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CONFLICTS OF INTEREST AND THE QUALLTY
OF PROJECT INFORMATION

INTRODUCTLON

This note has the modest aim of sugéesting
certain changes in evaluation of investment projects
whioh are at once administratively feasible and, in
creating a nmore coherent set of investments, important
for economic growth, The unifying element is that these
sugegestions all deal with deficiencies in the quality
of information - the»information on which those who

evaluate projects must base their decisionse

In the actual evaluation of projects, planners
(and loan and aid officials) simply can't know enough
about the projects they are asked to evaluate and
what they do "know'" they too often can't trust. And,
any difficulties that might plague a central planner
will be made more serious by the existence of multiple,
parallel project-evaluation (sanctioning) agencies in
Pakistan l{ The problem of project information has

four basic dimensions, all of which seem amenable to

1/ Pakistan Industrial Credit and Investment
Corporation (PICIC); The Industrial Development Bank
of Pakistan (IDBP); The Central Investment Promotion
Coordination Committee (CIPCOC); The Provincial
Governmentss and The Planning Commission.



(2) Winston: Conflicts of Interest and Project Information

straightforward and attainable (if not always popular)
adninistrative remedies; remedies, importantiy, that
depend on recognizing the economic incentives created

by the present administrative systemn.
TI. DISTORTED REPORTS AND CONFLICTS OF INTEREST

Feasibility reports provide the basic project
information to a sanctioning agency and they must be
written by semeone. Ignoring mntil later the question
of the technical and intellecfual'competence of these
authors, a very basic difficulty with the quality of
the information presented to the sanctioning agency
is generated by simple conflicts of interests. The
procéss of project generation and execution typically
involvesvsix distinguishable steps participated in by
foreign firms:

Preliminary studies,

Feapibility study,

Engineering report,

Conaﬁruction, - L
Inifiai“management,

Continuing raw naterial or technical
control. B
At each ofvthese stages in a decentralized planning
system, i.e. one where not all conoeiVabie information
is fed in to inundate the sanctioning agency - there

is examination of alternative designs for the project
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and selection from amnong them.

Since the agency makes its project selections
largely on the basis of a consultant‘s feﬂqlblllty
- report, a very 1mportén£ question is whether the same
firm or organigzation is responsible for this report
AND one or more of'the later-steps in project develop-
ment. If the sﬁme firm writes the feésibility:report
and‘dgp§,05ay,.theéénstructionaiitgﬁili.have an
evident and sometimes quite strong incentive to bias
the feasibillity report in favbur of the alﬁernative
version of the bfbject that.will yield the highest

profits in construction. If the firm is a potential
manager of the cdmpléted project at a profitable fee,

the feasibility report may stress a complicated,
foreign-management-intensive technology. And so on 2{
In feasibility reports for technically complex
'projects, the opportunities (and temptg?%gns) for
biésing the pfojects structure in the directions

most profitabie to the consultant-construction=
mancgenment firm are numerious and significant. In
many 1nstances, overyd dlbhonusty nay. not be so much

at issue as optlmlsm or pessimisnm in considering the

set of alternative ways to put the project together.

g/ To thoso step% could be added arrangenents
for 1lcenulng fees and royalties; for personnel
selectiony clbce. An interesting paper by Valtsos /"1 7
Qonolders th@ue in a different context,
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If the alternatives chosen consigtently favour a design
profitable to the consultant, they can add up to produce
a very misleading , 1f nominally "honest", overall
evaluation. The cost to seciety of this biased informa~
tion is that of choosing prejects and techniques that
naximize foreign construction-costs, foreign management,

technical fees or imported raw-materisal inputs 2/

' Offsetting this, of course, is the benefit of
economies of learning by doing on the part of, for
instance, a consultant-construction firm which may allow
it bo work more efficiently ab one stage of a project
(for instance construction) because of the' information
gained in asgsociation with that project at an eariier
.stage (Cifes as “initial consultant), Or in anothev
sequence, this'might be the justification for giving
the consulting stages of a project to a construction
firm == that the firm knows from construction of
previous projects what the relevant variables are in
this sort of undertaking. In light of these economies,
.it is ﬁossible that the-cost“to societyuof,sacrificing
expefti;e at more than one stage of the,project is
greater than the benefits of le 8 bl&sad 1nformatlon
on which investment projects can be Judged. But this
S5eems doubtful It is, obv1ously, a question of

