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 Summary 

In principle aid is used to assist low-income countries evolve an appropriate mix of 

policies and institutions to support their development goals. The efficiency and 

effectiveness of this process could be enhanced by increased coherence within and across 

the aid, trade, and investment policies which feature prominently in the donor-recipient 

relationship. Policy coherence exists when the gap between policy intent and outcome is 

minimized by using mutually supportive approaches in related policy areas in pursuit of a 

common goal. Policy coherence is naturally more complicated where national policy is 

significantly influenced by policy-making at the supranational level. In this case policy 

coherence requires harmonization through international cooperation around jointly 

determined and voluntarily accepted common norms and approaches. 

 

Central to the aid relationship is a common understanding of development as societal 

transformation for the purpose of enhancing the abilities of all members of the society to 

shape their own lives. In this context, the goals of development combine income growth 

with poverty eradication and human development, while the “drivers” of development 

include macroeconomic stability, openness, good governance, quality infrastructure and 

strong institutions. Among these, openness and institutions are the most contentious and 

constitute the main sources of policy incoherence. In both cases, no general consensus 

has emerged regarding the best approaches, the adjustment processes and time paths for 

generating sustainable growth through policy and institutional reforms. 

 

The aid relationship presumes an understanding that both sides share a common interest 

in achieving certain development objectives. It is characterized, however, by policy 

coherence issues arising from ineffective partnership and collaboration which in turn 

reflect donor prescription of policy and institutional reforms considered unacceptable by 

recipients, and unwillingness by donors to accept experimentation in these reform areas. 

Similarly, standard donor prescription that trade openness enhances growth and poverty 

reduction often clashes with recipient-country perspectives that are more nuanced 

because in low-income countries supply response capacity is typically limited, the 

adjustment process is slow and, hence, the expected efficiency gains are limited and/or 
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delayed while up-front costs of liberalization are real and can be substantive. Finally, 

with regard to investment policy where donors have tended to push aid recipients towards 

full liberalization, the latter seem to prefer a two-track approach which promotes export-

oriented foreign direct investment (FDI) through liberalization and attracts market-

seeking FDI through protection. 

 

In addition to policy coherence within each of aid, trade, and investment policy area, 

coherence across the three policy areas is also critical for enhancing the positive impact 

of development assistance. For instance, aid disbursement conditioned upon trade 

liberalization will lack policy coherence where the aid recipient’s economy has limited 

supply-response capacity or is patently unable to defray the short-run costs. Similarly, the 

donor provision of aid to particular low-income countries may be more or less offset 

when the donors simultaneously erect trade barriers against their exports. There are many 

examples of this conflict. For instance, distortions to agriculture in several donor 

countries lead to significant reduction in the real income of many aid-recipient countries.  

 

Across the aid, trade, and investment policy areas, there is a fundamental difference in 

the perspectives of aid donors and recipients. The former generally expect that aid 

disbursement should go hand-in-hand with the liberalization of the trade and investment 

regimes of the aid recipients; while the latter contend that building their supply response 

capacity should have priority and, hence, that trade and investment policies must be 

coordinated and strategically linked and involve gradual, selective and differentiated 

liberalization. 

 

Enhancing policy coherence and, thus, effectiveness of aid requires an appropriate 

mechanism for reconciling and accommodating these differences. This should encourage 

the aid-recipient country to articulate a consistent development program with coherent 

policies for dealing with identified constraints and indicating how and where external 

assistance is required. It should then permit donors to evaluate the program’s coherence 

and feasibility and, in the process, coordinate donors’ activities with the program as a 

basis for establishing a constructive and mutually beneficial partnership. 
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I Introduction 

Entry into the 21st century has brought along a renewed interest in the international 

community to assist low-income countries in dealing more effectively than before with 

their development challenges. In particular, at the historic United Nations Millennium 

Summit in September 2000, world leaders agreed to a set of shared development 

objectives to be achieved over the next 15 years. In essence the implied strategy appears 

to be the use of increased development assistance or aid as a means of helping low-

income countries evolves the appropriate mix of policies and institutions to support their 

own national development priorities, which are assumed to be broadly aligned with those 

endorsed by the Millennium Summit. 

 

In general aid, trade and investment constitute three of the key broad policy areas which 

define a country’s international economic relations. Current thinking about development 

and the strategy for achieving its broad objectives suggests that the international 

community’s commitment to help low-income countries would have to be mediated 

through policies and corresponding policy channels in these areas. The commitment to 

significantly increase the volume of development assistance to be channelled to low-

income countries has triggered vigorous discussions which in turn have yielded some 

decisions regarding appropriate reform of the aid architecture to ensure that both the 

quality and effectiveness of aid are enhanced. The linkages among the three broad policy 

areas of aid, trade and investment suggest the need to examine together possible reforms 

of the policies and institutional arrangements in these areas at the international level, as 

well as in the context of the national policy and institutional environments of low-income 

countries. An effective exploitation of the positive linkages among aid, trade and 

investment is necessary for mobilizing international support for a development agenda 

whose primary defining feature is the accurate reflection of the goals and priorities of the 

countries being assisted. This clearly requires that the policies in these areas be coherent 

across both the relevant international forums and the low-income countries.  

 

The purpose of this paper is to examine policy coherence in this context, identify areas 

where lack of coherence may constitute a problem, discuss why incoherence may exist, 
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and suggest appropriate reforms for ameliorating or eliminating any incidence of policy 

incoherence. 

 

The remaining part of this paper is organized into seven sections. Section II defines 

policy coherence and discusses its dimensions, with particular reference to the broad 

policy areas which constitute the focus of this paper. The next section more explicitly 

establishes the context by discussing current thinking regarding development in terms of 

its meaning, scope, goals, strategy and policy. This discussion also establishes the place 

of aid, trade and investment in development; and it suggests how policies in these areas 

relate to overall development strategy and policies, both in the context of international 

cooperation and in low-income countries. 

 

The next three sections (IV, V and VI) examine in turn the aid, trade and investment 

architectures with respect to how, why and the extent to which institutional arrangements 

and policies may generate problems of incoherence. Following this is, in each case, an 

analysis of reform proposals targeted at eliminating the identified problems; while section 

VII discusses coherence across policy areas. The paper offers concluding remarks in 

section VIII. 

 

II Policy Coherence 

Simply defined, policy coherence refers to the proposition that the gap between the intent 

and outcome of policy can be significantly narrowed or eliminated if mutually supportive 

approaches are used in related policy areas in pursuit of a common goal. Thus, when 

relevant policies are working together in the same direction, it can be claimed that policy 

coherence exists (WTO, 2004). In this context coherence is generally a matter of degree. 

It implies that the gap between the intent and outcome of a particular policy package is 

narrower when sound policies in one area are supported by appropriate policies in other 

areas than it would be in the absence of such mutual support. 
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A unique definition of policy coherence requires at least three ingredients. The first is the 

establishment of a set of policy objectives. The second is the ranking of the objectives in 

terms of priorities which reflect how trade-offs should be made, if necessary. The third is 

the precise specification of the nature and timing of all relevant government 

interventions. Given these requirements, it can be difficult, if not impossible, to define 

the concept of policy coherence both precisely and operationally. In the real world 

multiple policy objectives and priorities often co-exist; and do so without a clear 

consensus on what the ideal policy set may be or what the true trade-offs are. 

Operationally, therefore, the concept of policy coherence is used essentially to reflect the 

reality that policies in related areas are likely to be interdependent; and that policy errors 

in one area may reduce the efficacy of appropriate and good policies in other related 

areas. In analyzing policy coherence, special attention needs to be paid to two key 

features. One relates to the design and content of mutually supportive policies as well as 

their effective implementation. The other is concerned with the capacity of different 

policy-making authorities to work together effectively in both the design and 

implementation processes.  

 

Policy coherence is more complicated in a setting in which policy-making at the national 

level is influenced by policy-making in the same or related area at the international level. 

In such cases, coherence is concerned with three issues. The first is whether national-

level policies that may conflict with or cancel out one another are sufficiently aligned to 

meet the established objectives. The second is whether corresponding policies in various 

international forums in the same or related area are mutually supportive. The third is the 

extent to which the policies generated through international cooperation enable 

participating countries to meet policy objectives that reflect their priorities and which 

might elude them in the absence of such cooperation. In effect it will be necessary to 

determine what international action may be required to ensure policy coherence at both 

the national and international levels. In addition, it will be necessary to specify the 

mechanisms for national coordination and international cooperation that would ensure 

policy coherence within each of the national and international policy-making spheres and 

between them. All of this assumes that the attainment of the established national policy 
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goals requires international cooperation. If so, the additional issues which arise relate to 

the form which such cooperation should take and the circumstances under which different 

forms of international cooperation might yield the best results. 

 

Given any form of international cooperation and national coordination, it is clear that 

policy coherence requires the harmonization of priorities and policies across national and 

international levels. This is aimed at ensuring basic consistency between the economic 

and policy regimes promoted by international institutions and those adopted at the 

national level. Similarly, the priorities which drive policy-making at the international 

level should be consistent with the national priorities of the member countries. 

Harmonization targeted at achieving policy coherence in turn requires collaboration 

between the two levels. It is in this context, based on a common diagnosis of the 

problem(s) and specification of an appropriate set of policy interventions, that joint action 

most likely would achieve the established objectives. Thus, as Mattoo and Subramanian 

(2004, p. 22) suggest, “the much-talked about issue of coherence in the international 

architecture between the World Trade Organization (WTO), the International Monetary 

Fund (IMF), and the World Bank has to be underpinned by coherence within countries 

between different agencies of government.” 

 

Efficiency in the attainment of national development priorities and goals is the prism 

through which the issue of policy coherence is viewed. This has several implications. 

Since the primary objective of policy-making is to achieve national policy objectives, 

national authorities must take the lead in the identification and specification of what the 

national priorities are. They should also determine the extent to which international 

cooperation might be required in achieving the set objectives. The effective performance 

of these functions requires appropriate capacities in several related areas, including: 

• national coordination in terms of the ability of different government agencies and 

departments to work together effectively 

• the ability for problem diagnostics and for the articulation and implementation of 

appropriate policies 
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• the ability to develop national development strategies in which the key policy 

areas are adequately mainstreamed. 

