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This research examines the efficacy of foreign aid in promoting human development in
South Asian countries from 1990 to 2019. The study uses panel data analysis (cointegration,
causality, and the GMM-system model) to assess the efficacy of foreign aid on human
development. The study also examines the role of the conditioning factor in the interplay
between aid and investment. Overall, the findings of this paper show that the effects of aid
on human development are: directly negative and indirectly positive for three channels (trade,
infrastructure, and corruption). Further, the study finds one-way causality from human
development to foreign aid, indicating that higher human development attracts higher aid,
not vice-versa. Therefore, by following open oriented trade regime, improving infrastructure
facilities, and reducing corruption, aid effectiveness could be enhanced for South Asian
countries.
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1. INTRODUCTION

Development assistance or foreign aid to developing countries has been stirred by a
mix of economic interests, geopolitical interests, and humanity. The OECD countries
have been the largest donor to developing economies, particularly in South Asia. Grants,
soft loans, and other kinds have been South Asia’s primary sources of foreign resources.
Despite the rise in FDI inflows in recent times, the importance of aid has remained
relatively high, especially for small countries like Nepal, Maldives, Pakistan, and
Bangladesh. The aid flows started being directed to the industrialization agenda in the
recipient countries. Lately, with the development agenda 2030, aid flows are being
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directed to social sectors, like education, human development, and health, to achieve
SDGs (Moyer and Hedden, 2020). Further, aid extended as technical assistance and for
the specific sector such as education and health potentially foster human development
(Kargbo, 2012; Kargbo and Sen, 2014; Gyimah-Brempong and Racine, 2014).

Notwithstanding the theoretical prediction of aid, the empirical literature suggests
ambiguous results. Most of the studies focused on the macroeconomic impact of aid and
found mixed results. Moreover, the studies that have documented positive effects have
been criticized for their methodological deficiencies. One stream of the literature
suggests that foreign aid leads to higher economic growth and human development
(Hansen and Tarp, 2000; Karras, 2006; Arndt et al., 2010; Juselius et al., 2013) and
others (Boone, 1996; Easterly, 2003; Moyo, 2010; Easterly et al., 2004; Asongu and
Joseph, 2018) find that aid may not foster economic growth and human development,
thus could negatively affect both. Further, few other studies argue that aid impact depends
on many country-specific factors such as good policy (Burnside and Dollar, 2000),
democracy (Kosack, 2003), public expenditure (Gomanee et al., 2005), corruption
(Okada and Samreth, 2012; Asongu, 2012) and governance (Asongu and Nwachukwu,
2015; Elayah, 2016). The conflicting results have raised many questions about the
existing aid policy and argued for a rethinking of the policies and the mechanism.

These debates in the empirical studies motivated this paper to assess the efficacy of
aid in South Asian countries as this region is less focused. The present study contributes
to the existing literature in the following ways: (1) in the context of inconclusive results,
this study examines the impact of aid on human development for six South Asian
countries, bringing new evidence to the aid-development literature; (2) This study not
only assess the direct impact but also examines various channel impact including
institutions that facilitate aid efficiency for human development; (3) The study also
contributes methodologically by applying advanced panel methodology (second
generation unit root, cointegration, and causality) and therefore, take care the issues of
endogeneity and cross-section dependency; (4) The study also considers the Maldives, a
small country in our sample previously not included in the literature. Finally, only a few
studies examine the direction of causality between aid and human development, which is
significant research. This study fills the same by conducting panel causality between the
two.

The outline of this study is as follows: Section 2 focuses on the literature survey.
Section 3 analyses the trends and importance of aid for South Asia. Section 4 presents
data sources, methodology, and model specifications; results and discussion are
provided in Section 5. Section 6 present the conclusion and policy implications.

2. SURVEY OF LITERATURE

2.1. Theoretical Considerations

The aid effectiveness has been highlighted by two gap theories advocated by
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Chennery and Strout (1966). The theory propounds that developing countries are facing
a saving-investment gap and foreign exchange constraints. Foreign aid supplements
domestic savings and helps developing countries overcome savings constraints (resource
gap). Similarly, foreign aid provides vital foreign exchange required for importing raw
materials and critical capital goods or technology for domestic industrial development
(Hansen and Tarp, 2001).

