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I. Introduction

Foreign aid is a political and economical sensitive topic in the modern world. Multiple different views on this make it a highly discussed issue, where after more than 60 years of foreign aid, still no consensus has been reached. The problem in the economical sense is that the effects and efficiency of foreign aid have found no one-sided strong empirical foundations to justify its expenditure. From this follows one of the political problems, namely that tax dollars might be wasted on questionable effects of foreign aid while the same money could be used for increasing welfare in their own country
Corruption is, similar to foreign aid, also a political and economical sensitive topic. Although corruption has probably existed since the beginning of mankind, today it remains a big problem in all parts of the world. Overall consensus has been reached that corruption undermines the effects of (proclaimed) good economic policy and so has a negative impact on an economy. However, personal gains easily brought forward by corruption makes many individuals and their surroundings live more prosperous and therefore make it a hard problem to tackle.
These two problems described above present serious issues to third world countries, which often rely on great amounts of foreign aid while having to deal with corruption at the same time. To start with their high reliability on foreign aid. This aid comes with the benevolence of rich first world countries, which is subject to multiple factors. Examples could be the current political party in office, or a financial crisis which strikes the world economy. However, in theory, it would make economically sense if effectiveness of foreign aid would be considered when drawing up foreign aid policy.  
Now comes in the domestic problems related to foreign aid and its effectiveness. A government in office wants to remain popular amongst its inhabitants, so it will be re-elected in future elections (if applicable). Otherwise government wants to remain popular in order to prevent any demonstrations or a coup against its leader. This can quite easily be done by, on the short-term, spending government money on consumption, rather than investment. The result is a temporary income transfer and temporary satisfied inhabitants. On the other hand, paying bribes to high government officials or media companies in exchange for their support might also do the trick. On the long-run however, with enough time and effort, the ideal is to invest money in physical capital, leading to structural higher productivity, which will finally lead to a “takeoff into self-sustained growth of an economy.” (Rostow, 1959) 
This growth, however, is negatively affected by corruption. Therefore the recipient country should be triggered to fight corruption, but if this incentive is lacking domestically, it should be pressured by donor countries This would on the long-term create autonomously growing economies with minimal levels of corruption and no longer in need of foreign aid; the donor’s  and recipient’s country ideal. 
Donors are aware of the situation in third world countries, since they also face some similar political problems themselves. However, these countries do not rely on foreign aid, instead, they provide it, and are far less affected by corruption. By committing to foreign aid, these governments decide that problems in the third world are, obviously, more severe than in their own country. This is a sensitive issue to decide on since it appeals to the general moral and calls upon the benevolence of a country’s inhabitants. When however a feeling of benevolence prevails and a political party is elected with active foreign aid donation in its program, this government should spend the aid efficiently. Ideally, to make sure of this, conditions are set which have to be fulfilled before a country is eligible as a recipient. These conditions are often based on economic theory, which may or may not be backed up by empirical research. A popular and widely researched condition is that of having good economic policy before aid donation is promised. Other researched conditions are for example a democratic elected government and/or respect for human rights. These conditions are not only introduced to be able to justify foreign aid expenditure for donor countries, but also to legitimately improve the welfare in the recipient country. 
Knowing that corruption has a negative effect on an economy, where foreign aid contributes to, conditioning for corruption before donating foreign aid is a very interesting topic to look into. As discussed above, conditioning for sound economic policy before promising foreign aid makes a lot of sense, since aid without proper policy can result in pure waste of money. However, as will be discussed later, corruption significantly undermines economic policy. Therefore, it makes sense to first look into effects of corruption on the efficiency of aid before looking at economic policy. 

In this paper, I want to research whether it would be justified to condition for corruption when deciding on foreign aid expenditure. This niche in conditions on foreign aid has to my knowledge never been properly researched and therefore might shed light on a potential new condition to be taken up in a donor country’s foreign aid policy. If there turns out to be a negative relation between corruption and the effectiveness of foreign aid this could be reason to withhold foreign aid to countries with high levels of corruption. If this were the case, this would have two positive effects. First of all, it would increase the effectiveness of foreign aid, so donor countries see that their money is spend usefully. Secondly, countries with high levels of corruption see their foreign aid incomes reducing due to the bad situation in their country. This will create an incentive for these governments to fight corruption, which is on the one hand positively related to their foreign aid earnings and on the other hand a good thing for their economy in general.
The question of whether it would be justified to condition on corruption will be tested on Sub-Saharan Africa. I have chosen this region for two reasons. One; it receives by far the most foreign aid in the world, but still has very limited to no economic growth. Two; it has immense problems with corruption, specifically with the type of decentralized corruption. Therefore, focusing on Sub-Saharan might provide useful insights on how to gain the most efficiency in foreign aid. The paper is constructed as follows; Part 2 discusses issues related to foreign aid in general and reviews some studies on other proposals to condition foreign aid to. Part 3 reviews some of the effects corruption has on a country’s economy and its government’s expenditure. Part 4 will summarize the literature reviews and establish the link between foreign aid and corruption. After this literature research, Part 5 will go into the data to see whether the numbers and figures also justify conditioning against high levels of corruption when donating foreign aid. Here I will introduce the methodology and dataset used, and discuss the regression analysis output. Part 6 will provide a conclusion of the research and provide suggestions for further research.
II. Foreign Aid 
“Economic research on foreign aid effectiveness and economic growth frequently becomes a political football” (Easterly, 2003). For this reason, the effects of foreign aid have always been a popular topic for research amongst economists. This, because economist, through research, hope to influence politics aiming ultimately for policy optimalization. Although not yet classified as economist, this is the objective of this paper as well.
This section will briefly discuss the two-gap model, the objectives and agendas of foreign aid and some problems faced with when evaluating foreign aid. After this I will review some of the major literature researching potential conditions to impose on foreign aid. 
i. Two-Gap Model

