
 Handouts or Handcuffs: The Political Impact of Foreign Aid

Barak Hoffman(
Department of Political Science

University of California, San Diego

April, 2004

Abstract
How does foreign aid affect politics in aid-recipient countries?  Notwithstanding donor assertions, foreign assistance appears to be undermining democracy.  Shockingly, we know remarkably little about how aid and democratic institutions are linked causally.  On the one hand, recipient governments may be using aid as a form of patronage.  On the other hand, conditions on aid may force recipient governments to treat aid donors as their primary constituency.  To date, neither of these causal processes has been investigated systematically.  This paper examines the political impact of aid programs through cross-sectional quantitative analysis and a country case study of Tanzania, one of the world’s largest aid recipients.  Cross-country results demonstrate that when aid conditions are not enforced, aid is used to build patronage networks and consequently undermines democracy.  Alternatively, enforcement of aid conditions leads to political instability and indirectly encourages democratic reforms by eroding patronage networks.  However, survey data from Tanzania complicates the analysis by showing that patronage fosters trust in government while public goods provision produces the opposite.  These results suggest that aid donors and constituents of aid-recipient countries differ over their preferences for aid use.  Enforcement of aid conditions appears to intensify the magnitude of these differing preferences. 

I. Introduction

Does foreign aid advance or impede democracy?  Although democratic reform is becoming an increasingly important objective of aid programs, we know remarkably little about how the two are linked.  While a small number of studies suggest that aid is undermining democratic reform, the results of these studies are difficult to interpret because they do not identify the micro-level causal processes that link financial assistance with the erosion of democratic institutions (e.g., Brautigam 2000; Knack 2000; Remmer 2004).  Specifically, two micro-level causal processes that could lead from aid to the erosion of democratic institutions are consistent with existing studies.  On the one hand, aid-recipient governments may be using this resource as a form of political patronage.  On the other hand, conditions on financial assistance may force aid-recipient governments to treat donors as their primary constituency.  No one has developed these hypotheses into a coherent theory of the political impact of foreign aid.   

The object of this paper is to examine how foreign aid mediates the relationship between recipient governments and their citizens.  Specifically, my study explores whether financial assistance is used for patronage and/or whether recipient governments treat donors as their primary constituency.  The paper tests these two processes through cross-sectional empirical analysis and through an in-depth country case study of Tanzania, one of the world’s largest recipients of foreign aid. 
This is a crucial moment for examining the impact of foreign aid on the domestic politics of recipient countries.  First, after nearly a decade of decline, donor countries are increasing foreign assistance expenditures.  Second, foreign assistance is increasingly conditioned on political reforms designed to make governments more transparent and accountable (see Crawford 2001; Doornbos 2001; Radelet 2003; UNDP 2002; World Bank 2003).  Third, democratic reforms are not only a question of ideology but also of aid effectiveness, because democratic reform has an impact on aid performance similar to improvements in macroeconomic policy (Isham, Kaufman, and Pritchett 1997; Isham and Kaufman 2000; Kosack 2003).  Despite the importance of political reform as an objective of foreign assistance programs, there exists no study that examines empirically how the two are linked at the micro-level.  Scholars increasingly bemoan the severe lack of attention paid to this subject (e.g., Boyce 2002; Burnell 2003; Goldsmith 2001) 
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Empirical analysis finds considerable support for the aid as patronage hypothesis but only limited support for the donor as primary constituent hypothesis.  On the one hand, the results strongly show that aid undermines democracy when conditions are not enforced, consistent with the aid as patronage hypothesis.  On the other hand, the results suggest that enforcement of aid conditions can indirectly encourage democracy through the impact of aid conditions on the ability of recipient governments to distribute patronage.  However, survey data from Tanzania complicate the analysis by suggesting that replacing patronage with public goods may erode trust and support for the government.  The results suggest that aid donors and constituents of aid recipient countries may differ over their priorities over aid use and that enforcement of aid conditions exacerbates this tension.
II. Existing Studies on Aid and Democracy 

“The domestic political impact of foreign aid has long been a neglected area of inquiry” (Burnell 2003; p.1).  More problematic, donors tend to assert that aid programs are apolitical unless tied to specific conditions related to political reform (Boyce 2002).  As a consequence, the majority of studies that investigate the political impact of external assistance programs examine only the small portion of aid programs that are directly aimed at political reform.
  Given the relatively small amount of aid disbursed to promote democracy, it is not surprising that scholars have found that such conditions have been relatively ineffective (Crawford 2001; Stokke 1995).  
Recently, scholars have begun to question donor assertions that aid can be apolitical (Burnell 2003).  Building on studies that examine politics as the outcome of fiscal needs of the state (e.g., Bates 2001; Bates and Lien 1985; Herbst 2000; Levi 1988: North and Weingast 1989), scholars are beginning to recognize that aid affects politics in recipient countries because of its influence on government taxing and spending policies.  Consequently, scholars are broadening their focus on the impact exerted by aid to encompass all forms of external assistance (e.g., Brautigam 2001; Knack 2001; Knack and Rahman 2003).  Although these studies suggest that aid undermines civil service quality, encourages corruption, and erodes the rule of law, they have a number of limitations because of their macro-level focus (Mackinnon 2003).  Burnell (2003) demonstrates the extremely shallow limits of our knowledge of the political impact of aid by listing twenty-three questions on this subject that have not been addressed including basic questions such as how foreign assistance affects distribution of political power, political stability, government responsiveness, demands on the government, and political opposition.
  This paper addresses the lacuna of our knowledge by building a theoretical model of the political impact of aid that produces testable causal hypotheses.    

This section first discusses donors’ motivations for using aid to induce political reform and then shows theoretical reasons why aid is unlikely to encourage democratic political institutions.  Existing studies suggest two general hypotheses for how aid, rather than encouraging democratic reform, is likely to undermine it.  First, foreign assistance can be a source of patronage.  Second, aid conditions can force recipient governments to treat donors as their primary constituency.  

