[image: image1.emf]0

100000

200000

300000

400000

500000

600000

700000

800000

900000

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

NOK 1 000

Balance of payments

and budget support

Import support

Paris Club debt relief

forums

Multilateral debt relief

Bilateral debt relief

 




1 Introduction

The Norwegian Ministry of Foreign Affairs has requested Norad to present different aspects of direct budget support, including a discussion of graduated response as a possible measure to increase predictability while maintaining reform incentives and recipient ownership. 

This falls in line with the on-going international discussion on conditionality and graduated response. Many donors are searching for new approaches to conditionality, recognizing that reforms cannot be “bought” or imposed by donors, but rather have to be “owned” by the recipient country to be successful and sustainable. 


The discussion on graduated response is largely dominated by the EC-model, which has been in use for a five-year period and which represents the most formalized graduated response mechanism. Both the World Bank and DFID (UKs development agency) have stated that they will explore the potential to link aid to performance results or outcomes rather than to partner governments’ policies, referring to inter alia the EC-model
. Also other donors are increasingly making use of graduated response mechanisms. Norway is discussing a possible graduated response together with other donors in Uganda, Zambia, Malawi and Tanzania. 


The general principles governing Norwegian budget support is ownership, close link to the PRSP-process, harmonisation with other donors and alignment with the recipient’s budget cycle. These principles also guide the design of a graduated response and form a starting point for the discussion in this note.

The outline of this note is as follows: Section 2 gives an overview of the use of direct budget support by Norway and some other donors. Section 3 discusses some of the underlying incentive problems connected to aid in general and budget support in particular and the causes and consequences of lack of predictability. Section 4 discusses different approaches to graduated response. With the EC-model as a point of reference, we also raise some questions and concerns as to the design of a graduated response. Finally, in section 5 we make some recommendations and discuss the way forward.  
2 The use of direct budget support  


Norway may give budget support to main partner countries or to countries in post-conflict and peace-building processes. In Report No 35 to the Storting (2003-2004) Fighting Poverty Together, the Government expresses a clear ambition to increase the share of direct budget support and general sector support in Norway’s bilateral aid (p. 97) - an ambition that has broad political support. 


The budget support to several of our partner countries has developed from earlier types of general support, such as balance of payment support and import support
. Figure 1 shows Norway’s use of different types of budget support and debt relief in the period 1990-2003. The change in the use of aid modalities during this period reflects the change in aid policy and dialogue: Whereas the focus in the early 1990s was on structural adjustment programs aimed at macroeconomic stability, liberalisation and privatisation, the main focus of today’s discussions on budget support is poverty reduction and the recipient countries’ “ownership” of reforms.


Debt relief has common features with budget support, as it releases funds which the recipient country otherwise would have to spend on interest payments and amortisation. (This presupposes of course that the country actually pays interest and amortisation without the debt relief, which is not always the case.) Norway gives debt relief both bilaterally and multilaterally. A part of our bilateral debt relief is given within the Paris club debt relief forums
. It should be noted that Norway in the course of 1998 to 2003 relieved some of the world’s poorest countries of NOK 1.6 billion in debt to Norway in connection with the “Debt Plan”, but this was not posted as aid and is therefore not included in figure 1.


The total level of general aid in terms of debt relief, import support, balance of payments and budget support is only slightly higher in 2003 than in 1990. The total level declined the first half of the 1990s, mainly because of the reduction in import support. From 1995 and up till 2003, the total level has been increasing. The increase is due to the stepped up use of multilateral debt relief and balance of payments and budget support. The increase in balance of payments and budget support can partly be explained by the introduction of budget support programmes in our main partner countries (Mozambique in 1996, Tanzania in 1998, Uganda in 2002 and Malawi in 2002 but with the first disbursement in 2003), but also by the increased budget support to countries in post-conflict and peace-building processes. An example is the budget support to Afghanistan, which made up for more than a quarter of the total balance of payments and budget support in 2003.
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Figure 1Norwegian debt relief, import support, balance of payments and budget support 1990-2003
The share of direct budget support in Norway’s total bilateral support has increased steadily the last few years. In 1999, Norway gave NOK 180 million in direct budget support, representing 2.5 percent of total bilateral support. This share increased to almost 5 percent in 2003, when Norway gave NOK 480 million in direct budget support. Although the total share of budget support still is relatively low, the share at the country level can be quite high. For Tanzania, Mozambique, Uganda and Malawi, the share of direct budget support in total bilateral support was between 20% and 23% in 2003.  


Table 1 shows the share of direct budget support for Norway and some other donors the last few years. The table is based on information from the respective development agencies. Note that the definition of budget support may vary between donors. Norway’s increasing share of direct budget support follows a trend amongst donors. The UK has had a share of direct budget support fluctuating around 20% the last few years, whereas the Netherlands have had a significant increase in the share of budget support, from 8.5% in 2002 to 20.4% in 2003. Sweden has signalled an intention to increase budget support to countries which have the capacity to manage this type of assistance. According to Sida, partner countries’ efforts to formulate and implement Poverty Reduction Strategies, together with the ongoing work on harmonisation and coordination of budget support, increase the opportunities for providing a larger share of development assistance in the form of budget support
. 

