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ABSTRACT 

This study examines the effect of foreign aid on economic growth and corruption in 

developing countries. Using panel data from 67 countries from 1986-2005, in two fixed effect 

models, the study finds that, after controlling for other factors, aid has no positive effect on 

economic growth. However, it finds that aid is positively related to corruption. That is, the more 

aid a country gets the better the corruption ranking of the country is. These findings suggest two 

lessons for policymakers. First, aid should not be used in expectation of increasing economic 

growth of recipient countries. Second, aid may be effective in improving the quality of 

governance in these countries.   
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I. Introduction 

The tradition of giving foreign aid to developing or aid-needing country began after 

World War II. Initially aid was given to the war-devastated countries to rebuild the economies.  

Then in the early 1950s, the United States and the Soviet Union began distributing aid to 

strengthen the military capability of their allies and spread their political ideologies. Since the 

end of the Cold War, in 1989, most aid has been targeted to promote economic growth and 

improve public well-being in the developing and underdeveloped countries (Foreign Aid, 2008). 

More aid is now channeled through international financial institutions (IFIs) such as IMF, World 

Bank, and OECD.  

     During the 1990s, the goal of aid was to foster democratization and stability in 

developing countries and to facilitate the transition to free market economies in former 

communist countries. Since the late 1990s, foreign aid has been given to developing countries to 

promote economic growth, encourage the development of democratic institutions, and provide 

for humanitarian needs. Further, the end of the cold war also led to the shift of some aid from 

bilateral to multilateral aid.  

         In addition, after the 9/11 attack, the United States began giving huge amounts of 

bilateral aid to countries cooperating with its fight on terrorism. Billions of US dollars have gone 

to newly allied countries such as Pakistan, Afghanistan and Iraq.  For instance, since September 

2001 Pakistan has received about USD 8 billion for cooperating in a fight against terrorism and 

about USD 3 billion for economic and development assistance (CAP, 2009). This aid is usually 

given without the consideration of recipient countries’ governance quality, ideology, and 

economic conditions, as they agree to cooperate with the US in the fight again terrorism—e.g., 

by allowing the United States to use their country as a base to gather intelligence.  
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In 2002, President George W Bush announced a USD 5 billion increase in foreign aid 

(Easterly, 2005). In 2004, the United States also created the Millennium Challenge Corporation 

(MCC) to distribute aid to countries with good economic policies and governance aiming to 

promote economic growth.  

Recently, the debate on whether bilateral and multilateral aid, should be given to 

developing countries to foster economic growth and provide for humanitarian needs has been 

resurrected. Bill Gates, the president of Bill and Melinda Gates Foundation, argues that aid is an 

effective way for lifting the poor out of poverty. And he believes that free market economy alone 

is not sufficient to help the poor. In contrast, Easterly William, a leading scholar in economic 

development, argues that free market capitalism would help eliminate the world poverty. He 

believes “the poor suffer because of too little capitalism” (Easterly, 2008). Similarly, while aid is 

expected to promote economic growth, some policymakers also believe that aid given to corrupt 

government fosters corruption rather than increase economic growth. 

This study examines the effect of aid on economic growth and corruption in developing 

countries. Using panel data from 67 countries from 1986-2005, in two fixed effect models, the 

study finds that, after controlling for other factors, aid has no positive effect on economic 

growth. However, it finds that aid is positively related to corruption. That is, the more aid a 

country gets the better the corruption ranking of the country is. These findings suggest two 

lessons for policymakers. First, aid should not be used in expectation of increasing economic 

growth of recipient countries. Second, aid may be effective in improving the quality of 

governance in these countries.  
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This paper is organized as follows. Section II provides background information of aid. 

Section III reviews the literature of the effect of aid on economic growth and corruption. Section 

IV discusses the conceptual models of the study. Section V presents the sample data used. 

Section VI shows the empirical results, and Section VII concludes and recommends policy 

implications.  

II. Background  

       Today, an important objective of aid is to promote the economic development and 

welfare of recipient countries; it is usually measured by its impact on economic growth. In recent 

years, economists and policy makers have debated whether aid has any positive effect on 

economic growth. The late Milton Friedman and development economist like Peter Bauer, for 

example have argued that aid does not a have positive impact on economic growth, and in some 

cases it might even ruin the countries that aid is given to. According to Bauer, 

 “Development aid is ... not necessary to rescue poor societies from a vicious circle of poverty. 

Indeed it is far more likely to keep them in that state. It promotes dependence on others. It 

encourages the idea that emergence from poverty depends on external donations rather than on 

people's own efforts, motivation, arrangements and institutions” (Bauer, 1976). 

         In contrast, other scholars believe that aid would be effective in promoting growth if 

certain criteria are met. Jeffrey Sachs for example, believes that developing countries need aid to 

initiate economic growth, and once the economic growth takes place the country will be able to 

sustain itself. Without aid, some developing countries would be stuck in what he calls the 

“poverty trap” forever. He asks donor countries to increase aid to the poor countries. Sachs 

concludes that “When countries get their foot on the ladder of development, they are generally 

able to continue the upward climb…. If a country is trapped below the ladder, with the first rung 
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too high off the ground, the climb does not even get started. The main objective of economic 

development for the poorest countries is to help these countries get a foothold on the ladder. The 

rich countries……need to invest enough so that these countries can get their foot on the ladder. 

After that, the tremendous dynamism of self-sustaining economic growth can take hold” (Sachs, 

2005). Similarly, James Wolfensohn, the former World Bank President, argues that aid would be 

effective if the recipient countries could restraint corruption, improve their policies and 

governance capacity (Easterly, 2003). 

          Every year, on average, IFIs and developed countries around the globe give about USD 

70 billion in aid to developing and poor countries (OECD, 2009). In 2007, such aid totaled USD 

104 billion. Since the late 1980, much of the aid from multilateral agencies has been linked 

explicitly to macroeconomic policy reforms and structural adjustments. Most bilateral aid has 

also become conditional on the recipient countries improving their governance quality. 

Nevertheless, the effect of this aid is in doubt. Kasper (2006) argues that over the past 50 years 

USD 1 trillion given to sub-Saharan African countries has not produced any significant impact 

on economic growth. In addition, it is found that corruption has hindered economic growth of 

most aid-recipient countries in Sub Saharan African countries (Kasper, 2006). Despite receiving 

foreign aid for promoting economic programs over the past decades, some countries have 

experienced a decline in their real GPD per capita in comparison to a few decades earlier. For 

example, Zambia’s average income fell from USD 540 to USD 300 between 1964 and 2000, 

despite getting more aid per capita than any other countries (Werlin, 2005).   

