Journal of Economics and Sustainable Development www.iiste.org
ISSN 2222-1700 (Paper) ISSN 2222-2855 (Online) l'—,i,!
Vol.5, No.3, 2014 IIS E

The Effectiveness of Aid and their Fiscal Responsein Sub-
Saharan Africa: Theoretical and Empirical Evidence

Ehizuelen Michael Mitchell Omoruyi
Abstract
This study primary target is to examine the effeatsaid on fiscal responses in Sub-Saharan Afridae
significant of capital accumulation for economiwd®pment and growth was broadly recognized lomg thgo.
However, most developing nations- particularly S4daran African nations, are still trapped in ‘™ circle
of poverty’ and have failed to fund most of the idss level of investment from their own domestiwiags.
Previous studies of development debated that theiens would come out of stagnation only if thegaived
support from developed countries (Rodan 1961, areh€ry and Strout 1966). Based on this observalioors
from developed countries are concerned about heir thid is been used in various recipient countries
especially how it affects the fiscal responses Iy teceiving countries government. Aid may be git@n
governments; but the effectiveness will hinge oeirtliscal behavior from diverse recipient govermmelhe
preponderance evidence from theoretical and emapititerature on the effectiveness of aid propotes
external finance has not had a remarkable influemtedevelopment in most Sub-Saharan Africa nations.
However, there are certain evidences that aid bdschrtain major impacts on growth in most favoegilicy
environments.

This survey reviews the current proof on the efedftexternal finance on government tax and expereleffort
in diverse receiving nations-especially in Sub-$aha\frica, ending with a discussion of when budggbport
is a fiscally effective aid modality. Severe daterscomings restrict inferences on the associatietween
expenditure and aid, particular as most regimesateaware of all the available aid to fund thevision of
public goods. Three generalities are allowed bypttosf: aid fund government expenditure; the degoeghich
external finance is fungible is over-stated andnewiere it is fungible this does not seem to méaleeexternal
finance less effective; and there is no systenedfiect of aid on tax effort. Beyond these conclasithe fiscal
effect of external finance are nation-specific.

Keywords: Aid, Fiscal response, fungibility, Government exgiure, taxation

1.0 Introduction

Sub-Saharan Africdr(SSA) countries have been classified among thesipients’ countries who have been
receiving hundreds of billions of dollars of foreigid since the creation of post-war financial sgstat Bretton
Woods (Moyo and Ferguson, 2010). Most of the avfto Sub-Saharan Africa countries represent siganit
inflows of money, particularly as it concern poo&irb-Saharan Africa countries. According to Gler(2i@08)
suggestion, such aid has had double purpose:tepfirpose is to look into the short-term humaiataneed
and to create long-term strength in the socialerwhomic institutions of Sub-Saharan Africa co@stri
Sub-Saharan Africa continues to present importaallenges to the international donors’ communityer® was
a significant reduction in aid in 1990s; partly fitve reason that donors argued that aid was naessfully
attaining the anticipated objectives (LancasteQ7)0For example, these donors were frustrateddbarethe
fact that they noticed that there was no correfalietween the strengthening of social and econansiitutions
and foreign aid in Sub-Saharan African (Fengler ldhdras, 2010). Even though most donors noticesj they
have not stopped pouring aid to Sub-Saharan Aflicaecent years, several nations like Sweden ghdro
European economies in particular, have started rbegp bigger foreign aid donors to the region (Rsbim,
2011). India and China, with their significant gamsi in the world economy today, have also incrdateir
interest in the region as prominent donors to dggon (Noman, Botchwey and Stein, 2012). There lepen a
serious and continuous augment in the academic emityrcreating the case for and against the effengss of
aid in Sub-Saharan Africa with two broad divisi@rmeerging: on one side consist of commentators whoeal
that foreign aid is helpful and on the other sidenprises of scholars who argued that the aid thateien
channeled to recipient countries bring about icedficies and so has failed to meet up with the etatien and
objectives of “institution-strengthening” (Van Dedeen, 2011). Particularly, the anti-foreign ardwaments is
that the inflow of aid money feeds an incompetamebucracy, and is siphoned off by corruption arehtes
distortion in the markets which tend to prevenipient nations from creating rational and resiligrtitutions
of their own (Mavrotas, 2010). Additionally, mostiahat are given to Sub-Saharan Africa countriess reot
effective because most recipient governments implgripocket policyll a policy that is design to benefit

1 Qub-Saharan Africa: The United Nations defines Sub-Saharan Africevasy country in Africa but Algeria, Egypt, Libya,
Morocco, South Sudan, Sudan, Tunisia and Westehar8athat is as every African country that is agpart of Arab
Northern Africa (United Nations, 2011).
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those in power and not the general public (Ehizu&kéchael, 2014). Aid has to be allocated to thosentries
pursuing good policies and not those countriesypngs‘pocket policies”, to a larger extent; it igyaed, than is
already the case.

On the other hand, the argument of the pro-foreigns that, despite the fact that foreign aid righ misused
in several ways, it makes the recipient nationsebetff than they would have been without it (Lelmma011).
Recently, analysts have used statistical and ecapinmodels to test pro-foreign and anti-foreign aiguments
(Palmer and Morgan, 2011). Economic developmerihésfundamental problem of nearly all countries and
capital accumulation is a focal point of economiovgh - particularly in less developed nations. f#eough
the significant of capital accumulation was recagdi long ago (check Lewis 1954, Harrod 1939 and &om
1946), less developed nations have usually faibetuimd the desired level of investment out of thegrsonal
resources (i.e. savings). This situation calleddgternal finance as an optimal means to breakfrout the
‘vicious circle of poverty’ experienced by theseopmations and fasten the reform procedures. Theose of
this study is to theoretically and empirically seyvthe influence of foreign aid inflows on ‘recipte
governments’ revenue collection and expenditurebiens with evidence from Sub-Saharan Africa.

The organization of this paper follows this ordEne first section deals with the introduction oé thaper. The
second section looks at the theoretical and engpititerature review of aid effectiveness and thigscal
responses. The third section deals with aid aneigmeent expenditure. The fourth section will beamartrating
on the fungibility and sector expenditure. Thehfiftection will look at aid and public expenditufidhe sixth
section will cover the fiscal effects of aid, fiscasponse as well as aid and taxation. The sewsattion will
conclude the paper.