 

To ensure policy coherence at the national and international levels, the primary roles of 

international cooperation are to promote and support good policies at the national level. 

The extent to which these roles can effectively ensure policy coherence depends on the 

degree of international cooperation desired by countries and their willingness to shape 

national policies around a common international norm or approach which is voluntarily 

and jointly determined by the participating countries. It also depends on the capacity of 

the international institutions not only to manage international level policy within their 

own policy area but also to cooperate effectively with others with responsibility for 

international level polices in related areas. 

 

It is possible to have varying degrees of international cooperation. WTO (2004) identifies 

and discusses international cooperation at four possible levels: information exchange, 

consultation, coordination and legally binding obligations. The last two of these may be 

regarded as the minimum levels of international cooperation required for ensuring policy 

coherence at the national and international level. When international cooperation involves 

coordination, participating countries agree to adopt a range of mutually beneficial policy 

directions around which national policies are then shaped. This agreement does not 

generally include strong enforcement arrangements. Policy coherence is sustained with 

coordination at the international level as national policy stances are shaped by a jointly 

determined and common international approach. When international cooperation is 

enshrined in agreements involving legally binding obligations that are enforceable, there 

is little or no room for national policies to deviate from the specified international 

standard. In effect policy is harmonized as specific rules determine what countries 

cannot do in specific policy areas as well as what they must do in other areas. 

 

It would appear, from the above, that the higher the degree of international cooperation, 

the greater the chances of achieving policy coherence. But in determining the desired 

level of international cooperation, two other considerations must be factored in. One 
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relates to the capacity of the international institution, that is whether it has the necessary 

resources and information for effective decision making; and whether it has the 

willingness and adequate enforcement instruments to ensure that countries harmonize 

their policies with the agreed international standards. The other relates to the balance 

between the benefits and costs of the degree of international cooperation as perceived by 

member countries.  

 

For several reasons, development strategy constitutes an area of significant international 

concern where various dimensions and issues of policy coherence can be crucial. The 

MDGs have been accepted as a shared responsibility of the low-income aid recipient 

countries and the high-income aid donor countries. This shared responsibility is mediated 

through a number of international cooperation mechanisms and “partnerships” in the 

context of which the low-income countries will be assisted — with ideas, resources, and 

advice — to evolve an appropriate set of institutions and policies aimed at the attainment 

of their own development goals and priorities. Reforms of policies and institutions of the 

low-income countries are critical elements of development strategy. The interconnections 

between various policy areas that are usually covered in such reforms suggest that 

ensuring policy coherence is likely to be a real challenge. Hence, an understanding of 

how the goals of development and the strategy for attaining them interact with the 

linkages across broad policy areas could be useful for analyzing policy coherence in these 

areas. This is the task addressed in the next section of this paper.  

 

III Development goals and strategy 
As thinking about development has evolved and as the analysis of the subject has 

expanded over time, our understanding of its meaning has become more comprehensive. 

Currently development is perceived broadly as a transformation of society (Stiglitz, 2001) 

which involves not only the acceptance of change but also its active promotion, 

particularly in relation to the institutional arrangements that impinge on all aspects of the 

economic decision-making process. Development as societal transformation is not 

without a purpose. That purpose is the enhancement of the abilities of all members of the 

society to shape their own lives (Stern, 2002). This new and broader view of development 
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moves away form the older and narrower concept which saw development essentially as 

one of increasing the resources allocated to investment and raising the efficiency of 

resource allocation; and more or less implied that as low-income countries developed, 

they would look more and more like the high-income countries.  

 

Corresponding to this new and broader view of development is a similarly broader view 

of the goals and objectives of development which moves away from a narrow focus on 

income growth as the overarching objective. The adoption in 2000 of the Millennium 

Development Goals (MDGs) represents a confirmation of the new view that the 

objectives of development should combine income growth, poverty eradication, and 

human development in an appropriate way. The MDGs thus represent a more 

comprehensive articulation of the broad objectives of development which are, by their 

nature, both multi-dimensional and multi-sectoral. Given the older focus on income 

growth as the objective of development, it is not difficult to see why there is a temptation 

to think in terms of ranking the various objectives specified in the MDGs. For instance, 

there is considerable evidence that economic growth contributes to poverty reduction and, 

hence, that growth and poverty reduction are likely to be complements especially when 

growth is pro-poor. 

 

Pro-poor growth is defined as economic growth which reduces poverty (Ravallion, 2004). 

Complementarities between growth and poverty reduction are enhanced in this context if 

growth-promoting policies are combined with measures that enable the poor to take 

advantage of the emerging opportunities and thus contribute to economic growth. Kraay 

(2004) finds evidence that, in the medium to long run, most of the variation in changes in 

poverty is attributable to growth in average incomes. He concludes that broad-based 

growth-promoting policies and institutional arrangements should be central to any 

country’s pro-poor growth strategy. In addition, however, the capacity of the poor to 

participate in and contribute to the growth process must be enhanced through access to 

appropriate human development opportunities. In the context of the MDGs, sustainable 

growth should not only directly reduce but also expand resources for meeting the 

requirements of access to human development opportunities. These in turn stimulate 
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further growth. As Winters (2003, p. 94) argues, “economic growth is the key to the 

sustained relief of poverty [because] it increases the resources to raise incomes…and it 

gives government scope for redistributive measures.” However, in terms of sequencing 

between growth-promoting and redistributive measures, Ranis (2004, p. 17) suggests that, 

“in order to reach a virtuous cycle of sustained growth accompanied by continuous 

improvements in human development, priority attention must be given to the latter.” 

 

While the debate continues regarding the most effective strategies for development, at 

least broadly, it is recognized that there is no single road to development. In terms of 

formal articulation, there is also broad consensus around the basic focus of development 

strategy. It requires the identification of the key “drivers” of development and a 

specification of the policies for influencing them. In other words, articulation of 

development strategy consists of identifying the “drivers” of development, and 

constructing and implementing appropriate intervention in these areas. Hence, the 

analysis of development strategy is an exploration of the links between these “drivers” 

and the goals and objectives of poverty-reducing and human development-enhancing 

growth. While there is also a fair consensus that this growth should be largely driven by 

the private sector, it is also stressed that the state has important supportive and sometimes 

proactive roles to play, including ensuring the empowerment of poor people so that they 

can participate strongly in the growth process.  

 

The most frequently identified “drivers” of development are macroeconomic stability, 

openness, good governance and strong institutions, as well as good quality infrastructure. 

In this list the least contentious items are macroeconomic stability and infrastructure 

quality. There is reasonable confidence that, all else being equal, macroeconomic stability 

should be associated with increasing growth. In addition, good quality infrastructure 

(power, transport, communication, and the financial system) provides services which are 

complementary to investment. Hence, when these services are offered, reliably, relatively 

cheaply and in good quality, investment can be enhanced and this, in turn, is likely to be 

associated with increased growth.   
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Both openness and institutions continue to generate vigorous debate. It is reasonable to 

expect open markets to play a significant role in a process of economic growth which is 

largely driven by the private sector. In this context, market-oriented reforms are aimed at 

allowing, enabling and inducing the competitive participation of private economic agents 

in various activities, sectors and markets in the economy. In other words, participation 

and competition among private sector agents are the key elements of market-oriented 

policy and institutional reforms. These efficiency-enhancing reforms have become 

complementary to the establishment and maintenance of the macroeconomic stability of 

an economy. However, their extension to the external dimension in terms of openness 

and global integration raises considerable concerns. Rodrik (2000) argues that openness 

cannot be regarded as an adequate or effective substitute for a comprehensive 

development strategy and suggests that the increasing focus on it appears to be crowding 

out more appropriate elements of such a strategy. For low-income countries, global 

integration may be associated with costs (in terms of the cost and appropriateness of the 

institutions required) that may outweigh the expected and often uncertain benefits. These 

concerns are beginning to receive recognition. In Stern (2002), for instance, it is 

suggested that while openness should be regarded as an important “driver” of 

development, research has not yet produced the final answers on the best policy mixes, 

adjustment processes and time paths for generating sustainable economic growth from 

more open trade and capital flow regimes. 

 

The debate regarding good governance and strong institutions as “drivers” of growth 

recognizes several dimensions: 

• they are needed for underpinning the efficiency and effectiveness of market-

oriented policy reforms 

• they are critical to the process of policy reform 

• the institutions themselves often have to be reformed in the process of 

development 

• institutional importation and transplantation do not appear to work well 

• there is no single well-defined institutional framework in the context of which 

development may be achieved 
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• the process of building good and strong institutions may involve considerable 

experimentation and therefore take substantial time and effort. 

Rodrik (2001) notes that even a predominantly private sector-driven market economy 

must rely on a wide array of non-market institutions for its effective performance; and 

argues that these institutions tend to vary across countries and over time in the same 

country.  

 

To Stern (2002), while appropriate institutions are of crucial importance, they will not 

necessarily arise spontaneously in the process of development. Many of the issues 

relating to the design of appropriate institutions remain unresolved, partly because of the 

absence of international consensus (Collier, 2001). It is also much less clear what the fit 

between institutions and reforms should be or how institutions themselves should be 

changed (Bourguignon, 2001). These unresolved problems may be regarded as a 

constraint which could prevent the implementation of some first-best market related 

policy reforms. As well, they can be regarded as an opportunity which would allow 

policy-makers in low-income countries to experiment and develop appropriate 

alternatives. The opportunity for experimentation may itself be a useful contribution to 

the development process (Collier, 2001; Rodrik, 2001). Finally, the recognition that good 

governance and strong institutions constitute key elements of the “drivers” of 

development suggests that the state continues to play an important role in a market-

oriented economy driven by the private sector. In particular, the state and the market are 

complementary. The role of the state is not just to take corrective measures in the 

presence of market failure but also to reform non-market institutions that may constrain 

efficiency and increase inequality (Stiglitz, 2001). 

