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Abstract

This paper provides an overview of the empirical literature on the relationship between foreign
aid and economic growth. It reviews key theoretical perspectives, examines major empirical
findings, and identifies gaps in the existing literature. The evidence remains mixed, with three
main viewpoints emerging: some studies find that aid promotes economic growth, others argue
that it hinders growth, while a third group suggests that its effectiveness depends on country-
specific factors such as institutions and policy environment. In light of these mixed findings, the
paper highlights the need for more refined analytical approaches. Future research should focus on
developing models that better capture the complexity of the aid-growth relationship and account
for the various factors influencing its outcomes.
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1. Introduction

The impact of foreign aid on economic growth of the recipient country has been a subject of intense debate in
the last three decades. Theoretically, foreign aid is expected to promote economic growth of recipient country due
to its role in complimenting the domestic resource gap. Chenery and Strout (1966) posit that developing countries
face two major resource gaps, savings and foreign exchange gaps. The gaps restrict the process of growth and
development thereby creating underdevelopment and high rates of poverty. In view of the fact that rich countries
and multinational corporations are vastly endowed with funds and capacity, therefore international community
expect them to assist developing countries, by not only providing funds but also providing development
programmes assistance. Poor rates of economic growth and low level of development in most of the developing
countries has raised the empirical question of whether foreign aid really stimulates growth and development of
developing countries. Numerous empirical studies have addressed this question but the findings are rather mixed
and inconclusive.

The findings of the past studies categorized into three main strands of literature. The first strand believes that
foreign aid has positive and direct impact on economic growth and the overall development. The second strand of
literature argued that the positive impact of foreign aid on growth and development is conditional to certain factors
such as macroeconomic policy, institutional quality, level of corruption etc., while the last strand consists of
pessimistic view on foreign aid-growth relationship. This view holds that foreign aid has negative impact on
growth and development of recipient countries. Against this background, this paper intends to provide an overview
of empirical literature on this matter and we highlight the merits and shortcomings of the past studies and
id3entifying the existing gap in the literature.

The rest of the paper is organized as follows. The second section discusses the theoretical models that
extensively used in examining the aid-growth relationship. The third section provides a review of empirical
literature. The fourth section highlights the gaps in the literature, while the last section presents a summary and
conclusion.

2. Review of Theoretical Models on Foreign Aid-Growth

Two major aid theories, namely; the theory of Two-Gap Model proposed by Chenery and Strout (1966) and the
Poverty Trap Model developed by Nelson (1956) demonstrate the role of foreign aid in promoting growth. This
section provides a brief review of these two theories by which their major pitfalls are revealed. The original
presentations of these models are based on mathematical approach, yet, for easy understanding we present them in
the most simplified version.

2.1. Chenery and Strout Two-Gap Model

The nexus between foreign aid and economic growth is widely described by “two gaps” model. The
development of “two gaps” model is based on post-Keynesian growth model developed by Harrod (1939) and
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Domar (1946). The theory attests that the economic growth of developing countries is restricted by two gaps — i.e.
the savings and foreign exchange gaps (Chenery and Strout, 1966). Savings gap means that domestic savings are
too low to finance desired level of investment while the foreign exchange gap refers to insufficiency of foreign
currency to finance import of needed capital goods. Foreign capital inflow provided the additional capital resources
required to fill the financial gap and thereby permitting the achievement of the targeted level of investment that
promotes economic growth. It also provides foreign exchange that fills the difference between import requirements
to achieve a certain level of production.

Two-gap model however, is criticized on several grounds. Firstly, the model considers investment as the only
source of growth while in fact; growth is determined by number of factors (Harms and Lutz, 2004). In addition,
Harms and Lutz (2004) argued that foreign aid is mostly spent on consumption expenditure rather than on capital
investment. Thus, foreign aid cannot close the gaps as described by the model. Foreign aid is also constantly
associated with perpetuation of corrupt administration, which tends to limit domestic investment and economic
growth (Harms and Lutz, 2004). Furthermore, Colman and Nixon (1994) argued that the model is more
appropriate for developed countries rather than developing countries. They further stress that the model’s
assumptions of being independent on each other and the absence of linkage between saving and investment is
unrealistic. Gersovits (1982) found evidence, which suggests that the growth of developing countries is constrained
by saving gap and not foreign exchange gap. Thus, Gersovits (1981) rejected the two-gap notion of the model.
Defendants of this theory however, point out that “two gaps” model are transparent and a flexible framework for
achieving the developmental goals of the poor and developing countries.

