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Introduction

Large-scale financial aid can help developing countries grow and reduce
poverty, but only if they pursue sound economic policies — that is the
main finding of the World Bank’s recent study, Assessing Aid. In this paper
we look specifically at the issue of aid to small states, and ask to what
extent the above message needs to be tailored to address their particular
needs and concerns.

In the next section we look at the issue of policies and growth in small
states, and show that the same broad policies that work for large countries
also work for small ones. The details of specific policies (fiscal policy or
exchange rate management) will differ, but the basic ingredients for suc-
cessful growth are the same in small states and large.

Section 3 then revisits some of the main findings on aid, policies and
growth. There is no evidence that small states are different in this regard.
The evidence is that aid only has a large effect on growth in a good policy
environment. Where small states are somewhat different is in the alloca-
tion rule for providing assistance to them. In the case of large states, aid
actually declines as one moves from mediocre to good policy (the opposite
of what should happen if aid is efficiently targeted to poverty reduction).
For small states, there is simply not much relationship at all between aid
and policy. Poor policy countries and good policy countries get the same
amount of aid on average, after controlling for poverty and population.
Small states tend to get more aid per capita than large ones, and have not
experienced a decline in aid in the 1990s, as have large states.

In section 4 we develop a new line of research, looking at the effect of aid
on foreign direct investment (FDI). We distinguish between an indirect
effect of aid on investors’ perception of riskiness, and a direct effect of aid
on FDI after controlling for perceived risk. This analysis is particularly
relevant to small states. It turns out that perceived riskiness (using the

'This paper was presented at the Commonwealth Secretariat/World Bank Joint Task Force on
Small States conference held in St. Lucia in February 1999. The authors would like to thank
Charles Chang for excellent research assistance.
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Institutional Investor risk rating) reacts to policy fundamentals. After
controlling for policy and other characteristics, small states are perceived
to be far more risky than large ones. On the other hand, aid reduces per-
ceived risk, but only in countries with good policy. Put simply, a small coun-
try with good policy and 3 per cent of purchasing power parity (PPP) GDP
in aid has the same risk rating as a large country with similarly good policy
and 2 per cent of PPP GDP in aid. Thus, an extra percentage point of PPP
GDP in aid offsets the disadvantage that small states face in attracting
investors. Our interpretation is that the aid helps increase confidence in the
good policies, and that this is particularly important for small countries.

We also estimate an equation for foreign direct investment. The risk rating
is important because it actually influences flows. After controlling for risk,
small states do not experience a significant disadvantage in attracting
flows (their disadvantage is in their perceived riskiness). Also, after con-
trolling for risk, aid increases FDI, especially in a good policy environ-
ment. Thus aid has both an indirect effect (through perceived risk) and a
direct effect on foreign private flows.

This new work sheds some additional light on the main findings of
Assessing Aid. One reason why donors may be giving less aid to countries
with good policy is a sense that they can attract private flows. However,
it is exactly in these environments that aid is important because it ‘crowds
in’ private investment. The effect is especially important for small states,
because of their disadvantage in attracting private investment. Thus, aid
has a particularly important role to play in small states, but it can only
play that role effectively if countries are pursuing sound policies.

Growth and policies in small states

Rates of growth of real per capita GNP are diverse, even over sustained periods.
For 1960-80 we observe, for example: India, 1.4 per cent per year; Egypt, 3.4
per cent; South Korea, 7.0 per cent . . . Between the 1960s and 1970s,
Indonesia’s growth increased from 3.9 to 7.5 per cent . . .

I do not see how one can look at figures like these without seeing them as rep-
resenting possibilities. Is there some action a government of India could take that
would lead the Indian economy to grow like Indonesia’s? If so, what, exactly? The
consequences for human welfare involved in questions like these are simply stag-
gering: Once one starts to think about them, it is hard to think about anything else.