 

The MDGs represent “shared” development objectives endorsed by world leaders to be 

achieved in the framework of a “partnership” between high-income donor countries and 

regional/multilateral development agencies on the one hand and low-income aid 

receiving countries on the other. An important implication is that decisions regarding the 

appropriate policy and institutional reforms that may be required of the low-income 

countries will either have to be made collaboratively or, if made primarily by the aid-
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recipients, would be substantially influenced by the aid-donor countries and agencies. In 

either case, there are likely to be ample opportunities for various issues of policy 

coherence to arise. They are also likely to arise most frequently and be most difficult to 

resolve precisely with respect to “drivers” of development, that is openness and 

institutions, that may be thought to require the most reform and for which consensus 

regarding appropriate reforms remain largely elusive. In the next three sections of this 

paper, issues relating to policy coherence are examined with respect to aid, trade and 

investment.  

 

IV Aid 

Aid or development assistance consists of financial flows, technical assistance, and goods 

and services (in kind) which are provided in the forms of grants and concessional loans 

(Radelet, 2006). The predominant sources of aid are bilateral, that is from one donor-

country to another recipient-country, and multilateral, that is from regional and 

multilateral development agencies to recipient countries. Multilateral assistance 

represents the disbursement of aid resources which come, ultimately, from donor 

countries but are pooled and allocated through such regional and multilateral 

development agencies. 

 

Aid is considered critical to the development process of many low-income countries for 

several reasons. For instance, it serves as an important source of finance for poor 

countries which are not well placed to attract from the global private capital market the 

financing that they may need to fund their development activities (Gupta et al., 2006). In 

addition to providing finance, aid can also be a vehicle for transmitting critically needed 

knowledge for these countries, and assist them in implementing development- enhancing 

reform of their policies and institutions (Gunning, 2001). Part of the self-assigned 

mandate of the multilateral development agencies is to use the provision of finance also 

as a lever for transmitting knowledge and advice (regarding policy and institutional 

reform) to aid receiving countries. 
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The literature suggests that aid donors are motivated by several considerations in 

allocating the assistance they provide to other countries. It is broadly accepted that 

foreign policy objectives of donors and their political relationships constitute the most 

important determinants of aid flows. It is under this broad classification that certain 

donors provide significant assistance to their former colonies and some others act 

similarly in relation to their strategic interests (political, military and security). In 

addition, bilateral aid flows are often designed to provide some support directly or 

indirectly for the economic interests of some groups and sectors in the donor countries.  

After these donor-generated “demands” have been met, remaining aid flows appear to be 

motivated by the desire of donor countries to assist economic development and poverty 

alleviation in low-income countries. It is suggested (see Radelet, 2006, for instance) that 

this development-related component of aid flows has at least five interrelated 

development objectives. These include: 

• the stimulation of economic growth through building infrastructure 

• supporting productive sectors and transmitting new knowledge and technology 

• strengthening  educational, health, environmental and socio-political systems 

• supporting subsistence consumption of goods and services during relief 

operations and humanitarian crises 

• stabilization of economies following economic shocks. 

 

Aid stimulated by these various motives comes predominantly through official 

development assistance (ODA) contributed in the framework of the Development 

Assistance Committee (DAC) of the OECD countries. Total ODA is estimated to have 

grown at about three per cent per year from the 1960s though the 1980s (Gupta et al., 

2006); this growth rate increased noticeably from the late 1990s. Hence, total ODA 

(measured in 2003 prices) rose from about US$30 billion in 1960 to almost US$80 billion 

in 2004 and further to about US$106 billion in 2005. The real bilateral grants component 

of this total increased from approximately US$22 billion to US$59 billion over the same 

period. Between 2001 and 2004 there were some significant changes in the composition 

of DAC-ODA. For instance, the share of contributions to the multilateral agencies fell 
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from 34 per cent to almost 31 per cent, and that of flexible bilateral declined also from 22 

per cent to 20 per cent over this period. Both movements imply that the proportion of 

ODA that could be used flexibly in support of development objectives has shrunk over 

the period.  

 

The giving and receiving of the aid component targeted at assisting economic 

development of low-income countries occur on the basis of the understanding that both 

the givers and receivers share. This is a common interest in achieving certain 

development objectives. In assessing the effectiveness of aid, therefore, it is generally 

agreed that three factors should be taken into account. These are the characteristics of the 

recipient-country, the policies, practices and procedures of the donor, and the type of 

activity which the aid is used to support. 

 

With respect to the first, current thinking is that development assistance should be 

demand-driven and, hence, offered in response to the recipient-country’s requirements as 

specified by the country itself. This is an important way for the country to demonstrate 

and effectively claim ownership of the development program which the aid seeks to 

support. Therefore, country ownership of such a program is viewed as fundamental to its 

success. It enables the recipient-country to take the lead in setting the priorities for the 

program while also ensuring that a broad participatory approach embraces non-public 

stakeholders in claiming ownership. It is further argued that aid is more likely to 

stimulate economic growth and enhance the achievement of other development objectives 

only if the recipient-country implements good policies and has strong institutions.  

 

This last element of the “desirable” characteristics of a recipient-country has become the 

basis of the principle of selectivity in aid allocation. It stipulates that:  

• the appropriateness of policies and institutions should be the primary basis of 

allocating aid 

• more aid should be allocated to countries with stronger policies and institutions 
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• instead of providing aid to encourage policy and institutional reforms, aid should 

be given to countries that have already demonstrated a desire to implement key 

reforms.  

This principle has been adopted and is being implemented in the context of the 

Millennium Challenge Account (MCA) of the United States. The MCA channels aid to 

low-income countries that show evidence of maintaining “good” economic policies and 

“appropriate” institutions for increasing economic growth and reducing poverty. In 

particular, strong commitments must be demonstrated in three areas. The first is to show 

that the government of the country is “ruling justly” through upholding the rule of law, 

rooting out corruption, and protecting human rights and political freedoms. Second, the 

country must demonstrate evidence of “investing in people” through the provision of 

education and health care. Third, the country must be “encouraging economic freedom” 

by maintaining open markets, implementing sound fiscal and monetary policies, 

establishing appropriate regulatory environments and supporting private enterprise. 

Radelet (2005) suggests that the selectivity principle could be used to influence a range of 

donor-country decisions. These include: the amount of aid, the extent to which recipient 

countries are allowed to set priorities and design activities supported by aid, the mix of 

project-versus-program aid, the breadth of aid-financed activities, the length of donor 

commitments as well as the distribution of aid between governments of aid recipient-

countries, the non-governmental organizations and other groups operating in the country. 

Furthermore, in an empirical study of the application of the selectivity principle, Dollar 

and Levin (2004) find that, while between 1984 and 1989 overall aid was allocated 

indiscriminately with respect to institutions and policies, 10 years later there was a clear 

relationship in which a set of bilateral and multilateral donors aligned their aid 

disbursement decisions with the selectivity principle. 

 

The literature shows that donor policies, practices and procedures influence aid quality 

and effectiveness (Birdsall, 2005; Easterly, 2002). These include aid-tying, lack of 

coordination, fragmentation, poor monitoring and evaluation, and lack of institution 

building. Hence, aid is not donor-neutral; and its quality and effectiveness are not 

exclusively determined by the characteristics of the recipient countries. Wane (2004) 
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empirically demonstrates that the quality of aid significantly influences its effectiveness 

and that aid quality is in turn influenced by its design. Since design of aid is undertaken 

by aid donors and their agencies, both they and the recipient-countries have joint 

responsibility for the quality of aid as well as its effectiveness. 

 

The third factor in the effectiveness of aid consists of the type, nature and features of aid. 

This reflects the idea that different kinds of aid may affect growth in different ways. 

There are several channels through which the nature of aid may have detrimental long-

term effects on economic development. Even though aid may initially provide useful 

additional resources, there is the tendency for the recipient country to become lax at 

raising domestic tax revenue and, hence, fall into the trap of aid dependence. In effect, a 

large and sustained volume of aid can harm the development of strong public institutions 

by undercutting incentives for revenue collection. Since the capacity to generate revenue 

is closely related to the accountability of a government to its citizens, the removal by aid 

of the need to collect revenue will inevitably hinder the development of strong and 

effective public institutions critical for accountability and good governance. Research 

shows that the tendency of aid to replace domestic revenue generation is particularly 

strong in the case of grants (Gupta et al., 2003). Similarly, empirical evidence is provided 

in Knack (2001) showing that higher aid levels tend to erode the quality of governance 

through various mechanisms. 

 

In addition, aid flows may generate difficult problems of macroeconomic management. 

For instance, they may lead to an overvaluation of the real exchange rate and hence have 

adverse consequences on the growth of the traded-goods sector and overall 

competitiveness of the aid recipient country’s economy. Rajan and Subramanian (2005a) 

find evidence that confirms this negative impact. In particular, it is shown that in aid 

recipient-countries, the competitiveness of the labour-intensive exporting sectors is 

undermined and, as a result, output and employment growth in these sectors are slower. 

A second area in which the nature of aid can lead to macroeconomic management 

problems relates to its volatile and unpredictable nature. Bulir and Hamann (2001) show 

that aid flows tend to be volatile, that aid is significantly more volatile than domestic 
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revenue. Also it tends to be procylical and hence welfare-reducing. In addition, donor 

commitments often systematically exceed disbursements. Hence, aid cannot be predicted 

reliably on the basis of donors’ commitments. These features of aid tend to complicate 

the conduct of fiscal and monetary policy and exacerbate exchange rate variability in aid-

dependent countries.  

 

Bulir and Hamann (2006) find further that, in spite of the various reforms aimed at 

strengthening coordination among donors and improving the design of financial support 

programs, the volatility of aid flows actually worsened over the 2000-2005 period 

compared to earlier periods. Finally, the endemic problem of aid project fragmentation 

imposes high transaction costs on the recipient countries, given that donors have different 

procedures and reporting requirements. Knack and Rahman (2004) provide empirical 

evidence linking aid project fragmentation to the lower bureaucratic quality in aid-

recipient countries. 

