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The Other Principal Agent Problem

fectiveness and evaluates the merit of this
thinking through four case studies of aid
holars and of international or- organizations with di ering donor-client
ganization have often sought to relationships. In particular, this analysis
nravel the underlying principal- compares the e cacy of two “top-down”
gent problem of development aid multilateral aid agencies to two coopera-
— how can aid organizations, as principals,tive “self-help” non-governmental organi-
stimulate the preferred outcome among zations (NGOs) in assisting impoverished
poor country clients, as agents [2]? Alsoclients in developing nations.

Introduction

“The state and society have extensive roles in st
Suppefting-sole,

and safeguarding human capabilities. This is a
rather than one of ready-made delivery.” [1]
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of concern has been how aid organiza-

tions act as agents of politicians and, byPrincipal-Agent Theory: Origins and
proxy, the voting public in donor coun- Applications

tries [3]. is arrangement, concerned

primarily with enforcement on the part In general, principal-agent (P-A) the-
of donors and compliance on the part of ory is concerned with “Delegation [...] a
aid recipients, ignores the interests of theconditional grant of authority from a prin-
most important actor in the process of in- cipal to an agent that empowers the latter
ternational development — the poor them- to act on behalf of the former” [4]. Most
selves. e conventional set-up thus pres- often, the P-A model aims to identify the
ents a di erent principal-agent problem: “acts of principals in granting conditional
rich country aid donors are not account- authority [to agents],” and seeks to aid the
able to their clients, and few incentives “[design of]institutions to control possible
exist to promote and enforce policies that opportunism by agents” [4]. Principals do
re ect the preferences of poor country conditionally grant authority to agents but
recipients. Rearranging the donor-client this arrangement nonetheless gives rise to
relationship — by viewing development in- challenges to principals’ authority: agency
stitutions as agents and the poor as princi-slack occurs when agents behave in a way
pals — would place much needed account-objectionable to the principal by devoting
ability on donors for the assignments with less energy than desired to the principal’s
which they are tasked and services theydesignated objectives (shirking) or by
claim to provide. More importantly, such shifting policy away from the principal’s
reorganization would allow for mandates preferred direction (slippage) [4].

and feedback from aid recipients them-  Ultimately, Gary Miller observes that
selves which, under current conditions, these central suppositions yield two major
do not exist. is paper examines how de- consequences. First, because principals
velopment theorists and practitioners use endeavor to diminish moral hazardous ef-
principal-agent theory to analyze aid ef- fects, they (as previously noted) employ
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backward induction in an attempt to preemptively
curb agency slack. us, principals necessarily trans-
fer all risk to the risk-averse agents — the pressure to
perform rests solely on agents, not principals. Sec-
ondly, under such a regime agents (like risk-bearing
salesmen of a given rm) will demand high compen-
sation for their risk-taking, creating an “e ciency
trade-o " —incentives are likely to cut into the prin-
cipals’ gains (analogous to the rm’s pro ts) in order
to induce the desired outcomes among risk-bearing
agents [5].

P-A Theory & Political Science

Downs and Rock (1994) e ectively apply this
scheme in an analysis of the relationship between the
American electorate as the principal and the chief
executive (i.e. president) as the agent [5]. In their ex-
amination, the public —whose policy preferences dif-
fer from the president’s — has leverage over the presi-
dent in that they can remove him from o ce, but can
only imperfectly monitor his actions. In fact, as P-A
theory generally stipulates, the public can only mon-
itor the executive’s actions after the fact — they can
only re ect upon past executive action given simi-

lar or

di erent contractual stipulations. Due to this situ-
ation of asymmetric information, voters must rely
on backward induction and craft compromise deals
with their chief elected representatives to indirectly

achieve their policy goals [5]. Voters dissatis ed
with the an administration’s decision to invade a cer-
tain country, for instance, could only retroactively
punish the executive by not voting for him/her or
his/her party during the next election.

P-A Theory & International Organization

A comparable line of thinking can apply to inter-
national cooperation, describing why national gov-
ernments delegate to international organizations
(I0s) and how states attempt to control 10 behavior.
In particular, delegation to IOs is one of three ways
in which states can choose to cooperate (or not to
cooperate) — the other two ways being unilateral ac-
tion, in which 10s are not agents of policy imple-
mentation, and “standard” international coopera-
tion, in which states mutually adjust policies through
national legislation and binding multinational trea-
ties or other informal agreements [4]. While delega-
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tion to 10s would inherently expose states to cer-
tain risks (as previously noted), it also brings along
certain bene ts that “standard” cooperation, much
less unilateralism, do not provide. ese benets
include the perks of delegating to an 10 that serve
as: “a specialized agent with the expertise, time,
political ability, or resources to perform a task”; a
“coordinating agent,” who will more readily pursue
socially optimal outcomes and avoid the problems
of defection or free-riding when public goods are
involved? an “agenda-setting agent,” who can bring
about consensus among states while such accord
may have been costly or improbable otherwise; an
“arbitrating agent,” who resolves disputes between
its principals (nations) — the International Court of
Justice resembles this model; an “enforcing agent;
who lends credibility to the principal’s political goal
which it serves — Hawkins et al cite the relatively s-
cally conservative European Central Bank are a good
example of this sort of agent; a “policy-biased agent,’
who can “lock-in;” or institutionalize certain political
interests — just as the United Nations Security coun-
cil, as an agent of France, Great Britain, China, and
the USSR (now Russia) codi ed their preferences by
securing them permanent membership [4].

