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Abstract

Given a) the recent increases in the volume of aid for scaling up health interventions,
b) the introduction of new aid modalities, and c) the growing interest to move towards
a more results-oriented approach to deliver aid, this research seeks to better

understand the relationship between Government and donors by assessing:

- The nature of the incentive structures embedded in the new aid mechanisms and
how they are structured by the monitoring and compensation schemes (penalties
and rewards);

- The motives (objective functions) of the organisations and individuals and how
those shed light on the behaviours of the parties in the aid environment in
Uganda; |

- The appropriateness of thinking embedded in economics, particularly the agency
theory framework when applied to understand the aid contract.

This investigation made use of qualitative methods (interviews, participant observation

and documentary analysis) and a case-study approach.
Key findings were:

- Monitoring capacity and abllity to assess performance was weak;

- There was a lack of high level commitment towards improvement of monitoring
from Government and donors;

- Performance assessment was based on a subjective system and presentead
inefficiencies, which allowed for the distortion of the compensation scheme as
penalties and rewards failed to be applied by donors vis-a-vis the Government;

- There were inter- and intra-organisational conflicting goals. Comparing stated
and revealed motives, | found that there was less commitment towards health

systems development by Government and aid effectiveness by donors than
asserted by the parties.

This thesis contributes to knowledge by providing an in-depth understanding of the
relationship between Government and donors in a country-specific setting. It shows
that agency theory is a useful framework to analyse the motives of the parties as well
~ as the incentive structures embedded in the aid contract (albeit with some limitations).
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Chapter 1: Introduction

1.1 Introduction

The role of Government is central for the functioning of heaith systems. In the context |
of low-income countries, other stakeholders, in particular development partners®
(DPs), also play a crucial role in assisting governments with the financing and delivery
of health services. Both actors, recipient governments (RGs) and donors, face
immense challenges in their goals of improving the performance of existing health
systems, in terms of efficiency, quality of care and equity.

This chapter sets the scene to both the aid debate in the health sector and the country
studied, Uganda. Its particular concern is to present the overall changes in recent

years in the area of development aid, which has been subject to greater focus, but
also in the health sector and in Uganda.

Changes taking place in the aid environment reflect donors increasing concern with
the effectiveness of aid (Adam and Gunning, 2002; Lavergne, 2002; Hecht and Shah,
2006; de Renzio, 2006). This is of even greater relevance given increased aid
volumes (scaling up of aid) in recent years. For instance, the volume of International
Development Assistance (IDA) to the health sector more than doubled in the past five
years (World Bank, 2007). Pledges of more funds have been made internationally,

such as during the meeting of the G8 countries in Gleneagies in-2005 (Collier, 2007,
Riddell, 2007).

These changes have also been reflected in the way aid has been delivered at country
level. New aid modalities have been introduced which co-exist with older ones. How
these changes are impacting on the performance of specific sectors such as heaith is
of concern, particularly in countries that have high levels of aid dependency. Uganda
IS an interesting case study as it is been at the vanguard of many of the new
instruments and approaches introduced recently [e.g. the Poverty Reduction Strategy
Papers (PRSPs) and the Sector Wide Approach (SWApD)].

The above issues signal the need for further investigation into how.the aid relationship
between RGs and DPs in the health sector is operating at country level.

2 Or donors ~ these terms are used interchangeably throughout this thesis.
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This chapter is structured as follows: the next section describes the general context of
aid effectiveness and then gives an introduction to aid reforms in Uganda. Section 1.3

provides the study’s scope, aims, objectives and the structure of this thesis.

1.2 Background and rationale for this thesis

1.2.1 General context of aid effectiveness

Recent developments within the international aid architecture

More commonly in the past, projects were used to channel aid resources to a specific

sector and/or programme of interest. In pursuing the goal of greater aid effectiveness,
donors have introduced novel arrangements and approaches from around the late

1990s and early 2000s. These include the new aid modalities of General Budget
Support (GBS) where funds are channelled to Government budgets (general or

earmarked for specific purposes such as poverty alleviation interventions) and Sector

Wide Approach where funds are pooled to support a sector (Hecht and Shah, 2006;
de Renzio, 2006) (see beﬁlow).

Yet, donors continued to use projects as a mode of aid delivery and calls ensued for
greater harmonisation among donors of their activities as well alignment of their H
practices with those of RGs. For instance, in the Paris Declaration of the High Level
Forum a number of commitments were agreed on aid effectiveness which aimed at
shifting the behaviour of the agencies and highlighted the importance of ownership,
alignment, harmonisation and mutual accountability (High Level Forum, 2005).

Part of the changes in the international aid environment was a paradigm shift from a
focus on longer term economic development towards a greater focus on poverty
reduction (Riddell, 2007). Poverty reduction was adopted as the centre piece of the
aid policies of various bilateral and mulitilateral agencies (e.g. DFID, 1997; World
Bank, 2001). This shift signalled a move away from a more equity-oriented and
comprehensive approach of human and economic development towards a narrower
approach focusing on the alleviation of poverty within a range of other problems that
could be tackled, such as environmental protéctiorn. The fact that poveftS/ Is the most
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basic development problem may underlie the consensus among the international
agencies to concentrate efforts on poverty alleviation (Thomas, 2000).

In line with the new approach of poverty reduction, novel instruments of aid were
iIntroduced, which included, for instance, the Medium Term Expenditure Frameworks
(MTEFs) and the PRSPs (Maxwell, 2003). The purpose of MTEFs is to shape the
budgeting process according to a country's medium term priorities as opposed to
historical trends. PRSPs were set up in thé context of the Highly Indebted Poor
Countries (HIPC) agreement and are based on the principles of country ownership,

participatory process, conditionality for donors, and dynamic evolution over time (as
opposed to a static plan) (ibid.).

The growing concern for aid effectiveness seems to have also been permeated by
changes regarding the functioning of government and the introduction of ideas from
the New Public Management (NPM) debate. The NPM debate advocates a clearer
causal link between inputs and outputs and encourages the use of performance-
related agreements, among other changes (Kaul, 1997). The instruments and
measures of monitoring in the public sector have shifted their focus from inputs
(mainly financial and human resources) and processes to outcomes (for instance the
variation in literacy rates) (Paul, 1992). This shift is mirrored in changes in IDA by
means of a commitment to Results-Oriented Management® (ROM) and the focus on
international targets, to a large extent based on outcomes, such as the Millennium
Development Goals (MDGs) as well as alternative delivery mechanisms more closely
related to budget support than to the project approach (Maxwell, 2003). The MDGs
are indeed a clear example of this shift. They are the result of an international

consensus to reduce poverty and were chosen and agreed by all member countries of
the United Nations in 2000.

~ In addition to the above, development partners and RGs turned their attention to other
approaches, architectural forms and channels of aid in the health sector. For instance,
new global health initiatives (GHIs) were launched. These can be differentiated
between those focusing on advocacy, such as Roll Back Malaria and Stop TB, and
those operating as funding bodies, such as the Global Alliance for Vaccines Initiative
(GAVI) and the Global Fund to Fight AIDS, Tuberculosis and Malaria® ° (GFATM),

° Other terms used in this context include “paying for progress” (Barder and Birdsall, 2006) or “results-
based aid” (Gunning, 2005).

4 Strong pressures at the international arena contributed to the establishment of the Fund. Significant
points of pressure included, for instance, the summit meetings of the Organization of African Unity and
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which involve a more visible participation of private sector organisations (Brugha and
Walt, 2001; Brugha et al., 2002). However, there is concern that the GFATM is
addressing donors’ priorities as opposed to those of RGs (for instance the fund
activities match poorly the activities planned under the PRSPs) and that it focuses on

short term responses to more complex problems of developing equitable and efficient
health systems (Carlsson, 2001).

How all these different aid modalities and approaches are interacting at the country
level is not very clear. Further, it is questionable the extent to which they are aligned
to the recipient countries’ priorities. At the implementation stage in recipient countries,
all these international initiatives will either merge with existing national structures ana
priorities, or partially so, and positive and/or negative effects may arise. Newer aid
modalities such as GBS and SWAp emphasize country ownership as one of their
guiding principles (de Renzio, 2006). At the same time, priority areas like HIV/AIDS
[e.g. through the President’'s Emergency Plan for AIDS Relief (PEPFAR)] or
interventions such as the introduction of new vaccines promoted by GAVI are

receiving earmarked contributions to be implemented via traditional project
approaches or some intermediary form®.

Key modes of international development assistance in the health sector

In the health sector, projects have been the traditional approach to deliver aid
resources into certain priority areas or diseases at the level of recipient countries.
Project aid using government systems “provide[s] more specific earmarking of
expenditures to a discrete set of activities for which coherent objectives and outputs
and the inputs required to achieve them can be defined” (Foster and Leavy, 2001).
Projects often take the form of vertical or categorical programmes. Such programmes
deliver health services through free-standing structures (as opposed to an integrated
delivery approach) and are designed to address specific health conditions or disease

with clear objectives within a limited time frame and often making use of a specific
technology (Oliveira-Cruz et al., 2003).

the G8 countries, the European Commission's policy framework for addressing the burden of the three
diseases, and the United Nations General Assembly Special Session on HIV/AIDS in June 2001
gGFATM. 2003). |

The fund is a partnership between the public and private sectors and its main objective is to raise and
disburse funds to developing countries facing a high burden of these infectious diseases.

° For instance, via a special project within a ministry or district to carry out the specific activities or via
contracts with the private sector.
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Projects present both advantages and disadvan:tages. On the positive side, they can:
provide swift responses to urgent health problems, as they often operate in an
insulated environment and ‘buy out’ local constraints’; and be used as pilot
experiences to test out innovative approaches before scaling up to the wider
environment. In contrast, projects have been criticised for:

- Being defined by individual donors, without major efforts to coordinate with other
DPs operating in the country, leading to fragmentation and duplication of efforts
(Cassels and Janovsky, 1998; Lawson and Booth, 2004);

- Putting government resources, especially human, under pressure to respond to
the different requirements of different DPs (Cassels and Janovsky, 1998);

- Having high transaction costs, which hinder the effectiveness of government
systems (Lawson and Booth, 2004) and of aid more generally;

- Lacking ownership by national governments in deciding about priority areas
(Cassels and Janovsky, 1998; Lawson and Booth, 2004);

- Lacking homogeneity of activities across the country as projects rarely cover the

entire geographical area of a country or population group in their delivery strategy
or in their scope, thus leading to inequalities in the distribution of benefits.

The new aid modalities, SWAp and GBS, evolved because of frustrations of the
international community with the drawbacks of the project approach. They are

characterised by a more comprehensive approach to aid delivery and to funding of

activities in a given country. They are defined as follows:

- The SWAp Is an approach where “all significant public funding for the sector
supports a single sector policy and expenditure programme, under Government
leadership, adopting common approaches across the sector, and progressing
towards relying on Government procedures to disburse and account for all funds”
(Foster et al., 2000); and

- GBS s “a form of programme aid in which Official Development Assistance
(ODA) that is not linked to specific project activities is channelled directly to

partner governments using their own allocation, procurement and accounting
systems” (Lister et al., 2006). |

! Schmidt (1995) explains that donors have incentives to bypass or circumvent the central structures and

operate directly via a project implementation unit or by contracting a non-governmental organisation
(NGO) in order to avoid uncertainties regarding disbursement bottlenecks, onerous bureaucratic controls

or layers of bureaucracy (complex, arbitrary and unpredictable whereas an ideal bureaucracy is the
opposite of this).
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The main difference between a SWAp and GBS is that the former is specific to a
sector, such as health or education, whereas in the latter aid resources are not
earmarked to any sectoral activity; they can be used to fund any type of government
expenditure. The key principle underpinning these two new aid modalities is that they
should allow RGs to coordinate development assistance in terms of policy design,
strategic management, financial pooling, resource allocation, and common
arrangements for Monitoring and Evaluation (M&E).

