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1. Introduction

Civil society—"the realm of organized social life that is voluntary, self-generating
(largely), self-supporting [and] autonomous from the State" (Diamond 1994, p.5)—has
received much emphasis in development circles. Greater involvement of civil society is
frequently viewed as crucial in attaining development goals. Advocates see civil society
organizations as bringing citizens' concerns to broader public attention, thereby counteracting
narrow interests, which can be especially problematic when institutions function poorly
(Edwards 2004, Rosenblum and Post 2001)." Accordingly, fostering civil society through
foreign aid is seen as a means of promoting institutional development, with the hope that the
improved institutions will later enhance the effectiveness of aid where past efforts have been
disappointing (Frisch and Hofnung 1997, Van Rooy 1998, Ottaway and Carothers 2000,
Howell and Pearce 2001).” Yet in practice, this quest has proven elusive, raising doubts
about whether fostering civil society is worth the money (Carothers 2004, Robinson and
Freidman 2005) and calling for "contextualized political and social analyses that can properly
inform donor interventions" (Howell and Pearce 2001, p.235).

The general agreement on the practical importance of civil society has not led to
sustained formal analysis within economics. There is no clear analytical understanding of
what role civil society plays and what functions it serves. Our aim therefore is to provide an
exploratory formal analysis. We embed core features widely attributed to civil society in a
framework that captures the essence of the politics of institution-building. Of course, any

suggestion about what features are logically inherent in the nature of civil society is bound to

! In this paper, we emphasize the role of civil society as it interacts directly with the political sphere. This is the role that is
most likely to have an immediate effect on institution building in market economies. Other functions of civil society
commonly identified in the literature are substituting for poorly functioning states in service provision (World Bank 2003)
and breeding social capital (Putnam 1993). See e.g. Azam (2003), Gibbons and Rutten (2004), Besley and Ghatak (2001),
Jack (2001), and Khwaja (2004) for theoretical analyses of the service-provision aspect of civil society organizations. See
e.g. Knack and Keefer (1997), Temple and Johnson (1998), Glaeser et al. (2000), Guiso et al. (2004), and Huang (2003) for
empirical and theoretical analyses of social capital.

2 Of course, much of foreign aid involving civil society is channeled through rather than to civil society organizations as in
the case of NGOs providing services in the areas of health, population control, agriculture, poverty reduction etc.
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be debatable. The phenomenon is so amorphous in many existing discussions that any formal
approach would seem narrow. Nonetheless, since even the most basic and preliminary
questions about civil society remain unanswered, an exploratory analysis can be highly
informative. By making explicit one apparent channel through which civil society influences
the politics of reform, we characterize conditions determining the desirability of civil society
aid. To date, such conditions have not been derived analytically, meaning that our results
extend far beyond existing illustrative and informal discussions.

In characterizing civil society, we focus on the irreducible core of many existing
definitions of civil society that are relevant to institutional reform (Edwards 2004, Howell
and Pearce 2001, Van Rooy 1998, Ottoway and Carothers 2000, Orenstein 2000, Robinson
and Friedman 2005). In our framework, civil society stands above the realm of policies for
sale: it holds no direct stake in the outcome of reforms. It strives to open up and expand
public debate within a reform process that would otherwise be dominated by aggressive
lobbies and self-interested politicians. Civil society participation thus inevitably prevents
hasty, ad hoc implementation of reform proposals.

When interest groups are better informed about the reforms that they propose than
politicians are, there can be adverse selection problems, which the presence of civil society
can either solve or exacerbate. If the objectives of the groups proposing reforms and those in
the rest of the economy are misaligned, civil society solves some adverse selection problems.
However, when reforms proposed by special interests have widespread benefits—for
example, because a country is far from its institutional possibility frontier—the intervention
of civil society decreases the likelihood of a successful reform. Civil society's involvement in

this specific reform process is then undesirable.

Importantly, "[sJuch programs clearly have effects on the development of civil society...even though the programs are not
designed explicitly with civil society development as an objective" (Carothers and Ottaway 2000, p.13).



The welfare impact of civil society thus critically depends on the intricacies of local
politics—the degree to which the objectives of empowered interest groups are aligned with
those of the rest of society, the level of democracy, and the amount of political stability. Our
findings thus caution against the very common portrayals of civil society in development
circles as an indisputably "good thing" (Van Rooy 1998, p.30). The results qualify the nearly
universal assumption of a link between the presence of civil society and successful economic
development (Howell and Pearce 2001, p.235; Robinson 1996, p.3).

The effect of aid that strengthens civil society is to make it more costly for a
politician to exclude civil society from reform processes. Exclusion can be optimal for the
politician even when inclusion would be welfare enhancing because the politician also wants
to please powerful interests whose favored reforms might not pass through a process that
includes civil society. Hence, aid affects institutional outcomes by changing the politician's
decision on whether to include civil society in reform processes. By comparing the welfare
implications of the reforms undertaken with and without civil society, we can characterize the
conditions determining the desirability and effectiveness of civil society aid.

Because the exclusion of civil society from reform processes is sometimes socially
optimal, using aid to strengthen civil society is beneficial only under special political
conditions. The benefits from aid decline as the objectives of special interests and those of
society become more closely aligned. For a given the degree of alignment, however, the
welfare effect of aid to civil society also varies with levels of political stability and
democracy. These results provide context for the frequent reports of the disappointing effects
of civil society aid targeted at promoting good governance (Carothers 2004, Ottaway and
Carothers 2000, Robinson and Friedman 2005).

The contingent effect of civil society aid results in a particularly pernicious paradox.

We argue that civil society aid for institution building will likely be harmful in those



circumstances where optimism about its effects would normally be highest—when
institutions are poor and the country is very open to reform. Hence, in contrast to many
advocates, we find little reason to support the view that aid to civil society is a way of jump-
starting the development process when poor institutions reduce the effectiveness of foreign
aid.

At a more general level, our results contribute to the ongoing debate about the
effectiveness of foreign aid (see e.g. Burnside and Dollar 2004, Rajan and Subramanian
2005, Shirley 2005, Moss et al. 2006). We highlight the impact of a particular segment of
foreign aid, that to civil society, and derive the efficiency implications of such aid. Our main
conclusion—that different political conditions lead to drastically different welfare
consequences of a given amount of aid—thereby bolsters the selectivity argument for aid
dissemination (Drazen 1999, Dollar and Svensson 2000, Kosack 2003, Burnside and Dollar
2004, Shirley 2005).

The rest of the paper is organized as follows. The next section examines the literature
on civil society that has arisen in development circles, arguing that there has been almost
universal agreement that civil society has a beneficial role in institution-building. Sections 3
to 6 revisit this ubiquitous premise by presenting our model, deriving its results, and
interpreting them. Section 7 concludes.

2. Civil Society and Institution-Building: The Ubiquitous Argument

According to Carothers and Ottaway (2000, p. 4): "In the eyes of many donors and
recipients...the idea that civil society is always a positive force...is unassailable. An
active...civil society is both the force that can hold the governments accountable and the base
upon which a truly democratic political culture can be built. There follows from this
assumption the related idea that promoting civil society development is key to democracy-

building." Similarly, an extremely common argument is that civil society influences the



process of institution-building and that fostering civil society per se should promote adoption
of institutional best-practice (Carothers 2004, Frisch and Hofnung 1997, Howell and Pearce
2001, and Van Rooy 1998). "In the political domain, civil-society development is deemed
crucial to stimulating the public pressure and participation necessary to force poorly
functioning state institutions to become more responsive and accountable" (Carothers 2004).

In the context of post-communist transition, a vibrant civil society was seen as a
means of facilitating the creation of many of the components necessary for a market economy
(Carothers 2004; Buiter 2000, pp. 617-619). In Africa, civil society's involvement is
expected to improve governance by "challenging the power of the state to dominate political
affairs and decision-making" (Robinson and Friedman 2005, p.2). A strong civil society has
been expected to "broaden participation in public life and influence state policy" (Robinson
and Freidman 2005, p.1) and favorably "[steer] the direction of debates and policy around
economic reforms and democratic consolidation" (Hearn 1999, p.22).

Roland (2004) argues that civil society's participation is particularly desirable when
institutional construction occurs through transplantation. Those who endeavor to transplant
institutions will likely find that dialogue with governments is not fruitful, because
governments are prone to capture by elites with vested interests. Civil society's involvement
in assessing the correct institutional mix is therefore crucial, especially as it compensates for
deficiencies in outsiders' knowledge of local conditions. In Hoff and Stiglitz (2004), a weak
civil society decreases the likelihood of the emergence of the rule of law. In Beck and
Laeven (2006), civil society counterbalances political elites and therefore helps in the process
of building better institutions.

