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EXECUTIVE SUMMARY

Introduction

This analysis provides a comparison of fiscal performance improvements over time for
Afghanistan and Timor-Leste. It reviews changes in the quality of public financial
management systems as revealed by Public Expenditure and Financial Accountability (PEFA)
assessments, development and fiduciary risk analysis and other indicators, including by looking
at the cost effectiveness of aid interventions in both countries. It also compares systemic fiscal
performance with other g7+ countries.*

The purpose of this paper is to assess the quality of public finance reforms and the value
for money achieved via aid. In particular, the purpose is to assess:
i.  Where Timor-Leste and Afghanistan sit in terms of the quality of their public
financial management systems;
ii.  How far these countries have come over time in terms of system quality; and
iii.  How much it has cost donors to help these countries improve.

The analysis was structured around three periods, an early period from around 2002 to 2006,
a middle period from 2006 to 2010 and a later period from 2010 to 2015.2

Underpinning the analysis is a hypothesis that investing aid money in public finance
systems should lead to stronger public finance systems, as measured by whatever standard of
quality and strength available. There are many ways to measure quality and strength in public
finance systems. One of the generally accepted ways is through PEFA and its proposition that
strong public expenditure and financial accountability systems deliver better outcomes and value
for money. This paper accepts that proposition and then tests how well aid has been used in the
public finance sector to achieve that desire result of stronger and more robust public finance
systems.

Whether aid is actually used to improve public finance systems is a different question.
There is a case that can be made that aid to finance ministries might be more about keeping a
country afloat, rather than building better institutions and systems. We would argue that if aid is
not being used strategically to help deliver successful reform, the very fundamentals that are
driving a crisis will not be properly addressed: The way out of a crisis is to reform not to keep
investing in the status quo.

Results

The analysis reveals that Timor-Leste and Afghanistan are doing relatively well in
developing their public finance and national accountability systems. Both countries are at
about the same standard. PEFA trend analysis reveals that they both started at about the same
standard at the beginning of the century (around a simple PEFA average of “D”). Timor-Leste’s
improvement, however, has been steady, while Afghanistan’s was rapid at first but has then
plateaued in recent times. Both Timor-Leste and Afghanistan have leading systems compared to
other g7+ countries, and rate well in certain areas (at around a “C”).

! This paper should be read in conjunction with the paper State Building in Conflict Affected and Fragile States: A
Comparative Study Timor-Leste and Afghanistan - Public Finance and National Accountability (2016).

2 This paper is aimed at policy makers and development practitioners and is quite technical in its approach. A
working knowledge by the reader of the PEFA framework and concepts like fiduciary and development risk are

assumed.
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Development and Fiduciary Risk Analysis reveals Timor-Leste and Afghanistan’s
relatively high standard compared to other g7+ countries. The analysis highlights that
development risks - where we mean the risk of not achieving development goals - is much higher
than fiduciary risks - where we mean the risk the money is wasted, stolen or misused.
Development risks are shown to be substantial to high, while fiduciary risks are moderate to
substantial (under a four-tier rating scale of low, moderate, substantial and high). On a positive
note, both are falling over time, but the analysis shows that “how” reforms are structured and
sequenced and the level of ownership by the Government appears to be a key determinant of
how effective reforms to national systems are in achieving or contributing to development
outcomes. In countries that are highly aid dependent the way development assistance is provided
also has an impact on development outcomes, with analysis showing that prime facie there is a
case that more use of national systems reduces both development and fiduciary risk.

The analysis also shows that Timor-Leste is more cost-effective in reducing fiduciary and
development risks in most cases. Due to the large population differences, Afghanistan is more
cost effective during some periods when results are presented in per capita terms. However, in
the most recent period, Timor-Leste is more cost-effective on achieving reform gains even on a
per capita basis. This corresponds to a period where Timor-Leste has become relatively
independent of donors while Afghanistan remains heavily aid dependent.

Results also indicate that difficult reforms appear to take longer and are generally more
expensive. In the very early years between 2002 and 2005 Timor-Leste was around three times
more cost effective. Under a wide scope scenario — meaning aid funding purpose included aid
for public finance management, decentralization and public administration sectors (narrow
scenario is in brackets — meaning just public finance management) - and constant® cost it costs
donors to Timor-Leste $153.8m ($18m) to secure an average half grade improvement in the
simple average PEFA score, compared to Afghanistan, which costs $496m ($50m). For the later
period, Timor-Leste was almost fifty (50) times more cost-effective than Afghanistan under wide
cost terms and twenty-three (23) times under narrow cost terms. Timor’s Timewise Cost
Effectiveness Ratio (TCER)* was $214m ($42m), compared to Afghanistan’s $10.5 billion ($1
billion) under wide cost (narrow cost) terms. The analysis shows that when conditions are right
it takes around 3 to 5 years to improve PEFA scores by half a grade. This was the case for the
majority of g7+ countries during most periods, including Afghanistan and Timor-Leste, save the
later period between 2008-213 for Afghanistan, where results indicate that it would take over 13
years to achieve a half grade improvement.

In terms of per-capita® costs, Afghanistan becomes much more cost-effective compared to
Timor-Leste in the early to middle periods. In the early years it cost Afghanistan’s
development partners $2 per person to help raise PEFA by half a grade, in Timor-Leste it cost
development partners $17 per person. For the middle period it was $5 compared to $45, and for
the late period, Timor-Leste became more cost-effective in per capita terms at $35 compared to
Afghanistan’s $38.

3 Which means — costs adjusted for inflation.

4 A Timewise-Cost-Effectiveness Ratio (TCER), developed for this analysis, is the sum of the annual current
costs adjusted for inflation over the change in effect. The cost calculation, is equivalent to the sum of the constant
costs — or constant aid disbursements. Incremental costs are those additional resources provided through aid — on
top of non-aid or government own-source financed reform, which includes activities funded by budget support.

5 Per capita in terms of country population.
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Discussion

Working in conflict and fragile states is difficult for everyone: government officials, elected
representatives, donors and contractors. This study reaffirms this view. There are various
implications from this assessment, and there are methodological issues and limitations to the
approach used here in understanding progress, performance and value for aid money.

On the question of the resilience of public finance systems - it appears to work in two ways.
It can mean resistance to change for the better or worse. In other words, while it may be difficult
to build better systems, it may also be difficult to change them. People have a tendency to resist
change, and routine processes are routine for a reason. This study reveals that when the
conditions are right progress on reform and positive change can happen relatively quickly over
a few years. Examples are Timor-Leste, once aid-dependency was reduced, and Afghanistan in
the early years, when there was essentially an open canvas and plenty of resources. At the same
time, however, we see that when the conditions are not right, progress is slow and uneven. Such
as in Afghanistan during the last 5 years when the number of development projects increased
and political will for reform was arguably lower. Moreover, we also see that in highly difficult
environments where conflict is pervasive and political settlements are tenuous, public finance
system resilience can break down.

