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Abstract

Recently Sachs et al (2004) have proposed a very large increase in foreign aid to overcome a supposedly “poverty trap” that affects the developing countries. However, this position is weaken by several facts. First of all there are theoretical reason. Based on the same models that Sachs et al. (2004) use to justify their position recent research has found that the parameters need to be fixed to unreasonable values. Second there are empirical reasons. The large literature on the effectiveness of foreign aid has found very weak evidence of any effect of aid on economic development. There is also another unexpected outcome of foreign aid: recent research shows that foreign aid reduces the level of democracy of the recipient countries. 

Making aid effective is a complicated issue. The conditionality principle does not seem to work because of the lack of credibility of the punishment. Empirical studies show that loans may help to induce discipline and an effective use of the funds, since they have to be returned. In addition, other sources of foreign funds, like remittances and private to private, have proven to be quite effective in fostering growth and investment. Finally, the increasing access to the aid market of new participants and the potential conflict of the goals of donors contribute also to the ineffectiveness of aid. Therefore, improving the effectiveness of aid requires increasing the responsibility of aid receiving countries (by providing loans instead of grants in a credible environment), reducing the cost of remittances to developing countries and improving the coordination among donors.
Introduction

Recently, Sachs and his coauthors have argued in favor of a massive increase in foreign aid to Africa in order to escape from a, supposedly, poverty trap situation. They propose to increase the capital stock in one step, through a large, well targeted, infusion of foreign assistance
. In their proposal “the flow of aid is targeted to a particular set of investments, and specifically public sector investments, so that the aid cannot be used for consumption”. Following this provocative argument, they also argued that this large amount of aid should be given in the form of grants rather than loans.

They believe that such commitment can be enforceable through “improved monitoring of budget processes and expenditures, perhaps with the help of local nongovernmental organizations”.(pag 145). “Unconstrained aid flows would probably be consumed rather than invested. The strategy need to be designed to ensure that the aid is properly invested, and there must be a credible mechanism for enforcing the strategy over a relatively long period “ (P.146)

However, most of the empirical evidence on the effectiveness of foreign aid is discouraging. Recent literature on the topic provides ambiguous and very fragile results on whether foreign aid did help developing countries or not. Foreign aid, however, may affect economic growth through indirect channels that cannot be captured by analyzing only the direct effect of aid on growth. Aid may alter the investment share of GDP, which indirectly affect economic growth, or may also affect government consumption, which is also well know to have a negative effect on economic growth. As Sachs et al. argued, unconstrained aid may increase public consumption rather than investment. The effect of aid on growth through these indirect channels is not captured in any of the studies of the literature on aid effectiveness. However it is reasonable to think that aid may have a strong influence on either, investment or government consumption. 

There is a large body of literature that documents the so called “curse of the natural resources”. Foreign aid can also be understood as a sudden windfall of resources and, therefore, in principle could be subject to the same rent seeking processes. Therefore, there may be also a “curse of the unnatural resources”.  However, international donors argue that foreign aid has, in addition to the hypothetical benefit in terms of economic development, an impact on the process of democratization of developing countries. For this reason, they resist any attempt to impose conditionality in terms of level of democracy of developing countries. 

 In this paper we show that, opposite to the democratization hypothesis, foreign aid has a negative impact on the democratic stance of developing countries, and on economic growth by reducing investment and increasing government consumption. Therefore, our empirical findings do not support the democratization effect of foreign aid nor the development effect.  Because of these finding in the second part of the paper we propose and analyze other forms of helping poor countries. For example, the way in which aid is disbursed can also affect the effectiveness of aid. Maybe the mechanism to enforce the government to invest rather than to consume has something to do with the way in which aid is disbursed. This topic has been largely omitted from the academic discussion of the effectiveness of aid, even though is becoming the center topic in any international debate on aid effectiveness among policymakers. Recently, a debate has emerged as to whether donors should give grants or loans. “The G-7 called for an increased use of grants within IDA-13”
. Sachs has also argued in favor of providing aid in form of grants instead of loans. However, as Kapur (2003) also recognizes, there is no empirical evidence that can support that allocating all the aid in form of grants will improve economic development. We enter into the debate by considering the distinction between grants and loans by analyzing the differential effect of aid in function of its type. Finally aid recipient countries also received other resources at the same time as well as foreign aid. Foreign direct investment and remittances, among others, reach the private sector, and the families of the recipient countries.  These flows of resources may also affect economic growth and, therefore, any meaningful analysis of the effectiveness of aid should also consider these other external sources of resources to avoid a clear omitted variables problem. Comparing the effectiveness of external resources in function of the agent who originally receives the resources is an important issue. However the empirical studies on the effectiveness of aid do not usually consider this issue. We believe that the study of aid effectiveness should include all the source of external finance simultaneously. 

Measuring Aid and Other External Resources

The measurement of foreign aid could be done in different ways. Traditionally the literature that analyzes the effect of aid on development has used the Official Development assistance (ODA) measure. ODA flows include grants and concessional loans
. Burnside and Dollar (2000) use as a measure of aid flows the size of the Effective Development Assistance (EDA) initially constructed by Chang et al (1999). There is one basic difference between ODA and EDA. ODA captures the flows of money that arrives to the recipient country in a particular year minus what the country return while EDA assess the portion of ODA that corresponds with a pure transfer of resources from donors to recipient. This implies that, for instance, the subsidized interest rate of ODA aid is considered EDA. Therefore EDA is the sum of grants and the grant element of loans. Nevertheless recent papers
 have returned to use again the traditional measure of aid (ODA).

In our analysis we use ODA and also we disaggregate ODA between GRANT and LOAN. Data are in current US dollars. Following Burnside and Dollar (2000) we use the IMF's Import Unit value index in order to transform data in constant dollars and purchase power parity. The Unit value Import index (UVI) is the ratio between the Import Unit values and Import Prices. In order to have the data on AID in constant dollars and Purchase Power Parity we multiply by the Unit Value Import Index of 1985 for the world and we divide by the Unit Value Import Index for the world of the current year. Finally we divide the aid value by real GDP in constant 1985 prices from Summers and Heston (Penn World Tables 5.6) 

Recipient countries also receive resources that do not come from official institutions, and that do not go to governments, but to private sector and to families. Moreover, they also receive flows from the private sector that go to the government. In the analysis we consider the effect of these other resources flows that we classify as follows:  Flows from private sector to the private sector (PRIVtoPRIV), resources from private sector to public sector (PRIVtoPUBL) and remittances. The private to private flows include foreign direct investment, portfolio equity flows, PNG bonds and PNG commercial banks. Data come from Global Development Finance Database (GDF) from the World Bank. The private to public flows include PPG bonds, PPG commercial banks and PPG other private creditors. Data come from GDF. (See Appendix for definitions of each variable).

