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Context:1

e Some awareness In the literature (growth theory,
Investment etc) that ‘instability is bad for
development’; also many studies from the micro-
evaluation literature which assert this.

e Even some measures within the aid establishment
which acknowledge and seek to diminish volatility
(eg, the EU’s STABEX)

 But little attempt, until a few years ago, to assess
the costs (and benefits?) of volatility in overseas
ald flows.



Volatility and the alid-
effectiveness debate

The breakthrough was by Oliver Morrissey and
Robert Lensink(2000) who showed that:

(1) volatility damages the effectiveness of
Investment;

(I1) when included alongside investment, aid
(especially in Africa) was not effective.

Implication:lower volatility of aid receipts would
Increase aid effectiveness.



The IMF wades.In

e However, what really put the cat among the
pigeons was the claim by Bulir and Hamann(2003,
2005) that aid flows were, In most countries, much
more volatile than domestic revenue and indeed
‘destabilising’

* This was emotive because domestic revenue Is
what the IMF tries to build up and protect: the
Fund was accusing the donors of upsetting the
applecart.



Was the IMF right? 1

 Bulir and Hamann’s findings for the IMF have
prompted many attempts at replication with the
original data.

e QOur own attempt (Hudson and Mosley, 2006, for
DFID) finds that things are perhaps even worse
than Bulir and Hamann claim: aid is between two
and five times as unstable as domestic revenue,
depending on the dataset and definition of
variables that 1s chosen.




Was the IMF right to worry?
Does aid volatility do harm?

* Apparently, yes. We calculate that,
holding constant the level of
domestic and world growth, a 10%
increase in volatility is associated
with a 1% decrease in growth
(Mosley and Hudson, 2006)

* However, the effects of positive
and negative volatility are not the
same. Downside volatility, as one
might expect, is worse(ibid)

* Volatility varies by aid type and
country: worst with ‘reactive’
forms of aid,but NOT worst in
poorest recipient countries




Why are aid flows unstable?

Possible explanations include:
-

The domestic politics of donor countries: aid Is not (has
not been) politically important, hence is first to be cut In
any recession;

Coordination failures:inability by donors to agree about
how recipient countries (especially failures in recipient
countries) should be treated (Malawi 1997-, etc);

Trust failures: fear by donors of “wasting taxpayers’
money’ and ‘not being seen to respond’;

Shifts between aid modalities: from the ‘proactive’ to the
‘reactive’



The “volatility-flexibility’ trade-off

When there is a switch from more to less ‘proactive’ forms of aid (eg from budget

support to technical assistance) volatility declines (left), but the flexibility of aid
policy diminishes, which creates a ‘trade-off’ (right)

Table 3 Aid Volatility Disaggregated by Region and Policy Instrument

(standard deviation of net ODA for regic 1 period stated)
Al Africa South  [Far |South |Least
devalqug South of America | East | Asia developed
countries, | the Sahara countries
mean value

id (1975-2003,
n=29, % of total aid
flow)

Emergency

0.32

0.32%




What to do about volatility, 1:
simple approaches

* (1) Increase donor multiplicity and competition:
volatility tends to diminish with the number of
donors supplying a given country.

e (2) Measures to increase trust and possibly
‘selectivity’ in aid negotiations: will diminish the
Incidence of sudden abrupt breakoffs of
negotiations/withdrawals of aid.



vvnat to ao about volatllity, Z. more
complex approaches (‘“moving the trade-
off”)

Gelb and Eifert
Sy v (2005)suggest that the

volatility)

trade-off can be moved by
means of a buffer fund
which provides a built-in
stabiliser against abrupt
shifts in aid
disbursements. In their
judgement, the associated
flexibility/moral hazard
problems will not be
serious.




Main messages

 Volatility is bad for growth, hence for poverty
reduction.

 Varies by aid type, hence shifts into more stable
ald modalities e.g. technical assistance will help;

« But at a cost, since the donor loses flexibility.
Buffer funds offer hope of restoring this at
relatively low cost in terms of blunted incentives.
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