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As the world becomes richer the plight of the poor becomes more apparent.  Efforts to remedy the conditions of poverty intensify. The ultimate cure is more broadly enjoyed economic growth, which would greatly reduce poverty in most regions. Over the last half century the primary tool for foreign help in improving growth has been official development assistance (ODA). ODA includes bilateral grants, loans, and technical assistance.  In 2006, over $100 billion dollars was allocated.
 Although in terms of world GDP this is pittance, the amounts given to individual countries can be a relatively large portion of GDP.

Foreign aid is a curiosity to economists for two reasons. The first is that while it seems as though aid is a perfect way to reduce the symptoms of poverty and encourage growth, the intricacies of global and domestic markets can make the effects of transfers ambiguous. And secondly, it is almost absurdly difficult to predict the allocation of development assistance.
This paper explores whether the economic conditions of potential recipient countries can explain the patterns of development assistance, paying special attention to trade barriers. It then proceeds to analyze why the existence of trade barriers plays a key role is determining the efficacy of aid. The plan is as follows. Section 2 summarizes the debate surrounding aid and where economists fit it and then introduces the large players in providing development assistance and presents their objectives. Section 3 presents the empirical results testing whether certain economic indicators can be used to explain aid patterns amongst LDC recipients. Section 4 first briefly reviews and critiques the literature regarding aid transfers and then focuses on two models. The first incorporates tariff levels and the potential problems they cause and the second explores the effects of aid when it is tied to a reduction in tariff levels. Section 5 concludes.
2. What Economists Think About Foreign Aid and Who the Main Donors Are
Superficially, foreign aid appears to be a powerful tool and obvious candidate for helping foster economic development and combating poverty in less developed countries (LDCs). After all, ceteris paribus, direct transfers of wealth ought to make the recipient country better off. However, it is precisely this caveat of all else equal that overlooks a host of complicated issues regarding the effects of development assistance. 
Economic theory has been tackling these complexities since the early 1950s when foreign aid became a significant economic activity. One branch of the theory deals with the effects of tied aid, that is, aid with conditions – such as expecting the recipient country to use the aid for infrastructural improvements or to purchase exports from the donor. This paper explores an interesting form of tied aid: that of aid tied to tariff reductions. Countries that have tariffs in place can be subject to the transfer paradox – recipient countries suffering immiserating growth while the donor benefits.


On top of the theoretical work regarding development assistance there is no shortage of discussion regarding the state of foreign aid. This topic sparks intense debate about whether aid is 1) useful at all and 2) if so, how it ought to be allocated. A well-known debate exists today on this topic between Jeffrey Sachs, a faculty member at Columbia, and William Easterly, a professor from NYU. Jeffrey Sachs is exceptionally optimistic about the prospects of aid combating poverty, Speaking about the elimination of extreme poverty Sachs says  that “we are the first generation in history that can honestly make that claim [to eliminate extreme poverty]”
. William Easterly, conversely, finds that this sort of optimism both flies in the face of how well aid has worked (poorly in his view) and that such aid is detrimentally paternalistic
.

Where development assistance is allocated is difficult to predict using economic indicators. Initially, one might suspect that it would go to those that need it most, but this is by no means the case. In fact, political and military considerations dwarf the secondary economic afterthoughts. Still, there does seem to be at least some economic consideration for providing development assistance, none the least of which are the mission statements of large multinational institutions like the Development Assistance Committee (DAC) which is part of the OECD, the World Bank, and the International Monetary Fund (IMF).

Who Are the Main Donors?


Donor countries are exclusively wealthy. Recipients, however, range from the poorest countries to wealthier ones with political ties to the donors. This is the first indication that aid does not simply follow humanitarian or world welfare improvement motives. Before proceeding it is important to define aid. Economists consider aid to be capital flows that meet two criteria.


1) It’s objective should be non-commercial from the point of view of the donor
2) the loans should characterize concessional terms, which means lowered interest rates, and less stringent repayment schedules, etc.

