
   

CAN FOREIGN AID END POVERTY? 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

A Thesis 
submitted to the Faculty of the  

Graduate School of Arts and Sciences 
of Georgetown University 

in partial fulfillment of the requirements for the  
degree of 

Master of Public Policy 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

By 
 
 
 

Ayush Manandhar, B.A. 
 
 

Washington, D.C. 
April 9, 2020 

 
 
 



 

 ii 

Copyright 2020 by Ayush Manandhar 
All Rights Reserved 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

 iii 

CAN FOREIGN AID END POVERTY? 
 

Ayush Manandhar, B.A. 
 

Thesis Advisor: Andreas Kern, Ph.D. 
 
 

Abstract 
 
The following paper assesses foreign aid’s impact on poverty. While there has been a 

growing amount of papers that have studied the impact of aid on different economic growth 

outcomes, only a few of these contributions have focused on poverty. Among them, there have 

been several studies that have studied multidimensional measures with a large part of the literature 

going back prior to the 2000s. This paper aims to revisit the relationship and assess foreign aid’s 

impact on poverty between 1992 and 2017, with Official Development Assistance (ODA) as an 

independent variable and Human Development Index (HDI) as a dependent variable. By using a 

multiple regressions approach while using both entity and time fixed effects, the paper concludes 

that foreign aid does help reduce poverty by improving HDI, which includes aspects of education, 

health and standard of living. This improvement, however, is fairly limited with a percentage 

increase in aid associated with only approximately .002 percentage increase in HDI, holding 

constant relevant control variables. The impact for countries categorized as ‘lower-income’, 

however, seem to be slightly more meaningful. This study, thus, shows that aid’s influence changes 

between nations that have different economic conditions, while also helping develop lessons for 

future aid-poverty policies as well. 
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Introduction  
 

“The true sign of success is not whether we are a source of perpetual aid that helps people scrape 

by – it's whether we are partners in building the capacity for transformational change… Aid is 

not an end in itself. The purpose of foreign assistance must be creating the conditions where it's 

no longer needed.” - US President Barack Obama, 2009 

 

Ever since the establishment of the Official Development Assistance (ODA), which is 

colloquially referred to as “foreign aid”, there has been a growing debate on its impact on different 

economic development outcomes, including the integral goal of helping reduce global poverty. 

In order to assess the impact of foreign aid, however, it is important to also understand its 

origins. Foreign aid, as is referred today, did not exist prior to World War II. It was in the war’s 

aftermath that gave way to the use of aid under the Marshall Plan in the rebuilding of a ravaged 

Western Europe in the face of war (Bermeo, 2008).  

It was after the rebuilding of Europe and the beginning of the Cold War that aid was 

provided to other nations wrapped within the power struggle between the United States and the 

Soviet Union. Foreign aid then came to be seen as an avenue to subvert communism, often 

disregarding the goal of producing economic development outcomes. The conclusion of the Cold 

War, however, saw a decrease in foreign aid. It was only towards the end of the 1990s and during 

the 2000s that, once again, saw an increase of foreign aid in percentage of GDP. Even while 

controlling for debt relief, inflation, and major contributions to war-torn countries such as Iraq and 

Afghanistan, this upward trend in foreign aid continues to be seen (Bermeo, 2008). 

This upward trend in foreign aid has also been followed by researchers assessing its impact 

throughout different periods of time on different policy outcomes. This paper revisited this 

relationship and assessed foreign aid’s impact on poverty between 1992 to 2017, with Official 
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Development Assistance (ODA) as an independent variable and Human Development Index (HDI) 

as a dependent variable.  

The paper, therefore, essentially asked whether foreign aid has helped reduce poverty and 

if it has, also assessed its magnitude. By measuring foreign aid through Official Development 

Assistance received and measuring poverty not just through monetary means but through an 

avenue that accounts for other measures of poverty such as access to healthcare, education, and 

measures of a standard of living, this paper allowed us to assess foreign aid’s impact on improving 

the lives of those in developing countries. It conducted this study with the hypothesis that foreign 

aid, in the past 25 years has helped in reducing poverty, albeit the impact may be fairly limited. 

This impact of aid has likely translated through different components within a country including 

education levels, the people’s health, and the overall quality of life, thus, decreasing not just 

poverty in a monetary sense but poverty that is measured through other non-monetary dimensions 

as well.  

In order to make an accurate assessment, the study utilized multiple regression with 

relevant control variables. In addition to doing this, the study also utilized both time and entity 

fixed effects. This essentially controlled for variables not directly included in the model that 

changes over time and are fixed between states, and changes between states but are fixed over 

time.  

Finding this impact of aid on poverty, specifically studying its impact between low- income 

countries and low-middle-income countries, has policy implications that allow policymakers to 

revisit the progress they have made as per the needs of countries placed in different economic 

conditions. This macroeconomic view of progress also allows policymakers to assess differences 

in the progress made between countries that showcase different levels of economic development. 
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Literature Review and Theoretical Consideration 
 

Over the past few years, the rise in foreign aid distribution has coincided with many studies 

assessing the impact foreign aid has had, many of which have had different conclusions.  While 

some have critiqued aid and has showcased it to be ineffective in the economic development realm 

including its impact on growth, others in contrast, have asserted that aid has been a useful tool in 

developing nations (Mahembe and Odhiambo, 2019). For instance, scholars including William 

Easterly have noted that aid does not have an impact on growth (Easterly, 2003), while others such 

as Amartya Sen have disagreed with their conclusions, instead showcasing the benefits aid has 

provided (Sen, 2006).  Some have also taken the route of explaining that aid works exclusively 

when it is matched with the right policy condition (Burnside and Dollar, 2000). 

