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1. Introduction - The complexity of development and the

importance of strateqy

Development and the question of what is needed for a society to progress, what
progress actually means and how it can be achieved, is a topic of interest for
academics, politicians and civil society alike and there are many contesting
viewpoints and different perspectives. Occurring challenges can be approached from
sociological, economical, political, historical, cultural, geographical or any other
academic background. We can study development from the perspective of
individuals, societies, environment, organizations, structures, or any other. That is
why studying international development means studying perspectives and there is no

implied ranking of importance or prioritization.

In this thesis, the central perspective is that of finance and in the broadest sense this
paper is concerned with development finance, specifically through the institution of
development banks. Development banks are a significant player when it comes to
providing funds that finance development and in the way they channel financial
resources to projects, start-ups or governments, they have a significant impact on
what kind of developmental undertaking gets realized and in what way. According to
estimations, there is a financing gap of 60-80 billion dollars in order to reach the
Millennium Development Goals (Martens 2008: 9f). Therefore, when it comes to
development, suitable financing is one significant resource, along with many others,
that contributes to the success and failure of projects that are being run and
programs carried out.

The key questions in the context of development finance are how and under which
conditions funds are being procured, and what these resources are utilized for.
Ultimately, development finance makes the claim to foster development of
underprivileged countries and that raises the question of how financial flows are able

to steer the process of development.



To examine these questions more closely, the example of Germany and the German
development bank, KfW Entwicklungsbank’, was picked, because it has a special
status of a national development bank that cooperates closely with the federal
government of Germany and is thus directly involved in implementing development
consensuses. There is a clear political mandate issued by the Ministry of Economic
Cooperation and Development (BMZ), which works with its own organizational
infrastructure to work on the goals of German Development Cooperation (DC).

The goal of this thesis is to find out, what kind of strategies are applied to achieve
what exactly. Any kind of organization follows a specific goal and serves a specific
purpose that it identifies in its surrounding. There is no shortage of developmental
goals and there is an abundance of research suggesting what works and what
doesn’t. In this complex environment, the need for clear strategies is high, and
therefore the key question is how prevalent consensuses for development are
translated into the strategies of KfW Entwicklungsbank.

By answering this question, this thesis hopes to critically reflect on how the practical
work of development banks is connected to development objectives at large and
what kind of leverage they have through their instruments and strategies. The focus
lies in the organizational perspective of development banks, since strategies reflect
how goals are connected with the desired outcomes and thus provide a framework
that steers the organization in the right way. That will raise the question how well-
established institutes like development banks fit in with the consensuses and

strategies of the 21% century.

For the structure of this paper this means that there are many different aspects that
need to be combined: First of all the perspective of the overall concepts of
development and finance, secondly the goals of development cooperation, and lastly
the organizational management aspect of an institution. In this introduction, the
primary objective is to discuss matters of definition, theory and methodology.
Following that:

Part | will deal with setting the context of development finance, by
understanding financial cooperation in the theoretical context of a New Political

Economy (chapter 2). Subsequently, a more applied introduction is provided, aimed

' KfW stands for ,Kreditanstalt fiir Wiederaufbau* as it was originally founded to manage the
funds from the Marshall Plan (cf. Chapter 8)



at introducing the different kinds of flows and instruments (chapter 3). The next step
is to look at the institution of development banks specifically; after all, their work is at
the center of interest here. Chapter 4 is concerned with how they work and what
specific role they play.

Part Il will set the basis for the practical analysis by focusing on two key
questions that are necessary to analyze the research question: The first question is
What are the current consensuses in development cooperation and how have they
come into being? (chapter 5). Secondly, how are goals achieved in organizations and
what is the role of strategy in public institutions? (chapter 6).

Part lll will move on to the practical example, analyzing goals and strategies in
the context of German development cooperation. Firstly, providing an overview over
German development cooperation and the way it is organized (chapter 7), and then
looking at the KfW as the German development bank in detail, analyzing its
strategies and ability to reach developmental goals (chapter 8).

Chapter 9 represents the overall conclusions.

1.1. Understanding key concepts

When it comes to finance in the context of development, we can define development
finance as the “sum of capital flows in a north-south context” (Jager/Kublbock 2011:
5, own translation). In other words, it comprises all kinds of flows that are somewhat
connected to objectives of development. The key questions that are raised with
regards to development finance are concerned with the different sources of capital,
different channels in which it is transferred and different actors that play a role.
Money itself only has a developmental impact once it is applied to finance a certain
project or policy, thus development finance is transformed with a definite purpose.
Distinctions in terms of sources are commonly made between flows that come from
public (or official) and private flows. However, as it will be shown later on, this
distinction is increasingly blurred and new forms of financing are being raised.

Looking at the usage of this money, this raises the question of what kind of
development is desirable and aimed for. There are many contesting views on what
development actually is. However, for the context of this thesis, it is useful to assume

certain key points:
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* development is a natural advancement of societies, whether locally, nationally
or globally

* this advancement is based on an individual or consensual understanding that
involves the betterment or improvement of current situations

* whatever this betterment or improvement constitutes depends on the specific
context and viewpoint of individuals - in that sense development is always
normative because it follows an understanding what the improvement should
entail (Graf 1996: 16f)

* additionally, the context is characterized through a complex interplay of

individuals, organizations, perspectives and decisions.

This can be viewed as a most basic description of what is meant by development. In
the context of Third World development, numerous perspectives have generated
different views on what development actually is, ranging from industrialization and
economic growth, to human empowerment and increase of individual choices
(Nederveen Pieterse 2001: 7) Chapter 5 will go more into detail regarding the
emergence of different paradigms and a discussion of what the current perspectives
are, on which the practical work of development agencies are based.

Regardless of what the current paradigms entails, there are plenty of investment
opportunities in this “North-South” context. As a result, the volume of flows is
considerably impressive. In 2009, Official Development Assistance (ODA) of OECD
member countries amounted to 127,7 billion Dollars (OECD 2011: 227). This amount
is hardly graspable and around all these flows an entire financial architecture is in
place to channel the funds to their recipients.

For developed countries, financial cooperation (FC) is a good business, as overall
more resources are transferred from the “South” to the “North”. In 2010, the net flows
from developing to developed countries amounted to $557 billion. This net loss for
developing countries has been steadily growing from less than $100 billion in 1998 to
$900 billion in 2008. In 2009, when the global financial and economic crisis hit
Western countries, it decreased again to around $600 billion, due to an overall
decrease in global trade. Since 2010, however, it is growing once again (UN WESP
2011: 70).

This is a somewhat ironic picture since development finance is supposed to foster

development in poorer countries, but there are several explanations: loans are being
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paid back with interest rates, profits are repatriated and developing countries invest
into foreign exchange reserves in order to be secured against all kinds of shocks (UN
WESP 2011: 69; Jager/Kublbock 2011: 10).

This clearly shows that development finance is actually a big business for developed
countries and one that yields potentially high return on investments. Yet, investments
in developing countries also bear a lot of risks, which is where specialized
intermediaries for development, or so called development banks come in. These
banks play a significant role in channeling funds to these countries and providing
loans to businesses and governments under circumstances that are not found on the
commercial market. In that way, development banks are part of an integrated system
that incorporates different players, interests, target groups and strategies. Through
the funding they provide, they are able to steer the development agenda according to
current consensuses or needs and have the function of enabling the recipients of
funds to carry out their development undertakings. Development banks are
intermediaries and in this context, their ability or inability to come up with strategies

that realize development objectives is the central theme of this thesis.

1.2. Theoretical baseline and methodology

1.2.1. Theories

At the end of his influential book on Development Theory, Jan Nederveen Pieterse
states that ,[tlhe diagnosis of complexity is often the endpoint of analysis or critique.
[...] The usual coda is to call for further research.“ (2001:159). It has already been
stated in the introduction that studying development is interdisciplinary in its nature
and this is why the idea of development efforts as part of an integrated system is put
as a baseline on which the discussions are built on.

As systems, we commonly understand something whole that consists of different
parts (Ulrich/Probst 1990: 27). If we look at development at large, we could argue
that the system of development is comprised of all kinds of different actors, like
NGOs, civil society groups, companies, development agencies, government
agencies and the like. Likewise, each of those actors in itself can be understood as a
separate system that consists of different departments, levels of hierachy and

individual staff.
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In their fascinating book ,Anleitung zum ganzheitlichen Denken und Handeln*
(,Guidance for thinking and acting in a comprehensibe way“) Ulrich/Probst explain
the idea like this:

“Die ganzheitliche Perspektive beruht auf dem Grundgedanken, dass die
Welt, in die wir hineingestellt sind, aus einer Vielzahl von vielfaltig
miteinander verknlUpften Ganzheiten oder Systemen besteht. [...] Mit dem
Begriff “System” heben wir den Tatbestand hervor, dass die meisten
‘Dinge” und Geschehnisse auf dieser Welt nicht etwas fur sich allein
Existierendes und Isolierbares sind, sondern dass sie mit vielen anderen
Dingen und Vorgangen verknupft sind. [...] Es ist daher ein Denken in
Zusammenhédngen, das ermdglicht, Dinge durch Einordnung in einen
Kontext, ein grosseres Ganzes, zu verstehen.

(1990:96)

For the purpose of this thesis, this contextual thinking is a given. The central idea is
that development objectives are transported through this entire system, from the
overall paradigm, to national policies, to implementation agencies and their partners.
By highlighting and trying to understand these inter- and intraconnections that are
taking place between and within different systems, we are able to understand how
organizations in the field of development finance deal with complexity.

Ulrich/Probst define complexity as ,the ability of a system to take on many different
conditions in a given timeframe (1990:58, own translation). When something is
complicated, on the other hand, it refers to the number of variables in that system,
but not their ability to change their state. Development Finance Institutions (DFIs)
deal with changing political requirements, changing conditions on capital markets and
of course also diverse realities of their partners/recipients in different regions of the
world.

Differently put, development banks connect the objectives of development, with the
implementation level, by channeling funds to projects and acting like a common
bank. This creates a system in which ideas are transformed into operations. In this
thesis, this system is looked at in a three-dimensional way that is reflected in the
structure: first there is the perspective of how development finance is theoretically
embedded in the concepts of a New Political Economy and how it is practically
applied through different institutes and instruments. Secondly two seemingly
unrelated questions that together form the basis for answering the resarch question,

are raised: What are current paradigms in development and how have they evolved
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over time? What does strategy mean and in what way do strategies help to reach set
objectives? Lastly, the previous findings are consolidated in a practical example.

This underlying framework of a system makes it necessary to bring together points of
views that commonly stand by themselves. However, it is exactly due to this

comprehensive approach that new connections can be made and views put together.

1.2.2. Methodology

Talking about methodology means talking about how knowledge that leads to the
conclusion is generated (Froschauer/Lueger 2009:23). In this case, the research
question is explored by drawing from primary and secondary sources of literature -
literature being understood as a broad body of written texts. For the first part, these
resources are used to establish the socio-political context in which the analysis is
embedded.

For the second part of the thesis, which goes into the analysis of the strategies of
KfW, primary sources provided by the BMZ and KfW are used to examine the
research question. These sources are mainly strategy papers, annual reports and
information brochures of the BMZ and KfW that were published by the institutions
themselves. The framework to analyze them will be drawn from different methods in
social sciences to deal with texts and documents. One central question that drives
the analysis is: ,Who communicates what to whom in which way and with which
intentions?“ (Noetzel et.al 2009: 327). Interpreting the what specifically will offer clues
on the strategy of the development banks and their specific course of action. The
basic assumption is that texts carry meaning and information that is anchored outside
the text itself (Kromrey 2009: 301). In this context, this meaning points towards the
strategies of the KfW, which can be filtered by interpreting and analyzing these texts.
Ultimately, this will provide insights into how the overall makeup of the bank
contributes to achieving developmental goals.

The analysis will comprise two different aspects: The first one deals with the
examination of the text as such. That is relevant in order to understand what kind of
text we are dealing with, discussing the different forms, purposes and target
audiences (Noetzel et. al 2009). The latter draws more on the actual content,

interpreting in a systematic way what is being said in those documents, or what the
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essence of the communication is. Systematic analysis in this case means having a
clear pattern of categories, according to which the content is being fragmented, in
order to disaggregate the content into indvidual units of meaning (Kuckartz 2009:
334ff). Since the objective of the thesis is to understand the strategies of the KfW,
that process allows for finding patterns in the decisions that are communicated by the
KfW, for example with regards to goals and objectives of financial cooperation.
Finding these patterns will, eventually, allow drawing conclusions on the strategies of
the KfW.

The reason for dealing with this kind of documents in this particular research is that
the published texts of BMZ and KfW are effectively their way of positioning
themselves and selling their approaches and strategies to an interested public. That
provides a standardized image of how the organizations want to be perceived in their
work. By creating cross-connections through the different texts, conclusions can be
drawn regarding the coherence of the contents and the red threads that connect

German financial cooperation.

1.2.3. Limitations of the methodology

Obviously, there are some limitations that incur when dealing with various
documents. One major disadvantage is the need to rely on published materials, not
having access to internal papers or draft papers that were rejected. Connected to
that is the inability to follow decision making processes that say something about how
decisions came into being (Noetzel et.al. 2009: 333). Focusing on published
documents also provides no insight into the internal processes within KW or BMZ.
Therefore it is impossible to take into account the internal communication or
hierarchy structures, since the available documents represent the external picture the
organizations want to project.

Thus, this thesis cannot make any claims with regards to the process of strategy
formation, which factors were weighed more heavily and what the motivation of
individual actors was. For that it would be inevitable to speak with managers of the
institutions and to be present at planning sessions. It merely deals with the finalized
product, trying to deconstruct from there what the underlying patterns are.

Another point is that, since the focus lies on the strategic work of development banks

and on how the strategies back-connect to objectives of development, there is no
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focus on evaluations and questions connected to the impact of financial cooperation.
Therefore, evaluations will only be an issue as part of strategic management.

Having these limitations in mind, allows for an even more focused look on what this
thesis aims at ultimately. As a first step, however, it is necessary to understand how
development finance is anchored in different economic theories and what role

finance plays in development.
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PART | — The context of development finance

2. The New Political Economy of Financial Cooperation

In the introduction it has been mentioned that questions of development necessarily
require an interdisciplinary approach. Individual social sciences fail at providing
answers for questions that regard society at large, but rather take specialized
perspectives. The idea of a political economy tries to interweave the realms of
political and economic models by showing how these separate systems complement
and require each other in creating wealthy and stable societies (Clark 1998: 18).
Development banks operate in between political agenda setting, economic
instruments and ultimately they aim to impact people. Thus financial flows for
development are an example of connecting different realms of disciplines, because
political officials or public managers take decisions for an organization that functions
like a commercial bank in many ways:

“[Hlier werden politische und nicht marktbezogene Entscheidungen der

Verteilung knapper Mittel getroffen. Entwicklungsfinanzierung ist in der

Perspektive der Geberlander ein offentliches Gut, deren Realisierung nur

Uber politische Entscheidungsprozesse bewerkstelligt werden kann” (Gréaf
1996:71f).

Political Economy as a discipline goes back into the 17" century and before when a
growing number of individual tradesmen and small enterprises emerged next to the
economic dominance of the church, which was prevalent in the middle ages, thus
shaping the path towards the first market economies. This “science of society” was
concerned with understanding how the interactions of markets and governments take
place and how different steering systems need to be designed in order to meet the
respective objectives (Clark 1998: 23). The complexity of the matter triggered a
specialization towards distinctive social sciences that focus specifically on
economical, political, cultural, psychological or philosophical perspectives. In the 20"
century, however, political economy has received new interest and experienced new
advancements in the form of a New Political Economy (NPE), which developed out of

classical economics.
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The key dimensions of a political economy are reflected in the notions of state,
economy and civil society (Bieling 2007: 14ff). In the case of development finance
issued by public agencies, the state acts as the initiator, allocating a budget to
financial cooperation and setting the focuses. The system of financial intermediation
as such is understood in the economic sphere. In development finance especially the
credit system that enables investments for the real economy plays an important role.
The third dimension of civil society is reflected in two ways in the context of
development finance. First of all, civil society in the donor country monitors the
actions of the state, thus influencing government decision with popular support (cf.
chapter 6.3.). On the other hand, development efforts are always undertaken in the
interest of the society in partner countries, thus making the people in developing

countries a crucial stakeholder.

For this chapter, the context of development finance in a theoretical understanding in
the context of NPE is the central theme. The core question is how capital has the
capacity to enable societies to progress and in turn which frameworks are necessary
for that. Before going into that, however, it is necessary to take a step back and look
at the evolution of financial theory and how it arrived at ideas that are linked to those

of a new political economy.

2.1. Capital Theory

Capital theory is rooted in the works of Adam Smith and classical economists. In
those views, capital is considered the key resource and the circuit looks as follows:
savings are transformed into investments, which raises the productivity of capital.
Productive capital in turn increases the productivity of labor, which leads to further
savings (Graf 1996:24). This triggers a virtuous circle as more savings are invested,
creating more output and enabling more savings again. The important factors are
savings and investment and the key processes are to transform savings into
investments and investments into productive labor. From this classical
understanding, savings are always a prerequisite for investment and the inability of a
country to grow is to be found a lack of savings.

The practical applications can be seen in modernization theories where a “savings

gap” was diagnosed in developing countries and the remedy was to provide large
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amounts of capital to push the investments further. In the 1950s, a lot of previously
colonized countries had gained independence and the Western world, notably the
US, picked up on the idea to help these countries out of poverty and support them in
becoming modern, industrialized societies. Western, capitalist countries served as
role models and poorer countries were to replicate their models, not least to stay
away from communism. Development was understood as growth and therefore the
objective was for countries to increase the overall output of a country and thus
increase the per-capita income. Ultimately, this rise of the overall economic output
would benefit the entire population as wealth would ,trickle down® to all classes of
population (Rapley 2002:16). Developing countries have a high supply of labor,
therefore, a big enough financial push would kick-start the economy and ultimately
grow in a self-sustaining way (Sagasti et.al 2005:1f). This mindset requires a big
enough amount of capital and it assumes a certain capability to plan development
processes, similarly to how war-torn Europe was re-built after WW II. All in all, there
was a strong idea of being able to steer the process of development, provided that
there is sufficient capital and accurate plans that would get a country to be

industrialized in a fairly short time.

It will be shown in development theories that the modernization paradigm was soon
found faulty, but also from an economic perspective, there are several counter
arguments: The first would be that developing countries do not have a quantitative
lack of capital, but rather a qualitative lack of capital, meaning that sufficient funds
would be there, but are not used in a way that would lead to development. Therefore
the question is rather how funds are used. Also, even the poorest of the poor have
the capability to save, the question is rather if they have the institutional environment
that allows them to save. For example, is it even worth saving or is inflation so high
that my assets will devalue over night, or do | even have access to a trustworthy
institute? (Graf 1996:25f). Graf (1996: 29) argues that when it comes to savings and
investment, what is inherently important is the kind of culture that has developed in a
certain country: the culture including attitudes and behaviors, rules, etc.

Another counter argument refers to the argument of prior saving: in Keynesian
understanding, investment plays once more an important role, however, rather than
savings alone, credit is the transformative factor. Credit can function as a bridge

between today’s investment and future profits (Zattler 1997:78). In Keynes’ General
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Theory of Accumulation he explains that accumulation is generated through
investment, which has the role to generate new purchasing power. Therefore,
excessive saving is considered harmful to the development of an economy and a
proper investment strategy of states and companies is the key to economic

development (Rapley 2002:9).

2.2. Theory of Finance

Capital theory does not take into consideration the processes through with which
capital is transformed into investment, leaving out completely the question of what
kind of actors steer that process. As a further development, the so-called Theory of
Finance, that gained popularity in the 1970s, emphasized the role of intermediation
as the crucial element in transforming funds (Zattler 1998: 19). In this view, banks
fulfill the important role to mediate between actors that wish to save and actors that
wish to invest. A financial intermediary, in other words a bank, has the potential to
enable investments and pool savings. From this perspective, the cause of
underdevelopment lies in the lack of a financial infrastructure that does not manage
to successfully mediate between savers and investors (Graf 1996:31ff). Hence the
logical remedy would be to invest in financial infrastructure and functioning
intermediaries. This highlights the need for a functioning financial sector in
developing countries. Indeed, this is also one of the cornerstones of the work of the
KfW: In 2011, 25% of commitments were aimed at developing the financial sector in
partner countries (KW 2012a: 60).

