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Abstract Since the 1990s, the funding of multilateral development assistance has
rapidly transformed. Donors increasingly constrain the discretion of international de-
velopment organizations (IDOs) through earmarked funding, which limits the purposes
for which a donor’s funds can be used. The consequences of this development for IDOs’
operational performance are insufficiently understood. We hypothesize that increases in
administrative burdens due to earmarked funding reduce the performance of IDO
projects. The additional reporting required of IDOs by earmarked funds, while designed
to enhance accountability, ultimately increases IDOs’ supervision costs and weakens their
performance. We first test these hypotheses with data on project costs and performance of
World Bank projects using both ordinary-least-squares and instrumental-variable analyses.
We then probe the generalizability of those findings to other organizations by extending
our analysis to four other IDOs: the African Development Bank (AfDB), Asian
Development Bank (ADB), Caribbean Development Bank (CDB), and International
Fund for Agricultural Development (IFAD). Using data on the performance of 7,571
projects approved between 1990 and 2020, we find that earmarked funding undermines
both cost-effectiveness and project performance across IDOs. Donors seeking value for
money may consider allocating more money to core funds rather than to earmarked funds.

The financing of international development organizations (IDOs) has changed
remarkably since the end of the Cold War. Instead of giving aid bilaterally or multi-
laterally, donors increasingly resort to earmarked funding—‘voluntary external
assistance from donors for a multilateral agency, which is supplementary to core
membership contributions and which is earmarked for specific purposes.”! Donors
earmark funding for policy areas, regions, countries, or individual projects. The prac-
tice has taken the international development world by storm. The share of earmarked
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funding increased from almost none to more than 50 percent of IDO resources
between 1990 and 2020.% Despite this trend, studies on the consequences of earmark-
ing for the performance of IDO operations remain scarce. Therefore, we ask: to what
extent does earmarked funding affect IDO performance?

Scholars differ on this issue. Principal-agent theorists have long argued that insuffi-
cient donor control over agencies can allow agency slack and slippage.? In this view,
principals need to use control mechanisms to ensure that agents perform their tasks in
accordance with their mandate. However, empirical studies indicate that donor control
can be detrimental to IDO performance. IDOs that allow more donor influence score
lower on independent evaluations of their performance,* and donor control has been
linked to an inability to adapt development assistance to fragile contexts.” We use
the rise of earmarked funding to revisit this debate by comparing IDO performance
in earmarked projects (with more donor control) to core-funded projects (with less
donor control). Our study ultimately contributes to the broader discussion of inter-
national organizations’ autonomy versus control by their member-state principals.

Donors’ aid allocation decisions are always subject to trade-offs.® One such trade-
off is between the need to justify funding priorities to constituencies and the wish to
maximize effectiveness.” By delegating to IDOs, donors gain from IDOs’ specialized
workforces.® Yet, donors surrender control over how their money is spent under the
traditional regime of (unearmarked) core contributions. In an attempt to resolve this
trade-off, and as political differences between donors grew in recent decades, donors
began prioritizing earmarked funding.® Earmarking allows donors to reap the delega-
tion gains without losing control. By specifying the costs and benefits associated with
the growth of earmarking, our study may inform decisions on how donors spend bil-
lions of dollars to target critical global cooperation problems like climate change,
pandemics, poverty, or malnutrition.

We argue that earmarked funding weakens IDO performance and decreases cost-
effectiveness because it increases IDOs’ administrative burden. Earmarking increases
the time that staff need to spend raising funds, maintaining donor relations, and
reporting back to donors—cannibalizing resources for engaging with emerging
on-the-ground problems during the design and implementation of development
projects.'® Therefore, we expect that on average, IDOs perform worse in earmarked
projects and that these projects are more costly.

2. Authors’ calculations based on OECD 2022.
3. Hawkins et al. 2006; Nielson and Tierney 2003; Vaubel 2006.
4. Lall 2017.
5. Honig 2019.
6. Michaelowa, Reinsberg, and Schneider 2018; Milner and Tingley 2013; Reinsberg, Michaelowa, and
Knack 2017.
7. See Bayram and Graham 2022 for the former, and Dietrich, Reinsberg, and Steinwand 2022 for the
latter.
8. Hawkins et al. 2006.
9. Eichenauer and Hug 2018; Graham 2017.
10. Reinsberg 2016; Schmid, Reitzenstein, and Hall 2021.
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We test our hypotheses on a sample of 7,571 projects approved by five IDOs—the
African Development Bank (AfDB), Asian Development Bank (ADB), Caribbean
Development Bank (CDB), International Fund for Agricultural Development
(IFAD), and World Bank—in over 150 countries from 1990 to 2020. We find that,
all else equal, earmarked projects perform worse than comparable core-funded pro-
jects. These performance losses imply a drain on resources. Donors and IDOs must
invest more money in earmarked projects to achieve the same level of performance
as in core-funded projects.