These new aid modalities are said to contribute to: enhanced donor coordination and
harmonisation as well alignment with the RG's systems (Lister et al., 2006); improved
efficiency of public spending (ibid.); reduced transaction costs (Lister et al., 2006; de
Renzio, 2006); greater domestic accountability {(ibid.); and increased ownership of
policies and interventions by RGs (de Renzio, 2006). However, evaluations of the new |
aid modalities have only recently started to emerge (Koeberle et al., 2006). Further

evidence is still needed regarding the expected improvements from GBS or SWAp.

1.2.2 Country background with a focus on aid reforms in the health sector

This thesis focuses on the experience of Uganda and this sub-section provides a

general background of the country in relation to development aid and in particular aid

in the health sector.

Uganda was a UK protectorate until 1962 when it obtained independence. Since then
and up until the late '80s the country experienced a period of internal conflict and
considerable violations of human rights perpetrated by dictators (Obote and Idi Amin)
and their use of the state machinery. Most of the country underwent a more peaceful
time after the National Resistance Movement (NRM) overtook power in 1986.
However, the Northern part of the country is still plagued by conflict due to resistance
by the Lord’s Resistance Army (a rebel group) to the NRM Government.

Yoweri Museveni, Uganda’s president since the NRM took power, was considered a
reform-minded leader and became “a symbol of what was — during a short hopeiul
period — seen as the African Renaissance” (Adam and Gunning, 2002). Under his
presidency Uganda is argued to have enjoyed a good relationship with the donor
community and through joint efforts to have led the way in relation to a range of
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innovative approaches - such as being the first country to implement a PRSP (Lister
et al., 2006).

Uganda'’s per capita GDP® in 2004 was US$1,478 (UNDP, 2006). in view of the
overall scarcity of domestic resources, the country has had to rely on the contributions
of DPs to run a very significant proportion of its budget. Approximately 50% of total
government expenditure in Uganda corresponds to IDA (Adam and Gunning, 2002).

As an aid-dependent country, Uganda has gone through the experience of projects in
various forms; for instance, when implemented by DPs themselves, or by contracted-
out organisations (for and not for profit ones), or by specific government units at
national or local levels. Ssengooba (2001) notes that key reasons for adopting the

project mode in Uganda are historical ones as well as weak national policies and
structures.

QOverview of aid effectiveness reforms in Uganda and linkages to the health sector

The Government's preferred mode of aid is GBS rather than project support (as well
as grants instead of loans) (MoFPED, 2003d). Preference is based on the greater

level of flexibility that GBS allows Government to deliver services. This should entail
efficiency and ownership gains (ibid.).

Budget support, which was introduced in Uganda in 1998 (Lister et al., 2006), occurs
in two different forms, i.e. as general contributions to the budget of the Government or
as earmarked contributions to the Poverty Action Fund (PAF). The PAF was created
as a mechanism to channel the additional resources the Government received from
the HIPC Initiative as weli as to mobilise extra donor funding in line with the priority
areas of the Poverty Eradication Action Plan (PEAP) - equivalent to a PRSP. The
PEAP provides the overall framework of development for Uganda, thus guiding the
formulation of public policies and resource allocation.

PAF resources are reserved to key government priorities with clear poverty reduction
objectives. Main PAF expenditure categories include primary education, primary
health care services, access to water and sanitation, agricultural services for poor
farmers, and rural feeder roads. Resources allocated to PAF are protected from
budget cuts both at national and district levels, given the need to safeguard

® In purchasing power parity.
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interventions directly related to poverty reduction. PAF funds are provided to districts
In the form of conditional grants.

Uganda receives budget support from various DPs. The number of partners moving
towards budget support has also increased substantially over time. At the beginning of
the first HSSP (spanning a five-year period from 2000/01 to 2004/05), there were five
DPs using this mode of assistance: UK, Ireland, Sweden, Belgium, and the World
Bank (MoH, 2003d). In Financial Year (FY) 2002/2003, Uganda received budget
support from the following DPs: the previous five apart from Belgium, and the
European Union (EU), Norway, Netherlands, Denmark, Austria, Sweden, France and
the Canadian International Development Agency (CIDA) (donor support spread sheet,
2004). The contributions were either to the general budget or to the PAF but exclude
loans and funds from the HIPC. The World Bank has provided GBS to the
Government of Uganda (GoU) through the Poverty Reduction Support Credit (PRSC)
since 2001 (World Bank, 2006).

As part of the growing focus on results (outputs and outcomes) and the overall goals
In public management of improving efficiency, accountability and consistency of
targets across sectors towards the PEAP objectives, the Government has introduced
the Long and Medium Term Expenditure Frameworks (LTEF and MTEF), Outcome-
Oriented Budgeting and ROM (Ssendaula, 2003). Other reforms elements of the
budget process include: the Budget Framework Papers, which sectors prepare on a
yearly basis for submission to the MoFPED ; the Public Expenditure Reviews (PERs),

which take place once a year; SWAp and related structures and process. The latter is
described below.

Uganda launched its SWAp for the health sector in 2000. The introduction of the
SWAp was related to Government objectives of improving national leadership,
efficiency and equity (MoH 2000b). Under the SWAp, the Government has been
endeavouring to get DPs to discuss and agree on joint priorities for the
implementation of the National Health Policy (NHP) and the Health Sector Strategic
Plan’ (HSSP). Itis a flexible system in that it accepts other forms of funding (e.g.
project mode) and not only contributions channelled through the sector or general
budget. The position of the Ugandan Government is one of a holistic perspective

? The first comprised the period of 2000/01--2004/05 and the second follows this period for another 5
years. |
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which interprets SWAp as a platform for implementing the HSSP by bringing together
all resources available in the country (Oliveira Cruz et al., 2006).

In order to operationalise the SWAp partnership in Uganda, a number of structures

and processes have been put into place, including those that facilitate the link

between GBS and the SWAp. A summary description of these is provided in Tables
1.1 and 1.2.

Table 1.1: General Budget Support Processes linked tothe SWAp

Budget
Support
Processes

I Description -

Public
Expenditure
Reviews (PER)

This conference is organised by the MoFPED with the participation of DPs,
Parliament, sector ministries, Non Governmental Organizations (NGOs) and others.
The purpose of the meeting is to: consult and discuss adjustments to the allocation
of public expenditure for the forthcoming FY and medium term; and to review budget

performance during the previous year as part of the budget process. it takes place
on a yearly basis (around May).

Poverty This process reviews performance on the basis of agreed prior actions or

Reduction undertakings as well as Government expenditures. This review focuses on the

Support Credit performance of the Government in regard to credits provided by the World Bank for

g’R_SC) the PRSP (PEAP in Uganda). The mission is led by the World Bank but with the
eviews

participation of various other donors who use the outcomes of this review process so
as to avoid duplication of efforts. It takes place on a yearly basis (around March).

The purpose of the SWG is to formulate and implement policies related to health
financing issues, including mechanisms for fi nancmg the sector and allocation of
resources. In particular, the SWG discusses and reviews the Budget Framework
Paper’® as well as proposals of new health sector projects before submission to the

Development Committee of the MoFPED (Oliveira Cruz et al., 2006). This process
should allow for alignment of new investments in the sector with the health sector

strategic plan. Meetings should be monthly but in practice they do not happen as
regularly.

Sector Working

Group (SWG)

Table 1.2: SWAp-related structures and processes in Uganda

Joint Review
Meeting
(JRM)

- o Descripion " ""T" Frequenc

. Joint visits to selected districts (chosen on a
rotational basis, according to performance (low
and high)) based on standard terms of reference
with a view to assess progress on areas such as
human resources, financial flows, information and

A joint review of management systems, and agreed technical

sector performance priority areas,

by Government of - . Review of the Annual Health Sector Performance

Uganda (GoU) and Report (AHSPR) (including district league table); | Annual (October)
Partners (i.e. »  Use of the agreed PEAP indicators (health)" as | Used fo be twice
districts, the basis for progress assessment; a year.

Parliament, NGOs,

private sector and
donors).

. Discussion of proposals for the Budget
Framework Paper / Medium Term Expenditure
Framework priorities for the following financial
year,

. Discussion and agreement on undertakings

(priorities), one or two priority programmes, and a

tracking study for following year.

Continued...

' Budget Framework Papers are prepared by each sector ministry in consultation with stakeholders (to
be discussed in SWG meetings). This is part of the budget process in line with the PEAP objectives and
the MDGs and forms the basis for the Macroeconomic Plan and Indicative Budget Framework Paper,
prepared by the MoFPED, discussed and approved by Cabinet and submitted to Parliament around April
?11’ each year (Kassami, 2004).

These are: utilisation of out-patient services in public and private-not-for-profit unlts immunisation rates
for DPT3, deliveries in health units, HIV prevalence rates, and proportion of posts filled by qualified staff.
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Table 1.2 continued

Frequenc

Description

Technical
Review

National
Health

Assembly
(NHA)

Health Policy
Advisory
Committee

(HPAC)

Working
Groups

(WGs)

Interagency
Coordinating
Committees
(ICC)

SWAp
Review
Meeltings

Health
Development

Partners

Group
(HDPG)

Partnership
Fund

Account

Continued...

Substitutes the previous arrangement of two JRMs per year. This meeling
among stakeholders aims to review and discuss a specific technical issue
agreed during the prior JRM. The 2004 technical review meeling will discuss the | April)
first draft of the HSSP (2005-2010).

Annual (around

S el el iy

Involves a broad participation of district and central level, and civil society
stakeholders. The purpose of the assembly is to act as a forum for building
nationwide consensus and advocacy for the health development agenda in the
counlry.

Annual

Monthly

Started as
weekly and goal
is to have it
quarterly.

During JRMs

Established as a forum to discuss and advise the MoH and DPs on the
implementation of the NHP and the HSSP.

There are currently 9 WGs who report to HPAC:
. Hurman resources for health;(HRH)

Initially created to e  Drug procurement and management; and throughout
oo rorsre st |+ Hoali nrastucture e yoar as per
considered to play a : SUp ?Nfsfﬂn and monitoring; ﬁfogc (e.g. on &
key role in translating ’ Basic heaith care package; more regt'ﬂar
HSSP outputs into . Public-private partnership in health, basis during
policies, plans and *  Research and development; preparations for
aclivities. . Finance and procurement; the second

. Health systems.

HSSP).

The functions of these éommittees are to:

’ Define core interventions, review overall
progress in implementation and agree
priorities for programmes;

. Coordinate projects and other forms of
support to a specific programme,

. Review workplans and budgets of the .