Viewed from the perspectives of Capital Theory and Theory of Finance, development
would be successful if deficiencies are identified, sufficient funds are procured and
ultimately these funds are channeled successfully to the target groups. In other
words, what is needed is enough capital and financial intermediaries that connect the
donors with the target audiences. However, this view neglects the details that define
how exactly these processes take place and additional factors that play a role in

defining how interactions take place (Graf 1996: 47).
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2.3. The New Political Economy of Financial Cooperation and

New Institutionalism

Political economy aims at taking political and economic perspectives into
consideration when it comes to deciding on how societies should be shaped. This
basic idea of interdisciplinarity is developed further in the ideas of a New Political
Economy that is primarily concerned with how these interactions take place in all
kinds of contexts.
In the context of development and development finance, we know that setting an
agenda for development and allocating financial resources to this agenda essentially
means taking a lot of decisions that in turn have different effects. NPE as a
theoretical framework raises the question of how decisions are taken in questions of
public interests and what factors are at play here (Kirsch 2004: 10).
According to that view, our behaviors and actions are not just shaped by the
structures we work and live in, but rather our individual incentives and motivations
shape the way interactions are carried out, thus influencing how organizations
behave and systems come together (Graf 1996: 48). In the context of financial
cooperation that means that the way development banks behave, is largely
dependent on what kind of incentive structures the acting individuals have.
The two basic assumptions of understanding political processes through neo-
economic approaches is the idea that individuals take the main decisions and that
these individuals act rationally, in the sense that he or she has specific reasons for
the choice that were weighed through the process of comparing alternatives (Kirsch
2004: 5). The first refers to the idea that the way systems behave is a result of the
individual behavior of people and the way they perceive, interpret and react to
situations. In other words, the way a company or organization is steered depends on
the individual decisions of the involved people. Secondly, these decisions are taken
with a certain “consistency”, based on the individual values and principles of people.
We do not act randomly, but there is some kind of pattern that allows to categorize
decisions and this pattern is reflected in our preferences - people generally take
decisions based on what they think is “good” for them. That does not mean that it is
good in an “objective” way, rather it is subject to the individual perspective that is
taken, depending on what is valued more highly (Kirsch 2004: 7). In that sense it
might well be rational to eat unhealthily and not work out, if comfort and convenience
are preferred.
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With this perspective, the notion of Smith’'s “invisible hand” becomes obsolete,
because exactly those processes that had been viewed as “invisible” are now the
main point of interest. As a consequence, if thought out consistently, there is no such

thing as the market, but rather individuals taking decisions that form a market.

New Institutionalism

These principles of political economy and the acknowledgment of complexity in
micro-interactions have found numerous applications. It has entered economic
theories through the development of institutionalist theories, or New Institutionalism
(NIE) that was shaped by scholars such as Douglas North and Ronald Coase. NIE is
an advancement of neo-classical views and it focuses on the incentive structures in
financial intermediation and identifies which institutions are in place.

It is based on the idea that institutions govern human interaction and agreements.
They are defined as “regularities in repetitive interactions among individuals” and
Hlijnstitutions arise and evolve because of the interaction of individuals® (North 1986:
231). Regularities refer to certain patterns in the interaction of individuals, which
allows us to make more accurate predictions and have the right expectations
regarding the behavior of other people (ibid.).

The underlying assumption when focusing on institutions is that the transactions and
exchanges between individuals or firms are not as simple as classical views suggest,
but rather these exchanges consist of costs and asymmetries in themselves. For
classical economics those details represent externalities and NIE grew out of that,
focusing specifically on what is termed inefficiency of markets or market failure.
These inefficiencies are constituted by information asymmetries, transaction costs
and result, for example, in the undersupply of public goods (Bates 1995:20ff)
Transaction costs refer to the kind of costs that occur with obtaining information,
negotiating, monitoring progress, enforcing contracts, in short, all those processes
that are part of coming to an agreement. Information asymmetries highlight the
impact that imperfect information has on the design of contracts (Bardhan
1989:1389). In the context of development finance, the aspect of how information is
distributed has a big influence on whether or not and under which circumstances
poor people and countries are able to gain access to money and under which

conditions.
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NIE tries to shed light on processes that previously had been ignored or unnoticed
and incorporates them into explanatory frameworks. Also, institutions lift the
distinctions between state and markets, as they are present in both. They are also
present in all kinds of non-market or non-state related interactions such as
communities creating their own systems to lend and borrow money (Bates 1995: 36).
Thus, it has contributed significantly to our current understanding of market dynamics
and a focus on incentive structures. Nevertheless there are also some notable points
of criticism.

One central critique is that institutions somehow provide an excuse for market
failures, but don’t actually react to them. As Bates (1995:39) puts it: ,To understand
is to pardon®. While the overall understanding might be useful, concrete courses of
action are not as prevalent. That makes practical implications hard since NIE has a
more explanatory value, rather than providing policy suggestions. One potential
policy recommendation would be to first quantify transaction costs as accurately as
possible, and then take a more informed decision when it comes to designing
contracts or deciding upon investments (Toye 1995: 58). But this is often unfeasible
as transaction costs are hard to calculate because they are tightly connected with
other costs of delivering a service, for example the costs of production (Zattler
1997:52).

Another critical point is that it is difficult to isolate institutions and grasp them as
something independent, since there is no clean slate in which no institutions are in
place (Bates 1995:46).

Herein lies another point of critique: by focusing too much on the efficiency of how
contracts are set up and what hampers this efficiency, there is a lack of focus on
political processes and power relations. In other words, the micro-perspective of the
individual is overemphasized, and macro-connections are neglected (Zattler 1998:
22). As economic theories have moved more to a micro level, NIE explains very
detailed the correlation of factors that potentially have a bigger influence on the
outcome. Neo-institutional thinking somehow focuses on the bits and pieces of things

that govern interaction, which in turn puts together the big puzzle of a macro context.

In the context of development cooperation and specifically FC, there are two central
topics that are raised by NIE that are crucial for understanding how development

banks are able to implement development objectives in their work. The first one
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refers to the incentive structures that are in place when lending money to
beneficiaries in developing countries. The main questions that will become relevant in
Part Il of this thesis are what kind of incentives are in place when development
banks take decisions on loan applications or which factors shape the behavior with
regards to lending decisions?

The second topic is raised by the Principal-Agent-Theory, a specification of
information asymmetries that are brought up by NIE. The concept of principals and
agents refers to a relationship between two actors in which one party, the principal,
mandates another party, the agent, with a certain undertaking. Thus a contract is
created between the parties in which the principal commissions the agent to carry out
a certain activity (Macho-Stadler/Pérez-Castrillo 2005: 4). In FC it is the
governmental entity that assigns the operative work of carrying out the activity of FC
to an implementation agency. There are several issues related to this as the agent
typically has more information about the operative work, making it difficult for the

principal to control and steer the actions of the agent.

Summing up, it has been shown that finance plays a crucial role in development, but
this process of transforming financial resources into long-lasting impact constitutes a
complicated undertaking. First of all, because there are many stakeholders involved
and decisions are typically taken by political entities. Secondly, the process of
transformation depends to a large extent on the different players, development banks
that are in place and the institutional arrangements they work with. The next chapter
focuses more in detail on the flows that are channeled through development banks,

adding a more applied perspective to the theoretical inputs above.
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3. Financial Flows and Development Finance Instruments

It has already been mentioned that Development Finance addresses all kinds of
financial flows that occur between developing and developed countries. The term
“financial flows” subsumes a number of different instruments, most importantly
grants, loans, and different kinds of investments. As a fact, more money flows out of
developing countries than to developing countries since loans are always connected
to interest payments and investments are connected with returns.

Financial flows operate based on the assumption that they are able to affect
something, whether through the investment they enable or through the returns that
are brought to the issuer. They have an effect on the real economy of both donor and
recipient countries, on macroeconomic capital balances and ultimately on the
livelihood of people that are influenced. This creates a considerable complexity in the
field that is characterized by interdependencies and mutual reactions. Also, decisions
are taken by different actors in both the public and private arena, including
governments, businesses and any kind of implementation partners.

As a rough classification, distinctions are commonly made between the sources of
flows, differentiating between public (or official) flows and private flows. In the course
of history, their composition changed: Sagasti et.al. (1995:9f) identify four distinct
phases: At the beginning (1950-1972), the prevalent source were official flows, with
private direct investment stagnating. The second phase (1973-1981) experienced an
upsurge of private flows and after that (1982-1991), private flows plummeted,
causing a global recession and resulting in the debt crisis. From 1992 on, private
flows took off again, while official flows hit a low at the end of the 1990s. Since then,
a lot of new ideas were brought forward and this classical distinction is becoming

more obsolete.
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3.1. Sources of Development Financing

Private Flows

Private development financing sums up different forms originating from privately held
enterprises or funds. Nowadays, there is an abundance of capital coming from
private savings, pension funds or corporate profits in search for lucrative investment
opportunities. Developing countries yield ample opportunities for investment and
taking into consideration the role of capital markets to efficiently allocate resources, it
should actually be logical that money automatically flows to developing countries
(Ocampo et.al. 2007: 17). As a result, the theory portrays a “win-win” situation in
which developing countries attract the necessary funds and investors from the North
get high returns (Addison et.al. 2008:3). However, in reality, private flows tend to be
highly volatile because “finance deals with future outcomes that cannot be forecast
with certainty; therefore, opinions and expectations about the future rather than
factual information dominate financial market decisions” (Ocampo et.al. 2007: 18).
That is why investors rely on each other’'s behavior for information, which causes
herding behavior that leads to self-fulfilling prophecies. The boom and bust cycles
that generate out of that have caused financial crises in various emerging economies
(cf. Kiiblbock/Staritz 2008).

Also, Foreign Direct Investments (FDIs) tend to concentrate on few middle-income
countries that are considered more stable and actually do not flow into Least
Developed Countries (LDCs) (Ocampo et.al. 2007: 26).

Overall, the volume of private flows has seen a significant upwards trend in the last
30 years, with a projected reach of $602.8 billion in 2011, after some downturn during
the economic crisis in 2008 (UN WESP 2011:72). This has been sped up by global
trends of market liberalization and privatization in both developed and developing
countries (Akyuz/Cornford 1999: 8).

Looking at the advantages of private flows, they are usually considered to be transfer
of know-how and technologies, as well as the creation of jobs and the rise in
productivity (UN: Monterrey Consensus 2003: 9).

However, private flows are frequently considered problematic in the context for
development. First of all, while they may increase the economic output of
development countries, their impact on social development and poverty alleviation is

considered questionable.
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Public Flows

Official Development Assistance (ODA) is capital that is allocated to development
needs by the public budget, meaning government sources. With regards to ODA, its
history can be summed up very shortly as always striving for more, never getting
there. Already in the 1950s the goal was set for 1% of GDP to be allocated to
supporting developing countries and 0.7% of GDP were to be ODA. Globally, higher
levels of aid have been recorded in the early 1960s of up to 0.53% of the aggregated
GDP and then declined in the following decades down to a historic low of 0.21% in
the late 1990s, early 2000s (Ocampo et.al 2007: 66).

Conventional instruments are grants and both concessional and non-concessional
loans from bilateral and multilateral aid organizations (Rao, P.K. 2003: 98).
Concessional loans are loans that are offered at better conditions than actual market
interest rates and are thus cheaper for developing countries. In terms of deciding
whether loans or grants are to be preferred, the discussion usually comes to the
conclusion that a combination of both is necessary, as they are complementing each
other. Too many grants can give wrong incentives to countries to seek rents and
loans at the wrong time and can prompt countries to accumulate a lot of debt
(Botchwey 2003: 135). Collier (2006: 478) suggests a combination in which grants
are provided at the beginning and later on they are complemented by loans, but
loans and grants should start declining at the same time with loans ending a bit later.
This way countries’ capacities to absorb grants would not be overstretched and they
would continue to be challenged to repay loans from an early stage on. In general,
both grants and loans are commonly channeled through national and multinational
development banks, which is why ODA is discussed here in a bit more detail.

Overall, the reasoning behind ODA follows different strands: Zattler (1998:87f)
identifies three standpoints that are based on different interests. The first standpoint
refers to the goal of supporting a better world taking into account social, economic or
ecological considerations. From this perspective, development is considered a
“‘public good” that is not provided by market forces as such, but which has to be
worked on. The underlying logic refers to the moral responsibility of rich countries to

contribute something to the betterment of the poor. The second group understands
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financing development as a (long-term) investment into the export business of the
respective donor as well as satisfying a growing demand in natural resources. The
third perspective refers to very individual benefits of donors and personal interests. In
practical terms, it is difficult to make a distinction between these perspectives, as

interests are usually interwoven and multilayered.

In the context of ODA, various international agreements have tried to stabilize aid
flows and created an international arena for discussing development finance.

In 2002 in Monterrey, Mexico, heads of states gathered at the first conference
dedicated solely to the question of development finance. It concluded with the
Monterrey Consensus?, highlighting the different sources to raise funds (official
financing, private financing, debt relief, trade), but stayed short of big innovations.
However the consensus triggered new commitments, which caused aid levels to rise
again in the first decade of the millennium, mainly due to emergency and debt relief
(Ocampo et.al. 2007:67ff). Here lies the first criticism that is brought up against ODA,
namely its composition, which also involves emergency relief, debt relief,
administration costs and all kinds of budgetary items that do not directly impact the
poor. Especially in times of war or after natural catastrophes a lot of capital is
mobilized as short-term emergency relief that is then calculated as part of ODA,
although it has virtually no long-term benefit for the social development of the
country.

In the Monterrey Consensus, ODA is described as playing an “essential role as a
complement to other sources of financing for development® (United Nations 2003:
14). Taking into consideration that heads of government crafted the consensus, it
already indicates that commitments depend largely on the political willingness and it

seems that the focus has shifted slightly towards favoring private sources of aid, as

2 The Monterrey Conference had a follow up in 2008 in Doha, Qatar. The DOHA declaration
on Financing for Development was supposed to follow-up on the commitments and
outcomes of the conference in Monterrey. However, the timing was considerably unfavorable
as it coincided with the election of Barack Obama as US president and the outbreak of the
economic crisis in the USA. Hence it was not considered top priority and many heads of
states remained absent (Obrovsky 2009:5). In terms of content, the conference brought
forward the same conclusions as the Monterrey Consensus and can be understood as a
reaffirmation of the directions that were set before, especially the emphasis that is put on
private capital (United Nations 2009).
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Western countries face budget cuts and austerity measures. Political agendas of
donor countries are thus the reason for unsteady levels of aid. Also historically it can
be seen that declines in aid disbursements were always political: after the fall of the
Soviet Union, the US for example cut aid drastically because of the need to gain
influence in the block free states had diminished (Burnell 2008:25).

ODA does not just attract criticism because of the volume (or the lack thereof), but
quite generally with regards to its usefulness. Sagasti et.al. (1995:23) identify three
different groups of critics: those who completely oppose aid and consider it
detrimental, those who appreciate its benefits in theory, but feel like its application is
inefficient and those who consider it appropriate only in certain circumstances, for
example for least developed countries or public goods provision.

In general, there is a big controversy regarding the effectiveness of aid, going as far
as calling for a radical eradication of all aid (cf. Moyo 2009). The World Bank states
that aid is only as effective as governance and local policies in recipient countries,
emphasizing the responsibility of recipient countries (Ocampo et.al. 2007:77). On an
international level, aid effectiveness was the main topic that led to the Paris
Declaration on Aid Effectiveness in 2005. As an output, the signing countries decided
on five criteria that should guide the implementation of projects as general principles
(OECD 2005: 3ff). Donors and partners alike would commit to:

Principle Description

Ownership The recipient country should be the main driver behind the
development agenda for their countries. It is up to them to

decide on strategies and agenda-setting

Alignment Donor countries need to follow the leadership of partner

countries as described above

Harmonization Donors need to coordinate their approaches and use

common instruments like program based approaches®

® Program-based approaches are broader and more comprehensive in their objectives than
individual projects as they are based on an entire concept for a specific sector or area. This
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Managing for Results | All actors commit to an effective use of resources

Mutual Accountability | Donors and partner countries feel equally accountable for

the results of their programs

Table 1: Principles of the Paris Declaration on Aid Effectiveness: OECD (2005).

Around 100 donor and recipient countries, multilateral organization and civil society
organizations signed this declaration. In essence, it says that aid would be more
efficient if all actors adhere to these standards that try to strengthen the role of
partner countries. Incorporating these standards in national aid programs also means
aligning the individual strategies and processes within implementation agencies to
these principles. However, despite these efforts to stabilize aid volumes and make
them more effective, continuous criticism triggers discussions on new sources of

development finance in the international arena.

3.2. Recent developments and innovative sources of financing

The discussion on private versus public funds seems fairly outdated as it mostly
comes to the same conclusion that both have their advantages and flaws. Recent
innovations of development finance are becoming more and more relevant, setting
the trend towards an amalgamation of traditional sources and thus creating new
instruments.

There are two key trends that have shaped developing financing in its more recent
developments: a growing internationalization and a blurring between public and
private financing (Kaul/Conceicao 2006: 4ff). New financing mechanisms are a
combination of private and public actors. Also, internationalization is an evidence for
the growing realization that the problems of the world can only be solved in a global
effort with new mechanisms and instruments. Additionally, financial markets are
considered the most globalized of all economic sectors worldwide, owing to
consistent liberalizations in the last twenty years (Bieling 2007: 144). In that, the role

of national governments has changed and they are no longer the direct providers of

gives recipient countries more autonomy and ownership, provided that funds are coordinated
and do not flood budgets unnecessarily (Klingebiel/Leiderer/Schmidt 2005).
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many public goods and social services through development aid. Rather, their role
lies in “making sure that the needed money flows to the desired purposes”, making
use of new partnerships and actors (Conceicao et.al. 2006: 284). As a consequence,
governments invest less directly, but regulate more, have less direct ownership, but
form more partnerships with private actors (Kaul/Conceicao 2006: 8). This is not the
place to reflect on this critically and weigh the pro and cons of those developments,
raising the question of whether or not this is desirable. Rather it represents a more
pragmatic approach, accepting this development as a given reality and being aware
of the potentials and challenges that come with it.

New potentials are, for example, the incorporation of financial markets in raising
finance for development, issuing governments debt securities for the purpose of
raising ODA and thus leveraging on the governments’ borrowing potential to provide
funds. Another way is for governments to provide guarantees for private actors that
finance public goods, thus providing them with incentives to invest in social purposes.
(Conceicao et.al. 2006: 285ff). All these mechanisms have in common that they are
some hybrid form of financing, combining different actors and sources.

Also, there are some ideas for completely new sources: the most publicly discussed
idea regards global tax schemes on financial transactions or fuels, which together
could generate up to US $78 billion per year, depending on its design
(Addison/Mavrotas 2008:11). The World Economic and Situation and Prospect report
of the UN in 2011 calls financial transaction tax as being “under consideration” (UN
2011: 97) which mostly means that feasibility, impact and implementation studies are
under way.

While tax schemes are concerned with the question of how more capital could be
raised, other ideas try to counter certain problems that developing countries face, for
example the cyclical vulnerability. One proposal would be to issue bonds that are
indexed to the country’s GDP rate. That would mean that countries would pay
interest rate according to their growth rate, which would allow the country to stabilize
interest payments. If growth is slow, the country will not be burdened additionally with
high interest. That would also offer more security for investors. Some countries have
already experimented with indexed bonds, but so far they cannot be considered a

mainstream instrument (see Griffith-dJones/Krishnan 2009: 79ff for examples).
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Other innovative sources include ideas of generating capital through a global lottery,
and developed countries transcribing their Special Drawing Rights® (SDR) to
developing countries. (Addison/Mavrotas 2008: 11f)

Many of those so-called Innovative sources are more of a projection of what could be
possible under the condition that the community of states shows willingness and
proactivity. However, this kind of concerted action is the key to their realization.
Innovative sources are mostly a collection of ideas that are being examined for the
future, so for now it will still take years until they are pronounced enough for

implementation.

With these new instruments under way, new actors have also come up, adding to the
established Bretton Woods institutions and well-established development banks.
Especially since the middle of the 1990s, numerous financing mechanisms have
been created to directly address some of the challenges we face. These mechanisms
are specialized funds that are fed either by private donors (foundations like the Bill
and Melinda Gates - Foundation) or a combination of public and private resources.
Some of these funds are very target bound, making a specialized effort possible, like
the Malaria Vaccine Initiative (established 1999) or the International AIDS Vaccine
Initiative (established 1996). These financing mechanisms have different
organizational make-ups, often functioning as non-profit organizations, investment
funds or foundations with their own structures and statutes (Conceicao 2006: 269ff).
It is not the objective of this paper to examine the future developments and

innovations in development finance. However, there are a few points to highlight:

* Mixed forms of financing, combining public and private actors have become
the norm, not the exception. This is also true for the context of development
banks. It will be shown in the instruments of the KfW that their flows are not

purely public.

* Special Drawing Rights (SDR) are an international reserve asset and they were issued in
the 1960s by the IMF to support the stabilization of the Bretton Woods System. The idea is to
provide countries with complementary reserves that would lower the risk of reserve
shortages and currency collapses. The value of SDRs is tied to a basket of different
currencies and they were allocated to IMF member countries. The idea in the context of
development would be that holders of SDRs could make their SDRs available for developing
countries.
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* |t seems that the discussion private vs. official flows has become rather
obsolete, first of all because of the hybrid forms and secondly, because it
seems that the underlying key question is how capital is transformed into
something that lasts. The absolutely crucial element is the kind of frameworks
and institutional arrangements through which financial flows are channeled
and how they are used. (Rao, P.K 2003:22)

* There are various financing mechanisms that have come up and fulfill a very
specialized mandate next to traditional development banks. One key
difference lies in the fact that they have very specific goals. This is not true for
private flows that primarily follow the goals of the investing enterprise and are
thus criticized for a lack of impact, nor for official flows that often have very

vague definitions of goals.

