CHAPTER 4

Making Markets

Work Better

for Poor People

rkets matter for the poor because poor
people rely on formal and informal markets to sell
their labor and products, to finance investment, and to
insure against risks. Well-functioning markets are im-
portant in generating growth and expanding oppor-
tunities for poor people. That is why market-friendly
reforms have been promoted by international donors
and by developing country governments, especially
those democratically elected.!

But to develop markets and the institutions that sup-
port them is difficult and takes time. At times, reforms
to build markets fail entirely. When they succeed, they
frequently impose costs on specific groups in society.
When the losers from reforms include poor people, who
are particularly vulnerable to shocks, countries have a
special obligation to ease the burden of reform. And even
when markets work, societies have to help poor peo-
ple overcome the obstacles that prevent them from
freely and fairly participating in markets.

In the 1950s and 1960s many of those shaping pol-
icy believed that economic development and poverty

reduction required active participation of the state and
protection of local industry. This inward-looking, state-
led development path was adopted by a wide array of
countries throughout the world, with varying degrees
of success. Many countries adopted protectionism,
government control of investment, and state monop-
olies in key sectors. In countries such as India this
strategy resulted in persistently slow growth. In other
countries, particularly in Latin America, this strategy
initially delivered strong growth through the 1960s, but
growth eventually faltered as countries were buffeted
by oil shocks in the 1970s and the debt crisis of the
1980s. And in China in the late 1970s there was a grad-
ual realization that the economy, especially the agri-
cultural sector, had not realized its full potential under
heavy state control.

The increasing disenchantment with inward-
looking, state-led development led national govern-
ments to implement reforms that replaced state
intervention in markets with private incentives, pub-
lic ownership with private ownership, and protection
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of domestic industries with competition from foreign pro-
ducers and investors.> Where such market-friendly reforms
have been successfully implemented, on average eco-
nomic stagnation has ended and growth has resumed.

But in some cases reforms were not successfully im-
plemented, often with particularly severe consequences
for poor people. The broad diversity of failed reforms does
not lend itself to easy generalization.? Some reforms pro-
ceeded too quickly and failed for want of supporting in-
stitutions. Others proceeded too slowly and were captured
and undermined by special interests. Yet others were im-
posed by government elites and foreign donors and
foundered for lack of strong domestic leadership and a
broad-based commitment to reform.*

The debate about reforms is therefore not over a
choice between reforms or no reforms: the absence of re-
forms to develop vibrant, competitive markets and cre-
ate strong institutions condemns countries to continued
stagnation and decline. Nor is the debate over a simplistic
dichotomy between gradualism and shock therapy: re-
forms can proceed either too quickly or too slowly to suc-
ceed. Rather, the debate is on how reforms to build
markets can be designed and implemented in a way that
is measured and tailored to the economic, social, and po-
litical circumstances of a country.®

Inevitably, market-oriented reforms have different ef-
fects on different segments of society. Every reform pro-
gram has its winners and losers, and poor people may be
found in either group. The particular vulnerability of poor
people demands a careful assessment of the likely poverty
impact and the implementation of appropriate compen-
sating policies.® It also calls for careful consideration of the
pace of reforms in the light of the likely effects on poor peo-
ple. Experience shows that direct dialogue with poor peo-
ple can be particularly effective in informing this process.

Even when markets function, they do not always serve
poor people as well as they could. Physical access to mar-
kets can be difficult for poor people living in remote
areas. Regulatory barriers often stifle economic activity in
sectors and regions where poor people are likely to seek
jobs. And access to some markets, especially for financial
services, can be difficult for poor people since they often
engage in small transactions, which traditional market par-
ticipants find unprofitable or insignificant. Investments
in infrastructure, lighter regulatory burdens, and innov-
ative approaches to improving access to financial markets
can therefore do much to ensure that the benefits of mar-
kets are shared by poor people.

This chapter addresses these issues in turn. It first
considers the widely varying experience of countries that
implemented market-oriented reforms over the past 20
years, highlighting both success stories and the severe con-
sequences of failed reforms. It then illustrates the com-
plex effects that market reforms have on poor people, with
examples from three areas: agriculture, fiscal policy, and
trade. Last, it discusses how lightening the regulatory bur-
den, promoting core labor standards, and expanding
microfinance can be beneficial in improving the terms on
which poor people participate in markets.

Have market reforms delivered
growth?

In the 1980s and 1990s much of the developing world
moved toward implementing market-friendly reforms. The
motivation for reforms and their scope and pace varied
widely. In China, for example, the “household responsibility
system” replaced communal farming and created new
incentives for rural households to produce, invest, and in-
novate. These reforms were provoked neither by macro-
economic crisis nor by ideological epiphany; rather, they
reflected a growing realization that Chinas agricultural po-
tential was not being fulfilled. These initial agricultural re-
forms were followed by the introduction of market
mechanisms throughout the economy. In other countries
macroeconomic crises provided the catalyst for reform: in
Mexico, for example, the debt crisis of the 1980s was fol-
lowed by the introduction of wide-ranging economic re-
forms. And in the countries of Eastern Europe and the
former Soviet Union the political transition precipitated a
dramatic progress toward markets that succeeded as spec-
tacularly in some countries as it failed in others.”

As a result of this move toward reforms the economic
landscape in many developing countries—but not all—
has been significantly altered. Government involvement
in economic activity has been scaled back. Domestic
markets are more open to international trade and capi-
tal flows. Revised tax codes are in place. And generally
markets, not governments, determine prices, output,
and the allocation of resources. Many—but not all—of
these reforms reflected the principles of the so-called
Washington consensus, which laid out 10 policy priori-
ties that were adopted in different combinations by many
countries (box 4.1).

Given the wide diversity of reforms implemented by
different countries at different times and under different
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Box 4.1
The Washington consensus

The Washington consensus of market-friendly reforms refers

to the following 10 objectives of policy:

= Fiscal discipline.

®  Redirection of public expenditure toward education,
health, and infrastructure investment.

= Tax reform—broadening the tax base and cutting marginal
tax rates.

= |nterest rates that are market determined and positive (but
moderate) in real terms.
Competitive exchange rates.
Trade liberalization—replacement of quantitative restric-
tions with low and uniform tariffs.
Openness to foreign direct investment.
Privatization of state enterprises.
Deregulation—abolishment of regulations that impede
entry or restrict competition, except for those justified on
safety, environmental, and consumer protection grounds,
and prudential oversight of financial institutions.

® | egal security for property rights.

Source: Williamson 1993.

circumstances, summarizing overall progress is difficult.
Nevertheless, encouraging indicators are clear (figure
4.1). For example, typical inflation rates in developing
countries fell from around 15 percent in the early 1980s
to 7 percent in 1997, indicating a broad trend toward more
disciplined monetary policy. More important, many
countries have escaped the scourge of chronic bouts of
high inflation and hyperinflation. The black market pre-
mium on foreign exchange—a sure indicator of unreal-
istic and nonmarket exchange rates—fell from 25 percent
for a typical developing country in the mid-1980s to only
5 percent in the late 1990s.