In addition, a UN study in 1994 found that income in some aid recipient countries had 

actually fallen. This study looked at  100 countries that had received aid for decades, it found 
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that in the 1990s, 70 of them had average income lower than their average for the 1980; and  43 

of them had average income lower than their average for the 1970 (Vasquez, 1998). 

Graph 1 illustrates the association between average aid per capita and average GDP 

growth per capita of 67 countries over 20 years, from 1986-2005. On the vertical axis is the 

average aid per capita that each country received over 20 years measured in US dollar. And on 

the horizontal axis, it is average economic growth over the same period measured as percentage 

of GDP growth per capita. It shows that there is a negative association between aid and 

economic growth. The fit line represents the negative association.  

Graph 1: Relationship between Average Growth in GDP per capita and Average Aid per 
capita on 67 countries (1986-2005) 
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Using different variables and longer time period, Graph 2 demonstrates a similar pattern 

of association between aid and economic growth. Despite billions of dollar in aid to developing 

countries for 30 years, economic growth and aid do not appear to have a positive association. 

Again, using sample of 67 countries over 30 year period (1976-2005), the vertical axis is the 

average of aid as a percentage of GDP of the 67 countries in each year. And the horizontal axis, 

it is the average GDP growth per capita of the 67 countries in each year. While average of aid as 

percentage of GDP increased steadily from 1976 to 1980, average GDP growth per capita was 

fluctuating, and decreasing to the lowest level in 1983. From 1984 to 1992, average of aid as a 

percentage of GDP increased steadily, but again the average GDP growth per capita was 

fluctuating widely. In conclusion, the peaks and troughs of aid as a percentage of GDP do not 

coincide with that economic growth. In addition, the graph also does not indicates that aid have 

positive lagged effect on economic growth. For example, despite the steady increase of aid from 

1976 to 1980 the decrease of economic growth continued after 1980 for another 3 years.  

Similarly from 1998 to 2001 the steady increase in aid did not result increase in economic 

growth after the aid started decreasing.  

One reason that aid has such a disappointing effect is that most aid is disbursed to 

governments that maintain policy environments inimical to economic growth. Similarly, massive 

corruption is often cited as one of the main reason behind the failure of aid (Walle, 2007). 

Corruption has been rife and deep-rooted in most aid recipient countries. And some observers 

even believe that aid may actually exacerbate it—that increases in the amount of aid may indeed 

increase corrupt activities because there are more resources for the interested people to fight over 

(Brautigam and Knack, 2004).  
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Graph 3 indicates that there is a negative association between corruption and aid. In short, 

it shows that when the level of aid as a percentage of GDP decreases, corruption declines. In the 

graph, on the vertical axis is the average of aid as a percentage of GDP of each country over 20 

year-period from 1986 to 2005; and on horizontal axis, it is average corruption ranking over the 

same period for each country. 

Graph 2: The Relationship of Average GDP Growth and Average Aid as a Percentage of 
GDP (1976-2005) 

         

                                                                                                                                   

-2

-1.5
-1

-.5 

0

.5
1

1.5 

2

2.5 

3

3.5 

4

A
ve

ra
ge

 G
D

P
 G

ro
w

th
 p

er
 c

ap
ita

 (
%

) 
5

6

7

8

9

10 

11 

12 

13 

14 

15 

A
ve

ra
ge

 A
id

 p
er

ce
nt

ag
e 

of
 G

D
P

 (
%

) 

1975 1978 1981 1984 1987 1990 1993 1996 1999 2002 2005
Year 1976-2005

Aid/GDP GDP Growth 

Data Source: World Bank

 

   Aid/GDP 

  GDP Growth 



 

 

 

8 

 

              The adverse effects of corruption on economic growth were not taken seriously by the 

international financial institutions until the early 1990s.  Many major international financial 

institutions, such as the World Bank, ignored the adverse effects of corruption on political, social 

and economic institutions (Jon, 2004). However, with the efforts of many individuals, such as 

Peter Eigen, founder of Transparency International, the world has begun to pay serious attention. 

In fact, corruption has been found to be a major roadblock to economic growth (Mauro, 1995); it 

causes a misallocation in resources, decreases foreign direct investments, private investment in 

both human and capital, increases transaction costs, distorts free market incentives, and reduces 

economic efficiency (Gyimah and Camacho, 2006). And corruption may be one of the main  

Graph 3:  Relationship between Corruption Ranking and Aid as a Percentage of GDP 
(1986-2005) 
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corruption levels are high”. For example, one study of Pakistan’s economy finds that business 

tax evasion obstruct its economic growth, a 50% reduction in leakages caused by 

mismanagement of the tax bureau would increase Pakistani GDP from 13.6% to 15% (Rose-

Ackerman, 1999).  

Graph 4 illustrates the association between corruption and economic growth. Using 

sample of 67 countries over 20 years, the vertical axis is the average growth in GDP per capita 

while horizontal axis is the average corruption ranking for each country. It shows that corruption 

and economic growth are positively associated. The fit line represents the positive association 

between the two. 

Graph 4: Relationship between GDP Growth per capita and Corruption Ranking 
(1986-2005) 
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III. Literature Review  

Relationship between Aid and Economic Growth 

  The relationship between aid and economic growth has always been a controversial issue. 

Some scholar as discussed below find that aid has positive effects on economic growth, whereas 

others find that it has no effect. 

   One of the earliest studies of the effect of aid on economic growth was conducted by 

Voivodas (1973). Voivodas found that for a sample of 22 least developed countries from 1956-

1968 aid has a negative impact on economic growth. His result, however, might not be accurate 

due to the poor quality of his data and the limited econometric technique available at the time. 

However, Boone (1994) also found that aid had not raised any growth rates in the developing 

countries. Boone conducted a study of the impact of aid on 97 countries over a period of 29 

years, and found that aid does not have any positive impact in any factor that promotes 

economic growth—e.g., human resource and domestic investments.  

