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Executive Summary

The Problem

This study was commissioned by DFID to make recommendations on approaches to addressing the problem of aid predictability, with particular focus on the medium-long term
. Terms of reference are at Annex 1. 

Achieving the MDG targets in low-income countries requires substantial increases in public spending. Even with determined efforts to raise domestic revenues, a large share of that extra finance will need to come from aid, and the aid will in many cases need to be sustained for 20 years or more. Aid is historically an unreliable source of finance, with aid donors making only short or medium term commitments, while disbursements frequently do not match commitments in timing or amount. Governments are reluctant to rely on aid to finance increased spending programmes involving obligations that will be difficult to exit from quickly or cheaply. It is essential to find some mechanism to make aid a reliable form of long-term finance, both in fact, and equally importantly in the perceptions of Governments who are asked to rely on it. It is necessary to balance these risks to partner countries against the risk to donor agencies that longer term commitments make it harder to cut aid when it is being poorly used, and may prove inconvenient to donors due to changes in their own circumstances.

The risk of future aid cuts is not a sufficient reason for denying the benefits of higher public spending to the current generation of users of public services. However, the time horizon of future resources has profound implications for the public expenditure choices that countries make. If revenues are reasonably secure into the long-term future, Governments can build new facilities, take on new staff, and accept the obligation to take on the cost of school fees and drug costs for the poor. If the money is available only for the next two years, the tendency will be to avoid making longer term commitments, opting instead to make marginal improvements to existing services rather than aiming for bold expansion in coverage. The reason is obvious: - when the money runs out, the cost of running the new facilities and paying the extra staff will stretch the available budget, affecting the quality of existing as well as new services. Of course, public expenditure plans are always subject to the risk that they may have to be adjusted if resources are below expectation. The costs of making that adjustment depend directly on the speed and predictability with which the availability of budget resources changes. Gradual decline can be managed at far less cost than an abrupt cessation of finance. The particular problem with aid is that it is an entirely voluntary transaction on the donor side, and therefore has no floor level. 

The objective of the present study is therefore to find ways to make future aid commitments longer term, their disbursements more reliable, and (if changes become necessary) the rate of decline slow enough to give time for the Government to adjust. 

Causes of the Problem

Donor commitments are short term because of a combination of legislative constraints and short horizons on the donors’ own budgets, and a political desire to avoid committing the whole budget in order to retain room for new initiatives. They are unreliable partly because of donor conditionality to protect against poor use of funds, and partly because of administrative problems causing disbursements to lag behind commitments, sometimes linked to lack of Government (and sometimes donor!) capacity to manage complex procedures that differ between (and sometimes within) donors. The value of donor disbursements may also be less than their nominal spending due to restrictions on procurement and use of funds that may raise costs and divert funds to uses Government would not have chosen. 

Governments can help to challenge donor reluctance to provide longer term commitments by setting out longer-term plans with explicit rationales linking the costs to interventions capable of achieving the stated goals, by building a track record of implementing the expenditure plans that have been agreed, and consulting with donors and explaining the rationale for decisions likely to cause concern. Conversely, Governments may reinforce donor reluctance to provide longer-term and more reliable aid if they behave in ways that donors regard as ethically unacceptable. 

What Can Be Done? Issues and Options

Before developing detailed recommendations, the report reviews issues and options for addressing the problem (Table 1). 

Table 1: Overview of Problems and Possible Approaches

	Problem
	Approaches to Addressing the Problem

	Donor commitments are short-term, but spending obligations are long-term
	Longer donor commitment horizon if conditions are met

Collective donor commitment to adjust for shortfalls by individual donors



	Donor commitments are conditional, & hard for Government to manage:
	Partnership approach, joint review & focus on implementation, but minimal conditions where ownership is strong. 

Fewer, strategic, negotiated conditions, within power & capacity of Govt to deliver. Be as specific as possible, even with ‘political’ expectations. 

Consultation before sanctions. Proportionate response. 

Maintain key spending programmes for the poor if programme-specific conditions are met, even if other aspects (e.g. the macro economy) are temporarily off-track.

Apply conditions to future commitments not current budget, with time for Govt to adjust spending obligations if agreement cannot be reached. 

	Pledges & commitments not predictably linked to actual disbursements:
	Transparent reporting system for significant commitments, multiple reporting channels to ensure communication within Govt, discounting of donor figures based on past performance. 

Capacity building for aid monitoring. Continuous review of disbursement outlook.

Donor accountability through transparency on performance, peer review and civil society pressure at global and country level. 

Collective donor arrangements to ensure targets are met for donors as a whole. Larger reserves to shield impact of shortfalls. Contingency planning for shortfalls: - prioritise, less binding employment contracts, etc.

 Active use of foreign exchange reserves to manage fluctuations. Reduce procedural requirements and harmonise on Govt budget systems, reformed as necessary.

Debt relief as predictable funding source.

	Disbursements may be worth less than their nominal value:
	End tying. Fill gaps in Govt PRS as first call on donor funds. Collective Govt and donor group decision-making on spending priorities, agreed programmes encompass financial and TA support. Full disclosure of funding commitments and disbursements, transparency on funding intended to support public expenditure plans. Harmonise on Govt systems, strengthened as needed.


Legislative constraints and the inability to commit successor Governments inhibit donors from making longer-term commitments, although there is a history of making such commitments in relation to project investments. Some donors are able to manage longer-term commitments by setting them as a first charge on the future budget, on the assumption that a budget for aid will continue at some level. This becomes a riskier strategy as the share of the aid budget requiring such assurances grows. Commitments are never unconditional or irrevocable, and require a high degree of trust by both partners. For individual donors, there is no obvious way to move beyond medium term but conditional commitments plus less binding commitments to ‘best efforts’ to maintain aid levels in the longer term, if performance justifies it. This is unlikely to be sufficient. Debt relief does provide an assurance of guaranteed long-term funding, but cannot provide sufficient benefit to some of the countries of greatest concern.

Some form of collective donor assurance can provide a little more security to Government, though is difficult to make it fully effective with present institutions. Donors collectively providing general budget support and donors supporting sector wide approaches have sometimes tried to ensure that shortfalls by one donor are made up by others. These attempts have been only partially effective. Donors do not in general have idle funds available that can be quickly committed, and the recognition and decision lags have resulted in partial and delayed responses. To be effective in both reassuring Governments, and providing funds when needed, a collective donor assurance would need to be backed up by dedicated funding available with minimum delays, and with minimal and transparent conditionality. 

Approaches to conditionality are evolving. Donor assessments of performance are being coordinated with the budget cycle and conditions applied with a lag, to avoid disrupting the current year’s budget. There are increasing attempts to avoid stop-go conditions, with limits on the share of funds that are vulnerable to failures in any one area of policy. There are attempts to focus more on dialogue and performance assessment rather than promises of future measures to be taken. Although new instruments such as the PRSC make timing of disbursement no longer dependent on completing a long list of actions, Governments still need to agree a forward looking policy matrix and convince donors they have made enough progress in implementation to merit further support. Current approaches leave Governments vulnerable not only to donor assessments of their performance against existing conditions, but also to difficulty in negotiating future conditions. There are also risks that actions not forming part of the explicit conditions may provoke an aid cut-off.  The approaches discussed in the recent DFID consultation draft
 help to address some of the short-term concerns, but do not go far enough to allay reasonable concerns that the application of donor conditions may result in abrupt declines or suspensions of aid. The predictability objective requires some means to assure countries that performance-related reductions in aid levels will be gradual enough to give them time to react, whether by improving performance or by adjusting to lower aid receipts.

There is much that can and is being done to reduce the risk of in-year shortfalls in donor aid relative to commitments. However, although more transparency, better monitoring, and more harmonised procedures will help, they will not end the significant risk of shortfalls in funding undermining budget implementation. Increased foreign exchange reserves and the design of macro-economic programmes to adjust for over or under shooting of aid can help to minimise the consequences. Although a more active role for foreign exchange reserves is worth exploring, it is not without risks (not least the risk of raiding the reserves to fund election surges in spending), and donors may be reluctant to aid countries with substantial reserve holdings. Prioritising the budget can help in managing unexpected shortfalls, but is a second best approach to mitigating consequences rather than reducing problems. We therefore develop a proposal that will limit the scale of in-year aid shortfalls that need to be adjusted for.

Recommendations

The main recommendation of this report is the establishment of a facility to guarantee countries that aid to finance their public expenditure programmes will not fall below certain pre-defined limits, and will not fall faster than a pre-defined rate of decline. This recommendation provides the required assurances that aid will be broadly in line with commitments, and will not be abruptly withdrawn. 

The aid guarantee facility is intended to be the last resort, providing an insurance policy if donors fall short of their promises. The detailed development of the proposal in chapter 4 makes clear that the costs of the facility, and the degree of security it is able to offer, depend on the extent to which the donor community succeeds in taking other complementary measures to improve the medium to long term predictability of aid flows.

General Recommendations

1. Continue to provide a supportive context for efforts to make aid more predictable at country level through efforts to increase global aid flows and make them more predictable and long term: explicit timetables for reaching the 0.7% of GDP target, IFF underpinning of development budgets, increased commitments to multilateral institutions such as IDA with more stable budgets, further debt relief.

2. Increase donor transparency: All donor agencies should declare to DAC their future commitment and disbursement assumptions, for as far ahead as they can. The annual DAC report should publish outturn compared to previous declared intentions, by agency, and include comment on the causes of discrepancies.

3. All donor agencies should organise their support to individual countries around explicit country programmes, and should declare to partner Governments their intended future commitments and disbursements, in the detail and format required by Government, for as far ahead as possible, albeit with whatever comments on the risk of under-disbursement as may be required.

4. Improve Government-development partner cooperation in monitoring future commitments and disbursements, and improving forecasting over time.

5. Allocate aid between countries based on criteria of need and performance. Deterioration in country performance should trigger only a slow downward adjustment in total aid commitments and disbursements to the country. The rate of decline should be moderate, pre-announced, based on explicit criteria, and accompanied by dialogue on how a higher aid path might be re-established.

6. To support improved and more predictable aid allocation, IDA should act as ‘Swing Donor,’ offsetting biases in other agencies aid when allocating its own resources. 

7. Slow adjustment of spending to performance should also be applied to the individual operations comprising country programmes. For all aid instruments, commitments should be as long-term as feasible, conditions should be few, explicit, and crucial to success, and the response to under-achievement should be gradual with aid cuts the last resort. 

8. Political and governance conditionality should be made as predictable and objective as possible: - transparency on the nature if not the specifics of the concerns, confining sanctions where possible to future commitments, regular dialogue to ensure decisions are well informed of probable consequences.

9. The donor community should take offsetting action when policy or political/governance conditionality taken by some donors is regarded as unnecessary or excessive by others. 

10. International funds established specifically to improve predictability should have a transparent and independent review process with representation from low-income countries to determine the appropriate response to conditionality-related aid cuts, especially those related to fundamental political, governance or human rights issues. 

11. Longer term Commitments have been common in relation to projects, but need to be extended to support for critical sector and crosscutting expenditure programmes. They should be dependent on credible plans to achieve the outcome goals, with specific commitment of domestic financial resources, and adherence to agreed procedures for joint review and decision taking on the programme.

12. Longer term commitments (5+ years) to specific expenditure programmes should be supported by even longer-term (10+ years) assurances of continued funding if performance is reasonable. 

13. Wider adoption of best practice approaches to managing donor flows, particularly those to the budget: medium term indications of future aid, commit early enough to inform budget preparation, explicit conditionality (but with not all funding vulnerable to poor performance), disbursements scheduled early in the year, active reporting and monitoring of actual flows, use of Government procedures to disburse and account wherever possible.

14. Donors and Government should act collectively to ensure that promised funds are delivered. Before accessing any proposed global facilities for aid smoothing, local monitoring should trigger the identification of probable shortfalls, and of local action to mobilise the donor community to fill funding gaps in critical programmes.

15. A facility (section 4.2) should be established to guarantee minimum overall funding levels for aid-dependent low-income countries.

16. Sector coordination arrangements such as EFA and the health HLF should consider complementary guarantee schemes for more specific areas of public spending- conditional on Government providing an agreed and reasonable contribution from domestic resources, based on a share of Government spending or GDP that is consistent with good international practice in similar countries.

17. Support Government efforts to mitigate and manage the consequences of fluctuations in donor flows: - review foreign exchange reserve policies within IMF programmes, encourage prioritisation of public expenditure programmes to avoid disruptive across the board cuts, continued use of IMF automatic stabilisers in PRGF programmes to smooth the short-run expenditure implications of over or under-shooting of aid flows.

Recommendation to Create an Aid Guarantee Facility

What types of aid should be stabilised?

The fund should guarantee minimum levels of programme aid (general and sectoral budget support, plus some types of commodity support and basket funding). Project aid is excluded because it covers a wide range of disbursement methods, is difficult to monitor, and because spending often reflects physical implementation and therefore aid shortfalls need not imply a funding gap that needs to be filled. 

Governments will be invited to apply for membership with the right to draw on the facility to stabilise aid flows. After consulting with their donor partners, they will appoint a lead donor for transactions with the facility (we recommend this should normally be the World Bank). As part of the application to join, the Government, with support from the lead donor, will define the aid types to be protected, and provide information on how data on actual disbursements will be reported and verified, together with actual data for the previous year to demonstrate the feasibility of measurement. 