Table 1
Direct budget support in percent of total bilateral support from Norway and some other donors. 2000-2003

	
	2000
	2001
	2002
	2003

	Norway
	2.0
	3.2
	4.7
	4.9

	Sweden
	5.8
	4.4
	4.6
	5.2

	Netherlands
	-
	8.5
	11.3
	20.4

	UK1
	24.0
	24.0
	18.0
	22.0


1 Includes general and sector budget support.

3 Causes and consequences of lack of predictability 

Generally, aid is less predictable than other types of government revenue, for instance tax revenues, and direct budget support is less predictable than other types of aid. A recent study by Bulir and Hamann
 found that aid is substantially more volatile than domestic revenues, and that the relative volatility of aid grows with aid dependency. For the most aid dependent countries, Bulir and Hamann found that aid is more than 7 times as volatile as domestic revenues. They also showed that aid cannot be predicted reliably on the basis of donor commitments, which has a systematic tendency to exceed disbursements. Furthermore, the predictive power of donor’s commitments tended to be lower in poorer and more aid-dependent countries.   


Unpredictable aid inflows make it very difficult for the recipient government to plan the next year’s budget and the allocation of resources. As an example, Uganda’s Ministry of Finance “discounts” donor aid projections when preparing its budget. The discount factor is currently set to 35%, corresponding to the average level by which disbursements have fallen short of donor commitments over the last five years
. The difficulty in forecasting aid inflows weakens the national budget as a tool of government policy and a basis for a meaningful parliamentary discussion on the allocation of resources. 

The typical aid-dependent country has few options available to offset an unexpected non-disbursement of aid. Unpredictable aid inflows therefore can lead to budgetary and overall economic instability, especially when budget support amounts to a significant share of government inflows. Expenditure cuts necessitated by non-disbursement of aid can affect the poorest in particular. If the disbursements on the other hand should exceed the planned amount, there is a risk of inefficient spending. 

The causes for lack of predictability in budget support can be divided into two main categories:

· Technical and administrative matters. This includes poor alignment with national processes and the recipient’s budget cycle and disbursement delays due to administrative problems, bureaucratic procedures or time-consuming coordination between donors. 

· Conditions set up by the donor. Lack of fulfilment of economic or political governance conditions may lead the donor to hold back planned disbursements. Unclear conditions or unclear consequences when conditions are not met aggravate the predictability problem caused by conditionality.

It is useful to distinguish between these two categories as they have quite a different character: Disbursement delays caused by technical and administrative matters are to a large degree unintended, and should, according to best practices, be avoided whenever possible. A recent survey conducted by the SPA-6 Budget Support Working Group indicates that there is in fact a substantial scope for improvement in this area
. The recipient governments that were interviewed in the survey felt that the most important way to improve predictability was multi-year commitments and information about future disbursements in time for inclusion in budget preparation. 


The lack of predictability caused by conditionality is, on the other hand, partly deliberate. In the eyes of the donor conditionality is necessary to underpin reforms and secure that the budget support is used as intended. The donors must be able to react if the recipient country is not making sufficient progress on critical areas like macroeconomic management, governance, public finance management and PRS implementation. Furthermore, the tax payers of the donor country do require some reassurance that their financial contributions to another country are achieving their intended purpose.


The incentive problem is connected to the latter category. It is due to the conflict between securing reform incentives through conditionality and the recipient countries’ need for predictable funding
. If reform incentives were our only concern, the disbursement of budget support could in principle be made completely dependent on the recipient country achieving some agreed targets. The choice of policy action in order to achieve this goal would be entirely up to the recipient country. This would maximize reform incentives and recipient responsibility. However, there may be a large degree of uncertainty as to what is the right policy action, and to what degree the selected policy action actually will lead to the achievement of the agreed goal. With completely result-based conditionality, aid inflows would be reduced or even eliminated completely in case agreed conditions were not achieved. Thus, with this model the recipient country would bear all the risk connected to selecting the right policy action. At the other extreme, if predictability was our only concern, budget support could be a fixed amount with no conditions. 


Both effort (incentives) and risk (predictability) considerations must be made when choosing a disbursement mechanism for budget support. The preferred mechanism should reflect the relative weight attached to predictability and reform incentives. A graduated response with a combination of fixed and variable components is only an instrument for balancing conflicting concerns; it does not remove the basic dilemma.

Graduated response can be a means to avoid an “all-or-nothing” or a “stop-and-go” approach to budget support, which may undermine the intended incentive effects of conditionality. Well aware of the political pressure in the donor country to “spend the money”, the recipient government may not take the donor threat of holding back disbursements seriously. Furthermore, the economic and social consequences of holding back disbursements (which may constitute a substantial part of the national budget) may be so harmful that, at the end of the day, the donor doesn’t want to go through with it. This is sometimes referred to as the “nuclear deterrent effect”, describing a situation where the sanctions would be so disproportionate to the alleged failure of the government that they are impossible for the donor to carry through. This can especially be the case if there is a large degree of “herd behaviour” or peer pressure on the donor side - that is if several donors (more or less uncritically) follow one donor’s disbursement decision. The more flexible approach of graduated response mechanisms can thus make threats of sanctions more credible. 

4 Graduated response mechanisms 

4.1 Current donor approaches 

The use of graduated response is not something new. Donors have different methods for graduating their reactions if the recipient country fails to fulfil conditions: They can reduce the future level of budget support, delay or suspend payments or terminate the agreement altogether. The present Norwegian guidelines for budget support allow for all these reactions. The last years several of these reactions has been used or considered by Norway and other budget support donors to Norway’s partner countries (see annex 1 for a more detailed description of the country cases):  

· When IMF’s Poverty Reduction Growth Facility (PRGF) programme in Malawi was “off-track” in the course of 2001-2003, budget support disbursements from the IMF, the World Bank and the CABS-partnership (consisting of the EU, the UK, Sweden and (later) Norway) were stopped. Norway’s disbursements were not contingent on the IMF-programme being “on-track”, but Norway decided to follow the other members and withhold disbursements (under the budget support agreement signed in February 2002 with planned disbursements for 2002 and 2003) due to the Government’s lack of fiscal control. In October 2003, when the IMF resumed its loan disbursements under the PRGF, the CABS resumed their budgetary support. In 2004 the IMF-programme again went “off-track”, but a nevertheless positive development led most donors, including Norway, to continue disbursements. 

