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Abstract	
	

Official	 development	 assistance	 (ODA)	 is	 increasingly	 understood	 as	 a	 vehicle	 to	

foster	 foreign	 direct	 investment	 (FDI)	 in	 aid-recipient	 countries.	 However,	 both	

theoretically	 and	 empirically	 the	 relationship	 between	 the	 two	 is	 unclear.	 While	

ODA	 could	 remove	barriers	 to	 FDI	 or	 signal	 confidence	 to	 investors,	 it	might	 also	

crowd	out	private	 investment.	Using	data	 for	 aid	 recipient	 countries	 for	 the	years	

1995	to	2014,	this	paper	sheds	light	on	the	potential	transmission	channels	between	

aid	 and	 FDI.	 Specifically,	 it	 shows	 that	 aid	 spending	 on	 governance	 and	 health	 is	

positively	 associated	 with	 foreign	 direct	 investment	 inflows	 to	 aid	 recipient	

countries.	Education	ODA	might	also	be	associated	with	higher	FDI	flows,	however	

more	 ambiguously	 than	 spending	 on	 health	 and	 governance.	 All	 of	 these	

associations	 decrease	 as	 aid	 flows	 increase,	 suggesting	 that	 the	 efficiency	 of	 aid	

spending	in	fostering	FDI	is	diminishing.	Surprisingly	aid	spent	on	infrastructure	is	

not	associated	with	enhanced	FDI	inflows.	Overall,	however,	this	study	suggests	that	

targeted	 ODA	 can	 leverage	 FDI	 and,	 therefore,	 help	 increase	 the	 impact	 of	 aid	

spending	on	FDI	and	economic	development.	
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I)	Introduction	
	

With	 the	 adoption	 of	 the	 United	 Nation’s	 Sustainable	 Development	 Goals	

(SDGs)	in	September	2015,	the	international	community	agreed	to	an	ambitious	set	

of	targets	“to	end	poverty,	protect	the	planet	and	ensure	that	all	people	enjoy	peace	

and	 prosperity”	 (UNDP,	 2016).	 However,	 despite	 continuously	 growing	 official	

development	 assistance	 (ODA)	 spending	 over	 past	 decades	 (Kharas,	 2007),	 funds	

for	 financing	 the	 SDGs	 are	 woefully	 inadequate.	 According	 to	 the	 United	 Nations	

Conference	 on	 Trade	 and	 Development	 (UNCTAD),	 a	 $2.5	 trillion	 funding	 gap	

remains	(2014,	p.	xi).	

To	fill	this	gap,	there	has	been	increasing	interest	in	development	circles	in	

leveraging	private	 funding	alongside	public	 funding.	 In	this	strategy,	 foreign	direct	

investment	 (FDI),	 commonly	 understood	 as	 an	 important	 driver	 for	 economic	

growth,	 is	 awarded	 a	 particularly	 important	 role.	 The	 UN’s	 Third	 International	

Conference	 on	 Financing	 for	 Development	 (FFD3)	 concluded	 that	 “private	

international	 capital	 flows,	 particularly	 foreign	 direct	 investment,	 […]	 are	 vital	

complements	to	national	development	efforts”	(United	Nations,	2015,	p.	17).	

In	contrast	 to	ODA	flows,	sizeable	amounts	of	FDI	 in	developing	countries	

are	 a	 fairly	 new	 phenomenon.	 FDI	 flows	 have	 grown	 consistently	 only	 since	 the	

early	2000s,	driven	 in	part	by	 the	emergence	of	other	developing	nations,	 such	as	

the	BRICS	 (Brazil,	 Russia,	 India,	 China	 and	 South	Africa),	 as	 players	 on	 the	 global	

stage	(UNCTAD,	2011).	Today,	FDI	represents	the	most	important	external	source	of	

private	capital	for	least	developed	countries	(LDCs)	(UNCTAD,	2011).	
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Given	 the	 growth	 in	 FDI,	 its	 importance	 for	 economic	 growth,	 and	 its	

potential	 to	 provide	 urgently	 needed	 resources	 to	 achieve	 development	 targets,	

governments	have	 increased	 their	attempts	 to	use	public	 funds,	 including	ODA,	 to	

attract	FDI.	In	2002,	the	Organisation	for	Economic	Co-operation	and	Development	

(OECD)	 suggested	 that	 “carefully	 targeted	 development	 assistance	 may	 assist	 in	

leveraging	FDI	flows”	(OECD,	2002).	

However,	 while	 both	 FDI	 and	 ODA	 flows	 to	 aid	 recipient	 countries	 have	

followed	 similarly	 positive	 trends	 over	 the	 past	 20	 years	 (Figure	 1),	 their	

relationship	 remains	 poorly	 understood.	 On	 one	 hand,	 proponents	 argue	 that	 aid	

spending	 can	 catalyze	 FDI	 by	 removing	 barriers	 to	 investment	 or	 by	 signaling	

confidence	to	investors.	On	the	other,	critics	claim	that	public	aid	crowds	out	private	

investment.	Empirical	studies	assessing	the	link	between	ODA	and	FDI	in	developing	

countries	have	largely	been	inconclusive	(e.g.	Harms	&	Lutz,	2006).	

The	 present	 study	 illuminates	 the	 relationship	 between	 ODA	 and	 FDI	 by	

exploring	potential	transmission	channels	between	the	two.	Using	data	on	ODA	and	

FDI	flows	in	a	global	sample	for	the	period	1995	to	2014,	it	examines	whether	ODA	

spent	on	sectors	that	are	complementary	to	FDI,	such	as	 infrastructure,	education,	

health,	 and	governance,	 is	 significantly	positively	 associated	with	FDI	 flows	 to	 aid	

recipient	countries.	By	considering	multiple	sectors,	 the	study	expands	on	 the	 few	

similar	attempts	that	have	been	made	recently,	most	notably	by	Donaubauer	et	al.	

(2016)	 who	 analyzed	 the	 relationship	 between	 aid	 targeted	 at	 physical	

infrastructure	and	FDI.	
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Figure	1:	Total	FDI	and	ODA	Inflows	to	Aid	Recipient	Countries	Over	Time	(1995-2014)	

	
The	 study’s	 findings	 are	meant	 to	 inform	 the	 on-going	 debate	 on	 whether	

ODA	can	contribute	to	economic	growth	by	enhancing	a	country’s	ability	to	attract	

foreign	 direct	 investment.	 The	 research	 is	 particularly	 timely	 given	 the	 increased	

importance	 of	 private	 funding	 in	 development	 and	 its	 enhanced	 prominence	

following	the	UN’s	2015	conference	on	Financing	for	Development.	

The	 study	 proceeds	 as	 follows.	 Section	 II	 reviews	 the	 relevant	 literature.	

Section	 III	 discusses	 the	 data	 and	 the	 proposed	 analytic	 methodology.	 Section	 IV	

presents	 the	 results	 of	 bi-	 and	 multivariate	 empirical	 analyses	 and	 probes	 the	

validity	of	the	results.	And	section	V	addresses	policy	implications,	potentially	open	

research	questions	and	concluding	considerations.	
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II)	Literature	Review	

A.	Foreign	Direct	Investment	and	Economic	Growth	
	

Economists	agree	that	foreign	direct	investment	(FDI)1	is	“a	major	catalyst	to	

development”	 (OECD,	 2002,	 p.3),	 largely	 because	 it	 “brings	 with	 it	 not	 only	

resources,	but	technology,	access	to	markets,	and	(hopefully)	valuable	training,	and	

improvement	 in	 human	 capital”	 (Stiglitz,	 2000,	 p.	 1076).	 This	 is	 particularly	

important	 for	 least-developed	 countries	 (LDCs)	 that	 do	 not	 have	 access	 to	

international	capital	markets	 (Asiedu,	2002).	As	a	result,	many	LDCs	have	 tried	 to	

actively	 foster	 FDI	 (Noorbakhsh,	 Paloni,	 &	 Youssef,	 2001;	 Gastanaga,	 Nugent,	 &	

Pashamova,	1998).	

Empirical	 studies	have	generally	 found	a	positive	 relationship	between	FDI	

and	 economic	 growth	 (Balasubramanyam,	 Salisu,	 &	 Sapsford,	 1996;	 Blomström,	

Lipsey,	 &	 Zejan,	 1996;	 Borensztein,	 De	 Gregorio,	 &	 Lee,	 1998).	 Borensztein	 et	 al.	

(1998)	 showed	 that	 foreign	 direct	 investment	 does	 not	 crowd	 out	 domestic	

investments.	 They	 estimate	 that	 “a	 one-dollar	 increase	 in	 the	 net	 inflow	 of	 FDI	 is	

associated	with	an	 increase	 in	 total	 investment	 in	 the	host	economy	of	more	 than	

one	dollar”	(1998,	p.	118).	

However,	many	authors	have	also	concluded	that	certain	conditions	must	be	

in	place	 for	FDI	 to	positively	affect	growth.	Borensztein	et	al.	 (1998),	 for	example,	

found	 that	 the	 relationship	 “holds	 only	 when	 the	 host	 country	 has	 a	 minimum	

threshold	 stock	 of	 human	 capital.	 Thus,	 FDI	 contributes	 to	 economic	 growth	 only	

when	a	sufficient	absorptive	capability	of	the	advanced	technologies	is	available	in	
																																																								
1	UNCTAD	(2016)	defines	foreign	direct	investment	(FDI)	“as	an	investment	involving	a	long-term	
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the	host	economy”	(1998).	Similarly,	Bengoa	and	Sanchez-Robles	(2003)	found	that	

FDI	 is	 positively	 correlated	 with	 economic	 growth	 if	 recipient	 countries	 have	

sufficient	 human	 capital,	 liberalized	markets,	 and	 are	 economically	 stable.	 And	 Li	

and	 Liu	 (2005)	 stress	 the	 importance	 of	 human	 capital	 and	 absorptive	 capability,	

arguing	 “that	 the	 impact	 of	 FDI	 on	 economic	 growth	 is	 associated	 with	 the	

technology	 gap	 between	 the	 home	 and	 host	 countries”	 (p.	 401).	 In	 sum,	 this	

research	suggests	that	FDI	can	influence	growth,	if	a	recipient	country’s	absorptive	

capacity	allows	for	it.	