Defining Country Access

Access to the Fund will be limited to highly aid dependent low-income countries, defined by a maximum per capita income cut-off to focus support on countries of greatest need, and a minimum share of expected net ODA as a proportion of public expenditure, as a measure of vulnerability to aid fluctuation. The chosen cut-off point will depend on the budget available, and on detailed modelling of the cost of achieving the desired security of funding. 

Defining Minimum Guaranteed Aid

The objective of the fund would be to guarantee that aid in year t is at least equal to a given percentage of aid in a previous period, probably an average of the two or three previous years. Comparisons should be made in the currency of the country receiving the assistance, and should be calculated at constant prices.

The guarantee could be set at more than 100% of aid in the reference period in order to ensure a growing aid programme if that is implied by donor aid indications. In a country where aid is not expected to increase, a guarantee set at (say) 90% of aid in the reference period would ensure that aid does not reduce at a rate faster than the country can adapt to. In either case, the percentages need not guarantee 100% of the expected aid level, but would aim to limit the risks to Government of donors falling short of their commitments.

Monitoring Aid Commitments and Disbursements

In each country, Government and donor partners will agree what aid flows should be covered, how they will be reported and monitored, and some process of verification, to ensure that Government agrees that it has received what donors say they have provided. This is easiest where the monitoring is limited to donor flows that are disbursed via Government budget procedures. 

In order to avoid problems caused by shifting definitions, applications to the facility should include brief explanation of any major discontinuities in the statistics as part of the application for support. It should be the responsibility of the lead donor to verify that this has been done. 

Conditions for Access

We recommend two levels for the aid guarantee: - a ‘satisfactory implementation’ guarantee and a ‘poor performance minimum’ that is set at a lower percentage of the intended programme. The ‘poor performance’ sanctions should be modest for first use, but could be cumulatively more severe, e.g. set at 95% of the ‘satisfactory’ level in year 1, 85% if poor performance continues in year 2, and so on for as long as the performance is not corrected.

To protect both Government and donors in circumstances where some donors advocate a complete cessation of support, we propose the following safeguards: -

i. Establish a minimal set of principles to be respected if aid is to be continued, focused on ethical behaviour rather than policy conditions. It must avoid every donor lobby adding issues that may be important but do not fundamentally challenge the conditions for providing aid. 

ii. Requests to the fund for support would be copied to those donors providing funds to the facility, and would go ahead if there were no objection within a specified timeframe.

iii. If all donor partners object, the proposal would be rejected.

iv. If two or more donor partners object, the proposal would go for final decision to an international panel with good representation from low-income countries. For reasons of speed and cost, the panel would use e discussion, conference calls or video conferencing to make quick decisions, and would have a sufficient number of alternates to avoid delaying decisions for lack of a quorum. 

Financial and Management Arrangements

The facility should be established within an existing international financial institution, possibly the World Bank.

The quickest and simplest way to get something up and running would be through developing a proposal and then seeking voluntary donations from interested donors.

The facility will be set up as a revolving fund, though it will require recurrent donor support for management costs and to cover delayed repayments in the event of continuous donor shortfalls. Eligible countries would be able to draw on the fund in order to bring their aid receipts up to a minimum guaranteed aid level. Repayments would be limited to ensure that aid net of repayments always exceeds the minimum guaranteed aid level, and that the repayment obligation never causes a year on year decline in net aid available to fund public expenditure. 

Size of facility

Detailed modelling is required to establish the required size of the facility, and review alternative options for country coverage and the level of guarantee. Roughly $600mn might be sufficient to establish a fund to stabilise aid to low-income aid-dependent countries at around 90% of 2003 levels.

To reduce the risks of funds lying idle or of donors facing unexpected and large calls for supplementary resources, it is suggested that the fund should: -

i. Focus to begin with on a small group of very poor and aid dependent countries, and with cautious assumptions as to the minimum aid guarantee, in order to ensure that the call on resources is within prudent estimates of probable costs. The ambition of the fund can be expanded as experience improves knowledge of the financial risks, and as (hopefully) success attracts additional donor contributions.

ii. Be able to borrow in order to spread the cost to donors, and manage the annual cash flow. 

iii. Ensure action is taken to address the causes of aid shortfalls. The Government and contact donor for each country drawing on the fund should submit a joint letter within the following nine months setting out the causes of the shortfall, and what action has been taken to mobilise additional funds and improve disbursement outturn. If a country draws particularly heavily (aid less than 70% of guaranteed levels, or more than 15% of fund resources?) or persistently (either two or three years in a row), there should be a joint review of the situation with Government and donors to the country, reviewing whether the guaranteed minimum aid levels remain appropriate and how they can continue to be funded. The aim should be to seek a solution that preserves the guarantee without undermining the solvency of the facility.

iv. To mobilise aid for problem countries, increase pressure on donors, and enable civil society organisations to monitor action and lobby for more to be done, the facility web site will publish data on countries making use of the fund, and copies of the letters, drawing attention to the scale of the aid shortfalls. 

If the fund mainly acts to smooth aid receipts around a generally rising trend, it should over time be able to fund a large percentage of lending from repayments. The problem would be if the facility were to commit itself to guaranteeing rising commitment levels that then fail to materialise. This suggests the need for a cautious initial approach to the level of guarantee that is offered.

Suggested procedure for Accessing Funds

It is recommended that: -

i. The facility issues operational guidelines, setting out the criteria for eligibility, and the definition of minimum guaranteed aid receipts for individual countries. This would initially be limited to guaranteeing a percentage of past aid levels. 

ii. The country, with the endorsement of its local donor consultative group, is invited to propose the categories of aid that it wishes to protect, and the expected future growth of that aid based on donor indications of funding. The facility managers will assess the risk of underwriting the assumed future profile of spending, and inform the country of the aid levels that it will guarantee.

iii. In the third quarter of the year, the Government, together with the lead donor, would assess the expected disbursements of relevant categories of aid compared to the guaranteed minimum and, if there is a shortfall, apply to the facility for a drawing on the fund. The proposal would indicate whether the application is for the maximum amount, or should be adjusted down to the ‘poor performance’ level. To avoid the need for a cumbersome and time-consuming process for verifying and agreeing the numbers and the performance level, the other donors providing finance will be copied in but only consulted on a ‘no objection’ basis. 

iv. If there were no objection from donor partners, funds would be released on a non-discretionary basis by the facility managers, within (say) one month of receiving the application, enabling disbursement to occur within the financial year to which the application refers. The facility managers would only conduct basic checks to ascertain that the guaranteed funding level was as previously agreed, and that the donor partner had endorsed the estimates of likely disbursement.

v. There will be discrepancies between actual aid disbursements and those expected at the time of application. Excess drawing from the fund will be repaid in the following year, subject to not causing a dip in aid available to finance public expenditure. If the initial drawing proves too low, supplementary requests should be made once it becomes clear that aid has been over-estimated. 
vi. Although drawings are based on estimated data, repayments to the fund (which are less time-critical) should be based on actual data, to avoid the risk of repayments causing a dip in net aid available.
vii. Delays in application should be discouraged, but some countries will probably apply for funding late in the year. IMF cooperation will be needed to avoid unnecessary spending cuts by taking account of access to the facility in the design of macroeconomic programmes, accommodating any short-term rise in Government net domestic borrowing that may be required pending arrival of the funds. 
Next Steps

If the proposed facility is felt to have merit, the proposal should be circulated among the donor community for further review and discussion. Subject to reactions received, a working group might be convened to develop it further, commissioning a more detailed design study to flesh out the organisational arrangements and operating procedures, and to estimate the financing required on various approaches to defining eligibility for funds. Outline TORs for a design study are at Annex 2.

1. The problem of Aid predictability

This study was commissioned by DFID to make recommendations on approaches to addressing the problem of aid predictability, with particular focus on the medium-long term. Terms of reference are at Annex 1. 

The core of the aid predictability problem is that Governments are dependent on vague indications of future aid in order to fulfil expenditure obligations from which it may be difficult and expensive for them to exit. It is a particular problem in countries where: -

i. Aid finances a significant share of public expenditure, requiring major adjustments to the budget when there are shortfalls in funding;

ii. Aid dependence is expected to continue well beyond the planning horizon of most aid programmes;

iii. The fiscal position and Government indebtedness leave limited scope for drawing on reserves or on domestic financing in order to keep spending stable despite fluctuations in aid receipts;

iv. There is limited scope for cutting or delaying public expenditure without incurring high economic (and/or political) costs.

The commitments made at the Monterrey conference on development finance imply that the number of countries where these four conditions apply will significantly increase, while the time horizon over which aid dependence will stabilise and begin to fall has been extended. In countries such as Ethiopia and Tanzania, the increased level of per capita public expenditure that could be financed from a doubling of aid receipts could only be sustained if donors were able to maintain the increased flows for at least 20 years
.  Faster progress towards the MDGs relies on their Governments having the confidence to plan public expenditure in the expectation of significantly higher aid flows being maintained in the long term.

The uncertainty currently surrounding future aid levels makes Governments reluctant to commit to ambitious public expenditure plans that depend on continued and timely donor aid disbursements for their execution.

The problem of greatest concern is that prudent Governments do not wish to be placed in the position of relying on short-medium term and unreliable aid promises for funding longer term, recurring spending obligations.  The increases in public expenditure required to reach the MDGs would imply many countries, especially in Africa, becoming dependent on aid in order to finance not only investment costs, but also a large share of the recurrent budget. Governments are being encouraged to become dependent on donors for meeting the salary bill for increasing the numbers and remuneration of health and education personnel, for increasing and maintaining free access to primary education and health services, and for maintaining and operating greatly expanded economic and social infrastructure. 

The risk that there may be no food next year is not a reason for not eating today, and the risk of future aid cuts is not a sufficient reason for denying the benefits of higher public spending to the current generation of users of public services. However, the time horizon of future resources has profound implications for the public expenditure choices we make. If revenues are secure into the long-term future, Governments can build new facilities, take on new staff, and accept the obligation to take on the cost of school fees and drug costs for the poor. If the money is available only for the next two years, the tendency will be to avoid making longer term commitments, opting instead to make marginal improvements to existing services rather than aiming for bold expansion in coverage. The reason is obvious: - when the money runs out, the cost of running the new facilities and paying the extra staff will stretch the available budget so far that the quality of existing as well as new services will decline. Of course, public expenditure plans are always subject to the risk that they may have to be adjusted if resources are below expectation. The costs of making that adjustment depend directly on the speed and predictability with which the availability of budget resources changes. Gradual decline can be managed at far less cost than an abrupt cessation of finance. The particular problem with aid is that it is an entirely voluntary transaction, and therefore has no floor level. 

The objective of the present study is therefore to find ways to make future aid commitments longer term, their disbursements more reliable, and (if changes become necessary) the rate of decline slow enough to give time for the Government to adjust. 

2. Causes of the Problem

Aid donors at present are: -

1. Unable to make irrevocable long-term commitments. Most donors require annual legislative approval for their budgets, and in some cases (notably the US) the approved budgets are highly specific as to what can be financed.

2. Unwilling to make unconditional commitments. In addition to specific policy and performance conditions, failure to meet minimum political, humanitarian and governance standards may trigger aid suspension, even in the absence of explicit conditions.

3. Reluctant in any case to tie up their programmes in long-term commitments that may prove inconvenient in a few years time when priorities may change.

4. Sometimes unable to deliver what was promised due to procedural problems in the approval and disbursement of the funds.

5. Lacking transparency regarding what has been committed, and the true worth of those commitments when aid may be tied to specific suppliers, or to specific purposes that may only imperfectly reflect the priorities of the Government.

Governments may reinforce the problem by: -

1. Not setting out future spending programmes with clearly articulated goals linked to specific programmes capable of achieving them;

2. Not always implementing what was agreed with donors, inevitable in a country where the main accountability must be to domestic institutions, but compounded in some cases by a lack of open dialogue on the causes of the problems and lack of consultation on how to resolve them;

3. Sometimes failing to meet minimum standards of accountability, governance, and respect for human rights, causing embarrassment to donors wishing to continue their support but faced with adverse news headlines.

3. What can be done? Issues and Options

Table 1 summarises the predictability problem and possible approaches to addressing it. In order to give Governments the confidence to plan more ambitious spending programmes based on increased aid financing, Governments need aid that: -

i. Is committed over a longer period of time.

ii. Is either unconditional, or applies conditions in a way that minimises disruption to spending programmes.

iii. Has a more reliable relationship between the funds that are committed and those that are actually disbursed to help finance Government spending plans.

iv. Can be managed in such a way that remaining fluctuations in aid flows do not disrupt spending programmes.

The following sections look in turn at what might be done to address each of these four problem areas. Chapter 4 then develops detailed recommendations.

Longer Term Commitments

We look first at what can be done to make longer- term commitments at country level (Table 2).  

