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Abstract

In recent decades, economic globalisation with the emergence of the BRICS (Brazil, Russia, India,
China, and South Africa) countries has attracted the world’s attention. These countries have
recently established a “New Development Bank (NDB)” to help the developing world and increase
their own global effectiveness. For the purpose of providing policy suggestions to the NDB, this
dissertation assesses the historical effects of foreign direct investment (FDI), foreign aid, and
external debts on the economic growth of developing countries. The empirical evidence is derived
from the panel data on 96 low to middle income developing countries over the 1991-2011 period.

The Solow model is utilised based on multiple linear regression methods.

To provide more detailed policy indications to the NDB, the regression models are conducted
aggregately for the whole sample and specifically for the countries with different income levels
(low income countries [LIC], lower-middle income countries [LMIC], and upper-middle income
countries [UMIC]). When considering the sample as a whole, the results include: (a).weak
diminishing returns to scale exist; (b).capital stock, employment and FDI promote economic
growth while total official development assistance (TODA) and total external debt (TED) do not;
(c).multilateral official development assistance (MODA) reduces economic growth while bilateral
official development assistance (BODA) stimulates the economy; (d).World Bank loans (WBL),
IMF credit (IMFC) and other external debts (OED) have no significant effects on the economy.
When considering different income levels individually, | find: (a). the LIC and UMIC are very likely
to have constant returns to scale, while the LMIC tend to have diminishing returns to scale;
(b).capital stock and employment are more important for the UMIC while FDI generates more
benefits for the LIC and LMIC; (c).TED weakens the LMIC’s economy; (d).MODA dampens the
economy of the UMIC while BODA stimulates growth in the LMIC and UMIC; (e).WBL weakens
the LIC’s economy but benefits the LMIC, and IMFC harms the economy of LMIC.

Based on these results, | can say that probably, the establishment of the NDB is important for the
LIC and LMIC to set foot on the track of growth. The policy implications are that if the NDB is
established, it should: (a).invest and guide FDI flows into the LIC and LMIC, especially to the
projects that increase capital stock; (b).learn lessons from as well as cooperate with traditional
MODA agencies; (c).take over some functions from the WB and at the same time as cooperating
with the WB; (d).cooperate with the International Monetary Fund (IMF) and make sure the funds
have appropriate conditions attached and go to the right countries; (e).advise the UMIC to phase
out MODA, IMFC and OED (while BODA and WBL tend to be wiser choices), and probably give

them guidance on policies.

Although obstacles exist, the NDB is predicted to be a complement to the traditional MODA
agencies and international financial institutions. | hope that the NDB with the traditional institutions
could improve world economic governance and achieve their common goal to contribute to the

growth of developing countries.



Chapter 1. Introduction

1.1 The era of globalisation and the BRICS countries

Globalisation is restructuring the ways in which we live in a very profound manner. Itis led
from the west, bears the strong imprint of American political and economic power, and is
highly uneven inits consequences. But globalisation is not just the dominance of the west
over the rest; it affects the United States as it does other countries (Giddens, 1999, p.4).

In today’s world, no country can be isolated from another. Different economies are becoming
increasingly interdependent. The economic as well as financial activities such as international
trade, foreign investment, foreign lending, and international aid have been widely expanded in
recent decades (Carbaugh, 2011). According to the World Bank (WB, 2011), the world is in the
midst of change, with emerging economies (China, India, Brazil, Indonesia, Russia, efc.) at the
helm of the global economy, and playing increasingly prominent roles in the global business and
financial markets. Consequently, along with globalisation, new world orders with multi-polarity
(politically and economically) are now forming, and the diffusion of power in the international
economy of emerging countries is turning out to be enormous. Figure 1 below illustrates the
historical and forecasted shares of gross domestic products (GDP) of developing and developed
countries calculated on purchasing power parity (PPP). The relative share of the developing
economies increased from 37% to 55% in the first fourteen years of this millennium (2000-2013),
and was predicted to increase further to 64% by 2023.

Figure 1. The distribution of global GDP in 2000, 2013, and 2023

2000 2013 2023

M Developing economies

m Developed economies
Figure 1. The distribution of global GDP (percent of total; based on PPP exchange rates) in

2000, 2013, and 2023. Copyright 2013a by the IMF. Reprinted with permission.
Brazil, Russia, India, China, and South Africa are five emerging countries which have large and
increasing effects on their geographical areas and international affairs. The acronym of BRICs
(excluding South Africa) was first introduced by O’'Neill (2001), the Chairman of Goldman Sachs
Asset Management. In the report Building Better Global Economic BRICs, he stated that the four
large emerging countries’ economies (Brazil, Russia, India, China) would experience a boom in
the next few decades, because he believed that the purchasing power for China, India, and
Russia currencies were underestimated, and the four countries’ trade shares and roles would be

improved. Of course, such predictions are based on certain conditions, such as same levels of
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exchange rates, more consideration of purchasing power parity, and so forth. Even though this
was just a prediction, since then the growth of BRICs (excluding South Africa) has attracted a

large amount of attention from both the public and economists alike.

1.2  The BRICS New Development Bank (NDB)

Although the concepts of BRICS were introduced in 2001, its first official meeting was not held
until the 1s* BRICs (Excluding South Africa) Summit in 2009. The summit invited South Africa as
the fifth member country, and focused on improving the global economic situation and reforming
financial institutions, and further agreed that the emerging economies must have a louder voice
in the global economy as well as within financial institutions (the BRICs [excluding South Africal],
2009). After BRICS 4th Summit in March 2012, the five BRICS countries (Brazil, Russia, India,
China, and South Africa) have already started to examine the feasibility and viability of
establishing a development bank. In March 2013, the five countries agreed to the development
of a new bank, which would not only provide funds to the five countries, but also support projects
in other developing countries (the BRICS, 2013). Finally, in their 6th Summit in Brazil, the
development bank is founded and names as New Development Bank (NDB), and its head quarter
is located in Shanghai, China. The establishment of the NDB would result in the developing world
having their own source of finance.

Figure 2. The IMF voting powers in 2014
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Copyright 2014a by the IMF. Reprinted with permission.



Figure 3. The WB voting powers in 2014
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Note: Adapted from hittp://siteresources.worldbank.org/BODINT/Resources/278027-

1215524804501/IBRDCountryVoting Table. pdf
Copyright 2014a by the WB. Reprinted with permission.

It has been argued that BRICS agreed to set up a development bank for the following two reasons:
firstly, BRICS are frustrated with the IMF and WB’s functioning and the slow pace of reformation
in those two organisations. As shown in Figure 2 and 3, the voting powers of the IMF and WB are
partial to the industrialised countries (This displayed WB voting power is for The International
Bank for Reconstruction and Development [IBRD]), one of the main institutions of the WB. In fact,
the IMF’s voting power is determined by the country’s quota, which is based on its relative position
in the global economy (and each country’s contribution to the IMF) and is calculated by its GDP,
openness, economic variability, and international reserves; each country’s power is changing over
time. The recent adjustment became effective in 2011, which has strengthened the representation
of dynamic economies, and the voting rights of many emerging countries have increased (the
IMF, 2014b). However, this method of voting power allocation has been a controversial issue, and
the reformation seems far from the expectation of the developing world, which will be discussed
in Chapter 2. Although it might be “fair enough” to vote based on the contributions as is operating
currently, the developing countries strive for “equitable voting power” (“Analysis of World Bank
voting reforms”, 2010). Secondly, BRICS are strong enough to have an impact on the global

economy, and their independent studies and analyses find that the NDB is feasible and viable.

1.3 International financial institutions and capital flows

Since the United Nations Monetary and Financial Conference held in Bretton Woods in 1944, the
IMF and WB have become the two main international financial organisations responsible for
increasing member countries’ standards of living. Their approaches are considered to be
complementary. The IMF is primarily a cooperative institution that seeks to maintain an orderly
financial system between nations, while the WB s a development institution whose missions are
reducing poverty and promoting growth. The IMF focuses on macroeconomic issues (making
short to mid-term loans, providing policy advices, giving technical assistances, etc.), and the WB

concentrates on long-term economic development and poverty reduction (building schools and
9
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hospitals, protecting environments, economic reformation, etc.) (the IMF, 2014c). By their
declared functions, the IMF and WB are two institutions that frame international economic orders,
and act as both agents for and resources of foreign aid and external debt! (Driscoll, 1996).

One of the key components of economic globalisation involving these institutions are international
capital flows. According to Nkoro and Uko (2012), capital inflows are welcomed by the host
country, because it is always seen as a catalyst for growth. This dissertation will consider foreign
direct investment (FDI), foreign aid (here | consider official development assistance [ODA]), and
external debt as they have tighter links with the international financial institutions. The WB (2014b)
define FDI as “the net inflows of investment to acquire a lasting management interest (10 percent
or more of voting stock) in an enterprise operating in an economy other than that of the investor”
(para.l). For ODA, it refers to “government aid designed to promote the economic development
and welfare of developing countries. Loans and credits for military purposes are excluded. Aid
may be provided bilaterally, from donor to recipient, or channelled through a multilateral
development agency such as the United Nations or the World Bank” (The Organisation of
Economic Cooperation and Development, 2010, para.3). In respect of external debt, the WB
(2014c) defined it as “the debt owed to non-residents repayable in currency, goods, or services.
Total external debt is the sum of public, publicly guaranteed, and private nonguaranteed long-

term debt, use of IMF credit, and short-term debt” (para.1).

Figure 4. World FDI flows (constant 2005 US$ in millions) (1971-2011)
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Note: Foreign aid here refers to official financial flows, which include both official
development assistance (ODA) and total other official flows, while the data used in this
dissertation will be ODA. Adapted from
http://unctadstat.unctad.org/TableViewer/tableView.aspx?Reportld=88 Copyright 2013a by the
UN. Reprinted with permission.