2.0 Literature Review of Aid Effectiveness: Thearatand Empirical Evidence
For many years now there has been enormous outblisttidies on the effectiveness of aid and thieral
response, much of this research has been domibgtedth empirical and theoretical examination. Td@c has
been a central and recurring subject with whichesglveconomists, subscribing to different paradigshs
development thinking, have grappled. Questionswhkether aid works or not has been approached diigerse
ideological and methodological perspectives. In tlext section we will be able to look at some of th
theoretical and empirical literatures on aid efiemiess. The theoretical foundation for the empisiarted from
the two-gap model of Chenery and Bruno (1962) aheén@ry and Strout (1966): developing nations have
deficient level of domestic savings to fund divetsgel of investment essential to attain a desiat@ of
economic development, and limited foreign exchamgerves to acquire imported capital goods. Thessgh
exchange and savings gaps constraint growth, aetjfoaid can be one vital instrument donors cantaselp
various recipient countries fill these gaps.
2.1Theoretical Literature

The literature review in this paper proposes thxpees from varying theoretical orientations (Barayu?000;
Hudson, 2005; Moyo and Ferguson, 2010; Silberf2094) agree that foreign aid to Sub-Saharan Africas
been ineffective but there is little consensus diy ¥he aid has been ineffective or how the ineffectess can
be quantified. There was a seminal study that waslacted by Brautigam and Knack (2004) on the tatioa
between aid and the quality of governmental instiis in Sub-Saharan Africa. Both of them found that
there was a significant negative correlation betwise various variables of government quality ameifyn aid

to Sub-Saharan Africa. This discovery was highgngicant for the reason that it proposes thatdberelation
between aid and social indicators or between aidesmonomic indicators is strongly moderated byghality of
government. Despite the fact that most of the eglirstudies on aid-growth relation produced some
contradictory results, early development model sujgol the idea that foreign aid promotes growth in
beneficiary nations by supplementing little domestivings and easing foreign exchange shortagihgon
the fiscal response however, there were no suchdsekloped theories, which forecast the influeotéoreign

aid inflow on recipient government’s revenue cdilet, spending and borrowing behavior. Based on the
revenue part, aid may possibly upsurge governneniollection efforts particularly when the aidtied to
certain project and the government obligation ¥élto mobilize domestic resources to cover pathefcost of
the project. The domestic resources in relatiomitb could chiefly come if there is an increase amestic
taxation. Most papers that have been written arafiesponse, however, hypothesized that finandfiaw may
lessen the government’s tax collection effort (fBritnd Enos, 1970, Heller, 1975 and Mosley etl@87). This
observation can be seen particularly in a systeahhhs weak regime with weak institutional set Tigis may
possibly have the tendency of shrinking their taltection efforts most particularly when they haaecess to
acquire certain foreign resource like grant (Gmiffind Enos, 1970), for the reason that foreignuress are seen
as an addition for the government when it comdarnding its expenditures.

Based on this situation, foreign resources areirdgidomestic resources down whose result is atiei to
retard growth (Griffin and Enos 1970, Weisskoff729 According to Rodan argument (1961), the authimks
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that domestic efforts have being the principal @etrin the transition. This implies that if infloved foreign
resources create a disincentive-like effect in elasing the effort of collecting tax by the govermmét rather
turn out to be inimical to growth. This is the reaswvhy most research works that observed aid dsioga
domestic savings argue that aid retards growthffi@ril970, Weisskoff, 1972). According to World &a
(1998) argument, when aid reduces tax, it misguidelicies, encourages corruption, creates inconmgete
within the government of that receiving country datkr hinders growth. Looking at that part of exgiture,
you will notice that aid certainly upsurges goveemi spending for the clear reason that it upsutbes
availability of resources that assist governmentuimding its expenditures supposing the fall in tibes not
offset the inflow of aid. On the other hand, thadiof expenditure, which upsurges aid flow, maysgdyg be
dissimilar from nation to nation. There is an asgtiom that most regimes in the beneficiary naticegularly
employ the available resource in funding consunmptige military expenditure, increasing salary ad¥ilc
servant etc. (Heller, 1975). Others may possiblplegntheir available resources to fund developmnigniajects
like dams, irrigation schemes construction etc.n@and Khan, 1991). The growth outcome of foreggources
when employed for developmental issues is cleddyiuhilar, for the reason that the results of fgnefiesources
rely on how it is employed and its influence on tmégime tax revenue. A debate is still going oncashether
decrease in tax and upsurge in consumption ratla@rinvestment has low growth payoff.

Numerous research studies have shown that the®fiédiverse kinds of aid on both expenditures mavw&nues
of government of recipient nation differ. The asgtion is that grants may possibly be channel tcsaomption
while loans tend to be used in productive areasapftal expenditures. The dissimilarity is that finst one is
not paid while the latter one is paid back indicgtthe presence of incentive problem. The assumpttated
above are built on diverse hypothesis about theviehof the government in the receiving nationu3hit will
be an empirical issue to examine which one of theva assumptions is valid. One of the early modeahe
fiscal response literature was the Heller's (19i®)del, which was generally employed in the literatarea
(See evidence from, Gupta et al., 2003; Franco-Bodr et al.,1998; Alemayehu, 1996, 2002; Otim, 699
Khan, 1998; Khan and Hoshino, 1992; Gang and Kh&81; Mosley et al.,1987 and White, 1993, 1994.

According to Heller (1975) specification, the raeit policymaker’s utility function which is expe linear-
quadratic form is written in deviation of the adtwm values of the choice variables (expendituaesl
government revenues). The utility function maketbese of subject to funding constraints, which was
disaggregated into two, where the accounting itkersts well as the total receipts was equal to titalt
expenditures, this assumption holds. The utilityction specified exhibits diminishing marginal ijiland it
upsurges with spending and drops with domesticuress. (Re-construct this statement). Despite adloe that
government attempt to minimize the deviations fritva target values, it is symmetric for the readuat the
government placed the same weight to overshootiaguamdershooting of the choice variables involvéden
though Heller's model was seen as the first andi@yeg as the starting point for the rising literatin the area
of fiscal response, there were attempts from varisoholars, which modified the theoretical settitys
adjusting certain hypothesis that was applied b§er€1975) and some other authors like Mosleylgtl®87;
White, 1994; Gang and Khan, 1999; Khan 1998 anchderdrodriguez et al., 1998. Furthermore, to some
modifications of the Heller model, it was seen thatsley et al. (1987) stretched the fiscal respansaysis a
step forward to examine the overall influence oémeas capital on output growth that goes via pudntid
private investment. Therefore, the private functieas specified in such a way that it captures ffexeof aid
that runs through change in price. On the othedhantput was specified as a function of privatd paoblic
capital stock so that the indirect effect of aidttiuns through public and private investment jgwaed.