Table 2: Options for Longer term Aid Commitments

	Reform Option
	Benefits
	Constraints/Disadvantages

	1. Individual donors guarantee the aggregate level of long-term funding to each aid-dependent country, provided that conditions are met, with an implicit assurance that reduction in the very long term will be at a pace that the country can adapt to.
	If the commitments are believed, countries can plan and budget to meet long-term goals with confidence provided that conditions remain appropriate and achievable.
	Requires high level of trust by Govt in donors individually and collectively. Aggregate stability requires all donors to agree and to perform. Legislative constraints for most donors prevent firm commitment; assurance of ‘best efforts’ might be all that is feasible.

Achieving the MDGs would require a high share of much bigger aid programmes to be tied up in long-term commitments, limiting flexibility to respond to shifting priorities or the need for budget cuts.

Policies will not remain fixed in the long term, so long-term commitment requires a high level of mutual trust in current (& future!) Govt and donor willingness to negotiate and agree before introducing major policy changes.

	2. Collective donor commitment to provide an agreed level of financing each year, with shortfalls by one donor compensated by higher spending by others.
	2. Greater confidence, reduced risk in implementing challenging spending plans. 
	There may be political sensitivity in compensating for donor shortfalls if they are deliberately imposed for policy reasons.

There are opportunity costs in holding aid in reserve in order to make up for unanticipated shortfalls. Making the assurance credible may require the establishment of a dedicated fund.

More difficult macroeconomic and fiscal management as a result of delays in identifying shortfalls, and then mobilising resources to compensate for them, but not impossible if IMF are supportive. 

What aid types, how monitor and verify?

	3. Donors guarantee the aggregate level of long-term funding to specific spending programmes in the country: -could be the whole PRS, or one or more specific MDG related spending programmes, or specific sector or sub-sector programmes. The commitment by donors could be underpinned by sector-based facilities to guarantee minimum funding levels (complementing our recommendation for an overall aid guarantee fund.)


	Long-term financing commitment is limited to those spending obligations where it is most needed (e.g. longer term obligations to AIDS patients, public sector staff, etc), but can if required be combined with shorter-term and more conditional commitments to e.g. macro reforms, leaving more flexibility than option 1.

Long-term commitments to PRS or MDG related programmes might be more feasible and politically attractive. There are project precedents for donors making long-term commitments to health, education etc, where worthwhile benefits are achievable even if other aspects of Govt policy are uncongenial.
	Aid is fungible, may be supporting higher defence spending (though can limit this risk by agreement on the minimum share of Govt spending to be allocated to the selected programs).

Dilemma over entry conditions: should donors require prior articulation of long-term plans and budgets with clear, monitorable goals? Should commitment be dependent on necessary supporting reforms to macro and crosscutting public expenditure management reforms?

Imperfect starting point and need for adjustments in the light of performance requires high level of mutual trust & joint decision-making in the supported programmes – but limits the need for donors to intrude on other aspects of policy. 



	Deeper debt relief.
	If applied to debts that Govt was servicing, and on irreversible one-time basis, it provides an assured long-term flow of additional resources.
	Provides most help to countries with the largest debts, not necessarily those with greatest needs or sound policies. No redress if misused.

Negative impact on future access to credit may exceed cash-flow benefit for some countries.

Reliance on only grant financing will limit future capital flows.

Possible negative impact on ownership.


Option 1: Longer-term commitments by donor agencies

The first and deceptively simple option would be for each donor to guarantee the aggregate level of long-term funding that it will make available to each aid-dependent country, provided that the country continues to meet the agreed policy conditions. With the MDG targets mostly set for 2015, a 10 year commitment is required, though sustaining the MDGs thereafter suggests that there should also be an agreement that any subsequent reduction in the level of support would be subject to analysis of need, planned several years in advance, and introduced at a pace that the country can adapt to. If the policy conditions are acceptable, and the donor promises are believed, the Government would be able to plan and budget to meet its long-term goals with confidence that the expenditure programme will not be interrupted or rendered unsustainable by lack of external support. 

Most donors face legislative constraints on their ability to make long-term binding commitments. Most of them have medium-term (3-5 year) programmes for planning purposes, but the indicative amounts are subject to annual budget approval, and are not guaranteed. The best that most donors could presently offer regarding the total programme to a specific country would be a managerial assurance of their ‘best efforts’ to disburse at the level indicated in the medium-term programme, perhaps accompanied by some advice on the level and nature of the risks that the budget might be reduced. Looking beyond the medium-term, some donors have tried to give indications of longer-term intentions to maintain support levels: DFID for example has done this in the case of Rwanda. On the assumption that an aid programme of some sort will continue, the risk of the long-term commitment can in principle be managed by making it the first charge on whatever aid programme is approved. However, there are two problems with applying this approach more widely. Firstly, allocations between countries are normally decided at the political level, and it is difficult for a Government to commit its successor to a given level of support to a specific country. Secondly, and more fundamentally, firmer long-term commitments will be needed not just by one or two countries, but by the majority of low-income aid-dependent countries that are expected to be the prime recipients of increased donor flows. The risk that donors may be unable to fulfil their long-term promises increases as the share of their budget tied to such commitments increases. The IFF is one approach to enabling bilateral donors to meet their obligations to increasing aid budgets by drawing on international capital markets.

Even if donors can manage to meet long-term commitments, they may be uncomfortable with the reduced flexibility to respond to shifting priorities or to allocate the budget in the way they would wish. This is most obviously the case with bilateral donors, where the need for long-term commitments needs to contend with the political attraction of eye-catching new initiatives. However, it is also a factor in multilateral agencies, where staff incentive systems still tend to reward innovative new commitments rather than successful implementation of the existing portfolio. 

The issue of conditionality will be discussed in the next section. The point of principle that needs to be made here, however, is that it is not feasible to design ex ante conditions that will remain appropriate throughout a ten year programme of support. Policies will need modifying in the light of events and of emerging evidence of performance. A long-term commitment to the level of aid to a country implies that the donor expects to remain comfortable with the behaviour and policies of not only the existing Government, but also of successor regimes. It requires a high level of trust on both sides, and a high level of commitment to open dialogue on issues of concern, and to negotiate and reach agreement on any issues that are fundamental to the aid relationship. The type of relationship is likely to be quite intrusive, given donor anxieties with regard to political systems and alliances, corruption and Governance, human rights, defence spending, etc. Not all Governments will find it acceptable. 

There are therefore a number of major constraints inhibiting donors from providing longer-term commitments or even indications of their total level of support, and good reasons for Governments to be cautious in taking those indications at face value.

Option2: Collective Donor Commitments

Option 1 considers approaches to ensuring that individual donors make and keep longer-term commitments. Option 2 envisages a collective donor commitment to provide an agreed level of funding each year, with shortfalls by one or more donors compensated by higher spending by others. If it can be made to work, this would significantly reduce the risk of aid fluctuations and shortfalls. It would be most straightforward to apply in circumstances where technical or budget problems delayed commitment or disbursement by specific donors. It would be more controversial if used in order to frustrate policy-related cuts: donors reducing aid because of policy concerns would be unlikely to look favourably on another agency increasing its own funding to compensate
. Nevertheless, there are major problems of low and late disbursement of promised funds that are not policy related, and an effective scheme to offset such shortfalls could have significant positive effects and would help countries to achieve their public expenditure objectives. The main cost would be the need to hold aid in reserve in order to make up for unanticipated shortfalls. 

Our main proposal to address the dilemma of the miss-match between long-term Government spending obligations financed by short-term donor commitments is the creation of an aid guarantee facility, to place an effective floor under donor promises in the short term, and under the rate of decline in aid in the longer term. Proposals are set out in section 4.2. Our proposal envisages that donors would disburse in the same way as at present, and countries would draw on the fund if disbursements fall short
. 

Option 3: Longer-term Earmarked Funding

Option 3 proposes that it may be easier to achieve many of the benefits of longer- term commitments if those commitments are earmarked to specific spending programmes. Long-term commitments are mainly needed because it is particularly difficult, costly, or time-consuming for Government to exit from some types of spending programmes once they are embarked on. This is not equally true of all areas of public expenditure, but some of the most critical expenditure programmes for reaching the MDGs do imply taking on greatly increased long-term spending obligations.  For example, it can be difficult to go back on commitments to increase staff pay or numbers, or to take responsibility for the treatment of HIV-AIDS patients. Assured funding for these long-term spending obligations may be sufficient to enable a Government to take the risk of implementing a more ambitious spending programme, even if other aspects of the aid programme continue to be committed and managed on a shorter time horizon. The earmarking could be at various levels: - it could be to all poverty related expenditures identified within the country PRS, on the model of the Uganda Poverty Action Fund; it could be to multi-sectoral action aimed at achieving one or more specific MDG related spending programme, such as child mortality reduction or HIV/AIDS reversal; or it could be to support a Sector Wide Approach in a particular sector, or to support sub-sector goals such as achieving universal primary education completion; or it could be to help with a cross-cutting issue such as salary enhancement linked to civil service reform. In addition to the benefits to Government, it may be more feasible and politically attractive to donors to justify their contribution in terms of specific benefits to poor people, and there are project precedents for making longer-term commitments to achieve specific outputs in e.g. education or health. The specific earmarking enables donors to support investment in people’s welfare without having to monitor and endorse all aspects of Government policy or spending.

It may be helpful to complement the proposed Aid Guarantee facility with similar schemes organised on a sectoral basis, with the objective for example of giving substance to the fast track Initiative promise that EFA schemes will not be allowed to fail for lack of funding. Proposals for sector schemes are not developed in detail, but the overall model set out in section 4.2 could be applied with only minimal adaptation to relate the guarantees to the funding requirements of the sector rather than overall aid levels.

From a Government point of view, a key concern with earmarked commitments is that they may distort domestic spending priorities, as has already happened with the subject-specific global funds. In some cases, commitments to HIV/AIDS have reached 50% of existing health budgets, sucking staff and administrative resources away from other areas of spending that the Government may regard as of equal or greater priority
. Conversely, donors may be concerned about fungibility, the risk that assured donor commitments to finance specific areas of public spending may be offset by reduced commitment of Government funds, releasing Government revenues for spending on some other area (e.g. defence) of which the donors may not approve. Both of these concerns are best addressed through a process of dialogue and agreement on the poverty reduction strategy, the associated expenditure programmes, and how they will be financed. The programmes to which earmarked aid is committed should be those developed by Government as part of their own PRSP and medium term expenditure plans. Of course, where donors are major sources of finance, they will expect to have a voice in dialogue on overall spending priorities, but those priorities should be established as part of an overall planning and budget process, not as an unplanned outcome of atomistic donor commitments of earmarked resources.

It is important not to be naïve about the likely allocation of expenditure, and the degree of Government commitment to the poverty reduction and MDG objectives. Commitment and capacity varies, and partner Governments face a number of other pressures on spending. Donor agreement to provide long-term funding needs to be complemented by a similar agreement setting out an understanding regarding the finance to be provided by the partner Government. This needs to be realistic given the risk of negative shocks to the budget, and needs to minimise the risk of an intended spending floor becoming a ceiling that discourages Governments from making additional contributions when they can afford to do so. There are various reference benchmarks that can be used: - some target share of Government expenditure or GDP, set with reference to the experience of other countries at a similar stage of development, would seem appropriate.

If donors are to make a long-term commitment, they will wish to be assured that their funds will make a useful contribution to achieving agreed development outcomes. This raises important questions regarding the entry conditions for such a commitment, and the arrangements for subsequent review. Most poverty reduction strategies and sector development plans do not present a fully articulated plan linking the resources required to the inputs to be procured, the outputs to be delivered, and the expected impact on outcomes. Even where such a plan exists, it will inevitably need to be reviewed and adjusted in the light of circumstances and emerging evidence of what is working and what is not. Any long-term commitment to fund specific programmes would need to be based on a high degree of trust and a commitment to joint decision-making with regard to major changes within the supported expenditure programmes.  Donors would be likely to insist on some level of conditionality to give them an exit in the event of persistent poor performance or major divergences of view on policy. The next section will discuss how policy conditions can be made consistent with the required degree of predictability.

Poor Policy Environments

Earmarking of support to specific expenditure programmes may be especially valuable in countries where there are concerns about the policy, capacity, or commitment of the Government to shared development goals. There is no reason why donors should not make long-term commitments to fund specific spending programmes related to the MDGs even in weak environments, provided arrangements can be put in place to secure a minimum level of spending effectiveness. Ideally, the emphasis should still be on strengthening and working within Government structures and systems, though that may not always be feasible in fragile states.  Of course, if growth is slow due to policy weakness or security problems, sustainability may be more elusive. However, lack of sustainability is less of a concern if donors are committed to maintaining their funding into the long-term. The emphasis would be more on funding effective programmes to benefit poor people, with lower emphasis on ownership by a Government that may be unrepresentative, venal, or lacking in capacity. Although research on aid effectiveness shows that aid is far less effective in weak policy environments, many of the findings reflect problems of inadequate recurrent budgets leading to low output and poor sustainability. The conclusion might be different if there are very large increases in aid including a willingness to make long-term commitments to recurrent cost funding. The concern not to unbalance the overall pattern of public expenditure remains relevant even in poor policy and institutional environments, though the collective development partner voice in influencing which programmes receive funding may need to be stronger than in countries where there is an effective and accountable Government. 