Systematic empirical evidence is scarce. It is also subject to serious measurement
problems given the lack of precision in the concept of civil society—a deficiency that would

be corrected by a more rigorous analysis that pinpoints precise effects. Campos (2000)



shows that civil society's participation in public affairs increases transparency of policy
making.” Civil society involvement may thus substitute for some institutions of good
governance such as the publicness of policy-making and accountability of the executive.
Likewise, Dethier et al. (1999) argue that the presence of a vibrant civil society helps to
explain the success of economic liberalization.*

We question the ubiquitous conjecture that civil society's involvement in reform
processes always improves institutional outcomes. While intuitively appealing, this
conjecture has not, to the best of our knowledge, been pursued within the disciplining
framework of an analytical model. Moreover, the emerging anecdotal evidence on
effectiveness of civil society assistance, although scant, reveals at best meager success in
promoting good governance. In the bulk of the post-communist region and the developing
world, aid to civil society seems to have had little impact on institutional development
(Ottaway and Carothers 2000, Carothers 2004, Quigley 2000, Robinson and Friedman 2005).
3. Revisiting the Ubiquitous Argument: A Model
3.1. Overview

The objective is to present a realistic tractable scenario where civil society participates
in the institutional reform process. Then, analytical results bear directly on the many very
general claims about the effects of civil society on institutional reforms, reviewed above. We
believe that this is the first analytical paper to meet this objective.

A society is contemplating a fundamental reform. The process occurs once and the
outcome is not reversible in the time period covered by the model, making our analysis
applicable to institutional reform but not to standard policies. Interest groups initiate reform
programs and devote resources to influence a politician's (i.e., the government's) decision.

Separate from the sphere of interest groups and politicians, civil society can shape the

3 To measure the strength of civil society, Campos combines the Freedom House measures of civil liberties and political
rights with the "civil society" indicator from Karatnycky et al. (1998).



institutional reform process by opening up debate and expanding deliberation. The
government can exclude civil society from that process, but only at some cost, which
increases with levels of democracy and the strength of civil society. By strengthening civil
society, aid can affect institutional outcomes.

A timeline of reform is depicted in Figure 1. The following subsections describe the
various elements of the timeline, not in chronological order but in a sequence that develops
the logical structure of the reform process.

3.2. Reform Programs

Reform programs are combinations of individual reforms. Reform of type j (reform j,
in short) is completely characterized by the benefits to interest groups o and f3, B, and Bg;,
respectively. Classifying reforms according to whether a or  win or lose and whether the
sum of payoffs is positive or negative, there are only six possible generic reform types. Table
1 defines them. Given that all possible types of reforms are included in these six, any reform
program can be characterized by a combination of at most one reform of each type.

Reforms 2-5 are redistributive (gains for one group come at the expense of losses for
the other) but with different consequences for aggregate welfare. Reforms 2 and 4
redistribute with a deadweight loss. Reforms 3 and 5 redistribute with a net aggregate welfare
gain. Pareto-improving reform 1 is of interest to both o and . Reform 6 is Pareto inferior to
the status quo, and can be dropped from the analysis since neither a nor 3 ever proposes it.

This structure of possible reforms captures a fundamental aspect of institutional
change. Programs proposed by interest groups contain various sub-components, some
contributing to general welfare, some reducing it. The central problem of institutional reform
is to foster adoption of efficiency-enhancing components and limit rent-seeking

redistributions.

* Dethier at al. measure the strength of civil society with the Freedom House index of civil and political liberties.



3.3. Interest Groups and Politicians

A and B are the two rival politicians. The one forming the government has the power
to implement reforms, which are proposed by interest groups. The government accepts a
submission only if the interest group pays a lobbying fee, which can be interpreted very
generally as a campaign contribution or a bribe or some other favor. Interest groups are
much more knowledgeable than the politician about the effects of reforms. The politician is
at an informational disadvantage and cannot recognize reform types. Both interest groups
can recognize reforms, but their statements on which reforms are being proposed would
hardly be credible.

To set the scales of variables, assume the fee does not vary with reform type: Wik is
the payment when the government of politician ke {A,B} accepts a submission of any reform
j from interest group i€ {o,B}. (Submission of a reform program with n reforms thus costs
nWik.) The fee is a quid pro quo for the cost incurred by the politician in placing a submitted
reform proposal onto the political agenda. This is the political cost that the politician must
bear by proposing a redistribution from o to 3 (or B to o). The assumption that the fee does
not vary with reform type then implies that reforms 2 and 3 (or 4 and 5) should entail a
similar cost for the politician, which makes the following assumption a natural one:

Bg, = Bgs and By = Bgs.

The structure of payoffs in Table 1 naturally pits o and 3 against each other. Hence,
enactment of reforms 2 or 3 is inconsistent with enactment of reforms 4 or 5.° No politician
could credibly implement proposals from both groups. Accordingly, each politician is
willing to consider reform proposals only from the interest group associated with that

politician. This is the politics of fundamental institutional reform. Interest groups oppose

5 The assumption of direct conflict is common in the analysis of the effect of interest groups on policy. For examples, see
e.g. Grossman and Helpman (2001, sections 4.2.2, 8.4, and 9.3), Drazen (2000, sections 3.7, 13.5) and Mueller (1989, pp.
108, 230, 245, 247, 279, and 453).



each other in a manner that correlates with political ideologies and the characteristics of
politicians. The politician in office thereby effectively blocks one interest group from
influencing the reform process, while simultaneously welcoming proposals from the other.
The interest group associated with the government is thus referred to as the empowered one.
In the model, o is paired with A and p with B.°

3.4. Social Welfare and the Politician's Objectives

The lobbying fee (Wix) is a pure transfer. Hence, the (ex post) aggregate impact from
implementing reform j, W;, is the sum of the payoffs to the two interest groups: W; = By;+Bg;.
The ex ante expected social welfare (social welfare in short) from a reform program is then a
weighted sum of the appropriate W;'s, where the weights are the probabilities of
implementation of respective reforms (we clarify these in sections 4.1. and 4.2. below).

We follow the recent literature on lobbying and special-interest politics (see e.g.
Persson and Tabellini 2000, Ch. 7; Grossman and Helpman 2001, Ch. 7-8) in positing that
the politician's payoff from a proposed reform program is a weighted average of the social
welfare and collected lobbying fees:

Ax{social welfare}+(1-A)x {lobbying fees},
where Le(0,1). The common-agency models of lobbying (Grossman and Hepman 1994,
Persson 1998) that assume complete information derive the policy (or reform) choices of
politicians by endogenizing lobbying contributions. In contrast, we fix the size of the
lobbying fee Wik and focus instead on the consequences of informational asymmetries

between politicians and interest groups.

® This is equivalent to assuming (a) that for all j such that B,;>0, ¥ a<Bj<¥ s, and for all j such that Bg>0, Wgp<Bg<¥pa,
or, it can be shown, even (b) that for all j such that B,;>0, ¥ a<W,5<Bj<¥.ste€, and for all j such that Bg>0,
Wpe<¥pa<Bgj<¥pate, where >0 is arbitrarily small. The resultant structure of lobbying (a. lobbies only A and B only B) is
consistent with empirical work on campaign contributions, which shows alignment between the objectives of special
interests and politicians (Poole and Roomer 1985; Poole, Romer, and Rosenthal 1987).



The parameter A will tend to be smaller in autocracies but increases with levels of
democracy. As in Glaeser and Shleifer (2002), we refer to A as a measure of democracy.’
3.5. Politicians and Civil Society

Before interest groups submit proposals, the incumbent government can choose to
allow the active participation of non-partisan, policy-minded civil society groups that have
the capacity to stimulate debate about reform. Civil society groups open up "the arena for
argument and deliberation" and create the "non-legislative, extra-judicial, public space in
which...public policy, government action and matters of community...are developed and
debated" (Edwards 2004, p.55).® We assume that the benefits of civil society arise solely
from changes in reform outcomes. This instrumental view arises from our focus on civil
society involvement in one specific reform: we do not view our results as reflecting on
broader issues of the place of civil society in the socioeconomic structure of the country as a
whole.

A vibrant civil society is therefore sand in the wheels of the political process,
preventing quick, ad hoc adoption of reforms. This delay changes reform outcomes, which is
how civil society affects welfare in our model. (There are no time preference effects on
welfare.) In characterizing civil society in this way, we focus on the irreducible core of the
many definitions of civil society relevant to institutional reform that appear in the literature
(Edwards 2004, pp. 55-63; Howell and Pearce 2001, pp. 2-3; Van Rooy 1998, pp. 20, 49;
Ottoway and Carothers 2000, pp. 11-12). Thus, the notion of civil society used here,
although narrower than that of many commentators, would certainly be a prime ingredient in

any generally acceptable definition.

7 Glaeser and Shleifer's (2002) interpretation of their parameter that captures the degree to which the preferences of the
sovereign differ from those of the society exactly corresponds with our interpretation of A as a shorthand measure of
democracy.

