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Classifications

Unless otherwise specified, in this report, the least developed countries are classified according to a combination
of geographical and structural criteria. The small island least developed countries that are geographically in Africa
or Asia are thus grouped with Pacific islands to form the island least developed countries group, due to their
structural similarities. Haiti and Madagascar, which are regarded as large island States, are grouped together with
the African least developed countries.

The resulting groups are as follows:

African least developed countries and Haiti:

Angola, Benin, Burkina Faso, Burundi, Central African Republic, Chad, Democratic Republic of the Congo,
Djibouti, Eritrea, Ethiopia, Gambia, Guinea, Guinea-Bissau, Haiti, Lesotho, Liberia, Madagascar, Malawi, Mali,
Mauritania, Mozambique, Niger, Rwanda, Senegal, Sierra Leone, Somalia, South Sudan, Sudan, Togo, Uganda,
United Republic of Tanzania, Zambia.

Asian least developed countries:

Afghanistan, Bangladesh, Bhutan, Cambodia, Lao People’s Democratic Republic, Myanmar, Nepal, Yemen.

Island least developed countries:

Comoros, Kiribati, Sao Tome and Principe, Solomon Islands, Timor-Leste, Tuvalu, Vanuatu.

Developed countries:

Andorra, Australia, Austria, Belgium, Bermuda, Bulgaria, Canada, Croatia, Cyprus, Czechia, Denmark, Estonia,
Finland, France, Germany, Greece, Greenland, Hungary, Iceland, Ireland, Israel, Italy, Japan, Latvia, Lithuania,
Luxembourg, Malta, Netherlands, New Zealand, Norway, Poland, Portugal, Romania, San Marino, Slovakia,
Slovenia, Spain, Sweden, Switzerland, United Kingdom of Great Britain and Northern Ireland, United States of
America, Holy See, Faroe Islands, Gibraltar, Saint Pierre and Miquelon.

Other developing countries:

All developing countries (as classified by the United Nations) that are not least developed countries.
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\What are the least developed countries?

Forty-seven countries are currently designated by the United Nations as least developed countries. These
are: Afghanistan, Angola, Bangladesh, Benin, Bhutan, Burkina Faso, Burundi, Cambodia, the Central African
Republic, Chad, the Comoros, the Democratic Republic of the Congo, Djibouti, Eritrea, Ethiopia, the Gambia,
Guinea, Guinea-Bissau, Haiti, Kiribati, the Lao People’s Democratic Republic, Lesotho, Liberia, Madagascar,
Malawi, Mali, Mauritania, Mozambique, Myanmar, Nepal, the Niger, Rwanda, Sao Tome and Principe, Senegal,
Sierra Leone, Solomon Islands, Somalia, South Sudan, the Sudan, Timor-Leste, Togo, Tuvalu, Uganda, the
United Republic of Tanzania, Vanuatu, Yemen and Zambia.

The list of the least developed countries is reviewed every three years by the Committee for
Development Policy, a group of independent experts that report to the Economic and Social Council
of the United Nations. Following a triennial review of the list, the Committee for Development Policy
may recommend, in its report to the Economic and Social Council, countries for addition to the list
or graduation from least developed country status. The following three criteria were used by the
Committee for Development Policy in the latest review of the list in March 2018:

A per capita income criterion, based on a three-year average estimate of the gross national income per
capita, with an upper threshold of $1,025 for identifying possible cases of addition to the list and a lower
threshold of $1,230 for possible cases of graduation;

A human assets criterion, involving a composite index (the human assets index) based on indicators of:
nutrition (percentage of undernourished population); child mortality (under-5, per 1,000 live births); maternal
mortality (per 100,000 live births); school enrolment (gross secondary school enrolment ratio); and literacy
(adult literacy ratio);

An economic vulnerability criterion, involving a composite index (the economic vulnerability index)
based on indicators of: smallness (logarithm of population); geographical exposure to shocks (index of
remoteness); human exposure to shocks (share of population living in low-lying coastal areas); economic
exposure to shocks (share of agriculture, forestry and fisheries in the gross domestic product; index of
merchandise export concentration); natural shocks (share of victims of natural disasters in the population;
index of instability of agricultural production); and trade-related shocks (index of instability of exports of
goods and services).

For all three criteria, different thresholds are used for identifying cases of addition to the list of the least developed
countries and cases of graduation from least developed country status. A country qualifies to be added to
the list if it meets the addition thresholds on all three criteria and does not have a population greater than
75 million. Qualification for addition to the list effectively leads to least developed country status only if the
Government of the relevant country accepts this status. A country normally qualifies for graduation from least
developed country status if it has met graduation thresholds under at least two of the three criteria in at least two
consecutive triennial reviews of the list. However, if the three-year average per capita gross national income of a
least developed country has risen to a level at least double the graduation threshold, and if this performance is
considered durable, the country will be deemed eligible for graduation regardless of its score under the other two
criteria. This rule is commonly referred to as the “income-only” graduation rule.

In 2017, the Committee for Development Policy decided to undertake a multi-year comprehensive review of
the criteria for identification of least developed countries, in accordance with a request Member States of the
United Nations had made during the Comprehensive High-level Midterm Review of the Implementation of the
Istanbul Programme of Action for the Least Developed Countries for the Decade 2011-2020, held in May 2016.
According to the Committee for Development Policy, “possible refinements resulting from the comprehensive
criteria review [will] become effective in 2021”.
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Botswana in December 1994, Gabo Verde in December 2007, Maldives in January 2011, Samoa in January
2014 and Equatorial Guinea in June 2017.

In a resolution adopted in December 2015, the General Assembly of the United Nations endorsed the 2012
recommendation of the Committee for Development Policy to graduate Vanuatu. In doing so, the General
Assembly took into consideration the setback for the country triggered by Tropical Cyclone Pam in March 2015.
The General Assembly decided, on an exceptional basis, to delay to December 2020 the graduation of Vanuatu
from least developed country status.

The 2015 recommendation of the Committee for Development Policy to graduate Angola was endorsed by the
General Assembly in February 2016 through a resolution which set February 2021 as the date of the country’s
graduation from least developed country status. This decision was an exceptional measure to take into account
the high vulnerability of the commodity-dependent Angolan economy to price fluctuations.

In a June 2018 resolution, the Economic and Social Council recalled the Committee’s 2012 recommendation to
graduate Tuvalu from least developed country status and deferred, to “no later than” 2021, the Economic and
Social Council’s consideration of the question of the country’s graduation. In the same resolution, the Council
also deferred its consideration of the graduation of Kiribati to “no later than” 2021, after the Committee for
Development Policy recommended reclassification of Kiribati, to graduate from least developed country status,
in its March 2018 review of the list of the least developed countries.

Also recommended for graduation in the 2018 review of the category were Bhutan, Sao Tome and Principe
and Solomon Islands. The General Assembly endorsed these three recommendations in December 2018. At
the same time, two least developed countries (Nepal and Timor-Leste) which the Committee for Development
Policy found technically eligible for graduation, in March 2018 and for the second time, were not recommended for
reclassification by the Committee after it accepted the plea made by these two States for deferred consideration
in 2021 of the question of graduation.

Lastly, in the 2018 review of the list of the least developed countries, three Asian countries were found pre-eligible
for graduation from least developed country status: Bangladesh, the Lao People’s Democratic Republic and
Myanmar. While the Lao pre-eligibility for reclassification is grounded in improved performance exceeding two
of the three graduation thresholds, as in most previous graduation cases (per capita income and human assets),
Bangladesh and Myanmar are the first historical cases of pre-qualification for graduation through heightened
performance under all three graduation criteria (per capita income, human assets and economic vulnerability).
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After a recommendation to graduate a least developed country has been endorsed by the Economic and Social
Council and the General Assembly of the United Nations, the graduating country benefits from a grace period
before graduation effectively takes place. This buffer period, during which the graduating State remains a least
developed country, retaining eligibility for full least developed country treatment, is referred to by the General
Assembly as the “preparatory period leading to graduation”. It is granted by the General Assembly to enable the
graduating least developed country and its development and trading partners to agree on a “smooth transition”
strategy, so that the anticipated loss of least developed country status does not disrupt the socioeconomic
progress of the country. A smooth transition measure generally implies extending to the graduated country, for a
number of years after graduation, a concession the country had been entitled to by virtue of its least developed
country status. Though the standard duration of the grace period was originally foreseen by the General Assembly
to be three years in length, nearly all graduating States, over the past 15 years, have negotiated and obtained a
grace period of greater length, of up to six years for some of them.

~
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Abbreviations

DAC

FDI

GDP

GNI

ISO

HIPC

Development Assistance Committee
foreign direct investment

gross domestic product

gross national income

International Organization for
Standardization

heavily indebted poor country

LDC

ODA

OECD

UNCTAD

least developed country
official development assistance

Organization for Economic Cooperation
and Development

United Nations Conference on Trade
and Development
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Foreword

A formidable challenge facing the least developed countries is their dependence on external development finance.
Their vulnerabilities imply higher investment needs to achieve the Sustainable Development Goals by 2030, but
weak productive capacities shackle their financing efforts and dampen their capacity for mobilizing market-based
sources of external development finance. As a result, levels of aid dependence in these countries remain among
the highest worldwide.

At a juncture when revitalizing international cooperation is as pressing as ever, The Least Developed Countries
Report 2019: The Present and Future of External Development Finance — Old Dependence, New Challenges
discusses the impact of the evolving development finance landscape on the world’s poorest countries. In spite
of all the talk about “leaving no one behind”, attempts to redress long-standing flaws in the international financial
architecture remain elusive, while the interests and needs of the least developed countries are poorly reflected in
deliberations of the international community. Amidst heightened uncertainty and a decelerating global economy;,
this inaction leaves these countries with inadequate access to long-term development finance. Instead, their debt
sustainability concerns loom large as external debt stocks and debt servicing surge, draining resources from
development spending.

With multilateralism under fire and aid budgets under strain, official development assistance flows to the least
developed countries have also slowed down considerably and remain far below the long-standing international
commitments reaffirmed in the 2030 Agenda for Sustainable Development. Only a minor share of this assistance is
channelled to economic infrastructures or productive sectors (15 and 8 per cent, respectively), and concessional
financing terms for most of these countries have worsened.

Meanwhile, an increased focus on mobilizing private sector-led development financing has not helped the least
developed countries to transition away from aid dependence. Amounts mobilized to date through incipient private
sector instruments remain limited, and the deficit of transparency and accountability in development finance has
widened. In addition, the blurring of concessional and non-concessional flows makes previously comprehensible
aspects of official development assistance opaqgue, while undermining key pillars of the development effectiveness
agenda: ownership, alignment, harmonization, managing for results and mutual accountability. This further
undermines these countries’ aptitude to concretely take responsibility for their own development plans.

Barely two years ahead of the Fifth United Nations Conference on the Least Developed Countries, The Least
Developed Countries Report 20719 makes a call to action for the international community to launch an “Aid
Effectiveness Agenda 2.0”, taking into account the realities of the evolving aid architecture.

It is my hope that the development policy community finds the proposals put forward in this report an invaluable
contribution to unpacking the needs and interests of the least developed countries in pursuit of a revitalized
Global Partnership for Sustainable Development that truly leaves no person, nor country, behind.

iy S g 6

Mukhisa Kituyi
Secretary-General of UNCTAD
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Table 3.1
Differences in use of definitions of blended finance

Own-account resources of multilateral
development banks and development Yes
finance institutions (not cofinanced)

Other official flows, when used by

entities with a development mandate Yes
Concessional ODA (donor or third-party Yes
concessional finance)
Philanthropic capital, when used by Yes
entities with a development mandate
Impact funds (investment below

Yes

market rate)
Source: UNCTAD calculations, based on Attridge et al., 2019.

and Poon, 2017; Heinrich-Fernandes, 2019; OECD
and United Nations Development Programme, 2019;
Pereira, 2017a; United Nations, 2019a).

Despite these challenges, blended finance has
become mainstream in development cooperation.
Trailblazers include the International Finance
Corporation, multilateral development banks and
international and bilateral development finance
institutions. Philanthropic organizations, particularly
private foundations, stil play a small role (Blue
Orchard, 2018; Convergence, 2018; Lee, 2017).

Figure 3.1
Private capital mobilized in the least developed countries
(Billions of dollars)

No

No
Yes
No

No

By 2018, 17 of the 23 members of OECD were
engaged in blending and 167 facilities to pool
finance for blending were launched in 2000-2016
(OECD, 2018g). In 2008-2017, the European Union
set up eight regional investment platforms, extending
blended finance to Africa, Asia, the Caribbean, Latin
America, the Pacific and other countries in Europe
(OECD, 2018h).

As shown in figure 3.1, the amount of capital mobilized
from the private sector and channelled to LDCs
reached $9.27 billion in 2012-2017 (OECD, 2019e;

1.9
1.7
1.4 ”
0.8
I I I
2012 2013 2014 2015 2016 2017

I Private capital mobilized

Source: UNCTAD calculations, based on OECD data.

Number of least developed countries



estimates of private sector engagement are valid
for 2019 and data for 2016-2017 is preliminary). LDCs
accounted for 6 per cent of the capital mobilized (8 per
cent of private capital, excluding regional allocations),
equivalent to only 5.8 per cent of the volume of ODA
disbursed to LDCs. This underlines the continued
need in LDCs for official development finance.

The distribution of privately mobilized capital flows in
LDCs is uneven and concentrated in a few countries.
The top three recipients accounted for nearly
30 per cent of all additional private finance and the
top 10 countries, almost 70 per cent. In 2012-2017,
among LDCs, the beneficiary country with the
greatest amount received was Angola, at $1 billion,
followed by Senegal, at $0.9 billion, and Myanmar,

Figure 3.2

CHAPTER 3: Private development cooperation: More bang for the buck?

at $0.9 billion (figure 3.2). According to a statistical
survey, in Angola, several guarantees granted by
the World Bank Group enabled additional private
investments amounting to more than $800 million.
By contrast, Myanmar and Senegal attracted many
smaller sized investments. Private capital participation
was registered in 42 out of 47 LDCs; the five LDCs
that did not benefit from mobilized private capital
were the Central African Republic, the Comoros,
Eritrea, Kiribati and Tuvalu. A previous survey on
blended finance in 2012-2015 reported the absence
of such operations in 13 out of 48 LDCs (OECD and
United Nations Capital Development Fund, 2018).
The increase in the number of LDCs benefiting from
blended finance operations is explained by enhanced

Distribution of privately mobilized capital among top 20 beneficiary countries, 2012-2017

(Billions of dollars)

Angola
Senegal
Myanmar
Bangladesh
Zambia
Cambodia
Mozambique

Democratic Republic of the Congo

1.084

0.895

0.872

0.794

0.733

0.503

0.453

0.418

Guinea

Ethiopia

United Republic of Tanzania
Madagascar

Uganda

Mali

Lao People’s Democratic Republic
Togo

Nepal

Rwanda

Mauritania

Afghanistan

Source: UNCTAD calculations, based on OECD data.

0.362

0.331

0.322

0.298

0.257

0.224

0.215

0.186

0.168

0.150

0.139

0.127
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Figure 3.3

Distribution of mobilized private capital by bilateral donors, 2012-2017

(Billions of dollars)

United States

France

United Kingdom

Netherlands

Norway

Sweden

Denmark

Finland

Portugal

Republic of Korea

Canada
Belgium
Germany
Austria
Ireland 0.002
Luxembourg 0
Czechia 0
Switzerland 0
Slovakia 0

Source: UNCTAD calculations, based on OECD data.

private capital engagement and the wider coverage
of statistical monitoring.

Only 33-36 countries engaged additional private
capital infows each year and, year on vyear
in 2012-2017, only 26 LDCs unlocked additional
private finance. In addition, 25-30 per cent of LDCs
do not attract additional private capital on an annual
basis. This underlines the instability of such flows in

1.645

nearly half of receiving LDCs. The data suggests that
private sector engagement and blending is unlikely to
compensate for the structural difficulties faced by many
LDCs in attracting private capital, in particular small
island developing States and landlocked developing
countries. It therefore seems unrealistic to expect the
private sector to be the main source of development
finance in LDCs. Crucially, the 2030 Agenda does not



Figure 3.4
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Distribution of mobilized private capital in the least developed countries by instrument, 2012-2017

(Billions of dollars)
2

15

I
1
I
05
0 T .

2012 2013 2014

Direct investment in companies and special purpose vehicles

Syndicated loans
M Guarantees
Source: UNCTAD calculations, based on OECD data.

envisage a single instrument or modality to address
all development problems.

With regard to blended finance, in 2012-2017,
sub-Saharan Africa received the highest volume
of mobilized capital, at 70 per cent ($6.5 billion),
compared with 2 per cent ($2 billion) in Central and
South Asia and $0.7 billion (7.8 per cent) in Far East
Asia; Middle East, Central and North America and
Oceania together accounted for less than 1 per cent.®
In 2012-2017, multilateral organizations provided the
largest share, at 52 per cent, of additional private capital
to LDCs. To date, guarantees remain the instrument
most requested by investors in LDCs. The Multilateral
Investment Guarantee Agency, which accounts for 30
per cent of all additional private capital investments
in LDCs, unlocked $2.8 billion of additional private
capital; the International Finance Corporation
unlocked $0.5 billion; and the Private Infrastructure
Development Group unlocked $0.4 billion. Bilateral

8 Regional designations reflect the categories in the OECD
data.

2015 2016 2017

M Simple cofinancing
I Shares in collective investment vehicles
M Credit lines

donors unlocked 46.9 per cent of additional private
investments, with the main contributors being the
United States of America, at $1.6 billion, France, at
$1 billion, followed by the United Kingdom of Great
Britain and Northern Ireland (figure 3.3).

In 2017, 28.5 per cent of mobilized private capital
originated from an OECD member country or another
high-income country, other than an official donor
or provider country. The high share of this group of
countriesis explained by the greater average number of
operations. The second largest source was domestic
private sectors from beneficiary countries, which
invested 23.3 per cent of all mobilized private capital.
Provider country private investors accounted for 16
per cent of private sector operations. Cooperation
between official donors and private businesses from
provider countries financed more than 400 projects,
most of which were through simple cofinancing
arrangements. In 2012-2017, with regard to leverage
mechanisms, guarantees helped to mobilize $5.9
billion of private capital to LDCs (figures 3.4 and 3.5).
In the same period, the share of guarantees not
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Figure 3.5

Share of selected private sector instruments in the least
developed countries, 2012-2017

(Percentage)

Collective investment vehicles

= Simple cofinancing

= Credit lines

= Syndicated loans

mDirect investment in companies and special purpose vehicles
Guarantees

Source: UNCTAD calculations, based on OECD data.

accompanied by official flows among all instruments
in LDCs reached 63 per cent; 21 percentage points
more than its share for all countries. This casts doubt
on the justifications for blended finance.

The sectoral distribution of mobilized private capital
shows a concentration in revenue-generating
sectors in LDCs (OECD and United Nations Capital
Development Fund, 2018; figure 3.6). Energy,
banking and financial services and industry, mining
and construction attracted $5.6 billion (60 per cent).
This is of concern, not because these are not sectors
with a strong development impact and likely to help
achieve structural transformation, but because there
may be less reason to believe that these sectors
would not have been served by commercial finance or
conventional public—private partnerships, which tend
to target sectors aligned with development plans,
implying a certain degree of recipient State leadership
in contracting the private sector, compared with the
propensity of donor or private sector leadership,
which may be inferred by donors’ private sector
engagement and the implementation of private
sector instruments. The institutions and regulations
currently in place in many LDCs to accommodate

the leveraging of private capital towards national
development priorities are in the context of
public-private  partnerships (UNCTAD, 2016c).
Public and private actors in LDCs have questioned
the adequacy of existing frameworks in effectively
facilitating blended operations (Bhattacharya and
Khan, 2019). The historically high level of use of
credit guarantees in LDCs is explained by the fact
that they are the instrument of choice when a project
or company can generate enough revenue, to which
the guarantee can be attached, in order to service
a loan. For example, regulated tariffs and long-term
concessions often ensure cash flow stability for water
or electricity-related infrastructure projects (OECD and
United Nations Capital Development Fund, 2018).

A more detailed analysis of the purpose of mobilized
private sector investments shows that the greatest
share of investments goes to formal sector financial
intermediaries and telecommunications, areas that
are high-growth revenue generators (figure 3.7).

The volume of mobilized private sector flows
is correlated with the size of the recipient
economy (figure 3.8). The association is statistically
significant* and is evidence that the hypothesis that
large LDC economies could absorb or attract more
investment may be valid.

¢. Additional insights on guiding frameworks for
operationalizing private sector engagement

Multilateral and regional development finance
institutions are also pursuing increased collaboration
with the private sector. Notably, in 2018, the World
Bank Group, the greatest multilateral lender,
instituted its maximizing finance for development, or
cascade, approach (Engen and Prizzon, 2018). This
approach specifies recourse first to private sector
financing solutions for development finance needs
in developing countries. The use of public funding
is allowable only after policy and regulatory reform
or after the implementation of World Bank Group
risk mitigation instruments have been assessed
as likely insufficient to unlock private solutions
(World Bank, 2016; World Bank, 2018).° In instituting
this approach, the World Bank Group follows the
reasoning that the private sector should play a
substantially greater role in development and that the
public sector should act only when private solutions
are not available (World Bank, 2018). As part of its

4 Due to the concentration of private capital in a few
countries with a high level of GNI, these countries appear
as outliers and, also given the number of countries that
do not receive any private capital investment, the best fit
regression line may appear misleading.

5 See https://www.miga.org/products.
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Distribution of mobilized private capital in the least developed countries by sector, 2012-2017

(Billions of dollars)

Energy

Banking and financial services

Industry, mining and construction

Communications

Agriculture, forestry and fishing

Water supply and sanitation

Transport and storage 0.372

Government and civil society - 0.206
Other multisectoral - 0.167
Tourism -. 0.094
Trade policies and regulations -. 0.063
Education . 0.059
Business and other services -l 0.052

Health ] 0.043

Other P 0.064

Source: UNCTAD calculations, based on OECD data.

2.164

1.799

1.634

1.167

0.694

0.688

Note:  “Other multisectoral” denotes private capital that cannot be assigned to individual statistical categories; “other” denotes the sum of sectors not noted

separately due to low levels of investment.

efforts to help implement the 2030 Agenda, the
World Bank (2019) is developing a new strategy for
fragile and conflict-affected States, to be completed
in 2020, intended to help systematize its approach in
complex situations that demand an increasing share
of its resources.

The maximizing finance for development approach
harks back to the era of structural adjustment

and its associated aid conditionalities. It appears
to ignore the lessons from that era and deem that
private interests are always aligned with human
welfare and sustainable development in developing
countries. By seeking to shape domestic policies
and decision-making processes in the interest of
private investment, it suborns LDC ownership of
development policy. The 2030 Agenda emphasizes
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Figure 3.7

Purpose of allocations of mobilized private capital in the least developed countries, 2012-2017

(Billions of dollars)

Format o rancl inrmeiares | ' 0

Telecommunications

Natural gas-fired electric power plants

River basin development

Small and medium-sized enterprise

deveiopment  INEEEEE 605

Informal or semi-formal financial
intermediaries

Hydroelectric power plants

Qil and gas

Solar energy

Non-ferrous metals _ 233

Public sector policy and administrative
management - 202

Energy generation, renewable sources
(multiple technologies)

Air transport ([l 166
Food crop production - 165

Multisectoral aid F 161

Source: UNCTAD calculations, based on OECD data.

Note:  Multisectoral aid denotes aid that that cannot be assigned to individual statistical categories.

the need for Governments to exercise discretion
in line with national contexts and interests in such
matters, and similar sentiments are echoed by
others (African Development Bank, 2013; Bretton
Woods Project, 2019; European Union, 2018). The
maximizing finance approach limits the options for
LDCs to address development challenges in a tailored
manner in context-specific development settings.

The United Nations (2019e) slates what it calls an
entirely one-sided solution to development financing.
It is important to recall that the World Bank Group
aims to assist policymakers in developing countries
to design and implement policies to address
development challenges and the growing list of global
challenges. In this role, the World Bank Group has
considerable influence on developing country policy
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Figure 3.8
Distribution of mobilized private capital in the least developed countries by gross national income
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choices through its research, surveillance reports and
lending programme buttressed by conditionalities
(Bretton Woods Project, 2019; Brunswijck, 2019). It
is also distinguished by its shareholding structure,
controlled largely by a small group of countries with
the greatest voting power, in comparison with other
multilateral development banks.® This is a source
of discontent among developing countries and
civil society (Bretton Woods Project, 2019; Engen
and Prizzon, 2018; Financial Times, 2012; Prizzon
et al., 2017; Wolf, 2019).

Donors increasingly aspire to a key role in policy
and political dialogue with recipients in support of
regulatory, policy and governance-related reforms
in the context of private sector engagement. One
concern is that the Goals should not serve as a
vehicle for imposing explicit or implicit conditionalities
that could impinge on the right to development of
LDCs and sovereignty in charting their own paths

8 As the largest shareholder, the United States retains
veto power (see https://www.worldbank.org/en/country/
unitedstates/overview,  https://finances.worldbank.org/
Shareholder-Equity/Top-8-countries-voting-power/
udm3-vzz9 and https://www.worldbank.org/en/about/
leadership/votingpowers/).

Fitted values

to development. Nor should the pursuit of the Goals
limit the ability of LDC Governments to ensure that
reforms, if necessary, are undertaken at a pace and
degree that produces long-term sustainable gains.
For example, in contrast to developed countries,
LDCs are typically constrained in their ability to
withstand pressure to liberalize sensitive areas such
as public procurement or to take timely measures to
protect strategic sectors (Gehrke, 2019).

2. Development finance and assistance:
Evolution or revolution?

Private sector agency in development policy and
practice predates the 2030 Agenda. The Addis
Ababa Action Agenda is often credited with valorizing
the private sector as a development actor, yet it
was built on the same foundational premises as its
predecessor, the Monterrey Consensus. The latter
resulted in an international commitment to generate
an additional $50 billion for development assistance
linked to the Millennium Development Goals, to be
attained by 2015. Blended finance was already in
ascendancy by 2008, as a result of the global financial
crisis of 2008/09 and the abrupt lack of liquidity for
many private investors (Blue Orchard, 2018).
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Figure 3.9

Evolution of the role of the private sector in development
assistance
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Source: UNCTAD.

Assigning the private sector with a formal role in
development cooperation represents a revolution in
the definition and measurement of ODA but more
of an evolution in private sector involvement. For
example, business involvement in humanitarian
emergency preparedness, response and recovery is
well documented and has attracted acclaim (United
Nations Office for the Coordination of Humanitarian
Affairs, 2017). Likewise, a range of actors, including
donors and their entities with market-oriented
operations, multilateral  development  banks,
commercialbanksand privateinvestorshave previously
provided private sector instruments at market terms
with a commercial motive (Bandura, 2017). DAC
members are already using their development finance
institutions to engage in practices characterized as
blended finance and catalytic aid.”

The status of the private sector in development
has undergone a recurrent pattern of decline and
regrowth in line with the evolution of the dominant
development policy doctrine (figure 3.9). The most
recent reconfiguration of the cast of actors on the
development assistance stage can be viewed as
a further iteration in this pattern. The idea of global
public goods under the Goals has reinvigorated the

7 Catalytic aid is aid that speeds up change processes in
others, including through crowding in additional national
efforts or commercial domestic and foreign private
sector investment. Humanitarian aid, that is, involving
programmes designed to improve living standards
by providing key services, such as increased primary
education or vaccinations, generally does not fit in this
framework. Catalytic aid has a long-standing association
with growth-enhancing or transformative change and, in
this regard, graduation from aid (Rogerson, 2011).

stance that publicly subsidized private sector-led
economic growth is the key engine of development
(Mawdsley, 2017). It evokes many elements of the
modernization theories of the 1950s and 1960s,
including the focus on energy and transport
infrastructure, agro-industrial productivity and an
optimistic sense of forward momentum. Important
differences with earlier eras include the different
articulation of power between States, firms and
markets in the neoliberal era, the prominence
of financial firms and interests rather than more
conventional profit-seeking enterprises and the
complexity of the actors involved (Mawdsley, 2017).