Endogenous growth models developed in the early 1990s recognize many other
factors such as technology, human capital, new intermediate goods, R&D activities,
foreign capital, fiscal policy, trade policy, social capital, and institutional quality and
their contribution to economic growth (Easterly, 2003). These growth models have
recognized the effect of aid on economic growth and human development in the
recipient country. In particular, the endogenous growth model assumes increasing
returns to capital; thus, foreign aid could foster growth in the long run. (Kargbo, 2012).
Based on this model, aid contributes to development by transferring technology,
increasing public spending on infrastructure and the social sector, reducing the tax
burden on corporate, and improving governance and accountability (Hansen and Tarp,
2001; Morrisey, 2001; Kargbo, 2012). The importance of foreign aid in enhancing
human capital is, therefore, recognized in the endogenous growth model. Aid extended
as technical assistance and for health and education purposes shall foster human
competence and enhance production outcomes (Hansen and Tarp, 2001; Morrisey, 2001;
Kargbo, 2012).

Further, the role of foreign aid is recognized in the “fiscal gap” literature, where aid
is considered a vital source of expenditure that paves the way for public investment in
infrastructure and the social sector (Hansen and Tarp, 2001). Similarly, foreign aid
affects the level of human development through the “labor-gap-filling process”. The
technical assistance that donor countries provide in the form of highly skilled workers
helps the effective utilization of aid and results in better economic development (Kargbo,
2012). With the changing development priority, some studies have argued in favour of
changing the nature of development assistance from financial resources to technical
assistance, knowledge sharing, and technology transfer (UNESCAP, 2018). This will
help to achieve the aid objectives.

2.2. Previous Empirical Studies

The relationship between foreign aid and economic development in recipient
countries has been extensively debated in the literature. The empirical evidence shows
mixed results. For example, Burnside and Dollar (2000) investigated the relationship
between foreign aid and economic growth in 56 developing countries. Using the 2SLS
model, the study finds a positive impact on growth in developing countries with good
policies (fiscal, monetary, and trade policies). Developing countries with poor policy
environments do not benefit from aid flows (Asongu and Nwachukwu, 2015). In
contrast, studies (Easterly et al., 2004; Rajan and Subramanian, 2008) find no significant
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impact of aid on growth even after considering various conditional factors. Similarly, a
study on African countries found aid is unattractive to the institutional quality,
unrelatedly to the initial levels of institutional development (Asongu, 2013)

Compared to aid-growth literature, very few studies examine the impact of aid on
human development. The empirical literature can be divided into three strands. The first
set of literature finds that aid positively affects human development; hence, aid is a vital
source of economic development (Fielding et al., 2006; Kosack and Tobin, 2006; Moe,
2008; Asiama and Quartey, 2009; Gillander, 2011). The second view asserts that aid
does not improve human development as aid leads to more unproductive expenditure,
corruption, and rent-seeking activities (Boone, 1996; McGillivary and Noorbaksh, 2007;
Williamson, 2008; Asongu and Joseph, 2018). The third view is that aid’s impact on
human development depends on many country-level conditional factors (Kosack, 2003;
Gomanee et al., 2005; McGillivary et al., 2006).

One of the critical studies on aid and human development was undertaken by Kosack
(2003) for 56 developing countries over 1975- 85. The study concluded that HDI and aid
work together in democratic countries. Further, the study concluded that countries low
on HDI, with a democratic setup, can reverse the low level of human development
through foreign Aid. Another study by Tobin (2006) finds that the efficacy of aid
increases with the rise in FDI inflows. Conversely, FDI played a key role compared to
aid in fostering human development and economic growth in emerging countries
(Aurangzeb and Thanasis, 2014)

The aspect of human development has been associated with SDGs. The focus of
studies has shifted from aggregate aid to disaggregating aid and its impacts. Studies
(Sadek, 2012; Ardnt et al., 2015, Mohmeda and Mzeea, 2017; Sumida, 2017) have
focused on social indicators like infant mortality rate, education attainment, and health.
They have concluded that aid improved all the social indicators in the recipient country.
Other studies have also revealed the role of government policies in aid effectiveness.
Further, aid spent on infrastructure building and supplementing public expenditure on
education, health, and social services is very effective for economic development. A few
studies (Arndt et al., 2015; Mahembe and Odhiambo, 2019) widened the scope of
evaluation of the effectiveness of aid by studying the impact of aid on infant mortality
rate and poverty reduction.