! Besides multilateral capital flows, there are bilateral (country to country) capital flows too.
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Figure 5. World foreign aid (constant 2005 US$ in millions) (1971-2011)
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Note: Adapted from
http://unctadstat.unctad.org/TableViewer/tableView.aspx? Reportld=118
Copyright 2013b by the UN. Reprinted with permission.

Figure 6. World long-term external debts (constant 2005 US$ in millions) (1971-2011)
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Note: Adapted from http://unctadstat.unctad.org/TableViewer/tableView.aspx?Reportld=116
Copyright 2013c by the UN. Reprinted with permission.

Figure 4, 5, and 6 illustrate the trends in world FDIZ?, foreign aid, and long-term external debt
inflows from 1971 to 2011. FDI and long-term external debts increased dramatically in the last
four decades, although FDI seems to fluctuate. In addition, foreign aid is boosted. Therefore, itis
obvious that international capital flows have increased dramatically in recent decades. But what
is the blessing and curse of such flows? The OECD (2011) stated that increasing international
capital flows is able to support long-term income growth through a better allocation of investment.
But conversely, capital flows can make economic management difficult, as has been experienced
by several emerging countries (Mexico in 1994, Argentina during 1998-2002, Southeast Asia
during 1997-1998, etc.). Because shocks and risks (over-heating, credit, asset prices, abrupt
reversals in capital flows, etc.) are also transferred faster and more directly, so the business cycle
might boom or bust. Nkoro and Uko (2012) also estimated that the development experiences of

many countries have not been satisfactory. Because there are both advantages and shortcomings

2 Although FDI is not the main tool of the IMF and WB, one of the original intentions of the establishment of the NDB is
increasing FDI flows, and there is also an organisation under the WB called Multilateral Investment Guarantee Agency
(MIGA), which provides guarantees/insurances to promote foreign direct investment (the WB, 2014d).
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of international capital flows, the impacts of FDI, foreign aid, and external debts on domestic

economic growth have become a debate, which motivates us to conduct this dissertation.

Consequently, in such an international environment of a fast explosion of capital flows, the NDB
needs to understand the historical economic effects of global capital flows, especially the flows
led by the traditional international financial institutions.

1.4  Infrastructure financing in developing countries and the NDB

With the great amount of international capital flow, the developing countries seems having not
met their needs in infrastructure financing. Bhattacharya, Romani and Stern (2012), many
emerging markets and all low-income countries require a major step increase in infrastructure
investment to alleviate growth constraints, and many projects were lacking of fund due to risks
such as policy uncertainty and poor institution. They further figured out that a new development
bank for Infrastructure and sustainable development could provide an additional channel through
which developing country governments could finance the infrastructures. Johns (2014) also
believed that there are very large unmet needs in the developing countries in infrastructure and
sustainable development, and these countries actually have the savings and foreign reserves to
fund a bank and a reserve pool. To satisfy the needs of the developing world, after the NDB was
established, it has announced its plans to focus its lending on infrastructure and sustainable
development (Hochstetler, 2014). Based on the claimed functions, the NDB is very likely to
directly support the sustainable growth of the developing countries through providing more
development assistance and external debt (directinfluences). Additionally, as the declarations on
the 5th BRICS Summit, developing countries are facing challenges of infrastructure development
due to insufficient long-term financing and foreign direct investment (The BRICS, 2013). Thus, it
is also very possible that the NDB would stimulate and guide FDI flows within developing countries

(indirectinfluences).

1.5 Motivations of the study

In a time when there are rapid globalisation and multi-polarity, it seems that the emerging
economies are becoming the source for the world’s development. The amounts of FDI, foreign
aid, and external debts have increased as well. If both of the above are in fact true, then the
guestion that begs to be asked is why the global economic order is still very likely to be in the
hands of Western countries. People are starting to doubt whether the IMF and WB are delivering
the promised results, namely reducing economic gaps and promoting economic growth, because
it seems that improper strategies, policies, and working methodologies have been utilised
(Donlagic & Kozaric, 2010). As a result, “Increasingly, various forms of South-South Cooperation
are emerging as an important trend and in some cases a strategy to limit the influence of northern
donors and Bretton Woods Institutions on developing countries” (Alpizar, Clark, Pittman,
Rosenhek, & Vidal, 2010, p.14). Now, five representatives of the emerging economies (Brazil,

12



Russia, India, China, and South Africa) have established a new bank (the NDB) for the purpose

of more effectively helping developing countries.

1.6  Research questions and proposed methodology

Given the above, this dissertation aims to provide policy suggestions to the NDB in helping the
economic growth in the developing world. This will be determined by both a theoretical literature
review as well as an empirical model which will test the effects of FDI, foreign aid and external
debts on economic growth. As a result, detailed policy implications can be provided to the NDB.

There are two research questions:

o Whether and to what extent the developing world benefits from FDI, foreign aid
(bilateral and multilateral aid) and external debts (from the IMF and the WB) under

the current order mainly ruled by Western countries

. What does these situations mean to the establishment and also the future operations
of the NDB?

Because the NDB has just been founded and there is no data available yet, | do not have any
measurement tool to assess their potential success. Nevertheless, by analysing the empirical
outcomes together with reviewing the literature, the policy implications will still be inferred.

1.7 Structure of the dissertation

This dissertation consists of six chapters. Chapter 2 will constitute the literature review, which will
include summaries of both the theoretical and empirical studies of the BRICS countries as well
as the NDB; critiques of the IMF and WB; the relationships between FDI, foreign aid, and external
debts and economic growth. In Chapter 3, the data and methodology will be discussed. The
empirical results obtained through running economic models will be interpreted statistically in
Chapter 4, which will include the outcomes derived from both overall (all of the sample countries)
and specific (categorised by different income levels) datasets. Chapter 5 will provide a detailed
discussion on the implications of the outcomes as well as provide policy suggestions to the NDB.
Some extensions based on the results and the potential challenges of the NDB’s operation will
also be discussed. Finally, Chapter 6 will conclude this dissertation, state the limitations of this

dissertation, and provide suggestions for future research.

13



Chapter 2. Literature review

2.1  The BRICS countries

Since O'Neill's report published in 2001, the growth of BRICs (excluding South Africa) has
attracted the attention of both the public and economists alike, because these countries were
thought to become the main contributors to the world’'s future economic growth. There are many
studies focusing on the growth of BRICS. Purushothaman and Wilson (2003) found that the
BRICs (excluding South Africa) would by 2050 be among the top 6 economies, which would also
include Japan and the US. O’'Neill, Purushothaman, Stupnytska, and Wilson (2005) showed that
the growth of BRICs (excluding South Africa) was faster than forecasted. Since then, instead of
seeking reliable policies to promote output growth, many studies focused on predicting or
assessing the predictions made by other researchers on the economic growth of BRICS (Armijo,
2007; Cheng, Gutierrez, Mahajan, Shachmurove, & Shahrokhi, 2007; Almeida, 2009; Koch, 2011).

After 2010, a new trend of studies emerged, which focused on the BRICS’ growth patterns and
domestic policies. Goel (2011) found significant within-group differences: China and Russia
(mainly product manufacturer or fuel exporter) showed higher growth, while the economic
performance of India as well as Brazil (mainly agricultural exporters) was not outstanding. To
ensure the future growth of the BRICS countries, the Center for WTO Studies (2012) advised
these five countries to sign trade agreements, promote investment, and build skills and capacities.
Cormier (2012) implied that these countries needed to consider democratic freedoms as well as
human rights. Similar conclusions were made by Bird et al. (2013); they believed that BRICS
needed to encourage “the access to assets, investment in productive activities, social transfers,
and political economic context where inclusion is a priority” (p.5). Besides, the study of Schrooten
(2011) on Human Development Index suggested BRICS fight against absolute poverty, expand
education, and promote health care. Azzarello and Putham (2012) figured out that the BRICs
(excluding South Africa) needed to stabilise their financial markets, appreciate their currencies,
and attract more foreign capital. In general, it could be seen that the BRICS countries should
launch proper policies and deepen the cooperation within the group.

A second stream of research concentrated on the role BRICS play in the international re-ordering,
which would be the guiding ideology of this dissertation. Laidi (2011) demonstrated that BRICS
formed a coalition of sovereign state defenders, but these countries were not anti-Western
purposely; they just affirmed their independence of judgement in economic and social affairsin
the world of globalisation. Niu (2012) also concluded:
The BRICS group is not aimed as a counterbalance to the established western powers but
rather seeks to pursue a more effective or equal interaction with them to build a better world

order for humanity...However, the BRICS should find a clear and common approach
considering their great potential to influence global issues (p.6).

From the perspectives of Laidi (2011) and Niu (2012), the relationship between BRICS and the
Western world tends to be complementary rather than competitive. But BRICS have the potential
to change the world. The International Monetary Fund (IMF, 2011) detected the influences of the
BRICs (excluding South Africa) on low income countries and implied that although the

Organisation for Economic Co-operation and Development (OECD) countries were still the
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dominant powers, the BRICs (excluding South Africa) countries were starting to re-shape the low
income countries’ international economic relations, from the aspects of trade, foreign direct
investment (FDI), development assistance, short-run cycles, as well as the growth in the long run.
Similar conclusions were made by Mlachila and Takebe (2011). They found that the impacts of
the BRICs (excluding South Africa) countries’ investments in low income countries were not only
greater than the published data, but were also expanding and promoting development
significantly. Knoblauch, Knoke, Morazan, and Schafer (2012) stated that BRICS were emerging
protagonists in development cooperation and affecting the developing countries through FDI, aid,
and so forth. Despite BRICS not being a homogeneous alliance, the impacts of BRICS on low
income countries’ economies increased. They said: “BRICS are causing changes in the
architecture of international development cooperation, not only with regard to trade and financial
flows but also as emerging donors” (p.6). Kumar (2013) demonstrated that BRICS should
cooperate to reform the international financial and monetary system, and predicted that the
landscape of the world economy would be changed along with the fall of US dollar. Botis (2013)
also emphasized that even though the emerging countries sometimes were not performing well
in terms of controlling inflation and unemployment, they would continue their rapid growth. From
a historical perspective, Armijo and Roberts (2013) stated that the BRICS would play significant
roles in the global shifts in material capabilities, international influence, voting imbalance, and

reformation and evolution.

