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Abstract  
This paper explores the effects of temporary and permanent components of foreign aid grants and loans on fiscal 

decisions amid changes in Pakistan's political regime over the period 1973-2020. The results show that political 

regimes change leads to higher government current expenditures driven by political polarization, resulting in 

increased foreign loans. In contrast, foreign grants are mainly influenced by donor interests and intentions in aid 

recipient countries, but political regimes change are irrelevant. The response of fiscal variables to political regimes 

change reflect conditionalities linked to foreign aid inflows, particularly via the IMF, such as increased revenue 

and debt service to reduce average debt maturity, thereby reducing domestic borrowing. However, current 

expenditures increase, thereby reducing capital expenditures due to political polarization for foreign loans and, 

vice versa, for foreign grants. Moreover, it affects only temporary aid components as temporary loans do not 

significantly affect fiscal decisions; conversely, temporary grants support revenue-based fiscal adjustments by 

boosting revenue and domestic borrowing to cover increased debt service payments and current expenditures, 

thereby reducing public investment. Permanent loans promote investment and domestic borrowing but reduce 

current spending, without affecting tax revenues and debt service payments. Permanent grants, on the other hand, 

increase government borrowing, revenue, and overall government size. The findings suggest that aid donors 

should focus on grants rather than loans for heavily indebted countries and implement debt relief initiatives to 

prevent aid from being used solely for debt service repayment. Conditional aid should be provided to strengthen 

political institutions in order to reduce government size through expenditure-based fiscal adjustments. 

Additionally, temporary aid grants should be used for revenue-led fiscal adjustments, and permanent aid should 

target investment in countries with low GDP growth.  
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1. Introduction and Background 

Foreign aid has received a lot of attention over the years, with often extreme views regarding 

its effectiveness, particularly regarding how the a priori benefits of various aid programs may 

(or may not) contribute to the economic development and welfare of aid-recipient countries.1 

A significant limitation of the voluminous aid effectiveness literature for many years is the 

neglect of the aid heterogeneity nature of aid thus causing bias to the empirical results reported 

on the effectiveness of aid. More precisely, the central premise of the aid heterogeneity 

approach—and hence the rationale for disaggregating aid in empirical analysis—is that reliance 

on a single, aggregated aid variable, a common practice in most of the aid-effectiveness 

literature, fails to capture the underlying diversity of aid flows. This omission leads to 

aggregation bias, thereby compromising the reliability of empirical findings (see Cassen 1994; 

Mavrotas 2002a, 2002b, 2009 for further discussion). The persistent neglect of aid 

disaggregation in much of the extensive aid-effectiveness literature motivated the development 

of the model proposed by Mavrotas (2002a). Using time-series data for Kenya and India, the 

author provides robust empirical evidence underscoring the importance of distinguishing 

among different aid categories in order to derive meaningful conclusions about aid’s impact on 

the fiscal sector. It is notable that over the past two decades, the aid heterogeneity approach has 

gained considerable momentum, reflected in an expanding body of research. Notable 

contributions include Mavrotas (2005), Ouattara (2006a, 2006b), Mavrotas and Ouattara 

(2006a, 2006b, 2007), Mavrotas and Nunnenkamp (2007), Fielding and Mavrotas (2008), and 

Clemens et al. (2012).2 In the context of the aid heterogeneity approach, a few studies have 

also focused on the important distinction between permanent and transitory effectiveness of 

foreign aid (see Chatterjee and Turnovsky 2005; Carter 2017,  and more recently, Abdelwahed 

(2021, 2023)  

 

Another important strand of the aid effectiveness literature deals with the overall nexus 

between aid flows and the fiscal response of the aid-recipient government in the presence of 

 
1 It is beyond the scope of the present paper to provide here a discussion of the voluminous literature on aid 

effectiveness. The interested reader can see Cassen (1986), Mosley (1987), Riddell (1987), World Bank (1998) 

for earlier evaluations, and Guillaumont and Chauvet (2001), Sachs (2005), Easterly (2006, 2007), Riddell (2007), 

Lahiri (2007), Collier (2007), Moyo (2008), Doucouliagos and Paldam (2009), Mavrotas (2010, 2015), Banerjee 

and Duflo (2011), Ramalingam (2013), Akame and Mavrotas (2024) and Farooq, Mavrotas & Cassimon (2025), 

among others for more recent assessments.  
2 See also the special issue of the Review of World Economics (Weltwirtschaftliches Archiv) published in 

December 2007 (Mavrotas and Nunnenkamp 2007), which features several important papers in this research area. 
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aid, following the publication of the seminal paper by Heller (1975). Earlier contributions to 

this literature include Gang and Khan (1991), Khan and Hoshino (1992), and Otim (1996), with 

a rather growing empirical literature in more recent years on this front (see Franco-Rodriguez 

et al. (1998), Franco-Rodriguez (2000), Mavrotas (2002a, 2005), Gupta et al. (2004), Mavrotas 

and Ouattara (2006a, 2006b), Ouattara (2006a, 2006b), and Mavrotas and Ouattara (2007)). 

Another body of the fiscal response literature turned its attention to the fiscal response and debt 

service nexus with contributions including McGillivray and Ouattara (2005), Cassimon and 

Van Campenhout (2007, 2008), Claessens et al. (2009) and Cassimon et al. (2015). 

 

Finally, a substantial part of the aid effectiveness literature deals with the role of governance 

and political institutions in enhancing or undermining the effectiveness of aid. Two extreme 

cases can be described here. At one extreme, aid may contribute to a virtuous circle of economic 

growth and poverty reduction by fostering desirable policy change, building effective 

institutions, relieving constraints on funds for investment, and leveraging in private resources. 

At the other extreme, however, aid may contribute to a vicious circle where the provision of 

external finance may delay policy reforms, undermine the effectiveness of institutions and 

contribute to conflict over the distribution of economic rents. The state of political institutions 

is developed through continuous political processes and ultimately may mitigate the adverse 

effects of foreign aid (see Barro, 1994; and Kosack, 2003 - with several more detailed 

assessments complementing this body of work - see Boone 1996; Knack 2001, 2004; Alesina 

& Dollar 2000; Guillaumont and Chauvet 2001; Neumayer 2003; Dollar and Levin 2006; 

Kosack and Tobin 2006; Morrison 2007, 2009; Easterly and Pfutze 2008; Kono and Montinola 

2009; Wright 2009; Bueno de Mesquita & Smith 2009; Fleck & Kilby 2010;  Bader & Faust 

2014; John & Tarp , 2016; Whang et al., 2019; Nieto-Matiz and Schenoni 2020; and Abbas, et 

al. 2024).  

 

It is also worth mentioning that political instability effects are also discussed in the context of 

a broader literature beyond foreign aid. For example, Cukierman et al. (1992), Edwards and 

Tabellini (1991) and Roubini (1991) provide evidence supporting the influence of political 

instability on seigniorage, inflation, deficits and debt. Similarly, Agnello and Sousa (2013) 

proposed that political instability results in heightened deficit volatility, which they observe is 

generally associated with high inflation and substantial deficits. Furthermore, Bohn’s (2002, 

2019) findings indicate that political instability leads to myopic government behavior by 

raising external debt to meet excessive current expenditures driven by political polarization or 
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rent-seeking. However, it does not lead to increased inflation taxation, as demonstrated in 

Cukierman et al. (1992). Bohn’s results also show that debt conditionality aimed at maintaining 

monetary stability is particularly effective in heterogeneous societies experiencing 

governmental instability; and that IMF policies requiring debtor countries to achieve both 

monetary and fiscal stability are less effective. Additionally, Boz (2011) emphasizes the 

importance of a country’s choice between commercial debt and IMF loans. Finally, Bohn 

(2019) discusses the negative correlation between IMF loans and seigniorage. The possible 

trade-offs between IMF debt and seigniorage depend on a situation in which a country cannot 

access financial markets but still receives credit from the IMF, with debt conditionalities in 

place.  