For South Asia, only a few studies are available. For example, Shirazi et al. (2010)
examined the role of ODA in promoting growth and human development in Pakistan.
This study's results suggest a two-way causality between ODA and growth and a
unidirectional relationship between ODA and human development. Therefore, aid has a
significant impact on economic development in Pakistan. Das and Sethi (2019) examine
the role of aid and FDI in the economic growth of South Asian countries from
1980-2016. The study finds that aid harms economic growth. Against this background,
the motivation for this study is manifold: first, to examine the impact of aid on human
development; second, to identify conditional complementary factors that increase aid
effectiveness.
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3. TRENDS AND IMPORTANCE OF AID FOR SIX SOUTH ASIAN
COUNTRIES

Foreign aid to developing countries increased from $57 billion to over $129 billion
in 2010 and over $166 billion in 2018. However, the distribution of aid is uneven as
Africa accounts for the largest share, followed by Asia and the Middle East. Aid flow
towards South Asia improved from a meager $5 billion in 1990 to $15 billion in 2010,
and thereafter it declined to $13 billion mainly due to a reduction of aid inflows to India.
In South Asia, Bangladesh is now the largest receiver of foreign aid followed by India
and Pakistan (See Table 1).

Table 1. Foreign Aid Inflows into Selected regions and countries
(Billon of US$)

Region 1990 1995 2000 2005 2010 2014 2015 2016 2017 2018
Developing 5729 57.8 4899 107.52 1292 161.1 146.7 158.8 165 166
Countries
Africa 26.18 2143 1558 3581 4789 54.02 50.06 5037 53.79 5522
America 5.08 6.18 4.78 6.44 9.70 995 1021 11.30 8.68 1044
Asia 1739 1746 1519 4570 3589 53.80 4049 44.07 4947 49.22
Middle East 5.00 2.93 2.47 25.50 9.44 2500 14.05 20.51 2390 27.37
Oceania 1.31 1.89  0.792 1.14 1.89 1.89 1.91 1.80 1.90 2.86
Europe 1.53 2.27 3.72 4.01 5.90 8.51 6.73 8.14 8.41 6.48
South Asia 5.40 4.70 3.70 9.08 14.8 15.4 15.5 13.7 147 1245
India 1.35 1.72 1.30 1.85 2.81 291 3.14 2.68 3.19. 241
Pakistan 1.12 0.80 0.76 1.60 3.02 3.60 3.70 2.90 2.20 1.60
Bangladesh 1.78 1.03 0.96 1.21 1.39 291 2.52 2.52 3.71 3.03
Nepal 0.37 0.38 0.31 0.47 0.77 0.83 1.24 1.04 1.69 1.41
Sri Lanka 0.65 0.47 0.22 1.03 0.58 0.49 0.45 0.37 0.31  -0.25
Maldives 0.02 0.06 0.03 0.12 0.05 0.01 0.01 0.02 0.05 0.15

Source: OECD, International Development Statistics online.

Despite the recent increase in foreign aid to South Asia, its share remained more or
less stagnant over the period 1990-2018. For instance, in the 1990s share of South Asia
in total aid was roughly around 9 percent and declined slightly to 8 percent in the 2000s
but increased to 9 percent post-2010 period (Figure 1).

