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Abstract 

 
This study examines the use of incentive mechanisms for employees in export and 
investment promotion agencies intended to improve their performance. It briefly 
describes these organizations and presents the contributions from economic theory 
that are useful to understand the agency problems that arise. It proposes a 
framework to study the issues that need to be considered to design a sound 
incentive mechanism. The study concludes that such a design should be carried out 
carefully, analyzing all of the possible drawbacks of rewarding each measure of 
employee performance, and identifies the main issues that need to be resolved. 

 

 JEL Classification: D23, J24, M50 
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1.  Introduction 

Many countries in Latin America and the Caribbean would prefer to export more. One of 

the reasons that countries have a low volume of exports is lack of information regarding the 

functioning of export markets. Most countries, including those in the region, try to solve these 

informational problems through export promotion activities, mainly implemented by specialized 

organizations. The objective of this study is to analyze the use of incentive mechanisms for 

employees, intended to improve the performance of these organizations in the development of 

their tasks. 

In the following section, we present a brief description of how these organizations 

actually function in different countries. In Section 3, we briefly summarize some of the 

contributions in the theoretical literature related to incentives. In Section 4, in light of the issues 

illuminated by the theory, we present a general approach to the incentive problem in export and 

investment promotion agencies and highlight the most important advantages and drawbacks that 

introducing an incentive scheme may bring. We conclude in Section 5.  

 

2. Export Promotion Agencies
4
 

Export promotion policies in Latin America and the Caribbean date back to at least the 

1950s. The original policies included fiscal incentives, credit packages and direct support to 

exporting firms. The methods by which policies were implemented and their organizational 

arrangements were very different across the region. During the 1980s, due to the economic crisis 

in the region and the constraints on the use of fiscal incentives and other instruments that could 

represent a direct export subsidy imposed by international organizations and multilateral trade 

agreements, most export promotion organizations became inoperative or even disappeared.  

In the mid-1990s, a new set of export-promoting policies emerged that aimed at reducing 

the problems that usually arise due to information failures present in export markets. These 

failures concern, for instance, the different possible ways of shipping the merchandise, the 

potential markets abroad and their demand profiles, and the conditions that have to be met to 

enter into a market, among others. Another important related issue is the image of exporting 

firms. Exporters trying to enter into a new market or to expand their sales depend on their 

                                            
4 This section is based mainly on Volpe Martincus (2010) and Jordana et al. (2010).  
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reputation. When the exporters lack a significant brand name, their ability to export may depend 

on the foreign perception of the country of origin.  

The Australian Trade Commission (Austrade) divides the potential “clients” for export 

promotion activities into four categories:5 

 

1. non-intenders: firms that are not interested in exporting 

2. intenders: firms that are interested in exporting but do not export  

3. accidental exporters: firms that have exported, but are not consolidated as regular 

exporters (this group includes successful intenders) 

4. regular exporters: firms with established export markets  

 

Austrade also includes an alternative classification of export promotion assistance 

initiatives by their ability to overcome obstacles faced by each type of exporter. This framework 

categorizes the policies that are appropriate for each type of potential “client” as follows:  

 

1. Raising awareness: these initiatives are intended to increase the awareness of the 

benefits of exporting and to provide a general understanding of exporting. They are 

mainly focused on inducing non-intenders to become intenders. They include the general 

marketing of the benefits of exporting and school education programs.  

2. Building export readiness: these initiatives provide learning opportunities for intenders 

to incorporate the knowledge and skills necessary to become new exporters.  

3. Selecting target markets: these initiatives help intenders identify and understand 

specific foreign markets/sectors where their products or services have good prospects, so 

that they can become new exporters. They also help experienced exporters move into new 

markets.  

4. Identifying sales opportunities: these initiatives inform intenders, new exporters, and 

experienced exporters about qualified clients and their needs, expose products to buyers, 

and help match exporters with potential buyers. 

5. Closing export deals: these initiatives help intenders become new exporters and 

                                            
5 See Australian Trade Commission (2002) and Nathan Associates (2004). 
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experienced exporters expand their markets, by assisting them in their interaction with 

prospective buyers, in offering presentations, and in the completion of export contracts. 

This category may also include follow-up services after the deal. 

 

The first two types of initiatives are usually delivered at home. The following two 

involve activities at home and abroad. The final type is usually delivered in-market. 

The way that these policies are implemented is country-specific. Different countries have 

diverse organizational models. Moreover, even when the formal organizations in different 

countries might be similar, there may be important differences in practice. In many cases, the 

same agency is responsible for the promotion of exports and investments.6 There are also 

agencies which are legally separate entities. The agencies could be public, mixed or, in a few 

cases, private.  In addition, some are departments in a ministry or a secretariat. 

In Latin American countries, when the export-promoting organization is public or mixed, 

its head is generally appointed by the government, either by the responsible minister or even 

sometimes by the country’s president directly. The appointment is sometimes made by the board 

of directors, and in a few cases the head is chosen through a public selection process. The 

duration of these appointments varies across countries as well: it can be indefinite or for a fixed 

term, generally between three and five years. In many cases, when the term is fixed, it can be 

renewed at least once. Recruitment in export promotion agencies is competitive. The agencies 

arrange, advertise, and carry out public competitions. In some countries this process is run by 

other public organizations or by consulting companies. 

 In several developed countries outside Latin America, employee remuneration includes a 

fixed wage plus a variable component based on individual performance, which can be up to 25 

percent. Volpe Martincus (2010) surveyed 17 agencies outside the region
7 
and in only six cases 

the compensation did not include any variable component. Bonuses depended on the external 

sales of supported companies, the number of assisted firms and, where agencies sell part of their 

services, on their sales.
8 
The use of a variable component in agents’ wages was substantially 

                                            
6 As we will see in the following section, this is what the literature calls a multitask organization. 
7 The 17 agencies correspond to Australia, Denmark, Finland, France, Ireland, Israel, Italy, Japan, Korea, the 
Netherlands, New Zealand, the Philippines, Spain, Catalonia, Singapore, Thailand, and the United Kingdom.  
8 This is the case, for example, in the Catalonian agency (COPCA).  
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lower in Latin America and the Caribbean. The survey examined 18 agencies,
9 
of which only 3 

(representing Chile, Colombia, and Ecuador) used a variable wage scheme.  

Outside the region, export promotion agencies usually have budgets that exceed US$100 

million, and in some cases total annual resources amount to more than US$300 million. The 

number of employees is usually larger than 300, and in some cases surpasses 1,000. In the 

region, only two organizations have annual budgets close to or exceeding US$100 million and, 

out of 16 national agencies, 11 have less than US$20 million to undertake promotional activities. 

Furthermore, only three of these entities have more than 300 employees. Country size 

differences explain these organization size differences in some of the cases, but certainly not in 

all of them.  

All agencies in the region have employees with master’s degrees in various specialties 

(e.g., marketing, international relations, information technologies, engineering, etc). The share of 

these employees in total personnel reaches or even exceeds 25 percent in some cases. Some 

agencies have employees with Ph.D.s. Many organizations hire individuals with previous trade 

experience; these employees account for more than 50 percent of the personnel in several 

agencies.  

In addition to their main office, some export promotion agencies in developed countries 

have regional offices to facilitate access by companies to their services, as well as a large number 

of offices abroad, both to support their activities and to provide firms with onsite assistance. 

