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A note on the data used in this report

Wherever possible, we have used comprehensive analysis of the flows in questions by international institutions.
Where several versions of the analysis exist, we have preferred that provided by the institution with the most
robust methodology - for example, using UNCTAD for FDI statistics and the World Bank for debt statistics.

Unfortunately this method introduces one major problem, which is that the analysis of data is not always
comparable between institutions, and therefore there is likely to be double counting of some of the flows. This is a
particular issue for private flows, where FDI, portfolio equity and private borrowing have considerable overlaps.
The alternative to this would be to just use data from one institution, but this would mean the accuracy of the
analysis of that data would be reduced.

All the data used should be treated as a guide - mistakes and anomalies can be introduced at many stages of the
collection and analysis stages, and the quality of the underlying data is highly variable and not always collected in
comparable fashions. The figures used are intended to give an indication of the scale of flows, not exact figures,
which is why they are also compared to equivalent percentages of GDP.

The paper was written by Jesse Griffiths, Eurodad for CONCORD AidWatch.

CONCORD AidWatch Initiative

AidWatch is a pan-European advocacy and campaigning network of NGOs which, since 2005, has monitored and
made recommendations on the quality and quantity of aid provided by EU member states and the European
Commission. The network carries out ongoing advocacy, research, media activities and campaigns on a wide
range of aid-related issues throughout the year. AidWatch is part of CONCORD Europe.

CONCORD is the European NGO Confederation for Relief and Development. Its 27 national associations, 18
international networks and two associate members represent 1,800 NGOs which are supported by millions of
citizens across Europe. CONCORD leads reflection and political actions, and regularly engages in dialogue with the
European institutions and other civil society organisations. At the global level, CONCORD is actively involved in
the Open Forum for CSO Development Effectiveness, the Beyond 2015 campaign, BetterAid and the International
Forum of NGO platforms. More at: www.concordeurope.org.

CONCORD AidWatch
March 2013
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Summary

This paper sets out all the financial resources potentially available for development, examines
their key characteristics, and discusses their poverty and sustainable development impacts,
and the implications for aid.

This discussion could not come at a more important time. Aid is under severe pressure as
donors seek to cut budgets and to reorient aid to more clearly attribute direct ‘results’ to it.
Recent initiatives at European and donor level have sought to change the focus of the aid
debate towards stimulating the private sector, including emphasizing the role of private flows,
particularly foreign investment. At the same time, the development community is gearing up to
decide what targets should replace the Millennium Development Goals. Incorporating
financing into this framework will be vitally important.

These changes in the aid debate take place against the backdrop of a greatly increased focus on
other financial flows, including illicit capital flight, as governments seek to plug leaks in their
revenues. They are also increasingly aware that the ongoing economic and financial crisis has
demonstrated how fragile yet important finance flows, financial institutions and financial
regulation are.

Resources and the fight against poverty
While most agree that mobilising additional resources will be crucial; there are a variety of
estimates of the quantities needed. For example, the OECD estimates $60 billion will be needed
annually to meet the health MDGs, while the UN estimates $1 trillion is needed to meet global
poverty and environmental challenges.

It is also vital to remember that, except in extreme cases, financial resources alone are not
normally the most important issue for reducing poverty. The policies, governance, and stability
of the country and region are crucial, as is the international economic and policy framework.

A summary of the various financial resources available
The main resources that are potentially available for development can be divided into the
following categories:

* Domestic resources. These can be divided into (a) public revenues, which include
taxes and social security contributions and (b) private investment.

* Private capital flows. These can be divided into (a) foreign direct investment, (b)
portfolio equity, which is the buying and selling of stocks and shares, (c) remittances
sent home by migrants, and (c) private sector borrowing. There is inevitably
considerable double counting in this area, as the different flows overlap, including with
domestic investment. This means that the flow totals given below should be considered
over-estimates.

* ODA, philanthropy and other official flows. Philanthropy includes grants from NGOs
and other organisations. Other official flows, which include export credits, are very
small and are not included in the chart below.

* External government borrowing and lending. In addition to borrowing money from
international financial institutions and private sources, developing country
governments are also major lenders to rich countries, when they buy bonds and other
securities to boost their reserves.
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* Illicit capital flight. This “involves capital that is illegally earned, transferred, or
utilized”, and is mainly caused by companies trying to dodge taxes. In addition to the
loss of capital which could have been invested in the developing country from which it
originated, capital flight deprives developing country governments of tax revenue,
which Christian Aid estimates at $160 billion per year.

* New “innovative” financial resources. Here we examine the main proposals, including
financial transaction taxes, carbon and other environmental taxes, and creation of new
Special Drawing Rights (SDRs). SDRs are a reserve asset, held by countries at the IMF.
Additional creation - global quantitative easing — would free up developing countries’
reserves for more productive use.

The following table summarises the scale of the above resources, and notes their trend,
volatility and other important features.

* The figures are net flows: inflows minus outflows.

* They are grouped in order of magnitude and under ‘inflows’ if the inflows exceed the
outflows and vice versa. However for individual countries, and sometimes for individual
years, the overall direction of flow may be reversed.

» Figures are given in comparison to GDP as the best yardstick to measure scale.l

* Footnotes and sources are omitted in this summary, but are fully referenced throughout
the full report. In some cases it was not possible to isolate figures for low-income
countries.

LIt is important not to misread this data as suggesting that these figures represent actual totals of GDP, as some of
these flows will be included in GDP figures, and other will not. GDP measures the sum total value of all goods and
services produced within a country, so flows from outside, such as remittances, are not included unless they are
subsequently spent within the country.
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Table: Summary of resource flows compared to domestic resources

Resource (year) % GDP? | %GDP | Trends, volatility and other features

LICs
DOMESTIC RESOURCES
Public revenues | 30* 17 Rising over past decade. Predictable, not highly
(2008) volatile.
Private investment | 28 23 Increased over past decade, particularly in
(2010) LICs. Not highly volatile.

RESOURCES WHICH ARE NET INFLOWS

Private
(2010)

borrowing

1.8

Volatile and pro-cyclical. Loans have to be
repaid - costs vary.

Remittances (2009)

1.5

4.9

Steadily rising. In 22 developing countries
equivalent to over 10% GDP. Concentrated in
certain countries.

FDI (2011)

1.3

1.6

Rising until sharp drop in 2008-9; now rising
again. Less volatile than other private flows,
but pro-cyclical. Overestimate due to double
counting with other flows.

Government
borrowing (2010)

0.7

Until 2007 an outflow as governments paid off
the IMF. Now a rising inflow as governments
borrow, mainly from IFIs, but also from
domestic markets.

ODA (2011)

0.6

10

Steadily rising until 2011. Not pro-cyclical
overall, but unpredictable at country level. In
37 countries equivalent to over 10% of GDP.
Aidwatch analysis suggests this figure is
inflated

Portfolio
(2010)

equity

0.6

-11

Highly volatile and pro-cyclical.

Philanthropy (2010)

0.2

Increasing rapidly.

RESOURCES WHICH ARE NET OUTFLOWS

[llicit flows (2009) -4.3 -3 Increasing rapidly but dipped after 2008.
Significant underestimate as hard to measure.

Government lending | -4.7 Mostly from middle-income countries. Sharp

(2010) increase in recent years due to reserves

increasing to protect against heightened risks.

*Figure for upper-middle income countries only: combined figure for all developing countries

not available.

2 All developing countries
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New ‘innovative’ financial resources provided by taxes are not included in the above table,
because it is not clear what proportion of their revenues would be allocated to developing
countries. The best estimates suggest:

* Financial transaction taxes could yield up to €400 billion per year in the EU alone.

» Carbon taxes could yield up to $450 billion per year in developed countries.

e Aviation and bunker fuels taxes in developed countries could yield up to $22 billion.

» Carbon trading permits could yield up to $20 billion in the EU per year.

