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ABSTRACT 

 
This paper is a comparative study of the capital displacement effects of Chinese and U.S. foreign aid to 

developing countries. Using panel data from the Bank of International Settlements and overseas 

development assistance data for the U.S. and China, the paper tests two hypotheses: (1) Large amounts of 

aid delivered to developing countries are associated with aid leakage in the form of capital flight. (2) 

Chinese foreign aid produces more capital flight to offshore financial centers and to Chinese destinations, 

whereas U.S. foreign aid displaces capital to the U.S. or destinations in the developed West. Findings 

indicate that from 2010 onwards, U.S. foreign aid is positively correlated with capital flight back to the 

United States itself, whereas Chinese foreign aid is correlated with capital flight to offshore financial 

centers. These findings have policy implications for aid conditionality, corruption safeguards, and how both 

countries disburse aid. 
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Introduction 
 

Developed economies typically offer foreign assistance to facilitate economic development in and-

recipient countries, ease humanitarian burdens, or incentivize good governance through conditionality or 

technical assistance. Often, foreign assistance is so large that the transfer becomes a substantial share of the 

recipient country’s GDP.1 In theory, aid not only spurs economic activity, but may also be correlated with 

aid waste, mismanagement, rent seeking, resource capture by the recipient country elite, or corruption 

(Alexander and Fletcher III, 2012; Minoiu and Reddy 2009). Some of this may be par for the course because 

by definition, countries with weak governance and administrative systems need development assistance. 

The private wealth generated from aid leakage in these countries must be reinvested, and a portion of it 

finds its way abroad because of higher expected returns, lower economic and political volatility, or better 

protections for private wealth.  

China’s rise in global development aid is changing the nature and composition of foreign assistance 

(Isaksson and Kotsadam, 2018). Because the Chinese approach to development assistance involves 

primarily the use of Chinese labor and technical capacity, it reinforces the aid-recipient country’s 

dependence on unskilled labor; even for some unskilled jobs, Chinese companies fly in thousands of 

Chinese workers (Hanauer and Morris, 2014; Sautman, 2007; Morais, 2012). As China is becoming a larger 

global player in the development aid arena, my paper asks how much capital flight is associated with the 

Chinese approach to aid compared with U.S. foreign assistance. In addition to exploring this question, my 

paper also looks at the destinations of the displaced capital associated with both countries. 

Based on existing literature, the paper’s hypothesis is that large amounts of aid delivered to 

developing countries – often suffering from political instability, policy volatility and economic 

unpredictability – are associated with aid leakage in the form of capital flight abroad. The paper also 

                                                
1 For example, Afghanistan’s GDP in 2003 was $4.5 billion, and it received $1.3 billion in civilian aid 
from the U.S. Agency for International Development (USAID) alone. This was not an anomaly. At its 
peak in 2013, Afghanistan’s GDP was $20.5 billion, with USAID alone providing $10.3 billion. 
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hypothesizes that Chinese foreign aid produces more capital flight to offshores tax havens and to Chinese 

destinations because of China’s reliance on Chinese labor, whereas U.S. foreign aid displaces capital to the 

U.S. itself or destinations in the developed West. 

Using data from the Bank of International Settlements, U.S. Agency for International Development 

(USAID), and William and Mary’s AidData, the paper employs year and country fixed effects models 

controlling for a number of economic and political factors to measure the volume of capital displacement 

associated with each country from 2000 to 2014. Contrary to one of my hypotheses, my results indicate that 

U.S. aid is positively correlated with capital displacement to the U.S. itself beginning in 2010, whereas 

Chinese aid is associated with capital flight to overseas financial centers. These findings have implications 

for the financial regulation of Chinese overseas development aid and the implementation approach of 

American aid. 

An increase in capital flight after the receipt of large amounts of aid can be thought of as aid leakage 

because it involves some diversion of funds from their original purpose. Murinde and Lensink (1996) found 

a link between an increase in monetary inflows and capital flight in six sub-Saharan African countries. But 

what harm does it do if private capital leaves a country, especially if it occurs legally? Yalta (2010) finds 

that capital flight decreases private investment, and Càceres (1993) finds that capital flight decreases 

economic development. The harms, therefore, are mutually reinforcing – on the one hand, domestic 

investment is suppressed, on the other economic growth is hindered. 

Over the last few decades, there has been a perceptible shift in the composition of the global foreign 

aid community. What was traditionally associated primarily with the U.S. and its allies in Europe has 

evolved as a field to include countries that were previously aid recipients themselves. Countries such as 

China, India and Korea now provide billions of dollars in foreign aid. In particular, Chinese foreign aid is 

now a formidable sum that spans continents. Between 2000 and 2014, China dispensed more than $350 

billion in official financing globally, of which over $81 billion qualifies as overseas development assistance 

(AidData, 2017). Initial scholarly findings suggest that Chinese aid is large enough that in some parts of 



 3 

Africa it can act as a substitute for receding Western aid and prevent violent resource competitions (Strange, 

et al., 2015). 

Broadly speaking, the U.S. model of foreign aid is intended to ease humanitarian burdens and 

stimulate growth; it generally comes with conditionalities for governance or fiscal reform. The Chinese aid 

model, on the other hand, is largely free of such constraints and focuses heavily on infrastructure 

development, though a considerable amount of Chinese aid is spent on humanitarian purposes as well 

(Dreher, Nunnenkamp and Thiele, 2010; Wang and Ozanne, 2010). Evidence also indicates that the 

availability of Chinese assistance gives aid recipients greater bargaining power, resulting in fewer 

conditionalities from the IMF and the World Bank to countries that receive Chinese aid (Hernandez, 2016). 

This increased bargaining power is also associated with lower compliance with the conditionalities that the 

IMF/World Bank do impose (Qian ,2017).  