Delegation and Development Aid

For the very reasons just mentioned, states tend to
delegate at least a portion of their development aid
activities to 10s like the World Bank. Principally,
governments tend to give aid multilaterally because
of the ability of international aid agencies to act as
both coordinating agents and enforcing agents:
multilateral aid organizations can more coherently
monitor recipient behavior than could multiple na-
tional agencies and also act in a more credible, apo-
litical manner than their bilateral counterparts [3].
ese two conditions thus illustrate the rst prin-
cipal-agent problem of international development
aid— donor country voters (as principals) fear that
their government’s (as the agent) foreign aid poli-
cies will di er from their preferences. Delegation to
IOs solves this problem: “by using the international
organization[s] to send aid, the government issues
a credible signal to voters about the use of foreign

1 For example, the World Labor Organization — as a coor-
dinating agent of the global community of states — might more
aggressively pursue socially optimal policy goals as far as labor
standards are concerned than would national governments on their

aid. is signal leaves all actors better 0 ;" as voters
can rest assured that their tax dollars are helping the
poor and donor country politicians can e ectively
demonstrate that they are ful lling voters’ wishes
— performance which in turn ensures their reelec-
tion [3].

e second principal-agent problem of interna-
tional development aid, and the focus the following
case studies, is analogous to “the canonic example of
[...] an employer (principal) hiring a worker (agent)
with asymmetric information: the employer is un-
able to identify how much work output is due to
work e ort and how much is due to good or bad
luck” [6]. In this model, the donor (principal) can-
not e ciently monitor the aid recipient’s (agent) be-
havior and induce desired outcomes [6]. In order
to avoid such agency slack, donors use backward
induction and have increasingly turned toward per-
formance-based aid allocation — donors expect aid
recipients to comply with their policy goals, or else
risk not receiving further development assistance.

Delegation and The World Bank

Before examining the second principal-agent
problem of development aid in the context of World
Bank assistance policies in practice, some brief orga-
nizational background is in order. e World Bank
is a multilateral group of ve a liated development
institutions headquartered in Washington, DC: the
International Bank for Reconstruction and Develop-
ment (IBRD), the International Development Asso-
ciation (IDA), the International Finance Corporation
(IFC), the Multilateral Investment Guarantee Agen-
cy (MIGA), and the International Centre for Settle-
ment of Investment Disputes (ICSID). Most refer-
ences to the “World Bank,” however, really imply the
IBRD — which “aims to reduce poverty in middle-in-
come and creditworthy poorer countries by promot-
ing sustainable development through loans, guaran-
tees, risk management products, and analytical and
advisory services” — and IDA, whose purpose is “to
reduce poverty by providing interest-free loans and
grants for programs that boost economic growth, re-
duce inequalities and improve people’s living condi-
tions” [7]. Together, the IBRD and IDA are respon-
sible for investing in poverty reduction programs
that poor countries cannot nance themselves, the
di erence between the two being that the IDA only
loans to the poorest of poor nations, while the IBRD
lends to middle-income countries [8]. e Bank’s

RZQ ,Q WKH DEVHQFH RI VXFK DQ DFWRU sharedvare annmed- ByRrits\185merben rations, who

from the creation of new standards without participating in their
creation (free-riding) or may simply not work toward better labor
standards (defection).
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each appoint a Governor (generally the country’s - the largest shares of the bank. e remaining mem-
nance minister). While the Governors are responsi- bers elect 19 Executive Directors to represent them
ble for deciding how the Bank distributes its income on the Board. Recently, China and Saudi Arabia
and admitting or suspending members, oversight of have gained enough shares for individual represen-
the Bank’s daily strategic operations lies with a 24- tation, too [7]. e Bank’s President, — nominated
member Board of Executive Directors stationed in for a ve-year renewable term by the Bank’s largest
Washington, DC. 5 of the Board’s Executive Direc- shareholder (the U.S.) — two Managing Directors,
tors are appointees from France, Germany, Japan, over 20 Vice Presidents, and further operational
the U.K., and the U.S. — the member countries with units including country directors and managers