Robert E. Lucas, Jr. On the Mechanics of Economic Dewvelopment

As noted in this quotation from Robert Lucas, growth rates of developing
countries vary enormously. Lucas cites examples of large countries, but
one could make the same point with examples of small states. In the
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1990s, for example, we observe Sio Tomé and Principe, and Comoros
growing at about -2 per cent per annum, while St. Lucia’s per capita
income has expanded at about 3 per cent per annum and Mauritius’s at 4
per cent. Sustained over a decade or more, such differences in growth
rates lead to large differences in real per capita income and the standard
of living.

How to explain these widely differing growth performances? It was once
thought that the key factor holding back poor countries was a lack of
savings and foreign exchange for investment. Part of the initial rationale
for foreign aid was to help countries overcome a ‘savings gap’ to finance
necessary investment and a ‘foreign exchange gap’ so that imported
machinery could be the cornerstone of that investment. Development
agencies worked with a ‘two gap’ model that made imports and investment
in physical capital the driving force of growth. The role of aid in promot-
ing growth was clear, since aid can help fill both gaps.

The slow stagnation and sudden collapse of the Soviet system of central
planning, which was the intellectual father of ‘gap thinking’ and devel-
opment planning, made clear that investment alone cannot guarantee
growth. In the 1990s the focus of theoretical and empirical work on growth
has gone deeper. Emphasis has shifted from investment to incentives. That
is, from capital to the underlying institutions and policies that promote
growth by encouraging efficient investment, by supporting human capital
development and by facilitating technological advance.

What are the conclusions of this new growth literature?

A stable macroeconomic climate is crucial. High inflation is bad for
investment and growth (Fischer, 1993). Similarly, large fiscal deficits hold
back growth (Easterly and Rebelo, 1993). An outward orientation and a
reasonable environment for international engagement are essential; most
trade liberalisations accelerate growth (Sachs and Warner, 1995).! Fiscal,
monetary and trade policies show whether a country is well managed at
the macroeconomic level; there is plenty of evidence that good macro-
economic management provides a fertile environment for growth.

Good institutions and economic management are also needed at the
microeconomic level. The strength of private property rights and the rule
of law and the quality of the civil service affect long-term growth (Knack
and Keefer, 1995). Similarly, corruption in the public bureaucracy is bad
for growth (Mauro, 1995). The empirical growth literature has also looked

IAll three of these studies consider whether good policies bring about growth or growth spurs
good policies, and conclude that policy reform leads to more growth.
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at the question of whether size matters, and has generally found that
growth rates are uncorrelated with population (Fig. 1). Still, this leaves
open the question of whether the fundamental determinants of growth
are the same for small and large economies, the question to which we turn
in this section.

Figure 1. Growth and Population in a Cross-section of Countries
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For this purpose we use as a measure of the overall quality of the institu-
tions and policies — in terms of providing incentives for efficient accumu-
lation and growth — the Country Policy and Institutional Assessment
(CPIA) of the World Bank. It rates countries on 20 specific aspects in
four broad areas: (1) macroeconomic policy; (2) structural measures such
as trade policy; (3) equity and safety net policies; and (4) public sector
management and economic governance (including issues of corruption).
This measure has the advantage of being available for a large number of
countries.

Collier and Dollar (1999) have shown that this measure of policy is
strongly related to growth in the 1990s. A similar picture emerges if we
look at the relationship for large and small states separately. For much of
the statistical work in this paper, we use as a cutoff for ‘small states’ a
population of five million or less. This cutoff leaves us with a large enough
number of countries to do robust statistical analysis. For a number of the
key results, we show that the results are the same if a lower cutoff of two
million or one million is used. Simply regressing growth in the 1990s on
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the CPIA measure and regional dummies yields the relationship in
columns 1 and 2 of Table 1. For both small and large countries separately,
there is a positive relationship between CPIA and growth, and the co-
efficients for small countries and large countries are not statistically
different. This simple approach allows us to get the maximum number of
observations (in the case of small countries, 60), but it is not totally satis-
factory because there are other variables that one would want to put into
the growth regression, and there are also a number of large outliers with
extremely high or low growth that may be driving the results. In columns
3 and 4 we add initial income (usually included in growth regressions),
remove outliers with growth in the 1990s above 6 per cent per annum or
below -7 per cent per annum (mostly crisis or war-torn countries), and also
drop countries for which we do not have aid data (to maintain compara-
bility with the regressions in the next section, in which we introduce aid).

