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The Cost of Foreign Aid

to Developing Countries
Nihal Kappagoda

Nihal Kappagoda who is at present Vice-President, Inler-
national, of the International Development Research Cenltre
(IDRC) in Canada, examines here the “cost of foreign aid” in both
economic and political terms and focuses on the problems that
recipient developing countries face in absorbing foreign assist-
ance. He was the Director of External Resources at the Minisiry
of Planning and Employment in Sri Lanka from 1970 to 1973,
and draws profitably on his personal experiences. Many of these
experiences are shared, in various forms, by other developing coun-
tries. His background of direct involvement in managing a deve-
loping country's exlernal resources gives this paper special rele-
vance in the debalte on the ‘debt issue’. This paper is based
on a talk delivered to the Society for International Development
(Ottawa Chapter) on December 13, 1977. The views are essen-
tially those of the author and not necessarily representative of

the I.D.R.C.

The need for enhanced transfers
of forelgn exchange resources to
finance the development efforts of
Third World countries in the post-
1973 period has brought into focus
once again the problem that recipi-
ent nations face in absorbing for-
elgn assistance. The internation-
al community responded positively
to the acute balance of payments
problems that arose in these coun-
tries in 1973 and after, but in con-
centrating on the volume require-
ments that increased five-to six-
fold annually on a  global basis
some of the qualitative aspects of
forelgn aid did not receive the same
attention. The costs to recipient
nations of absorbing 1increasing
amounts of foreign ald continue as

in the past, in spite of internation-
al efforts to reduce them. ‘This
paper discusses some of the major
problems that have been encoun-
tered by reciplents and the progress
that has been achleved in the 1970s
to alleviate these problems, mainly
through the initiatives of the coun-
tries of the Development Assistance
Committeg (DAC) of the Organiza-
tion for Economic Co-operation and
Development (OECD).

THE REPAYMENT BURDEN

The debt service problem has
been discussed at virtually every in-
ternational gathering convened
during the past decade to discuss
economic problems of developing
countries. It figured high on the

agenda at the 1976 meetlng of
UNCTAD IV IN Nairobf and at
the Conference on International
Economic Co-operation (CIEC, the
North South dialogue) that was
concluded in the summer of 1977.
The high levels of resource trans-
fers to developing countries that
have taken place since 1973
brought into sharper focus the
need for international action on
the debt question, because much
of the horrowing since that time
has been on hard terms from
non-official sources, thereby in-

creasing the repayment burden
of developing countries. As seen
from Table 1, private capital

flows constituted 57 per cent of
the total net flow of resources from
Development Assistance Committee
(DAC) countries in 1976 compared to
49 percent in 1972, and during this
period, annual transfers from
official sources increased by only 61
percent compared to 134 percent
from private sources.

There 1s no danger to an eco-
nomy from a high level of bor-
rowing even on hard terms, pro-
vided these funds have been used
to build up the capacity to repay
such debts. Specifically, a country
borrowing heavily will experience
a debt problem if it has not adopt-
ed policles that have generated
a high rate of growth of foreign
exchange earnings through  ex-
ports of goods and services or
if it has not adopted import sub-
stitution programs that will
achieve real savings in foreign ex-
change expenditures. If a country's
economic policies are not geared to
achieving these objectives and it

TABLE 1. Net flow of resources from DAC couniries and multilateral institutions to developing countrics

(millions of U.S. §)

1964-66 % of % of % of % of % of % of
Average GNP 1970 GNP 1972 GNP 1973 GNP 1975 GNP 1976+ GNP
Official
Development
Assistance 5926 044 6811 0.34 8538 0.33 9351 0.30 13590 0.39 13740 0.33
Other
official
flows 233 0.22 1149 0.06 1546 0.06 2463 008 3020 0.08 3430 0.08
Private
capital 3932 0.29 7751 0.38 9609 12841 12481 041 23330 061 22440 0.55
Total 10092 0.75 15711 077 19693 0.76 24628 0.79 39940 1.05 39610 0.96
¢ Preliminary.

Sources: Tables 1, 2, 3, 4 of Statistical Annex, Development Co-operation, 1976 Review: OECD, and page
25, Annual Report, 1977: World Bank.
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TABLE 2. Global structure of curremnt account balances
(billions of U.S. $)

1967-12

Av. 1970 19M 1972 1973 1974 1915 1976
Industrial
countries 102 10) 134 8.4 111 112 186 -14
Major oil
exporters 0.7 03 21 1.7 6.2 674 347 410
Other nonoil-
producing
countries -9.8 86 -11.0 -89 -9.8 438 -53.0 -41.0

Source : Annual RepOrls, Inlernational Monelary Fund.

faces a sharp decline in export
earnings or an increase in import
prices, then the debt problems
could become very acute because
of higher borrowings needed to
maintain import levels, if the ad-
ditional resources have not been
ohtained on concessionary terms.