Figure 3.9 is a simplified mapping of the ebb and flow
of the popularity of the private sector in development
assistance. Prior to the late 1960s and 1970s,
development and aid policies were informed by
the need to industrialize and for the differentiated
treatment of structurally dissimilar economies. The
political economy of aid was largely informed by the
cold war, the escalation of which led to the founding
of DAC. The role of the State and its leadership in
development remained largely unchallenged by
aid policies through to the mid-1980s, despite a
qualitative shift in emphasis from productive to social
programmes following the development of the basic
needs approach to welfare economics, as discussed
later in this section. Changes to aid policy in favour of a
more active role for the private sector in development
assistance, mainly as a partner to aid-recipient
Governments, came with the liberalization agenda
and the aid conditionalities associated with the era of
World Bank Group-sponsored structural adjustment
programmes in the late 1980s and early 1990s. In
this period, non-governmental organizations and
public—private partnerships were ascendant and DAC
members were the dominant source of development
finance. By the mid-1990s, the perceived failure of
imposed structural adjustment programmes, issues
related to local ownership and aid effectiveness and
concerns about the negative aspects of public—private
partnerships led to waning enthusiasm for private
sector-led development and the partial re-instatement
of the leadership role of the State. This period also saw
providers of South—-South cooperation begin to play a
greater role in development finance (Edwards, 2014;
Fukuda-Parr, 2012; Gomes and Esteves, 2018;
Gunatilake etal., 2015; Hulme, 2013; Mawdsley, 2014;
Mawdsley, 2017; Vaes and Huyse, 2015).

Throughout this evolution and to date, the role of
the State in developing countries has continued
to be contested (Rodrik, 2013). The Sustainable
Development Goals reflect a compromise between
competing conceptions of the State, as a provider or



simply a facilitator of the private sector, yet subsequent
developments have seen a significant emphasis on
public—private partnerships, including unilateral action
by the private sector (United Nations, 2018d).

a. Strategic interests reshape aid allocation decisions
and partnerships

ODA does not operate in a vacuum. Financing
strategies have impacts that extend to the political
dimension. The context in response to which and
within which the changes to the aid architecture have
arisen is thus difficult to ignore. Global solidarity with
regard to the Goals is based on the concept of shared
value, yet the relationship between value and strategic
interests is not free of tensions. It is generally accepted
that national interests are a permanent feature of
development cooperation. At the conference in 1944
that led to the creation of the International Monetary
Fund and the International Bank for Reconstruction
and Development, Henry Morgenthau stated that the
most effective way to protect national interests was
through international cooperation. The debate on the
place of national interest in development cooperation
continues today (Gulrajani, 2017; Wolf, 2019).

Nationalist populist sentiment in many countries
advocates for the greater use of aid to serve
strategic national and short-term interests. Leading
issues include security and migration, geographic
focus and the amount of aid that should go to
more advanced developing countries (Di Ciommo
et al.,, 2019; German Development Institute, 2018;
Rudolph, 2017). Security interests are a prominent
explanatory factor of the focus of DAC aid policy in
the post-2000 period (Crawford and Kacarska, 2019).
Growing trends include the formal oversight of foreign
policy, whereby donor countries increasingly opt to
establish development assistance departments
within their ministries of foreign affairs; and security
concerns in international development strategies
and humanitarian practices, such as concerns
related to terrorism and migration (Bartenev and
Glazunova, 2013; de Felice, 2015; Mawdsley, 2017).
For example, the United States administration is
seeking to restrict funding to countries that are
considered as not doing enough to combat human
trafficking, including LDCs (Devex, 2019a).

Since the events of 11 September 2001, weak
States have been viewed as potential sources of
transnational threats (Coggins, 2015; Freedman, 2006;
OECD, 2016c¢c; Patrick, 2011). One consequence
of this is a renewed focus on the category of fragile
and conflict-affected States, now repositioned as
a critical frontier in the implementation of the 2030
Agenda. Estimates show that, without action, more
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Managing donor self-interest is a
foreseeable challenge for LDCs

than 80 per cent of the world’s poorest will be living in
fragile contexts by 2030 (OECD, 2018i). Consequently,
there is a debate among donors on whether aid should
go to the poorest countries or should follow the poor.
The latter argument favours an increasing focus on
non-LDC developing countries. It is important to note
that there is no universal definition of state fragility.
The category is elastic, with no fixed list of fragile
States. Donors maintain their own individual lists of
such States. For example, the internal approach of
the International Monetary Fund labels about 45 per
cent of low-income members as fragile (International
Monetary Fund, 2018). In 2019, the harmonized list of
countries in fragile situations of the World Bank Group
included 51 per cent of LDCs. However, the various
classifications encompass middle-income countries,
and the implications for LDCs as a group may not be
neutral. Among the concerns raised are scarce aid
resources being diverted from development priorities in
recipient countries and recipients being pushed to alter
national policies in line with donor security concerns.

Managing donor self-interest is a foreseeable
challenge in LDCs because aid-based private sector
instruments can incorporate strategies that promote
donors’ own private sectors. For example, research
suggests that the impact of the European Union
on reform agenda-setting in developing countries
is stronger than that of any single bilateral donor
(Bodenstein et al., 2017). Evidence that aid recipients
have had a voice or role in the redesign of the aid
architecture is lacking. A systematic mapping of what
should be the role of the private sector and what
should be the role of the public sector has not been
agreed with aid recipients.

The total official support for sustainable development
database has been proposed by OECD to
complement existing statistical monitoring of ODA
by providing information on additional resources
above and beyond ODA, including several other
types of flows such as private investment and
export credits. The development of the database
involved an open and inclusive process, whereby a
dedicated task force was established to elaborate
the statistical features of the database and prepare
a first set of reporting instructions.® Four LDCs are

8 See  oecd.org/dac/financing-sustainable-development/
development-finance-standards/tossd-task-force.htm.
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Avoiding relegation to a bystander role
will be key for LDC Governments

represented on the task force. Bearing in mind that
transparency is not a goal for its own sake but as a
means to an end, disclosure of actions donors have
taken is not necessarily transformational if recipient
States are constrained in their ability to have a say in
what should be done, evaluate what has been done
and pronounce whether it should have been done.
LDC Governments are set to be a third party in the
DAC private sector engagement process. How far
the lack of recipient State agency in private sector
engagement can be compensated for by the new
database is an open question.

Development practitioners continue to debate
on how to enlist the support of the private sector
without substituting for the State and undermining
its critical role and responsibility in the provision
of basic services to citizens. This area of policy
represents an additional point of divergence among
DAC members, with several countries having funded
commercial actors in roles traditionally expected
to be carried out by the public sector. To date,
clarity in this area has been confined to decisions
about commercial private schools, whereby the
European Parliament instituted a ban on European
Union development aid funding to such entities in
2018, amid concerns that the fast-paced growth
of private actors in education could undermine
decades of progress in public education. The ban
excludes small-scale non-profit private schools
such as faith-based, non-governmental organization
and community schools, although the role of
these actors is not uncontested (Karam, 2019;
Ulleberg, 2009).° In June 2019, members of the
multi-donor  Global Partnership for Education,
the largest global education fund, at $2.3 billion,
agreed to prohibit funds from being used to
support commercial education actors unless under
exceptional circumstances (Global Partnership for
Education, 2019). Commercial schools have been
defined as schools with an objective to develop
commercial activities out of education services
including, among others, product testers, data

¢ Significant political and cultural differences are also noted
with regard to philanthropy. With regard to charitable
donations, in the United States, 60 per cent are made to
religious organizations and 2 per cent to international aid;
in the United Kingdom, the figures are 8 and 14 per cent,
respectively (Moran and Stone, 2016).

advice companies and education publishers. While
the problem is not confined to developing countries,
these countries have a lower capacity to detect and
legislate against inimical practices (Dempsey, 2017;
Raine, 2007). The Special Rapporteur on the right to
education has noted that the persistent underfunding
of public education and the rapid and unregulated
growth in the involvement of private, in particular
commercial, actors in education, threaten the
implementation of the right to education for all and
the achievement of Goal 4 (United Nations, 2019e).

As development action linked to aid is increasingly
outsourced to the private sector, a key challenge for
democratically elected LDC Governments will be to
avoid relegation to a bystander role. The quality of
the multiparty partnerships that LDC Governments
will be able to broker with the private sector and
other stakeholders is a key area of concern. LDC
Governments are typically constrained in their abilities
to fulfil their key roles. Constraints in aid absorption
are often cited as an inhibitor to donor engagement.
However, recent case studies present a more
nuanced picture (Guillaumont and Wagner, 2014;
Haider, 2018) and raise the question of whether an
effort to address the problem rather than to accept
it as a standard could better entrench sustainable
development in the long term.

DAC donors are not homogenous in their approaches
to political conditionality in development assistance,
and the extent to which their development assistance
policies internalize political conditionality is often
shaped by domestic conditions. The evidence
suggests that it remains a significant policy tool and
its nature and agenda has evolved beyond foreign
aid to encompass areas such as security, trade and
other policy fields (Bartenev and Glazunova, 2013;
Crawford and Kacarska, 2019; de Felice, 2015; de
Felice, 2016; Koch, 2015; Molenaers et al., 2015).

The roles of the private sector, donors, philanthropists
and civil society have become blurred.'® Increased
interdependence and new means of collaboration are
the norm (Byiers et al., 2016). Such actors seek to
leverage government resources and affect government
policy. Large philanthropic organizations increasingly
have the power to shape national policy and global
development aid policy, sometimes using aggressive
corporate strategies to lobby for their interests

10 Civil society is not homogenous, nor does it represent a
single set of interests, being neither exempt from political
nor power dynamics that shape its activities and scope of
work. Dependence on aid often ties civil society actors to
the agendas of official donors. Paragraph 20 of the Accra
Agenda for Action states that civil society organizations are
development actors in their own right.



(Moran and Stone, 2016). The consequences of this
development are not unequivocally positive (Global
Justice Now, 2016; Hay and Muller, 2014; Project
Syndicate, 2019a). Not all philanthropic flows are
reported, and private flows are not reported. Greater
transparency is needed among these development
cooperation actors.

Compared with the private sector, non-governmental
organizations, including others in the broader category
of civil society organizations, have long been regarded
as commanding moral and ethical agency, but their
role and work is not accepted uncritically (Elbers
and Schulpen, 2015; Faraz et al., 2018; Gourevitch
et al.,, 2011; Hay and Muller, 2014; Ulleberg, 2009;
Werker and Ahmed, 2008). Under the new ODA
architecture, non-governmental organizations, in
particular international ones, are embattled on two
fronts, namely, the decisive shift towards the for-profit
sector and the rise of donor localization initiatives that
bypass non-governmental organizations by directly
funding local civil society. However, localization poses
a lesser threat to international non-governmental
organizations that have the option of establishing
local offices (Devex, 2019b).

A fourth sector has been predicted that encompasses
coalitions that blend the best aspects of the private
and public sectors with civil society, to better address
development challenges and maximize impacts
(Bulloch and James, 2014). However, increased
interdependence masks an unequal balance of power
and influence between partners, such that weaker
partners are brought under the sphere of influence
and network of advocacy of more powerful partners.
This risk is also current among donor localization
strategies.

Another group of actors gaining prominence are
developing countries acting within  South-South
cooperation frameworks. South-South cooperation
advances mutual interests rather than moral
obligations, as its core motivation is to achieve
sustainable development. It therefore eschews
the terminology of development assistance, aid
and donors conventionally associated with DAC
members, and adopts the concepts of development
cooperation and development partnerships. In 2017,
84 per cent of countries providing South-South
cooperation reported exchanging information on
science, technology and innovation (United Nations,
Economic and Social Council, 2018).

Donors are increasingly concerned by the developing
country status of more advanced developing
countries, generally with regard to the following three
main issues: concern that the balance of power in
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South-South cooperation involves the
exchange of information on science,
technology and innovation

South-South cooperation is tipped towards publicly
owned or subsidized companies from more advanced
developing countries, and the related perception
that they crowd out other external investment; the
perception of the levels of indebtedness associated
with  South-South cooperation; and a perceived
erosion of the rules-based world order, including
apprehensions related to upholding Western
democratic and human rights in developing countries
through possible demonstration effects (Blockmans
and Hu, 2019; see section C.2). There appears to be a
concerted drive to bring South—-South cooperation into
conformity with DAC traditions, which, absent other
standards and given that DAC donors dominate global
aid spending and norm-setting, may be perceived
as epitomizing international best practices (Gu and
Kitano, 2018). The perception that South-South
cooperation could decrease the bargaining power of
traditional donors is receiving attention and is linked
to a related perception that the distribution of global
power is gradually shifting towards Asia (Gomes and
Esteves, 2018; Gu and Kitano, 2018; Jones and
Taussig, 2019; Swedlund, 2017). Analysis has shown
that, by 2020, economies in Asia will be larger than
the economies of the rest of the world combined
(Financial Times, 2019a). Similar outlooks are
expressed by the European Commission and High
Representative of the Union for Foreign Affairs and
Security Policy (2019) and implied by the passage
of the Better Utilization of Investments Leading to
Development Act in the United States (Financial
Times, 2018).

South-South cooperation does not discount the
presence of strategic national interests (Cervo, 2010;
Mawdsley, 2017). Partners in such cooperation also
opt for foreign policy oversight of their South-South
cooperation engagement, and major partners are not
homogenous in their approaches to development
cooperation (Andreff, 2016; Gu, 2009)."" The
evidence suggests that from the point of view
of developing countries, their engagement with

" Major partners are those South-South cooperation
actors prominent mainly in terms of widest global reach
beyond their home regions. South-South cooperation
at the intraregional level encompasses many developing
countries, strategies, contexts and levels of State
involvement in outward investment.
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There are divergent perspectives on the
question of what development is

South-South cooperation and the DAC world order
is unlikely to pose a contradiction and probably
reflects pragmatism.’? Some research shows, for
example, that when China plays a role in development
cooperation in countries in Africa, the World Bank
attaches fewer conditions to its loans in those
countries and, in contrast, the World Bank generally
strengthens conditionality when DAC donors provide
aid (Haider, 2018; Hernandez, 2017).

b. What is development?

Many of the tensions between development actors
centre on divergent perspectives on the question
of what development is. Rather than prescribing a
single path for development, development theory has
evolved through several conventional wisdoms and
remains a collection of theories about how desirable
change in society is best achieved. Two main divisions
stand out: structuralist theory-inspired approaches
tend to emphasize structural transformation and
industrialization; and basic needs approaches are
premised on achieving that which is required for poor
population groups to rise above the poverty line. The
elimination of absolute poverty is viewed as the primary
way that the previously disadvantaged can assume
their place in society as dignified and economically
active members that consume and save. Compared
with structuralist theory, the basic needs approach
centres on individual well-being and prioritizes
social investments over economically productive
activities, including economic infrastructure. It
emphasizes individual agency, while the structuralist
approach tends to advocate for a more active role
for the State as a necessary condition to overcoming
structural impediments to development in developing
countries. These theoretical discourses have
generated varied conceptualizations of development
that have influenced aid and development policy. In
general, South-South cooperation tends towards
the structuralist approach and DAC-sponsored aid
assistance aligns with the basic needs approach.

2 See, for example, https://macauhub.com.mo/feature/
china-leads-by-example-in-the-cooperation-with-angola/,
https://www.theeastafrican.co.ke/news/ea/Rwanda-Paul-
Kagame-endorses-Chinese-investment-Africa/4552908-
4742800-5brualz/index.html and https://www.bloomberg.
com/news/articles/2018-10-08/ghana-agreeing-china-
deals-with-eyes-open-says-president.

Among the challenges that policymakers and
development practitioners face in applying these
approaches is that there is no single universally
accepted definition of basic needs. As a concept
that is essentially country-specific and dynamic,
it is difficult to pin down what a development effort
aimed at meeting basic needs should comprise. Nor
is there a uniform vocabulary to describe its various
elements (Hulme, 2013; OECD, 2006; Overseas
Development Institute, 1978). A value judgement
on the part of the adopter of the basic needs
approach is therefore intrinsically implied. Similarly,
rising levels of inequality sooner or later constrain a
structuralist approach. The practical failures revealed
in the pursuit of both approaches have contributed
to the seesaw of development policy application,
and continued experimentation and underline the
selectivity in the translation from theory to practice
(Fukuda-Parr, 2012; Pieterse, 1998).

Conceptually, the Goals straddle the two main divisions
of development theory and seek to achieve greater
sustainability while also addressing environmental
concerns. The 2030 Agenda emphasizes the
interrelatedness of the Goals. The Goals may be
considered as respecting the principle that igniting
economic growth and sustaining it are somewhat
different, albeit complementary, enterprises (Cagé 2009).
Therefore, they simultaneously address employment
creation (a recognized path for poverty alleviation and
inclusion) and productivity change (a fundamental
aspect of structural transformation), which are among
the major challenges faced by developing countries.

This plays out in practice in the relationship between
South-South cooperation and traditional development
assistance, which are proving complementary rather
than dichotomous in their contribution to development
impacts (United Nations, 2018d). For example,
triangular cooperation has led to joint actions with the
North (figure 3.10). Moreover, as China expands its Belt
and Road initiative to Africa, companies from the United
States are among the beneficiaries of contracts linked
to the initiative, as the technical advantages of some
of these companies foster increased collaboration
with companies from China on infrastructure projects
in Africa (Haider, 2018; Sun, 2019). There is also
evidence of cross-fertilization between South-South
cooperation and traditional donors. For example,
in 2009, DAC established a study group with
China aimed at promoting knowledge-sharing and
exchanging experiences.’® Several DAC members
have gone on to establish bilateral programmes on

8 See https://www.oecd.org/dac/dac-global-relations/china-
dac-study-group.htm.
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Linking South—South and North-South cooperation for the Sustainable Development Goals
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triangular development cooperation with a view
to strengthening their development assistance
interventions in developing countries (Haider, 2018).
The Food and Agriculture Organization of the United
Nations, for example, has over 40 years of experience
as a leading promotor and facilitator of South-South
and triangular cooperation in agriculture, food security
and nutrition, and insights from this experience show
that a high level of national ownership can be achieved,
that limited technical supervision is required by the
Organization, that unit costs can be substantially
lower than in conventional North-South technical
assistance, that sustainable cost-sharing between
South—-South cooperation partners is achievable and
that South—-South cooperation technicians are often
well-seasoned practitioners in their own countries and
can be immersed in rural communities to promote
innovation (Food and Agriculture Organization of the
United Nations, 2019).

Pro-poor and pro-growth approaches are mutually
reinforcing and should go hand-in-hand (OECD, 2006).
Goal 17 on a strengthened global partnership to
support and achieve the 2030 Agenda encompasses
both. The Global Partnership for Effective Development
Cooperation is a multi-stakeholder platform for
advancing the effectiveness of development efforts by
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all actors and monitors the smaller subset of technical
cooperation between developing countries, triangular
cooperation and ODA. It is the successor to the Busan
Partnership for Effective Development Cooperation
endorsed by 161 economies and heads of multilateral
and bilateral institutions and representatives of civil
society and public, private, parliamentary, local and
regional stakeholders.

C. Development finance institutions
assume centre stage

1. Purpose, history and performance

Bilateral development finance institutions are
specialized development banks that generally form
part of the overall financial and industrial policy
set up of a State.™ Such institutions operating as

4 Reference to development finance institutions in this chapter
denotes bilateral development finance institutions, unless
otherwise stated. There are also multilateral and regional
development banks with a similar international mandate,
whose private sector arms, such as the International Finance
Corporation, are part of the family of development finance
institutions; bilateral development finance institutions are the
focus of this chapter. See Mayer Brown (2013) for insights
on opportunities for commercial lenders.
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Development finance institutions are
structured to be profit-driven

State-owned risk capital investment funds have
sometimes been characterized as the third pillar of
international development cooperation alongside
donors and multilateral development banks (European
Development Finance Institutions, 2016). Unlike
blending undertaken directly by donors, which has an
interface with recipient Governments, development
finance institutions interact with business, either
directly or through investment funds.

Development finance institutions are structured to be
profit driven and can often reap first-mover advantages
in markets with strong growth potential. For
example, profits retained by European development
finance institutions outstripped replenishments from
Governments in 2005-2015 (European Development
Finance Institutions, 2016). Development finance
institutions also avail themselves of hub-based
corporate structures and offshore financial centres
associated with financial and tax-related optimization.
It is not uncommon for the investments of such
institutions to be channelled through secretive
jurisdictions, raising concerns about transparency
(European Commission, 2018; Jespersen and
Curtis, 2016; Trade Union Development Cooperation
Network, 2016). It is acknowledged that the impact
of such polices is not always neutral on developing
country taxation rights (box 3.3), but it has also been
argued that limiting this practice could constrain the
number of investments that development finance
institutions could make in developing countries
(Carter, 2017b; UNCTAD, 2015c). Although there
is speculation that this practice could be on the
decling, initiatives to clamp down on it suggest
that the risks continue to warrant concerted action
(Capria, 2019; European Commission, 2018). As
noted by UNCTAD (2014e), tax havens are an integral
part of modern business practices, which can
entail “creative compliance” with national legislation
and international standards. A global initiative to
implement a new Standard for Automatic Exchange
of Financial Account Information in Tax Matters has
been launched, but a global level playing field will be
slow to emerge. The necessity of securing a large
number of bilateral exchange agreements, along
with implementation that is costly and heavily reliant
on administrative capacity and discretion, constrains
the participation of most developing countries,
and the benefits could be uncertain (Akhtar, 2018;

Musselli and Burgi Bonanomi, 2018; Ring, 2017;
UNCTAD, 2016¢).

Most development finance institutions have a focused
strategy in specific sectors and geographical areas.
Investees may be restricted to national companies
or, for example, countries in Europe in the case of
institutions in the European Union. The aims of
development finance institutions are susceptible to
periodic revisions in line with the strategic orientations
of successive national Governments and other
developments in the national political economy. In
the European context, aims can be closely aligned
with domestic private sector internationalization; for
example, Proparco has a stated objective to prioritize
companies in France. References to the private
sector can therefore be ambiguous; determining
whether development finance institutions prioritize
domestic (donors’) private sectors may require a
case-by-case examination of the actual investments
of such institutions, complicated by the absence of
reporting on investee ownership data. Development
finance institutions continuously evolve and review
their areas of comparative advantage in order to
remain relevant, effective and strategic. Assets
managed by such institutions have more than doubled
since 2012, recording an increase of 57 per cent over
the period up to 2017 (Devex, 2019c). Generally,
sectoral coverage is influenced by the perceived
areas of expertise and comparative advantage of
development finance institutions. The analysis of
sectoral preferences is complicated by the fact that
such institutions do not use standardized definitions
for sectors and that the use of the same terms may
not guarantee consistency; as a result, the coverage
of the analysis may be misleading.

2. Development finance institution portfolios
in the least developed countries

a. Overview

Development finance institutions are expected to
be the main vehicle for the use of private sector
instruments linked to development cooperation. More
DAC members are in the process of establishing or
plan to establish development finance institutions
in line with the incentives created by the new ODA
architecture. At present, development finance
institutions aim to achieve financial results alongside
development impacts. They mainly provide financing
to private investors investing in developing countries,
with direct and indirect funding support from
States. They invest using their reinvested profits,
subventions from Governments through ODA and
amounts mobilized from their blending activities. It
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Box 3.3 Is there a link to illicit financial flows?

UNCTAD estimates that developing countries lose $100 billion annually due to aggressive tax avoidance through
the use of tax havens. There are different types of tax evasion and tax avoidance. Cross-border tax evasion and
avoidance linked to the flow of exports and imports has gained notoriety in development policy. It is more often linked
to large foreign investors, as local small and medium-sized enterprises in developing countries are considered to have
fewer opportunities to benefit from aggressive cross-border tax optimization schemes. Tax fraud and evasion clearly
fall within the definition of illicit acts, yet the debate continues with regard to legal behaviour that has the effect of
reducing tax payments or forms the building blocks of hidden money trails. lllicit financial flows stem from corruption,
crime, terrorism and tax evasion, with often complex and cross-sectoral relationships across these various factors,
and a wide range of policies and actions are needed to combat them. The impact of the activities of development
finance institutions on illicit financial flows and their potential role in encouraging responsible corporate tax behaviour
is therefore an area of critical importance for target countries of development finance institution investments that are
seeking to enhance domestic resource mobilization (see chapter 4).

lllicit financial flows are a significant and persistent obstacle to achieving sustainable and equitable growth in all
developing countries, accounting for over 20 per cent of developing country trade in 2006-2015. In 2015, estimates
of illicit outflows from LDCs ranged from as high as 23.8 per cent, in Sierra Leone, to as low as 3.7 per cent, in the
Niger, of total trade with advanced economies (see figure). The average for all developing countries is 8.4 per cent,
with Georgia recording the highest outflows, at 25.6 per cent. Six LDCs feature in the top 10 developing countries
ranked by illicit outflows as a percentage of total trade with advanced economies.

Potential trade misinvoicing, outflows
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Note:  Data available for only 27 LDCs.

Target 16.4 of the Goals is to “significantly reduce illicit financial and arms flows, strengthen the recovery and return
of stolen assets and combat all forms of organized crime”. The inclusion of an indicator on country-by-country
reporting on corporate accountability has faced resistance.

Sources: Carter, 2017b; Cobham, et al., 2018; European Development Finance Institutions, 2018; Forstater, 2018; Global Financial Integrity, 2019;
MecLure, 2004; UNCTAD, 2015b; van der Does de Willebois, et al., 2011; World Bank, 2017.
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Figure 3.11

Selected development finance institutions: Active investments in the least developed countries, 2017
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can sometimes take several years for deals between
development finance institutions and investors to be
closed (Savoy et al., 2016).

2017 marks the first year of development finance
institutions reporting in line with the provisional
arrangement on standardized reporting on private
sector instruments. The provisional data include
European Union institutions but do not capture all
DAC members. Provisional OECD data show that
flows linked to private sector instruments account
for only about 2 per cent of total bilateral flows
to developing countries as a group, with grants
occupying a dominant position, at 89 per cent. The
proportion is even less significant for multilateral
development finance institutions, at below 1 per cent.
Of the reporting non-DAC members, none declared
the use of private sector instruments, with over 99 per
cent of their bilateral flows being grants.

The picture changes somewhat with regard to
countries reporting flows to development finance
institutions in this initial cycle (13 countries, in addition
to European Union institutions). The preliminary data
show that private sector instruments account for a
higher proportion of their total bilateral flows, at just
above 3 per cent, with the grant equivalent of loans
also correspondingly higher. This would seem to be
in line with the projected expansion of the role of
development finance institutions and private sector
instruments in developing countries, including LDCs.
Finland reported the greatest use of private sector

instruments, at above 10 per cent of its bilateral flows,
alongside bilateral grants. The dominant trend was
for countries to use either private sector instruments
or loans. However, for example, France reported a
relatively high use of both private sector instruments
(6 per cent) and the grant equivalent of bilateral loans
(25 per cent).

UNCTAD analysis, based on Cornish and
Saldinger (2019), of the active investments in LDCs
of four development finance institutions — namely,
Proparco in France, Norfund in Norway, the CDC
Group in the United Kingdom and the Overseas
Private Investment Corporation in the United
States — suggests that a significant number of
LDCs in all regions have historically benefited from
the investments of development finance institutions
(figure 3.11). Multi-country or regional initiatives are
excluded from the analysis. Of note, experts from
Senegal, during consultations with aid recipients
on the OECD total official support for sustainable
development database, did not support proposals
for investments made at the global or regional
level — to support development enablers and to
address global challenges — to be attributed to
intended country beneficiaries unless quantifiable
cross-border inflows to specific countries could
be established (Delalande and Gaveau, 2018).
This stance echoes initial concerns raised during
deliberations by the task force on the database on
the yet-to-be-finalized reporting instructions. The
overlaps between the database and the existing



system are significant and concerns were raised with
regard to the dangers of artificially inflating aid flows
(OECD, 2018;j; Pereira, 2017b).

