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Abstract:

We explain why the record of aid agencies in building and reforming public sector institutions in developing
countries has been broadly unsuccessful, despite extraordinary amounts of time, money, effort, and a commitment
to achieve targets. We argue that requirements to specify and monitor observable indicators of success have
created strong incentives for aid-dependent countries to signal performance to their foreign sponsors by
achieving targets. However, in the absence of requirements about the types of targets that should be pursued,
countries that rely heavily upon external sources of financial support select easy targets that have limited value
for strengthening public sector institutions. In particular, aid-dependent countries are more likely to select targets
that measure how public sector institutions are organized, rather than targets that measure what policy outcomes
are achieved through strengthened public sector institutions. We demonstrate that this argument has both
explanatory and predictive power for World Bank environment and natural resource management projects.
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1. Introduction

Donor agencies spend an extraordinary amount of time, money, and effort trying to improve the
performance of public sector institutions in developing countries. Common wisdom holds that “institutions
matter” and that development rarely occurs in the absence of government agencies that have the capacity
and incentives to discharge the state’s basic functions (Acemoglu and Robinson 2012; Besley and
Persson 2010; Callaghy 1988; Haggard 1990; Herbst 1990; Rodrik 2000). Strong government agencies
provide law and order, enforce the rules of economic exchange, raise revenue, and deliver essential
public services (Acemoglu and Robinson 2012; Bates 2009; Besley and Persson 2010; North et al. 2007;
Rodrik 2000). In the environment sector, the management of pollution and the rational use of natural
resources depend on government agencies that can plan effectively, monitor and enforce regulations, and
respond to citizen concerns (Esty and Porter 2005; Keohane and Levy 1996; VanDeveer and Dabelko
2001). However, there is little evidence that external development assistance systematically contributes to

improved institutional performance in developing countries (Birdsall 2007; Booth 2011; Andrews 2013).

This lack of success is puzzling since both donor agencies and recipient countries have faced growing
pressure in recent decades to measure and deliver observable outcomes as part of the “results agenda”
in development assistance (Birdsall 2008; Clemens et al. 2007; Ebrahim 2013; Khagram et al. 2009;
Natsios 2010; Ramalingam 2013). The World Bank, for example, requires the identification of observable
targets and a plan to monitor them before any project is approved. It also conditions future funding on the

achievement of these targets (World Bank 2010b).

We offer an explanation for why intensifying pressure for “measurable results” from aid agencies and
donor countries has not led to substantial improvements in institutional performance among countries that
receive development assistance for this purpose. We argue that, among countries that are more
dependent on external sources of funding, performance targets have introduced strong and perverse
incentives to signal success to donor agencies without addressing the underlying sources of institutional

dysfunction as intended.

In the absence of requirements about what types of targets should be pursued, countries that are
dependent on aid select easy targets that have limited value for strengthening public sector institutions. In
particular, they are more likely to select easy targets that measure how public sector institutions are
organized, rather than more difficult targets that measure the policy outcomes achieved through
strengthened institutions. By contrast, achieving easy targets that measure how public sector institutions

are organized yields few external rewards for countries that are not heavily dependent on aid, making



these countries more likely to select more difficult targets that measure how public sector institutions solve
problems and achieve policy targets. These different payoffs for countries with varying levels of aid
dependence result in a counterproductive outcome: those countries most in need of institutional
development are the least likely to select targets that promote measurable improvements in institutional

function.

To test this argument, we examine institutional development targets that were selected to measure
success in World Bank environment and natural resource management projects. This sector provides an
ideal empirical setting to test our theoretical argument because environmental aid programs focus heavily
on improving public sector institutions (Keohane and Levy 1996; VanDeveer and Dabelko 2001), and
donors have stronger preferences than recipients for improved environmental management, which should
heighten incentives for aid-dependent countries to signal their performance to external actors (Keohane
and Levy 1996; Hicks et al. 2008; Marcoux and Urpelainen 2012; Aklin and Urpelainen 2014; McLean

forthcoming).

We created two original datasets by extracting targets related to institutional development from pre-project
appraisal reports and post-project evaluations, which we use for an in-sample explanatory model and an
out-of-sample predictive model about the choice of targets. After compiling the targets used to measure
success, we coded them based on whether they measure the achievement of a policy outcome or the
way that a public sector institution is organized. We call these institutional function and form targets,
respectively. We show that if a country is more dependent on concessional finance from the World Bank,
it is more likely to choose form-based targets, which have limited value for institution building and reform.
To rule out the possibility that these countries simply have fewer institutions in place and thus need to
pursue form targets as precursors to function targets, we show that the timing of the establishment of
national environmental ministries and environmental legislation does not change our estimates of how

targets are chosen.

We find that the countries most in need of institutional development are least likely to select targets that
can lead to improved institutional performance. Our argument and findings have several important
implications. First, our results contribute to a growing body of literature on how bargaining dynamics
between states and international organizations influence the design and implementation of aid contracts
(Marcoux and Urpelainen 2012; Helmke and McLean 2014; Bayer et al. forthcoming; McLean
forthcoming). We show that by setting targets, international development organizations can create strong
incentives that affect important choices about the development of domestic institutions, even when this

outcome is not purposeful.



Second, we provide an explanation about why externally-financed institutional development is so difficult
to achieve where it is most needed (Birdsall 2007; Haggard et al. 2008; Eubank 2012; Andrews 2013;
Pritchett et al. 2013). Targets have the ability to shape bureaucratic and organizational actions by
focusing effort and resources on certain outcomes, but our findings also demonstrate that they can create
perverse incentives and unintended consequences in substantively important areas of public
administration (Jacob 2005; Hood 2006, 2012; Seabrooke 2012; Bush 2014; Hoey 2015).