With these two broad models of foreign aid in mind, it is worth asking whether both are associated 

with capital flight and, if so, whether the patterns and destinations of flight differ. Findings about the amount 

of capital they displace and where the displaced capital goes will help better inform assessments about the 

comparative strengths of the two models. As a measure of aid effectiveness, the findings will also help 

inform policies to combat negative externalities such as corruption, waste, and leakage. The information 

would be policy-relevant not only to the foreign aid giver but also the receiver, both of whom could tighten 

conditions, mechanisms, and procedures to decrease waste, combat corruption, reduce resource capture by 

local elite, and minimize the flight of aid money to destinations with little regulatory oversight. 

Literature Review and Theoretical Model 
 

Evidence in the literature appears to demonstrate a strong link between political and economic risks 

and capital flight. It may be reasonable for private capital to flow out of a country that is experiencing 

political instability, inconclusive or contested elections, or similar political risks irrespective of foreign aid. 

Lensink et al. (2000) find that political risk leads to increased capital flight. Vu and Zak (2006) determined 

political instability to be the most important of several factors associated with capital flight. They also find 
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that certain political factors that signal market reforms reduce capital flight, suggesting that while political 

instability drives capital out, political stability contains this behavior. Orkoh et al. (2017) found that in Sub-

Saharan Africa, increased political stability reduces capital flight by mis-invoicing in merchandise trade. 

On the other hand, Ndikumana and Boyce (2003) find that borrowing is correlated with capital 

flight, suggesting that capital flight may be associated with financial and economic turbulence. Saxena et 

al. (2005) also find that macroeconomic conditions have a considerable effect on capital flight. In his study 

of the links between foreign aid and capital flight, Quazi (2004) finds that corporate tax hikes, “financial 

repression,” and political instability are associated with capital flight. 

Other factors, related to how aid is delivered, are also important. For example, Kangoye (2011) 

found that unpredictable aid patterns encourage corrupt political actors to engage in rent-seeking activities. 

As a corollary, he found that sustained dependence on aid is associated with less corruption. This finding 

offers an important insight into how foreign aid, if delivered in a haphazard and unpredictable way, may be 

directly related to illicit income for the local political elites, who then look for avenues to secure such 

income abroad. Perhaps the most important work on this subject, Collier et al. (2004) concluded that “in 

the short term additional aid has substantial effects…[on] reductions in capital flight.” The authors also find 

that this effect is only maintained if aid is continued for “a substantial period, perhaps a decade.” In other 

words, aid, if delivered predictably, may serve to contain capital flight. 

However, Quazi (2004), who studied the effects of foreign aid on Bangladesh, found that foreign 

aid was a significant contributor to the flight of domestic capital. 

While the factors that contribute to capital flight – political and macroeconomic instability – are 

well established by literature, the debate about the link between capital flight and foreign aid appears not 

settled. This paper aims to advance our understanding of this connection. 

Experts have mainly used three methods to measure capital flight. The so-called residual method 

measures the difference between the sources of capital entering a country such as external debt and FDI, 

and the use of the capital as reflected in foreign reserves and changes in the current account. The World 

Bank, among others, uses a variation of this method. The second measure of capital flight relies on the 
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assumption that unrecorded capital leaving a country is illegal, an outflow that manifests itself in errors and 

omissions. A third method developing by Dooley, assumes that all capital flight is motivated by a desire to 

put money beyond the reach of domestic authorities. Dooley measures this as any capital outflow that does 

not record interest payments (Lensink, et al., 2000). 

This paper proposes to use a different approach. It measures capital flight as the change in annual 

bilateral capital stocks between aid recipients and destination countries that receive the displaced capital 

(including aid providers, offshore financial centers, and other third countries).  

When sent in large amounts to poor countries, development assistance can stimulate private wealth 

creation in the form of local contractors engaged in the delivery of aid or political elites engaging in the 

resource capture of on-budget assistance. In countries with political instability, policy volatility, and 

macroeconomic unpredictability, individuals will want to “invest” their newfound capital abroad. To 

explain this behavior, Collier et al. offer a portfolio choice model in which individuals’ decisions on whether 

to store their wealth abroad depend on the amount of wealth they have (rich people have more money to 

park abroad) and the relative attraction of domestic and foreign assets. Therefore, the amount of a portfolio 

held abroad (f) is a function of the return that domestic assets earn compared to foreign assets (r) and the 

riskiness of domestic assets compared to foreign assets (v). The model can be written such that:  

f = f(r, v) (1) 

∂f
∂r
< 0 

(2) 

∂f
∂v

> 0 
(3) 

Collier et al. (1999) contend that foreign assets are relatively safe and more liquid relative to domestic 

assets. This “liquidity premium” increases the return differential for the foreign asset, especially if the 

domestic investment is “more irreversible,” which pushes portfolio holders to keep their assets abroad, even 

if the return on domestic assets has increased. 
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This is consistent with the current literature (referenced above) that contends that political 

instability, policy variability, and macroeconomic volatility in the aid recipient country, coupled with 

unpredictability of the aid itself, pushes individuals to send their wealth abroad. 

Furthermore, based on a preliminary analysis of the aid datasets, Chinese development aid behavior 

tends to be associated with a sudden spike in aid, followed by a blackout period, with relatively lower levels 

of repeat aid to the same country.2 This indicates that development aid recipients generally find it harder to 

depend on Chinese development assistance. The U.S., by contrast, tends to have a more long-term aid 

engagement and, once it identifies a country as a recipient, aid generally tends to flow for a comparatively 

longer period.3 

In theory, the two approaches to aid affect portfolio behaviors in recipient countries differently. In 

the Chinese aid model, people who acquire wealth will want to invest it abroad because, in a politically 

volatile environment with low levels of repeat aid, the relative riskiness of domestic assets (v) and their 

relative returns abroad (r) are both high. On the other hand, the dependability of continued U.S. aid tends 

to encourage more confidence in domestic assets. Continued U.S. engagement with the country through aid 

also sends an important political message that reassures domestic politicians and investors. This will likely 

decrease r and decrease v. This behavior should technically discourage capital flight associated with U.S. 

aid, though small countries receiving large amounts of aid have limited absorptive capacity for additional 

savings and investment, so some capital flight remains likely. The two models of aid are represented 

graphically in Figure 1. 