In 1966, Chenery and Strout developed the famous Two-Gap Model to justify foreign aid. This model, which provides us with theory that explains how foreign aid works, exists of, not surprisingly, two gaps. The first gap, the domestic savings gap, is the difference between the amount of investment needed to attain a certain level of growth and the domestic savings. The second gap, the trade gap, is the difference between the required imports of productive capital for a certain level of output and exports. This model however has been critized for multiple reasons. An example is the critics of Easterly regarding the domestic-savings gap. The model is based on 2 tedious assumptions. The first assumption is that the model assumes a constant linear relationship between investment and growth. This is based on a Leontief-style production function leaving no room for the substitution of labor for capital. The second unjustified assumption is that aid will be used for investment, rather than consumption. Empirical evidence on this will be discussed later. In fact, “Aid could actually worsen incentives to invest if the recipient believes that future poverty will call forth future aid (the classic ‘Samaritan’s dilemma’).” (Easterly, 2003) With this knowledge, Easterly comes to the finding that “The empirical literature on the connections between aid and economic growth has been hampered by the lack of a clear theoretical model by which aid would influence growth and which could pin down the empirical specification of the aid-growth relationship.”
ii. Agendas

Before a theory is made up on how foreign aid ought to work, there has to be an idea behind the theory which justifies its makings. This idea here is the moral concept of equality of living standard in the world. This can be in the form of for example trying to promote equal welfare distribution, poverty reduction, improvement of human rights and/or achieving sustained economic growth. The last of these is believed to improve all living standards measured. I take this assumption as true since testing for this is beyond the scope of this paper. 

However, this perceived benevolence of donor countries, donating money to ‘the poor’ without self-interest, does not seem to be the case. Boone (1995) summarizes multiple studies by Maizels and Nissanke (1984), McKinlay and Little (1977, 1978a, 1987b, 1979) Mosley (1985, 1987), Frey and Schneider (1986) and Trumbull and Wall (1994), on determinants of foreign aid. His conclusion is that “[…] aid flows primarily reflect donor’s interests rather than recipient needs.” (Boone, 1995) This is in line with other findings that recipients do not have a say in how aid is spend (Easterly, 2003), that aid is given for political, strategic and commercial reasons (Collier & Dollar, 2001) and that human rights and democracy are subordinate “[…] to other dominant foreign policy concerns, especially economic self-interest […].” (Crawford, 1997)
iii. Evaluation
Before discussing the literature on potential conditions to be imposed on countries before being eligible for foreign aid, a comment should be made on the evaluation of foreign aid. This because imposing conditions to improve the effectiveness of foreign aid makes sense, however, this improved effectiveness should be measured one way or the other, before any condition can be assessed. 
If for example an aid agency sets their objective as to reduce poverty in a certain region. This is a very difficult thing to measure since the poverty level is influenced by so many other factors besides aid. Another example; if foreign aid is invested in infrastructure, the effects of this specific investment are hard to measure directly and may evolve over years to come. Continuing, the assessment of aid is not one of the primary objectives of aid agencies. Aid bureaucracies want to spend money efficiently, whether or not in combination with some condition suggested by scientific research. However, when the money is spent, they do not like the idea of wasting extra money and effort to evaluate the effects of their contribution. This makes sense in the short-term, looking at one-time projects, in the long-run however, assessing the effects of aid can be very useful when deciding on future aid distributions. This can provide insight in what kind of projects, programs or aid agencies work the most efficiently. However, as William Easterly (2003) puts it; “the fundamental problem remains that both the success of past aid to follow conditions and the failure of past aid to follow conditions are both taken as justifications for future aid.”
The problem of measuring the effects of aid, as well as the unwillingness to spend money on this could make the concept of foreign aid questionable, something non-governmental organizations are more affected by than official aid agencies. Therefore, as an attempt to somehow explain what these aid agencies are doing, they report their output as total dispersed aid money. As the World Bank (1998) reported in ‘Assessing Aid’: “Disbursements (of loans and grants) were easily calculated and tended to become a critical output measure for development institutions. Agencies saw themselves as being primarily in the business of dishing out money.” This stressing of aid volume has become superior to the changes achieved towards their objectives. This lack of evaluating aid donations includes the World Bank which according to the Meltzer Commission (2000) only reviews “5 percent of its loans after three to ten years following the last disbursement of development impact.” (Easterly, 2003) Without proper evaluations, the effects of aid and certain aid agencies remain questionable and the potentially immense wasting of money remains hidden.
Although I am only describing a problem and not offering solutions, with this I wanted to stress the importance of evaluating the effects of aid before the discussion of imposing conditions starts. Although empirical research, modeling-in many factors which might affect aid effectiveness, provides us with potential effective conditions, ex post research is necessary to see whether theory actually holds in real life. 