Donor Motivations
Over the past two decades, economic and political factors have motivated donors to insist that foreign aid catalyze democratic political reform (Carothers 1999; Crawford 2001).  Economically, bilateral and multilateral donors have become more strident in calling for democratic reforms because macroeconomic policy changes, such as floating exchange rates and elimination of price controls, have proven insufficient to eliminate institutional barriers to development, such as corruption, poor adherence to the rule of law, and an inefficient public sector (Crawford 2001; World Bank 2003).  Politically, the end of the Cold War eliminated the geo-political justification for western governments to support regimes that were anti-communist but were non-democratic, failed to protect human rights, and/or did not respect civil liberties (Carothers 1999; Crawford 2001).  Because the end of the Cold War eliminated the fight against Communism as a strategic argument in support of external assistance programs, donor agencies began to advocate for the efficacy of linking aid to democratic reform in order to persuade constituents of donor countries of the importance of foreign aid in a post-Cold War environment (Crawford 2001).  Donor arguments for how aid can induce democratic reform however do not rest on theoretical foundations.  Rather donors argue that political conditions tied to aid induce democratic reform (e.g, Knack 2001).    
Despite donor hopes that foreign aid can be used to encourage democratic reforms, (see USAID 2002 for an especially strident statement on this linkage; also see Carothers 1999 and Crawford 2001), aid not only has failed to spur democratic reform, but appears more likely to have produced the opposite outcome (Berg 1997; Brautigam 2000; Chabal and Daloz 1999; Moore 1998; Remmer 2004).  In general, two theories have been employed to account for why aid may undermine democratic institutions: aid as patronage and donors as a constituency.
Aid as Patronage 
One theory that advances why foreign aid may erode democratic institutions emerges from fiscal theories of the state.  These theories argue that the shape of political institutions reflects government need for revenue (e.g. Bates and Lien 1985; North and Weingast 1989).  According to this position, a government has an incentive to defer to its citizens’ policy preferences when it is dependent on them for revenue.  Alternatively, when this is not the case, the government has little incentive to defer to its citizens’ policy preferences (Moore 1998).  

Fiscal theories of the state have been employed to examine the political consequences of decentralization, politics in rentier economies (economies with substantial, valuable, and easily exploitable natural resources, such as diamonds, gold, or oil), and the political impact of foreign aid.  Consistent with hypotheses suggested by these contentions, scholars have demonstrated that local governments that rely on transfers from the national government for revenue are more corrupt and less responsive to their constituents’ needs than local governments that raise revenue from their own populace (Treisman 2000).  Along the same lines, scholars have shown that rentier economies precipitate authoritarian political institutions, high levels of corruption, and opaque legal systems (Karl 1997; Ross 2001; Sachs and Warner 1995; 1997).  Coolidge and Rose-Ackerman (1997) and Moore (1998) argue that foreign aid may be an impediment to democracy by equating it with valuable natural resources.  Specifically, these scholars argue that because aid can free governments from the need to collect revenue from their citizens, aid may reduce pressure on governments to be accountable to their citizens for how resources are used.  At the extreme, aid could be used to reverse accountability from voters to representatives if office holders are able to use aid to purchase political loyalty.
Donor as Constituency 

A second theoretical approach that illuminates how aid can undermine democracy is derived from delegation or principal-agent theory (e.g., Lupia and McCubbins 1998; 2000).  A principal is an individual with the authority to delegate power (i.e., “the boss”) and an agent is the individual to whom the principal delegates (i.e., “the employee”).  An example of a principal-agent relationship is the owner of a business hiring an accountant to manage the company’s finances.  In a delegation relationship, the agent attempts to maximize his or her return (i.e., the accountant’s income) subject to the constraints and incentives offered by the principal while the principal seeks to maximize his or her return as well (i.e., company profits).  

Donors and recipients have a contractual relationship because donors provide recipients financial resources in return for certain reforms.
  Because the relationship between donors and recipients is contractual, delegation theory has become the standard method for modeling aid conditions (e.g., Bird 2003; Dixit 2000; Drazen 2001; Khan and Sharma 2003; Killick 1997).  Scholars tend to use two types of delegation models.  The most basic models consider the donor as the single principal of the government and treat conditions as constraints to the government’s utility function.  More realistic models recognize that aid recipient governments are delegated authority from two sets of principals (Khan and Sharma 2003; Makinnon 2003).  First, citizens of aid recipient countries delegate to their governments the authority to govern; if the government cannot implement policies that are satisfactory to maintain sufficient popular support, it will lose its authority.
  Second, donors delegate to aid recipient governments the authority and resources to implement aid projects conditional on certain policy reforms; if the recipient government does not implement the reforms, donors may cut off the flow of aid.  Scholars term the situation that aid recipient governments confront “multiple principals”.  When agents serve multiple principals with conflicting demands, it is reasonable to expect that agents will comply with the least costly or most profitable demand (Makinnon 2003). 
  
The problem of multiple principals clarifies the conundrum faced by aid recipient governments (Ndulu 2002; UNCTAD 2001).  On the one hand, because governments typically seek foreign aid to fill fiscal and/or external deficits when they are unable to borrow on capital markets (for example by selling bonds or borrowing from commercial banks), aid donors are likely to prefer policies that will reduce the need for aid in the future (Bird 2003; Khan and Sharma 2003).
  Consequently, donor conditions typically require smaller government budgets and/or that aid finance public goods, such as education and health care, that encourage economic growth (Bird 2003).  On the other hand, because the vast majority of aid flows to countries with weak democratic institutions and underdeveloped economies, citizens of aid-recipient governments are likely to prefer patronage over public goods.
  Citizens in these countries are likely to prefer patronage because in countries with weak democratic institutions and underdeveloped economies, public goods are less valuable than patronage (Robinson and Verdier 2002).  As a result, aid recipient governments are likely to face a serious dilemma: while citizens prefer patronage over public goods, donors may refuse to extend aid to governments that use aid to provide patronage.  Recent donor conditions, such as requiring citizens to participate in shaping donor policies and government report cards, has not alleviated the core dilemma that citizens and donors have divergent policy preferences (Craig and Porter 2003; Smillie 2003).  
Limitation of Existing Studies 

Existing studies have severe limitations because they do not distinguish between the two causal processes described above.  The first reason is because existing studies treat aid as an aggregate (e.g., Brautigam 2001; Knack 2001; Svensson 2000).  Aid is not simply a cash transfer but a vector of money, conditions, and foreign involvement in the day-to-day activities of the recipient government.  The impact of aid on the recipient government’s behavior is an aggregate not only of the money but also of the conditions a government must accept in order to receive the money (Makinnon 2003).  Nor is all foreign aid the same: some is provided in the form budget support that is very difficult for donors to track (White and Djikstra 2003) while other forms, such as technical assistance, are very difficult to divert (Helleiner 2000).  As a result, the political impact of aid is likely to vary depending on the type of assistance and cannot be captured through a simple measure, such as aid as a percent of GDP (Makinnon 2003).  Rather, understanding aid’s political impact requires disaggregating external assistance into its component parts.  

