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 Introduction
Foreign aid donors want their assistance used to provide public goods.  They would like their loans, grants, and technical assistance used to create public works, institutions, and human capital so that a recipient country increases its economic growth.  But recipient countries are stubbornly resistant to donor’s preferences: case studies are replete with aid used for personal and political gain, even at the cost of public goods provision.  An ironic example can be found in the major road that hosts most of the major donors’ embassies in Tanzania.  Despite the dozens of millions of dollars given to Tanzania by donors, the road becomes a small river with rain.  A simple construction project to build culverts and sidewalks would save thousands of citizens and cars – including those with diplomatic plates -- from having to ford these urban streams.

We argue that the choices of aid recipient countries follow a clear logic analogous to an investor interested in maximizing their economic portfolio.  Rather than maximizing an economic return, however, aid recipient governments seek to maximize their political returns, and will choose a mix of investments to insure their hold on power.  When foreign aid is added to this political portfolio, recipient governments make choices that are not in line with donors’ preferences.  When foreign aid is also accompanied by donor constraints – i.e. conditionalities – the recipient will still follow their own portfolio logic and lead to outcomes different than donors’ desires.
Resources and Politics
It is not controversial to claim that governments want to stay in power.  Indeed, one of the analytic cores of political science is research into how governments stay in power and why they collapse.  A small but growing family of studies tackles this question by examining the sources of government revenue and the targets of government expenditure. In their most basic form, these fiscal theories of the state argue that governments must be most responsive to those who pay taxes and that government expenditure decisions are based on maximal political, as opposed to economic, utility.  These theories are crucial for development because they can be used to understand when governments will provide public goods that spur economic growth versus patronage that hinders it.  They also are of enormous policy relevance because they offer a political context in which we can situate foreign aid and better understand why in most contexts aid has failed to spur development, either economic or political, at the country-level.  
In this note we build on fiscal theories of the state by developing a model over a government’s preferences for resource expenditure.  We treat the government as an investor that allocates its portfolio (revenue, export earnings, capital flows, and foreign aid) to maximal political impact.  Like any investor, however, the government also faces a series of constraints.  Because governments are constrained, at times they may be forced to use resources that reduce, and possibly undermine, government stability.  We then build on these theoretical insights to estimate empirically a fiscal equation for government stability and quantitatively show how aid, depending on the degree of enforcement of aid conditions, can either harm or enhance government stability.
The Portfolio Theory of Government Expenditure

Investors seek to maximize risk-adjusted returns on their investments.  Because investors are assumed to be primarily interested in maximizing returns on their investments, investment decisions of individuals are fairly straightforward to understand and can be measured by economic profit.  What about governments?  Governments are nothing more than a collection of individuals seeking to maximize risk-adjusted returns as well.  Unfortunately, economic metrics such as interest rates do not exist for politics.  As a result, students of politics must use more ambiguous measures of returns on investment.  Nevertheless, despite the absence of a simple metric upon which we can objectively evaluate a government’s return on investment, we can assume that governments seek to maximize utility.  One common way that utility is defined in a political sense is the ability to remain in power. 

By assuming governments seek to maximize utility, we can use simple microeconomic logic to model government behavior: a government has a utility function and a budget constraint.  The budget constraint is defined as the government’s income and any constraints on the use of that income.  The utility function, alternatively, measures how government expenditure increases the government’s ability to stay in power.
Maximizing Utility

How would a government with unlimited resources maximize power?  Clearly, the government would try to buy loyalty.  One obvious way of buying loyalty is for the government to pay people to support the government.  This can be done through private goods such as secret side-payments or employing people to promote the government (as opposed to implementing economically efficient policies).  From a government’s point of view this creates the largest gross political return.  Nevertheless, governments have limited resources and therefore must make choices:  full-time government employment is an extremely expensive form of expenditure.  As a consequence, while governments seeking to maximize power certainly will want to use direct employment, governments will seek to use less costly forms of buying support as well.  
If there is a budget constraint, governments will also invest in mechanisms that return some political loyalty but are less costly.  The next most political useful investment would be some sort of club good.  This class of goods – such as subsidies to different sectors -- can be targeted to a group of individuals, but is more difficult to monitor than direct private goods, and thus the political return is more uncertain.  Subsidies may also generate less utility for the government than employment because independent sources of wealth imply that individuals who receive subsidies will be less reliant on the government than those who receive their entire income from the government.  
The riskiest forms of investment from the utility-maximizing government point of view are the provision of public goods, such as the building of roads or the creation of an independent judiciary.  While likely cheaper per capita to provide, public goods are politically risky for two reasons.  First, unlike private goods and to a lesser degree club goods, public goods are more difficult to target narrowly and rescind at the individual level.  For this reason, providing public goods allows a government’s opponents to free ride on the good, and free riding may be securing individual resources that may be used for political contention.  Second, public goods may facilitate collective action, which again may nurture the growth of opposition.  For these two reasons, public goods not only provide less utility than employment and subsidies, public goods may actually decrease a government’s utility.

