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Development economics
Lecture 11: The role of foreign aid in development economics
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Where are we on our path?

I Lectures
1. Introduction
2. Traditional growth models
3. Modern (endogenous) growth models
4. Taking stock on growth models and poverty traps
5. Games in economic development
6. Measuring poverty and inequality
7. Group differences and discrimination
8. Culture, institutions, and the role of history
9. Health and nutrition

10. Education
11. The role of foreign aid
12. Credit markets and microcredit
13. Risk and insurance
14. Behavioral development economics
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Facts about foreign aid

Is foreign aid effective?

Determinants of foreign aid

Foreign aid and conflict

Foreign aid and accountability
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Why foreign aid?

I ”We must [make] the benefits of our scientific advances and
industrial progress available for the improvement and growth
of underdeveloped areas. More than half the people of the
world are living in conditions approaching misery. [...] Their
poverty is a handicap and a threat both to them and to more
prosperous areas. For the first time in history, humanity
possesses the knowledge and the skill to relieve the suffering
of these people.” — Harry Truman, 1949 (Inaugural Address)
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How do we stand with eradication of poverty?
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Debate: Does aid harm or benefit?

I Aid has a positive effect:
I ”Aid can help poor countries break out of the vicious cycle of

poverty by funding the core inputs to development – teachers,
health centers, roads, wells, medicine, to name a few...”
(United Nations, 2004)

I ”[Cutting aid] amounts to a death sentence for more than 6
million Africans a year who die of preventable and treatable
causes, including undernourishment, a lack of safe drinking
water, malaria, tuberculosis and AIDS.” (Sachs, 2005)
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Debate: Does aid harm or benefit?

I Aid rather harms:
I ”[in the past forty years] $568 billion spent on aid to Africa,

and yet the typical African country is no richer today than 40
years ago.” (Easterly, 2006)

I ”One central dilemma for foreign aid [is that] when the
’conditions for development’ are present, aid is not required.
When local conditions are hostile to development, aid is not
useful, and it will do harm if it perpetuates those conditions”
(Deaton, 2013)

I Humanitarian aid reducing human suffering can lower the
accountability of governments for conflicts. This might
increase the probability of conflicts. (Polman, 2010)
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How do we stand with eradication of poverty?

Source: Gates (2014)
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What did aid bring (health care example)?

Source: Gates (2014)
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How much foreign aid should be disbursed?

I ”In recognition of the special importance of the role that can
be fulfilled only by official development assistance, a major
part of financial resource transfers to the developing countries
should be provided in the form of official development
assistance. Each economically advanced country will
progressively increase its official development assistance to the
developing countries and will exert its best efforts to reach a
minimum net amount of 0.7 percent of its gross national
product at market prices by the middle of the decade.” — UN
1970, paragraph 43
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How much foreign aid is disbursed?

I Overall around $3.5 trillion given in foreign aid between 1960
to 2013 (OECD Development Assistance Committee).
I 2015 US annual budget is around $3.9 trillion.
I Rising role of non-OECD countries: Chinese foreign aid: $300

million in 2000, $2 billion in 2013 (source: AidData;
comparable to Belgium and Spain)

I Official development assistance (ODA)
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How much foreign aid is disbursed?

Source: Development Initiatives (2013)
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How much foreign aid is disbursed?

Source: The Economist (2011)
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Who are the top donors (over time)?

Source: Qian (2014)
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Who are the top recipients (total aid spent, over time)?

Source: Qian (2014)
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Who are the top recipients (as a share of recipient GDP)?

Source: Qian (2014)
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Who are the top recipients (per capita, over time)?

Source: Qian (2014)
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Where are we so far?

I Aid increasing from around $40 billions in 1960 to around
$128 billion 2013, but still not reaching the UN 0.7% of GDP
target

I Top donors also remain mostly unchanged: US, the UK,
Germany, France and Japan

I Top foreign aid recipients changes significantly over time.
I Annual aid to the poorest twenty percent of countries of the

world comprise only 1.69% to 5.25% of total global aid flows
I Relatively small amount: but if poverty trap story, these

countries should be given much more. What other reasons for
giving?

