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Abstract

This study analyzes the impact of foreign aid on foreign direct investment (FDI) inflows in selected countries in
East Asia and South Asia — two regions that have received huge foreign aid as well as FDI inflows.
Theoretically, foreign aid can either facilitate FDI by funding projects that raise the marginal productivity of
capital, or crowd out FDI as the number of investment opportunities in developing countries is usually limited.
Using the FGLS (Feasible Generalized Least Squares) panel estimation methodology with 1995-2012 panel data
from 7 East Asian and 7 South Asian countries, this study finds that the impact of foreign aid on FDI is
significantly positive and robust across several model specifications. The estimated results also suggest that FDI
is significantly affected by corruption control, rate of return, infrastructure, human capital, market potential, and
political stability, and East Asia enjoys a locational advantage in attracting FDI vis-&vis South Asia. These
results further our knowledge of the foreign aid-FDI dynamics in developing countries.
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1. Introduction

Foreign aid from developed countries and multilateral organizations (e.g. World Bank, IMF, etc.) has played an
important role in the growth dynamics of developing countries in the post-WWII period. Many foreign
assistance programs have been modeled after the U.S.-led Marshall Plan, which played a vital role in restoring
economic stability in war-ravaged Europe, to assist the developing countries in their fight against poverty. Over
the years, two competing views have emerged in the foreign aid literature about the efficacy of foreign aid
programs. The traditional pro-aid view, which is based on the early theoretical development of the 1950's and
1960's, holds that foreign aid complements the recipient economy’s domestic resources, eases foreign exchange
constraints, transfers modern know-how and managerial skills, and facilitates easy access to foreign markets --
all of which contribute to positive economic growth (Chenery, 1965; Papanek, 1972). The radical anti-aid view,
which grew out of empirical revelation that economic growth in some of the aid recipient countries has been less
than satisfactory, argues that foreign aid supplants domestic resources, worsens domestic income inequality and
trade balance, funds transfer of inappropriate technology, and in general helps sustain inefficient and corrupt
governments in the recipient countries (Griffin & Enos, 1970; & Weisskopf, 1972).

Another type of foreign capital that can play a significant role in the growth dynamics of the recipient economies
is foreign direct investment (FDI) - capital from private investors and multinational corporations. The
development economics literature holds that FDI can fill at least three development gaps in recipient economies
— 1. “investment gap” by providing much needed capital for domestic investment, ii. “foreign exchange gap” by
providing foreign currency through initial investment and subsequent export earnings, and iii. “tax revenue gap”
by generating tax revenues through creation of additional economic activities (Smith, 1997). FDI can also help
generate domestic investment in matching funds, facilitate transfer of managerial skills and technological
knowledge, increase local market competition, create modern job opportunities, and increase global market
access for locally produced export commodities.

An interesting strand of research has emerged that analyzes the relationship between these two types of foreign
capital. The aid-FDI literature comprises two competing views — one view holds that foreign aid funded human
capital building projects (e.g. schools, hospitals, etc.) and infrastructure projects (e.g. roads, highways, airports,
electricity, telecommunications, etc.) raise the marginal productivity of capital, which can attract more FDI. The
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opposing view holds that since the number of investment opportunities in developing countries is usually low
and many investment projects are financed by foreign aid, this actually crowds out other types of investment,
including FDI. Only a few studies have analyzed whether foreign aid in fact facilitates or crowds out FDI in
developing countries and the empirical evidence is inconclusive.

The purpose of this study is to analyze the relationship between foreign aid and FDI in selected countries in
South Asia and East Asia — two developing regions that have received huge inflows of both types of foreign
capital. The FGLS (Feasible Generalized Least Squares) panel estimation methodology is used on 1995-2012
panel data from 7 countries from East Asia -- Cambodia, China, Indonesia, Lao, Malaysia, Philippines and
Vietnam, and 7 countries from South Asia -- Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and Sri
Lanka. The estimated results suggest that the impact of foreign aid on FDI is significantly positive and robust
across several model specifications. This study also finds that FDI is significantly boosted by corruption control,
higher rate of return, access to infrastructure, improved human capital, higher market size/potential, and political
stability. The estimated results also suggest that East Asia enjoys a locational advantage in attracting FDI
vis-&vis South Asia.

