Vol. 14(4), pp.103-111, October-December 2022
DOI: 10.5897/JEIF2022.1174

Article Number: 69450D470036

ISSN 2006-9812

Copyright©20222

Author(s) retain the copyright of this arficle
http://www.academicjournals.org/JEIF

Full Length Research Paper

ACADEMIC
JOURNALS
wqzard yeur kne winsigs

Journal of Economics and International
Finance

Impact of bilateral and multilateral aid on domestic
savings of Sub-Saharan African countries: Mediating
role of institutional quality

Kosea Wambaka

School of Economics, College of Business and Management Sciences, Makerere University Kampala, Uganda.

Received 27 May, 2022; Accepted 14 September, 2022

This study examined the impact of bilateral and multilateral aid on domestic savings of SSA countries,
taking into account the role of institutional quality. A balanced panel data set consisting of 28 SSA
countries from 1996 — 2015 was used. Random effects techniques were also used. Bilateral aid was
found to have negative significant impact on domestic savings of SSA countries, reflecting a crowding-
out effect; while the impact of multilateral aid on domestic savings of SSA countries was found
insignificant. When the bilateral and multilateral aid variables were interacted with institutional quality,
the coefficient of interaction between bilateral aid and institutional quality was insignificant, while that
between multilateral aid was positive and significant, implying that the impact of multilateral aid on
domestic savings depends on good quality institutions. Therefore, bilateral aid is a disservice to SSA
countries since it crowds-out domestic savings regardless of institutional quality; however, multilateral
aid can be beneficial to SSA countries if good quality institutions exist.
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INTRODUCTION

Foreign aid is widely regarded as an important ingredient
of economic development particularly in less developed
countries (Tarp and Hjertholm, 2000; Thorbecke, 2000),
and one of the development outcomes attributed to
foreign aid is domestic savings. However, the idea that
aid buys growth through domestic savings is on shaky
ground theoretically and empirically, Easterly (2003).
Since the 1960s, Sub Sahara African (SSA) countries
have been the largest net recipients of foreign aid relative
to other aid recipient regions such as East Asia and
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Pacific, South Asia, Latin America and Caribbean, and
Europe and Central Asia for the purpose of promoting
desirable development outcomes including enhancing
domestic savings. For instance, from 1996 — 2015, Net
ODA receipts (% of Gross National Income) averaged
3.635 for SSA countries, 0.1 for East Asia and Pacific,
0.235 for Latin America and Caribbean, 0.72 for South
Asia and 0 for Europe and Central Asia (WorldBank,
2017).

Further evidence shows that aid disbursements to the
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most aid-dependent countries coincide with significant
increases in deposits held in offshore financial centers
Andersen et al. (2022) while Easterly and Pfutze (2008)
discuss best practice for which an ideal aid agency and
the difficulties that aid agencies face because they are
typically not accountable to their intended beneficiaries.
In spite of this, these countries’ savings performance has
remained lowest relative to other aid-recipient regions.
For instance, from 1996 — 2015, domestic savings (% of
GDP) averaged 18.4 for SSA countries, 42.1 for East
Asia and Pacific, 19.8 for Latin America and Caribbean,
27.8 for South Asia, and 25.9 for Europe and Central
Asia (WorldBank, 2017).

The above conundrum has attracted widespread
interest of researchers, who have since sought to study
the relationship between foreign aid and domestic
savings. However, their findings are largely mixed. For
instance, some studies indicate that foreign aid enhances
(crows-in) domestic savings (Abu and Karim, 2016;
Kapingura, 2018), other studies indicate that foreign aid
adversely affects (crowds-out) domestic savings (Lubbad,
2019; Ozekhome, 2017; Sabra, 2016; Ssemanda and
Karamuriro, 2020), and still other studies indicate that no
significant relationship exists between foreign aid and
domestic savings. This implies that the debate on
whether foreign aid impacts domestic savings is far from
over. It is the author's considered view that the
inconsistencies in these research findings may be
attributed to using aggregate foreign aid variables in
estimation models, which do not specify which exact form
of aid impacts domestic savings. Yet, foreign aid is
heterogeneous and can be classified differently according
to different parameters, including according to source—
bilateral or multilateral. Therefore, there is need for
studies that disaggregate aid—say into bilateral and
multilateral aid—and examine the impact of this
disaggregated form of aid on domestic savings
particularly among SSA countries.

