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Abstract

In recent years, the large increase in the relative importance of Civil Society Organizations (CSOs) in Latin America, in key areas such as health, education, human rights, culture and other social development issues, brings with it a greater responsibility in the governance of these organizations. All this encourages greater scrutiny of CSOs, both from their own stakeholders as from the general public. In particular when there is State funding, both in initiatives in which the State delegates in CSOs and in those that are implemented jointly, partnership ventures increase visibility and therefore scrutiny of CSOs and their relationship with the State. This situation tends to put greater pressure on public officials who have the responsibility of authorizing and controlling this funding. As a result, the main question that arises is: How do we determine if the CSOs are doing a good job, relative to the amount of public funding they are receiving? Although it seems that social investment is beyond the traditional economic analysis, at some point we must try to analyze or at least estimate what the “social profitability” of state investment, as this may be useful so as to optimize the allocation of limited resources.
Introduction

In recent years, the large increase in the relative importance of Civil Society Organizations (CSOs) in Latin America, in key areas such as health, education, human rights, culture and other social development issues, brings with it a greater responsibility in the governance of these organizations. Today, there is virtually no area of human development where CSOs are not actively present. This implies a significant increase in several variables such as income, resource mobilization, number of organizations, media exposure, role in the public sphere, political influence, etc.

All this encourages greater scrutiny of CSOs, both from their own stakeholders as from the general public. In fact, the scrutiny by their stakeholders is usually pretty much more precise, or at least based on greater equity, since they generally have access to better information, mainly due to its need for decision-making matters. However, the general public is often immersed in prejudice, both positive and negative, which alters their possibility of reaching a valid and reasoned conclusion regarding the effectiveness of any particular organization.

In particular when there is State funding, both in initiatives in which the State delegates in CSOs and in those that are implemented jointly, partnership ventures increase visibility and therefore scrutiny of CSOs and their relationship with the State. This situation tends to put greater pressure on public officials who have the responsibility of authorizing and controlling this funding. As a result, the main question that arises is: How do we determine if the CSOs are doing a good job, relative to the amount of public funding they are receiving?

How do we evaluate performance?

In any type of organization, performance evaluation is a key part of any productive process. Today the main form of evaluation is to compare numerically quantifiable results: units produced, students graduated, customers served, patients saved, meals served, etc. 

The first problem that arises here is how to set standards by which performance is evaluated. Milgrom and Roberts (1992) argue that there exists only three objective ways that you can set a reasonable standard of performance:
· The first, often used for manual production tasks is to perform time and motion studies to determine in detail how a particular operation can be performed in the most efficient manner and less time-consuming. (This takes us back to the theory of scientific management developed by Frederick Taylor in USA, from his own experience as a worker and engineer steel companies.)
· The second way is to use the performance of other people who have held similar positions, using comparative performance assessments.

· The third is to use the past performance of the same person in the same position. However, the “ratchet effect” punishes yesterday's good performance with today's higher standards; provided that it is the same worker.
The “ratchet effect”

A particular problem when dealing with incentives is what is known as the “ratchet effect.” The term “ratchet” originates from studies on the economy of the former Soviet Union, particularly when describing how good performance of Soviet business managers was “punished” by requiring ever-increased production.

This is the case in which a particular sector, group or individual is required a goal or objective to achieve in a given period of time and, if it met, this goal or objective rises higher every time. For example, if this year they produced 100 units, next year they are set a goal of 120. But if they do not reach the goal, next year's is not reduced, but remains at the original 100. Somehow, this requirement “rotates in one direction only.”

The problem is the asymmetric information that exists between who plans or evaluates and who must meet these quotas. This can be clearly seen, for example, when a centralized control body should set standards of decentralized production capacity. Logically, the central planning unit may never know the true productive capacity as well as its own decentralized units.