In addition, the global creation of new SDRs could provide up to $167 billion of new resources
for developing countries, equivalent to 0.7% of their GDP in 2011.

Impacts on poverty reduction and sustainable development
The key findings of this analysis are:

Scale and trends
* Domesticresources are far larger than other financial resources, and have been growing
as a share of GDP over the last decade.
* Overall, outflows are significantly larger than inflows, largely caused by illicit capital
flight and reserve-accumulation: both issues intimately linked to global policy failings.
* The picture varies across countries, and low-income and vulnerable countries tend to
be far more affected by external resources than other countries.

Volatility and risk

* Volatility and predictability of external finance is a major issue, especially for low-
income countries, where it is equivalent to a major share of GDP.

* Private flows, in particular portfolio equity and short-term finance are particularly
volatile and can be incredibly destabilizing.

* Public sources of finance are much more predictable and stable, particularly domestic
taxation. If aid could be made more predictable it would make a major difference to the
value of aid as a financial resource for developing countries.

* The current structure of borrowing and lending imposes significant costs on developing
countries.

Distribution
* The poorest countries have very low levels of financial resources per capita. This is true
for all types of resources, including domestic resources.
* Public resources have the potential to target the poorest and most vulnerable in society
in a way that private flows cannot. Aid is particularly important in low-income countries
where it averages around one tenth of GDP.

Accountability and transparency
e All of the resources discussed would benefit from significant improvements in their
accountability and transparency, but higher standards are expected of public resources.

Impacts on domestic politics




CONCCR AidWatch™®

* Domestic political impacts of resource flows can be extremely important for poverty
reduction and sustainable development. For example, the conditionalities attached to
lending by IFIs have proved highly controversial.

* Other theories are also important, such as the resource curse (where the economy and
governance are undermined by dependence on a primary commodity) and the social
contract (where the act of having to depend on citizens for revenue forces governments
to become more accountable.)

* The process of international economic liberalization over recent decades, and the
growth in the offshore economy, have provided incentives for governments to engage in
a ‘race to the bottom’ on taxation and on standards expected of companies.

Contributions to sustainable development

* The impacts of different resources on poverty reduction depend on the overall
macroeconomic, political and environmental environment in each individual country.

* In the sphere of public goods - including basic services, the environment, natural
resources and security - there is a greater demand for public sources of finance.

* In the sphere of productive development, the dominant neoliberal paradigm is giving
way to a recognition that successful economies have used industrial strategies to move
up the value chain, particularly through promoting manufacturing, which has required
strong state intervention.

Implications for ODA

Six broad conclusions can be drawn:
1. CSOs have been right to focus campaigning energy on a broad set of development
finance reforms and structural change.
2. Atraditional focus on aid as a mechanism to provide public goods remains important.
3. Growing demands for public finance to protect international public goods suggest we
will need to mobilise other financing sources.
4. Aid should make sure it supports domestic resource mobilization.
The push to use aid to ‘leverage’ private finance is built on shaky assumptions.
6. We need to be particularly aware of aid’s potential macroeconomic impact in low-
income countries, including by improving predictability, and supporting local
procurement.

u

A: Introduction: resources and the fight against poverty

Though progress has been made, poverty still blights the lives of billions. According to the
World Bank, “1.29 billion people in 2008 lived below $1.25 a day” and “2.47 billion people in
2008 consumed less than $2 a day”.ii
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Figure 1: Poverty rates for the developing world 1981-2008"
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Several countries have been extremely successful in reducing poverty rates, and global
economic growth has become concentrated in the developing world, but the future poverty
distribution is contested. Some have argued that, “by 2025, the locus of global poverty will
overwhelmingly be in fragile, mainly low-income and African states”v. Others claim that the
current situation, where the majority of the world’s poor live in middle-income countries will
continue so that “in the not-too-distant future, most of the world’s poor will live in countries
that do have the domestic financial scope to end at least extreme poverty.”v

While most agree that mobilising additional resources will be crucial; there are a variety of
estimates of the quantities needed. When the requirements to protect our environment and
prevent catastrophic climate change are included, these become extremely high. In 2011, the
UN’s World Economic and Social Survey (WESS) “estimated additional investment needs of
developing countries for sustainable development, including for climate change mitigation and
adaptation, and for ensuring access to clean energy for all, sustainable food production and
forest resource management, at about $1 trillion per year in the coming decades.”vi Far lower
estimates have been given if the focus is only on meeting the limited targets of the MDGs, or of
achieving sectoral progress. For example, a recent OECD study has estimated the costs of
achieving the health MDGs at $60 billion annually.Vi While poverty eradication remains an
urgent and vital global priority, the scale of resources needed to meet current and future
environmental challenges is likely to be far higher, as the graph below shows.

It is also vital to remember that, except in extreme cases, financial resources alone are not
normally most important issue for reducing poverty. The policies, governance, and stability of
the country and region are vitally important, as is the international economic and policy
framework.

10
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Figure 2: Estimates of needs to meet global challenges
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There are a variety of perspectives about where additional resources should come from: this
paper examines the various possible options and discusses the implications for the aid debate,
in order to inform discussion among European civil society organisations.

This discussion could not come at a more important time. Aid is under severe pressure as
donors seek to cut budgets and to reorient aid to more clearly attribute direct ‘results’ to it.ix
Recent initiatives at European and donor level have sought to change the focus of the aid
debate towards stimulating the private sector, including emphasizing the role of private flows,
particularly foreign investment.x At the same time, the development community is gearing up
to decide what targets should replace the Millennium Development Goals. Incorporating
financing into this framework will be vitally important. These changes in the aid debate take
place against the backdrop of a greatly increased focus on other financial flows, including illicit
capital flight, as governments seek to plug leaks in their revenues and aware that the ongoing
economic and financial crisis has demonstrated how fragile yet important finance flows,
finance institutions and financial regulation are.

Assessing the value of financial flows

Financial flows can have widely varying impacts, both positive and negative, depending on the
circumstances. Ultimately we are interested in the impact of financial resources on poverty, but
this is a complex, contested topic, as many impacts of different resources will depend on a host
of other factors. In section B, we will examine some of the key characteristics of the resources
studied, before moving on to discuss, in section C, the poverty and sustainable development
implications. Finally, in section D, we will provide an summary of what this broad analysis
means for aid.

11
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B: A summary of the various financial resources available

In this section, we will define and analyse the main resources that are potentially available for
development, splitting them into the following categories:
* Domestic resources - both public and private.
* Private capital flows - including foreign direct investment, portfolio equity,
remittances, and private sector borrowing.
* ODA, philanthropy and other official flows.
* External government borrowing.
» Illicit capital flight - which is mainly caused by companies trying to dodge taxes.
* New “innovative” financial resources - including financial transaction taxes, carbon
and other environmental taxes, and creation of new Special Drawing Rights (SDRs).

For each resource flow, we will examine in detail the following elements:

* Scale, trends and volatility. The size of the different flows, and whether they have
been increasing or decreasing, provides a good guide to the overall scope the flows have
for providing the resources to combat poverty. Volatility is important because it can
have significant macro-economic impacts, and can cause major planning issues for
governments, particularly when the flows are large.

* Geographical distribution: different countries are affected in different ways by
different flows. We will highlight in particular the differential scale of flows between
low-income and middle-income countries and note where flows are particularly
important for certain countries.

B1 — Domestic resources

We begin with an examination of domestic resources: in most developing countries they are
the lion’s share of total resources potentially available for development. They also provide a
useful yardstick against which to measure inflows and outflows. This is quite a complicated
topic, and the development community has put considerably less effort into producing
summary analysis of domestic resources than for other areas, though this is beginning to
change.

The approach we will adopt will be to examine three key measures:

* Total national income - in order to measure all resource flows in a comparable way, it
makes sense to compare them to a measure of total national income. The most logical is
Gross Domestic Product (GDP) as this is the sum total value of all goods and services
produced within a country. It is important to note that this is used as a comparator: the
figures do not suggest that each flow represents a certain percentage of GDP, as that flow
would only be included in the GDP total if it leads to increased spending on goods and
services. In cases where Gross National Income (GNI) is the figure used in the source
material, we have used this.