Reducing barriers to international trade and capital
movements has been a central part of many reform pro-
grams. In Latin America average tariffs were reduced
from 50 percent in 1985 to 10 percent in 1996, and max-
imum tariffs fell from an average of 84 percent to just 41
percent.® By 1996 nontariff barriers affected only 6 per-
cent of imports, down from 38 percent before reform.’
Reforms have also been widespread in other areas, such
as liberalizing investment regulations, reducing or elim-
inating a large assortment of subsidies to bring down fis-
cal deficits, and privatizing many state enterprises. Only
in labor markets have reforms generally been slow.!”

Have these reforms delivered the expected growth
payoff? A large empirical literature has documented that,

Figure 4.1
Indications of successful policy reforms in the
developing world
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on average, countries with market-friendly policies such
as openness to international trade, disciplined monetary
and fiscal policy, and well-developed financial markets
enjoy better long-run growth performance than countries
where such policies are absent (chapter 3).

There is also evidence that reforms that move countries
closer to such market-friendly policies also contribute to
better growth performance in the medium term. Cross-
country studies of the impact of reforms typically either
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Figure 4.2
Reforms delivered growth in Latin America,
although the gains varied
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compare the performance of countries before and after re-
forms or else examine whether changes in measures of re-
forms explain changes in growth rates. Reforms are
measured indirectly as changes in such variables as trade
volumes, tariff rates, inflation rates, or budget deficits.
Such studies often find a strong growth payoff from reforms.
Figure 4.2 summarizes the results of three such studies for
Latin America, which found a significant growth impact
of reforms. Similar studies of the transition economies of
Eastern Europe and the former Soviet Union, where suc-
cess in implementing market reforms has varied widely,
found that countries that implemented reforms forcefully
and early (and enjoyed favorable initial conditions) achieved
stronger growth than reform laggards.!! A 1999 study of
India finds that the states that implemented reforms saw
faster growth and stronger improvements in education
and primary health care than those that did not.!?

This does not mean that the developing world as a
whole enjoyed rapid growth as a result of reforms in the
1980s and 1990s. Indeed, growth in the developing
world has been disappointing, with the typical country
registering negligible growth.

A recent study argues that this disappointing growth
should not be attributed to the failure of reforms.!® De-
spite slow overall growth, the study found that differences
in indicators of market-friendly policies continued to

predict cross-country differences in economic perfor-
mance. But many developing countries were buffeted by
large external shocks. World interest rates rose sharply, in-
creasing the burden of debt service obligations. Growth
in the industrial countries slowed, lowering growth in their
developing country trading partners. In some cases these
shocks eroded the benefits of reforms that were being im-
plemented concurrently.

At times, however, reform programs have failed to de-
liver as much as expected—and at times reforms have
failed entirely. Consider what went wrong in East Asia,
countries of the former Soviet Union, and Africa (box 4.2).
The grim lessons of these failures, and the heavy burdens
they placed on poor people, underline the importance of
a measured and realistic approach to reforms to ensure
that their objectives are attained.'4

A note of caution on the future of reforms. In many
cases the reforms discussed above are straightforward
“first-generation” reforms, such as stabilizing from high
inflation, moderating chronic budget deficits, and dis-
mantling the most egregious trade barriers. Consolidat-
ing the gains from these reforms often requires institution
building in much more difficult areas, such as develop-
ing an independent judiciary, creating independent and
effective regulatory agencies, and instilling professional-
ism in the public sector. Such “second-generation” reforms
are not only much more complex and take much more
time—they are also often likely to be opposed by pow-
erful and entrenched interests.!® This is not to say that
such second-generation reforms should be postponed—
precisely because they take time to bear fruit, it is im-
portant to embark on them as promptly as possible.

In sum, market-oriented reforms have been wide-
spread though uneven throughout the developing world.
On average they have delivered lower inflation and higher
growth, both powerful forces for reducing income poverty.
But reforms can also go awry, with painful consequences
for poor people. Lack of supporting institutions, mistakes
in sequencing reforms, and the capture of the reform
process by powerful individuals or groups lie at the bot-
tom of most failed reforms.

Have market reforms delivered
benefits to poor people?

Even when market-friendly reforms have succeeded in de-
livering growth, the effects on the incomes of poor peo-
ple have varied. This reflects both initial inequalities in
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Box 4.2
Why do reforms sometimes fail?

Reforms can go awry when supportive institutions are absent or
powerful individuals or groups manipulate the results.

Incomplete financial sector reforms contributed to the

East Asian crisis

During the 1990s several emerging economies in East Asia liber-
alized their domestic financial markets and lifted capital account
restrictions. In the Republic of Korea and Thailand especially, a surge
of capital inflows, often through newly formed nonbank financial
institutions, placed heavy financial stresses on banks. Prudential
regulation of banks and nonbank financial institutions did not keep
pace with these developments, and there was rapid growth in often-
unhedged short-term foreign currency liabilities. Sudden exchange
rate fluctuations in the summer of 1997 wreaked havoc on these
foreign currency exposures, contributing to the depth of the en-
suing crisis (World Bank 1998f).

This experience matches a broader pattern emerging from
cross-country analysis: financial reforms unaccompanied by ade-
quate supervisory institutions are a significant determinant of
banking crises worldwide (Demirglic-Kunt and Detragiache 1998).
At the root of the 1995 Mexican peso crisis were inadequacies in
the bank privatization process and in financial liberalization (Lustig
1998). These experiences do not invalidate the importance of re-
forms in developing financial markets. In fact, the effective inter-
mediation of savings to productive investment was a contributing
factor in East Asia’s remarkable development success, a success
that dwarfs the setbacks of the recent crisis. But incautious and
excessively rapid reforms can culminate in crises.

Grand corruption subverted reforms in countries of the
former Soviet Union

The state steals from us all the time, so deceiving the state is
not a sin.
—~From a discussion group, Ukraine

What kind of government do we have? One hand gives and the
other takes away!
—~From a discussion group, Ukraine

In the countries of the former Soviet Union market reforms and
perceptions of corruption are inextricably intertwined (see, for
example, Narayan, Patel, Schafft, Rademacher, and Koch-Schulte
2000). This is understandable: most of these countries score very
poorly in cross-country comparisons of corruption, and encounters
with corruption are dispiritingly frequent for many firms and indi-
viduals. Corruption has coincided with worse macroeconomic
performance and deeper output declines as these countries have
wrestled with the transition to a market economy.

A particularly pernicious form of corruption is “state capture,”
referring to the ability of firms and powerful individuals to influence
the formation of new laws and regulations to their own advantage.
This may involve manipulating the judicial, executive, and legisla-
tive branches of government to obtain special privileges and mo-

nopoly rights and to bias the awarding and pricing of public con-
tracts. State capture runs counter to the premises of a free and
fair competitive market economy—and contributes to increasing
inequality. State capture is also widespread. In several countries
of the former Soviet Union more than 30 percent of firms surveyed
in a business environment survey reported that they had suffered
as a result of successful state capture by their competitors (Hell-
man and others 2000).

