
 

Thesis for the Master of Philosophy in Environmental and Development 

Economics 

 

 

 

 Foreign aid, Governance Quality,  and 

Economic Growth in Developing Countries. 

 

 

                         

 

 

                                                BIBOH  NKOUMBOH  HENRIETTA   

 

 

                                                    November 13
th  

2006 

                           

 

 

 

 

 

                                      

 

                                         

                                                        Department of Economics                            

                                                            University of Oslo 



 

 

ii 

 

Preface                                                                                       

 

My sincere and hearty thanks go to the following: 

-My devoted supervisor Lind, Jo Thori for his patience, openness and ready availability to 

guide and direct this work to its present shape. I also thank him for his valuable comments and 

corrections and especially for providing me access to use his STATA software package for 

my empirical work. 

-The World Bank research group on Governance and development, Daniel Kaumann, David 

Cieslikowski and M. Mastruzzi for their prompt response by e-mail in making sure I obtain 

the necessary data on governance indicators. 

-All the teaching and administrative staff of Environmental and Development Economics 

course, especially Professor Sydsæter Knut, who deployed relentless efforts in seeing me 

through my studies especially in mathematics. Professor Olav, Bjerkholt the director of the 

program for his accommodative role in offering me the opportunity to undertake this 

programme. The introduction of the course Economic Policy Analysis and Management 

(ECON 4630) was quite timely for it was the source of inspiration for my research topic. 

Thanks goes also to the course lecturer   Chand, Sheetal K.  

-Sverre, Kaya for her openness and guidance in every administrative problems. 

-To my little darling son of blessed memories, Nkoumboh Junior Miyanui, may his soul rest 

in perfect peace. 

-To my dear husband, Nkoumboh Mbape Apabeloi, for his tender and loving care, moral and 

physical support in every aspect for the realization of our work. 

-To my dear Mum, Ngekwi Magdalene, she is the foundation of every aspect of my life. And 

to my brothers and sister, for their moral support. 

 

To all relatives and friends who contributed in different ways to the realization of this thesis. 

To the Almighty and Provident God for all the above supporters and his enduring 

tender Love and Mercy in guiding me through.  

                                                                              Biboh Henrietta 

 

 

 



 

 

iii 

 

 Summary                                                                                                                                 

 

                 Most poor developing countries, especially those with limited natural resources, 

low savings and investment levels, natural disaster stricken,  need help from the affluent 

nations in order to meet  some of their development objectives. Still, some that are rich in 

natural resources equally depend on some form of aid. Though most growth theories stress on 

investment as an important step to steady economic growth, they are mostly silent on the 

importance of aid as a component of in vestment and growth to developing countries. Like in 

other aid and growth literature, aid  is viewed as a tool to relief most developing countries out 

of their resource constraint and human misery.  

The issue of foreign assistance originated as part of efforts to rebuild Europe after World War 

II and subsequently extended to developing countries. Two main rationales for foreign 

assistance are outlined by the south centre in an overview of financial flows to developing 

countries. The first reason was that developing countries had only a limited debt-servicing 

capacity which meant borrowing from commercial sources could ply only a relatively minor 

role in financing development. Secondly, for macro economic considerations, developing 

countries need financial aid to invest more than what their domestic savings could allow and 

also to help supplement the countries’ exchange resources which where generally severely 

constrained. Thus, development assistance constituted an explicit commitment by the 

industrialized nations to support financially the development of the south. This not 

withstanding, there has been heated debates  amongst international aid agencies, donor 

governments, researchers and writers on foreign aid and growth  if actually aid has and can 

contribute to growth. This debate and doubt spring from the rising and persistent misery in 

most parts of the developing world, notably sub-Saharan Africa. Blames have been laid on a 

long list of different causes: recipient governments, insufficient quantity and quality of aid, 

multiple purposes of aid ( that is unfocused aid).  

Most recent empirical work on the impact of aid on growth have found that lump sum 

aid in itself has very little or no impact on growth. They however, have found that foreign aid 

has a positive impact on growth but this positive impact is heavily dependent on recipient 

countrys’ specific characteristics characteristics. Worth mentioning in this work are: a sound 

policy environment (Burnside and Dollar (2000)); economic liberalization (Cungu and 

Swinnen (2003)); quality of institutions and bureaucracy (Moene K et al (2003)); among 

others. 
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  This thesis uses a similar technique as Burnside and Dollar (2000) to assess 

theoretically and empirically the role of foreign aid on the economic growth of developing 

countries. It focuses on the role of governance as a background characteristic on the 

effectiveness (ineffectiveness) of foreign aid on growth. The thesis uses data on the net aid 

flow from all donors as a percentage of recipient GDP [source: African Development 

Indicators World Bank  Africa Database (2005)]. The aid data for the other countries are 

obtained from the World Development Report (2000/2001) and include Official Development 

assistance as a percentage of recipient’s GNP. The data for   Real GDP per capita is from 

Penn World Table, Heston et al (2006; Penn World Table Version 6.2) data set, source: 

www.pwt.econ. The growth of GDP per capita is the average increase of GDP per capita from 

1998 to 2000 and from 2000 to 2002.The data on aggregates of 6 dimensions of governance 

indicators is from a research working paper by a World Bank Research group, D. Kaufmann 

et al (2005). The governance indicators include the control of corruption, voice and 

accountability, political stability, government effectiveness, regulatory quality, and the rule of 

law. The various data set was used in running linear regression of  growth and aid  models 

using Ordinary Least Squares regression method in STATA software. These econometric 

operations were done to investigate empirically the following questions:  

1) Do poor countries receive more aid? And generally which other factors affect the allocation 

of aid? 

2)  How does foreign aid contribute to the economic growth of developing countries? 

3)  Has the improvement in governance contributed in any way to economic growth  

4) Does the quality of governance contribute to the effectiveness of foreign aid vis-à-vis 

economic growth?  

. Empirical results of the linear regressions show that everything else equal, poor 

countries get more aid than rich  countries. Average aid receipts varies across the regions in 

the from 1998 to 2000 at the tone of 9.6%,  4.17% and 7.74% for Sub-saharan Africa, south 

America and central America and the Caribbean respectively. Consistent with other works, 

the estimation results show that lump sum aid has had no positive impact on growth. The 

interaction terms between aid and rule of law (Aid/GDP*rl), aid and government effectives 

(Aid/GDP*ge) and, aid and voice and accountability  (Aid/GDP*va) have small positive 

coefficient, these are however not significant. This implies that aid has some impact on 

growth in an economy where there is enforcement of rule of law, voice and accountability and 

the government is effective. Apart from control of corruption which has a small positive and 

http://www.pwt.econ/
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non significant correlation with growth, all the others have no correlation with growth. 

Improvement in governance has had no direct impact on growth.  

From the results, it seems the debate over the issue that lump sum aid has and cannot  

contribute to growth might take quite a different turn. This is because most empirical works 

have found similar results, and most significant relations between aid and growth are 

dependent on some factors. Quite often the ineffectiveness of lump sum aid is blamed on the  

governance quality of the recipient economy, but this study cannot confirm this claim in spite 

the fact that there is said to have been improvement in governance over the period 1996 to 

2005. The effect of the opposite movement of aid could be a likely cause of the strange 

relationship amongst aid, governance and growth (the declining trend of aid allocation since 

1994). It could equally be that there is no link between governance and growth.  

The thesis concludes by noting that a few developing countries are on the tract for 

better growth. Furthermore, that there are prospects for a brighter picture in terms of aid 

effectiveness and growth if there can be some procedural adjustments, both by donors and 

recipients. Aid should set more modest goals, like helping some of the people some of the 

time, rather than trying to be the catalyst for society wide transformation ( Easterly, 1993) 
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I : GENERAL INTRODUCTION 

  I-1 introduction  

 If good seeds are sown on poor soil, then we cannot expect to have good yields, at 

their best, they  will germinate and after some time wither off 
 1
.  

This thesis aims to present a theoretical and an empirical analyses on the impact of foreign 

development assistance on the economic growth and welfare of developing countries. In 

particular, it examines the role governance play on the effectiveness (ineffectiveness) of 

foreign aid vis-à-vis economic growth. 

Quite a wide range of literature on growth notably the neoclassical growth theory holds that 

savings, investment in both physical and human capital are  important factors to a steady 

economic growth. In reality, the resources, savings and technology levels of most poor 

countries are mostly inadequate to carry out substantial investment which can lead to 

sustainable economic growth. With foreign development assistance from the affluent 

nations, it has been and it is hoped that this can supplement and complement the meager 

resources of the developing  nations so they can realize some of  their development 

objectives. But then it is rather ironical that with all the efforts believed to have been 

deployed by donor agencies and governments through the influx of development aid, 

coupled with local development potentials
2
, most of the developing countries especially 

sub-Saharan African countries have and are failing to match development pace with these 

opportunities. The questions  whether aid in itself can actually contribute to growth in 

developing countries has been a controversial issue. This has given rise to heated debate 

over the last four decades or so among aid donors, writers and researchers on aid and 

growth. On this basis, critics on foreign have come up with different views and blames on 

this failure. Some blame failure on the nature of aid (CBO study (1997),  Khalil Osman 

(1998)); yet some point accusing fingers on the recipient governments: Weiss (1995), 

                                                 
1
The good seeds refer to foreign aid and development opportunities and poor soil to the governance situation 

in the recipient economy. 

 
2
Some of the aid recipients are extremely rich in natural resources like forest, minerals, well trained  human 

Human capital, very fertile soil for agriculture, to mention but a few. 
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UNESCAP (Dec. 2005), Vito Tanz (2000), the Neoclassical growth theorists and donors. 

Some,  like Heinrich Langerbein , a former official in the federal Ministry for Economic 

Cooperation and Development (BMZ), say that too much aid might be suffocating self-help 

effort of the developing nations. This is because the enormous helpfulness of foreign 

governments and institutions gave the power elite access to considerable sinecures. Too 

much aid was perhaps also one of the reasons why armed conflicts in the region were more 

numerous than in other parts of the Third World. If not why is sub-Saharan Africa  

 (Dr, published by Deutsche Stiftung fur internationale Entwicklung (DSE) What are the 

causes of sub-Saharan Africa still being the world’s poorhouse? Domestic political 

insecurity must, of course, be mentioned first. But the second most important reason 

appears to be the development assistance the region has received. There was too much aid, 

which often suffocated possibilities of self-help.  

However, most recent works have found empirically that the impact of aid on 

growth heavily depends on  recipient countries’ specific characteristics [(Burnside and 

Dollar (2000), Cungu and Swinnen (2003), Neanidis and Dimitrios (2005), Khalil Osman 

(1998), Monica Beuran ( Unversity of Paris1 Pantheon-Sorbonne), June E. O’Neill (1997), 

Mathew Davis, NBER website (20 Feb. 2006), among others)]. 

Though some countries have performed better than others  in terms of growth and  

some staggering successes registered by some in certain sectors such as health and 

infrastructure, the main objective which is economic development and welfare has 

generally not been met. Its record as a pivotal instrument for the promotion of economic 

growth and poverty eradication has been dismissal (Khalil Osman, 1998). A look at the 

general situation in sub-Saharan Africa confirms the gloomy picture. According to the 

World Bank, in  1976, 11 of the 20 poorest countries in the world were located sub-Saharan 

Africa, and 20 years later the figure had risen to 17. At the same time, Official 

Development Assistance (ODA) for sub-Saharan Africa has risen markedly during the last 

decades.  

In spite the empirical facts from a number  of related literature on aid effectiveness 

and the positive relations some have found to exist between aid and growth, It is my 

opinion that these do not reflect the actual situation in the developing world. Most of the 
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reported statistics on growth are got from macroeconomic operations and the human misery 

at the micro levels are not taken into account. It is worth mentioning that most developing 

countries have very good paper and armchair policies, the reason why misery is still on the 

rise in most parts in the region. Sustainable growth in the real sense of the word is like the 

wildest of dreams to most. This notwithstanding a few countries like Botswana among a 

few others have registered some staggering successes in  putting their economy on the rail. 

The overall picture still remains far below expectations and hopes for a better future still 

very bleak. Probably there is an undiscovered factor contributing to this lag. 

