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Abstract

We develop a theory of governments’ strategic choice in delegating aid to multiple multilateral
aid institutions (MAIs). Although delegation of aid to MAIs increases the overall value of devel-
opment aid, governments do not benefit from this efficiency if the de facto MAI development
strategies do not fall in line with the government's own allocation interests. We argue that gov-
ernments can mitigate this problem by building an institutional portfolio of aid. They exploit the
existence of various, oftentimes overlapping, aid institutions and contribute varying amounts to
these institutions such as to maximize efficiency and similarity of allocation policies between
government and the MAI. The closer the MAI's aid allocation reflects the development goals of
the donor and the greater the MAI's efficiency, the more likely it will delegate more aid to that
MAI. We use data on financial contributions of 23 OECD countries to MAls from 1970 to 2008
to analyze a donor government’s strategic choice. The empirical analysis robustly supports the
main theoretical claim. Governments make strategic choices and build institutional portfolios
that aim at mitigating the problem of power diffusion in MAIs.

* For helpful comments on the paper we would like to thank Mark Busch, Simone Dietrich, Axel Dreher, Tobias
Heinrich, Chris Humphrey, Alessia Isopi, Johannes Kleibl, Timothy McKeown, Dan Nielson, Mike Tierney, Matt
Winters, and the panel participants at the annual meetings of the American Political Science Association (2010),
International Political Economy Society (2010), Midwest Political Science Association (2010), and Political Econ-
omy of International Organizations (2011).



[. INTRODUCTION

Governments increasingly rely on international institutions to govern state relations and to
pursue collective action in policy fields ranging from international trade and finance to environ-
mental and cultural issues. The extent of delegation to these institutions has varied significantly
across countries and over time, and much effort has gone into analyzing the conditions under
which states delegate decision-making power to international institutions.' The provision of for-
eign aid through multilateral aid institutions (MAIs) is a particularly interesting case of delega-
tion. Governments, whose bilateral aid allocations largely focus on their economic, military, or
geo-political foreign policy goals, contribute financial resources to MAIs whose official goals
are to promote sustainable economic growth. Policy diffusion — one of the major costs of delega-
tion — is not just a chance event but an institutionalized feature of the delegation process in for-
eign aid. In the case of MAIs, the potential benefits of delegation (pooling of resources, burden-
sharing, and greater expertise of aid-giving tends to ensure greater efficiency of multilateral aid
giving) are reduced because the interests of governments and the goals of MAIs are likely to di-
verge.’

The costs of policy diffusion combined with the fact that governments continue to delegate a

great portion of their foreign aid to MAIs is an interesting conundrum. Scholars have examined

1 Pollack (1997); Abbott and Snidal (1998); Nielson and Tierney (2003); Hawkins et al. (2006); Milner and Tin-
gley (2010b); McLean (2011).

? This assumes, in line with most of the other literature on this topic, that governments pursue similar goals with
multilateral aid. A possible alternative explanation is that governments give multilateral aid in order to pursue dif-
ferent goals with multilateral aid. We discuss and test this alternative argument below but find no evidence for it.

See Hicks et al. (2008) and Milner and Tingley (2010b) for a discussion of the benefits of delegation.



both domestic and international factors to provide a solution to this puzzle.” For example, they
find that during intergovernmental negotiations to determine distribution policies, donors try to
shift MAI policies away from the official goals of the MAI towards their own domestic interests
in order to minimize policy diffusion.

Beyond the costs of policy diffusion, the decision to delegate is not a simple one. The Inter-
national Development Agency (IDA) used to be the major institution for multilateral cooperation
on developmental questions, but governments now delegate to over 50 MAIs around the world.
And while the actual amount that donors delegate has not increased substantially (donors have
consistently spent around 30% of their overall aid budgets multilaterally), there is a great deal of
variation in how much governments delegate across MAIs and over time. Germany, as one ex-
ample, has shifted its multilateral aid policies from providing much of its multilateral aid through
the IDA and the United Nations Development Program (UNDP) to providing much of its multi-
lateral aid through the European Commission (EC) and the European Development Fund (EDF).

We exploit this observed variation to suggest a new way of thinking about the decision to
delegate. We argue that governments can, at least at times, do better with their scarce aid re-
sources by delegating to a multitude of MAIs that vary in their policy goals and in the efficiency
with which they provide foreign aid. The ability to provide different amounts of resources to
each of them allows governments not only to maximize the benefits arising from greater effi-
ciency of aid giving, but also to minimize the costs of policy diffusion. Although the major do-
nors tend to be members of most MAIs, and therefore must contribute at least some resources to

each institution, they are able to choose the overall size of their financial contributions to each

* Milner (2006); Milner and Tingley (2010a,b); Lyne et al (2010); Nielson and Tierney (2010); McLean (2011);
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institution. That is, they can build an institutional portfolio that combines the strengths and
weaknesses of the various MAIs.* We argue that institutional portfolio building is not a random
process, but a result of the strategic behavior of governments who want to maximize their gains
from delegation. Specifically, to mitigate the costs of delegation, governments choose the size of
their contributions to each MAI based on the similarity between their own and the MAI’s alloca-
tion policies (we will call this preference similarity) as well as the MAI’s relative efficiency.’
For example, whereas Germany remained a member of the IDA and the UNDP, the shift of mul-
tilateral aid policies towards European institutions can be explained by its greater influence in the
EU in terms of intergovernmental bargaining informal and influence on the European Commis-
sion.’

To test the empirical implications of our argument we use data on governments’ financial
contributions to MAIs over the period 1970-2008. We measure preference similarity as the de-
gree to which the MAI's allocation policies reflect a government’s bilateral allocation policies on
who gets aid and what sector the aid is spent on. Using a measure that relies on allocation out-

comes (wWho gets aid) rather than input (how powerful is the member state) allows us to take into

* The term “institutional portfolio” mainly helps to distinguish delegation to MAIs, where governments provide dif-
ferent amounts of resources to a variety of organization, to forum shopping where governments delegate to one or
another organization. We thank Mark Busch for providing his insights on the difference between forum shopping
and institutional portfolio building.

3 While a government's bargaining power in the MAI strongly influences the degree of preference similarity across
MAIs, we also acknowledge the importance of bureaucratic politics within the MAIs and its potential impact on
the government’s ability to ensure this preference similarity.

