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Five decades as humanitarian crises continue around the world, foreign aid remains
as one of the important tools for the developed countries to improve standard of
living in developing countries. The main goal of giving foreign aid is to alleviate
poverty by generating economic growth in aid recipicnt countries. However, the
empirical evidence on the effectiveness of foreign aid is inconclusive and has
generated much controversial. Studies on aggregate foreign aid and institutional
quality data indicated that the effectiveness of foreign aid is depend on the quality of
institutions in aid recipient countries. This study attempts to examine the role of
disaggregated institutions quality (i.e. socioeconomic condition, internal conflict, law
and order, burcaucracy quality, ethnic tensions and investment profile) on the impact
of sectoral allocations of foreign aid (i.e. aid to social sectors, aid to economic
sectors, aid to production sectors and aid to multi sectors) on economic growth,
income inequality and production efficiency in aid recipient countries during the
period 1995 to 2009. This study used system-Generalized Method of Moment (sys-
GMM) on a panel of 59 and 50 aid recipient countries in estimating the role of
institutions quality on the impact of sectoral allocations of foreign aid on economic
growth and income inequality, respectively. Meanwhile, the Data Envelopment
Analysis (DEA) and panel Tobit regression on 80 recipient countries for the same
period have been utilized in analyzing the role of disaggregated institutions quality
on the impact of sectoral allocations of foreign aid on production efficiency in
foreign aid recipient countries. The empirical results revealed that law and order has
contingency effect on the relationship between sectoral allocations of foreign aid on
economic growth, income inequality and production efficiency. These findings imply
that law and order plays an important role as a complementary factor for the
effectiveness of sectoral allocations of aid on enhancing economic growth, narrowing
income inequality and increasing production efficiency in recipient countries.
Moreover, empirical results also indicated that different sectoral allocations of
foreign aid exerted different effects to economic growth, income inequality and
production efficiency. Aid to production sector has significant impact on increasing
economic growth. Oppositely, aid to economic and aid to social scctors have
exhibited a negative impact on economic growth. However, aid to social sectors has



exhibited a significant impact in reducing income inequality in the aid recipient
countries. In addition, findings showed that aid to economic sectors is effective in
increasing production efficiency in aid recipient countries. This studv also
determines the impact of disaggregated institutions quality on economic growth,
income inequality and production efficiency in recipient countries. The empirical
findings on the impacts of institutions quality reported that different institutions
quality have different impacts on economic growth, income inequality and
production efficiency. This study exposes that the quality of institutions such as
socioeconomic condition, internal conflict and ethnic tensions are found to have a
positive and significant impact on economic growth. In addition, bureaucratic quality
has positive influence on production efficiency but it affected economic growth
adversely. Meanwhile law and order is found to have positive and negative impact on
production efficiency and income inequality, respectively. As long as different
disaggregated institutions quality and sectoral allocations of foreign aid exerted
different impacts on the development of recipient countries, international
organization, such as World Bank, International Monetary Fund (IMF) and donor
countries should provides foreign aid corresponding to the development objectives in
the recipient countries. In addition, recipient countries should improve and maintain
good quality of institutions in order to enhance the effectiveness of foreign aid.
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Krisis kemanusiaan berlaku di seluruh dunia selama lima dekad telah menunjukkan
bahawa bantuan asing masih menjadi salah satu kaedah yang penting bagi negara-
negara maju untuk meningkatkan taraf hidup di negara-negara membangun.
Matlamat utama pemberian bantuan asing adalah untuk membasmi kemiskinan
dengan menjana pertumbuhan ekonomi di negara-negara penerima bantuan. Walau
bagaimanapun, bukti empirikal tentang keberkesanan bantuan asing tidak
meyakinkan dan telah menimbulkan kontroversi. Kajian ke atas data agregat bantuan
asing telah menunjukkan bahawa keberkesanan bantuan asing adalah bergantung
kepada kualiti institusi di negara-negara penerima bantuan. Kajian ini bertujuan
untuk mengkaji peranan kualiti institusi mengikut pecahan (iaitu keadaan
sosiockonomi, konflik dalaman, undang-undang dan peraturan, kualiti birokrasi,
ketegangan etnik dan profil pelaburan) dalam mempengaruhi kesan peruntukan
bantuan asing mengikut sektor (iaitu bantuan kepada sektor sosial, bantuan kepada
sektor ekonomi, bantuan kepada sektor pengeluaran dan bantuan kepada pelbagai
sektor) ke atas pertumbuhan ekonomi, jurang pendapatan dan kecekapan pengeluaran
di negara-negara penerima bantuan sepanjang tempoh 1995 hingga 2009. Kajian ini
menggunakan kaedah system-generalized method of moment (SYS-GMM) ke atas
data panel bagi 59 dan 50 negara-negara penerima bantuan dalam menganggar
peranan kualiti institusi dalam mempengaruhi kesan peruntukan sektor bantuan asing
ke atas pertumbuhan ekonomi dan jurang pendapatan, mengikut keutamaan.
Sementara itu, data envelopment analvsis (DEA) dan kaedah panel regresi tobit ke
atas data panel 80 buah negara penerima bantuan telah digunakan dalam
menganalisis peranan kualiti institusi mengikut pecahan ke atas kesan peruntukan
bantuan asing mengikut sektor terhadap kecekapan pengeluaran di negara-negara
penerima bantuan asing bagi tempoh yang sama. Dapatan kajian menunjukkan
bahawa undang-undang dan peraturan mempunyai kesan luar jangka terhadap
hubungan antara bantuan asing mengikut sektor dengan pertumbuhan ekonomi,
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jurang pendapatan dan kecekapan pengeluaran. Dapatan kajian ini menunjukkan
bahawa undang-undang dan peraturan memainkan peranan penting sebagai faktor
pelengkap kepada keberkesanan peruntukan bantuan bantuan asing mengikut sektor
dalam meningkatkan pertumbuhan ekonomi, merapatkan jurang pendapatan dan
meningkatkan kecekapan pengeluaran di negara-negara penerima. Selain itu,
keputusan empirikal juga menunjukkan bahawa peruntukan bantuan asing mengikut
sektor yang berbeza memberi kesan yang berbeza ke atas pertumbuhan ekonomi,
jurang pendapatan dan kecekapan pengeluaran. Bantuan kepada sektor pengeluaran
mempunyai kesan yang siknifikan dalam meningkatkan pertumbuhan ekonomi.
Sebaliknya, bantuan kepada sector ekonomi dan bantuan kepada sektor sosial telah
memberi kesan yang negatif kepada pertumbuhan ekonomi. Walau bagaimanapun,
bantuan kepada sektor sosial telah menunjukkan kesan yang ketara dalam
mengurangkan jurang pcndapatan di negara-negara penerima bantuan. Di samping
itu, penemuan kajian menunjukkan bahawa bantuan kepada sektor ekonomi adalah
berkesan dalam meningkatkan kecekapan pengeluaran di negara-negara penerima
bantuan. Kajian ini juga menentukan kesan kualiti institusi mengikut pecahan ke atas
pertumbuhan ekonomi, jurang pendapatan dan kecekapan pengeluaran di negara-
negara penerima. Hasil kajian empirikal melaporkan bahawa kualiti institusi yang
berbeza mempunyai kesan yang berbeza ke atas pertumbuhan ekonomi, jurang
pendapatan dan kecekapan pengeluaran di negara penerima. Kajian ini mendedahkan
bahawa kualiti institusi seperti keadaan sosioekonomi, konflik dalaman dan
ketegangan etnik didapati mempunyai kesan yang positif dan signifikan terhadap
pertumbuhan ekonomi. Selain itu, kualiti birokrasi mempunyai kesan yang positif
terhadap kecekapan pengeluaran, tetapi ia memberi kesan yang negatif kepada
pertumbuhan ekonomi. Sementara itu, undang-undang dan peraturan didapati
mempunyai kesan positif terhadap kecekapan pengeluaran dan mempunyai kesan
yang negatif terhadap jurang pendapatan. Selagi kualiti institusi mengikut pecahan
yang berbeza dan peruntukan sektor bantuan asing yang berbeza memberi impak
yang berbeza kepada pembangunan di negara-negara penerima, organisasi
antarabangsa seperti bank dunia, Tabung Kewangan Antarabangsa (IMF) dan
negara-negara penderma perlu menyediakan bantuan asing mengikut sector yang
bertepatan dengan matlamat pembangunan di negara-negara penerima. Di samping
itu, negara-negara penerima perlu meningkatkan dan mengekalkan kualiti institusi
yang baik bagi meningkatkan keberkesanan bantuan asing.
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CHAPTER 1

