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ABSTRACT
eveloping countries have always relied on foreign
assistance to enhance their economic development. The
Philippines as a developing nation has been a recipient
of foreign assistance from individual countries and from
multilateral organizations. The study dough to establish the
impact of foreign aid on the economic growth of the Philippine’s
the study was guided by three objectives which included to identify
the types and forms of foreign aid in the Philippines; to identify the
costs and benefits of foreign aid to the Philippines and to establish
the factors affecting foreign aid effectiveness in the Philippines.
The study was guided by the public choice and the public interests
theory and also includes an empirical literature on the
effectiveness of foreign aid.
The researcher conducted a
regression analysis of foreign aid in consistent with the economic
growth of the Philippines. The OLS regression of the model
yielded an adjusted R2 of .634, so 63.4% of the variation in the
dependent variable is explained by the empirical model. The
coefficients of all the variables except social aid have the expected
signs, and all of them are significant at the 0.05 or 0.01 level. The
coefficients of FDI and ODA per capita have a positive impact on
GDP growth as expected. The current system of aid allocation
encourages developing countries to keep their savings rate lower
in order to receive more foreign aid. Donors should give the
governments in these countries incentives to increase their savings
by encouraging them to cut unproductive private government
consumption. They should give incentives to lower corruption and
implement effective policies. Donors could then reward these
governments with an increasing amount of aid, if they meet all
these targets of increasing savings, lowering corruption, and
implementing good monetary, fiscal or trade policies.
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1. Introduction
The existence of foreign assistance has been on the global scene as it has been in existence since the creation
of national states and republics. The developed or rich countries have always assisted the developing or
poor countries to achieve similar achievements to provide livelihoods for their citizens. There have been
different views in terms of the effects of foreign aid on the recipient country. The history of foreign aid can
be traced back to the 1940s following the destruction that was caused during the Second World War. Some
of the post Second World War challenges were the collapse of the international economic systems
characterized by shortage of capital required for infrastructure reconstruction. In the past four decades,
however, there has been an increase in foreign aid towards developing countries. The concept of foreign
assistance is a voluntary action which is dependent on the recipient country from a donating country,
governments, private organizations, individuals, which are for providing support to the recipients’ economic
growth. In terms of foreign aid effectiveness of economic development has been brought back to attention
in the recent past (Ouattara, 2006). In the less developed countries, foreign assistance plays an important
role as another means for income at an average of 12.5% of the gross domestic product and a source of
external income (Pallage and Robe, 2001). There is evidence from researchers that there exists a positive
relationship between economic development and foreign aid as it complements domestic resources and also
supplements domestic savings.
Among the Asian countries, the Philippines receive one of the largest amounts to foreign assistance from
bilateral donors such as the United States and Japan; it also receives foreign aid from multilateral donors
such as the Asian development bank and the World Bank. Japan, china, the World Bank and the Asian
development bank are the largest donors of foreign aid to the Philippines in that order. Canada and the
European institutions are the least contributing donors. Japan was the largest contributor of foreign aid to
the Philippines accounting to $2.66 billion which translates to 31.69 percent share of the country’s total
official development assistance (ODA) commitment. The World Bank assistance to the country amounted
to $2.185 billion; China donated an estimated $1.16 billion or 13.73 percent share of total ODA
commitments that year and the Asian development bank contributing $667 million programmable aid budget