 We must make clear that we do not attempt to explain why governments tend to be members of most MAIs. In-

deed, this is an important and fascinating question for future study.



account the influence of power in the intergovernmental bargaining process and the influence of
organizational characteristics and bureaucratic politics. We then use data envelopment analysis
(DEA), a well-established technique from the field of management science, to assess the effi-
ciency of MAIs in relation to their competitors. Our analysis provides strong support for our the-
ory of strategic institutional portfolio building: that is, donor-governments care both about how
similar their preferences are to MAIs and how efficient MAIs are—and their delegation deci-
sions reflect both of these factors.

The findings have important implications for the question of delegation to multilateral aid
institutions. Most importantly, the decision of governments to delegate large amounts of finan-
cial resources to MAISs is less puzzling when analyzed through the lenses of institutional portfo-
lio building. The costs of policy diffusion, which may loom large if one analyzes a specific or-
ganization, are much smaller if one analyzes delegation to a multitude of organizations, which

vary in their extent of policy diffusion of a particular country’s interests.

II. THE DELEGATION PUZZLE AND DONOR CHOICE
The delegation of foreign aid to multilateral aid agencies has been a consistent part of OECD
countries’ foreign aid budgets. Between 1970 and 2008, the amount of foreign aid spent through
these MAIs more than tripled to over one trillion U.S. dollars and has made up about 35% of
OECD countries’ foreign aid budget (data from OECD).” The delegation of foreign aid appears

puzzling because multilateral aid allocation often diverges from the goals that governments pur-

7 The data includes all information available from the OECD aid statistics. Unfortunately the data base does not
provide information on all existing multilateral aid agencies, but it is the only currently existing data base that
provides data on delegation across MAIs (AidData generally provides better data but has no information on fi-

nancial contributions to MAISs).



sue with bilateral aid. Researchers have consistently found that most governments prefer to allo-
cate their aid to countries in which they have a strategic-military, geo-political, or economic in-
terest.® These basic strategic goals are jeopardized when delegating aid to multilateral institu-
tions. Decision-making is delegated to an intergovernmental body where member states with
varying decision-making powers decide by some form of majority voting who gets what and
when. The implementation of these decisions is then delegated to the multilateral agent. Diffu-
sion of preferences can occur on both levels. First, if a government is not powerful enough to
assert itself in the decision-making process, its interests might be underrepresented in allocation
decisions. Second, the multilateral aid agent may exploit its information advantages to bias the
allocation process according to its own interests (which typically implies an increase in the over-
all aid budget and the provision of aid in accordance with the official goals of the organization).’

If MAIs by their nature diffuse government interests in how multilateral aid is allocated, why
do governments delegate foreign aid to MAIs? Surprisingly little research has been conducted to
explain this conundrum. The main arguments build on the general delegation literature and refer
to the gains from pooling resources and increased efficiency of multilateral aid giving, which, in
turn, increases the overall value of development aid (the so-called multiplier effect).'” MAIs are
able to attract additional private funding and to lower administrative costs. In addition, they al-

low individual donors to share the burden of development. Milner and Tingley (2011), for exam-

8 For a summary of that literature see Wright and Winters (2010).

9 Vaubel (1996, 2006); Frey (1997); Barnett and Finnemore (1999); Hawkins et al. (2006); Copelovitch (2010);
Schneider and Tobin (2013).

10 Hicks et al. (2008); Milner and Tingley (2010b). In addition, Milner (2006) argues that increased domestic inter-

est in economic development leads governments to delegate to MAISs.



ple, show that burden sharing plays an important role for domestic support of multilateralism in
the United States.

However, the costs of policy diffusion are paramount when governments decide to delegate
to multilateral aid institutions. The importance of any efficiency gain depends on whether multi-
lateral allocation is in line with a government’s allocation preferences. McLean (2011) shows
that European governments have little to gain from delegation to MAIs if governmental prefer-
ences about foreign policies are largely heterogeneous. This explains why MAI members try to
bias multilateral aid allocation in favor of their national interests (whether they are strategic or
developmental) during the intergovernmental bargaining process (see FN 3). But the lower the
government’s influence on the multilateral aid allocation policies, the less important the gains
from burden sharing, and consequently the less attractive is delegation.

In the next section of this paper, we will suggest a new way of thinking about the puzzle of
delegation by relaxing the implicit assumption that governments decide simply whether or not to
delegate multilaterally, and instead analyze the choice of how much to contribute to multiple
MAIs. In a recent effort to collect a comprehensive database on bilateral and multilateral aid al-
locations, the AidData group has counted approximately 50 multilateral development institutions
across the world. Many of these MAIs have overlapping, but still varying, memberships, similar
goals, and varying levels of efficiency, so that governments have a choice among various MAIs
when they decide how much to contribute to any particular MAL.

[Figure 1 about here]

Figure 1 illustrates these choices and the existing variation by graphing U.S. and German

delegation decisions to major MAIs between 1970 and 2008. It demonstrates the great variation

in the extent of delegation not only across MAlIs, but also across time. Figure 1(a) shows that the



U.S. has consistently preferred to delegate aid to the IDA. And although contributions to the In-
ter-American Development Bank (IADB) and the UNDP have declined over time, the World
Food Program (WFP) has become a more important recipient of U.S. aid over time. Figure 1(b),
on the other hand, shows that Germany’s IDA contributions have crowded out somewhat since
the 1990s in favor of contributions to European aid agencies such as the EC and the EDF.

In sum, the data on delegation suggest that governments delegate resources to various MAIs
and that they differ in their choices. But what is the impact of choice on delegation decisions? In
principle, choice could just be a random, or functional, process made by the domestic bureaucrat-
ic apparatus. In his work on forum shopping in international economic institutions Busch (2007)
demonstrates that the existence of a multitude of international institutions enables governments
to choose a forum in which to further their goals. We extend this work by adding the notion of
strategic institutional portfolio building. When delegating aid to MAIs, governments usually do
not pick one or the other forum. Instead they tend to delegate to a large number of these institu-
tions but vary their contributions across institutions and over time. Although we will not apply
the terminology, one may think of this in terms of financial portfolios where the expected return
(as argued below) is the amount of financial resources spent by the MAI according to the gov-
ernment’s interest as well as efficiency gains from delegation. The risk is that the MAI dilutes
the interests of the government (either because of intergovernmental bargaining or bureaucratic
politics) or does not provide the aid more efficiently than the government could by itself.""