 

Bulir and Hamann (2008) and Celasun and Walliser (2008) also state that foreign aid is often 

unpredictable for aid-recipient countries due to discrepancies between aid commitments and 

actual donor disbursement volumes. Variations also arise from differences between donor 

development agencies and aid recipient countries for several reasons, leading to a mismatch 

between the aid disbursement and commitment amounts. The second contributing factor is 

excessive administration, which impedes the aid processes on the bureaucratic side (Bulir & 

Hamann, 2008). Furthermore, Eifert and Gelb (2008) and Hudson (2013) assert that donors 

should incorporate sound policy conditions into aid commitments. Thus, aid should be 

disbursed upon implementing the policies outlined in the aid commitment. Eifert and Gelb 

(2008) also state that 4% of the aid commitments are not disbursed due to political problems 

on the donor’s side. In the case of Pakistan, US aid inflows in particular are also allocated on 

the basis of political interests as various studies seem to suggest (see Abbas et al, 2024; Epstein 

and Kronstadt, 2011; and Zaidi 2011, for further details).  

 

Turning to the case of Pakistan, USA's bilateral aid to Pakistan is politically driven and the aid 

amount is determined by factors such as business interests and ethnic lobbying by the USA 

donor (Anwar & Michaelowa, 2006). More recently, Abbas et al. (2024) examined US aid to 

Pakistan in the context of South Asian geopolitics using the ARDL method from 1971 to 2016 

and found that US economic aid increases during regional wars in Afghanistan and during the 

Russian-Indian relationship. The authors also found that better India-Pakistan relations 

increase US aid in the short term but reduce it in the long run; and that the economic connection 

between Pakistan and Iran reduces US aid in the short term, but it has a positive, although not 

statistically significant, impact in the long run. 
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Finally, the World Bank’s (2015) study of Worldwide Governance Indicators (WGI) shows that 

Tanzania and Ecuador ranked in the lowest 20-26 percentiles in “political stability and absence 

of violence/terrorism” when they lost market access. Russia experienced five government 

changes between March 1998 and August 1999 during the Russian financial crisis, with 

political unrest and an 84% inflation rate, leading to default on GKO bonds in 1998 (Mavrotas 

& Vinogradov 2007). The IMF provided a loan that reduced inflation the following year. 

Ecuador lost market access in 2000, but an IMF aid package lowered inflation. In Tanzania, 

IMF loans in 2003 preceded a 2004 market-access loss, yet inflation continued to decrease. Kar 

(2023) states that Pakistan's governance indicators driving capital flight are “political stability 

and absence of violence/terrorism” and “control of corruption,” and that Pakistan scored -1.9 

in “political stability,” ranking in the 6.64th  percentile of the WGI. Moreover, no Pakistani 

prime minister completed their premiership tenure, and three forms of government exist like 

democracy, autocracy and hybrid regimes. Pakistan's 25th  IMF program is underway, with 

conditionalities attached.   

Against this background, this paper explores the effects of temporary and permanent 

components of foreign aid grants and loans on fiscal decisions amid changes in Pakistan's 

political regime from 1973 to 2020. The results show that political regimes change lead to 

higher government current expenditures driven by political polarization, resulting in increased 

foreign loans. In contrast, foreign grants are mainly influenced by donor interests and intentions 

in aid recipient countries, but political regimes change are irrelevant. The response of fiscal 

variables to political regimes change reflect conditionalities linked to foreign aid inflows, 

particularly via the IMF, such as increased revenue and debt service to reduce average debt 

maturity, thereby reducing domestic borrowing. However, current expenditures increase, 

thereby reducing capital expenditures due to political polarization for foreign loans and, vice 

versa, for foreign grants. Furthermore, we found that it affects only temporary aid components, 

as temporary loans do not significantly affect fiscal decisions; conversely, temporary grants 

support revenue-based fiscal adjustments by boosting revenue and domestic borrowing to cover 

increased debt service payments and current expenditures, thereby reducing public investment.  

Permanent loans promote investment and domestic borrowing but reduce current spending and 

tax revenues, without affecting debt service payments. Permanent grants, on the other hand, 

increase government borrowing, revenue, and overall government size.  Foreign grants play a 

more significant role in fiscal decisions, as reflected in the magnitude of the fiscal variables, 
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than foreign loans do. The findings seem to suggest that aid donors should focus on grants 

rather than loans for heavily indebted countries and implement debt relief initiatives to prevent 

aid from being used solely for debt service repayment. Conditional aid should be provided to 

strengthen political institutions in order to reduce government size through expenditure-based 

fiscal adjustments. Finally, temporary grants should be used for revenue-led fiscal adjustments, 

and permanent aid should target investment in countries with low GDP growth.  

The remainder of the paper is structured as follows. Section 2 outlines the empirical model and 

discusses the empirical methodology employed in the paper and section 3 provides a discussion 

of data issues. Section 4 presents and discusses the empirical results emanating from the 

empirical analysis; the final section concludes the paper.  

 

2. Empirical Methodology  

 

The effects of the permanent and temporary components of foreign grants and loans on 

Pakistan's fiscal decisions are examined using a vector autoregression (VAR) model. 

𝑋𝑡 = 𝛼0 + 𝛽1𝑋𝑡 + u𝑡           (1) 

In the first specification case, 𝑋𝑡the vector comprised foreign aid, government borrowing, 

government revenue including taxes and nontaxes, debt servicing, and public investment.  

 

Budget Constraint  

CEX𝑡 + DSP𝑡 + KEX𝑡 = GRY𝑡 + FGT𝑡 + FLN𝑡                (2) 

 

Foreign grants (FGT𝑡 )and loans (FLN𝑡) are treated as explanatory variables, while rest of 

variables are the dependent variables are government borrowing (𝐵𝐷𝑌), revenue (𝐺𝑅𝑌), 

current expenditure(𝐶𝐸𝑋), debt servicing (𝐷𝑆𝑃), and public investment (𝐾𝐶𝐴). All variables 

are taken as percentages of GDP.      

 

The Markov Two-State Switching Model determines the active (sustainable) and passive 

(unsustainable) fiscal regimes, and is denoted by (S𝑡) but does not incorporate political 

instability to assess whether the results are consistent with the model with or without it.  
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𝐵𝐷𝑌𝑡 =  β0(S𝑡) + β1(S𝑡)GRY𝑡 + β2(S𝑡) CEX𝑡 + β3 (S𝑡)KEX𝑡 + β4(S𝑡)DSP𝑡 +

β5(S𝑡)FGT𝑡 + β6(S𝑡)FLN𝑡 + (S𝑡)µ𝑡            (3)

          

First, in the exogenous political instability model, the transition from the current government 

(one party) to the future government (another party) is considered (Bohn, 2019), with foreign 

loans from the IMF and World Bank, but domestic borrowing and seignorage depend on their 

debt conditionalities (Ray, 1998). Cukierman, Edwards and Tabellini (1992), Svensson (1998), 

Devereux and Wen (1998), and Bohn (2000) state that the Markov chain approach also enables 

the incorporation of the exogenous degree of political polarization in the budget constraint 

function. Although there are still two types of governments, their goals are essentially the same, 

differing only in the public goods they provide or the interest groups they support. Government 

behavior is influenced more by political instability itself than by variations in preferences.  

