Morten Welde and Heidi Bull-Berg

Perverse incentives
and counterproductive
investments
Public funding without liabilities for
the recipients
Concept report no. 40

concept

concept

Knut Samset, Gro Holst Volden,

concept

Knut Samset, Gro Holst Volden,
Morten Welde and Heidi Bull-Berg

Perverse incentives and
counterproductive
investments
Public funding without liabilities
for the recipients
Concept report no. 40

© Concept Research Programme 2014
Concept report no. 40

Perverse incentives and counterproductive investments
Public funding without liabilities for the recipients
English summary
Knut Samset
Gro Holst Volden
Morten Welde
Heidi Bull-Berg

Original title: Mot sin hensikt. Perverse insentiver - om offentlige investeringsprosjekter som
ikke forplikter. For the full report in Norwegian, see Concept website
www.concept.ntnu.no/publikasjoner/rapportserie
ISSN: 0803-9763 (paper version)
ISSN: 0804-5585 (web version)
ISBN: 978-82-93253-33-4 (paper version)
ISBN: 978-82-93253-34-1 (web version)

Date:

15 May 2014

Publisher:

Concept Research Programme
Norwegian University of Science and Technology
7491 NTNU – Trondheim
Norway
www.concept.ntnu.no

Responsibility for the information in the reports produced on behalf of the Concept Research
Programme is on the commissioned party. Views and conclusions is on account of the authors and
not necessarily identical to the views of the Concept Research Programme. All contributions are
reviewed in a peer review process.

2

Background
Whoever shall give a gift should make sure that it is something the recipient need.
Or something he himself would use the money to acquire. The State often appears
as generous donor on behalf of taxpayers to finance projects that will benefit
specific target groups. Many of these are successful precisely because they meet
specific needs. But there are exceptions, usually in cases where there is no genuine
need for the project. A useful indication up front whether a project will succeed or
not is therefore the willingness of recipients to pay for the project or services
provided.
The extent to which the parties involved in or affected by public investment
projects need to contribute to the investment or operating costs varies. It is
commonly assumed that if an investment entails obligations for the parties, they
will have an incentive to ensure that the project that provides optimal benefits for
them is selected, and also that investment and operating costs are realistic in
relation to the benefits expected. In some cases, therefore, it is considered
necessary to ensure binding involvement of private actors in public projects, or a
reasonable share of investments by local communities in projects funded by the
State. If a project does not entail obligations for the parties, there is no incentive to
go for the most cost-effective alternative that provides the greatest benefits, but
perhaps something entirely different. In such cases, so called perverse incentives may
arise. In a previous Concept-study on front-end management of major public
investment projects (Whist and Christensen, 2011) this was found to be the case in
five out of the 23 projects that were analyzed.

The study
This study explores the phenomenon of perverse incentives in a sample of nine
projects that were selected precisely to illustrate how these might occur, what the
causes and consequences might be, and what could be done to avoid it.
There is much literature on incentive problems in economic literature, but less so
about what is here termed perverse incentives. The pivotal study in this field
concerns Swedish funded investment projects (Ostrom 2001) where the
phenomenon is linked to gifts or transfers that occur in such a large scale from
donor to recipient countries that one could talk about the emergence of a gift
economy in the recipient country. Under a continuous pressure to transfer large
sums of development aid, it is hardly possible for an aid administration with
limited capacity to identify meaningful purposes and good projects all along. On
the recipient side, there is a willingness to initiate most types of projects that the
donor country is willing to finance, because the value of currency transferred is
greater than the value of the local resources allocated to the projects. Thus
perverse incentives can arise and result in unsuccessful projects, waste of public
funds, and adverse side effects of the investments, such as corruption.
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The problem is identified in the report as follows: (1) there is no clearly expressed
need at the recipient end, (2) they have limited control of the resources made
available, (3) there are no financial obligations for the recipients, and (4) the
recipients are not included as a real party in the negotiations of priorities and use
of aid.
This study takes a closer look at one aid project, which serves as a reference case
to demonstrate how wrong things can go under such circumstances. It proceeds by
looking more closely at eight publicly funded projects in Norway, by considering
the actors and their roles and preferences, to get a picture of the extent to which
perverse incentives have occurred or not. Based on a theoretical framework, the
study looks further at information flows at the one hand, and motivation by the
involved parties on the other, both at state-, regional-, district-, and user level.
The study shows that half of the Norwegian projects scored very poorly with
regards to the extent to which they bring benefit to the recipients and society. Two
projects were at par with the reference project from the aid sector, or the worstcase example. The projects with the lowest scores on utility had one thing in
common; they were all the result of public investments without liability for the
recipients. The two projects that scored highest on utility, however, were both
realized with some form of equity financing.
This study of only a very limited number of projects shows good correlation
between the extent to which projects provide benefits to the recipient and society
on the one hand, and the terms for financing on the other side. Clearly,
information asymmetry in all projects were observed, but also failure of motivation
caused by conflicting interests between parties at different levels from the users to
the state level. However, there were no clear common patterns that applied to all
projects, which emphasizes that projects are complex phenomena and therefore
unique, making it difficult to draw common lessons that could be generally
applicable to other projects.