Market economies cannot function well where the institu-
tional and incentive environment permits such corruption to flour-
ish. Worse, countries may fall into vicious circles, with incomplete
reforms creating new incentives for corruption. Fighting the cor-
rosive effects of state capture requires much deeper institutional
development—in the organization of the political system, the
checks and balances among core state institutions, and the rela-
tionships between state and firms and between state and civil
society.

Inadequate public investment and excessive bureaucracy
have undermined market reforms in Sub-Saharan Africa
Several African countries have failed to grow since the mid-1980s,
when, with the support of international financial institutions, they
began implementing market reforms, especially in agriculture. The
results have been less than spectacular, in part due to inadequate
public investment and persistent red tape (World Bank 2000b).

African farmers, like those in other parts of the world, re-
spond vigorously to price and nonprice incentives. But if public
infrastructure—such as roads to remote agricultural areas—is un-
developed or underdeveloped, the impact of pricing and marketing
reforms on output is muted. Inadequate infrastructure affects
other sectors as well. Business surveys carried out in a number
of African countries in 1996-97 consistently point to the poor
quality of infrastructure services as a critical barrier to expansion
into labor-intensive exports in response to trade reform. In Uganda
transport and other costs increased the cost of capital goods by
almost half. And in Zimbabwe poor transport services mean that
delivery of inputs is unreliable, forcing firms to hold large inven-
tories despite high interest rates.

These difficulties have been compounded by a lack of im-
provement in transparency and accountability. Although legal and
regulatory changes are often integral parts of reform packages,
their implementation is often flawed or half-hearted. As a result,
regulatory barriers to competition remain serious obstacles,
and corruption, red tape, and lack of transparency continue to
impede trade and investment by raising costs. Business surveys
often also identify corruption and bureaucratic red tape as bar-
riers to business expansion and diversification in several African
countries. For example, it can take more than a week for inter-
mediate inputs to clear customs on the Ugandan border, and de-
lays of more than a day are routine at customs checkpoints in
southern Africa. These obstacles are symptomatic of larger in-
stitutional failures that policymakers must address if reforms are
to be effective.
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income and opportunity, and the effects of reforms on
growth and inequality. What has actually happened?
And what can be learned from this experience with mar-
ket-friendly reform?

Cross-country evidence suggests that macroeconomic
reforms on average have had little effect on income dis-
tribution. For example, recent studies have examined
the impact of market-friendly policies—such as openness
to international trade, low inflation, a moderate-size gov-
ernment, and strong rule of law—on the incomes of
poor people in a large cross-country sample. The find-
ings: these policies on average benefit poor people as
much as anyone else.'® Some policies, notably stabiliza-
tion from high inflation, may even benefit poor people
more than others. This outcome is consistent with sur-
vey evidence showing that poor people are more likely to
single out high inflation as a pressing concern.

Where reforms have adverse distributional effects,
these are generally small compared with the growth ben-
efits that reforms deliver, especially over periods of sev-
eral years or more.!” So the macroeconomic evidence does
not suggest that the benefits of reform have bypassed poor
people—nor even that the benefits only gradually “trickle
down” to them. Instead, it suggests a pattern in which all
income groups on average benefit equally from reforms.
Even among the countries of the former socialist bloc,
where reforms have often gone awry, inequality increased
least in countries that successfully implemented reforms.
It increased most in countries that introduced reforms only
partially or not at all.'8

This kind of cross-country evidence provides only a
partial picture of the effects of reforms on poor people.
The same reforms may have very different effects in dif-
ferent countries, and so such average results provide
only a rough guide to the likely future impact of reforms
in a particular country. Furthermore, even when re-
forms on average have no effect on aggregate income in-
equality, there will still be winners and losers from
reform. And when the main effects of reforms are on the
provision of public goods such as health, education, or
infrastructure, it may take time before the effects on in-
come distribution and human development outcomes are
felt. Detailed case studies of reforms in specific countries
shed light on some of the complexities of reform. While
it is as difficult to generalize from an individual coun-
try’s experience as it is to generalize from an average cross-
country relationship, both types of evidence provide
useful insights into the effects of reforms.

Not surprising, case studies of reform episodes show
that market-friendly reforms have uneven costs and
benefits—especially in the near term—with the costs
concentrated on particular groups and the benefits spread
broadly over the economy as a whole. Costs and bene-
fits can also be distributed unevenly over time. For ex-
ample, trade liberalization can lead quickly to reductions
in employment in previously protected sectors, but it may
take time for affected workers to develop the skills required
to take advantage of growing opportunities in other sec-
tors. In Hungary the average duration of unemployment
for those laid off from state enterprises between 1990 and
1992 was more than four years."?

Our leaders announced a transition to new market
relations and then left us to the mercy of fate. . . .

—From a discussion group, Georgia

On the whole these costs do not negate the benefits of
the reforms discussed above. But they do point to the im-
portance of social policies to ease the burdens that reforms
impose (see chapter 8). This is particularly so for poor peo-
ple, whose assets, particularly the human capital of their chil-
dren, can be irreversibly affected by even short-term costs.
The costs also remind us that success or failure is not mea-
sured only by changes in average incomes. Survey evidence
from Latin America indicates that reforms can be unpop-
ular if they are associated with the perception—and often
the reality—of greater risk and uncertainty.?’

Who wins? And who loses? The winners are often those
in rural areas, those in countries where the enabling envi-
ronment for the private sector is strong and private sector
capacity to seize new opportunities is good, those with the
skills to be absorbed into new activities, and those who are
geographically mobile and willing to look for work in new
occupations and sectors. The losers have often been in urban
areas (where services have been hit), in government jobs, and
in jobs where protected insiders once earned more than
market wages would support. The losers might also include
the unskilled, the immobile, and those without access to the
new market opportunities—because they lack human cap-
ital, access to land or credit, or infrastructure connecting far-
flung areas. The losers may also include otherwise viable firms
hit by economic crises not of their own making.

As the state sector contracts, employment opportunities
are evaporating.

—From a discussion group, Ukraine



Table 4.1

MAKING MARKETS WORK BETTER FOR POOR PEOPLE 67

Impact of reforms on agricultural prices, output, and productivity in seven countries
Percentage change, five-year postreform period compared with five-year prereform period

Agricultural
productivity
Real GDP growth
Real growth rate (percentage
agricultural Real (percentage Agricultural point
Country prices exchange rate? point change) output change)
Chile 120 105 2.8 40 8.2
Ghana 5) 230 3.9 50 12.2
Hungary -10 -23 . -15 25.4
Indonesia 20 75 -0.6 42 2.3
Madagascar 11 94 2.0 15 2.9
Mexico -24 22 -3.7 14 1.3
New Zealand =31 -2 0.4 5 0.8

.. Not available.
a. An increase indicates depreciation.
Source: Meerman 1997.

Since poor people are represented among both the win-
ners and the losers described here, there can be no gen-
eral lesson that reforms are good (or bad) for all poor
people all the time. But examples of reforms in three
areas—agriculture, fiscal policy, and trade—yield im-
portant insights into what determines success and fail-
ure, how reforms affect poor people, and whether it is
possible to mitigate the adverse effects on losers.