 

Budget Constraint With The Exogenous Political Instability Model  

Political regimes changes (PRCI𝑡) added into equation 2 as an explanatory variable.  

CEX𝑡 + DSP𝑡 + KEX𝑡 = GRY𝑡 + FGT𝑡 + FLN𝑡 + PRCI𝑡     (4) 

  

In the continuation of the above equation 3,  here the Markov Two-State Switching Model 

determines government regimes like the current regime, and the future regimes and is denoted 

by (S𝑡) for the political regimes change.3 

 

𝐵𝐷𝑌𝑡 =  β0(S𝑡) + β1(S𝑡)GRY𝑡 + β2(S𝑡) CEX𝑡 + β3 (S𝑡)KEX𝑡 + β4(S𝑡)DSP𝑡 +

β5(S𝑡)FGT𝑡 + β6(S𝑡)FLN𝑡 + β7(S𝑡)PRCI𝑡 + (S𝑡)µ𝑡       (5)        

 

First, we created a political index by employing Principal Components Analysis (PCA) on the 

Boix-Miller-Rosato (BMR) dichotomous coding of democracy from Harvard University.  

 𝐵𝑀𝑅 = 0.5499 (Democracy) + 0.1817 (Democracy Transition) +

0.1446 (Democracy Breakdown) + 0.1238 (Democracy Duration No of the years)  (6) 

 The Polity Index (PI), used to ensure robustness. 4 

 𝑃𝐼 = 0.60117 (Democracy) + 0.3913 (Democracy Duration No of the years)  (7) 

 
3 The Markov Two-State Switching Model for equations 3 and 5 reported in Table 1 in Appendix A.1.  
4 For further details and a comparison among the political indices see Zarazua et al. (2020) and Gründler and 

Krieger (2021). The PCA results of both political indices are also available upon request.  
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Second, it is important to stress here that Pakistan's fiscal reports do not distinguish between 

foreign aid and other forms of assistance, thus failing to differentiate between permanent and 

temporary aid. In view of this problem, we have followed Abdelwahed (2023) and Jones and 

Tarp (2016) regarding their data-driven approach, using time-series filters to separate 

permanent and temporary trends in foreign grants and loans. The trend component of the aid 

series is characterized by low frequency due to the shocks, but it does not disappear quickly 

and persists over a long time horizon; thus, we refer to this aid series as permanent aid. The 

deviation around the trend component of the aid series is high-frequency due to shocks and 

disappears quickly; thus, we refer to this aid series as temporary or transitory aid. The 

permanent and temporary components of grants and loans are separated using the Ravn-Uhlig 

rule, with a smoothing parameter of 6.25 for annual data and the HP filter. Therefore, we have 

chosen the minimum stochastic cyclic period of 2 years and the maximum period of more than 

8 years when extracting permanent and temporary grants and loans using the CF and BK filters. 

Following the splitting of foreign grants and loans into temporary and permanent components, 

the political index interacts with foreign aid and its components to accurately capture its effect. 

β0 + β1GRY𝑡 + β2 CEX𝑡 + β3 KEX𝑡 + β4DSP𝑡 +  β5𝐵𝐷𝑌𝑡 + µ𝑡 =  β6FGT𝑡 + β7FLN𝑡 +

β8PRCI𝑡                    (8) 

We estimated the fiscal response to foreign loans and grants, and then separately to their 

temporary and permanent components. The political index is also taken to capture the effects 

of political regimes change in the fiscal decisions in the foreign loans and grants equations:5 

 

Third, the Phillips-Perron and Augmented Dickey-Fuller tests are employed to check the 

stationarity of the fiscal variables. Many variables, such as domestic borrowing, public 

investment, and the temporary components of grants and loans, are stationary at the level; the 

permanent component of grants and loans, revenue, and current and debt servicing 

expenditures become stationary at the first difference.6  According to Sims et al. (1990), many 

macroeconomic variables are interdependent and exhibit less exogeneity among themselves. 

 
5 The fiscal response to the political regime change is presented in the Appendix A.1.2. 
6 Due to econometric issues, the ARDL Model fails to comply with the fiscal response model as we consider aid 

as a whole, and then a multicollinearity problem may arise. In the case of the ARDL short-run parameters, 

attaining the stationarity of the permanent component of aid (loans and grants) through its differentiation thus 

causes the loss of the low-frequency observations, as we need to estimate the responses from temporary aid shocks 

to permanent aid shocks differently. The unit root tests and ARDL model results are available by the authors upon 

request.   
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In addition, the criticism of unit root tests is that they accept the unit root as a biased estimator. 

Thus, failing to reject the false null hypothesis of a unit root and achieving stationarity could 

lead to incorrect estimators due to data differentiation. The attainment of stationarity of the 

permanent component of aid (loans and grants) through differentiation thus causes the loss of 

low-frequency observations, as we need to estimate responses to temporary aid shocks 

differently from those to permanent aid shocks. Therefore, the VAR model is chosen for the 

disaggregated components of foreign aid.  

 

Fourth, we used three popular information criteria in order to select the appropriate lag 

structure: the AIC, SIC, and HQ. As the information criteria suggested, one lag was optimal.7 

Fifth, the purpose of generating the impulse response function is to explain how fiscal variables 

such as government revenue, capital expenditure, debt servicing, and current expenditure 

respond to shocks to aid, while holding other shocks constant, thereby isolating the effect of 

shocks to one variable in the system. The restrictions are to be imposed on the system so that 

the residuals can be orthogonal. For identification of the impulse response function, the lower-

triangular Cholesky decomposition imposes the ordering of the recursive residuals in a way 

that shocks of the variables come first to affect the system’s other variables 

contemporaneously. In contrast, earlier variables with a lag are affected by the shocks to the 

later variables. The order of entering variables for foreign grants is as follows: permanent 

grants, temporary grants, political index, government taxes, current expenditure, investment, 

domestic financing, and debt servicing. A similar order of variables was followed, with grant 

components replaced by loan components. In this model, we must identify which other fiscal 

variables contemporaneously affect the temporary and permanent components of grants and 

loans. Notably, we focus on the responses of the fiscal variables to foreign aid shocks in line 

with the fiscal response literature. After placing the permanent and temporary aid, the variable 

order does not influence the impulse responses (Christiano et al., 1999). Moreover, the relative 

ordering of temporary and permanent aid does not affect the results in the Cholesky 

decomposition.  

 

Finally, the stability of the VAR model's estimated coefficients is also tested. The modulus of 

each estimated eigenvalue in the estimated model is computed. This is done to verify that all 

 
7 The lag selection criteria results of the baseline and robustness results are available by the authors upon request.  
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moduli are strictly smaller than one, which guarantees that the VAR is invertible into a Vector 

Moving Average process (Abrigo & Love, 2016).8 

 

3. Data Issues 

Foreign Aid 

Aid disbursement data have been collected from the State Bank of Pakistan and the OECD 

DAC for the period 1973 to 2022 on foreign grants and loans, but the data from both sources 

do not reconcile.9 The State Bank of Pakistan has data on project and non-project aid from 1960 

to 2022, but program aid for Pakistan is available from the OECD DAC for 1995 to 2022. 

