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PREFACE

A distinguishing feature of this book is that it deepens the reader’s under-
standing of the impact of foreign aid on development outcomes based on
the latest findings in the literature over the past decade. A strong view-
point that has been existing in the economics literature, especially with
regard to economic development, polarizes the perception of foreign aid
as being either beneficial or damaging, as a blessing or a curse. As an
unfortunate consequence, many readers perceive aid’s impact based on
the work of scholars who are assessing the impact of aid in light of such
polarities.

This book sheds light on the recent studies that have tried to deepen
our understanding of the ambiguous relationship between aid and its
aftereffects. It highlights the work of scholars who have developed more
layered and nuanced findings with regard to aid’s impact on a variety of
development outcomes, for example, donor characteristics, political
motives behind aid giving, evaluation of aid projects, and their effective-
ness including the differential impact based on type of aid.

La Crosse, WI, USA Nabamita Dutta
Mississippi, MS, USA Claudia R. Williamson
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CHAPTER 1

Introduction

Nabamita Dutta and Clandia R. Williamson

Foreign aid has been a much explored topic in both the economics and
political science literature. While the extensive strands of studies have
helped us understand the role of foreign aid and the impact that it might
have, ambiguous conclusions remain in the literature. This edited volume
is an attempt to pull together the relatively recent established findings
related to foreign aid.

Perhaps the greatest debate in the literature in this context is the impact
foreign aid can have on development outcomes of recipient nations,
including economic growth. An extensive set of studies have argued that
aid boosts economic growth for recipient nations by helping them escape
poverty traps and promoting development (Sachs et al. 2004; Sachs
2005a, b). Yet, the dominant argument in the literature is aid has been
ineffective in promoting growth (Easterly 2007a, b; Rajan and Subramanian
2008). Earlier strands of studies disagreed on the impact of foreign aid as
they categorized the outcome as black or white, that is, the impact being

N. Dutta (1)
University of Wisconsin-La Crosse, La Crosse, WI, USA
e-mail: ndutta@uwlax.edu

C. R. Williamson
Mississippi State University, Mississippi, MS, USA
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‘always good’ or ‘always bad’ for recipient nations. More recent studies
have explored wide areas of gray, suggesting that aid effectiveness can be
very much dependent on the macro and institutional environment of
recipient nations and, thus, the notion of categorizing the outcomes in
absolute terms of ‘good’ or ‘bad” may not be correct.

Another extensive literature has explored aid’s impact on economic and
political institutions, sparking another debate as the conclusions have been
ambiguous. In the context of political institutions, studies emphasizing
the optimistic view of aid argue that foreign aid can have a positive effect
on developing countries’ political institutions by making them more dem-
ocratic (see, for instance, Dunning 2004; Goldsmith 2001). The alterna-
tive view stresses that aid is not only unable to promote democracy, but it
can actually degrade it (see, for instance, Bueno de Mesquita and Smith
2010; Smith 2008; Djankov et al. 2008; Rajan and Subramanian 2007;
Briutigam and Knack 2004; Bauer 2000).

Evidence in the context of foreign aid’s effectiveness on economic insti-
tutions is similar. Studies concluding that aid does not increase economic
freedom are plenty (Young and Sheehan 2014; Knack 2001). In fact, these
studies find that aid decreases economic freedom. Heckelman and Knack
(2008) find that aid decreases freedom in the 1980s, but aid does not
significantly impact economic freedom in the 1990s. IMF involvement
may also reduce economic freedom (Dreher and Rupprecht 2007; Knedlik
and Kronthaler 2007). Yet, studies like Boockmann and Dreher (2003)
show that the number of World Bank projects increases economic freedom.

Other than institutions and economic growth, foreign aid can also have
a significant impact on specific development outcomes like health, educa-
tion, and sanitation. Both micro and macro studiecs document the success
and failure stories of foreign aid with regard to specific develop-
ment outcomes.

Aid effectiveness is also dependent on donor motives of nations provid-
ing aid. In both the economics and political science literature, the signifi-
cance of politics and leaders in molding development policies for their
countries has moved to prominence (sce, ¢.g., Jones and Olken 2005,
2009; McGillivray and Smith 2004; Dreher and Jensen 2013; Potratke
2009, among others). Yet, until recent times, literature on development
aid has ignored the important role that politics can play in shaping aid
allocation to recipient nations. Studies assumed motives of donors to be
unitary and did not account for differences of ideologies of governments,
political and economic incentives, and how political leadership can shape
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allocation of aid. Recently, a vast number of studies have explored donor
motives for aid allocation and have found factors like political and eco-
nomic motivations, political favoritism, and donors’ ideology to be play-
ing crucial roles in such allocations. The type of aid allocated matters a lot
in this context and has a direct impact on development outcomes.

This volume not only summarizes the conclusions in the literature
about aid’s impact on specific development outcomes but also highlights
the role of donor motivations, importantly, political preferences and incen-
tives, in aid allocation as well as the role of private aid in affecting develop-
ment outcomes. A distinguishing feature of this book is that it deepens the
reader’s understanding of the impact of foreign aid on development out-
comes based on the latest findings in the research literature over the past
decade. A strong viewpoint that has been existing in the economics litera-
ture, especially with regard to economic development, polarizes the per-
ception of foreign aid as being either beneficial or damaging, as a blessing
or a curse. As an unfortunate consequence, many readers perceive aid’s
impact based on the work of scholars who are assessing the impact of aid
in light of such polarities.

This book sheds light on the recent studies that have tried to deepen
our understanding of the ambiguous relationship between aid and its
aftereffects. It highlights the work of scholars who have developed more
layered and nuanced findings with regard to aid’s impact on a variety of
development outcomes, for example, donor characteristics, political
motives behind aid giving, evaluation of aid projects, and their effective-
ness including the differential impact based on type of aid.

The edited volume is divided into four sections. Section I summarizes
some specific development outcomes with regard to foreign aid in the
micro and macro context as well different types of aid that can be donated
for different purposes. Chapters in this section discuss aid’s conditional
impact on growth, how types of aid affect outcomes, and how examining
health aid at a sub-national level can help us find answers with regard to
aid’s effectiveness, efficiency, and equity.

In Section II, chapters discuss the role of politics in aid allocation,
especially with regard to aid agencies and their motivations in donating
aid. One such chapter included evaluates aid agencies, compares them in
terms of best practices, and talks about their challenges. Another chapter
explores factors that affect World Bank Project evaluations. The final
chapter under Section II summarizes donor motives for aid allocation to
recipient nations.
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Section III discusses foreign aid’s impact on institutional quality of
recipient nations. The included chapters document aid’s impact on
political rights of nations, summarizes the inconclusive findings in the lit-
erature about aid’s impact on economic and political institutions, and also
talks about the relationship between state capacity and foreign aid inflows.

Section IV summarizes the role of private aid like remittances and the
effect such capital inflows can have on development outcomes. This sec-
tion further makes the readers aware of how to think about private aid and
the limitations they can have.

SecTION I: FOREIGN AID AND MACRO AND MICRO
DEVELOPMENT OUTCOMES

Chapter 2 by Jia is titled “Foreign Aid Conditionality and Economic
Growth.” Burnside and Dollar (2000), one of the most influential papers
in the ‘conditional” aid effectiveness research agenda, concludes that aid
can positively influence growth in healthy policy environments, sparking
one of the most debated topics in development economics and among
policymakers. Easterly et al. (2004), using the exact methodology over a
larger dataset, overturn BD’s findings, weakening the significance of the
aid-policy-growth association. This chapter summarizes, compares, and
contrasts the academic work debating whether foreign aid’s effective is
conditional on the policy and institutional environment. Overall, the
chapter sheds light on the aid-policy-growth debate by empirically dem-
onstrating how both sides can be ‘right’.

Chapter 3, “Types of Foreign Aid,” explores the types of aid that can
be donated with different intent and purposes. This chapter by Bjornskov
stresses that foreign aid is given for many purposes and different inten-
tions, yet most studies treat aid flows as a unitary concept. The author
relies on factor analysis to yield a statistically valid separation of aid flows
into different types. The main types can be interpreted as aid for economic
purposes, aid for social purposes (health, education), and aid for recon-
struction purposes after wars and disasters; a residual category captures the
remaining purposes. Estimating the growth effects of the four separable
types of aid suggests that most aid has no effects while reconstruction aid
has direct positive effects. The latter type has become more prevalent in
recent years. However, as it only applies in special circumstances, it does
not provide information on how to improve general flows of aid.
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The final chapter included in Section I by Dolan summarizes work with
Aid Data examining sub-national health aid flows using a combination of
25 spatially referenced data sets and geospatial impact evaluations. This
research answers questions using targeted aid and approaches the aid
debate from the perspectives of effectiveness and equity. The general
approach is to focus on how the availability of sub-national data allows
researchers to address different types of policy questions within the con-
text of effectiveness, efficiency, and equity. Chapter 4 is titled “An
Effectiveness, Efficiency, and Equity Approach to Examining Subnational
Health Aid.”

SectioN II: Tue PorrticaL EcoNnomy oF DoNOR
BEHAVIOR

In Chap. 5 titled “Evaluating Aid Agencies: Challenges, Comparisons,
and Causes of Best Aid Practices,” Palagashvili discusses the effectiveness
of foreign aid by evaluating performance of aid agencies. The develop-
ment community has looked to one such answer: they have jump started a
movement to identify best aid practices, and to monitor, evaluate, and
rank the performance of different foreign aid donors along these mea-
sures. There are several main principles guiding best aid practices. Some of
these include donors providing transparency in aid, as well as eliminating
food and tied aid, minimizing overhead costs, utilizing the recipient coun-
tries’ institutions, specializing aid, and allocating aid to countries that are
both low income and democratically free. Although foreign aid donors
have committed to implementing these best aid practices, the research on
donor performance and rankings show that donors are still not reaching
their stated goals. This chapter summarizes the findings in the literature
on donor performance and rankings, including the comparison of bilateral
and multilateral aid institutions. Lastly, this chapter examines the literature
surrounding the factors that influence donors’ decisions to engage in best
aid practices. Questions of donor motivation and the political economy of
donor strategies and performance have come under scrutiny for influenc-
ing ineffective aid strategies.

Chapter 6 by Kilby and Michaelowa explores factors that influence
World Bank Project Evaluations. In July 2011, the World Bank’s
Independent Evaluation Group (IEG) made the World Bank Project
Performance database available to the public. With global coverage and
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spanning the range of sectors important for economic development, this
data are a valuable resource for research about development effectiveness,
what works and what does not. The chapter first provides a brief overview
of the IEG’s rating process and the classifications used by the World Bank
that may help scholars interested in evaluations, but unfamiliar with World
Bank terminology, to use and interpret the database. Second, this chapter
examines whether geopolitical or institutional factors influence project
performance assessments. The authors focus on how the IEF selects proj-
ects for performance assessment and what factors affect project ratings in
those assessments. They find some evidence that bureaucratic factors influ-
ence selection but only one geopolitical variable—UNSC non-permanent
membership—influences IEG ratings.

An important source of capital for developing is undeniably foreign aid
in spite of its mixed success and failure stories. Yet, as Tingley (2010)
points out this source can be very volatile as donors, while allocating aid,
can weigh historical, strategic, geographical, and such factors as perceived
by them differently. Chapter 7 by Dutta and Williamson titled “Aid
Allocation and Outcomes: What Role Do Political Motives Play?” sum-
marizes the growing literature on donor motives for aid allocation to
recipient nations.

SectioN III: FOREIGN AID’S EFFECT ON INSTITUTIONAL
QUALITY

Section III summarizes aid’s impact on institutional quality. These chap-
ters talk about whether state capacity is affected by foreign aid inflows, the
deteriorating impact that aid from the United States has on political rights
and how it can strengthen the durability of authoritarian governance, and
it foreign aid has the power to affect political and economic institutions.
Young and Padilla explore the relationship between state capacity and
foreign aid allocation in Chap. 8, which is titled “Foreign Aid and Recipient
State Capacity.” A number of researchers have observed that wealthy
countries have large states. This observation has been the initial basis for
the state capacity bypothesis: a critical (if not necessary) condition for sus-
tained economic growth is a state possessing the infrastructure to collect
sufficient revenues (fiscal capacity) and provide rule of law (legal capacity).
Poor countries often notably lack such state capacity: revenues as a share
of GDP are small; their legal systems are corrupt and/or otherwise dys-
functional. An interesting question, then, is whether foreign aid flows tend
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to be associated with improvement or deterioration in state capacities. The
chapter assembles cross-country data on foreign aid flows and dimensions
of state capacity to address this question empirically.

In Chap. 9 titled “Foreign Aid and Repression,” Ahmed investigates if
aid given by the largest bilateral donor actually harms political rights of
recipient nations. For many developing countries, foreign aid comprises a
nontrivial share of state revenue that can shape a recipient’s governance.
For some governments, aid may be a means to repress their populations.
This article presents evidence that aid from the world’s largest bilateral
donor—namely, the United States—harms political rights in recipient
countries and strengthens the durability of authoritarian governance. US
aid does so by weakening government accountability via the taxation
channel. These findings run counter to the stated intentions of the US
government—and other bilateral donors—to foster political liberalization
abroad via bilateral economic assistance.

In the final chapter of Section III, Chap. 10, Dutta, Fakutiju and
Williamson summarize the findings in the literature about aid’s impact on
recipients’ institutional quality. Foreign aid’s impact on recipients’ institu-
tions is a much-researched topic. Many studies have characterized aid’s
impact on institutional quality as being detrimental; however, there are
counter arguments and evidence suggesting that aid can positively increase
political and economic freedom under certain institutional or macro
arrangements. The main purpose of this chapter is to summarize the recent
studies in this area.

SectioN IV: THE PoLrticar. ECONOMY OF PRIVATELY
PrROVIDED AID

The final chapters explore privately provided aid and the related develop-
ment outcomes for nations that receive such allocation. Chapter 11,
“Potential Pitfalls in Private Aid: A Cautionary Note for Non-Governmental
Assistance” by Duncan stresses that while there is a broad appeal for using
private development assistance over official development, assistance, limi-
tations to effectiveness do remain. Those who view private aid as a cure-all
for development and humanitarian projects may assume too much. Private
aid faces many of the same or similar issues as official aid. An understand-
ing of these particular challenges is important for those who desire to
improve the condition of those abroad, and a cautious approach is advised.

Chapter 12 elaborates on the role of personal remittances and Foreign
Direct Investment (FDI) as the forms of international private aid most
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compatible with sustainable economic growth and development. The
chapter stresses that remittances and FDI are not only the most prevalent
forms of private aid, but also the most effective forms at improving stan-
dards of living, market complexity, and the institutional prospects in poor
nations. Globalization has led to increased flow of remittances and FDI
from developed to developing economies. The increased flow of funds
across borders helped stimulate the emergence of alternative payment
technologies and microfinance institutions. These private initiatives are
better suited to address the specific needs of local communities than for-
eign aid and other top-down state-led measures.

Lastly, in Chap. 13, Haeftele and Hobson examine remittances between
the United States and Cuba since 1993 and finds that remittance senders,
recipients, and aid providers act as entrepreneurs by leveraging local,
context-specific knowledge and social connections to identify needs and
invent new, creative ways to provide aid.

REFERENCES

Bauer, Peter T. 2000. From Subsistence to Exchange and Other Essays. Princeton:
Princeton University Press.

Boockmann, Bernhard and Axel Dreher. 2003. The contribution of the IMF and
the World Bank to economic freedom. European Journal of Political Economy,
19 (3): 633-649.

Briutigam, Deborah A., and Stephen Knack. 2004. Foreign Aid, Institutions and
Governance in Sub-Saharan Africa, Economic Development and Cultural
Change. 52: 255-285.

Bruce Bueno de Mesquita, and Alastair Smith. 2010. Leader Survival, Revolutions
and the Nature of Government Finance, American Journal of Political Science.
54: 936-950.

Burnside, Craig, and David Dollar. 2000. Aid, policies and growth. American
Economic Review, 90(4): 847-869.

Djankov, Simeon, Jose G. Montalvo, and Marta Reynal-Querol. 2008. The curse
of aid. Journal of Economic Growth 13, 169-194.

Dreher, Axel and Nathan M. Jensen. 2013. “Country or Leader? Political Change
and UN General Assembly Voting.” European Journal of Political Economy 29
(3): 183-196.

Dreher, Axel., and Sarah M. Rupprecht. 2007. IMF programs and reforms — inhi-
bition or encouragement? Economics Letters 95 (3): 320-326.

Dunning, Thad. 2004. Conditioning the Effects of Aid: Cold War Politics, Donor
Credibility, and Democracy in Africa, International Organization, 58: 409-423.

Easterly, W.2007a. Are aid agencies improving? Economic Policy, 22(52): 633-678.



1 INTRODUCTION 9

Easterly, W. 2007b. Was development assistance a mistake? American Economic
Review Papers and Proceedings, 97(2): 328-332.

Easterly, W.; R. Levine, and D. Roodman. 2004. New Data, New Doubts: A
Comment on Burnside and Dollar’s ‘Aid, Policies, and Growth’ (2000),
American Economic Review, 94(3): 774-80.

Goldsmith, Arthur A. 2001. Foreign Aid and Statechood in Africa, International
Organization 55: 123-148.

Heckelman, Jac C., and Stephen Knack. 2008. Foreign aid and market-liberalizing
reform. Economica, 75: 524-548.

Jones, Benjamin F. and Benjamin A. Olken. 2009. Hit or miss? The effect of
assassinations on institutions and war. American Economic Journal:
Macroeconomics 1: 55-87.

Jones, Benjamin F. and Benjamin A. Olken. 2005, Do leaders matter? National
leadership and growth since World War II. Quarterly Journal of Economics
120: 835-864.

Knack, Stephen. 2001. Aid dependence and the quality of governance: cross-
country empirical tests. Southern Economic Journal, 68 (2), 310-329.

Knedlik, Tobias, and Franz Kronthaler. 2007. Aid and economic freedom: an
empirical investigation using the heritage index. Journal of Development
Perspectives 3 (1): 116-135.

McGillivray, F., and A. Smith. 2004. The impact of leadership turnover on trading
relations between states, International Organization, 58: 567-600.

Potratke, Niklas. 2009. Does government ideology influence political alignment
with the US? An empirical analysis of voting in the UN General Assembly.
Review of International Organizations 4: 245-268.

Rajan, Raghuram, and Arvind Subramanian. 2008. Aid and growth. Review of
Economics and Statistics, 90 (4): 643-665.

Rajan, Raghuram, and Arvind Subramanian. 2007. Does aid affect governance?
American Economic Review, 97(2): 322-327.

Sachs, Jeffrey D. 2005a. The end of poverty: Economic possibilities of our time.
New York: Penguin.

Sachs, Jeftrey D. 2005b. Investing in development: A practical plan to achieve the
millennium development goals (UN Millennium Project). London: Earthscan.

Sachs, J.D., J.W. McArthur, G. Schimdt-Traub, M. Kruk, C. Bahadur, M. Faye
and G. McCord. 2004. Ending Africa’s poverty trap. Brookings Papers on
Economic Activity, 1: 117-240 (Washington: The Brookings Institution).

Smith, Alastair. 2008. The Perils of Unecarned Income, Journal of Politics,
70: 780-793.

Tingley, D. 2010. Donors and domestic politics: Political influences on foreign aid
effort. The Quarterly Review of Economics and Finance, 50(1): 40—49.

Young, Andrew T. and Kathleen M. Shechan. 2014. Foreign aid, institutional
quality, and growth. European Journal of Political Economy, 36: 195-208.



SECTION I

Foreign Aid and Macro and Micro
Development Outcomes



®

Check for
updates

CHAPTER 2

Foreign Aid Conditionality and Economic
Growth

Shaomenyg Jin

INTRODUCTION

For the past 50 years, there have been numerous studies assessing the
effectiveness of foreign aid. The conflicting empirical evidence keeps this
area a highly controversial one in development studies. Although the aca-
demic literature has revealed some basic facts about what aid can do versus
what aid cannot do, it also leaves us with more questions to answer. As
outcomes of aid may require a long time frame, evaluating aid usefulness
and advancing our knowledge on aid may also need long-run analysis.
Some scholars consider the debate over foreign aid’s effectiveness to be
over; however, we should expect the debate of aid effectiveness to con-
tinue as long as there is allocation of developmental aid.

Among the multi-generations of foreign aid research, a large body of
literature considers the aid-growth nexus. As one of the most important
targets of foreign aid, economic growth serves as the principal role in
guiding the distribution of aid dollars. For example, the most widely
accepted definition and measure of foreign aid, official development assis-
tance (ODA) of the Organisation for Economic Co-operation and
Development (OECD) Development Assistance Committee (DAC),
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focuses on promoting economic development and poverty reduction.
Other types of aid from non-DAC donors are also given in line with sim-
ilar goals.

Economic growth, hence, is one of the most important outcome mea-
sures of development assistance effectiveness. Mainly, this outcome mea-
sure has concerned aid researchers and policymakers for decades when
they were trying to capture any significance of the ‘aid-growth’ relation.
Recent papers illustrate aid effectiveness at the micro level or project level
(Skarbek and Leeson 2009; Kimura et al. 2012; Miyamoto and Chiofalo
2015; Riddell and Nino-Zarazta 2016; United Nations 2015). However,
the evidence at the micro level disappears when economists aggregate into
macro-level measures, especially economic growth rates (Guillaumont and
Chauvet 2001; Hudson and Mosley 2001; Hansen and Tarp 2001;
Lensink and White 2001; Lu and Ram 2001; Easterly 2003; Islam 2005;
Rajan and Subramanian 2008; Doucouliagos and Paldam 2010; Yusuf
2012; Chatelain and Ralf 2014; Dreher and Langlotz 2017).

The evaporation of macro-level evidence on aid effectiveness is referred
to as the micro-macro paradox of aid (Mosley 1986). The long debate of
aid effectiveness consists of two sides—either making efforts to defend or
challenge the micro-macro paradox of aid. Evidence indicating aid can
positively affect economic outcomes is mostly found at the project level,
where aid targets a specific outcome rather than attempting to impact the
overall economy (Skarbek and Leeson 2009). Indeed, research in estimat-
ing the complexities of aid effectiveness at the cross-country level is fragile,
which can be attributed to many reasons. Apart from the common techni-
cal problems, such as shortcomings in data availability, imperfect method-
ologies, and dealing with endogeneity (Hansen and Tarp 2001; Lu and
Ram 2001; Roodman 2007; Rajan and Subramanian 2008; Tan 2009;
Clemens et al. 2012; Juselius et al. 2014; Qian 2015; Dreher and Langlotz
2017), debates in development theories regarding aid effectiveness remain
unsettled.

ForeigN Aip AND THE POVERTY TRAP

Why are poor countries poor? According to classical economics, subject to
the dilemma between exponential growth in population and restrictions of
land and other capital resources (Malthus 1789; Ricardo 1817), without
technological improvement, income per capita stays around the subsis-
tence level in the long run. However, this theory mainly describes the
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situation in the pre-industrial society, not the late twentieth and twenty-
first centuries. Neoclassical growth theory, on the other hand, attributes
poverty to insufficient physical capital (Harrod 1939; Domar 1946; Solow
1956), human capital (Mincer 1958; Schultz 1961; Becker 1962), or lack
of technology (Romer 1990; Grossman and Helpman 1990). Regardless,
inputs, especially capital, is considered the key to development.

Following this mindset, there is a strand of literature that views under-
development as the result of a shortage of capital accumulation. For exam-
ple, Jeffrey D. Sachs (2005) in his book The End of Poverty: Economic
Possibilities for Our Time,' argues that poor countries are poor because
they do not have enough income to save and thus invest. Hence, without
enough investment, growth does not happen, and these countries are
stuck in a ‘poverty trap’. Foreign aid is seen as a cure for poverty since it
can be channeled to poor countries without enough income to save and
grow. According to Sach’s ‘big push’ theory, once we fill the development
“financial gap” with foreign aid dollars, an underdeveloped country would
be pulled out of the poverty trap and start to grow by itself.

For some of the least developed countries (LDCs) in the South of
Sahara African region, foreign aid has been financing development since
their independence during the 1960s and 1970s. Measured as a percent-
age of a recipient country’s Gross Domestic Products (GDP), aid dollars
make up no less than ten percent of GDP for countries, including but not
limited to, Malawi, Sierra Leon, Liberia, Zambia, and Tanzania. Aid
received by some of the least developed countries, especially fragile states,
can exceed their GDP. For example, Liberia, one of the most heavily aid-
reliant countries, received aid accounting for 176 percent of its
GDP in 2010.

A tremendous amount of development assistant aid dollars has been
distributed for decades. According to OECD?’s data, donor countries have
devoted about 3900 billion US Dollars (2015 prices and exchange rates)
ODA to the top 50 recipient countries during 1970-2016, with 15.8 bil-
lion US Dollars (2015 prices and exchange rates) allocated in 2016 alone.
The number has been climbing steadily since 1970, with a leap in aid dol-
lars distribution for every decade, except for the 1980s and 1990s (OECD
2018). However, many aid recipient countries remain at the same level
of income.

If a country started receiving aid in 1960 and managed to keep a mini-
mum annual GDP growth rate of 1.4 percent, we should observe its
national income being doubled in 50 years. This means income for that
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country should have increased twofold by now. Unfortunately, this is not
observed in many aid recipient countries, especially LDCs. For instance,
Sierra Leon has been receiving foreign aid since the 1960s, but GDP per
capita has been stagnant around 400 dollars (in 2010 constant dollars).
Worse, GDP per capita of Liberia, another aid-dependent country, went
from over 1000 dollars in 1960 to about 300 dollars today (in 2010 con-
stant dollars). This indicates that development aid could accompany nega-
tive growth (ELR 2004; Jia and Williamson 2019).

In the past half a century, we are short of strong evidence supporting
sustainable growth with the assistance of foreign aid. Although foreign aid
may have worked in certain cases—ignited growth in a few countries for a
period, it is not the way out of the ‘poverty trap’. The fact that many
LDCs do not even grow at one to two percent annually for decades chal-
lenges us to investigate more fundamental reasons than merely “not hav-
ing enough savings”.

Apparently, what sustainable growth requires are incentives to be pro-
ductive. Many growth theories more or less follow the ‘factor accumula-
tion’ mindset—more inputs transform to more outputs. One thing they
fail to explain is why some countries cannot accumulate these factors to
begin with. Having more inputs may increase a particular output, but this
does not assure that a recipient country knows how to utilize the addi-
tional resources, thus solving economic problems (Skarbek and Leeson
2009). Indeed, economic growth is about increasing productivity. If more
aid resources and other inputs do not contribute to improvement in
“know how?”, they would not transform to improvement in productivity.
Thus, an aid recipient country would not grow no matter how much aid
it receives. As a result, examining the incentives to be productive and the
ability to best utilize resources is critical in understanding economic
growth in general, and aid’s ability to influence living standards.

ForeigN Aip-PoLicy-GROwWTH

Triggered by the debt crisis in the developing countries during 1980s, the
international community realized that policy reform is necessary for aid
recipient countries. Agreed upon by the IMF, World Bank, and the US
Department of the Treasury, in the 1990s the Washington Consensus
(Williamson 1990) became the guiding light of policy recommendations
for developing countries. The policy recommendations of the Washington
Consensus intended to add more free market reform conditions to aid
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distribution. Specifically, it targets stabilizing inflation, reducing govern-
ment deficit, and promoting trade and privatization. Ideally, these policy
goals are achieved through allocating aid to recipient countries based on
their commitment of policy reform.

Since the Washington Consensus and the focus on reforming policy,
scholars began to think that policy could be the missing link in explaining
the aid-growth connection. This idea evoked one of the biggest debates in
the foreign aid literature.

As one the most influential empirical papers responding to the
Washington Consensus, Burnside and Dollar (2000, henceforth “BD”)
attribute the reason we do not observe aid raising growth (Boone 1994,
1996) to the distortions of policies in recipient countries. With a modified
neoclassical framework, this original aid conditionality paper argues that
due to imperfections in the international capital markets, the effectiveness
of foreign aid depends on how aid is used. If aid is delivered to investment
in recipient countries with “good” policies, it will increase the growth
rate. If aid is given to a poor policy country, it will fail to significantly
impact growth. According to BD, a country with “good” policies distin-
guishes from those with “bad” policies by having a higher budget surplus,
lower inflation, and higher trade openness. Aid dollars should work better
in a country with better policies. Thus, good policy is the necessary inter-
mediate for aid to work, but “up through the mid-1990s...donors were
not favoring good policy environment” (BD 2000, p. 848).

Based on their sample of 56 recipient countries during 1970-1993, BD
find that there exists a positive relationship between economic growth and
the interaction term of aid and policy quality. This pattern is especially
obvious in their low-income country sample. Hence, BD call for a change
of the aid allocation rule and recommends using policy quality as the guid-
ance for aid distribution.

Logically, a recipient country’s policy is not irrelevant to the effective-
ness of aid. As a type of between governments transfer, a recipient govern-
ment with better policies is supposed to “know better” about how to
make use of aid dollars than does a country with a less efficient govern-
ment or worse policy environment. However, this logic does not hold
against additional empirical testing.

Easterly, Levine and Roodman (2004, henceforth “ELR”) update BD’s
sample by one period and six additional countries. By doing so, they over-
turn the conclusion of BD. They find that not only does the positive inter-
action term of aid x policy vanish, but in some of the samples, the sign even
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changes to negative. ELR add to the aid-policy literature by demonstrating
that even for a country with a good policy environment, aid does not pro-
mote economic growth. Thus, we should be cautious when using the pol-
icy rule in practice.

Led by these two studies, the aid-policy-growth literature splits into
two teams, among which, there are a number of articles supporting BD
that find evidence of aid promoting economic growth in recipient coun-
tries with a good policy environment (Collier and Dehn 2001; Burnside
and Dollar 2004; Ali and Isse 2005; Verschoor and Kalwij 2006; Alvi et al.
2008). However, more evidence seems to be in line with ELR in the litera-
ture. For example, BD’s result might be data driven by excluding five
outliers (Dalgaard and Hansen 2001; Hansen and Tarp 2001). Later
research also finds no robust evidence that positive economic growth is
policy quality pertinent (Brumm 2003; Dalgaard et al. 2004). In fact, aid
can either negatively impact growth under good policies or promote
growth with bad policies. Aid and policy interaction may “lead to lower
growth in the long-run” (Tan 2009, p. 5). In addition to these debates,
there is research with mixed conclusions that contribute to the literature
(Dayton-Johnson and Hoddinott 2003; Kohama et al. 2003; Ram 2003).

In an effort to investigate the divergence and confusion in the aid-
policy-growth debate, Jia and Williamson (2019) re-evaluate the aid con-
ditionality theory using the original BD framework and an updated dataset
spanning 52 years. They find that the confusion in the current aid-policy-
growth literature is associated with the data sensitive nature of cross-
country aid effectiveness research. Aid effectiveness depends on the
selection of country-year pairs in sample, choice of methodology, and
measurement of institutional quality and growth rate.

As aresponse to the imperfectness in earlier research, Jia and Williamson
include a longer time span (1962-2013), better quality data, multiple
advanced estimation techniques (like System Generalized Method of
Moments, Pooled Mean Group estimator, and Dynamic Fixed Effects),
but they utilize the same framework as BD in order to compare across
studies. Consistent with ELR’s finding 15 years ago, evidence supporting
a positive role of aid in promoting growth in the presence of a good policy
environment is weak. The conclusion holds when testing with different
sample periods, methods, or with different measurements of growth and
institutions. For example, aid does not promote growth during the
1970-1990 period, the post 1990 period, or the 1962-2013 period, even
though the policy environment was improving. Particularly, for the
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post-1990 period, aid may have harmed growth in some recipient coun-
tries, regardless of policy quality!

The results from the Pooled Mean Group estimator (1984-2012) fur-
ther indicate that looking at each of the recipient countries separately,
except for Indonesia and Tunisia, policy is irrelevant to aid effectiveness
among all other 67 recipient countries in the sample. Aid is detrimental to
growth via the channel of policy in eight countries, including some of
those with strongest growth like China.

Basically, research supporting the positive role of good policy in the
aid-growth relation, including BD, simply assumes the exogeneity of pol-
icy. However, this assumption overlooks the complexity of the impact of
aid. Aid is more than merely an extra lump sum resource added to a recipi-
ent government’s budget. Aid also changes the recipient countries in mul-
tifold dimensions. For example, amongst other research on the unintended
consequences of foreign aid, aid induces corruption (Svensson 2000;
Alesina and Weder 2002). Corruption could erode or oftset the effects of
aid and its intermediate “good policy”, which may be attributed to the
evaporation of the macro level significance of aid. Jia and Williamson’s
(2019) finding that aid can decrease growth at any level of policy supports
the notion that aid may undermine positive effects from policy. Thus, aid
conditional on policy is an ineffective policy recommendation in
the long run.

Poricy CONDITIONALITY AND AID ALLOCATION

To investigate the role good policy plays in bridging foreign aid and eco-
nomic growth, we may want to examine changes in policy quality and aid
allocation since BD (1970-1993). After the 1990s, many recipient coun-
tries improved their policies, such as by becoming more open to free trade.
The enhanced policy environment provides us with a good natural experi-
ment to observe if the effectiveness of aid on economic growth has
improved accordingly. Figure 2.1, replicated from Jia and Williamson
(2019), allows us to contrast the quantile plot of policy index defined by
BD during 1970-1993 (in Panel a) and 1990-2013 (in Panel b).>

As Fig. 2.1 indicates, about 75 percent of observations in the BD policy
index are scored below two during 1970-1993; however, close to 75 per-
cent of observations in the BD policy index in the post-1990 sample are
scored over two. According to BD’s good policy argument, improved
policies over time should be accompanied by a positive impact of aid on
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Fig. 2.1 Quantile plot of policy, BD specification, 1970-1993 full sample.
(Source: Author’s calculation based on data collected from World Bank (1978),
Sachs and Warner (1995), Wacziarg and Welch (2008), and Clemens et al. (2012))

growth. However, improved policies secem to have not been facilitating
aid, as growth is not observed in many of the recipient countries. As a
policy recommendation, good policy has not helped make aid effective.
Possibly and partially, this could be attributed to the current aid alloca-
tion patterns.

Are countries with better policy awarded with more aid dollars? The
answer to this question may explain the ineffectiveness of aid on growth
with a better policy environment. Table 2.1 selects the country and period
pairs on the tail of the plots from Fig. 2.2 and separates them into two
groups—one group with the bottom five percent policy scores and the
other group from the top five percent in policy scores.

Indicated in Table 2.1, during 1990-2013, on average, countries with
the bottom five percent policy scores received 85 percent more aid com-
pared with how much the top five percent received, as a percentage of
their GDP. Based on the policy index ranging between negative five to
positive five, the mean policy score for the latter group is 2.77, while the
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Table 2.1 Recipient countries with bottom five percent and top five percent
policy scores

Countries with bottom five percent policy scoves—Mean policy score = —0.91, mean aid/
GDP =217

Country Periods

D.R. Congo 1990-1993 1994-1997 1998-2001

Peru 1990-1993

Brazil 1990-1993 1994-1997

Argentina 1990-1993

Sierra Leone 1990-1993

Zambia 1990-1993

Nigeria 1990-1993 1994-1997

Venezuela 1990-1993 2002-2005

Countries with top five percent policy scores—>Mean policy score = 2.77, mean aid/GDP =1.17

Country Periods

Thailand 1998-2001

El Salvador 2002-2005 2010-2013
Tunisia 2002-2005

Panama 1998-2001 2002-2005

Argentina 1994-1997 1998-2001

Morocco 2002-2005 2010-2013
Mali 1998-2001

Ethiopia 1998-2001

Ecuador 1998-2001

Source: Author’s calculation based on data collected from World Bank (1978), Sachs and Warner (1995),
Wacziarg and Welch (2008), and Clemens et al. (2012)

former group has —0.91. Apparently, countries with bottom policy scores
receive more aid than countries with top policy scores do. Although recip-
ient countries have improved their policies longitudinally, disproportion-
ately more aid has been allocated to countries with the poorest policies
cross-sectionally.

The question remains is, why do donor countries favor recipient coun-
tries with worse policies? During 1990-2013, amongst the 19 recipient
countries rated as those with the bottom ten percent policy scores, nine of
them are from the 13 countries with the bottom ten percent income—
D.R. Congo, Zambia, Tanzania, Sierra Leone, Malawi, Ethiopia,
Madagascar, Nigeria, and Syrian. Not surprisingly, most of the poorest
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Fig. 2.2 Quantile plot of policy, BD specification, 1990-2013 full sample.
(Source: Author’s calculation based on data collected from World Bank (1978),
Sachs and Warner (1995), Wacziarg and Welch (2008), and Clemens et al. (2012))

countries in the world are also those with the worst policies. Evidence sug-
gests that the poorest countries are the neediest recipients for aid; coun-
tries with better policies are also wealthier. Better policy countries have
higher growth rates regardless of foreign aid.

What if aid is allocated to countries with good policies, as BD would
suggest? Would aid work then? Many studies addressing conditionality of
aid—allocating aid conditionally on the commitment of policy reform has
been largely ineffective. There is weak to no evidence supporting the posi-
tive role of policy in the aid-policy-growth relation. For example, Crawford
(1997) discusses that the failure of aid conditionality-requiring political
reform in recipient countries undermines both the credibility and effec-
tiveness of aid. Dollar and Pritchett (1998) reveal that aid is “unlikely to
bring about lasting reform” (p. 18), as it is difficult to monitor and force
beyond the life of the aid program, let alone the incentives from the
donors. Lu and Ram (2001) do not observe any impact of aid on growth,
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in the presence of good policies, once country fixed effects are controlled
for. Brumm (2003), with improved econometric methodology, discovers
negative effect of aid on economic growth even with sound policies;
Dalgaard et al. (2004) conclude that not only the BD policy index, alter-
native policy measures, like the World Bank Country Policy and
Institutional Assessment index (CPIA) introduced by Collier and Dollar
(2001, 2002), also show very weak evidence supporting aid effectiveness
on economic growth either.

Instead of policy, Hansen and Tarp (2001) identify that aid increases
growth via the investment channel. Islam (2005) argues that political
stability overrules economic policies and determines aid effectiveness; it is
also policy that promotes growth with the assistance of more aid rather
than aid increasing growth with a good policy environment. Rajan and
Subramanian (2008) call for rethinking the current aid policies, as there
is little robust evidence supporting that aid in any form contributes to
growth, under any conditions. Doucouliagos and Paldam (2010) con-
ducted a meta-study on the aid effectiveness literature but find no sup-
port for aid conditionality. Yusuf (2012) and Chatelain and Ralf (2014)
contend that aid does not impact growth positively, with any type
of policy.

In addition to the aid-policy-growth, Jia and Williamson (2019)
add to the aid conditionality literature by replacing economic growth
with four other well-being indicators, as suggested by the literature
(Mosley et al. 2004; Watkins et al. 2005; Cogneau and Naudet 2007,
Williamson 2008; Chong et al. 2009; Holtham and Hazelwood 2010;
Guillaumont and Wagner 2014; Page and Shimeles 2015; Breitwieser
and Wick 2016; Furukawa 2016; Gillanders 2016; Asongu and
Nwachukwu 2017; Briggs 2017). These four alternative outcome
measures are poverty, income inequality (GINI coefficient), unem-
ployment rate, and Human Development Index (HDI). However,
similar to economic growth, they are not affected by aid regardless of
the quality of policy.

In fact, aid and policies are actually “substitutes”, where a good policy
environment may reduce the effectiveness of foreign aid (Dalgaard and
Hansen 2001). Good policies stimulate growth, but they do necessarily
relate to aid’s effectiveness (Hudson and Mosley 2001); hence, policy
does not necessarily play a role in the complex aid-growth relation.
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FOREIGN AID-INSTITUTIONS-GROWTH

As Rodrik et al. (2004) simply put: institutions rule. Institutions, as
defined by North (1991), are the “humanly devised constraints that struc-
ture political, economic and social interaction” that includes both formal
rules (constitutions, laws, property rights) and informal constraints (cus-
toms, traditions) (North 1991, p. 97). Institutions “provide the incentive
structure of an economy... and shapes the direction of economic change
towards growth, stagnation, or decline” (North 1991, p. 97).

In the early institutional development literature, institutions are not
completely separable from the term policy, and both are often used to
explain cross-country income differences. For example, Olson (1996)
points out that the differences in institutions and economic policies explain
why some countries are rich or poor. Economic policy and institutions are
considered cofactors to explain long-run growth. For example, Dollar and
Kraay (2003) find both institutions and trade policy are important deter-
minants of growth in the very long run, with trade playing a larger role in
the short run.

Developed along with the new institutional literature, the aid, institu-
tion, and growth relation or institutional conditionality of aid literature,
also relates to the aid-policy-growth literature. In general, the aid-
institutions-growth literature favors the positive role of selectivity based
on institutional quality in a recipient country. For example, as one of the
earliest research studies discussing the role of institutions in aid effective-
ness, Boone (1994) confirms that institutional quality, together with a
stable macroeconomic policy environment, determine the effectiveness of
foreign aid—good policies and institutions promote economic growth
and bad institutions are detrimental to growth. Boone (1996) further
compares how aid works differently in countries with different types of
political institutions and finds that aid targeted at liberal regimes might be
more successful in poverty reduction.

Measured with Freedom House Index, Isham et al. (1997) find a posi-
tive relation between civil liberties and the economic performance of
World Bank-financed government projects. In addition to civil liberties,
Svensson (1999) adds to the aid-political institutions-growth literature
that aid also promotes growth in countries with more political rights. In
the same vein, foreign aid also impacts growth through the economic
institutions channel. For example, aid is more effective in poverty reduc-
tion in countries with better economic institutions and policies (Collier
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and Dollar 1998). In their reply to arguments against the aid, policies, and
growth debate, Burnside and Dollar (2004 ) expand their concept of good
policy to include institutions, and conclude that the impact of foreign aid
depends on sound institutions.

More recently, Kathavate and Mallik (2012) conclude that there exists
a negative relation between aid volatility and economic growth, and this
relation depends on institutional quality in a recipient country. Young and
Sheehan (2014) find that economic institutions, not aid or political insti-
tutions, matter for growth. Wako (2018) confirms that the long-run nega-
tive growth effect ofaid also exists through the political institutions channel.

Jia and Williamson (2019) test aid’s impact on growth using an
improved institutional quality measure, the economic freedom index
(EFW) (Gwartney et al. 2016). As the most commonly cited measure for
economic institutions, EFW covers a wide range of measures on protec-
tion of property rights, size of government, business regulations, stable
money, and trade barriers. The results indicate that foreign aid decreases
growth in recipient countries with poor (the bottom ten percent) institu-
tional quality, and it does not increase growth in a country with good
institutional qualities (the top ten percent). This result further adds to the
literature that countries with good institutions do not need aid, and coun-
tries with poor institutions can be hurt by aid. Combined, this literature
suggests that aid can be harmful at any level of policy and in economically
unfree countries.

CONCLUSION

Does policy or institutions condition foreign aid’s effect on economic
growth? This answer is contingent on data availability, sample selection,
and estimation techniques. As the debate between BD and ELR revealed,
updating the sample could lead to the opposite conclusion, and sample
driven results are not rare in the literature. Second, endogeneity and
imperfect identification methodologies also attribute to disagreement in
the aid literature. Poor countries with low economic growth rates attract
more aid; hence, foreign aid should not be treated as purely exogenous.
The current literature relies on instrumental variables as the solution to
identify reverse causality in the aid-growth relation; however, due to lack
of'valid and efficient instruments, it is difficult to capture and estimate the
“small average effect on economic growth” (Roodman 2008, p. 2). In
fact, instead of running from aid to growth, what dominates the aid-growth
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relation is a causal relationship from growth to aid with a negative sign. As
GDP grows, the ratio of aid /GDP drops (Roodman 2007), even without
assuming that donors decrease aid. What makes matter worse is that other
explanatory variables other than aid could also be endogenous, which may
magnify the estimation bias (Roodman 2008).

Assuming away the problems in data and methodology, why does aid in
the presence of good policy tend to fail to promote the big economic
growth development goal? The aid-policy-growth view argues that the
reason aid has not been working is because it is not allocated to recipient
countries with good policies. In practice, aid conditionality on policy relies
on reform commitment from recipient countries. The good policy rule
requires additional resources from donor countries to screen and evaluate
the recipient countries, which does not align with the incentives of donor
countries; hence, it is difficult to practice, if not impossible.

It seems that the necessary condition for a country to develop is “know
how”, not aid resources. Countries with good policies may develop despite
foreign aid, and countries with poor policies do not know the way to use
aid to grow. This idea is well known as the Foreign Aid Paradox or Bauer’s
Paradox. In fact, aid may negatively impact growth either under good
policies (Lensink and White 2001) or at all levels of policies (Jia and
Williamson 2019).

The development literature has found that the secret of economic
development lies in institutional arrangements. Windfalls of aid change
institutions, which also change entrepreneurs’ incentives and behaviors in
recipient countries. As an input, aid itself could not provide more ‘produc-
tive’ incentives, which are necessary for entrepreneurs to work toward
economic growth (Baumol 1990; Easterly 2001, 2006; Moyo 2009;
Coyne and Sobel 2010; Williamson 2010). However, aid may contribute
to more incentives toward ‘unproductive’ entrepreneurial activities. This
suggests that aid effectiveness may be hampered by the unintended conse-
quences of deteriorating institutional qualities and changing incentives in
recipient countries.

With or without foreign aid, sound institutions are the foundation of
productive entrepreneurial activity and the resource of economic growth.
Foreign aid is just like other policies; its effectiveness relies on the institu-
tional foundation. Donor countries have practiced allocating aid through
non-state channels like NGOs and multilateral organizations (Acht et al.
2015) to improve aid effectiveness. Given the relatively weak institutions
in recipient countries, failure of aid seems to be often unavoidable.
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<«

Perhaps, what poor countries really need is not foreign aid, but “a
decentralized economy that allows and rewards individuals to act on their
entrepreneurial insights”, as Hayek (1945) pointed out before the inter-
national community started allocating foreign aid.

NoOTES

1. The first person to have used the term ‘poverty trap’ is Rostow (1959) in his
“The Stages of Economic Growth’.

2. BD’s policy index which has three components- trade openness, budget
surplus, and inflation. The 1970-1993 period is provided by BD’s original
dataset; 1990-2013 policy index is calculated by Jia and Williamson (2019),
following BD’s methodology.
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CHAPTER 3

Types of Foreign Aid

Christian Bjornskov

INTRODUCTION

The likely consequences of foreign aid have led to heated discussions
among economists since the 1950s (Rosenstein-Rodan 1957; Friedman
1958). Since Mosley et al. (1987), a long series of studies that have esti-
mated the effectiveness of aid, either on growth, investments or a set of
social outcomes, has found no robust effects (Werker et al. 2009; Licht
2010; Doucouliagos and Paldam 2011; Bjernskov and Schroder 2013;
Dreher et al. 2018). Small parts of the profession continue to argue either
that aid in general works or that aid is always harmful (Hansen and Tarp
2000, 2001; Minoiu and Reddy 2010; Ovaska 2003; Djankov et al. 2008).
However, systematic surveys document that the converging consensus in
the literature is that aid overall has no significant growth effects (Rajan and
Subramanian 2008; Doucouliagos and Paldam 2008, 2011; Nowak-
Lehmann et al. 2012).

Most existing studies propose two main explanations for this result
while this chapter follows an emerging literature in exploring a third
option. First, some studies argue that there is an effect of aid, but that it is
so small that econometric problems prevent clear identification (cf.
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Roodman 2008). A second strand of literature argues that foreign aid has
positive direct effects but also comes with several negative indirect effects,
yielding an average net development effect of zero. The side effects men-
tioned in this strand include Dutch Disease, which undermines competi-
tiveness and the export and manufacturing sector (Arellano et al. 2009;
Werker et al. 2009; Bjerg et al. 2011), in particular that aid inflows and
larger projects may induce inflation and relative price changes that distort
the economy (Tornell and Lane 1999; Torvik 2001; Acharya et al. 2006;
Doces 2014; Rajan and Subramanian 2011). Aid may also allow govern-
ments to spend more resources on popular but unproductive purposes,
and to ignore structural development problems for substantially longer
than otherwise (Boone 1996; Moss et al. 2007). It may thereby under-
mine political incentives and institutional reforms that would be beneficial
to long-run growth (Remmer 2004; Knack 2004; Djankov et al. 2008;
Heckelman and Knack 2008; Bjornskov and Schroder 2013). The prob-
lems of political incentives also relate to the issue of fungibility, which has
the consequence that aid may contribute to activities well outside the
interest of donors (Feyzioghlu et al. 1998; Collier and Hoeffler 2007,
Werker et al. 2009).

However, recent studies have sketched a third argument: that foreign
aid is given with such different purposes in mind that though precisely
measured, the sheer diversity of disbursements makes identification of
effects almost impossible (cf. Calderisi 2006; Dreher et al. 2008b; Wright
and Winters 2010). Clemens et al. (2012) for example argue that ‘early-
impact’ aid, which includes budget and balance of payments support and
aid intended to support infrastructure and industrial development, affects
growth within a time horizon detectable in standard regression design.
Kilby and Dreher (2010) and Dreher et al. (2018) instead attempt to sep-
arate aid inflows depending on the motives of different donors, suggesting
that aid given with political motives is less likely to contribute to develop-
ment.! Rajan and Subramanian (2008) find no difference between bilat-
eral and multilateral aid while Selaya and Thiele (2012) distinguish
between program and project aid and show that the former, in particular
when given as direct budget support, is likely to undermine governance.
Other studies focus specifically on the effects of aid for education and
health (Michaelowa and Weber 2007; Dreher et al. 2008b; Mishra and
Newhouse 2009; Christensen et al. 2011).

The purpose of this chapter is to address the particular problem of aid
diversity and to explore the dimensionality of foreign aid disbursements
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and the consequences of treating foreign aid as a multi-dimensional
international transfer. The chapter addresses the particular potential prob-
lem stressed by Roodman (2007) that substantial multicollinearity can
create the appearance of significance: if one estimates the effects of differ-
ent elements of aid that are highly correlated, outlier observations in
which the elements do not go together tend to gain undue influence and
can create the appearance of significance. Conversely, if types of aid in
general are disbursed together, studies of the effectiveness of specific types
may not count all relevant disbursements and thus underestimate the effect.

To alleviate this problem, I use the AidData database, which is becom-
ing a standard alternative to OECD /World Bank data in the aid literature
(Nielson et al. 2010; Nielsen et al. 2011). Doing so allows me to separate
aid into different types, based on 24 purpose codes in which AidData
reports all development projects. This choice implies that aid effectiveness
can be estimated without the heterogeneity problem inherent in most pre-
vious studies. The analysis shows that most foreign aid disbursements to
developing countries between 1970 and 2005 can be split into three iden-
tifiable and separable groups, each with a joint overarching purpose, and a
residual group consisting of aid for a number of fringe purposes. Separating
the types of foreign aid thus allows for substantially more precise estimates
of the consequences of aid. When trying to account for endogeneity prob-
lems, General Method of Moments (GMM) panel estimates suggest that
most aid is without consequences. Yet, aid with the purpose of reconstruc-
tion exhibits a positive significant effect on growth, suggesting that aid is
only effective under such specific circumstances.

The rest of the chapter is structured as follows. Section “Data and
Estimation Strategy” describes the data and estimation strategies. Section
“Separating Types of Foreign Aid” reports the results of estimating the
dimensionality of foreign aid and outlines the structure of the separated
data. Section “Types of Foreign Aid and Economic Growth” re-estimates
two claims from the existing literature on aid effectiveness while section
“Conclusions” concludes.