INTRODUCTION

1.1 An Overview

Foreign aid is financial aid given by governments and other agencies to support the
economic, environmental, social, and political development of developing countries.
It is distinguished from humanitarian aid by focusing on alleviating poverty in the
long term, rather than a short term response. In the history of development
economics scholar’s, the foreign aid or foreign assistance, which is known as the
official development assistance (ODA) is the key factor that fills the financial or
investment gap in order to achieve economic growth and alleviate poverty in
developing countrics. According to Nelson (1956) and Erikson (2005), poor
countries have low incomes and savings, which cause them to be caught in a “vicious
circle of poverty” or “poverty trap”. They experience a “low-level equilibrium trap”
where a higher income does not lead to an increase in savings but only results in
higher population growth. Thus, foreign aid is one of the important tools to reduce
poverty and income inequality by facilitating faster and sustained economic growth
via increased saving and investment in developing countries (Harrod and Domar,
1965; Chencry and Strout, 1966; Papanek, 1973; Gulati, 1975; Roemer, 1989; Islam,
1992; Thirlwall, 1999; Sachs et al., 2005).

In year 2002, the effectiveness of foreign aid in the Millennium Declaration at
Monterrey had received greater attention. It was the vital instrument in supporting
global partnership in developing countries achieving the eight Millennium
Development Goals (MDGs); to eradicate extreme poverty and hunger, achieve
universal primary education, promote gender equality and empower woman, reduce
child mortality, improve maternal health, combat of HIV/AIDS, malaria and other
diseases. This is to ensure environmental sustainability and to develop a global
partnership for development by 2015, which in turn has led to emphasis on quantity
and improves the quality (effectiveness) of foreign aid.

There have been broad discussions and studies about the effectiveness of foreign aid
on improving the standard of living in developing countries. Most of the studies
focused exclusively on the impacts of foreign aid on economic growth. Many
investigations conclude din positive (Chenery and Strout, 1966; Papanek, 1973;
Gulati,1975; Roemer,1989; Islam, 1992 and Thirlwall, 1999).Those concluded in
negative (Griffin and Enos, 1970; Weisskoff, 1972; Levy, 1984; Singh. 1985; Boone,
1996; Easterly, 2001; Mohamed et al., 2014) or relationship between foreign aid and
economic growth is inconclusive in other studies (e.g. Mosley,1987,1992; Rajan and
Subramaniam, 2008).In contrast, Islam (2005) indicated that the aid-growth
relationship must be conditioned on political stability, not macroeconomic policy as
political stability is the more pertinent determinant of the efficacy of aid in
stimulating growth. The effectiveness of foreign aid on the increasing economic
growth depends on the country’s absorption capacity of aid, economic and political



structure and time chosen (Cassen, 1994). Keefer and Knack (1995) corroborated this
view by stressing that good quality of institutions, particularly in the form of
predictable, impartial, and consistently applied rule of law, is crucial for the
sustained and rapid growth in per-capita incomes of poor and developing countries.
These arguments are parallel with Hall and Jones (1999) as theyv stressed that
differences between countries in capital accumulation, productivity, and output per
worker ultimately attributed to differences in “social infrastructure.” where they also
defined it as “the institutions and government policies that determine the economic
environment within individuals which accumulate skills and firms accumulate capital
and produce output.”

There are strand of studies highlighted where economic policy is pre-condition for
the effectiveness of foreign aid in developing countries (Bumside and Dollar, 2000;
2004).In addition, Brautigam and Knack (2004) also pointed out that poor quality
institution, weak rules of law, absence of accountability, controls over information
and high level of corruption have distorted the benefits of foreign aid in most African
countries. Similarly, Wolfensohn the president of World Bank in 2002 obsened. “we
have learned that corruption; bad policies and weak governance will make aid
incffective” (Khan and Ahmed, 2007). Understanding the potential implications of
foreign aid for quality of institutions is paramount, because good qualities of
institutions are now recognizing major determinant of economic performance.

