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Abstract

While past studies had conflicting conclusions regarding the impact of foreign aid on growth and
development of a nation, recent studies have tried to delve deeper into the question, ‘what makes
aid work?’(see, Dutta, Leeson and Williamson, 2012; Burnside and Dollar, 2004 ;2000; Svesson,
1999). This paper tests how political stability (vis-a-vis political instability) affects the
relationship between domestic investment and foreign aid. Applying dynamic panel estimators,
our results show that political stability affects aid’s effectiveness on domestic capital formation.
The paper considers alternative measures of political stability (vis-a-vis instability), focusing on
the political characteristics of a system that have the potential to make a nation stable. Political
stability affects policy selection by the government positively and, thus, public resources like
foreign aid are put to the desired use. The estimated marginal impacts show that foreign aid
enhances domestic investment in the presence of a stable political climate, but there is a
diminishing return to aid.
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1. Introduction

Aid is criticized for not contributing to economic development and gross capital formation.
Following the recent literature, we explore what makes aid effective or ineffective? We begin
with an introductory anecdote of two countries from the same region exhibiting a stark difference
in the impact of aid. First, we turn our attention to Tanzania. Tanzania is growing at the rate of
almost 7% for the last 10 years and is expected to reach middle income status by 2025. Foreign

aid (USD-1.6 billion in recent years: http://www.aideffectiveness.org/Country-Tanzania.html ) in

Tanzania, when compared to the rest of Africa, has been mostly successful due to several
conducive factors, such as a stable political system. The political stability in Tanzania has
encouraged foreign donors to allocate a greater portion of aid to Tanzania. Additionally, a stable
political environment ensures that corruption associated with foreign aid in Tanzania remains
under control which, in turn, provides a favorable business climate compared to other African
nations.

Now let’s compare Tanzania with Haiti. In recent years (like Tanzania), Haiti received
approximately $5 billion in U.S. foreign aid, excluding aid from other bilateral or multilateral
sources. Yet aid has been ineffective to help Haiti overcome its precarious economic condition.
Haiti is a country that has faced several instances of political instability due to its inherent
constitutional weakness and the unsustainable nature of the political system. Haiti was ruled by a
repressive dictator from 1957 to 1971, only to be replaced by a military dictatorship in the
eighties. Since then there have been several cases of the government being overthrown resulting
in a continuing unstable environment. Overall, Haiti’s situation has been extremely vulnerable
with no functioning parliament or judiciary system, no political consensus and the presence of

extreme violence. (http://www.napawash.org/wp-content/uploads/2006/06-04.pdf).
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The above anecdotes indicate that inflow of aid alone is no panacea for the least
developing nations’ problems. In fact, the impact of aid could be strikingly different based on the
internal environment of the recipient country. In this context, domestic institutional factors play a
critical role. Burnside and Dollar (2000) concluded that “aid has a positive impact on growth in
developing countries with good fiscal, monetary, and trade policies, but has little effect in the
presence of poor policies.” Weak institutions result in weak governance, and the personal
interests of public officials overrides the collective interests rendering the state powerless to
implement the necessary reforms.

Recent strand in the foreign aid literature show that effectiveness of aid may be
conditioned to features of the recipient countries. Below we summarize the recent findings that

reported interaction between aid and some policy variables:

Research Study Publication Year | Time period Interaction Term

Burnside and Dollar 2000 1970-1993 Foreign Aid x Policy Index
Collier & Dehn 2001 1974-1993 Foreign Aid x Policy Index
Guillamont & Chauvet | 2002 1970-1993 Foreign Aid x Environment
Collier and Hoffler 2002 1974-1997 Foreign Aid x post-conflict
Burnside and Dollar 2004 1970-1993 Foreign Aid x Institutional Quality

Following these strand of literature, in this paper we analyze how the presence of various forms
of political stability or instability affects aid’s impact on domestic capital formation and, thus,
domestic investment. Our definition of political instability encompasses regime type and several
characteristics of a political regime. Factors such as regime type (for example military or an

elective regime), nature of the head of state (military, elective or others), process of legislative



selection, and presence of uncertainty in the top authority (reflected through many forced
changes), are considered as measures of political stability (instability). Existing studies discuss
political instability being reflected in the traits of the political regime of a nation. As pointed out
by Butkiewicz and Yanikkaya (2005), in politically unstable and polarized environments, the
probability of inefficient and sub-optimal policy adoption by the government is significantly
high. Such environments are very common in more centralized regimes where both executive
and legislative bodies have been selected through less competitive process. Governments under a
politically unstable environment are more likely to select inefficient tax systems, are more likely
to have higher consumption and are more likely to accumulate higher external debt (Butkiewicz
and Yanikkaya, 2005). Thus, public resources like aid will not be put to its right use and can
even be diverted for private use.

In addition, the quality of democracy and the tenure of a political system are also
considered as alternate measures. The tenure (or term) of a democratic system is important since
as mentioned by Clague, Keefer, Knack and Olson (1996), ‘short-term perspectives are not likely
to help policy makers keep their commitments’. Thus, the other set of measures include the
quality of political institutions and tenure of a political system.

We consider a panel of 120 countries over 30 years (1979 — 2008) to empirically test the
following hypothesis — political stability affects the foreign aid-domestic investment relation
significantly. In the presence of greater political stability, aid effectiveness is enhanced. Our
contribution is twofold. First, we use robust econometric techniques like System GMM to test
our hypothesis. Along with taking care of several panel data hurdles, it takes into account and
corrects for the most serious concern of endogeneity of aid. We also consider an extensive

sample set of 120 countries over 30 years. Second, we estimate the marginal effect of aid for



various levels of political stability using robust econometric techniques. This strongly adds to our
findings as it gives a better perspective about aid’s effectiveness. Our results support our
hypothesis. Similar to previous studies (see, Hansen and Tarp 2000), our results confirm the non-
linear association of aid and capital accumulation. Aid boosts capital accumulation but at a
diminishing rate. Further, the results show how the different measures of political stability affect
aid effectiveness. Our estimated marginal impacts show that factors like a civilian or an elected
regime, an efficient legislative selection, no forced changes in the top elite of the government
enhance aid effectiveness. A non-linear impact of aid on domestic investment is present for the
different measures of political stability. Further, the estimated marginal impacts stress that at
very high levels of aid, even for politically stable situations, aid may not have a significant
impact on domestic investment. Our paper contributes to the literature that stresses on the impact
of aid being conditional on the institutional environment of a nation (Burnside and Dollar 2004,

2000; Svensson, 1999).

Next section describes the foreign aid and growth model. Section 3 discusses the data and the
sources. Section 4 talks about the methodology and the benchmark results. Section 5 discusses

robustness analysis, and Section 6 concludes.

2. Saving and Foreign Aid Model

The development literature has expressed skepticism about the impact of foreign aid inflows on
growth and development of the recipient nations (see Arndt et al. 2010, Doucouliagos and
Paldam 2008; Smith 2008; Djankov, Montalvo, and Reynal-Querol 2008; Rajan and
Subramanian 2007; Easterly, Levine and Roodman 2004; Roodman 2004; Brautigam and Knack

2004). Yet, it is hard to deny that such capital inflows are critical needs for the developing world



given the resource constraints they face. The aid-financed investment theory based on models
like Harrod-Domar (Harrod 1948; Domar 1946) and the Two-Gap Model stressed the need for
capital inflows for the developing world since they are resource constrained and thus cannot
finance investment through their savings. We present a version of the model below that describes
the needs of foreign capital to mitigate the saving-investment gap of developing nations. Further,

it delineates the conditions under which the impact of aid on domestic investment changes.
Two-Gap Model:

Formally in a closed economy Harrod-Domar model, the investment ratio=savings ratio,

. 1 _ S
lt - t/Yt = St == t/Yt (1)
where it is investment as a proportion of GDP, and st is the saving as a proportion of GDP.