Donor institutions, which I will define as DAC countries, the World Bank and the IMF
, view their assistance broadly as targeting economic growth and reducing the effects of poverty. Each of three groups differ slightly in their objectives. The DAC is a component of OECD and concentrates in two ways: 
“a) how international development co-operation contributes to the capacity of developing countries to participate in the global economy, and
b) the capacity of people to overcome poverty and participate fully in their societies.” 

Both of these goals link directly with economic growth, the latter having the added benefit of alleviating the exacerbated problems of low growth. The DAC also sets out a target of donating .7% of GNI each year.
 Below is a chart which represents the recent figures of aid.

[image: image1.emf]
As can be seen total aid in real terms has grown only slightly from 1990. DAC member countries are not achieving their target of .7% of GNI.

The World Bank’s goals are similar in their aim to those of the DAC:
“The World Bank is a vital source of financial and technical assistance to developing countries around the world. We provide low-interest loans, interest-free credit and grants to developing countries for education, health, infrastructure, communications and many other purposes.” 

World bank objectives differ slightly from DAC countries because their aim to achieve long-run growth, rather than promote economic participation. The World Bank’s focus on infrastructure and education exemplify its emphasis on implementations that assist in long run growth. 
Finally, the IMF focuses on more immediate economic problems. Their mission states:
“[The IMF] was established to promote international monetary cooperation, exchange stability, and orderly exchange arrangements; to foster economic growth and high levels of employment; and to provide temporary financial assistance to countries to help ease balance of payments adjustment.” 

The IMF attempts to solve more temporary and short run issues that arise in recipient countries. In light of the general consensus that stabilizing macroeconomic policy is critical, the IMF provides temporary financial assistance and attempts to promote appropriate policies.

All donor countries provide assistance of their own accord. All three institutions are member-run, meaning countries wilfully choose to participate in the goals and policies of the institution.

Given these criteria and the impressive participation of wealthy countries in the listed institutions it appears that at least some of the foreign aid that is distributed each year is done so out of an effort to increase global income.
3. Can We Predict Flows of Foreign Aid Based Upon Economic Indicators? An Empirical Inquiry

Donor countries provide ODA for a variety of different purposes. I focus on whether  foreign aid is dispersed based upon several economic indicators. The model is as follows:
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is import tariff revenues as a percentage of total government revenues. All current prices are in dollar values. Also, this is an unbalanced data set; information is not available for all of the exogenous variables during each year.
Causality can be tricky with panel data and it requires economic theory to address. I assume that donor countries look at the levels of the exogenous variables and then choose the amount of ODA. Moreover, a Hausman test (discussed later) finds that the exogenous variables are process independent from the error terms.
 If not for this result, it might appear likely that there would be correlation between the exogenous lag terms and the error terms. For example, if past ODA improves the GDP/C or encourages the government to spend more then the following period ‘exogenous’ levels are affected. Again, tested empirically this is not the case. Perhaps this is a clue that ODA is ineffective at achieving it’s goals.
Omitted variable bias and measurement error are also concerns. A number of economic factors exist that may have influenced a DAC country’s decision to provide ODA to a certain country in a given year. Data collection has improved in recent years, but has not been perfect going back to the start of this data set in 1973.
Because of the nature of panel data a central question is whether or not much of the variation in ODA can be explained through country or year specific effects. A fixed effects estimation or a random effects estimator should be used to test for such an occurrence. Running the regression with individual dummies for each year between 1973 and 2004, I found that very few of the year coefficients are statistically significant. Therefore it can be concluded that year fixed effects are not at work. The related test, based on individual country effects, does lead to significant t-values for nearly all countries. Therefore I ran the regression with individual country effects.
Ultimately one of the two types of tests, fixed effects or random effects, is preferred. To discover which one, it is imperative to know how the two operate. Fixed effects take all of the observations that might have correlated standard errors – in the above case this is countries – and add a whole new parameter in the regression, 
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. The regression then proceeds normally and estimates 
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 as a coefficient like any other 
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. However, through this method much of the information that leads to standard errors is lost. Therefore fixed effect estimations can be  subject to low precision. We are using only the with-in group variance, rather than including the variance of all the regressors to calculate standard errors. Alternatively a random effects estimator treats 
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not as a parameter to estimated, but as a part of the error term. This allows residuals to be serially correlated for each of the individual countries, but still not between countries. It also permits the use of all exogenous variable variance in computation of the standard errors. However, random effects estimation requires more strict assumptions – namely that we have process independence between the error term  (which now includes the country specific effects) and the other exogenous variables.
 In short, if we find the random effects regression to provide consistent estimates of the coefficients then it is a better choice because of the improved precision. 
To decide between the two types of estimators (fixed effects vs. random effects) in my specific model it is appropriate to run a Hausman test. This can be performed in STATA. A Hausman test tests the null hypothesis that the model is correctly specified. In terms of my regression it tests whether the difference in coefficients between fixed effect regressions and random effects regressions is insignificant. In other words, the null of a Hausman states that both fixed effects and random effects estimation is consistent. If we cannot reject the null then we conclude that both estimators are consistent and the random effects estimates are more precise. Below is the Hausman test:
                 ---- Coefficients ----