   There is a broad consensus that the causes of the ineffectiveness of development 

aid and underdevelopment lies in the hands of the African governments themselves through 

governance. 
 
This idea is supported in this thesis based on the fact that Government is one 

of the key actors in governance
3
. Therefore the main objective of this work is   to explore 

empirically if foreign aid contribute to growth and if its effectiveness is hampered or 

enhanced by the governance quality in the receiving country. This will be investigated by 

trying to answer the following questions empirically 

1) Do poor countries receive more aid than rich nations? And generally which other factors 

affect the allocation of aid? 

2) Does foreign aid play any role  on economic growth of developing countries?  

3) Has the improvement in governance contributed in any way to economic growth?  

4) Does the quality of Governance affect the effectiveness of foreign aid vis-a-vis 

Economic Growth ? 

 This thesis uses a similar framework as Burnside and Dollar (2000) to answer the above 

questions. A panel of 65 developing countries over a period of three years (1998  to 2002). 

They include 36 African countries, 9 South American countries, 10 Central American and 

Caribbean countries, 7 Asian countries and 3 Eastern European countries. The empirical 

result show that  aid has no impact on growth, nor improvement in governance has had any 

impact on the effectiveness of foreign aid. 

 

                                                 
3
 In most developing countries, government especially the ruling government is the alpha and omega in every 

economic and political decision making. Policies formation and reform, decision making, for e.g how to use 

the aid and allocate to various developmental priorities or in most cases the aid funds may be  embezzled into 

private pockets. 
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I-2. Definition of some keywords 

 Foreign Aid : Its definition here is contextual: it is based on the context in which it is used 

in this work. It is thus defined generally as any form of foreign assistance, be it financial, 

technical, material, humanitarian or project assistance, from the wealthier nations, 

international aid organizations to Developing Countries to supplement and complement 

their limited resources so as to help them realize their development goals. 

 

Governance: The United Nations Economic and Social Commission for Asia and the 

Pacific, UN ESCAP (2005) defines governance as “the process of decision-making and the 

process by which the decisions are implemented (or not implemented)”.  

Given that the Government of a country is the main actor of governance, it might be said 

that Bad Governance is one of the root causes of poverty and underdevelopment in the 

developing world today. Good Governance, according to UN ESCAP (2005) has 8 major  

characteristics: it is participatory, consensus oriented, accountable, transparent, responsive, 

effective and efficient, equitable and inclusive and follows the rule of law. It assures that 

corruption is minimized, the views of minorities are taken into account and that the voices 

of the  most vulnerable are heard in decision-making. It is also responsive to the present 

and future needs of the society. 

The dimensions of governance used in this work include aggregate indicators on six 

dimensions of governance from a research paper by a World Bank Research Group,  D. 

Kaufmann et al (2005) 

The indicators include: voice and accountability, political stability, government 

effectiveness,  regulatory  quality, rule of law and the control of corruption.          

The  indicators are constructed using an unobserved components methodology described in 

detail in their paper . The indicators are measured in units ranging from  -2.5 to 2.5, with 

higher values corresponding to better governance outcomes and vice versa for low values. 

The indicators presented here reflect the statistical compilation of responses on the quality 

of governance given by a large number of enterprise, citizen and expert survey respondents 

in industrial and developing countries, as reported by a number of survey institutes, think 

tanks, non-governmental organizations, and international organizations.  
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From the Worldwide Indicator Country Snapshot (WGI  1996-2005 Interactive), most 

Industrialised countries are seen to have registered a remarked  performance  in almost all 

of the areas of governance across the entire period (see WGI  1996-2005 Interactive). On 

the contrary, the developing countries have actually performed poorly on average (see table 

in appendix). From the indexes and generally in the Worldwide Indicator Country Snapshot 

(WGI  1996-2005 Interactive), it can be seen that good governance is a concept or practice 

which is difficult to attain in its totality, though an insignificant number of countries have 

made some staggering improvement in some of the indicators. 

 An extract of Worldwide Indicator Country Snapshot for 1998 to 2000 used in this 

work is found in the appendix. But the entire data can be found in (Worldwide Indicator 

Country Snapshot 1996-2005 Interactive data set). 

 

Definition of the indicators 

i. Control of Curruption:  

It measures the exercise of public power for private gain, including both petty and grand 

corruption and state capture. In the context of this paper, the development aid instead of 

being used for the benefit of the general public, government officials and bureaucrats use 

their political and economic powers to deviate the aid funds into their private pockets. 

Corruption can shift a country’s investment away from the highest value projects, such as 

health and education, into potentially useless projects such as defense and infrastructure 

(shleifer and Vishny, 1993) 

ii. Political Stability: It measures how politically stable the economy is in relation to and 

keeping under control as much as possible  violent threats to or changes in government 

including  terrorism. Most developing economies today are characterized by civil wars, 

military overthrow of ruling governments. Glaring examples are countries like Sudan, 

Somalia, Rwanda among a host of others. Political instability is detrimental to economic 

growth in the sense that it discourages and deters foreign investors and aid donors for fear 

that their efforts might be damaged  during unrests. In that case such an economy loses 

such opportunities.  
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iii. Voice and Accountability: it measures political, civil and human rights. Decision 

makers need to be accountable to those who are affected by their decisions. This entails 

enforcement of transparency and the rule of law.  

iv. Government Effectiveness: it measures the competence of the bureaucracy and the 

quality of public service delivery. 

v. Regulatory Quality: it measures the degree of market-friendly policies. On the 

downside, bureaucrats and decision makers may formulate policies which benefit them 

regardless of the negative implications on the economy. Some of these policies crowd out 

foreign aid and investment. Bad investment policies crowd out investors  

vi.  Rule of Law: it measures degree of law enforcement by  the police, the courts, 

as well as the likelihood of violence and crime. 

   

I-3.i Historical background on the genesis of  foreign aid, its evolution and eroding 

trend.  

The issue of foreign aid was brought to attention after the second World war. Its 

objective was to promote long- term economic growth and poverty reduction in recipient 

countries, as well as short- term political and strategic interests of donors [Monica Beuran, 

“Foreign Aid Effectiveness in Transition Countries”]. For the United States and other 

developed nations, since the second World War, enormous aid was dished out to less 

privileged nations to rebuild their shattered economies after the war, and also to encourage 

economic and social development in other countries. For the United States, it includes 

protecting political and strategic interests, promoting U.S exports and providing relief 

during humanitarian crises. Since then in past decades, most of foreign aid has been 

directed to the developing world to help them realize their development goals.  Although 

the inflow of aid and allocation criteria have changed continuously over time, foreign aid 

assistance is still considered an important factor of development to most developing 

countries. Contrarily, Official Development Assistance (ODA) which is of particular 

importance to the developing countries has witnessed a serious decline since 1994. ODA 

comprises of grants, or loans of low interest rates, long grace periods and long periods of 

repayment. It embodied an explicit commitment of industrialized countries to support 

financially the development of the south. 
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In 1958, NGOs proposed one percent of the North’s GNP be given to developing 

countries in the form of grant and concessional loans. Due to long years of failure and 

default by the rich nations, it was set and adopted at 0.7% in 1970. This was aimed at 

reducing the declining trend since 1960 which amounted only to 0.52% of GNP  of DAC 

member states. Though in the 1970s and 1980s the volume of  ODA increased by 2 to 3% 

per year in real terms, the target was far from being met collectively by DAC member 

states with ODA/GNP hovering around 0.35%. Between 1990 and 1997, ODA fell by US $ 

5 billion  from 53 billion to 48.3 billion. What are the causes of the decline?  

The following reasons are outlined the following reasons are outlined in   

http://www.southcentre.org/publications/financing/financing-02.htm#P344_61425 

 

-in the 80s, many developed countries experienced tight budgetary constraints which left 

funding of  ODA with low priorities. 

-political support for development assistance to developing countries reduced in favour of 

domestic welfare programmes. 

-today more countries are competing for DAC funds with the developing countries in Asia, 

Africa and Latin America, who where the original intended recipients of the flows under 

the 0.7% target. Total to Central and Eastern European  Countries (CEECs), territories of 

the donors, and high income developing countries increased from US $ 1.7 billion to US $ 

2.3 billion in 1997, reducing ODA to Asia, Africa, and Latin America to 0.21/GNP 

- Donors have extended and put a broad interpretation on what constitutes development 

assistance and include categories which bear little relationship with the needs of developing 

countries. The range of purposes has been expanded to include debt relief, subsidies on 

exports to developing countries, food aid which disposes of agricultural surpluses resulting 

from government subsidies, provision of surplus commodities which would otherwise have 

little economic value, administrative cost payments, payment for care and education of 

refugees in donor countries, grants to NGOs and to domestic agencies to support 

emergency relief operations in, and technical co-operation grants which pay for services of 

national of the donor countries. 

- ODA is sometimes used to subsidize export credit to finance purchase in donor countries 

-Food aid is also now included in ODA. OECD spend over US $ 300 billion a year on 

agricultural subsidies that result in over production of a wide range of  commodities. The 
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surplus stocks are of powder milk, butter, meat, cheese, wheat, corn are provided to 

developing countries valued at world market rates and shown as ODA when reporting to 

OECD. This tends to overstate their performance. In short, the composition of ODA has 

drifted considerably away from the original intent of providing long term capital for 

development on favourable terms. It is true that many items of expenditure charged to ODA, 

notably humanitarian assistance, do benefit the recipients in important ways, but some are 

purely domestic expenditures that benefit the donors and some are fictional from the point of 

view of their economic cost, such as the provision of surplus commodities. Expenditures 

which do not directly promote higher levels of investment, namely, debt relief, technical co-

operation, food aid, emergency relief and administrative costs, amounted to US$ 21.9 billion in 

1997. The revision of the OECD data to exclude these items results in a decline in bilateral 

ODA flows from US$ 32.4 billion to just over US$ 10 billion in 1997. The revised total of 

bilateral and multilateral ODA  for that year amounts to US$ 26 billion rather than US$ 48 

billion, or only 0.12 per cent of GNP.                                                                                      

The situation outlined above indicates a significant erosion in ODA in comparison with its 

original intent and content, and in relation to the 0.7 per cent target. It will no longer suffice 

to merely repeat that ODA targets should be fulfilled. What is required, in view of the 

policy trends in the North and the mounting need for and importance of concessional flows 

to a large number of countries in the South, is a fundamental and comprehensive review of 

the approaches by the international community to the question of concessional financial 

flows for development, covering the estimated needs, the composition and sources of 

concessional flows, the quantity and terms on which they are available, and the destination 

and uses. This brief overview depicts significant changes in the composition, quantity, quality 

and distribution of financial flows to the south [Source: 

http://www.southcentre.org/publications/financing/financing-02.htm#P344_61425]    

Today and a couple of decades back, though the traditional reasons to foster economic 

growth has changed, foreign aid  has been and remains one of the most important factors of 

economic growth in developing countries. Countries have grown from aid to be rich 

countries why not others. Glaring examples are the Asian- tigers.   

