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Introduction

Problem Description

& Foreign aid remains an important part of efforts to promote economic and social development. It has
been used for a long time as a policy tool to reduce poverty, encourage economic growth, and
strengthen governments in developing countries.

& According to institutional-development theory, external financial and technical support can strengthen
bureaucratic capacity, enhance service delivery, and legitimise state authority by improving the rule of
law and administrative efficiency (Brautigam & Knack, 2004; Kosack, 2003; Minoiu & Reddy, 2010;
Isaksson & Durevall, 2023; Aljonaid et al., 2025).

< However, the governance outcomes of aid are far from uniform. While aid can strengthen public
institutions and support reforms, it can also create harmfull incentives that weaken accountability and
encourage corruption.



Introduction

Foreign Aid as A Bless

& Economic growth and poverty reduction

Foreign aid promotes long-term economic growth and significantly reduces poverty when well-targeted and
managed (Abate, 2022)

& Governance and institutional strengthening

predictable, well-managed aid inflows improve institutional performance and governance stability (Isaksson and
Durevall, 2023); Aljonaid et al. (2025).

& Sustainable development catalyst

Effective aid allocation with accountability drives modernization and social progress in developing nations
(Kosack, 2003) .



Introduction

Foreign Aid as A curse D

< Aid and corruption risk

Large foreign aid inflows can encourage corruption and rent-seeking by political elites, undermining development goals
(Menard & Weill, 2016; Dzhumashev & Heilemariam, 2021).

& Weak institutional and misuse
In weak governance environments, foreign aid is often misused through patronage and non-transparent procurement
processes (Menard & Weill, 2016; Dzhumashev & Heilemariam, 2021).

& Negative impact on development
Without strong accountability, foreign aid may erode institutional capacity and reinforce clientelism instead of
fostering growth (Bethencourt, & Perera-Tallo, 2024). 4



Research Gap

* The relationship between foreign aid and corruption has long been
debated and the previous research findings are not straightforward

and inconclusive.

Political interests frequently influence aid allocation, and previous
studies found conflicting findings highlight the challenges in assessing
aid effectiveness and call into question whether conventional
indicators like GDP growth are truly adequate for measuring its
overall impact.




Research Objective
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To investigate the relationship To evaluate whether economic To enrich the existing
between foreign aid and indicators and governance quality literature by providing robust
corruption in developing influence corruption, and whether empirical evidence

countries these factors help explain the effects
of foreign aid




Data
This study uses panel data for 85 developing countries covering the period 2000-2023, sourced from
RE SE ARC H The Global Economy database.
Variable Short Definition Expected Sign
ME T H O D O L O G Control of Corruption Measures how well corruption is prevented. —
Log of Foreign Aid Log of total foreign aid received. +
Inflation Rate Annual change in price levels. —
Unemployment Rate Share of unemployed labor force. —
Log GDP per Capita Income level (log). +
Human Development Index Education, health, living standards. +
Gov. Effectiveness Quality of services and policymaking. +
Regulatory Quality icrzlll;llei:z:nft;fiur} .ations and policy +
Gov. Accountability Transparency and polit +
Region Frequency Percent Freq.
Cumulative
Africa 34 37.78 816
Asia 29 32.22 696
Europe 7 7.78 168
Latin America 16 17.78 384 ‘e
Oceania 4 4.44 96




Method

RE SE ARC H * This study employs three estimation techniques, pooled ordinary least square (OLS), the fixed

effects, and the system Generalized Method of Moments (System GMM).

* The incorporation of System GMM is to rigorously address for potential endogeneity issues
within the data.

