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1. Introduction

 After UN member states agreed on Millennium Development 
Goals (MDG) in 2001, Official Development Assistance (ODA) 
f i h t i t t i h b id blfrom rich countries to poor countries has been considerably 
increasing.
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1. Introduction

 Therefore, the effectiveness of ODA (or foreign aid) is becoming a 
very important issue.

 However, a lot of studies show foreign aid has not raised growth 
rates in the typical poor country

 Burnside and Dollar(2000) try to refute these studies arguing aid 
does affect growth on the condition that recipient countries have g p
sound policies

 By conducting econometric study of growth aid and policies they By conducting econometric study of growth, aid and policies, they 
indeed found that aid has a positive impact on growth in 
developing countries with good fiscal, monetary and trade policies



2. Empirical Model and Data Sources

 Two basic questions this empirical study attempts to answer

1. Is the effect of aid on growth conditional on economic policies?
2. Do donor governments and agencies allocate more aid to countries 

with good policies?

 For the investigation of Q.1 & Q.2, they estimate the system of 
equations as follows

εβββββ g

ittititititaityitit gaaygequationGrowth ++++++=
ΖΡ Ζ′Ρ′Ρ′)1(

1

εγγγ a

ittitityitit ayaequationAid ++++=
ΖΡ Ζ′Ρ′)2(



2. Empirical Model and Data Sources 

 Some econometric issues with regard to the system of equations

1. Endogeneity: The error terms in Eq(1) and Eq(2) are likely to 
be correlated. So this study adopts both OLS and 2SLS

2. Identification of the system: We need some exogenous 
variables that don’t appear in both Eq(1) and Eq(2). So this 
study builds the specification of the system of equations such y p y q
that excluded exogenous variables exist.

3 Coefficients on interactions terms in Eq(1): Hard to obtainβ 13. Coefficients     on interactions terms in Eq(1): Hard to obtain 
precise estimates even with OLS. So this study constructed a 
policy index, one representative measure for economic policy

β 1



2. Empirical Model and Data Sources 

 Modified version of system of equations

1. First, a Policy Index needs to be constructed. The key feature 
of policy index is that it weights the policy variables according 
to their correlation with growth

2. Do an OLS regression of the growth equation(Eq(1)) with no 
aid terms to get the policy index, β̂

OLS
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3. Then, we get the modified system of equations for estimation 
as follows
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2. Empirical Model and Data Sources

 Summary of estimation and Identification



3. Growth Regression Results



3. Growth Regression Results

 Some important results to notice
 No significant relationship between aid and growth regardless 

of OLS and 2SLSof OLS and 2SLS

 However, aid interacted with policy has a significant positive 
coefficient while the quadratic term has a significantly negativecoefficient while the quadratic term has a significantly negative 
coefficient. This implies 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 cross derivative of growth with respect to aid and policy is 
significantly positive

 The 2SLS regression loses significance of the coefficients on 
the aid variables. This is due to weak instruments used for 3 
RHS i blRHS variables



3. Growth Regression Results

 Robustness Check
 When five big outliers are omitted in the sample, the coefficient 

on aid*polic is highl significant in both the OLS and theon aid*policy is highly significant in both the OLS and the 
2SLS regression



3. Growth Regression Results

 Robustness Check
 When the sample is restricted to low-income countries, most 

estimation res lts are er similar to all co ntr caseestimation results are very similar to all country case



3. Growth Regression Results

 Robustness Check
 Yet, policy seems to be more important for aid effectiveness in 

lo er income co ntrieslower-income countries.



3. Growth Regression Results

 Economic meaning of the estimates of the impact of aid on growth
 Given the aggregate production function of the form 

 1st order approximation to the effect of aid on growth equals

KAY θ=

 Since                          the derivative of growth wrt aid can be 
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 This implies that when return to capital and a marginal 
propensity to save are high, impact of aid on growth can be 
bigger. Good policies are correlated with both terms so good 
polices matter for the impact of growthpolices matter for the impact of growth



4. Explaining aid allocation



4. Explaining aid allocation 

 Some important results to notice
 Policy has a significant positive coefficient only for multilateral 

aid and World Bank aidaid and World Bank aid

 For bilateral aid, there is an insignificant coefficient on policy

 The donor interest variables are more important for bilateral 
than for multilateral aid as shown by coefficients on regional 
dummy variablesdummy variables

 From additional regression (GV consumption on various 
variables) it is shown that bilateral aid associated with donorvariables), it is shown that bilateral aid associated with donor 
interests increases GV consumption. But GV consumption has 
no significant effect on growth. This probably explains why aid 
has not been effective 



5. Conclusion

 More positive impact on growth in good policy environment

 No significant tendency for aid to favor good policy

 Making aid more systematically conditional on the quality of Making aid more systematically conditional on the quality of 
policies would likely increase its impact on developing country

 Further research on relation between aid effectiveness and Further research on relation between aid effectiveness and 
government policies through the lens of corruption is needed.