Third, our findings speak to an important debate about the mid- to long-term implications of externally-
financed institution building efforts (Andrews 2013; Pritchet et al. 2013; Samuel 2013; Krasner and Risse
2014; Lake and Farris 2014). We demonstrate that aid-dependent countries have strong incentives to
select form-based targets of institutional performance that are relatively easy to maintain, but they face
substantially weaker incentives to pursue targets that measure the functional capabilities of public sector

institutions.

2. Institutional Targets in Development Assistance

Over the last several decades, donor agencies have devoted significant time, energy, and funding to
"capacity building" and "institutional strengthening" activities in developing countries (Andrews 2013; Berg
1993; IEG 2008; UNECA 2003; World Bank 1997; World Bank 2003). Yet the best available evidence
suggests that institutional development programs for the public sector usually fall short of expectations
(Berg 1993; IEG 2008; Levy and Kpundeh 2005; Meagher 2005; van de Walle 2001; World Bank 2010b).
Progress is often slow and discontinuous, and many developing countries that received institutional
development support in previous decades are still receiving support for the same activities today (Birdsall
2008: 517; Easterly 2008; IEG 2008; World Bank 2010b; Andrews 2013).

The primary explanation put forward for the poor track record of programs that promote institutional
development is the preoccupation of donor organizations with “blueprint” and “best practice” reforms—for
example, the creation of anti-corruption commissions or streamlined agencies for business registration—
that work in some countries but not in others (Booth 2011; Evans 2004; Grindle 2011; Haggard et al.
2008; Rodrik 2000; World Bank 2008a). A World Bank evaluation summing up its global experience with
programs for public sector development arrives at the same conclusion: "[tlhe Bank's approach was too
technocratic; it relied on small groups of interlocutors within core ministries and promoted one-size-fits-all
[civil service and administrative] reform blueprints in diverse country settings" (IEG 2008: 2). Political
scientists, economists, and organizational sociologists generally agree that a focus on institutional forms

rather than institutional function is problematic because it can crowd out tailored, country-specific solutions



to governance problems (Grindle 2004; Pritchett and Woolcock 2004; Rodrik 2007; Arrufiada 2007, 2012; Haggard
et al. 2008; Swift-Morgan 2014).

Left unchecked, “blueprint” and “best practice” pressures from donors and international organizations can
also result in dysfunctional behavior by recipient governments that Pritchett et al. (2013) call isomorphic
mimicry. Governments adopt “the camouflage of organisational forms that are deemed successful
elsewhere to hide their actual dysfunction” (Pritchett et al. 2013: 1-2). After recipient countries adopt these
institutional forms, they and their donor agency counterparts can declare success without improving the
functions that public sector institutions are able to perform (Samuel 2013). Given reputational and material
incentives to achieve observable and quantitative results, form-based targets of institutional development
offer cheap and easy demonstrations of “progress” without requiring costly actions to improve long-run
state capacity (Arruiiada 2007; Cullen and Randall 2006; Hood 2006; Jacob 2005; Wynia et al. 2000).

The alternative approach to institutional development is context-specific projects that seek to improve
institutional function, as measured by the ability of government agencies to solve public problems and
improve policy outcomes (Evans 2004; Andrews et al. 2012; Chong et al. 2012; Woolcock 2013). But
improving public sector institutions in these ways is substantially more difficult; in many cases, it requires
an “incremental search for solutions to problems that local agents care about” (Andrews 2013: 86). Also,
insofar as efforts to improve institutional performance disrupt the domestic political status quo, these
activities usually require that public officials are authorized to iteratively adapt to local constraints and
opportunities (Andrews 2013; Grindle 2004; Rodrik 2007; Pritchett et al. 2012).

Given these difficulties, we develop and test a theory about when and why recipient governments and
donor agencies jointly pursue form-based targets of institutional development despite their limited value.
In particular, we test a theory based on differences in rewards for achieving targets in countries that are

more or less dependent on foreign aid.

3. The Selection of Institutional Targets is a Strategic
Choice

We argue that recipient countries choose targets in order to maximize the payoff that achieving and
maintaining these targets will deliver. The expected payoff is a function of the rewards for achieving and
maintaining different targets and the difficulty of achieving and maintaining the targets. When different
targets offer similarly-sized rewards — in terms of access to aid, signals to investors, and support from

domestic constituencies — recipient countries will choose the easier target that requires less costly effort.



We argue that the aid-dependent countries most in need of institutional development receive substantial
rewards from donor agencies in the form of continued access to aid for achieving and maintaining form-
based targets of institutional development proposed by donors. In contrast, countries that are less
dependent on aid do not value funding from donors as highly and often their access to donor funds is not
conditional on the achievement of targets. Given that domestic constituencies and international investors
reward countries for institutional function rather than new institutional forms, less aid-dependent countries

face a larger relative difference in the rewards that they can reap by achieving form and function targets.

Figure 1. Relative reward for targets based on country type
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We argue that this difference in relative rewards across different types of recipient countries explains why
the countries most in need of institutional development do not choose the more difficult targets that
measure improved institutional function. Recipient countries are only likely to choose these more difficult
targets (an assumption we verify in robustness checks below) when the rewards for achieving and
maintaining more difficulty targets are significantly higher, thereby compensating them for the added
difficulty and effort required. Aid-dependent countries receive significant rewards for both easy form and
more difficult function targets, which often prompts them to choose easier form targets. By contrast,
countries that are not aid dependent do not receive rewards for achieving and maintaining easier form
targets, so they are more likely to choose function targets despite their added difficulty. Taken together,
relative differences in the rewards for achieving targets generate a perverse incentive for the recipient

countries most in need of institution building to avoid targets that strengthen public sector institutions.