Some findings and conclusions
What these projects have in common, apart from being fully funded with little or
no financial obligations for the recipient, is the following:
1) In most cases, recipients in local communities were heavily involved
in the initiation, design, planning, etc. of the projects, but not in
project execution.
2) Preconditions for state funding is believed to have created perverse
incentives at different levels and resulted in conceptual solutions that
would not have been prioritized had the recipient been required to
contribute to the funding.
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3) It is a clear tendency that projects are being supersized and costs
inflated during the front-end phase because it is free of charge.
4) Early cost estimates by the initiating party is consistently unrealistically
low, and there are indications that this is done deliberately to increase
the probability that the project be funded. Similarly benefits for both
the users and society are overestimated.
5) This can be done without the donor being aware of it because of
information asymmetry. The donor tends to have great confidence in
information provided by local and regional authorities and therefore
sees no need for further investigation regarding anticipated needs,
benefits or costs.
6)

In many cases, the projects are very expensive as compared to the
budget, but that does not necessarily mean that cost efficiency is
unacceptably low, it may also be due to the budget being
unrealistically low.

7) Perverse incentives can also arise where key politicians and other
stakeholders at the donor side either have their own agenda (such as
campaigning) or their loyalty with the recipient rather than the donor
(society).
8) The projects will often not have the utility or effect anticipated
beforehand. In some cases to such an extent that the project was
complete failure seen in retrospect. A different conceptual solution or
no investment at all, could probably result in more cost- and resulteffective solutions to the problems at hand.
9) Internal funding at the receiving end may seem to have helped avoid
perverse incentives to arise. The sample in this study, however, is too
small for this to be determined with any certainty.

Countermeasures
This study suggests that there are two main types of measures that could be used
to avoid problems of perverse incentives, in a context where state funding is
provided as “gifts”. In line with the theoretical model applied in this study, the
main issues would be to try solving the problems of motivation on the one hand
and/or information on the other.
The first is an issue of reducing conflicts of interests between donor and recipient.
The most obvious solution for the state would not giving a gift, but leave it to the
regional/district authorities to provide for themselves. When the government
wants to subsidize certain types of investments locally, for instance where solvency
is not present, then it is a political question, which may be legitimate even in cases
where the project is not economically viable seen from a national perspective.
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There are ways to avoid that communities and local authorities themselves can
define the needs, requirements and solutions to a given problem without similarly
having to deal with the issue of costs in a binding manner. Measures must be about
making recipients accountable, financially or otherwise to a greater or lesser
degree. Keywords may be co-financing, risk taking or providing frame allocations.
The other main type of action is about reducing information asymmetry. Again, it
may be fully legitimate for the state to favor certain communities or groups of
users based on political justification. The main issue must be to ensure that the
state has the right type of information to make decisions. Typical measures would
be to control the information that will constitute the basis for decision. By doing
so, one can also indirectly reduce the motivation problem, because it becomes less
attractive to try to present incomplete or inaccurate information. The introduction
of the Norwegian government’s project model is such a measure, where the
project proposals are being subjected to external quality assurance. However, this
only applies to the largest public investment projects. The need for special
measures to ensure the quality of decision bases seems to be needed and could be
justified also in other levels of government.
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