* The pooled OLS and fixed effect can be expressed as equation (1):

CoC; = fy + Bylnaid;; + Byinflation;; + fsunemprate;; + [y lnGDPcapita;; +
PsHDI; + BgGEl; + B7RQI; + BgGAlLy + BoCPIy + ;¢ (1)

* The GMM model in this study is specified in equation (2):

CoCiyy = [y + yCocit—1 + Pilnaid;; + [rinflation;; + fzunemprate;: +
ﬁ,i,ETIGDPCfIﬁitﬂit + ,SEHDI'H + ,GE,GEJII'T_- + B?RQI” + ﬁBGAIit + ,SQCPIH + Ejt [2}

* To evaluate whether the instruments used in the GMM estimation are valid in this study, the
Sargan test of over-identifying restrictions is employed.




RESULTS AND DISCUSSION

Summary Statistics

Variables Mean sd min max
cocC -.5872375 5428493 -1.8 1.62
Lnaid 5.829144 1.34863 -1.272966 10.26578
Ingdpcapita 7.660007 1.001267 4.696746 9.992663
inflation 8.002143 21.32351 -16.9 513.9
HDI .6218398 1239267 253 .889
unemprate 8.004123 6.293623 12 34.01
GEI -.5076519 5921815 -2.23 1.24
RQI -.4728342 6074178 2.3 1.2
Inpop 2.380805 1.71051 -2.302585 7.271057
GAI 4097345 7156597 -1.715 1.534
CPI 31.99055 10.04558 4 68
Observations 2160

ONON®)

Average COC score is —0.59, indicating generally
weak corruption control across countries.

Scores range from -1.8 (very weak) to 1.62
(relatively strong); Moderate variation (sd = 0.54)
suggests meaningful cross-country differences.

The logarithm of foreign aid (Inaid) has a mean value
of 5.83, indicating that countries in the sample
typically receive substantial aid inflows.

The minimum value of —1.27 does not mean that
countries receive negative aid. Instead, this negative
value occurs because foreign aid is log-transformed
(When a country receives an amount less than 1
million USD).




RESULTS AND DISCUSSION

Regression Results

ONON®)

A 1% increase in aid corresponds to a 0.0375 decline in COC,
implying that countries receiving more aid tend to exhibit weaker
control of corruption (in OLS)

However, aid shocks or changes in aid levels do not translate into
better or worse corruption control over time.

The positive effects of RQI, GAI, CPI, and GEI show that stronger
institutional quality leads to better control of corruption.

The negative and significant coefficient on GDP per capita is
counterintuitive, rising GDP per capita does not translate into
better corruption control.

The negative effects of aid and GDP per capita on CoC, alongside the
positive and significant impacts of institutional variables (RQI, GEI,
GAI, CPI), indicate that resource availability alone, does not
improve corruption control without strong institutional
foundations.

(Pocled OLS) (FE)
CoC CoC
Inaid S0.Q3ITET -0.0125
(0.0464) (0007737
Inzdpeapita -0.1037 -0.0E147
(0.00793) (0.0203)
mflahon 0 000e0s™ 0000700
(0000277 (0000381
HDI 14007 {.7a3"
{0.365) {02213
Unsmprate 0008257 -0.0474s
(000055 5) (0,003 147
GEIL 03117 026477
(0.0207) (0.0333)
ROl 0.08337 0.1807
(0_0183) (0.0436)
Inpep -1 018" 0475
(0.458) (0.434)
GAT 009777 008977
(0.30531) (0.0317)
CPI 00371+ 00170
(001170 (O Ge02 05
Constant 0T34 -0 4R1T
{(0.0911) {0.1E4}
F-test T21.089 34 222
p-valus 0000 0000
E- 0.863 0486




RESULTS AND DISCUSSION

Regression Results

ONON®)

Aid has a negative and significant effect (—0.0319)**
o Countries receiving more aid tend to have weaker control of corruption.
o This result lends empirical support to the "aid curse" or "paradox of plenty"
hypothesis in the context of governance, which posits that large, unmanaged
financial inflows can distort governance incentives.

After correcting endogeneity, GDP, HDI, RQI, and CPI does not drive changes in
corruption control.