Even though Gang and Khan (1991) adopted the Fgellaodel specification in their latter study thaasv
conducted in 1999, (Gang and Khan, 1999) where thayforward an argument that the previous model
specification by Heller was impractical as it asesnthat government attached the same weights toande
undershooting the target variables. Therefore, bathors proposed a ‘quadratic-ratio loss functiather than

in deviation form. Looking at both situation (theepious model specification in ‘linear-quadraticiétion in
deviation form’ and the latter ‘quadraticratio’)vilas now assumed that policymaker’s attempts tamnize the
deviation from target values but over and undershgowere differently weighted. The second speaifin,
which is the ‘quadratic-ratio function’ establishied Gang and Khan (1999) permit them to estimagefiftal
response of diverse kinds of policymakers who awse the same by the weight they attach to over and
undershooting of target values of diverse choiceabtes ( check Gang and Khan, 1999 and Khan, 1998)
Lastly, there was some selection among the polikgmsaemploying Akaike information criteria and paral
observation. To examine the fiscal response behafithree Southeast Asian nations Khan (1998) afguied
similar technique. It was a different side of therg from Franco-Rodriguez et al. (1998). They tiedlaaid as an
endogenous variable in the quadratic utility fumetspecification. In contrast to previous examurai Franco-
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Rodriguez et al. (1998) made mentioned of domdsticowing as one instrument for funding consumption
expenditures, which was previously restricted Hyeotauthors as an instrument for funding investmienthe
budget constraint, these authors applied the syefeimequalities, which is to some extent not thene from
previous surveys.

2.2 Empirical Literature

Let's look at the empirical literature by consideyithe empirical study of Heller's (1975) who calesied the
influence of diverse kinds of aid (loan, grant,aberal and multilateral) on numerous categoriepuilic
expenditure (socio-economic consumption in the ipu#ctor, public spending for developmental puesosnd
civil consumption in public sector.), domestic lmwing and government revenue. According to Hell&76)
examination, the author employed data from eleviit#n nations categorized as French and Englishldpg.
The author concluded that aid upsurges both consompand government investment and reduce domestic
borrowing and taxes. It upsurges total governmgmgnding for the reason that aid flows upsurges the
availability of resource for funding government ergitures. By way of decomposing aid into loan greht,
Heller (1975) noticed that grant has a strongerlaasd pro-consumption whereas concessional loasthasger
bias pro-investment. For that reason, grant intliyemontributes to private consumption by reductages and
directly augmented public consumption. He was é&blestimate the equation by pooling cross-sectimhtane
series data. According to Heller (1975) Two-Stagadt Squares (2SLS) estimation surveys resultsautieor
found that both samples (English and French spgalkgovernment investment takes about 63-76 peroent
total loans in contrast to about 41-53 percentffiial grant, displaying that the debate abounldwving a bias
pro-investment and grant having a bias pro-consiomps true. The fact that Heller (1975) obsenenlto be
more pro-investment bias and grant to be more prsiemption bias fortify the uncertainty that diveksnds of

aid have dissimilar macroeconomic consequenceseififerical study by Levy (1997) also revealed thate is
dissimilarity in utilization of expected and unegped aid. The outcome from the estimation of consion
function of various sample nations revealed thatxpected aid is completely consumed but over 46gperof
expected aid is invested.

The influence of foreign aid influx on growth wastrmexplicitly captured in Heller's model. This waiked up
by Mosley et al. (1987) where Heller's model waseerded and the influence of aid on output growtls wa
assessed. According to Heller's original model, tdrget level of public investment was assumed ametion

of lagged output and private investment. On theewothand, Mosley et al. (1987) states that the piva
investment is extended to include price effectswlay of dividing it into tradable and non-tradakkectors) of
financial inflows and secondly, output was furthedefined as an aggregate production function gégonent
and private capital and labor. Mosley et al (198Mpirical results from both cross sectional angetiseries
data displays that aid does not have a demonstiaftlence on the economic development of mostivaug
nations in the 1960's and 1970’s. Based on HallEr975) model, two other authors namely, Gangkdmah's
(1991) empirically investigate the fiscal respomdethe Indian government to foreign financial infl® by
employing time series data. These authors propaset-step technique, to enable them examine ttrelation
between aid and growth. The first step focusesherfiscal responses aspect of foreign aid whileother step
deals with the influence of public investment amtisumption on developmental variables such as greuwt
income distribution (Gang and Khan, 1991). Evenugtothey applied the framework developed by Heller
(1975), they were able to come up with estimatiompleying the non-linear three-stage least squaSi £3
estimation procedure. In actual fact, both Gangkémain (1991) results confirm Heller’s original fings on the
tax side but contradict other earlier findings dw tpart of expenditure. The parameters that disjitey
proportion of tax revenues, loan and grant spentecnrrent spending (Gc and Gs) are 1.08, -0.79-autxB
respectively.

Knowing that the last two parameters were insigaift indicate that aid does not statistically iefioe
government consumption but all tax revenues ard t@efunding consumption. The empirical resultsGeng
and Khan (1991) which states that aid (both loantsgrants) are employed for funding investmentissichilar
from the results of Heller (1975) which stated thiadbut 63-73 percent of the total loans and abbti3lpercent
of official grants goes to public investment. Camyrto the results of Heller, there is no stata@ticdissimilarity
between the two sources of aid (talking about &idtand multilateral) their findings indicatestthéateral aid
pulls resources out of government consumption whildtilateral aid is employed for funding both cangption
and investment expenditure. Other authors like Bintd McGillivray (1993) as well as White (1994)ticized
the work of Gang and Khan (1991) based on theadleticd methodological aspects. White argument \aaed
on the fact that Gang and Khan (1991) assumptioutabow aid had been employed for investment irnaimd
was a misinterpretation of their findings. The authoncern was that the way Gang and Khan genethé&id
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target values were not only inconsistent with budgmstraint but also will not be significant whehfrom the
regression is close to one or zero. Since suchrgtevalues cannot be good proxy variables fgetavalues,
set up by policymakers, based on economic growjbcties, the above critic put forward by White bgp to
all the studies that followed similar methodology.

There was another examination by Gang and Kha®%9 1o see whether different source of aid haveimditar
influence on government revenues and spendingtendeneral fiscal behavior of Indian government legipg
slightly dissimilar method (asymmetric quadratiticautility function). The findings from their emji¢al study
point out that just like previous study; bilateaéd is employed for funding investment than muiéfal aid. This
specification permitted them to estimate the eguatifor diverse kinds of policymakérfsom which Gang and
Khan (1999) selected non-developmental, fiscal eorsive and non-statist based on Akaike’s inforomat
criteria. According to Gang and Khan (1999) obstova they realized that about 40 percent of domest
revenue, about 83 percent of bilateral aid and @Baupercent of multilateral aid was employed fanding
consumption (non-developmental) expenditures. Tiygication is that foreign aid is chiefly employgsifund
non-developmental expenditures, which is contrarysaing and Khan (1991) work from which both of them
concluded that aid to India is directed to investm&levertheless, with regard to the influence it#teral and
multilateral aid, both Gang and Khan (1991) havenbable to replicate their results by saying tliatdral aid
finances developmental projects more than the hatdtal aid. As a final point, both authors couled that the
observed movement from bilateral to multilatera i India is not desirable, for the reason thabtgce from
multilateral sources tend to fund consumption iadtef investment.