The Performance-Control Trade-Off in International Development
Organizations

Our focus in this research note is the performance of IDO projects. The literature on
international organizations has converged on two central dimensions of performance:
process and outcome.!! The process dimension emphasizes the “ability of the organ-
ization to mobilize resources and make internal operations more efficient,” and the
outcome dimension highlights “an organization’s ability to achieve agreed-upon
objectives.”!?

By delegating to IDOs, aid donors can increase performance on both dimensions
compared to allocating development assistance bilaterally.'> The most important
benefit is specialization.'* As Hawkins and colleagues argue, “without some gains
from specialization, there is little reason to delegate anything to anybody.”!3
Development assistance necessitates managing and supervising complex projects
run in different country contexts and sectors. For example, typical World Bank pro-
jects range from large-scale expansion of primary education in the Democratic
Republic of the Congo to financing filtering technology to desulfurize Chinese
coal power plants.'® Successful implementation of such varied projects requires
vastly different knowledge about recipient countries, beneficiaries, and sectoral
policy approaches.!” To this end, IDOs employ thousands of staff who monitor de-
velopments in recipient countries and provide expertise on specific policy areas.
This workforce gives donors access to specialized information on recipient countries, '3
allows IDOs to monitor implementation better,' and increases their ability to cope with
complex problems during implementation.?°

11. Gutner and Thompson 2010; Lall 2017.

12. Gutner and Thompson 2010, 231.

13. Milner 2006; Milner and Tingley 2013; Rodrik 1996.
14. Hawkins et al. 2006; Martin 2006; Rodrik 1996.

15. Hawkins et al. 2006, 13.

16. World Bank 2018, 2020a.

17. Heinzel 2022.

18. Martin 2006.

19. Abbott and Snidal 1998.

20. Honig 2019.
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In contrast, bilateral agencies in donor countries often do not have such sectoral or
country-specific expertise without cooperating with IDOs. Large investments in staff
training and retention are necessary to maintain a sizeable bureaucracy with skills on
diverse countries and policy issues. Competing for a limited talent pool and maintain-
ing such staffing would use up donor resources that could otherwise be spent on
development assistance or domestic priorities.?! By pooling resources with and
through IDOs, donors can increase the cost-effectiveness of their development assist-
ance in comparison to strictly bilateral efforts.

These arguments imply that delegation to IDOs reduces costs and increases per-
formance for donors. However, delegation also reduces donors’ ability to attain
their short-term political objectives and priorities in favor of more technocratic deci-
sions made by IDO staff based on problem severity, country need, and the likelihood
of successful implementation.?? IDO agents have substantial discretion in spending
donor money for three reasons: delegation contracts, multiple principals, and infor-
mational advantages.

First, delegation contracts allow considerable discretion for agents, which is neces-
sary to reap the gains from delegation.?? Delegation includes a “conditional grant of
authority” from the principals to the agent.>* Donors condition this authority through
control mechanisms designed to limit slippage (minimizing efforts on principals’
behalf) and shirking (biasing policy away from the collective interests of the princi-
pals).?> In doing so, donors need to strike a balance where control mechanisms con-
strain discretion enough to prevent slack, but do not undermine problem solving.2®

Second, donors pool their resources with other donors to share burdens. IDOs thus
face multiple donor principals.?’” When principals’ preferences diverge, member
states find it harder to exercise collective control on IDO agents, which give the
IDO more autonomy to possibly bias policy away from donor preferences.?®
Agents gain discretion because donors might not agree on disciplining the agent.

Third, the informational advantages IDOs gain from specialization allow them to
prime donors in line with IDO preferences. Verifying the information provided by
IDOs is difficult or costly: “It is often impossible for state representatives to have
the necessary expertise to craft complex, effective programs in a timely fashion.
Thus, states rely heavily on staff memos and proposals.”?® Principals’ reliance on

21. We do not imply that donors do not also invest in their own bureaucracies. Many donors maintain
large aid agencies and have found alternative ways to outsource costs by delegating implementation to
NGOs. Dietrich 2016. But these are comparatively costly efforts, which highlights the performance
gains that can be made through delegation.

22. Abbott et al. 2019; Copelovitch 2010; Rodrik 1996.

23. Cortell and Peterson 2021; Hawkins et al. 2006; Nielson and Tierney 2003; Nielson, Tierney, and
Weaver 2006.

24. Hooghe and Marks 2015, 307.

25. Hawkins et al. 2006.

26. Honig 2019.

27. Nielson and Tierney 2003.

28. Copelovitch 2010; Nielson and Tierney 2003; Schneider and Tobin 2013.

29. Martin 2006, 145.
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agents’ information allows agents to selectively emphasize certain information,
leading to decisions closer to agent preferences.