¥ Edwards (2004) quotes McClain and Fleming (2000).
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A compelling example of a characterization of civil society congruent to ours is
provided by Orenstein (2000) who presents case studies of design and implementation of
pension reform programs in Hungary, Poland, and Kazakhstan. In Kazakhstan, pension
reform deliberations were conducted in secrecy by a single governmental commission under
the direct authority of the prime minister, with full approval of the president. Orenstein
argues that this was because in Kazakhstan, civil society organizations "face[d] greater
sanctions for voicing opposition" and had "fewer opportunities to access the policy process"
than in Poland and Hungary. In fact, "[c]ivil society groups did not even know about the
progress of governmental pension reform proposals" (Orenstein 2000, p. 18). Consequently,
the deliberative process was significantly shorter in Kazakhstan than in the more democratic
Hungary and Poland, where civil society groups contributed actively in the reform process.

Similarly, Robinson and Friedman (2005, p. 11) report that in South Africa "at
various stages of the legislative process there was...extensive public consultation on
proposed bills through formal and informal processes in which civil society groups played a
significant role." On occasions, prominent civil society organizations delayed the progress of
reforms, for example, the privatization of state industries. In light of civil society's effect on
the reform process, the government even "declared that...excessive negotiation on policy
would delay delivery of the fruits of democracy to citizens" (Robinson and Friedman 2005,
p. 11).

In our model, the effect of delay is that the incumbent, A, might lose an election or be
usurped in a non-democratic fashion and replaced by the contender, B, before being able to
implement a submitted reform program. Following Persson and Tabellini (2000, Section
13.3), the probability of A continuing in power is interpreted as a measure of political
stability. In our model, this exogenous probability is denoted by pe(0,1). The use of the

term stability is apposite in the present context because when A is replaced there is a

11



fundamental change in politics. Since the interest groups associated with each of the
politicians have opposing views on institutional reforms, A's loss of power leads to the
country taking a different institutional path. In the model, the direct consequence of a change
in government is that the interest groups have to incur lobbying costs again if they still want
their reforms to be considered.

Of course, a slowing of reform processes can occur for many reasons, some of which
have been a focus of the literature on reform.” We are not interested in the process of delay
per se. Instead, we argue that a slow-down in the reform-implementation process is merely
an inevitable by-product of a vibrant civil society deliberating on the proposed reform
agenda. Civil society's proverbial autonomy adds political legitimacy and credibility to the
government's decision to accept delay, disappointing powerful interest groups pressing for
fast reforms. Clearly, other institutional mechanisms, such as formal procedural rules, could
also slow the pace of reform. However, for a politician facing major pressure from powerful
interest groups, the involvement of an independent civil society provides a productive,
politically valuable mechanism of changing the speed of reform processes.

Civil society naturally increases the amount of deliberation within the political
process. To those advocating deliberative democracys, this is a positive, but it is clear that the
effect of deliberation is ambiguous in general (Przeworski 1998, Stokes 1998, Drazen and
Isard 2006). We abstract from the effects of deliberation itself, choosing to undertake a
ceteris paribus analysis of the effect of delay. A fuller analysis, beyond the scope of this
paper, would incorporate the effects of delay and deliberation into a single analytical model.

Importantly, in our characterization, civil society does not hold a direct stake in the
outcome of reform. Instead, civil society's interest in the reform process arises from the

elevation in its prestige or ideological pursuit of the "pluralism that allows individual groups

? See Drazen (2000, Chapter 10) for literature review and discussion about sources of delay in reform processes.
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to exist" (Ndegwa 1996, p.6). This assumption allows us to draw a clear analytical separation
between two associational realms, one dominated by aggressive lobbying interests and self-
interested politicians, and the other consisting of grassroots movements, religious groups,
public interest organizations, and professional groups comparatively less entangled in the
web of active politics.'” The assumption is necessary in understanding the specific effect on
institutional outcomes of the latter types of groups, which are central in all characterizations
of civil society.

Suppressing civil society is feasible but costly for the politician. The politician may
exclude civil society at a cost of cA, where ¢>0 reflects the political strength of civil society."!
Among many other things (Hadenius and Uggla 1996; Robinson and Friedman 2005), this
strength depends on foreign aid purposefully aimed at relevant groups. Aid, then, makes it
costlier for a politician to exclude civil society from reform processes.

3.6. The Timeline

There is a single reform process beginning when A takes office. The reform process
can last two periods, A's initial incumbency and the following time interval when either A or
B forms the government. Note, however, that time preference between the two periods plays
no role in our model: the effects of delay are through changes in reform outcomes not a trivial
result of impatience. In both periods, interest groups decide on submission of reform
proposals. The strength of civil society is exogenously determined at the outset. The
decision on whether to allow civil society's participation is made at the beginning of A's
incumbency and holds for the entire reform process. With no civil society involvement, there

is immediate implementation of any proposed measure passed by the government and then

1% While the question of boundaries between "political society" and "civil society” has been discussed in the literature
separation between the two for analytical purposes is common (see e.g. Arato 1994, p.6). Carothers and Ottaway (2000, p.
10) argue that "[the] donors have chosen to consider civil and political society as separate realms...because doing so helps
defend the claim that it is possible to support democracy without becoming involved in partisan politics or otherwise
interfering unduly in the domestic politics of another country."

13



the reform process ends. If civil society participates, the reform program is debated until the
second period. Then, if A remains in office, the reforms submitted in the first period are
implemented. If B takes over, a is no longer empowered and drops out of the lobbying
game, but the lobbying arena opens for 3. However, any of 8's proposals submitted in the
second period that differ from the ones submitted by o in the first are subject to public debate
and delayed beyond the end of the reform process. Figure 1 summarizes the timeline.

4. Civil Society and Institutional Outcomes: Basic Results

We now summarize the logic of how civil society affects institution-building. (We
relegate to an appendix many details of the analysis proving that statements made in the text
are correct.) The results appear in Figures 2, 3, and 4 showing how the effect of civil society
depends on the level of democracy, the degree of political stability, and, crucially, whether
the empowered interest group is aligned with society. This section abstracts from the issue of
how aid affects outcomes, to which we return in Section 5.

In the first period, the incumbent, A, considers reform proposals only from o, the
empowered interest group. The politician cannot recognize reform types when they are
submitted: there is the possibility of adverse selection. We make standard assumptions that
appear in adverse selection models, implying a focus on a scenario where without a screening
mechanism some reforms always take place, with the possible effect of civil society being a
change in the quality of reforms.'? Without civil society, reforms occur if and only if:

V{AW H(1-A)Poa} A {AWLH(1-L)Wa } +5{AW3+H(1-A)Poa } >0,

which is the condition that ensures that A implements any reform proposed by o'

! This simple functional form is chosen for ease of exposition. All of the qualitative features of results carry over when,
e.g., the costs of excluding civil society are constant, independent of democracy, or when they are an increasing function of
A and the first derivative with respect to A increases with the civil society's entrenchment.

12 Dewatripont and Maskin (1995) and Qian (1994), for example, restrict their analysis to an analogous sub-set of equilibria.
13 Rearranging, observe, first, that A(W;+W,+W;3)+(1-1)3¥,4>0 with symmetry between reforms 2 and 4, and 3 and 5,
implies that any politician in power accepts any reform. Second, note that we impose no assumption about the sign of
Wi+Wy+Ws. Clearly, if W+W,+W3>0, then A approves all reforms for any A€(0,1). If in contrast W+ W,+W;3<0, A
approves all reforms if and only if A<¥ /[P oa—"5(W 1 +W+W3)]<1. The results of the model do not depend on the sign of

14



4.1. Equilibrium without Civil Society

Without civil society and with A in power, 3 never lobbies, while a lobbies for
reforms 1, 2 and 3. A implements the entire proposed reform program in the first period,
ending the reform process. Thus, without civil society involvement, the proposed reforms 1,
2, and 3 are all implemented immediately and with certainty. Denote by W™ social welfare
when there is no civil society involvement. Hence,

W =W +Wr+Ws.
Similarly, let V™ be politician A's payoff when there is no civil society. Then,
V™ =MW+ W+ W3)+(1-A1)3¥,4>0.

4.2. Equilibrium with Civil Society

Denote by W' expected social welfare when civil society is involved in the reform
process. With the presence of civil society, Pareto-improving reform 1 is implemented with
certainty if o lobbies for it in the first period, which o does. (See the Appendix for proof of
all such statements.) In contrast, the redistributive reforms 2 and 3 are implemented only if A
stays in power throughout a reform process prolonged by civil society's deliberation.
Consequently, redistributive reform je {2,3} is put on the agenda only when a's expected
benefit of doing so (pBy;) outweighs the cost (Poa). Thus, in the first period o lobbies for
reforms 2 and 3 if p>¥,a/Bo2 and p>¥,a/Bgs, respectively. B does not lobby for any of the
reforms in the first period. In the second period, 3 lobbies for reform 1 if politician B is in
power. o does not lobby for any reform in the second period, regardless of which politician
is in power. A implements all of a's proposals.