For an open economy, foreign aid (a,) is included so that,

i =s;+a; 2

Therefore, marginal effect of aid on investment is as follows:

di, 0s;

+1 3)

da, da,

The extant literature establishes that savings ratio includes marginal rate of savings and a
component that is a proportion of foreign aid
S¢ = ap + aya, 4)

where «, represents the marginal rate of savings and a;the impact aid inflows has on savings.
Hence,

—— = (5)



Therefore,
L — 6)
da;

From equation 6, it is clear that the effect of aid on investment depends on the value of «;.

(1) If a; > 1, then foreign aid will increase domestic savings and domestic investment

(2) If a; = 1, then all aid goes to investment

(3) Next there is the possibility that 0 < @; < 1. This is a case where the overall impact is still
positive but foreign aid crowds out some domestic savings and investment. There are two more
extreme possibilities.

(4) If a; <0, then foreign aid actually reduces domestic saving and investment and hinders
economic growth.

(5) If ¢; = —1, then aid has a zero effect on investment. In this case all aid is consumed and none is
invested.

From the perspective of policymakers in the developing world, it is important to understand the
factors that can attribute to the different values of a;as mentioned above. How can political stability

affect a; ? Our paper seeks answer to this question.

3. Data and its Sources

Our data comes from various sources as explained in detail below.

Dependent Variables

Based on the hypothesis, we investigate the impact of aid inflows on domestic investment. We
use gross capital formation (GCF) as a percentage of gross domestic product (GDP) as the proxy
for domestic investment. The data comes from the World Development Indicators (WDI), 2010

database. According to World Bank definition, gross capital formation (formerly termed gross



domestic investment in the WDI database) consists of outlays on additions to the fixed assets? of
the economy plus net changes in the level of inventories. As can be seen in Appendix 1, the
mean of our sample is fairly high — 23 percent of GDP, but at the same time, the capital flows are
highly volatile (standard deviation = 7.8). The mean is lower for the Sub-Saharan African (SSA)

countries — 20 percent of GDP, but the standard deviation is higher than our main sample (8.7).
Independent Varaibles

Our main independent variable of interest is foreign aid inflow to a nation. As a measure of
foreign aid, we consider the net official development assistance (ODA) plus official aid a
country receives as a percentage of its gross national income (GNI). This includes grants and
loans made on concessional terms to promote economic development and welfare (net of
repayments of principle), excluding assistance for military purposes, by multilateral institutions
and official donor agencies. This ratio is computed using values in U.S. dollars converted at
official exchange rates. This data is also taken from the WDI 2010 database. On average, for our
sample period (see Appendix 1), countries have received foreign aid inflow to the tune of 7.3

percent as a share of GDP.

The other group of independent variables relates to the state of political instability in a
country. We rely on the Cross-National Time-Series Data Archive by Banks (2010) for these
measures. This database contains historical series on various forms of instability. We consider
various political variables from the database for our analysis. These variables broadly measure
various political characteristics of a nation that have the potential of making it politically

unstable. These include measures type of regime, head of a nation, coups d’état and process of

2 Fixed assets include several items like land improvements, machinery, equipment purchases, construction of roads,
railways, schools, hospitals and so on.



legislative selection. As alternate measures of political instability, we consider measures of
strength of democracy and regime durability. Data for this is taken from the Database of Political
Institutions (DPI), Polity 1V database and Freedom House. A detailed description of our political

instability measures is provided in Appendix 2A.

Other Control Variables

We consider a wide range of controls that can be potential determinants of domestic investment.
As a proxy of market size, we consider GDP per capita. In terms of gross capital formation, GDP
per capita will be indicative of how much resources can be channelized into savings and thus,
into domestic investment and also of overall development of a country. A stable macroeconomic
policy is critical for the growth and development of a nation (see, Busse and Hefeker 2007). As
Fischer (1993) and Ndikumana (2000) point out, inflation is an efficient indicator of how well
the government manages the economy and high rates of inflation essentially means that
‘government has lost control of the economy’ and is indicative of greater uncertainty. Thus, we
control for inflation in our specifications. Among policy-related factors, government
consumption has the potential to crowd out domestic investment through multiple channels — by
raising interest rates, by lowering the pool of funds available in the markets, and by raising
distortionary taxes on investment (Ndikumana 2000). Further, Ndikumana points out that similar
to private borrowers, government can default on their own loans, which, in turn, makes the
financial system fragile and depresses investment further. Thus, we control for government
consumption expenditure in our specifications.

Based on neo-classical theory, interest rates should have a negative relationship with
domestic investment. Increase in the rate of interest increases the cost of capital and thus,

reduces investment (Jorgenson 1963; Haavelmo 1960). As Ndikumana (2000) points out, for



many developing countries like those of Sub-Saharan Africa (SSA), real interest rates are often
negative due to high inflation, and it negatively affects investment through the channel of saving
(based on Mckinnon-Shaw hypothesis). Thus, we control for real interest rates in our
specifications. The data is considered from the WDI, 2010, database. We also control for trade
openness in our specifications. Previous empirical studies have shown that among measures of
openness, trade openness has a strong association with both domestic investment and foreign
direct investment (See, Asiedu 2002; Harrison 1996; Levine and Renelt 1992). Ndikumana
(2000) has stressed that financial development is an important determinant of domestic
investment. Following (Huang 2006), we create an index of financial development using
principal component analysis. We consider the same measures that have been used by Huang
(2006) to construct the index - private credit to deposit money banks as a percentage of GDP,
liquid liabilities as a percentage of GDP and deposit money bank assets as a ratio of central bank
assets and deposit money bank assets. As proxies of institution, we consider democracy®and
investment risk. A more democratic nation should have a stable framework and will cater to the
population, including industrialists as well. Data for democracy comes from the Polity 1V
database.

We have an extensive sample of 120 countries over a period of 1979 to 2008. We
consider 5-year averages for our estimation model. Table 1 provides the summary statistics. As
we can see from the table, almost 58 percent of countries in the sample fall in the Lower Middle*
Income and Low Income groups. Almost 30 percent of the countries in the sample belong to the

Sub Saharan Africa (SSA) region. Appendix 2B lists all the variables used in the paper.

3 Democracy is one our variables for measuring political stability
4 We follow World Bank classification



4. Empirical Model and Benchmark Results

Empirical Model

For our benchmark specifications we consider dynamic panel estimators. As mentioned by
Roodman (2006) and Bond (2002), the dynamic panel estimators are designed for short, wide ( N
> T) linear panels that involve a single dependent variable, are subject to fixed country effects
and suffer from serial correlation and heteroscedasticity among error terms. The fixed effects are
eliminated in Difference GMM estimators by first differencing the data. The dynamic panel
estimators also take care of possible endogeneity® concern with respect to independent variables
of interest. System GMM, in some sense, improves on the Difference GMM estimator by
estimating the model in both difference and levels and generating a separate set of instruments
for each equation (Roodman, 2006). So, for our benchmark model, we consider System GMM
specifications. As part of robustness analysis, we also check our results with Difference GMM
estimators. The dynamic panel estimators have gained increased popularity in recent panel data
studies (see, for instance, Holtz —Eakin, Newey, Rosen 1988; Arellano and Bond 1991; Arellano

and Bover 1995; Blundell and Bond 1998; Asiedu, Jin and Nandwa 2009).
Our baseline empirical specification is as follows

Iit = 0(0 + allit_l + azlit_z + a3Aidit + a4Aidi2t + as),(it + O(6Zt

+ (X7R1 + €j¢ (1)

®> The aid literature has strongly stressed the presence of reverse causality for any regression with aid as the
explanatory variables (see, for instance, Dutta, Leeson and Williamson 2012; Burnside and Dollar 2001, 2004;
Easterly et al 2004; Djankov et.al 2008). Endogeneity concerns can be addressed with an instrumental variable
approach. The challenge is that we need to find instruments which are truly exogenous in nature, i.e they are
uncorrelated with the error term. Even though 1V estimates are consistent, Murray (2006) mention that IV estimates
suffer from inherent bias and problematic finite sample properties. As Baum points out that in the presence of weak
instruments, 1V instruments may not be an improvement over OLS estimators. The dynamic panel estimators are
well-suited to handle fixed effects and endogeneity of regressors and, further, they are designed to avoid dynamic
panel bias ( Nickell, 1981).