The incentives inherent in this system are particularly perverse because the manager does not have any motivation to exceed the quota as the only thing that he will receive will be a larger quota for the next period. Therefore, the main incentive lies in barely meeting the quota or, if any good excuse turns up, not even completing it, hoping thereby that the quota set for the next period will be lower. “Particularly, there is a tendency to accumulate resources, to limit the application of effort and getting results, and misrepresent the actual capacities.” (Milgrom and Roberts, 1992)
Moral Hazard and Performance

The term “Moral Hazard” originates from the insurance industry and refers to the tendency of people who purchase insurance alter their behavior in ways that are costly to the insurance company, such as taking less care to prevent the occurrence of a loss. In economics, it refers to the inefficient behavior within the framework of a contract, which arises from the different interests (or competing interests) of the parties involved in the contract; end occurs only when one of the parties cannot determine with certainty whether the other one is really and completely complying with what was agreed in the contract.
The moral hazard problems often arise in principal-agent relationships, in which one party (the agent) is convened to act on behalf of another (the principal). This occurs because the interests of both parties frequently differ and the principal cannot determine how well the agent has acted or if he has been honest.

An important instance of moral hazard occurs in labor relations, where employees can have the tendency to not carry out his responsibilities optimally. In the words of Frederick Taylor: “It's almost impossible to find a competent employee who does not devote a considerable amount of their time studying how slow can work and still convince his superior that they are working at a good pace.”
This problem also occurs in management levels, though in different ways. The typical problem is not that the directors of a company do not work enough, but instead they tend to pursue their own goals, which are not necessarily the best for the company and for shareholders (for example representation expenses).
According to Milgrom and Roberts, for there to be a “Moral Hazard” problem, three conditions must be present:

· They must be potential conflicting interests between people. Conflicts often occur due to lack of resources: what one gets the other does not.
· There must be a benefit in the exchange or other form of cooperation among individuals (some reason to generate a transaction) to activate the divergent interests. 
· The third and most critical condition is that there must be a difficulty to determine whether the terms of the contract have been met and also to enforce the meeting of these terms. These difficulties often arise because the actions to monitor or verify the reported information are expensive or even impossible. They can also occur when both parties know that a contract term has been violated but this fact cannot be corroborated by a third party with power to enforce the contract (such as a judge or mediator).
The most common ways to control this moral hazard are:
· Monitoring: This involves increasing the resources devoted to monitoring and verification. Sometimes the way to prevent inappropriate behavior is to detect it before it happens. Although monitoring requires the development of sources of information about the accuracy and performance of the agent, this does not always mean a waste of resources. One possibility is to rely on competition between parties with conflicting interests so that the required information is generated.
· Contracts with explicit incentives: In many circumstances, monitoring the behavior or the veracity of the reports may simply be too expensive to make it worthwhile. However, it may be possible to observe the results and provide performance incentives to reward these results. Unfortunately, the perfect connections between unobservable actions and observable results are very slim. In general, the behavior of people only partly determines the results and it is impossible to isolate precisely what the effect of that behavior has been.
Incentive contracts in response to moral hazard

Since, generally, effort, intelligence, honesty and creativity of an employee cannot be easily measured, the rewards cannot be based on these factors and compensation should be based on the performance itself that can be measured. Another problem that arises is that it is impossible to observe the direct effect of a single employee on the overall performance of the organization and that effect is precisely what most interests the employer. 
If employees could always perform as required and if it were easy to determine precisely whether they have behaved as they should, that payment depends on performance would not generate any risk-associated cost. However, in most situations, imposing responsibility for employees in their performance puts them at risk as perfect performance measurements can rarely be performed. Furthermore, the results are often affected by events beyond the control of the employee and have nothing to do with whether they worked honestly and forcefully. “Where profits are based on results, random factors induce randomness in the income of employees.” (Milgrom and Roberts, 1992)
“Social Traps” in production: specialization

Meanwhile, Gary Miller suggests that while organizations have discovered that specialization creates potential conditions for major improvements in efficiency, the problem is that this specialization involves some degree of asymmetry of information, monopoly of power and externalities. Each specialist, by definition, knows things that others do not, which can easily lead to conflicts among specialists. Moreover, this is compounded by “Social loafing:” When faced with any single group task, however simple it is, like pulling a rope or applauding, individual effort will decline according the number of co-workers. “When the individual believes that his own contribution to the group cannot be measured, his performance tends to decline.” (Miller, 1992)
This problem is solved by the presence of specialized supervisors whose task will be to assign rewards, watching the entries as a way to detect or estimate the marginal production and provide guidelines on what should be done and how to do it. The central problem is the tension between individual and group selfishness efficient work teams. This social dilemma is at the heart of the management problem.
Mechanistic control versus efficient motivation