B.	Determinants	of	Foreign	Direct	Investment	
	

Human	 capital	 not	 only	 plays	 an	 important	 role	 in	 allowing	 countries	 to	

effectively	 absorb	 FDI,	 but	 it	 is	 also	 an	 important	 factor	 for	 investors	 when	 they	

consider	an	 investment	destination.	Although	overall	determinants	of	FDI	 are	 still	

debated	 and	 research	 findings	 remain	 highly	 sensitive	 to	 data	 and	 methodology	

(Blonigen	 &	 Piger,	 2011;	 Chakrabarti,	 2001),	 researchers	 generally	 find	 some	

measures	 of	 education	 or	 skills	 in	 the	 receiving	 country	 to	 be	 important	 factors	

(Blonigen	&	Piger,	2011;	Donaubauer,	Herzer,	&	Nunnenkamp,	2014;	Noorbakhsh	et	

al.,	2001).	They	also	generally	agree	that	home	and	host	country	GDP	levels	play	a	

role	 (Blonigen	&	Piger,	 2011;	 Chakrabarti,	 2001;	 Edwards,	 1990;	Gastanaga	 et	 al.,	

1998;	Mottaleb	&	Kalirajan,	2010;	Nunnenkamp,	2002),	as	well	as	openness	to	trade	

(Asiedu,	2002;	Chakrabarti,	2001;	Edwards,	1990;	Gastanaga	et	al.,	1998;	Mottaleb	

&	Kalirajan,	2010;	Noorbakhsh	et	al.,	2001;	Nunnenkamp,	2002).	

Further	 factors	 are	 more	 contested.	 For	 example,	 many	 authors	 stress	 as	

significant	determinants	of	FDI	the	quality	of	physical	infrastructure	(Asiedu,	2002;	
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Donaubauer	et	al.,	2016;	UNCTAD,	1996)	and	political,	social,	and	economic	factors	

that	 can	 be	 summarized	 as	 a	 business	 friendly	 environment	 (Bengoa	 &	 Sanchez-

Robles,	 2003;	 Busse	 &	 Hefeker,	 2007;	 Edwards,	 1990;	 Gastanaga	 et	 al.,	 1998;	

Mottaleb	&	Kalirajan,	2010;	UNCTAD,	1996).	Others,	however,	find	that	these	factors	

play	no	significant	role.	Blonigen	and	Piger	(2011),	for	example,	argue	that	there	is	

little	statistical	evidence	“that	policy	variables	controlled	by	the	host	country	(such	

as	multilateral	 trade	 costs,	 business	 costs,	 infrastructure,	 or	 political	 institutions)	

have	 an	 effect	 on	 FDI”	 (p.	 28).	 However,	 they	 do	 not	 control	 for	 physical	

infrastructure	like	roads	and	electricity.	

C.	Overseas	Development	Assistance	and	Foreign	Direct	Investment	
	

Since	ODA	tends	to	assist	countries	in	developing	the	sectors	and	factors	that	

can	be	important	for	the	attraction	and	absorption	of	FDI,	it	has	recently	been	more	

broadly	understood	as	a	potential	 tool	 for	 leveraging	FDI	 (OECD,	2002).	However,	

while	 the	 relationship	 between	 FDI	 and	 growth	 is	 generally	 understood	 to	 be	

positive,	the	relationship	between	aid	and	FDI	has	been	much	more	contested.	

In	 theory,	 the	 impact	 of	 aid	 on	 FDI	 could	 be	 two-fold.	 Aid	 could	 act	 as	 a	

catalyst	 to	 foreign	 direct	 investment	 by	 providing	 complementary	 inputs	 such	 as	

infrastructure	and	human	capital	(Harms	&	Lutz,	2006;	Selaya	&	Sunesen,	2012).	At	

the	 same	 time,	 aid	 spending	 could	 crowd	 out	 foreign	 investment	 (similar	 to	

government	 spending)	 or	 encourage	 corruption	 and	misappropriation	 among	 the	

recipient	 country	 elite	 (Economides,	 Kalyvitis,	 &	 Philippopoulos,	 2008;	 Harms	 &	

Lutz,	2006).		
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This	 theoretical	ambiguity	 is	reflected	 in	 the	 limited	empirical	 literature	on	

the	 topic.	 Harms	 and	 Lutz	 (2006),	 for	 example,	 found	 that	 on	 average	 aid	 has	 no	

effect	on	FDI.	On	 the	other	hand,	Asiedu,	 Jin	 and	Nandwa	 (2009)	 showed	 that	 aid	

can	mitigate	 risks	 for	FDI,	 suggesting	 that	 aid	 can	encourage	FDI	 and	Karakaplan,	

Neyaptı	and	Sayek	 (2005)	 found	an	overall	positive	association	between	ODA	and	

FDI	if	there	is	a	good	governance	environment	and	financial	markets	are	developed.	

Investigating	 the	 relationship	 for	 Sub-Saharan	 Africa	 specifically,	 Yasin	

(2005)	 found	 that	 bilateral	 aid	 is	 significantly	 and	 positively	 associated	with	 FDI,	

whereas	 multilateral	 development	 aid	 is	 not.	 Kimura	 and	 Todo	 (2010)	 found	 no	

significant	overall	effect,	but	showed	that	Japanese	aid	for	infrastructure	promotes	

Japanese	FDI.	This	effect	is	confirmed	by	Blaise’s	(2005)	case	study	of	aid	spent	by	

the	Japanese	government	in	Chinese	provinces.	However,	focusing	on	Argentina	and	

Brazil,	Carro	and	Larru	(2010)	found	no	systematic	relationship	between	ODA	and	

FDI.	

Acknowledging	 that	 determinants	 of	 FDI	 are	 diverse,	 recent	 empirical	

studies	 have	 tried	 to	 disaggregate	 aid	 flows	 to	 determine	 whether	 ODA	 spent	 in	

certain	sectors	has	a	greater	effect	on	FDI	than	overall	ODA,	and	whether	the	OECD’s	

(2002)	 claim	 that	 “carefully	 targeted	 development	 assistance	 may	 assist	 in	

leveraging	 FDI	 flows”	 can	 be	 substantiated.	 Based	 on	 the	 Solow	 growth	 model,	

Selaya	 and	 Sunesen	 (2012)	 assess	 the	 influence	 of	 aid	 spent	 on	 physical	 capital	

(contributions	in	sectors	like	agriculture,	manufacturing,	banking,	and	tourism)	and	

aid	spent	on	complementary	factors	such	as	economic	infrastructure,	education,	and	

health.	They	found	“that	aid	to	complementary	factors	has	a	positive	effect	on	FDI,	
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that	aid	invested	in	physical	capital	tends	in	turn	to	crowd	out	FDI,	and	that	the	net	

effect	 is	 small	 but	 always	 positive”	 (p.	 2158).	 Following	 a	 similar	 categorization,	

Bhavan,	 Xu,	 and	 Zhong	 (2011)	 showed	 that	 aid	 for	 human	 capital	 and	 economic	

infrastructure	have	a	positive	effect	in	Bangladesh,	Sri	Lanka	and	India.	

With	 specific	 regard	 to	 human	 capital,	 Donaubauer,	 Herzer,	 and	

Nunnenkamp	(2014)	found	that	in	a	sample	of	21	Latin	American	countries	between	

1984	and	2008	aid	for	education	increases	FDI.	In	a	later	paper,	Donaubauer,	Meyer,	

and	Nunnenkamp	(2016)	expand	 their	analysis	 to	all	developing	countries	 for	 the	

period	from	1990	to	2010	and	found	that	“aid	in	infrastructure	has	direct	[positive]	

effects	on	FDI”	(p.	240).	

D.	The	Study’s	Contribution	to	the	Literature	
	

This	 study	 contributes	 to	 the	 research	 literature	 by	 further	 disaggregating	

aid	 categories	used	 in	 the	 analysis	 of	 the	 relationship	between	ODA	and	FDI	 on	 a	

global	 level.	Previous	global	studies	have	tested	for	aid	 in	 infrastructure	or	aid	 for	

so-called	 complementary	 factors	 (economic	 and	 social	 infrastructure	 combined),	

but	not	specifically	for	education,	health	and	governance.	Moreover,	the	effect	of	aid	

for	 education	has	 only	 been	 tested	 for	 Latin	America.	 This	means	 that	 at	 a	 global	

level,	 the	 relationships	 between	 aid	 for	 education,	 health	 and	 governance	 (or	

business	environment)	and	FDI	remain	unexplored.	