 The rest of the work is organized as follows: chapter II reviews some main  growth 

theories and presentation of theoretical framework from related literature on the role of 
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foreign aid on growth. Chapter III presents an empirical model by Burnside and Dollar 

(2000) and a review of other related empirical works. Chapter IV carries the empirical 

model and analysis based on Burnside and Dollar (2000) framework and technique. Finally 

chapter V presents the concluding remarks. 
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                               II :  THEORITICAL FRAMEWORK  

 

II-1. Introduction 

In this chapter the relevant growth theories on the factors or causes of  economic 

growth and the related literature on role of foreign aid on growth will be presented. Many 

of these literature on the role of foreign aid on economic growth acknowledge  theoretically 

that lump-sum aid in itself has very minute impact on growth of developing countries. They 

have equally found empirically that the impact ranges from positive and statistically 

significant, insignificantly positive, zero to negative (Cungu and Swinnen (2003), Burnside 

and Dollar (2000), Boone (1995, 1996) and Neanidis and Dimitrios (2005) respectively 

amongst others. It is also found out in these literature that country-specific characteristics 

render aid more or less effective vis-à-vis economic growth, these will be examined in 

subsequent sections of this chapter. The relevant growth theories examined here are the 

Solow-model (1956); Rostow (1960); Some available theoretical foundation from  related 

literature on the role of foreign aid on economic growth will equally be examined. These 

include [ Burnside and Dollars (2000); Cungu and Swinnen (2003); Monica Beuran 

(ROSES, University of Paris 1 Pantheon-Sorbonne); Neanidis and Dimitrios (2005); June 

E. O’Neill (1997), Mathew Davis, NBER website (20 Feb. 2006), Moene K. et al (2003). 

 

 

 

II-2: GROWTH THEORIES ON THE FACTORS AND CAUSES OF ECONOMIC 

GROWTH 

Although most writers and analysts date the birth of modern theory of economic 

growth as far back as the 1950s, the classical economists; Adam Smith, David Ricardo and 

Thomas Malthus were the first to discuss many of the basic ingredients of modern growth 

theory. Their emphasis on competitive behavior, equilibrium dynamics, and the impact of 

diminishing returns on the accumulation of capital and labour form an integral part of what 

is known today as the neoclassical approach to growth theory. During the 1950s, this 

approach to understanding growth was formalized by Solow (1956) and Swan (1956) and 

was later extended by Cass (1965) and Koopmans (1965) 
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The basic assumptions underlying the neoclassical  model are as follows: 

 The productive capacity of the economy can be adequately characterized by a 

constant-returns-to-scale production function with diminishing returns to capital 

and labour. 

 Firms are price-takers in a competitive market place. 

 Technological change or productivity growth is entirely exogenous and available to 

all countries at no cost. 

II-2.i The Solow-Swan (1956) or simply the Neo classical Growth Model 

Note: The detailed technicalities of this model are not included in this thesis. Particular 

interest is laid on the relevant stages where they point out the necessity of investment to 

maintain equilibrium or steady growth. The model starts with the macroeconomic 

equilibrium condition that aggregate demand equal aggregate supply,  

Y
d
 = Y. This translates, automatically, into claiming that investment equals savings, that is   

I = S.                         (1) 

The  consumption functions, C = cY, where c is the marginal propensity to consume.  

Savings are S = Y - C = Y - cY or simply S = (1-c)Y. Letting s = (1-c), the marginal 

propensity to save, the savings can be expressed as some proportion of total output,  

S = sY                             (2) 

Combining this with the macroeconomic equilibrium condition: 

I = sY (3) 

Dividing through by L, the amount of labor in the economy, then: 

I/L = s(Y/L)  (4) 

 letting i = I/L and y = Y/L, it is seen that the macroeconomic equilibrium condition 

becomes: 

i = sy (5) 

Now, aggregate supply (output) is given by a  production function of the general form: 

Y = F(K, L) (6) 

which is assumed to vary continuously with K and L and exhibits constant returns to scale. 

Dividing through by L: 

Y/L = F(K/L, 1) or, letting k = K/L, it  can be rewritten as: 
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y = (k) (7) 

where (k) is the "intensive" or "per capita" form of the production function F(K/L, 1). As 

a result, the macroeconomic equilibrium condition can be rewritten as: 

i = s (k) (8) 

This can be thought as representing equilibrium investment per person. If it is  assumed 

that macroeconomic equilibrium holds at all times (i.e. I = S ), then i = s  (k) can also be 

referred to as the actual investment per person. Figure 1 depicts the intensive production 

function y =  (k) and the actual (equilibrium) investment function, i = s  (k). Notice that at 

any k, we can derive investment per person, i, output per person, y, and, residually, 

consumption per person (c = C/L = y - i). The slope of the intensive production function is 

 k =   (k)/  k which happens to also be the marginal product of capital, i.e.  k = FK. 

Finally, notice that the capital-output ratio, v = K/Y = k/y, is captured as the slope of a ray 

from the origin to production function. Thus, changing k will change the ray and thus v. So, 

unlike the Harrod-Domar model, v is not exogenously fixed. 
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Figure 1: Intensive Production Function 

 

So, let us turn to growth. By assumption, population grows exogenously at the rate n, i.e. 

gL = (dL/dt)/L = n 

If there is no investment, then k = K/L will automatically fall as population grows. So, for k 

to be constant, there must be investment (i.e. capital must grow) at rate n: 

gK
r
 = (dK/dt)/K = n 

the superscript "r" to indicate that this is the required growth rate of capital to keep the 

capital-labor ratio, k, steady. As investment is defined as I = dK/dt, then we can rewrite this 

as: 

I
r
 = nK 

where I
r
 is required investment. Dividing through by labor, L, I

r
/L = nK/L, or: 

i
r
 = nk,  which is the required investment per person to maintain a steady k.  
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Now the question is what is  the raison d’etre of keeping k constant? The rationale behind 

it is that we are interested in "steady-state" growth which, as defined by Gustav Cassel 

(1918), to mean "proportional" growth in a manner that there are no induced changes in 

relative prices over time. 

 It is obvious (from Figure 1, for instance) that a change in k will change the marginal 

products of capital and labor. Assuming the marginal productivity theory of distribution 

holds, so that capital and labor are, in equilibrium, priced at their marginal products, then if 

we allow k to change over time in our solution, then we are also allowing relative factor 

prices to fluctuate over time. As Cassel's definition of a "steady-state" growth equilibrium 

does not allow this, then, consequently, we must focus on getting k to stay constant.        

The steady-state k is depicted in Figure 2. This is done by superimposing the required 

investment function, i
r
 = nk, on top of Fig 1. Notice that only at k* is actual investment 

equal to required investment, i = i
r
. At any other k, i  i

r
. 

 
Figure 2:  Steady-State Growth. 

 

It is a simple matter to note that not only is k* our steady-state capital-labor ratio, it is also 

a stable capital-labor ratio. If the initial capital labor ratio is below k* (e.g. at k1), then 
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actual investment is greater than required investment, i > i
r
, which means that capital is 

actually growing faster than labor, so k will increase. Conversely, if the initial k is above k* 

(e.g. at k2), then actual investment is below required, i < i
r
, so capital is growing slower 

than labor, so k will fall. Thus, the steady-state capital-labor ratio, k*, is stable in the sense 

that any other k will have the tendency to approach it over time.  

The stability story can clearly be captured in terms of a simple differential equation as 

follows: 

dk/dt = i - i
r 

or, plugging in our terms for i and i
r
: 

dk/dt = s  (k) - nk 

which is the fundamental Solowian growth equation. At steady-state, k*, dk/dt = 0 and so 

(ignoring the trivial origin case), it must be that s  (k*) = nk*, i.e. k* is the steady-state. 

Figure 3, depicts the phase diagram of the Solowian differential equation. Notice that dk/dt 

= 0 at steady-state k*. If we are at k1 < k*, then dk/dt > 0, whereas at k2 > k*, then dk/dt<0 

[Note: if we start at the origin, k = 0, equilibrium holds trivially (i = i
r
 = 0). However, we 

can ignore the origin solution safely, not only because it is not very interesting but also 

because it is unstable, i.e. if k > 0, then the underlying dynamics drive us away from the 

origin].  
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Figure 2 - The Solow-Swan Phase Diagram 

 

  

 

Adding Depreciation  

In order for k to remain constant, then capital must grow not only to accompany population 

growth but also to cover depreciation of old capital. So a slight modification is inserted  

into the model to account for capital depreciation The  macroeconomic equilibrium 

condition (i = s  (k)) remains the same; it is the required investment rate that now becomes 

different. 

 i
r
 = (n+  )k 
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as the required investment rate, where  is the capital depreciation rate. The fundamental 

Solowian differential equation needs to be rewritten as: 

dk/dt = s  (k) - (n+  )k 

In terms of Figure 2, all that will happen when capital depreciation is inserted is that the 

required investment line i
r
 will become steeper (with slope n+  ) and so the steady-state 

ratio k* will be lower (see Figure 4). However, notice that now the growth rates of the level 

variables -- capital stock, output and consumption -- all rise to (n+ ). 

 

Fig. 4 - Steady-State Growth with Depreciation 
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 (2)- Solution of the Solow-model 

The simpler mathematical method of checking the stability of the Solowian differential 

equation is via Lyapunov's method. Below is introduced the Lyapunov function: 

V(t) = (k(t) - k*)
2 

where k* is capital-labor ratio. Notice that if k(t) = k*, when we are in steady-state, then 

V(t) = 0, but outside of steady-state, k(t)  k*, so V(t) > 0. The system is considered 

"stable" if dV(t)/dt < 0, i.e. as time progresses, the difference between k(t) and k* is 

reduced.  

Now, let z = k(t) - k*, so that the function becomes V(t) = z
2
. So differentiating V(t) with 

respect to time: 

dV(t)/dt = 2z·(dz/dt) 

As dz/dt = dk(t)/dt, then by the fundamental Solow-Swan differential equation, dk/dt = 

s (k) - nk, then: 

dV(t)/dt = 2z·[s  (k(t)) - nk(t)] 

or as k(t) = z + k*, then: 

dV(t)/dt = 2z·[s  (z + k*) - n(z +k*)] 

Now, the concavity of the production function implies that [  (z+k*) -  (k*)]/z    (z), or 

 (z+k*)   (k*) + z (k*), so: 

dV(t)/dt  2z·[s  (k*) + sz   (k*) - n(z +k*)] 

Since s  (k*) = nk* (by definition of steady-state equilibrium), then this reduces to: 

dV(t)/dt  2z·[sz   (k*) - nz] 

Now, as s  (k*) = nk*, then s = nk*/  (k*), so: 

dV(t)/dt  2z·[znk*   (k*)/  (k*) - nz] 

factoring out nz/  (k*): 

dV(t)/dt  [2nz
2
/  (k*)]·[k*   (k*) -  (k*)] 
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or factoring out -1: 

dV(t)/dt  -[2nz
2
/  (k*)]·[  (k*) - k*   (k*)] 

Notice that as we have assumed constant returns to scale, then the term [  (k*) - k*   (k*)] 

is the marginal product of labor, which is positive, while the term [2nz
2
/  (k*)] is 

unambiguously non-negative, thus: 

dV(t)/dt < 0 

and thus we know that the steady-state capital-labor ratio k* is globally stable. In 

other words, beginning from any capital-labor ratio (other than 0), we will converge 

to the steady-state ratio k*  

II-2.ii  W.W  Rostow’s model on the stages of economic development (1960)  

In his model, Rostow suggests countries pass through five stages of economic 

development;  

-In the first stage, which he calls the traditional society: the economy is dominated by 

subsistence activities. Agriculture is the main industry and production is labour intensive. 

-In the second stage; the transitional stage ( the preconditions for take-off ): external trade 

occurs as increased specialization generate surplus for trade. 

-In the Stage 3; the take-off stage: industrialization increases, investment reaches over 10% 

of GNP, growth is self-sustaining as investment increases. 

-In the fourth stage which is the drive to maturity: technological innovation leads to more 

investment opportunities and less reliance on imports. 

-Stage 5 which is the period of high mass consumption, the consumer durable industry 

flourishes.  

According to Rostow , development requires substantial investment in capital and 

for  the economies of Less Developed Countries to grow, the right conditions for such 

investment would have to be created. If foreign aid is given or Foreign direct investment 

occurs in stage 3, rapid economic growth will automatically occur. He refers to stage two 

as the right conditions for developing economies to grow if they receive aid. There is a 

huge number of developing countries today who are still at stage one and even below, for 
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example desert areas with long periods of droughts like Mauritania, Niger, Chad, Namibia 

and the Northern part of Cameroon to mention a few. These amongst many are aid 

dependent. Questioning this model, how can such countries manage to skip to stage three 

and automatically grow. This is one of the reasons why some criticize Rostow’s model and 

that it  was developed with Western cultures in mind and not applicable to developing 

countries. Even some of the developed countries whose economies were shattered during 

the World War depended and grew on different forms of aid. 

 Reproaching their views, I’ll say they sound too easy and impractical to realities of 

developing economies. Poor countries with very low incomes levels and savings, may not 

be to carry out investments in physical and human capital as described by these theories. 