The rest of the paper is organized as follows. Section 2 presents a review of the literature, section 3 describes the
methodology, data and estimation, section 4 discusses results and policy implications and section 5 provides
concluding remarks.

2. Literature Review

Among the early aid-FDI studies, Karakaplan et al. (2005) put forth the hypothesis that aid gives rise to increases
in FDI, but only when the investment environment is conducive for investment. A good investment environment
was defined as having good governance and financial market development. The hypothesis was empirically
tested with a panel data analysis. The regression model controlled for openness, income level, and stability
indexes. The estimated results provided robust support for the hypothesis, indicating that the mere presence of
aid in a country is not enough to attract and maintain FDI. While this study provides insights into the relationship
between aid and FDI, it is important to note that the study limited itself to the exploration of macro-level pull
variables, but micro-level variables and push variables were not considered.

Blaise (2005) analyzed the impact of Japanese aid on promoting Japanese FDI in China. Blaise considered the
use of macroeconomic frameworks a major limitation for similar aid-FDI studies, which is addressed in this
study by using province level micro data. Using the conditional logit estimation method on 1980-1999 data, this
study found that the effect of Japanese aid (as well as other factors, such as lower wages, human capital,
proximity to Japan, etc.) on Japanese private investment location choice in China is significantly positive. The
positive effect of aid is found to be marginally more important for the non-manufacturing sector vis-&vis the
manufacturing sector. This study concluded that utilization of foreign aid in developing infrastructure builds the
foundation for attracting future FDI inflows.

Harms and Lutz (2006) analyzed whether there exists any relationship between aid and private foreign
investment (sum total of FDI and foreign portfolio investment) in developing countries in the 1990s. This study
used 1988-1999 data from 92 low-income and middle-income countries. Controlling for institutional and
economic environment (i.e. government effectiveness, political instability, regulatory burden, economic
development, trade openness, equity investment risk, etc.), this study found that the marginal effect of foreign
aid on private foreign investment is almost zero. However, this effect is found to be positive in countries with
weak regulatory institutions. These results are found to be robust across different samples and model
specifications, and hold when foreign capital is disaggregated into FDI and foreign portfolio investment.

Asiedu et al. (2009) provides a solid theoretical and empirical analysis in establishing a relationship between
foreign aid and FDI. This research involved the examination of aid-FDI data from 35 low income countries,
including several South Asian and East Asian countries (e.g. Bangladesh, India, Pakistan, and Mongolia). The
model for studying the aid-FDI relationship involved an analysis of risk, where risk was an independent variable,
and FDI/GDP was the dependent variable. The model analyzed a country’s likelihood to renege on contractual
obligations, such as contract modifications or cancellations, expropriation of foreign owned assets, restriction on
profit repatriation, and payment delays by governments. The estimated results suggest that although foreign aid
may mitigate the adverse effect of risk on FDI, it cannot neutralize the negative effect of risk. This study does
support the idea that foreign aid can facilitate foreign direct investment, but to what measurable degree is not
certain.

Kimura and Todo (2010) used a gravity equation type model to analyze the “vanguard effect” — the effect of
foreign aid from a particular donor country on FDI from the same donor country. The study found that in general
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the effect of aid on FDI is insignificant, and there is no positive infrastructure effect or negative rent-seeking
effect of aid on FDI. However, the study also found a vanguard effect for Japanese aid, i.e. aid from Japan
promotes FDI from Japan, which however does not facilitate FDI from other countries.

Similar to the Kimura and Todo (2010) study, Kang et al. (2011) provides a micro level analysis as to how
foreign aid is related to FDI by two countries - Korea and Japan. As with the previous studies, this study did not
reveal a strong relationship between foreign aid and FDI. This study used the gravity model and the GMM panel
dynamic system estimation methodology on data from developing countries, including several South Asian and
East Asian countries (e.g. Korea, China, Pakistan, Bangladesh, India, Sri Lanka, and Afghanistan). The estimated
results suggest that only aid from Korea and Japan created more FDI inflow into their respective recipient
countries.

Bhavan et al. (2011) explored the relationship between foreign aid and FDI for four South Asian countries
(Bangladesh, Pakistan, India and Sri Lanka) over the 1995-2007 period. This study analyzed the macroeconomic
environment of each country (i.e. savings, investment rates, inflation, trade policies, fiscal deficits, etc.) and
found a mixture of long-run and short-run complementary relationships between FDI and both aid for physical
capital and aid for human capital and infrastructure development. While the results varied slightly across the
sample countries, the study found support for the hypothesis that foreign aid is positively related to FDI.

