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1. Introduction

Despite the fast growth of some developing 
countries during the last 10 years, poverty is still a 
very serious problem in many areas of the world. 
The latest calculation of the number of poor 
around the world indicates that in 2005 there were 
1,376.7 million people living below the new esti-
mates of the poverty line, defined as $1.25 per day 
using the 2005 PPP1 (Chen and Ravallion 2008). 
Figure 1 shows the evolution of the proportion of 
people living in developing countries below this 
poverty line. It can be seen that the proportion 
has dropped from around 50% in 1981 (1,896.2 
millions) to 25% in 2005. However, most of this re-
duction in poverty is concentrated in a particular 
country: China. Eliminating China the reduction 
in the proportion has been smaller, going from 
40% in 1981 to 29% in 2005. In fact the number 
of poor has increased between 1981 and 2005 if 
we do not count China (from 1,000 million poor 
to 1,120 million).
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Looking at the regional distribution of poverty 
in Figure 2 we see a clear reduction in the East 
Asia and Pacific region (where China is included) 
but a large increase in Sub-Saharan Africa. There-
fore, poverty continues being a critical problem 
for the international community.

According to newspaper accounts, the solution 
to the poverty problem requires foreign aid. At 
least if attention is paid to the numerous charity 
events sponsored by movie or music starts or the 
published promises of world leaders. 

Among academics there is more controversy. 
Sachs (2005) proposes scaling-up foreign aid. The 
problem, as far as Sachs is concerned, is that for-
eign aid is not enough to overcome the “poverty 
traps”. The existence of a “poverty trap” would 
imply that if the provision of foreign aid is not 
high enough then the gains in income per capita 
of developing countries due to the impact of in-
ternational aid would be temporary, since they 
will eventually return to the original equilibrium 
with a high level of poverty2. Therefore, Sachs 
(2005) argues that there is need for a “big push” 
in foreign aid. More money will facilitate the ap-
plication of western technology to the solution of 
development problems. This vision (accepted by 
the UN or the Gleneagles agreement3), proposes 
the application of ambitious plans with a large 
increase in the amount of foreign aid. Easterly 
(2006) represents the opposite view which claims 
that big plans pave the road for failure. Therefore, 
Easterly proposes to scale down foreign aid ap-
plying a bottom-up approach. Easterly argues that 
Sachs did not answer the most important ques-
tion: how is it possible that after spending 2.3 
trillion dollars in foreign aid during the past half 
century we do not see the application of these 
technological solutions to developing countries? 
Instead of big plans, Easterly (2006) argues in fa-
vour of a piecemeal approach (searchers instead Fi

gu
re

 1
. H

ea
dc

ou
nt

 in
de

x 
fo

r 
th

e 
de

ve
lo

pi
ng

 w
or

ld
: 1

98
1-

20
05

%
 b

el
ow

 th
e 

po
ve

rt
y 

lin
e 

($
1.

25
 p

er
 d

ay
 2

00
5 

PP
P)

60 50 3040 20 10 0

19
81

19
93

19
84

19
96

19
87

19
99

19
90

20
03

20
05

A
gg

re
ga

te
d 

   
   

   
   

   
  

Ex
cl

ud
ed

 C
hi

na



4 5

of planners). Piecemeal reform motivates specific 
actors to take small steps, one at a time, then tests 
whether that small step made poor people better 
off, holds accountable the agency that implement-
ed the small step, and considers the next small 
step. Easterly (2006) considers that the main issue 
is not technology but complex economic and po-
litical factors: lack of property rights, corruption, 
lack of adequate institutions to enforce contracts, 
etc. Collier (2007) argues that rich countries could 
do a lot to help poor countries. But the most they 
can do is to intervene after civil wars, reform inter-
national law and promote good institutions in de-
veloping countries4. Collier does not frame things 
in terms of resource-transfers to poor countries. 
Instead, his focus is on how developed countries 
can get poor countries to improve their institu-
tional arrangements. 

2. Some preliminary evidence 

Before turning to the evidence in detail, it is in-
teresting to look at some simple correlations. This 
section discusses the data available at the country 
level and some simple evidence on the relation-
ship between foreign aid and development. Table 
1 shows the average proportion of Official Devel-
opment Assistance (ODA)5 over GDP for the peri-
od 1970–99. In many African countries the size of 
this ratio was over 5% for many years of that pe-
riod. In Burkina Faso, for example, aid accounted 
for two-thirds of the government budget and 8% 
of GDP over the period 1985–89. In Mauritania, 
it accounted for 60% and 22%, respectively, for 
the period 1980–84. In Rwanda, Vanuatu, Gam-
bia, Niger, Tonga and Mali, foreign donors pro-
vided over a third of the government budget dur-
ing some 5-year periods between 1960 and 1999. 
Some countries are chronically dependent on aid. 
Aid accounted for 40% of the government budget Fi
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roeconomic performance: recipient countries are, 
almost by definition, the ones with the lowest 
level of income per capita. Figure 3 shows the 
relationship between the average proportion of 
foreign aid over GDP and the level of GDP per 
capita of recipient countries. We divide the sam-
ple into three decades, the 70s, 80s, and 90s to 
analyze whether there has been any change in 
the distribution of aid. The slope of the regression 
lines for the three decades indicates that large 
amounts of ODA are targeted at poor countries. 
However, the slope for the 70s is flatter than the 
one for the 80s and 90s, which means that over 
time, donors have been more concerned in target-
ing poor countries.   

