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The general issue

The effectiveness of grant-making on large-scale projects depends on the
ability of donors to evaluate the potential of innovative ideas and to assess
the benefits and costs of alternative programs

⇒ Quite often the boards of philanthropic organizations (and their consultants)
lack the expertise that is needed to properly make such assessment

In a variety of cases, indeed, the development and evaluation of alternative
philanthropic projects requires knowledge that is largely dispersed among
heterogenous groups of agents (e.g. donors, grants recipients,
non-governmental organizations, public authorities, or other informed
parties)

Prediction markets have been shown to help the aggregation of dispersed
information

⇒ When applied to grant-making activities, they can contribute both to
identify and evaluate new projects (idea markets), and to address possible
deliberative failures (decision markets)

⇒ Under a market design that guarantees competitiveness and informational
efficiency, prices can be interpreted as aggregated indicators of agents’
beliefs about the likelihood of a given outcome
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Innovative grant-making

Following Goldberg (2009), the paper proposes a strategic approach to
grant-making based on the development of information markets for
aggregating relevant dispersed information that can help philanthropists
identifying and effectively implementing large-scale projects

The analysis builds on a three-stage procedure

⇒ The definition of the key areas of intervention

⇒ The creation of idea markets for eliciting and evaluating new projects within
each of the identified areas

⇒ The use of decision markets to support the grant-making deliberation
process
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Key areas of intervention

Broad areas of intervention should be identified – eventually based on the
degree of consensus reached in the public debate about the need and
urgency of action – to guide the definition of the proposals that will be
submitted by prospective grantees

Available resources are typically constrained and a fully shared ranking of
priorities is unlikely to emerge

⇒ It is not obvious how to identify the areas on which to focus, and who
should be in charge to identify them

⇒ Is there a role for information markets already at this stage?
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The role of idea markets in the generation and evaluation of new projects

In order to find innovative ways to address the challenges emerging in the
areas of intervention identified in the first-stage, appropriately designed
idea markets can be set up

⇒ Each idea is encoded in a stock. If the market works properly, the ideas
considered as the most valuable by market participants should receive the
highest stock price and have the highest probability to be implemented

The selection of the projects to be admitted in the market plays a crucial
role

⇒ The eligibility committee performing this choice – even if choosing based on
some predefined criteria concerning the pertinence and the novelty of the
proposals – may have a relevant discretionary power, possibly affecting
market outcomes

The nature and characteristics of the project being traded in the idea
market may distort the incentives of potential participants to enter the
market, inducing selection phenomena

⇒ If biases of this type are sufficiently severe, the resulting imperfections of
the pricing mechanism may significantly affect market outcomes; i.e. the
ability of the market to effectively select the most valuable proposals
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The role of decision markets in supporting grant-making

The set of potentially implementable proposals identified in the second
stage of the procedure can then be further screened by means of
conditional information (decision) markets

Index securities – whose prices represent the expected achievement
conditional on the corresponding project being funded – can be used to
evaluate the effectiveness of alternative projects

⇒ The expected effectiveness of different projects in achieving their goals is
evaluated based on the ranking of the index securities prices, but it is not
obvious that this ranking is an ideal measure of the effectiveness of the
different projects

⇒ Market outcomes can in fact be biased due to market participants’ potential
selection problems: e.g. projects that are designed in a way to gain popular
support may attract the interest of most market participants, without
necessarily being the most effective ones
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Budget allocation and cost-efficiency

Conditional information markets can also help assessing the budget to be
allocated to specific projects

Combining the information obtained from operating these markets with
reverse auction mechanisms and pay-for-performance schemes can then be
used to guarantee that the budget is allocated efficiently (inducing
grantees to maximize their effort)

⇒ Also in this case the pricing of the index securities, based on which the size
of the budget is decided, may be subject to the possibility of market
manipulation outlined above

⇒ Furthermore, resorting to reverse auctions and pay-for-performance schemes
may indeed foster cost-effectiveness, requiring however at the same time
potentially important monitoring costs
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The efficiency of information markets

Equilibrium prices fully aggregate information in markets with many
independent traders (small with respect to the size of the market),
receiving independent signals from an underlying common distribution

However, the proposed prediction markets can be far from competitive:
thin markets populated by strategic (self-selected) market participants may
distort the incentives of those that trade in the market and determine the
possibility of market manipulation

⇒ The fact that rewards to market participants often comes in the form of
donations to nonprofit organization selected by the market participants
themselves may even exacerbate the potential incentive and selection
problems

Ideas market have the structure of beauty-contests: the payoff of a market
participant is linked to her ability in forecasting other traders’ actions

⇒ In a beauty contest, agents rely too much on ‘public’ information and too
little on their own private signals

⇒ In the presence of strategic complementarities and/or substitutabilities, the
informational efficiency of the market can not be taken for granted

⇒ The resulting prices may not be accurate indicators of the ‘quality’ of
different projects
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Thank you!
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