where I;; is domestic investment, for country i in period t, as a percentage of GDP. As
mentioned in Section 2.1, we consider gross capital formation (GCF) as proxy for domestic
investment. We consider two lagged values of GCF to take into account serial correlation. Aid;;
is inflow of foreign aid for country i in period t, expressed as a percentage of GDP. Aid% takes
into account the potential non-linear impact of aid on investment. Studies (Hansen and Tarp
2000; Lensink and White 1999) have stressed that aid can have a non-linear impact on
macroeconomic variables. X;, is the matrix of controls that are potential determinants of
domestic investment. For our benchmark specification, the set of controls considered are
government consumption as a percentage of GDP, inflation, financial development, democracy,
GDP per capita, real interest rate and trade as a percentage of GDP. Literature has stressed that
inflation can have a non-linear impact on macro variables as well (Oshikoya 1994). Thus, we
include Inflation? in our specifications. We consider five-year averages for a panel of 120°
developed and developing countries over an extensive time period of three decades---1979 to
2008. Five-year panel averages smooth out the cyclical fluctuations in the data. Z, is the vector

of period dummies and R’ is the vector for fixed country characteristics. €;; is the error term.
Our benchmark specification is as follows

ii = ag + aqli_q + olie—p + azAidy + azAid2 + ag (Aid * PD)j + agPSi; + oy Xje
+ agR, + agZ; + €4 (2)
where (Aid * PI);; is our variable of interest. PI;; implies a particular measure of political

instability for country i in period t. As mentioned before, we consider various measures of

political instability. The marginal impact of aid will be given by

6 Since we include two lags in our specifications a due to missing values, we have between 65-75 countries included
in our sample.



ol
dAid;,

= 03 + 2a4Aidit + asplit (3)

63% is determined by the signs of a3, a,, @s and magnitude of PI. Based on previous literature
it

that has stated that aid impacts investment positively but at a diminishing rate, we can expect

as > 0 and a, < 0. ag can be < 0 or > 0. In terms of the marginal’impact of aid, we can have

the following possibilities

aZIT:n > 0if |ag + asPli| > |20,4Aid;| , assuming as > 0
aZITiIn > 0 if |az| > |2a,Aid;; + asPlic| , assuming as < 0
aZIT:n < 0if |ag + asPli| < |204Aid;| , assuming as > 0
%ﬁlt < 0if |ag| < |2a4Aid;; + asPl| , assuming as < 0

as can be positive or negative depending on how the variables are constructed. Thus, a higher
number may reflect a politically stable or an unstable situation depending on the particular

measure.

Baseline Results

Table 1 presents our baseline results. We re-explore the association between aid and domestic
investments based on equation (1). We report the results for fixed effect estimators, and both
System and Difference GMM estimators. Columns (1), (2), and (3) present the results for the
three models respectively. As evident from the tables, aid has a significant non-linear impact on
GCF. Aid boosts investment at a diminishing rate. Thus, as suggested by Lensink and White
(1999) and Hansen and Tarp (2000), we find a Laffer curve effect with respect to aid. We

estimate the marginal impact of aid at the mean, median and other quantile values of aid for our

7 At the same time, it is possible to define a threshold level of PI, the level at which aid has no impact on domestic
(az+2a4Aid;it)

investment. It will be given by PI;, = -
5



sample. For the fixed effect estimates, at the mean value of aid (7.3, see Appendix 1), the impact
of aid is positive and significant and equal to 0.27. Yet, at the first quantile or the 25™ percentile
value of aid (= 0.91), the impact of aid is much stronger and equal to 0.42. Thus, the estimated
marginal effects provide evidence of diminishing return to aid. At the median value of aid ( =
4.11), the impact of aid on domestic investment is stronger than at the mean value of aid ( =
0.34). For very high values of aid (at the 95" percentile, aid = 24.001), the impact of aid becomes
negative but it is insignificant. Previous literature has stated that too much diversion of resources
for aid management can imply failure of institutions related to government functioning and,
hence, the effect of aid can be negative. But for our sample, this is true for only 5% of the sample

and the effect is not significant.

In terms of the controls, the coefficient of democracy is positive and significant for all the
specifications implying that democracy affects investment positively. Trade openness has a
positive impact on investment for fixed effect and System GMM estimates, but loses its
significance for the Difference GMM estimates. Inflation seems to have a concave association
with domestic investment but the coefficient of the linear term is not significant. Government
consumption affects domestic investment negatively and the impact is significant for most of the
specifications. Finally, both trade and interest rate have a positive impact on domestic

investment.

Benchmark Results

As part of our benchmark results, we test the question we are mainly interested in. We test the
specification in equation (2). Table 3 presents the results. The measures considered are type of
regime, coups d’état, head of state and legislative selection. For the first three columns, the

interaction term is negative and significant, for the last column, the interaction is positive and



significant. The signs for the interaction terms suggest that whenever a nation is being ruled by
military or by similar types of government, faces too many forced changes in the top ruling
authority or has an inefficient selection of legislature, then aid effectiveness, with regard to its
impact on domestic investment, falls. All these events reflect an unstable situation, lack of
accountability and transparency in the system, and signal constitutional weakness. Thus, aid fails
to serve its desired purpose. Conversely, situations that represent competence in the
constitutional system and, thus, a politically stable situation, enhance aid effectiveness. Many of
the controls retain their sign and significance. The coefficients of interest rate and democracy are
positive and significant. The relationship between inflation and domestic investment is concave,
although the coefficients for the linear terms are not significant. One important point to keep in
mind is that the different measures of political instability are not strictly monotonic, implying
higher or lower numbers do not necessarily mean better or worse situation in terms of political
instability. Thus, the interaction terms would not mean much. A more precise answer can be

found by estimating the marginal impacts.

Based on equation (3), the marginal impact depends on as, ay, ag and the magnitude of

dInv;,

political instability for each measure. We estimate at different values of political

la¢
instability. Specifically we calculate the means for the different measures of political instability,

dInvi

PI for each country and estimate ——* at the 25" 50, 75M 90™ and the mean of PI. The results
it

are presented in Table 3. As we can see from the table, for most of the measures of political

instability, we have mostly a politically stable sample of countries. This is evident from the

values of political instability for the different measures at the various percentiles. For example, in

the case of type of regime measure, 50% of our sample has a value 1, implying they have a



civilian regime. A civilian regime, as defined in the Banks database, is ‘any government
controlled by a non-military component of nation’s population.” Thus, this will imply a
politically stable situation based on constitutional characteristics. Accordingly we see (see
column 2 of Table 3), marginal impact of aid is positive and significant. For the rest of the
sample, type of regime is ‘not civilian’ and accordingly we witness fall in aid effectiveness. Yet,
the impact is not significant. We have similar results for Coups d’Etat (Column 2 of Table 3).
For 50% of the sample, there are no instances of Coups d’Etat over the sample period and, thus,
it signals a politically stable situation. For such countries, we find that the impact of aid to be
significant and positive. Yet, for some countries, there are a few instances of forced changes in
the government and, accordingly, we see a fall in aid effectiveness. For 10% of our sample, the
value of Coups d’état is equal to 1 signifying a higher degree of political instability, and we find
the effect of aid to be negative. Yet, the impact of aid is not significant. Similarly, in the case of
the head of state, most countries have a president as the head of the state and aid’s impact with
regard to domestic investment is positive. The impact of aid diminishes for countries that do not

have a president as the head of the state.

