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Abstract 

 

This paper investigates how foreign aid conditions the influence of bilateral trade on the 

diffusion of collective labor rights from developed to developing countries. Although 

foreign aid may be intended to improve human and labor rights in recipient (developing) 

countries, it has an unintended and negative effect on the trade-based diffusion of 

collective labor rights. By providing resources to recipient governments, foreign aid 

reduces governments’ economic dependence on exports. Therefore, aid can inadvertently 

reduce the leverage of pro-labor actors in importing (developed) countries regarding 

labor rights in developing countries. Our analysis of a panel of 88 aid recipient countries 

for the period 1985-2002 suggests that, when foreign aid levels are low, bilateral trade-

based pressures lead to improvement in collective labor rights laws. . As aid levels rise, 

however, the bilateral-trade based effects are no longer significant. Our findings also hold 

when bilateral and multilateral foreign aid flows are examined separately. 
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Introduction 

Developing nations are linked to the global economy in numerous ways – as 

participants in trade relationships, as recipients of foreign aid, and as locations for foreign 

direct investment inflows, to name a few. While such linkages present developing nations 

with a range of opportunities, they also expose them to a variety of external pressure and 

influences. In many instances, a country’s various linkages generate pressures that push 

in the same direction – for instance, for improvements in the rule of law, or for increased 

investment in human capital. In other situations, however, these external linkages can 

create conflicting incentives for government leaders. This article explores an instance of 

external pressures which operate at cross-purposes – bilateral trade relationships and 

foreign aid inflows. As such, our article  points to the need to consider not only the direct 

effect of specific external influences on domestic policy outcomes, but also the 

interactive and conditional effects of such influences, some of which may not be 

intentional. 

Prior research suggests that bilateral trade serves as an important mechanism for 

the diffusion of labor rights from developed to developing nations (Greenhill et al 2009).  

We examine how foreign aid unintentionally conditions the influence of these bilateral 

trade pressures on collective labor rights outcomes in developing countries. Both trade 

and foreign aid lead to resource transfers from developed countries to developing 

countries. While foreign aid (specifically in the form of official development assistance 

or ODA) transfers resources directly from donors to recipient governments, trade serves 

as an indirect transfer of resources. By providing markets for developing countries’ 
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exports, developed nations influence the current account and, ultimately, public revenues 

of developing nations.  This process has been aided by successive rounds of multilateral 

trade liberalization as well as a slew of bilateral and regional trade agreements that the 

United States, the European Union, Japan and other developed countries have negotiated 

with developing countries.  Expanded trade flows also are facilitated by the global growth 

of efficiency-seeking foreign direct investment, much of which uses developing nations 

as export platforms. 

During the last decade alone, the volume of exports from developing to developed 

countries nearly doubled. As of 2008, more than half of exports originating from the 

developing world – amounting to $15.78 trillion in value -- were absorbed by the 

developed world.
1
During the same time, foreign aid provided by developed countries, 

either bilaterally or through multilateral institutions, also has increased steadily. With the 

adoption of Millennium Development Goals (MDGs) in 2000, net official development 

assistance (ODA) increased by 63% between 2000 and 2010, reaching $128.5 billion in 

2010.
2
 

As trade liberalization and foreign aid flows have expanded, scholars have 

considered the causes and effects of each: they have explored the extent to which 

increased trade volumes are the result of multilateral trade institutions or of technological 

change (Goldstein et al. 2007, Rose 2004) and whether openness to global trade 

generates, as neoliberal theory predicts, growth for low and middle income nations 

                              
1 The World Trade Organization(WTO) estimates, 

http://www.wto.org/english/thewto_e/coher_e/mdg_e/development_e.htm 
 
2
 These data are from the Organization of Economic Cooperation and Development. 

(OECD),http://www.oecd.org/dac/developmentaidtodevelopingcountriesfallsbecauseofgl

obalrecession.htm 

http://www.wto.org/english/thewto_e/coher_e/mdg_e/development_e.htm
http://www.oecd.org/dac/developmentaidtodevelopingcountriesfallsbecauseofglobalrecession.htm
http://www.oecd.org/dac/developmentaidtodevelopingcountriesfallsbecauseofglobalrecession.htm
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(Rodrik 2008). Others have explored conditions under which foreign aid leads to 

economic growth (Wright and Winters. 2010).
 
At the same time, development activists 

have recognized that policy instruments do not work in isolation, and they have debated 

the desired relationship between trade and aid. For example, should activists focus their 

efforts on convincing rich country governments to offer greater market access, rather than 

on increasing levels of foreign aid? 

Recognizing that developing countries often are both recipients of aid from 

developed nations and exporters to the same developed nations, we explore how these 

two distinct resource flows interact. Specifically, we consider how foreign aid 

unintentionally moderates the spillover effect of trade on collective labor rights. We posit 

that, while bilateral trade relationships with higher-standard countries create pressures for 

the upgrading of labor laws in developing countries (Greenhill et al. 2009), foreign aid 

can moderate these pressures. Aid renders recipient governments less likely to accede to 

the demands of external actors in their key export markets. As a result, the effect of 

bilateral trade relationships on collective labor rights is mitigated by the inflow of foreign 

aid. 

We test our argument about the conditioning effect of aid on bilateral trade 

pressures in a panel of 88 developing countries for the period 1985-2002. We find that 

when foreign aid levels are low, a bilateral trade-based California effect (Vogel ,1995) 

can be observed, leading to improvements in laws governing collective labor rights in 

exporting (and aid recipient) countries. However, as aid levels rise, the bilateral-trade 

based effects are no longer significant. Our findings are robust to alternate specifications 

of foreign aid, including looking at bilateral and multilateral aid separately. 
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The paper proceeds as follows. The first section reviews the existing literature on 

the effect of trade and foreign aid on labor’s collective rights in the developing world. 

Building on this literature, we describe our theoretical framework and hypotheses in the 

second section. The third section presents the data and methods for empirical analyses, 

and the fourth section presents our findings. The last section concludes. 

 

Aid, Trade and Rights: What Do We Know? 