The data provide insights on the main investment
types or private sector instruments that development
finance institutions typically use in LDCs. However,
given the small sample size, the tendency for the
investments of such institutions to be opportunistic
and the fact that the use of ODA-backed private
sector instruments is a new development, few
conclusions can be drawn from past trends. It is not
possible to separate projects that were beneficiaries
of ODA-backed private sector instruments from
the information provided by development finance
institutions. However, all investments backed by such
institutions derive an advantage from association with
such institutions which, by virtue of their being public,
have a level of creditworthiness that allows them to
raise large amounts of funds in international capital
markets and typically makes them more attractive
to project sponsors than private financiers (Carter
et al., 2018). A spot check of 62 active CDC Group
and Proparco investments confirms the finding of
European Development Finance Institutions (2016)
that there is a high level of co-investment between
bilateral, regional and multilateral development
finance institutions.'

The data suggests that the size of investments
can differ significantly across LDCs. Differences
in investment volumes are partly explained by
infrastructure projects, which are often big ticket by
nature and likely to be active projects on the books
of development finance institutions for much longer
(figure 3.12). Collectively, European development
finance institutions have been found to show a bias
towards the financial sector, followed by a focus
on industry and energy as the top three areas of
concentration (Devex, 2019d; Kenny et al., 2018).
The analysed portfolios suggest broad sectoral
coverage (figures 3.12 and 3.13). Infrastructure
projects, including telecommunications, energy,
transport and infrastructure, account for the highest
value of projects overall. Finance, namely, microcredit
and small and medium-sized enterprise finance, tops
the distribution of interventions across LDCs and
the number of interventions in individual countries,
followed by agribusiness and food. Infrastructure,

® Spot-checked regional investments were counted as
single projects without regard for the number of intended
beneficiary LDCs. The majority of the spot-checked regional
investments of the CDC Group (11) were concentrated in
infrastructure or finance; those of Proparco (3) targeted
agroprocessing, small and medium-sized enterprise
finance, logging and timber processing.
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Development finance institutions are
often criticized for investments in
economic infrastructure

including energy and communications, is listed as a
priority sector by all the sampled development finance
institutions. Manufacturing or industry is not a priority
sector for Proparco, but agriculture or agro-industry is
a common priority for all of the development finance
institutions. The food subsector is a growth sector in
many LDCs despite high levels of poverty, as the poor
spend the bulk of their earnings on food (Financial
Times, 2019b).

Far fewer investments by development finance
institutions are made in social sectors compared with
investments in economic infrastructure. The spot
check of active projects revealed two investments
in social sectors, both by the CDC Group through
private equity funds, which the CDC Group calls
intermediated investments; one in education (an
international private company providing education
services) and the other in health (a local pharmacy
retail chain). Both target segments in the social sector
are revenue-generating, echoing trends noted in
blended projects (see section B).

From the perspective of structural transformation, the
focus on infrastructure, industry and manufacturing
is an encouraging sign that development finance
institutions pay attention to issues of systemic impact
and of priority to LDCs. However, development finance
institutions are often criticized, in particular by non-
governmental organizations, for such investments, as
their link to poverty is both indirect and the effects
only become evident in the medium to long term.
About 23 per cent of the active projects of the CDC
Group and Proparco that were spot-checked were
infrastructure projects, mostly in energy.

In the sample, the CDC Group and the Overseas
Private Investment Corporation were among the
most active by number of projects across many
LDGCs (figure 3.14). The Overseas Private Investment
Corporation is present across a wide range of sectors,
including agribusiness, finance and infrastructure. A
spot check of its active projects shows a high level of
insurance among private sector instruments deployed
in LDCs. The number of its interventions categorized
as consultancies and as projects linked to diplomatic
missions of the United States or activities of the
United States Agency for International Development
(specific to Afghanistan) are not insignificant. It
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Figure 3.12
Selected development finance institutions:

Sectoral composition of active investments in the least developed countries, 2017
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is the only development finance institution to list
humanitarian services as a sector. Differences in its
portfolio may be explained partly by the fact that,
in 2017, it was still not permitted by United States law
to make direct private equity investments, although it
provided support for the creation of privately owned
and managed investment funds (Diongson, 2018).

Overall, the analysed portfolios of development
finance institutions throw little light on the line of
separation between, for example, investments that
can and should be made using the core business
model of development finance institutions, which
aims to repay 100 per cent of capital and in addition

generate a financial return, and those that deliver a
lower risk-adjusted return, as pursued by the CDC
Group (United Kingdom, 2017). Carter et al. (2018)
note that whether an investment is additional cannot
be known with certainty by development finance
institutions.

b. Impact and accountability of development finance
institutions: Implications for structural transformation
in the least developed countries

Development finance institutions do not design
development projects, but rather accept applications
for funding from businesses whose investment



Figure 3.13
Selected development finance institutions:
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Sectoral composition of active investments in the least developed countries, 2017
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projects carry the prospect of financial returns for
the institutions. They engage in confidential bilateral
negotiations with project sponsors. Their business
model, consequently, is disconnected from country
development plans and the type of investment of
development finance institutions shapes the type of
development impact that is achievable. This serves
to underline the concerns related to, for example,
the approach of maximizing finance for development
adopted by the World Bank Group and the increasing
focus that donors are giving to the private sector, in
particular in LDCs in which markets are difficult or

pipelines of viable investment projects are narrow.
Historically, development finance institutions have
not displayed an interest in high-risk investments,
prioritizing instead investment settings with an above
80 per cent probability of success, regardless of
an investment’s capacity for transformative impact
(Devex, 2019c).

In the context of development policy and the 2030
Agenda, job creation, economic growth and private
sector development are by far the most cited
policy goals for replenishments from Governments
to European development finance institutions.
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Figure 3.14

Presence of selected development finance institutions in the least developed countries
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Sustainable development and climate change
(including renewable energy sources), poverty
reduction and access to finance (and small and
medium-sized enterprises) and catalysing private
investors are also frequently cited objectives, in that
order. Several European Governments also expect
their development finance institutions to promote
national economic interests and to mobilize the
activities of domestic businesses and investors in
low-income and middle-income countries (European
Development Finance Institutions, 2016). The
development mandate of development finance
institutions necessitates that they look beyond
traditionally monitored project-by-project direct
outcomes, to explore a variety of impact channels.
The list of policy goals continues to grow; for example,
development finance institutions increasingly seek
to track women’s economic empowerment and
job quality and to enhance their coverage of poorer
and fragile countries. Member development finance
institutions of the European Development Finance
Institutions have reiterated a shared priority to intensify
involvement in Africa and fragile States in 2019
(European Development Finance Institutions, 2019).

The shift in focus of development finance institutions
to LDCs represents the pursuit of a potentially
contradictory double bottom line of profits and

development. On one hand, prospects of attaining
the high levels of return they depend on to ensure
sustainability are in middle-income developing
countries and on the other hand, they are requested to
advance the development of LDCs, in which the pool
of investible opportunities is small and businesses
are perceived as having high-risk profiles (Savoy et
al., 2016). Achieving a greater distribution of private
investments across LDCs and in underinvested
sectors in LDCs, while an important verification factor
for the rationale behind ODA-backed private sector
instruments and development finance institution
operations in LDCs, is not assured, unless such
institutions better orient their business models to
emphasize high-risk investments with inherently
longer gestation periods in LDCs. For example, in line
with other attempts to bound private development
cooperation, Collier et al. (2018) argue that
development finance institutions should be explicitly
willing to accept commercial losses to achieve public
benefits.

In addition, a key challenge for development finance
institutions may have less to do with receiving
more capital from Governments and more with
their lack of capacity to deploy deep-country and
specialized expertise (Emerging Markets Private
Equity Association, 2018; Mirchandani, 2017).



Nevertheless, some development finance institution
experts acknowledge that there may be a trade-off
between expanding development impact criteria
and the number of investment opportunities that
qualify. There is thus reason to question whether
an Africa-centred focus will lead to an unequivocal
increase in investment flows to all LDCs in Africa,
or even only to LDCs in Africa. However, LDCs with
favourable market odds could stand to benefit. High
population levels, urbanization and middle-class
growth rates in LDCs tend to attract investor interest,
and LDCs with smaller markets and higher rates of
poverty can be expected to lose out. The case for an
increased role for development finance institutions in
development rests on the argument that they have
a proven track record of combining strict adherence
to commercial sustainability and systemic impacts.
The unique ability of development finance institutions
to deliver on additionality and tap a variety of impact
channels is frequently referenced (Attridge et al., 2019;
Carter et al., 2018; European Development Finance
Institutions, 2016; OECD, 2016a; Spratt and
Collins, 2012; United Kingdom, 2017). There is
no standard definition of additionality, but two
categories are often discussed, namely, financial
and development additionality, and subcomponents
of the latter have also been described by some
development finance institutions, as follows:

e Financial additionality. Development finance
institutions should extend investment capital to
entities that cannot obtain finance from local or
international private capital markets with similar
terms or quantities without official support and
not crowd out other investment through their
subsidized pricing structure, contributing to
employment growth, or if such a transaction
mobilizes investment from the private sector that
would not have otherwise been invested.

e Development additionality. Development
finance institutions should invest in underserved
geographic areas, sectors and segments by taking
a long-term approach that permits higher levels of
risk, including changing the nature of investments
so that they become more beneficial and raising
the quality of investments. Subcomponents are as
follows:

> Value additionality. Development finance
institutions can contribute to knowledge
enhancement in countries by supporting
capacity-building, technical assistance,
changes in businesses’ regulatory
environments and the uptake of environmental
and social standards. Such support fosters
better managerial and innovation capabilities,
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Urbanization and high middle-class
growth rates tend to attract private
investor interest

which increases the potential of firms to
grow and invest in technology and skills,
with associated employment opportunities.
Sometimes disaggregated into operational
and institutional additionality.

> Demonstration or catalytic effects.
Development finance institution projects
can act as a vanguard by demonstrating
the potential of new investments in difficult
markets, creating a ripple effect that leads
to further investments and, potentially, more
employment  creation, mobilizing  other
investors by sharing risk and experience.

> Forward and backward linkages. Development
finance institutions can support firms that
have both forward and backward linkages
in an economy, that is, manufacturers need
inputs from suppliers (backward linkages)
and can sell their products to distributors
(forward linkages). Supporting growth in such
firms may create both forward and backward
effects, which can, in turn, affect employment.

These articulations of additionality and impact
channels are especially useful in development policy
formulation because they address the breadth
and depth of intended outcomes and the complex
interactions in the process of development and
structural  transformation, beyond reductionist
metrics (Committee for Development Policy, 2015; de
la Rosa Reyes, 2017). However, as they are indirect,
their success, failure or relevance is dependent on
a vast range of contextual factors and actors that
render attribution to the interventions of development
finance institutions problematic. Indirect impacts
are generally more difficult to define, and evidence
is difficult to uncover. For example, the literature
on development finance institutions typically fails
to acknowledge the counterfactual (Attridge et
al., 2019). There are also trade-offs between the
cost of acquiring data and the quality of the data
gathered. Indirect impacts can be costlier to measure
because they are not easily observable and are more
dependent on response time, typically lagging behind
direct impacts. Systematic investments in capacity,
as well as complex evaluations by development
finance institutions, are therefore unavoidable
(OECD, 2018h).
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Development finance institutions make
assumptions to assess the impact of
their operations

Consequently, development finance institutions rely
on making assumptions and engaging in estimations.
For example, evidence of demonstration effects is
limited, with causality particularly difficult to prove
(Savoy et al., 2016). Similarly, with regard to forward
and backward linkages, examining effects beyond
direct impacts requires either making assumptions
or using deep-dive case studies of impacts, of
which few exist for LDCs (Attridge et al., 2019). The
variety of approaches used to assess the impact of
development finance institutions include microlevel
surveys and case studies, econometric studies
and macrolevel econometric studies. The use of
quasi-experimental studies, including randomized
control trials, for example in microfinance, has also
been noted.

Unlike national development banks, development
finance institutions remain a comparatively
understudied set of development institutions in terms
of their activities and impacts from the perspective of
LDC contexts. There are many expectations of what
development finance institutions can deliver in terms
of development impacts, particularly with regard to
additionality and catalytic impacts, but the proof of
their additionality remains weak. Whether they do or
can make a real difference is increasingly the subject
of research, with a greater emphasis on development
finance institutions in development cooperation, and
the evidence suggests that definitive evidence of
additionality remains elusive (Attridge et al., 2019;
Carter, 2017c). The following analysis highlights
some issues that require additional attention or
consideration to strengthen the evidence base on
the development impacts of development finance
institutions.

i Job creation

Jobcreationis one ofthe main objectives andindicators
of development finance institutions, commonly
measured as the number of direct and indirect jobs
created or maintained, with indirect effects often
greater than direct effects. The employment impact
of the investments of such institutions follows several
channels, as follows (Savoy et al., 2016):

e Direct impacts: Jobs created in companies or
projects directly supported by the investment of
development finance institutions.

* |ndirect impacts: Jobs created through forward
and backward supply chain linkages as a
result of the project or company supported by
development finance institutions.

¢ |nduced jobs: Jobs created through the demand
multipliers and other consumption effects of direct
and indirect jobs created by development finance
institutions.

e Second-order growth effects: Jobs created
through growth effects, some of which relate to
productivity spillover effects when third companies
operate more efficiently, expand economic
activities and create more jobs in the process.

The direct employment effects reported by investees
are the easiest for development finance institutions to
prove, but the difficulty in attribution increases along
the causality chain, as a complex mix of intervening
factors, including effects that may be influenced
by government development programmes and
strategies, or inherent to domestic entrepreneurial
ecosystems, are difficult to control for.

The activity of development finance institutions is
found to be correlated with a growth in jobs and
higher labour productivity across countries and
over time. Most evidence supporting this finding is
on investments in non-LDC countries, possibly due
to the limited availability and sophistication of data
or limited development finance institution expertise
in LDC markets (Attridge et al., 2019). Given that
the ability of domestic firms in LDCs to respond
effectively to the investments of development finance
institutions is typically lower than those in other
developing countries, due to constraints in absorptive
and productive capacities, the correlation may be
weaker or absent in LDCs. This gap in evidence
in LDCs belies the concerted push to intensify the
activities of development finance institutions in LDCs
and casts doubt on the advisability of expanding
their operations in LDCs (Attridge et al.,, 2019).
The apparent tension between expectations of
the development impacts of development finance
institutions and what they can actually demonstrate is
problematic, given public policy questions about the
balance between the costs and benefits of deploying
ODA through development finance institutions
(Ashley, 2018).

A case in point is job quality, an area of impact
assessment in which development finance institutions
are currently lagging. Job quality is important in LDCs
because the relationship between job creation and
social progress is often not as straightforward as
implied by the standard reasoning that employment
leads to reductions in inequality and poverty. The



poor often accept whatever work is available at
whatever wage, resulting in a significant incidence
of working poverty, that is, people with jobs but still
poor. Working poverty rates in low-income countries
are estimated at 40 per cent, compared with the
global average of 9 per cent (International Labour
Organization, 2019). Extreme working poverty,
defined by the International Labour Organization as
households with a per capita income or consumption
of less than $1.90 per day, is projected to decline in
Africa, the Pacific and South-East Asia, yet the rate
of moderate working poverty in Africa, at around
23 per cent, is likely to remain unchanged, and a
large proportion of the jobs created in the other two
regions — where, in 2017, the rates of extreme and
moderate working poverty were at a combined rate of
19.6 per cent — are expected to remain of poor quality
(International Labour Organization, 2018).

The high incidence of informality across LDC
economies continues to be a drag on prospects of
reducing working poverty (UNCTAD, 2018b). The
focus of development finance institutions on formal
employment is thus a welcome development.
However, job quality is at stake if employment is to
be a driver for structural transformation in LDCs. Poor
job quality can increase incentives for diversification
towards less complex products and hinders the
increase of the productive capacities of States
(Freire, 2017). These issues and the related matter of
skills development to support higher value addition
are of critical concern in LDCs (te Velde, 2013). In
this regard, development finance institutions are
theoretically well placed in their new roles as sources
of vital information for development practitioners and
policymakers.

i Access to finance

The challenge of access to finance is more acute for
small and medium-sized enterprises in LDCs and is
a frontline issue for development finance institutions
in pursuing development policy mandates on
private sector development (UNCTAD, 2018b).
Many such institutions do not routinely directly
support smaller projects, often because of the
transaction costs involved, although they may use
private sector instruments to encourage increased
lending to small and medium-sized enterprises by
providing earmarked finance to private investment
funds and other financial intermediaries. In doing
so, development finance institutions often highlight
their contributions to domestic financial deepening.
The spot check of the active projects of the CDC
Group in LDCs in 2017 suggests a reliance on
financial intermediaries such as private equity and
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Foreign fund managers are new to
investing in small and medium-sized
enterprises in developing countries

other types of funds for this purpose. Development
finance institutions and impact investors dominate
mainstream private equity and venture capital
fundraising in many developing countries (Divakaran
etal., 2014; Oxfam International, 2018). Transforming
most small and medium-sized enterprises and
entrepreneurs in LDCs into viable targets of
investment typically requires much more technical
assistance and project preparation support, as well
as financing. In LDCs, the starting points of small
and medium-sized enterprises and entrepreneur
profiles are uneven and are an important factor
of success and growth. In theory, equity funds
have more experience in providing financial and
capacity-building support to small and medium-
sized enterprises in a variety of sectors and
therefore increase the chances of successful
outcomes, but this is often highly dependent on
their having specialized local expertise. Accordingly,
partnering with local equity funds and other financial
intermediaries becomes desirable.

Among the 50 spot-checked active investments
of the CDC Group made via equity funds, only one
has a majority of local (indigenous) ownership. While
this is no doubt partly a consequence of the lack
of financial deepening in LDCs, there is evidence of
other contributory factors. Global trends captured
by a survey by the Emerging Markets Private Equity
Association in 2017 note a tendency towards
consolidation in the fund capitals of development
finance institutions across fewer managers. This
suggests that such institutions pursue both capital
concentration and  relationship  consolidation.
Anecdotal evidence from East Africa and Latin
America indicates that many fund managers and
investment teams are relatively new to the field of
investing in small and medium-sized enterprises.
Development finance institutions also corroborate
that the breadth and scope of regionally based
fund managers is suboptimal and that local fund
management experience and competency needs
development (Divakaran et al., 2014).

The spot check of investments by the CDC
Group and Proparco shows a bias towards larger
enterprises including, for example, a stated shift of
focus to larger small and medium-sized enterprises
by the impact programme and catalyst portfolio of
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the CDC Group.'® Larger enterprises, by virtue of
their in-house capacity or ability to access specialized
skills, including companies from more developed
economies, tend to be better prepared to engage
with equity funders and generate greater profit
investments for development finance institutions
and fund investors. Development finance institutions
and investment funds generally prioritize businesses
with a track record of profitability, and large firms
are 10 times more productive than small and
medium-sized enterprises in developing countries
(International Trade Centre, 2015). Among the spot-
checked active investments, international large firms
are significant beneficiaries of investments by the
CDC Group and Proparco, and development finance
institutions more often make direct equity investments
in such companies. In Bangladesh, for example, the
CDC Group invested direct equity in local enterprises,
all of which were large well-established firms. The
evidence also suggests that the preponderance
of family or owner-run small and medium-sized
enterprises in low-income countries means that a
great number of small and medium-sized enterprises
are likely to eschew equity in favour of retaining full
ownership, contributing to thin addressable markets
for fund managers (Emerging Markets Private Equity
Association, 2017).

6 The investments of the CDC Group are grouped into
catalyst and growth portfolios; investments under the
former are made in difficult markets, such as in LDCs,
and assigned a lower profitability hurdle. The CDC Group
is reportedly a pioneer among development finance
institutions in adopting this approach. In 2018, its catalyst
portfolio accounted for about 2 per cent of its total
portfolio, compared with 62 per cent under its growth
portfolio and 36 per cent under its legacy portfolio. The
CDC Group manages two investment vehicles designed to
serve its catalyst portfolio; investments by these funds are
expected to be higher risk but hold long-term commercial
potential and help to catalyse other investments
(Independent Commission for Aid Impact, 2019).

From the perspective of structural transformation, and
recognizing that not all types of small and medium-
sized enterprises play a role in expanding quality
employment and increasing structural transformation,
the apparent bias may not be problematic if it
delivers systemic gains from high-impact firms and
entrepreneurs  whose contribution to structural
transformation is more assured than that of other
types of entrepreneurship prevalent in LDCs
(UNCTAD, 2018b). Nevertheless, closing the gap
in support of missing-middle projects in LDCs may
continue to be an issue in LDCs despite development
finance institution efforts in this area.

One contributing factor that might explain an
observed bias towards larger small and medium-sized
enterprises is the lack of a universal definition of such
enterprises. Such enterprises in LDCs tend to be
quite small, and even medium-sized companies are
smaller than their developed country counterparts.
For example, equity investments by Norfund are
normally at $4 million and above, and few small and
medium-sized enterprises in LDCs are likely to be able
to absorb that amount of funding, as shown by the
experience of the United Nations Capital Development
Fund, whereby small and medium-sized enterprises
in LDCs typically need credit ranging from $50,000 to
$1 million. Given the need to foster entrepreneurship
and a balanced ecosystem of enterprises of all
sizes in LDCs, such trends could be negative with
regard to structural transformation and disadvantage
high-impact  microentrepreneurs  that  already
have difficulty accessing small and medium-sized
enterprise-level loans. An area that warrants further
investigation, therefore, is whether development
finance institutions and private equity fund business
models on their own are a poor match for diverse
small and medium-sized enterprise profiles and their
corresponding objectives with regard to growth and
equity in LDCs.
iii- Ownership

A central issue raised by UNCTAD (2018b) is the
role of local ownership in building a sustainable
local entrepreneurial base and the endogenous
responsiveness of an economy. Local entrepreneurs
have many potential advantages. They typically
operate in more sectors and tap more diverse
segments of domestic labour across a broader range
of geographical areas than foreign investors. They
contribute to a robust entrepreneurship landscape
encompassing different sizes of firms and help
reach markets earlier and enable deeper market
penetration than foreign firms. They can therefore
be instrumental in strengthening local value chains,



contributing to higher levels of local job creation and
increased revenues for both the private and public
sectors. Finally, they often serve as primary vehicles
of inclusion and growth and can play a critical role
in reducing foreign investment risk (Devex, 2019e;
OECD, 2017; UNCTAD, 2018b).

Development finance institutions emphasize the
importance of investors’ local operations but are largely
silent on the issue of local ownership. It is also not
always evident whether a stated focus on increasing
access to basic goods and services coincides with
fostering local entrepreneurship. Where information
is provided on investments, it is often not possible to
discern with certainty the distribution across national
and foreign private sectors of the support extended
by development finance institutions, even in the
case of small and medium-sized enterprises. This
is in accordance with the European Development
Finance Institutions (2018) principles for responsible
tax in developing countries, which specify that the
responsibility of development finance institutions does
not usually extend to the disclosure of the beneficial
ownership of investees unless such disclosure is
required by law in the host country. The automatic
exchange of information standard requires countries to
provide information on beneficial owners but, as noted,
the capacities of developing counties and LDCs in
particular to benefit from its implementation are limited.

iv - Production costs

Production costs in LDCs are a significant impediment
to private sector development and competitiveness.
Development finance institutions often refer to their
contributions to improving access to productive
services as a part of development additionality. As
noted, they prioritize productive infrastructure. Among
the spot-checked active projects, several seem akin
to conventional public—private partnerships (although
at least one was unsolicited and its terms were not
publicly disclosed in the country of investment),
probably because subsidized tariffs are often a
necessity in LDC markets (UNCTAD, 2017a). A
critical issue with regard to structural transformation
in LDCs is how the investments of development
finance institutions impact not only the availability of
services but also their costs. The poor track record
of energy-related public—private partnerships in LDCs
in this regard could undermine the positive impacts
from the focus of development finance institutions
on infrastructure. Lowering the cost of productive
activities is a necessary condition to generating the
indirect effects that development finance institutions
estimate as part of their development impacts in
LLDCs, and this information should be made known.
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Accountabilities between actors
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v Transparency and accountability

Much of the information about development
finance institutions is presented in forms that make
aggregation and comparison difficult and time
consuming (Devex, 2019b; Kenny et al., 2018).
Reporting procedures, including the metrics used
to evaluate performance, are not standardized.
Available data sheds little light on the motivations
behind the investments made. Each institution has
its own parameters to define regions and financial
instruments; these are often not made public and,
when available, may not be consistently reported
across projects or reporting periods. Commercial
confidentiality and the peculiarites of business
models have been cited by development finance
institutions in response to requests for greater
transparency. Details of private sector engagement
investment projects are not made readily available
to the public (Attridge and Engen, 2019). Concerns
about transparency are heightened by the changing
nature of the development cooperation landscape,
which warrants moving beyond non-binding global
principles and guidance. Saldinger et al. (2019) note
the propensity of development finance institutions to
tailor messages to specific audiences and the image
that they wish to portray to each audience.

Of concern are accountability relationships between
the different actors in private sector development
in the era of private development cooperation.
Development finance institutions are not obliged
to share information with local authorities, and
accountability flows backwards to their owners.
Investees report to the institutions or to the financial
intermediary. As evidenced by the experience of
Bangladesh, the recipient State is often left out
of the loop and this supports arguments made in
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this chapter (box 3.4). Information that is critical
to assessing project and donor impacts, such as
objectives, results and evaluations, tends to be the
most difficult to find, even among top performers
with regard to accountability. Collectively, donors
assessed under the aid transparency index in 2018
scored 27 per cent, on average, in the performance
component (Publish What You Fund, 2019).

A similar picture is seen with regard to blended finance,
with most evaluations provided by private funds and
facilities made on a voluntary basis (figure 3.15). The
evaluation reports for most actors of blended finance
are for internal purposes only and are only shared with
bilateral donors. Private providers of blended finance

are not obliged to evaluate their projects. As with the
investments of development finance institutions, the
evaluation of development impacts from blending
among donors is made on a case-by-case basis
(European Court of Auditors, 2014).

The ODA architecture reform and, in some cases,
a single-minded focus in the private sector on
some approaches to the achievement of the Goals,
has brought to the fore the widening deficit of
accountability in international development finance.
The resulting blurring of concessional and non-
concessional flows brought about by the ODA reform

Box 3.4 Case study: The experience of Bangladesh in development finance institution investment

The following points were determined based on a review of 240 private sector engagement projects:

DAC donors dominate private sector engagement mobilized through development cooperation (37 per cent),
multilateral development finance institutions (33 per cent) and bilateral development finance institutions
(25 per cent).

The predominant private sector instrument is financing, mainly debt financing, primarily in the financial
sector, agriculture, manufacturing and energy. Finance underpins 71 per cent of the projects examined,
with debt financing supporting 42 per cent of projects overall.

Large domestic companies remain the most prominent partners in private sector engagement projects in
Bangladesh.

The total size of public or private contributions for private sector engagement projects cannot be determined
due to a lack of transparency.

The main activities supported by private sector engagement projects include improving access to finance for
small and medium-sized enterprises and/or a specific sector, technology or research-related interventions
in agriculture and financing company operations, including expansion activities and upgrades.

The extent to which the activities of private sector engagement projects support specific sectoral policy
objectives is unclear, even if the sectors chosen by development finance institutions align with the general
priorities of the national development plan.

Private sector engagement projects could benefit from more inclusive partnerships and support greater
country ownership; government institutions are listed as partners for only 9 per cent of projects, while 8 per
cent involve civil society organizations and less than 1 per cent involve domestic business associations.

Private sector engagement interventions with regard to the business enabling environment tend to neglect
support for government capacity to move from policy formulation to implementation, including with regard
to carrying forward existing projects and programmes, ensuring compliance with laws and regulations and
establishing greater coordination and consistency across the Government with regard to interaction with
the private sector.

Only a limited number of the examined projects (12 per cent) explicitly target the poor or people living in
underserved or rural locations. Only 4 per cent explicitly target women.

Most private sector engagement projects are subject to regular monitoring at annual or more frequent
intervals and, to a lesser extent, through field visits. More development partners could make project-specific
monitoring provisions and the intermediate and final results from evaluations publicly available.