I Political motives? Later on...
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What is the share of humanitarian aid?
I Surprisingly: ranges between 4% to 9% of total ODA (1995 to

2013)
I But most heated public debate about humanitarian aid
I What other sources of aid?
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What are other types of foreign aid?

I ”The average [recipient] country [between 1970 to 2005]
received 2.2% of GDP as foreign aid in one of these [colored]
categories.” (Bjørnskov, 2013)

Source: AidData (2015)
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Non-transferred aid matters too

I Korea spends the least amount
of its foreign aid disbursements
at home (5.53%) and Austria
spends the most at home
(68.61%) (Qian, 2014).

I Among the top ten donors,
non-transferred aid from 9.99%
for the US to 40.08% for France.

I Major categories of
non-transferred aid:
I Debt relief
I Administrative costs
I Expenditures on refugees in

donor countries
Source: Development Initiatives (2013)
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Facts about foreign aid

Is foreign aid effective?

Determinants of foreign aid

Foreign aid and conflict

Foreign aid and accountability
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Is foreign aid effective?

I What does foreign aid do / cause?
I Positive: Aid can relieve credit constraints faced by the

government and allow it to invest in the development of public
infrastructure and human capital, which can in turn increase
growth.

I Negative (or none):
I Crowding out of domestic savings by aid; aid dependency.
I Aid can trigger the Dutch Disease: increase in aid increases

the exchange rate → increases the price of exports → reduces
the competitiveness of the manufacturing sector (Rajan and
Subramanian, 2011)

I Does foreign aid increase growth?
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Burnside and Dollar (2000): Aid, policies, and growth
I Cross-country evidence from 56 countries during 1970-1993

git = βy yit + βaait + β′
ppit + β′

1(pitait) + β′
zzit + gt + εa

it

ait = γy yit + γ′
ppit + γ′

zzit + at + εita

I yit . . . log of initial real per capita GDP
I pit . . . vector of policies that affect growth
I zit . . . other exogenous variables that affect growth/aid
I gt . . . mean growth, time t (remove by time fixed effects)
I at . . . mean aid at time t (remove by time fixed effects)

I Economic policy measures:
I Dummy for trade openness (Sachs and Warner, 1995)
I Inflation rate (macro policy, Fischer 1993)
I Budget surplus/deficit as percentage of GDP (Easterly and

Rebello, 1993)
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Burnside and Dollar (2000)
I Results using three policy measures

noisy, so rather use an index estimated
in Equation 1 (aid not included):

I Policy = 1.28 + 6.85 × Budget
surplus - 1.40 × Inflation + 2.16 ×
Openness
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Burnside and Dollar (2000)
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Burnside and Dollar (2000)
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Burnside and Dollar (2000)
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Burnside and Dollar (2000)
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Burnside and Dollar (2000)

I Results:
I Multilateral aid can promote growth if given to countries with

”good policies”
I Aggregate effect of 0 - counterbalanced by ”bad policy”

countries
I OLS results similar to IV: no evidence of ”simultaneity bias”

I If 5 outliers dropped, stronger results for subsample of low
income countries (GDP per capita less than $1,900)

I Countries with ”good policies” do not attract more aid from
bilateral donors (approx 2/3 of aid in total), but they do from
multilateral donors
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Burnside and Dollar (2000)
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Does foreign aid increase growth?

I Adoption of BD (2000) results:
I In early 2002, The Economist rebuked then-U.S. Treasury

Secretary Paul O’Neill for his skepticism about foreign aid, on
the grounds that ”there is now a strong body of evidence, led
by the research of David Dollar, Craig Burnside and Paul
Collier, all economists at the World Bank, that aid does boost
growth when countries have reasonable economic policies.”