Debt Relief

Deeper debt relief may also make a contribution to long-term predictability of aid flows, especially where it takes the form of debt stock reduction rather than conditional relief on debt service: the latter is in principle no different from other forms of budget support, though in some cases it may be funded outside aid budgets and be additional. It will make an important contribution for some low-income countries, but is not the whole solution. 

Conditionality and Aid predictability

Table 3.3 discusses alternative approaches to conditionality as applied to the macro level (upper part of table) and to sector or sub-sector levels (lower part)
. 

Traditional Conditionality

The traditional approach to conditionality involves the negotiation of a set of future conditions that the Government agrees to meet, with the funding released only after the agreed measures have been taken. The approach has the merit that the Government is clear about what it has to do in order to access the funds. However, the commitments are generally short-term in nature, the timing of disbursement may not be under Government control if there are capacity problems or parliamentary endorsement is required, and the traditional approach resulted in ‘all or nothing’ disbursement. This resulted in either a stop-go pattern of disbursements, or a tendency to grant waivers of policy measures, undermining the conditionality. The stop-go problem is reinforced to the extent that all donors make their disbursements conditional on the country remaining on-track with the IMF macro programme, or link their support to the same structural conditions as the World Bank. Recognition that reforms will only be implemented where there is Government ownership has led the Bank to move away from ex ante conditionality towards supporting countries with a good track record of performance, evidenced by the actions they have already implemented. Ex ante conditionality remains in place and relevant for the IMF, where the objective is to assist countries to regain or maintain macroeconomic stability, requiring a framework for future monitoring.

Conditionality and the PRSC

The programmatic framework as used in PRSC operations tries to move towards a medium-term programming of support, and to link it to progress in implementing the poverty reduction strategy. Although there is a defined future programme of actions, each annual PRSC is released based on an assessment of the prior actions that have already been completed. This has the advantage that the timing is more under control, and can in principle be managed to coordinate commitments with the Government budget cycle- though the Bank does not generally do this in practice. Although the Bank emphasises that the PRSC is programmed over 3 years, the funds are not assured but depend on the Bank’s annual assessment of whether the Government has made sufficient progress in implementing the prior actions. The distinction between ex ante conditions with waivers and an annual assessment of prior actions completed from a three year policy matrix is not a particularly sharp one, and those familiar with the old-style policy framework papers would find little to surprise them in the ‘new’ approach. Although the World Bank emphasises that PRSC partner countries have so far been able to draw their successive annual PRSCs, this is not guaranteed in future, but depends on a rather subjective World Bank assessment. The approach does not offer predictability in the short or medium term, let alone the kind of long-term assurances needed for ambitious MDG programmes.

General Budget Support and performance Assessment Frameworks

A number of countries have developed joint arrangements for the provision of General Budget Support, based around a common Performance Assessment Framework. In the best practice cases, donors are encouraged to provide medium-term indications of the level of their support. There is an annual assessment of performance against an agreed framework of policy measures (and in some cases output and outcome indicators), with funding for year t+1 confirmed early enough in year t to enable the funds to be taken into account when setting the resource ceilings for budget preparation. Good practice improves predictability by releasing funds for the budget early in the budget year, in a single tranche, thereby maximising their value by reducing Government debt service. If it can be made fully effective, the approach provides predictability for the annual budget, and improved resource estimates for the medium term budget framework. The funds are still, however, managed on a short leash, and provide no basis for planning long-term expenditure commitments. The approach allows for abrupt reductions in support in year t+1 if donors judge that performance is below expectations in year t, while implicit political conditions have continued to lead to interruptions even within the current budget year. The conditionality remains a one sided contract, with obligations on the partner Government side not matched by similarly binding assurances by the donors.

One particular concern is the tendency for all donors to link their support to the same conditions, resulting in big swings in donor support. This can be avoided by linking different pockets of funding to performance in different areas of the Government programme, so that a failure in one area of performance (e.g. a temporary delay in completing an IMF review) does not lead to a collapse in donor aid. Another approach, adopted by the EU, is to define a ‘fixed tranche’ (released provided there is no complete breakdown in the programme) and a ‘variable’ tranche, the value of which depends on performance in specified areas and is linked automatically to specific indicators. These approaches may help to limit short-medium term fluctuations (though both tranches remain conditional), but do not help with the medium-long term problem
. 

Reconciling Predictability and Aid Effectiveness

The only way to provide completely assured long-term funding would be through an ‘entitlement’ approach to aid allocation, with commitments based on need and maintained irrespective of Government behaviour (though aid could perhaps be directed through non-Government routes in the worst cases.) This would ignore the evidence that aid achieves less in difficult environments, and would be unlikely to be acceptable to donor Governments, nor would it result in the best contribution to poverty reduction. 

A more realistic approach to the need to ensure aid effectiveness in the context of moving towards longer-term commitments would be to apply more widely an aid allocation model similar to that used by IDA. The use of ex ante aid conditionality would be dispensed with, but future commitment levels would respond over time to annual assessments of need, and of the policy, institutions, and progress being achieved towards development outcomes.  The future trajectory of aid should be adjusted slowly in the light of changing performance, giving enough time for dialogue on how matters can be improved and, if unsuccessful, giving Government time to adjust spending commitments to a more constrained aid outlook. Ideally, the aid allocation model(s) in use should include not only policy and institutional indicators, but also (and perhaps mainly) indicators tracking the change in outcomes, as Ravi Kanbur has argued
. This would shift the policy debate towards what is working rather than what is popular with the donors, and would be consistent with improved country ownership and responsibility. Ideally, the approach should apply to aggregate aid to a country. This could be done either through a joint consultation and commitment process or, perhaps more realistically, by the World Bank operating as ‘swing donor’, taking explicit account of other donor commitments when allocating Bank funding in order to achieve a desirable global allocation of aid. This might have the added benefit that donors with a poor track record would be forced to reform, since partner Governments would be encouraged to refuse poor quality aid in the knowledge that lower receipts from weak donors would be at least partly compensated by higher receipts of better quality aid from the World Bank. 

The main constraint on moving towards such an approach to conditionality is probably the continuing donor need to react quickly to serious problems of a political, governance, or human rights nature. It is unlikely to be feasible to insulate aid flows from such concerns, though it might be possible to ensure that funding that is clearly linked to specific long-term welfare goals is protected even if aggregate aid to Government is reduced.

Conditionality at Sector and Sub-Sector level

There are a number of alternative approaches in use that attempt to provide reasonably predictable, on-budget funding to medium-term expenditure programmes, whether sectoral SWAPs or vertical interventions in areas such as HIV-AIDS. The key issue is to extend the time horizon of donor commitments, and improve the level of certainty regarding the level of aggregate resources available for funding the programme. The key donor concern is how best to ensure that longer term commitments are well used, given that ‘blueprint’ style conditions and complete definition of future spending programmes is not feasible beyond a short to medium term time frame. Longer- term commitments therefore require a combination of both conditions at entry, and agreement on how future decisions will be made in order to ensure that the agreed goals continue to be pursued effectively.

These considerations could lead in the same direction as the ‘aid allocation model’ option, with long term indications of support if progress is maintained, annual performance review, and specific assurances that worse than expected performance will provoke first discussion, and then a moderated response calculated to be gradual enough for the Government to adjust to lower aid flows. Such a partnership approach is close to existing practice in sector SWAPs, some of which have already been in place since the mid 1990s. 

It might be feasible for donors to provide assured long-term finance for specific expenditure obligations judged to carry a low risk of significant policy disagreements, irrespective of problems in other aspects of the aid relationship. Although the effectiveness of most public expenditure depends on the overall effectiveness of public sector management, it may be feasible to identify some expenditure areas where long-term commitments are particularly needed and where donors are willing to make them with minimal and clearly specified conditionality:

· Free universal primary education, subject to preparation of a reasonable plan on entry, as envisaged by the Fast track Initiative. Provided minimum standards of cost-effectiveness are maintained, donors are likely to wish to stick with the primary education objective. Experience suggests that policy disagreements within primary education (as opposed to within education as a whole) can be handled through analysis and dialogue, and the risks of a long-term donor commitment to support primary education costs, including salaries and other recurrent costs, would be minimal. The agreement could be subject to Government also continuing to allocate stated minimum shares of Government revenue, to permit an eventual donor exit as revenue increases over time.

· Within the health sector, it should be feasible to make a medium-long term commitment to a health plan, just as traditionally has been done with projects- though the complexity of the sector, and the scope for fundamental disagreements on policy and resource allocation is arguably greater than for primary education. Aid could be earmarked to sub-sector programmes, though there is need for far more consolidation than the current unmanageable patchwork of multiple projects and donors. There are some major new commitments that Governments are being asked to incur that clearly do call out for an assured source of long-term funds. Treatment of HIV/AIDS patients is the most obvious one. Once people are started on HAART treatment, it would be unethical not to continue it, yet treatment programmes are being committed in five-year tranches, even though Governments will be unable to sustain them thereafter. It should be axiomatic that AIDS treatment programmes take responsibility for maintaining the treatment of those recruited to the programme for the rest of their life; indeed, where the programme creates an expectation that the much larger numbers yet to show symptoms should also receive treatment, it will be necessary to also meet those costs externally. If donors cannot provide such assurances, it is irresponsible to encourage countries to embark on treatment programmes that divert funding from more cost-effective health interventions.

· Crosscutting reforms could also merit assured long-term funding. Salary supplementation would be one obvious example, to enable higher salaries to be paid now in order to recruit, retain, and motivate key staff, with the supplements phasing out over time as GDP and revenue growth enables them to be met from domestic revenue. Reallocation of even a portion of the sums currently spent on expatriate advisers could have a substantial impact if re-applied to finance domestic salaries, but would need to be used for assured funding rather than being subject to hand to mouth conditions. The scheme could be either a general one, or limited to specific categories of staff that are difficult to retain, or used to attract and retain staff to live and work in rural areas where the poor live. There is a precedent for salary supplementation in the approach used by the UK to retain ex colonial civil servants in post after countries attained independence, an approach that was highly successful in some cases (e.g. Botswana), and that did involve a long-term commitment de facto if not de jure. 

 There is a danger that long term donor spending commitments earmarked to specific spending programmes may result in a transfer of perceived ownership and responsibility, as Government gets used to not budgeting own funds for the purpose. This concern can be partly addressed by using Government systems to plan and disburse funds, perhaps with donor disbursements triggered by reimbursement requests.

The aim of earmarked long-term funding is to help finance more ambitious spending on programmes that both Government and development partners regard as of high priority, but which Government is unable to expand without additional and assured finance. If the funding is drawn from aid that the country was already expecting to continue receiving, then it does not provide additional scope for expanding expenditure commitments. If the earmarking is to expenditures that the Government could otherwise have financed from other sources, then the effect of the aid commitment is to release Government revenues for other purposes. 

A pragmatic approach is to define a floor path of future spending that could have been financed on reasonable assumptions without the additional aid commitment, and to release donor support to finance spending above the floor level. Firm commitments to specific expenditure programmes could prove inconvenient if lower than expected growth of domestic revenues and of total aid flows results in the protected programmes taking a disproportionate share of available funding. This difficulty can in principle be resolved by agreement to transfer committed funds to other purposes, the critical point being that this would not happen without the agreement of the partner country. Earmarking can also cause problems in short-term budget management. Although the approach provides greater certainty regarding those spending programmes to which the aid is earmarked, it carries the risk of amplifying shocks to other parts of the budget, which will take the brunt of both domestic revenue shocks and overall fluctuations in aid levels. This proved a problem in Uganda with the poverty action fund, where stable funding for protected programmes such as primary education resulted in fluctuations being focused on programmes such as secondary education that were outside the PAF. To avoid unbalancing the Government budget, donor commitments to specific spending programmes need to be accompanied by moves towards greater assurance as to overall aid levels, particularly for budget support. 

There is no reason in principle why longer term commitments to specific spending programmes should not be made in countries with relatively weak policy and institutional frameworks, particularly if the scale of the donor commitments enables programmes to be significantly protected from some of the problems. However, the stress on Government ownership might be different in such environments, with a focus on helping to build competent and accountable institutions, but with more checks and balances and more earmarking of funds until and unless such efforts pay off. 

Conditionality and predictability: Summary

In summary, the approach to conditionality needs to change if longer-term commitments are to be a basis for longer-term and more ambitious plans to reach the MDGs. It seems unlikely that commitments can be entirely unconditional. However, there is scope for moderating the share of aid that is subject to interruption for non –performance, and moderating the speed at which donors react to poor performance, in order to build in time for dialogue and, if agreement is not reached, for adjustment to lower aid levels. Specific longer- term spending obligations could be supported by assured and longer-term commitments from donors, subject to Government implementing the agreed plan and spending allocations. Commitments will never be made for the 20 year period that increased aid will need to be sustained in some country cases, but sufficient assurance might be provided by a combination of 5+ year commitments, assurances of notice before funding is reduced, and a reasonable faith that good performance will continue to attract the required aid to sustain services. Assurances would be more effective in the context of coordination arrangements in which Government and donors jointly review funding needs and identify ways to meet any financing gap. Our recommendation to establish an aid guarantee mechanism would underpin country level donor efforts to provide more secure donor finance with access to an external source of funds to compensate for unanticipated funding shortfalls. Chapter 4 develops ideas along these lines. Though not developed in this report, similar facilities could if required be developed at sector level.

