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1. Introduction

“Official Development Assistance (ODA) refers to government-funded aid promoting
the economic development and overall well-being of developing countries” (Organisation for
Economic Co-operation and Development [OECD], 2023a, p. 1). According to Development
Aid (2017), ODA is crucial in fostering economic progress through several key benefits.
Firstly, a significant portion of foreign aid is directed toward achieving Sustainable
Development Goals (SDGs), ensuring long-term growth and stability. Additionally,
development aid supports mutual trade benefits by stimulating economic expansion while
addressing the specific needs of recipient countries. It also plays a vital role in reinforcing
national sovereignty by enhancing critical sectors such as education, infrastructure, public
health, and economic resilience, ultimately enabling self-sufficiency and global market
integration. Furthermore, ODA has a substantial humanitarian impact by preventing
disabilities, saving lives, and managing diseases, which helps curb their spread across borders.

Many Asian developing countries struggle with challenges such as slow economic
growth, low living standards, and high unemployment rates. Due to limited domestic
resources, they often rely on foreign investments and remittances; however, ODA has emerged
as a crucial support mechanism in addressing pressing economic development needs. ODA-
funded projects in these nations offer effective solutions to complex issues by enhancing living
conditions, expanding access to education and healthcare, and generating employment
opportunities, all of which reduce income inequality.
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Foreign Direct Investment (FDI) is essential for the economic progress of developing
nations, as it fosters growth and generates employment opportunities. Unlike developed
countries, these countries often lack sufficient capital for financial activities, making FDI an
essential source of investment. Economists and researchers highlight its significant impact
through horizontal and vertical spillover effects. However, the influence of FDI on economic
activities remains a topic of debate. One key issue under scrutiny is its effect on environmental
conditions in host countries, as framed by the pollution halo and pollution haven hypotheses
(Nguyen, 2021a), which question whether FDI leads to environmental improvements or
exacerbates pollution. In addition, the FDI inflows-private investment nexus remains
inconclusive, with some studies suggesting that FDI stimulates domestic investment.
Meanwhile, others warn of a potential crowding-out effect (Nguyen, 2021b). Furthermore, the
impact of FDI on income inequality is widely debated, as research presents mixed findings on
whether it helps narrow or widen income disparities, adding complexity to its overall socio-
economic assessment (Nguyen, 2021c¢).

Given the relevance of the topic, the literature review reveals that no existing studies
have applied the one-step and two-step difference GMM Arellano-Bond estimators to examine
the impact of foreign aid on FDI inflows using panel data for developing Asian economies.
Notably, the difference GMM estimators are well-suited for addressing issues of serial
correlation and endogeneity commonly encountered in such empirical models. Therefore, this
study aims to fill this gap, offering a novel contribution to the existing literature.

In summary, foreign aid and FDI inflows are essential to the economic activities of
developing countries, though foreign aid has the potential to crowd out FDI. Therefore, this
paper examines the impact of foreign aid on FDI inflows using a dataset of 31 Asian
developing countries from 2002 to 2023. The analysis employs the two-step and one-step
difference GMM Arellano-Bond estimators for estimation and robustness check.

The paper is structured as follows: Section 1 presents an introduction to the study,
while Section 2 examines foreign aid and FDI inflows in developing Asian countries. Section
3 discusses the theoretical framework and literature review. Section 4 outlines the empirical
equation and data utilized for analysis. Section 5 presents the findings and discussion, and
lastly, Section 6 summarizes the conclusions and explores the policy implications based on the
study’s results.