I On March 14, 2002, President Bush announced a $5 billion
increase in U.S. foreign assistance, about a 50 percent percent
increase, saying ”So we will reward nations that have more
open markets and sustainable budget policies”

I Easterly et al. (2003): Dollar and Burnside (2000) results
invalid if four years longer period (to 1997) and more
countries (64 instead of 56) used.
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Easterly, Levine, Roodman (2004)

Source: Easterly, Levine, Roodman (2004)
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Does foreign aid increase growth?

I Another response from Burnside and Dollar (2004): even new
data and other indicators support original claim.
I Main problem is adding new countries Burkina Faso, Congo,

Iran, Jordan, Myanmar, Papua New Guinea and Uganda;
original country sample still valid.

I ”We revisit the relationship between aid and growth using a
new data set focusing on the 1990s. The evidence supports
the view that the impact of aid depends on the quality of state
institutions and policies. [...] The interaction of aid and
institutional quality has a robust positive relationship with
growth that is strongest in instrumental variable regressions.”

I Policy-makers take this into account: ”We also show that in
the 1990s the allocation of aid to low-income countries favored
ones with better institutional quality.
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Does foreign aid increase growth?

I What to take away from the disagreement between BD (2000,
2004) and ELR (2004)?
I Need for better data → AidData
I Need for better estimation techniques needed → natural

variation that affects the outcome of interest only through aid
or conduct a randomized experiment (Banerjee, 2006; Boston
review)

I Nothing about categories of aid, nothing about strategic
considerations of donors.
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Galiani et al. (2017): The Effect of Aid on Growth:
Evidence from a Quasi-Experiment

I Regression discontinuity design
I 35 poor countries – some crossed an arbitrary per capita

income threshold over which countries are ineligible for aid
from the World Bank’s International Development Association
(IDA), while some did not.
I ”[Threshold] was originally set at $580 [per capita GDI], and

has been adjusted annually only for inflation. By 2010, the
threshold had increased to $1175.”

I Data for period between 1987 and 2010
I Aid as a share of GNI drops by about 59% after crossing the

threshold (Table 2: also other aid sources dry up)
I Assumption: countries (just) above the threshold are identical

to those (just) below the threshold except that those above
receive (exogenously) less aid
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Galiani et al. (2017)

Source: Galiani et al. (2017)
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Galiani et al. (2017)

Source: Galiani et al. (2017)
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Galiani et al. (2017)
I Crossing threshold used as an instrument:

Aidjis−1 = β1yis−1 +β2Crossingis−2 +β3Popis−1 +λi + τs + εjis

I Predicted Aidjis−1 used in the main estimation:

gis = β1yis−1 + β1Âid jis−1 + X ′isβ3 + λi + τs + εis

I Results: Aid increases growth: 1 p.p. increase in the aid to
GNI ratio from the sample mean raises gis by 0.35 p.p.

I Problems?
I Further, only local average treatment effect - what about those

way below the threshold? See section 7, but inconclusive.
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Galiani et al. (2017)

Source: Galiani et al. (2017)
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Facts about foreign aid

Is foreign aid effective?

Determinants of foreign aid

Foreign aid and conflict

Foreign aid and accountability
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Determinants of foreign aid
I Alesina and Dollar (2000) find two possible determinants of

the amount of aid sent (ODA) (both implying strategic
allocation of aid)

I Colonial ties
I Aid positively correlated with former colonial ties and increases

with the duration of colonization
I Problems: Omitted variable bias: colonial ties could

influence aid flows through other channels: donor countries
may have more information about former colonies → reduces
monitoring costs.

I Political strategic purposes
I Aid positively correlated with the number of votes the recipient

country votes equally with the donor country in the UN
I Problems: Reverse causality: Higher aid amount can make

the recipient country feel obliged to vote more favorably with
the donor country (although, if expected outcome...)