Table 1. Dependent Variable: Growth Rate of per capita GNP

Method oLS oLS oLS oLs
Cross-section  Cross-section  Cross-section  Cross-section
Time period 1990-96 1990-96 1990-96 199096
Initial Income - - A2 -74
(.13) (1.27)

Policy 1.2 1.8* 1.6%* 1.6*
(1.51) (4.02) (2.62) (5.01)

N 60 74 36 56

R2 .52 .55 .53 .56

*Significant at the 1 per cent level.
**Significant at the 5 per cent level.
Note: t-statistics in parentheses. Regional dummies included.

What is striking in columns 3 and 4 is that the relationship between policy
and growth is exactly the same for small countries and large countries,
and in both cases the relationship is statistically significant. For all of the
regressions in this paper, we scaled the policy variable to have zero mean
and a standard deviation of one, so that the coefficients have a simple
interpretation. A country that is one standard deviation above the mean
in terms of policy will grow 1.6 percentage points per year faster, other
things being equal. This relationship is graphed in Figure 2, and some
specific country examples are highlighted. There are small countries with
poor policy that have performed badly (Sio Tomé and Principe); small
countries with mediocre policies and performance (Western Samoa); and
small countries with good policies and good performance (St. Lucia). The
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Figure 2. Policies and Growth in Small Countries in the 1990s
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specific ingredients that go into ‘good fiscal policy’ for small and large
states may differ, but the basic recipe for successful development is the
same for large states and small.

We also looked at the average quality of policy for countries with different
populations (Table 2). The mean, median and standard deviation of the
CPIA measure is virtually identical for countries with a population of less
than five million and those with a larger population. There is a little more
variation in the means if we distinguish finer groupings, but no clear rela-
tionship between size and policy. The 24 countries with a population of less
than one million have an average CPIA of 3.14; the 11 countries with
populations between one and two million, 3.88; and the 27 countries
with population between two and five million, 3.29.

Table 2. Policy Index

Standard
Mean Median Deviation N
Pop. < 1m 3.14 3.03 .67 24
Tm < Pop.<2m  3.88 3.88 .53 "
2m < Pop. <5m  3.29 3.50 .76 27
Pop. < 5m 3.34 3.38 73 62
Pop. > 5m 3.35 3.45 72 74

Thus, our first conclusion is that small and large states are similar in that
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some have good policy and some have poor, and these policies affect
growth rates just as they do for large countries. In a related paper for this
conference, Easterly and Kraay show that small states have greater
variance in their growth rates over time, suggesting that they are more
susceptible to external shocks — an issue that we will return to later. Here
our point is that the same policies that lead to long-term growth in large
states will, by and large, also do so in small states.

Aid and growth in small states

One of the main points in Assessing Aid is that financial assistance does
have an impact on growth, poverty reduction and improvements in social
indicators in the developing world — but only when the developing country
has good economic policy and institutions. Earlier work (Boone, 1994)
found no relationship between aid and growth, but Burnside and Dollar
(1997) found that the picture changed if one distinguished among aid
recipients on the basis of the quality of their policies. This was evident if
one simply divided countries on the basis of economic policy and looked
at the relationship between and aid and growth in the two groups sepa-
rately. For countries with good policy, those with large amounts of aid
grew significantly faster than those with small amounts of aid (Fig. 3).
This was not the case for the poor policy countries — as evidenced both in
cross-sections and in time series of individual countries. Among smaller
states, Mauritania is an example of a country that received a large amount
of aid but achieved virtually no increase in income (Easterly, 1997). If aid
were as effective in poor policy environments as in good policy ones (as
predicted by the two-gap model), then Mauritania should have reached
middle-income status, when in fact its per capita income has stagnated at
the same level for a long time (Fig. 4).