The same technique was applied by Khan (1998) (amtnit quadratic-ratio policymakers utility funatipand
was later employed by Gang and Khan (1999) to dcaplly look at the macroeconomic influence of aidhiree
Southeast Asian nations; Thailand, Malaysia andredia. Created on the ground of Akaike's inforprati
criteria, the policymakers concluded that Indonegis developmental, statist and fiscal liberal. gxding to a
survey conducted by Khan, the author noticed tBapércent of domestic revenue, 33 percent of adhtid
and 54 percent of multilateral aid were channeaidn-developmental expenditure respectively. Thdifigs of
Khan's (1998), as compared to Gang and Khan (19@énonstrated the superiority of bilateral aid over
multilateral aid because of the above reason. e point of Khan studies concluded that simikesuits hold
for both Malaysia and Thailand respectively. Bothald and Hoshino (1992) also examined the fiscalarse

of recipient governments to foreign aid inflows using five nations from South and Southeast Asiaxasnple
and by adopting the Heller (1975) model specif@atiBoth authors applied the technique of nonlirteege-
stage least square (3SLS) estimation procedurehwtiisplays that aid influence taxation, investmant
consumption, this result was not dissimilar fromlete(1975) conclusion. Related to Heller's (197&3ults, the
parameters that shows the proportion of tax revegrants and loans spent on recurrent expendi{@esand
Gs) were 0.88, 0.48 and -0.21 respectively. Thiplizs that tax is used for funding consumption hil
relatively grants are more pro-consumption and dodend to pull non-loans resources from recurrent
consumption to investment. The influences of loamd grants on tax efforts displays that

grant have the tendency of reducing taxation wibi#as have the tendency of increasing taxatiorilfereason
that policymakers in most receiving nations apphea-repayable money (grants) to cut tax burderatkand
Hoshino, 1992).

That is the reason most poor nations tax collestioave economic cost and political resistance érell975
and Otim, 1996). Both Khan and Hoshino (1992) dad discover any differences between bilateral and
multilateral aid in influencing investment. Both &ihand Hoshino findings were questioned by McGiljwdue
to the fact that critical hypothesis test and asialynaking explicit the direct and indirect effeofsaid in the
model were missing. The author further arguesttimparameters for the share of loans and grasigresl to
consumption were statistically insignificant. Thiglicates that Khan and Hoshino (1992) conclushat aid
influences both investment and consumption andsitmvent further pull resources away from consumptais

! Gang and Khan (1999), and Khan (1998) estimatesifianction for different ‘type’ of policymakers’he

differ on the weight they attach to over-or underting the target level of the three choice vagabl

domestic revenues (R), developmental expenditurB3 é&nd non-developmental expenditures (N).
‘Developmentalist’ gives more weight to undershogtdevelopmental expenditure target than overshgoti
The opposite being ‘Non-Developmentalist” ‘Fiscilleral’ gives more weight to overshooting revenaegét
than undershooting. The opposite is ‘Fiscal cores@re’ ‘Statist’ gives more weight to undershootingn-
developmental expenditure target than undershoofifite opposite is ‘Non-statist. By taking diffeten
combinations of this, they have estimated losstfandor eight types of policymakers. Note thatithabjective
function is minimization of the loss function.
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not correct. McGillivray believes that if the indat effects of aid are involved in the model them influence of
aid will be to lessen consumption and upsurge itmvests (McGillivray 1994). On the other hand, WHit893)
also tested the influence of aid on governmentmaeeeand expenditures by involving feedback effe@higher
income. Implicitly, White assumption was based ba fact that aid boosts growth as anticipated leyipus
development theories, which negate the results riffils (1970) and Weisskoff (1972). Furthermore, M¢h
(1993) argued that the study by Mosley et al (198u)ich considered the influence of aid on growth v
changes in fiscal behavior of the beneficiary gawegnt and price, did not look into the dynamic amdtiplier
aspects. By ways of including these effects, Wfii#93) displayed that there is a possibility thit iaflows
upsurges taxes supposing it is channel into privetestment.

On the other hand, Otim (1996) also try to exantivgefiscal behavior of three South Asian nationgpglying
the Heller (1975) model. Most of the results of®11996) confirm the findings of Heller (1975), asll as
Khan and Hoshino (1992) where they stated thatsl@ae pro-investment and grants are pro-consumfiiased
on the fact that Otim got 18.7 percent of loans a4d} percent of grants finance consumption exjeres).
However, the findings that inflow of aid upsurgesipient nation’s tax collection effort and the iadaility of

aid tax help to pull resources out of consumptiontasts with previous findings. There was anottadiceable
observation from Otim study, the author did noidwa that multilateral aid is more productive thdateral aid,
so he thinks this fact contradicts with the findingf Heller (1975), Khan and Hoshino (1992) whodatoded
that there is no dissimilarity between the two fings, and Gang and Khan (1991, 1996) and Khan (1868

came up with a conclusion that bilateral aid is enproductive. To sum up this discussion on empuicéscal

response, let us deliberate on the subsequentdablériefly discuss the key outcomes and policplications
of fiscal response literature. The subsequent tsitibevs the estimated values of parameters, whicsune the

proportion of domestic revenue (interpreted as (&4), grants (E2) and loans (E3) allocated to gonsion
(recurrent) expenditures respectively.

Table 1: The summary results of some previous eoagpistudies
Heller (1975) Gangand Khan and Otim (1996) Gang and Franco-Rodriguez

Pooled Khan (1991) Hoshino Pooled Khan (1996) et al (1998)
Sample [for India] (1992) Sample [ for India] [for Pakistan]
Pooled
sample
'l 0.83 1.08 0.88 -0.371 0.4563 0.85
"l 0.38 -0.79 0.48 0.344 0.8323 0.51
o8 -0.39 -0.03 -0.21 0.187 0.9153 0.54
Note:

+ Based on the findings of Gang and Khan (1996), PES present the proportion of bilateral and
multilateral aid allocated to consumption spending.

+ On the other hand, based on the findings of Fradmdriguez et al (1998), E2 and E3 present the
proportion of foreign aid (loans plus grants) adl @e domestic borrowing allocated to consumption
spending

The table above shows certain mixed result of warmuthors, but certain general skeptical conchsstmuld be
drawn out from it. Based on that we can see ttaptrameter which measure the proportion of tacated to
consumption got positive value, which is nearet® concept from Otim (1996) indicating that doneest
revenue is chiefly employed to fund consumptionesxiitures. The proportional range of their findingas
from 45 percent for Gang and Khan (1996) to 10@getrfor Gang and Khan (1991). Several surveys asat
out that loans were more pro-investment than grasitthe government in the receiving nations teadstiploy
loans (on which repayment is expected) wisely thgeants, which were free resources. The outcome was
intuitive as loan has incentive element to uses$ourcefully than free resources grant. Based ignfalt, the
policy implication is that donors should provideats rather than grants to promote growth in dewetpp
nations. If this is the situation, there is a ctstched to it particularly when the resourceseanployed to fund
consumption and inefficient investment projectsifrahich repayment at complete scale is not antiegharl his
create a rising problem of debt crunch from whicbstriess developed nations are suffering from toléigh

this issue, the fiscal burden of debt accumulativey offset the private influence and discourageasaje
investment.
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3.0 Aid and Government Expenditure