Economic growth is essential in the development of the country and the people in the
country. Despite economic growth, foreign aid may have an impact on income
distribution of the aid recipient countries. The foreign aid though can be beneficial
for the development of the recipient country but reliance on foreign aid makes the
dependency of the economy on external sources, increases ways to corruption and
also affects economic administration badly. The income inequality has increased
impact of foreign aid and it may be because foreign aid flows are used less
productively. The leakage of the foreign aid flows into the non-industrious
expenditures may have cause negative impacts on economic growth, (Ishfaq and
Ahmad, 2005; Javid and Qayyum, 2011), thereby it caused increase in income
inequality. Therefore, study on the effect of foreign aid on income inequality is
necessary due to both the destructive consequences of inequality as well as its
potential effect on growth and poverty. However, the available research on foreign
aid and inequality provides little insight into the nature of the relationship. Studies
conducted this far have found an almost equal share of positive effects (Boone. 1996;
Herzer and Nunnenkamp, 2012; Ali and Ahmad, 2013; Pham. 2015) or negative
effects (Shaifiullah, 2011; Tezanos et al., 2013) or positive but not significant effects
(Layton and Nielson, 2008).

Production efficiency also plays an important role to development of a country. The
production efficiency can reflect the production ability of a recipient country
(Veiderpass and Andersson, 2007). The higher the production efficiency, the more
efficient of production inputs usage in production process. Production efficiency and
technological progress are the two components of total factor productivity
(Grosskopf, 1993). Production efficiency is important for the developing countries
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where as their technological progress is slow. The technological progress is the
expansion of the set of production possibilities; an increase in production efficiency
is identical to a more efficient use of the existing production inputs and corresponds
to a convergence towards the production frontier'. Foreign aid and quality of
institutions have significant impact on production efficiency in aid recipient
countries. Even though very limited studies has been done on this, but studies by
Feene and Roger (2008) stressed that the higher level of quality institutions and
governance associated with higher production efficiency. While foreign aid increased
production efficiency in democratic governance (Christopoulos et al., 2010).

In addition, the form of foreign aid data used in analyzing the effectiveness of
foreign aid is also an important factor that determines the effectiveness of foreign aid
in recipient countries. Almost all of the past studies employ aggregate data of foreign
aid. The weakness of using aggregate foreign aid data is it presumes that the effect of
aid on growth is the same for all the various categories of aid (Cassen, 1994; White,
1998; Mavrotas, 2002a; 2002b; Clemens, 2004; Mavrotas, 2005; Mavrotas and
Ouattara, 2006a; 2006b; Doucouliagos and Paldam, 2009a; 2009b). Another caveat
of using aggregate data is that it precludes researcher or policy makers from
identifying the types of foreign aid that enhance growth and other development, such
as income inequality and production efficiency. Such information will help donors
determine which sectors to target foreign aid. Due to the different types or form of
foreign aids causes different effect on development.

Thus, study using data on sectoral allocation of foreign aid (aid to social sectors, aid
to economic sectors, aid to production sectors and aid to multi sectors) will provide a
more accurate and apparent findings about the impact of foreign aid on economic
growth, income inequality and production efficiency and other development
indicators to the researchers and policy makers. Therefore, this study intends to
examine the impact of foreign aid on economic growth, income inequality and
production efficiency on selected developing countries by going beyond the
aggregate figure of foreign aid. Particularly by sectoral allocation of foreign aid (i.e.
aid to social sectors, aid to economic sectors, aid to production sectors and aid to
multi sectors). Having realized the importance of quality of institutions as pre-
condition of foreign aid effectiveness, this study investigates the role of
disaggregated institutions quality on the impact of sectoral allocations of foreign aid
on promoting economic growth and production efficiency and narrowing income in
aid recipient countries.

This chapter provides the overall outlay of this study. Next section discusses the
background of the study. It follows by discussing the issues and problem statement in
section 1.3. The research question of the study is listed in section 1.4 followed by
objectives of the study in section 1.5. Then, section 1.6 presents the significance of
the study and organization of the thesis reviewed in the last section.

The production frontier thus refers to the maximum technically feasible output attainable from agiven
set of production factors,



1.2 Background of the Study

For the sake of humanity and willingness to help people in poor countries, foreign
aid is considered as a blessing. Foreign aid is meant to bring about a developmental
convergence by providing a means to the reduction of poverty and improving the
crisis in major sectors of an economy. Foreign aid or known as official development
assistance (ODA) flows to developing countries and multilateral institutions which is
provided by official agencies, including state and local governments, or by their
executive agencies for economic and welfare development purposes and contains a
grant element of at least 25% (OECD website, 2010). The main objective of foreign
aid is to promote economic growth in poor countries and thereby pull people out of
poverty. The idea dates back to economist John Maynard Keynes who in the 1930s
argued that government could stimulate development by financing investments.
Keynes' ideas for the domestic economy were taken up by a new breed of
development economists who argued that investment in less developed countries
(LDCs) could be stimulated by injection of cash from overseas.”

The Monterrey Consensus signaled a new partnership between rich and poor
countries aimed at achieving the Millennium Development Goals (MDGs). The
agreement adopted by heads of state at the International Conference on Financing for
Development in Monterrey, Mexico, in March 2001. It contained commitments by
all countries for specific actions to help low-income countries achieve the MDGs.”
The Consensus recognizes that the main responsibility for accelerating development
lies with the governments of poor countries themselves, which must be placed in
appropriate policy and institutional frameworks and make difficult decisions where
necessary to ensure full implementation. It also acknowledged that poor countries
themselves could not achieve the goals, or even make significant progress towards
them, without the cooperation and assistance of the international community. In
2002, major bilateral donors have agreed to expand their aid or ODA (Ofticial
Development Assistance) to developing countries in the international conference on
financing for development in Monterrey which held in 2002. After the Monterey
conference, donors have increased foreign aid from USS90 billion in 2002 to
US$18S5 billion in 2015. This increase is a great help indeed.