fact ﬂnd one that is sufflclently important to Sug?est a

f/ 3/ Estimates of the seriousness of thls in
- Columbia can be inferred from 1—1_7,
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“detailed exanination of a number of past projects, some
~where tﬁere was and soie where there was no overlap in
these stages of preparatiqn and execution. It should be
poséiﬁi;_tp evaluate the seriousness of both scale
ecoaniéé 5f this sort and"ipcentive distortions. What

little evidence we have suggests that 1t is serious,

indeed /71 _7.

N

- IIT. IRCOIPETENCE

Thete is a repretably strong convidction émong
those who uge consultrmt's reports that many aré done
by oréénizaﬁions that are simply incompetentﬁﬁﬁxdo
the evaluations they have contracted to do. This is
an almogt inevitable rcsult of the heavy demand that

“the developing countries' planning mechanisms
collectively place on the world's Sgarce consulting
talents. Not much can be done to increase high
quality supply, but it is hoped thot with an
appropriate specification of ground rules of project
feasibility studies like those propoéed below,
consultants would be given less discrction and, there-
fore, less room for exepciging idncompetence. Hven
with these safeguards, however, therc, would remain
some firms now doing repeated consulting and writing

of feasibility reports whose evaluations should be

avolded on the basis of pust expericnces
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- IV. C(NTLICTING Ou_lHAPP WPRIATE BaSIC ASSUMPTIONS
As things work now, a firm or conéﬁlﬁént initia-

ting a project for approval has very nearly carte
‘blanche on what he assumes to be the economic environment
in which the projqct_willioperétg, This environment
includeé most of .the important_ﬁariables like sales,
volume, prices, foreign oompetition,.raw-md?efial
costs, faxes, technibél agreements, etce. Not only will
various of the assumptions about the environment often
be "wrong" by some.reasonable standard, but equally
important, between different projects they will
almost always be inconsistent and incomparéble. So
projects afc being Judged by.differ;nt rules.
Furtpermore, there 1s no general requiremeﬁt that these
economic assumptions ever be made explicit. Some
elements. of the econ0m1c an1ronment (demand, teohnolovy,
competltlon, fOf@lgu technological agreements) are
iinevitably unique to a particular project or a small
seguent: of industry, but others’(the prices of capital,
unskilled labour, foreign exchange) Should‘be.uniform

.

for the economy or for large segments of it and should
be used in evaluating all projects. These prices should

be published by the Planning Commission as their best
estimates of the appropriate acarcity prices of basic
factors and required by law (and for sanction) for

all projects.
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Thesc estlmutOb night be in error by « hecalthy
por cent (from the "actwal" shadow prices —— if those
could somchow be know?},yet still bring considerable
improvement in project selection by better reflecting
the factor scarc1tleo in Pakistan. Perfection isn't
the goal; 1mply a marked improvement. But even 1f
these shadow prices were just as b.d (ds a reflection
of economic scarcitics) as the prices being usedxﬁow,
unifornity itself would be a virtue -- in the critically
important dinmensions of saving forelgn cxchangoe and
creating jobs, all projects would Bé Judged by the
sané criteria, |

Finally, these prices would have to Ec.ﬁéed at
the outiset of the project study. fho Sﬂnctioning agen-—
cies could not put them in at the last, comparison
stage, since by then the techiique of production would
have been decided and decided on the basis of
inappropriate prices. N

Beside input prices, the other clenent of tﬁQ
economic cenvironment that should be Specifiéd to the
pqoject generators by the Planning Commission is the
level of toxiff und taprroteation‘burden under whichT
fho project will operate. 4T presont, it is often
possible to assume a2 nonexistent tariff to increase
the value of the output in a fo 5ibility report. This
nakes nonsense of any moxulngful evaluation of proaoctu

s any proJject can be nade attractively profltable
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by an appropriately favourable assumption about tariffs,
import bans, scarcity premia or demand. Note that this
applies, in rcverse, to the cost of omported inputs
(ﬁﬁibh"c5n~be'lower?dwb¥.QQQ¢QSSiOQa1‘iﬁPOTtS) and
fé—enforces the need - for all such iﬁputs tb be Vﬁiﬁed
at a nore rcolistic shadow price for foreign exchange.
ForVVery large projects, 1t night be desirable to
insist that alternctive shadow priccs be conéidored

such as might emerge fron the instullation of the
project =~ but this is a refinemcent token coreé-of the
large part below.