3. Does foreign aid help?

The previous section contained a preliminary 
exploration of the relationship between foreign 
aid and economic development. As already men-
tioned, identifying the effect of aid on develop-
ment is a complex matter since there are issues of 
endogeneity related with the fact that poor coun-
tries may receive more aid precisely because they 
are poorer than other countries. However, even 
considering this problem, the literature finds little 
evidence in favour of a positive (or negative) im-
pact of aid on growth.

The literature is vast, so we shall 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. He finds that aid does not 
significantly increase investment or human devel-
opment indicators, but it does increase the size of 
government. Burnside and Dollar (2000) concen-
trate on the differential effect of policies, instead 
of political institutions, on the effectiveness of aid. 

and 6.2% of GDP in Burkina Faso. In Mauritania it 
accounted for 37% and 12%, respectively.

Despite this large amount of financial aid, the 
economic performance of the recipient countries 
has been disappointing. If we look at Table 1, 
we will recognize many of the countries with the 
poorest economic record in recent decades. 

It is true that there is an important issue in 
order to establish the causal effect of aid on mac-

Comoros 16.1

Guinea-Bissau 13.9

Mauritania 12.3

Chad 8.1

Gambia, The 8.1

Zambia 8.0

Central Afr. Rep. 7.2

Mali 7.1

Somalia 7.0

Jordan 7.0

Niger 6.2

Burkina Faso 6.2

Malawi 6.1

Lesotho 6.1

Tanzania 5.9

Togo 5.9

Nicaragua 5.8

Senegal 5.3

Burundi 5.2

Rwanda 5.1

Country Aid over GDP

Table 1. The 20 most aid-dependent countries

Note: ODA over GDP is calculated as an average for the period 
1970–1999.
Source: Djankov, Montalvo and Reynal-Querol (2008a).
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They find that aid works in good policy environ-
ments — notably, good fiscal, monetary, and trade 
policies. The results in Burnside and Dollar (2000) 
imply that increasing the conditionality of aid on 
policies would improve the effectiveness of aid. 
Related studies have corroborated this finding: 
The result that the effect of aid depends on good 
policies has been found to be robust by some au-
thors (Collier and Dehn, 2001; Collier and Dollar, 
2002). However, Easterly, Levine and Roodman 
(2004) find that the results of Burnside and Dollar 
(2000) are fragile if one changes the sample pe-
riod (e.g., by extending the sample up to 1997) or 
if one fills in the missing data for 1970–93.

Hansen and Tarp (2001) examine the relation-
ship between foreign aid and growth in real GDP 
per capita as it emerges from simple augmenta-
tions of popular cross-country growth specifica-
tions. They show that aid increases the growth 
rate, and this result is not conditional on “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 estima-
tor and the set of control variables. But the results 
in Przeworski and Vreeland (2000) and Barro and 
Lee (2005) cast doubts on the effectiveness of for-
eign aid. Both studies analyze the effectiveness of 
IMF aid and conclude that loans reduce economic 
growth and investment in the recipient countries. 
More recently, Rajan and Subramanian (2007) find 
no evidence of the relationship between aid and 
economic growth, even after correcting for the 
fact that aid goes typically to countries with poor 
economic performance. Roodman (2004) tested 
the results of seven aid-growth papers for robust-
ness. All the results appear fragile, especially to 
sample expansion.

Djankov et al. (2008a) use the standard set 
of controls in the literature of aid and growth: 
in particular, they follow Burnside and Dollar Fi

gu
re

 3
. R

el
at

io
ns

hi
p 

be
tw

ee
n 

av
er

ag
e 

pr
op

or
ti

on
 o

f f
or

ei
gn

 a
id

 o
ve

r 
G

D
P

 a
nd

 G
D

P
 p

er
 c

ap
it

a

70
   

   
   

   
   

   
   

   
   

   
  F

it
 7

0
80

   
   

   
   

   
   

   
   

   
   

  F
it

 8
0

90
   

   
   

   
   

   
   

   
   

   
  F

it
 9

0

(m
ea

n)
 G

D
P_

 p
er

 c
ap

ita
 

25 20 15 0510

6
8

7
9

10

So
ur

ce
: D

ja
nk

ov
 e

t a
l. 

(2
00

8a
).



10 11

imports lagged one period. Therefore the equa-
tion for aid is the following:

where the excluded instruments are the logarithm 
of population (p), the group of variables that 
capture donors’ “strategic interests” (z), and arms 
imports as a fraction of total imports lagged one 
period (m).

Figure 4 shows the conditional correlation be-
tween foreign aid over GDP and per capita in-
come growth resulting from running the above 
model. The graph shows a lack of correlation be-
tween foreign aid and per capita growth in GDP 
conditional on all the other explanatory variables. 

4. Why does aid not lead to economic 
prosperity?

Empirical research on the impact of foreign aid 
on economic development does not find a consist-
ent positive (or negative) effect. There are several 
reasons that can explain this lack of an effect of 
aid on poverty and development6. 