Only 3 per cent of examined projects provide evaluation information and another 4 per cent outline how
evaluation will occur. The focus seems to be on publicizing institutional approaches and policies for
evaluation, as is the case for 65 per cent of the projects.

Source:  Kindornay et al., 2018.



renders previously comprehensible aspects of ODA
opaque. This accountability deficit could turn out to
be the Achilles’ heel of the Goals.

Development has many faces, and achieving the
aims of the 2030 Agenda will come down to providing
the answer to three key related questions, namely,
what is success? Who decides on the answer? Who
charts the path to success? Significant enthusiasm is
being generated with regard to achieving the Goals,
and current approaches to implementation provide
considerable leeway for individual actors to unilaterally
finetune definitions and key concepts to encompass
their own efforts or favour strategic interests. As
a result, scope for the divergent application of key
concepts and less than meaningful success factors
has widened.

Determining wherein authority lies to answer the
first and third key questions and how that authority
should be exercised is a pressing challenge in the
implementation of the 2030 Agenda. At the level
of donors, development finance institutions have
been appointed as the primary vehicle for achieving
ambitions related to private sector engagement. By
default, they provide guidance on which activities
matter and when and how they matter for development
impacts. Increasingly unclear is the place of the
national development plans and aspirations of recipient
countries and private sectors. Recipient States,
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although given primary responsibility for achieving the
Goals by the 2030 Agenda, have effectively vanished
from the development toolbox. This flies in the face of
what is intended to be a revitalized global partnership
for sustainable development. The absence of a
common understanding of this issue has the potential
to significantly undermine development impacts at
the systemic level in countries at the receiving end
of donor-led private sector engagement. Crucially,
opportunities to make needed investments in State
capacity and ownership risk falling by the wayside.
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CHAPTER 4: How dependence on external development finance is affecting fiscal policies

Critical to achieving the Sustainable Development
Goals in LDCs are the domestic public resources
needed for public investments and services, as well as
enabling policies, to sustain economic transformation,
eradicate poverty and end hunger (UNCTAD, 2014b).
Private investments are drivers of economic activities,
yet a substantial increase in domestic and external
public resources is also required for LDCs to boost
productive capacities, accelerate growth and build
economic resilience. However, resource constraints
in LDCs suggest a greater need for external financing,
including ODA, to supplement domestic public
resources.

The development cooperation landscape is changing
rapidly, with the emergence of new financial vehicles
and additional actors, including the private sector (see
chapter 3). In LDCs, dependence on external finance
is driven by persistent structural deficits and balance
of payments problems (see chapter 1). Even LDCs
with relatively higher tax revenues require substantial
amounts of ODA to finance the growing demand for
infrastructure and public services, to attain the Goals
(UNCTAD, 2014b). The pace of achievement of the
Goals and the quality of results also depends on
the synergy between domestic and external public
resources in the development process. The Addis
Ababa Action Agenda highlights the complementary
role that international public finance plays in the
poorest and most vulnerable countries, and signatory
countries committed to further strengthening the
mobilization and effective use of domestic resources
(United Nations, 2015b).

Strengthening domestic public resource mobilization
is critical to closing development financing gaps in
LDCs. With domestic public resources failing to keep
pace with the increased demand for public goods
and services, tax revenue should be ramped up to
avert the risk of increasingly unsustainable public
debt. ODA is expected to continue to play a catalytic
role in LDCs, including in helping to strengthen
the management of public finances and develop
administrative and institutional capacities. However,
misalignments between sectoral allocations of ODA
and national priorities place a further constraint on
already overstretched public budgets. This is shown
partially by the divergent trend between public capital
investment expenditure and ODA and an uptick in
public debt. The growth in the number of partners with
diverse interests bears the risk that LDC development
agendas may be rendered alternative and additional.
For LDCs to benefit from increased partnerships,
specific attention should be paid to aid predictability

Strengthening domestic public resource
mobilization is critical to closing
development financing gaps

and accountability and a better alignment with LDC
priorities, consistent with the principle of national
ownership, an overarching principle of the Goals.'

This chapter seeks to explain the link between fiscal
imbalances in LDCs and dependence on external
public development finance, and how domestic
resource mobilization is already playing a critical role in
development financing. It discusses the implications
of the slowing inflows of external resources on
LDC capacity to close structural fiscal gaps, and
how LDCs manage and coordinate development
partnerships given the increased number of actors
in financing for development. In addition, it provides
insights on how misalignment between sectoral
allocations of ODA and the national priorities of LDCs
impacts on their capacity to accelerate structural
transformation, further potential to mobilize additional
domestic resources and chance of graduating from
the LDC category. Section B discusses recent
progress in LDCs in raising domestic resources
through taxation, assesses both the capacity and
efficiency of tax systems and discusses the scope
for mobilizing additional domestic tax revenues
from various tax components. In addition, an
analysis of the expenditure side provides insights
on whether synergy is being achieved through aid.
Section C discusses the alignment of international
support for development in LDCs. It takes the view
that safeguarding the policy space of LDCs and
strengthening their institutional capacities are critical
in accelerating structural transformation (UNCTAD,
2006a; UNCTAD, 2009). In addition, it provides
insights on how divergence between national and
partner priorities may negatively impact LDC fiscal
policies and slow down structural transformation.

The link between fiscal policy and ODA and its
implications for aid effectiveness have been studied
extensively (Morrissey, 2015; Mosley, 2015). The
substitutability (additionality) of domestic and external

! The term “alignment of aid” is used in this chapter in terms
of the extent to which partners use beneficiary country
systems and policy frameworks in their aid disbursement,
implementation and results frameworks.
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LDCs have increased tax collection
efforts, but structural constraints limit
further growth in revenue

resources can give rise to a trade-off or complementarity
between policies oriented towards growth or structural
transformation (for example, public investment in
energy and transport infrastructure) and social policies
such as social transfers and primary health-care
expenditure. The impact of aid on government
expenditures in recipient countries depends on the
composition of aid, but the effect of aid on government
revenue is country specific (Chatterjee et al., 2012). To
break aid dependence, it is important to reverse on a
case-by-case basis the tendency for ODA to promote
increased public spending and reduced tax collection
efforts and to rather promote a better alignment between
ODA allocation and national priorities; aid can also
lead to reduced spending in some sectors in favour of
others, while maintaining or raising the overall budgetary
outlay (Mascagni and Timmis, 2017; Morrissey, 2015;
Mosley, 2015; Quattara, 2006). The complementarity
between ODA and domestic resources is presumed in
the Addis Ababa Action Agenda because both flows
are expected to rise during the period of implementation
of the 2030 Agenda. However, concern remains that,
in developing countries, ODA dampens incremental
tax efforts or the degree to which tax-based revenue
rises as a share of government revenue over time
(Mosley, 2015; Thornton, 2014).

Strengthening public administration systems in
LDCs is crucial in implementing the 2030 Agenda.
The capacity of the State to collect taxes can be
understood in two ways. First, it refers to technical
capacity, which is influenced by the level of economic
development and the structure of the economy.
Second, tax revenues, as with ODA disbursements,
are not outcomes of neutral policies; both have
complex incentive structures that have feedback
impacts on the amount of tax collected by the State.
The starting point of a country on the tax revenue
curve matters because tax receipts are sensitive
to tax rate increments, depending on the level of
economic activity, tax regulatory framework and
level of tax compliance (Akgun et al., 2017). Tax
policy reforms can positively or negatively impact
aggregate demand components, including capital
accumulation, and have wider macroeconomic
consequences depending on how budget deficits are
financed. Under the 2030 Agenda, domestic capacity
for tax and other revenue collection is assessed under

the indicators for target 17.1, on total government
revenue as a proportion of GDP and on the proportion
of the domestic budget funded by domestic taxes.?
Data with regard to the first indicator are covered in
the World Development Indicators database of the
World Bank but, with regard to the second, several
countries are not covered in the government finance
statistics of the International Monetary Fund. Tax
revenue-to-GDP ratio is an insufficient indicator of
capacity to collect tax, yet it provides a reasonable
estimate of the fiscal resources that a country can
mobilize relative to its economy (Sindzingre, 2007).

1. Recent progress in raising tax revenue

Among LDCs, tax revenue has increased, from an
average of 11 per cent of GDP in 2000 to 19 per
cent in 2017 (figure 4.1). Despite heterogeneity
between countries, the median and average tax
revenue-to-GDP ratios have remained close. The
trend reveals a slow upward movement in both
statistics, yet the number of countries with low
ratios has remained relatively matched with those
with higher values, implying no radical improvement
or deterioration at either extreme. Significantly,
in 2011, both reached 15 per cent, which is widely
regarded as the minimum threshold necessary
to support sustainable growth and development
(International Monetary Fund, 2016). However, the
tax revenue-to-GDP ratio remains less than 10 per
cent in several LDCs. Since 2015, for example,
Bangladesh and Myanmar, which are relatively large
economies with GDPs of $250 billion and $67 billion,
respectively, had ratios averaging only 9 and 6 per cent,
respectively. Afghanistan, Angola, Bhutan, the Lao
People’s Democratic Republic, Rwanda, Timor-Leste
and Uganda have also recorded tax revenue-to-GDP
ratios averaging less than 15 per cent since 2015. In
the last three years, Angola, Bhutan, the Lao People’s
Democratic Republic, Lesotho, Senegal, Solomon
Islands, Togo, Vanuatu and Zambia have experienced
sharp declines in tax revenue-to-GDP ratios. Kiribati,
at 23 per cent, Lesotho, at 37 per cent, Mozambique,
at 22 per cent, and Solomon Islands, at 28 per cent,
perform relatively well in such ratios, yet closer
analysis is needed to ascertain the strength of their
tax systems. For example, the tax base of Kiribati is
narrow, with taxes on goods and services, on income
and on international trade contributing a combined
total of 22 per cent to revenue in 2017. In 2015,
fisheries licence fees contributed 78 per cent of total
government revenue, and this reliance on a single

2 The metadata repositories for the related indicators are
available at https://unstats.un.org/sdgs/metadata/.
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Figure 4.1

Tax revenue-to-gross domestic product ratios in the least developed countries
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Source: UNCTAD calculations, based on data from the World Development Indicators database.

natural resource exposes the country to vagaries
in weather, the international price of tuna and fish
stocks (Kiribati, 2015). In contrast, the tax revenue
of Lesotho is fairly diversified, with value added tax,
at 39 per cent, and personal income tax, at 36 per
cent, contributing large shares, and corporate income
tax, at 15 per cent, and other taxes, at 10 per cent,
completing the basket in the 2017/18 fiscal year
(Lesotho Revenue Authority, 2018).

The structure of taxation in some LDCs is also diverse,
with taxes on goods and services and on income
playing significant roles (figure 4.2). Generally, there
has been a significant shift in the composition of taxes
among LDCs over the years, from predominantly
taxes on international trade to broadly defined
consumer and income taxes. Taxes on international
trade include import and export duties and taxes on
the profits of export or import monopolies, exchange
profits and foreign exchange. In 1990-2000, taxes
on international trade averaged 25 per cent of total
revenue, receding to 13 per cent in the last decade.
Since 2011, a few countries, including Bangladesh,
Cambodia, Lesotho, Nepal, Solomon Islands and
Togo have still earned significant shares of tax
revenue from international trade. However, among
LDCs, taxes on goods and services are beginning

to dominate, rising from an average of 24.5 per cent
in 2010 to 32.4 per cent of total revenue in 2017.
In the same period, taxes on income, profits and
capital gains also increased in significance, from
18.6 to 23.5 per cent of total revenue. However, low
levels of diversification of economies limit the extent
to which LDCs can increase net revenue from taxes
on income and profits. Also, due to the positive
correlation with the level of economic activity or GDP,
net revenue from taxes on goods and services and
on income is bounded by the weak growth potential
of these economies. Macroeconomic shocks and
structural vulnerabilities in LDCs also contribute to
the underperformance in tax revenue collection, in
particular in countries with weak institutions.

Economic growth is a key determinant of the
accuracy of fiscal revenue forecasts. However,
global conditions affect the economic growth of this
group of vulnerable countries, as 39 of the 47 LDCs
are commodity dependent and have relatively less
capacity to absorb negative commaodity price shocks
(UNCTAD, 2019e). Their fiscal space grows when
the global economy is in an upswing and contracts
during a slump. In 2009-2017, LDCs experienced
relatively strong economic growth averaging 5.2 per
cent, and projections for 2018 remained within the
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Figure 4.2

Contribution of various components to tax revenue in selected least developed countries, average, 2015-2017
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Note:  Only LDCs for which recent data are available are included in the analysis.

same range. Medium-term economic projections are
optimistic, as conditions are improving in many parts
of the world, yet the prospects for many commodity
exports remain challenging (United Nations, 2019c).
Moreover, most LDCs have low tax buoyancy, that is,
the responsiveness of tax revenue to changes in GDP,
averaging 1.2 in 2002-2017 (figure 4.3). Although tax
revenues in LDCs grew by an annual average of 18 per
cent in 2002-2017, the tax revenue-to-GDP ratio
grew slowly, by 2.1 percentage points in 2015-2017.
The tax revenue-to-GDP ratio grew by 0.6 percentage
points in 2002-2017 and recorded growth of more
than 1 percentage point only five times in the 16-year
period. This may suggest that the tax systems in most
LDCs operate at inefficient levels, and periods of fast
economic growth such as commodity booms do not
necessarily translate into proportionate increases in
tax revenue or sizeable reductions in government
deficits. Implicitly, in periods of economic slump, the
tax systems may hinder economic recovery due to
inbuilt inefficiencies. Tax buoyancy is robust in only
a few countries, in particular in the Gambia, Kiribati,
Liberia, Nepal, Rwanda and Timor-Leste.

The countries in this analysis, except for Liberia, Nepal
and Rwanda, have small populations, which makes
the identification of taxpayers and tax collection
relatively less costly. In addition, improvements in tax

administration, including compliance, have helped
to better link tax revenue to economic activities.
For example, in Nepal, which has a population
of 29.9 million, the number of taxpayers increased
from 1.5 million in the 2015/16 fiscal year to 1.8 million
in 2017/18 (German Corporation for Development
Cooperation, 2019; United Nations Population
Fund, 2019). Similarly, Rwanda intensified registration
and added 20,450 new taxpayers in 2017/18, to
reach a total of 172,988 registered taxpayers (Rwanda
Revenue Authority, 2018). The analysis of tax revenue
potential also shows that in LDCs, tax efficiency
could be improved, with the average tax effort across
countries stable at 0.82 in the last 10 years.® Only
nine countries, namely, Lesotho, Kiribati, Togo, the
Gambia, Nepal, Malawi, Benin, Burkina Faso and
Mali, consistently operate at close to full tax capacity
or average at least 0.9, implying high tax efforts
(figure 4.4). Another seven LDCs have tax efforts of

3 Tax effort is measured as the ratio of actual tax
collected to the predicted tax value from a stochastic
regression relationship that controls for individual country
characteristics. A ratio of close to 1 shows that a country
has made a high level of effort, above 1 shows that a
country has exceeded capacity and below 1 implies that a
country has made a low level of effort. For a discussion of
estimation methods see Fenochietto and Pessino (2013)
and Khwaja and lyer (2014).
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Figure 4.3
Estimates of tax buoyancy in selected least developed countries, 2002-2017
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Note:  Estimates are based on a regression of the log of tax revenue on the log of GDP, not including those countries for which there are insufficient

observations and/or insignificant regressions.

between 0.8 and 0.9. The Democratic Republic of the
Congo, Zambia, Afghanistan, Bhutan, Timor-Leste,
Bangladesh and Angola have relatively lower tax
efforts of 0.75 or less, with Myanmar scoring lowest
at 0.56.

LDCs need to improve tax efficiency to enhance
domestic revenue mobilization. Tax components can
be seamlessly substituted through changes in tax
regulations or policies in some LDCs, but in many
LDCs, there are structural limitations and capacity
challenges when it comes to tax policy changes. For
example, the net addition to tax revenue from tax policy
changes, such as by substituting one tax for another,
increasing or reducing the tax rate or removing tax
exemptions, is marginal, in particular among already
high performing small economies such as Kiribati,
Lesotho and Malawi. In these countries, the coherence
of fiscal policies with structural transformation and
long-term economic growth objectives is more
relevant. Tax collection inefficiencies in larger LDCs,
including commaodity-dependent economies, may be
reduced through a rigorous review of fiscal policies to
promote the broad-based growth of tax bases and

diversify and rationalize the contribution of various tax
components to the total tax collected. The short-term
trade-offs in the tax system may be minimized only
through a series of budget reforms aimed at lessening
the negative impacts of changes to the relative size of
various fiscal aggregates, including the expenditure
side. It may also be necessary for countries to assess
how the various tax components (that is, the fiscal
policy options) affect the total tax effort, in addition
to addressing the macroeconomic and institutional
impacts of increased tax collection (Fenochietto and
Pessino, 2013).

The buoyancy of various tax components provides
further empirical evidence for countries exploring net
tax revenue gains from consumer taxes (figure 4.5).*

4 These elasticities are indicative and should be interpreted
with caution, as the assumption that tax rates remained
stable over the estimation period is unrealistic for most
countries. The elasticities are with regard to the change
in final consumption for taxes on goods and services; the
change in disposable income for taxes on income and
profits and the change in imports and exports for taxes
on international trade. For a discussion of methodological
issues, see Haughton (1998).
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Figure 4.4
Tax effort in selected least developed countries, average, 2007-2016
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Source: UNCTAD calculations, based on data from the World Development Indicators database.

However, indirect taxes and value added taxes tend
to have greater welfare implications for the poor and
may therefore conflict with poverty eradication goals
if not accompanied by other, offsetting public policies.
Taxes on international trade are the least responsive,
with an average elasticity of 0.81. This confirms the
insignificant level, as well as the slow growth, of
international trade from individual LDCs and LDCs as
a group. The elasticity of taxes on goods and services
or value added tax ranges from a minimum of 1.24
in Liberia to a maximum of 6.5 in the Democratic
Republic of the Congo and the elasticity of taxes
on income and profits ranges from 0.74 in Lesotho
to 2.12 in Cambodia. However, countries apply
different tax rates from one fiscal year to another, and
it is therefore generally ineffective to focus on a few tax
components instead of comprehensively reviewing
the tax base and improving the tax administration
system on a continuous basis. In addition, taxes are
non-neutral and distortionary in nature, and raising tax
rates or introducing new taxes does not always lead
to greater tax revenue. In the context of fiscal policy,
neutrality occurs when a change in tax or expenditure
policy does not affect aggregate demand and
distortions occur when a change in policy impacts
production or consumption patterns (Weil, 2019).

The impact of new or broadened taxes on the
economy depends on design and implementation,
economic structure, consumer preferences and
the social contract ramifications of the fiscal policy
(Freire-Gonzélez, 2018).

There are other factors that reduce the tax potential
in LDCs, including tax evasion, the relative size of the
informal economy compared with the formal economy,
weak tax administration systems, corruption, illicit
financial flows and underperforming public policies
and institutions. Fiscal reforms necessitated by the
related challenges can either reinforce or break the
momentum of structural transformation by shifting
production and consumption patterns away from or
towards intended policy objectives. Other challenges
include the high cost of tax administration, due in
part to high levels of informality, non-compliance with
tax procedures, ineffective processes and political
patronage (Gupta and Plant, 2019). Tax policy
reforms should therefore aim to close loopholes
in tax administration systems; remove ill-designed
tax incentives, in particular exemptions in natural
resource sectors that do not correspond to the value
of the underlying resource and tax holidays that
fail to balance foreign interests and local enterprise
development requirements; curb illicit financial flows
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Figure 4.5

Buoyancy (elasticity) of various tax components in selected least developed countries, 2002-2017

7

4
3
2
| ‘
0
XS N N 2 N ® o © & o N & 8 > > $ @
LA SR A A R B AV IR S R
Ay @\ro &\;b B Q,'§\\ O Qg,Q NV N3 @é\ AN o &
® ¢ NS N <
SR
> S
&S
N N
@ N
$ S
N Q
SN

® Taxes on goods and services

Taxes on income

Taxes on international trade

Source: UNCTAD calculations, based on data from the World Development Indicators database.

that directly reduce the tax revenue potential; simplify
the tax system and provide adequate information to
improve willingness to pay; and improve the capacity
and efficiency of public institutions.

Building fiscal space requires a series of budget
cycles to incrementally and cumulatively develop
the efficiency of the Government to meet its fiscal
projections based on national priorities (Schick, 2009).
This may be done through a clearly articulated fiscal
reform agenda through removing non-performing
subsidies, reviewing malfunctioning taxes,
rationalizing social protection measures to safeguard
vulnerable segments of society and reduce inequality,
deepening the tax base, improving coherence
between fiscal policy and broader structural
transformation policies, incentivizing the formalization
of businesses and reducing the cost of tax compliance
among small-scale businesses and responding to
public feedback about their value assessments of
the quality of public goods and services (World Bank
and Pricewaterhouse Coopers, 2015). Curbing illicit
financial flows, which averaged 5 per cent of GDP
in 2015, has the potential to boost revenue. Such

flows were on average equivalent to 36 per cent of
tax revenue in LDCs, with certain countries facing
particularly high outflows relative to tax revenue, as
follows: Bangladesh, 36 per cent; Malawi, 36 per
cent; Burkina Faso, 40 per cent; Zambia, 43 per
cent; Timor-Leste, 52 per cent; Kiribati, 58 per cent;
Mozambique, 58 per cent; Vanuatu, 64 per cent;
Myanmar; 68 per cent; and Cambodia, 115 per cent
(figure 4.6).

Developing countries are significantly more exposed
to tax avoidance by multinational firms. Dealing with
illicit financial flows is complicated because of the
illegal nature of the transactions and the systematic
steps that those conducting them take to hide the
trails (African Union Commission and United Nations
Economic Commission for Africa, 2015). Beyond
the difficulties in defining the illicit component, illicit
financial flows also include different categories that
have tax implications. Further, specific sectors such
as extractives are more prone to such flows than
others (Moore et al., 2018). However, in general,
countries should target trade-related activities such
as tax evasion, trade and services misinvoicing, base
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High LDC exposure to tax avoidance
by multinational enterprises

lllegal financial flows =~ 36-115%
of LDC revenue

erosion and transfer pricing abuses, which are the
predominant contributors to illicit financial flows, as
well as the natural resource sectors that are particularly
vulnerable to abuse by multinational companies and
organized criminals (Global Financial Integrity, 2019).

At the policy level, lack of transparency, discretionarily
awarded incentives and corruption are some of the

Figure 4.6

factors that facilitate illicit financial flows and worsen
the loss of tax revenue in LDCs. Closing the gaps
in national and international tax systems requires
concerted efforts by countries. Stylized facts also
show a small number of destination countries of illicit
financial flows, which primarily include developed
countries and emerging economies that are the
major trade partners of developing countries (United
Nations, Economic Commission for Africa, 2015b).
LDCs therefore require the cooperation of these
countries in setting minimum standards to close tax
loopholes, including on exchanges of information on
the true beneficiary owners of entities and their tax
transactions and in enforcing regulations that have
been flouted. There is also a need for enhanced
national capacities among regulatory and tax
administration bodies to track, stop and prevent
illicit activities that drain resources and reduce tax
revenue collected by LDCs.

2. Public expenditures and external
resource dependence
National budgets are critical for mobilizing and

allocating public resources towards key priorities
in national development plans. An efficient and
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Note:

Estimates do not cover all possible illicit flows, and data are not available for Eritrea, South Sudan and Tuvalu.
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effective allocation of public resources may assist
countries to lower their financing deficits (Bhushan
et al., 2013). Aligning public expenditure with
structural transformation and national development
plans is therefore as strategic as mobilizing domestic
and external resources to finance the Sustainable
Development Goals. Public expenditure instruments
can be used to bolster the tax revenue potential of
future budget cycles in addition to stabilizing the
economy. Each national budget cycle reveals the
public resource envelope within which capital and
social development expenditures are available to
deliver public goods and services, as well as the
fiscal deficit projections against which domestic and
external financing decisions are made. The growth of

Figure 4.7
Government budget primary deficit, average, 2014-2018
(Percentage of gross domestic product)
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tax revenue would contribute to reducing dependence
on ODA and external debt, while an increase in the
domestic resource gap increases the risk of external
indebtedness.

Most LDCs face long-term fiscal imbalances indicative
of consistently low revenue but increasing expenditure
on public goods and services. Government budget
deficits steadily widened from an average of 1.8 per
cent of GDP in 2013 to 4.8 per cent in 2016, before
contracting slightly to 3.6 per cent in 2018. The
five-year average in 2014-2018 shows that only
Kiribati and Tuvalu posted budget surpluses and
Bhutan balanced its budget (figure 4.7). Tax revenues
linked to natural resources in commodity-dependent
LDCs are volatile and impact both the revenue and

Source: UNCTAD calculations, based on the government finance statistics of the International Monetary Fund.

Note:  Data are not available for Somalia.
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Public debt stocks of LDCs
generally track fluctuations
of foreign aid

expenditure sides of the fiscal relationship. In addition,
despite having relatively high tax efforts, some
developing countries have a high concentration of tax
revenue from one tax base, either a natural resources
sector, income taxes or consumer taxes, but low
effective tax rates and exemptions that contribute to
fiscal imbalances (Fenochietto and Pessino, 2013).
Since 2007, there has been an uptick in domestic debt,
as demand for development financing has increased
while ODA has slowed. The public debt stocks of
LDCs have generally tracked fluctuations in foreign
aid, with a rapid fall in ODA mirrored by a significant
increase in external debt stocks in subsequent years.
Experiences vary by country; for example, in the last
five years, both domestic and external public debt
have increased in Bangladesh, Benin, Burkina Faso,
the Gambia, Guinea, Guinea-Bissau, Haiti, the Lao
People’s Democratic Republic, Malawi, Myanmar,
Senegal, Uganda, the United Republic of Tanzania
and Vanuatu. In Chad, domestic debt rose sharply
from 18 per cent of GDP in 2015 to 25.2 per cent
of GDP in 2018. Some countries experienced only
slight increases in both domestic and external debt,
for example Afghanistan and Yemen, and others in
external debt only, for example Cambodia, Kiribati,
Lesotho, Madagascar, Mali, Mauritania, Mozambique
and the Sudan. In other countries, external debt levels
are falling, while domestic debt levels have stabilized,
for example in the Central African Republic, Djibouti,
Liberia, Rwanda, and Solomon Islands. Togo has
stable external debt but rising levels of domestic
liabilities.

As domestic tax resources fall short of development
financing requirements, ODA and other sources of
financing are required to fill the gap. The link between
external financing and various categories of public
sector expenditure is critical, in particular in the
impact on the quality of public financial management
institutions and their ability to generate domestic
revenue for government priorities (Feeny and
McGillivray, 2010). The willingness of a Government
to finance its expenditures through taxation is seen
through the growth of tax revenue as a share of
public revenue, yet external financing, in particular
concessional aid, may reduce incremental tax
efforts and is therefore detrimental to development
(Mosley, 2015; Thornton, 2014). In LDCs, tax

revenues are low due to a combination of low
income levels, narrow tax bases and weak tax
administration systems. There is therefore a need to
strike a balance in mobilizing additional tax revenue
in a manner that recognizes the dynamic impacts of
tax-financed public investments (UNCTAD, 2016a).
In 2012-2016, in LDCs for which budget data is
available, capital expenditure averaged 21 per cent of
total government expenditure and public expenditure
on recurrent consumption and wages averaged 25
and 31 per cent of total expenditure, respectively
(figure 4.8). Some countries spent proportionately
more on the use of goods and services, such as
Benin, at 41 per cent, Liberia, at 31 per cent, and the
Niger, at 62 per cent, while in other countries, wages
accounted for the largest share of expenditure, such
as in Afghanistan, at 49 per cent.

a. Tax revenue and official development assistance fall
short of desired public expenditures

The effect of aid on the fiscal behaviour of developing
countries has been studied extensively (Feeny and
McGillivray, 2009; Morrissey, 2015; Quattara, 2006;
Remmer, 2004). The impacts are country specific
depending on the type and channel of aid received
and the domestic environment, including the
quality of public policies and institutions (Feeny and
McGillivray, 2010). The risk of a misalignment of
priorities between LDCs and aid providers escalates
if tax revenue decreases absolutely or marginally
with concessional support, including ODA. The risk
is less pronounced when non-concessional debts
replace grants and concessionary loans contracted
to cover structural deficits in recurrent budgets
but may increase if grants and concessional loans
are used to cover temporary shortfalls in recurrent
budgets.