Therefore, we need a long time series to conduct a sensitivity analysis of results using grants 

vs. loans. The Pakistan Economic Affairs Division records foreign loans, but the OECD DAC 

reports net foreign loans. Pakistan's official data includes market-based loans from 2013 to 

2020. The country records foreign loans as gross loans and records interest and principal 

payments separately.10 Therefore, the OECD DAC excluded borrowing from private creditors 

who are not members. First, loans from private creditors are subtracted. The second reason for 

the difference between foreign loan data from OECD DAC and Pakistan's official sources is 

that OECD DAC reports foreign loans as net foreign loans (by subtracting the principal amount 

repayments from the foreign loans). The principal payments are deducted from foreign loan 

inflows to normalize the data in line with OECD DAC standards and obtain the net foreign 

loan.  

Government Fiscal Variables 

Fiscal operations data, including government revenue, current expenditures, capital 

expenditures, debt service, and budget deficits, are collected from the State Bank of Pakistan 

and the Pakistan Economic Survey over the period 1973-2020. Pakistan’s fiscal operations data 

is unavailable in the IMF's Head of Government Finance Statistics (GFS) and the World Bank's 

World Development Indicators (WDI) for disaggregated budgetary data.11 The debt servicing 

 
8 The stability of the VAR model's results are also available upon request.  
9 The foreign aid grants recorded in the Pakistan official data are smaller than OECD DAC aid data because 

Pakistan reflects the grants and loans directly considered in its budget.   
10 The Pakistan Economic Survey recorded only the public and publicly guaranteed external debt (official 

creditors) and its principal and interest payments. However, the reporting of external debt from private creditors 

started only in 2013. The terms and conditions associated with the foreign loans' interest rate and maturity period 

are also explained in the Pakistan Economic Survey. Furthermore, the segregated components with respect to 

interest and principal amount are recorded based on each creditor category.   
11 According to Prichard (2016), GFS comprises 65% of the country's government finance yearly statistics, with 

observations missing between 1990 and 2010. 
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on Pakistan's external debt is available in the Country Debt Table of the Global Development 

Finance (GDF). However, no international database records the country's domestic debt or its 

servicing. Therefore, we had to rely on Pakistan's official sources for these variables.  

Regimes Change in Pakistan 

The political regimes change data for Pakistan are sourced from the Boix-Miller-Rosato 

dichotomous coding of the democracy Index at Harvard University, covering the years 1947 to 

2020, used as the baseline, and from the Polity Index data from 1947 to 2018, provided by the 

Center for Systemic Peace, used for robustness.  

 

4. Empirical Results and Discussion  

i. Baseline Results  

The size of the orthogonalized shocks is 1% of GDP; the impulse response functions can be 

interpreted as the impact of increases or decreases in loans and grants as a percentage of GDP. 

The dotted lines in the figures show the estimated upper and lower standard errors computed 

through Monte Carlo simulations. 

a) Fiscal Responses to Foreign Loans 

It is crucial to note that political regimes changes' influence on foreign aid is primarily short-

term (Abbas et al., 2024). This is further underscored by the unidirectional effect of political 

instability on short-term foreign aid and growth (Abu & Karim, 2015). Moreover, Cuddington 

(1986) states that short-term financial instruments respond quickly to financial crises, political 

instability, higher taxes, currency devaluation, and hyperinflation. In our study, 

temporary loans do not sway fiscal decisions under political regimes change. 

. Figure 1. Response of Government Revenue to Foreign Loans 

-0.4

-0.2

0

0.2

0.4

0 1 2 3 4 5 6 7 8

Years after the increase

Temporary

-0.6
-0.4
-0.2

0
0.2
0.4
0.6

0 1 2 3 4 5 6 7 8

Years after the increase

Permanent

-0.4

-0.2

0

0.2

0 1 2 3 4 5 6 7 8

%
 o

f 
G

D
P

Years after the increase

Total



12 
 

Permanent foreign loans do not affect government revenue, as it is difficult to distinguish the 

upper estimated standard error around the IRF from zero in the initial shock. The finding is in 

line with Crivelli et al. (2012), which states that grants reduce government revenue, whereas 

foreign loans have a positive or no significant effect due to their repayment nature.  

Figure 2. Response of Domestic Borrowing to Foreign Loans 

The shock in permanent loans is 1%  and domestic borrowing increases by 0.42%. It is difficult 

to tell apart the lower estimated standard error around the IRF from zero after the initial shock. 

The finding aligns with Feeny and McGillivray (2003), who stated that a reduction in 

government revenue leads to an increase in domestic borrowing. 

Figure 3. Response of the Government's Current Expenditure to Foreign Loans 

The 1% shock in permanent loans reduces the government's current expenditure by 0.296% of 

GDP. The response of government spending to foreign loans is positively contemporaneous, 

then converges to zero in the 6th year. The findings are consistent with those of Heller (1975), 

Khan & Hoshino (1992), Otim (1996), McGillivray (2000), Ouattara (2006b), Martins (2010), 

Senbet & Senbeta (2007), and Feeny & McGillivray (2010). Findings are consistent with 

Chishti and Hasan (1992), Iqbal (1997), and Franco-Rodriguez et al. (1998) in Pakistan’s 

context.  
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Figure 4. Response of Debt Servicing Payment to Foreign Loans 

Debt servicing payments do not respond to temporary and permanent loans. According to 

Lerrick and Meltzer (2002) and Radelet (2005), foreign grants are preferred over foreign loans 

due to the “perverse effect” that loans are associated with debt management and debt 

sustainability. Additionally, Nunnenkamp et al. (2006) and Cordella and Ulku (2007) contend 

that grants are more effective in fostering growth in countries with weak policies, heavy 

indebtedness, and low income levels, as loans tend to exacerbate debt sustainability. 

Conversely, countries with sound policies and strong institutions are better equipped to manage 

larger debt service, and concessional loans facilitate development. 

Figure 5. Response of Public Investment to Foreign Loans 

A shock to permanent loans equal to 1% of GDP causes a contemporaneous increase in 

government investment of 0.48%. However, the government's investment persists positively 

but decreases in the following years. It is difficult to distinguish the estimated lower standard 

error around IRF from zero in the 4th year due to the foreign-loans shock. The findings are akin 

to those of Heller (1975), Khan & Hoshino (1992), Otim (1996), McGillivray (2000), Ouattara 

(2006b), Martins (2010), Senbet & Senbeta (2007), Feeny & McGillivray (2010). Therefore, 

the loan amount is spent on projects to generate returns and repay the loan with interest.  
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b).  Fiscal Responses to Foreign Grants  

Figure 6. Response of Government Revenue to Foreign Grants 

The 1% shock in temporary grants is associated with a 1.28% increase in government revenue, 

which is short-lived and disappears in the 2nd year. Similarly, the shock to permanent grants is 

1% of GDP, and government revenue to GDP increases by 1.15%. The effect of the shock is 

persistent and even lasts positively until the 8th year. The finding is in line with Crivelli and 

Gupta (2017) and Abdelwaheed (2023). The conditions from donors for the aid recipient 

country to increase its revenue sources. IMF programs are associated with increased tax 

revenue, as Pakistan has been in the 25th  IMF program.  

Figure 7. Response of Domestic Debt to Foreign Grants 

The 1% shock in temporary grants to GDP is associated with an increase in domestic debt 

issuance to a GDP share of 0.89%, which decreases and converges to zero in the 6th year. 