Selaya and Sunesen (2012) created a theoretical framework in which foreign aid affects a country’s GDP by
influencing the quantity of factors of production in the country. In their framework, foreign aid is split into two
categories -- (i) funding for physical capital, and (ii) funding for “complementary factors” to physical capital
(such as investments in education). In this framework, it is theoretically ambiguous whether foreign aid increases
or decreases FDI, because there are two countervailing effects. The portion of foreign aid that funds physical
capital should crowd out other sources of funding for physical capital, reducing FDI. On the other hand, the
portion of foreign aid that funds complementary factors to physical capital should increase the marginal product
of capital (such as a more educated worker making a manufacturing plant more productive), providing incentive
for foreign investors to increase their funding of physical capital, increasing FDI. This study uses 1970-2001
panel data from 99 countries and finds that the overall effect of foreign aid on FDI is positive.

Donaubauer (2014) claims that some prior studies of the effects of foreign aid on FDI failed to adequately deal
with several coefficient estimation problems, including endogeneity and serial correlation. He corrects for these
problems with a Fully Modified OLS estimator employing a nonparametric correction. Using panel data from 63
countries from 1970-2012, this study finds that foreign aid slightly reduces FDI on average for the 63 countries,
although almost half of the individual countries show a positive relationship between foreign aid and FDI.

3. Model and Data

The OLI paradigm developed by Dunning (1988) provides the basic theoretical framework of empirical FDI
models. This paradigm is based on three factors — i. Ownership (O) factor addresses the availability of
firm-specific resources and capabilities; ii. Location (L) factor addresses the search for new markets, efficiency,
and strategic assets; and iii. Internalization (1) factor addresses transaction and coordination costs. In line with
the current literature, this study formulates the following regression equation (subscript i refers to countries and t
refers to time).

FDI;; = a + p; Foreign Aid;, + £, AFDI;; ; + 3 Corruption Control;, + £, Economic Freedom;+ s Rate of
Return;;+ Ss Infrastructure; + S, Human Capital;; + f; Market Size;; +
[ Political Stability;+ S Region;; + & (@)

A second set of models is estimated where foreign aid is disaggregated into multilateral aid and bilateral aid.
Selection of the explanatory variables included in equation (1) has been guided by the empirical literature. The
lagged change in FDI (AFDI;; ) has been added following Noorbakhsh et al. (2001) and Quazi (2014);
corruption has been added following Al-Sadig (2009), Ketkar et al. (2005), and Quazi (2014); economic freedom
has been added following Quazi (2014); return on investment has been added following Edwards (1990),
Jaspersen et al. (2000), and Quazi (2014); infrastructure has been added following Loree and Guisinger (1995)
and Quazi (2014); human capital has been added following Hanson (1996), Noorbakhsh et al. (2001) and Quazi
(2014); market size has been added following Jaspersen et al. (2000), Wei (2000) and Quazi (2014); and political
stability has been added following Jaspersen et al. (2000) and Quazi (2014). These variables are explained next.

3.1 Model Rationale

Foreign Aid: The primary focus of this study is to estimate the impact of foreign aid on foreign direct investment.
As discussed previously, foreign aid can, on one hand, facilitate FDI by funding projects that raise the marginal
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productivity of capital (by enhancing human capital and building up infrastructure), but, on the other hand, can
also crowd out FDI since the number of investment opportunities in developing countries is usually scarce. This
study uses foreign aid inflows to GDP ratio (AID/GDP) as a measure of aid. The a priori expected sign of B;is
uncertain, as either sign is a plausible outcome.

Lagged Changes in FDI (4FDl,): Foreign investors are usually risk averse and tend to avoid unfamiliar
countries. Therefore, it is important for countries aspiring to attract FDI to first establish a track record, which
can help dispel the foreign investors’ fear of investing in those countries. Furthermore, many multi-national
corporations (MNCs) test new markets by staggering their investments, which gradually reach the desired levels
after some time adjustments. This study uses net foreign direct investment inflows to GDP ratio (FDI/GDP) as a
measure of FDI. The a priori expected sign of (3, is positive, as incremental lagged changes in FDI (AFDI;; ;)
should contribute positively toward the current level of FDI.