Not all countries that receive ODA, receive the same proportion of grants versus loans. The type of concessionality of ODA may vary depending of the proportion of loans versus grants the country received. We define the ratio grant over gross ODA as a measure of concessionality.  Table1 lists the ranking of the 20 largest recipients of ODA. Column 1 reports the average amount of ODA over GDP over 5 years period, column 2 presents the average ratio of grants over ODA gross the country received. Finally, column 3 provides information of the country and the period. Cape Verde during 1985-99 and Jordan during 60-64 received the largest amount of ODA over its GDP, on average around 25%. 

Table 2 lists the smallest ODA recipients. Papua New Guinea during 60-64 and China during 75-79, Korea. Rep during 85-89, and the Bahamas during 60-64  are the countries that receive less ODA over its GDP among the ones that received ODA. On average the largest recipients of ODA, have a ratio of grant over gross ODA of 0.79, and the smallest recipients of ODA have a ratio of grant over gross ODA of 0.83. This corroborates the fact that the most important countries recipients of ODA do not necessarily correspond with the ones with the largest proportion of grant component.   

Countries that receive ODA could also receive also other type of foreign flows. The fact that recipient countries are also recipients of many other flows has been overlooked in most of the studies on aid effectiveness. Table 3 to 6, show the ranking of the largest recipient of these other flows, PRIVtoPRIV, FDI  (the main component of PRIVtoPRIV), PRIVtoPUBL,  and Remittances, as well as the average ODA over GDP that they received. 

Table 3 lists the largest recipient of private to private flows. Angola, Seychelles, Dominica, Lesotho, Chile and Vanuatu during 1995-99, are on the top of the list. Again, the largest recipient of these flows are not on the list of the largest ODA recipients. However, on average, they received a significant amount of ODA (5% of GDP).

Table 4 lists the largest recipient of foreign direct investment, the main component of private to private flows. The 15 largest recipients of FDI received on average, ODA corresponding to 5.75% of its GDP.  

Table 5 lists the largest recipients of private to public flows. Togo during 75-79, Gabon 80-84, Algeria 75-79 and Panama 75-79 are on the top of the ranking. The average of ODA received by the largest private to public recipients is 2.63 of its GDP, half of the average ODA received by the largest private to private recipients.

Finally, table 6 shows the ranking of the largest recipients of remittances. Among them Lesotho, Cape Verde and Jordan are on the top of the ranking. In contrast with previous tables, in the case of remittances, the largest recipients also received large amounts of ODA. The average ODA received by the 16 largest recipients of remittances is around 10.50 percentage of its GDP.    

The Unexpected Consequences of Foreign Aid

Aid and Democracy

Many recent studies have found a negative correlation between economic growth and natural resources in developing countries. The bad economic performance of countries rich in natural resources is usually referred to as the curse of natural resources.  However natural resources may not be the only source of the curse. In developing countries the amount of international financial aid is generally very large in terms of government expenditure, and even in terms of GDP. Therefore the same type of arguments may apply to this ''unnatural resource''.

The hypothesis of the curse of natural resources is well documented. Sachs and Warner (2001) show that the finding that resource rich countries grow slower than the rest of the countries is robust to the inclusion of controls for geographical variables, resources per capita instead of natural resources over GDP and mineral versus agriculture. The result that countries rich in natural resources experience lower economic growth rate can be found in different studies, among them Sachs and Warner (1995, 1999) and Auty (1990).  Collier and Hoeffler (2002) find that primary exports, a proxy for natural resources, has a positive effect on the probability of civil wars. This finding, however, is not robust to the specification of the model (see for instance Fearon and Laitin 2003 or Montalvo and Reynal-Querol 2002, 2005) and depends heavily on the imputation criterion of missing data for the countries, when there are no official data on primary exports. Some case studies provide a more compelling explanation of the relationship between natural resources and civil wars (Ross 2003).

One may also wonder whether there is a relationship between foreign aid and institutions. In many developing countries foreign aid is a very important source of revenue. If the discovery of natural resources produce a large revenue flow that may generate corruption, rent seeking activities and civil wars. Isn't it likely that a large flow of foreign aid may have the same consequences? Casual observation seems to indicate that foreign aid may have unexpected consequences. For instance, one of the largest projects of the World Bank in recent years (180 millions of dollars) has been the Chad-Cameroon oil pipeline. The World Bank applied a novel scheme to this project in order to avoid corruption: the revenue was supposed to go into an offshore account and the government of Chad was suppose to spend the money only on education, health and infrastructure. However it is well known and documented that already the first 4.5 millions of dollars received as signing bonus from the oil companies were used to buy weapons. At the end of the project it is estimated that as much as 12 millions of dollars have been diverted to buy arms. Maren (1997) provides evidence that Somalia's civil war was caused by the desire of different factions to control the large food aid that the country was receiving.

The general view of the relationship between foreign aid and democracy, supported by most of the international institutions, proclaims that economic assistance is needed in order to help in the democratization process of developing countries. A reflection of this viewpoint can be found in the words of Boutros Ghali: “We must help states to change certain mentalities and persuade them to embark on a process of structural reform. The United Nations must be able to provide them with technical assistance enabling them to adapt institutions as necessary, to educate their citizens, to train officials and to elaborate regulatory systems designed to uphold democracy and the respect for human rights.” Obviously, under this interpretation international institutions should not discriminate countries in function of their political regime.  