   Vasquez (1998) reached a similar conclusion. Using a sample of 73 countries from 1971 

to 1995, he studied the effect of bilateral aid and multilateral aid and found that neither aid per 

capita nor aid as a ratio of GDP is positively related to economic growth. Rather, he found that 

aid as a percentage of GDP is negatively related to economic growth. He also found that 

increasing aid is not related with any factor that would enhance economic growth.  

         Further, Hudson and Mosley (2004), Islam (2003) and Dalgaard and Hansen (2004) 

studied aid, focusing on its rate of return. They found that aid may have a diminishing return; 

that is, the impact of aid on growth becomes negative after a certain threshold is reached. The 

threshold level of aid as a ratio of GDP varied from 25 percent to 45 percent. 
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In contrast, some studies found that aid have positive effect on economic growth. 

Dowling and Hiemenz (1982) studied the effect of aid on economic growth in Asian continent. 

They used a sample of 13 countries receiving a substantial amount of aid. After controlling for 

the effect of trade, finance and government intervention, they found that aid has positive and 

significant effect on economic growth. Similarly, Levy (1988) studied the effect of aid in a 

sample of Sub-Saharan African countries from 1968 to 1982, and found a significant and 

positive relationship between the ratio of aid to GDP and economic growth.  

        Using a variety of samples and different econometrics models, Durbarry, Gemmell and 

Greeaway (1998) studied the effect of aid, focusing on the optimal amount of aid that would 

produce economic growth. They found robust evidence that aid would enhance economic 

growth. They contend that there is an optimal aid level that should be given to developing 

country to generate economic growth. With good macroeconomic policies, aid as percentage of 

GDP around 40% to 45% would enable recipient countries to generate economic growth. 

        Similarly, studying a panel of 56 countries and four year time periods from 1970-1973 

until 1990-1993, Burnside and Dollar (2000) found that good fiscal, monetary and trade policies 

are the prerequisites for aid to have positive effect on economic growth. Their finding has a 

substantial support from public policy analysts, and has caused a substantial increase in amount 

of aid (Easterly, 2006). However, Easterly (2004) retested the results of Burnside and Dollar 

(2000) with the same model specification and econometric technique; but with more data. Using 

sample covering 1970-1997, four year longer than the sampled used by Burnside and Dollar, he 

found that aid does not promote economic growth, even in good policy environments.  

          Devarajan, Dollar and Holmegren (2001) conducted a study on the effect of conditional 

aid in Africa. They found the effects of conditional aid varied substantially. They found that 
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some countries such as that Ghana and Uganda succeeded, grew rapidly, and reduced poverty 

substantially, with conditional policies, whereas in other countries policies changed just very 

little or got worse.   

        In sum, over 3 decades of the empirical literatures on the study of impact of aid shows 

that the effect of aid on economic growth is ambiguous. In one study aid is found to have 

positive effects on economic growth; in another study aid is found to have negative effects on 

economic growth. In some studies, the effect is not clear cut. 

Relationship between Aid and Corruption 

        Understanding the effect of aid on corruption is crucial to explaining why aid has failed 

to promote social conditions and economic growth in the developing countries. The study on the 

relationship between corruption and aid is relatively new. There have been just a handful of 

relevant studies. 

     Knack (2000) investigated whether aid and quality of governance have any relationship. 

He defined quality of governance in terms of bureaucratic quality, corruption, and rule of law. 

He found that aid dependent countries tend to have low institutional quality—i.e., they have low 

accountability, more rent seeking opportunities, scare away talented people for the bureaucracy, 

and reduce pressure for them to reform inefficient policies and institutions.  He argued that 

higher aid level reduce quality of institutions.  

Alesina and Weder (2002) studied whether corrupt governments receive less aid than less 

corrupt governments. They found no evidence that corrupt governments receive less aid. In fact, 

they found corrupt governments receive more foreign aid in some circumstances. They also 

found that an increase in aid is often accompanied by more rent seeking and an increase in 

corruption. 
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Brautigam (2004) also studied the effect large scale aid on governance quality in Sub-

Saharan Africa. She also found that high level of aid is associated with weakening in the quality 

of governance. She concluded that large scale aid provides disincentives for the country to 

improve its governance quality, creates soft budget constraints and generates more rent seeking 

opportunities. Hence, she indirectly concluded that aid would increase corrupt activities.  

While corruption is detrimental to economic growth, it is very likely to be the case that 

corruption limits the effectiveness of aid as well. Some literature has conducted empirical 

studies on the effect of aid on corruption and governance quality. They provide some reliable 

evidence that aid could potentially increase corrupt activities and deteriorate the quality of 

governance (Brautigam and Knack, 2004).  

Relationship between Corruption and Economic Growth 

       While this study focuses mainly on the effect of aid on economic growth and corruption, 

it is useful to know the effect of corruption on economic growth since corruption is high in 

developing countries. The relationship between corruption and economic growth could partly 

explain why billions of dollars of aid have not produced the expected effects. Though many 

studies consistently find that corruption hinders economic growth, a few explain how corruption 

affects economic growth and what would be the eventual consequence of it.  

        One oft-cited study of the effect of corruption on economic growth was conducted by 

Mauro (1995). Using corruption proxy data from Business Intelligence for 56 countries, he found 

that corruption has a negative effect on GDP growth. He argued corruption indirectly impedes 

GDP growth, because it decreases the level private investment in physical capital. He estimated 

that one standard deviation improvement in corruption causes a rise in investment equal to 5% of 

GDP, and an increase in annual GDP per capita by half a percentage point. Mauro’s finding is 
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consistent with earlier studies. North (1990) found that corruption and investment are strongly 

negatively related. He estimated that one standard deviation increase in the corruption index is 

associated with the increase in the investment by amount equal to 2.9 percent of GDP.  

        Mo (2001) focused on the effect of corruption on political stability and human capital 

accumulation. He found that a unit increase the corruption rating decreased the growth rate of 

GDP by 0.6 percent. He argued that corruption affects the economic growth rate by weakening 

political stability and lowering human capital accumulation. Gyimah and Camacho (2006) 

conducted a study of the effect of corruption on economic growth in dozens of countries in 

several continents. They found that the largest impact of corruption of economic growth is on 

Africa, where 10% increase in corruption reduces the growth rate by between 1.7% and 2.8%.  