Numerous surveys on external finance and governewgmenditure in most recipient countries-especialiyp-
Saharan Africa center on fungibility, i.e. weathé is spent by donor on the intended purpose brAaiually,
this was one of the exact emphases by the Worldk BE®98) where fungibility was interpreted as tliaedsion
of aid away from its intended purpose for investireemd development, this issue was offered as arfdot
restraining aid effectiveness in promoting develeptrin Sub-Saharan Africa countries. However, nadghe
literature on aid effectiveness in Sub-SaharancAfdgenter on whether aid is fungible offers littelysis of the
effect on the total expenditure. According to adgteonducted by McGillivray and Morrissey (2004)ese
authors came up with three significant distinctienssector fungibility, additionality and generfaingibility.
Their investigation was center on whether aidéneagal was fungible; on the consumption that a&hiscipated
to fund public investment, the question asked isv hmuch of the external finance is ‘diverted’ to €un
government consumption expenditure under the suigposhat such diversion lessens the effectivertdssid
(e.g. World Bank, 1998). This is confusing as gameent consumption comprises of expenditures to taan
and operate investment projects; public investresqgenditure is mostly construction costs (for inst&a
building a hospital), while the essential recurremdts for productive investment (for instance veafge doctors,
nurses and medicines) are contained within as copson. Therefore, Sub-Saharan Africa governmendsiisl
see consumption (or recurrent) spending is a wtathplement to investment and should be seen asrhuma
capital investment. In this case, the argument thagibility lessens the effectiveness of aid isnooonly
misguided (McGillivary and Marrissey, 2000)

Even though most Sub-Saharan Africa countries splemdciid on the intended sector (i.e. not fungilb)jch
may possibly create a complete addition, but ith sease does the government spending on the sgesorge
completely by the amount of aid received? There avatudy that was carried out by McGillivary and rkissey
(2001), these authors demonstrate that additignalihard to establish, which may possibly be omiva for
the dearth of empirical proof (McGillivray and M@@sey 2004). For instance, givers of aid could make the
aid is spent as envisioned by undertaking the dpgritiemselves, such as building hospital, schodl good
road via a donor project. However, the receivingmtaes may possibly answer back by decreasingutheunt
of its personal resources (domestic revenue or &dimrated to spending in that sector, as a reselttor
spending does not upsurge completely by the amoiutite aid (sometime it may not upsurge at atljslas
well likely that sector spending upsurges by mwntthe aid; even though certain sector aid isibledlet's
say a donor builds a hospital that produces a ofairfuture government recurrent expenditure). Thesgerns
are addressed in some fiscal effects studies ahatdaddress wider effects of aid as well as thearhics of the
fiscal association; even though aid in a speciéanyjis not completely allocated as givers intenéggenditure
in the areas favoured by givers may possibly ugsoxgr time by at least the amount of aid.

4.0 Fungibility and Sector Expenditure

According to the survey done by McGillivray and Mssey (2004), both authors discuss the limitations
associated with the literature on aid fungibilifyo begin with, the underlying theoretical model ipp$wo
distinct kinds of spending sector, one to which igidistributed and another to which aid is nobedited, and
that these are divisible in the government’s wtifiinction so that only fungible aid affects theperditure
allocation (Feyzioglu et al. 1998:34) Therefores thodel does not permit aid to affect expenditusé&riution
across all sector. Secondly, there is also thelpmolof lack of appropriate data to estimate the eh@d one
must be familiar with how much aid the donors aptited to spend on each expenditure sector. Thitdey
econometric methods employed in most surveys asanas to be lacking the components of government
expenditure which are determined independentlyufasyg that they are divisible); in reality the comnents are
together determined and this should be permittednféhe estimation. Fourthly, which is the mogrsficant;
no effort is made to permit for the dynamics of Wieer fiscal effects of aid, on borrowing, the kwxion of
spending on specific sectors and taxation. Botts#uend and third issue will be addressed in swfiresponse
part below.