oversee World Bank operations at a sta level [7].
By de nition, World Bank’s clients must only be the
governments of nation states — the Bank is expressly

the IBRD and IDA.
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“[t]he interaction between the Bank and Burkina Faso is one of a We
trolled, self-enforcing institution and a corrupt President. Whatever |
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accountable to, the aid recipients themselves.”
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3 PSRP: “a country-led, country-written document that provides
the basis for assistance from the World Bank and the International
Monetary Fund, as well as debt relief [...] A Poverty Reduction
Strategy Paper describes a country’s macroeconomic, structural, and
social policies and programs to promote growth. It summarizes the
country’s objectives, policies, and measures for poverty reduction.

A Poverty Reduction Strategy Paper should be country-driven,
comprehensive in scope, partnership-oriented, and participatory.”
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THE FACTS: BURKINA FASO

GEOGRAPHYA landlocked country in the
arid Sahel region south of the Sahara, its
area is 273,600 sq km. e country used to
be called Upper Volta, taking its name from
the three rivers which water the plains -- the
black, red and white Volta. In 1984, then-
president omas Sankara changed the
name to Burkina Faso or “Land of Upright
Men".

POPULATION:13.6 million.
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ETHNICITY: e Mossis make up over half of
the population. ere are also Fulani herders
and Tamejek, Bellah and Djula minorities.

RELIGION: Islam 50 percent, traditional
African religions 40 percent, Christianity
(mostly Catholicism) 10 percent.

LANGUAGE:French (o cial); 71 languages
from the Sudanic family are spoken by 90
percent of the population (most common
are Mossi, Bobo, Bissa and Gurma).

ECONOMY:Burkina Faso was ranked 174th
out of 177 countries in the 2006 U.N. Hu-
man Development Index. Almost half of its
people live on less than $1 a day. Life expec
tancy is not quite 48 years. Many of its pop-
ulation are subsistence farmers, with severe
food shortages and drought not uncommon.
Burkina Faso is sub-Saharan Africa’s top cot-
ton producer, after overtaking Benin and
Mali.

SOME HISTORY:Burkina Faso became a
separate colony under French rule in 1919,
acquiring its present borders in 1947. ere
have been ve military coups since indepen-
dence in 1960.

Compaore seized power in a 1987 coup but
has widespread popular support. However,
neighbouring Ivory Coast has accused him
of backing rebels holding the north of the
country and he has been named in U.N. re-
ports for supporting insurgents during Si-
erra Leone’s civil war.
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THE FACTS: BANGLADESH

GEOGRAPHY:Bangladesh is a country in
South Asia its area is 147,570 sq km. It is bor-
dered by India on all sides except for a small
border with Burma to the far southeast and
by the Bay of Bengal to the south. Togeth-
er with the Indian state of West Bengal, it
makes up the ethno-linguistic region of Ben-
gal. e name Bangladesh means “Country
of Bengal” in the o cial Bengali language.

POPULATION:140 million.

RELIGION:Islam 87 percent, Hindu 11 per-
cent, 0.6 percent, Buddhist Christian 0.3
percent and 1.1 percent ethnic minorities.

LANGUAGE:Bengali is the state language.

ECONOMY: Bangladesh is one of the world’s
poorest nations, with half its population liv-

ing on less than one dollar a day. Gross do-
mestic product in 2005/06 (July-June) was
$65 billion and per capita income $482. e

agriculture sector accounts for 21 percent
of GDP and employs over 60 percent of the

workforce. e economy has grown by an
average 6 percent over the past three years.

SOME HISTORY:Bangladesh was Part of
British India until the end of colonial rule in
1947, when the land emerged as East Paki-
stan. Bangladesh won independence after a
nine-month guerrilla war by Bengali nation-
alists in 1971.

Political instability and corruption has un-
dermined the democracy of Bangladesh in
recent years, with the election scheduled for
22 January of 2007 postponed inde nitely.
Fakhruddin Ahmed, with the backing of the
army, declared emergency law on 11 Janu-
ary 2007 and currently heads a ‘caretaker’
government, while the heads of two Ban-
gladesh’s largest political parties, BNP and
Awami League (who ruled the country for
the last 15 years), have been imprisoned.




“[G]rameen is concerned with very fundamental, tangible, and |
surable ends which closely resemble the realistic needs and w
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nating agent and specializing agent, using its expertise and institutic
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Mohammad Yunus vists students at a Grameen Bank Center.
(Photo: grameen-info.org)
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“Does this mean that Western assistance aside from propping up loc
Is always completely useless? [...] Perhaps not, but when Western .
team together with local communities and governments instead of in
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