As a summary, | quote this statement by Leavell, Maniam, and Nelson (2013): “The BRICS are a
significant portion of the world economy, and expected to play increasingly important roles in the

new global market” (p.137).

This review shows that itis obvious that the BRICS nations need to cooperate for the further step
if they want to increase the volume and extend of their voice internationally. In reality, during their
4th Summit, the BRICS (2012) moved a pace further to consolidate their economic power as a
group by agreeing to set up a new development bank “for mobilizing resources for infrastructure
and sustainable development projects in BRICS and other emerging economies and developing
countries, to supplement the existing efforts of multilateral and regional financial institutions for
global growth and development” (para.13).

2.2 The studies on the New Development Bank (NDB)

There are two possible reasons that the BRICS countries want to establish a development bank.
Firstly, the BRICS countries would prefer to spread the economic clout of the developing countries’
to the global economy (Kirton & Larionova, 2012; Pasumarti, 2013). However, according to Smith
(2013) and Figure 2 and 3 in Chapter 1, the two largest financial organisations in the world — the
IMF and the World Bank (WB), are still dominated by the Western world. Furthermore, many
researchers criticised both the IMF and WB for not performing their roles well enough in helping
the countries with economic gaps and maintaining their long-term economic growth and
development, reducing poverty, or protecting the countries from the financial crisis (Ismi, 2004;

Donlagic & Kozaric, 2010; Fragkos, Frangos, & Valvi, 2012). Although researchers believed that
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the reforms of the IMF and WB structure were necessary and the voting powers of emerging
economies needed to be increased (“Reshaping IMF and World Bank: Meltzer Commission
Report”, 2000; Buira, 2003; Chaudhry, Kelkar, & Yadav, 2004; Linn, 2009; Leech & Leech, 2009;
Gangopadhyay & Kala, 2012), the pace of the reform was slow, and the BRICS countries were
frustrated with it (Coleman, 2013). Secondly, the BRICS countries were seen as large in terms of
their economies, and they believed that developing countries had insufficient financing, especially
FDI. These five countries started to examine the possibility and necessity of setting up a new
development bank for resourcing development projects in developing countries in 2012, and
found it was feasible and viable (Pasumarti, 2013; the BRICS, 2013).

Subsequently, in their fifth summit held in 2013, the leaders of BRICS have pledged to endow the
NDB with an initial (up to) US$50 billion. This bank is designed to meet the financial needs of
developing countries within and outside the five BRICS states, together with a foreign exchange
reserve pool of US$100 billion and a virtual secretariat. The NDB would present an alternative
solutions to the Western-dominated global banking system - the IMF and WB. It would provide a
collective foreign reserve and a fund for financing developmental projects in order to address the
needs of emerging and poor economies (“New BRICS Bank to rival World Bank, IMF”, 2013).
Recently, in July 2014, the leaders of these five countries agreed to officially inaugurate the NDB,
and the initial aggregate contribution had been double to US$100 billion, with another $100 billion
reserve pool.

But, from the moment that the concept of the NDB was introduced and the NDB was formally
build, only limited data has been made available. This means that there are no empirical studies
to date investigating the impact of the bank. Nevertheless, | can still obtain some working papers
that focus on the NDB theoretically. Igbal and Vargas-Hernandez (2013) stated that in order to
make the NDB a reality, these five countries needed a clear rationale and a high degree of trust
with each other because there would be disturbance from the outside, especially from the
developed countries. O'Neill (2013) figured out that practically, over agreed periods, the
development bank should set country-by-country targets for improving the performance of
governance, education, and modern technology since these three areas were believed to be the
organising principles to guide capital allocation. In terms of the intentions, Simha (2013) listed five
reasons as well as functions for the rationale operation of the NDB: (a).anidea of whose time had
come (the gravity of the world economy is moving from the North to the South); (b).channelling
the liquidity of export earnings and foreign reserves (because the BRICS countries have huge
export earnings and foreign reserves, even though just a small proportion of this money goes to
the NDB, the fund would be viable and helpful for emerging and poor countries’ development
projects); (c).detoxifying global banking system (the current system lacks transparency and
probably lead to problems such as corruption. However, the NDB could try to change the way
conducted in international financial institutions through a more transparent system); (d).providing
a new growth model to the world (the Western dominated banks concentrate on their own
interests and do not understand what in fact the dewveloping countries need, but the NDB is
expected to help in the infrastructure challenges faced by developing countries with better
understanding of these countries as well as focusing on solving the problems); (e).BRICS’ policy
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as examples (the rise of the BRICS not only offers hope, but also valuable policy lessons for

developing countries [promoting education, urbanisation, manufacturing, etc.]).

Withregard to the operation of the NDB, Pasumarti (2013) and Spratt, Watson, and Younis (2013)
believed that to make the NDB work effectively, four conditions must be met. Firstly, the NDB
should continuously focus on domestic growth and stability. Secondly, the NDB should deepen
the engagements in multilateral forums and regional trade forums. Thirdly, the policies of the NDB
should be aligned with sustainable development and other global public goods debate. Finally,
the NDB should promote transparent and democratic bank governance. De Brito (2013) outlined
the characteristics and potential policy directions of the NDB:
BRICS Bank is yet to be established not only as a set of choices on its conception of
development, but also as an institution capable of changing international economic
governance...lt was possible to see a project of reform of the IMF and the World Bank
based on a discontentment with the maintaining of some of their original features that

purportedly excluded less developed countries. The BRICS Bank project arises as a
possibility of a concretization of this inclusion (p.10-11).

Dube and Singh (2013) summarised that the NDB would be expected to “fund development and
infrastructure projects in developing countries; promote sustainable development; facilitate
increased trade and trading opportunities; and offer support to the social development sectors”
(p.25). Littlejohns (2013) believed that the priority for the BRICS countries was to invest in the
health sector (global access to affordable medicines and health commodities) because it was
considered to be the wisest investment in improving the quality of human capital. From a global
perspective, Saran, Sharan, and Singh (2013) launched a full-scaled analysis based on the five
countries’ trends of cooperation and the major issues and concerns. Their suggestions to the
NDB included but were not limited to: launching equitable voting rights and each country
contributing with a cap as a percentage of total contributions (to balance the power), allowing the
participation of all developing countries, and accepting convertible assets (such as gold) to be
guarantees. Karackattu (2013) advised that in order to improve the efficacy of the NDB, it should
establish conditions that include safeguards and covenants that apply throughout the borrowing
period and towards repayment as a supplement to policy adjustments. The NDB should act as an

economic engine of the other emerging markets and the whole developing world.

What is the mission of the NDB? Karackattu (2013) concluded that in the short term, the BRICS
countries should practically set up the bank. The medium-term goal would be financing economic
development, increasing the employment level, and promoting urbanisation. Reisen (2013) also
showed his support for the NDB by listing some missions: “a new BRICS bank would help close
infra-structure gaps, support the process of global in-come convergence in favour of poor
countries, finance global public goods, reduce international current-account imbalances, and
direct abundant central bank liquidity into productive uses” (p.3).

With this being said, there still remain obstacles to overcome for the establishment and operation
of the NDB. Beausang (2012) pointed out that if BRICs (excluding South Africa) did not solve the
problems of authoritarian rule and inequality, their global influence as a group would not last long.
Igbal and Vargas-Hernandez (2013) were worried about China being the dominant power of the

new bank, just like the US in the IMF and WB. A similar concern was expressed by Spratt et al.
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(2013): “the limited scope of business and diplomatic relations between the BRICS beyond China
hinders their ability to create a common development agenda” (p.1). Regarding the management
of the NDB, Pasumarti (2013) summarised and explained several barriers as well, which included:
(a).geopolitics (China, with both India and Russia were geopolitical competitors in Asia);
(b).divergent economic interests (the BRICS group was economically incoherent. Russia was
already a high income country, while India was still in the low income group); (c).the problems of
voting rights and contribution (if the member countries contributed and voted proportionally, China
would dominate; if the members contributed and voted equally, there might not be enough funds);
(d).insufficient ideological coherence (Brazil and India were both vibrant democracies, whereas
Russia, China, and South Africawere de facto or de jure one-party states); (e).the problems of
infrastructure development (the investors/donors/lenders might affect the organisation in
problematic ways, such as pollution); (f).undermining by the West (developed countries would
want the IMF to remain the dominant global crisis-beating institution, so that they could still

influence the world economy).

2.3 Criticisms of the IMF and WB

For the purpose of ultimately answering the research questions, it is important to understand the

critical voices towards the IMF and the WB.

According to the IMF (2014c), the IMF and the WB are two institutions of the United Nations (UN)
system, which were created in Bretton Woods, the US in 1944, with the initial goals of founding a
framework of global economic cooperation and development. Although these goals remain as the
core of both the IMF and the WB, their work involves reacting according to new economic
developments and challenges. The IMF promotes financial cooperation and gives policy advice
and technical assistance to countries for the purpose of building and maintaining strong
economies. It also provides short and medium-term loans to the countries that cannot meet the
demands for international payment. On the other hand, the WB promotes long-term economic
growth and poverty reduction by providing financial and technical assistance and policy
suggestions to help countries reform particular sectors or launch projects. These two
organisations have ongoing high-level coordination, management consultation, and staff
collaboration. However, along with the IMF and WB’s operations, there are two main streams of
criticism made towards them in recent decades, which include both governance (internal) and

functioning (external).

