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ABSTRACT 
There is a continuously debate on whether foreign aid helps or deters the economic growth of a developing 
country. According to the traditional pro aid view, foreign aid increases the economic growth. On the other 
hand, the traditional anti aid view claims that foreign aid is detrimental to economic growth. Of late, some 
researchers have found a somewhat positive correlation between the foreign aid and economic growth in 
Bangladesh. However, their findings have not convinced everybody concerned. As Bangladesh is a 
developing country, whether foreign aid has a positive or negative impact on the growth, has to be analyzed 
convincingly. The present study aims at estimating the effects of foreign aid on Bangladesh economy by 
reviewing a set of time series data of Bangladesh economy Macroeconomic data from The World Bank 
Data Bank, The International Financial Statistics (IFS), The Finance Division of the Bangladesh 
Government Ministry of Finance and The Bangladesh Bank Statistics Department were used in the 
statistical tests. The Ordinary Least Square (OLS) and the Prais -Winsten AR (1)-regression techniques 
have been applied to   estimate the specified model. 
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INTRODUCTION 
 

There are two opposing schools of thoughts that have been emerged in connection to the ongoing debate 
of foreign aid and its impact on economic growth. According to Quibria (2010), “....the term aid 
effectiveness is largely self explanatory. It refers to the effectiveness of foreign assistance in promoting 
economic development. However, as the perspective on development has evolved over the years, so has 
the meaning of aid effectiveness the goals that the international community seeks to achieve through 
foreign assistance. In recent years, the international development agencies have come to equate aid 
effectiveness with attaining the MDG goals.” The traditional pro-aid view which has its root on the 
theoretical development of early periods advocates that foreign aid supports developing countries to fill up 
the gap between existing level in resources and the amount needed for the development endeavor. 
According to this argument, aid stimulates growth through complementing scarce domestic resources, by 
easing foreign exchange constraints, through inviting modern technologies and managerial skills, and 
finally in facilitating easy access to foreign markets (Papanek, 1972). The other one, the radical anti-aid 
view which is backed up by modern empirical findings, claims that the opposite is true: foreign aid 
supplants domestic savings, worsens income inequality, funds the transfer of inappropriate technology, 
finances ineffective projects, and in general helps sustain bigger, more corrupt and inefficient governments 
in the recipient countries (Weisskopf, 1972). Being specific to the case of Bangladesh economy, some 
literatures suggest that there is a negative effect of foreign aid on growth, hence, supports the radical anti-
aid view. For an example, Gupta and Islam (1983) and Ahmed (1992) conclude that foreign aid leads to 
severe corruption and it also encourages rent seeking activities in the Bangladesh government. However, 
Quazi (2000) found that the effects of foreign aid on GDP growth in Bangladesh are not very detrimental. 
Based on the estimated results, he suggested that by raising the marginal propensity of consumption, 
foreign aid makes a way to cause greater utilization of production capabilities by stimulating the demand-
constrained economy of Bangladesh. Considering only growth records while keeping aside other factors, 
such as level of poverty and inequality, the provision of social development, and governance etc. the 
economy of Bangladesh continued to demonstrate satisfactory performance along with maintaining 
macroeconomic stability amidst episodes of natural calamities and external shocks . For an example, in 
2008 fiscal year Bangladesh economy suffered a lot due to a food shortage that was created by a number 
of adverse economic shocks. With brisk output activities meeting strong domestic and export demand, the 
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economy is on course for near seven percent real GDP growth in FY11 (Rahman, 2011). Growth is 
projected to accelerate further over the medium term, to eight percent by FY15. GNI per capita, as 
projected by the Bangladesh Bank, is on ascending trend, on course to touch the middle income country 
group threshold by 2021. According to the recent Bangladesh Economic Review published by Bangladesh 
Government Ministry of Finance (MOF), the country has achieved a sustained growth in agriculture sector 
coupled with moderate growth in industry and service areas (Ministry of Finance, 2010). The following 
table shows recent macroeconomic performances of the Bangladesh economy. 
 
 

Table1. Recent trend of world economic growth (Annual percentage change).  
 

 

Country organization name 2008 2009 2010 2011 2012 (F) 
Bangladesh 6.2 5.7 5.8 6.7 7.0 
Developing Asia 7.7 7.0 9.3 8.4 8.4 
Emerging and developing Economies 6.0 2.6 7.1 6.5 6.5 
Advanced Economies 0.2 -3.2 3.0 2.5 2.5 
World Economy 2.8 -0.6 5.0 4.4 4.5 
India 6.4 5.7 9.7 8.4 8.0 
China 9.6 9.2 10.3 9.6 9.5 
 

Source: IMF World Economic Outlook, January 2011 and Bangladesh Bureau of Statistics (BBS) and F=Forecasted. 
 