Finally, most countries have an elected legislature and in the presence of such a
legislature, the impact of aid on domestic investment is positive. Almost 75% of our sample has
such a scenario. In the case of a non-elected legislature, we find aid’s impact to be relatively
smaller but the impact is not significant. Overall our findings suggest that a politically stable
situation in terms of fewer propensities of a change in the executive of a country enhances its aid
effectiveness. Thus, political stability in terms of a stable constitution with an elected legislature,

with no or minimal involvement of military enhances aid effectiveness with regard to its impact



on domestic investment. Conversely, politically unstable situation makes aid less effective

although for our sample, the impact is hardly significant.
Results with alternative measures of political stability

In Table 4, we consider alternate measures of political stability. Although the literature does not
conclusively establish a correlation between democracy and growth, studies have pointed to a
beneficial impact of democracy in terms of reducing political instability. Alesina and Perotti
(1996) consider regime type as one of the measures of political stability. Further, Blanco and
Grier (2009) also show that democratic countries are prone to experience more political stability.
Thus, we consider the quality of political institutions, extent of democracy, as an alternate
measure of political stability. Our first measure of democracy is considered from the Polity IV
database that is included as a control in our benchmark specifications. An alternate measure of
democracy is considered from Freedom House database. The tenure of a political system (how
long a country has remained democratic) is critical along with the strength of a democratic
system. Thus, along with considering the quality of political institutions, we also consider the
tenure of a political system. We include TENSY'S from the Database of Political Institutions
(DPI). TENSYS is based on the Elective Indices of the Electoral Competitiveness® (EIEC) score.
If EIEC is below 6, then a country is considered autocratic. If EIEC equals 6 or 7, then TENSYS
considers how long the country had this situation. The value is then incremented each subsequent
year that EIEC stays 6 or 7. While column (1) of Table 4 presents the results for the Polity IV

measure of democracy, column (4) considers the Freedom House measure of democracy.

8 EIEC measures Executive selection in a country. 1 denotes there is no executive, 2 implies that the country has an
unelected executive, 3 implies election of executive is based on 1 party and 1 candidate, 4 implies that the same is
based on 1 part, but multiple candidates, 5 implies “multiple parties are legal but only one party won seats”, 6
denotes “multiple parties DID win seats but the largest party received more than 75% of the seat” and finally 7
represents “largest party got less than 75%”.



Column (2) presents the results by considering TENSYS as a measure and in column (3), we test
the results with TENSY'S along with controlling for democracy. For all the columns, the
coefficient of (Aid * PI) is positive and significant. While the coefficient of Aid? is negative and
significant for all the alternate specifications, that of Aid is not significant but remains positive

throughout. Most of the controls retain their sign and significance,

In Table 4A, we present the estimated marginal impacts. Column (1) present the results
for the measure of Democracy from Polity IV database, Column (2) present the results for
TENSYS, Column (3) present the results for TENSYS when we control for Democracy and
finally column (4) present the results for Democracy measure from Freedom House database. As
we can see, in the case of column (1) estimates, aid becomes effective only for a high level of
democracy — otherwise although, the effect is positive, it is not significant. But in the case of
TENSYS, the duration of a political regime, the positive impact of aid is experienced by the top
50% of the sample. With the matured democracy in place, the impact of aid on gross capital
formation becomes stronger. However, as we can see from Column (3), when we control for
democracy while considering TENSY'S as a measure of political instability, the marginal impacts
become significant for greater percentage of our sample. But, the overall conclusion is the same
- a country with a matured democracy experience greater positive impact of aid on gross capital
formation. For the democracy measure from Freedom House, the impact of aid is more
significant compared to the marginal impacts for the Polity IV measure. Interestingly, the
marginal impact of aid never becomes negative for these alternate sets of measures. Yet, as
evident from the percentiles, our sample of countries is more skewed towards being more

democratic than autocratic.



5. Robustness Analysis

Difference GMM Results

Our robustness analysis includes checking our results with alternate model specifications,
estimating the impact of aid at different levels of aid and with sub-sample of countries. We first
rerun our benchmark specifications by considering Difference GMM estimators. The literature
has stated that System GMM estimators are better compared to Difference GMM estimators in
terms of reduced bias and precision. However, according to Hahn and Hausman (2002), the
System GMM estimator utilizes more instruments, and thus raises worries about the estimates
being heavily biased. Hence, we check our results with Difference GMM estimators as well. We
first check our results for our benchmark measures of political instability.® The coefficient of the
interaction term,(Aid * PI), retains its sign and significance for all the specifications. While the
coefficient of Aid? is negative and significant for all the specifications, the coefficient of Aid
loses its significance for some of the specifications. The estimated marginal impacts based on the
difference GMM estimates also provide us with similar conclusions. For all the different
measures, for a politically stable situation, aid’s impact on domestic capital formation remains
positive and significant for our sample. There are some minor differences however, compared to
System GMM results. For example, in the case of legislative selection, the impact of aid remains
positive and significant throughout even in the case of a non-elective legislature. But the impact
of aid becomes stronger when the country has an elected legislature. Overall, our conclusions

remain unaltered.

® We do not report the findings but they are available on request.



We further check our results for the alternative measures of political instability — democracy
and tenure of a democratic system — with Difference GMM estimates.!® In this case, the
interaction terms for the democracy measures loses their significance. Though the coefficient for
the Polity IV measure is weakly significant, that of the Freedom House measure is not significant
at all. The interaction term for the TENSYS measure is positive and significant. In conclusion
marginal impacts for the Difference GMM estimates remain qualitatively similar for the alternate

measures.
Estimating the impact of aid at different levels of aid and political stability

So far, we have calculated the marginal impact of aid at various levels of political
instability, by considering the mean value of aid. Yet, based on previous findings and our
baseline results, the impact of aid is actually non-linear. Hence we check the non-linear impact
of aid on domestic investment for different values of political instability and at three different
percentiles of foreign aid, instead of considering the mean only. Our aim is to check whether
non-linearity of aid exists at the different levels of political stability (vis-a-vis political
instability). We consider the estimates from our benchmark specification. Due to space
constraints, we present the results'! for type of regime and legislative selection in Table 5. The
first four columns present the results for the 25" percentile of aid for both measures of political
instability, the next four columns present the results for the 501" percentile for the same measures
and the last four columns present the results for the 75" percentile. Comparing estimates from
Table 5 with that of Table 3, we indeed find evidence for the diminishing marginal return of aid

with respect to its impact on domestic investment. For every measure of political instability, we

10 The resuts are not reported but available on request.
11 The other estimates are available on request.



find diminishing impact with respect to aid. At the 25" percentile of aid, the impacts are much
stronger and the value is significant for 75% of the sample. Similarly, for the 50" percentile of
aid, again the marginal impact of aid is positive and significant for 75% of the sample but the
impact is smaller. Interestingly, at a high value of aid (at the 75" percentile), the marginal impact
of aid is never significant. This supports the findings of Lensink and White (1999) who have
stated that aid management at very high levels of aid inflows causes too much diversion of
resources and can result in institutional failure in terms of government functioning. All these
actually make aid ineffective.

We see similar results in the case of legislative selection. For every measure of political
instability, aid has diminishing impact. At very high values of aid for our sample, aid fails to
have any significant impact on domestic investment even in the presence of stable political
climate. For all the other benchmark measures of political stability which are not reported in the
table, we see similar findings. Aid has the strongest impact on domestic investment when the
institutional climate is stable and aid inflows are restricted to average levels. Aid fails to have

any effective impact at very high values even in the presence of a stable political climate.