2. Overview of foreign aid and FDI inflows in Asian developing countries
2.1. Foreign aid in Asian developing countries

A United Nations Conference on Trade and Development (UNCTAD, 2024) report
highlights that although global development aid reached an all-time high, assistance to
developing nations declined. In 2022, total ODA grew by 22%, yet aid directed to developing
regions fell by 2%. Despite record-breaking ODA levels, support for developing countries
dropped by $4 billion, marking a 2% decrease. This decline affected over 2.9 billion people
across more than 70 developing nations, including 24 least-developed countries and 15 small
island developing states. Furthermore, ODA remained $143 billion below the Sustainable
Development Goal (SDG) 17 target. That year, Development Assistance Committee (DAC)
members allocated only 0.37% of their Gross National Income (GNI) to ODA, far short of the
0.7% GNI target set by SDG 17.2, which could have nearly doubled aid for developing
countries (UNCTAD, 2024).
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ODA is crucial in fostering economic growth and poverty reduction across Asia,
supporting key sectors such as infrastructure, healthcare, education, environmental
sustainability, and capacity-building. South and Southeast Asian countries, including India,
Bangladesh, Pakistan, Vietnam, Indonesia, and Myanmar, are among the largest recipients,
while Least Developed Countries (LDCs) like Afghanistan, Nepal, and Cambodia rely heavily
on ODA for essential public services (Organisation for Economic Co-operation and
Development [OECD], 2023b). Japan remains a leading donor, focusing on infrastructure and
disaster resilience, while China has emerged as a key player through initiatives like the Belt
and Road Initiative (BRI), offering concessional loans and grants. South Korea, having
transitioned from an aid recipient to a donor, emphasizes knowledge-sharing and capacity-
building, while institutions such as the Asian Development Bank (ADB), the World Bank, and
the International Monetary Fund (IMF) provide substantial funding and technical assistance.
ODA investments primarily target infrastructure development, including transportation and
energy projects, as well as education, healthcare, and climate resilience efforts. However, as
countries like Vietnam and Indonesia attain middle-income status, they face reduced access to
concessional ODA, prompting a shift toward blended financing models such as Public-Private
Partnerships (PPPs) and impact investments. Despite its benefits, challenges such as debt
sustainability and geopolitical influences affect ODA distribution, making it crucial for Asian
nations to enhance domestic resource mobilization and attract private-sector investments to
ensure long-term economic stability and sustainable development (OECD, 2023b).

2.2. FDI inflows in Asian developing countries

The United Nations has released an official report on global Foreign Direct Investment
(FDI) (Giroud, 2024). In 2022, global FDI fell by 12% to $1.3 trillion due to reduced
transactions and financial flows in developed economies. Despite this decline, investment
trends remained high as new project announcements increased across various sectors and
regions. Developing countries experienced a modest rise in FDI, though growth was primarily
concentrated in a few large emerging markets. Smaller developing economies saw minimal
changes in inflows, while the Least Developed Countries (LDCs) faced a decline.

FDI inflows to developing Asia remained stable at $662 billion, solidifying its position
as the world’s leading recipient and accounting for half of global FDI. In 2022, nearly 80% of
the region’s FDI was concentrated in five economies - Hong Kong (China), China, India,
Singapore, and the United Arab Emirates. India and ASEAN countries demonstrated strong
growth, with FDI increasing by 10% and 5%, respectively, alongside a surge in announced
investment projects. India ranked third globally in new development initiatives and second in
international project financing. Meanwhile, China, the world’s second-largest FDI host,
recorded a 5% increase.

In contrast, the Gulf region experienced a decline in FDI inflows. However, investment
activity remained robust, with project announcements surging by two-thirds. Additionally, this
region saw a 45% rise in announced greenfield projects and a 20% increase in international
project finance deals, underscoring strong investor confidence.

3. Theoretical background
3.1. Theoretical framework

Kimura and Todo (2010) propose a theoretical framework suggesting that foreign aid
can have both positive and negative effects on FDI inflows through several key channels.
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First, the infrastructure effect implies that aid enhances a recipient country’s infrastructure -
both physical (e.g., roads, telecommunications, electricity) and intangible (e.g., education,
bureaucratic efficiency) - thereby increasing the marginal productivity of capital and attracting
more FDI (Harms & Lutz, 2006). Second, the rent-seeking effect highlights the risk that aid
may encourage unproductive behaviors, such as firms focusing on capturing aid funds instead
of investing in areas like workforce training and R&D, which can lower productivity and
reduce the marginal returns on capital, ultimately deterring FDI (Harms & Lutz, 2006). Third,
the financing effect suggests that aid, particularly in the form of program assistance, can
improve a country’s balance of payments and its capacity to support profit repatriation,
making it more attractive to foreign investors (Kimura & Todo, 2010). Fourth, the Dutch
disease effect refers to how aid inflows may distort the relative prices of tradable and
nontradable goods, potentially reducing the profitability of sectors typically targeted by FDI in
developing countries and thereby discouraging investment (Arellano et al., 2009). Lastly, the
vanguard effect notes that aid from a specific donor country often facilitates FDI from firms
based in that same country. However, this effect may not extend to investors from other
nations (Kimura & Todo, 2010).