Furthermore, the shock in permanent grants is 1% of the GDP, and domestic debt issuance to 

GDP increases by 0.89%. The effect of the shock decreases but remains positive until the 8th 

year. According to Ozler and Tabellini (1991) and  Alesina, Prati and Tabellini (1990), political 

instability increases political polarization, leading to higher government consumption 

preferences in the present than in the future—both political instability and political polarization 

cause government myopia. Thus, government expenditures are much higher than the aid the 
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country receives. Therefore, the aid recipient country turns to domestic borrowing. This finding 

is consistent with Abdelwahed (2021, 2023) and Chishti and Hasan (1992).  

Figure 8. Response of Government Current Expenditure  to Foreign Grants 

The 1% shock in temporary grants is associated with a 0.375% increase in government 

expenditures, which is short-lived and disappears in the 2nd year. Likewise, the 1% shock in 

foreign grants increases government expenditures by 2.08%. Government expenditure 

responds positively to foreign grants until the 7th year. The findings align with Chishti and 

Hasan (1992), Iqbal (1997), and Franco-Rodriguez et al. (1998) regarding Pakistan.  

 

    Figure 9. Response of  Debt Servicing to Foreign Grants 

The 1% shock in temporary grants is associated with an increase in debt servicing payments to 

0.22% which remains positive and persistent until the 8th year. Similarly, a 1% shock in 

permanent grants increases debt servicing payments by 0.12% of GDP. The debt servicing 

payments disappeared contemporaneously in the following year in response to foreign grants. 

This means that a fraction of foreign grants is used to finance debt service payments, 

particularly for temporary grants, compared to permanent grants. The finding is in line with 

McGillivary and Ouattara (2005) and Pack and Pack (1993). It indicates the fungibility of 
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foreign aid, in which aid funds are diverted to debt service payments, thereby increasing the 

public debt burden.  

Figure 10. Response Of Capital Expenditure to Foreign Grants 

The shock to temporary grants is 1% of GDP, and government capital expenditure decreases 

by 1.13%. The effect of the shock is persistent and even lasts negatively until the 8th year. This 

finding aligns with Feyzioglu et al. (1998), who note that project-related aid is diverted to 

government consumption or disrupted by political instability (Islam, 2005). Conversely, the 

1% shock in Permanent grants is associated with an increase in public investment to 0.33% of 

GDP, which remains positive and persistent until the 8th year. The finding is in line with  Heller 

(1975), Khan and Hoshino (1992), Otim (1996), McGillivray (2000), Ouattara (2006a), 

Martins (2007), Senbet and Senbeta (2007) and Feeny and McGillivray (2010).  

 

ii. Results Discussion  

First, the exogenous political instability shapes government behavior more than variations in 

preferences do. It is the transition of the government from the current government (one party) 

to the future government (another party) (Bohn, 2002). Changes in political regime  affect fiscal 

decisions through foreign loans rather than grants. It causes political polarization, which 

increases the government's current financing through foreign loans due to government myopic 

behavior (Ozler & Tabellini, 1991; Grechyna, 2012). In addition, Bermeo (2011) states that a 

source of financing matters because of donors' intents and preferences, but political regimes 

change are irrelevant. Notably, the major aid donor of Pakistan has been the USA for many 

years, and its aid was associated with political motives (Anwar & Michaelowa, 2006). These 

aid inflows were observed in three autocratic regimes when Pakistan was a member of USA 

defense pacts like CENTO and SEATO, the Afghan war, and the War on Terror (Abbas et al., 

2024).  
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Second, the impact of conditionalities associated with foreign loans under the exogenous 

political instability model is based on the government's myopic behavior (higher current 

expenditures are financed through foreign loans), which is moderated by international financial 

institutions, particularly the IMF lending constraints. Despite government's myopic behavior, 

these foreign loans conditionalities are complied with to get monetary stability and maintain 

its access to international financial markets. Pakistan is currently participating in the 25th IMF 

program, particularly the three conditionalities associated with each program, such as budget 

deficit reduction and investment-related conditionalities, aimed at achieving fiscal 

sustainability and reducing seigniorage conditionality via the independence of the central 

(State) bank of Pakistan to achieve monetary sustainability concurrently (Bohn, 2002). The 

response of fiscal variables to political regimes change reflect conditionalities linked to aid 

inflows, particularly via the IMF, such as increased revenue and debt service to reduce average 

debt maturity, thereby reducing domestic borrowing. However, current expenditures increase, 

thereby reducing capital expenditures due to political polarization for foreign loans and, vice 

versa, for foreign grants. As political regimes change are irrelevant for grants inflows, fiscal 

variables reflect the exact conditionalities associated with IMF programs. It increases the 

government's current expenditure for foreign loans; consequently, it is reflected in current 

expenditure, thereby decreasing capital expenditures. At the same time, the remaining fiscal 

variables reflect the exact conditionalities associated with IMF programs.  

According to Cuddington (1986) states that short-term funds respond quickly to changes in 

their returns or risks, such as political and financial crises and higher taxes. Moreover,  Abu 

and Karim (2015), political instability has a unidirectional effect on short-term foreign aid and 

growth. Furthermore, changes in political regime influence foreign aid only in the short run 

(Abbas et al., 2024). It impacts on the temporary aid as temporary loans are not considered 

when a country is experiencing severe political, economic, and financial crises; therefore, 

temporary loans do not affect fiscal decisions. Conversely, temporary grants increase 

government revenue, borrowing, debt servicing, and current expenditures but decrease public 

investment. The revenue-based fiscal adjustment is due to IMF conditionality and to a rise in 

domestic borrowing to meet increased current expenditures resulting from political instability, 

which creates uncertainty, disrupts aid-related projects, and diverts funds to nonproductive 

consumption (Islam, 2005).  

Permanent loans have no significant effect on government revenue and debt service payments 

but increase domestic borrowing. This shows that the government is substituting for low tax 



18 
 

revenue by increasing domestic borrowing to cover higher capital expenditures while 

decreasing current spending. This means the government is substituting current expenditures 

with increased capital spending to repay the loan. They also increase the overall size of the 

government, including debt service, capital expenditures, and current expenditures.  

Finally, we have also tested the robustness of our results in five different ways. First, robustness 

is tested by adding a controlling variable, as baseline results are presented without one. Second, 

and more importantly, the data's robustness is checked by comparing Pakistan's official foreign 

aid data with OECD-DAC aid data. Third, robustness is checked by using the Polity index 

rather than BMR in terms of governance indicators. Fourth, we have tested the robustness of 

the filter using alternative business cycle filters, such as the HP and BK filters, compared with 

the CF filter used in the baseline results reported above. And fifth, the robustness of the results 

is tested by using various time lag lengths (1-2). The robustness results are presented in detail 

in the Appendix at the end of the paper. 