Donors cede control over how their money is spent in IDOs compared to bilateral
aid. While powerful donors retain privileged access to IDOs due to outside options or
institutional privileges,® they often limit interventions to setting broad policy
agendas, leaving the day-to-day decision making to technocratic bodies.3! They dele-
gate more to agents that share their preferences, maximizing the possibility that their
money is spent in accordance with their spending priorities,??> while also retaining
sizeable bilateral aid portfolios that allow them to allocate development assistance
to countries and issue areas that are at the core of their political or economic inter-
ests.? Nevertheless, to reap the benefits from delegation, donors traditionally
accept that IDOs will spend donors” money as IDOs see fit.

However, the shift toward earmarked financing of IDOs over the last thirty years
has changed this dynamic, reshaping the performance—control trade-off as donors
seek to limit the incurred costs of delegating to IDOs. The following section develops
this point more systematically by discussing the rise of earmarked funding and
hypothesizing its consequences for the ability of IDOs to effectively deliver develop-
ment assistance.

Control Despite Delegation: The Performance—Control Trade-Off
in Earmarked Funding

While earmarking was almost nonexistent in 1990, it skyrocketed to approximately
50 percent of IDO funding by 2020. Almost all IDOs run projects that are partially
funded by earmarked contributions. While core funding remained largely stable,
increases in IDO resources since 1990 have been driven by earmarked funding
(Figure 1).3* That is, earmarked funds mainly add to core funding rather than
replacing it. A major implication is that such donor practices reshape the perform-
ance—control trade-off for donors delegating to IDOs.

The rapid expansion of earmarked funding was driven by donor and IDO-specific
factors.3> Donors increased earmarked funding as a result of three trends emerging
after the end of the Cold War. First, following the dissolution of the Soviet Union,
donors were liberated from geopolitical constraints. Coupled with recessions in
many donor countries and related pressures on aid budgets, donors became more
assertive in pursuing their own development policy preferences. The increasing

30. Clark and Dolan 2021; Vreeland 2019.

31. Stone 2011.

32. Schneider and Tobin 2016.

33. Bermeo 2017.

34. Eichenauer and Reinsberg 2017.

35. Reinsberg, Michaelowa, and Eichenauer 2015.
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Notes: OECD Development Assistance Committee member state contributions to international
organizations with implementing capacity in constant billion USD. Darker bars are core contributions;
lighter bars are earmarked contributions. Outflows of pass-through multilaterals without
implementation capacity like the Global Fund, the GAVI Alliance, and the Global Environment
Facility to these implementing organizations were counted as earmarked flows, not as multilateral core
contributions, because these funds are still earmarked for the implementing organizations, who have
less control over how they are used. Calculations based on OECD 2022.

FIGURE 1. The rise of earmarked development assistance between 1990 and 2020

preference heterogeneity of donors made it more difficult to expand IDO mandates
supported through core funding. Donor preference heterogeneity further increased
with the ascent of China.3® Increasing political differences among principals meant
that they were incentivized to prioritize earmarked funding to assert their preferences
and design funding rules that safeguard their power.3’

Second, the transformation of political objectives in foreign aid increased the
diversity of donors’ spending priorities. While foreign aid had long addressed de-
velopment needs and supported the commercial interests of donor countries,
additional motives emerged, such as supporting democracy and human rights,33

36. Cormier 2022.
37. Graham and Serdaru 2020.
38. Scott and Steele 2011; von Borzyskowski 2019.
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averting migration from crisis hot spots,>® and providing global public goods.*® An
expanded agenda further reified donor preference heterogeneity over time.

Third, donor governments have come under increased scrutiny from domestic
actors, including parliaments, auditors, and independent evaluators. Governments
have passed on these accountability pressures to their multilateral agents by requiring
detailed financial accountability and results reporting.*! While core funding blends
contributions so that use of specific funds can no longer be tracked, earmarked
funding allows donors to claim results supported through their individual
contributions.

For their part, IDOs were eager to capitalize on emerging funding opportunities
because the proliferation of IDOs outpaced aid budgets, intensifying competition
for funds among IDOs. Most IDOs, especially those in the UN system, traditionally
lacked resources. When donors cut funding, for example, in the 1990s, IDOs needed
to look beyond core funding to ensure they could continue their operations. IDOs
were keen to capitalize on newly emerging sources of funding, like philanthropic
foundations, and they set up trust funds for such purposes.*?

Ultimately, the expansion of earmarked funding reflects donor strategies for
achieving delegation gains while minimizing loss of control. Earmarking allows
donors to take advantage of the specialization gains associated with delegation,
without relinquishing control over what their funds are used for.*> Donors can take
advantage of IDO staff expertise, their bargaining power, and their in-country net-
works to increase aid performance, while retaining control over spending priorities
by micromanaging the country and issue-area focus of projects.** Earmarking
allows donors to ensure that their money is spent according to their preferences,
despite delegation.