LDCs can aim to achieve the Goals if both domestic
public resources and external financing, including
aid, are scaled up substantially. A positive relationship
between public investment and economic growth
defies the general view that LDCs have low
absorptive capacities. Declining marginal returns
of public investment have been used to justify low
levels of foreign aid to productive sectors, although
such investments have better potential to stimulate
structural transformation, in particular in LDCs.
Overcoming structural bottlenecks, particularly to
the real economy, is critical to sustaining economic
growth and effectively removing structurally imposed
limits on domestic resource mobilization. However,
this requires better policies and a better alignment
of donor aims with national priorities through a
substantial shift away from projects in favour of
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Figure 4.8

Government expenditure categories, selected least developed countries, average, 2012-2016
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more programmatic forms of aid, using national
systems and reducing donor overlaps (Foster and
Keith, 20083).

ODA and government investments were closely
matched from 1980 to 2004. Public expenditure on
social services increased after 2000, as countries
embarked on strategies to deliver on the Millennium
Development Goals. However, since 2005, public
investment and ODA have diverged significantly,
with public capital formation rising sharply as
ODA growth has faltered; the divergence rose
from $3.5 billion in 2006 to $92.6 billion in 2017, in a
period during which LDCs experienced higher output
gains, with combined GDP rising from $384 billion
to $1,070 billion (figure 4.9). This trend is consistent
with the conclusion that domestic policies have a
more positive impact on economic growth than aid,
which may undermine the tax structures and key
institutions of recipient countries (Presbitero, 2016).
Although some aid is specifically earmarked for public
administration, aid has also been found to have a
negative impact on some dimensions of governance,
particularly when transactions between donors
and recipients are not transparent. It has also been

argued that aid delivered through the State, that is,
budget support, may trigger increased corruption and
decreased accountability (Cheng and Zaum, 2013;
Salifu and Abdulai, 2018). However, aid withdrawn
from budget support also slows the development
of the financial management capacity of the public
sector (Salifu and Abdulai, 2018).

Fragmented modalities of aid also create and sustain
independent bureaucracies in both source and
beneficiary countries. Many donors operate more than
one aid agency or contribute to several multilateral
agencies with clearly defined thematic, sectoral or
regional focuses, which further refragments support
into projects or other arrangements. Research
suggests that developing countries receiving aid that
is broken up into projects exhibit worse outcomes
than recipients with streamlined aid (Carcelli, 2019). As
outcomes worsen, the implication is that beneficiary
Governments either need to step up the mobilization
of domestic resources through tax revenue or scale
down public expenditures, to maintain a balanced
budget.

Whether ODA has a direct impact on the level and
composition of government expenditure, that is, the
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Figure 4.9

Public capital formation and official development assistance in the least developed countries
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additionality of aid, and whether aid is allocated to
sectors intended by donors or recipients, that is, the
fungibility of aid, have been the focus of many studies
on aid effectiveness (Feeny and McGillivray, 2010;
Mascagni and Timmis, 2017; Morrissey, 2012;
Quattara, 2006; Remmer, 2004). Frequent episodes
of unexpected shortfalls in tax revenue should sound
alarm bells for aid recipient countries because of
the enhanced risk posed by non-performing public
sector expenditures that drain public resources.
Persistent shortfalls of tax revenue in a country with
low growth potential could be a result of institutional
capacity weaknesses in planning and managing
economic development. In such a situation, the
volatility of foreign aid and the allocation of volatile
aid between different uses have negative impacts
on economic growth in recipient countries. In LDCs,
the concern is that not all sources of financing
contribute significantly to productive capacities, and
ODA has been shown to have a significant impact
on composition or allocations to various sectors,
and the level of government spending, particularly in

social sectors such as health, education, water and
sanitation.

Building productive capacities in LDCs requires
scaling up capital accumulation through both public
and private investment. In this regard, and despite
concerns about the volatility of allocations, ODA
could have a positive impact on economic growth
when used directly in productive activities, for
example, through aid earmarked for improving public
services and the physical and social infrastructure
in the recipient country, namely, with regard to
transport, communications, energy, water, banking,
industry, health and education, while negative
economic growth effects of foreign aid occur when
aid is purely humanitarian, that is, used for food
aid or reconstruction after a natural disaster, and
involving transfers to cover emergencies (Neanidis
and Varvarigos, 2009). LDCs have considerably
increased the role of domestic policies in driving their
development agendas, including fiscal policies that
positively contribute to the proportion of development
financing from domestic resources. Tax revenue as
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a share of GDP increased from 9 per cent in 2002
to 19 per cent in 2017, while ODA as a share of GDP
gradually declined, from about 16 per cent in 2002
to 11 per cent in 2017 (figure 4.10). This suggests
that tax efforts have not been negatively affected
by ODA and that, in particular, as tax revenue was
twice the value of ODA received in 2017, the bulk
of development financing in LDCs is being met by
domestic resources. The analysis in section B.1 also
shows a stable trend in tax efforts among LDCs. In
addition, based on individual LDC indicators, several
countries have relatively higher tax revenue-to-GDP
ratios compared with ODA-to-GDP ratios, including
Bangladesh, the Lao People’s Democratic Republic,
Lesotho, Myanmar, Senegal, Timor-Leste, Togo and
Zambia.

There was a sharp rise in government expenditures
among LDCs in Africa, from $88 billion in 2009

Figure 4.10

Capital investments account
for 30%* of national budgets
in over half of LDCs
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Figure 4.11

Fiscal aggregates and official development assistance in relation to total government expenditure
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there has been a significant cutback since 2015,
with slight recovery at the end of 2017, as countries
emerged from underperforming commodity trade.
This analysis shows that both capital expenditure
and current expenditure have increased at a rapid
pace. However, as evident in the short trend
in 2014-2017, capital expenditures decline faster
during a recession than current expenditures and
recover sluggishly during economic recovery.
There is thus a limit to growth based on expansion
through government spending, in particular
focused on physical and social infrastructures, if
there are no measures to complement domestic
resources, including strategies to better align
external development support such as ODA with
LDC priorities and domestic policies to crowd in
the private sector to offset the negative impact of
an expanded government. Even LDCs with relatively
higher tax revenue-to-GDP ratios, including Guinea-
Bissau, Haiti, Lesotho, Mozambique, the Niger and
Sao Tome and Principe, need to manage fiscal
imbalances as government expenditures rise.
The growing gap between tax revenue and public

expenditure is of concern, whereas ODA levels have
remained relatively unchanged over the years.

b. Foreign aid eased out of fiscal relationships

In comparing the relative contributions of domestic
tax revenue and ODA to government expenditure, the
ratios of tax revenue-to-government expenditure and
ODA-to-government expenditure provide two key
insights, namely, the fiscal position of a Government
is considered healthy when the share of government
priorities financed by tax-based resources is high; and
the relative importance of aid in financing government
expenditure, although the ODA-to-government
expenditure ratio does not accurately account for
the actual amount of aid spent on government
programmes, or additionality and fungibility. In this
regard, when both the tax revenue-to-government
expenditure ratio and the ODA-to-government
expenditure ratio are equivalent to at least two
thirds, parallel donor structures divert resources and
avoid national systems (Morrissey, 2015). The tax
revenue-to-government expenditure ratio remained
relatively high among LDCs in 2002-2017, implying
that most government priorities were financed through
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domestic resources (table 4.1). Only Eritrea posted less than 30 per cent of government expenditure in
revenue of less than 70 per cent in 2002-2008, and Angola, Bangladesh, Bhutan, the Comoros, Kiribati,
in 2009-2017, none of the countries dropped below Lesotho, Myanmar, the Sudan and Yemen, but
this level. In comparison, in 2002-2008, aid was increased in the Comoros and Kiribati in 2009-2017.
Table 4.1

Government revenue and foreign aid as percentage of government expenditure

Revenue ratio Aid ratio Revenue ratio Aid ratio Domestic debt ratio
Afghanistan 90 239 98 127 1
Angola 102 6 95 1 .
Bangladesh 77 19 76 13 137
Benin 95 59 85 36 106
Bhutan 92 23 99 20 6
Burkina Faso 90 70 85 41 43
Burundi 74 88 82 82 40
Cambodia 79 49 86 26 0
Central African Republic 98 .. 91 . 160
Chad 87 43 90 29 135
Comoros 89 22 11 32
Demaocratic Republic of the Congo 78 257 100 82 .
Djibouti 88 30 84 30 16
Eritrea 60 36 51 19
Ethiopia 80 81 88 46 .
Gambia 88 125 79 68 295
Guinea 86 57 81 34 115
Guinea-Bissau 73 85 90 73 158
Haiti 87 60 87 90 10
Kiribati 90 22 101 32 .
Lao People’s Democratic Republic 81 54 85 20 63
Lesotho 102 17 95 16 6
Liberia 102 249 90 17 1
Madagascar 82 103 84 39 79
Malawi 88 92 86 58 72
Mali 103 75 87 47 21
Mauritania 92 66 96 30 17
Mozambique 88 108 83 48 20
Myanmar 74 8 84 14 122
Nepal 94 39 97 28 62
Niger 106 98 83 48 30
Rwanda 96 17 93 58 32
Sao Tome and Principe 193 106 84 46 .
Senegal 96 53 83 25 59
Sierra Leone 101 152 74 83 61
Solomon Islands 107 101 103 54 1
South Sudan . . 90 43 .
Sudan 95 23 76 14 82
Timor-Leste 96 54 71 19 .
Togo 91 31 81 40 181
Tuvalu 80 49 101 78 .
Uganda 94 101 78 43 84
United Republic of Tanzania 91 86 82 38 50
Vanuatu 94 52 88 53 29
Yemen 96 6 67 27 10
Zambia 101 87 78 22 .
LDC average 92 75 86 45 54

Source: UNCTAD calculations, based on data from the International Monetary Fund and OECD.
Note:  Domestic debt data are not readily available, and most countries have few data points.
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Greater LDC domestic public debt
correlated with misaligned ODA

Domestic public debt > ODA
in 40% of LDCs (2000-2017)

In 2009-2017, aid was also less than 30 per cent
of government expenditure in Cambodia, Chad,
Eritrea, the Lao People’s Democratic Republic,
Nepal, Senegal, Timor-Leste and Zambia. Critically,
LDCs that received aid equivalent to at least 50 per
cent of government expenditure but with a similarly
high tax revenue-to-government expenditure ratio
faced significant aid diversion problems. Most aid is
delivered through parallel donor structures that do not
report using the public financial management systems
of recipients. There is therefore no clear mapping
of ODA receipts to fiscal aggregates on either the
revenue or the expenditure side of Governments’
financial statements. This explains the findings of
fiscal response models that aid has a direct impact
on budget deficits mainly because the dominant
mode of delivery defies the logical expectation that
it should be spent through the Government, thereby
complementing tax efforts and reducing the need for
domestic debt. The extent to which aid increases
government expenditure additionality and fungibility is
also overstated; itis therefore not possible to generalize
the effect of aid on fiscal policy as the effects tend to
be country specific (Morrissey, 2015; Mosley, 2015).
In 2009-2017, domestic debt exceeded aid in 17 of
the 34 LDCs for which data were available. In eight
economies, namely, Afghanistan, Bhutan, Djibouti,
Haiti, Lesotho, Liberia, Mozambique and Solomon
Islands, domestic debt is closely matched with fiscal
deficit; Mali and Mauritania have slightly overestimated
budget deficits. In fiscal policy contexts, excessive
deficits and a procyclical bias in government budgets
may suggest suboptimal institutional or political
choices (Lledo et al., 2018).

Aid disbursement is weakly associated with national
development priorities in LDCs mainly because aid
is delivered in a manner that is outside the policy
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frameworks of recipient countries. A non-stochastic
analysis of aid and government revenue cannot
adequately explain the budgeting behaviour of
recipients, yet pairwise correlations confirm that
aid flows are not correlated with fiscal imbalances
in recipients. A negative and significant correlation
between revenue and aid, and between aid and
domestic borrowing, forexampleinthe United Republic
of Tanzania, may be indicative of a need for better
forecasting of tax targets as the tax administration
system continues to mature. Significantly, however, the
impact of donor withdrawal has been felt in the United
Republic of Tanzania, as both revenue and aid declined
relative to government expenditure in 2002-2017,
with aid receding heavily in 2009-2017. By contrast,
in Rwanda, although aid has decreased significantly,
from 117 to 58 per cent of government expenditure
since 2009, a positive correlation between revenue
and aid, and between aid and domestic debt, shows
the positive complementary impact of aid when it is
fully supportive of national priorities.

In Afghanistan, Djibouti, Haiti, Lesotho, Mozambique
and Solomon Islands, domestic debt is closely
associated with short-term discrepancies between
tax revenue and government expenditure, which
give rise to fiscal deficits. In these countries, aid can
facilitate improved fiscal outcomes and reduced
public debt when it is earmarked for specific sectors
that contribute to increasing the fiscal deficit. Although
the share of aid delivered through public sector
channels is high, averaging 52 per cent among LDCs
in 2014-2017 as reported in the common reporting
standard database of OECD, in most countries aid is
not fully reflected in the regular budgets of the central
government or the sectoral budgets of the recipients.
In such cases, the impact of aid on fiscal aggregates
is subdued or not direct. In 2014-2017, LDCs that
received at least 60 per cent of aid through the public
sector included Bhutan, Burkina Faso, the Comoros,
the Lao People’s Democratic Republic, Mauritania,
Sao Tome and Principe, Senegal and Togo.

Aid supporting a country-owned strategy can lead to
growth and poverty reduction, in contrast to imposed
reforms (Remmer, 2004). However, low levels of
tax revenue and ODA have increased the exposure
of LDCs to the risk of debt. With tightening global
economic conditions, external debt and domestic
liabilities have also been pushed up to unsustainable
levels in some countries, and domestic debt threatens
to slow economic growth even further. For example,
Bangladesh, Myanmar, the Sudan and Togo have
double digit domestic debt-to-aid ratios, and Benin,
Chad, Ethiopia, Guinea, the Gambia, Guinea-Bissau,
the Lao People’s Democratic Republic, Madagascar,
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Figure 4.12
Domestic public debt and official development assistance, 2015-2017
(Percentage of gross domestic product)
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Source: UNCTAD calculations, based on the government finance statistics of the International Monetary Fund and data from the World Development Indicators

database.

Notes: Country names in figure abbreviated using ISO codes. Data are not available for the Comoros, the Democratic Republic of the Congo, Eritrea, Kiribati,
Somalia, South Sudan, Timor-Leste and Zambia. To enhance readability, Tuvalu is not included, as it is a clear outlier, with a value of net ODA and official

aid received at 91 per cent of GDP.

Nepal, Senegal, the United Republic of Tanzania
and Uganda have a ratio of at least 2 (figure 4.12).
The diversion between donor priorities and national
priorities is therefore critical in these countries
because of the high fiscal imbalance and the low
level of external support relative to deficits. An
increase in government expenditure would have
significant positive spinoffs initially but might also
pose challenges if the additional expenditure resulted
in higher current consumption and inflation. High
levels of domestic public debt are also associated
with low growth due to the crowding out effect on
private investment. Such imbalances may increase in
the absence of complementarity between ODA and
domestic public resources.

Global economic trends point to the emergence of
a multipolar world defined by a shift in the balance
of power from traditional donors with historical ties
to developing countries to emerging developing

partners. This is evident from shifts in world trade,
capital flows, exchange reserves, commercial interests
and sovereign assets (World Bank, 2011). Flows and
cooperation to developing countries worldwide from
China have grown significantly, ranging from $3 billion
to $18 billion per year, with some higher estimates
(Dreher et al., 2017; see chapter 2). South-South
trade also accounts for more than half of the increase
in exports in developing and transition economies
(UNCTAD, 2018e).

Brazil, India and the Russian Federation have also
emerged as important partners to LDCs. According
to UNCTAD statistics, merchandise exports from
LDCs to Brazil, China, India, the Russian Federation
and South Africa increased from $44 billion in 2015
to $52 billion in 2017 and imports from these countries
to LDCs grew from $88 billion to $95 billion in the
same period. Exports from LDCs to China alone grew
from $30 billion in 2015 to $37 billion in 2017 and
imports from China averaged $51 billion per year in
the same period. Exports from LDCs to India also
increased slightly in the same period, from $10 billion
to $11 bilion, and imports from India rose sharply,
from $21 billion to $27 bilion. FDI from China to
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Donor coordination policies in LDCs
back up national development
strategies and institutions

developing countries fell from $458 billion in 2014
to $381 billion in 2017, but the stock of FDI from
China in developing countries has been on a steady
rise, from $5.2 trillion in 2014 to $6.9 trillion in 2017
(UNCTAD, 2018d).

The increased trade and development financing
options from emerging South-South cooperation
are an opportunity for LDCs to close financing gaps
for sustainable development, but there are concerns
about the increased complexity of development
cooperation and aid coordination challenges posed
by multiple partnerships. Developing countries
are not necessarily seeking low-cost financing
alternatives but rather filling the gaps left by unfulfilled
aid pledges and fragmented aid and to leverage
support for national development agendas. In some
LDCs, ODA is a source of financing for much needed
services, particularly in the social sector, which is
currently difficult to replace, and critical for building
productive capacities (United Nations, 2015d).
However, the diverse and fragmented delivery
system is well documented in most LDCs in Africa
and Asia, in which bilateral and multilateral official
aid projects in each country number in the hundreds
(UNCTAD, 2006a). The number of instruments and
mechanisms has increased and international private
flows to developing countries have also grown
significantly in relation to external public funding
(Alonso, 2015). This has meant that there are more
financing options available to developing countries,
yet the challenges of managing the various sources
of financing have also multiplied.

1. Aid coordination policies

The purpose of donor coordination is threefold,
namely, to ensure the integration of external
development assistance with the priorities of
recipients; assert the responsibility of recipients for
their development agendas as recognized in the
Addis Ababa Action Agenda, the Istanbul Programme
of Action and the 2030 Agenda; and ensure that
external support adheres to the strategic objectives
of national development agendas, as emphasized in
the Monterrey Consensus and the Paris Declaration
on Aid Effectiveness. Coordinating donor aid has a
number of advantages, including lowering transaction
costs, reducing the fragmentation of donor activities

and eliminating parallel structures and inconsistencies
in donor approaches (Fengler and Kharas, 2011).

Aid coordination and aid effectiveness have
re-emerged as topical issues in development
financing because the number of players has
increased significantly, while the level of direct
financing to individual countries, in particular LDCs,
has not significantly improved (Bickenbach et
al.,, 2019; Dornan, 2017). Bilateral and multilateral
aid is no longer mobilized only by State actors, but
also by private actors (see chapter 3). The need
for coordination increases when bilateral donors
multiply, bringing unharmonized procedures and
conditionalities. For example, Bangladesh has
over 1,000 active donor-funded projects being
implemented by at least 60 donor or partner groups.®
The coordination of aid is expected to reduce
duplication among donors, but also involves a burden
on scarce labour resources in recipient countries and
high turnover due to excessive recruitment levels
among donors (Bourguignon and Platteau, 2015).

Donor and recipient perspectives on aid coordination
have not changed much over the years. In 1967, the
notion of a common aid effort was floated, whereby
the purpose of coordination was to eliminate overlaps
and differences between bilateral and multilateral
aid givers (Overseas Development Institute, 1967).
The notion remains relevant as the modalities of aid
to developing countries, in particular programmed
aid and project-type aid, usually involve a small
group of partners pooling resources, using common
procedures and delivering results that satisfy all
parties. However, recipient perspectives of aid
coordination depend on who manages aid, the
disbursement process and how integrated the aid
process is to national development priorities.

In the Paris Declaration on Aid Effectiveness, in
the context of external support, alignment refers to
the fact that donors base their overall support on
partner countries’ national development strategies,
institutions and procedures; and commit to respecting
partner country leadership and helping strengthen
their capacity to exercise it (OECD, 2005). There is
an assumed joint commitment between donors and
partners to developing a relationship that ensures that
donor inputs are effectively integrated into national
processes at both the policy and systems levels
(Welle et al., 2008). National planning and budget
frameworks are tools for policy coherence and in
improving the quality of results across sectors and
different levels of government. Since budget support to
LDCs remains fragmented, and less inclined towards

5 See http://aims.erd.gov.bd/AIMS/Home.
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developing productive capacities, there is a need to
improve the coordination of aid to avoid selective
focus, misalignment and the wasteful allocation of
donor support to non-performing sectors.

The Paris Declaration on Aid Effectiveness and the
Accra Agenda for Action strongly advocate for the use
of national systems, including public financial systems,
institutions and procedures, to achieve alignment
with national priorities. However, in most project-type
interventions, the role of recipient governments is
reduced to tracking the number of projects approved,
with donors deciding on strategy and implementation.
With less than 10 per cent of the total aid receipts in
LDCs going through budget support, the aid process
remains donor-centric despite the target in the Paris
Declaration on Aid Effectiveness to increase this type of
aid. According to creditor reporting system data from
OECD, over two thirds of aid to LDCs — 69 per cent
in2017 —is delivered through project-typeinterventions.
Developing countries must therefore coordinate
fragmented efforts that are effectively under the control
of external partners rather than directly integrated into
their national systems. This has given rise to ad hoc
systems whereby LDCs urge cooperating partners to
pool resources instead of channelling support through
unrelated projects managed by donors or their
proxies (Klingebiel et al., 2017). In the implementation
of the 2030 Agenda, Goal 17 on partnerships for
the Goals is shaping conversation and practice
on the means of implementation for the Goals,
with recognition of the need for better cooperation
among actors, including Governments, the private
sector, civil society and communities.® A number of
United Nations-led multi-stakeholder partnerships
have been set up to achieve the Goals, such as the
high-level political forum on sustainable development
and the partnership forum of the Economic and
Social Council, which were established following
General Assembly resolution 67/290 and subsequent
resolutions, including resolution 68/234 on global
partnerships.” However, greater efforts are needed
to translate global partnership interests into country-
level interventions and to improve the alignment of
development cooperation with national priorities in the
most vulnerable countries and integrate efforts into
government systems.

a. Thematic coordination

Following the Monterrey Consensus, sectoral
approaches became popular among donors seeking

6 See https://unstats.un.org/sdgs/report/2018/goal-17/.

7 For a goal by goal breakdown of registered partnerships
at the global level, see https://sustainabledevelopment.
un.org/partnership/browse/.

Global partnerships need translation
into country-level interventions aligned
with national priorities

to align their priorities in developing countries.
However, the geographic and thematic distribution
of aid continued to reveal the non-neutrality of aid
disbursement (Sraieb, 2016). The focus on narrow
sectoral themes is common among bilateral donors
and proves useful for countries facing non-binding
commitments of official aid flows (Bourguignon
and Platteau, 2015). It is also important to note
that bilateral relations are constantly evolving, not
just from the recipient perspective but also from
the perspective of donors, with diverse policy and
organizational changes in DAC members and
emerging South—-South partners contributing to the
trend.

i Sector-wide coordination mechanisms

Although recipient countries are often assumed to
be in control of national development strategies,
sector-themed support does not eliminate donor
influence on sectoral agenda setting. Whether
coordinated by donors or recipients, sector-themed
coalitions only bring together the main actors
according to their priorities, by sector. A national aid
coordination mechanism is deemed successful when
it brings together donors into one sectoral programme
rather than aggregating separately conceived donor
projects in a sector. Bilateral and multilateral donors
use sector-themed support for various reasons,
including alignment with their own policies, priorities
or strategic visions; for engagement with recipients;
and to maintain control over implementation and
results (Boesen and Dietvorst, 2007; OECD, 2009).

Several LDCs have developed sectoral aid coordination
protocols due to the large volumes received through
project-type interventions. Some countries have
interministerial and sectoral processes for coordinating
aid, for example, Angola, Burundi, Ethiopia, the Lao
People’s Democratic Republic, Senegal, Tuvalu,
Uganda and Vanuatu, and others have international
cooperation policies that detail how sectoral support
should be treated, such as Afghanistan, Kiribati, Malawi,
Nepal, Sierra Leone and Rwanda. In arrangements
such as these, joint consultation or programming
is used to eliminate fragmented approaches, and
common reporting and the use of country systems
have been useful in aligning donor approaches to the
financial cycles of recipients (Hart et al., 2015). For
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Box 4.1 Eritrea: Development cooperation

Eritrea receives aid mainly through project-type interventions, which accounted for 90.7 per cent of the aid received
since 2013, and virtually no interventions through public budget processes. The United Nations Security Council, in
its resolution 2444, decided to lift targeted sanctions on Eritrea, and this assists the ongoing normalization of relations
between the nations in the region and external partners, in particular those that already support programmes in Eritrea
through the Strategic Partnership Cooperation Framework 2017-2021. In the immediate past, only a few donors
had bilateral agreements with Eritrea due to challenges in securing effective dialogue and maintaining relations.
Eritrea relied on bilateral aid that was loosely aligned with its sectoral policies, yet failed to mobilize resources at the
level required. A review of four donors that had close ties with Eritrea in the 1990s until about 2000 showed that the
country favoured loan facilities over grants, and equipment and supplies over consultancies, as the funding situation
became tight. The Strategic Partnership Cooperation Framework assists Eritrea in gaining control over key sectoral
priorities through alignment with the National Indicative Development Plan 2014-2020 and other sectoral plans. In
addition, support has been secured for at least 25.4 per cent of the required funding through eight United Nations
funds, programmes and specialized agencies.

Aid coordination facilitated by the United Nations is critical in a country that is emerging from a situation of conflict
or in the absence of institutional set-ups for coordinating support. However, caution must be exercised so that over
the long term, the sectoral approach is not overplayed by donors to maintain control over support programmes in
the recipient country. Sectoral aid allocation patterns show a lack of consistency in linking aid volume with the needs
and constraints of developing countries, leading to unbalanced and ineffective support. Thematically linked donor
support is low in Eritrea, and this example contrasts with the general trend in LDCs, whereby countries negotiate
with donors based on thematic orientation rather than integrated national development plans. For example, the
European Union has pledged €200 million for energy development and enhancing government and public finances
in Eritrea. Without strong aid coordination strategies, project-type support remains the main vehicle for aid delivery,
at the risk of achieving tangential alignment with broader national priorities. This also increases the fragmentation
of aid and feeds aid dependency through uneven support for sectoral programmes. LDCs need strong human and
institutional capacities for aid coordination, as well as proactive foreign policy directions that cement the role of
national systems in national development. In addition, donors should streamline aid delivery processes to strengthen
national systems, to ensure the effectiveness and alignment of donor support with national priorities.

Sources: Alonso, 2015; Dijkstra, 2013; European Commission, 2015; Haider, 2018; Michael et al., 2008; United Nations and Eritrea, 2017.

example, in the Lao People’s Democratic Republic,
several sectoral working groups led by the Government
have been established, including on education,
health, governance, infrastructure, agriculture and
rural development and natural resources and the
environment. The groups usually include development
partners as co-chairs, as well as civil society and
private sector representatives. Two-layer forums
are used to coordinate with development partners,
namely, a round table process of consultations held
every five years according to the cycles of national
development plans and annual coordination meetings
to review progress on the implementation of the plans
(Lao People’s Democratic Republic, 2019). Box 4.1
provides an example of development cooperation in
Eritrea.

i Multi-partner trust funds

Multi-partner trust funds have been used in various
contexts to coordinate donor efforts to mobilize
support for specific global, regional and national-level
agendas, including humanitarian agendas and
those related to governance, gender equality, the
environment and development. This approach works
well in coordinating aid with regard to humanitarian
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crisis situations, when decisions must be made
quickly and the needs and priorities of recipients
are not in doubt. For example, about 80 per cent
of United Nations multi-partner trust fund transfers
to humanitarian funds take less than 36 hours to
effect and most transactions, at 98 per cent, are
concluded within five working days (United Nations
Multi-Partner Trust Fund Office, 2017). Trust fund
management is at the national level through the lead
United Nations agency or a national coordination
unit, such as the ministry of finance, and typically
involves diverse partners with clearly defined roles
and agreed governance structures, operations
and implementation (United Nations, 2018e). The
administrator holds and manages the funds in trust,
providing tools for ensuring transparency, tracking
results and reporting. Trust funds managed at the
national level allow beneficiary countries to provide
inputs into the planning and implementation process.