 

5. Concluding Remarks 

The existing literature regarding the fiscal response of an aid-recipient government in the 

presence of foreign aid examines various modalities, including grants versus loans and project-

based versus non-project aid flows. This paper contributes to the fiscal response and aid 

heterogeneity literature by analyzing the fiscal response to both temporary and permanent 

components of foreign loans and grants under political regimes change, and to the differences 

between these modalities in the context of Pakistan. We have argued that the failure to 

differentiate between the temporary and permanent components of foreign loans and grants in 

a country's political environment may have led to biased outcomes and incorrect policy 

implications. Data on fiscal variables from Pakistan are used to investigate the responses of the 

temporary and permanent components of foreign aid grants and loans under political regimes 

change over the period 1973 to 2020. First, political regimes change affects fiscal decisions 

through foreign loans rather than grants. It causes political polarization, which increases the 

government's current financing through foreign loans. It does not affect foreign grants, as they 

depend on the donor’s intentions and the political interests in the aid recipient countries. The 

response of fiscal variables to political regimes change reflect conditionalities linked to foreign 

aid inflows, such as increased revenue and debt service to reduce average debt maturity, thereby 

reducing domestic borrowing. However, current expenditures increase, thereby reducing 
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capital expenditures due to political polarization for foreign loans and, vice versa, for foreign 

grants. Second, temporary loans do not affect fiscal decisions. However, the temporary grants 

cause a revenue-based fiscal adjustment by increasing revenue and domestic borrowing to 

finance increased debt servicing and government current expenditures, while reducing public 

investment due to political instability. Finally, permanent grants increase government 

borrowing, revenue, and size. Permanent loans increase investment and domestic borrowing 

but reduce current spending without significantly affecting tax revenue and debt servicing 

payments.  

The policy implications yield positive outcomes when aid donors and recipient countries 

endeavor to implement fiscal adjustments, such as reducing domestic borrowing. Temporary 

grants should be allocated to aid-recipient countries facing unsustainable fiscal situations and 

political instability.  Aid donors may need to provide these conditional grants to aid-recipient 

countries on the condition that they increase their tax and non-tax revenues while 

simultaneously reducing domestic borrowing. At the same time, aid packages and aid programs 

should be strategically designed for countries with persistent low growth rates. Permanent aid 

increases public investment in the economic and social sectors, thereby facilitating capital 

accumulation and job creation. Consequently, foreign aid donors should initiate debt relief 

efforts for heavily indebted recipient countries, offering conditional loans to reduce recipient 

countries' current expenditures and strengthen the political institutions to mitigate the risk of 

aid fungibility; thus, expenditure-based fiscal adjustments can be achieved amid political 

instability. Another promising area for future research may involve examining project and non-

project foreign aid, along with the distinction between categorizing temporary vis-a-vis 

permanent to assess fiscal responses of the aid-recipient country, and incorporating changes in 

political regimes, along with governance indicators, democratic measures, and public sector 

management.  
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Appendix 

A.1.  Fiscal Response to Political Regimes Change  

First, we determine that political regimes change is exogenous to fiscal decisions using a 

Markov-switching model based on equations 3 and 5.  

Table 1: Results of Markov Switching Model 

 

Variables  

Fiscal decisions under political regimes change. (5) Fiscal decisions without political instability (3) 

Current Regime   Future Regime  Active Regime   Passive Regime  

Coefficient and Std. 

Err. 

Coefficient and Std. Err. Coefficient and Std. 

Err. 

Coefficient and Std. 

Err. 

GRY .3163825 

 (.2006113 ) 

1.474496 *  

( .2837777 ) 

.1576833  

(.2005135) 

1.573283 *  

( .3309664 ) 

CEX -.5969298*  

(.1385385 ) 

.1513019  

(.1217155) 

-.4737008*  

(.1439868) 

-.0029861 

(.1432 ) 

KEX -.5415872* 

( .1090762) 

-.5946246* 

(.2490595 ) 

-.5194359*  

(.1190756) 

-.7662525* 

.2946267 ) 

DSP .6031585* 

 (.1237189  ) 

-.503209 

(.3812115 ) 

.6495858*  

(.1370123) 

-.6719133 

.4279979) 

FGT 1.276159*  

(.5595152 ) 

-9.002269*  

(1.791393 ) 

1.170731 

(.6261518) 

-6.371086 *  

(2.386133 ) 

FLN -.2315611 

 (.185703) 

.6141434*  

(.2001471 ) 

-.3239651 

(.1970339) 

.5516877 *  

(.2287222 ) 

PRCI -.5258984 

 (.3966493 )   

1.641152*  

(.4502547) 

-------- -------- 

Cons 1.01542  

(1.603109 ) 

-19.09435*  

(3.698031 ) 

1.348337 

 (1.743766 ) 

-16.53435 *  

( 3.997102 ) 

Diagnostic Test  

Sigma .7831868   

(.0818434) 

-------- .877525 

(.0920819) 

-------- 

Log 

likelihood  

-64.945088 -------- -70.157097 -------- 

Transition Probability 

p11 .9528609 

 (.0365397)  
-------- 

.9519728 

(.0375445 ) 
-------- 

p21 
-------- 

.0350593  

(.0391464)  
-------- 

.0385906 

(.0439377 ) 

Expected Duration 

 Regime 1.  21.2138    

(16.44381) 
-------- 

20.82154 

(16.27689 ) 
-------- 

 Regime 2. 
-------- 

 28.52314    

(31.84832) 
-------- 

25.91307  

  (29.50361 ) 

Note: The bracket shows the standard error, and * indicates the significance level at 5% 

 

The result shows the transition of the government from the current government (one party) to 

the future government (another party). However, its electoral response to government policy 

remains independent in its fiscal decisions. The results are consistent with budgetary decisions 

under political instability and, in its absence, show that Government behavior is shaped more 

by political instability itself than by variations in preferences (Bohn, 2019). 
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Fiscal Responses to Political Regime's Change 

Whether the fiscal decisions respond similarly or differently to political regimes change for 

foreign loans and grants. The left graph shows the fiscal responses to political regimes change 

for aid; the middle graph depicts foreign loans; and the right graph shows foreign grants.  

 

Figure A.1.1. Response of Government Revenue to Political Regime's Change 

Political regime's change increases government revenue for both foreign loans and grants. In 

the case of foreign loans, a one-unit change in the political regime's change index is associated 

with a 1.16% increase in government revenue. It is difficult to distinguish the estimated 

standard error around the IRF from zero in the 3rd year following the initial shock. Similarly, 

when the political regime's change index increases by 1 unit, government revenue rises by 

0.341%  for foreign grants, with the shock decaying to zero by the 3rd  year. This finding aligns 

with Crivelli and Gupta (2017), who state that IMF conditionalities associated with increased 

government revenue help overcome domestic political obstacles to implementing tax reforms 

in developing countries where tax revenue collection is meager. Thus, these conditionalities 

are maintained, even if there is a change in government.  

Figure A.1.1.2. Response of Domestic Borrowing to Political Regime's Change 
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A change in political regimes decreases government borrowing for both foreign loans and 

grants; a one-unit change in the political regime's change index results in a 0.30% decrease in 

the government's current expenditure, which disappears in the 2nd  year for foreign loans. A 

unit change in the political regime's change index also reduces domestic debt issuance to 0.20% 

and persists for 8th years for foreign grants. The findings are supported by MacIntyre (2001), 

Cox and McCubbins (2005), and Mian et al. (2014). Political polarization and veto players 

cause disagreements over policy and public debt levels. The Fiscal Responsibility and Public 

Debt Limitation Act 2005 states Pakistan's public debt should not exceed 60% of GDP.  

 

Figure A.1.1.3. Response of the Current Expenditures to Political Regime's Change 

Political regime's change index reduces the current expenditures for foreign loans, and vice 

versa for foreign grants. For loans, a unit change in the political regime's change index increases 

the government's current expenditure by 0.603% and converges to zero in the 7th year. The 

finding is in line with Ozler and Tabellini (1991) and Alesina and Tabellini (1990), who suggest 

that external debt accumulates due to domestic political polarization and incentives that lead to 

increased current government expenditures. For grants, a one-point change in the political 

regime's change index also reduces current expenditure to 0.571%, and the shock's effect 

decreases and lasts until the 8th year. According to Brautigan (2000), donors impose conditions 

on the government's recurrent expenditures and provide uncontrolled investment aid. 