· In Mozambique, the donor community delayed disbursements for some months in 2001 as a reaction to the corruption scandal and crisis in the banking sector. After discussions with the donors, the Mozambican government committed itself to four follow-up actions related to the banking crisis, which was regarded by the donor community as a satisfactory response to the banking crisis. Thus, donor funds were released as planned towards the end of the year.

· In Uganda, Norway has chosen to earmark budget support to the Poverty Action Fund (PAF) instead of providing general budget support, partly as a reaction to the increased military spending by the Government in 2002/03. The PAF budget support has however been disbursed as planned. The three bilateral donors of general budget support (Ireland, Netherlands and the UK) cut their budget support for the fiscal year 2002/03 because of the disagreement with the Government on the level of military spending. Ireland decided to reassign the rest of its general budget support funds to the PAF. The World Bank delayed disbursements for some months in 2003 and 2004, due to administrative problems, the need to verify budget execution and questions regarding the implementation of the Leadership Code. The UK also withheld budget support for some months in 2004 because of discontent with the dialogue with the Government on the defence review. 

· In Tanzania, several donors, including Norway and DFID, questioned the Government’s decision in 2002 to purchase a radar system (a USD 40 million Air Traffic Control System), and decided to postpone budget support disbursements until the terms and conditions of the purchase where more clarified and a solution acceptable for the donors had been found. During Mid year review in april 2004 donors expressed concern of the slow progress in establishing the Public Financial Management Reform Program (PFMRP). Norway concluded that the tranche for the financial year 2004/05 would depend on the progress in the PFMRP and that the ministry of Foreign Affairs should be consulted before disbursement.

The problem with these approaches is that the consequences of non-fulfilment of conditions may be unclear in advance, resulting in inconsistent donor reactions and lack of predictability for the recipient country. This problem has drawn the attention of many donors and has led them to review their methods for implementing conditionality.   

Many donors are showing interest in the graduated response model of the European Commission, which is based on a combination of fixed and variable components. The fixed components are basic resources in terms of macroeconomic support, disbursed in an “all or nothing” form depending on broad macroeconomic conditions (f.i. a satisfactory implementation of an IMF-programme) or specific conditions connected to e.g. fiduciary risk. The variable components are additional resources that are released in a graduated form depending upon the performance on selected sectors, usually health, education and public financial management. The model allows for partial disbursements in case of partial fulfilment of conditions: 50% fulfilment of the agreed indicator goal leads to a 50% disbursement. Box 1 illustrates how the disbursement of a variable tranche
 is calculated in the EC-model. Characteristic of the EC-model is the focus on impacts and outcomes instead of policy actions. The EC applies this model for most of their budget support programs. 

 SHAPE  \* MERGEFORMAT 


 

The World Bank’s Poverty Reduction Support Credits (PRSCs) involves a series of single-tranche operations with a medium-term framework specified at the outset. A number of policy actions are selected as “prior actions” and triggers for disbursement. The World Bank’s approach has broadly moved away from traditional conditionality, which focused on short-term macroeconomic adjustment and removing major economic distortions. The current focus is on the implementation of the recipient countries’ own national strategies for poverty reduction. 

The World Bank is currently preparing a review of its conditionality. This work is to take place during the first half of 2005, and will include a discussion of the role and scope of outcome based conditionality as well as a discussion on variable budget support components as a way to make resource flows more predictable. 

For the PRSC 5 in Uganda, the World Bank is currently discussing a graduated approach with a core component subject only to basic requirements for the provision of budget support confirmed annually through a joint government-development partners PEAP
 review; and a variable component that  would be performance related, as defined by the prior actions and other performance triggers. 

The World Bank has also used so-called floating tranches to increase country ownership. A floating tranche is disbursed when a specific condition is fulfilled, that is the timing of the disbursement is flexible. The principle of floating tranches was used for HIPC (Highly Indebted Poor Countries) Completion Point disbursements.

Several bilateral donors have introduced graduated response in some countries, and intend or consider extending the practice to other countries. 

The United Kingdom (DFID) is in the process of revising its approach to conditionality, and is actively considering graduated response mechanisms as well as the scope for incorporating outcome benchmarks as part of an approach harmonised with other donors. 


Sweden (Sida) is in the process of elaborating new guidelines for budget support. The new guidelines are expected to be “cautiously positive” to a graduated response, but are not expected to include a firm position on this issue, since they are of the opinion that more methodology work is needed in this area
. 

At the country level, Sweden has introduced performance-based tranches in their budget support to Mozambique and Bolivia. In Mozambique, part of the budget support has been linked to the preparation of the forensic audit of Banco Austral. In Bolivia, one tranche has been linked to progress in public financial management, fiscal policy and progress under the national poverty reduction policy. Sweden is currently considering variable tranches linked to performance in public financial management and social sectors in some countries, like Tanzania. In Zambia, Sweden has taken part in designing a graduated response model (together with e.g. Norway), but this model has not yet been implemented.

In Uganda, bilateral donors (Netherlands, DFID, Ireland, Sweden and Norway) are discussing a graduation of disbursements both as a possible response to non-performance within public reform programs linked to budget support, and as a more general response to deterioration in governance. The bilateral donors intend to link variable tranches to political governance indicators beyond the scope of the PRSC. 