Meanwhile, in the region, many agencies have only one office: the headquarters. However, there 

are intermediate organizational arrangements that contribute to ensure that these entities have 

some form of expanded presence. Moreover, there is substantial heterogeneity across countries’ 

export promotion organizations in terms of their presence abroad. 

Generally, these agencies’ performance is assessed using activity (input) and outcome 

(output) indicators. Input indicators are on average well developed and typically consist of the 

number of firms using the services provided by the agencies and the number of export support 

actions undertaken. Some agencies also resort to other input indicators that capture alternative 

dimensions of their performance, such as the quality and/or conditions of service delivery. These 

                                            
9 The18 agencies represent Argentina, Córdoba, Mendoza, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador, El 
Salvador, Guatemala, Honduras, Jamaica, Mexico, Panama, Paraguay, Peru, and Uruguay.  
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indicators include: call responsiveness rates, share of market intelligence report services whose 

relevance has been peer-reviewed by marketing managers, quality of export support services, 

time to respond to service requests, and, in the region, time needed to approve a new export 

project, percentage of services offered by electronic means, and percentage of users employing 

electronic systems.  A few agencies have their own balanced scorecard.  

In contrast, output indicators on average are, as expected, less developed and more 

heterogeneous in terms of their design and implementation. Some agencies in developed 

countries have clear indicators that have been specifically defined according to the strategic goals 

established in their multiannual work plans. Indicators are periodically monitored to evaluate the 

degree of accomplishment of these goals. They include, for instance, the number of both 

established and new or irregularly assisted exporters that have achieved export “success,” the 

number of assisted firms that achieve global sales above a certain threshold, and the financial 

benefits generated by trade services as determined by the sum of the value of additional profits 

that firms expect to achieve as a result of the help provided by the organization. Moreover, most 

entities assess the effects of their actions based on client satisfaction measures, and many on the 

value of exports achieved by supported firms (or its change).  

Clearly, any complete evaluation of each of the agencies is not as good or easy as one 

would like. Making individual evaluations, as an input for incentive mechanisms, would 

certainly be a more complicated challenge. Thus, as expected, measurement problems impose a 

constraint on the set of payment schemes that can be implemented.  

 There may be formal limits to the use of incentives as well. Regulations that place severe 

constraints on explicit incentives or even forbid them are not unusual in public agencies. Then, it 

may be the case that only informal incentives—such as specialized training or trips to 

international fairs or exhibitions—are available when designing a scheme to motivate employees.  

 

3.  The Theory of Incentives: Issues Relevant to Export Promotion Agencies  

This section briefly presents the approach and main results in the theoretical literature 

that are most closely linked to the problem of providing incentives in export and investment 

promotion agencies. It is mostly based on specific aspects of the context that is widely known in 

the literature as the “principal-agent problem,” but includes as well some connected issues that, 

strictly speaking, do not fall into the category described by that expression. We do not intend to 
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provide a complete account of all aspects of the literature or a full development of any of the 

specific models that will be mentioned below. Instead, we will summarize the issues and the 

implications of each model, with an eye on their relevance for the promotion agencies studied in 

this report. 

From here on, in keeping with the literature on which we will be basing our discussion, 

we refer to the employees who work in the promotion agency as “agents.” We refer to the 

designer of the rules under which the agents perform their tasks as the “principal.” Given that in 

most cases promotion agencies are government or mixed institutions, specifying who the 

principal is may be problematic, but this potential difficulty will not be addressed here.  

The principal faces at least two problems: first, she must choose the agents that will work 

in the organization. Second, she must induce those agents to select an adequate level of effort as 

part of their work in the agency. These two problems are closely intertwined, as will become 

clearer below. However, for expositional reasons we present them separately.  

 

3.1 Personnel Selection  

In general, “before” the compensation scheme is designed, there is a step, frequently not 

analyzed, in which the principal hires the agent. When agents are homogeneous, the hiring step is 

very simple: the principal merely has to ensure that the agent would accept the job—in technical 

terms, that the participation constraint is satisfied. However, when agents are heterogeneous the 

situation changes. The problem can be solved by adding a stage in which the principal selects the 

optimal type of the agent. In the spirit of Grossman and Hart (1983), she needs to find the 

optimal payment scheme for each agent type and then choose the optimal type.
10 
 This method 

works not only for the case in which all dimensions of heterogeneity are observable, but also 

where some of the dimensions are observable and some are not.11
 
If there is only non-observable 

heterogeneity, we are back in the case of homogeneous agents, since in fact they are observably 

homogeneous. 

Related to the notion of observability, it is customary to organize some form of public 

competition as part of the personnel selection process. That way, by objective or subjective 

                                            
10 See Di Tella and Weinschelbaum (2008). 
11 In this case, of course, the selection has to be made only taking into account the observable dimensions. 
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comparison, information is extracted about characteristics that are not initially observable.  

In cases where those unobservable (to the potential employer) characteristics are each 

candidate’s private information, an adverse selection problem may arise. This connects the 

personnel selection problem with that of providing incentives in the organization. For reasons 

that will be discussed below, many organizations, e.g. in the public sector, sometimes use low-

powered incentive schemes: compensation for employees is weakly conditioned to their job 

performance. When candidates for a position hold better information about their innate ability or 

productivity, and there are alternative positions that provide stronger incentives, then those with 

higher innate ability will tend to select the alternative positions. This implies that the pool of 

candidates that will remain available for positions with weaker incentives will, on average, have 

lower levels of innate ability.12 

 

3.2 The Basic Analysis of Moral Hazard  

Let us assume, from here on, that an agent has already been selected, and the problem 

remains of how to provide her with incentives so that she will fulfill her duties according to the 

principal’s interests. The basic, canonical case in the literature is usually described as moral 

hazard. In essence, the principal delegates a task—or, as we will describe later, a series of tasks– 

to the agent. The latter will later choose an effort level that is not observable to the principal:13 

this is the hidden action model. Here we will focus on the case where the principal specifies 

explicit incentives for the agent.  

To have a benchmark, let us focus on the following simple model.14
 
The agent selects an 

action e, which stochastically generates a result x. Once again, e is not observable to the 

principal, but x is. Therefore, the principal can specify the reward the agent will receive, w, as a 

function of x. The principal’s utility is given by  

 

π(x − w(x)) = x − w(x),  

                                            
12 See Lazear (1998) for details. 
13 Actually, all that matters is that the principal cannot condition any reward to the agent on the latter’s choice of 
effort. Then, independently of whether the effort level is observable or not, it is crucial that it cannot be verified by a 
third party.  
14 The simple moral hazard model, based on Grossman and Hart (1983), is developed in detail in Bolton and 

Dewatripont (2005), Laffont and Martimort (2001) and Salanié (2005), among many others. Helpful surveys of the 

model, its practical applicability and extensions can be found, for example, in Gibbons (1998) and Prendergast 

(1999). For an examination of its application to government institutions, see Tirole (1994) and Dixit (2002). 
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whereas the agent’s utility is  

 

U(w, e)= u(w) − c(e).  

 

Then, we have assumed that the principal is risk neutral, and that her objective coincides 

with the result x. In addition, u(w) is increasing, and it is frequently assumed that it is strictly 

concave —i.e., the agent is risk averse. In turn, c(e) is an increasing, strictly convex function that 

describes her cost of effort. A higher level of e makes a better result x more likely, but, again, 

only in a stochastic way. 