The benefit of a loan to a
recipient is often measured by the
grant element of the loan, which
i{s the difference between its face
value and the present value of the
amortization and interest payments
discounted by an appropriate rate
of interest. This should normally
be the rate at which capital
could be borrowed by developing
countries in International capital
markets. Except to the high in-
come developing countries, this
rate of Interest is often an aca-
demic concept, as they have no
access to these markets. As &
working rule, therefore, the grant
element Is estimated by discount-
ing the repayment stream by 10
percent. For example loans that
are extended by the International
Development  Association (IDA),
which - are interest free and repay-
able in 50 years Iincluding the
grace period of 10 years, have a
grant element of 90 per cent com-
pared to 100 per cent for outright
grants.

Recognizing the need for inter-
national action on the debt prob-
lem of developing countries, the
DAC adopted a recommendation on
financlal terms in 1972 for Official
Development Assistance (ODA)*. To
fulfill these conditions, each mem-
ber country was expected to reach
and maintain an average ' grant
element for their ODA commit-

*ODA Is defined as resource trans-
fers to developing countries and multi-
lateral institutions provided by official
agencles with the main objective of pro-
moting the economic development and
welfare of developing countries; it is
concessional in character and has a
grant element of at least 25 percent.
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ments of at least 84 per cent.
However, countries whose ODA
commitments as a percentage of
Gross National Product were well

.below the DAC average would not

be considered as having met the
target for financial terms. Further,
in recognition of the problems of
the least developed countries, it
was agreed that ODA to fhese
countries should preferably be in
the form of grants and that the
average grant element of all com-
mitments from a given donor
should either be at least 86 per-
cent for each least developed
country over a 3 year period or
at least 90 percent annually for
the least developed countries as
a group.

Problem Worsens for
Developing Countries

Since the adoption of this
resolution on financial terms in
1972, considerable progress has

been made in softening the terms
of ODA. In 1975, the overall grant
element of all ODA was 88 per-
cent, much above the target of
84 percent. There is no question
that positive steps have been taken
by individual countries to meet
this target, but the overall debt
problems of developing countries
have worsened by the greater in-
crease in export credits and bank
lending since 1972. The increasing
financial requirements of non oil
producing countries, which were
brought about by higher oll pri-
ces, shortfalls in food praeduction,
and higher import prices in gene-

ral, are illustrated in Table 2,
which presented the global strue-
ture of current account balen-
ces.

In contrast to the softening
terms of ODA, the terms of the
total flow of -resources have hard-
ened in the 1970s due to the dec-

lining share of ODA and the
growth of Euro-currency lending
of surpluses generated by ofl-

exporting countries, the terms of
which have hardened. If one
examines the non oill-producing
countries, it is seen (Table 3)
that the total debt outstand-
Ing Increased by nearly two-
thirds from 1973 to 1976 and
this was accompanied by an in-
crease in the proportion of com-
mercial debt in total debt out-
standing from 48 percent to 56
percent and in debt service pay-
ments from 67 percent to 77 per-
cent.

If we next examine the debt
outstanding in terms of the in-
come groups (Table 4), it is seen
that three-fourths of the debt up
to the end of 1974 had been in-
curred by countries whose per
capita incomes exceeded US $ 200.
The shift in the debt structure to-
ward commercial debt on harder
terms is common to all income
categories but was most pronoun-
ced for those countries whose per
capita incomes exceeded $ 375.
Debt on commercial terms now rep-
resents the bulk of their total debt,
which is an Indication of their
credit worthiness, as well as their
ability to raise funds in interna-
tional money markets. Even iIn
poorer countries with per capita
incomes of less than $200. com-
mercial and other debts on harder
terms accounted for 45 percent of
total debt outstanding and for
two-thirds of their total debt ser-
vice payments, but this group of
countries accounted for only 13
percent of total debt service pay-
ments In 1974. In 1975, debt service
payments to DAC countries on ODA
loans were only 19 percent of the
total by all developing - countries.
These statistics show that the prob-

TABLE 3. Reported debt and debt services of non' oll-producing countries

(billions of U.S. $)*

1973 1974 1975 1976
Total outstanding 9.0 96.8 116.3 129.0
Commercial debt (%) 48 52 54 56
Debt Service 8.1 1.8 15.0 178 °
Commercial debt (%) 67 72 Vi) il

© Excludes nonguaranteed private bank lending.