While the two-gap model has received so much criticism, it remains to be a prototype model for evaluating the
impact of aid on growth. Several institutions are still applying this model in implementing their aid policies. In this,
Easterly (2003) comments that “the financing gap model in which aid increases investment and then that investment
tncreases economic growth has dubious theoretical foundations and numerous empirical failings. Vet no other model of aid and
growth has risen to take its place. The financing gap model continues to be used today in the World Bank and other institutions
making aid policy” (Easterly, 2003, p.17). Similarly, Devarajan et al., (2002), recognizes the pitfall of the “two gaps”
model but they also acknowledge it as transparent and flexible framework for examining, the aid requirements of
achieving poverty eradication goal.

2.2. The Poverty Trap Model

Nelson (1956) introduced the model of poverty trap and argues that the main rationale for providing aid to
poor countries is to rescue them from poverty trap. Poverty trap refers to a mechanism that creates and perpetuates
vicious circle of poverty. The idea behind this theory is that low-income level in developing countries leads to low
savings, which eventually leads to low investment. Low level of investment causes low rate of economic growth,
which in turn leads to poverty. This mechanism is self-perpetuating and it is termed as poverty trap. Foreign aid is
aimed to supplement domestic savings to raise investment level and permitting higher rate of economic growth.
This would to some extent help to breakdown the vicious circle of poverty and eventually addresses the poverty
trap.

Contrary to two-gap model, poverty trap model does not require the persistent and incremental inflow of
foreign funds. It requires the injection of foreign fund only once, just to breakdown the vicious circle and allows a
higher rate of growth to take-off. However, as in the case of two-gap model, the poverty trap model is also not
without limitations. Harms and Lutz (2004) argue that for poverty to be removed in the poor countries, something
more than the injection of foreign fund is required. They insist on the importance of private capital inflows and the
role of good governance in the process of addressing poverty. The model has been recently revitalized by Sachs et
al., (2004) who re-examined three major sources of poverty trap, that is, increasing returns to scale, saving-income
function, and the fertility-income function. However, Kraay and Raddatz (2005) have shown some doubts about the
existence the first two traps. Their skepticism is also supported by Global Monitoring Report 2005 which stressed
that there is neither. The similar criticism has been brought forward by Easterly (2006).

The empirical criticism about poverty trap model brought forward by Guillaumont and Jeanneney (2006) who
provide the summary of empirical skepticism about the Poverty Trap hypothesis. They stressed that among
countries which were forty or fifty years ago are low income, a negligible number of them have been able to grow
significantly and to move up from this low level. Nevertheless, they argue that many low-income countries
remained to be poor and that they share common structural characteristics that create the conditions of a low-level
equilibrium, which eventually trap them into poverty and underdevelopment (Guillaumont and Jeanneney, 2006).

3. Review of Empirical Literature
Empirical studies on the impact of aid on growth are divided into three categories. In this section, we provide a
concise review of these three schools of thoughts.

3.1. Pro Aid Laiterature

The pro aid literature maintains that foreign aid plays an important role on the growth by augmenting the
savings and foreign exchanges gaps in the recipient countries. These two constraints undermine the process of
capital accumulation that limits the economic growth. Earlier studies by Papanek (1973) and Levy (1988) stressed
that foreign aid spur economic growth by supplementing domestic savings, augmenting capital stock, and financing
investment. They argued that aid increases the productivity in recipient countries, especially when the aid is
invested in education and health sectors. These studies triggered the debates on the relationship between aid and
growth. However, Papanek (1973) study was pointed out to have some econometric pitfalls such as simultaneity
bias and measurement defaults (Ali and Isse, 2005). Despite the shortcomings in the initial studies on foreign aid
and economic growth many subsequent studies observed the existence of positive linkage between aid and
economic growth. For instance, Dowling and Hiemenz (1983) and Hadjimichael ef al., (1995) found significant
positive impact of foreign aid on economic growth of the recipient countries despite the argument that the positive
effect of aid on growth is not absolute. Meaning that, the growth impact of aid would eventually diminish as the aid
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flow increases further. This argument is supported by Dalgaard, et al., (2004), Lensink and White (2001), Hansen
and Tarp (2000, 2001), and Durbarry et al, (1998). Similarly, Stern (2002) and Stiglitz (2002) stressed that
although aid promotes growth, its impact may be declining in some countries, thus, it may fail to generate the
desired results.