Since the 1950s, there has been an active policy debate on the relative merits of trade and 

aid as mechanisms to foster the economic development of low and middle-income 

countries. Indeed, “Trade, not Aid” figured prominently in the Eisenhower 

administration’s international outreach program (Kaufman 1982). The Kennedy 

administration increased its commitment to foreign aid via programs such as the Alliance 

for Progress, under which the United States pledged $20 billion in to Latin America. At 

the same time, the Kennedy administration championed the passage of the US Trade 

Expansion Act of 1962 and played a key role in global trade negotiations under the 

auspices of the General Agreement on Tariffs and Trade.  

The decades of 1970 and 1980 saw additional liberalization in the trade regime. 

At the same time, volume of foreign aid also expanded. Official Development Aid (ODA) 

from the developed donor countries jumped from 36 billion $US in 1970 to 64 billion in 

1980,
3
 arguably in response to cold war politics (Bearce and Tirone, 2009). In the 1990s, 

as per the so-called Washington Consensus and with the end of the Cold War, the policy 

focus shifted to increasing trade and neglecting aid. In recent years, however, there has 

                              
3
 Data are from the OECD database and are measured in 2008 constant $US. 
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been a renewed focus on foreign aid as an instrument to achieve the Millennium 

Development Goals (MDGs) (Sachs 2005). With the MDGs’ emphasis on the principles 

of sustainable and human development, as well as international financial institutions’ 

focus on “good governance,” there is a growing interest in the promotion of labor 

standards and human rights, along with the economic growth, in the developing world. 

How do trade and foreign aid, respectively, affect collective labor rights? The 

relationship between trade and collective labor rights is a contentious one. Some posit 

that trade abets regulatory races to the bottom. They predict that industries in developed 

countries facing stringent regulations will migrate to developing countries with lax 

restrictions. Thus, countries seeking to attract or retain these mobile firms will respond by 

slackening or failing to enforce various regulations, including labor laws. Indeed, during 

the 1992 U.S. Presidential debate, in which NAFTA was an important issue, candidate 

Ross Perot noted the following: 

If you're paying $12, $13, $14 an hour for factory workers and you can move your 

factory South of the border, pay a dollar an hour for labor, hire young -- let's 

assume you've been in business for a long time and you've got a mature work 

force -- pay a dollar an hour for your labor, have no health care -- that's the most 

expensive single element in making a car -- have no environmental controls, no 

pollution controls and no retirement, and you don't care about anything but 

making money, there will be a giant sucking sound going south  (italics not in 

original).
4
 

 

Market competition often requires firms to lower production costs; and therefore create 

incentives to establish production location or supply chain relationships in countries that 

offer low costs – in terms of labor, the environment, or corporate taxation. Arguably, 

laxity in labor regulations is an important driver of low labor costs. Since a large number 

                              
4
http://www.nytimes.com/1992/10/16/us/the-1992-campaign-transcript-of-2d-tv-debate-

between-bush-clinton-and-perot.html?pagewanted=all&src=pm 

http://www.nytimes.com/1992/10/16/us/the-1992-campaign-transcript-of-2d-tv-debate-between-bush-clinton-and-perot.html?pagewanted=all&src=pm
http://www.nytimes.com/1992/10/16/us/the-1992-campaign-transcript-of-2d-tv-debate-between-bush-clinton-and-perot.html?pagewanted=all&src=pm
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of developing countries seek to host the same exporting firms or their suppliers, some 

predict that these countries will competitively lower their collective labor rights standards 

(Greider 1997; Seidman, 2007; see Flanagan 2006 for a contending view). In support of 

these claims, several studies suggest a negative relationship between overall trade 

openness and labor rights (Cingranelli and Tsai 2003; Mosley and Uno 2007). 

Yet there also are a growing number of scholars who question the race to the 

bottom narrative; they disagree with the premise that trade integration always has a 

negative impact on labor rights (Drezner 2001). Some suggest that, over the long run, 

trade improves collective labor rights by fostering economic development. As their 

incomes rise, citizens will demand greater political and social rights of which collective 

labor rights are an important component. Such logic informed the optimistic claims of the 

modernization school, as well as more recent arguments that neoliberal economic reform 

reinforces efforts at political liberalization (Ingelhart and Welzel 2009). 

The more stringent collective labor rights laws that result from such a process also 

could generate higher productivity, leading firms to accept a more coordinated variety of 

capitalism in return for efficiency gains (Hall and Soskice 2001).  Scholars point out, for 

instance, that Germany has some of the most extensive collective labor rights standards 

as well as high nominal wage rates. The average hourly labor cost in Germany, at about 

€35, is about six times the labor costs in transitional economies such as Poland, Hungary 

and Bulgaria (Eurostat 2011). Yet Germany is among the leading exporters, not only to 

these transitional economies, but also to the world as a whole.
5
 Indeed, while pessimists 

                              
5
http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-HA-11-001-03/EN/KS-HA-

11-001-03-EN.PDF 
 

http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-HA-11-001-03/EN/KS-HA-11-001-03-EN.PDF
http://epp.eurostat.ec.europa.eu/cache/ITY_OFFPUB/KS-HA-11-001-03/EN/KS-HA-11-001-03-EN.PDF
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worry that stringent collective labor laws render a country’s exports less competitive, 

Kucera and Sarna’s (2006) large-N study (162 countries) reports robust positive 

relationships between trade union rights and manufacturing exports. 

Trade may influence labor rights not only through economic channels – 

development or competition – but also through political ones. Several governments have 

increasingly linked access to their home markets with human and labor rights practices in 

their export partners. For instance, access to European Union and US markets via the 

Generalized System of Preferences can be suspended in cases of serious rights violations. 

And the 1984 Trade Act requires U.S. trade negotiators to include “respect for 

internationally recognized workers’ rights” as a condition for market access in all new 

bilateral and multilateral trade agreements. While it is unclear whether such trade 

conditionality necessarily generates improvements in human and labor rights (Cao et al., 

2013; Hafner-Burton 2009; Kim 2011; Simmons 2009), its existence offers another 

potential mechanism linking trade with collective labor laws. 