More formally, consider two hypothetical borrower countries—Country A and Country B—that have
secured a certain amount of financing from the World Bank for a project. These countries and their World
Bank counterparts must now negotiate the targets to be achieved and later maintained to maximize
benefits from domestic constituencies and donor agencies. Country A is more aid dependent and thus
receives similar rewards for achieving both form and function targets. Given that the payoffs between

these two types of targets are not very different, the political leadership in Country A will choose easier



targets that require less effort. In contrast, Country B receives almost no reward for achieving form
targets, either from external donor audiences or from domestic constituencies. This country is more likely
to choose function targets than form targets because they offer higher risk-adjusted payoffs. In either
scenario, given that function targets are consistently more difficult to achieve, they will only be chosen by

countries that receive significantly higher rewards for achieving them (Figure 1).

Figure 2. Choice of targets based on relative rewards of achievement and persistence
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3.1 Rewards for Achieving and Maintaining Institutional Form and
Function Targets

We derive expectations about the relative rewards of achieving and maintaining different types of targets
— and thus their expected payoffs — from primary interviews and previous research about donor
allocation practices. In terms of the choice of targets, we first confirmed that recipient governments and
project leaders at the World Bank have significant discretion when selecting targets. Our background
interviews with World Bank officials suggest that formal organizational rules do not significantly constrain
the choice of targets, which are negotiated between teams at the World Bank and staff in line ministries of
borrower countries for each individual project. To explain the selection of targets, we must then explain
the incentives of officials from recipient governments and World Bank staff who prepare projects for

approval.



For the World Bank staff and recipient government officials, the incentives to select different types of
targets are similar and reinforcing. Bilateral and multilateral aid agencies provide a wide variety of
incentives for recipient governments to improve their performance on function targets (Savedoff 2011;
Parks and Rice 2015). The Global Environment Facility, for example, conditions environmental assistance
on an indicator that measures “the extent to which [a country’s] environmental policies and institutions
foster the protection and sustainable use of natural resources and the management of pollution” (World
Bank 2011: 35). Countries can also secure more discretionary sources of funding (e.g. budget support
and results-based financing) by improving their performance on various measures of institutional function

(Clist et al. 2012; Perakis and Savedoff 2015; Parks and Rice 2015)."

Recipient countries can also garner indirect rewards if they improve institutional function, regardless of
their level of aid dependence. Whereas domestic political constituencies in developing countries care little
about the adoption of new institutional forms, they reward the achievement of function targets and

improved public services (Ferraz and Finan 2008; Banerjee et al. 2011).2

In contrast to function targets, the incentives to select form targets are substantially different among
governments with high and low levels of aid dependence. Donors often encourage and incentivize aid-
dependent governments with weak institutions to pursue “best practice” institutional forms that are
observed in wealthy, industrialized countries (Haggard et al. 2008; Booth 2011; Andrews 2013). New
evidence from a survey of nearly 7,000 development policymakers and practitioners suggests that these
pressures are less acute in lower-middle income and upper-middle income countries where aid

dependence is less severe, than in low-income countries (Parks and Rice 2015).

Countries that rely heavily upon aid face at least three incentives to select form-based targets of
institutional development that countries with low levels of aid dependence do not. First, the selection of
form-based targets can hasten the approval of new projects from donors (Andrews 2013), which aid-
dependent governments often need to stay in power (Morrison 2009; Masaki 2015). Second, when aid-
dependent governments agree to include the form-based targets that donors favor in general budget
support or sector budget support agreements, they reduce the risk of major funding disruptions that could

threaten regime stability (Nielsen et al. 2011; Steinwand 2014).

Third, aid dependent countries can secure more funding from donors that allocate aid with performance-

' The amount of discretion that the World Bank yields to the counterpart government is usually tied to the performance of certain
functions. In the environment sector, for example, use of these more discretionary financing modalities may depend on whether a
government ministry is assessing the environmental impacts of major infrastructure projects or paying forest titleholders for
protecting sensitive watersheds (World Bank 2008b, 2010a; World Bank Carbon Finance Unit 2013).

2 Additionally, a reputation for sharing the policy preferences of donor agencies and maintaining functional institutions can help the
authorities in developing countries to generate more international attention and support (Chwieroth 2013; Flores et al. 2013).
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based formulae if they achieve and maintain form-based targets of institutional development. Consider the
World Bank, which is the focus of our empirical analysis. The allocation of grants and concessional loans
through the World Bank’s International Development Association (IDA) — a funding window for poor, aid-
dependent countries that are insufficiently creditworthy to borrow on commercial terms — is directly linked
to a recipient country’s ability to meet project performance targets (ADB 2005; World Bank 2010b), and
(as we will soon show) form-based measures of institutional development success figure prominently
among these project performance targets.34 Thus, IDA beneficiaries should understand that
improvements (declines) on form-based targets of institutional development will result in more (less)
funding over time. Many multilateral development banks (the Inter-American Development Bank, the
Asian Development Bank, the African Development Bank, and the Caribbean Development Bank) and
multilateral institutions (IFAD, the Global Environment Facility, the European Commission) have followed
suit and established similar performance-based resource allocation systems that reward countries for
achieving better project performance scores (ADB 2005, 2007; European Commission 2008, 2014; GEF
2013a, 2013b). This creates an additional incentive for aid dependent governments to achieve form-
based targets of institutional development. In contrast, the less concessional sources of development
financing that middle-income countries can access usually do not depend on performance-based
allocation formulae. This is true of the World Bank as well as most of the major regional development

banks.