DATA AND ESTIMATION STRATEGY

Main Data

The data on aid used in the following are all from the recent PLAID
(Project Level Aid) database, as reported by AidData (Nielson et al. 2010),
which offers a more inclusive account of global aid flows. Relative to the
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common database from the OECD’s Development Assistance Committee
(DAC), AidData offers nearly twice as large flows of aid when recorded as
commitments and excluding concessional loans, not least by adding proj-
ects from NGOs and other additional sources not included in OECD sta-
tistics. All data are recorded in project form, categorized in 24 purpose
codes listed in Table 3.1 and a 25th purpose code, ‘Administrative costs of
donors’. This feature of AidData allows the separation of different types of
aid in a more comprehensive way than in previous studies. I elect to use
data on actual disbursements instead of commitments, as some commit-

Table 3.1 Aid in purpose codes

Purpose code Mean Standard Zero
deviation observations

Agriculture, forestry and fishery 0.586 0.952 29
Banking and financial services 0.051 0.098 182
Business and other services 0.027 0.084 378
Communications 0.080 0.168 136
Development aid, food security assistance 0.168 0.416 155
Disaster prevention and preparedness 0.001 0.001 706
Education 0.276 0.608 29
Emergency response 0.110 0.421 100
Energy generation and supply 0.254 0.399 101
General budget support 0.489 1.103 205
General environmental protection 0.024 0.059 331
Government and civil society 0.196 0.493 81
Health 0.146 0.262 95
Industry, mining and construction 0.212 0.441 72
Other 0.570 1.032 30
Other commodity assistance 0.136 0.383 235
Other social infrastructure and services 0.083 0.188 116
Population policies 0.041 0.120 282
Reconstruction relief 0.039 0.151 450
Support to NGOs and government 0.004 0.16 408
organizations

Trade and tourism 0.031 0.083 217
Transport and storage 0.594 0.878 31
Water supply and sanitation 0.209 0.301 64
Women 0.001 0.13 679

Note: All aid variables have 756 observations

Source: PLAID (Project Level Aid) database reported by AidData
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ments are known not to be fulfilled. For similar reasons, I only include aid
given to specific countries and thus exclude regional aid flows that cannot
be assigned to one country.

Using AidData comes with a further benefit: compared to non-oil
developing countries with full national accounts data in the Penn World
Tables and aid flows recorded by the OECD, AidData allows adding 76
observations (10% of the sample), yielding a sample that is more balanced
in terms of time, geography and level of development than previous data-
sets. This means more data from countries such as Congo (Brazzaville),
Djibouti, Fiji and Vietnam, as well as substantially more data from small
countries, including Dominica, Guyana, Kiribati, Micronesia and Sao
Tomé and Principe. The use of a large sample size including more coun-
tries than previous studies alleviates the inherent problem in such litera-
ture that the inclusion of countries in datasets is not random (Hollyer
et al. 2011; Bjerg et al. 2011). By allowing a large and more diverse data-
set, using this source is a priori likely to yield more reliable results (cf.
Easterly et al. 2004).

The size ofaid flows in the 24 purpose codes varies considerably. Disaster
prevention and preparedness, support to women and support to NGOs
and civil society are the purposes for which donors give the smallest
amounts of fund. The major posts are general budget support, agriculture,
forestry and fishery, transport and storage and the general ‘other’ categorys;
the average country within the sample period received 2.2% of GDP as
foreign project aid in one of these four categories. Yet, while the smallest
disbursement categories remain the same, the largest change over time,
suggesting that even in a purely dynamic perspective, aid types can be sepa-
rated.? Having total aid disbursements separated into purpose codes allows
testing one additional potential source of effect heterogeneity. In the fol-
lowing, I also include the Herfindahl-Hirschmann index of aid in the 24
categories, which effectively measures the degree of concentration of aid to
one purpose.® As Kimura, Mori and Sawada (2012) show that the burcau-
cratic and administrative difficulties increase with the number of donors to
report to, a similar problem is likely to occur when aid is spread across
more purposes, each of which necessitates its own reports (Moss et al. 2007).

While AidData represents an improvement over existing data sources,
reporting nonetheless remains a potential problem. Holding total aid dis-
bursements in AidData up against commitments of net official develop-
ment assistance (ODA) data from the World Bank (2017), that is,
comparing actual, documented flows with official promises including
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concessional loans, there is an average discrepancy of 4.8% of Gross
National Income (GNI). In other words, a comparison suggests that
AidData on average may underestimate aid inflows by up to one half; if the
World Bank had accurately reported official aid disbursements. One
should, however, be careful of interpreting the difference as pure under-
reporting since the standard data from the World Bank and OECD not
only report commitments instead of disbursements, but also includes con-
cessional loans with a grant element of up to 25% and debt relief in the
concept of net ODA. The average grant element of new loans extended to
developing countries since 1980 has been approximately 38%, which is
likely to substantially inflate OECD aid inflows (World Bank 2017). In
addition, commitments have on average been 25% larger than disburse-
ments since 1970 (OECD 2015). These two factors thus capture the bulk
of the difference between the two sources.

These data first enter into a dimensionality analysis, which informs of
how one can separate different types of aid in a statistically valid way. In
the following, I also report and use the total aggregated aid inflows as well
as aid separated according to the typology in Clemens et al. (2012) in a set
of standard growth regressions.

Control Variables

In the following, all data are aggregated in the seven five-year periods
1970-1975, 1975-1980, 1980-1985, 1985-1990, 1990-1995,
1995-2000 and 2000-2005. Averaging aid and growth rates across five-
year periods reduces the inevitable random noise in the data, implies that
the estimates are more likely to reflect long-run consequences instead of
activity effects within a business cycle, and avoids the spuriously co-
integrated relations that often occur in annual data. All right-hand side
variables are lagged, with the exception of growth rates that are captured
in the five-year periods between 1975 and 2010. As such, I estimate the
effects of aid disbursed in a given period on growth five years later. The
data form an almost balanced panel with 110 non-oil developing countries
and 753 observations with full data.

I employ two different sets of control variables: one adds a set of vari-
ables used by most studies of growth in developing countries while the
other is restricted to the most basic factors. The problem, and the reason
for using both, is that several variables that are standard in the growth
literature could proxy for transmission mechanisms connecting foreign aid



3 TYPES OF FOREIGN AID 39

and growth (cf. Hodler and Knight 2012). Examples include the budget
balance, added by Rajan and Subramanian (2008), which Remmer (2004)
suggests is adversely affected by aid inflows; institutional quality, which a
series of studies shows is negatively associated with aid (Knack 2004;
Djankov et al. 2008); political instability that may be reduced by aid
inflows to dictatorships (Licht 2010; Nielsen et al. 2011); and inflation
and terms of trade, both of which are associated with the Dutch Disease
phenomenon (Doucouliagos and Paldam 2008; Rajan and Subramanian
2011). The simple set of control variables thus only includes the initial
logarithm to Purchasing Power Parity (PPP)-adjusted GDP per capita,
openness to trade, and disasters (per million inhabitants); the former two
variables are from the Penn World Tables, mark 7.1 (Heston et al. 2012)
while the latter is the number of major natural disasters per one million
inhabitants within each five-year period, which derives from EM-DAT
(2012). In all specifications, I also add a full set of period fixed effects.

On the contrary, the variables in the full set include government expen-
ditures as percent of GDP, the investment rate, both measured as the GDP
share of total trade and population growth, all from the Penn World Tables.
I also add life expectancy at birth, from World Bank (2017), the dichoto-
mous democracy indicator developed by Cheibub et al. (2010), and the
number of coups and confirmed coup attempts, taken from Marshall and
Marshall (2010), both of which proxy for differences in institutional qual-
ity and political instability across countries. The controls thus capture con-
vergence effects, and most other broadly important factors. In total, I
estimate growth rates of country 7 in period #—1, GR,, with a vector of
common control variables X, ;; and a set of additional variables Z,_;; that
together make up the full specification in (3.1). A, ; is either total aid or
vectors of types of aid following either Clemens et al. (2012) or the
typology developed in the following; D; is a full set of period dummies, and
¢,_1; 1S a noise term.

GR, =a+bX, , +cZ _,+dA, , + /D, +ge,, G.1)

I handle potential endogeneity problems by applying a set of GMM
estimates including period fixed effects (Blundell and Bond 1998) as
implemented in Stata by Roodman (2009). In these regressions, addi-
tional instruments include country voting patterns from the United
Nations General Assembly and whether or not countries are enrolled in
the Highly Indebted Poor Countries program (HIPC). The former set



40  C.BJORNSKOV

includes the shares of all votes within a period in which the country voted
with the US or the Soviet Union / Russia and China, respectively (Voeten
and Merdzanovic 2010). This choice is dictated by a series of studies
showing that aid flows are affected by countries’ voting patterns and influ-
ence in the Security Council (Dreher et al. 2008a, 2009; Kuziemko and
Werker 2006). All data are summarized in Appendix Table 3.6.

SEPARATING TYPES OF FOREIGN AID

While recent typologies may be informed by intuitive and theoretically
well-founded arguments, all approaches nevertheless tend to be ad-hoc in
a statistical sense (e.g. Rajan and Subramanian 2008; Kilby and Dreher
2010; Clemens et al. 2012). Although the theoretical arguments may be
sound, estimates can suffer from severe bias if the resulting aid measures are
either too highly correlated or differences occur due to problems associated
with particular elements (Roodman 2007). Likewise, if ad-hoc typologies
mix types of aid with actual effects and ineffective types, real consequences
may go undetected, as invalid typologies bias estimates toward zero.

The main challenge is therefore how to separate different types of aid in
a statistically valid way, that is, how to properly reduce the dimensionality
of the data (cf. Morgenthau 1962). Some aid purposes are conceptually
overlapping while others are not, but still pooled in the standard approach
to aid regressions. For example, aid to agriculture, forestry and fisheries is
similar in purpose to aid to industry and mining in that the overarching
purpose is one of economic development. Similarly, general budget sup-
port, general environmental protection, health aid as well as most aid
within the purpose code of ‘government and civil society” share the feature
that they are all given with the aim of enabling national governments to
achieve specific public goals (Guillamont 2011). As such, aid given with
different specific purposes may share an overarching purpose and thus
tend to be packaged together by donors such that inflows of specific pur-
poses within overarching types are correlated.

For the purpose of separating such overall types, I use principal factor
analysis, a method that is occasionally used when separating types of what
is apparently the same phenomenon. Munck and Verkuilen (2002) for
example provide what has become a seminal illustration of the application
of factor analytical tools to measurement problems by showing how a set
of different democracy indices tend to fall into two separable types. The
benefit of using this approach is that it provides a direct test of which of
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the 24 purpose codes in which the aid data are sorted typically go with
which. In other words, principal factor analysis can reveal, based on the
covariances between the 24 aid codes, which types of aid tend to be bun-
dled with which other types, and which types are disbursed independently

of other types.

Table 3.2 reports the results of a principal factor analysis, in which load-
ings can be interpreted as the degree to which different types are usually

Table 3.2 Principle components analysis: types of aid

Purpose code Factor 1 Factor 2 Factor 3 Factor 4  Factor 5
Agriculture, forestry and 0.61 0.34 -0.07 0.02 —0.35
fishery

Banking and financial services 0.15 0.20 -0.03 -0.07 0.00
Business and other services —-0.05 0.53 -0.10 0.07 0.22
Communications 0.58 0.12 -0.03 0.20 0.06
Development aid, food 0.70 0.02 0.14 -0.02 0.11
security assistance

Disaster prevention and 0.00 0.01 0.08 -0.01 0.00
preparedness

Education 0.34 0.43 -0.08 0.42 -0.09
Emergency response 0.06 0.16 0.64 0.00 0.04
Energy generation and supply 0.45 0.14 -0.01 -0.08 -0.01
General budget support 0.20 0.51 -0.04 -0.08 0.14
General environmental —-0.05 0.48 -0.08 0.06 0.32
protection

Government and civil society 0.00 0.43 0.40 0.25 0.00
Health 0.32 0.65 0.16 0.12 0.13
Industry, mining and 0.52 0.09 -0.04 0.06 -0.02
construction

Other 0.26 0.66 0.11 -0.09 —-0.01
Other commodity assistance 0.70 -0.01 0.04 -0.04 0.12
Other social infrastructure 0.11 0.69 0.05 0.02 -0.22
and services

Population policies 0.00 0.38 0.20 0.05 0.31
Reconstruction relief 0.07 0.12 0.59 0.00 -0.04
Support to NGOs and 0.09 0.31 0.10 0.55 0.05
government organizations

Trade and tourism 0.21 0.10 0.01 0.04 0.03
Transport and storage 0.64 0.27 0.02 0.03 -0.17
Water supply and sanitation 0.50 0.31 -0.07 -0.06 0.05
Women 0.09 0.08 —-0.04 -0.06 -0.03
Eigenvalue 4.846 1.859 1.013 0.571 0.526
Proportion explained 0.582 0.223 0.122 0.069 0.063

Note: Components are rotated with Oblimin

Source: PLAID (Project Level Aid) database reported by AidData
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disbursed together.* Yet, as factor scores cannot be interpreted directly, I
use the pattern revealed by this analysis to sort actual disbursement data
into interpretable categories. Table 3.3 reports the weighting scheme
derived from factor analysis that I use to calculate how much of each type
of foreign aid a country receives in each period.®

Table 3.3 Separating types of aid, factor weight

Purpose code

Factor  Factor

Factor Residual

Early  Residunl

1 2 3 impact
Agriculture, forestry and fishery 0.64  0.36 1
Banking and financial services 1 1
Business and other services 1 1
Communications 1 1
Development aid, food security 1 1
assistance
Disaster prevention and 1 1
prepavedness
Education 044  0.56 1
Emergency response 1 1
Energy generation and supply 1 1
General budget support 1 1
General environmental 1 1
protection
Government and civil society 0.52 048 1
Health 0.33  0.67 1
Industry, mining and 1 1
construction
Other 1 1
Other commodity assistance 1 1
Other social infrastructure and 1 1
services
Population policies 0.55 0.45 1
Reconstruction relief 1 1
Support to NGOs and 1 1
government organizations
Trade and tourism 1 1
Transport and storage 1 1
Water supply and sanitation 0.62 0.38 1
Women 1 1

Note: The purpose codes in italics are collapsed in a residual category since they load unto none of the
factors extracted. The two right-hand columns report the way purpose codes are aggregated according to

the typology in Clemens et al. (2012)

Source: PLAID (Project Level Aid) database reported by AidData
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Table 3.2 reports a solution with five interpretable components of
which only three have eigenvalues above one. In other words, only the
first three components capture more variation than one of the underlying
24 types; the remaining components thus entail less information than any
single purpose code. A scree plot also shows a clear elbow at a solution
with three components—the fourth component explains only a very small
share of the variation—and the first three factors capture 92% of the varia-
tion in the aid data. As such, the additional factors are likely to be of rela-
tively little importance and very far from robustly identified. In the
following, I therefore provide analyses with a solution of three types; I
aggregate aid flows in all remaining purpose codes that do not fit within
these three types into a residual component. Table 3.3 provides the par-
ticular weights used to score the aid variables.

This typology, in which all aid flows are divided into four types and
which I refer to as the 3 + 1 typology in the following, appears to be both
statistically robust and intuitively valid.® Above its robustness, the particu-
lar benefit of the typology is that the different purpose codes are split into
an intuitively valid and easily interpretable pattern.

The first type (i.e. the first dimension identified by the analysis) includes
two thirds of aid with the purpose of building capacity in agriculture, all
aid for forestry and fishery, communications and food security, almost half
of education aid, all energy infrastructure aid, a third of all aid for health
projects, all industry, mining and construction aid, all other commodity
assistance, transport and storage aid and about two thirds of aid for water
supply. These types of aid can all be considered first-generation aid with an
overall purpose of funding directly productive economic investments or
infrastructure investments thought to be complementary to industrial
development. I therefore term this type ‘economic aid’, although it might
also be thought of as very traditional development assistance along the
paradigm outlined by the two-gap model and take-off models (Calderisi
2006, Easterly 2002).

The second overall aid type consists of about a third of projects in the
‘agriculture, forestry and fishery” purpose code, all aid for business and
other services, the other half of education aid, aid for general budget sup-
port and environmental purposes, half of the support for government and
civil society, two thirds of health aid, the ‘other’ category of aid flows,
social infrastructure aid, half of the projects in the ‘population policy’
purpose code and roughly a third of investments in water fall within this
category. As all these investments can be construed under the heading of
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‘social aid’, that is, aid with the purpose of non-pecuniary social develop-
ment through government policy, that is the term and interpretation of
this type.

The third type clearly focuses on reconstruction after some type of
emergency or preparations for future emergencies and emergency man-
agement, as it includes all financing of emergency responses, half of all aid
to government and civil society and all reconstruction relief. Reconstruction
aid is thus very easy to place as an entirely separate type of foreign aid.
Finally, the remaining purpose codes—aid to the banking and financial
sector, disaster prevention (i.e. not traditional emergencies), the other half
ofaid for population policy, support for NGOs and civil society, trade and
tourism and aid to women fall outside of the typology. These types of aid
that on average form 2.4% of total aid disbursements are therefore pooled
into a residual category.

A potential problem solved in the present context is that Clemens et al.
(2012)—which provide an alternative aid typology—use OECD-DAC
data and do not report disbursement data on types of aid, only commit-
ments. Despite this difference, the way Clemens et al. (2012) separate
types maps easily onto the AidData purpose codes. Their early-impact aid
category consists of aid for infrastructure, including transportation, com-
munications, energy, banking, agriculture and industry, and also includes
budget support. It is therefore easy to form two measures of aid, following
this typology, which I compare to the 3 + 1 typology of the present chap-
ter. I define early-impact aid as reported in Table 3.3 as the aggregate of
agriculture, banking, business, communications, energy, budget support,
industry and mining and transport aid; the remaining purpose codes form
the Clemens et al. residual category.

One way of validating these solutions, apart from yielding a readily
interpretable pattern and passing a standard test, is to trace the develop-
ment over time of the typology. Figure 3.1 therefore provides an illustra-
tion of the share of total aid to an average country that fell into one of four
types during the period between 1970 and 2005. The figure rather clearly
demonstrates that the purpose and intentions of foreign aid have changed
over time similar to those traced by Easterly (2009), reflecting changes in
international aid ‘paradigms’ (Hodler and Dreher 2013).

The most dramatic change documented by the figure is the decline of
aid for purely economic purposes, that is, aid with the intention of creating
‘old-fashioned” economic development, and thus the death of ‘big push’
mentality. From the mid-1980s, economic aid declined from an average of
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Fig. 3.1 Shares ofaid in types, 1975-2005. (Source: PLAID (Project Level Aid)
database reported by AidData)

3% of GDP to about 1% in the early 2000s. At the same time, aid with
social purposes was stable before the 1981-1982 debt crises, but has
increased steadily since. In other words, economic aid constituted more
than 60% of all aid in the 1970s, but less than 30% by the mid-2000s.
Conversely, social aid has increased from about 30% to more than half of
all aid, and reconstruction aid now takes up approximately 15% of total
aid. Most of the decline in economic aid since 1990 is thus a reflection of
aid flows shifting toward social purposes and reconstruction. The residual
category, which includes business support, NGOs, trade and tourism,
women as well as a small share of total aid disbursed as disaster aid has
decreased since 1990. There is therefore evidence of a refocusing of for-
eign aid since the early 1980s and the series of development failures that
became obvious with the debt crises in Latin America. This shift of focus
is moreover consistent with the changing official priorities of the interna-
tional community (Easterly 2002, 2009). However, whether this has led
to a concentration of aid efforts or contributed to distributing aid dis-
bursements thinly across more purposes is indicated by Fig. 3.2.

Figure 3.2 clearly depicts that foreign aid has become less concentrated
over the years, at least until the mid-1990s, as more issues came on the aid
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Fig. 3.2 Concentration of aid: raw data and types. (Source: PLAID (Project
Level Aid) database reported by AidData)

agenda and intentions broadened (Easterly 2009). Prima facie, the devel-
opment of aid in all 24 purpose codes suggests that aid efforts have become
more diverse. When separating aid into types, the evidence of diversifica-
tion remains similar with a typology of four components; evidently, the
reduction of dimensionality does not alter the broad pattern. In other
words, the figure rather clearly shows that regardless of whether aid is
separated according to specific project descriptions or statistically separa-
ble types, foreign aid is now distributed across more purposes and inten-
tions than in previous decades.

However, it remains an open question whether one can separate the
consequences of aid. In previous studies as in the following, the problem of
fungibility may imply that one cannot separate effects of foreign aid, even
though one can separate types of aid by disbursement or purpose. If a type
of aid is perfectly or sufficiently fungible, aid for any purpose within that
type may effectively finance projects or expenditures of any other type and
intention. As such, consequences of types of foreign aid are logically only
separable to the degree that they are not fungible across types. The
concentration or diversification of aid may nevertheless include informa-
tion on the likely severity of fungibility and Dutch Disease. In particular,
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price hikes leading to Dutch Disease are arguably more likely when aid is
concentrated in specific sectors or purposes because such projects are more
likely to demand the same type of resources and labor. Relatively more
concentrated aid is therefore more likely to cause Dutch Disease stem-
ming from bottlenecks in particular markets while appreciation of the
nominal exchange rate occurs regardless of the use of aid inflows. Likewise,
one would expect reconstruction aid mainly to affect countries hit by
disasters, although the largest probably have consequences beyond the
ability of aid. Effects of particular types may also rest on institutional qual-
ity or countries” own political and economic ability to solve problems (cf.
Chauvet 2002).

In the following, I estimate the effectiveness of a vector of types of aid
as separated according to this typology. To take care of the potential con-
ditionality of effects, I add interactions with the Herfindahl-Hirschmann
index of aid concentration, political instability and disasters.

Tyres oF FOREIGN AID AND EcoNomMIic GROWTH

The litmus test of the value of separating types of aid is whether separation
affects the measurement of consequences of foreign aid. If previous stud-
ies have failed to pick up substantial effects because total aid flows provide
a too noisy measure, using a statistically valid typology should reduce the
noise and reveal a clean estimate of the ‘true’ effect of aid. If, on the other
hand, aid skeptics are correct and the average return to aid is counter-
weighed by side effects, the theoretical effects may still be ambiguous
although estimates on conditional effects may be more precise.

In order to ensure that the approach in this chapter can be compared to
the standard of using a simple sum of all aid disbursements, I first report
estimates with the simple aggregate measure of aid, secondly with aid
divided according to the Clemens et al. (2012) typology, and finally in the
3 + 1 typology of this paper; throughout, growth is the dependent vari-
able. Odd-numbered columns report the simple specification while even-
numbered columns include the full specification. Table 3.4 provides the
estimates, based on an assumption that aid flows have approximately simi-
lar effects across countries.

First, while there is significant first-order autocorrelation, GMM esti-
mates appear unbiased as the Arellano-Bond test of second-order
autocorrelation is never significant (Arellano and Bond 1991).
Furthermore, in separate tests, the standard lagged first differences of vari-
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ables (the default option for instruments) perform quite well as instru-
mental variables (as suggested by the significant first-order autocorrelation).
The GMM estimates are thus not likely to be biased by over- or
under-identification.

The results pertaining to control variables are in general comparable to
standard results, with initial GDP and political instability negatively associ-
ated with growth and openness, investment rates and health positively so,
and government expenditures only significant in column 6. With respect
to the aid variables, taking the typology seriously nonetheless makes a
substantial difference. Neither the standard total aid variable, nor those
based on the typology in Clemens et al. (2012) turn out significant. Using
the 3 + 1 aid variables based on the factor analysis, neither economic and
social aid nor the residual category significantly affects growth, but the
estimate of reconstruction aid is positive, large and significant at conven-
tional levels.® As these findings are robust to a set of additional tests (not
shown), including changes to instruments and excluding observations
with no or very small aid inflows, a final question to ask is whether they
generalize to most situations or if they are conditional.’

However, these estimates are based on an assumption that the effects
are homogenous across conditions. Since Svensson (1999) and Burnside
and Dollar (2000), a long list of studies has explored whether aid has
effects conditional on specific factors being present. Table 3.5 provides
estimates that take three such conditionalities into account: political insta-
bility, natural disasters and aid concentration.

First, political instability is likely to be associated with a number of fac-
tors suggested as conditioning aid effects, such as good policies, institu-
tional quality, social conflict and debt burdens (cf. Doucouliagos and
Paldam 2010). Second, Chauvet (2002) finds that aid is mainly effective
in countries hit by political or natural disasters. One would also strongly
suspect that if reconstruction aid actually has a significant effect on growth
as in Table 3.4, this effect would only be likely to appear when countries
are hit by natural disasters or conflict of a relatively manageable size.
Finally, the nature of the specific data in this chapter allows a direct test of
whether or not aid diversification across many purposes, and thus many
projects and recipient government institutions, is associated with transac-
tion costs of a size that undermine aid effectiveness. On the other hand,
while aid diversification might increase such costs, an opposite theoretical
possibility exists that aid concentration causes stronger adverse price
responses to increased aid inflows. In Table 3.5, I therefore repeat the
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regressions of Table 3.4, but add an interaction between aid inflows in the
3 + 1 typology and each of these variables. Although all control variables
are included, I only report the aid results.

The estimates in the table suggest that the overall measure of aid,
reported in columns 1-3, remains insignificant regardless of the interact-
ing factor. However, two of three interacting factors in columns 4-6 yield
significant heterogeneous effects of reconstruction aid; no other type of
aid exhibits any conditional effects.

First, interacting aid types with coups and evaluating conditional aid
impacts on their conditional standard errors (cf. Brambor et al. 20006) sug-
gests that reconstruction aid is insignificant when countries are politically
stable. Yet, if countries are likely to experience at least one coup or coup
attempt, reconstruction aid becomes significant and positive. Second,
interacting reconstruction aid with the number of disasters per million
people suggests that aid is only effective in contributing to growth when
disasters are of medium size.'®

While reconstruction aid o7 average provides positive growth input, it
remains uncertain whether it is effective after major disasters. Similarly,
reconstruction aid is not likely to (and logically should not) affect growth
when no disaster has struck, that is, when there is nothing to reconstruct.
Overall, though, the results suggest that the majority of disbursements of
foreign aid in general are inconsequential for the growth of poor coun-
tries. The results nevertheless indicate different effects of different statisti-
cally separable types of foreign aid, since GMM estimates of the effects of
reconstruction aid appear significant and positive.

CONCLUSIONS

The discussion of whether foreign aid is an effective tool with which to
further development remains one of the most heated in the social sciences.
A minority of economists continues to claim that aid is effective; another
minority finds that aid is directly harmful, while most independent econo-
mists find no evidence of any growth effect (cf. Doucouliagos and Paldam
2011). Different solutions to the inherent endogeneity problem have
tended to reproduce the zero result, which underlines Mosley’s micro-
macro paradox: that projects financed by foreign aid are often successful
but total aid disbursements seem to make no difference at the macro level.
How to resolve this problem has generated an entire literature of its own,
including a number of different theoretical perspectives.
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Part of the discussion in recent years has revolved around which types
of aid are likely to be effective, and by extension, how one could restruc-
ture and reallocate aid in order to get significant results. Clemens et al.
(2012) for example argue that budget and balance of payments support
and aid for infrastructure and industrial development are likely to lead to
measurably faster growth. Guillamont (2011), on the other hand, argues
that aid ought to be given as a supplement to social expenditures.

The present paper has followed the line of logic of this strand of the aid
literature by first employing factor analysis to generate a statistically valid
way of separating types of aid. Based on data on actual disbursements of
foreign aid from AidData, reported in 24 purpose codes, this analysis sug-
gests that aid can be separated into three distinct categories covering about
92% of all disbursements. These categories can be subsumed as aid for
economic purposes, aid for social purposes, reconstruction aid as well as a
small residual category that aggregates the last 8% of total aid flows.
Counting aid in these four categories and estimating growth regressions
for a large set of 110 non-oil developing countries in the seven five-year
periods between 1975 and 2010 suggests that different types of aid may
have different effects.

The positive finding in the chapter is that inflows of reconstruction aid
are significantly positively associated with subsequent economic growth.
However, reconstruction aid is obviously given as a response to actual or
latent events that would also slow down growth. When estimating effects
of four types of foreign aid with GMM, thereby alleviating the perennial
endogeneity bias, reconstruction aid still turns out positively associated
with growth, while aid given for any other purpose remains insignificant.
Further estimates suggest that this effect may be stronger in politically
instable countries.

On the one hand, the positive estimate of reconstruction aid is positive
news that some aid may have the intended consequences. On the other
hand, reconstruction aid has in recent years only made up about 15% of
total aid flows, suggesting that the majority of aid is entirely inconsequen-
tial. This particular result provides more insights into why a priori peaceful
and politically stable countries such as Tanzania or Zambia, that have
received comparatively large inflows of both economic and social aid, have
nevertheless developed slowly since the early 1970s.



In other words, although reconstruction aid has become somewhat
more prevalent in recent decades, implying that overall aid flows are less
harmful than before, most of the change of focus and intentions of foreign
aid appears to have been negligible. The findings in this chapter indicate
that most aid, on average, simply remains without the intended conse-
quences although being reallocated to other types and intentions.
Separating aid into different identifiable types suggest that the average
contribution to long-run growth of aid with long-run development pur-

poses has at best been zero.
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APPENDIX

Table 3.6 Descriptive statistics

Variable Mean Standard Observations

deviation

Economic aid 2.121 2.591 756
Social aid 1.859 2.541 756
Reconstruction aid 0.243 0.635 756
Residual aid (3 + 1 types) 0.106 0.152 756
Total aid (AidData) 4.329 4.847 756
Early impact aid (Clemens) 2.292 2.775 756
Residual aid (Clemens) 2.036 2.581 756
Aid concentration, all purpose codes 0.199 0.155 756
Aid concentration, 3 + 1 types 0.515 0.124 756
Net official development assistance (WDI) 9.097 10.602 680
Government expenditures, % of GDP 13.888 10.629 756
Growth rate 1.323 4.493 754
Initial GDP per capita 3184 3113 756
Investment rate, % of GDP 23.698 12.106 756
Life expectancy 58.188 10.125 746
Openness (trade volume, % of GDP) 72.891 38.669 756
Democracy (Cheibub) 0.379 0.485 736
Disasters (per million) 3.497 7.661 756
Arable land, % of total 11.571 12.148 748
Coups 0.412 0.891 755
Voting with the US 0.184 0.095 713
Voting with Russia 0.617 0.169 713

Source: PLAID (Project Level Aid) database reported by AidData, World Bank and Penn World Tables
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NOTES

. Dreher et al. (2018) provide suggestive evidence that foreign aid disbursed
to countries for purely political reasons tend to consist of or fund projects
that are poorly designed and implemented, or simply designed to benefit
political insiders. As such, a larger share of aid given for political purposes
means a smaller impact as many politically motivated projects are not really
designed to have a development impact.

. In addition, the dataset enables researchers to assess donors’ administrative
costs from delivering foreign aid. Administrative costs have almost entirely
been reported after 2000, but the available evidence shows that only 0.32%
of total reported aid in the total AidData database consists of administra-
tive costs. Only 14 country-year observations on administrative costs are
above 2% of total aid to the country in a given year, and only two of those
are not small island states.

. The Herfindahl-Hirschmann index is the sum of all squared shares of total
aid flows for each of the 24 (or 4) categories. If all aid is disbursed in a
single category, the index will be 1 while smaller scores indicate that the aid
distribution is less concentrated.

. T use the Oblimin rotation procedure with a gamma of 0.5; results are
almost identical with a gamma of 0. The alternative orthogonal rotation
technique Varimax, which is standard in most studies, yields comparable
results.

. While procedures exist that can rescale factor components back to the orig-
inal scale of the variables entering the analysis, these procedures all rest on
first performing factor analysis based on the covariance matrix. They are
therefore not practically applicable in the present situation, as analyses
based on the covariance matrix are highly sensitive to differences in vari-
ance of the raw variables. As the averages, and thus the variances, of the 24
aid variables vary widely, such procedures merely identify factors based on
the absolute levels and thus rely on very little relevant information.

. An earlier working paper version of this paper provides a full discussion of
the robustness of the aid typology to, for example, using different rotation
techniques, only using observations receiving more than 1% of GDP as
foreign aid, that is, avoiding spurious correlations due to a large number of
zero-observations, and basing the analysis on aid per capita instead of aid
as a percent of GDP.

. Roodman (2009) notes that the Hansen test may be particularly weak in
situations with multiple instruments and may in some cases approach non-
credible values close to one. This is indeed presently the case, which may
question the findings even if the standard moment restrictions are satisfied.
In such cases, Roodman recommends performing robustness tests by
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reducing the set of instruments. When doing so, all main results in the fol-
lowing remain unchanged and Hansen tests remain far from significant. In
particular, the estimate of reconstruction aid proves very stable.

8. In simpler fixed effects estimates in a working paper version, the residual
category in the Clemens et al. (2012) typology is significantly negative.
The social aid type is also significantly negatively associated with growth
when endogeneity issues are ignored.

9. The additional tests of instrument strength consist of either excluding one
of the additional instruments—UN voting shares with the US and Russia
and a HIPC dummy, and adding voting shares with China and a dummy
for membership in the UN Security Council.

10. Further tests (not shown) nevertheless provide additional information.
When measuring the absolute number of disasters, instead of disasters per
inhabitant, reconstruction aid only becomes significantly positive when
countries are hit by more than one disaster per year. Measuring disasters
relative to initial GDP suggests similar conclusions.
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CHAPTER 4

An Effectiveness, Efficiency,

and Equity Approach to Examining
Subnational Health Aid

Carrvie B. Dolan

INTRODUCTION

The ratification of the Sustainable Development Goals (SDGs) in all 193
UN member nations in 2015 represents the opportunity for a transforma-
tive, worldwide policy agenda (United Nations General Assembly 2015).
The SDGs reflect a “no one left behind” policy agenda that recognizes the
inequalities that persist and that progress has become uneven (United
Nations General Assembly 2015). The majority of the 17 goals call for
economic and social development and environmental protection; SDG 3
calls for ensuring healthy lives and promoting well-being, which is neces-
sary for the success of the other goals.

Achieving SDG 3 requires a multifaceted development approach to
ensure the effectiveness, efficiency, and equity of policy solutions. This
requires answering questions such as, is it possible to reach the world’s
most vulnerable and marginalized populations? Moreover, what do these
groups really want or need from development efforts? The answer to these
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questions will, in turn, require the rethinking of policies developed to
reach only aggregate outcomes and the ability to formulate and imple-
ment policies at varying levels of national and local government.

There is a need for substantial investments in health and well-being
(Schmidt-Traub and Shah 2015; Stenberg et al. 2017). Since the adoption
of the Millennium Development Goals (MDGs) in 2008 as a blueprint for
development efforts, substantial although varied advances in public health
have been achieved through investments in the use of vaccines, medicines,
and diagnostic tests (Ruducha et al. 2017; Kuruvilla et al. 2014; United
Nations Department of Public Information 2009; Andrus et al. 2008; Dye
2018). However, more efforts are needed to continue to improve popula-
tion level health. SDG 3 outlines a number of measures aimed to reduce
maternal and infant mortality, end epidemics of communicable disease,
provide access to reproductive healthcare and universal health coverage,
and reduce harm associated with drug abuse, tobacco pollution, and traf-
fic, and mitigate non-communicable diseases. This call for increased focus
on health comes at a time when funding for health aid is stagnant. While
there was a period of rapid growth from 2000 to 2010, it was essentially
flat between 2015 and 2016 (IHME 2016). In particular, Low and Middle
Income Countries (LMICs) are facing a substantial health financing gap.
Stenberg ct al. have estimated that an additional US$ 371 billion will be
needed each year up until 2030 to reach the health-related Sustainable
Development Goals (SDGs) in LMICs (Stenberg et al. 2017). Therefore,
it is critical to know how well we are targeting health aid resources at the
populations they aim to benefit. For multilateral and bilateral organiza-
tions as well as private foundations to address the allocation of this limited
funding, attention must be paid to policies at multiple levels to ensure
sustainable scale-up. Reaching the health targets outlined in SDG 3, in 67
low and middle-income countries that account for 95% of the total popu-
lation of low and middle-income countries (Stenberg et al. 2017) requires
addressing two major issues. The first is the ethical decision that deter-
mines distribution—how much and to whom. The second addresses the
practical dimensions of when and where (Brown et al. 2014).

To address the questions policymakers face, this chapter presents an
argument for using disaggregated (micro-level) information to bridge the
policy gap and provide actionable information to develop evidence-based
health aid policies. Given that aid may be channeled to varying levels of
government and that the determinants of population health and the infra-
structure to improve health varies within countries, efficacious aid policies
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require disaggregated data. Measuring the allocation of resources at a dis-
aggregated level makes it possible to identify gaps in program placement
and fund interventions in the places and for the populations that need
them the most. This chapter approaches the rethinking of traditional
notions of health aid allocation in two ways: first, by providing a broader
perspective grounded in theory and research for assessing the performance
of health aid in achieving effectiveness, efficiency, and equity (Aday et al.
2004). Second, by discussing the challenges that have constrained the
research on health aid, and subsequently the innovations researchers are
using to address these challenges. Although based in the decades of exten-
sive literature on foreign aid, this chapter focuses on relatively recent
established findings related to health aid from a subnational perspective.

Way WE Saourp Use EVIDENCE AND WHICH
EviDENCE TO USE

Global health programs have saved millions of lives (Levine 2007). The
use of empirical evidence to develop interventions has been crucial to the
success of programs such as those aimed at polio elimination in Latin
America and the Caribbean, the control of river blindness in sub-Saharan
Africa, and eradicating smallpox worldwide (Levine 2007). By contrast,
understanding the relationship between the money used to fund these
interventions and health outcomes has been challenging. The question of
whether or not international aid can improve health remains one of the
fundamental challenges for understanding the impact of global develop-
ment interventions. Substantial reductions in child mortality have occurred
worldwide during the past 35 years (Wang et al. 2016). Despite these
gains, in 2015, 23 countries reported under-5 mortality rates three times
higher than the proposed SDG target for 2030, and it is not clear whether
the aid the development community has offered to save them will lower
this number (Coyne and Williamson 2014; Wang et al. 2016).

It is absolutely vital to determine whether health aid works, given lim-
ited public health resources and the need to use them wisely (Yamey and
Volmink 2014). Understanding how to make health aid work is also vital
to the success of the SDGs. This chapter will seek an answer to the ques-
tion as to which evidence should be used and how to determine what
makes health aid work, first, in the existing literature. Until recently,
researchers examined health aid from a macro perspective: they employed
cross-country regression methods in an effort to determine the nation-
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wide impact of health aid on aggregated outcomes such as growth or
national measures of poverty. These studies suggest that health aid has had
little effect on infant mortality, life expectancy, death rates, child health,
and immunizations (Williamson 2008; Wilson 2011; Bavinger et al.
2017). In the last 10 years, researchers began taking a micro-level approach
to look at subnational outcomes. These studies have found some evidence
that selected public health intervention programs such as building hospi-
tals, providing vaccines, and bed nets have been successful (BenYishay and
Kranker 2015; Marty et al. 2017).

A few studies of health aid have found meaningful changes in targeted
health outcomes, making recent work by Bendavid et al. (2012) and Ng
et al. (2011) on HIV outcomes and Akachi and Atun (2011) on malaria
notable. Using a controlled pre /post study design, Bendavid et al. (2012)
found that the first four years of the President’s Emergency Plan for AIDS
Relief (PEPFAR) on HIV-related outcomes decreased HIV-related deaths
in sub-Saharan African countries. Ng et al. (2011) conducted an observa-
tional study in India to examine the number of HIV infections averted
with a donor-funded AIDS treatment initiative, concluding that the AIDS
mortality rate fell from 6.4 per 1000 person-years in the pre-antiretroviral
therapy (ART) period, to 2.7 after implementation of ART. They also
found a limited but nonetheless significant decrease in the number of new
HIV infections attributable to the ART intervention.

Akachi and Atun (2011) quantified the relationship between malaria
investments and malaria-attributed mortality using longitudinal data from
24 sub-Saharan African countries. They estimated that the increase in cov-
erage of insecticide-treated nets (I'TNs) and indoor residual spraying saved
the lives of 237,971 children under five. Studies examining the percent of
households that owned at least one I'TN found that efforts to fund and
expand programs were successful (Akachi and Atun 2011; Chizema-
Kawesha ct al. 2010; Steketee et al. 2008; Flaxman et al. 2010; Noor et al.
2007). However, these studies were all conducted at the country level
using country-level data, or had a narrow focus and only included a small
number of facilities or subnational districts.

New evidence suggests that cross-country differences explain approxi-
mately 20% of the variation in project outcomes and within-country varia-
tion explains 80% of the variation in project outcomes (Denizer et al.
2013). Despite the US $30 billion-a-year global investment in health, very
few studies examine how health funding translates to health outcomes at
the subnational level, a key issue if global health actors are to use sound
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research evidence to shape policy. BenYishay and Kranker (2015) esti-
mated the reduction in all-cause child mortality after countrywide measles
vaccination campaigns across countries and subnational regions. The
research showed that the campaigns raised the probability of children’s
survival to 60 months by approximately 2.4 percentage points for treated
cohorts. Marty et al. (2017) examined the subnational allocation of health
aid, determining that health aid contributed to reduced malaria prevalence
and improved self-reported healthcare quality. They found that health aid
had the most notable impacts on its intended target if it was allocated
toward improving health infrastructure and infectious disease.

If nations are to reach SDG 3, the development community must allo-
cate aid according to scientific evidence. Barriers to the integration of this
evidence into health policy include lack of timeliness and relevance of the
research, competing influences, and a perceived knowledge gap between
researchers and the policy community (Yamey and Volmink 2014). To
address these barriers, it is necessary to create a common foundation in
which to view health aid research. The effectiveness, efficiency, and equity
perspectives provide a useful set of criteria for linking health aid to
health outcomes.

EFFECTIVENESS, EFFICIENCY, AND EQUITY

Given that it is impossible for health aid to address all problems within all
countries, the framework of effectiveness, efficiency, and equity can pro-
vide a policy mechanism for deciding which criteria to focus on and at
which point in time. Health aid policies can be evaluated through the lens
of effectiveness to determine if they result in significant improvements in
population level health. An equity perspective can determine if a health aid
policy makes the best use of limited resources subject to a budget con-
straint. Finally, an equity focus can determine if resources are distributed
across groups fairly (Aday et al. 2004). The following discussion high-
lights the application of the effectiveness, efficiency, and equity criteria to
recent research.

Effectiveness

What allocation approach contributes most to the health of the popula-
tion? There are conflicting claims about what it means for health aid to
contribute to the health of the population. What constitutes aid improve-
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ment could vary due to political and economic incentives as well as recipi-
ent need or donor interests (Alesina and Dollar 2000; Mishra et al. 2012).
In the context of health, the effective aid objective typically considers
population level improvement such as improved health-related quality,
reduction in mortality rates, increased life expectancy, and decreased dis-
ease prevalence (Aday et al. 2004). One tangible example of health aid
supporting a population level approach is the reduction of the guinea
worm in Asia and sub-Saharan Africa. This multi-partner eradication effort
reduced the prevalence of guinea worm by 99% in 20 endemic African and
Asian countries (Levine 2007). Another is an immunization campaign the
Pan American Health Organization led in Latin America and the
Caribbean, eliminating polio as a public health problem in the Western
Hemisphere (Levine 2007).

Whereas in the past research has focused at the country level, the emer-
gence of georeferenced information on both aid and outcomes has per-
mitted the examination of aid effectiveness in smaller geographic units
such as districts or regions. This emerging literature has highlighted the
contribution of targeted programs such as PEPFAR in Tanzania and
Rwanda and measles catch-up campaigns (Bendavid et al. 2012; BenYishay
and Kranker 2015). Researchers have begun to use subnational data to
examine health aid effectiveness beyond targeted programs. Malawi has
been studied most often because georeferenced data for individual and
health facility outcomes, as well as aid indictors, exists. For example, Marty
et al. (2017) find that aid contributed to the reduction of malaria preva-
lence and improving self-reported quality of care, while De and Becker
(2015) find an association between aid and reduced prevalence and sever-
ity of diarrhea. Wayland (2017) compared the spatial distribution of aid
projects in the water, sanitation, and hygiene sector, finding that under
certain circumstances, households located near these projects experienced
lower rates of water-related illness. Two studies that go beyond targeted
data in examining subnational units are focused in other countries:
Odokonyero et al. (2015) found that health aid significantly reduced dis-
ease burden and severity in Uganda; Kotsadam et al. (2017) demonstrated
that aid in Nigeria was associated with decreased infant mortality.

Taken together, the emerging literature on health aid effectiveness
examined at a subnational level provides far stronger evidence of benefit
than cross-country studies (Williamson 2008; Wilson 2011; Bavinger
et al. 2017). However, the fact that research examining subnational areas
has generally focused on targeted interventions represents a substantial
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limitation. Also, those studies that go beyond targeted interventions focus
on a single country. This research gives little information as to whether aid
can improve the population level health of an entire region. Until georet-
erenced data for individual and health facility outcomes becomes available
for a greater number of countries, examining aid effectiveness at the sub-
national level will continue to be limited.

Efficiency

How do donors decide to allocate health aid compared to the other things
they can do with the same resources? Health aid is inherently limited as it
is impossible to address all health problems in developing countries at the
same time. Therefore, it is important to understand the costs and conse-
quences associated with aid allocation. However, since we are not inter-
ested in the efficiency of ineffective aid, successful economic evaluation
assumes some baseline indication of effectiveness (Drummond et al.
2015). It is also necessary to accurately measure and value the most rele-
vant costs and consequences for each alternative allocation.

Some aid programs seek to reward countries with good policies by allo-
cating aid to more efficient and less corrupt regimes (Alesina and Dollar
2000). Others allocate aid based on cost-effectiveness of available inter-
ventions, prioritizing the highest impact interventions among the most
affected populations (Glassman et al. 2013). Research indicates that the
value for money agenda encouraged programs such as I'TNs and malaria
treatment, which have high value for money and have been proven to
provide health gains (Jamison et al. 2013). A more recent analysis reviewed
the cost-effectiveness of interventions targeting HIV, malaria, tuberculo-
sis, non-communicable discases, and maternal, newborn, and child health.
This work found that diseases with more cost-effective interventions tend
to attract funding (Bendavid et al. 2015).

Equity

Does health aid promote an equal distribution for health improvement?
Making progress toward the SDG 3 is not only contingent on generating
sufficient resources, but also equitable allocation across regions and dis-
tricts (Ensor et al. 2012). Equity implies maximizing the fairness of dis-
tribution and minimizing disparities across groups. Significant disparities
exist between racial, ethnic, age, and socioeconomic groups. These dis-
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parities have an impact beyond the groups facing the disparities, as they
limit improvement in health for the broader population and impose
unnecessary costs (Kaiser Family Foundation 2012). The World Health
Organization’s Commission on Social Determinants of Health conse-
quently recommended more even distribution of resources within and
among countries to ensure fair financing (WHO 2008).

Policymakers often assume that aid has an egalitarian effect despite the
fact few formal efforts have investigated whether it does (Chong et al.
2009). Exceptions have generally used a subnational perspective. Marty
et al.’s (2017) finding that areas of Malawi that were poor, urban, or had
existing health infrastructure were more likely to receive healthcare ser-
vices suggests that need does not entirely drive the allocation of aid.
Further, Briggs’s (2017) study of subnational allocation across 17 diverse
African countries found no association between poverty and the likelihood
that a region will receive aid. Skirbekk et al. (2017) found an inequitable
distribution of health aid by age in that people younger than 60 received
90% of assistance, in spite of the greater vulnerability and need of
older people.

Up to this point, this chapter has focused on the synthesis and integra-
tion of recent health aid literature into the theoretical criteria of effective-
ness, efficiency, and equity. Taken together this literature implies that
these criteria can compete with each other and therefore policymakers may
need to focus on one of these areas at a time. This chapter has also focused
on literature that uses a subnational approach, because the determinants
of population health and the infrastructure to improve health vary within
countries. Achieving SDG 3 will require targeted aid policies that improve
health outcomes.

As the introduction to a special issue of the Review of International
Organizations recently outlined, three major challenges constrain research
designed to understand the relationship between health aid and health
outcomes (Nielson et al. 2017). First, the data on aid is of poor quality
and coverage, representing a fundamental lack of accountability of the
official aid system or any kind of independent monitoring (Easterly and
Williamson 2011; Nielson et al. 2017). Second, data on development
finance are generally aggregated broadly across sectors, geographies, dis-
tribution channels, and implementation partners (Nielson et al. 2017).
Third, the methods are limited due to the lack of random assignment of
aid, making causal identification more difficult (Nielson et al. 2017). The
next few sections explore the limitations of data coverage and quality,
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aggregation, and research methods in more detail and focus on the inno-
vations of the most recent generation of health aid effectiveness, efficiency,
and equity studies.

Darta COVERAGE AND QQUALITY AT A SUBNATIONAL LLEVEL

Coverage

Health aid and health outcomes often have an unclear relationship,
because of a lack of the data rigorous scientific investigation would require
(Nielson et al. 2017). The organizations that gather health aid data include
the Organization for Economic Co-operation and Development, the
Development Assistance Committee, AidData, the Institute for Health
Metrics and Evaluation (IHME) Development Assistance for Health data-
base, and donor specific tracking mechanisms from the Global Fund to
Fight AIDS, Tuberculosis, and Malaria, the GAVI Alliance, the Bill and
Melinda Gates Foundation, the World Bank, USAID, and regional devel-
opment banks (Grépin et al. 2011). Each of these data sets was developed
for a different purpose, for a different audience, and using a different
approach (Grépin et al. 2011). Therefore, consolidating this information
into an analysis data set is not always possible. Uncertainties in the evi-
dence related to data coverage and quality has made it particularly chal-
lenging for researchers of health aid to make a significant contribution to
the existing evidence. The drive for evidence-based policy making assumes
that the necessary data exist for the entire region of study, but it often does
not. For example, the many donors contributing to malaria control efforts
in the Democratic Republic of Congo, including the Global Fund, the
World Bank, the Department for International Development, the
President’s Malaria Initiative, UNICEF, the Korea International
Cooperation Agency, the Sweden International Development Agency, the
Canadian International Development Agency and the World Health
Organization, all collect disparate data on the timing, location, purpose,
and amount of malaria aid distribution (President’s Malaria Initiative
2015). The absence of this type of information is widely regarded as one
of the fundamental problems with measuring aid effectiveness (Easterly
and Williamson 2011).

A more accurate description of the state of aid requires much better
data (Easterly and Williamson 2011). However, existing literature reveals
that researchers do not agree as to the data they need or the most impor-
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tant health aid research questions. Questions can be excessively broad and
unsuited to data constraints. Two different approaches to developing
research questions have been adopted for addressing these coverage chal-
lenges. The first is a “top-down” approach that relies on data source from
a donor such as the World Bank. The other is “bottom-up,” which relies
on recipient-sourced data, typically supplied by an aid information man-
agement system housed within an aid recipient country that draws data
from multiple donor organizations (AidData 2017). Either way data cov-
erage will vary based on quality and availability of project documentation.
However, typically, top-down data has a wider geographic coverage and
bottom-up data has wider donor coverage (AidData 2017). The construc-
tion of these datasets mean that specific research questions call for differ-
ent methodological approaches.

Ouality

In addition to coverage, health aid researchers must also consider data
quality issues that are specific to micro-level analysis. For example, one of
the most important questions for policymakers who focus on malaria inter-
ventions is the impact of malaria treatment services on population-level
transmission of malaria and on the consequent prevalence of malaria in
young children. As the data necessary to estimate this policy relationship
becomes available, researchers must confront practical obstacles to the
consistent estimation of this impact parameter. These include missing data
and locational error, both of which will bias the estimated impact of the
policy variable (malaria treatment) on the health outcome variable (malaria
prevalence). A growing literature aims to integrate information on the
geographic data needed to improve the accuracy of modeling efforts
(Worboys 1998; Aerts et al. 2003; Ogryczak and Sliwifiski 2009).
Researchers have proposed several solutions to this problem, from the effi-
cient estimation of probability density to sensitivity models (Lilburne and
Tarantola 2009). Recently, geoSIMEX has been introduced, which expands
on these methods by integrating an extrapolation step into traditional
Monte Carlo approaches to avoid bias due to imprecision. The approach
mitigates a key limitation of simulation alone—namely, a failure to account
for imprecision during the estimation of standard errors and parameter
estimates during each iteration of a simulation (Runfola et al. 2017). geo-
SIMEX outperforms model averaging approaches in its ability to capture
the true coefficient at all levels of spatial imprecision (Runfola et al. 2017).
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DATA AGGREGATION

Existing research on health aid has largely relied on transformed country-
level data, because systematic collection of subnational data was unavail-
able (Easterly and Williamson 2011). These studies have contributed
greatly to our knowledge of aid effectiveness and inspired the design of
many follow-on or new aid programs. But the use of aggregate data to
make important decisions regarding individual- or project-level programs
is vulnerable to the ecological fallacy. The grouping of individuals creates
aggregation bias and the fact that it ignores the possibility that grouping
the data distributes confounding factors in a way that is biased creates
specification bias (Morganstern 1982; King 2013). Analyzing project-
level data, grouped to country levels, can lead to incorrect inference and,
therefore, incorrect policy conclusions (Robinson 1950). For example,
some aggregate level studies suggest that health aid is an ineffective policy
tool (Wilson 2011; Williamson 2008), while others find that health aid
significantly reduces infant mortality and increases life expectancy
(Bendavid and Bhattacharya 2014; Mishra and Newhouse 2009). Such
conflicting evidence suggests that analyzing the association between aid
and outcomes requires alternative approaches. In the past 10 years, aid
research has begun to disaggregate development projects by sector as well
as by geographic location (Clemens et al. 2012; Hicks et al. 2010; Marty
et al. 2017; Bendavid et al. 2012). Within the health sector, this subna-
tional perspective allows researchers to examine variation in health out-
comes within targeted regions and sectors.