Source: Table 11—4, Development,

Co-operation, 1976 Review: OECD
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TABLE 4. Debt outstanding at end of 1974 and debt service (millions of

U.S. §) by incéme group

Debt

Debt (%) Service (%)
Least developed countries 4967 @ 339 @
Under $200* 23653 (20) 1604 (10)
$200-374% 8114 () 1012 (V)]
$375-699 17333 (15) 2049 (13)
$700-999 17611 (15) 2379 (16)
$1000 and over 30137 (20) 4709 (30)
Tatal nonoil-producing
developing countries 96848 (82) 11752 (76)
Oil producers 20517 (18) 3733 (24)
Total 117365 (100) 15485 (100)
*Excludes Indonesia,
tExcludes  Nigeria

Source: Table 34 of Statistical Annex, Development, 1976

Review: OECD.

lem is not with official flows but
with private lending on commercial
terms that has responded more to
the increasing needs of develop-
ing countries than officlal trans-
fers.

Several countries have experi-
enced acute external  positions
brought about by excessive debt
service payments, and debt relief
of one form or another has been
extended to some 50 countries since
1970. Included in these debt-relief
operations have been muitilateral
arrangements within the frame-
work of the Paris Club for Chile
and Zaire and within the frame-
work of the World Bank consor-
tia for India and Pakistan. The
writing off of debts has been on
the agenda of various interna-
tional conferences Iincluding the
UNCTAD 1V and CIEC but to date
(Dec. 13, 1977) unilateral action
has been taken only by Canada,
which wrote off $ 254 million of
foreign debt with a present value
of $ 35 million owed to her by the
poorest developing countries to
whom she provides assistance, and
by Sweden, which agreed to write
off debts totalling $ 236 million.
Unfortunately, Canada did not
follow through and failed to pro-
vide new aid to these countries on
grant terms. International action
on debt relief has been under con-
sideration for some time, but the
inability to obtain the support of
the Eastern European Bloc for
such action, among other reasons,
has made it impossible to arrive at
a general agreement covering
groups of developing countries.
Nevertheless, the serious debt ser-
vice situations of many developing
countries make it imperative for
the international dialogue to con-
tinue.

Economic REviEw, JurLy/Aucust 1978

THE TYING OF AID

The practice of tying foreign
aid to donor sources began at
the end of the 1950s in response
to the balance of payment diffi-
culties donor countries were ex-
periencing at the time. This was
the case with the United States
when she began in 1959 to tie
supplies financed by development
loans to U.S. sources, and she
even went further and ensured
that funds remitted to meet local
costs of projects were subsequently
used for imports from the U.S.
In the same way, the United King-
dom began to tie her assistance
to UK. supplies in 1963. This ac-
tion on the part of donor coun-
tries that had balance of payment
deficits also led to similar actions
by surplus countries, such as the
Federal Republic of Germany,
due to pressures exerted by ex-
port lobbles who found their
markets threatened by the ac-
tions of deficlt countries.

One reason for tying assis-
tance to commodities produced in
donor countries is the existence of
surplus stocks or excess capacity
in industries. This was undoubtedly
the motivating factor behind the
origins of the PL 480 food aid
program in the United States
and was effectively an attempt to
minimise the real cost of aid to
the donor. To the recipient, how-
ever, the costs are high because of
support prices maintained inter-
nally in donor countries for agricul-
tural produce. A realistic method of
valuing such assistance would be
to price the quantities at a no-
tlonal “world market price” had
these supplies been released to
the market.

In spite of these higher costs,
it has to be conceded that the

existence of surplus stocks or ex-
cess capacities often results in
additional resources being chan-
neled to developing countrles.
Strong export lobblies in develop-
ed countries influence govern-
ments to extend credits to support
sagging industries that have ex-
cess capacities or to dispose of
surplus stocks that have arisen due
to wrong market expectations and
in such cases, aid is necessarily
tied. Further, credits are given for
the explicit purpose of export pro-
motion of developed country pro-
ducts. In all these cases, the rea-
sons adduced against tying would
apply, but had it not been for ex-
port promotion or other policy ob-
jectlves of developed countries,
these additional resources would
ot be available.
f Another reason for tying aid
s the preponderance of project
aid in total aid extended by de-
veloped countries. This Is due to
the mistaken belief that project
ald i1s used more efficlently by re-
ciplent countries. But concentra-
tion on this type of assistance often
results in the implementation of
projects that are not often of
high priority and leads to an in-
correct allocation of resources for
investment. There is also the cosme-
tic effect that a project i3 better
identified with the donor than
commodities whose use is more
dispersed throughout the economy
and not easily identifiable. Once
a decision is taken to provide pro-
ject ald there is even a greater re-
luctance to untie aid, because a
project is better identified with
the supplier of equipment and ser-
vices than with the donor pro-
viding funds.