Studying the impact of bilateral and multilateral aid on
domestic savings is important in light of recent interest
among donors seeking to understand the relative
effectiveness of allocating aid using these two channels
(Biscaye et al., 2017).

Furthermore, such studies are important in light of
prevailing counter arguments pertaining to the relative
effectiveness of these two aid delivery channels in
achieving development goals. On the one hand,
supporters of bilateral aid who argue that it leads to
achievement of optimal development goals since it tends
to promote greater accountability, and focuses on aid that
is more strategically oriented (Dreher et al., 2011; Findley
et al., 2017). However, its critics argue that it leads to
achievement of sub-optimal development goals since it
tends to follow more strategic and political considerations
of donors (Findley et al., 2017; Rommel and Schaudt,
2020). On the other hand, are proponents of multilateral
aid who argue that it leads to achievement of optimal

development goals since it is less prone to fragmentation
and its consequences and it focuses on initiatives that
generate tangible transformation of recipient countries
(Addison et al., 2015; Gulrajani, 2016; Nunnenkamp et
al., 2017). Such counter arguments can only be put to
rest through conducting further empirical studies.

Besides, the quality of institutions existing in aid
recipient countries has long been identified as an
important ingredient of sustainable development
(Abderrahim and Mohamed, 2019). Countries that boast
of good quality institutions tend to achieve superior
growth and sustainable development because institutions
provide mechanisms for ensuring resource allocation
efficiency and effectiveness (Xiaosong and Siyuan,
2020). Moreover, recent research has shown that aid
effectiveness particularly in less developed countries
such as SSA countries is low due to widespread
existence of poor quality institutions, characterized by
corruption, low government effectiveness, political
instability, lack of voice and accountability, and poor rule
of law (Hassan, 2021; Igbal and Daly, 2014; Maruta et al.,
2020; Xiaosong and Siyuan, 2020). Burnside and Dollar
(2000) attaches the significance of aid on presence of
good monetary fiscal and trade policies. While,
Abderrahim and Mohamed (2021) emphasize the role of
institutional quality for sustainable development.

However, there remains a grey area in empirical
literature that needs to be filled, that is, whether the
impact of bilateral and multilateral aid on domestic
savings of SSA countries depends on the quality of
institutions existing in these countries. Thus, the
overriding purpose of this study was to examine the
impact of bilateral and multilateral aid on domestic
savings of SSA countries, and to determine whether the
impact depends on the quality of institutions existing in
these countries. The findings of this study may benefit
donors by enabling them decide on the appropriate
channels of delivering aid. Further still, the study findings
may alert policy makers in aid-recipient countries
pertaining to the kind of institutions they must build in
order to maximize value from aid.

The rest of the paper is organized into three sections,
one is the methodology discussing theoretical framework
and data sets used, the results are discussed in the
second last section while conclusions and
recommendations presented in the last section of the
report.

MATERIALS AND METHODS
Theoretical framework

Studying the impact of bilateral and multilateral aid on domestic
savings of SSA countries, and determining whether the impact
depends on institutional quality was premised on Harrod Domar’s
model with its modifications by previous researchers (Shields, 2007;
Taslim and Weliwita, 2000). According to Shields (2007) and Taslim
and Weliwita (2000), aid serves the purpose of filling the savings



gap. Therefore,
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where Ao, lo and S, represent initial foreign aid, initial investment,
and initial savings respectively.

Keynes contends that savings is a linear function of income, that is:

Also, in Harrod Domar’s model, the capital-output ratio is assumed
to be constant, that is:
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where K stands for capital stock and Y stands for output. By
extension, equation (3) can be transformed to mean:
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The target growth rate of the economy is represented by the
following equation:
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It is also known from economic theory that investment is a measure
of change in capital stock, that is:

v

Using the definitions of savings, capital-output ratio, target growth
rate of the economy, and change in capital stock in equations (2),
(4), (5) and (6), equation (1) can now be specified as:

From equation (7), the higher the savings rate relative to the
product of target growth rate of the economy and capital output
ration, the lower the foreign aid requirements. On the other hand,
the lower the savings rate relative to the product of target growth
rate of the economy and capital output ration, the higher the foreign
aid requirements.