Bearing these trends in mind, especially the point that was made about an increased
combination of public and private flows is relevant when looking at the KfW. In fact,
KfW Entwicklungsbank receives budget flows (public) that are directed mostly
towards LDCs, and at the same time it also raises money on financial markets that
cannot be considered purely public (cf. chapter 8). When it comes to above
mentioned innovative instruments and new ideas, the KfW cannot be considered a
main driver, mainly because new financing initiatives or the agreement on new
instruments are always political decisions that are not driven directly by development
banks. The role of development banks specifically and their scope of operations will

be discussed in the next chapter.
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4. Understanding Development Banks

4.1. The financial architecture

The modernization paradigm following the ideas of Capital Theory was consolidated
with the inauguration of the Bretton Woods system: The idea that three main
organizations and agreements, the IMF, the International Bank for Reconstruction
and Development (later the World Bank) and the GATT, could take over the task of
stabilizing and strengthening the world economy as a whole, supports the idea that
states need but the right instruments to lead their economies into prosperity and
stability (Rapley 2002: 5ff). The GATT was to lower trade barriers gradually, the IMF
should support countries facing deficits in the short run and the World Bank was to
invest in weak economies to help them in their transition (Rapley 2002:5f). The view
back then was that what is needed additionally to capital, is a way of channeling that
capital to where it is needed and to spread the expertise on a financial architecture
(Boskey 1964: 4). This reflects the findings of Capital Theory and Theory of Findings
that have been discussed before.

Over time, the purpose of these institutions has changed significantly. The IMF
started to focus on countries in crisis, becoming a last resort lender and thus gaining
considerable influence and power over its beneficiaries. The World Bank focused
increasingly on development issues, once the reconstruction responsibilities were no
longer needed. (Akyuz 2006:492ff)

Today, the organizational system behind development finance is considerably larger
and more complex. In the wake of World War Il, there has been an upsurge of
regional development banks being founded that took over the responsibility to speed
up the economic development of emerging countries and functioned as an
intermediary that transfers skills and knowledge to developing countries (Boskey
1964:3).

Many of these regional banks, like the Asian Development Bank or the African
Development Bank, were created to provide an alternative to the World Bank and

specifically address the needs of a certain region. However, many development
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banks still performed the same functions and services, but the idea of an own
development bank also sparks a certain sense of unity and common understanding
(White 1970: 19).
All in all, there are numerous actors present in the field of development finance that
fulfill different roles and ideally complement each other: There are
* Multilateral agencies — like the World Bank or IMF
* Regional development banks — for example the Asian Development Bank,
African Development Bank or the Inter-American Bank that focus on specific
regions in order to pool expertise and experience
* Bilateral agencies — like the KfW in this example that are mostly the
implementation agencies of donors that operate on behalf of national
development programs as designed by the respective government
* National development banks — like the OeEB in Austria or the DEG in
Germany that focus on private sector development and invest primarily in
SMEs

While the IMF and the World Bank are still important and powerful players in the
development finance architecture, additionally, 20+ regional and sub-regional
development banks, and around 40+ bilateral agencies, UN organizations, etc. make
up the institutional maze of the development complex (Sagasti et.al. 1995:9). New
institutes were usually created in response to a specific need, for example regional
development banks constituted an alternative to the World Bank (White 1970: 6).
Similarly, the emergence of national development banks is owed mostly to the
growing focus of the private sector in development and the need for targeted
financing options for small and medium enterprises in developing countries. This
development can be seen as a reflection of the current paradigm that puts a lot of
emphasis the role of the private sector in developmental efforts and claims that the
private sector has the capacity to trigger a positive spiral through generating
economic growth, improving employment rates and increasing tax revenue for

governments (Dalberg 2009: 28).

This division shows that the term development bank is more of an umbrella term as it
subsumes all kinds of different institutes. These differences are not only reflected in

different focuses and fields of activity, but also with regards to the ownership and
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capital structure (publicly or privately owned), target group (private enterprises,
government projects; sector), and instruments (equity, loans, technical assistance)
(Boskey 1964: 5f). However, for this discussion the term development bank is kept,
knowing that there is no such thing as the development bank.

Parallel to these structural differences, there are also differences in the incentive
structure of the firms and the respective refinancing mechanisms. The same is true
for the mandates those banks have, as it has changed according to the respective
developmental paradigm. In the time of modernization and industrialization,
development banks were to finance large-scale investment projects; their sole
purpose was to provide long-term financing for these kinds of projects. The role of
development banks was to channel loans from the World Bank to the respective
recipients. Hence, they were the main agents of the Big Push mentality, causing a
rapid increase in the number of institutes created (Hehl 1973:36). As we have seen in
capital theory, large sums of savings are transformed into investments and
development banks were the players to provide that. In the times of targeted
development finance (cf. chapter 5), the strategy of banks moved more towards
financing small- and medium sized enterprises that were neglected by commercial
banks. Obviously, this constitutes a stark shift that has been forced upon the banks
without significant changes in the constitutional makeup of banks:

,vor dem Hintergrund der heute vorliegenden Ergebnisse kann gesagt
werden, dald der Grundbedirnissansatz und die daraus resultierende

Konzentration auf klein und mittelgroRe Betriebe unreflektiert auf die
Entwicklungsbankenkonzeption aufgepropft worden ist* (Graf 1996: 42).

This demonstrates a certain overlapping between the different roles a bank can play
and shows how development banks have always been instruments of whatever

current paradigm there was.

4.2. The role of a bank

In the second chapter, the importance of intermediaries in finance has already been
highlighted in the Theory of Finance. As a result, the financial sector has developed
into an own industry that is supposed to tackle various tasks and roles.

Financial systems enable a functioning of the economy by “agglomerating capital

from many smaller savers, allocating capital to the most important uses, and
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monitoring to ensure that it is being used well. At the same time, the financial system
transfers, pools, and reduces risk, increases liquidity, and conveys information.”
(Stiglitz 1998: 1 italics in the original). The first part of this definition refers to the
classical loan business. Banks mobilize savings, whether they come from private
savers or government funds and provide them in the form of loans, channeling them
to entrepreneurs, investors, etc. There are several arguments why banks are better
equipped to do that: First of all, a centralized organization allows to lower transaction
costs that come up with monitoring, transferring and allocating money. Secondly,
banks are in a better position to gather information about lenders and borrowers, thus
balancing asymmetries and the high costs that are related to information search for
individuals (Zatter 1997:58). Thirdly, because of the volume of transactions, banks
are in a better position to deal with risk, for example the risk of credit defaults or
moral hazard. Lastly, banks also take on the responsibility to facilitate the
communication between clients, thus advising and consulting parties in their financial
decisions and maintaining the kind of infrastructure that allows this (Graf 1996:43).
These kind of advisory functions have steadily increased and are nowadays a fixed

part in the product portfolio of banks.

4.3. Specific role of development banks

These functions described above point to the bank as a mediating entity that has little
or no power to steer the process of what funds are used for. It is mostly facilitating
the process, aiming for an efficient functioning of credit markets. Looking at a credit
market from a supply and demand perspective, a higher demand makes it more
expensive to borrow money. This is understood as credit rationing and is further
intensified by the problem of adverse selection, a problem of information asymmetry
as outlined in 2.3., which describes the case that since lenders that are more
untrustworthy are willing to take bigger risks and pay more for their loans, they will
ultimately squeeze out lenders that might have a better record, but are not willing to
take so much risk (Zattler 1997: 52). This is a well-known institutional characteristic
of credit markets that has a lot of implications for poor countries. Despite the fact that
developing countries have a high demand for capital, the possibilities for them to

borrow money are slim. For poorer people it is more difficult to gain access to credit
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and also states need to succumb to unfavorable interest rates. In that sense,
development banks fulfill the role to fill this gap. They respond to a market failure,
since the credit market fails to allocate money to poorer borrowers (Yaron 1992:3).
Therefore, they make sure that organizations that are worth financing, but would not
get credit from the conventional banking sector, get loans. In this understanding,
development banks correct this market failure.

At the same time they take a more active role by following a specific mandate, based
on which they provide loans. As a consequence, the objective of the bank is not just
to balance market failures, but is one that is subject to a super-ordinate social goal. A

general definition could be:

~-Entwicklungsbanken sind Instrument zur Verfolgung nationaler und
internationaler  Entwicklungsziele. Sie bieten  bankwirtschaftliche
Leistungen an, die von vorhanden Geschaftsbanken nicht erbracht
werden, aber aus Ubergeordneten Entwicklungszielen erbracht werden
sollen [...] Als Banken mit gesamtwirtschaftlicher Zielsetzung arbeiteten
diese weder zins- noch sicherheitsorientiert, sondern letztlich
zplandeterminiert und im Rahmen von Programmen®

(Graf 1996:21)

This definition shows that not only the objective is different to that of conventional
banks, but also the way of working. Development banks base their loan decisions not
on collaterals of borrowers, but on a certain plan or strategy that is focused on a

development need. Those needs are manifold and differ from region to region:

»Einmal tragen sie zur realwirtschaftlichen, hier industriellen Entwicklung
bei, zum anderen zeigt ihr Engagement Auswirkungen auf die finanzielle
Infrastruktur, die eine bedeutsame Entwicklungsfunktion zu erfullen hat.”
(Hehl 1973: 27).

While development banks correct the market failure of credit allocation and at
the same time are expected to follow social goals, they are also understood like
conventional institutes, which means that they need to be economic as well: ,a
certain profitability on the one hand and servicing certain target groups on the other

hand [is expected of them].“ (Zattler 1997:225, own translation).
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However, these high expectations frequently resulted in disappointment in their
results, because on one or another level they were not able to meet the expectations.
In the course of history it has been shown that institutes do not get closed down or
merged if they show deficiencies, rather new ones are founded. Also, there is no real
mechanism or authority that would steer the entire complex into a certain direction,
which results in a diversity of objectives and instruments, as well as a growing
number of banks (Sagasti et.al. 1995:4).

The main point of criticism is that development banks are inefficient in reaching the
target group and that their institutional set up is not conducive to achieving
developmental goals (Graf 1996: 102ff). In other views, development banks fulfill an
important purpose by channeling funds to those in need and they are thus an ,ideal
partner” for development agencies, provided that certain frameworks are set properly
(Zattler 1997:234). The general tenor is that development banks could be a useful
agent, as long as certain frameworks are in place. That triggers the question of what

would be necessary for development banks to perform.

4.4. Critical performance factors

The performance of development banks is tightly connected to the institutional set-up
of the banks. Zattler (1997: 151ff) defines four central factors that contribute to the
success of the organization:
.lhr Potential, finanzielle Anspriche zu transformieren (1) und
Skalenertrage zu erwirtschaften (2) sowie die Kompatibilitat ihrer

Unternehmensverfassung (3) und der von ihr angewandten
Finanztechnologien (4) mit den Zielen der Organisation®.

In other words, what matters is the efficiency of the organization, its goals and
strategies and its structure. Transformation refers to how deposits are transferred
into loans. How high is the overall volume of capital, how large are deposits
compared to payouts, what is their relation and, ultimately, how high are the
transaction costs that result out of this transformation.

In order for any bank to be cost-effective, credit defaults need to be low and interest
revenue needs to be high. Interest that is paid for re-financing needs to be low as

well. In relation to the volume of a loan, fixed costs are lower for bigger loans and
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therefore there is a clear incentive for loans that are higher in volume (Graf 1996:
148ff). Taking into consideration the diverse goals of development banks, this can
lead to an obvious conflict of interest, between providing loans that reach the target
audience and tackle development objectives, but are unfavorable for the cost
structure of the bank.

These operative ambiguities are not the only challenges. Also when a development
bank is established, there are several key decisions that potentially have a strong
impact on the results.

The most crucial ones are the decision on the ownership structure (public or private,
where does the money come from?), the financial endowment (debt or equity), the
internal structure and decision-making power (relationship between board and
management) (Boskey 1964: 22ff). There are several pitfalls in these questions that
already indicate systemic challenges that development banks face as these
decisions create incentives for people working in and for the bank to take decisions
and thus steer the work of the bank. For example, capital is usually provided by the
state, which makes the state the sole owner of the bank. This brings along efficiency
related issues that public enterprises are faced with as there is a possibility to get
refinanced from the state.

The key question is how different interests can be balanced and how tools can be
developed that avoid an instrumentalisation for specific purpose. For Zattler (1997:
229f) what matters is a clear division of responsibilities in the organizational
structure, where the board is taking strategic decisions and the management focuses
on the operative business. At the same time, there should be budget restrictions with
regards to how many financial resources are allocated to the bank so that it does not
become a bottomless pit in which tax money is pumped.

In summary, the way in which basic decisions in the set-up of development banks are
taken, decides on whether or not the institute is sustainable in the long run. The
institutions that govern the behavior of the management and its staff are crucial when

it comes to the question if a development bank actually achieves its goal or not.
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PART Il — Goals and Strategies: From the global paradigm

to the implementation in an organization

5. The Political Economy of Development Paradigms

The rationale behind financial flows that foster development and the way they are
channeled through development banks have been discussed in Part |. Examining the
research question of how these banks are able to operationalize development
objectives in their strategies requires a close look at what these paradigms actually
are and how goals of development can be put into a framework that is actually
followed through by an organization. This chapter will first provide an overview over
how the meaning and goals of development have changed over time and then
discuss what can be considered a consensus that currently underpins the work of

development agencies.

5.1. Historic overview

Development theories have been developed in different periods and depending on
the respective paradigm, they have paved the way for different courses of action and
policy prescriptions.

Starting in the 1950s/60s, when the capitalist and communist blocks emerged,
Western allies looked to expand their spheres of influence to formerly colonized
countries or those that were still struggling for independence. The idea was to push
for rapid modernization based on the models of Western, capitalist democracies.
According to that view, these countries would need to go through several stages until
they would reach Western-like industrialization. This was to be achieved with big
financial investments as laid out in Capital Theory (cf. chapter 2.1.) that would kick-
start the local economy. Western donors would provide large sums of capital as an
initial “Big Push” that would support the economic output of the developing country.
Thus, the main goal was economic growth that would serve as an indicator for the
degree of modernization of the entire society and the key resource was the amount

of capital.
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Since the focus on financial investment and growth did not yield results, the notion
that development also depends on other factors became popular. Thus, in the 1960s
and 70s the focus shifted to those other factors, such as productivity, technology,
level of education, etc. (Sagasti et.al. 1995: 2). In terms of financing, these views
were reflected in a so called “targeted development finance” (Zattler 1997:68, own
translation). The idea was to pool financing efforts towards specific target groups,
and away from the emphasis on the overall economic output and growth as such.
This approach of targeted financing was reflected in the World Bank’s strategy to
focus on “basic needs” and make poverty reduction the main aim of development
efforts. The strategy was introduced in the late 1970s and early 80s and constituted a
stark ideational difference to Neoliberalism that developed roughly at the same time.
Focusing on basic needs such as food, housing or health can be considered an
advancement of growth strategy, as it developed out of the realization that growth
alone had not improved the lives of people in the majority of developing countries.
“The evolution, from growth as the principal performance criterion [...] to basic needs
is an evolution from abstract to concrete objectives, from a preoccupation with means
to a renewed awareness of ends [...].” (Streeten/Burki 1978: 412).

However, the core idea that the key factor is missing capital was the same. Targeted
development finance, however, focuses more on the channeling of funds and directs
it more immediately towards specific target groups instead of relying on a trickling

down of the benefits of economic growth to all population groups.

The second big stream of development theories, Dependency Theories, did not bring
much change when it comes to the role of finance in development, but rather put
forward a new approach in understanding the causes of underdevelopment and thus
prescribing a different set of actions. The shift is that while Modernization Theory
assumes the reasons for underdevelopment in the country internally, whether it is
lack of savings, policies or governance, Dependency Theories see the reason
externally in the global trade structures and structural dependency (Menzel 1992:
18). Dependency theories were the first set of theories that did not originate from the
North, but were phrased in the countries of the South, most notably in Latin America.
It states that
“Unterentwicklung ist [...] keine historische Phase, die gegenwartige

Entwicklungslander auf dem Weg zur Entwicklung durchschreiten [...] .
Entwicklung und Unterentwicklung sind vielmehr simultane Prozesse — sie
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sind die zwei Gesichter der historischen Entwicklung des Kapitalismus”
(Kolland 2004: 95)

In other words, developing countries are made dependent on the West and the
attempt to modernize countries represents a continuation in that dependency.
Consequently, the objective is to free oneself from that grasp and go one’s own way
through building up a domestic market, substituting imports and focusing on the
domestic industry. In practice that means that countries aim for accumulating the
necessary capital for investment nationally, without succumbing to being dependent
on donor countries (Nederveen Pieterse 2001: 7). Yet, the objective of
industrialization through the means of sufficient investment stayed the same.

The arguement for industrialization and seclusion from the world market is brought by
the Prebisch-Singer thesis that diagnoses deteriorating terms of trade for developing
countries. If developing countries focus on their comparative advantage, which
means mainly exporting agricultural products and the price level in industrialized
countries rises faster, developing countries would need to export more and more to
keep the same level of income. This structural disadvantage provides the argument
for industrializing and the goal for poor countries to invest in their industries and to be
able to grow (Rapley 2002: 10ff). In that sense, development also refers to
independence and the ability for countries to take decisions on what to invest in.
However, putting development and failures of development in bigger a bigger context
does not solve the issue of provding the necessary funds for it. The available options

are either saving domestically or borrowing externally, resulting in a pile of debt.

In the early 1980s, conservative governments came into power in most industrialized
countries, bringing an end to the socialist policies of the 1960s and 70s. This marked
the third phase of development policies and brought a complete reorientation with it,
bringing neoclassical market economics to the forefront. In short, the recipe was for
states to withdraw and emphasis was put on policies developing private markets and
the private sector and the road towards development was sought in the triad of
privatization, liberalization and deregulation. The strategy was implemented by
means of adjustment programs for developing countries, heavily pushed forward by
international organizations such as the World Bank and the IMF. Actually, the World
Bank made a sharp turn from its “targeted financing approach” and focus on poverty

alleviation before (see above) to providing incentives in the form of loans to countries
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to implement adjustment programs fastest and most rigorously (Sagasti et.al. 1995:
2; Rapley 2002: 60ff). Development as such referred once more to growth, which
should be achieved through market forces and right prices, opting for as little as
possible state intervention.

Essentially, this kind of strategy understood development in a global context, to be
achieved through the integration of markets. However, it was seen as the
responsibility of nations to implement policies that would promote trade liberalization,
fiscal discipline and privatization. This set of policies is summarized in the so called
“Washington Consensus” which can be understood as a catalogue including ten
specific policies that would put countries on the path of that paradigm (Gore 2000:
792).

From the perspective of financial flows, this approach places a lot of emphasis on
private capital and trade and the role of markets and self-regulation is central. The
results were numerous economic and financial crises, for example in Mexico, Turkey,
etc., triggered by short-term capital being invested and withdrawn and causing boom
and bust cycles (cf. Kiblbock/Staritz 2008). This neoclassical approach sparked a lot
of criticism and also the World Bank had to admit in the 1990s that structural
adjustment programs had failed and that their impact was mostly negative (Rapley
2002: 113). On a political level, this triggered yet another turn to the left, which is
reflected in the Post-Development approach of the 1990s. Post-Developmentalists
disagree with the notion of development as such and with the actions the idea of
development has sparked and condemns their results and outputs. It contains
perhaps the most radical view that puts an emphasis on local development and
grass-root ideas; hence the meaning of steered development is negatively connoted

and associated with neocolonial attitudes (Nederveen Pieterse 2001: 99ff).

This very short overview was to highlight two main points: first of all, the idea of
development and the proposed strategies are very much embedded in the contextual
reality of the respective time and is thus prone to change. This dynamism is inherent
in the discussion and it is important to keep it in mind also in the context of a current
paradigm that continues to develop. Secondly, the development discourse contains
many different approaches that focus on meanings of development, explanation
models, or policy suggestions alike. Different paradigm highlight different approaches

and therefore none of the preceding paradigms really provide coherent models in
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themselves, but rather focus on specific bits and pieces of the problems. The same is
true for what can be considered a current or prevalent consensus now in the first and

second decade of the 21! century.

5.2. The current consensus

From the perspective of political economy, there are various ways in which societies
or nations can come to agreements as to how to deal with limited resources. There
can be social conventions, individual conscience, the free market, force or laws
(Kirsch 2004: 135). It can be said that the general agreement of development
cooperation as bringing value to the public, has become a norm in the industrialized
world.

At the beginning of the 1990s, when the failures of previous development endeavors
and the shortcomings of each theory became apparent, a certain lack of direction
was diagnosed. In 1992, Ulrich Menzel wrote a congruent book with the telling title
The End of the “Third World” and the Failure of the Grand Theories. This failure
refers to the realization that the applications of previous theories have not contributed
to the betterment of the world and that previous efforts were, if not futile, then at least
not beneficial on a large scale. Of course, theories as such cannot be blamed for
that, but the key diagnosis is one of a general helplessness and deficiency of ideas
that led to a separation of theories and the practical work of development agencies
(Menzel 1992: 23).