Foreign aid as the ratio of GDP indicates that the importance of foreign aid for South
Asian countries has declined over time. However, it is still a vital source of foreign
capital for small countries like Nepal, the Maldives, and Bangladesh (Figure 2).
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Figure 1. South Asia’s Share in Total Aid Inflows (Percentage)
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Figure 2. Foreign Aid Inflows as a Percentage of GDP
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Further, the share of foreign aid in gross capital formation (GCF) is examined to
assess aid's importance in productive capacities. Figure 3 presents aid flows as the ratio
of gross fixed capital formation (GCF) for six countries. The importance of aid in capital
formation has declined significantly for all the south Asian countries from 1990 to 2017
but is still significant for Nepal, Pakistan, and the Maldives.
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Source: World Bank Development Indicators and OECD, International Development Statistics online.

Figure 3. Foreign Aid Inflows as a Percentage of GCF

Table 2. HDI Score and Rankings of South Asian Countries

Improvement or

HDI score deterioration of
Country HDI Score and Rank, :
2019 rankings between
2005 and 2019
1990 2000 2010 2015 2017 2018 2019
Sri Lanka 0.629 0.691 0.754 0.772 0.775 0.779 0.782 (+2)
(72)
Bangladesh 0.394 0478 0.557 0595 0.616 0.625 0.632 (+8)
(133)
India 0.429 0495 0.579 0.624 0.64 0.64 0.645 (+3)
(131)
Nepal 0.387 0.453 0.537 0.583 0.588 0.593 0.602 (+6)
(142)
Maldives 0.496 0.622 0.685 0.724 0.731 0.734 0.74 (+4)
(96)
Pakistan 0.402 0447 0.512 0536  0.55 0.552 0.557 (-8)
(154)

Source: Human Development Reports, UNDP, 2020. The figures in the brackets represent improvement or
deterioration in HDI Rank between 2005 to 2019.
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Having discussed the trend and significance of foreign aid, we now discuss the HDI
performances of South Asian countries (see Table 2).

Table 2 reveals that all the countries have improved their HDI score and rankings
except Pakistan. For instance, between 2005 and 2019, Pakistan lost 8 positions,
whereas Bangladesh gained 8 positions in the HDI ranking. As per the classification,
India, Bangladesh, Nepal, and Pakistan are classified as medium human development
countries while Sri Lanka and the Maldives are grouped as high human development
(UNDP, 2019).

4. SOURCES OF DATA, METHODOLOGY AND MODEL SPECIFICATION

4.1. Data Sources

Data on gross fixed capital (GCF) as a percentage of GDP, trade as the ratio of GDP,
lagged real GDP growth rate, Broad money (M2) to GDP, and Telephone density (fixed
and mobiles) per 100 subscribers are collected from World Bank database, World
Development Indicators. Data on government expenditure to GDP was collected from the
IMF outlook database. Data on the Human Development Index (HDI) is taken from
United Nations Development Programme website. Data on official development
assistance (net foreign aid to GDP) is taken from the International Development
Statistics of OECD database. Finally, data on corruption (corruption perception index) is
taken from Transparency International'. The study period covers from 1990 to 2019 for
six South Asian countries namely Bangladesh, India, the Maldives, Nepal, Pakistan and
Sri Lanka.

4.2. Model Specification and Methodology

4.2.1. Pearson Correlation Analysis

This study aims to investigate the contribution of foreign aid to human development,
the System GMM model is applied using the following equation in level (1) and first
difference (2):

HDI; = ag + ayHDI_; + ayAID; + az INTye + Xy BuXnit—r + Vi + He + e, (1)
fOI' HDIlt - HDIit—‘L' = al(IHDit_T - IHDit—ZT) + az (AIDlt - AIDit—T)

+ 20 B Knie—r — Xnie-20) + (e — e—1) + Eit—r, (2)

! Corruption Perception Index (CPI) measures level of corruption on a scale 0 to 100 where 0 is highly
corrupt and 100 is very clean for 18 countries. Corruption is used as the proxy for institutional quality in this

study.
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where HDI is the human development Index, AID represents the net foreign aid to
GDP, X is a vector of the other control variable that influences HDI, INT is the
interaction term to capture the channel effects, u is the time-specific constant, y; is
country-specific factors, 9;; and €;; are random error terms and i, t denotes the
number of countries and the number of time periods respectively.