The second limitation of existing studies is that they do not examine the micro-level causal processes of how aid affects different groups within the recipient country (Boyce 2002; Khan and Sharma 2003; Makinnon 2003).  Foreign aid does not have a uniform and direct impact at the macroeconomic or macro-political level.  Rather, the macro-level impact of foreign aid is the result of how it influences decision making across each of the groups in the recipient country (Ostrom, et al. 2002; Waal 1997).  For example, local elected officials are likely to have an incentive to distribute foreign aid differently than civil servants appointed by the national government because elected officials face pressure to satisfy the needs of their constituents, whereas civil servants are likely to be responsive primarily to their political superiors.  Because the incentives that external assistance creates varies across groups, we can understand how such assistance influences politics at the macro-level only through examining its impact on micro-level incentives. 

This paper attempts to fill the lacuna left by existing studies by directly testing at the micro-level whether recipient governments use aid for patronage and/or treat aid donors as a constituency.  Understanding which of these two causal processes are operative is crucial for donors in order for them to understand the degree of control they have in influencing political reform and how their programs can be altered to mitigate unintended political consequences.   
III. Theory and Model

The literature synthesized in the previous section suggests that the central dilemma faced by recipient governments is how to satisfy the conditions needed to ensure aid flows and at the same time implement policies needed to maintain sufficient domestic political support.  The equations below help elucidate the nature of the predicament an aid recipient faces: the more aid-recipient governments use aid to bolster their domestic support (i.e., the more aid recipient governments divert to patronage), the more likely donors will be to reduce the flow of aid:
(1) Government Stability
 = f(b1*patronage, b2*public goods, b3*public goods2)

Hypotheses: b1 ≥ 0; b2 ≥ 0; b3 ≤ 0

(2) Enforcement (aid flows) = f(b4*Recipient Non-Compliance, b5*Donor Monitoring Effort) 
Hypotheses: b4 ≤ 0; b5 ≥ 0

Equation 1 shows that while government stability is enhanced by increased provision of patronage, a large supply of public goods can harm stability.  Governments find providing patronage to be politically useful because it enlarges the cost to the individual of opposing the incumbent government and because citizens of recipient governments are likely to favor patronage over public goods (Bueno de Mesquita, et al. 2003; Robinson and Verdier 2002).  Alternatively, providing large amounts of public goods can reduce government stability because public goods such as education and infrastructure facilitate political organization.  In addition, governments that provide public goods reduce the cost to the individual of opposing the government (Bates 1981; Bueno de Mesquita, et al. 2003; Robinson and Verdier 2002).  On the donor side (equation 2), the degree of recipient non-compliance and ease of monitoring aid use determine the degree of enforcement of aid conditions, in other words, the amount of aid donors disburse.  Recipient government seeks to maximize aid flows and minimize compliance (i.e., divert aid to patronage).  As donors reduce their oversight, recipients are likely to reduce compliance.  Alternatively, the greater the donor oversight, the less likely recipients will divert aid for patronage.
  The two-by-two table below presents the possible outcomes based on the benefits of providing patronage versus public goods and the degree of donor enforcement of aid conditions: 
	Figure 1: Possible Uses of Aid
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In the upper left corner, the problem of multiple principals is most acute because aid conditions are enforced and the benefits from providing patronage are high (e.g., Ndulu 2002).  In these cases, I expect that aid often will be withheld because domestic resistance to the government’s policies will make it difficult for governments to meet donor conditions.  Ironically, because non-democratic regimes often rely on patronage for their political survival, high benefits from patronage with a dwindling supply of resources may be propitious for democratic reform since withholding of aid reduces the government’s ability to distribute patronage (e.g., Bratton and van de Walle 1997; Gibson and Hoffman 2002; van de Walle 2001).  In the bottom right cell, where aid conditions are not enforced and the benefits from providing patronage are low, those who control the government can essentially use aid as private income.  This is the prototypical situation of an aid kleptocrat, like Mobutu Sese Seko.  Where aid conditions are not enforced and domestic benefits from patronage are high (upper right cell), governments most likely will attempt to use aid to reverse accountability that flows from citizens to the government by using aid to create patronage networks.  In this situation, the impact of external assistance will correspond with hypotheses derived from fiscal theories of the state (e.g., Remmer 2004).  Where aid conditions are enforced and benefits from patronage are low (lower left cell), the donor will act as the primary constituency (e.g., Knack and Rahman 2003).  The government is most likely to fulfill conditions on aid programs in this situation because domestic resistance to donor objectives will be minimal.     

Model and Predictions

The central objective of this paper is to determine the location of aid-recipient governments in Figure 1.  Placing governments in the four cells of Figure 1 is important because the location will provide donors with information they need to be able to change their programs to help promote democracy, or at least mitigate unintended political consequences.  If aid can be used for patronage (i.e., conditions are not enforced and benefits from patronage are high), I should find that foreign assistance leads to increased government stability.  Alternatively, if donors are an aid-recipient government’s primary constituency (i.e., conditions are enforced and benefits from patronage are low), I expect aid to have no impact on government stability.  Finally, if benefits from patronage are high and conditions are enforced, I expect that aid will be associated with an increase in government instability and with frequent lapses in aid program implementation.  