In 1992, Menzel (1992: 208ff) suggested for aid to go into a direction that focuses
more on the individual and his needs, therefore expecting a more humanitarian
approach. The underlying idea is that if emancipatory intentions fail, the least we
need to do is provide relief to the people. It might not be the ideal way to empower
the poor, but it might provide a basis for survival. This focus on social development

has become a reality, especially since the turn of the millennium.

This strategy is reflected in the phrasing of the Millennium Development Goals
(MDG) at the beginning of the 2000s. They define eight different goals® that are

® The eight goals are: Eradicating poverty, achieving primary education for everyone,
promoting gender equality, reducing child mortality, improving maternal health, combating
HIV/AIDS and other diseases, ensuring environmental sustainability and developing a global
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specified by 16 concrete targets and indicators for each target that allow for
measurability. The goals are time bound to 2015, labeling these 15 years as the era
of human development, acknowledging that “human beings are the ends as well as
the means of development” (Hulme 2010: 15). The understanding of development
thus moved to clearly qualitative indicators, implying a qualitative improvement of life,
related to issues such as health, education and sustainability (Graf 1996: 18). Of
course it is debatable what exactly constitutes a qualitative improvement of life, and
these are exactly the limitations of the MDGs, but in this sense the MDGs can be
seen as a basic consensus of what this qualitative improvement can or should look
like. However, the 8 goals give credit to the multidimensional nature of development
and this acknowledgment of multidimensionality is perhaps the starkest difference to
the linear growth fixation of the past. Also, the variety of goals allows different actors
to get on board, thus involving a high number of organizations or NGOs (Hulme
2010:20).

The ideational background for the strategy of Human Development can be found in
the works of scholars like Amartya Sen, who was awarded with the Nobel Prize for
economics in 1998. His idea of development is one of individual freedom and
capability. The goal would be for people to be more capable of making choices when
it comes to deciding how they want to live their life. This implies living in an
environment in which individuals have perspectives and where their needs are being
met (cf. Sen 1999). Yusuf (2009:100f) explains that development also goes hand in
hand with a rising complexity that has been discussed in the introduction to this
chapter. The growing complexity in the interplay of factors like education, health,
environment, technology, infrastructure, etc. is also an indicator of wealth and an
indicator that individuals have a high number of choices. At the same time this
complexity could also be a potential factor contributing to insecurity and instability, as
one only needs to think of financial crises, epidemics or natural disasters that are
transported extremely fast in a globalized world.

Yet, the key thought stays the same, that development means increasing possibilities
for individuals and thhe MDGs provide a multidimensional answer to how these

options can be increased.

partnership for development. The last one, developing a global partnership for development,
refers to ODA that is disbursed and meeting the promises of donor countries
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It can be considered a novelty that the goals represent a formalized agreement, an
institution in itself that has developed out of many years of efforts and development
struggles. Referring back to what was said at the beginning of this subchapter about
how agreements are made between actors, the MDGs cannot be considered force or
law, but for sure they are the most formalized agreement in the history of
development cooperation.

In terms of how the MDGs are structured and set up, they reflect the practices of
Results-Based Management (RBM) that found its way into public management in the
early 1990s. The outcome was a New Public Management (NPM) that opened the
door for business practices to be applied in public agendas and a new way of
designing strategies and making plans based on what is practiced in business. RBM
is based on the importance of concrete goals that are SMART®. The desired outcome
needs to be defined as concrete as possible in order to make efforts and investments
measurable. The way the MDGs are structured in goals, targets and indicators
reflects this concreteness and allows for goals to be specified by targets and targets
to be defined by indicators. Also, the timeframe is given and limited on 15 years,
which requires continuous evaluation during and after the set period. These
evaluations are conducted by the UN, which publishes a progress report each year
that can also be followed online’. All in all, this PBM aims at making efforts more
effective by having clear objectives and setting a framework that calls for some
coordination and structure (Hulme 2010: 20).

In practice, this is exactly the kind of contribution the MDGs have, since donor
countries are able to classify their efforts and put them into a table. This ability to
monitor and measure progress and provide coordination in international efforts is
perhaps the revolutionary aspect that the MDGs contribute. Donor countries are able
to refer to the MDGs when talking about their development efforts and use the same
terminology. The goal approach makes it easy to communicate what exactly is
envisioned and what the desired state is.

Yet there are also some differences to the business world. One challenge is the

question of accountability. In management circles accountability of decisions, failures

6 SMART stands for specific, measurable, achievable, realistic and time bound and provides
a framework of how goals should be formulated. The idea is that if goals are not formulated
SMART, any strategies that are implemented to achieve those goals are bound to fail

" http://www.un.org/millenniumgoals/ and http://mdgs.un.org/unsd/mdg/Default.aspx provides
detailed accounts for each country as well as the overall statistics
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and successes is immensely important, when it comes to the public agenda,
however, the question of accountability is more complicated. Who should be held
accountable if the goals are not met? The global community? Nation states?
Developing countries? Multilateral organizations? The goals are global in nature, but
the implementation takes place on a national level, delivered by a broad net of actors
that frequently act independently of each other (Hulme 2010:21).

With regards to financing the MDGs, the conventional view holds that ODA still has
the biggest potential to take on the task of providing the funds for achieving the
goals. Consequently, there have been continuous calls to fulfill the promises and
meet the targets. However, in light of the large financing gap and need for new
resources, innovative instruments, as outlined in chapter 3.2. are on the way.
Particularly the increased combination of public and private actors is considered to
play an important role in financing the diverse and comprehensive MDGs. One
important point would be to change the rationale behind DC: “a first step towards
overcoming current perceptions of resource shortage would be a shift in perspective.
International cooperation needs to be seen for what it is: a worthwhile investment —
not a charity” (Conceicao et.al. 2006: 284). This investment is mainly returned in the
form of peace and security as well as future opportunities. This view states that the
self-interest of donor countries is not necessarily a bad thing, but one that can be
leveraged on. Hence, the MDGs are not a question of charity or the West being
generous, but rather a global good for the benefit of all, not just because we feel
morally obliged, but because there are actually various interests at play. This is a
well-known fact, however, in Germany for example, this self-interest is openly
admitted and considered as something that could drive development cooperation
further (BMZ 2012; chapter 8).

This shift in perception potentially opens the door to various new forms of financing
mechanisms. It is clear, however, that there is still a big gap when it comes to
financing the MDGs. Estimations vary and are difficult to make because often data is
missing or is being generalized and financial crisis or natural disaster cause the
numbers to fluctuate. Different organizations come to different results; the UNDP, for
example, estimates that an additional 86 billion dollar would be necessary to achieve
the MDGs (Martens 2008: 12). Not all of that is raised through aid, though, in fact on
average, the GDP of developing countries consists 0.9% of public aid. Hence, the

majority is raised in the country itself (ibid.: 13).
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Summary

Indeed it seems that when it comes to development theories: “The prevalent note in
development thinking nowadays is saying goodbye to paradigms” (Nederveen
Pieterse 2001:34). There is no longer a single framework that provides clear
behavioral guidelines and clear solutions for the diagnosed problems. As a result, our
view on development today is much more differentiated and nuanced. We have
realized that there are no linear answers to complex issues that call for a
comprehensive approach. Our understanding of what factors contribute has become
so diverse and broad that ultimately it was brought down to the individual level. It
should be the individual who is given the biggest possible freedom to realize his or
her dreams and for this the most basic needs have to be met. As Nederveen Pieterse
(2001: 12) puts it: ,The singular makes way for the plural generally — not simply
development but what kind of development, not simply growth but what kind of
growth?“ This awareness of different factors also allows us to see development in its
contextual embedding: belief systems, values and basic assumptions are at the heart
of what steers an organization. These kinds of notions acknowledge the fact that
people are influenced by other things than their own thoughts and rationality, or
maybe even their good will, but rather we are all shaped by processes taking place
unconsciously. For the context of development financing, especially the notions of
hegemony and power are relevant because current development paradigms and their
applications are always a question of power dynamics. As a result, our understanding
of a development consensus is very much fragmented. This fragmentation is a
consequence of the dissatisfaction with previously existing paradigms, which would
always turn a blind eye on certain aspects of development or financing. This is of
course the role of theories and model, as they try to make complex interconnections
more abstract in order to come up with models that are as universal as possible. The
realization that there are always factors missing in this approach constitutes the

biggest shortcoming of theories and models.

Even though intangible factors become important, they are still difficult to grasp and
deal with. Aside from the general awareness of these factors, little practical
implications can be made. The MDGs underline this focus on applicability and more
or less concrete goal-setting, based more on ideas stemming from management than
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grand economic theories. The same is true for development finance: Zattler
(1997:13) argues that especially in the field of development finance, the interest is

not so much in new theories, but rather in applicability, rather than fundamentals.

The solutions that are found and the reaction to current problems are always a
reflection of the current reality and its general circumstances. In the context of the
early 21% century, this reality is shaped by financial instability, a general lack of
capital, constraints in public budgets. As a consequence, also development
cooperation has put more emphasis on private financing, new instruments that are
raised on capital markets (cf. chapter 3), even though the MDGs are considered
public goods that cannot be provided by market forces alone.

We will see how the KfW as an implementation agency deals with this kind of
contradictions. Before that, however, it is important to look at how goals in general
are translated into action steps by all kinds of organizations. For this an introduction
into the field of strategy research and formation is necessary in order to understand

what exactly will be analyzed in the context of the KfW.
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6. Strateqy — an Introduction

This last part of setting the framework deals with the topic of strategies, since the
research question is based on the assumption that strategies within an organization
are the defining element of how goals are achieved. The chapter puts the focus on
definitions of strategy, how they can be formed, and ultimately, the main differences

between strategies and strategic management in the public and private sector.

6.1. Definition

Historically speaking, the idea of strategy has its roots in the military and was used in
war theory (Eschenbach/Eschenbach/Kunesch 2008: 26). Later on it was applied in
business where it found its most prominent application. There is a vast body of
literature concerning strategies, mostly for practitioners in the management level of
businesses. In the second half of the 20th century, the topic gained importance in the
non-profit sector as well, making it inevitable for any kind of organization, whether
corporate, public or non-governmental, to deal with questions of organizational
strategies. Especially, since the boundaries between public and private institutions

are anyways fading (Alford 2001: 2).

Strategies are closely connected to the question of how can my organization achieve
the goals that we have set for ourselves or how can we actually fulfill our purpose.
That is also the reason why strategies are so relevant for answering the research
question of this thesis, as it is precisely concerned with translating goals into actions.
That entire process is called strategic management, and it encompasses different
stages: formulating overall goals of the organization, analyzing the internal resources
and external environment, phrasing the strategy itself, implementing it and finally

evaluating its impact (Appel 2009: 20).

That whole process of strategic management bridges the present and future of an
organization and interlinks the different phases an organization goes through. In that
way, strategy defines the success of an organization and shapes its scope of action,

by explaining the specific “process of converting resources into tangible or intangible
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things of value” (Alford 2001: 5). In the context of development banks, the financial
flows are the key resources that create value by having a developmental impact.
Hence, the ultimate value that development banks bring is largely this intangible and
often abstract concept of development that is defined by the concept of the MDGs
according to the current paradigm. This ultimate value is realized by means of a more
tangible or concrete output, for example a hospital that provides maternal healthcare

and that is directly financed through a development loan or grant.

Definitions of strategy usually tend to focus on different aspects of the concept. One

definition that is offered by Bryson (1988: 77) takes a broad view on strategy:

,A strategy is a pattern of purposes, policies, programmes, actions,
decisions and/or resource allocations that define what an organization is,
what it does and why it does it. Strategies can vary by level, function and
time frame.”

This definition highlights the comprehensiveness of strategies: it is not just one

particular thing, but encompasses all kinds of things. The advantage is that it can

“focus attention on the creation of consistency across rhetoric (what
people say), choices (what people decide and are willing to pay for) and
actions (what people do). Effective strategy formulation and
implementation processes will link rhetoric, choices and actions into a
coherent and consistent pattern across levels, functions and time.“
(ibid. ltalics in the original).
This combination of different aspects is crucial for strategy formulation, as strategy
links the different parts of an organization together. In that sense, one key function of
strategy is to produce sense in what might otherwise be disintegrated departments of
the same organization. In order grasp this interplay in an organization and
understand the ways how strategies take shape, two perspectives were selected that

seem particularly relevant:
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Hans Ulrich’s Concept of Systems within an organization

Dealing with complexity is exactly the central theme of Hans Ulrich’s® ideas of
strategy in organizations. He refers to different systems that complement each other
in one organization: First of all, there are the goals of the organization. Then there is
the internal transformation and value generation process that is driven by the
employees, the so-called “social system”. These interrelations are connected on a
structural level, that allows for these transformation processes to take shape. Ulrich
describes different dimensions of an organization: material (the goods and services
produced), social (the human as smallest unit of the system), communicative (the
process through which goal-orientation is possible), and the value-basis (the value or
utility that is transformed - financial and goods stream).
(Eschenbach/Eschenbach/Kunesch 2008: 268ff).

Looking at those different systems from a neo-institutionalist perspective, it becomes
clear that these interconnections include a significant level of transaction costs. In
this context, transactions can refer to how efficiently information is passed from the
legislative to the implementing entity (Weimer/Vining 2005: 296).

All in all, this highlights the need for a sound strategy to combine different
dimensions. In this context, obviously, the interplay of the goals with the “produced
goods”, in other words the finances that are channeled to development projects, is

the key question.

Henry Mintzberqg’s Concept of Emergent and Deliberate Strategies

In this complex interplay that has been described above, the question how strategies

can form is also a crucial one. Henry Mintzberg®, a pioneer in the field of strategy

® Dr. Hans Ulrich was a Swiss researcher on management and organisational theory. He
taught and researched at various universities in Switzerland and Germany in the second half
of the 20th century. In his understanding, organisations are complex systems that comprise
different subsystems. In that context, strategy needs to be a comprehensive and holistic
concept of how an organisation develops. A key point in his researches is also how
managers can deal with this complexity of systems and what kind of leadership is needed for
that (Eschenbach/Eschenbach/Kunesch 2008: 268).

® Henry Mintzberg is an American scholar who teaches at McGill University in Canada. He
developed an idea of strategy that is more empirically based, creating a synthesis of formal
planning and the actual strategic work of an organisation (Eschenbach/Eschenbach/Kunesch
2008: 211).
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research, classified two different types. According to his distinction, strategies can
either be “deliberate” or “emergent”. Deliberate strategies, are implemented as part of
intended plans, whereas emergent strategies come up as organizations adapt to their
environments (Mintzberg/Waters 1985: 258).

INTENDED > REALIZED
STRATEGY DELIBERATE STRATEGY
STRATEGY

<
UNREALIZED EMERGENT
STRATEGY STRATEGY

Figure 1: Deliberate and Emergent Strategies. Mintzberg/Waters 1985: 258.

Deliberate strategies refer to what was planned beforehand and “articulated in a
relatively concrete level of detail, so that there can be no doubt about what was

desired before any actions were taken” (ibid.)

Emergent strategies are not planned or consistent with intention, but are responses
to changing environments and thus result in the strategy that was realized in the end.
Therefore, emergent strategies are best analyzed in retrospect by looking at the

various decisions that led to the outcomes.

In reality, there is no strict either-or when it comes to deliberate and emergent
strategies and most organizations automatically apply a mixture. This is also true for
development banks, as they need to be able to adapt quickly in a world of volatile

financial markets and changing political circumstances.

The element that connects both deliberate and emergent strategies is that any kind
of strategy can be viewed as “a pattern in a stream of decisions” (ibid.: 257). This
highlights two important aspects of strategy: the word pattern refers to an important

function, which is to give continuity to the organization: ,We function best when we
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can take some things for granted, at least for a time. And that is a major role of
strategy in organizations; it resolves the big issues [...]* (Mintzberg et.al. 2009:18).
Secondly, the word decisions highlight what is behind strategies in the broadest
sense: conscious decisions, made by the management body that shapes the path of

the organization.

Conscious decisions that form an overall pattern provide stability for stakeholders,
while at the same time they allow for the organization to change and move forward:
»1hat is why, even though the concept of strategy is rooted in stability, so much of the
study of strategy focuses on change.“ (Mintzberg et.al. 2009: 18)

The idea of moving forward and change is always connected with the goals of the
organization, where it is ultimately headed. This aspect can be found in Peter
Druckers'  definiton of strategy as doing the right  things.
(Eschenbach/Eschenbach/Kunesch 2008: 90f). Drucker emphasized the difference
between effectiveness and efficiency as doing the right things and doing the things
right. The responsibility of strategists is always to do the right things, the things that
bring an organization closer to its goal. Efficiency, on the contrary, is the concern of
implementation, on the operative level, the question of how the ,right things“ can be
done in the ,right way“. This distinction refers to the differences between the strategic
and operational level. The strategic level is focused on the goals of the organization
and tries to come up with the cornerstones of how they can be achieved, whereas
the operational level is the level of implementation that focuses on efficient

application.

These ideas are also applicable for development banks. First of all, development
banks operate in a highly complex environment, being the bridge between the formal
development objectives set by the government and the implementation level in

developing countries. The objectives point to the future and portray a desired state

'% Peter Drucker was an Austrian born manager who later moved to Germany and the

United States. He is considered to have a shaped management like no other. As a consultant
of multinational corporations like General Motors and as a university professor in the field of
business he contributed vastly to the way business and management are taught and
understood nowadays. His approach is very practically oriented and he has developed the
concept of ,management by objectives” that is considered a cornerstone in modern
management (Eschenbach/Eschenbach/Kunesch 2008: 90f).
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and the challenge for development banks is to create a pattern in operations,
meaning their loan and grant policies, that make this future possible.

The notion of deliberate and emergent strategies is important because in the case of
development banks the levels of formal planning and execution are frequently
separated, resulting in gaps between the strategies that are planned and those that
are ultimately implemented. Hence, the institutional framework that establishes the
rules of how the bank operates and interacts with its superior level of strategic

planning, defines how consistent the strategies actually are.

6.2. Strateqy formation

Understanding strategies as consistent decisions that are both planned beforehand
and come up in the course of their execution means that the process of conceiving a
strategy is particularly complicated. This difficulty is defined by the number of factors
that need to be taken into consideration and the need to involve all aspects of the
organization. Mintzberg et.al. (2009: 130) differentiate between ten schools that are
prescriptive, explaining how the process should look like ideally, and descriptive
schools, being more concerned with observations on how the process actually looks
like.

Depending on the different schools, strategy formation is understood as a different

process:

Formal M) 4
Analytical
Visionary of transformation
Mental > PROCESS < of negotiation
Learning of conception
Reactive
Collective

7 \.

Figure 2: Different processes behind designing a strategy. Figure based on Mintzberg et.al.
2009: 5.
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The differences are shown in who is involved in the process, how much time it takes,
and ultimately what is the produced outcome of it and how is it anchored in the

organization.

For example, in the case of strategies regarding development cooperation, these
strategies are formally planned as part of the coalition agreement of the government
and are published in the form of strategy papers. It is a formal process of negotiation
that tries to embed development cooperation in the overall objectives of the
government, aligning it with foreign and economic policy. Typically, strategy
formation in government follows a very centralized, top-down approach and overall

differs from strategic management in the private sector.

6.3. Strateqy in government

Moore (1995: 28) suggests that at the heart of strategic management, both in the
public and the private sector, is the idea to “create value”. In that sense, value as
such can have multiple definitions, but the core point is that stakeholders are at the
receiving end of some kind of value. The main difference is who the stakeholders are
and what this value constitutes: whether it is in the form of dividends for shareholders
or clean streets and functioning hospitals. Further, value always responds to a
certain need that the stakeholders have, a desirable state that seems ideal (Moore
1995: 52). In the case of development cooperation, the fundamental needs behind
the value can be looked at from different perspective: it can be a basic need for
justice and equality that is the main driver, it can be a systemic need to balance the
world economy or it can even be the need to silence our own consciences as citizens
of the industrialized world. In any case, there is a lot of room to deliver value and that

provides the simple justification for governments to take action in that field.

When it comes to discussing exactly how this value can be delivered, this is the point
where strategy comes in, both in the public and the private sector. In this chapter, the
main differences and implications for strategy analysis in the public and the private
sector will be discussed. This will not challenge the core ideas of what strategy is,

however, three key differences are emphasized: The fact that governments have to
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sell their ideas, even though goals are often multidimensional and the structural

circumstances are different especially with regards to planning.