From the internal point view, researchers believe that the governance especially regarding voting
power is highly biased towards the Western countries, especially the US. The US has a 16.75%
voting share at present in the IMF; since numerous matters require decisions to be taken by a
supermajority of 85%, this means that the US is the only member that possesses a veto (Leech
& Leech, 2012). The reason for such imbalance is that the current IMF and WB voting rights are
calculated based on each country’s relative position in the global economy, as well as their
contributions. As a consequence, the developing countries claim that this allocation is unfair and
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argue for more rights. For more information, please refer to the IMF (2014b) and “Analysis of
World Bank voting reforms” (2010).

Thacker (1999) utilised the logit model on the IMF loans received by developing countries over
the 1975-1994 period. He suggested that although multilateral organisations had enhanced roles
in developing countries, the structure of the context was still shaped by and profitable to the
industrialised nations. If a country’s international political space moved towards the US, it would
be much easier to receive loans from the IMF; unfortunately, the IMF was a multilateral channel
for the US to punish enemies and reward friends because the IMF was extremely sensitive to the
political pressures from its most powerful member. Woods (2000) demonstrated that the IMF and
WB faced the challenges to be more acceptable in their governance, with more balanced powers
and more emerging stakeholders, because such institutions have a universal character and
identity. Stiglitz (2003) also speculated that the problem with the IMF was its governance. It did
not allow discussions of global economic architecture among all affected parties; he also argued
that the world was coerced to let the people who made the crisis cureit. Leech (2002) made more
direct policy suggestions:

Firstly, the American insistence on setting the special majority requirement so high as to

retain its own blocking power is not only damaging the effectiveness of decision making

within the IMF itself but is also counter-productive in reducing the influence of the United

States as a member, in terms of formal voting power. Secondly, votes should be allocated
to individual members instrumentally to achieve the required distribution of voting power

(p.27).

Chaudhry et al. (2004) generalised about the benefits of reforming the IMF’s voting powers, which
included both addressing the current imbalance between emerging countries and developed
countries, and creating a more “contestable market’ for voting power with more effective
cooperation. On the other hand, Gianaris (1990) contended that an equitable voting system would
not perform as efficiently as a weighted voting system in the IMF and WB, because the developed
nations with the majority of capital and power are far more willing to participate. Hence, the
contribution of capital might be a key controversial issue in terms of the reform of voting rights.
Nevertheless, itis a fact that the voting powers at the IMF and WB are highly concentrated, with
10 countries controlling more than 50% of the voting shares in each organisation. Also, the US is
the only country that is able to unilaterally veto major IMF decisions with a voting share of 16.75%
(when 85% majority is required) (Weiss, 2013).

By descriptively surveying the indicators (trade, population, gross domestic product [GDP], etc.)
with current quotas, Rapkin and Strand (2006) inferred three possible reform proposals for the
IMF: (a).increasing the basic votes (the current basic vote is 5.502%, and the voting share is
derived from this percentage, but largely depends on a country’s relative position in the global
economy [GDP, openness, economic variability, and international reserves]); (b).switching to use
purchasing power parity (PPP) GDP when calculating the quota; (c) adopting a double majority
voting system (passage of a resolution requires the support of a majority of both states and
weighted votes). In regard to the WB, a formula that reflects democratic principles and the WB'’s
development mandate needs to be reasoned out to reform the voting rights as well (“Analysis of
World Bank voting reforms”, 2010).
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From an external perspective, researchers argue that the IMF and the WB do not function
effectively and efficiently. Firstly, these two organisations force developing countries to accept the
Structural Adjustment Programmes (SAPs)? together with the assistances, and concerning this,

the critical voice has never stopped.

Easterly (2003) found that the SAPs reduced poverty less than what would be expected, and the
reasons were probably corruption, strict conditions over the assistances, poor knowledge of the
recipients, and so forth. Oberdabernig (2010) questioned the SAPs. He compared the countries
which launched this programme with the ones that did not, and found that this programme
increased poverty more severely. For the reasons why the SAPs failed, Heidhues and Obare
(2011) summarised: “SAPs paid insufficient attention to the social dimension of development and

to the institutional weaknesses of developing countries” (p.55).

Secondly, the effectiveness of IMF and WB as stabilisers when reacting to budget deficits and
government* and financial crises was in doubt. John and Knedlik (2011) found three problems
with the Flexible Credit Line (FCL)® and International Lender of Last Resort (ILOLR)® introduced
by the IMF, which were inducing higher financial risks and the problem of moral hazard, high
prerequisites for the FCL, and the slow pace of complementary reforms. Dreher and Gassebner
(2008) selected 90 developing countries, and reasoned that government crises were more likely
to occur as a consequence of the IMF and the WB’s intervention during the period of 1970-2002.
Muchhala (2011) summarised the misleading effects of the IMF financial crisis loans. He argued
that it was wrong to just focus on “macroeconomic stability” and “tightening fiscal and monetary
policy” because such policies would harm the poor and unemployed, as did the business cycle.
Fragkos et al. (2012) empirically tested the roles of the IMF and WB in the Russian and East
Asian crises, and found that these two organisations failed to contribute to stability and growth,
and both promoted financial instability. Additionally, Janssen (2010) predicted that the 2010
Greek rescue package to save its economy, which was jointly designed and implemented by the
IMF and the European Commission, would lead to an even higher debt burden in the country. He
thought that employments together with economic growth would be sacrificed, because nothing
except the ownership of the debt (from Greece sovereign debt to European government debt)
was changed’.

8 According to the World Health Organisation (WHO) (n.d.), Structural Adjustment Programmes (SAPs) are “economic
policies for developing countries that have been promoted by the World Bank and International Monetary Fund (IMF)
since the early 1980s by the provision of loans conditional on the adoption of such policies. Structural adjustment loans
are loans made by the World Bank. They are designed to encourage the structural adjustment of an economy by, for
example, removing ‘excess’ government controls and promoting market competition as part of the neo-liberal agenda
followed by the Bank. The Enhanced Structural Adjustment Facility is an IMF financing mechanism to support of
macroeconomic policies and SAPs in low-income countries through loans or low interest subsidies” (p.1).

4 Dreher and Gassebner (2008) defined government crisis as “any rapidly developing situation that threatens to bring the
downfall of the present regime, excluding situations of revolt aimed at such overthrow” (p.5-6).

5 According to the IMF (2013b), The Flexible Credit Line (FCL) is “designed to meet the increased demand for crisis
prevention and crisis-mitigation lending for countries with very strong policy frameworks and track records in economic
performance” (p.1).

6 According to the Cambridge Dictionary Online (n.d.), a lender of last resort refers to “a central bank or international
organization that lends money to banks or countries in difficult financial periods when they cannot borrow from anywhere
else” (para.1). For more information, please refer to Giannini (1999).

" Eventually, the prediction came true: according to the data obtained from the WB (2014e) and the WB (2014f), the growth
rate of Greece was -4.9% in 2010, -7.1% in 2011, and -6.4% in 2012; while the unemployment rate was 12.5% in 2010,
17.7% in 2011, and 24.2% in 2012. However, | could not identify that what caused the poor economic performance of
Greece, because there might be numerous reasons such as the government did not follow the advice of the IMF.
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Lastly but very importantly, many studies concluded that the IMF and the WB failed to pursue
their initial mission of reducing poverty and promoting growth. Bello (2008) focused on the IMF
and the WB’s impacts on the agricultural sector. He argued that these institutions changed Mexico
and the Philippines (countries with existing strengths in agriculture) from food exporter to importer.
The farmers in these countries were made to become “consumers” of costly seeds and chemicals,
regardless of the fact that they were social and cultural producers. Furthermore, the Actionaid
International Kenya (2009) encapsulated the negative effects of the IMF policies towards
education, health, and women’s rights, such as brain drain, reduction of education enrolment,
less female employment, and so forth. Several issues were listed regarding the problems of IMF
policies, for example, governance, transparency, short-term stability and long-term growth,
negative effects of SAPs, and ultra-low inflation and deficit targets. Concerning the impacts on
economic growth, Easterly (2001) argued that many countries did not make a good use of the
loans due to the policy makers being coalitions representing different factions and the aid being
improperly allocated from the point view of efficient policy. He also pointed out that it was a
paradox that aid was increasing under poor policies, and decreasing as policies improved. Barro
and Lee (2005) collected the data of 130 countries from 1975 to 2000. Through utilising regression
models, they found that a higher IMF loan-participation rate reduced economic growth; they
suggested that countries should not get involved in the IMF programmes if it was unnecessary.
Easterly (2005) also estimated that structural adjustment loans (loans with SAPSs) failed to
promote growth. Based on the Solow neoclassical gromth model®, Butkiewicz and Yanikkaya
(2005) compared the lending activities between the IMF and the WB in 100 developing countries;
after considering both current and lagged variables, they proved that the WB lending stimulates
growth, while the IMF lending had neutral or negative impacts. Similarly, Dreher (2006) conducted
a study on the IMF projects, loans, and economic growth. Through regression models with
empirical data of 98 countries from 1970 to 2000, he drew the conclusion that the IMF
programmes reduced growth rates and there was only weak evidence showing that compliance
with the conditions mitigated the negative effects. Furthermore, the IMF loans could not lead to

output growth.