The wider analysis of g7+ countries reveals that reform efforts are volatile. Success over a
number of years does not mean success in subsequent years. Of course this raises issues of the
importance of leadership and other factors such as the drivers of institutional culture. Further
research is warranted to see if volatility in reform progress is higher in fragile and conflict
affected countries, compared to other groupings of countries. ©

The issue of value for money from aid investments is an important one to explore further.
On the face of it, this analysis shows some negative cost-effectiveness ratios that indicate that
the common alternative course of action — “to do nothing” — may be better than intervening at
all. Spending tax payers’ money to go nowhere or even to go backwards does not appear to be
good fiscal, aid or foreign policy. However, there are important considerations. The lack of
counterfactuals is a key limitation. The alternative approach has not been modelled here, and nor
has the consequences of no intervention. For example, financial assistance could have prevented
catastrophic collapses of public finance systems that keep governments working, cities running
and communities functioning. Here, we see that the limitations of the data. We don’t know what
the money is actually being spent on — e.g. funds may not be targeted at PFM, but on political
settlements.

In a way, some of the results revealed in this paper indicate that the international
community may well be paying to avoid adverse effects of worse outcomes that could occur
in the absence of assistance. There might well be the view that the investment is to just keep
“heads above water”. In other words the cost is written off as the sunk cost to keep things from
falling apart or in other words, the cost of fragility. The reality is more likely to be that we’re not
doing enough to focus efforts on the right reforms and in the right way. Nor are we focusing
enough on the foundations that help institutions create cultures of high performance, and help
public services and public servants be self-reliant and accountable for successes and failures. In
other words it is not “what” is being done, it is “how” we’re doing it.

® There could well be data quality issues compromising results. PEFA is notoriously subjective, especially in the
early years of its implementation. There were often debates in PEFA discussions on whether performance scores
were a D or an A, let alone debates on half, grade differences.
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We still have many unanswered questions. Does using country systems to improve them in
the right way deliver better results at less cost — is sector budget support better than projectized
aid delivery? Does project-based aid actually reduce exposure to fiduciary risks or even
reputation risks? Could the use of different methods of aid delivery and donor-recipient
accountability frameworks have led to better outcomes — is performance based aid better than
traditional in-kind Technical Assistance projects? Could better accountability and risk sharing
between donors and recipients set better conditions for success — should a mix of fixed and
variable performance payments be prioritized over traditional aid delivery systems? More
research is warranted, though intuitively these questions appear to be the right ones to be asking.

Importantly this analysis stresses that development risk should be much more of a concern
for donors than it currently is, especially when compared to demonstrable concerns over
exposure to fiduciary and reputation risks. This is not just in terms of probability, but also in
terms of value for money. Not getting good development outcomes from billions in aid
investments is a bigger issue than avoiding adverse domestic consequences of corruption. No
donor, however, has been able to win that argument at home. A solid program of analysis of
cost-effectiveness of aid interventions and development risk assessments would, however, help
the case and build the evidence base.

By focusing more on development risk, aid must be flexible and modalities need to shift
from project based aid, to flexible performance orientated aid. Similarly, a focus on self-reliance
and taking on the roadblocks and bottlenecks to reform, reinforces the idea that efforts at using
country systems - budgets, accounts and audits - must be ramped up. We are still a long way
from aid dependent countries having budgets that are an instrument of government policy, rather
than a type of political settlement tool, auction-based, or just an aggregation of ambit claims,
while donors manage resource allocation and are responsible for reporting on performance.
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State Effectiveness



INTRODUCTION

This paper provides a comparison of fiscal performance improvements over time for
Afghanistan and Timor-Leste. It provides the results of a comparative cost-effectiveness analysis
of aid interventions. It also reviews changes in the quality of public financial management
systems as revealed by Public Expenditure and Financial Accountability (PEFA) assessments,
development and fiduciary risk analysis and other indicators. It also compares systemic fiscal
performance with other g7+ countries.

The purpose of this paper is to assess the quality of public finance reforms and the value
for money achieved via aid. In particular, the purpose is to assess:

1. Where Timor-Leste and Afghanistan sit in terms of the quality of their public
financial management systems;

2. How far these countries have come over time in terms of system quality; and

3. How much it has cost donors to help these countries improve.

Underpinning the analysis is a hypothesis that investing aid money in public finance
systems should lead to stronger public finance systems, as measured by whatever standard of
quality and strength available. There are many ways to measure quality and strength in public
finance systems. One of the generally accepted ways is through PEFA and its proposition that
strong public expenditure and financial accountability systems deliver better outcomes from
public spending and better value for money. This paper accepts that proposition and then tests
how well aid has been used in the public finance sector to achieve stronger and more robust
public finance systems.

Whether aid is actually used to improve public finance systems is a different question.
There is a case that can be made that aid to finance ministries might be more about keeping a
country afloat, rather than building better institutions and systems. We would argue that if aid is
not being used strategically to help deliver successful reform, the very fundamentals that are
driving a crisis will not be properly addressed: The way out of a crisis is to reform not to keep
investing in the status quo.

Another hypothesis that underpins this work is the belief that development risk — by which
we mean the risk of not achieving development goals, should be a much greater concern to
donors, than efforts to reduce exposures to reputation and fiduciary risks. (See Box 1 below on
page 9 for expanded definitions including for other risks). By focusing on both development and
fiduciary risk, we aim to increase attention on building systems and institutions that deliver self-
reliance, pathways out of aid dependency, and getting public finance systems to work well for
governments and citizens. Moreover, we believe that there has been too much attention on
fiduciary risks, which biases aid delivery towards ways that bypasses country systems and
institutions, which in our opinion should be primary targets for any donor interested in delivering
cost-effective aid.

8 Institute for
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Box 1. Defining Key Risks

Fiduciary risk is the risk that aid or government funds: i) are used for unauthorized purposes; i) do not
achieve value for money; or ii) are not properly accounted for. The realisation of fiduciary risk can be due to
a variety of factors, including: lack of capacity; inappropriate procedures and systems; weak competencies or
knowledge; bureaucratic inefficiency; active corruption; and or weak or absent laws and enforcement.
Perceptions of fiduciary risk can be influenced by expert opinion or an evidence based quantification of

fiduciary risk.

Development risk is the risk that development assistance or government/agency resoutces will not achieve
results — particularly development objectives and long term goals including economic growth and poverty
reduction - and enabling objectives such as reform and capacity development. Development risk is influenced
by the level of administrative burden placed on governments /agencies by donors as well as compliance costs
associated with complex donor procedures that do not match technical capacities of individuals and
institutions. There is a position that capacity development and reform can be better supported by appropriate
use of various country system components. The idea is centred on the principle that “to improve a system
you should use the system”. Perceptions of development risk can be influenced by expert opinion or an
evidence based quantification of development risk.

Sovereign financial risk is the risk that a loan will not be repaid in full or on time. It is a lending risk and is
assessed differently through fiscal and debt sustainability analysis and other tools. Credit rating agencies
constantly form and modify opinions on a Government’s credit worthiness based on evidence (e.g. Article
IV consultation reports, Wotld Bank reviews and publications and Government economic and fiscal reports),
media reports, and information gained through their network of sources and their own analysis. Higher
assessed risks by these agencies may result in an increase to the cost of borrowing for the country, the extent
to which is subject to other factors, including market reactions, though it is more likely if loans are directly
linked to credit rating. Management of sovereign risk is handled differently to fiduciary risk management,
though good management of both risks mitigate both.