The incentives of World Bank staff also reinforce the selection of form targets in aid-dependent countries.
The existing literature suggests that World Bank staff is primarily rewarded — in terms of salary,
promotion, and internal prestige — for project approval and loan disbursement rather than project quality
(World Bank 1992; Easterly 2001; Phillips 2009; IEG 2011). Conditional on securing approval for loans,
staff receive credit for designing and operating projects that improve outcomes in recipient countries
(Whittle 2013; Malik and Stone 2015). Approving new loans involves inter-departmental and shareholder
country review, including monitoring and evaluation specialists who focus on finding feasible targets that
project staff can achieve (Cotlear and Kronick 2010). Under pressure to secure new lending, staff are
likely to push for feasible targets that are ambitious enough in a given country context to pass review.
Specifically, based on observed patterns in the achievement and persistence of different types of
institutional development goals (reported later in this paper), we expect that World Bank staff will

advocate for form targets in low-capacity governments and function targets in high-capacity governments.

® Knack et al. (2014) demonstrate that crossing the IDA eligibility threshold substantially reduces the amount of aid that a country
receives from many donors.

* IDA’s performance-based allocation system has used a formula and quantitative measures of need, project performance, and
policy and institutional performance to determine the resource envelope that will be made available to countries since the 1970s
(World Bank 2010b).
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4. Measuring the Choice of Targets for Institutional
Development

To test our hypotheses, we examine institutional development targets that were selected for inclusion in
World Bank-sponsored environmental management projects. Aid projects that focus on human
interactions with the natural environment deal almost exclusively with institution building, making them an
ideal set of projects to test our theory. Scholars agree that environmental management is rarely
successful without strong formal institutions (Keohane and Levy 1996; VanDeveer and Dabelko 2001;
Weidner 2002). However, given that institution building in the environmental sector is often driven by the
concerns of donor governments and aid agencies (Keohane and Levy 1996; Lewis 2003; Hicks et al.
2008), it also offers aid-dependent recipient countries strong incentives to signal success to external

donor audiences.

For the purposes of our explanatory analysis, we created an original dataset of institutional targets in the
environment and natural resource management sector from World Bank post-project evaluations. We
identified 250 World Bank projects completed between 2003 and 2009 that allocated more than 10% of
their financing to strengthening environmental institutions. We collected Implementation Completion
Reports and Independent Evaluation Group evaluations for these projects and extracted targets from
these documents that were used to measure institutional development at the completion of the World
Bank projects. We identified 826 targets, around 3.3 per project. We assigned all institutional targets to

”

“form,” “action,” or “function” categories according to the following coding rules:
Form: the target records that an institution, law, policy, or regulation exists or is organized in
some way. There is no measure of activities or the results of activities. Examples include the

establishment of a governmental unit or the passage of a law.

Action: the target records that an agency did something, though the intended results of the
activity are not measured. Examples include training a certain number of people or regularly
monitoring an environmental attribute.

Function: the target records the results of institutional development for a relevant environmental
attribute or policy outcome. Examples include reducing wasted water or the number of days with

severe air pollution.

While the primary theoretical focus of this paper centers on the distinction between institutional form and

12



function targets, development programs often include targets that measure actions (e.g., personnel
training). From a theoretical perspective, we do not consider action targets to be substantially different
from form targets, since both involve measuring whether an institution or process exists, rather than
whether the institution or process successfully achieves some goal. We find that action indicators are
achieved and maintained at a similar rate as form targets and thus for our main analysis we combine
indicators classified as form and action together and focusing on what causes countries to choose

function targets.5

Three research assistants independently coded each target. For 72% of targets, all three coders agreed.
For the disputed codes, one of the co-authors arbitrated. Either all coders agreed or the arbitrator agreed
with the majority of the coders 95% of the time. Of the 826 targets, 380 were coded as measuring
function, 285 as measuring form, and 161 as measuring action. A large number of projects contained both
form and function targets, which allows us to examine the average relative difficulty of targets within

projects. Table 1 contains actual examples of targets to illustrate coding choices.

Table 1. Examples of institutional development indicators from study sample

Country | Completion Project Name Indicator Form,
Year Action, or
Result?
Argentina | 2007 Native Forests & Protected Does Argentina regularly update its Action
Areas Project national inventory of forest
resources?
Ghana 2008 Natural Resource Management | Does the Environmental Protection Form
Project Agency maintain regional offices in all

ten regions of Ghana?

Senegal | 2009 Long Term Water Sector Project | What percentage of water produced Function
by Senegalaise des Eaux (SDE) is
unaccounted for?

India 2007 Industrial Pollution Control Does Maharashta have a State Form
Project and Industrial Pollution Pollution Control Board (SPCB)
Prevention Project (PPAR) laboratory?

Guinea 2006 Third Water Supply and What is the billing/production ratio of Function
Sanitation Project the Guinean Water Operation

Company (SEG)?

® In the empirical models of target choice reported in Table 4, we dropped all “action” targets from the dataset as a robustness
check. In no case did the substantive or statistical significance change.
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5. Model and Results: The Political Economy of
Institutional Targets

We hypothesize that World Bank staff and recipient governments should favor function targets when the
rewards for achieving form targets are low. This occurs most often for countries that are not dependent on
flows of aid. In this case, the additional rewards for selecting and achieving function targets are large

relative to form targets.

To indicate the relative difference in the reward for form and function targets, we use four different
operationalizations that are closely tied to World Bank operational rules.® First and second, we use the
project-level and country portfolio-level proportions of funding from the World Bank’s International
Development Association (IDA) versus the International Bank for Reconstruction and Development
(IBRD). Recipient countries gain access to IBRD lending as their income rises and creditworthiness
improves. IDA borrowers tend to have less access to commercial bond markets, and they gain more
rewards for signaling to donors that they have achieved form-based performance targets, which should
make them less likely to choose function targets (Knack et al. 2014). Third, we use GDP per capita in the
year prior to project approval, since richer countries are less likely to be dependent on international
donors than countries with lower levels of income. Countries with higher per capita income often enjoy a
larger and more effective tax base (Knack 2009), which reduces dependence on foreign assistance and
diminishes the payoff for signaling to donor agencies. Fourth, we use the country-income classification of
the World Bank. Countries that enter middle-income status have more access to non-concessional
lending that is not dependent on the achievement of project targets, which should increase the selection

of function targets.