One important implication of this view is that compared to a setting in which only one insti-
tution exists, the incentives to delegate should be much greater (thus providing a more accurate

theoretical account of the empirical observations) because governments now decide where to

'"'See Conybeare (1992) for an application of portfolio analysis to military alliances.



delegate how much instead of whether or how much to delegate. Delegation choices increase the
likelihood that governments exert greater influence on allocation decisions and it increases the
likelihood that these institutions give aid more efficiently than if the government gave aid bilat-

erally. In other words, the government would get more of what it actually wants.

III. A THEORY OF INSTITUTIONAL PORTFOLIO BUILDING
This section develops a theory of delegation to a multitude of overlapping multilateral aid institu-
tions. In a nutshell, we argue that governments maximize the possible benefits of delegation by
strategically channeling more aid through efficient MAIs whose policies mirror the govern-
ment’s own national aid allocation policies.

Our theory is based on the assumption that governments act opportunistically when de-
ciding on their foreign aid policies. They must balance three different sources of interests. First,
governments use foreign aid allocation to satisfy their own foreign policy interests. Most likely
this implies allocating aid in order to achieve economic, military, or geo-political goals, but it
may also imply allocating aid to further economic development in recipient countries. Second,
governments are influenced by organized interest groups that might lobby for aid allocation
strategies that increase the economic (or other) benefits from aid giving. Finally, governments
strive to satisfy their constituencies, who may have varying interests in how aid should be allo-
cated. The priority of one over the other depends on variations in the distributional effects of aid,
the relative strength of interest groups, and the importance of aid as a foreign policy instrument.

Based on these interests, governments maximize their expected value from aid provision by
allocating aid both bilaterally and multilaterally. On the multilateral level, governments can del-
egate resources to multiple multilateral aid institutions — in other words, they can build an institu-

tional portfolio. We assume that governments have a basic incentive to diversify their financial



resources across MAIs rather than spending all resources on a single institution for several rea-
sons. First, as we will discuss below, governments face a complex cost-benefit calculus when
making delegation decisions. Accordingly, one MAI may maximize a government’s benefits on
one dimension (say a desire to fight HIV/AIDS), but is inferior to another MAI regarding a dif-
ferent dimension (say efficiency of aid allocation). A government can therefore increase its ex-
pected returns from delegation by diversification. Second, particularly in MAIs such as the
World Bank, governments face international pressure to provide some basic financial resources.
The United States has been heavily criticized by other governments for not living up to its com-
mitments to the World Bank in many years. Relinquishing membership seems unlikely for any of
the developed member states.

However, even if they have to provide some contributions to most MAIs, governments can
vary the amount of their contributions to these institutions. We argue that the amount of delega-
tion to each institution depends on the government’s relative expected costs and benefits. By and
large, MAISs share the basic goal of providing aid to countries which are the least developed and
that are the most effective in utilizing aid to promote sustainable development. However, MAIs
are not substitutes for one another. They differ in membership as well as the focus of their devel-
opment policies. For example, although major multilateral aid and financial institutions, such as
the IDA and UNDP, have almost universal membership, over the last few decades we have expe-
rienced a trend towards regional development banks, which often differ in their membership and
goals. The European Bank for Reconstruction and Development (EBRD), for example, focuses
development policies on central Europe to central Asia. Most regional development banks in the

Middle East restrict membership to countries of that region. In addition, these institutions vary in
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terms of the degree of autonomy granted to the multilateral agency to manage and implement
development projects.

This variation in membership (regional and substantive) and focus of development policies
increases the opportunities for governments to make strategic decisions about aid delegation, and
thereby to maximize the net gains of delegation. In other words, governments are able to base
their delegation decisions on whether and how much to delegate to any MAI on two factors: 1)
the degree of similarity between their allocation preferences and the MAI's aid allocation policies
(we call this preference similarity) and 2) the efficiency of the MAI

Preference Similarity. Governments care about how well the MAI's aid allocation policies
reflect the government’s allocation preferences (may these be needs-based or strategic). Specifi-
cally, we argue that domestic policy preferences are a good indicator of a government's prefer-
ences about how multilateral aid should be spent. Preference similarity is defined as the similari-
ty between the national allocation policies of the country and the MAI's actual aid allocation pol-
icies (how much they spend on which recipient or in which sector). The degree of preference
similarity depends on several factors such as the development goals of the MAI, the govern-
ment’s influence in the decision-making process, and the preferences and power of the multilat-
eral agency. Perhaps most obvious, variation in membership and institutional rules implies dis-
parity in the government’s influence on collective allocation decisions. For example, France will
have much more leverage in an MAI in which the U.S. is not a member. Governments will natu-
rally prefer to allocate to MAIs in which the membership constellation maximizes their leverage
over decision-making. Influence over allocation decisions allows governments to cater to domes-
tic public, economic, and geo-political interests thereby minimizing the costs of diffusion in the

intergovernmental bargaining process.
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Bargaining power is not the only factor that explains multilateral aid allocation. We address
at least two additional factors that are important. First, the variation in the MAI’s development
policies implies that countries can delegate to MAIs that focus on development policies or re-
gions that are in line with their interests. For example, if a government wants to provide most of
its aid to Sub Saharan Africa, donating resources to the African Development Bank will ensure
such a focus. Second, the principal-agent literature demonstrates a trade-off between the effi-
ciency of the multilateral agency and opportunities for agency slippage. Multilateral agents are
self-interested actors who want to maximize the likelihood of the organization’s (and therefore
their own) survival. Accordingly, they have strong incentives to protect the legitimacy of the in-
stitution by implementing the official aid goals of the organization and they aim to increase the
depth and scope of the MAI by, for example, providing more aid to more regions. If govern-
ments have allocation preferences that are different from the agents' preferences and if agency
slippage occurs, then delegation to such an institution diffuses the government's interest through
agency slippage. If the preferences of the agent and the government are similar, however, then
individual government's can gain from agency slippage.

Governments have to take into account all these factors when deciding where to delegate.
They can do so by observing how the MAI de facto allocates its aid. This leads to our first empir-

ically testable implication:

Hypothesis 1: When choosing among MAIs, governments provide more funds to institu-
tions where multilateral aid allocation reflects the domestic (strategic or non-strategic)

foreign aid preferences of the country, ceteris paribus.