Figure A.1.1.4. Response of Debt Servicing Payments to Political Regime's Change 
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The change in political regime's index increases the debt service payments in the case of foreign 

loans and grants. If the political regimes changes index increases by 1 unit, and debt service 

payments on foreign loans increase by 0.30%. A 1-unit change in the political regime's change 

index increases debt servicing payments by 0.24%, and this shock converges to zero in the 6th 

year before it becomes negative for foreign grants. According to Ozler and Tabellini (1991) 

and Grechyna (2012), external debt accumulates due to domestic political polarization and 

incentives, leading to increased government expenditures. Hence, accumulated external debt 

increases debt service payments.  In addition, Guscina (2008) states that the expected cost of 

debt servicing increased due to political instability, which reduced the average debt maturity.  

Figure A.1.15. Response of Public Investment to Political Regime's Change 

Political regime's change index reduces the government's investment in case of foreign loans, 

and vice versa in the foreign grants case. A one-unit change in the political regime's change 

index reduces the government's investment to 0.33% of GDP and persists until the 8th year. For 

the foreign loans. According to Hallerberg and von Hagen (1997), von Hagen et al. (2001), and 

Hallerberg et al. (1997, 2007), when the government does not hold a majority and operates as 

a coalition, disagreements among legislators and noncooperation with the finance ministry lead 

to increased recurrent expenditure and low investment. Regarding foreign grants, a one-point 

change in the political regime's change index also increases capital spending to 0.23% of GDP 

and brings it back to zero in the 3rd year. Furthermore, foreign grants are conditioned on 

investment in the agreed projects and are not associated with political regimes change as they 

depend on the donor’s preferences and intentions (Asongu & Nwachukwu, 2015).  

A.2. The Robustness  Related to Adding a Controlling Variable 

The baseline foreign loans equation is re-estimated by adding foreign grants to examine the 

response of grants to a shock in loans, and vice versa.  The brown and black lines represent the 

responses of the fiscal variables with and without a controlling variable.  
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A.2.1. Responses of the Budgetary Variables to Political Regimes Change  

The responses of the budgetary variables to political regimes change are highly robust for the 

foreign loans equation using foreign grants as a controlling variable.   

A.2.1. Response of Fiscal Variables to Political Regime’s Change for the  Loans 

                           Grants as the controlling                          without a controlling Variable 

The increase in the political regimes change index led to a 0.07% decrease in foreign grants, 

which persisted until the 8th year. It fluctuates by only 0.07%, despite political regimes 

changing like democratic, autocratic and hybrid forms of government. According to Bermeo 

(2011), this supports the finding that the source of financing matters due to the donors' intents 

and preferences. Furthermore, Kalyvitis and Vlachaki (2012),  US aid does not significantly 

impact the political regimes change of the aid-recipient countries. The major donor of Pakistan 

was the USA; its aid was associated with political motives (Anwar & Michaelowa, 2006). 

These aid inflows were observed in three autocratic regimes when Pakistan was a member of 

USA defense pacts like CENTO and SEATO, the Afghan war, and the War on Terror (Abbas et 

al., 2024).   

The responses of the budgetary variables to political regimes change are highly robust for the 

foreign grants equation using foreign loans as a controlling variable. 
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Figure A.2.2. Response of Fiscal Variables to Political Regime’s Change for the Grants 

                           Grants as the controlling                            without a controlling Variable 

A 1-point increase in the political regimes change index is associated with a 0.90% increase in 

foreign loans. However, its positive effect gradually decreases and converges to zero in the 7th 

year. This finding is in line with Ozler and Tabellini (1991) and Alesina and Tabellini  (1990). 

Political instability increases political polarization, leading to higher government consumption 

preferences now than in the future—both political instability and polarization (rent seeking) 

cause government myopia; thus, recurrent government expenditures increase  that are financed 

through foreign loans.  

A.2.2. Response of the Budgetary Variables to Foreign Loans 
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Figure A.2.3. Responses of the Fiscal Variables to Temporary  Loans 

The shock in the temporary loans affects the foreign grants inflow, which is insignificant. 

Figure A.2.4. Response of the fiscal variables to Permanent  Loans 

                                 Grants as the controlling                without a controlling Variable  

The shock in the permanent loans affects the foreign grants inflow, which is insignificant. 

 

A.2.3. Response of the Budgetary Variables to Foreign Grants 
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Figure A.2.5. Response of Fiscal Variables to Temporary Grants 

Foreign loans decreased to 1.9% due to a 1% shock in temporary grants. The increase in the 

magnitude of domestic borrowing and government revenue is 0.9%, and the decrease in the 

magnitude of foreign loans is approximately 1.2% of GDP. Simply, it indicates that Pakistan is 

substituting external borrowing with domestic financing due to a loss of access to the market. 

  Grants as the controlling                without a controlling Variable 

-4

-2

0

2

4

0 1 2 3 4 5 6 7 8

%
 o

f 
G

D
P

Year after increase

Government Current 

Expenditures

-1

0

1

2

0 1 2 3 4 5 6 7 8

Year after increase

Debt Servicing

-2

0

2

4

0 1 2 3 4 5 6 7 8

%
 o

f 
G

D
P

Year after increase

Government Revenue

-2

0

2

4

0 1 2 3 4 5 6 7 8

Year after increase

Domestic Borrowing

-4

-2

0

2

0 1 2 3 4 5 6 7 8

Year after increase

Foreign Loans

-4

-2

0

2

0 1 2 3 4 5 6 7 8

Year after increase

Foreign Loans

-2

-1

0

1

2

3

0 1 2 3 4 5 6 7 8

Year after increase

Domestic Borrowing

-4

-2

0

2

0 1 2 3 4 5 6 7 8

Year after increase

Public Investment

-4

-2

0

2

4

0 1 2 3 4 5 6 7 8

Year after increase

Public Investment

-2

0

2

4

6

0 1 2 3 4 5 6 7 8

%
 o

f 
G

D
P

Year after increase

Government Current 

Expenditures

-1

0

1

2

3

0 1 2 3 4 5 6 7 8

Year after increase

Debt Servicing

0

1

2

3

4

0 1 2 3 4 5 6 7 8

%
 o

f 
G

D
P

Year after increase

Government Revenue



34 
 

Figure A.2.6. Response of Fiscal Variables to Permanent  Grants 

Foreign loans decreased to 1.1% of the GDP due to a 1% shock in permanent foreign grants, 

which increased the size of the GDP. The increase in domestic borrowing is the same as the 

decrease in foreign loans, indicating that Pakistan is substituting external borrowing with 

domestic borrowing due to a loss of access to the market.  

A.3. Robustness Related to Using Alternative Data Sources  

Figure A.3.1 shows that the budgetary variables' responses are highly robust to using foreign 

loan data from both sources. Debt servicing does not respond to foreign loans in Pakistan's 

official data sources, but does so negatively in OECD DAC data. 

 

 

 

 

 

 

Figure A.3.1.  Response of Budgetary Variables to Temporary Loans 

         Pakistan’s Official Data                        OECD DAC Data            

 

Figure A.3.2. shows that both data sources' results are highly robust in direction and magnitude. 