To account for access to alternative sources of revenue, we use the share of GDP from natural resource
rents for each recipient country as a control variable. Natural resources rents provide governments with
an independent revenue stream and might blunt the incentive to signal to donor organizations (Girod and
Tobin 2011). We use a measure developed by Hamilton and Clemens (1999) that sums rents from fuel

and nonfuel natural resources.

To rule out the possibility that low-income countries that depend on concessional financing simply have
fewer institutions in place and need to pursue these targets as precursors to more function, we control for

the the establishment of a national environmental ministry (Aklin and Urpelainen 2014) and an omnibus,

® We chose not to use official development assistance as a percentage of gross national income because of very significant missing
data in our sample and because this total official development assistance is further removed from more proximate measures of
dependence upon concessional finance from the World Bank.
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national environmental law (Longhofer and Schofer 2010).” In neither case does the presence and age of
formal environmental institutions change our estimates about how aid dependence shapes the choice of

targets.®

To ensure that our model of the choice of indicators accounts for country-specific factors and the level of
implementation, we specify a random-effects model where the intercept varies by country and level of
implementation (e.g. municipal, regional, national). We also control for variables that are likely to be
independent from country and implementation level random effects. First, in order to account for the
growing measurement pressures that the “results agenda” may have brought to bear on the World Bank,
we include a count of years since the first year in our sample to account for trends in the selection of
indicators. Second, we expect that projects with an explicitly environmental justification will likely induce
signaling behavior and the choice of easy targets, since they are often less preferred by borrowers and
implemented with less success than projects that are a mix of development and environmental objectives
(Buntaine and Parks 2013). Thus, we use an indicator for whether the Environment Sector Board at the

World Bank was responsible for reviewing the project.9

Our model results support our main hypotheses that poorer, more aid-dependent countries that receive
primarily concessional finance from the World Bank are less likely to choose function targets, even after
controlling for the presence of major public institutions in the environment sector (Table 2). The results are
insensitive to the choice of indicator to measure dependence upon concessional World Bank financing.
The results are also insensitive to controlling for the presence of environmental ministries, or alternatively,
major environmental legislation. The results do not change when adjusting the time frames that define
new or established public institutions in the environment sector. Likewise, the results are insensitive to the

removal of “action” targets from the sample.

Across all of our model specifications, we find that countries with more natural resource rents as a
proportion of GDP are also more likely to choose function targets. We interpret the model results to mean
that countries with more access to alternative sources of non-aid revenue reap fewer rewards for
accepting form-based performance targets that primarily signal performance to donor audiences. Our

prediction study presented below calls this result into question, however.

” These two indicators are closely correlated. Aklin and Urpelainen (2014: APP-6) note that “[tlhe diffusion of environmental
ministries follows a curve that is almost identical to environmental framework laws” (Aklin and Urpelainen 2014: APP-6).

® We thank Evan Schofer for sharing an updated version of the environmental legislation data used in Longhofer and Schofer 2010.

° Sector boards at the World Bank are cross-cutting units, typically made up of managers in a specialized field who have
responsibilities to ensure that projects are designed and managed according to the prevailing knowledge and practice in a given
sector.
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Table 2. Choice of function institutional development targets (at project approval)

DV: Function Target 1 2 3 4
Project IDA proportion -0.78
(0.32)
[0.01]
Portfolio IDA proportion (AY) -0.67
(0.39)
[0.04]
GDP per capita 0.19
($1k @ AY-1) (0.10)
[0.02]
Lower-Middle Income Category 0.77
(0.31)
[0.01]
Upper-Middle Income Category 1.13
(0.51)
[0.01]
Resource Rents / GDP (% @ AY-1) 0.05 0.04 0.05 0.06
(0.02) (0.02) (0.02) (0.02)
[0.01] [0.02] [0.01] [0.01]
New Environmental Ministry (< 5 yrs.) 0.14 0.09 0.20 0.02
(0.34) (0.34) (0.34) (0.34)
Established Environmental Ministry (=6 yrs.) [ 0.10 0.06 0.18 0.10
(0.42) (0.43) (0.43) (0.42)
Approval Year -0.00 -0.00 -0.01 -0.01
(centered linear) (0.00) (0.04) (0.04) (0.04)
Environment Sector Board -1.54 -1.44 -1.49 -1.49

(0.33) (0.33) (0.33) (0.33)

Level R.E. Yes (4) | Yes(4) |Yes(4) |Yes(4)
Country R.E. Yes (85) | Yes (81) | Yes (85) | Yes (85)
Observations 806 801 806 806

Model cells list: Parameter estimate; (Standard Error); [p-value of one-sided z-test]
All models are random-intercept logit fitted by Laplace approximation with levels as indicated

To aid substantive interpretation of our in-sample explanatory models, Figure 3 contains simulation

16



results that display changes to the probability of choosing a function target based on our four
operationalizations of aid dependence. We randomly draw from all the coefficient distributions in each
model to capture total model uncertainty, and then compute pairs of predicted probabilities varying only
the main predictor variable. The top row of Figure 3 shows that changing from a non-concessional IBRD
project or country-level portfolio to a concessional IDA project or portfolio decreases the probability that a
function target will be chosen by approximately 20%. The bottom row of Figure 3 shows that moving from
the 10th to the 90th percentile of per capita income in our sample, or moving from a low-income to a
lower-middle income World Bank country classification increases the probability that a function target will
be chosen by approximately 20%. Each operationalization leads to a finding that countries more
dependent on concessional finance from the World Bank are less likely to choose function targets, even
after controlling for the level of institutionalization in the environment sector. The countries that choose
function targets are least in need of donor-supported institutional development, which helps explain why
institutional results have been disappointing for poor aid recipients. These countries favor easy, shallow,

form-based targets.
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Figure 3. Effect of predictor variables on choosing function target
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6. Validating Models with Out-of-Sample Prediction