The drawback explains the reason why most of tlean@xations provide such mixed proof of the influerd
aid on expenditure: in some circumstances totakedjpure upsurges by more (or falls by less) than-n
developmental expenditure. Certain unwarranted lenee been drawn, notably that fungibility ‘assiktrify
why large amounts of aid had no long-term effechighly distorted settings’ (World Bank, 1998:82heT
ineffectiveness of Aid can be possible as a restilfow productivity of public spending or aid-furile
investment as to aid being channel to unintendeghgses. Numerous surveys find that even where said i
fungible this does not seems to lessen the effetiss. Both McGillivray and Morrissey (2000) argukdt
fungibility simply reflects the actuality that daisoand receiving countries have dissimilar prefeesn
concerning the allocation of public expenditure.c&eing countries want aid to be maintained as wasll
recognize givers’ wishes for policy and expenditallecation, even though these vary from what #ueiving
countries consider suitable. Based on this, thedipg allocation result will be somewhere betwelea two
preferences, relying on respective bargaining psvaard the ability of recipients to efficiently inephent
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spending strategies. In further analysis, McGilliwrand Morrissey (2001) argue that the fungibilggue is
confusing; so the relevant matter is how aid affabtnamic fiscal behavior and how undecided strasegre
executed. Both authors propose ‘aid illusion’ stieht the officials executing spending strategiespeiiceive
the purposes of the policy officials and donors wdai spending strategies. The necessary fact fon su
misperception to arise is not there, because thdéicpexpenditure management system and informétmms
are weak. These authors studies show that eveglthike receiving nations intend to employ aid ifurgible
way the outcome may not be that spending on tmasitdonors want to support will upsurge by less ttien
value of the aid. The authors also demonstrateatsitos of unintended fungibility of the appeararafe
fungibility (for the reason that only spending aldions rather than the budgetary process are sgiétd.
However, the fungibility examination may possiblg informative concerning the influence of aid om th
composition of government expenditure, at leashéshort-term. This issue can be consideringeérctintext of
current surveys by assessing the effect of aideotos expenditure.
Current fungibility examination consider if aid asspecific sector is actually spent on that seé€tor.instance, if
the donor intention for given aid was to solve #dducational or health problem but later divertedotioer
unintended purpose, then the intended purpose tisactoalized. This is the reason why most analgsés
concern and asking what is actually happening ¢oaid that is been sent to these recipient cowfitriehe
problem this study is facing on this topic is imstructing sufficient data on sector aid. Basedhis fact, the
basic source is the aid statistics and the Cred®eporting System (CRS) delivered by the Develogmen
Assistance Committee (DAC) of the OECD on sectdrfar giver-receiver pairs. On the other hand, é?se$ion
(2007) delivers a comprehensive examination ofoseaitd fungibility employing two sectors, socialdaather,
assuming that total aid disbursement can be diggih to sectors according to the sector allocation
commitments. Other authors like Wagstaff (20113ches the same conclusion by examining two health
projects in Vietnam: the sector (i.e. health) aé&rms to be fungible but this does not noticeabdgda the
influence of the projects. In the author analysesemphasis that there may even be fungibility iwitojects or
sectors; for example van de Walle and Mu (2007icedtthat certain aid that was intended to fundi doailding
in one province seemed to support roads buildin@nother province in Vietnam. The implication isatth
fungbility may possibly be existing but need natsien the effectiveness of aid. Even though thett®eudo not
address if aid is fungible, authors like Michaeloamad Weber notice certain weak proof that aid te th
educational sector is related with augmented pgnsahool enrolment and completion rates; this shthas
there is an element of effectiveness even iffiiigible.
5.0 Aid and Public Expenditure
Surprisingly, it may seem that there is very ligfgecific proof for the effect of aid on expend&uihis can be
possible for the reason that present surveys facosediverse questions: fungibility examination teernon
where the aid is channel to while fiscal respons&eys consider the wider fiscal association. Whkeelatter
do comprise of the effect of aid on expenditures iisually positive though seldom completely addal (not
for the reason that aid is fungible, although itymassibly be, but for the reason that aid suppedsictions in
borrowing---- more emphasis below). According tonfReer (2004), the author specifically addressedetffie
ect of external finance on government expendituith cross-country data over the period of 1970-
1999, in the framework of the literature on grovahgovernment size (which is measured as government
spending/GDP ratio) and notice that aid is an ingdrdeterminant of spending/GDP growth in the rgidthd
low income nations. Even though the examinatioecisnometrically accomplished, as the focus is erefifect
of aid on long-run adjustments in spending/GDP imadel containing determinants of government dizere
are drawbacks. To start with, the author analysissdnot completely permit for the fact that aicelitds
contained within government expenditure that isgg accounting terms is a significant part of aivled to a
nation which is included in the measure of goveminexpenditure (the examination should attempteonit
for this ‘double counting’). Secondly, aid may pibds affect or even be part of (in accounting measwent
terms) certain other explanatory variables, likpam/GDP and tax/GDP ratios, and these inter-rdlatéects
are not permitted for. On the other hand, the eratign establishes the anticipated effect of aidtaial
expenditure for a period of time.
In a study conducted by Morressey et al. (201By tmalyse the effect of aid on expenditure fouabalanced
panel of annual data for fifty-eight nations betweke period of 1990-2008; nearly all the natioas hertain
missing annual observations (particularly on gok@nt revenue and spending), and certain nationddtasfor
sub-period like the 1990s or 2000s only. For thenglete sample (fifty-eight nations), on averagealtot
expenditure is similar to the amount of aid andr@wenue but it is notably less than by summingtttial aid
and revenue. This issue can be clarified by obsgrihie donor aid, measure by overstating whatdsived by
the receiving regime, even if it is also possibilat total revenue may possibly consist of elemeatsignificant
to the measure of government expenditure (let'sfsayocal government revenue or taxes related puithlicly
owned businesses). For the complete sample oventtioée period average government expenditure haa be
reliably between 22-27 percent of GDP, with a srhatl obvious upward trend (most especially sinedérly
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2000s). The tax revenue as a percentage of GDRefiable at 15 percent on average until the lat@02Q(it
augmented to nearly 20 percent by 2008). Most efghending on health and education are quite lodv an
education is more than twice the level of healtkngling on average (14.5 percent and 6 percenttaf to
expenditure on average). Aid is a percentage adiving countries GDP for there have been a hugdinde
from an average of eight percent over the 199@btmt six percent after 2002. Looking at the measfiaid, it

is equal to 30 percent of total expenditure on ayey but as with other variables there is considera
variability, across nations and for some periodimfe (with a significant drop, from over 35 perten the
beginning to less than 25 percent by the end).tRelg, richer developing nations get less aid,i¢gly much
less, than poor nations; for fourteen of fifty-diglations, aid is less than five percent of govesnnexpenditure
in (nearly) all years and for an additional eigtfell below five percent in the 2000s.

6.0 Fiscal Effects of Aid

The dearth of fungibility approach to the effectesternal finance on expenditure is that it doespswmit for
wider fiscal influences of aid for a period of timgarticularly on revenue, borrowing and tax. bdidon,
obvious concern with fungibility may possibly serte distract attention away from the more fundarakent
subject of how external finance influences on ndogi countries fiscal response in general, togethién the
interaction of revenue and spending variables.tNbdgdies that examine the fiscal effects of aidradses the
components of the budget by bearing in mind theetation between government spending, (and somstime
borrowing), aid, and domestic revenue (taxes).

6.1 Fiscal Response

In an examination from Lloyd et al. (2009), theypbgd a general country-specific fiscal responselgtto a
sample of 19 nations. Their key finding was thaltiaian important element of the fiscal associatanvariety
of developing nations (comprising of humerous medidicome nations for which aid is a relatively dnsalare
of expenditure), that is to say they confirm thiat does impact budgetary behavior. For most rentpiations,
aid is weakly exogenous (that is to say, donorsoibanswer back to fiscal imbalances in determirhrejr
allocation, but aid has effects on the other fiseaiiables) and is positively related with expeuadit (both
recurrent and capital). However, these authorsidicelaborate on the effect of aid on expendittivat is to say
they do not deliver any estimates of the magnitfdbe effect of aid on expenditure, nor do thehatg provide
estimates of the degree of the effect of aid oneasjiure, nor do Lloyd et al. (2009), also provigey
conversation of the effect of aid on the compositidé dynamic of government expenditure.

Numerous surveys has be conducted on the fiscattsfiof aid, but even though these display thateffect
differ on consumption (recurrent) as likened toestynent expenditure, in this case, few estimatalduygee of
the effects on total expenditure. There was aryeanplications of fiscal models (FRMs) that wasaweted by
McGillivray and Morrissey (2004) where they empldy¢he structural econometric (3SLS) estimation
techniques and notice numerous limitations: thdé@strealized that they are notoriously hard tamege and
very sensitive to (and demanding of) the data,nofteoducing inconsistent estimates of core paramsieieis
essential to estimate budget targets but there mcoepted theory concerning how governments faremding
and revenue targets; the theoretical context doeslgliver a good picture of government behaviod(& not
directly derived from a utility optimizing contextand the behavioural association being estimateaxssumed
fixed over time (that is to say, the models dopmrmit for dynamics).