         Corruption is also found to have relationships with important determinant of economic 

growth. For example, Ades and Di Tella (1994) investigated the relationship between corruption 

and trade openness of economy (defined as the sum of imports and exports as a share of a 

country’s GDP). They found that a low degree of trade openness is significantly associated with 

higher level of corruption. Pelligrini and Gerlagh (2004) also found that the effect of corruption 

on economic growth is transmitted through trade openness. In short, they found that corruption 

and trade openness are negatively related; the more open the country to trade, the less corrupt the 

country is. They showed that one standard deviation increase in the corruption index is 

associated with a decrease of the trade openness index by 0.19, resulting in a decrease in 

economic growth by 0.30 percent per year.  

        Other studies also focus on the effects of corruption and determinant of economic growth. 

For example, Bliss and Di Tella (1997) investigated the effect of corruption on the number of 

firms doing business in the economy. They discovered that the corruption reduces economic 
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growth by decreasing the number of firms competing in the market. Similarly, Tanzi (1998) 

conducted a study on the effect of corruption on new goods and technology and found that 

corruption limits new goods and technology, and directs money into unproductive uses. 

Furthermore, Wei (2000) studied the effect of corruption on foreign direct investments (FDI) and 

found that, controlling for the effect of all other factors, corruption reduces the inflow of FDI.  

        Corruption has also been found to have negative effects on public expenditures. For 

example, Mauro (1997) found that corruption reduces the public expenditures on health care and 

education. Similarly, Tanzi and Davoodi (1997) found that corrupt government officials direct 

expenditures to education and health care and large projects where corruption activities are 

difficult to detect. 

          The effect of aid on economic growth and corruption has recently come to the forefront 

of the research spotlight. Some author finds positive relationships between aid and economic 

growth while others do not. Similarly, some studies find a negative relationship between aid and 

governance quality while others find mixed results. Therefore, this study will seek to contribute 

to the newly field of aid research. The first model seeks to understand the relationship between 

aid and economic growth; and second model attempts to understand the relationship between aid 

and corruption. 
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IV. Conceptual Models 

          This thesis studies the effect of aid on economic growth and corruption level. Two 

models are analyzed. 

First Conceptual Model 

GDP growth per capita is a function of: 

Aid as a percentage of GDP, annual population growth, annual inflation, ethnolinguistic 
fractionalization, trade dummy, log initial GDP, percentage of population having secondary 
education, corruption level, ratio of capital investments to GPD, M2/GDP, socio economic 
conditions, political stability, African dummy, former colony dummy, institutional quality.  

 

The first model seeks to see the effect of aid on GDP growth per capita. The hypothesis 

for this model is that aid does not have any positive effect on GDP growth per capita. Following 

the usual practice in cross country regression research, I apply a fixed effect model. A fixed 

effect model is the most appropriate for dealing with panel data (Verbeek, 2008). It controls for 

the unobserved heterogeneity as it control the time for each country. Unobserved heterogeneity 

refers to the correlation between observed variables and the unobserved variables. The data for 

each country is divided into four periods (Gyimah and Camacho, 2006). Since the data covers 

1986-2005, each period is 5 year long. Then the average of the 5 years is taken for each variable 

to reduce the noise in the annual data. So for each country, for example, aid as a percentage of 

GPD is reduced from 20 observations to 4 observations; and each observation is the average of 

the five years period.      

          In the model, GDP growth per capita is the dependent variable. And it is regressed on a 

series of independent variables described below. The independent variable, aid as a percentage of 

GDP is used here because most empirical studies use aid as a percentage of GDP to study the 

effect of aid on economic growth (Boone, (1996), Burnside and Dollar, (2000)). The selection of 

independent variables included in the model is based on the literature which finds that these 
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independent variables can affect the GDP growth per capita (Gyimah-Brempong, (2002), 

Mushfiq us Swaleheen and Stansel, (2007)). Below I describe the relationship between the 

independent and dependent variables. 

            For instance, GDP growth per capita is found to have a positive relationship with trade. 

Trade openness of developing countries helps increase economic growth using comparative 

advantage they have (Sachs and Warner, 1995). This result is confirmed by Burnside and Dollar 

(2000). Developing countries would benefit from the increased economic activities and economy 

of scale. That would create more jobs for the people. Thus openness to trade in developing 

countries could potentially help them increase GDP growth per capita.  

          Further, human capital is also important for economic growth. Barrow (1991), for 

example, using school education as proxy for human capital, finds that economic growth is 

positively related with initial human capital.  

        Moreover, in Burnside and Dollar (2000), financial depth was also found to have a 

positive relationship with percentage change in GDP per capita; that is as the ratio of liquid 

liability to GDP increases, the economy will more be likely to grow. The same study found that 

ethnolinguistic fractionalization negatively affects the rate of economic growth. The higher the 

probability that two randomly selected people from a country do not belong to the same ethnic or 

linguistic group, the lower the economic growth would be. In short, a country with 

heterogeneous population would be less likely to grow than the more homogenous one. And the 

author also found that African countries are less likely to grow than non African countries 

holding everything else constant.  

         Economic growth was also found to have a positive relationship with capital investments 

as a percentage of GDP (Boone, 1994). Similarly, based on Solow growth model, an increase in 
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population can potentially increase the economic growth as more population could supply a 

larger labor force for the economy.  

         Economic growth was also found to have a negative relationship with the annual inflation 

(Fisher, 1993). Inflation distorts incentives to invest and reduce productivity growth, thus high 

inflation will reduce economic growth. Corruption, as stated above, can also decrease economic 

growth (Mauro, 1995); it makes return uncertain and takes away the incentive to invest. Political 

instability is also associated with a decrease in economic growth as it increases the likelihood of 

internal conflict and distorts investors’ confidence. In Brautigam and Knack (2004), they found 

that political stability is likely to affect the rate of economic growth. Also, log initial GDP by 

convergence theory is negatively related with economic growth, as country with low initial GDP 

will growth at a faster rate than the one with higher. 

         My second model studies the effect of aid on the corruption level. The hypothesis for this 

model is that aid negatively affects corruption; that is an increase in aid will cause an increase in 

corrupt activities in a recipient country. A fixed effect model is also used to study this 

hypothesis.  