To assess whether our models can predict the selection of targets out-of-sample and thus alleviate

concerns that our results hinge on particular modeling assumptions, we collected a new dataset of targets

from 79 World Bank projects approved between 2009 and 2011 that focused on environmental

institutions. To limit our ability to search through model specifications and report only those specifications

that fit our hypotheses, we have not updated the models in the previous section in light of this prediction
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study (see Humphreys et al. 2013)." In total, we extracted and coded 454 institutional targets from
project appraisals using the same procedure reported above. We used each of the four models in Table 4
to predict whether a function target would be chosen in the new sample given the characteristics of the

country, project, and level of implementation.

To validate and assess the predictive power of these models, we calculated Receiver Operator
Characteristic (ROC) plots (see Ward et al. 2010). Because logistic models produce a probability estimate
between 0 and 1 for each observation, a rule to convert these estimates to binary predictions is necessary
to assess the predictive power of a model. ROC plots show the percentage of correctly predicted true
positives against incorrectly predicted false positives along different threshold values that convert
probabilistic predictions into binary predictions. The area under the resulting curve (AUC) will be higher
when more true positives than false positives are predicted at each threshold value, indicating correct
sorting by the model. A model with no predictive power will produce true and false positives at the same
rate at each threshold, resulting in a baseline AUC of 0.5. Predictive results for our four models are
displayed in Figure 4. All four models perform better than random guessing. While these graphs give a
sense of the predictive power of each model as a whole, they do not show which variables add most to

the predictive power.

'° The models presented above do differ slightly from earlier versions of the paper, particularly in terms of the inclusion of control
variables for environmental ministries that measure institutionalization in our study sector. We have not updated these models to
optimize the prediction results below, though as we explain that could actually be done.
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Figure 4. AUC curves for out of sample prediction using the four models
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To assess how each independent variable contributed to predictive power, we constructed partial models
by removing one predictor variable at a time, fitting the model to the in-sample data reported above, and
then predicting the out-of-sample outcome for our second dataset. We then calculated the AUC for each
of these partial models and compared it to the AUC of the full model. We then repeated this process for
the partial model that removed the most predictive variable, resulting in a new set of partial models. We

repeated the process for a third stage (Figure 5).
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Figure 5. Representation of the drop in AUC accompanying the removal of each IV
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Whether the project was routed through the environment sector board is most predictive of the target that
is chosen in all of the models. However, in each of the models the second most predictive set of variables
are our measures of aid dependence and reliance on concessional finance. In each model, these
variables continue to add predictive power even after the environmental sector board is removed from the
model, as displayed in the stage 2 results. No other variables add out-of-sample predictive power. These

results add further support to our theory and show that our results generalize across time periods and are
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not produced by idiosyncratic modeling choices.

Removing access to natural resource rents from the model fit almost always improves predictive power,
indicating that while resource rents may have been statistically significant in our initial sample this effect
does not hold in our new set of data. Our finding about natural resource rents is likely an artifact of our
sample period or model specification reported in Table 4, which illustrates the importance of out-of-
sample procedures for model validation. This result also shows the importance of a pre-commitment to
out-of-sample testing. If we had updated our in-sample results in light of this prediction study, we would
have found that our main variables of theoretical interest add significantly more predictive power in partial
models without access to natural resource rents included as a variable, while our main independent

variables are both significant in-sample and predictive out-of-sample.

6.1 Testing the “Difficulty of Form and Function Target
Achievement” Assumption

A key assumption underpinning our argument is that form targets are easier to achieve and maintain than
function targets. We expect that targets that can be achieved merely by an institution or policy existing
(e.g., a new law, task force, or training program) are easier to achieve and maintain than targets that
require improvement in how well environmental institutions perform their intended goals (e.g. quality of
forest management, reduction in pollution, or reduction in water waste). If this is correct, then the ability of

recipient governments and World Bank staff to act strategically regarding target selection is strong.

In order to test this assumption, we need additional data on whether the targets selected to measure
project success were actually achieved by the projects in our sample and if these achievements persisted
after the project was completed. Baseline and completion values of the targets were often included in the
post project evaluations that were used to initially code the institutional targets. In cases where both
baseline and completion data were available (around 85% of indicators), we computed an ordinal

measure of the progress made towards the target during the project.

To monitor the persistence of institutional development gains beyond the close of projects, we compiled
new target measures from a comprehensive search of official documents, government websites, NGO
reports, and news sources at the beginning of 2013. We used a variety of public news sources, such as
LexisNexis and Google News. In addition, many government agencies issue annual reports on staffing
and appropriations, allowing us to re-measure some targets. Government websites and NGO reports also
offered valuable data. In all cases, we recorded the source and publication date of the re-measured

target. In total we re-measured post-completion data for 347 of our indicators, a success rate of around
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42%.

An initial examination of the descriptive data seems to demonstrate that form targets are easier to achieve
and maintain than function targets (Figure 6). For targets with baseline data in the evaluation documents,
70% of function targets were achieved during project implementation, while 77% of action targets and
76% of form targets were achieved during project implementation. The apparent differences in the
difficulty of maintaining targets following project completion is clearer. Whereas only 59% of function
targets were maintained following project completion, 95% of action targets and 97% of form targets were

maintained following project completion.