 

The analysis presented above suggests that while aid may have some beneficial effects on 

economic growth and development of low-income aid-recipient countries, it may also be 

associated with certain growth-reducing effects, and that these may cancel out the growth 

enhancing impact if appropriate measures are not taken. Empirical research results on the 

relationship between aid and growth have swung back and forth. An influential work by 

Burnside and Dollar (2000) concludes that aid tends to generate economic growth where 

aid recipient countries implement good policies and have strong institutions. This finding 

apparently formed the basis of the selectivity principle for aid allocation which has been 

adopted by the World Bank and several other bilateral donors. It also strengthened the 

idea that aid should be used to “push” low-income countries to implement certain 

orthodox institutional and policy reforms.  

 

Subsequently, however, the Burnside-Dollar results were overturned, together with their 

strong policy implications. For instance, Easterly, Levine and Roodman (2003) find that, 

on the basis of new data, it is no longer the case that aid promotes growth in good policy 

environments. In a study on the short-term effect of aid on growth, Clemens, Radelet and 
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Bhavnani (2004) find a very strong, positive and robust relationship in which “short-

impact” aid causes substantial growth. But their basic result was obtained regardless of 

the level of income of aid recipient countries, the strength of their institutions and the 

posture of their policies.  

 

Finally, Rajan and Subramanian (2005b) find no robust positive relationship between aid 

and long-term growth and that this conclusion holds regardless of the characteristics of 

the donors and recipient countries, as well as the nature of the aid flows. In particular this 

result holds regardless of the strength of the institutions of the recipient countries and 

regardless of the posture and quality of their policies.  

 

This analysis of the aid architecture suggests that issues of policy coherence, particularly 

between aid donors and recipients, may arise in a number of ways. In spite of recent 

efforts to transform the donor-recipient relationship to one based on real partnership and 

collaboration, it is clear that it is largely donors who prescribe what appropriate policy 

and institutional reforms are acceptable and over what time span they should be 

implemented by recipient countries. Significant doubts continue to be raised by research 

regarding the universal applicability of certain orthodox policies. Nonetheless, donor 

practices continue to insist on the prior commitment to implement or the actual 

implementation of such policies as part of the conditions for providing development 

assistance. For instance, beyond the Burnside-Dollar result, other rigourous investigations 

of the aid-growth relationship have provided no basis for prescribing specific policy and 

institutional reforms as a condition for ensuring that development assistance promotes 

growth. Research acknowledges that a certain degree of experimentation and 

innovativeness with respect to the reform of policy and institutions should be an 

important component of learning in the development process. However, this is not 

reflected in the practices and procedures of aid allocation and disbursement. The resulting 

lack of policy coherence also reflects the aid-donor partnership of unequal partners. 

While donors agree in principle that recipients should assert “ownership” of their 

development priorities and strategies, donors still play a dominant role in the actual 
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articulation of these priorities and strategies. This is partly because it is the donors who 

also determine whether these are adequate and appropriate or not. 

 

As shown earlier, the features of aid are associated with certain macroeconomic 

management difficulties in the typical low-income country which by definition often 

lacks either the policy instruments or the skills for resolving these difficulties in ways that 

promote rather than hinder macroeconomic stability and growth. Yet, policy 

conditionalities associated with aid often do not take explicit account of these and, thus, 

fail to provide room for the necessary policy experimentation required. In the process, the 

strategy of harmonizing policies and institutional arrangements without due regard for the 

inherent differences in existing economic and socio-political structures, constitutes a 

significant cause of the problems of policy coherence associated with the aid architecture.  

 

V Trade 

It is well established that the achievement of the development goals of low-income 

countries can be facilitated by a careful articulation of comprehensive development 

strategies, the selection and effective implementation of appropriate policies and the 

building of supportive institutions. With respect to the mix of appropriate policies, 

current thinking suggests that: 

• several routes can be taken on the road to reaching specified development goals 

• various policy packages will inevitably involve trade-offs between efficiency and 

equity in varying degrees  

• that choices among them are essentially a reflection of each country’s preferences. 

 

Similarly, it is generally recognized that institution building and institutional upgrading, 

as integral parts of the development process, inevitably involve a great deal of 

experimentation and learning and, hence, considerable time and effort. 

 

Current thinking with respect to how aid can be used as an instrument for stimulating 

economic growth and development in the low-income countries also has broadly similar 
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nuances regarding appropriate policy and institutional reforms. But aid practices and 

procedures appear to be much less careful of the need for the low-income countries to be 

assisted to maintain ownership of their development priorities and strategies and, to that 

extent, also to exercise considerable discretion with respect to their policy and 

institutional reform choices. As Ranis (2004, p. 24) asserts, “in spite of protestations to 

the contrary, the IFIs (International Financial Institutions) today still dominate the 

composition of reform programmes and still try to assert their own views and impose 

some level of conditionality to get them accepted by (aid) recipients…” This tendency 

remains strong particularly in the key policy areas of trade and investment where it is the 

primary source of problems of policy coherence. The focus of this section is a review of 

trade architecture from this perspective, while a similar exercise on the investment 

architecture is taken up in section VI. 

 

According to Rodrik (2001, p. 101), the “standard policy advice proffered by donors is 

that openness to trade generates predictable and positive consequences for growth.” The 

situation is, of course, not so clear in the realm of research. Here the relationship between 

trade liberalization and growth has continued to generate debate. The literature identifies 

several channels through which trade may promote economic growth. These include 

greater specialization and, thus, total factor productivity gains resulting from the fact that 

trade allows countries to exploit their comparative advantage. They also include 

expansion of markets which permits firms to take advantage of economies of scale; the 

diffusion, through trade, of both technological innovations and improved managerial 

practices; and the reduction of anti-competitive practices and rent-seeking by firms 

(Loayza and Soto, 2003). But trade liberalization may also have negative consequences in 

certain circumstances. For instance, if market failure or institutional rigidities exist, 

openness can lead to under-utilization of human and capital resources, concentration in 

extractive economic activities or specialization away from technologically advanced, 

increasing returns sectors (Chang, Kaltani and Loayza, 2005). 

 

Since trade liberalization can have both negative and positive effects on economic growth 

depending on the circumstances, it is not surprising that, both theoretically and in terms 
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of empirical analysis, the relationship can be ambiguous. This reflects the complex and 

dynamic nature of the relationship. Several aspects of this complexity are now emerging 

from recent research. For example, countries do not benefit equally from trade 

liberalization. In particular, in countries where supply response capacity is limited by 

structural factors, the adjustment process is inevitably slow and efficiency gains may be 

limited and/or take considerable time to be realized. Thus, while trade liberalization may 

enhance economic growth on average, both the adjustment to trade liberalization and its 

effects are related to the structure of each economy and its institutions. Whether or not 

trade liberalization is advisable in a particular low-income country over a specific period 

of time would depend on several factors These include the degree and pace of trade 

liberalization contemplated, the existence and degree of distortions in other non-trade 

markets and institutions, and the feasibility of eliminating these. The implication is that 

the growth effects of trade liberalization are not necessarily the same across countries. 

Rather, they tend to reflect country characteristics such as income and quality of 

institutions. In support of these ideas, Calderon et al. (2005) provide empirical results 

showing that the growth effect of trade liberalization is nearly zero for low levels of per 

capital GDP; and that this growth effect is economically significant only for middle- and 

high-income countries. For the low-income countries in particular, supply-response-

capacity constraints tend to swamp efficiency gains. In addition, revenue losses 

associated with trade liberalization may constitute a major problem, especially in 

countries that are heavily dependent on trade taxes. In principle this can be replaced with 

appropriate alternative sources, but it may take considerable time to achieve a full 

replacement. Baunsgaard and Keen (2005) show that recovery of lost trade tax revenue 

from alternative sources has been extremely weak in low-income countries where at best 

no more than 30 cents of each lost dollar of trade tax revenue is typically recovered. 

 

As Winters (2003) argues, there are potentially important links between trade policy and 

poverty, both directly through economic growth and also indirectly. However, the 

linkages are even more complicated than that between trade policy and economic growth 

and, hence, require careful and detailed analysis to reveal and measure. Open trade 

regimes may help in reducing poverty but would not be sufficient to achieve that goal. 
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Hence, generalizations about the effects of trade liberalization on poverty alleviation will 

be weak and qualified because different poor households will be affected differently by 

the same trade policy change within and across countries. To the extent that a low-

income country’s characteristics attenuate the positive effect of trade liberalization on 

economic growth, one can expect at least the same kind of limited direct impact on 

poverty alleviation. The implications in terms of development strategy are roughly the 

same. Trade policy reforms in low-income countries must take supply-side constraints 

fully into account as an integral part, rather than as a by-product, of reform strategy. 

What other specific policy and institutional constraints are can only be determined on the 

basis of country-specific analysis. Correspondingly, the mix of appropriate policies and 

policy instruments may not necessarily be obvious. Hence, experimentation and learning 

must be viewed as an important component of the development process. 

 

The architecture of trade provides several mechanisms through which countries can 

articulate and implement trade policy reforms that would, in their view, help them 

achieve their national development goals. The first of these is the unilateral route through 

which any country can take a trade policy decision without reference to what its trading 

partners choose to do. Economic theory suggests that a country derives the most gain 

from the unilateral liberalization of its own trade regime. But doing the same through 

bilateral, regional or multilateral routes has certain additional benefits and the desire to 

take advantage of these may explain why trade is one policy area where extensive 

international (and regional) cooperation is pervasive (WTO, 2004). Cooperation in the 

realm of international trade assists countries to avoid mutually destructive trade 

retaliation episodes which could result as tariff changes lead to negative terms-of-trade 

effects. This enables countries to trade-off conflicting interests of importers and exporters 

in the context of the domestic politics of trade policy reform; and enables countries to use 

the commitments in the associated trade agreements for securing greater policy 

coherence. 

 

Many developing countries implemented much of their trade policy reforms in the 1980s 

and early 1990s primarily through the unilateral route and largely in the context of 

 26



 

structural adjustment programs supported by the World Bank and the IMF. Thus, these 

trade policy reforms were heavily influenced by the multilateral development agencies. In 

Africa in particular, many of these liberalization efforts failed to yield the desired results 

or were subsequently reversed, partly because they were implemented without fully 

taking into account other necessary complementary policy and institutional reforms 

(Oyejide et al., 1997). 

