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Abstract

Fragile states are highly dependent on foreign aid and are characterized by several features that
impair their economic and social performance. After reviewing the literature on aid
effectiveness, the chapter presents several stylized facts on aid flows to fragile states, and
exploits detailed project-level data to provide novel evidence on aid effectiveness in fragile
states. Comparing project success rate across fragile and other developing countries confirms
that aid given to fragile states is less likely to be effective than elsewhere. Focusing on the
conflict dimension of fragility, we can extend our analysis at the subnational level to strengthen
the identification of the effect of fragility on project success. Our results indicate that a project
implemented in a fragile state is up to 8 percentage points less likely to be successful than a
similar project financed in another developing country. Our analysis does not imply that aid to
fragile states should be reduced across the board, but points to several factors that could hamper

the growth dividend of aid.
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1. Introduction

In 2017 foreign aid to developing countries—measured by official development assistance
(ODA) grants—amounted to more than USD 140 billion.? A large (and increasing) share of
these flows have been directed to fragile states, which received USD 68 billion in 2016 (OECD
2018). In fragile states, aid inflows account for a much larger share of GDP than in other
developing countries and, on average, it is the most important source of external finance.
Fragile states are highly dependent on foreign aid and are also characterized by several features
that impair their economic and social performance—encompassing weak governance, limited
administrative capacity, low legitimacy, chronic humanitarian crises, polarized societies and
persistent social tensions, and, often, violence or the legacy of armed conflict and civil war
(OECD 2018; Commission on State Fragility, Growth and Development 2018). Thus, two

questions arise: how predictable and, more important, effective are aid inflows to fragile states?

The experience of Malawi is a case in point. Foreign aid amounted to 17 percent of GDP
between 2005 and 2008 and in the same period the country grew at 6.3 percent per year (in
real terms), a rate significantly higher than in previous years.> Commentators praised Malawi
for “its sound economic policies and a supportive donor environment” (Wroe 2012). However,
in 2009 the situation changed dramatically as aid money was used for personal expenditures
and human rights and international observers raised governance concerns (IMF 2012). These
events triggered a reaction by the international community and a steady decline in foreign
assistance (aid averaged 12.5 percent of GDP in 2009-11, the decline in Malawi was bigger
than the decline in aid due to the financial crisis in some donor countries), which created
mounting pressure on the exchange rate and led to significant negative real effects and a growth

slowdown in subsequent years. The case of Malawi would suggest that aid can be a key driver

2 Data are from the OECD, http://www.oecd.org/newsroom/development-aid-drops-in-2018-especially-to-
neediest-countries.htm (last accessed: June 2019)

3 Data are from the World Bank’s World Development Indicators (last accessed: June 2019).



of sustained growth, even in fragile states. However, weak governance can undermine aid

effectiveness and lead to volatile inflows, which are likely to adversely affect fragile states.

Given that fragile countries are at the risk of being left behind—it has been estimated that by
2030 more than 80 percent of the world’s poorest will live in fragile countries (OECD 2018)—
there is ground to advocate for additional and increasing aid inflows to fragile states. For
instance, in 2015 the UK’s Department for International Development (DFID) made the
commitment to allocate 50 percent of its budget to fragile states and regions (DFID 2015).
Similarly, the United States—which is the largest donor to fragile states—is scaling up its
effort to tackle fragility (D’Alelio 2018). Multilateral institutions are also taking steps in the
same direction. The World Bank agreed to double its funding for fragile, conflict, and
violence-affected countries*, while the IMF (2017) has published a comprehensive review of
its technical assistance programming in fragile states with a set of recommendations for

improving fiscal capacity.

However, the literature on the effects of foreign aid on growth and poverty reduction has not
yet reached a consensus on aid effectiveness, and fragile states are characterized by elements
(e.g., weak institutions, conflicts) which could weaken aid effectiveness. Moving from similar
concerns, and to maximize aid effectiveness and lift countries out of fragility, the Commission
on State Fragility, Growth and Development (2018) recommends to develop aid strategies
specific to fragile states in order to channel aid flows to strategic sectors, finance key public
investment projects necessary to emerge from political and economic fragility, and promote

job creation.

Building on these considerations, this chapter reviews the literature on aid effectiveness with
a focus to issues specific to fragile states (Section 2). The existing literature on aid and growth
has not yet reached a consensus on aid effectiveness, mostly because of severe methodological
challenges that complicate the identification of causal effects in macro data. Bringing new

evidence is beyond the scope of this chapter, which instead discusses several aspects of aid

4 See: https://www.worldbank.org/en/topic/fragilityconflictviolence/overview#2 (last accessed: June 2019).




assistance that may affect the effectiveness of aid flows to promote inclusive growth in fragile

states.

Then, the chapter presents several stylized facts on aid flows to fragile states, looking both at
country-level and sector-level data (Section 3). Plotting aggregate trends in aid flows shows
three main features. First, the data highlight the aid dependency of several fragile states, where
aid inflows account, in a few cases, for more than 10 percent of GDP. These flows have been
declining over time and are not counter-cyclical, suggesting that they cannot really serve as a
shock absorber. However, on the bright side the data indicate that aid flows to fragile states
have become less unpredictable over time. Third, there is a clear increasing trend in aid
fragmentation over time, coupled with a stable share of multilateral aid flows and a recent
increase in the share of aid delivered as budget support rather than project aid. Since a large
number of donors can overburden the local institutional capacity and result in less efficient
spending (Djankov et al. 2009), the recent increase in budget support, maximizing the
ownership of aid flows, could mitigate the potentially negative effects of donor fragmentation

(Dreher et al. 2018Db).

The final part of the chapter takes advantage of project-level data to provide novel evidence
on aid effectiveness in fragile states (Section 4). The analysis of a large dataset of aid projects
funded by 7 large donors over the period 1980-2012 shows that the success rate of a project is
significantly lower in fragile states (and if implemented during a conflict), even after
controlling for a large set of country and project specific characteristics, and a granular set of
fixed effects which absorb the impact of unobserved factors on differences in the project
success rates across sectors and over time. Our results are economically sizable and indicate
that a project implemented in a fragile state is about 8 percentage points less likely to be

successful than a similar project financed in another developing country.