Integrating a time factor, investment at time t is becomes:

while savings at time t becomes:

Therefore, the net foreign aid requirements at time t will be
represented by:

E = (kg =5 )04 (5 = 5)T s e s s o e e st e e e (10)

v (Sl
Where s’ represents the marginal rate of savings with time.
Equation (10) implies that with time, foreign aid requirements will
reduce with increase in the savings rate. Subtracting equation (9)
from equation (10) yields:
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Equation (11) implies that foreign aid requirements will reduce if the
marginal savings rate exceeds the product of capital-output ration
and the required growth rate. Therefore, it is important that
countries seek for foreign aid to fill the savings-investments gap.
From equation (11), the marginal savings rate at time t is given as:
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Equation (12) implies that the marginal savings rate at time t is
inversely related to increases in foreign aid, and directly related to
increases in income as highlighted by the partial derivatives. In
essence, equation (12) is consistent with Shield’s (2007) that
foreign aid crowds-out domestic savings and investments
particularly in developing countries because it often acts as
incentive for promoting rent-seeking behaviors.

Empirical model

To estimate the impact of bilateral and multilateral aid on domestic
savings of SSA countries, the study adopted a savings-foreign aid
model from previous research, which was modified to suit the
current study. Besides, the adopted model was consistent with
equation (12). To begin with,

where A, S and Y represent total aid, total savings and output
respectively. Disaggregating foreign aid into bilateral and
multilateral aid and integrating a variable that represents other
correlates of domestic savings yields a more specific estimation
model as follows. Starting with a simple saving aid function,

where; 4 is total aid received, 5 is total savings, and ¥ is output.
Disaggregating foreign aid into two components (bilateral and
multilateral aid) and including a variable representing other
determinants of savings, this yields a more specified estimation
model. Besides, the study relied on panel data; therefore, it was
prudent to specify a model that takes into account the nature of
data. Accordingly, the estimation model is specified as follows:

6DS,, = +3BA, +OMAL 8% 4+ 4 & oo s e (15)
Where GDS represents Gross Domestic Savings, BA represents
bilateral aid, MA represents multilateral aid, Z represents a vector of
control variables including inflation, income growth, trade openness,
population growth and financial development. That is;
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leting x' = (BA,MA,Z'), v, =GDS,,  and

8" = (8,0, "), equation (15) can be reduced as follows:
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In estimating equation (17), two major hypotheses will be tested,
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which are:

i) Bilateral aid negatively impacts on domestic savings of SSA
countries, and the impact depends on institutional quality.
i) Multilateral aid negatively impacts on domestic savings of SSA
countries, and the impact depends on institutional quality.

Definition, measurement and expected signs of variables
Gross Domestic Savings (GDS)

This is Gross Domestic Product (GDP) less consumption
expenditure. It includes household savings, private corporate sector
savings, and public sector savings. In the estimation model, it is
expressed as a percentage of GDP.

Bilateral Aid (B_Aid)

This refers to assistance given by a Government directly to a
Government of another country. It consists of net bilateral aid
inflows from Development Assistance Countries (DAC). In the
estimation model, bilateral aid is expressed as a percentage of
GDP.

Multilateral Aid (M_Aid)

This refers to assistance given by a Government of one country and
delivered through formal institutions such as the International
Monetary Fund and World Bank. It is calculated as the difference
between total aid and net bilateral aid inflows from Development
Assistance Countries (DAC). Also, in the estimation model, it is
expressed as a percentage of GDP.

GDP growth (GDPg)

This is a measure of the percentage growth in real GPD from one
period to another. The higher the GDP growth rate, the higher the
domestic savings; and the lower the GDP growth, the lower the
domestic savings. According to the Keynesian hypothesis, which
states that savings is a fixed proportion of income; therefore, an
increase in income leads to an increase in savings (Blinder, 2012).
Research is also abound to supporting the existence of a positive
relationship between GDP growth and domestic savings (Siaw et
al., 2017). Overall, the coefficient of GDP growth is expected to be
positive.