The principal must choose the reward function w(x) so as to maximize her own expected 

welfare—subject to two constrains. First, the agent must want to accept the contract 

(participation constraint). Second, she must voluntarily choose the level of effort that the 

principal decides to induce her to choose (incentive compatibility constraint). 

This problem, in general, has a complex solution that results from a tradeoff between 

incentives and risk sharing. On the one hand, the principal wants to condition the agent’s reward 

to the result to provide her with incentives to choose higher values of e. However, doing so 

makes the agent receive a stochastic reward, which makes her less prone to accept the contract 

unless the expected value of the reward is higher: optimal risk sharing would imply specifying a 

fixed reward. The solution to the problem dictates to what extent w will depend on x. 

Nevertheless, there is a very simple case, widely used in the literature, that allows us to 

describe the optimal contract offered by the principal in a straightforward way. Let us assume 

that x = e+ε, where ε is a random variable that is normally distributed with mean 0 and variance 

σ
2
. Then, the result that the principal cares about is just the agent’s choice plus normally 

distributed noise. In addition, we assume that the agent’s utility for the reward, u(w), reflects 

constant absolute risk aversion
15 
and that c(e) =

2

ce2

 where c is a positive constant. Then, it can 

be shown that it is optimal for the principal to select a linear reward scheme
16 

 

                                            
15 This means that u(w)= K − e

-rw, where K is a constant and r is the agent’s coefficient of absolute risk aversion.  
16 Even though the theoretical conditions that describe this case are rather special, the literature has paid significant 

attention to linear reward schemes for two reasons: they are simple, and they are quite frequently used in practice. 
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w(x)= α + βx 

 

where  

2rcσ1

1
β

+
= ,                                                                           (1) 

 

and r is the agent’s coefficient of absolute risk aversion. Note that we always have 0 ≤ β ≤ 1. The 

principal will provide sharper incentives (i.e., she will select a higher β) when the result is less 

stochastic and hence more informative of the effort level that the agent has chosen, when effort is 

less costly and when the agent is less risk averse. There are two relevant cases where incentives 

are extreme, with β =1: when the agent’s action determines the result (σ
2
=0) and when the agent 

is risk neutral (r=0). In these two special cases, there is no tradeoff between risk sharing and 

providing incentives. In the first, there is no risk, while in the second, the agent unaffected by 

risk. 

 

3.3 Beyond the Basic Model: Variations and Extensions  

A direct recommendation in favor of providing explicit incentives by contractually 

rewarding the result of the agent’s action emerges clearly from the basic, canonical moral hazard 

model described above. Offering contracts for performance, directly conditioning monetary 

compensations to measurable results, seems to be the logical consequence.  

The most useful role of the basic model for our purposes here is not, however, a 

descriptive one. It is quite helpful, though, as a reference point. Some of the assumptions 

underlying the basic model do not apply to government or mixed agencies in general, or to 

export promotion agencies in particular. Now, we point out some of the assumptions in the basic 

model that do not seem adequate to describe the situations we are most interested in, and we 

examine how relaxing these assumptions changes our previous conclusions about the desirability 

of incentives for performance. We look first at the difficulties in defining and measuring a simple 

objective for the principal. Then, we move to the case where the agent’s task is more complex 

than a single dimensional variable. After examining incentives in principal-agent relationships 

that occur more than once, we briefly mention the main issues that arise when the principal hires 
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a group of agents instead of just one. Finally, we move to the case where agents have intrinsic 

motivation —i.e., an inner motivation to perform well on the job— and describe how such 

motivation could interact with explicit incentives. 

It is the standard in theoretical studies of agency relationships to examine each of these 

separately. One of the main challenges of studying incentives in export promotion agencies is 

that all of them appear simultaneously. We will come back to this in the next section.  

 

3.3.1 The Principal’s Objective: Definition and Dimensionality  

One issue that the basic model leaves aside is the possibility that the measurable result on 

which the principal can condition the agent’s reward not be so simple as a single-dimensional, 

clearly measurable variable. A more general case has been studied in Baker (1992). Take, for 

instance, the context where the agent’s effort generates two observable results as follows: 

 

x1 = e + ε1  

x2 = e + ε2  

 

where εi ~ N(0,σi
2
), i =1, 2, so that both normally distributed random variables, ε1 and ε2, are 

independent. Additionally, assume that the value of x1 to the principal is 1 per unit, whereas the 

value of x2 is p per unit. This could represent two consequences of the agent’s effort that have 

some value to the principal,
17 
such as, perhaps, exports and foreign direct investment –as long as 

both are consequences of the same effort. The cost of effort is just as above: c(e)=
2

ce2

. In this 

case, it can be shown
18 
that if the principal decides to use a linear reward function  

 

w(x1,x2)= α + β1x1 + β2x2  

 

she should set  
 

                                            
17

However, as we will see shortly, this setting allows us to consider results that have no value other than being 
indirect performance measures of the agent’s effort. 
18
 See Dixit (1997).  
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Then, the reward should be conditioned to a larger extent to the result that reflects e more 

precisely (i.e. the xi such that εi has a lower variance).  

Furthermore, this framework allows us to consider a couple of interesting special cases. 

First, assume that p=0. This implies that result x2 has no direct value to the principal. However, it 

is still rewarded: β2 > 0. This is because it still carries informational value about the agent’s 

choice of effort, and helps make inducing the desired level of effort cheaper. Second, if result x1 

is observed with a lot of error (i.e. if σ1

2
goes to infinity) then β1 goes to zero, but β2 remains 

positive. Even if p=0, we have β2 =1/(1 + rcσ
2

2
): result x2, worthless in direct terms, is rewarded 

according to the value generated by x1.  

In general terms, all signals that are informative of the agent’s effort should be rewarded, 

a result that is known in the literature as the informativeness principle, presented initially in 

Holmström (1979). Note, however, that doing so requires a very precise definition of each of the 

results’ value to the principal, as well as of the process by which effort turns into each specific 

result. We will come back to this when referring to the main implications that the theory offers 

when examining incentives in export promotion.  

 

3.3.2 The Dimensionality of the Agent’s Effort: Multiple Tasks 

The basic model starts by assuming that the task the agent has to perform, or the effort 

she has to select, can be described by a single-dimensional variable. This is not the case, though, 

in most organizations, particularly in public agencies. Once the agent has to select how to 

perform a number of activities, a whole new set of issues arise. These tasks could be substitutes 

or complements and could generate results that are measurable with different degrees of 

precision and with different time horizons.  
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The first analysis of moral hazard under multitasking is provided by Holmström and 

Milgrom (1991). Let us focus on a very simple case. We assume that the agent performs two 

tasks, e1 and e2. To continue with our previous setup, we take the case where there are two 

observable results, x1 and x2, where  

 

x1 = e1 + ε1 

x2 = e2 + ε2  

 

with ε1,ε2 being normally distributed with mean zero and variance σ
2
. For simplicity, we assume 

that the agent’s cost function, which depends on the levels of effort allocated to the two tasks, is  

 

c(e1,e2)= c(e1+e2+2ke1e2)  

 

where c and k are constants, with c > 0, and −1 <k< 1. If k > 0, both tasks are substitutes for the 

agent, and if k < 0 they are complements. Once again, we consider the best linear compensation 

scheme w(x1,x2)= α + β1x1 + β2x2. It can be shown that it is optimal for the principal to set  

 

221
k)rcσ(11

1
ββ

++
== .                                                            (2) 

 

Comparing (2) with (1) in the previous section, it is clear that incentives are adjusted according 

to the substitutability or complementarity of the two tasks.
19 
Incentives are weakened if the tasks 

are substitutes, and they are strengthened if they are complements. This, in turn, has important 

implications for organizational design. In the substitutes case, it may be desirable to allocate the 

tasks to different agents. 