Checking with sub-samples

Finally, we check our results with different sub-samples of countries. Our estimators take into
account time invariant country characteristics. Yet, groups of countries from our sample may
have experienced specific development trajectory or may have similar institutional structure.
Therefore, it is worth checking our results with sub-samples of countries. First, we check our
results with countries that have been classified as the low income and low middle-income

countries. These countries, as expected, have received more than aid than the upper middle-



income or high income countries and, thus, the implication of the findings will be more
applicable to such countries. Keeping the space constraint in mind, we present the results with
the benchmark results of political stability in Table 6. We also run the results with the alternate
measures of political stability. We present these results in Appendix 4. The sign and significance
of the coefficients of our variables of interest is retained for the sub-sample of countries. The
coefficients of Aid and Aid? are positive and negative respectively for almost all the
specifications. The coefficient of the interaction term, Aid*PIl is also of expected sign and
significance. We do not report the marginal effects for these results keeping the space constraint
in mind. They are available on request. Our estimated marginal effects support our benchmark
findings. Aid’s effectiveness on domestic investment declines for politically unstable situations.
The literature focusing on institutions and economic development has stressed the role of
colonization as a determinant factor for current development of countries. The pioneering work
of Acemoglu, Johnson and Robinson (2001) explains in this context how settlement of strategies
of colonizers determined the evolution of early institution, which, in turn, affected present
institutions and, thus, current economic performance. In addition, many of these countries
received more aid with democratization as a condition for continued assistance. Thus, we check
our results with a sub-sample of ex-colonies. In Table 7, we present the results. The results are
presented for the benchmark measures of political stability as well as for the alternate measures.
Our results are robust. The coefficients retain their sign and significance. The results suggest that
greater political stability enhances aid effectiveness. This is true for all measures of political
stability except in the case of Coups d'Etat where we lose the significance of the interaction term
but the sign remains negative. Again, we do not report the marginal impacts but they are

available on request. The estimated marginal impacts give us similar conclusion. With a stable



political climate, be it in the form of an elected representative of state, an elected legislature, a
stable democracy or a democracy with a longer tenure, aid effectiveness increases. Apart from
Coups d'Etat, the marginal impacts are significant for most of the other measures of political

stability.

6. Summary and Policy Implications

The recent aid literature has shifted its focus to ‘what makes aid work’. Following this trend of
literature, we test the impact of aid on capital accumulation of a nation and the role of political
stability in affecting aid effectiveness. To handle panel data challenges, we employ dynamic
panel estimators. Our results show that political stability indeed affects aid effectiveness. We
find that in the presence of a stable political system in the form of a stable constitution with an
elected legislature and no or minimal involvement of military, aid is effective in raising domestic
investment. For our sample of countries that are mostly politically stable, aid effectiveness is
found to be positive. Yet, politically unstable situations make aid less effective although for our
sample, the impact is hardly significant. Further, we find evidence that there is diminishing

return with respect to aid, at all levels of political stability.
Policy Implications

Our findings on aid’s conditional impact are striking. The findings suggest that foreign aid,
contributes to economic growth by increasing domestic investment. This study also assesses the
degree to which the political stability in a recipient country influences foreign aid's effectiveness.
It is important to begin by discussing why the political stability is likely to have an impact on
how effectively aid is used. Bourguignon and Platteau (2012) point out that the fact that those

countries which are most in need of aid are often those with the worst governance levels. This



puts donors in a serious dilemma. Because the poorest people tend precisely to live in badly
governed countries (in particular, those where the state has failed) therefore denying them the

benefits of foreign aid would defy the purpose of providing aids.

Our results indicate the need to include conditionality to strengthen good governance in
developing countries as a part of aid based development assistance. In particular aid should
embed the ‘pacts for governance reform’ that must enshrine the shared political objectives as
well as reciprocal obligations of both donors and recipient countries. It is further to be
recognized that in particular adverse circumstances where owing to embezzlement or
mismanagement of the elite from the recipient countries, aid is most likely to become ineffective.
Under such extreme circumstances, a democratic conditionality may also be applied. Official aid
should be postponed or suspended to prevent autocratic regimes to divert use of these finds into
completely unintended purposes. However, it is also worth mentioning that attachment of
conditionality may also undermine the domestic democratic processes by supplanting public

policy-making as warned by Collier (1993).

Majority of countries in our sample with a stable political framework are democratic
countries. Does democratic form of governance provides the necessary environment that ensures
a stable political regime and enhances aid effectiveness? The key to our line of questioning lies
in the understanding that well-institutionalized democracies are more likely to produce, over the
long run, effective, efficient and sustainable economic and social policies. Isham, Kaufman, and
Pritchett (1995) find that effective citizen voice and public accountability often leads to greater
efficacy in government action and a more efficient allocation of resources. To extend that
analysis in the case of aid would mean a substantial fraction of the aid amount received by a

country actually reaches the poor. The quality of democratic institutions is also believed to affect



the effectiveness of aid by providing accountability mechanisms in the management of external
resources. Monitoring of aid money spending and impact evaluation should thus be stringently
undertaken by the aid giving organizations, as also by the recipient government. In case the latter
does not have a strong and transparent monitoring and evaluation system in place, part of the aid

money should be strategically devoted to build such institutional capabilities.

Svensson (1999) finds that “in the long-run growth impact of aid is conditional on the
degree of political and civil liberties in the recipient country. Aid has a positive impact on
growth in countries with institutionalized and well-functioning checks on governmental power.”
Kosack (2003) finds that aid is effective in democracies in its ability to improve the quality of
life but ineffective in autocracies. Hodler (2007) suggests that the absence of democratic checks
and balances on ruling elites should be blamed for the absence of beneficial effects of foreign aid
on economic growth and development. However, in a most recent paper Bjornskov and Schroder
(2010) finds that foreign aid leads to a more skewed income distribution in democratic
developing countries, while such effects are not present in autocratic countries. Hence, the role
of democratic governance on the effectiveness of foreign aid still remains opaque. Present
authors intend to extend this line of research further in future with alternative measures of

political stability, and using more micro-level data.
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Table 1: Impact of Foreign Aid on Investment

(1) ) @)
Independent Variables | Fixed Effect System GMM Difference GMM
Lagged investment (1) 0.151 0.558*** 0.567***
(0.102) (0.0913) (0.0938)
Lagged investment (2) -0.237*** -0.177%** -0.210%**
(0.0522) (0.0408) (0.0678)
Aid 0.440** 0.459** 0.706***
(0.189) (0.204) (0.215)
(Aid)? -0.0116*** -0.0121*** -0.0160***
(0.00419) (0.00385) (0.00376)
Fin. Dev. 0.597 -0.0665 0.853
(0.696) (0.659) (0.853)
Govt. Cons -0.0378 -0.205** -0.248**
(0.0918) (0.101) (0.123)
Inflation 0.0906 1.032 0.431
(0.493) (0.814) (0.663)
(Inflation)? -0.0210 -0.261** -0.188**
(0.0847) (0.106) (0.0813)
Democracy 0.0762** 0.109*** 0.101**
(0.0343) (0.0397) (0.0461)
GDP per capita 4.168* 0.622 6.382
(2.321) (1.763) (4.001)
Interest rate (real) 0.0497 0.101* 0.0977*
(0.0451) (0.0524) (0.0531)
Trade 0.0705*** 0.0417* 0.0443
(0.0243) (0.0244) (0.0297)
Constant -12.64 7.037 -33.81
(15.85) (12.48) (28.81)
Observations 288 213 141
R-squared 0.265
Number of countries 72 69 60
Autocorrelation test -- p =0.27 p =0.23
Sargan test -- p=0.10 p=0.10

2) We control for country and year dummies.