Furthermore, borrowing from well-off nations or other financial institutions to augment 

their resources would mean indebtedness and repayment troubles. In plainer words not 

including foreign aid as a source of investment and economic growth to developing 

countries is like excluding this group from their models. Basically  the above theories share 

a common feature and that is their silence on the role of foreign aid as a component of 

growth  in most developing countries.  

The following sub section carries some review on the role of foreign aid on the growth of 

developing countries.  

 

II-3  Theoretical  framework  and literature review on the role of foreign aid on 

growth  

This section provides a theoretical foundation from related literature on the role of foreign 

aid on growth. Most research and literature on foreign aid and growth focus on the criteria 

for the allocation of aid, the impact of the aid on the economy of the recipients and most 

recently on the background factors enhancing or hampering the effectiveness of  foreign aid 

vis-à-vis economic growth. The different views are outlined below. 

Cungu and Swinnen (2003), use a basic conceptual view to show how they think aid 

can contribute to economic growth via a recipient’s production function. 

Y =  y(K, H, T)                                             (1) 

Where Y is output and K, H , T are physical capital, labour augmenting human capital and 

state of technology respectively. Differentiating, they obtain the following 
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expression

 

  note that aid, A, can in turn affect each one of the above growth components. This is 

represented by equation (1.3) where the factor inputs are expressed as functions of Aid 

alone 

 

 

 

This interpretation of the effect of aid on growth has been supported in the literature by  

( Hansen and Tarp, 2001; Burnside and Dollar, 2000). 

In their view, aid raises a country’s scarce financial capital, upgrades the stock of human 

capital and facilitate technological transfers. In addition, some spill over effects might be 

associated with the provision of external finance when the involvement of international aid 

organizations promotes the recipient’s credibility, helps build up confidence and improves 

the business climate in the recipient economy. 

In a  simple model of “parasites and producers” by Karl M. et al (2003), they 

describe how an economy caught in a poverty trap can benefit from foreign aid and get 

released from this trap. The model illustrates conflicts between parasites and producers.  
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The model:   

N = number of entrepreneurs in the economy,  (B) = parasitic activities, (A) = productive 

firms. A fraction of N, α run productive activities, 1- α are parasitic enterprises running 

unproductive activities. Assuming full information and no friction, the number of extortion 

cases is the lowest of αN and (1-α)N.  If α > ½, there are more producers than parasites and 

if α < 1/2 there are more parasites than producers, and in that case all producers face extortion and 

only a fraction 1/(1-α) of parasites find a target to extort. Then the  probability of a producer 

being approached by a parasite by a parasite by a parasite simply becomes  1-α / α  when α 

≥ ½ and equal to 1 when α < 1/2. Self  defense by parasites requires a cost §, §Є [0,1]  per 

unit of production y, so they ask for §.y  for protection money.  

Building on the “Big-push” literature, joint economies is assumed between producers 

through demand externalities, therefore sales y = y(αN) are increasing in αN. The profit 

curve for parasites, πB  is as follows 

 

From fig. 5, in the region when α <1/2 , there is a channel for producers in that an increase 

in producers reduces congestion among parasites and probability of extortion increases, so 

the profit curve of parasites starts at 0 and increases with  α. 

Now in the case of producers, each producer’s profit  = γ, production cost = F, net expected 

profit of each producer is 

 

As seen on fig. 5, the profit curve of producers πA is increasing in α for two reasons :  there 

is demand externality, and also when the share of producers exceeds half, the probability of 

being extorted falls as the share of producers relative to parasites’ rises.  

In their model it is assumed that all entrepreneurs are profit –seekers, thus they flow to the 

most profitable activities: 
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  Αlpha with a dot at the top denotes the change in  α over time. For the share of producers 

and parasites to be equal over time, then 

     

Or that production is more profitable than being the only parasite 

 

 

Fig. 5: The parasitic poverty trap 

 

In the above figure, e1 and e2 are stable equilibria and e3 is the unstable tipping point. α  is 

the level of production. πB  is the profit curve of parasites πA is that of producers. If the 

economy starts out to the left of e3, it ends up in e2 and in e1 if other wise.  e2 is labeled the 

poverty trap because here incomes are very low and both producers and parasites are 

operating in the economy.  

Now the question is: how can a country caught in the poverty trap benefit from 

foreign aid.  According to the authors, a country can gain or lose from the aid depending on  

whom the aid acquires, which is in turn determined by the quality of domestic institutions 

and bureaucracies. Two situations are distinguished in this model: first, with good 

institutions, the aid is channeled to the productive part of the economy. Secondly, with bad 

institutions the aid falls in the hands of parasites. In fig. 6, in the case of good institutions, 
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foreign aid is invested into productive activities implying an upward shift in πA   from πA to 

π'A. giving rise to a new equilibrium, e'2.   At  this equilibrium point, there are fewer 

parasites and the increase in income exceeds that of the rent. Thus as long as aid is 

allocated to producers it has a positive multiplier effect and generates a total return that 

exceeds the amount of aid. The multiplier effect can eventually cause a higher shift of πA to 

π''A generating economic growth, this is because at that level πA is totally above πB. On the 

other hand the aid enters the hands of parasites, it increases rents to the parasites and has a 

negative multiplier effect as their profit curve will shift from πB to π'B and equilibrium from 

e2 to  e''2 leaving the economy worse-off than it was even before the aid. 

 

Fig. 6 : possibility of foreign aid wiping out poverty trap. 

π                                                                          π 

                                                                           e1   

                                                                                

 

                 

     π'A          π''A π'B 

                                      πB                 e3                   

     πA                 e2                           

 

                                 

  0               e''2           e'2      α 

 

The possibility of aid wiping out the poverty trap depends on the quality of the 

domestic institutions and the bureaucracies, it also depends on the proportion of producers 

to parasites
3 

and to whom the aid acquires.  

To conclude if institutions are good, then with enough savings and/or inflows of resources 

from abroad, an economy would always end up in a good equilibrium of wealth creation. 

This in turn implies higher and sustainable income levels, even after the aid is terminated 

                                                 
3
 Parasites are refered  extortive and unproductive agents  or aid grabbers in the society. 
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Thus the main message behind this piece is that aid can generates growth if and only if it 

invested into productive uses. This also discussed in  Neanidis and Dimitrios (2005). 
                                         

 

 

According to Neanidis and Dimitrios (2005), aid promotes growth on average when 

used productively, that is allocated by government to the most productive uses. A greater 

amount should be allocated to productivity-enhancing public spending in the technologies 

which improves human capital. Their empirical work is done  by using a representative 

agent framework. In this model individuals produce a perishable commodity and spend 

resources for improving productivity. The government on its part spend resources for to 

provide productivity enhancing  public goods and services. Each period the government 

receives foreign aid stipends which it allocates between lump-sum income transfers and the 

provision of productive public spending. Their result show that when aid is used 

productively (unproductively) it has, on average, a positive (negative) effect on growth 

while its respective volatility has a positive or negative effect.  

To Khalil Osman (1998), Foreign aid is believed to supplement the low levels of 

domestic savings in poor countries thereby enabling them to enhance their rates of 

investment which eventually lead to accelerated economic growth and poverty reduction. 

But to him in reality foreign aid has not increased growth. He notes that countries that 

receive greater amount of aid do not experience faster growth. He notes that  African 

countries which enjoy aid-GNP ratios more than ten times their Latin American and East 

Asian counterparts, suffer inferior economic performance.  To him aid is insufficient in 

amount compared to the bulk of problems in the developing world and the target set by 

developed countries has been met only by a few small donors; namely Norway, Sweden, 

Denmark and the Netherlands. Effectiveness, he stresses lies on a keen selective criteria by 

donors; development projects objectives of the recipient should be taken into account 

before allocating aid.  

 

II-4: The role of foreign aid on the economic growth.   

In my view, for the very fact that a lump sum foreign aid supplements and 

complements the meager resources and incomes of developing countries, to a certain extent 

it should have a positive impact on economic growth. This contribution on the role of 
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foreign aid to economic growth stems from the neoclassical growth theory which holds that 

investment and saving are good for economic growth. How is this? 

-Given the limited resources and low technology level of Less Developed nations, it is 

quite glaring that it is very difficult if not impossible to carry out enough savings which can 

enable them to undertake substantial investment in order to achieve sustainable Economic 

Growth. Foreign aid therefore supplements a country’s limited resources and may stimulate 

growth in the following ways: 

i- Financial and material aid, can help a poor country to invest in building and equipping 

more educational structures and consequently improves the quality of human capital 

through education and training. The trained or skill capital will deploy their knowledge on 

the available resources, use and operate them more efficiently. By so doing growth will be 

generated as output productivity increases.  

 

ii-  Most of the less developed economies are agricultural based, but lagging in necessary 

modern agricultural technologies and equipments. In this light, material aid such as farm 

tools, fertilizers, and investing/subsidizing directly on public project such as farm to market 

roads, scan water wells, rural health services, technical aid on farming methods will relief 

most of these countries from their human misery. Grass-root development will be generated 

and  consequently  economic growth stimulate. 

 

iii- Teaching someone to fish is better than giving that person a basket of fish; Technical 

assistance is very important. An example is foreign experts training Economists and Policy-

makers to be able to design and implement good economic policies which are growth 

related. This is done through scholarships to students from developing countries and Peace 

Corps working in these countries. With more skills and ideas, there will be improvement in 

technology through Research and Development (R&D). 

Looking at the general picture in developing countries today and in recent decades, critics 

of foreign aid say the general objective of aid which is growth has failed. Most of them 

blame the failure on unverifiable factors for example the proportion of aid to 

developmental problems, the political and economic interest and maneuvers of some 
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donors, Khalil Osman (1998), June E. O’Neil (May 1997), recipient government Boone 

(1996) and a host of others.       

Amongst the range of critics pointing accusing fingers at recipient governments as 

the main cause underdevelopment, none has actually shown diagrammatically how these 

happens. In the following sub section I will demonstrate this with the use of a basic 

conceptual graphical framework the proper use of aid funds is likely to lead to economic 

growth. On the other hand, if deviated or  used inappropriately, how can it harm economic 

growth 

 

II-5:  Conceptual framework on the Aid-Governance-Growth nexus. 

  

This section presents a conceptual framework and view on how government can 

render aid effective (ineffective) through good (bad) governance so as to enhance or 

hamper growth.Government is one of the key actors in governance, but in relation to the 

developing countries I would say it is the main actor. The bureaucrats, ministers and 

policy-makers, all constitute the decision making component of the government of a 

country. In this regard, they solely decide on how foreign development aid and local 

resources are to be used or exploited. Therefore the aid will serve any purpose at all 

depending on the way it is used. To the extent  that aid received by a country in which good 

governance is practiced it shall be invested into productive projects and likely to yield good 

results. On the downside of it, an economy infested with grabbers friendly leaders, not 

much in terms of judicious use may be expected.  In all, governance has a lot to contribute 

to aid effectives. 

How does good governance play on this? Here is how: if a poor country that is 

politically stable, and having a forward looking, transparent, non corrupt and effective 

government receives a stipend of  foreign aid, the aid will be allocated to appropriate  

developmental priorities or channeled to the appropriate sectors depending on the 

development objectives of the society. For example it can be invested in productive 

development projects like improving on existing technology, building professional schools 

creating more job opportunities for the youths. On the dark side of it the aid will be 

deviated into private pockets and bank accounts, material aid would be transported to equip 
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private homes and shops.  In such situations, the economy remains stagnant at a point such 

as A, (see Fig. 7 below), a stage in which some if not most developing countries find 

themselves today. Such a stage is analogous to the poverty trap in Moene K. et al (2003). In 

the figure, the y-axis represents governance quality, x-axis is the inflow of foreign aid, both 

increasing from the origin. The curves MN and OP are two production possibility curves. 

All points on the curve represent productive or efficient utilization of the available 

resources. Due to this efficient use of resources, an increase I the output of goods and 

services would enable the economy to grow. This can be visualized by a movement from a 

point below the PPF to the curve MN. With foreign aid receipts by a growth oriented 

government, investments will be scaled up and there will be a boom in output. This can be 

visualized as a shift from OM to OP, a steady state  economic growth triggered by increase 

in the output of goods and services. 