For a sub-sample of aid projects financed by the World Bank we can extend our analysis at the
sub-national level, focusing on the conflict dimension of fragility, and exploiting the variation
of conflict within countries and over time. In this case we can strengthen the identification of
the effects of (conflict) fragility on aid effectiveness by controlling for country fixed effects,

which absorb any cross-country variation that may affect project outcomes. The results indicate



that the likelihood that a project is successful is lower in conflict (sub-national) regions, further
strengthening our argument that aid effectiveness could be weaker in fragile states than in
comparable countries. Finally, we find that the project success rate increases with stronger
control of corruption, showing that polices targeted at curbing corruption could contribute to

increase aid effectiveness.

2. Aid effectiveness: a brief literature review

Does aid help countries grow? While the economic literature on foreign aid is extremely broad
(see, among others, the seminal contributions by Alesina and Dollar 2000; Boone 1996), it has
not yet reached a consensus on whether aid is effective in promoting growth in the recipient
country (see, among others, Rajan and Subramanian 2008; Clemens et al. 2012; Dreher and
Lohmann 2015; Arndt et al. 2015; Galiani et al. 2017; Dreher et al. 2018a; and Addison et al.
2017 for an overview of the macroeconomics of aid). Existing studies find that the success of
aid in boosting the recipient country’s economy is conditional on donor characteristics and
their motivations (Kilby and Dreher 2010; Dreher et al. 2018a; Minasyan et al. 2016), and on
the quality of policies and institutions in recipient countries (see Burnside and Dollar 2000;
Collier and Dollar 2002), although the evidence on the importance of sound policies and
institutions is far from clear (Easterly et al. 2004). In this section, we briefly review the
characteristics of aid flows, donor, and recipient countries which the literature has identified
as elements that can influence the effectiveness of aid for economic development. For a
comprehensive review of these factors and their role played in countries with limited statehood,

see also Dreher et al. (2018b).

A first key element is the notion that large aid inflows can put pressure on the exchange rate,
with negative effects on external competitiveness, exports, and manufacturing growth
(Arellano et al. 2009; Rajan and Subramanian 2011). Related to this issue, a more general
concern is that the capacity to absorb foreign aid is impaired by various types of bottlenecks,

implying that there are diminishing returns to aid (Clemens and Radelet 2003; Bourguignon



and Sundberg 2006; Clemens et al. 2012).° Consistent with this conjecture, the empirical
literature at the macro-level shows decreasing marginal returns to aid (Clemens et al. 2012).
Focusing on project level data, Presbitero (2016) finds that World Bank investment projects
are less likely to be successful if implemented during periods of public investment booms,
because of absorptive capacity constraints in recipient countries. Carter (2014) shows that,
when recipients face absorption constraints, aid allocations that favor poorer recipients are not
always optimal and a sizable portion of aid could be wasted. In line with this evidence, Feeny
and McGillivray (2009) show that a number of fragile countries receive more aid inflows than
what they can efficiently absorb, with negative effect on the impact of these flows on growth
and poverty reduction. On the other hand, and focusing only on the conflict dimension of
fragility, Collier and Hoeffler (2004) document that absorptive capacity is greater than normal
in post-conflict countries, suggesting that more aid could be channeled to these countries, under

the conditions that could policies are in place.

Large inflows are also often associated with a multitude of international agencies, including
regional development banks, emerging bilateral donors, global funds, philanthropic
foundations, and non-governmental organizations (NGOs). Donor proliferation and aid
fragmentation across donors (or sectors) is a second factor that has been largely investigated
as potentially harmful for aid effectiveness (see, for instance, Easterly and Pfutze 2008 and
Kimura et al. 2012). When aid is fragmented, transaction costs become generally higher
(Anderson, 2012; Acharya et al. 2006), and the quality of public sector bureaucracy decreases
because of corruption (Djankov et al. 2009; Knack and Rahman, 2007). At the same time,
while most of the literature focuses on the negative effect of aid fragmentation, recent studies
stress that the participation of several donors and a greater diversity can help developing better
policies. Kimura et al. (2012), for instance, use a donor-concentration index to capture a low

degree of donor proliferation and find that aid proliferation has a negative effect on the

5 More generally, Besley and Mueller (2019) discuss the role of institutions and state capacity as a key constraint
in fragile states. While their focus is on fiscal capacity, the notion that weak state capacity act as bottleneck to
raise revenue has similar implications for the capacity to absorb and use effectively aid inflows.



economic growth of recipient countries, especially in Africa.® By contrast, Han and Koenig-
Archibugi (2015) and Koeln (2019) argue that a larger number of donors can bring a more
diverse set of views that in turn can generate better policies. Consistent with this hypothesis,
Han and Koenig-Archibugi (2015) find a U-shaped relationship between the number of donors
and the effectiveness of health aid, while Koeln (2019) shows that diversity provided by a
multitude of donors helps improve a recipient country’s democracy. Gehring et al al. (2017)
also find that the effects of fragmentation are not universally negative. Rather, they stress
significant heterogeneity across sectors and channels of influence, with the so-called “social
sectors” benefiting from aid fragmentation and the lack of a lead donor triggering the negative

effect.

A third aspect that could mitigate the growth dividend of foreign aid is its unpredictability (and
volatility), which could be the consequence of uncoordinated and fragmented donors. Aid
unpredictability is generally measured as the deviation of aid commitments from
disbursements and captures potential shortfalls in aid flows which could generate pressures on
public finances (Celasun and Walliser, 2008; Kodama, 2012). Unpredictable and volatile aid
can reduce aid effectiveness (Arellano et al. 2009; Bulir and Hamann 2008) and can have
asymmetric negative effects on the level and composition of government expenditures, given
that aid shortfalls are likely to reduce investment projects, while windfalls are often spent on

consumption rather than investment.