4.1. The objective of donors

First of all, donor countries may have objec-
tives that undermine the effectiveness of foreign 
aid. Almost half of the foreign aid provided by 
OECD countries does not have poverty alleviation 
and economic development as its basic objectives. 
Alesina and Dollar (2000) find that while some 
donors have the right incentives (raising incomes, 
poverty reduction, institutional improvement) 
many others are driven by political and strategic 

(2000), Easterly et al. (2004), and Hansen and 
Tarp (2001) among others. The set includes initial 
income, ethno-linguistic fractionalization, assas-
sinations per capita and the product of ethno-
linguistic fractionalization and assassination per 
capita, the institutional quality from ICRG (Inter-
national Country Risk Guide) used by Knack and 
Keefer (1995), the M2/GDP to indicate financial 
depth lagged one period, dummies for sub-Saha-
ran Africa and fast growing East Asia, and period 
dummies. Finally, they include the policy vari-
able constructed by Burnside and Dollar (2000). 
When following the basic specification of Hansen 
and Tarp (2001) they include the budget bal-
ance/GDP (Bb), log (1+ inflation) and a variable 
measuring openness to trade (open), originally 
constructed by Sachs and Warner (1995), and up-
dated by Roodman (2004). For all the empirical 
analysis they consider a sample of 112 recipient 
countries and data from 1960 to 1999 organized 
in five-year intervals:

where GROWTH is the growth rate of GDP per 
capita; yit is the log of gross domestic product per 
capita in the initial year of each sub-period; and 
the vector X has the usual controls in growth re-
gressions explained above.

As aid generally flows to countries whose 
growth rate is getting worse, Djankov et al. 
(2008a) use an instrument for foreign aid. They 
follow Burnside and Dollar (2000) and Easterly et 
al. (2004) and use a group of variables that cap-
tures donors’ “strategic interests” — proxied by 
dummy variables for the Franc Zone, a dummy 
for being an ex-colony of the UK, a dummy for 
Central American countries — the logarithm of 
population and arms imports as a fraction of total 

AIDit = γy mit-1 + φp pit + z'i γz + ζit (2)

 (1)GROWTHit = ß1yit + ß2X' sit + ß4aidit + γt + μit
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considerations. Another possible reason that ex-
plains the ineffectiveness of foreign aid is the so-
called “warm glow” effect. Donors may only be 
interested in the fact of giving itself and not in its 
effects on the recipient countries. Therefore, the 
utility of donors does not depend on the well-be-
ing of the citizens of recipient countries but only 
on the satisfaction derived from providing aid. This 
interpretation is consistent with the evaluation of 
policies based on inputs (money disbursed) rather 
than outcomes (effect of the aid on poverty and 
economic development). It is also consistent with 
voters who are worried about the total amount of 
money that is dedicated to foreign aid (say 0.7% of 
GDP) and not about the results that aid produces 
in recipient countries7. 

4.2. Foreign aid could reduce the institutional 
quality of receiving countries

The evidence shows that foreign aid has a neg-
ative impact on the democratic stance of develop-
ing countries. If the discovery of natural resources 
produces a large flow of income, that “windfall” 
may generate corruption, rent-seeking activities 
and, in extreme situations, a civil war. A large flow 
of foreign aid may have the same consequences. 
Casual observation seems to indicate that foreign 
aid may have unexpected consequences. For in-
stance, one of the largest projects of the World 
Bank in recent years ($180 million) has been the 
Chad-Cameroon oil pipeline. The World Bank ap-
plied 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 supposed to spend the money only 
on education, health, and infrastructure. However, 
it is well known and documented that already the 
first $4.5 million received as a signing bonus from 
the oil companies was deviated. Recently, Chad 
weakened the regulation that imposes the dedica-
tion of most of its oil revenue to poverty reduc-Fi
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effect of aid on democratization using a sample of 
108 recipient countries (43 are sub-Saharan Afri-
can countries, 29 from Latin America, and 13 from 
Asia). Table 2 ranks the 10 countries that receive 
the largest and the smallest amount of aid condi-
tional on having some institutional change dur-
ing that 5-year period. On average, aid-dependent 
countries suffer a 2-point reduction in democracy 
(on a scale from 0 to 10). In contrast, the countries 
least dependent on aid suffer a 0.9-point reduc-
tion in democracy. These results suggest a positive 
correlation between aid and the reduction in the 
democratic level of countries.

Figure 5 shows the partial correlation, using 
OLS (ordinary least squares), for the relationship 
between aid and the change in democracy be-
tween 1960 and 1999. The slope of this relationship 
is negative. The effect of aid over GDP in the long 
run is considerable: if the foreign aid over GDP that 
a country receives over a period of five years reach-
es the 75th percentile in the sample, then a 10-point 
index of democracy is reduced by between 0.5 and 
almost one point, a substantial effect.

Using information from the Freedom House 
index, Knack (2004) argues that there is no evi-
dence that aid promotes democracy. Djankov et al. 
(2008b), use two variables, the democracy score 
of the Polity IV, and Checks and Balances of the 
Database of Political Institutions, to calculate the 
democratic stance of a country. In addition, they 
consider simultaneously the effect of foreign aid 
and other easily extractable resources (in particu-
lar oil) to avoid an omitted variable problem. Their 
findings support the view that foreign aid is not 
neutral, but damages democratic institutions. They 
provide empirical evidence that a sudden wind-
fall 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. 

tion programs and reneged on its deal with the 
World Bank. Once oil revenues began to reach 
the government’s accounts in 2004, the program 
(which implied that royalties were deposited in 
an offshore account and monitored by an inde-
pendent committee) ran into trouble. Finally, the 
World Bank decided to suspend all its loans to 
Chad (World Bank 2008). 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.