in the year 2011. The Philippines is an archipelago of more than 7,000 islands and has a fast growth in
population of 89 million. The Philippines is the fastest urbanizing nation in Asia and manila as the 11th
largest city in the globe. The country is well endowed with natural resources for development purposes such
as its strong human capital, biological diversity and mineral wealth. The higher rates of its migrant
workforce provide large remittances for the nation. Despite these positive endowments, the government has
identified that there are a range of governance issues and has often undertaken motivated anti-corruption
measures and reforms.
The economic development in the Philippines was approximately 5.1 % between years 2000 to 2008, but
this had no significant influence in the reduction of poverty. The poverty rates in the country have gone
down by a third as compared to a half in the 1980s, whereas the high rates of rural/urban and regional
inequalities continue to hinder further progress. In terms of its MDGs commitments, the Philippines are on
track on achieving some of this showing positive progress on water and sanitation, child mortality and
disease control. However, it will need to intensify efforts on gender equality, maternal mortality, primary
education and reproductive health. The official development assistance to the Philippines was US$562
million in 2006 which translated to a 0.4 % of the gross national index. The largest donors were Japan, the
World Bank and the Asian Development Bank, but inflows from china are not included in the statistics. The
medium-term plan 2004-2010 sets out the government of Philippines development agenda which is also
linked to the public investment programme of 2005-2010 with a three year rolling set of priorities. The
national economic and development authority is mandated with spearheading the government’s development
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agenda. The Philippine government exhibits strong leadership over aid management and coordination and
chairs the Philippines development forum with the World Bank, and has developed a number of sectoral
working groups to improve aid coordination.
There is no consensus on the impact of aid on economic growth in the literature. Rostow (1990) opines that
foreign aid is the imposition of the developed countries on the less developed countries as a prerequisite for
economic development. On the contrary, Hayter (1971) views foreign aid it is a form of modern
imperialism and may not lead to the anticipated economic benefits. Tadesse (2011) argues that foreign
capital inflows are popular due to their potential to finance investments and the perception of their ability to
enhance economic development in the recipient country. The growing departure in reduction and asset
rates, import-export gap (foreign exchange constraints to import capital goods) and budget deficits in less
developed countries make them to depend highly on inflow of foreign capital. The large deficit between
developing and developed nations has led to the sustenance of the foreign assistance initiatives (Andrews,
2009). This status quo has led to the frequent inflow of capital from developed countries to developing
countries in an attempt to reduce the gap while overcoming their problems. According to Andrews (2009),
there is evidence e to suggest that although African countries have been receiving aid for several decades
there has been no significant change to their destinies. Most of these countries continue to exhibit slow
development rates. Girma et al. (2005) opine that the less developed countries lack the sufficient local
sources to finance investments and the foreign capital to import technology and goods. The foreign
assistance received when used can assist to directly fill the savings investment gap and indirectly fill the
foreign exchange gap. The official aid that is given to governments can also assist in funding the
government spending and reward for a small domestic tax base.
The definition of foreign aid is provided by the development assistance committee (DAC) of the
organization for economic cooperation and development (OECD) as the sum of grants that are forwarded
recipients received by the sectors of the donating country. Where they seek to promote economic
development in the recipient country and are provided for through financial concession terms such as a 25 %
of the total grant or aid (Tarp, 2009).
1.1 Despite massive inflow of aid to developing countries
Although there has been extensive flow of foreign aid to developing nations and extensive empirical work