43/55

Aid facts Aid effectiveness Aid determinants Conflict and aid Aid accountability

Determinants of foreign aid

I How can we overcome the problems of omitted variables and
reverse causality?
I Natural or randomised experiments

I Eisensee and Stromberg (2007): Humanitarian assistance in
disaster affected lower if media coverage targeted at other
events, such as Olympic Games or some breaking news

I Assumptions: Occurrence of other newsworthy events not
related to disasters in developing countries

I Specification (2SLS):
I First: newsi = β1news pressurei + β2olympicsi + X ′

i β + vi
I Second: reliefi = α1n̂ews i + X ′

i α + εi

I All regressions include country, disaster type, month, and year
fixed effects and report heteroskedastic robust standard errors.
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Determinants of foreign aid

I ”In May 1999, a storm struck India [...] killing 278 people and
affecting 40,000. On the same day, a fifteen-year-old [...] shot
and wounded six classmates at Heritage High School in
suburban Atlanta. The two events competed for news time.
[The] Indian storm was not covered. [O]ne year earlier, a
storm of similar size struck India (killing 250 and affecting
40,000 people). [T]here was less breaking news around, and
the storm was covered by the television network news. Two
days later, the U. S. Ambassador in India [...] declared this
storm a disaster, and its victims consequently received U. S.
relief. He did not issue a disaster declaration for the May 1999
storm and its victims received no U. S. government relief.”
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Eisensee and Stromberg (2007)
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Eisensee and Stromberg (2007)
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Nunn and Qian (2014): US Food Aid and Civil Conflict

I Nunn and Qian (2014): US food aid is mostly driven by
domestic production surpluses

I Amount of US food aid determined by domestic farmers’ price
support
I Price floor on wheat by government.
I Favorable weather ⇒ wheat surplus ⇒ government increases

wheat purchases.
I Purchased wheat as food aid to poor countries.

I Assumption: Weather conditions in wheat producing regions
unrelated to the needs of poor countries
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Nunn and Qian (2014)

Source: Nunn and Qian (2014)
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Facts about foreign aid

Is foreign aid effective?

Determinants of foreign aid

Foreign aid and conflict

Foreign aid and accountability
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Nunn and Qian (2014)

I Main interest of the paper: Does aid increase conflict?
I Q: Why should aid increase conflict?
I ”We are unable to determine whether our aid helps or hinders

one or more parties to the conflict ... it is clear that the losses
– particularly looted assets – constitutes a serious barrier to
the efficient and effective provision of assistance, and can
contribute to the war economy. This raises a serious challenge
for the humanitarian community: can humanitarians be
accused of fueling or prolonging the conflict in these two
countries?” — Médecins Sans Frontiéres, Amsterdam

I Q: How to estimate the effect of aid on conflict?
I Q: Why OLS estimation of conflicti = β1aidi + X ′β2 + εi

yields incorrect estimates?
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Nunn and Qian (2014)
I Again, using instrumental variables:

conflictirt = β1âid irt + X ′irtβ2 + β3δr ∗ Yt + vir + εirt

I conflictirt is both ongoing and onsetting conflict, they then
separate ongoing from onsetting in the analysis

I And the instrument:

aidirt = β1(wheatt−1 ∗ D̄ir ) + X ′irtβ2 + β3δr ∗ Yt + vir + εirt

I Where D̄ir is a fraction of years between 1971 and 2006
country i receives any US food aid (controlling for propensity
of US aid).

I Reason: Is it likely that the country would receive any aid
anyways?

I (Possible crowding-out of other types of aid rejected in the
analysis, i.e. results show that aid causes conflict)
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Nunn and Qian (2014)

Source: Nunn and Qian (2014)
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Nunn and Qian (2014)

Source: Nunn and Qian (2014)
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Facts about foreign aid

Is foreign aid effective?

Determinants of foreign aid

Foreign aid and conflict

Foreign aid and accountability
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Accountability and foreign aid

I Note: donors accountable to own electorate, not the the
electorate of the poor countries. Where are we so far?

1. News coverage matters
2. Food production at home determines size of aid
3. Even if conflict caused by more aid, it does not stop flow of aid

I Possible culprits?
I Strategic interests vs. lack of quality data and proper empirical

situations
I Need for more accountability and transparency.

I Randomized control trials (Banerjee, 2006 Boston Review)
I Setting measurable targets and holding agencies accountable

(GiveWell.org)
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