Agriculture

Under inward-oriented models of development the
structure of tariffs and nontariff barriers and often the
exchange rate were biased against agriculture. Market-
oriented reforms that reduced this antiagriculture bias—
and dismantled various forms of state intervention
(price supports, input and credit subsidies, support for
marketing products)—have generally increased agri-
cultural growth. Policy reforms such as privatization, re-
duced regulation, and trade and price liberalization
have had a positive impact for many countries.?! Agri-
cultural output and productivity growth have generally
risen in the postreform period, sometimes substantially
(table 4.1). Because many poor people are small agri-
cultural producers, they have benefited directly from
these reforms. Case studies of Chile, China, Ghana,??
Uganda, and Vietnam show that reforms have helped
raise producer prices for small farmers by eliminating
marketing boards, changing real exchange rates through
broader economic reforms, lowering tariffs, and elim-
inating quotas (box 4.3).

As chapter 5 discusses, access to land plays an important
part in poverty reduction. Better access to land, accom-
panied by access to such assets as credit and infrastruc-
ture, can improve the productivity of land and labor for
poor people. Thus liberalizing land markets has large
potential benefits. Evidence from Mexico, for example,
indicates that land market reforms expanded small farm-
ers access to land through the rental market (box 4.4).

Beyond these direct benefits, growth in agricultural in-
comes appears to have been particularly effective at re-
ducing rural poverty because of demand spillovers to
local markets in which the nonfarm rural poor have a large
stake. Rural construction, personal services, simple man-
ufacturing, and repair have been major channels through
which poor people have shared in agricultural booms, even
when they have not been direct beneficiaries of higher crop
prices. In Ghana the big beneficiaries of reform—cocoa
producers—constitute less than 8 percent of the poor, yet
rural poverty fell sharply.

All our problems derive from lack of land. If we have
enough land we will be able to produce enough to feed our
households, build houses, and train our children.

—Poor man, Nigeria

Another example of the indirect benefits of market re-
forms comes from cotton smallholders in Zimbabwe.??
Before the reforms the Cotton Marketing Board used its
power as the sole buyer to impose low producer prices on
farmers to subsidize the textile industry. Large farmers di-
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Box 4.3
Agricultural reforms in Chile and China help small farmers

Chile dramatically illustrates how incomplete reforms can harm
agriculture—and how completed reforms can have large benefits.
The military government that took power in 1973 implemented a
sustained program of policy reform. Agricultural production in-
creased by a quarter in 1974, but then stagnated through 1983,
thanks to the uncertainty over future policies and the incom-
pleteness of reforms. In 1978-82 elimination of credit and input
subsidies and appreciation in the real exchange rate hit agriculture
hard, while delays in implementing reforms in land, labor, and water
rights markets prevented an effective response (Valdes 1994).

In 1984 an aggressive devaluation and completion of reforms
led to a vigorous recovery. The sector responded strongly. Agri-
cultural labor force participation quickly rose—from a low of 14
percent of the total labor force to more than 19 percent, sub-
stantially higher than at any time in the previous decade. Agri-
cultural growth increased from 0.2 percent a year in 1960-74 to
4.9 percent in 1974-90. Greater land productivity was a major
factor.

China’s agricultural liberalization led to a swift response. Be-
fore the reforms in 1979, China had good roads and irrigation in-
frastructure, excellent technical packages for grains and other
crops, and effective application of fertilizer and other inputs. Be-
tween the 1940s revolution and the 1970s, irrigation capacity had

Source: Meerman 1997.

more than doubled and fertilizer production had increased signif-
icantly. But arable land per capita declined from about 0.2 to 0.1
hectare over those 30 years. State-imposed cropping patterns
forced most cultivation into rice and other cereals. Collective
farms had to fulfill grain quotas for delivery to the cities, and the
national grain market was fragmented into 30 self-sufficient regions.

Starting in 1979, family farming through the “household re-
sponsibility system” swept the country, replacing communal farm-
ing. Although initially farmers were still obliged to deliver grain at
low prices, they were otherwise permitted to produce what they
wished at mostly market prices. Commerce in rural areas and be-
tween farm and city, previously repressed by the state, was allowed
to flourish. Rather than have self-sufficient provinces, the state en-
couraged regional and national markets. Effective demand in-
creased rapidly for high-value products (vegetables, fruits, meat,
fish, eggs) that had been repressed by the earlier state-directed poli-
cies. China's peasant farmers—skilled, hard working, and strongly
motivated—responded to the new opportunities with great vigor
and launched five years of the fastest sustained agricultural growth
ever recorded anywhere. Between 1978 and 1984 net agricultural
output increased 7.7 percent annually and grain output 4.8 percent
(Lin 1995). With the vast majority of China’s poor people in rural
areas, the incidence of poverty fell dramatically.

Box 4.4
Land markets and poor peasants in Mexico

Liberalization of land rental and reorganization of the property rights
system in the gjidos (communal lands) in 1992 formed the backbone
of structural reforms to transform the Mexican economy. Liberal-
izing land markets and better defining and enforcing land property
rights were expected to drastically reduce the costs of transactions
in both land and credit markets, improving access to land and credit
for poor, small-scale (and perhaps more efficient) producers.
Policies aimed at activating land rental markets would bene-
fit the landless and the land-poor by increasing their access to land
through rental and sharecropping transactions. But with both land
and credit markets being liberalized, the easing of restrictions on

Source: Olinto, Davis, and Deininger 1999.

the land rental market could be offset by reduced access to credit
for the land-poor, who were less able to use land as collateral. This
could have shifted the benefits from smaller to larger holders.

The increased supply of land from large farmers in the rental mar-
ket allowed the rural poor a small but statistically significant in-
crease in access to land. After controlling for the greater access to
credit, it appears that large farmers increased their demand for
land rentals. But small farmers appear to have increased their de-
mand for land even more, suggesting that had their access to credit
not worsened, land-poor farmers might have benefited even more
from land market liberalization.

versified into unregulated crops, such as horticulture and
tobacco. After the reforms cotton prices rose. In absolute
terms the gains would be greater for larger farmers, simply
because they produce more cotton. But there have been par-
ticular gains for smallholders, as newly privatized cotton buy-
ers have chosen to compete with one another in part by
providing new extension and input services to smallholders.

We think the earth is generous; but what is the incentive
to produce more than the family needs if there are no
access roads to get produce to the market?

—From a discussion group, Guatemala

Market-friendly reforms have also sometimes hurt
the rural poor. In some countries financial reforms tight-
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Box 4.5
Listening to farmers in Zambia

Since 1991 Zambia has radically changed the policy and institutional
environment for agriculture. With liberalization and privatization,
private suppliers have replaced state agricultural services for
credit, inputs, and marketing.

Using participatory rural appraisals and beneficiary assess-
ments, the World Bank-assisted Agricultural Sector Investment
Program has established systematic and regular feedback be-
tween policymakers, service providers, and those affected by
programs. Talking to farmers has helped policymakers under-
stand the farmers’ resource constraints, service delivery problems,
and strategies for dealing with the vicissitudes of transition.