Based on the previous literature, several control variables are included in the model.
They are gross fixed capital (GCF), financial development (Broad money to GDP) (FD),
trade, infrastructure (telecom density), GDP growth rate (GR), and government
expenditure (GEXP). Gross fixed capital is expected to positively impact human
development as higher investment boosts economic growth, improves the standard of
living, and creates better education and health facilities for citizens in the country (Barro
and Lee, 1994). The higher investment provides better access to essential infrastructure
such as electricity and water, which has a positive and significant effect on human
development. Trade is expected to positively impact human development by promoting
economic growth and indirectly by promoting technology spillover (Davies and
Ouinlivan, 2006).

The role of infrastructure cannot be undermined in promoting human development as
it facilitates people to participate in various economic activities and contributes
immensely to the living standard (Sapkota, 2014). Access to infrastructure facilities
significantly benefits individuals and households, communities, and firms (World Bank,
1994). Empirical literature also suggests a positive relationship between financial
development and human capital as financial development reduces liquidity constraints
and provides access to better education and health facilities (Demirgug¢-Kunt and Levine,
2009). Access to financial services raises consumers' and producers' welfare and
productivity levels (Claessens, 2006). Economic growth is also expected to positively
impact human development as it increases income, which in turn enhances the
capabilities and choices of people (Ranis et al., 2000).

Furthermore, productive government expenditure may lead to higher economic
growth and sustainable human development (UNDP, 2013). Finally, foreign aid
promotes growth and human development by supplementing domestic capital
accumulation. Technical and sectoral aid in assistance, trade promotion, educational and
health development, and institutional development potentially fosters human capacity
building in the recipient country (Kargbo, 2012).

To capture indirect effect, the study included various interaction terms such as
AID X FD, AID x TRADE, AID X GEXP, AID x INFRA, and AID X COR. The net
effect is calculated using the following formula:

OHDI

If the net effect is positive, there is complementarity between foreign aid and the
conditioning variable, suggesting that foreign aid increases HDI through the channel

effect. On the other hand, a negative net effect indicates that foreign aid reduces HDI
through the substitute channel effect.
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4.3. Identification and Exclusion

Having specified the model, we now discuss the identification and exclusion
restrictions vital to the validity of GMM results. In line with the existing literature, the
study considers all the explanatory variables to be endogenous but years are strictly
exogenous (Roodman, 2009; Asongu and Acha-Anyi, 2019). The lags of the dependent
and independent variables are used as instruments to control the endogeneity. For
exclusion restrictions, the study assumes time-invariant variables (years) affect HDI
exclusively through suspected endogenous variables. The validity of the exclusion
restriction is examined by using the difference in the Hansen Test for the relevance of
instruments. The null hypothesis that the time-invariant variables affect the HDI
exclusively should not be rejected to validate the exclusion restriction.

5. ANALYSIS OF RESULTS

5.1. Unit Root Test

Before we present GMM results, the variables are checked for stationery properties
using a panel unit test proposed by Pesaran (2007), and the results are presented in Table
3. It is clear from Table 3 is that most of the variables non-stationary at level but
stationary at first difference or I (1) process. However, growth rate and infrastructure are
stationary variables as test statistics do not reject the null of a unit root. Hence, the
conclusion of the panel unit root test suggests that we have a mixture of I (0) and I (1)
variables (Table 3).

Table 3. Results of CPIS Panel Unit Root Test

Variables Level variable Difference series Results
Only intercept Intercept with time trend Only intercept

HDI -0.78 -1.47 -3.22% Non-stationary
TRADE -1.21 -1.65 -3.15% Non-stationary
GCF -1.35 -1.44 -4.05%* Non-stationary
GR,, -2.91* Stationary
AID -1.68 -2.16 -3.37%* Non-stationary
FD -1.65 -1.67 -2.96* Non-stationary
INFRA -3.99%* Stationary

Cor -1.61 -1.81 -3.62%* Non-stationary
GEXP -2.19 -2.32 -3.64%* Non-stationary

Notes: “** and *” denotes rejection of null of unit root at 1 and 5 percent levels respectively.

5.2.