Then, expected social welfare with civil society involvement is:

Wi+W,+Wjs as long as A(W+W,+W3)+(1-1)3W,4>0 holds. All diagrams summarizing the results are thus without any loss
of generality drawn for the case when W;+W,+W; > 0.

15



Wi when p<¥,a/Bays,
W' =< W;+pW; when Woa/Boz<p<¥ua/Boa,
Wi+p(W+W3) when p>W¥a/Ba2

Figures 2, 3, and 4 summarize the effect of civil society on social welfare by
presenting the relationship between W~ and W' under three different scenarios. These
scenarios differ in terms of the size and sign of the aggregate welfare impact of a
redistributive package comprising reforms 2 and 3, W,+W3. Variations in W,+W3; naturally
capture different degrees of alignment between the objectives of the empowered interest
group (o) and the welfare of society.

The first scenario is when W,+W3<0, which we refer to as misalignment, in which the
society's adverse selection problems are clear. The second is for values of W,+Wj that are
positive but small. For these values, there is weak alignment between the empowered
interests and society, but there is still an adverse selection problem that civil society can
solve: (—W;) and Wj are sufficiently close in magnitude that losing reform 3 is worth risking
in order to be sure of avoiding the loss entailed in reform 2.'* In the third scenario, covering
the largest values of W,+W3, there is strong alignment. The benefits from reform 3 clearly
dominate the losses from reform 2 and therefore the risk of losing reform 3 is not worth
taking: there is no adverse selection problem that civil society can solve.

The effect of civil society depends crucially on the types of interest groups present in
the polity. When the empowered interest group is misaligned with society (W,+W3<0), civil
society's participation always raises social welfare (Figure 2). In contrast, with alignment
(W2+W3>0) civil society's participation often reduces social welfare. This is always the case
for strong alignment (Figure 4), but also holds under weak alignment for all but intermediate

levels of political instability (Figure 3).

' The exact statement of these three scenarios is given in the Appendix.
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Contrary to many claims in the literature, therefore, civil society's participation can
sometimes be disadvantageous to society. When the agenda of the empowered interests is
aligned with society's aims, civil society participation is usually detrimental. The
redistributive package proposed by a, although not first-best, improves upon the status quo.
When there is strong alignment, any mechanism that decreases the chances of implementing
the empowered group's favorite package is undesirable.

From the social welfare perspective, the advisability of including civil society in the
reform process depends on the configuration of interest groups, that is, the degree of
alignment, and levels of democracy and political stability. This is hardly surprising—a
simple change in the structure of the political process, such as the inclusion of civil society, is
unlikely to be Pareto improving under all circumstances. However, this observation is a
crucial one, since it exhibits the importance of using a clear conceptual framework to
interpret the effects of civil society. Without a clear conceptual framework, a general result
on the importance of alignment of interests groups and society would not suggest itself.
Without a systematic analysis that gives civil society a precise role, there is little to suggest
that levels of democracy and stability affect when civil society involvement is desirable and
when it is not.

4.3. Endorsing or Excluding Civil Society

The possible contribution of civil society identified above is only a potential one,

contingent on whether the politician decides to allow civil society to participate. V',

politician A's expected payoff with civil society's involvement, is:

17



AW +(1-A)Woa when p<Wya/Bas,
V=< MW+pW3)+H(1-2)2%aa when Woa/Boa<p<¥oa/Ba,
MW +p(WortW3))+(1-1)3W¥a when p>Wqa/Boo.

Recall that the cost to the politician of excluding civil society is cA, ¢>0. Then, the
politician chooses to exclude civil society when V">V —c\. In the remainder of this section,
we set ¢ to zero to simplify the exposition and highlight how alignment, democracy (1) and
political stability (p) affect the politician's incentives to endorse or suppress civil society's
involvement. We examine how the size of ¢ matters when we analyze the effect of civil
society aid in Section 5. The politician's decisions on whether to exclude or to endorse civil
society are summarized in Figures 2, 3 and 4.

With the empowered interests misaligned (Figure 2), the politician endorses civil
society at high levels of either democracy or stability or both. At lower levels of either
democracy or stability, they effectively become substitutes. The politician endorses civil
society's involvement in an unstable environment only at high levels of democracy. When
there is political stability, however, civil society's involvement is attractive to the politician
even at lower levels of democracy.

When there is misalignment, political objectives and social welfare considerations are
often at odds: there is a considerable range of the parameters where the politician will not
choose the optimal arrangement for society. When either democracy or stability is low the
short term benefits of lobbying fees outweigh the politician's longer-term gain from civil
society's improving the quality of reforms. When there is misalignment civil society can
always positively contribute to the reform process by solving adverse selection problems, but
this contribution is only valued by the politician in stable, democratic regimes.

With empowered groups aligned, there is a much wider set of the parameters in which

the politician chooses the optimal arrangement for society. Because the reforms proposed by

18



interest groups are better for society than the status quo, for many levels of democracy and
stability, civil society has little to contribute to reform processes. Only when civil society can
solve the adverse selection problem—in the middle ranges of stability when there is weak
alignment (Figure 3)—is there a socially inefficient political decision, and then only if
democracy is low. When there is strong alignment between interest groups and society
(Figure 4), there is also alignment between the decisions of the politician and the socially
optimal choice on civil society—that is, excluding civil society from the deliberative process
because its presence aggravates adverse selection problems.
5. Fostering Civil Society: The Impact of Civil Society Aid on Institutional Outcomes

Aid matters when it induces the politician to endorse civil society where it was
excluded before. The cost to the politician of excluding civil society equals cA, c>0. Aid
increases this cost by increasing c, say from 0 to some cap>0."> Let A denote the change in
social welfare following this change in c. Without civil society aid, social welfare equals W"
if V>V, and W if V'<V". Social welfare with civil society aid equals W if V>V —cam),
and W™ if V'<V —cappA. The resulting values of A, which vary greatly with democracy,
stability, and alignment, are depicted in Figures 5, 6, and 7.'°

A first observation is that civil society aid can indeed be a means of promoting
productive institutional change. Even given our very limited conception of what civil society
can do, there are many circumstances where aid has a strongly positive effect. However, civil

society participation can decrease social welfare: then using aid to encourage a politician to

'S We do not elaborate on how a certain monetary amount of aid translates into an increase in c. Studies show that foreign
aid exhibits non-linear and possibly decreasing returns. See Harms and Lutz (2004) for references.

By imposing these assumptions and treating caip as exogenous, we bypass important considerations regarding the internal
structure of civil society that in turn determine whether and how aid affects the civil society's political power. How exactly
donors' involvement affects the strength of civil society and what organizational structures of civil society organizations (at
both micro and macro level) are most conducive to a vibrant civil society contributing to good governance are in themselves
immensely important questions. See e.g. Hadenius and Uggla (1996) and Edwards and Hulme (1996) for illuminating
discussion.

'S For a given degree of alignment of the empowered groups and the society, different amounts of aid are needed at different
combinations of democracy and stability to change the politician's decision on civil society (and hence affect social welfare).
However, in all configurations of alignment, for any c,;p>0 there is at least one combination of democracy and stability
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include civil society worsens institutional outcomes. This negative effect is possible only
when empowered interests are aligned. When alignment is weak, the negative effects of aid
arise when there are high levels of democracy combined with instability, or when there is
great stability (Figure 6). When alignment is strong, aiding civil society is always ill-founded
and often harmful (Figure 7). In great contrast, when there is misalignment, aiding civil
society is, at worst, ineffective, but sometimes can be productive (Figure 5).

These observations make it clear that the effects of aid are deeply dependent on the
circumstances of a country. When aid would be productive in a society with misalignment, it
could be harmful when there is weak or strong alignment. Under some circumstances aid is
beneficial at higher levels of democracy. In other circumstances an increase in democracy
would mean that aid becomes harmful. Thus, to be sure of success, aid would have to be
administered selectively, with an understanding of the intricacies of local politics.

6. Implications for Policies on Aid to Civil Society

We have shown that alignment is a particularly critical factor in determining the
effectiveness of civil society aid, since when misalignment turns to alignment, civil society
involvement changes from a mechanism to solve adverse selection problems to one that
exacerbates these problems. Hence, by identifying the characteristics of economies where
strong alignment, or its opposite, occurs and relating those characteristics to the model's
structure, useful extensions of the above results are obtained.

