
 

 

 
 

 

 

 
 

 

 

 

Workshop on Debt, Finance and Emerging 

Issues in Financial Integration 
 

Financing for Development Office (FFD), DESA 

8 and 9 April 2008 

 

 

 

Selectivity and Foreign Aid Allocation: Is 

there an 
Improvement? 

 

 

 
Luis Angeles, Céline Azémar and Farhad Noorbakhsh 

 



Selectivity and Foreign Aid Allocation: Is there an

Improvement? ⁄

Luis Angelesy, Céline Azémarz and Farhad Noorbakhshx

Abstract

This paper attempts to shed light on the behavior of donors in their aid allocation deci-
sions. Various motives of foreign aid, such as the recipient country needs, the quality of the
recipient country policies and institutions and the geopolitical and commercial interests of
the donors are tested across 104 recipient countries for the period 1984-2003. It appears that
the most needy and meriting countries receive more aid, emphasizing a positive selectivity
of donors for the period observed. We then investigate whether there is an improvement in
this selectivity for the period post-1998, corresponding to the emergence and profusion of
a literature promoting the importance to link aid with the recipient country performances.
Our results show interesting changes in donors' behavior over this recent period. We �nd a
clear improvement in poverty selectivity which is accompanied by a decrease in the impor-
tance of commercial interests. On the other hand, aid does not become more selective with
respect to democracy or in�ation, but we can note an increase for some donors in their aid
responsiveness to the quality of the recipient country institutions.
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1 Introduction

The factors that should guide the allocation of aid funds by multilateral and bilateral donors

have been a subject of debate as old as aid itself. Aid donors seem to agree that aid funds

should be allocated according to the criteria of need and merit of the recipient country. More

often than not, however, donors have been suspected of using aid �ows to advance geo-political

or commercial agendas that have more to do with their own interests than with the interest of

recipient countries.

The debate came back to the forefront of practioners' and researchers' agendas with the

development of a large literature trying to identify the conditions under which foreign aid is

most bene�cial (Burnside and Dollar, 2000), the embrace of multilateral donors of the idea of

aid selectivity (World Bank, 1998; OECD, 2003) and the publication of several studies claiming

that donors do not live up to their claims of aid selectivity (Alesina and Dollar, 2000; Collier and

Dollar, 2002).

The aim of this paper is to shed light on this debate by �rst identifying the factors that

have driven aid during the last two decades in order to see if there is a relationship between

aid allocation and recipient country needs and performances. Second, we focus on the potential

discontinuity for the period post-1998, to test the in�uence of the corner stone literature on aid

e�ectiveness on donors' behavior.

To consider these issues, an empirical analysis is conducted for the period 1984-2004 across 104

developing countries. Aggregated bilateral and multilateral aid, as well as aid allocated by seven

major donors - the UNDP, the World Bank (International Development Association), U.S., U.K.,

France, Germany and Japan - are regressed against a set of determinants. These determinants



and to countries with good policies. The work of Burnside and Dollar (2000) and the following

literature such as Collier and Dollar (2001, 2002), which suggest that aid e�ectiveness depends on

the quality of recipient countries' policies, have however a limited in�uence on donor behavior.

Indeed, donors do not increase their selectivity with respect to democracy and in�ation after

1998. However, they tend to be more sensitive to the recipient country's quality of institutions.

This trend is accompanied with a non negligible increase in poverty selectivity which seems to

fade the commercial interests of the donors with an aid which is less targeted to strategically

important countries.

The next section provides a review of the most recent relevant literature while section 3 o�ers

a descriptive statistical analysis of some of the main features in the data. Section 4 contains

the main contributions of the paper, with an econometrical analysis using diverse panel data

estimation procedures. Section 5 concludes.

2 Literature Review

Analyses of the allocation decisions of aid donors stretch over several decades and vary widely

in their conclusions1. The last decade has seen an upsurge of the aid e�ectiveness literature

accompanied by proposals asking donors to adapt their aid allocation practices in accordance

with the �ndings of this literature.

The aid e�ectiveness literature uses the empirical framework from growth regressions to



environments, as measured by their in�ation rate, budget de�cits and openness to trade. The



nuity in donors' behaviour; the early 90s (end of communist regimes) and late 70s (McNamara's

presidency at the World Bank) have also been proposed and tested in the literature.