 At the kinks, there is seen to be a strategic complementarity
4
 between the donor agencies 

through the inflow of aid and recipient government through good governance in stimulating 

growth., there is a simultaneous action of aid reception, savings and productive investment, 

consequently an increase in the total output of goods and services enabling the economy to 

be on a steady growth path., thus leading to an outward shift of the production possibility 

curve from MN to OP.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 
4
 There is strategic complimentarity in the sense that good governance attract aid inflow and aid effectiveness 

depends on good governance. This terminology had been used in the Big-push model of Rosenstein Rodan 

(1943) 
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Fig.7: Aid-Governance-Growth Nexus 
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 It can be said that good governance and aid effectiveness are complements in 

stimulating growth. A forward looking government and growth oriented economy ( the 

bureaucrats, development planner, finance ministries and other economic decision-

makers) play a big role  in effecting development aid to intended uses and appropriate 

sectors to achieve economic growth. How much and to what extend their actions 

through governance can affect the effectiveness of growth suggests testable hypothesis. 

This operation is done in chapter IV.                                                                                                                   
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                                                   CHAPTER III 

AN EMPIRICAL MODEL AND BY BURNSIDE AND DOLLAR (2000) 

 

In their paper “Aid, Policy, and Growth” Burnside and Dollar (2000) examine the 

relationship amongst foreign aid economic policies and growth of per capita GDP. 

III-1:  Introduction. 

Consistent with other literature on the role of foreign aid on growth (Boone 1982). 

Burnside and Dollar have found that lump sum aid has not raised growth in typical poor 

countries. They  revisit these works by introducing a new hypothesis that the impact of aid 

on economic growth is conditional on sound policy. Poor countries with sound economic 

policies benefit directly from the policies, and in this environment aid accelerate growth. In 

highly distorted economies, however, aid is dissipated into unproductive government 

expenditure (Burnside and Dollar, 2000 page 847).  

 

Data sources 

To investigate their hypothesis empirically they use a new database on foreign aid 

developed by the World Bank (Chang et al, (1998). They draw from recent empirical 

growth literature to develop a growth model with a range of institutional and policy 

distortions. The model is estimated using a panel of 56 countries across six four-year period 

from 1970-1973 until  1990 to 1993. The countries covered are grouped as follows: 21 sub-

Saharan African countries, 21 Latin American countries, M East and North Africa ( 4 lower 

and 2 middle income countries), 5 East Asian countries, 3 south Asian countries.  The data 

for real GDP is taken from the Robert Summers and Alan Heston (1991; Penn World 

Tables 5.6) data set.  

The three economic policies they use are the budget surplus, the inflation rate, and an 

openness dummy “developed by (Sachs and Warner ,1995)”. An index is formed from the 

three policies to interact with the aid variable  

 

III-3: The Model  

Their empirical work seeks  to answer the following questions: 

a) Is the effect of aid on growth conditional on economic policies? 
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b) Do donor governments and agencies allocate more aid to countries with good policies? 

c) More generally, they ask what other factors can affect growth and aid flows. 

They investigate and answer the above questions by estimating variants of the growth and 

aid equations using OLS and 2SLS 

a) Growth and aid equations: 

git = yitßy + aitßa + p'it ßp + ai*t p'it ß1 + z'itßz + gi + ε
g

it                                (1) 

ait = yitγy +it p'itγp + z'itγz + at + ε
a
it                                                                 (2) 

Equation (1) is the growth equation, (2), the aid equation. i indexes countries, t indexes 

time. The Independent variable is git, (average annual growth rate of per capita GDP). yit is 

the log of initial real per capita GDP, ait is aid receipt relative to GDP, pit are policies 

index,  p’it is a P*1 vector of policies that affect growth 

 ait pitθp is the interaction term between aid and various policy indice,  z'it is a k*1 vector of 

other exogenous factors which can affect growth,  Git and ait are fixed time effects. ε
g
it  and 

ε
a
it  are mean zero scalars. 

Their aim is to find out the impact of aid on growth and secondly if the effectiveness 

of aid depend on the nature of policy , thus the growth equation has aid, policy and 

aid*policy. The aid equation is built from literature on the determinants of aid. These are 

mainly variables which capture donors’ strategic interest: log of initial income, log of 

population,  Sub-Saharan Africa dummy, East Asia dummy, Egypt dummy, Franc Zone 

dummy, central America dummy, measure of Arms import. The  policy variables included 

to find out whether aid allocation is in favour of good policies. 

Constructing the policy index.  

The policy index is a weighted average of Trade Openness, Inflation, and the Budget 

Surplus, this enables them to get one overall measure of economic policies instead of three.  

This method enables them to discuss the effect of aid in “good” and “bad” policy 

environment. An OLS regression without the aid term is run in order to obtain the 

coefficients that determine the policy index: thus the following equation was estimated 

  git = yitßy + p'it ßp + z'itßz + gt + ε
g

it                                   (3) ,  

and obtained the following 
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Policy = 1.28 + 6.85*Budget surplus – 1.40*Inflation + 2.16*Openness. In this way they 

were able to determine the relative importance of the different policies vis-à-vis economic 

growth. 

 They let  p'it = p'itbp where bp is the OLS estimate of  ßp.. Then instead of estimating (1) and 

(2) they estimate (4) and (5) below: 

 

git = yitßy + aitßa + pit θp + ait pit θ1 + z'itßz + g t + ε
g

it                (4) 

ait = yitγy +it pitФp + z'itγz + at + ε
a
it                                             (5) 

(4) and (5) are estimated treating  git,, ait and ait* pit  as endogenous variables. The policy 

index,  pit and the log of initial income are treated as exogenous variables. 

  

III-3: Results and findings 

An OLS regression of the base specification represented by equation (1) excluding 

the aid terms. The variables they find to be most significant are institutional quality, the 

dummy for sub-Saharan Africa, the inflation rate and openness.  

In all the growth regression with aid  included, and with the same set of variables, they 

found from the OLS regression results that aid/GDP has an insignificant and small positive 

coefficient. Even from the 2SLS, the coefficient on aid/GDP is not still significantly 

different from zero but slightly negative. The other coefficients remain similar in 

magnitude and significance across the two regressions, The most important result they 

found “consistent with Boone’s (1982)” findings is that there is no significant relation 

between aid and growth.   

To address their main argument that effectiveness of aid would likely depend on 

policy, they  enter two interactive terms aid/GDP*policy and (aid/GDP)
2
*policy into their 

regressions. the result they get is: aid itself still has no significance, aid/GDP*policy has a 

significantly positive coefficient(significant at the 5% level),  the quadratic term on aid has 

a significantly negative coefficient. the implication of this result is that the impact of aid on 

growth is a positive function of the level of policy and a negative function of the level of 

aid. the result of TSLS  is still consistent with the OLS results.  

Regression with only low income countries: They drop the middle income countries 

because these countries have better access to international capital market and therefore no 
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compelling reason to think that aid would have the same effect on their growth rate as the 

low income countries’. Most importantly they fine that policy seems to be more important 

for aid effectiveness in lower- income countries. They also fine that the cross-derivative of 

growth with respect to aid and policy is about 0.23 for the whole sample and 0.33 for low-

income sample.  

Finally they try to find out whether aside the statistical significance, the estimates of the  

impact of aid on growth  are economically meaningful and plausible in light of the models 

that underlie their empirical work. With an aggregate production function, aid can affect 

growth through its effect on the stock of capital that is if used for investment rather than 

consumed. A first order approximation to the effect of aid on growth is obtained as follows: 

dY = θAK
θ-1

*∂K/∂F,  dY represents the increase induced by the injection of aid, ∂K/∂F is the  

invested. θAK
θ-1

= r + ∂  is the marginal product of capital, r is the net rate of return to 

capital. 

 

The aid regression: The main question they address here is if aid allocation favours good 

policy? As expected the aid allocation equation has large negative coefficient on initial 

income and population; poorer countries get more aid. The empirical results show that 

policy has a positive coefficient though small in magnitude a 1-standard-deviation 

improvement in policy would result in about 12% more aid for the average country (0.09 of 

the standard deviation  of aid. 

Summarily, in the series of regressions they run, they have investigated  three 

questions regarding the interaction among foreign aid, economic policies and growth. 

1) Does foreign aid have any impact on growth? 

2) Do donor governments and aid agencies allocate more aid to countries with good 

policies?. 

3) Finally if the impact of aid on growth is dependent on good policy.  

Concerning the first question, consistent with other works,  ( Boone P, 1982) they found 

that on average aid has had little impact on growth, but a robust finding was that aid has 

had a more positive impact on growth in good policy environments and this was equally 

consistent with other findings mentioned in their work “(William R. Easterly and Sergio T. 

Rebelo, 1993; Stanley Fischer,1993; and Jeffrey D. Sachs and Andrew M. Warner, 1995)”. 
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The result goes beyond the impact that the policies themselves have on growth. Concerning 

the second question, they found no significant tendency for total aid or bilateral aid to favor 

good policy. They found that about one third of aid which is managed multilaterally is 

allocated in favour of good policy. Finally the interaction term between aid and policy is 

statistically significant, indicating that aid is more effective in good policy environment.  

III-5: Other empirical works on aid effectiveness 

Aside Burnside and Dollar  the following equally hold that the effectiveness of aid is 

heavily dependent on individual country characteristics and that aid in itself has no direct 

impact on growth. These include economic liberalization by Cungu and Swinnen (2003); 

Institutional quality and macroeconomic policy environment by Monica Beuran; 

Government’s ability in allocating the aid into productive uses Neanidis and Dimitrios 

(2005); and type of political regime in the recipient’s country Boone (1995, 1996). They all 

fine a positive and statistically significant relation between aid and growth when these 

factors are controlled for. A summary of these empirical work and the obvious results are 

given below. 

Cungu and Swinnen (2003) in their empirical work analyse the impact of foreign 

development aid on the the output performance in economies in transition. Their empirical 

analysis is based on the Burnside and Dollar (2000) framework but their focus is on the 

importance of economic liberalisation policies for the relation between aid and  economic 

growth rather than interaction between aid and macroeconomic policies. Their base 

specification for their analysis is: 

Groit  =  βo +  βaAIDit  +  β'PPOL'it  +   β'XX'it + Uit 

Groit  is GDP growth for country i at period t AIDit  is aid received by country i at period t 

POL'it is a vector of variables measuring economic policies, X'it  is a vector of other 

exogenous explanatory variables that may affect growth. To test whether the policy 

environment affects the relation between aid and growth and also whether the marginal 

effect of aid depends on the amount of aid received by a particular country, they estimate 

the following model.  

Groit  =  bo +  baAIDit  + bPOL + ba p AID*POLit  + ba
2
p AID

2
 *POLit  +  β'XX'it + Uit 

Where the new terms are ba p AID*POLit , the interaction between aid and policies and ba
2
p 

AID
2
 *POLit  is the quadratic term on aid. 
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Their Empirical results: a first conclusion is that aid has no effect on growth when used 

contemporaneously. A squared measure of aid is also insignificant. However, with a one 

period lag, they found that aid is positively and significantly related with growth. Generally 

the effect seems to be stronger when associated with economic liberalization. 
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                                         CHAPTER  IV 

 EMPIRICAL MODEL BASED ON THE BURNSIDE AND DOLLAR 

FRAMEWORK AND TECHNIQUE. 

 

IV-1 Introduction   

From the above empirical review, I realize these researchers share a common 

feature, notably their dormancy on the government’s preponderant role through good/bad 

governance on the effectiveness (ineffectiveness) of foreign aid. Although variables such as 

institutional quality and liberalization policy are included in their control variables, these 

may be correlated with other aspects of governance which are not good and will have a 

negative impact of growth. Good  macro economic policies are good aspects of an effective 

government, so what about the other aspect of government quality? And what if they are 

correlated. If the government is effective, non corrupt, transparent, the regulatory quality in 

tack and the economy is politically stable, then the question of formulating good macro 

economic policies, fiscal or monetary policies, trade liberalization policies, among others 

can then come in. If the government is made up of corrupt bureaucrats and decision makers 

with vested interest, the funds will go into private pockets. This may be the case even when 

there are nice sounding paper macro economic policies because little or no investment will 

take place. It is this gap that will be filled in this empirical part of the work by running 

regressions of growth on various dimensions of governance. Also interaction terms 

between aid and governance are generated to see their individual impact on aid 

effectiveness. 

