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How Can Foreign Aid Buy Economic Growth? 

Revisiting the Growth Effects of Foreign Aid 

Kang-Kook Lee
 Ritsumeikan University

I. Introduction

In spite of the recent achievement in poverty alleviation, there are still too many 

people in poverty and sometimes in hunger because their economies have failed to grow 

up. It is reported that more than 2.5 billion people are living under $2 consumption per 

day with most of them living in poor Sub-Saharan African countries, according to the 

World Bank estimates (Chen and Ravallion, 2007). Western countries and international 

organizations have made great efforts to help them by providing huge foreign aid. The 

international efforts for foreign aid have been ongoing, and in 2010, net official 

development assistance from the DAC (Development Assistance Committee) of the 

OECD reached $128.7 billion, representing an increase of 6.5% from 2009. However, 

most of highly poor countries could not get out of the trap of poverty, and many report 

that foreign aid didn’t exert the expected effects on economic growth in those countries 

(Easterly, 2006). Because of this failure, voices for the reform of foreign aid are rising. 

Several plans were presented including measures to encourage domestic businesses to get 

out of the ‘aid trap’ (Hubbard and Duggan, 2009) and even the argument to stop the 

‘dead aid’ (Moyo, 2009).

There have been a large number of empirical studies that examine the growth effects 

of foreign aid and their findings are disappointing in general, and mixed at best. They use 



various models, methodologies and data but fail to live up to the common expectation. It 

is because the relationship between foreign aid and economic growth could be greatly 

complicated. Foreign aid and economic growth could affect each other, leading to an 

endogenous relationship, which makes empirical tests so difficult. Foreign aid may create 

only collateral benefits and they may be realized under some preconditions. Furthermore, 

not just foreign aid as a whole but some specific form of foreign aid may well be relevant 

to economic growth.

This paper aims at reviewing the debate on the aid effectiveness for growth, largely by 

discussing current empirical studies. It attempts to highlight main issues and limitations 

in those studies, and in so doing, it presents directions of future study. Section II critically 

reviews vast empirical studies on the growth effects of foreign aid and draws out some 

lessons. Section III discusses reasons why foreign aid has failed to promote economic 

growth taking institutions and exchange rates into account. Section IV examines the 

differential effects of loans and grants and reports the results of several empirical studies 

about these. Section V concludes by discussing future directions for further empirical 

study. 

II. Review of Current Empirical Studies

In a simple theory, foreign aid is supposed to promote economic growth by providing 

foreign saving that is deficient in poor countries, and thereby raising investment. Some 

argue that its growth effects from the neoclassical growth theory perspective using the 

augmented Solow-Swan growth model should not be exaggerated and the original 

expectation was too high (Dalgaard and Erickson, 2009). But it is still certain that we 

may well expect foreign aid to encourage growth rates through several channels. Increase 

in investment for physical capital and human capital should contribute to economic 

growth. Furthermore, foreign aid could encourage overall productivity and efficiency due 

to transfer of the better management skills and technical assistance. However, no 



relationship between foreign aid and growth was found and this disappointing reality led 

to the development of efforts to investigate the effects of foreign aid on economic growth 

in empirical examinations. Using the common cross-country regressions approach, most 

studies check the growth impact of foreign aid after controlling for relevant factors for 

economic growth. They find that the empirical evidence for the growth effects of foreign 

aid is just mixed and weak although some report conditional effects. 

There have been several rounds of debates in empirical studies on the growth effects 

of foreign aid since the 1980s. The first round of studies examine how foreign aid affects 

saving and investment. These studies demonstrate the positive impacts of foreign aid on 

them in general. According to Hansen and Tarp (2000), they find that aid increases total 

savings, but less than one-to-one, and that aid increases investment and growth. But these 

studies did not fully study the relationship between foreign aid and growth because it is 

not clear how increased saving and investment by foreign aid promote growth. They also 

had serious limitations in addressing the endogeneity bias because growth per se may 

affects foreign aid. 

The second generation studies make some progress in overcoming endogeneity 

problems and concentrate on the conditional effects of foreign aid on economic growth. 

They utilize instrumental variables for foreign aid including the size of the economy, 

population, the strategic relationship with donors and so on, and introduce the 2SLS 

(two-stage least squares) model. Boone (1994) is the first study to use this 

instrumentalization. His study disappointingly finds that there is no robust evidence that 

foreign aid promotes investment and growth, and reports that it just increases 

consumption. Later studies investigate whether foreign aid spurs growth above some 

threshold conditions although foreign aid in itself may not lead to higher growth. Dollar 

and Burnside (2000) test the hypothesis that foreign aid encourages growth together with 

‘good’ policy such as budget surplus, lower inflation, and trade openness. Using effective 

development assistance1) and panel datasets, they run a common cross-country regression 

1) EDA (effective development assistance) is in two major respects from the usual net Overseas Development 
Assistance measure (net ODA) tabulated by the DAC. First, EDA excludes technical assistance and second, it 



controlling for several variables. They generate a good policy variable by making linear 

combination of coefficients three condition variables in growth regression, and use it as a 

precondition variable. When they include the aid interacted by this policy term, it is not 

significant. However, when they include the quadratic interaction term both interaction 

terms are significant, and thus they conclude aid spurs growth in a good policy 

environment with diminishing returns. However, Easterly et al. (2004) extend data to 

more recent periods, using the same model and specifications, and find that their 

empirical evidence is not robust. 

Following Dollar and Burnside (2000), other studies examine various preconditions. 

For example, Collier and Dollar (2002) use different data and specification with policy 

and institutional assessment of the World Bank, and find the similar result to Dollar and 

Burnside (2000).2) Dalgaard et al. (2004) investigate the role of geography and find that 

foreign aid is less effective in tropical countries. In contrast, Hansen and Tarp (2001) 

argues that there is a non-linear relationship between foreign aid and economic growth 

due to the diminishing returns of foreign aid. They report that taking this into account just 

drives out conditional effects of foreign aid because foreign aid per se could be related 

with condition variables. Collier and Hoeffler (2004) take political instability as well as 

good policy environments into account. They find that foreign aid helps countries to grow 

when they are recovering from civil wars and when have good policies, using a 

triple-interaction term. But the findings of these studies appear not to be robust. 

According to Roodman’s reexamination of important seven aid-growth empirical papers 

for robustness, their results are generally fragile (Roodman, 2007). He reports that almost 

all of their results suffer from arbitrary specifications and sample biases. 

More recently, Rajan and Subramanian (2008) introduce a new way to address 

differs in its treatment of loans. While ODA counts total official loans in their net value after extracting what 
the country returns, EDA counts the grant equivalent of loans only, excluding the loan component of 
concessional loans. But the correlation between EDA and ODA is very high.

2) They use a composite index from the country policy and institutional assessment (CPIA) by the Wolrd Bank. 
This evaluates policy environment consisting of 20 equally weighted components divided into four categories: 
macroeconomic management, structural policies, policies for social inclusion, public sector management and 
institutions.



endogeneity, that is, a kind of gravity equation to estimate bilateral foreign aid flows 

between donor and recipient countries. They first regress bilateral foreign aid flows on 

many variables including the former colony relationship, the size of relative population 

and their interactions, in order to estimate the instrumental variable for foreign aid. They 

also use the popular dynamic panel method and GMM (Generalized Method of Moment

s)3) and fail to find any robust growth effects of foreign aid even under desirable 

preconditions. Their finding suggests that a careful empirical examination using 

sophisticated methods fails to find the growth effects of foreign aid. But Arndt et al. 

(2009) report that they find significant growth effects of foreign aid at least in the 

cross-country model, using the similar specification of Rajan and Subramanian (2008). 

They criticize the limitations of the popular GMM method and support for rather 

longer-run specifications (Arndt et al., 2009). Their results using alternative estimation 

methods and different instrumental variables are statistically significant, which calls on 

more research efforts. Recently, Angeles and Neanidis (2009) attempt to test another 

conditional aid-growth relationship, using the share of ruling elites. They find that foreign 

aid is more helpful to growth in countries where the share of ruling elites proxied by the 

amount of European settlers in total population in colonial times is smaller.4) This may 

suggests the historical factors from the colonial experience, associated with the extractive 

character of the state, could be relevant to aid effectiveness.