In other to address these drawbacks as well amatstig the FRMs, there were certain surveys thaewe
undertaken in respect to series of econometricniqoles that have two exact benefits in this contégt start
with , having established the fiscal aggregatesr@ang, spending and revenue) which is exhibitgdabdong
run equilibrium (cointegrating) association (andtthid is part of this) the data can then be péenhito estimate
which of the variables drive the association and lite variables answer back to each other; it $emal to
impose a structural relationship and how the véembespond to each other; it is not necessarynfmse a
structural association or estimate targets. Segotiu technique allows a distinction in estimatihg long run
(equilibrium) and short run (change to the equiilibr) associations between the variables, comprisingid.
The initial survey to adopt this approach was @$eil. (2005) for Ghana; these authors demonstratesthe
fiscal response and fungibility approaches can gredcontradictory interferences and show that thealf
response is more trustworthy. Particularly, thegptily that the external finance to Ghana from #®80% was
connected with reduced domestic borrowing (forrtreson that reducing domestic borrowing was a remént
imposed by the IMF) and augmented tax revenuetffereason that reforms in the cocoa sector prainoye
the World Bank): Furthermore, as borrowing is more closely assediatith investment expenditure, while tax
revenue is distributed to recurrent expenditureum@nt expenditure rose more than investment elper
following the upsurges in aid. This proposes prifaaie that external finance was fungible (investmen
expenditure rose by less than the aid and by hess iecurrent expenditure) but it is actually foe teason that

It is not the amount of aid that generates effeotdorrowing or tax revenue but specific policfésat were implemented)
associated with the aid, i.e. the effects can terpineted as due to conditionality rather thandiletself.
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the aid was employed to lessen borrowing. Therefeven though the econometric study displays tithtia
not directly determine spending growth, the upsurgeaid joined with the increasing tax revenue \aéd
expenditure to increase whereas borrowing was extiuss a result, aid facilitated improved fiscalmagement
even if it seemed fungible.

Another author Ouattara (2006) obtains the sameomg for Senegal (employing a structural FRM rathan
time series method): the author feels that aidrwsignificant effect on total expenditure but did borrowing.
Even though it is not explicitly specified it iskdily that multilateral donors (the IMF) requiredogs in
borrowing as a quid pro quo for augmented aid s the aid could not (all) be employed to support
expenditure. Notably, fungibility surveys omit caois for borrowing and revenue and assume thaaithéhat is
given is intended to fund specific expendituregs tinay possibly lead to incorrect inferences on thwe
external finance is fungible. Ghana and Senegatitn display that donors linked aid to reduciegrowing so
that additionality could not be achieved (in theecaf Ghana, total expenditure augmented for thsore that
tax revenue rose). More significantly, the studyF&M display that just looking at spending and @aa result
in missing the big picture—expenditure decisions made within a fiscal (budget) context in whicheexal
finance is only one component.

In another investigation done by Morrissey et 20Q(7), they extend the time series FRM method wffitial
Kenyan data for 1964-2004 (that is to say, thevead reported by the government, which is much tkaa
declared by donors to Kenya), to differentiate fikeal effects of loans and grants and consideirtfieence of
aid on growth (within a fiscal context). The outasrvaried for the two kinds of aid: grants werddith with
augmented expenditure and that government expeadiad a positive effect on growth (grants as el a
small positive relationship with growth); loanswever, were a response to unexpected deficits jghatsay if
expenditure surpassed revenue (grants and taxjoernment required loans to fund the deficit (@ripds of
budget surplus the loans were reimbursed). Henddoans and fiscal deficits have a negative refethip with
output. Another interesting outcome is that taerele was weakly exogenous, that is to say, theneegias not
able to upsurge tax revenue in the short-term tngé the budget disequilibrium (deficits). It foll® that
because grants and tax revenue were not amenableottterm adjustment by the receiving governni{emt
effect there were not policy tools), borrowing fis® changed to expenditure disequilibrium.

Looking at the current application of the time esrimethod, Martins (2010) delivers a comprehensive
examination of the fiscal effects of aid in Ethiafiy employing a unique quarterly data set forpgod 1993-
2008. Contrary to the surveys of Kenya and Ghaidagi@nts changes to the level of development edipane,
that is to say, donors to Ethiopia seems to ddlieetditional grants if development expenditurepsuige. In
addition, there is proof for a long run positives@sation between development expenditure and afchbt
between recurrent spending and aid (hence no phatfaid is fungible). Based on other situationmdstic
borrowing upsurges in response to shortages inntevggrants and tax) and there is no proof of g lam
fellowship between tax revenue and aid (that saly no proof that aid affects tax effort).

6.2 Aid and Taxation

Addressing the aid and tax issue, it is necessaiknow that within the research tradition on deieants of
cross-country variations in tax/GDP ratios, whére ttatio is fundamentally clarified by a tax sturet equation
(to proxy the tax base times the tax rate), the daweys conducted including aid providing no s@lidof that
aid is a systematic determinant of tax ratios, ih&b say no proof that aid has a behaviourakefia tax effort.
Two authors Teera and Hudson (2004) carried ouhegstigation and discover that the coefficientaid is
trivial in their estimates of tax performance inve®ping nations. Most of the Empirical surveystloé fiscal
effects of aid do not support the final result that lessens tax effort, but all these suggestarescountry-
specific (Section 3.1). There are some currentissuthat provide certain proof that in the pas225years low-
income aid receiving countries have managed torgpsiax ratios; this positive relationship betwémnand aid
ratios proposes that in most aid receiving cousitrtbe policies that is related with aid have sufgubthe
growing tax/GDP ratios (Clist and Morrissey, 201Eurthermore, there is also some evidence that the
connection between augmented tax ratios and aidpossibly be connected to the aspects of govern@rce
et al.2009).

There is a specific concern that aid may possildgalirage tax effort, particularly if given a pugent that
creates no repayment obligations, but there idtla Pproof to this suggestion. Based on Guptal.e(2904)
surveys, the authors find that aid grants have gathee effect on tax effort, but that loans are ity
associated to tax revenue; the authors concludegthat induce lower tax effort but loans encourtageeffort
to meet repayments. In a study conducted for Kehgadifferentiates grants and loans, Morrissesl £€2007)
discover no evidence for an effect of aid on taeref Actually, the general outcomes propose thanhya has
limited ability to alter tax revenue (more genaaejuments in Keen and Simone 2004). On the othmaul, Haist
and Morrissey (2011) address the effect of grantsaid loans on tax effort by employing data fayhgy-two
developing nations from 1970-2005 and discover tnong proof for a negative effect of aid grants the
tax/GDP ratio. The authors propose that one shexjiect a contemporaneous relationship for the redsat
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most of the poorest nations have lower tax/GDPosatpartly for this motive, these countries tenddoeive
additional aid in the form of grants. Permittingstlwith moderately long lags on aid (let's say figears in a
panel context) removes the aid effect.

The authors also notice that aid loans have ayfedliable positive influence, particularly in theedium-term.
They further noticed that grants are trivial oves full period but positive and significant ovee tmedium-term.
Additionally, the significant negative short-ternffeet of contemporaneous grants over the entiréogdeis
reliable with most poor nations that have lower texenue, as well as nations that are receivingengoants;
there was no effect like this between the periddsd85-2005. The outcomes propose that externahfia does
assist nations to upsurge their tax revenue oventadium term. It may possibly be that the extefinalince is
related with conditions involving measure to upsutgx revenue, which could be taken to mean asshiy@
influence of conditionality. Most analysts belietat tax effort stand for a structural associattbis make most
authors to think that the tax/GDP ratio is deteedimy the tax rate which is applied to the tax hagdgch is
aggregated over all taxes), given tax collectiofeativeness. In fact, aid itself is not part ofsthtructural
association: aid may possibly have a behaviouffete{on rates, bases or collection effectivenesg)olicies
related with external finance (conditionality).this effect, the controls involved the proxy foe ttax base (such
as industry and agriculture shares in the econamgorts, exports and GDP) which can partially ceptihe
indirect behavioural or policy effects.