                    |      (b)          (B)                    (b-B)               sqrt(diag(V_b-V_B))

                    |     fixed        random            Difference       S.E.

-------------+----------------------------------------------------------------

          FDI% |    .0979151     .0994133       -.0014982        .0023934

        GOV% |    .0009681     .0011195       -.0001514        .0002225

        GDP/C |   -4.79e-06    -4.81e-06        2.13e-08          4.09e-07

      IMPORT.TAX% |   -.1326022    -.1356176      .0030154        .0133099

------------------------------------------------------------------------------

            b = consistent under Ho and Ha; obtained from xtreg

            B = inconsistent under Ha, efficient under Ho; obtained from xtreg

    Test:  Ho:  difference in coefficients not systematic

                  chi​2(3) = (b-B)'[(V_b-V_B)^(-1)](b-B)

                          =        1.24

                Prob>chi2​ =      0.7433

Checking the chi squared value and finding it to be sufficiently small we cannot reject the null. Therefore I proceed using a random effects estimation of the model. Below is the output.
	Variable to be Explained
	ODA%

	
	

	FDI%
	0.0994**

	
	(0.044)

	GOV%
	0.00112*

	
	(0.00059)

	GDP/C
	-0.00000481**

	
	(0.0000019)

	IMPORT.TAX%
	-0.136***

	
	(0.046)

	Constant
	0.0986***

	
	(0.026)

	Observations
	362

	Number of countryisocodes
	21

	Standard errors in parentheses
	

	*** p<0.01, ** p<0.05, * p<0.1
	

	rho
	.78264698 (fraction of variance due to u_i)


         *All Data was gathered from Penn World Tables or IMF Government Finance Statistics.
Before investigating the implications of the economic indicator coefficients and their signs I think it’s important to first draw attention to the ‘rho’ value. The rho value tells us clearly that the individual country effects play a dominant role in explaining our endogenous variable. We learn that where aid is allocated by donors is based much more on other motives – presumably political or military related – than on the economic indicators identified.

All of the coefficients exhibit signs that we would expect. They line up with the literature and mission statements of foreign aid providers or are intuitive. Taking the first regressor, 
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, we find positive comovement between the amount of foreign direct investment and the amount of aid received. Here, a problem may exist between correlation and causation. What this is probably reflecting is that private and public groups have identified the same countries that they feel would most constructively use capital inflows. For example, if a country has good governance and improving social institutions then it would follow that DAC donors and private firms alike would find it beneficial to give aid or invest, respectively. In a constructive sense, this may indicate a form of aggregated information between the public and private sectors. If either party investigates capital flow possibilities the information might be shared with the other party.