for decades on the aid-growth link, the aid effectiveness literature remains controversial. An important
objective of foreign aid to less developed countries is to enhance their economic development and welfare,
this is more often measured by the impact that it has on economic growth. Despite decades of transfer of
foreign capital to the developing countries, there is evidence from numerous studies that seeks to unmask the
relationship between aid and economic development, but there has been less evidence of achieving these
objectives (Durbarry et al., 1998). The Philippines, between the 1966 and 1986 period under the rule of
President Marcos, received $33 billion as foreign assistance. However, vast amount of the aid was diverted
to the president’s accounts and family accounts in foreign nations (CBO, 1997). Consequently, poor people
in this country did not benefit from the inflow of foreign aid.
Girma et al. (2005) study on 25 sub-Saharan Africa countries, from 1970 to 1997 showed that the aid
appears to be ineffective. Their study found that in terms of receiving aid these countries only saw 0.6
percent development in their GDP per year following this period. Tarp (2009) agrees that aid is still an
important tool for enhancing the growth outlook of poor countries. Likewise, Arndt, Jones and Tarp (2009)
found that there was a reduced positive impact of aid on economic growth. These studies, therefore, point a
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case for the effectiveness of aid. The UNDP (2000) assert that although there may be a significant growth
on the national GDP there still is a discrepancy the true essence of development growth. Many empirical
studies (most of them being cross-country) have used econometric analysis to test the aid-growth
relationship at the macro level, complemented by case-study evidence at the project level. While microbased(project level) evaluations have found that in most cases ‘aid works’ (Cassen et al., 1986), those at the
macro level have yielded more ambiguous results, often failing to find significant growth effects.
According to McGillivray (2009) foreign aid plays an essential role fulfilling saving gap, accumulating
physical and human capital stock and developing infrastructure in the host countries. The study will focus
on the concept of aid effectiveness on economic growth by seeking perceptions of levels of poverty and
basic living standards in Philippines. This includes the access to such services as health and education and
food security which are significant determinants of the human capital, which participates in the economic
growth of the country. Clemes and Gani (2003) study found that there was an effect of aid on human
development, which was found in health and education and also showed a significant correlation in terms of
human development among the lower-middle countries. The Gross Domestic Capita is mostly associated
with economic growth and ignores several issues of development such as standard of living, levels of
education and health.
1.2 Objectives of study
1. To identify the types and forms of foreign aid in the Philippines
2. To identify the costs and benefits of foreign aid to the Philippines
3. To establish the factors affecting foreign aid effectiveness in the Philippines
2. Literature Review
This section includes the empirical literature on the impact of foreign aid to economic development that
comprises data and research from developing countries from Asia and also from Africa. The literature also
provides a synopsis of the types and forms of foreign aid to developing countries. The chapter also includes
a review of theories of foreign aid assistance.
2.1 Theories of Foreign Aid
2.1.1 Public Interest Theory
The public interest theory remains as the most significant theory towards foreign aid and has been in
existence for the last 50 years. The public interest theory argues that foreign aid is necessary to fill a
financing or investment gap, and this will in turn lift countries out of the so-called poverty trap (Sachs,
2005). According to Anwar (2000), points out that it is the donor countries politicians who are assumed to
make decisions to provide aid to less developed countries in order to assist them serve their motives. The
public choice theory argues that the major political motive of these politicians is to become reelected and,
therefore, stay in power.
2.1.2 Public Choice Theory
This is a contrasting theory of foreign aid; the theory contends that foreign aid is ineffective and possibly