Here we examine whether there is any reason to think that the story is
different for small states. Table 3 shows the cross-section growth regression
with aid added to the picture. The equation includes policy, aid receipts
relative to GDP and aid interacted with policy. It is this latter interaction
that captures the notion that the impact of aid depends on the quality of
the policy environment. Across all countries in the sample there is a
significant positive coefficient on the aid x policy term. When the sample
is divided between small countries and large ones, the coefficient on the
interactive term is about the same for small countries and for large ones.
There is not much statistical significance to the estimate for small coun-
tries, which largely reflects the fact that there are only 36 countries in the
regression. The important point is that there is no evidence to think that
aid works irrespective of the policy environment in small countries.
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Figure 3

In low income countries with good policy . . .
37

2.2

High aid Low aid

.. . Aid spurs growth
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Table 3. Dependent Variable: Growth Rate of per capita GNP

Full Sample Pop. < 5m Pop. > 5m
Method oLs oLs oLS
Cross-section Cross-section Cross-section
Time period 1990-96 1990-96 1990-96
Initial Income -.52 .60 —1.47%*
(1.30) (-34) (2.54)
Policy 1.06* 97 1.42*
3.73) (1.41) (4.08)
Aid/GDP —.28%* 13 —.49%*
(1.71) (.28) (2.43)
(Aid/GDP) x Policy A45* 31 39%*
(2.66) (.97) (2.32)
N 92 36 56
R? .54 .55 .66

*Significant at the 1 per cent level.
**Significant at the 5 per cent level.
Note: t-statistics in parentheses. Regional dummies included.

In light of the findings on aid, policies and growth, Collier and Dollar
(1999) show that — under certain assumptions — the allocation of foreign
aid that has the greatest impact on poverty reduction will depend on how
poor a country is and the quality of its policies. Figure 5 categorises coun-
tries on the basis of poverty (proportion of the population who live on less
than $2 a day) and of the CPIA measure of policy. If we divide the coun-
tries into four quadrants, we can say that aid will have its greatest impact
on poverty reduction in quadrant I, countries that have mass poverty and
above-average policies for the developing world. Because of a world-wide
trend toward economic reform in the 1990s, there are 32 such countries.
Nearly 75 per cent of the world’s poor live in countries in this quadrant.
Nine of the countries in quadrant I are small (with populations less than
5 million): Maldives, Cape Verde, Guyana, Botswana, Namibia, Lesotho,
Mauritania, Mongolia and Kyrgyz Republic. (For some small countries
with good policies — such as Slovenia, Grenada, Bhutan — we do not have
good poverty data, so that there may be others that belong in this group.)

There are also countries with good policies, but relatively little poverty
(quadrant IV). The evidence is that aid works in these environments, but
there is less work for it to do. In quadrant II there are countries with a
high level of poverty but also with weak policy regimes. Clearly, there is
a need to help these countries. However, in these environments providing
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Figure 5. Poverty and Policy, 113 Developing Countries, 1996
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large amounts of finance has not resulted in poverty reduction, so that the
conclusion of Assessing Aid is that we need to try new approaches, focus-

ing on policy reform, capacity-building and innovative techniques such
as channelling aid through NGOs.

The actual allocation of aid in 1996 was quite different from the allocation
that is estimated to maximise poverty reduction. The ‘current allocation’
line in Figure 6 controls for poverty level and for population. It answers
the question: how did donors in 1996 treat countries that were the same
in terms of poverty and population but differed in policies? The answer is
that aid increased as one moves from countries with terrible policies to
ones with mediocre policies, and then tapes off as one moves into the truly
good policy realms. That is, countries such as Uganda, Ghana, Vietnam
and Ethiopia received less aid per capita than otherwise comparable
countries with weaker policies. The ‘poverty-efficient’ allocation has just
the opposite relationship: it should increase between mediocre policies
and good policies, other things being equal.