Suppose that both tasks are substitutes. The agent faces an effort-substitution problem. In 

that case, incentives tend to be low-powered. This conclusion becomes more significant if (we do 

not show this here) both results do not share the same degree of measurability. If both errors are 

normally distributed with mean zero, but the variance of εi is σi
2
, i =1, 2, then if, for instance, σ1

2 

                                            
19
 Both expressions would coincide if the two tasks were independent for the agent (i.e. if k =0).  
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grows, it can be shown that both β1 and β2 fall. Under effort substitution, the incentives provided 

for both tasks are complementary. Furthermore, imagine that the first result is basically 

unobservable (e.g., σ1

2
goes to infinity). In addition, suppose that the principal only cares about 

task 1. Then, it may be optimal for the principal to provide no incentives at all. Otherwise, the 

agent would game the incentive system by concentrating all her effort on the dimensions that are 

observable. An alternative is provided by subjective evaluation by, for example, a supervisor. 

Even if vulnerable to collusion, subjective evaluation that can at least partially take into account 

the dimensions that cannot be measured may be better than providing incentives exclusively on 

dimensions that are measurable. 

The model we just discussed generates some of its main conclusions, chiefly about 

organizational design and the optimal power of incentives, in the case where there is effort 

substitution by the agent. If the two tasks were independent (i.e., if k =0), we would largely be 

back in the basic model. This is no longer the case if there is a direct conflict between tasks. This 

happens, for instance, when an agent has to sell products that are substitutes of one another, or, 

in the public sector, when she has to act on behalf of different constituencies. In these situations, 

studied by Dewatripont and Tirole (1999), it is generally recommended that tasks be allocated to 

different agents, who then act as advocates of the objectives of each specific task.  

 

3.3.3 Incentives and Performance through Time  

When the agent performs her task in different periods, new, intertemporal issues arise. 

Take the simplest possible case, based on Holmström (1999). There are two periods, t =0, 1. In 

period t, the agent chooses the single-dimensional task (effort) et, and generates the result xt = θ 

+ et. Again, et is not observable. We interpret θ as the agent’s productivity, which is only 

observed by her, not by the principal. This is a context, then, that combines moral hazard with 

adverse selection.  

 The repeated performance of the task by the agent has the potential to transmit 

information about her privately known productivity. Such information transmission gives way to 

at least two issues. First, the principal would like to condition the effort that she will induce the 

agent to select to the agent’s productivity. If a higher productivity level is revealed, then the 

principal will become more demanding, which in turn will reduce the agent’s welfare. Then, the 

agent will have, in the first period, incentives to select lower effort levels, so as not to face sharp 
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incentives in the second period. This is known in the literature as the ratchet effect, and has been 

studied by, for example, Hart and Tirole (1988).   

There are, however, countereffects. To take an extreme case, assume that xt is observable 

but not verifiable, so that the reward to the agent has to be fixed. Take the case where the agent is 

risk neutral, so that her intertemporal utility is given by w0 − c(e0)+ δ(w1 − c(e1)). The function 

c(et), as before, reflects the agent’s cost of effort. The discount factor δ is such that 0 < δ < 1, so 

that the agent values more current than future welfare. In this context, providing incentives in 

direct terms (i.e. through the reward scheme we derived in the static case) is impossible. 

However, there may be implicit incentives, provided by the labor market. To simplify, assume 

that the agent can receive in the labor market, in the second period, a wage that is equivalent to 

the expectation of the result given the information available about her productivity. When 

potential employers observe the agent’s fist-period result x1, their expectation of the agent’s 

productivity will be  

 

E(θ | x1)= x1 − e1*= θ + e1 − e1* 

 

where e1* is the agent’s equilibrium first-period effort choice. Even though all potential 

employers (including the current principal) can compute e1*, in the margin the agent can have an 

influence on the information she transmits through her choice of e1. Since it will be true that w2 

= E(θ | x1) –the second being the last period, the agent will choose e2 =0– the agent will select 

her effort level in the first period so as to maximize  

 

w1 − c(e1)+ δ(θ + e1 − e1*)  

Then, the optimal first-level effort will be given by  

 

c’(e1)= δ  

 

which, anticipated by all parties, also defines e1*. Note that the more the agent values her future 

welfare (i.e. the larger is δ), the higher her first-period effort choice will be.
20 
 

Hence, employment through time (both within the agency and in the labor market) 

                                            
20 This follows from the fact that c(e1) is a strictly convex function. 
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provides implicit incentives early in the agent’s career. This basic analysis has been extended to 

many periods and to different speeds of learning about the agent’s productivity.
21 

But much of 

the intuition derived from the model we have described remains valid. Agents will exert high 

effort levels early in their careers without necessarily being offered high-powered, explicit 

incentives. The implicit incentives provided by their “career concerns” will suffice. As they 

progress in their careers, agents will take advantage of their reputations and sharper incentives 

will be necessary to induce them to perform as their principals expect. 

This career approach about implicit incentives can be combined with the multitasking 

model described above. As exposed by Dewatripont, Jewitt and Tirole (1999b), the 

complementarity between tasks and productivity can lead to multiple equilibria. However, some 

simple conclusions obtain. First, expanding the set of tasks pursued by the agent typically 

reduces total effort. When the link between performance and market inference about productivity 

becomes too weak, inducing any effort level may be problematic. Second, equilibria in which the 

market is uncertain about the nature of tasks pursued by the agent typically involve less total 

effort than equilibria in which the market knows the effort allocation across tasks, which makes 

inference about productivity easier. The main implication is then that it is preferable to hire a 

“narrow” specialist, a professional with a concrete, specific mission.  

 

3.3.4 Incentives and Team Production  

When the principal controls a group of agents, new problems arise. There is one case, 

though, where our previous, single-agent analysis remains valid. If the total result that the 

principal is interested in is the sum of each agent’s results, and the error terms involved in all 

agents’ results are independent, then the principal will still prefer to select individual 

compensation schemes that are unrelated to one another. In all other cases, incentives for the 

group as a whole must be designed together. 

This gives way to a different set of issues. Should the group as a whole be rewarded, 

should separate individuals be rewarded, or should the principal use a combination of both 

possibilities? If the team as a whole is rewarded, then each of its members will have incentives to 

free ride on her teammates’ efforts. Except in very small teams, there is a very weak marginal 

                                            
21
 See, for instance, Gibbons and Murphy (1992), or Dewatripont, Jewitt and Tirole (1999a, 1999b).  
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connection between an individual’s effort and the collective result. With team rewards, this 

implies a very small marginal effect of effort on compensation, making incentives for individual 

effort weak. In theory, as shown in Holmström (1982), this problem can be solved by using a 

step function as a reward scheme. If the desired result, say x , can only be reached if every 

member of the team chooses a high effort level, then the principal could offer a very low reward 

for results lower than x  and a significant reward if x  is reached. This makes the marginal 

compensation for each member’s individual effort be large around x . Such a scheme, however, 

is often very hard to use in practice. The free-rider problem, though, is less significant in contexts 

where the task performed by an agent is perfectly observed by her teammates. There may be 

enough peer-pressure to ensure that an adequate level of effort is chosen by each individual: 

norms of behavior may emerge.22
 
This pressure disappears if the compensation to the group is 

fixed.  