Theoretical studies have documented several 
mechanisms that can explain why sudden wind-
falls of resources in developing countries have led 
to a decline in their growth rate. Although exist-
ing theoretical models differ in their specifics, the 
basic elements are common: individuals engage 
in rent-seeking activities to appropriate part of 
the resource windfall and, by so doing, reduce 
the growth rate of the economy. In addition most 
of the theoretical arguments rely in the so-called 
tragedy of the commons. Lane and Tornell (1996) 
describe a growth model that incorporates “com-
mon access”8 to the capital stock as a reduced 
form of a situation where other groups can appro-
priate part of the returns of a group of individuals. 
They document the existence of a so-called vorac-
ity effect: if powerful interest groups exist and the 
intertemporal elasticity of substitution is not too 
low, then the growth rate of the economy will de-
cline when there is a windfall of resources.

The general view of the empirical relationship 
between foreign aid and institutional quality 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. However the 
evidence suggests that foreign aid seems to work 
more as a curse rather than a blessing. Djankov, 
Montalvo and Reynal-Querol (2008b) analyze the 
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Zambia, 1996  29.52  6  -3

Comoros, 1999  14.30  5  -4

Gambia, 1990  11.99  7  1

Nicaragua, 1995  10.33  6  2

Gambia, 1994  9.34  8  -8

Lesotho, 1970  9.04  9  -9

Botswana, 1971  8.89  7  2

Madagascar, 1998  8.84  8  -1

Jordan, 1992  8.05  1  1

Mali, 1997  7.78  7  -1

Venezuela, 1992  0.017  9  -1

Venezuela, 1999  0.025  8  -1

Argentina, 1976  0.025  6  -6

Brazil, 1985  0.031  2  5

Argentina, 1999  0.032  7  1

Mexico, 1988  0.034  1  1

Mexico, 1997  0.041  4  2

Brazil, 1988  0.043  7  1 

Trini. Tobago, 1984 0.044  8  1

Malaysia, 1995  0.044  5  -1

Country  ODA  Democracy  Δ Democ
  (at the beginning 
  of the period)

Table 2. Top and bottom10 recipients of aid 
and changes in institutions

Source: Djankov et al. (2008b).

In their estimation, they consider several ex-
planatory variables besides foreign aid and oil. 
Sudden changes in the terms of trade are shocks 
that can lead to social unrest and political instabil-
ity. This effect is related to the reduced ability of 
corrupt governments to benefit from exports of 
natural resources. Negative shocks pressure gov-
ernments to reduce democracy and checks and 
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country would have gone from the average level 
of democracy in recipient countries in the initial 
year to a total absence of democratic institutions. 

One possible explanation is that parties in 
power will engage in rent-seeking activities in 
order to appropriate these resources, and they 
will try to exclude others from engaging in the 
government decision-making process. These re-
sources induce rent-seeking behaviour and cor-
ruption by parties in government. Resources that 
are relatively easy to extract motivate parties in 
power to try to concentrate decisions on how to 
redistribute those resources to themselves while 
excluding others. By doing so political institutions 
are damaged because they become less demo-
cratic and less consensual. Because most foreign 
aid is not contingent on the level of democracy 
in recipient countries, there is no incentive for 
governments to keep a good level of checks and 
balances. 

4.3. Donor’s coordination and aid effectiveness 

Another hypothesis, little explored in the lit-
erature, is that the effectiveness of foreign aid 
depends on the fragmentation of donors. Hav-
ing many donors with scarce coordination may 
imply a duplication of projects and the absence 
of a coherent development plan. These problems 
will reduce the effectiveness of foreign aid10. This 
is the topic of study of Djankov et al. (2008a). 
Following the OECD, they distinguish 37 donors, 
among which 15 are multilateral and 22 are bi-
lateral agencies. For 1960–64, the United States 
is by far the largest donor, with nearly two-thirds 
of official development assistance (64.1%). France 
is second with 9.8% and the United Kingdom 
third with 8%. By 1995–99, Japan is the largest 
bilateral donor, with 22.8%, followed by the In-
ternational Development Association (IDA) with 
12.3% and the United States with 10.5%. Using 

balances in order to increase their capture of re-
sources. On the other hand positive shocks imply 
an increase in the size of rents that can be appro-
priated. Finally, they control for the initial quality 
of political institutions. As aid may flow to coun-
tries whose institutions are getting worse, Djankov 
et al. (2008b) use an instrument for foreign aid. 
They follow Burnside and Dollar (2000) and East-
erly et al. (2004). Therefore, the specification is the 
following:

where ΔINSTit is the change in institutions, AID 
is a measure of the change in the stock of aid re-
ceived by a country measured as the net foreign 
aid (flow) over GDP, OIL is the size of rents of oil 
over GDP, SHOCKS is the size of the absolute neg-
ative or positive shock to the terms of trade and 
INST is the level of institutional development at 
the beginning of the period9. The excluded instru-
ments are the logarithm of initial income (y), the 
logarithm of population in the initial period (p), 
the group of variables that capture donors “strate-
gic interests” (z), and the dummy for Sub-Saharan 
Africa. Djankov et al. (2008b) show the robustness 
of the results and check the sensitivity of the basic 
results to the inclusion of the additional variables 
proposed in the empirical literature on democra-
tization.

The magnitudes of the effects are striking. If a 
country receives the average amount of aid over 
GDP over the whole period, then the recipient 

ΔINSTit = ß0 + ß1AIDit + ß2OILit + ß3SHOCKS(–)it 

+ ß4SHOCKS(+)it + δINSTit-1 + λt + εit

AIDit = γy yit-1 + φp pit-1 + z'i γz + ζit

(3)

(4)
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these data, Djankov et al. (2008a) measure the 
degree of competition among donors by con-
structing a donor fragmentation index. Knack and 
Rahman (2007) calculate two measures of donor 
fragmentation using the index to analyze the im-
pact of donor fragmentation on the quality of 
government bureaucracy. Easterly (2007) uses the 
Herfindahl-Hirschman index to calculate a donor 
fragmentation index as a measure of specializa-
tion11. The index of donor fragmentation has the 
following form,

 

where π i is the proportion of aid given by donor 
i with respect to all aid the country received. That 
is, π i is the relative size of donor i. It measures 
the probability that if we take two dollars of for-
eign aid each dollar would come from a different 
donor. 