In Table 4 we look at the allocation of aid in the 1990s for small states and
large states separately; the dependent variables are aid receipts relative to
real PPP GDP.! The allocation rules are broadly similar. Within each

"The aid data come from Chang, Fernandez-Arias and Serven, 1998. They combine official
grants with an estimate of the grant component of all official loans.
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Figure 6. Donor Countries, Poverty and Policies
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group, the ratio of aid to GDP declines with population and increases
with poverty. (For small states there is significant curvature: as poverty
increases, aid increases but at a diminishing rate.) Both small and large
states evidence a quadratic relationship between aid and policy, which is
best explained graphically (Figure 7). Controlling for poverty and
population, the ratio of aid to GDP rises as one moves from poor policy to
mediocre, and then declines. There are two important differences between
the allocation of aid to small countries and that to large countries. First, a
look at the regressions in Table 4 will reveal that the quadratic curvature
for large countries is very significant statistically. As we move from
mediocre to good policy realms, aid really has the ‘wrong’ relationship
with policy, and significantly so. In the case of small countries, on the
other hand, there is no significant relationship between aid and policy.
While there is some slight curvature in the figure, the main point for
small countries is that there is no strong tendency to relate aid to the
quality of policies. The second obvious point about the aid to small coun-
tries is that it is larger on average than the aid to the larger economies.
For given policy and poverty, the ratio of aid to GDP is about one percent-
age point of PPP GDP higher for small countries, compared to large ones.
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Figure 7. The Relationship between Aid and Policy
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Table 4. Allocation of Aid in the 1990s to Small and Large States

Pop. < 5m Pop. > 5m
Ln Population -.57* ~.44*
(2.97) (4.30)
Poverty 112* 39*
(5.04) (3.06)
Poverty* -522* -33
(3.82) (.34)
Policy 10 26%*
(.53) (2.12)
Policy? -.08 —.13%%*
(46) (1.70)
N 38 64
R? .62 73

*Significant at the 1 per cent level.
**Significant at the 5 per cent level.
**%Significant at the 10 per cent level.
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Table 5 shows annual aid flows, 1990-96, for a large number of countries,
divided into population groups. This tendency to give more aid (per capita
or relative to GDP) to small countries is evident. What is also interesting
is that the well-known overall decline in aid in the 1990s is concentrated
almost exclusively in large countries. Between 1990 and 1996, total aid
to countries with populations under five million increased from $5.9 billion
to $7.2 billion; to countries with populations between five and 10 million,
it increased from $6.7 billion to $7.3 billion; to countries with popula-
tions between 10 and 20 million, it increased from $7.1 billion to $7.9
billion; and to countries with populations over 20 million, aid flows fell

from $28.4 billion to $21.1 billion.

The last question that we turn to in this section is why do donors
continue to give large amounts of money to countries with weak policies.
Clearly, there is no single answer. To some extent donors are pursuing
objectives other than poverty reduction, such as maintaining ties with
former colonies or supporting their own strategic interests. Often these
other objectives conflict with channelling aid to countries with good
policies (Alesina and Dollar, 1998). But another important reason is that
donors hope that aid will induce policy reform. Unfortunately, money has
proved to be quite ineffective in generating reform, and there is growing
evidence to this effect (Collier, 1997; Mosley, Harrigan and Toye, 1995;
Dollar and Svensson, 1998). Among smaller economies, Nicaragua is a
good example. Foreign aid increased steadily — reaching 8 per cent of real
(PPP) GDP in the early 1990s. However, policy worsened throughout
most of this period, only improving slightly at the end (Fig. 8). Despite a
series of structural adjustment loans from the World Bank and the IMF,
there has been no substantial improvement in policy. Independent
accounts confirm that aid to Nicaragua in the mid-1990s neither gener-
ated policy reform nor led to much tangible improvement in develop-
ment indicators (Lopez, 1997). Like many other developing countries,
Nicaragua has had problems with political instability and civil war. It is
not surprising that policies have remained weak. The point we are mak-
ing here is that there are several countries that have received large
amounts of aid for long periods of time, and yet their institutions and
policies have remained weak. We cannot count on aid, as traditionally
managed, to bring about a strengthening of policies.