 Nevertheless, despite the abundance of studies in the foreign aid realm specifically 

focusing on growth, “a general dearth of empirical literature on the effectiveness of foreign aid on 

poverty reduction” (Mahembe and Odhiambo, 2019) exists. This study’s assessment, thus, will be 

critical to understanding foreign aid’s long-term influence in fulfilling its primary stated goal: 

reducing poverty. This macroeconomic view of whether the general effort towards helping people 

out of poverty follows through the evolution of studies and findings that have been conducted over 

the past few decades, and further adds to the literary discussion in finding its general impact.  

 However, this debate regarding the effectiveness of foreign aid runs parallel to a debate 

regarding the description of foreign aid itself. The definition surrounding the term, “foreign aid”, 

has at times, not been universally agreed to one particular definition or a set of criteria (Riddell, 

2008). Specifically, within the realm of research on foreign aid effectiveness, this definition 

becomes vital to accurately analyze its effectiveness. 

Therefore, for the purposes of research, scholars often rely on the Official Development 

Assistance (ODA) dataset in order to calculate the aid disbursed by donor nations. The ODA, 
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according to Organization for Economic Co-operation and Development (OECD), is defined as 

“government aid that promotes and specifically targets the economic development and welfare of 

developing countries” (OECD, 2019). “The DAC (Development Assistance Committee) adopted 

ODA as the ‘gold standard’ of foreign aid in 1969 and it remains the main source of financing for 

development aid” (OECD, 2019). This ODA definition, therefore, does not include any form of 

military or security aid that often promotes a donors’ security interest.  

The Conventional Focus on Foreign Aid and Economic Growth 

Conventionally, the assessment of foreign aid has primarily been conducted in its impact 

towards growth (Mahembe and Odhiambo, 2019).  Adding to the earlier reference regarding the 

lack of agreement in the impact of foreign aid, scholars such as William Easterly, for instance, 

have noted that aid does not have an impact on growth (Easterly, 2003). The author critiques the 

idea that aid promotes growth even when combined with good policies, one that was built on by 

the Burnside and Dollar paper of 2000 (Burnside and Dollar, 2000).  

Nevertheless, scholars such as Sen, Polak, Roy, and Pattillo have argued against Easterly’s 

conclusions. Sen, in his article in the Foreign Affairs rebuts Easterly’s arguments regarding the 

lack of impact aid has had. He states that the “weakest link in Easterly’s reasoning is his complete 

neglect of the distinctions between different types of economic problems” (Sen, 2006).  

 Polak, Roy, and Pattillo also critique Easterly “for failing to distinguish between IMF loans 

that aimed simply at macroeconomic stabilization and IBRD so-called structural adjustment loans 

that were…merely disguised balance of payment loans” (Polak, Roy, and Pattillo, 2017).  

 Despite the abundance of these studies in the foreign aid realm, the above findings have 

primarily concentrated on the impact of foreign aid in the metrics denoting the overall health of a 

nation’s economy. This breadth of research in analyzing the impact of foreign aid focused towards 

growth, thus, fails to address an integral part of foreign aid which is to reduce poverty. It is also 
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based on the notion that aid’s impact on economic growth eventually leads towards poverty 

reduction, which while correct at times, gives rise to some criticism (Mahembe and Odhiambo, 

2019). 

First, if foreign aid leads to growth in a recipient country’s economy, it creates an 

implication for there to be poverty reduction as well, a “narrow interpretation” as (Mahembe and 

Odhiambo, 2019) note, and which may not be always the case as it could be likely that economic 

growth is entirely driven to the benefit of only a segment of the recipient country’s population and 

not everyone. The relationship between growth’s impact on poverty is well researched by scholars 

including Alvi and Senbeta stating that “sustainable economic growth remains to be the prime 

factor that explains poverty reduction” (Alvi and Senbeta, 2014). Nevertheless, they also note that 

while the redistribution of income through this growth is vital, citing Ravallion (2010), note that 

not all countries have the capacity to redistribute this growth. Secondly, it also implies that poverty 

reduction can only happen through economic growth which is not the case as the reduction in 

poverty can take place through other channels as well (Mahembe and Odhiambo, 2019). 

The Focus Moves to Poverty 

However, a proponent of foreign aid who has specifically focused on its impact on poverty 

reduction is Jeffrey Sachs. In an article on Foreign Policy, Sachs notes that “the aid successes of 

the past decade have saved millions of lives” (Sachs, 2014).  Even in the specific context of Sub-

Saharan Africa, notably the most impoverished region in the world, he adds that aid has “helped 

to put (the region) on a path of much higher economic growth and development” (Sachs, 2014). 

Beyond the work of Sachs, Briggs (2017), for instance, conducts a study by utilizing 

household surveys that help find the subnational distribution of the country’s inequalities and 

match the data with multilateral donors. According to his analysis, aid flows to places with 

relatively more rich people and does not favor the poorest people in the country. While the paper 
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does not identify causal effects, it concludes by stating that donors do not exercise control over 

target recipients (Briggs, 2017).   