In sum, great efforts have been ongoing to examine the growth effects, frequently 

conditional, of foreign aid but it is not so easy to find its evidence. As Dalgaard and 

Hansen (2010) emphasize, the effects of foreign aid on growth should be investigated 

with more disaggregation and using better methodology. More studies should be done in 

order to focus on effects of a specific form foreign aid on a specific area.

3) The GMM is an econometric technique to overcome the endogeneity bias when the specification is a dynamic 
panel setup. Common growth regressions have a lagged dependent variable in independent variables, and thus 
they have the character of dynamic panel data. The GMM method uses the first differenced equations and 
original level equations, and use internal instruments for each other by combining these equations as a system.

4) Their finding appears somewhat in contrast with the argument that lower settler mortality and more settlement 
of Europeans promoted institutions and hence growth in developing countries, by Acemoglu et al. (2001). 
However, Angeles and Neanidis (2009) include institutional quality and climate in their growth regressions in 
order to control for settlers’ effects on institutions and factors to affect their settlement.



III. Why Foreign Aid Failed to Work?

As empirical studies demonstrate, foreign generally appears to end in failure in its 

attempt to promote economic growth in poor countries in reality. The following graph 

demonstrates the experiences of the Sub-Saharan African countries in terms of growth 

performance and foreign aid to them. This shows that the unconditional relationship 

between aid and growth is not significant, and the conditional relationship after 

controlling for other factors in growth is not significant either, reported by empirical 

studies.

Figure 1. Aid and Growht in Africa

Source: Easterly (2004), p. 35.
Note: Calculated using 10-year moving averages.

There are many reasons why foreign aid did not lead to higher economic growth in 

reality. First of all, it maybe because foreign aid tends to go to countries where there are 

bad and corrupt governments with low growth potential. Donor countries take 



geopolitical consideration into account rather than economic potential and this distorted 

the flow of foreign aid toward countries with low institutional quality. Alesina and Weder 

(2002) already reports that the relationship between lower growth and aid could be due to 

the wrong direction of aid in itself related with donor countries’ concern.  

Second, it is commonly indicated that poor recipient countries lack necessary 

conditions that are required for foreign aid to achieve high economic growth successfully. 

They include so-called the good policy, better institutions, and more stable 

macroeconomic management and so on. Reflecting this, a lot of talk has been going on 

for the reform of the foreign aid process including some measures for conditionality. 

However, there has been no much progress yet and even the conditional benefits of 

foreign aid are reported to be in question in more rigorous empirical examinations as we 

already observed in the former section.

Another serious problem is that foreign aid as such could have harmful effects on 

institutional development. For instance, foreign aid could provide rich sources for 

rent-seeking in poor countries where a small number of powerful political groups control 

the society. It may also increase the possibility of internal conflicts for these windfall 

gains. Djankov et al. (2008) report that foreign aid works as a curse similar to natural 

resources as it worsens the undemocratic autocracy and blocks institutional development 

in recipient countries. They find that high foreign aid levels lowered the indexes to 

demonstrate democracy and check and balances, using large panel data for long term.

Brautigam and Knack (2004) argue that foreign aid may affect governance negatively 

in two major ways. First, large amounts of foreign aid can weaken institutions when 

transactions costs are high with high fragmentation of multiple aid projects. Second, high 

levels of aid can make it more difficult to overcome the collective action problem and 

moral hazard, and can lower accountability of governments (Brautigam and Knack, 2004, 

pp. 260-265.). They find evidence that higher aid levels are associated with larger 

declines in the quality of governance for African countries, using ICRG (International 

Country Risk Guide) institutions index, and higher aid is associated with lower tax efforts 

in Africa. A more recent study to examine much more countries and more recent periods 



using the GMM method and panel data also report the negative effects of foreign aid on 

governance (Busse and Groning, 2010). Institutions are indeed the most important factor 

to economic growth as many recent studies report (Rodrik et al., 2004). However, if they 

are affected by foreign aid negatively it would be very difficult to expect that foreign aid 

can buy economic growth.

Lowering institutional quality is not only problem of foreign aid. Aid may cause 

appreciation of real foreign exchange rate, called the ‘Dutch Disease’, and thereby doing 

harm to export sectors. Non-tradable sectors may grow overly at the cost of the growth of 

tradable sectors if a country receives a large amount of foreign aid. Considering that 

export-led industrialization is essential to economic growth in poor countries, foreign aid 

may deter economic growth through the exchange rate channel. Rajan and Subramanian 

(2009) finds that the growth of export sectors is relatively slow in countries that receive 

more foreign aid, using cross-country and cross-industry data.5) However, the links 

between higher foreign aid, exchange rate appreciation and lower exports may not be 

robust and more research should be done (Kraay, 2006).6) In fact, the appreciation of 

domestic currency financial globalization and following capital inflows is regarded as one 

of reasons why foreign investment fails to promote growth in developing countries. Their 

finding suggests that foreign aid could play a similar negative role to that of foreign 

capital inflows in general. If it is the case, recipient countries should be more careful in 

the management of exchange rates and foreign capital flows when they receive foreign 

aid.

IV. Various Forms of Aid and Growth Effects

Although there is no empirical evidence for the growth effects of foreign aid in 

5) Their empirical strategy addresses limitations of cross-country regressions including serious endogeneity bias 
and omitted variable problems by using country-level industry data.

6) Kraay (2006) points out that first, the distinction of ‘tradable’ sector from ‘non-tradable’ is difficult. argues 
that. Also, he indicates that the existing evidence of appreciation effects of foreign aid is highly mixed and 
their results become weak when considering the correlation between aid and GDP. The negative effects of 
overvaluation on manufacturing growth are again not clear because of small sample problems.



general even under desirable conditions, foreign aid indeed has several different forms 

including grants, loans, technical cooperation and so on. One may well ask different 

forms of foreign aid could generate differential effects. This line of study to examine the 

differential effects of loans and grants began to develop in the early 2000s (Cohen et al., 

2006). After 2000, advanced countries and international organizations moved toward 

‘grants’ rather than loans with the Meltzer report, and Japan was criticized for too high 

share of loans. Against this backdrop, researchers shed light on the difference between 

loans and grants in foreign aid. Many argue that loans have several problems. They could 

aggravate the debt burden by increasing more loans for debt repayment, and finally 

strengthen the possibility of the debt crisis in recipient countries, let alone they are not so 

humanistic (Bulow and Rogoff, 2005). But there could be clear ‘benefits’ of loan. In fact, 

the theoretical base is weak why loans are inferior to grants, and loans could be even 

better because of incentive effects and more linkage effects. While grants may generate 

moral hazard problem leading to reckless fiscal management and lower tax revenue in 

recipient countries, loans could provide them with reasons that they should utilize them 

more efficiently.

Empirical studies do not support the superiority of grants either. Gupta et al. (2003) 

report that loans provide more discipline by increasing the effort for tax revenue in 

comparison with grants although others find that the results are not so robust (Morrissey 

et al., 2006). Odedokun (2004) finds that the higher grant element in relation to loans’ 

face value in foreign aid also increases the level of foreign debt due to the soft budget 

problem. More importantly, an extensive study by Cordella and Ulku (2004) at the IMF 

report that high loan concessionality, meaning relatively more grants, can contribute to 

economic growth more compared in countries poorer, more debt, and worse policy.7)

This suggests that loans are more beneficial to economic growth in countries with less 

debt and good policy. It is also reported that the higher share of grants in total foreign aid 

7) They use the amount of EDA divided by the amount of ODA as a proxy for the degree of concessionality. 
This reflects how large is the share of the amount of grant equivalent of loans and official grants in total 
loans and grants. For the policy variable, they use the CPIA variable used by Collier and Dollar (2002).



reduces investment and increases government consumption, especially under better 

conditions (Djankov et al., 2006). A study using the growth accelerator approach, 

different from common cross-country regressions, also finds the significant growth 

effects of loans but not of grants (Dovern and Nunnencamp, 2006). Kohama et al. (2003) 

and Sawada et al. (2004) carry out an empirical test of the effects of loans on economic 

growth. They report that in the standard cross-country growth regressions using same 

data of Easterly et al. (2004), growth effects of only loans were significant. But this result 

holds only when the loan-policy interaction variable is included in the specification. The 

interaction term is significantly negative in their study, which suggests that loan 

encourages growth in countries with ‘worse’ policy.8)

There are other studies that also investigate importance of aid modality. Short-term 

foreign aid or project-based one for infrastructure mainly with loans, is found to be more 

helpful to growth compared with other forms of foreign aid (Clemens et al., 2004; 

Quattra and Strobel, 2008), although there is still a question about robustness (Rajan and 

Subramanian, 2008). Development aid, defined by bilateral aid from more 

development-friendly countries such as Scandinavian ones, is significant to growth 

(Minoiu and Reddy, 2009). Recently, researchers pay attention to the relationship 

between foreign aid and other foreign capital flows, specifically foreign direct investment 

(FDI). Kang et al. (2011) finds that Japan’s foreign aid, with the higher share of loans, 

accompanied FDI after being given, while foreign aid from others countries are not. 