By	widening	its	focus	to	include	an	array	of	factors,	the	study	should	support	

policy	 recommendations	 regarding	 the	 allocation	 of	 development	 assistance	

spending	and,	therefore,	shed	light	on	the	recent	discussion	around	private	finance	

for	development.	
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III)	Data	and	Methodology	

A.	Model	Specification	
	

Borrowing	from	the	relevant	literature,	the	base	model	used	in	this	study	is	

specified	as:	

FDIi,	t	=	α	+	β1ODAi,	t-1	+	β2ODA-specific	Controlsi,	t	+	β6Overall	Controlsi,	t,	t-1	+	εit	
	

Where:	

	
Exhibit	1:	Model	Specification	

FDI	 =	 FDI	inflows	as	percent	of	host	country	GDP	
ODA	Vector	
• ODA	for	education	 =	 ODA	for	education	in	previous	year	as	percent	of	GDP	
• ODA	for	health	 =	 ODA	for	health	in	previous	year	as	percent	of	GDP	
• ODA	for	

governance	
=	 ODA	for	governance	in	previous	year	as	percent	of	

GDP	
• ODA	for	

infrastructure	
=	 ODA	for	infrastructure	in	previous	year	as	percent	of	

GDP	
• ODA	other	 =	 ODA	in	all	other	sectors	
ODA-specific	Controls	
• Education	 =	 Existing	education	outcomes	measured	by	net	

enrollment	rates	in	primary	school	
• Health	 =	 Existing	health	outcomes	measured	by	life	expectancy	
• Governance	 =	 Quality	of	overall	governance*	
• Infrastructure	 =	 Quality	of	existing	infrastructure	measured	by	number	

of	telephone	landlines	
Control	Vector	
• Logged	GDP	per	capita	
• Logged	GDP	
• GDP	growth	rate	
• Risk	of	investment**	
• Openness	to	trade	(Exports	plus	imports	as	a	share	of	GDP)	
• FDI	in	the	previous	period	
β1,2,3…	 =	 Coefficients	of	respective	independent	variables	
α	 =	 Constant/	Y-intercept	
ε	 =	 Unexplained	variance/error	term	
*	Drawn	from	the	World	Bank’s	World	Governance	Indicators	
**	Measured	using	the	International	Country	Risk	Guide’s	(ICRG)	composite	risk	indicator	
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B.	Data	and	Variable	Descriptions	
	

The	 dependent	 variable	 is	 net	 FDI	 inflows	 to	 aid	 recipient	 countries	 as	 a	

percentage	 of	 the	 country’s	 gross	 domestic	 product	 (GDP).	 This	 is	 a	 standard	

measure	 in	 the	 relevant	 literature	 (Asiedu	 et	 al.,	 2009;	 Donaubauer	 et	 al.,	 2014;	

Donaubauer	 et	 al.,	 2016;	 Karakaplan	 et	 al.,	 2005;	 Selaya	 &	 Sunesen,	 2012;	 Yasin,	

2005).	Data	on	FDI	flows	are	drawn	from	UNCTAD’s	FDI	database.2	

The	 independent	variables	of	primary	 interest	are	ODA	flows	to	developing	

countries	by	sector.	ODA	spent	on	education,	health,	and	governance	 is	crucial	 for	

testing	 the	 hypotheses.	 Given	 the	 availability	 of	 data,	 the	 study	 is	 also	 able	 to	

examine	 whether	 there	 is	 a	 positive	 correlation	 between	 ODA	 spent	 on	

infrastructure	 and	 FDI	 as	 postulated	 by	 earlier	 studies	 (e.g.	 Donaubauer	 et	 al.,	

2016).	All	ODA	data	have	been	obtained	from	the	Creditor	Reporting	System	(CRS)	

of	the	OECD.3	All	ODA	flows	are	divided	by	the	host	country’s	GDP	(equivalent	to	the	

dependent	variable)	and	are	lagged	by	one	year	to	allow	for	the	spending	to	show	an	

effect.	

Depending	on	which	hypothesis	is	tested	(and	therefore	which	ODA	variable	

is	included),	specific	controls	are	used	to	account	for	different	existing	outcomes	in	

the	 relevant	 sectors.	 This	 allows	 controlling	 for	 the	 fact	 that	 ODA	 might	 react	

specifically	to	the	level	of	need.	For	education,	net	primary	school	enrollment	rates	

are	 used;	 and	 for	 health	 outcomes,	 life	 expectancy	 at	 birth.	 In	 addition,	 following	

other	studies	(e.g.	Asiedu	et	al.,	2009),	the	number	of	fixed	telephone	landlines	per	

																																																								
2	More	detailed	variable	descriptions	can	be	found	in	Exhibit	2.	
3	The	CRS	codes	110	(“Education,	Total”),	120	(“Health,	Total”),	150	(“Government	&	Civil	Society,	
Total”),	and	200	(“Economic	Infrastructure	&	Services,	Total”)	were	used	for	education,	health,	
governance,	and	infrastructure,	respectively.	
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100	people	is	used	to	control	for	the	quality	of	infrastructure.	All	of	these	data	have	

been	 obtained	 from	 the	 World	 Bank’s	 World	 Development	 Indicators	 (WDI)	

database.	 The	 quality	 of	 governance	 is	 measured	 by	 the	 World	 Bank’s	 World	

Governance	Indicators	(WGI).	

Controls	 that	 are	 included	 regardless	 of	 the	 aid	 variable	 used	 include	 GDP	

per	 capita,	 GDP,	 and	 GDP	 growth	 rate	 to	 account	 for	market	 size,	 overall	 level	 of	

development,	 and	 economic	 trajectory.	 As	 is	 standard	 in	 the	 literature,	 GDP	 per	

capita	and	GDP	are	logged	(e.g.	Donaubauer	et	al.,	2016;	Harms	&	Lutz,	2006).	The	

economy’s	 openness	 to	 trade,	 calculated	 as	 the	 sum	 of	 the	 country’s	 exports	 and	

imports	as	a	percentage	of	the	country’s	GDP,	is	included	to	account	for	the	fact	that	

trade	 and	 FDI	 tend	 to	 be	 complementary	 (Donaubauer	 et	 al.,	 2016).	 Data	 for	 all	

these	 measures	 come	 from	 the	 WDIs.	 Data	 from	 the	 International	 Country	 Risk	

Guide	 (ICRG)	 are	 used	 to	 control	 for	 overall	 risks	 to	 investment	 in	 each	 recipient	

country.	Acknowledging	the	 fact	 that	FDI	 tends	to	 follow	time	trends,	FDI	 flows	 in	

the	previous	period	are	also	included.	

Building	 upon	 the	 existing	 literature,	 this	 study	 also	 includes	 a	measure	 of	

resource	 endowment.	 Countries	 with	 significant	 reserves	 of	 valuable	 resources	

attract	FDI	regardless	of	their	institutional	quality,	economic	development,	or	levels	

of	 human	 capital.	 Thus,	Nigeria,	 Angola,	 the	Democratic	Republic	 of	 Congo	 (DRC),	

Equatorial	Guinea	among	others	have	been	able	to	attract	considerable	investment	

in	 their	 resource	 reserves	 despite	 civil	 wars	 in	 the	 cases	 of	 Angola	 and	 the	 DRC,	

political	instability	in	the	case	of	Nigeria,	and	corruption	and	poor	governance	in	the	

case	 of	 Equatorial	 Guinea.	 As	 a	 result,	 it	 is	 helpful	 to	 distinguish	 such	 cases	 from	
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cases	where	 primary	 commodity	 exports	 are	 not	 a	 significant	 contributor	 to	 GDP	

and	export.	In	the	present	study	this	is	done	using	total	natural	resources	rents	as	a	

percentage	 of	 GDP	 as	 a	 control	 variable.	 A	 country	 is	 defined	 as	 a	 “rentier	 state”	

dependent	 on	 such	 resources	 if	 the	 proportion	 exceeds	 20	 percent.4	The	 data	 are	

obtained	from	the	World	Bank’s	World	Development	Indicators	(see	Exhibit	2).	

Exhibit	2:	Variable	Descriptions,	Expected	Relationships	and	Justifications	

Definition	 Variable	
Name	

Expected	
Sign	

Justification	 Source	

Dependent	Variable	 	
Y	 FDI	as	percentage	of	

GDP	
FDI_perc_
gdp	

	 (Asiedu	et	al.,	
2009;	
Donaubauer	et	
al.,	2014;	
Donaubauer	et	
al.,	2016;	
Karakaplan	et	al.,	
2005;	Selaya	&	
Sunesen,	2012;	
Yasin,	2005)	

UNCTAD	

Independent	Variables	 	
X1A	 ODA	for	education	in	

previous	period	in	
percent	of	GDP	

m_oda_ed
uc_tot_gd
p_1	

+	 (Donaubauer	et	
al.,	2014;	Harms	
&	Lutz,	2006)	

OECD	

X1B	 ODA	for	health	in	
previous	period	in	
percent	of	GDP	

m_oda_he
alth_tot_g
dp_1	

+	 (Donaubauer	et	
al.,	2014)	

OECD	

X1C	 ODA	for	governance	
in	previous	period	in	
percent	of	GDP	

m_oda_go
v_tot_gdp_
1	

+	 (Donaubauer	et	
al.,	2014)	

OECD	

X1D	 ODA	for	
infrastructure	in	
previous	period	in	
percent	of	GDP	

m_oda_ec
on_tot_gd
p_1	

+	 (Donaubauer	et	
al.,	2016)	

OECD	

X1E	 ODA	in	other	sectors	 m_oda_ot
her_tot_gd
p_1	

0	 (Donaubauer	et	
al.,	2014)	

OECD	

X2	 Existing	education	
outcomes	measured	

se_prm_n
enr	

-	 (Donaubauer	et	
al.,	2014)	

WDI	

																																																								
4	In	keeping	with	IMF	standards	
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Definition	 Variable	
Name	

Expected	
Sign	

Justification	 Source	

by	net	enrollment	
rate	in	primary	school	

X3	 Existing	health	
outcomes	measured	
by	life	expectancy	

sp_dyn_le
00_in	

+	 (Donaubauer	et	
al.,	2014)	