Here the question arises: Is foreign aid effective to accelerate growth of Bangladesh economy or in 
other words, does foreign aid matter economic growth of the low income countries in general? Given 
the importance of foreign aid, it is important to understand its contribution to growth and development. 
Therefore, by utilizing a set of time series data from 1980 to 2009 this study will make an effort to 
estimate the effects that foreign aid may impose on growth of Bangladesh economy. 
 

METHODOLOGY 
 

Specification of the model: this section focuses on the model specification. The model will be estimated 
using a time series estimation technique. The uniqueness of this study from the existing base line 
studies is that in lieu of per capital GDP growth this paper will utilizes per capita GNI growth in the 
dependent variable side as Bangladesh gets a large amount of remittances every year contributed by 
workers living outside the country. Accordingly net foreign aid as a percentage of GNI as well as 
Interest payment as a percentage of GNI will be called for as the independent/exogenous variables for 
the study. The model will be put forth in the conventional way derived from a production function 
which wills ass foreign aid as an additional input after labor and capital. In the equation the following 
form the production function can be rewritten:  
                        Y = f (L, K, A)……………………………………………… (1) 
 

Where Y represents gross National Income (GNI) in real terms, L is labor input; K is for domestic 
capital stock and A stands for stock of foreign aid.  
 

We tried to include another variable Structural Adjustments Policies (SAP) to check the impact of 
donor pressures in economic growth. However, unavailability of such indicators restricted it. 
Assuming equation (1) to be linear in log and taking logs and finally differencing, the following 
equation is found:                          y�����l  k ψa……………………………… (1a) 
 

In this above equation the lower case letters denote a rate of growth in the respective variables. 
 

For the mentioned model a dummy variable that captures the effects of natural and political shocks on 
GNI growth will be included. Finally the following equation is found by including other important 
factors of growth for the said economy:  
 

  GPYt=β0+β1Kt+β2GPOPt+ β3AIDYt+ β4INTYt+ β5INFt+β6Dummyt+ β7TVYt+Ut ……. (2) 
 

 

where GPYt represents the per capita GNI growth in year t,  Kt stands for input in private capital in year 
t, GPOPt is growth in population, INTYt identifies interest payment as a percentage of GNI for external 
loans, the variable INFt is for inflation, consumer prices (annual %), Dummyt represents dummy 
variables for political disturbances or natural shocks in terms of public unrests or calamities etc. we set 
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1for the next year if such shocks were experienced by the economy in the previous year and 0 otherwise, 
TVYt represents total trade volume as a percentage of GNP and Ut is for error terms.  
 

To construct a capital stock series from data on capital formation, the following procedure is utilized: 
                                           Kt=It+ (1-δ) Kt-1………………............……………….. (3) 
Where Kt is the capital stock in year t, (it is gross capital formation in year t) and δ is the depreciation 
rate. Since the depreciate rate varies by country, we simply assume an average 8 percent depreciation 
rate for Bangladesh. This rate is higher than many other economies. Natural disasters and political 
turmoils pushed the nation to incur such a high figure in depreciation. We follow a similar procedure to 
Kohli (1978) to make an estimation of the initial values. To obtain initial values for the capital stock, 
we use the following equation. 
                                            K1980=I1980/ (δ+r)…………………………………….. (4) 
 

Equation 4 implies that the initial capital stock in 1980 (K1980) is capital investment in 1980 (I1980) 
divided by the sum of real interest rate, r and depreciation rate, δ (Fan and Rao, 2003). 
 

The main purpose of this study is to test whether the marginal impact of foreign aid on GNI growth, β3 is 
positive or negative and also to indicate if it is statistically significant or not. The a priori expected signs of 
the coefficients are hypothesized as follow: β1>0, β2>0, β3>0 or <0, β4<0, β5<0, β6<0, β7>0, β8>0. For this 
study all the variables considered for the above model except Dummyt, and GPOPt are in real terms. 
 