Corruption Control: Theoretically, corruption can lend either a grabbing hand by raising uncertainty and
transaction costs, which should reduce FDI, or a helping hand by “greasing” the wheels of commerce in the
presence of weak regulatory framework, which should facilitate FDI. This study uses the Corruption Perceptions
Index (CPI) published by the Transparency International as a proxy measure of corruption control. The CPI
index scores countries from O (highly corrupt) to 10 (very clean), so a higher CPI score reflects less corruption or
more corruption control. Following the results obtained by Quazi (2014), which validated the grabbing hand
hypothesis for South Asia and East Asia, the a priori expected sign of B is positive (i.e. higher CPI score or
more corruption control attracts more FDI).

Economic Freedom: The overall business environment should play a critical role in affecting a country’s
locational appeal to foreign investors. However, it is difficult to construct an accurate measure of the overall
business environment, as it is shaped by a wide range of economic and non-economic factors. The Economic
Freedom Index (EFI), jointly published by the Heritage Foundation and Wall Street Journal, has been used by
many empirical studies as a proxy for overall business environment and investment climate. The EFI index
includes, inter alia, measures of financial liberalization and trade openness — variables that have been used in
many FDI studies as explanatory variables. To avoid multicollinearity, these variables are not included separately
in the regression equation (1). The a priori expected sign of B4 is positive, as enhanced economic freedom should
attract more FDI.

Rate of Return on Investment: Higher rate of return on investment should motivate foreign investors to consider
a host country more favorably. Most developing countries however lack well-developed capital markets, which
makes it difficult to determine the rate of return on investment in those countries. To resolve this issue, several
studies have used a reasonable proxy variable --the inverse of per capita income®. The rationale for this proxy
variable is that return on investment should be positively correlated with marginal productivity of capital, which
should be high in capital-scarce poor countries, where per capita income is low (or the inverse of per capita
income is high). This study uses the natural log of the inverse of per capita real GDP (adjusted for purchasing
power parity) as a proxy measure for rate of return on investment. The a priori expected sign of Bsis positive, as
higher rate of return on investment should attract more FDI.

Infrastructure: Availability of high-quality infrastructure (e.g. electricity supply, telecommunication networks,
roads, highways, railways, airports, seaports, etc.) should increase productivity of resources in a country and
boost its locational appeal to foreign investors. This study uses the natural log of per capita electricity use (in
kilowatt hours) as a proxy for the availability of infrastructure?. The a priori expected sign of Bgis positive, as
availability of infrastructure should attract more FDI.

Human Capital: A higher level of human capital is a good indicator of the presence of skilled workers in a
country. Availability of a skilled but cheap workforce can significantly enhance the locational advantage of a
developing country for foreign investment. This study uses the natural log of life expectancy at birth as a proxy
for human capital®. The a priori expected sign of B-is positive, as higher levels of human capital should attract
more FDI.

Market Size: Some FDI is “market-seeking” in nature, i.e. the primary objective of MNCs undertaking foreign
investment is to serve the host market. An important determinant of this type of FDI is the market demand of
MNC product in host countries, which is generally strong in emerging countries, where growing numbers of
urban consumers enjoy rising purchasing power. The sample countries included in this study comprise a number
of emerging economies with booming urban population (e.g. China, Indonesia, Malaysia, Philippines, Vietnam,
Bangladesh, India, and Pakistan). It is therefore possible that some FDI flowing to this sample has been attracted
by the domestic market size/potential. This study uses the natural log of per capita real GDP as a proxy for the
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market size*. The a priori expected sign of Bgis positive, as higher market size/potential should attract more FDI.

Political Stability: Political stability is a very important determinant of the locational appeal of a host country to
foreign investors. Political instability usually creates an unfavorable business climate, which erodes the foreign
investors’ confidence in the host country and drives FDI as well as domestic capital away to safer havens. This
study uses the “Political Stability and Absence of Violence” indicator developed by the Worldwide Governance
Indicators (WGI) project as a proxy measure for political stability. The a priori expected sign of Bgis positive, as
higher levels of political stability should attract more FDI.