WDI	

X4	 Quality	of	governance	
(measured	by	the	
indicator	for	
“Regulatory	Quality”)	

rq_est	 +	 (Donaubauer	et	
al.,	2014;	Harms	
&	Lutz,	2006)	

WGI	

X5	 Quality	of	existing	
infrastructure	
measured	by	number	
of	telephone	landlines	
per	100	people	

it_mlt_mai
n_p2	

+	 (Asiedu	et	al.,	
2009;	
Donaubauer	et	
al.,	2016)	

WDI	

X6	 Logged	GDP	per	
capita	(in	constant	
2010	dollars)	
	

ny_gdp_pc
ap_kd	

+	 (Donaubauer	et	
al.,	2016;	Harms	
&	Lutz,	2006)	

WDI	

X7	 Logged	GDP	(in	
constant	2010	
dollars)	

ny_gdp_m
ktp_kd	

+	 (Donaubauer	et	
al.,	2016;	Harms	
&	Lutz,	2006)	

WDI	

X8	 GDP	growth	rate	 ny_gdp_m
ktp_kd_zg	

+	 (Donaubauer	et	
al.,	2016)	

WDI	

X9	 Risk	of	investment	as	
measured	by	the	
composite	risk	
indicator	in	the	
International	Country	
Risk	Guide	(ICRG)	

comprisk	 -	 (Donaubauer	et	
al.,	2014;	
Donaubauer	et	
al.,	2016;	Yasin,	
2005)	

ICRG	

X10	 Openness	to	trade	
expressed	by	
((Exports+Imports)/G
DP)	

ne_trd_gnf
s_zs	

+	 (Asiedu	et	al.,	
2009;	Bhavan	et	
al.,	2011;	
Donaubauer	et	
al.,	2014;	
Donaubauer	et	
al.,	2016;	Harms	
&	Lutz,	2006;	
Karakaplan	et	al.,	
2005;	Yasin,	
2005)	

WDI	

X11	 FDI	in	previous	
period	

L1.FDI_pe
rc_gdp	

+	 Literature	 UNCTAD	

X12	 Rentier	State	Dummy	 rent_state	 +	 Literature	 WDI	



	

	 14	

C.	Missing	Data	
	

Originally,	 the	dataset	 included	over	177	countries,	overseas	territories	and	

de	facto	colonies.	However,	many	of	these	entities	were	missing	data	for	either	the	

dependent	 or	 the	 key	 independent	 variables	 missing.	 To	 solve	 this	 problem,	 an	

assessment	was	 carried	 out	 to	 reduce	 the	 number	 of	missing	 observations.	 First,	

many	 small	 island	 nations	 with	 populations	 often	 in	 the	 thousands,	 such	 as	 the	

Netherlands	Antilles,	Northern	Mariana	Islands	and	Niue	were	removed	due	to	their	

small	 size,	 their	 dependence	 on	 transfers	 from	 a	 central	 government	 and	 their	

negligible	 amounts	 of	 FDI.	 Furthermore,	 nations	 that	 are	 now	 rich	 developed	

nations,	but	were	included	in	the	original	data	set	because	they	received	aid	in	the	

1990s	were	removed.	Such	nations	include	the	UAE,	which	received	aid	only	in	1995	

and	 has	 not	 received	 any	 since,	 Hong	Kong,	which	 received	 aid	 only	 in	 1995	 and	

1996,	and	Saudi	Arabia.	Nations	in	conflict	such	as	Syria	were	removed	due	to	the	

exceptional	nature	of	their	cases.	Lastly,	data	from	a	variable	measuring	the	risk	of	

investment,	 proven	 to	 be	 an	 important	 determinant	 of	 FDI	 in	 the	 literature,	 is	

missing	for	various	countries.	Due	to	the	nature	of	this	risk	data,	which	is	collected	

by	a	private	political	consulting	firm	and	purchased,	there	is	no	way	to	substitute	for	

the	missing	values.	In	any	case	there	is	no	observable	pattern	in	the	missing	values	

for	 this	 variable	 and	 the	 decision	was	 taken	 to	 remove	 observations	without	 the	

variable.	No	imputations	were	carried	out.	

This	left	a	dataset	of	69	countries	with	20	years	of	data	each,	totaling	1,380	

observations.	 Despite	 the	 removal	 of	 observations,	 the	 dataset	 still	 represents	
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nations	 of	 all	 sizes	 at	 different	 levels	 of	 development	 and	 from	 all	 regions	 of	 the	

world.	

D.	Alternative	Models	
	

Originally,	a	fixed	effects	regression	model	was	envisioned.	This	would	have	

been	in	line	with	the	relevant	literature	(e.	g.	Asiedu	et	al.,	2009;	Donaubauer	et	al.,	

2014;	 Donaubauer	 et	 al.,	 2016;	 Karakaplan	 et	 al.,	 2005;	 Selaya	 &	 Sunesen,	 2012;	

Yasin,	2005).	However,	two	challenges	to	this	approach	were	encountered.	First,	the	

amount	 of	 missing	 values	 derived	 from	 the	 fact	 that	 imputations	 were	 avoided	

reduced	the	reliability	of	 the	 fixed	effects	model.	As	a	result,	most	of	 the	variation	

explained	 in	 the	 model	 came	 from	 differences	 between	 countries,	 not	 within	

countries.	Furthermore,	formal	tests	did	not	support	the	use	of	a	fixed	effects	model;	

a	Hausman	 test	 suggested	 the	 superiority	of	 a	 random	effects	model.	At	 the	 same	

time,	 a	 Chow	 test	 to	 assess	 whether	 effects	 were	 comparable	 across	 countries	

suggested	 that	 they	were	 not.	 This	would	 have	meant	 applying	mixed	 or	 random	

effects	coefficient	models.	As	a	result	of	these	complications,	it	was	decided	to	pool	

the	data	and	apply	an	ordinary	least	squared	(OLS)	model.	The	rentier	state	variable	

was	included	to	account	for	different	effects	across	country	categories.	The	pooled	

OLS	offers	a	 robust	way	of	 testing	 the	hypothesized	relationships	as	 the	empirical	

analysis	will	show.	

E.	Methodological	Limitations	
	

Compared	 to	 a	 fixed	 effects	 regression,	 a	 pooled	 OLS	 model	 has	 various	

limitations.	First,	it	is	not	able	to	pick	up	time	or	country	trends.	Second,	OLS	models	
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lack	 the	 capacity	 of	 fixed	 effects	 models	 to	 remove	 bias	 that	 might	 arise	 from	

omitted	 variables	 that	 do	 not	 change	 over	 time.	 However,	 despite	 these	

disadvantages,	 the	 OLS	 model	 fairs	 well	 in	 formal	 tests.	 No	 multicollinearity	 or	

model-misspecifciation	 can	 be	 detected	 and	 potential	 heteroscedasticity	 was	 pre-

empted	by	using	robust	standard	errors.5	

Neither	 an	 OLS	 nor	 a	 fixed	 effects	 regression	 are	 able	 to	 resolve	 the	

endogeneity	problem	that	arises	from	the	fact	that	FDI	and	ODA	might	be	mutually	

enhancing.	 Arguably,	 a	 government	 that	 has	 the	 capacity	 to	 convince	 bi-	 and	

multilateral	donors	to	provide	aid	will	also	be	able	to	attract	FDI.	Furthermore,	aid	

funders	might	 regard	FDI	 as	 a	 signal	 that	 investments	 in	 a	 given	 country	 are	 safe	

and	therefore	follow	international	investors.	As	a	result,	the	present	study	can	only	

make	statements	about	correlation	and	not	causality.	

IV)	Analysis	

A.	Bivariate	and	Graphical	Analysis	
	

While	 FDI	 flows	 to	 aid	 recipients	 exceed	ODA	 flows	 by	 a	 factor	 of	 roughly	

five,	the	two	financial	flows	have	followed	similar	trajectories	over	time	(as	Figure	1	

showed).	 Interestingly,	ODA	 flows	were	not	noticeably	 affected	by	 the	bursting	of	

the	dot-com	bubble	around	2000.	ODA	increased	rapidly	after	2001,	which	might	be	

in	part	due	 to	 the	war	on	 terror,	which	 included	aid	 as	well	 as	military	 spending.	

Both	ODA	and	FDI	dipped	in	the	wake	of	the	global	financial	crisis	starting	in	2008,	

but	rebounded	relatively	quickly	to	historic	highs.	

																																																								
5	Formal	diagnostics	are	discussed	in	Appendix	1	
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Figure	2	shows	clearly	that	ODA	has	grown	over	the	past	20	years	across	all	

of	 the	 four	 sectors	 under	 analysis.	 However,	 individual	 sectors	 have	 followed	

different	 paths.	 Aid	 for	 education	 and	 health	 have	 both	 grown	 fairly	 consistently,	

generally	mirroring	 the	development	of	overall	ODA.	Spending	on	governance	and	

infrastructure,	 on	 the	 other	 hand,	 appear	 to	 have	 faced	 and	 are	 facing	 periods	 of	

stagnation.	ODA	for	the	governance	sector	was	largely	flat	until	the	late	1990s.	The	

ensuing	 uptick	 appears	 to	 coincide	 with	 the	 publication	 of	 the	 1997	 World	

Development	 Report,	 which	 focused	 on	 the	 role	 of	 the	 state	 in	 driving	 economic	

growth.	Governance	spending	plateaued	again	in	the	mid-2000s	and	has	grown	very	

little	since.	Infrastructure,	while	being	the	largest	sector	in	dollar	terms,	appears	to	

have	only	 recently	 regained	popularity	with	 the	donor	 community.	 Since	 the	mid-

2000s	the	sector	has	seen	considerable	growth	in	ODA.		