In seeking to adjudicate empirically the debate regarding the effects of trade on 

labor rights, most research has focused on a country’s overall level of trade openness, 

rather than on the products that are traded or on the identity of trading partners. 

Theoretically, however, there are many reasons to expect that the nature of traded 

products and the labor rights preferences of trading partners would influence how trade 

affects public policy. Given that developing nations participate in the global economy in 

different ways, we might expect developing countries with similar levels of overall trade 

openness to be affected differently, depending on labor preferences of their trading 

partners – as Greenhill et al. (2009) point out. This is a point we return to below. 
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Less attention has been devoted to considering the effect of foreign aid on 

collective labor rights. Yet there have been some attempts to consider the implications of 

aid for broader rights-related issues. On the one hand, the potentially pernicious (although 

unintentional) effects of foreign aid on human rights can be inferred from a range of 

studies: aid may encourage unproductive expansion in government budgets (Remmer 

2004), generate accountability deficits which allow governments to ignore the demands 

of their citizens (Gibson et al.2005), and enable rent-seeking behavior among political 

elites (Ahmed 2012; Svensson 2002). 

These concerns about foreign aid are center on the reasons why and the ways in 

which it is disbursed. If donor governments are interested in currying favor with recipient 

regimes (rather than in effecting development outcomes), and if recipient regimes have 

substantial de facto discretion over how to spend aid, then recipient governments will 

have few incentives to spend aid in ways that provide public benefits or upset the 

political status quo. Moreover, if aid – the amounts of which are often small by global or 

donor country standards, but substantial relative to recipient-nation budgets and 

economies – is seen as a replacement for other types of revenues (such as income 

taxation), then it will reduce governments’ accountability to its own citizens, in the same 

way that oil revenues may do so (Djankov et al., 2005; Ross 2012). Hence, we might 

expect that, in a direct sense, foreign aid would reduce the propensity of governments to 

protect the rights of society’s abundant factor (labor) and increase the propensity of the 

government to channel benefits to a narrower segment of society (Bueno de Mesquita and 

Smith 2007). 

Other skeptics of aid have focused on the fact that, foreign aid allocations are 
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governed much more by the domestic compulsions and strategic considerations of the 

developed donor countries than by the needs of developing recipient countries (Alesina 

and Dollar 2000; Alesina and Weder 2002; Barratt 2008, McKinlay and Little 1977; 

Maizels and Nissanke 1984; Neumayer 2003; Lundsgaarde et al. 2010). Also in line with 

this strand of skepticism is the view that some large donor agencies such as USAID and 

the World Bank have actively promoted economic policy prescriptions that could 

potentially undermine collective labor rights in the recipient countries. The policies 

include downsizing of the civil service, privatization of government-owned enterprises, 

and, most of all, promoting flexibility in terms and conditions of work in order to reduce 

labor market rigidity (Abouharb and Cingranelli 2007, Anner and Caraway 2012; Cook 

2007; Lloyd and Weissman, 2002). 

On the other hand, foreign aid’s proponents suggest that it can provide developing 

country governments with resources and incentives to improve respect for human rights. 

In a global study of the effects of various economic flows on personal integrity rights 

during the 1990s, Apodaca (2001) finds that aid positively affects human rights. 

Similarly, Dunning’s (2004) analysis of aid flows to African nations suggests that, from 

the late 1980s, aid is significantly and positively associated with human rights outcomes. 

Indeed, donors have increasingly sought to incorporate conditionality in foreign aid; 

requirements often include human and labor rights outcomes as well as broader “good 

governance” behaviors; multilateral donors have been more active in this effort than 

bilateral donors. For instance, Lebovic and Voeten (2009) report that the adoption of 

United Nations Commission on Human Rights (UNCHR) resolutions condemning a 

country's human rights record produce a sizeable reduction in multilateral aid, but have 
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little effect on a country's aggregate bilateral aid receipts. Arguably, if the conditions and 

the associated aid cutoffs are effectively enforced, we would expect a positive association 

between more recent forms of foreign aid and labor rights outcomes. Yet the effect of 

these conditions on actual outcomes is contingent on their implementation and, therefore, 

far from automatic (Lebovic and Voeten 2009, Demirel-Pegg and Moskowitz 2009). 

Nielsen’s (2013) large-n study finds, for instance, that aid donors selectively impose aid 

sanctions in response to human rights violations; the selection process is affected by the 

salience of rights violations to donors, as well as by political ties between donors and 

recipients.  

Foreign aid also could improve rights-related outcomes by enhancing 

governments’ capacity. Indeed, over the last two decades, ODA to social sector programs, 

including government and civil society promotion, has increased relative to foreign aid 

directed at economic and production sectors (OECD 2011).
6
 Such programs might assist 

governments in revising their labor laws to meet ILO core conventions, hiring additional 

labor inspectors, and educating private employers on basic standards for the treatment of 

workers.  

Of course, even with the donors’ good intentions to promote rights via capacity 

building, this sort of foreign aid can be counterproductive.  Foreign aid could transform 

local advocacy groups into “service provision sub-contractors” (Henderson 2002) and 

push them to focus on “system-maintenance functions” (Smith 1990), rather than on 

                              
6
 ODA, by the OECD’s definition, includes a wide range of assistance to promote 

economic development and general welfare of the recipient countries, but excludes 

military assistance. The seven sectoral classifications (DAC5 codes) include social, 

economic, production, multi-sector (e.g., environmental protection), general program aid, 

debt relief, and humanitarian. 
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fostering grassroots networks giving political voice to the underprivileged. If the 

advocacy groups funded by foreign aid often become an "antipolitics machine of 

development” (Fisher 1997), foreign aid could undermine the promotion of collective 

labor rights.  