RESEARCH METHODS

A growing trend in international development aid research is to use exper-
iments for causal identification. However, in addition to limitations associ-
ated with quality and coverage, random assignment of health aid is often
impractical or unethical. Without a randomized or natural experiment, it
is difficult to make causal claims in terms of the impact of health aid on
health outcomes. Some studies employ Geospatial Impact Evaluations
(GIEs), approximating randomized controlled trials (RCTs) through the
use of subnationally georeferenced intervention, outcome, and covariate
data as well as quasi-experimental methods of inference. GIEs are signifi-
cantly cheaper and faster than RCTs as a rule, but more rigorous than
performance evaluations. Thus, they make impact evaluation of a larger
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number of development programs possible than RCTs would permit. One
study used a GIE to present evidence that aid used to fund a nationwide
malaria bed net campaign had substantially different impacts on all-cause
child mortality in the Democratic Republic of Congo (Dolan et al. 2019).
However, GIEs are not appropriate for all development interventions
(BenYishay et al. 2017). They require spatially explicit intervention data
that vary in both timing and geography, obtainable measurements of out-
comes, and covariates at the same spatial and temporal scale. Conducting
a GIE requires intervention, outcome, and covariate data that can be com-
putationally joined at a common spatial unit of collaboration. Researchers
also must have the econometric tools to address the challenges of spatial
uncertainty, spatial spillovers, and spatially heterogeneous effects
(BenYishay et al. 2017).

CONCLUSION

Evidence indicates that investments in health are critical for better health
outcomes, but the majority of existing research has relied on aggregate
(i.e., country-level) information (Boone 1996; Kosack and Tobin 2006;
Gomanee et al. 2005). Although these studies have added to our under-
standing of the use of aid, and have been influential in the overall design
of health programs, using aggregate information to make essential deci-
sions regarding individual- or project-level programs may impede out-
comes. Careful planning and evaluation using subnational data will be
necessary to sustain the current improvements in health, as well as extend
health improvements to reach the SDGs (IHME 2016). This chapter has
discussed the emerging literature within the context of effectiveness, effi-
ciency, and equity which provides policymakers a set of criteria to examine
emerging micro-level health aid allocation. It also discusses some of the
limitations of examining health aid at a subnational level with a focus on
three areas where the most recent generation of health aid research has
innovated: in the data set used for analysis, in the unbundling of aid by
sector and region, and in the analytical methods.

As the review of the extant literature suggests, more research is war-
ranted to investigate the association between the allocation of health aid
and health outcomes. It is increasingly important to understand the aid
allocation patterns of countries like China that are becoming large players
in the global development space but who may be less bound to compacts
that aim to curb regional favoritism in aid allocation than countries with a
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longer history of involvement in aid. Thanks to the growing availability of
recent aid and outcome data disaggregated at the subnational level, it is
now possible to add new evidence to this decades-long debate. This chap-
ter’s examination of subnational health aid, within the context of effective-
ness, efficiency, and equity, makes four broad recommendations for future
research on subnational aid flows, as listed below.

First and foremost, policymakers, donors, and researchers should col-
lectively place greater emphasis on tracking aid placement (Dieleman and
Hanlon 2014). The limitations of current data require researchers to rely
on complicated estimation methods that are poor substitutes for precise
information. Data that is more accurately measured, collected, and tracked
allows for more exact measurements (Dieleman and Hanlon 2014) and
makes possible broader examinations of aid that use more donors and
countries while still maintaining granularity and disaggregation at a fine
level. Existing research is circumscribed not by the complexity of ques-
tions, but rather by the kinds of data available, and the level of detail at
which the data can be successtully analyzed.

Second, in addition to increased efforts toward better data on aid place-
ment, the development community should emphasize tracking health out-
comes. One of the most important tasks health policymakers face is testing
causal effects of policies on health outcomes. A lack of outcome data frus-
trates these efforts. The development literature should create, validate,
and disseminate measurement tools that can reliably detect health out-
comes. Jean et al. (2016) provided an example, using satellite imagery and
machine learning to provide better measurements of poverty.

Third, data on current subnational aid flows is a valuable resource for
researchers wishing to examine aid at greater levels of disaggregation. Yet
understanding the limitations of these data is a challenge, hampering
uptake within the research community. Users of the data should consider
collectively detailing the limitations of subnational aid flows and the meth-
odological challenges of measuring aid at this level in academic as well as
policy-relevant outlets (e.g., peer-reviewed journals and policy briefs).
Finally, as more scholars integrate geospatial data from multiple sources to
examine health outcomes, researchers must confront practical obstacles
stemming from where and how measurements are obtained. Past litera-
ture has shown that uncertainty regarding the locations where
measurements are taken can produce biased estimates in empirical analyses
(Perez-Heydrich et al. 2013; Warren et al. 2016). In current practice,
researchers attempt to overcome these obstacles by using approaches that
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range from ad hoc to the highly methodologically sophisticated (Runfola
and Napier 2016; Runfola et al. 2017; Warren et al. 2016; Perez-Heydrich
et al. 2013). Additional research should provide data producers with a
rigorous framework to assist their choices when using spatially referenced
data sets, especially when data is displaced to preserve confidentiality.
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CHAPTER 5

Evaluating Aid Agencies: Challenges,
Comparisons, and Causes of Best Aid
Practices

Liya Palagashvili

INTRODUCTION

Why has foreign aid fallen short in achieving its development goals?! One
such answer lies in the aid effectiveness movement. Aid effectiveness refers
to improving the guality (rather than guantity) of aid flows and following
a set of “best practices” that can make foreign aid more effective in pov-
erty reduction. These best practices range from encouraging aid agencies
or donors to be more transparent about their aid practices, to giving aid
only to democratic and poor countries, to donors specializing in geo-
graphic regions or sectors, and other practices aimed to develop more
effective aid disbursements.

Scholars, the development community, and policymakers believe that
aid can better achieve its intended results if donors commit to following
the aid effectiveness principles.? This idea has led to several formal interna-
tional agreements to engage in better aid disbursement practices. It is
important to note that while the formal agreements contain best aid
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practices for both donors and recipient countries, much of the literature
(and accordingly this chapter) focuses on evaluating and ranking the
donors rather than the recipient countries. These international aid effec-
tiveness agreements are made by both bilateral and multilateral donors.
Bilateral donor refers to the country itself as the aid donor (i.e. the USA,
France, New Zealand), while multilateral donor refers to international
institutions, such as the IMF, World Bank, or Global Fund.

The official launch of the aid effectiveness movement began with the
“First High Level Forum on Aid Effectiveness” in 2003 in Rome, orga-
nized by the Organization for Economic Cooperation and Development
(OECD). In that same year, the OECD’s Development Assistance
Committee created a subsidiary body called the “Working Party for Aid
Effectiveness,” whose mission was to improve the “effectiveness of aid for
greater impact on development and poverty reduction” (OECD 2008a,
pg. 115). The Development Assistance Committee (DAC) is a group of
high-income donor countries (such as the USA and members of the
European Union) that discuss issues surrounding aid, coordinate efforts
to collect and publish statistics on aid flows, and create common objec-
tives, resolutions, and guidelines on aid-giving—as such, it was in their
initiative to formally launch the aid effectiveness movement.

At this first forum, the participants created the Rome Declaration of
2003, where donors along with the aid recipient countries, made public
commitments to coordinate donor aid efforts, to share information, and
to reduce the duplication of aid projects. Donors also made commitments
that aid should be delivered in accordance with recipient country’s priori-
ties—including their national goals, budgets, project planning cycles, and
public expenditure and financial management systems.

In 2005, the members of the development community met again to
create a more comprehensive plan on aid effectiveness, which they called
the Paris Declaration on Aid Effectiveness. Donor bilateral and multilat-
eral institutions, alongside recipient countries, committed to a more thor-
ough set of aid effectiveness principles. The Paris Declaration became a
landmark agreement because it created an implementation plan, set with
clear indicators, measurement criterion, and targets set for specific years
for both donors and recipients.

Three years later, members of the development community met again
in Accra, Ghana, to check the progress and make a similar set of commit-
ments on aid effectiveness—with donors pledging once again to better
coordinate their actions and both donors and recipients agreeing to be
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more accountable. They signed the Accra Agenda for Action (AAA) on
September 4, 2008.

Despite these efforts to unite and create commitments and pledges, the
implementation of these agreements has been difficult. Both bilateral and
multilateral agencies were found to be ineffective in meeting their own
commitments. In an OECD monitoring report, “Aid Effectiveness:
2005-2010: Progress in Implementing the Paris Declaration,” it con-
cluded that the “results were sobering” and only one of the 13 targets
established for 2010 was met, albeit by a narrow margin (OECD 2011,
pg. 15). The findings called for more dialogue, cooperation, and action to
better meet the aid effectiveness goals.

The Fourth High Level Forum on Aid Effectiveness was held in Busan,
Koreain 2011. After addressing the challenges on why donors were unable
to keep their commitments, they again reaffirmed their pledges. During
this forum, the Global Partnership for Effective Development Cooperation
was created and signed by 161 countries and 56 organizations—with the
goal of tracking the progress and implementation of the Busan commit-
ments. In the latest 2016 report monitoring the Busan agreements, the
Global Partnership found that while some progress has been made, the
goals and commitments have yet to be achieved (OECD/UNDP 2016).

Why have donors failed to achieve their own commitments and imple-
ment changes to best aid practices? Are there differences in the types of
donors that perform better or worse? This chapter will summarize the
findings in the literature on donor performance and rankings, as well as
examine patterns, highlight major findings, and investigate what factors
influence donors’ decisions to engage in best aid practices.

TaE COMPONENTS OF AID EFFECTIVENESS

The components of effective aid are formed in two main ways: (1) through
the development community and the commitments that donors and recip-
ients make in the agreements, and (2) by development researchers and
scholars. While there is overlap on what constitutes as best aid practices,
there is also a lot of variation depending on the specific international
agreements, or on the different types of research and methodologies. As a
result, there is not one set of agreed-upon best aid practices, but a good
starting point often comes from the Paris Declaration of 2005. The prin-
ciples are as follows:
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1. Ownership: Partner countries exercise effective leadership over their
development policies and strategies and co-ordinate development actions

2. Alignment:. Donors base their overall support on partner countries’
national development strategies, institutions, and procedures

3. Harmonization: Donors’ actions arve more harmonized, transparent
and collectively effective

4. Managing for vesults: Managing resources and improving decision-
making for vesults

5. Mutual accountability: Donors and parvtners ave accountable for
development vesults

Both donors and recipients commit to best aid practices, but for the pur-
poses of this chapter and following the academic literature on donor best
practices, I focus mainly on the donor-side commitments.

The ownership commitment is mostly for the developing countries to
better exercise leadership in poverty reduction, improving their institu-
tions, and tackling corruption. Donors are merely encouraged to “respect
partner country leadership” (OECD 2008b, pg. 3). As such, the owner-
ship commitment is not commonly utilized when assessing donor perfor-
mance and rankings for best aid practices.

Alignment refers to donors respecting recipient country priorities, uti-
lizing the recipient country’s local institutions, and human resources,
untying aid, and disbursing aid in a predictable fashion, among other com-
mitments. Some of the measurements used to assess donor performance
on this principle are percentage of donors using the recipient country’s
public financial management system and percent using the procurement
systems, percent of aid disbursements disbursed according to agreed
schedules, and percent of bilateral aid that is untied.

For harmonization, the general idea is that donor countries coordi-
nate with each other, simplify procedures, and share information to avoid
duplication. This includes donors engaging in joint field mission projects
and country work analytics and implementing common arrangements for
funding, disbursements, monitoring, evaluating, and reporting. In other
words, harmonization is a commitment to share missions and coordinate
with other donors to reduce duplication, burden, and costs (especially
transaction costs) on recipient countries.

For results, the main indicator for assessment is on the recipient coun-
try side to provide transparent and measurable assessment frameworks to
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measure progress and evaluate results. Donors agreed to work with recipi-
ent country’s results-orientated reporting and framework systems.

Lastly, mutual accountability refers to a commitment to transparency
such that donors and recipients can hold each other accountable to imple-
menting these agreements on aid effectiveness. On the donor side, they
commit to providing “timely, transparent, and comprehensive informa-
tion on aid flows.”

These principles in the Paris Declaration form the backbone of effective
aid. While some researchers have followed these principles closely when
evaluating donor performance, others select their own methods for evalu-
ation on academic grounds. There is not one single, agreed-upon meth-
odology nor is there agreement on the specific components to address aid
effectiveness—scholars and the development community pursue a variety
of methodologies and differ on how closely to follow the Paris Declaration
components of effective aid. As a result, the outcomes of each study and
the discussions on aid effectiveness and the performance of donors can
cause confusion because each set of donor performance measures uses its
own unique components of what constitutes as effective aid or best aid
practices. In other words, there is no common “best aid practices” index,
and that makes it difficult to evaluate whether donors are in fact improving
over time.

Stemming from aspects of the harmonization principle, the develop-
ment community and scholars began to focus on the component of spe-
cialization (sometimes discussed as fragmentation or proliferation of aid).
Aid fragmentation/proliferation or a lack of specialization is identified as
one of the main challenges for cffective aid.*> Too many donors in one
country or sector leads to a duplication of efforts and high bureaucratic
costs in recipient countries as well as increasing transactions costs in donor
countries.* Too many donors and too many projects also weaken the
capacity of recipient governments to manage aid and their relations with
donors, and can also reduce economic growth (Djankov et al. 2009;
Kimura et al. 2012). Some of the main indicators for specialization are
geographic concentration, sector concentration, or average size of
aid projects.

Furthermore, another best practice component highlighted by devel-
opment researchers is called aid selectivity, which measures whether
donors give aid to mostly poor and mostly democratic countries. This
component is included because aid is believed to be more effective at
reducing poverty if it is selectively allocated to the poorest countries and
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to countries with the more democratic institutions (and less corrupt gov-
ernments). Burnside and Dollar (2000) and several other studies also pro-
vided empirical support for this. One main challenge with aid selectivity is
that the poorest countries are more likely to be undemocratic and corrupt,
so donors must create a balance between supporting the poorest and those
with better governance.

With the discussion of accountability in the Paris Declaration, the
development community began to focus broadly on the concept of trans-
parency, and it has yielded several methodologies for how to measure
transparency of aid and whether donors are becoming more transparent
over time. Transparency is arguably the most critical component to aid
effectiveness because it enables outside monitoring. If aid is not transpar-
ent, agencies are not accountable for ineffective use or misappropriation of
aid. Droop et al. (2008) explains that we cannot evaluate agencies if we
cannot monitor where the money goes, and if we cannot evaluate aid
agencies, then there is an absence of accountability on the part of
the donors.

Lastly, while not in the Paris Declaration, overhead costs are frequently
included as a best practice measure. Overhead costs are sometimes used as
a component for a broader principle, but their purpose is to examine an
agency’s costs relative to aid disbursements. Exceptionally high overhead
costs are signs of inefficiency because it implies that a large proportion of
the agency’s budget is going more toward supporting the organization
rather than delivering aid to intended recipients—thus, an indicator of
inefficient aid practices.

It is important to note that these best practices are organized differ-
ently for different studies measuring donor performance and aid effective-
ness, and not all studies include the same best practices. For example, in
one major study, Birdsall et al. (2010) create four pillars of aid effective-
ness: maximizing efficiency, fostering institutions, reducing burden, and
transparency. In their study, overhead costs are an indicator for “maximiz-
ing efficiency,” as is selectivity and specialization. But in Easterly and
Pfutze (2008), Easterly and Williamson (2011), and Palagashvili and
Williamson (2018), overhead costs, selectivity, and specialization are their
own separate best aid practice indices. In Knack et al. (2011), overhead
costs are not included at all, but selectivity and specialization are separate
indices. Furthermore, even when the components are the same across
studies, the underlying indicators for a component are different. In Birdsall
et al. (2010), whether members are part of the International Aid
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Transparency Initiative is an indicator for the transparency pillar, but it
does not count for Easterly and Pfutze (2008), Easterly and Williamson
(2011), and Palagashvili and Williamson (2018).

DONOR PERFORMANCE AND RANKINGS

How well have donors performed to meet best aid practices? The OECD
began monitoring and measuring whether donors would meet the 2010
targets set in Paris Declaration and Accra Agenda for Action. In the OECD
2011 report of the results, they conclude: “For the most part, the findings
are clear: while many donors and partner country governments have made
significant progress towards the targets that they set themselves for 2010,
few of them have been met” (OECD 2011, pg. 17). In fact, only 1 of the
13 targets was met—which was donors coordinating efforts to support the
recipient countries’ capacity development objectives. In some areas, donor
performance made no progress at all or progress declined, which was the
case for aid fragmentation. The reports also noted that donor efforts and
progress significantly “vary across countries and donor organiza-
tions” (pg. 17).

In the most recent 2016 Global Partnership monitoring report, the
donor performance results are mixed—with important progress on some
components, little progress on others, and slight declines on a few.
Alignment and transparency are moving in the right direction, but “fur-
ther progress also needs to be made in promoting the use of the countries’
public financial management and procurement system” (OECD/UNDP
2016, pg. 25). The report also finds that untying aid is “leveling off” as
little progress has been made since 2010 (pg. 32). For aid predictability,
donors also agreed to distribute funds in a timely and predictable fashion,
but the progress on that has slightly declined since 2010, with the target
still out of reach (pg. 33).

In addition to the monitoring schemes organized by the OECD and its
partners on aid effectiveness, there have been a plethora of academic and
scholarly research attempts to measure and rank how well the donors are
doing as a group, and also to analyze the variation in best practices
by donors.

Birdsall et al. (2010) rank aid quality across 31 bilateral and multilateral
donors based on four pillars of maximizing efficiency, fostering institu-
tions, reducing burden, and transparency. Overall, donors have not been
successful in meeting best aid practices, but there are large differences
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among individual donors and components. As a group, multilateral agen-
cies outperform bilateral agencies in three out of the four indicators (trans-
parency is where bilaterals are better than multilaterals). The International
Development Association (IDA, part of the World Bank Group) and
Ireland are the only two donors that score in the top ten across all four
components, and Greece, Switzerland, and the USA are among the bot-
tom rankings for all four indicators.

In another major study, Knack et al. (2011) create a comprehensive
index closely following the main commitments that donors have made at
the Paris Declaration. They construct an overall rank grouped into four
dimensions of selectivity, alignment, harmonization, and specialization.
They include 38 bilateral and multilateral donors and find that the top
donors are the Asian Development Bank, the World Bank, and the
IME. The worst performing donors are Turkey and Greece. The USA and
the United Nations earned considerably low scores as well.

Easterly and Pfutze (2008) evaluate 39 bilateral and multilateral donors
and construct indices of transparency, overhead costs, specialization, selec-
tivity, ineffective aid channels (includes tied aid). They find that develop-
ment banks tend to rank among the best, bilateral agencies second, and
UN agencies among the worst. Following the same methodology and
evaluating 44 donors, Easterly and Williamson (2011) find that agencies
are not improving overtime: only modest improvements in transparency
and ineffective channels, and there is no evidence of improvement in the
other channels. They also find that as a group, multilateral agencies are the
best performers, and UN agencies among the worst. In the most recent
analysis of evaluating donor performance along the same methodology set
up by Easterly and Pfutze (2008), Palagashvili and Williamson (2018) find
that between 2004-2012, multilateral and UN agencies improved their
best aid practices (especially in transparency and specialization), while
bilateral donors have declined (particularly in specialization). Overall,
multilateral agencies are the best performers.

In addition to constructing overall performance-based measures, other
scholars are using specific components of aid effectiveness to study how
donors measure in those areas. Nunnenkamp et al. (2013) test whether
donors have specialized and coordinated activities since Paris Declaration
and find that there is no statistically significant impact on donor specializa-
tion—hence concluding that donors did not keep their promises to “spe-
cialize” and “coordinate.” Biircky (2011) finds that aid fragmentation and
aid proliferation has increased since the Paris Declaration.
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Ghosh and Kharas (2011) rank donors on transparency by constructing
an index that looks at the accessibility and completeness of aid informa-
tion, whether donors publish to the International Aid Transparency
Initiative (IATI), and the share of aid that go to recipients with good
monitoring and evaluation frameworks. They find that being a member of
IATT is a powerful signal of a donor being transparent across most other
dimensions. Among the best are the IDA, Australia, Ireland, and European
Commission (EC) Korea, IDB Special Fund, and Greece are the least
transparent. Publish What You Fund (PWYF) maintains a comprehensive
yearly transparency index that assesses agencies based on the information
that they provide on their organization and specific project activities, and
their commitment to transparency. In the latest 2018 report, they find
overall progress in transparency. Among their best performers are the
Asian Development Bank and UNDP, while the worst performers are
China, United Arab Emirates, and Japan (PWYF 2018, pg. 6-7).

Dollar and Levin (2006) rank donors based solely on the aid selectivity
component: they create sub-indices of poverty selectivity (whether donors
allocate aid based on recipient poverty levels) and policy selectivity
(whether donors allocate aid based on recipient country’s good institu-
tions/policies). They assess 31 bilateral and multilateral donors, and find
that, in general, multilateral aid is more policy and poverty focused than
bilateral aid. They also find that between 1984 and 2002 donors increased
in policy and poverty selectivity. Jimmy Adedokun and O. Folawewo
(2017) find similar results when studying aid between 1980 and 2012 in
Sub-Saharan Africa: there has been significant improvement in aid effec-
tiveness due to better aid selectivity practices. This is also in line with
Winters and Martinez (2015) who find that donors in general have
become more selective from 2004-2010.

These have been some of the main findings in the aid effectiveness and
donor performance rankings research. Table 5.1 presents a summary of
the studies, and includes other studies that assess donor performance, con-
taining the criterion of evaluation, the type of donors assessed, and the
main results.

While there are differences in methodologies and components of aid
effectiveness, there are important patterns that emerge across various
studies on donor performance. First, donors as a whole tend to be increas-
ing in the transparency component, though “full transparency” has yet to
be achieved. Bilateral donors also tend to do better than multilateral and
UN donors on the transparency measures. Second, aid fragmentation and
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Table 5.1 Summary of aid agency rankings & findings

Sonrce Criterion Donors Mauajor findings

Palagashvili and Transparency, 40 bilateral and Multilateral and UN agencies
Williamson overhead costs, multilateral are improving (especially in
(2018): “Are Aid  specialization, donors transparency and

Agencies Changing
their Practices?”

Easterly and
Williamson
(2011): “Rhetoric
vs. Reality: The
Best and Worst of
Aid Agency
Practices”

Easterly and Pfutze
(2008): “Where
Does the Money
Go?”

Knack et al.
(2011). “Aid
Quality and Donor
Rankings”

selectivity, and
ineffective channels

Transparency,
overhead costs,
specialization,
selectivity, and
ineftective channels

Transparency,
overhead costs,
specialization,
selectivity, and
ineffective channels

Selectivity,
alignment,
harmonization, and
specialization

44 bilateral and
multilateral
donors

39 bilateral and
multilateral
donors

38 bilateral and
multilateral
donors

specialization), bilateral
donors have declined
(especially in specialization).
Overall, multilateral agencies
are the best performers.
Agencies not improving
overtime: Only modest
improvements in
transparency and ineffective
channels; no evidence of
improvement in the other
channels. Multilateral donors
are the best performers, and
UN agencies are among the
worst.

Development banks tend to
rank second among the best,
bilateral agencies, and UN
agencies are among the
worst. Among bilateral
agencies, New Zealand,
Spain, and Greece are the
worst performers, and UK,
Norway, and Sweden the
best.

Asian Development Bank,
the World Bank, and the
IMF are among the best
performers. The worst
performing donors are
Turkey, Greece, and the
USA. United Nations also
carned considerably low
scores.

(continued)
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Sonrce Criterion Donors Muajor findings

Birdsall et al. Maximizing 31 bilateral and As a group, multilateral
Center for Global efficiency, fostering — multilateral agencies outperform bilateral
Development institutions, donors (UN agencies in 3 out of the 4
(2010): “Quality  reducing burden, agencies indicators (transparency is

of Official and transparency counted as one where bilateral agencies
Development multilateral outcompete); Greece,
Assistance group) Switzerland, and the USA
Assessment” are among the bottom

Roodman (2012);
Center for
Development.
“Index on Donor
Performance”

OECD: “2011
survey on
monitoring the
Paris declaration”

UK DFID:
“Multilateral
Development
Review 2016”

Tied aid, selectivity,
proliferation/
fragmentation,
along with quantity
of aid given and
fiscal policies for
private charity aid
Ownership,
alignment,
harmonization,
managing for
results, mutual
accountability
Match with UK
development
objectives,
organizational
strength

21 bilateral
donors

33 donors

38 multilateral
donors

rankings for all 4 indicators.
Sweden, Norway, Denmark,
and the Netherlands score
the highest; The USA and
Japan are at the bottom.

1 of 13 targets established
for 2010 has been met
(donors coordinating efforts
to support country’s capacity
development objectives).

DFID’s multilateral partners
align closely with UK’s
development and
humanitarian goals and
organizational capacity is
improving. Some agencies
need urgent reform. World
Bank, Global Fund, GAVI
are among the best.
UNESCO received the worst
score.

(continued)
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Table 5.1 (continued)
Sonrce Criterion Donors Muajor findings
Ghosh and Kharas  Transparency 31 bilateral and Being a member of IATT is a
(2011): “The multilateral powerful signal of donor
Money Trail: donors being transparent across
Ranking Donor most other dimensions. IDA,
Transparency in Australia, Ireland, and EC
Foreign Aid” are most transparent; Korea,

Nunnenkamp et al. Specialization,
(2013); “Donor coordination
Coordination and
Specialization: Did
the Paris
Declaration Make
a Difference?”
Dollar and Levin
(2006) “The

Selectivity

Increasing

Selectivity of

Foreign Aid”

OECD/UNDP Focus on results,

2016: “Making country ownership,

Development inclusive

Co-operation partnerships for

More Effective: development,

2016 Progress transparency and

Report” mutual
accountability

19 bilateral
DAC donors
plus two
multilateral:
EU institutions
& IDA

41 bilateral and
multilateral
donors

Bilateral and
multilateral
donors

IDB Special Fund, and
Greece are least transparent.
No strong systemic
difference between bilateral
and multilateral agencies on
transparency.

Aid fragmentation persisted
after Paris Declaration, and
coordination among donors
has weakened

Between 1984 and 2002,
donors increased in policy
and poverty selectivity. In
general, multilateral aid is
more policy & poverty
focused than bilateral.
Among the best performers
are IDA, IMF’s ESAF,
Denmark, the UK, Norway,
Ireland, and Netherlands.
The USA and France are not
particularly selective.
Results are mixed—in some
areas there are
improvements, in others
there are slight declines or
no improvements. The
report concludes that
“important progress” had
been made, but goals have
yet to be achieved.

(continued)
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Source Criterion

Donors Muajor findings

Publish What You  Transparency
Fund “Aid

Transparency

Index 2018”

donors

45 bilateral and Progress overall in
multilateral transparency. Among the
best performers are the Asian

Development Bank and
UNDP, while the worst
performers are China,
United Arab Emirates, and
Japan.

Source: Stated in the table

Table 5.2 Performance of bilateral and multilateral across components

Bilateral Multilateral
Easterly and Pfutze Transparency, Specialization, selectivity, ineffective
(2008) overhead channels
Easterly and Williamson ~ Overhead Transparency, specialization, selectivity,
(2011) ineffective channels
Palagashvili and Transparency, Specialization, selectivity, ineffective
Williamson (2018) overhead channels

Birdsall et al. (2017) Transparency
Knack et al. (2011)

Dollar and Levin (20006)

Maximizing efficiency, fostering
institutions, reducing burden
Selectivity, alignment, harmonization,
specialization

Selectivity

Source: Stated in the table

a lack of specialization remain as one the biggest weaknesses across all
studies. Third, UN agencies are highlighted in many of the studies as
being among the worst performers, and on an individual level, the USA
and Greece come up in the bottom of several aid effectiveness components

across studies.

Moreover, one of the most important patterns is that multilateral
donors consistently outperform bilateral donors. There is even a similarity
across which type of components. Table 5.2 provides a summary across
the studies that evaluate both bilateral and multilateral donors on which
components multilateral and bilateral donors tend to do better.
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As shown across studies, bilateral donors tend to do better on transpar-
ency, partly because the DAC membership requires the bilateral donors to
report aid flows and to engage in other transparency-related commit-
ments. In some studies, bilateral donors also do better in overhead costs.?
This may be because multilateral and UN agencies undertake more
program-based aid work and they are involved in activities beyond dispers-
ing funds, thus increasing their overhead expenses. Also, it is important to
note that bilateral agencies disperse part of their aid through multilateral
agencies, so bilateral donors can be seen as “outsourcing” part of
their expenses.

Multilateral donors tend to outperform in all other areas, especially in
specialization and selectivity. Because the Birdsall et al. (2010) study cre-
ates broader categories, the common aid components are hidden as indi-
cators—but within their Maximizing Efficiency pillar, multilateral donors
also outperform bilateral donors on specialization and fragmentation. The
fact that bilateral donors tend to be the most fragmented lends support to
the hypothesis that bilateral donors respond to political lobbying to “plant
their flags” across countries and different projects to increase visibility
(Kilby 2011). And on selectivity, multilateral donors adhere more to a
poverty agenda as part of their missions, whereas bilateral donors may
allocate aid based on geopolitical or political economy reasons. The next
section will dive more into these determinants and incentives of best aid
practices.

THE DETERMINANTS OF BEST AID PRACTICES

Why are donors unable to meet the principles of aid effectiveness, and
what determines whether donors engage in best aid practices> Why do
multilateral donors tend to outperform bilateral donors? These questions
are a natural extension of the growing literature on evaluating aid effec-
tiveness, and scholars have begun to inquire into the variables that deter-
mine donors implementing these effective strategies.

One reason why donors may not be meeting aid effectiveness best prac-
tices is because aid is given for intentions other than to relieve poverty and
spur development. Maizels and Nissanke (1984) find that bilateral aid
agencies give aid based on political /security reasons, investment incen-
tives, and trade interests, while multilateral aid agencies are more likely to
give aid based on poverty level of the recipient country.
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Alesina and Dollar (2000) also find that the colonial past of the country
and political alliances are the major determinants of foreign aid allocation.
They do identify a small number of donors who allocate aid based on
“correct” reasons (income levels, less corruption in the country), but for
the most part, the aid allocation flows are determined by strategic, political
reasons. These strategic reasons include such things as voting in the UN,
as Kuziemko and Werker (2006) show that donors will give foreign aid in
order to “buy” votes from the UN Security Council rotating members on
important international issues such as declaring war and engaging in eco-
nomic sanctions. Similarly, Dreher et al. (2009) argue that temporary
membership on the UN Security Council determines the number of World
Bank projects a country receives.

Using a natural experiment of the Eastern European transitions, Frot
et al. (2014) find that commercial and strategic concerns determined aid
flows and allocation during the first half of the post-communist transitions
in the late twentieth century—an important phase for foreign policy inter-
ests. Fleck and Kilby (2010) also find that the War on Terror significantly
reduced US aid flows for need-based recipients. These studies show that
the reasons donors give foreign aid may have less to do with development
intentions for the recipient country and have more to do with geopolitical
or “self-interest” reasons of the donor countries. This plays an important
role in the incentives that donors have to engage in some of the best prac-
tices and provides an explanation for why the rhetoric in terms of commit-
ting to best aid practices diverges from the reality of the practices they
actually employ.

This line of research may also help explain why multilateral donors tend
to do better than bilateral donors on the selectivity component of aid
effectiveness—bilateral donors have a stronger incentive to allocate aid
based on geopolitical, historical, or political economy reasons (thus poten-
tially ignoring need or governance). But multilateral agencies do not face
the same political economy incentives and may adhere to need as a guide
for aid disbursements.

Furthermore, Knack (2013) points to a rational response by donors to
adhere to the “use of the recipient country’s system” component of the
alignment principle in the Paris Declaration: donors will choose to use
the recipient country system if the recipient countries are less corrupt, if
the donors have a greater share of aid in the recipient countries, and if
there is greater public support in the donor countries for aid-giving. In
another paper, Knack and Smets (2013) seek to test whether there are
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potential trade-offs or complementarities between two components of
the Paris Declaration: untying aid and reducing fragmentation. They find
that donors with a large share of the aid market have a stronger incentive
to maximize the development impact of aid, and hence will engage in less
aid tying. Thus, one “determinant” of reducing aid tying is gaining a
greater share of the aid market in a particular country.

A further problem with aid fragmentation is that it may be a rational
response by donors: more donors in one country means less donor
accountability creating a free-rider problem and strategic donor competi-
tion. Rahman and Sawada (2012) empirically test the free-riding problem
with donor proliferation and conclude that there needs to be a fundamen-
tal change in aid-giving incentives in order to lower aid proliferation. And
similarly, Kilby (2011) finds that donors may fragment their aid because of
the strong presence of bureaucratic competition in donor countries as they
attempt to “plant their flags” in as many countries as possible in order to
increase their budgets for the following year. In other words, these studies
show that donors face incentives to fragment aid, and it will continue
unless there are changes to incentivize donors to act otherwise.

Although improvement in aid fragmentation has leveled-oft or declined,
transparency of aid has increased. What incentives did donors secure in
improving transparency? For one, the DAC bilateral donors are already
required to meet a baseline of transparent aid as part of their membership.
Furthermore, Honig and Weaver (2018) found that the International Aid
Transparency initiative was successful in influencing more transparent aid
across donors via social pressure and “community dynamics” incentives.
Interestingly they note that because these incentives to improve transpar-
ency operate on social pressure, they will not influence donors who overtly
reject the goals and are not part of the community in which the social
pressure operatives may function (i.e. China and the UAE).

This line of research that seeks to understand donor incentives is funda-
mental to the overall discussion of aid effectiveness since it helps to pro-
vide an understanding of why aid agencies may not choose to engage in
the best aid practices.

CONCLUSION

Moving forward, research on aid effectiveness should continue to uncover
patterns and determinants of best aid practices in order to better under-
stand the incentives and conditions that donors face to meet effective aid
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principles. In doing so, it should also address some of the current limita-
tions and challenges in the aid effectiveness research. First, there are data
limitation problems. While transparency of aid is increasing, there is still a
lot more that donors can do to provide more information, which is funda-
mental to deepen the research on aid effectiveness. Studies that evaluate
donor transparency should continue highlighting the most and least trans-
parent donors, as a way to at least put pressure on donors to improve
transparency.

Second, Clist (2014) pointed out the donor rankings research has
potential measurement and sensitivity problems. He illustrates how mak-
ing some marginal alterations to the measurements and cutoffs in the
donor rankings indices can vastly alter the position of individual donor
rankings—thus making these studies sensitive to marginal changes.”
BenYishey and Wiebe (2009) also challenge the ranking assessments. They
reproduce Easterly and Pfutze’s rankings and show how the US Millennium
Challenge Corporation (MCC) moves up in the rankings after a few
adjustments.® These challenges raise the importance of focusing on the
larger patterns that emerge rather than individual donor rankings. For
example, a pattern emerging from the rankings research shows that multi-
lateral agencies tend to do better than bilateral agencies, and this finding
is robust across several studies.

Third, and following this similar line of thought, there are also patterns
on best aid practices when evaluating non-DAC bilateral donors, which
include countries such as China, Russia, United Arab Emirates, and now
many Eastern European countries such as Bulgaria, Estonia, and Romania.
Despite the emergence of non-DAC aid in the development context, there
has not been enough research on it. In one of the few papers, Dreher et al.
(2011) provide an analysis of whether there are differences in aid alloca-
tion between DAC and non-DAC donors. They find that on average, the
emerging donors do not discriminate with regard to the recipient country
as much as DAC donors on certain margins—for example, the poverty
level of recipient countries. However, in general, there are several aspects
in which non-DAC and DAC donors behave similarly, such as their disre-
gard for corruption in recipient countries. Furthermore, Dreher and Fuchs
(2012) find that Chinese aid allocation is determined by political consid-
erations but that it is not significantly different when compared to some
DAC donors, who also allocate aid for political reasons. Palagashvili and
Williamson (2018) also find that DAC and non-DAC donors both rank
poorly on best aid practices, but there are differences across the
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components: DAC donors tend to be more transparent, while non-DAC
are better in terms of specialization and providing aid through more effec-
tive channels. Despite these efforts to understand DAC versus non-DAC
aid, more research is needed, which means that there need to be improve-
ments in the transparency of non-DAC aid.

Overall, the aid effectiveness research demonstrates that there is poten-
tial for better quality aid to help with poverty reduction, but that donors
face great difficulty in committing and sticking to these practices. There is
a lot of variation among individual donors—but some individual donors
are consistently better or worse across many studies. Beyond individual
donor performances, there are patterns that emerge alongside the type of
donor and type of best practice components that seem to improve.
Multilateral donors tend to outperform bilateral donors, and the transpar-
ency component seems to be improving (and to a lesser extent also selec-
tivity), while harmonization, fragmentation, and lack of specialization
either decline or do not show much improvement. This leads to important
questions on donor motivations and incentives to engage in best aid prac-
tices. Some of the literature indicates that bilateral donors are motivated
to give aid based on geopolitical or political economy reasons, lending
support to why bilateral donors often perform worse than multilat-
eral agencies.

Other studies also indicate how aspects such as aid fragmentation are
rational responses by donors, given the incentives they face. This line of
research is particularly important moving forward. If the goal is to have
donors engage in better aid practices, then we should continue to uncover
what incentives donors have to engage in those best aid practices. Once
there is a better understanding of the determinants of best aid practices
and donor incentives, it may help the development community to rethink
commitments and/or restructure incentives for donors to better meet
those best aid practices.

NoOTES

1. For empirical studies supporting the ineffectiveness of foreign aid in achiev-
ing development, see Boone (1996), Svensson (1999, 2000), Easterly
(2001, 2006), Knack (2001), Brautigam and Knack (2004 ), Easterly et al.
(2004), Djankov et al. (2008), Heckelman and Knack (2008), Williamson
(2008), Moyo (2009), Shleifer (2009), Skarbek and Leeson (2009), and
Young and Shechan (2014).
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2. For example, Minasyan et al. (2017) find that only recipient countries with
increased aid flows of “high quality” benefited in terms of increasing GDP
per capita. Djankov et al. (2009) find that a lack of aid specialization leads
to more corruption in recipient countries and reduces economic growth.
Kimura et al. (2012) also find that aid proliferation has a negative effect on
the economic growth of recipient countries, especially in Africa.

3. See, Accra Agenda for Action (2008, pg. 17), World Bank (1998, pg. 25),
Commission for Africa (2005, pgs. 62, 320), IMF and World Bank (2005,
pg. 171, 20006, pg. 62, 2010, pg. 131), Easterly (2007), Frot and Santiso
(2009), Kimura et al. (2012).

4. Anderson (2012) finds that bilateral donors could reduce transaction costs
by $2.5 billion per year if they specialized more.

5. Though in Birdsall et al. (2010), bilateral donors are worse than multilateral
donors in administrative costs (which falls in the broader Maximizing
Efficiency pillar).

6. See also, Acharya et al. (2006), Kharas (2009), Anderson (2012), Annen
and Moers (2012), Barthel et al. (2014), Fuchs et al. (2015).

7. However, most of the deviations that Clist points to are not dramatic
changes—the donor rankings do change, but they stay relatively within the
same vicinity. For example, Clist calls Sweden a “large” fall when altering
Easterly and Williamson’s measurements, but Sweden falls from 8th to the
12th rank.

8. MCC’s ODA commitments rather than disbursements are used. However,
they only alter MCC’s data from disbursements to commitments and ana-
lyze the other agencies with disbursements. If all of the donors’ changes
were made to commitments, it is not clear whether the MCC would have
jumped in the rankings.
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CHAPTER 6

What Influences World Bank Project
Evaluations?

Christopher Kilby and Katharvina Michaelowa

INTRODUCTION

In July of 2011, the World Bank’s Independent Evaluation Group (IEG)
made its evaluation ratings—the IEG World Bank Project Performance
Ratings database—public as part of the World Bank’s new “Access to
Information” policy (World Bank 2012a).! The database includes infor-
mation on more than 8500 completed projects and programs with funds
administered by the World Bank. Although there has been some previous
academic work using these data, difficulty obtaining official permission
limited access by World Bank outsiders so that, until recently, the bulk of
earlier research has been done by insiders.?

Evaluating project performance is to a degree subjective and there is
evidence of systematic bias in some World Bank assessments at project
appraisal (Pohl and Mihaljek 1992) as well as changes over time in the
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evaluation system (Grasso et al. 2003). In addition, there is a large
empirical literature outlining the impact of geopolitics on World Bank
lending. Hence it is natural to ask if there is a similar impact on ratings.?

Evaluation bias or process changes are of particular concern to research-
ers if these are correlated with key explanatory variables. A few researchers
have devised clever ways to check for evaluation bias related to their par-
ticular question (Dreher et al. 2013) but it is an issue that anyone using
these data must address to draw meaningful conclusions.

For many World Bank projects, the database contains more than one set
of ratings. First, Implementation Completion Reports (ICRs) are written
for virtually all projects under the responsibility of Team Task Leaders,
that is, staff supervising project implementation in its final stages. Second,
IEG selects about a quarter of these projects for additional review and
prepares a Project Performance Assessment Report (PPAR). This chapter
explores IEG’s role in evaluation, examining both the PPAR selection pro-
cess and how PPAR ratings differ from ICR ratings. In addition to consid-
ering the effect of project and country characteristics, we examine the role
of internal institutional forces and external geopolitical factors. In doing
so we have three objectives: (1) improving the understanding of the World
Bank’s evaluation procedures; (2) identifying evaluation biases; and (3)
guiding future research.

The next section provides an overview of World Bank project evalua-
tion. The third section analyses PPAR selection in a hazard model frame-
work. The fourth section explores the determinants of PPAR ratings. The
final section concludes.

WoRLD BANK PROJECT EVALUATION

Evaluation is the final step in the World Bank’s project cycle and involves
two branches of the World Bank, Operations and the Independent
Evaluation Group. Figure 6.1 provides the World Bank organizational
chart to illustrate where Operations and IEG fit into the overall structure.
Evaluation at the World Bank serves two functions. First, it allows lessons
learned to shape country assistance strategies and the identification, prepa-
ration, and implementation of new projects. Second, it promotes account-
ability, holding staff accountable to management and, especially, holding
management accountable to stakeholders. World Bank President Robert
McNamara formalized ex post project evaluation at the World Bank (ini-
tially referred to as an audit) with the creation of the Operations Evaluation
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Fig. 6.1 World Bank organizational chart (IBRD, IDA, IFC). (Source: IEG
database, World Bank)

Unit in 1970. This unit was elevated to a separate division in 1971 and
then to a department—the Operations Evaluation Department (OED)—
in 1973. To ensure the independence of the evaluation department, in
1975 OED top management was promoted to Director General,
Operations Evaluation (DGO), appointed by and reporting directly to the
World Bank Executive Directors (EDs) rather than the President.
Operations staft and management, as well as borrowing governments, can
comment on but not edit draft reports (IEG 2015a, vi). In November of
2005, OED merged with the much smaller evaluation units for World
Bank’s International Finance Corporation and Multilateral Investment
Guarantee Association and was reincarnated as IEG (IEG 2015b).*

As part of this move toward systematic evaluation, starting in 1973 the
World Bank has required a Project Completion Report (PCR)—since
1995 more accurately called an ICR—for all World Bank-funded projects;
this report now includes project ratings.
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Fig. 6.2 DProject timeline. (Adapted from Geli et al. (2014) (not to Scale)

One key function of IEG is to prepare additional ex post evaluations
(PPARs). PPARs start with a desk review of the ICR and project files and
typically include field research in the borrowing country. Figure 6.2 illus-
trates this evaluation process within the overall project timeline. IEG ini-
tially attempted to reassess all ICRs (essentially achieved by 1981 (IEG
2015b, 2)) but selective ex post evaluation was introduced in 1983 and
the percent of projects with PPARs was gradually reduced over time to
25% in 1997 (Grasso et al. 2003, 178).> PPAR performance ratings can
differ from ICR ratings and do 16% of the time in our data.®

The availability of ratings in the IEG database merits some discussion.
Up through the end of 1996, ICR ratings appear in the database as PCRs.
Phased in starting in early 1995, IEG policy shifted to include a “valida-
tion” step—termed Evaluation Memorandum (EVM) and later Evaluation
Summary (ES)—before these ratings enter the database (Denizer et al.
2013). If IEG conducts a PPAR, it includes the associated rating in the
database. For simplicity, we refer to this as a PPAR rating though the IEG
database uses the code PAR based on an older name for these reports
(Project Assessment Report).” In early years, the database reports only
PPARs, systematically replacing previous PCR ratings. Starting in FY
1983, some projects report an initial PCR rating as well as a PPAR and
from 1995 onward virtually all projects report an initial PCR/EVM /ES
rating.® Figure 6.3 shows the type of the first ratings reported in the data-
base (in % of total first ratings).

IEG acknowledges that selection of projects for PPARs is nonrandom
(Grasso et al. 2003). PPAR selection reportedly depends on several fac-
tors, including particularly good or bad outcomes, sectors subject to an
IEG sector-wide review, and geography (discussed in detail below).” IEG
staff typically complete PPARs one to five years after the project closes
(i.e., the close of disbursement of the IBRD loan or IDA credit).
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Ratings have expanded over time from a single 0/1 outcome rating into
numerous multi-category ratings. Most research and policy discussion con-
tinues to focus on the original outcome rating reduced to a binary variable.
Studies examining ratings in both raw and binary forms (Denizer ct al.
2013; Dreher et al. 2013) generally do not find compelling reasons to use
the more fine-grained version except Sud and Olmstead-Rumsey (2012),
who argue that rating system changes facilitated illusory improvements in
performance. The outcome rating ostensibly measures project outcomes
relative to objectives stated in the project appraisal and loan documents
though there is evidence that an economic rate of return cut-oft of 10%
(i.c., an absolute standard) is used to distinguish between “Satistactory”
and “Not Satisfactory” where such figures are available (Kilby 2000; Grasso
ctal. 2003, 11).1°

IEG ratings cover a number of topics in addition to the overall project
performance (“outcome”) rating. Table 6.1 provides details on these
ratings.
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PPAR SELECTION

As noted above, selection for performance review depends on a number of
factors and is not simply random. Since IEG periodically reviews a long
sequence of projects, a project might be selected for a PPAR years after
completion; the longest interval in the database between ICR and PPAR
is 18 years.! Of the 158 countries and territories with projects included in
the database, 14 have not yet had a project with a completed PPAR.!? In
principle, a project always has some positive PPAR selection probability,
no matter when it was completed. For this reason, a hazard model that
treats unselected projects as not-yet-selected is appropriate.’® We start
with a baseline model that includes the variables suggested by IEG (such
as ICR rating), IEG’s assessment of the quality of the ICR, and some basic
project characteristics such as project size, geographical region, project
type and so on. We include additional variables reflecting institutional
peculiarities and bureaucratic preferences that may be relevant. The latter
includes the attractiveness of the borrowing country (proxied by tourist
arrivals) and a dummy for the ICR being completed in the month of June
to capture the spike in the number of ICRs at the end of the financial year.
We expect that given the high number of ICRs completed simultaneously
in June IEG would select a smaller share for reevaluation. We also include
recipient-country characteristics to account for the general economic and
political context. The data section below provides more detail.

The baseline model excludes all variables reflecting geopolitical impor-
tance and the interests of powerful shareholder countries. We consider
these variables separately thereafter, as they are of special interest given the
strong evidence of the role these factors play in other areas of World
Bank activity.

We start with cumulative hazard rate function graphs presenting simple
bivariate relationships. Figure 6.4, Panel A plots separate cumulative prob-
abilities of a PPAR for projects with IDA funding (including “blend proj-
ects” with both IDA and IBRD funding) and projects with IBRD funding
only. There is very little difference. Panel B presents the graph for invest-
ment projects and program loans, illustrating the much higher frequency
of PPARs for the latter group. Panel C confirms that PPARs are more
likely for projects initially rated “Satisfactory” (“Moderately Satistactory”
or better in detailed ratings) than for those initially rated as “ Unsatisfactory”
(“Moderately Unsatisfactory” or worse in detailed ratings). Panel D
reveals that projects where the ICR was rated as low quality by IEG in its
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Fig. 6.4 Cumulative hazard rate functions for selected variables. Notes: Nelson-
Aalen estimates. (Source: IEG database, World Bank)

initial validation step (6% of the sample) are much more likely to be sub-
ject to additional review. Panel E highlights variation in PPAR hazard rates
by the number of tourist arrivals per year in the project country. The odds
that IEG staff will complete a PPAR—typically including travel to the
country—rise faster for projects in countries that are popular with tourists
(which may, of course, proxy a variety of things such as better connectivity
or safety). Finally, Panel F illustrates differences between regions, with the
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lowest PPAR hazard rate for projects in Latin America and the Caribbean
(LAC) and the highest rate for projects in South Asia (SA). Of course, all
the above patterns could reflect compositional differences or confounding
factors so we now turn to estimation results.

Data Description

Along with Fig. 6.4, Table 6.2 and Figs. 6.5 and 6.6 describe the data.
Table 6.2 presents descriptive statistics. For the baseline specification that
excludes geopolitical variables, the sample includes 5155 projects. Project
approval dates run from 1963 to 2011 and ICR dates from 1983 to 2012.

To allow for the possibility of an ICR followed by a PPAR, we limit the
sample to cases where the PPAR is not the first recorded evaluation rating.
As mentioned above, before FY1983 the IEG database only reports PPAR
ratings. Only by FY1994, virtually all projects report an ICR rating. We
further limit the baseline sample to observations with inflation rates below
1000% to avoid undue influence of outliers on our results.

The last seven variables in Table 6.2 reflect geopolitical importance or
the interest of powerful shareholder countries. We introduce each of them
separately as candidates for the potential political and institutional biases
in which we are interested.

Figure 6.5 shows the (censored) time between ICR and PPAR for the
1590 projects for which both ratings are available.!* This ranges from a few
days to almost 13 years (median 2 years). Figure 6.6 provides similar infor-
mation for the 3784 projects for which IEG has yet to conduct a PPAR (as
of September 30, 2013). Time since ICR ranges from less than 1 year to
over 30 years (median 12 years). The risk of a PPAR rises and then tails off
exponentially over time (Fig. 6.5), but the group of projects not yet sclected
for a PPAR reveals no particular pattern other than the gradual decline in
the PPAR selection rate between 1983 and 1997 (Fig. 6.6).

The previous section suggests the initial ICR rating is an important fac-
tor. In this context, we focus primarily on a dichotomous version of the
overall ICR rating of project performance, Outcome (ICR), which indi-
cates a 73% satisfactory rate in this sample. However, we also consider a
6-point scale introduced in 1995 (Table 6.3, Column 4).