	

Figure	2:	Total	ODA	Flows	to	Aid	Recipients	by	Sector	and	Year	
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While	FDI	and	ODA	have	 followed	similar	 trajectories	over	 time,	 this	 study	

attempts	 to	 see	whether	 there	 is	 a	 systematic	 correlation	between	 the	 two.	 If	 the	

hypotheses	of	this	paper	are	correct,	i.e.	that	aid	flows	need	to	be	disaggregated	by	

sector	 in	 order	 to	 carry	out	 a	meaningful	 assessment	 of	 aid	 spending	 and	FDI,	 an	

analysis	of	aggregate	ODA	and	FDI	should	show	no	systematic	relationship.	Figure	3,	

showing	the	bivariate	relationship,	appears	to	confirm	that	intuition.	The	flat	fitted	

line	would	suggest	that	there	is	indeed	no	significant	association	between	aggregate	

aid	and	FDI.	

	

Figure	3:	FDI	Inflows	by	ODA	Inflows	(%	of	GDP),	Pooled	Sample	

	

Figure	4	shows	the	relationship	between	FDI	and	lagged	sector-specific	ODA.	

Unlike	 Figure	 3,	 the	 disaggregated	 representation	 shows	 a	 slight	 positive	

relationship	in	certain	sectors,	specifically	in	infrastructure,	governance,	and	health	
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aid.	 Education	 does	 not,	 which	 might	 be	 due	 to	 the	 fact	 that	 it	 takes	 longer	 for	

education	spending	to	create	meaningful	economic	change.	

	
Figure	4:	FDI	inflows	by	Sector-Specific	ODA	(%	of	GDP),	Pooled	Sample	

	

B.	Multivariate	Regression	Analysis	

1.	Aggregate	Aid	
	

Table	 1	 shows	 the	 results	 of	 a	 multivariate	 analysis	 of	 the	 relationship	

between	 FDI	 and	 aggregate	 ODA	 flows.	 Column	 1	 includes	 most	 controls	 used	

elsewhere	 in	 the	 literature,	 whereas	 columns	 2	 and	 3	 add	 controls	 for	 life	

expectancy	 and	 primary	 school	 enrollment,	which	 are	 not	 necessarily	 featured	 in	

the	 literature.	This	 is	done	because	human	capital	arguably	features	 in	 investment	

decisions	and	because	these	controls	will	be	used	in	later	disaggregated	models.	In	

column	4,	FDI	in	the	previous	period	is	added	to	the	model.	
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Table	1:	Aggregate	Aid	Regression	Results	

Total	FDI	
Inflows	(%	of	
GDP)	

Mean	 (1)	 (2)	 (3)	 (4)	

	 	 	 	 	 	
Lagged	Total	
ODA	Inflows	
(%	of	GDP)	

.0330367	 15.61*	
(1.768)	

18.63	
(1.479)	

15.44*	
(1.752)	

3.877	
(0.525)	

	 	 	 	 	 	
Squared	ODA	
Inflows	

.0027982	 -100.2**	
(-2.129)	

-100.4	
(-1.611)	

-98.85**	
(-2.124)	

-30.44	
(-0.725)	

	 	 	 	 	 	
Lagged	Total	
FDI	inflows	in	
percent	of	
GDP	

3.523267	 	 	 	 0.612***	
(12.55)	

	 	 	 	 	 	
Regulatory	
Quality	

-.2995312	 1.334***	
(6.632)	

1.604***	
(5.550)	

1.328***	
(6.648)	

0.490***	
(2.963)	

	 	 	 	 	 	
Infrastructure	
Quality	

8.553208	 0.0715***	
(4.647)	

0.0354	
(1.571)	

0.0495***	
(3.216)	

0.0223**	
(2.005)	

	 	 	 	 	 	
Life	
expectancy	at	
birth	total	
(years)	

64.97382	 	 0.0522***	
(2.755)	

0.0531***	
(3.886)	

0.0270**	
(2.303)	

	 	 	 	 	 	
Net	school	
enrollment,	
primary	(%)	

84.91679	 	 0.00910	
(0.708)	

	 	

	 	 	 	 	 	
Logged	GDP	in	
constant	2014	
dollars	

24.52731	 -0.375***	
(-5.348)	

-0.577***	
(-5.397)	

-0.412***	
(-5.705)	

-0.208***	
(-3.349)	

	 	 	 	 	 	
Logged	GDP	
per	capita	

7.707129	 -0.137	
(-0.644)	

0.0811	
(0.241)	

-0.285	
(-1.311)	

-0.250	
(-1.521)	

	 	 	 	 	 	
GDP	Growth	 4.505651	 0.0652**	 0.0817*	 0.0626**	 0.0179	
	 	 (2.389)	

	
(1.945)	 (2.292)	 (0.760)	

Composite	
investment	
risk	(ICRG)	

65.10767	 -0.0276	
(-1.459)	

-0.0539*	
(-1.842)	

-0.0308	
(-1.609)	

0.00324	
(0.223)	
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Total	FDI	
Inflows	(%	of	
GDP)	

Mean	 (1)	 (2)	 (3)	 (4)	

	 	 	 	 	 	
Openness	to	
trade	(Trade	
%	of	GDP)	

73.40489	 0.0240***	
(7.404)	

0.0199***	
(4.605)	

0.0224***	
(6.874)	

0.00787***	
(3.320)	

	 	 	 	 	 	
Rentier	State	 .128	 1.291***	 1.873***	 1.554***	 0.518	
	 	 (2.878)	 (2.877)	 (3.348)	 (1.419)	
	 	 	 	 	 	
Constant	 	 13.01***	 14.39***	 12.09***	 5.668**	
	 	 (4.436)	 (3.458)	 (4.212)	 (2.420)	
	 	 	 	 	 	
Observations	 	 1,084	 697	 1,084	 1,082	
F	Statistic	 	 29.64	 17.64	 27.84	 59.69	
Prob	>	F	 	 0	 0	 0	 0	
R-squared	 	 0.216	 0.241	 0.226	 0.537	

Robust	t-statistics	in	parentheses	
***	p<0.01,	**	p<0.05,	*	p<0.1	

	
	

Similar	 to	 other	 studies	 and	 in	 confirmation	 of	 the	 bivariate	 analysis,	 the	

relationship	 between	 aggregate	 aid	 and	 FDI	 is	 somewhat	 ambiguous.	 While	 the	

coefficient	is	consistently	positive,	it	is	only	marginally	statistically	significant	in	two	

of	 the	 four	 models.	 This	 strengthens	 the	 original	 proposition	 that	 aggregate	

measures	of	aid	might	be	too	broad	to	discern	a	robust	relationship.	

Although	also	only	statistically	significant	in	two	of	the	models,	squared	aid	

flows	are	consistently	negative.	This	supports	the	hypothesis	that	the	highest	levels	

of	 aid	 dependence	 might	 in	 fact	 suggest	 that	 the	 international	 community	 is	

propping	up	a	failing	state,	which	will	likely	be	unable	to	attract	FDI.	Furthermore,	it	

could	be	 that	 aid	 spending	 is	 efficient	 in	 fostering	FDI	 initially,	 but	 that	 the	 effect	

diminishes	over	time.	For	example,	initial	aid	spending	might	remove	bottlenecks	to	
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FDI,	while	persistent	 aid	 spending	 in	 the	 same	 sector	might	 eventually	 crowd	out	

investment.	

The	 other	 control	 variables	 generally	 fall	 in	 line	 with	 their	 proposed	

relationships	 and	 are	 thus	 in	 keeping	 with	 the	 literature.	 Regulatory	 quality,	 a	

measure	of	governance,	 is	strongly	and	consistently	positively	associated	with	FDI	

inflows	and	so	is	infrastructure	quality.	GDP	growth	is	strongly	positively	associated	

with	FDI	as	well,	which	is	likely	due	to	the	fact	that	dynamic	economies	might	both	

be	 a	 result	 of	 FDI	 and	 cause	 investors	 to	 provide	 further	 funding.	Unlike	 in	 other	

studies,	higher	overall	GDP	levels	have	a	negative	effect	on	FDI.	This	might	be	due	to	

the	 saturation	of	 an	economy	with	FDI	at	 a	 certain	 level.	Given	 the	 sample,	which	

only	 includes	 aid	 recipients,	 this	might	 be	 an	 expression	 of	 the	 so-called	middle-

income	 trap,	 which	 posits	 that	 growth	 in	 developing	 countries	 at	 comparatively	

higher	levels	of	development	tends	to	slow	down	and	stagnate.	An	overall	openness	

to	 trade	 is	 strongly	 positively	 associated	 with	 FDI	 and	 so	 is	 life	 expectancy,	 a	

measure	 of	 human	 capital,	 but	 also	 of	 overall	 development.	 Surprisingly,	 GDP	per	

capita	is	not	significant.	This	might,	however,	be	due	to	the	fact	that	any	effects	are	

already	 picked	 up	 by	 the	 inclusion	 in	 the	model	 of	 GDP	 growth	 and	 overall	 GDP	

levels.		