The multi-partner trust funds administered by the
United Nations Development Programme are meant
to support specific national plans, yet their global
donor inputs also imply commitment to global-level
strategic priorities. For example, the United Nations
Sustainable Development Cooperation Framework
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and “Delivering as one” have been critical in translating
national priorities into traceable actions that respond
to global frameworks such as the Sustainable
Development Goals and the Paris Agreement.
However, most of the trust funds are allocated to
countries in humanitarian crisis as originally intended,
and Afghanistan, the Central African Republic, the
Democratic Republic of the Congo, Somalia and
South Sudan are among the top five recipients (United
Nations Development Programme, 2019).

Despite its institutional strength, turning the trust fund
process into viable support for national development
strategies has generally proven difficult, either because
resources are too low or a fund’s thematic focus is
too narrow to trigger such a shift (Dag Hammarskjold
Foundation and United Nations Multi-Partner Trust
Fund Office, 2017; Downs, 2011). A brief review of
trust funds and joint programmes that are ongoing or
were completed in 2015-2019 shows that only the
Climate Resilient Green Economy Facility in Ethiopia
is supporting a national development programme
and a few countries are implementing sectoral
programmes, namely, the Democratic Republic of the
Congo, on reducing emissions from deforestation and
forest degradation in developing countries-plus; Mali,
on agropastoral products and climate change; and
Yemen, on rural resilience. The rest of the funds are
typically for humanitarian needs or for narrowly defined
projects. A few funds have a broadly defined goal
to accelerate the implementation of global agendas
such as the 2030 Agenda, such as in Kenya, Malawi
and Rwanda. In Ethiopia, the Climate Resilient Green
Economy Facility is a funding vehicle managed by
the United Nations Development Programmme for the
transition towards an inclusive green economy based
on four pillars, namely, agriculture; forests; energy;
and transport, industrial sectors and infrastructure.
The national development plan for 2015-2020,
the Second Growth and Transformation Plan, fully
integrates the climate resilient green economy
strategy. However, based on approved trust fund
budgets, the funding level in Ethiopia falls short of
the required resources to implement the strategy,
let alone the broad aims of the Second Growth and
Transformation Plan.

b. Strengthening national systems

Lack of coherence between external support and
public budget processes for the implementation
of national development may be the main reason
for the weak link between aid and structural
transformation. Well-coordinated donor support is
important in strengthening synergies and tracking
complementarities among sectoral programmes and

National systems that lead policy
formulation and resource deployment
yield alignment and effectiveness

eliminating mismatches between donor-supported
programmes when they are not jointly planned or
delivered within national planning and budgeting
processes. However, for solid transformative results,
investments, whether funded from domestic resources
or through external support, should be implemented
in the context of national systems. Developing
countries have stressed the need for well-functioning
multilateral arrangements to align donor support and
harmonize aid processes with national priorities. In
the Paris Declaration on Aid Effectiveness and the
Accra Agenda for Action, countries affirmed their
commitment to supporting the national ownership
of development processes, helping to strengthen
capacities and reforming and simplifying donor
policies and procedures to encourage collaborative
behaviour and progressive alignment with partner
country priorities, systems and procedures. However,
low levels of funding for investments in public
budgets and sectoral plans do not support these
commitments, as many LDCs receive less than a
quarter of external support, including aid, through
public budget processes (figure 4.13).

Rwanda has taken an institutional approach to
aid coordination, shifting from a donor-dominated
development agenda to a State-led development
framework that places a high value on national
ownership (box 4.2). Post-conflict reconstruction
after 1994 involved many donor-supported
programmes, including for rebuilding institutions, and
policy reforms encompassing social and infrastructure
sectors (World Bank, 2009). Human capital
development, agriculture, transport, information and
communications technologies, energy, housing and
urban development were the main priorities. The
Economic Development and Poverty Reduction
Strategy 2007-2012 aimed to achieve high levels
of human development, economic growth, rural
development and good governance. In this period,
the Government focused on building institutions and
strengthening its planning, monitoring and evaluation
systems, including financing and donor coordination
mechanisms (Watson-Grant et al., 2016).

Where aid coordination is institutionalized
through policy on international cooperation or
donor coordination mechanisms, clear mapping
exists between national development strategies,
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Figure 4.13

Project-type interventions and budget support, average, 2013-2017
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external support received and national budget
aggregates. However, the national ownership of
development will remain a lofty objective if donors
do not align themselves with national processes. A
country-owned development process is one in which
there is a significantly reduced role for project-type
funding or core contributions and, critically, one
in which national systems play a significant role in
policy formulation and the deployment of resources.
This is a radical shift from donor-centric definitions
of the national ownership of development aid, which
emphasize power, legitimacy, commitment, capacity
and accountability (Watson-Grant et al., 2016).

i A social sector bias among donors

Aid allocation to LDCs shows that donors have a
strong preference for the social infrastructure and
services sector, which accounted for 59 per cent of
aid to LDCs in 2014-2017. Aid to productive sectors
and to economic infrastructure and services in LDCs
remained low, at 8 and 12 per cent, respectively, and
humanitarian assistance accounted for 10 per cent of
aid in the same period. It is implicit that non-neutral
processes determine bilateral and multilateral aid
allocation to individual LDCs. Aid neutrality is the
idea that aid takes a normative structural identity,

as in the humanitarian field, rather than a positive
or political stance that distorts its intended purpose
(Drazkiewicz, 2017). Aid selectivity strategies have
been part of the decision-making processes of
both international financial institutions and bilateral
donors. Donors need to justify and account for public
resources to taxpayers in their countries and it has
therefore been argued that there is a politicization of
every amount spent abroad, reflected in the spread
of preferred partner countries, themes and sectors
that match the political and economic considerations
of donors (Gulrajani, 2016). In addition, the initial
and subsequent aid-related decisions in donor
countries or among agencies depend on non-neutral
considerations such as procurement rules that
favour the source country or other factors that may
facilitate or impede aid coordination and alignment
efforts to achieve development (Wiliamson, 2010).
A social sector bias may be justified if aid helps to
increase human capital development, resulting
in positive impacts on economic development
and FDI performance. However, a focus on basic
skills development, primary health care and basic
education means that recipient countries cannot
achieve balanced transformative development as
intended under the 2030 Agenda.



CHAPTER 4: How dependence on external development finance is affecting fiscal policies

Box 4.2 Rwanda: Aid coordination framework

Under structural adjustment programmes, most developing countries implemented reforms as a precondition for
funding from the International Monetary Fund and World Bank under HIPC. As part of reforms, Rwanda began to
install measures to promote accountability and the alignment of donor funding with national priorities. Vision 2020
provided a long-term strategy and was used as the basis for mobilizing foreign aid, setting targets for 2010 and 2020,
with 2000 as the baseline year.

The Rwanda Aid Policy was approved by the Government in 2006 and sought to provide clear structures and
guidelines for the mobilization and management of external assistance. By 2007, when the first poverty reduction
strategy was launched, the Rwanda Aid Policy also provided the basis for monitoring progress and the medium-term
expenditure framework guided donor monitoring of budgets (input and output) and strengthened relations. The
Rwanda Aid Policy sets the boundaries for mobilizing external assistance in a form that does not undermine
government autonomy and in a manner that strengthens the ownership and capacities of the Government and its
ability to manage all of its resources effectively, further enhancing service delivery to citizens. Earmarked budget
support is the preferred aid modality. However, the Policy stipulates conditions under which project-type support
may be accepted. In such cases, preference is given to sectoral budget support, followed by stand-alone projects,
which must be reflected in the government budget and demonstrate alignment with national plans. Further, pooled
funding is strongly encouraged, rather than individual project support. The Policy mandates the Ministry of Finance
and Economic Planning to perform aid coordination functions and, in this regard, the External Finance Unit was
established with the primary responsibility to mobilize external financing from traditional partners and non-traditional
partners through ODA, commercial loans to finance government priorities (sovereign bonds) and private sector
finance from international financial institutions. The Unit also coordinates development partners through various
forums, including sectoral working groups and joint sectoral reviews. In the implementation of the Economic
Development and Poverty Reduction Strategy 2007-2012, joint sectoral reviews were held between the Government
and development partners, at which individual ministries reported on key indicators and at which national results
and outcomes were monitored, and the reviews were used as a basis for seeking greater donor harmonization and
support. In this context, under the Strategy, resources were mobilized through high-level dialogues with strategic
partners. Sectoral consultations were key entry points for donors, as they co-chaired the 19 sectoral working groups.
Other actions taken by the Government included the strengthening of public financial management institutions and
setting up of supportive infrastructures and systems.

At about this time, it became global practice, for mutual accountability, to hold partnership meetings to agree
on priorities, such as in the Rome Declaration on Harmonization, the Paris Declaration on Aid Effectiveness and
the Accra Agenda for Action, which emphasized the domestication of policies and the building of ownership. In
Rwanda, further refinement to the coordination framework as a result of the interest of both the Government and its
development partners in continuing to accelerate efforts to further streamline effective ways in which aid could be
provided, and to enhance the utilization of aid for maximum development impacts, led to the launch in 2011 of single
project implementation units in ministries, including the Ministry of Finance and Economic Planning. The mandate
of the External Finance Unit was broadened and now encompasses the mobilization of other sources of external
finance, including private finance.

In the implementation of the Economic Development and Poverty Reduction Strategy 2013-2018, an annual
leadership retreat provided a forum for the official reporting of sectoral performance to the President and to peers.
In addition, donor harmonization provided benefits in the form of lowering the Government’s data and transaction
costs and paved the way for further alignment of government and donor systems. The mobilization of external
financing in Rwanda is designed to support State-building priorities and national strategies, to ensure the relevance
of donor funds and, generally, coordination has yielded positive support in some sectors, for example, business
development services, in which the Government has leveraged support for small and medium-sized enterprises.
However, challenges remain in aligning donor support in other sectors such health, and the bulk of donor support
remains skewed towards sectoral support rather than purely national budget support.

Sources: Rwanda, 2006; Rwanda, Ministry of Finance and Economic Planning, 2013; Rwanda, Ministry of Finance and Economic Planning, 2015;
Rwanda, 2017; Rwanda, Ministry of Finance and Economic Planning, 2019.

One threat to the achievement of the Goals in LDCs infrastructure, at 19 per cent, and productive sectors,

is path dependency in the pattern of aid allocation.
Donors have not shifted from a concentration in
the social sector since the period of the Millennium
Development Goals; for example, in 2006, the largest
share of aid, at 53 per cent, was allocated to the
social infrastructure sector, followed by economic

at 10 per cent (Anderson, 2008). These shares have
significantly shifted in favour of the social sector and
the fragmented bilateral channels of aid delivery have
intensified this concentration. Institutions, governance
and public administration are considered significant
in the decisions of bilateral and multilateral donors,
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Figure 4.14

Capital expenditure, selected least developed countries, average, 2013-2017
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Source: UNCTAD calculations, based on data from the open budgets database of the World Bank.

yet a critical component of the inefficiency in aid
allocation arises from the static manner in which aid
is structured vis-a-vis national priorities that change
over time (Whitfield and Fraser, 2010).

i Inadequate support for building productive capacities

Productive capacities in LDCs remain weak due to
poor infrastructure and a lack of financial resources,
entrepreneurship development and technological
innovation and  adaptation, among others
(UNCTAD, 2006a; UNCTAD, 2011b). However,
external support targeted towards economic
infrastructure and productive sectors remains low.

Significant investments are needed in LDCs to
trigger sustained, broad-based economic growth
and poverty reduction and to increase resilience.
Scaling up infrastructure investment is a key priority
in developing countries and, in LDCs, the gap in
economic infrastructure is considerable (Gurara et
al., 2017). The national budgets in various LDCs
indicate the importance of capital investments relative
to other sectoral allocations and, in particular, with
the exception of Burundi, Liberia, Solomon Islands
and the United Republic of Tanzania, the common

element among LDCs for which data is available is the
high share of spending on capital investment; at least
one fifth of total government appropriation, rising to at
least 30 per cent of the budget in most of the LDCs
considered (figure 4.14). Capital expenditures generally
involve physical assets that have a life cycle of at least
one year. There may be overlaps in capital and current
expense records, yet the former usually consist of
physical assets such as office buildings and vehicles,
public goods such as roads and water and sanitation
systems and intangibles such as education and
research, which are generally considered investments
(Jacobs, 2009). For example, Bhutan, with more than
half of its total outlay directed to capital expenditure
in 2013-2017, continues to place a high value on
infrastructure development, and the preliminary fiscal
projections in its twelfth five-year plan, for 2019-2023,
provide for 38.3 per cent of the total outlay to be
directed to capital expenditure (Bhutan, 2016). Burkina
Faso, in its National Plan for Economic and Social
Development 2016-2020 provides for 54.6 per cent of
the total outlay to be directed to capital expenditure
(Burkina Faso, 2016). Togo envisages raising
about 35 per cent from public resources to deliver its
National Development Plan 2018-2022 and, according
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to the estimates, will spend between $80 million and
$120 milion on an industrial park, $300 milion on
rural electrification and $620 million on improving the
competitiveness of the corridor from the autonomous
port of Lomé to Cinkassé (Togo, 2016). These
examples demonstrate not only the commitment of the
countries to developing productive capacities through
meaningful capital investments but also the need for
a shift in the way external resources are allocated to
sectors. By contrast, in 2013-2017, inclusive of capital
expenditure, expenditure on health ranged from 2 per
cent of the total outlay in Guinea to 14 per cent in
Solomon Islands, and on education, ranged from 8 per
cent in Myanmar to 30 per cent in Burundi.

i Misalignment of priorities deepening fiscal imbalances

The mismatch in resource allocations by donors and
partners to the social infrastructure and services
sectors andthe economicinfrastructure and productive
sectors may be interpreted as complementary, yet
a deeper analysis of the fiscal implications of the
divergence between areas of domestic resource
allocation in LDCs and the external support bias
towards selective social sectors suggests that the
alignment of country priorities is not being achieved
and that the effectiveness of donor support is
therefore debatable (Morrissey, 2015; Mosley, 2015).
The inefficiency cost of such a misalignment imposes
significant costs on LDCs that are only partially
reflected by an increase in domestic and external
borrowing and higher administrative overheads in
aid management and undue wastage imposed on
recipients coordinating fragmented donor support.

Even assuming that most aid is channelled through
government spending, the impact on government tax
efforts depends on how easily aid can substitute for
domestic tax revenue. Monitoring and review is an
important feedback mechanism for assessing how
donor aid is aligned with national priorities. However,
a key issue with DAC evaluations is the self-evaluation
bias that donors may have when assessing their
impacts.

The Global Partnership for Effective Development
Cooperation supports mutual accountability efforts
through the provision of data and evidence. In 2016,
a survey conducted to assess the alignment of new
interventions with national priorities showed that 86 per
cent of interventions in LDCs stated that they were so
aligned (table 4.2). However, closer analysis shows
that only 32 per cent of the interventions drew their
objectives from national development plans and that
the proportion of those that drew from sectoral plans
and strategies, at 22 per cent, and from development
partner strategies, at 19 per cent, were close. This

Misaligned external support
- mixed with fragmented donor delivery -
creates unnecessary costs for LDCs

puts into perspective the risk of misalignment brought
about by sector-themed support and project-type
interventions. The data also show that, on average,
aid allocated to each project ranged from $2.3 million
to $53.7 million, with a median of $13 million, and the
number of interventions ranged from 3 to 131.

Domestic resource mobilization has a significant
role in the achievement of the Sustainable
Development Goals, yet the expectation placed on
LDCs to mobilize adequate domestic resources for
development should be tempered by reality. The
domestic imbalances faced by LDCs are not going
to diminish unless the fundamentals constraining their
economic development are addressed. The analysis
in this chapter and the literature on tax capacity and
efficiency in LDCs suggest that they have limited scope
for increasing public resources through taxation.
Those countries with fiscal space, such as Angola,
Bangladesh, Bhutan, Myanmar and Timor-Leste, are
typically those that are close to graduation or technically
eligible for graduation, having had consistently better
performances in terms of per capita income, human
assets and economic vulnerability scores. The lack of
fiscal space affects the most economically vulnerable,
such as Benin, Lesotho, Malawi, Nepal and Togo,
which are already collecting more revenue compared
with their capacity. In addition, small economies and
a low share of world trade further limit the capacity
of LDCs to generate domestic resources through
savings, investments and the private sector.

At the current level of development, LDCs are not able
to raise adequate resources to finance development.
LLDCs need to enhance capacity to mobilize domestic
resources and this extends beyond tax-based
resources. Key priority areas include strengthening tax
administration systems and governance structures
that impact on the independence of tax collection
bodies. Natural resource-rich countries, for example,
need to ensure fair and transparent taxation and
an improved distribution of natural resource rents.
Growing the tax base, which is the main component
of domestic resources, hinges on fostering sustained
economic growth in LDCs, building resilience and
creating a macroeconomic environment for broader,
sound taxation. Fiscal policies also play a key role
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Table 4.2

The extent to which donors align new interventions with national priorities

Afghanistan

Angola

Bangladesh

Benin

Bhutan

Burkina Faso

Burundi

Cambodia

Central African Republic
Chad

Comoros

Democratic Rep. of the Congo
Ethiopia

Gambia

Guinea

Kiribati

Lao People’s Democratic Rep.
Liberia

Madagascar

Malawi

Mali

Mauritania
Mozambique
Myanmar

Nepal

Niger

Rwanda

Sao Tome and Principe
Senegal

Sierra Leone

Solomon Islands
Somalia

South Sudan

Sudan

United Republic of Tanzania
Timor-Leste

Togo

Tuvalu

Uganda

Vanuatu

Yemen

LDC total (or average shares)

39
17
74
62
10
22
15
67
5
18
10
81
103
1
8
9
63
17
57
38
47
19
62
63
51
10
47
3
53
30
13
131
21
57
74
23
27
7
53
14
7

1538

(Millions of dollars)
1659.8
867.6
3706.3
356.6
83.4
4101
195
873.3
62.7
294.4
40.2
1366.7
4121.3
415
124.5
20.7
552.2
913
517.6
573.9
535.4
1811
1647.3
29445
1633.1
144
962.4
27.2
747
135.3
64.7
1367.2
530.1
220
1166.7
217.6
255.7
19.7
11341
1116
126.1

30 952

Yes

77
94
89
84
90
100
27
100
100
89
90
100
94
82
100
100
95
100
81
92
62
89
95
57
84
50
89
100
94
90
38
76
71
88
89
96
96
100
92
86
100

86

From national  sectoral

From From

From development

development plansand  or ministry government
plans strategies plans planning tools
(Percentage)

10 18 18 13
35 - 59 -
54 12 4 1
18 29 13 2
20 10 20 -
36 14 5 9
20 - - 7
100 - - -
6 6 33 -
50 20 - 10
47 27 4 5
40 33 6 1
36 36 - 9
13 25 50 13
67 - - -
4 16 10 2
94 6 - -
40 26 4 5
32 26 1 3
28 6 13 -
_ 21 _ _
18 48 13 5
17 25 6 -
47 6 2 14
10 10 - 20
30 38 2 2
_ 67 _ _
8 60 4 4
27 - 30 27
15 15 - -
8 20 1 1
5 67 -
19 61 2 5
26 31 15 1
65 9 9 -
52 26 4 4
86 - 14 -
30 34 6 -
43 14 - -
14 57 - 14
32 22 9 5

institutional From other partner strategies

agreed with the
Government

18
18
23
40
36

100

Source: UNCTAD calculations, based on data from the Global Partnership for Effective Development Cooperation (available at http://dashboard.
effectivecooperation.org/viewer).

in ensuring that public expenditure addresses
other social development challenges,
inequality. In LDCs, the dynamic role of fiscal policies
in stimulating growth is critical, but this requires

including

continuous improvement to ensure that tax policies
are supportive of the productive capacities of the

countries,

structural

transformation,

economic

diversification and accelerated industrialization.
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LDCs should also address limitations arising from
external sources, to generate adequate domestic
resources to finance their development agendas.
Private investment flows to LDCs, predominantly
in the natural resource sectors, have not been fully
useful in building the conditions and capacities
needed to support domestic resource mobilization.
LDCs have also been affected by significant levels of
illicit financial flows, which further erode the taxable
base, and requires strengthened international
cooperation on tax matters and the closing of
loopholes, to contribute to domestic resource
mobilization efforts in developing countries. This
extends to special tax exemptions for contractors
and procurement policies that controversially reduce
domestic resource mobilization and undermine the
growth of the domestic private sector excluded from
donor transactions (Steel, 2018). The work of the
Committee of Experts on International Cooperation
in Tax Matters under the Economic and Social
Council is particularly relevant in LDCs in enhancing
and promoting international tax cooperation and
providing recommendations on new and emerging
issues of relevance to developing countries (United
Nations, 2014; United Nations, 2019f).

The emergence of South—-South partners has created
more challenges. In this regard, several basics
remain relevant in LDCs, including the need for better
institutions, policy coherence and harmonization with
donors and partners. LDCs face limitations in terms
of institutional capacity for implementing projects and
coordinating international support. The transaction
costs of dealing with multiple development partners
have risen with the increased number of actors and
bilateral partners. It is likely that aid has been used to
impose the narrow interest-driven external agendas
of donors and partners rather than the agendas of
recipient countries. New forms of cooperation may
not represent additional financing but rather a mere
trade-off between scanty official aid and costly private
financial flows, such that additionality benefits are
immediately wiped out by increased indebtedness,
greater private liabilities and low-quality outcomes
due to inappropriate disbursement modalities that are
inconsistent with the long-term development agendas
of recipient countries. Strong institutions are therefore
needed to implement national development agendas
and manage external relations with partners.

As shown by the experience of Rwanda, States that
have insisted on country-coordinated aid processes
have generally reduced the number of ad hoc donor
projects that have no correspondence with national
development priorities. Ownership over development
agendas and benefiting from increased choice

New forms of cooperation should
complement ODA, not worsen ODA
fragmentation and debt burden

among development partners also requires human
capacities for aid coordination, strong policies
and proactive foreign policy positions that cement
national control and creativity with regard to external
support. There is a need for better policy coherence
and the alignment of donor priorities with the national
plans of LDCs and the greater use of budget support
rather than project-type aid, as intended under the
Paris Declaration on Aid Effectiveness. The rapidly
growing divergence between ODA and public capital
investment shows the need to boost productive
capacities and accelerate structural transformation
in LDCs. In Rwanda, the National Strategy for
Transformation 2017-2024 exemplifies a departure
from donor dependence, as aid receipts by sector
have not directly enabled the country to directly
achieve the transformative goals in its previous
development plans, and the focus has shifted to
private sector development, economic diversification
and human capital and skills development that will
reinforce its competitiveness in the global economy.
External support will continue to play a role through
sectoral working groups and joint reviews, yet
domestic public resources will contribute 59 per cent
of the cost of the plan and the rest will be mobilized
from the private sector (Rwanda, 2017).

The misalignment cost of divergence between the
priorities of LDCs and those of development partners
will escalate if domestic resource mobilization
continues to fall short of the rising demand for
development financing. Non-concessional borrowing,
both domestic and external, has increased sharply
compared with both ODA and domestic resource
mobilization, despite rapid output gains in LDCs
over the years. It is therefore critical to carefully
assess whether the new forms of cooperation and
emerging donor relations are complementing ODA or
are merely costly private financial flows and additional
public liabilities. Targeted aid earmarked for specific
sectors, in particular infrastructure investments, can
facilitate improved fiscal outcomes in LDCs and
reduce debt burdens. Finally, there is a need for the
greater integration of aid into various categories of
government budget aggregates, to achieve positive
impacts from aid on fiscal policy.
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1. Main issues

The Addis Ababa Action Agenda envisions the
development process and the mobilization of the
corresponding financial means along the following
lines: countries have a responsibility to lead the
national development process; countries should have
national ownership of development; countries need
to mobilize the resources required to finance the
process; and the international community commits
to supporting countries in their development,
including with regard to its financing. The Agenda
states that “cohesive nationally owned sustainable
development strategies, supported by integrated
national financing frameworks, will be at the heart
of our efforts” and reiterates that “each country has
primary responsibility for its own economic and social
development” (United Nations, 2015b, para. 9).
The Agenda thus implies a central role for States in
steering the pursuit of the Sustainable Development
Goals and in the mobilization of the financing required
to provide the investment and current spending
needed to achieve the Goals. Domestically, key
elements in the implementation of the 2030 Agenda
include capable Governments and public institutions,
real partnerships and the formulation of country-
specific plans and road maps to achieve the Goals
and uphold long-term sustainability. This raises the
question of the capacity of States to take on the
responsibilities assigned to them.

State capacity is crucial in several ways. First,
the 2030 Agenda assigns responsibility for the
implementation of the Goals to States. The
breadth and depth of the Goals and their indicators
presuppose, and demand, a high degree of State
capacity, required to design and put in place public
policies in the economic, social and environmental
fields, as part of long-term development strategies.
This includes analytical, planning and financing
skills, as well as the capacity to mobilize the
necessary resources and monitor and evaluate
policy implementation. Development-related
policymaking comprises the design of long-term
development plans, the formulation of clear national
development strategies and the implementation
of development policies. It therefore also requires
building efficient institutions and the necessary
bureaucratic capabilities that can mobilize the
political, economic and financial resources

The Goals assume, and demand, a high
degree of State capacity

required to roll out such development projects.
Second, achieving the Goals requires the structural
transformation of an economy, as previously
emphasized in The Least Developed Countries
Report (see, for example, UNCTAD, 2014b). In the
context of underdevelopment, this transformation
can best be achieved by means of the stewardship
of a developmental State, that is, “a State whose
ideological underpinnings are developmental and one
that seriously attempts to deploy its administrative
and political resources to the task of economic
development” (UNCTAD, 2009, p. 29). This requires
the capacity to design and implement structural,
rural and industrial policies aimed at transforming the
productive structure of the economy according to a
normative concept of structural transformation (see
chapter 1). Third, thereis alink between State capacity
and its ability to deliver on human rights in general
and, more specifically, on the right to development.
The United Nations High Commissioner for Human
Rights states that “reforming policy with a people-
centred approach means taking concrete action to
strengthen State role and responsibilities to secure
freedom from fear and want” (Bachelet, 2019).

The structural transformation imperative is particularly
strong in LDCs, most of which are in the initial
phases of the process of transformative change.
Therefore, the hurdles to be overcome are the
highest in LDCs. Economic growth helps transition
away from aid dependence, and spurring structural
transformation remains the key long-term solution
to redressing primary commodity dependence,
boosting the development of productive capacities,
improving competitiveness and enhancing domestic
resource mobilization. Achieving this goal entails
a development-friendly macroeconomic  policy
framework (UNCTAD, 2018c). There is a reciprocal
influence between the level of State capacity and
the stage of socioeconomic development (Besley
and Persson, 2009; Besley and Persson, 2011;
Dincecco, 2017; Singh and Ovadia, 2018). Thus, in
general terms, State capacity in LDCs is constrained
by the early phase of socioeconomic development in
which most LDCs are located.