iv. Conditions

Since the beginning for foreign aid after WWII, its effects have been unclear and therefore questioned. However, the moral and social concept of donating foreign aid has always gone at the heart of people in more developed nations. Therefore, in order to justify foreign aid expenses, economists have tried to come up with conditions to which recipient countries would have to fulfill, in order to make foreign aid more effective. A famous example of this is economic policy. Foreign aid can be either invested or consumed; the former would increase domestic output whereas the latter is of temporary character, providing extra income. The distribution of foreign aid amongst these options is recorded in policy. Therefore, Craig Burnside and David Dollar investigated the effects of economic policy conditionality on foreign aid. Their article ‘Aid, Policies, and Growth’ (2000) provided the world with new significant evidence 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.” Their findings based on a broad and relatively new dataset have been the basis of policy reforms of several international aid agencies (Easterly, 2003). 
This paper however was critized by William Easterly, after he had replicated Burnside & Dollar’s research with an expanded dataset in which newly found data was used. There he found that “[…] the coefficient on the crucial interaction term between aid and policy was insignificant in the expanded sample including new data […]” and thereby tackling their findings that aid is only effective in good policy environment. Continuing, Easterly found that their conclusions where also not robust to changes in definitions of “aid”, “policy” and “growth”. Burnside’s & Dollar’s definition of aid did not include forgiveness of past loans as current aid, although this is included in the standard definition of aid of the Development Assistance Committee of the OECD. The interaction term of aid with policy is no longer significant using this alternative definition, again knocking down the conclusions of Burnside & Dollar (Easterly 2003)
Similarly to Burnside & Dollar (2000), Paul Collier and David Dollar (2001) “[…] find that the interaction of aid and policy is good for growth, so that aid enhances the growth effect of policy and good policy increases the growth effect of aid.” Their conclusions are drawn up in a diagram with on the vertical axis a country’s policy quality and on the horizontal axis the marginal utility of poverty reduction for first world countries (‘concern’). Within this diagram they drew up poverty reduction isoquants and found that “we are not operating on this efficiency frontier.” Furthermore they found that we could “[…] achieve much more poverty reduction by allocating aid on the basis of how poor countries are and the quality of their policies.” (Collier & Dollar, 2001)
This paper was subject to an extensive analysis of Jonathan Beynon of the Economic and Statistics Analysis Unit. In his paper ‘Poverty Efficient Aid Allocations – Collier/Dollar Revisited’ (2003) he did multiple sensitivity test on their data and, unfortunately, concluded that: “The Collier/Dollar aid allocation models are helpful in highlighting major anomalies in the existing pattern of aid allocations and the potential of efficiency gains, but are not as robust as hoped […].” This because of questionable interaction effects of aid on other variables and regional differences in poverty reduction. Hereby, again the foundations for conditioning on sound economic policy on foreign aid are questioned. 
Other researches have tried to link aid effectiveness to different political regimes. The objective here again is to be able to see whether higher aid effectiveness could be gained by exclusively offering aid to certain political regimes. A famous attempt in finding a relation here was made by Peter Boone in ‘Politics and the Effectiveness of Foreign Aid’ (1996). Boone classified three different political/economic regimes; Egalitarian, Elitist and Laissez-faire. Classifying for each sample country which regime it had, he tested whether under different regimes effects of aid would be different on investment, growth or human development indicators. The outcome was that under none of the political regimes, any significant relation existed between aid and investment, growth or human development indicators. Therefore he concluded that “These findings suggest that all political regimes allocate foreign aid to a high income political elite.” (Boone, 1995)
v. Effects?

Finally I shortly want to discuss the article of Gordon Crawford (1997) ‘Foreign aid and political conditionality: Issues of effectiveness and consistency’. In this article he has a close look at the implementation of sanctions of four official aid donors in the 1990s. He focuses on the efficiency and consistency of imposing “[…] aid sanctions in situations of perceived violations of human rights, lack of progress towards democratization or state corruption.” His findings regarding effectiveness of political conditionality is that it only works in a minority of cases. The majority of attempts at applying political conditionality fail at being effective; this due to weak, insignificant sanctions imposed or the strength and independence of the recipient country of foreign aid. Crawford furthermore finds that the political conditionality is highly inconsistent. This is caused by the subordination of human rights and democracy to economic and political self-interest, therefore questioning the credibility and legitimacy of this type of political conditionality. 
Looking at Sub-Saharan Africa, relatively many sanctions have been imposed in the 1990s. Although still not effective, Crawford gives three reasons for the popularity of sanctions imposed on Sub-Saharan Africa. First, throughout the continent, democratic movements arose, challenging military regimes and dictatorships. This provided donor countries with options to influence political outcomes in their favor. Secondly, Sub-Saharan Africa is very dependent on foreign aid; therefore it is assumed that sanctions in this region are the most effective. Thirdly, the political and economic interests of donor countries in Sub-Saharan Africa are relatively small, lowering the threshold of sanctioning these countries.