It bears repeating to mention
what is often stated about the
efficlent use of external resources.
It is the soundness of an annual
import program within the con-
text of a country’s development
plan that is important and not
the financing of individual items
or projects in such a program.
Commodity aid provides greater

flexibility in the use of ald and
often leads to minimizing the
costs resulting from the tying of

aid to donor sources.

Basically, the direct costs of
tying arise from paying FOB pri-
ces that are higher than world
market prices. There could be two
rveasons for this. First, suppliers in
donor countries, realizing that the
goods are financed under ald
programs and that the recipient
country has no choice but to make
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this purchase under aid, charge
a monopoly price. This would be
minimized to the extent that it is
possible to invite worldwide tend-
ers and then select a supplier from
the donor country and to the ex-
tent that there are a number of
suppliers to introduce an element
of monopoly pricing but the situa-
tion is worse when there is only a
monopoly supplier in the donor
country. Second, the-cost of pro-
duction in the donor country may
be higher than from the tradi-
tional source, which is the main
reason why purchases were not
made from the donor country ori-
ginally. This arises often in cases
where imports are diverted from
traditional sources. The tying of
shipping and insurance to donor
sources also adds to these costs.

.T.he Additional Costs Can Vary ‘

. The additional costs, of course,
vary from country to country and
depend on the multiplicity of
donors, the volume of assistance
from traditional sources of supply,
the possibilities of competitive
bidding, and the goods that could
be purchased using ald funds.
There are in addition indirect costs
that cannot be easily quantified.
These result from the use of aid
for low priority items due to the
dictates of donor countries, the
distortions in the price structure
(which is, in any event, complica-
ted in a developing country), and
the administration costs of mana-
ging a tied-ald program where
disbursements have to be controll-
ed to ensure the correct source-
wise procurement procedures laid
down by donor countries. Ac-
cordingly, the real value of foreign
assistance is reduced, and the dis-
bursement procedures required to
ensure source-wise tying result in
waste and delays in the transfer of
resources and also dampen the
expansion of trade, especially bet-
ween developing countries.

Theoretically one could mini-
mize the cost of tying aid by in-
viting international bids for com-
modities and projects and select-
ing the cheapest source, provided
that adequate assistance is avail-
able on time to filnance the im-
ports. An accurate estimate of
the cost of tylng could only be
obtained by international bidding
conducted on a freely competitive
basis, which condition is unlikely
to be fulfillled in practice. and 1t
is probable that these costs are
not less than 20 percent. The
knowledge of the availability of
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tied - funds could result in mono-
polistic pricing by suppliers from
donor sources and indifferent bids
from.other suppliers. Another fac-
tor that has to be borne in mind
in project financing is that the re-
cipient often lacks the technical
expertise to negotiate cost re-
ductions.

International discussions, main-
ly by the DAC, on untying aid
began in the mid 1960s. By the
early 1970s agreement had been
reached only on untying contribu-
tions to multilateral Institutions
by DAC countries, which did not
effectively change earlier practice
though it represented a moral com-
mitment by the group as a whole
and in 1975 these funds constitu-
ted 28 percent of total ODA. Pro-
gress towards untying bilateral
loans has been limited and to date
10 DAC countries have collective-
ly signed the agreement on unty-
ing bilateral development loans
permitting procurement in deve-
loping countries. Following the im-
petus given by UNCTAD IV and
CIEC fresh initiatives have been
taken toward untying but the pro-
gress made In quantitative terms
is unknown at the present time.

Apart from joint action by
DAC, some countries have taken
Individual initiatives toward unty-
ing aid. By 1970, the United
States authorized procurement in
almost all developing countries and
increased the premissible foreign
content of aid-financed goods. The
Federal Republic of Germany also
removed many restrictions on capi-
tal project ald and technical assis-
tance equipment around this time
and Canada too decided that up
to 20 percent of bilateral aid
could be used for purchases in
developing countries or to meet
local costs. In 1975, the U.X. de-
cided to permit procurement in
countries whose per capita incomes
were less than $ 200, whilst Japan
also took legal measures that were
necessary to facilitate untying
aid

The position regarding the fin-
ancing of local costs has been
more liberal. Donors such as Swe-
den and Norway permit all their
bilateral project aid to be spent
on local costs. Others permitted it
for the poorer countries when dir-
ected to agriculture and social
development projects. In some
cases, local costs are flnanced for
particular recipients as in the case
of France for the francophone
countries.