MAI efficiency. One of the main advantages to providing aid through multilateral aid institu-

tions is the ability to pool resources. When deciding where to delegate their resources from

12



among myriad MAIs, coordination and efficiency gains will be a fundamental factor to insure
that their resources are used to their fullest. On one hand, governments gain from the coordina-
tion of development efforts through MAIs through burden sharing. In many cases, governments
are neither willing nor able to individually solve more complex problems such as the HIV/AIDS
epidemic. When pooling resources, governments can lower their individual costs of providing
public goods without having to compromise on their overall goals. In addition to its direct bene-
fits, burden sharing also provides opportunities to influence the aid allocation decisions of other
member states through the intergovernmental process. Thus, the more powerful the government
is in asserting its position in the MAI, the greater the expected gains from burden sharing.

On the other hand, MAIs control budgets which are often much larger than the donations of
their members. A great deal of funding comes from capital markets and the reputation of MAIs
for giving aid to promote sustainable development leads to donations from the public and private
sector, thus multiplying the operational budgets that members are able to control. Many MAIs
also engage in co-financing with both public and private donors thereby channeling more re-
sources for similar development purposes. For example, Collier et al. (2001) show that every de-
velopment dollar channeled through the IDA creates almost two additional private investment
dollars for a recipient country. At the same time, by pooling the administrative apparatus, MAIs
significantly decrease administrative and organizational costs. Overall, the provision of aid dol-
lars through MALIs increases the amount of resources that can actually be spent on development
directly—“the whole is greater than the sum of its parts.” By delegating, governments can in-
crease the value of development aid that would have been given bilaterally: they can do more

with less.
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Conditional on their ability to attract further funding or to minimize administrative costs,
some MAIs may be more efficient than others. We define MAI efficiency therefore in relative
terms. MAIs are relatively efficient if they can provide more development aid (output) than other
MAIs with similar inputs (in terms of resources or staff expertise). Whereas some institutions
will be very efficient in multiplying existing funds or collecting private funds, others are riddled
with, for example, functional inefficiency, bureaucratic politics, or coordination problems, which

limit their efficiency. This leads to our second testable hypothesis:

Hypothesis 2: When choosing among different MAIs, governments provide more funds to

the multilateral aid institutions that are relatively efficient, ceteris paribus.

Thus, the decision to delegate foreign aid, given the high costs of delegation is not necessari-
ly puzzling. The existence of a multitude of overlapping MAIs may actually increase the attrac-
tiveness of delegation because donors can build a portfolio of institutions that together offer var-
ying levels of policy similarity and efficiency gains. The following section empirically tests our

hypotheses.

IV. EMPIRICAL ANALYSIS

In this section, we describe our econometric models for analyzing governments' strategic choices
when delegating to overlapping MAIs. To test the empirical implications of our model we com-
piled a data set with observations on 22 OECD governments’ financial contributions to 18 MAIs
from 1970 to 2008."* Our unit of analysis is the government-MAI-year. The 18 MAIs include a

variety of institutions, such as institutions that provide non-concessional loans (e.g., IBRD,

12 See Appendix A for a list of governments and MAIs included in the analysis. Any country or MAI excluded

from the analysis is due only to data constraints. All data from the OECD’s CRS Aid activity database.
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AfDB), concessional loans and grants (e.g., IDA, AfDF), or technical assistance (e.g. UN devel-

opment institutions).

DEPENDENT VARIABLE

Our main dependent variable is the amount of financial contributions to each MAI. We measure
Financial Contributions as the log of a government’s average total commitments to a given MAI
(in constant 2007 dollars) in five-year periods. Data comes from the OECD’s International De-
velopment Statistics. We use the log of commitments rather than commitments as a percentage
of all commitments because it is unlikely that governments have a set amount of funding to allo-
cate multilaterally in a given year. Nevertheless, in the robustness section we use commitments
as a percentage of total commitments and find minimal differences in the results.

In addition, we use average contributions over five-year periods instead of annual contribu-
tions. One could argue that member states can vary their contributions on an annual basis be-
cause the commitments made by the member governments have to be approved in the domestic
political arena and annual variations occur as a result of this process. For example, the U.S. Con-
gress often refuses to appropriate the full amount committed to by the U.S. government. Appro-
priations to the IDA, for example, average at only 70 percent of commitments since its for-
mation. However, in most parliamentary systems approval is automatic (because the government
usually has the majority in the legislature as well). In addition, replenishment negotiations are
usually conducted every three to five years (negotiations regarding capital increases in non-
concessional lending institutions occur even less frequently). These commitments typically fix
annual contributions for member states until the next multi-annual negotiations. To take this into
account, we average our data over five-year periods so that our analysis focuses on average fi-

nancial contributions over a time period that roughly conforms to the actual time frame.
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Finally, we focus on commitments rather than disbursements (but show that the results hold
for disbursements in the robustness section), because commitments take into account the overall

domestic decision-making process that allows us to fully understand delegation decisions.

INDEPENDENT VARIABLES

Preference Similarity. Hypothesis 1 states that governments, when choosing how much to
delegate, provide more contributions to institutions where the aid allocation reflects the govern-
ment's domestic (strategic or non-strategic) allocation policies, ceteris paribus. To measure pref-
erence similarity, we proceed in three steps.