Despite some past research which offers insights – albeit sometimes competing 

ones – on the relationship between foreign aid and labor rights, as well as between trade  

and labor rights, scholars have not devoted sufficient attention to the joint effect of trade 

and aid. How might the incentives created by each time of flow interact to affect rights-

related outcomes? . Consistent with prior findings related to trade, we propose that firms 

in importing, developed countries can pressure their overseas subsidiaries and supply 

chain partners to effect changes in labor-related behaviors, and that these pressures can 

ultimately lead to changes in developing country governments’ labor rights related laws 

(Greenhill et al.2009). But we also posit that these pressures for improvements can be 

conditioned by the availability of foreign aid, which decreases recipient governments’ 

propensity to accede to foreign market-based pressures. We develop this logic in the next 

section. 

 

The Interplay between Trade and Aid 

The central actor in our theoretical narrative is the developing country 

government: political elites within a country decide whether to put in place labor laws 

that are consistent with internationally-recognized core labor rights. Governments need 

material resources for maintaining their political power; the probability of regime 

survival improves as governments are better able to extract and mobilize resources. 
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Developing country governments arguably face a dilemma in the context of labor rights: 

improvements in labor rights may lead to an increase in labor costs. Although such 

improvements also could result in a more productive workforce and less contentious 

workplace environments, they also could lead governments to worry about losing out in 

the competition for subcontracts and foreign direct investment from multinationals. This 

is particularly true for countries whose comparative advantage lies in less-skilled, labor 

intensive production, and which compete against numerous other nations for export-

platform jobs, investment and contracts. 

If a government perceives itself as facing a tradeoff between protecting labor 

rights and promoting economic growth, what choices will it make? We posit that, if 

pushed to make a choice between the two, developing country governments are likely to 

privilege economic growth over the provision of socio-political rights. This is based on 

several reasons. First, public concerns in developing countries, including those of the 

labor, tend to be centered on material issues (i.e., gains with short term tangible benefits) 

rather than on the capacity to exercise collective rights (i.e., long term, intangible, and 

often non-excludable benefits). Second, collective labor laws affect only those who work 

in the formal sector of the economy; given the size of the informal sector in many 

developing nations, citizens’ concerns may focus more on basic income security than on 

the capacity to organize and bargain collectively. Third, the provision of collective labor 

rights and the resulting emergence of organized labor movements can create conditions 

for the emergence of new power centers that might challenge the authority of the 

governing party. Thus, developing country elites can be expected to have political as well 

as economic reservations about initiating new laws or retaining existing laws that protect 
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collective labor rights.  

Given such initial disposition of the developing country political elites on 

collective labor laws, what might alter their policy preference? From the perspective of 

the developing country governments, exports are an important engine of economic 

growth. They provide jobs, foreign exchange, and current account revenues. Indirectly, 

via the tax system, they provide revenue to the government as well. Because exports 

eventually grow the economy and provide revenue, governments are interested in 

developing and maintaining access to foreign markets. Those who control access to these 

markets - governments of importing nations and their domestic constituents – therefore 

have leverage vis-à-vis developing country governments. They may use this leverage to 

influence policies, including policies related to workers’ rights, in producer nations. We, 

therefore, expect that the higher is the dependence of a developing country’s exports on 

developed countries’ markets, the greater is the political leverage enjoyed by trade 

partners located in the developed countries. These trade partners can exert direct leverage 

on the developing country governments’ they also can exert indirect influence by 

pressuring large domestic export-oriented producers, who also have a material interest in 

maintaining market access.  Developing country governments that want to assist their 

domestic firms in engaging global markets – because this generates tax revenue and 

employment, as well as firm-specific returns -- will have incentives to respond to the 

pressures from the external trade partners.  

There are multiple reasons why importing firms located in the developed 

countries may seek to improve collective labor rights in developing countries. Because 

labor issues often are important to developed-country labor groups and activist 
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organizations, , importing firms have strong incentives to ensure that collective labor 

rights are respected not only by their specific suppliers located in developing countries, 

but more broadly in the developing countries in which the suppliers are located. For 

example, recent reports on labor practices in Foxconn, a leading Chinese subcontractor in 

the home electronics industry and a major subcontractor for Apple (among with many 

others), have placed a spotlight on labor practices in the Chinese economy and in the 

supply chains of US-based electronics firms. Apple has since sought to highlight its effort 

to ensure that its suppliers maintain high levels of collective labor rights, as well as 

appropriate individual working conditions. Apple has asked the Fair Labor Association to 

audit Foxconn in the context of its code of conduct and declared "Apple's suppliers must 

live up to this to do business with Apple."
7
The Chinese government also has been drawn 

into this issue. Chinese Labor Minister Yin Weimin acknowledged "Problems exist at 

some companies, for example, excessive overtime, too low pay for some workers and a 

lack of concern for people." He added, "Relevant government departments and unions 

will increase their supervision and management when it comes to these issues."
8
 Of 

course, Apple’s rivals have been quick to exploit this political vulnerability; Google has 

announced that Nexus Q, its new tablet, will be made in America.  

In addition to worrying about the behaviors of their subcontractors vis-à-vis labor 

issues, multinational corporations (MNCs) also are sensitive about collective labor rights 

in their directly-owned subsidiaries. A desire to avoid a negative “spotlight” (Spar 1998) 

vis-à-vis consumers, as well as pressure from shareholders, can motivate MNCs’ efforts 

                              
7
http://www.mobiledia.com/news/131315.html 
 
8
http://www.mobiledia.com/news/131315.html 
 

http://www.mobiledia.com/news/131315.html
http://www.mobiledia.com/news/131315.html
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to appear socially responsible. Such firms also can gain a competitive advantage in local 

product markets by lobbying host governments to upgrade local laws, so that 

domestically-owned firms are required to meet higher standards (Garcia-Johnson 2000; 

Prakash and Potoski 2007). If MNCs’ lobbying efforts are successful, they will be able to 

satisfy pressures from shareholders and consumers, while also maintaining 

competitiveness relative to local firms.  

The bottom line is that labor issues in supply chains located abroad are politically 

explosive. Importing firms, therefore, seek to exercise all sorts of leverage on their 

suppliers and even on governments of countries in which suppliers are located; ideally, 

importing firms want to address labor-related issues before they become a source of 

liability in home country markets. This certainly holds for firms selling branded products 

(Gereffi and Korzeniewicz 1994); these concerns are also salient for firms that sell 

intermediate products.  Indeed, corporate social responsibility concerns also are quite 

important in the natural resource sector.  The trade in “conflict minerals” is now also 

subject to labeling schemes, such as the as Conflict Free Smelter Certification program. 