Donlagic and Kozaric (2010) completed a comprehensive survey on the criticisms of the IMF and
the WB. They summarised clearly that the IMF: (a).did not ensure funds to countries faced with
economic problems; (b).had become too broad and preoccupied with adapting politics to global
changes (focusing more on financial freedom and stability rather than employment and domestic
consumption); (c).did not take actions to fight poverty and wealth disparity; (d).was not capable
of conducting control and regulation of monetary policy; (e).reflected the power of industrialised
developed countries and multinational corporations; (f).was too loyal to neoclassical economic
doctrine (market economy and free trade); (g).had management problems (lack of transparency,
responsibility, democracy, etc.); (h).forced the countries to accept strict conditions on the loan
usages. In addition, the WB: (a).launched ineffective projects; (b).utilised bureaucracy; (c).forced
the countries to accept strict conditions on the loan usages; (d).lacked transparency when making

decisions; (e).was not presenting democratic principles; (f).was not responsible to any parliament

8 This model will be discussed in details in Chapter 3.
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or democratic institution; (g).had the problem of corruption, lacked developing countries’
participation, and reflected the power of industrially developed countries; (h).distorted the physical

and social environment.
To summarise the current situation of the IMF and the WB, Birdsall (2012) claimed:

The IMF and the World Bank suffered a loss not only of legitimacy (and that for many
reasons, not just governance) but also of relevance, as rapid growth and their easy access
to private capital reduced dramatically the borrowing of the big emerging markets and other
developing countries...By 2008, Turkey was the only major IMF borrower. The World Bank
remained active in low-income countries but was becoming more of an aid agency, heavily
reliant on contributions from the traditional Western donors for its activities in those
countries (p.14).

However, some studies found that the IMF benefited the economy. By utilising General Evaluation
Estimator (GEE)®, Dicks-Mireaux, Mecagni, and Schadler (2000) concluded that the IMF
programmes affected output growth positively. Through conducting regression analysis on the
data of 130 countries over the period 1975-2003, Ramos (2008) figured out that the involvement

of the IMF appeared to reduce the probability of future currency crises.

Even though there are numerous criticisms as well as some supporters of the functioning of the
IMF and the WB, itis quite difficult to find an answer to the question of whether they have positive
or negative impacts, as | cannot observe the outcomes that would have occurred in the absence

of their interventions to in a particular country.

Since this dissertation will mainly focus on the effects of FDI, foreign aid, and external debts under
the current order dominated by the Western countries, and further provide policy implications for
the NDB, | will not make efforts to judge the governance and specific policies of the IMF and the
WB. What one needs to be aware of here is that the developing countries might need another
international financial institution that “functions better” in promoting economic growth. Next, | look

further into the studies on international capital flows and economic growth.

2.4  FDI and economic growth

Despite the fact that many countries have eased the restrictions on FDI after the 1980s (the WB,

1997), it is still in doubt whether or not the inflow of FDI stimulates economic growth1©.

A great number of researchers found positive results, and | will analyse the impacts of FDI in the
developing countries located invarious regions. In terms of Africa, Ndambendia & Njoupouognigni
(2010) found that if focusing on 36 Sub-Saharan African countries, FDI would promote growth. A
larger sample group of 43 African countries were tested by Juma (2012), and he found that FDI
had positive and significant impacts on growth in the long run. There are also many researchers
attempted to analyse the relationship between FDI and economic growth by using co-integration
and/or Granger Causality test. “The concept of co-integration can be defined as a systematic co-

movement among two or more economic variables over the long run” (Yoo, 2005). According to

® For more information, please refer to Goldstein and Montiel (1986).
10 Since there are few recent researches conducted towards the effectiveness of the Multilateral Investment Guarantee
Agency (MIGA), an institution of the WB whose role is to promote FDI, | will not discuss it in this dissertation.
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Engle and Granger (1987), if X and Y are both non-stationary, we would expect that the linear
combination of them would be a random walk. However, the particular combination of these two
variables Z =X-bY might be stationary. Thus, if this characteristic is true, then we are able to
demonstrate that X and Y are co-integrated. This long-run equilibrium might presence among
non-stationary variables. For more information, please refer to Engle and Granger (1987). In
terms of Granger Causality, “Y is said to ‘Granger-cause’ X is and only if X is better predicted by
using the past values of Y than by not doing so with the past values of X being used in either case”
(Mandal & Roy, 2012, p.425). According to Engle and Granger (1987), the definition of Granger
Causality should be based on the assumption that X and Y are stationary time series. For more
information, please refer to Granger (1969) and Engle and Granger (1987). In respect to East
Asian countries, by launching co-integration and Granger Causality tests on the data of China
from 1985 to 2003, Du and zhao (2007) concluded that co-integration existed, and FDI spurred
growth in the long run. Similar results were drawn by Mandal and Roy’s (2012) study on 10 Asian
countries? and Ray’s (2012) study on India. Hsiao and Won (2008) employed a Granger
Causality test as well, and focused on the panel data of seven East Asian fast growing
economies!? from 1981 to 2005. They concluded that as a whole, FDI led to economic growth in
these economies. Mutascu and Tiwari (2011) collected the data of 23 Asian countries from 1986
to 2008 and ran panel data regressions. They found that both FDI and export have a positive
relationship with output growth, while FDI’s role is less important than export. For Mid-East and
West Asia, Al-Iriani and Al-Shamsi (n.d.) detected the relationship between FDI and the growth
of the Gulf Cooperation Council’® (GCC) countries. A strong bi-directional link was derived.
Arsoy’s (2012) study on Turkey estimated the same results by taking total factor productivity (TFP)
into consideration. In regard to Latin America, Bengoa and Sanchez-Robels (2003) selected 18
countries, and a positive long-run co-movement was found. Besides focusing on individual
countries or regions, there were as well other researchers who launched analyses based on the
data collected inter-continentally. Hansen and Rand (2006) analysed 31 developing countries in
Africa, Asia, and Latin America. By utilising a co-integration test, they found that FDI spurred
growth. Dabla-Norris, Honda, Lahreche, and Verdier (2010) pointed out that for mid and low
income countries, growth was increasingly associated with higher FDI inflow. Borensztein, De
Gregorio, and Lee (1998) found that 46 out of 69 developing countries were benefiting from FDI.
Li and Liu (2005) found that from 1985 onward, FDI started to influence growth. When interacting
with FDI, both human capital and technology progress play crucial roles in developing countries.
Kasibhatla, Khojasteh, and Stewart (2008) chose US, UK, Mexico, China, and India as
representatives, and found the existence of long-term equilibrium, and FDI inflow had a bilateral
relationship with economic growth in all these countries except India. Kyrkilis and Moudatsou
(2011) estimated that in the European Union (EU) and Association of Southeast Asian Nations
(ASEAN), Finland and Indonesia were the only two countries where inward FDI causes growth,

but in the long run all EU and ASEAN countries were benefiting from FDI. Craigwell, Freckleton,

1 These include China, Hong Kong, India, Indonesia, Japan, Malaysia, Philippines, Singapore, and South Korea.
2 These include South Korea, Taiwan, Singapore, Malaysia, Philippines, Thailand, and China.
B These include Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, and the United Arab Emirates.
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and Wright (2012) focused on 42 developing countries and 28 developed countries for the period
1998-2008. Through regression analysis, they inferred that FDI stimulated growth.

On the other hand, many researchers found negative or insignificant conclusions. For Africa,
Adewumi (2006) selected 11 countries and found that if consider the continent as a whole, there
would be neither long-run nor short-run relationships between FDI and economic growth. Tekin
(2012) believed FDI boosted growth in only 2 (Benin and Togo) out of 18 least developed
countries. Onu (2012) focused on the Nigerian economy. Through multiple regression analysis,
he concluded that there was neither significant nor large impacts from FDI to growth. Gursoy,
Kalyoncu, and Sekreter (2013) inferred that among Mid-Asian countries, FDI stimulated economic
growth only in Azerbaijan and Turkmenistan. Jimborean and Kelber (2011) conducted a research
on Mid-East European countries, and concluded that concerning financial markets and
technological progress, the impact of FDI on growth would be insignificant. An insignificant
relationship was also found by Elkanji, Tararbay, and Yaacoub (2013), when investigating 6 Arab
region countries. In terms of Latin America, for Barbados, Granger Causalities could not be
derived from FDI to growth; for Argentina, long-term relationships between these two variables
did not exist either (Campbell, 2012; Naguib, 2012). Herzer, Klasen, and Nowak-Lehmann (2008)
also questioned the main-stream results and theory that FDI spurred growth. Carkovic and Levine
(2002) collected and examined the data of 72 developing and developed countries. They indicated
that FDI did not spur economic growth by itself, but through channels, such as improving the

quality of human capital.

What's more, some other researchers tried to find which countries benefited most from FDI. Li
and Ljungwall (2007) found that in China, although its financial market is not developed yet, the
steady evolution enhanced the link between FDI and the economy and consequently spurred
growth. Cem (2012) indicated that mid income developing countries took more advantages than
developed countries and least developed countries, and emphasised the role of freedom.

Some findings can be discovered from the literature. If considering the countries geographically,
the developing countries in East Asia tend to benefit in economic growth from FDI. Conversely,
the land-locked countries (Mid Asia & East Europe) are unlikely to take advantages from FDI.
Furthermore, mixed results were found in the developing countries from the other regions, and it
is very possible that each country has different circumstances. In addition, more developed
financial markets, a higher degree of economic freedom, better infrastructure, and higher quality
of labour force would be credible factors for countries to take advantage of output growth from
FDI.

2.5 Foreign aid and economic growth

Although economic growth is not the only goal of foreign aid, growth is the most commonly used
summary measure of economic welfare that is directly targeted by official development aid (ODA),
and which is used in most of the studies (Vasquez, 1998). The argument about whether foreign

aid promotes the recipient's economic growth has continued for decades. Friedman (1958) first
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argued that foreign aid would encourage socialism and discourage democracy. He suggested aid
should be abolished because it was bad for institutions that were supposed to be the basis of
development. On the other hand, Chenery and Strout (1966) believed that foreign aid was an
important source for developing countries to grow. In fact, empirical studies also infer various
results.