If public goods can reduce utility, why would a government ever provide public goods?  There are two reasons:  First, unlike jobs and subsidies, public goods have large economies of scale.  As a result, a government that needs to generate support but has limited resources may not be able to provide sufficient jobs and/or subsides; taking advantage of the economies of scale associated with public goods may be the only route available to a cash-strapped government to generate support.  Second, because only a government with unlimited external resources could afford to employ its entire economically active population (a scenario that for all intents and purposes we can ignore) all governments need to invest in some minimal infrastructure to prevent catastrophic outcomes like mass starvation.  This means that a minimal infrastructure, such as roads that allow at least some farmers to get their goods to markets, needs to be provided by all governments.  A slightly different way of making the same point is that economic growth is useful in the short-run because the government is unable to provide full income for the working-age population and because economic growth reduces demands on the government.  Because growth can only be sustained through continued investment in public goods, however, sustained growth is likely to harm government stability as governments make more investments in public goods to spur growth.   
Our portfolio theory of government expenditure suggests that governments wishing to maximize utility have preference orderings of private, club, and public goods; and that while governments must invest in some level of public goods them in order to generate minimal economic growth, too high of level can reduce their political utility.
Income and Constraints on Expenditure

Like the individual investor, governments must have a source of income if they wish to invest.  Governments can derive income through taxation of their own citizens, through sale and export of government-owned resources, through foreign investment, and through foreign cash transfers (i.e., foreign aid).  These sources of income, however, are not equivalent.  Specifically, different sources of income will come with different constraints.  It is the interaction of constraints on government expenditure and utility from different forms of expenditure that allow us to deduce how governments will spend their resources.  

Fiscal theories of the state offer powerful insight into how different forms of government sources of income constrain government expenditure.  From the point of view of the government, the most desired form of income is a valuable and easily exploitable government-owned resource, such as oil.  Alternatively, the least valuable form of government income is raising taxes from its own citizens.  Raising taxes from citizens is the least valuable form of government income because governments that must raise taxes on their own citizens must (1) provide policies that encourage economic growth (in order to generate taxable income); and (2) implement policies that are responsive to the needs of the taxpaying population.  Both of these constraints suggest that governments that need to raise taxes from their own citizens are likely to be constrained to use their income to spend on public goods, goods that may harm government stability.
Injecting foreign aid into a government’s portfolio

It is within the context of viewing income as a budget constraint and viewing the government as trying to maximize utility that we can properly understand the role of foreign aid.  Because governments view aid as a source of income, it should be clear that governments will attempt to use aid to maximize utility.  Consequently, the more important question is the degree of control that governments have over aid use.  If aid is an unconditional transfer, aid should act like an easily exploitable natural resource, such as oil: aid should increase a government’s ability to maintain control. Alternatively, if aid comes with enforced donor conditions, aid shifts the choices of recipient governments to other parts of their portfolio.  The utility of aid decreases as policies that donors advocate (and enforce) diverge from government objectives.  One may question why a government would accept aid that constrains, and possibly even harms, its interests.  The answer is the same to why governments would collect revenue.  Collecting revenue and deferring to donor objectives both pose risk to the government; the only reason a government would accept such risks is because the benefit of the resources are greater than the lost utility from constraints imposed on the resource.
Empirical Analysis

This section attempts to achieve two objectives.  The first is to use the portfolio theory developed in the previous section to estimate a government utility function.  The second is to show how aid different degrees of aid enforcement affects government utility with a specific focus on civil service reform.
Estimating a Utility Function

The portfolio theory outlined in the previous section suggests that governments prefer private goods to club goods, and club goods to public goods.  Also, governments must invest in some minimal amount of public goods to avoid economic collapse.

To test this model, we use Government Stability from the International Country Risk Guide (ICRG) as our dependent variable that measures government utility.  Government stability is a composite of cabinet unity, legislative strength of the government, and popular support.  Our key explanatory variables for this model need to capture private goods, club goods, and public goods.  
Private goods:  No data exist that captures secret private goods.  Many jobs in the civil service are clearly used as private goods.  Jobs data not exist but the IMF does report wages as a percent of government expenditure.  Using wages makes the strong assumption that all government jobs are patronage.  In addition, data on wages is missing for many low-income countries.

Club goods:  We use IMF measures of subsidies and transfers as a percent of government expenditure; because these expenditures can be narrowly targeted narrowly.

Public goods:   Our measure of public goods is capital (or development) expenditure as a percent of government expenditure.  We use capital expenditure for our measure of public goods because this variable captures goods that are most difficult for the government to target and exclude.  
We also employ GDP growth and a lagged dependent variable as control variables.
  We use panel-corrected standard errors to estimate the model and restrict the model to countries that receive foreign aid.  