To predict a government’s location in Figure 1 requires determining the importance of patronage versus public goods for government stability and the degree that aid conditions are enforced.  I will estimate the following model:  

(3) Government Stability = b1* Patronage +  b2 * Public Goods +  b3 * Public Goods2 
(4) Enforcement (aid flows) = b4* Non-Recipient Compliance +  b5 * Donor Monitoring Effort 
After assistance is allocated, recipient governments choose their degree of compliance with aid conditions by how much of the resource they divert to patronage (P) and how much they spend on public goods (PG).  The coefficients b1, b2, and b3 represent the impact of these expenditures on government support.  The positive coefficient on b2 and the negative coefficient on b3 show that the political returns from providing public goods eventually become negative (Bates 1981; Persson and Tabellini 1999; Robinson 2003; Robinson and Verdier 2002).  The coefficients b4 and b5 represent the level of enforcement of aid conditions; the extent of enforcement rises the more aid is misused (i.e., the more aid diverted to patronage, the less aid donors will disburse) and the greater the degree of donor monitoring effort.  The government can be seen as attempting to solve a constrained optimization: it attempts to maximize its domestic support conditional on donor constraints on aid use.  The coefficients in the above equations determine which cell in Figure 1 aid-recipient governments populate.  External assistance will be used for patronage when b1 and b3 are large (in absolute value), b2 is small, and b4 and b5 are close to zero (i.e., sanctions for misused aid are very low).  Recipient governments are likely to comply with donor conditions when b1 and b3 are small (in absolute value), and b2, b4, and b5 are large (in absolute value).  When b1, b3, b4, and b5 are large (in absolute value) and b2 is small, the problems of multiple principals will be most acute.

The model assumes that governments may spend aid as they wish but that sanctions will follow if governments are caught misusing this resource.  Governments choose to expend aid based on the benefit of patronage versus public goods and the expected net benefit from compliance.
  I base the model on a government that views aid as a recurrent source of finance; I do not consider that a government will view foreign assistance as a one-shot source of finance where the government receives aid and violates the conditions massively, thus severely reducing its future access to aid.  Empirically, the assumption that governments treat aid as a recurrent source of finance is valid because a country’s level of debt and past participation in aid programs in part predict future aid programs (Bird 2003; Bird et al. 2000; Vreeland 2003).  Below are the model’s predictions.  

· Full Information and Probability of Enforcement Equals One.  In the full information scenario when donors enforce conditions (donors are a constituent), recipient governments understand that any aid diverted to patronage will result in the suspension of the program.  In this situation, no aid is diverted and governments accept external support as long as b2*PG+ b3*PG2 > 0, for some level of public goods.  In this situation, only governments that benefit from public goods provision should accept foreign aid. 

· Imperfect Information and Probability of Enforcement is Less than One.  When the probability of enforcement is less than one, some governments will accept foreign assistance and divert it for targeted goods.  Governments should accept aid if (b2*PG+ b3*PG2)*b4*b5 + b1*P*(1-b4)*(1-b5) > 0 for some level of patronage and public goods expenditure.  The model predicts that as the probability of enforcement falls, governments will spend more on patronage.  The model also shows why governments may accept aid that appears to be politically harmful: if enforcement and monitoring are difficult to predict, on average some governments are likely to accept aid that they would not have accepted under conditions of full information.
  This situation most closely approximates current aid policy (Killick 1997; van de Walle 2001).   
Hypotheses and the Dependent Variables
Because the objective of this paper is to measure how foreign aid mediates the relationship between the recipient government and the citizens it represents, the ideal dependent variable at first glance would be the measure of Voice and Accountability from the World Bank Governance Dataset (Kaufmann, Kraay, and Mastruzzi 2003; Kaufman, Kraay, and Zoido-Lobaton 1999) because it measures “the extent to which citizens of a country are able to participate in the selection of governments.”  Unfortunately, this variable is not sufficient for the purposes of my project because when using aid for patronage and donors placing restrictions on aid use both can lead to reduced voice and accountability.  Because the variation in government decision making that I seek to explain is not captured by standard institutional variables, proxies for government responses to aid must be derived.  While case study analysis will allow me to address directly how aid affects government decision making, my cross-sectional quantitative analysis requires that I employ indirect measures of government decision making.  
This section describes the hypotheses I intend to test quantitatively and the dependent variables I will use to test them.  The hypotheses can be broken into two general categories: how different forms of aid affect political stability and the political consequences for adhering to apolitical conditions (from the point of view of the donor). 
Aid Type and Government Stability.  My model suggests that the type of aid predicts whether it will increase or decrease government stability.  Specifically, because unconditional support can be used for patronage, such assistance should increase government stability while conditional aid, because it cannot be used for patronage, should either have no impact on government stability (donor as primary constituency) or decrease government stability (multiple principals).
  To measure the political impact of conditional versus unconditional aid, my dependent variables are government system duration (the number of years since a major constitutional change or change in the form of government), government stability (a composite of cabinet unity, legislative support, and public opinion), and a country’s degree of democracy (polity).   
· Null Hypothesis: Aid type has no political impact.

· Aid as Patronage Hypothesis:  Unconditional aid leads to an increase in government stability.  
· Aid Used as Intended Hypothesis:  Conditional aid leads to no change in government stability.
· Contested Aid Use Hypothesis:  Conditional aid leads to high levels of undisbursed aid and/or decrease in government stability.      

Apolitical Aid Conditions and Democracy. This hypothesis tests how apolitical donor conditions (from the point of view of aid donors), such as economic reforms, affect political stability.  The dependent variable for this hypothesis a country’s Polity score.
       
· Null Hypothesis/Aid Used as Contended Hypothesis: Implementing aid conditions related to economic reform has no political impact.

