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Fungibility of Foreign Aid

Since the goal of foreign aid is to equip the na-
tion with its basic social and economic infra-
structure, it should, in theory, benefit the re-
cipient economy. The efficacy of aid on eco-
nomic growth varies amongst beneficiaries, as
evidenced by the research that is currently
available, and not all recipients of aid attain
the intended goal. The explanation for this is
that aid funds are fungible, meaning that they
rarely end up where they are intended to be.
Foreign assistance proponents contend that
for the hypothesized causal connection be-
tween help and economic growth to be suc-
cessful, all foreign aid should be fully and im-
mediately represented in public spending and
the government budget (Wright and Winters
2010). In other words, all of the aid is used in
non-fungible ways. But in practice, it is not the
case. The amount of aid that is regularly dis-
bursed in fungible ways varies depending on
the governments and nations that receive it.
As an illustration, several nations primarily
utilized foreign help as intended by the agen-
cies and donor nations, investing in public
health, education, and poverty alleviation.
Gupta (1993) discovered minimal proof of for-

Sources:

1. https://www.developmentaid.org/news-stream/post/80/80-2

“wooks wn

eign aid's fungible use across India's develop-
ment spending in the 1970s and 1980s. Addi-
tionally, Pack and Pack (1990) discovered that
foreign aid increased Indonesia's total govern-
ment spending between 1966 and 1986. The
majority of the aid was used to fund the na-
tion's social and economic infrastructure.
Conclusion

The article briefly described efficacy of foreign
aid, including its effects on recipient and do-
nor nations, and if foreign aid meets its objec-
tives. According to the above explanation, for-
eign aid can impact multiple domains and ful-
fill multiple purposes. Supporting recipient
countries' long-term capacity building, politi-
cal development, and poverty reduction are
the main goals of aid. Aid, however, has an ef-
fect beyond the local area. Aid policies can also
strengthen donor nations' soft power and ad-

vance global trade.

By: Nasrullah Stanekzai
Economic Researcher, Monetary Policy

Department

https://connectusfund.org/20-advantages-and-disadvantages-of-foreign-aid-to-developing-countries
https://www.developmentaid.org/news-stream/post/80/pros-and-cons-of-humanitarian-aid
https://www.nottingham.ac.uk/credit/documents/papers/98-08.pdf

https://dc.awm.edu/cgi/viewcontent.cgi?article=3772&context=etd




tors of the economy or geographical areas.
Thirdly, it can lessen the motivation for the
private sector to make investments or raise
productivity. Aid, for instance, has the poten-
tial to weaken the price competitiveness of the
production of all trade products by causing
currency appreciation (sometimes referred to
as the Dutch disease). Furthermore, if food aid
is not properly managed, it might lower prices
and negatively impact the beneficiaries' farm
industry revenue.

Fourth, aid flows have the potential to lower
private and public domestic savings by influ-
encing the interest rate and government in-
come, respectively. Fifth, it can aid in the
maintenance of corrupt regimes, making them
resistant to significant change and willing to
continue with unfavorable economic practices.
Aid's Conditional Effects on Growth
According to the third school of thought
(Mosley, Hudson, and Horrell 1987; Isham,
Kaufmann, and Pritchett 1997; Svensson
2000b; Burnside and Dollar 2000; Collier and
Dollar 2002; Kosack 2003; Dollar and Levin
2005; Islam 2003; Wagner 2014), the effec-
tiveness of aid is conditional and depends on
specific circumstances of the recipient coun-
tries. Mosley, Hudson, and Horrell (1987), for
instance, discovered no connection between
aid and the rate of GNP increase. Subse-
quently, they contended that the level of eco-
nomic and financial development of the re-

ceiving nations affected the effectiveness of

assistance delivery and that the economic in-

e 2, o&@@:ﬁ@ﬂs-

stitutions of the recipient countries contrib-
uted to this relationship.

In particular, the authors argued that the un-
developed economic system facilitates the easy
flow of aid funds into the public and private
sectors through wasteful spending, which has
a negative impact on market prices. Later,
Burnside and Dollar (2000) looked at 59 na-
tions between 1970 and 1993; they discovered
that aid is only positively correlated with eco-
nomic growth in nations that support trade
openness and economic freedom and adopt
market-friendly economic policies.