Region: It can be hypothesized that East Asia enjoys a locational advantage over South Asia as a destination of
foreign direct investment due to several factors. The “China factor,” high degree of government interventions,
government-led export oriented industrialization, broad-based education policies, etc. may have created an
overall economic orientation in East Asia that is more conducive to foreign investment vis-&vis South Asia.
Other factors that may have contributed to the locational advantage of the sample East Asian countries include
proximity to capital-rich countries like Japan and Taiwan and prevalence of the Confucian culture, which may
have created a more harmonious work environment there (Hofstede and Bond 1988). The dummy variable for
regional difference takes the value of “1” for South Asia and “0” for East Asia. The a priori expected sign of o
is negative, as it is hypothesized that East Asia enjoys a locational advantage over South Asia as a FDI
destination.

3.2 Data Sources

Data on annual FDI inflow, different types of aid (total aid, multilateral aid and bilateral aid), per capita real GDP,
infrastructure, and human capital are collected from the World Development Indicators (World Bank 2014),
economic freedom index is collected from the Index of Economic Freedom (Heritage Foundation/Wall Street
Journal 2013), political stability index is collected from the Worldwide Governance Indicators (WGI 2013), and
corruption index is collected from the Corruption Perceptions Index (Transparency International 2013). It should
be noted here that due to missing data for several years for a few countries, the sample dataset is not fully
balanced. However, given the large sample size used in estimation (n=125 to 153), the estimated results are still
robust. The estimates results and policy implications are discussed next.

4, Results

The regression equation (1) is estimated with the Feasible Generalized Least Squares (FGLS) panel methodology.
Diagnostic tests (White test) revealed the presence of heteroscedasticity; therefore, the regression models are
estimated with heteroscedastic panels. As the sample comprises short time series data for each country (note: the
maximum number of observations for each country is only 18), it was assumed that the panels have a common
autocorrelation parameter. A total of eight regression models are estimated, which are presented at the next page.
Models 1-4 (Table 1) show the effects of foreign aid on FDI with four slightly different versions of equation (1),
and Models 5-8 (Table 2) re-estimate these models by disaggregating foreign aid into multilateral aid and bilateral
aid.

Model 1 shows that except for economic freedom, the other explanatory variables (i.e. incremental lagged
changes in FDI, corruption control, rate of return, infrastructure, and regional difference) turned out generally
statistically significant with the correct a priori signs, and the coefficient of foreign aid came out statistically
significant and positive. In Model 2, 3 and 4, three other explanatory variables (human capital, political stability,
and market size) are added separately to Model 1. Each one of these variables came out statistically significant
with the correct a priori signs, but they turned out insignificant when estimated jointly, which indicates the
possible presence of multicollinearity among them. More importantly, the coefficient of foreign aid remained
robust (statistically highly significant and positive) in all models. When foreign aid is disaggregated into
multilateral aid and bilateral aid, the same pattern is found across all 4 models (Table 2: Models 5-8). The
estimated results generally show strong robustness for the coefficients of all explanatory variables (except
economic freedom) and particularly for the coefficients of different types of aid (total, multilateral and bilateral
aid).
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Table 1. FGLS regressions (impact of foreign aid on foreign direct investment)

i Model 1 Model 2 Model 3 Model 4
Explanatory Variables
Coeff. Z stat Coeff. Z stat Coeff. Z stat Coeff. Z stat
Intercept -0.03 -0.02 -42.34 -3.19 -32.20 -2.22 -23.29 -1.60
AFDIq 0.12 1.64 0.13 1.84" 0.12 1.53 0.13 1.70"
Aid 0.47 435" 0.31 3.20" 0.23 2.15™ 0.35 3.14™
Corruption Control 0.24 1.60 0.22 1.82" 0.01 0.05 0.02 0.09
Economic Freedom -0.03 -1.53 -0.02 -0.80 -0.01 -0.42 -0.01 -0.29
Rate of Return 0.99 2.74™ 1.35 3.96™ 0.91 2.48" 2.03 2877
Infrastructure 1.77 5.18" 1.34 3.84™ 0.86 2377 0.73 2.10™
Regional Difference -0.61 -2.00” -1.04 -3.18" -1.04 -2.677 -0.99 -2.66"
Human Capital 11.16 322" 8.88 2.39™ 7.30 1.96™
Political Stability 0.58 2407 0.67 262"
Market Size 1.09 1.94
n =153 n=153 n=125 n=125
. . Log likelihood = Log likelihood = Log likelihood = Log likelihood =
Diagnostic 9 9 9 9
- -195.5 -184.9 -156.7 -161.7
Statistics
Wald y% = 112.9 Wald 5% =191.4 Wald 5% =137.9 Wald %= 124.4
(P value = 0.00) (P value = 0.00) (P value = 0.00) (P value = 0.00)