Panel Cointegration
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After establishing the variables’ properties, cointegration or long-run relationship is
investigated using the panel cointegration test proposed by Westerlund (2007). The test
results are presented in Table 4. All the four-panel cointegration tests (G, G,, Py, and P,)
reject the null of no-cointegration at a 5 percent level, establishing a long-run stable
relationship between HDI and its determinants (Table 4).

Table 4. Results of Westerlund Panel Cointegration Tests

Statistics Test Value
G, -4.08*
G, -11.25%
P, -9.77*
P, -12.88*

Notes: Hy: no cointegration, * indicates rejection of H, at 5 percent level. I (0) variables are excluded from

the cointegration test. The cointegration regression is fitted with constant and one lead and lag.

5.3. The Contribution of Foreign Aid to Human Development

In the third step, the study applies the GMM-System model to assess the impact of

foreign aid on human development. The panel GMM-System model is appropriate as it
accounts for country-specific heterogeneity and potential endogeneity issues. In addition,
this model is appropriate when there is a high level of persistence in the dependent
variable (Asongu et al., 2017). The results of GMM-system estimations are presented in
Table 5. It is clear that the results are valid as it passes through the required diagnostic
tests such as Sargan and Hansen test for over-identification restrictions, and the
first-order, and second-order serial correlation test. In addition, the difference in the
Hansen test exogeneity of instruments is also applied to validate the results’. Total six
different specifications of equations (1 and 2) are estimated and presented in Table 5.
While column 1 presents the baseline results and the rest of the column provides the
channel effect or net effect.
Table 5 reports the system GMM results. Results indicate that lagged human
development has a positive impact on current HDI indicating the presence of an inertia
effect. This indicates that the system GMM model is appropriate. Turning to our main
variables, the study finds a significant negative impact of foreign aid on human
development in South Asia, implying that foreign aid inflows reduce human
development directly. The negative impact indicates that aid is not being utilized
effectively and may have promoted unproductive expenditure, corruption, and
rent-seeking activities as found in other countries and regions (Bonne,1996; McGillivary
et al., 2006; Kumler, 2007; Williamson, 2008; Asongu and Joseph, 2018).

% To reduce instrument proliferation, the study uses principal component analysis on the instrument
matrix and the component score are used as instruments using the Stata pac2 command (Bontempi and
Mammi, 2015).
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Variables 1 2 3 4 5 6
(1995-2019)
Constant 0.46%** 0.15%* 0.22%* 0.39%* 0.01* 0.04
(6.45) (3.11) (5.05) (4.12) (2.14) (1.28)
HDI 0.95%* 0.94** 0.97** 0.96** 0.97** 0.97**
1 (42.45) 42.77) (41.45) (38.45) (43.45) (43.45)
GCF 0.004 0.002 i 0.005%* ) 0.002*
(1.11) (1.24) (2.08) (2.12)
TRADE 0.001* 0.0003* 0.002* 0.001%* 0.0013 0.003**
(2.74) (2.14) (2.58) (2.82) (1.46) (2.45)
AID -0.004*  -0.004** 0.002* -0.006** -0.005 0.006*
(-2.24) (-3.64) (2.38) (-3.01) (-1.42) (2.13)
GEXP 0.003* 0.003 0.002* 0.003%*%* 0.003* 0.002*
(2.56) (1.39) (2.15) (2.66) (2.55) (2.78)
FD 0.002* 0.003**  0.002**  0.002%* 0.003* 0.003**
(2.35) (3.62) (3.12) (3.08) (2.02) (3.00)
INFRA 0.001* 0.0003*  0.0002%* 0.0002 0.0006* )
(2.59) (2.16) (2.36) (1.28) (2.51)
GR 0.004 ) ) 0.005%* 0.004* 0.003*
1 (0.85) (2.07) (2.14) (2.11)
AID*Trade 0('(2)0;)32)*
AID*GEXP _(()_'(2)03(1‘5)*
3
AID*INFRA 0803025)
MDD o
*
AID*COR _((3'2022)
Net Effect 0.0082 -0.0087 0.0091 NA 0.0043
Serial correlation (AR1) (0.05) (0.04) (0.07) (0.04) (0.06) (0.04)
Serial correlation (AR2) 0.41) (0.71) (0.29) (0.78) (0.78) (0.45)
SOIR 0.17) (0.13) (0.31) 0.17) 0.47) (0.32)
HOIR (0.23) (0.25) (0.42) (0.54) (0.56) (0.45)
DHT for Instruments:
(a) For levels
H excluding groups (0.44) (0.21) (0.15) (0.26) (0.43) (0.42)
Diff. (null H = exogenous): (0.151) (0.09) (0.11) (0.17) (0.15) (0.23)
(b) IV (years, Eq.(diff))
H excluding groups (0.65) 0.47) (0.59) (0.66) (0.69) (0.74)
Diff. (null H = exogenous) (0.08) (0.16) (0.15) (0.07) (0.12) (0.31)
Instruments 5 5 5 5 5 5
Number of Countries 6 6 6 6 6 6
Total observations 174 174 174 174 174 158
Wald Stat. (P-values) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)