 

Since the Uruguay Round and the transformation of the General Agreement on Tariffs 

and Trade (GATT) into the WTO, the multilateral trading system which is embodied in 

this institution has emerged as the primary mechanism for establishing the “rules of the 

game” and for negotiating trade relations for virtually all countries. The fundamental 

presumption of this multilateral trading system is that all countries will benefit from a 

rules-based arrangement which treats all countries equally and restrains each country 

from taking measures that damage others. Obviously the GATT/WTO system has not 

necessarily lived up to this ideal. Historically it has focused on issues of primary concern 

to its founding members, mostly developed countries, and has essentially codified the 

status quo trade arrangements and standards of these countries into its established rules 

and procedures. Inevitably, therefore, as low-income countries became more significant 

in its membership, it became clear that these countries may require different conditions if 

they are to benefit fully from the global trading system. Special and differential treatment 

(SDT) provisions were initiated and expanded over time to take account of these 

concerns. Eventually progress along this line was truncated by the Uruguay Round which 

not only increased the number and expanded the coverage of multilateral trade rules, but 

also used the “single undertaking” principle to extend them to all member countries. In 

effect the Uruguay Round made it mandatory for virtually all trade rules to be applicable 

to all member countries, regardless of the level of development. As various Uruguay 

Round agreements resulted in harmonizing multilateral trade rules with corresponding 

status quo practices in high-income countries, the consequence was a substantial 

narrowing of the policy space within which low-income countries can conduct trade 

policy in support of their development priorities and goals. Hence, the multilateral trade 

rules, practices and procedures of the WTO essentially define the broad contours of trade 
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policies in low-income countries and, to that extent, also heavily influence their 

development strategies. 

 

The more active participation of low-income countries in the Doha Development Agenda 

(DDA) of the WTO appears to have been induced, at least partly, by the desire to undo 

some of the damage inflicted on them by the Uruguay Round. They sought policy space 

and the elimination of certain market access constraints that confront them in high-

income countries (Oyejide, 2000). In the area of market access, the demands of low-

income countries are directly linked to those measures which are required to promote 

expansion and diversification of their exports as a means of enhancing economic growth 

and poverty reduction. With respect to agriculture, there are two areas where such 

measures could have significant effects on economic growth and poverty reduction in 

low-income countries. One is the lowering of trade barriers in the agricultural sector of 

the high-income countries. The other is the elimination of export subsidies and domestic 

agricultural support. In the manufacturing sector, the demand is to reduce peak tariffs and 

eliminate tariff escalation in the high-income countries. 

 

The reduction and elimination of these trade barriers in high-income countries should 

reduce the penalty currently suffered by low-income countries and also enable them to 

expand production and export in many labour-intensive agricultural and manufacturing 

activities in which they have strong comparative advantage. This would also shift the 

world trading system more in the direction of benefiting all countries as envisaged in the 

fundamental presumption upon which it is based. 

 

It is a well-established principle that a set of uniform multilateral rights and obligations 

among such a diverse group as the member countries of the WTO could not serve the best 

interests of all parties (Keck and Low, 2004). Given the widely differing priorities of 

countries and the widely divergent characteristics of their economies, it seems clear that 

the WTO system of rights and obligations would be inequitable (in terms of both 

opportunity and outcomes) if it did not allow for differentiation among members. This is 

particularly important in the area of multilateral trade rules where there has been a 
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tendency to harmonize around the status quo in high-income countries. Hence, in 

reforming the international architecture, an important goal should be to ensure that low-

income countries have sufficient national autonomy and policy space to experiment and 

innovate in their development strategies. This implies that the trade architecture should 

be flexible enough to enable them to use government intervention measures to address 

market distortions, relieve supply-side constraints and pursue social (equity) objectives. 

Various approaches can be used for achieving this goal (Mattoo and Subramnian; 2004; 

Hoekman, 2005). One approach is to define, through negotiations, a set of “core” 

disciplines that would be binding and enforceable across all countries. Then countries 

would be permitted not to implement “non-core” WTO rules, unless they unilaterally 

decide to do so perhaps because they have come to the conclusion that doing so would 

advance their own interests. Such a negotiation could be problematic, not least because 

low-income countries may lack the capacity for the analysis necessary to make informed 

choices in relation to the “core” rules. It may be more feasible to use another approach 

which simply exempts low-income countries from taking on obligations that are: 

• welfare diminishing, such as the agreement on trade related intellectual property 

protection 

• financially costly, such as the customs valuation agreement. 

 

In addition, they should be exempted from WTO obligations which unduly restrict their 

policy space by prohibiting measures that can be used to enhance economic growth and 

poverty alleviation, provided that implementing such measures would not have 

significant negative impacts on their trading partners. To the extent that taking on these 

obligations would in the long run be welfare-enhancing, low-income countries should 

obviously be encouraged to eventually accept them. But there should be no requirement 

for them to do so on a mandatory basis. 

 

The trade architecture could be made more coherent and development-friendly by 

adopting a set of principles targeted at enlarging the scope of bargaining in trade 

negotiations, balancing further liberalization with more policy discretion, and minimizing 

the extent of regulatory harmonization (Mattoo and Subramanian, 2003). The first of 
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these is to permit more comprehensive coverage by including not only all goods and 

services and factors like capital, as is essentially the case currently, but including all 

factors, including labour. This would provide for symmetry of treatment and the inclusion 

of capital movement to produce goods and services which reflects the interests of high-

income countries. At the same time, the inclusion of the temporary movement of labour 

to produce goods and services would reflect that of low-income countries. The second 

principle requires acceptance of the national treatment obligation in relation to goods, 

services and suppliers once the foreign goods, services and suppliers have entered the 

domestic market; and that while restrictions can be imposed on the entry of foreign 

goods, services and suppliers, these should be subject to liberalization through 

negotiations. The third principle relates to trade rules and regulations. It requires that 

these be subjected to harmonization only in cases of significant negative externalities. 

The final principle would permit voluntary harmonization of regulations among groups of 

“like-minded” countries with the provision that the interests of non-group members 

should be adequately protected. 

 

Beyond the non-reciprocal preferential trade arrangements in the context of which many 

high-income countries offer special market access to exports of specified low-income 

countries, a new set of reciprocal preferential trade schemes which links high and low-

income country groups is beginning to emerge. A prominent example is the series of 

economic partnership agreements (EPAs) currently under negotiation between the 

European Union (EU) and regional groups of African, Caribbean, and Pacific (ACP) 

states. Since they are reciprocal, these arrangements will impose concrete trade 

liberalization obligations on low-income countries. The important issue is how to ensure 

that they maintain policy coherence and are development-friendly. 

 

The current EPA negotiation posture of the EU gives considerable room for concern with 

respect to both policy coherence and development-friendliness. Some guiding principles 

have been suggested for meeting these concerns and enhancing the contribution of the 

schemes to the enhancement of economic growth and poverty reduction in the low-

income countries involved (Hoekman, 2005; Oyejide, 2004). These are in two parts. 

 30



 

First, with respect to the liberalization of trade barriers at the border, the high-income 

countries should liberalize all sectors on a preferential basis and immediately, with 

simple rules of origin; while the low-income countries should reciprocate by reducing 

their trade barriers gradually and on a most-favoured-nation (mfn) basis. The goal for the 

high-income countries is the elimination of all trade barriers at the border against their 

low-income country partners, while that of the low-income countries is that of achieving 

significant reduction in applied mfn tariffs that are also bound in the WTO. This proposal 

has several development-enhancing features. For instance, it will not only prevent trade 

diversion but will also spread the benefits of the resulting trade liberalization to all 

trading partners rather than limiting them only to members of the preferential trading 

scheme. In addition, the administrative burden on customs authorities for implementing 

the scheme will be limited. Furthermore, the gradual reduction of trade barriers at the 

border by the low-income country partners will give local industries across the board 

time to adjust to increasing competition from EU imports; and also allow governments 

more time to put in place alternative sources of revenue.  

 

Second, with respect to non-trade areas where it appears that the EU wants to insist on 

regulatory harmonization as “payment” for granting preferential access, the proposal 

articulated above for the multilateral trading system should apply. This means that, for all 

trade and trade-related rules, regulatory harmonization should not be required, except in 

cases where significant negative externalities can be demonstrated. As well, it means no 

agreement in this area should deny low-income countries access to potentially useful 

measures for promoting development and poverty reduction, but that voluntary adherence 

to appropriate standards should be encouraged and assisted, especially when this helps to 

relax binding supply response capacity constraints of low-income country members of 

the scheme.  

 

VI  Investment 

Trade and investment are closely related in several ways. Their interdependence and 

complementarity have increased over time as the decision to export or invest abroad for 

producing locally is taken, more often than not, by the same set of multinational 
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enterprises. To these enterprises, trade and investment represent two modalities through 

which they can sell abroad. For instance, to the vertical firm, trade and foreign direct 

investment (FDI) are complementary activities since it fragments different stages of 

production in different foreign countries and re-exports components across its home and 

foreign markets. By comparison, trading and investing abroad are two substitute activities 

for the horizontal enterprise which chooses one or the other depending on their relative 

returns. Both trade and investment decisions are often driven by a common set of factors. 

In addition, trade and investment can stimulate each other; while the decision to invest in 

a country may be preceded by exports, the subsequent investment may itself generate 

both imports of capital goods and export of final products. Finally, a country’s trade 

policy may have a significant impact on FDI flows and vice versa; and investment is 

widely recognized as a key channel through which an economy reaps the growth benefits 

of trade liberalization. 

 

However, despite this close relationship trade and investment may differ in terms of their 

nature, policy requirements and responses, regulatory framework, and overall effects on 

important development objectives such as economic growth and poverty reduction. These 

differences constitute an important consideration for exploring policy coherence issues 

emanating solely from the investment architecture. In particular, while policy coherence 

concerns arising from market access problems may be common to both trade and 

investment, foreign investors may worry also about many aspects of the host country’s 

domestic regulatory framework, including protection against expropriation, the right to 

control their investment and to transfer funds from the host country. 