State capacity is understood in diverse ways in
different contexts. It refers to the capacity of a State
to ensure the sovereign functions of the State, such
as enforcing security, peace and order and the rule of
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LDCs need proactive policies
for national control over
external support

law. This is often the focus of assistance from donor
countries to several LDCs (Kharas et al., 2014).
However, such an emphasis on security tends to
be reactive and short term, and does not entail a
holistic and long-term vision of the development
process. Security concerns require attention in
several countries, yet the medium to long-term
solutions of many of the problems that give rise
to security concerns require the strengthening of
States and their capacities in a holistic manner. This
includes not only the sovereign functions of States
but also, critically, their development functions. Aid
and external assistance are therefore most effective
if they help to build and strengthen developmental
States, whether countries have serious security
concerns or not at the time. This means building or
strengthening State capacity to undertake economic
planning, policy planning and execution (Singh
and Ovadia, 2018; UNCTAD, 2009). It implies,
critically, the bolstering of State capacity to mobilize
financial resources for structural transformation, and
development more broadly, from both domestic
and external sources; the former is referred to as
fiscal capacity (Besley and Persson, 2009; Besley
and Persson, 2013; Brautigam, 2008). This section
focuses on State capacity to steer the process of
structural transformation and, specifically, on the
related need to mobilize and allocate the necessary
financing for the investment and expenditure that can
bring about structural transformation.

To achieve the structural transformation of their
economies, LDCs need to mobilize and allocate
the financing required for long-term investment in
new productive sectors and activities, as well as
investment in the technological and organizational
upgrading of existing sectors and productive
units. They also need to mobilize and allocate
financing to current expenditure related to structural
transformation. These financing requirements exist at
the micro, meso and macro levels. State capacity is
crucial to ensure, directly or indirectly, the availability
at reasonable conditions of financing at these three
levels. Ensuring availability at the micro level is the task
of financial policies and, possibly, monetary policies.
At the macro level, by contrast, it requires the capacity
to put in place development-friendly macroeconomic
policies, to formulate national development finance

plans and strategies and to consider the options
available to finance different areas, types of projects
and Goals-related activities.

LDCs need proactive foreign policy positions that
cement creativity and national control over external
support. The possibilities and instruments for
negotiations between States and sources of external
financing vary as a function of the different sources.
For example, enhancing the development impact
of worker remittances mostly depends on financial
policies and regional and rural development policies,
and the impact of policies is typically only indirect
(UNCTAD, 2012). In addition, the contribution of FDI to
the structural transformation of a host country largely
depends on the innovativeness of the sectors and
activities to which it is directed and on the linkages
and embeddedness of multinational enterprises in the
domestic economy of the host country. This, in turn,
is influenced by the fiscal policies and policies on
external investment in the host country as well as on
the direct negotiations that often take place between
prospective external investors and national, regional or
local governments, resulting in deals or agreements.
State capacity is therefore important in steering FDI
towards developmental outcomes. In LDCs, State
capacity is critical in influencing the contribution of
official external financing to structural transformation,
given the state of aid dependence as analysed in this
report. The importance of the role of the State refers
to the crucial role of traditional aid, other development
finance associated with non-State actors under
the new aid architecture and development finance
channelled through South—-South cooperation. States
need to have the institutional capabilities and skills
to assess and evaluate the development impact of
alternative external financial flows, their financial,
institutional and political costs and their explicit and
implicit liabilities, in order to evaluate their relative
merits.

Based on such assessments of alternative financial
flows, LDCs need to negotiate with source
institutions. The corresponding financial flows are
typically the result of negotiations between source
institutions and domestic recipient institutions and
of the decision-making process, both of which
determine priorities and where and how external
official resources will be allocated (Whitfield and
Fraser, 2010). This process shapes the terms and
conditions under which external resources enter an
economy, as well as the ensuing outflows in the form
of factor payments, capital repatriation, etc. There is
a virtuous circle between developmental leadership
and a strong negotiating position vis-a-vis sources
of external finance; governments that place a strong



CHAPTER 5: Policies to enhance the development impact and effectiveness of external financial resources

emphasis on development achieve a better level of
human and economic development performance and
thereby reach stronger negotiating positions (Whitfield
and Fraser, 2010). Having a stronger negotiating
position in turn allows Governments to negotiate
better deals, that is, obtain external financing aligned
with their national development priorities and with
better conditions.

The importance of State capacity in LDCs has
become even more critical in the context of the
evolution of the aid architecture. As suggested in this
report, this architecture has become more complex,
less transparent and more difficult to deal with, given
the increasing number of agents, instruments and
financing modalities and the growing complexity,
which often blurs the distinctions between
concessional and non-concessional finance or
between private and official funds, potentially
hampering the adequate monitoring of different
transactions. LDC institutional capacities are also
faced with the growing complexity involved in
dealing with unfinished progress with regard to the
aid effectiveness agenda, in particular in terms of
the persistent volatility and unpredictability of aid
flows, the prevalence of tied or informally tied aid
and fragmentation, among others. There is a risk
that the advantages of accessing a broader range
of financial instruments in international markets may
be outweighed by capacity constraints in assessing,
monitoring and managing the related risks. Moreover,
given the modus operandi of the new aid architecture,
the allocation of external resources often escapes
the influence and awareness of recipient States, as
decisions are often taken without involving the latter,
often in the context of private sector engagement.
Such developments raise the stakes in building
capable and efficient LDC State institutions with
the required skills to understand the trends in aid
architecture and international flows of resources
and that can implement strategies and put in place
institutions to steer flows to their countries so as to
enhance or maximize development impacts.

Despite the crucial role that States need to have in
mobilizing and steering development finance, the
new aid architecture is largely silent on recipient
State agency and there is little evidence of systematic
involvement by recipient countries in private sector
engagement design or implementation. This not only
undermines the role of LDC Governments in their
national development but could further weaken their
capacity. It could negatively impact their effectiveness
in domestic resource mobilization, while also eroding
the social contract between States and citizens that
underlies taxation systems (Brautigam, 2008). The

The new aid architecture could
weaken State capacity

need for inclusiveness is often interpreted as including
an increased voice for domestic civil society and the
private sector, yet the effectiveness and meaningful
outcome of such a strategy rests on a responsive
and capable State. Finally, on the domestic front,
ensuring financing for sustainable development
requires strengthening State capacity to mobilize
domestic resources, including in particular institutions
and bureaucracies to design and implement fiscal
policies.

2. Policy options

In order to strengthen State capacity, in particular in
the area of structural transformation and mobilizing
the required financing, the following options may be
considered by LDCs and their development partners.

a. Enhance development policymaking capacity in the
least developed countries

LDC authorites need to adopt structural
transformation as a major policy objective in the
economic field. This should be the basis of major
elements of development policymaking, namely,
drawing up national development plans on the basis
of domestic consensus-building, designing the related
financial analysis and planning and mobilizing financial
and political resources for such plans. UNCTAD has
capacity-building activities related to strengthening
LDC capacity in the field of development policy and
implementation.” Given its track record in this field,

! For example, UNCTAD has launched a project on
South-South integration and the Goals — enhancing
structural transformation in key Belt and Road Initiative
partner countries The project aims to strengthen
developing country capacity in designing and implementing
development policies in the context of South-South
cooperation. In recognition of the fact that Governments in
many partner countries of the Belt and Road Initiative face
limitations in their capacity to effectively design, manage,
coordinate, implement and evaluate strategic economic
interventions that are the key policy levers of structural
transformation, the project targets national institutional
capacity-building in key policy areas. The project draws
lessons from the development strategy of China, to assist
the pilot partner countries of Ethiopia, Indonesia and Sri
Lanka. In 2019, UNCTAD commissioned a series of papers
that will discuss in detail the policy framework in China for
aligning financial sector development, macroeconomic
policy, trade, value chains and the digital economy with
the overall objectives of structural transformation.
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-

Strengthen
LDC State
capacities

UNCTAD should pursue this work in the medium and
long terms.

b. Set up capacity-building and training programmes
for least developed country policymakers in
development planning, financial analysis and
understanding of the aid architecture evolution

The beneficiaries of such training should be officials
from central banks and ministries of planning and
finance, as well as other ministries such as those of
agriculture and industry. Greater attention by donors to
building State capacity is a prerequisite of sustainable
development and effective  multi-stakeholder
partnerships in development cooperation. In an
unequal world, a narrative of equal partnerships can
be counterproductive and/or disingenuous. Technical
cooperation activities undertaken in the context of
South-South cooperation can be particularly valuable,
since partner developing countries have faced, in
the not-so-distant past, development challenges
similar to those faced at present in LDCs. Therefore,
the institutional memory of successful development
policymaking is available in many other developing
countries, along with the potential for experience and
knowledge-sharing (UNCTAD, 2011a). The financing
for development component of such capacity-building
should assist LDCs to build up human and institutional
capacities for aid management and coordination.

LDC public sectors need assistance with regard to
the implications of and ways to leverage opportunities
that may be offered under the new aid architecture.
Projects with such an aim will be critical in the era of
the new programme of action for LDCs, to be adopted

in 2021 at the Fifth United Nations Conference on
the Least Developed Countries. LDCs stand to gain
considerably, for example from capacity-building in the
area of debt data quality and transparency and from
enhanced technical assistance in debt management.
Given their increasing exposure to commercial and
bilateral non-Paris Club creditors, LDCs need to
enhance understanding of the implications that such
a shift in the composition of external debt could
have on debt servicing, rollover risks and the costs
of negotiating potential restructuring. This entails
strengthening debt management practices and
learning how to best engage bilateral lenders in ways
that enhance overall debt sustainability and minimize
costs in the event of restructuring.

UNCTAD is well positioned to have a leading role, given
its track record in both the research and technical
assistance aspects of financing for development,
financial and macroeconomic policies and debt
management. This work is reflected in the technical
assistance provided by UNCTAD. For example, the
Debt Management and Financial Analysis System
programme currently supports 21 LDCs using the
programme’s software in building capacity to effectively
manage their central government and government-
guaranteed debt and to achieve sustainable debt
levels. The programme has improved the availability
of timely, reliable debt records, which are essential for
prudent risk analysis and the elaboration of strategies
for ensuring debt sustainability.?

c. Establish a unit in charge of the financial planning of
national development plans

State capacity to design a development plan needs
to go hand in hand with strengthening capacity for the
planning and execution of the financing of sustainable
development. This implies the mobilization and
allocation of the necessary financing, particularly in
the medium and long terms, given the typically long
maturation period of development projects. It is
essential for LDCs to strengthen domestic systems
and accountability frameworks with a view to: learning
how to best harness complementarities and synergies
across development partners and engage them in
the most effective manner while retaining ownership

2 As at early 2019, 95 per cent of the supported
countries had a comprehensive central government and
government-guaranteed debt database and nearly 67
per cent had complete domestic debt records using the
programme’s software. In addition, 70 per cent of the
LDC users that have also subscribed as participants
in the quarterly external debt statistics database of the
International Monetary Fund and the World Bank have
reported on time. With regard to improved analysis, seven
countries publish a debt portfolio analysis report on a
regular basis.
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of their own development agendas; putting in place
strong measurement and monitoring frameworks to
better measure the concessional resources obtained;
gauging the development footprint of an increasingly
complex array of transactions, involving both
official and private actors, as well as official external
sources from developed and developing countries;
and strengthening the monitoring of financing,
including by means of good data sets. A monitoring
framework should appropriately take into account
the distinct nature of the various types of funds (for
example, concessional or non-concessional and
private, blended or purely public, among others) and
assess their development impacts accordingly. Such
functions are usually carried out in different institutional
settings, which may include a ministry of finance
or planning, a national planning commission or an
interministerial task force (see chapter 4). Whatever
the institutional arrangement, it is important to ensure
the strengthening of bureaucratic capabilities in the
field of financial planning and the management of
national development plans.

d. Eliminate State-weakening features in the present
aid architecture

Some important practices under both the traditional
and the new aid architecture weaken national
ownership and thereby also impact State capacity.
First, there tends to be a vicious circle of aid
dependence, weak recipient country institutions
and diminished bureaucratic competence, resulting
in low State capacity. This is not inevitable, and
its emergence depends critically on how ODA is
managed and delivered (Brautigam, 2000; Brautigam
and Knack, 2004; Knack and Rahman, 2007). This
circle needs to be broken and aid system actors,
including donor countries, have a crucial role in doing
so. Second, under the traditional aid architecture,
donors have often taken a project-based approach
to aid and set up independent implementation units
and accountability procedures that fall outside the
scope of official State structures and often lead to
human capital flight (Bréautigam and Knack, 2004;
UNCTAD, 2008). This feature tends to go along with
recent emphasis away from budget support towards
projects as a mode of aid delivery (Lundsgaarde
and Engberg-Pedersen, 2019). Ironically, donors
have tended to move away from country systems
despite recognized improvements in the quality of
recipient country systems (OECD, 2012; OECD and
United Nations Development Programme, 2019).
Third, the recent evolution of the aid architecture
has included a shift away from the focus on national
government ownership towards a multi-stakeholder
approach that accepts the role of different levels

Transformative results are best achieved
through national systems

of government and actors beyond the State in
addressing development challenges. This tends to
dilute the scope for learning and institution-building
among central governments and bureaucracies in
recipient countries. Fourth, a similar effect results
from the decision-making process often adopted
with regard to ODA or private sector engagement.
LDC Governments are frequently not involved
in decision-making concerning project selection
and aid allocation, which typically involves donor
country Governments or agencies and the private
sector in donor countries, but not beneficiary
country institutions (Bhattacharya and Khan, 2019;
see box 3.4). For solid transformative results,
public investments, whether funded from domestic
resources or through external support, should be
implemented in the context of national systems,
rather than being channelled through structures that
bypass government institutions by setting up parallel
structures (see chapter 4). Acquiring the capacity to
do sois a long-term process that requires investment
in capacity-building, learning by doing and the
strengthening of bureaucratic capabilities.

1. Main issues

An increasing number of voices in the international
community highlight the need for renewed action to
facethechallengesrelatedtosustainabledevelopment,
revamping the international cooperation framework
and sustaining global demand, through concerted
efforts to finance much-needed investments and
redress inequality. The need for such different policy
actionsis even more acute because of the insufficiency
of private sector engagement in delivering on the
leveraging of ODA to mobilize significantly greater
amounts of private finance for investment in the
Goals (see chapter 3). The traditional aid system
was beset by challenges and inefficiencies, including
weak country ownership, misalignment between aid
and recipient-country priorities, policy conditionality,
insufficient aid flows with regard to country needs
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Box 5.1 The rise and fall of the aid effectiveness agenda
Origins

The aid effectiveness agenda developed as a reaction to critiques made since the 1990s by recipient developing
countries, development practitioners in donor countries, civil society organizations and other development
stakeholders of the shortcomings, inefficiencies and adverse effects of the traditional ODA system. The concept
emerged in 2002 at the first International Conference on Financing for Development and has evolved through a
series of declarations and plans of action, as well as accompanying implementation mechanisms that were the result
of negotiations between donor and recipient countries and multilateral institutions, later broadened to include new
actors under the aid architecture.

Objectives and processes

The objectives of the aid effectiveness agenda were to reduce aid fragmentation and conditionalities, improve
the impact of aid and correct the inefficiencies and negative aspects of the existing aid architecture. However,
throughout the process, the results achieved have been far less than intended under the initial targets. Crucially, the
intentions and priorities of the agenda have changed since the initial agreements. The first phase evolved through
the High-level Forum on Harmonization and the High-level Forum on Aid Effectiveness, held in Rome in 2003, Paris
in 2005, Accra in 2008 and Busan, Republic of Korea, in 2011. The Rome Declaration on Harmonization had as its
objective the harmonization of the operational policies, procedures and practices of donor institutions with those
of developing country systems, to improve the effectiveness of development assistance. The Paris Declaration on
Aid Effectiveness was built around the five principles of ownership, alignment, harmonization, managing for results
and mutual accountability. It was expected to provide a tool for donor countries and developing countries to hold
each other accountable and thereby significantly increase the impact of aid. It set hopes for a radical shift in the
donor-recipient relationship and in the aid-related decision-making process, as well as a shift from a donor-driven aid
paradigm to a partner-driven one. The agenda continued to evolve in the Accra Agenda for Action, which reiterated
the Paris Declaration principles and set out three further principles on which to concentrate efforts, namely, inclusive
partnerships, delivering results and capacity development. The Accra Agenda has been termed “a high point of the
aid effectiveness paradigm [when] recipients appeared to have genuinely (if still partially and problematically) asserted
a stronger voice”. It began the broadening of stakeholders under the agenda by encouraging the engagement of
new stakeholders, in particular civil society organizations, the private sector and diverse national actors. Since the
Paris Declaration, the aid effectiveness agenda has been accompanied by quantitative targets of achievement and
monitoring mechanisms. Donor and recipient countries set ambitious targets to be achieved by 2010, yet progress
was below the levels expected. Donors globally met only 1 of 13 targets, namely, the coordination of technical
assistance, but made progress in development strategies and results frameworks. They achieved limited progress in
putting aid into the government sector on budget, common donor procedures for joint missions and analytical work,
reducing fragmentation and the predictability of aid.

The limited and uneven progress is due to three main reasons. First, some difficulties in implementing the Paris
Declaration stemmed from the fact that it was presented as a universal agenda while its implementation varied
considerably according to national conditions, such as the degree of aid dependence in beneficiary countries,
which weakens the negotiating power of recipients vis-a-vis donors. Second, the Paris Declaration implied that the
principles reinforced each other, yet pursuing them proved to involve trade-offs, for example between ownership,
harmonization and results. Another critical trade-off was between the will to reach short-term results and the
need for long-term capacity-building and institutional development in recipient States, a time-consuming and
resource-intensive process. Third, donors generally lacked the willingness to bear the economic and political costs
associated with the implementation of effective development cooperation.

Reorientation

Since the High-level Forum in Accra, the aid effectiveness agenda has taken a different direction with regard
to its objective, focus and actors. Under the Busan Partnership for Effective Development Cooperation, donors
and developing countries collectively decided to broaden the aid effectiveness agenda. Focus was given to the
effectiveness of the global partnership on development, welcoming contributions made through other initiatives,
such as South—-South cooperation, or from the private sector, as well as other financial flows, such as remittances,
trade and investment, in promoting development strategies in developing countries. The Busan Partnership
marked a paradigm shift from aid effectiveness to development effectiveness centred on the broadening of the
agenda to involve new actors and shifting the focus away from the driving role of recipient countries as foreseen in
the Paris Declaration. The Busan Partnership put less emphasis on some core principles of the Paris Declaration,
in particular, alignment and harmonization, which were replaced in the Busan Partnership by the principles of
transparency, inclusiveness and flexibility. Moreover, the Busan Partnership presented the private sector as a
development driver.
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Box 5.1 (continued)

Since the High-level Forum in Busan, monitoring of the aid effectiveness agenda has been undertaken by the Global
Partnership for Effective Development Cooperation. The outcome document of the second High-level Meeting of
the Global Partnership for Effective Development Cooperation, held in 2016, goes in the same direction. It reaffirms
the principles of national ownership of development priorities and a focus on inclusive partnerships, transparency
and accountability and results. It acknowledges the importance of new actors in the evolving aid architecture by
emphasizing multi-stakeholder partnerships and attributes differentiated commitments to effective development
cooperation according to stakeholder groups, recognizing different roles in and contributions towards shared
effectiveness principles. Crucially, it confirms the downplaying of the Paris Declaration principles of alignment and
harmonization, as already done in the Busan Partnership.

Since the High-level Forum in Accra, the aid effectiveness agenda along the lines of the Paris Declaration has lost
momentum among donors. As the 2030 Agenda was being formulated, effectiveness fatigue was perceived as
contributing to declining commitments to improve performance in areas such as donor coordination and the use
of country systems. Donor agendas shifted further away from defining aid as guided by partner interests, as in the
Paris Declaration, to emphasizing the contribution of development cooperation to advancing the national interests
of donors. This reflected the return of national interest as a rationale for development cooperation and increasingly
adopting a discourse of mutual benefit in defining relations with partners. It was in line with the effects of austerity
measures following the global financial crisis of 2008/09 and with demands for a value-for-money approach to
external aid, and was part of a movement towards greater integration between external aid and other policy areas
such as trade, investment and migration.

Sources: Brown, 2016; Lundsgaarde and Engberg-Pedersen, 2019; Keijzer and Janus, 2016; Mawdsley et al., 2014; OECD, 2006; OECD, 2012; OECD, 2015.

and low levels of efficiency in the aid delivery system.
Dealing with such long-standing problems has
been a major challenge for the limited institutional
capacities of LDCs, in particular given the asymmetry
between their capacities and those of traditional
development partners. The problems under the
traditional aid system have given rise to proposals to
simply eliminate it rather than taking action to improve
its functioning and effectiveness (Easterly, 2006;
Moyo, 2009). Such a drastic measure could, however,
have negative economic, social and political effects in
beneficiary countries, in particular those that are the
most dependent on aid. Moreover, following decades
of enquiry into the effects of ODA, researchers have
concluded that it has a positive effect on the growth
and development of recipient countries, despite the
problems and inefficiencies. This has given rise to
proposals to improve the workings of the aid system
and enhance its development effectiveness. These
issues are continuously discussed in development
policy circles and have been taken up under the
aid effectiveness agenda (UNCTAD, 2008). Despite
improvements in terms of practices and modalities, the
aid effectiveness agenda remains unfinished business
and there is a need for better policy coherence and
the alignment of priorities between LDCs and donors
to avoid the wasteful allocation of resources and, in
particular, to enhance the development impact of aid
(box 5.1).

Ongoing discussions on the modernization of ODA
respond to the need to better measure the resources

made available for sustainable development purposes
including, in some cases, by addressing long-standing
criticisms, for example with regard to capturing
the grant equivalent of ODA loans. However, such
discussions risk lessening the significance of the aid
effectiveness agenda by redefining the contours of
financial flows that qualify as ODA. There is a risk
that related decisions may undermine transparency
and statistical rigour, weakening the principle of aid
concessionality, conflating ODA and other official flows
and, ultimately, defining a variable that lends itself
more to politicization than to effective monitoring. For
example, the inclusion of private sector instruments
in the modernized measurement of ODA potentially
entails a wide range of implications, not only in
terms of concessionality, but by blurring key notions
underpinning the aid effectiveness agenda, such as that
of tied aid, further complicating the task of assessing
alignment and the development footprint of any given
intervention. The new aid architecture and its profusion
of actors and instruments raises questions of how
emerging development partnerships are managed and
how LDCs can best make use of new opportunities,
while at the same time minimizing the challenging or
negative aspects of the changing landscape. As the
pool of development actors expands, the ways in
which development cooperation is being implemented
are becoming increasingly opaque, even with regard to
traditional ODA. The need for increased transparency
has so far been focused on South—-South cooperation,
for which quantitative measurements are recognized as
more complicated, yet greater transparency is equally
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relevant to other actors under the new aid architecture,
such as philanthropic organizations, non-governmental
organizations, the broader spectrum of civil society and,
crucially, agencies using private sector instruments.
This includes the beneficiaries of such instruments,
for example business and investment funds that are
intermediaries, with ownership structures that are
often obscure. The lack of transparent and reliable
information undermines planning and coordination
functions in recipient States, hinders their ability
to deliver on accountability for development and,
ultimately, lessens democratic credentials. Put together,
such developments point to the need to redefine the
terms of the development partnerships of LDCs. This
amounts to the transformation of the terms of the
partnership between LDCs and development partners,
both traditional and new. Specific ways and means of
reaching this goal are discussed in this section.

2. Policy options
a. Implement policies for the new aid architecture

LDCs need to successfully manage their insertion
into the new aid architecture. This means reviewing
the terms and modalities of their relationships with
sources of external finance, whether public or private.
Crucially, LDCs need to occupy a central position and
have a driving role in the decision-making processes
of aid allocation and management. The immediate
objective is to significantly strengthen aid effectiveness
and boost its contribution to sustainable development
by targeting structural transformation. In the medium
to long term, enhanced development efficiency in
aid allocation and administration will strengthen the
capacity of LDCs to mobilize domestic resources and
tap into other sources of external funds on commercial
terms, leading to reduced dependence on aid.

i Revamp development partnerships

LDCs and their development partners could review
the terms and modalities of their development
partnerships, which could be (re)shaped around the
following precepts:

* Recipient country ownership of decision-making
concerning the allocation of financial resources,
project selection and the determination of priority
areas and issues;

e Alignment of programmes, projects and activities
with national development plans and priorities;

e Standards of efficiency in financial resource
disbursement, allocation and use;

e Mutual accountability in practices, data collection
and reporting, standards of transparency and
monitoring;

e Transparency in the origin and destination of funds
and the relationship between funding sources and
executing agencies and organizations;

e Mutually agreed methodologies and
measurements to evaluate the development
impact of external financing for development, as
it is essential for LDCs to be actively involved in
the formulation of methodologies, rules and data
collection and in carrying out evaluation exercises;
apart from being a precept in itself, enforcement
has two desirable effects, namely, strengthening
ownership and capacity-building in LDCs;

e Mutually agreed mechanisms to monitor the
implementation of the above precepts.

Several of these elements were included in discussions
on the effectiveness of traditional aid and form part
of the Paris Declaration and the Accra Agenda, yet
there are currently two major differences. First, it is
necessary to return to the unfinished business of the
aid effectiveness agenda. Second, contrary to the
traditional aid effectiveness agenda, the precepts
above refer to a broader range of LDC partners.
Beyond traditional donors, they also apply to the
new actors under the aid architecture, in particular,
the private sector, philanthropic organizations and
non-governmental organizations. The precepts should
be common to all actors, yet their implementation and
corresponding mechanisms should be differentiated
according to the different types of actors.

There are fundamental qualitative differences in the
relationship between LDCs and different external
sources of finance. Traditional ODA is qualitatively
different from development finance arising in the
context of South-South cooperation, as it has
different motivations, decision-making processes,
modus operandi and delivery channels, among
others. In particular, the application of these precepts
to South-South cooperation should be done in a
manner that ensures that these precepts serve to
implement the principles of such cooperation as
agreed by the international community, in particular
that South-South cooperation and its agenda
“should continue to be guided by the principles of
respect for national sovereignty, national ownership
and independence, equality, non-conditionality,
non-interference in domestic affairs and mutual
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benefit” as reflected in more than one resolution
of the General Assembly of the United Nations.®
Similarly,  philanthropic  development  financing
differs from traditional ODA and South-South
development finance and should therefore be subject
to different mechanisms in the implementation of
the above-mentioned precepts. Given lingering
dependence on aid in LDCs and the importance of
the changes in the aid architecture, the evolving terms
of development partnerships should receive greater
policy attention when the international community
discusses the new programme of action for LDCs in
the process of the Fifth United Nations Conference on
the Least Developed Countries and in the final phase
of implementation of the 2030 Agenda in LDCs.

i Establish or reinforce aid coordination mechanisms

Aid coordination is a crucial element in implementing
the principles of ownership and alignment of external
financial flows with national development plans and
priorities. Effective aid management and coordination
policies are required for LDCs to maintain ownership
of their development agendas and harness the
benefits from the increased availability of development
partners. However, this is one of the principles of the
Paris Declaration that has seen the least effective
progress in implementation. Aid coordination can
be enforced through different mechanisms, such as
the following: interministerial and sectoral processes
for coordinating aid (as adopted in Angola, Burundi,
Ethiopia, the Lao People’s Democratic Republic,
Senegal, Tuvalu, Uganda and Vanuatu); international
cooperation policies that spell out how sectoral
support should be treated (as implemented in
Afghanistan, Kiribati, Malawi, Nepal, Rwanda and
Sierra Leone); the channelling of aid through existing
institutions such as a ministry of finance; and United
Nations mechanisms such as multi-donor trust funds
or the United Nations Sustainable Development
Cooperation Framework, a “strategic, medium-term
results framework that describes the collective
vision and response of the United Nations system
to national development priorities and results on the
basis of normative programming principles” (see
chapter 4).* These are ways of strengthening LDC
ownership of financial resources and allocation, as
well as the alignment of allocation and disbursement
with domestic development plans. In some instances,
establishing strong national aid management systems
has led countries to reject funding offers that are
not aligned with national priorities. This is a difficult

8  See paragraph 11 in United Nations (2010b) and
paragraph 8 in United Nations (2019d), both of which echo
paragraph 13 of United Nations (1978).