Burhop (2005) investigation on the possible causal relationship between aid and growth using time series
analysis in 45 developing countries for the period of 1960 to 1999 suggest the existence of causal relationship
between aid and growth in some countries while for some countries the relationship does not exist. Likewise,
Karras (2006) results from examination of the correlation between growth and aid on annual data from 1960 to
1997 for a sample of 71 poor countries indicate that foreign aid impact on growth is positive and statistically
significant. He evidences that when aid continuously increase by $20 per person the growth rate of real GDP per
capita will permanently increase by 0.16 percent.

A recent study by Asteriou (2009) on five South Asian countries namely India, Pakistan, Bangladesh, Nepal and
Sri Lanka observed a positive impact of aid on GDP growth. Furthermore, Minoiu and Reddy (2010) also found a
significant and robust result that suggests a positive nexus between developmental aid and long-run growth.

3.2. Aid Conditional to Certain Factors

Researchers under this school of thought, endeavor to find the conditions under which foreign aid may have
positive impact on growth. According to this view, the positive impact of foreign aid on economic growth depends
on certain country-specific factors. These factors include macroeconomic policy environment, political stability and
civil liberties, geographical factors, institution quality, and countries’ vulnerability to external shocks. Burnside and
Dollar’s (2000) study was among the first to spark the debate on this view. They argue that the positive impact of
aid on growth relation is dependent on macroeconomic environment of the recipient countries. It is asserted that
foreign aid can only have a positive influence on economic growth if the recipient country has good macroeconomic
policies such as low budget deficit, low inflation, and significant degree of trade openness. The implication of this
argument is that donor countries should be more selective in granting the aid to the poor and developing countries.
Aid should be allocated according to recipient’s performance and commitment in macroeconomic management in
order to achieve the desired results. This criterion could be used by bilateral and multilateral donors.

In spite of being so influential, Burnside and Dollar’s study have been challenged on several grounds. For
example, Easterly et al, (2004) argue that the relationship between policies and aid is not significant, thus, they
concluded that Burnside and Dollar’s findings were not robust. Likewise, Hansen and Tap (2000) challenged
Burnside and Dollars’ finding and argued that the results are sensitive to changes in data and model specifications.
They stressed that when sample size and model specification is altered, the results also change substantially. In
support of Hansen and Tap (2000), Easterly et al, (2004) also applied the same methodology used by Burnside and
Dollar (2000) on extended sample size (56 countries) and period (from 1970-1973 to 1990-1993) to re-evaluate
Burnside and Dollar’s results. Their results rejected Burnside and Dollar (2000) hypothesis that aid effectiveness
on economic growth is dependent on macroeconomic policy. Their evidence supported by earlier study by
Dalgaard and Hansen (2000) who argued that foreign aid could spur economic growth irrespective to quality of
recipients’ macroeconomic policy. In the same manner, Guillaumont and Chauvet (2001) found evidence that
foreign aid work positively in countries with difficult economic environments characterized by unstable terms of
trade and natural disaster. These findings further supported by Collier and Dehn (2001) who found evidence that
aid can be effective even in the condition of vulnerable terms of external trade. Thus, in light of Guillaumont and
Chauvet (2001) and Collier and Dehn (2001), the implication of Burnside and Dollar (2000) finding cannot be
applied for all countries.