Figure 6 shows the evolution of the average 
annual donor fragmentation over time. From this 
figure it is clear that donor fragmentation has in-
creased. This started with the establishment of 
the International Development Association, estab-
lished in 1960, Japan’s Overseas Economic Coop-
eration Fund (1961), and the Asian Development 
Bank in 1966. The late 1980s and early 1990s saw 
the establishment of the Multilateral Investment 
Guarantee Agency, the European Bank for Recon-
struction and Development, and France’s Pomarco 
and Denmark’s Investment Fund for Central and 
Eastern Europe.

Not all recipient countries have fragmented 
donors. For some recipient countries and peri-
ods, there is only one donor: for example in Cape 
Verde in 1960–64 (Portugal) and 1965–69 (Ger-
many), Oman in 1960–1964 (the UK) and Papua 

FRAG = 1 – ∑+ π 2
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prehensive 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.”

When many donors are involved, aid may have 
no effect or in some cases even a negative one. 
The former may be the result of increased coor-
dination problems between the government and 
various donors. The latter can take place when 
the presence of multiple donors increases cor-
ruption in government. In particular, Djankov et 
al. (2008a) document the supply of aid money 
in developing countries and find that the pres-
ence of multiple donors in a given country ren-
ders aid ineffective. Consistent with Easterly et al. 
(2004), they do not find a positive effect of aid on 
growth, nor do they find a positive effect of aid 
in good policy environments. Instead, they find 
that an aid-receiving country at the median of the 
donor fractionalization distribution will grow one 
percentage point faster than a country at the 75th 
percentile. They also test the hypothesis that this 
result is driven by the effect of multiple donors 
on the increase in corruption. We describe these 
results in the next section.

4.4. Aid, corruption and bureaucratic quality

One reason that could justify the lack of an ef-
fect 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 gener-
ated by foreign aid. We describe some studies on 
the effect of foreign aid on corruption.

Reinikka and Svensson (2004) use panel data 
from a unique survey of primary schools in Ugan-
da to analyze the extent to which grants actually 
reached the schools. They find that during the pe-
riod 1991–95, schools on average received only 

New Guinea in 1960–69 (Australia). Some Mid-
dle Eastern countries — Bahrain, Oman, Syria 
and the United Arab Emirates — have few do-
nors throughout the sample period. Many African 
countries — for example Botswana, the Gambia, 
Guinea-Bissau, Malawi, Mozambique and Zambia 
— start with one or two donors in 1960–64 and 
have nearly every donor present by 1999.

Having many donors, and higher donor frag-
mentation, does not lead to receiving more for-
eign aid. In particular, the correlation between 
donor fragmentation and aid is -0.13. Donor frag-
mentation is high in sub-Saharan Africa (correla-
tion coefficient is 0.27), in countries with corrupt 
governments (with a correlation of -0.21 with the 
ICPRG index), and in countries with high level 
of government consumption (correlation equal to 
0.18) and countries in civil war (0.16). In contrast, 
donor fragmentation is lowest in East Asia (-0.45) 
and in middle-income countries (correlation with 
log GDP is -0.28).

Djankov et al. (2008a) argue that the burden 
imposed by the interests of multiple donors is 
an important determinant of the effectiveness of 
foreign aid. Acharya et al. (2006) argue that the 
“immediate consequence of the proliferation of 
donor organizations is a very large increase in the 
transaction costs incurred by agencies of recipi-
ent governments in their engagements with aid 
donors. The more donors there are, the easier 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 donor agencies 
to focus efforts on obtaining good results from 
their own projects, even if this impinges adversely 
on overall aid performance.” Morss (1984) argues 
that, “…donor and project build-up, which con-
tinues into the 1980s, is having a negative impact 
on the major government institutions of develop-
ing nations. Instead of working to establish com-
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and opinion surveys. It ranges between 0 and 10, 
with high numbers indicating low levels of cor-
ruption. Djankov et al. (2008a) regress corruption 
on aid, donor fragmentation, and the core control 
variables including latitude, ethnic fractionaliza-
tion and legal traditions (common law and civil 
law). The idea is that legal tradition captures the 
level of intervention of government. They find that 
if a country goes from the median of donor frag-
mentation to the 75th quartile, the average quality 
of institutions is reduced by 0.4 points.

5. The experimental evidence

In the previous section, we argued that the 
economic evaluation of the effectiveness of for-
eign aid based on macro data seems to indicate 
that aid does not have any impact on growth 
and it even has some undesirable consequences. 
However, another interpretation of the results is 
that the identification of the effects of aid using 
macro-data is quite difficult. In recent years many 
economists have moved from country analysis 
of aid effectiveness to the microeconomic evalu-
ation of specific aid projects. In particular, the 
fast growing literature uses randomized experi-
ments to evaluate the impact of projects financed 
with foreign aid (Montalvo 2007). The ultimate 
objective of this research program is to construct 
a catalogue of best practices in development as-
sistance, comparing the relative effectiveness of 
alternative projects. In essence, the idea is to 
characterize which projects work, which projects 
do not work, and why. The evaluation of the im-
pact of foreign aid and, in general, development 
interventions, helps to understand the effects of 
programs that, even when well intended and well 
run, may have no impact or even unintended 
consequences.