Inflation (INFL)

It is a measure of the rate of increase in general price level in an
economy. The impact of inflation on gross domestic savings is two-
way. On the one hand, inflation may increase Gross Domestic
Savings since the phenomenon may create uncertainty, which
could compel risk-averse consumers to set aside resources as a
way of safeguarding themselves against possible adverse changes
in future income (Nagawa et al., 2020). On the other hand, inflation
may reduce Gross Domestic Savings through its adverse effect on
disposable income (Nagawa et al., 2020). Therefore, the coefficient
of inflation is expected to be either positive or negative.

Financial sector development (M2/GDP)

It is a measure of the degree of monetization of the economy

expressed as a ratio of broad money (M2) to national output (GDP)
(Otchere et al, 2017). The ingredients of financial sector
development include: availability of financial assets, accessibility to
banking services, and accessibility to credit facilities. Gross
Domestic Savings may increase with increased availability of
financial assets and increased accessibility to banking facilities
(Shoko and Dube, 2021).

However, increased accessibility to credit facilities may provide
an incentive for increased consumption, thereby reducing Gross
Domestic Savings (Shoko and Dube, 2021). Therefore, the
coefficient of financial sector development is expected to be either
positive or negative.

Trade openness (TOPEN)

This is a measure of the ratio of the sum of exports and imports to
national output (GDP). Trade openness may increase gross
domestic savings since it provides firms with incentives to innovate,
expand production, and improve productivity leading to higher
income (Umer and Alam, 2015). Therefore, the coefficient of trade
openness is expected to be positive.

Population growth (POPg)

A high population growth rate increases the dependence burden,
and this reduces gross domestic savings (Cruz and Ahmed, 2016).
Therefore, the coefficient of population growth rate is expected to
be negative.

Gross fixed capital formation (GFCF)

It refers to fixed asset acquisitions of less disposals by resident
producers. The larger the fixed asset acquisitions which are
effectively transformed into productive investments, the higher the
income, and ultimately the higher the Gross Domestic Savings
(Razack et al., 2015). Therefore, the coefficient of Gross fixed
capital formation is expected to be positive.

Institutional quality (INSTQ)

It measures the extent to which a country’s governance systems
are of good quality. It comprises of six indicators adopted from the
World Bank including: rule of law, government effectiveness, control
of corruption, government effectiveness, voice and accountability,
and political stability. These indicators are integrated into an index
representing institutional quality, with values ranging from -2.5 to
+2.5. The movement from -2.5 to +2.5 indicates improvement in
institutional quality. Overall, the coefficient of institutional quality is
expected to be positive since good quality institutions enhance
resource allocation efficiency and effectiveness, while poor quality
institutions compromise resource allocation efficiency and
effectiveness (Xiaosong and Siyuan, 2020).

Data type and sources

The study was based on data collected from 28 SSA countries for
the duration ranging from 1996 — 2015. In addition, the study
employed panel data because of its advantages over pure time
series or cross-sectional data. Such advantages include the
following facts: it considers the heterogeneous nature of individual
countries, and besides, it comprises more information and more
information variability. Overall, all the data was sourced from the
World Bank’s Development Indicators Database.



Table 1. Descriptive analysis results.

Variable Obs Mean Std. Dev. Min Max

GDS 560 14.31 12.03 0.192 60.43
B_Aid 560 5.336 4.428 -0.307 35.77
M_Aid 560 2.532 2.339 -3.408 11.41
GDPg 560 4.769 3.824 -12.67 33.74
POPg 560 2.618 0.775 0.132  7.989
INFL 560 7.064 8.976 -8.975 1328
M2/GDP 560 0.130 0.154 0.0047 1.478
GFCF 560 13.31 14.38 0 112.0
TOPEN 560 0.710 0.305 0.158 2.094
INSTQ 560 -0.535 0.522 -1.619 0.853

Source: Author's Computations.

Estimation procedure

Since the data used in the study contained time series and cross-
sectional elements, a panel data unit root test was undertaken to
determine whether the panel data attributed to the study variables
were stationary. The advantage of using panel unit root tests is that
their power is significantly greater than the low-power attributed to
standard time-series unit root tests found in finite samples. Two
widely applied panel unit root tests were used for this purpose
including: Levin, Lin and Chu (LLC) which assumes homogeneous
coefficients attributed to study variables; and Im, Pesaran and Shin
(IPS) which assumes heterogeneous coefficients attributed to study
variables.