To conclude this review on foreign aid, one can say that several major problems still have to be solved before it can be used as a scientific foundation for real-life situations. First of all, a strong working theoretical model of how foreign aid causes economic growth is needed. Continuing, before imposing any conditions on foreign aid, a lot more time and effort should be put into evaluating the effectiveness of aid. After this, there might be ex post empirical evidence on the effects of conditioning for foreign aid. These conditions then should be liberated from any economic or political interests that might lead to ineffectiveness and inconsistency.
III. Corruption
This section will review some of the available literature on the effects of corruption on the economy of a country, with Sub-Saharan Africa countries in particular. Gaining insight in this area provides a better understanding of the research question and why corruption could be an interesting indicator to condition foreign aid to.

Corruption has probably existed since the beginning of mankind. The reason that it is, still now, a commonly seen phenomenon in many societies can be explained in many ways by many factors. This, however, is beyond the topic of this paper and therefore I will stick to the effects corruption has on an economy. In this paper, the World Bank’s broad definition of corruption is applied, which is “the abuse of public office for private gain”. However, one must keep in mind that other authors might use slightly different definitions of corruption. 

i. Effects

The effects of corruption on the economy of a country can easily be summarized by stating that corruption has a negative effect on the growth rate of an economy. (Mauro 1995, 1997, Tanzi & Davoodi 1997, Gupta et al. 1998, Gyiman-Brempong 2001, Jain 2001) 
Let us have a look at the literature covering the effects of corruption on the growth rate of an economy. Ever since the first studies on this topic, complete consensus still has not been reached. On the one hand, examples of articles by Leff (1964) and Huntington (1968) argue that corruption might raise economic growth. They explain this by two methods; one is that bribes can speed up the economy by avoiding bureaucratic delay; two is that bribes work as a piece rate, creating an incentive for government officials to work harder. (Mauro, 1995) However, I want to focus on the many studies that have been conducted to research which aspects of corruption cause the negative effects of corruption.  I want to review these aspects below as to provide a better insight in the workings of corruption. Although literature on the effects of corruption is redundant, I will stick to the major articles on corruption.

ii. Investment

Economic growth is achieved through investment. According to Jain (2001) corruption directly affects investment levels and patterns in three ways. 

First of all, corruption “affects government expenditure directly because some activities lend themselves to corruption more than others. Hence, funds will be allocated where the corruption is the highest.” (Jain, 2001) He bases this finding on research conducted by Mauro (1997) and Tanzi and Davoodi (1997). The latter find that high level corruption causes severe waist of government expenditure. They use the following reasoning; high-level politicians like being in the picture with the opening and constructing of large infrastructural or social projects to show their willingness to contribute to the future growth of a country. These high-level politicians have to power to exert influence on where government money is spent and this spending is highly discretionary. These large government projects, possibly involving hundreds of millions of dollars, are often contracted to firms who have major interests in retrieving such profitable contracts. Therefore, these firms are willing to pay ‘commissions’ or bribes as to win the bid for a contract. The size and complexity of such large project lend themselves perfectly for corruption. Tanzi and Davoodi (1997) research the relation between corruption and the amount of public investment. Here they find a positive and significant relation, meaning that higher corruption means higher public investment. Similarly, they examine the level of corruption and the reduction in public investment productivity. Here they also find that “the negative sign on the interaction term shows that higher corruption can reduce the productivity of public investment.”(Tanzi & Davoodi, 1997)

Secondly, corruption affects economic growth by altering investment decisions for entrepreneurs. Corruption causes serious misallocation of resources in three ways according to Jain (2001). 

One; corruption makes investing more expensive. Bribes paid to corrupt government officials can be seen as an inefficient tax, raising the investor’s production costs. (Gyimah-Brempoong 2001, Wei 1997) Furthermore; corruption is always accompanied with uncertainty. This is especially the case in Africa where corruption tends to be of the decentralized and disorganized type in which “paying a bribe to one official does not guarantee that a service will be provided.” (Gyimah-Brempong, 2001) The simple fact that corrupt contracts are illegal makes them unenforceable in a courtroom. This uncertainty increases the transaction costs and again negatively affects investor’s decision-making. Wei (2000) finds supporting results in his research on the relation between corruption and foreign direct investment. 

Two; selection of projects by corrupt government officials. Apart for high-level politicians who can direct government spending to large infrastructural projects as to benefit from their influence by being bribed, lower governmental officials are corrupt as well. When this official has one permit to give out and two parties are interested, the problem arises. Although one party can by far be the most efficient - the socially efficient optimal choice -, the permit will definitely go to the party offering the highest bribes. They will be able to offer this bribe because they use for example goods of lesser quality of the other party. The decision of the government official is in his best interest, but this conflicts with the social efficient optimum. Having situations like this also causes misallocation of resources and therefore alters investor’s decisions. (Gyimah-Brempong 2001, Jain 2001, Gupta et al. 2001, Bardhan 1997)

Three; corruption misallocates human capital. This is also Jain’s third point in how corruption directly affects investment patterns. With high levels of corruption, the alternative of human capital to working on productive activities is to become rent-seekers. In countries of extreme corruption, this makes sense for many individuals. This diminishes the pool of productive human capital which could otherwise be invested in productivity enhancing activities. (Gupta et al 2001, Jain 2001)

iii. Indirectly

Additionally, next to these effects of corruption on investment, two other aspects of corruption indirectly reduce the growth of an economy. First of all, due to so much money disappearing in corrupt activities, this money leaves the registered money flows. On this money, to tax income is generated. This again leads to reduced government revenue, leading to lower investment which has the negative affects described above. Secondly, due to investments in new large-scale projects, too little government expenditure is invested in maintenance of completed projects. (Tanzi & Davoodi, 1997) For example power plants or highways detoriate over the years without proper maintenance. Therefore, they cannot be used at full capacity which goes at the cost of their productivity. 