Donors provide aid through the financing of specific projects (project finance) or delivering
general support to the recipient country (budget support), imposing conditionality on how the
funds are allocated to avoid granting full control to recipient government on how to spend the
money. The literature has been long debating the pros and cons of these two different
approaches to deliver international aid and have not yet settled on what is preferable. Cordella
and Dell’ Ariccia (2011) show theoretically that budget support is preferable when the donors’
preferences are aligned to those of the recipients and the disbursements are small relative to

the recipient country’s domestic resources. Similarly, Morrissey (2006) shows that it is safe to

¢ Recent evidence by Davies and Klasen (2019) seems to suggest that herding is a key feature of the interaction
of donors when making aid allocation choices, so that more coordination could be beneficial and favor the
transmission of information.



provide budget support when recipients agree to spend the funds in line with donors’
preferences. Eifert and Gelb (2005) favor budget support regardless of governance levels in
recipient countries because of lower transaction costs for the donors reducing the number of
projects. Gupta et al. (2006), instead, argue that project aid is preferable as it is less volatile
than aid channeled through general budget support. More recently, Dreher et al. (2017) argue
in favor of budget support aid in democratic countries, since it attributes full responsibility to

recipient governments, while project aid generates lower ownership.

Another aspect that is generally recognized as impacting aid effectiveness is whether the funds
are allocated through multilateral agencies or bilateral donors. The literature traditionally
identifies multilateral aid as being more targeted to support development outcomes, while
bilateral aid is seen as linked to donor strategic interests (Alesina and Dollar, 2000; Burnside
and Dollar, 2000; Milner and Tingley, 2013). On the other hand, recent studies find evidence
suggesting that flows allocated through multilateral agency are also guided by political
interests: Dreher et al. (2009), for instance, find that UN Security Council membership
influences World Bank loans. A recent meta-analysis by Biscaye et al. (2017) on 45 empirical
studies find no consistent evidence that either bilateral or multilateral aid is overall more

effective in improving development outcomes.

Finally, several studies also focus on the sectoral allocation of aid and find that ODA are often
used for different purposes than those originally decided. For instance, Collier and Hoeffler
(2007) and Langlotz and Potraftke (2019) find that aid is correlated with higher military
expenses in receiving countries, even though ODA excludes military use. In terms of sectoral
allocation, there is also no agreement in the literature on whether foreign aid is more successful
in improving outcomes in certain sectors than in others. There is some encouraging evidence
that aid disbursed toward the education sector has positive impact (Dreher et al. 2008;
Christensen et al. 2011, Birchler and Michaelowa 2016), while there is no conclusive evidence

as far as the health is concerned (Williamson 2008, Nunnenkamp and Ohler 2011).

3. Is Aid in Fragile States Different? Stylized Facts

What is the role of all the factors discussed in the previous section in fragile states? While the

empirical evidence focusing specifically on aid in fragile states is still limited because of data



limitations (Dreher et al. 2018b), we now turn to the data and investigate how the
characteristics of aid flows differ between fragile and non-fragile states to try to understand
which factors are more likely to undermine aid effectiveness in fragile states.” The following

analysis is predominately based on OECD DAC data.

Fragile countries receive about three-times more aid as a share of their GDP than non-fragile
states that receive DAC ODA flows. A first inspection of the aggregate data since 1990 reveals
that fragile states are highly dependent on foreign assistance. Considering countries with
complete aggregate data on net ODA (in percent of GDP) over the period 1990-2017 and
comparing 25 fragile states with 75 low- and middle-income countries shows that, on average,
net ODA account for almost 15 percent of GDP in fragile states, while the average ODA-to-
GDP ratio is 6 percent in the other countries (Figure 1). Zooming in at the country level reveals
significant heterogeneity in degree of exposure to aid. Afghanistan and Liberia exhibit the
highest levels of ODA to GDP, followed by Burundi, West Bank and Gaza Strip, Eritrea and
Somalia (Figure 2). All the fragile countries, except Libya, Angola and Myanmar received

more aid (as a ratio to GDP) than the median levels for non-fragile countries.’

Aid dependency is also evident when comparing net ODA inflows with two other key sources
of external financing, remittance inflows and net foreign direct investment. While, in the broad

sample of low- and middle-income countries, remittances and FDI are the two major sources

7 'We use the definition of fragile states from the IMF Independent Evaluation Office (IEO) (IMF 2018). For the
complete list see https://www.imf.org/en/Publications/Policy-Papers/Issues/2017/06/14/pp041817building-
fiscal-capacity-in-fragile-state (page 45). The countries considered are: Afghanistan, Angola , Bosnia and
Herzegovina, Iraq, Burundi, Central African Republic, Chad, Comoros, Congo Democratic Republic, Eritrea,
Guinea, Guinea-Bissau, Haiti, Kiribati, Kosovo, Liberia , Libya , Madagascar, Malawi, Mali, Marshall Islands,
Tuvalu, Micronesia, Myanmar, Nepal, Congo Republic of, Cote d'Tvoire, Sio Tomé and Principe, Solomon
Islands, Sudan, Sierra Leone, Somalia, South Sudan, Syria, Timor-Leste, Togo, West Bank and Gaza, Yemen,
Zimbabwe. We exclude countries with population less than 1 million.

8 The median values are, respectively, 9.8 and 3.2 percent. A caveat to keep in mind when working on low-income
countries is data quality, which could be weakened by limited funding and weak capacity of local statistical
agencies (Devarajan, 2013; Klasen and Blades, 2013).

9 Discussing the reasons behind aid allocations, especially to fragile states, by donors is beyond the scope of this
chapter. For a review of donors’ motives, including geo-political interests, see Alesina and Dollar (2000),
Berthelemy (2006) and Fuchs et al. (2014).
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of foreign exchange earnings (World Bank 2018), in fragile states aid inflows are still much

larger than remittances and FDI (Figure 3).