Strong alignment exists when the empowered interest group is able to propose
reforms that confer large benefits on the group itself while imposing little harm on others.
This is most likely when a society is far from the institutional possibility frontier, when
interest groups have license to propose alternatives to existing arrangements, and when the

society has the capacity to design feasible effective reforms. Such circumstances provide the

where aid does change the politician's decision. Similarly, in all configurations of alignment, c1p at low levels will be
ineffective in at least one combination of democracy and stability. See the Appendix for proof of these statements.
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opportunity for Naim's (1994) Stage-I reforms, ones that are not technically difficult to
design, have immediate widespread benefits, and share costs broadly. These include tax
reform, deregulation, and reform of arrangements for foreign investment.

Stage-I reforms, and hence strong alignment, arise in new democracies established
after a civil war, or repressive occupation by another power, or a period of poorly functioning
autocracy (Naim 1994). The old regime bestows the inefficient arrangements and the new
regime gives an opportunity to question them. Strong alignment is therefore more likely
when institutions are weak, that is, where there are many Stage-I reforms that can be pursued.

By the same reasoning, misalignment is more likely where institutional reforms have
advanced beyond Stage-I, when arrangements have reached a level of maturity after a period
of comparatively easy reform. Interest group politics then become a zero-sum game, or
worse. Thus, misalignment is more likely the stronger are existing institutions. Then the
society confronts Naim's Stage-II reforms, where the benefits are longer-term and harder to
discern, while the costs are narrowly confined to specific groups. Examples are reform of the
judiciary, complex privatizations, and labor laws.

The above observations, together with the results of our model, suggest a disturbing
paradox. Civil society aid aimed at improving institutions will be most effective where
institutions are already well functioning. Civil society aid is ineffective, and sometimes
counter-productive, when a society has poorly functioning institutions. Indeed, the negative
effect of aid under strong alignment is most likely to be severe when democracy or stability is
high. That is, aid will be particularly counter-productive in exactly those situations that
would, at first glance, seem most hopeful—a society exhibiting benign political preconditions
with much scope for improving institutions.

The paradox becomes more acute after reflection on the role that advocates bestow on

civil society. Within an institutional development strategy based on by-passing government,
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strengthening civil society is seen as a first step in making aid more effective by helping to
generate better institutions (Howell and Pearce 2001, p. 92). But our analysis suggests that
such logic is faulty: where institutions are poor, civil society aid has a detrimental effect.'’
Aiding civil society in the hope of building better institutions entails exactly the same
Gordian knot as elsewhere: it does not offer any escape from the tragedy that aid is often least
effective where it is most needed.

More generally, our results lend general support to the view that foreign aid works
only if channeled into the right environment. This selectivity argument has been advanced in
the literature on the relationship between foreign aid and economic growth (Burnside and
Dollar 2000, 2004), quality of life (Kosack 2003), and the success or failure of adjustment
programs (Dollar and Svensson 2000). We show that it also applies to the much less studied
relationship between aid and institutions (see e.g. Shirley 2005 and Moss et al. 2006). But
this particular relationship is crucially important given the large role now attributed to
institutions in development and because well functioning institutions are thought to be crucial
to the effectiveness of foreign aid in general.'®

Our results go well beyond showing the need for selectivity. There are enough
regularities to indicate some rules of thumb. For example, when the empowered interest
groups are misaligned, civil society aid is often productive and never harmful. That is, civil
society aid is likely to work better where interests are highly divergent. If the degree of
alignment is unknown then aid is most likely to be productive in the mid-ranges of political
stability and democracy. Aid can be harmful only if either stability or democracy is high.

Given the need for selectivity, there is no surprise in finding disappointing experience

from the widespread civil society assistance to developing and transition countries (Carothers

'7 That aid can have negative effects on institutions is known (Moss et al. 2006). However we show that this effect is most
likely when institutions are already poor and when civil society is the focus of the aid. In our model, when aid worsens
institutions, it does so not because of ex post moral hazard in government (see e.g. Moss et al. 2006), but rather because civil
society aid aggravates the adverse selection problem in the reform-implementation process.
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2004, Ottaway and Carothers 2000, Robinson and Friedman 2005). Our findings suggest aid
will work only under a limited set of political conditions: searching for widespread success
inevitably results in disappointment. Nevertheless, to the extent that civil society was given
to countries marked by political instability and low levels of democracy, it is unlikely to have
caused harm.

7. Conclusion

The immediately preceding comments, and all the results in this paper, are conditional
on the way in which we have modeled civil society. We highlighted a core feature of civil
society's interaction with the political system, which is always present when institutional
building is the concern. We did not assume that civil society has superior knowledge of
citizens' circumstances, which would be tendentious. We did not assume that civil society
acts in the public interest, because we do not see any practical mechanism that makes this
reliably so. We did not assume that civil society has greater power to convince politicians
than lobbyists, since partisan interest groups have comparative advantage in this respect.
Rather, we simply assumed that the single, direct aim of civil society groups is to open up
political debate. The status of civil society, possibly enhanced by foreign aid, is what allows
it to achieve this aim, in particular when politicians would have excluded civil society had it
been weak.

In casting our analysis in this way, we claim only to offer one acceptable model that
captures a core aspect of how civil society affects institutional development. We certainly do
not contend that our approach is definitive. Nevertheless, building a model constitutes a
significant step because there has been no previous purposeful analytical attempt to address
the questions of 'why and when' fostering civil society improves institution building. Hence,

our approach contrasts greatly with the existing literature in providing a transparent analysis

'® Drazen (1999) provides a theoretical argument on this latter point.
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of the relationships between core variables discussed in that literature. Such analysis is
crucial in addressing the selection of the time and place to aid civil society. Given the
limitations of our model, there remains much to accomplish in the analysis of how civil
society affects political and economic outcomes. For example, the question of 'who' should
be aided in the plethora of heterogeneous civil society groups is an important one that we

leave for further research.

24



References

Arato, Andrew. "The Rise, Decline and Reconstruction of the Concept of Civil Society,
and Directions for Future Research." In Bibic, Adolf and Gigi Graziano (eds.) 1994. Civil
Society, Political Society, Democracy. Ljubljana: Slovenian Political Science Association.

Azam, Jean-Paul 2003 "A Theory of Poverty Aversion and Civil Society Development",
Economics and Politics, 15:1, pp. 61-84.

Beck, Thorsten and L. Laeven. "Institution Building and Growth in Transition
Economies." Journal of Economic Growth, 2006.

Besley, Timothy and Maitreesh Ghatak. 2001. "Government versus Private Ownership of
Public Goods". Quarterly Journal of Economics,, November. pp. 1343-72.

Burnside, Craig and David Dollar. 2000. "Aid, Policies, and Growth." American
Economic Review, 90:4, pp. 847-868.

Buiter, Willem H. 2000. "From Predation to Accumulation?: The Second Transition
Decade in Russia." Economics of Transition, November, 8:3, 603-622.

Burnside, Craig and David Dollar. 2004. "Aid, Policies, and Growth: Revisiting the
Evidence." World Bank Policy Research Working Paper 3251.

Campos, Nauro F. 2000. "Context is Everything: Measuring Institutional Change in
Transition Economies." World Bank Working Paper No. 2269.

Carothers, Thomas and Marina Ottaway. "The Burgeoning World of Civil Society Aid."
In Marina Ottaway and Thomas Carothers (eds.). Funding Virtue. Civil Society Aid and
Democracy Promotion. Washington, D.C.: Carnegie Endowment for International Peace,
2000.

Carothers, Thomas. "Western Civil Society Aid to Eastern Europe and the Former Soviet
Union." In Thomas Carothers. Critical Mission. Essays on Democracy Promotion,
Washington, D.C.: Carnegie Endowment for International Peace, 2004.

Dethier, Jean Jacques, Hafez Ghanem and Edda Zoli. 1999. "Does Democracy Facilitate
the Economic Transition? An Empirical Study of Central and Eastern Europe and the Former
Soviet Union." World Bank Working Paper No. 2194.

Dewatripont, M. and E. Maskin. 1995. "Credit and Efficiency in Centralized and
Decentralized Economies." Review of Economic Studies. October, 62:4, pp. 541-55.

Diamond, Larry. 1994. "Rethinking Civil Society: Toward Democratic Consolidation."
Journal of Democracy, 5:3, pp. 4-17.

Dollar, David and Jakob Svensson. 2000. "What Explains the Success or Failure of
Structural Adjustment Programmes?" Economic Journal, 110 (October), pp. 894-917.

25



Drazen, Allan. Political Economy in Macroeconomics. Princeton: Princeton University
Press, 2000.

Drazen, Allan. 1999. "What is Gained by Selectively Withholding Foreign Aid?" NBER
Working Paper.

Drazen, Allan and Peter Isard. 2006. "Can Public Discussion Enhance Program
'Ownership'?" Working paper.

Edwards, Michael. Civil Society. Cambridge, UK: Polity Press, 2004.

Edwards, Michael and David Hulme. 1996. "Too Close for Comfort? The Impact of
Official Aid on Nongovernmental Organizations." World Development, 24:6, pp. 961-973.