Likewise, Alvi and Senbeta (2012) study the impact aid has had on poverty reduction by 

utilizing a dynamic panel estimation assessing three measures for poverty including the poverty 

gap index, the square of poverty gap index, as well as headcount index at a poverty threshold of 

living under a dollar a day as dependent variables. The authors also study the effects of different 

sources of aid that have been differentiated into those that are either multilateral or bilateral, and 

those that either grants or loans. The authors conclude that “aid reduces poverty after controlling 

for average income and income distribution” (Alvi and Senbeta, 2012). They also note that grants 

and multilateral foreign aid typically have a strong positive effect on poverty compared to loans 

or bilateral foreign aid programs (Alvi and Senbeta, 2012). 

On the other hand, Chong, Gradstein and Calderon (2009) studying the period between 

1971 and 2002, in contrast, first use a cross country evidence to assess their studies. However, as 

they note, with cross country data “likely to be biased due to common problems of simultaneity 

and reverse causation”, they proceed to use a dynamic panel data approach (Chong, Gradstein, and 

Calderon, 2009). Utilizing both these approaches, the authors determined that aid did not showcase 

a “significant” relationship with neither inequality nor poverty but noted that “good institutions 

may be necessary”, albeit even with good institutions, the analysis did not provide a “robust 

impact” (Chong, Gradstein, and Calderon, 2009). 

Despite some of these literatures on the influence aid has had on poverty, however, as noted 

by Mahembe and Odhiambo, much of the studies have focused on the narrow definition of what 

“poverty” is. Most studies often rely on what scholars refer as a “basic needs approach” (BNA) in 

calculating poverty where “poverty measurement assumes that individuals are poor if their income 

or consumption is below a particular level” (Mahembe and Odhiambo, 2019). In order to get a 
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more holistic approach to measuring poverty, nevertheless, it will be important to take a more 

“multidimensional” approach to measuring poverty: one that assesses a range of other vital poverty 

related issues such as health, income, education or life expectancy (Mahembe and Odhiambo, 

2019). 

There have been studies that have assessed aid’s impact utilizing this “multidimensional 

approach”, albeit they are fairly limited and have largely been conducted in the 1990s, up until the 

mid 2000s. In 1996, for instance, Boone (1996) studied the effect of foreign aid on dependent 

variables including infant mortality rate, primary school rates, as well as life expectancy, for which 

Boone states that aid did not find any impact on any of these markers. Boone (1996) studied this 

impact with a focus between the years 1971 through 1990. Similarly, Kosack (2003) utilizes aid 

as a percentage of GDP, accounting for whether a country is a democracy or not, and its impact on 

human development index, and conclude that aid does help improve the welfare of the people in 

countries that are democratic (Kosack, 2003). Likewise, Gomanee, Morrissey, Mosley, and 

Verschoor (2005) conducting  a similar study, assess aid’s impact on Human Development Index 

and infant mortality.  They conclude that while aid does help in the welfare of the poor with the 

improvement of welfare indicators, the impact is mostly limited to very low-income countries, in 

contrast to the impact on those that are middle-income (Gomanee et al., 2005).  

One of the later studies conducted in this realm was by Arndt, Jones, and Tarp (2015). In 

their assessment, they conclude that aid has improved variables of social welfare including infant 

mortality and poverty while also improving structural changes in developing nations. They also 

additionally note that these improvements are seen on investments as well (Arndt, Jones, and Tarp, 

2015). This study by Arndt, Jones, and Tarp (2015) conducted for the years between 1970 through 

2007 may in fact be one of the more comprehensive studies targeting variables of poverty itself. 

Another study that analyzed growth’s role on poverty while also assessing the impact of foreign 
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aid was Alvi and Senbeta’s 2014 paper. The paper studying the years between 1981 and 2010 

concluded that foreign aid does have “poverty reducing effects” and that the response to foreign 

aid is particularly meaningful when poverty is high (Alvi and Senbeta, 2014).  

However, despite the conclusions within some of these studies, it is important to note that 

many of these assessments were mostly conducted prior to the 2000s after which aid has seen not 

only an increase, but a change in how it is conducted. There have been limited studies such as that 

of Arndt, Jones, and Tarp,  and Alvi and Senbeta, that do analyze the data running up until 2010, 

but still do not grasp aid’s impact in the past few years. A number of these studies also do not 

assess aid’s influence on multidimensional indicators of poverty. Mahembe and Odhiambo (2019) 

also make a similar point noting that for further research, researcher’s ought to look into aid’s 

impact on multidimensional poverty indicators such as Human Development Index (HDI) from 

the United Nations Development Programme, or the Multi-Dimensional Poverty Index (MPI) from 

UNDP and the Oxford Poverty and Human Development Initiative (Mahembe and Odhiambo, 

2019; OPHI, 2019; UNDP, 2019). Adding additional information through 2017, therefore, could 

be integral in assessing the impact of foreign aid on these indicators, specifically due to the rise in 

development aid, changes in the strategies of multilateral organizations, along with contemporary 

political realities that have evolved in the past two decades.   