Selling Ideas

First of all ,public organizations are much more open to the external environment*
(Smith Ring/Perry 1985: 278). Meaning that the public monitors more closely
governmental actions and decisions. This creates a need to sell their plans and
strategies to the electorate. In this regard, also the media plays an important role in
communicating governmental plans and making sure they are publicly accessible. As
Moore (1995: 54) puts it: “a policy is to the public sector manager what a prospectus
is to a private entrepreneur”. The kind of policies a government introduces, are their
main selling point and a way of justifying the trust their customers, in other words
citizens, have given them. “Viewed from the manager’s side of this transaction, the
manager receives an authorization to use resources to accomplish public purposes
through specified means” (ibid). Exactly this question of what are the most pressing
public purposes and which are the most suitable means are the ones that citizens
and media look at with a magnifying glass. This causes governments to put more
focus on selling their ideas to the public and worrying about how they are perceived.
In a private institution, no one outside the organization places that much emphasis on
challenging the manager’s decisions to that extent. That is why “[p]erhaps the most
common political strategy is rhetoric,c the use of persuasive language”
(Weimer/Vining 2005: 273). There are several implications of this necessity, for
example that goals are often very imprecise. Government strategy papers tend to be
vague in content and details are usually diluted. More than that, it could even be
negative if strategies were phrased in a detailed way, as Smith Ring/Perry (1985:
278f) conclude:

“Clear, unambiguous articulation of strategy by public agencies can
produce at least two counterproductive consequences. First, clearly
articulated strategy may serve as a rallying device for mobilizing political
opposition. Second, a clear policy directive may, as Mintzberg concluded
from his analysis of strategy formulation during the Vietham War period of
1965 to 1968, permit the “bureaucracy to run like an elephant” (1978:
947). Thus, clear and precise policy statements may lead public
executives to believe there is less need for judgments of nuance, less
need to exercise caution and discretion”
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The irony is that especially in the complex environment governments operate in the

need for a detailed content of strategy is high (Alford 2001: 5).

Additionally to the challenge of formulating ideas specific enough and yet vague at
the same time, there is also the question of whom the strategies are directed at.
Generally, public policies need to be client driven in the sense that they are focused
on a specific target group (Weimer/Vining 2005: 326). In development cooperation,
these clients are typically the people whose livelihoods are meant to be improved.
However, when it comes to selling the strategy, it is another group of stakeholders,
namely tax payers in the donor countries that need to be persuaded. This multitude
of stakeholders poses an additional challenge to design effective strategies and sell
ideas successfully. Therefore, it is necessary to have a strong awareness of the main

goals of DC, in order to know which stakeholders are considered most important.

Goals

Goals for public institutions tend to be more complex precisely because of the
different stakeholders and controversy around the right things. For private
organizations this is undoubtedly simpler as their goals usually evolve around profits,
market share or the like (Smith Ring/Perry 1985: 279). For a ministry, which pursues
the goals of making the world a better place through poverty reduction, economic
growth and universal education, this is much more complex. Together with this, the
change in environments also makes it harder for governments to plan with a long-
term perspective. Especially since it is common to plan only for the duration of a
legislative cycle because the need for winning the country’s support overshadows
any long-term visions (Alford 2001: 9). This can also result in very abrupt changes of
strategy, since any government always depends on the authorizing environment.

Yet, clear and unambiguous goals are a pre-requisite for designing a coherent
strategy because the process of strategy formation is driven by the key question of

what ought to be achieved.
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Structural Circumstances

Specifically in public institutions it is the case that planning and implementation
processes are very much separated. This constitutes a key difference to the private
sector: “constitutional draftsmen sharply divided policy formulators from policy
implementers. Thus, legislatures initiate, but generally do not implement, policy.”
(Smith Ring/Perry 1985: 277). We will see that this is also very true for the structural
makeup in Germany, with the BMZ being the formulator of the overall strategy and
various implementation agencies implementing them. In the language of
management guru Peter Drucker, one could say that the BMZ decides what are the
right things, and an agency like the KfW is concerned with how can we do this in the

right way.

The fact that implementation agencies are usually created by the higher body, also
results in a certain dependency and lack of entrepreneurial attitude, whereas most
private organizations have their roots in a very entrepreneurial person (Smith
Ring/Perry 1985: 278). The consequence is a very top down approach of anchoring
the strategy within the organizations. This approach is also a result of the time
constraints any government faces. The fixed legislative circle and the limited time to
actually conceive new strategies, because new elections are looming, impact the
work of governments tremendously. Another obstacle lies in the structure and
dynamics within the government: coalitions can be instable and a source of
ambiguity, rather than strength (Smith Ring/Perry 1985: 280f).

Hence, for governments it is vital to find a balance between being unambiguous in
their intentions, and providing enough space for implementation agencies to have

ownership over their work.

In light of the differences between public and private enterprises, Moore (1995: 71)

suggests yet another definition of strategy that focuses more on the public sector:

‘[OJrganizational strategy is a concept that simultaneously: (1) declares
the overall mission or purpose of an organization (cast in terms of
important public values); (2) offers an account of the sources of support
and legitimacy that will be tapped to sustain society’s commitment to the
enterprise; and (3) explains how the enterprise will have to be organized
and operated to achieve the declared objectives”.

60



Form this, Moore concludes that there are three key attributes that public sector
strategies need to have and that correspond to the three points stated above:
strategies need to have the core idea of producing something valuable for its
stakeholders; it needs to be able to gather support for it in order to be legitimate and
needs to be implemented on an operational level. These three points constitute what
Moore calls the “Strategic Triangle” and the task is to balance attention to all the

three corners of the triangle.

This triangle potentially represents numerous challenges for the public manager;
particularly because of the ever-changing environment public institutions find
themselves in. It is difficult to estimate what the public will demand or what the
environment will require or even what the organization is able to do (Moore 1995:
99).

6.4. Concluding remarks

Having looked at what strategy means and how it can be generated, there are certain
conclusions that can be drawn for strategies in the public sector and its

implementation agencies:

Regarding the question of deliberate and emergent strategies, Smith Ring/Perry
(1985: 282) conclude that “public organizations can be characterized as low on
deliberate strategy and high on emergent and unrealized strategy”, primarily because
of what has been said about vagueness in formulation, participation processes and
structural specifications. Other studies suggest that compared to the private sector,
strategies in public organizations are frequently considered as “enforced choice” that
is dictated by the external environment or super-ordinate body (Collier et.al. 2001:
25). That shows that the structural circumstances have a big influence on the
formation and implementation of strategy. It can be very much enforced by the
legislative entity or, on the other hand, it can give implementation agencies a lot of
freedom in interpreting the vague formulation of government directives.

According to Mintzberg/Waters (1985: 270) there are also different combinations of

deliberate and emergent strategies that allow specifying the frame in which public
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institutions operate. For once, we could argue that the governmental plans function
as a sort of umbrella that would set the frame for implementing agencies to come up
with emerging patterns. The type of umbrella strategies provides the implementing
management with constraints, but within those constraints, strategies are mostly
emergent. Another possible interpretation could be what Mintzberg/Waters call the
ideological type in which strategies are grounded in a “shared belief’. This shared
belief is articulated by the superior body, in this case the government, as a common
vision and then it is the responsibility of implementing agencies to translate that into
actions.

The last type that could be applied to this context are strategies based on consensus.
In this case, intentions are phrased in a rather loose way (which is the case with
coalition programs) and based on this consensus “actors converge in patterns”,
meaning that they mostly walk in same directions, based on common understandings

and ideas.

The second point refers more to the context in which public agencies operate. Since
governments operate in considerable complexity, they deal with problems that “have
no right answers, but many competing ideas in a dynamic and unpredictable
environment. They are distinct from complicated problems where underlying cause-
and-effect relationships exist that require expert diagnosis” (Petris 2010: 3). Given
this complex environment in which organizations operate, this requires certain
behaviors from the manager. Smith Ring/Perry (1985: 283ff) identify key
characteristics of managers in the public sector that reflect the need for certain
behaviors. For once, managers need to be very “adaptive” in their behavior in order
to cope with the emergent pattern of strategy creation. Also, the manager needs to
be flexible enough to deal with different cultural backgrounds of the stakeholders,
promoting the efficiency of the work within the organization and holding up moral
ideals that are needed for anyone who holds public office. Another point is that the
manager must “cope with confrontation, without being confrontational” (ibid.), this
refers to the many contradictory environments the manager finds himself in, like
dealing with stakeholders that are opposed to policies out of principle in a respectful
way. Lastly, the manager needs to show the ability to “{[manage] discontinuity” (ibid.)

— work in the public sector often lacks predictability, starting from changing
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governments to changing environments. Managers need to be able to balance this
discontinuity and deal with it by creating some kind of stability.

In light of these circumstances, the key message here is that the behaviors of the
managers is the main determinant. Only if the managers are capable of that, they will

be able to steer the organization based on the right decisions.
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PART lll - Example: Development Cooperation in Germany
and the Work of the KfW

7. Introduction to German Development Cooperation

7.1. Historic overview

Germany’s experience in development cooperation goes back until 1952, when it
started contributing financially to the European Recovery Programm (ERP), initiated
by US Secretary of State Marshall. Back then, the focus was reconstruction and
investment into a growing export industry that called for cooperations with other
countries. 50 Mio Mark were allocated to foster the cooperation with economically
weaker states, primarily for the purpose of support German export economy. In 1961
the Ministerium fiir Wirtschaftliche Zusammenarbeit (Ministry for economic
cooperation), BMZ, was founded, mainly as an additional instrument of foreign policy
(Gieler 2011: 10). The 1960s and early 70s can be considered as the initiation and
innovation phase of the ministry that led to the creation of the ministry’s
implementation agencies, the Kreditanstalt fiir Wiederaufbau, KfW, and a little later
the institutions for technical cooperation, GTZ (Gesellschaft fur Technische
Zusammenarbeit), DSE (Deutsche Stiftung fur Internationale Entwicklung) and DED
(Deutscher Entwicklungsdienst). These institutions were responsible for carrying out

projects, educating aid workers and managing their deployment (ibid.: 11).

In the 50 years of its existence, the BMZ and thus the history of German
development cooperation, has by and large reflected the respective global paradigms
and geo-political frameworks. That means that over time different objectives were
set.

There are roughly six phases that are defined by different focuses and objectives,
also shaped by the respective minister who led the ministry. After the founding
phase, in which the ministry started out as an extension of the ministry of foreign
affairs and financed prestigious infrastructure projects, it was followed by the phase

of innovation in which the focus was put on development to set own objectives. That
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was the time when smaller projects started to be financed with higher focus on
ownership and basic needs (Cernicky 2011: 74). The next phases are chracterized
by the overall frustration with aid, debt crises and oil shocks and ultimately the turn to
the neoliberal dictate. In 1993 the BMZ added the term ,,und Entwicklung“to its name
and since then development was once more seen in the context of peacekeeping
and the ministry has experienced an upgrade in competence and importance. This is
also the achievement of long term minister Heidemarie Wieczorek-Zaul who served
as minister for economic cooperation and development from 1998 until 2009. In her
term of office the MDGs were adopted, interpretating peacekeeping as a matter of
individual well-being (Holtz 2006: 32ff; Gieler 2011: 13).

During the federal elections in 2009 there had been some worrying regarding the
future of the BMZ in case of the FDP participating in the federal government
(Hammler/Gossinger 2010: 49). The FDP has repeatedly called for the BMZ to be
closed and to integrate development cooperation into the ministry of foreign affairs.
After the FDP joined a coalition with CDU/CSU, these suggestions were dropped and
Dirk Niebel, an FDP member, has been appointed minister of economic cooperation
and development. Since then he has tried to give new directions to German
development cooperation, introducing a new phase that is primarily concerned with

structural efficiency and cooperation with the private sector (Gieler 2011: 14).

When attempting to filter some longterm developments and trends in the work of the
BMZ, there are several points which come to mind (based on Gieler 2011).

First of all, the BMZ has always been a ministry that has struggled with its public
image and can be described as a rather marginalized portfolio. While no one, not
even the FDP, seriously calls for the ministry to be closed, and it can now be
considered established, it is still not in the main public interest. One reason may be
that the BMZ is not the sole carrier of competence when it comes to DC: many funds
also come from other ministries, for example humanitarian aid is part of the ministry
of foreign affairs. This has been viewed as a source of incoherence and inefficiency,
not least because it diminishes the standing of the BMZ (Martens 2012: 23). Overall,
only 39% of ODA comes from direct development cooperation with partner countries
under the auspices of the BMZ. The rest comes from other ministries, debt relief,
administration etc. (Martens 2010: 21).
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Another point is that Germany’s political and economic interests have always played
a strong interest in development cooperation. At different times this self interest has
been criticized more or pushed more to the back, but especially since the
appointment of Dirk Niebel, self-interest is admitted openly and communicated as
part of the strategy.

In terms of concrete strategies, the ministry has moved from braod financing on a
wide range, the so-called ,watering-can principle“, to more focused, targetted
financing. However, the instruments have largely stayed the same and also guiding
principles like the involvement of partner countries in the decisions making have
been there from the beginning (Gieler 2011: 26). Virtually all ministers since the

beginning of the ministry have understood development as ,Hilfe zur Selbsthilfe.

7.2. Structure of Development Cooperation

The ministry is the main strategic body of German development efforts. It is
responsible for defining the goals and takes decisions regarding the overall direction.
It acts as a prinicipal that cooperates with different entities that apply those strategies
in an operative way. In more practical terms, this means that the ministry decides on
the main focusses and topics, partner countries, instruments and concrete actions. It
also takes care of evaluations and measurements of achieved goals. (BMZ 2008:
15). In light of the complexity of the matter, this is not an easy task and often the
scope of action of the ministry is limited by budgetary constraints and overlappings
with other ministries: ,Handlungsbedarf und Handlungskapazitdt des BMZ sind

immer weniger deckungsgleich.” (Martens 2012:30)

An important responsibility is that it defines not only the content of German
development cooperation, but also approves the work of implementation agencies. It
delegates the operative work to implementation agencies, which is very common in
public institutions, but also contains some structural challenges (cf. Chapter 6.3.)

There have been some efforts since 2009 to simplify the structure, which was
reflected particularly in the fusion of the previously separated GTZ, DED and InWent
to the Gesellschaft fiir internationale Zusammenarbeit (GlZ). The idea is to increase
efficiency and eleminate overlaps. This structural makeover is one of the

cornerstones of the work of minister Niebel (Kirchschlager/Luwer 2011: 236). In
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essence, however, there are still two levels of delegation in development
cooperation. The BMZ delegates FC cooperation to the KfW, and the KfW delegates
the actual implementation of the project to its cooperation partners in the developing
country. As a result, different levels of implementation have different information. For
example, the KfW is in a better position to assess the realities of countries than the
BMZ, even though it is subordinate to the ministry in terms of hierachy (Graf 1996:
144). In terms of the delegation relationship between the BMZ and its implementation
agencies, there are two options in the principal-agent-relationship for the BMZ to
direct the KfW and the GIZ: one is through strict controlling systems and the other is
through providing the right incentives (Graf 1996: 147). For the BMZ, both are difficult
to exercise in this context: Micro-managing the KfW and applying rigorous controlling
systems is inapplicable since that would require a lot of HR resources and would thus
be costly, and also the MDGs in themselves are too complex to be broken down in
easily controlable measures of success that can be directly related back to FC (ibid.
184). Providing the right incentives is a challenge because BMZ and KfW operate in
very different fields, one being a ministry and the other being a bank. It will be shown
that KW Entwicklungsbank is only a small part of the KfW banking group, in which
the BMZ has no influence to exercise (cf. Chapter 8.1.). Therefore it has no means to

create a new incentive structure.

In terms of organizational structure, the BMZ is formally led by the respective minister
for economic cooperation and development, a Parliamentary State Secretary and a
State Secretary. It now consists of 4 directorates, dealing with different regions and
topics that are subdivided in up to 14 divisions. Overall the BMZ has more than 600
employees, working mainly in the headquarters in Bonn and in designated field
offices (BMZ 2012). Overall, the budget of the ministry varies around 6 billion Euros,
which amounts to around 2% of the overall budget. However, the budget for the
coming years suggests cutbacks (see table below). For 2013, the approved budget

amounts to 6.3 billion Euros, being higher than the projection below (see excursus).
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Budget Projection 2010-2014 (in Mio. Euro)

2010 2011 2012 2013 2014

6.070,12 6.073,12 5.772,65 5.689,51 5.689,51

Table 2: Budget Projection 2010-2014 (in Mio. Euro). Martens 2010: 22.

The largest portion, approximately €1,8 billion, is budgeted for bilateral financial

cooperation, which again sets a focus within the type of bilateral aid"".

Excursus — Budgetary Policy in Germany

The question of how financial resources are allcoated in order to achieve a specific
outcome is central for this thesis. The same allocation can also be transferred one
level above to the budgetary policies that decide on the allocation of financial
resources on a federal level. At the bottom of this allocation lies an elaborate
decision making process that defines the purpose of the state as well as the overall
direction a country is going and it represents one of the most crucial decisions a
government makes annually. In Germany, a permanent subcomittee (Ausschuss) of
the parliament (Bundestag) that is typically headed by a member of the current
opposition is concerned with the drafting of the budget all year long and is thus
considered the most powerful and prestigious subcomittee in the Bundestag
(Anderson 2006: 38f).

The federal budget tries to find an equilibrium between government spending and
public revenue based on what is considered the role of the state. This question lies at
the heart of all budgetary debate as it is the most controversial issue that arises
between political parties or interest groups (ibid.: 43). The most debated points in the

budget tend to be social services on the expenditure side and tax schemes on the

1 More details on the federal budget: (http://lwww.bundeshaushalt-

info.de/startseite/#/ausgaben/einzelplan/2302.html)
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revenue side. It has been mentioned that in the self-image of Germany, development
cooperation has been an integral part since its early days, however, it is not
necessarily a topic that triggers a lot of public debate. In the budget for 2013, which
was approved in November 2012, the budget of the BMZ was cut by around € 124
Mio, amounting to roughly 6.3. billion. The majority was cut in multilateral
contributions, whereas the budget for further education of staff has increased slightly
(Bundestag 2012). This decision has been cirticised by the oppostion, especially the
Green Party and Die Linken, for sending the wrong signals and jeopardizing
Germany’s positioning as a donor. In essence, with these cuts, it is virtually
impossible for Germany to reach the 0,7% goal it has committed itself to until 2015,
despite having assured again and again that this is what the country is aiming for
(Spiegel 2012). All in all, these budget cuts are part of the current reality and
represent a trend in donor policies, as Western governments try to gain control over
exorbitant debts that have been accumulated. In this context, expenses on
development cooperation are frequently the first on the line to be cut. This is yet

another component of the challenges that the sector is facing.

7.3. Financial & Technical Cooperation

German development cooperation can be roughly divided into Technical Cooperation
(TC) and Financial Cooperation (FC). TC is mainly concerned with capacity building
in partner countries, by providing HR, know-how, adivsory, etc. The main
implementation agency is the newly founded GIZ. In terms of volume, TC is budgeted
with €1,1 Mio, making it smaller than financial cooperation (BMF 2008).

FC enables partner countries to make necessary investments by providing financing
and supportive services. These investments can strengthen the financial
infrastructure of cooperation partners, governmental reforms, programs for
environmental protection and efficient use of resources. Supportive services can
refer to anything that enables efficient use of resources, like research, advisory or
education of skilled personnel (BMZ 2008).

Additionally to the KfW as main implementation agency, the Deutsche

Entwicklungsgesellschaft (DEG) is a second actor in the field of FC.
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The DEG is concerned with the growing field of Private Sector Development (PSD).
In that role, it supports enterprises in their efforts to invest in developing countries
and aims at creating a strong cooperation between Germany and partnering
countries in the private sector (Hammler/Gdssinger: 2010: 55).

The purpose of the KfW has changed in many ways since its foundation in 1948. At
the beginnging, it was responsible for adminstering the funds from the Marshall Plan
and focused on the reconstruction of Germany after WW Il. In 1961, the KfW started
being responsible for the financial cooperation with developing countries as it had a
suitable position in being connected to, but still independent from political influence
(Graf 1996:76f). Nowadays, the responsibilities are very diverse. The KW conducts
both interior and exterior financing. Interior financing focuses on entrepreneurs,
companies and institutes in Germany, the exterior part deals with export financing
and development financing. So actually the KfW is a big group and only one section
is concerned with development. The KfW finances itself through issuing bonds and
taking out loans on the capital market, as well as funds coming from the ERP special
assets (Funds from the original Marshall Plan) (Graf 1996:77f).

The initial conceptualization understands development cooperation as a combination
of technical and financial cooperation. Overall, the applied instruments, for example

grants, different kinds of loans, and advisory, have stayed constant (Gieler 2011: 25).

7.4. Content: The top-down perspective of the BMZ

Since it has been shown that the directive influence of the BMZ to the KfW is rather
small, the main means of steering are the political intentions and behavioral
guidelines that are set (Graf 1996: 185).

This top-down approach can also be compared to an inside-out perspective, which
Gompert et.al. (2008) apply in their analysis of the national defense strategies of the
US. They distinguish between an “outside-in” and an “inside-out” approach to
strategy, in which the former refers to an external view, based on the environment
and the external market and what goals should be achieved. The second looks at
strategy from the internal perspective, from the core competencies of the
organization. In this case, the outside-in view is represented by the strategies of the

BMZ, as it models its agenda-setting primarily on its own assessment of the external
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environment in the world and the domestic economy in Germany. The KfW, on the
other hand, takes more the inside-out view, asking what is it about our competencies
that we can contribute to those goals? In this part of the analysis, this chapter will
look at the top-down strategies that the BMZ lays out to its implementation agencies.
The first step will be to look at the goals of German development cooperation,

followed by a discussion of the underlying patterns that make up the strategy.