4 See https://undg.org/document/2017-undaf-guidance.
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decision for countries subject to resource and foreign
exchange constraints, but it has served to signal
beneficiary country commitment to strengthening
national ownership. The experience of LDCs in which
aid coordination has been successfully implemented
shows that strong recipient country systems
contribute to ensuring donor coordination, even in
situations where donors do not give priority to the
principle of coordination. The channelling of ODA
through budget support rather than projects and/or
parallel structures also contributes to aid coordination
(Brautigam, 2000).

b. Implement Aid Effectiveness Agenda 2.0

The present relationship between traditional donors
and beneficiary countries is largely a result of two
factors, namely, lingering issues on the original
aid effectiveness agenda on which progress has
been limited or incomplete; and rapid changes in
the aid architecture, which present new challenges
to recipient countries. To take into account both
lingering and emerging issues, traditional donors
and beneficiary countries are advised to launch a
new agenda, namely, Aid Effectiveness Agenda 2.0.
This agenda should have two components, namely,
addressing the unfinished business of the original
agenda and dealing with the challenges that have
emerged from ongoing changes in the aid architecture.
The implementation of Aid Effectiveness Agenda 2.0
should therefore effect changes to the existing aid
architecture and correct for many of the challenges
faced by LDCs under the traditional system.

i Deal with unfinished business

Over 10 years after the signing of the Paris Declaration
and the Accra Agenda, their principles remain relevant,
as does the principle of putting recipient countries
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and their priorities at the centre of the aid system.
This is consistent with the role attributed to States
by the 2030 Agenda and the Addis Ababa Action
Agenda. Developing country policymakers still place
a higher priority on ownership, alignment with national
priorities and effective delivery, for example, the speed
of project delivery, in raising project finance (Prizzon et
al., 2016). Yet, to a great extent, these principles have
not been implemented and have decreased priority
in mainstream aid policymaking. Therefore, a core
element of Aid Effectiveness Agenda 2.0 is to reaffirm
these principles and address the unfinished business
of the original aid effectiveness agenda. There is a
need to fully implement international commitments
made following previous negotiations and affirmed in
major international declarations.

(@) Implement previous commitments on the volume of official
development assistance

Donor country commitments on the volume of ODA
were made before aid effectiveness became akey issue
on the international development agenda. However,
given that most donor countries have not delivered on
their commitments, this issue remains as part of the
pending items on the traditional aid agenda. It is critical
for traditional partners to deliver on long-standing
commitments and the ODA targets reaffirmed in
target 17.2 under the 2030 Agenda, in relation to both
developing countries and LDCs. The additional inflow
of development finance this would have brought to
LDCs in 2017 was $32.5 bilion-$58.3 billion (see
chapter 2). ODA resources fall short of investment
needs to achieve the Goals, yet such a step is critical
in mobilizing additional resources, in particular in
vulnerable countries such as LDCs, and in reinforcing
mutual accountability. Such an increase in ODA might
accentuate dependence on ODA in LDCs yet, while
this may occur in the short term, on the contrary, the
desired effect in the medium and long terms would
be to lessen such dependence, as may be expected
on the path towards economic development. At
present, ODA remains a key tool in enhancing the
development and long-term prospects of poor
countries, in particular LDCs (Arndt et al., 2010). For
an increase in aid dependence in the short term to
lead to the end of aid dependence in the long term in
LDGCs, one condition is that a significant portion of the
additional resources should be directed towards the
development of productive capacities, in particular,

to productive investment that leads to structural
transformation. This would help to create good quality
employment, which is a precondition for achieving
several of the Goals, including Goal 1. Moreover,
structural transformation in LDC economies would
shrink chronic current account deficits, reducing
their external indebtedness and lessening their
dependence on external resources and, by the same
token, gradually eliminating aid dependence. In other
words, such a long-term process presupposes the
rebalancing of the allocation of traditional aid in favour
of productive sectors in such a way as to accelerate
structural transformation. Targeted aid earmarked
for specific sectors, in particular infrastructure
investments, can facilitate improved fiscal outcomes
in LDCs and reduce debt burdens. Development
partners should therefore increase support for
transformative national development agendas to
maximize the effectiveness of aid. It is important for
commitments on ODA volume to be implemented
ahead of the Fifth United Nations Conference on the
Least Developed Countries, in order that they may
form part of the basis for the planning of the financing
for development landscape for LDCs for the next
decade. Such developments should be reflected in
the next plan of action.

(b) Ensure donors align with national priorities

A crucial aspect of the aid effectiveness agenda has
been the alignment of donors with beneficiary country
priorities. The divergence between the concentration
of donor resources on social sectors and the neglect
of productive sectors and infrastructure shows that
alignment remains an issue in traditional aid delivery
that needs to be addressed. Critically, LDCs receiving
aid above 50 per cent of government expenditure
but with a similarly high tax revenue-to-government
expenditure ratio face significant aid alignment
problems. A threat to the achievement of the Goals
in LDCs is path dependency in the pattern of aid
allocation, whereby a concentration in the social
sector remains prevalent. It is therefore important to
align aid allocation with recipient country priorities
and development plans.

i Tackle new challenges

Private sector engagement implies an increased
reliance on FDI and public—private partnerships.
Negative experiences with such partnerships are
common in both the global North and South. Many of
the donor countries championing such partnerships
abroad through the strategies of their development
finance institutions are changing their approaches
to domestic public—private partnerships, but similar
developments are lagging in recipient countries.
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Giving primary consideration to the singular issue of
accountability can help LDCs affect private sector
engagement in ways that enhance its contribution
to structural transformation and sustainable
development. Regardless of the outcomes of
the modernization of the ODA architecture, the
redefinition of what counts as ODA warrants a careful
assessment of development impacts, to determine
whether the evolving notion of ODA is appropriate
in the era of the 2030 Agenda. For Aid Effectiveness
Agenda 2.0 to be meaningful, it is important that
DAC members strengthen ODA-linked private sector
engagement accountability in beneficiary countries
including, in particular, LDCs, which are the most
dependent on ODA among all beneficiary countries.
The need for accountability and transparency applies
across all development cooperation actors in private
sector engagement, and the following elements are
critical.

(@) Collaborate on private sector engagement in development
cooperation

Recipient governments and beneficiaries have, to
date, not been a party to the ODA modernization
process and the design of private sector engagement
in development cooperation. The direction of
accountability in the operationalization of private sector
engagement also tends to flow backwards to donors,
rather than to beneficiary developing countries. There
are no agreed or standard definitions of most concepts
related to private sector engagement and blending. In
order to enhance development cooperation, donors
may create a platform for joint decision-making with
recipient countries on a range of issues, such as the
following:

e All applicable definitions and methodologies
of measurement relevant to the new ODA
architecture and private sector engagement;

e Minimum standards of transparency in the use of
private sector instruments and additionality;

e Expediting decisions on the unfinished business
of ODA modernization;

e [Effectively addressing current gaps in the
accountability of the private sector as an actor in
development cooperation;

e Reaching an agreement to reserve the right of
recipient countries to have the final say on the
scope and limits of private sector engagement in
development cooperation.

(b) Enhance transparency in project selection and
implementation

Private  sector engagement in  development
cooperation emphasizes corporate and commercial

The scope and limitations of private
sector roles need to be well defined

solutions. Decision-making tends to involve donor
agencies and the private sector and can often
exclude recipient country institutions, contrary to the
principle of ownership. This is in contrast to traditional
development finance, which typically results from a
process of negotiations between external sources
of financing and beneficiary countries (Whitfield and
Fraser, 2010). LDC Governments may consider the
following:

e Proactively delineating the scope and limits
of the roles of the public and private sectors
in the delivery of public services, in line with
heterogenous interests and socioeconomic
contexts at the national and sectoral levels, as well
as guarantees and contingent liabilities included
in private sector engagement projects that might
entail fiscal implications;

e Putting in place the necessary institutional
frameworks, laws and regulations to align private
sector engagement with national development
priorities and goals, that is, implementing the
principle of alignment, which may be achieved by,
among others, requiring consistency with national
development plans; requiring transparency in
the ownership information of investees; and
establishing the role of the State in assessing the
development impact of Goals-aligned investments
in the context of private sector engagement in
development cooperation.

(c) Develop the endogenous entrepreneurial base in the least
developed countries

Fostering domestic entrepreneurship can have a
major development impact and is a critical part of
inclusive and sustainable economic development
(UNCTAD, 2018b). LDC Governments need to
proactively engage with private sector engagement
in ways that define the role and space of the
domestic private sector and its interface with the
external private sector. They also need to structure
investment incentives in domestic economies
accordingly. LDC Governments may consider the
following:

* |dentifying strategic national interests or sectors
in their economies as, for example, countries in
the European Union have done following the
increased investment by China in their countries;
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e Preserving the necessary space for domestic
private sector participation in the most profitable
segments of economies, for example by securing
access to an equitable distribution of aid-based
support for the domestic private sector, which can
provide a window for international agreements
and/or best practice principles for win-win
formulas in addressing the commercial interests
of both donors and recipients;

e Exploring innovative ways to enhance linkages
with FDI, for example by setting up secondary
industrial zones for domestic suppliers, whether
at separate sites or adjacent to formal export
processing zones that often target FDI (Moran et
al., 2018);

e Revisiting entrepreneurship strategies in line
with the contribution of different types of
entrepreneurship to structural transformation and
wealth generation, including with regard to the
higher propensity of medium-sized and larger
domestic companies to link with external investors
in win-win scenarios, compared with smaller
counterparts (UNCTAD, 2011¢; UNCTAD, 2018b).

(d) Develop an internationally agreed development impact
evaluation framework for non-State actors

Accountability for achieving the Goals currently lies
only with States, which are constrained in exercising
this responsibility by the use of commercial solutions
to development that do not have binding and
rigorous development impact evaluation frameworks
for non-State actors. The need to develop and
implement methodologies, metrics and mechanisms
for development impact evaluations is an integral
and critical gap in the new aid architecture. It raises

the risk that development effectiveness and impact
will be aligned with commercial and financial metrics
rather than the lived experience of development in
beneficiary countries. Some Goals are more easily
invested in than others. The evidence points to
heightened risks of concentration by private sector
engagement on a few of the Goals, with other
Goals, such as quality public education, in danger
of remaining severely underfunded. Moreover, many
LDCs remain unattractive to private investment beyond
the traditional areas targeted by FDI, in particular in
the primary sector. Therefore, a closer alignment of
private sector engagement with Aid Effectiveness
Agenda 2.0 is desirable. Donors and beneficiary LDC
Governments may consider the following:

e Jointly developing indicators and guidelines for
measuring and reporting on the development
impact of private sector engagement projects to
strengthen mutual accountability frameworks for
achieving the Goals;

e Limiting the expansion of the share of private sector
engagement in total ODA to LDCs, contingent
on clear and evidence-based evaluations of
the impact and additionality of private sector
engagement on recipient country development,
given that available evidence does not point
conclusively to the acceleration of sustainable
development in beneficiary countries;

e Considering theimplications ofincreased incentives
for accelerated fragmentation in development
cooperation and cross-sectoral impacts as part
of development impact assessments of private
sector engagement;

e [ffectively addressing the issue of implicit subsidies
when private companies invest in beneficiary
countries, given the potentially negative effects on
market structure and competition;

e Agreeing on a common definition of ODA, along
with jointly agreed guidelines and boundaries
for private sector engagement in development
cooperation.

The idea of promoting responsible business conduct
and promoting and facilitating investment aligned with
the Goals is a major component of private sector
engagement. Donor countries can promote business
investment in projects and sectors that promote the
structural transformation of LDC economies, in order
for aid resources to be the most effective in terms of
development impacts. In addition, the international
community may promote new forms of business and
investment for shared value that boosts productivity,
inclusiveness and development and that replicates and
scales up best practices; and traditional donors have
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suggested that they are increasing coherence between
domestic policies and development objectives by
using evidence of the development impacts of their
policies in developing countries (OECD, 2018a). This
should be an element of Aid Effectiveness Agenda 2.0.

(e) Ensure additionality

A central issue of the unfinished business of aid
effectiveness agenda which has become increasingly
important under the new aid architecture is
additionality. The trends in external financing, in
particular the emergence of new donors, private
actors and blended resources, are creating additional
coordination problems in LDCs, and it is not clear
how much additional external financing is being
provided. Countries should ensure that the new
forms of cooperation are bringing additional financing
that complements domestic resources and are not
substitutes that entail costly private financial flows
and additional public liabilities.

¢. Expand and strengthen South—South cooperation

The relevance of South-South and triangular
cooperation has increased in recent years and
could have a critical role with regard to sustainable
development prospects in both LDCs and other
developing countries. Given the development needs
of the former, increased South-South development
cooperation by non-traditional partners in a position to
do so could bring considerable benefits. It is critical to
adequately reflect LDC needs in existing frameworks
for economic integration among developing countries
at regional or interregional levels. Challenges remain,
in particular with regard to regional imbalances
in access to development finance by beneficiary
countries, along with the need for increased clarity in
the definition of concessional and non-concessional
lending, given the present lack of a common
definition among sources of development finance
in the South. These issues should be addressed
through the revamping of development partnerships
and enacting of general precepts, including mutual
accountability and development impact evaluations.
Development partners in the South have not yet
agreed on a single definition and methodology
for reporting on South-South cooperation, yet it
is important to build upon existing country-level
efforts to improve the transparency and monitoring
of sustainable development footprints. This would
be consistent with the outcome document of the
second High-level United Nations Conference on
South-South  Cooperation, which encourages the
development of “country-led systems to evaluate and
assess the quality and impact of South-South and
triangular cooperation programmes and improve data

Impact evaluation
for non-State actors
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collection at the national level” (United Nations, 2019d,
para. 25). Inthis context, the engagement of beneficiary
countries, including LDCs, could prove particularly
promising in progressively building institutional
capacities to monitor development cooperation
activities and enhance their quality, as well as taking
into account the specificities of LDC economies. The
United Nations has traditionally had an important role
in fostering South-South cooperation and has been
requested to pursue and strengthen its action in this
field (United Nations, 2019d, para. 27). A United
Nations system-wide strategy on South-South
cooperation is being developed.

1. Main issues

It is crucial for LDCs to place the strengthening of
their fiscal systems at the centre of their development
strategies, for two main reasons. First, building fiscal
systems is an integral part of State-building and there
is a reciprocal relation between the quality of a fiscal
system and State capacity. In order to finance the
building of institutions and the formation of bureaucratic
capabilities, States need to mobilize resources. Along
the development trajectory of countries, there is
typically a transition from dependence on external
finance towards domestic resource mobilization, as
noted in this report. In addition, State capacity to
raise and allocate fiscal revenue in a sustainable way
depends on a social contract that confers legitimacy
to the fiscal system, in both developed countries
and as part of the ongoing development process in
developing countries (Brautigam, 2008). State-building
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It is vital that LDCs expand
their tax bases

and the strengthening of State capacity is in turn
required for a State to be able to steer the process
of structural transformation and, thereby, sustainable
development. Second, there is a relationship between
taxation and aid dependence. It is often argued
that aid dependence prevents the development
of fiscal capacity in recipient countries, as well as
State capacity more generally, and that it tends to
perpetuate a low-level equilibrium that characterizes
underdevelopment traps (Brautigam, 2000). Aid and
taxation are often seen as imperfect substitutes,
on the grounds that the availability of ODA is a
disincentive to the construction and strengthening
of a domestic fiscal system. However, the extent
of such negative side effects is questionable and,
moreover, they may be the consequence of problems
in the system of aid itself. In addition, multilateral and
regional development banks have traditionally been
active in the fiscal field through the implementation
of capacity-building programmes on fiscal policy and
budget management, which have resulted in building
islands of high-level bureaucratic competence in
LDGCs, typically within ministries of finance and central
banks. Yet such capacity-building activities have
often largely been oriented towards fiscal prudence
and decreased expenditure, rather than raising taxes
and managing the longer term development impacts
of fiscal policy (Therkildsen, 2002).

2. Policy options
a. Strengthen fiscal capacity

If correctly used, aid can become an instrument
for breaking the vicious circle between aid
dependence and weak State capacity, if it is applied
to strengthening bureaucratic capacity in recipient
countries, in particular with regard to tax collection
and public expenditure allocation and management.
Partner countries and institutions have an important
role in this endeavour. They should have not merely
a technocratic approach to building fiscal capacity
in LDCs but a focus on the development impacts
of fiscal policy. Strengthening LDC fiscal capacity is
warranted on the following grounds:

e Gradually reducing aid dependence in LDCs and
progressively attenuating the negative features of
aid dependence;

e Strengthening ownership of development policies
and thereby providing the resources required
to boost the investment needed to accelerate
structural transformation in LDCs;

e Bolstering LDC negotiating positions vis-a-vis
external public and/or private sources of financing;

e Helping LDCs attenuate the missing-middle trap
of development finance as they graduate from the
LDC category or as income levels rise.

Sources of bilateral development finance and technical
assistance can also be mobilized to strengthen fiscal
systems in LDCs with regard to both human and
institutional capabilities. This presupposes synergies
between ODA and domestic taxes. Aid can be
targeted to strengthening domestic fiscal systems,
in particular through capacity-building among public
officials and strengthening the related institutions,
such as the ministry of finance, tax authorities and tax
legislators. Aid should be used to bolster bureaucratic
capacities on both the revenue and expenditure sides,
as efficiency gains are required in allocation, spending
and fiscal resource management. It is important to
build fiscal capacity in most developing countries and
even more critical in LDCs. However, the expectation
placed on LDCs to mobilize adequate domestic
financial resources for their development should be
tempered by reality. Low levels of diversification in
economies limit the extent to which LDCs can rely
on taxes on income and profits. Moreover, due to its
procyclical nature, tax revenue in LDCs is bounded
by the weak growth potential of their economies.
Macroeconomic shocks and structural vulnerabilities
in LDCs also contribute to underperformance in
tax revenue collection, in particular in countries
with weak institutions. Most LDC economies have
a large informal sector, which limits the scope for
strengthening taxation. Therefore, it is important to
strengthen State capacity in mobilizing and managing
both domestic and external sources of financing for
development and to ensure that aid is geared towards
gradually reducing aid dependence.

b. Expand the tax base

The limits of domestic resource mobilization in LDCs
are due to the narrow productive base and low levels
of income, although there are income and wealth
sources that have typically been underexploited by
policymakers in LDCs, traditionally in the following
areas (UNCTAD, 2010):

e Natural resources, for example, the low level
of taxation of mining activities is a traditional
shortcoming in LDC fiscal policy, in particular in
resource-rich LDCs;
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e Tax loopholes and exemptions given to
transnational corporations, expatriates and private
sector engagement projects; over 80 per cent of
low-income countries and lower-middle-income
countries offer tax incentives and exemptions
on investment, yet tax incentives are often not
among the most important factors in investment
and location decisions and LDCs should therefore
consider revising the terms of their FDI policies
and bilateral investment treaties (OECD, 2018a);

e Urban property, which is typically taxed at low
levels or not taxed at all;

e | uxury consumption, which typically faces the
same shortcomings as urban property as a
taxable base.

These sources of income have traditionally been
accessed by LDCs to a low extent. The development
of a new aid architecture and the significant increase
in the number of agents active in the economies of
LDCs implies that there are other potential sources
of taxation that should be considered but are
typically neglected, including taxing private sector
engagement projects and aid workers, closing ODA
loopholes and tax exemptions and participating in the
profits of public—private partnerships.

1. Main issues

LLDCs should renew efforts to reassert the importance
of the global partnership for sustainable development
and take a more assertive and proactive role in
engaging development partners, articulating their
needs and stakes with regard to systemic issues at the
bilateral and, in particular, at the multilateral level. With
regard to broader issues on the international agenda,
LDCs have a particularly strong vested interest in
preserving and strengthening multilateralism. This is
the sphere where the voice and interests of smaller
countries and weaker actors in the international
community are best represented and defended
(Kahler, 1992; Suilleabhain, 2014). Multilateralism
is, moreover, a means of pursuing the realization of
human rights, including the right to development
(box 5.2). Yet the current economic and geopolitical
conjuncture is placing an enormous strain on the
multilateral system and it has recently come under
criticism in the fields of trade, finance and geopoalitics.

Multilateralism has to be safeguarded
and strengthened

With regard to specific issues on the aid effectiveness
agenda, the United Nations system has effectively
promoted the Paris Declaration principles of ownership
and alignment, with a commitment to promoting
State capacity and decision-making on development
priorities and strategies, in contrast to the shifts in the
priorities of traditional donor countries away from a
beneficiary country-centric approach (Lundsgaarde
and Engberg-Pedersen, 2019). This broader
movement away from multilateralism seems to be
reflected in the current trend in the aid architecture
to target the increased use of bilateral development
finance institutions. This may ultimately elevate
bilateral engagement and intensify unilateral action by
a variety of actors that are not necessarily equipped
to address all or any development challenges. This
change should not come at the expense of the
multilateral sector, including the critical role of the
United Nations in providing concrete evidence-based
guidance on development  cooperation  for
policymakers and practitioners at all levels. The
United Nations development system constitutes an
essential forum to create greater solidarity across all
countries and sectors and to ease tensions between
competing national interests. This is an additional
reason for the international community to resist the
drive away from multilateralism. Among systemic
issues of critical interest to LDCs, with increasingly
visible impacts, is climate change. Growing evidence
has shown that, although LDCs have contributed only
marginally to greenhouse gas emissions, they will be
disproportionately affected by the consequences of
climate change and related extreme weather events,
which threaten to exacerbate global inequalities and
undermine progress towards sustainable development
and poverty eradication (UNCTAD, 2010). Laying the
foundations for sustainable development in LDCs
entails investing in climate-resilient infrastructure and
diversifying economies into sectors and activities with
higher productivity and less exposure to climate-related
risks. This hinges on the availability of adequate funds
for climate change adaptation and mitigation, as well
as on bold and concerted efforts to foster technology
transfer. Against this background, resources mobilized
by donor countries for environmental sustainability
objectives are largely not on track to meet the
commitment in the context of the Paris Agreement of
$100 billion per year by 2020 and less than 20 per
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Box 5.2 Multilateralism, international cooperation and the right to development

International cooperation is vital to realizing the transformative vision of the 2030 Agenda, which is grounded in
the international human rights framework and informed by the Declaration on the Right to Development. The
responsibility of States is anchored in articles 1, 55 and 56 of the Charter of the United Nations, which also highlight
the need for multilateralism, as “all Members pledge themselves to take joint and separate action in cooperation
with the Organization for the achieverment of the purposes set forth in article 55” (article 56). These principles are
reaffirmed by the Declaration on the Right to Development, which declares that States should cooperate effectively
to provide developing countries with appropriate means and facilities to foster their comprehensive development
and should take steps to eliminate obstacles to development. States acting individually and collectively bear primary
responsibility for guaranteeing the right to development, which includes an appropriate political, social and economic
order for development, appropriate national and international development policies and appropriate economic and
social reforms to eradicate social injustice. Resonant with the principles of special and differential treatment and
common but differentiated responsibilities, the Declaration on the Right to Development affirms that sustained action
is required to promote more rapid development of developing countries. As a complement to the efforts of developing
countries, effective international cooperation is essential in providing the appropriate means and facilities to foster
their comprehensive development. Moreover, international cooperation is a binding legal obligation in several human
rights treaties, including the International Covenant on Economic, Social and Cultural Rights, the Convention on the
Rights of the Child and the Convention on the Rights of Persons with Disabilities. This obligation has been further
elaborated by the respective treaty bodies. The human rights principles of equality, non-discrimination, participation,
accountability and transparency must guide decision-making processes at all levels, including global governance.
States, international and regional organizations and all other stakeholders must cooperate to reduce inequalities,
in line with Goal 10, including through financing development and debt relief. Policy coherence requires trade and
investment agreements to be aligned with human rights obligations and ensuring policy space requires redressing
structural and systemic asymmetries. North-South, South—South and triangular cooperation, including to mobilize
resources and close technology gaps and digital divides, can help realize human rights, in particular economic,
social and cultural rights, including health and education.

Sources: United Nations, 1945; United Nations, 1986.

cent of bilateral ODA commitments by DAC members
are reported as focusing on environmental objectives.

2. Policy options

In their quest for development finance, LDCs
have a considerable stake in discussions related
to systemic issues, notably reserve currency and
debt sustainability. Their economic weight may be
marginal when assessed on a global scale, but the
terms of their integration into the global market are
significantly affected by measures in this regard
agreed by the international community. It is therefore
all the more important that LDC interests be
adequately considered and reflected in global forums
and debates on systemic issues. A multilateral forum
that provides a platform for LDCs to raise concerns
to the international community is the Committee of
Experts on International Cooperation in Tax Matters,
currently working on several issues of particular
interest to LDCs, such as transfer pricing, extractive
industries, ODA projects and capacity development.
This section focuses on such issues.

a. Combat illicit financial flows and international tax
evasion

LDCs have experienced significant illicit financial
outflows that further erode their taxable bases, in
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particular LDCs with extractive industries as an
important sector of economic activity (Le Billon, 2011;
UNCTAD, 2014e). Combating illicit flows requires
strengthening international cooperation on tax matters
and closing loopholes, to contribute to the domestic
resource mobilization efforts in developing countries.
This responsibility should be shared by all actors in
development. International cooperation is therefore
important, in particular at multilateral forums at which
all countries, including LDCs, are represented.

b. Agree on a multilateral framework for debt
restructuring

The proposal to establish an independent, multilateral
and transparent debt restructuring mechanism has
beenincluded in international discussions on financing
for development for decades, given the cyclical
nature of foreign debt crises in developing countries,
despite different initiatives taken to address them,
such as HIPC. However, an international consensus
has not yet been reached, although the need for it
is becoming stronger in the present context, in both
LDCs and other developing countries, in particular in
view of the growing complexity of the aid architecture
and the financing for development landscape. LDCs
stand to benefit the most from such a mechanism,
given their structural current account deficits and the
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recent deterioration of their external debt situations
(see chapters 1 and 2). Ideally, such a framework
should go beyond the strict debt sustainability
criteria currently in place, and take into account
human rights, gender inequalities and climate-related
vulnerabilities. UNCTAD had a critical role in assisting
the discussions that led to the adoption by the
General Assembly of a resolution on basic principles
on sovereign debt restructuring processes (United
Nations, 2015a). This important step needs to be
followed by implementation mechanisms for the
agreed principles.

c. Facilitate access to long-term and climate-related
finance

Macroeconomic fundamentals and the specific
vulnerabilities in LDCs suggest that greater access
to long-term development finance could prove vital
in addressing infrastructure gaps and investing in
technological upgrading and skills accumulation.
The current trend in international finance is towards
even greater private sector engagement through
public—private partnerships, yet it is important
to reaffirm the central role of public finance in
sustainably financing infrastructure and thereby
providing the basis for structural transformation. With
regard to climate-related finance, beyond concerns
about the additionality of resources provided for
environmental sustainability purposes, it is imperative
that developed countries step up the mobilization of
official development finance in line with international
commitments. It is also important to expand the
share of such resources provided in grant or
grant-equivalent forms and increase in particular the

portion targeting climate change adaptation, as it is
the type of climate finance most relevant to LDCs.

d. Restore the primacy of multilateralism

LDC have a limited voice at key discussions at which
systemic issues are treated and limited chances
to articulate their needs and see them adequately
considered. Based on historical experience, this lack
of representation is unlikely to be addressed in the
near future, yet it is important that LDC concerns
be adequately taken into account, if the pledge to
leave no one behind is to be taken seriously. The
need to reinvigorate multilateralism and strengthen
global cooperation is increasingly being recognized,
not only by the United Nations and UNCTAD, but
also by the International Monetary Fund and OECD
(International Monetary Fund, 2019; OECD, 20183;
Project Syndicate, 2019b; UNCTAD, 2017b). With
regard to aid allocation and delivery, it is crucial to
reinforce the role of the United Nations in the evolving
aid architecture, given that development is one
of the three pillars of the United Nations and given
its strong track record with regard to ownership
and alignment with national priorities. The United
Nations commitment to the principles of the Paris
Declaration is confirmed by the ongoing reform of
its development pillar, a major element of which is
the strengthening of the United Nations Sustainable
Development Cooperation Framework. All sources
of financing under the new aid architecture can
therefore consider strengthening multilateralism by
boosting the financing of programmes that give the
United Nations system a leading role in collaborating
with country authorities.





























