Conceptual Model, Analysis Plan, and Empirical Analysis 
 

There are different avenues through which foreign aid impacts human development 

outcomes. A possible first channel is the argument that the direct monetary impact of foreign aid 

increases the recipient government’s ability in expenditure, thus, making it possible for them to 

invest in resources that help reduce poverty. Many of these resources could be designated to areas 

related to healthcare, education, or other avenues that would help improve people’s incomes and 

livelihoods.  A similar argument has in fact been made by Gomanee, Mosley, Morrissey, and 
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Verschoor (2003) who argue that an increase in aid could eventually lower poverty as it increases 

a government’s ability to invest in “pro-poor spending” (Gomanee et al., 2003).  

A second channel, as noted in the literature review above, may still be through the onset of 

growth. An increase in foreign aid may help revive the economy, thus helping initiate a cycle of 

second round effects including increase in investments, jobs, and wages, thus helping improve a 

government’s budgetary needs while also improving people’s ability to access education or 

healthcare. Mahembe and Odhiambo (2019) explain this citing Shleifer (2009) stating that aid 

“jump starts economic growth and initiates a virtuous cycle whereby investment generates income 

and thus raises the economic return to further investment” (Shleifer, 2009).  

Other channels through which foreign aid can potentially have an effect is through the 

stabilization of the economy, as noted by Guillaumont and Wagner (2014). Economic growth, 

specifically in developing countries can often be volatile due to instability in key components such 

as exports. As Mahembe and Odhiambo explain, and as found by Collier and Goderis and 

Jeanneney and Tapsoba, foreign aid does create a stabilizing effect on the economy and could aid 

in preventing shocks (Mahembe and Odhiambo, 2017; Collier and Goderis, 2010; Jeanneney and 

Tapsoba, 2012). Because economic growth can be an important component in people’s ability to 

improve their livelihoods, having a destabilizing effect on this growth could disable poverty 

reduction. Therefore, foreign aid’s ability in stabilizing this effect may eventually contribute to 

reducing poverty and may showcase a positive impact on the Human Development Index.  

Thus, prior to making an in-depth analysis of the relationship between the amount of 

foreign aid received and poverty reduction/HDI, through the channels explained above, a 

hypothesis can be foreseen based on the intention of foreign aid, the development of some 

countries seen specifically in the past twenty-five years, alongside past research conducted by 

authors throughout different timelines.  
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A possible hypothesis could, therefore, potentially be that foreign aid, specifically in the 

past twenty-five years has helped in reducing poverty. Considering the three different channels 

through which aid can have an impact, it can be hypothesized that it is more likely than not that 

aid has helped reduce poverty and has improved the human development index largely by 

improving vital multidimensional components of poverty reduction including improvement in 

access to education, in access to healthcare, as well as a general upward trend in the standard of 

living. However, it may entirely be possible that such an impact is minimal, indicating the lack of 

effectiveness compared to the dollars spent towards the goal. This impact, while still being 

positive, may also be different for different categories of countries as differentiated by economic 

standards.  

Empirical Analysis 

Following on the literature noted above, the core of this thesis will, therefore, rest on the 

relationship between the Human Development Index (HDI), the primary dependent variable to 

measure poverty, and the Official Development Assistance (ODA) received by each relevant 

developing nation, the primary independent variable for the analysis.  

Due to the nature of the data, the thesis will utilize a panel data approach including year 

and entity fixed effects. The fixed effects will control for all country characteristics that are fixed 

over time, and every time varying characteristics that are fixed across countries (Wooldridge, 

2012). However, there are variables that cannot be controlled by the country and time fixed effects. 

These variables could include information on country specific information including corruption, 

civil wars, or possibly country-specific recessions.  

In order to assess this relationship, the first dataset would be the Human Development 

Report Dataset through the United Nations Development Program. The Human Development 

Report includes HDI that as noted by the UNDP, “was created to emphasize that people and their 
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capabilities should be the ultimate criteria for assessing the development of a country, not 

economic growth alone” (UNDP, 2019). HDI is, therefore, a summary or a geometric mean of the 

key facets within human development including living “a long and healthy life, being 

knowledgeable, and having a decent standard of living” (UNDP, 2019).  

The indicator is meant to showcase that “expanding human choices should be the ultimate 

criteria for assessing development results” (UNDP, 2019). As noted by the UNDP Human 

Development Report, a growth in the economy is merely a means towards an end, and “two 

countries with the same level of Gross National Income (GNI) per capita can end up with different 

human development outcomes” (UNDP, 2019).  The time period of the HDI available is between 

1990 to 2017. The data set has figures for a total of 189 countries. For the purposes of this paper, 

data from underdeveloped and developing economies would primarily be utilized. 

The primary independent variable for the paper, the Official Development Assistance 

(ODA), is retrieved from the World Bank’s World Development Indicators dataset. The Official 

Development Assistance “is defined as government aid designed to promote the economic 

development and welfare of developing countries” (OECD, 2019). This would, therefore, not 

include any loans or grants towards a nation’s military.  This aid could be granted through bilateral 

or through multilateral channels and may include both grants and ‘soft’ loans which would include 

a grant component of at least 25%. The list, which is frequently revised, includes around 150 

countries that receive the assistance, which also accounts for nations whose per capita incomes fall 

under USD 12,276 as of 2010 (OECD, 2019).  