Others report more complex relationship between foreign aid and FDI. Selaya and 

Sunesen (2008) report that aid in complementary inputs such as infrastructure draws in 

foreign capital while aid invested in physical capital crowds out FDI.

It is very interesting that many studies to examine different forms or different 

modality of foreign aid report significant and differential results. We should make more 

efforts to develop this line of study though researchers’ interest in loans vs. grants appear 

8) This finding is somehow opposite to Cordella and Ulku (2004). They state that it may be because new loans 
lead to countries with more budget surplus, so that the interaction term is similar to the squared term of 
loans. If this is a case, negative coefficients of loan-policy interactions imply the decreasing marginal impact 
of loans on growth. They also report that loans became more significant in the 1990s.



to have weakened possibly because grants became the most important form of foreign aid 

recently. First, it is worth examining whether the possibly negative effects foreign aid on 

institutions could be different between loans and grants. Loans could be better in this 

respect since they could encourage rent-seeking activity certainly less than grants. 

Besides, it would be necessary to investigate the historical experiences of foreign aid 

from this perspective by conducting case studies and by disaggregating foreign aid. 

Finally, more study should be done to take specific conditions into account that help a 

specific form or modality of foreign aid to promote economic growth. This would be 

essential to the development of foreign aid policy in Korea. Korea just started giving 

foreign and could learn important lessons on the effectiveness of aid from Japan’s 

experience (Sawada, 2009). Japan may well emphasize that loans could be more effective 

and growth-enhancing than grants, different from western countries. This could be partly 

owing to tight constraints of budget in Japan but is also associated with the successful 

former experience of giving loans to countries such as Korea. In general, the better 

understanding of these differential effects of different components in foreign aid would 

be essential to making the foreign aid process more effective.

V. Concluding Remarks and Future Research Directions 

There are still questions and debates about how foreign aid promotes economic 

growth. Disappointing historical experiences call on researchers and policy-makers to 

investigate the process of foreign aid more extensively for the purpose of increasing its 

effectiveness. We have reviewed recent empirical studies about the relationship between 

foreign aid and economic growth. There have been significant developments in empirical 

studies including the introduction of better methods and consideration of potential 

preconditions. However, it is really hard to find any significant evidence that foreign aid 

encourages economic growth in recipient countries. We have also discussed possible 

reasons why foreign aid couldn’t buy economic growth. Negative effects of foreign aid 



on institutions through the promotion of more rent-seeking activities and appreciation of 

domestic currency due to foreign aid flows could hinder foreign aid from promoting 

growth. 

These weak results from empirical tests may stem from limitations in our 

methodology and data in the regression approach. Thus, we need to make efforts to 

proceed with empirical study using common cross-country regressions and other 

methods. Better data to indicate different components of foreign aid and better methods 

including the approach to overcome endogeneity should be developed. Based on these, 

we should attempt to test differential growth effects of loans and grants, considering 

some other possible conditions. In addition, we need to focus on more meso-level 

variables that could be channels through which foreign aid makes a contribution to 

growth. Education, health and other variables were examined and some already report 

significant results (Dalgaard and Hansen, 2010). We can also study in more detail how 

foreign aid or its components affect variables such as foreign investment, or variables 

including institutions and the exchange rate, and hence affecting growth. From a broader 

perspective, foreign aid could be thought of as one of conditions, which helps other 

variables to promote economic growth. Then, it can be tested whether foreign aid could 

be a desirable condition in which FDI leads to higher economic growth, by providing 

better infrastructure and education. 

It should be noted that generalization of the aid effects would be never easy because 

recipient countries have high diversity that may influence the effectiveness of aid. This 

could be an important reason why cross-country regressions can hardly find significant 

results. In this respect, developing more extensive case studies would be crucial, for 

example, by adopting a comparative institutional analysis of success cases and failure 

cases to draw some policy lessons. In so doing, we should shed light on the question how 

the components of foreign aid are provided more efficiently associated with other 

supports such as technical training, community development or so called ‘software’ 

emphasized by the Millennium Village Project. When it comes to the case of loans, we 

should discuss more effective monitoring mechanism and measures that prevent loans 
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from worsening the debt crisis.

Korea’s experience is indeed very interesting in terms of the effectiveness of foreign 

aid. Korea is the only country that was a recipient of aid and became a donor now. Its 

past success in economic growth when it was poor relied on foreign aid to some extent, 

typically loans. The developmental government succeeded in utilizing loans very 

effectively, allocating it to productive sectors in the state-led financial system, and 

promoted private investment highly. Korea provides crucial lessons to other developing 

countries that foreign aid could promote growth only when it is incorporated into the 

effective growth strategy, and this requires strong absorptive capacity and better 

governance. This emphasizes that developing countries that receive foreign aid should 

make efforts to develop their institutional capacity first before struggling to receive more 

foreign aid.
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Transport Infrastructure in LatinAmerica:

Mind the Bottlenecks to Close the Gap1)

Hamlet Gutiérrez and Sebastián Nieto-Parra
OECD Development Centre

1. Introduction 

Latin America's economic development is hampered by the gap in infrastructure. 

Infrastructure shortfalls differ considerably across sectors and states. Gaps in the region 

tend to be concentrated in transport and energy.2)

Despite increased private-sector participation in the last two decades the region is still 

behind Asia and other emerging economies. This does not only affect its economic 

growth but also compromises the possibility to reduce inequality, which is so deep-rooted 

in the region. To face firms’ and households’ new demand for infrastructure between 

2006 and 2020, Latin America will have to invest around 5.0% of regional GDP, 

assuming an average annual real growth of 3.9%. To close the gaps with South-East Asia, 

the requirement climbs to 9.0% of the region’s GDP. The effort needed is considerable, 

given that infrastructure investment in 2007-08 was only 2% of GDP.3)

The challenge for the region is to supply infrastructure that strengthens the economy 

and fosters equality in a sustainable manner. Increasing the availability and quality of 

infrastructure reduces logistics costs and increases productivity and competitiveness of 

1) This article is based on the Chapter “The State and Reform of Public Infrastructure Policy” of the report 
Latin American Economic Outlook 2012:  Transforming the State for Development (OECD, 2011).

2) Balmaseda et al. (2011) and Gayá and Campos(2009).
3) Perrotti and Sánchez (2011)



the economies. For instance, by closing the infrastructure gap with other middle income 

countries, Latin American economies can boost GDP growth by two percentage points 

per year.4)

This article shows the main bottlenecks affecting the effectiveness of public policies in 

transport infrastructure and provides recommendations in transport infrastructure policies 

to tap unexploited opportunities for development. The analysis of transport infrastructure 

policies indicates the need for greater policy co-ordination and coherence. To increase the 

efficiency of the public sector, a series of mechanisms to change sectoral public policies 

and improve co-ordination with the private sector must be defined. The design and 

implementation of transport infrastructure policies should turn towards an integral, 

multimodal approach, with the infrastructure provided defined according to the needs of 

mobility and logistics, regardless of the mode of transport. In transport concessions, it is 

essential to correct the flaws resulting from dynamic inconsistencies (the situation in 

which agents’ preferences change over time), which are magnified by the fiscal 

accounting system for concessions and the inadequate management of the risks resulting 

from the concessions themselves, among other factors. 