The Netherlands has some experience with graduated response mechanisms in relation to multi-annual budget support (Burkina Faso and Mozambique), in the sense that disbursement in a year depends on the progress made in the previous year on previously agreed upon indicators and measures as well as a sufficient track record. The Netherlands seek to avoid a “stop and go” policy. When progress looks bleak or performance is deteriorating, this is primarily addressed through dialogue – in which governance issues are very important. In Uganda for example, rising doubts about the quality of reforms and political commitment has led the Dutch embassy to intensify the dialogue with the government. The budget support in 2005 has been made conditional upon visible improvements, notably in the area of governance, within May. 

Switzerland is currently adopting a “multiple flows” arrangement. In the case of Mozambique
, for instance, half of the funds provided through budget support is disbursed as a fixed tranche, based on an assessment of macroeconomic developments, and more generally, performance against commitments in the performance-assessment framework. The remaining funds are disbursed through thematic sub-tranches linked to performance in public financial management (20%), revenue mobilisation objectives (15%) and performance in private sector development (15%). 

4.2 Issues in the design of a graduated response

As discussed under point 3, the merits of graduated response mechanisms may be:

· it is a way of balancing the conflicting concerns of predictability and reform incentives 

· threats of sanctions become more credible by avoiding “all-or-nothing” decisions

· it is a framework for clarifying conditions for disbursement and consequences when conditions are not fulfilled

However, a number of complicated choices must be made when designing a graduated response mechanism. Some of these are discussed below, in the case of a graduated response with a combination of fixed and variable components. The EC-model is used as a point of reference, as it represents the most formalized graduated response mechanism. 

Triggers for disbursements of the fixed component

An important issue in the design of a graduated response is what should be the triggers for disbursement of the fixed component, and whether the disbursements of the variable components should be conditional upon the disbursement of the fixed component. 

The fixed component is supposedly linked to some basic conditions which are likely to be met. The EC refers to the fixed tranche components as “basic resources in terms of macroeconomic support (…) disbursed in “all or nothing” form depending on the fulfilment of the general conditions (typically, satisfactory implementation of the programme for the IMF) and specific (typically fiduciary) conditions”, whereas the variable tranche components “account for additional resources that are released in a graduated form depending upon the achievements of targets and indicators agreed with the Government.” 

One of the principles governing Norwegian budget support is the close link to PRSP-process. As implementation of PRS is the objective of budget support, disbursement of the fixed component should in one way or another be linked to performance in overall PRS-implementation. The question is how explicit this link should be. Best practices according to OECD/DAC
 say that “specific conditions should be chosen over those that are vaguely defined, e.g. ‘the successful conclusion of a joint-donors review of PRSP implementation’”. There could however a trade-off between simplicity and predictability on one side, and a focus on overall PRS-implementation on the other. 

Two alternatives stand out:

· The fixed component is linked to a successful conclusion of the PRS review. To increase predictability, donors should select areas for specific attention which are known to the recipient government.

· Successful implementation of PRS is stated as an underlying principle (in the bilateral agreement or joint MoU) in the implementation of a budget support program and form an important part of an appraisal for renewal of the agreement. In this case, the fixed component could have a simplified conditionality with a low risk of non-disbursement. Norway should still take active part in PRS reviews, and concerns about the PRS-implementation should be addressed in the donor-government dialogue.

There is also a question of how explicit political conditions should be linked to disbursements of budget support. Severe breaches of political conditions could lead to the interruption of the budget support, in principle both the fixed and variable components, as well as influence the total aid volume and the selection of aid modalities. Principles governing formulation of all conditions is that they should be clearly defined and leave little margin for interpretation; and that factors influencing fulfilment should be under government control. Political conditions, for instance related to the Human Rights situation and democratization, are very difficult to formulate according to these principles. Therefore, such conditions should preferably be handled in the context of the political dialogue between a partner country and its donors instead of being a trigger for budget support. 

If the recipient country fail to meet the conditions connected to the fixed component, it should probably still be an option to delay conclusion (disbursement) in order to allow more time to fully implement the agreed actions or to await the development of the issues in question. 

There are arguments for separating the disbursement of the fixed and variable components, and allow for the disbursement of the variable components although the disbursement of the fixed component is delayed or stopped. If all the support is withheld simultaneously, then some of the advantages of a graduated response might be lost. The consequences of for instance an IMF-program going “off-track” might still be as in the Malawi-case, where budget support disbursements from the IMF, the World Bank and the CABS-partnership were totally stopped for a period of three years (2001-2003)
. 

The OECD/DAC also addresses this when discussing the possibility of a graduated response: 

“While some funds could then, for example, be withheld in the case of a delay in an IMF programme review, the remaining funds could still be disbursed if sectoral conditionality was being met, thus allowing the continued financing of a sector despite the existence of some problems at the macroeconomic level.” 

The combination of fixed and variable components

The relative share of fixed versus variable components decides the relative weight on predictability and reform incentives, ref. section 4: Greater variable components increase the incentive effects at the expense of predictability of resources for the budget. 

The fixed component is set to 2/3 in most of the EC-programmes. The same share is discussed by the World Bank (and the donor group) in Uganda. In Zambia donors are discussing a 50/50 combination. The preferred combination of fixed and variable components may vary from one recipient country to another. Factors that should be taken into account are:

· The scale of the budget support programme (in relation to the national budget).

· The degree of aid dependency – how dependent is the recipient country of budget support for financing basic public services?

· The scale of earmarked support.

· Macro-economic and public financial management - does the recipient country have a positive track-record with regards to their IMF-programme? 

· The importance of providing incentives for specific reforms if fiduciary risk or other risks are considered high.