IV-2: Data sources.  The data on foreign aid for sub-Sahara African countries is obtained 

from African Development Indicators World Bank  Africa Database (2005), and include 

net  aid from all donors as a share of recipient’s GDP. The data for the other countries are 

obtained from World Development Report  2000/2001and represents Official Development 

assistance as a percentage of recipient’s GNP.  The data for   Real GDP per capita is from  

Heston et al (2006; Penn World Table Version 6.2) data set. The GDP per capita growth is 

the average increase of GDP per capita from 1998 to 2000 and from 2000 to 2002.                                                                                                                              

The data on governance indicators is from World Bank’s new release found in a  World 
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Bank Policy Working Paper, series No. 3630,  D. Kaufmann et al  (2005). “Governance 

Matter IV: Governanace Indicators 1996-2004 (May 2005). This data contains the point 

estimates of six dimensions of  governance  covering 209 countries and territories for five 

time periods: 1996, 1998, 2000, 2002, 2004. The  indicators are based on several hundred 

individual variables measuring perceptions of governance, drawn from 37 separate data 

sources constructed by 31 different organizations
5
 The indicators reflect the   statistical 

aggregates of responses on the quality of governance given by a large number of 

enterprises, citizens and expert survey respondents in Industrial and Developing countries 

as compiled by a number of survey institutions, think tanks, Non Governmental 

Organisations and international organizations. From the point estimates, they find that there 

has been significant changes in both directions  in the quality of governance in a number of 

countries. From the statistics it can be seen that most LDCs have changed much to the 

negative direction and vice versa for developed  countries [see Worldwide Governance 

Indicators Country Snapshot, (WGI) in Kaufmann et al, (2005)].  

 IV-3:  The empirical model and methods. 

As mentioned earlier, the empirical part of this work is based on Burnside and Dollar 

framework and follow a similar technique but the focus is on the importance of governance 

on  the relation between aid and economic growth than economic policies (see Burnside 

and Dollar 2000). The work will use the Ordinary Least Squares (OLS) method to estimate 

the aid and growth equations. The empirical work will seek to answer the following 

questions: 

1) Do Poor countries receive more aid? 

2) Does aid allocation vary from region to region? 

3) Does foreign aid contribute to the economic growth of developing countries? 

4) Does governance impact the effectiveness of aid vis-à-vis economic growth?  

 These questions will be investigated empirically by estimating variants of the 

following equations 

 

                                                 
5
 The  sources and publications of the qualitative measures of  governance are available in Kaufmann, Kraay 

and Mastruzzi (2006) “Governance Matters V: Governance Indicators for 1996-2005”.  
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A it  =  ßo +  ßxXit  +  ßzZit  +   ε                                                   (1) 

 

 Gti  =  αo+ Xit+  αAit  +  αA
2 

it  +  αg g'it +  αg(Ai*git) +  αg [(A it)
2
 * g'it] + αzZit+  ε       (2.1)   

 

IV-3i: Description of the equations and variables 

Equation (1) is the base specification of the  aid equation. it includes the following 

variables: Ai t  which is the dependent variable; is the amount of aid received by country i  at 

time t as a percentage of recipient’s GDP, a constant (ßo),  Xit   is the log of initial GDP per 

capita, and Zit is a vector of other variables that may affect the way aid is allocated. In the 

aid regression is included a dummy variable for sub Saharan Africa (ssafri), a dummy 

variable for south American countries (samer),  a dummy variable for Central America and 

Carribean (camc),    ε i  is the error term 

Equation  (2) is the growth equation, Gti is the growth of real GDP per capita, and is 

also the dependent variable.  g'it is a vector of six governance indicators (Political Stability, 

Voice and Accountability, Government Effectiveness, Regulatory Quality, Rule of Law 

and the Control of Curruption). They measure the governance performance in each country. 

Zit is a vector of other independent variables that might affect growth generally
6
. A

2 
it  is the 

quadratic term for aid.  αg (Ait*git), the interaction terms for aid/GDP and the various 

governance indicators. (A/GDP)
 2 

*gi is the interaction term between the quadratic term for 

aid and the various indicators 

i indexes countries, the subscript on g  indexes the indicators where i = 1, 2……6,  t indexes 

time,  Xit  is the log of initial GDP per capita,.  

Unlike in Burnside and Dollar (2000) where three policy indices are used to construct a 

single policy index, this work uses the governance indexes separately. The  main reason for 

this procedure is that a few of the countries have  least made some small improvements in 

some areas of governance. For this reason, each of the indicators where used as separate 

independent variables and each indicator interacted with the aid variable, in order to 

capture their individual impact on growth and on the effectiveness of aid vis-a-vis 

economic growth.   

                                                 
6
 These include factors like natural disasters ( e.g earthquakes, floods, droughts). These might cause a fall in 

output production,  dummy variables. 
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A) The Aid equation.  

    A it  =  ßo +  ßxXit  +  ßzZit  +   ε                         (1) 

The main aim here is to test the hypothesis that poor countries get more aid and secondly if 

the allocation of varies from one region to the other. This will give a better understanding 

of why most of these countries still lag behind in spite all the aid. As mentioned earlier, the 

equation includes a constant, ßo,  the log of initial per capita GDP Xit, and  Zit, a vector of all 

other variables that may affect the allocation of aid   

 Hypothesis 1: Do poor countries with low initial per capita GDP receive  more in aid than 

developed countries. This is tested by running an econometric  regression on the following 

equation:   

 A it  =  ßo +  ßxXit    +   ε i                          (2) 

 The method used is the Ordinary Least Square method (OLS) to run a linear regression of   

aid the dependent variable on log of initial GDP per capita, keeping constant the other 

variable. The regression results are presented in table 1, column 1.  

 A it  =  ßo +  ßxXit  +  ßzZit   + εi                              (3). 

  A it  =  ßo +  ßxXit  +  ßzZit  +   ßg g i + εi              (4) 

A second regression of equation (3) where Zit is a vector of additional variables. They 

include   the dummies for sub-Saharan Africa, south America, and central America and the 

Caribbean, this time keeping constant the six governance indicators. The purpose of this 

operation is to fine out if aid allocation varies from one region to the other and also if the 

variation contributes to variation in growth rates. The results are reported in table 1 column 

(2). 
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A third regression equation (4) including all the control variables;  the log of initial per 

capita GDP, six governance indicators, and three dummy variables. The inclusion of 

indicators is to find out whether these areas of governance affect aid allocation. The results 

of this operation are presented  in table 1 column 3.       

IV-3ii: ECONOMETRIC REGRESSIONS TABLES AND SCATTER PLOT   

.TABLE 1: AID REGRESSION                                                                 

                                          (1)                     (2)                          (3) 

                                                                                                   

Estimation method          

Initial GDP                    -5.42***           -11.53***        -10.79*** 
7
     

                                      (1.33)                 (1.74)               (1.95)    

ssafri                                 -                     -21.16***        -21.31***     

                                                                (3.307)              ( 3.59) 

samer                                                       -9.024***       -10.863***   

                                                                 (3.428)              (3.72)                                                                                                                                                                                                                  

camc                                                        -9.206 ***      -11.482 ***   

                                                                  (3.35)               (3.61)  

    va                                                            -                       3.379                       

                                                                                           (2.49)   

     ps                                                            -                     -1.309    

                                                                                           (1.89)                                                                                  

     rq                                                           -                      -1.29 

                                                                                            (2.47)   

     ge                                                            -                     -1.71  

                                                                                            (2.91) 

     rl                                                             -                       3.57    

                                                                                            (3.44) 

     cc                                                           -                       -2.306   

                                                                                            (2.42)                

   

  R
2
                                 13.6%                 38.6%                 41.4%                                             

1
***: significant at 1% level 

 

Below is a table on the average aid received as a percent of GDP by the different regions 

from 1998 to 2000. N represents the number of observations, column 3 shows the average 

aid received by each of the regions. 
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     Table 2: Average Aid received as a percent of each region’s GDP, N represents the 

number of observations. 

 

              Regions                             N                      Mean                        

                                                  

     Sub-Saharan Africa                  59                      9.6%                                  

  

     South America          17                      4.17%                            

 

    Central America  &                        

       Caribbean                                  18                      7.74%                              

 

 

        Others                                     26                      16.7%                             
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Graph A: scatter plot of aid against log of initial GDP 
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The above graph is to appreciate the direction of correlation aid and log initial GDP per 

capita or aid allocation and poor countries.The interpretation of the above results are 

carried out in section 4. 

 

B)  The growth Equations 

Gti  =  αo+ Xit+  αAit  +  αA
2 

it  +  αg g'it +  αg(Ai*git) +  αg [(A it)
2
 * g'it] + αzZit+  ε       (2) 

Variants of the above equation are used to run different t regressions as follows 

 

B-1:  Gti  =  αo+ Xit+ αg g'it                               (2.1) 
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Table 3 

GROWTH REGRESSIONS: Dependent variable is growth of GDP per capita 

 

variables                          (1)                 (2)                    (3)                      (4)                   

  

Lgdp                              -.022            -.042                 -.0495                -.077              

                                       (.017)           (.029)                 (.045)               (.045)         

va                                  -.0153            -.021                 -.0233                .077         

                                       (.033)           (.036)                 (.037)               (.053)        

ps                                   -.023              -018                 -.015                   .041  

                                       (.026)           (.028)                 (.028)               (.054)        

ge                                    -.037            -.028                  -.028                -.062  

                                       (.043)           (.043)                 (.043)               (.088)  

rq                                    -.018             .006                  -.014                 -.021  

           (.035)           (.037)                 (.036)               (.056)                

rl                                     -.003            -.019                  -.015                 .064  

               (.049)           (.052)                 (.051)              (.099)                    

cc                                      .012             .024                    .033                .038                      

                                        (.034)          (.034)                  (.036)              (.055) 

sub-Sahara Africa                -             -.038                   -.041                -.059                    

                                                            (.055)                  (.066)              (.075)                     

South America                     -            -.033                      .004                .006             

          (.055)-                (.057)               (.064)                                        

Central A. & Caribbean       -               .078                    .086        .125
** 

                 

                                                            (.051)                  (.056)               (.064)                  

Aid/GDP                               -                -                     -.0007               -.004                   

                                                                                        (.002)              (.004)                  

Aid/GDP* va                       -                 -                          -                    .012                                

                                                                                                                (.007)                   

Aid/GDP*ps                        -                   -                          -                  -.008                     

                                                                                                                (.009)                   

Aid/GDP*ge               -                    -                         -                    .005                     

                                                                                                                (.013)                   

Aid/GDP*rq                        -                   -                         -                    .008                     

                                                                                                                (.009)                    

Aid/GDP*rl                         -                    -                        -                   -.022                   

                                                                                                                 (.019)                   

Aid/GDP*cc                        -                    -                        -                     .007                    

        (.0104)                  

 

R
2                                                        

  8%                 14.8%              4.8%                18.5%                  

N                                       103                  102                  99                    99       

Note: the numbers in parenthesis are the standard errors. 
** :

significance at the 10% level. 
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Table 4: growth regression on each of the governance indicators. 

 

                                            g'  coeff.          Aid/GDP.               Aid/GDP*g'           R2 

  

                                         -.036 - -                      5% 

           (.022)                                                                           

      va 

                  -.043                       .0004                     .0006                   5% 

                          (.027)                      (.002)                      (.002)  

                                       

         -.041 

         (.018) - -                      7% 

                  ps 

                              

   -.037 -.0007                       -.0005               7% 

      (.023)                     (.002)                        (.002) 

                                   

        -.046 - -                    7% 

         (.022) 

                 ge 

   -.042                        -.0005                      -.0005 7% 

   (.031)                       (.002)                       (.002) 

 

    -.031      -  -                   5% 

      (.021) 

                 rq 

     -.028                     5.36e-06                    -.0005 

                                         (.026)                     (.001)                        (.003)  4.3% 

 

  

       rl     -.049 -   -                    2.5% 

            (.023) 

  

     -.048                        -.0003                     -.0003  6.4% 

        (.034)                (.002)           (.002) 

 

         -.004   - -                     2.5% 

         (.032) 

 cc 

                     .033                        -.0022                       -.003               4% 

                              (.045)              (.0023)    (.045) 

 

              

            Note: controlled for log of Initial GDP. 
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The coefficients from table 4 are fitted in the growth equations below.             

