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Let me begin by suggesting that contrary to conventional wisdom the developing countries should reconsider contracting official aid not because of the traditional reasons of Dutch Disease, conditionality, tying of sources, supply – driven nature but for a completely different set of reasons. Casual empiricism suggests that official aid does harm the interests of the aid recipients because it has a greater element of volatility and is characterized by larger herd instinct than is usually recognized. This volatility arises primarily because of the inbuilt tension between the nature of development and the expectations of tax payers in the donor countries. Development involves risk taking and uncertainty as the path forward and the policy outcomes are not known with any degree of precision. Just like the Venture Capital in the private sector the failure rate is quite high but the countries that are successful are able to offset the losses and failures. The tax payers in the donor countries, on the other hand have very low risk appetite and want their assistance to pay off in all the countries and expect a determinate and acceptable return on the money they provide. Their parliaments, academics, media and auditors therefore are wary of the aid that flows to the countries with poor development outcomes or a record of failed projects. This tension has resulted in aid policies that have not helped but hindered the process of development.

Second the time horizon and time preferences of the aid givers and the uniformity in their standards may not necessarily coincide with the actual time taken for policies and projects to produce results under divergent initial conditions and specific country circumstances. A country with relatively better initial conditions may be able to produce results with a given amount of aid resources after 5 years but to insist that another country with less favorable circumstances should have the identical time dimension is fraught with dangerous consequences.

Third, the most popular word in aid jargon i.e aid coordination has actually often inadvertently or unintentionally resulted in   destabilization of the recipient country economies rather than in promotion of economic capacity building and sovereign decision making. For example, if an aid receiving country, for some reason or the other, is unable to meet the quarterly performance criteria specified by the IMF in their program there is a reasonable chance that other donors will also not disburse their tranches on the stipulated time .From my personal knowledge I can recount the experience 

of Ghana in the 1990s when the budgetary deficits widened, inflationary expectations heightened and cedi-$ exchange rate got a beating once  the country got off-the-track from the IMF program targets and most donors refused to release the resources for financing the budget.  This herd instinct behaviour is less documented for the official creditors but is widely discussed in the literature for the private creditors. 


Fourth, the changing fads and fashions among the donors both in respect of the choice of countries targeted for assistance and the priorities accorded to the programs, policies and interventions also create discontinuities.  While development requires a continuous and consistent set of interventions and a long gestation period for producing the benefits the frequency and the speed with which donors change their programmatic themes interrupt this process prematurely.  For example as Frances Stewart pointed out the earlier evaluation of Turkish Steel Industry were quite negative but with the passage of time the industry improved its efficiency.  More recent evaluations have concluded that the industry is competitive.  If Turkey was dependent on the donors, the withdrawal of assistance from the Steel Industry would have led to its closure and huge loss of foregone opportunities for the country.

   Besides the above considerations I also think that the debate about official aid effectiveness is becoming irrelevant as the sources of external financing available to various groups of developing countries are changing rapidly and widening. Let us examine the current scenario of international capital flows.  According to the Global Development Finance Report of the World Bank total capital flows to developing countries in 2006 reached a record $ 571 billion. Repayments on loans owed to governments and multilateral institutions outstripped lending by $ 145 billion as middle income countries made voluntary prepayments to the Paris Club of creditors and the IMF.  High oil prices have enabled several major oil exporting countries to prepay such debt.  Developing countries made net capital outflows of $ 185 billion to official creditors between 2003 and 2006 while net capital inflows from private creditors reached $ 1.9 trillion.  70 percent of these in flows came in the form of foreign direct and portfolio equity investment.  

Another group of developing countries such as China, Russia, Brazil, Korea is rapidly accumulating foreign reserves and transferring these savings to finance current account deficit of the United States of America. These groups alongwith the oil exporting Gulf states are setting up Sovereign Wealth Funds a la Temasek of Singapore to buy assets in the OECD countries. The capital flows are thus moving in the reverse direction i.e from the developing countries to developed.
Financial markets’ positive assessment of emerging markets’(EM) credit worthiness has lowered credit spreads on EM sovereign bonds.  Improved credit ratings and lower credit spreads have enabled countries such as Pakistan to access the international capital markets.  Although not an investment grade country Pakistan has been successfully accessing these markets since 2004 soon after it completed its IMF program. The recent sovereign 10 year bond floated by Pakistan was over subscribed seven times at very fine pricing.  Many other countries and their corporates are adopting this route to meet their external financing needs. 

Official Development assistance (ODA) disbursements in 2006 including debt relief amounted to $ 104 billion mainly from DAC countries. In comparison, the flows of remittances from migrants were about $ 206 billion twice the amount of ODA.  The large bilateral ODA recipients were Iraq, Afghanistan, Sudan, and Congo - all for emergency and disaster relief rather than development assistance.  The large remittance receiving countries were Mexico, Philippines, India, Bangladesh, Egypt.  So the export of migrant labor services is playing a more critical role in filling in foreign exchange gap rather than ODA.  What ever little bilateral ODA that has been channeled to developing countries is guided more by political, historical, geopolitical and humanitarian considerations rather than development requirements of these countries.

The other important trend that is emerging is the investment by Southern multinational corporations both in the North as well as other Southern countries.  Indian companies are buying assets in U.K. and Europe while Chinese corporations are acquiring businesses in the U.S. China is also becoming a rapid response aid provider to Sub-Saharan African countries. This trend is likely to strengthen in the coming decade.  

To conclude, thirty years ago when the North- South Roundtable was established the burning issue was the maximization of flows of official aid to developing countries.  Today the landscape of capital flows has changed dramatically.  Private capital flows are at least six times as large as ODA while there is reverse capital flow from a group of developing countries that is accumulating surplus reserves to the United States.  ODA has also become insignificant as migrant workers remittances are at least twice as total large in volume as official development assistance.  Bilateral ODA is being increasingly used for political, geopolitical, humanitarian purposes, rather than for development.  But even if it is redirected, the volatility and herd instinct built into ODA make it an inappropriate instrument for development. 

� A paper prepared for the North-South Round Table Seminar held at New York on September 21, 2007
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