damaging to recipient countries (Bauer, 2000; Easterly, 2001). The recent examination in the literature has
shown that foreign assistance has no effect on development or any of the other indicators of poverty thus
supporting the public choice theory proposition (Boone, 1996; Svensson, 2000; Brumm, 2003; Djankov et
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al., 2008; Williamson, 2008). Anwar (2000), according to Public Choice Theory, all political decision
making processes reflect the interaction of different utility maximizing actors: politicians, voters,
bureaucrats and interest groups. In order to examine donors’ decisions on development aid, we need to
consider their utility maximizing behavior within the different donor countries (bilateral aid) and within
international organizations (multilateral aid). In their quest to maintain power by reelection to the office
they have to appease the electorate (Landau, 1990). This support can be gained in different ways and by
different means. One way of gaining this support is through giving of aid to poor and developing countries.
Giving aid to poor and developing countries is normally justified by politicians on the basis of wanting to
appease poverty and hunger in developing countries. This can be called the “moral appeal” of foreign aid
(Michaelowa, 2003).
According to Grindle and Thomas (1991) the public choice theory is also referred to as the new political
economy approach argues that governments cannot do anything right. Similarly, citizens are viewed in the
public choice theory as using their political influences to gain special benefits (rents) from the policies
adopted by the government such as rationed foreign exchange and import licenses that further limits access
to significant resources. The politicians according to the perspective use government resources to maintain
and consolidate and maintain their positions of power. Similarly, bureaucrats and public officials use their
positions to get bribes from rent-seeking citizens and to run protected business on the side.
The states also use their power to confiscate private belongings from the population. This often leads to the
misappropriation of resources but also limits the individual freedoms of the citizens. The conclusion,
therefore, is that minimal government is the best government (Grindle and Thomas, 1991). For instance,
under the leadership of President Marcos in the Philippines, there was no development in economic growth
despite receiving aid. The Philippines received 33 billion US dollars between 1966-1986 as foreign
assistance which was channeled through the president and the family and transferred to their personal bank
accounts. Consequently, poor people in this country did not benefit from the inflow of foreign aid (Lohani,
2004).
3. Empirical Literature
Rajan and Subramanian (2008) conclude that aid has had no systematic effect on growth and assert that this
conclusion holds across methodologies, time periods and forms of aid. Thus, and as advocated by the
authors (2008), an appropriate research agenda may be to unpack the different effects of aid on growth by
focusing on intermediate outcomes which are proximate determinants of income growth. Chenery and
Strout (1966) adopting empirical data from less developed countries show that foreign aid has a significant
positive effect on the recipient country economic growth. Other researchers however have disrupted this,
findings that indeed foreign aid has often had a negative impact on economic growth of developing countries
as it negatively affects economic growth by replacing the local savings (Leff, 1969; Griffin, 1970). The
main argument is that foreign aid in its negative impact offsets the advantages of transferring resources and
that it undermines or weakens governance by increasing the return to corruption or increase in lending for
the developing countries. Djankov et al. (2008) opines that foreign assistance has a significant negative
effect on the changes in political institutions more specifically democracy.
Djankov et al. (2008) argues that the negative impact of aid on the political institutions is wider than those
caused by natural resource windfalls. Likewise, an earlier study by Rajan and Subramanian (2007) found
that the developing countries manufacturing sectors were undermined by the detrimental effect of assistance
of aid inflow on their governance. There have been both negative and positive effects of the effectiveness of
aid in the literature on the economic development. Khan et al. (1992) opine that approximately that foreign