The mining industry has developed the Extractive Industry Transparency Initiative (to 

which several major companies have subscribed to. While firms supplying inputs to final 

assemblers focused on branded products and suppliers embedded in buyer-driven 

commodity chains can be expected to be particularly vociferous on this count, we 

therefore expect such dynamics will shape collective labor rights preferences even of 

firms that supply intermediate products. Firms headquartered in “high standards” 

locations are likely to press their suppliers, subcontractors and host country governments 

for protections for the core rights of workers. 
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Consistent with this perspective, a recent study by Greenhill et al. (2009) finds 

trade-based “California effect” (Vogel, 1995) in collective labor rights, where strong legal 

protections of collective labor rights in a country’s export destinations are associated with 

more stringent collective labor laws, all else equal, in the country. This suggests that the 

most important causal effect of trade on collective labor rights of importing countries 

comes not from overall trade openness, but from the collective labor rights that prevail in 

their major export markets.  

Trade, therefore, offers a source of leverage over labor rights to foreign 

governments and to large multinationals based on those countries. This leverage, 

however, is reduced when governments can generate material resources through different 

channels. Hence, foreign aid enters our theoretical narrative with unanticipated effects. 

Much of foreign aid continues to be funneled through recipient governments. Foreign aid, 

therefore, offers a revenue source to recipient governments -- a direct contribution to their 

coffers. It can allow governments to invest in economic development and to offer 

patronage to domestic interest groups. It also provides foreign exchange and make a 

positive contribution to the balance of payments. To some degree, foreign aid substitutes 

for the resources that government could garner indirectly via exports. Given this 

dynamic, foreign aid has an unexpected political consequence: it reduces the political 

leverage – in terms of pressures for improvements in collective labor rights -- of pro-

labor actors located abroad. We therefore suggest that, by acting as an alternative source 

of revenue, foreign aid can render developing country governments less sensitive to 

bilateral trade-based incentives to improve collective labor rights. 

Our main hypothesis, therefore, is that the availability of foreign aid is likely to 
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negatively condition the effect of trade-based diffusion (i.e., California effect) of 

collective labor rights from importing to exporting countries. Put differently, the positive 

effect of a country’s “bilateral trade context”
9
 is conditional on low levels of foreign aid 

receipts. At lower levels of aid, exporting to countries with more protective labor rights 

will, over time, improve the stringency of collective labor laws in developing countries. 

However, as the level of foreign aid increases, the effect of trade-based diffusion of labor 

rights weakens and is eventually nullified. As we show subsequently, our argument holds 

even when we control for domestic characteristics such as regime type, the ideology of 

the government, and labor’s potential power. The following section discusses our 

empirical strategy and presents our results. 

 

Data and Methods 

To test the relationship between trade, foreign aid, and labor rights in the developing 

world, we construct an unbalanced panel data of 88 developing countries for the period, 

1985-2002. This sample includes all countries (with data availability) that ever received 

Official Development Assistance (ODA) based on the OECD record.
10

 

                              
9 The “bilateral trade context” is the weighted average of the labor rights in a developing 

country’s export partners, where weights reflect the salience of partners in developing 

country’s export basket. See below. 
 
10

 Since we focus on the ODA from the developed country donors who are members of 

the Development Assistant Committee (DAC), OECD data are no different from other 

non-governmental databases such as Aiddata2.0. Our original database includes over 160 

countries that have ever received ODA since 1960s. We keep countries in the database 

even after they stop receiving aid (e.g., tiger economies in Asia) by tracking these 

countries in the Official Aid (OA) statistics. As a result, our sample has 28 (country-year) 

observations that have net ODA less than or equal to 0.  The country-year observations 

omitted in the sample are those for which data on one or more of the control variables are 

not available. Our final sample covers 88 developing countries with maximum time 
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For our dependent variable, we use Mosley and Uno (2007)’s collective labor 

laws indicator, which captures the extent to which workers’ rights to associate, organize, 

bargain collectively and strike are provided by and protected in domestic law. The focus 

of this indicator is on collective, rather than individual, labor rights: although we might 

assume that the rights to act collectively allow workers to achieve better working 

conditions and compensation, we do not assess individual rights or working conditions 

directly (Mosley 2011). We focus exclusively on labor law enacted by the government 

rather than collective labor rights practices (i.e., whether the law is observed). This is 

because the key actor in our framework is the developing country government, as the 

creator and enactor of labor law, and also as a key recipient of foreign aid. Although 

government’s willingness and ability to enforce collective labor rights laws certainly 

affects the labor practices of firms, there are many compounding factors affecting the 

practices other than government actions and incentives. As a result, the practice indicator 

less appropriate for evaluating how foreign aid conditions the effect of bilateral trade 

pressures on governments’ decisions on labor rights provision.
11

   

The collective labor laws indicator is measured annually, on the basis of 

information provided in three sources: the US State Department’s annual Country 

Reports on Human Rights Practices; the International Labour Organization’s Committee 

of Experts on the Applications of Conventions and Recommendations (CEACR) and the 

Committee on Freedom of Association (CFA) reports; and the International 

                                                                                       

coverage of 27 years.  
 
11

 Indeed, Mosley (2011) reports that, among developing countries during the 1985-2002 

period, the correlation between labor rights laws and labor rights practices is only 0.24. 
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Confederation of Free Trade Unions’ (now part of the International Trade Union 

Confederation) Annual Survey of Violations of Trade Union Rights.  The coding template 

includes 37 types of violations of labor rights, ranging from minor to severe, in six 

categories: freedom of association and collective bargaining-related liberties; the right to 

establish and join worker and union organizations; other union activities; the right to 

bargain collectively; the right to strike; and rights in export processing zones.  The 

collective labor law scores range from 0 to 28.5 for the country-years included in our 

sample. Following Greenhill et al. (2009), we reverse the scale of these measures, so that 

higher values of the labor rights measures represent greater levels of respect for collective 

labor rights, and lower values represent lower levels of respect (and therefore a greater 

number of violations).
12

 

Our key explanatory variables are the bilateral trade context (BTC) for labor laws, 

foreign aid, and their interaction. For the bilateral trade context, we adopt Greenhill et al. 