 

  

                                                
2 Between 2000-2014, not a single country in the AidData dataset received Chinese overseas development assistance 
every year. Most countries had more than one year of no aid, or gaps of one or more years between two rounds of 
Chinese aid. 
3 Approximately 40 countries had more than one year of no aid from the United States. Most of these are developed 
countries such as Germany, France, Sweden, the UAE; some are countries that have been under U.S. sanction, such 
as Libya; or they are countries that were born during the study period, such as Kosovo (2008) and South Sudan 
(2011). The U.S. is more consistent in its provision of aid than China.  
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Figure 1: Capital flight paths associated with U.S. and Chinese aid and their wealth portfolio effects. 

 

In light of this discussion, I make the following hypotheses: 

Hypothesis 1: Large amounts of aid delivered to developing countries suffering from political 

instability and economic volatility are associated with capital flight. 

Hypothesis 2: Chinese foreign aid produces more capital flight to offshore financial centers and to 

Chinese destinations, whereas U.S. foreign aid displaces capital to the U.S. or destinations in the 

developed West. 

Theory would also lead us to expect that there is less capital flight from democracies compared to 

autocracies, where the relative lack of accountability would lead to unresponsive policy and unpredictable 

economic environment. 
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Empirical Modeling 
 
In light of these hypotheses, I estimated the following model to conduct empirical analysis: 
 

logY0,1 = 	βlog(ForeignAid + 1)0,1 + 	ϖC0,1 +	φ0 + ε0,1, (4) 
 

where the dependent variable, Y, represents changes (logged) in annual bilateral stock positions between 

aid recipients and capital destinations; i denotes a destination country receiving capital and t denotes a year; 

𝛡𝐂 is a vector of controls, 𝛗 is year fixed effects and e the error term. The key independent variable, 𝛃, 

represents Chinese or U.S. foreign aid and is expected to have a positive sign. It is logged to account for 

outliers and large volumes of aid. Following existing literature, the socioeconomic controls include GDP 

growth rate, size of the service sector and log of population. Aggregate output and economic growth are 

important because they are possible contributors to capital flight net of foreign aid, and population accounts 

for the relative size of foreign aid (Aklin and Kern, 2019). Consistent with literature, the model controls for 

regime type (Cheibub, et al., 2010; Aklin and Kern 2019) as well as for political stability and unevenness 

of development (Collier, et al., 2004; Orkoh, et al., 2017). I also control for foreign direct investment 

because of its relationship with economic growth and capital flight. Descriptions of key variables and their 

descriptive statistics are provided in Tables A1 and A2; a table of correlations among key variables is 

provided in Table A3. 

Data for economic, demographic and governance indicators came from the University of 

Gothenburg’s Quality of Governance dataset. Due to limitations in the availability of Chinese aid data, the 

period of analysis is from 2000 to 2014. The paper uses a definition of offshore financial centers (“sink 

OFCs”) developed by Garcia-Bernardo et al. (2017), who identified 24 destinations that attract and retain 

foreign capital. The BIS dataset used in this paper contains 10 of the 24 centers. I also used the World 

Bank’s GNI per capita data (Atlas method). 
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I estimated the model accounting for year and country fixed effects.4 

Empirical Results 
 

American Aid 
 

My regression outputs indicate that there is no statistically significant relationship between U.S. 

foreign aid and capital flight when outflow is measured without specifying a destination (See Table 1 

below). The same also holds true when Switzerland, the UK, other major European economies or offshore 

financial centers are specified as destinations for capital flight (See Robustness Checks section). However, 

from 2010 onwards, there exists a statistically significant and positive correlation between U.S. foreign aid 

and the flight of capital back to the U.S. itself. This could be indicative of the role that large American 

contractors paly in the implementation of U.S. aid overseas, whose volumes went up dramatically in the 

2000s.5 A portion of their increasingly larger aid contracts, often worth hundreds of millions of dollars, may 

be flowing back into the U.S. 

There was also no significant interaction effect between American aid and corruption, uneven 

economic development, and political instability in recipient countries. It is possible that, because of legal 

provisions such as the “Buy American” provision of the Foreign Assistance Act, which requires USAID to 

use American services and products, the interaction effects with local corruption may be too small for my 

model to catch; therefore, it is likely that the model is mostly catching the homeward flow of dollars from 

American contractors implementing USAID projects abroad. I also found that, when disaggregated by level 

of democracy, the positive relationship between aid and flight to the U.S. disappears for democratic 

countries (p_polity2 > 6) and remains robust (p<0.05) for non-democracies starting in 2010 (See Table 2 

below). 

  

                                                
4 After performing a Hausman Test on U.S. and Chinese aid, it appeared that there were significant differences between 
the random and fixed effects models (P>.57 and P .967, respectively). To mitigate concerns that time invariant country 
fixed effects play a significant role, I estimated a fixed effects model as baseline. 
5 USAID data indicate that U.S. foreign assistance went from about $25 billion in 2002 to $50 billion in 2008. 
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Table 1: Capital flight associated with U.S. foreign aid. 

 Capital flight associated with U.S. aid from 2010 
VARIABLES Destination unspecified Destination: USA 
   
Log of American foreign aid 0.0207 0.0483** 
 (0.0157) (0.0217) 
GDP Growth (%) -0.0103 0.00932 
 (0.00785) (0.00728) 
Foreign direct investment, 
net inflows (% of GDP) 

0.00107 -0.00143 

 (0.000762) (0.00281) 
Services, etc., value added 
(% of GDP) 

-0.0268*** -0.00503 

 (0.00972) (0.00888) 
Log of population -0.366 -0.0562 
 (0.982) (1.370) 
Level of Democracy 
(Freedom House/Imputed 
Polity) 

0.0268 0.0830 

 (0.0435) (0.0549) 
Uneven Economic 
Development 

-0.0299 0.00873 

 (0.0635) (0.0991) 
Political Stability and 
Absence of 
Violence/Terrorism, 
Estimate 

0.155 -0.210 

 (0.146) (0.136) 
Constant 18.79 8.923 
 (15.43) (21.84) 
   
Observations 544 391 
R-squared 0.301 0.181 
Number of countries 134 95 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table 2: Outflows to the U.S. from democratic and non-democratic recipients of U.S. aid. 
 