In addition to the ICR rating, a number of other institutional /bureau-
cratic variables may play a role in PPAR selection. We include the IDA
dummy even though Fig. 6.4 shows only small differences between IDA-
and IBRD-funded projects as well as ICR quality, which Fig. 6.4 suggests
impacts PPAR selection. We also include the amount the borrower owes
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Fig. 6.5 Time between ICR and PPAR. (Source: IEG database, World Bank)
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Fig. 6.6 Time since ICR for projects without a PPAR (as of September 30,
2013). (Source: IEG database, World Bank)
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to the World Bank (log World Bank debt in billions of 2005 USD) in case
the World Bank treats major borrowers differently and log Project size (in
millions of 2005 USD) in case larger projects are more likely to be selected
due to their greater relevance for both bank and borrower.

Three other bureaucratic factors may play a role in PPAR selection.
First, we include (log) number of ICRs in the same country in a given fis-
cal year to allow for IEG’s cost-saving practice of “cluster audits.” Second,
we include a June ICR dummy to account for end of fiscal year effects;
18% of ICR ratings appear in the IEG database in June. Third, PPARs
typically include a trip (“mission”) to the borrowing country. IEG staff
have input into PPAR selection so we also include the variable Tourism,
the log of the annual number of tourist arrivals in the country to capture
the desirability of the country as a travel destination.!®

The next set of variables captures characteristics of the borrowing gov-
ernment and country. Years in office is the number of years the executive
has been in office at the time of the first project evaluation. Freedom House
is the three-year moving average of the Political Rights and Civil Liberties
indicators; higher values indicate more democratic.

We measure country size with log Population and level of development
with lgg GDP PC, the log of a three-year moving average of GDP per
capita measured in year 2000 USD. We also include GDP growth, the
three-year moving average of GDP growth and Inflation based on the
GDP deflator (again, three-year moving average), excluding hyperinfla-
tion cases (Inflation > 1000%) as mentioned above.

The baseline variables include a final set of dummies: Program Loan,
SIL (Specific Investment Loans—one of the major project loan types), and
regional dummies (Sub-Saharan Africa as the omitted category).

The geopolitical variables in Table 6.2 cover aid flows, alignment mea-
sures, and membership on powerful committees. We measure aid flows as
either log US Aid or loy G7 Aid (bilateral total official gross disbursements
in millions of 2005 USD) to capture US and broader G7 interests.! US
Military Aid is a dummy variable, equal to one if US military aid exceeds
2 million 2005 USD, the case in 40% of observations. We use a dummy
because military aid has both a skewed distribution (which argues for logs)
and many zeros (which argues against logs). Results are insensitive to the
military aid threshold.

UN voting measures alignment on United Nations General Assembly
votes identified as important in the annual US State Department report to
Congress. For any two countries, we code matching votes as 1, opposite
votes as 0, and cases where one party abstained /was absent but the other
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party voted as 0.5. We average these values across all relevant votes in a
given year, then include the resulting alignment variable in our specifica-
tions with a one-year lag since UN votes fall late in the calendar year. For
the G7, the alignment measure is an average of the alignments with each
of the seven countries.

The final two variables reflect membership in important committees.
UNSC@ICR=1 if the country holds a nonpermanent United Nations
Security Council (UNSC) seat in the year of the ICR evaluation. WBEB@
ICR = 1 if the country held a seat on the World Bank’s Executive Board in
the ICR vyear or either of the two previous years.!” With a 25-member
board, many countries belong to groups that share an ED seat; their rep-
resentative comes from one of the countries in the group. As Kaja and
Werker (2010), Morrison (2013), and Kilby (2013b) demonstrate, this
can be a powerful position that improves access to World Bank resources
for the ED’s home country. Any of these characteristics might play a role
in the selection of projects for performance assessment by IEG.

Hazard Model Estimation

Table 6.3 reports hazard ratios from a parametric survival time model
using a proportional hazard specification and the Weibull distribution
(Columns 1 and 3-5) as well as odds ratios from a logit selection model
for comparison (Column 2).!'® Reported z-statistics reflect country-
clustered standard errors. Results are similar using an accelerated failure-
time model, alternative distributions, or a Cox proportional hazard
model."? All specifications include unreported ICR fiscal year dummies.

Column 1 is the baseline model using the full sample. Mirroring
Fig. 6.4, the risk of a PPAR is significantly higher for projects with a posi-
tive ICR outcome rating (hazard ratio greater than one). More specifically,
the increase is 48% for projects with satisfactory ICR ratings, ceteris pari-
bus. This could reflect a desire to learn lessons from successtul projects, to
correct overly optimistic ICR ratings, or to incentivize staft to report accu-
rate ICR ratings. Further in-line with Fig. 6.4, the source of funds (IBRD
versus IDA) does not influence IEG’s decision to conduct a performance
assessment.?® Conversely, ICR guality is a strong predictor—ceteris pari-
bus, the risk of a PPAR decreases by 50% for projects with high-quality
ICRs, presumably because IEG feels the learning phase of the project cycle
is short-circuited by a low-quality ICR.

The hazard ratio for log World Bank debt is marginally greater than one,
becoming insignificant in the slightly smaller samples of Columns (4) and
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Table 6.3 Baseline hazard rate for PPAR

(D 2) 3) (€] ®)
Outcome (ICR) 1.476%%%  1.609%xx 0933 1.592:x
(4.33) (4.62) (-0.89) (4.42)
Unsatisfactory 2.4055%x
(2.35)
Moderately Unsatisfactory 2.9555%x
(2.85)
Moderately Satisfactory 3.659sskx
(3.40)
Satisfactory 3.936s%:kx
(3.77)
Highly Satisfuctory 4,638k
(4.13)
IDA 1.080 1.132 0.788xx 1.193 1.197
(0.76) (1.02) (-2.30) (1.52) (1.54)
ICR quality 0.497 3% 0.464sxx 1.070 0.551ss%  0.559s%x
(-7.82) (-6.42) (0.62) (=5.76)  (-5.64)
log World Bank debt 1.134x 1.157x 1.038 1.111 1.107
(1.72) (1.77) (0.56) (1.33) (1.29)
log Project size 1.140ss%  1.178sxx  1.029 1.156sx  1.149sxx
(3.03) (3.28) (0.81) (3.00) (2.89)
log of # WB projects 1.137+%  1.157% 1.051 1.141x« 1.148x
(2.01) (1.81) (0.88) (1.78) (1.84)
June ICR 0.854s%  0.822%x  0.929 0.828xx  0.828:x
(-2.07) (-2.05) (-0.83) (-2.03) (-2.04)
Tourism 1161 1.176%% 1124 1.171seswse 1.17 Laesee
(2.77) (2.55) (2.05) (2.70) (2.67)
Years in office 1.011s  1.014s%«  0.998 1.011% 1.011%
(2.01) (1.99) (—0.53) (1.82) (1.85)
Freedom House 1.137##%  1.161x#% 0.988 11195 1.1255x
(3.81) (3.66) (-0.35) (2.72) (2.84)
log Population 0.874 0.859: 0.899 0.851#x  0.855:x
(-1.84) (-1.82) (-1.44) (-2.00) (-1.93)
loy GDP PC 0.709ss%  0.660sxx 1.025 0.698sx  0.699 s
(=3.71) (-3.58) (0.28) (-3.52) (-3.48)
GDP growth 1.017 1.019 1.021x  1.009 1.011
(1.36) (1.34) (1.91)  (0.64) (0.84)
Inflation 0.997 0.989 1.024 1.168 1.127
(=0.04) (=0.12) (0.69)  (0.93) (0.63)
Program Loan 2.035sxx%  2.006%xx  0.987 1.686%xs  1.710%s5%
(6.14) (4.68) (-0.12) (4.20) (4.33)
x Inflation 1.464s5xx  2.364xx  1.214%x 1.299 1.358

(continued)
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Table 6.3 (continued)

o 2) 3) 4) )
(319)  (211)  (2.08) (145)  (1.54)
SIL 1171 1.177% 1.094 1.053 1.053
(2.18) (1.90) (147)  (0.57) (0.57)
Enst Asin-Pacific 0.888 0.909 0.716%x  0.892 0.899
(=0.97)  (=0.66) (-2.47) (-0.83) (=0.77)
Europe and Central Asin 1.747ss%  1.950%%x 0.877 1.601sx  1.609%x

(3.13) (3.09) (-0.95) (2.43) (2.47)
Latin America and Caribbean 1.019 1.088 0.864 1.136 1.142
(0.12) (0.43) (-=1.00) (0.71) (0.74)
Middle Enst and North Africa  1.097 1.216 0.761%x 1.043 1.039
(0.50)  (0.92)  (=2.03) (0.22)  (0.20)

South Asin 0.731 0.729 1.156 0.895 0.880
(-146) (-1.34) (0.95) (-047) (-0.52)
Observations 5155 5047 1371 4282 4282

z-statistics in parentheses based on country-clustered standard errors. All specifications include unre-
ported evaluation year dummies. Hazard models use a Weibull regression; all coefficients reported as
hazard or odds ratios. *p < 0.1, **p < 0.05, ***p < 0.01

(1) Hazard model with dichotomous ICR Outcome rating, full sample

(2) Logit PAR selection model (probability of being selected for PPAR by September 30, 2013); some
observations drop due to lack of variation by year

(3) Hazard model with dichotomous ICR Outcome rating, uncensored sample

(4) Hazard model with dummy variables reflecting 6-point ICR Outcome rating; omitted category is
“Unsatisfactory.” Sample starts in 1995 with the introduction of 6-point scale

(5) Hazard model with dichotomous ICR Outcome rating, =1 if rating is “Moderately Satisfactory” or
above. Sample constrained to match (4)

Source: See Table 6.8

(5). Thus, there is only weak evidence that World Bank exposure in a
country influences the decision to conduct a PPAR. As anticipated, larger
projects have a significantly higher PPAR risk. Consistent with IEG’s prac-
tice of clustering PPARs by country to control costs, the hazard ratio for
log # WB projects is significantly greater than one.

The end-of-fiscal-year ICR spike does reduce PPAR selection risk
(“safety in numbers”). The hazard ratio for June ICR is significantly below
one. The estimated hazard ratio for June ICR indicates a 15% decrease in
the PPAR hazard rate for projects with June ICRs relative to ICRs com-
pleted in other months, ceteris paribus. Thus, the June ICR effect is about
one-third that of a satistactory Owuzcome (ICR) rating or low-quality ICR,
but still substantial. One explanation is that IEG flags projects for PPARs
when it receives the ICRs from Operations but is reluctant to commit to
too many PPARs in a given month. Alternatively, projects with June ICRs
might be different in some dimension not captured by our covariates.
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Our last institutional variable, Tourism, is also significant at the 1% level
with a hazard ratio greater than one. Ceteris paribus, countries that attract
tourists also attract PPARs—and the IEG staff and consultants who travel
on mission to conduct these PPARs.

We turn now to borrower variables. The hazard ratios for Years in office
and for Freedom House are significantly greater than one, indicating a
higher PPAR selection risk for more established and more democratic gov-
ernments.?! Why do we see this? This is not simply an effect driven by
China with its large number of projects. One interpretation is that more
experienced, more democratic governments complete their part in PPARs
faster. These characteristics might impact how quickly PPARs are released,
not whether a PPAR is undertaken. If so, the delay between ICR and
PPAR—when a PPAR is observed—should depend on these characteris-
tics but the odds of a PPAR being undertaken should not. Because of the
censoring issue that motives the hazard model, only a rough test of this
conjecture is possible. We return to this when discussing Columns 2 and 3.

Projects in more populous countries have a lower PPAR hazard rate, ceteris
paribus. Level of development (measured by log GDP PC) is a significant fac-
tor, with a lower PPAR risk in more advanced countries. GDP growth is not a
significant factor. For inflation, we differentiate between investment projects
and program loans (where macroeconomic performance is a core focus). The
estimated equation includes Inflation, Program Loan, and their interaction.
Table 6.3 shows inflation is significant only in for program loans; high infla-
tion is associated with higher PPAR selection risk in the full sample (Columns
1-3). As expected, PPAR risk is higher for program loans.

Finally, the hazard ratio is significantly higher for SILs compared to
other types of investment loans in the full sample. A SIL increases the risk
of a PPAR by 17%, an effect similar in size as the June ICR. We considered
other categorical project characteristics (financial instrument type, sector)
but only one proved relevant. To streamline presentation, we omit all
these factors other than SIL.

Considering regional differences, we find that PPAR selection risk is
higher for projects in Europe and Central Asia relative to Sub-Saharan
Africa, ceteris paribus. This underscores the importance of controlling for
compositional effects since the unconditional hazard rate for South Asia
(Fig. 6.4) was highest.

As discussed above, it is possible to roughly test of what drives hazard
rate results—which projects are (eventually) selected or the length of the
delay between ICR and PPAR for selected projects. The first step—selec-
tion estimation—suffers from right censoring and must be interpreted in
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this context (as the probability of being selected for a PPAR by September
30, 2013) but may still be informative. To this end, Column 2 presents
odds ratios from a logit model of whether or not there is a PPAR by
September 30, 2013, while Column 3 presents results from a hazard
model estimated with only uncensored data (cases with a PPAR—see also
Table 6.5 below). Column 2 should mirror effects in Column 1 that oper-
ate through selection while Column 3 should mirror those due to delayed
(or accelerated) release of a PPAR. Comparing the three columns, the
high odds ratio for Outcome (ICR) in Column 2 coupled with the low
(though insignificant) hazard ratio in Column 3 suggests ICR ratings
influence PPAR selection—making PPARs more likely—but not the
length of time to complete a PPAR for selected projects. The low hazard
ratio on the IDA dummy in Column 3 suggests IDA project PPARs take
longer. ICR qualityis significant only for the first two columns, suggesting
it matters for selection only. The marginally significant effect of World
Bank debt also appears driven by selection, a pattern seen again for project
size, number of World Bank projects, and June ICRs. Tourism, however,
enters with odds/hazard ratios significantly greater than one in all three
columns; projects in tourist locations are both more likely to be selected
and, if selected, more likely to have their PPAR completed quickly.

With respect to higher PPAR risk for projects under more experienced,
more democratic governments, the estimates do not support the “delay”
story suggested above. If effects were due to recipient government delays,
the uncensored hazard model (Column 3) should drive Years in office and
Freedom House results while these variables should be insignificant in the
selection logit (Column 2). However, we find the opposite: neither is sta-
tistically significant in the uncensored hazard model; both are strongly
statistically significant in the logit model. Apparently, the World Bank pre-
fers to conduct PPARs with more democratic, more established
governments. Such PPARs might be more agreeable to all partners because
they expect better results. Alternatively, IEG might expect a smoother
process and increased learning for both the World Bank and the recipient-
country government in stable, democratic environments.??

The last two columns examine the role of detailed ICR outcome rat-
ings. Does the ICR outcome rating enter PPAR selection in monotoni-
cally (with the hazard rate declining consistently as ratings decline)?
Alternatively, one might imagine that IEG specifically targets projects: (1)
with the most inflated ICR ratings (“Highly Satisfactory”); (2) that were
exceptionally effective to learn from success (“Highly Satisfactory”); and
(3) that were exceptionally awful to learn from failure (“Highly
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Unsatisfactory”). Column 4 reports results for projects with post-1994
ICRs that include a 6-point rating. Each rating category is a separate
dummy (omitted category: “Highly Unsatistactory”).

Results support the first two conjectures: ICR outcome ratings enter
PPAR selection monotonically. The remaining column demonstrates that
changes in other coefficient estimates are due to the reduced sample.

Thus far we examine only two of ten project ratings. Controlling for
ICR outcome and ICR quality, other ratings do not have a significant
impact. One exception is Borrower Compliance; middling ratings enter
with positive and significance coefficient estimates as compared to the
lowest category. Perhaps IEG expects the difficulty of the cooperation to
extend to evaluation, so that PPARSs are less fruitful. Estimated coefficients
are not significantly different for program loans compared to investment
projects. Other results remain substantially unchanged.

Table 6.4 explores whether the interests of powerful World Bank share-
holders play a role in PPAR selection. The table summarizes results from
hazard ratio estimations that add individual political economy variables to
Column 1 of Table 6.3. Sample sizes differ due to data availability.

Table 6.4 Hazard ratios for PPAR: political economy variables

(D 2 3) (€] ®) (0) 7)

log US Aid 1.07 55
(2.13)
log G7 Aid 1181
(2.31)
US military aid 0.998
(-0.02)

US UN voting 1.139

(0.36)
G7 UN voting 0.927

(=0.19)
UNSC@ICR 0.999
(—-0.01)
WBEB@ICR 0.976
(-0.21)

Observations 4845 4845 5140 5154 5154 5155 5155

z-statistics in parentheses based on country-clustered standard errors. All specifications include baseline
variables from Table 6.3, Column 1. Number of observations vary due to data availability. Estimates from
hazard function with Weibull distribution reported as hazard ratios. *p < 0.1, **p < 0.05, **p < 0.01

Source: See Table 6.8
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For log US Aid, the estimated hazard ratio is statistically significant but
greater than one. The hazard ratio for the G7 is also greater than one. These
results indicate a higher—not lower—PPAR risk for countries that receive
more US/G7 aid, that is, if there is specific interest of major World Bank
shareholders in these countries, this does not imply that their governments
are protected from further evaluations. Rather G7 donors may desire PPARs
to learn more for their own aid programs. Alternatively, more bilateral aid
may signal greater need or more collaborative recipient governments—with
results matching those regarding Borrower Compliance, rather than pressure
by powerful World Bank members. We explore this result further by includ-
ing instead bilateral aid from the so-called like-minded donors (Denmark,
the Netherlands, Norway, Sweden). Model donors whose aid allocations
more closely mirror need and effectiveness, these small countries have very
limited ability to pressure the World Bank to serve narrow geopolitical objec-
tives (though they may influence best practices). Thus, like-minded donor
aid should proxy for elements of need and effectiveness not captured by
variables already included. The hazard ratio for like-minded donor aid is
again greater than one with similar size and significance. If we also include
US aid, we cannot reject that the effects are the same (though neither is esti-
mated precisely). It appears our other controls do not sufficiently capture
need/effectiveness so that bilateral aid (whether like-minded, US, or G7)
proxies for need/effectiveness rather than measuring geopolitical influence
in a meaningful fashion. Alternatively, IEG’s PPARs might be more useful in
countries that also receive aid from many bilateral donors due to learning
synergies or due to generally more successful cooperation.

The other geopolitical variables—US military aid, UN voting, UNSC
nonpermanent membership, and World Bank Executive Board
membership—have no impact on the PPAR hazard rate; all the hazard
ratios are very close to one. Thus, Table 6.4 provides little evidence that
political economy factors play a role in PPAR risk. Yet a more nuanced
picture emerges below.

Do Rating Revisions Delay PPARs?

One factor that could delay a PPAR’s release is a rating change between
the ICR and the PPAR. Such cases may be more complex, perhaps requir-
ing more deliberation within IEG, feedback from Operations or the bor-
rowing government. Delay could also be a result of external pressure.??
This issue can only be examined for cases with PPARs.
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Using binary ratings, we define Downgrade as a “Satisfactory” ICR fol-
lowed by an “Unsatisfactory” PPAR and Upgrade as an “Unsatistactory”
ICR followed by a “Satistactory” PPAR. “Satistactory” ICR ratings out-
number “Unsatisfactory” ICR ratings in the overall estimation sample
(73% vs. 27%); for the PPAR sample, this pattern is stronger. The result is
far more downgrades (157) than upgrades (45) in our sample. However
comparing the incidence of downgrades and upgrades, the imbalance dis-
appears: P(Downgrade|]ICR=“Satisfactory”)=14.6% and P( Upgrade|]ICR=
“Unsatisfactory”)=15.4%.

Regarding whether rating changes are associated with longer delays
between ICR and PPAR, Fig. 6.7 provides separate PPAR Ilag distribu-
tions by rating change (no change, Downgrade, Upgrade). This shows the
time between ICR and PPAR is substantially longer when there is a rating
change than when there is not; the mean difference is about one year. The
pattern looks similar for both downgrades and upgrades.

Table 6.5 presents hazard model results for the 1371 projects with
PPARs (uncensored cases) to explore the role of rating changes. Column
1 repeats the Table 6.3, Column 3 specification for comparison. Column

™
(2]
5 N
g
o X —— No Change
g RN
“— AN — — Downgrade
o |
< |7 N Upgrade

o

0 2 4 6 8 10 12
Years between ICR & PPAR

Fig. 6.7 PPAR Iny by outcome rating change. (Source: IEG database, World
Bank)
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Table 6.5 Role of rating changes: PPAR hazard ratios for projects with com-

pleted PPARs
(D 2 3) (€7
Outcome (ICR) 0.933 0.945 0.950 0.957
(—0.89) (-0.69) (=0.61) (—0.52)
Downgrade 0.705 s 0.792%x 0.766%x
(-3.81) (—2.08) (—2.42)
Upgrade 0.749 0.640+ 0.653x
(—1.54) (-1.86) (-1.83)
WBEB@ICR 0.887 0.860:
(—1.45) (—1.88)
x Downgrade 0.7023% 0.719%
(—2.13) (-1.95)
x Upgrade 1.760xx 1.678xx
(2.02) (1.97)
UNSC@ICR 1.041
(0.27)
UNSC@PPAR 0.659sesx
(=3.51)
IDA 0.788:x 0.793:#x 0.790: 0.760s33
(=2.30) (=2.16) (=2.13) (-2.59)
ICR quality 1.070 1.032 1.030 1.030
(0.62) (0.30) (0.30) (0.31)
log World Bank debt 1.038 1.029 1.025 1.039
(0.56) (0.43) (0.40) (0.62)
log Project size 1.029 1.033 1.033 1.038
(0.81) (0.90) (0.87) (1.02)
log # WB projects 1.051 1.046 1.040 1.038
(0.88) (0.80) (0.74) (0.68)
June ICR 0.929 0.902 0.901 0.907
(-0.83) (=1.11) (-1.14) (-1.12)
Tourism 1.1245x 1.1345x 1.145x%x 1.124 %
(2.05) (2.206) (2.54) (2.19)
Years in office 0.998 0.997 0.996 0.998
(-0.53) (-0.75) (—0.94) (—0.47)
Freedom House 0.988 0.984 0.991 0.984
(-0.35) (=0.48) (-0.20) (—0.49)
log Population 0.899 0.891 0.907 0917
(—1.44) (-1.59) (-1.38) (-1.25)
log GDP PC 1.025 1.019 1.018 1.044
(0.28) (0.21) (0.21) (0.50)
GDP growth 1.021% 1.017 1.018 1.022s:
(1.91) (1.57) (1.57) (1.98)

(continued)
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Table 6.5 (continued)

(D) ) 3) 4
Inflation 1.024 1.031 1.031 1.055
(0.69) (0.85) (0.88) (1.42)
Program Loan 0.987 0.983 0.991 1.016
(-0.12) (-0.17) (=0.09) (0.14)
x Inflation 1.214x 1.181x 1.173% 1.153
(2.08) (1.80) (1.71) (1.48)
SIL 1.094 1.083 1.073 1.085
(1.47) (1.23) (1.08) (1.20)
East Asia-Pacific 0.7163% 0.72 15 0.733s3 0.685s:k:x
(—2.47) (=2.34) (=2.27) (-2.92)
Europe and Central Asin 0.877 0.866 0.828 0.781x
(-0.95) (-1.05) (-1.32) (-1.80)
Latin America and Caribbean 0.864 0.869 0.889 0.885
(—1.00) (—0.96) (—0.81) (—0.88)
Middle East and Novth Africa 0.761 5% 0.771 0.758s: 0.69 Lseses
(=2.03) (-1.91) (—2.04) (-2.89)
South Asin 1.156 1.206 1.229 1.191
(0.95) (1.32) (1.55) (1.32)
Observations 1371 1371 1371 1371

z-statistics in parentheses based on country-clustered standard errors. All specifications include unre-
ported evaluation year (ICR) dummies. Weibull regression with coefficients reported for log relative-
hazard form. *p < 0.1, *p < 0.05, **p < 0.01

Source: See Table 6.8

2 adds Downgrade and Upgrade (compared against no rating change).
Both have hazard ratios less than one and of similar magnitude, but only
Downgrade is statistically significant, perhaps due to the scarcity of
upgrades. Other hazard ratio estimates are essentially unaffected.
Column 3 introduces WBEB, the dummy variable indicating World
Bank Executive Board membership. Of the geopolitical variables consid-
ered thus far, only WBEB enters the specification with a statistically signifi-
cant hazard ratio in this sample (though only at the 10% level). Column 3
interacts Board membership with the Downgrade and Upgrade dummies.
The WBEBx Downgrade hazard ratio is significantly less than one while the
WBEBx Upgrade hazard ratio is significantly greater than one. For the
uninteracted terms, the hazard ratio for Downgrade continues to be sig-
nificantly less than one and that for Upgrade is marginally significantly less
than one; WBEB is not significant. These results imply: (1) PPARs that
downgrade ratings experience delays which are longer when the borrow-
ing country occupies an important position in World Bank governance;
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(2) PPARSs that upgrade ratings are also delayed except when the borrow-
ing country occupies an important position in the World Bank, in which
case the PPAR is instead accelerated; and (3) when PPAR findings are
unremarkable (no rating change), the borrowing country’s importance
within the World Bank does not impact the release of these findings. This
pattern suggests both a bureaucratic procedure (e.g., another layer of
review) when PPARs change ratings but also a response to power within
the institution, delaying bad news and expediting good news when coun-
tries hold an institutionally important position.

Column 4 introduces dummy variables for nonpermanent UNSC
membership, at the time of the ICR and at the time of the PPAR. As in
Table 6.4, UNSC@ICR is statistically insignificance. In contrast, UNSC@
PPAR is statistically significant, with a hazard ratio less than one. For
countries that are nonpermanent UNSC members at the time of the
PPAR, the time between the ICR and PPAR is significantly longer.?*

PPAR OurcoME RATINGS

Understanding the selection of projects for PPARs explored above is
important for understanding differences between ICR and PPAR ratings.
We now turn to examining what factors influence IEG’s evaluation pro-
cess and how resulting PPAR ratings differ from ICR ratings. Does IEG’s
design and reporting structure provide sufficient protection from outside
pressure—or do bureaucratic and geopolitical forces influence IEG ratings?

A few simple graphs for variables that were significant in the hazard
model are illuminating. Figure 6.8 explores the bivariate relationship
between rating changes and nonpermanent UNSC membership at the
time of the PPAR. For each project with a PPAR, we subtract the detailed
ICR rating from the PPAR rating; negative values indicate a downgrade,
positive values, an upgrade. Then for each year with available data, we
calculate the average of this difference for projects in countries that are
nonpermanent UNSC members that year and for others. We plot each
resulting point, UNSC values on the Y-axis and non-UNSC on the X-axis.
Each point is plotted as a circle proportional to the number of underlying
projects. No relationship between UNSC membership and ratings implies
symmetry about the 45-degree line.

This is not the case. Figure 6.8 has two interesting features. First,
FY2002 (July 1, 2001-June 30, 2002) is a clear outlier. Given the 9/11
attacks, this is perhaps unsurprising, though why this would be linked to
rating downgrades for UNSC members’ projects is unclear. Second, rather
than clustering symmetrically about the 45-degree line, the bulk of the
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A Rating (UNSC members)

Fig. 6.8 Rating change and nonpermanent UNSC membership by evaluation
fiscal year. (Source: IEG database, World Bank)

data lie above the line. This indicates that projects of countries that are
nonpermanent UNSC members at the time of the PPAR rating are less
likely to be downgraded/more likely to be upgraded by IEG than are
projects of other borrowers. This pattern is even more pronounced if we
exclude FY2002.

Figure 6.9 repeats the exercise for World Bank Executive Board mem-
bership. Now data points fall symmetrically about the 45-degree line.
These graphs suggest that external geopolitical importance might influ-
ence [EG ratings but internal bureaucratic power, while slowing reports of
bad news as seen earlier, does not skew results.

We explore the determinants of PPAR ratings more systematically by
estimating the PPAR rating equation:

PPAR; = 3, + BICR, + B, X, + B, Z, +¢, (6.1)
where ICR;; is the ICR rating for project 7 in country j, X;; is a matrix

including project and country characteristics measured at the relevant time
for project 7, and Z; is a matrix that includes bureaucratic or geopolitical
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A Rating (WBEB members)

A Rating (others)

Fig. 6.9 Rating change and World Bank Executive Board membership by evalu-
ation fiscal year. (Source: IEG database, World Bank)

factors describing country j at the relevant time for project z. We estimate
this in three ways. Using binary PPAR and ICR ratings, we estimate Eq.
(6.1) via probit and via OLS. Using the detailed 6-point PPAR and ICR
ratings available from 1994 on, we again estimate Eq. (6.1) via OLS but
replace ICR; with dummy variables ICR2 to ICR6 for the individual rat-
ing values where ICRl (“Highly Unsatisfactory”) is the excluded
category.?®

Table 6.6 presents estimation results and marginal effects for nonper-
manent UNSC membership. Columns 1—4 use a parsimonious specifica-
tion with the ICR rating and nonpermanent UNSC membership at project
approval, at ICR and at PPAR. Column 1 reports probit estimation results;
Column 2 presents marginal effects. Column 3 reports OLS results.
Column 4 repeats this but using the 6-point PPAR rating as the depen-
dent variable and the set of ICR dummies as independent variables. The
last four columns repeat this for our “full specification” (country fixed
effects, approval year dummies, PPAR year dummies, project characteris-
tics, time-varying country characteristics). We include the full specification
to check for omitted variable bias but the vast majority of the additional
variables prove insignificant and we do not report these coefficients in the
table. Based on Fig. 6.8, we exclude PPARs completed in FY2002.2
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A consistent pattern emerges. ICR ratings are strongly predictive of
PPAR ratings; a satisfactory ICR rating increases the chances of a
satisfactory PPAR rating by 68-77 percentage points, ceteris paribus. If a
country holds a nonpermanent seat on the UNSC at the time of the PPAR
rating, the chances of a satisfactory rating increase by 6.4—11 percentage
points. In contrast, earlier membership (at approval or ICR) does not
directly influence PPAR ratings. Dreher et al. (2013) and Kilby (2015)
find evidence of a negative effect of nonpermanent UNSC membership at
approval in certain settings; however, the included ICR rating captures
such effects. We expect a negative coefficient on UNSC@ICR if PPAR
ratings correct for a bias in ICR ratings; point estimates are negative in five
of six specifications but never significant.

Table 6.7 explores these findings. We define World Bank debt dummies
for the bottom 25% ( Low Debt), middle 50% (Medium Debt), and top 25%
(High Debt) and then interact these with UNSC@PPAR to determine if a
subset of cases drives the results. This is the case. The estimated coefficient
on UNSC@PPAR is small (even negative) and statistically insignificant for
Low Debt countries. For High Debt, the estimate for UNSC@PPAR is con-
sistently significant and almost always larger than in Table 6.6 Medium
Delt falls in between—positive coefficient estimates but with varying sta-
tistical significance across specifications. Looking at High Debt, the probit,
for example, indicates the probability of a satisfactory PPAR rating is
13-15 percentage points higher for countries owing a lot to the World
Bank when they serve as nonpermanent UNSC members at the time of
the PPAR rating as compared to cases where they do not serve on the
UNSC, ceteris paribus and evaluated at the mean. We also explored other
measures that the literature suggests might condition the effects of geo-
politics in international financial institutions (Stone 2008; Dreher et al.
2013) including the ratio of short-term debt to total debt and the debt
service ratio. None of the categories (low, medium, high) associated with
these other variables identify the cases driving UNSC results.

World Bank debt, however, is closing linked to country size. The cor-
relation between population and World Bank debt in our sample is 0.9.
Reproducing Table 6.7 but interacting ICR@PPAR with indicator vari-
ables for low, medium, and high population levels instead of debt volume
leads to essentially the same results. Thus, we cannot separately identify
whether UNSC membership matters for countries that are large borrow-
ers or large countries that are borrowers.

In a series of unreported estimations, we repeat the Table 6.6 exercise
with other geopolitical variables from Table 6.4. We do not find robust
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effects on PPAR ratings, whether based on values at approval, ICR or
PPAR. Furthermore, interactions with low, medium, and high levels of
World Bank debt or the short-term debt to total debt ratio (parallel to
Table 6.7) do not identify any categories with robust effects.

Finally, we explore whether selection impacts our results. We estimate a
Heckman model where the PPAR selection equation is a probit (following
Table 6.3, Column 2) and the PPAR outcome equation is either the linear
probability model (Table 6.6, Column 3 or 7) or the 6-point rating
(Column 4 or 8). This set-up lends itself well to a Heckman model since
there are a number of theoretically valid exclusion restrictions (ICR qual-
ity, # World Bank projects finishing in same year, June ICR). Whether or
not we can reject the independence of the error terms in the two equa-
tions depends on which variables we include. However, in all cases the
estimated coefficient for UNSC@PPAR remains positive and statistically
significant with little variation in magnitude. Thus, selection eftfects, if any,
do not materially influence our findings.

CONCLUSION

This chapter investigates two functions of the World Bank’s Independent
Evaluation Group. We first examine how IEG selects projects for a Project
Performance Assessment Report, a comprehensive review carried out for
about a quarter of World Bank-funded projects. We then turn to how
PPAR ratings done by IEG staft differ from initial ratings by Operations
staff in their Implementation Completion Report.

IEG makes clear that PPAR selection is nonrandom. IEG focuses on
projects with positive initial ratings—the higher the rating, the more likely
a review. Poorly done ICRs also increase the odds of a PPAR. PPAR selec-
tion favors large projects and projects from less developed countries.
Program loans, especially in high inflation environments, are more likely
to be subject to a PPAR. Furthermore, there is a surge of Implementation
Completion Reports filed at the end of the World Bank’s fiscal year; these
June ICRs are individually less likely to be selected for a PPAR as IEG
attempts to allocate scarce resources in a balanced way over the year. When
multiple projects in a single country are completed in the same year, these
projects are more likely to be selected for a PPAR as IEG staff undertake
“cluster audits” to economize on travel expenses and time. All these pat-
terns are in-line with IEG’s mission.

However, some elements of PPAR selection may not be in-line with the
mission. IEG is more likely to review projects in countries with easier
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working conditions such as well-established, democratic governments.
IEG is more likely to conduct a PPAR—including a country visit by IEG
staff /consultants—and conduct it sooner rather than later if the country is
a popular tourist destination. Institutional power appears to impact the
PPAR release date. PPARs that result in rating changes on average take an
additional year to be released. If the borrowing country is on the World
Bank Executive Board and the rating change is a downgrade, the release
of this bad news is delayed twice as long. Conversely, if the country is on
the Board and rating change is an upgrade, IEG releases the PPAR more
quickly than if there had been no rating change. PPAR releases also take
longer for nonpermanent UNSC members.

We find some, albeit limited, evidence linking IEG ratings to geopolitics.
Controlling for the previous ICR rating, the PPAR rating is more likely to
be positive if the borrowing country happens to hold a nonpermanent UN
Security Council seat at the time the PPAR rating is released. This result is
driven primarily by higher ratings for countries that both occupy a nonper-
manent UNSC seat and are important World Bank customers (i.e., large
World Bank borrowers). Such countries are also populous; due to the cor-
relation between population and borrowing, we cannot separately identify
the two effects. These results are robust. For other geopolitical variables
from the aid literature, we find no robust relationship. On the one hand,
this is remarkable given the strong association between World Bank lending
activities and geopolitics in the literature and may indicate that attempts to
maintain the evaluation function as an institutionally independent unit have
been relatively successful. On the other hand, of the geopolitical variables
we consider, only UNSC membership has substantial variation over the
one-to-three-year period between ICR and PPAR. That is, UNSC mem-
bership is the only geopolitical variable well suited to our application.

This chapter does not explain why these patterns exist. Some PPAR
selection patterns may reflect a bureaucratic tendency toward a more
pleasant work environment and may have little consequence in terms of
the effectiveness of the organization. Delaying the release of “bad news”
(rating downgrades) for institutionally important Board members is per-
haps more troubling (because it suggests IEG is not entirely independent)
but there is no evidence of other Board member privileges. EDs may be
able to delay or expedite a PPAR but we do not find convincing evidence
that they prevent PPARs or impact ratings. Furthermore, we cannot
explain why borrowing governments want to delay or expedite a PPAR
release and can only speculate that PPAR ratings might influence elections
or access to additional aid resources.
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For the link between UNSC nonpermanent membership and higher
PPAR ratings, the channel of influence may be US/G7 pressure or an
expectation thereof. Tangible benefits from higher project ratings might
be political or financial but exactly what they are remains an open question
for future research.

The implications of these results in terms of possible institutional
reforms at the World Bank are in the eye of the beholder. Given the insig-
nificance of a number of geopolitical factors tested, one might conclude
that the World Bank’s evaluation function is well positioned to carry out
independent assessments. Conversely, evidence of delayed negative reports
for institutionally important countries and inflated project performance
ratings for UNSC members suggests the need for additional measures to
safeguard the independence of the Independent Evaluation Group.

For researchers who intend to use World Bank project ratings as proxies
for project quality, our results suggest including nonpermanent UNSC
membership and certain bureaucratic factors as control variables to avoid
omitted variable bias. Researchers should also look more broadly at the
patterns we uncover and consider how issues of timing and type of rating
could impact their identification strategy. If researchers control for such
potential biases, World Bank project ratings can provide a valuable and
meaningful way to measure project quality in many applications.

APPENDIX

Table 6.8 Data sources

Beck et al. (2001):
Freedom House (2012):
IEG (2014):

Years in office

Freedom House

Outcome (ICR); ICR quality, log # WB projects,
June ICR

Kaja and Werker (2010): WBEB@ICR

OECD (2015):

Strezhnev and Voeten (2012); U.S.
State Department (1984-2013):
United Nations (2014):

USAID (2014):

World Bank (2012b):

Azevedo (2011); World Bank (2014):

log US Aid; log G7 Aid
US UN voting; G7 UN voting

UNSC@ICR

US military nid

IDA; Program Loan; SIL; Regional dummies
log World Bank debt; log Project size; Tourism; log
Population; log GDP PC; GDP growth; Inflation
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Table 6.9 Acronym list

DAC  Development Assistance Committee (also called Development Co-operation
Directorate) of the Organization for Economic Cooperation and Development
(OECD)

DGO  Director General, Operations

EAP East Asia and Pacific

ECA  Europe and Central Asia

ED Executive Director

ES Evaluation Summary

EVM  Evaluation Memorandum

FY Fiscal Year (July 1-June 30)

G7 Group of 7 (Canada, France, Germany, Italy, Japan, United Kingdom, United States)

GDP  Gross Domestic Product

IBRD International Bank for Reconstruction and Development

ICR Implementation Completion Report or Implementation Completion and Results
Report

IDA International Development Association

IEG Independent Evaluation Group

LAC  Latin America and the Caribbean

MENA Middle East and North Africa

OED  Operations Evaluation Department

PAR  Project Assessment Report

PCM  Project Cancellation Memorandum

PCN  Project Cancellation Note

PCR  Project Completion Report

PPAR  Project Performance Audit Report

SA South Asia

SIL Specific Investment Loan

SSA Sub-Saharan Africa

UN United Nations

UNSC  United Nations Security Council

USD  US Dollar

WBEB World Bank Executive Board

NOTES
1. In response NGO and donor pressure, the World Bank has gradually

increased the amount of information it makes public. The “Access to
Information” policy adopted in 2010 under World Bank President Robert
Zoellick marked a major step forward, providing access to new information
on projects and putting in place procedures to request information and to
appeal when requests are initially denied.
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2. Outsider papers: Buntaine and Parks (2013), Dreher et al. (2013), Girod

and Tobin (2016), Kilby (2015), Malik and Stone (2018), Michaclowa
and Borrmann (2006), Sud and Olmstead-Rumsey (2012), and Winters
(2014). Insider papers: Blum (2014), Bulman et al. (2017), Chauvet et al.
(2010), Chauvet et al. (2017), Cruz and Keefer (2013), Deininger et al.
(1998), Denizer et al. (2013), Dollar and Levin (2005), Dollar and
Svensson (2000), Geli et al. (2014), Guillaumont and Laajaj (2000),
Isham and Kaufmann (1999), Isham et al. (1997), Kaufmann and Wang
(1995), Limodio (2011), Malesa and Silarszky (2005), Moll et al. (2015),
Pohl and Mihaljek (1992), Ralston (2014 ) and Smets et al. (2013).

. The influence of geopolitics has been demonstrated at every stage of the

project cycle (preparation: Kilby (2013b); approval (number of loans):
Dreher et al. (2009), Kaja and Werker (2010); disbursement (speed): Kilby
(2013a); disbursement (enforcement of conditionality): Kilby (2009); dis-
bursement (electioneering): Kersting and Kilby (2016)) except at the
evaluation stage. Most of the literature focuses on US informal influence
over the World Bank, which is headquartered just two blocks from the
White House and depends on the US for funding and leadership.

. For a detailed history of OED, see Grasso et al. (2003). In the text below

we use IEG to refer to the evaluation department even before 2005.

. This reduction was driven by an expanding World Bank project portfolio

but also increasing demands on IEG to generate other products at the
country and sector levels (Grasso et al. 2003). More than 70% of IEG’s
budget was devoted to PPARs in 1976 (Grasso ct al. 2003, 169); the figure
was less than 10% of IEG’s USD 34 million budget in 2011 when the time
devoted to a PPAR averaged six staff weeks (IEG 2011, 38). PPAR cover-
age differs across activities, depending on “novelty” and importance. For
example, IEG kept PPAR coverage of structural adjustment programs at
100% in the 1980s while it reduced coverage of investment projects.

. Calculated from 1590 IBRD /IDA-funded projects with overall outcome

ratings measured as “Satisfactory” or “Unsatisfactory.” For our estimation
sample, it is 17.6%.

. PPARis the report (also called a Project Performance Audit Report or just

Project Audit Report in early IEG documents); PAR is the database name
for its associated ratings.

. In a few cases, a second PPAR rating is available. To allow such variation,

we take the project’s last PCR/EVM/ES entry as its ICR rating and the
project’s first PPAR entry as its PPAR rating.

. Despite some selection based on ICR ratings, the overall share of projects

initially rated satisfactory does not vary much between those projects that
get reevaluated and others: ICR ratings average 72% satisfactory for proj-
ects with no subsequent PPAR versus 78% for projects with a subsequent
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PPAR. Starting in the mid-1980s, IEG began “group audits” for sequences
of projects in the same sector in a given country and “cluster audits” of
similar projects in several neighboring countries (Grasso et al. 2003,
48-49). Selection of projects for a PPAR is ultimately the decision of IEG
division chiefs but with input from staft (Grasso et al. 2003, 49).

This pattern is apparent in IEG (2010); Appendix B reports that only 12%
of projects with an economic rate of return above 10% were rating “mod-
erately unsatisfactory” or lower. Denizer et al. (2013) argue that World
Bank procedures promote applying relatively uniform standards to goal
setting and evaluation.

The Vocational Training and Technological Development Project in
Uruguay was approved in 1978 and completed in 1986. Its PCR (equiva-
lent to an ICR) was issued in 1988 and the project was included with two
subsequent Uruguayan education projects in a 2006 PPAR. The longest
interval in our estimation sample is 12.75 years.

Countries with ICRs (# ICRs in parentheses) but no PPARs as of
9,/30,/2013 are: Angola (15), Cape Verde (22), Sao Tome and Principe
(13), Tonga (5), the Bahamas (5), Grenada (9), St. Kitts and Nevis (5), St.
Vincent and the Grenadines (6), Turkmenistan (3), West Bank and Gaza
(40), Kosovo (20), Namibia (2), Montenegro (5), South Sudan (1).

The hazard model explores how the time until PPAR depends on institu-
tional, country, and project characteristics. This is a form of a duration
model that allows for censoring. Specifically, the model treats cases without
a PPAR as not yet having a PPAR, since in principle a project could be
audited at any point in the future. Estimation results are reported in terms
of a hazard ratio relative to the baseline so that a ratio greater than one
indicates a higher likelihood (“greater risk”) of'a PPAR /shorter time until
a PPAR; a ratio less than one indicates a lower likelihood of a PPAR /lon-
ger time until a PPAR. Hazard ratios have the advantage of not depending
on values of the other variables (just as slope terms in a linear model do not
depend on where you evaluate them).

The hazard model sample includes all years with available data whereas the
PPAR rating sample below excludes FY2002 (which proves to be an outlier
in that setting perhaps due to the 9/11 attacks). Hazard model results are
largely unchanged if we also exclude FY2002 here.

Tourism data are sparse so we average across available years for each coun-
try, resulting in a purely cross-sectional variable. The specification also
includes log population so that the tourism coefficient would be the same
if we measured tourist arrivals per capita.

We add one before taking logs; we disregard the few negative values
reported by the OECD since this is defined as a gross measure.

Results are similar if we use current year membership only. However, the
three-year period has a few advantages. It allows for the delay between the
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decision to carry out a PPAR and the release of the PPAR. It also simplifies
treatment of cases where the country held the WBEB seat for only part of
the calendar year (since WBEB membership follows the World Bank’s fiscal
year).

The Weibull distribution is a generalization of the exponential distribution
and is commonly used in hazard models because it is more flexible than the
exponential and results in constant hazard ratios. We select logit (which
estimates the probability of a PPAR by the end date) rather than probit
because logit odds ratios can easily be compared to hazard ratios.

Results comparable for Gompertz, loglogistic, and lognormal distribu-
tions. A likelihood ratio test rejects the shape assumption of the exponen-
tial model in favor of Weibull though results are again similar. Estimates are
similar with gamma distribution but standard errors are larger and a few
variables (notably June ICR) fail to reach statistical significance.

However, if we omit GDP per capita in this multivariate model, the IDA
hazard ratio becomes significantly greater than one. The two variables are
strongly correlated as only low-income countries qualify for IDA’s conces-
sional credits. (This may also explain why, in the specifications of Table 6.5
below, IDA is significant while log GDP PC is not).

The impact of a single year is trivial but years in office range from 1 to 45
so there is a sizeable effect some cases. Because years in office might be
related to conflict, we explored the impact of a conflict dummy derived
from PRIO data. The magnitude of the Years in office hazard rate is
unchanged and so is not driven by omitted information about conflict.
Again, controlling for conflict does not change results.

IEG states: “Each PPAR is subject to internal IEG peer review, Panel
review, and management approval. Once cleared internally, the PPAR is
commented on by the responsible Bank department. The PPAR is also sent
to the borrower for review. IEG incorporates both Bank and borrower
comments as appropriate, and the borrowers” comments are attached to
the document that is sent to the Bank’s Board of Executive Directors.
After an assessment report has been sent to the Board, it is disclosed to the
public.” (IEG 2015a, vi)

We do not interact UNSC with Downgrade or Upgrade because, in combi-
nation, these are rare events, for example, only seven cases where a UNSC
member has a downgrade. Looking at UNSC membership, timing is criti-
cal (since nonpermanent membership lasts only two years) whereas it is less
critical when considering other geopolitical variables (bilateral aid, UN
voting alignment, etc.) that vary less over time. This explains why results
differ between UNSC@ICR and UNSC@PPAR while results for the other
geopolitical variables do not depend on whether measured at the time of
the ICR or the PPAR.
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25. We do not present ordered probit results because of the challenges involved
in presenting useful marginal effects in this setting. However, the sign and
significance of estimated coefficients for the ordered probit latent variable
model match the linear model.

26. Project characteristics include an IDA dummy and a Program Loan
dummy. Country characteristics include GDP per capita, GDP growth
rate, inflation, openness, the ratio of short-term debt to total debt, the
average number of years of schooling, the combined Freedom House rat-
ing, and government years in office, all at approval. Sample size falls from
1500 observations (on 120 countries) in the parsimonious specifications to
1329 observations (on 93 countries) in the full specification. This is less
than the 1371 observations in Table 6.5 because we exclude FY2002
PPARs. The full specification probit sample is slightly smaller still, at 1219
observations (on 69 countries) due to lack of variation in PPAR ratings (all
Satisfactory or all Unsatisfactory) in some countries.
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CHAPTER 7

Aid Allocation and Outcomes: What Role
Do Political Motives Play?

Nabamita Dutta and Clandia R. Williamson

INTRODUCTION

An extensive literature has emerged in both economics and political sci-
ence that investigates political motivations behind aid allocation to recipi-
ent nations. A separate but related strand of literature talks about the
impact of such aid allocation resulting out of political motivations on dif-
ferent development outcomes including economic growth. While this
chapter briefly touches on the impact of aid on economic growth, it mainly
focuses on donor motivations behind aid allocation. It summarizes the
nuances of political and sometimes economic incentives of donors while
making aid allocation decisions and describes the literature that has
emerged in this regard over the decades. Finally, the chapter briefly touches
on the statistical challenges faced by these studies due to endogeneity and
other biases.
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Literature over the decades has started emphasizing that donors may
not be actively pursuing effective development strategies. Rather, role of
bilateral foreign aid can include goals like provide stability to the recipient
government (Yuichi Kono and Montinola 2009), counter-terrorism
(Bapat 2011; Boutton and Carter 2014 ), access to resources (Kapfer et al.
2007), and democratization (Wright 2009; Bermeo 2011). In fact, politi-
cal, economic, and strategic interests of donors can far outweigh the devel-
opment objectives in the context of aid allocation (Neumayer 2003a, b;
Svensson 2000).

In both economics and political science literature, the significance of
politics and leaders in molding development policies for their countries
has moved to prominence (see e.g. Jones and Olken 2005, 2009;
McGillivray and Smith 2004; Dreher and Jensen 2013; Potratke 2009
among others). Yet, studies on foreign aid assumed for a long time motives
of donors to be unitary and did not account for differences of ideologies
of governments, political incentives, and how political leadership can
shape allocation of aid. As Tingley (2010) stresses, aid can be a variable
source of revenue for recipient nations and out of several factors, the above
stated reasons can affect aid flow variability.

One of the earliest papers to study donor motives for aid allocation is
Dudley and Montmarquette (1976). Using the OECD commitment data
from 1970, they find the per capita income of recipient nations as one of
the primary reasons for giving aid. Other important reason includes popu-
lation though the impact is more ambiguous.

Dudley and Montmarquette’s (1976) model was extended by Trumbull
and Wall (1994). In their paper, donors could assign different weights to
aid impact for recipient nations. The weights can vary by recipients and
can capture, among other factors, the historical, strategic, and geographi-
cal differences among recipient nations as perceived by the donors.

Studies emerged after the earlier papers stressing how aid flow to
nations can vary based on donor preferences and incentives. By correlating
separately by year donor effort with various measures of government pol-
icy, Noél and Thérien (1995) find no significant link between partisan
orientation and foreign aid effect. In the following decades and more so in
the recent ones, a vast number of studies have explored donor motives for
aid allocation and have found factors like political motivations, political
favoritism, and donors’ ideology to be playing crucial roles in such alloca-
tions. Government ideology can be an important explanation in this con-
text (Dreher et al. 2013; Fuchs et al. 2012; Tingley 2010; Meernik et al.
1998; Imbeau 1988). In the following sections, we summarize the litera-
ture based on the different factors and briefly summarize the findings.
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PoLrticAL MOTIVATIONS AND AID ALLOCATION

Aid allocation by official donors of the OECD’s Development Assistance
Committee (DAC) has been investigated by several studies. Many such
studies conclude that aid may not be motivated just by altruism but instead
by the self-interest of donors. For example, in this context, Alesina and
Dollar (2000: 33) find “considerable evidence that the direction of for-
eign aid is dictated as much by political and strategic considerations, as by
the economic needs and policy performance of the recipients”. As Ruttan
(1996) points out in this context, every US administration considered
foreign aid to be important in achieving foreign policy goals since the late
1940s. Promotion of overall US policy objectives can be the primary pur-
pose of US economic assistance (Zimmermann 1993).

As an indicator of political aid motivations, Alesina and Dollar rely on
UN voting patterns. When recipients vote in line with the donor country
in the UN General Assembly, they receive more aid. As stated by
Morgenthau (1962: 302), “the transfer of money and services from one
government to another performs here the function of a price paid for
political services rendered or to be rendered”.

Likewise, Dreher, Nunnenkamp, and Thiele (2008) ask: does US aid
buy UN general assembly votes? Using 143 countries over the period
1973-2002, the paper empirically analyzes the influence of US aid on vot-
ing patterns in the UN General Assembly. They used disaggregated aid
data to account for the fact that various forms of aid may differ in their
ability to induce political support by recipients. The authors obtain strong
evidence that US aid buys voting compliance in the Assembly. More spe-
cifically, their results suggest that general budget support and grants are
the major aid categories by which recipients have been induced to vote in
line with the United States. When replicating the analysis for other G7
donors, no comparable patterns emerge.