However, to maintain control despite delegation, donors must earmark funds with
additional control mechanisms that ensure IDOs use the money in line with the
donor’s priorities and do not engage in agency slack.*> For example, donors can
require regular reporting, additional evaluation procedures, or specific operational
obligations. These requirements add to other control mechanisms, like board
approval,*® screening and selection of leadership,*’ transparency requirements,* or
inspection panels.*® As a result, IDO staff using earmarked funds have less leeway
in adapting projects to realities on the ground and have a larger administrative

39. Bermeo 2017.

40. Kaul, Grunberg, and Stern 1999; Michaelowa and Namhata 2022.
41. Dietrich, Reinsberg, and Steinwand 2022.

42. Conceigao-Heldt and Dorfler 2021; Seitz and Martens 2017.
43. Bayram and Graham 2017.

44. Eichenauer and Reinsberg 2017; Graham and Serdaru 2020.
45. Patz and Goetz 2019; Schmid, Reitzenstein, and Hall 2021.
46. Martinez-Diaz 2009.

47. Hall and Woods 2018.

48. Honig, Lall, and Parks 2022.

49. Zvobgo and Graham 2020.
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burden. The benefits of specialization diminish as fewer decisions are up to the
agent.>?

Hence, we expect IDO performance to decrease in earmarked projects compared to
core-funded projects. Moreover, the additional administrative procedures required
through earmarking increase the amount of time that staff need to spend on super-
vision of individual projects. Such additional staff time should increase the costs
of these projects. Therefore, we also expect that trust-funded projects should be
more expensive to supervise than comparable core-funded projects. Thus, our two
hypotheses are:

HI: Earmarking decreases IDO performance in development projects.

H2: Earmarking increases the supervision costs of development projects.

Research Design

To test our hypotheses, we use data on 7,571 projects implemented between 1990 and
2020 by five IDOs: AfDB, ADB, DDB, IFAD, and the World Bank. We focus on
1990 to 2020 because earmarked projects rarely existed before then. Our unit of an-
alysis is the individual project. We proceed in two steps. First, we test the hypotheses
using detailed data on earmarking, performance, and supervision costs in World Bank
projects. Second, we probe whether our findings plausibly generalize by extending
our analysis to the other four IDOs.

Dependent Variables

We use three dependent variables: World Bank performance, IDO performance more gen-
erally, and World Bank cost-effectiveness. The first is a performance measure based on
internal World Bank project evaluations. An emerging literature on aid effectiveness
uses World Bank staff’s own project evaluations to compare the performance of develop-
ment projects.>! This allows us to observe whether earmarked funding is associated with
changes in World Bank performance as judged by the organization’s Independent
Evaluation Group. One limitation of this approach is that we cannot make objective judg-
ments of World Bank performance, and other actors might have different assessments.
Nevertheless, by exploiting variation across projects of the same IDO, we can learn
whether performance changes due to the rise in earmarking relative to other projects.
Available ratings indicate performance in one of three categories: whether projects
achieved their stated objectives;>> whether recipients followed their obligations as

50. Hawkins et al. 2006, 25; Winters 2019.
51. Denizer, Kaufmann, and Kraay 2013; Honig, Lall, and Parks 2022; Kilby and Michaelowa 2019.
52. Dreher et al. 2013; Honig, Lall, and Parks 2022; Kilby and Michaelowa 2019.
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specified in the aid agreement;>3 and whether the World Bank performed its functions
effectively.>* Because we are interested in organizational performance (rather than
aid effectiveness or recipient performance), we draw on that third category to identify
the quality of the project team’s work in the project. Ratings range from 1 (very unsat-
isfactory) to 6 (very satisfactory).

Later, we rely on evaluations from four additional IDOs that focus on how well
they performed, in the eyes of IDO evaluators, on two dimensions: the design of
the project and implementation supervision. Projects were rated on a scale of 1
(very unsatisfactory) to 6 (very satisfactory) for IFAD, 1 to 4 for AfDB and ADB,
and 1 to 5 for CDB. Our IDO performance variable uses a rescaled version of
these ratings to harmonize them on a common scale from 1 to 6.5

Our third dependent variable focuses on the cost-effectiveness of World Bank pro-
jects. The World Bank may be aware of increasing administrative burdens and might
allocate more money and staff time to mitigate them. We need to account for this
factor to appreciate the consequences of earmarking. To observe changes in cost-
effectiveness, we draw on data recently acquired by Honig and colleagues via an
Access to Information request.>® The data, collected through regular internal pro-
cesses that monitor project expenses, report the supervision costs (in thousands of
USD) for 3,086 projects approved between 1990 and 2015.

Independent Variables

We use two main independent variables to understand the consequences of earmark-
ing. The first measures earmarking at the project level. To identify earmarked World
Bank projects, we draw on information about funders of individual projects in the
World Bank’s documents and reports database.>’ Specifically, we rely on the
project-level trust-fund contributions included in Bank document metadata. Our
interviews with Bank staff indicate that these data are the most comprehensive
way to identify earmarked projects at the Bank.>® For other IDOs, we rely on
International Aid Transparency Initiative disclosure of project-level funding
sources (AfDB), data disclosed as part of project evaluations (ADB and IFAD),
and publicly available reports on individual project funding (CDB). This allows us
to identify the funding sources of 7,571 IDO projects. We construct a binary
measure coded 1 if a project was at least partly funded by earmarked contributions,
and O otherwise.