Arguing that donors' allocation behavior has actually improved over time we �nd Dollar

and Levin (2006) and Berthélemy and Tichit (2004). Dollar and Levin (2006) use the most

recent dataset and �nd that multilateral aid donors (and to a less extent bilateral aid donors)



far from straightforward. The research community has not reached a consensus in this area and

this makes the practice of aid selectivity a di�cult task. To shed light on these debates, in this

paper we focus on the potential discontinuity for the period post-1998, to test the in�uence of

the corner stone literature on aid e�ectiveness on donors' behavior.

3 Descriptive statistics and graphical analysis

The econometric analysis of the nexsw5D(this)-32n will be focused on the 20-year period from 1984 to

2003 to identify the main determinants of aid alloca-32n decis32ns and test for changes in the

selectivity of donors. Before turning to this, we provide here an initial assessment of how aid �ows

have evolved over these two decades and how they have been related to relevant socioeconomic

measures of recipient countries.

Figure 1 shows the evolu-32n of aid �ows to all developing countries over the period 1984-

20062. Aid �ows grew rapidly over the second half of the 1980s, stagnated during the whole

decade of the 1990s and resumed a fast growth pace at the turn of the century. If we decompose

aid �ows in its two main components, bilateral and multilateral aid, we notice that they have

evolved quite similarly over this period. In fact, bilateral aid represented roughly 60% of all

aid during most of these years; the remaining being accounted for by multilateral aid. Figure 2

depicts the distribu-32n of aid among the four main recipient reg32ns: Asia, Africa, the Americas

and the Middle East. The Middle East's share in total aid has been below 8% during all these

years until recently, when geopolitical developments dictated a major surge in aid �ows. The

Americas has been steadily receiving about 20% of global aid, but this share has fallen over the

last few years. Asia and Africa, �nally, are the two major aid recipient reg32ns with a share

of between 30 and 35% of global aid �ows to each of them. These numbers reveal that Africa,

whose popula-32n is about a fourth of Asia's popula-32n, receives much more aid per capita.

The last paragraph hints at the existence of large di�erences in the amounts of aid per pers2n

that developing countries receive. Over the period 1984-2003 the median amount of aid received

by a developing country has been 52 USD per pers2n per year, but much variability exists around

this �gure. Aid per person per year varies from as little as 4 USD for India and China to values

well above 100 USD for a large number of small countries.

2Details on the de�ni-32n and sources of variables can be found in the nexsw5D43(ss)-32n.
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Figure 1: Aid Flows, 1984-2006

Figure 2: Aid Flows by Regions, 1984-2006

0
.1

.2
.3

.4
.5

sh
ar

e 
of

 to
ta

l a
id

7



It would be natural to expect that these large di�erences in aid received per capita are due to

di�erences in developing countries' needs and merits, along the lines of our previous discussion.



Figure 3: Aid and GDP per capita

Figure 4: Aid and HDI

Figure 5: Aid and Political Rights
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Figure 6: Aid and Population

controlling for measures of the quality of domestic policies and institutions. We turn to this type

of analysis in the rest of the paper.

4 Empirical Methodology and Data

This section presents our baseline empirical speci�cation and data sources. Our �rst aim is to

investigate how recipient countries' needs and merits together with donors' interests determine

the allocation of foreign aid by donors. We analyze e(h(e)-4lo)- -20.36uampior of all bilateral donors taken



The data on aid are gross O�cial Development Assistance (ODA) and is collected from

the Organization for Economic Cooperation and Development (OECD). The data has a certain

number of zero observations, denoting that not all donors give aid to all recipient countries in all

years. As the logarithm of these observations would be non de�ned, we use the transformation

ln(1 + gross ODA) instead, which allows us to consider all observations in the dataset. Our

sample considers the aid allocated across 104 developing countries over the 1984-2003 period.

Countries with missing information about their macro-economic variables such as Afghanistan,

Albania, Bhutan or Eritrea have been removed from the sample.