On the contrary, the best evidence is that policy reform is largely deter-
mined by domestic institutions and politics, with foreign aid at best play-
ing an auxiliary role (Ranis, 1995; Rodrik, 1996; Williamson, 1994).
When countries initiate reform movements, aid can be critical in consoli-
dating these (Sachs, 1994). But aid has not been successful in generating
policy reform in unresponsive environments.
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Figure 8
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Another reason why donors may give relatively little aid to poor coun-
tries that have reformed is a sense that such countries can attract private
foreign investment, obviating the need for official assistance. The issue of
the relationship between aid and foreign investment is taken up in the
next section.

Foreign direct investment and riskiness in small states

If poor countries that reform can easily attract foreign private investment,
then there may not be much of a role for aid in such cases. The fact that
we find a strong growth effect of aid in countries with good policies sug-
gests that this is not so, but it is an important question to investigate. At
the same time, we are interested in whether small states have any special
problems when it comes to attracting foreign direct investment. We focus
on FDI because it is the main form of foreign private finance for low-
income countries. The portfolio flows have mostly gone to middle-
income countries. Furthermore, the East Asian crisis has highlighted that
portfolio flows have to be managed very carefully and are not necessarily
an unmitigated blessing for developing countries. FDI, on the other hand,
has clearly been beneficial for many developing countries. Our focus here
is on trying to explain FDI flows to the developing world.

For this purpose we have developed a new database with annual flows of
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net FDI to a large number of developing countries, over the period
1979-95. Through this approach we are able to obtain nearly 600 obser-
vations. In Table 6, column 1, we explain the flow of FDI relative to GDP.
We included different policy measures (an index of macro policy, a measure
of the rule of law and the CPIA index), as well as the Institutional
Investor risk assessment (where a higher number means less risk). In OLS
regressions the risk measure has a strong relationship with FDI, whereas
none of the policy measures is significant after controlling for the risk assess-
ment. This finding is consistent with the view that rule of law and poli-
cies matter, but that investors’ information about these is filtered through
rating agencies such as Institutional Investor. We are going to treat the
assessment of risk as an endogenous variable, so we will make the follow-
ing identifying assumption: rule of law and the different policy measures
belong in the Risk equation, but not directly in the FDI equation. This
enables us to use them as instruments in a 2SLS estimation of the FDI
equation, which is what we report in column 1.

We find that the Risk measure has a strong relationship with FDI flows.
Furthermore, the share of the population with secondary education has a
positive, but not significant, relationship with FDI. It is interesting that
after controlling for risk and human capital, there is still a strong positive
relationship between per capita income and FDI flows. This may reflect
that richer countries have other attractive features not measured here (such
as infrastructure); or a desire of foreign investors to be in larger markets;
and/or simply a prejudice against poorer countries, even after controlling
for the characteristics that should matter (risk and human capital). The
regression includes a dummy for countries with population below 5 million.
This has a negative coefficient, but it is not statistically significant.
Finally, the regression includes aid and aid x what we call ‘management’
(which is an average of the rule of law, macro policy, CPIA and secondary
education measures). ‘Management’ captures whether a country has a
good environment for investment and production. We instrument for both
aid and aid x management (to address potential endogeneity problems:
that is, that some aid is deliberately given to countries in difficult situa-
tions that would deter private investment).!