When individual compensation can be conditioned on some measure of individual 

performance in addition to team performance, a “tournament” may be used. This implies 

rewarding more those who end up in higher positions in the performance ranking. Naturally, 

though, this is harmful to incentives for cooperation, and may generate sabotage activities. 

Finally, it may also be possible to set up tournaments among different teams or divisions in the 

agency.  

 

3.3.5 Incentives and Motivated Agents  

So far, we have assumed that agents will choose a non-minimal effort level only when 

they expect to receive a monetary reward once that effort translates, perhaps stochastically, into 

an outcome. Even though this approach is reasonable in a wide range of contexts, it abstracts 

from other sources of motivation that agents may have and, therefore, ignores the interaction that 

may exist among different sources of motivation. 

A very useful distinction that has been widely used in the literature on incentives is that 

between intrinsic and extrinsic motivation. Intrinsic motivation refers to the agent’s desire to 

perform the task he has been assigned for its own sake. On the other hand, extrinsic motivation 

relates to rewards that are contingent on the outcome generated by the agent’s performance. In 

                                            
22 See Lazear (1998), chapter 5.  
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these terms, we have so far described issues that arise when extrinsic motivation is employed in 

complete absence of any form of intrinsic motivation.  

However, the fact that agents usually attach some value to performing their task 

adequately is widespread in a number of contexts.23
 
One prominent case, particularly relevant for 

public and non-profit agencies, is that in which the organization has a given mission that agents 

find appealing. In fact, public service motivation by agents has been mentioned as a justification 

for government provision in some settings.24
 
Given the nature of the organizations we are 

interested in, intrinsic motivation appears as an issue that should not be left aside.  

Once personal, intrinsic motivation is recognized, a new problem arises: the interaction 

between intrinsic and extrinsic motivation once rewards for performance are employed. The 

desirability of introducing material compensation may become less or more attractive depending 

on whether, as a side effect, it dampens or enhances agents’ inner motivation-–that is, on whether 

both types of motivation are substitutes or complements. In the terms used in the literature, 

external rewards may crowd out or crowd in intrinsic motivation.25
 
 

The fact that external incentives may turn into poorer performance by reducing personal 

motivation has been documented in a variety of experiments and empirical studies.26
 
To cite only 

one, Gneezy and Rustichini (2000) examine, in a field study, the problem faced by Israeli day-

care centers trying to reduce the number of parents that arrived late to collect their children. They 

determine that introducing a fine for late-coming parents—i.e., a negative monetary incentive to 

deter undesired behavior—resulted in an increase in the number of latecomers. An external 

intervention at least partially crowded out inner incentives to arrive on time, by turning 

intrinsically undesirable behavior into a commodity, with the fine playing the role of a price.  

Crowding-in may happen, for example, when rewards for performance apply to teams, 

rather than to individuals. As mentioned in the previous subsection, in the absence of intrinsic 

motivation the free-rider problem appears: individual effort is costly and generates a minor effect 

on team compensation, given other team members’ behavior. However, free-riding may be 

regarded as personally undesirable, and thus intrinsically costly. If such “misbehavior” may 

cause the team to be less rewarded, the external incentive interacts positively with the intrinsic 

                                            
23 See Frey (1997) for a long list of examples. 
24 See Francois (2000). 
25 See Frey (1997, 2001). 
26
 See Frey and Jegen (2001) for a survey of empirical evidence.  
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cost: free-riding could be less likely.  

The interaction between intrinsic and extrinsic incentives also influences other aspects of 

the principal-agent relationship. It poses, for example, challenges to job design. The literature27 

emphasizes the fact that external control tends to undermine individual motivation, insofar as the 

person affected feels that his or her competence is not acknowledged. This means that rewarding 

specific performance may be less effective than directing compensation at general behavior. 

Moreover, since inner motivation is certainly not uniform among potential employees, 

there is an additional dimension to the matching problem between positions and candidates, 

along the lines described above. This, as has been emphasized by Besley and Ghatak (2003, 

2005), is more important the stronger the sense of mission that can be attached to the tasks 

performed in the agency.  

 

4. An Agency Model for Export Promotion Agencies 

Export promotion agencies have specificities that are relevant when examining ways to 

introduce incentive schemes or to improve their design. Some of them have already received 

significant analysis in the literature while others still need to be studied. In this section we briefly 

discuss these specificities in the framework of the literature introduced in the previous section. 

As we have already mentioned, the literature on incentives in agency relationships has dealt with 

the issues we highlighted above (many of which are directly linked to the specificities in export 

promotion) one by one, in a separate way. In export promotion agencies, they appear 

simultaneously and are interconnected. From a theoretical point of view, it would be desirable to 

have a single model that incorporates all of them, but such a model does not exist. In practice, 

then, those issues that are more relevant to the problem at hand should be picked up, and their 

interaction should be examined. 

We present now a model that reflects the most important issues discussed above. This 

model is extremely general, intended to provide a framework that we will later use to highlight, 

one by one, the most important issues concerning the functioning of incentives in export 

promotion.  

                                            
27
 See, for example, Frey (1997, 2001).  
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First, it is generally not clear what the objective of export agencies is. Should they 

maximize exports? Does the sector composition of exports matter? Does the firm composition 

matter? The set of possible export promotion assistance initiatives is large and can be designed to 

help firms in different stages of development and to overcome diverse obstacles faced by 

different firms. Moreover, there are agencies that have both export and investment promotion 

objectives. The agencies’ objective function is a question that has to be clearly resolved, since it 

will certainly be crucial to the design of a good incentive mechanism.  

Second, there are employees in different positions that interact in the implementation of 

export promotion policies. Some of them work at the export promotion agencies we are 

interested in, while others report to other government organizations even though their work is an 

important input in export promotion. Furthermore, even among the employees that are formally 

in promotion agencies there is an important degree of heterogeneity. One difference that clearly 

appears is the one between headquarters agents and those in representative offices abroad. All 

these sources of heterogeneity increase the complexity involved in the design of an incentive 

payment scheme. Such a scheme can only be implemented “in principle” for the employees that 

report directly to the agency. This means that we are dealing with a case of team production 

where only a subset of the team can face an incentive scheme. Moreover, there are situations in 

which a formal incentive scheme cannot be implemented because of regulations that constrain 

the forms of compensation that can be applied throughout the public administration.  

Third, the possible constraints on “formal monetary” incentive mechanisms bring the 

possibility of using “informal incentive mechanisms.” Agents may be compensated with 

rewards, such as promotions or specialized programs or courses that do not necessarily have a 

monetary component. This, in turn, takes us back to the complementarity or substitutability of 

formal and informal incentive systems that we described in Section 3.  

 

4.1 A General Model  

These and other specificities make the problem of designing a reward scheme highly 

complex. In what follows, we present it formally in general terms, and then describe a few 

concrete contexts where a solution to the problem is simpler to describe, to stress what a general 

solution may look like, depending on which of the specificities are more significant.  

In general, we can consider that the promotion agency’s objective function is to 
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maximize X (which can be total exports, weighted exports, etc.).  