2. Co-ordination of infrastructure policies 

One of the main challenges faced by public infrastructure policy is to improve 

coherence and co-ordination vertical and horizontal among stakeholders. Despite the 

close links between infrastructure and its users, a disassociation is often observed 

between policies on design and infrastructure provision and policies on the operation and 

promotion of transport. This seems to be the result of a duplicity of functions and in some 

cases direct competition between public agencies, affecting the efficiency of the proposed 

public or private intervention. Latin American governments should therefore strengthen 

their institutions, increasing co-ordination and policy coherence. There is also a need to 

4) Calderón and Servén (2010).



reinforce the relationship with the private sector through modern regulatory frameworks 

that provide balance between planning, evaluation, capacity and the maturing of 

investments.

According to a survey conducted on the region's policy makers,5) these challenges are 

more important than the stability, adaptability and effectiveness of policies and also more 

important than public-interest considerations. These qualitative results corroborate the 

opinions of different institutions, stakeholders and public-policy experts, who emphasise 

that problems of coherence, co-ordination and multimodal strategy in public policies are 

factors that reduce the efficiency and productivity of economies (Figure 1).6)

Proper policy coherence and co-ordination requires an institutional and incentive 

framework that is appropriate for each individual country's structure. A greater 

connection between ministries and public administrations is essential. It is also necessary 

to strengthen infrastructure planning in accordance with a national development plan 

created by technicians of the different agencies in charge of infrastructure development. 

This must be done with a focus on the long term, independently of political cycles and 

coordinated with sub-national policies. 

5) This survey, conducted by the OECD Development Centre, is directed at policy makers in the transport and 
infrastructure planning sectors and attempts to identify the main bottlenecks throughout the policy formulation 
process hindering effective infrastructure policy. To achieve this, interactions among different stakeholders 
involved in the infrastructure process are analysed (with an emphasis placed on transport). The survey was 
carried out in 2011 in Brazil, Chile, Colombia, Costa Rica, Ecuador, El Salvador, Mexico, Paraguay, Peru, 
the Dominican Republic and Uruguay. See Gutiérrez and Nieto-Parra (2011) for a detailed analysis. 

6) In contrast to the perceptions of policy makers, experts think that it is still necessary to considerably weigh 
public interest considerations. This difference can be attributed to policy makers’ perception that public 
interest considerations should be met by public works that respond to the demands of the public, while the 
much broader expert index includes perceptions on corruption. (Berkman et al., 2009).
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Source: Based on Berkman et al (2009), “Policies, State Capabilities, and Political Institutions: An International 
Dataset”, Inter-American Development Bank, Washington, D.C. (available at: 
http://www.iadb.org/res/pub_desc.cfm?pub_id=DBA-012), and Gutiérrez and Nieto-Parra (2011), “The 
Policy-Making Process of Transport Infrastructure in Latin America: A Review from Policy Makers”, OECD 
Development Center Working Paper, forthcoming publication.
Note: a lower level indicates that these characteristics are still relatively weak points in infrastructure policies.

The main obstacles to proper co-ordination between public infrastructure institutions 

and the transport sector are a lack of incentives for co-operation and an inadequate 

institutional architecture. According to the policy makers’ survey these aspects are more 

important than lack of clarity in assigning responsibilities, competition between 

ministries and political commitments in the area of infrastructure. The lack of incentives 

for co-operation is a key factor behind the problems in the relations between the 



transport, telecommunications, electricity and social infrastructure (such as education and 

health care) sectors. The countries where this obstacle is greatest are Colombia, El 

Salvador, Paraguay and Peru. These countries therefore must prioritise integrated policy 

for the different infrastructure sectors.

3. Public policy for the development of transport infrastructure

3.1. Prioritising and planning in the transport infrastructure policy-making 
process

Evaluating the policy-making process with the intent of identifying bottlenecks is vital 

to making transport policies more effective. Four distinct phases can be identified in this 

process: prioritisation and planning, execution, operation and maintenance. In each stage 

it is necessary to consider assessments, accountability mechanisms and project oversight. 

Appropriate allocation of responsibilities at each stage and an adequate integration of 

policies throughout the whole project cycle with their corresponding technical analysis 

help increase the effectiveness of public transport policies.

The transport sector faces different obstacles throughout the project cycle, but 

especially in the prioritising and planning stage. At this stage low technical capabilities 

for adequate project design and the lack of a framework for policy implementation stand 

out.7)   For instance, in the stage of Congressional approval, discussions of the National 

Development Plans in Colombia for 2002-06 and 2006-10 included specific prioritisation 

of road works. These lasted no more than 2 and 5 months respectively, restricting a 

thorough pre-feasibility evaluation or demand identification.8)

However, states are seeking to improve the selection and evaluation of projects 

through the implementation of national systems of public investment. Along with 

7) Other obstacles, such as the influence of other stakeholders, the overlapping of the same institutions in 
different stages, the limited participation of citizens and a delayed availability of resources, are not deemed 
as important by policy makers.

8) Nieto-Parra, Olivera and Tibocha (2011).



improving the quality of public finances, these systems seek to improve resource 

allocation to develop and strengthen assessment systems for public programmes and 

investment. Promoting co-ordination between institutional strategic plans where the 

synergies between different public or private projects are considered can reduce 

inefficiencies in public infrastructure spending.

The selection of projects must be improved. It is also necessary to establish an 

appropriate balance between new projects and the maintenance of existing ones. An 

analysis of transport policy-making in various countries in the region points to the 

challenge of improving the selection process and the quality of roads in Latin America.9)

The overall cost of transport and of investment and maintenance is between three and 

seven times less for a road in optimal state versus one that is not maintained.10)

Problems of dynamic inconsistency the incentive to change the initial rules of the 

game have an impact on the efficiency of the transport infrastructure sector. The 

political cycle may encourage the tendering of projects that are poorly prepared. This can 

create cost overruns and delays that drastically affect a project’s ex post profitability.11)

In addition, the scarcity of professional resources leads authorities to prefer new projects 

over rehabilitation and maintenance because they can obtain greater political dividends 

from them. In order to avoid these problems, some countries have established greater 

budgetary rigidities as a way of guaranteeing the resources needed for road maintenance. 

Failures from dynamic inconsistency could be addressed through the development of 

institutions that broaden the scope of public decision-making.12) Bias towards new 

infrastructure projects instead of rehabilitation and maintenance can be reduced through 

independent assessment of levels of service. Several Central American countries created 

9) Rioja (2003); Calderón and Servén (2010).
10) These results were obtained using road-surface deterioration models and vehicle operation costs, using HDM 

III and IV for Chile (Ministry of Public Works) and Mexico (Ministry of Communications and Transport).
11) For an analysis of the relationship between investments and the political cycle see Nieto-Parra and Santiso 

(2009).
12) Unsuccessful attempts were made in Chile to create institutions to reduce the bias against infrastructure 

maintenance. In 2007 legislation was passed creating a Superintendent for Public Works, requiring both 
public works and private concessions to establish explicit service-level commitments that could be monitored. 
(Bitrán and Villena, 2011).



infrastructure maintenance funds with resources from fuel taxes. However, in practically 

all instances, these schemes have been difficult to maintain due to a lack of appropriate 

incentives.

 During the first phase project identification and design it is necessary to evaluate 

various alternatives and variants in terms of project profile and pre-feasibility. Once the 

best option has been selected, the project moves on to the social feasibility phase, where 

public action should be guided by the principle of multimodal transport that is, the use 

of more than one mode of transport for a journey or group of journeys for people or 

goods, making journeys as efficient as possible. Multimodal transport is a central part of 

a modal-shift strategy, which is part of an integrated, sustainable logistics and mobility 

policy.13) This assessment should consider as benefits the actual savings of economic 

resources, including time savings of users, valued according to reasons for travel, and 

incorporate negative externalities. If the project is economically and socially profitable, 

different alternatives for its implementation must be evaluated, whether as a public works 

project, as an integrated public-service concession or as a combination of the two for 

some infrastructure and services components. 