It is more challenging to address the tax effeqialicy reforms that is related with conditionalag there can be
numerous effects in opposing direction. Certairigies that are related with external finance in tresipient
countries tend to decrease tax revenue. This gituaiccurred for the reason that economic libeatiin has
been an element of conditional lending (aid upssjrgad such reform episodes are commonly relatéu tek
revenue reductions. In a study conducted by Aizenaral Jinjarak (2006, 2009) both authors resultvshibat
reforms like trade liberalization erode the revefroen ‘easy to collect’ taxes like tariffs (whichrid to be very
significant for poorer nations). Poor nations halfficulty in replacing the lost revenue via ‘hatd collect’
taxes, like VAT or income taxes, which require impat investment in tax collection and resources fo
enforcement and monitoring, whereas the relatiwrhall size of the formal sector implies a low taasé.
Therefore, periods of economic policy reform in tndsveloping nations tend to be related with desgean the
tax/GDP ratio, particularly for the poorest natidBaunsgaard and Keen 2005), but most times thghtnas
well tend to be related with aid episodes. In tianner, aid conditionality may really create a miega
relationship between tax/GDP and aid/GDP ratiothe short-run. This assistance clarifies why ontices a
negative association between tax and aid ratiosjths not due to a behavioural effect of aid @aging tax
effort.

In fact, it is the poorest nations (also likelylde the main aid receivers) that face the higheatlerges in
increasing tax revenue (Keen and Simone 2004; TawtteHudson 2004), that is to say the low tax/G®Bue
to features related with low income rather thanliimg low tax effort. Given the tax base these oradi are
gathering as much as can be anticipated. In anieztion carried out by Mkandawire (2010), the autagues
that the nature of their colonial experience egthbt institutional features that continue to assigl clarify
why certain African nations have higher tax reverthan others. Changing tax/GDP ratios is a sluggish
procedure. Actually, certain policy conditions wikhve the purpose of increasing incomes (the tag)band tax
collection effectiveness, and maybe even increasingrates (like consumption taxes); these effents
possibly be observed over the medium-term, andtisgproof to support this positive associatiorcsithe mid-
1980s.

7.0 Conclusion

Even though the significant of capital accumulationeconomic growth was broadly recognized lomggetiago,
most developing nations- particularly Sub-Sahar&itan nations, are still trapped in ‘vicious ceabf poverty’
and the region have failed to fund most of the reeslevel of investment from their own domesticisgs.
Previous models of development made known thatetlmedions would come out of stagnation only if they
received support from developed countries. Baseith®itwo-gap model instituted by Chenery and St(©866)
which displayed that these nations are constrawitl little foreign exchange earnings and domes#uings.
The prediction from the model states that extefim@nce is an optimal means to break out from theidus
circle of poverty’ and find ways to solve the twapg issues simultaneously. Even though it seemérming
and interesting, most of the empirical examinationthe effectiveness of aid came up with mixed owies.
These mixed results made different experts to camevith diverse critics about the empirical study the
effectiveness of aid. The first critics to the ‘iopist’ view of 1950s and 1960s came from GriffindaBnos
(1970). Both authors argued that aid rather coutes negatively to growth, as it is substituted domestic
saving by increasing consumption and decreasingergovent revenue collection effort. Following that
observation, numerous empirical surveys were caeduon aid-growth relation but they were with inclusive
outcomes. The key problem with single equation thasé-growth or aid-saving/investment studieshat it has
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serious problems for the reason that they faibtamgnize that aid is chiefly diverted via the palsiector and its
net effect relies on how it is employed in thistee@nd how this sector responds to the inflowooéign aid.
Various donors are concerned about how their aidesn employed in recipient countries, especiatlw lit
affects the fiscal behavior of the receiving regimiost of the analyses done on the fiscal effet&id were
motivated by the observation that most aid speahiynnation either goes via the budget or has dineict effect

on the budget by funding the provision of publiods and services. This paper examined the currétérece

on the effects of aid on government expenditure tardevenue as well as the fiscal response ofdbeiving
governments to the inflow of foreign aid in Sub-8am African. There have been severe data limitatio
restricting the interferences on the associatiawéen expenditure and aid. Expenditure may not ngeshy the
complete amount of aid, either for the reason thataid is employed to lessens borrowing or isauttally
reflected in the budget (that is to say, when mgikindget decisions the government is not award| tfie aid
available to fund the provision of public goods).other to assess the effects of aid on expenditiseessential

to survey the evolution of spending, in total amdoas specific sectors. Analysis like this is m&adewn by
fiscal response studies, displays that aid doescontribute to upsurges spending in total and & gbctors
which are favored by donors. External finance a#féise composition and evolution of government exiiere;
this is supported by limited analysis of the crosantry effect of aid on expenditure. The few exaations that
have been conducted on this matter specificallpatfor the effect of aid via which government emgiture
discover positive aid effectiveness.

According to Gomanee et al. (2005b) examinatioms,authors display that aid-funding investment itbuates
immensely to growth in Sub-Saharan Africa, alsonf@oee et al. (2005a) display that the aid that fund
government social sector expenditure contributetheoupsurge in aggregate welfare of the recipienintries
(see Mosley et al., 2004). Furthermore, this litm@ indicates that the kind of aid and the sedimnshich it is
distributed to, rather than simply the amount of a@ietermines the effect on government expendantehence
the influence of aid. Aid funding has the right gratial to leverage upsurge social expenditure i(datrly
sanitation, health and education) which producesefits (Morrissey, 2010). Initially, social expehde
contributes to human development and funds theigicovof public goods. On the second note, it eskind of
government spending most possible to upsurge agtgegelfare and benefit the poor. There are other
components of external finance that can be targetedinvestment to contribute to growth. Based on
combination, external finance can assist compleangnelements of expenditure to contribute to human
development and growth, hence to sustainable poweduction. It is vital that donors’ aid policifes the future
should be based on the most current proof, whicmése encouraging that studies based on previots da
Numerous positive effect of external finance can identified in areas of fiscal procedures, governine
expenditure and revenue mobilization. It is neagsfar donors to avail themselves of these improests in
receiving countries systems so that it can helprawvide aid in a more transparent way. If this $garency is
put in place it will help to enhance the fiscalveall as the overall effectiveness of aid that ierbehannel to
various recipient countries -- especially to Sube8an Africa. Hence, in other for aid to be effeetithe donor
and recipient government will have to cooperata gonstructive way in the foreseeable future.
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