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Abstract

Foreign aid can have either a positive or a negative impact on economic growth. The role of
foreign aid in supporting growth by completing domestic savings has been a subject of
substantial argument. In this study, we explore the role of foreign aid, trade openness,
investment, domestic savings and economic growth in eight MENA countries (Morocco,
Algeria, Egypt, Palestine, Syria, Jordan, Lebanon and Tunisia) for the period from 1977 to
2013. The estimation has been done using simultaneous equation model and dynamic panel
data system analysis. A negative relationship is found between economic growth and foreign
aid. The negative impact of foreign aid on economic growth could be due to presence of
Dutch disease and bad policy environment. In addition, foreign aid seems to crowd out
domestic savings rather than complementing it. The effects of trade openness and domestic
investment on economic growth are significantly positive.
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1. Introduction

Foreign aid in poor countries has developed into an essential source of economic
development and growth. The modest foreign exchange revenues entail less funding for
infrastructure projects and social development. Economies that have positive foreign aid
experience realized greater human capital growth, more rapid capital accumulation and
enhanced welfare (Chowdhury and Garonna 2007). A basic belief for the supporters of
foreign aid is that it assists poor countries in attaining higher levels of economic growth by
eliminating the difference between saving and investment. Without foreign aid, domestic
resources of the aid recipient countries will not utilize. Moreover, foreign aid closes the
foreign exchange and the saving gap, due to the lack of foreign currency. Therefore, foreign
aid is vital for economic growth in developing economies. Although, most of foreign aid
aimed to support economic growth and increase the welfare, there is substantial discussion
over the effectiveness of foreign aid. The Empirical studies found mixed results. There is
evidences show that foreign capital inflow support economic growth, and other evidences
against the theoretical opinion about the effect of foreign capital inflows. Papanek (1973),
Gupta and Islam (1982), Dalgaard et al. (2004), found a positive effect of aid on economic
growth. Opponent of foreign aid have emphasized the harmful consequence of foreign aid,
which in various economies increased non-development spending. In addition, political
volatility, repeated policy variations, erroneous public sector priorities and ineffectiveness of
institutions reduce the effect of foreign aid on economic growth and poverty reduction.
Burnside and Dollar (2000) found a negative impact of aid on economic growth. In addition,
aid may has a strong impact on reducing savings, enhancing more consumption and causing
Dutch disease, which appreciate currency, increases inflation, raising non-tradable goods
prices, moving efficient resources from tradable sectors to non tradable sectors, reducing
exports, enforcing more imports (as a result of increasing wages in non tradable sectors and
reducing local production), and causing more need of aid to finance imports, which known as
aid dependency, Sabra and Sartawi, (2015).

Economic Growth differs between countries and regions. The growth is related to features of
the regions such as population growth and investment in capital both physical and human,
flow of foreign capital, inflation and unemployment rates. The economic growth in the
MENA countries has been affected by high population growth and unemployment rates;
foreign aid and influence of the government over the economic sectors.

In this study we empirically examine the impact of foreign aid on domestic savings and
economic growth and whether Dutch disease stands or not, which is in the core of
developmental studies nowadays. Our empirical work is done in eight MENA countries using
different methods, which are two stage least squares and dynamic panel data analysis. These
countries are Morocco, Algeria, Egypt, Palestine, Syria, Jordan, Lebanon and Tunisia, and we
run the estimation using the available data for period 1977 to 2013, according the availability
of data from World Bank database. In fact, this work shows aid developmental influence on
the area.