First, we derive the basic aid allocation interests of any government. We thereby rely on
well-documented research that shows that bilateral foreign aid flows reflect a government’s in-
terest in how multilateral aid should be distributed (see discussion above). The government’s al-
location preference is calculated as the bilateral aid of each government i to a recipient country £,
as a percentage of that government's overall bilateral aid, in each year :

) Bilateral Aid
Government's Allocation Preferences |, = — L (1)
Bilateral Aid

Greater values for a Government’s Allocation Preferences imply that a member has increas-
ingly salient interests in providing aid to a particular recipient. Second, we measure the alloca-
tion preferences of each MAI j in any given recipient & by taking each MAI's aid to the recipient

as a percentage of that MAI’s aid for each year

Bilateral Az'a’/. "
LBilateral Az'a’/_’/

MAL's Allocation Preferences , , , = (2)

Third, to measure the difference in preferences we take the absolute value of the difference

between these two values:
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3)

Preference Similarity = \Government's Allocation Preferences, ,  — MALls Allocation Prefereﬂces/, "y

We multiply this measure by negative one so that higher numbers imply greater preference
similarity and average it over five-year periods. Thus, the greater the value for Preference Simi-
larity the more the MAI’s aid allocation policies are in line with the government’s preferences
about aid allocation. Due to the large number of government-MAI pairs it is difficult to demon-
strate the variation in this variable (beyond basic descriptive statistics). However, to give some
examples, the pairs with the most dissimilar preferences overall in the dataset are Germany,
Norway, Austria, and France with the Caribbean Development Bank (CDB). This is not surpris-
ing, as Northern European countries should have little interest in the regions that the CDB is in-
terested in. In the most recent period, the pairs with the most dissimilar preferences are Japan
with the European Investment Bank, and Ireland and Sweden with the CDB. The government-
MALI pairs with the most similar preferences are the Netherlands, Portugal and Denmark with the
EC. And, in the most recent period, the pairs with the most similar preferences are Australia with
the Asian Development Fund, Luxembourg with UNICEF, and Japan with three different UN
agencies: [FAD, UNICEF, and WFP.

The main advantage of our approach is that actual bilateral and multilateral aid allocations
account for all dimensions of government preferences and, therefore, we do not have to account
for the specific preferences of individual governments. For example, regardless of whether a
government is more interested in economic development or geo-political factors, the constella-
tion of countries it is interested in will be evident in the pattern of their bilateral aid giving. In
addition, whether multilateral aid giving is a function of formal or informal bargaining power or
agency slippage in the MAI, the vector of these preferences is captured by the pattern of multi-

lateral aid giving. In contrast to measuring preference similarity just by analyzing decision-
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making input, such as the formal voting power of a member state — the traditional approach — we
reduce possible bias introduced by organizational characteristics and bureaucratic politics by ex-
amining directly at the decision-making output.

So far, our measure of preference similarity focuses on preferences over who gets aid. In
addition, governments may be interested in what aid is spent on (i.e. building a well or providing
budget support). To examine this possibility we construct an alternative measure of preference
similarity focusing on both the recipient and the sector within which aid is given."® To get infor-
mation on sectoral aid, we rely on the OECD’s Aid Activity database’s classifications. The
OECD classifies all aid within one of 12 sectors (see Appendix B). With this information we cal-
culate the basic aid allocation interests of any government i in any given recipient country & in a
given sector s, by taking each government's bilateral aid to the recipient by sector, as a percent-

age of that government's overall bilateral aid for year t:

) Bilateral Aid, ,
Government's Allocation Preferences ,, =—— A 4)
Bilateral Aid

Similar to our original measure of salience, we repeat this for each MAI, and take the abso-
lute value of the difference to determine the proximity of each government-MAI pair. Again, we
examine some examples of similar and dissimilar government-MAI pairs in the data to ensure
that this approach tracks with what we would expect theoretically. The pairs that have the most
similar preferences overall are Finland, Belgium, Italy and Austria with the IBRD, and in the
most recent period the most similar pairs are Luxembourg, Denmark and Greece with the EC.

Similarly, the most dissimilar pairs overall in the dataset were Austria, Canada and Australia

' Even though this approach provides us with a more fine-grained measure of preference similarity, we do not use
this as our main measure because the amount of missing data increases dramatically if we account for sectoral

aid. Using a measure that focuses only on sectoral aid does not change the empirical findings.
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with the IMF while in the most recent period, Portugal, the UK, and France were the most dis-
similar with the IMF.

Our measurement relies on the assumption that governments pursue similar goals when
providing bilateral and multilateral aid. One could potentially criticize this. An alternative expla-
nation would be that governments actually delegate aid to MAIs in order to pursue goals that are
different from the goals they pursue through bilateral aid. For example, bilaterally a country
could focus on developing countries that are of geo-strategic importance, but multilaterally the
country wants to provide aid in order to support sustainable economic development. Our analysis
directly tests for this. We would expect an insignificant or even negative relationship between
the variable Preference Similarity and a government’s financial contributions if governments
pursued complementary goals in multilateral institutions. A positive and significant relationship,
on the other hand, would support our theory that they want to delegate aid to pursue their domes-
tic allocation preferences but with greater efficiency.

Efficiency." Hypothesis 2 states that when choosing between different MATs, governments
provide greater financial resources to institutions where aid allocation is more efficient, ceferis
paribus. In the literature, efficiency is usually defined as whether the same level of output could
be achieved with less input—or, equivalently, whether more output could be generated with the
same level of input. For example, scholars in finance are interested in the level of efficiency of
the firm—that is, its ability to maximize production from a given set of inputs. They compare the

inputs and outputs of firms to establish the production efficiency of the firm of interest. For

'“ It is important to note that while a few policy analysts and academics have attempted to rank MAIs, they have
done so with a view towards effectiveness, rather than efficiency. Further, these rankings tend to exist only for a

few years and only recently (Easterly and Pfutze 2008; Easterly and Williamson forthcoming).
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MALISs, organizational efficiency can be defined in very similar terms: we are interested in the
MAI's ability to maximize its output (the amount of aid provided) relative to its available inputs,
in comparison to similar MAIs. Importantly, the notion of MAI efficiency is different from the
notion of MAI's effectiveness in that it does not measure whether the MAI actually achieves its
goals.

For our measurement we rely on the well-established techniques developed by the manage-
ment science literature to assess the relative efficiency of firms and government agencies. Specif-
ically, we use data envelopment analysis (DEA), a linear programming technique that evaluates
the relative efficiency of similar decision-making units (DMUs). DMUs can be firms, govern-
ments departments, or in our case, MAIs."” DEA takes a set of inputs and outputs from among a
set of DMUs and defines a benchmark production frontier composed of those DMUs that are
best practice performers in terms of their inputs and outputs in that time period. The relative effi-
ciency frontier is the point where no producer could get more output for any lower level of input.
DEA then calculates the level of efficiency of each remaining DMU relative to that benchmark
frontier. Important for our analysis, DEA does not compare MAIs of different sizes or MAIs that
raise/do not raise funds on the capital markets (indeed, this would bias efficiency towards larger
MAIs or MAISs that raise additional funds on capital markets). Instead, by weighting the inputs of
each MAI, DEA enables us to compare outputs that would be possible from organizations with
similar resources or inputs. The calculation weights each DMU’s inputs to maximize its
weighted input to output ratio. Thus, each DMU’s efficiency is judged according to its own

standards—but the DMU and its peers set the maximum possible efficiency. Figure 2 gives a

15 DEA analysis was developed by Charnes et at (1994). Countless papers use the DEA technique to measure the

efficiency of DMUs.
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simple graphical example of a calculation based on two inputs and four MAIs. In this example,
all four MAIs help to define the efficiency frontier. MAI-A and MAI-B are on the efficiency
frontier and would receive a score of 1. MAIs C and D lie below that frontier, and their score is
the distance between where they lie in the multi-dimensional space and the efficiency frontier
(less than 1). No firm is able to lie beyond the efficiency frontier.