Before that, however, there is a need for some methodological considerations. It has
already been mentioned that the primary source of information are the publications of
the ministry and the KfW. In case of the BMZ there are a multitude of materials:
There are more than 50 strategy papers alone from the last five years available for
download on the BMZ website. For the BMZ, the purpose of strategy papers is
clearly externally focused and aims at convincing a critical public of the work of the
BMZ. Additionally, there are a number of papers focused on specific topics, as well
as shorter brochures that provide condensed information. Also, the coalition
agreement is relevant, as it provides the cornerstone for the BMZ as a ministry,
which further concretizes the thematic framework for its implementation agencies.
The work of the publication department comprises short brochures with catchwords,
a roadmap that highlights progress and action steps, more abstract, visionary texts,
papers focused on specific sectors, etc. Essentially the same topics are brought up in
different ways, which suggest the intention to make it accessible for a diverse
readership - short brochures are more a marketing instrument for the BMZ, whereas
the coalition agreement is more a resource for journalists, analysts or the general
public that monitors the performance of the government. In other words, the way the
BMZ communicates its strategies highlight particularly well the first two points of
Moore’s “strategic triangle” (cf. chapter 6.3.). It is all about setting forth the goals and
objectives of the organization and gathering support for their legitimacy.

Another point that needs to be kept in mind was made about the vagueness of
government goals and strategies. This point is clearly valid when going through the
different publications: goals are frequently phrased in different phrases and in a
language that aims at maximizing validity.

The most comprehensive strategy paper of the current legislature was published in
2011, it is called “Entwicklungspolitisches Konzept Plus” and can be regarded as the

overall concept of the BMZ that combines all the different topics. According to
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Flascha et.al. (2008: 166f), strategy papers should connect the strategic with the
operative level. Meaning that it connects the vision and quantifiable goals with the
operative actions in terms of HR, financial plan, products and markets. Indeed, that
kind of strategy paper would allow readers to get a more educated picture of the
plans of the organization, however, it confirms what has been said in the previous
chapter about the specificity of the public sector: that planning and implementation
are so disintegrated that it is not an objective for the planning entity, in this case the

BMZ, to focus on operative implementation.

Instead, what it does is devising some cornerstones with regards to content and way
of work. In Mintzberg/Water’s understanding as strategy as “pattern in a stream of
decisions” (1985:257), the next section will try to carve out what are the key
decisions that create consistent patterns, starting from the goals that are formulated
by the BMZ.

7.4.1. Goals of Development Cooperation

Starting from the very top, the goals of German development cooperation are

outlined in the coalition agreement between CDU/CSU and FDP:

»1he objective of development policy is the sustained fight against poverty
and structural deficiencies in the spirit of the UN Millennium Development
Goals. Strengthening good governance, self-determination and self-help
capabilities in developing countries will be central determinants in our
development policy [...] We will concentrate on the following key sectors:
good governance, education/training, health, rural development, climate
protection, environmental protection and resource management as well as
economic co-operation (expansion/protection of the private sector, e.g.,
through PPP, micro-finance systems and infrastructure support)
(Bundesregierung 2009: 181f)

In the coalition agreement, the government is aligned with the MDGs, which, as it
was shown before, constitute the current global agreement in which direction
development efforts should be channeled towards. Regarding structural deficiencies
the reader does not really know what could be meant by it and thus it opens a wide

range of possible interpretation possibilities.
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The points about “good governance, self-determination and self-help” suggest an
emancipatory approach that aims to empower partnering countries and tries for
sustainability and independence, this is further emphasized by the motto “helping
people to help themselves” (ibid.).
In its key strategy paper, the BMZ phrases the goals in a similar way:
,unsere Ziele sind: gute Regierungsfihrung, menschenwdurdiges Leben,
Okologisch verantwortliches und Arbeit schaffendes Wachstum sowie faire

Strukturen  der internationalen  wirtschaftlichen und politischen
Kooperation.“ (BMZ 2011: 10).

Additionally, the coalition agreement highlights some other crucial points that guide
development cooperation for this legislature period: it calls for efficiency in
instruments and structure, mentioning the agreements in the Paris declaration; it puts
a lot of emphasis on economic co-operation, citing the WTO trade negotiations.
Finally, it reconfirms the 0.7 % goal as a volume for ODA, albeit with the add-on
“Within the means of the federal budget we aim to work towards this goal® (ibid.:

184), which suggests that it is not as much of a priority (cf. excursus chapter 7.2.).

7.4.2. Positioning with regards to content

The main theme behind development cooperation is combining value with interests.
This motto can be found in almost all the publications of the BMZ and runs through
them like a red thread. ,Wenn wir dazu beitragen kdnnen, dass die Globalisierung
eine gute Entwicklung fur alle nimmt, dann entspricht das nicht nur unseren Werten,
sondern auch unseren Interessen.“ (Niebel, BMZ 2011: 40)

The idea is to communicate that investing in developing countries is in Germany’s
best interest, because it paves the way for the future and secures peace. In all his
public appearances and interviews, Minister Niebel reiterates this motto'.
Accordingly, the content about development cooperation can be found in the sub-
heading ,securing peace” in the coalition agreement.

In this motto, values refer to the moral obligations that aid is connected with, the kind

of altruism that has been a driver in the past. Interests, on the other hand, refer to the

12 A collection of interviews can be found here:
http://www.bmz.de/de/presse/interviews/niebel/2011/index.html
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benefits donors have, mostly in terms of new markets for German companies. The
message of the ministry is clear: we are not afraid to admit our interests and we are
not ashamed of them, on the contrary, these interests can be the driver behind more

resources being freed for development:

~entwicklungspolitik ist nicht allein deshalb gut, weil sie altruistisch ist.

Ebenso wenig ist sie allein deshalb schlecht, weil Partner damit Interessen

verbinden. Globale Partnerschaft hei3t, dass alle Beteiligten ihre

Interessen darlegen, gleichberechtigt aushandeln kénnen wund in

Verantwortung vor einem Wertekanon zum beiderseitigen Nutzen

verwirklichen. Unsere Werte konkretisieren sich in den Menschenrechten,

wie sie in den Vertragen der Vereinten Nationen niedergeschrieben

worden sind. Wir wollen uns daran messen lassen, ob wir mehr

Eigenverantwortung und Chancengerechtigkeit ermoglichen, wir stehen

fur Subsidiaritat, Freiheit und die elementare Uberzeugung: Kein Mensch

ist UberflUssig.” (BMZ 2011: 9)
In the understanding of minister Niebel, development cooperation is ,Zukunftspolitik®,
investment in the future, and accordingly the slogan of the BMZ is ,We develop the
future” (BMZ 2011). This slogan is present in all the publications, online presence
and interviews given by the BMZ management. It has also become the slogan for the
KfW. This slogan can be understood as a rallying point in the sense of providing
value for the public as we have seen in Moore’s “strategic triangle”. It provides a
reasoning to work in the area of development cooperation and invest resources into
it, after all, if it is meant to secure our future opportunities, how can one really object
to it? However, it is not necessarily new, taking into consideration that German
development cooperation has started out with the open intention of securing future
profits (see above).
The idea of combining values with interests provides more of a content-based
guideline that indicates the direction of the BMZ. It can be understood as an
upgrading of the private sector in development efforts. This is perhaps the most
pronounced mark minister Niebel has set in the cabinet 2009-13, and it is also one
that he is most criticized for (Suddeutsche.de 08.11.2010).
This strategy of highlighting own interests in FC calls for integration with different
sectors and industries. In the coalition agreement it reads under the header of foreign
trade:

.Foreign trade and development co-operation must build upon each other

and be integrated in a seamless fashion. Development policy decisions
must take sufficient account of the interests of the German economy,
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particularly the needs of small and medium-sized companies.”
(Bundesregierung 2009: 75f)

Of course this is not necessarily a completely new orientation, but now it experiences
a renewed strengthening and it is openly and directly communicated. Concretely, this
has meant in the last few years an ever growing focus on Private-Public-Partnerships
(PPP), more money allocated to PPPs, a new service center for entrepreneurs
interested to invest in developing countries, more dialogue with the private sector in a
wide range of economic councils (Martens 2010: 28).

The two main points of criticism of PPPs are that first of all, companies mostly invest
in countries where there already is some infrastructure, educated labor force, and
rule of law, secondly the sectoral division of projects is striking: most PPPs are in the
area of economic development and thus affect the MDGs only indirectly (Martens
2010: 37).

7.4.3. The way of work

The guiding principle with regards to how agencies need to work is efficiency and the
question how structures and frameworks can contribute to that. This efficiency is

further detailed in a number of ideas put forward.

First of all, under Dirk Niebel the number of partnering countries has been reduced in
order to direct aid better. In fact, there has been a gradual decrease in the number of
partnering countries from more than 100 in the early millennium, to 58 in 2008. The

geographical focus lies in sub-Saharan Africa (Martens 2010: 18).

Secondly, there is a preference expressed for bilateral aid, justified with precisely this
higher efficiency and a ratio of 1/3:2/3 is suggested. However, there is no real
explanation for the reasoning behind this ratio and how it increases efficiency
(Martens 2010: 17). This is a good example of how the allocation of financial
resources can set a clear focus. It does not tell much about the intentions behind, but
it is unmistakable about the goal: we want more money to go through bilateral

programs.

One crucial point with regards to how the BMZ works are the guiding principles that

are the basis for the awarding processes. Additionally to the strategy papers that
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focus more on the content of the work, the BMZ publishes guiding principles that
outline how the BMZ and its implementation agencies want to work with partnering
countries. In those publications, the ownership of the partnering country is further
emphasized and the cooperation on eye-level is envisioned:
,Die  Bundesregierung und der Kooperationspartner wahlen die
Entwicklungsmal3inahmen fur die Zusammenarbeit einvernehmlich aus.
Dabei werden die Bedurfnisse, Plane sowie Forderungsvorschlage des
Partners, Absprachen zwischen [sic] und Gebergemeinschaft und die

entwicklungspolitischen Zielsetzungen sowie Foérderungsvorschlage der
Bundesregierung bertcksichtigt. [...] “ (BMZ 2008: 17)

.Bei der Forderung der Entwicklungsmaflinahmen gilt der Grundsatz des
geringsten Eingriffs. Das bedeutet, dass sie moglichst weitgehend vom
Kooperationspartner geplant und durchgefuhrt werden. Die geférderten
Malnahmen mussen in die Strukturen des Partners eingepasst sein; unter
verschiedenen Moglichkeiten der Forderung wird die Form gewahlt, die
der ,ownership®, Initiative und Tragerschaft des Kooperationspartners den
weitest moglichen Raum gibt.“ (BMZ 2008: 17.)
In terms of selection criteria regarding which projects are financed, there are two
reference points provided in the guidelines. The first emphasizes the capability of the
recipient to take ownership for the project, meaning that the project is based on the
structures and resources of the recipient, which allows the country to carry it out.
Secondly, the idea is to look for bottlenecks in development that take into

consideration the complexity of the issue:

.,Programme sowie integrierte Ansatze, die das Problem von mehreren
Seiten angehen, werden vorgezogen. Die EntwicklungsmaRnahmen
werden sektoral und soweit zweckmalig regional konzentriert.“ (BMZ
2008: 17).
In other words, any financing activities need to be analyzed in terms of causes and
effects that might be triggered by it. However, the concrete steps behind that are not

specified.

7.4.4. Positioning with reqards to Financial Cooperation

Financial cooperation amounts to the biggest factor in the resources that are
available for development cooperation and since the focus of this thesis are the
strategies of the KfW, this sub-chapter puts an extra focus on what strategic

cornerstones can be found in the BMZ strategies regarding FC.
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For once, it can be deduced from the BMZ strategy paper, that the German
government is rather critical towards the role of ODA and places a strong emphasis

on innovative financing mechanisms:

“ODA sollte nicht zur ,Heiligen Kuh® der Entwicklungsfinanzierung werden.

Neue Finanzierungswege mussen Defizite angehen und zum Dialog Uber

eine an Wirksamkeit orientierte Entwicklungsarchitektur beitragen.“ (BMZ

2011: 16).
An example for new financing mechanisms is given with the reduction of trade
barriers, saying that this is not reflected in ODA, but fosters development in many
ways, as it is highlighted in the Monterrey Consensus. Accordingly, the BMZ website
provides a lot of reading materials on all kinds of innovative financing mechanisms
(cf. chapter 3.2.) albeit without strategies on their implementation, but including a
short reference as to why its implementation is not feasible yet'. Since innovative
instruments always need to be negotiated on a higher political level, potentially even
on an international level, the BMZ does not see itself in a position to be the main

driver behind new instruments and innovative financing solutions.

In terms of recipients, the BMZ provides a framework for loan and grant conditions,
based on the development status of potential partner countries. That way, the BMZ
differentiates between target countries and ascribes different needs to LDCs, fragile
nations and newly emerging nations (Liebig/Wiemann 2008:10f).

What is striking, though, is that there are no target numbers regarding how much
money should be allocated for which focus area or region. It can be assumed that
this kind of planning exists internally, and is not published in order not to make too
many promises. This suggests that in terms of directives for the KfW, the overall
volume of funds is the determinant rather than specific plans based on which projects

should be financed in which regions to what extent.

'3 For more information see:
https://www.bmz.de/de/was_wir_machen/themen/entwicklungsfinanzierung/innovativefinanzi
erung/index.html
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8. Strateqy of the KfT\W

The previous chapter has set the cornerstones of German DC and outlined how the
BMZ designs the umbrella framework on an ideological level in which the KfW tries to
fulfill its mandate. The objective of this chapter therefore is to examine how the KfW
interprets the framework it is given and how the resulting strategies on an operational
level of FC look like.

The structure of the chapter adopts an inside-out perspective that starts from looking
at the KfW as an organization. The reason for this is that, since the BMZ defines the
framework for FC, the KfW has little freedom in reassessing those goals based on
their own interpretation of the external environment. Rather, it adapts its instruments
and tools to fit into the overall strategy most effectively.

The first step is to look at the organizational set-up and structure of the KfW and its
decisions making processes. That will provide an understanding of how power is
exercised in the organization. Secondly, this chapter will look into how the KfW
positions itself and what are the available instruments for realizing their goals. As a
final step, there is a focus on the realized strategies of the KW and they are back-

connected to the deliberate strategies.

8.1. Organizational Set up

The KfW is one of the largest banks in Germany with a balance sheet of 450 billion in
volume. It comprises several business units under one roof, development financing
just being one of them. The different business units are separated into domestic and
international financing. Domestic financing focuses on a wide range of target
audiences within Germany: individuals, students, entrepreneurs, German middle
class, SMEs, etc. International financing is divided into promotion of exports and
development finance. Hence, the goals of KfW Banking Group are very broad,
encompassing a wide range of activities. The biggest focuses include environmental
protection, infrastructure or entrepreneurship and innovation. Overall, development
cooperation is a small piece of KfW’s portfolio. In 2011, export financing added up to

13.4 billion Euros, whereas the volume of the development bank and DEG accounted
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for 4.5 and 1.2 billion Euros respectively. In sum, export financing is also much lower
than domestic promotion, accounting for around one third of the overall loan volume
of €70 billion in 2011 (KfW 2012: 8).

The KfW positions itself as a promotional bank, its slogan “Bank aus Verantwortung”
(banking built on responsibility) indicates that it works on a social mandate,
differentiating itself from conventional commercial banks. In its self-understanding,
KfW sees itself as a promoter of opportunities, in Germany and abroad, not as a
bank that is profit-oriented. As a bank, it follows the guiding principles of efficiency
and market orientation, while at the same time being aware of its mandate and public
servicing role.

According to the KfW law, the KfW is a public institution, its nominal capital of 3.7
billion Euro was provided by the federal republic (3 billion) and the federal states
(Lander). For its operations, the KW can re-finance itself by taking out loans or
issuing debt securities, thus operating mostly like commercial banks. However, the
“short-term liabilities of the Institution must not exceed ten percent of the medium and
long-term liabilities” (KfW 2007: 11), putting some kind of ceiling on extensive re-
financing.

One of the institutional problems of development banks is that they can be tempted
to use money irresponsibly because in the end the state is liable. This is no different
for KfW:

»1he Federal Republic guarantees all obligations of the Institution in re-
spect of loans extended to and debt securities issued by the Institution,
fixed forward transactions or options entered into by the Institution and
other credits extended to the Institution as well as credits extended to third
parties in as much as they are expressly guaranteed by the Institution.”
(KfW 2007: 7)

Therefore it is primarily up to the management and its sense of leadership and
direction that determines whether or not the bank becomes a burden for taxpayers.

In case of profits, it is laid down in the law that a fixed amount of profit goes into
statutory reserves, and anything exceeding that goes into a special reserves fund.
There are no distributions of profit and therefore no pressure for the bank to work for
profit (Kf\W 2007:17).
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8.2. Decision making structure

The management structure is divided into the Executive Board (Vorstand) and the
Board of Supervisory Directors (Verwaltungsrat). The Supervisory Directors are
responsible for appointing the executive board, which consists of at least two people.
The Supervisory Board consists of several ministers, as well as members appointed
by the parliament (Bundestag) and the federal council (Bundesrat). Also, there are
representatives of the banking sector, the industry, unions, and municipalities.
Decisions are based on simple majority and members are appointed for 3 years. Its
main role is that of the controlling body of the Executive Board. In the way the
Supervisory Board is set up it is visible how political power is exercised over KfW
Banking Group, since key members of the Board are political representatives, but at
the same time this influence is limited as operations are managed by the Executive
Board as a separate entity.

An interesting point in terms of the organizational structure is that there are several
units that work cross-functionally for the whole KfW Banking Group and consequently
some decisions are taken for the whole bank. This is especially true for risk
management and risk controlling. The risk strategy is decided directly by the
Executive Board and applied for the whole company. This means that there are no
differences between the development bank and the other business units.

Within the KfW Entwicklungsbank business unit, the bank is structured according to
geographical regions, which are again divided in different thematic topics.
Additionally, there are separate departments for development & climate and the

carbon fund, as well as departments related to banking processes (KfW 2012a: 62).

Overall, it is important to emphasize that since Kf\W Entwicklungsbank is not entirely
a development bank, as it is one business unit of KW Banking Group, the top
management actually manages all the units and key decisions, such as the risk
strategy. Taking into consideration the size of the different divisions of the KfW, it is
clear that development banking is not a big focus within the banking group. Thus, it is
safe to say that the overall goal for the bank to stay profitable is higher ranked than
goals that are connected to the impact and efficiency of development loans (Graf
1996: 179).
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8.3. Positioning in terms of goals and beliefs

Similarly to the BMZ, KfW Entwicklungsbank invests a lot in the PR materials that
position the bank as a relevant player in working towards a better world. Its role in
that is providing funding for projects that would struggle finding investors and thus

enable their implementation:

.Die  KfW Entwicklungsbank unterstitzt schwerpunktmallig den
offentlichen Sektor in den Entwicklungs- und Transformationslandern beim
Ausbau der sozialen und wirtschaftlichen Infrastruktur sowie beim Umwelt-
und Ressourcenschutz. Die Forderung zielt auf eine dauerhafte
Verbesserung der Lebensbedingungen der Bevolkerung der
Entwicklungslander. Bekampfung der Armut, Starkung der nachhaltigen
wirtschaftlichen Leistungsfahigkeit und Unterstutzung von strukturellen
Veranderungen sind zentrale Férderaufgaben.” (KfW 2008: 8)

From this own definition of function and goals it is visible that the KfW primarily works
with partnering governments on projects that yield scalable development effects,
aiming for structural change and long lasting changes. The main focus areas for this
kind of change are climate protection, water and financial systems (KfW 2008a).
Since the BMZ strategy does not outline a breakdown of which sectors or topics the

bank should primarily focus on, it is up to the KfW to set this focus.

Also, the KfW tries to establish itself as a relevant player in development questions,
showcasing expertise through its own research department and publication of
position papers. It comments on topics such as innovative financing products, MDG
measurability and MDGs after 2015, or also post-developmental critique. These
papers are usually short and concise and give a glimpse of the practitioners’ account

of delicate development issues.

Cooperations
KfW Entwicklungsbank also positions itself as a player embedded in the global

development finance architecture.

In its introductory brochure, emphasis is also put on cooperation; highlighting the
partnerships within Germany, particularly with the DEG and TC implementation
agencies (GIZ) and the private sector. Internationally, the European network,
especially joint projects with the French development bank, AFD, and the World Bank
are mentioned (KfW 2008a).
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The KfW is not just an implementation agency of the BMZ, but it also works with
other ministries: “More than EUR 107 million of budget funds and own funds have
been deployed on behalf of the BMU [Bundesumweltministerium], with a particular
focus on promoting climate protection programmes. KfW Entwicklungsbank
committed around EUR 98 million for projects on behalf of the Federal Foreign
Office” (KW 2012a: 43). These numbers have roughly stayed the same in the last

couple of years.

8.4. Analyzing the strategies of the KfW - introductory notes

Chapter 6 has shown that analyzing strategies is not a clear-cut, black and white
issue. First of all, despite the general idea what the purpose of strategy is and how
we can describe the process of its formulation, there are no real conventions as to
how strategy looks like and how it manifests itself. Hence, there is no clear
framework as to how to look at a strategy. Deliberate strategies can be formulated in
strategy papers or communicated on Powerpoint presentations to the general public
or the own staff. Emergent strategies only become apparent in retrospect and are
thus harder to trace back.