We proceed as follows: in the next section we review the literature, then we present the
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methodology and data, then we show estimation results and finally we conclude.
2. Literature Review

Whether foreign aid is effective in supporting economic growth and development in
developing countries or not is an open question. Studies that found negative relations between
foreign aid and economic growth claim that foreign aid receipt countries increase
consumption from capital inflow. That reduces savings and lead to slow economic growth or
in other words, economic growth would be higher without aid or with reducing aid or
increasing efficient aid. High capital inflow reduces domestic saving or may be savings
become negative. Therefore, domestic savings is the function of national income and foreign
capital inflows. The negative relation between foreign aid and economic growth may be the
result economic policy environments, government intervention, business cycles, and
reliability of foreign aid inflows in the recipient poor countries. Hadjimichael et al. (1995)
found that the effect of foreign aid is negative for savings Sub-Saharan Africa. Gupta and
Islam (1982) found that there is a negative effect of foreign aid on savings in aid recipient
countries. Balde (2011) found that foreign aid did not promote economic growth in
Sub-Sahara Africa. Rajan and Subramanian (2008) found that foreign aid does not support
economic growth, instead, foreign aid hinder economic growth by reducing the domestic
saving rate. In addition, theory suggests normally a positive linkage between aid and exports
where aid reduces trade barriers and can establish to long-term trade relationships, which
enforcing more trade. Sabra (2013) suggests that 1% increase in aid is associated with an
increase in donor exports of goods from .96% to 1.7% of aid to the Arab MENA countries,
which are the recipient countries. This may hinder the growth and formulates indirect
negative relationship between aid and economic growth.

Morrissey (2001) indicated that foreign aid can enhance economic growth by intensify
investment in physical and human capital and the ability to import capital goods. In addition,
foreign aid is linked to technology transfer that improves productivity and enhances
endogenous technical change. Fayissa and El-Kaissy (1999), in a study of 77 countries found
that foreign aid positively impacts economic growth in developing countries. This is coherent
with theory of foreign aid, which affirms that foreign aid development enhances economic
growth by increasing domestic capital formation. Burnside and Dollar (2000) found the
positive effect of foreign aid in developing economies in existence of careful polices.
Chong et al. (2009) found important impact of foreign aid on poverty alleviation. In addition,
they found high-quality institutions are essential for foreign aid to assist the poor. In fact, the
concept behind the positive impact of aid on growth is that aid can fill both investment and
resources gaps where its complement savings and increases investment and capital
accumulation. Therefore, foreign aid has positive impacts only in those economies that have
good fiscal, monetary and trade policies, Burnside and Dollar (2000), which means that good
economic policy pre-requested for aid effectiveness, Murshed and Khanaum (2014).

Basnet (2013) examined the role of foreign aid on savings and economic growth in South
Asian countries by utilizing a simultaneous equation system. He found that foreign aid
enhances economic growth in five South Asian countries and foreign aid adversely influences
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domestic savings during the study period. The positive impact of foreign aid on economic
growth might be counterbalance by the negative impact on domestic saving. Djankov et al.
(2006) found that foreign aid has a negative effect on economic growth by decreasing
investment and escalating government expenditure. Burke and Ahmadi-Esfahani (2006)
found that there is no significant relationship between foreign aid and economic growth. They
empirically examined the impact of foreign aid on growth by utilizing data from 1970 to
2000 and a simultaneous equation model in three Asian countries, Indonesia, the Philippines
and Thailand. In addition, McGillivray, et al. (2006) indicates that aid has a decreasing return,
(namely, that each additional dollar of aid has a lower (positive) impact on growth than the
preceding dollar). Therefore, aid impacts positively on growth when it has not an adverse
impact on local investment and domestic savings. Finally, aid impact on growth is considered
the main driver to developmental effects such as poverty alleviation, but such goals remain
depend on justice allocation of aid across economic sectors, geographical regions, types of
government expenditure and approach to poverty.

Djankov, et al. (2006) results show that aid has a negative direct impact on economic growth,
and it does not increase investment, meanwhile, aid has a positive impact on government
expenditure. They argue that why aid increases government spending and does not induce
investment. This is under a hypothesis that easy resources such as aid may induce
rent-seeking activities among parties in power, which imply non-productive use of resources
that impacts negatively on investment as a consequence. Therefore, aid impact on growth is
subject to aid spending behaviour or allocation between productive or non-productive sectors.
Neanidis and Varvarigos (2005), found that allocating aid to productive and non-productive
sectors impacts positively and negatively on growth, respectively.