The nature of the dependent variable leads us to employ two alternative econometric proce-

dures to estimate the e�ect of our explanatory variables on aid �ows. First, we use a standard

panel regression with �xed e�ects; as displayed in the above equation. The interest of this proce-

dure is that the included �xed e�ects control for all omitted time-invariant country characteristics

such as geopolitical importance.4 By removing all cross-sectional variation and only leaving the

time variation, the method of �xed-e�ects allows us to investigate the donors' responsiveness to



country given the donors' stated willingness to target aid to alleviate poverty. We have also used

the Human Development Index (HDI) as an alternative measure of recipient countries' needs.

The results have been very similar to those obtained using GDP per capita and we report only

the latter ones in this paper.5

The indicators of recipient countries' merits are selected to inform us on the quality of their

policies, political system and general rule of law. Low in�ation is expected in countries following

equilibrated macroeconomic policies, and we take it as a proxy for appropriate macroeconomic



the paper we will also include dummy variables for former colonial status in order to measure

the geopolitical motive as well as the commercial one.7 We may also add that these variables

can only be included when we analyze the behavior of individual countries, not when we analyze

multilateral institutions or groups of donors.



factors. In�ation and democracy have always the expected sign, and democracy is statistically

signi�cant in all regressions. Only the results for institutional quality are less conclusive and do

not allow us be sure of the importance of this variable. Interestingly, multilateral and bilateral

aid do not appear to respond di�erently to the factors considered here. Di�erences among their

estimated coe�cients are not very large and tend to be not statistically signi�cant. This result

is not consistent with the idea that multilateral aid should be more e�cient than bilateral aid as

promoted by Burnside and Dollar (2000) and Dollar and Levin (2006). However, this result is

in line with Nunnenkamp and Thiele (2006) who �nd no signi�cant evidence that the targeting

of multilateral aid, in terms of favoring poor countries with good policies, is better than that

of bilateral aid. Another noteworthy result is the relatively modest di�erences between the es-

timates from the panel �xed-e�ects methodology and those from the Tobit methodology. GDP

per capita, in�ation and democracy have the same e�ects with both types of estimation; only

the results for our institutional quality variable change considerably.

Table 2 continues with the analysis of donor behavior by considering aid given by the �ve

largest bilateral donors. The results are in accordance with those presented previously. Once

again needs and merits have the expected e�ect on the allocation of aid �ows, although a few

exceptions can be noticed. The e�ect of GDP per capita is not as consistent as in Table 1. While

only negative coe�cients are statistically signi�cant, there are also some instances of positive (and

not signi�cant) coe�cients. In�ation and democracy leave much less doubts as to their e�ect,

with in�ation having a negative sign and democracy a positive one in all but one regression.

Only institutional quality, as before, presents a very mixed picture; with a clearly positive e�ect

for Germany and Japan and a clearly negative one for the U.S.

Several papers in the literature have also found an important role for indicators of need

and merit in aid allocation. Easterly (2007), for instance, �nds that GDP per capita has been

negatively related to aid �ows since the mid-1970s and Dollar and Levin (2006) have a similar

result starting in 1984. Dollar and Levin also state that "donors have been consistently supporting

democracy since 1984" based on the results they obtain. As here, these last authors also �nd

that the relationship is much weaker between aid and what they call "Rule of law"; which is a

measure of institutional quality similar to the one we use in this paper. Berthélemy and Tichit

(2004), �nally, also �nd aid �ows to be negatively related to GDP per capita and positively

related to a "political governance" variable.
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Tobit model dealing with the in�uence of the institutional quality variable on French aid (Table

2) disappear when we removed the �xed-e�ects (Table 3). This may be due to the omission of

a relevant correlated variable in the Tobit model resulting in a signi�cant bias in the parameter

estimated for the included variable institutional quality. To shed light on this possibility, in an

unreported table, we run an OLS regression without �xed-e�ects for the aggregated bilateral aid

and the UNDP aid (as can be seen in Table 1, the coe�cients estimated for institutional quality

by the �xed-e�ects model and the Tobit model have opposite signs). Once again, the results

of the OLS model without �xed-e�ects are the same as the Tobit model. More precisely, the

coe�cients estimated for institutional quality have a negative impact on aggregated bilateral aid

and on UNDP aid, indicating that because of omission variable bias, the Tobit model produces

inconsistent estimates for institution quality.
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5.2 Is there an Improvement in Selectivity?

