Foreign aid
What is it? Does it work?

“Increased investment will enable New Zealand to
deliver on our Pacific Reset. It will bolster our efforts to
tackle priority issues like climate change in the region.
We will assist our partners to make progress towards
the UN Sustainable Development Goals; support youth
across the region with access to health services,
education and training; and promote the sustainable
and inclusive growth of Pacific economies.
There would be serious dangers and greater costs in
not doing this.” (my emphasis)
Rt Hon Winston Peters, Minister of Foreign Affairs

Wider considerations
 The numbers are big, but small as a share of
Gross National Income.
 Sometimes the target is transnational, e.g.
climate change: other times, economic
development or social change.
 Self-interest or morality.
 Strategic factors : “If we’re not there, someone
else will be…”
 How will the money be spent and what
outcomes are expected?

The agenda for today
 What is foreign aid, why is it needed, and
what is the justification for it?
 The emergence of foreign aid after WWII,
and the creation of the World Bank
 Does foreign aid work and, if so, when?
 Retooling foreign aid, based on lessons
of experience

Humanitarian aid
Assistance directed towards individuals or
groups to meet short-term and immediate
needs.

Military aid
For some aid providers, military aid may
be a substantial portion of the total aid
budget.

Bilateral aid – often with mixed
motives
Construction on China’s “Belt and Road
Initiative” – the largest single aid project in
history.

Many names…
 Foreign or overseas aid
 Bilateral or multilateral aid
 Official development assistance
 Humanitarian assistance
 International philanthropy

Definition
 Transfers of resources, financial or technical, that aim
to lift living standards in developing or middle-income
countries. Involves some element of gift or subsidy.
 The intention of the aid provider is to have a long-term
effect on peoples’ lives, Cf. humanitarian assistance.
 The provider is either a government or an international
organization established by a government (a bilateral
organization) or by many governments (a multilateral
organization).
 The recipient of the aid is a government or a
government agency.

“We must embark on a bold new
program for…the improvement
and growth of underdeveloped
areas. More than half the people
of the world are living in conditions
approaching misery…For the first
time in history, humanity possesses
the knowledge and skill to relieve
the suffering of these people.”
President Harry Truman, January
1949

Bridging the gap
 Cut spending or raise revenue.
 Borrow on international capital markets –
most developing countries aren’t
creditworthy.
 Remittances from workers outside the
country and some direct foreign investment.
 For everything else, foreign aid.
 A few outliers (Saudi Arabia, the Gulf States,
Cuba, North Korea).

War
 The catalyst for foreign aid as
known today was World War II.
 By 1944, the Allied Powers were
planning for the post-war world.
 The priority was the rebuilding of
Europe.
 The Bretton Woods Conference in
July 1944 had the goal of
regulating the post-war monetary
and financial order.

The Bretton Woods Twins
 The IMF and the World Bank (the International
Bank for Reconstruction and Development).
 The IMF would monitor macroeconomic
frameworks, promote exchange rate stability,
and provide liquidity in a financial crisis.
 The World Bank would operate as a bank to
make loans for the reconstruction of Europe and
(as a secondary objective) to developing
countries.

The World Bank
 A corporation with share capital held by
countries (primarily the Allied Powers initially,
including NZ).
 Only shareholder countries would be able to
access the resources of the Bank.
 Shareholdings were in proportion to the size of
the national economy – the US was the largest.
 The Soviet Union did not become a shareholder;
nor did other countries in the Soviet sphere of
influence – until the 1990’s.

Post-WWII reconstruction in France
The first loan of $250 million made by the
World Bank in 1946 was to France,
followed by loans to the Netherlands,
Denmark and Luxembourg.

George C. Marshall and the
Marshall Plan
 The Marshall Plan for the reconstruction of Western
Europe is launched in 1948.
 The World Bank gradually withdraws from Europe
but continues to finance reconstruction (Japan
and Australia).

 By the 1950’s, the World Bank is primarily a lender to
developing countries.
 But a very unusual lender:
 Lending not to the creditworthy, but to countries
with no access to international capital markets;
 It does not borrow short-term or accept deposits;
 Total lending does not exceed its share capital and
reserves;
 It does not make profits for its shareholders –
surpluses are retained;
 It has low default risk – countries that default will be
blacklisted by international lenders;
 It can always call on its shareholders for more
capital if required: this buffer allows it to borrow
internationally at a very low margin, and pass this
benefit on through low finance charges.

The World Bank today
 Based in Washington DC, with 140 offices around
the world.
 189 member countries.
 12,000 staff plus large numbers of consultants.
 Lends $40 billion annually, 40% of which is interestfree – outstanding loans of $300 billion.
 Goals are:
 To end extreme poverty by 2030;
 To improve living conditions for the poorest 40% in
low and middle income countries.

The Bilateral Aid Providers
 Big players are the US, UK, Japan and China.
 US aid budget of $40 billion annually includes
military aid ($10 billion) and goes mostly to NGO’s or
private contractors.
 The Trump Administration wants to slash non-military
foreign aid and to channel aid primarily to “friends”.
 The UK is shifting its aid budget “to projects that
promote the UK’s interests”.
 Japan is agnostic on national interests.
 That leaves China…

China
 China is now a very large provider of foreign aid.
 It was instrumental in the establishment of the
Asian Infrastructure Investment Bank, modeled on
the World Bank but without policy conditions on
its loans.
 China also makes large loans and grants both to
developing countries and to regional
organizations.

African Union HQ, Addis Ababa,
Ethiopia
Constructed at a cost of $200 million as a gift from
China.