Reputation risk is the risk that perceptions of poor management of funds or poor levels of development
effectiveness (whether real or otherwise) will have adverse consequences. Reputation risk applies to donors,
governments and agencies. In terms of donots, adverse consequences include: i) deterioration in the level of
support for foreign aid by tax payers, central agencies, members of parliament, development ministers and
cabinet; ii) criticism of aid management; and iii) deterioration in diplomatic relations with a partner country
and international finance institutions. In terms of country governments, reputation risk is relevant as they are
ultimately accountable to their citizens for the efficient and effective use of all national resources. Reputation
risk can influence sovereign risk and perceptions of fiduciary and development risk. For agencies, adverse
consequences include loss of management control and additional administrative burdens arising from
heightened external scrutiny and criticisms at multiple levels.

Political Risk (or geopolitical risk) generally refers to difficulties agencies, firms and/or governments may
face as a result of political decisions or “any political change that alters the expected outcome and value of a
given economic action by changing the probability of achieving business objectives.” Political risks are hard
to quantify due limited sample sizes or case studies when discussing an individual nation, though certain risk
rating agencies attempt this.

Drawn from Shand, 2005 and for political risk: DiPiazza and Bremmer, 20068

The paper is structured around four sections. Section A provides the methodology and results
of the country comparisons of PEFA results over time for Afghanistan and Timor-Leste, and
compares them to other g7+ countries. Section B goes further by analysing the trends in
quantified development and fiduciary risks. Section C, provides the results of a trend and cross-
country study looking at the cost-effectiveness of aid interventions to improve PEFA scores and
reduce risks. The paper ends with a discussion on the implications for development policy in

7 Shand, (2005), “Managing Fiduciary Issues in Budget Support Operations” In Koeberle, Stavreski, and Walliser
(ed), 2005, “Budget Support as More Effective Aid?” World Bank, Washington DC

8 DiPiazza and Bremmer, 2006, “Integrating Political Risk Into Enterprise Risk Management”,
PricewaterhouseCoopers and Eurasia Group, New York, USA
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terms of: i) pursuing implementation methods that deliver value for money; ii) recognizing
progress is context specific and can be slow, expensive and uneven; and iii) self-reliance,
sustainability and value for money can be complimentary. A discussion on the limitations of the
assessment and future areas for research is also provided.

This Section reviews the trends in PEFA scores for Timor-Leste and Afghanistan, and
compares them to other g7+ countries. The assessment provides an insight in to the relative
effectiveness of aid interventions that are aimed at helping governments build stronger public
finance and national accountability systems.

Methodology

In order to facilitate comparative analysis, g7+ country PEFA scores were converted to
numerical values in line with common approaches, such as in Fiduciary Risk Assessments and
PFM system analysis undertaken by DFID, other comparison reports by the World Bank, the
IMF and others (see PEFA index® and Delorenzo*?). Numerical conversions are as follows: A=4,
B=3, C=2 and D=1, with + scores given an additional 0.5. These are summarized in Table 1
below along with the two different approaches to categorizing risk under a four tier method.
Zero-to-one (0-1) scale equivalents are also provided.

Table 1: Numerical Conversion of PEFA Scores and Risk Categories

PEFA Score A B+ B C+ C D+ D
Numerical Value# 4 35 3 2.5 2 15 1
(Avg_ Equivalent)* 4-3.75 3.7499-3.25 3.2499-2.75 2.7499-2.25 2.2499-1.750 1.75-1.250 1.25-1
0-1 Equivalent 0 0.167 0.333 0.500 0.667 0.833 1.000
(Range Equivalent) 0-0.83 0.830-0.25 0.250-0.417 0.4170-0.583 0.5830-0.750 0.75-0.9170 0.917-1
Risk Category 4 Tier Low Moderate Substantial High

Range DFID~ 4-3.25 3.2499-2.5 2.499-1.75 1.749-1

0-1 Equivalent 0-0.25 0.250-0.5 0.500-.75 0.750-1

# Commonly used scale including IMF PEFA Index9 and De Lorenzo (2009) 2 n

* Transition points determined by possible PEFA scores as equal spacing not possible under PEFA alpha + scoring methodology.

~ Equal spacing (determined by four equal parts of 3 integers =0.75) with transition points determined by exact/unrounded score to achieve
lower risk level.

A Equal spacing (determined by five equal parts of 3 integers =0.6) with transition points determined by exact/unrounded score to achieve
lower risk level.

There are recognized problems with averaging PEFA scores. De Lorenzo (2009)? pointed
out that “the PEFA methodology actually measures very different things” and that the “use of
averages is based on the assumption that all indicators are equally important”. He went on to
explain that “this might be problematic for a number of reasons. For some parts of the
framework, for example, some indicators may actually be ‘more important’ than others”. This is
particularly relevant for fiduciary risk analysis. Simple averaging of numerical PEFA scores does
not take into account indicators or dimensions that are more important to fiduciary risk than
others. An effort to address this problem, means exploring results in different dimensions, such

% The IMF PEFA index uses PEFA ratings for the main 28 components and is based on an ordinal scale (A to
D) which is converted into numerical values and then aggregated using equal weights. Therefore, PEFA
scores (A,B,C,D) are converted into the four ordinal to numerical scores (4,3,2,1) — to assist with graphing
results - , with “+” score given a % point. Equal weights are assigned to each of the 28 government PFM
indicators. Non Rated (NR) and/or Non Used indicators are not used in the calculation. °

10 De le Renzo, 2009, “Taking Stock: What do PEFA Assessments tell us about PFM systems across
countries?”, Working Paper 302, ODI, London, UK. (Accessed 23 November 2009)

11 If applying standard risk quantification methodology of performance score (PI) x risk factor (importance
of PI to fiduciary risk) then numerical progression should be reversed with A=1 and D= 4 if risk factors for
example are: Low risk factor=1, moderate risk factor=2 and high risk= 3. This is so that intuitively higher
numbers (and higher multiplied numbers) relate to higher risk.

10 Institute for
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as drilling down on components and different groups of performance indicators. This problem is
also addressed in Section B, where Fiduciary and Development Risks are quantified, by
essentially weighting some PEFA scores differently according to contribution to risk level and
risk type.

Results

Figure 1. Three PEFAs Each
Both Countires Have Completed Three PEFA Since 2005

B+
C+

C
D .I I
1 2 3

B Afghanistan 2005, 08, 13 B Timor-Leste 2007, 10, 14 Avg g7+ current

+

Timor-Leste and Afghanistan have both under taken three PEFA assessments (see Figure 1
above). Afghanistan completed them in 2005, 2008 and 2013, while Timor-Leste completed
them in 2007, 2010 and 2014. Both countries started about the same level of around a “D+”
simple average, and have progressed at around the same rate to around a “C+” average.
Afghanistan made faster progress in early years then slowed down, while Timor-Lest has made
steady progress since 2007. Performance of the two countries is well above the average for all
g7+ countries latest PEFA assessments, which is around a “C”.