The result shows that country's governance institutions proxied by GEI and GALI is positive
and significant at 5% significance level. These results demonstrate that capable
bureaucracies and transparent, answerable governments are fundamental to controlling
corruption

(Svs-GhDD
CoOC
L.CoC 0934
(0.0E16)
Inaid -0.0319%
(00124
Ingdpcapita -0.00469
(00244
nflation 000317
(000425
HDI 4 TED
(3.329)
Unemprate -0.00193
(000128
GEI 00784
(00372
Bl 00234
(0.0251)
Inpop 05127
(25342
GAT 002837
(001113
CFPI 0000204
(000222
Constant 0104
(02307
AR(1) p-value 0.000
AR p-value O_EEER
Sargan p-valus 0602
Hansen p-wvalue 0.664
Standard errors in parenthezes

"pe0l, U p<005 " pe001




RESULTS AND DISCUSSION

(Svs-GML)
COC
. L COC 0034
Regression Results (0.0816)
Inaid 00319
o , , . (0.0154)
* One key objective of development aid flows to fragile countries over the last decades has Ingdpeapita 0.00469
been to improve governance and institutions and create pathways towards more democratic (0.0244)
and inclusive states (Carothers, 1999; OECD, 2011; UNU-WIDER, 2023). However, this inflation 0.00517
study shows profound policy dilemma: aid is most critically needed in countries with the (000423
weakest institutions, yet our results indicate that these are precisely the environments HDI (g-zfgj
where aid 1s most likely to exacerbate corruption. '
Unemprate -0.00193
(0.00188)
* Posttest result: GEl 00784
o Arellano-Bond Tests: (0.0372)
= AR() p =0.000: Expected; confirms proper model differencing. ROQI 0.0234
= AR(2) p = 0.888: No second-order serial correlation — model valid @020
o Sargan TestL p = 0.602: fmpop ;g;ﬁﬁj
— Instruments not rejected; overidentifying restrictions valid. GAl ——
o Hansen J-Testp = 0.664: (0.0111)
— Robust test confirms instruments are valid and not overfitted. CPI 0.000804
(0.00288)
Constant 0104 : : : : :
{G'ZED} e o 0 0 0
AR(1) p-value 0.000 o0 0 0 o
AR p-value 0.888 coco o0
Sargan p-valus 0602 ceo oo
Hansen p-value 0.664 ceoco e
Standard errors in parenthezes e e e oo
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CONCLUSION

* Across all models, Pooled OLS, Fixed Effects, and System-GMM, foreign aid consistently shows a negative
association with control of corruption.

* Foreign aid, while intended to support development, does not automatically strengthen governance. In
countries with weak institutions, aid can unintentionally make corruption control more difficult.

 The study shows that strong institutions proxied by effectiveness, accountabilty and sound regulatory
practices, are the foundation for reducing corruption.

* Simply increasing financial resources, whether through economic growth or aid, is not enough. Without
capable institutions to manage and oversee these resources, they risk being diverted or misused.

Source: https.//en.wikipedia.org/wiki/Research#Artistic_research cecoe
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RECOMMENDATIO

* Enhance Transparency and Accountability through the Traffic Light Rating System
o The core idea: an evidence-based system to classify government institutions for smarter aid delivery
o The goal: match the method of aid delivery to the proven capacity of the institution receiving it
o How it works:
» Assess the effectiveness (such as quality of staff, financial reports, and allocation) and
accountability(through transparency of reports, public comment mechanisms)
* Who assesses: international experts, an independent panel of local experts (e.g, NGO, researcher,
academician)

* Develop an accessible and interactive real-time aid dashboard to prevent misuse and hidden transactions
o The core idea: Trace the entire fund flow; from donor to government accounts, then to vendors and/or
implementers
o The goal: facilitate better monitoring and strengthen public trust
o How it works: ceeee

* Consolidates data from all relevant sources, such as government financial systems, aid reports from
donors, and procurement platforms, in a single unified database. S
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