In a similar context, Hoffler and Outram (2011) show that recipient
nations receive more aid when voting in line with the donor country in the
UN General Assembly. Employing fixed effect estimates, they find, inter
alia, that Germany’s aid allocation responds positively to recipient coun-
tries’ voting in line with the United States. Yet, they find that voting in line
with Germany itself has no significant effects on German aid.
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An important study in this regard is by Dreher, Sturm, and Vreeland
(2009a) who investigate whether World Bank lending is used by the insti-
tution’s major shareholders for just helping countries in situations of dire
need or if international politics also play a role. They explain that major
shareholders control over 40 percent of the votes and they have veto
power in important decision-making. Constituting a near majority, they
need the support of only a handful of allies to guarantee control of the
Bank’s loans and grants to developing countries.

Why would stakeholders want to influence UNSC voting instead of
simply providing direct aid packages? Dreher, Strum, and Vreeland
(2009a) identify three types of benefits from indirect aid packages: (1)
political coverage: delegating “dirty work” to international organizations
allows government to escape nationalist resentment; (2) leverage: this is
an additional benefit because leverage is explicitly built into the arrange-
ment through conditionality; and (3) decreased costs since major stake-
holders pay a fraction of the cost. The relative efficiency therefore depends
on the perceived costs of achieving consensus among the major stakehold-
ers and the reduced costs of not using one’s own funds.

The results of the paper contribute to the growing literature that docu-
ments how foreign policy of powerful nations incorporates International
Financial Institutions as a tool to influence such policy. Projects by such an
institution, the World Bank, can be given to developing countries with
political importance rather than catering to the main goal of advancing
development goals of poor nations. The authors state that one was of
establishing political importance is serving a term of UN Security Council
(UNSC), a deal that can be negotiated with the help of the powerful
nations (mainly the United States but also Japan, France, Germany, and
the United Kingdom) who happen to be the major shareholders.

Recent research has come up with more sophisticated measures of
political and strategic interest. Studies indicate that membership in the
UNSC has a strong relation with receiving foreign aid. Dreher et al.
(2009a) provide evidence that elected UNSC members are more likely to
participate in International Monetary Fund (IMF) programs. Additionally,
as pointed out by Dreher et al. (2009b), Kuziemko and Werker (2006),
Lim and Vreeland (2013), UNSC members receive more aid from the
United States, the World Bank, the Asian Development Bank, and the
United Nations Development Program.

Aid can be donated for commercial motives too like trade-related inter-
ests. Studies like Berthélemy and Tichit (2004 ) find evidence of a strong
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impact of bilateral trade intensity on the allocation of aid. They state that
such interests vary between donors. Papers have ranked elasticity of aid
with respect to bilateral trade intensity. In this context, Berthélemy (2006)
find Germany to be “moderately egoistic”. The altruistic nature of donors
for giving aid is revealed when it comes donating aid to countries with
sound institutions and economic policies (Dollar and Levin 2006; Claessens
et al. 2009). Contrasting evidence have been found by Nunnenkamp and
Ohler (2011) who show that German exports to recipient countries were
negatively associated with German aid in recent years (2005-2007). But as
Dreher, Nunnenkamp, and Schmaljohann (2015¢) state that whether
these changes are persistent is subject to debate.

PorrticaL FAVORITISM AND ALLOCATION OF WORLD BANK
AND IMF ProjeCTS

In their paper, “Development Aid and International Politics: Does
Membership on the UN Security Council Influence World Bank
Decisions?” Dreher, Strum, and Vreeland (2009a) argue that World Bank
loans are not used exclusively for development but used for political pur-
pose. They test the hypothesis: whether temporary members of the UN
Security Council receive favorable treatment from the World Bank. Using
a data for 157 countries over the period 1970-2004, they find a robust
positive relation between temporary UN Security Council membership
and the number of World Bank projects a country receives (even after
controlling for all relevant factors). The authors claim that this shows that
World Bank loans have not been exclusively used to promote development
but it has been used as a political tool, where project funding is made avail-
able to countries regardless of economic policy or economic need.

In the same vein, Dreher, Strum, and Vreeland (2009b) in the paper,
“Global Horse Trading: IMF Loans for Votes in the United Nations
Security Council,” test whether temporary members of the United Nations
Security Council receive favorable treatment from IMF. Using 197 coun-
tries from 1951 to 2004, they find a positive relation between temporary
Security Council membership and IMF funds. They also find evidence that
Security Council membership reduces the number of conditions included
in the IMF programs. The IMF loans seem to be a mechanism by which
the major shareholders of the Fund can win favor with voting members of
the Security Council.
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Dreher went further to show how the IMF and World Bank influence
voting in the UN General Assembly. Using a panel of 188 countries over
the 1970-2008 period, Dreher and Strum (2012) empirically test the
influence of the IMF and the World Bank on voting patterns in the UN
General Assembly. They find evidence that countries receiving adjustment
projects and larger non-concessional loans from the World Bank vote
more frequently in line with the average G7 country. The same is true for
countries obtaining non-concessional IMF programs. Regarding voting
coincidence with the United States, World Bank non-concessional loans
have a significant impact, while the IMF loans do not.

These papers clearly show how politics and self-interest of stakeholders
in the IMF and World Bank drive allocation of project funding. Dreher,
Strum, and Vreeland (2015a) provide additional evidence of this in the
paper, “Political and IMF Conditionality”. The authors investigate the
claim that bailouts by IMF are famous for their conditionality: in return
for continued installments of desperately needed loans, governments must
comply with austere policy changes. The authors show that politically
important countries, measured by UNSC membership, face weaker and
fewer conditions. Security Council members receive about 30 percent
fewer conditions. This clearly suggests that the major shareholders of the
IMF trade softer conditionality in return for political influence over the
Security Council.

Dreher and Gassebner (2012) further examine the consequence of
World Bank and IMF lending by investigating if these programs induce
government crises, and if true, under which circumstances. Analyzing 90
developing countries over the period 1970-2002, they find that World
Bank projects and IMF programs affect the likelihood of major govern-
ment crises. That is, the IMF and World Bank programs significantly
increase crisis probability. One other interesting finding by the article is
that recipient governments face an increasing risk to enter a crisis when
they remain under an arrangement (with World Bank or IMF) once the
economy performs better.

Dreher, Klasen, Vreeland, and Werker (2013) elaborate in detail as to
why political favoritism might hamper the influence of foreign aid and
specifically affect the performance of World Bank projects. Cold War is a
good example of politically motivated aid and how nations wanted to help
allies to be successful economically. Economic development of East Asian
Tigers was boosted by receiving politically motivated aid assistance. Critics
can further argue that bureaucrats might aim to implement effective
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programs irrespective of the political motivations of donors. Examples, in
this context, come from economic aid to Pakistan for increased political
support for anti-Taliban operations. An US aid official said, “We had to
choose a method of funding that was most likely to produce results effi-
ciently and effectively” (Perlez 2009). Additionally, as Dreher, Klasen,
Vreeland, and Werker (2013) note political bias in aid allocation may not
reduce effectiveness as there may be a plethora of worthwhile possible
projects with similar potential effectiveness.

Dreher Klasen, Vreeland, and Werker (2013) use a comprehensive data
set of nearly 6000 World Bank project evaluations (approved after 1975
and evaluated by 2008) to test the hypothesis that political motivations
hurt aid effectiveness. Specifically, they investigate whether World Bank
project performance suffers when the projects are awarded to countries
that experience fleeting increases in their political power resulting from
membership on the UN Security Council or the World Bank Board of
Executive Directors. They find little evidence that project performance
suffers, on average. They do find evidence, however, that projects awarded
to UNSC members facing economic vulnerability or mismanagement per-
form worse than other projects.

Yet, politically motivated aid might fail to deliver development outcomes.
Lower quality projects to favored countries compared to competing proj-
ects from other countries might gain approval when aid is politically moti-
vated. Thus, politics can change the order of the queue that ranks projects
based on marginal returns and, thus, development outcomes can suffer.

Politically motivated aid is prone to face less intense supervision by the
World Bank or the recipient country to achieve success on development
outcomes. This is especially true if intense supervision results in reduced
or delayed resource transfers. Important policy reforms that promote proj-
ect success can also be delayed due to granting of a project. Kilby (2009)
finds that the credibility of conditionality is undermined in the case of aid
when there is favoritism in project allocation and, thus, aid is rendered less
effective.

Dreher, Klasen, Vreeland, and Werker (2013) go on to suggest that
while there are multiple reasons to believe that development outcomes can
suffer when aid is politically motivated, it is not true in absolute terms that
countries receiving such aid follow unsound or inefficient economic pol-
icy. Government and World Bank can sometimes agree on policies.
Vreeland (2003) suggests that some government can even invite policy
conditionality. In other situations, governments may not follow policy
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recommendations by the World Bank and rather choose a set of policies
that result in better outcomes.

Yet, World Bank conditionally may also fail in the face of political con-
nections even when they are important. As Stone (2008) shows, politically
important countries employ their leverage on the IMF conditionality
when they are economically vulnerable. Under such situations, politically
important country can also avoid following policies that are painful in the
short run irrespective of that this may be damaging for the development
outcome of the country.

Dreher, Sturm, and Vreeland (2013) have also concluded with similar
findings. They mention that in exchange for the IMF loans at continuous
installments, governments of recipient countries need to adhere to the
conditionality imposed on them in terms of policy adoption. Yet, politi-
cally important countries can bargain and possibly face weaker stringency.
Using temporary membership on the UN Security council as the measure
of political importance, Dreher, Sturm, and Vreeland (2013) show that
member countries receive about 30 percent fewer conditions.

A1D ALLOCATION: ROLE OF LEADERSHIP AND IDEOLOGY

Based on multiple studies, it is now widely believed that individual leaders
can make a difference with respect to a country’s policies. Research on this
topic is more upcoming and not as extensive as the other strands of studies
that explore political motivations behind aid allocation in general. The
role of political ideology has been investigated while investigating the role
of individual leaders in aid allocation. The link between foreign aid and
political left is well established. Studies like Thérien and Noél (2000) and
Milner and Tingley (2010) have shown that left-wing politicians are more
supportive of foreign aid than right-wing politicians. To summarize from
the paper by Noél and Thérien (2008), “Motivated by an ethics that
looked upon the inequitable sharing of wealth as a barrier to human dig-
nity, progressives considered that the values of solidarity and democracy
upheld in the developed world had to be projected on a world scale ...
[T]he welfare state had to be extended across borders in order to bring
about a ‘welfare world’” (Noél and Thérien 2008, p. 132). Redistribution
of income and wealth via government intervention to reduce inequality is
at the crux of beliefs for socialists. On the other hand, government inter-
vention is not preferred by conservatives who believe in market’s power to
restore the economy back to normal in the face of any disruptions. Thus,
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conservations have less faith aid giving as a means to reduce poverty and
income inequality.

Donor countries are often sharply divided in their preferences over pol-
icy options toward developing countries. Populace who self-identify them-
selves as being more on the left ideologically support more economic aid
to developing countries (Paxton and Knack 2012; Chong and Gradstein
2008). Similar ideological divide among university students of Germany
have been found by Potrafke and Ursprung (2013). Voting behavior can
also be a sharp predictor in this context. The probability of members of
US Congress located on the political left voting in favor of foreign aid is
higher than those on the political right (Milner and Tingley 2011; Milner
and Tingley 2010). Members on the political right are more likely to sup-
port substitution of trade for aid (Fleck and Kilby 2006).

But basing aid allocation based on political ideologies can become
overtly simplistic. Many times conservative governments can have altruis-
tic motives in aid giving since Christian roots can call for international soli-
darity (Thérien and Noél 2000). Further, to promote business interests
such as export promotion, conservative governments can be in favor of aid
giving (Round and Odedokun 2004).

The empirical findings in the literature, as far as the impact of political
ideology on overall size of foreign aid budgets is concerned, is mixed.
Along with Thérien and Noél (2000), Chong and Gradstein (2008) also
find that left-leaning governments grant more aid. Brech and Potratke
(2014) conform to these findings for bilateral aid but not for other kinds
of'aid. Some studies found no significant effect of partisanship on aid allo-
cation (Lundsgaarde et al. 2010). Many studies, on the contrary, found
that the size of aid donation by right-wing governments is stronger than
left-wing governments (Bertoli et al. 2007; Goldstein and Moss 2005;
Round and Odedokun 2004).

Dreher, Minasyan, and Nunnenkamp (2015b) test the hypothesis that
political proximity between donor and recipient governments, measured
by left-right political ideology, affects aid effectiveness. Political similarity
could promote favoritism, but political misalignment could make aid less
effective. Overall, aid tends to be less effective when political ideology dit-
fers between the donor and the recipient.

Dreher, Nunnenkamp, and Schmaljohann (2015c¢) focus on the distri-
bution of a given aid budget across recipient countries rather than the
overall size of aid. The authors stress the importance of leaders in shaping
the policies of their country. They argue leadership change can affect
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economic policy and outcomes, democratization, and conflict. Using
bilateral allocation of German aid to 138 countries over the 1973-2010
period, the authors examine the importance of geostrategic and commer-
cial motives in conjunction with indicators of political ideology and parti-
sanship. The authors find that geostrategic and commercial motives
matter. In addition, the results suggest that geostrategic and commercial
interest matter at least as much under Socialist leadership, but the amount
of aid commitments is reduced under Socialist leadership.

The only other study adopting a similar approach to this one is Fleck
and Kilby’s (2006) study on US aid over the 1960-1997 period. Fleck and
Kilby rate the US presidents and congresses on a liberal-conservative scale.
Conservative governments give greater weight to commercial interests.
But the impact of shifts toward Republican presidents and more conserva-
tive congresses on geostrategic aid motivations (proxied by UN voting
affinity) proves to be weak and ambiguous.

PoLiticAL MOTIVATIONS, AID, AND EcoNoMIC GROWTH

The literature documenting and exploring the political determinants of
foreign aid also emphasize the failure of development aid in significantly
affecting economic growth (Hodler and Dreher 2013; Doucouliagos and
Paldam 2009; Rajan and Subramanian 2008; Easterly et al. 2004; Boone
1996). As Dreher, Klasen, Vreeland, and Werker (2013) point out, the
political implications associated with aid allocation can very well be the
reason for aid ineffectiveness in the context of economic growth.

One of the pioneering studies in this context by Alesina and Dollar
(2000) stresses that political allocation of aid “provides evidence as to why
it is not more effective at promoting growth and poverty reduction”.
Dreher (2006) examines whether the IMF programs and conditionality
influence economic growth in recipient countries. Using 98 countries
from 1970 to 2000, after controlling for endogeneity, he reports that the
IMF programs reduce growth rates. Evidence indicates that complying
with the IMF conditionality mitigates the negative effect. Although the
overall impact remains negative, the IMF loans have no robust statistically
significant impact on economic growth.

The main challenge faced by all empirical studies on aid that have
shown contemporaneous effect of aid on growth is endogeneity of aid
flows. Multiple studies have exploited the idea that donors might give aid
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for geopolitical reasons that are inessential to a country’s economic per-
formance (Alesina and Dollar 2000; Easterly 2003, 2005; Rajan and
Subramanian 2008). These variables capture the “friends of the donors”
variables. These instruments can be UN voting patterns, whether the
recipient country is a member of or a signatory to a strategic alliance,
whether it has been a colony of the donor, and whether the donor and the
recipient share a common language.

In terms of identification strategies, temporary UNSC membership is
exogenous to variables that might be directly related to foreign aid (Bueno
de Mesquita and Smith 2010; Dreher et al. 2016). Countries enter the
UNSC for two years and are precluded from immediate re-election. This
makes the membership variable truly exogenous in nature. Thus, it has a
direct advantage over other geostrategic variables in terms of being exog-
enous. Dreher, Eichenauer, and Gehring (2016) utilize short-term UNSC
membership as a quasi-random experiment to help determine the effec-
tiveness of aid. They find that economic growth is significantly reduced
when aid is committed during a county’s membership on the UNSC. This
suggests that political favoritism reduces the effectiveness of aid. In addi-
tion, this finding raises concern over using political interest variables as
instruments for overall aid.

While political motives behind aid allocation has been cited as a signifi-
cant reason of aid ineffectiveness with respect to development outcomes
like growth, studies have also pointed out the lack of statistical precision
like a clear identification strategy to be the reason for the mixed findings
(Dreher et al. 2016).

Additional studies point out the downside of using geostrategic vari-
ables as instruments for total aid. Many times these instruments are prone
to capture aid flows motivated by donors’ geostrategic considerations
and thus, they may not be donated to recipient countries for develop-
mental purposes but rather to build and sustain political allegiances
(Fleck and Kilby 2006). Other studies have commented that certain geo-
strategic variables may fail the exogeneity and exclusion restrictions. As
stressed by Headey (2005, 2007) expectations of aid flows from certain
members of geostrategic alliances may be correlated with membership in
such groups. Variables capturing colonial heritage as determined by ini-
tial levels of technological advancement may also lead to a direct causal
effect on growth (Price 2003; Grier 1999; Bertochhi and Canova 1996;
Bagchi 1982).
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CHAPTER 8

Foreign Aid and Recipient State Capacity

Andrew T. Younyg and Estefania Lujan Padilla

INTRODUCTION

An important stylized fact of economic development is the fact that rich
economies are characterized by relatively high rates of taxation and mar-
kets that are well functioning under the rule of law (Johnson and Koyama
2017). This has led many scholars to argue that investments in state capac-
ity are a necessary condition for development (e.g., Besley and Persson
2009, 2010, 2011; Acemoglu et al. 2011, 2015, 2016; Gennaioli and
Voth 2015). According to this view, a state’s capacity to suppress internal
conflict, promote the rule of law, and provide common-interest public
goods is fundamental to the creation of wealth over time. Doing so
requires both fiscal capacity to tax its citizenry and the legal capacity to use
the revenues in the ways listed above rather than for predation and/or
arbitrary redistribution. Such state capacity must consist of a combination
of infrastructure and institutions that simultaneously empowers and con-
strains a government.

Much of the state capacity literature has been motivated by the state-
building experiences of early-modern Europe (e.g., Tilly 1990; Ertman
1997; Stasavage 2011; Strayer 2016 [1970]). However, the subsequent
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exceptionalism of the West in achieving sustainable economic development
has led other researchers to emphasize the importance of building state
capacity for developing economies. (To wit: if investing in state capacity
made the West rich, then it behooves the developing world to do the
same.) This has especially been the case regarding fiscal capacity, that is,
the capacity for a state to extract revenue from its citizenry (e.g., Briutigam
2002; Briautigam et al. 2008; Bird 2008; Bird and Jantscher 1992; Gupta
and Tareq 2008; Di John 2006, 2011; Addison et al. 2018). As Briutigam
(2002, p. 10) succinctly notes: “Before a state can protect its citizens,
before it can provide justice or administer a bureaucracy, it needs to
raise money.”

The era of the Millennium Development Goals has been one of increased
attention to state capacity on the part of the development community. This
is evidenced by, inter alia, the 2002 Monterrey Consensus on Financing
and Development, the founding of the African Tax Administration Forum
in 2009, the 2010 communication on “Tax and Development” issued by
the European Commission, and the 2015 Addis Abada Action Agenda.!
Addison et al. (2018, p. 162) summarize as such: “The Millennium
Development Goals (MDGs) and now the Sustainable Development Goals
(SDGs) [established in 2015] have placed fiscal policy, including domestic
resource mobilization, at the center of national and international develop-
ment efforts.”

Attached to the MDGs was a push to have donor nations increase their
official development assistance (ODA) to at least 0.7 percent of their
GDP. An important question is then: does foreign aid help or hinder
developing countries in building fiscal capacity? Straightforwardly, propo-
nents of increased foreign aid hope that it provides recipient governments
with resources to invest into such capacity (e.g., administrative capital and
technologies).? However, there are reasons that aid may have perverse
effects on the capacity of a recipient government to extract revenues from
its citizenry. Recipient governments may perceive aid as a close substitute
for domestic revenues, decreasing their incentives to build fiscal capacity
(Kaldor 1963). The citizens of recipient countries, in turn, may identify
the provision of public goods with aid donors rather than their govern-
ments, making them prone to shirk on (evade) their taxes (Briutigam
2002; Briutigam and Knack 2004).

Here we provide some evidence on the relationship between aid flows
and recipient fiscal capacity during the MDG era. For a sample of up to 73
ODA recipients, we explore this relationship for both the total tax share of
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GDP (the most commonly used measure of fiscal capacity) and the direct
tax share of total taxes. States with high fiscal capacity collect a dispropor-
tionate share of their revenues in the form of direct taxes (Besley and
Persson 2009). Even within the sample of aid recipients analyzed in this
paper, there is a positive relationship between income per capita and the
direct tax share (Fig. 8.1). Doing so requires relatively complex adminis-
trative structures and direct taxes are often a means toward broadening the
tax base to be more inclusive of economic elites. We also provide evidence
on aid’s relationship with legal capacity using a measure of legal system
and property rights quality. With greater legal capacity, a government will
limit its use of fiscal capacity to providing common-interest public goods
(rather than predation and arbitrary redistribution). In both cases, the
evidence is very preliminary and causal inferences are perilous. Those cave-
ats given, we hope to contribute to an understanding of whether foreign
aid was associated with progress toward the MDG-era goals for fis-
cal capacity.
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Fig. 8.1 Share of direct taxes in GDP versus (log of) real GDP per capita. Notes:
Based on 89 aid recipient countries; direct taxes are those on income, profits, and
capital gains. (Source: World Development Indicators)
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PrEVIOUS LITERATURE

The empirical literature on the foreign aid-fiscal capacity relationship is
relatively small. Of the small number of extant studies, nearly half focus on
sub-Saharan African countries exclusively and none of them are focused
on the MDG era. Furthermore, none of them emphasize the direct tax
share of total tax revenues; this despite the fact that developing countries
rely more on indirect taxes (e.g., excise taxes, sales taxes, and tariffs) than
their developed counterparts and “there is, in principle, considerably
scope for a broader personal income tax base across the developing world,
which in turn makes it possible to introduce more progressivity into the
income tax system” (Addison et al. 2018, p. 165). Progressivity is impor-
tant in this context given the emphasis on how the economic elites of
many developing countries are “largely outside the fiscal net” (Briutigam
2002, p. 11).2

Among studies focused on sub-Saharan African exclusively is Leuthold
(1991) who examines eight African countries over the 1973-1981 period
and finds that aid is not a significant correlate with tax GDDP shares. A later
study by Ghura (1998) expands the scope to 39 African countries for a
slightly later period (1985-1996) and reports a significant and negative
correlation between the two variables. Also, Briutigam and Knack (2004)
examine 24 African nations over a similar period (1982-1999) and also
report a significant, negative correlation. However, Bhushan and Samy
(2012) explore a longer period (1972-2008) for a sub-Saharan sample as
well as other regional samples of developing countries and they generally
find no significant correlations between aid and fiscal capacity.

In addition to Bhushan and Samy (2012), there are a handful of studies
covering a broader set of countries. Remmer (2004 ) considers 120 middle
and lower income nations from 1970 to 1999 and reports that aid reduces
tax GDP shares. However, Teera and Hudson consider a similar sample
size (116 countries) and period (1975-1998) and find no significant cor-
relation between aid and fiscal capacity. Finally, Gupta et al. (2003) assem-
ble a large sample of 107 developing countries and find that the estimated
aid-fiscal capacity relationship differs depending on whether one considers
the grant (negative) or loan (positive) component of ODA.

Understanding if and how aid affects state capacity is important because
state capacity is one channel through which aid may affect overall eco-
nomic development. There is already a large literature on the relationship
between aid and overall development. Influential papers by Burnside and
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Dollar (2000, 2004) report that a positive effect of aid can only be identi-
fied for countries that already had good policy environments. Subsequent
studies by Collier and Dehn (2001), Collier and Dollar (2002, 2004 ), and
Collier and Hoeffler (2004) echo this claim. However, Easterly (2003)
and Easterly et al. (2000) challenge these findings, reporting such results
are very sensitive to changes in the countries included and time period
covered. A recent paper by Jia and Williamson (2016) find that the
Burnside and Dollar result is not robust to even updated data for the same
countries and time period. In general, numerous studies during the 2000s
and 2010s have reported different results (e.g., Hansen and Tarp 2000,
2001; Dalgaard et al. 2004; Karras 2006; Barro and Lee 2005; Rajan and
Subramanian 2008; Young ct al. 2014).* While it would be inaccurate to
say that a consensus has emerged, a fair reading of the literature suggests
that there is not much to warrant confidence in aid’s effectiveness toward
positive development outcomes.

Regarding the relationship between aid and legal capacity, there is a
literature on the effect of aid on recipient institutional quality within which
some contributions lend insights. Heckelman and Knack (2008) and
Powell and Ryan (2006) find that aid hinders market-oriented reforms.
However, in a later paper Heckelman and Knack (2009) conclude that aid
has no significant effect on economic institutions. Alternatively, Young
and Sheehan (2014) consider the legal system and property rights mea-
sure used in this chapter and report that aid flows have a negative and
significant association with changes in that measure for recipient countries.®

Dara

We wish to focus on the MDG era, which is 2000-2015. Data availabil-
ity—in particular for GDP per capita and the legal capacity measure—limit
us to analyzing the 2000-2014 period. The sources for the data will be the
World Bank’s World Development Indicators (WDIs), the Penn World
Table 9.0 (PWT; Feenstra et al. 2015), the Fraser Institute’s Economic
Freedom of the World (EFW) Project (Gwartney et al. 2017), and the
Polity IV Project (Marshall et al. 2016). The estimations that are reported
in section “Results” are all cross-sectional where the 2000-2014 growth/
change in a state capacity variable is regressed on initial state capacity levels
and average ODA as a share of GDP.

A cross-sectional (rather than panel) analysis of averages is appropriate
in this context for two reasons. First, while the underlying data are annual,
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any effect that aid has on state capacity is unlikely to be (at least in large
part) contemporaneous at that frequency. Second, for the countries
included in our estimations, most do not have continuous 2000-2014
observations for the state capacity variables. (Considering tax revenue
GDP share, for example, only about 60 percent of the possible observa-
tions have values; many countries also have gaps between values with
obscrvations.) This makes panels of shorter averages (e.g., three 5-year
averages) very unbalanced. Our approach, then, is to exploit the overall
(15-year) averages to explore whether countries that generally received
more aid experienced more or less growth in state capacity.

Our first measure of fiscal capacity is a country’s tax revenue as a share
of its GDP. These data are drawn from the WDIs. Also drawn from the
WDIs is data on a country’s share of direct tax revenue in its total tax rev-
enue. Direct taxesin this measure are taxes on income, profits, and capital
gains. Data on both measures are sparse for many countries during the
MDG period. Values for 2000 are often not available and taking growth
rates over the entire 2000-2014 period is in most cases not possible. To
keep the number of country observations reasonably high, we construct
“initial” levels at the average of available 2000-2002 values. (If none of
the three years is available, the country is not included in the estimations.)
We then use average annual growth rates, for the available data within the
2000-2014 period, as dependent variable measures of changes in fis-
cal capacity.

As a measure of legal capacity, we follow Young and Sheehan (2014)
and draw on the legal system and property rights area of the EFW index.
Each country is evaluated based on the extent of judicial independence
and the impartiality of its courts; also the extent to which property rights
are protected by law and their exchange is not restricted by government.
Each country is scored on a scale of 0-10 with 10 indicating the highest
quality of legal system and the most secure property rights.® For initial
values, we again use the average of available 2000-2002 values. We use
2000-2014 average annual changes as a dependent variable.

The control variable of interest is average ODA as a share of a county’s
GDP over the 2000-2014 period. ODA is the most common measure of
foreign aid and includes, in principle, all grants and concessional loans that
are intended to promote economic development and welfare in the recipi-
ent country. Net official development assistance and official aid data are
from the WDIs while GDP data are from the PWT.
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A number of additional controls are introduced into some estima-
tions. These include per capita real GDP and an index of human capital
from the PWT (2000 values); also a country’s polity democracy score
and the overall EFW index.” I also consider oil rents as a share of'a coun-
try’s GDP and, separately, positive and negative terms of trade shocks.
These variables are drawn from the WDIs. Terms of trade shocks are
average values of, separately, positive and negative growth rates of the
terms of trade during 2000-2014. Terms of trade are the national
accounts exports price index divided by the imports price index. Oil rent
shares are 2000-2014 averages. While causal inferences regarding ODA
remain perilous, we want to see if any correlations between aid and
changes in state capacity are robust to including some basic additional
right-hand-side variables.

All variables are summarized, sources are reported, and summary statis-
tics provided in Table 8.1. Also, correlations between the state capacity
variables are reported in Table 8.2. All of the measures are positively cor-
related with one another. The two fiscal capacity measures have the high-
est of the correlations (0.460). The lowest correlation is between the legal

system and property rights measure and the direct taxes share of total
taxes (0.095).

REsuULTS

Baseline estimations are reported in Table 8.3. They are based on regress-
ing the 2000-2014 average annual growth rate or change in a state capac-
ity variable on its initial level and average ODA over the 2000-2014
period. These estimations are based on the largest number of observations
available given the state capacity and ODA variables: between 72 and 85
countries.

ODA is negatively (though not statistically significantly) associated
with growth in the tax shares of GDP and legal system and property rights
scores. The ODA coefficient point estimates are very small in those cases.
Alternatively, ODA is positively and significantly (5 percent level) associ-
ated with direct tax shares. Based on the point estimate, however, the
effect is modest. A one standard deviation increase in ODA (11.10) is
associated with between a 0.01 and 0.02 increase in the average annual
growth rate of the direct tax share. That is only about one-third of the
standard deviation associated with that variable (0.05).
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Table 8.1 Summary of variables included in regression analyses

Variable Description Source  Mean  Std.

Dey.
(a) Tax revenue as ~ Tax revenue as share of GDP (%) WDI 15.06 7.90
share of GDP (2000-2002 avg.)

(b) Direct taxes as ~ Taxes on income, profits, and capital WDI 20.31 12.49

share of total taxes  gains as a share of total taxes (%)
(2000-2002 avg.)

(c) Legal system EFW area 2: legal structure and Fraser 4.76 1.57

and property rights  property rights (2000-2002 avg.) Inst.

Average growth (a) Average of available annual growth WDI 0.01  0.05
rates, 2000-2014

Average growth (b) Average of available annual growth WDI 0.01  0.05
rates, 2000-2014

Average change (¢)  Average of available annual changes, Fraser ~ —0.01 0.08
2000-2014 Inst.

ODA Net official development assistance and WDI/  4.89  11.10
official aid as share of GDP (%) PWT
(2000-2014 avg.)

Real GDP per 2000 real GDP per capita (2011 US$) PWT $8894 $11,749

capita

Economic freedom  2000-2002 avg. of the economic Fraser 632 094
freedom of the world index Inst.

Democracy 2000-2002 avg. of the polity IV Polity 493 3.54
democracy score

Human capital 2000 human capital index, based on PWT 2.16  0.62
years of schooling and returns to
education

Pos. terms of trade  Average value of positive terms of trade WDI 0.05 0.01

shocks growth rates, 2000-2014

Neg. terms of trade  Average value of negative terms of WDI -0.04 0.02

shocks trade growth gates, 2000-2014

Oil rent GDP share  Oil rents as a share of GDP (%), WDI 513 10.42
2000-2014

Notes: “WDI” = World Development Indicators; “Fraser Inst.” = Fraser Institute (sece Gwartney et al.

2017); “PWT” = Penn World Table 9.0 (see Feenstra et al. 2015); “Polity” = Polity IV Project (see
Marshall et al. 2016)

Table 8.4 reports analogous results when several additional controls are
included. These are the (log) of real GDP per capita, the human capital
index, and the initial polity democracy and overall economic freedom
(EFW) scores. (This is done at the sacrifice of a number of country obser-
vations; the samples are now between 59 and 78 countries.) The results
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Table 8.2 Correlation matrix for state capacity measures

Tax vevenue as  Direct taxes as Legal system
shave of GDP share of total and property

taxes rights
Tax revenue as share of GDP 1.0000
Direct taxes as share of total taxes 0.4603 1.0000
Legal system and property rights 0.3305 0.0953 1.000

Notes: All variables are “initial” values, that is, the average of available values from 2000 to 2002

Source: See Table 8.1

Table 8.3 Regressions of state capacity growth on foreign aid and initial state
capacity

(D 2) 3)
Average growth Average growth Average change
Tax revenue as shave  Direct taxes as shave of  Legal system and
of GDP total taxes property rights
ODA —-0.0003 0.001 3 —-0.0004
(0.0004) (0.0005) (0.0005)
Initial state —0.0019:: 0.0005 —0.02 Lsesese
capacity (0.0000) (0.0004) (0.0041)
R? 0.1479 0.0849 0.2420
Observations 73 72 85

Notes: s, %, and #*x denote statistical significance the 10, 5, and 1 percent levels, respectively. Standard
errors are reported in parentheses. Constants are included in all regressions though not reported

Source: See Table 8.1

are essentially unchanged. Aid has a negative but not significant associa-
tion with both the tax share of GDP and the legal system and property
rights measure. Aid again enters positively and significantly (1 percent
level) into the direct taxes share regression. The size of the point estimate
is comparable to the one reported in Table 8.3 so, again, the estimated
effect is a modest one.

Finally, we introduce a second set of control variables (positive and
negative terms of trade shocks; oil rent GDP share) and report the
results in Table 8.5. (Countries included in each estimation are between
61 and 62.) The point estimates look very similar to those from the
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Table 8.4 Regressions of state capacity growth on foreign aid, initial state capac-
ity, and controls for income, institutions, and human capital

(1) 2 3
Average growth Average growth Average change
Tax revenue as shave  Divect taxes as shave of  Legal system and
of GDP total taxes property rights
ODA —-0.0008 0.001 6533 —-0.0002
(0.0005) (0.0005) (0.0007)
Initial state capacity —0.0020s#x 0.0000 —0.0176%x
(0.0007) (0.0004) (0.0076)
Log(real GDP per  —0.0070 —0.0157sx —-0.0057
capita) (0.0079) (0.0081) (0.0109)
Economic freedom  —0.020 L 0.0141x 0.0080
(0.0076) (0.0078) (0.0098)
Democracy 0.0011 0.0038x —0.0009
(0.0018) (0.0019) (0.0024)
Human capital 0.0043 —0.0212x —0.0002
(0.0121) (0.0124) (0.0180)
R? 0.3475 0.3004 0.2018
Observations 59 58 78

Notes: s, s, and #*x denote statistical significance the 10, 5, and 1 percent levels, respectively. Standard
errors are reported in parentheses. Constants are included in all regressions though not reported

Source: See Table 8.1

previous tables. The only change is that now aid is no longer statistically
significant for the growth rate of the share of direct taxes in total
tax revenues.

Summarizing what we see in the data, the MDG era does not appear to
be one where foreign aid flows were clearly associated with increases in
either fiscal or legal capacity, as captured by the measures employed here.
Considering tax shares of GDP and a measure of legal system and property
rights quality, aid flows correlate negatively but not significantly. The only
positive and significant relationship that appears is between aid and the
direct tax share of total tax revenues, yet that relationship is not robust to
changes in a small number of additional controls. (The size of the esti-
mated effect is also small.) At the end of the day, these preliminary find-
ings suggest that the aid-state capacity relationship remains somewhere
between murky and modest.
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Table 8.5 Regressions of state capacity growth on foreign aid, initial state capac-
ity, and controls for terms of trade shocks and oil rents

(1) ) 3)
Average growth Average growth Average change
Tox revenue as shave  Direct taxes as shave — Legal system and
of GDP of total taxes property rights

ODA —-0.0005 0.0012 —-0.0005
(0.0009) (0.0011) (0.0021)

Initial state capacity —0.0020xs: —0.0002 —0.0186s
(0.0000) (0.0005) (0.0044)

Pos. terms of trade  0.0389 0.4339 0.2608

shocks (0.4778) (0.5100) (0.5200)

Neg. terms of trade  —0.5269 0.2467 0.4630

shocks (0.423) (0.4450) (0.4901)

Oil rent GDP share  0.0000 —-0.0005 0.0002
(0.0009) (0.0010) (0.0024)

R? 0.1919 0.0848 0.2085

Observations 62 61 81

Notes: #, #%, and s denote statistical significance the 10, 5, and 1 percent levels, respectively. Standard
crrors are reported in parentheses. Constants are included in all regressions though not reported

Source: See Table 8.1

DiscuUssioN

How do countries build state capacity? Regarding the early-modern
European experience, Charles Tilly (1990) argued that investments in
state capacity were in response to the need to conduct warfare. Tilly’s
argument remains influential today. Regardless of whether or not Tilly’s
interpretation of European history accurate, most would agree that
encouraging warfare is not a solution for developing economies that lack
sufficient state capacity today.

Assuming that a peaceful approach is preferable, how can the govern-
ments of developing economies be encouraged to invest in the infrastruc-
ture necessary to raise sufficient revenues to provide the rule of law and
other common-interest public goods? How can they develop the capacity
to not only raise those sufficient revenues, but also to do so in a broad-
based way that includes the economic elites of their countries? And impor-
tantly, how can they be encouraged to invest in additional infrastructure
that makes sure that they revenues are not used for predation and arbitrary
redistribution?
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This latter question is something left unaddressed by the Tilly hypoth-
esis. As Johnson and Koyama (2017, p. 3) note: “Economies governed by
stronyg, cobesive, and constrained states are better able to overcome vested
interests and avoid disastrous economic policies, while societies ruled by
weak states are prone to rent-seeking, corruption and civil war” [emphases
added]. Governments possessing the capacity to suppress conflict, enforce
rule of law, and provide public goods may not necessarily have infrastruc-
ture that provides them with the information and incentives to do so
(Salter and Young 2018).3

Foreign aid is one potential tool to encourage and provide the means
to developing economy governments to build both fiscal and legal capac-
ity. Indeed, during the Millennium Development Goal era (2000-2015)
the development community has emphasized both the increase in foreign
aid flows and investments in state capacity. Yet the literature the empirical
relationship between aid flows and economic development generally has
not been particularly optimistic in its findings. Furthermore, the empirical
literature on aid-state capacity links is very small and there is little consen-
sus regarding the findings.

And while one hopes that foreign aid does encourage and make possi-
ble developing country investments in state capacity, there are good rea-
sons to believe that the effects will be perverse. Recipient governments
may treat aid as a substitute for domestic revenues and see little reason to
invest in the capacity to extract revenues domestically. Furthermore, their
citizens may come to believe that they rely on donors rather than their
governments for public goods, leading them to see little harm in evading
their taxes. For reasons such as these, the relationship between aid and
changes in recipient state capacity must be seriously explored.

Given the emphasis on building state capacity during the MDG era, we
have tried above to begin such and exploration of the aid-state capacity
relationship during that time period. We have considered the most basic of
fiscal capacity measures—the tax share of a country’s GDP—along with a
measure of direct taxes as a share of total tax revenues. Along with these
measures of fiscal capacity, we have also considered a measure of legal sys-
tem and property rights quality. We have related growth rates or changes
in these measures during the MDG era to ODA flows.

The resulting evidence is very preliminary and we make no strong
claims of causation. However, prima facie, there does not appear to be
much in the data to suggest that aid promotes increases in recipient state
capacity. At best, there is some evidence that aid flows are associated with
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modest increases in the direct tax share of total tax revenue; but that result
is not robust to controlling for terms of trade shocks and oil rents. At
worst, the point estimates indicate that aid flows are associated with
decreases in both the total tax share of GDP and the measure of legal sys-
tem and property rights quality. Thus, it is not at all clear that recipient
governments are using aid to build the infrastructure and institutions nec-
essary to extract revenues and then use them in productive and protective,
rather than predatory, ways.

This paper represents only a first look at the aid-state capacity relation-
ship during the MGD era. Exploring this relationship further is worthy of
future research. The development community’s emphasis on building
state capacity has carried over into the Sustainable Development Goals
(SDGs; established in 2015) era. That emphasis makes sense only to the
extent that we understand the links between development community
policies and (i) developing country state capacity, (ii) the uses toward
which that state capacity is put, and (iii) the effects of the use of state
capacity on economic development. At any of these links, well-intentioned
policies may stall toward their ultimate goals or, worse, have unintended
consequences that are perverse.

NoOTES

1. United Nations (2002), https://www.ataftax.org/en/ (last accessed
August 3, 2018), European Commission (2010), and United Nations
(2015). For example, the European Commission communication states:
“Supporting developing countries in mobilising domestic revenues and in
fighting tax evasion is key in efforts to eradicate poverty as measured by the
millennium development goals.”

2. For example, Crivelli and Gupta (2016); also see the discussion in the World
Bank’s 2017 Worid Development Report: Governance and the Law
(pp- 26-28).

3. Briutigam (2002, p. 11) notes: “If economic elites are largely outside of the
fiscal net, as they are in many developing countries, taxation may not stimu-
late effective demands for power sharing from authoritarian rules.” She
notes that a link between taxation of elites and the development of represen-
tative government is fundamental to the well-known theory of North and
Thomas (1973) and North and Weingast (1989) of the 1688 Glorious
Revolution in England and how it set the stage for the Industrial Revolution.

4. See Williamson (2010) for a discussion of the incentive and information
problems that may lead to foreign aid failing to achieve its goals.
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. Young and Sheehan also address the aid-income growth relationship, find-

ing that after institutional quality is controlled for, aid flows are not signifi-
cantly related to economic growth. There work implies that aid only has a
direct (significant and negative) effect on institutional quality, which in turn
leads it to indirectly harm recipient development. Though not focusing on
the legal system and property rights area specifically, Dutta and Williamson
(2016) temper Young and Shechan’s finding somewhat by reporting evi-
dence that aid can increase economic freedom in recipients that have high-
quality political institutions. (As Dutta and Williamson note, however, most
developing countries are not characterized by high-quality political
institutions).

. The underlying data are from the PRS Group’s International Country Risk

Guide, the World Economic Forum’s Global Competitiveness Report, and
the World Bank’s Dozng Business Survey. Se Gwartney et al. (2017, pp. 265—
267) for details.

. Numerous studies have documented a positive relationship between the

EFW index and economic outcomes that include income levels, income
growth rates, life expectancy, and reports of subjective well-being (Hall and
Lawson 2014). Polity scores the level of democracy in a country, emphasiz-
ing the level of political competition and executive constraint. The scale is
from 0 to 10, with 10 representing a fully institutionalized democracy. The
PWT human capital index is constructed as a function of average years of
schooling (Barro and Lee 2013) and the rate of return to that schooling
(Psacharopoulos 1994).

. Recent work by Bologna Pavlik and Young (2017, 2018) highlights how

medieval and early-modern European experiences with representative
assemblies left cultural legacies that facilitate high levels of state capacity and
institutional quality generally today.
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CHAPTER 9

Foreign Aid and Repression

Faisal 7. Abhmed

INTRODUCTION

In official statements, US foreign aid is declared to promote political lib-
eralization in recipient countries. For instance, the US Department of
State proclaims: “The protection of fundamental human rights was a
foundation stone in the United States over 200 years ago. Since then, a
central goal of U.S. foreign aid has been the promotion of human rights,
as embodied in the Universal Declaration of Human Rights.”? This
democracy-enhancing objective is shared by many other bilateral donors,
such as Canada, Germany, Japan, and the United Kingdom. These pro-
nouncements are guided by the view that democratic governance facili-
tates economic development. Yet for many recipient governments, aid
inflows may offer an opportunity to politically repress their populations;
thus, undermining a key feature of democracy.

This seems to be one of the tragic political ramifications associated with
the world’s largest bilateral aid donor: the United States. Using an instru-
mental variables research design, this chapter argues and presents evidence
that US aid causes a reduction in the quality of political rights in recipient
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countries.? US aid does so in large part by reducing a government’s tax
effort which weakens its incentive to be politically accountable to its
population. This finding runs counter to the stated intentions of the US
government—and other donors—to foster political liberalization abroad
via foreign aid.

How ForeigN Aip CaN ArrecT PoLrtical RIGHTS

Foreign Aid and Political Liberalization

Existing scholarship identifies several channels through which aid can fos-
ter political liberalization.? For instance, building on modernization theo-
ries of democracy, Finkel et al. (2007, 410) argue that aid can “indirectly”
transform the structural conditions that serve as prerequisites for regime
transition (e.g., level of economic development, such as per capita GDP)
and/or “directly” by empowering agents (individuals, political institu-
tions, and social organizations) that struggle for regime change in the
domestic arena. Reform-minded governments can also leverage aid to
accelerate political liberalization. As Wright (2009) shows dictators with
large distributional coalitions and who have a good chance of winning fair
elections tend to respond to aid by democratizing.

The “context” (e.g., geopolitical considerations) in which aid is dis-
bursed can also matter. For example, Dunning (2004) examines the
importance of donor “intent” during and after the Cold War. No longer
concerned with the potential defection to the Soviet Union, Western
donors are less willing to prop up authoritarian governments with aid.
Building on this argument, Bermeo (2011) provides evidence that aid
from democratic donors (e.g., the United States, the United Kingdom) in
the post-Cold War era is associated with improvements in democracy in
recipient countries.

Foreign Aid and Repression

While aid has the potential to foster political liberalization, aid can also
empower governments to restrict political freedom. Existing scholarship
identifies at least two broad channels through which aid can foster political
repression: by affecting the relationship between taxation and government
accountability; and by curbing rent seeking.
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The first channel stems from models of government insularity, which
views the evolution of the state as the result of bargaining between
revenue-maximizing leaders and their citizens (Tilly 1992). In these
models, the political bargains governments make hinge on the distribution
of this income in exchange for staying in power, as opposed to relinquish-
ing some influence over policy choice in exchange for taxes. Foreign aid
has been situated within such models. For example, Moore (1998) argues
that as the share of government income from unearned income (e.g., for-
eign aid) increases, state /society relations are less likely to be “character-
ized by accountability, responsiveness, and democracy” (85). Thus,
governments that do not collect taxes from their citizens because they are
being financed by unearned income do not need to be as responsive to the
needs of their populations (as would be the case with direct taxation) and
may pursue policies that repress their populations.

A second, and not necessarily mutually exclusive, channel posits that aid
can hurt political rights by exacerbating group conflict over unearned
income. Basically, unearned government income increases the “size of the
pie”, and if there are multiple groups dividing the pie, rent seeking can
contribute to increased fighting over it. As applied to autocracies where
groups are less likely to attain their share of the pie through non-violent
means, an exogenous financial windfall is likely to raise internal domestic
discontent and incidences of political violence. In response, an incumbent
regime is likely to employ additional repressive tactics to quell this domes-
tic unrest (Besley and Persson 2011).

Empivical Challenges

Given these divergent predictions, scholars have turned to the data to
reconcile the effect of aid on political rights (see Ahmed 2016 for a litera-
ture review). Of course, untangling the causal impact of aid on “politics”
is problematic as aid disbursements are often correlated with a recipient’s
political conditions. On the one hand, aid may reward countries commit-
ted to political liberalization, such as US aid to shore up nascent Eastern
Europe democracies after the end of the Cold War. On the other hand, aid
may help stabilize autocratic allies (e.g., Egypt) and thus undermine politi-
cal liberalization. To overcome this challenge, the subsequent sections
leverage an instrumental variables strategy to evaluate the causal effect of
the foreign aid from the world’s largest bilateral aid donor—the United
States—on political liberalization in over 150 recipient countries.
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EvaLuaTting THE CAusaL ImpracT or US Aip

The Importance of US Aid

This chapter examines the effect of US foreign aid on political liberaliza-
tion, as the United States is the world’s largest bilateral aid donor. Since
1960, the United States has allocated over $700 billion in bilateral eco-
nomic assistance. This figure excludes US military aid, US aid disburse-
ments to multilateral organization (e.g., World Bank, regional development
banks), and food aid. Figure 9.1 captures the temporal variation in total
US bilateral economic aid (left scale) and as a share of total DAC (right
scale) aid since 1960. US economic aid averaged nearly $17 billion
per annum in the 1960s, during a period when robust domestic economic
growth coupled with relatively intense Cold War tensions increased. As
super-power rivalry eased during the period of détente and the US experi-
enced a recession in the 1970s, US economic assistance fell to around $10
billion per annum (and maintained that annual average throughout the
1980s and 1990s). In the 2000s, primarily in response to the events of
9/11, US economic aid increased substantially. Since 2001, US economic
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Fig. 9.1 US bilateral economic aid, 1960-2009. (Source: OECD DAC)
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aid has averaged over $21 billion per year. Some of the largest recipients
of US aid in the past 15 years have been Afghanistan, Iraq, Isracl,
and Egypt.

The US share of total DAC aid has also varied over time, ranging from
a high of 50% in 1963 to a low of 12% in 1997. Since 1960, aggregate US
aid has amounted to 28.5% of total DAC bilateral assistance, which exceeds
the share of all other bilateral aid donors. Moreover, compared to the
other four largest bilateral donors (France, Germany, Japan, and the
United Kingdom), US aid also tends to be more volatile (annually). From
an econometric standpoint this greater variability is advantageous because
it will generate more precise estimates of the effect of US aid on politi-
cal rights.

Political Economy of US Economic Aid

While recipient characteristics (e.g., “need”, “merit”) are important fac-
tors in shaping their annual receipts of foreign assistance, a significant
component of the United States’ foreign aid budget is determined through
a political process. The majority of US aid is contained in the international
affairs budget and is allocated through the State, Foreign Operations, and
Related Agencies appropriations bill in the US Congress. The Legislative
Branch plays a critical role in US foreign assistance, possessing the power
both to authorize policy and to appropriate funds. In response to the
President’s budget submission (by February 2 every year), the House and
Senate Budget committees are the first to act, setting funding ceilings for
various parts of the budget and guiding the work of both authorizing and
appropriations committees. Each year, 11-12 appropriations bills, includ-
ing the State, Foreign Operations, and Related Agencies bill, make their
way through a long deliberative process in both the House and the Senate.
The appropriations committees, in coordination with the authorizing
committees, determine and allocate federal spending each year, including
foreign aid. Frequently, the resulting appropriations bills and accompany-
ing reports include numerous detailed directives on how funds should be
spent by country and account (Lancaster 2000).

This legislative process frequently reflects the political and partisan
interests of Congressional representatives. For instance, members with a
more right-leaning political ideology (e.g., Republicans) tend to oppose
economic aid than members from more left-leaning districts (Fleck and
Kilby 2006; Milner and Tingley 2010).* The existence of these partisan
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differences over aid allocation suggests that the legislative composition of
Congress influences aid disbursements. In particular, existing theories and
empirical evidence suggest that a more fragmented legislature contributes
to higher government spending, including foreign aid appropriations
(Roubini and Sachs 1989; Alesina and Tabellini 1990). The theoretical
explanations stem from the well-established proposition that higher levels
of aggregate political conflict (e.g., stemming from greater ideological /
partisan differences in legislatures) will result in equilibrium fiscal out-
comes that favor greater spending, since politicians will exhibit a greater
proclivity in providing voters with program benefits. Moreover, greater
heterogeneity in partisan preferences over fiscal policy is likely to require
legislative logrolling, thus contributing to higher overall spending to
accommodate different spending initiatives and to better ensure the bill’s
passage in Congress. A number of studies confirm this legislative
fragmentation-spending relationship, both cross-nationally (Roubini and
Sachs 1989; Alesina and Tabellini 1990) and, in particular for presidential
systems, such as the United States (Alesina and Rosenthal 1995).

With respect to US bilateral aid disbursements, such a relationship is
apparentin the legislative fragmentation of the US House of Representatives.
Figure 9.2 depicts a robust positive correlation between average US bilateral
aid disbursements and a measure of legislative fragmentation based on the
difference in number of Democrats and Republicans in the US House of
Representatives. Specifically, fragmentation (FRAG,) in year ¢ is defined as

(1 |DEMOCRAT, — REPUBLICAN |

%100, where a higher value corre-
435

sponds to greater fragmentation. Using the absolute difference in the
number of House Democrats and Republicans avoids explicitly incorpo-
rating measures of partisanship or ideology (e.g., DW-NOMINATE),
which are potentially endogenous with actual preferences for foreign aid
(e.g., Fleck and Kilby 20006).