1.2.1 Patterns of Aggregate ODA and Sectoral Allocations of ODA Flows to
Developing Countries

In recent years, the foreign aid has increase and majorly channels to developing
countries like Africa, Asia and pacific regions where many of its inhabitants are
poor. The largest amounts of poor countries are located and aid distributed based on
the benevalence of the donor organization, the effects of the cold war and the desire
to gain political advantage, poor economic systems performance and failing prices of
major imported goods in developing countries. This has also influenced the flow of
foreign aid to recipient countries. About US$4.27 trillion been given as ODA since
1960 to 2016 (OECD Report, 2016). Today development aid flows are at about

j See Erikson (2005).
“The text of the Monterrey Consensus can be found at
http//www.un.org/esa’fld ‘0302 finalMontemreyConsensus pdf.
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USS$150 billion a year and the aid shares on the average is about 7.5% of the
recipient’'s GDP (UNU-WIDER 2016). Figure 1.1 illustrates the patterns of
aggregate ODA to developing countries for the period of year 1967 to year 2014.
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Figure 1.1:  Official Development Assistance (ODA) to Developing Countries
from All Donors, 1960-2014 (In constant 2014 U.S. Dollars,
Millions)
(Sources: Development Assistant Committee (DAC), Organization of
Economic Corporation and Development (OECD), Online Database,
2016).

Figure 1.1 shows that, despite the overall upward trend, total ODA flows have
experienced downward trends or were flat during some periods. For example, during
the period 1971 to 1982, the ODA flows to developing countries were stagnant, as a
result from the widespread debt crisis in developing countries. However there is a
sharply increase in ODA starting 1983 to 1985 and drastically decrease from 1986 to
1993. Then, the declining trend was more articulated during 1994-1997 with an
absolute decline in net ODA flows from US$84.7 billion in 1994 to US$68.4 billion
in 1997 (in constant 2009 prices and exchange rates).

This tumaround in aid flows followed the end of the Cold War that changed the
geopolitical picture of the world and most donors experienced a decline in their aid
budgets. This explains the increasing pressure on the national budgets of aid donors
(Sweden, Italy, Finland, etc.) that were running large fiscal deficits, decreased their
aid budgets significantly while donors with smaller budget deficits like Norway,
Japan and Ireland were increased their aid budgets in real terms (Organization of
Economic Corporation and Development (OECD) 1997). As seen in the Figure 1.1,
ODA flows to developing countries were dramatically increasing starting from year
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2002 to 2014. This is due to Monterey Declaration, where donors had doubled their
aid in order to promote economic growth and reduce poverty in recipient countries.
During the period of 1960-2014, the geographic patterns of total ODA flows were
slightly changed. As can be seen in Figure 1.2, Asia and Africa were given higher
priority since the early 1970s with at least one third of total ODA is going to
countries in these regions. The Asia region continues to be important for aid donors
although its share in total aid flows has been declining since the 1970s. This explains
the successful development efforts of number of countries in the region, such as the
Republic of Korea, Malaysia, Singapore, and the Peoples’ Republic of China. A
higher priority given to Africa is understandable looking into the context of the deep-
seated political, social and economic problems that many countries in the region have
been experiencing during the last four decades or so.
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Figure 1.2:  Geographical Allocations of ODA Disbursements, 1960-2014
(In constant 2014 USS Million)
(Sources: Development Assistant Committee (DAC), Organization of

Economic Corporation and Development (OECD), Online Database,
2016)

While Africa and the Asia region continues to be the major recipients of ODA, in the
1990s, Eastem Europe and the former Soviet Union emerged as other favored
destinations of foreign aid. Transition countries in this region received on"average
more than 13 percent of total ODA flows beginning early 1990s.On average,
countries in Africa and Asia region received about US$37.3 and USS$33.1 billion of
aid respectively in 2000-2014. In addition, Figure 1.3 displays the sectoral
allocations of ODA flows from all donors 1970 to 2014. The line graphs illustrates
that aid to social sectors is the major sectoral allocation of ODA given to recipient
countries from 1990 to 2014. About US$1.4 trillion of aid have been disbursed to all
developing countries within this period. Aid to social sectors include aid for



education, health, population policy or program and reproductive health, water
supply, sanitation and sewerage, government and civil society, and other social
infrastructure and services of a country.
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Figure 1.3 :  Sectoral Allocations of ODA (1970-2014)
(Sources: Credit Reporting System (CRS), Organization of Economic
Corporation and Development (OECD), Online Database, 2016)

The objective of giving aid to social sectors is to develop the human resource
potential and improve living conditions in aid recipient countries. Aid to this sector
depicted increasing trend from 1985 to 1995.The figure indicates that the amount of
aid to social, economic and production sectors had disbursed to developing countries
were almost equal in 1985, which is 33 billion in average. It is slightly decreased in
1990 until 1998 during world economic crisis. Then, donors had increased their aid
to social sectors to developing countries in year 2000 until 2014.

Aid to production sectors was the largest amount of sectoral allocations of aid given
to recipient countries for the period 1970 to 1985. However, donors have reduced the
amount of this aid to production sector from US$18.3 billion to USS$7.4 billion, in
1990 and 2000, respectively. Aid to this sector goes to the primary sector of recipient
country that is to agriculture, forestry, fishing, industry and mining, constructions,
trade policies and regulations. The allocation of ODA to production sectors were
more than double compared to the other sectors and also the second largest sectoral
allocations of ODA for economic sector.