The share of the fixed component is partly a question of how much confidence the donor has in the recipient government. A weak track-record or high fiduciary (or other) risk would generally reduce the size of the fixed component. On the other hand, if the recipient country is highly aid-dependent and the budget support constitutes a significant part of the budget, this could in itself be an argument for putting extra weight on predictability and increase the share of the fixed component. The existence of earmarked programs on a large scale could reduce the need for a large fixed component.

The selection and weighting of sectors/areas for the variable components

A graduated response gives the opportunity to provide strong reform incentives in selected sectors. It is therefore a mechanism for maintaining a focus on particular sectors and keeping a sector-dialogue within a general budget support framework. Donors are currently discussing to transfer earmarked sector support to non-earmarked budget support
. The discussion is motivated by the need to strengthen the recipient country’s budget process and the fact that funds are fungible. Graduated response can potentially ease the transition from sector support to general budget support.

The variable components in a graduated response can in principle be connected to any sector (health, education, water and sanitation etc.) or cross-cutting issues like public financial management or gender. The variable component in the EC-programmes is mostly based on performance in the areas of public financial management, health and education. The selection of sectors or areas can be based on an assessment of the need for reform in each individual country. 

The priority of the selected sectors/areas will be reflected in the relative weight attached to each of them. In most of their programmes the EC has given an equal weight to the different sectors, with the exception of the programmes in Burkina Faso where public financial management has been given a higher weight than the other sectors. 

The selection of indicators

Critical for the success of performance-based budget support is the selection of indicators for assessing performance. An important question is at what level of the result chain the indicators should be, ranging from input and output indicators reflecting policy choices and concrete measures to outcome and impact indicators seeking to estimate the effects on intermediate or ultimate policy goals. 

In the view of the EC, impact and outcome indicators would be the ideal for result-based conditionality. The EC does however recognize the practical difficulties that can make especially impact indicators less useful as indicators of the results of government efforts: 

· Impact indicators are extremely difficult to measure, without knowledge of the counterfactuals (what is a meaningful benchmark?) and often with poor quality of the statistical material. 

· The influence of factors beyond the government’s control (exogenous factors) gets stronger the further the indicator is from the concrete policy measure.

· Impact indicators normally evolve slowly - there may be a multi-year lag from the time the policy action is taken to the effects appear on ultimate or even intermediate goals. 

The EC concludes that it is best to use outcome-level indicators, which should be annually measured and sensitive to policy action as well as plausibly linked to the long-term goal. An example would be to apply usage of health services as an outcome indicator instead of the ideal impact indicator of life expectancy. In practice however, the EC applies indicators at all levels, including process indicators. 

According to the EC, performance-based conditionality with outcome and (if possible) impact indicators is most coherent with the objective of ownership. The idea is that the recipient government can choose whichever policy measure they prefer in order to achieve the agreed goals. Also the OECD/DAC emphasizes ownership in its recommendation to increase the focus on results
:

“Budget support should increasingly focus on results, that is to say policy outputs and outcomes, rather than policy measures and inputs. This creates decision-making space for partner governments, enhances accountability and gives partners an incentive to monitor and reflect on the progress achieved towards stated goals. It also shifts the focus from inputs and policy design to outcomes. Increasing focus on results complements, rather than substitutes for, the dialogue between donors and partners on the underlying policies and the related provision of technical assistance. Increased focus on results can be achieved in several ways, including, but not exclusively, through the use of service-delivery indicators and/or conditionality. However, the move towards greater focus on results is a difficult issue in practice, not least because of the need to identify clearly monitorable indicators.”


The increased flexibility with result-based conditionality does however involve increased risk for the recipient country, and risk sharing considerations should also be taken into account when discussing the optimal indicator-level, ref. section 3. If the disbursement of a variable component is conditioned on the success of a policy measure, then the recipient country bears all the risk connected to selecting the right policy measure. If the disbursement on the other hand is contingent on the recipient country carrying through some agreed policy action, but not on the actual results of the policy, the risk is partly shifted over to the donor. 


While the problems with impact (and outcome) indicators discussed above are essentially practical problems, the increased risk for the recipient country is a more fundamental argument against outcome and impact based conditionality. An important question is whether risk sharing is an objective in itself also for the variable component of the budget support. If the answer to that is yes, then process or action based indicators may still have a role to play. It will be important to hear the recipient countries’ view on this – do they want the increased risk that comes with the increased flexibility? 


According to best practices as defined be the OECD/DAC, conditions and indicators (whatever level they are on) should be drawn from the poverty reduction strategies or related documents, contributing to the objectives of ownership and harmonization. This is however not possible in all cases. Political governance conditions are the most evident examples of this. 

Another important question is to what extent donors should coordinate their use of indicators – and whether it is detrimental if some donors use input and process indicators while others use result indicators. One view is that the use of different indicators spread the risk for the recipient country. However, the desired flexibility for the recipient country of linking disbursements to result indicators can be undermined if other donors put up input conditionalities on the same area. The EC also points at result-based approaches as a means to “..reduce tension among donors over controversial actions featuring in policy-based conditionality (e.g. privatisation of public utilities), thus easing some aspects of joint donor processes.”
 The potential conflict between different donor’s use of input and result-indicators should in principle be reduced if donors adhere to the principle of drawing indicators and conditions from the PRS. 

5 The way forward

The increasing use of direct budget support by Norway and other donors stresses the need for disbursement instruments that are flexible, recognizing the inherent uncertainties about the future, yet transparent and predictable. A graduated response mechanism is a possible way to balance these concerns. Many donors are in the process of developing new guidelines for budget support and/or reconsidering the content of conditionality, and are in this connection giving the EC-model serious consideration. Norway is already participating in donor discussions on graduated response at the country level in Uganda, Zambia, Malawi and Tanzania. 