3. Methodology and Data
3.1 Two Stage Least Squares Estimation

This paper uses unbalanced panel data of eight MENA countries (Morocco, Algeria, Egypt,
Palestinel, Syria, Jordan, Lebanon and Tunisia) for the period 1977 to 2013 according the
availability of data from World Bank database. The model based on an economic growth
equation and a saving equation. Estimation of economic growth and saving equations
individually might endure simultaneous equations bias due to some of the explanatory
variables might not be truly exogenous. Consequently, we estimate the equations of economic
growth and saving equations simultaneously. Equations 1 and 2 are used in the simultaneous
analysis. This model is familiar in the literature (Burke and Ahmadi-Esfahani, 2006; Basnet,
2013).

Work that measured aid impact on growth using a single linear regression equation that
relates growth to savings, aid inflows and other variables. A significant weakness of this
technique is the failure to consider the interconnection between growth and savings and the
fact that explanatory variables, including aid and government expenditure are likely to be
jointly determined. Therefore, the total impact of aid on growth, including each direct impact,

! Data available for Palestine from year 1994, and for Lebanon from1990.
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and the impact of aid on savings, can only be adequately captured in multiple-equation
models, Burke and Ahmadi-Esfahani, (2006). They indicate that the estimation of a
single-equation model by ordinary least-squares (OLS), as done by some others, is likely to
produce biased and inconsistent parameter estimates. In addition, the problems arising from
simultaneity bias in single-equation estimation of the aid-growth relationship, and the merits
of simultaneous-equation estimation.

The two-equation model avoids the simultaneity bias occurred in single-equation models. In
addition, two-equation model allows for jointly determination of both economic growth and
domestic savings. This specification also allows testing Griffin hypothesis (1970) states that
foreign aid is ineffective in part because it displaces domestic savings, Burke and
Ahmadi-Esfahani, (2006).

In GDPC= g, + f,In AID + ,In SAV + ,In OPEN + B,InFD + €  Equationl

In SAV = ¢y + oy In AID + ayIn GDPC + o3 ln OPEN + oy In INV +v  Equation 2

Where: GDPC is GDP per capita, which is GDP at constant 2005 prices divided by
population, this is the proxy of economic growth. Country size proxies by population which
may negatively related to economic growth. Hence, we prefer GDP per capita because it
takes population under consideration. AID is net official development assistance and official
aid received. SAV is the gross domestic saving. OPEN is the trade openness measured by the
sum of exports plus imports as a share of GDP. INV is the gross capital formation in constant
prices. FD is fiscal discipline which is the general government final consumption expenditure,

and € and v are error terms. The parameters (£,, B, B3 and [. represent the elasticities of

GDPC with respect to AID, SAV, OPEN and FD. The rationale behind controlling fiscal
discipline in our model is that there has always been controversy over the appropriate use of
aid. The government of recipient countries uses the aid fund in some other areas other than
for the purpose it is given. The government consumption is a proxy for fiscal discipline which
includes all government current expenditures for purchases of goods and services and most
expenditure on national defence and security. In addition, government expenditure is an
important explanatory variable of economic growth, and a source of economic growth, Barro,
(1990). Trade openness (open) is a policy variable that is believed to have great effect on
growth due to the exploitation of resources and economies of scale. Our interest is whether
foreign aid supplements domestic savings to increase gross investment in the economy.
Therefore, including domestic investment as an explanatory variable is appropriate.
Economic growth positively related to domestic investment. The data source for all the
variables is from World Development Indicators of the World Bank. All variables are taken in
logarithm. We use the variables in algorithm to reduce multicollinearity. Finally, we use
STATA program in our analysis.
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3.2 Generalized Method of Moments Estimation GMM

In addition, we use the dynamic panel data GMM systems approach which estimates the
parameters from a system of equations. GMM estimation is common approach in empirical
work with dynamic panel regression ( Arellano and Bond, 1991).