Performance is different at the PEFA thematic level. Afghanistan is doing better on
predictability and controls, credibility of the budget, while Timor-Leste is doing better at policy
based budgeting and accounting. Donor practices significantly improved for both going from
“D” to “C” over the period (see Figure 2 and Figure 3).
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Figure 2. Afghanistan and Timor-Leste PEFA Improvements —in PEFA Space

Credibility of Budget
A

B+

B
Comprehensiveness &
External Scrutiny & Audit o ?ranspar“efncy

A ting, Recording &
ccounting, Recording - Policy-based Budgeting
Reporting :

Predictability & Control

——Timor Leste 2007Rev = D+

——Timor Leste 2014 =C
------ Afghanistan 2005Rev =D

------ Afghanistan 2013Rev =C

Figure 3. PEFA Improvements — by PEFA Theme: Early & Late Years

A A
B+ B+
B B
o o
¢ c
" . . ‘ . L . . ' '
D - D
& & & ® 3 N 5 2 QA A & N o 3 o 2
N S & S S & & & & 9 . O N &
§ »‘é&* &9\ & & q"& a?g m"’”\(' & N & & & 4 e‘@ <>‘QQ ‘?°b & &%
& & & e & & v ¢ & & & © & & £ A
& <& R £ & € & > S & S
S < & & N & & < R S & & & &
& A o+ & R 2 > & & $
& é‘d b S N <7 4_)9 A 4 <" N & ‘—:“&
<& & & & & © 8 >
& A & & 5 & D
5 (\&\& < o & &
o & & ¥ &
& A & &
& g
(}0
B Timor Leste 2007 Rev- (D+) M Afghanistan 2005Rev - (D+) M Timor Leste 2014 - (C+) M Afghanistan 2013Rev - (C+)

Figure 4. Afghanistan and Timor-Leste PEFA-10 Improvements
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In terms of performance against the PEFA-10 subset, Afghanistan and Timor started at
the same level, but Timor-Leste improved more over the period (see Figure 4). PEFA-10 is
an approach that measures systemic fiduciary risk. It takes a subset of PEFA indicators as a proxy
for fiduciary risks'? based on the idea of “basics first” in accounting control. Major areas of
difference are in Timor-Leste’s progress on: i) classification systems; ii) budget paper
disclosures; iii) accounts reconciliation; and iii) financial statements.

In terms of fiduciary risk reduction?3, both countries fell from overall substantial fiduciary
risks to a moderate fiduciary risks based on assessed strength of fiscal management systems.
Both countries have similar fiduciary risk profiles, with highest risk peaks associated with
predictability and control, though this was an area where Afghanistan was still able to secure
significant fiduciary risk reductions (see Figure 5).

Figure 5. Afghanistan and Timor-Leste Fiduciary Risk Comparisons

First Rating Latest Rating
Fiduciary Risks Over Time by PEFA Theme Only Fiduciary Risks Over Time by PEFA Theme Only

Development risks for both Timor-Leste and Afghanistan, are significantly higher than
fiduciary risks, falling from high to substantial over the same period (see Figure 6). The major
drivers of high development risk — by which we mean the risk of not achieving development
objectives - for both countries are associated with various constraints to development. Some of
the key reform objectives that would reduce development risk include:

i.  Delivering an increasingly accurate and believable budget — reducing the risk that

medium term development goals will not be achieved and budgets are not auctioned off
to the highest bidders;

ii.  Managing exposure to risks posed by public enterprises and reducing incidence of
unreported expenditures — reducing the risk of misallocation of funds from
development to bail out or finance inefficient market operations;

iii.  Running effective policy-based budget process that uses forward year estimates of
the costs of existing policies and robust systems for costing and consolidating new
policy proposals — reducing the risk that medium term development goals will not be
achieved and budgets are not auctioned off to vested interests;

iv. Targeting very weak tax collection systems — particularly in tax arrears and
reconciliation management — reducing risk of misallocation of funds for development
due to less revenue raising and more leakage; and

12 Hashim, 2015, “Presentation: A Practitioner’s Guide for Setting Reform Priorities, Systems Design and
Implementation”, Phnom Penh, Cambodia.

13 The fiduciary risk quantification method used is the same one used in the Development and Fiduciary Risk
Assessments undertaken for Timor-Leste in 2012 and Afghanistan in 2015.
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v. Taking on the intractable problem of aid-induced fragmentation of fiscal
management systems — compromising the ability of a fiscal management system to

work as intended: to be the continuous improvement cycle for government.

Comparability of budgets and accounts (or promises with results) and annual reporting of
fiscal and non-financial performance remain a challenge in both countries, compromising
the ability of the accountability system to deliver continuous improvement in fiscal and
institutional performance — significantly increasing development risks. For development risks to
be reduced, a government needs a budget cycle that delivers continuous improvement based
around clearly specifying promises — what will be produced each year with a given level of
government resources, with what actually happened. For the system to work, it should be easy
for a lay person to pick up a budget paper and pick up an annual report and compare promises
with results. If it is too difficult, then a continuous improvement system — a budget system -
cannot operate well.

Figure 6. Afghanistan and Timor-Leste Development Risk Comparisons
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g7+ Country Comparisons

Afghanistan and Timor-Leste are leading g7+ countries in terms of performance against
PEFA. They both rate relatively highly on the g7+ league table of PEFA performance at a simple
average of “C+”, but are still some way off the best published result of Norway of “B+”.
Afghanistan is the top country in terms of simple average of all PEFA indicators including Donor
Practices. Timor-Leste is third in this category Taking Donor Practices out of the average score,
brings Afghanistan down to second, while Timor-Leste retains its third place (see Figure 7).

Figure 7. g7+ Average PEFA Comparisons (most recent PEFA)

PEFA PEFA (Excl. DP)

Nb: Yemen stands out as being highly rated, though the last PEFA undertaken for that country was in 2008, and much has

occurred in that country since then.
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Figure 8. g7+ PEFA League Tables (most recent PEFA)