A graduated response is not synonymous with the EC-model. Section 4.2 gives a picture of the different choices in designing a graduated response model. Both at the country level and at the policy level it is important to bring into the discussion the strengths and weaknesses of outcome and impact based indicators as triggers for disbursement. A cautious use of outcome based conditionality does not exclude an increased focus on results in the donor-government dialogue and in monitoring and evaluating the effects of budget support on poverty reduction. 


The discussion on graduated response has a close link to the on-going discussion on integrating sector programmes into general budget support, thereby de-linking sector dialogue and funding modalities. A combination of fixed and variable components is an instrument for doing this, without making the sector support much more volatile (risky). This presupposes that the disbursement of components linked to sector performance is made independent of the disbursement of the fixed component. 


In summary, the following factors should be emphasized when considering and designing a graduated response with fixed and variable components:

· Disbursement delays caused by technical/administrative matters should be solved.

· Performance indicators should preferably be taken from the PRSP; they should not be too numerous; and they should be relatively easy to monitor and evaluate. 

· The conditions must be reasonably under the control of the authorities, so that the governments are not unduly punished for exogenous shocks. Outcome based conditionality should be used with caution.

· At the local level it is important to consult with the recipient countries on the choice of indicators and the use of performance based conditionality as well as on the division between fixed and variable components.

· The very nature of political conditionality, which covers issues for instance related to the Human Rights situation and democratization, makes it difficult to formulate clear conditions that leave little margin for interpretation. HR and democratization issues should therefore preferably be handled in the context of the political dialogue between a The very nature of political conditionality, which covers issues for instance related to the Human Rights situation and democratization, makes it difficult to formulate clear conditions that leave little margin for interpretation. HR and democratization issues should therefore preferably be handled in the context of the political dialogue between a partner country and its donors.

· Disbursements of the fixed component should be linked to performance in overall PRS implementation - either explicitly, by linking the disbursement of the fixed component to a successful conclusion of the PRS review, or implicitly, by stating successful PRS implementation as an underlying principle for the budget support agreement. In the latter case, the fixed component could have a simplified conditionality with a low risk of non-disbursement. Norway should still take active part in PRS reviews, and concerns about the PRS-implementation should be addressed in the donor-government dialogue.

· Greater variable components increase the incentive effects at the expense of predictability. Sectors or areas where the need for reform – and thus strong incentives – is the largest could be selected for the variable components. 

· The disbursement of the variable components should not be automatically linked to the disbursement of the fixed component.

Annex 1
COUNTRY CASES
MALAWI 
In 2000 Malawi embarked on the Poverty Reduction Strategy Paper (PRSP) process, and Malawi’s PRSP was presented in April 2002. In December 2000, Malawi agreed with the IMF on a Poverty Reduction growth Facility (PRGF) programme. However, the PRGF went “off track” in 2001, mainly because of overspending by the former administration of ex-president Muluzi. 

In November/December 2001 the members in CABS (Common Approach to Budget Support, consisting of the United Kingdom and Sweden) decided to suspend budgetary support to Malawi: “This decision was made in view of the Government’s consistent failure to implement agreed economic reforms and follow a sound macroeconomic policy, therefore hampering economic growth necessary for sustainable poverty reduction” (CABS 2001). 

Norway signed a budget support agreement with the Malawian Government in February 2002 with planned disbursements of NOK 40 mill in 2002 and NOK 20 mill in 2003. Disbursements of Norwegian budget support was however withheld until October 2003 when IMF resumed its loan disbursements under the PRGF. The Norwegian decision to withhold funds was done in close consultation with the other CABS members (EC joined CABS in February 2002) which did not disburse as their budgetary support was conditioned upon the existence of an IMF-programme.
After the 2003-disbursements, the IMF again considered Malawi to be “off-track” on the grounds of fiscal slippages during March-May 2004. The two last IMF-assessments of Malawi have however been positive, and the IMF has stated that a continued positive performance under the Staff Monitored Program (SMP) would provide a basis for a new financial arrangement under PRGF in the course of 2005. Norway released the second tranche of NOK 20 mill in October 2004, as a support to the SMP and following strengthened fiscal control. Norway signed an addendum to the agreement in December 2004 and disbursed NOK 17.33 million . In October 2004, the UK disbursed a £ 5 million tranche withheld from their 2000-2003 agreement. The EU is in the process of agreeing on a new budget suppport agreement and Sweden is currently considering whether to release their SEK 40 million tranche withheld from 2001. 
The World Bank released US $25 million to Malawi in September 2004 "on the basis of an encouraging three-month track record, and the recently presented budget for the current fiscal year - which is in line with the macroeconomic programme that was agreed with international finance institutions". The disbursement was the first tranche of the Fiscal Management and Accelerating Growth Programme in support of Malawi's PRSP.  

Critics
 have argued that the Malawi-example illustrates that “automatic” donor co-ordination imply a risk of “overshooting” if disbursements from a significant number of donors are directly or indirectly linked to the performance of the programme with the IMF. In the course of 2001-2003, budget support disbursements from the IMF, the World Bank and the CABS-partnership were stopped in Malawi. This made it impossible to fully implement the PRSP. On the other hand, the firm and coordinated response from donors may also have worked as a pressure on the government in terms of moving away from the “policy” of weak fiscal control. 
MOZAMBIQUE 
Mozambique’s rapid economic growth and increased exports made it an example of successful reform in Africa in the 1990s. The other side of the picture was an increasing level of corruption - from relatively low in the 1970s to widespread in the 1990s. The Mozambican financial system faced a serious crisis in 2000 when it became clear that two of the country’s largest banks were undercapitalised, mainly due to large non- performing loan portfolios. In 2000 and 2001 two people (a newspaper editor and the government’s head of banking supervision) was assassinated because they knew too much about the fraud and corruption in the Mozambican banking system. 
In the international debate, donors were criticised by some
 for not adequately addressing the issue of corruption, allegedly because they wanted to maintain the donor “success story” of Mozambique. Under the previous agreement with the Mozambican government (2001-2003), Norway, as well as the other donors, decided to disburse programmed budget support, despite of the banking crisis. The possibility of putting pressure on the Mozambican government by holding back budget support was however discussed in the donor group, with Norway and Sweden as the main advocates for this view. 