The second regressor, 
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, is only statistically significant at the 10% level. Nonetheless, the positive sign should still be noted and evaluated. It says that larger governments typically receive more aid funds. This regressor has a potential problem of casaulity. While it is unsurprising that larger governments receive more aid, theory struggles to explain why having a large government would cause aid to be higher, especially on economic grounds. One reason for the comovements may be the simple fact that governments have to allocate the aid and therefore require more departments and persons to carry out that task. The magnitude of the coefficient should not be ignored either. The comovement is small and taken concordantly with significance only at 10%, few strong conclusions should be drawn regarding the effect of large government on the allocation of development assistance.
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is an exogenous variable that we would assume has a high correlation with development assistance packages. We do see a statistically significant, negative correlation between the two in the regression. This supports the claim that aid is reaching those who need it most. Countries with less 
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are more likely to receive more aid. One reason the comovement may appear low is that the sample countries are all incredibly poor countries to begin with. If we examined middle incomes who receive aid – of which there are many – or especially a country like Israel who receives large quantities of aid, we’d likely see a much higher slope coefficient estimate linking GDP per capita and ODA as a percentage of GDP.
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, the final exogenous variable, shows a negative comovement with aid. This is the most interesting result and what I’ll focus on later. What the regression shows us is that countries with fewer trade barriers, as identified by having low import revenue to tax revenue ratios, are those that receive more aid. In terms of donor countries, this falls in line with the criteria of the Washington consensus.
 Donor countries expect market distortions such as import tariffs to be reduced world wide in order to improve efficiency and welfare. The comovement shown by the data also aligns itself with economic insight regarding welfare gains from aid linked with tariff reductions.


Overall, it remains difficult to identify patterns of development assistance based upon economic indicators. If humanitarian concerns or global welfare improvements  were the key components of aid we would expect obvious, strong correlations and a higher 
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value when running this type of regression. Instead we find that very little of the variance of aid dispersion can be explained by economic factors. Still, the issue is more complicated and further analysis of the determinants of aid based upon development goals ought to be pursued. Omitted factors like political relations and corruption are almost certainly crucial determinants of the allocation of ODA. Overall, development assistance appears to follow motives unrelated to humanitarian concerns and in only a limited capacity does it reflect worldwide goals of economic growth.
4. Economic Theory Regarding Foreign Aid Transfers, esp. to Countries With Tariffs

ODA has grown over the years, but as William Easterly will tell you the dollar amount is less important that its distribution and how it is used. As seen from my regression, aid unfortunately does not necessarily reach the world’s poorest. For instance, South Asia, home to nearly 50% of the world’s poorest people, receive a meagre $5 annually per person whereas the Middle East, whose per capita income is three times that of South Asia’s, receive $55.
 And perhaps more unsettling, LDCs with large military expenditures receive twice as much aid per capita as countries with smaller budgets.
 The inescapable conclusion is that aid does not reach those that need it most in the appropriate quantities. Economist Michael Todaro goes as far as to say that, “most bilateral aid seems unrelated to  development priorities, being based largely on political and military considerations and the unpredictable whims and ad hoc judgements of donor decision makers.” 
 Political motivations are paramount in deciding where aid money goes. Historical accounts make this clear. Regardless of the magnitude of explanatory power that political motivation has for explaining foreign aid patterns that topic is outside the scope of this paper.
The economic theory regarding the efficacy of foreign aid is considerable. I will start with the canonical two-gap model and then move to a literary review, and then finally present two models relevant to my regression model, critiquing the models usefulness and areas where it could be improved.
Two-Gap Model

The two-gap model expresses the economic reasoning behind providing development assistance to LDCs. The model
 claims there exist two different ‘gaps’ that could impede economic growth. The first is the savings gap. Countries locked in a savings gap are bound by having a lack of available domestic factors of production. Assumed is that employment is at full and that the country has an excess of foreign-exchange reserves. With foreign aid the consumers in the economy could import luxury consumption, improving welfare. The savings gap overlooks the fact that their excess of foreign-exchange reserves can in itself be used for the purchase of luxury consumption goods. A savings gap trap is not what is occurring in most LDCs. LDCs are suffering from an opposite affliction; they are constrained by a foreign-exchange gap. Here they have an abundance of domestic resources, but lack the foreign-exchange funds to import capital or other necessary productive resources. Foreign aid could stimulate the economy by allowing the purchase of the necessary productive resources.
Literature Review