Standard estimators for the static panel data model, which control for the existence of
individual effects, are the Fixed Effects Model (FEM) and Random Effects Model (REM)
approaches. The econometric analysis with these two models addresses several biases, these
biases related to heterogeneity across countries and time. The problem with standard FEM is
that, it cannot estimate parameters such as time invariant. On other hand, the problem of
standard REM is the biases caused of endogeneity problem due to the potential correlation
between one or several explanatory variables and the residuals. However, choosing among
the FEM and REM estimator rests on an all or nothing decision with respect to the assumed
correlation of right hand side variables (explanatory variables) with the error term. In
empirical applications, the truth may often lie in between these two extremes, Mitze (2010).
The GMM system technique has been recently widely used in the estimation of dynamic
panel data models, and in the empirical analysis of international capital flow. The first
differenced model uses lagged levels of dependent variables as instruments for the lagged
difference of both variables, and the level model uses lagged differences of dependent
variable as instruments for the lagged level of dependent variable first (similarly for the other
dependent variable). Second, it uses the difference instrumental variables in the model
(Arellano and Bover, 1995; Arellano and Bond 1998; Blundell and Bond, 1998). For the
dynamic analysis, we use Arellano-Bover; Blundell-Bond method, which is the Dynamic
Panel Data System. This is important for the panel data analysis which widely used in the
empirical studies. It shows the transversely connection between the equations in the areas and
time zone stated before. Equations 3 and 4 are used in the dynamic analysis.

Aln GDPC= B, + B, A In GDPC,_, + 8, A InAID + g, A In SAV + 8, A In OPEN

+ AInFD+ u+ Ay, Equation 3

Aln SAV = ay + &, A In SAV,_, + a, A In AID + a; A In GDPC + a, Aln OPEN +
a; AlnINV+ g + Ay, Equation 4

In GDPCt-1 and In SAVt-l are the lagged variables of both dependent variables. These
lagged independent variables are strongest explanatory variables can explain the dependent

variables. prepresents the unobserved country specific effects, and Yt is the standard error.

4. The Simulation and Empirical Results

The two stage least squares estimation of equations one and two are presented in Table 1. The
findings offer adequate evidence to decide that foreign aid has a negative effect on growth
and domestic savings. The effect of foreign aid on both growth and domestic savings is
negative and statistically significant at the 1% level. The results imply that a 1% increase in
foreign aid is estimated to decrease growth by 0.29% and reduce domestic savings by 0.15%
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for the eight MENA countries (Morocco, Algeria, Egypt, Palestine, Syria, Jordan, Lebanon
and Tunisia) over the period 1977 to 2013. The findings from model one shows that domestic
savings effect on the economic growth of the eight countries statistically significant at the 1%
level. Openness has a positive relationship with the rate of economic growth. Government
expenditure which is a proxy for fiscal discipline has a positive relationship to growth. The
impact of government expenditure is significant at the 1% level. The results show that a 1%
increase in of government expenditure is estimated to increase economic growth by 0.79%,
which reflects the main source of economic growth. The findings from model 2 show that
foreign aid negatively influences domestic saving in the eight MENA countries during the
study period. This result show that foreign aid does not complements domestic savings.
Foreign aid is crowding out domestic savings in the eight MENA countries. In addition, this
illustrate that foreign aid recipient countries do not increase taxes nevertheless boost
consumption from external funds which end in lower saving and thus lower growth.