3.2. Literature review

Research on the relationship between foreign aid and FDI inflows has produced mixed
findings. Some studies suggest a positive impact (Kang et al., 2011; Wang &
Balasubramanyam, 2011), while others report negative effects (Donaubauer, 2014; Fon &
Alon, 2022). By contrast, some find no significant influence (Kimura & Todo, 2010), while a
few identify mixed results (Selaya & Sunesen, 2012).

Regarding the positive impact, Kang et al. (2011) analyzed data from 07 donor and 24
recipient countries between 1980 and 2003 using fixed and random effects models and the
one-step system GMM estimator. Similarly, Wang and Balasubramanyam (2011) employed
OLS regression on a panel dataset of 58 Chinese provinces from 1995 to 2000, identifying a
positive correlation between foreign aid and FDI inflows.

On the contrary, studies that found negative effects include Donaubauer (2014), who
examined data from 63 developing nations between 1970 and 2012 using FMOLS and DOLS
regression techniques, concluding that foreign aid reduces FDI inflows. Fon and Alon (2022)
come to similar conclusions, applying pooled OLS and fixed effects models to data from 21
African countries from 2003 to 2014.

For studies reporting no significant relationship, Kimura and Todo (2010) used OLS
regression and the one-step system GMM estimator to analyze the top five donor nations
(France, Germany, Japan, the United Kingdom, and the United States) and 98 recipient
economies, ultimately finding no notable impact. Meanwhile, Selaya and Sunesen (2012)
identified a mixed influence of foreign aid, employing the IV-2SLS and one-step difference
and system GMM estimators. Their research, covering 99 countries from 1975 to 2001,
showed that aid in complementary inputs encourages FDI, whereas aid directed toward
physical capital discourages it.

More recent studies, such as those by Liao et al. (2020) and Aluko (2020), focus on the
moderating effect of institutional quality on the aid-FDI relationship. Aluko (2020) examined
47 African nations from 1996 to 2016 using a dynamic panel threshold regression model and
the difference GMM estimator, identifying a threshold of institutional quality: below it, aid
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hinders FDI inflows, while above it, aid becomes beneficial. Similarly, Liao et al. (2020)
applied the fixed effects model, IVV-2SLS estimator, and one-step difference GMM estimator
to Belt and Road (B&R) countries, finding that while foreign aid generally suppresses FDI,
strong institutional quality mitigates this effect.

Despite these findings, no existing studies employ the two-step and one-step difference
GMM Arellano-Bond estimators to assess the impact of foreign aid on FDI inflows for a panel
dataset of Asian developing economies. This study seeks to address this gap and contribute to
the literature.

From the literature review, we propose the research hypothesis as follows:
H1: Foreign aid negatively affects FDI inflows in developing Asian countries
4. Empirical equation and data
4.1. Empirical equation
Following Liao et al. (2020), the empirical model has the following format:
FDI;y = Ag + M FDI;y_1 + A,0DA; + ZiA' + p; + e (1)

where t and i are the time and country index. FDlIit is FDI inflows, FDlit1 is the initial level of
FDI inflows. ODA; is official development aid. Zi consists of market size, trade openness,
inflation, and infrastructure (control variables). i is an unobserved fixed effect, and (it is an
error term. Ao, A1, ... are parameters.

The control variables in the empirical equations are based on a comprehensive
literature review. Economic growth, measured by real GDP per capita and market size, is
crucial for FDI enterprises as it enhances the demand for goods and services in host countries.
This factor is commonly analyzed in empirical research by scholars such as Fon and Alon
(2022), Wang and Balasubramanyam (2011), Liao et al. (2020), Kimura and Todo (2010),
Kang et al. (2011), Selaya and Sunesen (2012). Moreover, trade openness, which reflects a
country’s liberal economic policies, is essential for facilitating the flow of capital, goods, and
technology for FDI enterprises. This variable has been examined in studies by Liao et al.
(2020) and Kang et al. (2011). Conversely, inflation increases transaction costs and reduces
profitability, discouraging FDI inflows, as noted by Fon and Alon (2022). Lastly,
infrastructure is incorporated into the empirical model for its role in enhancing the production,
transportation, and consumption efficiency of FDI enterprises, as discussed in the research of
Fon and Alon (2022), Wang and Balasubramanyam (2011).