Bring together all
implementing agencies

and donors who programme;
support a particular Examples of existing ICCs include: Quarterly
programme, and other . Reproduclive health;
MoH departments, o  Expanded Programme of Immunization (EPI);
NGOs and districts. . Malaria;
’ HIV/AIDS;
. 18!
. ;Soagitatfon Is in the process of organising an

gy

Government and DPs Review the general status of the SWAp partnership and
discuss specific problems.

Provide a {orum for discussion on issues in
the sector;

. Enable partners to coordinate and assemble
foint responses;

. Serve as opportunity for members to
communicate amongst themseives and with
the MoH more effectively;

. Function as a space to discuss issues related
to HPAC;

° Allow DPs to contribute more effectively to the
JRMS in the health sector.,

Established to
coordinate
development partners
working in the health
sector in Uganda.

Monthly

A special bank account held by the MoH for implementation of SWAp and HSSP specific aclivities
(e.g. the costs of the JRMSs, tracking studies and technical assistance). Monitoring of the account is
performed by HPAC. Expenditures from this account require the signatures of one representative of
Government and one of the DPs.

Contribution of funds to the account is made by DPs, which included Ireland Aid, the Swedish
International Cooperation Agency (SIDA), the Norwegian Agency for Development Cooperation
(NORAD), DFID, the Danish International Development Agency (DANIDA), and the United Nalions
Children's Fund (UNICEF) over the period of December 1999 to July 2003.
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Table 1.2 continued
— Description

Undertakings are actions or processes agreed during a JRM between the GolU and DPs in a specific
area to be given priority during the year. Progress towards the achievement of undertakings is

Undertakings | reviewed during the following JRM. For a number of donors, successful outcome of the JRM and
achievement of the undertakings determines the release of funds to the budget.

These studies are agreed during JRMs and progress related to the studies' recommendations are
followed up by the HPAC. While these studies may be seen to have a quasi audit function, they are
envisaged as a broader type of audit, answering questions such as ‘why is it not working?' and
Studies ‘where are the consltraints?’ Thus these studies allow an in-depth assessment of problems, formulate

recommendations for action, and serve as opportunities to build consensus for these actions to be
carried out, instead of functioning as narrow or internal types of audit.

Tracking

Source: Oliveira-Cruz et al. (2006)

Volume of international development assistance for the health sector in Uganda'?

Contributions channelled by DPs as budget support to'the GoU increased from
US$227.17 million to US$275.1 million™ between FYs 2000/01 and 2003/04
(MoFPED, 2001; MoFPED, 2002a; MoFPED, 2003a; MoFPED, 2004a). Project
support to the health sector was estimated to total US$69.1 million in 2003/04 (HDPG,
2004a). This estimate referred to budgeted project contributions from 6 multilateral
agencies and 10 bilateral ones. However, not all project contributions from the
different DPs were reported (e.g. only one of the World Bank projects was computed
and it also excluded information from the United States Agency for International
Development (USAID). Another source reported the total budget of project aid to the

sector to be US$61.5 million in 2003/04 (MoH, 2004c). This was based on a survey
including 8 donors.

A decreasing trend of project support to the health.sector occurred while a
simultaneous increase of public funding'* took place. The proportion of funding for the
health sector financed through projects decreased from 45% in 1999/00 to 34% in
2002/03 in relation to the overall resource envelope for the health sector (Ssengooba
et al., 2006). This shift is argued to be mainly associated with various DPs channelling
their contributions from project support to budget support (ibid.). While it is not
possible to disentangle the overall amount of aid provided by donors as general

' Information for this section was collected during field work (2003/04). Hence, this represents the
situation at that time. Moreover, there were great difficulties in reconciling the figures from the different

sources. This was related to organisations not being forthcoming in sharing expenditure/budget
information (see chapter 7 on motives).

" These figures included grants only (exclude loans).
'* Government of Uganda budget, which included domestic funds and budget support contributions
provided by donors to the country’s budget.
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budget support that was allocated to the health sector specifically™®, it is clear that the

total amount of public funding for the health sector increased over the reported period.
From 1999/00 to 2002/03 there was a rise of 18% in real terms (ibid.).

Yet, considerable inequalities and resource gaps persisted. Poverty, which had
decreased substantially in the 1990s, increased from 34% in 2000 to 38% in 2003
(MoFPED, 2004f). The results of the second Ugandan Participatory Poverty
Assessment (UPPA) suggested’® health to be the main cause of poverty (MoFPED,
2002b). Moreover, the population growth remained one of the highest in sub-Saharan
Africa at 3.4% per year (MoFPED, 2003b). While the LTEF (10 years time horizon)
had indicated that the health sector was due to receive a larger share of the
Government budget (MoFPED, 2004c), these projections had not materialised. The
share of the health sector budget vis-a-vis the total Government budget was 6.5% In
the period of 1997/98 to 2000/01 and in 2002/03 it increased to only 9% (World Bank,
2004a). Funding levels in the health sector of approximately US$7-11 per capita

(including donor funding) were clearly not sufficient to cover a minimum basic
package cost of $28 per capita (Ssengooba et al., 2006).

In contrast to the trend mentioned above, from approximately 2003 onwards, the
volume of project aid increased substantially. This was due to the approval of a
number of grants from global health initiatives, mainly in the area of HIV/AIDS. The
GFATM as well as the US PEPFAR formed the two largest GHIs in Uganda. The total
approved budget by the GFATM to Uganda over 4 rounds totalled US$211.9 million'’
' (UGFATMP, 2004). This amount exceeded the entire budget for the health sector
by the GoU (including budget support)® (Feuer, 2004).

Uganda was expected to be the recipient of about US$500 million over 5 years from
PEPFAR, thus doubling US aid to AIDS in the country (Richey and Haakonsson,

2004). Among all beneficiaries (14 countries), Uganda was due to receive the largest
amount, even though it had one of the lowest prevalence rates in Africa (Richey and
Haakonsson, 2004; Rinaldo, 2004). Approximately 55% of these resources were

budgeted for scaling up Anti-Retrovirals in the country. No funds were to be provided

'> Once the resources are channelled to the Government accounts they become an integral part of the

overall resource envelope of the Government and are allocated according to the Government budgetary
- sgstems. |
1

As cited by respondents.
'" This was before the cancellation of some grants in 2007.

1% US$134 million for years one and two and US$77 million for year three.
' Not in any one year though.

|
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directly to the Government (but to NGOs and private sector organisations)®”.
PEPFAR's budget for Uganda in 2004 was US$94 million (USAID, 2004).
Approximately US$48.8 million reflected new resources contributed by the US
Government to Uganda (or additional to their previous contributions). By February
2004, PEPFAR had disbursed US$37 million to Uganda (Richey and Haakonsson,
2004). This amount corresponded to about one-third of the budget of the MoH
(excluding project support) for 2004/05 (MoFPED, 2004e).

1.3 Scope, aim, objectives and structure of the thesis

1.3.1 Scope

Within the aid effectiveness debate, it appears that the two most fundamental
changes that deserve more in-depth analysis are:

1) The introduction of new aid modalities (GBS and SWAp), the emergence of GHls,

and the effects they have had on the relationship between RGs and DPs at country
level. Particularly in view of the:

- Objectives of improving government ownership and aid harmonisation set out by
the new aid modalities;

- Changes as to how funds from the new GHls are delivered and how they may or
not conflict with GBS and SWAp;

- Large volumes of aid disbursed by these different aid modalities and the strong
political clout of GHIs such as PEPFAR.

2) The interest within the international aid community to move towards more results-
oriented approaches of delivering aid (including having clearer targets and paying for

results), once again of particular relevance given the context of increased volumes of
ald.

These ideas of aid effectiveness and paying for results can be linked to the NPM
approach which draws particular inspiration from economics. Within economics, New
Institutional Economics (NIE), chiefly agency theory, can be used to understand
relationships (between a principal and an agent). NIE/agency theory may help to

*® PEPFAR funds were outside the Government budget predictions.
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frame the relationship between RGs and DPs as a contractual arrangement. The
value of such a framework lies in its ability to understand the incentive structure
embedded in the aid delivery process (Martens et al., 2002). This thesis is interested

iIn how appropriate are the ideas of NPM, ultimately based on the agency theory
framework, in regard to the changes of the relationship between DPs and RGs.

Two approaches could be taken: one would be to discover the nature of the agency
relationships; another is to use the agency framework as a mode of analysis. Probing
the nature of agency relationships is a means to understanding how new aid
modalities change underlying processes and may change outcomes. In this thesis, |
am using the framework to seek explanations for outcomes observed and the
mechanisms that have been put in place. | therefore assume that agency theory offers
through its conceptual framework plausible explanations in this context, rather than

test the hypothesis of there being or not a principal agency relationship.

Uganda was chosen as a suitable case study. It is a low income country, with high
levels of dependency on donor aid. In addition it has experimented with the various

approaches and aid delivery modes proposed by the aid community (e.g. PRSPs,
MTEF, GBS, SWAp).

1.3.2 Aims

The overall aim of this investigation was to better understand the relationship between

RGs and DPs. More specifically, it assessed:

- How the relationship changed with the new modes of development assistance for
health in Uganda: SWAp and GBS;

- The nature of the incentive structures embedded in the new aid mechanisms and

how they were structured by the monitoring and compensation schemes (the

sysiem of penalties and rewards);

- The motives (objective functions) of the organisations and individuals and how

these shed light onto the behaviours of the parties in the aid environment in
Uganda;
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- The appropriateness of thinking embedded in economics, particularly the agency

theory framework when applied to understand the aid contract.

1.3.3 Objectives

The specific objectives of this thesis were to:

- Describe the existing monitoring mechanisms and how they differ in tefms of focus
(Inputs, process, outputs, outcomes);

- Examine the effectiveness of the mechanisms, as understood by the actors, for

monitoring performance;

- Seek to understand the implications of monitoring mechanismé for behaviour
under the aid contract;

- Explore the nature of the compensation scheme (penalty-reward system) adopted
under the new aid modalities;

- Assess how credible the penalties and rewards are from the agents’ point of view
and how the credibility affects their actions (incentives to under-perform);

- Assess how the parties understand the nature of the contracts (projects, SWAp,
GBS) In terms of objectives or expectations.

1.3.4 Structure of the thesis

Chapter two reviews the literature on agency theory and presents its key concepts.
The next chapter provides a framework for the study by seeking to explore the
suitability of applying agency theory’'s main concepts to the area of International
Development Assistance for Health (IDAH). While investigating the suitability of the
concepts, the chapter also reviews the literature in IDAH. The fourth chapter outlines
the study’s design and methods. It applies qualitative methods and adopts a case
study approach combined with an analytic narrative.
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The results chapters were conceptualised by combining suitable theoretical
dimensions from the analytical framework and analysing the data set obtained vis-a-
vis the structure offered by the framework. The first results chapter (five) reviews the
monitoring environment in Uganda. In a contract, one of the most common modes of
obtaining information on the behaviour of the contracted party is by monitoring it. The
following chapter (six) reviews the performance appraisal system as agreed between
the parties and examines how the compensation scheme (penalties and rewards)
operates. The final results chapter (seven) considers the motivations of the parties in

entering into the relationship, from both an individual and an organisational

perspective.

The last two chapters (eight and nine) provide a discussion of the thesis' main findings
and its conclusions.
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Chapter 2: Literature review

2.1 Introduction

This review assesses the plausibility of NIE, more specifically agency theory, as a

conceptual framework to throw some light on and provide a better understanding of
how DPs and RGs interact.