Transfers of wealth between countries have been studied by economists for decades. The first paper on this topic belongs to Paul Samuelson who showed in 1952 that in a two country model and under Walrasian stability a transfer paradox cannot occur. Soon afterwards, however, it was found that Samuelson’s model did not stand up to small adjustments. The first way, constructed by David Gale (1974) introduced a third country who did not participate in a transfer and showed this could cause the transfer paradox.  Another problematic component for Samuelson was the assumption of free trade. By introducing trade barriers it was found that wealth transfers could be good for the donor and immiserating for the recipient.

In the following decades research branched out investigating, first, untied aid and the consequences, and later tied aid. Kemp and Kojima (1985) showed that taking prices as exogenous and assuming tariffs existed by the recipient country that the transfer paradox could occur in the case of development aid. This resulted from an terms of trade change that benefited the donor country’s export industry. In 1990, Schweinberger showed that tying aid to the purchase of the donor’s exports creates the same recipient paradox as assumed exogenous by Kemp and Kojima. Later, Hatzipanayotou and Michael (1995) wrote a paper about the tying of aid to public goods consumption. The benefit of this paper was that, as the author’s noted, aid is typically tied in just this way. The recipient government is responsible for carrying out public projects designed to foster growth. What they found is that the outcomes were ambiguous. They derived sets of conditions involving (i) the recipient’s marginal propensity to consume imports, (ii) willingness to pay for the public good, and (iii) the relationship between import good and public good (i.e. if they were substitutes or complements). Depending on the relationship between these three factors either the transfer paradox could occur or one or both parties could be better off.
 Also in 1995, two economists, Sajal Lahiri and Pascilis Raimondos, investigated the effects of tying aid to releasing the restriction on a rationed import good. They found that if the tied aid reduced the trade then welfare could be improved by efficiency gains. The same authors then constructed in 1997 a model which shows that tying aid to tariff reduction can improve global welfare. Further research in 1999 by economists Makato Yano and Jeffrey Nugent provided insight into how the transfer paradox can arise in small economies with a three country model. Prior, prices were taken as flexible, related to patterns of trade. A final paper of note came from Chi-Chur Chao and Eden Yu (2001), which set up a dynamic model showing how aid tied to quota-restricted capital goods can be either harmful or beneficial depending on two competing demand and supply effects for capital after the transfer.

The two papers most relevant to my regression of foreign aid determinants are those by Yano and Nugent showing how small countries can fall victim to the transfer paradox and the article by Lahiri and Raimondos tying aid to tariff reductions. The former is crucial because most recipient countries are receiving aid precisely because of the small size of their economy and as such have small abilities to influence world prices.
 The latter is crucial because I’m interested in gauging the responses of trade barriers to the offers of development assistance.
Yano and Nugent Small Country Transfer Paradox Model: Outline and Critique


Yano and Nugent provide a model that shows how even small countries can suffer from the transfer paradox. The model assumes two countries, the donor and the recipient. Crucially, there are three goods, two of which are traded (goods 1 and 2) and one which is not (good N). The donor gives aid, K, in the form of a capital good which holds the value rdK for the recipient (r is the domestic price of the capital good). We’ll assume that the recipient imports good 2 upon which there is a tariff, 
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. The math required for reaching the equation that allows us to identify the effects of aid transfer is tedious and not necessary for understanding the model’s conclusions. For this reason I will forgo most of it, only introducing the terms which eventually demonstrate the model’s insights.