Notes: ** and * indicates significance at 1 and 5 percent level respectively. T-statistic values are provided in

brackets, SOIR: Sargan over-identification test, HOIR: Hansen over-identification test, and collapse

command used to account for the instrument proliferations. Na is not applicable as both conditional and

unconditional coefficient is not significant.
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The indirect impact of aid was tested by including various interaction terms as
discussed earlier. The net effect is computed to assess the complementarity or
substitutability between human development and the conditioning factor. For example,
the net effect of the interaction between aid and trade is 0.0082 ([-0.004] + [0.002 X
61.1]), where the mean value of trade is 61.1. Since the net effect is positive, it is
concluded that foreign aid promotes human development through trade channels. Using
the above formula, the net effect of conditioning factors such as government expenditure,
infrastructure development, financial development, and corruption is computed and
presented in the lower panel of Table 5. The net effect of the interaction of foreign aid
and infrastructure development and corruption is found positive suggesting foreign aid
promotes human development through these two channels. In contrast, the net effect of
the interaction of foreign aid and government expenditure is negative indicating that aid
negatively affects human development through government expenditure. So foreign aid
promotes human development by complementing trade, infrastructure, and corruption
channels and substitutes with government expenditure to reduce human development.
The impact of the financial channel is insignificant as both conditional and
unconditional effect is not significant.

It is clear that aid’s impact on human development mainly works through
infrastructure, trade and corruption channels as respective net effects are positive and
significant for South Asia. The results indicate that adequate infrastructure facilities are
required for the effectiveness of aid for development in the recipient country (Arndt et
al., 2015). Open trade regime is also more beneficial as aid promotes human
development through trade (Morrissey, 2006; Helble et al., 2012). Similarly, corruption
undermines the effectiveness of aid, and hence, lowering corruption will improve the
developmental outcome of foreign aid in South Asia (World Bank, 2000; Ndikumana,
2006; Asongu, 2012). As per the Corruption Perception Index (CPI), 2020, most South
Asian countries ranked lowered, indicating the presence of a high level of corruption and
this undermines the effectiveness of aid. Further, since aid reduces human development
through government expenditure, reducing the unproductivity of the expenditure and
redirecting them to for infrastructure development will increase aid effectiveness and
promote human development (Gomanee et al., 2005). Overall, the study finds that
directly, aid reduces human development but promotes human development through
infrastructure, trade, and corruption channels in South Asia.

5.3. Panel Causality between Foreign Aid and Human Development

Although a number of studies (Gomanee et al., 2005; Gyimah-Brempong and Asiedu,
2008; Shirazi et al., 2010; Mohmeda and Mzeea, 2017) among others document a
positive relationship between aid and human development, however, the direction of
causality is neglected which is vital for a suitable policy for effective utilization of
foreign aid. The causality between aid and HDI may run in either direction.

