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It is only to be expected that a seminar attended mostly by those with a direct interest in continuation of economic aid to developing countries would be more concerned with how to deliver aid efficiently than with whether it should be provided at all. Yet there is some evidence that the developing countries that have done best are those that have not relied on aid so much as on their own efforts. Thailand, Malaysia, and Singapore are cases in point, whereas despite the huge volume of aid provided to a country like Tanzania its real income per head is less now than it was when the British awarded independence in 1963, and Papua New Guinea has little more to show for all the aid it has received. However this Note will not go so far as to rule out any value of aid, but will rather emphasise preference first for project over programme aid, where the latter consists only of transfers of funds unrelated to specific projects, and second, for project aid that is based more on wealth creation than on poverty reduction.

Mark McGillivray's paper (this volume) reported favourably on the work by Burnside and Dollar (2000) and Collier and Dollar (2002). These authors were all employees of the World Bank at the time they wrote their papers so perhaps it is not too surprising that they find that aid is generally effective, albeit more so either in countries with appropriate macro-economic policies or with a combination of high poverty and sound policy. What is unusual is that some major aid agencies (such as the World Bank's IDA and Britain's DfID) so quickly adopted the Dollar-Collier policy recommendation that countries with a low CPIA index should receive less aid than those with higher CPIA scores when the statistical basis for that is so shaky.
 

McGillivray (2003) does not mention the critique of Burnside and Dollar by Easterley, Levine, and Roodman (2003), who use a longer data set and more countries including Papua New Guinea, and cast considerable doubt on the Burnside and Dollar conclusions - indeed they found that Papua New Guinea in the 1980s had surprisingly poor growth despite having relatively good economic policies and inflows of aid. It is pertinent that in the 1980s most of Papua New Guinea's aid was in the form of the annual block grant in support of the budget from Australia, a "blank cheque" as Helen Hughes has called it. 

But further criticisms of the Burnside-Dollar and Collier-Dollar findings by Dalgaard et al. (2004) have led to an equally implausible conclusion, that it is distance from the equator that determines the effectiveness or otherwise of aid because tropical countries as a whole tend to have worse CPIA policy and governance indicators than non-tropical countries. That would have to be rather depressing news for countries like Papua New Guinea and the Solomon Islands, as Collier and Dollar recommend in effect that such countries should be denied all aid because of their low CPIA! But whilst it is true that most equatorial countries in Africa demonstrate both low CPIA and low effectiveness of aid, it is much less obvious for various equatorial countries in Latin America and South-east Asia that have grown very rapidly, and tropical oil producing Middle-eastern and South American countries like Saudi Arabia and Venezuela despite their poor CPIA hardly need aid.

A major problem with these studies is that they deal with values of aggregate aid flows without breaking down the aid into its components including distinguishing between project and programme aid. In addition all they present is a statistical association that overlooks a good deal of circularity, such as that most aid will have gone anyway to countries with sounder policies, since those countries will have found it easier to negotiate larger volumes of aid than other countries. These studies also depend on an assumption that foreign capital in general as well as in the form of aid is the crucial determinant of economic growth and poverty reduction. That assumption is a form of money illusion, in the sense that very often it is not shortage of money that holds back development, but rather all the other necessary conditions that so many third world countries, especially in Africa, but also in the South Pacific, fail to apply.

For example, Papua New Guinea's annual grant aid (mostly from Australia) has averaged A$270 million a year since 1990. Yet throughout that period the country's own banking system has been awash with liquidity, to the extent it could be lending much more than the cumulative volume of total grant aid since 1990 of A$3.78 billion, instead of the present actual A$600 million (at the current exchange rate of K1.00=A$0.4), see Table 1. Current bank lending of A$600 million is well below both what it could be with a normal banking minimum liquid asset ratio (MLAR) and the current level of foreign exchange reserves of the Bank of Papua New Guinea. Clearly it is not shortage of money that is Papua New Guinea's problem, and it is to the credit of the Australian government that it has recognised this over the last decade or so, by switching from the former "blank cheque" of its previous budgetary support to addressing specific needs of the country for infrastructure and supporting medical and educational programmes.