A. PFM-OUT-TURNS: Credibility of the budget B. KEY CROSS-CUTTING ISSUES: Comprehensiveness and Transparency
A A
B+ B+
B B
c+ c+
c c
” I I I I I I I - I I I I I
D D
IR I SN S $ O O o % SRR > A > S O & O RS
I U R A I S S R R G SRS S I S R P AR SR S S G I SR
L U S A O SO RO S S I S S M S I U S S S S S, S SR
& . @ NI S I AN A S AR A & A A A AR Y@ S ¢ @ o & R AR
& & &S & P N & & & &8 F < & o & & P & & $ & @ &R P
o & ¢ & 5 o & ¥ & N G & R N o & N o> > o & 5
& P O & ° DI PN S A R ) & VT © S 2
S N & S S ¢S & N & &S & @ &8 & & &
& & & S SN <$ S & X & &S 2 & © S
& 2 NG S & o & N < & o &
¢ W & Gl < 3 w© W &
<9 < > <0 > <
2 & & P & &
% & & <& &
& &
& N
C(i) Policy based Budgeting C(ii) Predictability and Control in Budget Execution
A A
B+ B+
B B
c+ C+
c 4
A I I I I A I I I I I
. (| . |
GRS > o R R R CRPC I AN SN I T T SRS S & D D N P
ISR SR I G R I I PO S S S R S R A S R L
BN S S S S I S S S L S S S S PR SN S SO S S S S S S SN S SO
N & @ < 1 N & o 'S 9 e & N O > A S 3 & e @ e e & o 9 N o > o A
& & & P EF Y W e ® P S S E Y E Y P
RO N S T R U N e S s & E S S ¥
A S & F SO SN ~ SN RPN & & & S
& N S & S F N &g & & & & @ & S IS
S & S P e SR & < S B & & & 9§
s WP \ ¥ s B K 8
AS & AS & i
£ & & q,° & £
< & é’b < & éb
< <
F *
C(iii) Accounting, Recording and Reporting C(iv) External Scrutiny and Audit
A A
B+ B+

D. DONOR PRACTICES

|
° > O R
SNSRI
RO S Y I S S > R
I A A A A S A A A A AP
o & & & P N & & @
S N N SN R P &
S & &« & S0 s
RS &S of & S
W& <° s S N
< > <0
& & P
& & s
&
e

In terms of the different PEFA themes, performance is more variable. Both countries are
however more consistent compared to other countries, which helps drive their overall relative
good performance. Budget credibility scores for Afghanistan and Timor are in the middle of the
pack, with Timor-Leste nearer the lower end. Both are way off the high-income country
benchmark of “A” by Norway. Comprehensiveness and Transparency and Policy Based
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Budgeting, have Afghanistan and Timor-Leste near the top of the pack with a “C+”, getting close
to the Norway mark of “B+”. Afghanistan tops the scores for predictability and control with a
high “C+”, while Timor-Leste is in the middle of the pack with a high “C”” — Norway is B+. Both
are near the top for Accounting, Recording and Report — with Timor-Leste bettering the Norway
mark. For external scrutiny they are both at the top with a high “C+” — close to the Norway mark
of “B”.

Afghanistan and Timor-Leste have the best donor practice scores of g7+ countries witha C
and D+ respectively (see Figure 9), but the score is still well short of the best practice benchmark
score of “A” delivered by the donor (UK) to St Helena, and the other ODA recipient countries
that scored a “B” or better under PEFA (Burkina Faso, Macedonia, Mauritius, Montserrat, and
Tanzania).

Figure 9. Best Donor Practices Comparisons (most recent PEFA)
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Strong systems or low fiduciary risk - appear NOT to be a dominant reason for strong
donor practice. Given that both Timor-Leste and Afghanistan both have public finance systems
that are rated as strong if not stronger than those aid recipient countries that do the best on Donor
Practice Scores. This indicates that avoidance of systemic fiduciary risk may not be a dominating
reason for poor donor practice performance as defined by the original PEFA. Perceptions,
preferences and reputation risks are presumably more dominant!4. The analysis shows that good
donor practice as defined by the original 2005 PEFA is possible, though rare. The problem with
accepting such an approach is that if perceptions are so bad then existing mechanisms that
already bypass country systems are not working. Reports by SIGAR in Afghanistan for example
indicate that bypassing country systems doesn’t suddenly evaporate exposures to fiduciary risk.

What’s more, claims that bypassing country systems reduces fiduciary risk exposures is on
shaky ground, especially when one analyses the relative strengths of project and donor systems,
and the impacts on country systems through increased fragmentation (of budgeting, accounting
and scrutiny systems). We argue, that bypassing systems actually increases fiduciary risks of
government systems because it increases fragmentation, adds complexity and lowers
accountability all at the same time. Bypassing national systems also increases development risks
as it is harder for policy makers to know how to allocate scarce resources to the most efficient
and effective investment.

14 See also analysis on the determinant of budget support in the Afghanistan Development and Fiduciary Risk
Assessment 2015, which reveals that fiduciary risk is not dominant in determining levels of budget support.
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Figure 10. g7+ PEFA 10 Comparisons (most recent PEFA)

PEFA-10 Average

In terms of PEFA-10 performance, Timor-Leste tops the g7+ countries league table with a
high “C+”, bettering the high-income benchmark of Norway. Afghanistan performs relatively
well with a high “C” (See Figure 10).

B: g7+ Country Comparisons: Development and Fiduciary Risks

While the previous section reviewed the trends in PEFA, this sections looks at the trends
in development and fiduciary risks scores. It compares results with other g7+ countries. The
assessment provides an insight to the effectiveness of improving development outcomes by using
country systems and targeting reforms that balance fiduciary risk reduction while increasing
probabilities of securing sustainable and cost-effective development benefits.

Methodology for Quantifying Risks

Two different types of risks are distinguished: i) fiduciary risk, which is defined here as
essentially the short-term risk of mismanagement and misuse of funds; and ii) development risk,
which is the longer-term risk of not meeting development policy objectives. See Box 1 on page
9 for expanded definitions including for other risks.

This section quantifies development and fiduciary risks and builds on the PEFA
quantification method used in the previous section. The approach is based on a standard risk
quantification methodology adopted in other settings, including Papua New Guineai, Iragi & i,
Afghanistan®, Turks and Caicos IslandsY, Tokelau", Sri Lanka"i, Liberiaii, UNRWA (including
West Bank and Gaza, Syria and Jordan)* and Timor-Leste*. The approach uses a standard risk
guantification approach of: performance score multiplied by risk factor, where risk factors
are associated with the system generally - not the country context (see box below).

Risk Score = Score for System Performance x Risk Factor (Fiduciary or Development)

Under this approach risk factors are assigned for each performance indicator and
dimension based on the assessed importance to fiduciary risk, which was defined essentially as
the short-term risk of mismanagement and corruption and poor value for money*> and applied
the following numerical equivalents: High = 3, Moderate = 2 and Low = 1%

15 And development risk being the longer term risk of not meeting development objectives.
16 PEFA scores were reversed for risk quantification, where D was 4 and A was 1. This was to ensure risk scores
were internally consistent. Highest risk factor matched to poorest performance score gives the highest risk score.
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An important point here is that risk factors for performance indicator dimensions can be
different. For example, medium term policy linked budgets are more important for longer term
development risk than fiduciary risk so would get a higher development risk factor, while bank
reconciliation systems are more important for short term fiduciary risk so would get a higher
fiduciary risk factor. The nominal fiduciary risk score range was rebased to a 0-1 range to give
more meaningful numerical values to risk levels, but importantly also enables wider use
including in cost-effectiveness analysis of aid interventions and reform programs (see use in
Multi-Donor Trust Fund decision analysis*). Other approaches have also been adopted for rating
fiduciary risk including the French Fiduciary Risk Index (FRI), which is simply a reduced PEFA
set'’,'® and *°; the IMF PEFA Index.

Results
The Results are presented in two different ways. Countries are compared by: i) each PEFA
group and theme and then ranked; and ii) individual country risk profiles using PEFA themes.

