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Introduction



Question

• 1: What share of the US federal budget goes toward foreign aid?

• At $39.2 billion for fiscal year 2019, foreign aid is less than 1 percent of the
federal budget.

• 2: What share of the US federal budget should go toward foreign aid?

• As the world’s wealthiest nation, the US provides more assistance than any
other country, but a smaller proportion of its gross national product (GNP) than
most other wealthy nations.
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Jeff Sachs: Aid helps and is necessary

- “Poor countries are poor because they
are in a poverty trap.”
- Until something is done to get these
countries out of this trap, development
will not occur.
- Sachs sees divergence across countries
and argues that if “rich” countries spent
$195 billion on foreign aid per year for 20
years, we could end poverty.
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William Easterly: Aid hurts and is part of the problem

- Aid undermines important local
institutions, creates dependency, and
fuels corruption.
- If countries could access free markets,
they could solve the challenges that face
them with their own solutions.
- “Rich” countries need to get out of the
way and stop messing things up.
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Divergence vs. Convergence

At the heart of the debate about foreign aid, is a basic assumption about
divergence vs. convergence.

Question: Will countries, left on their own, tend to gradually grow over time (and
converge) or not (and diverge)?
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Is the world converging or diverging?
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“Can Foreign Aid Buy Growth?”



Burnside and Dollar (AER, 2000)

Burnside and Dollar, two economists at the World Bank, run regressions to
estimate the relationship between foreign aid and economic growth.

Key finding: the estimated coefficient on the interaction term between foreign aid
and good policy to be significantly positive.

“We find that aid has a positive impact on growth in developing countries with
good fiscal, monetary, and trade policies but has little effect in the presence of
poor policies” (pp. 847).
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Let’s look at the data
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The influence of Burnside and Dollar (2020)

“The estimates by Mr. Dollar and Mr. Burnside suggest that 1 per cent of gross
domestic product in aid given to a poor but well-managed country can increase
its growth rate by a sustained 0.5 percentage points.” - The Financial Times

“We have learned that corruption, bad policies, and weak governance will make
aid ineffective.” - James Wolfensohn (then President of the World Bank)

On March 14, 2002, U.S. President George W. Bush announced a $5 billion increase
in U.S. foreign assistance, about a 50 percent increase. This launched the
Millennium Challenge Corporation.
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The academic response to Burnside and Dollar

Many researchers remained skeptical of the findings (and policy conclusions)
drawn from the Burnside and Dollar paper.

Subsequent papers introduced new variables to the Burnside and Dollar
regression specification.

• Aid squared
• Terms of trade shocks
• Variability of agricultural output and exports
• Interactive terms combining aid with terms of trade shocks

Some of these papers confirm the Burnside and Dollar finding, while others did
not.
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The Easterly, Levine, and Roodman (2003) rebuttal

In this paper the authors use the exact same specification as Burnside and Dollar
(2000), but add more data.

• New data made available since Burnside and Dollar.
• Additional data from the primary sources originally used by Burnside and
Dollar

Easterly, Levine, and Roodman (2003) found that the coefficient on the interaction
term between aid and policy was insignificant in the expanded sample including
new data.

This finding highlights no support for the conclusion that “aid works in a good
policy environment.”
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Let’s look at the data
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Alternative definitions of “aid”

The Burnside and Dollar definition of “aid” is the grant element of aid, excluding
the loan component of “concessional” loans, which are made at extremely low
interest rates.

An alternative definition of “aid” includes both grants and concessional loans net
of repayment of previous aid loans. This measure of aid is called net Official
Development Assistance (ODA).
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Are the results robust to this alternative definition of aid?
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Alternative definitions of “good policy”

Burnside and Dollar construct a “good policy” index that includes the budget
surplus, the inflation rate, and a measure of the openness of an economy.

This index is quite blunt. For example, the measure of openness equals zero if a
country has high tariff barriers or high nontariff barriers or a socialist economic
system or a state monopoly of key exports or a high black market premium. What
is a socialist economic system exactly?

Easterly (2003) re-runs the core regressions from Burnside and Dollar with
different variables measuring “good policy.”
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Are the results robust to this alternative definition of good policy?
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Alternative definitions of “growth”

Burnside and Dollar define growth as real per capita GDP growth over four year
time periods.

This may be too short of a time period and instead capture fluctuations due to
the business-cycle.

Easterly (2003) re-runs the core regressions from Burnside and Dollar using
longer time frames measuring economic growth (e.g., 8, 12, and 24 years).
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Are the results robust to this alternative definition of growth?
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Going beyond “foreign aid works” or “foreign aid doesn’t work”

There are many examples of successful foreign aid projects.

• Public health investments that have nearly eliminated smallpox or river
blindness.

There are also many examples of unsuccessful foreign aid projects.

• The Millennium Villages project. See “The Idealist” by Nina Munk

How can we help insure that more foreign aid is successful in the future?

• Conditionality
• Evaluation
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Conditionality

Aid agencies often provide aid with “strings attached.” Often low-budget deficits,
low inflation, low interference with markets, openness to international trade, etc.

These conditions are not often taken very seriously.

Easterly (2003) writes, “a nation will selectively receive aid if it is a “good
performer”— unless it is a bad performer, in which case it will receive aid from the
“bad performer” fund.”

But, only a share of all foreign aid goes directly to governments. In 2018, 21% of
U.S. official development assistance went to governments, 20% to non-profit
organizations, 34% to multilateral organizations, and 25% elsewhere.

Some aid is sent directly to individuals in the form of an unconditional cash grant.
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Evaluation

The expansion of evaluation efforts has grown dramatically in the last 20 years.

The work of Ester Duflo, Abhijit Banerjee, and Michael Kremer implementing
randomized experiments is one key part of this.

Major aid organizations (e.g., the World Bank and USAID) now have evaluation
units embedded in their programming. The World Bank has Development Impact
Evaluation (DIME). USAID has the Global Development Lab.

It is now almost impossible to implement a development project, supported by a
major aid donor, without some sort of evaluation effort.
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A realistic vision for foreign aid - according to Bill Easterly

Aid agencies should set more modest objectives than expecting aid to “launch
the takeoff into self-sustained growth.”

Poor nations include an incredible variety of institutions, cultures and histories:

• Long-established civilizations in gigantic China and India.
• African nations exposed to centuries of the slave trade, colonialism, and
arbitrary borders.

• Latin American nations with two centuries of independence and five
centuries of extreme inequality.

• Islamic civilizations with a long history of technical advance relative to the
West.

The goal is simply to benefit some poor people some of the time.
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Take-home points



So, does foreign aid work?

Unfortunately, it is difficult to know.

• Development economists have fought with each other for decades, still
nobody has a credible answer.

Fortunately, we do not need to answer this question.

Instead we can focus on smaller, more manageable questions.
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Questions like...

• Does providing insecticide-treated bed nets reduce mortality from malaria?

• Yes! We have strong evidence that simply giving bed nets away in
mosquito-infested areas is extremely cost-effective approach to reducing
mortality from malaria.

• Does just giving cash away lead recipients to waste the money?

• No! Across a variety of contexts studies find that recipients of “unconditional
cash transfers” use these funds for productive investments in health, education,
or self-enterprises.

• Does microcredit transform the lives of the poor around the world?

• No, but it does provide an essential financial resource for some people.
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Thank you for your time!
What are your questions?
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