Frisch, Hillel and Menachem Hofnung. 1997. "State Formation and International Aid:
The Emergence of the Palestinian Authority." World Development, 25:8, 1243-1255.

Gibbons, Robert and Andrew Rutten. 2004. "Institutional Interactions: An Equilibrium
Approach to the State and Civil Society". Working paper.

Glaeser, Edward L. and Andrei Shleifer. 2002. "Legal Origins." Quarterly Journal of
Economics. 117:4, pp. 1193-229.

Glaeser, Edward L., David Laibson and Bruce Sacerdote. 2000. "The Economic
Approach to Social Capital." NBER Working Paper 7728.

Grossman, Gene M. and Elhanan Helpman. 1994. "Protection for Sale." American
Economic Review, September, 84:4, pp. 833-850.

Grossman, Gene M. and Elhanan Helpman. Special Interest Politics. Cambridge: MIT
Press, 2001.

Guiso, Luigi, Paola Sapienza and Luigi Zingales. 2004. "The Role of Social Capital in
Financial Development." American Economic Review. June, 94:3, pp. 526-56.

Hadenious, Axel and Fredrik Uggla. 1996. "Making Civil Society Work, Promoting
Democratic Development: What Can States and Donors Do?" World Development, 24:10,
pp-1621-1639.

Harms, Philipp and Matthias Lutz. 2004. "The Macroeconomic Effects of Foreign Aid: A
Survey." Universitaet St. Gallen Discussion Paper No. 2004-11.

Hearn, Julie. 1999. "Foreign Aid, Democratization and Civil Society in Africa: A Study
of South Africa, Ghana and Uganda." Institute of Development Studies Discussion Paper
368.

Hoft, Karla and Joseph E. Stiglitz. 2004. “After Big Bang? Obstacles to the Emergence of

the Rule of Law in Post-Communist Societies.” American EconomicReview. June, 94:3, pp.
753-63.

26



Howell, Jude and Jenny Pearce. Civil Society and Development, A Critical Exploration.
Boulder, London: Lynne Rienner Publishers, 2001.

Huang, Fali. 2003. "Social Trust, Cooperation, and Human Capital." Working paper.

Jack, William. 2001. "Public Policy toward Non-Governmental Organizations in
Developing Countries", World Bank Working Paper No. 2639.

Karatnycky, A., A. Motly and B. Shor. Nations in Transit 1997: Civil Society,
Democracy and Markets in East Central Europe and the Newly Independent States, New
Brunswick: Transaction Publishers, 1998.

Khwaja, Asim [jaz. 2004. "Is Increasing Community Participation Always a Good
Thing?" Journal of the European Economic Association, 2:2-3, pp. 427-436.

Knack, Stephen and Phillip Keefer. 1997. "Does Social Capital Have an Economic
Payoff: A Cross-Country Investigation." Quarterly Journal of Economics. November, 112:4,
pp. 1251-88.

Kosack, Stephen, 2003. "Effective Aid: How Democracy Allows Development Aid to
Improve the Quality of Life." World Development, 31:1, pp. 1-22.

McClain, Linda C. and James E. Fleming. 2000. "Some Questions for Civil Society
Revivalists." Chicago-Kent Law Review, 75:2, pp. 301-54.

Moss, Todd, Gunilla Pettersson, and Nicolas van de Walle. 2006. "An Aid-Institutions
Paradox? A Review Essay on Aid Dependency and State Building in Sub-Saharan Africa"
Center for Global Development Working Paper.

Mueller, Dennis. Public Choice Il. Cambridge University Press, 1989.

Naim, Moises. 1994. "Latin America: The Second Stage of Reform." Journal of
Democracy, October, 5:4, pp. 32-48.

Ndegwa, Stephen N. The Two Faces of Civil Society, NGOs and Politics in Africa. West
Hartford: Kumarian Press, 1996.

Orenstein, Mitchell A. 2000. "How Politics and Institutions Affect Pension Reform in
Three Postcommunist Countries." World Bank Working Paper No. 2310.

Ottaway, Marina and Thomas Carothers (eds.). Funding Virtue. Civil Society Aid and
Democracy Promotion. Washington DC: The Brooking Institution Press, 2000.

Persson, T. 1998. "Economic Policy and Special Interest Politics." Economic Journal.
March, 108, pp. 310-27.

Persson, Torsten and Guido Tabellini. Political Economics: Explaining Economic Policy.
MIT Press, Cambridge, Massachusetts, 2000.

27



Poole, Keith T. and Thomas Romer. 1985. "Patterns of Political Action Committee
Contributions to the 1980 Campaigns for the U.S. House of Representatives." Public Choice.
47:1, pp. 63—-112.

Poole, Keith T., Thomas Romer and Howard Rosenthal. 1987. "The Revealed Preferences
of Political Action Committees." American Economic Review. May, 77:2, pp. 298-302.

Przeworski, Adam. "Deliberation and Ideological Dominaton." In Elster, Jon (editor).
Deliberative Democracy. New York: Cambridge University Press, 1998, pp. 140-160.

Putnam, Robert. Making Democracy Work. Civic Traditions in Modern Italy. Princeton
University Press, 1993.

Qian, Yingyi. 1994. "A Theory of Shortage in Socialist Economies Based on the ‘Soft
Budget Constraint’." American Economic Review. March, 84:1, pp. 145-56.

Quigley, Kevin F.F. "Lofty Goals, Modest Results: Assisting Civil Society in Eastern
Europe." In Marina Ottaway and Thomas Carothers (eds.). Funding Virtue. Civil Society Aid
and Democracy Promotion. Washington, D.C.: Carnegie Endowment for International Peace,
2000.

Rajan, Raghuram G. and Arvind Subramanian. 2005. "Aid and Growth: What Does the
Cross-Country Evidence Really Show?" IMF Working Paper.

Robinson, Mark. 1996. "Strengthening Civil Society thorugh Foreign Political Aid",
Economic and Social Research Committee, UK Department for International Development,
Research Report R6234.

Robinson, Mark and Steven Friedman. 2005. "Civil Society, Democratization and
Foreign Aid in Africa." Institute of Development Studies Discussion Paper 383.

Roland, Gerard. 2004. "Understanding Institutional Change: Fast-Moving and Slow-
Moving Institutions." Studies in Comparative International Development, 38 (Winter), pp.
109-131.

Rosenblum, Nancy L. and Robert C. Post (eds.). Civil Society and Government. Princeton
University Press, 2001.

Shirley, Mary. 2005. "Can Aid Reform Institutions?" Ronald Coase Institute Working
Paper.

Stokes, Susan C. "Pathologies of Deliberation." In Elster, Jon (editor). Deliberative
Democracy. New York: Cambridge University Press, 1998, pp. 123-139.

Temple, Jonathan and Paul A. Johnson. 1998. "Social Capability and Economic Growth."
Quarterly Journal of Economics. August: 113:3, pp. 965-90.

Van Rooy, Alison, ed. 1998. Civil Society and the Aid Industry. London: Earthscan
Publications.

28



World Bank. 2003. Working Together. World Bank-Civil Society Relations. World Bank,
Washington D.C..

29



Appendix

The presentation in the text whenever possible avoids resorting to algebraic description of
results or including any detailed derivation of them. This Appendix, in contrast, provides all
the details necessary for a reader to understand all statements made in the text and all
relationships depicted in the Figures. The presentation of the logic and algebra follows the
presentation in the text.

The reform programs proposed and implemented with and without civil society

Recall that A is in power in the first period, hence only a is eligible for lobbying in
the first period. Note also that
VA {AW H(1-A)Ponr } H B {AWLH1-L) P oa } HA{AW3H(1-A)Por } >0 <
MW 1+Wo+W3)+H(1-1)3%P,4>0 implies A accepts any reform proposals. Therefore, without
civil society involved in the reform process, a lobbies for reforms 1, 2 and 3 and A
implements them immediately, closing the reform process.

Now assume that civil society is included in the reform process. Consider first Reform
1 which is of interest to both o and 3. The following scenarios are possible in the second
period:

1. If a lobbied for reform 1 in the first period and A is in power in the second period,
then o does not have to lobby A again since reform 1 has already been subject to
public debate and will be implemented anyway.

2. If a lobbied for reform 1 in the first period and B is in power in the second period,
then it pays for 3 to lobby B for reform 1 since reform 1 was already under civil
society's scrutiny in the first period. Another submission, albeit by a different interest
group and to a different politician, will not result in further delay but rather in
immediate implementation, since the process of civil society deliberation has already
occurred.

3. If a did not lobby for reform 1 in the first period and politician A is in power in the
second period, then o will not lobby A in the second period since any attempt of
implementation would be delayed beyond the second period.

4. If a did not lobby in the first period and politician B is in power in the second period,
then 3 will not lobby since the reform will be under scrutiny of civil society and hence
the implementation will be delayed beyond the second period.