These have been the recent
changes in the developed countries
of the West. Amongst the central-
ly planned economies, only China
has permitted the financing of local
costs or provided united assis-
tance in the form of ‘cash grants
to some developing countries. The
costs of tying aid are even greater
in the case of these countries as
we deal with a monopoly supplier
in the donor country, whose prices
are fixed by -considerations not
apparent to those outside and
price reductions are almost impos-
sible to achieve.

DISBURSEMENT PROCEDURES

The timing of agreements and
disbursement procedures are often
key elements in the effectiveness
of aid programs to a recipient
country and delays in these pro-
cesses add to the cost of aid to
the recipient. In the Initial phase
of a country’s development, parti-
cularly those that were colonized
by the metropolitan countries,
foreign aid was obtained malinly
from one country. As these coun-
tries developed, both politically and
economically, and took their place
in the international community.
the reliance on a single donor de-
creased in importance and recipi-
ent countries began to deal with
a multiplicity of donors whose pro-
cedures and practices differed con-
siderably. This process was evident
even in the 1970s when the num-
ber of developing countries obtain-
ing more than 50 percent their total
bilateral and multilateral assis-
tance from a single country de-
creased from 43 in 1970 to 30 in
1974.

As a result of the multiplica-
tion of donors interested in assist-
ing a single recipient. action was
taken ni the late 1950s to set up
coordinating mechanisms of one
type or another by multilateral in-
stitutions such as the World Bank,
beginning with the consortia set
up by the World Bank for India
and Pakistan in 1958 and 1960
respectively. The Bank also set up
other coordinating mechanisms
such as consultative groups and
aid groups for discussing foreign
ald  requirements of recipient
countries individually, and this
certainly helped countries facing
acute balance of payments prob-
lems as it enabled the total foreign
exchange requirements of a recipi-
ent to be looked at by the donors
as a group on an annual basis.
But this still left the negotiation
of agreements by each donor to an
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independent process determined
by the internal approval procg-
dures of donor countries for ap-
proving ald allocations to indivi-
dual countries.

A development that improved
the timing of agreements was the
introduction of country program-
ing by many DAC countries such as
Canada, Denmark, Finland, France,
Germany, New Zealand, Norway,
Sweden, Switzerland, and the United
Kingdom. In spite of this, the
availability of funds was yet de-
pendent on budgetary appropria-
tions approved by the legislatures
in the donor countries and only
limited action has been taken to
provide developing countries with
the multiyear commitments.

For example, the Australian
authorities permit commitments 1
year ahead of 75 percent of current
aid levels, 50 percent 2 years
ahead, 25 percent 3 years ahead,
and 10 percent 4 years ahead. In
the case of Canada, I understand
that allocations for the main re-
cipients, which number around 35,
carry forward commitment autho-
rity of 75 percent for each of the 4
succeeding years.

It is true that the coordinating
mechanisms and the country-pro-
graming exercises of donor coun-
tries have improved the timing
of agreements, but the improve-
ment has only been marginal. Aid
decisions are yet made indepen-
dent of the .overall coordinating
mechanism and the uncertainty re-
garding the timing of agreements
Increases the difficulties of mana-
ging a country’s foreign exchange
budget. The delays in this pro-
cess should not be underestimated,
and this led the Pearson Commis-
slon to report (in 1969) that in the
case of United States Development
Loans, the checklist of statutory
provisions required at that time be-
fore a loan can be approved had
reached 68 seperate items. Ideally,
developing countries, reauire infor-
mation In advance of the total
quantum of ald that would become
available annually and the com-
modities and projects for which
these funds could be used. It is
for this reason that the Pearson
Commission recommended that
the ald appropriation period of
donors should be extended to at
least 3 years and that appropriated
funds could be carried forward for
several years. Agreement could be
reached In advance of the quantum
of aid and the itemg to be purchased
and the slgning of agreements
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should not affect the utilization of
aid provided the disbursement pro-
cedures of donor countries permit
reimbursement of expenditure in-
curred prior to the signing of
agreements. This is often not
the case and in the case of many
developing countries, it would not
be a feasible alternative as they
do not have adequate foreign ex-
change resources or access to
short-term lines of credit to per-
mit advance purchases.

Cause for Delays

Apart from the timing of ag-
reements, the disbursement proce-
dures of donor countries also re-
sult in considerable delays. Where
a country has a multiplicity of
donors, the detailed disbursement
procedures of each country have
to be mastered by the coordinating
agency in the recipient country,
as well as by the licencing autho-
rity and the importers receiving
allocations under each  program.
The realization of this problem
led the Pearson Commission to
comment: “Hard pressed and frus-
trated administrators on both
sides may some times be pardoned
for wondering whether their pro-
grams will fail because they will
run out of carbon paper”.