1.2.2 Trend of Poverty, Income Inequality, Economic Growth and Quality of
Institutions in Developing Countries

On the bright side, extreme poverty has declined significantly over the last two
decades. In 1990, nearly half of the population in the developing world lived on less
than $1.25 a day; that proportion dropped to 14 per cent in vear 2015.Globally, the
number of people living in extreme poverty has declined by more than half, falling
from 1.9 billion in 1990 to 836 million in 2015. Most progress has occurred since
2000. The proportion of undermourished people in the developing regions has fallen
by almost half since 1990, from 23.3 per cent in year 1990-1992 to 12.9 per cent in
year 2014-2015. Figure 1.4 depicted the number of people living on less than S1.25 a
day worldwide for the period 1990 to 2015. The figure depicted that the absolute
number of people living in extreme poverty globally fell from $1.9 billion in 1990 to
$1 billion in 2011. Estimates suggest that another 175 million people were lifted out
of extreme poverty as of year 2015. The number of people worldwide who are living
on less than $1.25 a day has also been reduced by half from its 1990 level.
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Figure 1.4: Number of People Living on Less than $1.25 a Day Worldwide, year
1990-2015 (millions)
(Source: MDG Report, 2015)

For global poverty, the MDG targeted of reducing by half the regional proportion of
people living in extreme poverty, was achieved in year 2011, ahead of the 2015
deadline (MDG Report 2015). Figure 1.5 shows the latest estimates of the proportion
of people living on less than $1.25 a day globally (world)that fell from 36 per cent in
1990 to 15 per cent in 2011. Projections indicate that the global extreme poverty rate
has fallen further, to 12 per cent, as of 2015. The poverty rate in the developing
regions has plummeted, from 47 per cent in 1990 to 14 per cent in 20153, a drop of



more than two thirds. By year 2011, all developing regions except sub-Saharan
Africa had met the target of halving the proportion of people who lived in extreme
poverty. The world’s most populous countries, China and India. played a central role
in the global reduction of poverty. Due to the progress in China, the extreme poverty
rate in Eastern Asia has dropped from 61 per cent in 1990 to only 4 per cent in 2015.
Southern Asia’s progress is almost as impressive. There is a decline from 52 per cent
to 17 per cent for the same period and the rate of reduction has accelerated since
2008. In contrast, sub-Saharan Africa’s poverty rate did not fall below its 1990 level
until after 2002.
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Figure 1.5: Regional Proportion of Pcople Living on Less than $ 1.25 a day,
1990, 2011 and 2015 (%)
(Source: MDG Report 2015)

Even though the decline of poverty has accelerated in the past decade, the region
continues to lag behind. More than 40 per cent of the population in sub-Saharan
Africa still lives in extreme poverty in 2015.In West Asia, the extreme poverty rate
increased from 2 per cent in 2011 to 3 per cent in 2015. On the other hand, income
per capita which is proxy by adjusted by Gross Domestic Product (GDP) per capita,
measured by purchasing power parity (PPP), in constant 2005 U.S. dollar of the of
the household in the most regions of the world has increased steadily in relation to
the average per capita income of developed countries. Figure 1.6 illustrates a
significant increased in GDP per capita of East Asia and Pacific from U.S. $2000 in
1990 to more than U.S. $12,000 percent in 2015 (World Bank Report, 2016). The
economic performance of this region show flexibility in the face of unstable
international markets and remains the fastest-growing region in the world, with the
region’s economic performance prospects remain strong due to its limited exposure
to global turmoil, coupled with increasing investment activity.
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Despite of the significant increase in GDP per capita of the countries in the most the
regions in the world, there were only small changes of GDP per capita in Sub-
Saharan Africa and South Asia. The GDP per capita in both regions have been
stagnant at U.S. $1800 to U.S. $2000 from 1990 to 2002. Even though about USS
trillion of ODA had given to Sub-Saharan Africa, but countries in this region has
experienced only a little increased in GDP per capita, which is USS 3,695 and in
year 2015 from USS$ 1,640 in 1990 which is average 3.2 per cent during the period.
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Figure 1.6: Gross Domestic Product Per Capita, Purchasing Power Parity
(PPP) Worldwide, 1990-2015
(Source: World Development Indicator Database 2015)

Apart of poverty and GDP per capita, income inequality, which is proxy by Gini
index, was another important indicator that represents the economic performance of a
country. Gini index measures the distribution of income or consumption expenditure
among individuals or households within an economy deviates from an equal
distribution. A Gini index of 0 represents perfect equality, while an index of 100
implies perfect inequality (World Bank Report, 2015). Figure 1.7 indicated that there
are decreasing trend of income inequality in the most region in the world started
from year 2000 to present accept in Asia and Europe region. The figure illustrates
that the average Gini Index in Europe and Asia region from vear 2000 to 2013 are
stable around 29.5 per cent and 36.5 per cent, respectively.

Notwithstanding enormous progress of GDP per capita increment, income inequality
and poverty reduction, it is devastating that about 800 million people still live in
extreme poverty and suffer from hunger, without access to basic services (MDG
Report, 2015). Over 160 million children under age five have inadequate height for
their age due to insufficient food. Currently, 57 million children of primary school
age are not in school. Almost half of global workers are still working in vulnerable
conditions, rarely enjoying the benefits associated with decent work. About 16,000
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children die each day before celebrating their fifth birthday, mostly from preventable
causes. The maternal mortality ratio in the developing regions is 14 times higher than
in the developed regions. Just half of pregnant women in the developing regions
receive the recommended minimum of four antenatal care visits. Only an estimated
36 per cent of the 31.5 million people living with HIV in the developing regions
were receiving antiretroviral therapy (ART) in 2013. In 2015, one in three people
(2.4 billion) still use unimproved sanitation facilities, including 946 million people
who still practice open defecation.
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Figure 1.7: Worldwide Income Inequality, 1990- 2013
(Source: Standardized World Income Inequality Database (SWIID),
Version 5.0)

Today over 880 million people are estimated to be living in slum-like conditions in
the developing world’s cities. The region of Sub-Saharan Africa, Southern-Asia and
Southern-Eastern Asia continues to have the high prevalence of slum conditions of
all regions, estimated at 55 per cent, 31 per cent and 27 per cent, respectively in
2014. However, this represents a decline of almost 10 percentage points in
prevalence since 2000. On the other hand, the proportion of the urban population
living in slums continues to grow in countries affected by or emerging from conflict.
Iraq, for example, experienced an increase of more than 60 per cent between 2000
and 2014. Although the MDG target reached globally, additional efforts are needed
to improve conditions for the growing numbers of slum residents, especially in the
many countries that still lag behind. Some lessons are drawn from successful
experiences over the last 15 years. They include bold policy reforms and
implementation of equitable planning and economic policies to prevent future slum
growth. Slum reduction requires a combination of complementary approaches, from
raising awareness to increase ODA and its effectiveness in providing basic services,
along with policy reforms and institutional strengthening (MDG Report 2015). The

key to development lies in the quality of a country’s political, legal, and economic
institutions.
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Research has shown that institutions can matter far more than geography (Acemoglu,
et al., 2008; and Rodrik, 2004), but also that quality institutions are the result of
economic prosperity. Table 1.1 reported the worldwide trend of selected indicators of
quality of institution provided by ICRG from year 1990 to 2013, The institutions
quality indices that a score of higher index equates to very low risk and a score of
lower index equates to high risk. The table indicates Africa have the lowest rate of
quality institutions compared to other regions in the world.