Participatory assessments also examine local perceptions of the
effectiveness of agricultural infrastructure and services. These con-
sultations revealed that agricultural credit and marketing, now han-
dled by the private sector, were uneven and unpredictable—because
of poor infrastructure, lack of capacity, and inadequate enforce-
ment mechanisms. Public extension and animal health services, suf-

Source: World Bank 1998a.

fering from staff shortages and lack of operating funds, transport,
and equipment, were also failing to respond well to farmers’ needs.

Farmers want better infrastructure (especially roads and
bridges) and more effective regulation of the private sector. They
also want more information on markets for agricultural products
and easier access to more flexible and responsive credit facilities.
And they want advice on subsistence crops and storage methods,
which they prefer to get through group extension.

Talking to farmers also identified ways to help those who are
economically vulnerable take part in agricultural markets—
extending microcredit, promoting local seed production systems,
and offering research and extension services for subsistence
crops and low-input agriculture. To create the local organizational
basis for participatory extension and economically viable joint
activities—such as marketing, local financial services, and cattle
dipping—support needs to go to producer associations, service-
providing NGOs, and other organizations active in communities.

ened credit and closed rural bank branches, reducing
the availability of credit.?* And in some cases research,
data collection, reporting, and quality monitoring dis-
appeared after the abolition of state enterprises and mar-
keting boards. In Cameroon the marketing board had been
maintaining rural roads, but the responsibility was not
reassigned after the reforms. In Zambia remote farmers
had been implicitly subsidized by a uniform pricing pol-
icy that did not take into account transport costs, while
small farmers without storage facilities were implicitly sub-
sidized by prices held constant across seasons. After the
reforms market forces eliminated the implicit subsidies,
and transport infrastructure deteriorated significantly,
leaving many farmers worse off.

The converse of the gain to small producers from rel-
ative price shifts is the cost to poor urban dwellers. Take
Ghana. The rural sector gained from higher export
prices and greater rural demand as cocoa farmers spent
their windfall, but urban residents grew poorer. Living
standards in Accra deteriorated in 1988-92, even while
conditions were improving elsewhere in the country.
Poor and middle-income urban residents suffered from
higher food prices. Moreover, the dismantling of the
old export marketing system removed an important
source of public revenues that was not quickly re-
placed. This led to higher inflation and public sector
retrenchment, with the costs of both felt most by urban
residents.

These examples suggest at least two lessons. The first
is simple: reforms can benefit poor people but also hurt
them. Listening to stakeholders through participatory pol-
icymaking can do much to identify and avoid unin-
tended consequences for poor people (box 4.5). Second,
when reforms leave an institutional vacuum, perfor-
mance suffers. As with other reforms, agricultural mar-
ket liberalization without the proper institutional
framework will not deliver the expected results—and
could have serious consequences for poor people.

Fiscal policy

In many countries fiscal reforms to strengthen revenue
collection capacity and control unsustainable spending
have been a central element of broader reform programs.
Since raising revenues takes time, fiscal reforms often show
up first in spending cuts. When those cuts are felt in so-
cial sectors and in subsidies, they can hurt poor people.
As chapter 5 discusses, there is evidence that the intro-
duction of user fees in health services hurts the poor
more than the rich. In Madagascar the real incomes of
poor households in the capital city declined substan-
tially when food prices were decontrolled.?> But elimi-
nating subsidies does not always hurt the poor. A study
in Guinea and Mozambique found that eliminating food
subsidies did not hurt poor people because the subsidies
had not reached them in the first place.® The lesson is
clear: lower overall subsidies need not be inconsistent with
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helping poor people, if the subsidies are better targeted
or replaced by other forms of assistance.

In the 1990s governments in Eastern Europe and the
former Soviet Union introduced a rapid phaseout of util-
ity subsidies across the board. The urgency was dictated
by the need to reduce unsustainable fiscal deficits. This
had a huge impact on the welfare of all families, especially
poor families. In Ukraine household energy tariffs in-
creased four- to twelvefold (in real terms) between 1992
and 1995, while average household income dropped to
less than half its prereform level. To help cushion the im-
pact, a cap of 20 percent of family income was put on
what households pay in utility bills and rent. The state
budget is supposed to pay any bills in excess of this limit
(although arrears in payments continue to be a problem).
In Moldova the average winter heating bill would have
exceeded 60 percent of the income (cash and in kind) of
a typical family of four in the lowest fifth of the income
distribution living in a small apartment. Aware that this
was unsustainable, the government eventually introduced
mechanisms to subsidize families, ranging from tolerat-
ing nonpayment to establishing different tariff rates for
poor families.?’

Experience in the countries of the former Soviet Union
also shows that fiscal adjustment could have been done
in different, and much more pro-poor, ways. For exam-
ple, before the political transition the ratio of health and
education personnel and facilities to the total population
was above OECD standards. During the 1990s public rev-
enues and expenditures fell as a share of GDP. And since
GDP collapsed as well, government spending in real
terms fell dramatically. Rather than downsize personnel,
rationalize facilities, and institute some cost-recovery mea-
sures, governments allowed real public sector wages to
erode, and spending on maintenance and material inputs
collapsed. Public sector wages were often in arrears, and
public employees responded to their personal financial pres-
sures by demanding under-the-table payments for pub-
lic services, something poor people could ill afford.?®

Revenue-raising measures, such as a growing reliance
on value added taxes, can also hurt poor people if not im-
plemented carefully. Strong efficiency arguments for value
added taxation are being heeded throughout the developing
world. But introducing such taxes can have either pro-
gressive or regressive effects. If value added taxes replace
progressive income taxes or if poor people either avoided
or did not qualify for other taxes, such reforms are re-
gressive. Pakistan’s introduction of a value added tax

shifted the burden of taxation toward the poor: the tax bur-
den on the richest income group declined 4.3 percentage
points, while that on the poorest group rose 10.3 percentage
points.?? In contrast, when tax reforms reduce the re-
liance on inflationary finance, they can be progressive
because of the heavy burden high inflation places on poor
people. Moreover, most of the redistributive power of
public finance lies on the expenditure side rather than the
revenue side. Therefore, even a slightly regressive tax re-
form can have progressive results if the additional revenue
is devoted to expenditures targeted toward poor people.

Trade

Trade reforms—reducing tariffs and nontariff barriers—
have had profound effects in many developing coun-
tries. As chapter 3 discusses, there is now substantial
evidence that open trade regimes support growth and de-
velopment and that moving toward an open regime and
its attendant benefits is the reason for trade reform. But
the consequences for poor people depend crucially on how
trade liberalization affects the demand for their greatest
asset: their (often unskilled) labor. Furthermore, trade re-
forms in the developing world have not always been
matched by complementary reforms by rich countries,
where the remaining protection imposes a heavy burden
on the developing world (chapter 10).

The initial push for trade liberalization as an instru-
ment for poverty reduction was influenced by a narrow
reading of predictions from trade theory: removing trade
barriers in developing countries would increase demand
for their abundant low-skilled labor and expand unskilled
employment and earnings. Not only would trade liberal-
ization raise average incomes—it was also expected to be
particularly pro-poor through this effect on unskilled
labor. The evidence shows that the actual results in the past
15 years have been mixed. Trade reforms have delivered
growth, and thus poverty reduction—but their distribu-
tional effects have been more complex. Careful analysis
suggests three main factors at work.