Second Conceptual Model 

Corruption is a function of: 

Political stability, democratic accountability, annual inflation, trade dummy, law and order, 
ethnolinguistic fractionalization, Aid/GDP, socioeconomic conditions,  percentage of population 
having secondary education, dummy Africa, dummy former colony, institutional quality 

 

In this model, corruption level the independent variable, is regressed on a series of 

independent variables described below. These independent variables need to be incorporated as 

they are likely to affect the corruption. Controlling the effects of these variables would enable the 

model to distinguish the effect of aid on corruption.  
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       Arguably, the more democratically accountable a government is the less corruption there 

likely will be within the country. Intuitively, democratic government is an accountable 

government, and therefore government that is more likely to take initiative to curb corrupt 

activities. So the relationship between my corruption variable and democratic accountability 

should be positive. Further, the institutional quality of the government and corruption should also 

have positive relationship. High quality government would mean highly capable government; 

with strong capability the government should be able control corrupt activities within the country 

and punish the wrongdoers. 

            Law and order should be positively related with corruption. A country having proper law 

enforcement and good social order should be able to control the adverse activities of its people, 

especially corruption. Similarly, the percentage of people having secondary education and 

corrupt activities should be positively related. Better educated people should be less likely to 

exercise any activity that would harm a society as well as themselves comparing to the ones with 

lower education. This relationship can be seen in the real word as well; developed countries with 

larger population having high educations have less corruption than the less developed ones.  

            Further, annual inflation and corruption should have a negative relationship. High annual 

inflation typically indicates that a country has weak social and economic institutions to manage 

its economy. Such conditions may even lead to economic chaos if the annual inflation is very 

high.  Similarly, the trade dummy relationship with corruption is also positive. Pellegrini and 

Gerlagh (2004) find that the more open the country is to trade, the less corrupt the country is. 

Finally, Brautigam and Knack (2004) find that political instability is also likely to affect the 

quality of governance. And that reduction in the quality of governance is likely to increase 

corruption.  
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         Also, most African countries are found to have high levels of corruption due to their 

weak state and government capacities, heterogeneity of the population and dictatorships. For 

example, Brautigam and Knack (2000) found that African countries are likely to have poorer 

quality of governance than other non-African countries. Formerly colony countries are also more 

likely to have high corruption as most of them inherited a bureaucracy and government models 

from their colonizers that are prone to generate corrupt activities; and the aid given by the former 

colonizers is likely to encourage their governments to maintain poor governance quality.  

V. Description of Data 

          The data for this study covers 67 countries in Sub-Saharan Africa, Asia, and Latin 

America; all of them are developing or poor countries that have received some amount of aid 

from international financial institutions and developed countries over a substantial period of 

time. North America and Europe are excluded from this study.  

        The data which covers a 20 years period, from 1986 to 2005,  are from the World Bank 

(World Development Indicators) (2008), the International Countries Risk Guide (ICRG) (2008), 

Sachs and Warner (1995), Easterly, Rodriguez, and Schmidt-Hebbel (1994), Barro and Lee 

(2000), the CIA Factbook (2008), Roeder (2001), and Marshall and Jaggers (2007).  

          Aid per capita, percentage of annual growth in GDP per capita, aid as a percentage of 

GDP, population growth, average annual inflation rate, capital investment as a percentage of 

GDP, and initial GPD data are from the World Bank. The data are compiled by the World Bank 

annually, based on the information provided by the Organization for Economic Cooperation and 

Development’ (OECD) Development Assistance Committee. As of 2008, the OECD database 

had for 48 years period for 227 countries. 
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          Two measures of aid are available. One is aid per capita and the other is aid as a 

percentage of GDP. Aid per capita is the amount of official development assistance (ODA) plus 

official aid divided by the total population. The ODA and official aid cover loans and grants 

form OECD member countries, multilateral organization, and non-OECD countries. The total aid 

is the net aid; that is the amount of grants and loans subtract the current loan repayments. 

Military assistance is excluded. It is important to note here that aid data does not distinguish 

between bilateral aid and multilateral aid.  

        GDP growth per capita is the average growth rate of per capita GDP. GDP is defined as 

the total market value of all final goods and services produced within the country in a one 

calendar year. It is usually used to represent the economic growth of a country. Capital 

investment as a percentage of GDP is a percentage of the total value of annual additions to fixed 

assets purchased by private companies and government divided by GDP.  Average annual 

inflation rate is percentage in increase of the level of prices of goods and services in an economy. 

M2/GDP: it is the relative size of money supply relative to the size of the economy; a higher 

ratio indicates greater financial sector depth. Initial GPD is GDP in 1986.  

          Trade openness data are from Sachs and Warner (1995). They defined an economy closed 

to trade if average tariffs are over 40% or if foreign exchange black market premium is greater 

than 20%. The data cover only 141 countries. Trade openness dummy takes two values 0 and 1. 

If the economy is closed, the dummy is 0; and otherwise, it is 1. It is important to note that this 

data have often been criticized for measuring indicators of good trade policies versus bad trade 

policies, which is not strictly measuring trade openness per se. But many experts, such as Alberto 

Alesina, argue that it is more appropriate than using trade openness like export over GDP. 
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        The secondary education data are from Barro and Lee study (2000). The variable in my 

study is the percentage of the population aged 25 and over who have completed secondary 

school. The data is only available for 89 countries.   

         The International Countries Risk Guides (ICRG) risk assessment model, created in 1980, 

provides an annual rating of political risk for 166 countries. Each year, ICRG staff collects 

political information for each country and converts this information into a score for each 

individual risk variable in political risk rating. Therefore, the score of political risk rating are 

subjective analysis. In the study, five components political risk are used; corruption, law and 

order, socioeconomic conditions, democratic accountability and institutional quality. The data 

covers for 67 countries for the period 1984 to 2005.  

       Institutional quality is the evaluation of the institutional strength and quality. A 

Maximum score of 4 is given to a country perceived to have institutional strength and expertise 

to govern the country without drastic policy change and interruption in government services. A 

minimum score of 0 is given to a country where changes in government tend to be traumatic in 

term of policy formulation. Democratic accountability is a subjective evaluation of how 

responsive the government is to its people. A least responsive government gets a 0 score, and a 

most responsive government gets a 6 score. Socioeconomic conditions are basically the 

assessment of the popularity of the government in three areas poverty, unemployment and 

consumer confidence. The high rating for socioeconomic conditions is 12 and the low rating is 0. 

Law and order are the assessment of the strength and the justness of legal system and the popular 

assessment of the law respectively. The high rating of law is 6 and the low is 0.  