 

        Growth = lgdp + Aid/GDP + gov' +  gov'* Aid/GDP + ε                        (1) 

       

       Gr = -0.021Lgdp + 0.0004Aid/GDP – 0.043.va + 0.0006(va* Aid/GDP) + ε    (2) 

 

       Gr = -0.023Lgdp – 0.0007Aid/GDP – 0.037.ps - 0.0005(ps* Aid/GDP) + ε    (3) 

    

       Gr = -0.025Lgdp – 0.0005Aid/GDP – 0.042.ge – 0.0005(ge* Aid/GDP) + ε    (4) 

 

       Gr = -0.024Lgdp + 5.35e-06Aid/GDP – 0.028.rq -0.028(rq* Aid/GDP) + ε    (5) 

 

       Gr = -0.024Lgdp – 0.0003Aid/GDP – 0.048rl -0.0003(rl* Aid/GDP) + ε       (6) 

 

       Gr = -0.033Lgdp – 0.002Aid/GDP + 0.033cc – 0.003(cc* Aid/GDP) + ε      (7) 

 

Separate regressions are conducted for each of the indicators so as to see which of 

the has contributed positively to growth. The output are found in the column 1, row 1 in 

each of the 6 major rows. The second sub row of each of the 6 main rows contain 

regression outputs of Growth on the log of initial GDP, aid as percentage of GDP, 

governance indicators, an interaction term of governance and aid, and an error term. 

The next section carries interpretation of the estimation results obtained above. 

 

 

IV-4:  EMPIRICAL RESULTS AND ANALYSES 

 

IV-4i: estimation results of the aid regressions 

The estimation results are presented in table 1. Regression (1) is the result from the 

whole data set of Aid variable on the log of initial GDP. The  coefficient of  log of initial 

GDP is negative, implying as expected more aid is directed towards poor countries. (this is 

depicted in the scatter plot graph) which shows an inverse relation between aid and initial 

GDP. This coefficient is significant at the 1% level. This  significance remains across the 

three regressions and the negative coefficients are even larger in regressions (2) and (3) 

when the dummy variables are included. This negative relation between aid and log of 

initial GDP can equally be visualized in  Graph A above. The graph is a scatter plot of aid 

plotted against log of initial GDP. In conformity with the above statistical values, the 

poorer a country is, the more aid it gets and vice versa. 
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Regression (2) are estimation results of a regression of the aid variable on log of initial 

GDP, the dummies for sub-Saharan Africa, south America and central America. The 

negative coefficient on the log of initial GDP becomes larger statistically significant at the 

1% level. Comparing the three dummies, sub-Saharan Africa has the largest negative 

coefficient than its south America, central American counterparts. This indicates that the 

amount of  aid allocated to developing countries from all the donors varies from one region 

to the next. Everything else being equal, sub-Saharan  Africa get 12% aid more than its 

central America counterparts and same for south American. This is confirmed by the tube 

the aid statistics presented in table 2. During this period, sub-Saharan Africa received on 

average 9.6% of aid as a percent of its GDP against 4.17% and 7.74% for south and central 

America respectively.  

Regression (3) are the estimation results of aid equation including the governance 

indicators. As mentioned earlier, the inclusion of these indicators is to see whether there is 

any correlation between aid allocation and improvement in governance. The results show 

that the coefficients on voice and accountability and the rule of law are positive : an 

improvement on these indicators by one point estimate each lead to more aid receipts of 

3.4% and 3.6% respectively. Still they are not significant.  

Comparing the coefficient of R
2
 across the three regressions it can be seen that regression 

(3) has the highest R
2   

coefficient (41.4%) while regression (1) has the lowest R
2
. 13.%. 

This means that only 13% of aid allocation is explained by the low levels of initial GDP. 

On the other hand a large amount of the aid allocated to poor countries is explained by a 

combination of all the variables in regression (3). It can also be said that there is correlation 

amongst the independent variables since the value of R
2
 increases as the different variables 

are included.  

 

IV-4ii: Analyses of the empirical results of growth regressions. 

The estimation results are presented in table 3. 

- regressions (1) are results of growth variables on the governance indicators. The results 

show that an improvement in governance has had no impact on growth. The only indicator 

with a positive coefficient is control of corruption. It shows that a one percentage point 
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improvement in the point estimate on control of corruption is associated with a growth of 

GDP per capita of 1.2 percentage point.  

 In regression (2) when the dummies are included, the positive coefficient on corruption 

control increases from .012 to .024 indicating that some of the effect were attributable to 

special characteristics of central and south America and sub-Saharan Africa. With the 

inclusion of this dummies a one percentage point improvement in the control of corruption 

is associated with a growth of 2.4%.  

The coefficient on the dummies are negative, -.038 for  sub-Saharan Africa meaning that 

everything else held constant, a country’s per capita GDP growth is 3.8% lower if located 

in sub-Saharan Africa. Also if located in central American and the Caribbean, citeris 

paribus, a country’s per capita GDP growth is 7.8% more. Finally a country’s per capita 

GDP growth is 3.3% lower if located in south America. Now in regression (3), the Aid 

variable is included. The results show that Aid has no impact on growth. 

Regression (4) is very important because it represents investigation of the contribution of 

governance to the effectiveness of foreign aid vis-à-vis economic growth. The aid variable 

has no positive impact nor correlation with growth. But when interacted with some of the 

indicators aid is seen to have a positive coefficient. These include the interaction terms 

between aid and voice and accountability,  aid and regulatory quality, and aid and rule of 

law.  Though the coefficients are not statistically significant they are at least positive. 

comparing  the estimated coefficients on the indicators in regressions (1) and (4) for 

example, we notice that with the inclusion of the dummy variables, the coefficient on the 

other explanatory variables change in absolute value. Some increase and some reduce. 

- From the results it can be concluded that there has been a lot noisy talks about 

governance and growth and governance and aid effectiveness. Non of the coefficients are 

statistically significant, though some have small positive coefficients. An F-statistics test to 

test the joint hypothesis on the significance of the indicators was carried out.  

F-test:   F(  6,    81) =    0.73 

            Prob > F =    0.6230 

From the results we cannot reject the hypothesis of all the coefficients on the 6 governance 

indicators being zero. The p-value is very high, at 0.623. 
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Turning to the aid coefficient, it is possible that the time period is too short for aid 

to have any impact on growth. This observation has been made by Cungu and Swinnen 

(2003) who found that aid used contemporaneously has no impact on growth but has a 

positive and significant impact when lagged one period.  

From the tube table (table 4) the output  found in column 1, row 1 in each of the 6 major 

rows are results of the growth regressions on log of initial GDP and the individual 

indicators. Statistically, non of them has any impact on growth.  

 

IV-4 iii: discussion on results. 

 In spite the statistical insignificance, it is however, of interest to know how bad 

governance can affect the effectiveness of development aid and economic growth 

economically. This will be discussed in the following paragraph.  

Firtsly as mentioned earlier, corruption is the exercise of public power for private 

gain, including both petty and grand corruption and state capture. If a poor and aid 

dependent nation receives aid in the presence of corrupt leaders, the most they can do is to 

announce and acknowledge reception aloud over the media. At the end of the day the  

funds would be made away with. Vito Tanzi (2000) found out that corruption can reduce 

growth by increasing public investment. Their empirical evidence show that corruption is 

associated with higher total expenditures on wages and salaries. In light to this, public 

officials simply use their positions to manipulate aid funds to their favour that could have 

been used to finance development projects. 

Secondly a country that is politically unstable can affect growth in that it can 

discourage and crowd out investment projects by foreign investors and aid donors 

especially amidst terrorist threats. 

Government effectiveness measures the competence of the bureaucracy in rendering 

public services. This can for example enable it to better formulate good investment policies 

and therefore can invest the aid into productive projects. 

-Rule of Law is an aspect of governance that is almost too lax in many developing 

countries. In such an atmosphere everyone feels and does anything simply because he or 

she can buy his or her way through without being punished. A glaring example concerns 

contracts on public investment projects. The big guys may win contracts to construct a farm 

to market road, which can help bring development to a rural area and to the economy as a 
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whole. After two to three years the project is complete on paper, when actually no work has 

been done. Such practices actually go on unpunished and thus drag back development 

 

                         

                                V.  CONCLUDING    REMARKS 

 

  This thesis examined the role of foreign aid on growth, it also examined the role 

governance play on the effectiveness of aid vis-à-vis economic growth.  

This was done by empirical investigation of a number of questions. The first question was 

if poor countries get more aid than rich countries. The results confirmed that poor countries 

get more aid and this was significant at the 1% level. The second question asked about the 

impact of foreign aid on growth. Consistent with other findings foreign aid has had very 

insignificant impact on the growth of developing countries. Finally concerning the question   

on whether improvement in governance enhances the effectiveness of aid, I found no 

significant correlation between  growth and aid interacted with the governance indicators. 

There has been a lot of believe that government is the cause of under development and aid 

ineffectiveness, but this thesis has not confirmed this. 

Actually the period of heated debates and doubts among writers, researchers, donor 

governments and  aid agencies about the impact of aid on growth of developing countries 

has dragged on for several decades. Considering the aid allocation, improvement in 

governance, and looking at the picture is in terms of growth,  It is my opinion that donor 

bodies adjust allocation criteria and procedure and maybe try out the following 

propositions 

-donors should take up more hands-on coordinative and supervisory role to make sure aid 

trickles down to the appropriate quarters: the rural poor and also used on intended 

development projects.  

- From the empirical results, lump sum aid is found to have no significant correlation with 

growth, so donors might try to identify the development objectives of the needy recipients  

and tailor aid packages according to studied problems and projects. I feel that if this is done 

efficiency might  prevail than when allocation is base on conditionality. Conditionality in a 

way promotes eye-service. This is because recipient government will design theoretical 

policies aim at  fulfilling conditions set by donors in other to receive the aid  after which 
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the situation remain same. On the other hand, as noted in (South Centre, International 

Commodity Problems and Policies. The Key Issues for Developing Countries, South Centre, Geneva, 

1996) and (Non-Aligned Movement, The Continuing Debt Crisis of Developing Countries, Report of 

the Non-Aligned Movement Ad Hoc Advisory Group of Experts on Debt, 1994.), both public 

and private flows in their different ways impinge considerably on developing countries' 

decision-making and sovereignty. Conditionalities of the multilateral financial institutions and 

bilateral donors, and the preferences and structures of investors and the market, exert a 

powerful influence on social and economic policy choices and on the political framework. The 

pervasiveness of Northern influence is such that many developing countries loss sense a of 

control over their own destinies. 

- The control of corruption has been found to be positively correlated with growth though 

not significant, so emphasis should be laid on this aspect of governance to archive better 

results on economic growth. Also the interaction terms between aid and voice and 

accountability(Aid/GDP*va) and aid and regulatory quality(Aid/GDP*rq) are also 

positively correlated with growth thus donor government and agencies may emphasize on 

these aspects of governance so as to render aid more effective vis-à-vis economic growth. 

Recipient governments should also be forward looking and growth-oriented in their 

policies. 