In Yano and Nugent’s model the tariff rate and prices, 
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Where 
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 From here the analysis turns towards identifying how the sectors are effected by the capital transfer. The authors introduce a term which is the marginal propensity to develop and it given by,
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. Also central to our final equation is the cross elasticity of the compensated import demand for good 2 with respect to the nontraded goods price, represented by 
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[image: image34.wmf]M

p

Rm

2

2

/

1

-

=

d

. 
[image: image35.wmf]1

<

d

for normal goods. Equipped with the proper tools we can skip forward to the analysis of the model. Below is the equation that captures the three separate effects of a foreign aid transfer,
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Equation 2 can be trifurcated into three elements. The first is the direct effect of the transfer, 
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, and it captures the increase in income as a consequence of the transfer. It is represented as Ed. The second effect, 
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, is called the Johnson effect. It is represented by E​J. The effect is the result of the increase of the import-competing sector. When the recipient country uses capital to expand good 2’s sector the Johnson effect can take place. EJ can be either positive or negative depending on the signs of 
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. Yano and Nugent estimate these parameters through empirical work and find that it is more than likely that the Johnson effect is positive.
 For the sake of analysis we’ll take this to be the case. The final effect, EN illustrates how the nontraded good sector reacts to the change in capital brought by the development assistance. From equation 2 it is equal to 
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. The key insights from Yano and Nugent’s model comes from how the nontraded goods sector reacts. Under certain circumstances the nontraded good sector can overproduce causing a fall in price and subsequently a welfare loss. To do this we need a couple more mathematical manipulations.

The first useful adaptation is to take equation (1) and replace the separate tradable goods by a composite good, T. By setting the price of T as 
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Notice that if the country did not impose a tariff then 
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would simply equal zero and the production possibility frontier (PPF) would simply shift out after the transfer. Now a graph provided by Yano and Nugent makes analysis much easier. It is reprinted below.
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we’d have an increase PPF to PPF’ or PPF’’. However, because of the tariff rate, consumption does not necessarily equal production; consumption can exceed production (as seen in the graph). 
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. To further understand how the transfer will affect welfare consider what Yano and Nugent call a compensatory price change. In this case the price change will directly offset the transfer of income. Looking back at equation (2) we see this is accomplished by setting 
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The small country paradox will only occur if the price of N falls. Mathematically this requires 
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 and thus for the sake of illustration we’ll assume this is the case. N’s new price, 
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, is called the compensatory price of N. Returning to the graph and recalling market equilibrium we know that domestic production (and consumption of N) must lie tangent to the domestic relative price line now given by 
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. Consumers will move along their indifference curve, above the PPFs because of the tariff revenues. Whether or not the small country paradox occurs now depends on whether production of N exceeds consumption of N. The paradox arises if N’s production exceeds consumption because the market will be overly saturated with good N and therefore the price will fall down, decreasing y. On the graph this occurs when the aid expands the PPF to PPF’, but not when expanded to PPF’’. 


Yano and Nugent set up their model in light of several stylized facts regarding foreign aid. Importantly, they point out that most recipient countries are small price takers. Secondly, in most recipient countries tariffs play the important roles of revenue accumulation and industry protection.
 And finally, most aid goes towards infrastructure, which is nontradable. For these reasons it is a good idea to keep this model’s results in mind –  namely, that caution is required when donating aid to small countries with high tariffs and for whom the aid is likely to go towards nontradable sector use. 
Lahiri and Raimondos Tying Aid to Tariff Reuction Model: Outline and Critique


The Lahiri and Raimondos model shows that aid tied to tariff reductions can be welfare increasing. Ultimately, the aim is to set up a system where the donor is equally well off and the recipient country is compensated for the loss of tariff revenue through the foreign assistance. The model sets itself up with three countries, a donor (
[image: image58.wmf]a