Key papers, books and reports were reviewed and are discussed here with the above
aim as a backdrop. The searching strategy involved: consulting of economics (NIE)
text books and papers; following up of relevant material in reference lists of books and
papers reviewed; consulting with experts in the area; and consuiting of some internet
sources (e.g. the Center for Institutional Reform and the Informal Sector (IRIS),

Department of Economics, University of Maryland — www.iris.umd.edu/forum/papers.asp
and the World Bank — www.worldbank.org).

Following the review of the main concepts of agency theory, a concluding paragraph
presents the identified knowledge gaps in the area.

2.2 Understanding New Institutional Economics - Agency theory

Given the background described in the previous chapter and the kinds of issues
outlined in relation to the aid environment, a theoretical framework that seemed to fit
the kinds of questions underlying the study area was NIE. Within this branch of

economics, agency theory appears to be particularly valuable for shedding light on the
inter-relationships between key groups of actors. As noted in the introduction chapter,

agency theory could help to understand issues in international development aid by
framing aid as a contractual arrangement.

The use of agency theory as a conceptual framework to analyse relationships in the
health sector has become well established since Arrow's contribution in 1963. The
application of agency theory in the sector has grown since then. Recent contributions
include, for instance, a study of hospital-based doctors in China (Liu, 1999), the
design of physician payment incentives in the USA by Robinson (2001), the role of

performance measurement in health care in the UK (Manhion and Goddard, 2002;
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Goddard et al., 2000) and the application of the principal-agent model to key elements
of the health care systems (Smith et al., 1997).

Agency theory has been used to further analyse the area of development aid, in more
general terms — at times explicitly (Zinnes and Bolaky, 2002; Martens et al., 2002;
Svensson, 1997) and sometimes only implicitly as in the case of the World
Development Report in 2004%' % (World Bank, 2004c¢). It has also been applied to
more specific aspects of the relationship between RGs and DPs, as for example in
relation to: aid as an interaction between incoherent agents (Mackinnon, 2003); the
use of performance indicators in the design of aid contracts, though only implicitly
using an agency theory framework (Adam and Gunning, 2002); and to conditionality

contracts (Killick, 1997), which as argued by Martens et al. (2002) are inherently about
principal-agent relationships.

Yet, there is a lack of empirical evidence relating to the micro-institutional
relafionships in International aid organisations (Martens et al., 2002) and the
discernment of the multiple stages of the aid delivery process and the many involved
actors (principals and agents) with various (and often conflicting) objectives and
constraints (Zinnes and Bolaky, 2002). Within the broader area of international
development aid, as pointed out by Martens et al. (2002), it is surprising that so few
studies in this area have examined the incentive environment of the aid
implementation process (through the explicit use of agency theory). Most instead have
focused on the performance of recipient countries. The authors noted that the results
of evaluations in this area have repeatedly shown: "that aid programme performance
was not only determined by the particular circumstances of individual project
managers and recipient countries but also — and perhaps predominantly — by the

incentives embedded in the institutional environment of the aid agency and its aid
delivery process”.

2.2.1 Basic model or single model

Initial contributions which later led to the complete development of agency theory can
be traced back to Kenneth J. Arrow. His work on the general equilibrium model of .

1 |t referred to agency theory by framing relationships in terms of accountability which involved five key
elements: delegation, finance, performance, information about performance, and enforceability.

22 However, the theme paper for the report (Devarajan and Reinikka, 2002) explicitly acknowledges the
use of elements from agency theory to develop the analytical framework for the report.
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competitive economies with uncertainty (cited in Stiglitz, 1974) and the study of the
health care industry and its special economic problems, such as moral hazard (Arrow,
1963), have provided key elements for the development of agency theory, which were
taken forward by Ross (1973), Stiglitz (1974) and Jensen and Meckling (1976). Since
then the study of agency theory has grown considerably, enriched by inputs of authors
such as Holmstrom and Milgrom (1991) and Dixit (1997). And in more recent years,

agency theory has received the denomination of incentives theory (Laffont and
Martimort, 2002).

The following account of the basic model of an agency relationship draws heavily on

Arrow (1985), who provides an overview of the conceptual framework as well as the
works by Ross (1973) and Stiglitz (1974; 1989).

The basic model of an agency relationship comprises two individuals, i.e. a principal
and an agent. In this relationship, there is always an explicit or implicit contract
between the parties, and as in any contract, principals use incentives to guide or to
motivate the agent’s actions towards agreed desired outcomes. The principal will
contract and pay an agent who will implement an agreed task or implement a series of
activities leading to the production of outputs. The compensation scheme agreed
between the parties shall establish the fee schedule (penalties and rewards system,
whereby the agent may be rewarded for good performance and penalised for bad),
and conditions. Given relationships between objective functions, information, action,

randomness and performance, a key agency problem is how best to structure the
compensation scheme from the principal’s point of view.

Agency relationships arise in various circumstances of economic and political lives,
where a principal delegates certain tasks to an agent. Examples of principal-agent
relationships include the case of an employer-employee contractual arrangement, a
sharecropping scheme between a landlord-worker, the relationship of the
shareholders of a company with their chief executive officer, and the representation
system in democracies between constituencies and their elected politicians.

Central elements of agency theory are the conflicting objective functions between
principal and agent and information problems. As put by Laffont and Martimort (2002):
"delegation of a task to an agent who has different objectives than the principal who
delegates this task is problematic when information about the agent is imperfect”.

‘-F
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Thus, delegation is at the core of an agency relationship. An agent is delegated a task
where a principal cannot him or herself carry out the task (Martens et al., 2002).

With regard to conflicting objective functions, in an agency relationship both parties,
principal and agent, have independent utility functions and act so as to advance their
expected utility. In this respect, there are two important constraints: the participation
constraint and the incentive compatibility constraint. In the participation constraint,
"the principal must choose a fee schedule that offers the agent a utility at least equal
to what he or she could achieve in other activities" (Arrow, 1985). In view of the
opportunity costs for the agent, the principal has to provide powerful enough
iIncentives for the agent to accept to enter into the relationship or contract. In relation
to the incentive compatibility constraint, incentives are needed not only for the agent
to choose the employment but also to advance the principal’s interests within that
employment. Hence, there should be a certain level of compatibility between the

advancement of the principal’s utility and the agent’s maximisation of his/her utility.

Information problems, characteristic of agency relationships, refer to asymmetry,
uncertainty and risk. With respect to information asymmetries, Williamson (1985)
defines them as the situation where one party has access to information that the other
does not. The agent may have information that the principal does not and it is not in
the agent’s interest to share this information with the principal. If the agent has private
information and/or information about the state of nature which is relevant to the

contract’s expected output, he or she has no immediate reason to reveal this
information (MacDonald, 1984).

Uncertainty is defined by Williamson (1985) as the situation where individuals are not
able to predict all the possible outcomes of an action or circumstance and their related
probabilities. In addition, he associates uncertainty with bounded rationality (limited
cognitive ability and scope to foresee and plan for eventualities), information
asymmetry and to randomness. Uncertainty is an important element of agency theory

as it compounds the problem of measuring outcomes, which can be the basis for a
compensation scheme.

Risk bearing is inherent in a principal-agent relationship. While the principal tends to
be risk-neutral, the agent tends to be risk-averse (Strong and Waterson, 1987). Such
a stand in regard to risk on the part of the agent is related to the result of its efforts
being part stochastically determined (MacDonald, 1984). Thus, penalties and rewards
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serve the function of allocating risk, and when the agent is risk-averse, effective
incentives are needed in order for the agent to bear unwanted risk (Holmstrom and
Milgrom, 1991). This will depend on various circumstances (such as the nature of the
contractual arrangement between the parties, expected outputs, etc.), but in general it

Is very complex (sometimes impossible) to identify effective incentives to motivate
agents to bear unwanted risks.

The two main categories of information problems analysed in the economics literature
are. moral hazard, also called hidden action, and adverse selection, or hidden
information.

Moral hazard is defined by Strong and Waterson (1987) as the situation "when the
principal and agent share the same information up to the point at which the agent
selects an action, but thereafter the principal is only able to observe the outcome or
payoff, not the action itself'. A classical illustration of moral hazard comes from the
insurance market, where the agent may take more risks or a hidden action because
the principal may not be able to observe it. Mussa (2002) gives an example of a best
and worst case scenario of fire insurance. At best, the insured might put less effort
and expense to control risks to his/her property because he/she knows that losses will
be covered by insurance. At worst, the insured might overstate the value of his/her

property and subsequently arrange for its destruction to collect the insurance.

An individual’s action is influenced by the inputs he or she devotes to the task,
whereby inputs are understood to encompass time (number of hours) and effort.
Although the definition of effort provided by Stiglitz (1974) is somewhat loose, it
includes various dimensions that affect output, such as the pace, thoroughness,
efficiency and inventiveness of an individual. Both time and effort are difficult to
ascertain but more so the latter. According to Arrow (1985), the effort of an agent is
the most typical hidden action. While the effort represents a disutility to the agent, it
contributes to a positive outcome and is thus in the interest of the principal. Contracts
could specify the agent’s provision of both time and effort or output and effort. Yet, this
may not be worthwhile because there are cases where the principal cannot observe or
verify the effort, even though it may be able to observe performance. The relationship

between effort and performance is permeated by the element of uncertainty (a

random variable).
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As for adverse selection, this refers to the situation where the agent has private
iInformation and uses it for taking an action or making decisions while the principal can
observe the action and outcome but has no access to the information used by the
agent (Arrow, 1985). To illustrate this point | give an example from the insurance
market. When a person decides to buy life insurance, he or she, usually has a higher
level of information about her or his risk of a young death than the insurance company
does. Hence, the person can decide to take an insurance policy on the basis of the

risk information and in this case the insurance company is left with an adverse
selection of insured members.

The agency literature has also been concerned with the distinction between
observability and verifiability. A variable can be observed by the principal and the
agent but it may not be verified by a third party, for instance a court of law (Stiglitz,
1989) or an auditor. This has important implications in relation to the extent to which a
contract can be enforced or not. While Stiglitz (1989) and other authors such as
Guesnerie (1990) see the problem of unverifiable actions as part of hidden action,

Laffont and Martimort (2002), in a more contemporary approach to the issue, consider
this as a third category of informational problems.

The design of effective incentive schemes (compensation contract) is an intricate
exercise. Corporations and public organisations alike face considerable difficulties
when attempting to ascertain their agent’s performance. Thus a key issue in relation
to the design of incentive schemes refers to the question of what to base the
incentives on, particularly in view of the kinds of problems mentioned above. Possible
circumstances that make the design of incentive schemes even more complex, and
have been the focus of analysis of principal-agent problems, involve cases when the
actions performed by individuals, in this case the agents, are not directly observable
or easily inferable by the principal, or at least not at low cost (cases which arise rather
often); and, when the output produced by an agent is influenced but not totally
determined by the agent’s action (Arrow, 1985). In the latter case, the output is
stochastically determined, i.e., it is a random variable whose distribution relies on the
action taken by the agent. Thus, in circumstances where actions are not observable,
they do not form the best choice of a basis for the incentive scheme. Consequently,
alternative measures of the agent’s performance need to be identified. Output is then
the best alternative basis for the incentive scheme, when the principal cannot observe
the action but can observe the output. Yet, this alternative is not free of problems, as
uncertainty will make it difficult to distinguish the influence of randomness from the
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effort of the agent. Furthermore, output-based incentive schemes transfer risks onto
agents. This carries inefficiencies if agents are risk averse.