The negotiations on the list
of items that could be permitted
under each program often result
in protracted bargaining between
the donor and recipient: the
latter is more interested in finan-
cing items that would have a
greater impact on the country's
development and permit quicker
disbursements, whereas the former
often has to balance export pro-
motion interests in the donor
country with the development
needs of the recipient country. This
varies from donor to donor and
it depends on the influence that
export lobbies exert on these gov-
ernments. The next delay is the
approval of individual contracts.
Often tenders have to be called
in the donor counfry and after
a decision is taken on each one,
the prior approval of the aid agen-
¢y in the developing country is re-
quired and payment for each con-
tract is made direct to the sup-
plier. Some donor countries have
permitted the reimbursement of
expenditure, upon submission of
documents for goods that have
been shipped and payments made,
for ijtems asreed upon bhetween
donor and recipient. Even after
following these elaborate  proce-
dures and gaining approval for a

purchase, the US-AID audit could
call upon the recipient country to
refund the amount disbursed for
an item purchased using a U.S.
Development Loan if any irregula-
rity is later discovered.

Not all the blame is on the
donor country. The recipient
rountries also have elaborate
licencing arrangements that
have to be dovetailed with the
procedural requirements of the
donor agencies. Often, in the in-
terests of equity, aid allocations
are distributed amongst nume-
rous importers making 1t neces-
sary for each of them to master
the procedures of each donor
agency. It also reduces the real
value of aid eliminating the pos-
sibility of obtaining discounts on
bulk purchases and reductions In
shipping costs that could be achiev-
ed by bulking. It is perhaps diffi-
cult to imagine the delicate balanc-
ing act performed by many admin-
istrators in developing countries
who are called upon to administer
these aid programs. Often imports of
critical commodities are financed
on aid and delays in their arrival
have & chain effect on the eco-
nomy that cannot be avoided in
the short run. For example, de-
lays in fertilizer imports financed
by ald effects the entire food pro-
duction effort of the recipient
country and it is ofen not possible
to overcome this problem by pur-
chasing commodities from abroad
at short notice, either because it
is physically impossible to affect
shipments within a short time
period or the foreign exchange
resources needed to flnance such
purchases are not available at the
time.

POLITICAL AND ECONOMIC
COMMITMENTS

The influence by donor coun-
trles on the domestic policies of
recipients has been dealt with ex-
tensively in many publications but
more critically and not altogether
impartially in books such as Teresa
Hayter's “Ald as Imperialism” and
Cheryl Payer's “The Debt Trap:
The IMF and the Third World.”
I think it is necessary to look at
specific examples to understand the
full implications of the so-called
leverage effects exerted by donors
and for this purpose I will quote
some examples from Sri Lanka.

In the preceding sections, I
dealt briefly with the role coor-
dinating mechanisms have played
in expediting the flow of resources
to developing countries. It is how-
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ever, normal for donors belonging
to consortia, consultative groups,
or ald groups to base their decl-
sions on foreign aid to developing
countries on the framework of
economic policles adopted by
the country concerned, as
analyzed and presented by the
agency sponsoring the co-ordina-
ting group. It is normal for growth-
oriented economic programs to
receive the endorsement of donor
countries by pledges of higher
volumes of assistance. However, in
these analyses, the World Bank
and the International Monetary
Fund, which have been responsible
for sponsoring most of the co-or-
dinating groups, emphasize the
impact of domestic policles on pri-
vate enterprise,. the operation of
market mechanisms, the promotion
of private investment both domes-
tic and foreign, all of which are
important for the creation of a
capitalist society. It is relevant
to question whether much of this
is applicable to a society that is
backward and based for the most
part on a subsistence economy.
Even the World Bank has now mo-
dified its position on the pursuit
of growth-oriented development
and has over the last few years
turned 1its attention to basic
human needs such as nutrition,
health care, education and housing
by its support for integrated rural
development projects. But never-
theless, the orientation and think-
ing of these institutions are based
on the operations of the market
place. For example, subsidies are
often an integral part of gov-
ernment programs for the distri-
bution of the basic necessities to
the masses in developing coun-
tries and this is anathema to
these institutions and no opportu-
nity is lost to pressure developing
countries to elimiate them in the
interests of increasing investment
for growth, A recent example was
the attempt by the Government
of the Arab Republic of Egypt
to remove subsidies on a series
of baslc necessities as part of a
Standby Agreement with the In-
ternational Monetary Fund sign-
ed in 1977, and it led to widescale
disturbance in Cairo and finally
of the withdrawal of _the mea-
sures.