Table 3: Options for Moderating the Impact of Conditionality on predictability

	Approach to Conditionality
	Benefits
	Constraints & Disadvantages

	Macro level
	
	

	Funds released on satisfaction of specific conditions agreed in advance

(traditional SAC approach, IMF programme approach).
	Clarity on what country has to do to secure the funds.
	Danger of ‘condition creep’, not necessarily well linked to desired outcomes. Timing not assured if meeting conditions is not fully in Govt control. ‘All or nothing’ approach reinforces stop-go. In practice, problems in enforcing conditions, widespread waivers. Scope to meet specific conditions while undermining their intent.

	‘Programmatic approach’, e.g. PRSC: Medium term programme, expected future actions are defined, but each annual tranche is released based on assessment of performance (actions completed prior to approval).
	Can control timing to give assurance of funds in time for budget (though WB often doesn’t); medium term indication of amounts available (though not guaranteed); flexible adjustment to the annual commitment is feasible, need not be ‘all or nothing.’
	Not a solution to predictability. Although WB has not so far withdrawn funding envisaged in a medium term PRSC, the possibility is there, and the annual commitment depends on a subjective judgement by WB staff. Provides no predictability beyond the coming budget year at best.

	GBS with Performance Assessment Framework: Best practice cases have medium-term indications of support, annual assessment of performance against an agreed framework of policy measures (and in some cases output and outcome indicators), with funding for year t+1 confirmed early enough in year t to inform budget preparation.
	Predictability of resources for annual budget, improved planning basis for medium-term budget framework.
	Shortfalls in promised funds still occur.

Danger of volatility in year t+1 if all donors reduce funding when e.g. IMF review is delayed.

Subjective donor assessment. Donor commitment not enforceable. Has not prevented suspension for political reasons.

	GBS with different disbursement triggers for different pockets of funding, e.g. floating tranches, fixed and variable tranches, earmarking to policy areas.
	Avoids complete ‘stop go’, places limits on the share of budget resources at risk from failure in any one area of performance. 
	Even if triggers are clear and unambiguous, achieving them is uncertain. No assurance on level of budget resources available in short or medium term (though ‘fixed tranche’ could be used to set a firm ‘floor’ level).

	Aid allocation model, e.g. WB CAS/CPIA. No ex ante conditionality, but aid flows respond over time to assessments of policy, institutions, -and outcomes (Kanbur proposal). 

The speed at which future commitments react can be limited, to give time for discussion, and time for Government to adjust to changes.
	If donor commitment promises are credible, provides greater certainty in medium-long term, especially if combined with assurances that aid availability will change at a speed to which countries can adapt, with opportunities for dialogue and change to avoid reductions.

With stronger focus on outcome trends, country ownership is reinforced, aid allocated based on what it is achieving, not whether Govt agrees with donors.
	Requires investment in an indicator framework robust and timely enough to be credible & objective.

Will not avoid some donor subjectivity, political upsets will still provoke donors to suspend aid.

Mechanisms to reinforce pressures for donors to deliver what is promised are needed.

	‘Entitlement approach’: aid is entirely unconditional, based on need, sustained whatever the Government does.
	Poor people not penalised for failures of their Government, MDGs are pursued equally everywhere (though possibly by non-Govt routes in worst cases).
	Ignores aid effectiveness evidence that aid achieves little in difficult environments.

	Sector or Sub-Sector Conditionality
	
	

	‘Sector Blueprint’ approach, e.g. sector investment programme, some SWAPs, projects: Specific commitments to finance a medium-term expenditure plan for a sector or sub-sector.  
	Specific inputs agreed in the MOU are guaranteed provided the programme is implemented as set out in programme documents.
	Inflexible approach, hard to adapt to changing circumstances and knowledge; procedural requirements can be onerous; tends to favour investment rather than recurrent costs (though need not in principle); fragments and complicates budget management and prioritisation.

	SWAP: medium-term budgeted plan for the sector, medium-term donor commitments subject to confirmation in annual performance reviews, collective interest/responsibility to fill funding gaps, in best cases funds are on-budget and not earmarked within the sector.
	Medium term donor indications of support, joint review and responsibility for ensuring financing needs of the programme are met, joint review of performance and search for solutions rather than conditionality, general commitment to stay with the process provided it continues on lines set out in programme documents.
	Little donor accountability for fulfilling their commitments with respect to amount, timing, or procedures used, shortfalls in donor funding are common.

	Longer-term commitments linked to plans to achieve specific outcome targets (related to MDGs or to PRS)
. Could have entry conditions (credible, costed plan), performance indicators and review, and process conditions related to future decision-making if adjustments are needed.
	Support is not interrupted by policy failures in other areas.

Option to give long-term guaranteed funding to spending commitments agreed between the partners.

Spectrum of responses to poor performance depending on quality of the relationship: analysis, dialogue, earmarking, partial suspension, alternative funding routes.


	Sequencing: prospects of large new commitments can undermine pressure to adopt cost-effective approaches, getting entry conditions agreed is difficult.

Risk of distorting spending priorities.

Donor reluctance or inability to give enforceable commitments.

Dilemma if policy or performance is worse than envisaged.


Improving Disbursement performance

Donor indications of funding often fail to be converted into formal commitments, and commitments are often not followed up in timely disbursements. Approaches that have been proposed to address the problem can be summarised as a combination of improved monitoring to ensure that Government retains realistic and up to date records on likely future disbursement levels, stronger peer review in the context of greater transparency to shame donors into fulfilling their commitments, and simpler procedures based on those of Government in order to reduce transactions cost barriers to timely disbursement. Governments are also able to plan to mitigate the effect of unexpected fluctuations in aid levels (or other sources of revenue) by contingency planning for shortfalls in funding, prioritising budget expenditures to avoid the need for damaging across the board cuts. These primarily short-term and country-specific responses are not further discussed here. . 

It is also possible to smooth the impact of fluctuating aid levels through active use of foreign exchange reserves, and through adjusting Government use of domestic credit. IMF programmes usually include provision for automatic adjustments to foreign exchange and net Government borrowing targets to offset over or under estimation of donor funding. Foreign exchange reserve targets are normally set in relation to the need to smooth fluctuations in the foreign exchange market. It is arguable that it is at least equally relevant (in a world of floating exchange rates) to set foreign exchange reserves at the level required in order to smooth fluctuations in the resources available for funding the budget. It would be recognised that countries that are relatively more aid dependent (and those that are increasing their aid dependence) would need to also have higher foreign exchange reserves to cushion fluctuations in aid, and provide more time to adjust to any unexpected decline in aid levels. Rather than setting the foreign exchange reserve target mainly in terms of months of import cover, it could also be set with reference to shares of public expenditure, based on modelling of the fluctuations in budget resources and the required level of reserves to achieve a target degree of smoothing of the flows. The level would also depend on the size and sophistication of domestic credit targets, and the extent to which Government can finance any shortfall domestically without incurring debt service problems or generating inflation or a squeeze on private credit.

Although it would be worthwhile to ask the IMF to look at the implications for forex targets of this approach, there are some important constraints. There are risks in encouraging Governments to think of foreign exchange reserves as part of budget finance rather than one of the resources available to an independent central bank for macro management; and there are clear temptations for Governments to raid larger foreign exchange reserves to help fund pet projects or their own re-election. Donors may also object to increasing aid to countries holding substantial foreign exchange reserves, though that problem should be possible to deal with through explicit discussion of the rationale for the target. The risks of Government raiding the reserves could also be reduced through the design of IMF programme targets.

A complementary approach to the same issue has been proposed by DFID, in the form of a global facility to smooth aid flows
. The basic idea is that donors would commit to fund a medium-term expenditure programme agreed with Government: this could be at the level of the budget as a whole or at the level of a sectoral SWAP. If actual donor disbursements fall short of the promised level, Government would be able to apply for funding from a central fund established with grant finance. The Aid Guarantee Fund proposed in this report is a development of this basic idea. 

Predictable aid Quality

Even where aid disbursements are in line with commitments, the aid may be worth significantly less than it’s nominal value because of restrictions on how it can be used. In most countries, only a minority of aid is available to finance the Government budget, with significant shares used to fund expenditures that Government would not have selected if free to choose, often with procurement and other procedural restrictions that raise the price and lower the value of the assistance. Where Government is representative and accountable to the population, the first priority should be to fill the financing gap on the poverty reduction strategy. Ideally, there should be consultation between Government and development partners on future spending priorities, and Government and donor spending should be channelled towards financing the agreed programmes as the first call on funds. Technical assistance, as well as financial support, should in principle face the same budget test as to value for money. The agenda of harmonisation around Government procedures, and the conditions for general budget support, are beyond the scope of this paper. The relevant point to emphasise, however, is that Government should receive aid commitments that are entirely transparent as to the strings that are attached and as to the extent to which they fill the existing funding gaps as opposed to expanding them by spending on activities that are outside the existing programme or incurring unit costs that are higher than the programme assumptions. 
4. Detailed Recommendations

Section 4.1 briefly summarises recommendations to tackle the problem of aid predictability. The recommendations may be helpful, but they are not likely to be sufficient to convince Governments that promises of additional aid can be relied on to provide the large and sustained increase in financial resources needed to achieve the MDGs. Section 4.2 therefore develops a proposal for an aid guarantee facility that would place a floor under donor aid to the poorest and most aid dependent countries. It is this proposal that is the core recommendation of the report, though making it work as envisaged does depend on many of the recommendations in 4.1 also being implemented. 

4.1 Overview of Recommendations

Continue efforts to increase global aid flows and make them more predictable and long term

The trend towards bilateral donors committing themselves to explicit timetables for reaching the 0.7% of GDP target, as France and the UK have done, and developments such as the proposed IFF clearly have a role to play. Increased debt relief and support to multilateral institutions such as IDA that are less prone to the risk of annual budget cuts, is also to be encouraged. Though the focus of this report is on country level predictability, these wider developments provide the context of strongly rising global aid flows in which our more specific recommendations may be feasible at affordable cost.

Increase Donor transparency

All donor agencies should declare to DAC their future commitment and disbursement assumptions, for as far ahead as they can. The annual DAC report should publish outturn compared to previous declared intentions, by agency and if possible by recipient, and include comment on the causes of discrepancies.

All donor agencies should organise their support to individual countries around explicit country programmes, and should declare to partner Governments their intended future commitments and disbursements, in the detail and format required by Government, for as far ahead as possible, albeit with whatever comments on the risk of under-disbursement as may be required. 

Governments and their development partners need to give higher priority to cooperation in monitoring future commitments and disbursements, and improving forecasting over time. Declared donor disbursement forecasts tend to be a damaging combination of over-optimistic short-term disbursement forecasts, and over-pessimistic longer-term figures as a result of reluctance to disclose intentions that are not yet firm. This needs to be addressed in order to avoid the twin dangers of longer-term plans lacking in ambition, while short-term budgets are subject to unplanned cuts.

Improve Aid Allocation between Countries, and Make it more Stable

The allocation of agency resources between countries should increasingly be based on criteria of need and performance, though predictability requires that the adjustment of country aid shares should be planned and conducted at a moderate pace, avoiding in particular any sharp cuts in low-income aid dependent countries. 

The World Bank should act as ‘Swing Donor.’ With a large number of agencies using a wide range of criteria, some of them unrelated to development, achieving improved allocation requires one or more major agencies to focus their own resources on under-aided countries, thereby improving and stabilising the overall allocation of global aid. Although all agencies can play a useful role in improving allocation, the World Bank is the most obvious candidate for taking particular responsibility for ensuring rising and stable aid flows to better performing under-aided countries.

Use More Transparent and Slower-Acting Conditionality

Deterioration in country performance should trigger only a slow downward adjustment in total aid commitments and disbursements to the country. For example, performance in year t-1 will be reviewed in year t and, if below par, might trigger a 5% reduction in share in year t+1, accompanied by dialogue on what needs to be done to address the problem. If performance does not improve, a deeper reduction might be triggered in t+2 and thereafter, but the rate of decline would be moderate, pre-announced, based on explicit criteria, and accompanied by dialogue on how a higher aid path might be re-established.

The same principles of slow adjustment of spending to performance should be applied to both the overall country programme and the individual operations comprising that programme. Whether the support is in the form of general budget support, sector support, or earmarked to specific expenditures, commitments should be as long-term as feasible, conditions should be few, explicit, and crucial to success, and the response to under-achievement should be gradual. Responses other than aid cuts are possible and are to be preferred: analysis, dialogue, re-imposition of earmarking to focus resources on neglected areas, insistence on additional accountability safeguards if accountability problems are experienced, with moderate but accelerating reduction in expenditure applied only to future budgets at an initially moderate pace that could be accelerated if things do not improve.

Political and governance conditionality is unavoidable, but should be made as predictable and objective as possible through: - transparency on the nature if not the specifics of the concerns, confining sanctions where possible to future commitments, regular dialogue to give advance warning on both sides to ensure decisions are well informed of probable consequences.

The donor community should be willing to take offsetting action when policy or political/governance conditionality taken by some donors is regarded as unnecessary or excessive by others. 