In this context, the key question was focused on the goals of a development bank
and how development consensuses are broken down and the defining factor are the
strategies that connect them. “[S]trategy is about connecting effective means to
important goals” (Gompert et.al 2008: 22). The goals of development cooperation
have already been discussed. The means are the processes of the KfW, which are
discussed in this chapter. First it will look at the steering elements that are available
for the KfW to take strategic decisions. Then it will look at the realized work of the
KfW because since it works within the thematic framework of the BMZ, and is tied to
its goals and deliberate strategies, it is more relevant to look at the realized patterns
and not only ex-ante publications that lay out plans. Hence, the main sources of
information are annual reports and evaluations that shed light on the realized
strategies that were carried out. Through this it will be possible to assess how the
deliberate plans of the BMZ fit to the strategies that were ultimately realized. The
KfW itself publishes these reports, although it does not disclose the concrete
authorship. Similiary to the publications of the BMZ, they target a general public that

is interested in Germany’s FC and what happens with tax money overall. Therefore
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reports published by the KfW have the underlying intention to gather authority and
support for its work. Financial Statements as well fulfill the legal needs to be
transparent and disclose the balance sheet with information about the status of the
state bank. Other important sources are publications that the KfW publishes as part
of its research and opinions on developmental questions. Those ones are more
directed towards an expert audience that tries to find information on the content-

specific positioning of KfW.

8.4.1. Steering Elements

One important question when it comes to assessing the focus on development goals
of the KfW is the question what are actually the autonomous decisions the KfW can
make. Which are the elements that can be influenced by the bank and thus lay a path
for its own contribution and which are the elements that have the most leverage. The
mandate of the KfW is to channel funds to projects or enterprises in need.
Essentially, there are two central leverage points, namely which funds, how do they
look like exactly and secondly which projects and how are they selected. These are
the questions that represent the bottlenecks in the strategic decisions taken by the
KfW.

8.4.1.1. Instruments of FC

In 2011, KfW Entwicklungsbank made commitments worth €4.5 billion to developing
and emerging countries. Out of that amount, 79% of funds meet the ODA criteria and
are thus qualified to count for German ODA. This percentage grew steadily in the last
years, making the KfW an important contributor to German ODA (KfW 2012: 43).

The instruments for financial cooperation are defined by the BMZ and comprise
different forms of loans and grants. These are the instruments that are available for
the KfW to fulfill the common objectives. Grants are only for LDCs. Countries with a
low per-capita-income and IDA eligible countries (see excursus below) receive loans
with 0.75% interest over 40 years, including 10 interest-only years. Other partnering
countries receive loans with 2% interest over 30 years, as well including 10 interest-
only years (BMZ 2008: 32).
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LDCs Low-Income Countries Other Countries

Grants X
Loans 0.75% interest (IDA Loans) | 2% interest (Development
Loans)

Table 3: Allocation and conditions of grants and loans

With regards to the loans, there are three distinct types that differ in terms of where
the money comes from™. With Verbundfinanzierung (composite financing), federal
funds are combined with KfW’s own resources. The state takes over 90% of the
default risk; the KfW covers the remaining 10%. This kind of credit has a credit period
of maximum 25 years and is meant for countries that have a high credit rating. On
their website, the BMZ cites especially investments into infrastructure and the
financial sector as examples.

The second type of loans is subsidized loans for which the BMZ subsidizes KfW
funds that are raised on capital markets in order to lower the interest rate. These
loans usually have a shorter duration and are mostly used for investments in
partnering banks that work with targets groups such as SMEs.

Additionally, the KfW provides so-called Férderkredite (promotional loans) that are
fully taken out of KfW funds and are loaned to partners at rates that are closer to
normal market conditions. The KfW bears all the risks and there is a shorter maturity
of usually 4 years. These loans are only available for countries that do not have debt
issues and are relatively stable. Mostly, these loans are used for re-financing of
projects, primarily in PSD and PPPs.

Lastly, a type of development loan that has become more rare in recent years is
Mischfinanzierung (mixed credit). Mixed credits are tied to export credit guarantees
and are thus clearly associated with export promotion. It also combines funds BMZ

funds with funds that the KfW raises on capital markets.

14

See:
https://www.bmz.de/de/was_wir_machen/wege/bilaterale_ez/zwischenstaatliche_ez/finanz_z
usammenarbeit/index.html
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Name Terms and | Source of funds | Purpose
Conditions
Composite Max. 25 yrs | Mix of ministry | For countries that
loan and KfW funds; | are credit-worthy;
KfW carries 10% | mainly used for
of the risk investments in
infrastructure  and
building up of the
financial sector
Subsidized n/a Ministry Mainly used for
loans subsidizes  KfW | partnering banks
funds to lower |that support SMEs
interest rate; KW | or investments in
carries 20% of | financial sector
the risk
Promotional Market Only KfW funds; | Projects need to be
Loans conditions KfW carries full | profitable as well as
risk relevant for
development;
Mixed Loans n/a Mix of KfW and | tied to export
BMZ funds guarantees

Table 4: Overview over instruments™

Carrying out these loans is the key business of the KfW. It is important to note that in
the loan giving business there is very little room for adaptation and change. The main
factors that can be adjusted are the maturity of the loan and the interest rate.
Therefore it comes as no surprise that essentially these terms and conditions were
very similar 50 years ago when FC started. In the 1960s, the typical development
loan had a maturity of 30 years and 2,5% interest and 8 years of interest-only
payments (Cernicky 2011: 77). Compared to those times, the main difference today
is that the conditions of loans are more diversified, with an increased focus on
different purposes and target groups.

This shows that the KfW has become more adept at diversifying its products for
developing countries, clearly defining different target countries. Also, it clearly
confirms the point that has been made about instruments not being exclusively public
or private. However, there is an obvious trend when taking into consideration that the
latest product, the promotional loan that was introduced in 2003, is not considered a

development loan, it can be concluded that new products are focused more on

'* based on
https://www.bmz.de/de/was_wir_machen/wege/bilaterale_ez/zwischenstaatliche_ez/finanz_z
usammenarbeit/index.html
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countries in transitions or countries that do have a certain infrastructure and credit-
worthiness. The concepts of grants and loans have largely stayed the same.

There is no data publicly available on which instrument is used to which percentage.
But it seems likely that especially for the instruments with a higher percentage of KfwW
funds the volatility on capital markets plays an important role and therefore it is hard
to make predictions. As for grants, the budgeted sum of BMZ funds is relevant, which

highly depends on the political will.

8.4.1.2. Criteria of selection

The second steering element that allows the KfW to implement strategies is based on
the decisions on whether to finance a project or not. Therefore, the criteria that are
applied in this context are of interest here.

The first step is always the governmental negotiations between the BMZ and the
partnering country. Only if the BMZ has a country strategy in place and a bilateral
agreement has been reached, the KfW is involved in the process. The initiative on a
new project or program is started by the partnering country, which approaches
German development cooperation with a certain need. The first crucial point for the
BMZ is to assess whether the initiative meets the objectives and focuses of German
development cooperation (BMZ 2008). That means that the collaboration is more
based on a demand led system, in which the BMZ decides whether it can meet this
demand.

While the governments decide on the overall cooperation, the KfW works directly
with the partnering implementation agency, either a company or public institution on
the feasibility studies and it transmits a report that assesses the basic conditions of
the partner in terms of legal and financial factors, objectives and relevance of the
project, sustainability assessment and all kinds of other frameworks that determine
whether or not the project fits into the principles of the BMZ/KfW. This report is sent
back to the BMZ, which decides whether or not the KW gets mandated to start
contract negotiations. That means that without the approval of the BMZ, the KfW is
not authorized to start negotiations on a specific project.

The next step is to negotiate the contract, based on the different conditions and

instruments (see above). After signing the financing agreement, the actual
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implementation phase begins, run by the implementation agency, also being the
main responsible to hire consultants or call for necessary subservices. From this
point on, the KfW acts as a monitoring entity that supervises the agreed usage of
funds and reports back to the BMZ (KfW 2012b).

Some 3-5 years after completion of the project, ex-post evaluation becomes relevant.
However, not all projects are evaluated individually, while some are evaluated ex-
post, some evaluation are done on a sector level, by taking different samples from
the same sector or region, other evaluation have a strong impact focus (KfW 2011c:
9). KW Entwicklungsbank sustains an own evaluation department that is run by
externals. Its responsibility is to conduct all kinds of evaluations, which differ from
each other in methodology. Every two years an evaluation report is published that
communicates the overall outcomes of the evaluations. According to the latest
publications in 2010, 79.1% of projects were considered to have been successful
(KfW 2011c: 15).

Evaluations are based on five key criteria and the rating scale goes from 1 to 6,
whereas 1-3 considers the project to be successful. The five criteria are: relevance,
effectiveness, efficiency, impact and sustainability (KW 2011: 46f). This factor of
measuring the performance of KfW financed projects is a crucial element for
gathering support for its activities and gaining credibility. In fact, it is a core process
of strategic management in public institutions (Petris 2010: 5). However, this process
is considerably more complex than in the private sector, since criteria such as
efficiency or impact are difficult to quantify. Much depends on the people that

manage that process and take the crucial decisions.

Looking at this process, there are several institutional issues that come to mind when
assessing the efficiency of that cycle.

First of all, according to the Paris declaration and the guidelines of German
development cooperation, the initiator needs to be the partnering country, which
means that despite country strategies, the BMZ and KfW are more driven by
demand, rather than their own plans. This results more in a pull-mechanism when it
comes to loan negotiations. As a consequence, a strategy that would suit this way of
work needs to be very outward oriented, involving a sound understanding of potential
needs of partner countries. Also, what matters are the institutions that are in place

with regards to credibility and legitimacy, since the way the organization is externally
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perceived influences its scope of work (Appel 2009: 47). Therefore, while the
individual content focuses of the Kf\W may matter, the external relationships with
partner agencies are even more crucial.

Secondly, in theory, the KfW itself actually has no steering power, because it is up to
the BMZ to decide whether or not projects are approved for financing or not. In
practice, however, the BMZ relies heavily on the suggestions of the KfW, which is
also connected to the structural set up of FC. Since FC is delegated to the KfW, it
has more expertise in this area and thus the BMZ is not so much of a controlling
instance, but rather follows the assessment of the KfW. If at all, control is more
exercised in the context of administrative questions, but not in terms of whether the
goals of development cooperation are followed through (Graf 1996: 186). Additionally
to that, there is a clear information asymmetry that marks the communication
between BMZ and KfW. Since the KW conducts the assessment of the project and
judges its overall creditworthiness and usefulness, it has more information on the
reality of the partner, which makes it difficult for the BMZ to actually have
independent information, since it relies on the KfW for gathering that data (Graf 1996:
187).

Lastly, when looking at the incentive structure of the KfW, it is in a better position if it
gets a high percentage of projects approved because otherwise, the resources that
were put in the feasibility study and report to the BMZ are sunk costs that are not
recovered, since the KfW gets its budget based on the loans it actually grants, not
based on its actual labor inputs. This results in a natural incentive to get more loans

approved, based on volume, rather than quality (Graf 1996: 181).

8.4.2. Realized strategies of the KIW

Looking at the annual reports of the KfW, they read more like an info brochure. Each
year, there is a specific focus, in 2011 for example, the focus was laid on fragile
states and the work the KfW conducts with them. The year before, the focus lay on
urbanization and development of cities, and in 2009 the focus was on Africa as a
region. These focuses are not necessarily connected to a strategy; they are more
highlighting one section of activity that is part of the overall KfW portfolio. Therefore

the main source of information lies in the statistical part of the annual reports.
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Sources of funds

Looking at the total commitments 2007-2011 (Figure 3) there are a few things that
come to mind. First of all, the budget funds are almost stable, experiencing slight
decreases in 2006 and 2010, and increasing a bit in 2011. The funds that the KfW
raises on international capital markets fluctuate more. Especially in the wake of the
financial crisis in 2010, the number of funds raised on capital markets increased
significantly. This allowed for a record level of commitments in 2010 of € 4.5 billion.
(KfW 2011b: 53).

5.000
Origin of total funds committed in 2007-2011 (EUR in
4500 millions) _ |
183 343
4.000
3.000 80 . 5505
2.500 1 - -2.135- 1.923
2.000 _1-712 -
1.500
1.000
1.446 1.448 1.430
500 1.210§ _ _ _
0
2007 2008 2009 2010 2011
EBudget Funds KfW Funds Delegated Cooperation (third-party funds)

Figure 3: Origin of total funds committed in 2007-2011. KfW 2012a: 43.

These funds that come from different origins are put to use in different regions. Out of

€626 million that went to Sub-Saharan Africa, roughly 70% came from budgets funds.
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In general, the composition of funds varies greatly according to the different regions.
While Sub-Saharan Africa, and also North Africa/Middle East, receives more budget
funds, European/Caucasus countries mostly receive KfW funds (KW 2012a: 44).
Indeed it is part of the risk strategy of the KfW that budget funds are more available
for LDCs.

Taking into consideration the fluctuations shown in Figure 3, it is apparent that
budget funds are more stable and it follows that the support for LDCs has not
changed much, whereas more money is available for emerging and low-income

countries that are eligible for direct KfW financing.

There are no planned projections published that would tell something about
estimated volumes of the coming year. This is again connected with the specific role
of government planning: any governmental agency would only set itself up for
criticism if it publishes this kind of information that might exist internally. Also, it can
be considerably invalid since it is difficult to make projections when things can
happen easily that overthrow the budget on short notice. This is also true for the
funds raised on capital markets, since capital markets tend to be volatile and it is
difficult to estimate accurately how much money can be raised in the coming years.

In short, there is no incentive for the KfW to set and publish financing targets for the
coming years. In that way, the amount of financing follows a more emergent pattern,

depending on the external factors that determine how much capital is available.

Sectoral Focuses in 2011

According to the mandate of the KfW, finance is the crucial element that enables
projects to be carried out. It is the resource, which, if allocated appropriately, has a
huge leverage effect on achieving developmental goals. The key questions regarding
whether or not that is achieved are how much money is put where and to what use.
Looking at the third dimension, the actual purpose it is used for, completes the view
on the strategies of the KfW.

Based on the annual report of 2011, the biggest share went to projects improving
public Infrastructure, particularly, water, waste management and sewage systems,
for which around €750 million were invested. Under the heading “public

infrastructure” also educational and health related projects are listed. However, the
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amounts are staggering: €150 million went towards educational infrastructure and
€198 million towards health care (KfW 2012a: 46). This stark difference suggests are
clear bias. The second biggest share was investments in the Financial Sector,
particularly supporting microfinance institutions (around 80% of the funds). Economic
infrastructure is the third “priority development sector” and sums up anything
connected to renewable energy and efficient use of energy. Other projects amount to

17% of KfIW commitments:

Total Commitments by KfW Entwicklungsbank in 2011 by
priority development sector in %

® Public Infrastructure

¥ Financial Sector

® Economic Infrastructure
Production Sector
Other

Figure 4: Total Commitments in 2011 by priority development sector. KfW 2012a: 46.

Additionally to this division based on focus sectors, the KfW also highlights
specifically its contribution to each of the MDGs. For this, it has developed an own
MDG “reporting system” together with the university of Gottingen that deals with the
difficulty of evaluation and impact assessment of the “MDGs Plus”. “MDG Plus” refers
to the classification of the government that adds economic growth and good
governance to the goals and splits Goal 7 (regarding environmental sustainability)
into “local” and “global”’ effects. The methodology uses a scoring system that
estimates the expected impact on these 11 goals. Each planned activity allocates in
total 10 points to them, dividing them more equally among them if the projects affects
more MDGs or allocating all 10 points to only one MDG if it is the only expected

outcome (KfW 2010). This methodology was developed for ex-ante estimations of
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expected outcomes; however, it is also used for ex-post reporting purposes.
According to that, Kf\W funds contributed to all the “MDG Plus”, albeit to a different

extent:

Contribution to "MDGs Plus"

B Economic Growth

EMDG 7 (Local Environment)

EMDG 1 (Extreme Poverty and
Hunger)

B MDG 7 (Global Environment)

B Good Governance

EMDG 3 (Gender equality)
MDG 4 (Child Mortality)
MDG 8 (Global partnership for
development)
MDG 2 (Primary education)
MDG 6 (HIV/AIDS, tuberculosis,

etc.)
MDG 5 (Maternal mortality)

Figure 5: Contribution to "MDGs Plus”. Kfw 2012a: 48.

It seems that the strategy is to invest a little bit in each of the MDGs, in order to
spread impact as far as possible. That way the KfW is able to say that it promotes all
the goals and thus considers all of them important. It is especially striking that the
highest contribution is to Economic Growth in general, which is actually no distinct
MDG, but only part of the MDGs Plus.
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Regional Division

In terms of regional division, there are clear differences between money allocated
from the BMZ budget funds and money coming from KfW resources (KfW 2012a:
59ff). In 2011, the KfW signed commitments on behalf of the BMZ with 57 countries,
the top three receivers being Afghanistan, Kenya and Yemen. Afghanistan generally
is a big focus for Germany, also in terms of foreign affairs with troops being deployed
there. For the other countries, in terms of regional division, the majority of funds are
allocated to African countries. Commitments made for KfW funds were higher in
volume, but focused on a significantly lower number of countries, namely 9 countries
primarily in Eastern Europe. However, the biggest partner country for the KW was
India, receiving by far the biggest share of commitments with €462.59 million (ibid.).
This is a clear example of what is meant by KfW funds only financing credit-worthy
countries. India is part of the BRIC countries that have experienced impressive
growth in the last decade. Despite recent slowdowns in the wake of the economic
crisis, India still grew 5.3% in the first quarter of 2012, still providing ample
opportunities for foreign investors (BusinessWeek, 13.6.2012).

This suggests that there is actually a very big difference between money coming from
the national budget and funds that are raised on capital markets, even though both

sources claim an outcome of reaching development objectives.

8.5. Critical assessment of the strategies

8.5.1. Thematic bias

The first thing that comes to mind when looking at the realized strategies of the KfW
is the strong thematic bias towards climate protection and sustainable energy.
Although the rhetoric as part of the goal setting and objectives always highlights a
wide range of goals and cites the MDGs as an overarching direction, the realized
strategies speak a different language. It seems that the thematic focuses set by the
BMZ and as well the KfW, act as a kind of umbrella for investment decisions,
indicating the overall range of possible fields of applications. However, within this

frame, the focus is very clear.
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It is for sure no coincidence that the thematic bias towards climate protection and
sustainable energy use is also a focus of the Ministry of Economics and Technology
and one of the strongest export industries in Germany. And that is exactly where the
critics blame the BMZ for only catering to the German export industry. More
pragmatic voices will highlight that the BMZ is open about bridging the interests of
the German economy and development co-operation and that it has never claimed
otherwise. This marks the new paradigm in development cooperation: Being frank
about own interests and not pretending that commitments are based on good will and

altruism.

With regards to the MDGs, the KfW seems to follow a strategy that is primarily aimed
at silencing critics: it makes sure that all the MDGs are somehow represented in the
portfolio, even if at a very low percentage. Also the creation of the “MDG Plus” speak
a clear language, saying that we want to set our own focuses, and as a result, the
highest percentage of projects funded are in the somewhat fuzzy area of “Economic
Growth”.

The challenge is that there is no real hierarchy of goals defined. Because of the very
vague formulation, any course of action would be applicable. This lack of a clear
hierarchy of goals also makes it easy so shift focuses quickly. For example, in 2010,
the report announced a focus area for 2011 together with GIZ that was “Responsible
Economic Action — Sustainable Development” (KfW 2010). However, this focus was
nowhere reflected in the report of 2011. It was merely a headline in the annual report,

but no breakdown of subsequent goals and operative actions.

This thematic bias is actually fully justified by the problem FC is trying to solve. Ulrich
(1990: 115f) states that the first step in dealing with a complex environment is always
the goal setting, the good understanding of what it is that should be achieved. That
requires an unmistaken identification of the problem before any actions can be
designed: “a problem defined is a problem half solved” (Petris 2010: 6). When it
comes to financial cooperation, however, the definition of the problem would read
something like the problem in development is that there are not enough funds to
enable necessary developmental projects. Strictly speaking, the problem is the lack
of funds, which, at first glance, is not directly connected to the question of what

should happen with those funds, but it is more directly connected to the question of
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where they can be raised. This reveals two different levels on which BMZ and KfW
are working. KW works under the assumption of the lack of funds, thus focusing on
procurement of funds and its loan businesses. For the BMZ, as the ministry of
development cooperation and responsible for the content, the problem definition is
somewhat fuzzier and a bit unclear. This level is the “umbrella” level of goals of
development cooperation and it is characterized by vague formulations of direction
and some focus areas in terms of topic. The second level is the “operative” level,
which is summarized by the operative instruments of the KfW. On this level,
decisions regarding loan and grant instruments are taken and the concrete terms and
conditions are formulated. This operative level is characterized by not having a direct
connection to the translation of strategies, but rather an enabling position by making
it possible for others to fulfill their objectives and thus also contributing to those of the
BMZ.