The economic literature has documented several mechanisms that can explain why sudden windfalls of resources in developing countries have led to a decline in their growth rate. Although the specific description of the model is different the basic elements are common: individuals engage in rent seeking activities to appropriate part of the resources windfall and, by doing so, they reduce the growth rate of the economy. In addition most of the theoretical arguments rely in the so called tragedy of the commons: although capital is nominally private in fact the rent seeking activities of the individuals of the economy make it ''common'' to all (For a technical presentation of the implications of ''common'' capital see Benhabib and Radner (1992) and Benhabib and Rustichini (1996)). Basically the argument is the following: capital is a ''common'' and, as such, the aggregate accumulation of capital depend on the consumption of all the individuals of the economy. Therefore consumers realize that if they consume too much today their consumption will decrease in the future. However, if they fail to increase their consumption today and other increase it then they will have less consumption today and tomorrow. This mechanism leads to a Markovian SPE which is inefficient when compared with the cooperative (central planner) solution. Lane and Tornell (1996) describe a growth model that incorporates ''common access'' to the aggregate capital stock as a reduced form of a situation where other groups can appropriate part of the returns of a group of individuals. The document the existence of the voracity effect: if there exist multiple powerful groups then under mild conditions
 the growth rate of the economy declines when there is a windfall of resources (increase in the productivity or improvement in the terms of trade). Tornell and Lane (1999) present a similar model where there are two sector in the economy: the formal sector, where productivity is high and firms pay taxes, and the shadow sector, where productivity is low but production is not taxable. As some groups have power to extract transfers from the government the capital stock of the formal sector becomes ''common access''. To avoid the increase in taxation needed to finance the more than proportional increase in redistributive transfers some firms move to the shadow sector reducing the growth rate of the economy as a whole. This will happen if there are not institutional barriers to discretionary redistribution. In Tornell and Lane (1999) the original revenue windfall can be interpreted as a shock to the terms of trade, an increase in productivity or foreign-aid transfers.

Svensson (2000) is concerned specifically with the effect of foreign aid in the context of economies with powerful social groups. In Svensson (2000) the different groups of the economy have common access to the government's budget constraint. The utility function of the individuals is the sum of their private consumption plus the part of the public good that (public project) that correspond to their locality. Individuals can increase their consumption by performing rent seeking activities to appropriate the revenue of the government. However, by doing that, they reduce the amount of local public goods provided. Svensson (2000) shows that the provision of public goods does not need to increase with government income. In fact the symmetric Nash equilibrium implies that all the groups appropriate the full government revenue and, therefore, the provision of the public local good is reduced to 0. This means that large inflows of aid do not necessarily increase welfare since there is an increase on rent-seeking activities that is costly in aggregate terms.

One reason that could justify the null effect of foreign aid on growth is the generation of many rent-seeking activities. There is a large body of evidence on the rent-seeking activities generated by foreign aid. Reinikka and Svensson (2004) analyze using panel data from a unique survey of primary school in Uganda, the extent to which the grant actually reached the schools. They find that during the period 1991-1995 schools on average received only 13% of the grants. Moreover they show that other surveys in other African countries confirm that Uganda is not a special case. The results of this paper provide case study evidence of the rent-seeking activity involved when countries received foreign aid, before reaching the final purpose. 

Djankov, Montalvo and Reynal-Querol (2005) investigate empirically whether a sudden windfalls of resources in a developing country, in the form of foreign aid and rents from natural resources, have an effect on the political institutions of these countries (in particular checks and balances and democratic stance). The idea is that parties in power will engage in rent-seeking activities in order to appropriate these resources, and they will try to exclude as many groups as they could from the government decision making process. By doing so political institutions are damaged because they became less democratic and with less consensual governments.   

Djankov, Montalvo and Reynal-Querol (2005)  provide empirical evidence that a sudden windfalls of resources in the form of foreign aid and rents from oil damage the political institutions of the receiving country by reducing checks and balances in government and democratic rules
. Since most of foreign aid is not contingent on the democratic level of the countries there is no incentive for governments to keep a good level of checks and balances. Their results show that if a country receives foreign aid that reaches the 75th percentile of the sample over a five years period then a 10 points index of democracy is reduced between 0.6 and one point. Moreover, they compare the effect of foreign aid with the effect of rents from oil. The idea is that these natural resources induce also rent-seeking behavior and corruption by parties in government. Easy extractive resources motivate parties in power to try to concentrate decisions on how to redistribute these resources among their own groups by excluding the others, so the benefit from rent-seeking would be higher. 

Aid and Growth

The study of the effectiveness of international aid has generated a fast-growing literature. Most of the papers provide a negative answer: international aid is ineffective to foster economic growth. The literature is long but we are going to concentrate only on what Hansen and Tarp (2001) call the “third generation”. Boone (1996) represents the beginning of this new generation of models on the effectiveness of aid. Boone (1996) finds that aid does not significantly increase investment nor any human development indicator but it increases the size of the government. 

Burnside and Dollar (2000) concentrate in the differential effect of policies, instead of political institutions, on the effectiveness of aid. They find that aid works in “good policies environments”
. The results in Burnside and Dollar (2000) imply that increasing the conditionality of aid on policies would improve the effectiveness of aid. Since then several papers have found the cross product of aid by policies to be statistically significant when including additional explanatory variables (as the product of aid by commodity export price shocks in Collier and Dehn 2001) or substituting the constructed policy variable by the World Bank’s Country Policy and Institutional Assessment (Collier and Dollar 2002). Hansen and Tarp (2001) examines the relationship between foreign aid and growth in real GDP per capita as it emerges from simple augmentations of popular cross-country growth specification. They show that aid increases the growth rate, and this result is not conditional of “good” policy. They also find that there are decreasing returns to aid, and the estimated effectiveness of aid is highly sensitive to the choice of the estimator and the set of control variables.

However Easterly, Levine and Roodman (2003) find that the results of Burnside and Dollar (2000) are fragile upon changing the sample period (extending the sample up to 1997) or filling of missing in the period 1970-93. The results in Barro and Lee (2003) are even more negative. They analyze the effectiveness of IMF aid and conclude that loan-participation rates reduce economic growth and investment, although they increase openness
. 

The way to disburse a given amount of aid is another important issue with respect to its effectiveness. The economic literature is less developed with respect to the effectiveness of different types of aid. The theoretical model in Boone (1996) suggests that non-fungible aid is more effective than fungible aid although there is no empirical counterpart for this claim. More recently Cordella and Dell’ Ariccia (2003) argue that the relationship “between aid, policies and growth depends on whether the aid is delivered in budget support or project financing”.  Cordella and Dell’ Ariccia (2003) find no effect of aid by itself or multiplied by policies. However, they explain this result as the effect of pooling together aid delivered in form of budget support and project financing. When the product of aid by policy is broken into two different variables (budget support by policies and project aid by policies) then they find statistically significant results
.