3.2. Selection and evaluation of public-private partnership projects in 
transport infrastructure.

Latin America’s past experiences with public-private partnerships (PPPs) have led to 

questions about their usefulness. In Latin America, the model of public works 

concessions or PPPs14)  in the transport sector has been applied to the development of 

airports, roads, railways, ports and multimodal terminals. The use of this model began in 

the late 1980s and early 1990s in Argentina, Chile and Mexico, spreading later to Brazil, 

Colombia, Peru and countries in Central America and the Caribbean. However, 

difficulties and challenges encountered in various sectors and countries have led some to 

13) Pérez, Cipoletta and Sánchez (2011).
14) In this chapter we do not differentiate between concessions and PPPs. See OECD (2008) for the similarities 

and differences between the two modalities.



question the model.15)

However, proper use of concessions can improve the provision of services and 

competitiveness. In its broadest form a concession contract for the provision of 

infrastructure services includes financing, construction and operation of the infrastructure 

by a private operator. In general, concessions can help to solve agency problems in 

traditional public provision and fix important failures of the state resulting from the 

interaction between the political cycle and the decision-making timeline. 

The benefits of concessions are usually associated with failures of the state. The 

weakness of the state’s institutions and the recurrence of dynamic inconsistencies 

resulting from the political cycle are supposedly intrinsic to the system of public 

provision. To the extent that this is the baseline for evaluation, the benefits of concessions 

tend to increase.

 The long-term nature of concession contracts carries potentially significant transaction 

costs. This means that certain infrastructure projects are not appropriate for this modality. 

Furthermore, concession contracts are by definition incomplete; it is impossible to predict 

all the contingencies that may arise during the concession. There can be issues with 

adverse selection in the designation of the concessionaire and post-contractual risks of 

opportunism that can be magnified by institutional weakness. Another issue is the balance 

between the transfer of risk costs to the private sector under a scenario of asymmetrical 

information and imperfect capital markets, which requires designing an adequate 

incentive scheme.16)

Exploiting the benefits of concessions requires strong regulatory capacity in terms of 

evaluating, tendering and managing the concession contracts. Faced with weak contract 

management, concessionaires offer tendering prices below what they would offer in the 

absence of renegotiations and match or improve the initially expected revenues during the 

renegotiation. This continuous renegotiation carries high financial costs and risks that 

15) See Guasch, Laffont and Straub (2007) and Engel, Fischer and Galetovic (2003) for a detailed description.
16) The transfer of financial and market risks to the private sector has costs that depend on the conditions of 

development of capital markets, which affects financing costs and the level of competition in tendering 
processes, among other factors.
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affect the efficiency of this mode of contracting. 

The regulatory and institutional weakness of concessions in Latin America has caused 

continuous renegotiations. In the 1990s close to 50% of transport concessions were 

renegotiated in Argentina, Brazil, Chile, Colombia and Mexico. In Chile each concession 

was renegotiated an average of four times between 1993 and 2007, and nearly a quarter 

of investments in concessions derive from renegotiations.17)

Figure 2.
LATIN AMERICA: RENEGOTIATIONS IN CONCESSION CONTRACTS

Source: Gutiérrez y Nieto-Parra (2011), “The Policy-Making Process of Transport Infrastructure in 
LatinAmerica:AReviewfromPolicyMakers”,OECD Development Center Working Paper, forthcoming publication.
Note: the percentage refers to the proportion of the total number of concession contracts, NR: no response.

Today, according to interviews with regional policy makers, an average of 40% of 

concession contracts (vs. 20% in the UK) are renegotiated (see Figure 2).18)   Of the 60 

road concessions agreed up to 2010 in Colombia, Chile and Peru, 50 have been 

renegotiated, generating additional fiscal costs of 50% of the initial value of the contracts. 

17) See Guasch, Laffont and Straub (2008) for Latin America, and Engel, Fischer and Galetovic (2009) for 
Chile.

18) See Gutiérrez and Nieto-Parra (2011) for Latin America, and OECD (2008) for OECD economies.



A noteworthy case is Colombia, where 21 concessions have been renegotiated 273 times, 

resulting in additional fiscal costs or the extension of the concession period. These 

renegotiations are worth 170% of the contracts' initial worth and represent an average 

increase of 40% of the concession period; 98% of modifications were carried out 

bilaterally by the administration and the concessionaire, and in over 70% of the cases 

funds from future fiscal periods were used to pay for these renegotiations. In addition, in 

all theses cases, the first renegotiation was carried out within the first two years after the 

initiation of the contract.19)

Regulatory aspects (such as price cap and tendering processes) as well as institutional 

and political aspects (such as quality of the bureaucracy, election cycles, lack of 

independence of regulators and corruption) have been identified as determining factors of 

renegotiations in the region.20)  The possibility of extending the duration of concessions 

reduces competition, allowing de-facto monopolies to be formed in road networks and 

weakening service provision. The asymmetry of unlimited profits and limited losses due 

to their social distribution through renegotiations leads to problems of adverse selection 

and moral hazard, which foster high fiscal costs for future administrations.

An evaluation based on “value for money” helps to determine which mode of 

financing is most appropriate for infrastructure works and consequently to reduce 

renegotiation costs. Following a social feasibility analysis, a value-for-money evaluation 

can be used to assess whether a concession model is preferable to direct public-sector 

provision. While most OECD economies do a cost-benefit analysis or use a public-sector 

comparator, Latin American countries usually limit their analysis to a comparison of 

tendering results. This creates uncertainty regarding whether the private sector can 

generate “value for money”.21)

19) See Bitrán, Nieto-Parra and Robledo (2011) for a recent analysis of renegotiations of road concessions in 
Colombia, Chile and Peru.

20) Guasch, Laffont and Straub (2007; 2008).
21) See OECD (2008) for a comparison between OECD economies and Latin America. In Colombia, Congress 

included some road concessions in the approval of the National Development Plan 2002-06 (see Nieto-Parra, 
Olivera and Tibocha, 2011). Even in Chile, where the National System of Investment was a regional pioneer, 
concession projects are exempted by law from entering the national system during the evaluation phase. 
Furthermore, an adequate value-for-money analysis is not performed. 



A change in fiscal accounting can improve concession selection, avoiding reckless 

investments and the transfer of fiscal commitments to the future.22)  Given that the state 

controls the economic results of the concession through regulations and is also the 

recipient of the work at the end of the contract, considering concessions as public projects 

can lend transparency to public accounts. Thus, if investment in concessions is accounted 

for within a comprehensive framework for public infrastructure expenditure, concession 

would be chosen based on a value-for-money analysis.23)

Therefore, a priority in Latin America is to establish criteria that are followed before 

initiating a concession contract. Once the project has been defined by means of a social 

pre-feasibility study, three critical evaluations must be carried out:24)

i). Qualitative evaluations of value for money. 

ii). Pre-feasibility analysis of the viability of the project for the private sector.

iii). Social feasibility of the concession project, which enables a comparison of the 

social benefits of a public works project vs. a private one, based on their respective future 

cash flows and discount rates.

This analysis should lead to an evaluation of a full concession or a mixed scheme, and 

a determination of which type of contract maximises net social benefits. Ultimately, 

concessions are the best option when the present net value of cash flows adjusted for the 

expected increase in efficiency and the increased capital costs to the concessionaire are 

greater than the net benefits predicted by the traditional social evaluation of the project. 

This analysis allows the focus to be placed on the issues relevant for decision-making, 

such as the greater cost of private financing, the mitigations and subsidies necessary to 

offset it, the benefits of increased efficiency needed to justify the concession and the 

transaction costs inherent to this modality and in ex-post renegotiations.

22) See Araújo and Sutherland (2010), Donaghue (2002) and Engel, Fischer and Galetovic (2009) for a detailed 
discussion of the subject.

23) For example, in the UK aspects of “property” as well as “risk transfer to the private sector” are considered 
when determining whether a project must be incorporated in the public balance sheet, while in New South 
Wales in Australia it was determined that the assets and liabilities of privately financed bulk-water treatment 
plants must belong to the public-sector balance sheet (Irwin, 2007).