Rationale of the model 
The restricted model of equation (1) is a Caubb-Dauglus type production function where more capital 
formation and inputs in labor productivity play significant role in shifting the aggregate production to a 
higher level. In addition to these two traditional input variables we add another important input, foreign 
aid. However, the unrestricted model of equation (2) allows us to call for other important variables in 
addition to capital formation and growth in labor. These variables are namely the GNI share of Interest 
payment for external borrowings. And following Dowling and Hiemenz (1982) an openness factor, 
Trade volume as a share of GDP is also included. Bangladesh economy has achieved a great expansion 
in international trade as it was opened and liberalized gradually during the whole 1980s and the early 
1990s. Therefore, volume of trade as a share of GDP has grown from 20% in the 1981 to as much as 
33% in the millennium year 2000 and later to 43% recently in 2010 (World Bank, 2010). Both export 
and import shares have been increased notably after trade reform initiatives were implemented. 
Consistent with international trade theories, it is hypothesized by the Bangladesh Government Ministry 
of Finance that these variables are equally important in explaining growth of the economy (Ministry of 
Finance, 2010). Another important variable Inflation has also been put in the model because the 
Bangladesh economy is vulnerable to supply shock induced price hikes that are said to be occurred for 
among other reasons a monetary policy failure of the nation’s central bank (Mansur, 2005). To include 
the influence of political unrest and shocks caused by natural calamities, a dummy variable is invited in 
the model. According to Penaek (1972), these non-economic variables must be utilized while making an 
estimation of economic growth in developing countries and they are no less crucial than other 
traditional economic factors. For the case of Bangladesh frequent floods and other natural disasters 
cause disturbances in the economic activities to affect the economy severely in some years. On the other 
hand, political unrests in the middle of 1970s, earlier 1980s and 1990s and in the late 2007 hindered the 
economy enormously. Therefore, estimating the impacts of these factors are needed, otherwise, there is 
always a possibility of concluding by a spurious regression with misguided results. Secondary school 
enrolment ratio is an important explanatory variable in explaining growth because it functions as a 
proxy for the quality of labor force. However, as a limitation of this paper, that factor was excluded 
from this model because of data unavailability. Interest rate which is the openness indicator for 
financial liberalization was also kept aside from the model because of the similar reason. Finally, 
Foreign Direct Investment, FDI was also not included here because the amount of FDI Bangladesh 
receives every year is not crucial in explaining growth. As claimed by White (1992), some other 
variables like terms of trade, total export earnings, government expenditure, adult literacy rate, life 
expectancy at birth etc. were also included in other similar studies of aid and growth relations. But total 
export earning was excluded from this model because its effect is already considered in the openness 
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indicator of the economy. Other variables were dropped as the regression results derived from some 
different model specifications were not satisfactory for them.  
 

Data sources and estimation 
The scope of this paper covers an annual time series data set from 1980 to 2009 in estimating the specified 
model. However, computation of some variables relies on the previous year’s value as well as the current 
one. Therefore, it is not possible to get data for those variables in the beginning year of 1980 hence the 
actual data ranges from 1981 to 2009. The World Bank Data Bank acts as the main source. Other sources 
that were also utilized are the International Financial Statistics (IFS) and The Bangladesh Bank Statistics 
Department. As hinted earlier, in estimating the impacts of natural and political shocks the dummy 
variable takes a value of 1 for the years that are followed by the years with political or natural disturbances 
like1981, 1986, 1990, 1991, 1996, 1998, 2001 and 2007. The Ordinary Least Square (OLS) and the Prais-
Winsten AR (1) regression techniques were used to estimate the specified model. The STATA-2010 
software was utilized in this study. The Prais-Winsten regression was employed to see if there is any 
improvement in the findings; however, no meaningful improvement was achieved. 
 

FINDINGS AND DISCUSSION 
 

Trends in foreign aid received 
Bangladesh being a member of the LDCs, has received a cumulative influx of about US $66 billion after it 
gets independence (Quazi, 2000). During the 1970s, foreign aid and grants were necessary to rebuild the 
war devastated country. After that aids as a form of development assistances were supporting growth by 
taking care of infrastructure development and with the help of aid funds a structural shift in the economy 
has been achieved. As the country’s economy grew, the share of net Official Development Assistance 
(ODA) received as a percentage of Gross National Income (GNI) reduced gradually and accordingly per 
capita aid received also is on the declining trend (Fig. 1). However, the total amount of aid received is still 
high enough in Bangladesh compared to its other regional counterparts (Table 2).  
 

Table 2. Net official development assistance and official aid received (constant 2009 US$) of some 
selected developing countries.  

 

Name of the country  
 

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 
 

Nepal 
 

545.56 585.73 485.15 592.95 490.06 477.65 576.70 613.81 670.78 855.54 

Bangladesh 
 

1675.84 1574.74 1304.04 1737.41 1609.61 1465.21 1323.62 1495.98 1978.35 1226.94 
Pakistan 
 

916.91 2668.08 2941.20 1318.04 1655.04 1824.99 2342.49 2268.84 1476.64 2780.61 

Srilanka 
 

347.10 476.09 488.80 844.94 585.81 1317.86 892.16 622.70 715.74 703.75 
Thailand 
 

761.09 363.42 378.17 -1096.92 61.14 -189.31 -283.21 -422.98 -697.26 -76.59 
 

Source: World Bank Data Indicators   

 

 Fig. 1. Net ODA received by Bangladesh (percentage of GNI and per capita current US$; 1980-2009).  
 