No one could really quarrel
with the prescription made to divert
more resources for investment in
the interest of achieving higher
growth rates, but it has to be un-
derstood that such policies often
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have to be implemented within the
framework of democratic political
{nstitutions. The pressures such
systems exert on the political
leaders in developing countries can
never be understood by Western
societles and it is largely brought
about by the access that people have
to the political leadership in these
countries. In such a situation the
elimination of subsidles and other
welfare-oriented policies have to
be gradual and implemented with
the full support of the masses.
Otherwise these pressures can
only be controlled by changing the
political systems to autocratic ones,
employing repressive tactics. This
again is unacceptable to the West-
ern socleties, which emphasize, as
U.S. President Carter’'s human
rights program does, human liber-
ties and this is an area of con-
flict based on different conceptions
of political institutions and the
process of development.

Specific Policies Insisted
Upon

The need for sound economic
policies as a general precondition
for providing foreign assistance
cannot be questioned as it is in
the interest of the reeipient coun-
try to use the additional resources
generated through foreign aid pro-
grams as effectively as possible.
But nevertheless, one questions the
need for specific economic policies
that are insisted upon by donor
countries before providing alid.
Here I would draw a distinction
between commodity assistance
and project assistance. In the for-
mer, sound overall economic poli-
cies are more justifiable precon-
ditions than in the latter where
the feasibility of the project and
its priority in the country’s deve-
lopment plan should be the main
concern. The need for project
assistance should be judged on
the merits of the proposal rather
than the overall framework of
economic policies or the politieal
institutions under which these poli-
cies are being implemented.

An additional cost to a recipi-
ent In the case of project ald s
the need to hire forelgn consult-
ing firms to execute projects, the
cost of which are debited to the
loans, to satisfy the donor coun-
tries regarding their implementa-
tion. This often leads to the justi-
fiable accusation of neocolonialism
against the donor as many develop-
ing countries possess qualified
technical personnel to supervise

the implementation of projects,
though they may lack the experi-
ence of working as a team within
the framework of a consultancy
organization. In a similar way the
practice of the World Bank and
the Fund in placing staff in de-
veloping countries to monitor the
implementation of programs is
questionable.

One important aspect of the leve-
rage effects is that often the precon-
ditions imposed impinge on the sove-
reignty of developing countries. Here,
I would like to use an ex:mple from
Sri Lanka where in early 1970 the
‘World Bank provided assistance for
a major diversion project and insist-
ed on including two clauses that were
objectionable; first, that that Govern-
ment appoint as the Chief Executive
and the Deputy of the statutory body
responsible for the project, persons
who were both competent and expe-
rienced and acceptable to the Bank;
and second, that prior approval of
the Bank be obtained before chan-
ging any legislation governing the
statutory body. This agreement
created serious political problems in
the country and became a major issue
in the general election that year. The
Government that negotiated the loan
agreement was defeated and the new
Government renegotiated these clauses,
which were subsequently deleted
and substituted by clauses whereby
the Government undertook to merely
inform the Bank of changes in the
management and legislation,

One would have expected these
cxperiences fo hive settled the issue
for all time as far as Sri Lanka was
concerned but it caxme up once again
two years later with the Asian Deve-
lopment Bank, The ADB is, after all,
a regional institution and is expected
io be more sympathetic towards the
aspirations of Third World countries.
Nevertheless, they insisted on consulta-
tion when changes in top management
of another statutory body was con-
templated as a precondition for provid-
ing assistance. Explanations to the
negotiating team of the experience
with the World Bank on the diversion
project proved to be of no avail and
the Government broke off negotiations,
which was the first occasion in the
history of the Bank, up to the time,
that a recipient country had taken
such action. Subsequenfly, negotiations
were resumed and the offending
clause deleted by the substitution of
a Side Letter whereby the Govern-
ment undertook to inform the Asian
Development Bank of any proposed
changes in the top management.
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These are particular instances
but they nevertheless point to the
need for recipient countries to be
constantly aware of the danger
of acceding to such conditions as
they constrain the recipient to a
course of action that is both un-
palatable internally as well as be-
ing a commitment made for a long
period of time,

SACRIFICE OF LONG-TERM
DEVELOPMENT OBJECTIVES

The rationale for negotiating
foreign ald is to increase the im-
port capacity to a level necessary
to achieve a given rate of growth
as laid down in the country’s de-
velopment plan. At the same
time, it often enables the recipient
to avold taking harsh economic
decisions that would be politically
unpalatable in the short run. One
could provide examples of cases
where actions to curtail - imports
of agricultural products could de-
velop the capacity to grew these
items locally. In the short run, the
internal prices rise and provide the
necessary incentives to increase
production locally but at the same
time the increase in prices leads to
demands for high wages, which, if
granted, could set off an infla-
tionary spiral. However, the avall-
ability of forelgn aid in the form
of agricultural products that can
be grown locally or cash grants
that would enable the importation
of these items sacrifices the long-
term development interests of the
country because of the predisposi-
tion of many governments to re-
duce internal prices for short-
term political gains. One could
point to similar examples in the
aother sectors but the adverse ef-
fect is most often felt in the ag-
riculural sector.

