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Does financial aid
exacerbate
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hinder economic
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Excessive reliance on external
financial support might
discourage local governance
reforms and economic
development by making
governments reliant on
external funds instead of
internal revenue generation



Research Question

Does financial aid exacerbate corruption and hinder

economic growth in developing countries?



Literature Review

New PerspectivesForeign Aid Effectiveness

Traditional measures of aid
are inaccurate; new methods
are proposed (Chang et al.,
1998)
Shift in development
Thinking: Evolution from
broad plans to targeted,
self-sufficiency projects
(Edwards, 2015)

Aid creates dependency
(Gulrajani, 2011)
Aid fosters corruption
(Knack, 2001)
No link to growth (Vasquez,
1998; Boone, 1996)
Aid should be driven by
local actors, not external
planners (Easterly, 2006)
Aid worsens economic
conditions (Moyo, 2009)

CRITIQUES

Good governance & policy
(Burnside & Dollar, 2000)
Political stability (Islam,
2005)
Post-conflict recovery:

Aid supports rebuilding
efforts (Collier, 2011)
Persistent gains in
local public goods and
modest improvements in
institutions (community-
driven development
program in Sierra Leone)
(Casey et al., 2012,
Casey et al., 2023)

CONDITIONS MEASUREMENT



Lack of
accountability:
wasted resources and
limited impact on
poverty reduction
Top-down approaches:
external solutions
without
understanding local
needs
Encouraging
dependence
Institutional
weakness

Easterly emphasizes
bottom-up, locally-
driven approaches
that prioritize
institutional
accountability and
individual
empowerment of local
actors as more
effective
alternatives to
traditional aid.

Aid's role in
sustaining
corruption: aid
funds often end up
in the hands of
corrupt elites
Stifling private
investment: an
artificial reliance
on external funding
Aid creates a cycle
of dependency

Moyo focuses on
weaning countries
off aid dependency,
arguing for a shift
toward market-based
financing and global
economic
integration.
Moyo advocates for
trade, microfinance,
and accessing
international
capital markets.

The debate between William Easterly and Dambisa Moyo

Easterly: Aid and Accountability Moyo: Dead Aid and Economic Independence

ACCOUNTABILITY
PROBLEM

SOLUTION SOLUTIONDEPENDENCE
PROBLEM
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ODA is provided by official
agencies under concessional
terms, meeting specific grant
element thresholds
Since 2018, ODA reporting has
transitioned to a grant-
equivalent measure, enhancing
transparency in donor efforts.

Official Development Assistance (ODA) represents resource flows aimed
at promoting economic development and welfare in developing countries,
as defined by the OECD’s Development Assistance Committee (DAC)

Exclusions include:
military aid,
anti-terrorism activities, and
most peacekeeping costs

ensuring ODA remains focused on
developmental goals



Source: Aid Atlas

All Donors to All Recipients for
All sectors & objectives during 2002–2021

https://aid-atlas.org/flows


Source: OECD-Library.org

Net bilateral ODA by income group and
by top 10 DAC countries in terms of volume, 2022

https://www.oecd-ilibrary.org/sites/479b1a72-en/index.html?itemId=/content/component/5e331623-en&_csp_=b14d4f60505d057b456dd1730d8fcea3&itemIGO=oecd&itemContentType=chapter#component-d1e429-b5cd116b47


Source: data.one.org

Aid has increased significantly in recent years
but is far from meeting needs

https://data.one.org/topics/official-development-assistance/
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27 countries: 2006-2018    
Manually compiled from multiple
datasets

Data

World Bank
Governance
Indicators

World Bank
World

Development
Indicators

https://www.worldbank.org/en/publication/worldwide-governance-indicators
https://www.worldbank.org/en/publication/worldwide-governance-indicators
https://www.worldbank.org/en/publication/worldwide-governance-indicators


Source: Compiled by the authors
from the World Bank dataset, indicator: DT.ODA.ALLD.CD

27 Countries in Our Dataset Represent
an Average of 16% of Global ODA in current US$

https://data.worldbank.org/indicator/DT.ODA.ALLD.CD
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We draw inspiration from Burnside and Dollar (2001) and adapt their model

Burnside and Dollar use policies to study the effect of Aid on growth

We use political and governance factors to study the effect of Aid on growth and Corruption
Rule of Law; Voice; Political Stability; Corruption, etc...