The literature on the effectiveness of aid is concerned basically on the analysis of the direct effect of aid on economic growth. However, aid may affect economic growth through other indirect channels, like through investment or government consumption. A deeper analysis of how foreign aid and other resources flows affect development, should consider the indirect channels through which these resources affect economic growth either positively of negatively. If the government spends money with no investment purposes, then this may have a negative effect on economic growth through an increase of government consumption. However, if aid induces public and private investment, this may have positive consequences for economic growth through increasing the investment ratio.   Moreover, depending on the way in which ODA is disbursed (grants or loans) the incentive to invest or consume may be different. Sachs et al (2004) argue that unconstrained aid may induce public consumption rather than investment. We consider that loans may provide an enforceable mechanism that grants do not have.   If this is the case then, we should observed that the effect of ODA on growth through its effect on investment and public consumption, may depend on the proportion of loan versus grants in which ODA is disbursed. 

The purpose of this section is to analyze the direct and indirect effect of resources flows on the economic growth of developing countries depending on the way ODA is disbursed. For all the empirical exercises we consider a sample of recipient countries and data from 1960 to 1999 organized in five-year intervals. To analyze the direct effect of resources on growth we adopt the standard specification (Barro 1991)
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    where GROWTH is the growth rate of GDP per capita and 
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 is the log of gross domestic product per capita in the initial year of each sub-period. The set of X's includes the ratio of real government consumption to real GDP (GOV), the absolute deviation of the PPP value of the investment deflator from the sample mean (PPDEV), the ratio of real domestic investment to GDP (INV), secondary-school enrollment rate (SEC) and primary-school enrollment (PRI). CW is the incidence of civil war at t, and aid is the average amount of aid over GDP received during the sub-period. 

We also consider two indirect channels: the effect of resources flows on investment, and government consumption.  In order to avoid "variables fishing", we adopt the most common specifications in the literature for each of these variables, investment and government consumption. This was also the reason for choosing Barro's specification for the growth regression. The investment equation is specified as in Barro (1991) including civil wars (CW) for the political instability variables. The specification for government consumption follows Persson and Tabellini (1999) and includes the log of GDP per capita and ethnic diversity variables. The regression could also include the proportion of population over 65, openness or some measures related with the electoral system (Milesi-Ferretti, Perotti, and Rostagno, 2002). Since these variables are only available for a limited set of countries we decided to avoid a large reduction in the sample size and use the level of democracy (DEMP3)
. 

As aid may flow to countries whose growth rate is getting worse, we need an instrument for foreign aid. We follow Burnside and Dollar (2000) and Easterly et al. (2003). The aid equation includes the logarithm of initial income (
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The F test for excluded instruments is very large  (F= 19.49) and above usual thresholds which implies, that the instruments are not weak. The Durbin test however cannot reject the null hypothesis that foreign aid is exogenous and, therefore, OLS estimation is recommended.  This result is similar to the findings in Burnside and Dollar (2000) who find foreign aid also to be exogenous in their set up.  Finally Sargan’s  test of overidentification shows that the chosen instruments seem to be appropriate. 

In table 7 we analyze the effect of ODA on growth, investment and government consumption using the standard specification in the literature. The results show that ODA has a negative direct effect on economic growth, ODA do not increase investment, but has a positive and significant effect on government consumption. The rest of the variables have the expected sign. Investment has a significant and positive effect on economic growth, while government consumption has a significant negative effect. 

But, Why do foreign aid increase government consumption, and do not induce investment? One hypothesis is that easy resources from foreign aid may induce rent-seeking activities among parties in power. This, of course, would imply the non-productive use of these resources that are finally devoted to rent-seeking, and as a consequence investment is affected. Moreover, the government could decide to spent resources favoring one group in detriment of others as a result of rent-seeking behavior, which would imply an increase of government consumption that may not follow the efficiency criteria.

Can Aid Work?

The previous section shows that aid can have unexpected consequences on the countries that receive it. Is it possible to design or allocate aid in a way that could increase its effectiveness?

Grants versus loans

One of the questions that emerge from the previous results is whether there is any way to reduce the negative effect of rent seeking activities on the level of democracy and growth.  When do so many rent-seeking activities take place around aid? As Sachs et al. (2004) argue we should look for mechanisms that enforce public investment rather than consumption
. Unconstrained aid will likely increase public consumption rather than investment. One hypothesis is that loans, instead of grants, could provide a mechanism to enforce investment
.  It is reasonable to think that these rent-seeking effects are exacerbated when resources are given for free. Whether resources have to be returned, either a part or all, may have an effect on how resources are used. We think that if ODA is basically disbursed in the form of grants, we should expect the money to be used less efficiently than when part of the resources have to be returned. If this is true, the idea than grants are more humanitarian than loans has to be compared with the fact that resources do not reach the final purpose, and are lost with rent-seeking activities. In a very interesting study Reinikka and Svensson (2004) show that only 13% of the funds provided by the World Bank to the government for an large educational project in Uganda reached the final beneficiaries (the schools). If aid comes in the form of loans then there is a certain incentive to use the resources efficiently (need to obtain a good return on the investment to honor at least the repayments) increasing investment rather than public consumption.  

In column 1,  2 and 3 of table 8 we analyze the effect of ODA and proportion of grants over ODA on growth, investment and government consumption. The ratioGoda is the average ratio of grant component over gross ODA received during the sub-period
. Results indicate that ODA has no effect on investment, but it has a positive and significant effect on government consumption, and this effect increases the larger is the proportion of grants over ODA that the country receives. The negative direct effect of ODA on economic growth does not depend on the proportion of grants over ODA.

The results above suggest that if ODA has to have any positive effect on economic growth, would be through increasing investment when the proportion of grants is low. However, results are not statistically significant. One possible reason might be that loans include very high concessional loans that behave as grants. ODA includes loans whose grant element is at least 25%. Among them there are IDA loans.  It is well know that IDA loans are highly concessional and that they could be treated as grants. For this reason we construct a new ratio grants over ODA gross  where IDA loans are considered as grants. 

Results are shown in column 4 to 6 of table 8, and show that ODA has a positive effect on investment if the ratio of grants over ODA is small enough. The results suggest that if ODA is given in the form of loans, investment increases. However, if the proportion of grants over ODA is large enough, then ODA will have a negative impact on investment.

An important question in the debate of the effectiveness of international aid is whether the shift from loans to grants improves economic development. Results from Table 8 suggest that this is not the case. Even though grants look more humanitarian, they are not, because these resources go to governments that have no incentive to use these resources for the final purpose of for productive activities, unless part of these resources have to be returned.  Loans, therefore seems to provide the enforcement mechanism needed in order government from recipient countries use ODA to invest rather than to consume. 