* Government revenue and taxation rates - as the key indicator of the domestic
resources available for governments. We will also briefly examine domestic borrowing,
though we do not separate this as it is financed by private sector capital so overlaps
with the next bullet.

12
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* National gross capital formation rates (formerly known as gross domestic
investment)- which indicates the amount of capital available for private investment in
the economy.

Public domestic resources

Scale, trends, volatility

As the graph below shows, government tax revenues have been a sizeable share of national
income in developing countries for a long time - over 15% of GDP for all categories, including,
by 2009, low-income countries. As the graphs below show, the difference in tax and revenue
collection rates between different categories of country is significant, with low-income
countries achieving far lower tax and revenue collection rates than other developing countries.

Figure 3: Tax revenues as a share of GDP"
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If all revenues are examined - including in addition to taxes, social security contributions and
other revenues such as fines and income from property - the figure for middle income
countries moves significantly higher. In lower-middle-income countries it represented 25% of
GDP in 2009.

13
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Figure 4: Government revenue GDP share, excluding grants
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It is important to note that developing country governments’ revenues fell as a proportion of
GDP in the 1980s and 1990s, but rose again over the past decade. This was particularly true for
low-income countries. This recent rise has been due to a combination of economic growth,
changes in the policy environment for the private sector, and improvements in government
revenue mobilization. As ActionAid have noted, this has meant that “aid dependence has fallen
sharply even though the absolute quantity of aid has been rising fast.”xv

Tax revenue is relatively straightforward to forecast, and hence is a predictable income source.
As UNCTAD have noted, “domestic resources are considerably more stable than external
capital inflows... In Africa, UNCTAD has estimated that ODA is up to four times more volatile
than domestic tax revenue.”*

In addition to revenues, governments can borrow money. External borrowing is covered in
section B4, but domestic borrowing is also becoming an increasingly important source,
including for low-income countries, as the graph below shows. In reality, this is a worrying
trend, as domestic borrowing is one of the most expensive types of funding, considerably more
costly than external borrowing.xvi

14
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Figure 5: Ratio of domestic debt to total government debt, LICs
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Distribution and other features

Perhaps the most important and striking fact is that resource availability per capita is
extremely low for low-income and lower-middle income countries. While upper-middle
income countries have massively increased the taxes available for capita over the past decade,
low-income country gains have been far less impressive, and started from a far lower base.

Figure 6: Taxes per capita in Africa 1996-2009""
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As the graph above shows, the gap between upper-middle-income countries and the rest is
huge. In particular, low-income countries have a very small amount of public resources per
capita available for development.

15
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Unlike external resources, the way in which taxes and revenues are collected has a direct
poverty impact. Different taxation regimes can have widely varying impacts on different
sections of the population. The term used for this is how ‘progressive’ the tax regime is - more
progressive tax regimes force the wealthiest to pay a higher share, and reduce the burden on
the poorest.

Private domestic resources

Private consumption and investment provide the majority of domestic resources in almost all
countries. The World Bank provides data on ‘gross capital formation’, which used to be known
as ‘gross domestic investment’,xx and is the best data for estimating domestic private sector
investment. There is inevitably some double counting here, as this figure does not distinguish
between domestic and external sources of funds. However, as we shall see in section B2,
external sources are small compared to the overall total.

Domestic private sector investment rates are high and increasing, as the graph below shows.
In 2010, middle-income countries had domestic investment rates of over 28% of GDP, and low-
income countries over 23%. This compares with a global average of under 20%, showing how
developing countries have become world leaders in mobilizing domestic private sector
investment.

Figure 7: Gross capital formation as a share of GDP*
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The recent track record of developing countries over the past decade is incredibly impressive.
While the rest of the world has suffered significant declines as a result of the global economic
crisis, domestic investment rates have remained resilient in developing countries, and have
even risen in low-income countries. This suggests that developing countries are managing to
provide an increasingly effective policy environment that promotes domestic private sector
investment, despite the World Bank’s controversial Doing Business report consistently ranking
developed countries as far better places for companies to invest.xi

16
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B2 — Private capital flows

Xxii

Foreign Direct Investment — FDI

Investment is classified as FDI when the investor acquires a “lasting management interest” in
the company invested in, normally defined as “10 percent or more of voting stock.”siii This
means the difference between these flows and portfolio equity (see below) may not always be
so significant.

Scale, trends, volatility

In 2011 there was a net inflow of FDI to developing countries of $300 billion - equivalent to
1.3% of their GDP.xV FDI inflows into developing countries®v were $684 billion, 45% of the
global total, while FDI outflows were $384 billion.xvi xviiHowever, a significant proportion of
these flows represent reinvested earnings from existing investments - i.e. income earned from
within the country, not new inflows. According to UNCTAD, this was over $200 billion of the
inflows total in 201 1.xxviii

In addition, the real investment value of the figures will be over-estimated as takeovers of
companies in developing countries are also counted as FDI, including those undertaken by
private equity firms who “focus largely on services (finance and telecommunications) and
mining.”=ix [n other words, buying a company overseas is counted as FDI, regardless of
whether you subsequently increase investment in or by that company. In 2011, globally, these
‘mergers and acquisitions’ were over a third of total FDI.x=x

Finally, foreign companies also send profits home - in certain circumstances this may be more
than the original investment. A recent in-depth study of FDI in low-income countries found
that “profits repatriated on FDI were high in most countries, with several countries seeing
income payments in excess of FDI inflows (Bolivia, Cote d’Ivoire, Mali, Senegal, Cameroon, and
Gabon), to offset political and economic uncertainties or to ensure that projects repaid their
investments rapidly.”xxi

As the chart below shows, globally, and for developing countries as a whole, FDI is pro-cyclical:
it boomed during the early 2000s and fell dramatically during the recent global recession.
Apart from this dip in 2008-9, FDI inflows to developing countries have been steadily
increasing since 2002. However, a recent paper by intergovernmental think tank, the South
Centre, argues that the benign circumstances of rising commodity prices and low interest rates
in developed countries that have spurred FDI inflows to developing countries will not last.xxxii

Though FDI is generally less volatile than portfolio equity flows (see below), xiii this is
dependent on country circumstances. A study of FDI to low-income countries found that “it has
been quite volatile in eight countries, reflecting peaks in oil investment in Cameroon, Chad, and
Gabon, large individual projects in Gambia and Mali, and political instability in Bolivia, CAR
[Central African Republic] and Togo.”*xiv
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Figure 8: global FDI inflows
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Source: UNCTAD, based on annex table I.1 and the FDI/TNC database
(www.unctad.org/fdistatistics).