RESULTS AND DISCUSSION

This section presents the results of the study followed by
their analysis. The analysis of the findings is categorized
into: descriptive analysis, correlational analysis, panel
unit roots, and panel estimates.

Descriptive analysis

Table 1 presents results of descriptive analysis of
selected correlates of Gross Domestic Savings (GDS)
including: bilateral aid (B_Aid), multilateral aid (M_Aid),
GDP growth (GDPg), inflation (INFL), financial sector
development (M2/GDP), trade openness (TOPEN),
population growth (POPQ), gross fixed capital formation
(GFCF) and institutional quality (INSTQ).

From Table 1, all variables except INFL and GFCF had
standard deviation values which were less than the
corresponding mean values. This implies that the mean
values were deemed good estimators of the parameters.
The high standard deviations for INFL and GFCF were
attributed to existence of outliers in the data series.
Inflation registered a maximum value of 132, which was
attributed to Sudan in 1996. However, this value is less
surprising given that during this time, the country
witnessed unprecedented increase in commodity prices,
and this eventually led to widespread political unrest.
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Correlation analysis

Before undertaking regression analysis, it is important to
first establish whether independent variables in a
regression model are highly correlated with one another
(multicollinearity) as this may undermine the statistical
significance of the independent variables. This is
normally done through subjecting variables under
consideration to correlation analysis.

Correlation analysis was undertaken on study variables
including: bilateral aid (B_Aid), multilateral aid (M_Aid),
GDP growth (GDPg), inflation (INFL), financial sector
development (M2/GDP), trade openness (TOPEN),
population growth (POPgQ), gross fixed capital formation
(GFCF) and institutional quality (INSTQ). Table 2
presents a summary of results of correlation analysis.

From Table 2, all variables except GDPg, GFCF and
M2/GDP are significantly related to Gross Domestic
Savings. The results also indicate that the correlation
coefficients for all the other variables under consideration
are less than 0.8, which according to econometric theory,
suggests that muliticollinearity is not a serious problem to
worry about (Gujarati and Porter, 1992).

Panel unit roots

The study was executed using panel data. However,
before undertaking estimation of the panel data, it was
important to examine the data’s stationarity properties in
order to determine the correct panel data analysis
method. Accordingly, Table 3 presents summarized
results of panel unit root test.

The conclusion derived from Table 3 is that all panels
are stationary. This is because for every variable, at
least, there is one test that indicates stationarity, and this
is seen from the p-values which are less than 0.05.

Panel estimates

The major goal of this study was to examine the impact of
bilateral and multilateral aid on domestic savings of SSA
countries, and to determine whether the impact depends
on institutional quality. To achieve this goal, two
approaches were used. The study first determined the
impact of bilateral and multilateral aid on domestic
savings of SSA countries, and then the latter approach
examined whether the impact of bilateral and multilateral
aid on domestic savings of SSA countries depends on
institutional quality.

With regard to the first approach for achieving the
study’s major goal, it has been established that the
panels were found stationary; therefore, the traditional
Fixed Effects and Random Effects models were
estimated, and the Hausman test was employed in
selecting the preferred model. Since the p-values for the
test exceeded 0.05, Random effects were identified as
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Table 2. Correlation analysis results.

Var GDS INSTQ B_Aid M_Aid GDPg POPg INFL M2/GDP GFCF TOPEN

GDS 1

INSTQ -0.148* 1

B_Aid -0.370*  0.006 1

M_Aid -0.433*  0.009 0.693* 1

GDPg -0.033  -0.032 0.217* 0.171*

POPg -0.169* -0.392*  0.445* 0.473* 0.171* 1

INFL -0.171* -0.112*  0.086* 0.093* 0.473* -0.027 1

M2/GDP  -0.009 0.527* -0.304* -0.252* 0.093* -0.541* -0.028 1

GFCF -004 -0.102 0.120* 0.104* -0.252* 0.178* 0.126* -0.133* 1

TOPEN 0.307* 0.153* -0.284* -0.292* 0.104* -0.391* -0.143* 0.253* 0.072 1

Source: Author's Computations.
Table 3. Panel unit root test results.
Variable PS LLC