Exploiting the legislative fragmentation from the US House of
Representatives (rather than from the Senate) is advantageous for a num-
ber of reasons. First, all 435 members of the House are subject to re-
election every two years as opposed to only one-third of the 100 senators.
Empirically, this means the House FRAG, exhibits greater temporal varia-
tion than the Senate FRAG, and generates a statistically stronger and more
precise instrumental variable for US aid. Second, and most importantly,
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Fig. 9.2 Fragmentation in the US House of Representatives and average US
bilateral aid disbursements. (Source: OECD DAC and United States Congress)

FRAG; is a plausibly exogenous source of temporal variation in US aid
disbursements thatis uncorrelated with political (and economic) conditions
within aid recipients. Changes in the composition of the US House of
Representatives occur bi-annually as a consequence of elections that are
largely determined by local and national political and economic condi-
tions, including (but not limited to) federal spending in Congressional
districts, Presidential coattails, midterm elections, and retrospective eco-
nomic voting. To the best of my knowledge, political conditions in poor
developing countries have not been identified as a determinant for elec-
toral outcomes in the US House of Representatives.

Heterogeneity in US Aid Recipients

The sensitivity of any particular country’s receipts of aid to FRAG, will be
affected by that country’s probability of actually receiving US aid in any
given year. As Fig. 9.3 demonstrates, the US government tends to dole
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out higher amounts of aid to more frequent recipients. This figure plots a
country’s average receipts of US aid (over the period 1972-2008) against
the country’s annual probability of receiving any US aid, P,.° For instance,
Nigeria has a 68% probability of receiving US aid in any given year, with
aid disbursements averaging $31.3 million per annum. In contrast, Algeria
receives a substantially lower amount of aid ($41,803 on average
per annum) about once every three years. The cross-sectional relationship
identified in Fig. 9.3 is analogous to Nunn and Qian’s (2014) observation
that US bilateral food aid is higher for countries that receive food aid more
frequently from the United States.

Interestingly, countries that tend to receive US aid more frequently are
less likely to experience changesin their annual aid receipts. Or stated alter-
natively, more frequent aid recipients tend to have more stable (less varia-
tion) aid receipts from year to year. Empirically, this means the interaction
of FRAG, and P; will be negatively associated with US aid receipts; an
effect that the first stage regression in Table 9.1 demonstrates.
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Table 9.1 The legislative determinants of US bilateral aid (first stage

regression)
Type of US bilateral aid (in log units, 2000
US$)
Dependent variable Economic Econ. and Military
military
(1) 2) 3) 4
FRAG,x P; —0.343 —0.342 -0.314 —-0.153
(0.058)sxx  (0.068 )3 (0.062 )53 (0.062 )3
Recipient characteristics
Fragmentation (FRAG,) 0.37
(0.052 )5
Prob. of rec. aid () 40.73
(5.384)
Log GDP per capita (2000 —-0.099 —-1.412 —0.946 1.177
US$)
(0.285) (0.801)= (0.709) (1.541)
GDP per capita growth (% 0.032 0.023 0.023 0.048
annual)
(0.019) (0.012)= (0.013)= (0.020)x
Log population 0.571 1.638 0.39 -2.684
(0.171)xxx  (1.907) (1.913) (3.013)
UNSC member -0.275 —-0.065 0.054 -0.201
(0.4006) (0.329) (0.309) (0.476)
US ally 0.111 -0.256 1.279 0.872
(0.538) (0.534) (0.419 )sesese (0.651)
Log US exports (2000 0.153 0.1 0.165 0.118
US$)
(0.065 ) (0.064) (0.065 )3 (0.086)
Constant -36.978 20.62 34.132 53.779
(5.229)xxx  (30.008) (30.118) (54.008)
Country fixed effects N Y Y Y
Year fixed eftects N Y Y Y
R-squared 0.44 0.66 0.65 0.57
Number of observations 3853 3853 3853 3853
Number of countries 151 151 151 151
F-statistic on instrument 35.14 25.32 25.39 6.13

Notes: Estimation via OLS. Robust standard errors, clustered by country reported in parentheses. *, s,

s = significant at 10%, 5%, and 1% respectively

Source: Data is from OECD DAC, World Development Indicators, Correlates of War, and the United

Nations
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“Identifying” the Causal Effect of US Aid

I exploit these sources of variation in US aid disbursements to construct a
powerful cross-national and time-varying instrumental variable (Z) for US
aid. The basic idea is to use the instrument (Z) to predict some of the
variation in the potentially endogenous variable, foreign aid. One can then
use this “predicted variation” from an exogenous variable (Z) to evaluate
the effect of foreign aid on the main outcome variable, political rights.
This identification strategy is valid if two conditions hold: Zis a “strong”
predictor of US aid and Zis uncorrelated with the outcome variable, polit-
ical rights.

The discussion in the previous section suggests that the legislative frag-
mentation of the US House of Representatives and P; may be helpful in
explaining some of the variation in US aid disbursements and these two
terms are unlikely to be correlated with political rights in developing
countries. Thus, I interact the legislative fragmentation of the US House
of Representatives (FRAG,) with the probability a country receives US aid
in any year () as an instrumental variable for US aid.

This instrument (4, = FRAG, x P;), which is constructed by interacting
a plausibly exogenous term (FRAG,) with one that is potentially endoge-
nous (P;) can be interpreted as exogenous since the first stage and second
stage regressions control for main effect of the endogenous variable (see
equations below). Specifically, the identifying assumption is that the
“endogenous” variable and the outcome of interest are jointly indepen-
dent of the “exogenous” variable. Such an identification strategy underlies
existing research examining the effect of foreign aid on politics (e.g.,
Nunn and Qian 2014; Ahmed and Werker 2015).

Armed with this instrumental variable, the 2SLS setup is:

First Stage : AID, = o.+B(FRAG, xP,)+7X, +Y, +C, +¢,
Second stage : RIGHTS, =a+b*AID, +c*X, +Y, +C, +u,

Where 7 refers to the country, #indexes the year, X, is a vector of controls,
and C;and 7; are dummies for countries and years respectively. The inclu-
sion of country fixed effects implies the estimated coefficients will evaluate
each aid recipient’s within-country variation in RIGHTS;,. To account for
serial correlation, the standard errors are conservatively clustered
by country.
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In the first stage regression, AID; is each country’s annual receipts of
US hbilateral economic aid, measured in logarithmic units (i.e,
log(1+AID;)). In the second stage regression, RIGHTS;; is an increasing
measure of political rights (where higher values imply greater political
repression). This means that if US aid havms political rights, the coefficient
on AID;, (b) should be positive and statistically significant.

In the second stage regression, RIGHTS; is Freedom House’s
POLITICAL RIGHTS index. Based on the opinions of experts, this index
measures the ability for “people to participate freely in the political pro-
cess, which is the system by which the polity chooses authoritative policy
makers and attempts to make binding decisions affecting the national,
regional, or local community” (e.g., the right to vote, the capacity of
elected officials to have decisive votes on public policies). This index has
been used in similar studies and has the largest country (~150) and tem-
poral coverage (1973 onwards) compared to related measures, such as
those from POLITY and CIRI Human Rights Project.

POLITICAL RIGHTS lies on a seven-point (1-7) scale, where
higher values of POLITICAL RIGHTS (e.g., 6 or 7) correspond to
less freedom. Turning to the instrument, FRAG, is equal to

(1 |DEMOCRAT, - REPUBLICAN |

%1005 Where a higher value (i.e.,
435

closer to 100) implies greater legislative fragmentation in the House of

Representatives. The tendency for a country (7) to receive any aid is given
1 2009

by P;= — Z P, where P,,is equal to 1 if that country receives any aid in
38 1=1972 ’

year ¢ and zero otherwise. Observe, the vector of country fixed effects
absorbs this probability since P; is specific to each country (7) and time-
invariant. The inclusion of year fixed effects subsumes the main effect cor-
responding to legislative fragmentation since FRAG, changes from year to
year, but remains the same across all aid recipients. Year fixed effects also
account for any constant time trend in the independent and dependent
variables.

In both stages, I control for a parsimonious set of covariates (Xj,) that
affects both the allocation of aid in the first stage regression and RIGHTS,,
in the second stage regression: log GDP per capita (“need”) and eco-
nomic growth (“merit”).° I also control for a country’s population size
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since smaller countries tend to receive disproportionately higher amounts
of aid and the “cost” of political repression often varies by country size
(Alesina and Dollar 2000). These control variables also serve to account
for the main channels through which “modernization theories” can foster
political liberalization (e.g., Finkel et al. 2007). Finally, to account for the
United States’” geopolitical motives in allocating its economic aid, I con-
trol for a recipient’s annual consumption of US exports, its membership
on the UNSC, and its alliance status with the United States (for further
discussion of these geopolitical motives, see Ahmed 2016). The economic
and demographic controls are drawn from the World Development
Indicators. UN Security Council membership is available from the United
Nations, alliances from the Correlates of War data set, and US exports
from the International Monetary Fund.

US Aip REPRESSES

This section presents the main results evaluating the effect of US foreign
aid on repression. I first show that the instrumental variable is a robust and
valid determinant of annual disbursements of US bilateral economic aid. I
then move to the second stage regression and show that instrumented aid
deteriorates political rights in recipient countries. The section ends by
showing that US foreign aid harms political rights by lowering a govern-
ment’s “tax effort”, thus weakening its incentives to be accountable to its
population.

Determinants of US Bilateral Aid

Table 9.1 shows that the instrumental variable (FRAG, x P)) is a robust
determinant of annual bilateral disbursements of US aid to about 150
recipient countries. Column 1 presents a specification without any fixed
effects. Consistent with Fig. 9.2, greater legislative fragmentation raises
US aid disbursements (coefficient = 0.37). And consistent with Fig. 9.3,
more frequent aid recipients receive higher amounts of aid (coeffi-
cient = 40.73). The coefficient on the instrumental variable is —0.34 and
is highly statistically significant (p-value = 0.00). This negative coefficient
is consistent with the claim that more frequent aid recipients tend to expe-
rience Jess variation change in annual US aid receipts. The corresponding
F-statistic (=35.14) means the instrument is “strong” (since it exceeds the
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threshold of 9.6 suggested by Stock et al. 2002) and implies the second
stage estimates can be interpreted as causal.

Column 2 shows that the instrument is a strong predictor of bilateral
economic aid in a specification with country and year fixed effects. Note
that this specification excludes FRAG, and P; since they are subsumed by
year and country fixed effects respectively. Column 3 shows that the
instrumental variable is also a strong predictor of bilateral disbursements
of US economic and military aid. Yet the instrument is a poor predictor of
military aid by itself (column 4). In this regression, the coefficient estimate
is much smaller in magnitude and the corresponding F-statistic (=6.13) is
smaller than that associated with economic aid only. This drop in coeffi-
cient size and statistical precision is expected since Congress has less influ-
ence over the allocation of US military aid and therefore, movements in
FRAG, should not affect these disbursements.

Given the strong predictive power of the instrument for economic aid
from these first stage regressions, I therefore gauge the causal impact of
US bilateral economic aid on repression in the second stage (although, as
Table 9.2 shows instrumented US economic and military aid and instru-
mented military aid also harm political rights). Finally, in the first stage
regressions, the control variables have their expected effects. In general,
richer countries tend to receive lower amounts of aid, while those experi-
encing economic growth are “rewarded” with more aid. The time-varying
geostrategic measures tend to have very little effect on US aid.

The Impact of US Aid on Political Rights

Table 9.2 evaluates the effect of US aid on political rights. Column 1
shows that in a “naive” OLS specification, US economic aid has no impact
on political rights. This effect is unsurprising and wholly consistent with
the weak (or null) effects found in existing studies of aid on political rights.
In contrast, column 2 shows that instrumented US aid causes a deteriora-
tion of political rights: a unit increase in log US economic aid raises
POLITICAL RIGHTS by 0.15 index point. This effect is highly statisti-
cally significant (p-value < 0.01) and substantively meaningful: moving
from the 10 percentile of aid receipts to merely the 50 percentile corre-
sponds to around a 2.5 index point rise in POLITICAL RIGHTS. Such a
jump corresponds to a 1.25 standard deviation increase in the POLITICAL
RIGHTS index and is equivalent to moving from a less repressive country
like Peru to a more repressive country like Sudan or Vietnam. This 2SLS
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Table 9.2 US aid harms political rights (second stage regression)

Dependent variable Political rights

0] ) 3) (€] (%)
Method of estimation OLS 2SLS 28LS 2SLS 28LS
Economic aid -0.01 0.149 0.157

(0.010)  (0.069)sx  (0.059 )ssex
Econ. and military aid 0.171

(0.064 )53
Military aid 0.351
(0.191)=
Controls
Fragmentation (FRAG,) —-0.048
(0.010)ssx
Prob. of rec. aid (P) -2.13
(1.012 )3

Recip. characteristics Yes Yes Yes Yes Yes
Country fixed effects Yes No Yes Yes Yes
Year fixed eftects Yes No Yes Yes Yes
R-squared 0.73 0.003 0.64 0.64 0.07
Number of observations 3853 3853 3853 3853 3853
Number of countries 151 151 151 151 151
F-stat on instrument 35.14 25.32 25.39 6.13

Notes: Robust standard errors, clustered by country reported in parentheses. s, s, s = significant at
10%, 5%, and 1% respectively. Economic aid is US bilateral economic aid (2000 US$, log units). Military
aid is US bilateral military aid (2000 USS$, log units). Recipient characteristics include log GDP per capita,
GDP per capita growth, log population, UNSC member, US ally, and US exports. These coefficients,
country fixed and year fixed effects, and a constant are not reported.

Source: Data is from OECD DAC, World Development Indicators, Correlates of War, and the United
Nations

estimate and those with fixed effects are larger than the OLS estimates,
suggesting that they adjust for the tendency of US aid to be directed to
countries with higher quality of democratic governance.” The control vari-
ables (not reported) are consistent with existing findings. For example,
richer countries (i.e., higher GDP per capita) are less repressive.
Instrumented US economic and military aid also harms political rights
(column 4), as does military aid separately (column 5). US economic aid
harms political rights when controlling for military aid separately, as well
in specifications that lag aid by one, two, and five years. As expected, the
effect of lagged aid on POLITICAL RIGHTS is smaller than contempora-
neous aid. The results also hold with data averaged over two- and five-year
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periods. Finally, to allay concerns that controlling for time-varying recipi-
ent characteristics (e.g., level of economic development), may introduce
potential “post-treatment bias”, instrumented US economic aid continues
to damage political rights in a specification without these controls.’

Robustness

The core results in Table 9.2 are robust to an exhaustive list of other
potential concerns, such as: country and temporal outliers (e.g., exclusion
of frequent aid recipients, restriction of samples to the post-Cold War and
pre-2001 periods); spatial diffusion; the inclusion of additional controls
(e.g., political institutions, oil exports, arms imports, overall trade open-
ness); conflict; percentage of foreign-born population; alternate instru-
ments (e.g., using fragmentation in the Senate); alternate specifications
(e.g., controlling for lags and leads of aid, time-varying measures of P);
alternate clustering of the errors (e.g., by region, year, two-way cluster-
ing); the “crowding-out” of aid from other donors; regional trends (e.g.,
differential effects for Africa); and region- and country-specific trends that
vary across the Cold War and post-Cold War period. The core results also
hold for alternate measures of the main second stage dependent variable.
For example, US aid harms other forms of human rights: civil liberties
(Freedom House 2011); political participation (Marshall and Jaggers
2010); and freedoms associated with religious, empowerment rights, and
imprisonment (Cingranelli and Richards 2008).°

US Aid Reduces Tax Effort

Why might US aid harm political rights? As described earlier, one such
channel follows from a model of government insularity.!® In particular, as
a source of nontax income, foreign aid inflows can empower governments
to reduce their tax effort, thus permitting them to be less accountable to
their population (i.e., more repressive). Empirically, this suggests that the
amount of taxes collected from citizens (as a share of total government
revenues) should be negatively correlated with aid inflows. To test this
mechanism, I regress a state’s collection of taxes from income, profits, and
capital gains (as a percent of government revenue) on US bilateral aid
disbursements plus the baseline controls. A reduction in this dependent
variable implies a government exerts less tax effort because it is able to
derive a larger share of its revenue from nontax sources.
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Table 9.3 US aid lowers tax effort

Dependent variable Income tax (shave of government revenue)
(D) ) 3)
Method of estimation OLS 2SLS 2SLS
Log US aid —-0.324 —-1.864 -1.938
(0.200)= (1.045)x (1.023)x
Political rights —-0.050
(0.556)
Number of observations 925 925 915
Number of countries 113 113 111
R-squared 0.83 0.7 0.69

Notes: Robust standard errors, clustered by country reported in parentheses. s, s = significant at 10% and
5% respectively. All specifications control for recipient characteristics (i.c., log GDP per capita, GDP per
capita growth, log population, UNSC member, US ally, and US exports), country, and year fixed effects.
These coefficients and a constant are not reported.

Source: Data is from OECD DAC, World Development Indicators, Correlates of War, and the United
Nations

Table 9.3 presents compelling evidence that US aid reduces tax effort.
In a naive OLS regression, US aid is negatively associated with tax effort
(column 1). In column 2, instrumented US aid has a much larger and
statistically significant effect on tax effort. Moreover, controlling for the
potential mediating effect of repression does not attenuate the negative
effect of instrumented US aid on tax effort (column 3). Instrumented aid
also exhibits a negative effect on the level (in dollars and log units) of taxes
collected (not reported). Together, the results in Table 9.3 suggest that
US aid harms political rights by reducing a government’s tax effort.

CONCLUSION

Since its inception, the US government—Ilike many other governments—
has employed foreign aid as an important component of its foreign eco-
nomic policy. As an instrument of American economic statecraft, the
United States claims to use its bilateral economic aid to promote its
national interest by expanding democracy and free markets, while improv-
ing the lives of citizens in developing countries. This chapter presents evi-
dence to cast doubt on this assertion. US aid can empower recipient
governments to repress their populations, thus weakening an important
feature of democracy.
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This finding refutes some recent empirical findings that aid may improve
political rights in countries that have exhibited a commitment—both
instrumental and normative—to political liberalization. Indeed, while pol-
icymakers and practitioners hope that foreign aid promotes greater demo-
cratic governance, merely examining the correlation between US aid and
measures of democracy can be problematic. For instance, if the US gov-
ernment “rewards” countries that undertake democratic reforms, it is
unclear whether additional US aid necessarily helps these governments on
their reform trajectory. It is quite plausible that these countries would
have continued with their reforms without additional US aid. Overcoming
this concern requires “identifying” a plausibly exogenous of variation in
US aid that is uncorrelated with politics in recipient countries. This chap-
ter uses an instrumental variable to better evaluate the causal effect of US
aid on an important dimension of democracy: political rights.

Indeed, the evidence in this chapter provides evidence of a channel
through which US aid fosters political repression in recipient countries.
US aid can actually weaken a government’s tax effort, thus reducing its
incentive to be democratically accountable to its population. Consequently,
to the extent that political liberalization is an important conduit for
growth, the article’s findings suggest that US aid may also reduce eco-
nomic development. Future research could investigate this, potentially
through the lenses of aid’s impact on other dimensions domestic politics
in recipient countries (e.g., levels of corruption, constraints on govern-
ment leaders and so on).

NoOTES

1. See http://www.state.gov/j/drl /hr/index.htm (Accessed: April 2016).

2. An instrumental variable (Z) can help mitigate concerns with endogeneity
bias, such as reverse causality. For instance, if a country’s political rights (Y)
influence a country’s receipts of foreign aid (X) then estimating the causal
effect of X on 7 will be biased. A valid instrument Z can help overcome
this issue if Zis a strong predictor of variation in X but is uncorrelated with
the main outcome variable, 7.

3. This section presents an abridged discussion on the discussion through
which aid can affect political liberalization. For more detailed discussions,
see Finkel et al. (2007), Wright (2009), and Ahmed (2016).

4. In contrast, House members from more right-leaning districts favor mzili-
tary wid than do members from less right-leaning district.
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5. P;is based on the proportion of years between 1972 and 2008 a country
receives any US aid.

6. Hoeffler and Outram (2011) discuss the “need” and “merit” based deter-
minants of foreign aid.

7. In general, more frequent US aid recipients (who also receive larger
amounts of assistance) tend to be democratic. On average, P; is negatively
correlated with POLITICAL RIGHTS (see Table 2, column 2).

8. These results are available in Ahmed (2016), Table 2 columns 6-10.

9. These robustness checks are discussed and presented in Ahmed (2016) and
its accompanying appendices.

10. Ahmed (2016) shows that US aid does not foster repression via the rent-
secking mechanism.
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CHAPTER 10

Can Foreign Aid Promote Political
and Economic Freedom?

Nabamita Dutta, Michael A. Fakutiju,
and Claudia R. Williamson

INTRODUCTION

Political and economic freedom are seen as values in themselves, are asso-
ciated with increases in quality of life across many dimensions, and are
often espoused by donors as a goal for foreign aid. An extensive literature
exists examining foreign aid’s effect on institutional quality; however,
robust evidence regarding these associations are mixed. No conclusive
answer is reached as to whether foreign aid promotes or degrades political
or economic institutions. Various authors claim that aid has a positive
impact on recipients’ institutions, while others show that it actually has a
negative impact. Another interesting perspective is that aid’s impact on
institutional quality is conditional on existing institutions.
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With higher aid inflows, recipient nations benefit not only from finan-
cial resources but also from knowledge, expertise, and technical assistance
provided by the donor staft. This knowledge may include how to achieve
political or economic freedom. In addition, aid can compensate politically
powerful groups in the short run that might otherwise lose out by the
adoption of democratic, market-oriented policies, improving the likeli-
hood of reform. As a result, aid can positively influence political and eco-
nomic transformation toward more freedoms (Heckelman and Knack
2008). Thus, foreign aid can influence institutional quality via three main
channels: direct monetary transfer, conditionality, and knowledge transfer
(Dreher and Gehring 2012).

Alternatively, aid can degrade institutional quality by expending the
role of the state, promoting government over private investment, and
entrenching inefficient and corrupt regimes (Dutta and Williamson 2016a,
b). As early as 1957, Friedman warned that foreign aid may hurt a recipi-
ent country’s political institutions and civil liberties. For one thing, aid
increases the size of the government (Boone 1996). By providing an alter-
nate source of revenue, aid can disincentivize governments to create effi-
cient institutions (Devarajan et al. 2001, chapter 1). Since aid dollars
typically go to the recipient government, political leaders may take up
inefficient investment projects and subsidize state-owned enterprises
(Heckelman and Knack 2008). In addition, as pointed out by Collier
(1997), foreign aid can have unintended consequences such as increased
tax revenues and greater trade taxes based on donor advice. Aid is also
linked to increases in rent seeking and centralization of power, leading to
a deterioration of institutional quality (Djankov et al. 2008).

Recently, scholars have advanced the conditionality hypothesis: aid’s
impact on institutional quality depends on the pre-existing level of institu-
tions (both political and economic). For example, democratically con-
strained governments will be more likely to utilize aid in a manner that
promotes more freedom. Democratic checks minimize the ability for
recipient governments to misappropriate aid funds and increase the likeli-
hood that conditions are met. As a result, aid may be channeled to benefi-
cial uses including positive political and economic reforms.

Theoretically, the prediction of aid’s ability to buy political and eco-
nomic freedoms is ambiguous. Empirical studies also find conflicting evi-
dence. A large literature concludes that aid does not increase institutional
quality and may decrease it. For example, Djankov et al. (2008) conclude
thataid isa “curse” for institutional quality in a recipient country. Windfalls
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of foreign aid “may result in the same rent-seeking behavior as docu-
mented in the ‘curse of natural resources’ literature” (Djankov et al. 2008,
p. 169). Knack (2004) demonstrates that aid undermines institutional
quality by not promoting democracy or increasing the probability of
reform toward a democratic regime.

In addition, several studies show that aid can decrease economic free-
dom (Knack 2001; Young and Sheehan 2014). Heckelman and Knack
(2008) find that aid decreases freedom in the 1980s, but aid does not
significantly impact economic freedom in the 1990s. In a follow-up study,
Heckelman and Knack (2009) conclude that aid has no significant effect
on economic institutions. Dreher and Rupprecht (2007) and Knedlik and
Kronthaler (2007) focus on changes in economic freedom and find that
IMF involvement reduces economic freedom.

However, Bearce and Tirone (2010) show that aid has no effect on
economic freedom before the 1990s but has a positive effect after the
Cold War. Boockmann and Dreher (2003) document that the number of
World Bank projects increases economic freedom. Similarly, Askarov and
Doucouliagos (2015) find that aid positively affects democratization in
transition countries.

Empirically, others highlight that aid effectiveness is conditional on
recipients’ pre-existing institutions. As pointed out by Kono and Montinola
(2009), Wright (2009), and Dutta et al. (2013) the ability of foreign aid
to influence a country’s level of democracy is conditional on the existing
political institutional infrastructure including the level of democracy and
age of the regime. Similarly, Kalyvitis and Vlachaki (2012) show that the
probability of reform toward a democratic regime depends on prior eco-
nomic liberalization. Dutta and Williamson (2016a, b) establish that aid’s
impact on economic freedom depends on the recipient nations’ quality of
political institutions. For democratic countries, aid may improve economic
freedom; but it may decrease it in autocracies.

This chapter summarizes recent theoretical arguments and empirical
evidence examining the associations between foreign aid and political and
economic institutional quality. We focus on more recent works; thus, our
chapter is not a comprehensive review of the literature. Our summary
highlights the ambiguity that exists and believes more research is needed
to understand how aid affects institutions. Collectively, this literature sug-
gests that aid responds differently depending on the institutional context,
and these results depend on the identification strategy, including estima-
tion selection and choice of instrumental variable(s). Thus, our summary
supports the lack of robustness across previous studies and highlights the
difficulty in drawing strong policy conclusions.
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AID AND POLITICAL INSTITUTIONS

Theoretical Arguments

An optimistic view of foreign aid thinks aid has the ability to make dicta-
torships into democracies. Aid may directly influence political institutions
as it can “release governments from... revenue constraints” (Briutigam
and Knack 2004, p. 255) and enhance the accountability of political
institutions.

Knack (2004) highlights several channels through which aid can pro-
mote political freedom. First, technical assistance and other support can
strengthen opposing branches of government in autocratic regimes. If so,
aid can check the executive’s power, diminishing autocratic control.
Foreign aid specific to organizing democratic elections and supporting
election infrastructure, such as providing security at voting locations,
monitoring election-day activities, and providing external observers who
can certify the legitimacy of electoral outcomes, may also increase political
rights and freedoms. Similarly, if targeted aid can strengthen the rule of
law by improving the criminal justice system, it could also improve recipi-
ents’ political institutions. Supporting this view, Briutigam and Knack
(2004) state that aid can serve as a source of revenue to government,
enabling leaders to strengthen domestic institutions. It can also provide
training and technical assistance which help boost efficiency and effective-
ness of governance in recipient countries.

Second, foreign aid may enhance democracy in recipient nations by
improving education and income. Research suggests that richer and more
educated individuals demand more political freedom. If this is true, and
aid has the power to increase education and income among recipients, aid
can promote democracy in autocratic countries. Thus, aid may have a pos-
itive unintended, indirect effect on governance (Dijkstra 2018).

Third, foreign aid may increase political freedom through conditional-
ity. Donors can require that recipients increase democratization as a condi-
tion of continued assistance, compelling aid recipients to allow more
political freedom.

Foreign aid’s effect on governance can be unanticipated and unin-
tended. A pessimistic view of foreign aid believes aid will directly turn
democracies into dictatorships. Foreign aid gives untrustworthy leaders
resources that can be used to repress their populations, corroding demo-
cratic institutions needed for economic growth, national wellbeing, and
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self-determination. Bauer (2000) argues that foreign aid suffers from an
important asymmetry: foreign aid is only a small percentage of a recipi-
ents’ national income but a large percentage of developing countries’ dis-
cretionary government spending. This gives aid substantial power to
increase corrupt rulers’ control over resources, allowing them to further
concentrate political power, which in turn leads to greater dictatorship.

Similar to Bauer, Dijkstra (2018) contends that large flows of aid
weaken domestic accountability, and often increase corruption in recipient
countries because governments are no longer dependent on the consent
of governing bodies or that of the population (Moyo 2009; Moss et al.
2008). Moreover, aid may strengthen authoritarian regimes by providing
them with resources for increasing repression or for buying oft (potential)
opposition (Dijkstra 2018). Likewise, countries that depend largely on
external rents, for example, oil profits or foreign aid, are less accountable
to civil society than are governments that must rely on tax revenue
(Ross 2001).

Erbeznik (2011) highlights that monetary transfers have negative unin-
tended consequences on the incentives to reform in recipient countries.
For example, aid has failed to promote rule of law reform because an influx
of aid money provides few incentives for political elites to commit them-
selves to the sacrifices needed for real reform and democratic accountabil-
ity. The additional funds enable the elites to remain in power without any
institutional reform. In addition, the presence of many donors can have
unintended negative effects on governance. The many different projects
with different implementation and reporting requirements distract the
attention of government officers from their regular planning and imple-
mentation activities and weaken state capacities. Therefore, aid, much like
oil, tends to hinder political freedom resulting in a political foreign aid
resource curse (Easterly 2006; Djankov et al. 2008; Deaton 2013).

On the contrary, Altincekic and Bearce (2014) argue that there is no
political foreign aid resource curse. They contend that aid is not oil. Oil
has certain key properties: fungibility, no conditionality, and relatively
constant. Aid is less fungible (it is more sector specific), more conditional
(donors demand that their aid be spent on particular public goods), and
aid is less constant compared to state oil revenue. This makes it difficult for
recipient governments to use aid to fund either repression or appeasement
as they would with oil rent. Thus aid should not hinder democracy.

Dutta, Leeson, and Williamson (2013) oftfer a third theoretical view
about aid’s impact on recipient countries’ political institutions called the
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“amplification effect.” According to this hypothesis, foreign aid neither
causes democracies to become more dictatorial nor causes dictatorships to
become more democratic. It only amplifies recipients’ existing political
institutional orientations. Aid makes dictatorships more dictatorial and
democracies more democratic.

Foreign aid provided to corrupt dictators will only amplify their politi-
cal paths as aid resources intended for democratization are likely to be
appropriated and used by autocrats to strengthen their control. By the
same logic, democratic recipient countries can use aid to strengthen dem-
ocratic rights. They have stronger separations of power and more effective
checks on executive power, which help to safeguard against misappropria-
tion of aid dollars. Democratic governments can use foreign aid to help
solidify political rights and freedoms. This view is similar to Morrison
(2007, 2009), Kono and Montinola (2009), Wright (2009), and Bueno
de Mesquita and Smith (2010) who highlight aid’s institutionally stabiliz-
ing effects.

Empivical Evidence

Empirical works support both the optimistic and pessimistic aid perspec-
tive. For example, for a subset of African countries, Goldsmith (2001)
finds that more aid is associated with more political freedom, civil liberties,
and economic freedom. More recently, a sizeable number of authors have
reported positive effects of aid on political institutions. In examining
aggregate unintended effects of aid, Dijkstra (2018) reviews the empirical
evidence of aid on good governance. He argues that the negative impacts
of'aid on governance are much exaggerated, and that the total effect of aid
on democracy is more positive post-Cold War (Dunning 2004). Likewise,
its impact on government capacity and to reduce corruption has improved
overtime with more studies showing a positive effect of aid on political
stability.

More recent empirical works do not support an aid resource curse argu-
ment. For example, Bermeo (2016) empirically demonstrates that aid
does not have the same negative effect on government as oil, providing a
counter to Djankov et al. (2008). In the same light, Altincekic and Bearce
(2014) used Ordinary Least Squares (OLS) and an error correction model
specification on aid recipients from 1961 to 2006 to show that aid does
not produce a political curse.
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Heckelman (2010) relates aid to changes in a democracy index for 26
transition nations in Eastern Europe and former Soviet republics from
1997 to 2007. Using OLS, he finds that an increase in aid per capita is
beneficial to democratic reforms. Foreign aid helped transition nations in
Eastern Europe improve their governance and judicial framework. Askarov
and Doucouliagos (2015) also find that aid positively affects democratiza-
tion in transition countries.

Jones and Tarp (2016) utilize advanced estimation techniques, includ-
ing random effects, system Generalized Method of Moments (GMM),
and bias corrected fixed effects, on a large panel dataset of 104 countries
from 1983 to 2010. They find a small positive net effect of aid on political
institutions, concluding that aid has not had a systematic negative effect
on political institutions. Altunbas and Thornton (2014) also use advanced
estimation methodologies, including instrumenting for aid and system
GMM, to examine the impact of foreign aid on democracy in 93 develop-
ing countries over the period 1971-2010. They concluded that foreign
aid promotes democracy. In the same vein, Kersting and Kilby (2014)
examine the long run association between aid and democracy with interval
regressions on a cross-section of 122 countries from 1972 to 2011. The
authors find a significant positive correlation between aid and democracy,
indicating that over the long run aid can promote democratization of
recipient countries.

Other authors reporting aid’s positive impact on political institutions
stress conditionality. For instance, Gibson, Hoffman, and Jablonski (2015)
used OLS, Ordered Probit, and GMM estimators on Sub-Saharan African
countries from 1980 to 2000. Their results show that targeted aid via
technical assistance helps to explain the timing and extent of Africa’s
democratization. Unless economic liberalization has already occurred,
Kalyvitis and Vlachaki (2012) suggest that aid decreases the probability of
reform toward a democratic regime. Thus, aid’s ability to promote politi-
cal freedom is conditional on economic freedom.

Similarly, Dunning (2004 ) explains his findings due to post-Cold War
conditionalities imposed by donors. Using OLS and two-stage least
squares (2SLS) estimation methods, he finds no statistical significant rela-
tion between aid and democracy from 1975 to 1986. However, over the
1987-1997 period, the relation between foreign aid and democracy turns
positive and statistically significant. This was due to donors’ threats to
make the disbursement of further aid contingent on the adoption of
domestic political reforms.
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Testing the amplification effect, Dutta, Leeson, and Williamson (2013)
empirically demonstrate that foreign aid’s effect on political reform is con-
ditional on a recipient country’s pre-existing political institution. Using
panel data that covers 124 developing countries from 1960 to 2009, they
find that foreign aid increases political freedom in democracies but
decreases it among dictatorial countries. They conclude that aid does not
alter recipient countries’ institutional paths—it amplifies their existing ones.

Not all papers report a positive effect of aid on political institutions.
Evidence exist suggesting negative or at best neutral effects of aid on polit-
ical institutions. Knack (2004) concludes that aid does not promote
democracy. For example, Briutigam and Knack (2004), using OLS,
Ordered Logit, and 2SLS methods from 1982 to 1997 for 32 African
countries, find evidence that higher aid levels are associated with larger
declines in the quality of governance. This has led to lower accountability
of the government to its people.

Jablonski (2014) shows that aid distribution can increase incumbent
vote share, suggesting that aid may entrench democratic leaders. In the
same vein, Asongu (2012) uses 2SLS and system GMM on 52 African
countries for the period 1996-2010. He finds a positive relation between
aid and corruption. Djankov, Montalvo, and Reynal-Querol (2008) lend
support to Bauer’s hypothesis. They empirically show that aid weakens
recipients’ democracy and does so more than natural resource richness
does via the resource curse. Rajan and Subramanian (2007), Smith (2008),
Kalyvitis and Vlachaki (2012), and Bueno de Mesquita and Smith (2009)
provide additional support for the idea that aid may have a corrosive effect
on recipients’ political institutions.

Aid may also encourage political instability and coup (Grossman 1992).
In some extreme situations, aid may even increase violent civil conflicts.
Maren (1997) finds evidence that food aid causes Somalia’s civil war.
Nielsen et al. (2011) suggest that sudden decreasing aid will cause more
conflicts, hence donor countries need to gradually decrease aid to prevent
conflicts from happening. Nunn and Qian (2014) find that increasing US
food aid would increase civil conflicts in recipient countries, in terms of
both incidence and duration, but not on interstate or onset of conflicts.
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A1p AND ECONOMIC INSTITUTIONS

Theoretical Evidence

As with political institutions, theoretical arguments exist for both sides as
to whether foreign aid can positively influence a recipient country’s eco-
nomic institutions. Dreher and Gehring (2012) summarize three main
arguments to explain how aid can influence economic freedom. First,
direct monetary transfers provide funding for public investments and pub-
lic goods without the need to raise taxes (Vasquez 1998). This in effect
raises economic freedom since no additional taxes were collected. Aid dol-
lars can also provide financing to build economic infrastructure in resource
constrained countries, which can allow for more business formation. In
addition, foreign aid can promote economic freedom by directly investing
in entrepreneurs and by reducing arbitrary business regulations that ham-
per competition.

Second, recipient nations can also benefit from knowledge, expertise,
and technical assistance provided by the donor staff. This knowledge can
include promoting market-oriented economic reforms, a prime reason
that led to the Washington Consensus—foreign aid should promote free
trade, sound money, and property rights. Foreign aid donors can explicitly
state that the role of aid is to promote free market economic policies with
the aim of limiting economic activities by government (Heckelman and
Knack 2005). That is, foreign aid is intended by donors to improve the
policy environment for private sector development in recipient nations by
encouraging market liberalization, and donor staff expertise is available to
help transition toward economic freedom.

Third, donors can shift a recipient country’s economic institutions by
allocating aid conditional on improving the economic policy environment.
Practically speaking, aid be used to compensate politically powerful groups
in the short run that might otherwise lose out by the adoption of market-
oriented policies, improving the likelihood of reform. Thus, aid may posi-
tively influence economic transformation toward economic freedom
(Heckelman and Knack 2008).

Similarly, Heckelman and Knack (2005) state that aid can affect policies
in several ways: (1) it can create opportunities for donor staff to offer
policy advice informally or in the form of technical cooperation; and (2)
aid can be allocated on the principle of selectivity—favoring recipients
with a more favorable policy environment. Like conditionality, selectivity



216 N.DUTTAETAL.

can incentivize recipient governments to implement market-oriented
reforms in order to increase their aid allocation.

Yet, on the other hand, by providing an alternate source of revenue, aid
can disincentivize governments to create efficient economic institutions
(Devarajan et al. 2001, chapter 1). Since aid goes to the recipient govern-
ment, political leaders may take up inefficient pet projects and subsidize
state-owned enterprises (Heckelman and Knack 2008). In addition, as
pointed out by Collier (1997) foreign aid can lead to increased tax reve-
nues and greater trade taxes based on donor advice.

Aid can also increase in rent seeking and centralization of power, lead-
ing to a deterioration of institutional quality (Djankov et al. 2008). By
strengthening government at the expense of the private sector, aid can
reduce pressure on government to maintain an environment favorable to
private enterprise. The state becomes larger relative to the private sector,
contributing to increased central planning, collectivization, and public
takeovers of foreign enterprises. Ultimately, these unintended conse-
quences reduce private entrepreneurship. The money available to govern-
ments can also deteriorate the quality of economic regulation by making
rent seeking more attractive and increasing corruption (Svensson 1999).

Policy conditionality sounds good in theory, but it is noted that it
might backfire. Countries that are persuaded to reform also have an incen-
tive to implement minimum reforms necessary to trigger the release of aid
funds, but then reverse the reforms with the promise of future reform in
exchange for additional foreign aid (Collier 1997).

Another form of conditionality is the existence of democracy to protect
against misappropriation of funds. Dutta and Williamson (2016a, b)
emphasize the importance of democratic checks on the impact of aid, as
democracies can minimize the ability of recipient governments to misap-
propriate aid funds. Recipient governments may be willing to liberalize
economic institutions if donors provide financial incentives to do so, and
democratic checks exist to channel aid dollars to the intended goal. In the
same vein, aid’s impact on economic freedom might be negative in auto-
cratic countries due to misaligned incentives, corruption, lack of monitor-
ing, and accountability.

Empivical Evidence

Theoretically, aid’s impact on economic institutions is ambiguous.
Empirical studies also find conflicting evidence. Morrissey (2015) reviews
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recent evidence on effects of aid on government spending and tax effort in
recipient countries. He concludes that aid finances government spending
but there is no systematic effect of aid on taxes. Supporting this last con-
clusion, Crivelli and Gupta (2016) argue that revenue conditionality by
IMF has been effective in offsetting the potential negative effect of aid on
tax revenue.

Others document a direct positive link between aid and economic free-
dom. Bearce and Tirone (2010) show that aid has no effect on economic
freedom before the 1990s but has a positive effect after the Cold War.
Boockmann and Dreher (2003) document that the number of World
Bank projects increases economic freedom.

Other authors are less convinced that aid has positive impact on eco-
nomic institutions. Powell and Ryan (2005) find that from 1970 to 2000
foreign aid decreases economic freedom. They also document that as eco-
nomic freedom increases, foreign aid decreases. This highlights that more
free countries typically do not need aid, but it also suggests that political
leaders might choose to not liberalize in order to continue receiving more
aid dollars.

Using OLS and Granger-causality tests over the 1980-2000 period on
76 developing countries, Heckelman and Knack (2005) find that aid dis-
courages and slows market-oriented policy and institutional reform. They
specifically show that aid harms growth through slowing reform in prop-
erty rights and sound money—which are major areas of market-oriented
policy and institutional reform. Heckelman and Knack (2008) find that
aid decreases freedom in the 1980s, but aid does not significantly impact
economic freedom in the 1990s. In a follow-up study, Heckelman and
Knack (2009) conclude that aid has no significant effect on economic
institutions.

Using OLS and two-stage least square estimations on a panel of 166
countries from 1970 to 2010, Young and Sheehan (2014) examine the
effects of foreign aid flows on variety of measures of institutional quality.
They find that aid flows have a negative impact on both political and eco-
nomic institutions. Dreher and Rupprecht (2007) and Knedlik and
Kronthaler (2007) focus on changes in economic freedom and find that
IMF involvement reduces economic freedom.

Related, Alesina and Weder (2002) do not find evidence that aid may
reduce the level of corruption. In addition, aid may also be linked to cro-
nyism and patrimonialism (Buss and Gardner 2005), weak governance
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(Rajan and Subramanian 2007), and more government interventions
(Easterly 2014).

Dutta and Williamson (20164, b) test foreign aid’s impact on economic
freedom by employing five estimators, including OLS, instrumental vari-
able (IV) estimation, two-way fixed effects, IV fixed effects, and system
GMM on a panel of 108 countries from 1971 to 2010. They establish that
aid’s impact on economic freedom depends on the recipient nations’ qual-
ity of political institutions. For democratic countries, aid may improve
economic freedom; but it may decrease it in autocracies. Collectively, the
results suggest that aid may improve economic freedom when given to
wealthier, economically free, and mature democracies. This suggests that
aid responds differently depending on the macroeconomic and institu-
tional context. They warn, however, that the results are highly sensitive to
model selection, identification strategies, choice of controls, time period
sample, and measurement of aid. As such, it is difficult to draw a definitive
conclusion regarding foreign aid’s influence on economic institutions.
Donors and policymakers should be cautious when attempting to influ-
ence economic institutional quality given that aid’s impact is highly con-
text specific.

In a similar exercise, Dutta and Williamson (2016a, b) test foreign aid’s
effect on press freedom, a subset of economic freedom. Using 2SLS analy-
sis with IV estimation on a panel of up to 106 aid recipient countries from
1994 to 2010, they find that aid only has a positive and significant eftect
on press freedom when given to democratic countries; however, the size
of the effect is relatively small. Meanwhile, in most cases, aid has no impact
on press freedom in autocracies.

Another group of studies relates aid to specific aspects of economic
freedom. Remmer (2004) finds that bilateral aid increases government
spending. Ear (2007) finds that ODA reduces property rights and increases
regulations, but Kilby (2005) shows that aid decreases regulations. Cali
and te Velde (2011) find that aid specific to trade reduces trading costs.
Dreher (2005) finds a connection between IMF projects and lower infla-
tion rates.

CONCLUSION

Previous findings are often inconclusive and contradictory. It is difficult to
draw generalizations summarizing if foreign aid positively or negatively
affects institutional quality. The evidence seems to be more mixed for
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political institutions with authors finding that aid increases democracy
under certain circumstances, but it may also lead to more autocracy. The
amplification effect helps to resolve this ambiguity where aid does not alter
the paths of political institutions; it only amplifies a country’s political
path. The evidence regarding economic institutions is more supportive
that aid decreases economic institutional quality. Conditionality also mat-
ters for economic institutional quality where aid may increase economic
freedom in wealthier, democratic countries.

Collectively, this literature suggests that aid responds differently
depending on the institutional context, and these results depend on the
identification strategy. Thus, our summary supports the lack of robustness
across previous studies and highlights the difficulty in drawing strong pol-
icy conclusions. This suggests that donors should be cautious when
attempting to influence institutions. Aid may lead to marginal improve-
ments under the right conditions, but it may not be capable of major
institutional shifts. In addition, most countries that “need” aid do not
have high-quality, democratic institutions; thus, any positive improvement
in institutional quality attributed to foreign aid is not likely to happen in
most aid receiving countries. Overall, this highlights the sensitive nature of
finding a top-down, one size fits all solution to institutional improvements.

We believe this highlights the need for additional work in order to
understand how aid can alter a country’s institutions and when it might do
so. In order to draw any conclusions, a common empirical framework
should be adopted. This includes how to address endogeneity concerns.
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CHAPTER 11

Potential Pitfalls in Private Aid: A Cautionary
Note for Non-Governmental Assistance

Thomas K. Duncan

INTRODUCTION

Since the turn of the century, there has been a shift in the approach to
economic development taken by the Western world. Once it became
“obvious that earlier public policy models of economic development and
poverty reduction were less effective than desired...international institu-
tions, devoted to promoting development throughout the world, began a
reassessment of their aid programs and the general mode of thinking
about the problem of underdevelopment” (Boettke 2005: 235). After
repeated failures to generate economic growth and prosperity through
top-down technocratic approaches (Easterly 2009, 2015), military means
(Coyne 2005a, b, 2006, 2008), and top-down humanitarian efforts
(Coyne 2013; Duncan and Coyne 2015b), there has been pressure from
the economic literature to focus on institutional and cultural change in the
developing world (North 1990; Boettke 1998; Boettke and Fink 2011).
This reassessment is still an ongoing process, but along with a shift in
thinking over the issues of development there has also been a shift in the
nature of foreign aid delivery and financing that reflect the acknowledgment
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of the need for change. With “official aid channels...facing sustained criti-
cism for favoring political ends rather than development concerns in the
allocation of funds across countries, and for failing to deliver results in
many cases...Citizens in rich countries are increasingly looking to channel
their funds through private organizations, rather than through govern-
ments” (Kharas 2007: 4).

The landscape of economic development has seen a continued shift
away from a predominance of Official Development Aid (ODA) toward
reliance on more private means. Since 2000, “All types of international
financing to developing countries have grown” with “private flows (remit-
tances) [having] grown the fastest (242% over 2000-2016, compared to
113% of commercial flows and 101% of official flows)” (Development
Initiatives 2018: 3). While remittances have been the fastest growing type
of financing and is likely underestimated due to the inability of official
statistics measuring informal remittances (Sy and Rakotondrazaka 2015:
3), commercial, or private capital flows, remain the dominant form of
financial flows to the developing world (The Index of Global Philanthropy
and Remittances 2016: 6; Development Initiatives 2018: 3). As of 2014,
“private financial flows of capital investment, remittances, and philan-
thropy was $801 billion...of which $764 billion came from DAC donors,
and $37 billion from the non-DAC donors measured by CGP. Government
aid totaled $147 billion with $137 billion from DAC donors and $10 bil-
lion from the 11 non-DAC donors measured” (The Index of Global
Philanthropy and Remittances 2016: 5).

While private development assistance (or private philanthropy)! remains
fourth in dollars spent behind commercial (or private capital) flows,?
remittances,® and official government aid for the world (The Index of
Global Philanthropy and Remittances 2016: 6), the swing toward privati-
zation of flows has led private philanthropy in the US to now exceed ODA
(Adelman 2009: 25; The Index of Global Philanthropy and Remittances
2016:9). This shift in balance has a dramatic effect on development efforts
as more than “two thirds of all private development assistance comes from
private sources in the United States...[where] the US is an even more
significant contributor of private development assistance (providing 69%
ofthe totalin 2013) than of ODA (17% of the totalin 2013)” (Development
Initiatives 2016: 2). The US provides approximately nine times the private
philanthropy as the UK, which is the next closest contributor (The Index
of Global Philanthropy and Remittances 2016: 10). Private aid, then, is of
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particular interest to scholars who want to study the impact that the US
has on the international aid community.

In any study of private aid effectiveness, however, it is necessary to dis-
tinguish the overall appeal of private development assistance in relation to
Official Development Aid. While it is possible for private aid to perform
more effectively than ODA, those who see it as a cure-all may assume too
much. Private aid must also overcome a number of obstacles that are simi-
lar in nature to those faced by official assistance. In order to highlight
these potential pitfalls, the remainder of this chapter will proceed as fol-
lows. Section “The Appeal of Private Aid” will discuss the issues faced by
ODA and discuss the theoretical appeal of private assistance. Section
“NGOs and Aid” will provide an overview of non-governmental organiza-
tions (NGOs) to illustrate the particular challenges that private aid still
must overcome. Section “Implications and Conclusion” will conclude.

THE APPEAL OF PRIVATE AID

Issues arise with the utilization of ODA for development purposes for a
number of reasons, all of which are not resolved by the shift toward private
philanthropy. The traditional framework for analyzing official aid is fairly
straightforward. As described by Kharas (2007: 3):

Citizens in rich countries pay taxes to their governments, some of which are
used for development assistance. These rich country governments on-lend
or grant money to poor country governments, who in turn implement pro-
grams and policies designed to accelerate development and reduce poverty.
The framework works well when the public in rich countries is willing to
have tax revenues spent on aid, when rich country governments have confi-
dence in poor country governments to develop appropriate projects and
programs and when poor country governments have the capacity to imple-
ment these programs so as to generate the desired developmental results.

The neat box of this framework begins to break down once certain dubi-
ous assumptions prove to be problematic, and each assumption made
above is accompanied by a measure of dubiousness. The ability or willing-
ness of poor country governments to develop or implement those projects
and programs is not guaranteed (Easterly 2006, 2009, 2015; Guest 2010;
Coyne 2013). There are inconsistent results regarding the ability or will-
ingness of rich country governments to select poor country governments
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based on their confidence that development will arise (Coyne and Mathers
2010; Coyne 2013; Easterly 2015; Duncan and Coyne 2015b). Questions
arise regarding the willingness of citizens in rich countries to have their tax
dollars spent on aid, in what quantities, and for what purposes (Smith
1990; Milner and Tingley 2013; Stoianova 2013) as well as the willingness
of citizens in poor countries to accept aid, in what quantities, and for what
purposes (Duncan and Coyne 2015b; Milner et al. 2016). Simply put, the
concept of “desired developmental results” omits discussion of the level of
decision-making on what those results may be.

The idea that there is confusion between desire and results along the
official aid path from citizens in rich countries to citizens in poor should
not be shocking. Rather than utilizing market mechanisms for determin-
ing the allocation of resources, the tax and spend model of aid distribution
remains a top-down undertaking (Kapur and Whittle 2010: 1150), and
the budgetary process itself creates separation between outcomes and “the
private sacrifices required for its operation. Assessing the personal distribu-
tions of benefits and costs associated with the various programs is imprac-
tical, and likely to remain so” (Brubaker 1997: 355). Rich country citizens
do not have a direct link between liability and the subsequent value-
creation of aid projects as it is “the tax system in place, along with its vari-
ous exemptions and exclusions that determines the liability” (Wagner
2012: 43) and the “ends to be served by the fiscal system are determined
by political decisions” (Buchanan 1949: 504 ). With the link between giver
and taker severed, the incentive structure is not one that generates con-
cern for current revenue stream-to-value calculations (Coyne and Duncan
2019). In short, the ODA channels provide numerous places for which
the principle-agent problem can be exacerbated.