International funds established specifically to improve predictability would need to establish specific procedures to determine the appropriate response to conditionality-related aid cuts, especially those related to fundamental political, governance or human rights issues. A transparent and independent review process with representation from low-income countries is recommended, to increase development partner confidence that they will not be subject to unreasonable sanctions. 

Longer term Commitments

If donors are serious about the MDG targets, they need to support them by developing aid instruments that involve long-term commitments to support critical expenditure plans. Longer-term commitments have been common in relation to projects, but need to be extended to support for critical sector and crosscutting expenditure plans.

Longer term commitments should be dependent on Governments preparing and implementing credible, costed plans to achieve the outcome goals, with specific commitment of domestic financial resources as share of national income or public expenditure, and adherence to agreed procedures for joint review and decision-taking on modifications to the agreed programme.

Although commitments are unlikely to stretch to the 20 years or so required to make some MDG related targets feasible, 5-10 year commitments to specific expenditure programmes can and should be made, linked to assurances that reasonable performance will ensure that aid support will not be abruptly withdrawn. 

More predictable Disbursements

Wider adoption of best practice approaches to managing donor flows, particularly those to the budget: medium term indications of future aid, commit early enough to inform budget preparation, explicit conditionality (but with not all funding vulnerable to poor performance), single tranche disbursements scheduled early in the year, active reporting and monitoring of actual flows, use of Government procedures to disburse and account wherever possible.

Donors and Government should act collectively to ensure that promised funds are delivered. Before accessing any proposed global facilities for aid smoothing, local monitoring should trigger the identification of probable shortfalls, and of local action to mobilise the donor community to fill funding gaps in critical programmes.

The proposed aid guarantee facility (section 4.2) should be established to guarantee minimum overall funding levels for aid-dependent low-income countries.

Complementary schemes could be developed for more specific areas of public spending. For example, the fast track initiative catalytic fund could evolve in order to perform this role in relation to education for all. Any such development would need to give careful consideration to fungibility and sustainability issues: - ensuring that donor commitment to provide resources is complemented by (and conditional on) Government providing an agreed and reasonable contribution from domestic resources, based on a share of Government spending or GDP that is consistent with good international practice in similar countries. 

Managing Fluctuating Aid Receipts

The donor community should support Government efforts to mitigate and manage the consequences of fluctuations in donor flows: - review foreign exchange reserve policies within IMF programmes, encourage prioritisation of public expenditure programmes to avoid disruptive across the board cuts, continued use of IMF automatic stabilisers in PRGF programmes to smooth the short-run expenditure implications of over or under-shooting of aid flows.

Create a Facility to Guarantee Minimum Aid levels in Aid-dependent Countries

Aid guarantee facility: Although much of the above will be helpful, it is unlikely to be sufficient to persuade low-income aid-dependent countries to take the considerable risk of relying on promised aid increases to finance significant expansion of MDG-related expenditure programmes with long-term implications for fiscal sustainability. The core recommendation of this report is for the creation of an aid guarantee facility that would aim to address both the long and the short-term risks for this group of countries. The remainder of the chapter sets out this proposal in more detail. 

4.2 A Proposal for an Aid guarantee facility 

This section sets out an approach to how aid predictability problems could be addressed in both the short and medium-long term through the establishment of an aid guarantee facility. The discussion is organised as follows: -

i. Define what types of aid should be stabilised/made more predictable;

ii. Decide at what level and to what degree future aid flows should be stabilised or guaranteed;

iii. Define the system for accurately recording the necessary information on aid commitments and disbursements in order to inform decisions on access to money from the fund;

iv. Define the approach to conditionality for access to the funds;

v. Describe options for how the facility could be financed and managed;

vi. Define next steps in taking the proposal forward.

What types of Aid should be stabilised?

From the point of view of a Government that is concerned about the risks of relying on aid in order to expand public expenditure, the concern is to have predictable long-term assurances of aid that directly finances the Government’s public expenditure plans. The particular worry is to avoid a situation where an aid shortfall results in an unanticipated budget deficit, or where the aid shortfall causes a decline in the effectiveness of public expenditure. This will include: -

· General and earmarked budget support;

· Programme aid that generates counterpart funds;

· Aid earmarked to specific recurrent cost items within Government public expenditure plans, for example basket funding of sector programmes, commodity support for items such as drugs or contraceptive supplies;

· Project aid commitments where the funding is not directly linked to implementation progress.

There is no requirement to stabilise all types of aid. For example, a major programme of road construction may experience unanticipated delays for reasons unconnected with the financing. Aid finance will be lower because of slow implementation, but no financing problem is created, and the aid shortfall reflects the implementation problem rather than causing it. The distinction is between those forms of aid where disbursement is determined by the rate of implementation, and those aid forms where the aid contribution is towards the financing of an overall programme of expenditure and is not directly determined by the rate of spending on a defined set of activities. For practical purposes, the main distinction is between project aid and programmatic forms of aid. Although there are some projects where the level of donor support is discretionary, it would be practically difficult to identify them, and a simple focus on programme aid forms would be the best starting point.

It would be desirable to also include debt relief, but there are some complications. The objective of stabilising the annual value of external support at desired levels should include taking account of debt relief in terms of the annual cash flow benefit to the budget. Stock debt relief would need to be converted to annual cash flow for monitoring purposes.  

It is proposed that the stabilisation should be limited to financial support to Government. It would not include aid that does not get included in public expenditure, nor would it include technical assistance unless it is budgeted within Government accounts. Aid that supports NGO or other non-Government service delivery would be included only if it forms part of Government budgeted expenditure plans. 

There is a danger that too flexible a definition of the aid categories to be covered may provoke manipulation of the definition by Governments seeking to make a case for drawing on the facility. Conversely, too prescriptive a definition may limit the usefulness of the fund, and may distort the choice of aid instrument. A workable approach may be to invite eligible countries to apply for the right to draw on the fund, requiring them at the point of application to set out their definitions of the aid types to be protected, together with information on how data on actual disbursements will be reported and verified. Guidance on definitions would be required, together with templates setting out the form in which requests for funding should be submitted. In order to ensure that the definitions are workable, actual data for the previous year should be submitted as part of the application for the right to draw on the facility. The donor community (through a ‘lead donor’) should be asked to support Government in preparing the necessary documentation.

Defining Guaranteed Minimum Aid levels

There are a number of possible approaches to defining minimum aid levels that the international community will try to guarantee, subject to certain minimum conditions: -

1. Entitlement approach. An aid allocation model could be used to define appropriate shares of global aid based on population, poverty (per capita income), and an index of performance (possibly the World Bank CPIA). This could be used to identify countries that are conspicuously under-aided relative to global norms, with an explicit commitment to progressively close the gap by under-writing a commitment to faster than average increases in aid levels.

2. ‘Needs based’ approach: donor guarantee to fill the financing gap for implementing agreed MDG-related development plans, after reasonable national efforts.

3. Guaranteeing 100% (or some lower percentage) of committed funds. This would only provide a short-term assurance, and (depending on how the arrangement is structured and financed) might have the perverse effect of discouraging donors from committing funds for fear of subsequent embarrassment.

4. Place a floor under the annual change in aid flows, in order to reassure Government that aid will not be abruptly withdrawn without giving them time to adjust. This may not be appropriate in all cases or for all types of aid flows: - some countries may have only a temporary financing need, others may have a sufficiently low level of aid dependency that guarantees are not needed. 

The definition of the level of aid to be guaranteed has major implications for the size of the fund. We propose an approach that is based on options 3 and 4,but also draws on elements of 1 and 2. Options 1 and 2 go beyond predictability, towards addressing the issue of overall aid allocation, and would be both expensive and controversial. We would not wish to go as far as to guarantee an ‘ideal’ aid allocation, but, in historically under-aided countries, there is a strong case for being more ambitious than merely guaranteeing historical aid levels.

The proposed approach would therefore: -

i. Confine access to the fund to long-term aid dependent countries, defined in relation to the share of net ODA in GDP or public expenditure. The choice as to the threshold level of aid dependence for gaining access to the fund will depend in part on the level of funding available and on modelling of the cost of achieving the desired degree of security of funding. The threshold needs to be set in terms of agreed aid needs rather than existing aid levels, since the latter would prevent access by countries with high need but low existing aid use due to e.g. large country bias in aid allocation. We would wish to exclude countries that currently receive disproportionately high aid, since their aid receipts should be permitted to decline more rapidly in order to fund increases elsewhere. It would seem reasonable to apply two criteria: - a maximum per capita income cut-off to focus support on countries of greatest need, and a minimum share of expected net ODA as a proportion of public expenditure, as a measure of vulnerability to aid fluctuation. The actual figures need further analysis and discussion depending on resources available and modelling of need. However, as a very rough rule of thumb, existing modal shares of public spending in GDP are around 25%, while estimates of total public expenditure required in order to meet the MDGs suggest a need for total spending levels in excess of $100 per capita. This would imply a per capita income cut-off of around $400 might be appropriate. The aid dependence floor should be set to contain the degree of annual variation in total revenue within given limits, e.g. if the floor level is that aid is expected to finance 50% of public expenditure, then it would require an aid shortfall of 20% to cause a 10% reduction in resources for public spending.

ii. The objective of the fund would be to guarantee that aid in year t is at least equal to a given percentage of aid in a previous period. In order to avoid distortions caused by large disbursements slipping between financial years, the reference point for comparison should probably be an average of the two or three previous years. Aid comes in a variety of international currencies and is subject to exchange rate changes. For valuation purposes, the comparisons should be made in the currency of the country receiving the assistance, and should be calculated at constant prices.

iii. The level of the guarantee should be varied according to the circumstances of the country. The guarantee could be set at more than 100% of aid in the reference period in order to ensure a growing aid programme if that is implied by donor aid indications. In a country with existing high aid dependence that is not expected to increase, a guarantee set at (say) 90% of aid in the reference period would place limits on year to year variance in aid levels, and ensure that the long term trend does not reduce aid levels at a rate faster than the country can adapt to. In either case, the percentages need not guarantee 100% of the expected aid level, but would aim to limit the risks to Government of donors falling short of their commitments.

Monitoring Aid Commitments and Disbursements

An important practical concern is to establish a workable system for reporting the level of commitments and disbursements of eligible aid flows. The need for improved aid monitoring is being addressed in a number of other forums, and it is important that this proposal draws on that work rather than proposing anything additional. The key requirements of the current proposal are that the monitoring needs to be done at country level, and to focus on the financing of public expenditure. Governments need to put in place effective aid monitoring for their own budget management purposes, and there may be no need to be prescriptive provided certain minimum standards are met. What is needed is for Government and donor partners to agree at country level on a definition of what aid flows should be covered, how they will be reported and monitored, and some process of verification, to ensure that Government agrees that it has received what donors say they have provided. This is easiest where the monitoring is limited to donor flows that are disbursed via Government budget procedures. 

We have proposed that the monitoring and the guarantee should apply to a partial definition of aid flows. This raises the potential issue that a shift in the way that aid is provided might be misleadingly reported as a shift in the level of aid. For most practical purposes, this should not be a problem. There are good reasons for encouraging donors to provide support through the budget or in other ways that are easily recorded and verified, and it will be useful if the proposed approach provides a stronger incentive to provide aid in ways that are easily monitored. The difficulty would only arise if there were a reversal of the trend towards on-budget aid in a particular country for good reasons, e.g. a shift from budget support towards offshore direct procurement by external agencies in order to benefit from improved prices or quicker procedures might cause problems in interpreting trends. There are no general solutions to this problem but we would suggest that country reporting might need to include brief explanation of major discontinuities before approaching the facility for support. Although there is a theoretical risk that Government and donor partners might collaborate in order to present exaggerated claims for fund support, it seems unlikely that donors and Government would collude in significant distortion of the data to the extent that major biases would go unrecognised and unreported. 

Conditions for Access

The approach to conditionality is the most difficult and probably most controversial design issue. We have argued that persistent failure to comply with policy agreements should result in a decline in aid spending over time, simply on aid effectiveness grounds, but that the pace of the decline should be moderated to enable policy dialogue and adjustments to take place. This might suggest two levels for the aid guarantee: - a ‘satisfactory implementation’ guarantee and a ‘poor performance minimum’ that is set at a lower percentage of the intended programme. If necessary in order to assuage donor concerns that money should not continue to be wasted for years on ineffectual programmes, the ‘poor performance’ sanctions might be cumulatively more severe, e.g. set at 95% of the ‘satisfactory’ level in year 1, 85% if poor performance continues in year 2, and so on for as long as the performance is not corrected.

In addition to technocratic problems of poor performance, there may be cases where Governments behave so badly that agencies feel that suspension of aid is appropriate. The trick then is to convince Governments that such harsh sanctions will not be introduced in a precipitous or unreasonable manner, while reassuring donors that they will not find themselves continuing to fund Governments that do not meet internationally agreed standards of ethical behaviour. We propose the following safeguards: -

· Establish core eligibility criteria for access to the fund. This should be a minimal set of principles to be respected if aid is to be continued, focused on ethical behaviour rather than policy conditions. It must avoid every donor lobby adding issues that may be important but do not fundamentally challenge the conditions for providing aid. 

· Requests to the fund for support would be copied to donor partners and would go ahead if there were no objection within a specified timeframe.

· If all donor partners object, the proposal would be rejected.