Distribution and other features

According to UNCTAD, net FDI inflows were equivalent to 1.6% of low-income country GDP in
2011, slightly higher than the developing country average.** The figures for certain kinds of
country can be significantly higher. Most notably inflows were equivalent to 3.8% of GDP for
“major exporters of primary commodities excluding fuels”. For individual countries, FDI can be
very high. In 2011, not including offshore financial centres, ten developing countries had FDI
inflows worth more than 10% of GDP; seven of these are low-income countries.xxvi

FDI is driven by commercial considerations, though governments have tried, with varying
degrees of success to direct or incentivize FDI to different areas. UNCTAD have produced an
‘FDI contribution index’ which, “looks at the contribution of foreign affiliates to GDP (value
added), employment, wages and salaries, exports, [research and development]| expenditures,
capital formation and tax payments, as a share of the host-country total (e.g. employment by
foreign affiliates as a percentage of total employment).” xxvii

This is obviously only a partial measure - it says nothing about the social or environmental
impacts of FDI for example - but it does highlight some important conclusions. Of the group of
countries that do badly on the index - those with high FDI but low contribution - tax havens
and primary resource producers are singled out by UNCTAD.xxxviii
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Portfolio equity flows (stocks and shares)
Portfolio equity flows include “shares, stocks, depository receipts ... and direct purchases of
shares in local stock markets by foreign investors” .xxxix

Scale, trends, volatility

According to the World Bank, in 2010 net portfolio inflows to developing countries were
$128.4 billion, equivalent to 0.6% of GDP. Net portfolio inflows are highly volatile, pro-cyclical
flows, as the graphs below show. According to the World Bank, $129.69 billion of net portfolio
equity flowed into middle-income countries in 2010 (0.66% of GDP), while net $53.34 billion
had flowed out in 2008. In 2011, the net inflow dropped dramatically again to $6.2 billion (0.03
% of GDP). This volatility happens because foreign investors tend to sell overseas stocks and
shares first during bad times. For this reason an increasing number of developing countries are
re-imposing capital controls to prevent macroeconomic shocks caused by this ‘hot money’ ¥

Figure 9: Portfolio equity, net inflows, MICS (S)
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Distribution

Globally, portfolio equity inflows are concentrated in a small number of countries. The top ten
middle-income country recipients accounted for $122.1 billion out of the $128.4 billion
developing country total in 2010.xi However, the scale and volatility of portfolio equity flows
can be far more significant for low-income countries. As the graph below shows, in 2007
$139billion of portfolio equity flowed into low-income countries, equivalent to an astonishing
44.76% of GDP, but in 2008, $25 billion flowed out - 6.74% of GDP.
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Figure 10: portfolio equity, net inflows, low-income countries (5)
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Private sector borrowing
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Banks and companies borrow money from overseas, and make loans overseas. The figures in
this section inevitably involve some double counting with other private flows figures,
particularly FDI, where multinationals lending to their subsidiaries can be classified as
borrowing or as investment. In addition, not all the data is divided clearly between private and
public sector borrowers (only lenders), so this section is short, with additional analysis in

section B4.

Figure 11: Global net borrowing flows by borrower type (5)
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Scale, trends, volatility

In 2010, the net inflow to developing country private actors was $353 billion, equivalent to
1.8% of GDP. In other words, developing country private sector actors borrowed 1.8% of GDP.
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As the graph above shows, private sector borrowing is pro-cyclical, it rises during boom times,
and collapses during crises.

It is important to note that different types of private finance my have different costs in terms of
the interest rates charged for developing countries. Research by Development Finance
International has found that debt, including commercial debt may often be cheaper than other
forms including FDI. Public-private partnerships (PPPs) are the most expensive.xli

Remittances
Remittances are monies sent home by workers living abroad. ¥iii Owing to the difficulties of
collecting data, it is likely that figures are under-estimates.xliv

Scale, trends, volatility
In 2009%V inflows of remittances to developing countries were $307.1 billion, and outflows
were $58.7 billion. This gives a total net inflow of $248.4 billion, equivalent to 1.5% of GDP.

Remittances have proved less volatile than FDI over the past 20 years, steadily rising until
plateauing after 2008*Vi. The World Bank argues this is because of certain inherent features of

remittances.XVii They have also grown in scale, in absolute terms, and in comparison with other
private flows, as this chart shows.

Figure 12: Remittance flows to developing countries compared to other rowleVﬁ"
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In low-income countries, in 2009, net remittances (inflows-outflows) were equivalent to 4.9%
of GDP. In 22 developing countries in 2009 remittances accounted for over 10% of GNI. These
were mostly small countries, but also a few large ones, such as Nepal and Bangladesh.
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In 2010 the total inflow (not the net inflow) of remittances to low-income countries reached
$24.3 billion, continuing a rising trend - the total was $8.1 billion in 2008. However, the vast
majority flows to a small number of countries. In 2010, the six LICs with inward remittance
flows of over $1billion (Bangladesh, Nepal, Tajikistan, Kenya, Haiti, Kyrgyz Republic)
accounted for 93% of the total, with Bangladesh alone receiving almost half ($11.1 billion).

There is little evidence on the distributional impact of remittances within countries, but for one
recent case study in Liberia “the research findings suggest that rich, rather than poor,
households could be the main beneficiaries of remittances.”xlix

B3 - ODA, philanthropy and other official flows

ODA

Scale, trends, volatility

In 2011, official development assistance (ODA, or ‘aid’) to developing countries totaled $134
billion, equivalent to 0.6% of their GDP.! Until 2011, aid had been steadily increasing over the
past decade.li

This number needs to be treated with care. First it is not quite complete: OECD members Chile
and Mexico do not report their aid to the Development Assistance Committee (DAC) of the
OECD. In addition, it does not capture aid or other official flows from non-OECD members.
Though these are much smaller in scale, this ‘South-South cooperation’ is rising in importance.
As former DAC chair, Richard Manning has argued, “South-South co-operation, for example,
now totals some $15 billion a year; the concessional part of these flows share many (indeed, in
many cases, probably all) features of ODA."!i

Second, not all ODA represents a flow to developing countries: a significant proportion remains
in the host country, or other wealthy countries for a variety of reasons. Eurodad research has
shown that over half of ODA is spent on procuring goods and services and that two thirds of
these procurement contracts are awarded to OCED countries.liii

It is therefore difficult to estimate the real size of ODA flows to developing countries, but a
number of efforts have been made. For example, CONCORD’s 2012 Aidwatch reportliv discounts
five categories of ‘inflated aid’ (imputed student costs, debt relief, tied aid, interest on loans
and refugee costs) which it calculates as 14% of total EU aid in 2011.v

For individual countries, aid can be a highly volatile and unpredictable flow. One recent
evaluation found that: “ODA is much more volatile than major macro variables: five times as
volatile as GDP and three times as volatile as exports for the average recipient. ODA typically
maghnifies real business cycles in recipient countries.”vi

However, aid overall has not been particularly volatile, as the graph above shows, and

continued to rise even in the aftermath of the financial crisis. This suggests that if the
problems that can lead to aid unpredictability can be overcome, aid could deliver more
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predictable, counter-cyclical resources for developing countries. We shall explore this issue
more in section C.

Distribution and other features

As the graph below shows, ODA has long been a significant share of national income in low-
income countries - a little under 10% of GNI in 2010. It is a very small share for middle-income
countries.

lvii

Figure 13: ODA as a share of national income, by income group
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Unlike other flows, much aid is given with the express intention of reducing poverty. Though
aid may have other objectives in addition to poverty reduction, such as boosting the donors’
domestic industry, or supporting favoured foreign regimes, aid flows are - at least in theory -
those with the highest degree of explicit poverty focus. Given the fact that many other flows
tend to focus on richer developing countries and richer people within those countries, this
provides an opportunity for aid to be of particular value in the poorest and most excluded
countries and peoples. This will be explored further in section C.

Philanthropy

The OECD estimates that ‘net grants by private voluntary agencies’ to developing countries!vii
from OECD DAC members was equivalent to $30.6 billion or 0.15% of developing country GDP
in 2010.lx These flows have been increasingly rapidly and consistently, despite a dip in 2009 -
the total for 2007 was $18.4 billion, and for 2004, $11.4 billion. DAC figures don’t include
corporate giving, and are based on voluntary reporting, so are likely to be underestimates. The
Hudson Institute provides a figure of $56 billion in ‘philanthropic giving’ in 2010. This figure is
probably an overestimate as its methodology is expansive, including for example volunteer
time and the costs of hosting students from developing countries.
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Other Official Flows

There are other flows from governments to developing countries that are not counted as ODA
because they “are not primarily aimed at development, or because they have a grant element of
less than 25 per cent.”* These are recorded by the OECD as ‘other official flows’ (OOF), and
include export credits. However, these have not tended to be comparable in scale, and hence
are not included in our summary table. For example, in 2010 the net value of OOF to
developing countries was $4.49 billion, the majority from Japan. In some years, such as 2004
and 2007, the net total was negative™, again by relatively small amounts ($0.82 billion and
$2.77 billion respectively.)!i

B4 — Governments’ external lending and borrowing

Ixiii

External borrowing

Developing country governments borrow money from a variety of external sources (an inflow)
and later make repayments (an outflow) unless the debt is cancelled.