The next step in our empirical analysis is to test whether the above reported responsiveness

of aid to countries' needs and merits has become more marked over the last few years. As we

discussed before, since the late nineties a large body of research has been advancing the cause of

aid selectivity and has succeeded to �nd a hearing in multilateral aid agencies and governments

of donor countries. Here we interrogate the data to see if any change in donors' behavior can be



and Levin (2006) do not mention any change in the donors' focus on poorer countries. Only

Nunnenkamp and Thiele (2006) present some evidence in this direction since their results show

bilateral aid becoming more responsive to GDP per capita over the period 1999-2003. The

di�erent results of Easterly (2007) may be explained by the fact that his empirical analysis of

the aid-GDP per capita nexus does not control for other variables. Dollar and Levin (2006),

on the other hand, do control for democracy and institutional quality but their comparisons are

made by sectioning the sample in several �ve-year periods instead of using a properly constructed

dummy variable and interacting it with the relevant regressors, as we do here.

When we turn our attention to our indicators of merit, the picture is much less convincing.

There does not appear to be a change in the attitudes towards in�ation; some bilateral donors

actually gave less attention to this variable over the last few years than they formerly did.

Democracy fares even worse, with coe�cients denoting a statistically signi�cant reduction in the

importance given to democracy by France, Germany, the U.S. and by all bilateral donors taken

together. The one indicator of merit for which there is more evidence of an increased regard is

institutional quality. The IDA, Germany and Japan all show a statistically signi�cant increase

in the importance given to this variable. For other donors the picture is more mixed but tends

to be positive.

These results are in accordance with those of Dollar and Levin (2006), for whom there has

been a considerable improvement in the responsiveness of aid towards institutional measures.

Our results are less sanguine that theirs, however, since we �nd such an improvement for some

donors but not for donors taken as a whole. On the other hand, we do agree in pointing out

that the role of democracy did not become more pronounced, though it must be added that

democracy had been a signi�cant determinant of aid long before the late 1990s.

Overall, the above results indicate that a change in donors' behavior can be identi�ed since the

late 1990s, although this change might not necessarily be what one expects. Foreign aid appears

to be more focused towards poorer countries, probably as a consequence of the prominent place

given to Africa in recent multilateral conferences. There does not seem to be, however, an equally

strong trend towards selecting countries with good policies and institutions. One reason for that



improve aid e�ectiveness. For example, as emphasized by Dalgaard et al. (2004), considering the

budget balance of the recipient country could be detrimental for the improvement of education

or health. As we advanced above, Table 5 also test for changes in the role played by bilateral

trade in donors' decisions. The general tendency here is for a reduction in the importance of

trade, although few coe�cients are statistically signi�cant. We may thus hypothesize that this is

another area in which changes in donors' behavior can also be observed, though in a lesser degree

than for GDP per capita. A large literature, among it Alesina and Dollar (2000) and Akram

(2003), �nds that aid is signi�cantly distorted away from poor countries because of trade and

geopolitical interests. Interestingly, our �ndings show an improvement in aid agencies' activities.

Indeed, the increase in selectivity based on need in the recent period tends to fade trade policy

considerations that often distort aid allocation. Finally, as it should be expected, the World

Bank is the donor that has the most important improvement in terms of selectivity after 1998,

indicating that the agency tends to follow its own recommendations. Indeed, the World Bank has

signi�cantly increased its aid responsiveness to democratic poor countries with good institutions.
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6 Conclusion

The paper addresses two issues in the allocation of foreign aid. First it analyzes the degree of

selectivity of foreign aid during the two last decades. Second it tests the in�uences of the �aid

e�ectiveness literature" on donors behaviors by investigating whether foreign aid has become



given the di�culty and lack of consensus regarding the measurement of these types of aspects.

Donors might have directed their e�orts towards a signal whose signi�cance is seldom in doubt.

The allocation of foreign aid, we conclude, has seen signi�cant improvement over the last decade

but awaits further advance in the identi�cation of good policies and institutional environment.
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