**Coefficient statistically significant at 5%; *Coefficient statistically significant at 10%.

Table 2. FGLS regressions (impact of multilateral aid and bilateral aid on FDI)

. Model 5 Model 6 Model 7 Model 8
Explanatory Variables
Coeff. Z stat Coeff. Z stat Coeff. Z stat Coeff. Z stat
Intercept 0.25 0.12 -44.03 -3.21 -30.98 217 -22.30 -1.55
AFDI 0.13 1.65 0.13 172" 0.13 1.60 0.14 1.82"
Multilateral Aid 0.49 2.07" 0.40 2.02" 0.14 0.58 0.12 0.51
Bilateral Aid 0.47 259" 0.25 1.46 0.28 1.63 0.48 2737
Corruption Control 0.27 171" 0.24 1.90 -0.02 -0.10 -0.04 -0.19
Economic Freedom -0.04 -1.55 -0.01 -0.71 -0.01 -0.41 -0.01 -0.21
Rate of Return 1.04 2.897 1.32 3.93" 0.90 2.48" 2.06 2.897
Infrastructure 1.78 517" 1.27 3.49" 0.90 246" 0.81 2.297
Regional Difference -0.63 -1.98™ -1.09 -3.20" -0.97 -2.44™ -0.86 -2.23"
Human Capital 11.59 3.257 8.53 2.34" 6.98 1.90
Political Stability 0.61 248" 0.73 2.82"
Market Size 111 1.977
n=153 n=153 n=125 n=125
. . Log likelihood = Log likelihood = Log likelihood = Log likelihood =
Diagnostic
- -196.3 -186.3 -156.7 -161.2
Statistics
Wald %= 116.02 Wald x%=172.5 Wald y %= 1415 Wald 2%, =125.8
(P value = 0.00) (P value = 0.00) (P value = 0.00) (P value = 0.00)

**Coefficient statistically significant at 5%; *Coefficient statistically significant at 10%.

For the most part, the explanatory variables included in this study came out with satisfactory statistical results.
Three variables (rate of return, infrastructure, and regional difference) turned out statistically significant with the
correct a priori signs in all eight models; incremental lagged changes in FDI turned out statistically highly
significant in five models and moderately significant in 3 models; corruption control turned out significant in
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three models; and three other variables - human capital, political stability and market size, turned out statistically
significant in at least one model. Only one variable, economic freedom, turned out statistically insignificant in all
models. This could be due to possible multicollinearity between the proxy variables of corruption control (CPI)
and economic freedom (EFI), as the latter is a composite measure that includes “freedom from corruption” along
with 10 other “freedom” variables. It is also possible that EFI inadequately captures the true effects of economic
freedom on FDI, which can be addressed in future studies by exploring alternative proxy variables for economic
freedom. The overall diagnostic statistics (measured by log likelihood and Wald x? statistics) came out
satisfactory for all eight models.

The estimated results offer several policy implications. First, this study finds that foreign aid is a significantly
positive determinant of FDI in South Asia and East Asia. This result lends credence to the hypothesis that foreign
aid funded projects raise the marginal productivity of capital in the recipient countries, which helps attract more
FDI to these countries. In order to boost their locational appeal to foreign investors, these countries should
therefore ensure that foreign aid is allocated adequately and utilized properly in projects that enhance human
capital (e.g. immunizations, schools, hospitals, etc.) and build up infrastructure (e.g. roads, airports, electricity,
telecommunications, etc.).

This study finds that foreign investors’ increased familiarity with a host country can attract more FDI to that
country. This result suggests that once a country is able to successfully attract initial rounds of FDI that will in
turn open the door to additional rounds of FDI, thus setting a virtuous cycle in motion. Countries aspiring to
attract FDI should therefore utilize the available policy instruments, such as offering tax benefits to foreign
investors, setting up special economic zones for foreign investment projects, etc., to motivate the foreign
investors to invest in those countries for the first time, which is the key to attracting additional rounds of FDI.