13% of the grants. The rest disappeared on the 
way. Moreover, they show that surveys in other 
African countries confirm that Uganda is not a 
special case. Olken (2005) shows that 28% of the 
aid money directed at community-development 
infrastructure projects in Indonesia is lost due to 
corruption. Competition may not be beneficial in 
the market of aid, because it could generate cor-
ruption in the government. This could happen by 
various donors working with different strata of 
the government, sometimes with little oversight of 
how the money is spent. Gibson et al. (2005) ar-
gue that the presence of multiple donors increas-
es the recipient government’s negotiation power. 
Donors become less demanding in selecting and 
supervising projects and it is easier for corrupted 
officials to appropriate resources. Therefore donor 
fragmentation could reasonably increase corrup-
tion. Knack and Rahman (2007) show theoretically 
that bureaucratic quality will erode more in recipi-
ents with greater donor fragmentation. They also 
provide some empirical evidence, using the ICRG 
bureaucratic quality variable, of this relationship. 
They find that high levels of aid, and greater frag-
mentation of aid (computed from project counts) 
are associated with larger declines in bureaucratic 
quality.

Djankov et al. (2008a) test these hypotheses 
using three measures of corruption: a variable that 
captures control against corruption from the World 
Bank Institute, the ICRG index of corruption, and 
the CPISCORE index from Transparency Interna-
tional. The variable advocated by Kaufmann and 
Kraay (2008) measures corruption in government. 
It varies between -2.5 and 2.5, with higher val-
ues indicating more control against corruption. 
The ICRG corruption variable measures the level 
of control for corruption. It ranges from 0 to 6, 
where high values indicate low levels of corrup-
tion. The CPISCORE measures the perception of 
corruption, as determined by expert assessments 
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without an economic model. This criticism used 
to be a fair attack on the reduced form evaluation 
of the early experiments. Recently the proponents 
of randomized evaluation are increasingly inte-
grating theoretical models, and predictions, with 
the results of randomized experiments. See for in-
stance Duflo et al. (2009). 

In this section we shall discuss the applica-
tion of the experimental methodology to different 
types of projects related with three basic fields16: 
health, education and the development of the fi-
nancial sector (micro-credits).

5.1. The evaluation of health interventions 

The interventions in the health sector are 
aimed at two basic objectives: the change of sani-
tation and sexual habits and the change in the 
health system from the supply side (changing the 
incentives of service providers). In this subsection 
we describe a few examples of interventions in 
this sector (Kremer 2007). 

As already mentioned above, one of the most 
influential recent studies on health interventions 
in developing countries is the evaluation of a de-
worming program presented in Miguel and Kre-
mer (2004). In some such countries, close to 90% 
of the children are infected. Miguel and Kremer 
(2004) consider a program of deworming in Ken-
ya, which uses schools, instead of clinics, as the 
base for the system of delivery. The deworming 
program reduced worm load and increased self-
reported health. Not surprisingly, it also reduced 
school absenteeism by 25%. However, the most 
interesting result was the low cost of improving 
education (compared with other programs): it 
only cost $3.50 dollars to get an extra year of edu-
cation. In addition, there were important externali-
ties: other schools that were not included in the 
treatment group also saw a reduction in the worm 

The increasing prevalence of randomized ex-
periments for the evaluation of development pro-
grams has generated several controversies12. The 
criticism comes from the advocates of the tradi-
tional macroeconomic approach13 to development 
and the microeconomic structural approach14 pro-
ponents. First of all, some authors, like Deaton 
(2010), argue that experimental and quasi-experi-
mental methods are used inappropriately. Deaton 
(2010) argues also that “the evidence from rand-
omized experiments has no special priority… they 
do not occupy any special place in some hierar-
chy of evidence”. But it seems clear that in inter-
nal validity of a properly performed randomized 
experiment is superior to any other econometric 
method, where proper identification can be com-
prised by many factors. Imbens (2010) argues that 
otherwise the insistence of the Food and Drug 
Administration on the randomized evaluation of 
new drugs would be unreasonable. Angrist and 
Pischke (2010) argue that methods based on ex-
perimental or pseudo-experimental designs are 
superior to the standard econometric procedures. 
Rodrick (2008) presents a less radical approach 
to the interpretation of the merits of randomized 
experiments. Rodrick (2008) recognizes the supe-
riority of experiments in terms of internal validity 
but questions their external validity15. This is a fair 
criticism. Generally in randomized experiments 
there is a trade-off between external validity and 
internal validity. 

Finally, Deaton (2010) and Ravallion (2009) 
complain about the predominance that rand-
omized evaluation is attaining in the field of eco-
nomic development. Ravallion (2009) writes the 
following: “Doctoral students are searching for 
something to randomize. Philanthropic agencies 
are sometimes unwilling to fund non-experimen-
tal evaluations. Even the World Bank is respond-
ing”. Deaton (2010) argues that the results of the 
experimental approach cannot be interpreted 
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load and absenteeism of their students. Miguel 
and Kremer (2007) consider the sustainability of 
this program. Since health education (wash your 
hands frequently, wear shoes, etc.) did not have 
the expected impact, Miguel and Kremer (2007) 
analyze if the program of deworming could be 
sustainable without foreign aid. For this purpose 
the NGO that helped with the first stage of the 
experiment, instituted a cost sharing mechanism. 
When the users had to pay part of the cost, instead 
of getting a full subsidy, the take-up fell by 80%. 
The revenue raised with this system was very low, 
which clearly indicates that the deworming pro-
gram was not sustainable in the long run without 
continuous foreign aid.