Both the ratio of aid to GDP and aid x management have very strong
positive relationships with FDI. This indicates that in general aid creates

'Given that the indicator variable for small states is already in the equation, we establish that
population has no additional explanatory power in either the risk or the FDI equations. Thus,
we can use population as an instrument, as well as measures of colonial background and the
interaction of management with population and with colonial background.
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Table 6. Explaining FDI and Risk

FDI/GDP Risk
Method 25LS 2SLS
Panel 1979-95 Panel 1979-95
Initial Income .80** -.06
(2.46) (.56)
Risk 03*%* _
(2.03)
Pop. < 5m -.24 -.28*
(1.06) (2.95)
Secondary Education .23 .02
(.91) (.19)
Aid/GDP .89* .07
(5.76) (.67)
Aid x Management A1* .28*
(3.70) (3.08)
Rule of Law - 07**
(2.27)
Macro Policy - A1F*
(2.00)
CPIA - .15%
(3.15)
N 519 560

*Significant at the 1 per cent level.
**Significant at the 5 per cent level.
Note: t-statistics in parentheses.

a good environment for private foreign flows, and that the effect is strongest
in a good policy environment. We noted at the end of the last section that
donors may be reducing aid to poor countries with good policies on the
assumption that they can attract private investment. However, good poli-
cies do not directly enter the FDI equation: they are mediated by the risk
assessment, which we will turn to in a moment. Even controlling for the
level of risk and human capital, poor countries tend to be discriminated
against. Aid can help overcome this discrimination, and it does so par-
ticularly effectively in a good policy environment. This result helps us
understand the strong effect of aid on growth in a good policy environ-
ment: in such an environment aid is ‘crowding in’ direct foreign invest-
ment. It could do this through increasing confidence in the policy envi-
ronment and/or through enabling the government to provide services that
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are complementary to private investment (for example roads and schools).

In the second column of Table 6 we attempt to explain the Institutional
Investor risk assessment. First, this measure is strongly related to econ-
omic institutions and policy. It has a strong positive relationship to the
rule of law and to the CPIA assessment. It is interesting that, after con-
trolling for these, its relationship to an index of macro policies is actually
negative. We do not have a simple explanation for this. The CPIA also
includes macro policy. By putting a negative coefficient on the macro pol-
icy index and a positive one on the CPIA, the data seem to be singling
out the non-macro parts of the CPIA: structural policies, economic gov-
ernance, social investments. Furthermore, the rule of law comes through
very clearly. The general point seems to be that the more micro/institu-
tional aspects of policy reform are critical for attracting FDI.

[t is also interesting that after controlling for these and for human capital,
there is no relationship between per capita income and Risk. However,
here the ‘small states’ indicator variable has a very significant role: with
the same policies and human capital, small states are perceived to be 28
per cent more risky, with high statistical significance (Fig. 9). We
experimented with other dummy variables to see if there was a differ-
entiation among population below one million, or below two million,

Figure 9.

Even with good policies, small states are perceived to be more risky
47

36

Large states Small states

Institutional Investor Risk Rating
(higher = less risky)
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and found that these smaller states are perceived to be the same — in terms
of risk — as the states with populations between two and five million.

What is also important for our story is that aid reduces the perceived risk-
iness of developing countries, but only if they have good policy. We have
scaled the management index to have zero mean and a standard deviation
of one, for ease of interpretation. At the mean of management, the inter-
active term is zero; and the coefficient on aid/GDP is not statistically dif-
ferent from zero. Thus, at the average quality of management, aid has no
effect on perceived riskiness. In a good management environment, on the
other hand, aid reduces perceived risk (Fig. 10). In fact, 1 per cent of PPP
GDP in aid almost exactly offsets the disadvantage faced by smaller states,
in terms of perceived riskiness.