First, in some countries trade restrictions had benefited
poor people by artificially raising the prices of the goods
they produced. In such cases it is not surprising that trade
liberalization would hurt poor people. For example, a
study of Mexico found that the wages of unskilled labor
relative to those of skilled labor declined over 1986-90,
and that about a quarter of the decline was from the re-
duction in tariffs and the elimination of import license
requirements (figure 4.3).%° The authors explain this ap-
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parent anomaly by noting that Mexico, despite its com-
parative advantage in low-skilled industry, had protected
labor-intensive sectors—such as textiles and clothing—
before adopting trade reforms. Supporting the incomes
of the unskilled through trade barriers is very inefficient.
Support can often be given in other ways at lower social
cost, although designing and implementing such better-
targeted programs take time. But it is not surprising in these
circumstances that trade liberalization—unaccompanied
by compensatory programs—would hurt poor people. In
some other countries, however, the pattern was different:
urban manufacturing workers protected by trade barriers
were more skilled and less likely to be poor.

Second, some countries that liberalized trade were not
particularly abundant in unskilled labor. In Africa and Latin
America land is relatively abundant, and in Eastern Eu-
rope skilled labor is plentiful. Although this does not de-
tract from the efficiency and growth arguments for trade
reform, it does call into question the eatlier presumption
that trade reform might also deliver equalizing effects by
raising the demand for unskilled labor. But in countries
where unskilled labor is abundant, such as Bangladesh,
China, and Vietnam, the gains from integrating into the
world economy can be significant for unskilled labor.

Third, trade reforms were often accompanied by other
developments that were disequalizing rather than equal-
izing. In many developing countries that opened to trade,
as in many industrial countries, the wages of skilled work-
ers have grown faster than those of unskilled workers. In
the United States the wages of unskilled workers have fallen
in real terms by 20 percent since the 1970s, despite rapid
growth in the overall economy.?! Studies for countries as
diverse as Chile, Colombia, Mexico, Turkey, and Venezuela
show a similar phenomenon—premiums paid to skilled
workers have increased in all these countries.>

Is trade the culprit behind this widening inequality?
The balance of evidence suggests that it is not. More im-
portant has been technological change favoring workers
with better education and skills, sometimes in the form
of imported foreign technologies. This can be seen from
several pieces of evidence. Even though the relative wages
of skilled workers have risen in many countries, there has
also been a shift toward greater employment of skilled
workers—contrary to what simple trade theory would pre-
dict. This shift has been pervasive across industries—again
contrary to simple trade models, which would have pre-
dicted increases in some sectors and declines in others.
And there is evidence that the pattern of shifts toward more

Figure 4.3
The gap between skilled and unskilled wages
widened in Mexico
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skill-intensive employment in the industrial world in
the 1970s and 1980s is being matched by a similar, later
shift in the developing world.??

This is of course not to say that technological change
should be avoided because it hurts poor people. On the
contrary, technological change is a fundamental deter-
minant of growth and rising living standards, powerful
forces for poverty reduction. Instead, the importance of
a rising relative demand for skills points to the need to in-
vest in the skills of poor people, to enable them to take
advantage of the new opportunities that technological
change brings.

Private sector response
These examples of agricultural, fiscal, and trade reforms
show that reforms can have complex distributional out-
comes. But remember that the objective of market-friendly
reforms—a vibrant and dynamic private sector—can be
one of the most effective antidotes to the costs of reform.
New job creation, technological change that raises labor
productivity and wages, and institutions that ensure equal
opportunities for gaining access to the new jobs do much
to ensure that the benefits from reform are widely shared.
Fortunately, a strong private response appears to be the
general experience in developing countries after reform,
especially when labor market regulations are not onerous
and do not inhibit adjustment.? A retrospective study of
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trade liberalizations found that in 12 of 13 cases where data
were available formal manufacturing employment in-
creased within one year after liberalization was com-
pleted.?> The exception was Chile, where increased
employment in agriculture offset the decline in manu-
facturing employment. In Estonia a flexible labor market
created many new jobs, leading to minimal unemployment
despite the intense job destruction and labor turnover as-
sociated with reform.?® In Panama unemployment fell
steeply after liberalization. In South Asia growth in the for-
mal manufacturing sector accelerated from 3.8 percent a
year to 9.4 percent after liberalization, as many workers
pulled out of informal sector employment.’” And in
Africa the micro and small enterprise sector is the most
dynamic in five economies considered in a recent study.
Annual employment growth was strong in these enterprises
after reform, and new enterprises started up at a high rate.?

Making markets do more
for poor people

Even where market-friendly reforms have taken hold, there
is much that countries can do to improve the benefits that
markets offer to the poor. To reach poor people, many
reforms need to be accompanied by institutional support,
investment in infrastructure, and complementary re-
forms at the micro level. The incentives for policymak-
ers to undertake such reforms are small because the
markets involving poor people are typically small. So
the reforms get little attention, even though they can be
powerful forces for poverty reduction. But increasing ac-
cess to productive assets and lightening and improving
regulation can do much to involve poor people more di-
rectly in markets.?> New technologies can help as well,
especially information technologies that break down
some of the barriers of physical remoteness that many poor
people face (box 4.6).

The potential of reforms to improve access to markets
for poor people can be seen from examples in three areas:
lifting the heavy hand of regulation, especially on the small
businesses that often provide the poor with employment;
promoting core labor standards; and improving access to
financial markets for the poor, especially through
microfinance.

Lightening the regulatory burden
Compliance with regulations imposes fixed costs that
are particularly onerous for small firms. Carefully re-

viewing regulations and exploring possibilities for more
flexible requirements can ease the burden. In Chile the
government recently simplified the duty-drawback sys-
tem to reduce the administrative costs for small firms. In
Bolivia parts of the tax system were drastically simplified
for small firms.“? In the Philippines there are much lower
minimum capital requirements for small thrift and rural
banks than for commercial banks.

In contrast, in Indonesia official and unofficial levies
are estimated to raise the costs faced by small and medium-
size enterprises by as much as 30 percent.#! In some sec-
tors small enterprises have to secure as many as eight
licenses—some of which have identical functions but
are issued by different agencies. Obtaining licenses takes
so long and procedures are so complicated that some busi-
ness owners choose to operate illegally.*? In the Indian
state of Gujarat licensing requirements for gum collec-
tors are a barrier that hinder women's collector groups.*?
Reforms to reduce levies and to simplify and shorten li-
censing and entry procedures for small and medium-size
enterprises could ease this burden.

Given the opportunity, small and medium-size en-
terprises might serve some segments of the markets nor-
mally thought of as natural monopolies. In many urban
areas in Africa and Latin America small independent
water providers bring basic water services at low cost to
poor marginal communities. Small enterprises have also
been effective in solid waste management.*t But they
often face barriers—such as requirements for experi-
ence, complex or expensive procedures for registration
and tendering, and noncompetitive behavior in markets.
Removing these constraints could allow small and
medium-size enterprises to expand their activities in
this area, increasing employment opportunities for low-
income groups while expanding access to services for poor
communities.