Figure 6. Descriptive data on achievement and persistence of different types of targets
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If our results about the strategic choice of targets are correct, however, these descriptive data are likely to
suffer from country-level selection effects. We find that countries that need to signal to donor audiences
are more likely to select form targets. In contrast, countries that have less of a need to signal donor
audiences are more likely to select function targets (Table 4). These selection effects might work in two
directions. Countries with higher levels of aid dependence might have lower capacity and thus be less
likely to achieve and maintain targets of any kind. However, these same countries may have greater

incentives to signal success to donors, making them more likely to achieve and maintain targets.
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Another potential problem with these descriptive data is omitted variable bias. We were not able to collect
data about achievement and persistence for all of the targets in our sample. To interpret regression
results about the relative difficulty of targets in light of missing outcome data, we must make the strong
assumption that the outcome variable is missing at random (MAR) — that missingness does not depend
on the value of the outcome variable conditional on the predictor variables. It may be the case that even
conditional on the predictor variables, indicators that are not achieved or do not persist are less likely to

be observed.

To address both of these potential problems, we developed a set of models to estimate within-project
differences in achievement and persistence between form and function targets. If targets offer a strategic
choice, than we should observe different rates of achievement and persistence even after we hold
countries and projects constant. Fortunately, our sample includes many projects where countries select a
mix of form and function targets. By estimating the effect of target type of the rate of achievement and
persistence from within-project variation, we rule out the possibility that country-level selection effects

drive the results.

Controlling for project-level variation in rates of achievement and persistence has the added advantage
that we are more likely to satisfy the MAR assumption. To satisfy this assumption, we want to control for
all factors that affect missingness. Controlling for project-level variation ensures that our results are not
biased by missingness, to the extent that missingness is fully predicted at the project-level and with other
included control variables. Even more reassuringly, when only the outcome variable is missing in logistic
regression, the parameter estimates (not the intercept) will still be unbiased if the proportional odds
assumption holds, even when the MAR assumption does not (Vach 1994). Note that multiple imputation
would not help, since multiple imputation analysis and complete case analysis converge when
missingness is only in the outcome variable (Snijders and Bosker 1999). By controlling for variation
through project-level fixed and random effects, rather than other independent variables that are subject to
missingness, we remove bias caused by casewise deletion and decrease uncertainty associated with

imputation of missing data.

We specify random-effects and fixed-effects models for both the achievement and persistence of targets
to justify our primary theoretical assumption that there are consistent differences in the difficulty of
achieving and maintaining these targets. Our random-effects model is a hierarchical logistic regression
model with project, country, and implementation level (municipal to national) random effects. The
modeling strategy is a conservative approach to omitted variable bias and case selection bias, since we

seek to account for all of the time-invariant country effects (e.g., statistical capacity), project-specific
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effects (e.g., difficulty of context for project implementation), and implementation level effects (e.g.,

greater difficulty of supervising implementation by municipal agencies) that are independent from target

type.

For both models related to the achievement and persistence of institutional targets, we include one
minimally specified model that includes only the random-effects and the type of target (i.e., “form”,
“action”, “function”) as the main predictor variable. In our second model for both achievement and
persistence, we include an indicator for whether borrower performance was satisfactory during project
implementation, as rated by the World Bank Independent Evaluation Group. In our model of persistence,
we add a variable for the number of years between completion and our re-measurement data, since
targets achieved long ago might be less likely to persist and the gap to re-measurement is not necessarily
a project-specific characteristic. In our second model of target persistence, we also include an indicator
variable for whether the target was achieved during implementation, since this might correspond to

borrower commitment or capacity, but this is not necessarily a project-specific effect.

Our fixed-effects model controls for project-level variation through project indicators. Because fixed-
effects models must include variation on other predictor variables within the fixed-effects indicators, these
models are restricted to a sample of projects where (1) both form and function targets were chosen; and
(2) outcome data on either achievement or persistence exists for at least two targets. Table 2 summarizes
the results. The results justify our main theoretical assumption that form and action targets are easier to

achieve and maintain than function targets, as estimated from within-project variation.
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Table 2. Achievement and persistence of institutional development targets

DV: Achieve | Achieve | Achieve | Persist Persist Persist
Form Indicator 0.41 0.43 1.06 3.03 3.04 3.86
(0.28) (0.28) (0.55) (0.51) (0.59) (1.42)
[0.07] [0.06] [0.03] [0.00] [0.00] [0.00]
Action Indicator 0.35 0.40 0.89 2.55 2.60 4.18
(0.32) (0.32) (0.60) (0.56) (0.59) (1.95)
[0.13] [0.10] [0.07] [0.00] [0.00] [0.02]
Satisfactory Borrower 0.43 -0.53
(0.29) (0.50)
Gap to Remeasure 0.11
(0.08)
Achievement -0.04
(0.49)
Project R.E. R.E. F.E. R.E. R.E. F.E.
(208) (204) (81) (147) (126) (39)
Country R.E. R.E. R.E. R.E.
(80) (80) (73) (66)
Level R.E. R.E. R.E. R.E.
(4) (4) (4) (4)
Observations 653 645 345 339 281 132
Deviance Reduction w/ Estimated | 0.01 0.01 0.02 0.18 0.18 0.26

Parameters

Model cells list: Parameter estimate; (Standard Error); [p-value of one-sided z-test]

To aid substantive interpretation of these models, we display first difference simulations for the increase

in probability of achieving and then maintaining a form target versus a function target for the hypothetical

average project and country based on our models (Figure 7). We do not find implementation level effects

in our models. We take 1000 draws from the distributions of model coefficients, including average random

effect levels for project and country, and then vary only whether the hypothetical target measured a

function or a form. These simulations show that on average choosing a form target for a municipal project

increases the probability of achievement from 73% to 79% and increases the probability of maintaining

the target from 59% to 96%. Thus, the choice of targets, even within the confines of specific projects that

are more or less challenging to implement, might serve as an important strategic choice for both recipient

governments and World Bank staff.
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Figure 7. The effect of target choice on achievement and persistence of institutional
developments
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7. Conclusion

Previous research suggests that a focus on form rather than on function is at least partially responsible for
the mixed success of donor-financed projects that promote institutional development. The temptation to
rely on form-based measures of success is strong for both donor agency staff and developing country
officials because form targets are significantly easier to achieve and maintain than indicators that

measure institutional function.