Corruption control is found to significantly boost FDI. These countries should, therefore, focus on reducing
corruption by enforcing the existing anti-corruption policies and/or adopting new strategies. Adopting
anti-corruption measures may be politically difficult in the short run, but these measures will foster a healthy
economic environment that is necessary for economic development in the long run. Greater market size/potential
and higher return on investment are found to attract more FDI. Therefore, strategies should be adopted to
promote higher economic growth and nurture an attractive investment climate, which per se is a desirable
outcome. Political stability, human capital and infrastructure are also found to have positive impacts on FDI,
which policymakers should take into account when formulating long-term strategies to enhance the locational
appeal of their countries to foreign investors.

This study finds that, even after accounting for the economic fundamentals, East Asia enjoys a locational
advantage vis-avis South Asia as a FDI destination. This regional difference may have been created by a number
of factors, including that East Asia is home to several high-performing economies that have outperformed their
South Asians counterparts in recent years; steady economic reforms have been successfully pursued under the
strict supervision of authoritarian regimes in several East Asian countries; geographical proximity to Japan and
Taiwan makes it easy for East Asian countries to receive FDI from these capital-rich countries; finally,
prevalence of the Confucian culture, which emphasizes discipline, harmony, submission to hierarchy, and other
unique cultural traits, may have also created a less confrontational business environment in East Asia that is
conducive to foreign investment.

5. Conclusions

Development economists generally hold the view that two important sources of foreign capital (foreign aid and
foreign direct investment) can play an important role in the growth dynamics of the recipient countries. An
interesting strand of research analyzes the relationship between these two types of foreign capital. The aid-FDI
literature holds that foreign aid can either facilitate FDI by funding projects that raise the marginal productivity
of capital, or crowd out FDI as the number of investment opportunities in developing countries is usually limited.
This study analyzes the impact of foreign aid on FDI inflows in East Asia and South Asia. Several regression
equations are estimated with the FGLS (Feasible Generalized Least Squares) panel estimation methodology on
1995-2012 panel data from 7 East Asian and 7 South Asian countries.

Results estimated in this study suggest that foreign aid affects FDI inflows positively and this positive aid-FDI
relationship is found to be robust across several model specifications. This study also finds that foreign investors’
improved familiarity with the recipient economy, control of corruption, political stability, larger market
size/potential, higher return on investment, improved infrastructure, and better human capital can boost FDI
inflows. It is also found, in addition to the economic fundamentals, there still exists a regional difference in favor
of East Asia over South Asia, which perhaps can be explained by a combination of geo-political, cultural and
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economic factors. While these results are generally consistent with the current FDI literature, however, finding
foreign aid a robust and significantly positive determinant of FDI in South Asia and East Asia is a new
contribution to the literature.

The principal policy recommendation from this study is that the aid-recipient countries should ensure that
foreign aid is allocated adequately and utilized properly in projects that enhance human capital and build up
infrastructure, which will help them boost their locational appeal to foreign investors. This study furthers our
knowledge of the aid-FDI dynamics in South Asia and East Asia, which is important for formulating effective
strategies to promote long-term economic development not only in these two regions, but also in developing
countries in general.
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Notes
Note 1. See Edwards (1990) and Jaspersen et al. (2000).

Note 2. Two other proxy variables for infrastructure (natural log of telephone lines per 100 people and natural
log of road km per 100 sq. km of land area) were also included in alternative model specifications, but neither
one turned out with satisfactory statistical properties.

Note 3. Two other proxy variables for human capital (natural log of per capita healthcare expenditures and share
of GDP spent on healthcare expenditures) were also included in alternative model specifications, but neither one
turned out with satisfactory statistical properties.

Note 4. At first glance, it may appear that there is perfect multicollinearity between the proxy variables used for
market size (natural log of per capita real GDP) and rate of return on investment (natural log of the inverse of per
capita real GDP, adjusted for purchasing power parity). However, it is not the case, as the former proxy variable
uses per capita real GDP, while the latter proxy variable uses per capita real GDP adjusted for purchasing power
parity; therefore, the two proxy variables are not perfectly multicollinear.
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