Since the beginning of the theory of organizations, there have been two quite different trends over control in organizations. The first sees control in organizations as a mechanistic problem whose purpose is to design systems of incentives and sanctions for employees who are basically selfish and unmotivated to work, so as to convince them that to meet organizational objectives is in their own interest. This means that the administration is limited to mold the behavior of subordinates through proper system of rewards and punishments. One of the earliest exponents of this movement was Frederick Taylor. The second is a more organic view of organizations, based primarily in areas of knowledge related to political science and organizational psychology. From this perspective, the allocation of resources is the result of decisions of individual leaders. This line of thought refers that the main function of the administrator is leadership; inspiring the spirit of cooperation, to take risks, to innovate and to go beyond the level of effort required in a system like the first. (Miller, 1992)
The organization can be seen as a nexus of contracts and the main task is to coordinate actions between individuals to constitute a coherent plan and further motivate these individuals to act according to this plan.
We evaluate organizations on the basis of how well they meet the needs of people, i.e., based on their efficiency. This efficiency is always relative to the group and, for example, a small group can negotiate among its members and decide on a course of action that is efficient for all but that could be considered inefficient if the group is analyzed within a broader context. In assessing this efficiency, transaction costs (those costs to negotiate and carry out transactions.) These costs also include coordination costs (for example planning and negotiating to decide what to do) and motivation costs (for example evaluating performance, providing incentives, enforce agreements to make sure that people follow the instructions and keep their promise).

As mentioned above, a problem that occurs in systems whose incentives are based on measurable results is how to set standards by which performance is evaluated and how to keep them reasonable through time (“ratchet effect).

In the case of a Civil Society Organization working on social development, how many impoverished children a month is it reasonable that they feed? What about the quality of assistance? Can simple isolated numbers be taken as indicators to evaluate performance? Or should random factors that induce randomness in the evaluation be considered?

State funding of CSOs and performance evaluation

As the State regularly invests significant resources in a huge number of CSOs, it is essential to analyze the effectiveness of this on each organization, the direct beneficiaries and society as a whole, prioritizing the efficient allocation of state resources. Although it seems that social investment is beyond the traditional economic analysis, at some point we must try to analyze or at least estimate what the “social profitability” of State investment, as this may be used to optimize the allocation of limited resources.

Speaking of profitability when analyzing social benefits may seem out of place. However, when having to cope with limited resources, any organization should prioritize the most efficient allocation of them and from that premise, establish mechanisms enabling it to estimate the profit maximization. In 1989, as part of a research project on agricultural development at Stanford University, Monke and Pearson speak of “Social Profit,” defining it as the “measure of efficiency or comparative advantage” of the investment. (Monke and Pearson, 1989)
Obviously this cannot be analyzed with traditional financial indicators for assessing the profitability of a commercial project. In fact, unlike a commercial project, there isn’t a financial formula to analyze the social benefits of a project. Evaluation of a social project should compare costs and benefits that an investment may have for a community as a whole. But besides the direct benefits, other matters should be taken into account, such as indirect and intangible effects (such as well-being of the community) and the positive or negative externalities generated by the project. This is perhaps the greatest challenge, as mentioned by Grinols and Mustard: “Not considering all the components of social profitability is perhaps the most common mistake.” (Grinols and Mustard, 2001)
This is not the only problem; Hagan says that “... the concept of social benefits means that the project will generate a positive social surplus if, and only if, it produces a greater contribution to the national value-added resources which would have generated the best alternative use. Essentially, the problem boils down to assessing whether market prices can be used to evaluate the social returns.” (Hagan, 2009)

Beyond the positive social impact generated by the project, both from the State and the private sector, a special attention placed on the cost-benefit of those taken on by Civil Society Organizations. For example, Philipson and Lakdawalla spoke of the “growing concern about productivity, or what is also called cost-effectiveness in the non-profit sector,” particularly dedicated to the industry of health care. (Lakdawalla and Philipson, 2001)

Conclusion

Apart from the fact that the government regularly invests significant resources in a huge number of CSOs, it is essential to analyze the effectiveness of this on each organization, its beneficiaries and society as a whole, prioritizing the efficient allocation of state resources. Although it seems that social investment is beyond the traditional economic analysis, at some point we must try to analyze or at least estimate what the “social profitability” of state investment, as this may be useful so as to optimize the allocation of limited resources.
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