EUROPEAN JOURNAL OF BUSINESS AND SOCIAL SCIENCES

170

European Journal of Business and Social Sciences, Vol. 3, No. 4 , pp 166-180, July 2014.
URL: http://www.ejbss.com/recent.aspx
ISSN: 2235 -767X

P.P. 166 - 180

aid led to the decline of national savings in Pakistan in the era of 159-1960 t0 1987-1988. There has been a
negative impact of foreign assistance of Pakistan national savings during the same duration (Shabbir and
Mahmood, 1992). Adopting Mozambique as a case study, Arndt et al. (2007) show that the effects of
foreign assistance across diverse drivers and growth; beginning with a long-run growth of accounting
estimates and find that aid has a significant role in developing infrastructure and also enhancing access to
education and health. Similarly, Arndt et al. (2009) found that foreign assistance has a strong and
statistically significant causal effect on growth in the long-term with point estimates at levels suggested by
growth theory.
Aid has supported rapid reconstruction and seems to have crowded-in private and foreign investment, but
has also brought substantial governance and economic management challenges (Arndt et al., 2007).
Burnside and Dollar (1997) was emphatic that there is a relationship between foreign assistance and
economic development but it requires a positive policy environment. Their study used 56 countries with 6
four year time periods of 1970-1973 which showed that foreign assistance was associated with good
economic policies and the impact was positive and strong. There is evidence that foreign assistance is
conditionally effective with good policies, low rates of corruption conflict and governance (Collier and
Dollar, 2001). Notwithstanding the support that Burnside and Dollar stance has combined (Dovern and
Nunnemkamp, 2007; John and Sackey, 2008), there are other studies that indicate no important association
among aid and growth. Easterly et al. (2003) found different results when they added more data and also
extended the year range from 1993 to 1997. Although they do not actually argue that aid is ineffective, they
find that with the introduction of the new data, the positive relationship between aid and growth withers
away. That aid reduces the incentives to invest, especially when the recipient is assured that future poverty
will call for more aid. Gibson et al. (2005) this occurrence is referred to as the Samaritan’s Dilemma.
Foreign assistance can also lessen the recipient country’s competitiveness (Rajan and Subramanian, 2005),
leading to the Dutch disease (a condition that reduces competiveness of the manufacturing sector due to
overabundance of foreign assistance). The ills of aid, according to Reusse (2002), include inertia, easy
money, ignorance, complacency and the fact that an interventionist paradigm is imposed on recipients of aid
regardless of their internal socio-cultural dynamics. The culture has always been associated with the
economic activities and performance of a people, in this case a nation. Calderisi (2006) associates the
underdevelopment of the African continent to the diversity in the culture. Pomerantz (2004) argues that
donors have not made efforts to comprehend the context with which aid could be made to work. According
to Sen (2004), the issue at hand is the manner in which the culture matters towards the effectiveness of aid.
Sen (2004) argues that culture influences political participation, gives people a sense of identification and
similarly influences economic behavior. Landes (2000) opines that the history of economic development
shows that culture does indeed make all the difference.
Indeed the effectiveness of aid can be attributed to culture as evidenced by the difference of effects of aid
between countries. For instance, Korea and Ghana in the 1960s were comparable in terms of their growth,
however, after thirty years, South Korea has become an economic giant whereas Ghana is still reliant on
foreign aid. Huntington (2000) asserts that although many issues might clarify this, culture has to be a large
part of the explanation. Hyden (2006) has admitted that culture may not be dismissed by political scientists
as it is the foundation on which not only formal, but also informal institutions arise. The government plays a
significant role in the regulation of economic policies. According to Singh (1985) the states intervention in
the economy of a country has often had negative impacts of economic growth and thus reduces the
significance of foreign aid. Burnside and Dollar (1997) a prerequisite for foreign aid to be effective is the
existence of a good macroeconomic policy environment. Aid has been found to be ineffective when there
are no sound policies (Tadesse, 2011). Burnside and Dollar (1997 and 2000) found that aid has an
optimistic result on growth in a setting of good fiscal, monetary, and trade policies.
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Two meta-studies focusing on the effectiveness aid have been drawn based on the limitation of space, but
also due to their contemporary and comprehensives in terms of the coverage of empirics of aid. These
studies comprise studies by Tsikata (1998) and Doucouliagos and Paldam (2008). Likewise, Hansen and
Tarp (2000) and McGillivray et al. (2006) are also contemporary and comprehensive in their review of the
literature in foreign aid. Tsikata’s (1998) study shows that there is still debate on the effect of foreign aid
towards economic growth showing that there are still poor relationships between growth and foreign aid in
the empirical literature. However, the study finds that there has been a positively significant impact of the