Although Burnside and Dollar’s (2000) study was challenged in various aspects, a number of successive studies
followed their approach to identify the conditions by which aid can positively affect the growth of recipient
countries. For instance, later studies revealed that the positive aid-growth nexus is conditional to certain
characteristics of the recipient countries such as vulnerability to external shocks (Collier and Dehn, 2001;
Guillaumont and Chauvet, 2001); geographical and tropical location (Dalgaard, et al, 2004); degree of political
stability and civil liberties (Islam, 2003; Chauvet and Guillaumont, 2002); institutional quality (Burnside and
Dollar, 2004); and the timing of aid distribution following an armed civil conflict (Collier and Hoeftler, 2002).

Collier and Hoeftler (2002) believe that timing of aid is crucial for effective impact of aid on growth of post-
conflict nations. Therefore, they stress the need for donor countries to phase out aid gradually immediately after
contlicts (preferably during the first four years) and gradually reduce back to normal amounts by the end of the
first post-war decade. Several authors support this idea. They believe that foreign aid inflows during post-conflict
period are very important tool for promoting political stability and development in the post-conflict societies.
Hamburg (2001) holds that massive aid inflow soon after conflict is crucial for the people to secure at least
minimum living standard and restore the destroyed infrastructures. He insists that these countries need technical
assistance to rebuild their institutional structures and create democracy. All of these are pre-requisite to assure a
positive impact of aid on economic growth. Contrary to this allege, Ishiyama, et al, (2007) found evidence that
suggest aid during the post-conflict period has little or no effect on emergence of democracy in post-conflict
counties. Thus, the finding rejected Collier and Hoeffler’s (2002) arguments.

3.8. Anti-Ard Laiterature

The literature under this category advocates that aid has negative effect on growth and it may undermine the
economic growth. Pioneer of this view were Friedman (1958) and Bauer (1972) who stressed that donor country
should stop sending aid to developing countries as it has no effect on growth. They added that aid would increase
the power of recipient governments, creates corruption, and limit development. Bauer (1972) noted that aid
impedes growth of private sector investment thereby limiting economic growth and development. The other
reasons posited by this school to justify the view that foreign aid hinders economic growth is that foreign aid may
induce recipients’ governments to reduce efforts of revenue collection from taxes and country’s mechanism of
raising tax may decline, eliciting the need for additional aid while dissipating the short-term beneficial effects of aid
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and creating a culture of dependency (Adam and O’Connel, 1999). Some scholars assert that a continuous increase
in the foreign aid inflow could reduce long-run capital accumulation and labor supply of aid recipient countries,
which eventually would, reduces the rate of economic growth.

Elbadawi (1999) provide evidence that aid harms recipient countries’ economy by causing an appreciation of
the real exchange rate. The appreciation of real exchange rate can lead to loss of country’s competitiveness that
affects the balance of trade position of the country that could hurt the overall economic performance of the country
in the long run?. This argument was supported by White and Wignaraja (1992) in the case of Sri Lanka. However,
studies by Nyoni (1998), Sackey (2001), and Quattara and Strobl (2003) provided contrasting results. These studies
indicated that foreign aid flow is associated with real exchange rate depreciation. Issa and Ouattara (2004) indicate
that foreign aid inflow is not associated with foreign exchange appreciation and therefore the hypothesis for Dutch
disease impact of foreign aid is rejected. Nonetheless, there is some evidence, which show that the aid impact on
growth is null. For instance, Lensink and Morrissey (2000) study found absence of any significant relationship
between foreign aid and growth in developing countries.

Furthermore, Burke and Ahmadi-Esfahani (2006) also observed that aid does not promote growth because of
its crowding out effects on domestic savings. Based on three South East Asian countries (Thailand, Indonesia and
the Philippines) and using a simultaneous equation model the found that aid has insignificant impact on growth but
it does not crowd out domestic savings. Indeed, the panel data cointegration analysis of six poorest and highly aid
dependent African countries indicates that foreign can impose negative effects on economic growth in the long run
(Mallik, 2008).