Table 1.1: World Wide Sclected International Country Risk Guide (ICRG)
Indicator, 1990-2013

1990 1995 2000 2003 2010 2013
Corruption
Africa 29 2.8 2.2 [.8 2.1 1.8
Americas 2.9 33 33 2.6 2.6 24
Asia 28 33 33 3.0 34 34
Europe 5.0 4.8 3.9 34 RIS 34
Qceania 4.7 4.7 4.0 38 4.0 3.0
Law and Order
Africa AN 33 3.1 3.0 3.0 29
Americas 28 3.7 3.4 3.0 27 27
Asia RS 3.6 1.1 39 3.0 IS
Europe 5.1 SN 5.0 4.9 4.8 4.7
Occania 5.0 5.0 4.7 4.6 4.5 453
Socioeconomic Condition
Africa 5.2 5.0 3.6 3.3 3.3 3l
Americas 5.6 6.1 1.8 5. 5.2 5.2
Asia 5.4 6.5 5.0 6.3 6.2 6.0
Europe 6.7 6.4 6.8 7.9 7.2 6.9
QOceania 54 6.5 7.0 7.8 7.4 7.2
Internal Contlict
Africa 5.7 8.3 y.7 8.7 8.3 S0
Americas 7.0 10.0 8.3 94 9.4 93
Asia 6.4 10.6 8.7 9.0 8.8 8.2
Europe 11.2 11.8 10.2 10.6 10.3 10.0
Oceania 10.7 11.0 10.7 104 10.3 10.2
Bureaucracy Quality

Africa 1.6 1.6 1.2 1.2 1.3 1.3
Americas 1.6 1.9 2.2 2.2 2.2 o2
Asia 1.9 23 2.1 2.1 22 22
Europe 3.1 33 3.0 3.0 29 29
Oceania 3.5 3.5 3.3 3.3 33 33
(Source: International Country Risk Guide (ICRG)., PRS 2015)

However, the relationship between good institutions and economic prosperity may
not always be linear or straightforward, but it is clear that weaker institutions
undermine the political will. It is necessary to put appropriate policies or implement
key reforms. In addition, stable pofitical and legal structures in which propenty rights
are enforced are critical in attracting investors. as is a degree of equality in society
that allows different segments to participate in economic life (Acemoglu. 2003).
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More and better, investment is one of the main ingredients of sustained growth.
Low-income countries have implemented important political and institutional
reforms in recent years. Many of these countries have switched to democratic
institutions and multiparty elections. According to the report of the Commission on
Growth and Development (2008), “In many countries [in sub-Saharan Africa], if not
most, a new generation of leaders is in power, committed to growth and to more open
and accountable government. Institutions have also improved in a number of places.”
Nevertheless, more remains done in many of these countries. Although many nations
face serious institutional challenges, the international community has focused on so-
called fragile states—countries characterized by weak institutional capacities and
governance, social tension, and political instability—in other words; countries caught
in the conflict and bad governance traps (Collier, 2007). Fragile states have 9 percent
of the developing world’s population but 27 percent of the extreme poor (living on
less than $1 a day). International organizations use different measures to judge
fragility, generally combining aspects of the capacity and accountability of
institutions with indicators related to conflict risks. In 2006, the World Bank
identified 35 countries as fragile.

1.2.3 Foreign Aid, Quality of Institutions and Economic Growth in Developing
Countries

This scction presents the recent figure on ODA and Gross Domestic Product (GDP)
per capita of the recipient countries by income. Figures 1.8a to 1.8e display the
scatter plot of GDP per capita (Purchasing Power Parity (PPP), in constant 2005 US
Dollar and aggregate ODA and sectoral allocations of ODA for the sampled
countries average over the entire period 1995 to 2014. The fitted line in all scatter
plots in Figure 1.8a to 1.8¢ show a negative relationship between aggregate of ODA
and sectoral allocations of ODA with real GDP per capita. Meanwhile, scatter plots
in Figure 1.9a to 1.9fillustrate positive correlation between quality of institution and
real GDP per capita. Figure 1.9a, 1.9b, 1.9¢c, 1.9d, 1.9¢ and 1.9fpresent the scatter
plots between selected quality institutions indicators and real GDP per capita.
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Figure 1.9f: Scatter Plot between Real GDP Per Capita Vs. Ethnic Tension
(Sources: World Development Indicators (2016), International Country
Risk Guide (ICRG), PRS Group, 2011).

The magnitude of correlation does not imply the actual magnitude of the effect of
sectoral allocation of aid and quality of institutions on economic growth. The actual
effects of these variables can be confirmed relation could be test using more
powerful and robust econometric methodology. However, the positive of correlation
between quality institutions and economic growth can pay off the negative
correlation of sectoral allocation of aid on economic growth through the interaction
terms effect.