V. CONSIDERATION OF ALTERNATIVES —- SENSITIVITY
 ANATYSIS B

Unless the planniﬁg’agency is entirely centrali~
zed in its function -- gencrating nll projects intefnally
~= there should be gystematic examination ¢f and choice
‘between glternatives at many stages in putting a
project together -- pfior to a sanctioning agency's
consideration of the project. These decisions will be
both technicul and economic. It is incompatible with
decentralized planning to ask that all such alternati-
ves be prescnted for re-evaluation by the sanctioning
agency. Yet, failing thut; the agency -cannot know
i) which alternatives have been simply overlooked and
which have been disnmissed only after some consideration,

or ii) what costs attach to alternatives that may
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better satisfy tho;(hopefully)’somewhat'different
sociélicritéri& of the senctioning agency. -
Afusofﬁl if partial anéwer to thesé uncorgainj
ties is "sensitivity analysis” ~— which isisinply;au
systematic way of asking the question: "what différenoe
ddes'it nake?" Sensitivity‘anaiyéis‘of the price, for,_:
instance, of unskilled labour would ask the questibne~
"if unskilledklabour were 10 percent (or 5 of 40 per
cont) more or less expensive, by how much would the
profits ofAthig project be changed?" If the unswer'iS“i
"not by much'" then thnt variable need not befgiven
further attention. If on the obher hand, the mnalvsis
shows th;t fhe project will stond or foll on small
variations, then a more careful examination of the
reasonableness of the assuncd price of unskilled
labour is called for. The sensitivity of other prices
can be exanined in the sae way; the price of the‘

product; the price of the inputs, etc.
’ VI, CONCTLUSION
So long as the sanctioning agencices must aprrove
all investnent projects, it secms reasonable that they

can exercise a good deal of collective discretion din-

deternining the information standards on the basis of
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which they will approve projects. In this respeet, they
are in that uﬁigﬁé‘and”f@rtunatamgyggguof government
informdtibn—gathering.organizations that con force the
presentation of proper information to thom as a prerequils—
i%e for the granting of their favours. |
From their position of considerable strength the

sanctioning agencies can rcfuse'hp consider féagibility
reports that do nots |
-" ‘ i) adhere to the specified shadow prices of major
factor inputs throughout the:roporf; exceplt for

ii) use of sensitivity.énalysis on the: basic
vasSumptions of the repért including, importantly,-fhose
Planning Comnigsion dictatedréhadow prices, assuned
raw-nmaterial and sales prices ond sales-volumo, |

iii) elinminate incentives to-distort project
appraisals toget higher profits at another stdge.by
allowing no firm to servce at two stages in the same
project. Collusion and/or fictitious diffcrentiation
of firms would still yield sorie duplication (and

duplioity)»put probably in mérkédly reduced Aegrce.

These recommendations leave the questions of
consultant quality dnd-honeéty:ZWhile it emacks of
 Star Cﬁamber, the only plausible Suggestion for
deaiiﬁg with these is a blacklist of comsultaontse

If the considerable temptation to use such a
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blacklist C01 1nbevnat10ﬁa‘ nolltLo&l pU poses were z
resisted (bhe threak to out. off all, -say, US cénqultlnt
might be temptlnr in negoﬁl&tjnb with AID) and 1f fhe .

list were given promlnent 01rou11t10n anong plannln
groups 1n.other develonlng @ountrles 1t ‘could- develop

into a formldabWe weapon for ‘conpetent evaluutlonQ.

RLFAnhNCES

l. Vaitsos, Constantine V., Transfer of Resources
and Prescrvation of HMonopoly Rents. Mimgographted
Teport. (Lglanabad: Harvard Development Advisoby -
Service, June 20*26 1970)
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