Another scheme of subsidies for health is em-
bedded in the PROGRESA program: the cash trans-
fer for poor mothers in rural areas was conditional 
on participation in preventive health measures 
and children’s school attendance. Shultz (2004) 
reports that the illness rate of children in the treat-
ment group was 39.5% lower than in the control 
group. Children in the treatment group were also 
1 cm taller and they had a 25% less chance of be-
ing anaemic. In addition, children in the treatment 
group logged 0.7 additional years of education 
with respect to the control group.

Finally, recent projects try to evaluate the man-
agement of health systems at large. Bloom et al. 
(2007) analyze the contracting out of the man-
agement of government health services to NGO’s 
in five districts that had been randomly selected. 
They show that the targeted outcomes improved 
by half standard deviation with respect to the 
comparison district.

5.2. The evaluation of education interventions

In the educational sector, some of the worries 
are the same as in the health sector. As there are 

ghost doctors, doctors who do not show up for 
work, there are also ghost teachers17. The devel-
opment programs have been centred on three is-
sues: increasing participation in school, improving 
school quality, and reforming the administrative 
structure. There are several experiments that ana-
lyze the impact of alternative programs to reduce 
the cost of education. The conditional transfers 
of PROGRESA increased enrolment by 3.4%. The 
deworming experiment of Kenya led to a 25% in-
crease in the presence of students in schools and 
this is being replicated in India. Other programs 
are also being evaluated (Duflo 2007): an experi-
ment on the provision of school uniforms in Kenya 
shows that it reduces the dropout rate by 15% and 
an experiment on the provision of free breakfast 
shows an increase in participation of 30%. Other 
experiments are the program of extra teachers in 
India, based on the remedial education provided 
by the Balsakhi, and an experiment on scholar-
ships for girls based on test performance in Kenya.

Figure 7 summarizes the cost per extra year of 
education of alternative programs. This indicator 
allows the comparison of very different experi-
ments in terms of costs and benefits. Surprisingly 
enough, the most cost effective program to in-
crease participation in schools is deworming. The 
subsidies in primary education of the PROGRESA 
programme are very expensive since, in any case, 
most of the students were studying primary edu-
cation. The grants for girls with good academic 
performance and the free lunches are also expen-
sive procedures to increase participation, at least 
in relative terms. 

The second problem is to increase the qual-
ity of education. Many interventions have an ef-
fect on participation but no effect on standardized 
test scores. Therefore, we need to answer the fol-
lowing question: is it useful to spend resources 
to increase the participation rate at school if the 
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1. Oriented at productive activities. Karlan and 
Zinman (2008) consider the potential role of 
consumer credit instead of entrepreneurial 
credit. They estimate the impact of consum-
er credit supply expansion using a field ex-
periment in South Africa. Karlan and Zinman 
(2008) find that the marginal loans increase 
credit access and produce measurable benefits 
(increase employment, and reduce poverty).

2. The bias towards women. Pitt and Khandker 
(1998) show that the effect of program partici-
pation differs according to the gender of the 
program participant. Recent evidence shows 
that credit provided to women improves meas-
ures of health and nutrition of boys and girls 
while the credit provided to men has no sig-
nificant effect.

3. The weekly repayment schedule. Does it matter 
if the repayment schedule is weekly, monthly 
or yearly? Obviously, the cost of the alterna-
tive schedules is different and, therefore, there 
is scope for improvement. Field and Pande 
(2007) use a randomized field experiment to 
assign clients randomly to different types of re-
payment schedules. Their findings indicate that 
more flexible repayment schedules can allow 
micro-finance institutions to lower transaction 
costs without increasing default rates.

4. Group liability. The group liability clause in 
the typical micro-finance contract claims to im-
prove repayment rates and reduce transaction 
costs by providing incentives to monitor and 
enforce others’ contracts. The reason is that 
clients have incentives to screen the trustwor-
thiness of other clients before allowing those 
individuals into the program. Clients have also 
incentives to monitor the quality of the invest-
ment projects of other clients and to enforce 
the repayment of the loans by peer pressure. 

students learn nothing at school? There are many 
randomized experiments in developing coun-
tries looking at this particular problem. Most of 
the results are disappointing. Those experiments 
have covered the case of the provision of free 
textbooks, the provision of free flip charts, or the 
use of extra teachers for remedial education (the 
Balsakhi program). The Balsakhi (which means 
“the child’s friend”) are young women who have 
finished secondary school and are hired in the lo-
cal community to teach students lagging behind in 
basic maths and literacy. Other experiments have 
analyzed the effect of cameras to reduce absentee-
ism among the teachers; the payment of incentives 
to teachers based on test scores; or computer as-
sisted education. Figure 8 contains a comparison 
of the cost of increasing test scores in 0.1 standard 
deviations for each of the programs mentioned 
previously that had any positive effect (this condi-
tion excludes the provision of flip charts which 
did not have any significant effect on test scores). 
The most cost effective systems are remedial edu-
cation although the effect is small. Free textbooks 
and computer assisted education are the most ex-
pensive procedures. 