The role of other agents: private sector and families

Recipient countries not only received foreign aid. They also receive other flows of resources that reach directly the private sector of the recipient country (PRIVtoPRIV), and to their families (REMITTANCES).  Moreover, government also receives resources from private agents (PRIVtoPUBL).  One of the questions we analyze in this section is whether these resources flows, in which private sector is involved, improve the level of development of recipient countries more than ODA. 

Table 9  analyzes the direct effect of the ratio of PRIvtoPRIV flows, PRIVtoPUBL flows and remittances over GDP on economic growth, investment and government consumption. The results indicate that the larger the ratio PRIVtoPRIV, the larger is the positive direct effect on economic growth.  PRIVtoPUBL flows and remittances have no direct effect on economic growth. However, PRIVtoPRIV, PRIVtoPUBL and remittance have a significant and positive effect on investment, without having any effect on government consumption. These results indicate that flows that reach the government from private sector induce investment rather than public consumption. This may be capturing the fact that these flows have also some enforceable mechanism similar to loans rather than grants. These results corroborate the idea that any enforceable mechanism involved in lending rather than give free money, induce public investment rather than public consumption.  

These results indicate that private flows may be a better instrument for development than what foreign aid would be. Resources flows that arrive to government may damage economic growth if directed to public consumption rather than investment. Our results show that if ODA is disbursed in the form of grants, it is more probable that government decide to spend them on public consumption rather than on investment, and therefore affects negatively economic growth. If instead, ODA is disbursed in the form of loans, these effect can be diminished. This idea is also present on the effect of flows that do not come from the official sector, but that go to governments (PRIVtoPUBL). These flows have an enforceable mechanism more similar to loans rather than grants, and they increase investment rather than public consumption. Finally resources to private sector seem to provide the best incentive mechanism for development, together with money that goes to families, remittances.  These results suggest that we should think not only on the way to induce governments to use efficiently the resources flows they received, but also on other possible agents, that may use these resources more efficiently than what government would do. 

Donors heterogeneity and conflicting goals

We could think in aid and donors in terms of a market
. Donors compite to provide funds in the international maket of aid. Under this interpretation it may seem plausible to argue that more competition is better, which in the world of foreign aid would mean that aid is more effective. However, this simple advice may not fly when we deal with a very special market like this one. 

It is well-know that the research on the determinants of aid effectiveness do not provide robust evidence on the “magic” factors that make aid effective. Most of the papers have focused on the determinants of aid effectiveness that depend on the characteristics of recipient countries, like good policies or good institutions. However, the evidence shows that having good policies or institutions is not enough. Fro instance, the results on the importance of having good policies have been challenged as being the consequence of choosing a particular time period. 

More recently some authors have argued that the effectiveness of foreign aid may depend on the way in which aid is disbursed. The results are, again, very fragile and depend on the definition of the categories of aid, the sample size or the countries included in the sample. 

A third explanation, much less explored, is that the effectiveness of the foreign aid may depend on the characteristics of the donors. Instead of focusing on the identity of the donors we focus on the structure of the market understood in its classical definition: the level of concentration of the supply. If the level of fragmentation of the donors is very high then the coordination problems may render aid ineffective and explain why it is so difficult to find a positive effect of foreign aid on economic development. The coordination problems among donors, generated by the well-known problems of collective action, are significantly large. The fragmentation of the donors turns out to be an important obstacle for aid effectiveness, even when the way in which aid is disbursed and the institutional environment of recipient countries are considered. 

Acharya et al. (2004) argues that the “immediate consequence of this proliferation of aid donor organizations is a very large increase in the transactions costs incurred by agencies of recipient governments in their engagements wit aid donors”. Also Morss (1984) argue that, “…this donor and project build-up, which continues into the 1980s, is having a negative impact on the major government institutions of developing nations. Instead of working to establish comprehensive and consistent development objectives and policies, government officials are forced to focus on pleasing donors by approving projects that mirror the current development enthusiasm” of each donor. Further, efforts to implement large number of discrete, donor-financed projects, each with its own specific objectives and reporting requirements, use up far more time and effort than is appropriate. Project consolidation is needed, but this is unlikely to occur on a significant scale because of the competitive nature of donor interactions”.

The literature has emphasized that having many donors generates high transaction costs within each recipient nation, and therefore reduces the value of aid. Acharya et al. (2004), summarize the different kinds of transaction costs that are generated, for recipient governments, based on the existing literature and personal experiences in the aid business. Acharya et al. (2204), classify them in direct and indirect transaction costs.  One of the direct cost described is related with the fact that aid comes from a variety of donors, which means that the energies and attentions of senior government personnel are absorbed, to an inefficient degree, in establishing and maintaining relationships with a multiplicity of donor agencies, and adjusting to their differing procedural requirements, languages and forms of expression, policy idioms, financial years, etc. They also describe   five indirect costs. One of the most important can be represented by the following paragraph: “Where there are many donors, they are frequently in clear, and sometimes visible, competition with one another-for attractive projects, for the time and attention of senior policymakers, for the assistance of good public servants, or for influence over the policies of the recipient government. This competition can spill over into their relationship with one another, and lead, for example, to the “hoarding” of information, and for less than whole-hearted engagement in the processes normally labelled “donor coordination”.  Moreover “a multiplicity of donors in one recipient country can contribute to a lack of a sense of responsibility for the outcomes of aid. The more donors there are, the easiest it is to assume or assert that the lack of development progress is someone else’s fault; and the greater are the temptations for individual donors agencies to focus efforts on obtaining good results from their own projects, even if this impinges adversely on overall aid performance”

Therefore competition may not be the ideal situation in the market of aid, because there could be negative externalities that may reverse the effect of aid on development.  Two thirds of aid comes in the form of grants, which is free money. This makes the market of aid very different from any other market, in which competition lowers prices, and consumers choose the product they like most. Since aid has mostly a zero cost recipient countries take it all.