53. Girod and Tobin 2016.

54. Heinzel 2022; Smets, Knack, and Molenaers 2013.

55. Honig 2019; Honig, Lall, and Parks 2022. Following Honig, Lall, and Parks 2022, the rating was
multiplied by 1.5 for AfDB and ADB and by 1.2 for CDB.

56. Honig, Lall, and Parks 2022.

57. World Bank 2022.

58. Interview with a World Bank data expert.
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TABLE 1. Earmarked funding and World Bank performance

(1) (2) 3) (4)

OLS OLS 2SLS 2SLS
EARMARKED PROJECT -0.0731* —0.0662* —0.4546* —0.4710%*
(0.0332) (0.0334) (0.1951) (0.2084)
PROJECT AMOUNT (log) 0.0210* -0.0065
(0.0101) (0.0112)
PILOT PROJECT 0.0789 0.0834
(0.1878) (0.1863)
PERFORMANCE LENDING INSTRUMENT 0.4173%%* 0.4215%%*
(0.0562) (0.0557)
Country fixed effects Yes Yes Yes Yes
Sector fixed effects Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes
Observations 6,246 6,246 6,219 6,219
R 0.118 0.119

Notes: Country-year clustered standard errors in parentheses; *p < .05; ***p < .001.

Empirical Analysis of the Consequences of Earmarking

We estimate ordinary-least-squares (OLS) and instrumental-variable regressions that
identify differences between earmarked projects and core-funded projects in each
IDO. The models include country, sector, and year fixed effects to control for unob-
served differences at these levels. Standard errors are clustered at the country-year
level to correct for correlated errors.

First, we analyze how earmarked funding through trust funds affects the perform-
ance of the World Bank (Table 1). In model 1, we include our main independent vari-
able (EARMARKED PROJECTS), as well as country, sector, and year fixed effects.>® Sector
fixed effects are essential as earmarked projects are distributed across sectors differ-
ently from core-funded projects— more earmarked projects seem to go to sectors like
agriculture, health, education, and water. We illustrate allocation patterns of ear-
marked and core-funded projects across sectors, regions, and income groups in the
online appendix (Figures A1-A3).

Model 2 includes two control variables: the (logged) project size in US dollars, and
a dummy indicating whether this project was a pilot. We control for project size
because earmarking increases project budgets and larger projects are harder to super-
vise. Meanwhile, earmarked projects are sometimes used as pilots to fund new types
of risky interventions.®®© We would assume that such projects are also more challen-
ging to supervise.

59. “Year” refers to the year in which projects were approved.
60. Independent Evaluation Group 2011.
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The main threat to the validity of the preceding models is the pet projects donors
favor for political reasons regardless of their effectiveness or benefit for the recipient
country. Research finds that pet projects are less effective in some circumstances.°!
Staff will be caught between technocratic and political objectives, which can under-
mine their ability to design high-quality projects and provide sound technical advice
during monitoring and supervision. In both cases, we would observe a negative rela-
tionship between earmarked projects and World Bank performance not primarily
driven by additional administrative requirements.

In models 3 and 4 we implement an instrumental-variable approach to address this
potential confounding bias among projects. To be valid, an instrument must be related
to the endogenous variable (relevance) but affect the dependent variable only through
its relationship with this variable (excludability). In the period of observation, the
World Bank allocated projects using seventeen different types of loans.52
Qualitative evidence suggests that donors have strong preferences and suspicions
regarding different types of loans.®® Therefore, we use the share of approved ear-
marked projects in a loan type in the same year as an instrument. This instrument
is relevant as donors’ allocation preferences vary between loan types. For instance,
trust fund involvement in development policy loans is around 35 percent, and in
Program-for-Results loans it is 40 percent,®* while around 80 percent of more trad-
itional loans (Specific Investment Loans) are funded by trust funds. Diagnostics
confirm the relevance of the instrument: the F-statistic far exceeds critical values
(it is 101.144 in the fully specified model 4).

The greater concern is excludability. Research has shown that lending instruments
affect Bank performance.®> We control for the average Bank performance in all other
projects approved in the same year to account for the direct association of lending
instruments with organizational performance in World Bank projects. With that
control, our instrumental variable should be excludable.