Estimating equation (1) in econometrics poses several challenges. Certain variables,
such as institutional quality, market size, and trade openness, may have a bidirectional
relationship with FDI inflows, leading to endogeneity issues. Additionally, unobservable
factors correlated with the independent variables are captured by the fixed effects in pi. The
inclusion of FDIit-1 also introduces significant autocorrelation. Moreover, the analysis utilizes
panel data covering a large number of countries (M = 31) but over a relatively short period
(L = 22), which can result in biased estimates when using Ordinary Least Squares (OLS)
regression. Both the Random-Effects Model (REM) and Fixed-Effects Model (FEM) fail to
address the serial autocorrelation and endogeneity problems. Furthermore, the 1V-2SLS
estimator requires appropriate instruments beyond the independent variables included in the
model. Given these challenges, we apply the one-step and two-step difference GMM Arellano-
Bond estimators, as recommended by Judson and Owen (1999).
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The GMM Arellano and Bond (1991) estimator, initially introduced by Holtz-Eakin et
al. (1988), transforms all variables into their first differences in equation (1) to eliminate fixed
effects (wi). This approach, known as the difference GMM Arellano-Bond estimator (DGMM),
includes the one-step DGMM (1DGMM) to mitigate bias arising from endogeneity and the
two-step DGMM (2DGMM) to enhance estimation efficiency in larger samples.

When estimating, it is essential to recognize that 2DGMM can offer greater efficiency
than 1DGMM. However, applying 2DGMM in studies with small sample sizes, such as this
one, presents challenges, as highlighted by Roodman (2009). The difficulty stems from the
quadratic increase in instrumental variables over time, which can result in more instruments
than panel units. To address this issue, Roodman (2009) recommends ensuring that the number
of panel units is equal to or greater than the number of instruments.

This study employs the Arellano-Bond, Sargan, and Hansen tests to assess the validity of
instruments in DGMM. The Arellano-Bond AR(2) test checks for serial autocorrelation in the first-
differenced errors, while the Sargan and Hansen tests identify potential endogeneity in the model.

4.2. Data

The dataset includes variables such as FDI inflows, foreign aid, real GDP per capita,
trade openness, inflation, telephone subscribers, and mobile cellular subscriptions. This
information is sourced directly from the World Bank database, as outlined in the paper. The
sample covers 31 developing economies! between 2002 and 2023.

Tables 1 and 2 provide the definitions and descriptive statistics. Table 3 demonstrates
that trade openness and infrastructure positively correlate with FDI inflows. Additionally, the
correlation coefficients between the regressors are below 0.8, indicating no collinearity issues.

Table 1

Data Description

Variable Definition Type  Source
FDI inflows (FDI) “Foreign direct investment, net inflows (% of GDP)” % W‘zrzlgzl'g;mk
Foreign aid (ODA) “Net ODA received (% of GNI)” % W‘zfz' gzg;mk
Market size (GDP) “GDP per capita (constant 2015 US$)” log W?;Igzgink
“Trade is the sum of exports and imports of goods and ,,  World Bank
Trade openness (OPE) services measured as a share of GDP” & (2025)
Inflation (INF) “Inflation, consumer prices (annual %)” %  World Bank
(2025)
Infrastructure (TEL) “Fixed telephone subscriptions (per 100 people)” log W?rglgggi nk
Infrastructure (MOB) “Mobile cellular subscriptions (per 100 people)” log W?rzlg 285;"”'(