Table 1
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3787.36

Average 1990-2003, A$mn p.a.

270.53

Liquid assets of banks, April 2004, A$mn

600.00

Potential lending, at MLAR 8%, A$mn

7500.00

Actual lending, A$mn

600.00

FX Reserves of BPNG, A$mn

680.80

Actual and potential bank lending in Papua New Guinea

The chronic under-lending of the banking system in Papua New Guinea leads to a pitifully low level of lending for agriculture and housing, of less than A$50 million each (Curtin 2000). Barely 3 per cent of Papua New Guineans own their own homes (that is, with title), which points to a general failure to put in place the necessary conditions for wealth creation. Those conditions include not only good governance but above all secure individual poverty rights (de Soto 2000).

It is a matter for regret that the Australian government has not persuaded major multi-lateral aid donors to follow its example of providing project rather than programme aid. This led to the supreme folly, to which in a moment of aberration Australia participated, of the lending in 1999 and 2000 of no less than US$500 million to Papua New Guinea for nothing more than balance of payments support, albeit subject to some policy reform conditionality. This helped the government of the day to halt the slide in the Kina's exchange rate, but apart from the privatisation of the Papua New Guinea Banking Corporation and granting of a degree of autonomy to the Bank of Papua New Guinea (the reserve bank), most of the policy conditions were set aside, notably those relating to logging (see paper by Colin Filer in this volume).

Yet had the US$500 million been tied to some major infrastructure projects there would have been more to show for it. A short list of such projects would include a serious effort to upgrade the Highlands Highway, instead of the minimalist efforts of the Asian Development Bank, which has managed to repair only 14 kilometres. Another long overdue project is completion of the Yonki Dam hydro-electric project, which was funded largely by the World Bank in the 1970s and 1980s but which remains equipped with only half of the originally planned turbines. The failure of donors to fund these turbines along with the transmission line needed to deliver power to Port Moresby has condemned the country to a much higher average cost of electric power than if Yonki was being utilised to its full capacity. Thermal power costs more than three times per KWh as hydro - so using Yonki to its capacity could lower electricity tariffs by at least half (not all towns are in reach of Yonki), with consequent reductions in costs of industry and commerce.
 

To use the language of this seminar, such a project would be pro-poor and poverty reducing, since there would be a positive impact on employment. Building transmission lines from Yonki to the south coast would also provide more opportunities for rural electrification, and access to cheap power can have a dramatic impact on agricultural productivity - Lester Thurow (1996) has described how it was power that transformed agriculture in the USA in the 1930s and banished the rural poverty depicted in Steinbeck's Grapes of Wrath.  

It seems a pity that the multi-lateral donors have lost interest in such projects, even though they have the capacity to make a real difference to standards of living, and now like the EU give preference to what could be called village pump schemes. Such projects are no doubt valuable, but how sustainable are they once the donor has moved on? All too often such projects are not maintained because of the moral hazard noted by Satish Chand (this volume). For example, projects to which local communities made little or no contribution lack ownership by the beneficiaries. The frequent destruction of schools in Papua New Guinea's highland provinces suggests inadequate ownership. 

Yet Kenya's harambee (self-help) approach to building primary and secondary schools was if anything too successful, leading to primary enrolments of 91 per cent of the relevant age group by 1980, being attacked by the World Bank because of the demands these schools made on the budget via the government-funded teaching service. Ironically the Bank's imposed budget cuts helped to reduce the primary enrolment ratio to 65 by 1997. Similarly in Papua New Guinea teachers account for over half of all public servants on the national government's payroll, a fact often ignored by those calling for "public sector reform" via across the board reductions in the payroll. 
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Aid, Growth, and Poverty Reduction

Growth in GDP

Poverty 

ODA/GNP

Growth rates % p.a.