Ostensibly, private aid is better adapted to close this separation. Private
donations are voluntary in nature, implying that private aid donors can be
more selective about the programs they support (Kharas 2007: 5) in both
amount of support and what types of outcomes they are attempting to
achieve. Private aid also has the potential to circumvent the state appara-
tuses of both the rich country government and the poor country govern-
ment (Smith 1990; Kragelund 2004; Knack 2014),* implying that private
aid can operate more quickly and efficiently than its official counterpart.
Private aid may also provide a direct link between the rich country donors
and the poor country recipients as it may allow funds to go directly to
organizations working within recipient countries who are more in touch
with the individuals therein (Bebbington 2005; Peterson 2014). While
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these are all potential implied reason for the idea that private aid is more
capable of success than official aid, there is still the question of whether or
not these implications hold under scrutiny. If private aid is to actually be
more successful, it must better answer the fundamental questions than
official aid does: (1) are rich country citizens (donors) satisfied, (2) do
private organizations make better decisions than rich country govern-
ments, (3) do private organizations make better decisions than poor coun-
try governments, and (4) are poor country citizens (recipients) satisfied?
Each of these questions does have significant overlap with the others. To
put the question succinctly: can private aid arrangements solve the
principal-agent problems better than official aid arrangements?

A surface-level discussion of private aid would suggest that the answer
to that question is “yes” given the reasoning above. The switch to a vol-
untary basis for aid rather than a process of generalized taxation and
spending should provide private actors with the ability to better signal
their discontent. In private charity, unlike official aid, there is the idea that
“the giver is giving directly to the intended recipient...through churches,
religious institutions, not for profit organizations, NGOs, and other
approved entities that are accountable to report to their respective govern-
ment...Here, the giver gives something tangible and of value to an inter-
mediary institution that then either uses those funds to help address needs
or provides a conduit for those funds to get to the intended recipient”
(PovertyCure.org n.d.). However, a deeper analysis may indicate a more
nuanced approach is necessary. The calculation of private philanthropy
typically includes contribution numbers from foundations, corporations,
private and voluntary organizations, individual volunteer time, religious
organizations, and universities and colleges. Not all private aid works the
same way, suggesting that there may be varying degrees of success depend-
ing upon the way that the aid is transferred from rich countries to poor
countries. More importantly, the lack of success may not be the worst
outcome of private philanthropy as “Even the most altruistic giving, with
the best of intentions, does not necessarily achieve the desired end. As
with government-to-government foreign aid, sometimes charitable giving
may actually do harm” (PovertyCure.org n.d.). Also, it should be noted
that not all private aid is completely private. Each of the listed types of
philanthropic activities may have differing objectives and functionalities,
however the significant utilization of non-government organizations can-
not be ignored. Though differing activities will face challenges that are
unique to their specific structures and implementations, the analysis of
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non-government organizations provides useful examples of the types of
issues that private philanthropy may face and, subsequently, must overcome.

NGOs anD AID

Non-government organizations, or NGOs, are the main channel and
mobilizers for private support (Stoianova 2013). According to
Development Initiatives (2016: 4), more than “half of private develop-
ment assistance comes from NGOs” with corporations providing approxi-
mately 20% and foundations providing 16%. It is also estimated,
incompletely, that “there are somewhere between 6000 and 30,000
national NGOs in developing countries” (Kharas 2007: 4). While those
numbers include data from the OECD it is worth noting that if two-thirds
of world funding comes from the US and over one half of world private
philanthropy funding comes from NGOs, the implication is that US-based
NGOs are major factors in the distribution of private aid. Beyond just the
dollar amounts, “NGOs are widely perceived to have set many of the
global public policy agendas..., including issues like unsustainable debt,
environmental degradation, human rights law, landmine removal, and cor-
porate social responsibility” (Jordan and Van Tuijl 2006: 4). Given such
importance, the nature of the NGO must be discussed in detail.

The Structure of NGOs

The appeal of NGOs mirrors and highlights the general appeal of private
aid. These organizations are typically “self-governing, private, not-for-
profit” (Jordan and Van Tuijl 2006: 8) and are “seen as having the capac-
ity to react more quickly and impartially than government institutions in
bringing aid” (Smith 1990: 3). While there is a rational basis for this idea,
NGOs do tend to have a number of structural designs in place that mimic
governmental structures. It is not and should not be surprising that this
structural overlap exists. Both fundamentally operate outside of a market
context, implying that the decentralized decision-making processes will be
weak or not available. The similarities in the problems faced for both lead
to similarities in organizational structure. In both instances, those attempt-
ing to shape the world through aid must rely on a top-down, bureaucratic
system for implementing their goals.

With governmental interventions, including the use of official aid, the
goal is to “alleviate potential or existing human suffering and to improve
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the human condition” (Coyne 2013: 18). Given this objective, official aid
and its implementation in the poorer country is “an attempt to produce a
more beneficial allocation of resources, planned and implemented by the
intervening state” (Duncan and Coyne 2015b: 686). A major issue that
arises with this attempt is that efficient resource allocation is not deter-
mined a priori, but rather is the outcome of the process of market activity
(Mises [1920] 1990, [1922] 1981, [1949] 2007; Hayek 1945; Kirzner
1973). Absent the “higgling and bargaining of the market” (Smith [1776]
1991: 37) with its feedback mechanisms of monetary prices, profit and
loss, the knowledge of individual preferences and resource valuations is
“not given to anyone in its totality” (Hayek 1945: 520). The channels of
official aid, utilizing rich country governments and poor country govern-
ments, almost by definition are intended to circumvent the market pro-
cess. However, resources must still be allocated in some way, leading aid
channels to rely on a non-market method of allocation. Rather than utiliz-
ing the decentralized information network of market activity, purveyors of
official aid default to administrative decision-making that involves the reli-
ance upon a combination of bureaucratic structures and humanitarian
“experts” (Easterly 2015; Duncan and Coyne 2015b).

In providing private aid, non-government organizations are similarly
attempting to reallocate resources without the use of market mechanisms.
Though they are private and non-governmental by design, their not-for-
profit status and mission to alleviate human suffering and improve the
human condition are reminiscent of state-led agencies and organizations.
It should not be overly shocking, then, that the NGO organizational
structure is one that also moves toward administrative decision-making
and bureaucratic mechanisms relying upon expert advice.® This shift
toward non-market allocation and its structural impact creates a series of
unintended consequences, namely revolving around changes in the
incentive-compatibility of the organization. Firstly, while NGOs “can
bring expertise and local knowledge to the need being addressed...there is
no guarantee of this” (PovertyCure.org n.d.) as “outside of the market
context there is no way for experts to determine the true opportunity cost
of resources. Due to the lack of market feedback, the technological experts
will remain, regardless of years of experience and the level of their exper-
tise, unable to actually fulfill their informational role” (Duncan and Coyne
2015a: 400). Secondly, but related to the first, once administrative
decision-making becomes the source of allocation, “administrative deter-
minations, based on the intervener’s [or expert’s| preference for resource
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distribution, take precedent over the determinations of those who con-
sume the resources” (Duncan and Coyne 2015b: 687; see also Hoft 1949;
de Soto 2010). The combination of these phenomena may lead to a fur-
ther series of missteps and unforeseen issues in the process of private aid
distribution.

Unintended Consequences of Expert Information: Solving
the Planner’s Problem

The overall point is that whether it is official aid or private aid, if there is
not a price system providing the information necessary for the allocation
of resources, then someone other than the “buyer” must make decisions
regarding where resources go, which resources go, and how much go.
Kapur and Whittle (2010: 1149-1150) describe the typical flow of infor-
mation for aid projects as flowing from Service Providers to Intermediaries
to Principals (or Funders), a line that does not include the actual benefi-
ciaries of the programs. Rather, the authors note (Kapur and Whittle:
1150) that “the preferences of beneficiaries and their reactions to aid proj-
ects have often been inferred” for “a variety of reasons, including the cost
of communications, long distances, language, and attitudes.” In order to
be a more efficient source of aid than official agencies, private organiza-
tions and NGOs must show that they are better able to overcome these
reasons or provide more accurate inferences. To illustrate effectiveness in
solving the informational feedback problem, NGOs should demonstrate
some capacity for sending aid to where it is most needed or provides the
most benefit, as well as showing an increased capacity for solving the prob-
lems it is intended to solve.

The evidence for whether NGOs perform more admirably is mixed at
best. Biithe, Major, and Souza (2012) show that “humanitarian need” is a
predictor of where NGOs allocate private aid, but that there does not
seem to be a correlation between where private flows go and the expected
“bang for the buck.”® Other studies have found less correlation between
need and distribution of aid. Fruttero and Gauri (2005) discuss how indi-
cators of poverty are not the only or necessarily the most important deter-
minant of aid target locations. Barr, Fafchamps, and Owens (2005: 673)
also find that aid tends not to get to the poorest parts of poor countries,
and that even when NGOs attempt to solve the informational problem by
increasing the involvement of the target population, the methods of iden-
tifying the actual target population may be suspect. Or as Kapur and
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Whittle (2010: 1153) note, “there is no clear evidence that private foreign
aid programs achieve their intended goals.”

In order to illustrate the difficulty in administrative resource allocation,
it may be useful to consider a humanitarian scenario where donors gener-
ously donated medical devices to the Mulago National Referral Hospital
and the Bwindi Community Hospital in Uganda as described in Duncan
and Coyne (2015b: 688-689; see also Miesen 2013). The hospitals were
able to receive the devices, including incubators for Mulago’s Neonatal
Intensive Care Unit and an anesthesia machine for Bwindi. Yet in both
cases, the medical devices have become more of a burden on the local
hospitals than a boon. Though Mulago received 20 incubators, 13 are
broken and 1 had instructions delivered that were in Dutch, a language
not spoken in the region. The anesthesia machine in Bwindi served for
one patient before it stopped working (Duncan and Coyne 2015b: 688).

A system in which prices, profit, and loss were providing information
through the market would allow for feedback mechanisms to “signal a
demand for staff, technicians, repair people, spare parts, etc., but under
the administrative context, these complements and adjustments to chang-
ing circumstances must be recognized and accounted for within the plan”
(Duncan and Coyne 2015b: 688). The absence of the market feedback
when giving donations leads the administrative decision-maker with the
full responsibility for planning for the array of complementary goods to
keep the devices functioning. Creating that system of support a priori is a
herculean task that borders on the impossible. Without that system, “the
medical devices now litter wings in both hospitals, taking up space rather
than providing actual humanitarian benefits” (Duncan and Coyne
2015b: 688-689).

Lest one think this example too specific, it can be noted that this is not
the only case in which administrative decision-makers and experts show an
inability to grasp the difficulty of economic coordination absent price sys-
tems. The knowledge problem is a well-known phenomenon in economics
(Hayek 1945), but Easterly has been very clear in his examples of the plan-
ners versus searchers issue (Easterly 2006) and the problems that arise with
heavy reliance upon experts for a solution (Easterly 2015). Moving from
the international aid scene to a more local issue, Smith and Sutter (2013:
177) note that in the aftermath of the 2011 tornado in Joplin, Missouri,
the relief effort saw “excessive and unnecessary donations” including an
overabundance of bottled water and donated clothing to the point the use-
less donations were referred to as “the disaster after the disaster.” That
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does not imply that in this instance the private relief aid was more harmful
than beneficial, but the relief process was aided by the coordination of local
individuals, retailers, and organizations that had local knowledge of the
crisis. Even with the localized knowledge and cultural similarities between
the donors and donation recipients, Joplin still received an inefficient mix
of donations. The local knowledge sources and cultural similarities are
often lacking for international private aid, leading to an even greater sepa-
ration between the efficient and the actual outcome (Bell and Carens 2004 ).

The Producers Are Consumers

The idea that NGOs and private aid may fail to address the needs of the
proposed beneficiaries is not a new concept. As Kapur and Whittle (2010:
150) note, the information flow is from Service Providers to Intermediaries
to Funders, but the delegation flow runs the reverse: Funders to
Intermediaries to Service Providers. The informational channel, then, is
not necessarily intended to provide the most benefit to the poorest, but
rather to provide the most perceived benefit to the funding source. Part of
Fruttero and Gauri’s (2005) explanation for aid locations not being fully
determined by “charitable inclinations alone” is that the need to secure
donor funding is also a large determinant in where aid and aid projects are
targeted. The incentive structure of NGOs is not difficult to surmise. Even
for those organizations that truly desire to provide aid to those in need,
they “like any organization, have to meet payroll, and they face the con-
stant temptation of becoming primarily focused on doing what best allows
them to meet that goal” (PovertyCure.Org n.d.).

The drive to attract donors in order to sustain the organization does
have effects on the populations that NGOs will target. As stated above,
there are between 6000 and 30,000 NGOs operating in the developing
world. Each of these organizations must compete in this crowded land-
scape. Burger and Owens (2011) find that NGO survival is dependent
upon the ability to attract foreign or international grants. This situation
creates a fierce competition for donors, leading organizations to spend
resources for both outright lobbying and advertising (Cooley and Ron
2002: 17; Coyne 2013: 97). In the race to create financial viability for the
organization itself, “many are put in the position of having to choose
between actual aid for those in need and finding convenient ways to signal
that the organizations are operating where they are needed and that the
money is being well-spent” (Duncan 2014: 137).
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The competition for funding and the need to visibly signal leads NGOs
toward selecting high-profile locations in which to operate. Since the tar-
get audience is the international community (Burger and Owens 2011),
greater media visibility or “media saturation” is an important component
to being noticed in a crowded field (Cooley and Ron 2002). The example
of Goma, Democratic Republic of Congo after the 1994 Rwandan
Genocide crisis illustrates the effect that media saturation can have on the
motives of NGOs (Cooley and Ron 2002; Terry 2002; Mills 2005;
Duncan 2014). Given the attention received by the genocide and cholera
epidemic that followed in the refugee camps, Goma became a must-go
place for aid organizations lest they miss out both the short-term funding
for the crisis and the long-term funding that such a public crisis would
provide. While the crisis was severe and an appropriate response would
have been beneficial to the refugees, the lack of coordination amongst
responding NGOs led to a massive influx of between 150 and 200 organi-
zations bringing roughly $1 billion to the area in a single year (Cooley and
Ron 2002; Buscher and Vlassenroot 2010). With a mix of the best of
intentions and a desire to be seen as responding in order to attract dona-
tions, this influx may very well have been the “disaster after the disaster.”
The scale of this intervention into the region shifted the nature of regional
economic activity. During this period, Goma became a city based on
NGOs with a local population increasingly dependent on the organiza-
tions themselves as the chief labor market (Buscher and Vlassenroot 2010;
Duncan 2014). While dependency on aid is not an unknown problem
(Easterly 2002, 2006), the magnitude of this disruption reoriented the
labor market, the housing market, and altered any healthy economic
growth path that the area may have formed in the absence of the organi-
zational influx.”

The Goma influx illustrates how the drive for donors can influence the
decision of where NGOs undertake their activities, as well as illustrating
the unintended consequences when a large number of organizations
respond to the same incentive. This same desire to attract funds also results
in the utilization of government sources.®

Non-Government But Government Funded

The overlap between private organizations and government funding is
also not a new phenomenon (Smith 1990; Najam 2000; Coyne 2008).
During World War 1II, the US government provided select private
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organizations with funding to achieve policy goals that matched the war
effort; a greater number of organizations were allowed to access federal
funds (Smith 1990).° Given the flow of federal money allocated to private
organizations during the war effort, the organizations’ leadership had
every incentive to continue the relationship into the post-war and Cold
War periods. The attachment of NGOs to military engagements also did
not end following World War II. During the Korean War, “all voluntary
cash contributions were channeled through the Department of State” and
then distributed to private organizations who “proved to be useful instru-
ments in the accomplishment of U.S. government goals abroad” (Smith
1990: 51). This trend of entangling military and NGO activities has con-
tinued in varying degrees through more recent engagements, such as the
war in Afghanistan.

While the perceived militarization of humanitarian aid does cause ten-
sion between the aid community and the military, the utilization of NGOs
is viewed as a strategic tool by the military (Coyne 2013: 139). Though
the NGOs do not operate as active combatants, they do help to ease the
burden of relief projects so the military can focus on combat activities. The
aid and relief projects also increase the legitimization of military exercises
in foreign arenas (Hechter and Vidal-Aparicio 2011). The NGOs in
Afghanistan, for example, may “place primary emphasis on gaining com-
munity buy-in and investing in quality projects,” these efforts overlap with
the military’s attempt to win the hearts and minds of the local populations
(Coyne 2013: 139).

The example of the military ties with NGO activity is a very specific
example, yet it illustrates an important point. While not all the organiza-
tions involved in Afghanistan may be federally funded, many were still
utilized for ends not their own. Najam (2000: 388-389) describes such
scenarios as co-optive relationships “when governmental and nongovern-
mental organizations share similar strategies but prefer different goals,”
where the relationships “are likely to be unstable, and one or both parties
will attempt to change the goals of the other. The relationship could linger
into mutual manipulation, turn into outright confrontation, or convince
one party that their ends are a subset of the other party.” The co-optive
relationship and goal manipulation may become more prominent, and less
likely to end favorably for the NGO, when the power structure is shifted
in such a way as to make the NGO dependent upon government as a
source of funding.
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As governmental funding flows through the private organizations, their
very identity as “non-government organizations” may be called into ques-
tion (The Economist 2000; Coyne 2013: 37). The NGOs’ shift in stance
does not necessarily have to be paired with military engagement as in the
example provided. However, given that NGOs are credited with helping
to establish numerous global public policy agendas (Jordan and Van Tuijl
2006: 4), concerns arise regarding potential biases that may emerge.!* If
the problem with official aid channels is their “favoring political ends
rather than development concerns” as Kharas (2007: 4) suggests, then to
the extent that NGOs respond to the will of the governmental donors and
press toward political ends, the “privatization” of aid may not actually
resolve the issue. Even Kharas’s choice of development concerns is an
interesting one. Though not a complete proof of the politicization bias, it
is worth noting that many NGOs identify as developmental rather than
relief even though private donations are far more likely to expand during
times of disasters (Smith 1990: 7; Stoianova 2013: 1). This correlation
may imply that attracting private donors, who appear more interested in
relief than development, may not be the primary focus of many NGOs.

Avoid the Toxic Pavtnevships

A final issue to discuss regarding NGOs is their use or non-use of partner-
ships with poor country governments. Again, if the idea of private aid is to
avoid the involvement of governments who lack the desire or capacity for
desired projects, then NGOs must show that they fair better on this mar-
gin than official aid. In this aspect, NGOs may have the advantage over the
official aid channels (Bebbington 2005; Peterson 2014; Knack 2014). The
2005 Paris Declaration on Aid Effectiveness stressed an international
desire for greater private aid cooperation “to ensure the effective delivery
of development assistance by placing responsibility on partner govern-
ments and donors” and improve “donor performance and developing
country government systems” through “the joint delivery and manage-
ment of aid” (Harmer and Ray 2009: 5). While there has been this push
for NGOs and other private flows of aid to involve the poor country gov-
ernments, there has also been an understanding that “the Paris Declaration
is only applicable beyond a specific threshold in state capacity, legitimacy
and accountability. If these elements are weak or under threat the Paris
Declaration cannot be applied to development cooperation” (Harmer and
Ray 2009: 5). Knack (2014) shows empirically that donors have taken this
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mixed approach seriously, utilizing poor country governments where cor-
ruption and institutional issues are less prevalent but relying upon their
own systems in places where there is greater prevalence.

IMPLICATIONS AND CONCLUSION

Ultimately, there is still a great appeal in the use of NGOs and private aid
generally. There are margins on which the privatization of aid appears to
be more effective than the official aid channels. However, the use of pri-
vate aid should not be viewed as a cure-all for the important issues that
surround foreign aid in either the humanitarian or the development area.
Private organizations face many of the same concerns that governmental
agencies do and must continue to develop appropriate feedback mecha-
nisms to strengthen the chain of information. Without these feedback
mechanisms, there may remain an inherent “tension between accountabil-
ity to the foundation giving [the NGO] financial support and allegiance to
the intended beneficiaries who may see the world differently than the
foundation’s grant officer” (Charnovitz 2006: 33). Potentially, some
incentive issues may be mitigated by shifting the focus of accountability
toward measures of performance (Charnovitz 2006), including additional
stakeholders in the discussion regarding aid projects (Okwaare and
Chapman 2006), or generally experimenting with other forms of informa-
tion pathways (Jordan and Van Tuijl 2006). However, even should the
incentive problem be resolved through changes in the accountability pro-
cesses, these feedback mechanisms must also form a resolution of the
knowledge problem regarding resource distribution. The channels of pri-
vate aid, NGOs or otherwise, who are able to avoid these pitfalls to a
greater extent will perform more admirably.

NoOTES

1. Private philanthropy here includes giving from foundations, corporations,
private and voluntary organizations (PVOs), universities and colleges, and
religious organizations (Adelman 2009: 25; The Index of Global
Philanthropy and Remittances 2016: 9). Per Development Initiatives
(2016: 1), “Private development assistance includes all international con-
cessional resource flows voluntarily transferred from private sources for
international development. These flows are the private finance channelled
through NGOs, foundations and corporate philanthropic activities. Other
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terms used interchangeably with private development assistance include
international private giving, international philanthropy, voluntary giving,
private development aid, and private development cooperation.”

. Commercial, or private capital flows, include resource items such as foreign
direct investment, commercial long-term debt, short-term debt, and port-
folio equity rather than money given specifically as philanthropic assistance.
According to Development Initiatives (2018: 3), “commercial long-term
debt was the largest single resource flow in 2016” signifying that these
types of flows often come in the form of loans to developing countries.

. Remittances are treated separately from private philanthropy as “the World
Bank and other studies are clear that the funds sent back by migrants to
their families and to community development projects are one of the stron-
gest poverty reduction forces in poor countries” (Adelman 2009: 23).

. It should be noted that private aid research often has qualifying statements
regarding both the ability to circumvent governments and achieve effi-
ciency gains, some of which will be discussed below. For example, the
donors’ use or non-use of poor country government mechanisms is in part
determined by the quality of those mechanisms (Knack 2014).

. Add to this effect the legal need for NGOs to report to official channels
and agencies, who operate in an administrative and bureaucratic manner,
and the shift toward mimicry of bureaucracy becomes even more pro-
nounced (Bebbington 2005: 939).

. The aid effectiveness is generally difficult to measure for private or official
aid. If aid goes to where it is “most effective” the effectiveness may also be
a function of capability for resolving the issue, growth or humanitarian,
that the country already possessed (Flores and Nooruddin 2009).

. The lack of coordination, and its subsequent lack of communication, also
led to NGOs unknowingly funding the rearmament of aggressors that per-
petrated the original refugee crisis (Chandler 2001; Cooley and Ron 2002;
Terry 2002).

. For example, a 2016 report by NGO Monitor shows that for 27 NGOs it
sampled between 2012 and 2014, 65% of funding came directly or indi-
rectly form government sources, 34% came from private sources, and for
1% the source remained unclear (NGO Monitor 2016). Stoianova (2013:
16) similarly notes: “On average, 98% of ICRC [The International
Committee of the Red Cross] financing comes from institutional donors
and a mere 2% is raised from private donors” though that relationship does
flip in favor of private funding for the International Federation of Red
Cross and Red Crescent Societies (Stoianova 2013: 14) and the American
Red Cross (Kapur and Whittle 2010: 1145).

. According to Smith (1990: 48), one of the early non-military funding pro-
grams was used to send surplus agricultural products overseas to keep farm
prices high, culminating officially in the Agricultural Act of 1949.
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10. As an interesting example of organizations avoiding this bias, consider
Doctors Without Borders (Médecins sans Frontiéves), an NGO that is
“explicit in their mission and principles that they are funded independently,
and operate independently...and the fact that they are not funded by any
governments” (Peterson 2014: 90).
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CHAPTER 12

Remittances and FDI As Privately Provided
International Aid

Olga Nicoara and Scott A. Burns

INTRODUCTION

Foreign aid to the world’s poor has been a point of contention since the
reconstruction period post-World War II. The battle of ideas and the
world race for economic and geopolitical power led to the division of the
world into “the West” or the “First World,” represented by the capitalist
economies; “the East” or “the Second World,” represented by the com-
munist economies, including Soviet Union; and “the Rest” or the “Third
World” (Bauer 2004). For the dominant leaders of the world at the time,
the Third World became grounds for experimentation with two eco-
nomic systems: capitalist versus communist. The question was: which
economic system leads to the greatest economic performance in time?
With the fall of communism in Central and Eastern Europe (C&EE)
(1989), and the collapse of the Soviet Union (1991), experts in Western
nations assumed the task of prescribing solutions for the poor. The first
Washington Consensus (1990) contained a list ten prescriptions for
development in three target areas of the world: Latin America, Sub-
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Saharan Africa, and Eastern Europe. The focus was to privatize, liberal-
ize, and stabilize the economies of the formerly called Second and Third
Worlds undergoing transition from predominantly socialist systems to
predominantly capitalist systems, from centrally planned to market-based
economies, from poverty to prosperity. The three Western intergovern-
mental organizations established in the post-War period to plan and
implement reconstruction and development programs, the IMEFE, the
World Bank, and the United Nations have faced at best moderate success
in their initiatives to help the poor.

Concomitant with the elaborate development programs designed
by “the West” to fix “the Rest,” migrant workers from developing
nations earning honest incomes abroad have been sending remittances
home, contributing to economic growth and development in a more
direct and sustainable way. Indeed, the contribution of remittances to
global is so stark that the United Nations have come to recognize
them as “an untapped engine for sustainable development” (United
Nations 2018).

In this chapter, we argue that despite elaborate prescriptions and cor-
responding programs for development implemented by international aid
organizations, personal remittances and Foreign Direct Investments
(FDIs) helped poor nations overcome their initial condition more.
Indirectly, increased global economic freedom, including the openness of
rich nations to receiving immigrants and migrant workers, along with
innovative payment technologies that bridge the gap between givers and
recipients, helped the discovery and exploitation of entrepreneurial oppor-
tunities, fostering mutually beneficial gains from trade.

We define “private international aid” as any monetary or in-kind con-
tribution or transfer made by a private individual or a private organization
engaged in the private sector of an economy of origin to a private indi-
vidual or organization located in the receiving country. Our definition
includes transfers by private individuals at large, making it broader than
the profit-oriented definition advanced by the Organisation for Economic
Co-operation and Development’s (OECD) Development Assistance
Committee (DAC).
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TaE FRAMEWORK FOR UNDERSTANDING PRIVATELY
PrROVIDED AID

Why is the private sector better equipped to provide aid than governments
and state-funded entities? Economists who study the political economy of
foreign aid generally argue that this is because of two related factors
(Williamson 2010). First, private agents are more likely to possess local
knowledge about a specific culture or region that makes them better suited
to determine the best means for providing aid than foreign officials or
agencies from afar. To the extent they operate in a market setting, they
also have access to market prices and profit and loss signals that govern-
ment agencies might not. Second, they are more likely to have an incen-
tive to achieve the desired goal and to do so in a cost-effective manner
since it is often their money (or their donors’) and their firm’s reputation
that is on the line.

In his book Doing Bad by Doing Good (2013), Christopher J. Coyne
explains why foreign aid so often fails to meet its stated objectives using
insights from the Austrian and public choice schools of economics on
these twin problems of inadequate knowledge and poorly aligned incen-
tives. During the socialist calculation debate, Austrian scholars Ludwig
Mises (1920 [2012]) and F.A. Hayek (1945) argued that in the absence
of private property and market-generated prices it would be impossible for
centrally planned economies to engage in rational economic calculation
(Boettke 1998). As Coyne puts it, the same “planner’s problem” that
socialist leaders encounter when trying to plan for an economy in general
also applies to the more specific case of foreign aid programs directed by
governments or government-affiliated nonprofits. Namely, without access
to market-generated price signals, planners would in effect be operating
“in the dark,” unable to calculate with any precision how effective what-
ever means they might have at their disposal would be at achieving their
desired ends.

The knowledge problem outlined by Austrian scholars provides com-
pelling evidence that foreign aid is likely to fail even if we grant the gener-
ous assumption that those who are responsible for administering it have
the best of intentions. But even if we turn this assumption on its head and
assume that planners could somehow access the sort of knowledge that
would be required to efficiently marshal resources, public choice econom-
ics explains why the bureaucracies responsible for administering aid pro-
grams would still likely fail due to perverse incentives. Bureaucrats don’t
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just suffer from a lack of profit and loss signals, as Austrians stress. As
Gordon Tullock (1965 [2005]) observed, they also often face an incentive
structure that is fundamentally different than that of market actors.! Since
their revenue is derived not from sales to the public but from government
appropriations, their success or failure cannot be measured by profits or
losses which, in a market context, reflect how well they met their customers’
needs. It is instead most often gauged by factors like how eftectively they
were able to increase their budget and expand the scope of their opera-
tions rather than achieve their stated goal. This goal to maximize their
budget often leads bureaucrats to engage in “mission creep,” expanding
the scope of their duties to justify additional funding. It also leads them to
engage in wasteful spending to deplete their budget and justify asking for
more funding.

Although foreign aid and government planning played a major role in
many post-war neoclassical growth models, their failure has led many
economists today to conclude that the private sector—and, in particular,
private entrepremenrs—are the primary drivers of sustainable economic
growth (Powell 2008; Kasper et al. 2013). The emphasis on entrepreneur-
ship has accelerated dramatically in recent years (Minniti 2007). As noted
earlier, private entrepreneurs are far more likely to have access to the sort
of local knowledge required to achieve a specific objective. They are also
more likely than bureaucrats to have an incentive to marshal their scarce
resources in a cost-effective manner. This is why over the past few decades
economists’ focus has shifted away from the potential benefits of foreign
aid and toward the question: what policies do the best job of creating an
enabling environment for private entrepreneurship?

In his classic article, William Baumol (1990) argued that the total sup-
ply of entrepreneurs exhibits relatively little variation across place and
time.? Since the supply of entreprencurship is relatively constant across
time and place, Baumol’s central thesis is that the degree to which entre-
preneurial activity contributes to economic growth ultimately depended
on its allocation between productive activities, such as innovation, unpro-
ductive activities, such as lobbying and rent-seeking, and destructive activ-
ities such as theft. “This allocation,” he concluded, “is heavily influenced
by the relative payoffs societies offers to such activities,” and these payofts
are ultimately determined by the institutional rules that govern a society
(Baumol 1990, 893).

Baumol’s emphasis on the role that institutions play in directing entre-
preneurial activity dovetails nicely with the work of Douglass North and



12 REMITTANCES AND EDI AS PRIVATELY PROVIDED INTERNATIONAL AID 249

others in the New Institutional School. According to these scholars, insti-
tutions are the formal and informal rules of the game that govern a society
(North 1986). By establishing clearly defined rules of association, institu-
tions lower transaction costs, facilitate exchange, reduce uncertainty, and
help economic actors coordinate their actions over time (North 1990). In
short, the institutional rules that govern a society serve as a filter for
entrepreneurial activity. They can either steer entrepreneurs toward or
away from productive activities.?

What specific policies do the best job of promoting productive entre-
preneurship? A deep empirical literature has emerged in recent years on
the close connection between entrepreneurship and economic freedom.
The results show that economic freedom as defined by well-defined prop-
erty rights, a freely functioning price system, low taxes, and a relatively
simple tax code, competition (most notably in the form of low legal barri-
ers to entry into any particular sector), and stable governance under the
rule of law plays a critical role in encouraging entrepreneurs to engage in
productive, wealth-generating activities (Gwartney et al. 1999; Faria and
Montesinos 2009). These findings are wholly consistent with Adam
Smith’s observation centuries earlier that “Little else is requisite to carry a
state to the highest degree of opulence from the lowest barbarism but
peace, easy taxes, and a tolerable administration of justice” (Smith 1776
[2008], xliii). They are also consistent with Bauer’s (2004) work on the
fundamental institutional building blocks that help usher an economy
“from subsistence to exchange,” Easterly’s (2006) discussion of the
importance of relying on “searchers” (i.e. market entrepreneurs) over
“planners” (politicians and bureaucrats) and their often misguided foreign
aid and planning efforts, and Olson’s (1996) discussion of the type of
institutional rules that erase the wide variety of unexploited gains from
trade that are prevalent in the developing world.

What does all of this imply about the efficacy of foreign aid? First,
although foreign aid might be able to achieve some limited success in
meeting short-run humanitarian goals like providing clean water or vac-
cinations, private actors are far more likely to possess the sort of local
knowledge and properly aligned incentives that are required for meeting
these goals (Williamson and Coyne 2014). Second, and most important,
foreign aid and government planning are not capable of solving the more
fundamental, long-term economic problems that are required to lift large
numbers of people out of poverty. Ultimately, the best way to promote
sustainable economic development is not to expand foreign aid or cede



250  O.NICOARA AND S. A. BURNS

more resources and authority to politicians and bureaucrats. It is to adopt
market-friendly policies that make it easier for entrepreneurs and private
donors to find innovative ways to solve complex problems. Development
planners and foreign aid advocates often fall prey to the temptation to
believe that the developing world can only be saved through “big solu-
tions” orchestrated in a top-down fashion. But as research on the
connection between institutions and entrepreneurship illustrates, the only
real way to achieve these ambitious goals is by embracing a humbler
approach—one that recognizes the importance of the entrepreneur and
limitations of foreign aid and top-down planning.* Minniti (2007, 787)
aptly summarizes this “bottom-up” approach to aid:

In the long run, governments can only provide an underlying environment
conducive to the emergence of productive rather than unproductive entre-
preneurship. Thus, government should endeavor to create enabling envi-
ronments conducive to the division of labor, the commercialization of
invention, and exchange.

REMITTANCES AND DEVELOPMENT

In a globalized world, one major form of private international aid, we
argue, is represented by personal remittances. A remittance takes place
whenever an individual earning an income in a foreign country sends
money to a recipient, typically family members and/or friends, in the
home country. Remittances are an important source of external income
for many poor nations in the world. Table 12.1 shows the top 30 African
countries sorted according to the total personal remittances received in
2000 and 2017. On the African continent, Nigerians abroad sent the most
remittances home, totaling 29 billion of US dollars, or 154 US dollars per
person in 2017. The per capita impact of remittances is even greater in
low-income African economies, like Senegal, with 169 US dollars received
per person in 2017 (See Table 12.1). In the low-income economies of
Comoros and Gambia remittances accounted for approximately 21% of
their respective GDPs in 2017, followed by Liberia (19%), and the lower-
middle-income economies of Lesotho (15%), Senegal (14%), Cabo Verde
(12%), Togo (8%), and Ghana (7%). Similarly, Table 12.2 shows personal
remittances received in a group of 30 formerly socialist countries in Europe
and Central Asia in 2000 and 2017. Among the former socialist econo-
mies of Europe and Central Asia, remittances sent by Ukrainians abroad
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Table 12.1 Remittances received in Africa, 2000 and 2017 (all absolute figures
are in constant 2015 US dollar)

2000 2017

Country Billions Per % of Country Billions ~ Per % of

capita GDP capita  GDP
Nigeria 5.15 42.11  3.00  Nigeria 29.40 154.00 5.85
Sudan 1.94 7123  6.51 Ghana 426 147.77 7.47
Kenya 1.21 3845  4.23 Senegal 2.68 16898 13.67
Lesotho 097 516.67 53.83 Kenya 1.66 33.38 2.62
South Africa  0.69 15.15 0.24  Uganda 1.49  34.80 4.79
Senegal 0.47 47.71  4.99 Congo, DR. 1.24 15.26 3.42
Uganda 0.42 17.28  3.84  South Africa 1.16  20.50 0.25
Mauritius 0.28 234.16 3.80 Mali 1.05 56.53 6.80
Cote d’Ivoire  0.27 16.22 1.11  Ethiopia 0.64 6.07 1.01
Benin 0.17 2524  3.33  Lesotho 0.52 23341 15.19
Cabo Verde 0.17 395.66 16.65  Burkina Faso 0.50 2591 3.45
Mali 0.16 1495 248  Tanzania 0.46 7.96 0.81
Burkina Faso  0.14 12.14 256  Togo 0.41 52.60 8.36
Ghana 0.13 6.87 0.65  Cote d’Ivoire  0.41 16.72 0.94
Eswatini 0.11  105.22 3.27  Mozambique 0.35 11.83 2.09
Ethiopia 0.09 1.38 0.64  Madagascar 0.35 13.71 2.98
Togo 0.07 14.87  2.65  Liberia 0.34 71.81 18.70
Cameroon 0.04 2.78 0.22 Cameroon 0.31 13.09 0.80
Mozambique  0.04 2.05 0.73 Benin 0.30 2693 2.87
Niger 0.03 282 080  Gambia, The 0.26 123.81 21.25
Botswana 0.03 17.30 0.32 Cabo Verde 0.25 463.17 12.01
Congo, Rep.  0.03 829  0.32 Rwanda 0.24 19.66 2.36
Madagascar 0.02 1.36 0.29  Niger 0.23 10.51 2.44
Namibia 0.02 9.57  0.23 Eswatini 0.19 139.69 3.27
Sierra Leone  0.02 3.71 1.12 Sudan 0.16 3.87 0.18
Gabon 0.02 1320  0.12  Comoros 0.15 179.03 21.33
Guinea- 0.02 12.58 217  Zambia 0.11 6.51 0.36
Bissau
Tanzania 0.01 0.41  0.08  Mauritania 0.10  21.86 1.54
Rwanda 0.01 1.36  0.38 Guinea- 0.09 50.68 7.69

Bissau

Eritrea 0.01 290 047  Namibia 0.08 30.09 047

Source: World Bank, World Development Indicators; accessed December 19, 2018; sorted according to
the billions of remittances received (from high to low) in each year

reached a total of approximately 15 billion US dollars, or about 334 US
dollars per person in 2017, followed by Russians (10 billion), and the
Poles (8.5 billion). Remittances reached approximately 33% of GDP in
2017 in Kyrgyzstan, followed by Tajikistan (32%), Moldova (20%),
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Table 12.2 Remittances received in former socialist economies, 2000 and 2017
(all absolute figures are in constant 2015 US dollars)

2000 2017

Country Billions  Per % of Country Billions  Per % of

capita. GDP capita  GDP
Bosnia & 354 940.08 28.71 Ukraine 14.99 334.38 10.25
Herzegovina
Poland 3.10 80.91 0.87 Russia 9.56 6618 0.53
Russia 2.00 13.62 0.19 DPoland 854 22494 131
Croatia 191 43243 375 Hungary 556 568.68  3.33
Ukraine 1.31 26.57 1.34 Romania 474 24194 2.03
Albania 1.30 41956 16.46 Czech Republic  4.38  413.24  1.66
Czech Republic  0.79 7698 048 Serbia 397 565.65 8.66
Latvia 0.57 240.21 3.18 Tajikistan 312 34947 31.56
Hungary 0.54 53.31 047 Croatia 3.10 75142 4.53
Moldova 0.53 145.51 13.78 Slovak Republic 2.66 489.75  2.26
Georgia 047 10552 6.74 Bulgaria 2.49 351.66 3.88
Armenia 045 14591 9.53 Kyrgyz Rep 2.38 38347 32.86
Slovenia 0.40 201.36 0.99 Bosnia & 2.36 673.04 11.10

Herzegovina

Romania 0.31 13.73  0.26 Georgia 2.06 553.55 11.83
Belarus 0.27 2746 090 Armenia 1.80 613.60 13.34
Kazakhstan 0.27 18.06  0.37 Azerbaijan 1.74 176.05 2.78
Macedonia 0.16 80.65 2.14 Moldova 1.69 47620 20.17
Bulgaria 0.16 19.09 044 Albania 1.53 533.61 10.05
Azerbaijan 0.16 19.30 1.08 Belarus 1.52 160.10 2.30
Lithuania 0.11 32.72 043 Lithuania 143 50529 276
Slovak Republic  0.04 6.86 0.06 Latvia 1.38 708.88 4.18
Estonia 0.01 7.86 0.07 Kosovo 127 69149 15.59
Kyrgyz Rep. 0.01 1.17  0.16 Montenegro 0.58 931.51 10.94

Source: World Bank, World Development Indicators; accessed December 19, 2018; sorted according to
the billions of remittances received (from high to low) in cach year

Armenia (13%), and Georgia (12%) (see Table 12.2). The large shares of
remittances in developing nations’ GDPs confirm the UN’s acknowledg-
ment of remittances as an overlooked factor for sustainable growth.

Not all remittances sent/received are recorded or reported, however.
Some of the incomes earned abroad may find their way to the home
country through informal channels, rather than through established
financial institutions, like banks, or popular money transfer and payment
intermediaries, like Western Union or MoneyGram, to name a few. In
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2010, the World Bank estimated the amount of unrecorded remittances
at about 50% of the true total remittances (World Bank 2010). Data on
personal remittances is available through the World Bank’s Data Bank. In
IMF’s Balance of Payments Manual, personal remittances are comprised
of personal transfers, compensation of employees, and capital transfer
between households. Personal transfers consist of “all current transfers in
cash or in kind made or received by resident households to or from non-
resident households,” and compensation of employees consists of
“income of border, scasonal, and other short-term workers who are
employed in an economy where they are not resident and of residents
employed by nonresident entities.” Remittances come either from immi-
grants settled in a new country or from migrant workers sending funds to
relatives left behind.

Figure 12.1 illustrates the flows of per capita personal remittances
received by five main geographical regions of the world, while Fig. 12.2
illustrates the same flows by income groups, as classified by the World
Bank in both cases.

Personal Remittances Received Per Capita, by Region
(In 2011 PPP Dollars)
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Fig. 12.1 DPersonal remittances received, per capita, by region, in 2011 PPP US
dollars. (Source: World Bank, World Development Indicators)
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Personal Remittances Received, By Income Level
In 2011 PPP Dollars
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Fig. 12.2 DPersonal remittances received, per capita, by income level, in 2011
PPP US dollars. (Date Source: World Bank, World Development Indicators)

Going back to 1990 to date, Middle East and North Africa are the
regions that received the highest level of real per capita personal remit-
tances of all other regions in the world, followed by Europe and Central
Asia, South Asia, Latin America and the Caribbean, and lastly Sub-Saharan
Africa, and East Asia and Pacific. By income levels, as illustrated in
Fig. 12.2, most flows of personal remittances go to lower-middle income
and middle-income countries, where the vast majority of the population
lives, including the countries where most immigrants and/or migrant
workers originate from. The impact of remittances, as a fraction of GDPD,
however, is the largest in the group of low-income and lower-middle-
income countries, as illustrated in Fig. 12.3.

Remittances, as compiled by the International Monetary Fund (IMF),?
are “household income from foreign economies arising mainly from the
temporary or permanent movement of people to those economies.
Remittances include cash and noncash items that flow through formal
channels, such as via electronic wire, or through informal channels, such as
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Personal Remittances Received, By Income Level
As a Fraction of GDP

Low income

Lower middle income

Middle income

1990 2000 2010 2020

Year
Low income Lower middle income
Middle income  ———— Upper middle income
High income

Fig. 12.3 Personal remittances received, % of GDP, by income level, 1990-2020.
(Date Source: World Bank, World Development Indicators)

money or goods carried across borders.” For many households in develop-
ing and transitioning economies, remittances are one of the most impor-
tant sources of income, and the only way out of poverty. In low-income
countries, as Table 12.1 shows, the flows of remittances almost match the
flows of Net Official Development Assistance and Official Aid in recent
years, growing in magnitude as more low-income countries become more
integrated into the global economy thanks to the innovative mobile pay-
ment technologies lowering long-distance transaction costs. Remittances
engage the local markets and contribute to capital accumulation and real
economic growth, often directed into real investments, including recon-
struction of personal homes, community roads, and religious venues.

As shown in Table 12.3, in both lower-middle and middle-income
groups of countries, in particular, the flows of personal remittances are
approximately five to six times the flows of official aid funds received over
the recent years. Remittances exceed FDI particularly in lower-middle-
and middle-income groups, showing that as a form of private aid personal
remittances prevail in poorer countries compared to wealthier countries.
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Table 12.3 Total amount of Net Official Development Assistance (ODA) and
Official Aid (OA) received, personal remittances received, and net FDI received

Income group Year Net ODA and  Personal remittances Net FDI
OA received received received
Low income 1986 14.08 1.89 -0.07
1991 15.45 3.61 1.28
1996 11.78 4.26 142
2001 14.52 6.75 5.52
2006 22.76 12.27 8.19
2011 33.96 21.38 17.69
2016 33.65 30.38 16.95
Lower middle 1986 30.77 2791 6.14
income 1991 38.21 38.99 13.16
1996 26.13 54.55 38.64
2001 30.46 97.54 29.03
2006 42.20 173.81 110.52
2011 37.52 212.27 113.38
2016 53.27 271.31 122.99
Middle income 1986 39.34 58.55 26.29
1991 50.77 75.59 66.20
1996 37.10 103.66 21391
2001 42.96 175.49 341.21
2006 63.82 298.14 585.78
2011 53.64 311.74 690.00
2016 71.72 425.51 598.96
Upper middle 1986 8.20 24.28 20.03
income 1991 12.26 34.60 53.15
1996 10.45 47.28 175.84
2001 11.94 76.12 313.66
2006 20.64 124.42 475.24
2011 14.85 105.95 574.72
2016 17.26 157.36 475.86
High income 1986 6.02 49.01 170.08
1991 442 65.45 194.33
1996 5.10 62.70 362.53
2001 1.87 76.81 993.22
2006 0.30 111.38 2159.40
2011 0.25 134.00 1611.88
2016 0.22 149.94 2107.13

Source: World Bank, World Development Indicators. Figures for personal remittances and net FDI were
originally in current US dollars and were converted to constant 2015 US dollars using the GDP deflator;
accessed December 19, 2018; all figures are in billions of constant 2015 US dollars
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Advantages of Remittances As a Form of Private Aid

Remittances impact the lives of the poor and their families directly, increas-
ing their standard of living. For example, on average a member of a Tajik
family earned about 1100 US dollars (about 3 US dollars per day) in
2016, with remittances adding an additional 349 US dollars per year
(about 1 extra dollar per day). Remittances, therefore, directly increase a
family’s disposable income, mitigating various unmet necessities, includ-
ing consumption purchases, payment of medical bills, financing schooling,
offsetting debt, paying the costs of starting small businesses, and making
small investments in the local communities.

As a source of external funding, remittances (i.e. personal transfers and
compensation of migrant employees working abroad) are more stable than
Official Development Assistance and Official Aid combined. The flows of
remittances are also more stable than the flows of FDI, over longer periods
of time, in relation to fluctuations in the business cycles at home or abroad.

A key feature of personal remittances as a form of private international
aid is their decentralized, market-based, voluntary nature. As decentral-
ized, market-based, voluntary sources of funding, remittances are a sus-
tainable solution to development, because the possibilities of mutually
beneficial exchanges are virtually limitless in increasingly globalized, open,
and competitive world markets.

The allocation of private funds through remittances transferred among
private individuals is less likely to suffer from the prevalent knowledge and
the incentives problems known to plague official aid giving organizations
(Easterly 2006; Moyo and Ferguson 2010). As privately directed funds,
remittances reach the intended beneficiaries without the informational
asymmetries and incentive problems that typically plague the more cen-
tralized forms of aid.

Sending remittances to poor family members abroad is based on trust
and a shared understanding of a family’s priorities, and the purpose of the
funds in a family’s expenditure plans. As a direct form of private aid, remit-
tances eliminate the “who plans for who?” problem in development inter-
vention, giving the senders and/or the recipients autonomy to plan the
allocation of their own budgets toward subjective goals.
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In many developing nations, known to suffer from institutional defi-
ciencies, remittances surpass in magnitude the net ODA and OA, FDI,
and other forms of aid (see Table 12.3). Where local institutions and
international aid organizations fail the poor, remittances provide a reliable
source of financial relief.

Remittances as private aid are simple to achieve. All that is required for
remittances, as a source of private, external aid, to increase and reach the
target beneficiaries, is freedom to trade on open and competitive global
markets, achieved through open border policies. Open borders enable
employers and employees to engage in discovering and exploring mutually
beneficial gains from trade.

As a solution to help the poor, remittances pay for themselves, that is,
they are costless to taxpayers in developed nations. By contrast, net ODA
funds require explicit taxation for the purpose of supporting intergovern-
mental, official aid programs. Freeing labor migration policies benefits
businesses employing competitive migrant workers in the developed
nation, reducing production costs, and the price to consumers. Remittances
aid the poor in an organic, dignifying way, eliminating the problem of
complacency and dependency associated with official development aid and
assistance (Easterly 2006; Moyo and Ferguson 2010).

Remittances may positively interact with the existing policies and
institutions in the recipient nations over time in at least two ways. First,
when channeled toward subsidizing travel to rich nations, remittances
will allow more individuals in poor nations to compare and contrast
institutions abroad with institutions at home, potentially demanding
change. With globalization, remittances may facilitate cultural and, ulti-
mately, institutional integration between developed and developing
nations. To demand positive institutional change, people in weak institu-
tional contexts must become aware and appreciative of the benefits and
opportunities in the higher quality contexts. This integration may lead to
cultural synergies, promoting reductions in institutional differentials
over time. Assuming functional political institutions, institutional change
through the democratic process is possible. Second, the worse the insti-
tutions in poor nations, the greater the “brain drain” phenomenon over
time, acting as a natural corrective mechanism for governments or politi-
cal elites. It may prompt political elites to contemplate the tradeoff of
too much control of the economy taking measures toward achieving the
optimal or the “efficient institutions” (Djankov et al. 2003). Losing
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highly skilled, knowledgeable, and talented constituents may provide
bad governments with enough incentives to make better institutional
choices at home to regain the lost talent over time, and to prevent fur-
ther “brain drain.”

Lastly, remittances attract FDI. The enhanced financial possibilities of
the poor increase the capacity to spend on consumer goods and services.
Foreign direct investors thrive in developing, emerging economies, with
relatively stable and credible institutions.

Limitations of Remittances As a Form of Private Aid

The channeling of remittances toward productive activities in the local
economy is limited by the quality of the recipient economy’s prevalent
institutions in two ways. First, unless the institutional environment at
home allows for an open and competitive entrepreneurial environment,
free of political privilege and cronyism, we can expect remittances to be
eventually captured by rent-seeking groups, particularly groups with
monopoly power over key resources, markets, and decision-making in
society. This is a limitation in the sense that cronyism and monopolized
markets reduce the full extent of remittances as a form of private aid.
Several of the economies emerging out of the collapse of the Soviet
Union, including Moldova, Ukraine, Kyrgyzstan, Belarus, and Russia, are
dominated by state monopolies, oligarchies, and crony politicians. In cap-
tive markets, where producers have the power to restrict the quantity of
goods or services supplied, the increased flow of external funds only exac-
erbates the increase in local prices of consumer goods compared to the
level of the prices of the same goods and services in an open and competi-
tive economy.

Second, in a restrictive institutional environment, remittances lead to
“brain drain” or the phenomenon where the highly educated and highly
skilled leave the country in pursuit of better opportunities available abroad.
For example, working parents often send remittances home to support
their children’s educational ambitions, including paying for college tuition,
and other professional development programs. Equipped with higher
knowledge and sophisticated skills, yet trapped in closed environments,
lacking opportunities commensurate with their expertise and talents, the
children have no other option but to immigrate to countries with com-
petitive job markets and entrepreneurial environments.
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FOREIGN DIRECT INVESTMENT AND DEVELOPMENT

Advantages of FDI As a Form of Private Aid

Like remittances, private aid through FDI suffers from fewer knowledge
problems, and fewer incentive problems, being guided by the competitive
market process. Provided a market-enhancing institutional environment,
the profit and loss mechanism of the entrepreneurial market process
ensures the funds are allocated toward the entrepreneurial projects with
the lowest opportunity cost. Investors incur loses when the investment
decision turns out an entrepreneurial error, enough to motivate them to
correct their calculations in the future. Foreign investors-entrepreneurs
will choose to expand their operations in economies with a growing
demand for their products or services in countries with reliable economic,
financial, and legal institutions.

The emerging economies of Eastern and Central Europe, Russia, and
Central Asia provided foreign investors with ideal consumer-oriented,
growing markets after the collapse of communism. Table 12.4 shows the
total amount of personal remittances received in 30 former socialist econ-
omies mirrored by the amount of net FDI received in 2007, and 2016,
respectively. With the exception of war-torn countries like Ukraine, as the
flows of remittances from Eastern European migrant workers earning
wages in Western Europe and other parts of the world increased, the flows
of FDI similarly increased (Table 12.4).

The presence of remittances opens up the set of entrepreneurial oppor-
tunities discoverable and exploitable by foreign entrepreneurs. Remittances
provide the incentive and the confidence for foreign entrepreneurs to
increase investments. Remittances stimulate the local economy not only
directly by expanding the economic activity of local businesses, but also
indirectly by attracting foreign investors employing the local labor force,
bringing new ideas, products, services, and technologies.