An additional problem that complicates the task of designing effective incentive
schemes consists of what Hart (1990) defined as ‘contract incompleteness’. He
argues that it is practically impossible to write complete contracts which could specify
all possible eventualities of each party’s obligation during the contractual relationship.
Contract incompleteness is taken further by Williamson (1985) who points out some
important behavioural assumptions in contractual relationships that help deepen our
understanding of policy performance. These include, ‘information asymmetry’,

‘bounded rationality’, and potential or scope for opportunism (pursuit of self-interest
with ‘guile’).

Thus, the challenge of devising effective incentive schemes is vast. In addition, there
is need to constrain perverse incentives and alter inadequate ones. A recent
illustration of this challenge is provided by the Arthur Anderson and Enron scandals.
Both shareholders and managers have strong incentives to present a positive picture
of their companies and the purpose of auditing, in such cases, is to set limits on
eventual abuses (Stiglitz, 2002). On the other hand, as evidenced by the incident with
these American companies, auditors also need to be restrained from opportunistic
practices. In fact, the crucial point in this case was that contracts produced to
reconcile the interests of principals and agents were incomplete, i.e. contained
perverse incentives that caused the collapse of the companies.

2.2.2 Dynamic models (multiple tasks and multiple principals)

An organisation or an agent is often responsible for the performance of more than one
single task. Holmstrom and Milgrom (1991) developed a model where the principal
has various different tasks for the agent; or several agents to perform the tasks; or a.
multi-dimensional single task to be performed by an agent. The model is based on the
assumption that there are multiple tasks to be carried out or a single task is
multidimensional and that the allocation of time and attention between them is
essential. The authors show that if the principal provides incentives to one of the tasks
or one dimension of the tasks, the agent's response is o divert attention away from
the other tasks. In line with this, Dixit (1997) explains that in the context of large and
complex organisations responsible for the performance of various tasks, "the
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existence of some inaccurately observed dimension of outcome pulls down the power |
of incentives of all tasks".

The results of Holmstrom and Milgrom’s model (1991) show that a range of
instruments can be used by a principal to guide an agent’s performance in one activity
(and thus attempt to deal with the problem of multi-tasking), going beyond the option
of how to pay for performance, considering difficulties in observability and
measurement of tasks and outputs. The most important of these | detail below.

- The optimal incentive contract can be used to pay fixed wages regardless of
measured performance where agents perform several tasks that compete. for their
time and effort. As Holmstrom and Milgrom (1991) put it, "the desirability of providing
incentives for any one activity decreases with the difficulty of measuring performance
in any other activities that make competing demands on the agent’s time and
attention”. Further, contracts based on fixed wages may still produce results as

workers may take pleasure in working up to certain level. However, the authors also
recognise that work beyond that level shall require positive incentives.

- The optimal setting of policies can be used to limit personal business activities on
company time. For instance, the principal may introduce restrictions as substitutes for
incentives on tasks performed by the agent that represent too much of an effort or
cost for the principal to monitor (and consequently to reward). In fact, where quality is

difficult or impossible to measure, quantity incentives are regarded as inappropriate.
In relation to the public sector, the authors note that "the rigid rules and limits that

characterize bureaucracy....constitute an optimal response to difficulties in measuring
and rewarding performance". An assumption built into the model is that it is easier for
the principal to exclude an activity completely as opposed to monitor it or to limit its
scope. For instance, it is easier, in terms of enforcement/monitoring, for an employer
to prohibit the use of personal email accounts (such as a hotmail) in work computers

(by making it inaccessible in the company's network) as opposed to limit its use during
office hours to a certain number of hours per day.

- Job design can be used as an instrument to control incentives. For instance, the
principal may choose the agent's portfolio of tasks: "some employees specialising in
activities that are hard to monitor and others in activities that are easily monitored.
Separating tasks according to their measurability characteristics ... allows the
principal to give strong incentives for tasks that are easy to measure without fearing
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that the agent will substitute efforts away from other, harder-to-measure tasks"
(Holmstrom and Milgrom, 1991). However, even the authors recognise that the model
oversimplifies the manoeuvring space of the principal to group tasks. For instance, it
may not be possible to separate tasks, leading to high quantities from those leading to
high quality. Moreover, grouping of tasks may not be feasible in situations of multiple
principals (the issue of multiple principals is discussed in the next subsection).

Another option for principals, using job design strategies, is to vary limits and
incentives for competing activities which differ in nature, i.e. individual or team
production. Under the assumption that the individual contribution of an agent to team

work would be difficult to measure, rewards for good performance on the individual

projects would be risky (as the agent would shift time and effort to individual tasks at
the expense of the tasks related to team work).

Where comparison among more than one agent is possible, an option is to use

tournaments, to compensate performance on the basis of individual rankings. This
option is also discussed by various other authors (MacDonald, 1984; Arrow, 1985;
Stiglitz, 1989; Guesnerie, 1990). However, the value of individual rankings can be

undermined in situations where choice of agents or providers is scarce or non-
existent.

‘Holmstrom and Milgrom (1991) conclude that the design of an incentive scheme
should take into account the analysis of the complete range of tasks performed by the

agent as well as a range of instruments® to control the agent's performance, going
beyond the decision of how to pay for performance.

As an illustration to this subject, one can think about the current reforms in the
education sector (Holmstrom and Milgrom, 1991; Devarajan and Reinikka, 2002).
Teachers are expected to perform a wide range of tasks such as provide literacy and
numeracy teaching, support emotional and physical development, provide vocational
advice and prepare children for working life, inspire citizenship, alleviate
disadvantages of home life, assure an enabling environment for children to learn and
grow. While for the teacher it is not a matter of excluding one task in favour of
another, these different tasks do compete for their time and effort. In addition, the

large majority of these tasks are difficult to measure due to their subjective nature.

* For instance, to alter limits and incentives for competing activities or cluster related tasks into a single
job.

42



Thus placing incentives on, for instance, higher scores on literary or numeracy may
lead to diversion of teaching staff to these tasks to the detriment of less easy to

measure tasks such as support to emotional development and inspiring citizenship.

Further to the dynamic model, a key contribution refers to the application of agency
theory to the public sector. The debate in this sector has been enriched by the works
of Tirole (1994) and Dixit (1996, 1997). They have analysed the multi-principal nature
of governments where public organisations are accountable to a number of different
constituencies which pursue different objective functions; in Dixit's words, they are

"common agencies" with "many principals".

The different organisations forming part of a government have several different
mandates such as revenue collection, resource allocation, service provision, and
regulation. Estache and Martimort (1999) noted that "as a whole, these principals,
may have for a collective objective the maximization of the same social welfare
function as that of a single benevolent regulator. However, each, single principal has
only a limited mandate to fulfil". Different agencies have the objective or mandate to
increase the social welfare function of the people in a different sphere, while the
government, which is constituted of the different agencies, has the overall
responsibility to increase the general welfare function of the people.

To exemplify this, while a ministry of health is concerned with one aspect of the
welfare of the population, to improve their health; a ministry of education is devoted to
increase the educational level of the population, another aspect of the welfare of the
people. Hence, both agencies are working towards the collective or common objective
of a government (as a congregating body of several public agencies / organisations)
of improving the social welfare function of the people. However, these agencies are
also concerned with their specific objectives and have to compete for influence and
resources in order to achieve their objectives.

Likewise, within the agencies, the same problem occurs, of the conflicts between
contributing to the overall objective of the agency versus contributing to the specific
mandate of the different units or departments. This trickledown effect can be

interpreted as a series of layers in government structures, whereby various principal-
agent relationships operate.
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Additionally, as a result of the interaction of the various competing principals,
incentives in public organisations will tend to lose power (Dixit, 1997), or to use
Williamson's (1985) terminology, the incentives are low-powered. This happens
because each principal attempts to take advantage of the incentives provided by the
other principals as substitutes to maximise their utilities (Dixit, 1996, 1997). For Tirole
(1994), contributing factors to low powered incentives in public organisations include
the lack of comparison (competition) among agents and the heterogeneity of tastes of

principals [the people and their various and changing (over time) objective functions].

2.2.3 Dealing with agency problems

The establishment of monitoring mechanisms is a natural response of principals in

order to gain access to information on the agent’s performance (MacDonald, 1984).
Generally, in a contractual relationship, the compensation scheme is linked to some
Kind of monitoring strategy. However, the use of a monitoring strategy to assess the

performance of an agent involves complex problems, which | discuss further in this
document.

Performance is defined as the action or process of carrying out a set of duties (The
Concise Oxford Dictionary, 1995) which should lead to a (series of) result(s). A
somewhat different view of performance is provided by Liu (1999) who explains
performance as related to how well or badly (the process) an action is implemented In
relation to a target, "it is a measure against the performance target", which should be
set by the organisation in line with its objective and/or vision. Kurowski (2002) refers
to performance as a result of inputs, processes, and outputs and the association of
these factors to planned outcomes. This leads to four categories of indicators, i.e.,
input, process, output and outcome (Zumeta, 2000; Kurowski 2002). Frequently,
performance is measured by monitoring strategies that track an action (inputs used
and process followed) or observe / verify an output or outcome of the action by using
indicators. These indicators are defined as follows: input indicators measure all the
resources (human, physical, financial, information and etc) used to produce a good,
service or project; process indicators refer to the methods and or procedures used
upon inputs to achieve the production of goods or services or project results; output
indicators measure the quantity, and to the extent possible also the quality, of goods

or services or the results of a project; outcome indicators measure the medium term
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results of applying the outputs. Impact indicators are also sometimes used and
measure similar elements to outcome indicators but with a longer term perspective.

However, it is important to highlight that performance indicators do not represent a
direct measure of performance (Mannion and Goddard, 2002). They act as proxy

measures and this has important implications, as discussed further in relation to
problems of observability and verifiability.

As discussed earlier, the notion of effort, though not a category of performance
indicator itself, permeates inputs and processes (Wilson, 1989 cited in Dixit, 1996);
and hence influences outputs and outcomes. The difficulties in observing and/or
measuring effort (because of uncertainty and muiltidimensionality) compound the
monitoring exercise of the principal and the compensation scheme. In the case of
hidden action, the principal can see the output but wishes to gain information on the
action and possibly on the effort exerted by the agent. Arrow (1985) noted that "if this
observation, y, conveys any information about the unobserved action, a, beyond that

revealed by the outcome, X ... then one can always improve [the compensation
contract] by making the fee depend upony as well as x".