Other than aid volumes, the literature on aid effectiveness points out the importance of
volatility, cyclicality and predictability of aid inflows. Contrary to a common perception, aid
flows in fragile states are not more volatile than in other developing countries (the average
coefficient of variation is 0.64 in fragile states and 0.74 in the other developing countries).!”
While year-on-year changes could have a number of adverse consequences on macroeconomic
management, aid volatility is not necessarily a bad thing. Especially for countries exposed to
a large variety of shocks, one would expect a high volatility if aid is able to respond to negative
economic shocks. For this reason, looking at aid cyclicality can provide a better measure of
the capacity of aid to mitigate negative shocks. A simple inspection of the macroeconomic data
shows that aid to developing countries is, on average, moderately counter-cyclical. However,
the negative correlation between aid as a share of GDP and the cyclical component of GDP is
driven mostly by non-fragile states, while it is very close to zero for fragile states.!! Overall,
the macro data suggest that aid inflows have a limited capacity to act as a shock absorber in
developing countries, but less in fragile states. Finally, we consider aid unpredictability, which
can have adverse effects on the level and the composition of government spending,
undermining aid effectiveness and jeopardizing growth. This could be especially the case for
fragile states which often lack access to international capital markets and have limited foreign
reserves to serve as buffers. Figure 4 shows the evolution over time of a standard proxy for aid
unpredictability, the difference between commitments and disbursements, both measured as a
share of GDP. At the beginning of the sample fragile countries presented significantly higher
level of unpredictable aid (almost double) than non-fragile countries. However, there is a
marked downward trend throughout the sample for both country groups, suggesting

improvements in the predictability of flows across all recipients.

10 The median values are, respectively, 0.64 and 0.55.

! The cyclical component of GDP is computed using the Hodrick-Prescott (HP) filter to the annual series of the
logarithm of real GDP. The correlation between this cyclical GDP component and aid (as a share of GDP) is equal
to -0.15 for non-fragile developing countries and -0.03 for fragile states. The sample includes 23 fragile states
with 74 low- and middle-income countries with full data on aid and real GDP between 1990 and 2017.
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Moving to the granularity of aid inflows, we start by investigating the degree of aid
fragmentation across donors in our sample. We follow Gehring et al. (2017) and build two
different measures of fragmentation. First, we build the Herfindahl index of aid concentration

across donors in each country over time:

D

Hl., = z share?,,

d=1

where d=1,...,D are donors and share?., is the share of disbursements from donor d in
recipient country ¢ in year £. We compute fragmentation as 1 — HI,. The second proxy for
fragmentation is the number of donors per country. We observe an increasing degree of
fragmentation in fragile states since the beginning of the 1990s, with the fragmentation index
flattening at the beginning of the 2000s (Figure 5). This trend is similar to the one observed in
the rest of ODA recipients, that present a comparable number of donors, with the median being
33 across the sample considered. In sum, the rising trend in donor fragmentation indicates
another potential source of concern for aid effectiveness in fragile states. Related to this issue,
we observe that the bulk of ODA is delivered by bilateral donors and there is no upward trend
in the share of multilateral aid, which would be consistent with a change in aid allocation—
specifically targeted towards fragile states—by multilateral agencies. In our sample, on
average since the 2000s, both non-fragile and fragile countries received about 70 to 80 percent

of total disbursements through bilateral flows.

A final important aspect to consider when moving beyond aid aggregates is the sectoral
composition of aid and its type. In our sample of fragile states, the three largest recipient sectors
are the government, action related to debt (aid for debt relief/restructuring, reflecting the
bilateral and multilateral debt relief initiatives of the mid-1990s and early 2000s—see Arnone
and Presbitero (2009) for an overview) and emergency response (Figure 6), consistent with the
vulnerability of fragile states to external shocks. When looking at aid type, we focus on budget
support, as a measure of how much aid is given directly to the government, to increase

ownership. Budget support flows are also less volatile than other aid flows.!? The share of

12 The average coefficient of variation for budget support aid in fragile countries is 2, while is non-fragile states
is 7.
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budget support disbursements over total disbursements in fragile states shows a steep decline
in the late 1990s and a recent pick-up in the mid-2000s (Figure 7, see also Dreher et al. 2017).
On the contrary, non-fragile DAC countries present steadily decreasing budget support flows.
The recent increase in the share of total disbursements in budget support in fragile states might
come as a surprise, as donors tend to trust less governments in fragile states (see Dreher et al.
2018b).!3 However, looking at the channels of delivery, Dreher et al. (2018b) find that less aid

is allocated through governments in fragile states.

Overall, our reading of the literature and of the evidence on aid effectiveness in fragile states
suggest that the growth dividend of aid flows could be limited by a number of factors (e.g.,
high aid dependency coupled with limited absorptive capacity, limited propensity to act as a
shock absorber, rising donor fragmentation), which are common to several recipients, but are
often more prevalent in fragile states. This does not imply that aid to fragile states should be
reduced across the board (Dreher et al. 2018b). By contrast, this evidence would point to an
approach tailored at targeting the key bottlenecks to promote aid effectiveness. First, non-aid-
specific policies directed at promoting state building and stability would also contribute to
better aid effectiveness. Then, aid polices should consider the extent to which absorptive
capacity constraints, lack of donor coordination, aid unpredictability, or the modalities of aid
delivery (budget support vs project aid, for instance) act as a major constraint to aid

effectiveness.

4. Aid Effectiveness: Project-level Analysis

Overall, the literature on aid effectiveness, reviewed in Section 2, does not provide a clear
answer on the extent to which aid can promote growth in fragile states. Similarly, the set of
stylized facts discussed in Section 3 shows conflicting trends: aid flows are large, but their
effectiveness could be weakened by absorptive capacity constraints, aid dependency, and
donor fragmentation. Thus, in this section we look explicitly at aid effectiveness in fragile

states, by exploiting a large dataset on project-level data which brings together other 14,000

13 Dreher et al. (2018b) adopt a different fragile states classification that includes 19 countries.
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projects funded by 8 donor agencies!* in 176 countries approved since 1956 until 2012 (Honig
2018). For each project, the data collects information on the dates of approval, completion and
evaluation; the sector of the project; the presence of the funding donor in the country with an
office; and, most importantly, the rating of the project’s overall success, measured on a scale
from 1 (highly unsatisfactory) to 6 (highly satisfactory).!> Then, depending on the donor, other
project-specific information is available, including the lending instrument and the project cost,

in case of World Bank’s projects.