Beyond the primary dependent and independent variables, the remaining covariates for the 

analysis will be retrieved from the World Bank’s World Development Indicators and the Freedom 

House datasets. The World Development Indicators “is a compilation of relevant, high-quality, 

and internationally comparable statistics about global development and the fight against poverty. 
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The database contains 1,600 time series indicators for 217 economies and more than 40 country 

groups, with data for many indicators going back more than 50 years” (World Bank, 2019). Among 

the variables that has been included in the analysis for this paper include data on the Foreign Direct 

Investment per GDP, population, and Gross Domestic Product. 

The Foreign Direct Investment per GDP, according to the World Bank, “are the net inflows 

of investment to acquire a lasting management interest (10 percent or more of voting stock) in an 

enterprise operating in an economy other than that of the investor” (World Bank, 2019). It is 

essentially the summation of capital equity, reinvestment from earnings, and both long- and short-

term capital. FDI per GDP is, therefore, essentially a total sum of all foreign investments divided 

by the GDP of a nation (World Bank, 2019).   

The Gross Domestic Product, on the other hand, “is the sum of gross value added by all 

resident producers in the economy plus any product taxes and minus any subsidies not included in 

the value of the products” (World Bank, 2019). As per the World Bank in itself, the GDP of a 

nation could be interpreted through an expenditure approach too, which would not just include 

final purchases by households, and investment by companies within the country, but the purchases 

of services and products by the government too, which would also account for total government 

spending (World Bank, 2019). Likewise, the paper will also utilize data from Freedom House. 

Freedom House “produces research and reports on a number of core thematic issues related to 

democracy, political rights and civil liberties” (Freedom House, 2019). Every year, Freedom 

House’s flagship yearly reports assesses the condition of these rights and liberties around the 

world, providing scores based that would allow the paper to control of country specific political 

scenarios that may have an influence on how foreign aid is utilized, and its eventual impact on 

human development index as well (Freedom House, 2019). The paper will, thus, utilize scores on 

Political Rights and Civil Liberties as denoted by the organization. The Political Rights score 
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originates through assessing a nation’s electoral process, political pluralism and participation, as 

well as the functioning of the government. Likewise, the Civil Liberties score originates upon 

assessing freedom of expression and belief, associational and organizational rights, rule of law as 

well as personal autonomy and individual rights. A nation or a territory is then assigned two ratings 

between 7 to 1 for each of these categories. 7 represents the highest level of freedom while 1 

represents the least (Freedom House, 2019). 

Table 1: Dependent and Independent Variables 

Variable Form of 
Variable  

Description 

Primary Dependent Variable: 
Human Development Index 
(HDI) 

Natural Log of 
HDI 
Log(HDI) 

Scored between 0-1 
Accounts for a Country’s Education, Health 
Services, and Standard of Living 

Primary Independent 
Variable: 
Official Development 
Assistance ($) 

Natural Log of 
ODA 
Log(ODA) 

Natural log of Total Foreign Aid received by 
a developing nation, as defined by the 
OECD 

Control: FDI (% of GDP) FDI (% of GDP) 
FDI (per GDP) 

Foreign direct investment received as a 
percentage of Gross Domestic Product 

Control: Population Natural Log of 
Population 
Log(population) 

Natural Log of Population 

Control: Gross Domestic 
Product ($) 

Natural Log of 
GDP 
Log(GDP) 

Natural log of Gross Domestic Product 
accounting for gross domestic production 
including government spending 

Control: Political Rights Political rights Scored between 0-7 
Accounts for: 
• Electoral Process 
• Political Pluralism & Participation 
• Functioning of Government 

Control: Civil Liberties  Civil liberties Scored between 0-7 
Accounts for: 
• Associational and Organizational Rights 
• Rule of Law 
• Personal Autonomy & Individual Rights 
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Findings 
 

The preliminary findings from the information variables collected so far provides averages 

for HDI by regions and by human development groups. Figure 1 within the appendix provides 

further context in relation to sub-groups differentiated by regions. Between the HDI figures from 

1990 to 2017, Sub-Saharan Africa seems to have a comparatively lower attainment, with modest 

improvements between 2010 and 2017. South Asia, amongst the regions, seem to have dramatic 

improvements specifically in comparison to Sub-Saharan Africa.  

 Figure 2 on the other hand provides the HDI progression of averages for different 

development groups. While all development groups are at a climb, the overall HDI gap between 

the low human development and the medium human development countries seems to have 

increased.  

Table 2 onwards provides regressions analysis with fixed effects. Here onwards, the 

primary variable is the natural log of human development index, while the primary dependent 

variable is the natural log of Official Development Assistance received. The primary dependent 

and independent variables, as well as some control variables, most of which are high figures have 

been logged in order to remove heteroscedasticity. Additionally, with both HDI and ODA 

interpreted as natural logs, the regression equation overall can then be interpreted in percentage 

form with a “x” increase in ODA associated with a “y” increase in HDI. The format will make our 

interpretations easier, rather than interpreting it in dollar amounts which would have been the case 

in the absence of natural log. 