        The corruption variable measures potential corrupt activities in the form of excess 

patronage, nepotism, illegal campaign funding, and business-politics. A most corrupt country 
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take a value of 0 and a least corruption country takes a value of 6. As stated above, scores are 

based on survey of perceived corruption.  

        The corruption data in the present study come from ICRG. The Transparency 

International (TI) corruption index is widely used for the empirical analysis. However, ICRG 

data has also been widely used— e.g., by Stephen Knack and Phillip Keefer (1995), Dani Rodrik 

(1999), Ganuza and Hauk (2001), and Gyimah-Brempong and de Comacho (2006).  Further, 

ICRG data have an advantage over the TI corruption index as they cover for a longer period and 

more countries. Nonetheless, ICRG data and TI corruption index data have very high correlation. 

The table below shows the correlation of ICRG corruption rating and TI corruption for the period 

of 4 years, from 2002-2005. All the correlations are above 0.84. 

Table 1: Correlation of corruption rating from Transparency International (T I) and 
International Countries Risk Guide (IC) from 2002-2005 

 
     |   TI05     TI04     TI03     TI02     IC02     IC03     IC04     IC05 

TI05 |   1.0000 

TI04 |   0.9955   1.0000 

TI03 |   0.9893   0.9938   1.0000 

TI02 |   0.9750   0.9806   0.9922   1.0000 

IC02 |   0.8994   0.9100   0.9026   0.8906   1.0000 

IC03 |   0.8595   0.8708   0.8614   0.8469   0.9594   1.0000 

IC04 |   0.8698   0.8796   0.8681   0.8530   0.9579   0.9737   1.0000 

IC05 |   0.9067   0.9118   0.9024   0.8830   0.9380   0.9137   0.9550  1.0000 

Source: International Countries Risk Guide and Transparency International 2008  

     Ethnolinguistic fractionalization data are taken from Roeder (2001). Ethnolinguistic 

fractionalization is computed for 1985, the variable treats racial distinctions within 

ethnolinguistic groups (African-Americans versus White Americans) as separate ethnic groups. 
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The variable is the probability that two randomly selected people from a country will not belong 

to the same ethnics or linguistic group. 

            Political stability is proxied by how many years the current government has been in 

power. If a regime is stable, then the political stability score will tally one point for each 

successive year it is in power. For example, if the current regime government has been in power 

for 5 years, then the political stability score is 5. The political stability data is taken from the 

Polity IV database (Marshall and Jaggers, 2007). 

        Formerly colony data is taken from the CIA Factbook (2008). The variable indicates 

whether a country got its independence after year 1900; and it is a dummy variable. It takes a 

value of 1 if the country obtains independence after 1900s, and 0 otherwise. The African dummy 

variable takes a value of 1 if it is an African country in the study, and 0 otherwise.  

VI. Empirical Models  

Fixed Effect Model 1 
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          Table 1 shows the results of the first model. It shows that some of the coefficients are 

consistent with the literatures and hypothesis. Fifty four percent of the change in economic 

growth could be predicted by the change in the independent variables.   

         First, the coefficient of the Aid/GDP is negative. But since it is not statistically 

significant, it does not mean that aid has a negative of economic growth. It means that aid and 

economic growth have no statistically significant relationship. This is consistent with the first 

hypothesis that says aid does not have any positive effect on economic growth. It is also 
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consistent with some of the literature on aid and economic growth, such as William Easterly 

(2005).  

          As expected, corruption is positively related to economic growth.  The coefficient on 

corruption variable is positive and statistically significant. This implies that the fewer the corrupt 

activities there are, the more the tendency of the economy to grow. This is consistent with the 

literature that say corruption is a major stumbling block for economic growth. Log initial GDP, 

annual inflation, population growth, socioeconomic conditions, and African dummy are all 

statistically significant, and except for population growth all are consistent with previous studies.  

       The coefficients on ethnolinguistic fractionalization, trade dummy, secondary education, 

financial depth, political stability, institutional quality, and former colony are statistically 

insignificant, which implies those independent variables do not have any statistically significant 

effect on economic growth.  However, it is interesting to note that most of the signs on those 

coefficients are consistent with the literature—e.g., the signs for trade dummy and secondary 

education are positive, and  political stability and former colony are negative.  

         In fact, some of the findings here are statistically insignificant and/or the coefficients 

signs are not consistent with the previous studies could be due to several reasons. First, it might 

be due to differences in data. In this study secondary data are collected from different sources 

and combined in my data set.  In the literature, other studies might have used their primary data 

and more recent data. Differences in finding could also be the result of different techniques in the 

econometric models. Past literature shows that using different techniques and assumptions could 

result in different findings. Third reasons could be the result of unobserved variables that could 

not be controlled. And that would cause heterogeneity problems. However, all econometrics 

models potentially face the same problem. It is very difficult, if not impossible, to control all the  



 

 

 

26 

 

 variables that could affect the dependent variable. All that can be done is try to minimize the 

heterogeneity. And this study has already done that. In sum, the first empirical model supports 

the hypothesis that aid does not have any effect on economic growth. And this finding is 

consistent with the literature. Some of the other coefficients are statistically significant and 

consistent with the literature as well. 

 

Table 2: Regression of the First Model, GDP Growth per capita is the Dependent Variable 
 

Independent Variable Coefficient T-Statistics 

Aid/GDP % -0.040 (1.52) 

Annual Population Growth -0.449*** (1.75) 

Annual inflation rate -0.001* (3.61) 

Ethnolinguistic Fractionalization -0.107 (0.13) 

Trade Dummy  0.368 (0.45) 

Log initial GDP (1986) -1.971* (6.27) 

% Population with Secondary 
Education 

 0.030 (0.53) 

Corruption Level  0.566** (2.09) 

Capital Investments/GDP %  0.165* (4.10) 

M2/GDP -0.012 (1.09) 

Socioeconomic Conditions  0.522* (3.40) 

Political Stability -0.004 (0.25) 

Africa Dummy -1.976* (3.12) 

Former Colony Dummy -0.343 (0.76) 

Institutional Quality -0.300 (1.19) 

Constant  9.962* (4.07) 

Observations=163, Number of year=4, R-squared=0.54 
*** significant at 10%; ** significant at 5%; * significant at 1. 
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Fixed Effect Model 2 
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Table 2 shows the result of the second model. Most of the coefficients are consistent with 

the expected results. Altogether the independent variables explain 30% of the change in 

corruption. 