· If two or more donor partners object, the proposal would go for final decision to an international panel with good representation from low-income countries. For reasons of speed and cost, the panel would use e discussion, conference calls or video conferencing to make quick decisions, and would have a sufficient number of alternates to avoid delaying decisions for lack of a quorum. 

Financial and Management Arrangements

The proposal is to establish a central facility to fund aid stabilisation along the lines discussed above. It should be established within an existing international financial institution. The World Bank would be the most obvious candidate, though need not be the only option considered.

Given the shortness of time before the MDG target date, there is a premium on establishing such a fund quickly, which in turn dictates the funding arrangements
. Although it would be better to have all major donors signed up to the proposal and an agreed formula for sharing the costs, such an approach would inevitably lead to long delay and huge uncertainty. The quickest and simplest way to get something up and running would be through developing a proposal and then seeking voluntary donations from interested donors. 

The fund would be constituted as a revolving fund, but in such a way that no unsustainable debt obligation is created. Eligible countries would be able to draw on the fund in order to bring their aid receipts up to a minimum guaranteed aid level. Repayments to the fund would be limited to ensure that aid net of repayments always exceeds the minimum guaranteed aid level, and that the repayment obligation never causes a year on year decline in net aid available to fund public expenditure. A numerical example (Table 4) can illustrate how this might work: -

i. In year t+1, aid falls from the previous annual average of 150mn currency units to just 100mn. The guaranteed net aid level is 135mn (based in this case on 90% of the average of the three previous years, though any other definition is feasible). Actual aid receipts are just 100million. The country applies for, and receives, 35mn from the facility.

ii. In year t+2, the guaranteed net aid level falls to 120mn, requiring a further drawing of 20mn to fill the shortfall in actual receipts of 100mn. A further drawing of 5mn is required in year t+3 to make up the shortfall, resulting in total drawings of 60mn by the end of year t+3.

iii. In year 4, guaranteed net aid falls to 90mn as the high aid level of year t drops out of the three-year average. Actual aid is 100mn, below the previous year’s spending, but above the minimum guaranteed level, so no new drawing from the facility is triggered. Conversely, although aid receipts are above the minimum level, they are below the level of actual aid-financed spending in the previous year, so no repayment to the fund is triggered.

iv. In year 5, aid is assumed to recover to 125mn. The country is able to spend at the same level as the previous year (100mn, which is above the minimum guarantee), but repays 25mn to the fund. 

v. In year 6, further recovery in aid levels enables the balance owed to the fund to be repaid, with a small margin to permit actual spending to rise to 105mn. 

vi. Line f shows the funding available for financing public expenditure, excluding repayments to the fund. Comparison of line f with line a shows how access to the facility has permitted a smoothing and moderation of the rate of decline in aid financed public expenditure. The example given is a pessimistic one. With a background of rising aid flows, it is likely that most actual cases would involve smoothing of fluctuations and would permit a more rapid repayment of the facility.

Table 4: Numerical Example of Drawing and Repayment to Aid guarantee facility

	
	Years t-2, t-1 and t
	T+1
	T+2
	T+3
	T+4
	T+5
	T+6

	a. Aid level
	150
	100
	100
	100
	100
	125
	140

	b. Guaranteed net aid for drawing on fund (=90% of average of 3 previous years)
	
	135
	120
	105
	90
	90
	95

	c. Withdrawal from fund
	
	35
	20
	5
	0
	0
	0

	d. Repayment to fund
	
	
	0
	0
	0
	25
	35

	e. Net fund position, year end
	
	-35
	-55
	-60
	-60
	-35
	0

	f. Aid financing for public expenditure
	150
	135
	120
	105
	100
	100
	105


There are a number of options for how repayments to the fund might be managed. The fairest and most transparent would be to treat it as a Government debt repayment obligation. If that proves unworkable or if Government incurs arrears, an alternative would be to repay the Fund directly as a first charge on future donor support, i.e. future disbursements would have fund repayment netted out, with donors earmarking a portion of their support to repay the fund. This would create practical and legal difficulties and should not in practice be necessary. There would be some attraction in asking those donors who were responsible for the shortfall to make repayments to the fund. However, this would be likely to be messy and controversial and to delay the setting up of the fund. There would be nothing to stop particular country groupings such as general budget support groups agreeing among themselves that donors responsible for funding shortfalls should be asked to make contributions to the fund, but we do not recommend any attempt to introduce a mandatory approach.

Avoiding tying up large sums of idle donor money

The fund will always make a net loss on transactions, since repayment will never exceed the initial disbursement. It is possible to make some assumptions as to plausible scenarios for the required cash flow, but actual calls on the resources of the fund will be difficult to predict. Donors will wish to avoid providing substantial funds that may then lie idle in the Bank, but will also wish to avoid the uncertainty of the fund making unexpected calls on their resources. This suggests that the fund should: -

· Initially define its objectives quite narrowly, focusing to begin with on a small group of very poor very aid dependent countries, and with cautious assumptions as to the objectives set, in order to ensure that the call on resources is within prudent estimates of probable costs. The ambition of the fund can be expanded as experience improves knowledge of the financial risks, and as (hopefully) success attracts additional donor contributions.

· In order to minimise the need for large-scale donor funds to be held in reserve, it would be useful (though not essential) if the fund could be given authority to manage its cash flow by borrowing on capital markets. 

It will be important to do some detailed modelling of scenarios to indicate the size of the fund required, and the extent of the smoothing in total expenditure that can be achieved. For illustrative purposes, we could assume that the objective is to sustain aid at 80% of the target level, which would in most cases ensure that annual shortfalls do not exceed 10% of public expenditure. We might envisage a worst case scenario where one quarter of Sub-Saharan African countries face shortfalls in aid in the same year, requiring compensation of 10% of total aid flows to 25% of the countries in the area of the world where most of the highly aid dependent low income countries are located. With total aid to Africa now running at $24bn, this would cost $600mn or roughly £300mn. To give a rough illustration of the realism of these numbers, in the last five years, only a dozen African countries have suffered year on year falls of more than 10% in their aid receipts. Of those suffering year on year declines of more than 10%, the average decline was around 25%, in most cases the decline was for one year only with recovery thereafter. The last 5 years have seen aid to Sub-Saharan Africa growing strongly, with the exception of a small decline in 2000, so the conclusions may be a little over-optimistic, though the experience of rising aid flows looks likely to continue based on recent statements from donors, so the results may not be untypical. With reference to a three-year average, the declines would generally have been significantly lower. Moreover, these figures refer to total aid flows, including volatile items such as humanitarian aid, and may include stock figures related to debt relief. Confirmation from detailed modelling is essential, but it does look possible to achieve a useful degree of stabilisation of aid flows for a manageable cost.

The cash flow is by its nature likely to be unpredictable. This suggests a financial structure in which the fund is able to smooth cash flow by borrowing, subject to guarantees from the donor sponsors. If the Fund is established within the World Bank, it may be able to benefit from the capital market expertise and AAA credit rating of the Bank. The sponsoring donors would provide initial funding and make commitments for the following (say) three years. If the fund mainly acts to smooth aid receipts around a generally rising trend, it should over time be able to fund a large percentage of lending from repayments. The problem would be if the facility were to commit itself to guaranteeing rising commitment levels that then fail to materialise. This suggests the need for a cautious initial approach to the level of guarantee that is offered. After describing the procedure for accessing funds, the report sets out some specific proposals for how the risks to the fund can be managed.

Suggested procedure for Accessing Funds

One of the difficult challenges will be for the fund to operate sufficiently quickly to be able to offset shortfalls in time to avoid expenditure cuts. A frequent experience of buffer funds is that they end up by amplifying shocks because the funding arrives after the crisis has passed. A possible procedure would involve: -

1. The facility would issue operational guidelines, setting out the criteria for eligibility, and the definition of minimum guaranteed aid receipts for individual countries. This might most easily be done in the first instance through application of a historic formula, though it would be preferable to move to include a forward-looking element allowing for the expected growth in spending. There could be a process by which the country, with the endorsement of its local donor consultative group, is invited to propose the categories of aid that it wishes to protect, and the expected future growth of that aid based on donor indications of funding. The facility managers would need to assess the risk of underwriting the assumed future profile of spending, and form a judgement on the assured minimum levels that are consistent with the budget available to the facility.

2. In the third quarter of the year, the Government, together with donor partners, would assess the expected disbursements of relevant categories of aid compared to the guaranteed minimum and, if there is a shortfall, apply to the facility for a drawing on the fund. The proposal would contain details by donor of commitments and actual and expected disbursements in the current year. It would also show the previously agreed guaranteed minimum and hence the size of the expected shortfall. It would indicate whether the application is for the maximum amount, or whether the guaranteed minimum should be adjusted down to the ‘poor performance’ level. In order to avoid the need for a cumbersome and time-consuming process for verifying and agreeing the numbers and the performance level, it is suggested that the task be delegated to Government and one locally represented agency, with other donors copied in but only consulted on a ‘no objection’ basis. For most countries, it will be sensible to use the World Bank as the donor voice, though other options are possible (IMF given their role in monitoring budget finances, or lead donor or contact point for budget support).

3. If there were no objection from donor partners, funds would be released on a non-discretionary basis by the facility managers, within (say) one month of receiving the application, enabling disbursement to occur within the financial year to which the application refers. The only function of the facility managers would be very basic checks to ascertain that the guaranteed funding level was as previously agreed, and that the donor partner had endorsed the estimates of likely disbursement.

4. There will be discrepancies between actual aid disbursements and those expected at the time of application. Where excess funds are drawn due to under-estimation of aid flows, the excess should be repaid the following year subject to ensuring that this does not cause a drop in net aid below the guaranteed level (Table 5, Example 1).  Where aid flows are over-estimated, the case for retrospectively increasing drawings from the fund is less clear. The last column of Example 2 in Table 5 illustrates the risk of retrospective adjustments leading to a bulge in resources, unrelated to the public expenditure needs. A better approach would be to permit supplementary requests to be submitted within year if it becomes clear that disbursements will be lower than initially anticipated. Example 2 also illustrates the danger that repayments could be triggered based on estimated data that proves over-optimistic. We propose to avoid the problem by basing drawings on estimated data, while repayments (which are less time-critical) are based on actual data.

 Table 5 Adjusting Drawing and Repayment for errors in estimated disbursements

	
	T
	T+1
	T+2
	T+3
	T+4

	Example 1: persistent under-estimation
	
	
	
	
	

	a. Minimum Guaranteed Aid
	100
	100
	100
	100
	100

	b. Forecast aid
	80
	80
	80
	80
	80

	c. Actual Aid
	90
	90
	100
	120
	140

	d. Drawing without adjustment (a-b if a>b)
	20
	20
	20
	20
	20

	e. Resources to fund public spending
	110
	110
	120
	140
	160

	f. Fund position end year
	-20
	-40
	-60
	-80
	-100

	g. Adjustment to re-pay excess drawing
	
	10
	10
	20
	40

	Adjusted Fund position end year
	-20
	-30
	-40
	-40
	-20

	Resources to fund public spending
	110
	100
	110
	120
	120

	
	
	
	
	
	

	Example 2: Persistent over-estimation
	
	
	
	
	

	Minimum Guaranteed Aid
	100
	100
	100
	100
	100

	Forecast aid
	90
	90
	100
	120
	140

	Actual Aid
	80
	80
	80
	80
	80

	Drawing without adjustment 
	10
	10
	0
	-20
	0

	Unadjusted Resources to fund public spending
	90
	90
	80
	60
	80

	Fund position end year
	-10
	-20
	-20
	0
	0

	Adjustment 
	0
	-10
	-10
	-20
	-40

	Drawing with Adjustment
	10
	20
	10
	0
	40

	Adjusted Fund position end year
	-10
	-30
	-40
	-40
	-80

	Resources to fund public spending
	90
	100
	90
	80
	120


Limiting the Risk to the Fund

A major risk is that aid receipts may persistently undershoot the levels that the fund is committed to guarantee, resulting in explosive and unsustainable growth in calls on the resources of the fund. We have previously discussed the importance of setting the ambitions of the fund, at least initially, at modest levels. In addition, some process is needed for reviewing the cases of countries where aid receipts continually under-shoot, resulting in a continual annual drain on the resources of the facility. It would of course rather defeat the object if the facility sought to re-negotiate the minimum funding level every time it became necessary to defend it. Nevertheless, there does need to be a procedure for placing the main responsibility for ensuring that promised funds are delivered on the mainstream programmes of the large donor agencies, rather than at the door of a much smaller fund. The existence of the fund should be useful for identifying countries that are subject to persistent shortfalls in donor funding relative to donor promises. It is proposed that: -

· Data on countries making use of the fund should be published, drawing attention to the scale of the shortfalls by donors. Ideally, it might be useful to also highlight those donors responsible for shortfalls in disbursements relative to commitments.

· Though not a condition of release of the funds, the Government and contact donor for each country drawing on the resources of the fund should be asked to submit a joint letter within the following nine months setting out the causes of the shortfall, and what action has subsequently been taken to mobilise additional funds and improve disbursement outturn. The letter need not be long or detailed: the main objective is to ensure that some action is provoked in order to address the problem. The letters should be made available on the web page of the facility, in order to inform existing and potential donors, and enable civil society organisations to monitor action and lobby for more to be done.