1.2.4 Foreign Aid, Quality of Institutions and Income Inequality in Developing
Countries

The indicator of income inequality within a country is represented by the Gini Index
that runs from 0 (perfect equality) to 100 (complete inequality). Figurel.10a to 1.10e
illustrate the scatter plots between total ODA disbursements (in constant 2005 USS$,
million) and sectoral allocations ODA with income inequality in selected aid
recipient countries for the period 1995 to 2014. Figures 1.10a to 1.10e indicate that

aggregate and sectoral allocations of ODA have negative relationship with income
inequality of the recipient countries,
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In addition, the scatter plots between Gini Index and six qualities of institutions are
depicted in Figure 1.11a to 1.11£The figure indicates that law and order and portray
that law and order and socioeconomic condition are potentially reducing income
inequality in the recipient countries. In contrast, intemal conflict, investment profile
and ethnic tension, are positively correlated with Gini Index. These indicators have
seen to increase income inequality in the aid recipient countries.
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1.2.5 Foreign Aid, Quality of Institutions and Production Efficiency in
Developing Countries

Foreign aid also has an impact on production efticiency on the ard recipient
countrics. Figures 1.12a to 1.12e illustrate the scatter plots between total ODA
disbursements (in constant 2005 USS. million) and sectoral allocation ODA with
production efficiency in selected aid recipient countries for the period 1995 10 2014,

The scatter plots in Figure 1.12a to 1.12¢ describe the positive relationship between
aggregate and sectoral allocation of ODA and production etticiency during the
period 1995 to 2014,
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In additions, the scatter plots between institutional qualities with production
efficiency are depicted in Figure 1.13a to 1.13f.
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Figure 1.13a : Scatter Plot between Production Efficiency Vs. Law and Order
(Sources: DEA  output (Production Efficiency Score) and
International Country Risk Guide (ICRG), PRS Group, 2011)
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International Country Risk Guide (ICRG), PRS Group, 2011)
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Figure 1.13c : Scatter Plot between Production Efficiency Vs, Internal Conflict
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International Country Risk Guide (ICRG). PRS Group. 2011)
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The scatter plots in Figure 13a to 13f show that law and order. socioeconomic
condition, bureaucracy quality, investment profile and ethnic tensions have positively
correlated to production efficiency.

In conclusion, all the scatter plots portrayed that aggregate and sectoral allocations of
ODA correlated with economic growth, income inequality and production efficiency.
At the same time most of the quality of institutions has a betier and stronger
correlation to economic growth, income inequality and production efficiency.
Therefore this study predicts that quality of institutions have a significant influence
(the interaction effect) on the impact of sectoral allocation of ODA on economic
growth, income inequality and production efficiency of ODA recipient countries.
Meaning that quality of institutions can determine the impact of sectoral ODA on
economic growth, income inequality and production efficiency of the recipient
countries.

1.3 Issues and Problem Statements

Foreign aid, in particular Official Development Assistance (ODA) regarded as a key
for the achievement of the Millennium Development Goals (MDGs). It can resolve
the poverty and income inequality problem by fostering sustained economic growth
in the developing countries. Development aid, recognized as a crucial instrument to
help poor and developing nations grow out of poverty. In year 2016. the OECD
noted that donor nations have provided more than $4.27 tnllion in development of
ODA to developing countries, with about one-fifth of that provided by the United
States since 1960.

Unfortunately, the growth experiences by many of these countries have not been very
satisfactory despite a continual increase in aid. The apparent failure of foreign aid
has brought series of debates about the effectiveness of foreign aid among
economists and policy makers in both developed and developing countries. The core
argument on the ineffectiveness of foreign aid involves with the problem of weak
quality of institutions in countries who are receiving foreign aid. Poor institutions
encompass various dimensions, such as poor quality of bureaucracy, weak adherence
of law, rampant corruption, and mismanagement of public resources. Weak
institutions not only prevent development aid from reaching its intended target, but
also lessen the magnitude of the impact on other social aspects aimed at improving
human welfare in recipient countries.

Therefore, the institutional quality of the recipient countries appears to be the key
explanatory variable for the ineffectiveness of foreign aid on economic growth. This
argument is supported by World Bank (1998), which pointed out that the failure of
foreign aid is cause by weak governance structure and poor institutional quality of
the recipient country, known as “crisis of governance™. This view implies that aid is
effective in the countries that have good quality of institutions and governance.
Therefore, the quality of institutions plays as a mediator or pre-requisite of foreign
aid effectiveness on increasing economic growth. Thus, study on the impact foreign
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aid on economic growth should take consideration on the quality of institutions of the
recipient countries.

The second issue addressed in this study concerns the impact of forcign aid on
income inequality of recipient countries. As discussed earlier, ODA, considered as
one of the most important factors, which can resolve poverty and income inequality
problem by fostering sustained economic growth in the developing world. Though
some of developing countries have experienced some positive indications of
progress, in general, inequality is still at a very high level for developing countries.
Foreign aid potentially causes increasing of income inequality in the developing
countries (Layton and Nielson, 2008). As reported in UNDP Report (2016),
inequality for developing countries has increased by 11 percent if the growth of
population is taken into account (UNDP, 2016). This phenomenon occurs when large
inflow of foreign aid, only benefits corrupted and undemocratic governments. Aid
usually may not be directly transferred to the poor, as it is the domestic governments
that act as representatives of the population of a country, and many governments in
poor countries are quite corrupt and inefficient (Khiew, 2013).

Corruption can hamper not only economic development, as many studies suggested,
but it also can change the distribution of public resources by diverting the resources
towards specific groups. Specifically, corruption redirects aid money away from its
intended target to a small segment of the population, increasing income inequality.
The poor who depend heavily on goverment-provided goods and services usually
have limited access to the services, and they often describe their experiences with
government bureaucrats as unpleasant (Narayan et. al, 2000). Thus, lack of
competency and motivation, shirking, and absenteeism among government officials
undermine the quality of public goods and services provisions. When a large amount
of development aid is transferred through government bureaucratic system, which is
often described as corrupt and inefficient, the poor may not benefit much from the
transferred resources.

Furthermore, the rule of law, which includes judges, court personnel, and police, is
supposedly in place to enforce public accountability in the bureaucracy and ensure
public sector integrity. When the rule of law cannot perform its functions, as is often
the case in many developing countries, corruption is rampant and government
accountability is plummeting, affecting any resource distribution coming through the
system. Therefore, good institutional quality is important in decreasing income
inequality because it will help government to meet the needs of the poor. Better
institutions and governance also decreases income inequality by redistributing
income through effective taxation and by decreasing the influence of the “high-
income political elites” through crackdowns on corruption. Without good
institutions, aid is likely to have a detrimental impact on distribution of income in
recipient countries. Thus, it is clear that the effectiveness of foreign aid on reducing
income inequality depend on the quality of institutions of aid recipient countries.
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Apart from promoting economic growth and reducing income inequality. aid is also
targeted to improve production eftficiency i{l the recipient countries. In addressing the
issue of whether foreign aid can lead to InCrease production efficiency. this study
examines the role of institutional quality in fostering the production efticiency in
recipient countries. It has been argued that foreign aid failed to increase production
efficiency if it is being used unproductively such as unnecessary government
expenditure, rent seeking, corruption and excessive capital output (Chen and Singh,
2014). Technological progress is the one of the major key determinants in improving
production efficiency. Technological progress means the expansion of the set of
production possibilities; an increase in production efficiency is synonvmous to a
more efficient use of the existing production inputs and cormresponds to a
convergence towards the production frontier. However, developing countries
typically have lower rate of technological progresses compared to developed
countries. Therefore, foreign aid will be efficiently and increased the production
efficiency in the country that has good quality of institutions.