Note: 1) Standard errors in parentheses;*** p<0.01, ** p<0.05, * p<0.1



Table 2: System GMM Specifications: Impact of Aid on Domestic Investment conditional
on Political Stability

(1) (@) 3) ()
Independent Variables | Type of Coups Head of Legislative
Regime d'Etat State Selection
Lagged investment (1) | 0.585***  (0.595*** 0.546*** 0.567***
(0.0819) (0.0976) (0.0763) (0.0917)
Lagged investment (2) | -0.226***  -0.197***  -0.241***  -0.208***
(0.0410) (0.0402) (0.0488) (0.0419)
Aid 0.614** 0.415** 1.894*** -0.536
(0.277) (0.195) (0.529) (0.382)
(Aid)? -0.00855** -0.0121*** -0.0122*** -0.0109***
(0.00385)  (0.00376)  (0.00347)  (0.00395)
Pl -2.001 24.21%** -5.807* -0.325
(2.765) (7.375) (3.180) (2.197)
Aid*PI -0.377**  -3.433** -0.733** 0.450**
(0.158) (1.363) (0.295) (0.196)
Fin. Dev. 0.396 0.345 -0.236 0.464
(0.694) (0.650) (0.831) (0.696)
Govt. Cons -0.0592 -0.195* -0.234** -0.0856
(0.101) (0.0994) (0.0954) (0.0994)
Inflation 1.291 0.972 0.628 0.877
(0.868) (0.815) (0.713) (0.831)
(Inflation)? -0.304***  -0.314***  -0.209** -0.254**
(0.114) (0.101) (0.0880) (0.109)
Democracy 0.0931***  0.123*** 0.103** 0.107***
(0.0342) (0.0365) (0.0419) (0.0363)
GDP per capita -0.800 -0.719 0.293 0.0466
(1.720) (1.699) (2.142) (1.691)
Interest rate (real) 0.0879* 0.116** 0.107* 0.0826*
(0.0502) (0.0542) (0.0551) (0.0496)
Trade 0.0299 0.0337 0.0286 0.0308
(0.0242) (0.0266) (0.0245) (0.0244)
Constant 19.33 16.77 23.77 12.27
(13.26) (11.60) (17.73) (11.55)
Observations 213 213 213 213
Number of countries 69 69 69 69

Note: 1) Standard errors in parentheses;*** p<0.01, ** p<0.05, * p<0.1
2) We control for country and year dummies.



Table 3: Marginal Effects of Aid on Domestic Investment at different levels of Political Stability

aInVit

A @3 + 2@, Aid;, + a=Pl;,, calculated at different values of PI and at the mean of Aid
it

1) ) ) (4)
Type of Regime Coups d’etat Head of State Legislative Selection
Percentile | Value of  Marginal | Value of Marginal | Value  Margin | Value of PI Marginal
of PI Pl Impact Pl Impact of PI al Impact
Impact
25t 1 0.11* 0 0.24* 2 0.25* | 1.72 0.08
(0.15) (0.15) (0.15) (0.15)
50t 1 0.11* 0 0.24* 2 0.25* |2 0.21*
(0.15) (0.15) (0.15) (0.15)
75th 1.2 0.03 0.03 0.13* 2 0.25* |2 0.21*
(0.14) (0.17) (0.15) (0.15)
90th 15 -0.08 0.1 -0.11 2.1 0.18 2 0.21*
(0.16) (0.23) (0.16) (0.15)
Mean 1.1 0.08* 0.02 0.17* 1.8 0.40***| 1.8 0.12
(0.15) (0.16) (0.13) (0.15)




Table 4: System GMM Specifications: Impact of Aid on Domestic Investment conditional
on Political Stability — Alternate Measures

1) (2) ©) (4)
Democracy — TENSYS TENSYS Democracy —
Polity IV (controlling for Freedom House
democracy)
Lagged investment (1) 0.554*** 0.472*** 0.598*** 0.566***
(0.0872) (0.0800) (0.0903) (0.0896)
Lagged investment (2) -0.151*** -0.158*** -0.157*** -0.170***
(0.0403) (0.0602) (0.0408) (0.0627)
Aid 0.264 0.131 0.252 0.0740
(0.207) (0.204) (0.184) (0.289)
(Aid)? -0.00778* -0.00843* -0.0109*** -0.00801
(0.00412) (0.00455) (0.00361) (0.00517)
Pl 0.0382 -0.0824 -0.107* -0.803*
(0.0561) (0.0641) (0.0624) (0.464)
Aid*PI 0.0114* 0.0175*** 0.0196*** 0.0693**
(0.00620) (0.00555) (0.00498) (0.0325)
Fin. Dev. -0.167 0.516 0.0337 0.0252
(0.633) (0.719) (0.681) (0.712)
Govt. Cons -0.192** -0.161 -0.255** 0.0778
(0.0942) (0.146) (0.111) (0.144)
Inflation 0.889 1.215 1.160 0.633
(0.764) (0.836) (0.829) (0.636)
(Inflation)? -0.235** -0.233** -0.272** -0.195***
(0.0996) (0.0973) (0.110) (0.0719)
GDP per capita 0.429 -1.655 0.326 -2.611
(1.732) (2.004) (1.678) (1.847)
Interest rate (real) 0.103* 0.118** 0.117** 0.125**
(0.0533) (0.0461) (0.0484) (0.0527)
Trade 0.0369 0.0504** 0.0309 0.0343
(0.0254) (0.0217) (0.0244) (0.0245)
Democracy 0.115***
(0.0375)
Constant 9.340 24.95* 10.57 30.85**
(12.09) (14.67) (11.85) (13.92)
Observations 213 235 213 255
Number of countries 69 75 69 80

Note: 1) Standard errors in parentheses;*** p<0.01, ** p<0.05, * p<0.1
2) We control for country and year dummies.



Table 4A: Marginal Effects of Aid on Domestic Investment at different levels of Political

dInvi¢

Stability

= @3 + 2@, Aid;, + @z Py, calculated at different values of PI and at the mean of Aid

Democracy — TENSYS TENSYS Democracy —
Polity IV (controlling for Freedom House
democracy)
Percentile of | Value  Marginal | Value of  Marginal | Value of Marginal | Value  Margin
PI of PI Impact PI Impact PI Impact of PI al
Impact
25t 0 0.15 6.1 0.11 6.1 0.21 2.7 0.14
(0.16) (0.15) (0.14) (0.17)
50t 2.3 0.18 8.6 0.16 8.6 0.26* 4 0.23*
(0.15) (0.15) (0.14) (0.15)
75th 5.8 0.22 12.4 0.22* 12.4 0.34*** 153 0.32**
(0.15) (0.15) (0.14) (0.14)
90th 8.4 0.0.25* | 16.2 0.29** 16.2 0.41*** 16 0.37%**
(0.15) (0.15) (0.14) (0.15)
Mean 11 0.16 10.2 0.19 10.2 0.29*** 1 3.9 0.22
(0.16) (0.15) (0.14) (0.15)




Table 5: Marginal Effects of Aid on Domestic Investment at different levels of Political Stability and at different levels of aid

O0lnvi¢

= @; + 2@, Aid;, + @=Pl;, calculated at different values of PI and at different percentiles of Aid

25% Percentile of Aid

50™ Percentile of Aid

75% Percentile of Aid

Type of Regime Legislative Type of Regime Legislative Type of Regime Legislative Selection
Selection Selection
Percentile of PI | Value  Margin Value  Margin | Value  Margin Value Marginal | Value of Marginal ~ Value of Margin
of PI al of PI al of PI al of PI Impact PI Impact PI al
Impact Impact Impact Impact
25t 0 0.39** 1.72 0.22 0 0.31* 1.72 0.14 0 0.16 1.72 0.006
(0.19) (0.15) (0.17) (0.16) (0.14) (0.13)
50 0 0.39** 2 034* |0 031* 2 0.27* 0 0.16 2 0.13
(0.19) (0.19) (0.17) (0.17) (0.14) (0.14)
75th 0.03 0.29* 2 0.34* | 0.03 0.21* 2 0.27* 0.03 0.05 2 0.13
(0.15) (0.19) (0.18) (0.17) (0.15) (0.14)
90th 0.1 0.04 2 0.34* 0.1 -0.03 2 0.27* 0.1 -0.19 2 0.13
(0.26) (0.19) (0.24) (0.17) (0.22) (0.14))
Mean 0.02 032 1.8 0.25 0.02 0.24* 18 0.18 0.02 0.09 1.8 0.04
(0.16) (0.19) (0.18) (0.16) (0.14) (0.13)




Table 6: System GMM Specifications: Impact of Aid on Domestic Investment conditional
on Political Stability — Low Middle Income and Low Income Countries