[Figure 2 about here]
To derive MAI efficiency mathematically, we solve for the efficiency frontier with the following

objective function:

Max &, = ia}ryjjo

Subject to = 2\/1.)6[].0 =1and 20)1.)/1.]. - ivixij =0

where & is equal to the efficiency score for MAI jy, ® and v are weights, and x and y are in-
puts and outputs respectively.

One of the difficulties in measuring MALI efficiency is the nature of inputs and outputs. For
the most part, MAIs receive funds from governments and combine this with funds raised on the
capital markets (although many MAIs, including the UN organizations, are not able to raise addi-
tional funding through capital markets), the knowledge and expertise of their staff, and their time
in the field to produce loan capital and funding for development programs. Thus, our measure-
ment of output is simply aid disbursements'® by an individual MAI in a given year. Our meas-

urement of inputs includes governments’ financial contributions, whether or not they are allowed

'® Very little data exists on commitments from governments to MAIs in a standardized format, so to calculate our

efficiency scores we use data on actual delegation rather than commitments.
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to raise funds on capital markets, the number of members, and the age of the MAL'” We use the
STATA program DEA developed by Lee and Ji to calculate the efficiency scores of each MAI
on a yearly basis. Finally, we calculate five-year averages of the measure and standardize it to
ease interpretation.

[Figure 3 about here]

To give the reader some idea of the outcome of these efficiency scores, Figure 3 shows the
efficiency score of the African AfDF (Figure 3a) and UNICEF (Figure 3b) over time. Similar to
most of the other MAIs in our data set, both institutions have experienced great variation of effi-
ciency over time. Whereas the AfDF has become generally more efficient (with a decline of effi-
ciency in the more current period), UNICEF has experienced several ups and downs in its effi-

ciency in providing foreign aid.

CONTROL VARIABLES
In addition to our main variables of interest, Preference Similarity and MAI Efficiency, we in-
clude a set of control variables. First, we account for the economic climate in a country with the
Unemployment Rate (as a percentage of overall employment), Economic Growth (GDP per capi-
ta growth), and Per Capita GDP (in constant (2000) US dollars). Data are from the OECD. We
expect higher economic growth and per capita income to increase financial contributions, while

higher unemployment will decrease financial contributions. Following Milner (2006), we also

' There are many more inputs we would like to use, such as size/education of staff, but data availability is unfortu-
nately very low. It might be problematic to use financial contributions as an input for a measure which is then
used to explain financial contributions. However, financial contributions are only one of a series of inputs im-
portant for determining efficiency, in fact, the correlation of MAI efficiency with total financial contributions to

the MAT is only 0.33.
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include Government Expenditure, which controls for overall government spending as a propor-
tion of GNP. Data are from the World Development Indicators.

Second, we measure a government's relative influence within the MAI. Measures of formal
influence, such as voting power, are hard to come by for all MAIs and years, so we rely on a
country’s wealth relative to all other countries. In addition, we control for the number of major
powers within the MAI and whether or not the US is a member. Data are from the Correlates of
War Project (2008). To account for the experience of the MAI and its potential beneficial effects
we include a measure for the age of the MAL

A government's financial contributions to an MAI should also depend on the climate in the
world more generally. First, aid strategies changed drastically during and after the Cold War.
The Post Cold War variable is equal to 0 prior to 1989 and 1 in 1989 and after.'® Second, gov-
ernments should be more willing to delegate following major natural disasters. Although data on
numbers of major natural disasters are not available across time, the overall numbers of deaths
due to natural disasters serves as a proxy for the depth of disasters in a given year. Data are from
the Emergency Disasters Data Base.

Finally, in some models we include a linear time trend to account for common shocks and
trends in financial contributions to MAIs. Because financial contributions can respond to the
global environment we also employ a model that includes time fixed effects and a time trend to-
gether (because of collinearity we cannot include the dummy variable for the cold war in this

model).

MODEL SPECIFICATION

18 One could also use 1991 without changing the substantive results.
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Our econometric model employs the following generalized least squares specification: gov-
ernment i’s financial contributions to MAI j in each five-year period p depends on Preference

Similarity, MAI Efficiency, control variables, a time trend 1, and an error term p:

Financial Cbﬂlrzbulzo;fsﬁ i, =V /J’IAS?mz/arzg/j’ it B, Ljiciency fopl

©)

+ 70/, +T+U .
ﬁ3C0/” 0//,/6,/7 T Iy

We present feasible generalized least squares (FGLS) regression estimates with a Prais-
Winsten transformation of all of our models accounting for an autoregressive (AR1) error pro-
cess and report panel corrected standard errors to account for panel-level heteroskedasticity. Be-
cause we have an unbalanced panel, we assume that the error variances are constant within each
directed-dyad, but heteroskedastic across dyads.

We lag our measures of similarity and efficiency by one period (five years) to deal with the
possibility of reverse causality. An MAI’s aid allocation could reflect a specific government’s
interest because that government has contributed a substantial amount to the MAL'® Similarly,
an MAI could be relatively more efficient because of higher financial contributions. Either of
these relationships would bias our estimates in a positive direction, leading us to overestimate the
effect of preference similarity and efficiency on financial contributions. A Durbin-Wu-Hausman
test of endogeneity on the lags of both measures indicates that the estimates are consistent and
endogeneity 1s not a problem with the lagged variables.