In the first period, A is in power. If o lobbies A for reform 1, a's terminal payoff from reform
1 equals pByi+(1-p)Bai—Fas = Ba1—Paa>0. If a does not lobby A in the first period, its
expected payoff is zero. Therefore, in the equilibrium, o lobbies in the first period (and 3 of
course does not). In the second period, neither § nor o lobby if A stays in power; if B comes
to power, o does not lobby and 3 does. Thus, regardless of who is in power in the second
period, reform 1 is always implemented.

Consider now reforms 2 and 3. 3 will never want to lobby for je {2,3}, since Bg;<0 for
j€{2,3}. The following scenarios are possible at the beginning of the second period,
depending on whether a chose to lobby for reform je {2,3} in the first period or not and
whether A or B is in power in the second period:

1. If a lobbied for je {2,3} in the first period and A is in power in the second period,
then lobbying A again is not needed anymore. Reform je {2,3} has already been
subject to public debate initiated by the civil society and is thus implemented.

2. If a lobbied for je {2,3} in the first period and B is in power in the second period,
then o clearly does not lobby and reform je {2,3} is not implemented.
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3. If a did not lobby for je {2,3} in the first period and politician A is in power in the
second period, a does not lobby: civil society's deliberation would delay
implementation beyond the second period.
4. If a did not lobby for je {2,3} in the first period and politician B is in power in the
second period, then a clearly does not lobby and reform je {2,3} is not implemented.
Thus, if a chooses to lobby for je {2,3} in the first period, its terminal payoff is
pBojt(1-p)0—Fua = pBoj—Faua. If o chooses not to lobby for je {2,3} in the first period, its
terminal payoft is 0. Therefore, o chooses to lobby for je {2,3} in period 1 if p>¥,a/By;.

Finally, consider reforms 4 and 5. o will never lobby for je {4,5}, since B,;<0 for
je{4,5}. Because A is in power in the first period, B could potentially lobby for je {4,5} only
in the second period if B came to power. Yet even in the latter scenario implementation of
je{4,5} would be delayed beyond the second period since it would have to be subject to civil
society's scrutiny. Thus, neither a nor 3 will ever lobby for je {4,5}.

The effects of civil society on social welfare summarized in Figures 2, 3 and 4.

Recall that W™= W +W,+Wj and that A implements all reform programs. The
comparison of social welfare with civil society (W") to social welfare without civil society
(W) then proceeds as follows:

If p<¥qa/Bqs, o lobbies A for reform 1 in the first period, so W' =W,.

e When Wy+W3<0, W>W",

e  When W,+W3>0, in contrast, W' <W".

If Woa/Bus<p<®¥ua/Boa2, o lobbies A for reforms 1 and 3 in the first period, so W= Wi+pWs.

e  When W+ W3<0, W>W".

e  When Wo+W5>0, W>W" if and only if [-W,—(1-p)W3]>0. The benefit of solving
the adverse selection problem lies in preventing the passage of reform 2, the value of
which is —W,. The cost of solving the adverse selection problem using civil society is
delaying reform 3, an expected value equal to (1—p)W3. Therefore when
[-W2o—(1-p)W3]>0 for all pe(Poa/Bos,Pas/Ba2), there is an adverse selection problem
that civil society can solve for all p in this range. Figure 3 is drawn for this case. Note,
however, that [-W,—(1-p)W3] may be positive only for some subset of
{p:pe(Pur/Busz,Poa/Baz)}. Then, the region in Figure 3 in which W>W~ would
shrink accordingly, without any changes in the central conclusions of our analysis. In
contrast, when W,+W3>0 and [-W,—(1-p)W3]<0 for all pe(¥oa/Bo3,Yas/Ba),
W'<W~ for all pe(Waa/Ba3, Yaa/Ba2). In the text, the figures, and the remainder of the
analysis in this Appendix, we refer to the case when W,+W;>0 and
[-W2—(1-p)W3]>0 for p>¥,a/Bgs in shorthand as "W,+W;>0 small', which we
interpret as weak alignment between the empowered interests and the society.
Analogously, we refer to the case when W,+W3>0 and [-W,—(1-p)W3]<0 for
p<WPoa/Boa as "W,+W3>0 large', which we interpret as strong alignment between the
empowered interests and the society.

If p>W¥ua/Baa, o lobbies A for reforms 1, 2 and 3 in the first period, so W' = Wi+p(W+Ws).

e When Wy+W3<0, W>W",

e  When W,+W3>0, in contrast, W' <W".
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The effects of civil society on the politician’s welfare summarized in Figures 2, 3 and 4.

Recall first that without civil society V- = MW +W,+W3)+(1-A1)3%¥ 44, which is
positive because 53{AW +(1-A)Poat+"5{AWrH(1-L)Poa}+75{AW3+(1-A)¥a}>0.

The comparison of the politician's payoff with civil society (V') to the payoff when
civil society is excluded (V™) proceeds by examining different values of pe(0,1).

(1) Suppose p<Wqa/Bys. Then a lobbies A for reform 1 in the first period and
V' = AW +(1-1)¥a>0. Define A* s.t. V' (A*)=V " (A*). Then, ¥ =2¥,A/(2¥oa—(W2+W3)).

e  When Wy+W3<0, A*€(0,1) and thus V' >(<)V™ iff A>(<)A*.

e  When Wo+W5>0, A*¢(0,1) and thus V'<V~ for all L&(0,1).

(2) Suppose Yoa/Bos<p<¥qa/Bq2. Then, a lobbies A for reforms 1 and 3 in the first period
and V' = MW +pW3)+(1-1)2W,4>0.

Then V' >()V™ iff M(pWi—(WatW3)+Pa)>(<)Poa.

For a given p, there exists a A**=W,2/(pW3—(WotW3)+¥ atc) s.t. VTK**)ZV‘(X**) with
the following characteristics:

e  When Wy+W3<0, L¥*<(0,1) and V' >(<)V iff A>(<)A**.

e  When W,+W;>0, however, whether A** lies in the interval (0,1) or not depends on
the size of W,+W3;. When W,+W3>0 is small (i.e. [-W—(1-p)W3]>0 for WY oa/Bu3<p),
A¥%e(0,1) and V'>()V iff A>(<)A**,

e  When W,+W3>0 is large (i.e. [-W—(1—-p)W3]<0 for p<¥a/Bq2), A**>1 and Vi<V~
for all pe(Wua/Bos,Par/Bo2).

(3) Suppose p>WYya/Bo2. Then a lobbies A for reforms 1, 2 and 3 in the first period and
V' = MW Hp(WrtW3)]+H(1-1)3¥,4>0.
Then, V>(<)V™ iff p(Wot+W3)>(<)(Wo+W3).

e  When Wy+W3<0, V>V~ always.

e  When W,+W3>0, Vi<V~ always.

Finally, to draw figures 2 and 3 note that A* and A** may be interpreted as borders
that separate the relevant segments of the (A,p) space into regions where the politician prefers
to endorse civil society (V'>V") and regions where the politician chooses to exclude civil
society (V'<V").

The following easily verifiable features explain the shapes and positions of A* and A**:
(1) A* does not depend on p,
(11) when W,+W3>0, A*>1 and thus V'<V~ for all A€(0,1) when p<Wya/Bgs,
(111))  A** is decreasing and convex in p, and increasing in W,+Ws,
(iv)  when W+W;3<0, A** intersects the p=¥,a/Bqs locus at
7\,]_1 = LPOLA/[(lPOLA/Ba3—1)W3+ | Wz | +\P(xA] and the pzlljaA/Baz locus at
AL= \PQA/[(TQA/BGQ—I)W3+ ‘ W, ‘ +W¥qa], where 0<A <Ap<l

(v) when W,+W3>0, A**e(0,1) when W,+W3>0 is small (i.e. [-W—(1-p)W;]>0 for
p>Yoa/Bgs) and A**>1 when W,+W3>0 is large (i.e. [-W2—(1-p)W3]<0 for
p<lPaA/ Baz).
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Establishing the boundaries between regions in Figures 5, 6, and 7.

A¥, A** and p*** are now redefined to include the possibility that ¢>0:

AEF=2W A/ (2W oa—(W2+W3)+c), which is defined on p<W¥ya/Bas,

AFE=W A/ (pW3—(W2+W3)+W¥ a+c), which is defined on pe(Wqa/Bos,Pous/Ba2),

p***=1-c/(W,+W3), which is defined on p>¥a/Bgo.

A*, A** and p*** form the boundaries separating the (p,A) diagram into regions where
the politician chooses to endorse civil society from the regions where the politician chooses
to exclude civil society and appear in Figures 5, 6, and 7.