economy of developing countries as long as there are conducive policy conditions for economic growth.
This publication was done after the World Bank (1998) publication report, Assessing aid and could not have
anticipated the criticism after the findings of Burnside and Dollar (1997, 2000). Some of their World Bank
colleagues, which aid is effective in contributing to economic growth only under conditions of good
policies. Tsikata (1998) finds that in terms of the impact of foreign assistance on the growth of domestic
and savings and investment; the outcomes were mixed, with some pointing to an important association in
countries that thrived in supporting the adjustment effort.
Doucouliagos and Paldam (2008) study does not support the significant relationship between aid and
economic growth as found by McGillivray et al. (2006) that foreign assistance does not sustain the positivity
found by the argument on aid influences on financial development; is established following a rising twist in
the indication since the late 1990s to an optimistic and important relationship; neither do the outcomes
support the confident assumption that Hansen and Tarp (2000) found. Doucouliagos and Paldam (2008)
argue that even after 2006 there is cumulative indication to demonstrate that aid does not endorse economic
development. They additionally show that the stated aid-growth association was weaker in the 1970s and
1980s, but improved in the 1990s and 2000s; this improvement however does not suggest that there was no
recent indication of insignificant relationships as recent as suggested by McGillivray et al. (2006).
However, this evidence does show that there was improvement in the association between aid and growth
during this period as contrasted as in the earlier literature.
3.1 Forms of Foreign Aid
3.1.1 Project Aid
Though there has been a decline of ODA in form of project aid from themid-1990s, ODA to specific
projects still exist. Project aid is dominated by funds channeled to interventions in sectors such as health,
education, rural development including agriculture, transport and power, housing, and water supply and
sanitation. However, small amounts of project aid are channeled to industrial, mining, trade and cultural
projects (Riddell, 2007). Many ODA funded development projects aim at achieving specific outputs by
providing resources, skills and systems which the recipient country needs.
3.1.2 Programme Aid
Programme aid is defined by OECD as financial contributions not linked to specific activities (as cited in
Riddell, 2007). The programme aid is divided into two forms, the balance of payments (BOP) support and
the budget support. Under the budget support, aid funds are provided to boost aggregate revenue and
increase overall spending. Aid funds channeled to ministries of finance are termed as General Budget
Support (GBS) while those channeled to particular sectors are termed as Sector Budget Support (SBS).
Under the GBS, donors provide funds for implementation of development and poverty alleviating strategies
paying attention to the capacity of the recipient governments to use funds efficiently.
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3.1.3 Technical Assistance
Technical Assistance (TA) includes the provision of skills, knowledge know-how and advice. For many
decades, technical assistance has also been provided in form of teaching staff mainly in primary and
secondary education in developing countries. Furthermore, more specialized trainers have continually
performed skills training functions to meet their needs and to achieve their immediate objectives. For
example, the London-based Overseas Development Institute (ODI) has been running its fellowship scheme
for graduate economists and placing them in key ministries in developing countries (Riddell, 2007). Despite
this positive impact of TA, there have been several problems associated with it. Some of these problems
include high costs of providing the TA (especially the consultancy costs).
3.1.4 Humanitarian Aid or Emergency Aid
The definition of humanitarian aid is defined according to its purpose, that is, ‘’to save lives, alleviate
suffering and enable those suffering to maintain (or retain) their human dignity during and in the aftermath
of natural disasters and man-made crisis’’. Humanitarian aid has been successful in most cases in achieving
its tangible outcomes such as saving lives, providing food to the hungry; healthcare and medicines to those
vulnerable to acute disease in emergencies; and water, sanitation and shelter to those whose homes have
been destroyed. However, the sustained internal conflicts in war prone areas reduce resources to meet
development objectives as more resources are directed to meet humanitarian needs (Kabete, 2008).
3.1.5 Food Aid
Food aid comprises of programme food aid and humanitarian food aid. Programme food aid may relieve the
foreign exchange constraint to the import of the necessary intermediate inputs or by providing fiscal
resources through counterpart funds generated by the local sale of programme food aid (Barret, 1998).
These resources can be used by the recipient country to invest in agricultural research and extension and
improvement of rural infrastructure in particular. However, programme food aid may have Dutch disease
effects on domestic food producers and thus hurting the food sector’s competitiveness in the world markets.
4. Research Methodology
The study will use data from the World Banks database on the amount of official development assistant