(2009)’s measure, which is the weighted average of the labor laws in a developing 

country’s export partners: 

 

 

Exportij represents the volume of exports sent from country i to country j, Labor Lawsj 

refers to the collective labor laws score for the destination country j, and Total Exportsi 

                              
12

 The codebook for the Collective Labor Rights Dataset, which includes a more detailed 

description of the collective labor laws indicator, is available at the Harvard University 

Dataverse site:  

http://dvn.iq.harvard.edu/dvn/dv/lmosley/faces/study/StudyPage.xhtml?globalId=hdl:190

2.1/15590&studyListingIndex=0_8f50a8b5df3a67255386031f6ea3 
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represents the total volume of goods exported from country i to all of its destinations.   

For foreign aid, we use the OECD-DAC database on ODA. Our main indicator of 

foreign aid combines bilateral aid from the DAC member donors and multilateral aid 

from intergovernmental institutions such as the World Bank. Specifically, we examine 

total aid disbursements from Development Assistance Committee (DAC) member donors 

and intergovernmental institutions. As a robustness check, we use a measure that includes 

the non-DAC member countries’ bilateral aid contribution. We also test the effects for 

bilateral aid and multilateral aid flows separately, because the effect of bilateral and 

multilateral aid might differ, with the latter arguably more sensitive than the latter on 

collective labor issues (Lebovic and Voeten 2009).
13

 While our main model 

operationalizes foreign aid in terms of ODA as percentage of GDP, as a robustness check 

we test an alternative operationalization: (logged) ODA per capita (Alesina and Dollar 

2000; and Younas and Bandyopadhyay 2009).  

We control for a number of economic, political, and demographic variables that 

can influence collective labor laws. First, we control for total trade flows and FDI stock, 

both measured as a percentage of GDP; previous literature suggests that overall economic 

openness might influence the government’s stance on labor laws.
14

 We also control for 

the (logged) GDP per capita in constant 2007 dollars and adjusted for purchasing power 

parity, to capture the possible association between the level of economic development 

                              
13

Although disaggregating ODA based on sector codes (DAC 5) might be desirable, we 

do not use sectoral ODA disbursement data because they are only available in the OECD 

database from 2000 onwards.  
 
14

Each of these is measured as a percentage of GDP. Our results hold when we substitute 

FDI inflows for FDI stock. 
 



 

22 

 

and labor laws. Because higher levels of industrialization may create societal pressures 

for more stringent collective labor laws, we control for the size of the industry as a 

percentage of GDP. Furthermore, this indicator also serves as proxy for the size of labor 

force in the formal sector, which again might allow for more effective articulation of 

demands for collective labor rights.  

Our model also controls for the (logged) size of the urban population, the level of 

democracy (Polity 2 score), and includes a dummy variable indicating a left-leaning ruling 

party or, in the case of a coalition government, a left-leaning party as the largest among the 

ruling parties (Mosley and Uno 2007; Neumayer and de Soysa 2006).
15

  In addition, we 

control for membership in preferential trade agreements (PTA) that make trade 

relationships contingent on the maintenance of human rights (Hafner-Burton 2005). A 

dummy variable is included which equals 1 when a country is a member of any PTA with 

“hard” human rights conditions
16

. We also control for a country’s dependence on natural 

resources, which arguably makes the government less accountable to the public (Ross 

2001). A table of summary statistics can be found in the appendix.  

Our main model specification is expressed as follows
17

: 

                              
15

 The data on the (largest) ruling party’s political ideology is from the Database of 

Political Institutions (DPI). Our result holds when we use the executive’s political 

ideology instead of the ruling party’s ideology.  
 
16

 Only 3% of the country-year observations included in our analysis had at least one hard PTA. 

We use a dummy variable rather than a count as we expect the effect of hard PTA to be non-linear 

with the effect of the first PTA being strongest.  

 
17

In dealing with serial correlation, we adopt an Autoregressive Distributed Lag (ADL) 

model over the lagged dependent variable model (i.e., partial adjustment model). ADL 

specification allows us to estimate the long-run effect of the change of the explanatory 

variables on the dependent variable without running the risk of imposing invalid 

restrictions on the dynamic process. The ADL specification we adopt is algebraically 
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where ϕ1 captures the effect of lagged dependent variable, γ1 through γ6 captures the 

effects of our key independent variables. x is the matrix of control variables,  and β1 and 

β2 represent the vectors of coefficient estimates for the contemporaneous and one-year lag 

terms of the control variables. αi and τt are country and time fixed effects respectively, 

and εit is the error term.  

To identify the total effect an independent variable has on the dependent variable 

distributed over future time periods, we calculate each independent variable’s Long-Run 

Multiplier (LRM): the sum of the coefficients on the independent variable divided by (the 

coefficient on the lagged dependent variable subtracted from one). For example, the LRM 

for bilateral trade context (BTC) would be
18

: 

 

The Delta Method is used to calculate the correct standard errors for the LRM. In doing 

so, we use Driscoll-Kraay robust variance-covariance estimator, a non-parametric 

technique designed for panel data estimated with country fixed effects. The estimator 

addresses both groupwise contemporaneous correlation and heteroskedasticity (Driscoll 

and Kraay 1998).  

                                                                                       

equivalent to an Error Correction Model (see Debouf and Keele 2008).  
 
18

 The denominator in the LRM function, 1-ϕ1, also indicates the error correction rate, or 

the speed of adjustment back to the long-run equilibrium level. 
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We first estimate a set of null specifications that simply regress labor laws on 

bilateral trade context (BTC), foreign aid (Aid) and the control variables described above. 