In this paper we take this argument further, outlining a theory of target selection with explicit predictions
about when form-based targets are most likely to be selected based on a strategic interaction between
external donors and developing countries. In particular, we expect that countries dependent on the World
Bank for concessional financing are the most likely to choose form targets. The results from our in-sample
explanatory and out-of-sample predictive models provide strong support for this conclusion. We find that

countries with lower levels of reliance on concessional development finance are more likely to choose
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function targets. Overall, these findings suggest that the selection of targets is a strategic decision made
by donor agency staff and its developing country counterparts. This strategic logic leads the recipient
countries most in need of institutional development to select easy form targets that can crowd out deeper,

function-based reforms.

These findings call into question the conventional wisdom that building stronger monitoring procedures for
aid projects will necessarily improve the impact of development assistance. While project success rates at
the World Bank have apparently increased since the 1980s (Sud and Olmstead-Rumsey 2012), our
findings suggest that it is not enough to measure performance vis-a-vis targets; monitoring and evaluation
should place greater emphasis on measuring de facto institutional function."” To be clear, we are not
arguing that the “results agenda” being promoted and pursued by aid agencies and development banks is
fundamentally misguided. The need for more effective measurement of development results is both
compelling and overdue. However, the ability to choose different types of performance targets, even
within organizations that prioritize accountability and measurable results, can set in motion the strategic

logic between developing countries and development organizations as described in this article.

This article also calls to attention the fact that donor agencies and development banks are urgently in
need of better methods to track the persistence of institutional improvements supported by their projects
and programs. The data necessary to examine how specific donor-supported institutions fare in the
medium- to long-term simply do not exist in most cases.'? As such, donor organizations trying to evaluate
post-project impacts are forced to guess about the conditions that support sustainability after project

completion.

We have attempted to overcome this knowledge barrier by (a) introducing a new method for evaluating
the long-run institutional development effects of aid projects; and (b) updating hundreds of indicators of
institutional development that were previously measured in ex-post evaluations of donor projects. We
hope that this methodological contribution will stir discussion and debate about how success is defined
and how the long-run institutional developments of externally financed projects and programs should be
monitored and evaluated. The absence of good project- and program-specific institutional development
data has also limited what researchers can say about how donor agencies, international organizations,
and other external actors can most effectively support developing countries in their efforts to build

functional government agencies. The fact that scholars analyze broad indices of institutional quality

" Notwithstanding recent progress at the World Bank to produce core indicators that more effectively measure project success,
many of these indicators still measure institutional forms and actions that are several steps removed from improved institutional
function.

"2 In an initial search of post-project evaluations completed by all OECD Development Assistance Committee members, we found
that only the Japan International Cooperation Agency (JICA) has a program in place to monitor the impacts of its projects following
completion.
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instead of the project-level institutional development outcomes targeted by donors limits the way research

can inform decisions (Knack et al. 2003; Chauvet and Collier 2008).

Three additional policy implications logically follow from our findings. First, in the same way that donors
exercise due diligence during project appraisal to address social, environmental, and fiduciary risks, our
findings suggest that donors need to put in place measures that detect, combat, and deter isomorphic
mimicry and opportunistic behavior geared towards maintaining stable access to aid. They also need to
confront internal organizational incentives for staff to collude with their government counterparts in

developing countries.

Second, given that the "results agenda" has been taken up by a large number of bilateral and multilateral
donors, the efforts of any one donor to confront this issue will likely be inadequate. The prospect of "forum
shopping" points to the need for donors to coordinate on setting targets that provide appropriate

incentives (Bourguignon and Platteau forthcoming).

Third, pay-for-performance aid delivery schemes may very well provide decision-makers in developing
countries with the policy autonomy and maneuverability that they need to “crawl the design space”
(Pritchett al. 2012) in pursuit of difficult-to-identify solutions that are fit for local purpose (Natsios 2010;
Sjostedt 2013; Perakis and Savedoff 2015). However, the success of such arrangements hinges critically
on the availability of sound performance measures. Institutional development is essential for a strong,
endogenously functional state that is capable of providing public services without continued external
support, but we may not see substantial improvements unless or until better measures of institutional

function are developed.

Our results also have important implications for research in international relations, more generally. We
have shown that international development organizations can create important incentives that steer the
development of domestic institutions, even when this occurs inadvertently through the specification of
performance targets. In attempting to support institutional development, international actors must carefully
consider the strategic logic they set in place through contracting with developing country governments
(Marcoux and Urpelainen 2012; Helmke and McLean 2014; Bayer et al. forthcoming; McLean
forthcoming). As has been shown at the domestic level with regard to legislative targets and public
administration (e.g., Boyne and Chen 2007; Keldman and Friedman 2009), our results highlight how
external actors can likewise focus attention and effort on certain types of reforms for the countries most

dependent on concessional finance.

As the set of core indicators used to measure the success of development projects is codified and
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expanded, indicators that measure institutional function, but leave open multiple pathways to this
outcome, should be prioritized. Additionally, donors should generally favor customized indicators of
institutional function over those that can be standardized across projects and countries and are more
likely to measure institutional form or action. If aid agencies and development banks are serious about
building strong and effective institutions in the countries where they work, they ought to select targets that
more effectively measure whether public sector institutions are capable of discharging their core

functions.
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