Scale, trends, volatility

In 2010, the net inflow to developing country governments was $142 billion, equivalent to
0.71% of GDP.XvThis means, of course, that developing country governments as a whole
contracted an additional $142 billion of debt in 2010.

The raw flow data needs to be examined in relation to other factors, including:

* Total debt stock - this has important implications for future flows, both in terms of
the scale of future repayments and the ability of developing countries to continue to
borrow in the future. In 2010, developing countries had $4,076 billion of public and
private debt on their books, equivalent to 21% of their GNI, a level the World Bank
considers “moderate”.*v 54% of this debt was publically guaranteed.!xi

e Maturity of debt - In 2010, $268.5 billion - or 24% - of the net borrowing of
developing countries was short-term, mostly incurred by private actors to finance
trade. As the name suggests, this debt is lent for a short period of time - so a large
figure need not indicate a great deal more than a large number of trade transactions
that will rapidly be repaid. However, this can entail significant macro-economic risks,
particularly during shocks or crises.

In 2010 there was a total borrowing inflow (to both public and private actors) of $495 billion,
equivalent to 2.5% of GDP. The lion’s share of this - $424 billion - was borrowed from private
creditors.

Figure 14: Net Debt Flows by creditor type 2001-10"""
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This is indicative of most of the past ten years as the graph above shows. The graph also shows
that lending is inherently volatile: during times of crisis, private lending can drop dramatically,
as happened 2008-2009. Conversely, public lending to governments tends to increase during
bad times, as governments borrow more from the IMF and World Bank to plug fiscal gaps.

Distribution

In 2010, Having gone down as a result of debt cancellation, low-income country debt stocks
have been rising since 2006, though they fell back slightly in 2010 to $95.5 billion. While this
may appear low, the situation varies enormously from country to country. “As of March 2012,
the IMF and World Bank have assessments of 68 low and middle income countries, of which: 5
are in default on at least some of their debt payments; [and] 15 are at high risk of not being
able to pay their debts”.Ixviii

External lending

Developing countries lend to developed countries!*x when they expand their reserves - they
purchase bonds from hard currency countries, in particular the United States. Since the Asian
Financial Crisis at the end of the last century, developing countries have pursued a policy of
building enormous reserves to protect their economies and currencies.

Scale, trends, volatility

In 2011, developing countries increased their reserves by $1.1 trillion - equivalent to 4.7% of
their GDP - the majority of this through lending to developed economies. The enormous scale
of lending by developing countries to developed countries over the past decade is shown in the
chart below.
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Figure 15: Lending to developed countries by developing countries™
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According to UNDESA, this means that “Developing countries, as a group, are expected to
provide a net transfer of financial resources of approximately $826.6 billion to developed
countries in 2011”.1xi

Distribution

The reserves figures provided by UNDESA are not broken down by country income group, but
the graph below shows their estimates of net financial transfers. This shows that this low-
income countries have not been lending to developed countries: this is a middle-income
country phenomenon.
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IXxii

Figure 16: Net financial transfers 2001-11 by income categor)/
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B5 — lllicit capital flight

What is illicit capital flight?

Global Financial Integrity (GFI), who produce the most widely used statistics in this area,
provide this definition: “Illicit flows involve capital that is illegally earned, transferred, or
utilized”.iii This includes “transfer of the proceeds of bribery, theft, kickbacks, and tax
evasion”®iv hut the majority continues to be attempts by companies to dodge tax, including
through trade mispricing. According to GFI:

“Much attention has been focused on corruption in recent years, that is, the proceeds of
bribery and theft by government officials. In the cross-border flow of illicit money, we find
that funds generated by this means are about 3 percent of the global total. Criminal
proceeds generated through drug trafficking, racketeering, counterfeiting and more are
about 30 to 35 percent of the total. The proceeds of commercial tax evasion, mainly
through trade mispricing, are by far the largest component, at some 60 to 65 percent of
the global total.”'xxv

Scale, trends, volatility

According to GFI's most recent estimate, developing countries lost $775 billion - equivalent to
4.3% of their GDP - in illicit flows in 2009. By their very nature, illicit flows are difficult to
measure, though it is likely existing figures are significant underestimates. International
institutions have devoted remarkably little effort to estimating illicit capital flight; in fact the
IMF and Bank of International Settlements (BIS) don’t publish or record much of the relevant
data. The best estimates in this field come from specialist NGOs.xxvi

Ixxvii

Figure 17: lllicit financial flows from developing countries, nominal terms (Sbns)
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As the chart above shows, illicit flows had been on a significant upward trajectory until the
global financial crisis.

In addition to the loss of capital which could have been invested in the developing country
from which it originated, capital flight deprives developing country governments of tax
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revenue. Christian Aid provides the most recent estimate - $160 billion lost in tax revenues per
year for developing countries.xxviii

Distribution

Middle income countries dominate illicit outflows from the developing world: Bangladesh and
Ethiopia are the only low-income countries in the top 60 illicit flow source countries, according
to GFI. China alone accounted for 38 percent of illicit outflows in 2009.xxix

However, Eurodad analysis of GFI data shows that low-income countries also lose a substantial
amount - equivalent to 3% of GDP in 2008, as the graph below shows. Some countries are
particularly badly affected. For example, in 2008, illicit financial flows were equivalent to 33%

of GDP in Guinea, 18% in Tajikistan, and 10% in Mali.** In addition, like other flows, illicit
financial flows can be particularly volatile for low-income countries.

Figure 18: lllicit financial flows from LICs (%GDP)
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[llicit capital flight is likely to have a deeply regressive impact on distribution within countries,
partly because of the loss of tax revenues that could have been spent on public services or
productive investment, but also because it is a channel used by the wealthiest sections of
society to hide their wealth overseas, including in tax havens. Recent research by the Tax
Justice Network estimates that $7.3 - $9.3 trillion in untaxed financial assets originating from
139 (mostly developing) ‘source’ countries is currently sitting in offshore financial centres.xxi
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Ixxxii

B6 — New “innovative” financial resources

Unlike other sections, here we examine potential rather than actual flows. The term ‘innovative
finance’ has been used to capture a variety of ideas for increasing financing available to
developing countries. In some cases, prototype or small versions of these flows exist, in others
they are still on the drawing board. As there are a large number of proposals, and as, by their
very nature their impacts cannot be examined, we will provide only brief assessments.

Broadly speaking, there are two categories of proposals we will consider: raising new taxes or
creating new resources.xiii There are two other categories commonly included in discussions
of innovative financing and examined in the WESS which we shall not examine here. They are:

* Methods to bring forward or ‘frontload’ existing aid resources such as the International
Finance Facility for Immunisation (IFFm). This category is not included as it does not
propose any change in the quantity of flows, just the date at which they are available.

* Risk management tools such as the Advanced Market Commitments, which guarantees
markets for new vaccines developed by private companies. Though these may result in
significant benefits, they don’t involve financial transfers to developing countries, so
they are not included in this paper.

Financial Transaction Taxes

Summary of proposals

Financial Transaction Taxes (FTTs) are taxes on the trading of shares, bonds, derivatives and
foreign exchange, levied principally on financial institutions such as banks and hedge funds,
which carry out the majority of these trades.*xiv “FTTs are commonplace and have been
introduced permanently or temporarily over many decades in over 40 countries.”xxv

In a sample of just seven G20 countries, the IMF has estimated that FTTs are already raising
$15 billion per year.xxvi A group of 11 European countries announced in October this year
their intention to adopt new FTTs on trading of shares, bonds and derivatives.xxvii This
regional initiative and the numerous unilateral FTTs that currently exist undermine the
argument that FTTs need to be global to work.