We then estimate our main specifications to include an interaction term between BTC and 

Aid, along with the control variables (Table 1). Finally, we conduct a series of robustness 

checks, including the disaggregation of aid and an alternative operationalization of aid 

(Table 2) as well as split sample analyses between full democracies and other regime 

types (Table 3).  

. 

Findings 

The first column in Table 1 reports the results of the null model specification that does not 

take into account the hypothesized interactive effect of BTC and Aid (Model 1). Consistent 

with Greenhill et al. (2009), we find that BTC is positively and significantly associated with 

collective labor laws; Trade, the measure of overall trade openness, exhibits a significant 

and negative effect on collective labor laws, on the other hand (also see Mosley 2011). The 

coefficient of Aid is positive but it is not statistically significant.
19

 

 

[Table 1 Here] 

 

The second column in Table 1 (Model 2) reports the findings from the main model 

specification that includes an interaction term of BTC and Aid.  Consistent with our 

                              

 
19

 We also tested whether the effect of BTC (as a proxy for bilateral trade-based pro-labor 

pressures) is conditional on the overall trade dependence of the economy. Our results 

suggest there is no significant conditioning effect of trade dependence. Developing 

countries that are marginally exposed to trade are no less, if not more, susceptible to trade 

linkage induced pro-labor pressures.  
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theoretical expectation, the interaction term (BTC* Aid) is statistically significant and 

negative at p-value <0.001. Following Brambor et al. (2006), Figure 1 presents the long 

run changes in collective labor laws to a one unit increase in BTC, conditional on the 

country’s foreign aid receipts (see solid sloping line in Figure 1). The exterior dotted lines 

are 90 percent confidence intervals. The “rug marks” (the intensity of shading on the x-

axis) show the distribution of the 1193 observed data points included in the analysis.   

 

[Figure 1 Here] 

 

 The findings from Model 2 summarized in Figure 1 supports our proposition: at 

lower levels of aid (below 10% of GDP), there is  evidence of California effect in labor 

rights, whereby increases in the provision of labor laws in export partners (the bilateral 

trade context, BTC) are associated with the strengthening of collective labor laws in the 

developing country. When a country’s Aid is zero, for example, a one-unit increase in the 

country’s BTC would, over time, lead to a 0.5 point increase in the collective labor law 

index.
20

 One standard deviation (=1.9) increase in BTC then leads to close to 1 point 

increase in the collective labor law index. Figure 1 also reveals that the magnitude of the 

California effect diminishes as the developing country receives higher levels of aid, and 

is eventually reversed. This is a substantively important finding because the mean value 

of foreign aid in our sample, about 8% of GDP, is close to the tipping point (see 

                              

 
20

 The speed of adjustment is quick as the error correction rate (1-ϕ) is 0.75. This 

interpretation assumes that a unit increase in BTC in time period 1 is sustained in the 

subsequent time periods. In other words, the improvement in BTC should not be a one 

shot phenomena that goes up one unit in one year and then back down in the next year.  
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Appendix for descriptive statistics).  

Among the control variables, the statistically significant factors in both Models 1 

and 2 are FDI stock, democracy, and the size of industry, all of which positively contribute 

to the level of collective labor laws in developing nations. The coefficient for left ruling 

party has a positive sign, but a p-value of 0.14, suggesting only a weak association between 

the presence of left ruling party and the stringency of collective labor laws.
21

 

 

Robustness Checks 

We report a series of robustness checks in Table 2. In the first column (Model 3), we 

account for the potential difference that non-DAC donors might make on recipient 

country’s incentives regarding collective labor laws.
22

 We employ an aid indicator that 

combines bilateral aid from non-DAC nations as well as DAC nations. We find the 

interaction term (BTC*Aid) significant at a p-value <0.01. The size of interaction term 

coefficient (-0.0253) is almost identical with the one in our main model (Model 2, -

                              
21

 The strength of labor unions or the potential for labor to organize politically also can 

influence laws governing collective labor rights, although one could also imagine 

causality running the other way. As an additional model specification, following Rudra 

(2002), we control for potential labor power (PLP index), which measures the ratio of 

skilled to unskilled workers, and the levels of surplus labor in a given country. PLP is 

increasing where more skilled workers are present, as well as where less surplus labor is 

present. Our finding of a negative interaction effect (BTC x Aid) holds, while the 

coefficient for the PLP index is positive but not statistically significant.  Including the 

PLP indicator reduces the sample size to 340 from 1193 as reported in Models 1 and 2. 

Hence, we do not include PLP in our main model.  
  
22

 Since non-DAC donors report to the OECD on a voluntary basis, including their data 

might undermine the systematic comparability of the aid statistics. The non-DAC 

countries reporting to the OECD-DAC through (or from any time point up to) 2002 

include the Czech Republic, Estonia, Hungary, Iceland, Israel, Kuwait, Latvia, Lithuania, 

Poland, Saudi Arabia, Slovak Republic, Turkey, and United Arab Emirates. 
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0.0248).  

[Table 2 Here] 

In Model 4 and Model 5, the effects of bilateral and multilateral ODA are 

observed separately. The interaction term (BTC x Aid) remains significant in both models. 

The size of Aid’s conditioning effect is slightly larger for bilateral aid than for multilateral 

aid (See Figure 2).
23

 

[Figure 2 Here] 

To make sure that our use of the GDP-denominated aid indicator does not bias our 

findings, in Model 6, we employ a population-denominated (i.e., per capita) measure of 

aid. The interaction term is significant, suggesting that our finding is robust against the 

different choice of denominators.
24

 

Arguably, political elites in democracies and non-democracies behave differently, 

because their political survival is contingent on different set of factors and conditions. 

                              
23

 In an additional model specification (not reported in the main text due to space 

constraints), we control for the net flow of concessional loans from the IMF and the 

IBRD (Net Financial Flows as % of GDP) to test whether  financial assistance from 

international financial institutions drives the negative interaction effect of BTC and Aid. 

The negative interaction effect is still significant, with a p-value of 0.003. The coefficient 

for concessional loans from the IMF and IBRD is negative but insignificant. 