The Belt and Road Initiative
 A network of transport links to more than 65 countries,
plus large energy projects.
 At an estimated cost of $1 trillion, it is the largest and
most ambitious aid project ever attempted.

The Victory Gate, Vientiane, Laos

Does foreign aid work?
When?
 Many critics of foreign aid – as encouraging a
culture of dependency and facilitating
corruption.
 An analysis of 137 countries receiving aid over a
50 year period suggested that there was little
evidence that aid promoted growth – regardless
of the starting point, some had zero growth and
others had grown significantly.
 Much bilateral aid is for political reasons and is
tied to national suppliers.

A story of good
government
 Seretse Kharma was the son of the
paramount Chief when he married
an Englishwomen. He became
Botswana’s leader on
independence in 1966.
 Diamonds were discovered in the
late 1960’s.
 Seretse and his successor used aid
along with diamond revenues to
build public services.
 Economic growth rose to 10% a
year.
 In 2012, 37% of the adult population
had HIV/AIDS.

The World Bank’s Record
 Better but not great…
 75% of projects achieved their goals; 25% did not.
 Two-thirds were sustainable, rated as able to hold
their gains.
 Some countries have high success rates; others
low.
 Inverse correlation between amount of aid and
economic growth - more aid: less growth.

How to explain this?
 Countries with a good track record of growth
have better leadership, better institutions, less
corruption, and avoided war.
 Those countries are less dependent on aid and
more discriminating on when to use it.
 The quality of government is a major determinant
of growth – much more so than poverty.

So what should aid
providers do?
 If quality of government is the major issue, one
response is to help countries to build effective
institutions.
 More effective institutions will improve the ability
to use aid effectively.
 Unfortunately, outsider support for institutionbuilding doesn’t work very well.
 Outside experts are over-reliant on institutional
models from developed countries – those models
rely on many supporting elements, making
transfer of models complex and interdependent.

Institution-building in
practice
 It can work where there is prior experience or an
effective bureaucracy (post-war reconstruction;
Central Europe).
 If locally driven, it can produce economic
growth (Singapore; South Korea).
 Chances of success are improved when a
reforming government comes to power, BUT
There may only be a restricted window of
opportunity, e.g. post-Soviet Russia.
 Even then, the risks of failure are high.

If weak government is the
problem…
 Perhaps aid should only go to countries with a
proven ability to use it effectively.
 Without that ability, aid can make things worse,
by postponing hard choices, facilitating
corruption, and diverting scarce skills to the aid
agenda.

What about the nonperformers?
 If conventional aid projects don’t help these
countries, is there another option?
 Finance global public goods – doing so can help
other countries – refugees; pandemics
 For other financing needs, focus on just a few
areas with high payback – health; education;
critical infrastructure. These are also areas where
accountability of government officials may be
higher, as outcomes are visible to everyone.

Fragile states
 Overlap with poor countries with weak
governments – by 2030, half of the world’s poor
could be in these states.
 Characterized by collapse of central
government as a result of war and civil unrest
(Syria; Libya; Sudan; DRC), leading to spillover
problems for other countries – migration; piracy;
terrorism; climate change.
 The history of conventional aid to these countries
is dismal.

The
Philanthropists
 Much of their philanthropy goes to
problems of poverty.
 Apart from the money, they have a
different way of doing things.
 They aren’t answerable to NGOs or
governments.
 They experiment – if it works, they
add more; if it doesn’t, they drop it.
 They rely on local partners; not
government agencies.
 They constantly analyze and
transfer that knowledge.
 Their biggest target is health.

Changing the aid providers
(1)
 Current system looks at lending based on GDP –
a wealth cutoff - and size of needs.
 Lending based on need is often wasted.
 Instead, limit loans to countries with good
governance and a track record of delivering
outcomes.
 Possible exception for health and education and
critical infrastructure.
 Also lending for global public goods.

Changing the aid providers
(2)
 The current model for the World Bank and other
development lenders is to finance projects in
high-need sectors.
 Abandon project lending and instead provide
loans for budget support, so long as countries
have the capacity to use this aid effectively for
their own priorities.
 May free up resources for increased
humanitarian aid.

Final thoughts
 Economic aid should build on homegrown
strategies that are likely to be effective and
sustainable and are driven by government
leaders with broad domestic support.
 Where these conditions are met, aid should be in
the form of budget support to allow states to
implement their own policies.
 Technical assistance to support the development
of those strategies and implementation plans,
but not linked to financial aid – financial aid
should only follow the reforms: not be the
motivation for them.

Final thoughts (2)
 Absent those homegrown strategies and the
national leadership to carry them through,
economic aid should not generally be provided,
 Exceptions should be global public goods, such
as pandemics or transnational refugee crises,
and assistance with core infrastructure, such as
power and roads, and with health and
education.
 With reduced flows of economic aid, donor
countries should consider boosting levels of
humanitarian aid, while recognizing that the
effects are likely to be short-term only.

Final thoughts (3)
 Learn from the philanthropists.
 Building or rebuilding an effective state after war
or major external shocks is a gradual process and
high risk. If locally driven, it is capable of
producing real economic growth, but without
local ownership it should not be attempted.
 Narrowing the focus of economic aid is
supported by major trends happening elsewhere:
aid is declining in real terms, as countries with
good governance can tap capital markets.

Final thoughts (4)
 Signs the World Bank is moving away from project
lending and instead offering risk management to
mobilize private capital.
 Shift away from multilateralism and towards
bilateral and interest-driven relationships.