Better regulation does not always mean less regulation.
Take the privatization of gas, water, electricity, and
telecommunications utilities in Argentina in the early
1990s. Privatization improved performance, and poor peo-
ple, as direct consumers, benefited along with the rest of
the economy—and more than proportionately for gas and
electricity, major components of their consumption bas-
ket. But because privatized utilities are often monopolies,
appropriate regulatory institutions were essential to fair
pricing. The new regulations to ensure that utility prices
yielded only normal rates of return had important indi-
rect benefits for poor people, by encouraging investment
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Box 4.6
Attacking poverty with information

Virtual Souk expands market access for artisans in the
Middle East and North Africa

Fadma Aoubaida, a Moroccan weaver from Taliouine and a mother
of seven—with the money she earned from selling her products
on the Virtual Souk—repaired her roof and started building an in-
door latrine, one of the few in her village. ljja Aittalblhsen, another
woman artisan in Morocco, spent her profits to buy cement and
windows for her house. With future profits, she wants to buy a
truck to transport rugs from her village to the market or buy bi-
cycles that women can ride.

—BBC Online News, 14 October 1999

Artisans in the Middle East and North Africa have always crafted
high-quality products using traditional techniques and ancestral
know-how. But shrinking local markets and difficulties in gaining
access to more lucrative national and international markets are lead-
ing to a gradual disappearance of culturally rich crafts—and with
them an important source of income for poor people.

The Virtual Souk is bucking this trend. Since 1997 this Internet-
based marketplace has been providing direct access to international
markets for several hundred artisans from Egypt, Lebanon, Mo-
rocco, and Tunisia, many of them women. The network is expanding
to other countries in the region, and there is demand to adapt the
concept to East Asia and Latin America.

Online sales soared tenfold between the first and last quarters
of 1999, reaching markets around the world, including countries in
Europe and North America and as far as Australia, Japan, and South
Africa. Participating artisans receive 65-80 percent of the proceeds,
a much larger margin than through traditional channels. And the gains
are more than simply financial. Through the Virtual Souk, artisans

gain access to opportunities for empowerment, capacity building,
income generation—and for the use of their skills with dignity.

Cellular phone technology gives bargaining power to
women in Bangladesh

I always sell eggs to middlemen. In the past, whatever prices
they offered, | accepted because | had no idea about the
going prices of eggs. . . . Last week, the middleman came.. ..
and desired to pay me 12 taka per hali [four units]. . . . Keep-
ing him waiting, | rushed to check the prices through the Vil-
lage Phone. The price was 14 taka per hali of eggs in nearby
markets. | came back and refused to sell to him at the lower
prices. . . . After a brief haggling, we agreed to buy and sell
at 13 taka per hali.
—~Halima Khatuun, a poor, illiterate woman
who sells eggs, Bangladesh

A subsidiary of Grameen Bank, Grameen Telecom operates a vil-
lage pay phone program that leases cellular telephones to selected
bank members, mostly women in rural areas, who use the tele-
phone to provide services and earn money. Today around 2,000
village pay phones are in place. The target is to install 40,000 tele-
phones by 2002, introducing telefax and email services as well.

These phones have helped lower the cost of information gath-
ering. This can be seen in lower prices for poultry feed, more sta-
ble diesel prices, and less spoilage of perishable goods due to more
precise shipment dates. WWomen providing the phone services have
gained confidence and new status as “phone ladies.” Telephone
users include both rich and poor, but poor people make more calls
for economic reasons.

Source: For the Virtual Souk, see www.peoplink/vsouk/; for the Grameen Telecom cellular phone program, see Burr (2000).

and job creation throughout the economy. One study
found that these indirect gains for poor people—reflecting
the power of appropriate regulation—were five times as
large as the direct gains from lower utility prices and bet-
ter service.

An appropriate and generally lighter regulatory frame-
work in labor markets could also benefit poor people. In
general, excessively burdensome labor market regula-
tions can limit job creation and thus opportunities for poor
people to productively employ one of their most important
assets—their labor. These constraints are especially im-
portant when reforms in other areas create temporary em-
ployment dislocations. But the benefits of deregulating
labor markets should not be overstated. Often labor mar-
ket regulations are not well enforced, especially in the in-
formal sector, so relaxing them would have little effect on
employment opportunities for poor people.

Promoting core labor standards
Core labor standards have been set out in the Declaration
on the Fundamental Principles and Rights at Work
adopted by the members of the International Labour Or-
ganization in 1998. They include freedom of association
and the right to collective bargaining, elimination of
forced labor, effective abolition of child labor, and the elim-
ination of discrimination in employment and occupation. ¢
The goals underlying these core labor standards are im-
portant, and it is widely agreed that the standards them-
selves represent worthy targets for economic development.
This consensus is especially strong for the most ex-
ploitative forms of child labor and forced labor. However,
there is no consensus regarding the best way to achieve
the labor conditions envisaged by these core standards.
How best to implement the objectives set out in these stan-
dards is difficult to determine and depends a great deal
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on the circumstances of individual countries. Some in-
dustrial countries take the position that the standards
should be enforced through trade agreements or devel-
opment cooperation. Many developing countries argue—
and rightly so—that applying trade sanctions in this way
can serve protectionist purposes for industrial countries
and that conditioning development cooperation will un-
fairly hamper development.

It is clear that simply adopting core labor standards
will not guarantee their realization. In developing coun-
tries problems meeting these standards may be a conse-
quence of poverty.

Consider child labor. Too often children’s time spent at
work comes at the expense of their formal schooling—with
likely adverse long-term consequences. But a child’s earn-
ings may make the difference between survival and star-
vation for the family, or they may help provide the resources
for a sibling to stay in school.#” In these circumstances sim-
ple bans on child labor can have adverse consequences for
poor families’ incomes and can even have the unintended
effect of pushing children from work in the formal sector
to more exploitative work in firms outside the reach of for-
mal regulations. As a complement to standards against the
most exploitative forms of child labor, programs that pro-
vide financial incentives that make it affordable to keep chil-
dren in school can be a very effective strategy.®

Implementation of the standards on freedom of asso-
ciation and collective bargaining also raises complex issues
for economic development. Enshrining such rights can help
eliminate abusive workplace practices and ensure fair
compensation, especially for poor people, whose desper-
ate need for employment places them most at risk of un-
fair and exploitative employers. Unions also are an
important dimension of civil society, and consultation with
unions can provide a valuable input into policy formula-
tion. However, empirical evidence on the economic ben-
efits of unionization and collective bargaining is generally
quite mixed and suggests that both costs and benefits are
complex and context specific.® Particularly important are
the rules that govern collective bargaining and resolution
of labor disputes. Some forms of collective bargaining rules
may be better at producing efficient and equitable out-
comes than others.”® In any case, the exercise of these rights
will best serve development objectives when unions and
employers are knowledgeable and independent and bar-
gain in good faith.

The core labor standards, then, set an important tar-
get, but a simple strategy of enforcing them through sanc-

tions is unlikely to produce the desired outcomes for
workers.”! Rather, promoting them as part of a broad-based
development strategy through information, technical as-
sistance, capacity building, and complementary initia-
tives is likely to yield the greatest benefits. Using
incentives—such as programs to keep children in school—
to address the causes of suboptimal labor practices must
be a key part of this strategy. Along these lines, and also
deserving close attention, are interesting new ideas about
complementing public standards with private (market-dri-
ven) standards that encourage employers to adopt desir-
able labor practices.>?