Depending on the contract, more specifically the nature of the good or service or the
delegated task and the interests of the principal, the focus of the monitoring strategy
may lie on inputs, processes, outputs or outcome. But often monitoring strategies will
be based on a combination of these categories. For instance, an audit although more
directly associated with an input-based monitoring strategy (focus on verifying the
inputs used in accomplishing a task or programme), often seeks to verify information
beyond inputs and verify how the inputs were used (process) and the yields
produced®* (outputs). A further example of a monitoring strategy is the establishment
of a reporting system. In this case, the agent will be requested to provide the principal
with information on inputs, the process used to perform a task and the outputs
produced. The reporting system is usually structured over a given period of time,
depending on the length of the contract. Thus, progress reports will be required during
the period of implementation of a task or production of a good. At the end of a

%% Within the domain of public auditing and budgeting, Mikesell (1991 cited in Gershberg,1998)
understands audit as a more encompassing strategy and identifies four categories of audits: “(i) financial,
which keep track of financial records and focus on legal compliance of expenditures (theft prevention); (i)
operational, which check the efficiency of management practices and the concomitant use of public
resources; (iii) programme, which determine if programmes (and the mix of programmes) under a
government agency achieve their goal in a cost-effective manner; and (iv) performance, which investigate

the outcomes from specific programmes in detail to verify that the promised results are being achieved”
(Gershberg, 1998).
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contract, a final report should be produced by the agent. With respect to monitoring
strategies focused on outcomes, more complex approaches that investigate medium
to long term impact are required. For example, a study can be carried out to measure
the level of change in literacy rate in a given population over different time intervals. A
variety of study designs can be applied and will depend on the nature of the activities,
characteristics of the population and resources available. In general, base line studies
will be needed to provide initial data for benchmarking. Alternatively a case control

group may be constructed after implementation of a policy or programme in order to
compare impact.

Monitoring is a costly undertaking but a strategy needed by principals to elicit
information from agents. While no monitoring provides the principal with zero
information, on the other hand, monitoring may give the principal access to some
information but it is unlikely to provide the full range of information, knowledge and
insights that the agent is endowed with. If principals want to have full information
which requires the monitoring of every single aspect of the agent’s activities, then
monitoring becomes so costly that delegation of tasks becomes meaningless and the
principal might as well carry out the tasks him or herself (Martens et al., 2002). One

can think of this problem in terms of diminishing marginal returns, where at zero cost
no information is elicited, at cost X', the degree of information available is Y' and so
on progressively. However, the cost of monitoring will reach a point where the

marginal cost of information exceeds its marginal value to the principal. This is
illustrated in Figure 2.1.

Figure 2.1: Cost of monitoring

Information

X X Costs -

While monitoring is costly for the principal, it is also likely to be costly for the agent.
The monitoring strategy will involve opportunity costs for the agent, who will need to

épend time and effort providing information to the principal or, at the minimum, getting
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administratively engaged in the monitoring arrangements established by the principal.
For instance there are "estimates that a US weapons program manager must spend
30-50% of his time defending his project inside the Department of Defence and
Congress" (Fox, 1988 cited in Tirole, 1994). However, It is questionable whose cost

this really is, given the participation constraint.

According to Propper (1995) and Whynes (1993), an agent’s response to a
performance monitoring mechanism is characterised by a change in the set of
outputs, whereby the dimension of the ones being monitored will be increased ana
those not monitored will be decreased. This is in line with the multi-task model
(Holmstrom and Milgrom, 1991) where the agent diverts its efforts to those tasks that
are being monitored by the principal or that are being given higher incentives. As
stated by Milgrom and Roberts (1992), "when agent’s actions cannot be easlily
monitored and their reports easily verified [by a third party], the agents have greater
scope fto pursue their own interests [or to engage in opportunistic behavior] rather
than the principal’s. Then to provide incentives for the agents to behave in the
principal’s interests, it is necessary to arrange for them to bear some responsibility for
the outcomes of their actions and therefore to bear more risk than would otherwise be
desirable." Otherwise, the principal’s utility will not be maximised, only the agent's.

In spite of the difficulties discussed above, in the publi‘c sector, monitoring plays a
more important role because formal incentives, such as piece rate wages and
bonuses, which are based on quantifiable performance measures, are difficult to
assess due to the mulliplicity of goals in government organisations, and incentives on
measurable dimensions of public sector goals may jeopardise the non-measurable
dimensions of social welfare (Tirole, 1994).

Finally, it is worth considering three additional options discussed in the literature for
dealing with agency problems.

Repetition (also called infinite period models), i.e. situations of a contractual
relationship over more than one period, may lead to ameliorated contractual results
"assuming that the agent has progressive information on the occurrence of the
outcome [actually information on the state of nature] so that he can continuously
adapt his action (here his effort) in the time interval where the relationship takes
place" (Holmstrom and Milgrom 1985 cited in Guesnerie, 1990). From the principal’s
perspective, repetition may allow him/her to compare the output of the agent over time
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(MacDonald, 1984). In addition, repetition may help to alleviate hidden action
problems. This may happen, according to Guesnerie (1990), because time may
contribute to separate out uncertainty and allow for more precise knowledge of the
average action taken (Guesnerie, 1990). An additional reason may be that the
expectation of the contract being renewed or continued operates as an incentive for
the agent. This shall maximise the principal’s utility as the action will be adapted and
potentially result in better outputs. However, it would be precipitate to conclude that a
long term relationship would eliminate problems of hidden action (Guesnerie, 1990;
McDonald, 1984). As discussed earlier, a point to consider here is the scope for
verifiability (and related implications of enforceability) as it depends, in fact, if the
action is revealed through multi-period relationships or not.

Another way of thinking about repetition is to use the notion of relational coniracts
developed by MacNeil (1978). He analyses contracts of long term duration as

relationships overtime, as opposed to isolated (single) exchanges, which would be in
line with the definition of classical contracts. Allen (2002) argues that trust and

cooperation can play a crucial role towards effective relational contracts by
substituting the lack of capacity, or actually impossibility, of writing complete contracts

and specifying and monitoring fully the agent’s performance in view of problems of
uncertainty and information asymmetry.

Yet trust and cooperation may not represent the ‘magic bullet’ to contractual
difficulties. The question is to what extent is it feasible to build trust so as to counter
opportunism in dealing with agency problems given that each party in a contractual
relationship Is inherently interested in advancing his or her utility function. This begs
the question as to how trust can solve the arising conflicts. In fact, Allen (2002) has
shown In her study of the National Health Service (contracting for district nursing

services in Greater London), that trust was non-existent in large measure and there
was fear of opportunism occurring.

In long term relationships, parties (within the chain of principal-agent relationships in
large organisations or where several organisations are involved) may develop
knowledge about each other over time and learn about how to collaborate and build
up a certain level of trust among them, which may‘give rise to a situation of
‘accommodation’. The negative side of this familiarity is that shirking and bribery may
take place, especially in large organisations (collusion of middie managers as

principals and agents), in the presence of contract incompleteness, and where the
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monitoring or supervisory body may have been co-opted by the agent for mutual
benefit at the expense of the principal. The two may (falsely) present success in the
absence of the principal having an independent monitoring capacity. The other
negative side of long term relationships is the associated transaction or administrative
costs to changing the agent. Thus principals may not consider renewals of contracts
by means of bidding processes because of such costs.

A further option considered is the use of reputation as a mechanism for contract
enforcement. Stiglitz (1989) postulates that in this case "good behaviour may be
enforced so long as the state is observable by both parties". At this point the
discussion of observability and verifiability is once again pertinent. For instance, for
the continuation or repetition of an existing relationship, observability is of greater
relevance, while verifiability will be more important when an agent’s reputation needs

to be verified by a third party via the agent’s existing or previous contractual
relationships.

Finally, dismissal or termination, i.e. the cessation of the contract or relationship, may
be considered as a way to deal with serious agency problems and limitations in the
incentive scheme (Arrow, 1985; Stiglitz, 1989), particularly when other options such
as close monitoring, repetition, reputation and the effectiveness of penalties have
failed to solve agency problems. A question to bear in mind is whether principals will
know that other options have failed given problems of observability and verifiability.

The above options may work in some settings or circumstances, or not, and they need
to be analysed in the overall context of the various feasible options or the scarcity of
these. For example, in environments with short supply of agents, principals may have
to consider more sophisticated alternatives than contract termination. In any event, if
agency problems are intrinsic to the nature of the transaction, they apply to the next
contract as well. This suggests that the principal needs to rely more on the
development of innovative incentive schemes and monitoring strategies or to avoid

delegation of tasks to an agent, which is often not possible. In other words, agency
costs are not avoidable but only minimisable.
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2.3 Concluding remarks

This review provided a brief justification for the choice of agency theory as a possible
framework to analyse the relationship of DPs and RGs. It highlighted that the
application of agency theory to the health sector is now well established. However, it
found that agency theory has only recently started to be used to further understand
the dynamics of the aid delivery process. It revealed that studies in the area have

focused on the behaviour of recipient countries and not on the incentive environment
faced by both recipient and donor organisations.

The review presented the basic model of an agency relationship. It also examined the
dynamic models including multiple tasks and multiple principals. In addition, it outlined
various options for dealing with aéency problems, the most common one being the

establishment of monitoring mechanisms. Other options were: the use of repetition,
reputation and termination.

As of yét, agency problems (conflicting objective functions, incentive structures,
difficulties in observing and verifying the performance of agents) have not been
thoroughly assessed In relation to IDAH. The application of agency theory to this
sector (health) is of particular relevance as health outcomes are determined within a
complex scenario of uncertainties and various contributing factors. These complexities
enhance the difficulties in monitoring and measurement, which instigate the use of
principal agency theory to understand the explicit and implicit incentive structure of the
aid contract. This reinforces the idea that agency theory seems a plausible framework

worth exploring in depth as one possible approach to study this subject area.
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Chapter 3: Understanding aid effectiveness in the health sector through the

lens of agency theory: a conceptual framework

3.1 Introduction

In this chapter | explore how the literature on IDAH, with a focus on monitoring issues,
relates to agency theory concepts (by reviewing the former and discussing it in
relation to the latter). By doing this, | highlight the key elements within agency theory

that help to construct the guiding analytical framework for this étudy. Some concluding
remarks are presented in the last section of the chapter.

3.2 Nature of the aid contract

In IDAH, the nature of the contract will vary widely, but will tend to be rather implicit,
and one can construe the modes of IDAH outlined previously, such as SWAp, as an

example of such contracts. As put by McPake et al. (2002), "where these contracts
and incentives are implicit, it is interesting to consider their nature and effectiveness...
the systems are often subtle and may be unobservable to outsiders... they are

sometimes hidden in the trading of political favours... which may not be written down.”

3.3 Types of principal-agent relationships and level at which they operate

More generally, in IDA there will be various sets of principal-agent relationships
between and within the involved organisations (Zinnes and Bolaky, 2002), through
multiple layers of delegation (Martens et al., 2002). Figure 3.1 shows the main sets of
principal-agent relationships between organisations in IDA. For instance, a bilateral
aid agency acts as an agent on behalf of its government, which acts as the principal
towards a recipient government or an NGO (either an NGO from the ‘donor’ country or
from the recipient country) or even a subcontracted for-profit organisation. This is the
case of DFID - a bilateral agency acting as an agent on behalf of the Government of
the UK. In this case, the goi/ernment of the UK will also be acting as an agent"on

behalf of UK citizens, which are the ultimate principals in this chain. Another
illustration of a principal-agent relationship includes the one between a multilateral

agency and the ‘donor’ government. In this case, the agency acts as the agent and
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the government as the principal. At the same time, the multilateral agency acts as a
principal towards a recipient government or NGO. A further example of a principal-
agent relationship refers to the recipient government which acts as an agent on behalf
of a bilateral and/or a multilateral agency and/or a ‘donor’ NGO. The recipient
government also acts as an agent on behalf of its citizens. In the case of a

decentralised government, the central or national government acts as a principal
towards the local government. A final illustration of a set of principal-agent
relationships involve the private sector, where companies can set up a charity or
foundation which delivers aid to recipient countries. The foundation acts as an agent
on behalf of the company or persons that fund it. On the other hand, it also acts as a
principal towards recipient governments or NGO or multi- and bilateral agencies. An

example of such a set up is the Gates Foundation, which is an increasingly important
actor in IDAH with respect to the volume of aid it provides.