The empirical evidence on the effect of donors multiplicity is very limited. Knack et al. (2004) find that aid undermines the quality of government’s bureaucracy more severely in recipient countries the more fragmented the donors are.  Knack at al. (2004) results can be interpreted as the political consequence of the transaction costs derived from a high degree of donor’s fragmentation.  Djankov, Montalvo and Reynal-Querol(2005b) analyze the effectiveness of foreign aid depending on the level of fragmentation of the donors the country is facing.  They argue that the higher is the level of fragmentation of the donors the lower is the positive impact of aid on economic performance. 
Conclusion

Recently Sachs et al (2004) have proposed a very large increase in foreign aid to overcome a supposedly “poverty trap” that affects the developing countries. However, this position is weaken by several facts. First of all there are theoretical reason. Based on the same models that Sachs et al. (2004) use to justify their position recent research has found that the parameters needed to be fixed to unreasonable values. Second there are empirical reasons. The large literature on the effectiveness of foreign aid has found very weak evidence of any effect of aid on economic development. There is also another unexpected outcome of foreign aid: recent research shows that foreign aid reduces the level of democracy of the recipient countries. 

Making aid effective is a complicated issue. The conditionality principle does not seem to work because of the lack of credibility of the punishment. Empirical studies show that loans may help to induce discipline and an effective use of the funds, since they have to be returned. In addition, other sources of foreign funds, like remittances and private to private, have proven to be quite effective in fostering growth and investment. Finally, the increasing access to the aid market of new participants and the potential conflict of the goals of donors contribute also to the ineffectiveness of aid. Therefore, increasing the responsibility of aid receiving countries (by providing loans instead of grants in a credible environment), reducing the cost of remittances to developing countries and improving the coordination of donors seem to be reasonable goals to improve the effectiveness of foreign aid.

For completeness purposes all the previous arguments should also be compared with the effect of an alternative measure that would probably reach the objective of development more efficiently: the elimination of the agricultural subsidies of the developed countries.
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APPENDIX 1: Definition of variables

Foreign direct investment is 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. It is the sum of equity capital, reinvestment of earnings, other long-term capital, and short-term capital as shown in the balance of payments. This series shows net inflows in the reporting economy.

Portfolio investment, equity (DRS, current US$) (BX.PEF.TOTL.CD.DT): Portfolio investment flows are net and include non-debt-creating portfolio equity flows (the sum of country funds, depository receipts, and direct purchases of shares by foreign investors). Data are in current U.S. dollars.

PNG, bonds (NFL, current US$) (DT.NFL.PNGB.CD): Nonguaranteed long-term debt from bonds that are privately placed. Net flows (or net lending or net disbursements) are disbursements minus principal repayments. Long-term external debt is defined as debt that has an original or extended maturity of more than one year and that is owed to nonresidents and repayable in foreign currency, goods, or services.

PNG, commercial banks (NFL, current US$) (DT.NFL.PNGC.CD):  Nonguaranteed long-term commercial bank loans from private banks and other private financial institutions. Net flows (or net lending or net disbursements) are disbursements minus principal repayments. Long-term external debt is defined as debt that has an original or extended maturity of more than one year and that is owed to nonresidents and repayable in foreign currency, goods, or services.

PPG, private bonds (NFL, current US$) (DT.NFL.PBND.CD): Public and publicly guaranteed debt from bonds that are either publicly issued or privately placed. Net flows (or net lending or net disbursements) are disbursements minus principal repayments.

PPG, private commercial banks (NFL, current US$) (DT.NFL.PCBK.CD): Public and publicly guaranteed commercial bank loans from private banks and other private financial institutions. Net flows (or net lending or net disbursements) are disbursements minus principal repayments.

PPG, suppliers' credits + other private creditors (NFL, current US$) (DT.NFL.PROP.CD) 

Public and publicly guaranteed other private credits from manufacturers, exporters, and other suppliers of goods, and bank credits covered by a guarantee of an export credit agency. Net flows (or net lending or net disbursements) are disbursements minus principal repayments.

Workers' remittances are current transfers by migrants who are employed or intend to remain employed for more than a year in another economy in which they are considered residents. Some developing countries classify workers' remittances as a factor income receipt (and thus as a component of GNI). The World Bank adheres to international guidelines in defining GNI, and its classification of workers' remittances may therefore differ from national practices. Data are in current U.S. dollars. Data come from GDF.

APPENDIX 2: Definition of variables of the empirical analysis

GROWTH: growth rate of real GDP per capita of the period (GDNGD)

INV: Average of the ration of real domestic investment for the period (private plus public) to real GDP. SH

LNGD0: Log of real GDP per capita of the initial period (1985 international prices) from GDNGD.

SEC: Percentage of secondary school attained in the total population. Taken at the beginning of the period Source: Barro and Lee.

PRI: Percentage of "Primary school attained" in the total population. Taken at the beginning of the period. Source: Barro and Lee

GOV: Average period of the Ratio of real government "consumption" expenditure on to real GDP. SH

INFL: consumer prices at the beginning of the period. Source: GDNGD.

INFLmean: Magnitude of the absolute deviation of INFL from the sample mean.

DemocPIV: Democracy score: general openness of the political institutions (0=low; 10=high).

 Source: Polity IV (http://www.colorado.edu/IBS/GAD/spacetime/data/Polity.html). We transform the dataset score in a dummy variable that takes value 1 if the score is higher or equal to 4. This variable is very correlated with the variable Freedom of the Freedom House.

CW: A dummy hat takes value 1 if there is a civil war during the period and zero otherwise. The data comes from PRIO.

ETHFRAG: Ethlolinguistic fragmentation. Source: Montalvo& Reynal-Querol (2004) 

Regional dummies:

 Safrica: Dummy for Sub-Saharan African countries.

 Laam: Dummy for Latin-American countries.

Asiae: Dummy for East-Asian countries.