 

X = X (tH ,tR,tM ,aH (.),aR(.),aM (.))  

 

The level of X will depend on  

 

1. the vector of characteristics of:  

(a) employees in the agency’s headquarters (tH )  

(b) employees in the agency’s representative offices (tR)  

(c) employees of other government bodies whose performance impacts the effectiveness 

of export promotion policies (tM )  

 

2. the vector of actions selected by:  

(a) employees in the agency’s headquarters (aH )  

(b) employees in the agency’s representative offices (aR) 

(c) employees of other government bodies, as described above (aM )  

 

Note that the actions of the three sets of employees, 
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will depend on (a) all agents’ types, (b) the formal payment schemes that apply to both the 

headquarters (fH) and representative offices’ employees (fR), (c) the informal reward schemes that 

both types of employees face (respectively, iH and iR), and (d) the informal compensation 

schemes that the agency can use to reward other government employees (iM ).  

The types of each of the three sets of agents are generally not observable, and neither are 

their action—or at least the nature of these actions precludes conditioning rewards directly on 

them. Thus, it is necessary to condition compensation payments on observable statistics that 

provide information regarding the chosen actions.  

Following Di Tella and Weinschelbaum (2008)—in the spirit of Grossman and Hart 
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(1986)—we can split the design of the compensation scheme into two steps: (i) obtaining, for 

each possible type of worker, the incentive scheme that induces her to select the best level of 

effort, and (ii) choosing the optimal types of workers. As for (ii), the agency can only select the 

type of employees that will report directly to it (both in the headquarters and in the representative 

offices), but it has to take as given the type of workers other government offices choose –

although it may have some influence on that decision. In the case of (i), we are assuming that the 

agency cannot provide formal incentives to the workers in other government bodies, while in 

some contexts, as we have already discussed, it also faces constraints on the monetary incentives 

that it can use.  

Regarding personnel selection, in order to choose one employee it is naturally necessary 

that she wants to work for the agency. Needless to say, the payment scheme will play a role in 

this decision. Thus, the following participation constraints must be satisfied:  

 

UH (tH ,tR,tM ,aH (.),aR(.),aM (.),fH ,iH ) ≥ HU                                          (3) 

UR (tH ,tR,tM ,aH (.),aR(.),aM (.),fR ,iR ) ≥ RU                                           (4) 

 

where UH (UR) is the utility function of one of the agency’s headquarters (representative office) 

employees, and HU  ( RU ) is the corresponding reservation utility level. Utilities depend on the 

types of all workers that interact in this policy, on their actions and on the incentive schemes 

each kind of worker faces.  

As we discussed in the literature review, the key issue is how to motivate agents to 

choose the right level(s) of effort. The traditional objective of compensation schemes conditional 

on output is not to split the gains (i.e., to reward the agent). It is a tool to use the information that 

output provides to reduce the informational cost of inducing the agent to choose the right level of 

effort. Thus, the main question is which dimensions of effort agencies should incentivize and 

which are the observable (and contractible) variables that should be included in the contract. It 

could be just output, the amount of exports, the number of firms that export, the number of firms 

that begin to export, etc. But it could also include some “input” variables, such as how many 

firms have been helped, how many trade fairs or expos the agency has organized or taken part in, 

etc.  

Once this problem has been solved, we have to decide who should be rewarded: 
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employees? Local agencies? The agency as a unit? This will clearly depend on the level of 

complementarities between the work carried out by different workers, as well as on the 

possibilities of cooperation and/or sabotage of coworker’s tasks.  

An additional problem arises when the same agency and the same employees have tasks 

that involve both exports and investment promotion. This is particularly disturbing since the time 

horizons, the observability and the way that work is organized do not necessarily coincide for 

both dimensions. A usual way of dealing with this kind of problem is the use of scoring functions 

that attach different weights to the different dimensions of observable output. However, we have 

to be very careful when designing incentive schemes in those cases, since the problems of effort 

substitution and conflicting objectives may generate unwanted behavior by agents.  

Finally, it would be interesting to analyze the advantages and disadvantages in this 

environment using compensation schemes based on objective measures as compared to schemes 

based on subjective measures. These assessments are inputs in the compensation scheme: it has 

to be determined to a certain extent if the agency’s objectives were achieved or not. The 

evaluations may be based on either objective or subjective variables, or on some mixture of 

them. Objective variables have the advantage of being contractible upon, i.e., contracts 

contingent on them can be enforced by a court of law. Also, they are sometimes readily 

available, thus providing a low-transaction-cost alternative. On the other hand, it is often the case 

that people are mostly interested in subjective variables for which there are no good, objective 

measurement technologies available.  

The vector of actions that each of the group of employees will choose depends on worker 

types and on the compensation scheme that applies to the corresponding worker. The incentive 

constraints faced by the agency are then  

 

aH*= arg max UH (tH ,tR,tM ,aH (.),aR(.),aM (.),fH ,iH )                       (5) 

aR*= arg max UR (tH ,tR,tM ,aH (.),aR(.),aM (.),fR ,iR )                        (6) 

aM*= arg max UM (tH ,tR,tM ,aH (.),aR(.),aM (.),iM )                           (7) 

 

Thus, the agency’s problem is  

 

)t,t,t,i,i,f,i,C(f*)a*,a*,a,t,t,X(tmax MRHMRRHHMRHMRH
i,i,f,i,f,t,t MRRHHRH

−  
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subject to (3), (4), (5), (6) and (7), where C(.) is the cost function of implementing a vector of 

incentive schemes (fH ,iH ,fR,iR,iM).  

As we have already mentioned, this is a complex problem. Let us now focus on a number 

of particular cases where some of the possible complications are absent so as to isolate the 

effects of the specificities of export promotion agencies. 

 

4.2 Observable Types, Observable Actions  

A first, simplest case is one in which worker types tH, tR and tM, and actions aH , aR and 

aM are all observable and contractible upon. In such a setting, very few of the issues we have 

mentioned above remain.  

Splitting the principal’s problem into two stages, as described above, for any vectors of 

types tH, tR and tM, an optimal incentive scheme should be chosen to solve  

 

)t,t,t,i,i,f,i,C(f)a,a,a,t,t,X(tmax MRHMRRHHMRHMRH
i,i,f,i,f,a,a,a MRRHHMRH

−  

 

subject to  

UH (tH ,tR,tM ,aH ,aR,aM,fH ,iH ) ≥ HU  

UR (tH ,tR,tM ,aH,aR,aM ,fR ,iR ) ≥ RU  

 

The solution to this problem28 yields which actions the principal will induce and what 

compensation schemes will be used as a function of the types of agents that will be hired. Given 

that the actions the agents choose are contractible upon, payments to any agent can be contingent 

on those action choices. There are no costs to the principal that derive from any informational 

asymmetry. At the second stage, the principal’s problem is that of selecting the types tH, tR such 

that the solution to this problems yields the best result.  

The matching problem faced by the agency (i.e., which employees to choose) boils down 

                                            
28
 Note that we are assuming that the principal also has aM as an instrument to solve her problem —though none of 

the conclusions we describe depend on this assumption. Even though employees outside the agency cannot be 
formally rewarded, recall that informal incentives may be used in their case, too.  
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to selecting the types of agents that fit best. The two dimensions that describe an agent’s type are 

her productivity and her inner motivation, i.e., her personal interest in the mission of the public 

agency. As types are observable, selecting those that are more productive and motivated is the 

direct, natural objective for the agency. Furthermore, as actions are observable, formal, extrinsic 

incentives play no role. This situation, however, can only be helpful as a reference point. 