Secondly, because Error Correction Modeling analysis is often used with time panels (de 

Boef and Keele, 2008), this paper, for all its regressions, uses the ECM lag effects. This is 

consistent with the analysis for the paper since the outputs rely on time panel data. This ECM lag 
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estimate is utilized in all dependent variables in the paper, providing results of the impact ODA 

has in the long-term as well.  

Thus, for table 2, the first among the regressions, primarily provides the regression 

relationship between the primary independent and the primary dependent variables.  The first 

column of table 2 utilizes fixed effects for all countries in the dataset including those within low-

income, low-middle-income, and upper-middle-income categories.  From the first section of table 

2, it can be interpreted that a percentage rise in ODA is associated with a 0.002 percentage rise in 

HDI. This is statistically significant at a 95% confidence level.  

Next, I asses this relationship once again, but only for countries categorized as low-income.  

Doing this, at a 95% confidence level, the results showcase that a percentage increase in  ODA is 

associated with a 0.005 percentage increase in HDI, which is slightly more when compared to the 

results when all countries from all income groups were included.  

Finally, the last column in table 2 assess the relationship again, but with countries from 

both low-income and low-middle-income countries. Doing this, at a 99% confidence level, a 

percentage increase in ODA is associated with a 0.003 percentage increase in HDI. While this is 

slightly lower in compared to the output when only accounting for low-income countries, it is still 

higher than the first column regression where all countries from all three income groups were 

included.  
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Table 2: Fixed Effect Regression Between Natural Log of HDI and the Natural Log of ODA 
 

 
 (1) (2) (3) 

VARIABLES Fixed 
Effects 

Fixed Effects  
Low-Income 

Fixed Effects  
Low-Income and  

Low-Middle-Income 

    
Log(ODA) 0.00208** 0.00514** 0.00358*** 

 (0.000845) (0.00237) (0.00116) 

Lagged Dependent Variable -0.0586*** -0.0702*** -0.0682*** 

 (0.00710) (0.0128) (0.00925) 

Constant -0.0831*** -0.190*** -0.131*** 

 (0.0196) (0.0568) (0.0275) 

    

Observations 2,231 647 1,559 

R-squared 0.134 0.226 0.169 

Number of ccode 97 29 68 

Country FE YES YES YES 

Year FE YES YES YES 

 
Robust standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 
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After the initial simple fixed effect regression, I now introduce control variables including 

FDI per GDP, natural log of population, political rights and civil liberties.  Besides the addition of 

controls, as noted earlier, all rules applied to regressions in table 3, holds including using fixed 

effects, and ECM.  

 Assessing the results from table 3, in general the positive results seen in table 2 without the 

controls still hold even after these controls are introduced. For the first column in table 3, where 

the fixed effects ECM regression with controls is done for all countries in the dataset, a percentage 

increase in ODA is associated with a 0.002 percentage increase in HDI, holding FDI per GDP, 

natural log of population, political rights and civil rights constant. This is statistically significant 

at a 95% confidence level.  

 Likewise, for the second column in table 3 which accounts for low-income countries only, 

a percentage increase in ODA is associated with a 0.004 percentage increase in HDI, holding FDI 

per GDP, natural log of population, political rights and civil rights constant. This is statistically 

significant at a 90% confidence level. This estimate is slightly higher than the results estimated 

when all countries in the dataset is included.  

 For the third column in table 3 which accounts for low-income countries and low-middle-

income countries, holding FDI per GDP, natural log of population, political rights and civil rights 

constant, a percentage increase in ODA is associated with a 0.003 percentage increase in HDI, 

which is  statistically significant at conventional levels. This estimate is slightly higher than the 

results estimated when all countries in the dataset is included yet lower than the results estimate 

only for low-income countries.  
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Table 3: Fixed Effect Regressions with Added Controls 

 

 (1) (2) (3) 
VARIABLES FE & Controls FE & Controls 

for  
Low-Income 

FE & Controls for  
Low-Income and  

Low-Middle-Income 
    
Log(ODA) 0.00224** 0.00468* 0.00311** 
 (0.000858) (0.00273) (0.00125) 

FDI (per GDP) 8.77e-05 0.000213** 6.55e-05 
 (6.74e-05) (9.50e-05) (8.53e-05) 

Log(population) 0.0116 -0.0434 0.00388 
 (0.00902) (0.0314) (0.0151) 

Political rights -0.00104* -0.00180 -0.00167** 
 (0.000620) (0.00155) (0.000743) 

Civil liberties 0.000977 0.00227 0.00222** 
 (0.000948) (0.00213) (0.00107) 
    
Lagged Dependent 
Variable 

-0.0729*** -0.0713*** -0.0803*** 

 (0.00811) (0.0121) (0.00965) 

Constant -0.288** 0.499 -0.208 
 (0.142) (0.479) (0.239) 
    
Observations 2,149 630 1,499 
R-squared 0.172 0.308 0.222 
Number of ccode 96 29 67 
Country FE YES YES YES 
Year FE YES YES YES 

 

Robust standard errors in parentheses 
*** p<0.01, ** p<0.05, * p<0. 
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Finally, for table 4, I now introduce a final additional control variable that is fairly 

important: Gross Domestic Product (GDP). Besides the addition of this new control variable, as 

noted earlier, all rules applied to regressions in table 2 and table 3, holds including using fixed 

effects, and ECM. Additionally, all control variables utilized in the regressions presented in table 

3 holds as well.  