Improving access to financial markets

for poor people

Access to financial markets is important for poor people.
Like all economic agents, low-income households and mi-
croenterprises can benefit from credit, savings, and in-
surance services. Such services help to manage risk and
to smooth consumption in the face of sharp fluctuations
in agricultural yields and prices, economic shocks, and
even natural disasters. Savings and credit facilities can help
to make larger investments more affordable, and so allow
people to take advantage of profitable business oppor-
tunities and increase their earnings potential. For
economies as a whole, a large literature has documented
the importance of well-functioning financial markets for
growth.”?

But financial markets, because of their special fea-
tures, often serve poor people badly. Asymmetric infor-
mation between lenders and borrowers creates problems
of adverse selection and moral hazard. The traditional so-
lution to these problems is for lenders to demand collateral
from borrowers. Since poor people have insufficient tra-
ditional forms of collateral (such as physical assets) to offer,
they are often excluded from traditional financial mar-
kets. In addition, transactions costs are often high rela-
tive to the small loans typically demanded by poor people.
And in areas where population density is low, physical ac-
cess to banking services can be very difficult: in the
mountains of Nepal people must walk six hours to and
from the nearest bank branch at an opportunity cost of
a day’s wages.”* Facing such hurdles, poor people are
often discouraged and simply do not seek loans since they
believe that they will be denied credit or will not be able
to fulfill bank requirements. At the same time, conven-
tional banks often find it unprofitable to provide services
to poor people using traditional lending practices.
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These failures have been used to justify a high level of
government intervention in the form of targeted credit,
with government-owned financial institutions channel-
ing sizable resources at subsidized interest rates. Often,
this approach assumed that poor people required only
cheap credit, ignoring their demand for savings instru-
ments.”® Outcomes were disappointing. The lending in-
stitutions were not financially viable, and in countries from
Indonesia to Peru government-sponsored rural credit
programs collapsed under the weight of their losses. Sub-
sidized interest rates distorted the financial markets. Tar-
get groups were not reached.’®

So many lending institutions have emerged, but their
operations are hardly transparent. People do not know
how to access them. Those who have tried have been let

down by bigh levels of collateral demanded.

—From a discussion group, Malawi

Over the past two decades new approaches known
collectively as microfinance have emerged, applying sound
economic principles in the provision of financial services
to low-income clients and using group as well as individual
lending. Pioneers such as Grameen Bank in Bangladesh
and the village banks (unit desas) of Bank Rakyat In-
donesia captured attention worldwide by providing fi-
nancial products matching the needs of low-income
clients, using innovative collective monitoring through
group lending to strengthen repayment performance, and
charging interest rates that fully cover operational costs.””
In many cases these innovations led to much higher re-
payment rates than under previous schemes—and were
particularly effective in reaching women.*®

While such programs have become popular and rep-
resent a major step forward from previous public inter-
ventions, they are still no panacea for poverty. Not
surprising, simply providing access to credit does not
create investment opportunities: a study of rural house-
holds in Nicaragua and Romania found that removing
credit constraints would have only moderate impacts on
the number of households making investments and on
the amounts invested.”” In addition, small, locally based
microfinance organizations can be particularly vulnera-
ble to shocks such as natural disasters or fluctuations in
agricultural yields, which affect a large proportion of
their clientele at once. This can raise the riskiness of
their loan portfolios and make it more difficult for them
to provide more sophisticated financial products. Shar-

ing these risks among microfinance organizations and pos-
sibly encouraging a greater role for larger and more ge-
ographically diversified and established financial
institutions can help in this respect.

Careful measurement of the economic impact of mi-
crofinance programs or institutions is fraught with
methodological difficulties, and the results of studies are
often contradictory.60 Nevertheless, evidence is gradually
emerging. For example, a recent review of 13 microfinance
institutions found that borrower households above or on
the poverty line experience a higher impact than house-
holds below the poverty line, suggesting that while ef-
fective, such institutions are not necessarily well targeted
toward the poorest households.®! Another study found
that the majority of microfinance programs reviewed
still required financial subsidies to be viable.®? Increas-
ingly, the performance of these institutions is evaluated
by two primary criteria: their outreach to target clientele
and their dependence on subsidies.®> Although these cri-
teria do not provide a full assessment of the economic im-
pact of microfinance institutions, they highlight the
social cost at which microfinance institutions have reached
their objectives.

These results on targeting and the prevalence of sub-
sidy dependence point to the challenges faced by mi-
crofinance programs: continuing to move toward financial
viability while extending their outreach to their target
clientele. Best-practice design features of such institutions
as the village banks of Bank Rakyat Indonesia—interest
rates that fully cover costs, availability of well-rewarded
voluntary savings, performance-based compensation for
staff, intensive staff training, innovative low-cost distri-
bution networks, frequent loan collection, products
matching the demand of low-income groups, and effec-
tive management information systems—are all associated
with good financial performance. Stronger capacity build-
ing and better dissemination of these best practices can
help microfinance institutions wean themselves from
subsidies without compromising their ability to provide
services to poor people.

Governments can improve financial intermediation for
the poor by providing complementary public goods and
improved regulation that recognize the special needs of
microfinance schemes. For example, better investment in
rural infrastructure and literacy promotion can help ex-
pand the reach of microfinance organizations, and credit
information registries can lower informational costs and
allow borrowers to build reputational collateral.
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On the regulatory and supervisory fronts outdated
usury laws that prevent microfinance institutions from
establishing sufficiently high spreads between savings and
lending rates to allow them to cover the high transactions
costs on small loans should be eliminated. Improving the
legal framework for secured transactions, as is being
done in Argentina, Mexico, and Romania, can widen
credit opportunities for low-income people.

Well-functioning markets create opportunities for
poor people to escape poverty. But establishing such
markets where they are absent, making them work bet-
ter, and ensuring that poor people have free and fair ac-
cess are difficult and take time. At times, market reforms
fail entirely—or have unintended consequences for poor
people. The lessons of these failures point to the impor-
tance of designing and implementing reforms in a way
that is measured and tailored to the economic, social, and
political circumstances of a country. Market-friendly re-

forms create winners and losers. And when the losers in-
clude poor people, societies have an obligation to help
them manage the transition.

However, there is no presumption that making reforms
pro-poor means making reforms slowly. In some cases poor
people will benefit more from rapid market-oriented re-
forms, especially in areas that directly affect their economic
opportunities or that help break down entrenched mo-
nopoly privileges. In view of the urgent need to get coun-
tries onto dynamic, job-creating development paths, it
is critical that the difficulty of reform and the impossi-
bility of compensating every loser not lead to policy
paralysis.

Furthermore, to make markets work better for poor
people, macro reforms must be complemented by micro
reforms and improvements in poor people’s access to
markets and information—through investment in in-
frastructure and modern technologies—as well as sources
of credit. Reducing labor market restrictions that limit
job creation and stifle competition while promoting core
labor standards remains a key challenge.