 Outflows to the U.S. by polity from 2010 
VARIABLES Non-democracies Democracies 
   
Log of American foreign aid 0.0543** 0.0281 
 (0.0263) (0.0424) 
GDP Growth (%) 0.00902 0.00971 
 (0.0120) (0.0112) 
Foreign direct investment, net inflows 
(% of GDP) 

0.0115 -0.00183 

 (0.0184) (0.00287) 
Services, etc., value added (% of GDP) -0.0135 0.0107 
 (0.0123) (0.0158) 
Log of population -0.208 1.553 
 (1.788) (2.248) 
Level of Democracy (Freedom 
House/Imputed Polity) 

-0.0403 0.0943 

 (0.0875) (0.218) 
Uneven Economic Development 0.0776 -0.0606 
 (0.0970) (0.167) 
Political Stability and Absence of 
Violence/Terrorism, Estimate 

-0.0745 -0.194 

 (0.148) (0.266) 
Constant 12.20 -17.48 
 (29.33) (34.84) 
   
Observations 141 250 
R-squared 0.222 0.202 
Number of countries 40 62 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 

Why is there only a positive correlation beginning in 2010? Possible reasons include a post-

recession recovery, changes in the U.S. regulatory environment, changes in the composition of aid 

recipients, or changes in the level of aid itself. 

The effect of stabilizing interest rates after the Great Recession can be discounted because although 

the Federal Reserve declared June 2009 as the end of the recession, interest rates remained low until 

November 2015 (St. Louis Federal Reserve, 2019), discounting the effects of r for investors looking to park 

their capital in the U.S. The other major change in the U.S. financial environment was the enactment of the 
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Dodd-Frank Wall Street Reform and Consumer Protection Act in 2010. The Dodd-Frank Act constituted 

the most sweeping change in the oversight and supervision of financial institutions in the U.S. since the 

Great Depression of the 1930s. While primarily aimed at U.S. financial institutions, it also had both a direct 

and indirect impact on foreign financial institutions (Kenadjian, Nazareth and Rosenberg, 2013; KPMG 

2012). If anything, by radically changing the regulatory environment and the associated short-term lack of 

clarity on how the changes would be implemented should have given foreign capital some pause. However, 

this did not happen, and despite the low interest rates and tightening regulations, the flow of money from 

abroad began to increase in 2010. 

The most likely explanation could be that, beginning in 2003, American foreign assistance started 

to increase dramatically. The biggest increase came in 2008, right in the middle of the Great Recession, 

when aid totals were more than double what they had been in 2001. It should not be surprising then that 

this dramatic increase in money flowing into developing countries is reflected in a statistically significant 

increase in money flowing back into the United States. 

 

Chinese Aid 
 

My regression outputs indicate that there is no statistically significant relationship between Chinese 

foreign aid and capital flight when outflow is measured without specifying a destination (See Table 3 

below). The same also holds true when Switzerland, France and the UK are specified as destinations for 

capital flight (See Robustness Check section). However, there is a statistically significant and positive 

correlation between Chinese foreign aid and the flight of capital to offshore financial centers. I also found 

a positive and statistically significant relationship between Chinese aid and capital flight to offshore centers 

from both democratic and non-democratic countries (See Table 4 below). This is different from U.S. aid, 

which is positively correlated with capital flight from non-democracies only. 

There is also no significant interaction effect between Chinese aid and corruption, uneven economic 

development and political instability in recipient countries. Because China does not provide information to 
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the BIS, this paper is unable to determine how much of Chinese aid returns to China itself, although the 

amount could be substantial. 

 

Table 3: Capital flight associated with Chinese foreign aid. 

 Capital flight associated with Chinese aid 
VARIABLES Destination unspecified Destination: Offshore centers 
   
Log of Chinese foreign aid -0.000460 0.0327** 
 (0.00655) (0.0154) 
GDP Growth (%) 0.00739 0.00803 
 (0.00474) (0.0106) 
Foreign direct investment, net 
inflows (% of GDP) 

0.000698 0.00392*** 

 (0.000680) (0.000421) 
Services, etc., value added (% of 
GDP) 

0.00399 -0.0110 

 (0.00619) (0.0186) 
Log of population 0.372** 0.289 
 (0.145) (1.748) 
Level of Democracy (Freedom 
House/Imputed Polity) 

-0.0294 0.141** 

 (0.0330) (0.0709) 
Uneven Economic Development -0.0371 0.140 
 (0.0371) (0.119) 
Political Stability and Absence of 
Violence/Terrorism, Estimate 

-0.0455 0.146 

 (0.0758) (0.213) 
Constant 6.039*** 1.376 
 (2.336) (27.09) 
   
Observations 489 475 
R-squared  0.160 
Number of countries 104 104 

Standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table 4: Outflows to offshore financial centers from democratic and non-democratic recipients of Chinese 
aid. 