 Here, the first column of table 4, is a regression that includes fixed effects and controls 

with GDP for all countries in the dataset. With this, holding FDI per GDP, natural log of 

population, natural log of GDP, political rights and civil liberties constant, at a 95% confidence 

level, a percentage increase in official development assistance is associated with a 0.002 

percentage increase in HDI. This is not a large change from the first column regression in table 4.  

Similarly, the second column follows the same pattern but for countries that are categorized 

as low-income. The results in the long run is once again similar to that from table 3. Holding FDI 

per GDP, natural log of population, natural log of GDP, political rights and civil liberties constant, 

at a 90% confidence level, a percentage increase in official development assistance is associated 

with a 0.005 percentage increase in HDI.  

Finally, the third column follows the same pattern but for both low-income and low-middle 

income countries. Holding FDI per GDP, natural log of population, natural log of GDP, political 

rights and civil liberties constant, at a 95% confidence level, a percentage increase in official 

development assistance is associated with a 0.0032 percentage increase in HDI. This is, again, not 

a significant change from the first column regression in table 3.  
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Table 4: Fixed Effect Regressions with Added Controls Including GDP 

 

 (1) (2) (3) 
VARIABLES FE & 

Controls 
with GDP 

FE & Controls with  
GDP for  

Low-Income 

FE & Controls for  
Low-Income and  

Low-Middle-Income 

    
Log(ODA) 0.00217** 0.00541* 0.00327** 
 (0.000856) (0.00283) (0.00127) 
FDI (per GDP) 4.02e-05 0.000180* 3.88e-05 
 (8.00e-05) (0.000102) (9.37e-05) 

Log(population) 0.0113 -0.0350 0.00522 
 (0.00865) (0.0275) (0.0143) 

Log(GDP) -0.00548** -0.00747 -0.00517* 
 (0.00236) (0.00549) (0.00286) 

Political rights -0.000898 -0.00168 -0.00152** 
 (0.000608) (0.00155) (0.000744) 

Civil liberties 0.000603 0.00189 0.00179 
 (0.000933) (0.00227) (0.00108) 
    
Lagged Dependent Variable -0.0668*** -0.0655*** -0.0753*** 
 (0.00818) (0.0123) (0.00978) 

 
Constant -0.153 0.522 -0.112 
 (0.174) (0.475) (0.273) 
    
Observations 2,149 630 1,499 
R-squared 0.184 0.315 0.229 
Number of ccode 96 29 67 
Country FE YES YES YES 
Year FE YES YES YES 

 
Robust standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0. 
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Limitations of the Model  
 

The regression utilizes a fixed effects model including both entity and time fixed effects. 

The entity fixed effects controls for variables that change over states but are fixed over time, while 

the time fixed effects controls for variables that change over time but fixed across states. 

Nevertheless, there are variables that change over both time and states that this model does 

not control for, largely due to a lack of availability from a reliable source or due to significant 

sparseness within the data. 

 Among others, a variable that this model would not control are events that are unique to a 

nation. Events of political instability, or violence that are specific to each country are examples of 

such missing variables that could potentially have an impact on the human development index or 

the official development assistance. While it is possible to accumulate data on political instability, 

or conflicts, or violence, bringing together a dataset that is comprehensive would take time. Doing 

this would be time-consuming largely due to the lack of informed and complete dataset on these 

that are present on these issues.  Setting up such data would also raise questions such as what 

constitutes a “civil-war”  if one has not been declared, or whether a situation should be considered 

a “political instability”. The World Governance Indicators from the World Bank do have estimates 

that account for political stability and violence. Nevertheless, in addition to this not being available 

for all countries, also do not have data that go back all the way to 1992 disabling us from using its 

dataset (World Bank, 2019).  

Beyond this, another criticism of the paper could include the idea that it does not account 

for corruption that persists specifically in developing and underdeveloped countries. One variable 

that could potentially control for corruption and transparency is the Country Policy and 

Institutional Assessment (CPIA) score for transparency, accountability, and corruption. However, 
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the scores for these assessments do not start until the mid-2000s, thereby, disabling from including 

it in a model that is assessing the years from the early 1990s (World Bank, 2019). Nevertheless, 

despite its omission, the Freedom House scores for Political Rights and Civil Liberties may 

account for the absence of transparency in corruption. As noted earlier, the Political Rights score 

between 0 to 7 accounts for a country’s electoral process, political pluralism and participation, and 

the functioning of government. Civil Liberties on the other hand is scored between 0 to 7 

accounting for associational and organizational rights, rule of law, and, personal autonomy and 

individual rights (Freedom House, 2019). This dataset from the Freedom House could potentially 

account for transparency and corruption issues within countries to a degree.  

Likewise, foreign aid is also politically driven. A large part of why nations provide foreign 

aid goes to political realities and favors that go beyond the purpose of providing aid. Controlling 

for those realities, however, is difficult. Beyond these variables, any short-lived socio-cultural 

characters within a country would also not be captured due to the same reasons.  