· Aid as Patronage Hypothesis:  Aid conditions are difficult to enforce and all aid reinforces support for the existing regime.
· Contested Aid Use Hypothesis:  Implementing aid conditions leads to an increase in government instability.
The Explanatory Variables
Aid Conditions.  On the surface, the number of programs and/or conditions per program seems an obvious measure of aid conditions.  However, because not all conditions are equal and because enforcement is more idiosyncratic than systematic (e.g., Bird 2003; Killick 1997; van de Walle 2001), the number of programs and/or conditions is an insufficient measure of conditionality.  In addition, because enforcement is unpredictable but greater than zero, conditions are likely to have an impact on government decision making.  Moreover, even if enforcement is lax, the need for donor agencies to document for their home governments the impact of their own programs may restrict a recipient government’s discretion over aid use (Berg 1997; Berg 2000; van de Walle 2001).  Due to the problems with measuring compliance with aid conditions and enforcement of conditions, existing studies tend to examine only a sub-set of countries, a sub-set of donor agencies, or use proxies for enforcement of aid conditions (e.g., Bird 2003; Dreher 2001; Gould 2003: Killick 1997).  Below I describe the sub-set of direct measures of enforcement of aid conditions and proxies for enforcement that I will use.     
Direct Measures of Compliance with Aid Conditions.  World Bank (1997) permits a semi-comprehensive test on compliance with aid conditions on a sub-set of countries.  World Bank (1997) ranked and analyzed policy implementation in the 1980s and early 1990s of a sub-set of African countries with World Bank programs.  The report ranked countries along three policy dimensions: macroeconomic (e.g., fiscal and external balances), public sector management (e.g., civil service reform; public enterprise restructuring), and private sector development (e.g., financial sector and trade).  The World Bank’s measure of compliance ranges from 1 (highest compliance) to 4 (no compliance).  Because the data cover only thirty countries over a small number of years, caution must be used when interpreting the results.  Nevertheless, despite the limited coverage, because the study disaggregates the level of enforcement and the type of aid conditions, the data are useful, but not sufficient, as a measure of the political impact of donor conditions.  
Indirect Measures of Compliance with Aid Conditions.  Because direct measures of aid conditions that are suitable for panel data analysis do not exist, scholars have developed proxies for enforcement.  Currently, scholars focus on two indirect measures, technical assistance and undisbursed loans.  Helleiner (2000) argues that technical assistance (TA) is a reasonable proxy for enforcement because it is “little more than a device for the monitoring and enforcement of external conditions” (also see Arndt 2000; Maipose 2000; World Bank 2001).  Because TA allows donors to sanction aid recipients as they expend aid and often compliments aid programs, it is an ex ante and/or contemporaneous measure of enforcement.
  Killick (1997) argues that undisbursed aid signals donor’s discontent with aid program implementation and Dreher (2001) uses undisbursed loans as a dependent variable to measure compliance with IMF and World Bank programs.  Because donor refusal to disburse previously-committed aid only can occur after recipients agree to a program, undisbursed aid is an ex post measure of enforcement.  Alternatively, because Devarajan, et al. (1999) demonstrate that loans (as opposed to grants) are a highly fungible form of assistance and because Foster and Leavy (2001) show that use of balance of payments support is difficult for donors to track, loans and balance of payments support flows are reasonable measures for aid use that is difficult to enforce.      
Aid versus Unconditional External Flows.  A second method of testing the degree to which aid conditions motivate government decision making is by comparing government responses to conditional aid with responses to unconditional foreign flows.  Two possible sources of unconditional external flows are export earnings on rentier commodities (i.e., fuel and minerals) and foreign investment.  Of the two, earnings on rentier commodities capture the unconditional nature of the external flow.  Alternatively, flows of investment can be fairly well predicted by market size, political stability, and macroeconomic stability (Mallampally and Sauvant 1999).  Moreover, because investment flows respond to political institutions, there are implicit (or ex ante) conditions to foreign investment.  In addition, evidence suggests that aid flows are unrelated to foreign investment (Alesina and Weder 2002; see figure below).  Consequently, examining the fiscal response to rentier commodities is a more reasonable test of how aid is different than an unconditional cash transfer. 
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Case Study Analysis.  

The objective of my case study analysis is to examine at the micro-level how aid affects political relationships in Tanzania.  Tanzania is a propitious country for a case study on the political consequences of aid for several reasons.  First, aid in Tanzania is concentrated in certain regions, making it possible to divide the country according to how much assistance each region receives.  Second, while there is substantial regional variation in aid flows, the differences are not a function of disparities in sub-national levels of development and/or ethno-religious differences. Third, political institutions do not vary widely at the sub-national level on mainland Tanzania (i.e., excluding the islands of Pemba and Zanzibar).  Fourth, Tanzania is highly decentralized, and sub-national governments implement a substantial number of aid projects.  Fifth, Tanzania is one of the world’s largest aid recipients, and foreign assistance is the government’s largest source of finance.  

My case study analysis uses existing survey data to analyze how variations in aid flows at the regional level affect citizens’ perceptions of government responsiveness.  My hypothesis is that conditional aid flows will cause governments to be less responsive to citizen demands while unconditional aid flows will lead to the creation of patronage networks.  Completing the quantitative analysis requires that I combine data on sub-national aid distribution with existing survey data on perceptions of government responsiveness (Chaligha, et al. 2002; also known as the Afrobarometer survey).  The Tanzania Afrobarometer survey has close to 2200 respondents and examines citizens’ attitudes towards democracy, perceptions of the quality of the current government, and the consequences of democracy from the point of view of the respondent.  I am able to increase the validity of my conclusions by merging data on aid and perceptions of government responsiveness with important factors that may affect perceptions of government responsiveness in addition to foreign aid, such as sub-national levels of development and public infrastructure (National Bureau of Statistics Tanzania 2002).
IV. Results

This section estimates the model presented in Section III and presents results of the impact of foreign aid on a range of political outcomes.  The first set of results show estimates of the two main equations of my model: government stability and enforcement of aid conditions.  The second set of results examines countries’ polity scores, executive competition, and regime duration on three measures of aid: loans (a proxy for aid with weak conditions), technical assistance, and undisbursed aid (proxies for aid with enforced conditions).  The third series of tests explore how compliance with aid conditions affects polity scores for a subset of countries in sub-Saharan Africa and the fourth set of results examine the impact of transfers for public goods and patronage on public opinion data on democracy and the quality of government in Tanzania.   
Estimating Government Stability and Aid Enforcement Models