 Outflows to offshore centers by polity 
VARIABLES Non-democracies Democracies 
   
Log of Chinese foreign aid 0.0304* 0.0525*** 
 (0.0168) (0.0196) 
GDP Growth (%) -0.0118 0.0123 
 (0.0124) (0.0148) 
Foreign direct investment, net inflows 
(% of GDP) 

-0.0174 0.00380*** 

 (0.0165) (0.000454) 
Services, etc., value added (% of GDP) -0.0381 -0.0133 
 (0.0267) (0.0230) 
Log of population 0.506 2.394 
 (2.098) (2.873) 
Level of Democracy (Freedom 
House/Imputed Polity) 

0.244*** 0.0323 

 (0.0585) (0.346) 
Uneven Economic Development -0.357* 0.177 
 (0.194) (0.136) 
Political Stability and Absence of 
Violence/Terrorism, Estimate 

-0.0586 0.0696 

 (0.245) (0.394) 
Constant 3.936 -30.81 
 (32.30) (43.71) 
   
Observations 141 334 
R-squared 0.368 0.188 
Number of countries 39 71 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 
 
  Viewed comparatively, however, the analysis raises questions about Chinese aid: While a 

significant portion of American foreign assistance bounces back to the U.S. itself and nowhere else, a 

significant portion of Chinese foreign assistance is stashed away in offshore financial accounts. This 

appears to counter the purpose of the Chinese model which, by using Chinese labor and logistics, aims to 

take more of the development dividend back home. 

 However, there are some indications that although the money is going to offshore accounts, it may 

be staying in the hands of Chinese citizens because of the prevalent use of offshore financial centers by the 
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Chinese elite, for whom it is “standard practice” to establish to establish offshore companies (Ryle, 2014). 

Chinese businessmen see these companies as places to store their ill-gotten wealth or to enjoy stronger 

privacy protections for their legitimate business. Thus, said Chinese oil tycoon Sun Tiangang in an 

interview, “If there’s a problem you can just close the company, walk away and deny you ever had anything 

to do with it….Many people on the mainland do this sort of thing.” (Olesen and Hudson, 2014) A Chinese 

government investigation into the use of offshore accounts by civil servants appears to corroborate this 

assertion. The report disclosed that public officials, including employees of state-owned companies, have 

stashed away about $120 billion abroad, largely in offshore accounts (Olesen and Hudson, 2014). In 

addition, according to ICIJ records, at least five current or former members of the Politburo of the Chinese 

Communist Party and 15 of China’s richest individuals had offshore companies in 2014 (Ryle). These 

individuals are among 37,000 offshore clients from Hong Kong and China named in the 2.5 million 

documents published in 2014 as part of the Offshore Leaks Database. Chinese citizens constitute about a 

third of the total number of accounts uncovered in the database. (Ryle, 2014). Some of these accounts may 

constitute legitimate businesses with no illicit activity, though others are likely used to store dubious wealth 

away from the eyes of Chinese and international law. 

While Chinese Premier Xi Jinping has instituted domestic anticorruption policies and adopted a 

foreign bribery law, this law is not enforced, and possible corruption by Chinese nationals abroad remains 

unchecked (Wrage, 2017; Wharton Public Policy Initiative, 2018). As a result, even as Chinese citizens and 

corporations are facing corruption investigations in countries on at least three continents, there have been 

no charges or investigations by China itself (Dell, 2018). Unsurprisingly, some of China’s signature 

international development projects worth billions of dollars – such as the Belt and Road Initiative – lack 

anticorruption safeguards, even though they are implemented in countries with unfavorable corruption 

rankings (CSIS, 2017). The domestic checks on corruption, coupled with the free reign abroad, creates 

conditions that, under the portfolio choice model, make the flight of Chinese capital to offshore sinks more 

attractive. 
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Robustness Checks 
 

I conducted a number of robustness checks to test the validity of my results. The first of these 

included running the model with an alternative measure of capital flight. For this, I used IMF data on net 

FDI outflows as a percentage of GDP. No statistically significant relationship was detected, indicating 

model robustness and ruling out the possibility that the model was picking up FDI outflows in its capital 

flight measure. 

As a second step, I ran variations of the dependent variable and the key independent variable. The 

results are displayed in Table 5 below. 

Table 5: Results of variations in key dependent and independent variables. 

Variation of dependent variable Significance 

Ratio of deposits to the U.S./OFCs and GDP 

growth 

Not significant 

Ratio of deposits to the U.S./OFCs and FDI Not significant 

Ratio of deposits to the U.S./OFCs and log of 

population 

Significant only for the US at P < .1 

Variation of independent variable Significance 

Ratio of U.S./Chinese aid and GDP Not significant 

Ratio of U.S./Chinese aid and FDI Not significant 

Ratio of U.S./Chinese aid and log of 

population 

Significant at the P < .001 for U.S. and P < .05 for 

Chinese aid 

 

This second check suggests that the log of per capita amount is a significant factor in determining if 

foreign assistance is correlated with capital flight. A potential reason for this effect is that countries with 

small populations receiving large amounts of foreign aid do not have the absorptive capacity for 
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additional savings and investment. Future analysis might be directed towards detecting the exact patterns 

of this relationship.   

In a third robustness check, I ran my model on certain subgroups, including several large 

European economies (e.g., the UK, France and Germany) and offshore financial centers. For the U.S., no 

correlation was detected; however, for Chinese aid, statistically significant and positive correlations were 

detected for Germany, the Netherlands, the Isle of Man and Luxembourg (See Tables A4 and A5). 

As a fourth step, I ran the U.S. and Chinese models on the country-income classification system 

using the World Bank’s GNI per capita data (Atlas Method). Countries are classified as low-income, 

lower-middle income, upper-middle income, and high-income. For Chinese aid, no statistically significant 

differences exist in capital flight among all country-income categories. However, for U.S. aid, there is a 

statistically significant difference among countries based on GNI per capita: Relative to high-income 

countries, there is more capital flight from low-income, lower-middle income, and middle-income 

countries that receive U.S. aid (See Table A6). This may be partially because low-income countries 

receive more U.S. aid and have limited domestic absorptive capacity for additional savings and 

investments. 

As a sixth step, I controlled for Chinese aid and ran the model on U.S. foreign aid. The 

relationship remained robust at P < .1, indicating that for countries receiving both U.S. and Chinese aid, 

U.S. foreign aid is associated with capital flight. I did not observe the same effect for Chinese aid when 

controlling for U.S. aid (See Table A7). 