24) See Economist Intelligence Unit (2010) and Bitrán and Villena (2011) for a recent review on these aspects.



3.3. Multimodal interurban transport planning 

Each country's geography determines which modes are most efficient for the 

transportation of goods. In general, the region has a high preference for road transport 

over other means that could better take advantage of the geographical characteristics of 

the region, affecting both competitiveness and complementarities among modes of 

transport.

The traditional view states that short-distance railway and maritime transport are only 

competitive for distances over 500 km (about 300 miles). However, factors other than 

distance affect the successful use of both rail freight services and short sea shipping, as 

international evidence has shown. The success of these services is determined not so 

much by distance as by the concentration of available cargo volumes and the suitability 

of services offered in terms of frequency, costs and time.

 An inadequate modal partition in Latin America not only increases logistics costs and 

reduces competitiveness; it also increases negative externalities from transport. In 

countries with a size relatively comparable to the United States and Canada, there is a 

preference for the use of road transport for cargo which, in addition to deteriorating 

roads, weighs considerably on the cost structure of domestic transport. The potential of 

railways and waterways is largely untapped, with road transport having a concentration 

that is 15 times greater than in the United States.

Institutional failures explain the low share of fluvial transport. Maritime and fluvial 

transport have great potential in countries where underutilization is largely due to 

institutional failures. For example, in Colombia, fluvial transport on the river Magdalena 

(which carries 80% of the country's fluvial freight transport, but only 4% of total freight 

transport and 5% of passenger transport) is planned, regulated and managed by a single 

entity (Corporación Autónoma Regional del Río Grande de la Magdalena), which, by 

constitutional mandate, is independent from the Ministry of Transport. Under this scheme 

there is no integrated policy between the management of transport on the Magdalena and 

other waterways, nor are there incentives for one.25)



The port system reforms adopted in the region over the last two decades have generally 

been positive. However, reforms were delayed in several countries, like Costa Rica26)

and Peru, affecting external competitiveness and the development of maritime transport 

in the corresponding corridors. The current challenge is how to expand and renovate 

concession contracts, respond to demands for vertical and horizontal concentration of 

industry and provide port terminals with the required infrastructure to cope with 

commercial activity. 

An inadequate institutional framework that does not clearly assign responsibilities and 

generate incentives for collaboration between stakeholders limits the effective 

co-ordination of multimodal transport policy. These failures are especially present in 

multimodal forms of transport that include ports and railways, as evidenced by the lack of 

integrated pricing schemes for multimodal transport. In countries such as Colombia, 

Costa Rica and Mexico, the lack of institutional incentives for co-operation is an 

important obstacle for the link between primary roads and ports, and between ports and 

railways.

The integration of freight transport policies and multimodal planning that allows 

comparisons between subsidies and investments in different modes of transport are major 

challenges in the region. The elevated fiscal costs of road transport (due to high public 

investment and concessions) have generated unfair competition to other forms of transport. 

The rail and waterway concession model could maintain open access and finance 

investment through public contributions in cases where environmental externalities are 

significant. In the long term it would be desirable to adopt effective price signalling (for 

example, through adjusting fuel taxes and road tolls), thus avoiding the need for investment 

subsidies in other modes of transport. In addition, this would lead to more efficient and 

environmentally sustainable modal shares for the different transport modes.

25) Nieto-Parra, Olivera and Tibocha (2011).
26) In 2005, nearly 60 000 containers coming from or going to Costa Rica travelled by land (on unconditioned 

roads) to avoid problems of inefficiency and congestion at the port of Limón and to find better port services 
in Panama. This involved additional costs of between USD 70 and 100 million. (Schwartz, Guasch and 
Wilmsmeier, 2009) 



3.4. Vertical co-ordination in transport infrastructure 

In infrastructure provision, including transport, the actual construction of the 

infrastructure and the government policies and regulatory framework under which it is 

developed are equally important. In addition to infrastructure policy co-ordination among 

different government agencies at the same level of government, co-ordination between 

different levels of government is also needed. 

Central government dominates transport infrastructure policy planning. The results of 

the survey of policy makers cast light on certain phenomena identified in case studies in 

other regions.27)  Although this may be explained by the type of infrastructure (e.g. 

primary networks and railways), the results show that there is little involvement of 

sub-national governments throughout the project cycle. It is therefore necessary to 

strengthen co-ordination between different levels of government. 

Heterogeneity in responsibilities at different stages of the infrastructure process points 

to bottlenecks that limit the effectiveness of public transport policies. In all the countries 

participating in the survey, sub-national governments were found to carry out a wide 

variety of responsibilities. These range from policy design to performance monitoring 

and infrastructure maintenance. Such is the case of Peru, where sub-national governments 

are legally obliged to report on compliance with transport policy. However, their partial 

involvement limits the effectiveness of these joint measures.

Clearly defining the responsibilities of each level of government allows a greater level 

of coordination. For example Brazil's Growth Acceleration Programme, a vast 

infrastructure plan now in its second stage (PAC2), provides for the selection of projects 

by the federal government in consultation with its regional and local counterparts. On the 

other hand, in Colombia, even when responsibilities for road type are well defined by 

levels of government, the priorities and execution of secondary and tertiary roads have 

been modified by Congress without consultation of local and regional authorities (for 

example, in the paving of 5 000 km of tertiary roads in 2002-06).  

27) See, for instance, Steffensen and Trollegaard (2000) for a sample of African countries.



Defining technical plans at a sub-national level facilitates territorial co-ordination of 

investment. Shared objectives among the different levels of government can generate 

strong incentives for the transfer of resources. In nearly half of the surveyed countries 

there are such plans, which are usually aligned with national development plans or 

investment plans. Otherwise, a decoupling of public spending programmes in 

infrastructure among different levels of government can lead to wasted resources, 

duplication of efforts, and, in the worst case scenario, conflicting priorities.

A greater link between different government levels exists in countries that have 

sub-national transport policies. In the surveyed countries that have such plans there is 

greater co-ordination with the national government. This is evidenced by shared 

responsibilities for implementation. However, due to the small size of some countries in 

the region, especially in the Caribbean and Central America, it is not necessarily desirable 

to have explicit sub-national transport infrastructure plans because it eliminates the 

economies of scale inherent to large investment projects. Even so, the inclusion of 

sub-national strategic plans in national investment plans makes more effective 

co-ordination possible. 

The unitary character of public finance in many countries in the region hampers 

sub-national infrastructure spending, as it often depends on the transfer of resources from 

the central government. This, coupled with limitations in the technical competencies of 

sub-national governments, makes the transfer of responsibilities impossible due to 

financial, operational and administrative factors. This situation allows the central 

government to concentrate subsidy funding in land transport networks.

In this regard, the formulation of medium-term fiscal and investment frameworks that 

clearly and expressly define the policies to be implemented in each region/territory can be 

a useful tool. These frameworks can provide a benchmark for both national and 

sub-national governments on how to manage public spending. Advances in the use of 

multi-year budgeting, a product of institutional reforms aimed at increasing the 

effectiveness of public spending, have brought about greater transparency and 

communication in the formulation of these plans. 



4. Conclusions 

Reversing the infrastructure gap in the region requires state intervention through the 

adoption of new public policies and increased investment. One of the main challenges is 

to improve co-ordination and coherence among relevant stakeholders in the area of 

infrastructure. Co-ordination is particularly necessary among agencies at the same level 

of government, agencies of different government levels, and among public and private 

stakeholders. 

In order to identify the bottlenecks that limit the effectiveness of infrastructure 

policies, it is necessary to evaluate and strengthen the different phases of policy making: 

prioritising and planning, execution, operation and maintenance. To do this, it is 

necessary to build a regulatory framework that includes a system of checks and balances 

and clearly defines transparency and accountability mechanisms.

The prioritising and planning phase should aim to increase the social benefits from 

public works through a social evaluation process. Finding a balance between 

commencing new projects and maintaining existing infrastructure is key to this.