Figure 3.1: Sets of principal-agent relationships in international development
assistance
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McPake et al. (2002) suggest that there are cases when agency relationships function
in both directions between the parties. As mentioned above, Figure 3.1 shows when
'DPs act as agents on behalf of their governments. In addition, one could also interpret
DPs to be acting as agents vis-a-vis RGs. In this case the argument would be that the
principal, RGs, hold resources that DPs are interested in, i.e. RGs offer access to the

country and population groups where DPs can carry out their aid activities and thus
disburse the funds which they are supposed to on behalf of their principals

(governments in ‘donor’ countries). Standard agency theory presumes penalties and
rewards to be centred on financial incentives. Figure 3.1 shows this through the
continuous lines. When RGs act as principals vis-a-vis a DP, they “incentivise” DPs by
means of regulation. This is depicted in the above figure through the dashed lines.
The dotted line represents the absence of a principal-agent relationship.

Zinnes and Bolaky (2002) identified three different levels of analysis for the study of
the aid environment: the macro, meso and micro levels. The sets of principal-agent
relationships in international development assistance shown in figure 3.1 represent
the macro level. This-level encompasses the entire set of organisational actors (e.g.
donor governments, donor agencies, recipient countries) the aid package (e.g. the
interventions to be delivered, the required resources) and the institutional environment
(e.g. the constitutions / legislations in donor and recipient countries, the memorandum
of understanding or contract between the parties, budget frameworks). The meso
level involves the aid organisations as actors and focuses on their interests and
institutional rules/games. Analysis at the micro level addresses the incentives and

- games that individuals within organisations have to deal with. |

Also shown in Figure 3.1 is the lack of a direct link of relationship between what are
supposed to be the two main actors in the chain of IDA. These actors are the
population in ‘donor’ countries, the taxpayers that finance the bulk of foreign aid, and
the population in the ‘recipient’ countries, those that are the ultimate beneficiaries of
aid. In between them, there are several organisations and layers of national and
international bureaucracy and delegation, with various actors in the functions of
principals and agents. As the link between these two population sets is intermediated
by various other actors, it is a weak and vague relationship in terms of accountability.
Martens et al. (2002) call this the broken feedback loop. While beneficiaries of aid
may be able to observe the action of the agents, they are not entrusted to influence
the incentive structure of the aid contract. The population in the ‘donor countries’ have
to rely on their agents (bilateral or multilateral or NGOs) to observe the performance
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of delivered aid. However, as discussed previously, actions are often not observabile,
agents have no immediate reasons to reveal private information and there are
iInherent complexities in measuring performance.

The broken feedback loop issue may be less problematic in the case of aid being
delivered through pooled arrangements. These arrangements make use of existing
recipient government accountability mechanisms which are often far from perfect but

are the focus of improvements as part of the implementation of a SWAp or GBS (at
least in theory).

Although the population in the ‘recipient’ countries are the ultimate beneficiaries of aid,
they are actually only the indirect beneficiaries. The agents in the principal-agent
chain of the relationships of aid are, in fact, those organizations and actors that are
located in the middle area of the boxes and arrows in Figure 3.1. They are the
domestic suppliers of goods and services in IDA, i.e. consultancy business,
independent professionals, suppliers of products. They are considered the agents
(direct beneficiaries of aid) as they are the ones that receive the contractually agreed

rewards and have direct influence on the domestic political actors (Martens et al.,
2002).

Finally in regard to Figure 3.1, it is worth noting that nhew aid modes offer the

opportunity of changes in the nature of the principal-agent relationships (content of the

arrows), as the incentive environment can be altered, but not the direction of
relationships (direction of arrows).

3.4 Conflicting objective functions

As discussed in the preceding section, penalties and rewards are used to influence
agents towards agreed outcomes between the parties. The agreement between the
parties may, ultimately, be congruent, and in the area of IDA, should be along the line
of the overall goal of alleviating poverty and fostering socio-economic development,
by means of the implementation of specific policies and improved delivery of services.
However, as presented in chapter 2, agency relationships are characterised by
conflicting objective functions. Hence, the objectives pursued by DPs and RGs may in

practice, and routinely, not be completely in line with the overall goals agreed in a
contract.
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What one organisation and its set of actors may be pursuing, at one point in time, is
not always the same as another organisation and its set of actors. DPs may be willing
to provide aid motivated by commercial and foreign policy objectives® (White, 1998;
Kanbur et al., 1999; Martens et al., 2002; Robinson and Tarp, 2000) which leads to
favouring of certain countries over others (Walt et al., 1999a). Alternatively, the
international agency (e.g. GFATM) may be under the influence or be the result of a
new world trend or fashion, as for instance pursuing a focus on infectious disease

[which could be linked to the motivation of donors to provide aid in view of externality
problems (Kanbur, 2003)].

On the other hand, a policy priority of the recipient government may be to strengthen
local health services and improve coverage and quality of Primary Health Care (PHC).
Then again it may be influenced by a systemic patronage system and a need to deal
with national economic and political priorities (Walt et al., 1999a). In this sense, there

may be a conflict of objective functions, and differing objective functions give rise to
agency problems.

In addition to competing priorities and differing objective functions between

organisations, there are also conflicting ones within organisations. In other words, one

needs to distinguish the inter- and intra-organisational conflicts between different
principals and among them.

With respect to inter-organisational conflicting goals, actors (in this case, more
specifically, aid officials) are guided by their organisations’ overall institutional vision
and mission (when these are clear, as mentioned later). For instance, the specialised

team within an agency, such as the health group in the World Bank, pursue the goal
of getting loans approved and funds disbursed for projects in the area of health sector
reform for example. In contrast, the government may think that the priority for
investment is to concentrate efforts on a specific disease. Hence, in such a context,

%> While political, strategic and commercial motives in the allocation of aid seemed to have constrained
more effective aid allocations, DPs are driven by other motives as well and not all donors tend to be so
strongly driven by the same objectives. For instance, existing evidence suggests that while the large
donors tend to provide aid to a great extent based on strategic and political goals (e.g. USA and Japan),
smaller donor countries (e.g. Scandinavian countries) tend to align their aid allocations more closely with
the objectives of the recipient countries or pursue more altruistic motives such as poverty reduction
(Hjertholm and White, 2000). There are, however, exceptions as shown by Ostrom et al (2001 cited in

Martens et al., 2002) in the case of Sweden which tends to pursue more commercial interests when
allocating aid.
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incentives are needed to align the objective functions and guide the agent’s behaviour
towards the advancement of the principal’s utility.

Regarding intra-organisational conflicting goals, aid officials, besides handling their
organisation’s vision, are also motivated by their own objectives and ambitions. They
have strong incentives to pursue such goals as maintaining the flow of lending
projects (or aid more generally) as it underpins their jobs and may advance their
careers within the aid agency (Collier, 2002; Kanbur, 2003). Alternatively, they may
strongly invest (or advocate) for one particular programme, even if that programme is
not necessarily of high priority for the recipient country. On the side of recipient

governments, public servants may think that their primary objective is to generate per
diems to top up their low salaries?®.

As pointed out, IDA organisations are often not clear about which institutional vision
and mission they are pursuing. This is illustrated by their conflicting objective function:
if the promotion of long term development in recipient countries or the advancement of

the interests of domestic suppliers, as is the case with USAID when it ties aid to
specific American suppliers (Azfar, 2002).

3.5 Dynamic model (multi-principals and multi-tasks)

As discussed earlier multiple tasks and multiple principals pursuing a variety of
objectives are pervasive in public and large organisations (Dixit 1996, 1997; Tirole,
1994; Holmstrom and Milgrom, 1991). As aid agencies are in general large
organisations and operate in a public administration environment (not for profit), they
also face similar problems that arise in such contexts (Martens et al., 2002). An
exception Is the private companies often subcontracted to deliver services or

consultancies. For example, USAID is an agency that often uses such private
companies.

DPs when acting as agents are accountable to various constituencies and their
interests. For instance bilateral agencies are accountable to a range of principals in
government (different layers within executive and legislative branches of the public

sector) and multilateral agencies are accountable to a series of principals in different

* And they may actually be responding to perverse incentives provided by donors who are prepared to

offer staff supplements, fund training activities and vehicles which encourage rent seeking and patronage
(Foster and Leavy, 2001).
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countries (member states of the international organisation) where again there are
various layers of delegation within their governments (Murrell, 2002).

DPs operating in a country also face the multi-principal dimension of the recipient
agencies which are accountable to a variety of constituencies. For instance, at the
central level, disease-specific programmes within the MoH are likely to be
accountable to the policy and planning department (or unit with equivalent function) -
which if the country operates a SWAp or GBS will be responsible for coordinating aid -
as well as to different DPs if these are operating vertical programmes. Further, if one
takes the perspective of a local government in terms of the multiplicity of principals,
they may include the central government, donor NGOs, local population, multi- and
bilateral agencies, and in end effect also the tax payers in ‘donor’ countries (despite
the problem of the broken feedback loop). These various principals have, of course,
diverse interests as well. So the agent, the local government, has to perform a variety

of tasks to advance the interest of various different principals which can give rise to
agency problems.

In trying to deal with the problem of low powered incentives in bureaucracies, Dixit
(1996; 1997) proposes some strategies. First, he suggests "to group together
principals whose interests are better aligned, who can then collude within each
group”. This may be a strategy pursued, for example, by DFID which is trying to
influence other DPs to join pooled arrangements. In Uganda it seemed to be working
in a positive way, for example with Ireland Aid, although the idea is not to collude
within a group but to lobby other /ike-minded DPs to join and strengthen this kind of
aid delivery. A problem linked to principals’ collusion refers to the complexities of
agreement among principals about the division of the total gain from cooperation
(Dixit, 1996). This problem is even more relevant in the public sector where gains are
often non-monetary and “are measured in non-comparable, non-transferable units".
This problem is in line with one of the dilemmas of pooled arrangements which refers
to the non-attributability of results to specific DPs (IHSD, 2000).

Second, he recommends that "agencies can be so designed that each performs fewer
tasks, thus reducing the externalities among the principals affected by its actions”.
Perhaps this could be achieved by using NGOs which are specialised in specific
service areas such as HIV/AIDS or family planning, thus reducing the number of tasks
performed by the government. This suggestion mirrors the project approach where
specific programmes or sets of activities are implemented either by NGOs or special
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units within the government or even by a DP itself, also by establishing a separate
project implementation unit. Alternatively, a selection of priority areas or diseases
could be the focus of government services, as is the example of ‘essential heaith
package’' schemes. Such a package of priority services may be the focus of funding in
a SWAp, as is the case in Bangladesh where maternal care, some infectious diseases
and child health take precedence (Ensor et al., 2002).