Food ald, whether provided
under emergency conditions such as
famines and natural disasters
or provided for balance of pay-
ments reasons, has an impact on
domestic production in recipient
countries. Emergency food aid is
8 necessary response of the inter-
national community to meet na-
tional disasters such as famine,
earthquakes, ete. Nevertheless,
there are examples of cases where
due to a lack of coordination
amongst donors or an inadequate
assessment of needs to overcome
such disasters, the farming com-
munities in the disaster areas have
been adversely affected. The un-
coordinated efforts in the Sahel
and in Bangaladesh are now his-
torical facts. A recent example
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quoted in the New York Times of
6 November 1977 relates the ex-
perience of Guatemala, which re-
ceived emergency food supplies
from the United States after the
earthquake In 1976. At the time
of the disaster, most agencies op-
erating in the country recognized
that adeguate supplies of food were
available but building materials
were in short supply. In spite of
this assessment, food aid arrived
and damaged the financial pros-
pects of the small individual
farmers living in the highlands of
Guatemala City who found the
prices for their produce had dec-
lined sharply due to the avail-
ability of aid supplies. It had the
further adverse effect of weaken-
ing the financial structure of
farmer cooperatives in these high-
lands regions and is a good ex-
ample of ald sent with the best of
Intentions, but misplaced and dam-
aging to the recipient because ad-
vice from the local level was not
aceepted.

If one looks at the food aid
provided as balance of payments
support a similar situation emerges.
It represents surplus stock pur-
chased from aid allocations at
high prices due to the support
provided by donor governments in-
ternally to agricultural products.
The consumer in the donor coun-
try often pays more because of ald
purchases, which are added to the
demand of consumers in donor
countries. These food supplies are
then sold in the reciplent country
reducing the prices of local sup-
plies and substitutes ,thereby
damaging the long-term interests
of farming communities in recipi-
ent countries whilst benefiting the
urban consumers. If one looks at
the entire picture from the source
of production in the donor coun-
try to the consumer in the recipi-
ent country, it is the farmer in
the donor country and the urban
consumer in the recipient country
who benefit at the expense of the
consumer in the donor country and
the farmer in the recipient coun-
try. Clearly, this does not pro-
mote development in the Third
World, although food aid provided
in this manner .affords immediate
balance of payment relief to re-
cipient countries. It is not in their
long-term interests to rely on food
aid on a contnuing basis, year
after year.

Here again, I wonld like fo quote
an example from Sri Lanka whose
staple food is ricee. 'There have been

numerous attempls made to grow
other food crops such as sorghum,
maize, millet, cassava, and yams, but
in the past, these efforts have been
launched during periods of drought
as an emergency measure to switch
consumption from rice to other cereals
that require less water for produc-
tion, Such a situation arose iIn
the financial year 1974-75 and due to
the lack of main during the period
preceding the m in cultivation season
it was abundantly clear that there
would be a substantial shortfall in the
local production of rice. Faced with
this situation, the Government launch-
ed a major production program to en-
courage farmers to grow other food
crops and due fo balance of payments
difficulties during this period, the
distribution of imported wheat flour
was also restricted. Around  March
1975, the US offered 100,000 tons of
wheat flour, which they asked the
Government of Sri Lanka to ship be-
fore the end of the fiscal year on
30 June 1975. In anticipation of
these additional supplies, the Govern-
ment of Sri Lanka liberalized the
distribution of flour from the month
of April 1975 onward, as this coincided
with a festival period in the country.
This was unfortuvately the harvest
period for the other food crops that
had been grown and the farmers suf-
fered catistrophic losses in income. A
m-jor extensiopn effort by the Agri-
culture Department received a set-
back as the farmers required con-
siderable persuasion fo grow these
other crops and the country’s long-
term development prospects were
seriously damaged.

Conclusion

In dealing with this subject
under five headings, I have not
assigned any priorities to them.
The repayment burden is the one
that persons Interested in inter-
national development are familiar
with and it is readily quantifiable.
Nevertheless, the others are real
costs that reduce the value of
foreign ald to the recipient. Per-
haps I have Introduced a note of
pessimism to the foreign ald ef-
fort, but my main purpose is to
draw attention to the need to im-
prove the qualitative aspects of
aid, at a time when the volume of
resource transfers 1is increasing
sharply. Both aspects are im-
portant and should continue to
receive the attention of the inter-
national community in the inter-
ests of Third World development.
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