There is also an argument that asserts that aid can hurt growth of recipient country when it is so volatile. This
argument is supported by Neanidis and Varvarigos (2009), Bulir and Hamann (2003), and Arellano et al., (2005).
In particular, Bulir and Hamann (2003) and Arellano et al. (2005) documented that volatility of foreign aid can
result into a huge loss of welfare in recipient countries. The study on median welfare cost of business cycles in
developing countries by Pallage and Robe (2003) also supports the idea that aid volatility can results into huge
welfare costs in developing countries. Ramey and Ramey (1995) have indeed shown that aid volatility has long-
term negative impact on economic growth of aid recipient countries.

Rajan and Subramanian (2005) assert that the foreign aid may have undesirable effects of competitiveness of
the recipient’s exports and this may be the reason for lack of healthy positive relationship between aid and growth.
This argument is supported by the evidence that the share of intensive labor and tradable industries in the
manufacturing industries decreases with increase in foreign aid. This observation is alse consistent with what is
commonly termed as Dutch disease. In Dutch disease, it is explained that over devaluation of national currency
hurts exporting manufacturing industries by making their goods less competitive with other nations thereby
increasing imports and decreasing export and hence hurting the overall productivity, thus, leading to low growth.
Prati and Tressel (2006) suggest that aid volatility is a key factor of Dutch disease effects on aid for recipient
countries. They propose that developing countries need to adjust the net domestic assets of their central banks
through monetary and fiscal policy decisions to smooth out the aid-driven fluctuations of their balance of trade and
support their exports.

3.4. Contemporary and Recent Literature

Recent studies on foreign aid and economic growth have moved beyond the earlier debate of whether aid
works, and instead focus on understanding how, when, and under what conditions aid can be effective. This shift
reflects a growing recognition that the impact of aid is not uniform across countries, but rather depends on a range
of institutional, economic, and political factors.

One important theme in the recent literature is the role of institutions. For example, Axel Dreher et al. (2018)
show that the eftectiveness of aid varies considerably depending on the quality of governance and institutions in
recipient countries. In environments where institutions are weak, the potential benefits of aid may not be fully
realized. This suggests that improving institutional capacity is essential for maximizing the growth impact of
foreign aid.

At the same time, newer empirical studies provide more optimistic evidence compared to earlier pessimistic
views. Using a quasi-experimental approach, Sebastian Galiani et al. (2017) find that foreign aid can have a positive
effect on economic growth, particularly when it is sustained over time and properly targeted. Their findings
highlight the importance of consistency and long-term commitment in aid flows.

Another area that has received increasing attention is the composition of aid. Rather than treating aid as a
single aggregate, recent studies emphasize that different types of aid may have different effects. For instance,
Markus Briickner and Antonio Ciccone (2018) suggest that aid directed toward productive sectors such as
infrastructure, education, and health tends to have a stronger impact on growth than general budget support. This
supports the argument that disaggregating aid is crucial for understanding its effectiveness.

In addition, the issue of aid volatility has become an important concern in recent years. George Kyrtsou and
Theodora Metaxas (2020) find that unpredictable and fluctuating aid flows can create macroeconomic instability
and weaken long-term growth performance. This implies that not only the amount of aid matters, but also its
reliability and predictability.

Recent literature also revisits the role of domestic policies in shaping aid effectiveness. David Fielding (2018)
shows that aid tends to be more effective in countries with sound macroeconomic policies, although it can still
generate positive outcomes in less favorable environments if properly managed. This suggests that policy
environment continues to play an important, but not exclusive, role.

Finally, there is growing interest in how donor behavior and geopolitical considerations influence aid
outcomes. Axel Dreher and Andreas Fuchs (2019) provide evidence that aid allocation is often driven by political
and strategic interests rather than purely developmental goals. This may reduce the effectiveness of aid in
promoting economic growth.

! See for example Bauer (1982), (1991); and Gong and Zou (2001)
2 See Wijnbergen, S. Van (1984), “The Dutch Disease: A Disease After All?”, Economic Journal, Vol. 4, pp. 378:4:1.
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Overall, the recent literature presents a more balanced and nuanced view of the aid-growth relationship.
Instead of asking whether aid works in general, current research emphasizes that its effectiveness depends on
factors such as institutional quality, sectoral allocation, policy environment, and stability of aid flows. This
perspective provides a deeper understanding of how foreign aid can contribute to sustainable economic growth in
developing countries.