1) @ | (©) (5)
Type of Coups d'Etat  Head of State Legislative
Regime Selection
Lagged investment (1) 0.580*** 0.599*** 0.610*** 0.578***
(0.0802) (0.0915) (0.0747) (0.0914)
Lagged investment (2) -0.235*** -0.294*** -0.371*** -0.235***
(0.0503) (0.0440) (0.0577) (0.0514)
Aid 1.309*** 0.522* 0.681 -0.983**
(0.344) (0.284) (0.557) (0.476)
(Aid)? -0.0109** -0.0122** -0.0127*** -0.0132***
(0.00482) (0.00505) (0.00402) (0.00481)
Pl 6.784* 25.89*** -12.03 -6.149**
(3.523) (5.808) (9.080) (2.394)
Aid*PI -0.866*** -3.439*** -0.0638 0.771***
(0.183) (1.065) (0.308) (0.204)
Fin. Dev. 1.137* 0.910 0.276 1.013
(0.586) (0.610) (0.869) (0.648)
Govt. Cons -0.0116 -0.0695 -0.282** -0.0875
(0.0923) (0.120) (0.111) (0.102)
Inflation 3.706*** 3.105*** 1.420* 3.212**
(1.275) (1.193) (0.745) (1.286)
(Inflation)? -1.012%** -1.039*** -0.496*** -0.900***
(0.238) (0.239) (0.167) (0.247)
Democracy 0.110*** 0.128*** 0.116** 0.121***
(0.0362) (0.0366) (0.0462) (0.0398)
GDP per capita 1.052 2.191 6.228 2.019
(2.199) (2.984) (3.853) (2.516)
Interest rate (real) 0.123** 0.157*** 0.171*** 0.133***
(0.0504) (0.0483) (0.0555) (0.0502)
Trade 0.0228 0.0301 0.0118 0.0243
(0.0210) (0.0277) (0.0249) (0.0229)
Constant -6.475 -5.993 -2.346 6.847
(12.72) (16.25) (37.54) (16.65)
Observations 143 143 143 143
Number of countries 46 46 46 46

Note: 1) Standard errors in parentheses;*** p<0.01, ** p<0.05, * p<0.1
2) We control for country and year dummies.



Table 7: System GMM Specifications: Impact of Aid on Domestic Investment conditional
on Political Stability — Ex-colonies

1 ) @) (5) 1) (2) ©) (4)
Type of Coups Head of  Legislative Democracy TENSYS TENSYS(  Democracy —
Regime d'Etat State Selection — Polity IV democ. Freedom House
Included)
| (lagl) 0.732*%**  0.637***  0.594***  (0.617***  0.620***  0.510***  0.655*** 0.643***
(0.101) (0.107) (0.0916) (0.112) (0.104) (0.0936) (0.102) (0.103)
| (lag 2) -0.151***  -0.110**  -0.151***  -0.142** -0.0791 -0.0576 -0.109** -0.0480
(0.0558) (0.0528) (0.0515) (0.0554) (0.0537) (0.0619) (0.0511) (0.0744)
Aid 0.856***  0.799***  2.075*** -0.222 0.626*** 0.292 0.482*** 0.231
(0.216) (0.175) (0.483) (0.390) (0.167) (0.213) (0.176) (0.302)
(Aid)? -0.0119*** -0.0163*** -0.0164*** -0.0148*** -0.0122*** - -0.0145*** -0.0120**
0.00986**
(0.00302) (0.00321) (0.00337) (0.00347) (0.00328) (0.00419)  (0.00297) (0.00527)
Pl -2.881 3.329 -6.825*** -0.963 0.0897 -0.0875 -0.106* -1.559***
(1.985) (8.380) (1.842) (2.302) (0.0588) (0.0594) (0.0604) (0.594)
Aid*PI -0.366*** -0.639 -0.656***  0.458** 0.0106*  0.0163***  0.0205*** 0.0675**
(0.103) (1.899) (0.252) (0.193) (0.00593) (0.00569)  (0.00484) (0.0288)
Fin. Dev. 0.0339 -0.176 0.0408 0.424 -0.129 0.242 -0.157 -0.109
(0.575) (0.529) (0.616) (0.593) (0.518) (0.658) (0.579) (0.703)
Govt. Cons -0.0303 -0.148 -0.224***  -0.0773 -0.160* -0.214 -0.217** 0.0739
(0.0875) (0.0926) (0.0845) (0.0886) (0.0838) (0.141) (0.0977) (0.139)
Inflation 0.537 0.477 0.105 0.310 0.300 0.934 0.704 0.439
(0.646) (0.637) (0.598) (0.648) (0.587) (0.667) (0.667) (0.568)
(Inflation)? | -0.223***  -0.205**  -0.158**  -0.178**  -0.178** -0.210***  -0.211** -0.210***
(0.0860) (0.0835) (0.0736) (0.0862) (0.0777) (0.0724) (0.0840) (0.0655)
Democracy | 0.181***  0.160***  (0.123***  (.145*** 0.138***
(0.0442) (0.0477) (0.0461) (0.0470) (0.0455)
GDP p.c. 1.609 3.460 2.696 2.237 3.178 -1.298 1.456 -3.228
(2.160) (2.219) (2.151) (2.056) (2.202) (2.742) (2.059) (2.878)
Int.rate (real) | 0.107* 0.124* 0.141** 0.0992 0.133** 0.121** 0.113** 0.170**
(0.0633) (0.0692) (0.0683) (0.0605) (0.0643) (0.0531) (0.0532) (0.0689)
Trade 0.00352 0.00628 0.00590 0.0124 0.00441  0.0476** 0.0166 0.0198
(0.0268) (0.0275) (0.0258) (0.0268) (0.0275) (0.0240) (0.0249) (0.0261)
Constant -1.483 -16.18 5.000 -5.218 -13.19 19.71 -0.162 34.27*
(14.40) (14.53) (16.47) (14.23) (14.65) (20.00) (14.25) (20.53)
Observations 185 185 185 185 185 203 185 219
Countries 59 59 59 59 59 64 59 68
(no.)

Note: 1) Standard errors in parentheses;*** p<0.01, ** p<0.05, * p<0.1
2) We control for country and year dummies.



Appendix 1: Descriptive statistics

Variable Observations Mean Std. Dev.  Min Max
EAC 720 0.1
EAP 720 0.1
SA 720 0.1
SSA 720 0.3
MENA 720 0.1
LAC 720 0.2 - -- --
High income 720 0.13
Upper Middle Income 720 0.31
Lower Middle Income 720 0.33
Low Income 720 0.24
GDP per capita 676 2363.2 2870.4 117.8 20926.0
Trade 668 80.2 41.4 13.2 347.2
Inflation 608 60.3 377.6 -24.9 6523.1
FD1 657 0.8 0.2 0.0 1.1
FD2 548 0.4 0.2 0.0 1.4
FD3 563 0.3 0.2 0.0 1.8
Polity2 595 1.1 6.6 -10.0 10.0
Aid 605 7.3 8.8 -0.1 59.8
Democracy (FH) 693 3.9 1.9 1.0 7.0
TENSYS 658 10.4 8.9 1.0 58.5
GCF 658 23.2 7.8 2.9 68.4
Interest rate 547 8.2 39.8 -91.7 789.8
Domestic3 680 0.1 0.3 0.0 2.6
Domestic5 680 0.0 0.1 0.0 1.0
Domestic8 680 0.6 1.2 0.0 12.2
Polit01 667 4178.0 2970.9 0.0 9956.0
Polit02 675 1.2 0.5 0.0 4.0
Polit03 674 0.0 0.1 0.0 0.6
Polit05 674 1.9 0.5 0.0 4.0
Polit08 674 1.7 0.7 0.0 3.0
Polit14 675 1.8 0.5 0.0 2.0

Notes: GCF implies gross capital formation; Democracy (FH) implies democracy measure from Freedom House.