Note. Authors

LArmenia, Azerbaijan, Bangladesh, Bhutan, Cambodia, China, Egypt, Arab Rep., Georgia, India, Indonesia, Iran, Islamic
Rep., Irag, Jordan, Kazakhstan, Kyrgyz Republic, Lao PDR, Lebanon, Malaysia, Mongolia, Nepal, Pakistan, Philippines,
Sri Lanka, Tajikistan, Thailand, Timor-Leste, Turkiye, Uzbekistan, VVanuatu, Vietnam, West Bank and Gaza.
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Table 2
Descriptive Statistics
Variable Obs Mean Std. Dev. Min Max
FDI 682 3.895 5.659 -37.172 55.072
ODA 682 3.886 5.408 -0.642 48.554
GDP 682 3627.157 2716.593 501.034 14713.57
OPE 682 80.692 36.252 24,701 210.374
INF 682 7.907 14.052 -10.067 221.341
TEL 682 9.788 8.245 0.129 37.839
MOB 682 77.846 45,723 0.076 181.767
Note. Authors
Table 3
Matrix of Correlation Coefficients
FDI ODA GDP OPE INF TEL MOB
FDI 1
ODA 0.029 1
GDP 0.024 -0.329™ 1
OPE  0.357™ 0.233"™ 0.055 1
INF  -0.026 -0.014 0.085™  -0.082" 1
TEL 0.107™ -0.333" 0.652"" -0.014 0.124™ 1
MOB  0.023™ -0.315™ 0.449™ 0.011 -0.006 0.211™ 1

Note. ", ™, and ™™ present the significance level at 10%, 5%, and 1%. Authors

5. Findings

5.1. Estimated results

Table 4 presents the 2DGMM estimates, where Model 3 represents the full model,
Model 2 excludes infrastructure, and Model 1 omits infrastructure and inflation. An empirical
model is considered robust if the inclusion or exclusion of certain control variables does not
alter the signs or significance of the estimated coefficients. The results in Table 4 indicate that
even when inflation and infrastructure are excluded, the signs and significance of the
coefficients remain unchanged. Furthermore, this study identifies foreign aid as endogenous,
while the other variables are exogenous. As a result, foreign aid is instrumented using the
GMM style, whereas FDI, market size, trade openness, inflation, and infrastructure serve as
instruments under the 1V style.
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Table 4
Foreign Aid and FDI Inflows: 2DGMM
Dependent variable: FDI (% GDP)

Variables Model 1 Model 2 Model 3
-0.206™" -0.218™ -0.215™
FDI (-1)
(0.009) (0.009) (0.009)
. -0.201™" -0.234™ -0.211™
Foreign aid
(0.006) (0.008) (0.006)
. -0.030™" -0.036™" -0.029™"
Market size
(0.002) (0.002) (0.002)
0.073™ 0.090™ 0.082"
Trade openness
(0.001) (0.003) (0.002)
. -0.078™" -0.043™
Inflation
(0.013) (0.004)
0.014™
Infrastructure
(0.001)
Instrument 23 24 25
Country/Observation 31/620 31/620 31/620
AR(2) test 0.624 0.363 0.514
Sargan test 0.418 0.562 0.665
Hansen test 0.431 0.293 0.365
Note. *, ™, and ™ present the significance level at 10%, 5%, and 1%. Authors

The results show that foreign aid deters FDI inflows. In addition, trade openness and
infrastructure promote FDI inflows, while market size and inflation reduce them.

As outlined in the theoretical framework by Kimura and Todo (2010), foreign aid
deters FDI inflows in Asian developing countries through two mechanisms. The first one is the
rent-seeking effect. Foreign assistance can unintentionally promote inefficient rent-seeking
behavior in recipient countries, decreasing productivity. For example, private companies might
focus more on obtaining aid funds rather than investing in crucial areas such as workforce
development and research and development. As productivity declines, the marginal returns on
capital diminish, which could deter foreign direct investment (Harms & Lutz, 2006). The
second mechanism is the Dutch disease effect. Foreign aid can expand the supply of tradable
goods, causing their prices to fall compared to nontradable goods. Given that FDI in Asian
developing countries often targets tradable sectors, this price shift may distort resource
allocation and potentially discourage foreign investment (Arellano et al., 2009). The results in
this paper are consistent with the findings by Fon and Alon (2022), Donaubauer (2014).
Therefore, the findings of this study on the adverse effects of foreign aid on FDI inflows in
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Asian developing countries present a challenge for these countries in balancing ODA with
foreign investment. To address this, they may need to implement policy and regulatory
reforms (institutional quality) to optimize the use of ODA for economic development while
maintaining their appeal to foreign investors.