Figure 8 shows the distribution across countries of the average share of successful projects.
The map clearly points out the relatively poorer performance in many sub-Saharan African
countries compared to countries in Eastern Europe and Asia. The distribution of successful
projects across fragile and non-fragile states indicates that projects undertaken in fragile states
are less likely to be successful, with a large share of countries below the 50 percent success
rate (Figure 9). As the observable project characteristics do not appear to be systematically
different between projects undertaken in fragile and non-fragile states (see Table 1),
differences in project success rates are likely to be driven by country characteristics (e.g.,

fragility).

The availability of project-level data with information on project’s outcome allows to directly
test whether the success rate in fragile states is significantly different than in other countries,
controlling for a set of project-specific characteristics and a variety of granular fixed effects,
which absorb unobserved heterogeneity. To run this exercise, we estimate the following linear
model, which is similar in spirit to existing works done by Denizer et al. (2013) and Presbitero

(2016) in a similar context:

14 The Asian Development Bank, the UK's Department for International Development, the Global Fund for AIDS,
TB, and Malaria, the German Society for International Cooperation (GiZ), the International Fund for Agricultural
Development, the Japanese International Cooperation Agency, the German Development Bank (KfW), and the
World Bank.

15 Following Presbitero (2016), Bulman et al. (2015) and Kilby (2015), we classify a project as successful if it has

29 <,

been evaluated as “highly satisfactory”, “satisfactory” or “moderately satisfactory” and as unsuccessful if it has
been evaluated as “moderately unsatisfactory”, “unsatisfactory” or “highly unsatisfactory”. In line with existing
literature (Deninzer et al. 2013; Presbitero 2016), in the case of a 0/1 dependent variable we estimate a linear
probability model, which can more flexibly accommodate a large set of granular fixed effects than a probit model.

See also Briggs (2019) for a recent analysis of aid success using these data.
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OUTCOME;;; = BFS; + 6Country;, + yProject;j; + &, (1)

where the dependent variable OUTCOME;; is, alternatively, the rating of project i undertaken
in country j at time ¢, measured on the 1 to 6 scale, or by a dummy equal to one if the investment
project is evaluated as satisfactory and zero otherwise. The key explanatory variable is FS;, a
dummy equal to one for fragile states, defined according to the IMF classification. Since the
FS dummy does not vary over time and we cannot include country fixed effects, we control
for a set of macroeconomic variables which should absorb cross-country heterogeneity and
add region and income-level fixed effects.'® The set of country-specific variables (Country;,)
includes the logarithm of real per capita GDP, the growth rate and the variability of real GDP,
and the ratios of foreign aid and private capital inflows over GDP. Country-specific variables
are measured as averages over the length of the project, computed as the difference between
the completion and the start year. The vector of project-specific characteristics (Project;j)
includes: 1) the duration of the projects, measured (in years) as difference between date of
project completion and date of project start; 2) the lag to project evaluation, measured (in years)
as difference between date of project evaluation and date of project completion; and 3) a
dummy to identify projects for which the donor agency had an office in the country during the
length of the project. We also include donor fixed effects to allow for donor-specific
unobserved differences in project evaluation. Fixed effects for the start and evaluation years
and a set of 36 sector fixed effects, based on 3-digit purpose classification code used by the
Creditor Reporting System (CRS) of the OECD-DAC, absorb sector-specific and time-specific
unobservable differences in project outcomes. In the most demanding specification, we
introduce sector x evaluation year and sector x start year fixed effects, to control for external
(sector-specific) aggregate shocks and unobservable changes in the evaluation standards over
time. We cluster the standard errors at the country level to allow for the potential correlation

of the residuals within country.

16 We follow the World Bank classification and we include: 6 regional dummies for East Asia & Pacific, Europe
& Central Asia, Latin America & Caribbean, Middle East & North Africa, South Asia, and Sub-Saharan Africa;
and 4 income-level dummies for high income, upper middle income, lower middle income and low-income
countries.
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Results show that the fragile state dummy is consistently associated with a lower probability
of project success (Table 2). This is true for the full sample that includes all donors and the
sample restricted to World Bank projects; in this case we can also control for project size—
proxied by the logarithm of the project cost (in US dollar). To quantify the economic magnitude
of this correlation, our findings indicate that, on average, the rating of a project in a fragile
state is 0.2 points lower than a similar one in non-fragile countries (column 2). When
considering the dummy variable for successful projects, our results indicate that a project
carried out in FS is 8 percentage points less likely of being successful than a similar one in
non-fragile developing countries (column 4). Given that the average in-sample success rate is

73 percent, this effect is relatively large.!”

The volatility of growth has also a negative effect on the likelihood of project success, while
overall GDP growth is associated with positive outcomes. Consistent with the evidence
presented in Presbitero (2016), Kilby (2015), and Denizer et al. (2013), projects are more likely
to be successful when they are undertaken during periods of higher growth rates at the country-
level. Other macro variables (non-reported in the table) such as overall aid to GDP, net capital
flows as a percent of GDP, and GDP per capita are not playing a significant role in explaining
project success in our sample. We also do not find significant evidence that project duration,
its cost, the presence of a local office, and the time needed to evaluate the project matter for

the probability of a successful projects after controlling for a large set of fixed effects.!8
4.1 The Conflict Dimension of Fragility

The analysis presented in Table 2 confirms that, even controlling for project and country
factors and a large set of fixed effects, investment projects are less likely to be successful when
carried out in fragile states than elsewhere. However, even controlling for several
macroeconomic variables does not exclude that this correlation could be due to a number of

unobservable country characteristics that are different between fragile and other developing

17 The summary statistics show that the difference in the success rate between fragile (61 percent) and non-fragile
(74 percent) states is 13 percentage points.