 Table 1:_Ranking of the largest ODA recipients

	ODA/GDP
	Grants/odagross
	Country and period

	24.88
	0.86
	Cape Verde, 1990-95

	24.76
	0.9
	Cape Verde, 1985-89

	24.46
	0.97
	Jordan, 1960-64

	22.19
	0.74
	Cape Verde, 1995-99

	21.7
	0.94
	Vanuatu, 1975-79

	19.69
	0.95
	Seychelles, 1970-74

	19.69
	0.87
	Cape Verde, 1975-79

	19.67
	0.90
	Cape Verde,  1980-84

	18.33
	0.70
	Comoros, 1985-89

	17.05
	0.64
	Comoros, 1980-84

	16.94
	0.82
	Comoros, 1990-94

	16.05
	0.65
	Guinea-Bissau, 1990-94

	15.69
	0.69
	Mauritania, 1975-79

	15.56
	0.87
	Vanuatu, 1990-94

	14.65
	0.98
	Vanuatu, 0.98

	14.56
	0.81
	Jordan, 1985-89

	14.32
	0.22
	Liberia, 1960-64

	14.19
	0.73
	Guinea-Bissau, 1995-99

	13.9
	0.68
	Guinea-Bissau, 1985-89

	13.82
	0.88
	Botswana, 1965-69


Table 2: Ranking of the smallest ODA recipients

	ODA/GDP
	Grants/odagross
	Country and period

	0.002
	1
	Papua New Guinea,1960-64

	0.002
	1
	China, 1975-79

	0.002
	0.3
	Korea, Rep., 1985-89

	0.002
	1
	The Bahamas,1960-64

	0.003
	1
	Mozambique, 1970-74

	0.003
	1
	Angola, 1970-74

	0.003
	0.45
	Venezuela, 1975-79

	0.005
	0.22
	Argentina, 0.22

	0.008
	0.94
	Saudi Arabia, 1965-69

	0.009
	1
	Kuwait, 1970-74

	0.01
	1
	Kuwait, 1975-79

	0.01
	0.82
	Iran, Islamic Rep., 1980-84

	0.01
	1
	United A. Em.,1995-99

	0.01
	0.54
	Iraq, 1980-84

	0.011
	0.93
	United A. Em., 1980-84

	0.011
	1
	Hong Kong, 1995-99

	0.011
	1
	United A. Em., 1970-74

	0.011
	0.92
	Venezuela, 1980-84

	0.011
	1
	Hong Kong, 1975-79

	0.012
	0.60
	Peru, 1960-64


Table 3:_Ranking of the largest PRIVtoPRIV recipients

	ODA/GDP
	PRIVtoPRIV/GDP
	Country and period

	5.87
	14.22
	Angola, 1995-99

	4.34
	11.93
	Seychelles, 1995-99

	11.56
	10.07
	Vauatu, 1995-99

	8.38
	9.45
	Dominica 1995-99

	11.56
	8.71
	Vanuatu, 1990-94

	2.77
	8.69
	Lesotho, 1995-99

	0.12
	8.58
	Chile 1995-99

	0.304
	7.90
	Panama, 1995-99

	7.74
	7.67
	St.Vinc. and Gren., 1995-99

	4.00
	7.53
	St.Lucia, 1995-99

	9.44
	7.10
	Seychelles, 1985-89

	0.17
	6.88
	Malaysia, 1990-94

	3.67
	6.71
	St.Lucia, 1995-99

	0.89
	6.46
	Jamaica, 1970-74

	4.25
	5.57
	Grenada, 1990-94

	5.02
	5.55
	Dominica, 1990-94

	9.78
	5.48
	Guyana, 1990-94


Table 4: Ranking of the largest FDI recipients

	ODA/GDP
	FDI/GDP
	Country and period

	5.87
	14.22
	Angola, 1995-99

	4.34
	11.93
	Seychelles, 1995-99

	11.15
	10.07
	Vanuatu, 1995-99

	8.38
	9.45
	Dominica, 1995-99

	15.56
	8.71
	Vanuatu, 1990-94

	2.77
	8.69
	Lesotho, 1995-99 

	2.99
	7.94
	St.Lucia,1980-84

	7.74
	7.67
	St.Vinc. and Gren., 1995-99

	4.00
	7.53
	St.Lucia, 1995-99

	9.44
	7.10
	Seychelles, 1985-89

	0.30
	6.90
	Panama, 1995-99

	3.67
	6.71
	St.Lucia, 1990-94

	0.89
	6.01
	Jamaica, 1970-74

	4.25
	5.57
	Grenada, 1990-94 

	5.02
	5.55
	Dominica, 1990-94


Table 5: Ranking of the largest PRIVtoPUBL recipients

	ODA/GDP
	PRIVtoPUBL/GDP
	Country and period

	5.81
	7.36
	Togo, 1975-79

	3.38
	6.88
	Gabon, 1970-74

	4.64
	6.43
	Algeria, 1970-79

	0.92
	6.25
	Panama, 1970-79

	2.13
	5.95
	Congo, Rep., 1980-84

	5.18
	5.95
	Angola, 1990-95

	1.57
	5.38
	Gabon, 1975-79

	2.06
	4.54
	Angola, 1985-89

	4.42
	3.92
	Jordan, 1985-89

	1.15
	3.60
	Algeria, 1970-74

	2.57
	3.49
	Gabon, 1985-89

	1.61
	3.37
	Morocco, 1975-79

	1.09
	3.35
	Cote d’Ivoire, 1975-79

	1.45
	3.32
	Zambia, 1970-74

	1.50
	3.26
	Panama, 1070-74

	2.24
	2.9
	Congo, Dem.Rep., 1970-74


Table 6: Ranking of the largest REMITTANCES recipients

	ODA/GDP
	REMITTANCES/GDP
	Country and period

	6.47-5.14
	20.76-17.96
	Lesotho, 1975-1995

	24.88, 22.19
	15.64, 15.80
	Cape Verde, 1990-99

	2.77
	12.06
	Lesotho, 1995-99

	10.16-14.56
	11.38-10.6
	Jordan, 1975-1985

	0.639
	10.40
	Jamaica, 1999-95

	8.11
	10.31
	Samoa, 1995-99

	8.33
	10.18
	Samoa, 1985-89

	2.97
	9.75
	Jordan, 1995-99

	13.27
	9.74
	Samoa, 7

	24.76
	9.57
	Cape Verde, 1985-89

	8.99, 11.69
	9.26, 8.50
	Tonga, 1985-95

	4.42
	8.71
	Jordan, 1985-89

	11.64
	8.50
	Tonga, 1995-99

	19.67
	8.44
	Cape Verde, 1980-84


Table 7

	
	GROWTH
	INV
	GOV

	
	OLS(cluster)
	OLS (cluster)
	OLS (cluster)

	LNGD0
	-0.06

(-4.06)
	0.03

(3.24)
	-0.02

(-2.54)

	INV
	0.47

(3.55)
	
	

	SEC
	-0.00

(-0.21)
	
	

	PRI
	0.00

(0.33)
	0.001

(4.11)
	

	GOV
	-0.35

(-2.87)
	-0.13

(-1.64)
	

	CW
	-0.06

(-4.12)
	-0.01

(-1.13)
	0.02

(1.64)

	INFLmean
	-2.93e-06

(-0.66)
	
	

	INFL
	
	-6.99e-06

(-3.18)
	

	SAFRICA
	-0.06

(-2.52)
	
	

	LAAM
	-0.03

(-1.54)
	
	

	ASIAE
	0.05

(1.97)
	