5.3. The evaluation of financial interventions

In recent years NGOs and governmental bod-
ies have introduced microcredit programs, target-
ed at the poor in low income countries. Expand-
ing credit access has become a key element of 
development strategies everywhere. The evalua-
tion of these programs shows that they are quite 
successful in improving health and nutrition for 
families (Pitt and Khandker 1998), while being 
sustainable in the long run (the default rate is 
very low). Recent research is trying to disentan-
gle the different components of microcredits in 
order to improve its potential as an anti-poverty 
device. Among these components there are four 
elements: 
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The difficulties of the macroeconomic ap-
proach to identify the effect of foreign aid are one 
important reason why the use of randomized ex-
periment is becoming the standard in the evalu-
ation of the effectiveness of foreign aid. The fi-
nal part of the opuscle summarizes some of those 
findings, in the context of education, health and 
financial interventions/programs. The evidence is 
accumulating fast. We already know that deworm-
ing is an extraordinarily effective way to improve 
health, and even education, in developing coun-
tries. We also know that, at least in some parts 
of India, the use of extra teachers for remedial 
education is very effective to improve the qual-
ity of education while providing free textbooks is 
not such a good idea. Obviously, more research 
is needed to complete a comprehensive manual 
of best practices in developing assistance. In ad-
dition, experimental evidence should be comple-
mented with economic theory to improve the ex-
ternal validity of the results. 

However, group liability can also deter a good 
client from borrowing, questioning the long 
run sustainability of this type of programs. In-
dividual in good credit standing may face high-
er net interest rates if they join the program 
than if they look for credit alternatives outside 
the program. Gine and Karlan (2007) conduct a 
field experiment comparing individual-liability 
centers (treatment group) versus group liability 
(control group). They find no increase in de-
fault rates in the treatment group.

6. Conclusions

Many developing countries have received large 
amounts of foreign aid during the last forty years 
but the results are quite disappointing. This opuscle 
reviews the empirical evidence on the effective-
ness of foreign aid and discusses some political 
economy considerations that could explain, at least 
partly, the ineffectiveness of development assis-
tance. These political economy effects are related 
to the incentives of donors and aid agencies, the 
interaction between donors and recipient coun-
tries, and the delivery of aid in those countries. 

The disappointing results on the average ef-
fect of foreign aid on growth have led to a line 
of research on the conditions under which aid 
maybe effective. The empirical evidence is also 
mixed on whether aid helps conditional on good 
policies. Most of the literature agrees that those ef-
fects of foreign aid are elusive and fragile. Recent 
papers find that foreign aid has a negative effect 
on the institutional development and the demo-
cratic stance of recipient countries. It is likely that 
the macroeconomic approach to the evaluation of 
the effectiveness of foreign aid is not well suited 
to provide a clear answer to the big question: Is 
foreign aid god or bad?
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(13) We call traditional macro approach to the evaluation of 
development policies using macroeconomic aggregates to esti-
mate the models. The main criticism of the supporters of this ap-
proach to the use of experiments is that many important mac-
roeconomic questions cannot be answered using experiments. 

(14) The structural approach relies on the construction of theo-
retical models from first principles (utility function, production 
function, etc.) and the evaluation of policies by simulating the 
model with parameters calibrated based on previous research.

(15) Internal validity implies that the statistical inference about 
causal effects is valid for the population under study. An experi-
ment is externally valid if its inferences can be generalized to 
other populations different from the one used in the experiment. 

(16) For a lengthy discussion on these issues, see Montalvo 
(2007).

(17) Ghost workers are people who should be present in educa-
tion and health facilities but they are absent most of the time.

Notes

* We would like to thank the anonymous referee, whose com-
ments have enhanced the interest of the paper.

(1) PPP stands for Purchasing Power Parity.

(2) Researchers have been unable to verify empirically that 
there are poverty traps. See for instance Kraay and Raddatz 
(2007).

(3) The results of the negotiation in the 31st G8 summit, held 
from July 6 to July 8 of 2005, is popularly known as the “Gle-
neagles agreement” because of the hotel where the meeting took 
place. The G8 countries agreed to provide US$50 billion in aid 
for developing countries and to forgive debt to the Highly In-
debted Poor Countries. G8 members of the EU committed to a 
joint target of 0.56% of GDP in 2010 and 0.7% in 2015. 

(4) For a recent discussion on these general issues see Banerjee 
(2007) or Easterly (2008).

(5) ODA flows include grants and concessional loans — that is, 
loans whose grant element is at least 25%.

(6) Notice that the results discussed in this section are condi-
tional on the appropriateness of the econometric specification 
and, in some cases, the instruments used in the estimation.

(7) Martens et al. (2005) and Montalvo (2008) discuss many 
other political economy mechanisms.

(8) Common access implies that all the individuals have open 
access to resources, or that it is very costly to limit access.

(9) The specification can be interpreted as regressing changes 
on changes. AID is the net change in the stock of foreign aid 
over GDP; OIL is the annual rents from oil over GDP and the 
SHOCKS are, by definition, changes in the levels.  

(10) There are reports of the multiple vaccination of a little girl 
by different NGOs after the tsunami in Banda Ache. (El Pais, 
April13, 2005. P.A2) The reaction after the inoculation of so 
much virus content was the development of an illness. Faced 
with the danger of an epidemic, several doctors were called to 
the area just to find out that the illness was caused by the inex-
istent coordination of the NGOs working in the area. 

(11) Montalvo and Reynal-Querol (2005a, 2005b, 2008) dis-
cuss the relationship between the properties of the index of frac-
tionalization and polarization in the context of the determi-
nants of civil wars and genocides. 

(12) For a general approach to randomized evaluation on de-
velopment programs see Duflo et al. (2006).
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