Figure 11 and Figure 12 reveal that Development risks are higher than fiduciary risks.
There was a revealed and meaningful difference quantifying in fiduciary and development risks.
Not only did risk scores change, but some ranks also changed when comparing development and
fiduciary risks. Similar to the PEFA analysis, the results also indicate that Afghanistan and
Timor-Leste do relatively well in comparison to their g7+ country peers. While the high
development risk results are partially a consequence of high development risk factors, it also
indicates that progress on reforms that reduce development risk are more difficult to achieve.

Reforms have indeed been difficult to secure in most countries. Examples of failures include
the absence of fully functional, medium term budgets, with forward estimates that routinely roll
over, systems that explain clearly the changes to baseline funding, new policy costing systems
linked to medium term budgeting approaches, having consolidated budgets that are easily
compared to end-of-year accounts, and complete annual reports that give both output and
financial performance. These are key systems that make the budget an instrument of policy and
national accountability, rather than a political rationing device or just an aggregation of ambit
claims.

High-income countries are able to deliver on these basic systems. Countries like Norway,
Australia, and New Zealand can do these things that make their systems resilient, accountable
and transparent. There is an implicit argument that these countries only do better because they
are rich. We disagree with this as reforms are not a result of their wealth, but a contributor to the
country as a result of the things they do. It is the processes they follow and the nature of the
culture within the institutions they have built that helps to build a sustainable public sector in
these countries.

17 The French FRI — FRI calculation is indicative. The FRI is obtained from the scores of 12 selected PEFA
indicators, divided in 4 dimensions: D1 - Credibility of the budget: PI2; P14; PI7; D2 - Effective enforcement
procedures and expenditure control: PI118; P119; P120; D3 - Reliability of accounting and financial reporting:
P122; P124; P125; and D4 - Quality and external audits: P126; P127; P128.1°

18 Bessette, 2009, “The French Doctrine on Fiduciary Risk” IMF PFM Blog (accessed 15 Nov 2009)

19 PEFA Secretariat, 2009, “Survey of PEFA Partners’ “Use of PEFA Assessments for internal processes”, PEFA,
Washington DC, USA. (Accessed 5 December 2009)
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compares the relative costs and outputs or outcomes (effects) of at least two courses of action,
such as comparing a proposed intervention with no intervention or the current prevailing
intervention. CEA is different to Cost-Benefit Analysis (CBA) in that CBA assigns a monetary
value to the measure of effect, whereas CEA uses a quantifiable effectiveness comparator. CEA
Is often used in the field of health services, where like in the development effectiveness field it
is either inappropriate or too difficult to monetize effects in a useful and practical way. Using
CEA methods allow us to measure the relative cost effectiveness of development assistance in
delivering fiscal performance improvement, or in other words, to assess the cost effectiveness of
development assistance to reduce systemic fiduciary risk.

Methodology

CEA results are expressed in terms of Cost Effectiveness Ratios (CER). CER is simply cost
over effect, which can be misleading as it does not account for counterfactuals or relative
performance (see equation 1 for simple average CER). In Incremental Cost Effectiveness Ratios
(ICERs) (see equation 2), counterfactuals are purposely addressed: the denominator is a gain in
effect (E; — E,) and the numerator is the cost associated with the gain in effect (C; — C,)%°.
ICERs are generally used to compare different options, like different treatment plans in health
care. A positive ICER indicates that the intervention being assessed is more effective but at a
cost. Comparing ICERs among different interventions gives an indication of which intervention
provides the best value or “bang for buck”. Results can be ranked in terms of most expensive for
a given gain. Some health systems have set ICER ceilings for the public financing of
pharmaceutical drugs or health technology.

A negative ICER is difficult to interpret, since the difference in costs or difference in effects
can be negative. A negative cost difference over a positive effect difference means that the
intervention is cheaper and more effective. This is the “No Brainer’ choice. But a positive cost
difference over a negative effect difference means that it costs more to go backwards or do worse.
The magnitude of the negative ICERS is also difficult to interpret as inspection of the numerator
and denominator is required.

C
Equation1:  CER = E—t
t
Equation 2 rcgr = &= &
quation 2: =5 -
n

n
Equation 3: TCER = Z(DCt —GCy) + Z(Et)
t=0 t=0

C=Costs, E=Effect, t= Time period (Year), DC = Donor Costs, GD = Government Costs.

A Timewise-Cost-Effectiveness Ratio (TCER), developed here is the sum of the annual
current costs adjusted for inflation over the change in effect. The cost calculation is
equivalent to the sum of the constant costs — or constant aid disbursements (see equation 3),
where the effects of inflation have been excluded. Incremental costs in this case are those
additional resources provided through aid — on top of non-aid or government own-source
financed reform, which includes activities funded by general budget support.

20 A commonly used outcome measure in CEA is quality-adjusted life years (QALY) as used in the

field of health economics.
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While it is difficult to interpret a negative ICER, it is simple to interpret negative TCERS.
Under this approach it is essentially impossible to score a negative TCER from a negative
numerator as aid disbursements in a particular year are almost always greater or equal to zero?.
The negativity can only emerge from the denominator or the change in effect. So a negative
TCER means that there was a cost to go backwards or do worse, implying that it may have been
better to not have intervened in the first place. That said, without the counterfactual or more
information on what was actually being paid for, that implication might not be valid. The idea
presented here is that of “cost prevention”. In other words, while the analysis may reveal a cost
to go backwards, the effects without the intervention might be far costlier.

Interpreting the magnitude of a negative TCER is not so intuitive. For example, on face
value, a large negative TCER may indicate a big cost to go backwards. However, a large negative
TCER might actually be better than a small negative TCER: if there is only a small fraction of a
deterioration, then the TCER gets big quickly due to a small number in the denominator.

Four different effectiveness measures and three different cost bases were used. The four
effectiveness measures were half grade movements for:
i) simple average PEFA scores;
i) simple average PEFA scores for the six key PEFA themes under direct control of aid
recipient governments;
iii) the simple average PEFA scores excluding Donor Practices theme; and
iv) the PEFA-10 / “basics first” summary scores.

For cost of development assistance to reduce fiduciary risk, the three measures were:
i) a wide cost base;
i) a narrow cost base; and
iii) a cost-per capita base.

The wide cost base includes all ODA reported by donors disbursed through all aid channels for
the following sectors:

i) 15110: Public sector policy and administration management;

i) 15111: Public finance management;

iii) 15112: Decentralisation and support to subnational government; and

iv) 15113: Anti-corruption organisations and institutions.

For the narrow cost base only ODA charged to 15111: Public finance management was included.

For the per capita calculations, the narrow cost base was converted to per-capita figures using
population data (from the WDI database). The time-wise approach was used for quantifying
different effects. Cost and effectiveness parameters were not discounted for time, though costs
were set in constant terms around a 2014 base year. Parameter data and results are provided at
Table 1 on page 32.