· If a country draws particularly heavily (aid less than 70% of guaranteed levels, or more than 15% of fund resources?) or persistently (either two or three years in a row), the steering committee of the facility should facilitate a review of the situation with donors to the country, reviewing whether the guaranteed minimum aid levels remain appropriate and how they can continue to be funded. This could include for example agreement by donors to themselves reimburse the fund if shortfalls are again experienced. The aim should be to seek a solution that preserves the guarantee without undermining the solvency of the facility. 

Organisation and Management Arrangements

The organisation of the facility is best left to those with more management and institutional expertise than the present author. Tentative suggestions are that the facility might be organised as a trust fund within the World Bank. Day to day management would be by a small secretariat, overseen by a steering committee drawn from the sponsoring donors. The management would be guided by operating procedures that should be drafted to allow funding decisions to be quick and non-discretionary, with the decision-making role of the facility limited to checking that the application meets the criteria for eligibility.

A critical early task is to define eligible countries, the types of aid covered, and the minimum aid expenditure levels that the facility will seek to defend. An approach that would permit early start up would be to: -

i. Define minimum standards that would be applied to all countries, e.g. specified aid categories not to fall below 80% of the real average of the previous three years.

ii. Develop a guidance note or working paper setting out the approach to defining more challenging targets for some countries, based on reducing over time the extent to which they are under-aided, or based on future aid indications, as previously discussed.

iii. Rather than determine the targets for each country centrally, invite countries (with the cooperation of their development partners) to propose the minimum aid levels they would wish to defend, but complying in general terms with criteria set out in the guidance, with those criteria being explicit enough to prevent targets being set at unrealistic levels, e.g. by including limits on the proposed rate of increase or share of GDP based on the experience of reference countries.

iv. The steering committee would have the task of reviewing proposals for more challenging targets to defend, and determining agreed minimum guaranteed aid levels.

The management will be responsible for: -

· Mobilising donor funding;

· Developing detailed operating procedures for approval by the steering committee;

· Inviting countries to apply for the right to draw on the funds of the facility;

· Providing the secretariat to the steering committee;

· Financial management and reporting;

· Review and approval of funding request complying with operating procedures;

· Referring cases as necessary to the independent panel, and communicating recommendations to the applicant and to the steering committee;

· Managing a web site;

· Initiating reviews of heavy or prolonged users of the facility;

· Preparing reports and statistics for the committee in a format and frequency required;

· Publishing reports and statistics on the web site of the facility. 

The steering committee would: -

· Approve the budget and operating procedures of the facility;

· Commission and review progress reports and approve the annual accounts;

· Approve proposals for changes to the guaranteed aid levels to be supported by the facility;

· Appoint members of the independent review panel and periodically review the satisfactory operation of the panel;

· Generally provide strategic direction, reviewing progress periodically and approving changes in policy and operating procedures. 

Next Steps

If the proposed facility is felt to have merit, the proposal should be circulated among the donor community for further review and discussion. Subject to reactions received, a working group might be convened to develop it further, commissioning a more detailed design study to flesh out the organisational arrangements and operating procedures, and to estimate the financing required on various approaches to defining eligibility for funds. Outline TORs for such a study are at Annex 2.

Annex 1: Terms of Reference

Improving the predictability of aid flows: 

Draft ToRs for consultancy 

Introduction 

1.  Increasing attention is being given to ways of addressing problems of volatile and unpredictable aid flows. DFID is supporting development of good practice guidance in the DAC, and is taking a variety of steps internally to improve the predictability of UK aid. 

2.  There is recognition however that more needs to be done to tackle long-term aid predictability (3 to 10 years) especially for countries furthest from meeting the MDGs. This presents a major challenge since there is no ideal model for providing aid flows that are both assured and, at the same time, responsive to recipient performance.

3.  Several donors (including DFID) have made commitments at a political level to tackle - with determination - development challenges which are inherently long term in nature (e.g. HIV/AIDS), without applying the same political and macro economic conditions attached to PRBS to the associated financing.   Against this background it appears that predictability inherent in existing international aid architecture is failing to match expressions of political commitment. The consultancy will help take forward DFID's thinking on this range of issues, and help DFID’s capacity to engage and influence internationally.

Purpose and objectives 

4.  The overall purpose of the consultancy is to develop in outline innovative proposals for improving predictability (especially for PRS countries furthest from meeting the MDGs), which might carry realistic prospects of acceptance among like-minded donors, and provide (if appropriate) ToRs for a follow up exercise designed to test out acceptance among partners.

5.  Specific objectives are to investigate & articulate proposals, in outline, on:  

· Practical ways of enhancing predictability from the perspective of a typical aid dependant recipient needing to substantially scale up public services, within the scope provided by existing aid instruments and commitments.  Assess any new ideas against standard criteria used by the IMF for determining the appropriateness of relying on revenue streams for the financing of long-term expenditures, in the light of IMF guidance notes on this point.
· How to raise the long-term predictability of PRBS in acceptable ways e.g. by introducing sector-linked funding `streams` dependant on recipient commitments to undertake scaled-up expenditure programmes focused on a particular issue (e.g. Education for All Fast Track Initiative). Main elements of the conditionality design such as: long-term (e.g. 8-10 year) indicative commitments of sector-linked PRBS; firm medium-term (e.g. 3 year) rolling commitments assured subject to maintenance of an environment supportive to the agreed sector programmes; gradually tapered response in the event of unresolved performance problems at sector level. Another solution might involve reducing the level of conditionality in PRBS and introduce clear principles in longer term MoUs or CASs.

· Constructive use of aid to build up foreign exchange reserves to be drawn down in response to any delays in donor disbursements, while recognising the need for effective reserve and budgetary management. Desirability, and opportunities and constraints for moving forward on this front, taking account of constraints involved in giving aid in advance of need. 

Other objectives 

6.  An additional area for investigation is the scope for establishing common financing channels for PRBS to reduce transaction costs, facilitate common reporting arrangements, and intermediate the timing at which donors provide money and when countries need it. This might be achieved though a third party arrangement for collecting and transferring funds to recipients, consistent with donor aid commitments. If managed by the IMF payments might be made though deduction from IMF accounts of donors in the event of their non-compliance with agreements. Alternatives might be establishment of a compensatory finance facility, or other innovative forms of insurance.  

7.  The Bank has agreed to do some work in this area. The objective of the consultancy is to develop specific suggestions to help provide a better basis for DFID assessment of what the Bank may propose.

Methodology 

8.  The work will build on existing work in areas described and be carried out in ways which complement other (planned) work on volatility (i.e. to update Bulir and Hamann) and on the appropriate stance of macro policy in situations of high/increasing aid flows (ToRs attached for information), and work by W-Bank (as described). Opportunities to link with relevant SPA processes will be identified and exploited as far as possible. 

9.  The consultant will liaise closely with DFID's Development Financing Team  (Policy Division), Team Leader. Minor revisions to the ToRs may be made subject to agreement at an early stage in the consultancy. A list of contacts to support and help facilitate the work will be provided by DFID.

Outputs 

10.  The outputs will consist of a report, and a seminar or similar dissemination event. The report would include further proposals (if appropriate) for follow up work e.g. to test out acceptability of new proposals to partners organisations including IFIs    

Annex 2: Aid Guarantee facility: Draft of Outline Terms of reference 

Objective

Based on the proposal set out in the report 'Improving the medium to long-term predictability of Aid (Mick Foster Economics Limited, January 2005)', the consultants will prepare detailed proposals for the design and management of the proposed Aid Guarantee Facility. 

Tasks

Financial Aspects

Undertake quantified modelling in order to estimate the size of fund required and the cash flow and reserve requirements based on different assumptions regarding the criteria applied for eligibility to access the facility, the definition of the categories of aid to be covered, the minimum guaranteed funding levels to be established, the proposed procedures for drawing on and making repayments to the fund, and the proposed arrangements for managing the risk of heavy or prolonged use. The analysis will be informed by past experience of fluctuations in aid (including the study currently being financed by DFID), and by assessment of future donor intentions and likely impact.

Make detailed recommendations for the financial management of the facility, including estimating the up-front and annual costs of the facility, and making recommendations on the proposed capital structure and financial management policy and procedures, including policy on borrowing and investment of funds. Based on the modelling exercise and the review of management costs, develop forward cash-flow requirements for the facility based on different assumptions, including a minimum core scheme, and more ambitious options if additional funds become available. Highlight the size and frequency of donor support required to establish and maintain the fund within prudent operating limits.

Organisational and Institutional Arrangements

Review and make recommendations on the organisational and institutional arrangements for the proposed facility, keeping in view the requirement for quick decisions and minimal costs. The recommendations should address:

1. Identifying a willing host organisation;

2. Developing proposals for the organisational structure and institutional arrangements, including terms of reference and membership of the steering committee and independent review panel, organisation structure of the secretariat including job descriptions of staff.

3.  Administration costs of the proposed facility should be estimated and an outline budget presented, and incorporated in the financial analysis.

Operating Procedures

Develop detailed operational guidance for the management of the facility including but not limited to: 

1. Guidance on applications for membership, including definitions of types of aid, and templates for applications; 

2. Proposals for the definition and subsequent review of minimum guaranteed aid levels, closely based on the approach set out in the Foster report, but modified to ensure consistency with financial sustainability; 

3. Develop detailed procedures and documentation for request and approval of drawing from the fund and for subsequent repayments, the approach to be consistent with the principles of speed and non-discretionary decision-making;

4. Proposals for the procedure for dealing with objections to the approval of requests, including operating principles for the proposed independent review panel;

5. Procedures for review of use of the facility, including the proposed follow-up letters, and triggers and procedures for heavy and prolonged use of facility funds;

6. Format and frequency of management and financial reporting, including arrangements for accounting, audit, and for regular monitoring and periodic evaluation and review.

7. Communication strategy, including ensuring that countries are aware of the facility, and that the information on utilisation of the fund is widely publicised to support civil society follow-up of the reasons for donors not meeting their commitments.

Economic and Financial Analysis

Undertake financial and economic analysis, setting out projections of the costs of the facility, and the benefits in terms of the likely impact on the profile of aid receipts for aid dependent countries compared to a ‘no facility’ alternative. The value of benefits will not be possible to quantify, but the views of potential beneficiary countries should be canvassed (possibly drawing on local World Bank offices to facilitate the task), in order to make some assessment of the value that Governments would place on the increased security of aid flows that access to the facility could offer.

Based on the analysis undertaken, make recommendations on a preferred design and size of the facility in order to fully meet the short-run and long-run objective of providing aid dependent countries with sufficient assurance to scale up their spending programmes based on donor indications of increased aid flows. On the assumption that the proposed facility may initially be resource-constrained, the consultants should also make recommendations on the minimum credible size for starting the facility in a way that would achieve worthwhile benefits. The recommendations will include proposed country coverage, the definition of minimum aid guarantees for an initial facility, together with a suggested approach to expanding the ambition and remit of the facility as funding and improved experience of actual risks permits. 
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The detailed proposals in the report were developed after most of the discussions listed above. Time constraints, compounded by end of year vacations, prevented consultations with all of those on the original list. The biggest gap is that, despite several attempts, the author did not succeed in arranging a time for discussion with the EU, although Riccardo Maggi kindly provided a copy of the very useful EU paper for the DAC on good practice in budget support. Time also prevented consultation with key contacts in the World Bank, as well as with the DAC. The next stage should therefore be one of wide circulation and discussion of the draft report, including bringing in those not previously contacted.
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� For discussion of responses to the shorter-term issues, see OECD-DAC Working Party on Aid Effectiveness and Donor Practices, Joint Venture on Public Financial Management, DRAFT GOOD PRACTICE PAPER: 8 December’ Good Practices in Public Financial Management: Increasing the predictability of aid flows





� DFID 2004


� Foster, Mick, The case for Increased Aid, 2003


� However, there are precedents for this: European donors made up shortfalls in funding for UNFPA after the US reduced funding due to concerns over abortion.


� Adrian Wood has proposed going further, with donors disbursing to a third party (the IMF or a Bank), which would have a claim on the donors if disbursements fall short. We preferred the reimbursement option because it can be applied to the totality of donor aid without requiring the agreement of more than a core group of donors willing to provide funding.





� Foster, 2004


� For a discussion and proposals on the overall approach to conditionality, see DFID, Partnerships for poverty reduction: changing aid ‘conditionality’, A draft policy paper for comment. September 17th 2004.





� See OECD-DAC Dec 2004


� Kanbur, Ravi, 


� Such long-term commitments are under consideration by DFID. See Improving the predictability of aid flows: Proposals for action (DFID)-development finance team, Dec 2004





� DFID, December 2004, Accelerating Progress towards the MDGs, A proposal to provide longer-term predictable financing for stepped up recurrent costs for health. DFID Non-Paper to High-level Forum on health, Abuja, December 2004. 


� It is for reasons of speed that this report does not take further Adrian Wood’s suggestion that stabilisation might be achieved using the IMF, with donors who fail to keep their commitments having the funds recovered automatically from their accounts with the Fund. Initial discussion suggests the idea would face opposition from those in the IMF management and Board who feel that the Fund has already strayed too far towards becoming a development rather than a monetary institution. 
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