        The coefficient of Aid/GDP is positive and statistically significant. That means the more 

aid a country gets as a percentage of GDP, the more likely it is that it will have less corruption. 

This contradicts the second hypothesis that states that the more aid a country gets, the more 

corrupt activities there likely will be in the country. This finding is surprising as it is inconsistent 

with the previous studies, such as Brautigam and Knack (2004). 

          There could be several reasons why the past literature and this study differ on the 

relationship between aid and corruption. One reasons that is the sample countries may be 

different. For example, Brautigam and Knack (2004) focus solely on African countries that have 

received substantial amounts of aid each year, whereas this study uses sample countries from 3 

different continents— Asia, Latin American and Africa that have wide variations in the amount 

of aid received by countries. Second, as mentioned above, the different might be due to 

econometric techniques that are used controlling for different independent variables.  

      Thirdly, it is possible that aid is actually working to reduce the corrupt activities in the 

developing countries. And the positive coefficient of Aid/GDP represents the positive effects of 

aid on corruption. Since the early 1990, more and more aid is becoming conditional for 

developing countries requiring them to improve their quality of governance. According to 

Brautigam and Knack (2004), after 1990 as more and more donors become concerned 
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about the quality of governance, both bilateral and multilateral aid focused heavily on improving 

the quality governance in the recipient countries—e.g., by reducing corruption, improving public 

expenditure management and tax administration systems, and encouraging democratization.  

The positive effect of this conditional aid on governance quality has to be greater than the 

negative effect of unconditional aid. Unconditional aid refers to aid that is distributed to former 

colony or to a country for political and ideological reasons without the regard of the quality of 

Table 3: Regression of Model 2, Dependent Variable is Corruption 
 
 
Independent Variable Coefficient T-Statistics 

Political Stability -0.004** (2.08) 

Democratic Accountability  0.119* (4.73) 

Annual Inflation Rate   0.000* (5.31) 

Trade Dummy -0.460* (3.95) 

Law and Order  0.163* (4.97) 

Ethnolinguistic 
Fractionalization 

 0.106 (0.85) 

Aid/GDP %  0.026* (8.54) 

Socioeconomic Conditions  0.044*** (1.95) 

Secondary Education  0.020** (2.38) 

African Dummy -0.145 (1.44) 

Former Colony dummy -0.127*** (1.87) 

Institutional Quality  0.317* (9.03) 

Constant  0.848* (5.66) 

Observations=821, Number of year=20, R-squared =0.30 
*** significant at 10%; ** significant at 5%; * significant at 
1% 
 
 



 

 

 

29 

 

governance; and this aid usually encouraged the recipient countries to maintain their inferior 

quality of governance. The positive relationship between aid and corruption in this study could 

be the result of the shift in policy of the donors.  

       Moreover, other variables such political stability, democratic accountability, annual 

inflation rate, law and order, institutional quality, secondary education, former colony dummy, 

and socioeconomic conditions are all statistically significant. All the signs of those variables are 

consistent with what was expected except annual inflation rate and trade.  

      In summary, aid is found to have positive effect on corruption. The second hypothesis 

that an increase in aid would increase in corrupt activities is rejected. Conditional aid may be 

working to improve the quality of governance in developing countries, thus reducing corruption. 

The shift in policy of donor countries to focus on recipient countries governance quality should 

be encouraged.  

VII. Policy Implications and Conclusion 

            This study yields two important findings. First, aid has no positive effect on economic 

growth; and second, aid does have a positive effect on corruption.  

           The first finding is consistent with some of the previous literature. Aid is not a growth 

promoter.  Most recipient countries lack the right mechanisms to use aid effectively and 

efficiently to improve their economic conditions. “No matter how much aid the developing 

countries get, without better governments, it is impossible to help the poor” (Werlin, 2005).  

Similarly, many argue that some corrupt governments receiving a large portion of their budget 

revenue from foreign aid have no incentive to promote economic growth, and pay no attention to 

the well being of their people and build their institutional capability (Mesquita and Root, 2002). 

Mesquita and Root argue (2002), “External aid often promotes the longevity in office for 
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autocratic leaders who are otherwise at risk of being deposed …. In such cases, aid not only fails 

to promote economic growth, but it also diminishes the odds that the political system will evolve 

in a more inclusive, democratic and growth oriented direction.” Moreover, aid given to the poor 

often ends up going to the rich and the elite of the society rather going to the poor. For example, 

in 30 countries in Sub Saharan Africa, the ruling elites of those countries have assets offshore 

equaling 145% of the public debts in their countries (Kasper, 2006). 

           The second finding shows that an increase in aid would cause a decrease in corrupt 

activities. The multilateral and bilateral aid conditional on improving the quality of governance 

might be working to encourage recipient countries to be more responsive to corruption. This is a 

sign that donors of unconditional aid might be well-advised to reconsider their aid policies.  

          In summary, the study suggests that donors as well as the recipient countries need to play 

a larger role for the aid in order for aid to be used efficiently and effectively. There are several 

major policy implications that the donors and recipients need to consider to make aid more 

effective in improving economic growth and quality of governance. 

 

Accountability and Responsibility of the Recipient Countries 

       The governments of the aid recipient countries need to be held accountable for the use of 

aid. Often the recipient countries are not punished when they do not use aid to do the assigned 

project properly. Indeed, they continue to receive substantial amounts of aid. This gives them no 

incentive to use the aid efficiently and effectively, and also creates the so called “soft budget 

constraint”.  

         The recipient countries need to be punished if they fail to perform actions they have 

agreed with on the aid contracts. The punishment could be in terms of cutting down the overall 
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amount of aid or suspending the aid given to specific sectors which performance does not meet 

the targets. 

       In addition, the donor countries can also create a mechanism to encourage the recipient 

countries to be more accountable and responsive. For example, the government of Netherlands 

has adopted a new policy on aid distribution. It focuses its aid selectively based on performance, 

and has reduced the number of its aid recipients from 80 to 20 (Brautigam and Knack 2004). 

This creates an incentive for developing countries to have more accountability and responsibility 

in order to be competitive to get more aid. 