Myopic governments are hardly forward looking, so they should be closely 

monitored probably by an autonomous coordinating and supervisory body. But then the 

problem still arises : who monitors the monitor (Alchian and Demsetz, 1972). If donors 

suppose that a lot of aid has been given to the developing with minimal results, then it is 

equally a challenge to donor bodies as well. Proposals are that there should be checks and 

balances at both levels. At the level of donors, it should be made sure that aid disbursed is 

development aid per se. At the level of the recipients, there should be accountability in the  

execution of the aid funds and ordained projects seen to finishing points. With this it may 

be hoped that some change may come sometimes in the nearest future. Thus, monitoring 

development aid flows is of absolute necessity because of their economic significance to 

the developing world. 
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Appendix 1 An extract (1998-2000) of the  World wide Governance Indicator data set(WGI  

1996-2005 Interactive data set)  

 

Ccode YEAR VA PS GE RQ RL CC 

Algeria 1998 -1.46 -2.62 -0.98 -1.2 -0.79 -0.7 

Algeria 2000 -1.31 -1.75 -0.75 -0.76 0.8 -0.62 

Argentina 1998 0.29 0.45 0.46 0.87 0.17 -0.22 

Argentina 2000 0.44 0.48 0.28 0.45 0.17 -0.34 

Azerbaijan 1998 0.61 0.27 -0.18 -0.07 -0.38 -0.76 

Azerbaijan 2000 0.44 0.24 0.05 -0.04 -0.39 0 

Benin 1998 0.34 0.08 -0.11 0.9 -0.35 -0.41 

Benin 2000 0.23 -0.41 -0.4 0.67 -0.52 -0.65 

Bolivia 1998 0.89 -0.38 0.52 0.69 0.66 0.53 

Bolivia 2000 0.78 0.9 0.98 0.79 0.67 1.02 

Botswana 1998 -0.38 0.89 -0.1 0.29 -0.08 0.1 

Botswana 2000 0.53 0.2 -0.18 0.37 -0.16 0.04 

Brazil 1998 0.44 0.44 -0.94 0.47 -0.22 -0.5 

Brazil 2000 0.51 0.3 -0.16 0.22 -0.13 -0.13 

Bulgaria 1998 -0.24 0.04 -0.08 -0.23 -0.42 -0.51 

Bulgaria 2000 -0.31 -0.17 -0.14 0.01 -0.54 -0.68 

Burkina Faso 1998 -1.59 -2.06 -1.02 -1.27 -0.85 -0.8 

Burkina Faso 2000 -0.14 -1.25 -0.44 0.01 -0.86 -0.07 

Burundi 1998 -0.87 -1.18 1.22 0.22 -0.73 -1.27 

Burundi 2000 -0.35 -0.73 -0.44 -0.07 -0.77 -0.72 

Cambodia 1998 -0.77 -0.75 -0.61 -0.15 -0.92 -1.27 

Cambodia 2000 -0.9 -0.55 -0.44 0 -1.06 -0.72 

Cameroon 1998 0.06 0.26 -0.95 -0.57 -0.87 -1.11 

Cameroon 2000 -0.52 0 -1.06 -0.65 -0.66 -1.05 

Central Africa Rep 1998 -0.83 -1.37 -0.51 -0.67 -0.98 -0.55 

Central Africa Rep 2000 -0.89 -0.87 -0.36 -0.28 -0.81 -1.02 

Chad 1998 0.65 0.61 1.41 1.22 1.27 -0.84 

Chad 2000 0.56 0.85 1.34 1.38 1.31 -0.57 

Colombia 1998 -1.67 -2.77 -2 -2.78 -1.97 -0.61 

Colombia 2000 -1.91 -2.83 -1.79 -1.89 -2.35 -0.4 

Costa Rica 1998 -0.65 -0.03 -0.12 0.18 -0.52 -0.35 

Costa Rica 2000 -1.31 -0.9 -0.75 -0.32 -0.57 -0.6 

Cote d’Ivoire 1998 -0.3 0.46 0.3 0.34 -0.04 -0.33 

Cote d’Ivoire 2000 0.38 0.49 0.15 0.31 0.14 0.04 



   

 

55 

 

Croatia 1998 -1.68 0.07 -0.48 -1.06 -0.5 -0.29 

Croatia 2000 -1.72 -0.1 -0.18 -1.5 -0.64 -0.32 

Cuba 1998 -0.05 -0.06 -0.73 0.23 -0.06 -0.53 

Cuba 2000 0.43 0.18 -0.11 0.52 -0.2 -0.3 

Dominican Rep 1998 0.27 -0.58 -0.76 0.19 -0.67 -0.74 

Dominican Rep 2000 -0.14 -1.01 -1.05 -0.19 -0.67 -0.96 

Egypt 1998 0.04 0.2 -0.04 1.42 -0.15 -0.27 

Egypt 2000 0.24 0.47 -0.11 1.15 -0.45 -0.16 

Ethiopia 1998 -0.26 -0.29 -0.79 0.1 -0.48 -0.9 

Ethiopia 2000 -0.46 -0.34 -0.59 -0.29 -0.57 -0.74 

Gabon 1998 -1.18 0.63 -0.2 -0.34 -0.29 -0.49 

Gabon 2000 -0.98 0.34 0.17 -0.01 -0.34 -0.15 

Gambia 1998 -0.53 0.02 -0.13 0.21 -0.06 -0.44 

Gambia 2000 0 -0.04 0.09 0.11 -0.08 -0.34 

Ghana 1998 -0.36 -0.89 -0.23 0.85 -0.7 -0.63 

Ghana 2000 -0.26 -0.89 -0.5 0.46 -0.77 -0.64 

Guatemala 1998 0.98 0.02 -0.14 0.31 0.06 -0.26 

Guatemala 2000 0.91 -0.42 -0.16 -0.04 -0.14 -0.37 

Guyana 1998 -0.65 -1.27 -1.2 -0.99 -0.99 -0.85 

Guyana 2000 -0.79 -0.77 -1.47 -1.15 -1.5 -1 

Haiti 1998 0.12 -0.18 -0.29 0.58 -0.56 -0.75 

Haiti 2000 0.01 0.26 -0.45 0.32 -0.89 -0.64 

Honduras 1998 0.26 -0.42 -0.14 -0.08 0.21 -0.17 

Honduras 2000 0.45 -0.4 -0.07 -0.17 0.22 -0.25 

India 1998 -1.33 -1.47 -0.52 0.1 -0.97 -0.95 

India 2000 -0.52 -1.85 -0.4 -0.34 -0.93 -1 

Indonesia 1998 0.66 -0.17 -0.54 0.63 -0.24 -0.26 

Indonesia 2000 0.7 0.28 -0.19 0.41 -0.15 -0.17 

Jamaica 1998 -0.77 -0.98 -0.85 -0.18 -1.02 -0.92 

Jamaica 2000 -0.84 -0.96 -0.68 -0.16 -0.94 -1.04 

Kenya 1998 -0.01 0.38 -0.23 0.05 -0.13 0.03 

Kenya 2000 -0.03 1.01 -0.05 -0.38 -0.05 -1.16 

Lesotho 1998 -0.9 -1.2 -1.86 -2.35 -1.79 -1.44 

Lesotho 2000 -1.35 -1.41 -1.35 -1.55 -1.29 0.32 

Madagascar 1998 -0.1 0.12 -0.54 0.1 -0.51 -0.5 

Madagascar 2000 -0.28 0.11 -0.65 -0.1 -0.46 -0.21 

Malawi 1998 -0.25 0.46 0.78 0.57 0.82 0.73 

Malawi 2000 -0.27 0.35 0.69 0.36 0.53 0.28 

Mali 1998 -0.17 -0.48 0.24 0.78 -0.38           na 

Mali 2000 -0.44 0.11 0.02 0.32 0.3           na 

Mexico 1998 -0.53 0.16 0.3 0.25 0.53 -0.39 
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Mexico 2000 0.09 -0.11 0.35 0.68 -0.38 0.37 

Morocco 1998 -0.1 -0.66 -0.21 -0.29 -1.02 -0.1 

Morocco 2000 -0.28 -0.28 -0.31 -0.05 -0.65 -0.36 

Mozambique 1998 0.42 0.51 0.17 0.4 1.14 -0.77 

Mozambique 2000 0.28 -0.57 0.48 0.35 1.06 -0.32 

Namibia 1998 -0.01 -0.63 -1.02 -0.34 -0.25 0.24 

Namibia 2000 -0.12 -1.13 -0.62 -0.39 -0.36 1.13 

Nepal 1998 -0.01 -0.21 -0.53 0.45 -0.82 -0.59 

Nepal 2000 -0.08 0.22 -0.71 0.32 -0.91 -0.56 

Nicaragua 1998 -0.99 -0.4 -0.9 -0.47 -0.7 -0.75 

Nicaragua 2000 -0.07 -0.06 -1.04 -0.26 -0.82 -0.88 

Niger 1998 -1.48 -1.03 -1.33 -0.48 -1.3 -0.88 

Niger 2000 -0.68 -1.47 -1.04 -0.38 -0.99 -0.84 

Nigeria 1998 -0.62 -0.88 -0.69 -0.15 -0.72 -1.01 

Nigeria 2000 -1.53 -0.6 -0.54 -0.58 -0.8 -1.06 

Pakistan 1998 -0.28 -0.36 -1.12 -0.26 -0.75 -0.76 

Pakistan 2000 -0.59 -0.84 -1.27 -0.79 -0.83 -0.62 

Paraguay 1998 -0.79 -0.47 0.3 0.89 -0.48 -0.97 

Paraguay 2000 -0.01 -0.46 -0.27 0.59 -0.53 -1.01 

Peru 1998 0.46 0.03 0.22 0.71 -0.04 -0.17 

Peru 2000 0.4 -0.39 0.08 0.35 -0.51 -0.07 

Rwanda 1998 -0.49 -1.08 0.15 -0.26 -0.26 -0.55 

Rwanda 2000 -0.11 -0.72 0.23 -0.05 -0.34 0.06 

Senegal 1998 -0.11 -0.72 0.23 -0.05 -0.34 -0.45 

Senegal 2000 -0.49 -1.08 0.15 -0.26 -0.26 -0.38 

Sera Leone 1998 -1.36 -1.53 -1.39 -1.05 -0.9 -0.38 

Sera Leone 2000 -1.72 -2.02 -0.5 -1.41 -0.72 -0.45 

Singapore 1998 -0.05 1.52 2.44 2.31 2.1 -0.79 

Singapore 2000 0.01 1.32 2.59 1.65 2.24 -0.72 

South Africa 1998 0.87 -0.8 0.17 0.33 0.21 -1.6 

South Africa 2000 1.05 -0.13 0.43 0.12 0.28 -1.44 

Sri Lanka 1998 -0.29 -1.72 -0.42 0.72 -0.11 0.42 

Sri Lanka 2000 -0.37 -1.83 -0.32 0.32 -0.17 0.57 

Sudan 1998 -1.71 -1.99 -1.68 -1.14 -1.31 -0.24 

Sudan 2000 -1.75 -2.42 -1.46 -0.84 -1.1 -0.09 

Tanzania 1998 -0.4 0.42 -0.39 0.21 -0.28 -0.58 

Tanzania 2000 -0.15 -0.33 -0.28 0.07 -0.28 -0.72 

Thailand 1998 0.11 0.28 0.12 0.27 0.4 -0.95 

Thailand  2000 0.25 0.24 0.2 0.7 0.41 -0.97 

Togo 1998 -1.14 -0.99 -0.44 -0.64 -0.83 -0.26 

Togo  2000 -1.09 -0.47 -1.4 -0.47 -0.93 -0.3 
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Trinidad &Tobago 1998 0.92 0.68 0.54 0.82 0.38 -0.45 

Trinidad &Tobago 2000 0.61 0.42 0.64 0.81 0.47 -0.63 

Tunisia 1998 -0.92 0.48 0.86 0.5 0.44 0.13 

Tunisia 2000 -0.71 0.73 1.24 0.37 0.44 0.38 

Turkey 1998 -0.92 -1.1 -0.31 0.86 0.19 0.11 

Turkey 2000 -0.65 -1.01 -0.07 0.24 -0.28 0.7 

Uganda 1998 -0.61 -0.95 -0.11 0.42 -0.11 -0.01 

Uganda 2000 -0.94 -1.35 -0.16 0.16 -0.58 0.05 

Uruguay 1998 0.74 0.6 0.67 1.02 0.54 -0.62 

Uruguay 2000 1.04 1.04 0.71 1.05 0.65 -0.86 

Venezuela  1998 0.16 -0.37 -0.89 0.13 -0.64 0.42 

Venezuela 2000 -0.33 -0.44 -0.83 -0.55 -0.82 0.76 

Zimbabwe 1998 -0.73 -0.37 -1.06 -0.35 0 -0.56 

Zimbabwe 2000 -0.97 -1.21 -1.13 -1.61 -0.74 -0.82 

 

  

 