(1) Suppose p<Wya/Bys. Then, there exists a A*, as defined above, for which
VI (¥)=V (A*)—ch*,

e  When Wy+W3<0, A*€(0,1) for any ¢>0 and thus V'>(<)V —ch iff A>(<)L*.

e  When W,+W;>0, however, whether A*e(0,1) or not depends on the size of c. In
principle for any W,+W3>0, there always exists a ¢c>0 such that A*€(0,1) and
V™>(<)V —ch iff A>(<)A*. A necessary and sufficient condition for A*e(0,1) is that
Wo+Ws<c. If Wo+W3>c, then V'<V —c) for all L.

(2) Suppose Yoa/Bus<p<Woa/Baz. Then, for a given (p,c), there exists a A** as defined above
such that V' (L**)=V (L**)—ch**:

e  When Wy+W3<0, L¥*(0,1) and V'>(<)V —ch iff A>(<)A** for any ¢>0.

e  When W,+W3>0, whether A** lies in the interval (0,1) or not depends on the relative
sizes of p, ¢ and W,+W3>0. In principle for any p and W,+W;>0 there always exists a
¢>0 such that 1*¥*<(0,1), and hence V'™>(<)V —c) iff A>(<)AL**. For an arbitrary ¢>0,
a sufficient condition for A**€(0,1) for {p:pe(VYoa/Bau3,Yua/Ba2)} is that Wo+W3>0 is
small (i.e. [-W—(1-p)W3]>0 for p>W¥,a/Bq3) in which case V' >(<)V™ iff A>(<)A**,

e  When W,+W3>0 is large (i.e. [-W2—(1-p)W3]<0 for all p<¥a/Bq2), A**€(0,1) for
large c. For small ¢, A**>1 in which case V"<V —cA\ for all L&(0,1).

(3) Suppose p>W¥,a/Bye. For a given c>0, there exists a p***=1—c/(W,+W3) such that
V' (p***)=V —cA.

e  When W,+W3<0 and c>0, p***>1 and thus V>V —ch always.

e  When Wo+W3>0 and c>0, p***<1 and thus V' (p)>(<)V —c\ iff p>(<)p***.
p***>W,a/Bye if and only if (1-Foa/Bo2)(Wa+W3)>c.

The reqgions of Figure 5.

Let U™ denote social welfare without civil society aid (c=0). Then U™ = W* if
V>V~ and U™ = W™ if V'<V". Let U be the social welfare when the civil society has
been aided: ¢ = caip>0. Then, U = W' if V>V —caph and US4 = W™ if V< V —capA.
Define A = U4 — U™ Civil society aid — an increase in ¢ from ¢ =0 to ¢ = ca;p>0 — thus
affects social welfare for those combinations of (A,p) where it alters the politician's choice
from excluding to endorsing civil society.

Define the following sets for some caip>0, p€(0,1) and A€(0,1):

P = {(p,)): p<Por/Boz and V —cpopA <V <V}

Q= {(p.)): pe[¥ur/Bus,¥ua/Baz) and V —caph <V <V}

R = {(p,A): p<Poa/Baz and V' < V —coppA <V}

S={({pA):V >V}

The sets P, Q, R and S are pair-wise mutually exclusive and their union is

{(p,L\): (p,A)e(0,1)x(0,1)}. P, Q, R, and S are always non-empty. The following
characteristics follow immediately from the definitions of the sets, the observation that A*
and A** form the boundaries of the sets, and the characteristics of A* and A** derived above:
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(1) A=0forall (p,,)eRUS,

(i) A=—-(W+W3)>0 for all (p,A)eP,

(i) A =pW;i—(W+tW3)>—(W,+W3) >0 for all (p,A)eQ.
Given these characteristics and the relationships between V" and V- when caip=0, the
following adjectives describe the characteristics of the sets:

Set | Aiding civil society is...
P Productive

Q Most productive

R Ineffective

S Unnecessary

The regions of Figure 6.
Now consider the case when W,+W3>0 but small so that [-W,—(1-p)W;3]>0 for
Yoa/Bos<p. Define the following sets:
A = {(p,LA): p<¥ua/Busz and V' —caph < Vi< \'
B = {(p,L): p<Pour/Boz and V' <V —cppA <V}
C = {(p,L): pe(Por/Bo3,¥our/Boz) and V' < V —copph <V}
D = {(p,L): pe(Wur/Bos,Por/Bo2) and V —caph <V <V}
E = {(p,A): pe(¥oa/Bo3,Por/Bo2) and V —capA <V < V'}
F = {(p,)): p>Por/Boz and V' <V —cpApA <V}
G = {(p,A): p>Pua/Baz and V —caph <V <V}
The sets A to G are pair-wise mutually exclusive and their union is
{(p,A): (p,A)e(0,1)x(0,1)}. B, C, D, E, and G are always non-empty. A is non-empty for
caip>Wo+Wi. F is non-empty for cap<(1—¥oa/Ba2)(W2tW3). Thus, for a given caip>0, at
least one of A and F is the null set. Note that we chose to draw Figure 6 for caip>W,+W3.
The following characteristics follow immediately from the definitions of the sets, the
observation that A*, A**_ and p*** form the boundaries of the sets, and the characteristics of
A, A*E and p*** derived above:
(1) A=0 forall (p,,)eBUCUEUF,
(i) A =pW;3—~(Wy+Wj3;) >0 for all (p,A)eD.
(i) A =-(WtW3) <0 forall (p,A)€A,
(1v) A= (p—1)(W2tW3) <0 for all (p,A)eG.
Given these characteristics and the relationships between V' and V™ when ca1p=0, the
following adjectives describe the characteristics of the sets:

I1l-founded but ineffective
I1l-founded and harmful

Set | Aiding civil society is...
A I1l-founded and harmful

B I1l-founded, but ineffective
C Unproductive

D Productive

E Unnecessary

F

G
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The regions of Figure 7.

The definitions of A, B, C, D, F, and G are the same as in the analysis for Figure 6.
Note that, as in the case of Figure 6, we drew Figure 7 for caip>W,+W3, implying that while
set A is non-empty, F is empty. Because A* is increasing in W,+W3>0, we drew region A in
Figure 7 smaller than in Figure 6. In Figure 7, there is no analog to set E of Figure 6.
Moreover, the analyses for set C and D are different from that in Figure 6, because, in
contrast to before, now W'< W~ in these sets and for D, in contrast to before, V'<V". D is the
region where aid changes a decision to exclude civil society to a decision to involve it in the
reform process. Given the assumptions applied to Figure 7 — strong alignment — that change
causes a social loss:

A =pW;3—(W,+W3;)<0 for all (p,A)eD.
C is the region where aid is not large enough to change the decision to exclude civil society,
which is fortunate since inclusion would be socially costly. Therefore, the following
adjectives describe the characteristics of the sets:

Set | Aiding civil society is...
IlI-founded and harmful
I1I-founded but ineffective
I1I-founded but ineffective
IlI-founded and harmful
I1I-founded but ineffective
IlI-founded and harmful

QMo |w >
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Table 1: The Structure of Reforms

Interest group a Interest group 3 Aggregate
Reform 1 Bo.1>0 Bg1>0 Bo1+Bgi>0
Reform 2 B,>>0 Bg,<0 BootBp2<0
Reform 3 Bys>0 Bﬁ3<0 Ba3+Bﬁ3>0
Reform 4 B4<0 Bps>0 BoatBgs<0
Reform 5 Bys5<0 Bgs>0 BostBgs>0
Reform 6 Bos<0 Bgs<0 BostBpe<0
Figure 1: The Timeline
Reforms Reforms  Election/ Implementation if reforms

submitted  approved uprising resubmitted to new gov't
I
y v : y

Civil society's I
deliberation

A endorses

- A keeps power
with prob. pe(0,1)

civil society

t t 1

Reforms Reforms Implementation
submitted approved

First period Second period
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Figure 2: Social welfare and politician’s payoff with and without civil society when the
empowered interests are misaligned (W,+W3<0).
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W' = social welfare with involvement of civil society

W™ = social welfare without involvement of civil society

V" = politician's welfare with involvement of civil society
V™ = politician's welfare without involvement of civil society
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Figure 3: Social welfare and politician’s payoff with and without civil society when the
empowered interests are weakly aligned (W,+W3>0 small).

democracy (A) 1

| 1
I |
ovisy
I ~w- |
\ W >W I
\ |
\ |
Vi<V~ AN EANA
Wi<w~ S~ wiaws
Vi<V~
W>W-
0 LP(XA/E;OQ lPaA/B(XZ 1 stablhty (p)

38



Figure 4: Social welfare and politician’s payoff with and without civil society when the
empowered interests are strongly aligned with society (W,+W3>0 large).
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Figure 5: Welfare effect (A) of civil society aid when the empowered interests are
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Figure 6: Welfare effect (A) of civil society aid when the empowered interests are weakly
aligned with society (W2+W3>0 small).
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Figure 7: Welfare effect (A) of civil society aid when the empowered interests are strongly
aligned with society (W,+W3>0 large).
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