 And finally, I estimated an error correction model (ECM) to mitigate concerns that my results 

were biased due to serial correlation and temporal effects (Kern, et al., 2019; de Boef and Keele, 2008). 

For U.S. aid, I detected a long-term relationship between U.S. aid and a country’s deposit in the U.S. 

banking system (p <0.1). Interestingly, for Chinese aid, there does not appear to be a long-term 

relationship but an immediate effect. This finding seems in line with the short-term and ad-hoc nature of 

Chinese foreign aid engagement in developing countries, where a short-term infusion of foreign aid 

results in capital flight (See footnotes 2 and 3; see Table A8 for regression outputs). 
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Limitations 
 
 Despite overall robust relationships between capital flight and aid, my paper suffers from several 

important empirical limitations. These are discussed below: 

1. The measurement of the dependent variable: The measure of capital flight used in this paper is the 

changes in bilateral stock positions at the end of each year, as reported by country central banks to 

the Bank of International Settlements. A key limitation of this definition is that it treats all capital 

leaving a country as fleeing capital. For example, large amounts of U.S. foreign aid are 

implemented on the ground through large U.S. contractors such as DAI, Chemonics, Tetra Tech, 

and DynCorp, among others. These organizations rely on the banking system to remit their 

revenues to Washington, DC. Because of the nature of the data, the money transferred by these 

entities is also reflected in the data as capital flight. In another case, the wire transfers of a family 

sending money abroad to pay for health care costs or education of a loved one is also treated as 

“capital flight.” Better data with the ability to disaggregate stock positions by nature of the source 

would allow for a more targeted study.  

2. Informal capital flight: Much ill-gotten wealth in developing countries is squirreled away in the 

form of cash or through informal channels that avoid the use of the banking sector and evade 

scrutiny (Rosenberg, 2012; U.S. State Department, 2003). This is especially true of countries where 

the banking sector remains under-developed and informal money transfer networks remain potent. 

Because the model does not capture capital fleeing developing countries in this form, it may be 

understating the capital flight associated with foreign aid. However, it is also possible that the 

model may be overstating the effect because of the first limitation. This may be a subject for future 

study. 

3. Chinese bilateral data: China does not report its bilateral capital stock positions to the Bank of 

International Settlements. As a result, this model has little visibility into the deposits going to China 

from abroad. 
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4. Alternative measures of capital flight: The paper used one alternative measure of capital flight (net 

FDI outflows), but other measures exist against which the model could be tested. 

Policy Implications for U.S. Aid, Chinese Aid, and Global Aid 
 

For U.S. development assistance, the inflows appear to be primarily from American contractors. 

While this is a positive indication that aid leakage due to corruption may be minimal, it also shows that the 

U.S. is not maximizing the economic spillover effects of its aid. One possible reason is that the “Buy 

American” provision of the Foreign Assistance Act (FAA) of 1961 (Section 604a) requires USAID to use 

American companies and goods in its procurement abroad, decreasing the stimulus effects of U.S. aid in 

local economies. Compliance with the Act also makes implementation of aid harder because procurement 

from the U.S. is logistically more difficult and costlier, and requires onerous paperwork requirements that 

thinly staffed USAID missions abroad are ill-equipped to handle. Yet USAID remains strictly compliant. 

For example, USAID procured 6.5 times more American products than non-American products in 2008 

and granted no waivers to the Buy American provision, according to a letter from USAID to Congressional 

leaders (Milligan, 2009).  

In an effort to address this long-standing problem, Congress acted in 1991 to relax the FAA’s Buy 

American requirement for development projects in Africa. However, subsequent investigation by USAID 

itself indicated that the exemptions were not used to their full extent, which created logistical delays and 

impeded aid effectiveness (Hicks, 1993). In response, USAID issued new directives encouraging greater 

compliance. The results remain uncertain, but it is reasonable to suggest that issuing and implementing 

more Buy American exemptions to USAID procurement in regions that have seen increased American 

assistance lately – e.g., West Africa, Afghanistan, Pakistan – could be a good starting point to increase the 

economic spillover effects of American development assistance. By employing appropriate safeguards 

against possible aid leakage, the United States could also opt to use more local contractors or sub-
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contractors. Complemented by the long-term consistency of American aid, this could generate more wealth 

locally and help keep it there because relative returns domestically will be more attractive. 

For Chinese aid, my findings imply that China should institute stronger regulations to combat 

possible money-laundering associated with development projects overseas. A significant amount of 

Chinese development assistance flows directly to offshore financial centers, where it can be stashed away 

from the eyes of Chinese or international regulators. The secrecy surrounding wealth stored in this way 

risks threatening the integrity of Chinese overseas assistance. Corruption could also undermine the 

effectiveness of China’s international development by diverting resources from development assistance to 

potentially corrupt purposes. To address these issues, China has several policy options at its disposal. First, 

it could live up to its obligations under the UN Convention Against Corruption by implementing its foreign 

bribery law. This could reduce the portfolio effect that encourages Chinese citizens to park their capital 

safely abroad instead of facing scrutiny for it at home. Second, it could become a party to, or implement 

the standards developed by the OECD Convention on Combating Bribery. This would allow China to 

protect the integrity of its foreign aid using existing global best practices instead of inventing the wheel.  

Both the U.S. and China should cooperate on regulating international assistance to track and 

counter possible illicit flows from development projects to offshore financial centers or elsewhere. The 

signing in 2007 of a cooperation agreement between the World Bank and China’s Ex-Im Bank on African 

debt sustainability (World Bank)is an indication that cooperation is possible, especially on the less thorny 

subject of development aid. 

 

Conclusion 
 

A portion of international development assistance finds its way out of aid-recipient countries as aid 

leakage. Along with the U.S., China is now one of the world’s largest providers of international 

development assistance. However, the modes and effects of the two countries’ aid varies in important ways. 