Potential scale

* According to UNDESA, “A small tax of half a ‘basis point’ (0.005 per cent) on all trading
in the four major currencies (the dollar, euro, yen and pound sterling) might yield an
estimated $40 billion per year.”

* In 2011, the European Commission estimated that an EU implemented FTT could raise
“between €16.4 billion and €400 billion depending on assumptions on decrease in
volume, the scope of products covered and the tax rates (0.01% for the first estimate
and 0.1% for the second).”kxxxviii

* According to the 2011 Gates report to the G20: “Some modeling suggests that even a
small tax of 10 basis points on equities and two basis points on bonds would yield about
$48 billion on a G20-wide basis ... Other FTT proposals offer substantially larger
estimates, in the $100 billion to $250 billion range, especially if derivatives are
included.”xxxix
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The extent to which the revenues will be redistributed to developing countries depends on
whether a portion of the revenues are allocated for this purpose. The Robin Hood Tax
campaign, for example, calls for 25% of revenues to fight global poverty and 25% to fight
climate change.xc In addition to the above, many proponents of FTTs argue that they can play a
significant role in reducing speculation and stabilizing financial markets, with potentially
significant benefits for developing countries in terms of decreased financial turbulence and
shocks.

Carbon and other Environmental Taxes

To simplify discussion, we have included here the three main tax proposals which, in addition
to raising revenue, also aim to reduce greenhouse gas emissions. This distinction - between
taxes on carbon or other environmental ‘bads’, and what the revenue raised is eventually is
used for - is crucial. The discussion on allocation of any such revenues is often a hotly debated
topic.

Summary of proposals

* Airline ticket levy: This is already in existence in nine countries< with the proceeds
from most countries earmarked for UNITAID. It varies from country to country, but is
essentially a one off extra payment per ticket.xcii

* (Carbon taxes: There are various options, starting from a globally coordinated tax set per
tonne of CO2 emissions to introducing a levy on the use of bunker fuels (the crude oil
used for aviation and maritime transport).xcii Revenue from carbon taxes could be used
for national and international climate purposes, including to fill the Green Climate Fund.

* Carbon trading revenues: Carbon trading schemes can yield revenues if permits are
auctioned or sold rather than given away. From 2013, in Europe, home to the largest
emissions trading scheme, the amount of emission allowances given away for free to
industry will reduce substantially from January 2013, which will increase the resulting
revenues. xcv

Potential scale

» Airline ticket levy: the existing tax has raised over $1 billion for UNITAID since 2006.xv
If expanded to more countries, or increased in scope, the potential raised could increase
significantly.

* Carbon taxes:

0 Developed country tax per tonne: A 2011 joint report by the IMF, World Bank and
OECD estimated that a tax of $50 per tonne in developed countries would yield
about $450 billion per year, or $250 billion ($25 per tonne) or $155 billion ($15
per tonne.)x<vi

0 Aviation and bunker fuels: if a tax of $25 per tonne was levied and taxes paid by
developing countries were rebated, the same report estimates that $22 billion
per year could be raised, or $14 billion if the rate were $15 per tonne.

* Carbon trading: Global estimates do not exist, however the European Commission
estimates that “auction revenues under the EU Emission Trading System (ETS) ... could
potentially deliver revenues of more than €20 billion per year by 2020, of which
Member States should use at least half to tackle climate change in the EU and third
countries.”xcvii
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As with FTTs, it is not clear whether developed countries will redistribute a portion of the
money raised from carbon taxes or emission permit sales to developed countries. Carbon taxes
would also provide a significant source of domestic revenue.

It is extremely important to note that carbon taxes would also have the important benefit of
reducing greenhouse gas emissions in developed countries, benefitting developing countries,
which stand to suffer the most from global warming. The same may be true of carbon trading
schemes, though the current “global carbon market is small and prices are volatile, which can
hinder long-term investments.”*<viii [n addition the existence of the potential for companies to
pay for emissions reductions in other countries rather than reducing their own emissions
makes “the carbon market approach ... somewhat complicated and open to abuse” xcix

New SDR creation

Special Drawing Rights (SDRs)care an international reserve asset held at the IMF by all
member governments. Though they cannot be used as direct expenditure - they are more like
a low-interest overdraft facility than a cash deposit - “their additional availability ... could
reduce the need for individual developing countries to set aside foreign-exchange earnings in
reserve holdings of their own as a form of self-insurance against global market shocks.”c In
other words, if additional SDRs were created for developing countries, they could sell a portion
of their reserves, or reduce their need to buy new reserves, releasing extra domestic revenue
for governments.

Summary of proposals

The main proposal is to agree regular additional allocations of SDRs - in effect to create new
reserve assets. In 2009, a G20 agreement led to the issuance of $250 billion in extra SDRs¢i,
showing that, in times of crisis at least, such ‘global quantitative’ easing is possible. There are
two variants of this proposal. Under option 1, this would follow existing rules, meaning
amounts allocated would correspond with quota shares at the IMF: the majority of allocations
going to high-income countries. Option 2 is to amend the IMF’s constitution - its Articles of
Agreement - to allow the majority of new allocation to go to developing countries.ci

The figures below are those proposed by UNDESA who suggest annual allocations of $100-250
billion per yearcv. An additional proposal made by UNDESA, not covered here, is to use existing
‘idle’ SDRs (those not needed by rich countries) to borrow money to lend cheaply to
developing countries.

Potential scale
e Option 1 = $11 - 18 billion for low-income countries and $49 - 82 billion for middle-
income countries, as their share of an annual $150- 250 billion allocation.
e Option 2 = $100-$167 billion annually for developing countries, representing 2/3 of the
total allocation.

Many also argue that the gradual expansion of the role (and formulation) of the SDR could,
over time, provide a realistic alternative to the US dollar as global reserve currency, providing
potentially significant benefits for developing countries in terms of improved global economic
stability and a reduction in the power of any one country.<
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C: Impacts on poverty and sustainable development

We will briefly note some of the key implications for poverty and sustainable development of
this overview of financial resources, under five key headings: scale and trends; volatility and
risk; distribution; accountability and transparency; impacts on domestic politics; and
contributions to sustainable development.

First, however, we must stress again that financial resources are only one part of the answer:
poverty reduction and development depend on a host of factors, many of which are likely to be
more important in many countries than the nature or scale of available resources. Many of the
great economic development success stories, such as South Korea, made the best use of the
limited resources they had available, while other countries with access to far higher levels of
financial resources have not been so successful. Conflict, governance, the international policy
environment, domestic policy and other factors matter enormously.

Scale and trends

Overall, and in the majority of countries, domestic resources dominate. Both public and private
domestic resources are far larger in scale than all inflows and outflows combined, and over the
past ten years developing countries have managed to increase the share of GDP going to public
spending and private investment. Low-income countries, though lagging behind other
developing countries, have made the most impressive strides.

Outflows are larger than inflows, and a large part of this is due to failings in the international
system. The two major outflows are caused by: financial secrecy and the web of tax havens
that facilitate illicit financial flows; and the failure to promote global macroeconomic stability
or provide a credible international lender of last resort that forces developing countries to
build huge stockpiles of reserves. In addition, it is important to note that developing countries
are both sources of inflows and outflows, and that the level of outflows from developing
countries has been increasing significantly. One particularly important trend has been the
growth of south-south flows, particularly in private investment.

The picture varies across countries, and low-income and vulnerable countries tend to be far
more affected by external resources than other countries. Many of the poorest countries are
still heavily aid dependent, and many primary resource dependent countries attract major
external private investment, often with a low impact on poverty reduction or economic
development.