Over the past 25 years, Vietnam has been one of the largest recipients of foreign aid,
with ODA playing a crucial role in the country’s development. ODA-funded projects have
mainly focused on infrastructure improvements, including bridges, roads, and airports,
environmental enhancements, and slum eradication along canals. These initiatives have been
aimed at improving living standards and reducing poverty. Vietnam is widely regarded as a
successful case of ODA utilization, having effectively leveraged these funds to achieve
significant poverty reduction (Nguyen, 2019). As a result, the country has transitioned from a
low-income to a middle-income economy.

However, this economic progress has led to a shift in international aid priorities, with
multilateral ODA no longer being directed toward Vietnam as a primary beneficiary. This
change presents new challenges, as Vietnam still requires substantial financial resources to
sustain improvements in living standards and avoid the middle-income trap. Alternative
funding sources, such as FDI, remittances, and bilateral ODA from nations with strong
diplomatic ties to Vietnam, have become increasingly important. These financial inflows
should be strategically allocated to drive innovation, foster sustainable economic growth, and
capitalize on emerging digital technologies to propel Vietnam toward long-term development
and prosperity.

Open-door policies facilitating the export of goods and services also play a crucial role
in attracting more FDI inflows in developing Asian countries. These nations consistently
implement pro-growth policies that stimulate economic expansion and generate employment
through increased exports. By streamlining production, consumption, and export processes,
such policies create a more favorable environment for foreign investors, both within the host
country and in international markets. Consequently, greater trade openness leads to higher FDI
inflows. This paper’s findings align with those of Liao et al. (2020). Meanwhile, infrastructure
development in developing Asian countries not only drives economic growth and enhances
living standards but also creates a conducive environment for attracting more FDI inflows.
Improved infrastructure reduces transaction costs for foreign investors, allowing them to
produce, consume, and export more goods. Additionally, large-scale infrastructure projects
encourage the participation of FDI enterprises, further boosting investment. These findings are
consistent with those of Wang and Balasubramanyam (2011).

By contrast, inflation raises transaction costs for FDI enterprises, diminishing their
profitability. Additionally, high inflation signals macroeconomic instability in host countries,
deterring foreign investors. Consequently, inflation hampers FDI inflows. This result is
consistent with Fon and Alon (2022), who emphasize the adverse effects of inflation on FDI.

Unlike previous studies, this paper finds that market size negatively impacts FDI
inflows in Asian developing countries. It is likely because, aside from China and India - both
of which have the world’s largest populations - most of these countries have relatively small
markets that fail to attract substantial FDI. Increasing per capita income in these countries is
essential for attracting higher FDI inflows.
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5.2. Robustness
5.2.1. 1IDGMM estimates

The paper employs the 1DGMM to assess the robustness of 2DGMM estimates. The
findings from this analysis are presented in Table 5, which follows a similar structure to Table
4 for consistency and comparability. Consistent with the results obtained from 2DGMM, the
1DGMM estimates confirm that foreign aid negatively impacts FDI inflows. Additionally, the
analysis reinforces the positive effects of trade openness and infrastructure on attracting FDI
and highlights that market size and inflation act as barriers to FDI inflows. These findings
underscore the reliability of the estimated relationships and further validate the robustness of
the empirical model.

Table 5
Foreign Aid and FDI Inflows: 1DGMM
Dependent variable: FDI (% GDP)

Variables Model 1 Model 2 Model 3
-0.214™ -0.223™ -0.222"
FOI (D) (0.044) (0.047) (0.046)
Foreign aid -0.259™" -0.308™" -0.282""
(0.088) (0.099) (0.099)
Market size -0.035™ -0.050™" -0.045™"
(0.016) (0.018) (0.018)
Trade openness 01247 0.147™ 0.138™
(0.040) (0.043) (0.042)
Inflation 0.092° 0.065
(0.054) (0.055)
Infrastructure 0.015™
(0.007)
Instrument 23 23 24
Country/Observation 31/620 31/589 31/589
AR(2) test 0.662 0.420 0.494
Sargan test 0.172 0.357 0.328
Note. *, ™, and ™ present the significance level at 10%, 5%, and 1%. Authors