 

One of the main justifications for development assistance is the provision of finance to 

low-income countries that lack access to world capital markets. The growing integration 

of domestic financial markets globally suggests that this justification may no longer be 

that critical to the extent that low-income countries are able to attract the foreign capital 

they may require for their development. Indeed, private foreign capital flows in their 

various forms have become important supplementary sources of financing economic 

activities, but largely in middle-income countries. In this group of countries, official 
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development assistance and net inflows from the regional and multilateral development 

agencies and banks now constitute less than two per cent of investment spending. 

During the 1980s and 1990s private foreign capital flows thus became the principal 

sources of development finance (OECD, 1998). Within private capital flows, it is useful 

to distinguish between foreign direct investment (FDI) and portfolio investment. FDI can 

be defined as funds invested for the purpose of acquiring a lasting interest in an enterprise 

and of exerting a degree of influence on its operations. By comparison, portfolio 

investment is made by passive investors whose primary motivation is the rate of return on 

the asset. 

 

Thomsen (2000) documents the long-term pattern of investment and notes that the steady 

rise in the share of developing countries in global FDI flows in the 1990s represents a 

return to previous levels, following the recovery from the debt and financial crises of the 

1980s. However, in terms of distribution among developing countries, FDI flows remain 

concentrated in only a few of them. Thus, since 1970s, the same 10 countries (Argentina, 

Brazil, Mexico, Saudi Arabia, China, Indonesia, Malaysia, Singapore, Thailand, and 

Hong Kong-China) have accounted for over 66 per cent of all FDI inflows into the 

developing countries. In addition, China alone has accounted for about 33 per cent of 

total inflows to these countries since the early 1990s.   

 

Increased mobility of capital flows is expected to enhance efficiency through several 

channels; including in the supply and quality of available financial products, upgrading of 

domestic financial institutions instigated by increased competition, decrease in the cost of 

capital and reduction in risk due to diversification. In addition, increased international 

capital mobility improves global resource allocation by channelling world savings to the 

most productive uses; and enabling recipient countries to maintain relatively stable levels 

of investment and consumption in the face of fluctuations in their incomes. 

 

Beyond the general benefits ascribed to increased capital mobility, several additional 

advantages can be associated with FDI inflows into an economy. For instance, FDI can 

serve as an important vehicle for technology transfer, knowledge acquisition, 
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employment creation, access to managerial expertise, and for stimulating 

entrepreneurship and innovation. FDI can assist in channelling goods and services across 

countries, and also stimulate competition in the host country. In addition, FDI may 

provide for the host country a relatively stable means of financing current account 

deficits, assist with export diversification and with the establishment of links with foreign 

markets. FDI is less volatile than other forms of capital flows. As a result, the benefits 

which it brings to an economy tend to have more durable impact. 

 

The benefits derivable from increased capital mobility are not without costs. The market 

discipline on overall economic management which global financial integration brings 

usually comes too late and its impact typically overshoots. For many low-income 

countries, capital mobility may be associated with external shocks that are difficult to 

manage and control, given the level of development of their domestic financial 

institutions and markets. The resulting contagion of capital market volatility and crises 

tend to have sharp and significant negative effects on financial asset prices and flows, as 

well as negative consequences on real economic activity and employment. In addition, 

large capital inflows may put pressure on the real exchange rate, with the result that the 

competitiveness of the economy, particularly the export sector, is worsened.  

 

One approach for exploring the key determinants of FDI flows is to examine what 

motivates foreign investors. These can be categorized into four (Christiansen, 2004): 

resource-seeking, efficiency-seeking, market-seeking and strategic asset-seeking. 

Resource-seeking FDI is typically attracted to countries and locations with abundant or 

low-priced natural resources (e.g. mining and mineral extraction). Efficiency-seeking FDI 

focuses largely on component outsourcing to countries and locations with appropriate 

skills. Market-seeking FDI would flow into countries with large markets where import-

substitution policies create barriers against direct export from the investor’s home 

country. Finally, strategic asset-seeking FDI searches for competitive edge assets or some 

degree of incipient monopoly power. The kinds of FDI that are most likely to locate in 

low-income countries are resource-seeking, efficiency-seeking and market-seeking, 

although the last two may be more likely to assist these countries to develop modern and 
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diversified economies. But only a few of them have large populations and buoyant 

domestic markets to attract market-seeking FDI, except in the context of large integrated 

regional markets. 

 

In general key determinants of FDI flows include both policy and non-policy factors. 

Among the latter are market size and the growth prospects of the economy, natural and 

human resource endowment as well as physical, financial and technological 

infrastructure. Policy variables include openness to international trade and access to 

foreign markets, and the regulatory and macroeconomic policy framework. In this 

context, Reinhart and Rogoff (2003) argue that, while essential for investment, 

macroeconomic stability is not necessarily a sufficient condition.  

 

In the policy sphere, the focus of debate revolves around two issues; that is whether low-

income countries should seek to attract FDI by liberalizing their investment regimes; and 

more generally whether they should liberalize their domestic financial markets or 

maintain restrictions on capital movement. With respect to the first issue, many low-

income countries have gravitated towards a dualist policy. On the one hand this 

aggressively promotes export-oriented FDI and on the other hand tries to attract market-

seeking inward FDI by protecting the economy from imports. Under the former policy 

regime, FDI entry conditions are liberalized and even facilitated with generous 

investment incentives, including the use of special export platforms such as export free 

zones and duty-free import of components. Under both regimes, there may be limitations 

regarding the sectors open to FDI as well as various ownership, control and operational 

restrictions. In particular restrictions on foreign ownership may range from zero to less 

than 50 per cent; obligatory screening and approval procedures may apply. In this case 

there may be stipulations that the foreign investor must demonstrate the economic 

benefits of the investment to the host economy. In addition, there may be requirements 

that nationals and/or residents must constitute the majority of the board of directors, and 

there may be restrictions on the employment of foreign nationals. Finally, with regard to 

operational control, there may be stipulations relating to such performance “standards” as 
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proportion of output exported, local employment, as well as domestic content or local 

sourcing of raw materials and other inputs. 

 

It is important to note that, through policy and institutional reforms implemented during 

the 1980s and 1990s, many low-income countries have eliminated most of these FDI 

restrictions. Hence, much of the FDI flows received by them since the 1990s can be 

traced to policies of deregulation, privatization, and demonopolization. As a result, FDI 

inflows have gone into previously prohibited sectors such as communication and public 

utilities. Beyond these, there have also been efforts to improve their investment climates 

by focusing on issues such as poor infrastructure and associated costs of doing business. 

It is not clear the extent to which these policy changes are succeeding in attracting 

investment. As Christiansen (2004, p. 37) finds, “while a significant impact from 

elements of the four investment climate score-boards was demonstrated, large segments 

of the score-boards appear to be without predictive power regarding countries’ ability to 

attract direct investment.” 

 

As indicated above, the second focus of debate in the investment policy sphere is whether 

low-income countries should liberalize their capital account as a means of reaping the 

benefits of capital inflows. As shown in WTO (2004), the approach to financial 

liberalization tends to vary across countries, largely reflecting their level of development. 

For instance, financial markets are essentially open in high-income countries, although 

this is a fairly recent phenomenon. But in most developing countries, the financial sectors 

remain relatively closed because of concerns that unregulated capital movements are 

likely to have significant negative effects on their economies. These concerns are not 

misplaced in the case of low-income countries. In principle foreign capital inflows put to 

good use can finance investment and stimulate economic growth of the recipient country 

(Reinhart, 2005). However, empirical analysis shows that capital flows have no 

significant impact on economic performance once the impact of the key variables — such 

as the level of education, initial level of income and the quality of institutions — are 

controlled for (Rodrik, 1998). In the specific case of low-income countries, it seems that 

an “absorptive capacity” perspective also applies. This suggests that achieving positive 
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growth effects of capital flows in an economy is contingent on key factors such as initial 

income, education and the level of financial development. When these characteristics are 

below certain threshold levels (as is likely in many low-income countries) capital inflows 

tend to have an ambiguous or even negative effect on growth (Durham, 2000). Similarly, 

WTO (2004) concludes that a high level of domestic financial sector development is one 

of the critical factors for dealing with capital surges and outflows that may be responsible 

for the negative effect of capital flows on growth. 

 

Compared to the policy area of trade cooperation, formal international agreements on 

investment are far less extensive. Nevertheless, there has been a significant increase in 

the number of bilateral investment protection treaties and regional trade agreements in 

which investment disciplines are included. In particular, international, bilateral and 

regional agreements have proliferated since the 1990s as home and host countries seek to 

protect their respective interests through such formal commitments. In addition to 

attempts to promote foreign investment using firm-specific tax incentives and subsidies, 

bilateral investment treaties (BITs) are now being used increasingly to entice foreign 

investors. The central attraction of a BIT is the assurance it gives investors about their 

property rights; including the right to sue the host government if its actions are deemed to 

expropriate substantially the business of the firm. 

 

Beginning in 1959 the number of BITs rose steadily through the 1980s. They reached 470 

in 1990 and were close to 2,000 by the end of the 1990s (Hallward-Driemeier, 2003). As 

at 2005 there were estimated to be more than 2,200 BITs and over 175 regional trade 

agreements containing investment-related agreements (OECD, 2004). Most BITs have 

been concluded between high-income countries that export capital and developing 

capital-importing countries, although some are being signed between developing 

countries. With the increase in their number, the share of FDI to developing countries 

covered by treaties has increased sharply. In 1980 the share of FDI under a treaty was 

less than five per cent. By 2000 it had risen to about 50 per cent (Hallward-Driemeier, 

2003). By protecting investors against expropriation and nationalization without 

compensation, and by including dispute settlement procedures for both state-to-state and 
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investor-to-state disputes, the BITs also address many of the issues normally handled by 

development institutions such as the Multilateral Investment Guarantee Agency (MIGA) 

and the International Centre for the Settlement of Investment Disputes (ICSID). 