Volatility and risk

Private financial flows are often highly volatile and can be extremely destabilizing, particularly
portfolio equity and short term lending. Low-income countries are particularly vulnerable, as
the scale of the flows can be far larger in relation to GDP, and their ability to take protective
measures is limited. Though FDI tends to be less volatile than other flows, this is not always the
case, and, as UNCTAD have set out, a strong domestic policy framework is required to ensure
FDI makes a significant contribution to development. Developing countries’ efforts to protect
themselves against this vulnerability have been hampered by the international policy
environment. Until recently, the IMF was promoting the liberalization of capital flows, though
it has now been forced to accept that countries may need to regulate inflows and outflows. The
actions and influence of emerging market countries are the main cause of this change of
heart.cvi
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Public sources of finance are much more predictable and stable, particularly domestic taxation.
Overall, aid has not proved volatile or pro-cyclical, though at a country level it has often been
extremely unpredictable. If aid could be made more predictable it would make a major
difference to the value of aid as a financial resource for developing countries.

The current structure of borrowing and lending imposes significant costs on developing
countries. The Asian financial crisis at the end of the last century taught many developing
countries that they needed to amass large stockpiles of reserves to protect their currencies and
their economies, and that they could not trust the IMF to help during times of crisis. While this
reserve accumulation policy has proved, to a large extent, effective, it means that developing
countries continue to lend vast sums to rich countries. At the same time, when developing
countries have to borrow, they do so at higher interest rates.

Distribution

There are two extremely important points to note. First, the poorest countries have very low
levels of financial resources per capita. This is true for all types of resources, including
domestic resources. Some, such as Jeffrey Sachs, have argued that this means that some of the
poorest countries are caught in a poverty trap - they simply do not have sufficient resources to
invest enough to develop.©’ii Hence, aid is needed for these countries to help them escape this
trap. Whether or not this is true, it is clear that the low level of resources available to the
poorest countries means they face severe constraints in investing in the basic services and
infrastructure necessary for poverty reduction, promoting economic growth and protecting
their environments.

Second, public resources have the potential to target the poorest and most vulnerable in
society in a way that private flows cannot. Private investment tends to flow where economic
opportunities are greatest and, though this can prove an extraordinary driver of economic
development, job creation and poverty reduction, it also means many people and regions do
not benefit. Public resources, whether domestic or external, have the advantage of being able
to consciously target such groups. This is particularly important in low-income countries
where ODA is equivalent to a very significant proportion of GDP in low-income countries -
10% on average, with 37 countries higher than that total in 2010.cviii

Accountability and transparency

All of the resources discussed would benefit from significant improvements in their
accountability and transparency. It is beyond the scope of this report to analyse how this could
be done. Civil society organizations have often focused on public flows - aid and domestic
public resources - precisely because some notion of accountability and transparency is
expected of the actors involved, even though they may not live up to those expectations. Efforts
made to make private resources more accountable and transparent, such as working on
minimum social or environmental standards, largely depend on public actors to push this
agenda.

Impacts on domestic politics

Domestic political impacts of resource flows can be extremely important for poverty reduction
and sustainable development. For example, the conditionalities attached to lending by IFIs has
proved highly controversial owing to its promotion, particularly during the 1980s and 1990s,
of a blend of neoliberal economic policies that most now accept did little to promote
sustainable or inclusive development. In addition, the strong influence of external actors on
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domestic policy making undermines the space for developing countries to set their own policy
agendas, and for citizens of those countries to hold their governments to account.

Two other important theories may be worth noting. First, the concept of the ‘resource curse’ is
well understood. When countries become dependent on a natural resource for income, this can
undermine economic development through Dutch disease, and provide an incentive for ruling
elites to focus on gaining a slice of these revenues, rather than expanding economic
opportunities. A corollary concept is that of the ‘social contract’ -the act of having to depend
on citizens for revenue forces governments to become more accountable.

Finally, it is important to note that the process of international economic liberalization over
recent decades, and the growth in the offshore economy, have provided incentives for
governments to engage in a ‘race to the bottom’ on taxation and on standards expected of
companies. cix

Contributions to sustainable development

Ultimately, the impacts of different resources on poverty reduction depend on the overall
macroeconomic, political and environmental environment in each individual country. It may be
worth distinguishing between two spheres where resources may be needed. In the first sphere
of public goods - including basic services, the environment, natural resources and security -
there is a greater demand for public sources of finance. However, in the area of productive
development - the financing of infrastructure, business expansion and so on - the debate is
highly contested. Ultimately, impacts on poverty reduction in this sphere depend both on how
much real economic growth is created, how sustainable this is, and how the proceeds of that
growth are distributed. The dominant paradigm of the 1980s and 1990s - that governments
should focus on providing an enabling environment and reduce interference in the economy -
is giving way to a recognition that successful economies have used industrial strategies to
move up the value chain, particularly through promoting manufacturing, which has required
strong state intervention.

D: Implications for ODA

Before examining some of the key implications for ODA of this global analysis of finance and
development, it's worth recapping the key findings.
* Domesticresources are far larger than other financial resources, and have been growing
as a share of GDP over the last decade.
* Volatility and predictability of external finance is a major issue, especially for low-
income countries, where it is equivalent to a major share of GDP.
* Private flows, in particular portfolio equity and short-term finance are particularly
volatile and can be incredibly destabilizing.
* Overall, outflows are significantly larger than inflows, largely caused by illicit capital
flight and reserve-accumulation: both issues intimately linked to global policy failings.
* Aid is particularly important in low-income countries where it averages around one
tenth of GDP.
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Six broad conclusions can be drawn from this paper, which we shall examine in turn. First,
CSOs have been right to focus campaigning energy on a broad set of development finance
reforms and structural change. Second, a traditional focus on aid as a mechanism to provide
public goods remains important. Third, growing demands for public finance to protect
international public goods suggest we will need to mobilise other financing sources. Fourth, aid
should make sure it supports domestic resource mobilization. Fifth, the push to use aid to
‘leverage’ private finance is built on shaky assumptions. Sixth, we need to be particularly aware
of aid’s potential macroeconomic impact in low-income countries, including by improving
predictability, and supporting local procurement. It is vitally important to note that these do
not provide a blueprint for how ODA should be used in any particular country, which should be
the subject of a domestic discussion about priorities in that country.

1. Importance of CSO campaigns on development finance

It is clear that aid is becoming an increasingly small share of finances potentially available for
development. At the same time, developing countries face many financing issues related to the
international policy framework. Hence, CSO campaigning on broader structural issues and
other development finance priorities remains warranted as an essential complement to aid
advocacy. Important campaigns include:

» Tax justice campaigns to: prevent tax dodging by companies, the main source of illicit
capital flight; promote more progressive taxation and prevent the race to the bottom;
and to crack down on tax havens.

* Financial system reform campaigns to: defend the right of countries to regulate capital
flows; reduce damaging financial speculation on essential commodities; and reform
banking and finance regulations.

* Debt campaigns to: promote fair and equitable debt workout mechanisms; cancel
illegitimate debt; and reform international financial institutions.

* Innovative finance campaigns to: raise significant new funds for poverty reduction and
environmental sustainability; provide incentives for changed behavior through new
taxes.

* Private finance campaigns to: insist on social and environmental standards for
companies investing overseas; and promote transparency and accountability.

It is rare for donors to directly fund campaigning efforts directed at them, but a number of
donors provide core funding for CSOs, part of which will fund advocacy and campaigning
activities. Major changes can be achieved for developing countries through campaigning
efforts, as the Jubilee movement proved. Of course, dependency and cooption are always
risks.* Donors have also supported other efforts aimed at changing their own policies and
practices. For example, DFID has funded other UK government agencies to track and repatriate
assets stolen from developing countries.®i However these kinds of interventions are not
normally eligible to classify as ODA.cxii

Another option has been for ODA to be used to support southern governments’ negotiating and
policy capacity. This has been attempted in a number of ways, including by: directly funding
the negotiating capacity of southern countries, particularly for trade negotiations;cxiii by
supporting the permanent delegations to international institutions; and by funding the
research and policy development undertaken to support southern government positions. If
southern governments are better able to fight their corner in international negotiations, and to
develop clear frameworks for how they will manage the various external flows, outcomes are
likely to be more balanced in their favour.
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2. Providing public goods remains relevant

It is clear that one of the biggest funding gaps is for public investment in lower-income
countries; it is lack of investment in infrastructure, health and education that undermines
private investment. This has been a traditional focus for aid, which remains extremely
relevant, particularly in low-income countries.