In April 2001, when the Banco Austral crashed, the budget support providers did however collectively decide to keep back disbursements for a period. In the Consultancy Group meeting in October 2001, the Mozambican government committed itself to four follow-up actions related to the banking crisis (i) pursue wrong doing in the financial sector to the full extent of the law; ii) aggressive and equitable recuperation of outstanding debts; iii) government divesture from banks; and iv) strengthened banking supervision). This was regarded by the donor community as a satisfactory response to the banking crisis, and donor funds were released as planned.

Norwegian budget support under the present agreement (2004-2006) started with the disbursement of the first tranche of NOK 60 mill in November 2004. The second disbursement of 65 million was requested by the Ministry of Finance and Planning (MPF) in early January 2005, but its release is kept pending. The reason is that MPF since the first deadline April 2004 has failed to submit an agreed report documenting that the budget support in the period November 2000 until August 2002 entered into the main treasury account and was formally registered in the State accounts (Conta Geral do Estado).
Before Norway entered into the joint donor programme for budget support (JDP, p.t. consisting of the World Bank, the EC and 13 bilateral donors) in November 2000, there are examples of delayed Norwegian disbursement of budget support. In 1999 Norway held back budget support, i.e. because the audit report of the budget support was considered inadequate. The audit reports were improved the following years. 
UGANDA 

The level of development assistance to Uganda is relatively high, amounting to approximately 50% of the budget. Uganda was one of the first countries to have a workable poverty reduction strategy (the Poverty Eradication Action Plan – the PEAP), and the performance of Uganda has been outstanding during the past decade with a growth rate above the African average and with a relatively good progress towards the Millennium Development Goals. Recent household surveys seem however to indicate a decline in certain poverty indicators. Reduced impact on the poverty situation is an issue of concern to the donor community. Another issue of concern is the government’s military approach to the war in Northern Uganda, where the Lord’s Resistance Army (LRA) rebels have waged an eighteen-year-old war with brutal methods and gross human rights violations, including the targeting of children for forced recruitment. 

Donors are inclined to accept that the military is inevitably a part of the solution to the conflict in Northern Uganda, but do not agree with the government’s balance between a military and non-military solution. The three bilateral donors of general budget support, Ireland, Netherlands and the UK, withdrew a total amount of USD 25 mill in general budget support for the Ugandan fiscal year 2002/03 as a reaction to the government’s substantial increase in defence spending after the budget had already been appropriated. The UK and the Netherlands cut their disbursements (the UK paid only 50% of the programmed disbursement), whereas Ireland reacted by reassigning the rest of its general budget support funds to the Poverty Action Fund. In February 2003, after an extensive dialogue with the Ugandan government, the donors agreed to accept an increase in defence spending of USD 17.5 million, and this was entered into the PRSC (the Poverty Reduction Support Credit) as prior action 1 (budget execution). 
The World Bank delayed board discussions and disbursements for some months both in 2003 and 2004, due to administrative problems, the need to verify budget execution (prior action one) and questions regarding the implementation of the Leadership Code (which is an anti-corruption measure, requiring high-level government officials to declare assets). USD 50 million of the second PRSC (of a total of USD 150 million) was in fact a floating tranche, as it was made contingent on the Parliament passing the Leadership Code. In April 2002, when the code was passed by the Parliament, the 50 million tranche was disbursed together with the remaining USD 100 million.

In the beginning of 2004, the UK withheld a disbursement of GBP 10 million because of discontent with the dialogue with the Ugandan Government on the defence review, which was supported by the UK. The review aimed at defining Uganda's defence priorities and the optimum size and capability required for Uganda's armed forces. The disbursement was made later that year. 
Norway’s reaction to the increased military spending has been to earmark budget support to the Poverty Action Fund (PAF), and await the intentions of giving general budget support to Uganda. The PAF budget support has been disbursed as planned under Norway’s first agreement with the Government in Uganda (2002-2004), with disbursements of NOK 50 mill. in each of the Ugandan fiscal years 2002/03 and 2003/04. 
TANZANIA


In November 2000, NORAD entered into a three-year PRBS agreement of a maximum of NOK 150 million. The agreement did not specify the annual disbursement amount, only total amount for the period 2000-2002. This allowed for a flexible disbursement schedule which took into account of both over- and underperformance and lower disbursement than anticipated in other Norwegian funded programs. 

Based on overall satisfactory progress in implementation PRBS policy matrix, the first tranche of NOK 50 million was disbursed in December 2000. The second disbursement was also based on overall positive progress. Due to lower than anticipated disbursement in other programs the disbursement in December 2001 was NOK 80 mill. 

As the Embassy wanted a higher annual disbursement in 2002 than the remaining NOK 20 million unallocated under the present agreement, a one-year addendum of max NOK 100 million was signed and disbursed in full in December 2003. 

Disbursement of the first tranche in 2002 of NOK 20 million was planned for March 2002. However, as the Government’s decision to purchase a radar system (a USD 40 million Air Traffic Control System) was questioned by several donors, Norway decided to postpone the disbursement until the terms and conditions of the purchase where more clarified and a solution acceptable for the donors had been found. Norway had close contact with the other donors and the decision to postpone planned disbursements was made by several donors, among other DFID which was the lead donor in the dialogue with the Government on the issue.