We do not include a lagged dependent variable (LDV) because, theoretically, there is little

reason to include a LDV, and empirically, including a LDV in an FGLS model results in upward

' Whereas contributions and the number of votes are usually correlated in MAIs, they are not perfectly so. In addi-

tion, bureaucratic politics oftentimes diffuses some of the existing correlation.
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biases when using FGLS and downward biases when using fixed effects techniques. Neverthe-

less, we include a LDV in our robustness checks below.

RESULTS
The empirical findings lend considerable support to our main hypotheses. Specifically, we find
that the greater the similarity of preferences between a government and the MAI, and the greater

the MAT’s efficiency, the more financial resources are contributed to that MAI.

[Tables 1-2 about here]

Tables 1 and 2 report the main results of our hypotheses regarding the strategic delegation of
government aid to MAIs. Table 1 examines Equation 5 using our first measure of preference
similarity, which accounts for similarity by recipient. Table 2 replicates these findings using our
second measure of preference similarity, which accounts for similarity by recipient and sector. In
all tables we standardize our two main variables to have a mean of zero and a standard deviation
of one, for ease of interpretation. Models 1 and 2 in each table report the independent impact of
Preference Similarity and MAI efficiency without including the other variable. Models 3 and 4 of
each table include both variables in the regression. Models 1-3 in each table include a time trend
and a dummy variable for the Cold War, while Model 4 in each table includes fixed period ef-
fects rather than a time trend (we exclude the coefficient estimates on each period to save space).

The estimates in each of our tables are consistent with a substantively and statistically signif-
icant positive effect of both preference similarity and MAI efficiency on financial contributions
to multilateral aid institutions. Turning to Model 3, which reports estimates of our main model,
we find that a one standard deviation increase in the similarity of preferences between a govern-
ment and an MAI equates to, on average, a three percent increase in financial contributions.

When accounting for sectoral preferences, a one standard deviation increase equates to a 24 per-
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cent increase in financial contributions. Similarly, a one standard deviation increase in efficiency
equates to a ten percent increase in financial contributions when sectoral preferences are not ac-
counted for and a 28 percent increase when sectoral preferences are accounted for. These results
imply that government's indeed have similar interests about how bilateral and multilateral aid
should be distributed (otherwise, we would have observed a negative or no effect).

The Caribbean Development Bank (CDB) may serve to put these results in perspective. In
the most recent period, the CDB increased its efficiency score by one standard deviation. In addi-
tion, it increased its preference similarity with Germany and Italy by one standard deviation.
Statements by the Italian and German governments at recent CDB Board of Governor’s meetings
illustrate the importance of this increase in efficiency and preference similarity for their deci-
sions to delegate more resources to the CDB. According to the Italian government’s statement,
the CDB recently moved to place environmental sustainability and disaster risk management at
the forefront of their policy goals, something that both Italy and Germany had been pushing them
to do in recent years. Further, the German delegate to the board of governor’s specifically points
to the process of institutional reform that the CDB has undergone as one of the main reasons for
their increasing funding to the CDB by 30% in their latest contribution.

Additionally, our control variables, for the most part, have the anticipated signs and sig-
nificance. GDP per capital has a small, but positive effect on delegation, indicating that wealthi-
er countries give slightly more to MAIs. Government expenditures, relative income, and the
number of major powers that are members of the MAI, the age of the MAI and the period during
the Cold War also have a positive impact on delegation. Finally, unemployment, GDP growth,

US membership and Natural Disaster Deaths have no significant impact on the results.

2% Statement by Germany at 39th BOG (2009) and Statement by Italy at 40th BOG (2010).
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ROBUSTNESS CHECKS

To insure that our results are robust to possible measurement and specification issues, we
run a series of checks on our main econometric model. All tables are in appendix C.

First, we tested for the robustness of out choice in model specification. The results are
presented in Table 3. Model 1 includes GLS estimates with a LDV. Model 2 includes govern-
ment fixed effects. Model 3 includes fixed effects and a LDV. Because of the small number of
time periods in our model, including both a lagged dependent variable and fixed effects in our
model would result in biased estimates (Nickell 1981). The Arellano and Bond generalized
method of moments (GMM) system estimator was specifically designed to deal with panel data
that exhibits autocorrelation (Arellano and Bond 1991). Model 4 reports our main model using
the system GMM estimator. ' Model 5 estimates our main model using a Cragg Double-Hurdle
model to account for estimation problems that may result from the large number of government-
MAI-years with no financial contributions. > The main results are robust to all five specifica-
tions, with both preference similarity and efficiency having a positive and significant impact on
donor funding to MAIs, which increases our confidence in the empirical findings.

Second, we tested whether differences across the regulations of MAIs may affect our find-

ings. The results are presented in Table 4. For example, non-concessional lending institutions

2! The system estimator restricts the correlation between the error term and all explanatory variables to zero, dealing
with any possible bias from the inclusion of a LDV.

22 Hurdle models estimate the specification in a two-step process. In the first step, a binomial probability model
determines the outcome of whether the dependent variable has a value of zero or any positive value. If the “hur-
dle” is overcome (i.e., the dependent variable is greater than 0), the value enters the second stage of the estima-

tion where it is estimated as a model truncated at zero.
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generally require smaller contributions than concessional lending institutions because these
MAIs draw most of their resources from capital markets (only about five percent of funds are
paid-in capital from member governments) whereas concessional lending institutions draw most
of their resources from paid-in capital contributions. Delegation to non-concessional lending in-
stitutions is thus less costly (in terms of financial contributions) than delegation to concessional
institutions. In addition, technical lending institutions typically require smaller funds than other
lending institutions because they focus on technical assistance. To account for these differences,
we estimated our main model with a sample restricted to MAIs that provide non-concessional
loans and grants (Model 1), with institutional fixed effects (Model 2), and with dummy variables
for the four types of institutions (Model 3). None of these estimations change our empirical find-
ings.

Third, we tested whether our results are sensitive to the operationalization of the dependent
variable. The results are presented in Table 5. Model 1 uses financial contributions to an MAI as
a percent of total financial contributions to MAIs. Model 2 uses a dependent variable that was
calculated with disbursement rather than commitment data. Model 3 uses annual data instead of
five-year periods. None of these changes affect our main results.