Limitations of FDI As a Form of Private Aid

When Robert E. Lucas Jr. famously asked “Why does capital not flow from
rich countries to poor countries?” (Lucas 1990), the role of the institu-
tions governing the environments within which foreign investors may
want to operate became key. In practice, we know that the quality of insti-
tutional contexts across countries, particularly the quality of economic,
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Table 12.4 Total amount of personal remittances received and net FDI received
in former socialist economies

2016 2007
Country Personal Net FDI - Country Personal Net FDI
remittances received remittances received
received received
Ukraine 13.73 4.99  Poland 11.48 27.45
Russia 9.39 45.69  Ukraine 6.05 11.66
Poland 8.88 22.18  Russia 5.89 70.50
Hungary 5.94 89.05  Serbia 392 4.60
Romania 4.06 7.27  Bosnia & 3.09 2.12
Herzegovina

Czech Rep. 4.04 14.01  Uzbekistan 2.55 1.06
Serbia 3.77 2.77  Hungary 2.48 76.02
Croatia 2.84 2.42  Tajikistan 2.34 0.50
Slovak Rep. 2.69 451  Czech Rep. 2.18 16.52
Uzbekistan 2.52 0.14  Croatia 2.16 5.32
Tajikistan 2.48 0.32  Bulgaria 2.03 16.65
Bosnia & 2.25 0.35 Moldova 1.98 0.71
Herzegovina

Kyrgyz Rep. 2.03 0.63  Armenia 1.92 0.78
Bulgaria 1.94 1.93  Slovak Rep. 1.79 5.45
Georgia 1.75 1.83  Azerbaijan 1.74 6.31
Moldova 1.73 0.11  Romania 1.69 10.54
Armenia 1.64 0.40  Lithuania 1.64 2.63
Albania 1.61 1.29  Albania 1.60 0.71
Lithuania 1.49 1.12  Kosovo 1.10 0.72
Latvia 1.40 0.28  Georgia 1.05 2.24
Belarus 1.32 1.69  Kyrgyz Rep. 0.87 0.26
Kosovo 1.14 0.28  Latvia 0.58 2.87
Azerbaijan 1.06 741  Estonia 0.48 397
Montenegro 0.56 0.26  Macedonia 0.39 0.83
Estonia 0.54 1.04  Slovenia 0.36 2.13
Slovenia 0.50 1.78  Belarus 0.33 2.09
Kazakhstan 0.41 25.10  Montenegro 0.23 1.11
Macedonia 0.32 0.61  Kazakhstan 0.20 16.43
Turkmenistan 0.01 2.67  Turkmenistan 0.04 1.25

Source: World Bank, World Development Indicators; accessed December 19, 2018; sorted according to
the personal remittances received; all figures are in billions of constant 2015 US dollars

monetary, legal, and political institutions varies considerably (Gwartney
et al. 2017), and their complexity should not be taken for granted in
development economics (Boettke et al. 2008). The stark differences in the
economic performance of the socialist economies of C&EE, Russia, and
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Central Asia, in particular, suggests that both the underlying differences in
local institutions, and the leaders behind positive institutional reforms
matter (Boettke and Nicoara 2015).

Like flows of remittances, the most productive channeling of the flows
of FDI in a recipient economy Y is limited by the prevalent institutional
context in Y. FDI flows can increase an economy’s growth, so long as
investors feel confident in the safety of their investment over a longer-term
horizon. The answer to Robert Lucas’s famous question of why does capi-
tal not flow from rich to poor countries became obvious during the post-
communist transition. Legal institutions are fundamental for a credible
investment climate, yet legal reforms were only partially successful across
C&EE, and failed particularly in transition economies closer to Moscow
(Boettke and Nicoara 2015). Although, soon after the fall of communism,
EDI flows to formerly centrally planned economies of C&EE increased
substantially from 1996 to 2010 (Gwartney and Montesinos 2018), as
investors expected high returns, given the promising institutional and pol-
icy changes guided by Western experts, the FDI flows slowed down in
recent years in response to weak legal system. Strong legal systems and
policies open to FDI are a precondition for attracting and allocating for-
eign capital into the most productive and innovative way in a develop-
ing economy.

THE ROLE OF INSTITUTIONS AND TECHNOLOGIES
IN CHANNELING REMITTANCES AND FDI

Personal remittances are flows of savings from immigrants and migrant
workers in rich countries to their beneficiaries, typically families, left
behind, in poor countries. The funds received are typically absorbed by
the local economy, being used for either consumption and/or real invest-
ment purposes. The subsistence level once surpassed, more of the funds
can be used for investment, capital accumulation, and ultimately growth.
For productive entrepreneurship, growth, and development, it is the local
institutions that ultimately provide the incentives for individuals to choose
to focus on the long run, restrain from consumption, and save and invest,
or by contrary, indulge in present consumption.

One of the best examples of how better institutional rules can encour-
age entrepreneurial innovations that provide higher quality aid and lift
people out of poverty is the mobile money revolution that has taken place
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over the past decade in Africa. For decades, policymakers in Africa have
attempted to reduce financial exclusion (i.e. the percent of a nation’s pop-
ulation that lacks access to a bank account or formal financial services)
after numerous reports showed that lack of access to basic financial ser-
vices like savings accounts and affordable credit was one of the greatest
barriers to escaping extreme poverty (World Bank 2008). For the past half
century, many policy advisors assumed that private banks were unable to
profitably provide financial services to the poor. This was especially
believed to be the case in remote regions where the low revenues banks
could earn on the local population’s meager savings made it economically
infeasible for them to establish rural branches. The market’s perceived
inability to profitably extend financial services to the poor provided the
theoretical rationale for a variety of foreign aid projects and state-led inter-
ventions into the financial sector (Demirguc-Kunt 2008).

Nowhere were these policies tried more extensively than in Sub-Saharan
Africa in the early post-independence era. In the 1960s and 1970s, many
governments cited their high rates of financial exclusion and underdevel-
oped banking systems as a justification for nationalizing private banks
(particularly foreign-owned banks), requiring these state-controlled banks
to target more services to the local unbanked population, establishing
extensive interest rate controls, and forcing private banks to allocate credit
at artificially low interest rates to “priority” sectors and, in particular, seg-
ments of the community that had been excluded for formal financial ser-
vices (Brownbridge and Harvey 1998, 3-5).

The abysmal failure of these state-led financial development initiatives
has been well documented (Beck and Cull 2013; Easterly and Levine
1997; Eilu and Auma 2017).5 After decades of failed interventions, Sub-
Saharan Africa still suffered from the lowest rates of financial inclusion in
the developing world, with less than 20% of the adult population having
access to bank accounts and formal financial services (Ondiege 2015;
KPMG 2014; Beck and Cull 2013). This failure combined with the
increased focus on financial inclusion as a critical step in escaping poverty,
however, led some policymakers to shift their focus away from state-led
solutions and toward more market-oriented ones (World Bank 2008).
Many policy advisors began placing greater emphasis on promoting insti-
tutional reforms that would make it easier for private firms, entrepreneurs,
and charities to use their localized knowledge to develop innovative prod-
ucts that would be better tailed to the needs of specific communities
(Demirguc-Kunt and Cihak 2015).
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The rise of mobile money in Kenya is the best case study in this “market-
led” approach to achieving inclusive financial development (Burns 2018).
Like many other African nations, Kenya suffered from very low rates of
financial inclusion after years of failed state interventions. But thanks to
the telecom deregulations of the 1990s, it boasted some of the highest
rates of cell phone access in Africa. By the mid-2000s, cell phone owner-
ship was nearly universal in Kenya—even in remote rural areas
(GSMA 2015).

This combination of high financial exclusion rates and near-universal
cell phone access created a unique opportunity for private aid organiza-
tions to work with private banks and telecom providers to develop mobile
banking-related products that would allow unbanked citizens to access
basic financial services. In 2006, the Kenyan telecom firm Safaricom part-
nered with the local microfinance group Faulu Kenya and the Commercial
Bank of Kenya to launch a pilot version of M-Pesa (Hughes and Lonie
2007). The initial goal of M-Pesa was to provide a cheap, easy-to-use
mobile payment platform that would to allow microfinance borrowers to
more easily receive and repay microcredit and microfinance lenders to
offer lower loan rates. Once it was introduced, developers discovered that
customers were using M-Pesa to for a wide variety of purposes they hadn’t
anticipated such as sending money and airtime to family members, making
payments to businesses, and even as a more secure repository for small-
scale savings. In short, M-Pesa was filling the “financing gap” that policy-
makers had sought to eliminate for decades by giving customers in even
remote areas access to proto-banking accounts.

After the enormous success of the pilot project, Safaricom and its part-
ners wanted to introduce M-Pesa to the entire nation. Unfortunately,
know-your-customer and anti-money laundering (KYC-AML) laws in
Kenya and other African nations strictly banned non-banks like Safaricom
from entering the market for financial services. Luckily, the Kenyan gov-
ernment recognized that M-Pesa might help them achieve their Millennium
Development Goal of achieving universal financial access. In February
2007, the Central Bank of Kenya (CBK) issued Safaricom a “letter of no
objection” exempting them from the onerous regulations that for decades
had served as barriers to entry into the financial services sector. Perhaps
most importantly, they also allowed Safaricom to use its vast network of
retail branches across the country as mini-banks and exempted these
“agent banks” from regulations that had for decades made it virtually
impossible for traditional brick-and-mortal banks to profitably offer
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products to poor, unbanked customers (Burns 2018). Agents were per-
mitted to open accounts under significantly relaxed KYC-AML require-
ments that were “proportionate” to their size and risk (Di Castri 2013,
22). In effect, M-Pesa was permitted to operate on a relatively unregu-
lated basis as part of the CBK’s “test and learn” approach to figuring out
how it could monitor mobile money without stifling it at the outset with
excessive regulation and red tape (Muthiora 2015).

The success of this “light-touch” approach to regulation has been well
documented (GSMA 2015, 19).” By 2009, M-Pesa had reached 10 mil-
lion customers. By 2011, the M-Pesa system in Kenya alone handled more
transactions than Western Union did globally (Kendall 2011, 3). More
than 95% of small business in Kenya reported that they accepted mobile
money in exchange for goods and service and to pay their workers (Gikenye
2011). Today, Kenya has achieved near-universal financial access. As of
2017, there were more than 30 million mobile money accounts in Kenya
issued by Safaricom and other telecom operators in partnership with pri-
vate banks and microfinance firms and more than 150,000 agents branches
located throughout the country (GSMA 2018). Moreover, mobile money
now plays an essential role in virtually every sector of the Kenyan economy
(Islam et al. 2016).

The pervasive reach of mobile money has had a transformative impact
on the Kenyan economy. Most notably from the standpoint of providing
private aid, it has paved the way for hundreds of new startup companies
and private aid organizations who thanks to mobile money technology are
now able to cheaply (and, in the case of private firms, profitably) offer
their services. In 2011, private banks began partnering with mobile money
providers to offer formal micro-savings and -credit accounts. The
Commercial Bank of Africa’s mobile banking app “M-Shwari” alone has
connected more than 18 million Kenyans to interest-earning savings
accounts; it has also issued $73.7 million in microloans per month in part-
nership with charities and microfinance organization (Cook and McKay
2015; Ngugi 2017). These secured mobile accounts have especially helped
women by closing the long-acknowledged “gender gap” in access to
financial services in the developing world (Chamlee-Wright 2005). Mobile
banking apps have helped women become financially independent from
their husbands. It has also helped increase their access to small-business
loans, which has contributed to the sharp rise in women-owned business
in Kenya (Colvile 2017). The new mobile money ecosystem has also
caused a proliferation of micro-insurance products that directly cater to
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the needs of the poor. The most common is life insurance, but mobile
health insurance, agriculture insurance, and auto insurance are beginning
to gain traction. Bima Mkononi, for instance, allows Kenyans to open
mobile life insurance accounts for as little as $0.15 a week. Micro-health
startups like Changamka provide cheap mobile health insurance for cus-
tomers who can’t afford traditional healthcare packages and grant them
access to health services at local hospitals and clinics (Nishtar et al. 2010).
Kilimo Slama provides crop insurance to Kenyan farmers to help them
hedge risk in case of a drought. Other popular apps like Lipa Kara help
parents pay their children’s tuition and other education-related expenses
in small monthly installments (Haas and Nagarajan 2011).

All told, mobile money technology and the wide variety of privately
provided services that it has helped spawn have done more to reduce pov-
erty than decades of failed government initiatives and billions of dollars of
foreign and international aid. Between 2007 and 2014 alone, Suri and
Jack (2016) estimate that M-Pesa alone has lifted 194,000 Kenyan house-
holds (roughly 2% of the Kenyan population) out of poverty. The success
of M-Pesa also has attracted the attention of dozens of private interna-
tional aid organizations. Over the past few years, the Bill & Melinda Gates
Foundation has poured millions of dollars into the Financial Services for
the Poor initiative, partnering with telecoms and a variety of other private
for-profit and not-for-profit aid organizations like GiveDirectly to expand
the reach of mobile money and other digital financial services (Gates
Foundation 2018). The Gates Foundation has also lobbied policymakers
on behalf of these groups to adopt relaxed regulatory standards that make
it easier for new firms and entrepreneurs to enter the mobile money space
and launch innovative products.®

What’s even more promising for proponents of entrepreneurial-led
development is that the success of M-Pesa has led many other African
nations to emulate Kenya’s “enabling regulatory environment” (Burns
2018; Muthiora 2015). In much of the continent, regulators followed the
CBK’s lead by allowing non-bank payment services to enter the market
and exempting them from burdensome KYC-AML requirements and
other costly regulations. According to GSMA (2018), Sub-Saharan Africa
is home to more than half of the mobile money accounts in the world.
Africa leads world in mobile financial accounts, with 24,652 per 100,000
adults versus a world average of only 4361. There are 19 markets in Africa
alone that have more mobile money accounts than bank accounts. The
World Bank (2014) reported that thanks in large part to mobile money
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the overall share of adults in Africa with a financial account jumped from
24% in 2011 to 38% in 2017 (World Bank 2018). As of 2017, there have
been 276 different mobile money deployments in 90 countries serving
690 million people (GSMA 2018).

The mobile money revolution is a prime example of how, in the right
institutional setting, the private sector is more than capable of achieving
development goals. These results were achieved not due to foreign aid or
expansive state intervention. They resulted from policymakers taking a
step back and creating an enabling regulatory environment that was con-
ducive to “permissionless innovation” (Thierer 2014). These enabling
policies succeed precisely because they enlisted and utilize the superior
knowledge and incentives of private sector actors in the greater develop-
ment effort. Local entrepreneurs and private aid groups were able to craft
innovative products that were economically viable and a better “cultural
fit” for their community (Chamlee-Wright 1993). The results in terms of
financial inclusion and poverty reduction have been extraordinary.

CONCLUSION

Social scientists, policy experts, political leaders, NGOs, and even celebri-
ties have all tried different solutions to help the poor, with at best mixed
results. For example, foreign aid through Official Development Assistance
suffers from pervasive knowledge and incentive problems. Concomitantly
with deliberate aid programs and initiatives run for many decades, private
individuals and for-profit organizations have been able to prove that remit-
tances and FDIs are a more effective form of international aid. Open bor-
ders and strong legal systems, in particular, can help promote growth
opportunities for the poor within their developing economies. One fea-
ture of personal remittances as a form of private aid is their decentralized
nature. Additionally, as a source of funding, remittances may not only
surpass in magnitude the net ODA or other forms of giving, but also pri-
vately directed funds reach the intended beneficiaries without the informa-
tional asymmetries that typically plague more centralized forms. The
for-profit nature of FDI, combined with functional market institutions
and a strong legal-institutional environment, may lead to the discovery
and exploitation of previously untapped opportunities for economic
expansion and dynamism in a low-income area (where private saving is
lacking or inadequate), including the creation of new jobs, investments in
R&D, and the development of financial institutions.
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In this chapter, we argue in favor of the role of personal remittances and
Foreign Direct Investment (FDI) as the forms of international private aid
most compatible with sustainable economic growth and development. We
argue that remittances and FDIs may be not only the most prevalent forms
of private aid, but also the most effective forms at improving standards of
living, market complexity, and the institutional prospects in poor nations.
Globalization led to increased flow of remittances and FDI from devel-
oped to developing economies. The increased flow of funds across borders
helped stimulate the emergence of alternative payment technologies and
microfinance institutions more in line with the extent of the local markets
and the needs of the poor. Lastly, remittances may positively interact with
the existing policies and economic and political institutions in the recipi-
ent nations, over time.

NoOTES

1. North (1994, 359) similarly notes that neoclassical growth theorists largely
failed to predict the demise of their own development planning initiatives
because they “ignored the incentive structure embodied in institutions.”

2. As Mises argued 40 years earlier, entreprencurship is a universal aspect of
human action that can be found in all societies. He (1949 [1996], 251-
252) explained:

In any real and living economy, every actor is always an entrepreneur and
speculator ... Economics, in speaking of entrepreneurs, has in view not
men, but a definite function. This function is not [a] feature of a particu-
lar special group or class of men; it is inherent in every action and bur-
dens every actor.

3. As Boettke and Coyne (2009, 138) argue:

In general, institutions shape entrepreneurial opportunities which have
real effects on the ability of the economic system to realize the gains from
social cooperation under the division of labor. Where institutions pro-
duce a net benefit to productive opportunities (e.g., arbitrage and inno-
vation) entreprencurs will exploit those opportunities resulting in the
creation of wealth. Likewise, when there is a relatively high benefit to
engaging in unproductive activities (e.g., rent-seeking and crime), entre-
preneurs will take advantage of those opportunities.

4. Coyne (2013) contrasts the “constrained view” of what policymakers can
achieve given the economic reality of scarcity and limited knowledge and the
political economy reality of perverse incentives and unintended consequences
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with the “unconstrained view” of foreign aid advocates like Paul Collier and
Jeffrey Sachs. This constrained view is aptly summarized by Hayek’s (1988)
quote: “The curious task of economics is to demonstrate to men how little
they really know about what they imagine they can design.”

5. The International Monetary Fund’s (IMF) Balance of Payment Manual
(BPM6 2013).

6. Brownbridge and Harvey (1998, 1) summarized their findings on post-
colonial era banking in Africa: “Government interventions ... in the post-
independence period, were at best ineffective; at worst, they had very
damaging consequences for banks, and for the whole economy.” They fur-
ther concluded that “the countries which had experienced the most exten-
sive government interventions suffered the worst damage” (ibid., 203).

7. Chandy, Dervis, and Rocker (2012, 13) argued that Kenya’s approach of
“allowing regulation to follow innovation” through the “limited regulation
of M-PESA’s network of agents” was absolutely critical to its success. As
Donovan (2012, 65) concluded, “Kenya’s initial success with mobile
money” stemmed from “a virtual absence of regulations.” Ndemo (2017,
350) likewise observed that “M-PESA is a classic case where innovation
preceded policy.”

8. According to the strategy statement at the Financial Services for the Poor
webpage: “For DES to realize its full potential, policymakers and business
leaders will need to invest in the right payment infrastructure, regulatory
standards, and customer activation strategies to ensure continued progress
toward the promise of financial inclusion.”
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CHAPTER 13

The Role of Entrepreneurs in Facilitating
Remittances in Cuba

Stefanie Haeffele and Anne Lynn Hobson

We are not in war here in Cuba, but remittances are like a humanitarian
help. Cuba is a place of disasters. We don’t have earthquakes or volcanoes,
but we have a chaotic economic system that makes us living in a constant
state of alert due to any upcoming crisis. We can have two or three months
of higher income for something that happened, but we always worry that in
any moment the situation can turn around and then you have to figure
things out. (Alejandro)!

INTRODUCTION

In times of crises—whether economic or political, natural or man-made—
individuals seek to help those in need. Such aid may be given directly to
family and friends or through charities and government-led initiatives, and
may be targeted to those in need in one’s own community, in their current
or home country, or across the globe. The characteristics and conse-
quences of the crisis, and the individual needs of those impacted by crisis,
is context-specific and plagued with uncertainty. In this complex environ-
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ment, aid is likely to be most effective when (1) the local needs and cir-
cumstances are understood by the aid providers, (2) the aid is provided
directly to those in need (rather than being filtered and altered through
middlemen, political processes, etc.) and (3) the aid, and systems used to
provide it, is flexible in order to adapt to changing needs and circum-
stances.? We argue that remittances—a form of private aid of money or
in-kind goods sent from workers to their home countries—serve as an
effective source of aid that is more likely to be provided by individuals with
knowledge of the needs and circumstances to those directly in need, and
is adaptable when circumstances change. Indeed, remittances now out-
pace public aid flows (Kpodar and Le Goft 2011), and remittances account
for 23.6 percent of global foreign aid spending (Hudson Institute 2016).

The decentralized method of providing remittances works because
both the providers and receivers can act entrepreneurially about how to
best deliver and use the aid. Specifically, we examine the use of remittances
in Cuba and find that entrepreneurs, by relying on creativity and alertness
to opportunities, overcome the costs—such as transaction fees, logistical
difficulties, and regulatory barriers—associated with delivering aid to
intended recipients.

Cuban President Fidel Castro legalized possession of the US dollar in
1993, after the dissolution of the Soviet Union in 1989 and the subse-
quent economic recession (known as the “special period”). At the time of
the dissolution of the Soviet Union, trade between Cuba and Soviet coun-
tries amounted to 85 percent of the island’s commerce (Eckstein 2010).
In the four years following the dissolution, Cuba’s economy contracted by
over 30 percent even after receiving new aid assistance from Venezuela
and China (ibid.). Castro allowed remittance transfers from the US as a
way to acquire hard currency to finance investment and imports and serve
as a supplemental source of development capital (ibid.). For several years
after the collapse of the Soviet Union, the US tried to restrict aid to put
pressure on the regime, capping the amount of annual remittances and
limiting it to immediate family. However, rising economic need, demand
for remittance services by the diaspora, and decreased political pressure
paved the way for the US to grant Western Union, a money transfer ser-
vice, a license to do business in Cuba (Western Union 2016a). At that
time, the amount of remittances allowed by US policy was capped at
$300 in any three-month period and was restricted to immediate family
only (OFAC 2009). The 2009 amendment to the Cuban Assets Control
Regulations permitted unlimited remittances at whatever amount and fre-
quency to “close relatives.” The amendment also removed travel restric-
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tions for family members, expanded the list of goods Cuban-Americans
can send to their families—most notably to include personal hygiene
items, clothing, and fishing gear—and permitted American telecommuni-
cations companies to operate in Cuba. In 2011, another amendment to
the regulations allowed US citizens to send remittances to nonfamily
members in Cuba (Sullivan 2016). These changes resulted in increased
remittance flows and lower charges for wiring money (Western
Union 2016a).

Using remittance practices between the US and Cuba as a case study,
this chapter will highlight the critical role of entrepreneurs in identifying
need for remittances, connecting suppliers of remittance aid with demand-
ers, and sustaining social networks in the aftermath of economic crises.
This chapter utilizes qualitative interviews with 17 Cuban nationals com-
pleted in 2016 to demonstrate the key role entrepreneurs play in facilitat-
ing remittance flows as a form of private aid.®* These interviews, used in
conjunction with data on remittances and previous literature, helps to pro-
vide insight into the individual circumstances and narratives of the entre-
preneurs that drive these flows. Given that the role of local entrepreneurs
in post-disaster aid is underplayed on the global scene and local efforts are
often crowded out by a more bureaucratic provision of aid through NGO’s
or federal governments, this approach provides insight into the conse-
quences of favoring certain forms of aid over others.

Tue History OF REMITTANCES IN CUBA

Remittances are direct transfers between donors and recipients and consti-
tute one of the most robust poverty reduction efforts for poor countries
(Adelman 2009). These peer-to-peer transfers are a key source of private
aid for countries recovering from crises and have significant economic and
social effects in the countries where they are received. For example, in El
Salvador, remittances make up a large part of the country’s income,
accounting for 20.4 percent of GDP in 2017 (World Bank 2017). In
Haiti, Nepal, Tajikistan, Tonga, and Kyrgyzstan, the remittances account
for roughly one third of GDP. An estimated $564 billion in remittances
was sent by migrants to their home countries in 2016, down slightly from
$581 billion in 2015 (World Bank 2018).

A Hudson Institute index of 39 donor countries found that private aid
was five times greater than government aid for donations to the develop-
ing world from 1992 to 2014 (Hudson Institute 2016). It is important to
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note that in the 1950s and 1960s the dichotomy was flipped—with public
flows amounting for the majority of US engagement with poor countries
(Adelman 2009). By 2014, remittances constituted the second largest
financial flow ($224 billion) to developing countries, behind private capi-
tal flows of $513 billion.* Notably, these numbers included only official
remittance flows, not informal transfers. Morcover, while the index did
include countries representing 82 percent of the world’s population and
89 percent of the world’s GDP, it did not include Cuba. Likewise, the
IMF, World Bank and Inter-American Development Bank lack remittance
statistics for Cuba. Cuba remains an understudied area due to the lack of
official data on flows, an inability to capture informal transfers, and a vari-
ety of unique policy constraints and institutional constraints.

The most accurate assessment was calculated by the Havana Consulting
Group of Miami, Florida, based on its own estimates and statistics released
by the Oficina Nacional de Estadisticas e Informacién in Havana. Cubans
received $6.85 billion in total remittances in 2015, up from $2.6 billion in
2012 (Morales 2016). In addition, in-kind remittances in 2015 were esti-
mated at more than $3.5 billion (ibid.). In-kind remittances in Cuba com-
monly include medicine, appliances, clothes, electronics, and cell phone
minutes. Annual remittances per person now amount to over three times
the annual amount paid to state employees in Cuba (Morales 2013).

Technological advancement, such as Western Union’s mobile money
transfer service, has lowered the cost of sending remittances worldwide.
The average cost of sending remittances—estimated at 7.7 percent for
$200 worldwide—declined to 6 percent in Latin America and the
Caribbean region due to technological advancement such as online and
mobile transfer options. Nevertheless, mobile transfer remains inaccessible
in Cuba. The cost of sending remittances from the US to Cuba is the sec-
ond highest in Latin America at 12.43 percent of the total amount sent
(Orozco 2010). This includes a 10 percent tax, instituted in 2004, as a
response to the strengthening of US sanctions. Despite these taxes, remit-
tance flows are a major source of income for Cubans. Remittances reached
more than 62 percent of Cuban households in 2016 (Western Union
2016b). The average amount sent from the US to Cuba in 2010 was $150
(Orozco 2010).

The literature on global remittance flows suggests that remittances
reduce poverty through direct aid to those in need as well as reduce
inequality, increase investment and growth, and help countries adjust to
external shocks (see Fajnzylber and Loépez 2008). In a cross-cultural
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econometric approach for 69 countries, researchers identified that remit-
tances improve primary and secondary school attainment, increase life
expectancy, and reduce infant mortality (Zhunio et al. 2012). In Latin
America as a whole, studies conducted using surveys and econometric
models showed how remittances increase growth and lower poverty levels,
yet only modestly (Acosta et al. 2007, 2008). Remittance flows strengthen
economic and societal relations, generate demand for migrant tourism,
increase business competition, and are associated with diversification of
export economies in Central America (Eckstein 2002; Orozco 2010).

Interviews with Cuban citizens revealed that remittances in Cuba are
primarily used for immediate consumption such as purchasing food includ-
ing chicken, cooking oil, coftfee, salt, or powdered milk. Cubans also
reported using money remittances for medicines, clothing, home, and car
repair, special events, and fixing appliances such as fans or refrigerators.
This suggests that Cubans use remittances to first reduce immediate need
by purchasing perishable food items (living at subsistence levels) and then,
second, to repair or invest in more nonperishable goods that can improve
the livelihood. The interviews also show that as Cubans are able to allevi-
ate their most pressing needs through the assistance of remittances, they
then may turn to investing resources into more long-term plans. The goal
of remittances is often to provide immediate relief to those in need, pro-
vided by those who can easily understand and deliver on their needs.

Further, remittances in Cuba operate in a unique societal and institu-
tional environment in which there is an innate tension between the inter-
ests of the state and the interests of the Cuban people in receiving
remittances (Eckstein 2010). The Cuban government benefits by taxing
remittance flows and gaining access to hard currency (Eckstein 2004). Yet
by encouraging remittance flows, the Cuban government unintentionally
set into motion liberalizing dynamics that authorities can no longer con-
trol (Eckstein 2002).> She argues that cross-border social and economic
ties not only raise the standard of living of Cubans, but expose them to a
different set of values that can undermine state control (Eckstein 2010,
1054). Eckstein cautions, however, that while remittances likely reduce
the control of the Cuban state on its citizens, remittances also exacerbate
urban-rural inequalities and race-based income inequality between whites
and non-whites (ibid., 1053).

The individuals who coordinate the sending of remittances, those that
provide services through which to send them, and the aid recipients them-
selves play an entrepreneurial role in overcoming constraints associated
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with transferring money and in-kind remittances. Further, access to these
resources allow for poverty reductions as well as a broadening of the net-
work and ideas that Cubans have access to and, potentially, can lead to
liberalizing reforms.

THE ROLE OF ENTREPRENEURS IN FACILITATING
ReEMITTANCE FLOWS

In times of crisis, the environment is characterized by uncertainty and
change. For instance, after a hurricane or major storm, there is widespread
physical damage and, in many cases, utilities and telecommunication is
hampered. Survivors must try to locate others, determine if their homes
and jobs still exist, and plan to return and rebuild or to start fresh some-
where new. Their decisions will be impacted by the formal response from
government and charity, the decisions of their family, neighbors, and
coworkers, as well as the opportunities available both at home and else-
where. In the case of prolonged economic and political crises, such as the
contemporary experience in Cuba, daily life is impacted by the lack of
resources, access to broader networks, and the changing political landscape.
Time, energy, and resources are spent finding creative ways to stretch
income, food supplies, and other goods. Uncertainty about the future
hinders innovation.

In these circumstances, coordination is costly and difficult. Those seek-
ing to help, whether from within or abroad, must be able to (1) identify
the issues and needs of the effected population, (2) provide targeted solu-
tions to those in need, and (3) be able to adjust when their first attempts
fail or circumstances change.® Entreprencurs play a critical role in the pro-
vision, distribution, and use of remittances as private aid because they are
more likely to achieve the criteria of knowledge, application, and adapt-
ability. They act as the “man on the spot,” who sees issues on the ground
and who also may recognize opportunities to fix them, especially in situa-
tions characterized by uncertainty and imperfect knowledge (see Hayek
1945; Kirzner 1997, 1999). Furthermore, entrepreneurs are bold vision-
aries who disrupt the status quo by providing a new service, creating a new
market or employing a new method of acquiring or providing resources
(Schumpeter 1962).

In crisis, when uncertainty abounds and information is lacking, the
entrepreneur can push recovery or progress forward by acting on possibili-
ties that others may not foresee. Indeed, Storr, Haeffele-Balch, and Grube
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(2015) find that entreprencurs (who can be individuals on or connected
to those on the ground) play a critical role in disaster recovery by finding
and providing resources, creating or leveraging existing social networks,
and connecting aid suppliers with demanders. Entrepreneurs in this sense
are individuals, from all aspects of life (not just economic but social, ideo-
logical, and political entrepreneurs as well) that employ local knowledge
and creativity to facilitate aid.

The role of entrepreneurs in the provision of aid has been well docu-
mented in the context of Hurricane Katrina in the US. Local church lead-
ers and small business owners anticipated the needs of their community
members by providing food, shelter, health services, and other resources
and by connecting people together to overcome challenges—either by
assisting in rescue missions, traveling to visit evacuees, or providing a space
where residents can swap information, collaborate their efforts, and learn
each other’s mistakes (Storr et al. 2015). Even large-scale retailers empow-
ered their local managers to act entrepreneurially. For instance, managers
of local Wal-Mart stores in Louisiana opened their doors for residents to
take any remaining supplies free of charge and delivered water to a local
retirement home (Horwitz 2009). Further, government officials even
acted entrepreneurially to provide for their community. For instance,
Doris Voitier, a school superintendent knew that families would not be
able to return to St. Bernard Parish unless there was schooling for their
children and promised to reopen her schools as quickly as possible. Despite
pushback and red-tape from the Federal Emergency Management Agency
(FEMA) and other federal agencies, she purchased equipment and sup-
plies needed to reopen the schools (essentially asking for forgiveness
instead of permission) (Chamlee-Wright 2010; Storr et al. 2015).
Furthermore, entrepreneurs leveraged their social networks to “serve as
informal insurance and promote mutual assistance after a disaster” as well
as coordinate invaluable diffuse information and resources (Aldrich
2012, 149-150).

In the context of coordinating aid, three types of knowledge are criti-
cal—identifying the extent of the crisis, determining what aid is needed,
and evaluating on-going aid efforts (Sobel and Leeson 2007; Storr and
Haeftele-Balch 2012). Entrepreneurs drive such coordination by making
use of this dispersed and imperfect knowledge, resources, and networks in
creative ways. In short, entrepreneurs are both change agents alert to
opportunities to help those in need as well as innovators that challenge
existing conventions and limitations on the ground.
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AN ANALYSIS OF ENTREPRENEURSHIP IN THE PROVISION
OF REMITTANCES FOR PRIVATE AID IN CUBA

Entrepreneurs facilitate remittance flows in Cuba by anticipating the local
needs of Cubans, connecting aid suppliers with aid demanders, and sus-
taining social networks. For example, remittance senders who understand
the needs of Cubans will ensure remittances are more likely to be used and
help those in need. Understanding that Cubans want money to purchase
food, medicine, or essential items for themselves and their kids or that they
need particular goods like cellphones will allow remittance senders to bet-
ter address their needs than donating other new or used goods that may
or may not be of use. Furthermore, entrepreneurs form informal networks
of travelers to the island to ensure the delivery of in-kind remittances
(rather than risk them getting intercepted) or to evade the tax on formal
money remittances (lowering the cost of remittances and increasing the
amount received by Cubans directly). Cubans also create or sustain their
social networks with remittance senders, maintaining social ties and distri-
bution channels.

These roles for entrepreneurs are crucial for assisting Cubans. Indeed,
interviewees agreed that for a majority of recipients in Cuba, remittances
fulfill basic economic needs in a country that is still in a state of economic
crisis. For example, Nalda summarized that

The Cuban society, or better yet, Cuba’s economy, is an economy that has
been in crisis for many years. Even before 1993. ... When [mines and planta-
tions| were nationalized starting in the year 1961, which was one of the
greatest mistakes of the Revolution, nationalizing everything. What hap-
pened? The economy went into a crisis. The country did not develop. ... So,
we started depending entirely on the former Soviet Union and of the former
Eastern Bloc countries. ... And Cuba’s production never increased. It was as
if the Cuban state thought that we would never stop depending on those
countries. Of course, they never thought that the socialist countries would
stop being socialist. That never crossed Fidel’s mind. So of course, since we
were so dependent, when the socialist countries fell, we barely had any pro-
duction because we had not developed any production. ... Then we started
becoming dependent on Venezuela. But Venezuela is a country that is also
in crisis. That dependency is not as big as it was before though. So, Cuba has
been developing a little in some sectors, but it is still an economy that is
in crisis.
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The sense of pervasive and persistent economic need was ubiquitous. In
the face of such necessity, it became apparent that remittances are a source
of relief and comfort. All 17 interviewees recounted a period of time
where food was scarce and many noted the role remittances still play in
food security: “Without remittances, we would all starve” (Francisco).

Remittance recipients recounted feeling pride and gratitude as well as
diminished stress and worry. However, the process of receiving remit-
tances can be strenuous due to taxes, fees, delays, uncertainty, confisca-
tion, a lack of banking infrastructure, and policies restricting the amount
of remittances or the weight of items that can be sent.

Of the 11 interviewees (out of 17) who received remittances, 10 relied
primarily on Western Union. Western Union remains the quickest and
most popular method of direct money transfer, despite the Cuban govern-
ment taxing the service. Esmeralda states that,

Western Union is very practical. Someone sends the money and two hours
later, at the latest, you can retrieve your money in any Western Union office.
There are a lot of offices. You get a number, and you just call the office, give
them the number and your name. You receive the given amount in CUC.
[ The remittance sender] pays the difference [in taxes| when they deposit.

Money transfers from other countries besides the US are not as simple
because money is routed through the Cuban state-owned bank network,
a process which can take several months and requires intermittently brav-
ing a long line to get information about the status of the transfer. For
instance, Teresa noted that, “The lines at the bank are huge. Just to take
out 4 pesos, it’ll take you a whole day.” And while Cuban banks do offer
a stored-value debit card, it can take weeks to receive one and requires a
minimum of 50 Cuban convertible Peso (CUC) to open one (for com-
parison, the average monthly pension in Cuba is 200 Cuban Peso (CUP),
which is around 8 CUC or $8). Furthermore, there are limits on with-
drawal amounts. Francisco observes that,

Say I have my bank account and I have to travel tomorrow to the U.S., and
I have 5,000 dollars and I need it, I won’t get it. To get it out of the bank
account, I need to get out 100 CUC per day. 100 in one location, 100 in
another location, and so on. When you have to take it out you have to fill
out a form stating what you’re using it for ... So, it’s a hassle to get money
out of your account, especially if it’s in big amounts. And the line kills you.
You lose time and money—and it’s your money.
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Cubans can legally send in-kind remittances through DHL interna-
tional shipping services, via Copa Airlines or through regular mail, and the
United States Postal Service resumed service to Cuba in 2016. Three
interviewees had received mail through traditional mail services. However,
the Cuban customs process is notorious for lengthy delays, broken cargo,
or packages with replaced items, lost, or stolen items. Francisco recalled
waiting for a package with coffee and razors, and only the razors ulti-
mately arrived. He also told us, “I had some friends that went to China to
buy winter clothes. By the time they got it out of customs it was summer.”
As Teresa recounted:

about three years ago, a relative of mine sent from England some products,
and all of the products were replaced. At the end, what is sent from there is
not what you receive here. Most of the products are changed here to the
ones that they sell in the markets. For example, someone sent me an iron,
and the iron that I got was the one that they have in the store here. The
beers were Bucaneros, the ones that are made in Cuba.

Luggage coming from the US to Cuba also faces weight restrictions
and customs fees. Those traveling with large quantities of single items
such as a razors or cell phones may have items confiscated. Alberto explains
the process:

A Cuban that has the possibility to travel and work, as you might have
noticed, comes back with several suitcases for their family. When they get to
customs they can’t enter more than a certain amount of kilograms and they
have to pay for each extra kilo that they bring. They charge it at the airport
in the U.S., and then they charge it again at the airport here. The things that
you were able to bring end up costing you a whole lot of money, like if you
would have bought them in the most expensive store in the world. But in a
certain way, that also helps people here because you can’t find things.

Given the lack of goods being produced or imported into Cuba, remit-
tances (both money and in-kind goods) play a large role in sustaining daily
life in Cuba. And the complexity of the situation and the process of aid
provision highlight the need for enterprising individuals to help overcome
these limitations, create new methods of providing remittances, and lever-
age social networks to act as agents of positive change. We find that entre-
preneurship exists among the providers of remittance services as well as by
individual remittance senders and receivers.
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Entrvepreneurship Among Providers of Remittance Sevvices

The most trusted method for the transport of in-kind remittances is pri-
vate agencies that arrange trips from the US to Cuba as well as the delivery
of goods once they arrive in Cuba. Cubans use this service to mitigate the
danger of broken or stolen goods, customs fees, and delays. Six of our
interviewees had received packages this way. The individuals who work for
these agencies are sometimes called “Mulas” or mules because their pri-
mary role is to carry money and goods into Cuba. Francisco stated,

It is the safest way for you to receive a package. ... If you send a television
through that agency, you receive it. A pair of shoes, you get them. I worked
for that agency. With my car I helped deliver packages. And we were
super-efficient. I would pick it up at the airport with a name and address,
and I would distribute them throughout the whole city and some other
areas. And nothing ever got lost, because we worked private enterprises. But
according to the state, [using Mulas] is illegal.

Agency staff members exhibit Schumpeterian entrepreneurship by culti-
vating a disruptive new market for their services and distributing resources
in a novel way. The agencies also aid in maintaining social ties and leverage
social networks to facilitate the flow of money remittances and goods
through their services. Landa noted that,

[Agencies] hire two or three people, buy them plane tickets for Cuba and
the company sends things with them. Generally, it’s people that don’t have
the money to come to Cuba and see their family, and through these compa-
nies they get a free flight to Cuba and [in return] they only have to use their
luggage to bring packages to other people.

Such agencies have found ways to reduce the costs of individual remit-
tance transfers and effectively utilize a broad network of remittance send-
ers and receivers as well as people looking for cheaper ways to travel
back home.

Entrepreneurship Among Remittance Senders

Interviewees reported that remittance senders held jobs in construction,
manufacturing, and food service in the US, working not just to improve
their own lot in life but also to save money and send it back home. Often,
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senders rely on their local knowledge of their family’s situation to antici-
pate their specific needs and help them when they face new challenges.
Veronica noted that, “Remittances help you solve problems. Food prob-
lems, hygiene problems, housing problems, clothing problems, every kind
of problem.”

There are also certain types of goods that cannot be consistently found
or purchased in Cuba, including car parts, bikes, most electronics, clothes
and specialty or quality food items. Having connections outside of Cuba
that can acquire and send these items improves the lives of Cubans.

Remittance senders have found various ways to expedite money trans-
fers and in-kind deliveries. They often rely on loose social networks to find
out when friends, relatives, or mere acquaintances are traveling to Cuba
from the US in order to send packages or money along with them. A
majority of our interviewees relied on this method to receive remittances.
Coordinating with travelers allows for senders to avoid certain fees or
avoid waiting to send goods until they can travel back to Cuba themselves.

Remittance senders may also convert US dollars into Euros because
Euros face a more favorable exchange rate in Cuba. And, rather than send-
ing money (which can incur taxes and fees), they find other ways to pro-
vide funds that still provide value. For example, they purchase cell phone
minutes for Cubans through online services in the US. Cell phone owner-
ship was legalized in Cuba in 2007, and about 70 percent of the cell
phones in use on the island are paid for by Cubans living abroad (Morales
2013). While cell phone minutes are less fluid than cash, they provide
access to networks and resources that would be restricted otherwise.

Remittance senders are experts at identifying and determining what aid
is needed within their social network, as well as finding creative ways to
send remittances to ensure delivery to those directly in need.

Entrepreneurship Among Remittance Recipients

A dominant narrative among interviewees was the idea of the Cuban as a
survivor and an inventor. “Cubans are inventors,” said Oleda, “we always
come up with solutions. We are always creating and we always come up
strong.” Cubans find creative ways to create or utilize existing social ties
abroad in order to facilitate remittance flows. Families create an extended
network by sending a family member abroad to be able to work and send
money back home. Carlos notes that,
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[Sending a family member abroad] has become a kind of family business.
Sometimes they sacrifice the youngest member of the family and make them
leave the family home. They send them in boats or through marriages or
with a job offer and they stay. That is a way [for families] to survive
economically.

While this establishes a stream of resources, interviewees also noted that
splitting up families is a large cost to pay in order to survive as a family.

Cubans also have had to be inventive about how they exchange remit-
ted dollars for their local currency. Before the dollar was legalized, Cubans
leveraged social networks to find foreigners to exchange the money for
them. More recently, in order to avoid the high taxes associated with
exchanging dollars, Cubans have devised other solutions. For instance,
Javier recalls that,

We could exchange dollars, as many of us did, with someone who was about
to travel to the U.S. and needed dollars. They would give us a lower rate.
The majority of Cubans do that. When we exchange our dollars in a bank
it’s because we have no other option left.

This inventiveness also manifests in the entreprencurial uses of remit-
tance money. While interviewees revealed that a majority of remittances
are used for consumption, recent legalization of some private enterprise in
Cuba have opened up new avenues for investment facilitated by private
remittance flows. “Before, they only sent the money for one to eat” said
Francisco, age 51, “now they send it so you can open a business.” In
2013, the government authorized 201 legal occupations for cuentapropis-
tas or entrepreneurs. This list includes taxi drivers, food vendors, café and
restaurant owners, and repair shop owners. Thus, remittances are also
linked to the rise of the cuentapropista. Nalda observes that,

Most private businesses, are being set up with the money that people send
to their families here. People who live in a foreign country and are doing
financially well send money here so that their relatives can have their own
business and income. It’s not my situation, but I know of people that use
remittances to help them start a business or set up a cafeteria, a clothing store.

Entrepreneurs anticipate needs, provide new services, and use resources
in new ways. For example, private Cuban restaurants—or paladars—domi-
nate the food scene in Cuba. Cubans use excess space to run small eateries,
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reconfiguring apartments and other small spaces so as not to run afoul of
regulations on business size or the numbers of customers that can be
served. They also develop new informal supply chains with individuals
abroad in order to get around Cuban import restrictions on food items.

Nevertheless, the challenges persist and so too does the demand for
entrepreneurial solutions. As Nalda posits,

I think that the changes will come as long as there is a greater openness and
as long as there are more people with new projects and new ideas that can
spread. That is what I think. But we still need a lot of changes. ... A lot of
people have lost faith and have left. They have tried to do things here, and
Cuba always imposes a new law that doesn’t let them move forward. ...
Cubans ask if the private sector works, well, it does. Because when you have
a business and you make it profitable with your efforts and by sacrificing
things, and you see that it’s slowly improving, then you’ll take care of it.
When things don’t belong to someone, people don’t take care of them.

Echoing Eckstein’s findings about the ability of transnational ties to
disrupting government control over Cuban citizens, Nalda’s comment
reveals that there is a sense that entreprencurship will beget more entre-
prenecurial activity both in the provision of aid and in the development of
local private businesses. Cubans take pride in their inventiveness, whether
they use these skills to find new ways to send or use remittances, provide
an informal service to circumvent constraints, or create or maintain ties to
remittance senders. Increased access to global networks around Cuba may
spur entreprencurial activity within Cuba. As resources continue to enter
the country and expand business opportunities, the liberalism that can
come along with remittances may impact Cuban society as well.

Interviews with individuals on the ground demonstrate that entrepre-
neurs identify needs, provide targeted solutions, and adjust their methods
when the aid environment changes. For example, recipients interviewed
were in regular communication with their remittance senders often via cell
phone (a service often paid for remotely by remittance senders), relaying
their need for specific items or for funding when appliances break or unex-
pected circumstances arise. Remittance senders and recipients have knowl-
edge of local shortages in items such as toilet paper or coffee cups, as well
as items that are not available on the island. Individuals who are about to
travel to Cuba will ask what family and friends need and fill their suitcases
with the demanded products. Finally, remittance senders will leverage
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their social ties to send care packages with people who are about to
travel to Cuba.

Additionally, Cubans invent targeted solutions to economic need.
Agencies coordinate diffuse information and resources to provide a more
trustworthy service than traditional mail to Cuba. Recipients and senders
alike use their social networks to find ways to circumvent taxes and fees by
sending money and goods directly with friends and family or agencies
traveling to Cuba. Cubans circumvented untrustworthy institutions, such
as Cuban banks and customs, in order to ensure the delivery of goods
and money.

Individuals also adapt to complex situations by adjusting their processes
and practices over time. Before the dollar was legalized, Cubans found
creative ways to exchange illicit dollars for local currency, such as leverag-
ing their social networks to find a foreigner who could help exchange it for
them. They also traded dollars with the local currency of other Cubans
who were about to travel abroad. When Western Union entered Cuba,
senders and recipients embraced the change as a fast and secure way to
receive money. Nevertheless, Cubans continue to adapt to changes in
taxes and fees by employing their inventiveness in using remittance agen-
cies or other informal methods of remittance provision.

Coordinating remittance flows is costly and challenging. Entrepreneurs
play a critical role by leveraging local knowledge, using social ties to con-
nect aid recipients and senders with services, and facilitating adaption to
new rules and regulations. Remittances reinforce this cycle of entrepre-
neurship that may serve to erode state control and facilitate the exchange
of ideas as well as goods and money. While policy changes permitting the
flow of more people and money remittances to Cuba have improved the
process of remittance provision, there is still room for improvement.

CONCLUSION

Entrepreneurs play a central role in identifying local need for remittances,
connecting potential remittance senders with recipients, and sustaining
the networks that facilitate the provision of aid. Remittance senders, recip-
ients, and service providers exhibit entrepreneurial qualities such as alert-
ness to economic opportunities, inventiveness, and adaptability.
Entrepreneurs facilitate aid and use local knowledge and social networks
to establish services and navigate complex, dynamic environments charac-
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terized by institutional and policy-driven constraints on economic activity
in the US and Cuba.

This chapter helps highlight that while data and research on remit-
tances in Cuba is lacking, the Cuban experience is similar to that of devel-
oping countries in the rest of the literature on the effects of private aid.
Remittances help people survive and allow individuals to have access to
things they otherwise would not have (whether immediate, perishable
items or nonperishable goods meant for investment and a more sustained
and improved quality of life). They also help grow private businesses and
spread wealth. Remittances serve as a form of private aid to Cubans who
live in a prolonged economic crisis. That said, further research is needed
to study the direct and indirect effects of private aid on social ties, eco-
nomic growth, and liberalization in Cuba.

The economic development literature is dominated by discussion on
aid provision by governments, public-private partnerships, and non-
governmental organizations (NGOs). The goals of this sort of foreign aid
are to influence broad, macro indicators such as increasing GDP with
hopes that such efforts will trickle down to those in need and reduce pov-
erty, improve health, and increase opportunities. However, such top-down
approaches have not led to substantial improvements in growth or wellbe-
ing. Remittances and other bottom-up approaches to aid are first con-
cerned with providing immediate assistance to those in need. Such private
aid is primarily focused on improving wellbeing, with evidence of moder-
ate impacts on growth (or a trickle up effect). This contrast in goals and
effectiveness is worth exploring and has implications for how best to
deliver aid and impact wellbeing of those in need.

This chapter demonstrates that it is valuable to pay attention to the
social and economic effects associated with remittances and other forms of
donor-recipient transfers, especially in areas where data and traditional aid
may be lacking. The narratives explored in this chapter suggest that tar-
geted private remittance flows, driven by entrepreneurs, are best equipped
to accommodate local priorities and needs. More research in private and
informal aid is needed to better understand the capabilities of assistance
and long-term progress.

NoOTES

1. Quotation from a Cuban citizen from interviews conducted in the summer
ot 2016 (see note 3 for more information on the interviews).
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2. See Coyne (2013) for a systematic approach to the limitations of humanitar-
ian aid. For a discussion on how local knowledge and buy-in from individu-
als on the ground is important for the effectiveness of development reforms
and aid (and the barriers that impede reforms), see Boettke, Coyne, and
Leeson (2008). On the role of decentralized and bottom-up solutions to
disaster recovery, see Storr and Haeffele-Balch (2012).

3. In-person interviews with 17 Cuba citizens and residents of Havana were
conducted in the summer of 2016. The average age of interviewees was 53
and included 7 males and 10 females. The interviews averaged 54 minutes.
Interviews were conducted using hub-and-spoke methodology in which the
first round of interviewees introduced us to the second round of interview-
ces, which helped us establish trust while still interviewing a diverse selec-
tion of individuals. To protect their identity, pseudonyms are used for all
individuals that are quoted in this chapter.

4. Private capital flows are defined as capital investment from non-government
sources. The Hudson Institute study also measures private philanthropy
spending, which includes donations to foundations and non-profit organi-
zations, volunteering, and corporate giving. By contrast, remittances are
defined as monetary flows sent from individuals abroad to recipients in their
home countries. For the purposes of this chapter, we also include the discus-
sion of in-kind remittances, or physical goods sent from abroad to an indi-
vidual’s home country.

5. A competing hypothesis suggests that foreign aid has an “amplification
effect” on the country’s existing political-institutional orientation, and
would thus make dictatorships more dictatorial (Dutta et al. 2013). In the
context of foreign aid flows from rich to poor countries in the Middle East,
Ahmed (2012, 2013) found that an increase in remittances was associated
with an increase in corruption of political institutions as well as longer dura-
tion of autocratic regimes.

6. For a similar framework applied to U.S. disaster management, see Sobel and
Leeson (2007), and applied to community-based disaster recovery, see Storr
and Haeffele-Balch (2012) and Storr, Haeffele-Balch, and Grube (2015).
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