 

4.3 Unobservable Types, Observable Actions  

Assume now that types tH, tR, and tM are unobservable and that potential employees are 

heterogeneous, but effort is contractible upon–once again, for the sake of comparison. As above, 

the principal’s problem can be divided into the same two stages, but now type unobservability 

poses challenges to the second stage.  

If types are partially observable, the principal can select taking advantage of the possible 

correlation between observable and unobservable characteristics. In addition, information about 

types can emerge as part of the selection process. This second stage can comprise some form of 

public competition that favors the extraction of information about those characteristics of 

potential employees that are not observable at the beginning.  

 In this case, incentives—both formal and informal—may be helpful so that it is more 

likely that the “right” type of worker is hired by the agency. In the terms used in Section 3, in the 

absence of intrinsic motivation, formal incentives help select the most productive among 

prospective employees (i.e., it helps solve the adverse selection problem posed by type 

unobservability). In this context, incentives seem desirable. But taking into account intrinsic 

motivation may well reduce this favorable conclusion for monetary rewards.  

 

4.4 Observable Types, Unobservable Actions  

Let us now turn to the complementary case where types are observable but actions aH, aR 

and aM are not. For example, if employees are highly productive or mission-oriented, then this is 

observed by the principal. The second stage of the principal’s problem stays as in the general 

model. The first must now consider the fact that actions are not contractible upon, so that 

incentive compatibility constraints (5), (6) and (7) have to be taken into account.  

Then, monetary compensation recovers the classical role of rewarding those dimensions 

that provide the principal with information about effort. But, as we mentioned above, turning to 
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such rewards poses a number of challenges: which outcome dimensions best reflect the agent’s 

effort, and how different formal incentive schemes affect the effort mix chosen by the agent in 

the presence of multitasking. This benchmark scenario is significantly simpler than the general 

problem posed above, and less complex than the actual operation of export promotion agencies. 

Still, a warning already arises that formal, monetary compensation may have substantial 

drawbacks if all the dimensions of effort and outcomes are not adequately taken into account.  

If issues related to team performance are also considered, then the effects of formal 

incentives are even more difficult to evaluate. If individual performance is at least partially 

observable, should individuals or teams be rewarded? How much weight does the free-rider 

problem in teams carry as compared to the issues that may appear once individual monetary 

compensation is applied, such as lack of cooperation among team members? As we mentioned 

above, intrinsic motivation, if present, may favor team rewards, but the free-rider problem is a 

counterforce. Even more, this assumes that the definition of the relevant team is clear cut. If the 

performance of exports to a given country is deemed highly successful, which share of the credit 

should be given to the headquarters and which to the corresponding representative office? And 

we must not forget that some of those who have an effect on export performance (namely, 

employees in other government offices) certainly cannot be rewarded materially.  

The preceding description leads to conclude that, even when available to export 

promotion agencies, monetary rewards should be used with care, and are particularly helpful in 

cases where a well-defined team performs a task with adequate performance measures (ideally, 

at the individual level).  

 

4.5 No Formal Incentives 

What if, in addition, formal incentives cannot be used? In terms of our general problem, 

this means that there are fewer instruments for the principal. Instead of being able to select any 

formal schemes fH and fR, now those compensation rules are constrained to a smaller set, perhaps 

as low-powered as fixed wages. This necessarily means that the final outcome will be weakly 

worse for the promotion agency. 

As noted in Section 3, even in this case monetary incentives may be present, in the form 

of career concerns. Quite frequently in export promotion agencies employees stay for a few years 

and then leave for the private sector. The labor market seems to recognize the agents’ 

performance and human capital accumulation in export promotion even when these agencies do 
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not pay for performance. Higher future wages elsewhere may be a strong enough incentive.29
  

Still, the impossibility of pay-for-performance schemes leaves room for compensation in 

the agency. As mentioned above, non-pecuniary benefits, as reflected in iH , iR and also iM , may 

be valuable, and even more effective than monetary rewards, since they may crowd in the effort 

that results from intrinsic motivation. In addition, it may be a more adequate way to compensate 

teams. Then, promotions, specialized courses and training that may raise the human capital stock 

of current employees —and therefore their value in the labor market— as well as involvement in 

the most attractive activities available in export promotion agencies, may play the most 

significant role in personnel motivation.  

However, we cannot justify forbidding the use of explicit, pecuniary motivation here. 

Doing so reduces the number of instruments available to the principal and therefore cannot 

improve results in terms of employee performance. Some agent types may become more 

expensive or impossible to hire, and some actions that agents could choose may become more 

expensive or impossible for the principal to induce.  

Another possibility that the principal may explore is introducing motivation through 

some form of competition among different divisions in the agency—e.g., among representative 

offices abroad. Incentives could well be strengthened this way, but serious difficulties may 

appear. Such a form of competition could be detrimental to the concept of a “country brand” (if 

one exists or is used). Furthermore, it may be complex to design rewards in such a context, since 

those different divisions do not face similar or even analogous situations: they perform their 

activities in distinct, probably non-comparable contexts, which makes the issue of how to 

measure relative performance difficult to tackle.  

 

5.  Conclusions 

Incentives for performance are frequently employed as a means to improve results in very 

different settings and organizational contexts. As we discussed in the literature review, the key 

                                            
29 There are other reasons why this may not be a bad outcome for export promotion agencies. If one of the agencies’ 

objectives is to help the private sector solve the informational problems that reduce their capacity to export, it may 

be the case that training workers, creating human capital for the private sector is desirable. These agents, once 

employed in the private sector, will actually help solve those informational difficulties. However, we can imagine 

several reasons why this outcome is not optimal. If this were the case it would be useful to find incentive 

instruments to reduce this migration of well-trained employees from promotion agencies to the private sector. 
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issue with incentive schemes is how to motivate agents to choose the right level(s) of effort. The 

central objective of compensating agents conditional to their output is not to split the gains (i.e., 

to reward agents), but rather to use the information that output provides to reduce the 

informational cost of inducing the agent to choose the actions and effort levels that best suit the 

principal’s interests. How to attain this goal is straightforward in the simplest possible context 

provided by the basic analysis of moral hazard. As soon as some of the strong assumptions in the 

basic model are relaxed, though, the task of designing an optimal compensation scheme becomes 

more complex.  

Export and investment promotion agencies are complex organizations. Many of the issues 

that arise outside the basic moral hazard model are present in these agencies: measurement 

problems, multitasking, dynamic incentive issues, team production, etc. A sound organizational 

design that properly takes into account these issues would certainly enhance efficiency and 

performance. However, for such a design to achieve its goals it has to incorporate each and every 

one of these issues. If one of them is ignored, the resulting design—however well it may 

consider all other problems—may turn out significantly worse than expected. 

Most if not all of the theoretical literature that deals with the problems associated with 

principal-agent relationships considers each of these issues isolated from one another, thereby 

disregarding the potential interactions among them and their effects on agent performance. 

Furthermore, some of these issues are not properly examined at all. It is a challenging and still 

pending task to make progress in dealing with these problems at the same time, to deliver 

significant conclusions for actual, complex organizations. From a practical standpoint, it is 

crucial to identify which of these problems are more relevant for the organization of interest and 

to carefully examine the interactions that may arise from their simultaneous presence.  