Normalized for each country

Inspiration



Hypothesis: aid impacts growth, but its effectiveness
depends on the recipient country's economic policies

In nations with sound
policies, aid amplifies
growth by complementing
these frameworks 

In economies with
significant distortions,
aid is often misused in
unproductive government
spending



Model 1

Model 2

Gamma: Country-fixed effects
Delta: Year-fixed effects
Lambda: interaction term



Different regressions

Starting with most simple possible regression for both models:

Effect of aid as percentage of GDP on growth of GDP/Capita and Corruption

Then adding time and country FE one at a time to see what changes (if anything changes)

Repeat operation step by step adding independent variables one by one

Population growth, Inflation, Trade, etc...

To end up with “final” regression

Helps us assess what independent variables and which FEs have more effect on growth



IV
There are endogeneity concerns, such as reverse causality (e.g., countries with
poor economic growth or high corruption levels attract more ODA) or omitted
variable bias (e.g., unobserved governance quality affecting both ODA and
outcomes).
Instrument that influences ODA allocation but does not directly affect economic
growth or corruption (except through ODA):

Historical ties between donor and recipient countries (For example, in 2021,
France enacted new legislation on programming of development cooperation which
stipulates that it will focus its bilateral development assistance, and
particularly grants, on LDCs, and especially those in sub-Saharan Africa)
Donor-specific aid policies or priorities that are exogenous to recipient
outcomes

Advantages:
Provides causal estimates even in the presence of endogeneity

Challenges:
Results depend heavily on the instrument's validity (relevance and exclusion
restriction)

https://www.diplomatie.gouv.fr/IMG/pdf/en_a5_loi-developpement_v1-8.-valide_cle423118.pdf
https://www.un.org/ldcportal/content/bilateral_oda
https://www.un.org/ldcportal/content/bilateral_oda


Potential shocks
The major reallocation of aid that has
permitted an increase in aid to low income
countries has been the graduation of China.

In the 1990s, China received just under $2
billion per year in aid.

A large part of which was funded by Japan

By 2010/11, it was repaying $1.3 billion a
year of its concessional debt to bilateral
and multilateral donors. 

--> Big donors to China, and especially Japan,
were able to reallocate resources, particularly
to South-East Asian countries

Sources: OECD (2024), Flows by donor
Note: ODA on flows and grant equivalent measure by
members of OECD Development Assistance Committee (DAC)

Sources: MINISTRY OF FOREIGN AFFAIRS OF JAPAN
         DONOR TRACKER (Initiative by Seek Development)

https://www.oecd.org/development/financing-sustainable-development/development-finance-data/idsonline.htm
https://data-explorer.oecd.org/vis?lc=en&df[ds]=DisseminateFinalDMZ&df[id]=DSD_DAC1%40DF_DAC1&df[ag]=OECD.DCD.FSD&df[vs]=1.0&av=true&pd=%2C&dq=DAC...1140%2B1160..Q.&ly[rw]=MEASURE&ly[cl]=TIME_PERIOD&to[TIME_PERIOD]=false&lo=10&lom=LASTNPERIODS
https://www.oecd.org/en/topics/oda-trends-and-statistics.html
https://www.oecd.org/en/topics/oda-trends-and-statistics.html
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Aid (% of GDP) shows no significant impact on GDP per capita growth,
while higher investment in physical capital is linked to lower GDP growth

GDP per capita Growth is the Dependent Variable
(Country × year)



...Potential inefficiencies or diminishing returns

Note: The coefficient for gfcf_gdp (gross fixed capital formation as a percentage of
GDP) is negative and statistically significant, with p-value of 0.00650;
the model is statistically significant, with p-value of 0.04804;
R-squared of the model: 0.50899