18 Denizer et al. (2013) and Presbitero (2016) find mixed evidence on the correlation between the proxies for
project complexity and outcomes: smaller projects are generally more likely to be successful than larger (i.e. more
complex) ones, but these results lose significance we country fixed effects are included in the estimation.
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countries. In other words, the FS; dummy could capture several unobserved country
characteristics, other than fragility, which may explain differences in the likelihood of project
success. To overcome this concern, we focus on the conflict dimension of fragility and we run
two additional exercises, which exploit the variation of conflicts over time and within

countries.

First, we modify model (1) replacing the time-invariant FS; dummy with a time-varying

indicator of the presence of a conflict in country ; at time 7 (Conflict;;):"
OUTCOME;;; = BConflictj. + §Country;. + yProject;j: + P; + & (2)

In this way we can augment the model with country fixed effects (1;) and estimate the effect

of a conflict on the likelihood of project success within-country (and also controlling for time-

varying sector specific shocks).

The results—reported in Table 3—are consistent with our baseline and show that the likelihood
that a project is successful is lower in conflict periods, even after controlling for any time-
invariant dimension of country fragility, project characteristics and time-varying sector-
specific unobservable heterogeneity. The economic size of the reduction of the project rating
is similar to what discussed in the baseline (Table 2), while the likelihood of project success is

4.8 percentage points lower in conflict years than in tranquil periods (column 4).

Second, we take advantage of georeferenced data on World Bank investment projects and
conflicts and we zoom in on the role played by conflicts at the sub-national level.?’ We rely on
the data collected by Gehring et al. (2019), which provide information on whether an ADM?2

region in a certain year experienced a conflict, and on AidData for the geocoded World Bank

19 The indicator variable Conflict j¢ equals to one if during the length of the project the country experienced a
war conflict defined as causing at least 1000 battle-related deaths in one calendar year (Intensity level=2).

20 The literature on aid and conflict progressively used georeferenced data to investigate subnational dynamics.
In a recent paper, Gehring et al. (2019) aims at bridging the gap between analyses at the country level and specific
country studies using more disaggregated data. They combine information on georeferenced projects by the World
Bank and China and conflicts data at the regional level based on the Uppsala Conflict Data Program’s (UCDP)
georeferenced event dataset (Sundberg and Melander, 2013; Croicu and Sundberg, 2015). Their findings suggest
that there is no systematic evidence that aid triggers conflict at the regional level. On the contrary, they support
the fact that aid reduces the probability of lethal actions by the state and in particular in the transport sector.



17

projects.?! To maximize coverage, in the empirical analysis we collapse the conflict data at the
ADMI level and we restrict the data to all the ADMI regions where a World Bank project is
recorded. The empirical model is similar to equation (1) with the difference that the dependent
variable OUTCOME;,.j; measures the outcome of the project i undertaken in the ADM1 region

r of country j at time :
OUTCOME;,j; = BConflict;.j. + §Country;, + yProjectyjr + €jr  (3)

The key explanatory variable—Conflict, ;;—is a dummy equal to one if a region r experiences
at least one conflict in a given year. Given that the conflict dummy varies by region and time,
we can again augment the estimation with country fixed effects, to absorb all those time-
invariant characteristics that might make fragile countries different. In addition, we can also
saturate the model with ADM 1 region fixed effects, and exploit only the within region variation
over time of conflicts and World Bank projects. The set of control variables at the country- and
project-level are the same as in equation (1). As we focus on World Bank projects, we can also

control for project size as in Table 2 (columns 5-8).

The results are reported in Table 4 and confirm that fragility is associated with a lower project
success rate, notwithstanding the significant reduction in sample size and the more demanding
empirical design. The coefficient on the regional conflict dummy is negative, but not
significant, when we measure project success with the continuous rating variable (columns 1-
2). However, it becomes statistically significant when project success is measured by the
dummy indicator (columns 3-4). The economic magnitudes are comparable to what we found
in the previous exercises. The model of column 3 with country fixed effects indicates that a
project is 5.3 percentage points less likely of being successful if it has been implemented in a
conflict region than a similar project in the same country (but implemented in a non-conflict
region). The specification with region fixed effects shows that a project in a conflict region is
6.4 percentage points less likely of being successful than a similar project in the same region

but started in a non-conflict year (column 4).

2L A conflict is defined as an event in which there are more than 25 casualties: see Gehring et al. (2019) for further

details. ADM1 corresponds to the first level of sub-national administrative division ("provinces", "states", or
"regions"). ADM2 corresponds to lower level administrative regions.
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4.2 The Role of Corruption

The evidence discussed in the previous sections clearly indicates that aid is likely to be less
effective in fragile states than in other developing countries, with conflict being a key element
that could reduce projects’ success rate. However, state fragility is a multidimensional concept
(IMF 2018; OECD 2018) and aid effectiveness could be improved implementing policies along
many dimensions. Since it is oftentimes difficult to map policies into outcomes in a rigorous
setting, here we limit our attention to the role of corruption, which we can measure in a precise
way through the World Governance Indicators. In particular, “control of corruption captures
perceptions of the extent to which public power is exercised for private gain, including both
petty and grand forms of corruption, as well as "capture” of the state by elites and private

interests” (Kaufmann et el. 2010).

As the number of fragile states is too low to rigorously investigate the effect of corruption on
aid effectiveness across fragile and non-fragile states, we look at the association between
corruption and project success in the whole sample of developing countries. We estimate
equation (1) on a sub-sample of country-year pairs for which we can match our data with the
control of corruption variable.?? Notwithstanding the small sample and the rich set of fixed
effects, the results—reported in Table 5—show a clear and positive association between the
strength of the control of corruption and project success. In economic terms, the most
conservative estimates show that one standard deviation change in the control of corruption
index (equal to 1, as the variable is standardized) is associated with 0.15 increase in project
rating (column 2) and with 6 percentage point increase in the likelihood of project success
(column 4). In the spirit of Dreher et al. (2018b), we combine this information with the
observation that the control of corruption is weaker in fragile than in other developing countries
(Figure 10) to argue that investing in policies to curbing corruption is likely to improve aid

effectiveness in fragile states.?