Beyond the current form, instrumental variables were also considered to be added to the 

model. An instrumental variable would be those who would have a correlation with the primary 

independent variable but not with the primary dependent variable, unless impacted only through 

the consequence of the independent variable. An instrumental variable that could potentially be 

utilized and is hypothesized to have a relationship with foreign aid provided is its association with 

records of UN voting between the donor and the recipient nation. Nevertheless, historical analysis 

from Wittkopf (1973) suggest that this relationship between aid provided to a developing nation 

and UN voting while having an association with US foreign aid had little association for aid 

provided by other nations.  Likewise, another variable that could potentially be utilized would be 

tax rates from the donor nations where these tax rates could potentially be related to the amount of 
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aid dispersed but would not directly be associated with the human development index of the 

recipient nations. Nevertheless, compiling the tax rates of all donor nations, specifically those 

outside the OECD country list, may prove to be a difficult task. Additionally, a rise on tax rates 

may also not necessarily mean that there would essentially be an increase in the amount of foreign 

aid donated. 

Policy Implications 

There are a few policy implications that can be derived through these results. First, as noted 

in the results, foreign aid has a slightly more meaningful influence in lower-income countries 

compared to those that are developing and could be categorized as lower-middle-income. This 

result is similar to that from Alvi and Senbeta where they also conclude that “poverty responds to 

foreign aid strongly when the prevalence of poverty is high” (Alvi and Senbeta, 2014). Due to this 

finding, the implication of ensuring that foreign aid is effectively utilized specifically for lower-

income countries becomes far more important as their dependence on aid is relatively higher 

compared to other middle income and low-middle-income countries.  

This follows towards the second policy implication that because aid’s impact on Human 

Development Index is fairly limited, it becomes important for policymakers to ensure that the aid 

that is utilized is efficient and effective.  For this, it may be important to ensure that the programs 

for which aid money is spent on is well monitored and evaluated. This would not just remove 

programs that are ineffective but help promote aid programs that do help reduce poverty. This, 

obviously, is not a new idea. A similar argument is made by Duflo and Kramer stating that effective 

programs can be “adapted for use in other countries and scaled up within countries, while 

unsuccessful programs can be abandoned” (Duflo and Kramer, 2003). They additionally also note 

the search for effectiveness by monitoring and evaluating aid projects can help in “credibly 
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establishing which programs work and which do not” while also allowing us to “counteract 

skepticism about the possibility of spending aid effectively and build long-term support for 

development” (Duflo and Kramer, 2003).  

Lastly, because aid’s impact is meaningful particularly for low-income nations and seems 

to decrease specifically for countries designated as low-middle-income and above, it may 

ultimately be important for countries to improve their political rights and civil liberties. These 

factors could include improving the electoral process, political pluralism, organizational rights, 

rule of law and individual rights all of which are monitored by Freedom House (Freedom House, 

2019). Ultimately, as noted by Acemoglu and Robinson in their book, “Why Nations Fail”, 

institutions could play a role in improving poverty levels in poor nations (Acemoglu and Robinson, 

2012). However, while it may be difficult to bring large-scale institutional changes to developing 

nations, as noted by Banerjee and Duflo in their book, “Poor Economics”, small institutional 

changes from the bottom could make meaningful changes to reducing poverty, specifically as aid’s 

impact starts to diminish for the lower-middle and middle income developing nations (Banerjee 

and Duflo, 2012).  

Conclusion 

 In conclusion, the essence of this study primarily focused on the impact of aid on poverty 

starting from the year 1992 through to 2017. While there have been studies that have attempted 

assessing aid’s impact, a large portion of the literature has been contributed to measuring its impact 

on more monetary measures of a country’s economy. Among studies that have focused on poverty, 

a large number of them have relied on assessing aid’s impact towards a “basic need approach” 

(BNA) in determining thresholds of poverty that relies on monetary or measures of consumption 

only. This study, however, studies aid’s impact on multidimensional measures of poverty that 
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accounts for circumstances beyond income. While there are those that have studied its impact on 

multidimensional measures of poverty, a large portion of those studies have been conducted prior 

to the 2000s. Therefore, this study, assessing aids impact from 1992 through 2017 particularly in 

a multidimensional measure of HDI will add meaningfully to the literature that already exists.  

With Human Development Index as the primary dependent variable, and Official 

Development Assistance as the primary independent variable, this paper utilized multiple 

regressions with time and entity fixed effects to conduct the study asking, “Can Foreign Aid End 

Poverty?”. It controlled for variables including Foreign Direct Investment as a percentage of GDP, 

population, gross domestic product from the World Bank alongside scores for Political Rights and 

Civil Liberties as provided by Freedom House. It conducted this study with the hypothesis that 

foreign aid, in the past 25 years has helped in reducing poverty, although that impact may be fairly 

limited. This impact of aid has likely been accomplished through components including education 

levels, the people’s health, and the overall quality of life, thus, helping improve poverty not just 

through a monetary level but through other non-monetary measures as well.   

Upon conducting the study, the paper found that foreign aid did have a positive association 

with Human Development Index, although that association was fairly limited. The positive 

association conclusion follows a similar trend line to how other previous studies have concluded 

as well. The influence of foreign aid on Human Development Index particularly showcased more 

of an impact in low-income countries compared to countries of other economic categories.  

 

 

 



 

 26 

 
Appendix 
 

 

Figure 1: Progression of Human Development Index for Different Geographic Regions 

 

Figure 2: Progression of Human Development Index for Human Development Categories 
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