To summarize, we can say that the literature on the effects of corruption on an economy are negative. Although there is some literature arguing for positive effects of corruption, the majority strongly favours the negative effects. They explain these negative effects in three ways. First of all, large infrastructural projects lend themselves easily for corruption. Therefore, government expenditure is often easily diverted to these projects by high-level politicians. These projects are not the most productivity enhancing projects to spend government money on. Secondly, corruption alters investors’ decisions, this through misallocation of resources. Corruption causes a rise in production and transaction costs, caused by inefficient taxation and uncertainty. Continuing, government officials also misallocate resources since their decisions are affected by potential bribes, which divert their decisions away from the social optimum. Thirdly, corruption causes a misallocation in human capital. This because rent-seeking is often a very attractive alternative in countries with high levels of corruption, diverting this human capital away from productive activities. 
Next to the direct effects corruption has on an economy, two examples can be named how corruption indirectly affects an economy. One; all the money that disappears through bribes leaves the registered money flows, so no tax is earned on this. Secondly, due to the attractiveness of large infrastructural projects, little to no money is invested in maintenance of existing projects, causing a serious fall in productive capacity. 
IV. Foreign Aid vs. Corruption
Before we go into the data and our regression analysis, I want to recap on the literature and the objective of this research. The aim of this paper is to investigate if greater effectiveness of foreign aid, expressed in economic growth, can be achieved by conditioning against high levels of corruption before donating foreign aid. Many studies have shown that the effects of foreign aid turn out to be rather disputable. This is on the one hand caused by donor countries directing their foreign aid to recipient countries where they have economic or political interests. On the other hand, the effort put in and the measurement techniques of, evaluating foreign aid projects are neglectible, making it very hard to quantify the effects of foreign aid. Research on conditioning for economic policy or certain political regimes as a way to improve the effectiveness of foreign aid have resulted in sensible outcomes, however not very robust to different data samples or definitions of variables. 
Looking at the literature regarding the effects of corruption on an economy, this literature justifies the research on the effects of corruption on the effectiveness of foreign aid. Corruption seriously undermines the effects of economic policy and it can be argued that corruption is more common under certain political regimes. Therefore it makes sense to first control for corruption levels before any attention should be given to whether or not a country is practising good economic policy. 
Whether conditioning for high levels of corruption provides an incentive for recipient countries to fight corruption remains questionable. The literature on this topic is rather limited, but as Crawford (1997) finds in his research on effectiveness and consistency of political conditionality is ambiguous. If we can overcome the problem of letting economic and political interests subordinate sanctions on human rights violation (or in our case; corruption), there still remains the question of how resilient the recipient country is to sanctions.  

i. Causality

Before I discuss the model, I first want to shortly review some existing literature on the relation between foreign aid and corruption, which might be the cause of multicollinearity in the model. As has been proven in research, corruption is positively related to the size of government expenditure as part of GDP. As foreign aid increases government expenditure, this will also increase corruption. This relation has been studied by Svensson (1999) and Alesina and Weber (2002), who both conclude that aid significantly increases corruption in a country. This might cause a problem when giving aid to a country with low corruption levels; these corruption levels could rise. This however is looking to far ahead for potential problems. Looking in the other directions; theories on corrupt governments, due to extreme situations, attracting more foreign aid, find no significant statistical grounds in both studies by Svensson (1999) and Alesina and Weber (2002). 
V. The Model

This section will investigate the data of our sample to see whether the figures back up the literature. First I want to see whether foreign aid does actually contribute to the growth of an economy in Sub-Saharan Africa in the time period from 1998 to 2008. I am aware that research on this has been conducted with far more complex regression techniques, using much larger sample data. But knowing that these studies are often critized, replicated with other data or definitions and, with that, conclusions tackled, I decided to test this for my own sample and time period. After this I want to again find out whether theory is backed up with empirics, but then on corruption.

When these two situations turn out to be the case, this would lay a strong foundation to actually condition against high levels of corruption when deciding on foreign aid policy. 
i. Data

The data used in this model are taken from the World Bank, covering the time period of 1998 to 2008. The two exceptions are the openness index and the Corruption Perceptions’ Index (CPI). The openness index is taken from the Penn World Tables. This data provides us with the openness over 1998 to 2007, calculated as exports plus imports as percentage of GDP. The corruption index is taken from Transparency International, which is an index based on 13 different corruption indexes of 10 independent institutions. Appendix 1 provides the methodology of the CPI, offered by Transparency International. This index ranges from 0 to 10, where 0 means very corrupt and 10 means no corruption whatsoever. For the ease of interpretation, this index is inverted, directly showing the negative effects of corruption on growth.
With this data I want to do a cross sectional regression analysis using the Ordinary Least Squares regression technique on 45 countries in Sub-Saharan Africa, over the time period of 1998 to 2008. The models used to test different effects are the following:

The effects of foreign aid:

Growthi = a + ß1* lAidi + ß2*lGDPi + ß3*Openi​




(1a)
The effects of corruption:
Growthi = a + ß1* CPIi + ß2*lGDPi + ß3*Openi​




(2a)
The combined effects of foreign aid and corruption:
Growthi = a + ß1* lAidi + ß2*CPIi + β3*lGDPi + ß4*Openi​



(3a)
The previous model, added with an interaction term looks as follows:


Growthi = a + ß1* lAidi + ß2*CPIi + β3*lAid​i*CPIi + β4*lGDPi + ß5*Openi​ 
(4a)
In these models, Growthi represents the percentage growth of GDP per capita over our time period for country i. Continuing, lAidi is the natural logarithm of the total amount of foreign aid that on average was received per capita over these 11 years. CPIi is the average corruption over our time period. These are our variables of interest. The other variables are control variables, which control for effects they have on the growth of an economy, in attempt to single out the effects foreign aid or corruption might have. These variables represent the following; 

lGDP     =
the natural logarithm of the GDP per capita in 1998

Open      = 
the openness index, calculated as a ratio of imports plus exports to GDP. This is an average taken over 1998 to 2007. 
As you can see, the openness index is only based on data available from 1998 to 2007. Data on 2008 was unfortunately not available, but the effects of this are minimal since we are looking at an average over 11 years, in an equation with 5 explanatory variables.
To see whether the coefficients are robust to changes in the models, two other variables are added in the models (1b), (2b), (3b) and (4b). These are the following:

GovExp  =
the average size of government expenditure as part of GDP, over 1998 to 2008.

lInflation = 
the natural logarithm of the average inflation in a country over 1998 to 2008

The results of the regression analysis using OLS in Eviews are presented in Table I. T-statistics are displayed in parentheses. Although no significant form of heteroskedasticity is found, I do control for this by using White’s Heteroskedasticity consistent coefficient covariance. Furthermore autocorrelation is not relevant here since we deal with a cross-section analysis. Also, in Table I the result of the Bera-Jarque test is displayed to see whether the residuals deviate from a normal distributed pattern.

ii. Results

If we start with the model of foreign aid (1a), we can see some interesting results. The coefficient on aid for our sample is positive, which is a good thing. This would mean that foreign does contribute to economic growth in a country. However, this coefficient is far from significant. There is in fact a 33% chance that the coefficient of aid could be zero. Similarly, all other coefficients are insignificant. This means that none of the variables is found to significantly explain any of the growth of an economy. This is confirmed by the R², which tells how much of the growth is explained by the model. This is only 3%, which all together makes it a very weak model, with which we cannot draw any proper inferences on the effects of aid on growth. 
If, however, we have a look at equation (1b) we see that when adding two extra control variables, our aid coefficients significantly improves. The aid coefficient increases in size and significance. With a new p-value of 7%, we conclude that adding extra control variables to our model singles out the effect foreign aid has on economic growth. 
Now let us have a look at the model of the corruption index (2a). We find that the coefficient on corruption is negative, which is in line with theory that corruption has a negative effect on growth. This coefficient has a p-value of 4%, making this a significant and useful coefficient. All other variables are again insignificant and therefore do not explain any of the growth in the model. The R² is 8%, making this a weak model, but it does provide us with a significant coefficient on corruption.
In equation (2b) we check whether this coefficient is robust to expanding the model with extra control variables. We find that the coefficient very slightly increases in size, but also decreases a bit in significance, which is now 6%. Although not fully robust to these sensitivities, this model does again provide us with a quite useful coefficient. 
When we put both variables of aid and corruption together in a model (3a), we see that the size of the aid coefficient decreases and the corresponding p-value rises to a useless 78%. The corruption coefficient remains roughly the same. This means that our aid variable contributes less to explaining the growth of an economy when added in a model with corruption. Again the other variables are also insignificant and the R² remains low at 8%. From this model we can conclude that the corruption coefficient remains reasonably significant in combination with the foreign aid coefficient. 
If we look at equation (3b), we see similar results as in equation (1a) & (1b) regarding our foreign aid coefficient. Here again, we see that when adding extra control variables, the effect of foreign aid on growth is singled out. The size of the coefficient strongly increases and the p-value drops from 78% to 19%. However still not significant, we can conclude that adding extra variables improves the aid coefficient. Looking at the corruption coefficient, we see that the size of this coefficient only slightly decreases, but the p-value rises to 14%. This is a rather annoying observation, to see that adding extra control variables benefits one of your variables of interest, but detoriates the other. 
Finally, in equations (4a) & (4b), we added an interaction term to see the effects the two combined variables have on growth. When comparing the two equations, we find changing sign, size and significance of our variables of interest. Looking at the interaction term is useful if we want to take the first order derivative to be able to calculate the effects of foreign aid at certain levels of corruption. Unfortunately, both equations contain only highly insignificant coefficients and are therefore unfit for drawing inferences. But as an example I have constructed the derivative of (4b), since it has the better fit of the two. 