Burnside and Dollar (2000) conducted research on the relationship between foreign aid and
growth, by using panel data on 56 developing countries with six four-year periods (1970-93). They
discovered that aid had positive impacts on growth in developing countries with fiscal surplus, low
inflation rate, and openness to trade. Dalgaard, Hansen, and Tarp (2004) launched the
Generalised Method of Moments (GMM) (For more information, please refer to Hansen [1982])
on the same data as Burnside and Dollar (2000), and found that aid was effective in spurring
growth but the magnitude depended on the economic climate. Ndambendia and Njoupouognigni’s
(2010) study on Sub-Saharan Africa found that the impact of foreign aid on growth was positive
but very low, and they suggested that the governors focus more on internal factors. Kargbo (2012)
launched a study on Sierra Leone based on the method of Auto-regressive Distributional Lag
(ARDL) (For more information, please refer to Pesaran and Shin [1999]). He found that from 1970
to 2007, foreign aid promoted growth, but the magnitude was decreasing, which might be due to
various sectors’ development trends and damaged institutions. Besides this, many studies
showed that foreign aid stimulated growth significantly and sizably (without endogenous
conditions). Durbarry, Gemmell, and Greenaway’s (1998) research found foreign aid promotes
growth, based on data from 68 developing countries from 1970 to 1993. Mallick and Moore (2005)
suggested that the WB’s aid to the sampled 30 developing countries boosted the economies, but
the magnitudes were variable. Karras (2006) selected a sample of 71 aid-receiving countries, and
positive, permanent, and sizable results were found by running a dynamic time-series model using
lagged and differenced variables. Minoiu and Reddy (2006) collected the data of 107 developing
countries, and their results showed that development aid positively and significantly promoted
growth in the long-run. Fasanya and Onakoya (2012) implemented a research on Nigeria based
on the data over the period of 1970-2010. Through a co-integration test, they demonstrated that
aid flows had significant and positive impacts on economic growth. Similar results were deduced
from Abidemi, Abidemi, and Olawale’s (2011) study on Nigeria, Sakyi’s (2011) study on Ghana,
and Asteriou’s (2009), and Chowdhury and Das’s (2011) studies on South Asian countries.

In respect of the negative demonstrations, Dhakal, Upadhyaya and Upadhyaya (1996) tested the
Granger Causalities between foreign aid and economic growth of four South Asian countries
(India, Nepal, Pakistan and Thailand) and four African countries (Botswana, Kenya, Malawi and
Tanzania) with the data from 1970 to 1990. They failed to find relationships between foreign aid
and economic growth in all of these countries. Easterly (2003) believed that the notion of “aid
buys growth” was on shaky ground because of the existences of poor policies and institutions,
and advised that aid should focus on people who were poor and needy for some of the time,
rather than a society-wide transformation. Carden (2009) also supported Easterly’s (2003)
conclusion that foreign aid cannot spur growth, and further voted to encourage better institutions
that would clean up corruption and promote entrepreneurship. From another perspective, Ranis
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(2012) believed that donors were too passive and that aid was not used properly by the recipients
to promote growth. In addition, Easterly, Levine, and Roodman (2004) extended the study of
Burnside and Dollar (2000) by increasing the sample size and variables. Based on the same
method of panel data regression, they found that the conclusion made by Burnside and Dollar
(2000) that “domestic policy was important” turned out to be less persuasive. Bhandari, Dhakal,
Pradhan, and Upadhyaya (2007) utilised a co-integration test on the aid-growth nexus of six East
European nations (Czech Republic, Estonia, Hungary, Latvia, Lithuania and Poland), with data
from 1993 to 2002. Through a panel data co-integration test, they found that foreign aid had no
significant impacts on real GDP, while FDI was one factor that promoted growth. Mallik (2008)
examined the relationships between foreign aid and growth in six of the poorest countries in Africa
(Central African Republic, Malawi, Mali, Niger, Sierra Leone, and Togo) since 1965. He concluded
that foreign aid negatively influenced the economy in all countries except Togo. For Pakistan and
Egypt, it was also discovered that foreign assistance dampened the economy (Ahmed & Wahab,
2011; Ali, 2013).

In addition, mixed results were found in some studies. Ruhashyankiko (2005) used the data of 77
countries, and tested whether growth depended on aid; he found that aid might have a positive
impact on growth, but was very unlikely to be sustainable. Chatrna and Ekanayake (2010) focused
on 83 developing countries, and utilised regressions based on different time periods, regions, and
income levels. The results showed that except for the period 2000-2007, foreign aid always had
inverse impacts on growth. Regionally, only Africa benefited from foreign aid. If income levels
were considered, aid promoted economic growth in lower-middle income, upper-middle income,

and high income countries, but weakened the economy in low income countries.

Instead of considering external aid as a whole, it can be classified into bilateral and multilateral
aid. Some studies analysed these two kinds of aid separately. Vasquez (1998) said: “the various
bilateral and multilateral agencies have emphasised different approaches to lending, even though
a common principle objective has been the promotion of growth” (p.276). For example, the WB
only lends to governments, whereas the US Agency for International Development can provide

creditto private groups.

In terms of economic growth, Boone and Faguet (1998) utilised descriptive analysis of multilateral
aid; they suggested that: (a).multilateral donors should target the increase of investment rather
than the consumption of the receptors; (b).local governments needed to concentrate more on
improving the Human Development Index (an overall level of social welfare); (c).multilateral
donors should provide short-term aid, which might be very effective in the reforming period.
Meanwhile, Gounder (2001) showed empirically that Fiji's growth during the period 1968-1996
was not significantly spurred by multilateral aid, but by bilateral aid. Ram (2003) selected the data
of 56 developing countries from 1970 to 1993, and using regression models, showed that there
were significant negative relationships between multilateral aid and growth while bilateral aid
played a positive role. In addition, Rajan and Subramanian (2008) collected the data of 83
developing countries from 1960 to 2000 and launched the GMM. They demonstrated that there
were no robust positive relationships between aid and growth, for all the sub-categories of aid
including bilateral and multilateral aid. However, Javid and Qayyum’s (2011) study on Pakistan
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(1960-2008) used ARDL, and they concluded that under sound macroeconomic policies, both

bilateral and multilateral aid spurred economic growth.

Inaddition, there are several studies that examined other influences, such as the general standard
of living and politics. Feeny, McGillivray, and White (2004) focused on poverty reduction on an
organisational level; they found that multilateral assistance was concentrated more on poverty.
Through a theoretical analysis of the aid flow to Sub-Saharan Africa, Abuzeid (2009) believed that
the multilateral agencies should not discriminate against corruption in particular countries, and

the aid from the IMF and the WB was problematic in effectiveness.

Furthermore, some other studies focused on the future trends of multilateral and bilateral aid. The
North-South Institute (2011) concluded that: (a).the emerging powers and globalisation accreted
potential risks; (b).South-South cooperation turned out to be more important; (c).economic orders
were changing; (d).transparency, effectiveness, and risk management were important; (e).for
traditional donors, if they wanted to maintain competitiveness, then they needed to further
consider the aid’s conjunction with other instruments (trade, skills, etc.). Similar conclusions were
made by Besada and Kindornay (2011), who believed that:

New actors are (re)emerging, such as the BRICs and the private sector, presenting new

challenges and opportunities for multilateral development cooperation...The international

community should agree on a transparent and universally applied standardized multilateral

evaluation and assessment framework to help reduce duplication and increase the
effectiveness of the multilateral development cooperation system (p.22-23).

From the literature above, | cannot conclude whether or not foreign aid promotes economic growth.
But when separating foreign aid into bilateral aid and multilateral aid, itis more likely that bilateral
aid performs better than multilateral aid in effectiveness. In addition, there is a trend that aid
donated by developing countries (South-South assistances) is increasing. Since the current
international organisations (the United Nations [UN], the IMF, the WB, the OECD, etc.) and the
NDB are all multilateral aid agencies, the policy indications in Chapter 5 will mainly focus on

multilateral aid.

2.6  External debt and economic growth

The Debt Laffer Curve as a theory was first introduced by Sachs (1989), and Krugman (1989)
perfected the logic behind it. According to the theory, external debt could have a positive impact
on investment and growth (upward sloping), but if a country borrowed too much, when surpassing
a certain endogenous threshold of level of debt, then this might result in efficiency losses
(downward sloping). Sun, Xuan, and Yan (2012) detected the relationship between debt
transformation rates. They concluded that if the rate was too low, an asset bubble might be
generated, which would cause crises, while if it was too high, the equilibrium capital level would
drop and depress the economy. Debt promoted growth when the rate was in an optimal range.
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In the real world, it is unclear whether or not external debts benefit the economy, as stated by
Karagol (2004):
Empirical results indicate that it is difficult to say whether external debt has a negative or

positive effect on economic growth. It is also improper to make any type of generalizations
of the potential relationship between economic growth and external debt (p.69).

With regard to the positive conclusions, Amoako-Adu and Amoateng (1996) launched a Granger
Causality test, and drew a positive relationship between external debt and growth in 35 less
developed countries. Kasidi and Said (2013) focused on the Tanzanian economy (1990-2010),
and found that although positive results were shown by regression models, long-term
relationships did not exist between debt and growth. Ahmad, Azman-Saini, and Daud (2013)
launched the ARDL model. They concluded that from 1991 to 2009, the accumulation of external
debt was associated with an increase in Malaysia’s economic growth, but there is an optimal level;
above that level, the impacts might be negative (Debt Laffer Curve). Through a co-integration test,
Pervin and Shah (2012) demonstrated that in the long run, public debt had positive impacts on
the economy of Bangladesh. Additionally, for transition countries!4, Emsen, Kabadayi, Karakoy,
and Uzun (2012) found that since the transition started in 1991, external debt had a positive

relationship with growth.