Wagner (2014) discovered that there is a
nonlinear relationship between growth and
aid. In particular, he demonstrated that help is
only beneficial beyond a threshold level and
that aid above that point becomes detrimental
to growth, based on data collected for 89 de-
veloping nations between 1970 and 2009. The
study also discovered that the economic stabil-
ity of recipient nations affects the aid inflow
threshold.

In other words, aid is more beneficial to na-
tions that are unstable and economically frag-
ile. Similarly, Rahnama, Fawaz, and Gittings
(2017) examined 55 low-income and 56 high-
income developing nations between 1970 and
2010 and discovered that while foreign aid fa-
vorably promotes growth in high-income de-
veloping countries, it damages growth in low-

income developing countries.
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Growth

Foreign aid has long been a preferred strategy
for accelerating economic growth and reduc-
ing poverty in developing nations. Interest-
ingly, the areas with the largest levels of for-
eign aid also have the highest rates of poverty,
whereas those with lower aid contributions
have achieved significant advancements.

A number of academics contend that aid pro-
motes capital accumulation, which in turn
drives economic growth (Papanek, 1972; Levy,
1988; Islam, 1992; Hansen and Tarp, 2000;
Aizenman, Jinjarak, and Park, 2013; Adeola
2017). They consider that the primary cause of
poverty and underdevelopment is a lack of
capital accumulation. Thus, the influx of aid
contributes to the growth of capital resources
that are available for use in different economic
sectors. To be more precise, the funds can be
utilized to ease restrictions on foreign ex-
change, grant access to new technology, en-
hance managerial abilities, and facilitate eas-
ier entry into international markets. These
uses of foreign aid have the potential to foster
economic expansion.

The poor are trapped in a cycle of poverty
since they are unable to save money. As a re-
sult, the nation lacks domestic capital accumu-
lation, which is a necessary component of
growth and government investment. Savings
can only occur when a country or individual
has an income over what is needed for subsis-

tence. The economy is unlikely to expand

when a large number of people must spend all
of their money in order to exist. From this an-
gle, foreign aid can therefore be a crucial com-
ponent to augment those low capital accumu-
lations and function as a major catalyst to help
emerging nations escape the poverty trap and
boost their national economies.

The beneficial effects of foreign aid on eco-
nomic growth were later supported by other
research that used more advanced model
specifications and techniques. For instance,
Moreira (2005) discovered a favorable corre-
lation between aid and growth for 48 develop-
ing nations between 1970 and 1998 using the
Generalized Method of Moment (GMM) ap-
proach. Arndt, Jones, and Tarp (2010) pro-
posed that aid has a long-term, positive, and
statistically significant causal effect on growth.
Negative Effects of Foreign Aid on
Growth

Another group of researchers contend that for-
eign aid does not always increase the recipient
country's domestic resources and offer five
reasons why aid is ineffective, which stands in
contrast to the findings of a positive relation-
ship between aid and economic growth
(Friedman 1958; Bauer 1972; Werlin 2005;
Easterly 2006; Collier 2007; Moyo 2009).
Firstly, the funds might be squandered on the
leaders' and government officials' personal ex-
penses. Secondly, it might promote corruption
in aid initiatives and policies, as well as in

broader contexts like funding unplanned sec-




The Effects of Foreign Aid on Economic Development

There is not a single consensus on the defini-
tion of the words "development aid," "foreign
aid," and "humanitarian aid," despite their fre-
quent use. As described by different scholars,
it means any funds, supplies, or training pro-
vided to another nation by a nation-state or a
multilateral organization (like the European
Union, World Bank, and the UN) is referred to
as foreign aid. The history of development aid
dates back more than a century, when Euro-
pean nations would give their colonies military
supplies, equipment, and training—even
though military help is hardly considered in-
ternational aid in modern times.

Examining the efficacy of foreign aid is there-
fore essential for the efficient and correct im-
plementation of the policy, given the sizeable

amount of aid and the nations and individuals

involved in this industry. Whether or if the
foreign aid policy meets its objectives is what
is meant by "effectiveness of aid" in this con-
text. And if so, how much of it? The primary
objective of development aid is to improve the
social and economic well-being of the recipi-
ents' populations.

In particular, the aid is meant to support re-
cipient nations in allocating funds to alleviate
poverty, end hunger, end malnutrition, and
eradicate illness. Additionally, it is given to
them so they can build the fundamental social
and economic infrastructure needed to boost
the nation's competitiveness and productivity.
For this reason, the most important and rich
area of analysis when it comes to aid effective-
ness is the recipient nation's economic growth.

Positive Effects of Foreign Aid on
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