	

	ETHFRAG
	
	
	0.01

(0.27)

	DemocPIV
	
	
	-0.01

(-1.05)

	ODA
	-0.01

(-2.57)
	0.001

(1.01)
	0.01

(5.93)

	
	
	
	

	Constant
	0.59

(5.18)
	0.12

(-2.01)
	0.30

(5.39)

	
	
	
	

	R-squared
	0.2091
	0.3375
	0.1843

	N
	440
	465
	643


Table 8

	
	GROWTH
	INV
	GOV
	GROWTH
	INV
	GOV

	
	OLS(cluster)
	OLS (cluster)
	OLS (cluster)
	OLS(cluster)
	OLS (cluster)
	OLS (cluster)

	LNGD0
	-0.06

(-4.04)
	0.03

(3.45)
	-0.015

(-2.18)
	-0.04

(-1.88)
	0.03

(2.76)
	0.01

(1.40)

	INV
	0.52

(3.93)
	
	
	0.72

(5.76)
	
	

	SEC
	0.00

(0.28)
	
	
	0.00

(0.83)
	
	

	PRI
	-0.00

(-0.15)
	0.00

(3.83)
	
	-0.00

(-0.96)
	0.0005

(1.96)
	

	GOV
	-0.36

(-2.80)
	-0.09

(-1.13)
	
	-0.22

(-1.85)
	-0.056

(-0.57)
	

	CW
	-0.06

(-4.17)
	-0.007

(-0.98)
	0.02

(1.73)
	-0.06

(-3.27)
	-0.004

(-0.49)
	0.02

(1.67)

	INFLmean
	-1.86e-06

(-0.41)
	
	
	-3.76e-06

(-1.37)
	
	

	INFL
	
	-6.76e-06

(-2.93)
	
	
	-7.5e-06

(-6.24)
	

	SAFRICA
	-0.056

(-2.19)
	
	
	-0.05

(-2.10)
	
	

	LAAM
	-0.045

(-2.05)
	
	
	-0.07

(-2.79)
	
	

	ASIAE
	0.03

(1.21)
	
	
	-0.01

(-0.32)
	
	

	ETHFRAG
	
	
	0.002

(0.10)
	
	
	0.04

(1.45)

	DemocPIV
	
	
	-0.01

(-1.08)
	
	
	-0.02

(-1.61)

	ODA
	-0.005

(-2.32)
	0.002

(1.87)
	0.006

(5.40)
	-0.01

(-2.89)
	0.003

(2.04)
	0.006

(4.62)

	ratioGodagross
	-0.06

(-1.28)
	-0.04

(-1.63)
	0.06

(2.56)
	
	
	

	ratioGIDAodagross
	
	
	
	-0.03

(-0.80)
	-0.007

(-2.57)
	0.09

(3.18)

	
	
	
	
	
	
	

	Constant
	0.60

(5.52)
	-0.11

(-2.06)
	0.26

(4.23)
	0.47

(2.91)
	-0.12

(-1.56)
	0.01

(0.12)

	
	
	
	
	
	
	

	R-squared
	0.2165
	0.3330
	0.1882
	0.2518
	0.3512
	0.1616

	N
	428
	452
	623
	300
	314
	467


Table 9

	
	GROWTH
	INV
	GOV

	
	OLS(cluster)
	OLS (cluster)
	OLS (cluster)

	LNGD0
	-0.05

(-2.40)
	0.02

(2.60)
	-0.03

(-4.68)

	INV
	0.33

(2.14)
	
	

	SEC
	0.00

(0.39)
	
	

	PRI
	-0.00

(-0.37)
	0.0005

(2.22)
	

	GOV
	-0.35

(-3.06)
	-0.09

(-1.48)
	

	CW
	-0.05

(-2.85)
	0.0006

(0.08)
	0.005

(0.50)

	INFLmean
	-2.85e-06

(-0.69)
	
	

	INFL
	
	-3.86e-06

(-2.00)
	

	SAFRICA
	-0.08

(-2.98)
	
	

	LAAM
	-0.06

(-2.92)
	
	

	ASIAE
	0.01

(0.36)
	
	

	ETHFRAG
	
	
	-0.005

(-0.21)

	DemocPIV
	
	
	-0.012

(-1.08)

	PrivToPriv
	0.02

(4.23)
	0.01

(3.88)
	0.005

(1.54)

	PrivToPub
	0.004

(0.52)
	0.016

(5.54)
	0.007

(1.62)

	Remittances
	0.002

(1.38)
	0.004

(4.23)
	0.005

(1.51)

	
	
	
	

	Constant
	0.52

(3.39)
	-0.08

(-1.42)
	0.47

(7.58)

	
	
	
	

	R-squared
	0.1919
	0.4464
	0.1557

	N
	349
	369
	469


� Kray and Raddatz (2005) find little evidence of the existence of a poverty trap. In fact the usual growth models, as the one use by Sachs et al.  (2004) to justify their proposal, need unreasonable parameter values to generate a trap and generate counterfactual predictions. 


� Kapur (2003).


� Concessional loans are those whose grant element is at least 25%.  


�For instance Collier and Dollar (2002).


� Basically the intertemporal elasticity of substitution should not be too low.


� Recently several papers have used instrumental variables techniques to analyze the effect of openness on democracy (Lopez-Cordoba and Meissner, 2004) and the effect of democracy on growth (Papaioannou and Siourounis 2004).


� Fiscal, monetary and trade policies.


� Przeworski and Vreeland also find that program participation lowers the grow rate of countries while they receive aid. However, after the leave the program growth is faster than if they had remained in the program but still not as fast as if they had not participated at all.


� We should notice that the level of significance for this results and the test of equality of the coefficients of both variables is 10% instead of the usual 5%.


� See Appendix I for a definition of this variable and the source.


� Conditional aid is not as easy to implement as it sounds. There has been many attempts to provide conditional aid based on the macroeconomic management of the economy by the receiving countries. Unfortunately, most of these attempts have not been successful because of the difficulty to observe the use of the funds and the opposition of many governments to provide the required information to evaluate the effect of the funds. In addition the view, shared by many international organization, that population should not be punished by what their governments do impedes that conditionality could be seen as a credible condition.   


� Obviously, if from time to time there is a condonation of debt the loan mechanisms will not be credible.


� We do the same tests as we did for ODA, and the results indicate the ratio grants over ODA is exogenous, on growth. 





� Klein and Harford (2005).
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