Table 1. Two stage least squares estimation

Constant | AID | GDPC | SAV OPEN | FD INV
GDPC | 2.47%%* | -29%%* | . -.308%xx | Zgrrx | 7gHeR |
(.93) (.03) (.06) (10) | (.09)
SAV | -7.2%%% | S 146% | 79FFF | e | SLERRR [ e | 1147
(2.56) | (.08) | (.23) (.23) (.09)

Figures in parentheses are standard error. R % 0.64 and 0.69 for equation one and two and the
symbols ***, ** * ndicate significant at 1%, 5%, and 10% levels respectively.

Table 2. System dynamic panel-data estimation

Constant | Lagged | AID GDPC | SAV OPEN | FD INV
variable

GDPC | -1.54*** | 839*** | - 02** | ----- -.33** 147*** | .044% | -----
(.32) (.03) (.01) (.014) (.034) (.024)

HO: overidentifying restrictions are valid \ 248.39* \

SAV -1.7 B4F*F* | L 16%** | [ 148** - 4Fxx HLx**
(1.07) (.04) (.027) (.064) (1) (.073)

HO: overidentifying restrictions are valid 212.87***

Figures in parentheses are standard error. Symbols ***, ** * indicate significant at 1%, 5%,
and 10% levels respectively.

Table 2 shows the dynamic panel data system analysis; these results are in line with the
simultaneous analysis. The results show that foreign aid has a negative effect on growth and
domestic savings, at 5% and 1% respectively. The results imply that a 1% increase in foreign
aid is estimated to decrease growth by 0.02% and reduce domestic savings by 0.16% in the
eight MENA countries (Morocco, Algeria, Egypt, Palestine, Syria, Jordan, Lebanon and
Tunisia). These findings strongly support the previous results that aid does not supplement

358 www.macrothink.org/ber




ISSN 2162-4860

\ MacrOthi“k Business and Economic Research
A Institute ™ 2016, Vol. 6, No. 1

domestic saving. In addition, increasing aid which increasing imports from donors, Sabra,
(2013), which increases openness, which related negatively with saving as shown in model
two results. Finally, Sargant test shows that all moment restrictions are satisfied for the
dynamic specifications can't be rejected. This means that the instruments are valid, model is
robust and correctly specified.

5. Conclusion

A great amount of empirical studies has examined the relation between economic growth and
its determinants for developing countries and the findings are varied and inconclusive. Aid
effectiveness is a controversial subject of debate and the general perception that foreign aid
has been ineffective in promoting growth which has led to foreign aid weariness in many
donor countries. This study investigates the impact of foreign aid on growth and domestic
savings using a simultaneous equation system, besides dynamic panel data system analysis.
The result of this study is that foreign aid has a negative effect on economic growth in eight
MENA countries (Morocco, Algeria, Egypt, Palestine, Syria, Jordan, Lebanon and Tunisia)
using panel data for the period 1977 to 2013. In addition, we have examined the relationships
between economic growth, trade openness, domestic investment and fiscal discipline for
these countries. Our findings show a negative relationship between domestic savings and
economic growth in the presence of foreign aid, which also has a negative effect on growth.
Foreign aid seems to crowd out domestic savings rather than complementing it. Domestic
savings negative impact on growth may represent the bad connection with investment (it
might finance low productive investments) or it might represent money (savings) smuggled
abroad. The negative impact of foreign aid on economic growth could be due to a bad policy
environment. In addition, foreign aid is less useful for countries with very low levels of
human capital, where a big portion of foreign aid received by these countries is used largely
to meet humanitarian relief rather than increasing production capacities. The results show
positive relationships between economic growth and trade openness. Based on the findings of
the study, the policymakers might carry out a policy structure aimed at growing domestic
savings, which might lessen dependence on foreign aid. The savings can be employed for
human development and increase production capacity. In addition, greater involvement in
international trade will enhance economic growth. Finally, results are limited to the
considered scenarios.

6. Future Research

This work shows the importance of examining empirically the impact of aid as an important
international capital inflow on macroeconomic variables such as economic growth and
domestic savings. This suggests examining the impact of other international capital inflow
such as remittances and foreign direct investment on similar macroeconomic variables.
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