In spite of their proliferation, BITs are neither a necessary nor a sufficient condition for 

receiving FDI. Many low-income countries which have signed BITs as a means of 

improving their investment environment have continued to have difficulties in attracting 

FDI. Yet, some of the top locations for FDI inflows have ratified none or only a few 

BITs. UNCTAD (1998) shows that BITs do not play a significant role in increasing FDI. 

Similarly, Hallward-Driemeier (2003) finds little evidence that BITs have stimulated 

additional investment. On the contrary, it is suggested that BITs may lead to two kinds of 

costs to host countries; one relates to possible large penalty awards from disputes, the 

other relates to the possible reduction of viable choices open to policy makers once BITs 

have been signed. 

 

At the multilateral level, the Uruguay Round introduced an investment dimension into 

multilateral trade rules through the General Agreement on Trade in Services (GATS) as 

well as several other WTO agreements. In the case of GATS, Mode 3 applies to the 

supply of trade in services through “commercial presence”, which is in essence an 

investment activity. Mode 4 deals with temporary entry of management and other key 

personnel and has a bearing on investment. GATS imposes mfn treatment as an 

immediate and unconditional obligation; but national treatment applies only to scheduled 

sectors where parties agree to provide this in the context of specific market access 

commitments. Like other WTO agreements GATS commitments are subject to 

enforcement through the Dispute Settlement Understanding (DSU). 

 

In addition, the Trade Related Aspects of Intellectual Property Protection Agreement 

(TRIPS) provides for both national treatment and mfn in specific categories of 

intellectual property. Thus, private rights holders are entitled to benefit from obligatory 

domestic enforcement of their rights through access to local judicial procedures. In the 

case of the agreement on Trade Related Investment Measures (TRIMs), certain 

investment measures are prohibited to the extent that they are inconsistent with national 
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treatment obligations. Prominent among these are various forms of performance 

requirements typically imposed on foreign investment. Finally, the Agreement on 

Subsidies and Countervailing Measures includes in its definition of prohibited or 

actionable subsidies several measures generally used by developing countries as 

investment incentives. 

 

In effect there exists an increasingly complex array of international investment rules. 

Hence, governments of low-income countries are under considerable pressure to ensure 

consistency among a wide variety of obligations. The growing number of increasingly 

more complex investment-related provisions amounts to a sharp reduction in the policy 

space available for low-income countries to define autonomous investment policy 

regimes that are finely tuned towards enhancing their economic growth and poverty 

reduction. 

 

As argued in the previous section, openness to trade can be a mixed blessing for low-

income countries. In the case of financial openness, there is much stronger evidence 

suggesting that blanket advice for low-income countries to embrace capital account 

liberalization and unregulated capital movements is misplaced. As Prassard, Rogoff, Wei 

and Rose (2003 p. 1) find, “in theory, there are many channels through which financial 

openness could enhance growth; a systematic examination of the evidence, however, 

suggests that it is difficult to establish a robust causal relationship between the degree of 

financial integration and output growth performance. There is also little evidence that 

financial integration has helped developing countries to better stabilize fluctuations in 

consumption growth.” In the same way, Hoekman and Newfarmer (2005) argue that the 

disciplines imposed on various treaties with respect to investor protection and associated 

dispute settlement provisions may be detrimental to low-income countries.  

 

Therefore, just as in the case of trade policy area, the appropriate reform of the 

investment architecture should be aimed at enhancing rather than narrowing the policy 

space of low-income countries for experimentation and learning as an integral part of 

their development process. A feasible way to achieve this is to refrain from making 
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harmonized investment regulations and rules that are obligatory and subject to dispute 

settlement in the case of low-income countries. Instead, they should be encouraged and 

assisted to take on such of these obligations that they may consider helpful in achieving 

their development priorities and goals. Clearly, virtually all empirical studies have shown 

that the degree of institutional development and other initial conditions required before 

financial openness and integration can contribute positively and significantly to their 

economic growth will take considerable time and investment. 

 

VII. Coherence across policy areas 

The view that the impact of aid on the key objectives of development depends largely on 

both the quality of aid provided by bilateral and multilateral donors and the policies 

pursued by recipient countries is probably one that is broadly shared by analysts and aid 

practitioners. This suggests that an analysis of the impact of development assistance must 

also pay attention to the choice of development strategy and associated policies. In 

particular, coherence within and across the critical policy areas as well as among aid 

donor and recipient governments is important for enhancing the positive impact of aid. In 

sections IV to VI above the main issues relating to coherence within each of the key 

policy areas of aid, trade, and investment have been identified and discussed. In this 

section, the focus of analysis shifts to problems of coherence across these policy areas.  

 

In general aid disbursement to low-income countries is either conditioned upon or at least 

associated with certain restrictions on the trade policy autonomy of the recipient 

countries. These restrictions typically take two forms; insistence on a rapid opening of 

their markets to trade and a limit on the range of trade policy instruments that may be 

used. Both types of restriction are justified by the argument that a liberal trade regime has 

a significant positive growth effect. From the perspective of aid-recipient countries, 

however, neither rapid trade liberalization nor exclusion of certain trade policy 

instruments should be insisted upon without qualification. This perspective suggests a 

more nuanced trade policy approach in the context of which aid recipients would 

undertake a gradual trade liberalization process, bearing in mind their specific 
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circumstances. This gradual process would retain some protection against foreign 

competition and thus provide the time and encouragement that may be required for the 

restructuring and strengthening of domestic enterprises that are potentially capable of 

competitively producing import substitutes. In addition, the gradual process may also 

provide the time for finding alternatives to trade-tax revenue that may be lost through 

trade liberalization. As well it would provide time for implementing other complementary 

policy reforms without which a liberal trade regime could not have a quasi-permanent 

positive effect on growth. Clearly an aid-trade package which offers development 

assistance conditioned upon rapid trade liberalization may suffer policy incoherence. 

 

An even more glaring case of incoherence characterizes the aid and trade policies of 

many donor countries. In particular, the combination of the provision of aid to enhance 

the development of low-income countries may be more or less offset by the use of trade 

barriers against their exports. Although a coherent aid-trade policy package would 

suggest the use of development assistance to enhance the prospect for trade-led growth of 

aid-recipients, OECD barriers to trade in products in which low-income (and aid-

receiving) countries have clear comparative advantage remain higher than on other 

products. It is estimated, for instance, that huge distortions to agriculture (production and 

export subsidies and import restrictions) in OECD countries reduce the real incomes of 

developing countries by $20 billion per year (Winters, 2004). Import protection for 

agricultural products remains both very high and non-transparent. Thus, about 28 per cent 

of domestic production in OECD countries is protected by import quotas with high out-

of-quota tariffs. Tariff peaks are very high, reaching up to 500 per cent or more in some 

cases, and these tariffs generally increase, by degree of processing, creating an escalating 

tariff structure which limits imports of processed food and agricultural products. It is 

estimated that in 2003 the effective level of agricultural protection constituted 66 per cent 

of total income support to OECD farmers (Tangermann, 2005). Total transfer to farmers 

in these countries averaged about $235 billion per year during 2000-2002. In 2003 total 

net transfers to farmers in OECD countries represented 32 per cent if farm revenue; and 

support per farmer rose by 31 per cent (US) and 60 per cent (EU) between 1986-88 and 

2003 (Messerlin, 2006). 
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The trade-distorting agricultural imports in the OECD countries have major detrimental 

effects particularly on the least developed countries (LDCs). More specifically, on 

average 18 per cent of the total values of LDC exports (compared to 3-4 per cent of 

exports by other countries) are goods that are subsidized by at least one OECD country 

(Hoekman, Ng, and Olarreaga, 2004). Similar negative effects have been documented for 

sugar and cotton. For instance, in 2003 total OECD support to sugar producers was about 

$6.4 billion, a sum equal to the total value of developing country sugar exports in the 

same year (Mitchell, 2003). In the case of cotton, US subsidies to its cotton growers in 

2003 amounted to $3.9 billion or three times US foreign aid to Africa. In addition, these 

subsidies depressed world cotton prices by about 10 per cent and, as a result, caused a 

sharp reduction in the income of cotton farmers in West Africa and Central and South 

Asia. More specifically, in West Africa annual losses for these cotton growers were about 

$250 million per year (Baffes, 2003). It is estimated that if the US, EU, Canada and Japan 

eliminated tariffs and other import restrictions on products currently facing tariff peaks, 

LDC exports would increase by over 10 per cent or around $2.5 billion per year 

(Hoekmann, Ng and Olarreaga 2001). 

 

In the non-agricultural sector, the complex system of high tariffs, tariff escalation, quotas, 

and export restraints applied in OECD countries to most labour-intensive manufactured 

goods constitutes another major source of discrimination against low-income countries. 

Beyond this, competitive exporters from low-income countries also often are confronted 

with the threat of contingent protection (safeguards and anti-dumping) and are further 

faced with restrictive technical barriers to trade as well as high standards of sanitaria and 

phytosanitary (SPS) requirements. 

 

Finally, certain elements of trade policy with respect to the services sector in OECD 

countries also discriminate against exports of low-income countries. As this relates to the 

temporary movement of natural persons to provide services, Winters et al. (2003) argue 

that since relatively unskilled labour is scare in the OECD countries and abundant in low-

income countries, temporary migration offers huge benefits. It is estimated, in particular, 
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that if industrial countries increase their quotas on movement of skilled and low-skilled 

temporary workers by an equivalent of three per cent of their workforce, world welfare 

would rise by more than $150 billion a year. 

 

The analysis above points in the direction of a more coherent aid-trade policy package 

whose broad contours could reflect the following key features: 

• aid recipients would gradually liberalize their trade regimes while simultaneously 

strengthening their capacity for producing competitive import substitutes and 

reducing their reliance on trade taxes by implementing appropriate policy and 

institutional reforms 

• donor countries would more rapidly improve access to their markets for aid-

recipient country exports in which they have comparative advantage by 

eliminating existing discriminatory barriers to trade and providing generous trade 

preferences based on simple rules of origin 

• donor countries would support these trade policy measures by providing trade-

related development assistance aimed at eliminating the export supply response 

capacity constraints of aid-recipient countries to enable them take fuller advantage 

of the market access improvements derived from the trade policy part of the 

package. 