Results

The analysis reveals that Timor-Leste is much more cost-effective than Afghanistan in
improving PEFA scores. Three periods were chosen for the analysis: i) the early period between
around 2002 and around 2006; ii) the middle period from around 2006 to around 2010; and the
late period — from around 2010 to 2015. Results are presented at Figure 13 with key parameter
data and results provided in Table 1 at Attachment A: Cost-Effectiveness Data by g7+ Country.

21 Negative aid disbursements are associated where repayments of aid are greater than new aid

disbursements.
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In the very early years between 2002 and 2005 Timor-Leste was around three times more
cost effective (under wider and narrow cost base terms) against ICER results. Under wide cost
(narrow) terms it cost donors to Timor-Leste $153.8m ($18m) to secure an average half grade
improvement in the simple average PEFA score, compared to Afghanistan, which cost $496m
($50m). For comparison, another global estimate of the cost of reducing PEFA by a half grade
is $50m (see Delorenzo).?

Figure 13. TCERs — ODA Cost (wide) Incurred to Increase PEFA Scores by half grade

TCER (Wide Base): Cost (5m2014) per half grade
increase (PEFA)
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For the middle period, Timor-Leste was over five times more cost effective than Afghanistan
under wide cost terms and almost three times under narrow cost terms. Timor’s ICER was $144m
($48m), compared to Afghanistan’s $738m ($133m) under wide cost (narrow cost) terms.

Figure 14. TCERs — ODA Cost (wide) Incurred to Increase PEFA-10 Scores by half grade
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2 De le Renzo, 2009, “Taking Stock: What do PEFA Assessments tell us about PFM systems across countries?”,

Working Paper 302, ODI, London, UK. (Accessed 23 November 2009)
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For the late period, Timor was almost fifty times more cost-effective than Afghanistan under
wide cost terms and twenty-three (23) times under narrow cost terms. Timor’s ICER was $214m
($42m), compared to Afghanistan’s $10.5billion ($1billion) under wide cost (narrow cost) terms.

Afghanistan is an outlier when compared to other g7+ countries, other than Sierra Leone,
which had similar high results in the late period. Haiti had significant negative ICERs of $0.6
billion for its late period (2008-2012), indicating that it went backwards with donor assistance:
$257m was spent on Haiti, which went backwards from a “D+” (1.7) average to a “D” (1.4).

Similar results were found using PEFA-10 as the effectiveness measure (a basics first
measure for fiduciary risk). ICERs under the wide cost base method for early, middle and late
periods for Afghanistan were: $355m, $885m, and no score possible as no change in PEFA-10.
For Timor-Leste the ICERs were: $146m, $71m and $213m.

Figure 15. TCERs — ODA Cost (narrow) Incurred to Increase PEFA Scores by half grade
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Figure 16. TCERs — ODA Cost (narrow) Incurred to Increase PEFA-10 Scores by half grade
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Figure 17. TCERs — ODA Cost(wide) Incurred to Increase PEFA-10 Scores by half grade
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Figure 18. Years Required to Secure Half Point Grade Improvements
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It takes on average around 3 to 5 years to increase PEFA by half a grade. This was generally
the case except for Liberia, Afghanistan and Guinea in the later period (20 years, 13 years and
11 years), with Haiti going backwards in the same period. Similar results were found for reducing
PEFA by a half a grade excluding Donor Practices. It was found to be quicker to reduce PEFA-
10 basics first at an average rate of only 2 years.

In terms of per-capita costs, Afghanistan becomes much more cost-effective compared to
Timor-Leste in the early to middle periods. In the early years it cost Afghanistan’s
development partners $2 per person to help raise PEFA by half a grade, where as it cost Timor-
Leste’s development partners $17 per person. For the middle period it was $5 compared to $45,
and for the late period Timor-Leste became more cost-effective in per capita terms at $35

compared to Afghanistan’s $38.
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The results reveal that the early years delivered much better value for money — “much more
bang for buck” — than the latter years. The result is intuitively correct, as it is theoretically easier
to produce half grade quality improvements from low baselines. Three g7+ countries completed
three PEFAs. All demonstrated an increased TCER in the late period compared to the early
period, though Afghanistan was the most pronounced with the late period being 22 times the size
of the early period. Guinea Bissau was three times bigger, while Timor-Leste was less than half
(0.4) times bigger.

Figure 19. TCERs - Cost Per Capita
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Other indicators of government performance reaffirm the results for Timor-Leste but not
Afghanistan. Trends in IDA Resource Allocation Index results reveal that Timor-Leste came
fourth out of g7+ countries, while Afghanistan came 11™ for index improvements of 0.34
compared to 0.8. The IDA Resource Allocation Index is a much wider index on government
performance compared to PEFA as it covers a much broader set of policy and government
systems, though it is much more opinion and perception based (See Figure 21 on page 36). Other
indicators of relative performance can be found at Attachment C: Other WDI datasets” on page
36.

These results indicate that difficult reforms can be achieved cost-effectively when the
conditions are right. In Afghanistan’s case it has been argued that the cause for the poor result
(high ICER) in the later years was a lack of focus of reform programs targeting PEFA
improvements?3. For example, a lot of effort over a long period of time had been put into Program
Budgeting, even though Afghanistan was already well rated in terms of classification systems,
while very little effort was put in to transforming what is arguably an auction-based budget, to
one that is a policy-based budget.

In Timor-Leste’s case, there have been certain conditions for a period of time that deliver
difficult reforms cost-effectively. These include: i) a strong and inclusive leadership group

23 See Afghanistan Development and Fiduciary Risk Assessment 2015
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https://www.dropbox.com/s/mgc6uaiysfy64dw/Afghanistan%20-%20FDR%20CEA%202015%20Final%20with%20comments%20April%202015.pdf?dl=0

within the Ministry of Finance; ii) real ownership of reform plans; iii) credible systems to
manage performance and establish the right institutional culture; iv) willing donors/development
partners that share risk and support country systems. In Afghanistan’s case, the same conditions
are being established now. If achieved, and on the basis of this analysis, it would be expected
that Afghanistan’s reform efforts would accelerate resulting in stronger institutions with the right
culture. The result would be reflected in improved PEFA scores over the next 3 to 5 years.

Figure 20. TCERs by PEFA Themes (narrow cost base)
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D: Discussion

Working in conflict and fragile states is difficult for every well-meaning stakeholder:
government officials, elected representatives, donors and contractors. This study reaffirms that
view. There are various implications from this assessment, and there are methodological issues
and limitations to the approach used here to understand progress, performance and value for aid
money. Nevertheless, we believe there is value and a number of recommendations from this
analysis are provided.

On the question of public finance system resilience - it appears to work in two ways. It can
mean resistance to change for the better or worse. In other words, while it may be difficult to
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build better systems, it may also be difficult to change them. People have a tendency to resist
change, and routine processes are routine for a reason. This study reveals that when the
conditions are right progress on reform and positive change can happen relatively quickly over
a few years. Examples are Timor-Leste, once aid-dependency was broken, and Afghanistan in
the early years, when there was essentially an open canvas and plenty of resources. At the same
time, however, we see that when presumably the conditions are not right, progress is slow and
uneven, such as in Afghanistan in the last 5 years when fragmentation increased and political
will for reform reduced. Moreover, we also see that in highly difficult environments where
conflict is pervasive and political settlements are tenuous, public finance system resilience can
break down. We can observe that holes in systems that don’t get fixed, eventually get exploited,
and then protected by vested interests who wish to perpetuate financial or political gains. In
particular, we have seen that donors in some countries have spent significant resources to go
nowhere or even backwards against indicators of public finance system strength. Not just in
Afghanistan and Sierra Leone, but other g7+ counties as well.