Country-FE regressions: Aid inflows lack robust impact
on growth, while trade openness boosts GDP growth

GDP per capita Growth is the Dependent Variable
(Country-Fixed Effects)



Greater trade openness positively contributes to
GDP per capita growth

Note: The coefficient for trade_gdp (trade as a percentage of GDP) is positive and
statistically significant, with p-value of 0.00573;
the model is statistically significant, with p-value of 0.00008;
R-squared of the model: 0.09211



Higher levels of capital investment are associated
with higher corruption

Corruption Level is the Dependent Variable
(Country × year)



Country-FE regressions: Higher levels of capital
investment remain associated with higher corruption

Corruption Level is the Dependent Variable
(Country-Fixed Effects)



Higher investment in physical capital is associated with
increased corruption

Note: The coefficient for gfcf_gdp (gross fixed capital formation as a percentahge of
GDP) is consistently positive and statistically significant, with p-value of 0.00000;
the model is statistically significant, with p-value of 0.00001;
R-squared of the model: 0.10867 



Limitations

Time Frame: The 2006-2018 period may not capture long-term effects of
aid on economic growth or corruption
Causal Relationship Ambiguity: Though ODA has been specified as an
independent variable, the causal direction between ODA and corruption or
growth might be unclear. Corruption could also influence ODA allocation,
creating reverse causality
Lagged Effect of Corruption: Corruption is a systemic issue that evolves
slowly, and the short 2006–2018 study period may not adequately capture
long-term effects of ODA on corruption levels or economic growth
Measurement Challenges with Corruption Index: Corruption indices are
often perception-based, subject to biases, and may not accurately
reflect actual corruption levels or local variations



Omitted Variables

Human Capital Development: Education, healthcare access, and skill
levels, which drive long-term GDP growth and potentially reduce
corruption, are not included in the model.
Private Sector and Market Dynamics: Factors like foreign direct
investment (FDI), private sector development, and capital market
integration are crucial drivers of growth but are not included.
Sector-Specific Aid Allocation: The impact of ODA may vary depending on
whether it is directed toward infrastructure, health, education, or
governance reforms, which is not disaggregated in the study.
External Shocks and Crises: Events such as natural disasters, global
financial crises, or regional conflicts could have significantly
influenced GDP growth and corruption during the study period.



Policy Implications (I)
Aid and Economic Growth:

Current aid mechanisms appear insufficient to foster sustained
economic growth.
Policymakers should conduct rigorous impact assessments to identify
inefficiencies in aid distribution and usage.

Policy recommendations:
Fostering trade openness and market integration may yield better
economic outcomes.
Enhance trade partnerships and reduce barriers to facilitate economic
diversification and competitiveness.
Link aid to specific, measurable outcomes such as education,
healthcare improvements, or institutional reforms to enhance its
impact.
Invest in strengthening public institutions and governance systems to
ensure aid is utilized efficiently and transparently.



Policy Implications (II)

Corruption and Capital Investments:
The significant positive relationship between gross fixed capital
formation and corruption suggests that capital investments might be
prone to rent-seeking behaviors and mismanagement
Large-scale infrastructure projects and capital-intensive industries,
which form a significant portion of GFCF, are particularly
susceptible to corruption due to complex procurement processes, lack
of transparency, and weak oversight

Policy recommendations:
Enhance transparency in investments
Strengthen institutional frameworks in investment-heavy sectors by
enforcing anti-corruption laws and empowering regulatory agencies



APPENDIX A
GDP per capita
Growth is the
Dependent Variable
(Year-Fixed
Effects)



APPENDIX B
Corruption Level is
the Dependent Variable
(Year-Fixed Effects)



APPENDIX C
Plots of the
coefficients of the
selected models

Model 1.5.1

GDP per capita Growth is the Dependent Variable

Model 1.6.1 Model 1.6.2

Corruption Level is the Dependent Variable
Model 2.6.2 Model 2.6.3



Thank You
for your attention
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