 

Commitment of the Recipient Countries 

The political will of the recipient government to reform their institutional structures and 

policies is a necessary condition for aid to be effective. Without the political will at the top level, 

reforming governance is very challenging. For example in a case of corruption, the failure of past 

Philippines governments to reduce corruption is due to the unwillingness of the presidents to 

punish the wrongdoers who are closely associated with them. That action led to the undermining 

of the legitimacy and credibility of the reform efforts. Similarly, in Africa the leaders are often 

hesitant to make a reform as they are afraid to harm the interests their cronyism and clients.  

Though the donors can impose certain policies on the recipient countries, the political will of the 

recipient countries’ leaders to take major challenge is still needed to make aid effective. 

 

More Donor Countries Need to Adopt Conditional Aid Policies 

         The present study shows that aid has a positive effect on corruption. This might be due to 

the large effect of conditional aid. However, a number of donors still provide unconditional aid 
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to developing countries; and past studies show that unconditional aid usually reduces the quality 

of governance, for example by encouraging corruption. Thus more donor countries, especially 

the former colonizers that like giving unconditional aid to former colonies, need to be 

encouraged to revise their aid policies. This would help the tax money of the donor countries to 

be used more efficiently and effectively, as it is more likely that recipient countries would use 

the newly conditional aid to improve the welfare of their people.  

 

Helping Recipient Countries Build Democracy 

         Donors cannot keep giving aid to recipient countries forever. Past experiences in various 

countries had shown that a bad government country tends to use aid to prolong the control of the 

country’s elites and to ignore the suffering of the majority of the people. Donors need to initiate a 

program helping recipient countries to build democratic political institutions. Some empirical 

studies find that inclusive regimes, democratic regimes, tend to care more about the welfare of 

the citizens and promote a high economic growth rates (Mesquita and Root, 2002).  

 

Helping the Recipient Countries Build Institutional Capabilities 

     To give recipient countries an incentive to be less reliant on aid and donors’ technical 

assistance, donors need to set deadlines for aid phase-out. But the donor countries need to run a 

program to transfer economic, political and social knowledge, technologies and know-how to the 

local people of the developing countries so that after the donors withdraw, the recipient countries 

can keep running their institutions. For example, the two oft-cited successful stories of that are 

South Korea and Taiwan. South Korea and Taiwan used to be heavily dependent on aid. 

However, after donors help them build strong economic and political institutional capability, the 
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donors eventually could completely phase out the aid. The countries could keep economic 

growth going. Thus the donor countries need to fix a schedule for the aid inflow and enforce it, 

so that the developing countries know that they would be facing “hard budget constraint” and 

they would be pressured to learn and run their countries more efficiently.  

 

Bypassing Bad Governments 

      Donors can bypass a bad government in a recipient country by giving aid in terms of 

grants directly to projects (Mesquita and Root, 2000). Direct grants would reduce chances that 

government can use the money for corruption. Grants are usually given for projects with specific 

goals, and they are easier to monitor than unconditional aid given directly to governments. Direct 

grants can also potentially reach and help poor and aid-needing people better than the general 

monetary aid.  
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VIII. Appendices 

 

 

 

Appendix 1: Descriptive Statistics of Dependent and Independent 
Variables 

    
     Variable  
 

 
Observation 
 

   
   Mean 
 

 
Std Dev 

 

 
Minimum 

 
Maximum 

      
     country  

 
   67.00 

    

        year   1340.00   1995.50   5.77 1986.00  2005.00 

Aid per Capita   1340.00   42.44  47.88   15.19  400.09 

GDP Per Growth 
Per Capita (%) 

 1317.00    1.17  5.97  -50.49   90.07 

Annual Population 
Growth (%) 

 1340.00   2.31   1.16   -7.86   11.18 

Annual Inflation 
Rate  

 1306.00   83.32 848.73  -14.94 23773.13 

Ethnolinguistic 
Fractionalization  

 1320.00    0.56   0.28    0.01     0.99 

African Country 
Dummy  

 1340.00    0.53  0.50    0.00     1.00 

Initial GDP 
1986  

 1280.00  707.67 534.14 126.37 2188.03 

Trade Dummy   1260.00      0.11   0.24    0.00     1.00 

Former Colony 
Dummy  

 1340.00      0.75   0.44    0.00     1.00 

Secondary 
Education (%)  

  992.00    4.65   5.20    0.10    22.40 

Corruption   1197.00    2.48   0.99    0.00     5.00 

Institutional 
Quality  

 1197.00    1.44   0.91    0.00     3.50 

Democratic 
Accountability 

 1197.00    2.92   1.31    0.00     6.00 

Aid/GDP (%)   1283.00   10.24  12.13    0.69   98.74 
Law and Order   1197.00    2.86   1.17    0.00     6.00 

Capital/GDP (%)   1261.00   20.45   8.08  -23.76  65.45 

M2/GDP   1138.00   31.22  22.42    0.00  174.93 

Socioeconomic 
Condition  

 1197.00    4.38   1.72    0.00    10.00 

Political 
Stability  

 1300.00   13.87  14.96    0.00   105.00 
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Appendix 2: List of 67 Countries Used in Analysis 

 

 

 

 

 

 

Region: Asia 

China                        Myanmar  Nepal                        Thailand 
Pakistan                    Sri Lanka Papua New Guinea  Yemen,  
Mongolia                  Bangladesh India                         Indonesia 
Philippines                Jordan 
Vietnam 

Iran                           Syria  
 

 
Region: Lain America 

Morocco                  Paraguay Peru                             Dominican Republic 
El Honduras            Nicaragua  Colombia                     Ecuador  
Salvador 
 

 

Región: África 

Zambia                         Zimbabwe                       Kenya                               Lesotho 
Congo Dem. Rep         Congo Rep.                     Cote d’lvoire                    Malawi 
Mali                              Mauritanie                      Tanzania                           Togo                        
Tunisia                         Egypt                               Madagascar                      Liberia 
Niger                            Nigeria                            Cameroon                         Algeria 
Angola                          Benin                              Bolivia                              Burkina Faso 
Cape Verde                  Mozambique                   Ethiopia                            Gambia 
Ghana                           Senegal                           Guatemala                        Guinea 
Guinée-Bissau              Guyana                            Haïti                                 Sierra Leone 
Somali                          Sudan                               Swaziland                        Uganda 
Rwanda 
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