There is evidence that reforming weak or absent systems is easier, quicker and cheaper.
The idea being that starting from a low base is much easier than working from a high base in
terms of system quality. This constraint can be handled by grouping. This analysis grouped
results into periods. The new 2016 PEFA framework poses some problems of ongoing trend
analysis as new baselines will need to be constructed. It took seven years to pass, before this
study could be contemplated. A way around this is to report during the intervening period (before
reasonable trend data for the 2016 framework is available), by using a core or common and a
reduced set of PEFA indicators— like the PEFA-10, or the French Fiduciary Risk Index.

This analysis of g7+ countries still reveals that reform efforts are volatile. Success over a
number of years does not mean success in subsequent years. Of course this raises issues of path
dependency, the importance of leadership and changes, and other factors such as the drivers of
institutional culture. Further research is warranted to see if volatility in reform progress is higher
in fragile and conflict-affected countries, compared to other groupings of countries.

There could well be data quality issues compromising results. PEFA is notoriously
subjective, especially in the early years of its implementation. There were often debates in PEFA
discussions on whether performance scores were a D or an A, let alone debates on half, grade
differences. Reviewing early PEFAs with the benefit of hindsight and the backing of subsequent
PEFAs, often reveals that prior scores were way off — either too generous or too harsh (which
anecdotally appears to be linked to an institution or individual responsible for commissioning
the analysis). The PEFA secretariat has made efforts to improve quality control via targeted
training, peer reviews, and more recently, being more open and more accessible with its data.
And there is evidence that PEFA assessments are becoming more robust. However, the value of
trend analysis can be improved if PEFA assessments routinely look back and review past scores
with the view of formally revising them in order to help build a more robust evidence base to
track progress over time. And importantly report the changes in easily accessible ways. The new
2016 PEFA does appear to be less subjective in key areas, reducing discretion in scoring, such
as with budget credibility where it now makes it clear than donor projects on budget are not to
be excluded in calculations, which has been the case, including Afghanistan PEFAS of the past.

There are other methodology issues. Average Cost-Effectiveness Ratios (ACER), Incremental
Cost-Effectiveness Ratios (ICER) and the Time-Wise Cost Effectiveness Ratios (TCER)
adopted here, have their limitations. Similarly, the risk factoring approach to draw out the
differences of development and fiduciary risks can reduce the reliability of results. That said,
intuitively, the analysis appears to be looking in the right direction.
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There are other limitations. The cost data was aggregated in only three ways. Aggregating of
aid data was directed at PFM like purpose activities: i) a broad-based approach; ii) a narrow base
approach; and iii) a per-capita approach. Different aggregates can be used, but the absence of
more detailed data on aid purpose constrains reliability. The issue is that reported disbursements
in the sector, may well not have been for fiduciary risk reduction.

The issue of value for aid money is an important one to explore further. On the face of it,
this analysis shows some negative cost-effectiveness ratios that indicate that the common
alternative course of action — “to do nothing” — may be better than intervening at all. Spending
taxpayers’ money to go nowhere or even to go backwards slowly does not appear to be good
fiscal, aid or foreign policy. However, there are important considerations. The lack of
counterfactuals is a key limitation. The alternative approach has not been modelled here, and nor
has the consequences of no intervention. For example, financial assistance could have prevented
catastrophic collapses of public finance systems that keep governments working, cities running
and communities functioning. Here, we see that the limitations of the data. We don’t know what
the money is actually being spent on — e.g. funds may not be targeted at PFM, but on political
settlements. We also have not assessed the relative methods of different development
interventions.

The analysis may be masking other realities — geopolitical, aid-industry incentives and
intentional misdirection. There are other interests that are in play in the aid industry, which this
analysis does not address. There may be geopolitical reasons for interventions that are not clear,
incentives may be in place within the aid industry that promote rather than reduce aid
dependency, and/ or players that just want to steal. These problems are outside the scope of this
analysis, though the issues should not be ignored.

In a way, some of the results revealed in this paper indicate that the international
community may well be paying to avoid adverse effects of worse outcomes that could occur
in the absence of assistance. There might well be the view that the investment is to just keep
“heads above water”. In other words, the cost is written off as the sunk cost to keep things from
falling apart or the cost of fragility. There probably is some truth to this, however, the problem
with this thinking is that it is not robust enough, and reeks of excuse making and after-the-fact
justification of poor performance. The reality is more likely to be that we’re not doing enough
to focus efforts on the right reforms and in the right way. Nor are we focusing enough on the
foundations that help institutions create cultures of high performance, and help public services
and public servants be self-reliant and accountable for successes and failures.

We still have too many unanswered questions. Does using country systems to improve them
in the right way deliver better results at less cost — is sector budget support better than
“projectized” aid delivery? Does project-based aid actually reduce exposure to fiduciary risks or
even reputation risks? Could the use of different methods of aid delivery and donor-recipient
accountability frames have led to better outcomes — is performance based aid better than
traditional in-kind Technical Assistance projects? Could better accountability and risk sharing
between donors and recipients set better conditions for success — should a mix of fixed and
variable performance payments be prioritized over traditional aid delivery systems? More
research is warranted, though intuitively these questions appear to be the right ones to be asking.

This assessment did not look at the issue of absorptive capacity. Absorptive capacity is a

particularly sensitive issue for g7+ countries. The problem of over aiding has been well
documented by McGillivray and others. And recently, we are seeing evidence being brought
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forward by the IMF?* that over-aiding compromises a country’s tax base and tax takes. Analysis
in the main paper?® reveals that Timor-Leste in the early years and Afghanistan until recently,
were over aided — in different ways. The general rule of thumb for absorptive capacity limits of
20% of GDP have been breached significantly and for relatively long periods. Ministry level
direct aid often breaches the 50% ceiling rule of aid to total ministry resourcing. This is an often-
forgotten criterion when it comes to responsible aid giving. The theory behind it is that as soon
as officials within ministries see donors rather than their minster as the source of finance, the
pursuit of a desirable institutional culture breaks down. Accountability is fragmented. More
analysis is required to drill down on the effects of bypassing country systems — budgeting,
accounting and scrutiny in terms of state sovereignty and state legitimacy, as well as the
informal competition between certain types of donor agencies and government for the support
of a population.

Importantly this analysis raises the point that development risk should really be much
more of a concern for donors than it currently is, especially when compared to demonstrable
concerns over exposure to fiduciary and reputation risks. This is not just in terms of probability,
but also in terms of value for money. Not getting good development outcomes from billions in
aid investments is the bigger issue than avoiding adverse domestic consequences of corruption.
No donor, however, has been able to win that argument at home. A solid program of analysis of
cost-effectiveness of aid interventi