δGrowth  = -0.232 + 0.055*LogAidi​
  δCPI
This would mean that immense amounts of foreign aid are required to off set the negative effects corruption has on growth. However, these amounts are not found in Sub-Saharan Africa, nor any other place in the world. 
iii. Table I

Growth: Aid & Corruption
	Equation
	Dependent Variable
	Constant
	LogAid
	CPI
	LogAid*CPI
	LogGDP p/c
	Openness
	GovExp/GDP
	Inflation
	R²
	N
	Bera-Jarque

	 
	
	
	
	
	
	
	
	
	
	
	
	 

	(1a)
	Growth GDP p/c
	-0.159
	0.122
	
	
	0.018
	-0.001
	
	
	0.03
	42
	0.883

	 
	
	(-0.42)
	(0.98)
	
	
	(0.43)
	(-1.10)
	
	
	
	
	(0.64)

	 
	
	
	
	
	
	
	
	
	
	
	
	 

	(2a)
	Growth GDP p/c
	0.238
	
	-0.086
	
	-0.038
	-0.001
	
	
	0.08
	42
	0.463

	 
	
	(1.12)
	
	(-2.11)
	
	(-0.72)
	(-0.83)
	
	
	
	
	(0.79)

	 
	
	
	
	
	
	
	
	
	
	
	
	 

	(3a)
	Growth GDP p/c
	0.143
	0.035
	-0.082
	
	-0.035
	-0.001
	
	
	0.08
	42
	0.471

	 
	
	(0.36)
	(0.29)
	(-1.94)
	
	(-0.65)
	(-0.84)
	
	
	
	
	(0.79)

	 
	
	
	
	
	
	
	
	
	
	
	
	 

	(4a)
	Growth GDP p/c
	0.692
	-0.162
	0.071
	-0.055
	-0.037
	-0.001
	
	
	0.09
	42
	0.5

	 
	
	(0.61)
	(-0.40)
	(0.29)
	(-0.64)
	(-0.70)
	(-0.79)
	
	
	
	
	(0.78)

	 
	
	
	
	
	
	
	
	
	
	
	
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	(1b)
	Growth GDP p/c
	-0.485
	0.219
	
	
	0.011
	-0.001
	0.004
	0.112
	0.12
	38
	1.387

	 
	
	(-1.12)
	(1.85)
	
	
	(0.27)
	(-1.32)
	(0.48)
	(0.88)
	
	
	(0.50)

	 
	
	
	
	
	
	
	
	
	
	
	
	 

	(2b)
	Growth GDP p/c
	0.259
	
	-0.094
	
	-0.053
	-0.001
	0.000
	0.065
	0.14
	38
	1.107

	 
	
	(0.91)
	
	(-1.95)
	
	(-0.97)
	(-0.50)
	(0.04)
	(0.50)
	
	
	(0.57)

	 
	
	
	
	
	
	
	
	
	
	
	
	 

	(3b)
	Growth GDP p/c
	-0.189
	0.161
	-0.077
	
	-0.040
	-0.001
	-0.001
	0.082
	0.17
	38
	1.451

	 
	
	(-0.38)
	(1.35)
	(-1.53)
	
	(-0.70)
	(-0.70)
	(-0.08)
	(0.63)
	
	
	(0.48)

	 
	
	
	
	
	
	
	
	
	
	
	
	 

	(4b)
	Growth GDP p/c
	-0.765
	0.371
	-0.232
	0.055
	-0.040
	-0.001
	-0.001
	0.083
	0.17
	38
	1.705

	 
	
	(-0.55)
	(0.77)
	(-0.76)
	(0.53)
	(-0.67)
	(-0.71)
	(-0.12)
	(0.64)
	
	
	(0.43)

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 


VI. Conclusion
In this research I have investigated literature as well as empirics to see whether these two could lay foundations to condition against high levels of corruption when deciding on foreign aid donation. 
The literature on the effects of aid on growth of an economy turns out to be rather flawed. Many different conclusions based on different studies make the effects questionable. This, however, can be explained by the lack of evaluation of aid in general. Although difficult to measure, proper evaluation of the effects of foreign aid might provide very useful insights in the actual effects of foreign aid. Furthermore, the ideal of contributing to sustained economic growth to increase overall welfare is often subordinate to other economic or political interests of donor countries. This might undermine the potentially positive effects foreign aid has when donated according to the right reasons. Continuing, it can be said that the often referred-to two-gap model comes short of properly explaining the workings of foreign aid and therefore a strong theory on this is not available. Finally, attempts to find relations between the effectiveness of foreign aid and economic policy or political regimes have been successful as well as unsuccessful, and in the former case often not robust to other data and/or definitions. 

The empirics on the effects of foreign aid are positive for my data sample, but unfortunately only significant at the 10% level and not at the 5% level. This is for everybody to decide for themselves whether one can draw up inferences with these statistics. I however do not want to state here that foreign truly does contribute to economic growth, due to the fact that the sample is rather limited and many potential significant control variables are missing.

Adding up these conclusions, one can say that the effects of foreign aid are still rather ambiguous. This is based on the literature review in combination with the close but not significant regression output, which cannot convincingly provide us with the conclusion that foreign aid does contribute to economic growth. With this in mind, we can conclude that withholding foreign aid based on certain conditions, e.g. high levels of corruption, in order to improve economic growth, has no use. 