Because we are treating FDI and Risk as a system, it is useful to summarise
what we learn from the two equations together. Small states are perceived
to be riskier, controlling for other fundamentals. This risk perception
affects actual flows of FDI. So, while the small states indicator does not
show up as significant in the FDI equation, small states have a harder time
attracting investment because they are perceived to be riskier Similarly,
good institutions and policies are important, but they do not

Figure 10

In a good policy environment, aid reduces perceived risk
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Figure 11

Effect of aid on foreign direct investment depends on
the policy environment
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show up directly in the FDI equation. Rather, they affect risk perception,
which in turn influences private flows. Finally, aid plays a role in both
equations. In a good policy environment, aid reduces perceived risk,
while in a poor policy environment it actually leads to higher perceived
risk. In this way aid indirectly affects private flows. After controlling for
risk, aid also directly affects FDI, again with a stronger effect in a good
policy environment. The total effect of aid on FDI depends on the indirect
and direct effects combined. This combined ‘crowding in’ effect of $1 of
aid is 60 cents in a good policy environment, 32 cents in an average policy
environment, and 4 cents in a poor policy environment (Fig. 11).

Conclusions

Much of the analysis of Assessing Aid is directly relevant to small states,
but there are some important nuances to the message that emerge from
this analysis. What we have found is that:

@ Small states on average have the same growth rates and the same
quality of policies as large states. Furthermore, policies are key to good
performance.

@ The effect of aid on growth depends on the quality of policies, and is
only large in countries that have reasonably good policies.
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The allocation of aid — after controlling for poverty and population —
bears little relationship to policy. In the case of large countries, this
takes the form of a somewhat perverse relationship between aid and
policy: aid increases as policy goes from poor to mediocre, and then
declines for truly good policy countries. In the case of small countries,
this curvature is less pronounced. There simply is not much relation-
ship between how much aid countries receive and the quality of their
policies.

It is well known that aid has declined overall in the 1990s. Between
1990 and 1996 this decline was concentrated exclusively in large
countries. There was a modest increase in aid to small states. On
average, small states receive about 1 per cent of PPP GDP more in aid
than large states.

The strong effect of aid on growth can be partly explained through the
effect of aid on private capital flows. In a good policy environment aid
and FDI are complementary. Aid has both an indirect and a direct
effect. The indirect effect comes through investors’ perception of the
riskiness of countries. The Institutional Investor risk ratings are posi-
tively affected by aid flows, but only in a good policy environment.
These ratings, in turn, have a significant effect on FDI flows. This
suggests that in a good policy environment aid increases the confi-
dence of investors in the persistence of the good policy.

There is also a direct effect of aid on FDI, after controlling for per-
ceived risk. This effect is strongest in a good policy environment. This
finding is consistent with the notion that aid supports the government
in providing services complementary to private investment (for
example roads and schools), and that the value of this is particularly
great where policies are also good. Thus, while donors tend to give less
aid to countries with good policy, the evidence is that it is exactly in
these environments that aid is critical for providing supporting services
and increasing confidence.

Small states are at a disadvantage in attracting foreign investment.
Even when they have good policies and other characteristics, they are
rated to be significantly more risky. To some extent this may reflect
real greater underlying riskiness of the economy. But it is also likely to
reflect the weaker incentives encouraging risk agencies and investors
to do their homework and learn about small states.

Aid can be used, to some extent, to offset the greater perceived risk-
iness of small states, but only if they are pursuing sound policies. In a
weak policy environment, aid does not reduce perceived riskiness; in
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fact, it is estimated to increase the perception of risk. This means that
for small states with good policies, there is some justification for the
practice of giving larger amounts of aid per capita. In fact, the average
additional aid for small countries of 1 per cent of PPP GDP almost
exactly offsets the disadvantage that their smallness creates in terms of
perceived riskiness.

Thus, the basic message that large-scale financial assistance works for
developing countries — but that the effect is only strong in countries with
good policies — is true for both small states and large. In fact, the message
is more important for small countries than for large ones. In general,
developing countries that reform have trouble attracting private foreign
investment, and the poorer they are, the more acute the problem. In
these reformed environments, aid can help by increasing confidence and
by financing complementary public services. Other things equal, small
states have an especially hard time influencing investor perceptions and
actual flows, so that the combination of good policy and significant flows
of foreign aid is particularly potent for them.
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