Coefficient p-value Coefficient p-value

GDS -3.4494*** 0.0003 -1.0890 0.1381
GDpg -9.4804*** 0.0000 -7.2632*** 0.0000
POPg -0.5834 0.3787 -16.3379*** 0.0000
AID -5.8382*** 0.0000 -3.9010%*** 0.0000
M-Aid -7.2364*** 0.0000 -3.2361%** 0.0000
B-Aid -4.9924*** 0.0000 -3.7379%** 0.0000
INFL -10.5786*** 0.0000 -7.0422%** 0.0000
TOPEN -0.4072* 0.0797 -2.5704x** 0.0000
M2/GDP 1.7384 0.9589 -4.6660%** 0.0000
INSTQ 0.0408 0.5163 -1.6494** 0.0000
GFCF -9.7136*** 0.0000 -8.0901*** 0.095

*P<0.1;**P<0.05;***P<0.01.
Source: Author’'s Computations.

the preferred method for analyzing the impact of bilateral
and multilateral aid on domestic savings of SSA counties.
Table 4 presents summarized results of panel estimation
using random effects.

From Table 4, when foreign aid was disaggregated into
bilateral and multilateral aid, only the former was found to
be a significant predictor of Gross Domestic Savings. The
coefficient of bilateral aid in the third estimated Random
Effects model is negative, implying that keeping other
factors constant, an increase in bilateral aid by 1% point,
leads to a decrease in Gross Domestic Savings by 0.25%
points. This finding is consistent with the crowding-out
notion which presupposes that foreign aid is
counterproductive because by nature, it provides an
incentive for rent-seeking behavior particularly in
developing countries.

Among the control factors, GDP growth, inflation and
trade openness were found to be significant predictors of
Gross Domestic Savings across the three estimation

models. The findings in regard to GDP growth imply that
keeping other factors constant, an increase in GDP
growth by one percentage point, leads to an increase in
Gross Domestic Savings by about 0.3 percentage points
across the three estimation models. These findings are
consistent with the Keynesian hypothesis, which states
that since savings is a fixed proportion of income, an
increase in income leads to an increase in savings. The
findings are also consistent with the life cycle/permanent
income hypothesis, which presumes higher savings for
countries with higher GDP growth rates compared to
countries with lower GDP growth rates.

With regard to trade openness, the results in Table 4
indicate a positive and statistically significant coefficient
across the three estimation models. This implies that
keeping other factors constant, an increase in trade
openness by one percentage point, would lead to an
increase in Gross Domestic Savings by a range of 7.6 —
8.4% points. This finding supports the theoretical
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Table 4. Impact of Bilateral and Multilateral Aid on Domestic Savings.

Variable RE(1) RE(2) RE(3)
0.309*** 0.302*** 0.307***
GDPg
(0.063) (0.064) (0.063)
POP -0.435 -0.529 -0.412
g (0.508) (0.510) (0.507)
INFL -0.122*** -0.129%** -0.124***
(0.030) (0.031) (0.030)
1.82 2. 1.64
M2/GDP 820 083 648
(2.579) (2.595) (2.576)
-0.019 -0.019 -0.019
GFCF
(0.017) (0.017) (0.017)
7.631%+ 8.262*** 7.640%**
TOPEN
(1.646) (1.643) (1.639)
INSTQ -2.906** -3.237** -3.015*
(1.286) (1.295) (1.279)
. -0.189
M_Aid
- (0.170)
. -0.253***
B_Aid
= (0.084)
9.325%** 8.029*** 9.149%**
Constant
(2.710) (2.674) (2.722)
Wald/F-stat 91.78 84.23 98.28
Prob (Wald/F-stat) 0.000 0.000 0.000
Observations 560 560 560
No. of pid 28 28 28

Standard errors in parentheses; *P<0.1; **P<0.05; ***P<0.01.

Source: Author’'s Computations.

argument that trade openness enhances domestic
savings since it provides firms with incentives to innovate,
expand production, and improves productivity leading to
higher income and therefore higher savings (Umer and
Alam, 2015). With regard to inflation, the results in Table
4 indicate a negative and statistically significant
coefficient for inflation across the three estimation
models. This means that keeping other factors constant,
an increase in inflation by one percentage point leads to
a reduction in Gross Domestic Savings by a range of
0.122 — 0.129% points. This finding supports the
theoretical argument that inflation reduces real income
leading to a decrease in savings (Nagawa et al., 2020).
To determine whether the impact of bilateral and
multilateral aid on domestic savings of SSA countries
depends on the quality of institutions, two interaction
terms were created, one composed of multilateral aid and
an index representing institutional quality, and another
composed bilateral aid and an index of institutional
quality. These two interaction terms were regressed
separately and Table 5 presents summarized results of

the impact of bilateral and multilateral aid on domestic
savings of SSA countries conditional on institutional
quality.

