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Main Concerns in the Policy Debate on Aid Modalities

Strong empirical arguments for programme-based aid over
project aid

� Transaction costs: administrative cost and inefficiencies due to

fragmentation and misalignment

� Ownership and sustainability
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But: fiduciary risk of PBAs

� risk that aid resources are not (or not efficiently) used for the

purposes intended by the donor

� Main reason: fungibility (aid money does not stick)

� Ownership and sustainability



The Choice of Aid Modalities

Does it really make a difference?

� Does fiduciary risk due to fungibility really differ
fundamentally between aid modalities?
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fundamentally between aid modalities?

� If it does, what can donors do to about it?



A Basic Model of Aid Modalities
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A Basic Model of Aid Modalities



A Basic Fungibility Model

Two categories of public expenditure: 
- pro-poor expenditure ppe

- other non-poverty-reducing expenditure x0

Recipient government maximizes utility (or political support) function: 

Known ‚technology‘ for poverty reduction
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Aid Modalities

Project Aid

� Donor spends aid directly on pro-poor expenditure: T=ppeD

General Budget Support
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� Non-earmarked aid transfer: T=A

ε ·ppea

Aid on Delivery / Results-based Aid

� Amount transferred conditional on government‘s own effort

(expenditure): T= ε ·ppea



Basic Case: Full Information
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Basic Case: Full Information



Autarky

x0
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General Budget Support
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Project Aid
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Partially Fungible Project Aid
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Partially Fungible Project Aid
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Aid on Delivery

x0
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Aid on Delivery

x0
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Aid on Delivery without Fungibiltity
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Aid on Delivery with Fungibilitiy
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© 2012 German Development Institute 16

O

Y

Y

ppe
Y+A

E

Y

A

Θ
=ε



Aid on Delivery with Fungibilitiy
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Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor
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Aid Effectiveness with full information
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Relative Effectiveness of Aid Modalities
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Preferred Aid Modalities

Donor

Project≻AoD≻GBS

Project ≻GBS≈AoD

Government
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Asymmetric Information

ϴ

� Donor knows A, Y and functional form of WG

� ϴ is private information of the government
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� ϴ is private information of the government

� Donor bases her decision on aid modality on government‘s

‚signal‘ (cheap talk)



Case A: Project versus GBS

GBS≈Project1

Project ≻GBS
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Case A: Project versus GBS
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Case A: Project versus GBS
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Case B: Project versus AoD
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Aid Effectiveness with asymmetric information
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Summary of Findings I

� Even with full information, GBS and project aid are equivalent

over a wide range of aid dependency and commitment

� With full information: for low and moderate aid dependency, 

AoD is clearly more effective than project aid or GBS
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AoD is clearly more effective than project aid or GBS

� With asymmetric information, this advantage is eroded over a 

wide range of aid dependency / commitment combinations



Summary of Findings II

� Opposing incentives for government to over- or understate ist 

commitment with GBS and AoD

� As long as multiple donors do not coordinate their diffferent aid

modalities, very limited scope to exploit this effect in order to

reduce fiduciary risk

� With a coordinated modality mix, donors can induce „relatively
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� With a coordinated modality mix, donors can induce „relatively

uncommited“ governments to self-select into project aid

� For government commitment below some lower bound, 

government will access only part of the AoD tranche

� If recipient selectivity can exclude that government commitment

is below this lower threshold, a coordinated GBS/AoD approach

is always at least as effective as project aid



Conclusions

� Fungibility is indeed mostly a „red herring“ when it comes to

aid modality choice

� Strong argument for programm-based aid, against project aid, 

even when abstracting from transaction costs

� With incomplete information about a recipient government‘s

commitment to reduce poverty, a mix of budget support and
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commitment to reduce poverty, a mix of budget support and

RBA can reduce fiduciary risk

� But: donor coordination key to effectiveness of modality mix

Policy Message 

� Donors should worry much less about which aid modality to

choose over another and much more about their commitment

to coordination and harmonization



Future Research

© 2012 German Development Institute 36



Proposal for future research

Necessary:

� Empirical research on effectiveness of PBAs and RBAs

But also:

� More formal research on political economy / incentives of aid
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� More formal research on political economy / incentives of aid

and aid modalities on both sides of the aid relationship

� Make more use of what is already out there (for modelling and

empirical testing)



Thank You!

Leiderer, S. (2012): Fungibility and the choice of aid modalities, 

UNU-WIDER Working Paper 2012/68UNU-WIDER Working Paper 2012/68



Appendix
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Autarky

x0
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General Budget Support
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Project Aid
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Non-Fungible Project Aid
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Base Case: Complete Information
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Aid on Delivery
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Aid on Delivery without Fungibiltity
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Aid on Delivery with Fungibilitiy
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Aid on Delivery with Fungibilitiy
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Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor

1
1

<<
Θ

Θ−

Y

A

x0










+
>Θ

AY

Y
or

© 2012 German Development Institute 52

Y

A
=ε

TAoD

Y+A

Y

F

tΘ

ppeY

)(
*

AYppe +Θ=

))(1(
*

0
AYx +Θ−=



Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor
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Fungible Aid on Delivery with Fully Informed Donor
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Case A: Project versus GBS
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Case A: Project versus GBS
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Case B: Project versus AoD

� Donor gives AoD for
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Case B: Project versus AoD
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Case B: Project versus AoD
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Multi-Donor Aid
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Uncoordinated Aid

� Two donors D1 and D2 

� Shares α and 1-α of total aid budget A

� D1 offers either GBS or project aid

� D offers AoD and adjusts matching element ε

ϴ
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� D2 offers AoD and adjusts matching element ε

� Same information asymmetry regarding ϴ

� Each donor only considers her own aid in her decision

� Government knows total aid budget A



Uncoordinated Aid

D1 providing GBS
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© 2012 German Development Institute 63

ppe
Y Y+A

Y

(1-α)A
αA

ppe
Y Y+A

Y

(1-α)A

D1 D2
combined effective budget constraint



Aid on Delivery
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Uncoordinated Aid
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Uncoordinated Aid
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Aid Effectiveness with Uncoordinated Aid
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Coordinated Aid

� Two donors D1 and D2 

� Shares α and 1-α of total aid budget A

� D1 offers either GBS or project aid

� D2 offers AoD and adjusts matching element ε

� Same information asymmetry regarding ϴ, but all other
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ε

� Same information asymmetry regarding ϴ, but all other

parameters known

� Donors coordinate shares α and 1-α allocated to GBS and AoD

� Donors can establish a threshold z for government signal below

which they convert either the GBS tranche or the entire aid

budget into project aid



Coordinated Aid without Threshold
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Coordinated Aid: Indifference between project aid
and partial disbursement of AoD
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Coordinated Aid: Threshold Fixed Tranche
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