The results presented in Table 1 align with the theoretical expectations formulated
in H1. The coefficient for earmarked projects is negative and statistically significant
(p <0.05) in models 1 and 2. World Bank performance for earmarked projects is on
average 0.06 lower than for core-funded projects. While this coefficient size is mod-
erate, it is typical for studies using Independent Evaluation Group data.®® Based on
model 2, we estimate that the coefficient size decrease due to earmarking is compar-
able to a two-standard-deviation increase in the (logged) project amount.®” Following

61. Dreher et al. 2013.

62. They include a range of investment and development policy loans with specific targets and goals—
for example, adaptable program loans, financial intermediary loans, emergency recovery loans, sector
investment and maintenance loans, structural adjustment loans, or development policy loans.

63. Clark and Dolan 2021; Cormier 2016.

64. Cormier 2016.

65. Denizer, Kaufmann, and Kraay 2013.

66. Ibid.; Heinzel and Liese 2021; Honig, Lall, and Parks 2022.

67. This comparison is merely suggestive because we did not set up the models to estimate the impact of
project amount on World Bank performance.
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Oster, we also conduct a validation exercise to understand the threat of omitted-vari-
able bias.®® The results imply that a potential confounder would need to account for
33 percent of the variation explained by the existing control variables and fixed
effects in the model. Such a strong confounder appears unlikely given that the
model includes demanding fixed effects on sector, country, and approval-year
levels. The two-stage least-squares (2SLS) regression results are also consistent
with our first hypothesis. Even when correcting for confounding bias using a plaus-
ibly excludable instrument, earmarked projects appear to have significantly worse
World Bank performance than core-funded projects.

TABLE 2. Earmarked funding and cost-effectiveness of World Bank projects

(5) (6) (7) (8)

EARMARKED PROJECT 0.4256%** 0.4257%%** 2.9542* 3.0643*
(0.0414) (0.0415) (1.6299) (1.6601)
PROJECT AMOUNT (log) 0.0036 0.0680"
(0.0196) (0.0354)
PILOT PROJECT -0.0638 0.0787
(0.1409) (0.4122)
COSTS LENDING INSTRUMENT 0.3066 0.3233
(0.2773) (0.2903)
Country fixed effects Yes Yes Yes Yes
Sector fixed effects Yes Yes Yes Yes
Approval year fixed effects Yes Yes Yes Yes
Observations 3,093 3,093 3,077 3,077
R 0.236 0.236

Notes: Country-year clustered standard errors in parentheses; +p < .10; *** p < .001.

We now turn to a more policy-relevant test to understand the substantive import-
ance of earmarking for IDO performance by testing H2. Table 2 uses the second main
dependent variable, the (logged) number of US dollars the World Bank spent on
yearly supervision in up to 3,093 projects. Model 5 is a simple regression accounting
only for country, sector, and approval-year fixed effects. Model 6 adds the (logged)
project amount and our measure of pilot projects as control variables. We use our
instrumental-variable approach in models 7 and 8, controlling for the average costs
for all other projects approved in the same year in a given lending instrument.

The results strongly indicate that earmarked projects are more expensive to super-
vise than comparable core-funded projects (model 6). The coefficients are statistically
significant (p <0.001 or p < 0.10) and predict that earmarked projects are around 1.5
times as expensive as core-funded projects. Again, our validation exercise shows that
the danger of omitted variable bias is not strong; an omitted variable would have to
account for 46 percent of the variation explained by the existing control variables to

68. Oster 2019.
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nullify our results.®® The supervision-cost models are also robust to using 2SLS, cor-
recting for confounding bias. Hence, earmarked projects significantly increase super-
vision costs in World Bank projects. This finding implies two distinct yet
simultaneous outcomes. Earmarking appears to undermine the World Bank’s
ability to deliver its tasks in projects (Table 1) and increases the cost of supervising
these projects (Table 2). Thus, the additional organizational inefficiencies induced by
earmarking appear to affect both the performance and cost-effectiveness of IDO
projects.

TABLE 3. Earmarked funding and IDO performance

) (10) (11) (12) (13) (14)

All ADB AfDB CDB IFAD World Bank

EARMARKED PROJECT -0.0627* —-0.0348 -0.3916* -0.1818 0.1959 -0.0731*

(0.0298) (0.1140) (0.1665) (0.2454) (0.1528) (0.0332)
Donor fixed effects Yes Yes Yes No Yes Yes
Country fixed effects Yes Yes Yes No Yes Yes
Sector fixed effects Yes Yes Yes No Yes Yes
Year fixed effects Yes Yes Yes No Yes Yes
Observations 7,571 832 179 14 251 6,246
R? 0.114 0.202 0.569 0.023 0.486 0.118

Notes: Country-year clustered standard errors in parentheses; *p < .05.

Finally, we re-estimate separate models for five IDOs. These estimations may give
an indication of the generalizability of our findings beyond the World Bank. The ear-
marking coefficients are negative for four of the five IDOs (ADB, AfDB, CDB, and
World Bank). However, they attain statistical significance at conventional thresholds
in models on the AfDB and World Bank only. One plausible explanation for this
finding is sample restrictions, as CDB has a very small number of observations
(14). We attain the only positive, albeit not statistically significant, coefficient for
IFAD. This is likely due to IFAD’s flexible replenishment mechanism for core
funding, which is not constrained by burden-sharing norms, so IFAD’s earmarked
funding is not subject to our theoretical mechanism.”® Given the direction of the coef-
ficients across World Bank and IDO models, we are confident in the interpretation
that to varying extents earmarked funding is associated with worse IDO performance.