received by the Philippines covering the period from 2009-2012. Net official development assistance
(ODA) contains payments of finances made on enterprise terms (net of repayments of principal) and
endowments by authorized agencies of the members of the Development Assistance Committee (DAC), by
multilateral organizations, and by non-DAC countries to endorse economic growth and wellbeing in nations
and territories in the DAC list of ODA beneficiaries. It comprises loans with a funding component of at
least 25 percent (calculated at a rate of discount of 10 percent). In order to measure the impact of foreign
assistance to the economic development of the Philippines, the study used the gross domestic product (GDP)
as per the latest global rankings by the World Bank. The latest GDP rating of the Philippines is at
250,182Million US Dollars. GDP per capita plays an instrumental role in human development. The income
level of citizens of a country are high it is likely that there is also a higher standard of living which also
enhances their chances to afford and access health and educations services. There is a positive statistical
correlation between GDP and human development (Anand and Ravallion, 1993). This impact is felt due to
the lowering of poverty rates and increase the expenditure among the public in terms of education and
health. So the coefficient of GDP per capita is expected to be positive.
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5. Findings and Analysis
Table 2 indicates the ordinal least regressions of the variables of foreign direct investments, official
development assistance and their perceived impact on GDP growth. The OLS regression of the model
yielded an adjusted R2 of .634, so 63.4% of the variation in the dependent variable is explained by the
observed model. The coefficients of all the variables except GDP growth show positive signs, and are
significant at the 0.05 or 0.01 level. The coefficients of FDI and ODA per capita have a positive impact on
GDP growth as expected.
It goes without saying, that a poorer country will receive more aid. The aid is donated by multilateral
organizations such as the IMF and the World Bank which is as a result of the difference between the
country’s savings and the required investment amount to achieve a sustainable economic growth (Easterly,
2001). A poorer country will then have a poor savings rate and as such receives more foreign aid based on
this calculation of aid. In Africa, foreign aid is a significant source of income for countries that have an
average GDP of 12.5 percent and also as a source of external capital (Pallage and Robe, 2001). The results
show that FDI positively influences human development. When ODA as a share of GDP increases a factor,
GDP increases by 0.00435; the value 0.0035 may appear insignificant, but the value of the GDP ranges from
0 to 1. So, for instance, if the GDP of Philippines country rises from 0.1 to 0.10435, the HDI increases by
4.35%. Furthermore, development takes time, and there are several factors that influence it.
Similarly, the regression results suggest that ODA has a positive impact on development. Precisely, an
increase in ODA by one percent increases the GDP growth by 0.0035. The t-statistic for this variable is
3.420, which shows that this coefficient is significant at the 0.01 level. Therefore, ODA plays an important
role in the development of the economy.
6. Research Discussion
Foreign direct investment; net inflows (% of GDP) in Philippines was last measured at 0.56 in 2011.
Through a qualitative analysis, the study found that the Philippines have been a recipient of Foreign Direct
Investments (FDI). Foreign direct investment can be loosely defined as the Will refer to the investment
done by a foreign individual or corporation in a country with the purpose of having an influence over the
development of the firm’s long term strategy. FDI and TNCs affect economic growth (and other magnitudes
of growth) through three important mechanisms which include the skill and technology effects, size effects
and structural effects. The size effects refer to the net contribution of the FDI to the recipient country
investments and savings thereby affecting the growth rate of the base of production (Bosworth and Collins,
1999). Majority of the potential benefits and costs of foreign assistance are achieved from the unintended
effects of foreign direct investments more so through the skills transfer and technologies (Baldwin et al.,
1999) or either through the changes in structures in the market through linkages and competition (Kokko,
1996).
FDI in the Philippines has had a cyclical manner. Following the Asian crisis there was a massive outflow of
FDI from the Philippine economy. In the early 2000s, the Philippines had a basic policy towards the
liberalization of the economy. Although the country faced global economic uncertainties and risks in the
2000s it still showed some elasticity in its economy. The private sector plays a significant role in the
economy of the Philippines with the sector contributing over 90 percent of the employment and the gross
domestic product. In response to promoting the private sector, the Philippine government has embarked on
a long-term strategy on the challenges and constraints facing the sector which include financial sector
weaknesses, the lack of ability to pursue and win contracts and infrastructural constraints. The efforts have
also included the formulation of legal reforms to assist in the improvement of the governance and economic
situation in the economy.
EUROPEAN JOURNAL OF BUSINESS AND SOCIAL SCIENCES