This sub-section estimates the equations that form the core of my theoretical model: government stability and aid enforcement.  Equation three in Section III predicts that government support for aid-recipient government is an increasing function of patronage expenditure and a quadratic function of expenditure for public goods with support increasing for low levels of public goods and decreasing for higher levels of public goods.  Equation four in Section III predicts that the degree of enforcement of aid conditions increases with donor monitoring effort and recipient non-compliance.
To test equation three, I use Government Stability from the International Country Risk Guide (ICRG) as my dependent variable.  Government stability is a composite of cabinet unity, legislative strength of the government, and popular support.  My key explanatory variables for this model are public goods and patronage.  My measure of public goods is capital (or development) expenditure as a percent of government expenditure.  I use capital expenditure for my measure of public goods because this variable captures goods that are most difficult for the government to target and exclude.  My measure of patronage is subsidies and transfers as a percent of government expenditure because these expenditures can be narrowly targeted narrowly.  I also employ GDP growth and a lagged dependent variable as control variables.
  I use panel-corrected standard errors to estimate the model and restrict the model to countries that receive foreign aid.  The prediction of the model is supported.  Capital expenditure has a positive sign while the square of expenditure has a negative sign.  Both are significant at the 1% level.  The coefficients suggest that capital expenditure decreases government stability when capital expenditure equals about one-third of government expenditure.  Subsidies as a percent of government expenditure have the correct sign and are significant at the 1% level.
I use two models to test equation four.  In both models I use aid disbursement as a percent of aid commitment as my dependent variable to measure ex post enforcement of donor conditions and technical assistance serves as my measure of donor monitoring effort.  In one test of the model, I use subsidies as a percent of government expenditure in one equation as my measure of recipient non-compliance (e.g., patronage expenditures).  In a second test of the model, I use capital expenditures as a percent of government expenditure as my measure of recipient compliance.
  For control variables, I use the lagged dependent variable, aid commitments as a percent of GDP and the square of aid commitments as a percent of GDP (to control for domestic absorption capacity)
.  I test the model using panel corrected standard errors for all aid recipients.  The predictions of the model are supported.  Disbursements increase with oversight (technical assistance), decease as subsidies increase, and increase as capital expenditures rise.  Substituting the values for these two equations into the expected net benefit formula I derived in section for suggests that on average, aid is beneficial when recipients can divert about half they aid they receive.       

	Estimating Government Stability and Donor Enforcement

	
	Government Stability
	Disbursement/ Commitment
	Disbursement/ Commitment

	Capital Expenditure/Total Expenditure
	3.15
	
	0.07

	
	0.01***
	
	0.02**

	
	
	
	

	Capital Expenditure Squared
	-6.21
	
	

	
	<.01***
	
	

	
	
	
	

	Subsidies/Total Expenditure
	0.88
	-0.11
	

	
	<.01***
	<.01***
	

	
	
	
	

	GDP Growth
	4.49
	
	

	
	<.01***
	
	

	
	
	
	

	Lagged Government Stability
	0.77
	
	

	
	<.01***
	
	

	
	
	
	

	Commitment/GDP
	
	0.33
	0.36

	
	
	<.01***
	<.01***

	
	
	
	

	Commitment/GDP Squared
	
	-0.41
	-0.49

	
	
	<.01***
	<.01***

	
	
	
	

	Technical Assistance/GDP
	
	0.49
	0.61

	
	
	<.01***
	<.01***

	
	
	
	

	Lagged Disbursement/ Commitment
	
	0.69
	0.69

	
	
	<.01***
	<.01***

	
	
	
	

	Constant
	0.91
	0.25
	0.21

	
	<.01
	<.01***
	<.01***

	
	
	
	

	Observations
	1048
	1426
	1534

	R-Squared
	0.67
	0.54
	0.52


p-value in second row; * significant at 10%; ** significant at 5%; *** significant at 1%

Aid Type and Political Stability

In this sub-section, I show results of tests for whether the composition of aid and proxies for enforcement affects regime stability and political liberalization.  In section III, I hypothesized that because loans are a highly fungible form of foreign assistance, loans will be associated with an increase in regime duration and a decline in the quality of democracy.  I also hypothesized that a rise in undisbursed aid and technical assistance will lead to a decline in regime duration and/or may an increase the quality of democracy because rising levels of technical assistance and undisbursed aid either signal rising donor pressure and/or impede government capacity to provide targeted goods.  The data to test this hypothesis cover aid only in the post-Cold War period recognizing that democracy promotion and enforcement of aid conditions became salient only after the end of the Cold War.  Following the design of Brautigam (2000), Knack (2000), and Svensson (2000), I measure the impact of aid on the dependent variable by averaging aid in the first period (1990-1994) on the dependent variable in the second period (1995-1998) after controlling for initial conditions (initial polity score and initial per capita GDP) and, following fiscal theories of the state oil and mineral exports.  Because aid is endogenous to institutions, I follow Knack (2000) and Svensson (2000) and use the log of population and infant mortality as instruments for aid.  The results strongly support the two hypotheses: loans increase regime duration and decrease the degree of democracy while TA and undisbursed aid produces the opposite.  Also notice that loans have the same sign as fuel and mineral exports while TA and undisbursed aid have the opposite sign of fuel and mineral exports (where significant)
	Democratization and Regime Duration: Loans and Technical Assistance

	
	
	
	

	 
	Polity
	Executive Election Competition
	Regime Duration

	Lagged Dependent Variable
	0.96***
	0.75***
	0.99***

	
	<.01
	<.01
	<.01

	
	
	
	

	Loans/GDP
	-0.96**
	-1.82
	1.99**

	
	0.05
	0.18
	0.05

	
	
	
	

	TA/GDP
	1.77**
	0.45**
	-3.71***

	
	0.01
	0.02
	<.01

	
	
	
	

	Lag GDP Per Capita
	0.0003
	0.0001
	-0.001

	
	0.27
	0.54
	0.35

	
	
	
	

	Fuel and Mineral Exports
	-0.04**
	-0.01**
	0.06*

	
	0.02
	0.04
	0.05

	
	
	
	

	Constant
	3.03*
	2.34***
	-2.08

	
	0.04
	<.01
	0.56

	 
	 
	 
	 

	R-Squared
	0.70
	0.76
	0.87

	Observations

	67
	73
	67



p-value in second row; * significant at 10%; ** significant at 5%; *** significant at 1%
	Democratization and Regime Duration: Undisbursed Loans

	
	
	
	

	 
	Polity
	Executive Election Competition
	Regime Duration

	Lagged Dependent Variable
	0.88***
	0.72***
	0.94***

	
	<.01
	<.01
	<.01

	
	
	
	

	Undisbursed Loans/GDP
	0.22**
	0.07*
	-0.53***

	
	0.02
	0.06
	0.01

	
	
	
	

	GDP Per Capita
	0.0004
	0.0001
	-0.001

	
	0.09
	0.26
	0.20

	
	
	
	

