).

In practice, donors were lenient with these criteria at the start of budget support, as a

study of three Latin American countries shows (Dijkstra 2005). It was usually enough for
governments to voice their intention to improve governance or PFM, and even that did not
always happen. A PRSP did not always have to be officially approved, as turned out to be the
case in Bolivia in 2004. On the other hand, having a PRSP was not always sufficient on its
own either. Honduras, for example, did not receive budget support. The presence of a group
of bilateral donors advocating the new aid architecture as stipulated in the Paris Declaration
also turned out to be important, and that was not the case in Honduras.*

Clist et al. (2011) have empirically examined the factors associated with budget support
provided by the EU and the World Bank. The assumption was that the share of budget
support in total aid depended on the degree of agreement on preferences between

donors and recipients (measured as having a PRSP and the percentage of government
expenditure on education), and the government’s effectiveness. For donors, the existence
of a PRSP proved to be an important criterion for granting budget support. Only the EU
considered the percentage of expenditure going towards education an important factor for
determining the amount of budget support. Government effectiveness as measured by the
Kaufmann indicator did not turn out to be significant.

The requirements were not always met in our six countries at the start of budget support
either (table 5.2).

54 See extensive publications that criticise the IMF’s conditions (Chang 2007, Stiglitz 2002, Rodrik 2006,
Wade 1998).
55 The country did receive budget support from the development banks (World Bank and IADB).
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Table 5.2: Degree to which the six countries met the entry conditions

I [ [ o ] e e

PFM, esp. Not very No, but No, but No, but Yes, further  No, but
transparency good, did improvement improve- improve- improve- some
implement was expected ment was ment was ment progress
some expected expected underway
improve-
ments
PRSP or Yes, but Has PRSP, but Yes Yes Has PRSP, Yes
commitment to doubts doubts about but doubts
poverty about PRSP willingness to about
reduction quality reform commit-
ment
Good Fairly well Yes, Confidence Confidence  No, but No
governance democratic, but in in control of ~executive
doubts about government  corruption authority
corruption has
approach and intention
women still
had few rights
Institutional reasonable moderate reasonable moderate reasonable  good
capacity @)
IMF or stable Yes Yes Yes Yes Yes Yes

macro-economy

Source: Our own assessment based on the country case studies and the sources used for the country case studies.

All countries had an agreement with the IMF and an approved PRSP at the start of budget
support. But donors were not always enthusiastic about the quality of the strategy or the
degree of ownership. The Nicaraguan government did develop a strategy, but a section

on social sectors was only incorporated after incessant insistence by donors, and poverty
reduction was not a priority. Donors also had doubts about the Malian government’s
willingness to reform, which contributed to the fact that the Netherlands, for example,
disbursed budget support through the World Bank for some years. Governments’ financial
management was sub-par everywhere, but most countries expressed the intention to
improve it. Ghana met the criterion for good governance the best, but not all elements were
satisfied there either. Donors were confident that the governments of Nicaragua, Tanzania
and Zambia were moving towards democracy and intended to fight corruption at the start of
budget support. There were no visible plans whatsoever to improve governance in Vietnam.
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The World Bank’s Country Policy and Institutional Assessment (CPIA) often played an
important part in evaluating good po