per capita

reduction

%

1990-1999

1990-1999

1992

Sub-Saharan Africa

0.47

-1.02

6.92

East Asia & Pacific

7.18

1.05

0.34

Mid.East & N. Africa

0.66

0.23

1.23

L. America & Caribbean

1.23

0.23

0.3

E. Europe/Central Asia

0.13

-0.68

2.17

S. Asia

3.33

2.50

0.66

Developing World

3.81

0.92

1.45

Source: Mosley et al., 2004

Another major project that is more income generating than directly "pro-poor" is post-secondary education. Here although economists have for long described education as "human capital formation" or investment, all governments fund education from their budgets' recurrent spending rather than from the capital or development budget, and most donors refrain from doing much about funding the recurrent costs of education, precisely because they are recurrent. Yet teaching is by far the largest component of the costs of education. If donors would club together to fund not just the capital but the recurrent on-going total teaching costs of say ten senior secondary schools in Papua New Guinea they would double the output of eligible university and technical college entrants. Churning out yet more primary school leavers who have no hope of employment (only 10 per cent of primary school-leavers were in employment at the 1990 census) has poor social and economic returns compared with producing more with Year 12 qualifications and above, for whom the employment rate in 1990 was more than 80 per cent.

Sinclair Dinnen's paper (this volume) commented on the use in other papers of the term "failed states", suggesting that Papua New Guinea and the Solomon Islands have never been states in any meaningful sense. In Papua New Guinea's case the problem has been compounded by the existence of no fewer than nineteen provincial "governments" whose World Bank-approved reorganisation in 1995 led to a dramatic reduction in both accountability and delivery of the basic services for which they are responsible (primary health and schooling to Year 10). This is another example not so much of failed states as failed donors - the World Bank (1996) specifically approved the new provincial set up in 1995 at a time when it had considerable leverage while negotiating its 1995 Structural Adjustment loan to require reversal of such an obvious retreat from representative local government.

Finally it should be noted that although all aid donors have decided to give priority to poverty reduction rather than to wealth creation, the evidence in Table 3 is against that change in emphasis, for it shows clearly that the regions where poverty reduction was greatest were those which achieved the highest overall growth rates between 1990 and 1999.  Of course it could be argued that it was poverty reduction that induced growth, but scale factors make that unlikely, although there would be feedback factors at work. The evidence in Table 3 also indicates how ineffective aid has been in promoting poverty reduction and growth in sub-Saharan Africa, whilst the regions with fastest growth and largest poverty reduction were mostly the ones with the lowest ratios of aid to national income.
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Relative costs of Hydro and Thermal Power

Total est prime cost

2001-2010

Generation O & M

Kina 000s

Hydro 

60,255

                    

 

Thermal

120,454

                  

 

Total

180,709

                  

 

Energy requirements by source, GWh

GWh

Hydro 

5,957

                      

 

Thermal & other

3,445

                      

 

Total

9,402

                      

 

Kina per GWh

Kina/GWh

Hydro 

10,115.28

               

 

Thermal & other

34,964.47

               

 

Total

19,220.54

               

 

Source: Elcom, 

Ten Year Engineering Plan

, 2000.
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� The CPIA is the World Bank's "Country Policy and Institutional Index". "Sound" macro-economic policy is said to be a function of having a budget surplus, low inflation, and openness to foreign trade. Yet Brazil is just one country showing rapid economic growth despite not much aid, large budget deficits, very high inflation, and not obvious openness to foreign trade. Dalgaard et al. (2004) comment that most evaluations of the Burnside-Collier-Dollar work find statistically insignificant correlations between aid and various policy indices.


�  Towns like Lae, Madang, and Mount Hagen are supplied by the Ramu grid from Yonki, but because Elcom's (now PNG Power) tariffs have always been set to cover thermal power's higher costs by charging more than hydro's marginal cost, their power is just as expensive as Port Moresby's. Port Moresby does derive some hydropower from the Sirinumu Dam, but that also supplies the capital's drinking water, and cannot be used to its full power generating capacity, especially in drought years.


�  The new arrangements eliminated the previous elected provincial assemblies and elevated the "regional" (i.e. elected by the whole province) members of the national parliament to be "Governors" with extensive largely non-accountable executive powers.





PAGE  
1