Results
The results in Table 1 support the implications of the portfolio model of government expenditure.  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.  Notice also that growth is significant at the 1% level.  That growth is significant after controlling for subsidies shows the importance of short-term development for government stability but notice that governments exist on a knife edge:  the best way to spur growth is to invest heavily in public goods.  The negative sign on capital expenditure, however, shows that heavy investment in public goods harm government stability.  According to the equation, to maximize stability, governments would spend about 20% of their expenditure on capital goods and the rest on subsidies.  To measure the impact of aid, we test a commonly-used measure of aid enforcement, the percent of aid disbursed as a percent of aid commitments.  This measure of enforcement is useful because it is not a function of the level of aid.  The data show clearly that the more aid that is withheld, the more government stability suffers.
The Example of Civil Service Reform
Aid conditions became more strictly enforced following the end of the Cold War.  What was the impact of these reforms on government expenditure?  In the previous section, we argued that an aid-recipient government that was unencumbered with aid conditions would use aid for jobs, followed by subsidies, and for capital expenditures only reluctantly.  Is there evidence to support that enforcement of aid conditions following the Cold War affected these expenditures?  Figure 1 shows wages and subsidies as a percent of government expenditure in all aid-recipient countries.  The graph suggests this kind of portfolio investment in the sampled countries.
In Table 2 we provide the results of a more rigorous test of how the enforcement of aid conditions changed the portfolio of recipient’s government expenditure.  The wage columns regress wages on lagged wages, subsidies, and two measures of aid: overall ODA as a percent of GDP and Technical Assistance as a percent of GDP, as a measure of enforcement.  The columns labeled subsidies regress subsidies on lagged subsides, wages, and the same two measures of aid.  The results provide support that wages and subsidies are political substitutes when the choice for jobs is constrained by conditionality.  Further, a reduction in wages leads to a higher increase in subsidies than the reverse, providing indirect evidence that governments are more sensitive to cuts in wages than subsidies.  Also, the results suggest that aid conditions led to an increase in wage expenditure but had only a small impact on subsidies.  (??? This sounds like we are wrong, can you rephrase????)
Conclusion
This note is an attempt to develop a portfolio theory of government expenditure by examining the government as an investor with a budget constraint.  Treating the government as a utility maximizing individual with a budget constraint allowed us to generate predictions about government expenditure based on the source of government revenue.  Within this context we have shown that foreign aid can have a beneficial or harmful effect on government utility based on the degree of enforcement of aid conditions.
Table 1.  Estimating Government Stability and Donor Enforcement
	

	Capital Expenditure/Total Expenditure
	3.15
	4.59

	
	0.01***
	<.01***

	
	
	

	Capital Expenditure Squared
	-6.21
	-7.84

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

	
	
	

	Subsidies/Total Expenditure
	0.88
	1.31

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

	
	
	

	GDP Growth
	4.49
	4.76

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

	
	
	

	Lagged Government Stability
	0.77
	0.76

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

	
	
	

	Undisbursed Aid/Committed Aid 
	
	-0.51

	
	
	0.03**

	
	
	

	Constant
	0.91
	0.67

	
	<.01
	0.02**

	
	
	

	Observations
	1048
	647

	R-Squared
	0.67
	0.61

	
	
	

	z statistics in parentheses
	
	

	* significant at 10%; ** significant at 5%; *** significant at 1%
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Table 2.  The Impact of Aid on Civil Service Reform and Subsides
	

	
	Wages
	Subsidies

	Lag Subsidies
	
	
	0.936
	0.928

	
	
	
	(40.15)***
	(39.38)***

	
	
	
	
	

	Subsidies
	-0.08
	-0.08
	
	

	
	(3.79)***
	(3.40)***
	
	

	
	
	
	
	

	Lag Wages
	0.876
	0.859
	
	

	
	(17.53)***
	(13.42)***
	
	

	
	
	
	
	

	Wages
	
	
	-0.13
	-0.15

	
	
	
	(3.76)***
	(3.71)***

	
	
	
	
	

	ODA/GDP
	-0.124
	
	-0.07
	

	
	(3.22)***
	
	(1.28)
	

	
	
	
	
	

	TC/GDP
	
	-0.42
	
	-0.382

	
	
	(2.54)**
	
	(1.81)*

	
	
	
	
	

	Constant
	5.781
	6.064
	5.73
	6.44

	
	(3.36)***
	(2.97)***
	(3.62)***
	(3.79)***

	Observations
	210
	187
	212
	189

	Number of code
	0.90
	0.88
	0.94
	0.95

	
	
	
	
	

	z statistics in parentheses

	* significant at 10%; ** significant at 5%; *** significant at 1%
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Figure 1.    Wages, Capital Expenditure, and Subsidies as a Percent of Government Expenditure, 1980-1998 All Aid Recipients








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