Robustness Checks

The online appendix includes descriptive statistics for all variables (Table Al), the
first-stage results from the 2SLS models estimated in the main analysis

69. Oster 2019.
70. Interview with an IFAD official, 7 April 2022.
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(Table A2), and additional robustness checks (Tables A3—-A16). We show that our
results are robust to a battery of alternative modeling choices, including additional
fixed effects and control variables. The models presented in Table A3 show robust-
ness to lower-level fixed effects (country-year, sector-year, and country-sector fixed
effects, separately or simultaneously). The same is true for the model including all
five IDOs, which is similarly robust to including lower-level fixed effects
(Table A4). While country-year fixed effects ensure that results are not driven by dif-
ferent country conditions in the project start year, evaluations may still be biased for
countries that undergo substantial changes during the project lifecycle. Therefore, we
control for the change in countries’ geopolitical alignment with the US, UNSC mem-
bership, control of corruption, and GDP per capita between the project start date and
end date (Table A5).7! The results are also robust to clustering the standard errors at
different levels (country, country-sector, sector-year, and evaluation-year—see
Table A6). We also include average performance by lending instrument as a
control variable in the OLS models (Table A7) and disaggregate findings for the
two main lending instruments in our study: budget support and investment projects
(Table A8). The coefficients go in the expected direction, though they fail to attain
statistical significance for both subsamples, possibly due to sample restrictions.

Interestingly, when splitting the sample by instrument type, the earmarking-
induced performance losses in budget-support projects appear to be larger than
performance losses in investment projects. We also find the World Bank spends sub-
stantially more in earmarked investment projects than in non-earmarked investment
projects. One interpretation of this combination of results is that budget-support
projects do not allow the World Bank to allocate more staff time to compensate
for increased transaction costs due to their explicit focus on borrower ownership
and shorter loan lengths.”> The performance of earmarked World Bank budget-
support loans suffers though supervision costs stay lower. In contrast, in earmarked
investment projects, the World Bank can counteract performance losses caused by
earmarking by allocating more staff time to projects funded by trust funds. The
Bank can compensate for (some) performance losses, but only at the expense of
higher supervision costs.

We also test alternative dependent and independent variables. Regarding depend-
ent variables, the results are robust to using alternative World Bank performance
ratings focusing only on quality of project design and quality of supervision.
However, they do not hold for project outcomes. Some have used binary ratings,
either splitting the scale in the middle’? or for projects rated satisfactory or highly sat-
isfactory.”* We estimate these binary models as linear probability models (Table A8)
and as logistic regressions (Table A9). Results depend on the threshold used to

71. On these four factors see Bailey, Strezhnev, and Voeten 2017; Dreher et al. 2013; Coppedge et al.
2022; and World Bank 2020b, respectively.

72. Heinzel and Liese 2021.

73. Girod and Tobin 2016.

74. Heinzel and Liese 2021.
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distinguish successful projects from unsuccessful ones. The headline results hold for
the more stringent rating coding only when highly successful and successful projects
as 1 and all other projects as 0. However, the earmarking coefficient fails to attain
statistical significance when also coding the moderately satisfactory ratings as 1.
Table A10 further includes an ordered logit model, since performance evaluations are
given on an ordinal scale. Regarding alternative independent variables, we include
the (logged) number of trust-fund grants supporting a given project, capturing increas-
ing complexity when multiple different trust funds are involved (Table A11). We also
disaggregate our earmarking variable into binary indicators measuring whether donors
co-finance a given project’> or provide supplementary assistance through trust funds.
Winters shows that co-financing, particularly by local actors, decreases World Bank
performance.”® Co-financing requires less administrative work and is more akin to
what some have called orchestration, while earmarked funding through trust funds
implies delegation.”” We extracted data on co-financing from project approval
documents and do not find performance losses in the case of co-financing.
However, project costs appear to increase for both types of financing. We also
present results from Poisson pseudo-maximum likelihood models that outperform
OLS when regressing count variables and on many fixed effects (Table A12).