A new three-year contract of NOK 300 million was signed in 2003. The agreement did not specify the annual total disbursement, only total amount for period 2003-2005. 

The disbursement for 2003 was NOK 96 mill. The progress of PRBS implementation was considered satisfactory. The slightly lower disbursement than 1/3 of the total amount reflects the slight overspending in some of the other programs supported by the Embassy. The disbursement for 2004 was NOK 104 million (1/3 of the total amount plus the reduced amount in 2003). 

During Mid year review in April 2004 Donor Partners expressed concern of the slow progress in establishing the Public Financial Management Reform Program (PFMRP). This program is a central part of the Performance Assessment Framework (PAF) and this reform has been delayed for a long time. Norway concluded that the tranche for the financial year 2004/05 would depend on the progress in the PFMRP and that the ministry of Foreign Affairs should be consulted before disbursement.

In June 2004 the Government of Tanzania launched the PFMRP and Norway decided to disburse, as scheduled, NOK 100 mill for 2004. 

Other donors 

Disbursement of World Bank’s PRSC of USD 150 million was delayed to give Government more time to implement the needed reforms set as conditions for disbursement. The same situation occurred in 2004.

European Union reduced their variable tranche of their budget support to Tanzania due to the underperformance in PFMRP.

Denmark, who was in a process of signing a new bilateral agreement on budget support, waited with the final signing until the PFMRP was established. Denmark disbursed then as planned. 
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Box 1 	Example of a variable tranche calculation in the EC-model





Indicator1�
Weight�
Score�
Weighted score�
�
Education�
�
�
�
�
Primary enrolment�
0.1666�
1�
0.1666�
�
Gender balance in primary enrolment�
0.1666�
0.5�
0.08333�
�
Primary completion rate�
0.1666�
0�
0�
�
Total education�
0.5�
�
�
�



Health�
�
�
�
�
Vaccination coverage�
0.125�
1�
0.125�
�
Births attended by trained staff�
0.125�
0.5�
0.0625�
�
Attendance at ODP�
0.125�
0�
0�
�
Gender balance of ODP attendance�
0.125�
0.5�
0.0625�
�
Total health�
0.5�
�
�
�



Total�



1�
�



0.5�
�
1 Only for illustration.





Since the total weighted score is 0.5, in this example the actual disbursement would be 0.5 times the tranche total. The example does not include public financial management indicators, but the process of calculation would be analogous.





Source: European Commission: “Variable Tranches in General Budget Support: Implementation Guidelines and Evaluations”, Annex 3.











� See World Bank: “Review of World Bank Conditionality – Issues Note”, January 2005, and DFID: “Partnerships for poverty reduction: changing aid ‘conditionality’”, October 2004 (draft).


�Already in the 1970s import support was introduced in order to improve the balance of payments in the recipient countries.  Import support is either “in-kind”-support where the donor country offers the recipient country raw materials or other commodities, or financial support earmarked to the import of specific goods. At the end of the 1990s import support lost its desired effect as many recipient countries switched to floating exchange rates.


� The Paris club is an informal group of 19 creditor countries “whose role is to find coordinated and sustainable solutions to the payment difficulties experienced by debtor nations”.


� As expressed by Sida in a Memo to Norad dated 21.01.05, contributing to the preparation of this note.


� See A. Bulir and A.J. Hamann: “Aid Volatiliy: An Empirical Assessment”, IMF Staff Papers Vol. 50. No. 1 2003.  The database for the study covered 72 countries from 1975 to 1997.


� The example is taken from OECD: “Draft good practice note on the provision of budgetary support – a public financial management prospective”, Jan. 2005.


� SPA-6 Budget Support Working Group (BSWG): “Survey of the Alignment of Budget Support and Balance of Payments Support with National PRS Processes” (Draft of Dec. 2004).


� This dilemma is known from economic theory as the “Principal-Agent problem”. “Agency theory” is about structuring monitoring and compensation systems to induce effort- and risk-averse agents (in this case the recipient country government) to act on the Principal’s (in this case the donor) behalf without shifting too much risk on them.


� Many donors, including the EC, use the term “tranche”. In this note “tranche” and “component” are used on an equal term.


� PEAP refers to the Ugandan PRS.


� As expressed by Sida in a Memo to Norad dated 21.01.05, contributing to the preparation of this note. 


� The example is taken from OECD: “Draft good practice note on the provision of budgetary support – a public financial management prospective”, Jan. 2005.


� OECD: “Draft good practice note on the provision of budgetary support – a public financial management prospective”, Jan. 2005.


� See annex for details.


� OECD: “Draft good practice note on the provision of budgetary support – a public financial management prospective”, Jan. 2005.


� See Norad, From earmarked sector support to general budget support – development partners’ experience, Nov. 2004.


� OECD: “Draft good practice note on the provision of budgetary support – a public financial management prospective”, Jan. 2005.





� European Commission DG Development: ”Variable Tranches in General Budget Support: Implementation Guidelines and Evaluations”.


� This is similar to the recommendation in OECD: “Draft good practice note on the provision of budgetary support – a public financial management prospective”, Jan. 2005.


� See f.i. M. Krakowski  ”Pitfalls of ”Automatic” Donor Co-Ordination – The Malawi Experience 2000-2004”.


� Joseph Hanlon has raised strong criticism against the donor’s alleged weak reactions, see e.g. Hanlon: “How Northern Donors Promote Corruption – Tales From the New Mozambique” Oct. 2004.
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