To gain insight into these differences, I compared the association between development aid and capital 
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flight for Chinese and U.S. aid. I found positive and significant associations between aid and capital flight 

for both U.S. and Chinese aid. I found that the capital flight associated with Chinese aid flows to offshore 

financial centers, whereas that of American aid flows back to the U.S. itself. There was statistically 

significant outflows from non-democratic countries that received U.S. aid, whereas the same effect was 

observed across democracies and non-democracies receiving Chinese aid. These differences have important 

policy implications for both countries, highlighting China’s need to enforce anticorruption safeguards in its 

foreign assistance and underscoring the need for the U.S. to take steps to improve the spillover effects of 

its aid.  
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Appendix: Additional Tables 
 

Table A1: Descriptions of key variables 
 

Variable Short form Source Description Notes 
log_UnitedStates Outflow to the 

U.S. 
BIS Log of capital flow to the 

U.S. 
 

lusaid Log of U.S. aid USAID Log of U.S. development 
assistance 

Base form is 
usaid 

lchienseaid Log of Chinese aid AidData Chinese ODA Base form is 
chineseaid 

imf_gdpgr GDP growth (%) IMF Annual growth of GDP Negative values 
denote economic 
contraction 

lsumOFC Log of sumOFC BIS/author Sum of outflows to offshore 
financial centers 

OFCs based on 
paper by Garcia-
Bernardo et. al. 

wdi_fdiin FDI World 
Bank 

Foreign direct investment, 
net inflows 

Negative values 
denote net 
decrease 

wdi_gdpser Service sector size World 
Bank 

Service sector value-added 
(% of GDP) 

 

lpop Log of population United 
Nations 

 Base form is 
unna_pop 

fh_ipolity2 

 

Level of 
Democracy 

 Level of Democracy 
(Freedom House/Imputed 
Polity) 

Values between 0 
and 10, with 
higher values 
denoting more 
democracy 

ffp_ued Uneven economic 
development 

Fund for 
Peace 

  

wbgi_pve Political stability World 
Bank 

Political stability and 
absence of 
violence/terrorism 
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Table A2: Brief descriptive statistics for key variables 
 

Variable N Mean SD Min Max 

lusaid 3294 19.78 4.64 3.81 30.79 

lchineseaid 869 16.48 2.90 7.28 23.94 

lsumOFC 3893 7.93 2.97 -4.42 15.90 

loutflow 3996 11.68 2.86 2.45 18.94 

log_UnitedStates 2210 9.74 3.05 0.00 16.96 

Imf_gdpgr 2785 4.12 6.06 -64.19 106.52 

wdi_fdiin 3080 5.73 16.55 -58.32 451.72 

wdi_gdpser 2790 57.72 14.26 13.25 91.48 

lpop 3064 15.46 2.21 9.15 20.04 

fh_ipolity2 3467 6.63 3.12 0.00 10.00 

ffp_ued 2081 6.46 1.92 1.00 10.00 

wbgi_pve 3058 -0.05 0.99 -3.31 1.76 
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Table A3: Correlations among key variables 
  

lusaid lchineseaid lsumOFC lUnitedStates fh_ipolity2 ffp_ued wbgi_pve 

lusaid 1 
      

lchineseaid 0.02 1 
     

lsumOFC -0.27 -0.04 1 
    

lUnitedStates -0.24 0.14 0.7 1 
   

fh_ipolity2 0.09 0.12 -0.07 -0.08 1 
  

ffp_ued -0.09 -0.06 0.09 0.19 -0.46 1 
 

wbgi_pve 0 0.1 -0.03 -0.09 0.52 -0.64 1 
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Table A4: Running the model with U.S. aid on certain subgroups 
 

 Outflows of U.S. aid to Europe and offshore financial centers 
VARIABLES Financial Centers UK Switzerland Germany 
     
Log of American foreign 
aid 

0.0164 0.0563 -0.00635 0.0440 

 (0.0379) (0.0423) (0.0194) (0.0321) 
GDP Growth (%) 0.00118 -0.00538 0.000666 0.0110 
 (0.0177) (0.0121) (0.00853) (0.00894) 
Foreign direct 
investment, net inflows 
(% of GDP) 

0.00496*** 0.00103 0.000268 -0.000288 

 (0.00143) (0.00153
) 

(0.000654) (0.000999) 

Services, etc., value 
added (% of GDP) 

-0.0401 0.0130 -0.00254 0.00402 

 (0.0318) (0.0119) (0.0122) (0.0122) 
Log of population 1.450 0.302 1.668 1.150 
 (2.606) (1.884) (1.323) (1.556) 
Level of Democracy 
(Freedom House/Imputed 
Polity) 

0.0368 -0.132** 0.00589 -0.0805 

 (0.0930) (0.0620) (0.0375) (0.0669) 
Uneven Economic 
Development 

0.119 -0.167 0.00164 -0.0799 

 (0.214) (0.114) (0.0823) (0.0888) 
Political Stability and 
Absence of 
Violence/Terrorism, 
Estimate 

0.281 -0.0611 -0.0179 0.0770 

 (0.222) (0.163) (0.106) (0.149) 
Constant -14.95 4.230 -18.16 -10.99 
 (41.32) (29.90) (21.28) (25.06) 
     
Observations 562 534 663 484 
R-squared 0.196 0.049 0.041 0.051 
Number of countries 140 134 134 120 
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Table A5: Running the model with Chinese aid on certain subgroups 
 

 Outflows of Chinese aid to European economies 
VARIABLES UK Switzerland Germany France Netherlands 
      
Log of Chinese foreign 
aid 

-0.0137 -0.00935 0.0208** 0.00528 0.0516* 

 (0.0118) (0.0102) (0.00899) (0.0155) (0.0286) 
GDP Growth (%) -

0.0294*** 
-0.00757 0.00636 0.0149 -0.0340** 

 (0.00891) (0.00889) (0.00799) (0.00997) (0.0152) 
Foreign direct 
investment, net inflows 
(% of GDP) 