The state must apply a strategic vision to private participation in infrastructure, seeking 

the most suitable partnerships and instruments available to improve the quality of 

services and goods provided. Adequate project planning and design would indicate when 

private participation is desirable, without risk transfer being the only criterion. This 

should be encouraged in an environment that minimises perverse incentives for rent 

seeking, solves the problems of dynamic inconsistency, mitigates information problems 

and maximises efficiency and quality in the provision of services. 

It is crucial to follow a strict selection process for private participation (such as “value 

for money” analysis) and to have well-designed contracts and a fiscal accounting system 

that does not favour concessions over public projects. This would minimise concession 

renegotiations, which would considerably reduce hidden fiscal costs. 

The institutional framework and civil-service careers in the transport sector requires 

important reforms. It is necessary to follow hiring schemes that encourage 
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independent from the political cycle and is capable of using sophisticated tools for 

planning, evaluation and monitoring.  Both regulatory bodies and agencies responsible 

for contracting services and infrastructure must have greater autonomy to ensure better 
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1. Introduction 

Disparities between developing and developed countries have long been seen as key 

determinants of migration. Assessment of the impact of migration on the dynamics of 

development has varied over time. Migration transforms not only the destiny of 

individual migrants but also the conditions of family members left-behind and of local 

communities. Despite the fact that migratory processes are multi-dimensional and may 

generate a wide array of positive as well as negative consequences for development, 

remittances have lately become the single most emphasised evidence and measuring stick 

for the ties connecting migrants with their societies of origin (Adams, 2005a).

In 2003, the Global Development Finance annual report took formal notice of 

remittances as a source of external development finance for the first time, and various 

recent reports estimate that remittances amount to roughly one and a half times ODA 

(Official Development Assistance), more than capital market flows and more than half of 

foreign direct investment flows to developing countries. Lower middle-income countries 

apparently receive the largest amounts, but remittances may constitute a much higher 

share of the total international capital flow to low-income countries (Adams et al., 2005). 

To further underline the development dimension of migrant transfers, remittances are said 

to have the potential of being more stable than private capital flows and to be less volatile 

to changing economic cycles (Buch et al., 2002).



The emphasis of development policy is now firmly on poverty reduction and 

achievement of the Millennium Development Goals among international societies. 

Increasingly bilateral and multilateral development agencies recognise that remittances 

play an important role in the accounts of many developing countries and are crucial to the 

survival of poor individuals, families and communities around the world (World Bank, 

2006). Because remittance flows to developing countries have a strong potential and may 

well relevant to local development through investments in productive activities.

This paper aims at reviewing the developmental dimension of remittances and 

attempts to highlight key issues. Section II briefly introduces the definition of remittances 

and discusses reasons why remittances are getting central to recent development debates. 

Section III reviews key impacts of remittances in terms of development, and Section IV 

examines the role of remittances as a trigger for development. Finally, Section V 

concludes by discussing policy directions for making remittances work better for all.

II. What Are Remittances and Why These Are Important?

Remittances are generally defined as that portion of a migrant’s earnings sent from the 

migration destination to the place of origin. Although remittances also can be sent 

in-kind, the term ‘remittance’ usually refers to monetary transfers only (Ratha, 2004). In 

most of the literature, the term is further limited to refer to migrant worker remittances, 

that is, to cash transfers transmitted by migrant workers to their families and communities 

back home (Buch et al., 2002). While migrant worker remittances probably constitute the 

largest part of total global remittance flows, refugees and other migrants who do not 

benefit from the legal status of migrant workers are also involved in remittance transfers 

(Sørensen, 2004).

Remittances can be transferred within and between countries. Internal remittances are 

transferred by persons who migrate within their countries of origin, whereas international 



remittances are transferred by migrants who crossed an international border. However, 

geographic categories may be less important than understanding the role of migration 

plays in the livelihood strategies of the individuals concerned. Assessments of the 

importance of migration are often based on an idea of different economic areas rather 

than conceptualising areas of origin and destination as a single socio-economic space 

(Ratha, 2003). Though migrants from developing countries can potentially earn more by 

migrating abroad, even within countries wage differentials can be huge and internal 

remittance transfer fees are generally lower due to the absence of foreign exchange fees 

and related financial regulations. Then, why these remittances are important?

Remittances received from migrants abroad are the largest source of external finance 

for the developing countries as a group. In 2008, recorded remittances sent home by 

migrants from developing countries exceeded $300 billion (table 1), but the true size of 

remittances, including unrecorded flows through formal and informal channels, is 

believed to be even larger (Mohapatra, 2010). They are almost three times larger than 

official aid received by developing countries and slightly smaller than foreign direct 

investment in year 2009 (figure 1).

Table 1: Outlook for remittance flows to developing countries, 2011-12

e= estimate; f=forecast 
Source: Migration and Development Brief (Vol.13), Migration and Remittances Unit, World Bank.



Figure 1: Remittances and capital flows to developing countries

Source: Migration and Development Brief (Vol.13), Migration and Remittances Unit, World Bank.

In 2010, the estimated top three recipients of remittances (figure 2) India, China, and 

Mexico received over $55, $51, and $23 billion respectively (World Bank, 2011). But 

smaller and poorer countries tend to receive relatively larger remittances when the size of 

the economy is taken into account. Expressing remittances as a share of GDP, the top 

recipients were Tajikistan (35%), Tonga (28.0%), Lesotho (25%) and Moldova and Nepal 

(23%). Remittances may be more evenly distributed across developing countries than 

private capital flows (World Bank, 2011).



Figure 2: Top recipients of remittances (US billion and % of GDP)

Source: Migration and Remittances Factbook 2011, World Bank.

Futhermore, remittances exceed 10% of GDP in 22 developing countries. They are 

larger than capital flows in 36 developing countries; merchandise exports in 12 countries; 

and the largest single commodity exports in 28 countries. They are larger than foreign 

direct investment in Mexico, tea exports in Sri Lanka; tourism revenue in Morocco; and 

the revenue from the Suez Canal in Egypt (World Bank, 2011).

Remittances also tend to be more stable than private capital flows, and may even be 

counter-cyclical relative to the recipient economy (Ratha, 2003). They tend to rise when 

the recipient economy suffers a downturn in activity, an economic crisis, natural disaster, 

or political conflict, as migrants may send more funds during hard times to help their 

families and friends (Yang, 2005). They rose after the natural disaster in Pakistan and 

during the crisis in Philippines in year 2010 (figure 3). They also increased following 

hurricanes in Central America, and have provided a lifeline for the poor in Somalia and 

Haiti (Yang, 2005). In addition to bringing the direct benefit of higher wages earned 

abroad, migration, therefore, helps households diversify their sources of income and thus 

reduce their vulnerability to risks.



Figure 3: Remittances rise during crisis or natural disaster

Sources: State Bank of Pakistan and Bangko Sentral Ng Pilpinas

III. Developmental Impacts of Remittances

Remittances directly augment the income of the recipient households. In addition to 

providing financial resources for poor households, they also indirectly affect poverty and 

well-being through indirect multiplier effects and also macroeconomic effects (De et al., 

2005). Cross-country regression analysis also show significant poverty reduction effects 

of remittances: a 10% increase in per capita official remittances may lead to a 3.5% 

decline in the share of poor people (Adams et al., 2005). Recent research indicates that 

remittances reduced poverty in Sub-Saharan Africa and Latin America, although with 

heterogeneous effects across countries (Adams, 2005; IADB-MIF, 2004).

Remittances data show that they have reduced the poverty headcount ratio 

significantly in several low-income countries by 11 percentage points in Uganda, 6 

percentage points in Bangladesh, and 5 percentage points in Ghana (Adams, 2005a; 

2005b). According to the World Bank (2011), remittances may explain a quarter-to-half 

of the 11 percentage point reduction in the poverty headcount rate over the last decade in 



Nepal (in the face of a difficult political and economic situation). Although the analysis 

of poverty impact of remittances must account for counter-factual loss of income that the 

migrant may experience due to migration (for example, if the migrant has to give up his 

or her job), such losses are likely to be small for the poor and unemployed, but large for 

the middle- and the upper-income classes (Sørensen, 2004).