5.2.2. Another proxy

In addition to employing 1IDGMM, we further test the robustness of the empirical
model by using an alternative proxy for a control variable. Specifically, Fixed telephone
subscriptions are used instead of Mobile cellular subscriptions as a proxy for infrastructure.
The modified model is then estimated using 2DGMM and 1DGMM. The results, presented in
Table 6, reaffirm the negative impact of foreign aid on FDI inflows. Moreover, the findings
indicate that while market size and inflation deter FDI inflows, trade openness and
infrastructure continue to enhance them. These results further validate the robustness and
consistency of the empirical model.
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Table 6
Foreign Aid and FDI Inflows
Dependent variable: FDI (% GDP)

Variables 2DGMM 1DGMM
-0.222" -0.2217
FOI (D) ?0.009) ?0.045)
Foreign aid 01067 01947
(0.007) (0.098)
: -0.048™" -0.057""
Market size (0.007) (0.020)
Trade openness 0.085" 0159™
(0.002) (0.044)
Inflation -0.071™ -0.086
(0.006) (0.054)
Infrastructure 0.008™ 0.008™
(0.0007) (0.003)
Instrument 25 25
Country/Observation 31/620 31/620
AR(2) test 0.258 0.363
Sargan test 0.715 0.383
Hansen test 0237 -
Note. *, ™, and ™ present the significance level at 10%, 5%, and 1%. Authors

6. Conclusion

Foreign aid and FDI inflows are crucial to the economic development of developing
countries. Development aid targets infrastructure improvements, poverty alleviation, and
income inequality reduction, while FDI inflows provide investment capital and modern
technologies to host countries. Given these facts, this paper investigates the impacts of foreign
aid on FDI inflows for a research sample of 31 Asian developing countries from 2002 to 2023
using 1IDGMM and 2DGMM. The results note that foreign aid reduces FDI inflows.
Furthermore, trade openness and infrastructure promote FDI inflows, while market size and
inflation hinder them.

The findings of this study have several significant implications for developing
countries in Asia. Governments in these nations should strategically allocate ODA to
implement development projects that actively involve FDI enterprises. By fostering
collaboration between public funding sources and private international investors, policymakers
can enhance the effectiveness of development initiatives, improve infrastructure, and stimulate
economic growth. Integrating FDI enterprises into ODA-funded projects can also facilitate
knowledge transfer, technological advancements, and employment opportunities, ultimately
contributing to sustainable development. Future policy frameworks should focus on creating a
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conducive environment that attracts FDI while ensuring that development aid is utilized
efficiently to maximize long-term economic benefits.

The findings of this study offer valuable policy insights for the Vietnamese
government in securing ODA and FDI to support national economic development and break
free from the middle-income trap. To achieve these goals, the government should implement
the following strategic measures:

(1) Strengthening Bilateral ODA Partnerships - Actively seek bilateral ODA from
nations with strong diplomatic ties and a willingness to finance large-scale infrastructure
projects in Vietnam, ensuring a steady flow of development capital.

(2) Targeted FDI Attraction - Focus on attracting FDI into key sectors critical to
Vietnam’s long-term growth, including semiconductor manufacturing, digital technology,
high-tech agriculture, and modern infrastructure. Special emphasis should be placed on
developing essential transportation networks, such as metro, high-speed railways, and
highways to enhance connectivity and economic efficiency.

(3) Encouraging Remittance Inflows - Facilitate and incentivize remittance transfers
from overseas Vietnamese and domestic workers by promoting seamless, tax-free remittance
channels. These funds can be an additional financial resource to support national development
initiatives and improve household incomes.

By implementing these policies, Vietnam can diversify its capital sources, drive
sustainable economic growth, and strengthen its position in the global economy.

Digital technology, encompassing advancements such as electronic currencies and
artificial intelligence, is poised to play a transformative role in shaping global economies. As
these technologies continue to evolve, their influence on key economic factors, including
Foreign Direct Investment (FDI) inflows and the effectiveness of foreign aid, warrants deeper
investigation. Future research should focus on understanding how digital technology mediates
or enhances the relationship between foreign aid and FDI, shedding light on the mechanisms
through which digital advancements can foster economic growth and financial stability.
Additionally, future studies should incorporate advanced estimation techniques such as panel
quantile regression and the Cross-Sectional Augmented Autoregressive Distributed Lag
(CS-ARDL) model to improve the accuracy and robustness of empirical findings. These
methodologies will provide a more comprehensive analysis by capturing heterogeneous effects
and long-term dynamics, ultimately contributing to a more nuanced understanding of the
digital economy’s role in international finance and development.
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