Third, he proposes that "one may restrict the principal’s incentive schemes so that

each one is allowed to observe and reward only the dimension of output [or
alternatively measurable tasks as well] that concerns him". Dixit (1997) points out that
if the agent’s utility contains different sorts of efforts as surrogate, this will induce each
principal to try to monopolise the agent'’s effort to advance his own utility by providing
strong incentives. In the project approach, it is possible that DPs will compete and by
providing the strongest incentives will win vis-a-vis other DPs. This may lead to
inequality problems among districts or areas covered by the different DPs who work

directly with local authorities, some that provide weaker incentives and others that
provide stronger ones.

However, the question is if this is possible. In the project approach, different principals
(in this case different DPs) attempt to attract the agent’s (here the recipient
government or NGO) effort for their individual projects. This leads to a patchwork of
different activities (sometimes even duplication) and competition for scarce local

resources (human and infrastructure) putting them under pressure to respond to the
DPs’ different requirements (Cassels and Janovsky, 1998).

‘On the other hand, in the SWAp approach the question is more about how a single
DP can distinguish which dimension of output of the government’s action arises from
the DP's financial contribution. In an ultimate form of SWAp (where funds of all
partners are pooled together and budgeted, disbursed and accounted for using the
recipient country’'s system), attribution of specific contributions of the different donors
to specific outputs is practically impossible. The issue of attribution in pooled
arrangements (SWAp and GBS) is a source of concern for DPs, particularly those
involved in disease-specific programmes who fear that: they will no longer be able to
account for the impact of their particular investment; there may be a dilution of training
and performance management systems (they supported via projects); that RGs' audit
capacity and procurement systems are weak (IHSD, 2000). In addition, the attribution
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of results is frustrated by the difficulties in observing the agent'’s efforts in advancing
the principal’s utility (assuming that the principal knows what to pursue).

In order to deal with these difficulties while waiting for recipient countries systems to
improve, DPs set up accountability mechanisms or additional demands on the
recipient government’s systems. These demands created by DPs are in line with
those required by the principals of DPs. These accountability mechanisms focus on
managerial and financial aspects of resource disbursements and to some extent on
outputs and outcomes (as discussed in the next section). However, accountability
mechanisms in recipient countries also need to respond to the demands of the
country’s principals, i.e. other branches of government such as the legislative, civil
society and ultimately the population. Yet, these seem not to be the focus of
strengthening within the SWAp or GBS agreements. Civil society groups have voiced
their concern that they feel excluded from these new types of aid modalities and

hence restricted in their role of holding governments to account (Lister and
Nyamugasira 2003).

In regard to the problem of multiple tasks, | explained earlier that when tasks are
clearly defined, incentives tend to work well, but in the case of the public sector and
IDA, where tasks tend to be multidimensional and outcomes are difficult to observe
and verify, incentives become weak (Devarajan and Reinikka, 2002).

Drawing on the results of the model developed by Holmstrom and Milgrom (1991), |

discuss here some of the instruments proposed to deal with the problem of multiple
tasks in relation to IDAH.

First, the payment of fixed wages for aid officials (in DPs agencies and RGs), as a
weak performance incentive, is already the most common incentive scheme used.
This scheme is preferred over a perhaps more high-powered scheme of paying them
piece rate wages because of the multiple tasks which compete for their time and
eﬁbrt, and the associated difficulties of measuring these (particularly effort) with
respect to the agency’s goals (Azfar, 2002).

With regard to the delivery modalities in the health sector, the use of fixed wages is
common in both the project approach and pooled arrangements. However, the main
difference between these is that in the case of the former a form of high-powered

incentive exists, whereby DPs, when contracting out an implementing agency or
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setting up a project implementation unit, are able to attract local staff by offering
higher salaries and benefit packages as compared to salaries paid by the government
for employees performing similar tasks. In the case of the latter, government
employees are not offered any exira incentives. Another type of incentive linked to the
project approach refers to the use of per diems for the supervision of activities or
attached to the participation in workshops (for planning, training, evaluation purposes
etc.). These can be offered to staff of project-delivered activities as well as to

government employees, in which case the use of per diems also affects SWAp and
GBS.

DPs are criticised for providing such incentives as they attract away from government
service scarcely available skilled local staff and divert the staff’'s time and attention
from their regular activities by means of offering generous per diems (Conn ef al.
1996). This aggravates the staffing situation in the public sector (Cassels and
Janovsky, 1998) and compromises the quality and effectiveness of services (including
financial management which is often of great concern for donors) (Devarajan and
Reinikka, 2002). But it can be understood from the perspective of the staff who
respond to the incentives as they endeavour to advance their utility functions, and
from the perspective of DPs who in order to achieve progress in their projects or

activities attempt to attract the necessary human resources available.

In such cases, Azfar (2002) argues in favour of weak incentives based on broad sets
of outputs as opposed to sharp incentives on specific tasks that may divert the agent's
efforts towards the easy-to-measure tasks, implying perhaps that DPs should not be
allowed to reward staff using high-powered incentives. However, in the context of low
income and aid-dependent countries, it is questionable the extent to which the RG

would be able to curb such behaviours by DPs (particularly in the case of GHIs such

as PEPFAR which tends to come into a RG with strong political clout) and individual
government officials.

The introduction of policies setting limits on outside activities instead of providing
incentives for inside and non-tangible tasks that are difficult to measure and
subsequently to reward*’ is a second method of dealing with multiple tasks that can
be observed in IDA. Earmarking of resources channelled via IDA occur.in both the

“" Holmstrom and Milgrom (1991) suggest that "constraints are substitutes for performance incentives
and are extensively used when it is hard to assess the performance of the agent’.
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project approach and pooled arrangements, as a control mechanism to constrain the
activities of the agent.

In the case of projects, DPs often earmark funds for capital investments only, in the
understanding that recurrent costs are assumed by recipient governments as their
counterpart. However, recurrent costs requirements are most often not met by
governments, resuiting in poorly maintained facilities, lack of basic inputs such as
drugs, and poorly motivated staff (who are on low salaries and do not have the
adequate tools and materials to perform their tasks). A form of enforcing such
restrictions can be illustrated by the procedure adopted when using a World Bank
loan. In this case, a failure to spend resources on capital investments results in such
an expenditure not being reimbursed by the World Bank.

In the case of the SWAPp, this is a form of restriction itself on the part of DPs, whereby
their contribution is earmarked to a specific sector, health or education for instance.
The introduction of restrictions in IDA is also related to aid fungibility. This happens
when IDA funds are not spent as additional money to the RGs' budget but rather as a
substitute for the government’s expenditures in that area or project (Devarajan and
Swaroop, 1998). This has contributed to DPs preferring project aid in the past as a
means to secure that their funds go into those areas they have chosen as the priority.
More recently, the use of targets when DPs channel funds as support to RGs budgets
constitutes another form of conditionality, an ex post one (Adam and Gunning, 2002).
It is worth noting however that targets are a form of incentives themselves. This
suggests that the two opposing roles of targets (i.e. as a form of conditionality and as

incentives) are not wholly separable, because they may alter how restriction works

and who decides how monitoring should be carried out.

Thirdly, in the use of job design as an instrument to control incentives, the principal
may choose, for example, the agent’s portfolio of tasks, with some employees (or
agencieélunits) specialising in activities that are difficult to monitor and others in
activities that are easy to monitor. This relates to the second option discussed above
under multiple principals where Dixit suggests that agencies be designed so that each
performs a smaller number of tasks, therefore reducing the externalities among the
principals. There might be some scope for this being achieved by using NGOs, which
are specialised in specific service areas, as in the project approach or even the
essential package of services to be delivered under a SWAp. Also mentioned

previously is the case of restricting DPs funds under the project approach to capital
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iInvestments where the output of the action is easier to measure, for instance if a
hospital was buiit or a piece of equipment purchased. To separate tasks according to
their measurability characteristics in order to provide a foundation for the incentive

scheme is certainly less of an option under pooled arrangements, as funds are
channelled for all types of tasks, tangible and non-tangible ones.

Finally, the use of tournaments or rankings for comparing the performance of different
agents and rewarding accordingly is considered. A kind of tournament, though not
explicit, already takes place when DPs choose those countries that are considered as
good performers to receive aid [in line with the aid selectivity debate (Kanbur, 2003)].
Good governance is a criterion often adopted by DPs for selecting a country to be a
recipient of IDA (see for example JICA, 2003). Less overtly recognised criteria include
geopolitical interests, when for instance countries like the USA choose to provide IDA

to recipients like Egypt instead of The Gambia, for strategic reasons (Zinnes and
Bolaky, 2002).

A more explicit approach to tournaments seems to be in taking place in IDAH, as
GAVI and the GFATM adopt clear targets and country competition as part of the
compensation scheme of the aid contract. An even more complex version of such
schemes could be to reward or penalise recipient countries on the basis of a more
comprehensive performance ranking, which could be based for instance on progress
towards the MDGs or the performance assessment developed by the World Health
Organization (WHO) presented in the World Health Report (WHR) 2000 (WHO, 2000).
This approach, however, raises a series of problems, which have similarities to the
heated debates that took place in the aftermath of the release of the WHR 2000 (see
for instance Williams, 2001; Almeida et al., 2001; Navarro, 2001: Blendon et al., 2001;
Walt and Mills, 2001). Key criticisms included the lack of discussion in relation to what
indicators to use and how to measure them (the simplicity and transparency of data
collection and processing, if composite measures or not, if routinely available data or
survey). This highlights that at thg minimum, the choice of indicators1 should be based

on their policy relevance, and data should be easily (transparently) collected,
processed and analysed.

\

8 WHO's framework for assessing the performance of health systems centres on 3 main goals (to
improve health, to enhance responsiveness to the expectations of the population, and to assure fairness
of financial contributions) and 4 functions (stewardship, financing, service provision and resource
generation) (Murray and Frenk, 2000). WHO's motivation to propose the above framework resulted from
the lack of agreed goals and objectives of health systems as well as from the analytical focus on
processes rather than outcomes (WHQO, 2001). The framework was used by WHO as a departing point
for the measurement and categorisation of countries in relation to their health system performance.
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One of the potential problems of using tournaments is that countries are ranked and
rewarded on the basis of their position in a league table, but this may allow DPs to
simply ‘wash their hands’ of the process, and distance themselves from the important
elements of participating and contributing to the country}’s capacity development, i.e.
why and how it is in position x and may move up or down on the table. Tournaments
could also limit the scope for building up a more in-depth international knowledge

base and disseminating positive and negative experiences on the process of reform
which other countries can learn from.

LLooking at the options for using tournaments for aid delivery within recipient countries,
besides problems of measurement of performance (discussed in further detail in the
next section), there is the problem of lack of pbtential competition as the number of
agents could be limited, as raised by Tirole (1994) in the context of the public sector.
In addition, the use of tournaments may focus the attention on efficiency while other
goals, inherent to the public sector, such as equity and accountability are neglected.

3.6 Dealing with agency problems

3.6.1 Monitoring under imperfect information

In recent years, the approach to monitoring in IDA has been influenced by recent
reforms in the public sector in developed and developing countries alike. Such
reforms have focused on improving the efficiency, quality and accountability of <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>