),  a recipient 
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(

b

, and a third country (
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) unrelated to the transfer. There are two goods in the model, both traded. The recipient country receives a capital good donation. We’ll assume that good 2 is imported by the recipient country and that there exists a tariff (
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)on it. We use a trade expenditure function, that is E(1, p, u) = expenditure (e) minus revenue (r) to gauge effects based upon prices and utility changes. With this information we can set up three budget constraints for the three countries based upon their role in the transfer.
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Above 
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 is taken as the price of the non-numeraire good (the numeraire good’s price is normalized to 1); 
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 is the lump sum transfer; 
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u

is the utility level of the respective countries; and 
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is country i’s imports. Also important is that global trade is balanced. That is,
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Now differentiating the budget constraints we can see the effects of changing the aid and tariff rate: 
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From here we can evaluate the outcomes of the transfer for each of the countries in the world economy. The donor country, 
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, is affected negatively by the transfer, but positively by the increase in price of the non-numeraire good (
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) because they export it. The price increases because the worldwide demand for the non-numeraire good increases after the transfer. When the recipient country receives the transfer they demand more of the import, raising prices and improving the terms of trade for the donor. Jumping to the third country, 
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, we can see their welfare depends directly on whether they export import or export good 2. If they to export it, they will benefit in the same fashion as the donor. As for 
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, the recipient, it experiences competing effects. They gain positively from the transfer, and positively because of the increased tariff revenue from buying more of the imported good. However because the price increased on good 2 they lose welfare (
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Looking at what happens to global welfare is the next step. By summing equations (5), (6), and (7) we find that global welfare is given by the following:
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What this tells us is that global welfare increases only if the recipient country imports a higher volume of the non-numeraire good. This makes sense because otherwise the donor could not be compensated for their transfer. Another point that is less obvious is that 
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and 
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must have the same patterns of trade in order for there to exist a Pareto-improving tied aid transfer. Otherwise only one country would benefit from the TOT improvement that occurs when the recipient imports a higher volume of good 2.

One further point worth mentioning is that the model allows easily for the donor country to be equally well off. What is required is that 
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. Lahiri and Raimondos point out that this result offers a great justification for pursuing the provision of development assistance. Those who are concerned about first helping their own citizens can rest assured that no loss of net welfare will befall the country. That said, the exporters will be the winners while all taxpayers carry the burden of the transfer. 

This model is encouraging because it offers a vision of development assistance that is Pareto-improving, ever the gold standard in welfare economics. However, the assumption that donor and recipient countries can influence world price is crucial to the insights of this model. This is unrealistic for the majority of goods imported and exported by recipients.
Critiques and Further Research


Further research into the link between ODA and tariff levels ought to find a way to integrate small open economies with flexible tariff rates. These are the two key features of the reviewed models and merging them into one would solidify the conclusions of both and reinforce the applicability of tying aid to tariff reductions. Also, the immobility of capital plays an important role in most of the analysis of foreign aid. This is, of course unrealistic. Global markets are becoming more integrated over time. Data shows that FDI flows to and from donor and recipient countries alike. Incorporating this feature may prove to eliminate the role of aid in improving growth, especially in context of the two-gap model. And finally, except for the Chao and Yu (2001) paper, the other models focus on static effects of transfers. This ignores any long-term benefits of receiving aid. In fact, most aid explicitly expects to offer a long-term contribution towards stimulating economic growth. 
5. Conclusion


It is difficult to predict how foreign aid will be allocated based upon the economic indicators of potential recipient countries and economic theory provides us with both cautionary and optimistic advice regarding its efficacy. Concordant with economic literature, this paper finds that economic considerations play only a minor role in determining patterns of ODA. Still, some indicators have a small degree of explanatory power, one of which is tariff revenue. It appears that relatively liberalized economies receive more ODA, which is encouraging because of economic literature. Models show that tariff levels can cause the transfer paradox and that aid tied to tariff reduction can be globally welfare enhancing. The scope of these models is, with all economic models, limited, which means that the conclusions must be considered but not relied upon solely for decisions regarding ODA. Further research, especially trying to incorporate capital mobility and dynamic settings, would greatly help to legitimize and reinforce the economic insights regarding the negative impacts of tariffs.
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