It so happens that the different levels on which FC operates are also reflected in
different goals on each level. For the level of the KW Entwicklungsbank, monetary
goals are relevant, goals that are connected to the volume of projects funded. Moore

(1995: 213) connects this with the organizational structure of an organization:

“The only difference [of goals on different hierarchy levels] is that they do
so at different levels of abstraction. Thus, the lower level objectives simply
describe what is meant by the higher level goals or what particular things
the organization will do in pursuit of, or as an expression of higher level
goals.”

In this interpretation, it can be argued that one element of the goals of development
cooperation is the number and volume of funds transferred, and this is concretized

on the accountability level of the KfW.

These different levels also have implications for the perspective that they take: In the
introduction there was a differentiation between market-led and competency-led
strategy creation. While the strategies of the BMZ are based on the question what is
it that is needed for the world as well as the German export industry? The work of the
KfW is based on the inside-out question: what is it about our core business and core
competence that we can contribute to this question? Starting from the assumption
that the problem is the lack of funds. From the side of the KfW it is clearly its

longstanding experience in banking, its credibility and size and its unique position to
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have access to budget funds and capital markets to create flexible and unique loan

products for its partner.

8.5.2. Structural Issues

The division of responsibilities between ministry and bank does not allow the bank to
set own focuses as it is tied to the goals that the BMZ sets. Being the intermediary of
funds, the KfW is one link in the chain of implementing agencies. This has resulted in
development banks being criticized for a lack of efficiency when it comes to reaching

the target group. Graf (1996: 121) talks about a ,white-collar mentality*:

,2Daruber hinaus liegt die Tendenz zur Bedienung von GroRbetrieben auch
im Selbstverstandnis der Entwicklungsbanken, die sich nicht als Bank des
kleinen Mannes betrachten, sondern nur den GroRRkredit als
prestigetrachtig ansehen®.

Yet, it is not just a question of prestige, but also of cost-incentives since it is relatively

more costly to conduct appraisals and monitoring if the loan volume is smaller.

In this institutional system, there is a natural distance between the people for who
development programs and projects are made for and the implementation agencies
of donors. Since its main cooperation partners are governmental agencies or
implementing companies, the KfW is more of an indirect facilitator than a direct actor.
The funds that are channeled have, at best, a supportive effect, but there will always
be constraints for a development bank like the KfW to reach its target group directly.
Therefore, the possibilities the KfW has to influence where the money is channeled to
and how it is used are limited. In essence, the key element that the KfW could steer
is the decision point, on which projects are chosen for financing, which, as it has
been shown, is actually the decision of the BMZ. As a consequence, the biggest
leverage for the KfW is to take care of its responsibilities as a bank, meaning its
efficiency in procuring funds, managing defaults and staying profitable. These are the

key incentives for the bank: to focus on its core business.
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9. Final Conclusions

At the beginning, the overall question was phrased of how development banks,
specifically the KfW Entwicklungsbank, are able to translate prevalent consensuses
of development into their operational work and thus steer the process of development
through their strategies. The objective was to find out what kind of strategies are
applied to achieve what exactly and what the leverage power of a bank is in this
complex transformation. It has been shown that this transformation is characterized
by an interplay of political decision making and economic applications in the financial
sector. In the preceding analysis, it has been shown that there are several issues that
complicate that process and impede a goal-oriented, comprehensive work towards

reaching betterment for people in developing countries.

9.1. Issues that complicate the strategic work of development

banks

The first issue is already raised with the question of consensual goals in this complex
matter of development. For Ulrich (1990: 115) the first step in dealing with complex
environments is always the concrete goal setting. In the context of development this
is already difficult, as goals can be very diverse and cause and effect relationships
are difficult to trace back.

The realizations that are the outcome of more than 60 years of development
cooperation, namely that development is a more complex issue than it was presumed
sixty years ago also make it possible to focus on a multitude of goals. Even the idea
of satisfying basic human needs allows focusing on either food security, housing,
health care provision or other issues, since all of that could be understood as basic
needs. This complexity is reflected in the MDGs that are still the defining direction for
at least the next three years.

The overall goal of increasing individuals’ perspectives and possibilities by assuring
that their basic needs are met allows for a multitude of actions and procedures.

However, there is an overall lack in hierarchy, which makes it difficult to come up with
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strategies that are focused on specific goals. In short, there has been a
defragmentation of goal setting on the agenda of international development efforts.
This defragmentation makes it easy and hard at the same time to achieve something.
Easy, because basically any kind of effort can be understood as relieving poverty or
working on achieving the MDGs; at the same time it makes it harder because efforts
are diluted and efforts become washed out. Exactly for that reason, it is tempting to
either condemn development efforts or advocate for their continuation, depending on
which perspectives are taken, and whether it pertains to the whole system or one
specific issue within that system that should be tackled.

In light of this defragmentation, various financing mechanisms have crystallized that
focus on specific and very concrete needs. In the context of these instruments’® the
goal setting and focus are unambiguous and clear as they respond to one specific

concern in the form of a public good that is not provided (Conceicao 2006: 270).

As a result of this overt lack of a hierarchy in goals, there is definitely a covert
hierarchy that is not communicated as such, but deductible from the realized
strategies. In the case of the BMZ, it clearly communicates that there can’t be
development without growth, but growth alone is not a sufficient indicator, so what
actually matters is the individual well being of people that, however, is triggered by
money, which is brought by economic growth. Hence, there is a clear bias towards
measures that favor investment into economic growth over satisfying basic needs,
even though the ultimate goal, that is stated, is the individual well being of people.
Another way to deal with this defragmentation of goals is what is practiced in the
multilateral arena: with different countries and interests at play, the common
denominator at international conferences is to phrase behavioral guidelines that are
meant to set the direction of development cooperation. One example is the Paris
declaration that defines cornerstones for effective development cooperation.

One of these guidelines is the agreed upon desired state that should put developing
countries into the driver seat of their development. Also in the guidelines phrased by
the BMZ the ownership of the country and its ability to steer and carry out the

implementation of a project or program is emphasized. As a consequence,

'® examples include the Global Fund to Fight AIDS, Tuberculosis and Malaria, BioCarbon
Fund, Drugs for Neglected Diseases Initiative, Global Vaccine Enterprise, etc. (Conceicao
2006: 273)

98



development cooperation becomes more demand-driven, making it even more
difficult to devise strategies that are targeted to achieve a concrete goal. This issue of
demand-driven is already evident in many development banks that focus on private
sector development (DEG, OeEB). Also, the loan business as such is generally
demand driven, as it is the receiver of the loan that applies the procured funds.
Therefore it is difficult for development banks to set a strategy and follow it through.
Even for the KfW, which works on a clear political mandate, this is already the case
as it is dependent on the negotiations between the BMZ and the partnering country.
While it is perfectly reasonable for developing countries to be in charge, it also
provides more incentives for northern donors to re-emphasize their own interests in
financing the partner countries’ initiatives. This is perfectly well reflected in the

values-with-interests strategy of the BMZ.

The second issue that crystallized is related to the institutional environment in which
development banks operate. Devising strategies is based on the assumption that
strategy means taking active decisions that steer an organization in a specific
direction. It means connecting the goals of an organization with the means in which
they are pursued. It has already been shown that he goals are highly defragmented.
When it comes to means, in the context of financial cooperation, they are the
instruments that are applied and the conditions under which loans and grants are
disbursed. In general, “either means or goals can dominate the consideration of
strategy” (Gompert 2008: 22). This focus on either goals or means can lead to
vaguely formulated goals that do not reveal anything about how to actually achieve
them, or focusing on means can result in lacking a big picture and a sense of why
certain operations are carried out. For financial cooperation, the additional point is
that both the goals and the terms for the means are decided by the BMZ. Hence, for
the KfW there is no room to steer the process of shaping a strategy, but rather aims
at making the operative work as efficient as possible.

As a result, the means become the goals in themselves because it has been shown
that first and foremost the bank needs to assure its own profitability, especially as a
small division in the large KfW Banking group. For the KfW, for example, since it
does not have steering power in deciding on focuses and goals, its main role is the
operational handling of fund allocation, meaning all the banking processes behind

financial cooperation. As a consequence, the incentive for the KfW is to keep defaults
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low in order to operate on a profit and make sure that the balance sheet at the end of
the year justifies the investment in developing countries.

The need to stay profitable as a bank can at times conflict with goals that focus on
developmental needs. Since it is necessary for a bank to manage the risks, a
development bank does not have an incentive to invest in volatile countries and small
projects, because first of all small projects have higher transaction costs (in relative
terms) and instability of the country increases the default risk. This is very clear when
looking at the division of where funds originate. Riskier investments are covered with
budget funds, whereas the bulk of funds are raised by the KfW itself, but is invested

in stronger economies (see chapter 8.3.2.).

The third issue, that also shapes the incentive structures within the KfW, is related to
the overall division of work and delegation levels in German Development
Cooperation. Since FC cooperation is outsourced to the KfW, it is difficult for the BMZ
to control the work and change directions if necessary. This difficulty arises because
of well-known principal-agent structures as part of information asymmetries.

Also, since planning, financing and implementation are carried out on different levels,
there are also different objectives at play that cater to the respective environment of
the specific organization: The BMZ is the overall responsible for the effect of German
development cooperation. As such, it is the entity that is held accountable for
reaching international goals like the MDGs. However, it has been mentioned that this
accountability is also not clear-cut since many different agents and countries are
working towards that and there is no actual task division and fully harmonized
approach. The international agreement that can be reached individually by the BMZ
is the 0.7% target in official aid and this is what the BMZ is also tracked on. Yet, the
0.7% target does not say anything about what these funds are put to use for and how
effective their use is. It is merely an indicator of volume. For the BMZ as the primary
actor in German development cooperation, its main driver is to keep development
cooperation relevant in the public and thus be able to secure more funds for its cause
in the future. The strategy to increase the focus on cooperation with the private
sector can be seen in the context of providing a positive incentive for the German
economy to support development, secure new customers and penetrate new
markets. In short, the main incentive for he BMZ is to stay a relevant player in

development cooperation, which translates into selling its strategies properly on the

100



domestic market (thus incorporating the German economy) and having some
successes that can be used as testimonies in partnering countries. However, as a
result of the unclear goal hierarchy in development cooperation, the BMZ sets its own
focuses specifically on environment and renewable energies and thus any kind of
progress in developing countries can be sold as success, even if the MDGs are only
one part of the progress.

It has already been discussed that for the KfW the main goals are connected to
staying profitable and financing a high number of projects in order to increase
financing volume (cf. chapter 8.3.1.2.). Therefore, it is especially the implementation
partner in the developing country for whom achieving the set objectives is the highest

priority.

9.2. Opportunities for development banks

Based on the conclusion that it is difficult for development banks to consciously steer
the process of achieving development goals, the question arises which scope of
action would be within the decision making power of the KfW and which strategies it
can devise.

The primary finding in this context would be that the bank needs to focus on creating
coherent frameworks with regards to the management of the organization, most
importantly its staff. It has been mentioned a few times that the demands on people
working in FC are very high and that they need to be able to combine very diverse
sets of competencies. In their study about human resource development in the area
of development cooperation, Liebig/Wiemann highlight the need for a profound
understanding of complexity in the field of development cooperation, and strategic
outlook especially for BMZ employees in leadership positions. ,Zentral ist dabei
jeweils, die Handlungslogik ,der anderen“ zu verstehen und in die Planung der
eigenen politischen Agenda einzubeziehen® (2008: 13). This is especially important,
as it has been shown that conceiving strategies in the public sector means dealing
with different interest groups and stakeholders. Minister Niebel was criticized publicly
for his HR policies because he was blamed not to take competence in development
cooperation into consideration when appointing staff, but rather focusing on personal
connections and networks (Kirchschlager/Liuwer 2011: 234). So it seems there is

ample room for improvement.
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Human Resource development can be considered an absolutely crucial strategic
success factor, as it raises the question who are the people that are taking decisions
that steer the organization in a certain direction and which competences and abilities
do they possess?

From a theoretical point of view, NIE explains the importance of focusing on the
individual, since it is individual people who take decisions and their incentives to act
in a certain way determine these decisions. Depending on the perspective that is
taken, people, their actions and behaviors, can be seen as the smallest unit in any
system, since it is their interactions that shape the institutions of bigger systems
(Ulrich 1990: 27).

In Germany there is no umbrella strategy of HR development designed by the BMZ.
Rather, implementing agencies come up with their own programs and policies that
also involve selective cooperations between agencies (Liebig/Wiemann 2008: 18).
This is also emphasized by the instance that the KW does not have a fixed budget
allocated to HR development; rather it changes year by year based on upcoming
needs. Standard trainings encompass specialist knowledge on financial cooperation,
as well as leadership and social competence trainings. On average, employees
allocated 2.7 working days to training courses (ibid. 19, 25f).

Liebig/Wiemann (2008: 43ff) come to the conclusions that overall, human resource
development has gained in importance in the last years in development cooperation;
however, there are no concepts that would prepare employees specifically for the
needed competences to deal with complexity and coherences. Also, because of the
decentralized and at times not so transparent system, it is difficult for people in entry-
level positions to receive necessary trainings in a structured and efficient way.
Therefore, HR development is a strategic success factor that could potentially have

the highest leverage when it comes to achieving development goals.

Apart from that, the institutional set up of the bank would need to change in a way
that it creates incentives for the bank to set specific development goals as their
primary focus. Changing institutional environments can happen either on a small
scale through the individual actions of humans or the legislative power of a
government to create frameworks (Kirsch 2004: 399). As for individual actions that
change behavior at large, this again points to HR as a relatively underdeveloped area

that has only gained importance in the last couple of years. However, it seems that
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the education, knowledge, expertise and further training of employees has a certain
leverage, especially in the context of a development bank that bridges development
objectives and their implementation with banking instruments, requiring its staff to be
specifically able to deal with that environment and deal with the contradictions in the
context.

When it comes to legislative power that changes the structure of DC in Germany, this
is largely subject to the interests the respective government represents and since
these interests are connected to the German economy, a re-orientation of DC seems

unlikely.

At the beginning it has been outlined that the undertaking of achieving the MDGs and
thus improving the standard of living for millions of presently underprivileged people,
is a complex matter. In the analysis it has been shown that because of the division of
responsibility and implementation on different levels this complexity is actually
simplified, in so far as the KfW as main responsible for financial cooperation lacks the
big picture and goal-orientation towards the MDGs. It more acts as a bank with a
specific investment focus. As such, its strategies are more concerned with questions
that are raised in any banking business, as well as internal strategic factors, such as
staff and cost structures, rather than strategies that are focused on achieving
developmental goals. It seems that when it comes to how organizations deal with
complexity, the answer actually lies in a higher degree of specialization that does not
cater to that complexity. In that sense, putting HR development at the center of
managerial concern might actually have the biggest leverage for development
objectives to get achieved. Otherwise, despite being an important player that
channels a high amount of financial resources to projects and undertakings that
foster development, development banks like the KfW cannot be viewed as
determining players that have the capability to consciously steer the process of

development with the funds it has available.
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Executive Summary

Financial Cooperation faces the challenge to connect what are considered
consensuses of what development should look like, with tangible operations and
concrete implementation in the form of loans and grants that foster developmental
undertakings. This challenge constitutes the core question of this thesis, focusing on
how financial cooperation that is channeled through the institution of development
banks handles this mandate and how development banks are able to incorporate
developmental considerations into their strategies.

The main unit of analysis is the KfW (Kreditanstalt fir Wiederaufbau), the German
development bank that is responsible for handling the financial cooperation of
Germany. Therefore, the publications and materials provided by the KfW, as well as
the BMZ, the German ministry for development, are the main sources of information.
It is shown that devising a strategy in the public sector and implementing it is
commonly separated on different institutional levels. That makes it hard for an
agency like the KfW to take strategic decisions and take conscious steps towards
fulfilling its mandate. Also, in the context of public institutions, strategy formation and
execution follow a slightly different path than strategies in the private sector. The
main differences being that public institutions always face a need to justify their use
of tax money and thus have to sell their work to the interested public. As a
consequence of these factors, there is no coherent strategy in place for financial
cooperation to have a developmental impact.

On a bigger scale that means that finance institutions in the context of development
struggle with the complex environment they operate in and there are difficulties to
create a coherent approach that manages to balance different factors, such as

impact, profitability of the bank or public/external influences.
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Zusammenfassung

Finanzielle Zusammenarbeit (FZ) steht vor der Herausforderung, die
vorherrschenden Konsense in Bezug auf was Entwicklung bedeutet, mit greifbarer
Umsetzung und Messbarkeit zusammenzubringen. Diese Problemstellung ist der
Kern dieser Arbeit, die darauf konzentriert ist, wie FZ, die durch Entwicklungsbanken
geschleust wird, mit dieser Arbeitsaufgabe umgeht und Entwicklungsziele in ihre
Strategien inkorporiert.

Die Arbeit setzt sich mit der deutschen Entwicklungsbank KfW (Kreditanstalt flr
Wiederaufbau) auseinander, die in Deutschland fur FZ verantwortlich ist. Die
Publikationen und Materialien, die von der KfW und dem BMZ, dem deutsche
Ministerium verantwortlich flr Entwicklung, zur Verfugung gestellt werden, sind daher
die Hauptquellen dieser Arbeit.

Die Arbeit zeigt, dass Strategieentwicklung und ihre Umsetzung im offentlichen
Sektor, auf unterschiedlichen institutionellen Ebenen aufgeteilt ist. Das erschwert fur
einen Akteur wie die KfW die Einflussnahme auf strategische Entscheidungen und
das Setzen von bewussten Schritten um ihre Aufgabe zu erfullen. Im o6ffentlichen
Sektor kommen im Gegensatz zur Privatwirtschaft, auch andere Faktoren hinzu. Ein
wichtiger Punkt ist die Tatsache, dass offentliche Institutionen gezwungen sind, ihre
Arbeit und Mittelaufwendung zu rechtfertigen und daher in dementsprechende
Offentlichkeitsarbeit zu investieren. Folglich gibt es keine Ansatze einer koharenten
Strategie die Entwicklungsziele und FZ gleichberechtigt integriert.

In einem breiteren Zusammenhang bedeutet das, dass Finanzinstitute in der
Entwicklungszusammenarbeit mit der Komplexitat ihrer Aufgabenstellung zu
kampfen haben und dass es keine umfassende Herangehensweisen gibt,
verschiedene Faktoren, wie Erreichung von Entwicklungszielen, Rentabilitat und

externe Faktoren gleichwertig einzubeziehen.

114



CV of the Author — Elisabeth Witzani

Education
Oct 06 — International Development Diplomstudium (Mag.)
(expected) March 13 Specialization: Development Economics

University of Vienna and
WU Wien, Vienna University of Economics and
Business

Oct 06 — Aug 10 English and American Studies Bachelor of Arts (BA)
University of Vienna

Sept 05 — Juni 06 Academic Year, Vancouver, Canada
EF International School of Languages

June 2005 Matura GRG XVI, Maroltingergasse 69-71

Certifications

Juni 06 Cambridge Proficiency Exam (CPE),
Vancouver, Canada

August 08 Certificate in English Language Teaching to Adults (CELTA)
International House, Barcelona, Spain

Work Experience

Since Sept 11 English Trainer for Business Clients, SPIDl.language, 1010
Wien

Sept 10 —Feb 11 Tutoring Teacher for apprentices, Bok/BokGastro VHS
Meidling, 1120 Vienna

Aug 06 — Sept 08 Waitress at Gastoconcept&Systementwicklung, 1090 Vienna
July 06 Internship, Umweltbundesamt, Chemikalienabteilung

July/Aug 2005 Fundraising and Promotion for the Red Cross, Kober GmbH,
Bavaria, Germany

Volunteering Experience

Since Dec 2012  Mentor for teenagers at Big Brothers Big Sisters, Vienna
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Oct 09 — Sept 12

Feb 06 — June 06

April 06

Member of AIESEC; worldwide student organization, holding
different positions as project manager, Vice-President and
President in Vienna.
Among others, responsible for

* Sales

* Organizational Development and Strategy Design

* Project and Event Management

* Training and Coaching

Founder and Editor of EF Student’s Magazine,
Vancouver, Canada

Internship at Adbusters Magazine, Vancouver, CAN

Conferences and Summer Schools

August 2009

June 2010

Nov 2010

Nov 2012

2009-2012

VIMUN - Vienna Model United Nations Participant

Summer School on ,,Social Banking“ organized by Institute for

Social Banking, Florence, Italy
»,Banking on Values*, VfU Round Table, Zurich

»youstainability in the Financial Sector”, VfU Round Table,
Cologne

Around 30 different conferences as a delegate of AIESEC
around topics of social skills development, leadership,
entrepreneurship and youth engagement

Austria, Malta, Estonia, Kenya, Romania, Bulgaria, Russia, efc.

Professional Qualifications

. Languages

German — Native
English — Proficient
Spanish — Intermediate
French — Beginner

. First Aid Education and Driver’s License
. Computer Skills: MS Office, Video Editing, Adobe InDesign, HTML/CSS
. Experienced Trainer and Facilitator
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