Here we have set up a general model that incorporates most of the issues present in 

export and investment promotion agencies. It is intended mostly as a first step to provide a 

general framework in which specific cases can be incorporated and studied. The interpretation of 

the experience, and the situation in which export and investment promotion agencies develop 

their tasks, in light of this general model, helps us point out the main challenges that designing a 

sound incentive scheme faces in this context:  

• So far, there is a highly general description of what the objectives of an export promotion 

agency are. In order to design an incentive scheme, it is imperative to make this general 
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definition operational through a very specific set of goals, ideally all of which should be 

measurable. Compensation schemes demand, then, concrete definitions at two levels: the 

objectives of each division in the agency should be specified as clearly as possible, and 

then it should be determined how the degree of attainment of those objectives will be 

measured.  

• Which performance measures to use in compensation schemes is problematic as well. As 

we mentioned, it would be optimal from a theoretical point of view to reward all 

outcomes that are informative of the agent’s effort. Both objective and subjective 

measures are possible, both of the agent’s input and of her output. It is critical not to 

ignore those outcomes that are most connected to the agent’s effort, independently of 

whether they are valuable to the principal or not. 

• When there is multitasking, being unable to reward some dimensions of effort is very 

serious. In this context, leaving some of the agent’s actions without compensation while 

concentrating incentives on other actions —because there are available measureable 

outcomes— severely distorts the agent’s effort allocation decision. When export 

promotion and other objectives, such as enhancing foreign investment, are combined in 

one organization, a mission that already may have embodied different tasks is turned into 

one where multitasking is unavoidable.  

• Most roles in agencies as complex as the ones we are studying here are performed by 

groups, not by sole individuals. It is highly likely that team compensation issues will arise 

whenever explicit incentives are used. As we pointed out above, this brings a number of 

other issues. Some of them are negative: mainly, the free-rider problem. Some though, 

are positive: rewarding teams may crowd in the agents’ intrinsic motivation. In any case, 

designing a scheme to reward individuals when team effort is relevant may lead to 

undesirable results. 

• The fact that not all agents will be rewarded is an issue that cannot be ignored when 

selecting a compensation scheme. Employees in other government agencies will have 

influence on export performance, but formally cannot be provided with explicit 

incentives by the agency. Furthermore, restrictions on the use of explicit incentives in the 

agency itself may also exist.  

• Incentive schemes may lead to a significant increase in efficiency for the agencies 
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involved. Reaching that goal requires, however, very careful thinking about the 

organization’s objectives, the tasks performed by the agents involved and how to measure 

performance. Introducing explicit compensation without taking these problematic issues 

into consideration may not help improve performance, and it may inadvertently harm it.  

 

 

References  

Australian Trade Commission. 2002. Knowing & Growing the Exporter Community.  

Baker, G.P. 1992. “Incentive Contracts and Performance Measurement.” Journal of Political 

Economy 100: 598-614. 

Baker, G. P. 2000. “The Use of Performance Measures in Incentive Contracting.” American 

Economic Review 90: 415-420.  

Besley, T. and M. Ghatak. (2003), “Incentives, Choice and Accountability in the Provision of 

Public Services,” Oxford Review of Economic Policy 19: 235-249.  

___. 2005. “Competition and Incentives with Motivated Agents.” American Economic Review 

95: 616-636.  

Bolton, P. and M. Dewatripoint. 2005. Contract Theory. Cambridge, MA, United States: MIT 

Press.  

Dewatripont, M., I. Jewitt, and J. Tirole. 1999a. “The Economics of Career Concerns, Part I: 

Comparing Information Structures.” Review of Economic Studies 66: 183-198. 

___. 1999b. “The Economics of Career Concerns, Part II: Application to Missions and 

Accountability of Government Agencies.” Review of Economic Studies 66: 199-217. 

Dewatripoint, M. and J. Tirole.1999. “Advocates.” Journal of Political Economy 107: 1-39.  

Di Tella, R. and F. Weinschelbaum. 2008. “Choosing Agents and Monitoring Consumption: A 

Note on Wealth as a Corruption Controlling Device,” The Economic Journal 118:1552-

1571.  

Dixit, A. 1997. “Power of Incentives in Public versus Private Organizations.” American 

Economic Review (Papers and Proceedings) 87: 378-382. 

Dixit, A. 2002. “Incentives and Organizations in the Public Sector: An Interpretative Review.” 

The Journal of Human Resources 37: 696-727. 

Francois, P. 2000. “Public Service Motivation as an Argument for Government Provision.” 



32 

 

Journal of Political Economy 78: 275-299.  

Frey, B., editor. 2001. Inspiring Economics: Human Motivation in Political Economy. 

Northampton, MA, United States: Edward Elgar Publishers.  

Frey, B. and R. Jegen. 2001. “Motivation Crowding Theory: A Survey of Empirical Evidence.” 

Journal of Economic Surveys 15: 598-611.  

Gibbons, R. 1998. “Incentives in Organizations.” Journal of Economic Perspectives 12: 115-132.  

Gibbons, R. and K. J. Murphy. 1992. “Optimal Incentive Contracts in the Presence of Career 

Concerns: Theory and Evidence.” Journal of Political Economy 100: 468-505.  

Gneezy, U., and A. Rustichini. 2000. “A Fine is a Price.” Journal of Legal Studies 29: 1-18.  

Grossman, S. and O. Hart. 1983. “An Analysis of the Principal-Agent Problem.” Econometrica 

51: 7-45.  

Holmström, B. 1982. “Moral Hazard in Teams.” Bell Journal of Economics 13: 324-340. 

___. 1999. “Managerial Incentive Problems—A Dynamic Perspective.” Review of Economic 

Studies 66: 169-182.  

Holmström, B. and P. Milgrom. 1991.“Multitask Principal Agent Analysis: Incentive Contracts, 

Asset Ownership, and Job Design.” Journal of Law, Economics and Organization 7: 24-

51.  

Jordana, J., C. Volpe Martincus, and C. Gallo. 2010. “Export Promotion Organizations in Latin 

America and the Caribbean: An Institutional Portrait.” IDB Working Paper Series No. 

IDB-WP-198. Washington, DC, United States: Inter-American Development Bank. 

Laffont, J and D. Martimort, D. 2001. The Theory of Incentives: The Principal-Agent Model. 

Princeton, NJ, United States: Princeton University Press.  

Lazear, E.P. 1998. Personnel Economics. Cambridge, MA, United States: MIT Press.  

Nathan Associates. 2004. “Best Practices in Export Promotion. Report submitted to USAID.  

Prendergast, C. 1999. “The Provision of Incentives in Firms.” Journal of Economic Literature 

37: 7-63.  

Salanié, B. 2005. The Economics of Contracts: A Primer. Cambridge, MA, United States: MIT 

Press.  

Tirole, J. 1998. “The Internal Organization of Government.” Oxford Economic Papers 46: 1-29.  

Volpe Martincus, C. 2010. “Odyssey in International Markets: An Assessment of the 

Effectiveness of Export Promotion in Latin America and the Caribbean.” Special Report 



33 

 

on Integration and Trade. Washington, DC, United States: Inter-American Development 

Bank. 


	caratula schemes
	Incentive_Schemes_in_E_and_IP_-_REVISEDb Pablo.pdf