22 We end up with a sample that starts in 1996 of 121 countries, only 24 of which are fragile states.

23 Figure 11 reports the distribution of the variable control of corruption for the two groups, showing higher level
of control in non-fragile countries. A t-test on the difference of the means suggests that the average level of
corruption in fragile states is significantly lower than in non-fragile states.
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5. Conclusions and Policy Discussion

Aid dependency is a feature of several fragile states, where aid inflows account, in a few cases,
for more than 10 percent of GDP. Can these flows promote growth and development?
Methodological issues severely limit our capacity to answer this question, especially when
looking at macro data and when zooming in on a relatively small sample of fragile states. Also
for this reason, the literature on aid effectiveness has not yet reached a consensus, as results
often depends on several concurring factors, ranging from the type of aid flows, donors’

policies, and recipient countries’ institutional and macroeconomic characteristics.

In a recent survey on aid effectiveness in fragile states, Dreher et al. (2018b) overcome these
limitations by combining information on how different types of aid, motives for granting it,
recipient country policies and characteristics, and modalities by which aid is delivered shape
aid effectiveness with differences of these characteristics across fragile and non-fragile states
to conclude that, on average, aid given to fragile states is less likely to be effective than

elsewhere.

We confirm this conclusion looking at a large sample of investment projects and showing that
a project implemented in a fragile state is about 8 percentage points less likely to be successful
than a similar project financed in another developing country. While we are not able to identify
the effect of fragility on aid effectiveness, using project-level data allows us to control for a
large set of observable and (time-varying) unobservable characteristics which could be
correlated with fragility and affect project outcomes. We also focus on the conflict dimension

of fragility to further substantiate our conclusion at a sub-national level.

On the policy side, we concur with Dreher et al. (2018b) that our analyses do not imply that
aid to fragile states should be reduced across the board. It could be the case that in specific
cases, absorptive capacity constraints bind and weaken aid effectiveness. In other cases, lack
of donor coordination, aid unpredictability, or the modalities of aid delivery (budget support
vs project aid, for instance) could be the most important factor hampering the growth dividend
of aid flows, although, on average, some of these factors do not seem to be specific to fragile
states. One aspect that seems to be particularly important for project outcomes is corruption,
an area where fragile states, on average, look weaker. However, more research—and more

granular data—are needed to better identify the constraints to aid effectiveness and inform
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policy making, not only in fragile states. For the time being, aid polices and aid projects in
fragile states should be carefully tailored around the large set of country-specific factors that
are likely to undermine aid effectiveness. At the same time, given limited aid effectiveness,
policies for fragile states should more generally be directed at building the support structure—
the scaffolding, in the words of Collier (2019)—which is the key condition to build an effective
state. Keeping in mind the challenges of engineering appropriate strategies to promote stability
and escape state fragility (see Acemoglu and Robinson 2019), institutions and state building—
as discussed extensively by Besley and Mueller (2019) in this book—can then contribute to
mitigate fragility and generate growth through several channels (e.g., enhanced revenue
mobilization, better governance, less political instability), including stronger aid effectiveness,

thanks to better absorptive capacity, more accountability and less corruption.
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Figures

Figure 1. Median ODA over time (percent of GDP)
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Notes: the chart reports the median net official development assistance received over GDP from the World Bank
World Development Indicators over the sample 1990 to 2018. The shaded areas correspond to the 25" and 75%
percentiles. We exclude countries with population less than 1 million. See text for the sample of countries.

Figure 2. ODA to GDP by country
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Notes: the bars report the median ODA to GDP over the period 1990-2017. The dashed red (blue)
line corresponds to the median ODA to GDP in fragile (non-fragile) states. We exclude countries
with a population below 1000000 inhabitants.
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Figure 3: Aid, foreign direct investment and remittances to fragile states
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Notes: the chart reports the median ratios of net ODA, net FDI inflows and remittance inflows, as percent of GDP,
for a sample of 31 fragile states, selected to have a minimum of 6 observations (jointly for the three ratios) over
the sample period 2006-2016.

Figure 4. Aid unpredictability
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Notes: the chart reports the ratio of the difference between commitments and disbursement (a
proxy for unpredictability) to nominal GDP for both fragile and non-fragile countries.
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Figure 5. Different measures of donor fragmentation in fragile states
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Notes: the grey bars report the average number of donors in fragile states. The red line corresponds to
fragmentation across donors computed as 1 — the Herfindahl Index. The dashed line is the median average of
donors in non-fragile countries.

Figure 6. Sectoral allocation in fragile countries
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Notes: the sectoral allocation is based on the DAC CRS classification. We consider the 3-digit classification and
we group several subsectors to ease visualization. We exclude sectors that are classified as “Unallocated”.
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Figure 7. Evolution of budget support vs project aid
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Notes: the chart reports the 5-year moving average of budget support disbursements as a share
of total disbursed aid in fragile and non-fragile states. Budget support aid corresponds to the
CRS code 510.

Figure 8. Share of succesfull projects
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Note: the map reports the number of successful projects as a share of total projects by country. We consider only
country that reports at least 3 projects. Data are from Honig (2018) and available here: Project Performance
Database February 2019, https://doi.org/10.7910/DVN/444GNW, Harvard Dataverse, V1.




Figure 9. Share of successful projects
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Note: the chart reports the share of successful projects to total projects calculated at the country level. We
consider only countries where at least 3 projects were implemented.

Figure 10. Control of corruption, fragile and non-fragile states
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Note: the figure reports the distribution of the variable control of corruption from the World Bank “Worldwide
Governance Indicators” for both fragile and non-fragile countries.
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Table 1. Project outcomes in fragile states

32

Non-fragile Fragile
Variable Obs. Mean St. dev [Obs. Mean St. dev
Project duration 8127 6.5 2.7 1392 6.1 29
Lag to evaluation 8255 2.3 2 1418 2.5 23
Office presence 7974 0.8 0.4 1263 0.7 0.5

Notes: the table reports the summary statistics of the project level characteristics.