The literature on the effects of corruption on an economy contains a majority of theories concluding that corruption negatively affects economic growth. This is mainly caused by bad discretionary government expenditure on large projects, which lend themselves excellently for corruption but which do not contribute relatively much to enhancing a country’s productivity. Furthermore the misallocation of resources, and human capital in particular, caused by corruption also negatively affects economic growth. This is caused by resources diverted to unproductive activities by government officials, hoping to earn a little on the side through bribes, as well as the attractive alternative of rent-seeking in the case of human capital.
The empirical evidence in our sample supports this theory that corruption has a negative effect on growth. This because in our model on corruption, we find a negative coefficient for the corruption index. However, this coefficient is, just as the foreign aid coefficient, significant at the 10% level but not at the standard 5% level. Here I have the same motives as above why I do not want to draw any inferences with solely this data, as to claim with certainty that corruption has a negative effect on growth. 

With the statement that foreign aid in not contributing to economic growth, to question whether conditioning against high levels of corruption is now irrelevant. If however, after more and proper evaluation of the effects of foreign aid, it does turn out to contribute to growth, then we are allowed to consider conditioning against high levels of corruption. For now, we only want to investigate the effects of corruption on an economy. Literature provides us with strong and robust theories on the negative effects of corruption, and although the empirics do not fully back up the theory, looking at the combination of the two, I dare to state that corruption has a negative effect on economic growth. 
If in time it might turn out that foreign aid does contribute to growth, the effects of conditioning against corruption still remain questionable. As Crawford (2003) shows us, donor countries still have to overcome their economic and political self-interest so they can strive for the ideal of increasing welfare in the most effective way. After this, there still remains the question of how dependable a recipient country is on foreign aid and whether withholding foreign aid actually sparks an incentive to improve the situation. 
A short word on causality between foreign aid and corruption. This might cause problems, since we have seen with Svensson (1999) and Alesine and Weber (2003) that aid increases corruption.
i. Suggestions

Looking at this research, many suggestions can be made as how to improve it. First of all, by taking a larger sample over a longer time period might improve the significance of the coefficients in the regression analysis. Furthermore, adding more control variables should improve the model and so single out the effects of foreign aid on growth. The effect on the corruption coefficient of adding extra variables is ambiguous. Here you can think of for example the suggestions of type of economic policy, the political regime and some variable to control for natural resources available or the geographical setting. Also, the data might be improved by including lags for the foreign aid variable, since those effects on an economy are not directly visible. 
Another option is to use panel data to be able to draw much more complex inferences with the data. Using panel data can also help in the search of extra control variables, since when some countries do provide significant coefficients while others do not, one can look for similarities between these countries and control for them in a new model.
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Appendix I

Corruption Perceptions Index 2009

Short methodological note

1. The 2009 Corruption Perceptions Index (CPI) gathers data from sources that

cover the past two years. For the 2009 CPI, this includes surveys from 2008

and 2009.

2. The 2009 CPI is calculated using data from 13 sources from 10 independent

institutions. All sources measure the overall extent of corruption (frequency

and/or size of bribes) in the public and political sectors, and all sources

provide a ranking of countries, i.e., include an assessment of multiple

countries.

3. For CPI sources that are surveys, and where multiple years of the same

survey are available, data for the past two years is included to provide a

smoothing effect.

4. For sources that are scores provided by experts (risk agencies/country

analysts), only the most recent iteration of the assessment is included, as

these scores are generally peer reviewed and change very little from year to

year.

5. Evaluation of the extent of corruption in countries/territories is done by two

groups: country experts, both residents and non-residents, and business

leaders. In the 2009 CPI, the following seven sources provided data based on

expert analysis: African Development Bank, Asian Development Bank,

Bertelsmann Foundation, Economist Intelligence Unit, Freedom House,

Global Insight and the World Bank. Three sources for the 2009 CPI reflect the

evaluations by resident business leaders of their own country, IMD, Political

and Economic Risk Consultancy, and the World Economic Forum.

6. To determine the mean value for a country, standardisation is carried out via

a matching percentiles technique. This uses the ranks of countries reported

by each individual source. This method is useful for combining sources that

have a different distribution. While there is some information loss in this

technique, it allows all reported scores to remain within the bounds of the CPI,

i.e., to remain between 0 and 10.

7. A beta-transformation is then performed on scores. This increases the

standard deviation among all countries included in the CPI and avoids the

process by which the matching percentiles technique results in a smaller

standard deviation from year to year.

8. All of the standardised values for a country are then averaged, to determine a

country's score.

9. The CPI score and rank are accompanied by the number of sources, high-low

range, standard deviation and confidence range for each country.

10. The confidence range is determined by a bootstrap (non-parametric)

methodology, which allows inferences to be drawn on the underlying

precision of the results. A 90 per cent confidence range is then established,

where there is a five per cent probability that the value is below and a five per

cent probability that the value is above this confidence range.

For a detailed explanation of the CPI method please visit www.transparency.org/cpi
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Abstract


The effectiveness of foreign aid, after years of research, still remains ambiguous. Ways have been sought of how to improve aid effectiveness. This for example through conditioning for certain positive economic criteria. This thesis investigates whether literature and empirics provide a strong foundation for whether it would make sense to condition against high levels of corruption when donating aid. Results show that foreign aid does not contribute to economic growth. Therefore, putting conditions on foreign aid to improve economic growth makes no sense. If, however, it turns out that foreign aid does contribute to growth, conditioning against high levels of corruption makes sense since this has a very negative effect on the growth of an economy.
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