On the other hand, there are also many negative results being deduced. Shabbir (2013) focused
on 24 developing countries, and concluded that external debt adversely affected economic growth.
Similar results were obtained by Deshpande (1997), and Daud and Podivinsky (2011), when
testing a group of dewveloping countries globally. Pattillo, Poirson, and Ricci (2002) detected the
role of external debt in 93 developing countries, and realised that there was a non-linear
relationship between external debt and economic growth. They assessed that high debt reduced
growth by lowering both factor accumulation (physical capital and labour) and total factor
productivity growth (technological progress). There was also evidence that lower external debt
was associated with higher growth rate in developing countries (Schclarek, 2004). The studies of
Fosu (1999) on Sub-Saharan African countries and Ramon-Ballester and Schclarek (2005) on
Latin-American countries also found that the relationships were negative. For individual countries,
Mehrizi and Safdari (2011) estimated that a negative long-term relationship between external debt
and economic growth existed in Iran from 1974 to 2007. Similar results were inferred by Karagol
(2002) (for Turkey) and M'Amanja and Morrissey (2006) (for Kenya). Based on the methodology
of regression, Boboye and Ojo (2012) reasoned out that external debt harmed output growth in
Nigeria. Awan, Navaz, and Qureshi (2012) utilised co-integration and Granger Causality tests on
the data of Pakistan, and found a long-term equilibrium relationship between external debt and
GDP, but an external shock negatively impacted GDP in the long run. Aziz and Murad’s (2011)

study of Pakistan based on the method of regression obtained a negative relationship as well.

Similar to the effects of FDI and foreign aid, after considering the methodologies and countries
employed in the studies, itis unclear that whether or not external debt promote economic growth.

4 According to the WB (2004), countries with transition economies (transition countries, transition economies) refers to
“countries moving from centrally planned to market-oriented economies. These countries (include China, Mongolia,
Vietnam, former republics of the Soviet Union, and the countries of Central and Eastern Europe) contain about one-third
of the world's population” (para.13).
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2.7  Foreign aid, external debt, and growth

From the literature review above on foreign aid and external debt, | conclude that it is unclear
whether or not foreign aid and external debt are helping developing nations’ economic growth.
There were some other studies focusing on the effects of both foreign aid and external debt on
economic growth. Kamanyire (1999) concluded that the positive relationship between foreign aid
and economic growth were cancelled out by external debt. Similar results were elicited by Nkoro
and Uko (2012) from their study on Nigeria, and their conclusion was that foreign aid helped
growth, but debt harmed it. Haider and Qayyum (n.d.) also demonstrated that good governance

and foreign aid spurred growth in low income countries, but external debt dampened the economy.

Even though all these three studies show that if both foreign aid and external debt are introduced
as explanatory variables, the impacts of foreign aid tend to be positive while the impacts of
external debt are more likely to be negative, | cannot demonstrate that my results will be
consistent with these studies, because two of them focused on individual countries (Kamanyire,
1999; Nkoro & Uko, 2012), and the rest concerned the poorest countries only (Haider & Qayyum,
n.d.).

2.8  From literature to empirical study

Through reviewing this literature, | can draw the following conclusions: (a).the BRICS countries
have strong economic backgrounds, and they are the emerging and leading powers of world
economic development; (b).there are numerous criticisms of the IMF and the WB on their
governance and functioning; (c).currently, it is in doubt whether or not FDI, foreign aid, and
external debt stimulate developing countries’ growth; (d).there are few empirical studies linking
external finance and growth, and inferring the policy implications for the NDB. Empirically, within
the context of the establishment of the NDB and the criticisms of the IMF and the WB, there are
several gaps needing to be filled: (a).few researchers used FDI, foreign aid, and external debt all
together as regressors when studying economic growth, despite the fact that these three
indicators are the main components of international capital flows; (b).there are not enough
empirical studies on the effectiveness of both the IMF creditand WB loans in promoting economic
growth; (c).the availability of the latest data on international capital flows since the end of the Cold
War allows us to conduct up-to-date research from a global point of view on the economic growth
of dewveloping countries; (d).it is compulsory to provide policy suggestions to the NDB for its
establishment and operation. Thus, the following research questions are generalised: (a).whether
and to what extent the developing world benefits from FDI, foreign aid (bilateral and multilateral
aid) and external debt (fromthe IMF and the WB) under the current order mainly ruled by Western
countries; (b).what does the current situation mean to the establishment as well as the future
operations of NDB (policy implications)? Through answering these two questions, this dissertation
will contribute to the literature by showing the roles of FDI, foreign aid, and external debt in
spurring the economic growth of the developing countries comprehensively, and further propose
policy suggestions for the future operation of the NDB.
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For the sake of answering these questions, a solid empirical model needs to be estimated and
interpreted to show the present situations (answer the first question), so that | can combine the
reviewed literature with the findings, to analyse the findings and provide policy implications for the

NDB to promote output growth in developing countries (answer the second question).

After collecting the data on low to middle income developing countries, | will build a set of panel
data. Based on these, there are two potential pathways to answer these research questions:
(a).utilising the methodologies and expanding the models used by Bhandari et al. (2007) and
Hsiao and Won (2008), which were a panel data co-integration test and a Granger Causality test.
These allow us to test both long-term equilibrium and short-term Granger Causality and solve the
problem of simultaneous equation (reversed causality from economic growth to the dependent
variables), but there is a restriction that the data need to be a stationary panel (Engle & Granger,
1987); (b).launching the methodologies and adjusting the variables used by Mutascu and Tiwari
(2011), which conducted panel data regression analysis. Based on this method, | should improve
the model and mitigate simultaneous causality, because Mutascu and Tiwari (2011) did not pay
sufficient attentions to the possibility of the reverse causality, which was a common problem of
regression models. One of the ways to minimise contemporaneous causality is to regress lagged
variables, which is used by Butkiewicz and Yanikkaya (2005) when dealing with the impacts from

IMF credit and WB loans to the recipients’ economic growth.

I will examine the stationarities of the panel data first, and if it is a stationary panel, co-integration
and Granger Causality tests used by Bhandari et al. (2007) and Hsiao and Won (2008) will be
utilised. If the data are not stationary, | need to utilise panel data regressions as did Mustascu
and Tiwari (2011), and minimise the simultaneous causality through employing lagged data as
did Butkiewicz and Yanikkaya (2005). Furthermore, theoretically, the studies of Bhandari et al.
(2007), Mutascu and Tiwari (2011), and Butkiewicz and Yanikkaya (2005) are all based on the
Solow model. Therefore, | will try to employ the Solow model as the primary framework of this

dissertation. The data and methodology will be discussed in Chapter 3.
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Chapter 3. Data and methodology

3.1 Theoretical framework

To answer the research questions, an economic growth model needs to be established as a
foundation. In neoclassical economics, there are two basic economic growth models, the factor
accumulation model (exogenous) introduced by Solow (1956), and the endogenous growth model
pioneered by Romer (1986) and Lucas (1988). By assuming diminishing returns to capital and
exogenous accumulation of capital, population and technological progress, the Solow model
predicts that long-term economic growth and steady-state growth are exogenously determined by
technological progress. Algebraically, the Solow model canbe calculated as Y = Af (K, L), where
Y=output level, A=technological progress (total factor productivity), K=physical capital stock,
L=labour force. While as suggested by Romer (1986), and Lucas (1988), technological progress
has spillover effects, which will endogenously influence the effectiveness labour the factors of
production, this exogenous model might not tell the whole story precisely. Mankiw, Romer, and
Weil (1992) concluded that the augmented Solow model (that includes the accumulation of human
capital) holds and expected that the Solow model would provide the best framework for
understanding how the factors influence a country’s level of economic well-being. Moreover,
according to Karras (2008), the Solow model is one of the most widely used models in economics,
and itis employed in a substantial amount of empirical research as the foundation for this analysis.
Dawson (n.d.) outined some advantages of the Solow model, which include: (a).simplifying
complicated problems of economic growth; (b).providing better understanding of different types
and sources of growth (capital accumulation, labour, technological progress); (c).allowing the
estimation of the various parts of the growth “process” (other variables can be introduced as
“technological progress”). Furthermore, many studies on the determinants of economic growth
utilise the Solow model by introducing the variables that they want to examine, for instance, the
“benchmark” studies (Butkiewicz & Yannikkaya, 2005; Bhandari et al., 2007; Mutascu and Tiwari,
2011), and a great number of other researchers add the aspects of globalisation (international
trade, foreign direct investment [FDI], foreign aid, external debt, etc.) as independent variables to
examine their effects on output growth (Dewan & Hussein, 2001; Gounder, 2010; Kumar,
Pacheco, & Rossouw, 2010; Fansanya & Onakoya, 2012).

Consequently, in this dissertation, | will as well conduct empirical tests based on the Solow model
by considering the proxies of international capital flows as technological progress A: Y = Af(K, L)

and A = f(X), where X= (FDI*5, total official development assistance [TODA] [as a proxy for

15 Readers might argue that FDI is a part of capital stock, so it needs to be deducted from capital stock. But according to
the WB (n.d.), “foreign direct investment (FDI) relates to financing—that is, the purchase of shares in foreign companies
where the buyer has a lasting interest (10 percent or more of woting stock). FDI can be used to finance fixed capital
formation; however, it can also be used to cover a deficit in the company or paying off a loan. Thus, you cannot say FDI
is always included in gross fixed capital formation (GFCF)” (para.1). | understand that the overlapping data would cause
multi-collinearity problems, but cannot fix them perfectly because of data limitation.