Table 2. Project outcomes in fragile states

O] @ 3) (C)) (5) (6) @) ®
VARIABLES Project rating (1-6) Project rating (0/1) Project rating (1-6) Project rating (0/1)
Fragile states dummy -0.1768*** -0.1975*** -0.0735*** -0.0808*** -0.1748* -0.1985* -0.0742** -0.0786*
(0.058) (0.064) (0.022) (0.024) (0.097) (0.115) (0.037) (0.045)
Growth 0.0789*** 0.0750***  0.0226*** 0.0216*** 0.0726%** 0.0777*** 0.0211*** (.0234***
(0.007) (0.008) (0.003) (0.003) (0.011) (0.013) (0.004) (0.005)
Volatility of growth -0.0273%** -0.0299*** -0.0069** -0.0076** -0.0218* -0.0298** -0.0044  -0.0071
(0.008) (0.008) (0.003) (0.003) (0.011) (0.014) (0.004) (0.006)
Project duration 0.0093 -0.0186 0.0026 -0.0072 0.0661 0.0154 0.0050 -0.0130
(0.036) (0.040) (0.013) (0.015) (0.063) (0.074) (0.023) (0.028)
Lag to evaluation -0.0047 -0.0333 -0.0031 -0.0134 0.0189 -0.0378  -0.0154  -0.0360
(0.036) (0.040) (0.013) (0.015) (0.065) (0.078) (0.024) (0.029)
Office presence 0.0119 0.0664 0.0036 0.0105 -0.0866  -0.0698  -0.0159  -0.0221
(0.058) (0.068) (0.021) (0.026) (0.093) (0.125) (0.033) (0.045)
WB project cost 0.0394*  0.0442 0.0080 0.0072
(0.021) (0.028) (0.008) (0.010)
Observations 7,995 7,717 7,995 7,717 2,747 2,565 2,747 2,565
R-squared 0.158 0.282 0.104 0.229 0.145 0.351 0.120 0.331
Region & income FE Yes Yes Yes Yes Yes Yes Yes Yes
Donor FE Yes Yes Yes Yes Yes Yes Yes Yes
Time & sector FE Yes No Yes No Yes No Yes No
Approval year X sector FE No Yes No Yes No Yes No Yes
Evaluation year X sector FE No Yes No Yes No Yes No Yes
Evaluation year FE Yes No Yes No Yes No Yes No
Lending type FE No No No No Yes Yes Yes Yes
Project vars Yes Yes Yes Yes Yes Yes Yes Yes
Sample All All All All WB WB WB WB
R2adj 0.1456 0.1587 0.0914 0.0964 0.1121 0.1302 0.0865 0.1022

Notes: The table reports the results from Equation (1). Standard errors are clustered at the country-approval year
level. Column (1)-(4) reports the results for the full sample, while Column (5)-(6) report the results for World

Bank projects only.
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Table 3. Project outcomes and conflicts

)] (2) 3) “)
Dependent variable: Project rating (1-6) Project rating (0/1)
Conflict -0.2761%%*% -0.2402**  -0.0725**  -0.0685**
(0.091) (0.095) (0.032) (0.034)
Growth 0.0538*** 0.0528***  (0.0122%**  (.0117***
(0.010) (0.010) (0.004) (0.004)
Volatility of growth -0.0216** -0.0253**  -0.0077**  -0.0088**

(0.010)  (0.010) (0.004) (0.004)

Observations 7,990 7,850 7,990 7,850
R-squared 0.141 0.231 0.105 0.191
Country FE Yes Yes Yes Yes
Sector X Year No Yes No Yes
Evaluation year FE Yes Yes Yes Yes
Year FE Yes No Yes No
Project vars Yes Yes Yes Yes
Sample All All All All
R2adj 0.1188 0.1427 0.0820 0.0979

Note: The table reports the results from Equation (2). Standard errors are clustered
at the country-approval year level.



34

Table 4. Project outcomes and corruption

(1) @) (3) )
Dependent variable: Rating (1-6) Rating (0/1)
Fragile states dummy -0.0746 -0.1164 -0.0227 -0.0268
(0.098) (0.135) (0.042) (0.055)
GDP Growth 0.0807***  0.0747***  0.0221***  0.0193***
(0.013) (0.014) (0.005) (0.006)
GDP Growth volatility -0.0141 -0.0124 -0.0007 0.0006
(0.015) (0.019) (0.006) (0.007)
Control of corruption 0.2261***  (0.1495* 0.0831***  0.0571*
(0.070) (0.079) (0.027) (0.030)
Observations 1,988 1,843 1,988 1,843
Region & income FE Yes Yes Yes Yes
Donor FE Yes Yes Yes Yes
Time & sector FE Yes No Yes No
Approval year X sector FE No Yes No Yes
Evaluation year X sector FE No Yes No Yes
Project controls Yes Yes Yes Yes
R - adjusted 0.1695 0.2043 0.0727 0.0925

Notes: The table reports the results from Equation (2) augmented with a term that capture the level
of control of corruption. Standard errors are clustered at the country-approval year level
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Table 5. Project outcomes and conflicts at the regional level

() @) 3) @)
Dependent variable: Rating (1-6) Rating (0/1)
Conflict dummy -0.0376 -0.0684 -0.0534**  -0.0641*
(0.056) (0.086) (0.025) (0.035)
Project cost 0.0782***  0.0858***  0.0226%**  (0.0243%**
(0.020) (0.021) (0.008) (0.008)
Project duration -0.0437**  -0.0408**  -0.0081 -0.0075
(0.019) (0.018) (0.007) (0.007)
GDP Growth 0.0657***  0.0725%**  (0.0187** 0.0220%**
(0.022) (0.022) (0.008) (0.008)
GDP Growth volatility -0.0322 -0.0387 -0.0059 -0.0084
(0.026) (0.026) (0.010) (0.011)
Observations 3,145 3,054 3,145 3,054
Region FE No Yes No Yes
Country FE Yes No Yes No
Year FE Yes Yes Yes Yes
Evaluation Year FE Yes Yes Yes Yes
Sector FE Yes Yes Yes Yes
R - adjusted 0.2812 0.2175 0.2052 0.1337

Notes: The table reports the results from Equation (3). Standard errors are clustered at the ADMI level.