0.00256** -0.00118 -0.00169 0.00147 0.00230 

 (0.00121) (0.000950) (0.00379) (0.00116) (0.00169) 
Services, etc., value 
added (% of GDP) 

0.0168 0.00169 0.0211 -0.000212 -0.0555 

 (0.0174) (0.0122) (0.0166) (0.0191) (0.0364) 
Log of population 0.505 0.881 0.936 -0.681 4.237*** 
 (1.667) (1.242) (1.355) (1.999) (1.464) 
Level of Democracy 
(Freedom 
House/Imputed Polity) 

0.0571 0.0480 0.0434 0.0213 0.206*** 

 (0.0624) (0.0619) (0.0841) (0.0634) (0.0681) 
Uneven Economic 
Development 

-0.0514 0.0202 -0.0719 -0.107 -0.129 

 (0.137) (0.104) (0.118) (0.113) (0.138) 
Political Stability and 
Absence of 
Violence/Terrorism, 
Estimate 

0.111 -0.156 0.0496 -0.0141 -0.300* 

 (0.119) (0.162) (0.144) (0.174) (0.159) 
Constant 0.516 -5.695 -8.027 19.59 -53.14** 
 (24.75) (18.91) (20.51) (30.46) (22.00) 
      
Observations 480 478 437 465 144 
R-squared 0.114 0.087 0.064 0.049 0.375 
Number of countries 103 102 94 97 41 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table A6: U.S. and Chinse aid models run with country-income dummies (base category: high-income 
countries) 

 
 Country-income Classification 
VARIABLES U.S. aid Chinese aid 
   
Log of Chinese foreign aid  0.0273* 
  (0.0150) 
GDP Growth (%) 0.00808 0.0129 
 (0.00792) (0.00995) 
Foreign direct investment, net inflows (% of 
GDP) 

-0.00159 0.00407*** 

 (0.00283) (0.000444) 
Services, etc., value added (% of GDP) -0.00218 -0.00756 
 (0.00900) (0.0191) 
Log of population -0.0728 0.381 
 (1.534) (2.152) 
Level of Democracy (Freedom 
House/Imputed Polity) 

0.0939 0.112 

 (0.0589) (0.0696) 
Uneven Economic Development 0.0149 0.148 
 (0.103) (0.121) 
Political Stability and Absence of 
Violence/Terrorism, Estimate 

-0.249 0.0905 

 (0.156) (0.236) 
Low-income countries 0.540*** 0.241 
 (0.194) (0.704) 
Lower-middle income countries 0.311* -0.437 
 (0.172) (0.358) 
Middle-income countries 0.265** -0.0324 
 (0.117) (0.241) 
Log of American foreign aid 0.0488**  
 (0.0220)  
Constant 8.736 0.0829 
 (24.56) (33.11) 
   
Observations 364 436 
R-squared 0.192 0.203 
Number of countries 89 96 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table A7: Running the models controlling for U.S. and Chinese aid 
 

 Controlling for U.S. and Chinese aid 
VARIABLES Controlling for Chinese aid Controlling for U.S. aid 
   
Log of Chinese foreign aid -0.0129 0.0267 
 (0.0165) (0.0173) 
Log of American foreign 
aid 

0.105* -0.00503 

 (0.0612) (0.0318) 
GDP Growth (%) 0.0523 0.00952 
 (0.0315) (0.0104) 
Foreign direct investment, 
net inflows (% of GDP) 

-0.0298 0.00274*** 

 (0.0221) (0.000704) 
Services, etc., value added 
(% of GDP) 

-0.0195 -0.0129 

 (0.0462) (0.0191) 
Log of population 4.747 0.00366 
 (3.401) (1.733) 
Level of Democracy 
(Freedom House/Imputed 
Polity) 

0.0761 0.147* 

 (0.132) (0.0756) 
Uneven Economic 
Development 

-0.256 0.129 

 (0.201) (0.126) 
Political Stability and 
Absence of 
Violence/Terrorism, 
Estimate 

-0.664** 0.243 

 (0.262) (0.242) 
Constant -63.83 5.758 
 (51.84) (26.87) 
   
Observations 119 420 
R-squared 0.388 0.173 
Number of countries 52 93 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table A8: Error-Correction Model for U.S. and Chinese aid 
 

 Aid Source 
VARIABLES U.S. aid Chinese aid 
   
Log of sum of outflows to Offshore Centers  -0.434*** 
  (0.0793) 
Log of Chinese foreign aid = D,  0.0305* 
  (0.0178) 
Log of Chinese foreign aid  0.000221 
  (0.0199) 
GDP Growth (%) = D, 0.00951* 0.00163 
 (0.00492) (0.00547) 
GDP Growth (%) -0.0146 0.00630 
 (0.0106) (0.0162) 
Foreign direct investment, net inflows (% of 
GDP) = D, 

-0.000917 -0.00130 

 (0.000613) (0.00183) 
Foreign direct investment, net inflows (% of 
GDP) 

0.00201 0.00700** 

 (0.00134) (0.00313) 
Services, etc., value added (% of GDP) = D, -0.00387 -0.00466 
 (0.0110) (0.0158) 
Services, etc., value added (% of GDP) -5.09e-05 0.00101 
 (0.0110) (0.0121) 
Level of Democracy (Freedom 
House/Imputed Polity) = D, 

0.0173 0.131 

 (0.0559) (0.0799) 
Level of Democracy (Freedom 
House/Imputed Polity) 

0.0608 0.0874** 

 (0.0588) (0.0397) 
log_UnitedStates -0.816***  
 (0.0771)  
Log of American foreign aid = D, -0.0170  
 (0.0206)  
Log of American foreign aid 0.0458*  
 (0.0272)  
Constant 6.722*** 2.563** 
 (1.438) (1.019) 
   
Observations 433 400 
R-squared 0.496 0.282 
Number of countries 101 87 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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