4. Observed Gap in the Literature

The review presented above clearly shows that there is a large and growing body of literature on the
relationship between foreign aid and economic growth. Despite this, there is still no clear agreement on whether
aid promotes or hinders growth. While many studies use similar econometric approaches, they often arrive at very
different conclusions. Some find that aid has a positive effect on growth, others report negative eftects, and some
suggest that the impact of aid depends on specific conditions within recipient countries.

One possible explanation for these mixed results lies in the limitations of the methods used. Many of the
models applied in earlier studies are highly sensitive to changes in data, variables, or estimation techniques. As a
result, even small differences in methodology can lead to different outcomes. This suggests a need for more robust
and flexible analytical frameworks that can better capture the complexity of the aid-growth relationship. Future
research should therefore focus on improving existing models or developing new ones that take into account the
multiple channels through which aid influences economic performance.

Another important issue is the heavy reliance on cross-country studies. Although these studies provide usetul
insights, they often lead to broad generalizations that may not hold in all contexts. In reality, countries differ
significantly in terms of their economic structures, political systems, and institutional capacities. For instance, the
challenges faced by countries in Sub-Saharan Africa are quite different from those in East Asia or Latin America.
This means that conclusions drawn from cross-country analyses may not accurately reflect the situation in
individual countries. I'uture research should therefore place greater emphasis on country-specific or region-specific
studies in order to produce more relevant and reliable findings.

In addition, while earlier studies - particularly those influenced by Burnside and Dollar (2000) - highlight the
importance of macroeconomic policies, more recent work suggests that the issue is more complex. Factors such as
institutional quality, governance, and the ability of countries to effectively absorb aid also play a critical role. At the
same time, not enough attention has been given to the role of donors. Donor priorities, conditions, and allocation
strategies may also influence how effective aid is, and this remains an area that deserves further investigation.

Another limitation in the literature is the common practice of using aggregate measures of aid, such as Ofticial
Development Assistance (ODA). This approach assumes that all types of aid have the same effect, which is unlikely
to be the case. In reality, different forms of aid serve different purposes, and their impacts on growth may vary. As
recent studies suggest, looking at the composition and sectoral allocation of aid can provide more meaningtul
insights. Future research should therefore consider breaking down aid into its different components.

Finally, the issue of timing has not been adequately addressed in many studies. The impact of aid on economic
growth is unlikely to occur immediately; instead, it may take time for its effects to materialize. Ignoring this time
dimension may lead to incomplete or misleading conclusions. Future studies should therefore incorporate time lags
and distinguish between short-term and long-term eftects of aid.

5. Conclusion

This paper has provided an overview of the empirical literature on the relationship between foreign aid and
economic growth. Although a substantial amount of research has been conducted on this topic, there is still no
clear consensus on how aid affects growth. While some studies find that aid contributes positively to economic
performance, others suggest that its impact is conditional on certain factors, and some even argue that aid may
hinder growth.

One of the key observations from this review is that many studies rely on similar data sets and analytical
techniques, yet arrive at different conclusions. This suggests that the variation in findings may be partly due to
weaknesses in the models used, as well as differences in how the analysis is conducted. In addition, the widespread
use of cross-country approaches has often resulted in generalized conclusions that may not fully capture the
diversity of experiences across countries.

Given that countries differ widely in terms of their economic conditions, political environments, and
institutional structures, it is important for future research to take these differences into account. While recent
studies have made some progress in incorporating country-specific factors, there is still room for further
improvement. Moreover, future research should also pay closer attention to the role of donors. The way aid is
allocated, the conditions attached to it, and the priorities of donor countries may all influence its effectiveness.
Addressing issues such as endogeneity will also be important in improving the reliability of empirical findings.

Finally, more attention should be given to how aid is distributed across sectors. Disaggregating aid and
examining its impact at a more detailed level can help identify which types of aid are most effective in promoting
economic growth. This would provide more practical insights for policymakers and contribute to a better
understanding of the aid-growth relationship.
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