The	positive	and	significant	coefficient	on	the	rentier	state	variable	confirms	

the	 hypothesis	 that	 large	 primary	 commodity	 exporters	 tend	 to	 be	 able	 to	 attract	

large	 sums	 of	 FDI	 in	 their	 commodity	 markets.	 As	 expected,	 higher	 measures	 of	

investment	 risk	 are	 associated	 with	 lower	 FDI	 inflows.	 However,	 both	 of	 these	

effects	diminish	in	the	fourth	model	when	the	previous	period’s	FDI	flows	are	added	
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to	the	regression.		In	fact,	the	point	estimates	on	all	variables	decrease	substantially	

with	the	inclusion	of	the	prior	year’s	FDI.	It	appears	that	its	omission	in	the	previous	

models	 has	 biased	 the	 coefficients	 upwards.	 This	 might	 be	 due	 to	 the	 highly	

endogenous	 relationship	 between	 FDI	 and	 some	 of	 the	 controls.	 For	 example,	 the	

effect	of	GDP	growth	disappears	most	likely	because	FDI	in	the	previous	period	both	

fuels	GDP	growth	and	 is	an	 indicator	of	 the	expected	growth	 trajectory.	The	same	

applies	to	the	rentier	state	dummy,	whose	effect	appears	to	be	picked	up	by	the	FDI	

control	 in	column	4.	 If	commodity	exports	have	driven	FDI	 in	the	previous	period,	

this	effect	in	the	current	period	should	be	captured	by	the	FDI	control	variable.	

The	fit	of	the	model	is	fairly	good	with	R2	values	between	20	and	25	percent	

in	 the	 first	 three	 models,	 but	 increasing	 sharply	 to	 almost	 54	 percent	 with	 the	

inclusion	of	FDI	 in	 the	previous	period.	This	 is	not	surprising	given	that	FDI	 flows	

are	highly	time	dependent	and	investment	decisions	tend	to	be	made	for	extended	

periods	of	 time.	Since	the	above-described	control	variables	are	consistent	 in	sign,	

significance	and	general	magnitude	across	further	regression	analyses,	their	output	

will	be	suppressed	in	the	following	sector-specific	regression	tables.	

	

2.	Aid	for	Infrastructure	
	

One	 of	 the	 largest	 items	 in	 development	 aid	 budgets	 tends	 to	 be	

infrastructure	spending.	This	is	largely	because	infrastructure	is	expensive,	but	also	

because	 it	 is	 seen	 as	 vital	 for	 economic	 growth	 and	 investment	 attraction.	

Surprisingly,	however,	as	Table	2	shows,	aid	for	infrastructure	does	not	appear	to	be	

associated	at	all	with	FDI	inflows.	Squared	infrastructure	aid	is	not	significant	either.	
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These	 results	 do	 not	 change	 when	 aid	 in	 other	 sectors	 besides	 infrastructure	 is	

controlled	 for.	 The	 findings	 are	 counter-intuitive	 and	 contradict	 results	 by	

Donaubauer	et	al.	(2016).	

Four	 explanations	 are	 possible.	 A	 one-year	 lag	 might	 not	 be	 enough	 since	

infrastructure	projects	tend	to	take	a	number	of	years.	However,	introducing	further	

lags	in	the	model	does	not	substantially	change	the	results.6	Given	the	long	planning	

horizon	of	 infrastructure	projects,	even	the	maximum	lag	of	5	years	controlled	 for	

might	 be	 too	 short.	 However,	 as	 associations	 become	 increasingly	 difficult	 to	

ascertain	 with	 increasing	 time	 periods,	 this	 explanation	 is	 difficult	 to	 test	 for.	

Alternatively,	infrastructure	aid	might	be	especially	prone	to	corruption	or	misuse,	

meaning	that	of	the	entire	commitment	only	a	small	percentage	is	actually	spent	on	

the	intended	purpose.	Although	this	possibility	cannot	be	entirely	rejected,	it	seems	

unlikely	that	this	would	only	affect	the	infrastructure	sector	and	not	any	of	the	other	

sectors	under	analysis.	It	might	also	be	the	case	that	infrastructure	spending,	being	

political	 in	 nature,	 is	 often	 directed	 into	 inefficient	 political	 prestige	 projects,	 so	

called	 “white	 elephants”,	 instead	 of	 economically	 sensible	 ones.	 Lastly,	 the	model	

might	 be	 misspecified.	 However,	 formal	 tests	 do	 not	 support	 this	 explanation.	

Furthermore,	given	the	robustness	of	the	other	control	variables	across	models	and	

the	 similarity	 of	most	 results	 to	 previous	 studies,	model	misspecification	 appears	

unlikely.	 Moreover,	 the	 other	 transmission	 channels	 of	 aid	 to	 FDI	 that	 were	

hypothesized	above	hold.	

	

																																																								
6	These	results	are	available	from	the	author	upon	request	
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Table	2:	Infrastructure	Aid	Regression	Results	

Total	FDI	Inflows	
(%	of	GDP)	

Mean	 (1)	 (2)	 (3)	

	 	 	 	 	
Lagged	
Infrastructure	Aid	
(%	of	GDP)	

.0054247	 -17.61	
(-0.727)	

-15.41	
(-0.647)	

-6.325	
(-0.342)	

	 	 	 	 	
Squared	Lagged	
Infrastructure	Aid	

.0001116	 263.3	
(0.687)	

244.2	
(0.649)	

-15.78	
(-0.0534)	

	 	 	 	 	
Lagged	non-
Infrastructure	Aid	
(%	of	GDP)	

.0280421	 	 -1.527	
(-0.376)	

-0.381	
(-0.112)	

	 	 	 	 	
Total	FDI	Inflows	
(%	of	GDP)	in	
Previous	Period	

3.523267	 	 	 0.619***	
(12.68)	

	 	 	 	 	
Infrastructure	
Quality	

8.553208	 0.0700***	 0.0702***	 0.0336***	

	 	 (4.615)	 (4.606)	 (2.798)	
	 	 	 	 	
Controls	 	 Yes	 Yes	 Yes	
	 	 	 	 	
Constant	 	 15.40***	 15.89***	 6.811***	
	 	 (7.019)	 (5.761)	 (2.996)	
	 	 	 	 	
Observations	 	 1,072	 1,072	 1,072	
F	Statistic	 	 28.89	 26.27	 58.73	
Prob	>	F	 	 0	 0	 0	
R-squared	 	 0.213	 0.213	 0.535	

Robust	t-statistics	in	parentheses	
***	p<0.01,	**	p<0.05,	*	p<0.1	

	

While	 infrastructure	 aid	 spending	 does	 not	 appear	 to	 be	 associated	 with	

higher	FDI	inflows,	this	is	not	to	say	that	infrastructure	does	not	matter	for	FDI.	As	

the	 infrastructure	quality	 proxy	 shows,	 infrastructure	 is	 clearly	 important	 for	 FDI	

inflows.	 It	 appears,	 however,	 that	 on	 average	 infrastructure	 aid	 does	 not	
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significantly	contribute	to	enhancing	the	infrastructure	stock	or	only	after	extended	

of	periods	of	time.	

	

3.	Aid	for	Governance	
	

Given	the	significance	of	the	governance	measure	for	overall	FDI,	it	stands	to	

reason	 that	 money	 spent	 on	 further	 strengthening	 governance	 is	 a	 worthwhile	

investment	 worthwhile.	 This	 is	 indeed	 borne	 out	 by	 the	 regression	 results	

presented	in	Table	3.	In	all	models,	whereby	the	second	model	contrasts	governance	

spending	with	spending	in	all	other	sectors	and	the	third	adds	lagged	FDI	flows,	aid	

for	 governance	 is	 significantly	 positively	 associated	 with	 FDI	 inflows.	 As	

hypothesized,	 this	 relationship	 is	 decreases	 as	 aid	 flows	 increase.	 Similar	 to	

previous	 results	 in	 this	 study,	 including	 FDI	 from	 the	 prior	 period	 generally	

decreases	point	estimates	and	substantially	 increases	 the	R2.	However,	 it	does	not	

change	the	overall	results	of	the	model.	The	control	variables	from	previous	models	

remain	largely	unchanged,	again	pointing	to	the	robustness	of	the	model.	

Table	3:	Governance	Aid	Regression	Results	

Total	FDI	inflows	
(%	of	GDP)	

Mean	 (1)	 (2)	 (3)	

	 	 	 	 	
Lagged	
Governance	Aid	
(%	of	GDP)	

.0032003	 155.7***	
(3.117)	

187.9***	
(3.479)	

77.48*	
(1.888)	

	 	 	 	 	
Squared	Lagged	
Governance	Aid	

.0000385	 -6,244***	
(-3.692)	

-6,812***	
(-3.970)	

-2,847**	
(-2.206)	

	 	 	 	 	
Lagged	Non-
Governance	Aid	
(%	of	GDP)	

.0299609	 	 -6.164	
(-1.252)	

-3.216	
(-0.762)	
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Total	FDI	inflows	
(%	of	GDP)	

Mean	 (1)	 (2)	 (3)	

Lagged	Total	FDI	
Inflows	(%	of	GDP)	

3.523267	 	 	 0.613***	
(12.43)	

	 	 	 	 	
Regulatory	Quality	 -.2995312	 1.257***	 1.294***	 0.474***	
	 	 (6.298)	 (6.319)	 (2.815)	
	 	 	 	 	
Controls	 	 Yes	 Yes	 Yes	
	 	 	 	 	
Constant	 	 11.79***	 13.14***	 5.875***	
	 	 (5.071)	 (4.908)	 (2.691)	
	 	 	 	 	
Observations	 	 1,080	 1,080	 1,078	
F	Statistic	 	 30.35	 28.09	 61.06	
Prob	>	F	 	 0	 0	 0	
R-squared	 	 0.220	 0.222	 0.534	

Robust	t-statistics	in	parentheses	
***	p<0.01,	**	p<0.05,	*	p<0.1	

	

4.	Aid	for	Health	
	

Aid	 for	 health	 follows	 the	 hypothesized	 relationship.	 Table	 4	 shows	 that	

increasing	 levels	 of	 aid	 for	 health	 are	 positively	 associated	 with	 FDI	 inflows,	

however,	at	a	decreasing	rate.	This	result	holds	regardless	of	whether	other	aid	or	

prior	 FDI	 are	 controlled.	 Life	 expectancy	 is	 introduced	 as	 an	 additional	 control	

variable	to	account	for	the	quality	of	the	existing	health	system.	As	expected,	higher	

life	 expectancy,	 and	 therefore	 higher	 human	 capital,	 is	 positively	 associated	 with	