%Similar to the relationship between FDI and gross fixed capital formation (GFCF), according to the WB (2014g), besides
the disbursements of loans made on concessional terms (net repayments of principal) and grants by official agencies,
official development assistance (ODA) as well consists of loans with a grant element of at least 25 percent (calculated at
a rate of discount of 10 percent). Again, | understand that the overlapping data would cause multi-collinearity problems,
but I cannot fix them perfectly because of data limitation.
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foreign aid], total external debt [TED]). The Cobb-Doulas production function: Y = AK*LF will be

estimated, which allows a direct estimate of the associated returns to scale in the economy.

Besides, to test the robustness of the results, | will deconstruct TODA and TED; in order to detect
the roles of international organisations in promoting economic growth in the current circumstances,
and to further establish how the BIRCS New Development Bank (NDB) could improve the current
situations. TODA is broken up into multilateral official development assistance (MODA) and
bilateral official development assistance (BODA); TED is categorised into International Bank for
Reconstruction and Development (IBRD) loans and International Development Association (IDA)
credit by the WB (WBL), the IMF credit used (IMFC), and other external debts (OED). This
dissertation will contribute to the literature by looking deep into the sub-categories of foreign aid
and external debt, which would show the impacts of each component of these two variables.
Therefore, | will be able to estimate the effectiveness of current multilateral aid and loans from

the IMF and WB and formulate more precise and reliable policy implications for the.

3.2 Sources and definitions of data

The data sources are the World Development Index (WDI) (by the WB) and the United Nations
Conference on Trade and Development (UNCTAD) (by the United Nations [UN]). The sample
period ranges from 1991 to 2011, and the sample includes 96 low to middle income developing
countries. The country list is in Appendix 1. For the purpose of consistency and minimising the
biases caused by domestic factors (financial markets, population base, etc.), all of the countries
in the sample are foreign aid and external debt recipients; the unit of the variables (except
employment to population ratio) is thousands of constant US$ in 2005, and all data are
transformed into per capita levels.

Here are the definitions of data:
o RY=Real gross domestic product (GDP) per capita as the proxy of output level

e RK=Real gross fixed capital (GFC) stock per capita - derived from perpetual inventory
method (PIM) as the proxy for capital stock. To obtain the data for each country, | need to
estimate the initial capital stock; for most of the countries, the initial year is 1980. Due to
limited data availability, some countries’ data are missing for some years. For the details of

the PIM method — steady state approach, please refer to Appendix 2.

o EPR=Employment to population ratio — derived from total employment to aggregate
population” as the proxy for labour

o FDI=Real net FDI inflow per capita as the proxy for foreign direct investment

1" Here | followed the definition of the International Labour Office (ILO, 2009), and consider ages 15 and older as the
working-age population. Two steps are processed to calculate the EPR. Firstly, find out the total figure for employment of
the country; due to the limitations of data, what | obtained was the total figure for employment for the 15+ years old
population, while child labour is omitted. Secondly, divide the total employment by the aggregate population of the country;
in order to make it consistent with the other independent variables (at “per capita” level). For the details, please refer to
Appendix 3.
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o MODA=Real per capita multilateral official development assistance as the proxy for

multilateral aid

o BODA=Real per capita bilateral official development assistance as the proxy for bilateral
aid

o TODA=Real total per capital official development assistance per capita (the sum of MODA
and BODA)

o WBL= Real per capita World Bank (WB) loans, which is the sum of International Bank for
Reconstruction and Development (IBRD) loans and International Development Association
(IDA) credits, as the proxy for the WB loans'8

o |IMFC=Real use of the International Monetary Fund (IMF) credit per capita as the proxy for
the IMF loans

e OED=Real per capita total other external debts (other than the WB and IMF) per capita
o TED=Real per capita total external debt (the sum of WBL, IMFC, and OED)

When regressing the variables, in order to investigate the percentage change, RY, RK and EPR
are transformed into natural logarithms, which can be written as In(RY), In(RK) and In(EPR)
mathematically. Due to most of the variables of international capital flows (FDI, MODA, BODA,
TODA, WBL, IMFC, & ODEBT) have negative or zero values, | need to keep the original data

rather than transform them into natural logarithm forms.

3.3  Methodology

For the sake of detecting the long-term equilibrium and Granger Causalites among these
variables, co-integration and Granger Causality tests were planned to be utilised initially.
According to Engle and Granger (1987) and Mahadeva and Robinson (2004), if the variables are
integrated in first difference or I(1), | will be able to conduct a co-integration and also a Granger
Causality test. However, based on the unit root test method developed by Im, Pesaran, and Shin
(IPS, 2003) (a method that can be launched on unbalanced panel data), | find In(RK), MODA,
BODA, TODA, OED, and TED are stationary in level or I(0) (with at least 95% confidence level),
whereas it is more convincing to say that In(RY), In(EPR), FDI, WBL, and IMFC are stationary in
first difference or I(1). The results of the IPS unit root test are displayed in Appendix 4. As the
results show that the variables have various levels of stationarity, | am unable to continue the
econometric model into the next step of testing the existence of co-integration and Granger
Causality as carried out by Bhandari et al. (2007) and Hsiao and Won (2008). Thus, to continue
this dissertation, | need to follow the study of Mutascu and Tiwari (2011) to conduct panel data

regressions.

8 According to the WB (2014d), there are five institutions within the WB, the International Bank for Reconstruction and
Development (IBRD), the International Development Association (IDA), the International Finance Corporation (IFC), the
Multilateral Investment Guarantee Agency (MIGA), and the International Centre for Settlement of Investment Disputes
(ICSID), whereas the IBRD and IDA are the two institutions that provide loans to developing countries’ governments.
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Mutascu and Tiwari (2011) intended to investigate the relationship between FDI, export and

economic growth, the basic model that they employed was:

Yie = Bo + Bikic + Bolic + Bafdiy + +Byxi + &
where y=GDP per capita, k=gross capital formation, I=total amount of labour force, fdi=foreign

direct investment inflow, x=volume of export, and e=error term.

Based on this model, the ordinary least squares (OLS), fixed effects (FE) and random (RE) effects
models are utilised. This dissertation will use these basic regression frameworks too. But |
adjusted the model used by Mutascu and Tiwari’'s (2011) model by (a).using more precise
measurements for capital and labour force — employed gross fixed capital (GFC) stock and the
real number of people who are employed as proxies of capital stock and labour. According to the
Organisation for Economic Co-operation and Development (OECD, 2001), GFC “is measured by
the total value of a producer’s acquisitions, less disposals, of fixed assets during the accounting
period plus certain additions to the value of non-produced assets realised by the productive
activity of institutional units” (para.1), whereas the gross capital formation used by Mutascu and
Tiwari (2011) also includes “the inventories, stocks of goods held by firms to meet temporary or
unexpected fluctuations in production or sales, and work in progress” (the WB, 2014h, para.l).
Thus, GFC stock has a better link with productivity. For the proxy of labour force, of course, the
figure for total employment is a more precise and reliable measurement of the number of people
who participated in economic activities; (b).transforming all the variables into real and per capita
levels on 2005 constant US dollar (for total employment, | divided it by population). This change
would overcome the problem of inflation and fluctuation of exchange rates (for the sake of
consistency); (c).transforming the positive variables (RY, RK, and EPR) into natural logarithms,
to measure the percentage change rather than absolute values; (d).findingthe possible way(s) to
mitigate the problem of simultaneous equations, which would be more likely to represent the

correct direction of causality.

To illustrate the model algebraically, | will firstly plug the variables into the model used by Mutascu
and Tiwari (2011). TODA and TED together with In(RK) and In(EPR) are used as independent
variables:

In(RY;,) = ay + ayIn(RK;.) + a,In(EPR;,) + a3 FDI; + a,TODA;; + asTED;; + u;;

where «a, is the intercept term and u;, is the error (disturbance) term.

Afterwards, as mentioned earlier in this section, for the sake of robustness and to show the
impacts of multilateral assistance from multilateral agencies and loans from international financial

institutions (especially the IMF and WB), | need to further break down TODA and TED into their
components: MODA, TODA, WBL, IMFC, and OED:

In(RY;,) = ay + a,In(RK;;) + a,In(EPR;) + a3 FDI;, + a,MODA;, + asBODA;, + agWBL;,
+ a,;IMFC;. + agOED;, + u;;

Because current employment and capital stock levels are the substantial determinants of output,

the coefficients of In(RK) and In(EPR) will make sense and will be reliable in influencing RY
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regardless of the direction of causality. However, it is possible that contemporaneous
relationships exist between RY and FDI, TODA, TED, MODA, BODA, WBL, IMFC, and OED. For
example, if a country has a flourishing economy, there will be more FDI inflow because the
investors believe that investments in the country will be profitable. On the other hand, the
probability for the country to receive a large amount of foreign aid or external debt will be much
lower. This relationships could result in simultaneous equation bias and will lead the causality to
run from left to right in the regression models. This results in the independent variables being
correlated with the disturbance term, which violates one of the assumptions of the classic linear
regression model.

To mitigate this problem, the possibilities for reverse causality need to be reduced as much as
possible. Using lagged independent variable is a possible solution (Butkiewicz & Yanikkaya,
2005). Johnson and Vogt (2011) define lagged independent variable as “an independent variable
lagged by one or more time periods, and the new lagged independent variable is used to help
predict the values on the dependent variable” (p.199). According to Branas-Garza, Bucheli, and
Garcia-Munoz (2011), the introduction of lagged variables is crucial to understand the dynamic
change, and it is also a new way to understand underlying economic behaviours. Inthis case. For
instance, TODA and TED in the previous year(s) are very unlikely to be instantaneous with this
year’s economy, compare with the current TODA and TED. As a result, the regression results
would be more appropriate, reliable, and accurate to show the relationships between the
independent variables and the dependent variable. Consequently, | will use lagged terms for
international capital flows rather than current terms. Because there are only 21 years’ data in the
panel due to limited availability, which restricts the lag length that can be used, to investigate short
to long-term effects, the lagged terms (l