 
24
 In an additional model, we address the possibility that bilateral foreign aid may itself 

serve as a transmission mechanism for collective labor rights. To do so, we construct a 

spatial lag variable, Bilateral Aid Context (BAC), analogous to the way we constructed 

the BTC variable. BAC represents the weighted average of collective labor laws in donor 

countries. The negative interaction effect of BTC and Aid is still significant after 

controlling for the BAC, with a p-value < 0.001. 
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The interactive as well as unconditional effects of Aid and BTC might be conditional on 

regime type. To assess this possibility, we ran our main specification with split samples. 

The country-year observations with fully democratic political institutions are analyzed 

separately from the less democratic observations. Following Gleditsch and Ward (2006), 

we classify those with polity2 score equal or greater than 7 as full democracies, or using 

Gleditsch and Ward (2006)’s terminology, “coherent democracies”.
25

 The results are 

reported in Table 3 and graphically summarized in Figure 3.  

[Table 3 Here] 

[Figure 3 Here] 

Our findings with regard to the negative conditioning effect of Aid are robust in 

both models.
26

 The results suggest that BTC-induced California effect (at lower levels of 

Aid) is indeed stronger in the sample of limited-or-non-democracies, whereas the effect is 

insignificant in full democracies.   

Conclusion 

Our story is about foreign aid, even with good donor intentions, leading to an 

unintended perverse outcome – the weakening of the trade-based California effect on 

collective labor laws. We assume that developing country governments, ceteris paribus, 

favor economic growth and thereby revenue generation over the promotion of labor’s 

collective rights.. For their political survival, incumbents, irrespective of regime type, are 

                              
25
 We undertake a split sample exercise because a three-way interaction between BTC, 

Aid, and democracy level is difficult to interpret.  

 
26

 Our findings hold when we divide the sample into three regime categories by 

separating limited democracies (0=<polity 2<7) and autocracies (polity2<0). 
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incentivized to pursue policies that foster economic growth and generate revenue, which 

provide them with resources to serve their key constituents. In order to capture the 

economic benefits associated with expanded exports, however, governments often must 

accede to pressures from developed country firms, consumers and governments. Therefore, 

we observe a linkage between labor laws in a country’s main trading partners and labor 

laws in the exporting nation. When, however, foreign aid offers exporting nation 

governments an alternative source of material gain, they become less sensitive to trade-

based pressures to improve collective labor laws. 

This is not to downplay the role of labor in the developing world. Sometimes it has 

political leverage to effect policy changes; in such cases, governments adopt policies such 

as income transfers to or social protections for organized labor. What is often lacking, 

however, is the broad organizational potential for labor to demand collective rights (Rudra 

2002; 2005). The well-organized segment of labor tends to represent only a small portion 

of the total labor force. Moreover, since this segment of labor tends to be employed in 

protected or formal sectors, they already enjoy relatively decent wages and benefits, which 

make them less likely to fight for collective laws. Rather than demanding collective rights 

for all workers in general, this segment of better-organized labor tends to focus on 

protecting and advancing their own wage and benefits. Arguably, as the recent crisis in 

Spain suggests, this problem extends to developed world as well in that labor unions tend 

to be focused on protecting their own rights and opposing labor market flexibility policies 

which might lead to new jobs. Thus, absent effective external pressure emanating from 

outside stakeholders, governments in the developing world are unlikely to strengthen 

collective labor laws.  
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Trade can empower pro-labor stakeholders in importing developed countries to 

exert pressures on developing country governments. Regarding foreign aid, although most 

donors are arguably sympathetic to labor issues, they may not prioritize the enactment of 

collective labor laws over numerous other goals, including economic development, 

humanitarian relief, and geopolitical stability. Thus, foreign aid often becomes a 

mechanism to transfer resources to developing country governments for goals that are 

typically not directly related to collective labor rights. 

Herein lies the unanticipated, perverse effect of foreign aid on collective labor 

rights. By providing resources to governments, foreign aid allows the recipient 

governments to be less responsive to labor law related pressures from trade partners. We 

recognize that the two resources might not be perfectly fungible. Indeed, in some ways, 

foreign aid provides a more direct inflow of resources to governmental coffers in relation to 

export receipts that do so via economic exchanges and income to private actors in a 

developing nation. As a result, foreign aid flows counteract what amounts to an “artificial” 

concern over the labor rights driven by pressures from trading partners, allowing 

developing world governments to return to their default position of focusing on economic 

growth and governmental revenue. 

Our findings may have grave policy implications, given the recent calls for 

expanding foreign aid to developing countries. What is ironic and perhaps tragic is that the 

same actors tend to provide aid as well as the markets for exports. Yet, there is little attempt 

to seek coherence among different policy instruments by anticipating their crosscutting 

effects. This is a reflection of domestic institutional structures in the developing countries 

as well, because trade and aid tend to be handled by different ministries – for instance, in 



 

31 

 

the United States, the Commerce Department and the State Department. Thus, our paper 

suggests the need for greater policy coherence lest different units of the same government 

work at cross purpose in the global context. As a starting point, scholars of international 

political economy should recognize, theoretically, the potential for interaction between 

various facets of economic globalization. 
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Notes: Dependent Variable, collective labor laws, ranges from [1.5-28.5]; Country and year fixed 

effects are estimated but not reported. 
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Table 1. Determinants of Collective Labor Laws 

 

 

Notes: the dependent variable, collective labor laws, ranges from [1.5-28.5]; Country and year 

fixed effects are estimated but not reported. 

Table 2. Robustness Checks I: Aid Disaggregated 

 

Table 3. Robustness Checks II: Split Sample –by Regime Type 
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Figure 1. Long-Run Change in Labor Law in Response to Unit Change in BTC (Based on 

Model 2) 
 

 

Figure 2. Long-Run Change in Labor Law in Response to Unit Change in BTC (Based on 

Model 4 and 5) 
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Figure 3. Long-Run Change in Labor Law in Response to Unit Change in BTC (Based on 

Model 7 and 8) 
 

 

 

Appendix.  

Summary Statistics (based on the observations included in the analysis) 
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Results from additional model specifications will be made available in an online 

appendix.   