	Fuel and Mineral Exports
	-0.02**
	-0.006
	0.01

	
	0.03
	0.27
	0.75

	
	
	
	

	Constant
	-1.50
	1.44*
	9.10**

	
	0.28
	0.10
	0.01

	 
	
	
	

	R-Squared
	0.81
	0.65
	0.84

	Observations
	67
	67
	67



p-value in second row; * significant at 10%; ** significant at 5%; *** significant at 1%
The next hypothesis I test is whether donors are correct in maintaining that implementing of economic conditions is apolitical.  The table below presents the results of compliance with World Bank loan conditions on a country’s polity score.
  Because the conditions cover only thirty countries with one observation per country and only include World Bank loans, the results need to be treated with caution.  To test the model, I regressed a country’s polity score at the end of the reform period on a country’s polity score at the beginning of the time period, per capita GDP, the degree of reform, and on time trend to account for the likelihood that greater external pressure to reform was applied as time progressed.
  
	Democratization and Compliance with World Bank Conditions
(Column Header is Policy Condition, Not Dependent Variable.  Dependent Variable is Polity Score)



	
	Overall
	Macroeconomic Policy
	Private Sector Development
	Public Sector Management

	Condition
	-2.47
	-1.847
	-1.132
	-2.997

	
	(2.38)**
	(1.92)**
	(1.06)
	(2.91)***

	
	
	
	
	

	Lag Polity
	0.647
	0.607
	0.751
	0.617

	
	(4.22)***
	(3.82)***
	(4.97)***
	(4.58)***

	
	
	
	
	

	Lag Per Capita GDP
	0.001
	0.002
	0.001
	0.002

	
	(1.73)*
	(2.00)*
	(1.19)
	(2.35)**

	
	
	
	
	

	Trend
	0.609
	0.591
	0.513
	0.723

	
	(3.21)***
	(3.27)***
	(2.24)**
	(3.83)***

	
	
	
	
	

	Constant
	-9.907
	8.502
	6.167
	12.030

	
	(2.90)***
	(2.62)**
	(1.77)*
	(3.47)***

	
	
	
	
	

	Observations
	28
	28
	28
	28

	R-squared
	0.63
	0.62
	0.55
	0.67


p-value in parentheses; * significant at 10%; ** significant at 5%; *** significant at 1%
The results seem to suggest that implementation of economic conditions leads to democratization.  (Note that because the scale of compliance is opposite of the polity scale, a negative coefficient on conditions suggests that increasing compliance leads to higher polity score.)  While the results on the surface give comfort to donors (even if the political impact of implementing economic conditions was unintended), understanding how compliance leads to democratization requires that categories of reform be disaggregated.
  Specifically, while overall reform was statistically significant at the 5% level, private sector development was not significant, macroeconomic policy was significant at the 5% level, and public sector management was significant at the 1% level (the most significant of all conditions).  Because the latter refers to civil service reform and reform of state-owned enterprises, public sector management is the most closely related variable to reducing patronage.  Moreover, macroeconomic reform is also likely to limit the government’s ability to distribute patronage because it attempts to reduce government expenditures.  Consequently, if compliance with aid conditions leads to democratization, it appears that the most common path is through a reduction in patronage, consistent with fiscal theories of the state.  The implication of a change in public-sector management is especially substantive: a 1 point change in compliance (on a scale from 1 to 4) leads to close a 3-point change in a country’s polity score.  These results support the conjecture that aid is effective at encouraging democracy indirectly through reducing the capacity of governments to channel such assistance to support patronage networks.  One important factor to acknowledge is that the above test does not prove that aid conditions catalyzed reform because governments may have been using these restrictions to pursue reforms they would have implemented without aid.
Development and Patronage Expenditures in Tanzania

The table below measures correlations between budget transfers for development (e.g., public goods) and recurrent expenditures, primarily wages and operating expenses (e.g., patronage), for 19 regions in Tanzania in 2001 for which data are available and selected questions from the 2001 Afrobarometer survey.  It is important to note that about 80% of the development transfers are donor funds while recurrent transfers are a more balanced mixture of donor and government funding. 
	Correlation between Selected Survey Questions and Regional Transfers in Tanzania

	(Nineteen Regions)

	
	
	

	Question
	Development Transfers
	Recurrent Transfers

	How satisfied are you with the economy?
	-0.17
	0.53

	How satisfied are you with political parties?
	-0.28
	0.38

	How interested are you in government?
	-0.39
	0.16

	How much do you trust parties?
	-0.23
	0.29

	Everyone treated equally by the government?
	-0.18
	0.32

	How often do you contact your MP?
	0.00
	0.47

	Everyone should follow government policies?
	-0.01
	0.46

	Is it important to have contacts to get ahead?
	-0.43
	0.03

	Do you trust local government?
	0.03
	0.47

	Do politicians look out for people like me?
	0.11
	0.52

	How often do you attend political demonstrations?
	-0.10
	0.28

	How satisfied are you with the state of the country?
	0.22
	0.59

	How well is the government fighting poverty?
	-0.33
	0.02

	How satisfied are you with the Regional Commissioner?
	0.12
	0.42

	Do you trust the police?
	0.05
	0.34

	How well is the government educating people?
	-0.19
	0.09

	Are you satisfied with Structural Adjustment Policies?
	-0.24
	0.03

	It is important to be patient with democracy?
	-0.34
	-0.07

	Is bribery uncommon among public officials?
	0.17
	0.43

	Should the President be able to change the Constitution?
	0.07
	0.33

	How satisfied are you with your living conditions?
	0.04
	0.29

	Do Representatives listen to your problems?
	-0.20
	-0.44

	How often do you contact government ministries?
	-0.22
	0.02

	How satisfied are you with your MP?
	0.08
	0.32


Despite the crudeness of the test, the results support my hypothesis and suggest that expenditures on patronage and public goods do evoke different perceptions of trust in government and government effectiveness.  At the most general level, the patterns show that while patronage engenders positive feelings towards the government and its policies, public expenditure leads to the opposite.  More specifically, regions with high recurrent expenditures are economically satisfied, trust government and political parties, and have regular contact with the government.  Alternatively, regions with high levels of development transfers are less interested in government, less satisfied by the government, and trust the government less.  These results imply that government officials and Members of Parliament in Tanzania benefit from providing patronage while providing public goods has the opposite result.  The results also corroborate the findings of my cross-section model explaining government support.
The regressions below present a slightly more rigorous test of the impact of development and recurrent expenditures on perceptions of the government and democracy in Tanzania using a small sample of the above questions and average regional per capita GDP as a control variable.  The regressions, while suggestive, nevertheless confirm the basic trend that recurrent expenditure engenders trust in politics and satisfaction.  Alternatively, provision of public goods seems to have no impact on perceptions of government quality.  
	Results from Representative Regressions