As discussed in this section, the effectiveness of foreign aid is depending on the
quality of institutions of the recipient countries. Thus, it is important to examine the
role of quality institutions on the effectiveness of sectoral allocations of foreign aid:
1) aid to social sectors; ii) aid to economic sectors; iii) aid to production sectors; and
iv) aid to multi sectors on economic growth, income inequality and production
efficiency of selected aid recipient countries.

1.4 Research Questions
Several questions need to be answered from the problems discussed in the previous

section:

1) What is the impact of the four main sectoral allocations of foreign aid on
economic growth, income inequality and production efficiency of the
recipient countries?

2) Do the quality of institutions have significant impact on economic growth,
income inequality and production efficiency of the recipient countries?

3) Do the quality of institutions have significant influence to the impact of the
four main sectoral allocation of foreign aid (interaction effect) on economic
growth, income inequality and production efficiency of recipient countries?

1.5 Objectives of the study

The general objective of this study is to examine the role of four sectoral allocations
of foreign aid and quality of institutions on economic growth, income inequality and
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production efficiency in developing countries. The specific objectives of this study
are:

1) to investigate the role of institutions quality on the impact of the four main
sectoral allocations of foreign aid on economic growth in developing
countries;

2) to examine whether the impact of the four main sectoral allocations of foreign
aid on income inequality in developing countries depends on institutions
quality;

3) to analyze whether institutions quality has any contingent effect on the
relationship between four main sectoral allocations of foreign aid and
production efficiency in developing countries.

1.6 Significance of the study

Firstly, this study contributes to the empirical studies on the effectiveness of foreign
aid by investigating the impact of different sectoral allocation of foreign aid on
economic growth, income inequality and production efficiency of the recipient
countries. Most of the previous studies used aggregate foreign aid figure to analyze
the impact of foreign aid on economic growth, income incquality and production
efficiency. One of the main weaknesses in using aggregate aid figure is that it leads
to an aggregation bias in findings due to the failure in disentangling the individual
effects (Cassen, 1994; White, 1998; Mavrotas, 2002a; 2002b; Clemens et al., 2004;
Mavrotas, 2005; Mavrotas and Ouattara, 2006a; 2006b; Doucouliagos and Paldam,
2009a; 2009b). Since there are different types of foreign aid by different donors for
different purposes, the nature of the foreign aid becomes a challenge for assessing
the effectiveness of aid. Not all foreign aid intends to generate economic growth.
Some aid is intended for humanitarian purposes; and some may simply improve the
standard of living of people in developing countries (Owen, 2009). Thus, accessing
the effectiveness using various types of foreign aid especially at allocation level is
needed in order to provide valuable information and evidence to policymakers about
the magnitude and significant effect of four sectoral allocations of aid on economic
growth, income inequality and production efficiency. This information can be a
signal to policy makers and donors to execute a more efficient allocation of foreign
aid policies in order to achieve the economic and social development goals in
developing countries. Secondly, this study contributes to empirical study on the
interaction effects of different sectoral allocation of foreign aid with different
institutions indicators provided by International Country Risk Guide (ICRG). Most
of the previous studies used aggregate institution indicators as a proxy for quality of
institution. However, this study analyzes the impact of six components of institutions
indicators from the (ICRG), such as: socioeconomic condition, international conflict,
law and order, ethnic tensions, bureaucracy quality and investment profile on four
sectoral allocations of aid, i.e: social aid, economic aid, production aid and multi aid
on economic growth, income inequality and production efficiency. This study
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provides more detailed and appropriate information about the impact of a every
single institution quality indicator on every single sectoral allocations of foreign aid
in affecting economic growth, income inequality and production efficiency. This
study will alert policy makers about the institutions quality that have significant
influence to the effectiveness of sectoral allocations of aid on economic growth,
income inequality and production efficiency.

Thirdly, from the policy perspective, policy recommendations can be developed to
improve and strengthen the donors’ aid allocation policies based on the empirical
results to ensure that aid achieves the development goals.

1.7 Scope of the Study

This study utilizes panel data of 59 for the first objective; 50 for the second
objective; and 80 (for the third objective) of developing countries covering the period
1995 to 2009 (refer to Appendix A, B and C). The sample of country selected is
based on the availability of data. This study focuses on the impact of four main
sectoral allocations of aid, such as aid to social sectors, aid to economic sectors, aid
to production sectors and aid to multi sectors on economic growth, income inequality
and production efficiency. This study utilizes the six political risk-rating components
of the International Political Risk Guide (ICRQG), (i.e. law and order, socioeconomic
conditions, ethnic tensions, internal conflicts, bureaucracy quality and investment
profile) to proxy the quality of institutions.

1.8 Organization of the study

The organization of this study is as follows: Chapter 2 defines aggregate and sectoral
allocations of foreign aid and briefly describe about the origin of foreign aid. Then,
this Chapter reviews the theoretical and empirical evidences on the linkages between
foreign aid and quality of institutions on economic growth, income inequality and
production efficiency. The research methodology is presented in Chapter 3. It starts
by describing the theoretical framework that outlines the basic model of relationship
between foreign aid and economic growth, income inequality and production
efficiency. Then, this chapter presents the model specification and econometric
equations used to test the impact of sectoral allocations of aid on economic growth,
income inequality and production efficiency. Chapter 4 presents the empirical results
of the analysis and the interpretation of the results. Finally, summary, conclusion,
policy implications and recommendation are described in Chapter 5.
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