Fourth, we tested for the robustness of our results to the inclusion of further control varia-
bles. Results are presented in Table 6. Model 1 includes a variable that measures the membership
size of the MAI. Model 2 includes a dummy variable equal to 1 for regional MAIls and equal to 0
for non-regional MAIs. Again, our main results to do change due to the inclusion of either of
these control variables. The size of the MAI does not have a statistically significant impact on
financial contributions. Adding a dummy variable for regional development banks to our specifi-

cations results in a negative, significant impact on aid disbursements to MAIs. This indicates that
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governments are less likely to give to regional than non-regional development banks, holding all

else constant.

V. CONCLUSION

This paper develops a theory of strategic institutional portfolio building in the multilateral
aid context. We argued that governments are more likely to delegate to an MAI that minimizes
the costs of delegating resources spent in the government’s interest while at the same time max-
imizing gains from efficiency. The empirical analysis provides support for the strategic choice of
governments when delegating aid to MAIs. Governments’ choice between MAIs has been main-
ly influenced by their desire to retain leverage over allocation decisions. At the same time, they
exerted a bias for more efficient MAlIs.

Our findings have important implications for the underlying puzzle of why states delegate to
MAIs instead of allocating aid bilaterally. We argue that the decision to delegate is in fact quite
rational. Governments can increase the impact of their aid by delegating strategically across a
multitude of MAIs. By choosing how much to allocate to each of these MAIs they gain from ex-
isting multiplier effects in MAIs and they minimize losses from the potential diffusion of inter-
ests. As a result, the decision to delegate is not puzzling from a theoretical standpoint. If a coun-
try can make its aid more efficient while maintaining relatively great control over allocation de-
cisions, then at times multilateral aid is a better choice than bilateral aid.

On a broader level, our findings may help to explain questions of aid effectiveness among
MALIs. Our findings indicate that multilateral agents should have incentives to alter their alloca-
tion policies in order to attract more funds. If MAIs are allocating significant portions of their

funds to meet the geo-strategic interests of their principals, this could easily have a negative im-
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pact on aid effectiveness. On the other hand, if agents have the means to increase the efficiency
of their organization to attract funds, this would have a beneficial impact on the effectiveness of
multilateral aid. Thus, there may be two trade-offs at hand: one facing governments and another

facing the multilateral aid institutions.
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FIGURES

Figure 1: Financial Contributions (in % of Total Contributions to MAIs)
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MAI Input 2

Figure 2: Data Envelopment Analysis
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Figure 3: Standardized Efficiency Scores for AfDF and UNICEF
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Table 1: Strategic Delegation of Government Aid: Five-Year Periods

Model (1) (2) 3) 4)
Preference Similarity  0.029%* 0.029* 0.031*
(0.017) (0.017) (0.017)
Efficiency 0.079** 0.101** 0.105%%*
(0.033) (0.040) (0.043)
Unemployment 0.008 -0.005 -0.001 -0.002
(0.012) (0.010) (0.013) (0.014)
GDP Growth -0.006 0.011 0.005 0.014
(0.016) (0.013) (0.018) (0.021)
GDP Per Capita 0.0001*** 0.0001*** 0.0001*** 0.0001***
(0.000) (0.000) (0.000) (0.000)
Govt. Expenditure 0.115%** 0.144%** 0.134%** 0.133%**
(0.013) (0.013) (0.014) (0.014)
Relative Income 1.735%** 2.121%** 1.986%** 1.984%**
(0.311) (0.369) (0.350) (0.351)
# Major Powers 0.233%** 0.208%** 0.232%** 0.243%**
(0.028) (0.033) (0.032) (0.033)
US Member 0.194 -0.139 -0.219 -0.256
(0.164) (0.187) (0.192) (0.194)
Multilateral Age -0.000 0.012%* 0.015%* 0.015%**
(0.005) (0.006) (0.006) (0.006)
Cold War 0.873%*%* 0.656%** 0.827%**
(0.110) (0.109) (0.133)
Disaster Deaths 0.000 0.000 0.000 -0.000%**
(0.000) (0.000) (0.000) (0.000)
Period 0.003 -0.066* -0.076%*
(0.038) (0.038) (0.042)
Constant -3.047*** -3.097*** S2.911%** 0.000
(0.359) (0.348) (0.442) (0.000)
Period Fixed Effects N N N Y
Observations 1972 1961 1659 1659
Donor-MAI-N 368 308 303 303

Dependent Variable: Log of Financial Contributions
FGLS models with robust standard errors in parentheses
* significant at 10%; ** significant at 5%; *** significant at 1%
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Table 2: Strategic Delegation of Government Aid: Preference Similarity By Sector

Model (N ) 3) 4)
Preference Similarity 0.194%** 0.243%** 0.229%
(Sector) (0.046) (0.070) (0.072)
Efficiency 0.079** 0.284%*%* 0.300%**
(0.033) (0.063) (0.063)
Unemployment 0.008 -0.005 0.037 0.055**
(0.016) (0.010) (0.025) (0.027)
GDP Growth -0.010 0.011 -0.008 0.009
(0.024) (0.013) (0.037) (0.039)
GDP Per Capita 0.0001* 0.0001*** 0.0001* 0.0001%*
(0.000) (0.000) (0.000) (0.000)
Govt. Expenditure 0.084%** 0.144%** 0.128%** 0.128%**
(0.015) (0.013) (0.021) (0.022)
Relative Income 1.645%** 2.121%** 1.656%** 1.648%**
(0.311) (0.369) (0.390) (0.393)
# Major Powers 0.197%** 0.208%** 0.090 0.032
(0.037) (0.033) (0.096) (0.099)
US Member 0.023 -0.139 0.552 0.767**
(0.169) (0.187) (0.375) (0.381)
Multilateral Age -0.001 0.012%* 0.047%** 0.046%**
(0.006) (0.006) (0.009) (0.009)
Cold War 0.829%*%* 0.656%** 0.995%
(0.152) (0.109) (0.258)
Disaster Deaths 0.000 0.000 0.000 -0.000%**
(0.000) (0.000) (0.000) (0.000)
Period -0.007 -0.066* -0.134*
(0.046) (0.038) (0.070)
Constant -1.746%** -3.097*** -2.702%** 0.000
(0.438) (0.348) (0.654) (0.000)
Period Fixed Effects N N N Y
Observations 1529 1961 770 770
Donor-MAI-N 352 308 216 216

Dependent Variable: Log of Financial Contributions
FGLS models with robust standard errors in parentheses

* significant at 10%; ** significant at 5%; *** significant at 1%
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