Causality from aid to human development due to through higher capital
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accumulation, technical assistance and investment in education, trade promotion, health
care system, and institutional development (Kargbo, 2012). On the other hand, as the
country improves its human development, aid flow may decline, suggesting that higher
HDI may attract lower aid (Mohmeda and Mzeea, 2017). The direction of causality is
examined using Dumitrescu and Hurlin (2012) panel causality method. For this purpose,
the following regression model is estimated:

DHDI;y = p; + Xj_y i DHDI;r_j + X, vi* DAID; . + &, “4)
DAID;; = p; + Xy " DAID;_j + ¥ _, v* DHDI;¢_j + Uy, (5)

where D is the first difference, y; is the country specific fixed effect, and y; is
heterogenous slope parameter. Granger causality from aid to HDI is examined by
testing the following null hypothesis: Hy:y; = 0 forall i =1,---, N.

The alternative hypothesis assumes the presence of causality for some individuals
but not necessarily for all. Therefore, the alternative hypothesis is specified as: Ha:
y; # 0 for some i€{l,:-,N}, against the null y; =0 for all i. The granger causality
is carried out using two steps. First, the Wald (W;) statistics is calculated by estimating
Equation (4) and (5 for each country. Second, the average of the Wald statistics (W) is
computed as:

N
W:lz W (6)

Dumitrescu and Hurlin (2012) show that the average Wald statistic W is
asymptotically and normally distributed across individuals, can be written as (Z) :

_ N _ d
Z =\/;(W—k) « N (0,1). (7

However, if T is small (fixed with T > 5+ 2K) but T < N, the alternative
statistic Z is proposed to test the causality:

~ NXT—ZK—S T—2K—3(W K d N (0,1) ®)
= _— —_— - .
2K T—-K-3IT-2K-1 '

The panel causality result between aid and HDI are presented in Table 6.
It is clear that we have evidence of one-way causality running from human
development to foreign aid as the hypothesis of no-causality null is rejected by Z-bar
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statistics at the 1 percent level. On other hand, the study finds no causality running from
aid to human development as both Z and Z could not reject the null. This indicates that
higher HDI will attract higher aid flows from donors to South Asian countries, not
vice-versa.

Table 6. Results of Dumitrescu and Hurlin Causality between HDI and AID

Null Hypothesis Statistics Test value
7 0.62
Aid does not cause HDI _
Z 0.46
Z 2.54%%*
HDI does not cause Aid _
Z 0.07

Notes: ** indicates rejection of null at 1% level. Lag-length is chosen using the AIC criteria.

6. CONCLUSION AND POLICY IMPLICATION

Theoretical literature suggests that foreign aid may promote human development by
augmenting domestic investment, providing technical assistance, institutional capacity
building, and promoting trade. However, the empirical literature on the impact of aid on
human development is limited and inconclusive, particularly in the South Asia region. In
this context, this study empirically examines the direct and indirect effects of aid on
human development by using the GMM system model for a panel of six South Asian
countries from 1990 to 2019. Panel cointegration and causality method are applied to
study the long-run and short-run impact of aid on human development.

The result of this study suggests that there is evidence of a stable long-run
relationship between human development and its determinants. The empirical analysis
based on the GMM model suggests that aid harms human development. However, when
the study considers indirect or channels effect, the results indicate that foreign aid
promotes human development through its complementary channel effects such as trade,
infrastructure, and corruption. On the other hand, the study established a negative net
effect of the interaction of foreign aid with government expenditure. More importantly,
the study finds a one-way causality running from human development to foreign aid,
indicating higher HDI attracts higher aid not vice-versa.

The above results have certain policy implications. First, the direct negative effect of
aid on human development indicates that aid is not effectively utilized and there is a
need for a review of the aid implementation program and the institution implementing it.
Second, governments in South Asia need to improve the infrastructure facilities to
benefit from aid inflows. Third, further trade reform is required to improve human
development as aid complements human development through trade. Policies need to be
in place to reduce corruption and improve the institution to increase the efficiency of
foreign aid in promoting growth and welfare. For effective use of aid for social sector



126 RANJAN KUMAR DASH AND DEEPA JITENDRA GUPTA

development like education, health, sanitation and infrastructure, the government should
provide incentives on raw materials and human resources support to implementing
agency. Government expenditure need to redirected to infrastructure social sector
development. This will complement aid effectiveness in promoting development in
South Asia.
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