FDI	inflows.	All	other	controls	mirror	the	results	from	previous	models.	
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Table	4:	Health	Aid	Regression	Results	

Total	FDI	Inflows	
(%	of	GDP)	

Mean	 (1)	 (2)	 (3)	

	 	 	 	 	
Lagged	Health	
Aid	(%of	GDP)	

.0021438	 188.5***	
(3.010)	

232.0***	
(3.520)	

93.43*	
(1.729)	

	 	 	 	 	
Squared	Lagged	
Health	Aid	

.0000208	 -6,249***	
(-3.243)	

-7,085***	
(-3.381)	

-3,832**	
(-2.052)	

	 	 	 	 	
Non-Health	Aid	
(%	of	GDP)	

.0299609	 	 -7.195*	
(-1.767)	

-2.857	
(-0.837)	

	 	 	 	 	
Lagged	Total	FDI	
Inflows	(%	of	
GDP)	

3.523267	 	 	 0.596***	
(11.98)	

	 	 	 	 	
Life	expectancy	
at	birth	total	
(years)	

64.97382	 0.0515***	
(3.884)	

0.0535***	
(4.043)	

0.0276**	
(2.349)	

	 	 	 	 	
Controls	 	 Yes	 Yes	 Yes	
	 	 	 	 	
Constant	 	 9.502***	 11.31***	 5.443**	
	 	 (4.546)	 (4.521)	 (2.412)	
	 	 	 	 	
Observations	 	 1,077	 1,075	 1,073	
F	Statistic	 	 26.23	 24.31	 51.19	
Prob	>	F	 	 0	 0	 0	
R-squared	 	 0.230	 0.234	 0.523	

Robust	t-statistics	in	parentheses	
***	p<0.01,	**	p<0.05,	*	p<0.1	

	

5.	Aid	for	Education	
	

The	 relationship	 between	 aid	 spending	 in	 education	 and	 FDI	 is	 difficult	 to	

address,	 since	 possible	 effects	 are	 likely	 to	 take	 a	 long	 time	 to	 come	 about.	 For	

example,	 the	 effects	 of	 spending	 on	 primary	 schooling	 only	 shows	 up	 years	 later	

when	children	have	graduated	and	apply	newly	acquired	skills	in	the	labor	market.	

Table	5	shows	that	this	 intuition	is	confirmed	by	the	data.	With	increasing	lag,	the	
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coefficient	 on	 education	 aid	 gets	 closer	 and	 closer	 to	 statistical	 significance.	 If	

education	 aid	 spending	 is	 lagged	 by	 6	 years,	 as	 shown	 in	 column	 3,	 the	 variable	

becomes	 statistically	 significant	 at	 the	 10	 percent	 level.	 The	 squared	 term	 is	 not	

significant,	 but	 has	 the	 expected	 sign.	 However,	 statistical	 significance	 disappears	

entirely	when	 the	 prior	 period’s	 FDI	 flows	 are	 accounted	 for.	 Surprisingly,	 school	

enrollment	 is	 rarely	 statistically	 significant	 in	 predicting	 FDI	 inflows.	 It	 should	 be	

noted,	 however,	 that	 enrollment	 data	 are	 more	 scant	 than	 data	 for	 the	 other	

indicators,	thereby	substantially	reducing	the	sample	size.		

Table	5:	Education	Aid	Regression	Results	

Total	FDI	
inflows	(%	of	
GDP)	

	 (1)	
1-Year	Lag	

(2)	
5-Year	Lag	

(3)	
6-Year	Lag	

(4)	
6-Year	Lag	
with	lagged	

FDI	
	 	 	 	 	 	
Education	Aid	
(%	of	GDP)	
Lagged	by	1	
Year	

.0027364	 70.74	
(1.035)	

	 	 	

	 	 	 	 	 	
Squared	
Education	Aid	
Lagged	by	1	
Year	

.0000285	 -2,664*	
(-1.812)	

	 	 	

	 	 	 	 	 	
Non-Education	
Aid	(%	of	GDP)	
Lagged	by	1	
Year	

.0302727	 1.865	
(0.301)	

	 	 	

	 	 	 	 	 	
Education	Aid	
(%	of	GDP)	
Lagged	by	5	
Years	

.0028229	 	 115.0*	
(1.776)	

	 	

	 	 	 	 	 	
Squared	
Education	Aid	
Lagged	by	5	

.0000309	 	 -2,688	
(-1.485)	
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Total	FDI	
inflows	(%	of	
GDP)	

	 (1)	
1-Year	Lag	

(2)	
5-Year	Lag	

(3)	
6-Year	Lag	

(4)	
6-Year	Lag	
with	lagged	

FDI	
Years	
	 	 	 	 	 	
Non-Education	
Aid	(%	of	GDP)	
Lagged	by	5	
Years	

.0309755	 	 8.431	
(1.474)	

	 	

	 	 	 	 	 	
Education	Aid	
(%	of	GDP)	
Lagged	by	6	
Years	

.0028119	 	 	 138.6**	
(2.020)	

48.29	
(0.819)	

	 	 	 	 	 	
Squared	
Education	Aid	
Lagged	by	6	
Years	

.0000313	 	 	 -2,023	
(-1.349)	

-88.73	
(-0.0491)	

	 	 	 	 	 	
Non-Education	
Aid	(%	of	GDP)	
Lagged	by	6	
Years	

.0308744	 	 	 4.731	
(0.701)	

-0.336	
(-0.0675)	

	 	 	 	 	 	
Lagged	Total	
FDI	Inflows	(%	
of	GDP)	

3.523267	 	 	 	 0.666***	
(13.42)	

	 	 	 	 	 	
Net	school	
enrollment,	
primary	(%)	

84.91679	 0.0229*	
(1.864)	

0.0224*	
(1.898)	

0.0107	
(0.808)	

0.000398	
(0.0420)	

	 	 	 	 	 	
Controls	 	 Yes	 Yes	 Yes	 Yes	
	 	 	 	 	 	
Constant	 	 16.95***	 14.39***	 15.70***	 6.120**	
	 	 (4.567)	 (4.270)	 (4.286)	 (2.006)	
	 	 	 	 	 	
Observations	 	 696	 641	 597	 595	
F	Statistic	 	 16.96	 18.57	 18.11	 35.69	
Prob	>	F	 	 0	 0	 0	 0	
R-squared	 	 0.234	 0.272	 0.283	 0.563	

Robust	t-statistics	in	parentheses	
***	p<0.01,	**	p<0.05,	*	p<0.1	
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6.	Summary	
	

Overall	 then,	 the	 analysis	 appears	 to	 confirm	 two	 of	 the	 four	 hypotheses	

formulated	at	the	outset	of	 this	paper.	Aid	spending	on	governance	and	health	are	

positively	related	to	FDI	inflows	into	aid	recipient	countries,	however,	at	decreasing	

rates.	 Education	 follows	 this	 general	 trend,	 but	 requires	 long	 lags	 for	 the	

relationship	to	become	statistically	significant.	This,	however,	might	simply	confirm	

the	 intuition	 that	 human	 capital	 takes	 a	 long	 time	 to	 build.	 The	 disappearance	 of	

significance	 once	 lagged	 FDI	 is	 included	 in	 the	 model	 confirms	 the	 difficulty	 of	

discerning	 an	 effect	 over	 extended	 periods	 of	 lag.	 Finally	 and	 surprisingly,	 the	

analysis	 rejects	 the	 hypothesis	 that	 infrastructure	 spending	 fosters	 FDI	 inflows.	

Regardless	of	the	lag	structure,	infrastructure	aid	is	not	significantly	related	to	FDI	

inflows.		

	

V)	Policy	Implications	and	Concluding	Considerations	
	

The	 results	 presented	 here	 show	 that	 aid	 spent	 in	 certain	 sectors	 is	

associated	with	 higher	 FDI	 inflows	 and	 can	 potentially	 foster	 foreign	 investment.	

Specifically	 in	 governance	 and	health	 this	 relationship	 is	 unambiguous,	while	 it	 is	

more	difficult	to	establish	in	education.	As	a	result,	the	case	for	aid	is	strengthened	

and	additional	transmission	channels	between	aid	and	economic	growth	have	been	

identified.	ODA	guided	to	the	governance,	health	and	potentially	education	sectors	

can	 be	 used	 to	 leverage	 FDI,	 which	 is	 arguably	 a	 more	 sustainable	 ingredient	 to	

economic	 growth	 than	 development	 assistance	 alone.	 However,	 infrastructure	
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spending,	 currently	one	of	 the	 largest	 items	 in	development	aid	budgets,	does	not	

follow	 this	 pattern,	 weakening	 the	 case	 for	 large	 aid-funded	 infrastructure	

interventions.	 Acknowledging	 this	 empirical	 result	 would	 ensure	 the	 best	 use	 of	

limited	 development	 assistance	 resources	 and	 multiply	 the	 effectiveness	 of	 aid.	

Especially	at	a	 time	of	 large	 funding	shortfalls	and	a	proven	need	for	an	enhanced	

role	of	private	funding	in	development,	this	is	an	important	finding.	