	
	Satisfied with Country
	Trust Local Government
	Satisfied  with Regional Commissioner
	How Often Contact  MP
	Leaders are Corrupt

	Development Transfers
	0.000
	-0.000
	-0.000
	-0.000
	0.000

	
	(1.02)
	(0.46)
	(0.10)
	(0.53)
	(2.71)**

	Recurrent Transfers
	0.000
	0.000
	0.000
	0.000
	-0.000

	
	(4.05)***
	(3.14)***
	(4.36)***
	(2.55)**
	(3.09)***

	Mean Per Capita Income
	-0.000
	-0.000
	-0.000
	-0.000
	0.000

	
	(1.03)
	(0.83)
	(2.20)**
	(0.43)
	(2.41)**

	Constant
	1.836
	2.917
	3.195
	0.171
	2.256

	
	(5.17)***
	(9.44)***
	(12.31)***
	(1.03)
	(8.48)***

	Observations
	19
	19
	19
	19
	19

	R-squared
	0.42
	0.26
	0.36
	0.24
	0.35


Robust t statistics in parentheses; 
* significant at 10%; ** significant at 5%; *** significant at 1%











V. Conclusion

Conditioning foreign aid on democratic reform is standard practice among aid donors.  While macro-level analyses suggest that such aid has weakened democratic institutions, the causal links have not been identified.  This paper investigates these causal links by examining how variations in enforcement of aid conditions affect political outcomes through cross-country analysis and a case study of Tanzania.  The results suggest that enforcement of aid conditions leads to political instability and may indirectly encourage democratic reform through reducing the ability of incumbent regimes to maintain patronage networks while lack of enforcement of aid conditions permits the expansion of patronage networks and reinforces regime stability.  Analysis of survey data from Tanzania complicates these results by showing that patronage expenditures reinforce trust in government while public goods produce the opposite result.  The analysis suggests that donors and constituents of aid-recipient governments have differing preferences over government expenditure and enforcement of aid conditions intensifies this tension. 
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� Crawford (2001) reports that for major bilateral donors (EU, UK, and US), political aid is generally less than 5% of total bilateral aid.  Multilateral donors do not allocate aid aimed specifically at political reform.


� The following is a sample of Burnell’s questions that have not been addressed: (5) How does aid affect the distribution of power and relationships between state institutions at the centre, in the regions and in the localities?; (6) How does aid affect political stability?; (8) How does aid affect the representativeness, inclusiveness and accountability of the political regime?; (9) How does aid affect the authority and effectiveness of the government?; (10) How does aid affect the rule of law and the balance of power between the executive and any formal and informal agencies of constraint?; (11) How does aid affect the administrative efficiency of state institutions?; (13) How does aid affect the articulation of demands on government?; (15) How does aid affect civil society and the state’s relationship with civil society?; (17) How does aid affect political support for the government and for the political opposition?; (23) What is aid’s impact on who gets what?


� For example, governments sign Letters of Intent with the IMF stating the policies the government will implement in return for the provision of aid.


� While it is possible governments can govern partially through coercion, since the end of the Cold War, donor tolerance for human rights abuses has declined dramatically (Crawford 2001).  As a consequence, I ignore the possibility that foreign aid can support coercive regimes.  


� If the preferences of donors are the preferences of the citizens of aid recipient countries, the problem of multiple principals ceases to exist.


� Vreeland (2003) argues that countries may seek foreign aid in the absence of large deficits when attempting to implement difficult reforms but this is a small minority of the cases because Vreeland’s analysis applies only to the IMF, a relatively small source of foreign aid, not bilateral donors or the World Bank, who provide more than 90% of annual foreign aid.   


� The correlation between aid flows and various measures of government accountability (e.g., democracy, rule of law, bureaucratic quality) since the end of the Cold War ranges from -0.2 to -0.5.


� Factors other than patronage and public goods that are crucial for determining government support are held constant for the sake of simplicity.  The section that reports my initial results tests a more complete model.   


� While donor monitoring effort is likely to impact the degree of recipient compliance, monitoring effort alone is not able to predict compliance because it ignores domestic political constraints in the recipient country and the recipient government’s incentives.


� I define expected net benefit as the benefit from a given level of public goods expenditure times expected enforcement plus the benefit from a given level of patronage expenditure times expected non-enforcement.


� Another reason a government may accept aid that is politically harmful is when accepting the aid produces a better outcome than rejecting it.  For example, a government may accept aid that ties its hands if the expected probability of the government falling without aid is greater than the expected probability of it falling with aid that ties its hands.  Because the counterfactual (what would have happened had the government not accepted the aid) is impossible to show, this argument will not be pursued.  Vreeland (2003) attempts this type of counter-factual to estimate the impact of IMF programs on economic growth.   


� The next sub-section describes my measures of conditional and unconditional aid.


� I choose only one measure of the political impact of implementing aid conditions because I examine multiple measures of conditions.


� Because TA is an ex ante form of enforcement, TA is a measure of donor oversight as well.


� I also tested per capita GDP and a country’s polity score as control variables.  The variables were not significant.   


� Because subsidies and capital expenditures are both trying to capture the same effect (compliance with aid conditions) I do not use these variables in the same equation. 


� The model suggests that disbursements as a percent of commitments decrease when commitments equal 40% of GDP.


� Macroeconomic policy typically refers to inflation, and fiscal and external balances; public sector management typically refers to civil service reform and public enterprise restructuring; and private sector development typically refers to financial sector and trade reform).  The World Bank’s measure of compliance ranges from 1 (highest compliance) to 4 (no compliance).


� The data cover the period from 1980 to 1996.


� The correlation between the three reforms ranges from 0.56 to 0.94.
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