From Table 5, the results in the second model indicate
that before interaction, the coefficient of multilateral aid is
insignificant, but after interaction, the coefficient of the
interaction term turns out positive and significant. This
implies that the impact of multilateral aid on domestic
savings of SSA countries depends on the quality of
institutions. That is, keeping other factors constant,
changing the quality of institutions by one percentage
point positively changes the impact of multilateral aid on
Gross Domestic Savings by 0.59% points. The results in
the third model indicate that before interaction, the
coefficient of bilateral aid is significant, but after
interaction, the coefficient of the interaction term turns out
negative and insignificant. This implies that the impact of
bilateral aid on domestic savings of SSA countries does
not depend on the quality of institutions. As was the case
in Table 4, among the control variables, only GDP
growth, inflation and trade openness remain robust
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Table 5. Impact of Aid on domestic savings conditional on
institutional quality.

Variable RE(1) RE(2) RE(3)
GDP 0.308*** 0.305*** 0.301***
g (0.064) (0.064) (0.063)
POP -0.444 -0.410 -0.481
g (0.513) (0.513) (0.510)
INFL -0.121%** -0.138*** -0.127**
(0.031) (0.031) (0.031)
M2/GDP 1.795 2.358 1.429
(2.588) (2.594) (2.581)
-0.01 -0.017 -0.021
GECF 0.019 0.0 0.0
(0.017) (0.017) (0.017)
7.632%** 8.249%** 7.639***
TOPEN
(1.648) (1.640) (1.638)
INSTQ -2.750 -4.932** -1.632
(1.745) (1.605) (1.707)
. -0.201
M_Aid
- (0.275)
. 0.590*
M_Aid*INSTQ
- (0.329)
. 0.388***
B-Aid
(0.138)
-0.210
B-Aid*INSTQ
(0.172)
9.447*** 6.619** 10.228***
Constant
(2.863) (2.804) (2.850)
Wald/F-stat 91.64 87.72 94.89
Prob (Wald/F-stat) 0.000 0.000 0.000
Observations 560 560 560
No. of pid 28 28 28

Standard errors in parentheses; *P<0.1; **P<0.05; ***P<0.01.

Source: Author’'s Computations.

predictors of domestic savings across three estimated
models.

Conclusion

Compared to other aid-recipient countries, SSA countries
have been the biggest net recipients of foreign aid over
the years for use in promoting various development
outcomes including promoting domestic savings. In spite
of this, SSA countries have performed abysmally relative
to other aid recipient countries in terms of domestic
savings. While researchers have previously studied this
conundrum, their findings have been largely mixed. It is
the author’s considered view that this may be attributed
to using aggregate forms of foreign aid in estimation

models, which don’t show which specific form of foreign
aid impacts domestic savings. Furthermore, it has been
argued in theoretical literature, that aid effectiveness is a
function of institutional quality. However, empirical
evidence in support of this notion remains far limited
particularly among SSA countries. Therefore, the purpose
of this study was to examine the impact of bilateral and
multilateral aid on domestic savings of SSA countries,
and determine whether it depends on the quality of
institutions existing in those countries.

The study findings show that bilateral aid has a
negative and significant impact on domestic savings of
SSA countries, reflecting a crowding-out effect; while the
impact of multilateral aid on domestic savings of SSA
countries was found insignificant. However, when the
bilateral aid and multilateral aid variables were interacted



with institutional quality, it was found that the coefficient
of interaction between bilateral aid and institutional
quality was insignificant, while that between multilateral
aid was positive and significant, implying that the impact
of multilateral aid on domestic savings of SSA countries
depends on good quality institutions. Therefore, this
study concludes that bilateral aid is a disservice to SSA
countries since it crowds-out domestic savings regardless
of institutional quality; however, multilateral aid can be
beneficial to SSA countries especially if good quality
institutions exist.
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