  

Source: World Bank Data Indicators. 
 
 

Fig. 2 shows the trends in ODA as a percentage of GNI and also the annual GNI growth in Bangladesh. 
In this regard, this economy represents a test case for analyzing the effectiveness of foreign aid and 
utilities of ODA in a recipient developing country. The rest of this paper is organized as follows. The 
immediate next section sets the methodologies employed to perform the statistical tests in order to 
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hypothetically re-investigate the impacts of foreign aid in Bangladesh. After the model is specified in 
sub-section 3.1 it is also rationalized in sub-section 3.2. Proper data sources are indicated in 3.3. Section 
4 will represent the empirical findings of this paper based upon the estimated results. Structural 
equations and the main findings are separately summarized in this part of the study. Finally section 5 is 
included to conclude the article in the form of some policy perspectives. 
 

   

Fig. 2. Aid and GDP growth in Bangladesh (1980-2008). 
 

 

                      Source: Quibria (2010). 
 

 

 

Empirical results and structural equations 
  

The author possesses the regression results and the estimations for the utilized econometrics tests. These 
findings are summarized based on the estimated results of the statistical tests. Some authors represent 
regression results using tables. But it is also possible to show them in an equational form as followed in 
this paper. 
  

GPY=12.04+0.13 Kt-4.29 GPOP***-0.37 AIDY+ 4.51 INTY*+ 0.05 INF-0.47 Dummy -0.15 TVY* 
 

[*** and * coefficients significant at 1% and 10% level of significance respectively] 
 

T-statistics: (0.68) (-3.05) (-1.21) (1.45)  (0.66) (-1.10) (-1.80)  
 

<Adjusted R2 = 0.6993 
 

 Durbin-Watson d- Statistic = 2.198181: no autocorrelation>  
 

It is confirms by checking the critical Darbin Watson d-statistic and comparing it with the estimated value. 
 

Key findings 
 Foreign aid has reduced GNP growth in Bangladesh 
 Input in capital formation has a positive effect on the economy 
 Growth in population turns out significantly negative 
 Interest payment has insignificant but positive effect  
 Inflation becomes insignificant to impact GNP growth positively 
 Natural and political shocks have exacted a heavy toll on GNP growth 
 Openness also appeared to be significantly negative 

 

CONCLUSION  
 

This paper re-investigates the relationship between economic growth and flow of foreign aid in 
Bangladesh to see if the latter stimulates or hinders the earlier. The severely negative effects of political 
instability and hazardous impacts of natural calamities were also included in the analysis. This paper 
finds that foreign aid has reduced GNI growth in Bangladesh. This conclusion accords with the radical 
anti-aid view and is not different from the traditional beliefs that a lack of good governance creates 
constraints for Bangladesh so that instead of promoting the country's welfare aid actually depresses it. 
This is also worth mentioning that it will be incorrect to decide finally that aids worth nothing in the 
growth endeavor. To mention one example, an analysis by disaggregating aid into loans and grants 
represents much better results. It was found by that loans significantly raise GDP growth, while grants 
do not. Employing a non-linear simultaneous equation in the aid-fiscal model comes up with the 
conclusion that foreign grants mostly finance non-productive civil expenditures, but foreign loans 
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generally finance public investment projects and human capital building programs, which eventually 
lead to higher output growth in Bangladesh. Therefore, this paper  r suggests that if foreign aids can be 
utilized properly in the productive sector then economic growth accelerates. If compared to existing 
literature, this paper also finds that the effects of aid on growth are less damaging than predicted by the 
radical view. The marginal effect of the concerned variable in this study is -0.37 which is much better 
as compared to -1.19. These results support the Keynes hypothesis that by raising consumption 
expenditures, aid also initiates a multiplier-accelerator mechanism to stimulate more economic 
activities in the demand-constraint Bangladesh economy, therefore to boost further growth. Thus, this 
finding is also consistent with some other literatures that advocate that aid induces indirect positive 
effects on GDP growth through increased consumption demand, which offsets much of the direct 
adverse effects of aid. Bangladesh aspires to reach some thresholds in development in order to become 
a member of the middle income country group by the next decade if it can continue its pace of growth 
to 7.5 percent level. The nation has achieved remarkable success in advancing to this target in recent 
years. However, its efforts to raise growth further have been hampered by, including many other factors, 
a lack of proper and conducive policies, infrastructure bottlenecks particularly in energy and electricity, 
and finally severe corruption. The government is thus under a tremendous political pressure from home 
and abroad to be catapulted to action to redress these problems. If the nation fails to take appropriate 
measures to get rid of these traps then the hard-earned economic growth may be eroded. In this changed 
scenario foreign aid can appear as an enormous catalyst for economic development in the country. 
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