Appendix 2: List of Countries

Albania

Algeria

Antigua and Barbuda
Argentina
Armenia
Azerbaijan
Bangladesh
Barbados
Belarus

Belize

Benin

Bolivia
Botswana

Brazil

Bulgaria
Burkina Faso
Cambodia
Cameroon

Cape Verde
Central African Republic
Chad

Chile

China

Colombia
Comoros

Congo, Rep.
Costa Rica

Cote d'lvoire
Croatia

Cyprus

Czech Republic
Djibouti
Dominica
Dominican Republic
Ecuador

Egypt, Arab Rep.
El Salvador
Estonia

Ethiopia

Fiji

Gabon
Gambia, The

Ghana
Grenada
Guatemala
Guinea
Guinea-Bissau
Guyana
Haiti
Honduras
Hungary
India
Indonesia

Iran, Islamic Rep.

Israel
Jamaica
Jordan
Kazakhstan
Kenya
Korea, Rep.
Kyrgyz Republic
Lao PDR
Lebanon
Lesotho
Lithuania
Madagascar
Malawi
Malaysia
Maldives
Mali

Malta
Mauritania
Mauritius
Mexico
Moldova
Morocco
Mozambique
Namibia
Nepal
Nicaragua

Niger

Nigeria

Oman

Pakistan

Panama

Papua New Guinea
Paraguay

Peru

Philippines

Poland

Portugal

Romania

Russian Federation
Rwanda

Samoa

Senegal

Seychelles

Sierra Leone
Slovak Republic
Slovenia

Sri Lanka

St. Kitts and Nevis
St. Lucia

St. Vincent and the Grenadines
Sudan

Suriname
Swaziland

Syrian Arab Republic
Tanzania

Thailand

Togo

Tonga

Trinidad and Tobago
Tunisia

Turkey

Ukraine
Venezuela, RB
Yemen, Rep.
Zambia

Zimbabwe




Description of the Variables

Appendix 3A

Defined by the Databases as:

Party Fractionalization Index ( Polit01)

Type of Regime (Polit02)

Coups d'Etat (Polit03)

Head of State (Polit05)

Effective Executive Selection (Polit08)

Legislative Selection ( Polit14)

Major Government Crisis (Domestic 4)

Purges (Domestic 5)

Anti-Government
Demonstration (Domestic 8)

“A party fractionalization index, based on a formula proposed by Douglas Rae
in "A Note on the Fractionalization of Some European Party Systems",
Comparative Political Studies, 1 (October 1968), 413-418.” ( Banks)*

Varies over 1 to 4. “(1) Civilian. Any government controlled by a nonmilitary
component of the nation's population; (2) Military-Civilian. Outwardly civilian
government controlled by a military elite. (3) Military. Direct rule by the
military, usually (but not necessarily) following a military coup d'état. (4)
Other. All regimes not falling into one or another of the foregoing categories,
including instances in which a country, save for reasons of exogenous
influence, lacks an effective national government” ( Banks)

“The number of extraconstitutional or forced changes in the top government
elite and/or its effective control of the nation's power structure in a given year”
( Banks)

Varies over 1 to 4. “(1) Monarch. Chief of state is a monarch (either hereditary
or elective) or a regent functioning on a monarch's behalf.

(2) President. Chief of state is a president who may function as a chief
executive or merely as titular head of state, in which case he will possess little
effective power. (3) Military. A situation in which a member of the nation's
armed forces is recognized as the formal head of government.(4) Other. This
category is generally used when no distinct head of state can be identified” (
Banks)

Varies over 1 to 3. “(1) Direct Election. Election of the effective executive by
popular vote or the election of committed delegates for the purpose of
executive selection. (2) Indirect Election. Selection by an elected assembly or
by an elected but uncommitted electoral college. (3) Nonelective. Any means of
selection not involving a direct or indirect mandate from an electorate.” (
Banks)

Varies over 0 to 2. “(0) None. No legislature exists. (1) Nonelective. Examples
would be the selection of a majority of legislators by the effective executive, or
by means of heredity or ascription. (2) Elective. A majority of legislators (or
members of the lower house in a bicameral system) are selected by means of
either direct or indirect popular election. ( Banks)

“Any rapidly developing situation that threatens to bring the downfall of the
present regime - excluding situations of revolt aimed at such overthrow”. (
Banks)

“Any systematic elimination by jailing or execution of political opposition
within the ranks of the regime or the opposition.” ( Banks)

“Any peaceful public gathering of at least 100 people for the primary
purpose of displaying or voicing their opposition to government policies



or authority, excluding demonstrations of a distinctly anti-foreign nature.” (
Banks)

Polity?2 Constructed by subtracting the AUTOC from the DEMOC score. Both the
AUTOC and DEMOC scores are constructed scores based on individual
components — competitiveness of executive recruitment, openness of executive
recruitment, constraint on chief executive, competitiveness of political
participation. Polity2 varies over -10 to +10 with higher numbers denoting a
more democratic environment. (Polity 1V)

TENSYS A measure of regime stability. It measures how long the country has been either
autocratic or democratic. (Database of Political Institutions)

* The data source for each variable is mentioned within brackets.



Appendix 3B: Data Description and Sources

Variable

Source

GCF (Gross Capital Formation )

Aid as % of GNI ( Net ODA)

GDP per capita

Inflation ( GDP Deflator)

Real Interest rate

Trade Openness (Trade as % of GDP)
Private credit to deposit money banks ( % of
GDP)

Deposit money bank assets/Central bank
assets + Deposit money bank assets)
Liquid Liabilities (% of GDP)

Investment Risk

World Development Indicators (WDI), Online Database, 2011
World Development Indicators (WDI), Online Database, 2011
World Development Indicators (WDI), Online Database, 2011
World Development Indicators (WDI), Online Database, 2011
World Development Indicators (WDI), Online Database, 2011
World Development Indicators (WDI), Online Database, 2011
Beck, Demirguc-Kunt and Levine (2000) database

Beck, Demirguc-Kunt and Levine (2000) database

Beck, Demirguc-Kunt and Levine (2000) database
International Country Risk Guide (ICRG) Database




Appendix 4: System GMM Specifications: Impact of Aid on Domestic Investment
conditional on Political Instability — Low Middle Income and Low Income Countries

(1) (2) ©) (4)
Democracy — TENSYS  TENSYS Democracy —
Polity IV (controlling for Freedom House
democracy)
Lagged investment (1) 0.471%** 0.474%** 0.570*** 0.473***
(0.0644) (0.0699) (0.0761) (0.0641)
Lagged investment (2) -0.223*** -0.206*** -0.246*** -0.228***
(0.0510) (0.0638) (0.0529) (0.0525)
Aid 0.169 0.424* 0.267 0.309
(0.266) (0.250) (0.255) (0.282)
(Aid)? -0.00327 -0.0108** -0.00995** -0.00743
(0.00463) (0.00515) (0.00490) (0.00484)
Pl -0.0587 -0.0877 -0.0930 -0.266
(0.0576) (0.0770) (0.0695) (0.557)
Aid*PI 0.0193*** 0.0122** 0.0147*** 0.0524
(0.00553) (0.00582) (0.00517) (0.0352)
Fin. Dev. 0.687 0.922 0.341 0.932
(0.7112) (0.824) (0.786) (0.743)
Govt. Cons -0.0653 0.0146 -0.117 0.0862
(0.113) (0.151) (0.137) (0.142)
Inflation 3.048** 2.616** 2.899** 2.214**
(1.244) (1.300) (1.303) (1.111)
(Inflation)? -0.966*** -0.698*** -0.724*** -0.709***
(0.269) (0.260) (0.244) (0.236)
GDP per capita 2.893 3.549 3.643 3.398
(2.716) (3.215) (2.791) (3.090)
Interest rate (real) 0.140** 0.140** 0.154*** 0.100*
(0.0550) (0.0544) (0.0542) (0.0565)
Trade 0.0217 0.0196 0.0217 0.0353
(0.0219) (0.0255) (0.0225) (0.0259)
Democracy 0.121%**
(0.0402)
Constant -6.356 -13.21 -12.72 -13.49
(15.29) (18.67) (15.59) (19.00)
Observations 143 150 143 154
Number of countries 46 48 46 49

Note: 1) Standard errors in parentheses;*** p<0.01, ** p<0.05, * p<0.1
2) We control for country and year dummies.