Debt servicing is less robust because, after 3 years, the shock from permanent loans based on 

OECD DAC converged to zero. In contrast, the shock from permanent loans based on 

Pakistan’s Official data negatively impacts debt servicing payments.  
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Figure A.3.2. Response of Budgetary Variables to Permanent Loans 

Figure A.3.3. depicts the responses of the budgetary variables, which are highly robust to 

political regimes change across both sources, except for government investment. Public 

investment does not respond to political regimes change based on OECD DAC data. However, 

it responds negatively to political regimes change based on Pakistan’s Official data. The 

government's current expenditures and debt servicing payments are partially robust. The 

government's current spending and debt servicing response is negative to political regimes 

change based on OECD DAC data but responds positively to political regimes change on 

Pakistan's official data.  
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Figure A.3.3.  Response of Budgetary Variables to Political Regime’s Change for Loans 

 

Figure A.3.4. depicts the response of the fiscal variables; all budgetary variables are partially 

robust except domestic debt issuance. Government revenue, current expenditure, public 

investment, and debt servicing respond negatively to temporary grants in OECD DAC data, 

whereas they respond positively in Pakistan’s official data. 
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Figure A.3.4.  Response of Budgetary Variables to Temporary Grants 
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Figure A.3.5.  depicts the response of the fiscal variables; all budgetary variables are partially 

robust except domestic debt issuance. Government revenue, current expenditure, public 

investment, and debt servicing respond negatively to Permanent grants, according to OECD 

DAC data, and vice versa, according to Pakistan’s official data.  

 

  

 

 

 

 

 Figure A.3.5. Response of budgetary variables to Permanent grants 

         Pakistan’s Official Data                        OECD DAC Data            

 

Figure A.3.6. depicts the response of the budgetary variables, which is highly robust to the use 

of political regimes change in the foreign grant equation across both sources, except for 

government current expenditures. Based on OECD DAC data, it does not respond to political 

regimes change. However, it responds negatively to political regimes changes based on 

Pakistan's Official data. Government revenue and public investment are partially robust 

because, after the 3rd year, the government revenue and public investment respond positively 

to political regimes change based on OECD DAC data and vice versa for Pakistan’s official 

data.   
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Figure A.3.6.  Response of Budgetary Variables to Political Regime’s Change for Grants 

Pakistan’s Official Data                        OECD DAC Data          

A.4. Robustness of Political Regimes Change Index  

In the baseline, the BMR Index is used, and the polity index is used for robustness.  

Figure A.4.1. fiscal variables' responses to polity and BMR Index-based foreign loans are 

highly robust in direction, dynamics, and magnitude.  
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Figure A.4.1. Response of Fiscal Variables to Temporary Loans 

 

Figure A.4.2. depicts that fiscal variables do not respond to polity-based Permanent loans. 

Therefore, the responses to polity and BMR Index-based foreign loans are not robust. 

 

 

 

 

 

 

 

Figure A.4.2. Response of Fiscal Variables to Permanent  Loans 

polity Index                              Boix Miller Rosato Democracy Index 
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Figure A.4.3. shows that the responses of fiscal variables are robust to the polity and BMR 

indexes, as well as to government revenue. The government revenue response to the Polity 

series is less robust than the baseline BMR Index responses. Domestic borrowing is partially 

robust because it responds positively to temporary grants based on the polity index and vice 

versa, as in the case of the BMR Index. Current Expenditures are partially robust because they 

respond positively to temporary grants based on the BMR Index and vice versa, as in the case 

of the index's polity. 

 

 

 

 

 

  

Figure A.4.3. Response of Fiscal Variables to Political Regimes Change for Loans 

polity Index                              Boix Miller Rosato Democracy Index 

 

The Figure A.4.4. shows that the responses of fiscal variables are robust to the polity and BMR 

Index-based foreign grants. However, BMR Index-based foreign loans have a higher 

magnitude than the polity index. Public investment and government current expenditures are 

partially robust because they respond positively to temporary foreign grants based on the polity 

index and vice versa, as in the case of the BMR Index .  
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Figure A.4.4. Response of Fiscal Variables to Temporary Grants 

  Polity Index                           Boix Miller Rosato Democracy Index      

The Figure A.4.5.  shows that the responses of fiscal variables are robust to the polity and BMR 

Index foreign grants, as well as to government revenue and current expenditure. Similarly, 

domestic borrowing and debt servicing payments are partially robust because debt servicing 

payments respond negatively to permanent foreign grants based on the polity index and vice 

versa, as in the case of the BMR Index. Domestic borrowing does not respond for up to 4 years 

and has a positive response until the 8th  year.        
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Figure A.4.5. Response of Fiscal Variables to Permanent Grants 

    

Figure A.4.6. shows that government revenue and current expenditures do not respond to the 

polity index series compared to the BMR Index. Domestic borrowing is partially robust 

because it responds positively to the polity index and vice versa, as in the case of the BMR 

Index. After the third year, political regimes change based on both indexes, which negatively 

affects public investment and is partially robust.   

 

 

 

 

 

  

Figure A.4.6. Response of Fiscal Variables to Political Regimes Change 

Polity Index                           Boix Miller Rosato Democracy Index              
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A.5. Robustness Related to Using Alternative Filters  

The responses of the fiscal variables to the temporary and permanent components of foreign 

loans and grants are decomposed using CF, BK, and HP filters. Then, these components were 

used to interact with the political index to assess their robustness. The responses of the 

budgetary variables are quite robust in the short and long run in terms of direction but differ in 

magnitude. The brown line represents the response of the CF Filter; the black line represents 

the response of the HP Filter; the dark blue line represents the response of the BK Filter; and 

the dotted lines indicate the upper and lower standard errors of the IRF of a particular filter. 

  

 

 

 

 

 

Figure A.5.1. Budgetary Variables Response to Temporary Loans 
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Figure A.5.2. Budgetary Variables Response to Permanent  Loans 

   

 

 

 

 

 

 

Figure A.5.3. Fiscal Variables Response to Political Regimes Change for  Loans 
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Figure A.5.4. Budgetary Variables Response to Temporary Grants 

  

 

 

 

 

 

 

Figure A.5.5. Budgetary Variables Response to Permanent Foreign Grants 
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Figure A.5.6. Budgetary Variables Response to Political Regime’s Change for Grants 
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A.6. Robustness Related to Alternative Lag Structure 

We increased the lag length from 1 to 3 to capture response dynamics at various lags. At lag 

three, responses occur only in the 3rd and 6th years, with no response at the 4th lag. The budget 

variables' responses to disaggregated foreign loans and grants are robust up to lag 2, but 

the optimal lag is 1.12 The black and brown lines show responses at lags 1 and 2; dotted lines 

indicate standard errors, as shown in the figure panels 
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12 This finding is in line with Hudson's (2013) assertion that the aid commitments are to be fulfilled on average 

within 2 years.  
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Figure A.6.1. Fiscal Variables Response to Temporary Loans 

 

 

 

 

 

 

 

Figure A.6.2. Fiscal Variables Response to Permanent  Loans 
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Figure A.6.3.  Fiscal Variables Response to Political Regime’s Change 
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Figure A.6.4. Fiscal Variables Response to Temporary Grants 

 

 

 

 

 

 

 

Figure A.6.5. Fiscal Variables Response to Permanent  Grants 
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Figure A.6.6. Fiscal Variables Response to Political Regime’s Change for Grants 

      VAR (1)                         VAR(2) 
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