Most of migrants tend to send their money home, but very poor migrants may not be 

able to send remittances in the initial years after migration. Also the remittances of the 

very rich migrants may be smaller than the loss of income due to migration. But for the 

middle-income groups, they enable recipients to move up to a higher income group. In 

Sri Lanka, for example, households from the third through the eighth income decile 

moved up the income ladder (De et al., 2005; World Bank, 2006). Thanks to remittances.

Figure 4: Remittances help reduce poverty

Source: Global Economic Prospects 2006



Remittances are associated with increased household investments in education, 

entrepreneurship, and health all of which have a high social return in most 

circumstances. Studies based on household surveys in El Salvador and Sri Lanka find that 

children of remittance recipient households have a lower school drop-out ratio and that 

these households spend more on private tuition for their children (Cox et al., 2003; De et 

al., 2005). In Sri Lanka, the children in remittance receiving households have higher birth 

weight, reflecting that remittances enable households to afford better health care (De et 

al., 2005). Several studies also show that remittances provide capital to small 

entrepreneurs, reduce credit constraints and increase entrepreneurship in remittance 

receiving communities (Orozco, 2004; Yang, 2004).

To the extent that remittances finance education and health and increase investment, 

remittances could have a positive effect on economic growth. In the economies where the 

financial system is underdeveloped, remittances may alleviate credit constraints and act 

as a substitute for financial development (Orozco, 2004). In addition, remittances may be 

more effective in a good policy environment. For instance, a good investment climate 

with well-developed financial systems and sound institutions is likely to imply that a 

higher share of remittances is invested in physical and human capital (Ellerman, 2003). 

Remittances may promote financial development, which in turn can enhance growth.

Empirical evidence on the growth effects of remittances, however, remains mixed. 

In part, this is due to the fact that the effects of remittances on human and physical capital 

are realised over a very long time period. In part, this is also due to the difficulty 

associated with disentangling their counter-cyclical response to growth which implies that 

the causality runs from growth to remittances (World Bank, 2006). Although remittances 

increase individual household income levels (so reduce poverty), it is not easy to say that 

they do have a direct impact on growth for instance, remittances may also induce 

recipient households to choose more leisure than labour, with adverse effects on growth.



IV. Leveraging Remittances for Development

From the developmental perspectives induced by remittances, governments in 

destination and origin countries can facilitate remittance flows and enhance their 

development impacts through the application of appropriate policies. Almost all 

developing countries offer tax incentives1) to attract remittances; but such tax exemption 

on remittances may encourage tax evasion (Sørensen, 2004). Matching-fund programmes 

(collective remittances from migrant associations) may effectively leverage small 

volumes of fund for small community development projects; but such programmes may 

not be scalable, and may divert funds from other local funding priorities (Goldring, 

2004). Actually, efforts to channel remittances to investment have met with little success. 

Instead, efforts should be made to improve the overall investment climate in the origin 

countries (Sørensen, 2004).

Encouraging remittances through banking channels can improve the development 

impact of remittances by encouraging more saving and enabling better matching of 

saving with investment opportunities (Adams, 2005c). If remittances are received as cash, 

they are less likely to be saved than if they were received through a bank account 

(Sørensen, 2004). For many poor households and migrants, remittances are the only point 

of contact with the formal financial sector. By providing remittance services, banks and 

other financial institutions can attract new customers for their deposit and loan products 

(Aite Group, 2005).

Remittances can also improve a country’s creditworthiness and thereby enhance its 

access to international capital markets. Hard currency remittances, if properly accounted, 

can significantly improve country risk rating (Ratha, 2004). In addition, future flows of 

remittances can be used as collateral to improve the rating of the sub-sovereign 

1) Some governments have been toying with the idea of taxing remittances, but it has not been proved yet as a 
good thing. In fact, taxation of remittances would have a similar effect as raising remittance costs, and would 
hurt the poor migrants and their families in origin countries. Taxation would also drive remittance flows 
further underground. Remittances should not be viewed as a substitute for official development aid. 
Fundamentally, they are private money that should not be expected to fund public projects. Not all poor 
households receive remittances; official funding is necessary to address the needs of such households.



borrowers, allowing them to pierce the sovereign rating ceiling. Several banks in 

developing countries (e.g., Brazil, El Salvador, Guatemala, Mexico, and Turkey) have 

been able to raise cheaper and longer-term financing from international capital markets 

via securitization of future remittance flows (World Bank, 2011). By mitigating currency 

convertibility risk, a key component of sovereign risk, the future flow securitisation 

structure allows securities to be rated better than the sovereign credit rating.

In the case of El Salvador, for example, the remittance-backed securities were rated 

investment grade, two to four notches above the sub-investment grade sovereign rating 

(Cox et al., 2003; Ratha, 2004). Investment grade rating makes these transactions 

attractive to a wider range of “buy-and-hold” investors (for example, insurance 

companies) that face limitations on buying sub-investment grade (Cox et al., 2003; Ratha, 

2004). As a result, the issuer can access international capital markets at a lower interest 

rate spread and longer maturity. Moreover, by establishing a credit history for the 

borrower, these deals enhance the ability and reduce the costs of accessing capital 

markets in the future.

V. Concluding Remarks

The current era has been presented as ‘the age of migration’ with unprecedented 

movements of people from South to North and unprecedented growth of migrant 

remittances. In this process, source country governments and international development 

agencies increasingly identify migrants and their remittances as strategic resources that 

can or should solve the economic and social problems of their countries. Remittances 

reduce poverty, increase well-being of the hundreds households, and provide foreign 

currency that enables countries to pay for essential imports and service external debt. 

That in turn improves access to international capital markets.

Of course, there are critiques of remittances. At a macroeconomic level, large and 

sustained remittance flows may lead to currency appreciation, with adverse consequences 



for exports (World Bank, 2006). Some researchers say remittances allow governments to 

delay public investments (such as in schools or roads) or push off long-term economic 

reforms (Ellerman, 2003; Orozco, 2004). There is little empirical support for this 

position, mainly because of methodological difficulties associated with reverse causality: 

poor countries with weak institutions and low economic growth tend to receive large 

remittances. The chain runs from weak institutions to large remittances, not the reverse. 

Some analysts say remittances dampen growth because recipients may become dependent 

on them and work less (IOM, 2003; Levitt et al., 2004). Evidence is inconclusive, in part 

because remittances have their greatest impact during economic downturns when jobs 

decline and in part because any effect on permanent behavior takes root over a long time. 

On the other hand, remittances finance education and health and alleviate credit 

constraints for small entrepreneurs, they may enhance growth. To the extent that they 

increase consumption, remittances may increase individual income levels and reduce 

poverty, even if they do not directly improve growth.

In general terms, remittances can contribute significantly to poverty reduction and 

other achievement of the Millennium Development Goals through multiplier effects. 

Following the discussion above, several policies to enhance the developmental impacts of 

remittances can be suggested:

Promoting Home Town Associations as a means of channelling part of remittances 

towards community projects.

Encouraging remitters to shift their business from purely money transfer operators 

towards broader-based financial institutions that can provide bank account and credit 

services to recipients

Creating innovative financial products that encourage recipients to save part of 

remittance flows.



Establishing diaspora business networks to mobilise or facilitate investment in home 

countries.

Offering bonds to diaspora workers to raise money for investment in their home 

countries.

Encouraging the diaspora to make their intellectual capital available to their home 

countries through visits, consultancies or internet contacts.

Except for the last item, none of these mechanisms is new actually, and each of them 

can already show some ‘success stories’. But both implementation and awareness are 

very patchy among the government officials and practitioners, so it is worthy to 

re-address the issues here.

The growing complexity of contemporary international migration flows suggests that 

analytical and policy frameworks of remittances need to be broadened. One should note 

that remittances are not the highway to a better future. In fact, they are a wobbly crutch 

that millions of people must rely on because there are no better ways to support 

themselves in their country. In this sense, the vast expansion of remittances should not be 

taken as a positive sign of better times ahead. The challenge we face now is that 

stakeholders who are engaged with the matters of migration and remittances things 

should be working harder to improve opportunities for the migrants and their use of 

remittances to make the phenomenon of migration in globalizing world work better for 

all.
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