 

Some experience supports the broad donor perspective that the aid-investment nexus 

remains key to unlocking sustainable growth of low-income countries (Hansen and Tarp, 

1999, 2001). In addition, some have found strong evidence in favour of an aid-investment 

growth nexus (Gomanee et al. 2005). Based partly on such evidence, aid donors generally 

see attracting foreign direct investment through open markets as part of the larger process 

of global economic integration. Thus, a rapid pace of opening up is not only an inevitable 

mechanism for closer global integration but also the key to attracting the right type of 

FDI on the required scale. In prescribing this policy to their aid-recipient clients, it is 

often implied that rapidly liberalizing their FDI regimes and extending incentives and 

concessions to potential foreign investors constitute the policy prerequisites for 

replicating the growth performance success of the East and South-East Asian countries.  
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Generally, therefore, low-income countries are advised to expand and protect the rights of 

foreign investors, standardize and harmonize norms and policies relating to them and 

discipline policies and curtail measures which are seen to infringe on their rights. Hence, 

the approaches of many low-income aid-receiving countries towards FDI are driven 

largely by donor conditionalities and policy advice attached to aid and concessional 

lending. For instance, the emphasis within the typical Poverty Reduction Strategy Papers 

(PRSPs) process remains focused on promoting openness to foreign firms as a measure of 

good governance (UNCTAD, 2006). In addition, the push to liberalize FDI rules and 

grant national treatment to foreign investment is often associated with the elimination or 

reduction of existing strategic support for domestic firms. 

 

Autonomous approaches to FDI in low-income countries are based on an alternative 

perspective which recognizes several key features of FDI that together call for a more 

cautious, deliberate and strategic focus. For instance, evidence suggests that private 

foreign investors usually wait for growth to take off before moving significantly into an 

emerging economy. Hence, that FDI is a lagging rather than a leading factor in the 

development process (Morrissey and Osei, 2004). Following from this, a high proportion 

of domestic capital formation is usually a prerequisite for the positive impact of FDI to 

outweigh its likely negative effects. In addition, the potentially conflicting interests 

between foreign investors and host governments suggest that there will be trade-offs.  

 

Therefore, in articulating their policies towards FDI, low-income countries must 

investigate when, how, to what extent, and with what effect the profit-making strategies 

of foreign investors cohere with the developmental objectives of their countries. These 

and related features of FDI and the relationship between host countries and foreign 

investors suggest that host governments should be actively involved in the governance of 

the investment process so that they can coordinate it in a way that meets their wider 

development objectives. In effect the associated process of generating, allocating and 

revoking special incentives and economic rents can hardly be left purely to open-market 

mechanisms. More deliberate and strategic host-country policy-making would thus imply 
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that where FDI is necessary, liberalization measures could be combined with 

technological screening and performance requirements as well as targeted support for 

domestic firms to improve spill-over. 

 

To the extent that FDI tends to respond to rather than create success, robust FDI gains 

may not fully materialize unless host countries exercise the freedom to devise and 

implement effective industrial strategies. These strategies would help nurture and 

strengthen the capabilities of domestic firms and workforce, increase the rate of domestic 

investment, and encourage economic transformation through diversification into non-

traditional economic activities. The prevailing aid-investment policy framework preferred 

by donors is not entirely coherent with that of aid recipient low-income countries. This 

presents an obvious challenge for policy coherence which should not be particularly hard. 

Recognition by donors that aid recipients should exercise “ownership” ought to have dual 

implications. One is that the development partners may be responsible for mapping out 

the full range of policy options and their consequences and making these available to and 

recipients. The other is that recipients in turn should exercise the right of selecting policy 

options that enable them effectively manage the costs and benefit of hosting FDI in ways 

that are consistent with their broad development goals. 

 

It is widely recognized that trade and investment jointly contribute positively to economic 

growth. Research shows that “for liberal trade policies to have a quasi-permanent effect 

on growth almost certainly requires their combination with other good policies as well… 

such as those that encourage investment” (Winters, 2004, p.7). Other studies (e.g. Taylor, 

1998; Warziag, 2001) find that investment is a key link by which trade liberalization 

exerts its positive influence on growth. 

 

Thus, poor investment policies may undermine the benefits derivable from trade 

liberalization. On the face of it, the inherent linkages and complementarities between the 

two suggest that trade and financial liberalization should go hand in hand. In addition, 

increased financial liberalization is typically associated with more liberal policies towards 

FDI. Thus, as trade openness and financial liberalization have increased over the last 
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three decades in both high-income and low-income countries, policies towards FDI have 

also generally become more liberal. 

 

However, the trade-investment nexus raises more complex issues for low-income 

countries (UNCTAD, 2005). In these countries the likely impact on growth of liberalizing 

FDI policies depends on the type of FDI involved as well as industry and country 

characteristics (Amiti and Wakelin, 2003). For instance, it is broadly accepted that a 

coherent set of international trade and investment policies should focus on enhanced 

market access for the exports of low-income countries and improved supply-side 

competitiveness of their exports. Therefore, it should be clear that there should be 

increased investment in infrastructure and trade facilitation. In addition, to the extent that 

investment is necessary to allow the production of export-quality goods, trade 

liberalization may have to be appropriately sequenced. Furthermore, emerging evidence 

suggests that export success involves self-selection by strongly performing domestic 

firms (UNCTAD, 1998). Hence, trade and FDI policies must be coordinated and 

strategically linked and, depending on industry and country characteristics, could involve 

gradual, selective and differentiated liberalization with special incentives tied to objective 

performance criteria. In pursuit of this more nuanced approach to the liberalization of the 

trade-investment framework, low-income countries in the WTO have consistently asked 

for continued exemption from the harmonized disciplines of the agreement on trade-

related investment incentive and the incorporation in the agreement of specific provisions 

that would permit them the flexibility to implement appropriate development policies. 

 

 

VIII. Concluding comments 

The analysis presented above suggests that lack of coherence, in its various dimensions, 

has probably contributed to the inefficiency and ineffectiveness of aid over time. Lack of 

coherence occurs in varying degrees among the multiplicity of donors and donor 

agencies, their objectives and requirements. It does also in the extent to which the 

preferences, needs and priorities of the aid-recipient countries are taken into account in 

the allocation and disbursement of development assistance. To say this is not necessarily 
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to deny or underplay the significant reforms of the aid architecture that have been crafted 

in recent years. 

 

One of the key reforms, in this context, is the increasing recognition by donors of the 

need for greater local ownership of aid policies and programmes as a critical requirement 

for their success in achieving established development goals. The broad expectation is 

that enhanced local ownership would enable donors to become more sensitive to the 

preferences and objectives of aid recipients and that this would in turn ensure that aid is 

tailored to local conditions and thus contribute to overall coherence. A second key 

element of recent reforms relates to the desirability of aid de-politicization. One way to 

implement this may be a greater multilaterization of development assistance as a means 

of reducing or eliminating the distorting influence of individual donor preferences. At 

this time it remains unclear how much of these and other elements of recent reforms will 

be fully implemented. 

 

Policy constitutes an important area with respect to which further reforms is needed. 

There appears to be no real controversy regarding the importance of policies in 

promoting economic development in low-income countries and in ensuring more 

equitable distribution of the costs and benefits of development. But debate continues to 

rage about what the appropriate policies are, whether certain policies are feasible or 

effective in the context of the institutional constraints of low-income countries, and 

whether aid recipients should be restricted in terms of the range of policies that they may 

use. This debate recognizes that the conditionality principle could be at odds with that of 

local ownership of aid policies and programs. But the practice whereby many donors 

provide aid on condition that certain specified policies be adopted by recipients remains 

the rule rather than the exception. 

 

In the view of aid recipients, this practice is largely counterproductive, especially to the 

extent that it clashes with the principle of local ownership. Clearly low-income countries 

are confronted with different growth constraints the elimination of which may require aid 

combined with different policy measures. Discovering which of these measures works 
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best in the context of particular countries may require some experimentation. This in turn 

suggests that aid-recipient countries should have both the necessary “policy space” for 

experimentation and “breathing space” for tackling the often serious structural problems 

that confront them. In this perspective, it is argued that a critical function of development 

assistance should be to provide low-income countries with sufficient breathing space and 

policy flexibility given both the uncertainties associated with policy experimentation and 

the time required for effecting structural transformation. 

 

This perspective does not, of course, preclude a significant role for donors and donor 

agencies in the area of policy. What it does imply is for them to refrain from making aid 

contingent on a singular vision of how the economy is believed to work and how 

development is brought about. It also suggests that donors should recognize that well-

functioning and efficient markets tend to emerge as a result of development, not as a 

prerequisite to it; aid. Hence, policy choice need not be entirely dependent on having in 

place fully developed and operational markets. Beyond these “don’ts”, donors have 

critical roles to play in terms of articulating possible alternative policy options, 

identifying trade-offs among them, making experiences from other countries accessible, 

and actively promoting the establishment and strengthening of national analytical 

capabilities as well as informed policy debates in aid-recipient countries. 

 

Improving its effectiveness requires that development assistance be driven by a coherent 

set of policies and that this constitutes an integral part of a comprehensive framework for 

coordinating national economic development strategies, plans and policies with aid. The 

end result can be thought of as coherence in economic policies and programs in an aid-

recipient country which has evolved through debate and discussion at both the national 

and donor levels, and is supported with appropriate, adequate and predictable levels of 

development assistance. However, prior to this end result are several intermediate steps. 

First, these include the articulation by the aid-recipient country of a consistent 

development program with a set of coherent policies for dealing with the various 

identified constraints, which specifies how and where external assistance would be used 

to achieve specific development objectives in a given time frame. Second is the 
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evaluation of the coherence and feasibility of the development program through an 

appropriate review mechanism that also involves donors and, thus, offers a framework for 

bringing coherence to the activities of donors and coordinating them with the aid-

recipient country’s development objectives, strategies and policies. Agreement reached 

between the aid-recipient country and its donors with respect to various elements of the 

program provides the basis for establishing a constructive partnership between these two 

parties.   
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