174

European Journal of Business and Social Sciences, Vol. 3, No. 4 , pp 166-180, July 2014.
URL: http://www.ejbss.com/recent.aspx
ISSN: 2235 -767X

P.P. 166 - 180

The challenges for FDI in the Philippines may be attributed to the policy environment for doing business.
According to the doing business statistics from 2006-2009 show a decline of the Philippines economy which
ranged from a ranking of 126 in 2006 to 140 in 2009; Alburo (2000) associates the decline in the political
and economic fundamentals of the Philippines as contributing to the decline in FDI. The effectiveness of
FDI for the host country is enhanced by the existing policy environment which is related to investments and
trade. The Philippines has also been a recipient of foreign aid in the form of humanitarian end emergency
aid over the years. Recently, the country was struck by a category five typhoon, typhoon Yolanda in
November 2013. The typhoon affected 16.1 million people across nine regions. It displaced around 4.1
million people, including over 101,000people in 381 evacuation centers and around four million people
outside evacuation centers. The Government reported 6,201 fatalities and 1,785 persons missing. A total of
1.1 million houses were damaged, of which close to 551,000 were totally destroyed (World Bank, 2014).
7. Conclusion
The current system of aid allocation encourages developing countries to keep their savings rate lower in
order to receive more foreign aid. The donating countries should provide the recipient countries with
incentives to grow their savings by assisting them to reduce unproductive private government consumption.
These include the provision of incentives for effective policy implementation and reduce corruption levels.
This would then enhance the donors to provide the governments with an increase in aid on condition that
they meet the targets in terms of lower corruption rates, increasing savings and adopting and implementation
of positive fiscal, monetary and trade policies. Empirical studies (Franco-Rodriguez, 1998; Burnside and
Dollar, 2000; Boone, 1996; Feeny, 2005) have shown that foreign assistance has been widely discussed as
being endogenous. For instance, consider the difficulty of simultaneity prejudice owing to the likely
endogeneity of foreign assistance. The chief aim recommended for this in the aid-growth regressions is that
it is hard to observe aid as a lump-sum transfer that does not take into thought the level of revenue of the
beneficiary country. Benefactors may be inclined to assign fewer or additional aid to nations that do not
tend to thrive in terms of their economic performance. If the aid depends on the level of revenue, it cannot
consequently be exogenous with regards to growth as has been usually assumed.
Developing countries should create a favorable environment to attract foreign direct investment because
multinational companies have a significant role in the provision of jobs and expertise to the recipient
country. However, the recipient country should also make efforts to promote domestic investments. This
should be done through the creation of incentives in banks to enhance local savings which further promotes
the strength of the banking system. This involves strengthening of the local small and medium enterprises to
participate in the industrial and manufacturing sectors by the lowering of taxes from profits for investments
in new innovative technologies and industries. The recipients’ governments should be a priority for the
donors and governments. This is a deviation from implementation of programs that assist in the decrease
and increase of economic development. They should, however, as a government be more involved in
education and awareness initiatives for their citizens in an effort to meet their basic needs. Donors and the
recipients countries should be able to realize that although the incomes of the country may rise or fall but the
important thing is that the citizens are happy, healthy and educates that can have a long term impact on the
country’s future.
Most of the empirical studies focus on economic development in the macro-economic sense without
knowledge that the concept of development is larger than just the statistically significant improvement in
GDP. The situation on the ground could be that there is still widespread poverty in the community level
despite the country’s attainment of appreciable levels of macro-economic development. The impact of
foreign aid on economic growth will depend on how aid is utilized for development. The policy framework
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that is implemented should be aimed at maximizing the utilization of the overseas development assistance in
a bid to promote the local labor productivity and also for the growth and expansion of promoting exports and
substituting import industries as it will have a long term impact on the country’s per capita growth of the
recipient economy (Burnside and Dollar, 2000; Mallik, 2008). The relationship between GDP Growth and
the increase of the relationship between FDI and GDP (FDI/GDP (%) can be clearly established. The
recipient country should thus adopt policies that are in tandem with the transnational companies.
Competitiveness of a country that may draw FDI from Transnational Corporations is controlled by Strong
Institutions, Economic Stability, and Comparative Factors the first taking in more importance every year.
Because of these reasons, countries have to employ active policies that can bring Economic Stability and
that can create a suitable investment environment for the country.
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Table 1: Descriptive Statistics
Variable
GDP Growth
FDI
ODA

N
516
530
497

Minimum
.26
-28.62%
-4.34%

Maximum
.91
31.62%
55.80%

Mean
.5402
1.46%
19.98%

Std. Deviation
.15444
3.55%
8.54%

Table 2: Regression Results
Variable
GDP Growth
FDI
ODA
Adjusted R2
F-Statistic

Coefficient
-.0151 ** (.005)
.00435* (.002)
.0035** (.00l)
.634
47.564

Statistics
-2.751
2.415
3.420

** Significant at the 0.01 level. *Significant at the 0.05 level. The numbers in parenthesis represent the standard errors
corresponding to each coefficient.
Appendices
Appendix 1: Philippines Official Development Assistance (ODA) and GDP Growth 2009-2012
Total ODA in US$ Millions
GDP (current US$) (in millions)
GDP growth (Annual %)

2009
309,270,000
83,908.2

2010
531,190,000
91,371.2

2011
-180,520,000
224,095.2

2012
5,140,000
250,182.0

5.0

6.7

3.6

6.8
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