Additionally, we probe the robustness of our estimates to violations of the exclu-
sion restriction. Our instrumental-variable strategy is based on differences in donors’
preferences for different loan types offered by the World Bank. However, as dis-
cussed, these loan types also vary in their project performance.”® To account for
this impact, we controlled for World Bank performance on the same projects. We
are not aware of any confounding factor that should affect World Bank project per-
formance and the share of earmarking in a given loan type-year, when holding the
performance of all projects in the same loan type-year constant. Nevertheless, one
might still question the validity of the instrument—especially given the size differ-
ence between the instrumental variable and the OLS coefficients.” We employ the
technique developed by Conley et al. to understand the robustness of our instrumen-
tal-variable approach to violations of the exclusion restriction (Tables A13-A14).80
Our performance models are robust unless a confounder is responsible for 15
percent of the effect of earmarking on World Bank performance and 6 percent of
the effect of earmarking on cost-effectiveness. Given that we control for World
Bank performance in the same lending instrument-year, we believe that this is an
acceptable degree of uncertainty. Furthermore, we demonstrate through extensive
robustness checks that the conclusions we draw here do not depend only on the
2SLS models.

75. Clark 2021; Winters 2019.

76. Winters 2019.

77. Abbott et al. 2019.

78. Denizer, Kaufmann, and Kraay 2013; Heinzel and Liese 2021.
79. Lal et al. 2022.

80. Conley, Hansen, and Rossi 2012.
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So far, our models take for granted that the ratings produced by IDO evaluations
can be seen as meaningful measures of multiple aspects of project performance (IDO
and recipient). However, scholars using similar evaluation data have questioned this
notion because evaluators care more about outcome performance than other parts of
the ratings. Kilby describes a “halo effect” where evaluators first decide on the project
performance rating and then choose the recipient and World Bank performance
accordingly.®! Therefore, we control for the project outcome rating in Table Al5.
Controlling for project outcomes should also mitigate some concerns over confound-
ing bias due to potential systematic differences between earmarked and core-funded
projects in their ambition or focus. Results hold even in these demanding specifica-
tions. Finally, we test for the impact of earmarking on rating bias explicitly by using
the more neutral performance indicator of Malik and Stone.?? To minimize subjective
judgment, they code Independent Evaluation Group reports according to the number
of targets that were reached during the project. We show that evaluation ratings of
earmarked projects do not deviate from these more objective measures of project
success (Table A16).

Conclusion

This study examined how earmarked funding affects IDO performance in develop-
ment projects. We argued that the rising prominence of earmarked funding reshapes
delegation dynamics between donor governments and IDOs. Traditionally, donors
face a trade-off between performance and control: while IDO delegation could
increase aid performance, this typically required donors to surrender control over
how their money was spent. With earmarked funding, donors hope for continued
gains from delegation while minimizing loss of control. We hypothesized and
found that, in seeking to increase control over how funds are used, earmarked
funding ultimately weakens the ability of IDOs to cost effectively deliver on their
mandates. Projects funded by earmarked contributions perform significantly worse
than their core-funded counterparts. Furthermore, supervision costs for earmarked
projects are larger than for core projects.

One limitation of our work is that we focus on the project level. Yet the burden
associated with earmarked funding may also manifest at the organizational level.
Indeed, the likelihood of difficult-to-observe overall organizational inefficiencies
leads us to suspect we underestimate the effect of earmarking. A negative association
between earmarking and effectiveness at the project level implies that earmarking
affects the ability of IDOs to deliver on their mandate effectively. More research is
needed to unpack the impact of earmarking at the organizational level.

81. Kilby 2013.
82. Malik and Stone 2018
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Our findings indicate that donors may want to re-evaluate whether using ear-
marked contributions is the most efficient use of taxpayers’ money. Earmarked pro-
jects cost approximately 1.5 times as much to supervise as comparable core-funded
projects. This cost increase seems particularly concerning as more performance-
oriented donors tend to be more interested in earmarking.®3 Hence, donors may
want to re-evaluate whether the additional costs justify the domestic political account-
ability benefits. Of course, it might be hard to reverse course on earmarking, given
taxpayers’ preferences. Recent research has shown that donor constituencies prefer
earmarked contributions due to concerns over how their money is spent.3*
However, such views do not account for the earmarking-induced waste of resources
we discover. Furthermore, foreign aid policy is rarely salient enough that going
against the wish of constituencies has electoral repercussions. Indeed, two donor
countries, Sweden and Belgium, have already developed policies limiting the use
of earmarked funding as much as possible.

In light of the performance loss and supervision costs of earmarked funds, our
work also questions the value added when IDOs raise earmarked funds to address
pressing global issues. Such performance losses can undermine IDOs’ legitimacy
and authority.®> Furthermore, earmarking shifts control over allocation decisions
away from recipients, violating the normative emphasis on ownership and the prin-
ciple that people affected by decisions should have a say in these decisions.3¢
Ultimately, whether the potential performance and legitimacy losses of earmarking
are an acceptable price to pay depends on whether earmarked funding is a necessary
mechanism for expanding the scarce IDO resource base, or if the rise of earmarked
funds substitutes for what could have been an increase in contributions to core
resources.

Data Availability Statement
Replication files for this research note may be found at <https:/doi.org/10.7910/
DVN/WOFHQX>.
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Supplementary material for this research note is available at <https:/doi.org/10.1017/
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