There are a number of ways aid can directly provide funding for public investment. In some
circumstances, direct budget support (DBS) may be an option. DBS is designed to recognize
that governments need stable, unearmarked funding to deliver public services and other public
goods. Some versions, such as the European Commission’s MDG contracts also manage to
reduce the conditionality and political interference that is often tied to DBS.<xiv According to
ActionAid, “Evaluations from [the] OECD, the EU, think tanks such as the Overseas
Development Institute, as well as NGOs like Oxfam, have concluded that budget support
increased the quantity of service delivery in almost all countries, especially in basic education
and health.”sv

However, DBS, by its nature, supports everything the government does, and provides political
as well as financial backing to the government. In many countries, other aid modalities will be
more suitable including sectoral approaches, or country-led projects.

3. Growing demands for global public goods financing

Aid has traditionally focused on domestic public goods - healthcare, education, clean water and
a healthy local environment, for example. However, the world faces severe global challenges,
particularly environmental challenges such as global warming and the destruction of
ecosystems and biodiversity. Most of these will require a step change in the provision of
resources - for example in Cancun in 2010, developed countries promised $100 billion
annually by 2020 to support climate change mitigation efforts in developing countries.cxvi As
already noted, the UN estimates that “additional investment needs of developing countries for
sustainable development, including for climate change mitigation and adaptation, and for
ensuring access to clean energy for all, sustainable food production and forest resource
management, at about $1 trillion per year in the coming decades.”xii QDA cannot be expected
to fill these gaps - hence the importance of finding new and additional resources for
development, such as those described in section B6. Ongoing discussions about reopening the
definition of ODA take place against this backdrop. It will be important to ensure that the ODA
definition is improved, for example by removing “inflated aid” items identified by Aidwatchexviii
rather than using an expanded ODA definition to increase the scope of objectives ODA is
expected to support, thereby reducing the amount of aid directed at fighting poverty.

4. Ensuring aid supports domestic resource mobilisation

Improving tax collection systems

In recent years, donor agencies have devoted around 5% of their aid to improving public
financial management systems<ix in developing countries, though only a small portion of that
has gone to improving tax collection systems®x - an estimated 0.1% of total aid allocations
between 2002 and 2010.=xi There have been some notable successes, though, according to a
recent study of five African countries, “Overall donor support has had mixed results in
supporting the improvement of tax administration capability on a sustainable basis.”cxxii
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Aid agencies and governments can also have negative impacts on domestic resource
mobilization. Developing country tax policies have been heavily influenced by IFI
conditionalities and technical assistance for many years, and donors have tended to tie their
aid to IFI programmes. According to Intermén Oxfam, this “has had a negative impact in many
cases, with a focus on indirect regressive taxation like VAT, and extensive tax incentives for
companies.”cxxiii

Supporting national development banks

There has been renewed attention since the global crisis to the potential for government
backed development banks to increase the supply of credit to the private sector, with the UK,
for example, launching a new green investment bank. Until the 1990s, IFIs gave considerable
support to or through national development banks (NDBs).xiv Many countries have already
have large NDBs, such as Brazil (BNDES) and South Africa (DBSA). Aid could be used to provide
or augment the capital funding for such banks, which would then leverage several times the
value to lend to prioritized sectors or businesses. These would have an explicit mandate to
address both lack of access to capital, and help develop businesses in priority sectors to expand
opportunities for investment.

Several caveats are worth noting. First, debt-based instruments carry risks: for the
governments who ultimately may have to guarantee the NDB’s lending, particularly if the
institutional design of NDBs is poor. Second, there have been long campaigns at the World
Bank and elsewhere to establish minimum social and environmental standards: should lending
be expanded by NDBs without such standards, vulnerable communities and ecosystems may
pay the price. Finally, accountability mechanisms may be lacking at NDBs and the governments
who support them, though potentially they offer more direct lines of accountability in
democratic polities.

Supporting domestic accountability

There has been much discussion in the aid industry about how donors can support domestic
actors to hold their governments to account, to help improve all public expenditure. DFID, for
example, has said it “will spendup to 5% of the [DBS] total on support to domestic
accountability” ®xv which includes support to CSOs, parliaments, the media, and independent
watchdog organisations. Supporting the capacity of such actors to hold governments to
account, and demand transparency in resource use can potentially have a powerful impact.

However, there is always the danger that support to CSOs and other actors is interpreted as an
attempt to influence domestic politics, which can also have negative impacts for the CSOs
funded. Donors are rarely best placed to assess the domestic politics of developing countries
and may inadvertently undermine domestic accountability by supporting less legitimate CSOs
or government-backed NGOs (Gongos) for example.

5. Leveraging private finance is problematic

The idea of using public funds or publically backed funds to ‘leverage’ multiples of investment
from private financiers has become a hot topic in development circles. There are various ways
of doing this through a variety of loan instruments, including by lending through financial
intermediaries, or by co-investing through private equity funds.®*i There are also a huge
variety of donor-backed schemes to reduce risk for international investors in developing
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countries, including through the World Bank’s Multilateral Investment Guarantees Agency
(MIGA), which has expanded significantly in recent years. Other ideas include: hedging
products; catastrophe insurance; partial credit guarantees; political risk insurance; and risk
sharing products.cxvii

The justification for focusing limited aid resources on this appears extremely weak. Developing
countries have been increasingly successful in mobilizing private investment already. Many
private flows are extremely volatile and FDI is more attracted by factors such as market size,
rule of law and infrastructure than incentives from donors. There is also a significant
opportunity cost : more ODA used to leverage private finance means less can be spent in other
areas, such as public investment in basic services. Certain sectors are more attractive for
private investment than others - for example, “over half of MIGA’s insurance in [financial year]
2011 was sold to clients in the infrastructure or extractives sectors.”cxxviii

In addition, there are a number of problems with the way Development Finance Institutions
(DFIs) such as the World Bank’s International Finance Corporation (IFC) currently do this,
which have been highlighted by a number of CSO studies. First, there is often a lack of control
or ‘additionality’: when the public component is a small proportion of the total funding,
commercial considerations are paramount. Second, there has been a tendency to back
developed country firms - Eurodad research found that over half of DFI investment in 2010
went to firms based in OECD countries and tax havens.®xix Third, accountability and
transparency are low, particularly for lending through financial intermediaries, and monitoring
and evaluation mechanisms are currently poor.=* Finally, these proposals entail increased
debt and risks - for both the firms and governments who may end up bailing them out.

6. Be aware of potential macroeconomic impacts

These can be both good and bad. Aid predictability is extremely important, particularly as
other external flows tend to be volatile. Sudden stops or alterations of aid money can cause
severe problems in countries in which aid is a major source of government revenue, or
equivalent to a large share of GDP.

There is also untapped potential for aid to support the domestic private sector through smart
procurement. Eurodad research has shown that over half of ODA is spent on procuring goods
and services. Unfortunately, owing to poor policies, restrictive practices and formal and
informal tying, two thirds of these procurement contracts are awarded to OECD countries.cxxxi
Setting bold targets to radically increase the proportion of aid spent in country could release a
double dividend - providing aid, but also supporting the domestic private sector in developing
countries. In addition, the scope for governments to use procurement - normally the largest
share of government budgets after wages, and 14.5% of GNI in developing countriesexii - to
promote domestic companies has been severely undermined by the influence of the World
Bank on procurement policies. The current World Bank review of its procurement policy will
be an important political opportunity to change this.cxxxiii
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