The	results,	however,	also	show	that	open	research	questions	regarding	the	

relationship	 between	 aid	 and	 foreign	 direct	 investment	 still	 exist.	 Given	 the	

endogenous	 relationship	 between	 ODA	 and	 FDI,	 causal	 effects	 are	 difficult	 to	

establish.	 As	 more	 data	 become	 available,	 more	 sophisticated	 econometric	

techniques	will	 become	more	 reliable	 and	 potentially	 allow	 for	 better	 analyses	 of	

cause	 and	 effect.	 Furthermore,	 discerning	 the	 relationship	 between	 ODA	 in	

education	 and	 FDI	 is	 challenging	 due	 to	 the	 multi-period	 effect	 of	 education	

spending.	 A	 more	 detailed	 assessment	 would	 help	 to	 strengthen	 the	 case	 for	

education	 spending	 and	 more	 precisely	 guide	 funding	 efforts.	 In	 general,	 more	

detailed	 aid	 databases	would	 allow	 for	more	 detailed	 analysis	 of	 aid	 spending	 to	

identify	specific	interventions	and	programs	that	tend	to	foster	FDI.	Unfortunately,	

data	disaggregating	FDI	flows	do	not	exist.	Arguably,	FDI	in	the	extractive	industry	

sector	follows	a	different	logic	than	other	flows	of	FDI.	Differentiating	these	sectors	

in	 future	analyses	 should	 shed	 further	 light	on	 the	 relationship	between	ODA	and	

sustainable	FDI	inflows	into	aid	recipient	countries.	 	
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VII)	Appendix:	Model	Diagnostics	
	
Outliers	and	Influential	Observations	

The	 matrix	 below	 allows	 determining	 whether	 there	 are	 significant	 outliers.	 It	

shows	scatter	plots	for	all	bivariate	relationships	depicted	in	the	matrix	and	shows	

that	 there	 appear	 to	 be	 significant	 outliers	 on	 the	 FDI,	 ODA	 and	 GDP	 growth	

variables.	Further	probing	these	variables	confirms	the	first	impression	(see	graphs	

below).	 Specifically,	 Liberia	 constitutes	 an	 outlier.	 Liberia’s	 civil	 war	 during	 the	

period	 under	 consideration	 and	 its	 reconstruction	 efforts	 that	 attracted	

considerable	 levels	 of	 FDI	 and	 aid,	 specifically	 through	 debt	 relief,	 provides	 a	

reasonable	 explanation	 for	 excluding	 the	 country	 from	 further	 analyses.	 It	 was	

subsequently	dropped.	Additionally,	 specific	observations	 that	 constituted	outliers	

were	 also	 dropped.	 Mozambique,	 for	 example,	 liberalized	 all	 FDI	 flows	 in	 1998,	

which	led	to	a	surge	in	investment	lasting	for	only	one	period.	Azerbaidjan	received	

large	amounts	of	FDI	for	one	specific	pipeline	project	3	years	in	a	row.	
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Figure	5:	Pairwise	Correlations	



	

	 38	

	

Figure	6:	Correlation	between	ODA	and	FDI	

	
Figure	7:	Correlation	between	GDP	Growth	and	FDI	
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Multicollinearity	

As	the	below	correlation	matrix,	vif	and	collin	tests	show,	there	appears	to	be	little	

multicollinearity.	VIF	scores	are	generally	within	reasonable	limits.	

	
Figure	8:	Multicollinearity	Matrix	

	

	
Figure	9:	Estat	Test	Output	

    open_trd     1.0000 
                       
               open_trd

    open_trd     0.3296   0.1536   0.0499  -0.2672   0.1265   0.0467   0.1449 
    comprisk    -0.0562  -0.3219   0.6595   0.3447   0.5577   0.0494   1.0000 
  gdp_growth     0.1889   0.1234  -0.0193   0.0282  -0.0782   1.0000 
   ln_gdp_pc    -0.0689  -0.5472   0.4798   0.5230   1.0000 
      ln_gdp    -0.2236  -0.4949   0.2302   1.0000 
      rq_est    -0.0326  -0.2534   1.0000 
m_oda_al~p_1     0.3031   1.0000 
FDI_perc_gdp     1.0000 
                                                                             
               FDI_pe~p ~l_gdp_1   rq_est   ln_gdp ln_gdp~c gdp_gr~h comprisk

. pwcorr FDI_perc_gdp m_oda_all_gdp_1 rq_est ln_gdp ln_gdp_pc gdp_growth comprisk open_trd

. *** Multicollinearity

    Mean VIF        1.80
                                    
  gdp_growth        1.07    0.935742
    open_trd        1.32    0.757262
m_oda_al~p_1        1.66    0.602395
      ln_gdp        1.81    0.552013
      rq_est        1.93    0.517251
    comprisk        2.25    0.444025
   ln_gdp_pc        2.57    0.389098
                                    
    Variable         VIF       1/VIF  

. estat vif

> t
. quietly reg FDI_perc_gdp m_oda_all_gdp_1 rq_est ln_gdp ln_gdp_pc gdp_growth comprisk open_trd, robus
. * Low pair-wise correlations: Not really any multi-collinearity
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Heteroskedasticity	

The	distribution	of	residuals,	although	approximating	a	normal	distribution	exhibits	

some	skew	(see	below).	The	scatter	plot	of	residuals	and	fitted	values	confirms	the	

suspicion	that	there	is	heteroskedasticity.	As	indicated	by	the	high	Chi2	values	in	the	

Cameron	 and	 Trivedi	 decomposition	 of	 an	 IM	 test,	 the	 formal	 test	 for	

heteroskedacity	confirms	this	finding.	As	a	result,	robust	standard	errors	were	used	

in	carrying	out	the	analyses.	

. 

. * no multicollinearity

 Det(correlation matrix)    0.0890
 Eigenvalues & Cond Index computed from scaled raw sscp (w/ intercept)
 Condition Number        59.5923 
---------------------------------
    9     0.0018         59.5923
    8     0.0047         36.8677
    7     0.0062         31.9676
    6     0.1392          6.7473
    5     0.4008          3.9766
    4     0.4802          3.6329
    3     0.7002          3.0086
    2     0.9292          2.6117
    1     6.3378          1.0000
---------------------------------
        Eigenval          Index
                           Cond

  Mean VIF      1.76
----------------------------------------------------
  open_trd      1.40    1.18    0.7128      0.2872
  comprisk      2.25    1.50    0.4439      0.5561
gdp_growth      1.07    1.03    0.9343      0.0657
 ln_gdp_pc      2.58    1.61    0.3875      0.6125
    ln_gdp      1.82    1.35    0.5494      0.4506
    rq_est      1.93    1.39    0.5172      0.4828
m_oda_all_gdp_1      1.78    1.33    0.5625      0.4375
FDI_perc_gdp      1.26    1.12    0.7926      0.2074
----------------------------------------------------
  Variable      VIF     VIF    Tolerance    Squared
                        SQRT                   R-

  Collinearity Diagnostics

(obs=1,202)
. collin FDI_perc_gdp m_oda_all_gdp_1 rq_est ln_gdp ln_gdp_pc gdp_growth comprisk open_trd
. * VIF after pooled OLS regression is generally low (highest value is 2.57)

Figure	10:	Collinearity	Diagnostics	
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Figure	11:	Kernel	Density	Estimate	

	
Figure	12:	Residual	Plot	
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Figure	13:	Heteroskedasticity	Test	

	
Non-linearity	
	

	
Figure	14:	Test	for	Non-Linearity	

	

                                                   
               Total       145.82     43    0.0000
                                                   
            Kurtosis         8.57      1    0.0034
            Skewness        36.94      7    0.0000
  Heteroskedasticity       100.32     35    0.0000
                                                   
              Source         chi2     df      p
                                                   

Cameron & Trivedi's decomposition of IM-test
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Comparing	 the	 regression	 line	 and	 the	 smoothed	 regression	 line	 shows	 a	 fairly	

linear	 relationship.	 The	 smoothed	 line	 suggests	 that	 there	might	 be	 a	 inverted	U-

shape	 in	 the	 data.	 This	 makes	 intuitive	 sense	 since	 countries	 that	 receive	 high	

amounts	 of	 aid	 in	 a	 given	 year	 might	 be	 failed	 or	 post-conflict	 states	 that	 rely	

exclusively	on	the	donor	community’s	good	will.	The	countries	on	the	far	right	of	the	

distribution	 appear	 to	 confirm	 that	 suggestion,	 since	 they	 include	 notorious	 aid	

recipients	 or	 states	 in	 conflict	 such	 as	 Haiti	 or	 the	 DRC.	 Also	 Sierra	 Leone	 went	

through	a	civil	war	during	the	period	under	observation	and	Mozambique	had	just	

ended	 a	 civil	 war,	 although	 political	 instability	 continued.	 To	 control	 for	 this	

possibility,	a	squared	aid	term	was	included	in	all	regressions.	

	
Model	misspecification	
	

	
Figure	15:	Model	Misspecification	Test	Output	

	
As	the	above-depicted	linktest	shows,	there	appears	to	be	no	model	misspecification	

in	the	base	model.	If	there	were	misspecification,	either	“_hat”	would	be	statistically	

insignificant	or	“_hatsq”	would	be	statistically	significant.	

                                                                              
       _cons     .2089047   .4089118     0.51   0.610    -.5934459    1.011255
      _hatsq     .0165894   .0269062     0.62   0.538    -.0362049    .0693837
        _hat     .8715604   .2162218     4.03   0.000     .4472985    1.295822
                                                                              
FDI_perc_gdp        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]
                                                                              

       Total    11749.0133     1,083  10.8485811   Root MSE        =    2.9186
                                                   Adj R-squared   =    0.2148
    Residual    9208.03253     1,081  8.51806894   R-squared       =    0.2163
       Model    2540.98081         2   1270.4904   Prob > F        =    0.0000
                                                   F(2, 1081)      =    149.15
      Source         SS           df       MS      Number of obs   =     1,084


